
International trade is the exchange of capital, goods, and services 

across international borders or territories. In most countries, such trade represents a 
significant share of gross domestic product (GDP). 

THE BASIS OF INTERNATIONAL TRADE 

The fundamental basis of international trade lies in the fact that countries are endowed 
by nature with different elements of productive power. In other words, factor 
endowments are unevenly distributed among the countries of the world. This is due to 
geographic facts. physical features and climatic differences. Some countries have the 
monopoly of certain minerals. e.g.• Bengal and Bangladesh for jute. Thus. international 
trade is inevitable when there are marked differences in the countries regarding 
materials. natural vegetation. climate. soils and other physical and geographical 
conditions. International trade is also affected by several other factors besides the 
natural or geographical factors, stage of economic development. accumulation of capital 
by a nation and its foreign investments. technological progress trade and financial 
regulations. political’ affiliations. and soon. 

Diversity of economic resources in different countries is the reasons for international 
trade. Different countries are endowed with different natural resources. All countries are 
not endowed by nature with the same productive facilities, there are differences in 
climatic conditions, geological deposits and in the supply of labor and capital. due to 
those differences, each country finds it advantageous to specialize in the production of 
some specific commodities. Sub specialization would not be economically practicable 
but for the possibility of exchange of surplus production through international trade. If 
there was no international trade, there would be no surplus available for export. 
International Trade will take place when buyers find foreign markets cheaper to buy in 
and sellers find them more profitable to sell off their products than the domestic market. 
Thus, a more effective use of world’s resources is made possible through international 
trade. 

International trade vs. inter-regional trade 

The swap of goods and services involving different nations is termed as International 
Trade. On the other hand, trade of goods and services within a nation is known as 
Inter-Regional Trade. 

What difference then does it make to the theory of trade whether these goods are made 
in the same country or in different countries? Why is a separate theory of international 
trade needed? Well, domestic and foreign trade -are really one and the same. They both 
imply exchange of goods between persons. They both aim at achieving increased 
production through division of labor. 

There are, however, a number of things which make a difference between foreign trade 
and domestic trade. They are as under: — 
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1. Immobility of Factors of Production. Labor and capital do not move as freely from one 
country to another as they do within the same country. Much more difficult so when a 
foreign frontier has to be crossed. Hence, disparities in cost of production can’t be 
eliminated by shifting men along with money. The consequence is the moving of goods. 

2. Different Currencies. Each nation has a special currency. India for instance has the 
rupee, U.S.A., the dollar, Germany the mark, Italy the lira, Spain the peso, Japan the 
yen and so on. Hence, business between countries increases complications missing in 
internal trade. 

The important fact is not the different money so much as the possibility of change of 
their value. If exchange rates were fixed, currencies convertible, and both were 
expected to remain so, one currency was as good as another. But in actual practice 
exchange rates change and complicate the matter. 

The possibility of variations in the exchange rates between different currencies 
increases the risks and thereby discourages the movement of the factors of production, 
particularly that of capital between different countries. 

3. Restrictions on Trade. Trade between different countries is not free. Very often there 
are restrictions imposed by custom duties, exchange restrictions, fixed quotas or other 
tariff barriers. For example, our own country has imposed heavy duty on the import of 
motor cars, wines and liquors and other luxury goods, 

4. Separate Markets. National markets of different countries are usually separated due 
to difference in usage, habits, tastes, terms of sale, etc., e.g., the British drive to the left 
and the French drive to the right. Therefore, the British use the right-hand drive cars and 
the French left-hand drive cars. This makes the markets for automobiles effectively 
separated. Similarly, in some countries goods are designed in inches, feet and yards 
while in others in terms of metric measurements. But, there is no such difficulty as 
between different regions of the same country. All this creates a difference between 
international and inter-regional Trade. 

 Absolute Cost Advantage Theory 

The principle of absolute advantage refers to the ability of a party (an individual, or firm, 
or country) to produce a greater quantity of a good, product, or service than competitors, 
using the same amount of resources. Adam Smith first described the principle of 
absolute advantage in the context of international trade, using labor as the only input. 
Since absolute advantage is determined by a simple comparison of labor 
productiveness, it is possible for a party to have no absolute advantage in anything; in 
that case, according to the theory of absolute advantage, no trade will occur with the 
other party. 

Assumptions of the Theory 

1.Trade is between two countries 



2.Only two commodities are traded 

3.Free Trade exists between the countries 

4.The only element of cost of production is labor. 

Smith argued that it was impossible for all nations to become rich simultaneously by 
following mercantilism because the export of one nation is another nation’s import and 
instead stated that all nations would gain simultaneously if they practiced free trade and 
specialized in accordance with their absolute advantage. Smith also stated that the 
wealth of nations depends upon the goods and services available to their citizens, rather 
than their gold reserves. While there are possible gains from trade with absolute 
advantage, the gains may not be mutually beneficial. 

Smith reasoned that trade between countries shouldn’t be regulated or restricted by 
government policy or intervention. He stated that trade should flow naturally according 
to market forces. In a hypothetical two-country world, if Country A could produce a good 
cheaper or faster (or both) than Country B, then Country A had the advantage and could 
focus on specializing on producing that good. Similarly, if Country B was better at 
producing another good, it could focus on specialization as well. By specialization, 
countries would generate efficiencies, because their labor force would become more 
skilled by doing the same tasks. Production would also become more efficient, because 
there would be an incentive to create faster and better production methods to increase 
the specialization. 

