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Objectives

After reading this Unit, students will be able to:

* understand the importance of international trade

* analyze the theoretical foundations of international trade

Introduction

The barter of goods or services among different peoples is an age-old practice, probably as old as
human history. International trade, however, refers specifically to an exchange between members
of other nations, and accounts and explanations of such trade begin (despite fragmentary earlier
discussion) only with the rise of the modern nation-state at the close of the European Middle Ages.
As political thinkers and philosophers began to examine the nature and function of the nation,
trade with other countries became a particular topic of their inquiry. It is, accordingly, no surprise
to find one of the earliest attempts to describe the function of international trade within that highly
nationalistic body of thought now known as mercantilism.

1.1 International Trade

International trade is the exchange of capital, goods, and services across international borders or
territories because there is a need or want. Such trade represents a significant share of gross
domestic product (GDP) in most countries. International trade is the exchange of capital, goods,
and services across international borders or territories. International trade has existed throughout
history. Its economic, social, and political importance has risen in recent centuries. "The aim of
international trade is to increase production and raise people's standard of living. International
trade helps citizens of one nation to consume and enjoy the possession of goods produced in some
other nations." Classification of International trade are

e Import Trade: The inflow of goods into a country is called the import trade.
* Export Trade: The outflow of goods from a country is called export trade.
* Entrepot Trade: Many times, goods are imported for the purpose of re-export after some

processing operations. This is called the entrepot trade.
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Types of IT

1. Direct Business: In direct business, the importer places an order with the manufacturer of
the exporting country.

2. Consignment Business: Under the consignment business, the exporter sends the goods to an
agent in the importing country.

3. Indent Firms: Indent firms charge a commission for their services. The indent firms are also
called commission agents.

4. Merchant Shippers: This is a class of businessmen who buy goods on their own account and

sell them in a foreign country at a profit.

1.2 Importance of International Trade

Make maximum use of raw materials

Some countries have natural raw materials, such as oil (Qatar), metals (Iceland), fish (Iceland),
Congo (diamonds) and butter (New Zealand). Without trade, these countries would not benefit
from the natural contributions of raw materials.

Eli Hawker and BertilOll developed the theoretical model. Countries known as the Hecksher-Ohlin
Model (H-O Model) say they will pay special attention to producing and exporting goods that use
several local component settlements. Countries with limited resources will import.

Comparative benefit

The principle of comparative achievement states that countries with special benefit costs must have
particular expertise. Although a country can produce two goods at a low price, it should not make
manufacturing). Therefore, exports of these services and goods will be efficient for India.
Economies like the UK may benefit relatively from education and video game development. Trade
allows countries to specialize. More details on how comparative gain can enhance financial well-
being. The theory of relative gain has limitations, but it explains at least some aspects of
international trade.

Great choice for users

The new commercial theory does not emphasize comparative advantage and relative input costs. In
real business, the new business theory states that a driving force behind trade is giving consumers a
choice of different products. We import BMW cars from Germany, not because they are affordable,
but because of the quality and brand image. The business enables a wide selection of music and
film to appeal to different tastes when it comes to music and film. When the Beatles toured the US
in the 1960s, it was exporting British music - relative labor costs were not significant.

Probably the best example is things like clothing. Some textiles (eg, value-added garments from
Primark) are very important and are likely to be imported from low-cost countries such as
Bangladesh, however, we also import fashion labels from Gucci (Italy), where customers are
charged lower prices. Are benefited. The argument is that international trade often fits the pattern
of monopoly competition.

Specialization and Economy - More Efficiency

Another aspect of the new business theory is that no matter which countries are experts, the main
thing is to advance expertise, which enables companies to benefit from an economy of scale that is
influenced by other factors. Improves the Many times, countries may specialize in specific
industries for no particular reason - this can be a historical risk. But that expertise provides better
efficiency. Multinationals divide the manufacturing process into a global production system for
high value-added products. For example, Apple designs its computers in the US but reduces
production in Asian factories. Trade enables a product with multiple country sources. The
manufacturing process is often global in car production, with engines, tires, design, and marketing
coming from various countries.

Business in service sector

Import of physical goods, trade in bananas and export cars. However, the growth of the services
sector economy means that more business is invisible -insurance, IT services and banking. In
creating this website, I sometimes source our IT services for developers from other countries. This
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can be for small jobs up to $ 50. In addition, I can export a review guide for countries around the
world on 49 7.49. A global economy with modern communications enables many micro-trades,
which would not be possible in the pre-Internet era.

Global Development and Economic Development

International trade is an essential factor in promoting economic growth. This increase has led to a
reduction in poverty - particularly in Southeast Asia, the highest growth rate since the 1980s.

1.3 Benefits Of International Trade

Comparative Advantage

It allows countries to gain specialized expertise in producing only those goods and services, which
is good.

Economies of Scale

If a country wants to sell its goods in a foreign market, it needs to produce more than meet
domestic demand. Therefore, the production of high quantities of energy moves the economy on a
scale; that is, the cost of production of each item decreases.

Competition

Selling goods and services in foreign markets also increases competition in that market. In a way, it
is suitable for local suppliers and customers. Suppliers need to ensure that their price and quality
are sufficient to withstand foreign competition.

Transfer of technology

International trade often leads to the transfer of technology from a developed country to a
developing country. Government regulations are often applied to foreign companies developing
local production capacity in developing countries.The increase in international trade is creating
employment in both countries. This is why big business countries like America, Japan, and South
Korea have lower unemployment rates.

1.4 Disadvantages of International Trade

More job creation and Excessive dependence

Countries or companies engaged in foreign trade are the victims of global events. An adverse event
can affect product demand and job losses. For example, the recent US-China trade war has
adversely affected the Chinese export industry.

Unsuitable for new companies

New companies or startups do not have a lot of resources, and experience can make it difficult to
compete with large foreign companies.

Threat to national security

If a country relies on imports for strategic industries, exporters may be forced to make decisions
that are not in the national interest.

Stress on natural resources

A country has only natural resources. But if it opens its doors to foreign companies, those natural
resources can be depleted much faster.While international trade has pros and cons, the pros far
outweigh the disadvantages. Now, international trade has become necessary, but a country must
maintain a fair balance between imports and exports to ensure that the economy continues at a
growth rate.

1.5 The Theories of International Trade

Mercantilism

This theory was popular in the 16th and 18th Centuries. During that time, the nation's wealth only
consisted of gold or other kinds of precious metals, so the theorists suggested that the countries
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should start accumulating gold and different types of metals more and more. The European
Nations began to doing so. Mercantilists, during this period, stated that all these precious stones
denoted the wealth of a nation; they believed that a country would strengthen only if the
government imports less and exports more. They said that this is the favorable balance of trade and
that this will help a nation to progress more

Mercantilism thrived during the 1500's because there was a rise in new nation-states and the rulers
of these states wanted to strengthen their nations. The only way to do so was by increasing exports
and trade, because of which these rulers were able to collect more capital for their nations. These
rulers encouraged exports by putting limitations on imports. This approach is called protectionism
Though, Mercantilism is one the most old-fashioned theory, it still remains a part of contemporary
thinking. Countries like China, Taiwan, Japan, etcetera still favor Protectionism. Almost every
country has implemented protectionist policy to protect their economy in one way or another.
Countries that are export oriented prefer protectionist policies as it favors them. Import restrictions
lead to higher prices of goods and services. Free-trade benefits everyone, whereas, mercantilism's
protectionist policies only profit select industries.

Theory of Absolute Cost Advantage

Adam Smith, the father of economics, thought that the basis of international trade was absolute cost
advantage. According to his theory, trade between two countries would be mutually beneficial if
one country could produce one commodity at absolute advantage ( over the other commodity)
and the other countries could, in turn, produce another commodity at an absolute advantage over
the first.

In other words , 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. It can be contrasted with the concept of
comparative advantage which refers to the ability to produce specific goods at a lower opportunity
cost.

Origin of the theory

The main concept of absolute advantage is generally attributed to Adam Smith for his 1776
publication An Inquiry into the Nature and Causes of the Wealth of Nations in which he countered
mercantilist ideas. 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. Comparative advantage focuses on the range of possible mutually beneficial
exchanges.

Assumptions of the Absolute Advantage Theory:

* Trade between the two countries.

* He took into consideration a two-country and two-commodity framework for his analysis.

* There is no transportation cost.

* Smith assumed that the costs of the commodities were computed by the relative amounts of
labour required in their respective production processes.

* He assumed that labour was mobile within a country but immobile between countries.

* He implicitly assumed that any trade between the two countries would take place if each of

the two countries has an absolutely lower cost in producing one of the commodities.

Table 1.1 Hours of work necessary to produce one Unit

Country Cloth Wine
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England 80 100

Portugal 120 90

Table 1.2 Hours of work commit after specialization

Country Cloth Wine
England 80+100 0
Portugal 0 90+120

According to Table 1, England commits 80 hours of labour to produce one Unit of cloth, which is
fewer than Portugal's hours of work necessary to produce one. England is able to produce one Unit
of cloth with fewer hours of labour; therefore England has an absolute advantage in the production
of cloth. On the other hand, Portugal commits 90 hours to produce one Unit of wine, which are
fewer than England's hours of work necessary to produce one Unit of wine. Therefore, Portugal has
an absolute advantage in the production of wine.

If the two countries specialize in producing the good for which they have the absolute advantage,
and if they exchange part of the good with each other, both of the two countries can end up with
more of each good than they would have in the absence of trade. In the absence of trade, each
country produces one Unit of cloth and one Unit of wine. Here, if England commits all of its labour
(80+100) for the production of cloth for which England has the absolute advantage, England
produces (80+100)+80=2.25 units of cloth. On the other hand, if Portugal commits all of its labour
(90+120) for the production of wine, Portugal produces (90+120)+90=2.33 Units of wine. By
exchanging the 2.25 units of cloth and the 2.33 Units of wine, both of the two countries can end up
with more of each good than they would have in the absence of trade.

Achieving an Absolute Advantage

An absolute advantage is achieved through low-cost production. In other words, an absolute
advantage refers to an individual, company, or country that can produce at a lower marginal cost.
An absolute advantage is established when (compared to competitors):

Fewer materials are used to produce a product
Cheaper materials (thus a lower cost) are used to produce a product
Fewer hours are needed to produce a product

Cheaper workers are (in terms of hourly wage) used to produce a product Advantages of Absolute
Advantage

Absolute Cost Advantage

Absolute cost advantage results from the specialization of labor proposed by Smith in his theory.
Specialization of labor, or division of labor, results in a significantly higher productivity per Unit of
labor, and in turn, a lower cost of production. Smith also used the concept of "Economies of Scale"
to explain the lowering of production costs, as a higher output due to labor diversification would
significantly reduce production cost.

Criticisms:

Firstly, this theory assumes that each exporting country has an absolute cast advantage in the
production of a specific commodity. This assumption may not hold true, when a country has no
specific line of production in which it has an absolute superiority. In this context Ellsworth says
"Smith's argument is not very convincing as it assumed without argument that international trade
required a producer of exports to have an absolute advantage, that is, an exporting country must be
able to produce with a given amount of capital and labour a larger output than any rival. But what
if a country has no line of production in which it was clearly superior."

Most of the backward countries with inefficient labour and machinery may not be enjoying
absolute advantage in any line of activity. So the principle of absolute cost advantage cannot

L ovely Professional University
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provide a complete and satisfactory explanation of the basis of trade proceeds among different
countries.

Secondly, Adam Smith simply indicated the fundamental basis on which international trade rests.
The absolute cost advantage had failed to explore in any comprehensive manner the factors
influencing trade between two or more countries.

Thirdly, the 'Vent for Surplus' doctrine of Adam Smith is not completely satisfactory. This doctrine
can have serious adverse repercussions on the growth process of the backward countries. These
countries do not sell their surplus produce in foreign markets but are constrained to export despite
domestic shortages to neutralize their balance of payments deficit.

Comparative Advantage Model

Prior to Adam Smith's Wealth of Nations (1776) publication, mercantilism was the dominant
doctrine of foreign commerce. This concept advocated for a country to maximize exports while
limiting imports in order to accumulate 'treasure.! Adam Smith objected to this view. He contended
that prohibitions on foreign commerce reduced market forces' benefits.

In essence, the case for free trade is one for large-scale marketplaces. If comprehensive free trade
were implemented, the market would encompass the entire globe, providing consumers with a
diverse array of commodities. Additionally, international competition would compel domestic
enterprises to maintain competitive pricing. Innovations in manufacturing processes and product
design would spread faster, benefiting customers.

Smith maintained that commerce should be conducted based on absolute advantage. This term
describes the position when one country is absolutely more efficient at producing good A, whilst
another country is absolutely 'better' at producing good B. Both countries would benefit from
specialisation in the goods they excel and then exchange their wares.

Thus, Britain has an absolute edge over Jamaica in terms of automobile manufacture, whereas
Jamaica has an absolute advantage in terms of tropical fruit output. Both countries will benefit from
specialization and trade. Absolute advantage is a specific instance of the benefits of specialization
and labor division.

David Ricardo extended and developed Smith's thesis on absolute benefit in 1817. Ricardo,
improving upon Adam Smith's exposition, developed the theory of international trade based on
what is known as the Principle of Comparative Advantage (Cost). International trade involves the
extension of the principle of specialization or division labor to the sphere of international exchange.

As an individual specializes in the trade in which he excels, a country likewise specializes in the
production of the item in which it excels naturally. A country may produce many things at a time,
but it may have comparative advantages in the production of some commodities (say, tea or jute as
in India) over others and it will specialize in those goods.

Similarly, another country would produce those goods (say, machineries and engineering goods as
in Germany or Japan) in which it has comparative advantage. If these two countries produce goods
according to their respective areas of comparative advantage, each country would be able to
produce the goods at the lowest cost; and both these countries will gain from trading with each
other. This is the substance of the principle of comparative advantage (cost).

The principle of comparative cost states that (a) international trade takes place between two
countries when the ratios of comparative cost of producing goods differ, and (b) each country
would specialize in producing that commodity in which it has a comparative advantage. We may
illustrate this principle after stating its assumptions first.

The classical version of the principle of comparative cost is based on several assumptions:
(a) Trade takes place between two countries only, say A and B.

(b) They are trading with only two commodities, say, jute and cotton, (c) The cost of production of
these two goods in both the countries is expressed in terms of labor only, (d) The production of
these two goods in both the countries taken place at constant costs, (e) There is no transport cost, or
the transport cost, if any, is so small a part of product prices that it is ignored.

ustration: Ricardo was concerned about the position where a country was able to produce every
commodity at an absolutely lower real cost than another country. He suggested that in this case
each country should specialize in the production of those goods where its comparative advantage
was greatest.
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This can be explained by using the division of labor as an example. If A is ten times more efficient
than B as a surgeon and twice as efficient as a road sweeper, then A should devote all his efforts to
surgery and leave all the roads sweeping to B.

Ricardo developed his theory by comparing two countries, England and Portugal, and two
commodities, wine and cloth. Table 1 shows that Portugal was more efficient in the production of
both goods, but Ricardo argued that both countries could benefit if they specialized where their
advantage was comparatively high and then traded.

Portugal's labor costs were lower than England's in both cloth and wine, but the comparative
advantage was greater in wine. The cost ratios were 9:10 for cloth and 8:12 for wine. Thus, it cost
England roughly 1.1 times as much labor to produce cloth as it did Portugal, but 1.5 times as much
to produce wine.

Ricardo showed that both countries would benefit if England specialized in cloth and Portugal in
wine and; if after specialization, a unit of wine is exchanged for a unit of cloth. England would gain
20 hours since it costs her 100 hours to produce cloth but 120 to produce wine.

Portugal would also benefit because she would trade a unit of wine which took 80 hours to produce
and receive a unit of cloth which would have taken her 90 hours to produce. Hence, Portugal gains
10 hours.

In Ricardo's own words (referring to Portugal): "It would be advantageous for her to export wine in
exchange for cloth. She would obtain more cloth from England than she could produce by diverting
a portion of her capital from the cultivation of wines to the manufacture of cloth".

In the above example, Portugal has an absolute advantage in the production of both the
commodities since the input requirements for both the commodities are less than those of England.
But Portugal has a comparative cost advantage in wine. However, a situation of equal advantage,
where one country is superior to another in the same ratio in all products, rules out the possibility
of gainful trade.

Ricardo's theory is a simple one. It ignores factors such as transport costs and assumes that goods
are homogeneous. It also ignores intra-firm trade, such as that between subsidiaries of a
multinational firm. Nevertheless, its conclusion is clear. Countries should specialise where their
advantage is comparatively greatest (or, comparative disadvantage is least) and then trade.

Criticisms of the Theory

As with many other economic ideas there are criticisms to be levelled at this theory:

i It is much more complicated in the real world in deciding in which goods countries have a
comparative cost advantage. This is so because there are a large number of goods and
many countries.

ii. In reality we find changing pattern of comparative advantage. A country may gain
comparative advantage by raising its factor (labour) productivity or by imposing
restrictions on trade such as an import tariff. So, comparative advantage is dynamic
concept, and not a static one, as Ricardo thought.

iii. ~ The theory ignores the effects of transport costs. England might specialise in cloth and
Portugal in wine. However, once transport costs are added any comparative advantage
may be lost.

iv. The theory assumes that if Portugal wants to specialise introducing more wine it can do so
easily by transferring factors of production into wine production. However, it may be not
easy to transfer these factors from cloth to wine production easily. In addition, textile
workers might not know how to produce wine.

V. Modern theories, no longer based on Ricardo's labour theory, have established that the
only necessary condition for the possibility of gains from trade is that price ratios should
differ between countries.

Vi. Ricardo ignored the role of demand completely and explained trade from supply side. The

post-trade exchange rate between the commodities, whose determination Ricardo could
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vii.

Viii.

ix.

Xi.

Xii.

not explain, is established by the Law of Reciprocal Demand, i.e., one country's demand
for another country's product and vice versa.

Ricardo's analysis is based on the labour theory of value as costs are expressed in terms of
labour hours. However, the classical labour theory itself has lost its relevance.

Riocardo's theory assumes the operation of the law of constant cost. Hence, it cannot be
applied in the case of increasing or decreasing costs.

The classical writers have applied their principle in case of trade with two countries only
and with two commodities only. So, the principle has a limited scope of application in
practice. It cannot explain multi-lateral trade.

Increasing returns or decreasing cost are a second great factor — in addition to differences
in comparative costs — in explaining the basis of trade. Writes Paul Samuelson, "If
economies of mass production are overwhelmingly important, costs may decrease as
output expands. This would strengthen the case for international exchange of goods."
Trade may also occur due to a third factor, viz., difference in tastes between countries.
America produces motor cars. It also imports cars from Japan because it has a special
liking for Japanese cars. Here, trade occurs due to consumption bias.

Finally, the theory assumes that costs remain constant at all levels of output. But, in reality,
we find that costs rise after a certain stage due to the operation of the law of diminishing
returns. Thus, at some point, after each country has expanded the production of its

specialty far enough the cost ratios may become equal.

Porter's Diamond Theory

While Porter (1990) never focused exclusively on the causes affecting trade patterns, his theory of
national competitive advantage does explain why one country is more competitive in a given
industry. If Italy retains a competitive edge in the manufacturing of ceramic tiles and Switzerland
retains a competitive edge in the production of watches, the former will export ceramic tiles and the
latter will export watches, while both will import commodities in which their own industry is
uncompetitive.

Why is there a distinction? Porter identifies four reasons that contribute to this variety. He refers to
these characteristics collectively as the "diamond of national advantage." Porters' diamond model
consists of the following;:

Contextual factors
Conditions of demand
Related and ancillary industries

Firm strategy, organization, and competition

Figurel: Porter’s Model
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Firm Strategy,
Structure, and

Factor * e Demand

Conditions s e, Conditions

Related and
Supporting
Industrics

Source: Porter (1990)

Earlier economists took these issues into account to a greater or lesser extent. What is critical in
Porter's idea of national competitive advantage is that the interaction between these components
shapes the competitive advantage.

Factor conditions indicate the extent to which a country's factor of production may be successfully
employed in a given industry. This notion extends beyond the factor proportions theory by
demonstrating that while the availability of factors of production is not critical for competitive
advantage, their contribution to the creation and improvement of products is critical. If one asserts
that Japan has a competitive edge in the vehicle manufacturing industry, it is not merely because
the country has easy access to iron ore, but also because the country has a skilled labor force
capable of sustaining this industry's competitiveness.

Second, demand for the product must exist in the home market from the start. Porter believes that it
is not the size of the market that matters for competitive advantage, but the intensity and
sophistication of the demand. If consumers are sophisticated, they will place a premium on
complex items, which will aid in their manufacture. Gradually, the country will develop a
competitive edge in this sector of industry.

Thirdly, the firm that operates alongside competitors and complementary firms benefits from close
collaboration in the form of competition or backward and forward linkages. When competition is
fierce, every business will strive to provide higher-quality goods at a lower cost in order to remain
competitive. Again, if complimentary units congregate in a single region, powerful backward and
forward links may exist. All of this will contribute to the nation's competitive advantage.

Fourthly, the firm's own strategy contributes to export growth. There is no hard and fast rule for
implementing a particular method. It is determined by a variety of circumstances in the home
country or the importing country and varies over time. Nonetheless, the firm's strategic choices
have a long-term impact on its future competitiveness. Again, the industry structure and
competitiveness of individual enterprises are critical. The stronger the competition, the bigger the
industry's competitive power.

Along with the four factors, Porter weights a few more, including government policy and the role
of chance in occurrences. Government policy has an effect on all four criteria via a variety of
regulatory/deregulatory methods. It can exert control over the availability of various resources and
alter the demand pattern through taxes and other mechanisms. It can incentivize/disincentivize
supportive industries via a variety of incentives/disincentives. Similarly, random occurrences like
as war or unforeseeable events such as inventions/innovations; interruptions in the supply of
inputs; and so forth might destroy competitors' advantages.

However, there are various criticisms put forth against Porter's national competitive advantage
theory. To begin, there are circumstances in which the lack of any of the characteristics represented
by Porter's diamond has no effect on the competitive advantage. For example, when a firm is
exporting its entire output, the intensity of demand at home does not matter. Secondly, if the
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domestic suppliers of inputs are not available, the backward linkage will be meaningless. Thirdly,
Porter's national competitive advantage theory is based on empirical findings covering 10 countries
and four industries. A majority of the countries in the sample have different economic backgrounds
and do not necessarily support the finding. Fourthly, availability of natural resources, according to
Porter, is not the only condition for attaining competitive advantage and there must be other factors
too for it. But the study of Rugman and Mcllveen (1985) shows that some Canadian industries
emerged on the global map only on the basis of natural resource availability. Fifthly, Porter feels
that sizeable domestic demand must be present for attaining competitive advantage. But there are
industries that have flourished because of demand from foreign consumers. For example, a lion's
share of Nestle's earnings comes from foreign sales. Nevertheless, these limitations do not
undermine the significance of Porter's national competitive advantage theory. For competitive
advantage, see Porter's Diamond Theory.

H-O Theory of International Trade

The classical comparative cost theory failed to explain why the comparative costs of producing
particular commodities vary between countries. Heckscher and Ohlin's novel approach delved
deeper into the fundamental mechanisms that produce disparities in comparative costs. They
argued that the variation in comparative costs is due to variances in countries' factor endowments
and the varying factor proportions required to produce different commodities. As a result, this new
theory is dubbed the Heckscher-Ohlin theory of international trade. Due to widespread agreement
among contemporary economists about Heckscher and Ohlin's explanation of international trade,
this theory is also known as modern theory of international trade. Additionally, because this theory
is founded on a general equilibrium study of price determination, it is sometimes referred to as the
General Equilibrium Theory of International Trade. It is worth noting that, contrary to classical
economists, Ohlin maintains that there is no fundamental distinction between domestic (inter-
regional) and international commerce. Indeed, he maintains that international commerce is really a
subset of inter-regional trade. Thus, Ohlin maintains that it is not the cost of transportation that
distinguishes international trade from domestic trade, as transportation costs are involved in intra-
regional domestic trade. Trade occurs because the currencies of many countries are linked via
foreign exchange rates, which define the value or purchasing power of various currencies. Thus,
Ohlin considers different nations as merely regions separated by national frontiers, distinct
languages and cultures, and so forth. However, these distinctions do not preclude nations from
trading with one another. As a result, he contends that the general theory of value, which can be
used to explain interregional trade, can also be used to explain worldwide commerce equally
effectively. The general equilibrium theory of value states that the relative prices of commodities
are determined by their demand and supply. In the long run, under perfect competition, relative
prices of commodities are equal to the average cost of production. The cost of production of a
commodity, as is well-known, depends upon the prices paid for the factors of production employed
in the production of that commodity. Factor prices, in turn, determine the factor owners' revenues
and, thus, the demand for goods. Thus, trade is mutual inter-dependence between prices of
commodities and prices of factors, and the ex-change of goods and factors between demand for
commodities and demand for factors. This is how the general equilibrium theory of value accounts
for the pricing of goods and variables among different individuals within a region or country.
However, according to Ohlin, the classical analysis presumes it to apply to a single market in a
country and ignores the space factor whose introduction is crucial for explanation of trade between
regions. The same factors that explain commerce between regions also explain trade between states
or countries. The Heckscher-Ohlin Theorem: International trade, according to Ricardo and other
classical economists, is based on differences in comparative costs. It is critical to note that Heckscher
and Ohlin agreed on this fundamental thesis and simply expounded on it by describing the reasons
that contribute to variances in commodity comparative costs across regions or countries. Ricardo
and his successors interpreted variations in comparative costs as originating only from differences
in labour ability and efficiency.

This does not account for the disparities in comparative cots. Ohlin identified other fundamental
elements, notably disparities in nations' factor endowments and differences in the proportion of
factors used to produce various commodities, which account for differences in comparative costs
and hence the ultimate basis of interregional or international trade.

Thus, Heckscher-Ohlin theory does not contradict or supersede comparative cost theory, but rather
complements it by providing a sufficiently good explanation for why comparative costs differ.

According to Ohlin, there are two processes at work behind disparities in comparative costs:

1. Different locations or countries have varying endowments of various factors.
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2. The manufacture of various items necessitates varying factor-proportions.

It is a well-known fact that different countries (regions) have varying levels of productive
components required for products production. Certain countries have a relative advantage in terms
of capital, whereas others have a relative advantage in terms of labour and land. In general, factors
that are more abundant in a country will have a lower price, whereas factors that are relatively
scarce would have a higher price. Thus, Ohlin asserts that factor endowments and factor prices are
inextricably linked. Assume that K represents the availability or supply of capital in a country, L
represents the supply of labour, and PK represents the price of capital and PL represents the price
of labour. Furthermore, consider two countries A and B; in country A, capital is abundant while
labour is limited. The reverse is the case in country B. Given these factor endowments, capital in
country A will be relatively inexpensive. In figurative terms:

Because (K/L)A > (K/L)B
Since (PK/PL)A < (PK/PL)B

Thus, disparities in factor endowments result in disparities in factor prices, which account for
disparities in the comparative costs of producing various commodities. Along with differences in
factor endowments, differences in the quantities of factors required to produce various
commodities also play a significant role in explaining discrepancies in comparative costs between
countries. Certain commodities are designed in such a way that their manufacturing takes
significantly more capital than other factors; as a result, they are referred to as capital-intensive
commodities. Other goods require a greater proportion of land than capital or labour and are hence
referred to as land-intensive commodities. These disparities in factor productions (or, alternatively,
differences in factor intensities) required to produce distinct commodities account for differences in
the comparative costs of production. The disparities in the comparative costs of producing various
commodities result in disparities in the market pricing of various commodities in various nations. It
follows from above that some countries have a comparative advantage in the production of a
commodity for which the required factors are found in abundance and comparative disadvantage
in the production of a commodity for which the required factors are not available in sufficient
quantities. Thus, a country A which has a relative abundance of capital and relative scarcity of
labour will have a comparative advantage in specializing in the production of capital-intensive
commodities and in return will import labor-intensive goods. This is because (PK/PL)A <
(PK/PL)B. On the other hand, a labour-abundant country B with a scarcity of capital will have a
comparative advantage in specialising in the production of labor-intensive commodities and export
some quantities of them and in exchange for import capital-intensive commodities. This is because
in this country (PL/PK)B < (PL/PK)A. If the two countries have identical factor endowments and
the factor-productions used to produce different commodities are identical, there will be no
differences in relative factor prices [i.e. (PK/PL)A (PK/PL)B], implying that differences in the
comparative costs of producing commodities in the two countries will be non-existent. In this
arrangement, countries will gain nothing by trading with one another.

Summary
* The dynamic potential afforded by IT that was pointed out by the classics [Smith (1776)] was

disregarded by the ‘marginalist revolution’. This was due to the fact that the “marginalist
revolution” studies temporarily left out the lines of the long-term evolution of the economy.
As we know, after 1870 the EG was no longer viewed as a great issue for economists due, as
it seems, to the perspectives opened by IR. Nevertheless, as exceptions to the rule, authors
like Marshall, Young and Schumpeter still dealt with the importance of IT to EG. On the
other hand, for instance, the main development in what concerns the scope of the IT theory
(the Heckscher-Ohlin-Samuelson model) came to the conclusion that countries benefited
from the opening to IT; however, it did no more than identify static gains. But existing
studies — for example, Baldwin (1984) — conclude that the static effects (gains only for the
increase in the level of per capita income) are very modest.

e It was in this context that, namely after WWII, occurred some reactions to the classical and
neoclassical theories which ended up being put to practice in the experiments with

introverted and protectionist growth, specially in Latin America. In short, the defenders of
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these theses maintain that the relevant products as regards IT were produced in keeping
with the appeals of the DCs markets and their technologies. Thus, the LDCs were in a
disadvantageous situation due to their reduced dimension and sophistication of their
markets, as well as to the weak capacity for technological innovation and to the commercial
intervention in what concerns the DCs consumers.

The interest for the EG reawakened, however, with the works of Solow (1956 and 1957).
From then on there was a real concern in analyzing the questions belonging to growth in a
quantified and systematized way (with a clear distinction between questions belonging to
growth and questions belonging to development).

It should be noted, however, that Solow’s (and Swan'’s) neoclassical growth model assumed
technological progress to be exogenous, not because this was a realistic assumption, but
because it was the only tractable one. This suggests that interaction with other countries may
have no effect on an economy’s long term rate of growth. Nevertheless, there may be some
interesting effects of openness in the long term level of welfare, and in the transition to the
steady state. In the open economy version of the neoclassical model, international flows of
capital raise the rate of convergence to the steady state.

In the late 1950s, the seminal paper by Solow (1957) attempted to account for economic
growth in the US, finding it to be not fully explained by the increase in productive inputs
such as labour and capital alone. The largest part of growth was thus attributed to a
residual. In subsequent research, much effort was devoted to trying to better understand the
origin of productivity increases by squeezing down the residual, by introducing other
variables such as accumulation of human capital, economies of scale, a better allocation of
resources and new generations of more productive machines. However, even with the
introduction of new variables an unexplained residual remained.

Therefore, on the one hand, the attempt to determine sources of growth in their entirety and,
on the other hand, the failure of introverted growth experiences and the association of fast
EG to the opening of IT and to the resulting international specialisation in several countries
led to the undertaking of research on trade and growth (which adopted the neoclassical
framework). We mentioned some theoretical studies — structuralist syntheses, analyses that
underscore economic integration, the models of Findlay (1980 and 1984) and Feder (1982) —,
empirical applications — among others, structuralist studies, Feder (1982) and Ram (1987) —
and studies and/or recommendations about the external commercial policy — among
others, UN recommendations, Balassa (1978, 1986 and 1987), Krueger (1985) and WB (1987)
— whose defining characteristic is to view IT (above all the exporting component) as an
explanatory variable of EG.

Generally, they associate that situation with a better allocation of resources (according to the
comparative advantages), with a greater utilisation of the productive capacity (which makes
it possible to obtain economies of scale), with the greater propensity to implement
technological improvement (in answering to the greater competition that they face) and with
the higher level of employment created in comparison with introverted strategies.

Although this body of literature enlarged the original framework, technology was still
treated as a public good.

However, on the one hand, in view of the neoclassical theory’s limitations (mainly because
the technological progress is exogenous but also because, in open economies, this suggests
that, in practice, the increase of the convergence among countries is not verifiable) and, on
the other hand, in view of the many developments and suggestions which are afforded by

Smith, Schumpeter, Knight, Arrow, Kaldor and Uzawa, among others, economists have
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recently started to model the process of knowledge accumulation, and the resulting
literature is known as endogenous growth theory. This allows us to develop tractable and
flexible models that embody the vision of economics life as an endless succession of
innovation and change wrought by competition. * These growth models allow for an
economy to be able to reach a balanced growth path through endogenous forces and
underscore the microeconomic foundations of the growth process, identifying in detail the
driving force of growth (which is knowledge, generally under the form of technological
innovation), its respective dynamics as well as the driving forces which influence its
accumulation. Thus, in most new models the determining factor of economic growth is
endogenous innovation, and this innovation is still influenced by IT. Consequently, the
modelling which these new models afford brought with it a more exact approach to the
relation between EG and IT. So we can say that the dynamic potential created by IT was
decisively recovered more recently with the advent of the models of endogenous growth.

* Furthermore, the endogenous approach, bringing increasing returns and non-competitive
market structures into the core of growth analysis, made it so that perfect competition
would no longer be a sine qua non condition for optimal trajectories of growth to exist. The
growth path may not be optimal. So, the governmental intervention may be useful in order
to move the growth path towards the optimal one.

* Regarding the contribution of IT to EG, in light of the new approach, we alluded to Romer’s
work (1990), which viewed IT as a motivating factor of growth, when integrating economies
with different levels of human capital. We also saw that the assumptions as to differences
among countries condition trade patterns and their effect on growth. With respect to this,
Lucas (1988) and Grossman and Helpman (1991a) assume that the only differences among
countries have to do with initial provision of factors, whereas Grossman and Helpman
(1990) point to differences in respect to the countries’ technological capacities.

