
Devi Ahilya Arts and Commerce (jagdale ) college  

                        Session-2021-22 

“BA 2nd year” 

Subject :- Economics ―Public Finance‖ Paper-2
nd

  

 

What is public finance? 

 In simple layman terms, public finance is the study of finance 

related to government entities. It revolves around the role of 

government income and expenditure in the economy.

 Prof. Dalton in his book Principles of Public Finance states 
that ―Public Finance is concerned with income and 
expenditure of public authorities and with the adjustment of 
one to the other‖

 By this definition, we can understand that public finance 
deals with income and expenditure of government entity at 
any level be it central, state or local. However in the modern 
day context, public finance has a wider scope – it studies the 
impact of government policies on the economy.

 Let‗s understand the scope of public finance to understand 
how public finance impacts the economy.

 
 
 

 The scope of Public Finance

 Prof. Dalton classifies the scope of public finance into four 
areas as follows –

 Public Income

 As the name suggests, public income refers to the income of 
the government. The government earns income in two ways



– tax income and non-tax income. Tax income is easy to 
recognize, it‗s the tax paid by people of the country in the 
form of income tax, sales tax, duties, etc. On the other hand 
non-tax income includes interest income from lending money 
to other countries, rent & income from government 
properties, donations from world organizations, etc. 

 
 Public Debt

 When public expenditure exceeds public income, the gap is 
filled by borrowing money from the public, or from other 
countries or world organizations such as The World Bank. 
These borrowed funds are public debt.

 
 This area of public finance explains the burden of public 

debt, why it is necessary and its effect on the economy. It 
also suggests methods to manage public debt.

 

 
 Financial Administration

 As the name suggests this area of public finance is all about 
the administration of all public finance i.e. public income, 
public expenditure, and public debt. Financial administration 
includes preparation, passing, and implementation of 
government budget and various government policies. It also 
studies the policy impact on the social-economic 
environment, inter-governmental relationships, foreign 
relationships, etc.

 
 Functions of Public Finance

 There are three main functions of public finance as follows –



 The Allocation Function

 There are two types of goods in an economy – private goods 
and public goods. Private goods have a kind of exclusivity to 
themselves. Only those who pay for these goods can get the 
benefit of such goods, for example – a car. In contrast, 
public goods are non-exclusive. Everyone, regardless of 
paying or not, can benefit from public goods, for example – a 
road.

 
 The allocation function deals with the allocation of such 

public goods. The government has to perform various 
functions such as maintaining law and order, defense 
against foreign attacks, providing healthcare and education, 
building infrastructure, etc. The list is endless. The 
performance of these functions requires large scale 
expenditure, and it is important to allocate the expenditure 
efficiently. The allocation function studies how to allocate 
public expenditure most efficiently to reap maximum benefits 
with the available public wealth.

 

 The Distribution Function

 There are large disparities of income and wealth in every 
country in the world. These income inequalities plague 
society and increase the crime rate of the country. The 
distribution function of public finance is to lessen these 
inequalities as much as possible through redistribution of 
income and wealth.

 In public finance, primarily three measures are outlined to 
achieve this target –

 
 A tax-transfer scheme or using progressive taxing, i.e. in 

simpler words charging higher tax from the rich and giving 
subsidies to the low-income



 Progressive taxes can be used to finance public services 
such as affordable housing, health care, etc.

 A higher tax can be applied to luxury goods or goods that 
are purchased by the high-income group, for example, 
higher taxes on luxury cars.

 

 The Stabilization Function

 Every economy goes through periods of booms and 
depression. It‗s the most normal and common business 
cycles that lead to this scenario. However, these periods 
cause instability in the economy. The objective of the 
stabilization function is to eliminate or at least reduce these 
business fluctuations and its impact on the economy. 
Policies such as deficit budgeting during the time of 
depression and surplus budgeting during the time of boom 
helps achieve the required economic stability.

 Now that we understand the study of public finance, we must 
look into its practical applications. So let us understand the

career opportunities in public finance – 

 Career Opportunities in Public Finance

 Investment Banking

 An investment banking career in public finance domain 
entails raising funds for the development of public projects. 
Investment bankers help government entities in the following 
three areas –

 
 Raise funds by underwriting debt securities such 

as bonds, debentures, commercial papers, etc.

 Analyzing project finance opportunities for large government 
projects and raising debt and equity funds for such projects.

 Advising government companies on mergers and 
acquisitions, divestments, etc.

 Research

https://efinancemanagement.com/budgeting
https://efinancemanagement.com/sources-of-finance/bonds-and-their-types
https://efinancemanagement.com/sources-of-finance/benefits-and-disadvantages-of-debentures
https://efinancemanagement.com/sources-of-finance/project-finance
https://efinancemanagement.com/mergers-and-acquisitions/mergers


 This is a fairly large area of public finance careers, and a lot 
of public finance professionals eventually become 
researchers. Many large banks, government entities, and 
world organizations require public finance professionals to 
consolidate necessary data points for decision making. Thus 
there is a regular requirement of public finance professionals 
in the field of research.

 
 Academia

 A lot of public finance professionals eventually go on to 
become professors and teach public finance in universities 
and colleges. Not only limited to teaching, but they also 
participate in university researches to improve understanding 
of the field and create new tools for efficient practical 
applications.
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 Principle of Maximum Social Advantage (With 

Diagrammatic Representation)!

 The fiscal or budgetary operations of the state have manifold 

effects on the economy. The revenue collected by the state 

through taxation and the dispersal of public expenditures can 

have significant influence on the consumption, production 

and distribution of the national income of the country.

 The fiscal operations of the government resolve themselves

into a series of transfers of purchasing power from one 

section of the community to another, along with the 

variations in the total incomes available in the community. In 

fact, the fiscal activities of the state affect the allocation of 



resources, the use of resources from one channel to 

another, hence, the level of income, output and employment. 

 Hence, it is desirable that some standard or criterion should

be laid down to judge the appropriateness of a particular 

operation of public finance — the government‗s revenue and 

expenditures. In a modern welfare state, such a criterion can 

obviously be nothing else but the economic welfare of the 

people. 

 It follows, thus, that the particular financial activity of the

state which leads to an increase in economic welfare is 

considered as desirable. It may be considered as 

undesirable if such an activity does not cause an increase in 

the welfare or even sometimes, it may be the cause of a 

reduction in the general economic welfare. The guiding 

principle of state policy has been technically desirable as the 

Principle of Maximum Social Advantage by Hugh Dalton. 

 According to Dalton, the principle of maximum social

advantage is the most fundamental principle lying at the root 

of public finance. Hence, the best system of public finance is 

that which secures the maximum social advantage from its 

fiscal operations. Maximum social advantage is the maxim 

for the states. The optimum financial activities of a state 

should, therefore, be determined by the principle of 

maximum social advantage. 

 It is obvious that taxation by itself is a loss of utility to the

people, while public expenditure by itself is a gain of utility to 

the community. When the state imposes taxes, some 



disutility or dissatisfaction is experienced in the society. This 

disutility is in the form of sacrifice involved in the payment of 

taxes — in parting with the purchasing power. 

 Similarly, when the state spends money, some utility is

created in the society. Some satisfaction is experienced by a 

group of people in the society on whom, or for whom, the 

public expenditure is incurred by the state. This is the social 

benefit of welfare of the public expenditure. 

 As such, the maximum social advantage is achieved when

the state in its financial activities maximise the surplus of 

social gain or utility (resulting from public expenditure) over 

the social sacrifice or disutility (involved in payment of 

taxes.) The principle of public finance, thus, requires the 

state to compare the sacrifice and benefits of the society in 

its fiscal operations. 

 The principle of maximum social advantage implies that

public expenditure is subject to diminishing marginal social 

benefits and taxes are subject to increasing marginal social 

costs. Thus, an equilibrium is reached when social 

advantage is maximised, i.e., when the size of the budget is 

such that marginal social benefits of public expenditures are 

equal to the marginal social sacrifice of taxation. 

 Dalton states, ―Public expenditure in every direction should 

be carried just so far, that the advantages to the community 

of a further small increase in any direction is just counter- 

balanced by the disadvantage of a corresponding small



increase in taxation or in receipts from any other sources of 

public expenditure and public income.‖ 

 Thus, a rational state seeks to maximise the net social 

advantage of its fiscal operations. The social net advantage 

is maximum when the aggregate social benefits resulting 

from public expenditure is maximum and the aggregate 

social sacrifice involved in raising the public revenue is 

minimum. According to the principle of maximum social 

advantage, thus, the public expenditure should be carried on 

up to the marginal social sacrifice of the last unit of rupee 

taxed.

 Diagrammatic Representation:

 In technical jargon, the maximum social net advantage is 

achieved when the marginal social sacrifice (disutility) of 

taxation and the marginal social benefit (utility) of public 

expenditure are equated. Thus, the point of equality between 

the marginal social benefit and the marginal social sacrifice 

is referred to as the point of aggregate maximum social 

advantage or least aggregate social sacrifice.

 The equilibrium point of maximum social advantage may as 

well be illustrated by means of a diagram, as in Fig. 1.



 

upward sloping curve implying that the social sacrifice per 

unit of taxation goes on increasing with every additional unit 

of money raised. MSB is the marginal social benefit curve. It 

is a downward sloping curve implying that the social benefits 

per unit diminishes as the public expenditure increases. 

 The curves MSS and MSB intersect at point P. This equality

(P) of MSS and MSB curves is regarded as the optimum limit 

of the state‗s financial activity. It is easy to see that so long 

as the MSB curve lies above the MSS curve, each additional 

unit of revenue raised and spent by the state leads to an 

increase in the net social advantage. 