Smith’s theory reasoned that with increased efficiencies, people in both countries would 
benefit and trade should be encouraged. His theory stated that a nation’s wealth 
shouldn’t be judged by how much gold and silver it had but rather by the living standards 
of its people. 

Implications (Significance) of Absolute 
Advantage Theory 

1. More quantity of both products 

2. Increased standards of living of both countries 

3. Increased production efficiency 

4. Increase in global efficiency and effectiveness 

5. Maximization of Global productivity and other resources productivity 

Criticism 

No absolute advantages for many countries 

Country size varies 



Country by country differences in specialization 

Deals with labor only and neglects other factors (Variety of resources) 

Neglected Transport cost (It plays significant role) 

 

Comparative Cost Theory 

This theory is developed by a classical economist David Ricardo. According to this theory, the 

international trade between two countries is possible only if each of them has absolute or 

comparative cost advantage in the production of at least one commodity. This theory is based 

upon following assumption 

 

    There are only two countries and two commodities 

    There is no governmental intervention in export and import 

    Only labor is factor of production. Quantity of labor used gives cost of production 

    There is perfect mobility of labor within the country but not between the countries 

    There is no cost of transportation between the countries 

    The law of constant returns to scale operates in production. 

    The units of labor are homogeneous 

    The units of each commodity in both countries are homogeneous 

 

According to comparative cost advantage theory of international trade, each country exports the 

commodity in which it has cost advantage and imports the commodity in which it has cost 

disadvantage. This theory can be explained as following: 

 

 Comparative cost advantage 

 

If a country can produce both commodities with less cost than another country but in different 

ratio, the country is said to have comparative cost advantage 



 

In the above table, the cost of production of clothe in Nepal is only 50% of cost of production of 

clothe in India. In case of shoes, the cost of production is only 1/3rd of cost in India. It shows that 

Nepal can produce both commodities with fewer cots than India. But in order to take advantage, 

it produces only shoes and let India produce clothe for it. Nepal produces shoes and exports to 

India. India produces clothe and exports to Nepal. If they do so, both of them can take benefits. 

Absolute cost advantage: 

If a country can produce a commodity with less cost but has to bear more cost in the production 

of another commodity than another country, then the country is said to have absolute cost 

advantage. In this case, both of the countries produce and export the commodities in which they 

have absolute cost advantage 

 

In the above table, the cost of production of clothe in Nepal is less than in India. But cost of 

production of shoes is less in India than in Nepal. In this case, Nepal is said to have absolute 

cost advantage in production of clothe but absolute cost disadvantage in production of shoes. 

India is said to have absolute cost advantage in production of shoes but absolute cost 

disadvantage in production of cloth. Therefore, Nepal produces only clothe and exports to India. 

India produces only shoes and exports to Nepal. Doing it, both the countries can take benefit. 

 

 No cost advantage: 

If a country can produce both commodities with less cost than another country but in equal ratio, 

the country is said to have no cost advantage. 



 

In the above table, Nepal is shown able to produce both commodities with less cost than India in 

equal ratio. It means Nepal has no cost advantage. It is loss to the Nepal to import any 

commodity form India. That’s why it decides to produce both goods for itself. Therefore, India 
too produces both goods for itself. Hence there is no trade between them. 

Criticisms 

 

    This theory is not applicable if there are more than two countries and more than two 

commodities 

    In every country, there is more or less government intervention in international trade 

    There is no cost of transportation form one country to another country 

    The units of labor are not homogeneous and the workers are paid more or less in different 

countries 

    There may be increasing or decreasing returns to scale 

    Labor is not perfectly mobile within the country too. In the modern era, there is mobility of 

labor form one country to another 

    The commodities produced in the different countries differ in quality, taste, size, quantity etc. 

Haberler's Theory of Opportunity Cost in 

International Trade: -   

 Professor Gottfried Haberler propounded the opportunity cost theory. According to the 

opportunity cost theory, the cost of the commodity is the amount of the second commodity that 

must be given up to release just enough resources to produce one additional unit of the first 

commodity. Like comparative cost theory, here assumptions like labor is the only factor of 

production, labor is homogeneous, or cost of commodity depends on its labor content only etc. 

are not made. As a result, the nation with the lower opportunity cost in the production of 

commodity has a comparative advantage in that commodity (i.e. comparative disadvantage in 



the second commodity). Thus the exchange ratio between the two commodities is expressed in 

terms of their opportunity costs.   

 

Assumptions of Opportunity Cost Theory   

 Haberler makes the following assumptions for his theory.   

1. There are only two nations. 2. There are only two commodities in both the nations. 3. There 

are only two factors of production such as labor and capital in both the nations. 4. There is 

perfect competition in both the factor and commodity markets. 5. The price of each commodity 

equals its marginal money costs. 6. In each employment, the price of each factor equals its 

marginal value productivity. 7. Supply of each factor is fixed. 8. In each country there is full 

employment. 9. No change in technology. 10. Factors are not mobile between two countries. 11. 

Within countries factors are totally mobile. 12. There is free and unrestricted trade between the 

two countries.   

