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LESSON 10 

INTERNATIONAL TRADE 

Anirudh 

Laxmibai College, University of Delhi 

10.1 INTRODUCTION 

The term trade refers to exchange of goods and services and when it takes place across 
the countries, it is called international trade. All countries are not sufficient in themselves. 
Different countries different endowed with resources, Generally, while a country has the 
abundances or surplus of some resources it suffers the scarcity of certain others. 

Gulf countries for example are endowed with expensive oil beyond what they 
themselves would need. But therefore suffering the scarcity of industrial goods and food 
grains. In such; situations, trade across the boundaries helps to exchange your surplus 
goods with those who do not have. International trade implies international specialization. 

An economy that engages in international trade is an open economy. A country that 
does not involve in trade is called closed economy and situation in which a country 
conducts no foreign trade is called autarky. The advantages which are gained from trade 
with other country fare called the gains from trade. 

10.2 LEARNING OBJECTIVES 

After going through this lesson, you will be able to  

• Explain International trade or specialization 

• Understand basis of trade 

• Differentiate between regional and international trade 

• Explain as to why do nations trade 

• Know gains from trade 

• Learn the theories of absolute and comparative advantage 

• Understand the scope of study of international trade 

10.3 DISTINGUISH BETWEEN INTERPERSONAL, INTERREGIONAL AND 
INTERNATIONAL TRADE 

Each person would have to be self-sufficient without trade. If the person would produce 
all the food, clothing, shelter, medical services, entertainment and luxuries etc. But it is 
impossible for the particular person, Therefore, trade between individual allows people to 
specialize in those activities of which they can do relatively well and to buy from others 
the goods and services at which cannot be produced by them easily. It is called 
interpersonal trade. 
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International trade is also based on interpersonal trade. Each region would be forced 
to be self-sufficient. If trade does not exist between these regions. But trade exist in the 
region where each region can special in producing those goods or services for which it 
has some natural resources plain regions can produce that specialized goods which their 
abundance in that natural resources. For example, plain areas can produce different food 
grains while mountains regions can specialize in mining and forest products. 

Therefore, each region showed produce that goods in which it has some natural 
resources or acquired advantage and obtains other products of trade when all region scale 
to self-sufficient. 

The interpersonal and interregional principles which have been mentioned in the 
case the nations, the international trade arises. Almost all countries produce more of some 
goods than their residents wish to consume. At the same time, they consume more than of 
that commodities whatever are producing. 

International trade is necessary to achieve the gains that international specialization 
makes possible. Trade allows each individual region or nation to concentrate on 
producing those goods and services that it produces relatively efficient while trading to 
obtain goods and services that it would produce less efficiently than others. 

10.4 INTERNATIONAL TRADE IMPLIES INTERNATIONAL SPECIALIZATION 

From the individual’s point of view, specialization refers to the acquisition of a 
specialized skill in the performance of particular activity or in the production of a 
particular commodity. From the country’s point of view, it refers to utilization of the 
country’s resources, in specialized areas of production in which the country has absolute 
or comparative cost advantage compared to the rest of the world. When the country’s 
resources are utilized in certain specialized areas, production of specialized commodity 
tends to be more than their domestic need. The surplus products are exposed. 

On the other hand, when resources are withdrawn from the non-specialized areas 
production of certain commodities falls short of the country’s domestic requirements. 
This refers import situation. International trade-exports and imports are the obvious 
outcome of international specialization. Since international specialization is based on the 
principle of some theory which were given by different economists, the significance of 
international specialization lies in gains from trade. 

Determinants of International Trade 

There are different factors which affect the international trade or international 
specialization which follows: 

1. Natural Endowment – Natural endowment is the basic of international 
specialization. It refers to the resource base of a country available to it as a free 
gift of nature. Natural endowment also includes nature and fertility at the soil as 
well as climate conditions. Thus, India and Srilanka specialize in the production 
of tea simply because of the conducive climatic conditions. 
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2. Technical condition – International specialization also depends upon technical 
conditions of the country with their technical advancement developed of the 
world have solved all ^confronts of natural endowment. Japan, for example, is 
just a small coastal country which has a few natural resources, but its technical 
superiority had made the distinction of most advanced nation in their field of 
Automobile production. 

3. Lost differences – The fundamental basis of international specialization is the 
difference between the cost of production of the different commodities. Different 
countries specialize, in the production of those goods in which they have absolute 
or comparative cost advantage. The important parameter of competitiveness in 
the international market is the cost different of the produced goods. 

4. New Economic order: Globalization of the World market through multi- 
national corporative and the emergence of new economic order has forced 
various nations to integrate their economies with the rest of the world, leading to 
greater degree of specialization and international trade. 