* The works of Grossman and Helpman (1991b and 1991c) and Rivera-Batiz and Romer
(1991a) have also helped clarify why a country’s participation in an integrated world
economy can speed up its growth : among other reasons, it allows access to a wider base of
technological knowledge, it makes technological diffusion easier, it motivates research and
avoids redundancies in research. We also presented Romer’s work (1993), which
recommended that the LDCs open to the foreign investment with more advanced
technology so that they could register increases in the rate of innovation and in the
economy’s rate of growth.

* In this context, the abundant empirical evidence, specifically, suggests that trade openness
tends to be beneficial for growth. Especially for the DCs, because they affect the domestic
rates of innovation. And for the LDCs (which hardly invest in R&D) because of the dynamic
effects of the economic integration with DCs, the catch-up of the convergence, the
importation of capital goods and the capacity for adaptation and implementation of
innovations. Finally, let us mention that the intensity of dynamic effects depends
simultaneously on the geographic structure of international trade (i.e.,, on the level of

development of trade partners).

Keywords

1. Neoclassical theory: An economic theory that outlines how a steady economic growth rate
will be accomplished with the proper amounts of the three driving forces: labor capital

and technology. The theory states that by varying the amounts of labor and capital in the
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production function, an equilibrium state can be accomplished. When a new technology
becomes available, the labor and capital need to be adjusted to maintain growth
equilibrium.

Endogenous growth theory: This theory holds that economic growth is primarily the result
of endogenous and not external forces. Endogenous growth theory holds that investment
in human capital, innovation, and knowledge are significant contributors to economic
growth. The theory also focuses on positive externalities and spillover effects of a
knowledge-based economy which will lead to economic development. The endogenous
growth theory also holds that policy measures can have an impact on the long-run growth
rate of an economy. For example, subsidies for research and development or education
increase the growth rate in some endogenous growth models by increasing the incentive

for innovation.
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The international monetary system can be defined as the institutional framework within
which

International payments are made

Movement of capital is accommodated.

Exchange rates among currencies are determined.

All of above

Gresham’s Law in economics relates to

. Supply and Demand

Circulation of currency
Consumption and supply

. Distribution of goods and services

The international monetary system went through several distinct stages of evolution. These
stages are summarized, in alphabetic order, as follows:

i. Bimetallism

ii. Bretton woods system

iii. Classical gold standard
iv. Flexible exchange rate regime

v. Interwar period

- (i), (), (v), (i), (v)

(1), (i), (v), (i), (iv)
(v), (@), (iii), (ii), (iv)

- (v), (i), (iv), (i), ()

What are the requirements of good international monetary system (IMS)

. A good system must be able to adjust imbalances in balance of payments quickly and at a

relatively lower cost

the system must be able to keep exchange rates relatively fixed and people must have
confidence in the stability of the system

The system must be able to provide enough reserve assets for a nation to correct its balance
of payments deficits without making the nation run into deflation or inflation

. All of the above

During the period of the classical gold standard (1875-1914) there were

. Highly volatile exchange rates.

Volatile exchange rates.
Moderately volatile exchange rates.

. Stable exchange rates.

Which of the following is not the goal of the Bretton Woods conference?

. Intended to govern currency regulations and establish legal obligations

Promote investment of capital
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13.

Set a standard for exchange rates
Establish international monetary cooperation

What was the desire behind the Bretton Woods Agreement?

A desire to put an end to the Second World War

A desire to eradicate the causes that led to the Second World War
A desire for creating a system of fluctuating currencies

A desire for the abolition of different currencies

What was the agreement for Bretton Woods System?
Fixed Exchange Rate

US Dollar as reserve currency

US dollar was pegged to gold at $35 an ounce

All of the above

Which were the two institutions that were instituted during the Bretton Woods System era?
World Trade Organization and World Bank

International Monetary Fund and World Bank

World Trade Organization and United Nations

International Monetary Fund and World Trade Organization

. When Bretton Woods System was created?

1955
1944
1956
1942

. Choose the false statement among the following statements:

The Bretton Woods Conference was held in 1944 in Canada

Silver supplemented gold introducing ‘bimetallism’

Gold standard was the epitome of the fixed exchange rate system

The Gold Standard: 1870 to the outbreak of the First World War in 1914

. The Smithsonian Agreement of 1971 is related to?

Moving from fixed to floating exchange rate

Widening the permissible band of the exchange rates to 2.5 per cent above or below the new
‘central rates’

Tackle shortage of liquidity during the Great Depression

Bop crisis faced by countries after fall of the Bretton Woods System

With reference to SDR, consider the following statement:

i. ‘Reserve asset’ created under the control of the IMF

ii. At present, it is calculated daily as the weighted sum of the values in dollars of four
currencies (euro, dollar, Japanese yen, and pound sterling)

iii. Special Drawing Rights (SDRs) also known as ‘paper gold’

Which of the statements given above is/are correct?

onw»
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and (ii) only
only

and (ii) and (iii)
and (iii) only

. In the formation of the European Monetary System, an attempt was made to allow for the

problems of particular countries by allowing;:

Members freely to choose to join in the broad band of the system
Marginal intervention in support of currencies

Some member currencies to float

Some members to join in the broad band

. In which year Slovenia was admitted in the European Monetary System?

2005
2007
2002
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D.

2000

Answer to Self Assessment

11.

D

2. B 3. B 4. D 5. D
7 B 8 D 9. B 10. B
12. B 13. C 14. D 15. B

Review Questions

®© N S Ol =

LL]

Describe the concept of international trade and explain its analysis.

What is the importance of international trade?

Distinguish between the domestic trade and foreign trade.

What are the reasons for phenomenon international growth in recent years?

Highlight the advantages of international trade.

Discuss Mercantilism

What is absolute advantage? Discuss.

Write a short note on the Porter theory ?
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After reading this Unit students will be able to:

Understand the importance of Foreign Direct Investment

Identify the economic rationale that underlies foreign direct investment
Examine the cost-benefit analysis of FDI

Analyze the theoretical foundations in FDI Policy Framework

Introduction

Foreign Direct Investment is when a business invests directly in the facilities necessary to
manufacture and promote a product in another country. For instance, in the early 1980s, Honda, a
Japanese vehicle manufacturer, established a manufacturing facility in Ohio and began producing
automobiles for the North American market. These automobiles were alternatives for Japanese
imports. Once a business accepts FDI, it is classified as a Multinational Enterprise (the term
"multinational” refers to "more than one country").

FDI is classified into two types. The first is a greenfield investment, which entails the formation of
completely new enterprise in another country. The second method entails acquiring or combining
an established business in another country. Acquisitions can be the minority (where the foreign
firm accepts 10% to 49% of the company's share capital and voting rights), a majority (where the
foreign firm acquires 10% to 99% of the company's share capital and voting rights), or outright
(where the foreign firm acquires 100% of the company's share capital and voting rights) (foreign
interest of 100 percent).

There is a critical contrast between foreign direct investment and foreign portfolio investment (FPI).
Foreign portfolio investment is the purchase of foreign financial instruments by individuals,
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businesses, or public organizations (e.g., national and municipal governments) (e.g., Government
bonds, foreign stocks). FDI does not need the acquisition of a substantial equity share in a foreign
business company. FPI is calculated using a different set of facts than FDI. FPI enables businesses
and individuals to establish a truly diversified portfolio of foreign financial assets, thereby reducing
risk.

2.1 Overview of Foreign Direct Investment

FDI refers to investment in a foreign country in which the investor retains control. FDI means that
the investor has a sizable influence over the firm's management in the destination country. It is
typically accomplished by establishing a subsidiary, acquiring an interest in an existing
corporation, or establishing a joint venture in a foreign country. Foreign Direct Investment is an
investment made into a country by an individual or business located in a foreign country.
e FEDI occurs when a foreign entity obtains a majority or controlling position in a firm's
shares in another country or starts operations in that country.
e It is distinct from foreign portfolio investment, in which a foreign firm only acquires a
company's equity shares.
® In FDI, the foreign entity has a say in the company's day-to-day operations.
e FEDI encompasses financial inflows and inflows of technology, knowledge, skills, and
expertise/know-how.
e Itis a significant source of non-debt financial resources for economic development.

FDI often occurs in economies with growth potential and a trained workforce.

Since the previous several years, FDI has grown dramatically as a significant mode The
benefits of FDI are not dispersed equitably. It is dependent on the systems and
infrastructure of the host country.

2.2 Factors of FDI

Framework for policymaking

Entry and operation/functioning rules (mergers/acquisitions and competition)
Stability in the political, economic, and social spheres

Foreign affiliates' treatment criteria

International conventions

Trade policy (tariff and non-tariff barriers)

Privatization policy
Since FDIs cannot be readily liquidated, these are governed by long-term considerations. So the

FDI decisions are affected by the following factors:

Political stability,
Government policy,

State of economic development,

Industrial prospects, etc.

2.3 Foreign Direct Investment in the World Economy

The term "FDI flow" refers to the total amount of FDI conducted during a specified period (usually
a year). The stock of FDI is the overall accumulation of foreign-owned assets at a particular time.
Additionally, we discuss FDI outflows, which refer to the flow of FDI out of a country, and FDI
inflows, which refer to the flow of FDI into a country.

The international economy has seen significant growth in both the flow and stock of FDI during the
last two decades. The average FDI outflow surged from approximately $25 billion in 1975 to a
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record $1.3 trillion in 2000. Not only has the flow of FDI surged in the last quarter, but the country
load has also accelerated faster than global trade growth. For example, between 1990 and 2000,
global FDI surged around fivefold, while international commerce climbed by approximately 82
percent and global outflows increased by roughly 23 percent. By 2000, the global stock of FDI had
surpassed $5.7 trillion due to the significant FDI flow. Sixty-three thousand parent businesses
controlled 6,90,000 affiliates in foreign markets, generating an estimated $14 trillion in global sales,
over twice the global exports.

24 Types of FDI
FDI By Direction

® [Inward FDI occurs when a foreign entity invests in or purchases the goods of a domestic
company.

® Outward FDI is a business strategy in which a domestic company expands its activities
into a foreign country, either by acquiring or extending an existing foreign facility.

FDI By Motive

Resource seeking: - looking for resources at a lower absolute cost.

® Market seeking: - secure market share and sales growth in target foreign market.

e Efficiency seeking: - seeks to establish efficient structure through useful factors, cultures,
policies or markets.

® Strategic asset seeking: - seeks to acquire foreign firms' assets that promote long-term
corporate objectives.

FDI By Target

* Horizontal FDI: The company carries out the same activities abroad as at home (for
example, Toyota assembling cars in both Japan and UK).
* Vertical FDI: When additional storage of activities is added abroad.

e The FDI that takes the firm nearer to the market is called Forward vertical FDI. (for
example Toyota acquiring a car distributorship in America).

* Where international integration moves back towards raw materials is called
Backward vertical FDI. (for example Toyota acquiring a tyre manufacturer).

FDI By Entry Modes

* Greenfield investment: Greenfield Investment is manufacturing, office, etc. It is the idea
of building a facility on a greenfield such as farmland or a forest.

* Merger and Acquisition: A merger combines two companies to form a new company.
An acquisition is the purchase of one company by another company in which a new
company is formed.

Horizontal FDI

Horizontal FDI is an investment in the same industry as the parent company. FDI is expensive,
other things being equal because the firm must face the costs of building manufacturing facilities in
a foreign country or acquiring a foreign enterprise. FDI is dangerous because of the difficulties
inherent in conducting business in another culture where the '"rules of the game" may be
significantly different. When a business exports, it avoids the costs of FDI and mitigates the risks
associated with international sales by utilizing a native sales agent. Similarly, when a corporation
licenses its know-how, it avoids the expenses and dangers of FDI. Firms prefer FDI to any of the
two.

Exporting or licensing because of the following factors that alter the relative attractiveness of
exporting, licensing, and FDI:
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1. Transportation costs,
Market imperfections,
Following competitors,
Strategic behavior, and

S

Location advantages.
Transportation Costs

When transportation costs are added to production costs, shipping some products over a long
distance becomes unprofitable, particularly those with a low value-to-weight ratio and can be
manufactured in practically any place (e.g., cement, soft drinks, etc.). Exporting becomes less
lucrative for such products when compared to FDI or licensing. Thus, transportation costs alone
can account for Cemex's decision to invest in FDI rather than export. Transport expenses are
typically a negligible portion of total landed prices for products with a high value-to-weight ratio
(e.g., electronic components, personal computers, medical equipment, computer software, etc.).
Transportation costs have a negligible effect on the relative attractiveness of exporting, licensing,
and FDI in these instances.

*Caution Low-value-to-weight products incur higher transportation costs, resulting in
unprofitable transactions.

Market Imperfections

Market imperfections are issues that prevent markets from operating at their optimal level of
efficiency. Internationalization theory is frequently used in the international business literature to
refer to the marketing imperfection approach to FDI. Concerning horizontal FDI, market
imperfections occur in two situations: when there are impediments to the sale of know-how and
when there are no impediments to know-how (licensing is a mechanism for selling know-how).
Impediments to the free movement of goods between countries reduce the likelihood of exporting
compared to FDI and licencing. Impediments to know-how transfer improve the profitability of
FDI in comparison to licencing. Thus, the explanation based on market imperfections predicts that
FDI will be favored if there are hurdles to exporting and selling complex and expensive know-
how.

Impediments to Exporting: Governments are the primary source of barriers to the free flow of
goods between states. By imposing taxes on imported goods, the government raises the Cost of
exporting compared to foreign direct investment and licensing. Similarly, by imposing limitations
on imports, governments enhance the attractiveness of FDI and licensing. For example,
throughout the 1980s, the flow of FDI by Japanese automakers into the United States was
influenced in part by protectionist threats from Congress and import bans on Japanese cars. These
factors have reduced the profitability of exporting and raised the profitability of FDI for Japanese
automakers.

Impediments to sale know-how: According to economic theory, there are three reasons why the
market does not always operate well: a mechanism for selling know-how, or why licensing is not
as appealing as it appears at first glance. To begin, licensing may imply the transfer of a firm's
know-how to a possible overseas competitor. Second, licensing does not ensure the firm's tight
control over manufacturing, marketing, and operations in a foreign country, which may be
necessary to leverage its know-how advantage profitably. Licensing grants a licensee authority
over production, marketing, and strategy for a royalty fee. However, a corporation may wish to
retain control over specific services for strategic and operational reasons.

Example:A firm might want its foreign subsidiary to price and market very aggressively, but the
licensee may be unable to do this.

Thirdly, a firm's know-how may not be licensable. This is especially true for management and
marketing expertise, where the needed skills are difficult to define and cannot be captured in a
straightforward license contract. They apply to the entire organization and have been developed
through time. They are not embodied in a single individual but are widely distributed throughout
the organization.
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Product Life Cycle

According to the product life cycle, each product or line of business undergoes four stages:
development, growth, maturity, and decline. Sales growth is rapid and entry is simple throughout
the first two stages. Individual firms gain experience and growth slows in the latter two stages,
making entry more difficult due to incumbents' cost advantages. Sales and prices decrease during
the decline phase of a product line (as substitutes arise), and enterprises who have not acquired a
favourable position on the experience curve become unprofitable and either merge or depart the
industry.

Strategic Behavior

Another explanation for FDI is that it manifests strategic competitiveness between enterprises
operating in the global market environment. F. T. Knickerbocker advanced an early variation of this
theory by examining the relationship between FDI and rivalry in oligopolistic industries. Oligopoly
is a term that refers to an industry that is dominated by a small number of large enterprises (e.g., an
industry in which four firms control 80 percent of a domestic market may be defined as an
oligopoly). The interdependence of the big players is a fundamental competitive element of these
sectors. What one company does can directly affect its larger competitors, compelling them to
respond in kind.

Knickerbocker's idea can be extended to include multipoint competition. Multipoint rivalry occurs
when two or more firms confront one other's actions in distinct markets in an attempt to restrain
one another. The objective is to prevent a competitor from establishing a dominant position in one
market and then use the revenues earned to support competitive attacks in other markets. Kodak
and Fuji Photo Film Co, for example, compete against one another on a global scale. Fuji will not be
far behind if Kodak joins a particular overseas market.

Location Advantages

John Dunning, a British economist, claimed that locational advantage could assist explain the kind
and direction of FDI. Dunning refers to location-specific benefits resulting from the use of resource
endowments or assets associated with a particular foreign site that firm values when combined
with its unique assets (such as technological, marketing, or management know-how). Dunning
supports the internalization thesis that market failures make licensing a firm's distinctive assets
problematic (know-how). As a result, he says, integrating location-specific assets or natural
resource endowments with a firm's distinct advantages frequently necessitates FDI. It entails
establishing manufacturing facilities in the countries where these foreign assets or resource
endowments are located.

Vertical FDI

Vertical FDI takes two forms, and there is backward vertical FDI into an industry abroad that
provides inputs for a firm's domestic production processes. Historically, most backward vertical
FDI has been in extractive industries

: Example:Oil extraction, bauxite mining, tin mining, and copper mining. The objective has
been to provide inputs into a firm's downstream operations.

Firms such as Royal Dutch/Shell, British Petroleum (BP), RTZ, and Consolidated Gold Field are
classic examples of such vertically integrated multinationals.

The second form of vertical FDI is forward vertical FDI, in which an industry abroad sells the
outputs of a firm's domestic production processes. Forward vertical FDI is less common than
backward vertical FDI.
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; Example: Volkswagen entered the US market, it acquired a large number of dealers
rather than distribute its cars through independent US dealers.

The question may arise as to why firms go to all the trouble and expense of setting up operations in
a foreign country. There are two basic answers-the first is a strategic behavior argument, and the
second draws on the market imperfections approach.

Strategic Behavior Argument

According to economic theory, a corporation can raise entry barriers and keep new competitors out
of an industry by vertically integrating backward to establish control over the source of raw
material. This strategic conduct entails vertical FDI if the raw material is located abroad.

Another interpretation of vertical FDI is based on strategic behavior views such as investment to
avoid existing entry barriers set by corporations already conducting business in a country. This
may account for Volkswagen's choice to develop its dealer network upon entering the North
American automobile market.

Market Imperfections Approach

The approach based on market imperfections provides two explanations for vertical FDI. The first
explanation is based on the premise that there are barriers to the market mechanism's sale of know-
how. The second rationale is based on the notion that investing in specialized assets exposes the
investing firm to risks that vertical FDI can only mitigate.

Impediments to the Sale of Know-how

In the early decades of this century, when neither Great Britain nor the Netherlands had domestic
oil resources, oil refining corporations like British Petroleum and Royal Dutch/Shell pursued
backward vertical FDI to supply crude oil to their British and Dutch oil refining facilities.

By extrapolating from this scenario, it is predicted that backward vertical FDI will occur when a
firm possesses the expertise and capability to extract raw resources in another country but lacks an
efficient producer capable of supplying raw materials to the firm.

2. Investments in Specialized Assets

A specialized asset is one that is created to execute a particular activity and whose value is greatly
diminished when used in its next-best usage. Consider the instance of an aluminum refinery that is
tasked with the task of refining bauxite ore and producing aluminum. Bauxite ores are found in
various geological settings and have a diverse chemical composition. Each mineral kind requires a
unique refinery. Running one type of bauxite through a refinery designed for another type
increases production costs by 20 to 100 percent. Thus, the value of an aluminum refinery
investment is contingent upon the availability of the required type of bauxite ore.

The consequences of horizontal and vertical FDI theories for business practice are self-evident.
First, John Dunning's thesis about location-specific advantages helps explain the direction of FDI,
both horizontal and vertical. The most helpful theory, both explanatory and business-wise, is the
market imperfections approach. In terms of horizontal FDI, this technique identifies with some
precision how the relative rates of return associated with horizontal FDI, exporting, and licensing
vary depending on the circumstances. According to the hypothesis, shipping is preferable to
approve, and horizontal FDI is more expensive and hazardous, as long as transportation costs are
low and minimal tariff barriers. As transport cost and tariff barriers increase, exporting becomes
unprofitable, and the choice is between horizontal FDI and licensing. Since horizontal FDI is more
costly and riskier than licensing, other things being equal, the theory argues that licensing is
preferable to horizontal FDI. While licensing may work in some circumstances, it is not an
attractive choice when one or more of the following requirements exists:

1. the firm has valuable know-how that cannot be adequately protected by a licensing

contract
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2. the firm needs tight control over a foreign entity to maximize its market share and
earnings

in that country, and

3. afirm's skills and know-how are not amenable to licensing.

2.5 Implications of FDI

Firms for which licensing is not a good option tend to be clustered in three types of industries:

1. High-technology industries where protecting firm-specific expertise is of paramount
2. importance and licensing are hazardous.

3. Global oligopolies, where competitive interdependence requires that multinational firms
maintain tight control over foreign operations so that they can launch coordinated
attacks against their international competitors (as Kodak has done with Fuji).

4. Industries where intense cost pressures require that multinational firms maintain tight
control over foreign operations (so they can disperse manufacturing to locations around
the globe where factor costs are most favorable to minimize costs).

The majority of the limited evidence seems to support these conjectures. In addition, licensing is not
a good option if the competitive advantage is based upon managerial or marketing knowledge
embedded in the firm's routines and the skills of its managers and is difficult to codify in a "book of
blueprints." This would seem to be the case for firms based in a fairly wide range of industries.

Firms for which licensing is a good option tend to be in industries whose conditions are opposite to
those specified above. Licensing tends to be more common (and more profitable) in fragmented,
low-technology industries were globally dispersed manufacturing is not an option. Licensing is also
more straightforward if the knowledge to be transferred is relatively easy to codify. An excellent
example of an industry where these conditions seem to exist is the fast-food industry. McDonald's
has expanded globally by using a franchising strategy. Franchising is essentially the service
industry version of licensing-although it usually involves many longer-term commitments than
licensing. With franchising, the firm licenses its brand name to a foreign firm in return for a
percentage of the franchisee's profits. The franchising contract specifies the conditions that the
franchisee must fulfill to use the franchisor's brand name. Thus, McDonald's allows foreign firms to
use its brand name as long as they agree to run their restaurants on precisely the same lines as
McDonald's restaurants elsewhere in the world. This strategy makes sense for McDonald's because:

Like many services, fast food cannot be exported,
Franchising economizes the costs and risks associated with opening foreign markets,

Unlike technological, brand names are easy to protect using a contract,

There is no compelling reason for McDonald's to have tight control over franchisees, and

S

McDonald's know-how, in terms of how to run a fast-food restaurant, is amenable to being
specified in a written contract (e.g. the contract specifies the details of how to run a

McDonald's restaurant).

It may be noted that McDonald's does undertake some FDI to establish" master franchisors" in each
country in which it does business. These master franchisors usually are joint ventures with local
companies and their task is to manage McDonald's franchisees within a particular country.

In contrast to the market imperfections approach, the product life-cycle theory and Knickerbocker's
theory of horizontal FDI tend to be less valuable from a business perspective. These two theories
are descriptive rather than analytical. They do an excellent job of describing the historical pattern of
FDI, but they do a relatively poor job of identifying the factors that influence the relative
profitability of FDI, licensing and exporting. Both these theories ignore the issue of licensing as an
alternative to FDI.

Finally, concerning vertical FDI, both the market imperfections and the strategic behavior
approaches have valuable implications for business practice. The strategic behaviour approach
points out that vertical FDI may be a way of building barriers to entry into an industry. The
strength of the market imperfections approach is that it points the conditions under which vertical
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FDI might be preferable to the alternatives. Most importantly, the market imperfections approach
points to the importance of investments in specialized assets and imperfections in the market for
know-how as factors that increase the relative attractiveness of vertical FDL

| Figure 2.2: A Decision Framework |
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How High are
Transportation Costs and Low
Export Tariffs?

High

Is Know-how amenable
to Licensing No Horizontal FDI

[s tight control over

foreign O?eration Yes Horizontal FDI
Required?

No

|

Can Know-how be protected
by licensing Contract No Horizontal FDI

Then License

2.6 Reasons for FDI

There are strong reasons why MNCs are welcome to invest in foreign countries. Some of the

prominent reasons are explained below:

1. To fill the gap between available domestic resources and the desired level of resources:
Traditionally, foreign investment is seen as a way of filling the gap between the domestically
available supplies of savings, foreign exchange, government revenue, and human capital skills and
the desired level of these resources necessary to achieve growth and development targets. If
domestic savings are inadequate to generate enough investments, foreign capital is expected to fill
the gap between targeted or desired investment and locally mobilized savings.

The foreign exchange earnings generated from exports and foreign aid often fall short of the
targeted requirements. This is typically called a trade deficit or gap. An inflow of FDI can not only
alleviate part or all of the deficit on the balance of payments current account. Still, it can also
remove that deficit over time if the MNCs can generate a net positive inflow of export earnings.
There can be a gap between targeted government tax revenues and locally raised taxes. By taxing
the MNC's profits and participating financially in their local operations, governments of developing
countries are expected to mobilize public financial resources for development projects.

2. To fill the gap in management, entrepreneurship, and technology: Additionally, there is a
management, entrepreneurial, technology, and talent deficit that is thought to be partially or
entirely supplied by MNCs' local operations. Not only do multinational corporations provide poor
countries with financial resources and factories, but they also provide a 'package' of necessary
resources, such as managerial experience, entrepreneurial abilities, and technological skills, which
can then be transferred to their local counterparts through training programs and 'learning by
doing. Additionally, MNCs train local managers on how to develop relationships with foreign
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institutions, identify alternate sources of supply, diversify market outlets, and gain a better
understanding of international marketing methods. Additionally, MNCs provide extensive
technological expertise about manufacturing processes, as well as modern gear and equipment, to
capital-strapped developing countries. It is expected that some of this information percolates into
the larger economy as engineers and managers depart to found their own businesses. Transfers of
knowledge, skills, and technology are thought to be beneficial and productive for the recipient
countries.

3. Promotion of domestic investment: MNC-established factories serve as a growth nucleus. A
foreign corporation that establishes an industrial enterprise generates multiple additional
enterprises that supply inputs to the parent company. It is not as though only a few nearby
businesses benefit; an entire industry may benefit. Each dollar of FDI is anticipated to raise
domestic investment by 80 percent of the amount of FDI.

4. Healthy competition in host countries: FDI can generate healthy competition in the recipient
countries. When FDI assumes the form of greenfield projects, the result is the creation of new
enterprises, adding to the number of players in the market. By implication, this can increase
competition in the host country. Intense competition enhances consumer choice, tends to bring
down prices and boosts the economic welfare of the consumers. Increased competition tends to
stimulate capital investments by firms in the plant, equipment And R&D to gain a competitive
advantage over their rivals. All these tend to result, in the long run, in increased productivity,
innovations, and greater economic growth.

5. To take benefit of locational advantage: FDI is frequently attracted by locational advantages.
The location-specific advantages, in particular, include natural resources such as oil and other
minerals, which are, by nature, specific to certain locations. To capitalise on such endowments, a
corporation must engage in FDI. This explains why many of the world's oil firms invested in FDI,
as they needed to invest where the oil was located. Another example is a valuable human resource,
such as a relatively inexpensive highly skilled labour force. Labor costs and skill levels vary by
country. One significant advantage of putting facilities in Mexico is the availability of highly
skilled labour at relatively low wage rates. Additionally, Mexican manufacturing enterprises report
excellent rates of productivity growth and outstanding quality performance. France has been the
focus of a great deal of MNC activity. Daimler- Chrysler has recently built a new factory in France
because of its faith in the workers' productivity and work ethics. Additionally, France's recent
economic success has delighted a number of multinational corporations.

Example: Hyundai, the automobile giant from South Korea, has chosen Chennai in India for its new
car manufacturing plant. Skilled labour at low wages, location of auto parts manufacturers (such as
Wheels India, Brakes India, Sundaram Fasteners, Sundaram Brakes, Bimetal Bearings, Tafe, and
India Pistons in and around Chennai), guaranteed power supply, cheap land and proximity to sea
port have attracted the plant to the capital city of Tamil Nadu. The argument that location-specific
advantages attract FDI is propounded by the British economist John Dunning. Dunning believes
that market imperfections make licensing and exporting difficult and thereby render FDI an
obvious choice for globalization.

6. To reduce security risks: FDI is frequently contingent on a country's political efforts to mitigate
security issues. For instance, Chinese state-owned petroleum corporations have started investing
abroad in order to reduce their reliance on foreign oil suppliers. China may potentially benefit
from the move by lowering the price of petroleum it receives. There is another political motivation
for FDIL Throughout the early 1980s, the US administration implemented a variety of incentives
designed to boost the profitability of US investments in Caribbean countries hostile to Cuba's
Castro dictatorship. The US wanted to strengthen the economies of those friendly nations through
the growth of the FDI and make it difficult for unfriendly leftist governments to gain control. But
with the end of the Civil war, the US ended investment incentives in the Caribbean region, and
much investment was diverted to Mexico because of NAFTA.

7. For economic growth in developing countries: Aid from international organisations and wealthy
countries might be a temporary strategy to alleviate poverty. Economic growth facilitated by
increasing investment has the potential to be a long-term solution. Jeffrey Sachs, Special Adviser to

L ovely Professional University



Unit 02: Direct Investment

the then Secretary General, Kofi Annan, on the Millennium Development Goals, told a press
briefing on Sept 22, 2004, "Many of the poorest countries are simply being bypassed by
globalization, and the promises of the rich countries are not being fulfilled. Not less globalisation,
but more globalisation that reaches poor countries. Globalization is causing brain drain in the
world's poorest countries. They do not perceive an increase in foreign investment." Sachs
continued by stating that FDI would be the primary driver of growth in the developing nations.

Given the limitations of domestic savings, many developing countries will have to rely on foreign
investment to accelerate economic growth. It may be noted that china has been able to maintain a
high GDP growth rate for a long time because of a high savings rate and huge inflow of FDI.

2.7 Benefits of FDI
FDI Benefits to Host Countries

The four main benefits of FDI to host country are:
1. Resource-transfer effects,
2. Employment effects,
3. The balance-of-payments effect, and

4.  Effect on competition and economic growth.

Resource-transfer Effects

FDI can make a positive contribution to a host economy by supplying capital, technology, and
management resources that would otherwise not be available and thus boost that country's
economic growth rate.

Many MNEs, by virtue of their large size and financial strength, have access to financial resources
not available to host-country firms. These funds may be available from internal company
resources, or because of their reputation, large MNEs may find it easier to borrow money from
capital markets than host-country firms would.

Technology can stimulate economic development and industrialization. It can take two forms;
both are valuable. Technology can be incorporated in a production process or it can be
incorporated in a product.

Foreign managers trained in the latest management techniques can often help to improve the
efficiency of operations in the host country, whether those operations are acquired or greenfield
developments. Beneficial spin-offs effects may also arise when local personnel who are trained to
occupy managerial, financial, and technical posts in the subsidiary of a foreign MNE leave the
firm and help to establish indigenous firms. Similar benefits may arise if the superior
management skills of a foreign MNE stimulate local suppliers, distributors, and competitors to
improve their own management skills.

Employment Effects

The effects of FDI on employment are both direct and indirect. Direct efforts arise when a foreign
MNE employs a number of host-country citizens. Indirect effects arise when jobs are created in
local suppliers as a result of investment and when jobs are created because of increased local
spending by employees of the MNE. The indirect employment effects are often as large as the
direct effects, if not more significant than.

Example: When Toyota opened a new auto plant in France in 1997, estimates suggested the plant
would create 2,000 direct jobs and perhaps another 2,000 jobs in support industries.
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3. Balance-of-Payments Effect

Given the concern about current account deficits, the balance-of-payments effects of FDI can be an
important consideration for a host government. There are three potential balance-of-payments
consequences of FDI. First, when an MNE establishes a foreign subsidiary, the capital account of
the host country benefits from the initial capital inflow (A debit will be recorded in the capital
account of the MNEs home country since capital is flowing out of the home country).

Second, if the FDI is a substitute for imports of goods or services, it can improve the current account
of the host country's balance of payments. Much of the FDI by Japanese automobile companies in
the United States and United Kingdom, for example can be seen as substituting for imports from
Japan.

A third potential benefit to the host country's balance-of-payments position arises when the MNE
uses a foreign subsidiary to export goods and services to other countries.

4. Effect on Competition and Economic Growth

When FDI takes the form of a greenfield investment, the result is to establish a new enterprise,
increasing the number of players in a market and thus consumer choice. In turn, this can increase
competition in a national market and thus consumer choice. In turn, this can increase competition
in a national market, thereby driving down prices and increasing the economic welfare of
consumers. Increased competition tends to stimulate capital investments by firms in plant,
equipment, and R&D as they struggle to gain an edge over their rivals. The long-term results may
include increased productivity growth, product and process innovations and greater economic
growth.

FDI's impact on competition in domestic markets may be particularly important in the case of
services, such as telecommunications, retailing, and many financial services where exporting is
often not an option because the service has to be produced where it is delivered.

2.8 Trends of FDI in India

Indian has been attracting foreign direct investment for a long period. The sectors like
telecommunication, construction activities and computer software and hardware have been the
major sectors for FDI inflows in India. From April to August 2020, total Foreign Direct Investment
inflow of USD 35.73 billion was received. It is the highest ever for the first 5 months of a financial
year. FDI inflow has increased despite Gross Domestic Product (GDP) growth contracted 23.9% in
the first quarter (April-June 2020). FDI received in the first 5 months of 2020-21 (USD 35.73 billion)
is 13% higher as compared to the first five months of 2019-20 (USD 31.60 billion).

* Foreign direct investment in India has played an important role in the development of
the Indian economy.

* FDI in India has in a lot of ways enabled India to achieve a certain degree of financial
stability, growth and development.

* The investment climate in India has improved tremendously since 1991 when the
government opened up the economy and initiated the LPG strategies.

* This money has allowed India to focus on the areas that needed a boost and economic
attention, and address the various problems that continue to challenge the country.

* The improvement in this regard is commonly attributed to the easing of FDI norms.

* Many sectors have opened up for foreign investment partially or wholly since the
economic liberalization of the country.