Haberler demonstrated his theory by constructing a simple diagram that is called Production 

Possibility Frontier which shows the trade-offs that an economy faces between producing any 

two products. The community can produce either one of the goods or some combination of the 

two. The curve shows the additional amount of one good that can be obtained by foregoing a 

particular quantity of the other.   

Illustration of Opportunity Cost Using PPF  

 
We have drawn two production possibility frontiers-one linear Production possibility frontier, PPF 
and the other non-linear production possibility frontier, PPF* which is concave. The slope of any 



production possibility frontier is the opportunity cost of X1 in terms of X2. In the linear case the 
slope is constant. In case of concave production possibility frontier, the opportunity cost changes 
as we change the combinations of X1 and X2. The concave curve, PPF* shows that the more 
that is produced of X1 the more and more we have to give up of X2. In other words, opportunity 
cost of X1 in terms of X2 increases.    

Opportunity Cost 
 The opportunity cost is defined in terms of the alternative use of the resources. The minimum 
amount of Good X which has to be given up for producing an additional unit of Good Y is called 
the opportunity cost of Good Y in that country.    

 

The concept of opportunity cost is explained with hypothetical figures in Table-4. In country A 
labor coefficients for commodity X and Commodity Y are 4 and 2 respectively. In country B the 
corresponding figures are 6 and 12. How many units of commodity X should country A give up in 
order to produce one more unit of commodity Y? It is half a unit of X. This is the opportunity cost 
of producing Y in terms of X in country A. Compare this with the position in country B. How many 
units of X should country B give up in order to produce one more unit of Y? The answer is 2 
units. Hence the opportunity cost of producing Y in terms of X in country B is 2.    

 It should be noted here that opportunity cost of X in terms of Y is the reciprocal of opportunity 
cost of Y in terms of X. For example, in country A opportunity cost of X in terms of Y is 2 and in 
country B the opportunity cost of X in terms of Y is ½.   

Comparative Cost Defined in Terms of 
Opportunity Costs   

  It follows that country A has comparative advantage in the production of Y, because 
opportunity cost of Y in terms of X is lower in country A than in country B. On the other hand, 
country B has a comparative advantage in the production of X the opportunity cost of X in terms 
of Y (2 × ½) is lower in country B than in country A. Once comparative advantage is defined in 
terms of opportunity cost, It makes no difference whether commodities are actually produced by 
labor alone. Thus, classical conclusion is saved. Hence opportunity cost theory is useful to 
strengthen Ricardian conclusions.   

Critical Appraisal   

 The critical appraisal of Haberler ‘s opportunity cost theory can be discussed under two heads 
namely,   



1. Superiority over comparative cost theory 

2. Criticisms.   

1. Superiority over Comparative Cost Theory   

 Haberler‘s opportunity cost theory is regarded as superior to the comparative cost theory of 
international trade formulated by the classical economists like Adam Smith and David Ricardo. 
The arguments put for the superiority are summarized below:   

 1. Dispenses with the Unrealistic Assumption of Labor Theory of Value: 
The classical theory is based on the unrealistic assumption of labor theory of value. But 
Haberler ‘s opportunity cost theory dispenses with such unrealistic assumption and is more 
realistic. 

 2. Analyses the Pre-trade and Post-trade situations Completely: The 
opportunity cost theory analyses pre-trade post-trade situations under constant, increasing and 
decreasing opportunity costs, whereas the comparative cost theory is based on the constant 
cost of production within the country with comparative advantage and disadvantage between the 
two countries. Hence, Haberler‘s opportunity cost theory is considered to be more realistic over 
the classical theory.   

 3. Highlights the Importance of Factor Substitution: The opportunity cost theory 
highlights the importance of factor substitution in trade theory. It is vital in the production process 
especially for a growing economy.    

 4. Facilitates the Easy Measurement of Opportunity Cost: The opportunity cost 
can be measured easily.    

 5. Explains the Time, Reason etc. about Trade: The opportunity cost theory 
explains why trade takes place or when it should take place, showing how the gains shared 
between the countries etc.    

 6. Explain about the Complete Specialization: It explains when complete 
specialization is possible and when it is not possible etc.   

 Criticisms   

Haberler‘s opportunity cost theory is also not free from criticisms. It has been vehemently 
criticized by Jacob Viner in his ―Studies in the Theory of International Trade (1937) ‖. Some of 
the important criticisms are listed down below:   

 1. Inferior as a Tool of Welfare Evaluation:  Jacob Viner says that opportunity cost 
approach is inferior as a tool of welfare analysis when compared to classical real cost approach. 
Further he says that the doctrine of opportunity cost fails to measure real costs in the form of 
Sacrifices or Disutilities.   

2. Fails to consider Changes in Factor Supplies: Viner further criticizes that the 
production possibility curve of opportunity cost theory does not consider changes in the factor 
supplies.   



 3. Fails to consider Preferences for Leisure against Income: Viner also 
criticizes the opportunity costs theory on the ground that the production possibility curve does 
not take into account the preference for leisure against income.   

 4. Unrealistic Assumptions: Haberler ‘s opportunity cost theory is based on many 
assumption like two countries, two commodities, two factors, perfect competition, perfect factor 
market, full employment, no technical change etc. All these assumptions are unrealistic because 
they do not hold in the real word. 