10.5 ADVANTATE OF INTERNATIONAL SPECIALIZATION OR 
INTERNATIONAL TRADE 

There are different advantages from international trade or specialization which follows: 

1. Fuller utilization of Natural Resources – International trade enables the natural 
resources to be exploited fully. Underdeveloped countries are not in a position to 
utilize natural resource fully. Such countries export their raw materials to 
developed industrial countries. 

2. Cheaper goods – International trade provides cheaper goods to those countries 
which cannot produce the particular goods. It is so because every country 
produces those goods in the production of which it has to incur less comparative 
cost. Accordingly, international specialization or trade facilitates higher level of 
consumption and therefore better quality of life. 

3. Surplus production – International specialization enables every country to 
dispose off its surplus production. Some countries produce more goods than their 
own requirement. They sell this surplus production in other countries and they 
avoid the occurrences of deflationary pressures in the domestic economy. 

4. Bulk production and economies of scale – On account of international 
specialization, ‘different countries specialize in the production of those goods 
alone in which they enjoy favorable production conditions. As a result goods are 
produced in large quantity at low price in consonance with the economics of scale 
in the words of Mconnell, "International trade is a means by which nations can 
specialize increase the productivity of their resources and thereby realize a larger 
output than otherwise. 

5. Possibility of Economic Development – Economic development of any 
countries depends upon the international trade. Underdeveloped countries can 
make the optimum use of their available natural resources and raw materials by 
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imparting machinery and technical equipment from, the developed countries. 
They are thus enabled to increase their output and exports and thereby promote 
economic development. In the words of Robertson, "International trade is an 
engine of growth". 

6.  International co-operation – Mutual co-operation can be developed on the basis 
of international specialization with the different countries. It creates an 
atmosphere of good will, cordiality and friendship among the trading countries. 
According to Henry Cornez, "International specialization is the greatest civilizing 
agency. 

10.6 THE GAINS FROM TRADE OR SPECIALIZATION WITH GIVEN COSTS 

The gains from trade depend on different theory is which some are discussed below: 
According to this theory difference is cost of production of different goods across 
different nation constitutes the fundamental basis of international trade. Here, we will 
discuss absolute advantage and comparative advantage theories respectively. 

1. Absolute Advantage 

Adam Smith gave absolute differences cost theory. According to this theory, absolute 
difference in the cost of production of different goods across different counties is the 
basic reason behind the international specialization trade. The absolute cost difference 
arises when one country is in a position to produce a commodity at a very low cost 
compared to another country and the other country can produce some other commodity of 
a very low cost compared to the first country. All there becomes possible when a country 
is endowed with a special kind of soil, climate conditions and facilities. Consequently, a 
country specializes in the production of a particular commodity and exports it to other 
countries and imports another commodity from another country in which the letter 
specializes. It is further elaborated with the help of table 10.1. 

TABLE 10. 1 

Absolute Difference in costs production of two countries 

 Countries Rice Wheat 

 India 2 4 

 Nepal 4 2 

 Total 6 6 

It is clear from above table 10.1 that one unit of labour produces 2 units of rice or 4 
units of wheat in India, on the other hand one unit of labour in Nepal produces 4 units of 
rice and 2 units of wheat. It is clear that 

In India 1 unit of rice = 2 units of wheat 

In Nepal I unit of rice = 0.5 units of wheat 
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It is quite clear from the above example that India has an absolute advantage in the 
production of wheat and Nepal in production of rice. It is an essential condition of 
interference Trade that the production cost in two trading countries should be different. 

The cost of the rice for wheat in India is 1 : 2 and in Nepal it is 1 : 5 there is no trade 
between those two countries and both produce both the commodity then two days of 
labour will produce in the two countries total of 6 unites of wheat and 6 units of rice. 
Suppose India specializes in wheat and Nepal in rice and they trade with each other. This 
can be shown by diagrammatically: 

 
Figure 10.1 

In the above figure 10.1, AB curve is the production possibility curve of Nepal and 
AC curve is the production possibility curve of India. Production possibility curve states 
that with the help of a given quantity of factors of production in order to produce more 
unit of a commodity how many units of another commodity will have to be sacrificed. 
Slope of these curves indicates the opportunity cost to two commodities opportunity cost 
also means that in order to produce one more unit of a given commodity how many units 
of another commodity are to be sacrificed. This figure is based on the assumption of the 
law of constant costs. That is why production possibility curves are straight lines/ AB 
curves states that if Nepal is to produce one unit of rice, it will have to sacrifice 0.5 unit 
of wheat. Hence if by giving one unit of rice it gets more than 0.5 unit of wheat, it will be 
a gainer. Similarly, AC curve indicates that if India chooses to produce one unit of rice it 
will have to sacrifice two units of wheat if, however, India gets one unit of rice by 
parking with less than two units of wheat then India will stand to gain by producing what 
shaded area ABC in the above figure refers to the gain from international trade. 
Distribution of this gain between the two countries will depend upon the terms of trade. 
Terms of trade are governed by the reciprocal demand of the countries concerned for each 
other’s product. 