* Currently, India ranks in the list of the top 100 countries in ease of doing business.

* In 2019, India was among the top ten receivers of FDI, totaling $49 billion inflows, as
per a UN report. This is a 16% increase from 2018.

* In February 2020, the DPIT notifies policy to allow 100% FDI in insurance
intermediaries.

* In April 2020, the DPIIT came out with a new rule, which stated that the entity of nay
company that shares a land border with India or where the beneficial owner of
investment into India is situated in or is a citizen of such a country can invest only under
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the Government route. In other words, such entities can only invest following the
approval of the Government of India.

Government Measures to increase FDI in India

* Government schemes like production-linked incentive (PLI) scheme in 2020 for electronics
manufacturing, have been notified to attract foreign investments.

* In 2019, the amendment of FDI Policy 2017 by the government, to permit 100% FDI under
automatic route in coal mining activities enhanced FDI inflow.

* FDI in manufacturing was already under the 100% automatic route, however, in 2019, the
government clarified that investments in Indian entities engaged in contract
manufacturing is also permitted under the 100% automatic route provided it is undertaken
through a legitimate contract.

2.9 Foreign Direct Investment in World Economies

Foreign direct investment (FDI) is an integral part of an open and effective international economic
system and a major catalyst to development. Yet, the benefits of FDI do not accrue automatically
and evenly across countries, sectors and local communities. National policies and the international
investment architecture matter for attracting FDI to a larger number of developing countries and
for reaping the full benefits of FDI for development. The challenges primarily address host
countries, which need to establish a transparent, broad and effective enabling policy environment
for investment and to build the human and institutional capacities to implement them. With most
FDI flows originating from Organization for Economic Co-operation and Development (OECD)
countries, developed countries can contribute to advancing this agenda. Developed countries can
facilitate developing countries' access to international markets and technology, and ensure policy
coherence for development more generally; use overseas development assistance (ODA) to
leverage public/private investment projects; encourage non-OECD countries to integrate further
into rules-based international frameworks for investment; actively promote the OECD Guidelines
for Multinational Enterprises, together with other elements of the OECD Declaration on
International Investment; and share with non-members the OECD peer review-based approach to
building investment capacity.

Political Ideology and Foreign Direct Investment: Radical View and Free market View

Radical view

Has Marxist roots; views Multi-National Enterprise (MNE) as an instrument of imperialist
domination. Prohibits FDI; nationalize subsidiaries of foreign-owned MNE's

Free market view

Classical economic roots (Adam Smith); views the MNE as an instrument for allocating production
to most efficient locations
No restrictions on FDI

Pragmatic nationalism

Views FDI as having both benefits and costs restricts FDI where costs outweigh benefits; Bargain
for greater benefits and fewer costs; aggressively court beneficial FDI by offering incentives.

2.10 Cost Benefit Analysis of FDI

Foreign Direct Investment is an investment in the form of a controlling ownership (10%or more) in
a business in one country by an Business entity based in another country. Businesses that make
foreign direct investments are often called multinational corporations (MNCs) or multinational
enterprises (MNEs). A cost-benefit analysis is a process by which business decisions are analyzed.
The benefits of a given situation or business related action are summed, and then the costs
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associated with taking that action are subtracted. Prior to erecting a new plant or taking on a new
project, prudent managers conduct a cost-benefit analysis as a means of evaluating all the potential
costs and revenues that may be generated if the project is completed. The outcome of the analysis
will determine whether the project is financially feasible or if another project should be pursued.
Cost Benefits of FDI can be classified as two

I. Cost and Benefits of the Country
a.) Benefits of the Host Country

b.

~

Improving the balance of payments - inward investment will usually help a country's
balance of payments situation. The investment itself will be a direct flow of capital into the
country and the investment is also likely to result in import substitution and export
promotion. Export promotion comes due to the multinational using their production
facility as a basis for exporting, while import substitution means that products previously
imported may now be bought domestically.

Providing employment - FDI will usually result in employment benefits for the host
country as most employees will be locally recruited. These benefits may be relatively
greater given that governments will usually try to attract firms to areas where there is
relatively high unemployment or a good labor supply.

Source of tax revenue - profits of multinationals will be subject to local taxes in most cases,
which will provide a valuable source of revenue for the domestic government.

Technology transfer - multinationals will bring with them technology and production
methods that are probably new to the host country and a lot can therefore be learnt from
these techniques. Workers will be trained to use the new technology and production
techniques and domestic firms will see the benefits of the new technology. This process is
known as technology transfer.

Building of economic and social infrastructure.

Strengthening of the government budget.

Stimulation of national economy

The presence of one multinational may improve the reputation of the host country and
other large corporations may follow suite and locate as well.

Cost of the host country

Cultural and political interference.

Unhealthy competition to Domestic players

Over utilization of local resources (both natural and human resources)

Violation of human rights (child labor eg. the case of NIKE in Vietnam, APPLE in China
etc).

Threat to indigenous technology.

Threat to local products.

II. Cost and Benefits of Investing MNCs

a.) Benefits of Investing MNCs

Access to markets: FDI can be an effective way for you to enter into a foreign market. Some
countries may extremely limit foreign company access to their domestic markets.
Acquiring or starting a business in the market is a means for you to gain access.

Access to resources: FDI is also an effective way for you to acquire important natural
resources, such as precious metals and fossil fuels. Oil companies, for example, often make
tremendous FDIs to develop oil fields.

Reduces Cost of production: FDI is a means for you to reduce your Cost of production if
the labor market is cheaper and the regulations are less restrictive in the target foreign
market. For example, it's a well-known fact that the shoe and clothing industries have been
able to drastically reduce their costs of production by moving operations to developing
countries. Its also likely that Investors may get investment incentives, promotion, social
amenities.
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b.) Cost of Investing MNCs

* Risk from Political Changes. Because political issues in other countries can instantly
change, foreign direct investment is very risky. Plus, most of the risk factors that you are
going to experience are extremely high.

* Hindrance to Domestic Investment: As it focuses its resources elsewhere other than the
investor's home country, foreign direct investment can sometimes hinder domestic
investment

* Economic Non-Viability: Considering that foreign direct investments may be capital-
intensive from the point of view of the investor, it can sometimes be very risky or
economically non-viable.

* Expropriation: Remember that political changes can also lead to expropriation, which is a
scenario where the government will have control over your property and assets.
Investment abroad takes away employment opportunities of the people in the Home
country.

Summary

This unit attempts to give an overview of the functions in as simple manner as possible. Foreign
direct investment occurs when a firm invests directly in facilities to produce a product in a foreign
country. It also occurs when a firm buys an existing enterprise in a foreign country. Horizontal FDI
is FDI in the same industry abroad as a firm operates at home. Vertical FDI is FDI in an industry
abroad that provides inputs into or sells output from a firm's domestic operations. Several factors
characterized FDI trends over the past 20 years; (a) there has been a rapid increase in the total
volume of FDI undertaken, (b) there has been some decline in the relative importance of the United
States as a source for FDI, while several other countries have increased their share of total FDI
outflows, (c) an increasing share of FDI seems to be directed at the developing nations of Asia and
Eastern Europe, while the United States has become a major recipient of FDI, and (d) there has been
an increase in the amount of FDI undertaken by firms based in developing nations. High
transportation costs and/or tariffs imposed on imports help explain why many firms prefer
horizontal FDI or licensing over exporting. Impediments to the sale of know-how explain why
firms prefer horizontal FDI to licensing These impediments arise when (a) a firm has valuable
know-how that cannot be adequately protected by a licensing contract, (b) a firm needs tight
control over a foreign entity to maximize its market share and earnings in that country, and (c) a
firm's skills and know-how are not amenable to licensing. Knickerbocker's theory suggests that
much FDI is explained by imitative strategic behaviour by rival firms in an oligopolistic industry.
Vermon's product life cycle theory suggests that firm's undertake FDI at particular stages in the life
cycle of products they have pioneered. Dunning has argued that location-specific advantages are of
considerable importance in explaining the nature and direction of FDI. According to Dunning,
firms undertake FDI to exploit resource endowments or assets that are location-specific. Backward
vertical FDI may be explained as an attempt to create barriers to entry by gaining control over the
source of material inputs into the down stream stage of a production process. Forward vertical FDI
may be seen as an attempt to circumvent entry barriers and gain access to national market. The
market imperfections approach suggests that vertical FDI is a way of reducing a firm's exposure to
the risks that arise from investments in specialized assets. From a business prescriptive, the most
useful theory is probably the market imperfections approach, because it identifies how the relative
profit rates associated with horizontal FDI, exporting, and licensing vary with circumstances. The
benefits of FDI to a host country arise from resource-transfer effects, employmenteffects, balance of
payments effects, and its ability to promote competition. The costs of FDI to a host country include
adverse effects on competition and balance of payments and a perceived loss of national
sovereignty. The benefits of FDI to the home (source) country include improvement in the balance
of payments as a result of the inward flow of foreign earnings, positive employment effects when
the foreign subsidiary creates demand for home country exports and benefits from a reverse
resource-transfer effect. A reverse resource-transfer effect arises when the foreign subsidiary learns
valuable skills abroad that can be transferred back to the home country. The costs of FDI to the
home country include adverse balance-of-payments effects that arise from the initial capital outflow
and from the export substitution effects of FDI. Costs also arise when FDI exports jobs abroad.
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Keywords

Backward Vertical FDI: It is an attempt to create barriers to entry by gaining control over the
source of material inputs into the down stream stage of a production process.

Foreign Direct Investment (FDI): Direct investment in business operations in foreign country.

Forward Vertical FDI: 1t is an attempt to circumvent entry barriers and gain access to national
market.

Horizontal Foreign Direct Investment: Foreign direct investment in the same industry abroad as
a firm operates in at home.
Market Imperfections: These are factors that restrain markets from working perfectly.

Vertical Foreign Direct Investment: Foreign direct investment in an industry abroad that
provides input into a firm's domestic operations, or foreign direct investment into an industry
abroad that sells the outputs of a firm's domestic operations.
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1995
1999

oNnw e

For spreading information the foreign policy decision-makers rely on
Bureaucrats

Politicians

Media

Public

oN® @

6. is not an advantage of international business.
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Low-cost production
Market forces
Large customer base

Diversified risk

Trade occurs as a result of:
Choice differential.
Habit differential.

Taste differential.

Resource differential

Which of the following best defines a multinational corporation?
A company that exports to many countries

A large company that imports from many countries

A company that operates in many different countries

A company that produces goods and services for a large market

Which one of the following is not a feature of a Multi-National Company?
It owns/controls production in more than one nation.

It sets up factories where it is close to the markets.

It organizes production in complex ways.

It employs labour only from its own country.

. What is the main motive behind the investments of MNCs?

A. The main motive is to increase their assets and earn profits.

IS8

The main motive is the welfare of the poor people.

C. The main motive of an MNC:s is to offer financial support to the government of their

S N w

=

O N

2.

country.

The main motive is to benefit foreign countries.

. MNCs keep in mind certain factors before setting up production”. Identify the incorrect

option from the choices given below
Availability of cheap skilled and unskilled labour
Proximity to markets

Presence of a large number of local competitors

Favorable government policies

The foreign direct investment includes
Intellectual Property

Human Resource
Tangible Good
Intangible Goods

. The disputes of FDI are over

Concern
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B. Interest
C. Regard
D. Hobby

14. More expansion of foreign direct investment can boost
Money circulation
Demand

Employment

SN = »

Unemployment

[N
a1

. The foreign direct investment DOES NOT include

Intellectual Property
Human Resource

Tangible Good

oS N Z»

None of the above

Answer for Self Assessment

1. C 2. B 3. B 4.
6. B 7. D 8. A 9.
11. C 12. C 13. B 14.

Review Questions

5 C
10. A
15. D

1. What is international investment or foreign investment? What are the basic facts which help

in distinguishing foreign direct investment and foreign portfolio investment (FPI)?

2. Discuss the benefits of FDI to the home court and to the host country.

3. What are the factors affecting international investment? Discuss four E's of international

investment.

4. What is FDI? State and explain the factors that influence FDI.

5. Why do countries want FDI?

6. Explain Eclectic Theory and internationalization theory of international trade.

7. Discuss the global trends of FDI. What are new developments in FDI policies?

8. Explain Indian foreign investment policy. What measures have been adopted to attract FDI?

9. What are the major incentives for developed countries to invest in developing countries?

10. What are the advantages and disadvantages of FDI as compared to a licensing agreement

with a foreign partner?

11. Recently, many foreign firms from both developed and developing countries acquired high
tech US firms. What might have motivated these firms to acquire US firms?

12. Japanese MNCs such as Toyota, Toshiba and Matsushita made extensive investment in
South East Asian countries like Thailand, Malaysia, Indonesia and India. In your opinion,

what forces are driving Japanese investments in these regions?
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13. Inward FDI is bad for

(a) A developing economy and

(b) A developed economy and shouldbe subjected to strict controls! Discuss.

14. Compare and contrast these explanations of horizontal FDI: the market imperfections
approach, Vermon's product life-cycle theory, and Knickerbocker's theory of FDI. Which
theory do you think offers the best explanation of the historical pattern of horizontal FDI?

Why?

15. Compare and contrast these explanations of vertical FDI: the strategic behaviour approach
the market imperfections approach. Which theory do you think offers the best explanation
of the historical pattern of vertical FDI? Why?

[[]] Further Readings

Charles W. L. Hill, International Business Competing in the Global Marketplace,
4th Edition, Tata McGraw Hill Publishing Company Limited

Cherunilam Francis, International Business, Text and Cases, 3rd, Edition,
Prentice-Hall of India Private Limited.

K. Aswathappa, International Business, 2009, Tata McGraw Hill, New Delhi.
UNCTAD World Investment Report 2008

United Nations, World Investment Report, 2004.

V K. Bhalla, S. Shiva Ramu, “International Business”, Anmol Publications, New
Delhi.

World Trade Organization, Annual report 2002 (Geneva, WTO, 2002)

World bank, World Development Report, (New York, Oxford University Press)
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Objectives

After this lecture, you will be able to understand

understand the importance of tariff and non-tariff barriers
identify the Instruments of Commercial Policy

understand the dynamics of protectionism in international trade
evaluate the WTO Trade Regulations

study the trade scenario of developing nations

review different trade policies of developing nations

find out the remedies for developing nation problems

examine the effects of international capital flow

analyze the theoretical foundations of foreign investment

Introduction

Import duties are levied on products and services. Tariffs are used to stifle trade by increasing the
cost of imported products and services, hence increasing their cost to consumers. They are one of a
number of instruments available for influencing trade policy. Tariffs may be imposed by
governments to generate money or to protect home businesses from international competition, as
customers will generally purchase cheaper foreign-produced items. Tariffs can lead to less efficient
domestic industries and trade wars as exporting countries reciprocate their tariffs on imported
goods. The WTO and similar organisations exist to combat the use of outrageous tariffs. Non-tariff
barriers are another means by which an economy might limit the amount of commerce it conducts
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with another economy, whether for selfish or charitable reasons. Any trade barrier results in
economic loss because it prevents markets from functioning properly. Financial loss can be used to
describe the revenue lost as a result of the trade barrier. In international commerce, a quota is a
government-imposed restriction on the quantity, or in extreme situations, the value, of products or
services that may be exported or imported during a given period of time. Quotas are more effective
in restricting trade than tariffs, mainly if domestic demand for a commodity is not sensitive to
increases in price. Due to the fact that the consequences of quotas cannot be countered by currency
depreciation or export subsidies, they may be more disruptive to the international trade mechanism
than tariffs. Quotas can also be used as a coercive economic weapon, selectively applied to specific
countries. Tariff quotas should not be confused with import quotas. A tariff quota permits
importing a certain quantity of a commodity duty-free or at a lower duty rate. In comparison,
amounts exceeding the quota are subject to a higher duty rate.

government engagement in economic activity. They are implemented with two overt economic

3.1 Definition

Tariffs, or tariffs on commodities imported into a country or region, are one of the first examples of
objectives in mind. First and foremost, they provide income for the government. Second, they
increase economic returns to enterprises and resource suppliers to local industry that are subject to
international import competition. Tariffs are frequently employed to safeguard the incomes of
domestic producers from international competition. This protection comes at a cost to domestic
consumers, who pay higher prices for import-competing goods, and to the economy, which suffers
from inefficient resource allocation to the import-competing domestic industry. Thus, since 1948,
when most developed economies' average tariffs on manufactured products exceeded 30%, those
economies have tried to cut tariffs on manufactured goods through numerous rounds of
negotiations under the General Agreement on Tariffs and Trade (GATT). Agriculture-related trade
and tariff limitations were addressed only during the most recent Uruguay Round of discussions.
Historically, and even during the GATT period, several countries imposed extremely high tariffs on
certain agricultural commodities. When combined with other trade restrictions, they frequently
posed substantial impediments to foreign producers' market access. Tariffs that are set too high can
effectively shut down all trade and operate as import bans.

3.2 Types of Tariffs

Tariffs can be expressed in absolute or relative terms; they may be discriminatory or non-
discriminatory, imposed on imports or on exports, and prompted by considerations of revenue or
protection to domestic industries. They are expressed in absolute terms of dollars and cents per unit
e.g. per tonne, or per pound of weight of the imported (or exported) quantity. Specific duties can be
levied on goods like wheat or rice or sugar, but they can not be adopted for all goods and services,
predominantly in the case of valuable goods. For instance, specific tariffs can not be levied in the
case of, say, diamonds, modern art paintings, transistors, television sets, etc. We cannot estimate
duties on the articles by weighing them physically. The task has to be calculated based on the value
of these products rather than their physical weight. When, therefore, duty is levied based on the
value of the product measured by their money price, we have ad valorem tariffs (ad valorem is a
Latin word that means "on the value"). Ad valorem tariff is a percentage tax.

There may also be a compound tariff which combines a specific duty with an ad valorem duty. The
distinction between the two types of tariffs is of some significance. As the prices of imported goods
rise, the ad valorem tariff based on a given fixed percentage brings greater revenue to the tariff
imposing country, whereas specific tariffs lack such revenue elasticity with respect to import price
changes.

A discriminatory tariff calls for different rates of duties depending on the country of origin or the
product's destination. For example, a country can impose higher rates of duty on goods coming into
the country from, say, Australia and lower rates of duty on goods coming from Thailand. On the
other hand, a non-discriminatory tariff imposes a uniform rate of duty regardless of their source of
origin. Tariffs are said to be single columns when non-discriminatory, and double columns when
they are discriminatory. Revenue tariffs are imposed primarily to produce revenue for the
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government. With the introduction and expansion of income taxes and other direct taxes, the
importance of tariffs as a source of revenue has considerably gone down, especially in developed
countries. However, the less developed countries still rely on tariffs as a substantial source of
government revenues. In Malaysia, for example, the import and export duties together amount for
well over 40 percent of the total government revenues. In commercial policy, it is the protective
tariffs that dominate the scene. When the tariffs are imposed primarily to protect the domestic
industries from foreign competition, the country is said to have protective tariffs. The motive, here,
is not revenue but protection of the domestic economy from foreign competition. It is impossible to
classify revenue tariffs and protective tariffs and put them into watertight compartments because
tariffs imposed for revenue will produce some protective effects and the protective tariffs yield
some revenue. The difference between the two basically concerns their primary motive as such.
Finally, there are retaliatory tariffs and countervailing tariffs. When Country A imposes (or
increases) duties against the products from Country B, it is possible that country B will retaliate and
levy duties on goods imported from Country A. Country B's tariffs are then described as retaliatory
tariffs. Their motive is neither to raise revenue nor to accord protection to domestic industries but
to act in retaliation. Tariffs are said to be countervailing when a country imposes (or increases)
import duties with a view to offset export subsidy in the country of origin. For example, if Country
B, the government of country B may think that country A is subsidizing its export to Country B, the
government of country B may think that country A's products entering into Country B are enjoying
"unfair advantage" over the country's domestic import replacement products. Country B is justified
in imposing countervailing duties on the products imported from Country A. The countervailing
duties aim to offset such an unfair advantage given by export subsidies in foreign countries. Import
duties have received most of the analytical and policy attention and they are far more widespread
than the export duties. In some countries like the United States, export duties are prohibited by law.
In other countries where export duties are in vogue, their sole aim appears to be revenue collection.
Import duties, however, are motivated by two other considerations, besides revenue viz. reviews of
protection and balance of payments adjustment. Therefore, in what follows, we will concentrate our
tariff study only concerning the import tariffs.

The Effective Rate of Protection:

The impact of a tariff is often different from its stated amount. Compared to free trade, the effective
tariff rate measures the total increase in domestic production that the tariff makes possible. When
tariff rates are low on raw materials and components, but high on finished goods, the effective tariff
rate on finished goods is much higher than the nominal rate. This is referred to as tariff escalation

Avoiding and postponing tariffs
*  Production sharing and special treatment for foreign assembly

* Bonded warehouses A bonded warehouse, or bond, is a building or other secured area in
which dutiable goods may be stored, manipulated, or undergo manufacturing operations
without payment of duty.

»  Foreign trade zones

3.3 Effects of Imposing Tariffs

Consumer surplus is the difference between what consumers would be willing to pay and what
they produce. The imposition of a tariff reduces consumer surplus.

An increase in producer surplus, or rent, is the payment that need not be made in the long run to
induce domestic producers to supply additional goods with the tariff —also called the subsidy effect

of tariff.

Tariffs are a boon to domestic producers who now face reduced competition in their home market.
The reduced competition causes prices to rise. The sales of domestic producers should also rise, all
else being equal. The increased production and price causes domestic producers to hire more
workers which causes consumer spending to rise. The tariffs also increase government revenues
that can be used to benefit the economy. There are costs to tariffs; however, now the price of the
good with the tariff has increased, the consumer is forced to either buy less of this good or less of
some other good. The price increase can be thought of as a reduction in consumer income. Since
consumers are purchasing less, domestic producers in other industries are selling less, causing a
decline in the economy. Generally, the benefit generated by increased domestic production in the
tariff-protected sector and increased government revenues does not offset the increased prices'
losses caused by consumers and the costs of imposing and collecting the tariff. We haven't even
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considered the possibility that other countries might put tariffs on our goods in retaliation, which
we know would be costly to us. Even if they do not, the tariff is still expensive to the economy. In
my article The Effect of Taxes on Economic Growth, we saw that increased taxes cause consumers
to alter their behavior which in turn causes the economy to be less efficient. Adam Smith's The
Wealth of Nations showed how international trade increases the wealth of an economy. Any
mechanism designed to slow global trade will have the effect of reducing economic growth. For
these reasons, economic theory teaches us that tariffs will be harmful to the country imposing them.
That's how it should work in theory. How does it work in practice?

Stolper-Samulelson Theorem

An increase in the relative price of a commodity (for example, as the result of a tariff) raises the
return of the factor used intensively in production of commodity.Thus, the actual return to the
nation's scarce aspect of production will rise with the imposition of a tariff. Scare factor (which a
country is imported) will raise the return of products with the imposition of tariff. For E.g. N-2
(scare of labor) impose a tariff on X. commodity (labor-intensive), so prices of X (px/py) will rise
and so labor wages (w/r) will rise. Because the increase in wages will lead the prices higher. The
share of labor in N2 increase in wages (income of labor) decreases the national income (reduced by
tariff). Thus demand of capital decreases and the k price. I-e interest decrease.

Non -Tariff Barriers

Non-tariff barriers (NTBs) are trade barriers that restrict imports but are not in the usual form of a
tariff. Non-tariff barriers are another way for an economy to control the amount of trade it conducts
with another economy, either for selfish or charitable purposes. Any barrier to employment will
create an economic loss, as it does not allow markets to function properly. The lost revenues
resulting from the barrier to trade can be called a financial loss. Non-tariff barriers to trade (NTBs)
are trade barriers that restrict imports but are not in the usual form of a tariff. Some common
examples of NTBs are anti-dumping measures and countervailing duties, which, although called
non-tariff barriers, affect taxes once they are enacted. Their use has risen sharply after the WTO
rules led to a significant reduction in tariff use. Some non-tariff trade barriers are expressly
permitted in minimal circumstances when they are deemed necessary to protect the health, safety,
sanitation, or depletable natural resources. In other forms, they are criticized as a means to evade
free trade rules such as those of the World Trade Organization (WTO), the European Union (EU), or
the North American Free Trade Agreement (NAFTA) that restrict the use of tariffs. Some of the
non-tariff barriers are not directly related to foreign economic regulations but significantly impact
foreign-economic activity and foreign trade between countries. Trade between countries is referred
to as trade in goods, services, and factors of production. Non-tariff barriers to trade include import
quotas, special licenses, unreasonable standards for the quality of goods, bureaucratic delays at
customs, export restrictions, limiting the activities of state trading, export subsidies, countervailing
duties, technical barriers to trade, sanitary and phytosanitary measures, rules of origin, etc.
Sometimes in this list, they include macroeconomic actions affecting trade.

Non-tariff Restrictions
Quota

Quota has significant restrictions on trade. It is a direct quantitative restriction on the amount of a
commodity allowed to be imported or exported. Western nations used quotas to protect agriculture
and stimulate the export of manufactured products

Comparison of Quota and Tariffs
Quota increase domestic price
increase domestic production with improvement in demand.
Tariff leaves price and output but increases imports and consumption.

Import quotas limit import to a specialized level while import doesn't specify the import
and is uncertain.

Govt distributes import levels on official judgment and action to avoid the monopoly.

In essence, foreign exporter increases their efficiency (price) or accepts lower profit that
falls import.

But they can't reduce the export quota, which is less than anticipated.

Other Nontariff Barriers and Non-Protectionism
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Voluntary export

It is the most crucial trade barrier. In this case, the importing countries induce (under threat of
higher around trade restriction) the exporter country to limit their export to that country. US
negotiated with Japan in 1980 to restrict their export, which the US saved 44000 jobs in the auto
industry. But the total cost of the consumer was $15.7bn. The cost of one job was more than
$100,000

The non-tariff barriers can include a wide variety of restrictions to trade.

Licenses: The most common instruments of direct regulation of imports (and sometimes export) are
licenses and quotas. Almost all industrialized countries apply these non-tariff methods. The license
system requires that a state (through a specially authorized office) issue permits for foreign trade
transactions of import and export commodities included in the lists of licensed merchandise.
Product licensing can take many forms and procedures. The main types of licenses are generally
licenses that permit unrestricted importation or exportation of goods included in the lists for a
certain period of time, and a one-time license for a particular product importer (exporter) to import
(or export). The one-time license indicates a quantity of goods, its cost, its country of origin (or
destination), and in some cases also customs point through which import (or export) of goods
should be carried out. The use of licensing systems as an instrument for foreign trade regulation is
based on several international level standards agreements. In particular, these agreements include
some provisions of the General Agreement on Tariffs and Trade and the Agreement on Import
Licensing Procedures, concluded under the GATT (GATT). Licensing of foreign trade is closely
related to quantitative restrictions —quotas - on imports and exports of certain goods. A quota is a
limitation in value or in physical terms, imposed on the import and export of certain goods for a
certain period. This category includes global quotas regarding specific countries, seasonal quotas,
and so-called "voluntary" export restraints. Quantitative controls on foreign trade transactions are
carried out through a one-time license. Quantitative restriction on imports and exports is a direct
administrative form of government regulation of foreign trade. Licenses and quotas limit the
independence of enterprises with regard to entering foreign markets, narrowing the range of
countries, which may be entered into the transaction for certain commodities, regulate the number
and range of goods permitted for import and export. However, the system of licensing and quota
imports and exports, establishing firm control over foreign trade in certain goods, in many cases,
turns out to be more flexible and effective than economic instruments of foreign trade regulation.
The fact can explain that licensing and quota systems are an essential instrument of trade regulation
of the vast majority of the world. This trade barrier is usually reflected in the consumers' loss
because of higher prices and limited selection of goods and in the companies, that employ the
imported materials in the production process, increasing their costs. An import quota can be
unilateral, levied by the country without negotiations with exporting country, and bilateral or
multilateral, when it is imposed after negotiations and agreement with exporting country. An
export quota is a limited amount of goods that can leave the country. There are different reasons for
the setting of export quota by the government, which can be the guarantee of the supply of the
products that are in shortage in the domestic market, manipulation of the prices on the
international level, and the control of goods strategically crucial for the country. In some cases, the
importing countries request exporting countries to impose voluntary export restraints.

Standards: Standards take a special place among non-tariff barriers. Countries usually impose
standards on classification, labeling and testing of products to be able to sell domestic products and
to block sales of products of foreign manufacture. These standards are sometimes entered under the
pretext of protecting the safety and health of local populations. Administrative and bureaucratic
delays at the entrance Among the methods of non-tariff regulation should be mentioned
administrative and bureaucratic delays at the entrance, which increase uncertainty and the cost of
maintaining inventory. Import deposits Another example of foreign trade regulations is import
deposits. Import deposits are a form of deposit. The importer must pay the bank for a definite
period (non-interest-bearing deposit) equal to all or part of the cost of imported goods.At the
national level, administrative regulation of capital movements is carried out mainly within a
framework of bilateral agreements, including a clear definition of the legal regime and procedure,
for the admission of investments and investors. It is determined by mode (fair and equitable,
national, most-favored-nation), order of nationalization and compensation, transfer profits and
capital repatriation, and dispute resolution. Foreign exchange restrictions and foreign exchange
control Foreign exchange restrictions and foreign exchange controls occupy a special place among
the non-tariff regulatory instruments of foreign economic activity. Foreign exchange restrictions
constitute the regulation of transactions of residents and nonresidents with currency and other
currency values. Also, an essential part of the mechanism of control of foreign economic activity is
establishing the national currency against foreign currencies.
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3.4 Protectionism

Any measure designed to give local producers of goods or services an advantage over foreign
competitors.

Arguments for Protection
There are many arguments for protecting local producers and industries. These include:

Protecting Domestic Employment: At any given time in an economy, some industries will be in
decline (sunset industries) because they can not compete with foreign competition. If the sectors are
relatively large, this will lead to high levels of structural unemployment, and governments often
attempt to protect the industries to avoid unemployment. The negative externalities of a rapidly
declining primary industry may be so significant the government feels obligated to provide some
protection.

a) Counter Argument for Free Trade:The industry will continue to decline and protection will
simply prolong the process. Although there will be short-run social costs, it could be better to let
the resources employed in the industry go into another, expanding area of the economy.

Saving the economy from low-cost labor: The main reason for declining domestic industries is the
low cost of labor in exporting countries. The economy should be protected from imports produced
in countries where the cost of labor is very low. For Example - US clothing Industry, there have
been demands in the US to protect the domestic clothing industry from cheap imports from Asia,
where wages are much lower. Manufacturing Industries: While trade may create many benefits for
the economy, the cost in terms of job losses may be concentrated in particular industries. There is
much greater job insecurity among manufacturing workers in developed countries who fear they
will lose their jobs to workers in emerging markets such as China and India. Workers and their
trade unions may lobby vigorously for protection against imported goods.South Korea -
Shipbuilding Industry ¢ In 1998, the hourly wage for shipbuilding in the US was $19.19, but in
South Korea, it was $9.27. While cheaper labor is available in other Asian countries, South Korean
workers are well educated and can achieve high productivity levels.Not surprisingly, South Korea
is now the largest shipbuilder in the world.In 2004, South Korea produced 14,768 large commercial
ships, whereas the US had only 289.

a) Counter Argument for Free Trade: If we protect the economy from low-cost labour, consumers
will pay higher prices than they should.Production in a protected economy would take place at an
inefficient level. The countries wishing to export would lose trade and their economy would suffer.

* It should be realized that comparative advantages change over time and that a country
with a comparative advantage in producing a good at present may not have that in the
future. For example, the US did likely have a comparative advantage in shipbuilding. As
relative factor costs change in different countries, resources must move as freely as
possible from industries where comparative advantage is waning into sectors where it is

growing.

b) Counter Argument Government supports workers who lose jobs: Governments have some
responsibility to help workers who have lost their jobs due to increasing competition, from low-cost
foreign labor. These supply-side policies could include additional education and training, so
retrenched workers can enter new industries.

Protecting an Infant (sunrise) industry:Many governments argue that an industry that is just
developing may not have the economies of scale advantages that more prominentsectors in other
countries may enjoy. The domestic industry will not be competitive against imports until it can
gain the cost advantages of economies of scale. Because of this, it is argued that industry needs to
be protected against imports until it achieves a size where it can compete on an equal footing.

Counter Argument for Free Trade: Most developed countries have highly efficient capital markets
(well, at least before the GFC!), which allows them access to large amounts of financial capital, even
more so since the advent of globalization. Due to this fact, it can be argued that there is no basis for
the idea that industries in developed countries will be set up in a relatively minor way. They could
benefit from economies of scale in a relatively short period. Example: The Saudi Arabian

government has been diversifying into petrochemical production in recent years.

It has undertaken several projects in partnership with large multinationals such as Chevron, BP,
and Exxon Mobil.The plants constructed have been among some of the largest globally, gaining
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almost immediately from economies of scale. Developing countries without access to sophisticated
capital markets can likely use the infant industry argument to justify protectionist policies.
However, it is debatable whether they have the global political power to impose protectionist
policies without complaints and action from developed countries.

To avoid the risks of over-specialization:Governments may want to limit overspecialization if it
means the country could become over-dependent on the export sales of one or two products. Any
change in the world markets for these products might have severe consequences for the country's
economy. For example, technological changes could severely reduce the demand for a commodity,
as the development of quartz crystal watches did for the Swiss wristwatch industry, harming the
economy. The introduction of new products or changes in the patterns of demand and supply can
seriously affect the economies of developing countries, which tend to over-specialize in the
production of primary products without choice. For example, the over-supply of coffee on the
world market caused a fall in prices and severely impacted countries like Ethiopia.

a) Counter Argument for Free Trade: There are no real arguments against this view. It does not
promote protectionism; it simply points out the problems that countries may face if they specialize
to a great extent.