 This beneficial process would then be continued till marginal 

social sacrifice (MSS) becomes just equal to the marginal 

social benefit (MSB). Beyond this point, a further increase in 

the state‗s financial activity means the marginal social

 
 
 
 
 
 
 

 


 In Fig. 1, MSS is the marginal social sacrifice curve. It is an 



sacrifice exceeding the marginal social benefit, hence the 

net social loss. 

 Thus, only under the condition of MSS = MSB, the maximum 

social advantage is achieved. Diagrammatically, the shaded 

area APB (the area between MSS and MSB curves, till both 

intersect each other) represents the quantum of maximum 

social advantage. OQ is the optimum amount of financial 

activities of the state.

 Further, the ideal of maximum social advantage is 

attained by the state, if the following principles of 

financial operation are followed in the budget.

 Taxes should be distributed in such a way that the marginal

utility of money sacrificed by all the tax-payers is the same. 

 Public spending is done, such that benefits derived from the 

last unit of money spent on each item becomes equal.

 Marginal benefits and sacrifices must be equated.

 

 
 What are Revenue Receipts?

 The money received by a business through normal business 
operations is known as revenue receipts. The revenue 
receipts are recurring and affect the profit and loss of 
business on the income statement. They are the government 
receipts which neither create an asset nor reduce any 
liability and are considered as the current income receipts for 
the government from all sources.



 A receipt is considered as a revenue receipt if it fulfils the 
following two criteria:

 It should not create any liability for the government. For 
example, the taxes that are levied by the government are 
regarded as revenue receipts but any amount that is 
borrowed by the government is not a revenue receipt.

 It should not any decrease in the assets.

 These revenue receipts are non-redeemable and can be 
classified into two categories namely: tax revenue and non- 
tax revenue.

 
 

 Tax Revenue- Direct Tax and Indirect Tax

 Tax is a compulsory payment that is made to the 
government by the people or the companies without having 
any direct benefit in return. The sum of all receipts from the 
taxes and all other duties under the government are referred 
to as tax revenue. They are either from direct taxes or 
indirect taxes. It is the main source of regular receipts of the 
government and is categorized into Direct Taxes and Indirect 
Taxes.

 

 What are Direct Taxes?

 The taxes that are imposed on the property and income of 
an individual and a company are known as direct taxes. 
Direct taxes are paid directly to the government by the 
companies and the individuals. The income level, as well as 
the purchasing power of the people, are affected by direct 
taxes. It also helps in changing the level of aggregate 
demand of the economy. Direct Tax Systems can be 
progressive, regressive, or proportional.



 

 Indirect Taxes

 The taxes that affect the income and property of an 
individual and a company through their consumption 
expenditure are called indirect taxes. Indirect taxes are 
imposed on goods and services and are known to be 
compulsory payments.

 What is Non-Tax Revenue?

 Non-Tax Revenue is the recurring income that is earned 
from the sources other than taxes by the government. They 
are the revenue receipts that are not generated by taxing the 
public. Some of the major sources of non-tax revenue are 
mentioned below:

  Interests that are received by the government through the 
loans provided by it to the state governments, UTs, private 
enterprises, and the general public are an important source 
of non-tax revenue.

 

 
 Power Supply Fees: This includes fees received by the 

central power authority of any nation. In the case of India, 
this includes fees received by the Central Electricity 
Authority.

 

 
 Fees: They are the charges that cover the cost of recurring 

services that are provided and imposed by the government. 
It is a compulsory contribution like a tax.



 License Fee: It is a form of tax charged by the government 
and it‗s allied entities for conducting an activity that can be 
anything such as opening a restaurant or operating a heavy 
vehicle.

 Fines and Penalties: Fines are mostly used in the context 
of criminal law wherein a court of law will punish a person 
convicted of a crime by imposing a fine. Penalty, meanwhile, 
is used in both civil as well as criminal law. It includes both 
monetary and physical forms of punishment.

 

 
 Escheats: Escheats is the transfer of estate assets or 

property to the government if an individual passes away 
without leaving a legally biding bill or legal heirs

 

 
 Several grants are received by the government from the 

various International Organisations and foreign 
governments. Such grants are not a fixed source of revenue 
and are generally received during a national crisis such as 
war, flood, etc.

 

 
 Forfeitures: Forfeiture is the loss of any property without 

compensation as a result of defaulting on the obligations of a 
contract or a penalty for illegal conduct. Under the terms of a 
contract, forfeiture refers to the requirement by the defaulting 
party to give up ownership of an asset or cash flows from an 
asset, as compensation for the resulting losses to the other 
party.



 Interests: It comprises of interests of loans and insurance 
given to the government for non-plan schemes and planned 
schemes and also interest on loans that have been 
advanced to Public Sector Enterprises or other statutory 
bodies.

 

 
 Fees for Communication Services: This mainly includes 

the license fees from telecom operators on account of 
spectrum usage charges that licensed Telecom Service 
Providers to pay to the government ministry that handles 
telecommunications.

 The tax revenue system of India forms an important part of
the Indian Economy. Candidates preparing for UPSC 
2021 should have a clear idea about the tax revenues. 

 
 

 What is GST in India?

 GST is known as the Goods and Services Tax. It is an 
indirect tax which has replaced many indirect taxes in India 
such as the excise duty, VAT, services tax, etc. The Goods 
and Service Tax Act was passed in the Parliament on 29th 
March 2017 and came into effect on 1st July 2017.

 In other words,Goods and Service Tax (GST) is levied on 
the supply of goods and services. Goods and Services Tax 
Law in India is a comprehensive, multi-stage, destination- 
based tax that is levied on every value addition. GST is a 
single domestic indirect tax law for the entire country.

 Under the GST regime, the tax is levied at every point of 
sale. In the case of intra-state sales, Central GST and State 
GST are charged. All the inter-state sales are chargeable to 
the Integrated GST.

https://byjus.com/free-ias-prep/upsc-2021/
https://byjus.com/free-ias-prep/upsc-2021/
https://cleartax.in/s/gst-full-form-meaning


 Now, let us understand the definition of Goods and Service 
Tax, as mentioned above, in detail.

 Multi-stage

 An item goes through multiple change-of-hands along its 
supply chain: Starting from manufacture until the final sale to 
the consumer.

 Let us consider the following stages:

 Purchase of raw materials

 Production or manufacture

 Warehousing of finished goods

 Selling to wholesalers

 Sale of the product to the retailers

 Selling to the end consumers

 A manufacturer who makes biscuits buys flour, sugar and 
other material. The value of the inputs increases when the 
sugar and flour are mixed and baked into biscuits.

 The manufacturer then sells these biscuits to the 
warehousing agent who packs large quantities of biscuits in 
cartons and labels it. This is another addition of value to the 
biscuits. After this, the warehousing agent sells it to the 
retailer.

 The retailer packages the biscuits in smaller quantities and 
invests in the marketing of the biscuits, thus increasing its 
value. GST is levied on these value additions, i.e. the 
monetary value added at each stage to achieve the final sale 
to the end customer.

 Destination-Based

 Consider goods manufactured in Maharashtra and sold to 
the final consumer in Karnataka. Since the Goods and 
Service Tax is levied at the point of consumption, the entire 
tax revenue will go to Karnataka and not Maharashtra.



 The Journey of GST in India

 The GST journey began in the year 2000 when a committee 
was set up to draft law. It took 17 years from then for the 
Law to evolve. In 2017, the GST Bill was passed in the Lok 
Sabha and Rajya Sabha. On 1st July 2017, the GST Law 
came into force.

 Objectives Of GST

 To achieve the ideology of ‗One Nation, One Tax‗
 

o GST has replaced multiple indirect taxes, which were 
existing under the previous tax regime. The advantage 
of having one single tax means every state follows the 
same rate for a particular product or service. Tax 
administration is easier with the Central Government 
deciding the rates and policies. Common laws can be 
introduced, such as e-way bills for goods transport and 
e-invoicing for transaction reporting. Tax compliance is 
also better as taxpayers are not bogged down with 
multiple return forms and deadlines. Overall, it‗s a 
unified system of indirect tax compliance. 

 To subsume a majority of the indirect taxes in India

 
o India had several erstwhile indirect taxes such as 

service tax, Value Added Tax (VAT), Central Excise, 
etc., which used to be levied at multiple supply chain 
stages. Some taxes were governed by the states and 
some by the Centre. There was no unified and 
centralised tax on both goods and services. Hence, 
GST was introduced. Under GST, all the major indirect 
taxes were subsumed into one. It has greatly reduced 
the compliance burden on taxpayers and eased tax 
administration for the government. 



 To eliminate the cascading effect of taxes

 
o One of the primary objectives of GST was to remove 

the cascading effect of taxes. Previously, due to 
different indirect tax laws, taxpayers could not set off 
the tax credits of one tax against the other. For 
example, the excise duties paid during manufacture 
could not be set off against the VAT payable during the 
sale. This led to a cascading effect of taxes. Under 
GST, the tax levy is only on the net value added at 
each stage of the supply chain. This has helped 
eliminate the cascading effect of taxes and contributed 
to the seamless flow of input tax credits across both 
goods and services. 

 To curb tax evasion

 
o GST laws in India are far more stringent compared to 

any of the erstwhile indirect tax laws. Under GST, 
taxpayers can claim an input tax credit only on invoices 
uploaded by their respective suppliers. This way, the 
chances of claiming input tax credits on fake invoices 
are minimal. The introduction of e-invoicing has further 
reinforced this objective. Also, due to GST being a 
nationwide tax and having a centralised surveillance 
system, the clampdown on defaulters is quicker and far 
more efficient. Hence, GST has curbed tax evasion and 
minimised tax fraud from taking place to a large extent. 