2. Theory of Comparative Costs 

Theory of comparative costs was discussed by the famous economist David Ricardo in 
his book principles of political economy and taxation. The theory is also called theory of 
comparative advantage. Ricardo theory of comparative costs claims that trade enables 
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countries to specialize in producing the products that they produce best. According the 
theory, specialization and free trade will benefit all trading partners even those that may 
be absolutely loss efficient producers. 

Ricardo’s comparative cost theory is based on the following assumptions: 
1. There are only two countries and they produce two goods 
2. Labour is the only factor of production and cost of production is measured in 

terms of labour units 
3. All units of labour are homogenous 
4. Production is subject to law of constant returns 
5. Factors of production are perfectly mobile within the country but are perfectly 

immobile between two countries 
6. There is no cost of transportation 
7. International trade is free from all government comforts 
8. There is full employment in countries engaged in international trade 
9. There is perfect competition both in the goods market and factor market. 

Comparative Difference in Costs 

The comparative difference in the costs was given by David Ricardo. According to him, 
comparative difference in cost is the safe cause of international trade. Comparative 
difference in costs means that a country is in a position to produce both the goods at 
absolutely less cost than the other country. Yet it has greater comparative advantage in 
the production of one of the two goods, while it has less comparative advantage in the 
production of the other good. The other country produces both the goods at a higher cost, 
but it has less comparative disadvantage in the production of one goods, while it has 
greater comparative disadvantage in the production of the other good. 

Comparative advantage refers to the advantage in the production of a product by one 
country over another when that product can be produced at lower cost than in the other 
country in terms of other goods. 

For example, there is a leading practicing lawyer in Delhi who is also a proficient 
typist. His clerk also knows typing but nothing about legal practice. Although the said 
lawyer is competent in both the jobs, yet he will gain comparatively more if he denotes 
all his time to legal practice. On the other hand, the clerk is less capable than the lawyer, 
still in typing job his comparative disadvantage is least. If the lawyer confines himself to 
legal practice and entrusts the typing job to his clerk, he will enjoy greater comparative 
advantage. 

In short, a country may have absolute cost advantage in the production of both goods 
A and B. Yet it may opt to specialize in A rather than B, because A offers comparatively 
greater cost advantage than B. 

This can be shown by Table 10.2 



 111 

TABLE 10.2 

  Wheat Clothes 

(Metre) 

India 0.60m cloth 1.67 kg wheat 

Nepal 2.00m cloth 0.50 kg wheat 

We assume that the opportunity cost of producing 1 kilogram of wheat is 0.60 meter 
of cloth in India, while in Nepal it is 2 meters of cloth. The second column of this table 
gives the same information again but expressed as the opportunity cost of 1 meter of 
cloth. India has a comparative advantage in wheat production and Nepal is in the cloth. 

It can be seen diagrammatically 

 
Figure 10.2 

AB is in the production possibility curve of India and AC of Nepal. It means that to 
get one meter of cloth, India has to sacrifice one unit of wheat. Nepal can get two units of 
wheat, by sacrificing one meter of cloth. It is clear that India has greater comparative 
advantage in the production of cloth and Nepal has least comparative disadvantage in the 
production of wheat. 

By giving one unit of cloth to Nepal, India can get in exchange more than one unit of 
wheat. On the other hand, by with less than 2 units of wheat. Nepal can get one meter of 
cloth from India. Advantage arising out of international trade to both the countries is 
shown by the shaded area A advantage will be distributed between the two countries on 
the basis of settled terms of trade. Terms of trade are settled on the basis of reciprocal 
demand for each other’s product. 

Criticism of the Theory 

Ricardo’s theory of comparative costs is an important theory of international trade. In the 
words of Samuelson, "The theory of comparative advantage has in it a most important 
glimpse of truth". Despite being reciprocal from the logical point of view, it has many 
shortcomings.  
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 1. Only a Normative Theory – Ricardo’s theory of comparative costs is only a 
normative theory. It does explain as to how the resources of the country can be 
put to optimum use, but it fails to explain the composition of international trade 
or the nature of exports and imports and what are their problems. It is not a 
positive explanation of international trade. 