Strategic Reasons:It is sometimes argued that specific industries need to be protected if needed in
times of war. For example, agriculture, steel, and power generation. Steel is required for many
defense items, such as planes and tanks. The steel industry would argue that it must be protected to
stay competitive. This argument may be a valid one to a certain extent, although it is often
overstated. In many cases, it is unlikely that countries will go to war. It is also unlikely that they
will be cut off from all supplies if they do. Most probably, this argument is being used as an excuse
for protectionism.

To Prevent Dumping: Dumping is the selling by a country of large quantities of a commodity, at a
price lower than its production cost, in another country.For example, the EU may have a surplus of
butter and sell this at a meager cost to a small developing country. Where countries can prove that
their industries have been severely damaged by dumping, their governments are allowed to
impose anti-dumping measures to reduce the damage under international trade rules. However, it
is challenging to prove whether or not a foreign industry is guilty of dumping.

»  Counter Argumment For Free Trade: A government that subsidizes a domestic industry
may actually support dumping. For example, developing countries argue that when the
EU exports invested sugar, it is a form of disposal because the price doesn't reflect the
actual cost of the EU sugar producers. Therefore, if dumping does occur, it is more likely
that there will be a need for talks between governments rather than any form of
protection. There is always a danger that protectionism will invite retaliatory actions by
foreign governments, reducing the benefits that can be gained by all consumers and
producers in all countries.

* To Protect Product Standards: A country might have to impose safety, health or
environmental standards on goods imported into its domestic market to ensure that the
imports match the criteria of domestic producers. This is a valid argument, as long as the
concerns are valid. For example, the EU has previously banned the import of American
beef because it has been treated with hormones. Many of the reasons given for bans when
standards are simply subtle means of protection. Where there is a dispute over product
standards, a response by the exporting country might be to use retaliatory policies. In the
EU-US beef dispute, the US retaliated against the EU in May 1999 by imposing trade
sanctions on $117 million worth of imports from Europe.

* To raise government revenue: In many developing countries, it is difficult to collect
taxes, so governments impose import taxes (tariffs) on products to raise revenue. The
International Monetary Fund (IMF) estimated that, on average, import duties accounted
for approximately 15% of total government revenue for developing countries in 2002.

 To correct a balance of payments deficit: Governments sometimes impose

protectionist measures to reduce import expenditure and thus improve the current
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account deficit. A current account deficit occurs when a country spends more on its
imports of goods and services than it is earning on its exports of goods and services. This
will only work in the short run. It does not address the current problem because it does
not rectify the actual causes of the deficit. Also, if countries do this, then it is likely that
other countries will retaliate with protectionist measures of their own. All the counter-
arguments previously covered are great arguments for free trade. As previously studied,
the arguments against protection are related to why countries work.

»  Prices: Protection may raise prices for consumers and producers of their imports.

»  Choice: Protection would lead to less choice for consumers.

*  Competition: Competition would diminish if foreign firms were kept out of a country, so
domestic firms may become inefficient without the incentive to minimize costs. Innovation
may also be reduced for the same reason.

»  Comparative Advantage: Protectionism distorts comparative advantages, leading to the
inefficient use of the world's resources. Specialization is reduced, which would reduce the

potential level of the world's output.

3.5 WTO Trade Regulation

The WTO intends to supervise and liberalize international trade.The organization officially
commenced on January 1, 1995, replacing the GATT (General Agreement on Tariffs and Trade).The
World Trade Organization (WTO) is the only global international organization dealing with the
rules of trade between nations. It tries to provide market access to countries for their products and
services and promotes friendly investment policies by eliminating;:

¢ Trade distortions between countries.
*  Trimming down tariff and non-tariff barriers.
*  Removing quotas.

*  Abolishing subsidies in a phased manner.

WTO has rules to address quality issues, labor standards, environmental aspects, government
regulation, and legal frameworks.The need for an institution to promote rule-based trade was felt
when in the 1930s, the world suffered through the Great Depression and World War II. The WTO
came into existence on 1 January 1995 as successor to the General Agreements on Tariffs and Trade
(GATT). Its genesis goes back to the post-Second-World-War period in the late 1940s when
economies of most European countries and the US were greatly disrupted following the war and
the great depression of the 1930s. Consequently, a United Nations Conference on Trade and
Employment was convened at Havana in November 1947. It led to an international agreement
called Havana Charter to create an International Trade Organization (ITO), a specialized agency of
the United Nations to handle the trade side of international economic cooperation. The draft ITO
charter was ambitious and extended beyond world trade discipline to rules on employment,
commodity agreements, restrictive business practices, international investment, and services.

However, the attempt to create the ITO was aborted as the US did not ratify it and other countries
found it difficult to make it operational without US support. The combined package of trade rules
and tariff concessions negotiated and agreed by 23 countries out of 50 participating countries
became known as General Agreement on Tariffs and Trade (GATT): an effort to salvage from the
aborted attempt to create the ITO. India was also a founder member of GATT, a multilateral treaty
aimed at trade liberalization. GATT provided a multilateral forum during 1948-94 to discuss the
trade problems and reduction of trade barriers. As shown in Exhibit its membership increased from
23 countries in 1947 to 123 countries by 1994. GATT remained a provisional agreement and
organization throughout these 47 years and facilitated considerably, tariff reduction. During its
existence from 1948 to 1994, average tariffs on manufactured goods in developed countries declined
from about 40 per cent to a mere 4 per cent. It was only during the Kennedy round of negotiations
in 1964-67, that an anti-dumping agreement and a section of development under the GATT were
introduced. The first major attempt to tackle non-tariff barriers was made during the Tokyo round.
The eighth round of negotiations known as the Uruguay Round of 1986-94 was the most
comprehensive of all and led to the creation of the WTO with a new set up of agreements.
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Why WTO required

This economic issue started with the 1929 Stock Market Crash, wiping out people's savings
and creating unemployment at the highest level in the Western World. That great
Depression further resulted in WWII and destroyed many European countries.In January
1948, 23 nations organized the GATT in Geneva, providing an opportunity to start tariff
negotiations.This first round resulted in 45,000 tariff concessions affecting $10 billion
(about 1/5th of the world trade).The WTO replaced GATT as the world's global trading
body in 1995.GATT trading regulations established between 1947 and 1994 remain the
primary rule book for multilateral trade in goods.

Organizational Structure of the WTO

The organizational structure of WTO as summarized in Figure 1, consists of the Ministerial
Conference, General Council, council for each broad area, and subsidiary bodies.

First level : The Ministerial Conference The Ministerial Conference is the topmost decision-
making body of the WTO, which has to meet at least once every two years.

Second level : General Council Day-to-day work in between the Ministerial Conferences is
handled by the following three bodies:

* The General Council
* The Dispute Settlement Body

* The Trade Policy Review Body In fact, all these three bodies consist of all WTO members
and report to the Ministerial Conference, although they meet under different terms of
reference.

Third level : Councils for each broad area of trade There are three more councils, each
handling a different broad area of trade, reporting to the General Council.

* The Council for Trade in Goods (Goods Council)
* The Council for Trade in Services (Services Council)
* The Council for Trade Related Aspects of Intellectual Property Rights (TRIPS Council)

Each of these councils consists of all WTO members and is responsible for the working of
the WTO agreements dealing with their respective areas of trade. These three also have
subsidiary bodies. Six other committees also report to the General Council since their
scope is more minor. They cover issues, such as trade and development, the environment,
regional trading arrangements, and administrative issues. The Singapore Ministerial
Conference in December 1996 decided to create new working groups to look at investment
and competition policy, transparency in government procurement, and trade facilitation.

Fourth level: Subsidiary bodies Each of the higher councils has subsidiary bodies that
consist of all member countries.

Goods Council: 1t has 11 committees dealing with specific subjects, such as agriculture,
market access, subsidies, anti-dumping measures, etc.

Services Council: The subsidiary bodies of the Services Council deal with financial
services, domestic services, GATS rules, and specific commitments.

Dispute settlement body: It has two subsidiaries, i.e., the dispute settlement ‘panels’ of
experts appointed to adjudicate on unresolved disputes, and the Appellate Body that deals
with appeals at the General Council level. Formally all of these councils and committees
consist of the full membership of the WTO.

But that does not mean they are the same, or that the distinctions are purely bureaucratic.
In practice, the people participating in the various councils and committees are different
because different levels of seniority and different areas of expertise are needed. Heads of
missions in Geneva (usually ambassadors) normally represent their countries at the
General Council level. Some of the committees can be highly specialized and sometimes
governments send expert officials from their countries to participate in these meetings.
Even at the level of the Goods, Services, and TRIPS councils, many delegations assign
different officials to cover different meetings. All WTO members may participate in all
councils, etc., except the Appellate Body, dispute settlement panels, textile monitoring
body, and plurilateral committees. The WTO has a permanent Secretariat based in Geneva,

44 L ovely Professional University

Notes



Notes

International Organizations and Regional Cooperation in Trade

with a staff of around 560 and is headed by the Director-General. It does not have branch
offices outside Geneva. Since decisions are taken by the members themselves, the
Secretariat does not have the decision-making role that other international bureaucracies
are given. The Secretariat’'s main duties are to extend technical support for the various
councils and committees and the Ministerial Conferences, provide technical assistance for
developing countries, analyse world trade, and explain WTO affairs to the public and
media. The Secretariat also provides some forms of legal assistance in the dispute
settlement process and advises governments wishing to become members of the WTO.

Principles of the Multilateral Trading System Under the WTO for an international
business manager, it is difficult to go through the whole of the WTO agreements which are
lengthy and complex being legal texts covering a wide range of activities. The agreements
deal with a wide range of subjects related to international trade, such as agriculture,
textiles and clothing, banking, telecommunications, government purchases, industrial
standards and product safety, food sanitation regulations, and intellectual property.
However, a manager dealing in international markets needs to have an understanding of
the basic principles of WTO which form the foundation of the multilateral trading system.
These principles are discussed below. Trade without discrimination Under the WTO
principles, a country cannot discriminate between its trading partners and products and
services of its own and foreign origin.

Most-favoured nation treatment: Under WTO agreements, countries cannot normally
discriminate between their trading partners. If a country grants someone a special favour
(such as a lower rate of customs for one of their products), it has to do the same for all
other WTO members. The principle is known as Most-favoured nation (MFN) treatment.
This clause is so important that it is the first article of the General Agreement on Tariffs
and Trade (GATT), which governs trade in goods. MFN is also a priority in the General
Agreement on Trade in Services (GATS, Article 2) and the Agreement on Trade-Related
Aspects of Intellectual Property Rights (TRIPS, Article 4), although in each agreement, the
principle is handled slightly differently. Together, these three agreements cover all three
main areas of trade handled by the WTO. Some exceptions to the MEN principle are
allowed as under:

Countries can set up a free trade agreement that applies only to goods traded within the
group —discriminating against goods from outside.

Countries can provide developing countries special access to their markets.

A country can raise barriers against products that are considered to be traded unfairly
from specific countries.

In services, countries are allowed, in limited circumstances, to discriminate. But the
agreements only permit these exceptions under strict conditions. In general, MFN means
that every time a country lowers a trade barrier or opens up a market, it has to do so for
the same goods or services from all its trading partners —whether rich or poor, weak or

strong.

National treatment: The WTO agreements stipulate that imported and locally-produced
goods should be treated equally —at least after the foreign goods have entered the market.
The same should apply to foreign and domestic services, and to foreign and local
trademarks, copyrights and patents. This principle of ‘national treatment’ (giving others
the same treatment as one’s own nationals) is also found in all the three main WTO
agreements, i.e., Article 3 of GATT, Article 17 of GATS, and Article 3 of TRIPS. However,
the principle is handled slightly differently in each of these agreements. National
treatment only applies once a product, service, or an item of intellectual property has
entered the market. Therefore, charging customs duty on an import is not a violation of
national treatment even if locally-produced products are not charged an equivalent tax.

Gradual move towards freer markets through negotiations: Lowering trade barriers is one
of the most obvious means of encouraging international trade. Such barriers include
customs duties (or tariffs) and measures, such as import bans or quotas that selectively
restrict quantities. Since GATT’s creation in 1947-48, there have been eight rounds of trade
negotiations. At first these focused on lowering tariffs (customs duties) on imported
goods. As a result of the negotiations, by the mid-1990s industrial countries” tariff rates on
industrial goods had fallen steadily to less than 4 per cent. But by the 1980s, the
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negotiations had expanded to cover nontariff barriers on goods and new areas, such as
services and intellectual property. The WTO agreements allow countries to introduce
changes gradually through “progressive liberalization’. Developing countries are usually
given longer period to fulfil their obligations.

Increased predictability of international business environment: Sometimes, promising not
to raise a trade barrier can be as important as lowering one, because the promise gives
businesses a clearer view of their future market opportunities. With stability and
predictability, investment is encouraged, jobs are created, and consumers can fully enjoy
the benefits of competition —choice and lower prices. The multilateral trading system is an
attempt by governments to make the business environment stable and predictable. One of
the achievements of the Uruguay Round of multilateral trade talks was to increase the
amount of trade under binding commitments. In the WTO, when countries agree to open
their markets for goods or services, they ‘bind’ their commitments. For goods, these
bindings amount to ceiling on customs tariff rates. A country can change its bindings, but
only after negotiating with its trading partners, which could mean compensating them for
loss of trade. In agriculture, 100 per cent of products now have bound tariffs. The result of
this is a substantially higher degree of market security for traders and investors. The
trading system under the WTO attempts to improve predictability and stability in other
ways as well. One way is to discourage the use of quotas and other measures used to set
limits on quantities of imports as administering quotas can lead to more red-tape and
accusations of unfair play. Another is to make countries’ trade rules as clear and public
(transparent) as possible. Many WTO agreements require governments to disclose their
policies and practices publicly within the country or by notifying the WTO. The regular
surveillance of national trade policies through the Trade Policy Review Mechanism
provides a further means of encouraging transparency both domestically and at the
multilateral level.

Promoting fair competition: The WTO is sometimes described as a ‘free trade’ institution,
but that is not entirely accurate. The system does allow tariffs and, in limited
circumstances, other forms of protection. More accurately, it is a system of rules dedicated
to open, fair, and undistorted competition.

3.6 Objectives of WTO

*  Raising standards of living.

*  Ensuring full employment.

*  Expanding production of goods and services.

*  Sustainable development.

*  Securing share in trade of developing and least developed countries.

*  Designing a reciprocal and mutually advantageous arrangement directed to substantially
reducing discriminatory treatment in international trade relations.

General Agreement on Tariffs and Trade

The General Agreement on Tariffs and Trade (GATT) has significantly widened the access to
international markets, besides providing legal and institutional framework. Under the WTO
regime, countries can break the commitment (i.e., raise the tariff above the bound rate), but only
with difficulty. To do so, a member country is required to negotiate with the countries most
concerned and that could result in compensation for trading partners’ loss of trade. Opening Up of
the Industrial Sector Market access schedules under GATT include commitments of member
countries to reduce the tariffs and not increase the tariffs above the listed rates, which means the
rates are bound. For developed countries, bound rates are the rates generally charged. Most
developing countries have bound the rates somewhat higher than actual rates charged, so the
bound rates can serve as a ceiling. Reduction in tariffs : Individual member countries have listed
their commitments to reduce the tariff rates in schedules annexed to the Marrakesh Protocol to the
General Agreement on Tariffs and Trade, 1994, which is a legally binding agreement. Under these
commitments, developed countries were to cut the average tariff levels on industrial products by 40
per cent in five equal instalments from 1 January 1995. However, the percentage of tariff reduction
on some products of export interest to developing countries, such as textiles and clothing and
leather and leather products is much lower than the average, as they are considered sensitive.
Several developing countries and economiesin-transition agreed to reduce their tariffs by nearly
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two-thirds of the percentage achieved by developedcountries. As a result, the weighted average
levels of tariffs applicable to industrial products were expected to fall in a period of five years from
* 6.3 per cent to 3.8 per cent in developed countries ® 15.3 per cent to 12.3 per cent in developing
countries * 8.6 per cent to 6 per cent in the transition economies Additional commitments were
made under the Information Technology Agreement in 1997 wherein 40 countries accounting for
more than 92 per cent of trade in information technology products, agreed to eliminate import
duties and other charges on most of these products by 2000 and on a handful of the products by
2005. As with other tariff commitments, each participating country is applying its commitments
equally to exports from all WTO members, i.e. on a most-favoured nation basis, even from
members that did not make the commitments. Tariff bindings : Besides the commitments to reduce
tariffs, market access schedules represent commitments on the part of member countries not to
increase the tariffs above the listed rates known as ‘bound’ rates. Binding of tariff lines has
substantially increased the degree of market security for traders and investors.

Opening Up International Business Opportunities in Textiles: World trade in textiles and clothing
had been subject to a large number of bilateral quota arrangements over the past four decades. The
range of products covered by quotas expanded from cotton textiles under the short-term and long-
term arrangements of the 1960s and early 1970s to an ever-increasing list of textile products made
from natural and man-made fibers under five expansions of the multifiber agreement. From 1974
until the end of the Uruguay Round, the international trade in textiles was governed by the Multi-
fiber Arrangement (MFA). This was a framework for bilateral agreements or unilateral actions that
established quotas limiting imports into countries whose domestic industries were facing serious
damage from rapidly increasing imports. The quota system under MFA conflicted with GATT’s
general preference for customs tariffs instead of measures that restricted quantities. The quotas
were also exceptions to the GATT principle of treating all trading partners equally because they
specified how much the importing country was going to accept from individual exporting
countries. Since 1995, the WTO’s Agreement on Textiles and Clothing (ATC) took over from the
MFA and had been the WTO'’s significant agreement. A Textiles Monitoring Body (TMB)
supervised the implementation of the agreement. It monitored actions taken under the agreement
to ensure that they are consistent, and reports to the Council on Trade in Goods and reviews the
operation of the agreement. The TMB also dealt with disputes under the ATC. If they remain
unresolved, the disputes could be brought to the WTO's regular Dispute Settlement Body.

General Agreement on Trade in Services

The General Agreement on Trade in Services (GATS) is the first and only set of multilateral rules
governing international trade in services. Negotiated in the Uruguay Round, it was developed in
response to the strong growth of the services economy over the past three decades and the greater
potential for marketing services internationally brought about by the communications revolution.
The GATS has three elements:

The main text containing general obligations and disciplines

2. Annexes dealing with rules for specific sectors
Individual countries” specific commitments to provide access to their markets,
including indications where countries are temporarily not applying the most-

favored nation principle of non-discrimination.

General obligations and disciplines: The agreement covers all internationally-traded services, e.g.,
banking, telecommunications, tourism, professional services, etc. It also defines four ways (or
‘modes’) of trading services internationally.

Commitments on market access and national treatment: Individual countries’ commitments to
open markets in specific sectors and the extent of their openness has been the outcome of the
Uruguay Round negotiations. The commitments appear in ‘schedules’ that list the sectors being
opened, the extent of market access being given in those sectors (e.g., whether there are any
restrictions on foreign ownership), and any limitation on national treatment (whether some rights
granted to local companies will not be granted to foreign companies). For instance, if a government
commits itself to allow foreign banks to operate in its domestic market, that is a market-access
commitment. And if the government limits the number of licences it will issue, then that is a
market-access limitation. If it also says foreign banks are only allowed one branch while domestic
banks are allowed numerous branches, that is an exception to the national treatment principle.
These clearly defined commitments are “bound” —like bound tariffs for trade in goods, and they can
only be modified after negotiations with affected countries. Because ‘unbinding’ is difficult, the
commitments are virtually guaranteed conditions for foreign exporters and importers of services
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and investors in the service sector. Governmental services are explicitly carved out of the
agreement and there is nothing in GATS that forces a government to privatize service industries.
The carve-out is an explicit commitment by WTO governments to allow publicly funded services in
core areas of their responsibility. Governmental services are defined in the agreements as those that
are not supplied commercially and do not compete with other suppliers. These services are not
subject to any GATS discipline, are not covered by the negotiations, and the commitments on
market access and national treatment do not apply to them.

Transparency: GATS stipulates that governments must publish all relevant laws and regulations, as
set-up enquiry points within their bureaucracies. Foreign companies and governments can then use
these inquiry points to obtain information about regulations in any service sector. Further, the
member countries” governments have to notify the WTO of any change in regulations that apply to
the services that fall under specific commitments.

Objectivity and reasonability of regulations: Since domestic regulations are the most significant
means of exercising influence or control over services trade, the agreement says governments
should regulate services reasonably, objectively, and impartially. When a government makes an
administrative decision that affects a service, it should also provide an impartial means for
reviewing the decision (e.g., a tribunal). GATS does not require any service to be deregulated.
Commitments to liberalize do not affect governments’ right to set levels of quality, safety, or price,
or to introduce regulations to pursue any other policy objective. A commitment to national
treatment, e.g., would only mean that the same regulations would apply to foreign suppliers as to
nationals. Governments naturally retain their right to set qualification requirements for doctors or
lawyers, and to set standards to ensure consumer health and safety.

3.7 Rules of WTO

a) Protection to Domestic Industry through Tariffs: Member countries can protect their domestic
industry/production through tariffs only. It prohibits quantitative restrictions, except in a limited
number of situations.

b) Binding of Tariffs: The member countries are urged to eliminate the protection of domestic
industry/production by reducing tariffs and removing other barriers to trade in multilateral trade
negotiations.

c¢) Most Favored-Nation (MFN) Treatment: The rule lays down the principles of non-
discrimination amongst member countries. Tariffs and other regulations should be applied to
imported or exported goods without discrimination. Exceptions to the regulations are regional
arrangements subjected to preferential or duty-free trade agreements and the Generalized System
of Preferences (GSP), where developed countries apply preferential or duty-free rates to imports
from developing countries.

d) National Treatment Rule: The rule prohibits member countries from discriminating between
imported products and domestically produced goods in the matter of internal taxes and the
application of internal regulations

3.8 WTO Agreements

e At the heart of the WTO are the WTO agreements, negotiated and signed by a large
number of the world's trading nations and ratified by their parliaments.

*  Agreement on trade related aspects of intellectual property rights. (TRIPS)
* Intellectual property rights
*  Copyrights
e Patent trade marks
*  Geographical names
* Industrial designs
e Trade secrets
*  Agreement on agriculture. (AOA)

*  Agreement on Sanitary and phytosanitary measures. (SPS)
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*  Food safety through CAC.
*  Plant health standards.
¢ Animal health standards specific towards;
*  Additives, contaminants and toxic substances in food.
*  DPesticides & drug residues and MRL compliance.
e Food Certification (HACCP and GMP).
*  Labeling requirements.
¢ Plant and animal quarantine requirements.
*  Disease and Pest control.
*  Technical barriers to trade (TBT) agreement.
*  Inspection, testing and certification.
*  Custom procedures.
*  High custom duties.
*  Violation of intellectual property rights.

¢ Investment restrictions.

3.9 Developing Countries

Introduction

The term "developing countries" does not have a precise definition, but it is a name given to anylow
and middle-income countries. Very dependent on the developed industrial countries asexport
markets and source of imports. Exports are heavily weighted toward primary products
(agricultural goods, raw materials) and labor-intensive manufactures. Share of manufactured
exports is increasing, but mainly in a small number of newly industrialized nations (such as South
Korea Hong Kong)

Developing Nations and Trade

Table3.1 Developing nations: dependence on primary products (2000)

Country Major Export Product % of Total Exports
Nigeria Oil 98
Saudi Arabia Oil 86
Burundi Coffee 80
Ethiopia Coffee 70
Venezuela Oil 69
Mauritania Iron Ore 59
Chad Cotton 54
Zambia Copper 51

Developing Nation Concern
Face problems of unstable export markets -

1. Concentration on one or a few primary-product exports combined with inelastic supply
and demand conditions

2. Argue that they face worsening terms of trade as the relative value of primary products has
fallen compared to manufactured goods they import.

Remedies for developing nation problems
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1.  Stabilizing commodity prices - international commodity agreements

- Production and export controls
- Buffer stocks

- Multilateral contracts
2.  Generalized system of preferences (GSP)

3.  But experience with commodity agreements has been mixed, at best, and application of
the GSP is spotty.

Growth strategies for Developing Nation Concerns:

a) Import substitution
Trade barriers protect emerging domestic industries
Popular in the 1950s and 1960s

b) Export-led growth
Focus on the export of manufactures as the engine of growth
Became more common starting in the 1970s

Import substitution: Pros

Risk of establishing home import-replacing industry is low because home market already
exists.

It is easier for developing nations to protect their own markets than to force industrial
countries to open theirs.

Gives foreign firms an incentive to locate production in a developing country, providing
jobs.

Trade restrictions shelter home industry from competition, giving no incentive for efficiency.

Small size of most developing country markets makes it difficult to benefit from economies
of scale.

Protection of import-competing industries draws resources away from all other sectors,
including potential exporters.

Export-led growth: Pros

Encourages industries in which developing countries are likely to have a comparative
advantage, such as labor-intensive manufactures.

Export markets allow domestic producers to utilize economies of scale.
Low level of trade restrictions forces domestic firms to remain competitive.

Main disadvantage to export-led growth is that it depends on the ability and willingness of
industrial nations to absorb large quantities of manufactures from developing countries

In other words, it is sensitive to economic cycles and protectionist pressures in the export
markets

Foreign Trade Policy

"Trade policy refers to the complete framework of laws, regulations, international agreements,
and, negotiating stances adopted by a government to achieve legally binding market access
for domestic firms." - Walter Goode

¢ The Government has set a long-term vision of making India a significant player in world
trade.

» Foreign Trade Policy (FTP) provides the basic policy framework of translating this vision
into specific strategies, goals and targets.

Free Trade Policy
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e It does not impose any restriction on exchanging goods and services between different
countries. It involves the complete absence of tariffs, quotas, exchange restrictions, taxes and
subsidies on production, factor use and consumption. A government pursues seeks to
maintain a system of trade restrictions to protect the domestic economy from the
competition of foreign products.

Protective Trade Policy

* A country pursues seeks to maintain a system of trade restrictions to protect the domestic
economy from the competition of foreign products.

Inward looking trade policy(import substitution)

* It stresses the need for a country to evolve its development style and be the master of its
own fate, with restrictions on the movement of goods, services, and people in and out of the
country.

* An inward-looking trade policy encourages the development of indigenous technologies
appropriate to a country's resource endowment.

Outward looking trade policy (export-led growth)

e It encourages free trade and the free movement of capital, workers, enterprises, and
students, a welcome to the multinational enterprise, and an open system of communications.

3.10 International Capital Flow

International capital flows are the financial side of International Trade. When someone imports a
good or service, the buyer (the importer) gives the seller (the exporter) a monetary payment, just as
in domestic transactions. If total exports were equal to total imports, these monetary transactions
would balance at net zero: people in the country would receive as much in financial flows as they
paid out in financial flows. But generally the trade balance is not zero. The most general description
of a country's balance of trade, covering its trade in goods and services, income receipts, and
transfers, is called its current account balance. If the country has a surplus or deficit on its current
account, there is an offsetting net financial flow consisting of currency, securities, or other real
property ownership claims. This net financial flow is called its capital account balance.

When a country's imports exceed its exports, it has a current account deficit. Its foreign trading
partners who hold net monetary claims can continue to hold their claims as economic deposits or
currency, or they can use the money to buy other financial assets, real property, or equities (stocks)
in the trade-deficit country. Net capital flows comprise the sum of these monetary, financial, real
property, and equity claims. Capital flows move in the opposite direction to the goods and services
trade claims that give rise to them. Thus, a country with a current account deficit necessarily has a
capital account surplus. In balance of payment accounting terms, the current-account balance,
which is the total balance of internationally traded goods and services, is just offset by the capital-
account balance, which is the total balance of claims that domestic investors and foreign investors
have acquired in newly invested financial, real property, and equity assets in each others' countries.
While all the above statements are true by definition of the accounting terms, the data on
international trade and financial flows are generally riddled with errors because of undercounting.
Therefore, the global capital and trade data contain a balancing error term called "net errors and
omissions."

Effects of International Capital Flow
a) Effect on Domestic Labour

Capital flows to utilize cheaper labour.

More employment opportunities.

International capital flow increases labour productivity.
It brings higher wages.

b) Effects on Consumers
The foreign investment enables the country to produce at a lower cost.

It leads to a fall in prices.
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It increases the consumer surplus.

The recent fall in prices of various goods and services in India is an example of this
(4G services).

Foreign products may be made available to domestic consumers.

c) Effect on Government

*  Government revenue increases since productivity are high.
*  More income is generated; more revenue is collected.
¢ It shows a positive fiscal impact.

d) Effects on External Economies

*  Foreign investment helps to improve infrastructure.

¢ It helps developing nations address capital shortages.

*  Foreign debt may be dependent on highway construction, metro construction, etc.
* It creates more external benefits:

Input demand: labor, construction materials (cement, sand, steel, machines etc.), transportation of
laborers and materials, input demand increase in all concerned sectors etc.

Output demand: demand by the beneficiaries of input demand for finished goods and services
e) Effect on BOP

e The inflow will be credited to the BOP of a country.

¢ The outflow will be debited to the BOP of a country.

¢ India gained surplus in BOP through inflow.

* India has one of the largest foreign exchange reserves in the world.

f) Effect on Growth

e The effect of foreign investment on economic growth

*  Developing countries like India are capital-short countries.
*  They need external assistance.

*  Foreign capital helps to fill this capital shortage.

* It boosts the production sector of the economy.

g) Effect on needy sectors
Foreign investors focus on profit making in non-priority sectors.

Investment in priority sectors may be less.
Needy sectors remain capital short.

h) Effect on Politics

Foreign investors may interfere in international politics.
Funding for the election.
Foreign MNC's don't have any sincere interest in the welfare of the people.

i) Effect on Ethical Trade Practices

Foreign investors may engage in unfair and unethical trade practices.

They may try to drive small players out of the industry by following cheaper pricing
policies.

They may capture market share somehow.

i) Effects on Small Enterprise
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The entry of MNC's will affect the domestic economy.
Small firms may not be able to survive the competition.
Dumping may be followed by driving small domestic rivals out of the industry.

j) Effect on Competition

Inward foreign investment promotes domestic competition.
It reduces the monopoly power of domestic enterprises.

John Dunning and OLI

The OLI (Ownership, Location, Internalization) Paradigm or Eclectic Paradigm developed by John
Dunning, provides a holistic framework to identify and evaluate the significant factors influencing
foreign production by enterprises and the growth of foreign production. Prof. Dunning first
conceived the idea of OLI after witnessing the US manufacturing industry's 2 to 5 times higher
labor productivity in the UK, when the US affiliates in the UK were no better than their UK
competitors and much poorer than their parent companies.

Ownership: A foreign multinational firm may have an ownership advantage, such as access to
a patent, blueprint, or trade secret. This may be even intangible, like a reputation or famous
trademark.

Location: Tariffs, quotas, and transportation costs or providing service close to the customer,
hotels say.

Internalization: The multinational internalizes some firms' specific advantages by producing
abroad, independent of the localization advantages of making abroad. If these were not present, the
international could hire a domestic firm or foreign subsidiary to produce under license.

Ownership Advantages

¢ These emanate more from knowledge-based (R&D) firm-specific assets than physical
capital-based ones. Compared to physical capital (plant and machinery), knowledge or a
blueprint can easily travel between countries and locations. Also, there are economies of
scale in multi-plant knowledge-based firms. One firm can do the R&D and produce in
different countries/locations, rather than other firms engaging in independent, repetitive
and competitive R&D in different places.

Ownership and Location combined

e Firm level activities such as R&D are joint inputs, which means they act like a fixed cost.
The firm can benefit from R&D in one Location in multiple plants. But there are also plant-
level economies of scale. There are also transportation costs between countries. There are
also trade barriers. Multinationals will exist when firm-level fixed costs, tariffs and
transport costs are large compared to plant level economies of scale. Multinationals are
also likely to exist when both countries in question are large and have similar factor
endowments.

Internalization

* It might be easier to transfer knowledge within the firm than at an arms-length distance to
a foreign subsidiary. Recall that the activities of multinationals are often R & D based and
technically advanced. Another reason is the presence of transaction costs. Examples of
transaction costs include negotiation, re-negotiation, opportunistic behavior, and above
all, problems with the agency.

FDI and Rivalry between firms under oligopoly. Smith (1987)
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Usually, an import tariff encourages FDI. But here, an import tariff may encourage a domestic firm
to enter and so it covers all its plants and firm-specific fixed costs. In which case, the multinational
may not enter but simply export. Consumers are better off as now they have two sources of goods
at lower prices—product cycle theories between the North and South. The North innovates new
goods. Old goods can be produced more cheaply in the South. There is a rate of technological
diffusion and sometimes this is achieved by FDI. Capital abundance in the North encourages more
FDI to the South.

Summary

This unit attempts to give an overview of the functions in as simple manner as possible.

The effect of tariff is to raise the cost of imported products and the consumers loose because they
have to pay more for imports.

By lowering costs, subsidies help domestic producers to compete against low-cost foreign imports
and to gain export markets.

An import quota is a direct restriction imposed by an importing country on the quantity of some
good that may be imported. A voluntary export restraint is a quota on trade-imposed from the
exporting country’s side. A local content requirement calls for some specific fraction of a good to be
produced domestically. An administrative policy is an informal instrument or bureaucratic rule
that can be used to restrict imports and boost exports. There are two types of arguments for
government intervention in international trade: political and economic. Political arguments for
intervention are concerned with protecting the interests of certain groups, or with promoting goals
with regard to foreign policy, human rights, consumer protection, and the like. Economic
arguments for intervention are about boosting the overall wealth of a nation. The problems with
strategic trade policy are two fold: (a) such a policy may invite retaliation, in which case all will
loose, and (b) strategic trade policy may be captured by special interest groups, which will distort it
to their own ends. The GATT was a product of the post-war free trade movement. The GATT was
successful in lowering trade barriers on manufactured goods and commodities. The move towards
greater free trade under the GATT appeared to stimulate economic growth. The completion of the
Uruguay Round of GATT talks and establishment of the World Trade Organization have
strengthened the world trading system by extending GATT rules to services, increasing protection
for intellectual property, reducing agricultural subsidies, and enhancing monitoring and
enforcement mechanisms. The theory of economic integration refers to the commercial policy of
discriminatively reducing or eliminating trade barriers only among the nations joining together

Keywords

Tariff: a tax that has to be paid on goods coming into a country

Protectionism: Any measure designed to give local producers of goods or services an
advantage over foreign competitors.