Free Trade Versus Protection 

The foreign trade policy is concerned with whether a country should adopt the policy of 
free trade or of protection. 

The foreign trade policy has been the subject of heated discussion since the time of 
Adam Smith who advocated for free trade and recommended that tariffs should be 
removed to avail of the advantages of free trade. Even today, economists are divided 
over this question of foreign trade policy. 

Various arguments have been given for and against free trade 

Case for Free Trade:  

The following arguments have been given in 
defence of free trade:  

1. Gains in Output and Well-being from 
Specialization:  

The case for free trade is fundamentally based on the gain in output and well-being a 
country obtains from specializing in the production of those goods in which it is relatively 
more efficient and therefore export a part of them and in exchange gets those goods 
from other countries in production of which they are comparatively more efficient. 

Specialization and trading in this way would achieve a more efficient allocation of 
resources and a higher level of output and well-being. To quote Prof. Haberler, 
“International division of labor and international trade which enable every country to 
specialize and to export those things which it can produce cheaper in exchange for what 
others can provide at a lower cost, have been and still are one of the basic factors 
promoting well-being and increasing national income of every participating country.” 

2. Gains from Economies of Scale:  

An important gain from trade is that it enables the trading countries to benefit from the 



economies of scale. If a country does not trade with others, its firms will produce goods 
to meet the domestic demand for a product. If domestic demand for a product is small, 
each of them will produce at a higher cost since they would not be able to enjoy the 
benefits of the economies of large scale production. 

Accordingly, the production of goods will be inefficient. Trade allows a country to export 
goods with the result that level of output of goods in a country will exceed domestic 
demand within a country. Thus, trade expands the market for goods and enables the 
producers to take advantage of the economies of scale. Adam Smith was the first 
economist who pointed out that specialization was limited by the size of the market. 

Trade makes it possible for the producers to move beyond domestic market into 
international market and therefore makes it worthwhile to specialize and produce on a 
large scale and thereby to lower cost per unit. 

For example, in a small country such as Ceylon domestic demand would not be 
sufficient to produce efficiently large luxury cars on a large scale at a lower cost. Their 
production on a large scale at lower cost requires wider international market for sale of 
luxury cars. 

3. Long-Run Dynamic Gains:  
Free trade also leads to dynamic gains being obtained from trade. Dynamic gains from 
trade refer to its stimulation of economic growth. Dennis Robertson described foreign 
trade as ‘an engine of growth’. The stimulation of growth through foreign trade are 
apparent from the rapid growth of such economies such as Japan, Taiwan, South 
Korea, Singapore, Hong Kong and China. 

Free trade promotes economic growth through:  

(1) Raising the rate of saving and investment; 

(2) Import of capital goods, and 

(3) Transfer of technology. 

(i) Raising rate of saving and investment: 

Increase in national product or real national income of a country obtained through trade 
above the level that prevails in autarky leads to a higher level of saving. The higher level 
of saving ensures a higher rate of investment and capital formation which stimulates 
growth. 

Hence if trade raises the rate of saving, it also promotes economic growth. The higher 
rate of saving makes it easier for the developing countries to break ‘the vicious circle of 
poverty’ and to “take off into self-sustained growth.” 



(ii) Import of capital goods: 

Besides trade permits a country to import capital goods in exchange for exports of 
consumer goods or surplus raw materials, and thereby accelerates industrial growth. 
Imports of capital goods adds to the capital stock in a country and raises its productive 
capacity more than it would have been possible without trade. Free trade also often 
enables a country to borrow from other countries to finance import of capital goods. 

(iii) Transfer of technology: 

If different countries worked in isolation the new technology developed in one country 
would remain confined locally. Through trade technological progress tends to feed on 
each other. A technology discovered by one is improved by another and so technology 
goes on being improved successively. 

Imagine if every country had to invent a wheel, a steam engine, electricity operating in 
an isolated manner, how slow would have been the progress in technology. The trade 
increases international diffusion of technology and in this way transfer of technology 
from the developed countries to the developing countries have been possible. 

In the modern times technology developed in one country by a firm is licensed to firms in 
other countries. Through this process, technology is transferred from country to country. 
In the absence of trade between countries such transfer of technology would not take 
place and as a result economic growth would be slower. 

4. Promotes Competition and Prevents 
Monopoly:  

The case for free trade also rests on the fact that it promotes competition and prevents 
the emergence of monopolies in the domestic economy. In the absence of trade and 
therefore without facing any competition from foreign firms, domestic firms tend to 
become inefficient which causes rise in cost per unit of output and therefore higher 
prices of goods. 

When trade is free, increased competition by foreign firms forces domestic firms to 
adopt measures to increase their efficiency and make efforts to reduce cost by 
employing lowest-cost production techniques. Free trade also compels them to be 
innovative and to improve the quality of their products. 

Further, free trade provides consumers a wide range of products from which to choose. 
The increase in efficiency and the adoption of improved technology not only lowers 
prices of products but also contributes to economic growth. 

5. Political Gains from Free Trade:  

Free trade increases well-being or standard of living of the trading countries and this 



mutual welfare gains from trade make different nations economically dependent on each 
other. The economic interdependence raises the likelihood of reduced hostility between 
countries. 