 2. Based on labour Theory of value –Theory of comparative costs is based on the 
theory of labour cost. According to this theory, cost of a good depends upon the 
amount of labour necessary to produce it. But in reality, cost of a good is also 
influenced by the price of other factors like land, capital etc. in addition to that of 
labour. Critics of this theory therefore like to examine it in terms of money cost 
in place of labour cost. 

 3. Transport costs ignored – One of the main defects of the theory of comparative 
costs is that it does not take into account transport cost. In case of some 
commodities transport costs are higher than their production costs. It is therefore 
essential that while exporting and importing of goods total costs should be 
calculated by taking into account both production and transport costs. 
International trade is very much influenced by transport costs. It cannot be 
ignored. 

 4. Based on the low of constant costs – The theory assumes that cost of production 
per unit remains constant even if production is increased or decreased. The 
assumption is not only unrealistic but unscientific also. Ordinarily one finds that 
production is subject to the law of increasing costs or law of diminishing costs. 
The possibility of the opinion of law of constant costs is rare. 

 5. Impossibility of complete specialization – It is not possible for the countries 
participating in international trade to specialize fully in the production of some 
goods supposing India and Nepal enter into international trade India specialists in 
the production of cotton cloth and Nepal in the production of woolen cloth. Nepal 
being a small country cannot meet fully the demand of India for woolen cloth nor 
can it absorb all the cotton cloth produced in and exported from India. Hence we 
will have to produce both cotton and woolen cloth, It can therefore be asserted 
that full-scale international trade is possible only when it is between two equi-
sized countries producing goods at equal value. 

 6. Based on the free trade – Classical economists assume that international trade is 
free from all restrictions, but the situation in the modern times is entirely 
different. No country wishes to expand upon any other country to the extent that 
it is pushed into the realm of uncertainties. Besides, several other situations like 
imperfect competition, trade restrictions, state trading, export-import duties and 
economic planning do not allow complete freedom of international trade. 

 7. Static Conditions – Another assumption implied in this theory is that tastes of 
the people and production conditions in two countries remain unchanged. Besides 
the supply of land capital and labour remain static. But in real world all these 
things go on changing from time to time. This assumption therefore is baseless. 
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 8. One-sided – Ricardo’s theory of international trade is one-sided. It takes into 
account the supply side of the trade but ignores the demand side. It tells us what 
goods a country imports or exports but does not explain as to how terms of trade 
and rate of exchange are determined. 

10.7 LEARNING OUTCOME 

In this lesson you have learnt the following: 

1. International trade takes place due to natural endowment, absolute and 
comparative difference in costs etc. 

2. International trade leads to specialization in production, fuller utilization of 
resources, improvement in economic relations between countries and economic 
development etc. 

10.8 TERMINAL QUESTIONS  

 1. Explain the theory of comparative cost advantage in the context of 
International Trade. 

 2. Distinguish between absolute and comparative advantage and show how 
all trading nations could gain from trade. 
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LESSON 11 

TERMS OF TRADE, FREE TRADE AND PROTECTION 
 

11.1 LEARNING OBJECTIVE 

 After going through this lesson, you will be able to  

1. Know the meaning and formula of terms of trade 

2. Understand the concept and advantages of free trade 

3. Know the case and methods of protection 

11.2 TERMS OF TRADE 

The terms of trade refer to the rate of which the goods of one country are exchanged for 
the goods of another county. It is a measure of the purchasing power of exports of a 
country in terms of in its imports and is expressed as the relation between exports prices 
and imports prices of its goods when the export prices of a country rise relatively to its 
import prices, its terms of trade are said to have improved. On the other hand, when its 
import prices rise relatively to its export prices, its terms of trade are said to have 
deteriorated. In case terms of trade deteriorate for a country its gain from trade is reduced 
because now it can have a smaller quantity of imports in exchange for a given quantity of 
exports than before. 

Terms of trade refer to the physical exchange ratio at which goods are exchanged for 
one another between the countries when trade takes place between two open economies 
certain goods are affected for sale by both the countries. Since many commodities are 
exported and imported simultaneously from both the sides, we can no longer use the 
physical quantities like in terms of kilogram of wheat or meters of cloth. We find the 
index of export prices and index of import prices to determine the terms of trade. 