WTO:World Trade Organization
Developing Countries: anylow and middle-income countries.

International Capital Flow: International capital flows are the financial side of International
Trade. When someone imports a good or service, the buyer (the importer) gives the seller (the
exporter) a monetary payment, just as in domestic transactions

Self Assessment

If a tariff and import quota lead to equivalent increases in the domestic price of steel, then?
the quota results in efficiency reductions but the tariff does not

The tariff results in efficiency reductions but the quota does not

They have different impacts on how much is produced and consumed

They have different impacts on how income is distributed

SRR

N

In a tariff and import quota lead to equivalent increase in the domestic price of steel, then?
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The quota results in efficiency reductions but the tariff does not

The tariff results in efficiency reductions but the quota does not

They have identical impact on how much is produced and consumed
They have identical impact on how income is distributed

Antidumping duties are used to ?

offset the margin of dumping

punish domestic consumers for buying high-priced imported goods
discourage foreign governments from subsidizing their exporters
reduce the tariff revenue of the domestic government

Which of the following was created under the Bretton Woods system to manage the world
economy?

the International Development Agency.

the General Agreement on Tariffs and Trade.

the European Union.

NATO

Specific tariffs are

import taxes stated in specific legal statutes.

import taxes calculated as a fixed charge for each unit of imported goods.
import taxes calculated as a fraction of the value of the imported goods.
the same as import quotas.

A Most Favored nation status doesn’t necessarily refer to
Same and equal economic treatment
Non-discriminatory treatment

Same tariff rates applicable

Uniform civil code

Economic development refers to

Economic growth.

Economic growth plus changes in output distribution and economic structure.
Improvement in the well-being of the urban population.

Sustainable increases in Gross National Product

OPEC is the

Organization of Petroleum Exporting Country.
Organization of Pre- European Commission.

Oil Producing Economies Caucus.

Organization of Problematic Economies Committee

Which of the following are referred to as the developed economies?
Countries earning huge industrial profits

Countries proficient in trade and export

Countries having large per capita income

Countries advanced in technology

. With , prices rise in the first sector, remain the same in the second, and

increase overall.

ratchet inflation.
inflationary expectations.
import substitution.
demand-pull inflation.

The Organization of Petroleum Exporting Countries (OPEC) is a whose members
have agreed to limit output and fix prices.

duopoly.

generalized system of tariff preferences.

multifiber arrangement.

cartel.

Identify the arguments for protecting local producers and industries.
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To Avoid the Risks of Over-Specialization.
Strategic Reasons.

To Prevent Dumping.

All of the above

. Along with the World Bank and , WTO is the third economic pillar of

worldwide dimensions.

International Economic Association (IEA)
International Monetary Funds (IMF)
International Funding Organisation (IFO)
International Development Bank (IDB)

. Among the following options, which one is not the objective of the WTO?

To protect environment

To improve the balance of payment situation of the member countries
To improve the standard of living of people of the member countries
To enlarge production and trade of goods

. TRIPS (Trade-Related Aspects of Intellectual Property Rights) agreement is administered by

the .

World Bank (WB)

United Nations Organization (UNO)

World Trade Organization (WTO)

United Nations Conference on Trade and Development (UNCTAD)

Answers for Self Assessment

11.

D 2 C 3 A 4 B 5 B
D 7 D 8 A 9 C 10 A
D 12. D 13. B 14. B 15 C

Review Questions

A

LL]

Define tariff. Discuss the types of tariff.

Explain Non-tariff barriers and its types.

3. Distinguish between quotas and non-tariff barriers

What are the functions of WTO? Discuss

Discuss the Impact to the Economy of a Country with the Tariff Imposed on It.
What is the Empirical Evidence on the Effect of Tariffs? Discuss

Further Readings

Krishna Rao, Palle WTO Text & Cases, PSG-Excel Series, Excel Books 2005, New
Delhi.

Charles W. L. Hill, International Business Competing in the Global Marketplace,
4th Edition, Tata McGraw Hill Publishing Company Limited

Cherunilam Francis, International Business, Text and Cases, 3rd, Edition,
Prentice-Hall of India Private Limited.

K. Aswathappa, International Business, 2009, Tata McGraw Hill, New Delhi.
V.K. Bhalla, S. Shiva Ramu, “International Business”, Anmol Publications, New
Delhi.
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After studying this chapter, you will be able to:

examine the effects of international capital flow

analyze the theoretical foundations of foreign investment

grasp the definition and characteristics of international trade in services
understand the classifications and features of international trade in service

Introduction

Trade in goods and services takes place across the border in order to achieve economic integration.
This has been a key basis for the development of numerous international trade models. However,
worldwide movements of factors of production in monetary terms, known as Factor Movement, are
not the only kind of economic integration. Although commerce and factor activity are
fundamentally identical in terms of economics, the political backdrop is vastly different. Global
trade, on the other hand, tends to cause more political challenges than international factor
movement. As a result, factor migration is subject to more limitations than goods commerce.

41 Classifications of Factors Movement

International factor movements are cross-national movements of labour, capital, and other
production variables. Labor mobility (immigration and emigration); capital transfers (through
international borrowing and lending); and Foreign Direct Investment (via multinational
corporations' transactions involving direct ownership of foreign firms) are all examples of these
movements. International labour migration is a critical component of our global economy, with the
UN estimating that over 175 million individuals (about 3% of the world's population) live in a
country other than their native country. International labour mobility is a sensitive political issue,
especially when it comes to the unlawful movement of persons across international borders in
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search of work. As a result, certain countries have waged strong anti-immigrant campaigns, as seen
in France, Italy, Germany, and other countries in the 1990s.

According to classic international economic theory, lowering obstacles to labour mobility leads to
wage parity between countries. Some economists argue that labour migration has had a greater
impact on the salaries of low-skilled employees in developed countries than imports of
commodities that rely heavily on unskilled labour.Immigration regulations, transportation costs, a
lack of knowledge about work prospects, and language barriers all limit labour mobility. Unlike
labour mobility, capital transfer is based on financial transactions rather than physical migration.
Portfolio investment is another name for it, and it can be done by private, commercial banks as well
as international public banks like multilateral development banks. Capital mobility can
alternatively be defined as an inter-temporal trade in which resources are exchanged throughout
time (i.e. a trade-off of goods today for goods tomorrow). Capital transfers necessitate the sacrifice
of one economy for the benefit of another, which entails an opportunity cost, which is calculated as
the difference between the present and future value of capital assets. A chargeable amount in
interest rate payment compensates for this discrepancy. As a result, interest rates are a key factor of
international capital mobility.Foreign Direct Investment (FDI) is the ownership of assets in a
country by foreigners (typically corporations) with the purpose of exercising control. The main goal
of FDI is not just to transfer resources between countries, but also to gain control over them. FDI
primarily takes the form of multinational firms in which a foreign firm controls 10% or more of a
local subsidiary's stock. Due to the nature and availability of intensive factors, transportation costs,
and other trade restrictions, FDI is frequently required. Internalization occurs as a result of FDI,
which leads to technological transfers, vertical integration, and other benefits.

4.2 Theories of International Factor Movement

International Factor Movement is a substantial breach of the Heckscher - Ohlin trade model, which
states that trade in commodities is based on differences in factor endowment, which leads to
differences in factor pricing, which in turn leads to differences in commodity prices.

Labor Migration

The international movement of capital and labour can be understood as an arbitraging
process comparable to that which occurs inside a country's regions. This movement
lowers pay disparities by reducing labour supply in low-wage areas and increasing the
number of persons looking for work in high-income places. We use a variation of the
Heckscher-Ohlin model in which only one good is produced and one of the elements
(labour) is mobile across countries to explain the influence of labour migration. On a fixed
supply of land, when more employees are engaged, the marginal productivity of labour
often drops, resulting in a convex marginal productivity curve.

The actual wage paid to workers equals their marginal product due to competition, as
marginal product equals output and the value of wages and rental income paid to factors
of production. Given the same level of technology, if the domestic country has a labour
abundant economy and the foreign country has a land abundant economy, marginal
productivity of workers in the home country will be lower than in the foreign country,
causing domestic workers to migrate to the foreign country until real wages in both
countries are equal.

Figure 1: International Labor Mobility
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From OL1 to OL2, foreign output increases by the area under its MPL* curve. Domestic output
decreases from OL2 to OL1 by the area under its MPL curve. When the marginal product of labour
is the same in all nations, the value of global output is maximised. Goods trade, according to the
Heckscher-Ohlin model, is a viable alternative to factor mobility. The value of commodities reflects
the worth or productivity of the factors of production that generated them because services from
factors of production are "embodied" in goods. Despite real pay discrepancies between nations,
total factor price equalisation with labour mobility does not occur for reasons similar to those
outlined in the Heckscher-Ohlin model. The concept is based on the assumption that trade
countries manufacture the same commodities and use the same technology, which is not always the
case.

4.3 Portfolio Investment/Capital Mobility
Portfolio theory in the modern era (MPT)

This was started by Harry Markowitz. Detailing mathematics of diversification, he proposed that
investors focus on selecting portfolios based on those portfolios” overall risk reward characteristics
instead of merely compiling portfolios from securities that each individually have attractive risk-
reward characteristics. To summarize, inventors should choose portfolios rather than individual
securities. Single-period returns for diverse securities are treated as random variables, with
expected values, standard deviations, and correlations assigned. These can be used to calculate the
expected return and volatility of any portfolio made up of those securities. Risk and reward are
proxied by volatility and projected return. Certain ones will optimally balance risk and reward out
of the entire universe of possible portfolios. These comprise what Markowitz called an efficient
frontier of portfolios. An investor should select a portfolio on the efficient frontier.

International movements of capital are a prominent feature of the international economic
landscape. Even in the absence of international capital movements, any economy faces a trade-off
between present consumption and future consumption. Economies usually do not consume all of
their current output; some of which takes the form of investment in machines, buildings, and other
forms of productive capital. The more investment an economy undertakes now, the more it will be
able to produce and consume in the future. However, to invest more, an economy must release
resources by consuming less (unless there are unemployed resources, a possibility we temporarily
disregard). Thus, there is a trade-off between current and future consumption. Let's imagine an
economy that consumes only one good and will exist for only two periods, which we will call
present and future. Then there will be a trade-off between present and future production of the
consumption good, which we can summarize by drawing an intertemporal production possibility
frontier.
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It looks just like the production possibility frontiers we of two goods as a country can trade current
consumption for future consumption in the same way that it can produce more of one good by
producing less of another. Hence, a country may have comparative advantage in current
consumption making its PPF biased toward current consumption implying a lower opportunity
cost of spending current income.

When a country borrows, it gets the right to purchase some quantity of consumption in return for
repayment of some larger quantity in the future. Specifically, the quantity of repayment in future
will be (1 + r) times the quantity borrowed in present, where r is the real interest rate on borrowing.
Since the trade-off is one unit of consumption in present for (1 + r) units in the future, future
consumption's relative priceis 1/(1 + r).

A country with a comparative advantage in future production of consumption goods is one that in
the absence of international borrowing and lending would have a low relative price of future
consumption, that is, a high real interest rate. This high real interest rate corresponds to a high
return on investment, a high return to diverting resources from current production of consumption
goods to production of capital goods, construction, and other activities that enhance the economy's
future ability to produce. So, countries that borrow in the international market will be those where
highly productive investment opportunities are available relative to current productive capacity,
while countries that lend will be those where such opportunities are not available domestically.

44 Labor migration

Net migration is the net total of migrants during the period, that is, the total number of immigrants
less the annual number of emigrants, including both citizens and noncitizens. (World Bank Group,
2014). The theory of factor movement states that labor will move from relatively abundant to where
it is relatively scarce. The motivating factor for this trend is to earn higher wages where labor is
relatively scarce. Thus, the trend based on statistics is to see the movement of people from high
populated countries and low-income economies to high income countries with relatively less
population than the source country.

India has the highest level of emigration in 2012 with net migration of 2,294,049 people. Bangladesh
and Pakistan too have a high level of emigration. Both countries are characterized by high
population and low per capita income. Thus, workers in these countries seek higher wages
elsewhere by migrating out of the country. The top destinations for immigrants in 2012 are the
United States, Russia, Canada and the United Kingdom. United States as a country has a more
liberal policy pertaining to immigration. Hence, there is large influx of people into the country.
Moreover, it is a high-income country and wages are averagely high as compared to what obtains
in similar job profiles in developing countries. The same goes for the United Kingdom and Canada.
Canada has a strategic policy to increase its population as it is characterized by an aging population
with several resources being underemployed.

4.5 International Trade Services

When a labor in one nation supplies service to the service demander (natural person, legal person
and other organization) of another nation to obtain foreign remittances subsequent a compensated
and voluntary principle, which constitutes the service export”.

Figure2: Trade Services
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The demanders of one country become the consumers of the services, supplied by the service
producers of another country, and forms the service imports. The definition involves service
suppliers (labor), nationality, national border, residents and non-residents. So, three fields should
be clarified:

Extension of labor

Different Nationalities

Movement of National Person

Characteristics of Trade services

Intangibility: Target species of service trade is intangible.

Synchronism & Internationalism:Productions and consumptions simultaneously happen.

Flexibility & Elusiveness:The approach of non-tariff barriers is the way to protect service trade,
which can make different regulations for different products, such as technical standard,
accreditation The restriction to service trade means market permission and domestic legislation,
which can not be negotiated among different countries.

4.6 The Prescriptions of Comparative-Cost Theory Apply to Services

Economists embarking on proofs of the proposition that the world as a whole gains from free trade
do not normally specify the characteristics of the ‘goods” (x, , x z, x . . .) which enter their analysis;
and even the typical use of the word ‘goods’ is a matter of tradition, not deliberately designed to
exclude services. Had Ricardo in his classic example specified wine and insurance policies instead
of wine and cloth, his demonstration of the gains from trade would have still succeeded. It was
dependent only on one country being able to produce insurance policies at a lower cost relative to
wine than the other country. Nothing in the logical structure of his proof ipso facto excludes
international transactions involving services from its scope. All of this notwithstanding, certain
classes of both goods and services have characteristics that raise doubts about the applicability to
them of the Ricardian proposition or other propositions from the body of comparative-cost theory.
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First, many service industries are subject to fiduciary regulation and, in many others, sellers are
required to possess appropriate licences and qualifications.

These ubiquitous facts could be interpreted as a challenge to the major premise of the Ricardian
argument; as deriving from a belief that, without such restrictions, one party to a voluntary
transaction may be wrong to regard himself as having gained from it. This issue is considered in the
next sub-section. Secondly, the Ricardian argument is about trade. But in some industries, and
notably in some service industries, foreign markets are most efficiently served by a permanent
presence in the market - by establishing a local branch or subsidiary.

4.7 Foreign Direct Investment as a Substitute of Trade

In a review of eighteen service industries, the Department of Commerce in the United States
identified eight industries in which investment is the dominant mode for international transactions
(accounting, advertising, automobile and truck leasing, banking, employment agencies, equipment
leasing, hotels and motels and legal services), eight industries in which both trade and investment
flows are important (communications, computer services, construction and engineering,
educational services, franchising, health services, insurance and motion pictures) and only two
industries in which trade flows dominate (air and maritime transport). This raises the question of
how foreign direct investment as a substitute for trade, or as a necessary condition for trade, should
enter the analysis. From the observation that trade and foreign direct investment may be close
substitutes in the case of some services (such as insurance) and that trade and mobility of labor may
be close substitutes in other cases (such as management services), some people have concluded that
there are problems in the application of standard trade theory, as developed for trade in goods, to
the services sector. It is not at all clear why this should be so. Certainly, there is a particular
problem for the positive theory, in that it may be hard to predict whether a comparative advantage
will manifest itself as a trade flow, an investment flow or a labor flow. But from the viewpoint of
the normative theory there is less of a problem. A country gains from importing services or
allowing immigration of labor or receiving foreign direct investment if the terms on which these
transactions take place are more favourable than the terms available on domestic transactions. The
basic reasoning is the same in each case. To the extent that the three modes of commerce are close
substitutes, the welfare effects of the three should also be almost the same.

Nevertheless, the view that there is a problem here is sufficiently widespread to deserve more
detailed attention and we consider this point later in the section. Turning now to the other strands
of the normative theory identified in the previous section, whether services deserve exceptional
treatment can similarly be considered.

4.8 Is the Optimal-Tariff Argument Especially Applicable to the
Services Sector?

It seems unlikely that there are many countries (or even many groupings of countries acting in
concert) which have available to them in the services sector trade-restrictive policies that would
have an appreciable effect in reducing the cost to the country of services purchased from abroad
(unless that cost had previous been raised by poor policy, which is certainly possible). Indeed, it
was argued above that, where countries have world market power to exploit, it is likely to be in
their export markets rather than their import markets. Taxes on exports better exploit such power
than by taxes on imports. And, in so far as trade policies are designed to exploit monopoly power
in international markets, the difficulty of taxing imports at the border does not make a sound
economic case for imposing alternative forms of restrictions on imports of services. This is a
suitable point to deal with the possibility that the foreign country has monopoly power that it is
exploiting. This is quite different from the optimum-tariff argument, for that argument is concerned
with how the home country should exercise its monopoly power, if it has any. Therefore, let us
suppose that we are concerned with policy choice in a country that does not have market power
itself, but is faced by a monopolistic supplier that is offering goods or services at a price
significantly above the marginal cost of production. In such a situation, there is an incentive for the
country to promote (by protection or direct subsidy) the development of domestic suppliers, even if
they are less efficient than the foreign monopolist, for their very existence will

i reduce the foreign supplier’s monopoly power
ii. lower the price faced by the country
iii. transfer some of the monopoly profits from the foreign supplier to the home country.
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Of course, the application of this argument is strictly limited. It cannot be in a country’s interest to
produce at a cost greater than the marginal import cost at which supplies are obtainable from the
foreign monopolist (although that marginal import cost will exceed the price charged by the
monopolist which, in turn, will exceed the monopolist’s cost of production). However, it has to be
said that the scenario in which a foreign supplier has significant monopoly power seems, at least in
the area of services, fairly implausible. The mark-up over marginal cost must surely incentivize
potential competitors to enter the market and drive down the price. There may be barriers to entry
in particular cases, so that one foreign supplier is in a privileged and protected position, perhaps
due to past colonial links.

Then, there is a simple and powerful policy response: to remove the barriers to entry by other
foreign suppliers and domestic firms. In general, the adoption of policies which facilitate entry,
whether by domestic or foreign competitors, into allegedly monopolistic markets seems likely to be
a socially less costly means of curbing monopoly power than the promotion of inefficient domestic
firms.

The discussion now turns to the theory of optimal policy intervention in the presence of distortions.
There are two major cases, or groups of cases, in which policy interventions affecting trade flows,
but by means other than tariffs, can be defended on economic grounds. The first group of
arguments was alluded to earlier, namely the presence of distortions in domestic factor markets.
Factor markets may be badly distorted in many countries, especially developing countries, with the
result that the services sector is larger or smaller than it would be if resources were efficiently
allocated. But there is no a priori means of determining whether, in practice, the effect is likely to be
that the services sector is too small or too large. Moreover, application of this set of ideas to the
services sector seems to raise no special conceptual difficulties. The analysis appears to apply
whether the industry is producing a ‘service’ or a ‘good’. But one member of this group of
arguments is the infant-industry argument. That argument is sufficiently important for special
attention to be devoted to considering its specific relevance to the services sector (see below).

Balance-of-payments arguments for protecting domestic service industries might also be
included in this group. One of the authors has discussed that issue elsewhere in the
context of insurance. There is little to add to that discussion for services in general.

The second group of arguments for intervention also raises issues that are not, in principle,
specific to service industries, although they may, in practice, have a more direct relevance
to certain ones than to goods industries.

These are arguments for intervention based on the existence of externalities in production
or consumption. Appropriate policy in either case will typically entail subsidies to
activities generating positive externalities and taxes on those activities generating negative
externalities.

Again, as with factor-market distortions, the analytical framework is as relevant to services
as to goods. If a side-effect of a service activity is to “pollute’ the environment with, say,
pornographic displays then it is desirable to discourage the activity, just as it is desirable
to reduce the output of goods whose production pollutes the air with smoke. There is a
case for a tax on imports only when it is imports that generate negative external effects.
Particular service industries (cinema and video film, popular music and advertising)
provide examples of such putative negative external effects attached to imports. Such
imports are often said to have deleterious effects on local cultures (in both developed
Economists working on demonstrations of the premise that free trade benefits the globe as
a whole do not usually identify the features of the 'goods' (x,xy,xz,x....) etc.

Ricardo's illustration of the benefits of trade would have succeeded even if he had used wine and
insurance policies instead of wine and fabric in his classic example. It was simply contingent on one
country being able to produce insurance coverage at a cheaper cost than the other in relation to
wine. Nothing in his evidence ipso facto logical structure prevents foreign service transactions from
its scope. Despite this, certain types of products and services have characteristics that cast doubt on
the Ricardian thesis or other propositions from the body of comparative-cost theory's applicability
to them. For starters, many service businesses are regulated by fiduciary standards, while many
others require sellers to have relevant licences and certifications. These commonplace facts could be
read as a challenge to the Ricardian argument's central premise: that without such constraints, one
person to a voluntary transaction might be mistaken to regard himself as having benefited from it.
In the following section, we'll look at this topic in more detail. The Ricardian argument, on the
other hand, is about trade. However, in some industries, particularly service industries, a
permanent presence in the market - the establishment of a local branch or subsidiary - is the most
efficient way to serve overseas markets. The US Department of Commerce identified eight
industries in which investment is the dominant mode of international transactions (accounting,
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advertising, automobile and truck leasing, banking, employment agencies, equipment leasing,
hotels and motels, and legal services), and eight industries in which both trade and investment
flows are important (communications, computer services, construction and engineering, et cetera),
in a review of eighteen service industries (air and maritime transport).

This raises the question of how foreign direct investment should be included in the study as a
substitute for trade or as a required condition for trade. Some people have concluded that there are
problems in applying standard trade theory, as developed for trade in goods, to the services sector
because trade and foreign direct investment may be close substitutes in some cases (such as
insurance) and trade and labour mobility may be close substitutes in other cases (such as
management services). It's not entirely clear why this is the case. There is certainly an issue with the
positive theory in that predicting whether a comparative advantage would present itself as a trade
flow, an investment flow, or a labour flow can be difficult. However, there is less of an issue from
the standpoint of normative theory. If the terms on which these transactions take place are more
favorable than the terms offered on domestic transactions, a country benefits from importing
services, allowing labour immigration, or receiving foreign direct investment. In each situation, the
basic logic is the same. The welfare impacts of the three kinds of commerce should be almost
identical to the extent that they are close substitutes. Nonetheless, the belief that there is a problem
here is prevalent enough to need more in-depth consideration, which we will do later in the section.
Moving on to the various strands of normative theory discussed in the previous section, the
question of whether services deserve special consideration can be explored as well. Is the optimal-
tariff argument particularly relevant in the services industry? On the contrary, it appears
improbable that many nations (or even groups of countries acting together) have trade-restrictive
measures available to them in the services sector that would have a significant impact on lowering
the cost of services obtained from outside (unless that cost had previous been raised by poor policy,
which is certainly possible). Indeed, as previously stated, countries with global market strength are
more likely to exploit their export markets rather than their import markets. Export taxes do a
better job of exploiting this power than import taxes do. Furthermore, insofar as trade policies are
intended to take advantage of monopolistic power in international markets, the difficulties of
taxing imports at the border does not provide a compelling economic argument for putting
alternative forms of limitations on service imports. This is a good place to bring up the potential
that the foreign government is abusing its monopoly power. This is not the same as the optimum-
tariff argument, which is concerned with how the home country should use its monopoly power, if
it has any. Assume that we are considering policy options in a country that lacks market power but
is confronted with a monopolistic provider supplying goods or services at a much higher price than
the marginal cost of production. In such a situation, the country has an incentive to encourage the
development of domestic suppliers, even if they are less efficient than the foreign monopolist,
because their very existence will

i. reduce the foreign monopolist's monopoly power,
ii. lower the country's price,
iii. transfer some of the monopoly profits from the foreign supplier to the home country.

Of course, this reasoning has a very restricted application. It cannot be in a country's best interests
to produce at a cost higher than the marginal import cost at which supplies can be obtained from a
foreign monopolist (even if that marginal import cost will be higher than the monopolist's price,
which will be higher than the monopolist's cost of production). However, it must be noted that, at
least in the sphere of services, the situation in which a foreign supplier has major monopoly
strength appears unrealistic. Potential competitors must undoubtedly be enticed to enter the market
and drive down the price because of the mark-up over marginal cost. In other circumstances, there
may be entrance hurdles, putting one foreign provider in a privileged and protected position,
maybe as a result of past colonial ties. Then there's a straightforward and effective governmental
response: removing obstacles to entrance for other overseas suppliers and domestic businesses. In
general, policies that make it easier for domestic or foreign competitors to enter supposedly
monopolistic markets appear to be a socially less expensive way of limiting monopoly power than
promoting inefficient domestic enterprises. Now we'll look at the notion of optimal policy
intervention in the face of distortions. On economic considerations, there are two key
circumstances, or sets of cases, in which policy interventions impacting trade flows but not through
tariffs can be justified. The first set of arguments, namely the existence of domestic factor market
distortions, was mentioned before. Many countries, particularly developing countries, may have
severely skewed factor markets, resulting in the services sector being larger or smaller than it
would be if resources were more efficiently distributed. However, there is no way to predict
whether the services sector would end up being too small or too large in practice. Furthermore,
there appear to be no unique conceptual hurdles in extending these notions to the services business.
The analysis appears to apply whether the industry is generating a ‘service' or a “product.'
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However, one of these explanations is the infant-industry argument. That argument is substantial
enough that its applicability in the services sector should be given special study. This group could
also include motivations for supporting domestic service enterprises that are related to the balance
of payments. This problem has already been discussed in the context of insurance by one of the
authors. There isn't much else to say about services in general. The second set of intervention
reasons also identifies challenges that are not specific to service sectors in principle, but may have a
stronger direct influence on some of them in practice than on goods businesses. These are
interventionist arguments based on externalities in production or consumption. Subsidies for
activities that generate positive externalities and taxes on activities that generate negative
externalities will almost certainly be appropriate policy in either case. The analytical paradigm can
be used to both services and products, as well as factor market distortions. If a service activity's side
effect is to 'pollute' the environment with, for example, pornographic displays, the activity should
be discouraged, much as limiting the output of commodities that pollute the air with smoke should
be discouraged. There is a case for an import tax only when imports have negative external effects.
Specific service industries (movie and video movies, popular music, and advertising) are good
examples of purported import-related negative externalities. This type of import is commonly cited
as having a negative impact on local cultures (in both developed and developing countries). If this
is the case, economic efficiency may be used to justify border controls or usage limits. This type of
externality argument raises a number of issues that are not addressed in this article. For example,
observers may dispute regarding the sign of the external effect. Because of the inherent subjective
nature of conjectures regarding consumption externalities in general, it's difficult to distinguish
supposed externalities from bigotry (others should have what I think they should have), basic
conservatism, or the interests of domestic industry workers. As a result, three difficulties must be
addressed in the application of the normative theory of comparative cost to service industries:

i regulatory and licensing issues,
ii. foreign investment issues, and
iii. the infant-industry issue. and emerging countries.

If this is the case, border controls or usage limits may be justified on the basis of economic
efficiency. This type of externality argument creates a lot of questions that aren't covered in this
article. Observers may disagree about the sign of the external effect, for example. Because of the
inherent subjective nature of conjectures regarding consumption externalities in general, it's
difficult to distinguish supposed externalities from bigotry (others should have what I think they
should have), basic conservatism, or the interests of domestic industry workers. As a result, there
are three issues that need to be addressed in the application of the normative theory of comparative
cost to service industries:

i. regulatory and licensing concerns,
ii. issues originating from foreign investment, and
iii. the infant-industry issue. Licensing and regulation,

It is remarkable that the services sector is the focus of government intervention and regulation of a
form and degree different from that which non-service businesses are subjected to at the domestic
level in almost all economies. The motivation and nature of this regulation merit close examination,
first to see if it reveals a genuine need for interventions specifically targeted at services or at specific
services, then to see if such interventions should affect international transactions to a greater or
lesser extent than domestic transactions, and finally to see what impact the regulation has on
international trade, for good or bad reasons. Any explanation of regulatory economics may simply
demonstrate that the services sector is prone to more detailed government intervention than other
sectors. The majority of the time, it is services that are regulated. It can take the following forms:

i government ownership or control of telecommunications, broadcasting, cable television,

and other media,

ii. government control of entry into and rates charged in various modes of transportation,

iii. government control of entry into and rates charged in many services such as law,
accounting, medicine, hairdressing, and taxi driving,

iv. government ownership or control of telecommunications, broadcasting, cable television,
and other media, and

V. detailed supervision of the structure It would be an exaggeration to imply that these

examples of regulation follow a completely consistent pattern.

Nonetheless, two recurring and intertwined ideas emerge. The first is the threat of "destructive
competition," and the second is the necessity to safeguard the interests of inexperienced customers.
The argument that competition will be destructive is frequently made in the transportation
industry, and is based on the alleged tendency for industries with high fixed costs and fluctuating
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demand to be subjected to intense competition, which leads to frequent bankruptcy and constant
changes in the services offered to consumers. As a result, cartels like the International Air Transport
Association (IATA) and shipping conventions thrive thanks to government support and protection.
Another criticism is that there will be 'cream-skimming,' in which some firms are only willing to
offer the most profitable markets, causing service to deteriorate or disappear in the less profitable
regions as a result of competition. It's undoubtedly true that economists, on the whole, find these
arguments less convincing than people of the sector who are alleged to be affected by these issues.
Arguments that competition will be damaging, for example, often need a steady inflow of new
entrants into a market, even though their presence will result in negative profits in equilibrium.
This would be unthinkable to most economists. More people may find it difficult to believe that a
certain set of circumstances is likely to have practical significance. Similarly, the 'cream-skimming'
argument suggests that protected enterprises should be willing to serve a market where they will
lose money. The 'non-cream' markets are profitable, according to a different and more economically
viable argument. On empirical matters, economists' intuitions are of no particular use. Fortunately,
evidence of the effects of deregulation in the United States is now available. Domestic passenger air
transport deregulation has resulted in much lower fares and a fair amount of both exit and entry
into the business. Still, there has been very little evidence of competition of a degree that would
harm consumer interests in the long run or of loss of service to marginal markets. Similarly, the
relaxation of regulation of the New York Stock Exchange has brought about significant gains to the
consumers of its services and no evidence of the destructive competition which the stock exchange
itself had predicted based on the (scarcely credible) argument that its members had a high ratio of
fixed to variable costs. (As any economist would have predicted, the most striking single effect of
de-regulation was on the price of a ‘seat’ on the stock exchange, that price reflecting the value of the
anticipated monopoly rents available from the limitation on entry and competition.) These,
admittedly limited, examples give some grounds for adopting a skeptical approach to arguments of
destructive competition, especially when they are offered by those with a clear self-interest in the
restriction of competition. The second major argument for regulation rests on the imperfect
information of buyers, a problem which seems to be greater when it is an intangible service rather
than a tangible good that is being purchased. But imperfect information on the part of buyers does
not ipsofacto make a case for regulation of suppliers. In principle, it would be possible to ensure
that the relevant information was available so that buyers could make their own choice between
alternative suppliers on the basis of it. However, this raises the problem that it might be expensive
for buyers to interpret such information (the balance sheets of insurance companies, for example).
Moreover, when the basic information required is the same for all buyers, the duplication involved
in each buyer seeking and interpreting the same information for himself is wasteful. There is a case
for just one agency or person to acquire and process the information and to disseminate it to all
other potential buyers. This does not have to be a government agency, although ‘free-rider’
problems emerge when it is not. Nor, if it is a government agency, is it necessary on this ground
that it should be equipped with powers to compel suppliers rather than powers to inform buyers.
But a case for regulation starts to take shape when the information requirements of buyers are
uniform, when all are likely to act in the same way on the basis of that information and when it is
expensive to convey the information to them. Suppose that no fully-informed buyer would buy
insurance, deposit money or fly in the aircraft of a company with characteristics below a certain
level. If it is expensive to inform all potential buyers that a company’s characteristics have fallen
below the required level then there is a possible case for ruling that any company taking deposits,
selling insurance or providing air passenger transport should display the appropriate
characteristics. Companies unwilling or unable to attain the required level should be refused the
opportunity to offer the service. It is worth emphasizing that this case rests

i. on the costs to buyers of acquiring information,
ii. on homogeneity of the information requirements of buyers and homogeneity of reactions
to particular pieces of information
iii. on the high costs to an information-gathering and information-interpreting agency of

disseminating information.