 To increase the taxpayer base

 
o GST has helped in widening the tax base in India. 

Previously, each of the tax laws had a different 
threshold limit for registration based on turnover. As 
GST is a consolidated tax levied on both goods and 
services both, it has increased tax-registered 



businesses. Besides, the stricter laws surrounding input 
tax credits have helped bring certain unorganised 
sectors under the tax net. For example, the construction 
industry in India. 

 Online procedures for ease of doing business

 
o Previously, taxpayers faced a lot of hardships dealing 

with different tax authorities under each tax law. 
Besides, while return filing was online, most of the 
assessment and refund procedures took place offline. 
Now, GST procedures are carried out almost entirely 
online. Everything is done with a click of a button, from 
registration to return filing to refunds to e-way bill 
generation. It has contributed to the overall ease of 
doing business in India and simplified taxpayer 
compliance to a massive extent. The government also 
plans to introduce a centralised portal soon for all 
indirect tax compliance such as e-invoicing, e-way bills 
and GST return filing. 

 An improved logistics and distribution system

 
o A single indirect tax system reduces the need for 

multiple documentation for the supply of goods. GST 
minimises transportation cycle times, improves supply 
chain and turnaround time, and leads to warehouse 
consolidation, among other benefits. With the e-way bill 
system under GST, the removal of interstate 
checkpoints is most beneficial to the sector in improving 
transit and destination efficiency. Ultimately, it helps in 
cutting down the high logistics and warehousing costs. 

 To promote competitive pricing and increase consumption



o Introducing GST has also led to an increase in 
consumption and indirect tax revenues. Due to the 
cascading effect of taxes under the previous regime, 
the prices of goods in India were higher than in global 
markets. Even between states, the lower VAT rates in 
certain states led to an imbalance of purchases in these 
states. Having uniform GST rates have contributed to 
overall competitive pricing across India and on the 
global front. This has hence increased consumption 
and led to higher revenues, which has been another 
important objective achieved. 

 Advantages Of GST

 GST has mainly removed the cascading effect on the sale of 
goods and services. Removal of the cascading effect has 
impacted the cost of goods. Since the GST regime 
eliminates the tax on tax, the cost of goods decreases.

 Also, GST is mainly technologically driven. All the activities 
like registration, return filing, application for refund and 
response to notice needs to be done online on the GST 
portal, which accelerates the processes.

 What are the components of GST?

 There are three taxes applicable under this system: CGST, 
SGST & IGST.

 CGST: It is the tax collected by the Central Government on 
an intra-state sale (e.g., a transaction happening within 
Maharashtra)

 SGST: It is the tax collected by the state government on an 
intra-state sale (e.g., a transaction happening within 
Maharashtra)

 IGST: It is a tax collected by the Central Government for an 
inter-state sale (e.g., Maharashtra to Tamil Nadu)

 In most cases, the tax structure under the new regime will be 
as follows:

https://cleartax.in/s/what-is-sgst-cgst-igst
https://cleartax.in/s/what-is-sgst-cgst-igst


 

 Transaction  New 

Regime 

 Old Regime  Revenue 

Distribution 

 Sale within the 

State 

 CGST + 

SGST 

 VAT + 

Central 

Excise/Servic 

e tax 

 Revenue will be 

shared equally 

between the 

Centre and the 

State 

 Sale to another 

State 

 IGST  Central Sales 

Tax + 

Excise/Servic 

e Tax 

 There will only be 

one type of tax 

(central) in case of 

inter-state sales. 

The Centre will 

then share the 

IGST revenue 

based on the 

destination of 

goods. 

 

 Tax Laws before GST

 In the earlier indirect tax regime, there were many indirect 
taxes levied by both the state and the centre. States mainly 
collected taxes in the form of Value Added Tax (VAT). Every 
state had a different set of rules and regulations.

 Inter-state sale of goods was taxed by the centre. CST 
(Central State Tax) was applicable in case of inter-state sale 
of goods. The indirect taxes such as the entertainment tax, 
octroi and local tax were levied together by state and centre.



These led to a lot of overlapping of taxes levied by both the 
state and the centre. 

 For example, when goods were manufactured and sold, 
excise duty was charged by the centre. Over and above the 
excise duty, VAT was also charged by the state. It led to a 
tax on tax effect, also known as the cascading effect of 
taxes.

 The following is the list of indirect taxes in the pre-GST 
regime:

 Central Excise Duty

 Duties of Excise

 Additional Duties of Excise

 Additional Duties of Customs

 Special Additional Duty of Customs

 Cess

 State VAT

 Central Sales Tax

 Purchase Tax

 Luxury Tax

 Entertainment Tax

 Entry Tax

 Taxes on advertisements

 Taxes on lotteries, betting, and gambling

 CGST, SGST, and IGST have replaced all the above taxes.

 However, certain taxes such as the GST levied for the inter- 
state purchase at a concessional rate of 2% by the issue and 
utilisation of ‗Form C‗ is still prevalent.

 It applies to certain non-GST goods such as:

 Petroleum crude;

 High-speed diesel

 Motor spirit (commonly known as petrol);

 Natural gas;



 Aviation turbine fuel; and

 Alcoholic liquor for human consumption.

 It applies to the following transactions only:

 Resale

 Use in manufacturing or processing

 Use in certain sectors such as the telecommunication 
network, mining, the generation or distribution of electricity or 
any other power sector

 

 TAXABLE CAPACITY

 Taxable capacity In simple words, taxable capacity refers to 
the maximum capacity of a community to contribute by the 
way of taxation. Taxable Enquiry Commission report defines 
as ―taxable capacity of different sections of the community 
may be said to refer to the degree of taxation , broadly 
speaking, beyond which productive efforts and efficiency as 
a whole being to suffer‖ ―Taxable capacity may be defined as 
the maximum amount which the citizen of a country can 
contribute towards the expenses of public authorities without 
having undergone an unbearable strain.‖ Findlay Shirras

 

 In India,taxable capacity is not smooth process as it varies 
between a good and a bad year. It depends upon much 
upon agriculture which always remains in a fluctuating state. 
The is no second opinion in saying that agriculture is the 
gamble process Generally, taxation potential of any country 
depend upon factors like Per capata income, Degrees of 
inequality in distribution of income and wealth , Effects of 
taxation, Impact of public expenditure on economic growth, 
Stability and distribution of income etc

. 

 . Cause of low taxable capacity

https://image.slidesharecdn.com/taxablecapacity-161217063636/95/taxable-capacity-4-638.jpg?cb=1481956682


 Low standard of living. The fore most cause is the majority of 
the people in India are having low standard of living due to 
per capita income .about 30% are living below poverty line.

 

 
 Rising population. Rising population acts as a retarder which 

adversely affects the taxable capacity of individual. The main 
cause of this increase is the fall in death rate, better health 
condition, effective control of epidemics, adoption of family 
planning programmes and general improvements etc.

 


 Low volume of international trade. Foreign trade offers a 
good scope for commodity taxation but unfortunately in 
India, proportion of foreign trade to national income is small 
as compared to advanced countries. Therefore, it limits the 
scope of taxation because the commercial sector is small 
and revenue for this sector cannot be enhance much.

 

 Other reason. Other reasons like lack of banking facilities, 
better facilities of education and training are also responsible 
for the lower tax revenue. Tax evasion is a common feature. 
Moreover, Indian economy is pre- dominated by small-scale 
producers and manufactures who have low taxable capacity. 
Tax administration is quite inefficient, inadequate and 
corrupt. Hence, there is less scope of taxation.

 
 

  Has India reached its taxable capacity? After independence, 
India has embraced to the cause of economic development 
and taxable capacity of the country has increased manifold

.It is corrected to say that the country has not reached the 
limit of taxable capacity. The main reasons are described 
below: 



 The use of public expenditure is made solely for the defence, 
economic development, maintenance of law and order and 
social overheads

 NI of the country is continuously showing rising trend. As a 
result, people can afford to pay more taxes.

 Tax system has been designed in such a way that it may 
help to reduce the gulf of disparity of income and wealth. 
Though, the growth rate of population is higher as compare 
to advanced countries but it is still lower than the growth rate 
of national income. This is adding the per capita income of 
the people ,thus ,higher purchasing power of income and 
taxable capacity.

 With the implementations of Five-Year Plans, nature of the 
economy is chasing rapidly, resulting in rise in national 
income and per capita income. This, in turn is helpful to raise 
the standard of the living people.

 Post liberalisation and economic reforms have opned new 
scope for higher taxable capacity.



 UNIT 2
 A budget is an estimation of revenue and expenses over a 

specified future period of time and is utilized by 
governments, businesses, and individuals. A budget is 
basically a financial plan for a defined period, normally a 
year that is known to greatly enhance the success of any 
financial undertaking.

 Budget preparation is a process with designated 
organizations and individuals having defined responsibilities 
that must be carried out within a given timetable (see Figure 
1 in Section 1 for a typical time line). This process is 
normally established and controlled by a legal and regulatory 
framework.

 

 Six steps to budgeting

 Assess your financial resources. The first step is to calculate 
how much money you have coming in each month. ...

 Determine your expenses. Next you need to determine how 
you spend your money by reviewing your financial records. ..

 Set goals. ...

 Create a plan. ...

 Pay yourself first. ...

 Track your progress.

 
 
 

 
 What is Fiscal Deficit?

 Fiscal Deficit is the difference between the total income of 
the government (total taxes and non-debt capital receipts) 
and its total expenditure.



 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 



What do you mean by Fiscal Deficit? A recurring high fiscal 

deficit means that the government has been spending 

beyond its means. 
 