We use the following formula to estimate terms of trade: 

Terms of trade = Index of export prices 100
Index of import prices

  

This is also called the index of terms of trade. Terms of trade become favourable for 
a country if this index increases. Suppose export prices increase by 15% (i.e., price index 
of export increases from 100 to 115) and import prices increase by 5% (i.e., price index 
of import increases from 100 to 105), then the index of terms of trade increases from 100 
to 109 (115/105 × 100 = 109). That is at new terms of trade one unit of exports will buy 
5% more imports than at the old terms. 

Similarly, term of trade becomes unfavourable when percentage change in export 
prices is less than the percentage change in import prices. In such situations terms of trade 
index is below 100. Suppose export price index increases by 5% and import price index 
increases by 10% then the terms of trade index should be 

Terms of trade (TOT) = 105/110 × 100 
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In this case one unit of export will buy approx. 5% less imports. 

Terms of trade are closely related to competitiveness. If the is 9, substantial increase 
in export prices implying a significant increase in index of term of trade, it may in fact be 
a situation of loss of competitiveness. 

Question: What do you understand by terms of trade? 

11.3 MEANING OF FREE TRADE 

A trade policy which does not impose any barrier on the exchange of goods and services 
between different countries, is know as the free trade policy. Free trade allows all 
countries to specialize in producing products in which they have a comparative 
advantage, According to Smith, the concept of free trade policy refers to a system of 
commercial policy which draws no distinction between domestic and foreign 
commodities and thus which neither imposes additional burden on the letter nor grants by 
special favour to the farmer. Thus, free trade policy permits international flow of goods 
and services without any artificial impediments. Hence a world of free trade would be 
one with no tariffs and no restrictions of any kind on importing or exporting. In such a 
world a country would import all those commodities that it would buy from abroad at a 
delivered price lower than the cost of producing then at home. 

Advantages of Free Trade 

There are different advantages of free trade policy which are follows: 

 1. Maximization of output: According to the principle of comparative cost 
advantage every country would specialize in the production of that commodity 
for which it is best suited or in the production of which it had comparatively 
greater advantage. This would create the maximization of wised output of diverse 
goods and services. 

 2. Optimum utilization of resources: Since production is conducted on the principle 
of Comparative cost advantage then the resources are optimally utilizes. Each 
country produces goods with least cost combination of inputs. 

Disadvantages of Free Trade 

The policy of free trade came to be practically abandoned after the great depression both 
on theoretical and practical grounds of which the following are the important ones: 

 1. Free trade pre-supposed the existence of laissez faire and the working of price 
mechanism under perfect competition. But these conditions do not exist in the 
present-day world. Monopoly, monophony, carrels imperfect labour markets and 
tariffs led to the abandonment of the free trade. 

 2. Under the policy of free trade, some industries possess comparative advantage, 
but other industries are not developed so this naturally leads to the one-sided 
development of the economy. 

 3. As under the regime of free trade there was laissez faire policy and the state did 
not impose any restrictions on the international movements of goods among 
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nations. Many harmful commodities ‘came to be imposed by unscrupulous 
merchants in a number of countries. This had extremely harmful effects on the 
health and welfare of the country. 

 4. Free trade policy may lead to the emergence of international monopolies and 
local monopolies. According to Haberler such monopolies developed under free 
trade which proved harmful to the other countries and the domestic interests. This 
factor also led to the adoption of the policy of production. 

 5. Prof Haberler view that policy of free trade would help rapid economic 
development of backward countries cannot be accepted It is now well recognized 
that underdeveloped countries can develop better under a policy of protection 
rather tax-free trade. 

Question: What is commercial policy and explain the advantages and disadvantages 
of free trade. 

11.4 THE CASE FOR PROTECTION 

The term protection refers to a policy whereby domestic industries are to be protected 
from foreign competitions. The aim is to impose restrictions on the imports of low-priced 
production in order to encourage domestic industries productions high price products. 
The domestic industries may be protected by imposing import duties which raise the price 
of foreign goods by more than the price of domestic goods or they may be protected by 
groups of other non-tariff restriction which make imports of cheap foreign goods difficult 
or impossible or the domestic industries may be paid subsidies or aunties to enable them 
to compete with cheap foreign goods. There are two kinds of argument for protection 
which are commonly offered 1. Economic Arguments and 2. Non-Economic Arguments 

Economic Arguments 

The economic arguments usually offered in favour of protection. There are important 
arguments for the use of tariffs when the objective to make national income as large as 
possible. 

1. To protect infant industries 

To protect infant industry was first of all formulated of Alexander Hamilton but was 
popularized by F List. The aim of protection is to raise the standard of living in the 
country. It comes in a state and dynamic form. The static form assumes that world 
technology is given and constant. If an industry has large economies of scale costs will be 
high when industry is small but will fall as the industry grows. It is argued that if 
industries in their infancy are not protected from established foreign producers, they 
cannot develop to enjoy the comparative advantages. So, they are protected by providing 
all types of facilities such as subsidies heavy import duties on foreign goods etc. They 
may expand and enjoy internal economies of scale. 