These conditions are quite restrictive. The argument is not exclusive to services. Many traded goods
are subject to health, safety and technical standards, presumably on identical grounds. Indeed, this
fact constitutes an increasingly important problem in trade policy (especially within the European
Community where, as with trade in services, the possibility of affecting imports by tariffs is
limited). In trade in goods, as in trade in services, the basic objectives of regulation are widely seen
as legitimate. But there is an important difference between goods and services. A regulatory agency
can forbid a supplier of goods to sell ‘sub-standard” items while permitting it to continue to sell its
other lines. Still, in many services the distinction between the standard of the product and the
acceptability of the supplier does not exist. An unsatisfactory bank seems likely to default on all its
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obligations, a doctor of dubious competence cannot be required to supply only competent medical
care. Thus, when the case for regulation is accepted it becomes a case for regulating entry into the
industry. The next step is to recognize that often the natural people to police standards of entry are
the existing suppliers of the product, for who can judge the competence of a prospective lawyer,
accountant or hairdresser better than a professional qualified in the field? Once the industry is
given a key role in setting entry standards, or even advising on the appropriate standards of entry,
the regulatory agency is in imminent danger of ‘capture’ by the industry, of being more concerned
with protecting the interests of suppliers than those of consumers. Then the problem of equity
arises if there is ever a proposal to de-regulate or relax entry standards. Those who entered the
industry under regulated conditions will normally have paid some form of entry fee which reflects
the value of the super-normal profits associated with the restriction. A proposal that cuts the resale
value of a stock-exchange seat or a taxi license will be seen as inequitable by those who thought that
they had purchased a permanent right to operate in a protected market. The implication is that
market regulation will have a ‘ratchet’ effect, with de-regulation being rarer than increases in
regulation. At the very least, all of this must lead one to suspect that even if there is a good case for
some regulation in a regulated industry, there will be a systematic tendency for regulation to be
taken too far. What is the relevance of all this to applying the theory of comparative cost to the
services sector? Given a case for government intervention, the central question is whether
international transactions should be treated differently from domestic transactions. On the face of
it, there is no such case. If consumers need protection from over-optimistic, stupid or fraudulent
suppliers, they need that protection independently of the nationality of the suppliers. The existence
of a case for regulation in no sense invalidates prescriptions deriving from the theory of
comparative advantage. To the extent that consumers benefit from competition, more competition
seems better than less competition and foreign countries may be an important source of potential
and actual competition. The established reputations of foreign suppliers may be an important
source of assurance to customers. This is as true of services as of goods. Such considerations argue
for regulation of service industries in neutral ways between domestic and foreign suppliers and
that are specifically designed to avoid exclusion of foreign competition. This, it must be recognized,
is a counsel of perfection. In practice, even a well-intentioned government will find it difficult to
regulate service industries in ways that do not accidentally discriminate against foreign
competitors.

For example, a common requirement in the banking and insurance industries is that a firm should
have an adequate capital base relative to its level of operation. To require that a foreign subsidiary
show evidence of such assets in the country of operation may be to under-estimate the possibilities
of risk spreading and risk sharing among the different parts of a multinational enterprise and
impose costly restrictions on the investment policy of the firm.

On the other hand, to allow the assets of the parent firm or other foreign-held assets to be used to
meet solvency requirements exposes one to the danger that if the same assets are used to guarantee
the solvency of several independent operations, they may be inadequate cover against the
independent risks to which the multinational enterprise as a whole is subject.

No doubt there is much to be gained by the adoption of methods of protecting consumers which
do not discriminate against foreign competitors, but it seems impossible to avoid all conflict
between the objectives of free competition and the objectives of consumer protection. In addition,
there is the problem that governments normally do not want to be even-handed between domestic
and foreign firms and, in their attempts to protect domestic firms against foreign competition, will
welcome the opportunity to design domestic policies whose ostensible purpose is to protect
consumers, but which really serve to exclude, or hamper, foreign competition.

The problem of recognizing misuse of regulatory powers may be exaggerated. It should not be
difficult to test whether a measure whose supposed intention is to protect consumer interests does
in fact fulfil such an objective. Foreign Investment in Service Industries The point has already been
briefly made that, in principle, foreign investment is susceptible to the same type of analysis as
international trade. An international investment will be made when both investor and recipient see
better opportunities than they see elsewhere. This transaction, apparently to the private mutual
benefit of the parties involved, will fail to be socially beneficial under precisely the conditions
discussed earlier in trade.

This will be as true of investment in the services sector as investment in the goods sector. The fact
that investment flows may be of greater relative importance than trade flows in the services sector
is of no particular significance. There is, however, the following issue which has not yet been
considered in this article. If a government is following some non-optimal policies, might it not be
the case that other policies should be adjusted to take account of the distortions created by the first
set of policies? This issue is of some practical importance concerning the effects of trade policies on
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investment flows. For example, if a multinational enterprise is induced to invest in a host country
only by the need to get around the host’s restrictions on imports of goods, will such a ‘tariff-
hopping’ investment necessarily be beneficial to the host? In fact, it might not be so, precisely
because of the existence of the trade restriction. An import restriction benefits the producers within
a country of import-competing goods at the expense of consumers. Because they include a
component that is merely a transfer from consumers, producer earnings are elevated above the
social productivity of producers' inputs. Assume that foreign corporations invest in a country
because the presence of an import restriction increases the investment's returns. In that
circumstance, the investment's cost to the host country may well outweigh its benefit, because the
investor's returns will surpass the investment's genuine social productivity. Another way to look at
the possible loss in this scenario is as a decrease in tariff income as tariff-exempt imports are
substituted with output connected with foreign investment. Another option is that foreign
investment, while not damaging in and of itself, may worsen trade terms by increasing exporters'
production and lowering prices paid to existing exporters. In the case of inward investment in the
services sector, it is unlikely that either of these consequences would be negative. An unfavorable
terms-of-trade effect in a country importing services would require the investment to boost the
volume of exports by relocating any domestic factors displaced from the services sector to the
manufacturing sector. Such an effect, if it occurs, is likely to be minor and, in any case, unlikely to
influence the terms of trade in a way that offsets the investment's positive consequences. It is
similarly unlikely that the impacts would be considerable in a country that exports services. As has
already been said, many countries are unlikely to be able to modify their service trade
arrangements. It does not appear that tariff-hopping investment will result in losses in the services
sector. This is due to the fact that service imports are usually exempt from tariffs. There could be a
variety of different trade barriers that lead to behaviorsimilar to tariff-hopping investment. Tariff
revenue may be matched by'rents' generated by such barriers. Owners of import licenses, for
example, receive rents from their capacity to buy cheaply overseas and sell expensively at home in
countries with quotas rather than tariffs. In so far as the direct result of foreign investment in the
services sector is a reduction in imports of the service that were previously not taxed at the border,
there is less likely to be an adverse social effect, for the rents of importers are not likely to be as
socially valuable as tax revenue received by the government. In this regard, inward investment in
service sectors is more likely than inward investment in tariff-protected goods industries to benefit
the host country (which, in practice, seems itself unlikely to give rise to losses, given taxation of
profits). This conclusion holds true for investment in those businesses as well (which may only
occur in the services sector). Overseas direct investment is the sole way for foreign providers to
reach the market.

Finally, it is worth noting a range of general issues that arise concerning foreign direct investment
and are extensively discussed in the vast literature on the multinational enterprise. Foreign
investment in the services sector has the potential to generate positive externalities in the host
country. In so far as many service industries rely on human skills and ‘knowhow’ for their
comparative advantage and in so far as many service industries can be entered on a relatively small
scale (compared with manufacturing industry), contact with multinational enterprises may provide
the quickest route for local residents to acquire the relevant knowledge and skills and to create a
locally based industry which does not have to rely on protection of one form or another for its
existence. On the other hand, there are the concerns which many have about foreign direct
investments: transfer of technology, interference in host-country politics, transfer pricing and so on.
Perhaps only in the case of communications and computer services are there issues of particular
relevance to the services sector, but these general issues are beyond the scope of the article. By
contrast to the widespread feeling that foreign investment raises particular problems in the services
sector, our general conclusion is that, from an economic point of view, inward investment in service
industries seems more likely to give rise to economic gains to the host country than inward
investment in goods industries (which, in practice, seems unlikely to give rise to losses, given
sensible policy in the host country). Labor migration has also been suggested as a possible
substitute for trade in services. This, however, is a form of international transaction which raises
major issues which again go far beyond the scope of the article. Infant-industry Case in Services
The essentials of the infant-industry case - and its difficulties - are the same for goods and services.
Therefore, it is not necessary to differentiate between goods and services in setting out the issues.
The infant-industry argument starts from the postulate that a country has an inherent comparative
advantage in some activity. Nevertheless, the output of activity is imported. The inherent
comparative advantage does not display itself in current production because the local industry
cannot come into existence, or expand consistently with its inherent comparative advantage,
because of competition from established firms abroad. Hence, it is said, there is a case for
protection. Were the ‘infant’ allowed a competition-free space in which to grow, there would be a
process of learning by doing and the comparative advantage would be revealed. At the end of the
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process the local industry would be viable without protection and this, it is said, would give rise to
a net gain to the country as a whole. Appropriate protection will expand the scale of the domestic
activity and, therefore, will lead to more local residents possessing the requisite skills of the activity
than would otherwise be the case. Were the argument for possession of the activity on national soil
based on some externality - the needs of national defense, say - this would be sufficient. Local
residents would then be bearing a cost for some specified purpose. But the attraction of the infant-
industry case is exactly that it maintains that, in the aggregate, local residents will not bear a cost
for supporting the activity. There will be social returns to the initial costs of protection which justify
those costs in pure economic terms. Two statements are necessary for the infant-industry argument
to arrive at its conclusion that protection is justified in economic terms: (a) Encouragement of the
industry by protection is socially worthwhile. The expected social gains from protection outweigh
the expected social losses when both are appropriately discounted. (b) Without protection it is not
privately worthwhile for producers to enter the industry. The expected private gains from entering
the industry are outweighed by the expected private losses when both are appropriately
discounted. The problem for proponents of this argument is to explain how these two states of
affairs can co-exist. The social gains from establishing the activity all accrue to local producers in
the first instance. In the absence of protection, the social losses entailed in the establishment of the
industry would also accrue to them as private losses (and, depending on the form of protection,
they might be smaller than the social losses from protection). If it is socially worthwhile to establish
the industry by protection, therefore, it seems that it must also be privately worthwhile. The
question which advocates of the infant-industry case must answer is why private producers do not
act on this incentive: why protection is necessary to establish the industry. Several answers might
be given to this question. They include, for example, a social rate of discount that is lower than the
private rate, different social and private attitudes towards risk and the blanket case of uninformed
potential producers and well-informed members of governments. Perhaps the most important
answer focusses on ‘ first-mover disbenefits’ within the industry where the returns to the
investments of those first entering the industry - for example, their investments in research and
development - do not accrue to those who invested, but are spread over later entrants also, who, for
example, acquire at low cost the knowledge which the early entrants acquired at a high cost. The
optimal policy response to such problems will vary with the imperfection alleged; but the key point
here is that none of the justifications for giving special assistance to infant industries is a
justification for protection from foreign competition. There is always a policy response that is
economically more efficient than a trade restriction. The first point to be borne in mind when
applying the infant-industry argument to services is that the difficulties of applying a tariff to some
service imports do not preclude efficient policy responses to infant-industry cases. Nor will it be an
efficient response to any of the above conditions to prohibit or restrict foreign investment in the
industry (which, it might be noted, will provide a possible solution to problems of first-mover
disbenefits, since such disbenefits might then accrue to foreign investors to the benefit of local or
potential local producers). Applying the infant-industry argument to service industries essentially
calls for answers to two questions. The first is whether the valid conditions required for the
argument are likely to apply to service industries. The second, if they do, is what policies are
appropriate? The answer to the question of whether the circumstances of the infant-industry case
apply to service industries is obviously empirical, not appropriately answered in a priori terms.
Nevertheless, first, one might conjecture that since entry into many service industries can be made
on a relatively small scale, attitudes towards risk are likely to be a less important determinant of
entry and establishment than in the manufacturing industry. Second, it is difficult to think of
reasons why government officials might have better sources of information on the potential of
enterprises in service industries than potential entrants into those industries. Third, it is difficult to
think of first-mover disbenefits that might affect service industries. Each of these points provides
some ground for skepticism that the conditions of the infant-industry case will be met in service
industries. Suppose this is incorrect, and those conditions do exist. In that case, however, neither
differences between social and private rates of discount nor attitudes towards risk provide a good
ground for policies specific to service industries. Both call for policies that correct the underlying
problem - for goods and services. This might entail, for example, general policies towards capital
markets or in the provision of capital for new firms. In the case of first-mover disbenefits, there will
typically be some defect in the economic structure and an efficient policy will be to correct that
defect so that those who invest in research or in training labor are appropriately rewarded. Only
adherence to the position that government officials know best might suggest actions specific to the
services sector (if what they know is that entry into their domestic services sector will yield profits
for entrants). Even then, the appropriate policy is a subsidy to output of the domestic services
sector. It does not entail discrimination against foreign firms supplying services, whether by trade
or investment. Conclusion on the Normative Theory This section has addressed the question of the
applicability of the normative theory of comparative cost to the services sector. It is concluded that
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none of the potential difficulties in applying the normative theory of comparative cost to trade and
investment in service industries appears to yield any prior reason to suppose that the theory does
not apply. Or, to put it more positively, the theory of comparative cost does provide a useful
framework in which to analyze the particular issues which arise in the services sector. Therefore,
attention now turns to the positive issue of what actually determines comparative advantage in
service industries.

Determines Comparative Advantage in Service Industries

The underlying stylized fact of service trade and investment in the current setting is that services
and service-related investment tend to migrate from developed to developing countries. There are
some exceptions to this rule. If the global civil aviation market is liberalized,

For example, it is extremely possible that certain developing-country airlines will expand at the
expense of developed-country airlines.

However, it is generally true that developing countries import services while developed countries
export them. Information and its utilization are crucial to service firms that engage in international
transactions. This strongly implies that countries with a big skilled worker population will have a
competitive edge in the service sector. Furthermore, the creation of some services (particularly
transportation) necessitates a significant amount of money. Few internationally traded services
necessitate a significant amount of labour. Where they do (shipping, building, and engineering), the
firms are frequently able to combine their physical assets and abilities with labour from developing
countries. With one exception, all of these reasons show that industrialized countries have a
competitive advantage in the production of services, whereas emerging countries have a
disadvantage. These hypotheses are simple to test in theory. In fact, however, there is a big problem
with data availability, and only one daring attempt to break through that barrier has been
undertaken, by AnderC. Sapir and Ernst Lutz in a World Bank research. "The study only looks at a
few industries (freight transportation, passenger transportation, and insurance), and it usually only
looks at a small number of nations. It occasionally uses created variables that are, at most, a shaky
approximation of the data they're intended to represent. Finally, it focuses solely on trade flows,
ignoring any interrelationships between trade and investment flows. All of these flaws (which the
authors recognize and highlight) are attributable to a lack of data. Despite this issue, the
econometric analysis' conclusions are in broad and sometimes considerable agreement with the
above-mentioned hypotheses. Professor Sapir and Dr. Lutz argue that "the availability of physical
and human capital is the most important factor shaping comparative advantage in services trade."
Furthermore, developing economies that succeed in collecting capital have a good chance of
exporting services. 'However, emphasizing service exports does not appear to be a realistic option
for most emerging countries." However, there are several areas of the services sector where the
advancement of micro-electronic technology could provide considerable opportunities for
developing countries. Micro-electronics is advanced technology, but the ‘technological gap’
between developed and developing countries may be of less importance here than in other areas.
The rate of diffusion of technological knowledge between firms in micro-electronics is quite
unprecedented, which means that one should also expect a rapid rate of international diffusion. The
number of people in an electronically-based enterprise who are required to have advanced
expertise will in some cases be a very small proportion of the labor force; and the levels of skill
required from most of the labor force may be quite modest.

Further aspect of the micro-electronic revolution is that it greatly facilitates communication
between different locations, to the extent that it is now possible for a worker in one country with
access to a computer terminal to receive information, instructions and ‘raw materials” electronically
from another country, to perform the tasks assigned to him and then to deliver the ‘product’ back
to the distant employer or customer. The following is a specific example. In recent years the
typesetting stage of book production has been increasingly performed in developing countries in
the Middle East and Asia. The source of this apparent comparative advantage is a simple one.
Typesetting is labor intensive and wages of print workers in the developing countries are
particularly high relative to skilled wages in developing countries. The comparative advantage of
developing countries in this area can be expected to grow as electronic transmission of data reduces
transport costs and delays and as more stages of the printing process are incorporated electronically
into the typesetting stage.
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(This example assumes that typesetting itself will remain a significant part of the printing process
and is not supplanted by direct input from the material writer. However, the general point will
apply to any process requiring keyboard input of a routinized kind.)

Summary

One of the most important characteristics of a service is its function as an intermediary good. Other
manufacturers' services will usually complement their own production and commerce.
Inappropriate policy that raises the price or lowers the quality of such services is a tax on
production and marketing in service-using industries, as well as a tax on ultimate service
consumers. Such taxation, on the other hand, frequently occurs without equivalent revenue to the
national treasury. The 'tax revenue' will go straight to local producers of protected services, where
it will be absorbed either in inefficient operations or in increased profits. Consumers and service
users must be taxed in this way, and the justification must be compelling. We have presented
several reasons for being skeptical of the existence of such an explanation in this post. Insofar as
local service producers require protection or subsidies to survive (which, of course, is unlikely for
all of them), insofar as there is no basis in infant-industry-type externalities to expect that protection
will allow a sufficient rate of increase in their acquisition of comparative advantage to justify the
costs of production, and insofar as the industry has no positive external effect (as surely there isn't),
Similarly, domestic service industry regulation requires justification, and the pertinent question is
whether the right balance is struck between the costs and benefits of regulation to service users.
Although there may be a valid rationale for some regulation, it has been suggested that there is a
systematic tendency for restrictions to take suboptimal forms and to go too far. Because of the
magnitude of the services industry, it's possible that the costs of bad policy will be substantial. The
nature of service sectors, as well as statistics about their operations that are already available - or
will be available soon - From a conceptual standpoint, however, this study argues that applying the
conventional toolkit of the international economist to the problems of trade and investment in
services is not difficult. Although there are important differences between services and goods that
merit careful consideration, the overwhelming logic of the idea of comparative advantage
transcends these distinctions.

Keywords

Factor Movement: International factor movements are movements of labor, capital, and other
factors of production between countries.

Capital Flow: Capital flows refer to the movement of money for the purpose of investment, trade,
or business operations.

Foreign Investment: Foreign investment involves capital flows from one nation to another in
exchange for significant ownership stakes in domestic companies or other assets.

Labor Migration:Labor migration is defined as the movement of persons from their home State to
another State for the purpose of employment.

Services Relevance:The performance of any services of the type provided by the Company, its
Affiliates and/or their predecessors at any time, past, present or future, including, but not limited
to, consulting services, technology services, and/or outsourcing services.
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Self Assessment
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Investment in Plant & machinery is termed as-
FDI

FII

Portfolio Investment

Capital Investment

The traditional mode of entering into international business is-
Licensing

Exporting

Joint venture

Subsidiary

Bilateral aid

is technical aid given by IMF.

is given directly by one country to another.

is aid with repayment in inconvertible currency.
is a loan at bankers' standards.

The main reason behind MNCs investments are-

To benefit foreign countries

To provide financial support to the country’s Government
For the welfare of underprivileged people

To increase assets & earn profits

Both foreign direct investment (FDI) and foreign institutional investment (FII) are related to
investment in a country. Which of the following is incorrect regarding FDI and FII?

Both FII and FDI bring capital into the economy.

FII invests in technology-oriented enterprises, whereas FDI invests in traditional business set
ups.

The restrictions on the entry of FDI are lower than that on FIIL

FDI is considered to be more stable than FII. FII can be withdrawn even at a short notice

Which of the following statements is/are correct regarding FDI under automatic route?

FDI in India under the automatic route does not require prior approval either by the
Government of India or the Reserve Bank of India.

Investors are only required to notify the concerned regional office of the RBI before receipt
of inward remittances and file required documents with that office before the issue of shares
to foreign investors.

Select the correct answer using the codes given below.

N

© ONwp

N = p

UNnwe

1 only

2 only

Both 1 and 2
Neither 1 nor 2

Which of the following are the components of foreign capital?
1. Grants and loans

2. External commercial borrowings

3. Foreign direct investment

4. Deposits from non-residents

Select the correct answer using the codes given below.
1,2,3,and 4

1,2, and 4 only

1 and 2 only

3 and 4 only

If the Balance of Payment of a country is adverse, then which institution will help that
country?

World Bank

World Trade Organization

International Monetary Fund
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o

Asian Development Bank

What was the first economic theory of international trade to be developed?
The theory of mercantilism

The theory of comparative advantage

The theory of absolute advantage

The Heckscher-Ohlin theory

SRR

Promoting exports and discouraging imports
Discouraging exports and promoting imports
Controlling imports and exports

Increasing both imports and exports

ON®>

. According to Adam Smith, the trade between countries should happen
Naturally according to the market forces
Under government regulation
Using factors that are available
Only when a country has an absolute advantage

ONwpo

=
N

exporter best assurance of being paid for the products sold internationally.
Bill of Lading

Letter of Credit

Open Account

Drafts

oNwe

. Key controllable factors in global marketing are:
Government policy and legislation
social and technical changes
marketing activities and plans
all of the above

OSNwErg

Uy
S

. Which of the following was created in an effort to promote free trade?
World Trade Organization
the Sarbanes-Oxley Act
multilateral development banks
the Organization for Economic Cooperation and Development

oNwp

. Removing barriers or restrictions set by the government is called:
Liberalization
Investment
Favorable trade
Free trade

ONwEr5

Answer for Self Assessment

1. D 2. B 3. B 4. D 5 B
6. C 7. A 8. C 9. A 10. A
11. D 12. B 13. C 14. A 15. A

Review Questions

1. What do you understand by Capital Flow Movement?
2. Does the perspective of comparative advantage apply to the trade services?
3. What is the role of the Labor migration in the trade services?
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Explain the various types of barriers of trade investment?
Explain the theory of trade services?

Elaborate the HO- Theory of trade?

How the trade in services influences the global economy?

N o O
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Mankiw, Gregory N. (2010). Macroeconomics, 7th Ed. Worth Publishers, New
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Krugman, Paul and Obstfeld, Mauren (2006). International Economics: Theory
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Objectives

After reading this Unit students will be able to:
e examine the effects of regional economic integration
e analyze the different levels of regional integration

Introduction

Regional economic integration is a process in which two or more countries agree to eliminate
economic barriers, with the end goal of enhancing productivity and achieving greater economic
interdependence. It can take different forms, from the simplest preferential trade area to the most
advanced monetary or fiscal union. In Asia, integration has intensified since the 1990s as countries
recognized the need to harness domestic sources of growth, as is evident from the various indicators
of integration such as trade flows, foreign direct investment, tourism, financial links, and output
correlation (Figure 1). A number of factors contributed to this growth in regionalism, including the
rapid expansion of Asian markets and existence of various mechanisms for cooperation. The most
well-known model of integration in Asia is the Association of Southeast Asian Nations (ASEAN)
Economic Community (AEC), which was formally established in 2015. Asia’s integration is basically
market driven (influenced by policies), multispeed (different levels of integration) and multitracked
(varies across sectors; ADB [2012]). To facilitate integration, policy frameworks have been established
through various regional mechanisms and bodies (e.g., ASEAN and Asia-Pacific Economic
Cooperation) and have resulted in varying integration results across sectors and subregions
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5.1 Levels of Economic Integration

Economic integration can be classified into five additive levels,

Free trade. Tariffs (a tax imposed on imported goods) between member countries are significantly
reduced, some abolished altogether. Each member country keeps its own tariffs regarding third
countries, including its economic policy. The general goal of free trade agreements is to develop
economies of scale and comparative advantages, promoting economic efficiency. A challenge
concerns the resolution of disputes as free trade agreements tend to offer limited arrangements and
dispute resolution mechanisms. Therefore, they are therefore prone to the respective influence and
leverage of the involved nations that can lead to different outcomes depending on their economic
size. A large and complex economy having a free trade agreement with smaller economies is better
positioned to negotiate advantageous clauses.

Custom union. Sets common external tariffs among member countries, implying that the same
tariffs are applied to third countries; a common trade regime is achieved. Custom unions are
particularly useful to level the competitive playing field and address the problem of re-exports (using
preferential tariffs in one country to enter another country). Movements of capital and labor remain
restricted.

Common market. Services and capital are free to move within member countries, expanding scale
economies and comparative advantages. However, each national market has its own regulations,
such as product standards.

Economic union (single market). All tariffs are removed for trade between member countries,
creating a uniform market. There are also free movements of labor, enabling workers in a member
country to move and work in another member country. Monetary and fiscal policies between
member countries are harmonized, which implies a level of political integration. A further step
concerns a monetary union where a common currency is used, such as with the European Union
(Euro).

Political union. Represents the potentially most advanced form of integration with a common
government and where the sovereignty of a member country is significantly reduced. Only found
within nation-states, such as federations where there are a central government and regions
(provinces, states, etc.) having a level of autonomy over well-defined matters such as education.

As the level of economic integration increases, so does the complexity of its regulations. This involves
a set of numerous regulations, enforcement, and arbitration mechanisms to ensure that importers
and exporters comply. The complexity comes at a cost that may undermine the competitiveness of
the areas under economic integration since it allows for less flexibility for national policies and a loss
of autonomy. The devolution of economic integration could occur if the complexity and restrictions
it creates, including the loss of sovereignty, are no longer judged to be acceptable by its members.

5.2 Free Trade Area (FTA)

A free trade area (FTA) refers to a specific region wherein a group of countries signs a trade
agreement that seals the economic cooperation among them. The FTA’s main goals are to bring down
barriers in trading, specifically tariffs and import quotas, and encourage the free trade of goods and
services among its member countries. Free trade agreements are entered into by two or more
countries who want to seal the economic cooperation among themselves and agree on the terms of
trading. In the agreement, member countries specifically identify the duties and tariffs that are to be
imposed on member countries when it comes to imports and exports.

The key terms of free trade agreements and free trade areas include:

Import goods are products that were manufactured from a foreign land and are brought into
another country and consumed by its domestic residents.

Export goods are the opposite of import goods - a manufacturer located in one country sells its
products to buyers in a foreign country.

5.3 Free Trade Area vs. Customs Union vs. Single Market

Free trade area and customs union both deal with tariffs and trading. However, they are different in
many ways. A free trade area is concerned with removing tariffs, and regulations that are applied to
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member countries who trade with each other. Members establish a common set of policies that
regulate trade terms, tariffs, and quotas. Another thing about a free trade area is that imports from
outside the area do not confer the benefit of the free trade agreement. For example, two countries that
are members of a free trade area, such as the U.S. and Mexico, refrain from imposing tariffs on each
other. However, if a U.S. company imports bananas from South America, they would be subject to
tariffs. A customs union, similar to an FTA, also removes tariffs between its members, but it also sets
up a common external tariff to non-members on imported and exported goods. The main difference
between an FTA and a customs union is that more compliance (bureaucracy) is involved under an
FTA transaction. A single market runs deeper than a customs union because it promotes frictionless
trading. Every member recognizes that every single product manufactured by the group’s members
is suitable for sale, for distribution to all members, and for consumption. A single market basically
creates a level playing field for every member and not only encompasses tradable products and goods
but also allows the citizens of each member country to work freely throughout the area.

5.4 Advantages of a Free Trade Area

A free trade area offers several advantages, including

Increased efficiency the good thing about a free trade area is that it encourages competition, which
consequently increases a country’s efficiency, in order to be on par with its competitors. Products and
services then become of better quality at a lower cost.

Specialization of countries When there is intense competition, countries will tend to produce the
products or goods that they are most efficient at. Efficient use of resources means maximizing profit.

No monopoly When there is free trade, and tariffs and quotas are eliminated, monopolies are also
eliminated because more players can come in and join the market.

Lowered prices When there is competition, especially on a global level, prices will surely go down,
allowing consumers to enjoy a higher purchasing power.

Increased variety with imports becoming available at a lower cost, consumers gain access to a
variety of products that are inexpensive.

5.5 Disadvantages of Free Trade Area

Despite all the benefits brought about by a free trade area, there are also some corresponding
disadvantages, including;:

Threat to intellectual property When imports are freely traded, domestic producers are often able to
copy the products and sell them as knock-offs without fear of any legal repercussions. Therefore,
unless the FTA includes provisions for intellectual property laws and enforcement there are no
protections for exporting companies.

Unhealthy working conditions Outsourcing jobs in developing countries can become a trend with a
free trade area. Because many countries lack labor protection laws, workers may be forced to work
in unhealthy and substandard work environments.

Less tax revenue Since member countries are no longer subject to import taxes, they need to think of
ways to compensate for the reduced tax revenue.

5.6 The Trade Regimes

While the trade policy framework continues to be evolving and varies considerably among countries,
the following main features characterize the trade regimes of CIS members: On the import side, most
countries have so far avoided the establishment of quantitative restrictions or licensing. But
protectionist pressures are rising and leading to the imposition of such controls in some countries
(e.g., Uzbekistan) or sectors (alcoholic beverages-- in Russia).

[ 2 ]
»
(]
®& 1n 1995 three countries, Belarus, Kazakstan and Russia established a customs

unionwhich the Kyrgyz Republic agreed to join in 1996
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The tariff regimes vary considerably, but on the whole countries have established few tariffs
exceeding 30%. Some countries have low and uniform tariffs, e.g., Armenia's maximum tariff is 10%
and the Kyrgyz Republic has a 10% uniform tariff); while in others the range goes up to 100% for a
few items. In Russia, the average is about 13-14% with a range from 0 to 30% for most commodities,
with some selected items considerably higher (see table 2 for details at a somewhat aggregated level).

On the export side, there has been significant dismantling of export controls in most countries; but
controls of exports through state trading continues in some key exportable (cotton, oil and natural

gas).

Trade with each other, is in principle free under the terms of the FTA. Imports are duty free, but it
appears that export and foreign exchange controls in practice limit trade among some of the
countries. Weaknesses in the payments systems continue to hamper trade, leading to continuing use
of barter; but the previous state to state barter agreements have been by and large eliminated. Many
countries have established a mixed VAT system: "origin" based for CIS trade and "destination" based
with regard to the rest of the world. This means that with respect to CIS countries, imports are not
taxed but domestic producers pay the VAT regardless of whether the good is exported or sold
domestically. For the rest of the world, imports pay the VAT but exports are zero rated.

The Customs Union members negotiated a common external tariff based on the Russian tariff. But in
the course of 1996, the three original members unilaterally introduced modifications to the external
tariffs they applied to some commodities (Rietzler and Usmanova, 1996); also, as of the time of this
writing, the Kyrgyz Republic had not taken any steps to introduce the common external tariff but
instead continued to apply a uniform 10% tariff to imports from the rest of the world. All four
countries are applying to the WTO on the basis of individual tariff schedules rather than as a custom
union. Thus, at present, strictly speaking, there is no common external tariff for the Customs Union.
But the agreements are still in place and the governments may pursue further steps towards their
full implementation.

5.7 The Effects of Customs Union

There are two kinds of effects of customs unions, static and dynamic. The static effects relate to the
impact of the establishment of the customs union on welfare. The analysis in this instance focuses on
a comparison of the welfare of a country or groups of countries before and after the establishment of
the customs union; thus, the analysis is one of comparative statics.

The dynamic effects focus on the impact the customs union on the rate of output growth of a country
or countries in the medium term. Many analysts have noted (Winters 1996) that supporters of
customs unions and other regional preferential arrangements frequently find that the static welfare
effects are typically small and possibly negative. They then focus on the potential dynamic benefits,
which however, are difficult to define and even more difficult to measure.

In the case of the CIS countries, there is already a FTA among all members as well as a Customs
Union (CU) among some of them however modified by specific exceptions for variation from a
common external tariff. Hence the analysis of both dynamic and static effects has to compare the
advantages and disadvantages of joining this specific customs union not just any one, and assumes
that in principle the alternative to joining, is continuation of the FTA among the CIS; but the
implications of a different alternative, under which countries that do not join the CU are excluded
from the FTA area, also briefly examined.

Static Welfare Effects

The principal impact of joining the customs union would be to replace the external tariff of each of
the countries with the common external tariff of the customs union. In general, under these
circumstances the benefits of joining the CU would depend to a considerable extent on the height
and structure of each of the countries external tariff compared to that of the Customs Union
external tariff. While in practice a Customs Union external tariff may not be in place at present,
for purposes of analysis, the Russian tariff is a good proxy of the Customs Union external tariff
that had been negotiated and will be used for the discussion in this unit. If a country such as
Armenia or the KyrgyzRepublic with lower external tariffs were to substitute the Russian tariff
for its own tariff structure, it would increase its unweighted average tariff to 13-14 percent (see table
2). More importantly, assuming that following accession of new members, the common external
tariff is not changed, the Russian tariff exhibits considerably more dispersion compared with the
tariff for some of the countries (typically between 0 and 30 percent),3 meaning that for selected
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highly protected products in Russia, the tariff would increase significantly. For other countries,
adopting the common external tariff would mean actually reducing their average tariff.

Starting with Jacob Viner (1950), international trade economists typically analyze preferential
trade arrangements, whether members of a FTA or a CU, in terms of trade creation and trade
diversion. Trade creation in a product occurs, when additional imports come from partner
countries which displace sales of inefficient domestic producers and these imports are at least as
cheap as imports from non-partner countries. Trade creation results in improved welfare for the
importing country for much the same reasons as increased trade improves a country's welfare.
On the other hand, tradediversion occurs when suppliers in the rest of the world (who continue
to face tariffs) are more efficient than partner suppliers, but additional partner country imports
displace the more efficient suppliers. Trade diversion is typically (but not necessarily) welfare
reducing since the home countrymust pay more to import the product from the less efficient
partner country suppliers.

Although the general theory of regional trading arrangements is quite ambiguous in its
conclusions, we believe some definitive conclusions are possible with respect to the specific
customs union underconsideration, at least for some of the CIS countries. Since the partner
countries in the potential customs union already have tariff free access to the other CIS markets
under the Free Trade Agreement, prices in these countries' markets cannot fall as a result of the
customs union, i.e., there will be little welfare gain from trade creation. Whatever trade creation
would occur, would come from third country suppliers in those products where the current
external tariff in the country is higher than that of the Customs Union external tariff. Since
welfare costs from a tariff increase with the square of the tariff rate, net welfare effects are little
impacted by reductions in tariffs by a few percentage points say, from ten to seven percent.
Rather what is crucial to the welfare effects are the changes that involve significant tariff
increases.