 Fiscal Deficit definition: Fiscal Deficit is the difference 

between the total income of the government (total taxes and 

non-debt capital receipts) and its total expenditure. A fiscal 

deficit situation occurs when the government‗s expenditure 

exceeds its income. This difference is calculated both in 

absolute terms and also as a percentage of the Gross 

Domestic Product (GDP) of the country. A recurring high 

fiscal deficit means that the government has been spending 

beyond its means.

 What do you mean by Fiscal Deficit?



 The government describes fiscal deficit of India as ―the 

excess of total disbursements from the Consolidated Fund of 

India, excluding repayment of the debt, over total receipts 

into the Fund (excluding the debt receipts) during a financial 

year‖.

 What constitutes the government‗s total income or receipts?

It has two components revenue receipts and non-tax 

revenues. 

 Revenue receipts of the government

 Corporation Tax

 Income Tax

 Custom Duties

 Union Excise Duties

 GST and taxes of Union territories.

 *GST or Goods and Services Tax which is collected by the 

Centre includes CGST (Central Goods and Services Tax), 

IGST (Integrated Goods and Services Tax) & GST 

Compensation Cess.

 Non-tax revenues

 Interest Receipts

 Dividends and Profits

 External Grants

 Other non-tax revenues

 Receipts of union territories

 Expenditures of the government:

 Revenue Expenditure

 Capital Expenditure

 Interest Payments

 Grants-in-aid for creation of capital assets

 Fiscal Deficit formula: How is Fiscal Deficit calculated?



 Fiscal Deficit = Total expenditure of the government (capital 

and revenue expenditure) – Total income of the government 

(Revenue receipts + recovery of loans + other receipts)

 
 If the total expenditure of the government exceeds its total 

revenue and non-revenue receipts in a financial year, then 

that gap is the fiscal deficit for the financial year. The fiscal 

deficit is usually mentioned as a percentage of GDP. For 

example, if the gap between the Centre‗s expenditure and 

total income is Rs 5 lakh crore and the country‗s GDP is Rs 

200 lakh crore, the fiscal deficit is 2.5% of the GDP.

 
 

 What causes Fiscal Deficit?

 Sometimes, the governments spend on handouts and other 

assistance to the weak and vulnerable sections of the 

society such as the farmers and the poor. A high fiscal deficit 

can also be good for the economy if the money spent goes 

into the creation of productive assets like highways, roads, 

ports and airports that boost economic growth and result in 

job creation.

 

 How is Fiscal Deficit met?

 The government meets fiscal deficit by borrowing money. In 

a way, the total borrowing requirements of the government in 

a financial year is equal to the fiscal deficit in that year.

 fiscal policy, measures employed by governments to

stabilize the economy, specifically by manipulating the levels 
and allocations of taxes and government expenditures. 
Fiscal measures are frequently used in tandem 
with monetary policy to achieve certain goals. 

https://www.britannica.com/topic/monetary-policy


 The usual goals of both fiscal and monetary policy are to 
achieve or maintain full employment, to achieve or maintain 
a high rate of economic growth, and to stabilize prices and 
wages. The establishment of these ends as proper goals of 
governmental economic policy and the development of tools 
with which to achieve them are products of the 20th century.

 In taxes and expenditures, fiscal policy has for its field of 
action matters that are within government‗s immediate 
control. The consequences of such actions are generally 
predictable: a decrease in personal taxation, for example, 
will lead to an increase in consumption, which will in turn 
have a stimulating effect on the economy. Similarly, a 
reduction in the tax burden on the corporatesector will 
stimulate investment. Steps taken to increase government 
spending by public works have a similar expansionary effect. 
Conversely, a reduction in government expenditure or an 
increase in tax revenues, without compensatory action, has 
the effect of contracting the economy.

 Fiscal policy relates to decisions that determine whether a 
government will spend more or less than it receives. Until 
Great Britain‗s unemployment crisis of the 1920s and

the Great Depression of the 1930s, it was generally held that 
the appropriate fiscal policy for the government was to 
maintain a balanced budget. The severity of these 
disturbances gave rise to a new set of ideas, first given 
formal treatment by the economist John Maynard Keynes, 
revolving around the notion that fiscal policy should be used 
―countercyclically,‖ that is, that the government should 
exercise its economic influence to offset the cycle of 
expansion and contraction in the economy. Keynes‗s rule, 
briefly, was that the budget should be in deficit when the 
economy was experiencing low levels of activity and in 
surplus when boom conditions (often accompanied by high 
inflation) were in force. 

https://www.merriam-webster.com/dictionary/monetary
https://www.britannica.com/topic/economic-growth
https://www.britannica.com/topic/economic-planning
https://www.britannica.com/topic/taxation
https://www.britannica.com/topic/taxation
https://www.britannica.com/topic/consumption
https://www.britannica.com/topic/investment
https://www.britannica.com/technology/public-utility
https://www.britannica.com/event/Great-Depression
https://www.britannica.com/biography/John-Maynard-Keynes
https://www.britannica.com/topic/deficit-financing


 Under the balanced-budget regime, personal and business 
tax rates were raised during periods of declining economic 
activity to ensure that government revenues were not 
reduced. The effect of this was to reduce consumption still 
further, increase surplus industrial capacity, and depress 
investment, all of which exerted a downward pressure on the 
economy. Alternatively, if, in order to maintain a balanced 
budget, taxes remained level but government expenditures 
were cut back during such a period of declining economic 
activity, a similar downward pressure was exerted. The 
Keynesian theory showed that, under certain conditions, the 
operation of market forces would not automatically generate 
full employment, and that governments should abandon the 
balanced-budget concept and adopt active measures to 
stimulate the economy.

 

 
 deficit financing, practice in which a government spends 

more money than it receives as revenue, the difference 
being made up borrowing or minting new funds. Although 
budget deficits may occur for numerous reasons, the term 
usually refers to a conscious attempt to stimulate the 
economy by lowering tax rates or increasing government 
expenditures. The influence of government deficits upon a 
national economy may be very great. It is widely believed 
that a budget balanced over the span of a business
cycle should replace the old ideal of an annually 
balancedbudget. Some economists have abandoned the 
balanced budget concept entirely, considering it inadequate 
as a criterion of public policy. 

https://www.merriam-webster.com/dictionary/consumption
https://www.britannica.com/topic/government-budget
https://www.britannica.com/topic/revenue-economics
https://www.britannica.com/topic/taxation
https://www.britannica.com/topic/business-cycle
https://www.britannica.com/topic/business-cycle
https://www.merriam-webster.com/dictionary/criterion


 Deficit financing, however, may also result from government 
inefficiency, reflecting widespread tax evasion or wasteful 
spending rather than the operation of a planned 
countercyclical policy.

Central state Financial Relations 

 Where capital markets are undeveloped, deficit financing 
may place the government in debt to foreign creditors. In 
addition, in many less-developed countries, budget 
surpluses may be desirable in themselves as a way of 
encouraging private saving.Generally, in a typical federation 
along with the distribution of legislative and administrative 
powers, the financial resources of the country are also so 
distributed to ensure the financial independence of the units. 
However, the Indian Constitution does not make a clear cut 
distribution of the financial resources and leaves much to be 
decided by the Central Government from time to time. The 
financial resources which have been placed at the disposal 
of the state are so meager that they have to look up to the 
Union Government for subsidies and contributions. This 
article throws light on the distribution of financial resources in 
India.

 Taxes Exclusively Assigned to the Union

 Income from certain subjects like customs and export duties, 
income tax, excise duty on tobacco, jute,‗ cotton, etc., 
corporation tax, taxes on the capital value of assets of 
individuals and companies; Estate duty and succession duty 
in respect of the property and other than agricultural land; 
and income from the earning departments like the railways 
and postal departments have been exclusively assigned to 
the Union Government by the Constitution.

 Taxes Exclusively Assigned to States

https://www.britannica.com/topic/debt


 Income from land revenue, stamp duty except on documents 
included in the Union List; succession duty and Estate duty 
in respect of agricultural land; income tax on agricultural 
lands; taxes on goods and passengers carried by road or 
inland water; taxes on vehicles used on roads, animals, 
boats, taxes on the consumption or sale of electricity, tolls, 
taxes on lands and buildings; taxes on professions, traders, 
calling and employment; duties on alcoholic liquors for 
human consumption, opium, Indian hemp, and other narcotic 
drugs, taxes on the entry of goods into local areas, taxes on 
luxuries, entertainments, amusements, betting and 
gambling, etc. has been assigned to the States.

 Taxes Levied by Union but Collected and Appropriated 
by the State

 The taxes on the following items are levied by the Union 
Government but the actual revenue from them is collected 
and appropriated by the States; (i) stamp duties on bills of 
exchange, cheques, promissory notes, bills of landing, 
letters of credit, policies of insurance, transfer of shares, etc.;

(ii) Excise duties on medicinal toilet preparation containing 
alcohol or opium or Indian hemp or other narcotic drugs. 

 Taxes Levied and Collected by the Union but assigned 
to States

 The taxes in this category are levied and collected by the 
Union Government although they are subsequently handed 
over to the states wherefrom they have been collected. Such 
taxes included duties in respect of succession to property 
other than agricultural land; state duty in respect of property 
other than agricultural land terminal taxes on goods or 
passengers carried by railways, sea or air, taxes on railway 
freights and fares; taxes other than stamp duties on 
transactions in stock exchanges and futures markets; taxes



on the sale or purchase of newspapers and advertisements 
published therein; taxes on purchase or sale of goods other 
than newspapers where such sale or purchases take place 
in the course of interstate trade or commerce. 

 Taxes Levied and Collected by the Union but Shared

 Taxes on income other than agricultural income and excise 
duties other than those on medicinal and toilet preparations 
are levied and collected by the Union Government but 
shared with the states on an equitable basis. The basis of 
distribution is determined by the Parliament through a law.