A newly developing country may find that in the early stages development its 
industries are unable to compete with established foreign rivals. A trade restriction may 
protect these industries from foreign competition while they grow up If these industries 
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would be in the developed condition then they will be able to produce as cheaply as 
foreign rivals and therefore will be able to compete without protection. 

The dynamic form of the argument emphasizes that technology is constantly 
increasing endogenously. Those industries which were stagnant in the early stage of 
development will gain technological experience and advancement. A country needs to 
protect its domestic industries during the early stages of development when industries are 
using the technology. The objective is not to move along a given falling long run cost 
curve but rather to develop industries that will have cost curves that fall over time as fast 
as the similar cost curves are falling in the advanced countries because of invention and 
innovation. To prevent the new industries from becoming stagnant under the protection 
that shields them from foreign competition the protection must be consistent on achieving 
success in foreign markets within a stated period of time. Once they have developed the 
skills needed to hold their own in the intense international competition associated with 
new technologies then protection can be removed. The advocates of their arguments for 
early protection point out that all the economically advanced countries developed their 
early industries under tariff protection: 

2. To encourage learning by doing: 

The dynamic version of the infant industry argument is supposed by the argument 
based on learning by doing learning by doing suggests that the pattern of comparative 
advantage can be changed. If a country learner enough through producing product in 
which it currently is at 9 comparative disadvantages, it may gain in the long run by 
specializing in those products and could develop a comparative advantage as the learning 
process lowers their cots. 

Protecting a domestic industry from foreign competition may give its management 
time to learn to be efficient and its labour force time to acquire the needed skills. 

Some countries have, succeeded in developing strong comparative advantages in 
targeted industries but other may failed. One reason such policies sometimes fail is that 
the industries and complacent. Another reason is the different of identifying the industries 
that will be able to succeed in the long run. 

3. To create or to exploit a strategic trade advantage 

An important recent argument for tariffs or other trade restriction is the need to 
create a strategic advantage in producing or marketing. New product will be expected to 
increase the normal profits. Some goods are produced in industries containing barrier to 
further entry. Firms in those industries can earn extra high profits ever long periods of 
time. Where such industries are already well established then is little chance that a new 
firm will replace one of the existing grants. 

The first firm to develop and market a new product successfully may earn 
substantial pure profits over all of its opportunity costs and become one of the few 
established firms in the industry. If protection of the domestic market can increase the 
chance that one of the protected domestic firms will become one of the established firms 
in the international market the protection may pay off. 
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There are lots of high-tech industries which are facing declining average total cost 
because of their large fixed cost of product development. For example, a new generation 
of civilian aircraft, computers software and pharmaceuticals. They are fixed costs of 
entering the market. They must be increased before a single unit of output can be sold in 
such industries a few firms can find place. 

The characteristics just described are sometimes used to provide arguments for 
subsidizing the development of such industries or protecting their home market with a 
tariff. Suppose for example that there is room in the aircraft industry for only three major 
producers of the next round of passenger jets. If a government assists a domestic firm, 
this firm may become one of the three that succeed and the profits that are subsequently 
earned many more than repay the cost at the subsidy. 

On the basis of above discussion, the economists advise that their governments 
should adopt strategic trade policies more broadly than they now do. This means for high-
tech industries, government protection of the home market and government subsidization 
of the product development stage. 

Criticism: Critics argue that one all countries try to be strategic. They will all waste 
vest sums trying to break into industries in which there is no room for most of them. 
Supposes of strategic trade policy reply that a country cannot afford to stand by white 
others play the strategic game. According to advocates who support the strategic trade 
policy that there are key industries that have major spillovers into the rest of the 
economy. If a country wants to have a high standard of living it must compete with the 
best if a country lets all of its key industries migrate to other countries many of the others 
will follow. The country then risks being reduced to the status of a less developed nation. 

Opponents argue that strategic trade policy is just the modern version of 
modernization, a policy of trying to enrich oneself at the expense of neighbors rather than 
working for mutually beneficial gains from trade. There are real doubts that such 
prosperity could be maintained if the volume of trade were to shrink steadily because of 
growing trade barriers. 

To Protect Against Unfair Actions by Foreign firms and Governments 

Tariffs may be used to prevent foreign industries from gaining an advantage over 
domestic industries by using practices that will harm domestic industries and hence lower 
national income. Subsidies and dumping are used to protect against unfair actions by 
foreign firms and government. 