Economic interdependence provides powerful incentives for peaceful solution of 
disputes. Trade between economically interdependent countries increases the potential 
losses from war and thus reduces the likelihood of armed conflict. 

Despite the above gains from free trade, countries have put up various barriers to free 
trade flows. 

The important barriers to free trade are: 

(1) The imposition of tariffs (i.e., duties on imports of goods), 

(2) The fixation of import quotas, 

(3) The licensing of imports. 

The reasons for these trade barriers are that different nations want to protect their 
domestic industries, to increase employment opportunities, to improve their balance of 
payments and to achieve other goals. We therefore discuss below the case for 
protection and then in a later section will examine the impact of trade barriers, especially 
tariffs on welfare and growth. 

Case for Protection:  
Despite gains from free trade, many arguments have been given against free trade and 
in favor of protection. By protection we mean in order to safeguard the domestic 
industries from low-priced imports some barriers against import of foreign goods are 
imposed. Some arguments given in defense of protection are irrational and invalid, 
whereas some are valid. We critically examine below various arguments given in favor 
of protection (i.e., against free foreign trade). 

Nationalism:  

First argument for protection has been that nationalistic feeling or patriotism requires 
that people of a country should buy products of their domestic industries rather than 
foreign products. In the USA, there has been a campaign ‘Be American, buy American’ 
appealing people to buy American goods instead of imported foreign products. 

Similarly, in India recent campaign of ‘Swadeshi’ appeals to the patriotic feeling of the 
Indian people that we should protect our indigenous industries and impose barriers on 
imports of foreign goods or provide subsidies to our industries. However, this argument 
is misplaced and invalid. 

Those policy makers who yield to such arguments deny the people of a country the 
gains from trade such as rise in productive efficiency and greater well-being, stimulus to 



growth through higher capital formation and spread of superior technology. Thus, 
restrictions imposed on trade in the name of nationalism or swadeshi are actually 
contrary to our national interests because they promote inefficiency and prevents rapid 
economic growth. 

Employment Argument:  

An important argument for protection is that it will lead to increase in domestic 
employment or at least preserves present domestic employment. It is often believed that 
imports of goods from abroad reduce domestic employment. 

Therefore, if instead of imports we produce those goods at home, employment in the 
country will increase. Besides, as prices of imported goods are lower, the domestic 
producers would not be able to compete with them and may be competed out of the 
market. This will destroy even present jobs in the domestic industries. It is therefore 
concluded that protection of domestic industries will lead to their expansion and 
therefore employment in them will increase. 

In our view employment argument for protection is not logical and valid. This argument 
ignores the adverse effects of protection on our industries. An important economic 
principle is that exports must pay for imports. If imports are restricted by imposing 
barriers, the exports cannot remain unaffected. 

For example, many raw materials and capital goods are imported to be used in 
industries which export goods. If imports are restricted, exports will therefore fall. This 
will lead to the decline in employment in export industries which will offset the increase 
in employment in the import-substituting industries. 

Further, when you restrict imports to protect domestic industries so that they should 
expand, other countries are likely to retaliate and will impose restrictions on our exports 
which are imported by them. This too will reduce exports and cause reduction in 
employment in export industries. Thus, net effect on employment of restricting imports 
for providing protection to domestic industries may not be positive. 

Infant Industry Argument:  

A powerful argument given in support of protection, especially in the context of 
developing countries is infant industries should be provided protection from the 
competition of low-priced imports of the mature and well-established industries of the 
developed industrialized countries. 

Shortly after American Revolution, Alexander Hamilton argued that British industrial 
supremacy was due to its early start over American infant industries. He pointed out that 
these infant American industries required temporary protection for some time so that 
they should grow and achieve production efficiency and economies of scale before they 
could successfully compete with low-cost British goods. He thus argued that temporary 
protection of infant American industries was necessary for industrial development of 
America. 



Similarly, the infant industry argument has been advanced for protecting infant 
industries of the developing countries from competition of the low-cost firms of the 
industrialized developed countries. Given some time, these infant industries will grow 
and will be able to benefit from the economies of scale and learn the techniques 
necessary to lower their cost of production. 

As a result, over a period of time their cost per unit will go down and will therefore be in 
a position to compete with the foreign imports. Therefore, for some time they should be 
protected otherwise they would be destroyed by foreign competition. 

However, there are some lacuna in infant industry argument. First, it is assumed that 
protected infant industries will make efforts to lower cost when provided protection. 
However, actual experience shows that it is more likely that protected industries lose 
incentives to become efficient and lower cost. It is said “once an infant, always an 
infant.” 

Secondly, even if an industry makes efforts to improve productivity and lower cost per 
unit when it is provided protection, it has been assumed in the argument that the 
Government is the best judge as to which industries will prove to be capable of 
competing low-priced foreign goods. 

It has been asserted in defense of free trade that selection of industries which will 
acquire competitive strength can be done better by private market mechanism. It is 
pointed out that when opening up the economy to foreign competition the domestic 
industries would try to increase their efficiency. 

As a result, only those industries will survive which are efficient and produce at a lower 
cost. Therefore, it is argued that it is better if the domestic industries are left to foreign 
competition and in this way, they will have incentives to improve productivity to escape 
from losses. Only those domestic industries will survive and operate which are efficient 
and produce at a low cost per unit. 