Unit 3 

International economics 

 International economics deals with the economic activities of 
various countries and their consequences.

 In other words, international economics is a field concerned 
with economic interactions of countries and effect of 
international issues on the world economic activity.

 It studies economic and political issues related to 
international trade and finance.

 International trade involves the exchange of goods or 
services and other factors of production, such as labor and 
capital, across international borders.

 On the other hand, international finance studies the flow of 
financial assets or investment across borders. International 
trade and finance became possible across nations only due 
to the emergence of globalization.

 Globalization can be defined as an integration of economics 
all over the world. It involves an exchange of technological, 
economic, and political factors across nations due to 
advancement in communication, transportation, and 
infrastructure systems.

 With the advent of globalization, there is a rapid increase in 
the free flow of goods and services, capital, labor and

finance between nations. The consequences of globalization 
can be negative or positive. 

 For example, globalization has led to increase in 
employment opportunities and standardization of 
international economic laws and policies. In addition, it has 
also resulted in reduction in trade barriers, such as tariffs 
and quotas.

 However, globalization has marked an increase in 
international competition, which results in decrease in the 
market share of organizations. Therefore, the repercussions



of globalization are important for organizations, irrespective 
of whether they are indulged in international trade or not. 

 Apart from this, it describes the functioning of different 
international economic institutions, such as World Trade 
Organization (WTO), International Monetary Fund (IMF), and 
United Nations Conference on Trade and Development 
(UNCTAD).

 

 Concept of International Economics:

 International economics refers to a study of international 
forces that influence the domestic conditions of an economy 
and shape the economic relationship between countries. In 
other words, it studies the economic interdependence 
between countries and its effects on economy.

 

 The scope of international economics is wide as it 
includes various concepts, such as globalization, gains from 
trade, pattern of trade, balance of payments, and FDI. Apart 
from this, international economics describes production, 
trade, and investment between countries.

 International economics has emerged as one of the most 
essential concepts for countries. Over the years, the field of 
international economics has developed drastically with 
various theoretical, empirical, and descriptive contributions.

 Generally, the economic activities between nations differ 
from activities within nations. For example, the factors of 
production are less mobile between countries due to various 
restrictions imposed by governments.

 The impact of various government restrictions on production, 
trade, consumption, and distribution of income are covered 
in the study of internal economics. Thus, it is important to 
study the international economics as a special field of 
economics.



 International economics is divided into two parts, namely, 
theoretical and descriptive.

 These two parts are discussed as follows:

o Theoretical International Economics: 

 Deals with the explanation of international economic

transactions as they take place in the institutional 
environment. 

 Theoretical international economics is further grouped into 
two categories, which are as follows:

o Pure Theory of International Economics: 

 Involves microeconomic part of international economics. The 
pure theory of international economics deals with trade

patterns, impact of trade on production, rate of consumption, 
and income distribution. Apart from this, it also involves the 
study of effects of trade on prices of goods and services and 
rate of economic growth. 



o Monetary Theory of International Economics: 

 Involves macroeconomic part of international economics. 
The monetary theory of international economics is 
concerned with issues related to balance of payments and 
international monetary system. It studies causes of 
disequilibrium between payments and international monetary 
system and international liquidity.

o Descriptive International Economics: 

 Deals with institutional environment in which international 
transactions take place between countries. Descriptive

international economics also studies issues related to 
international flow of goods and services and financial and 
other resources. In addition, it covers the study of various 
international economic institutions, such as IMF, WTO, 
World Bank, and UNCTAD. 

 Among aforementioned concepts, such as globalization, 
gains from trade, pattern of trade, balance of payments, and



FDI, globalization forms the major part to be learned in 
international economics. 

 Importance of international trade in economic development

 International Trade and Economic growth Advantages of 
international trade in economic growth 1. International trade 
injects global competitiveness and hence the domestic 
business units tend to become very efficient being exposed 
international competition. Due to the integration with the 
world economy the entrepreneurs can have easy access to 
the technological innovations. They can utilize the latest 
technologies to enhance their productivity.

 The developing countries have higher trade protectionism 
measures as compared to the developed countries. The 
countries that have adopted such measures are seen to reap 
the benefits of an open trade regime.

 The products that are labour intensive like clothing, footwear, 
textiles etc are exported by the developing countries to both 
developed and underdeveloped countries. Such exports 
earn heavy tax revenue in countries like Mexico, India, China 
and many more.

 

 
 International Trade has also brought in a reduction in the 

poverty level. India was a closed economy in the 1960s and 
70s. There was not even 1% decline in the poverty level. 
The entire scenario changed with globalisation and 
international trade. According to Prof. Jagadish Bhagwati the 
reduction in the poverty level is due to a pull up rather than a 
trickle down effect. The economic growth brought about by 
international trade can generate financial resources. Such 
resources can be used to set up anti poverty programs . 
Better education and health facilities can also be provided to 
the poor.



 The exclusion of all types of trade barriers in the agricultural 
products of the developed countries will lead to a decline 
and rise in production and world prices respectively. The 
developing countries profit by selling or exporting these 
products at escalated world prices.

 Optimum use of Resources: Foreign trades helps in the 
optimum use of natural resources and avoid wastages of 
resources.

 Stable Price: It ensures the presence of stable price by 
avoiding wide fluctuations in prices. It tries to equalise the 
world price.

 Availability of all types of goods: It enables a country to 
import those goods which it cannot produce.

 Increased Standard of living: It ensures more production to 
meet the demand of the people of different countries. By 
increased production, it becomes possible to increase 
income and the standard of living of its people. It also 
increase the standard of living by increasing more 
employment opportunities.

 Large Scale production: It ensures large production because 
the production is carried on to meet the demand of its people 
as well as world market. Large scale production also 
ensures a great deal of internal economies which reduces 
the cost of production

 Increase sales and profits

 Gain your global market share

 . Reduce dependence on existing markets

 Exploit international trade technology

 Trade is an economic concept that deals with buying and 
selling of goods. Trade is conducted between two or more 
parties (individuals or business entities).

 Internal trade is the trade that takes place between two 
parties within the geographical boundaries of a nation. It is 
also known as domestic trade or home trade.



 International trade is the trade where two or more individuals 
from two different countries are involved or two different 
countries are involved in the trade. It is also known as 
foreign trade.

 
 
 

 Let us look at some of the points of difference between the 
intra and international trade.

 IntraTrade  International Trade 

 Definition 

 Intra trade is trade that 
involves buying and selling 
taking place between two 
parties which are located 
within the political and 
geographical boundaries of a 
country 

 International trade is referred 
to as a trade that involves 
buying and selling of goods 
between two individuals or 
businesses located in two 
different countries or it can 
be trade between two 
different countries 

 Currency exchange 

 There is no exchange of 
currency as trade takes 
place within the boundaries 
of the nation 

 Exchange of currency is 
there between the two 
countries/individuals/busines 
ses involved in the trade 

 Trade Restrictions 

 No trade restrictions for 
internal trade 

 International trade has 
different restrictions as the 
two countries involved in 



 trade have different policies 
with regards to trade 

 Transportation Cost 

 Transportation cost is less 
when trade is taking place 
within the borders of a 
country 

 Comparatively higher 
transportation costs as goods 
need to be transported 
across the world 

 Goods traded 

 Only those goods and 
services are traded that are 
available in the country 

 Helps countries to trade 
goods that are produced in 
surplus or purchase goods 
that are scarcely available 

 Foreign reserve 

 Does not generate any 
foreign reserve 

 International trade generates 
foreign reserves for the two 
trading countries 

 

Theories of International Trade 

 Absolute and Comparative Advantage Adam Smith‗s Theory 
of Absolute Advantage The trade theory that first indicated 
importance of specialization in production and division of 
labor is based on the idea of theory of absolute advantage 
which is developed first by Adam Smith in his famous book 
The Wealth of Nations published in 1776. Later on David 
Ricardo in his book titled On the Principles of Political 
Economy published in 1819 extended it to incorporate theory 
of comparative advantage and showed that it is the basis 
why nations need to trade and why trade is mutually



beneficial to countries. Absolute Advantage: If a country or 
individual absolutely more efficient at production of a good 
than another country or individual, then we say that she has 
absolute advantage in the production of that good. 
Comparative Advantage: If a country or individual is 
relatively more efficient in the production of a good than 
another country or individual then we say that she has 
comparative advantage in production of that good. 
Comparative advantage measures efficiency in terms of 
relative magnitudes. Since countries have limited resources 
and level of technology they tend to produce goods or 
services in which they have a comparative advantage. 
Comparative advantage (from now on CA) implies an 
opportunity cost associated with the production of one good 
compared to another. That is why countries tend to 
specialize in production of certain products. This notion is 
called international division of labor. Smith‗s Model 
Assumptions 

 Factors of production cannot move between countries. This 
assumption excludes the possibility of migration between 
countries, as well as presence of multinational companies. It 
also imply that the PPF of each country will not change after 
the trade and there is no reason to expect wages (measured in 
the same currency) be the same after trade. 

 No barriers to trade in goods. 

 Exports must be equal to imports. This assumption means 
that we exclude trade imbalances, trade deficits or surpluses. 

 Labor is the only relevant factor of production. 

 Production exhibits constant returns to scale. 



To illustrate the idea of absolute advantage (AA) consider the 
following table which gives the labor hours required to produce 
one unit of C and W in our hypothetical countries A and B. 
Country A has AA in production of C as it takes fewer hours to 
produce a unit of C in A than in Country B. Since it takes less 
hours in Country B to produce W, Country B has an AA in 
production of W. Adam Smith‗s theory: Countries should 
specialize in the production of goods in which they have an AA. 
So Country A will be better of it specializes in the production of 
C and Country B will be better off if it specializes in W. So they 
don‗t need to produce both goods at home. 