To Alter the Terms of Trade 

Trade restrictions can be used to turn the terms of trade in favour of countries that 
produce and export a large of the world’s supply of some product. They can also be used 
to turn the terms of trade in favour of countries that constitute a large fraction of the 
world demand for some product that they import. 

Suppose a country that provides a large fraction of the total demand for some 
product that it imports. 
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But restrictions are imposed on the demand for the commodities through tariffs, it 
can force the price of that product. This turns the term of trade in its favour because it can 
now get more units of imports per unit of exports. 

Non-Economic Argument 

There are important non-economic arguments favouring protection. These factors are not 
maximizing rational income.  

 1. Defence Argument – A country should adopt the policy of protecting its 
industries from the standpoint of national defence. If a country is dependent on 
the other countries for its requirements of agricultural and industrial products, it 
will be very harmful for its national interest in terms of war. 

 2. Non-economic advantages of diversification – Comparative advantage might 
dictate that a country should specialize in producing a narrow range of products. 
The government might decide that there are distinct social advantages in 
encouraging a more diverse economy. Citizens should be given a wider range of 
occupations. The social and physiological advantages of diversification would 
more than compensate for a reduction in living standard. 

 3. Risk of Specialization – The specialization in the production of only a few 
products many involve risks that country does not wish to take. One such risk is 
that technological advances may render its major product obsolete. The pro-tariff 
argument is that the government can encourage a more diversified economy by 
protecting industries that otherwise could not compete. 

 4. Protection of specific groups – Although free trade will maximize per capita 
GDP over the whole economy, specific groups may have higher incomes under 
protection than under free trade. If a firm or industry in a monopoly condition, 
then tariffs are used to restrict foreign competition. Tariffs tend to raise the 
relative income of a group of people who are in short supply domestically and to 
lower the relative income of a group of people who are in plentiful supply 
domestically tree trade does not the opposite. 

Question: What do you understand by protection? Explain the economic and non-
economic arguments for protectionism. 

11.5 METHODS OF PROTECTION 

We have now studied some of the many reason why government may wish to provide 
some protection for some of their domestic industries. Policy instruments of protection 
are broadly classified as: 

1. Tariff barrier  2. Non-tariff barriers 

 1. Tariff Barriers – Tariff which is imposed by different countries in the world has 
been the most important type of trade restriction. A tariff is a ban or duty levied 
on the traded commodity as it crosses a national boundary. An import tariff is a 
duty on the imported commodity while an export tariff is a duty on the exported 
commodity. In the context of the policy of protection import tariffs are more 
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important than export tariffs. Infact tariff barriers are basically concerned with 
import duty. There are main two type of protection policy, first policies that 
directly raise prices and second policies that directly lower quantities. 

The first type of protectionist policy directly increases the price at imposed 
commodities thereby offering protection to the domestic producers from international 
competition. A tariff which is often called an import duty is the most common policy of 
this type.  

In case of restricted trade 

It illustrates how gains/loss occurs to the consumer the government the domestic producer 
and the foreign producer when the tariff is imposed. 

Now, tariff given by it is imposed for each unit imported. Consequently, the price 
increases of each domestic producer receive Pd price for all units sold. 

After imposing tariff barriers, the domestic price is increased by amount of tariff 
hence there is loss to domestic consumers and foreign producers and again to the 
domestic producers of course the government gains in terms of tax revenue. 

 2. Non-tariff barriers – The second type of protectionist policy directly restricts 
the quantity of an imported product. All the barriers that do not directly increase the price 
of an imported commodity are called non-tariff barriers. In other worlds, any direct or 
indirect trade restriction which does not involve tariff is called non-tariff barrier, import 
quota is one of the important types of non-tariff barriers. Under import quotas, the 
importing country sets a particular limit for a commodity beyond which no import is 
allowed during the stipulated time period. 

Apart from import quota, for may years there has been in operation the voluntary 
export restriction (VER) through an agreement between the trading countries exporting 
country to agrees to limit the amount of a good that it sells to the importing country. 

Question: What are the methods of protection? 

Question: Distinguish between tariff and non-tariff barriers. 

Fallacious trade policy arguments 

There are many fallacies that exist for free trade as well as for protectionism. We have 
also seen that there are some valid arguments for a moderate degree of protectionism for 
one specific country. Fallacious arguments are heard on both sides and they colour much 
of the popular discussion. Such arguments have persisted for ages, but their survival does 
not necessarily make them true. We examine them now to see where their fallacies lie. 