58 SAARC

Simultaneously, exporters in the countries of the region have to be helped financially to take
care of resource constraints. As financing imports through export earnings alone has not been a
possibility for SAARC countries, and generation of internal resources to fill the gap has been
equally difficult, dependence on external assistance tied to the source has been a marked
practice. What is required is a discreet use of clearing and payment arrangements and promotion
of mutually advantageous counter trade. In this context the idea of having a common South
Asian Currency would be of enormous value. We need to move towards much closer
cooperation for this to happen, to guard against misuse, money laundering and other
considerations. As the EU experience has shown, a common currency demands strict fiscal
controls and extensive monetary cooperation, which the region is still far from having.

[ ? ]

.

-2 The SAFTA Agreement was signed on 6 January 2004 during Twelfth SAARC
summit held in Islamabad Pakistan.

Quality-Upsurge and Intra-SAARC Trade

South Asia has to contend with another factor that is emerging. Due to the impact of
globalization, consumer taste has developed and is growing further in favour of goods from
outside the region. As our experience shows, the only way to meet this challenge is to improve
the quality of our products for our consumers and make them competitive against imported
goods rather than clamp down on imports and fight the rising tide of globalization. If this calls
for structural changes, these must be undertaken and in concert with countries of the region.
Non-availability of exportable surpluses of preferred specifications, sub-standard quality of
goods and services, and lack of standardization are major constraints to regional trade and its
movement towards forging a South Asian Community. Low production efficiencies and high
export competitiveness of the region have been quite an obstacle to increased intra-SAARC trade.
To achieve the latter, South Asian countries should pay more attention to reducing trade
imbalances amongst themselves. As the largest member of SAARC, India has a special
responsibility for this. It should strive harder to reduce its surpluses in trade with other regional
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states by assisting them to produce more for the huge Indian market, reduce its protective
mechanism vis-a-vis these countries and encourage more free trade arrangements with them as
it has done withNepal, Bhutan and recently Sri Lanka. Similarly, these countries should drop
their inhibitions for developing closer and more open trade ties with India since in a climate of
trust India’s size and consumption capabilities will prove to be a boon to them rather than a bane.
There is also the need to achieve greater standardization, and harmonization of documents such
as letters of credit and complex customs procedures as the European Union has done, avoid
delivery delays and enforce greater quality control. These steps are of crucial importance for a
smooth flow of trade within the region.

Linkages and Transportation

To move towards a South Asian Community, the network of transport and transit facilities in
the region has also to be considerably improved. Trade cannot move without its arteries being
fluent. Lack of infrastructure is the enemy of development. It also comes in the way of fruitful
regional cooperation. The absence of proper rail and road links among SAARC countries
increases the cost of such cooperation, disturbs delivery schedules and inhibits mutually
advantageous business enterprises to develop. The logistics of freight movement are fundamental
for trade. SAARC’s Technical Committee on Transport and Communication has deliberated on these
issues, but on the ground progress has been slow and inconsistent with the needs of the moment.
Moreover, these deliberations have remained largely in the official domain and the great potential of
the private sector has not been provided the right impetus.

Governments can play a very useful role in improving transport service facilities like railways, roads,
shipping and ports. The possibilities of undertaking regional projects in this vital sector through
private sector involvement are immense. There is also scope for cooperation in specific areas like
inland waterways and coastal shipping. India, the only member of SAARC sharing land/sea borders
with all the South Asian countries, has to take initiatives in upgrading these links but other regional
partners must also overcome their inhibitions and come forward, seeking inspiration from the
successful examples of Europe and NAFTA in fostering regional cooperation in this field among
countries irrespective of their size.

The region should work on developing SAARC transport infrastructure and develop trunk routes of
trade and development. It is high time that SAARC moved forward to establish an Infrastructure
Fund, took up a couple of major infrastructure projects and implemented them so well that these
would inspire confidence in SAARC’s capability to deliver. The fund should focus on the
improvement of the intra-SAARC border transport links that merit the most immediate attention.
While all the member states have to do their part to create such a fund, India as the largest of them
and having borders with all of them has a very major responsibility in the matter and must give the
lead. In this respect, attention should be given to the Indian proposal at the meeting of the Council
of Ministers in July 2004 for setting up a SAARC Infrastructure Fund for financing large collaborative
projects.

New Dimensions

South Asian trade must also move more vigorously into the manufacturing and services sectors.
From primary commodities it should fan out more and more into manufacturing and services trade.
In the last two decades industrial joint ventures and transfer of technology have played a critical role
in the growth of trade in regions such as ASEAN, the EU and NAFTA. International trade in services
has also become a significant source of foreign exchange earnings. Joint ventures and technology
transfers in manufacturing and services sectors constitute a major form of cooperation between
enterprises of both developed and developing nations. SAARC states would stand much to gain by
promoting such cooperation among them. While the signing of agreements on investment promotion
and protection, avoidance of double taxation, and establishment of an Arbitration Council are
important, SAARC needs to move away from mere trade in goods, as contemplated under SAPTA,
to a new dimension of cooperation, embracing trade in services, and enhanced investment flows and
cooperation in fiscal and monetary matters.

Sectors in which Joint Ventures and technology transfers are feasible are huge. These range from local
market-oriented ventures such as frozen food and fruit products to agro-based industries, textile and
leather products, rubber and plastic products, mineral based industries, metal and metal products,
chemicals, transport equipment, nonelectric machinery, electrical equipment, goods and machinery,
and energy-based industries.

Towards an Economic Union
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The South Asian region offers a high potential for cooperation in such services as tourism and the
hotel industry, consultancy services, services for small industry development, computer software,
joint ventures for research and development, development finance, construction industry and
banking. Taking advantage of the current foreign exchange position of the region as a whole, it would
be useful to create a SAARC Reserve Fund as a source of financing debit balances. SAARC states
should also undertake focal programs in the form of SAARC Technology Missions (SAARCTEMs) to
improve agriculture and dairy development, using biotechnology. Similarly Joint SAARC Resource
Surveys could be undertaken with a selective use of space technology and informatics to support
sustainable development. At the same time the South Asian countries should encourage joint eco-
friendly use of the region’s water and power resources by designing sub-regional projects for
manufacturing, installing and maintaining energy systems including solar energy. These steps will
take South Asia closer to the goal of becoming a community and hopefully, somewhat later, help it
evolve into South Asian Union. Towards this end, SAARC should create a high-powered Economic
Council comprising Finance/Planning Ministers of each Member State to promote initiatives for
regional economic, commercial, financial and monetary integration so vital to the emergence of an
Economic Union.

Poverty Alleviation

We cannot face the world with full pride and dignity unless we eliminate the hydra of poverty that
stalks our region. Each of our countries has the responsibility to concentrate on this theme
individually and in concert with regional partners. It is obvious that while there is no substitute for
each of our nation’s individual efforts, SAARC should take the lead in promoting collaborative efforts
to achieve poverty alleviation. It should be possible for the member States of SAARC to spare a
proportion of their national allocations to meet the challenge of poverty for SAARC’s collaborative
efforts to that end. A common pool in the form of a SAARC Poverty Alleviation Fund should form
the basis for such an effort. In this context one must welcome India’s offer of US $ 100 million to set
the ball rolling on this. Given the dimensions of the problem this is not a big amount but with other
Member Countries chipping in, it should be possible for the SAARC Poverty Alleviation Fund to
finance specific projects for implementation. Member States should also set up National Committees
to consult with each other to monitor progress on such collaborative projects as well as devise
programmes to implement the goals of the SAARC Social Charter. The region has a grave need to
meet challenges jointly especially in combating diseases such as tuberculosis and HIV/AIDS. Fresh
initiatives in this direction are necessary.

The academics analyzing the successes and failures of SAARC have long felt that it is important to
create a regional forum for people’s representatives from each member country to interact with their
counterparts from others to discuss issues facing them regionally and to help develop regional
cooperation. Establishment of a South Asian Parliamentary Forum would help achieve that objective.

An Oracle

More than half a century ago, at the first Asian Conference Pandit Jawahar Lal Nehru expressed
the hope that the event would stand out in history as a landmark and said, “Strong winds are
blowing all over Asia”. Let us not be afraid of them but rather welcome them for only with their
help can we build the Asia of our dreams. Let us have faith in these great new forces and the
dream which is taking shape. Let us above all, have faith in the human spirit which Asia has
symbolized for those long age’s past.

More than anyone else, South Asia is a party to that dream and that spirit. In this twenty first
centurythe continent of Asia has set its sights quite high and we stand closer to the fulfillment
of that dream. And yet we are not so close. Much of that hope now rests on the next SAARC
Summit in Dhaka, the thirteenth since its establishment. It was in Dhaka that SAARC’s odyssey
began when Bangladesh put us all together to think and work as a region. Let the Dhaka summit
be the harbinger of a new dawn for the people of this historic region by taking several leaps
forward.

7]

[

- High on the heels of the Fifth EU-India Summit came the third ASEAN —INDIA
Summit on November 11, 2004 at Vientiane, Laos.

It is a happy augury that India’s regional relationships are developing a fresh thrust and a new
momentum. In a world of shrinking distances, rising expectations and soaring new dreams, the
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human family has to learn to sink its differences and maximize cooperation all around to carve a new
destiny. In that historic journey, entities like the EU, ASEAN and increasingly SAARC standout as
important milestones. Regional cooperation will be propelled as much by the historic force of
globalization as by a new dynamism in bilateral equations. For Asia to add this momentum would
be necessary to bury the hatchet of earlier conflicts and rivalries and move from the security of
weapons to the firmer security of regional and global cooperation, from the worn-out concept of
Mutually Assured Destruction to that of Mutually Assured Cooperation, from the battle for
humanity’s survival to that of growth for all. A brave new world beckons to us free of destitution,
deprivation and discrimination if only we could heed its call and move towards it in one file,
our steps in a harmonious blend.

5.9 North American Free Trade Agreement

The North American Free Trade Agreement (NAFTA) is an agreement signed by the governments of
Canada, Mexico, and the United States, creating a trilateral trade bloc in North America. The
agreement came into force on January 1, 1994. It superseded the Canada — United States Free Trade
Agreement between the U.S. and Canada.

NAFTA has two supplements: the North American Agreement on Environmental Cooperation
(NAAEC) and the North American Agreement on Labor Cooperation (NAALC).

Negotiation and U.S. Ratification

Following diplomatic negotiations dating back to 1986 among the three nations, the leaders met in
San Antonio, Texas, on December 17, 1992, to sign NAFTA. U.S. President George H. W. Bush,
Canadian Prime Minister Brian Mulroney and Mexican President Carlos Salinas, each responsible for
spearheading and promoting the agreement, ceremonially signed it. The agreement then needed to
be ratified by each nation’s legislative or parliamentary branch.

Before the negotiations were finalized, Bill Clinton came into office in the U.S. and Kim Campbell in
Canada, and before the agreement became law, Jean Chrétien had taken office in Canada.

The proposed Canada-U.S. trade agreement had been very controversial and divisive in Canada,
and the 1988 Canadian election was fought almost exclusively on that issue. In that election, more
Canadians voted for anti-free trade parties (the Liberals and the New Democrats) but the split caused
more seats in parliament to be won by the pro-free trade Progressive Conservatives (PCs). Mulroney
and the PCs had a parliamentary majority and were easily able to pass the Canada-US FTA and
NAFTA bills. However, he was replaced as Conservative leader and prime minister by Kim
Campbell. Campbell led the PC party into the 1993 election where they were decimated by the Liberal
Party under Jean Chrétien, who had campaigned on a promise to renegotiate or abrogate NAFTA;
however, Chrétien subsequently negotiated two supplemental agreements with the new US
president. In the US, Bush, who had worked to “fast track” the signing prior to the end of his term,
ran out of time and had to pass the required ratification and signing into law to incoming president
Bill Clinton. Prior to sending it to the United States Senate, Clinton introduced clauses to protect
American workers and allay the concerns of many House members. It also required US partners to
adhere to environmental practices and regulations similar to its own.

With much consideration and emotional discussion, the House of Representatives approved NAFTA
on November 17, 1993, 234-200. The agreement’s supporters included 132 Republicans and 102
Democrats. NAFTA passed the Senate 61-38. Senate supporters were 34 Republicans and 27
Democrats. Clinton signed it into law on December 8, 1993; it went into effect on January 1, 1994.
Clinton while signing the NAFTA bill stated that “NAFTA means jobs. American jobs, and good-
paying American jobs. If I didn’t believe that, I wouldn’t support this agreement.”

Provisions

The goal of NAFTA was to eliminate barriers to trade and investment between the US, Canada and
Mexico. The implementation of NAFTA on January 1, 1994 brought the immediate elimination of
tariffs on more than one-half of Mexico’s exports to the U.S. and more than one-third of U.S. exports
to Mexico. Within 10 years of the implementation of the agreement, all US-Mexico tariffs would be
eliminated except for some U.S. agricultural exports to Mexico that were to be phased out within 15
years. Most U.S.-Canada trade was already duty free. NAFTA also seeks to eliminate non-tariff trade
barriers and to protect the intellectual property right of the products.

In the area of intellectual property, the North American Free Trade Agreement Implementation Act
made some changes to the Copyright law of the United States, foreshadowing the Uruguay Round
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Agreements Act of 1994 by restoring copyright (within NAFTA) on certain motion pictures which
had entered the public domain.

Mechanisms

NAFTA’s effects, both positive and negative, have been quantified by several economists, whose
findings have been reported in publications such as the World Bank’s Lessons from NAFTA for Latin
America and the Caribbean, NAFTA’s Impact on North America, and NAFTA Revisited by the
Institute for International Economics. Some argue that NAFTA has been positive for Mexico, which
has seen its poverty rates fall and real income rise (in the form of lower prices, especially food), even
after accounting for the 1994-95 economic crisis. Others argue that NAFTA has been beneficial to
business owners and elites in all three countries, but has had negative impacts on farmers in Mexico
who saw food prices fall based on cheap imports from US agribusiness, and negative impacts on US
workers in manufacturing and assembly industries who lost jobs. Critics also argue that NAFTA has
contributed to the rising levels of inequality in both the US and Mexico. Some economists believe that
NAFTA has not been enough (or worked fast enough) to produce an economic convergence, nor to
substantially reduce poverty rates. Some have suggested that in order to fully benefit from the
agreement, Mexico must invest more in education and promote innovation in infrastructure and
agriculture.

Investment

The US foreign direct investment (FDI) in NAFTA Countries (stock) was $357.7 billion in 2009 (latest
data available), up 8.8% from 2008.

The US direct investment in NAFTA countries is in nonbank holding companies, and in the
manufacturing, finance/insurance, and mining sectors. The foreign direct investment, of Canada and
Mexico in the United States (stock) was $237.2 billion in 2009 (the latest data available), up 16.5%
from 2008.

Industry

Magquiladoras (Mexican factories that take in imported raw materials and produce goods for export)
have become the landmark of trade in Mexico. These are plants that moved to this region from the
United States, hence the debate over the loss of American jobs. Hufbauer’s (2005) book shows that
income in the maquiladora sector has increased 15.5% since the implementation of NAFTA in 1994.
Other sectors now benefit from the free trade agreement, and the share of exports from non-border
states has increased in the last five years while the share of exports from maquiladora-border states
has decreased. This has allowed for the rapid growth of non-border metropolitan areas, such as
Toluca, Leén and Puebla; all three larger in population than Tijuana, Ciudad Juarez, and Reynosa.

Environment

For more details on this topic, see NAFTA’s Impact on the Environment. Securing U.S. congressional
approval for NAFTA would have been impossible without addressing public concerns about
NAFTA'’s environmental impact. The Clinton administration negotiated a side agreement on the
environment with Canada and Mexico, the North American Agreement on Environmental
Cooperation (NAAEC), which led to the creation of the Commission for Environmental Cooperation
(CEQ) in 1994. To alleviate concerns that NAFTA, the first regional trade agreement between a
developing country and two developed countries, would have negative environmental impacts, the
CEC was given a mandate to conduct ongoing ex post environmental assessment of NAFTA.

In response to this mandate, the CEC created a framework for conducting environmental analysis of
NAFTA, one of the first ex post frameworks for the environmental assessment of trade liberalization.
The framework was designed to produce a focused and systematic body of evidence with respect to
the initial hypotheses about NAFTA and the environment, such as the concern that NAFTA would
create a “race to the bottom” in environmental regulation among the three countries, or the hope that
NAFTA would pressure governments to increase their environmental protection mechanisms. The
CEC has held four symposia using this framework to evaluate the environmental impacts of NAFTA
and has commissioned 47 papers on this subject. In keeping with the CEC’s overall strategy of
transparency and public involvement, the CEC commissioned these papers from leading
independent experts.

NAFTA-related environmental threats instead occurred in specific areas where government
environmental policy, infrastructure, or mechanisms, were unprepared for the increasing scale of
production under trade liberalization. In some cases, environmental policy was neglected in the wake
of trade liberalization; and measures against non-tariff trade barriers, threatened to discourage more
vigorous environmental policy. The most serious overall increases in pollution due to NAFTA were
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found in the base metals sector, the Mexican petroleum sector, and the transportation equipment
sector in the United States and Mexico, but not in Canada.

Agriculture

From the earliest negotiation, agriculture was (and still remains) a controversial topic within NAFTA,
as it has been with almost all free trade agreements that have been signed within the WTO
framework. Agriculture is the only section that was not negotiated trilaterally; instead, three separate
agreements were signed between each pair of parties. The Canada-U.S. agreement contains
significant restrictions and tariff quotas on agricultural products (mainly sugar, dairy, and poultry
products), whereas the Mexico-U.S. pact allows for a wider liberalization within a framework of
phase-out periods (it was the first North-South FTA on agriculture to be signed).

The overall effect of the Mexico-U.S. agricultural agreement is a matter of dispute. Mexico did not
invest in the infrastructure necessary for competition, such as efficient railroads and highways, which
resulted in more difficult living conditions for the country’s poor. Mexico’s agricultural exports
increased 9.4 percent annually between 1994 and 2001, while imports increased by only 6.9 percent a
year during the same period.

One of the most affected agricultural sectors is the meat industry. Mexico has gone from a small-key
player in the pre-1994 U.S. export market to the 2nd largest importer of U.S. agricultural products in
2004, and NAFTA may be credited as a major catalyst for this change. The allowance of free trade
removed the hurdles that impeded business between the two countries. As a result, Mexican farmers
have provided a growing meat market for the U.S,, leading to an increase in sales and profits for the

U.S. meat industry. This coincides with a noticeable increase in Mexican per capita GDP that has
created large changes in meat consumption patterns, implying that Mexicans can now afford to buy
more meat and thus per capita meat consumption has grown.

Mobility of persons

According to the Department of Homeland Security Yearbook of Immigration Statistics, during fiscal
year 2006 (i.e., October 2005 through September 2006), 73,880 foreign professionals (64,633 Canadians
and 9,247 Mexicans) were admitted into the United States for temporary employment under NAFTA
(i.e., in the TN status). Additionally, 17,321 of their family members (13,136 Canadians, 2,904
Mexicans, as well as a number of third-country nationals married to Canadians and Mexicans)
entered the U.S. in the treaty national’s dependent (TD) status. Because DHS counts the number of
the new 1-94 arrival records filled at the border, and the TN-1 admission is valid for three years, the
number of non-immigrants in TN status present in the U.S. at the end of the fiscal year is
approximately equal to the number of admissions during the year. (A discrepancy may be caused by
some TN entrants leaving the country or changing status before their three-year admission period
has expired, while other immigrants admitted earlier may change their status to TN or TD, or extend
TN status granted earlier).

5.10 India and the European Union

The Summit

The European Union and India had held their first Summit in 2000. The progress made since then
was so encouraging that by the middle of last year both sides agreed to establish a EU-India ‘strategic
partnership.” At the Fifth India-EU Summit on November 8, 2004 where India was represented by
Prime Minister Dr. Manmohan Singh and EU by Dutch Prime Minister Dr. Jan Petar Balkenende,
President of the European Council, both sides agreed to jointly workout a Comprehensive EU-India
Action Plan for a Strategic Partnership and a new Joint Political Declaration, at the next Summit. They
also agreed to hold regular, institutionalized parliamentary exchanges between the Indian
Parliament and the European Parliament and to promote political interaction between the two sides
by fostering cooperation between political parties and trade unions. Cooperation is also to be
encouraged between business associations, universities and civil societies.

A new feature now will be the flow of students and scholars between the EU and India through an
India specific scholarship programme under EU’s project Erasmus Mundus. An Energy Panel will
also be set up to coordinate joint efforts to ensure energy security in an increasingly volatile energy
environment when the rising prices of the fuel are causing havoc particularly in developing societies.
Both sides also agreed to organize EU-India Environment Forum and to exchange views and
information on issues of mutual interest. Joint workshops on automotive engineering, genomic
studies, life sciences and nano-technology will also be held with a view to meet the challenges of the
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future in a spirit of cooperation. On the wider global plane the European Union and India agreed at
the last - Summit to install a dialogue on disarmament and non-proliferation. An agreement was
reached ‘to consider regular exchange of views on possibilities for cooperation on themes like
resolution of conflicts.” These agreements provide a new dimension to EU-India relations for these
indicate an interest on the part of both of them to act as global players in concert with each other.
This has happened at a time of the enlargement of the EU to 25 countries covering the broad span of
Europe all the way from the Atlantic to the Ural and the Arctic to the Mediterranean and in the
context of the Lisbon strategy to make Europe the world’s most competitive economy by 2010.
Europe has established a new constitution for itself taking the European Union to a much higher
stage of integration than foreseen by the Maastricht Treaty. An expanded Europe and a growing
India throw up an enormous potential for a partnership for mutual benefit that the summit document
seeks to crystallize.

Technology and Economic Cooperation

One of the highlights of the November 8, 2004 Joint India-EU statement is the decision to speed up
the conclusion of an agreement for India joining the European Union’s Galileo Global Positioning
System as part of their strategic partnership. This satellite navigation project with its network of 30
satellites will become operational by 2008 and will provide a real alternative to the Global Positioning
System being run by the US military that the US has the power to turn off selectively. It will guarantee
the availability of highest quality signals over the Indian territory. India has agreed to invest money
in this project appropriate to its participation in Galileo space, ground and user segments possibly to
the tune of US $200 million. In terms of a strategic partnership India’s participation under the Galileo
satellite navigation project will stand on the same footing as its cooperation with the EU in the
International Thermonuclear Experimental Reactor (ITER) project on fusion energy. The European
Union and India already have a history of cooperation in the peaceful exploration and use of outer
space. It has been moving forward on a regular basis through the European Space Agency and the
Indian Space Research Organization. At the Fifth Summit, while India showed interest in EU’s
Galileo project, EU flagged its interest in India’s Chandrayaan-I unmanned lunar exploration
mission. It will include a payload of 55 kg of onboard instruments plus a 10 kg impactor for soft
landing.

There is also a continuing strategic dialogue between India and the EU on the Information Society.
In order to facilitate linkages in the area of research and technological developments, both sides
agreed at the Fifth Summit to work towards a mutually acceptable mechanism to connect their
information networks. EU and India have signed a MOU for a partnership programme providing for
cooperation in sectors of education, health and environment. Agreement has also been reached on
developing a Disaster Management Prepareness Programme and a Trade and Investment
Development Programme. The trade between the EU and India now stands at some 30 billion US
dollars. The two sides have agreed to intensify their trade cooperation in order to expand bilateral
trade and investment flows several times over. It is important that both India and the European
Union create an enabling economic environment and increasing access to their growing markets to
reap mutual benefits. Europe’s investment in India stands now at around US $5.5 billion whereas in
the realm of infrastructure alone there is scope for investment up to US $150 billion.

Other Areas of Strategic Partnership

Dr. Romano Prodi, President of the European Commission, showed a great deal of interest at the
Summit in EU collaborating with India in the energy sector. He recognized that supply and demand
in this sector were not in equilibrium looking at its worldwide dimension and called the situation
‘dramatic’. He noted that Asia was waking up and the energy needs of counties like India and China,
as of the rest of Asia, would grow phenomenally in the years to come. Their development must not
get stopped, he said, due to lack of energy and EU should come forward to help bridge the gap.
India’s Prime Minister on his part pointed out that apart from energy, there were opportunities for
the EU for investment in other infrastructure development sectors such as roads, rail, sea ports and
airports. Europe could also take advantage of the new drive in India for productivity growth, its
world-class institutes of science and technology and management education, and the boom in
agriculture, biotechnology and pharmaceutical industry. Dr. Manmohan Singh said that India could
be used as a research and development laboratory by the EU to its great advantage while enhancing
job opportunities for Indian scientists and engineers. The Prime Minister also drew EU’s attention to
the vast network of India’s banking system and large financial markets. He invited the European
Union to look at India as an investment destination of promise and great potential. Citing India and
EU as natural partners Dr. Manmohan Singh underlined shared values between the two of
democracy, pluralism, rule of law, a free press and an independent judiciary. The strategic
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partnership between India and EU was vital, he said, for managing the challenges of global inter-
dependence.

The European Union and India have also agreed to cooperate intensively on countering terrorism
that is proving to be a menace to all their societies and to humankind at large. They will also push
forward the Doha Development Agenda and the Framework Convention on Climate Change. They
will take steps, too, for the promotion of tourism, enhancement of cooperation in the field of film
production and distribution, conservation and restoration of works of art and monuments, scholarly
exchanges between them, establishment of chairs on both sides for civilization studies and study of
contemporary politico-economic systems under the Cultural Agreement signed at the fifth summit.

A Turning Point

The EU-India Fifth Summit thus marks a turning point in their relationship. While taking note of the
ancient bonds between them as important cradles of civilization, the two sides manifested a strong
will to meet the challenges of a new world facing them hand in hand as two poles of stability and as
strong bastions of liberal democracy and market economy. India now greatly looks forward to a new
level of cooperation with Europe from mere trade and investment, which remain very important, to
a multiplicity of other areas impinging on human destiny such as space, science and technology,
environment, peace and disarmament. Together India and Europe constitute more than a fourth of
mankind and a vast chunk of this planet’s natural resource. By putting their hearts, minds and
resources together they can explore their potential to the fullest limit.

511 ASEAN-—-INDIA

India’s emphasis on the resurgence of Asia and cooperation with Asian nations in the post-colonial
era goes back to the days of the Asia Conference organized by Pandit Jawaharlal Nehru on the eve
of India’s independence, and the Bandung Conference later where the Indian leader offered
Panchsheel as an alternative to the policy of deterrence that was shaping the cold war world. The
countries of the South East Asian region and India have shared for thousands of years a priceless
heritage of civilization and culture and of a very peaceful religious, social and economic interaction
with each other. In this millennial relationship, all the societies extending from Myanmar to Indonesia
along the Indian Ocean and from there to the Philippines in the Asia Pacific have had by dint of
history and geography a close kinship and affinity with India. Today, like India again, they are
pluralistic, multi ethnic societies. There also exists among them a multifaceted partnership through
bilateral and multilateral links encompassing political, cultural, social, economic, scientific,
technological, and security dimensions. These links constitute a solid foundation for taking
ASEAN —INDIA partnership to greater heights and into new areas of growth and development.

Phnom Penh Summit

Since the First ASEAN —INDIA Summit held in Phnom Penh on November 2002 a number of
agreements and understandings have already been reached between the two sides including the
Framework Agreement on Comprehensive Economic Cooperation between ASEAN and India
signed in Bali in October 2003 for realizing the full potential of ASEAN —INDIA Regional Trade and
Investment Area (RTIA) and economic cooperation. At the Laos Summit in November last year the
two sides committed themselves to promote a long term cooperative partnership, impart synergies
to their complementarities and cooperate in a coordinated manner to accelerate and mutually
reinforce sustainable growth and development, taking full advantage of their geographical
contiguity. Both agreed to give high priority to development of regional infrastructure and road, rail,
sea and air transportation links to increase physical connectivity that would facilitate greater
movement of goods and people. In this connection they also agreed to facilitate travel and tourism
between ASEAN and India by linking their tourist centres and to enhance synergies of tourist
destinations. In addition, they agreed to promote cooperation in the fields of science and technology,
and committed themselves to work through both conventional and innovative trade and economic
arrangements to achieve freer movement of goods, services and investment.

The ASEAN Century

ASEAN and India agreed at the Laos summit to cooperate in human resource development, through
capacity building, strengthening of institutions, training and entrepreneurship development
focusing on small and medium enterprises. Apart from fostering cooperation to preserve their
common cultural heritage, they agreed to promote people to people exchanges involving
parliamentarians, the youth, artists, sport persons and representatives from business, industry, the
media, and academic and think-tank institutions. The document on Partnership for Peace, Progress
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and Shared Prosperity signed on November 11, 2004 at the Third ASEAN —INDIA Summit also
provides for strengthening cooperation at the United Nations and other multilateral fora, in
particular WTO. It expresses support for early reforms of the United Nations and the Breton Woods
institutions to make them more democratic and responsive to the priorities of the developing
countries. The ASEAN —India Partnership document manifests a new urge on the part of ASEAN
and India to jointly address the common challenges confronting the world, especially those relating
to security such as the menace of international terrorism, other transnational crimes like trafficking
in drugs, human trafficking, cyber crimes, international economic crimes and environmental crimes,
sea piracy and money laundering, through effective institutional linkages and programmes of
cooperation. As partners ASEAN and INDIA have also agreed to collaborate on the global plane in
areas of general and complete disarmament and the non-proliferation of weapons of mass
destruction under strict and effective international control. India sees its growing interaction with
ASEAN as ‘critical to fulfilling the promise of the 21st century being an Asian century’ to use the
words of Prime Minister Manmohan Singh. While launching the INDIA — ASEAN car rally at
Guwahati on the eve of the third ASEAN —INDIA Summit, the Prime Minister called it ‘a journey
in to the future demonstrating the possibilities in trade, tourism and people to people contact by
bringing all these countries together’. He was equally conscious however of the enormous benefits
likely to accrue to India’s north eastern region through an intensification of ties with ASEAN and its
member countries and of which the sub- regional cooperation under BIMSTC is a part.

Milestones Covered

To give practical shape to the objectives of this newly envisaged partnership, the Laos document is
accompanied by an Action Plan for the implementation of specific activities and projects that will be
periodically reviewed in the light of the dynamic developments in the region and the world. With
the signing of this document India joins the array of ASEAN partners such as China, Japan and South
Korea. Our relationship with ASEAN has come a long way from the year 1991 when the first steps
were taken to move towards a constructive relationship with ASEAN. I had the good fortune of
being Secretary (East) in the Ministry of External Affairs at that time and visited several ASEAN
countries with that intent. As a result India became a sectoral dialogue partner of ASEAN in 1992.
India’s trade with ASEAN countries has multiplied a few times since then and now stands at US $13
billion. It is targeted to reach US $30 billion by 2007. This is a far cry from the mid-1960's when India
declined the offer to be a full member of ASEAN. The Partnership Agreement reached at Laos with
ASEAN makes it possible for India to interact with the South East Asia community of 500 million
people with a combined GDP of US $750 billion as a collectivity. ASEAN’s integrative mechanisms
and the success it has achieved as a regional body should also inspire greater confidence in SAARC
(the South Asian Association for Regional Cooperation), as an instrument of change in the South
Asian region.

Summary

e SAARC commenced the process of liberalization eight years ago when in 1995 the
Organization established the South Asian Preferential Trade Arrangement (SAPTA).
During the last eight years four rounds of negotiations have been held among the member
countries, exchanging lists of items for tariff concessions. So far more than 5000 items have
been liberalized.

e South Asia has to contend with another factor that is emerging. Due to the impact of
globalization, consumer taste has developed and is growing further in favour of goods from
outside the region. As our experience shows, the only way to meet this challenge is to
improve the quality of our products for our consumers and make them competitive against
imported goods rather than clamp down on imports and fight the rising tide of
globalization.

e Itis a happy augury that India’s regional relationships are developing a fresh thrust and a
new momentum. In a world of shrinking distances, rising expectations and soaring new
dreams, the human family has to learn to sink its differences and maximise cooperation all
around to carve a new destiny. In that historic journey, entities like the EU, ASEAN and
increasingly SAARC standout as important milestones. Regional cooperation will be
propelled as much by the historic force of globalisation as by a new dynamism in bilateral
equations.

e For Asia to add this momentum would be necessary to bury the hatchet of earlier conflicts
and rivalries and move from the security of weapons to the firmer security of regional and
global cooperation, from the worn out concept of Mutually Assured Destruction to that of
Mutually Assured Cooperation, from the battle for humanity’s survival to that of growth
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for all. A brave new world beckons to us free of destitution, deprivation and discrimination
if only we could heed its call and move towards it in one file, our steps in a harmonious
blend.

e NAFTA was established in 1989 in Washington DC through trade agreement between
Canada and the United States, which was attended by representatives of each. This
agreement resultedin an agreement to eliminate or reduce tariffs between the two
countries. In December 1992, NAFTA was signed by the presidents of the three
countries, namely Brian Mulroney (Canada), Carlos Salinas de Gortari (Mexico), and
George H. W. Bush (United States). The signing of NAFTA should be followed by
a legislative ratification of the three countries. However, the United States legislature
apparently alarming environmental and labor issues. Therefore, added the two
agreements, each devoted to labor issues and environmental issues. Just beginning to
be implemented NAFTA on January 1, 1994 (www.fas.usda.gov, 2009).

e Canada and Mexico are the second export market and the third largest for the United
States. Commencing in 1992-1998, the value of U.S. agricultural exports increased by
26%, while accounting for 1997-1998, exports of food and food United States to Mexico
increased from 881 million to 5.9 billion Dollars Dollars. This is the biggest level for 5
years in NAFTA. Mexico itself is a major target of U.S. food exports, and the United
States have a supply of 75% of Mexican food imports. While Canada has been a stable
market for U.S. food trade by increasing food exports by 10% every year from 1990 to
1998. Food in question is fruits, vegetables, snacksand other food consumption.

¢ Canada and Mexico needs the United States as an aid donor and the economies of both
countries are deteriorating. For Canada and Mexico, NAFTA is the arena of competition
among members.Mexico especially, most look very dependence on the United States
in the economic sector.

e NAFTA can be regarded as one of the simplest forms of regionalism in the form of free
trade areas. The relationship between the extent of member states in free trade relations
in which each member benefits. Interests of members of the three countries in NAFTA
of course not only on the economic sector. These countries also have a political interest,
such as Mexico and Canada that require the United States to increase its bargaining
position in economic assistance. NAFTA itself was established in order to offset the
power of the new European Union.