Ricardo‗s Model Adam Smith‗s theory says that countries will 
be better off in specializing the good at which they have AA. 
But what happens if one of the countries has AA in production 
of both goods? Should they abandon trade? Consider the 
following example: In this example, Country A has AA in 
production of both C and W. The answer to above question 
comes from David Ricardo‗s theory of comparative advantage 
which says that Country A has a CA in a good if the good has a 
lower relative price in autarky than is found in the other country. 

This theory indicates that we need to look at the cost of 
product in each country before the trade (in autarky) and 
compare it with trade situation and compute gains/losses from 
trade. That way we can better understand the pattern of trade 
between two countries, and be able to answer questions like 
why does it makes sense for a country to export say cheese 
and import wine or vice versa. In the example above, Country A 
is 2 (12/6) times more efficient in production of C than Country 
B, while 9 times more efficient in production of W. Thus 
Country A has more AA in production of W compared to C. So, 
if trade takes place Country A will tend to produce more W as 
W is relatively cheaper in Country A than in Country B. What 
about Country B? According to theory of comparative 



advantage Country B should expand its production of C as the 
cheese production in Country B is relatively less costly. How do 
we know this? We compare autarky relative prices. What is the 
relative price of W in autarky in Country A and Country B? 
Similarly, the relative price of W in Country B is: So in autarky, 
W is cheaper in Country A than in Country B. Taking the 
reciprocals of above relative prices we find the relative price of 
C in terms of W in Country A and Country B respectively. 

As you can easily verify, C is cheaper in Country B than in 
Country A. Recall that along PPF of each country relative price 
gives the opportunity cost. Hence, in autarky, opportunity cost 
of W in Country A is lower than that in Country B, indicating 
that Country A‗s producers are relatively more efficient in W 
rather than in C. The opposite holds true for B‗s producers. 
According the law of comparative advantage once trade 
allowed between the two countries, Country A should 
specialize in W and Country B in C 

. For illustration of the outcome in terms of world output of W 
and C, suppose that Country A produces 1 less unit of C and 
Country B 1 less unit of W. The result is shown in the following 
table. General Equilibrium of Ricardian Model Assume that the 
labor endowments are, LA = 3000 hours and LB = 5400 hours. 
1. Autarky Equilibrium In autarky competitive behavior will lead 
to the general equilibrium solutions be along each country‗s 
PPF. 2. Trade Equilibrium So far we know that pre-trade price 
of W is lower in Country A than in Country B while the pretrade 
price of C is lower in Country B than in Country A. Q. Can 
these price differentials exist if two countries trade with each 
other? A. No. With free trade, demand for W will rise in A and 
fall in B. Hence, the relative price of W will begin to rise in A 
and fall in B. Similarly, demand for C will fall in A and rise in B 
while the relative price of C (PC=PW) will fall in A and rise in B. 
This process will continue until a new equilibrium is reached in 



which there is no excess demand or supply for any of the 
goods. This new equilibrium is the international trade 
equilibrium. In the trade equilibrium, the price that clears world 
markets for a particular product is called the terms of trade. It is 
the price at which exchange of W and C will take place in our 
hypothetical two-country, two-good world. The range of terms 
of trade of trade for W (relative price of W in trade equilibrium) 
will be (0.33, 1.5). The after trade relative price of W is higher 
than the autarky price in Country A and lower than the autarky 
price in Country B. At this new price, producers in Country A 
can sell (to consumers from both A and B) one bottle of W in 
exchange of 1 pound of C instead of exchanging it with 1/3 
pounds of C. Country A‗s producers will expand their W 
production, while Country B‗s producers shrink it and expand 
their C production as they can exchange 1 pound of C by 1 
bottle of W (instead of 2/3 bottles of W). Country A‗s C 
producers will observe that relative price of C becomes lower 
than 3 and hence cut the production of C. Similarly, B‗s 
producers of W cut their W production. This process will end 
eventually whenever no excess demand or supply left out in 
both industries. 

Given the assumption of COCs, this process will end when 
Country A specializes completely in production of W and 
Country B in production of C. Result: Under assumptions, free 
international trade leads each country to specialize completely 
in the production of its comparative-advantage good. The 
production of lower autarky price good expands, hence trade 
follows the law of comparative advantage. Country A country‗s 
PPF illustrates how much the residents of a country wants to 
trade at a given world price. Its sides tell us how the desired 
exports and imports for a given TOT which in turn determined 
by the absolute value of the slope of the hypotenuse of the 
triangle. Walras Law If there are n markets and n-1 of them are 
in equilibrium then the nth one should be in equilibrium as well. 



This law indicates that the market forces will bring the nth 
market into equilibrium. In international economics the process 
through which the demand and supply interacts and obtains 
equilibrium is known as reciprocal demand. Gains from trade 
The gains from trade can be illustrated in two ways. One way is 
to compare the consumption levels in autarky and in trade. As 
shown in the following graph country A‗s trade consumption 
level is higher than in autarky as the CIC1 lies above CIC0. In 
autarky produce and consume at ‗a‗ but in trade specialize in W 
and produce at ‗b‗ and for each bottle of one sold receive 1 
pounds of C rather than 1/3 pounds. This way increase the 
level of consumption of both goods by consuming at c. 

Wages and trade What is the relationship between international 
trade and payments to factors of production? In the Ricardian 
model we have assumed that labor is the only factors of 
production. So we need to understand the relationship between 
wages and the trade? Recall that we have also assumed that 
perfect competition in product and factor markets. Hence in 
autarky following equations should hold: All prices and wages 
are expressed in local currency. For trade to occur along the 
lines of comparative advantage it must be that when measured 
in the same currency, the pre-trade money price of a country‗s 
comparative advantage good is less than or equal to the pre- 
trade money price of that good in the other country. Suppose 
this holds true for both W and C. That is both W and C are 
cheaper in one country in the autarky. Then following 
conditions must hold: and where S stands for the exchange 
rate that translates units of Country B‗s currency into units of 
Country A‗s. 



Unit 4 

Terms of trade concept and types 

Terms of Trade (TOT) is defined as the ratio of a country’s import 
and export prices. The concept of terms of trade is important in 
economics as it throws light on the extent to which a nation can 
fund its imports based on the returns of its exports. 

In simple words, the concept of TOT studies the import prices in 
relation to export prices to bring to light the monetary position of a 
country. 

For instance, if a nation‗s export prices are more than its import 
prices, then it can purchase more imports at the same price. In 
this case, TOT will tell us that for the same unit of exports, the 
country can purchase more imports. 

Let us understand the concept in depth with a quick example. 

(all units costing 1 USD) 

Country A: 1000 tons of corn, (needs 300), 800 tons of wheat ( 
needs 1000) 

700 surplus corn – 200 deficit wheat= 500 surplus remains 

Country B: 100 tons of corn, (needs 700), 300 tons of wheat 
(needs 100) 

600 deficit corn + 200 surplus wheat = – 400 deficit. 

All prices being equal in our example, we see that the nation with 
a surplus stock is better suited to meet its needs. In other words, 
there is a positive cash flow, and more capital is produced from 
exports than imports. 
Terms of Trade Formula 

https://www.wallstreetmojo.com/cash-flow/


Now that we have a basic understanding let‗s take a look at how it 
is calculated. 

Terms of Trade Formula = (Index of Export Prices Index of 
Import Prices) x 100. 

The basic formula for TOT calculations is 

Basic terms of trade: (The price of exports the price of 
imports) x 100. 

Let us understand this with an example. 

Country A can export 700 tons of corn to Country B = $700 export 
price 

Country A needs to import 200 tons of wheat from Country B= 
$200 import price 

(700200=3.5) x 100 = 350. 

With prices remaining constant at $1 per unit across both 
countries and for both products, the value for Country A‗s terms of 
trade is 350/1, or 350. 

Implications 
 

  If the value of terms of trade is less than 100%, it is considered 
an unfavorable situation. When the value gets lower than 100 %, 
it could signify that the country is earning less money in exports 
and spending more on imports. It may seem like an alarming 
situation as it may indicate that the country is spending more 
money than it is making in exports-imports. 

 A positive TOT shows the value over 100%, reflecting that 
the country is earning more in exports than it is spending on 
imports. 

https://www.wallstreetmojo.com/earnings/


 The calculations of this ratio are not very simplistic, like 1:1 
as multiple export and import figures are involved. Not to 
mention, the changes in the ratio could flow from many 
different reasons throwing a misleading picture. Many 
studies have been conducted repeatedly to understand the 
complex relationship between price volatility and this ratio. 

 Many socio-political causes in relations to economic can 
bring about a change in the ratio. For instance, import prices 
fall on account of over availability of the stock due to a self- 
sufficiency bill passed in the parliament. 

 So, while export prices remain the same, import prices drop. 
This can drastically push the ratio up even though there has 
not necessarily been an improvement in the exports. For this 
reason, different types of terms of trade are used for a 
holistic view of a country‗s economic standing. 

Types of terms of trade 

#1 – Net Barter 
 

It is calculated as the percentage ratio of the export unit value 
indexes to the import unit value indexes, measured relative to the 
base year 2000. 

Also, referred to as commodity terms of trade, it was coined to 
better understand the overall view of the changes in a country‗s 
trading. 

#2 – Gross Barter 
 

It is a ratio of total physical quantities of imports to the total 
physical quantities of a given country‗s exports. It is measured by 

TG = (QM/QX) × 100 where TG is Gross Barter TOT, 

 QM is Aggregate Quantity of Imports and 

https://scholar.harvard.edu/files/jwilliamson/files/w10600.pdf
https://scholar.harvard.edu/files/jwilliamson/files/w10600.pdf


 QX is the Aggregate Quantity of Exports. 