(A) Fallacies related to free trade argument 

 1. Free trade always benefits fall countries – It is a standard knowledge that most 
developed economies do not believe in free trade. Infact a small group of 
developed countries tend to collude to make and after the terms of trade in their 
favour by following restrictive trade policies. If they resort to free trade 
unilaterally, they will lose the advantages earlier enjoyed under the tariff 
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protection regime. Thus, free trade does not necessarily maximize income or 
benefit of every trading partner. 

 2. Infant industries never abandon their tariff protection – It is argued that 
granting protection to infant industries is a mistake because these industries 
selfdom admit to growing up and will cling to their protection even when fully 
grown. But infant industry tariff is a permanent tariff protection would be 
required to protect a weak industry never able to compete on an equal looking in 
the international market. But if the industries do grow up and achieve the 
expected scale and learning economies, the real costs of production are reduced, 
and resources are freed for other uses 

 3. Free trade maximizes world income under real world conditions – Free trade 
can be shown to maximize world income when technology and comparative cots 
are given. But if technology is changing endogenously as a result of conscious 
decisions taken by firms and other agents of charge it cannot be proved that 
completely free markets will maximize income over time it is possible that some 
types of government interventions or market imperfections will produce more 
technological change than completely free and fully competitive markets. 

(B) Fallacious arguments for protectionism 

 1. Avoid exploitation – According to this argument the free trade policies benefit a 
nation at the cost of the other. In other words, free trade would never be mutually 
advantage as one party always gains at the expense of the other. In such a 
situation, it becomes necessary for weaker nations to protect themselves through 
various protectionist policies like tariffs port quota etc. But, the principle of 
comparative advantage refuses this argument by showing that both the trading 
partners tend to gain from international trade provided opportunity cost refers 
differ across the nations. Specialization and trader are expected to enhance 
production and consumption. 

 2. Protects against low-wage foreign labour – It is often argued that in industrials 
countries the cheap imports from low-wage nations will drive out domestic 
products from the market. This would lower the standard of living in 
industrialized nations down to the level prevailing in the low wage nations. 

  However, this argument is not completely true as the developed nations tend to 
gain by obtaining imports at a low cost in exchange for the goods which must be 
exported owning to their surplus domestic production mutually beneficial trade is 
based on comparative advantage rather than the absolute advantage low-wage 
nation specializing in the production and export of capital intense commodities. 
Even if this does not happen high domestic labour costs can be effectively 
lowered if productivity of labour is higher than in low wage countries of abroad. 

  Another side of the argument is that in the long run a richer nation can hurt itself 
by importing cheaply and not exporting at all. But imports can only be obtained 
by spending currency of that nation. And foreign currency can be obtained either 
by exporting or by borrowing since one cannot borrow for long exports become 
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essential. Hence trade always moves in tow directions i.e., imports must watch 
the exports. 

 3. Greater the export better the living standard – Yet another argument is that 
exports of goods and services must enhance domestic income and employment. 
Thus, it is beneficial to encourage exports through subsidies and reduce imports 
by imposition of trade 

  Though it is very convincing this argument favouring protectionism is equally 
erroneous. Export value to domestic output of course but standard of living in a 
country depends on the availability of goods and services for consumption. The 
importance of exports is that they facilitate imports. In international trade goods 
pay for goods and more of moves from one country to another only to adjust the 
balance of payments disequilibrium. The currency of one country is for the other 
unless the country spends it on the purchase of goods in that country. 

 4. Creation of employment – Protection policies are sometimes favoured in 
country with large-scale unemployment. It is argued that these countries must 
impose tariff and import quotas to create employment in local industries 
producing similar products. However, this would crate employment only in the 
short run. On the other hand, when imports of a country decline exports of other 
countries suffer. It leads to unemployment and loss of income in the rest of the 
world sector. Consequently, demand for goods would reduce from the country 
following protectionism. This implies loss of jobs in the export industry of the 
country. Hence while jobs are gained in less competitive protected industries, 
these are list in the unprotected export industry. This in the long urn employment 
will not rise but will only be redistributed among industries. 

  Infact, redistribution of employment in favour of less efficient (protected) 
industry would only lower the overall level of output and therefore overall 
standard of living in the country. 

11.6 LEARNING OUTCOME 

1. Complete freedom or without any restriction under International Trade is called free 
trade but free trade is not possible in all cases. So, protectionism is necessary while 
doing international trade.  

2. Methods of Protection is divided into two parts – 1. Tariff barriers & 2. Non-Tariff 
barriers.  

11.7 TERMINAL QUESTIONS  

Q.1 What are the various fallacious arguments in free trade and protection policy. 

Q.2. What are the advantages of free trade? 