Indian Automobile industry is a shining example of an industry not making any efforts to 
become efficient even after given protection for more than three decades. Before the 
setting-up of Maruti Udyog with Japanese collaboration, Indian car industry was fully 
protected by heavy duties on imports of cars. 

The two domestic firms producing Ambassador and Fiat cars did not make any efforts to 
improve their efficiency, nor did they bring out any better models of their cars. It is only 
after 1991 that following the policy of liberalization that new foreign firms such as 
Daewoo of South Korea, General Motors have come in India and are producing new 
models at relatively low prices. Even Maruti is now trying to improve its efficiency further 
and brought out new models of Maruti. 

However, it may be noted that in developing countries the Government is in a better 
position to protect certain industries such as steel, cement which lead to an expansion 
of the infrastructure of the developing economies. This is because these industries 
create external economies and the private firms will not be compensated for creating 
these external benefits. 



Anti-dumping Argument:  

The other important argument for protection is that foreign producers compete unfairly 
by dumping the goods in another country. Dumping is a form of price discrimination 
when producers of a country sell goods in another country at lower prices than those 
charged at home. 

Of course, consumers in a country in which foreign goods are dumped are beneficiaries, 
the industries of that country suffer as they are unable to compete with the ‘dumped 
goods’. Besides, there is more harmful ‘predatory dumping’ which implies that foreign 
firms try to sell goods in other countries even below cost to establish a worldwide 
monopoly by driving competitors out of the market. Once the local industries are 
competed out, they raise prices to obtain monopoly profits. 

There is a lot of evidence that firms of USA and Japan often indulge in dumping of their 
goods in other countries to eliminate competition. But, in our view, instead of providing 
protection to domestic industries through tariffs or non-tariffs barriers, it will be a better 
policy to enact laws against dumping. Dumping should be prohibited by law declaring it 
illegal. In India, such a law has been enacted but is not being properly implemented. 

Correcting Balance of Payments Deficit:  

Correcting deficit in balance of payments is also mentioned as justification for imposing 
tariffs to restrict imports or fixing of quotas of imports. This appears to be a valid 
argument for providing protection. 

However, in our view the solution for fundamental disequilibrium in the balance of 
payments lies in the adoption of suitable adjustment in exchange rate, appropriate fiscal 
and monetary policies to lower domestic prices so as to encourage exports. The deficit 
in balance of payments can be reduced by ensuring rapid growth in exports of a country. 

Redistribution Income:  

Case for protection has also been built up on the ground that it can be used for making 
desirable redistribution of income from one section of society to another. Protection 
makes some people better off, while others worse off. By providing protection to 
domestic producers their profits can be raised at the expense of consumers who suffer a 
loss in consumer surplus as protection denies them consumption of low-priced imported 
goods. That is, protection redistributes income in favor of domestic producers. 

Sometimes protection causes transfer of income from some factors to the others. For 
example, Heckscher-Ohlin Model of international trade shows that trade benefits the 
abundant factor and harms the scarce factor. It is therefore scarce factor that demands 
protection by the Government against imports so that its income may not decrease. This 
implies that the workers, the owners of labor, and capitalists tend to take opposite views 
with regard to protection. This is however not confirmed by empirical evidence. 



In some countries one of the objectives of economic policy is to redistribute income from 
the rich to the poor. This can be done by imposing high tariffs on imports of goods 
considered to be luxury items and levying tariffs on exports of those goods which are 
considered as necessities. 

Higher import tariffs on luxuries will reduce the incomes of the rich as they would pay 
taxes to the Government. Similarly, higher taxes on exports of necessities ensure 
greater supplies of them in the domestic market which would lower their domestic prices 
and benefit the poor. 

It may however be noted that direct taxes such as income tax are considered better 
methods of redistributing income among various sections of a society than the 
commercial policy. This is because as we shall see below import tariffs levied for 
protecting industries cause down-weight loss of welfare which are avoided under the 
direct tax system. 

Conclusion:  

We have critically examined the various arguments in favor of protection. Some of them 
are valid, other appears to be misplaced. Some people consider trade as a ‘zero sum 
game’, that is, in trading if one gains, the other loses. This has given rise to the doctrine 
of exploitation. However, in our view, this is wrong thinking. No trade can occur without 
expectations of gain. 

 

Tariffs: 

Tariffs are excise duties imposed on imported goods. The objective of imposing tariffs 
may be either raising revenue for the Government or providing protection to the 
domestic industries. 

Therefore, two types of tariffs are distinguished:  

(1) Revenue tariffs, and 

(2) Protective tariffs. 

Revenue tariffs are usually imposed on the imports of those products which are not 
produced domestically. Rates of revenue tariffs are generally small but yields a good 
revenue for the Government. For example, in USA, tariffs are imposed on tin, coffee and 
bananas which are not produced in that country. Their obvious purpose is to provide 
revenue to the Government. 

Protective tariff, on the other hand are imposed to provide protection to the domestic 
producers from foreign competition. The rates of these tariffs are not so high as to 
completely prohibit their imports into a country. Rise in prices of their products as a 
result of imposition of tariffs, foreign producers lose their superior competitive power. 