A higher TG can indicate that the country can import more units 
from abroad for the given units of exports. In our example from 
earlier, we easily see that Country A has a higher TG, relative to 
Country B as it can import more units. 

#3 – Income TOT 
 

It is the purchasing power, in terms of (described as) the price of 
imports, calculated as Pm, of the value (price times quantity) of a 
country‗s exports: ITT = PxQx/Pm. 

ITT can increase through an increase in export prices, a rise in 
the number of exports 

and a decrease in imports‗ prices. Overall, it is used as one of the 
measurements of the capacity to import. 

#4 – Single Factorial TOT 
 

It is found by multiplying the net barter with the productivity index 
in the domestic export sector. This is essentially the net barter 
terms of trade corrected for changes in the productivity of export 
goods. 

#5 – Double Factorial TOT 
 

This expresses the change in the productivity of both the 
domestic export industry and the export industries of the foreign 
countries selected. 

It is found by TD = TC (ZX/ZM) 

where 

 TD is the Double Factorial TOT, 



 TC is the Commodity TOT, 
 ZX is the productivity index in the domestic export sector, 
 ZM is the productivity index in the foreign countries‗ export sector, 

or it is an import productivity index. 

#6 – Real Cost TOT 
 

It is the theory that states that an increase in export production 

drives resources away from other sectors of the economy to the 
export sector. 

For example, if farm workers are being used to produce wheat to 
export to other countries, resources like the labor, extraction, 
processing, shipping personnel etc. are 

being pulled from the production to suffice wheat production. 
Those workers could also theoretically be used for community 
farming or processing other grains needed for domestic 
consumption. 

The amount of resources allocated elsewhere or ―utility‖ cost (also 
described as ―sacrifices‖) per unit of resources employed in the 
production of export goods is considered to be the real cost terms 
of trade. Therefore, it accounts for the opportunity cost of 
exporting a good into the overall picture of exports production. 
It is calculated by Tr = Ts. Rx 

Where, 

 TR = Real Cost TOT 
 RX = index of the amount of disutility suffered per unit of the 

resources utlilized in the production of exports goods. 

Also explained as when the single factorial terms of trade are 
multiplied by an index of the relative average utility per unit of 
imported commodities. 



#7 – Utility TOT 
 

This measures the changes in the disutility of producing a unit of 

exports. It also measures the changes in the satisfactions arising 
imports and the indigenous products wasted to produce those 
exports. It is essentially the changes in the real cost tot in terms of 
the utilities wasted. 

It is found by multiplying the real cost terms of trade with an index 
of the relative average utility of imports and domestic commodities 
wasted. 

 



Tariff barriers are the tax or duty imposed on the goods which 
are traded to/from abroad. On the contrary, non-tariff barriers 
are the obstacles to international trade, other than tariffs ..... Trade 
barriers often protect domestic companies by putting restrictions 
on the movement of goods amidst nations.- 

Quotas raise prices just as tariffs do, but, being set in physical 
terms, their impact on imports is direct, with an absolute ceiling 
set on quantity. Increased prices will not bring more goods in. ... 
Like quotas, VERs limit the quantity of trade and therefore tend to 
raise the prices of imported goods. 

Trade barriers such as tariffs raise prices and reduce available 
quantities of goods and services for U.S. businesses and 
consumers, which results in lower income, reduced employment, 
and lower economic output 

NTBs reduce trade through two main channels. Firstly, they 
can increase the cost of doing business. NTBs that raise the cost 
of doing business may be quite specific – such as adherence to 
individual product standards – or more general, such as more 
stringent customs and documentary related procedures. 

 
 
 
 

World Trade Organization (WTO), international 
organization established to supervise and liberalize world trade. 
The WTO is the successor to the General Agreement on Tariffs 
and Trade (GATT), which was created in 1947 in the expectation 
that it would soon be replaced by a specialized agency of 
the United Nations (UN) to be called the International Trade 
Organization (ITO). Although the ITO never materialized, the 
GATT proved remarkably successful in liberalizing world trade 
over the next five decades. By the late 1980s there were calls for 



a stronger multilateral organization to monitor trade and resolve 
trade disputes. Following the completion of the Uruguay Round 
(1986–94) of multilateral trade negotiations, the WTO began 
operations on January 1, 1995. 
Origins 

The ITO was initially envisaged, along with the International 
Monetary Fund (IMF) and the World Bank, as one of the key 
pillars of post-World War II reconstruction and economic 
development. In Havana in 1948, the UN Conference on Trade 
and Employment concluded a draft charter for the ITO, known as 
the Havana Charter, which would have created extensive rules 
governing trade, investment, services, and business and 
employment practices. However, the United States failed to ratify 
the agreement. Meanwhile, an agreement to phase out the use of 
import quotas and to reduce tariffs on merchandise trade, 
negotiated by 23 countries in Geneva in 1947, came into force as 
the GATT on January 1, 1948. 

Although the GATT was expected to be provisional, it was the 
only major agreement governing international trade until the 
creation of the WTO. The GATT system evolved over 47 years to 
become a de facto global trade organization that eventually 
involved approximately 130 countries. Through various 
negotiating rounds, the GATT was extended or modified by 
numerous supplementary codes and arrangements, 
interpretations, waivers, reports by dispute-settlement panels, and 
decisions of its council. 

During negotiations ending in 1994, the original GATT and all 
changes to it introduced prior to the Uruguay Round were 
renamed GATT 1947. This set of agreements was distinguished 
from GATT 1994, which comprises the modifications and 
clarifications negotiated during the Uruguay Round (referred to as 
―Understandings‖) plus a dozen other multilateral agreements on 



merchandise trade. GATT 1994 became an integral part of the 
agreement that established the WTO. Other core components 
include the General Agreement on Trade in Services (GATS), 
which attempted to supervise and liberalize trade; the Agreement 
on Trade-Related Aspects of Intellectual Property Rights (TRIPS), 
which sought to improve protection of intellectual property across 
borders; the Understanding on Rules and Procedures Governing 
the Settlement of Disputes, which established rules for resolving 
conflicts between members; the Trade Policy Review Mechanism, 
which documented national trade policies and assessed their 
conformity with WTO rules; and four plurilateral agreements, 
signed by only a subset of the WTO membership, on civil aircraft, 
government procurement, dairy products, and bovine meat 
(though the latter two were terminated at the end of 1997 with the 
creation of related WTO committees). These agreements were 
signed in Marrakech, Morocco, in April 1994, and, following their 
ratification, the contracting parties to the GATT treaty became 
charter members of the WTO. By the 2020s the WTO had more 
than 160 members. 
Objectives and operation 

The WTO has six key objectives: (1) to set and enforce rules for 
international trade, (2) to provide a forum for negotiating and 
monitoring further trade liberalization, (3) to resolve trade 
disputes, (4) to increase the transparency of decision-making 
processes, (5) to cooperate with other major international 
economic institutions involved in global economic management, 
and (6) to help developing countries benefit fully from the global 
trading system. Although shared by the GATT, in practice these 
goals have been pursued more comprehensively by the WTO. For 
example, whereas the GATT focused almost exclusively on 
goods—though much of agriculture and textiles were excluded— 
the WTO encompasses all goods, services, and intellectual 
property, as well as some investment policies. In addition, the 
permanent WTO Secretariat, which replaced the interim GATT 



Secretariat, has strengthened and formalized mechanisms for 
reviewing trade policies and settling disputes. Because many 
more products are covered under the WTO than under the GATT 
and because the number of member countries and the extent of 
their participation has grown steadily—the combined share of 
international trade of WTO members now exceeds 90 percent of 
the global total—open access to markets has increased 
substantially. 

The rules embodied in both the GATT and the WTO serve at least 
three purposes. First, they attempt to protect the interests of small 
and weak countries against discriminatory trade practices of large 
and powerful countries. The WTO‗s most-favoured-nation and 
national-treatment articles stipulate that each WTO member must 
grant equal market access to all other members and that both 
domestic and foreign suppliers must be treated equally. Second, 
the rules require members to limit trade only through tariffs and to 
provide market access not less favourable than that specified in 
their schedules (i.e., the commitments that they agreed to when 
they were granted WTO membership or subsequently). Third, the 
rules are designed to help governments resist lobbying efforts by 
domestic interest groups seeking special favours. Although some 
exceptions to the rules have been made, their presence and 
replication in the core WTO agreements were intended to ensure 
that the worst excesses would be avoided. By thus bringing 
greater certainty and predictability to international markets, it was 
thought, the WTO would enhance economic welfare and reduce 
political tensions. 
Resolution of trade disputes 

 
The GATT provided an avenue for resolving trade disputes, a role 
that was strengthened substantially under the WTO. Members are 
committed not to take unilateral action against other members. 
Instead, they are expected to seek recourse through the WTO‗s 
dispute-settlement system and to abide by its rules and findings. 



The procedures for dispute resolution under the GATT have been 
automated and greatly streamlined, and the timetable has been 
tightened. 

Dispute resolution begins with bilateral consultations through the 
mediation, or ―good offices,‖ of the director-general. If this fails, an 
independent panel is created to hear the dispute. The panel 
submits a private draft report to the parties for comment, after 
which it may revise the report before releasing it to the full WTO 
membership. Unlike the IMF and the World Bank, both of which 
use weighted voting, each WTO member has only one vote. As in 
the earlier GATT system, however, most decisions are made by 
consensus. Unless one or both of the parties files a notice of 
appeal or the WTO members reject the report, it is automatically 
adopted and legally binding after 60 days. The process is 
supposed to be completed within nine months, and, if an appeal is 
lodged, the WTO Appellate Body hears and rules on any claim of 
legal error within 60 days. Appellate rulings are automatically 
adopted unless a consensus exists among members against 
doing so. 