Keywords

Economic union: An economic union is a type of trade bloc which is composed of a common market
with a customs union.

Upsurge: a sudden forceful flow.

Disarmament: Disarmament is the act of reducing, limiting, or abolishing weapons. Disarmament
generally refers to a country's military or specific type of weaponry. Disarmament is often taken to
mean total elimination of weapons of mass destruction, such as nuclear arms. General and Complete
Disarmament refers to the removal of all weaponry, including conventional arms.

Multilateral institutions: The international institutions which set the rules of international
behaviour, for example the World Trade Organization.

Self Assessment

1. Which of the following types of regional economic integration focuses only on eliminating
internal tariffs?

customs union

common market

complete economic integration

Free trade area

OSN=E»>

Anything that a Government might do to affect a Multinational adversely is known as
Exchange rate risk

Business risk

Sales risk

Political risk

SRR
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Which of the following is an example of a producer cartel?
ASEAN

EU

MERCUSOR

OPEC

Which of the following is not an example of political risk?
Change in Government

Civil unrest

War

Cost of production

If the Balance of Payment of a country is adverse, then which institution will help that
country?

World Bank

International Monetary Fund

World Trade Organization

Asian Development Bank

NAFTA is an example of .
Common Market

Customers Union

Economic Community

Free Trade Area

A trade-creating customs union is one where:

lower-cost imports from outside the customs union are replaced by higher-cost imports from
a union member

some domestic production in a member nation is replaced by lower-cost imports from another
member nation

trade among members increases but trade with non members decreases

trade among members decreases while trade with nonmembers increases

A trade-diverting customs union:

increases trade among union members and with non member nations
reduces trade among union members and with non member nations
increases trade among members but reduces trade with non-members
reduces trade among union members but increases it with non members

A customs union that allows for the free movement of labor and capital among its member
nations is called a:

preferential trade arrangement

free-trade area

common market

all of the above

. Which year was IMF established?

1945
1995
1940
1947

. Which of the following is not the objective of the IMF?

To promote international monetary cooperation
To provide loan to private sectors

To ensure exchange rate stability

To ensure balanced international trade

. The European Union is an example of a/an ?

customs union
economic union
common market
free trade area
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13.
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Members of the EU find that trade creation | | is fostered when their economies are ?
highly competitive

highly non competitive

small in economic importance

geographically distant

. Which country is not a member of the European Union ?

Spain
Germany
France
Iceland

. The Common Agricultural Policy of the European Union has ?

increase American farm exports to the EU

decrease American farm exports to the EU

lowered the price of American farm exports to the EU
not affected the price of American farm exports to the EU

. When several countries jointly impose common external tariffs, eliminate tariffs on each other,

and eliminate barriers to the movement of labor and capital among themselves, they have
formed a/an ?

. free trade area

customs union
common market
economic union

Answers for Self Assessment

11.

16.

D 2. D 3. D 4. D 5. B
D 7. B 8. C 9. A 10. B
C 12. A 13. D 14. B 15. C
A

Review Questions

SN U e e

LI

Write a short note on Phnom Penh Summit.
Discuss the role of SAARC and SAPTA.
What are the objectives of ASEAN union?
What is meant by regionalism? Discuss.
Discuss the role of NAFTA.

Write a short note on India and the European Union.
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Objectives

After reading this Unit students will be able to:

* analyse the direction of India's foreign trade and its policies

* analyse the direction of India’s Investment policy

* measure the different levels of exporting promotion

* evaluate the Infrastructure Support of India’s foreign trade

* discuss instruments of trade policy

* explicate policy measures for trade promotion

* analyze the functioning of different institutional arrangements for export promotion.
* organize the required documents for exports

* analyze the functioning of Special Economic Zones and Export Oriented Units

* compare the functioning of SEZ and EOU

Introduction

Advanced countries like Germany, U.S.A., Japan and others used their trade policy to (a) restrict
their imports and provide a sheltered market for their own industries so that they could develop
rapidly, and, (b) promote their exports so that their expanding industries could secure foreign
markets. In other words, trade policy played a significant role in the development of the advanced
countries. India, however, did not have a clear trade policy before Independence, though some type
of import restriction —known as discriminating protection—was adopted since 1923 to protect a
few domestic industries against foreign competition. It was only after Independence that a trade
policy as part of the general economic policy of development was formulated by India.

Lovely Professional University 93



Notes

94

International Organization and Regional Cooperation in Trade

6.1 Main Features of India’s Trade Policy

India has been in a disadvantageous situation in terms of imports compared to sophisticated
countries that are capable of producing and exporting nearly any commodity at affordable prices.
As a result, India was unable to develop any industry without safeguarding it against international
competition. Protecting native industries and promoting industrial development necessitated
import restrictions, sometimes known as protection. Since independence, India's government has
used a combination of import licensing, import quotas, import taxes, and, in certain circumstances,
outright bans on the import of specific items to limit foreign competition. The Mahalanobis strategy
of economic development through heavy industries, which India has followed since the Second
Plan, called for prohibiting or limiting non-essential consumer goods imports, comprehensive
import control of various items, liberal import of machinery, equipment, and other developmental
goods to support heavy-industry-based economic growth, and a favorable climate for import
substitution policy. On the export side, expanding exports was critical in order to pay for needed
imports and reduce reliance on foreign countries. It was also realized that the domestic market for
many items might not be sufficient to absorb the full domestic production, necessitating a search for
markets elsewhere. To increase exports, the Indian government had to take a significant role
through setting up trading institutions, and through fiscal and other incentives. Vigorous export
promotion was emphasized after the Second Plan to earn foreign exchange to overcome the acute
foreign exchange crisis. In the 1970’s, importance of export promotion was again emphasized
because of mounting debt service obligations and the goal of self-reliance (with zero net aid).

6.2 Phases of India’s Trade Policy

The first phase covers the years 1947-48 to 1951-52, the second phase 1952-53 to 1956-57, and the
third phase from 1956-57 to June 1966; the fourth phase began with the devaluation of the rupee in
June 1966, and the last phase began in 1975-76.

During the first phase, from 1951 to 1952, India might have liberalised imports, but due to limits
imposed by the United Kingdom on the use of sterling balances, she was forced to maintain
wartime prohibitions. Because our balance of payments with the dollar area was severely negative,
we made an effort to screen imports from hard currency areas and increase exports to this area in
order to close the deficit. In 1949, India had to discount its currency as a result of this. During this
time period, the import policy remained largely restrictive. Aside from that, due to domestic
shortages, export limitations were imposed.

The purpose of trade policy during the second phase (1952-53 to 1956-57) was to liberalise foreign
commerce. Import licences were granted in a liberal manner. Exports were also encouraged by
loosening export rules, lowering export levies, eliminating export quotas, and offering export
incentives. Liberalisation led to a tremendous increase in our imports but exports did not rise
appreciably. As a result, our foreign exchange reserves were rapidly depleted. This necessitated a
trade policy shift.

During the third phase which began in 1956-57, the trade policy was re-oriented to meet the
requirements of planned economic development. A very restrictive import policy was adopted and
the import controls further screened the list of imported goods. On the other hand, a vigorous
export promotion drive was launched. The trade policy assumed that a lasting solution to the
balance of payments problem lies in the promotion and diversification of our export trade. Not only
should the export of traditional items be expanded, but export of newer items should also be
encouraged. Similarly, import substitution industries should also be encouraged so that
dependence on foreign countries be lessened. It was in this period that India’s trade policy was
thoroughly reviewed by the Mudaliar Committee (1962).

The fourth phase started after the devaluation of the rupee in June, 1966. During this period trade
policy attempted to expand exports and strangely liberalised imports too. Actually, export
promotion was given a big post through the acceptance and implementation of the commendations
of the Mudaliar Committee (1962). The major recommendations included increased allocation of
raw materials to export-oriented industries, income tax belief on export earnings, export promotion
through import entitlement, removal of disincentives, and setting up of export Promotion Advisory
Council, a Ministry of international Trade, etc. When these export promotion measures did not
succeed and adverse balance of payments persisted, the Government of India undertook
devaluation of the rupee in 1966 as a major step to check imports and boost exports. Initially
devaluation was not successful and the adverse balance of payments worsened during the Annual
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Plans. But during the Fourth Plan, the trade policy was quite successful in restricting imports and
promoting exports. This period continued till 1975-76.

During the last phase (1975-76 onwards), the Government adopted a policy of import liberalisation,
with a view to encourage export promotion. During Janata rule (1977-79) import liberalisation was
also adopted to augment domestic supply of essential goods and to check rise in price level.
Import- export policy of the Indian Government attempted to achieve such objectives as :

(i) to provide further impetus to exports;
(if) to provide support to the growth of indigenous industry;
(iii) to provide for optimum utilisation of the country’s resource endowments, especially
in man-power and agriculture;
(iv) to facilitate technology up-gradation with special emphasis on export promotion and
energy conservation;
(v) to provide a stimulus to those engaged in exports and in particular, to manufacturing
units contributing substantially to the export efforts; and
(vi) to effect all possible savings in imports.
Thus, it is clear that the purpose of trade policy has been to stimulate economic growth and
export promotion via import liberalisation. While framing the export-import policy (1985), the
Government was guided by the recommendations of Abid Hussain Committee. Whereas the
Committee emphasized the need for striking a balance between export promotion and import
substitution, the Government in its wave of import liberalisation permitted a much greater
quantum of imports in the name of export promotion and capital goods imports for
technological upgradation. Thus, grave distortions appeared in the process of implementation
of the recommendations of the Committee. The first major attempt at liberalisation was made
by the Rajiv Gandhi government. As a result, in the four years from 1985-86 to 1989-90, exports

surged forward and the period witnessed a record average annual growth of 17 per cent in
dollar terms. Unfortunately, exports declined by 9 per cent in 1990-91.

6.3 India’s Foreign Trade Policy

The commerce minister explained the rationale for the new policy, saying, "For decades, India's
trade policy has been formed in a system of administrative restrictions and licensing." As a result,
we now have a dizzying array of lists, appendices, and licenses. Delays, waste, inefficiency, and
corruption have all resulted from this system. At every point, human intervention — described as
discretion —has inhibited innovation and fostered arbitrariness.

As a result, the government decided that, while key critical imports such as POL, fertiliser, and
edible oil should be protected, all other imports should be tied to exports through the expansion
and liberalisation of the replenishment licence system. The following important reforms were
announced to this end:

Major Trade Reforms

* Rep will become the principal instrument for export-related imports.

* For export-related imports, Rep will become the primary instrument.

* A consistent Rep rate of 30% of the f.o.b. value will now apply to all exports. This was a
significant rise over the current Rep rates, which range from 5% to 20% of the f.o.b. value.

* Exporters with low import intensity benefited the most from the new Rep programme.
Agricultural exports, for example, will see a significant increase in replenishment rates,
which were previously as low as 5% or 10%.

* Except for the small-scale industry and makers of life-saving drugs/equipment, all extra
licences will be removed.

* All additional licences given to export houses must be revoked.
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* All items now listed in the Limited Permissible List OGL would be imported through the
Rep route in the future.

* A category called as Unlisted OGL was included in the Exim policy. This category has been
eliminated, and all things that fit within it can now only be imported through the Rep
programme.

» For exporters, advance licencing was an alternative to the Rep route for acquiring imports.
Many exporters were expected to find the Rep route more appealing now. However,
exporters who choose to use advance licencing will still be able to do so.

* The government's goal was to decanalise all things save those that were absolutely
necessary.

* In the light of the substantial liberalisation of the trade regime, and also the recent changes
in exchange rates (after devaluation), Cash Compensatory Scheme (CCS) was abolished
from July 3, 1991.

Assessment of the Trade Policy

The goal of Trade Policy (1991) was to reduce administrative regulations and barriers that impeded
the free movement of exports and imports. The Exim scrip, which replaced Rep licences, was the
Policy's foundational instrument. The goal of this device was to allow imports of up to 30% of
export revenues when they were 100% realised. Clearly, the goal was to close the BOP gap. Various
procedures for granting advance licences have been eased, and imports via exim scrips routes have
been permitted. The country has been fed the motto of export promotion through import
entitlement since the Mudaliar Committee in 1962. Following that, many instruments were
fashioned, but a long-term perspective merely highlighted the fact that the government had failed
to halt the faster increase of imports than exports during the previous three decades. The import
widow was expanded even broader under various pretexts, and this persisted. Imports,
particularly non-essential imports, have to be liberalised with considerable prudence. To
summarise, India's trade strategy has been employed as part of overall economic policy to develop
the country and diversify the economy since independence. At first, it took the form of limiting
imports while increasing exports. It also took the form of coordinating international trade
agreements, both bilateral and multilateral. Later, trade policy took the form of promoting exports
through import liberalisation. India's trade policy, which was formulated by bureaucrats under the
influence and guidance of Indian business houses and international conglomerates, had a
significant impact on the country's rapid development, but it was primarily responsible for the
country's entry into the traditional debt trap.

Let's look at the two aspects of India's trade policy: import and export policies.

6.4 Export-Import Policy

Import strategy in the post-independence period was directed by growth-oriented concerns that
should eventually take us to the goal of self-sufficiency.

Policy on Exports and Imports in the First Decade of Planning

The Second Plan's major industrialization programme necessitated the establishment of a liberal
import policy in the mid-1950s. Imports increased dramatically in both the private and public
sectors. The private sector's modernisation, replacement, and expansion plans, as well as the
government's heavy and basic industry development plans, resulted in an unprecedented increase
in imports. Exports did not grow as expected. As a result, India lost all of its sterling holdings in
order to pay off its negative balance. The country also faced a severe foreign exchange shortage —a
true foreign exchange crisis. This forced a shift in import policy, with significant limits placed on
imports.

It was believed throughout the Second Plan period that export revenues could not be greatly
enhanced unless industrialization gained traction. This was expressed in the Second Plan as
follows: "India's export revenues are derived from a few goods." Tea, jute, and cotton textiles, to
name a few, make for roughly half of the quota. These primary exports are facing rising
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international competition. This limits the potential for a significant growth in exports in the near
future. While every effort should be made to promote the export of new commodities and to
broaden and diversify the markets for the country's key exports, it must be recognized that greater
domestic output will only be reflected in big export earnings after some degree of industrialization
has occurred.

Mudaliar Committee Recommendations

The Government appointed the Import and Export policy Committee headed by Mr. Mudaliar in
1962 to review Government’'s trade policy. The Committee felt that developmental and
maintenance imports were both essential for a growing economy and therefore, urged upon the
government to provide facilities for the import of raw materials, components, etc., for all existing
industries subject to higher priorities to new industries in

¢ power and transport which had proved a serious bottleneck;
e ‘export-oriented” industries; and

* industries producing raw materials and components now imported.

Industries depending almost entirely on indigenous raw materials could arrange their own foreign
exchange for the import of plant and machinery. The recommendations of the committee were
accepted by the Government.

The import policy of restriction of non-essential goods on the one side and liberalization of imports
of essential goods on the other was successful to a large extent—imports were controlled and
exports were pushed up. This policy helped to reverse the persistent trade deficit.

Export-oriented Export-Import Policy

Since 1975-76, the Government of India has been following a liberalized import policy with the
objective of increasing production, especially export production. There has been an increased
emphasis on enhancing maintenance imports in order to promote capacity utilization. Since the
principal purpose of the import policy was to encourage exports, it is characterized as export-
oriented import policy.

Export-Import Policy (1985)

Mr. Vishwanath Pratap Singh, the then Commerce Minister, announced the Export-import Policy
on the 12th April 1985. For the first time, the Government announced the policy on a three-year
basis. The basic aim of the new policy was to facilitate production through easier and quicker access
to imported inputs, impart continuity and stability of Exim Policy, strengthen the export
production base, facilitate technological upgradation and effect all possible savings in imports.

Import-Export Policy (1990)

The government announced on April 30,1990 a new Import-Export Policy for a 3-year period. The
Policy statement made it clear: “Improvement in our Balance of payments position can be achieved
not so much through import curtailment as through promotion of exports. “The new policy has,
therefore, provided further momentum to the ongoing process of liberalisation with emphasis on
strengthening the impulses of industrial and export growth. The salient features of the new policy
were:
1. List of items imported under Open General Licence (OGL) were expanded to facilitate easy
access to import of items that are not available within the country.
2. The number of capital goods items permitted under OGL was increased from 1,261 to 1,343.
This has been the major thrust of liberalisation.
3. Imports of certain raw materials such as petroleum products, fertilizers, oils/oilseeds,
feature/ video films, newsprint, cereals, phosphoric acid, ammonia etc. were canalised

through public sector agencies in view of the essential character of these imports from the
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point of view of bulk consumption and the requirements of small Actual Users. However,
trading houses/star trading houses were also permitted to import canalised items in order
to promote exports.

4. A scheme of automatic licensing was introduced under which upto 10 per cent of the value
of the previous year’s licence can be imported.

5. For Registred Exporters, the concept of net foreign exchange earnings was made a guiding
criterion for issue of licences thereunder.

a) REP (Replenishment) licensing scheme was expanded and simplified.

b) Export services like computer software, overseas management and consultancy
service contracts as well as advertising jobs would qualify for import replenishments.

c¢) Under the scheme of registration of Export Houses and Trading Houses, for
determining eligibility, the annual average of net foreign exchange earnings in the
base period should not be less than 5 crores for an Export House and 20 crores for a
Trading House. These houses would be eligible for additional licences for import of
raw materials, components. consumables and tools and capital goods allowed under
OGL, besides other limited permissible items and canalisd items.

6. A scheme of Star Trading Houses was introduced for exporters with an average annual net
foreign exchange earnings of 75 crores in the preceding three licensing years of the base
period.

7. Under the Duty Exemption Scheme, Blanket Advance Licensing was introduced for
manufacturer-exporters having a minimum net foreign exchange earnings of 10 crores
during the preceding 3 years.

8. The Import-Export Passbook Scheme introduced in January 1986 was withdrawn.

Evaluation of India’s Export-Import Policy

The 1985 import policy was broadly welcomed by various Chambers of Commerce and Industry,
business and industrial houses and leading industrialists. The policy aimed at restricting
unnecessary imports, but permitted imports for encouraging indigenous production and promoting
exports. The policy also intended to pursue technological upgradation through imports. The policy
was aware of the need to check dumping of goods by multinationals and, therefore, gave support
to the indigenous industries by selective restrictions on imports. Another welcome feature of the
import policy was the fillip it gave to the small-scale and cottage industries as well as to
agricultural exports, all this would help to maximize utilization of our manpower and agricultural
resources. As regards promotion of exports, the import policy contained clear cut measures to
expand India’s exports. The various measures were direct and positive and a general feeling was
that India’s import policy was clearly export-oriented.

However, critics noted some developments of a serious nature which would adversely affect our
economy. They are:

1. Adverse effect on the growth of capital goods industry in India: The most serious
liberalization has been attempted in the Exim Policy 1985-86 in the Capital Goods List
bringing 208 items under the OGL list. Among the additions was microprocessor-based
equipment, machine tools, spinning machines, jute machinery etc. The impact of this wave
of liberalization is bound to be adverse. Given the limited size of the market and the
problems of technology transfer and the procedural bottlenecks created by licensing, the
development of capital goods industry which was never a very lucrative proposition for
Indian industrialists, was made much more frightening in the wake of liberal imports of

customs duty concessions.
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2. Import policy likely to hit small-scale industries: Although the statement of objectives
specifically mentioned encouragement of the small-scale sector, but the measures suggested
do not match with the professed aims. Rather the Government in the name of modernization
was helping big business to import labor-saving machinery. Economic and Political Weekly
exposing double talk of the Government mentioned: “the government’s pretensions of
encouraging the handloom sector by controlling the textile industry are exposed by the fact
that the latest in the labor-saving textile machinery, air jet and water jet looms (including
shuttle-less looms), have been placed under OGL on the plea of modernization.”

3. Adverse effect on indigenous industry: The new import policy was trying to over-reach its
objectives of liberalization and under pressure from multi-nationals opened areas in which
indigenous industry had adequate capacity. There was certainly far-reaching implications of
such sweeping relaxations in imports. The Gujarat State Fertilizer Corporation (GSFC) and
the Soda Ash Industry have been continuously pleading before the Government to restrict
imports of caprolactam and soda ash since it would hit their interests adversely but the
powerful multinationals forced the Government to dump these raw materials in India. This
posed a problem of survival for the indigenous industry.

4. Technological dumping in the name of technology upgrading: According to RBI Report on
Currency and Finance (1989-90), capital goods imports increased from 3,168 crores in 1984-
85 to 8,831 crores in 1989-90 i.e., they have grown at an annual growth rate of 22.8 per cent
during the 5-year period. There is, therefore, a relentless drive for unfettered import of
capital. goods, design and drawings and technology. This is a dangerous trend from the
country’s point of view. Criticizing this approach, the Economic and Political Weekly
mentioned: “What is missed in this line of reasoning is that production capacities once built
on imported technologies and imported capital goods have to be sustained by imported raw
materials, spares and parts. The so-called “inflexible imports” are, therefore, destined to
grow constantly and relentlessly.” Secondly, experience has also shown that the
multinationals are hardly interested in technology transfer. Rather they in the name of
technological upgradation, carry on ‘technological dumping” of such technologies which
have been superseded in the developed countries. This, the critics argue, is far more
deleterious than dumping of goods —including capital goods.

5. From the foregoing analysis, it becomes evident that opening the door of imports much
wider would result in increasing the trade gap. Such indiscriminate liberalization would

create more dependence in terms of foreign exchange and widen the trade gap.

Export-Import Policy (2002-2007)

Union Commerce and Industry Minister Mr. Murasoli Maran announced the EXIM policy for the 5-
year period (2002-07) on March 31,2002. The main thrust of the policy was to push India’s exports
aggressively by undertaking several measures aimed at augmenting exports of farm goods, the
small-scale sector, textiles, gems and jewelry, electronic hardware etc. Besides these, the policy
aimed to reduce transaction cost to trade through a number of measures to bring about procedural
simplifications.

The salient features of Exim policy were as under:

1. Special Economic Zones: Indian banks were allowed to set up offshore banking units (OBUs) in
special Economic zones. These units would act as magnets to attract foreign direct investments.

These offshore banking units would be virtually foreign branches of Indian banks, but located
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in India. OBUs would be exempt from cash reserve ratio (CRR), statutory liquidity ratio (SLR)
and would give access to SEZ units and SEZ developers to international finance at international
rates. This measure was aimed to make special Economic Zones internationally competitive.
2. Employment Oriented Measures: EXIM (2002-07) policy initiated a number of measures which

would help employment orientation. Among them were the following;:

(i) Agriculture: Exim policy removed all quantitative restrictions on all agricultural

products except a few sensitive items like jute and onions.

(ii) Cottage sector and handicrafts :

a) An amount of 5 crores under market access initiative (MAI) were earmarked for
promoting cottage sector exports coming under KVIC. The units under handicrafts could
also access funds under MAI Under export promotion capital goods (EPCG) scheme,
these units would not be required to maintain an average level of exports, while
calculating export obligation. These units would be entitled to the benefit of Export House
status on achieving lower average export performance of 5 crore as against 15 crores for
others; and the units in handicraft sector would be entitled to duty-free imports of an
enlarged list of items up to 3 per cent of f.0.b value of their exports.

b) Small scale industry: With a view to encouraging further development of centres of
economic and export excellence such as Tirpur for hosiery, woollen blankets in Panipat,
woollen knitwear in Ludhiana, following benefits would be available to small-scale sector.
Common service providers in these areas would be entitled to the facility of Export
Promotion Capital Goods (EPCG) Scheme.

c) Entitlement for Export House status at 5 crores instead of 15 crores for others.

3. Textiles: Duty entitlement passbook (DEPB) rates for all kinds of blended fabrics permitted.
Such blended fabrics were to have lower rate as applicable to different constituent fabrics.

4. Gems and Jewellery: Rough diamonds import allowed on zero custom duty basis.

I. Growth-Oriented
Strategic package for status holders: The status holders would be eligible for the following facilities:
100 per cent retention of foreign exchange in exchange earners foreign currency (EEFC) account.

(a) Neutralizing high fuel cost: Fuel costs to be rebated for all export products. This would enhance
the cost competitiveness of our export products.

(b) Diversification of markets: The following initiatives have been taken:

Focus LAC (Latin American Countries) was launched in November 1997 in order to accelerate trade
with these countries. Our exports to these countries have increased by 40 per cent. To consolidate
the gains of these programmes, this was extended upto March 2003.

Focus Africa was launched in April 2002. There is a tremendous potential for trade with sub-
Saharan African region. During 2000-01, Indian exports to this region accounted for US $1.8 billion
and imports were $1.5 billion.

II. Duty Neutralisation Instruments

(a) Advance licence : Duty Exemption Entitlement Certificate (DEEC) book was abolished.
Redemption on the basis of shipping bills and band realisation certificates.

Withdrawal of advance licence for annual requirement (AAL) as problems were encountered in
closure of AAL. The exporters could avail of advance licence for any value.

(b) Duty entitlement pass book (DEPB) : value cap exemption granted on 429 items to continue.
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(c) Export promotion capital goods (EPCG) : licences of 100 crore or more to have 12 year export
obligation period with 5 year moratorium period.

Assessment of EXIM Policy (2002-07)

Mr. Murasoli Maran, the then Minister for Commerce and Industry took a number of initiatives by
providing tax concessions, streamlining certain procedures and removing quantitative restrictions.

Another positive feature of the policy was have ‘Focus Africa” so that Indian exports to African
countries can be developed. This initiative would help Indian exporters to explore this fast growing
market which has been neglected earlier.

A big initiative to permit offshore banking units (OBUs) would help to develop foreign branches of
Indian banks. The move was intended to provide international finance at international rates. This
would lower the cost of credit to our exporters and thus make them more competitive. This
initiative, specially directed at Special Economic Zones was another healthy feature of the Exim
Policy.

However, critics raised several issues which need consideration. EXIM policy intended to boost the
export of agriculture. In this effort, it intended to export wheat and thus reduce the mounting
bufferstocks of foodgrains reaching the astonishingly high figure of 58 million tonnes in on January
1, 2002. There are two options before the government— (i) to export these foodgrains and earn
foreign exchange and (ii) to use these foodgrains in ‘food for work” programme and thus create
employment in public works programme. It is really very disappointing that the Food Corporation
of India is selling wheat in the international market as cattle feed at throw away prices. The
question arises : Why is the quality of wheat procured by FCI poor when the Government continues
to raise the support price of wheat for the farmers year after year ? It only speaks volumes about
rampant corruption in FCI. The failure of the Central Government to persuade state governments
to lift foodgrains from FCI is evident from the fact that as against an allocation of 28.55 million
tonnes in 2000-01 in case of rice and wheat, the offtake was merely 11.72 million tonnes which is
only 41 per cent of the allocation. This was mainly the consequence of an irrational policy fixing the
issue price of foodgrains quite high. The result was that the public preferred to buy foodgrains from
the open market. The Government, if it wants to increase the exports of agricultural products,
should paymore attention toward improving the quality of rice and wheat procured so that it can
fetch a good price in the international market.

EXIM Policy has laid great emphasis on Special Economic Zones (SEZs) which is a new
incarnation of the Export Promotion Zones (EPZ) and Export-oriented Units (EOUs) promoted
earlier. But the experience of the EPZ and EOUs has not been very happy. Together they account
for only 12% of total exports. Too many procedural hurdles have prevented them from performing
better. It would be very wise if the Special Economic Zones are not saddled with such excessive
bureaucratic hurdles and are enabled to capture export markets. It may be noted the Special
Economic Zones in China account for over 40 per cent of Chinese exports. India should learn to
improve the performance of SEZs.

EXIM Policy made some concessions to help cottage and handicraft sector and small scale units
which account for nearly 35 percent of the country’s exports. But ironically, the policy did not pay
adequate attention to the most important aspect of increasing bank credit to this sector.

Table 1 : Exports and Imports of Gems and Jewellery : India(US $ million)

GrossExports(1) [Imports(2) NetExports3= 3as% of1l
1-2
1995-96 5,275 2106 3169 60.1
1999-00 7,550 5346 2114 28.0
2000-01 7384 4838 2546 34.9
2001-02 7306 4623 2683 36.7
2002-03 9030 6063 2967 329
2003-04 10,573 7129 3444 32.6
2004-05 13,761 9422 4339 31.5
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2005-06 15529 9134 6395 41.2

2006-07 15977 7487 8490 53.1

2007-08 19657 7975 11682 59.4

2008-09 27,955 16,55 11,40 40.8
4 1

2009-10 29,000 16,16 13,83 47.7
4 6

2010-11 40,791 31,26 9,529 23.4
2

Source : Computed from the data provided in Economic survey (2003-04) and (2005-06), RBI,
Handbook of Statistics on the Indian Economy 2009-10. Economic Survey 2009-10.

The programme allowed for duty-free imports of raw diamonds. However, when we look at the
percentage of net diamond exports in total gems and jewellery exports, we can see that it has
decreased from 60.1 percent in 1995-96 to 28 percent in 1999-2000, but then improved to 59.4
percent in 2007-08. It was 47.7% in 2009-10, but it dropped to 23.4 percent in 2010-11. We see a
decrease in this proportion of net gem and jewellery exports, which could be related to the global
recession. This emphasises the reality that simply lowering import duties does not provide the
elasticity that exports require.

To summarise, the Commerce and Industry Ministry alone cannot create an atmosphere conducive
to increased exports. It must coordinate with the Ministry of Power and Transportation for this
purpose in order to avoid delays in the handling of products for export. Similarly, the Ministry of
Commerce must persuade the Ministry of Finance to increase funding for infrastructure
development. Not only that, but the federal and state governments must work together to achieve
the goal of increased exports. This can be accomplished through increasing the competitiveness of
our exports. This necessitates advancements in export technology as well as the creation of efficient
infrastructure.

6.5 Foreign Trade Policy

Mr. Kamal Nath, Union Commerce and Industry Minister, launched the Foreign Trade Policy for
the five-year term (2004-09) on August 31, 2004, with the goal of doubling India's share of world
goods trade from 0.7 percent in 2003 to 1.5 percent in 2009. India's merchandise exports was $ 61.8
billion in 2003-04, accounting for around 0.7 percent of global exports. If this percentage were to
double, the country's exports would have to reach $ 195 billion by 2009, assuming a 10% compound
annual growth rate in global commerce. India's exports should expand at a 26 percent annual
average growth rate to achieve this goal. Aside from that, the service sector is forecast to grow its
share of invisibles exports to more than $ 100 billion. By 2009, the two industries are expected to
attain a combined target of $300 billion.

The objective of the Foreign Trade Policy is two-fold :

(i) To double India’s percentage share of global merchandise trade from 0.7 per cent in 2003 to 1.5
per cent in 2009; and

(ii) To act as an effective instrument of economic growth by giving a thrust to employment
generation, especially in semi-urban and rural areas.

Key strategies to achieve the these objectives are :

1. Unshackling of controls;

2. Creating an atmosphere of trust and transparency;

3. Simplifying procedures and bringing down transaction costs;

4. Adopting fundamental principle that duties and levies should not be exported; and
5

Identifying and nurturing special focus areas to facilitate development of India as a global hub
for manufacturing, trading and services.

L ovely Professional University



Unit 06: Policy Framework and Promotional Measures

Special Focus Initiatives : Sectors with significant export prospects coupled with potential for
employment generation in semi-urban and rural areas have been identified as thrust sectors. These
include agriculture, handicrafts, handlooms, gems and jewellery and leather and footwear sectors.

The threshold limit of designated “Towns of Export Excellence” is reduced from 1,000 crores to 250
crores in these thrust sectors.

Package for Agriculture : A new scheme called Vishesh Krishi Upaj Yojana (Special Agricultural
Produce Scheme) was introduced to boost the exports of fruits, vegetables, flowers, minor forest
produce and their value added products. Export of these products shall qualify for duty free credit
entitlement equivalent to 5% of FOB value of exports.

Handlooms and Handicrafts : Duty free import of handlooms and handicrafts sector was increased
to 5% of FOB value of exports.

Gems and Jewellery : Imports of gold of 18 carat and above shall be allowed under the
replenishment scheme.

Export Promotion Scheme : A new scheme to accelerate growth of exports called “Target Plus” has
been introduced. Exporters would be entitled to duty free credit based on incremental exports
substantially higher than the general export target. For incremental growths of over 20 per cent, 25
per cent and 100 per cent, the duty free credit would be 5 percent, 10 per cent and 15 per cent
respectively, of FOB value of incremental exports.

Service Exports : For services export, a “Served from India” scheme as a brand instantly recognized
abroad, under which individual service providers earning foreign exchange of 10 lakh would be
eligible for duty free credit entitlement of 10 per cent of total foreign exchange earned by them.

Duty free Import under EPCG : Duty free import of capital goods under EPCG (Export Promotion
Capital Goods) Scheme. Capital good imported under EPCG for agriculture would be permitted to
be installed any where in agri export zone.

EOUs : Export Oriented Units (EOUs) shall be exempted from service tax in proportion to their
exported goods and services.

Iz Notes: New Status Holder Categorization : A new rationalized scheme of categorization of
status holders in Star Export houses has been introduced :

One Star Export House 25 crores
Two Star Export House 100 crores
Three Star Export House 500 crores
Four Star Export House 1,500 crores
Five Star Export House 5, 000 crores

Star Export Houses would be entitled to a number of privileges including fast-track clearance
procedures, exemption from furnishing bank guarantees, eligibility for consideration under target
plus scheme etc.

Free Trade and Warehousing Zone

1. A new scheme to establish Free Trade and Warehousing Zone (FTWZs) was introduced to
create trade related infrastructure to facilitate the import and export of goods and services with
freedom to carry out trade transaction in free currency. This was aimed at making India into a
global trading hub.

2. FDI would be permitte