2. Import Quotas:  

Import quotas are another instrument used to check free trade. Import quotas refer to 
the maximum quantities of goods which may be permitted to be imported during any 
period of time. They are also referred to as quantitative restrictions on imports. Quotas 
are more effective method of reducing trade than tariffs. 

A given commodity may be imported in a relatively large quantity despite high tariffs but 
low quotas totally stop the imports of a commodity beyond the fixed quota of the 
commodity. Since international negotiations to reduce trade barriers have tended to 
focus on tariffs, the various countries have resorted to non-tariff barriers to free trade. 
We discuss below the effects of tariffs and quotas. 

Effects of a Tariff:  

Let us now examine the economic effects of tariffs used as a trade barrier to protect 
domestic industries. We use partial equilibrium approach represented by supply and 
demand analysis to examine the effects of tariffs. Let us take a product, say computer, 
in which India has a comparative disadvantage. 

In Fig. 26.1 we have drawn domestic demand and supply curve Dd and Sd respectively 
of computers in India. In the absence of foreign trade, domestic price OPd is determined 
at which OQ quantity of computers is demanded and sold. Assume now that the Indian 
economy is now opened to trade with USA which has a comparative advantage in the 
production of computers. 

Suppose OPw represents the world price at which USA sells computers. We assume 
that when the Indian economy is opened to trade, it can import computers from the USA 
at this world price OPw. In other words, free trade price is OPw. 

It will be seen from Fig. 26.1 that at free trade OPw, the domestic demand (or 
consumption) for computers is OH and the domestic producers are supplying ON 
quantity. Thus, with free trade out of OH quantity of consumption of computers, 
domestic production is ON. The quantity NH of computers is being imported. 

 



 

 

Consumption Effect: 

Now suppose that in order to protect domestic computer industry India imposes a tariff 
of Pw Pt per computer. As a result price of computer in India will rise to OPt. The 
imposition of tariff and consequently rise in the price of computers in India will have a 
variety of effects. 

First, as shall be seen from Fig. 26.1 that at a higher price OPt, the consumption of 
computers in India will decline to OL computers as the higher price causes buyers of 
computers to move up the demand curve Dd. This is a consumption effect of the tariff. It 
follows that the Indian consumers of computers have been badly hurt by the imposition 
of tariff on computers. 

As a result of tariff, they pay PwPt more per computer which they now buy at the higher 
price. Besides, tariff induces them to buy fewer computers with the result that they 
reallocate a part of their expenditure to less desired substitute products. 

Production Effect: 

Second, tariff benefits Indian producers of computers as they will now be able to sell 
their computers at a higher price OPt instead of free trade price OPw. Further, at a higher 
price OPt, they will produce and supply more computers by moving up the domestic 
supply curve Sd. 

It will be seen from Fig. 26.1 that at price OPt, domestic producers of computers raise 
domestic production and quantity supplied from ON to OM. This is the production effect 
of tariff. It should be further noted that the increase in domestic production of computers 



by NM implies that some scarce resources will be bid away from other presumably more 
efficient industries. 

Trade Effect: 

Third, as a result of imposition of tariff by India, American producers will be hurt. It may 
be noted that American producers would not get the higher price OPt as the higher price 
is due to tariff which will be obtained by the Indian Government. For American 
producers’ price of computers will remain at OPw. Since due to rise in price to OPt, 
domestic production increases to OM and domestic consumption falls to OL, the imports 
of computers fall from NH to ML. This is trade effect of tariff. 

Revenue Effect: 

Now, the important effect which is to be examined is whether economic well- being of 
the nation will increase as a result of imposition of tariff. The answer is in the negative. 
Of course, the Indian Government will gain from tariff equal to the revenue it collects 
from tariff. 

With rise in price by Pw Pt per computer and the import of computers reduced to ML, (or 
ab) the total revenue of the Government from tariff will be equal to the shaded area 
abGC. This is the revenue effect of tariff. This revenue from tariff obtained by the 
Government is “essentially a transfer of income from the consumers to government and 
does not represent any net change in the nation’s wellbeing. The result is that 
government gains a portion of what consumers lose.” 

But the effects of tariffs go beyond the basis of partial equilibrium analysis of demand 
and supply. The imposition of tariff on computers will reduce export earnings of 
American computer industry-the industry in which it has a comparative advantage. 
Because of lower exports of computers, the production of computers will be reduced in 
the USA. 

This will cause the resources to be shifted from relatively more efficient computer 
industry to relatively inefficient industries of the USA in which it has a comparative 
disadvantage. Thus, tariffs cause misallocation of resources. To conclude in the words 
of Professors McConnel and Brue, “specialization and unfettered world trade based on 
comparative advantage would lead to the efficient use of world resources and an 
expansion of the world’s real output. The purpose and effect of protective tariffs are to 
reduce world trade. Therefore, aside from their specific effects upon consumers, foreign 
and domestic producers, tariffs diminish the world’s real output.” 

Effects of Quotas:  

Quotas are quantitative restrictions on the quantity or value of a commodity to be 
imported in a country during a period. Since quota limits the imports of a commodity, it 
reduces supply of a commodity in a country as compared to the case with a free trade. 



Like tariffs, quotas raise the prices of imported goods and encourage domestic 
production of those goods. But in case of quotas, the government does not collect any 
revenue. Quotas may be imposed against imports from all countries or used against the 
imports of only a few countries. 

Economic effects of quota are graphically shown in Fig. 26.2 where DM and SM are 
domestic demand and supply curves of a commodity respectively. In the absence of 
trade, price of the commodity in the country is PA. Suppose the world price of the 
product is PW. 

Under free trade, at price Pw of the commodity the domestic producers of country will 
produce OQ1 quantity but as domestic demand of the product at price Pw is OQ3 the 
quantity Q1 Q3 represents the imports at the world price Pw. Now assume that the 
Government imposes a quota and fixes the quantity of the product equal to Q1Q2 to be 
imported. 

With this the total supply of the product in the domestic market will be away from the 
domestic supply SM equal to the distance Q1Q2. Incorporating the quota equal to Q1Q2 
we draw a new supply curve SM+ Quota, which lies to the left of the free-trade supply 
curve SM. 

It will be seen from Fig. 26.2 that interaction of the supply curve (SM + Quota) with the 
domestic demand curve DM determines price Pd which is higher than the world price Pw. 
It will be seen from Fig. 26.2 that difference AB between demand and domestic supply 
at price Pd is exactly equal to the fixed quota of Q1Q2 quantity of imports. 

It is thus dear that, like tariffs, fixation of quota has served to limit trade and raise price. 
It will therefore have same effects as we have explained in case of tariff. It may however 
be noted that, unlike tariff, in case of quota Government would not collect any revenue. 

 



Balance of Payment (BOP) - Concept & 
Definition  

 
 

Most of exports and imports involve finance i.e. receipts and payments in money. An 
account of all receipts and payments is termed as Balance of Payments (BOP). 

According to Kindle berger, "The balance of payments of a country is a systematic 
record of all economic transactions between the residents of the reporting country and 
residents of foreign countries during a given period of time". 

The balance of payment record is maintained in a standard double-entry book-keeping 
method. International transactions enter in to the record as credit or debit. The 
payments received from foreign countries enter as credit and payments made to other 
countries as debit. 

Balance of Payment is a record pertaining to a period of time; usually it is all annual 
statement. All the transactions entering the balance of payments can be grouped under 
three broad accounts; (1) Current Account, (2) Capital Account, and (3) Official 
International Reserve Account. However, it can be vertically divided into many 
categories as per the requirement. 

 
 

Structure of Balance of Payment (BOP)  

 
 



 

 

 

1. Trade Account Balance 

It is the difference between exports and imports of goods, usually referred as visible or 
tangible items. Till recently goods dominated international trade. Trade account balance 
tells as whether a country enjoys a surplus or deficit on that account. An industrial 
country with its industrial products comprising consumer and capital goods always had 
an advantageous position. Developing countries with its export of primary goods had 
most of the time suffered from a deficit in their balance of payments. Most of the OPEC 
countries are in better position on trade account balance. 

The Balance of Trade is also referred as the 'Balance of Visible Trade' or 'Balance of 
Merchandise Trade'. 

2. Current Account Balance 

It is difference between the receipts and payments on account of current account which 
includes trade balance. The current account includes export of services, interests, 
profits, dividends and unilateral receipts from abroad, and the import of services, 
interests, profits, dividends and unilateral Payments to abroad. There can be either 
surplus or deficit in current account. The deficit will take place when the debits are more 
than credits or when payments are more than receipts and the current account surplus 
will take place when the credits are more than debits. 

3. Capital Account Balance 

It is difference between the receipts and payments on account of capital account. The 



capital account involves inflows and outflows relating to investments, short term 
borrowings/lending, and medium term to long term borrowing/lending. There can be 
surplus or deficit in capital account. The surplus will take place when the credits are 
more than debits and the deficit will take place when the debits are more than credits. 

4. Foreign Exchange Reserves 

Foreign exchange reserves (Check item No.9 in above figure) shows the reserves which 
are held in the form of foreign currencies usually in hard currencies like dollar, pound 
etc., gold and Special Drawing Rights (SDRs). Foreign exchange reserves are 
analogous to an individual's holding of cash. They increase when the individual has a 
surplus in his transactions and decrease when he has a deficit. When a country enjoys a 
net surplus both in current account & capital account, it increases foreign exchange 
reserves. Whenever current account deficit exceeds the inflow in capital account, 
foreign exchange from the reserve accounts is used to meet the deficit If a country's 
foreign exchange reserves rise, that transaction is shown as minus in that country's 
balance of payments accounts because money is being transferred to the foreign 
exchange reserves. 

Foreign exchange reserves (forex) are used to meet the deficit in the balance of 
payments. The entry is in the receipt side as we receive the forex for the particular year 
by reducing the balance from the reserves. When surplus is transferred to the foreign 
exchange reserve, it is shown as minus in that particular year's balance of payment 
account. The minus sign (-) indicates an increase in forex and plus sign (+) shows the 
borrowing of foreign exchange from the forex account to meet the deficit. 

5. Errors and Omission 

The errors may be due to statistical discrepancies & omission may be due to certain 
transactions may not be recorded. For example.: A remittance by an Indian working 
abroad to India may not yet recorded, or a payment of dividend abroad by an MNC 
operating in India may not yet recorded or so on. The errors and omissions amount 
equals to the amount necessary to balance both the sides. 

 