 

Trade-policy reviews 

The WTO also seeks to increase awareness of the extent and 
effects of trade-distorting policies, a goal that it accomplishes 
through annual notification requirements and through a policy- 
review mechanism. Notices of all changes in members‗ trade and 
trade-related policies must be published and made accessible to 
their trading partners. For many developing countries and 
countries whose economies were formerly centrally planned, this 
requirement was a major step toward more transparent 
governance. The WTO reviews the trade policies of the world‗s 
four largest traders (the European Union, the United States, 
Japan, and China) once every two years, the policies of the 16 
next largest traders once every four years, and the policies of all 



other traders once every six or more years. After extensive 
consultations with the member country under review, the WTO 
Secretariat publishes its review together with a companion report 
by the country‗s government. The process thus monitors the 
extent to which members are meeting their commitments and 
provides information on newly opened markets. It also provides a 
firmer basis for subsequent trade negotiations and the resolution 
of trade disputes. 

 
Assessment 

The pace of international economic integration via the GATT and 
WTO rounds of multilateral trade negotiations has been slower 
and less comprehensive than some members would prefer. Some 
have suggested that there should be additional integration among 
subgroups of (often neighbouring) member economies—e.g., 
those party to the European Union, the North American Free 
Trade Agreement (superseded by the United States-Mexico- 
Canada Agreement, signed in 2018) and the Asia-Pacific 
Economic Cooperation—for political, military, or other reasons. 
Notwithstanding the most-favoured-nation clauses in the 
agreements establishing the WTO, the organization does allow 
such preferential integration under certain conditions. Even 
though many such integration agreements arguably do not involve 
―substantially all trade‖—the WTO‗s main condition—there has 
been little conflict over the formation of free-trade areas 
and customs unions. The most common omissions from such 
agreements are politically sensitive sectors such as agriculture. 

 

 
World Trade Organization protest 

Beginning in the late 1990s, the WTO was the target of fierce 
criticism. Opponents of economic globalization 



(see antiglobalization), and in particular those opposed to the 
growing power of multinational corporations, argued that the WTO 
infringes upon national sovereignty and promotes the interests of 
large corporations at the expense of smaller local firms struggling 
to cope with import competition. Environmental and labour groups 
(especially those from wealthier countries) have claimed that 
trade liberalization leads to environmental damage and harms the 
interests of low-skilled unionized workers. Protests by these and 
other groups at WTO ministerial meetings—such as the 1999 
demonstrations in Seattle, Washington, U.S., which involved 
approximately 50,000 people—became larger and more frequent, 
in part because the development of the Internet and social 
media made large-scale organizing and collective action easier. In 
response to such criticism, supporters of the WTO claimed that 
regulating trade is not an efficient way to protect the environment 
and labour rights. Meanwhile, some WTO members, especially 
developing countries, resisted attempts to adopt rules that would 
allow for sanctions against countries that failed to meet strict 
environmental and labour standards, arguing that they would 
amount to veiled protectionism. 

Despite these criticisms, however, WTO admission remained 
attractive for nonmembers, as evidenced by the increase in the 
number of members after 1995. Most significantly, China entered 
the WTO in 2001 after years of accession negotiations. The 
conditions for Chinese membership were in some ways more 
restrictive than those for developing countries, reflecting the 
concerns of some WTO members that the admission of such a 
large and still somewhat planned economy might have an overall 
negative effect on free trade. 

 

Balance of trade 



Features of Balance of Trade: 

Various features of balance of trade have been explained 

below: 

1. Exports and Imports: 

The elements of the balance of trade are exports and imports. 

Export of goods means movement of goods from domestic 

country to foreign country. The vis-a-vis is known as Imports. 

2. Visible Goods: 

Balance of trade constitutes imports and exports of goods. The 

important features of the goods are that it must be visible, have 

physical structure, size, shape and form. The goods must be seen 

and touched, counted, measured and weighed. 

3. Material Goods: 

Goods constitute our imports and exports must be material. It 

means that non- material goods and services will not constitute 

imports and exports. 

Types of Balance of Trade: 

Figure 2.2. Below illustrates various types of Balance of 

Trade: 



1. Favourable Balance of Trade: 

The situation, wherein country‗s exports exceed imports is a 

situation of favourable or surplus balance of trade. 
 

2. Unfavourable/Deficit Balance of Trade: 

Excess of total value of goods, imported over the total value of 

goods exported is termed as unfavourable or adverse or deficit 

balance of trade. 

It may also be expressed as under: 

 

3. Equilibrium in Balance of Trade: 

 
Equality between the total value of goods exported and total value 

of goods imported is termed as equilibrium in balance of trade. 

It may also be expressed as under: 

 

When looking at a country's current account, it's important to 
understand the four basic components that factor into it: goods, 
services, income, and current transfers. 

Relationship between balance of trade and balance of 
payment . 

Balance of trade (BoT) is the difference that is obtained from 
the export and import of goods. Balance of payments (BoP) is 
the difference between the inflow and outflow of foreign 
exchange. Transactions related to goods are included in BoT. 



Transactions related to transfers, goods, and services are 
included in BoP. 

Balance of trade 

The balance of trade is the distinction between the value of a 
nation‗s imports and exports for a given time frame. The BoT is 
the largest constituent of a nation‗s balance of payments. 
Economists utilise the BoT to compute the associative potency of 
a nation‗s economy. The BoT is also known as the trade balance 
or the international trade balance. 

Balance of payment 

The balance of payment is a statement of all the transactions that 
are made between entities in one nation and the rest of the world 
over a particular time frame, such as a quarter or a year. To put it 
in other words, the BoP is a set of accounts that identifies all the 
commercial transactions operated by the nation in a specific 
period with the remaining nations of the world. It documents a 
record of all the monetary transactions performed globally by the 
nation on goods, services, and income during the year. 

This article is a ready reckoner guide for the students to learn the 
difference between the balance of trade and balance of 
payments. 

 

Balance of trade Balance of payments 

Definition 

Balance of trade or BoT is a 

financial statement that captures the 

nation‗s import and export of 

commodities with the rest of the 

Balance of payment or BoP is a 

financial statement that keeps 

track of all the economic 

transactions by the nation with 

https://byjus.com/commerce/the-balance-of-payments/


world. the rest of the world. 

What does it deal with? 

It deals with the net profit or loss 

that a country incurs from the import 

and export of goods. 

It deals with the proper 

accounting of the transactions 

conducted by the nation. 

Fundamental Difference 

Balance of trade (BoT) is the 

difference that is obtained from the 

export and import of goods. 

Balance of payments (BoP) is 

the difference between the 

inflow and outflow of foreign 

exchange. 

Type of transactions included 

Transactions related to goods are 

included in BoT. 

Transactions related to 

transfers, goods, and services 

are included in BoP. 

Are capital transfers included? 

No Yes 

What is its net effect? 



The net effect of BoT can be either 

positive, negative, or zero. 

The net effect of BoP is always 

zero. 

Here we detail about the four methods adopted to correct 
disequilibrium in balance of payments. 
Method 1# Trade Policy Measures: Expanding Exports and 
Restraining Imports: 
Trade policy measures to improve the balance of payments refer 
to the measures adopted to promote exports and reduce imports. 

Exports may be encouraged by reducing or abolishing export 
duties and lowering the interest rate on credit used for financing 
exports. Exports are also encouraged by granting subsidies to 
manufacturers and exporters. 

Besides, on export earnings lower income tax can be levied to 
provide incentives to the exporters to produce and export more 
goods and services. By imposing lower excise duties, prices of 
exports can be reduced to make them competitive in the world 
markets. 

On the other hand, imports may be reduced by imposing or 
raising tariffs (i.e., import duties) on imports of goods. Imports 
may also be restricted through imposing import quotas, 
introducing licenses for imports. Imports of some inessential items 
may be totally prohibited. 

Before the economic reforms carried out since 1991. India had 
been following all the above policy measures to promote exports 
and restrict imports so as to improve its balance of payments 
position. But they had not achieved full success in their aim to 
correct balance of payments disequilibrium. 

Therefore, India had to face great difficulties with regard to 
balance of payments. At several occasions it approached IMF to 



bail it out of the foreign exchange crisis that emerged as a result 
of huge deficits in the balance of payments. At long last, 
economic crisis caused by persistent deficits in balance of 
payments forced India to introduce structural reforms to achieve a 
long-lasting solution of balance of payments problem. 

Method 2# Expenditure-Reducing Policies: 
The important way to reduce imports and thereby reduce deficit in 
balance of payments is to adopt monetary and fiscal policies that 
aim at reducing aggregate expenditure in the economy. The fall in 
aggregate expenditure or aggregate demand in the economy 
works to reduce imports and help in solving the balance of 
payments problem. 

The two important tools of reducing aggregate expenditure 
are the use of: 
(1) Tight monetary policy and 

(2) Concretionary fiscal policy. 

Tight Monetary Policy: 
Tight monetary is often used to check aggregate expenditure or 
demand by raising the cost of bank credit and restricting the 
availability of credit. For this bank rate is raised by the Central 
Bank of the country which leads to higher lending rates charged 
by the commercial banks. This discourages businessmen to 
borrow for investment and consumers to borrow for buying 
durable consumers goods. 

This therefore leads to the reduction in investment and 
consumption expenditure. Besides, availability of credit to lend for 
investment and consumption purposes is reduced by raising the 
cash reserve ratio (CRR) of the banks and also undertaking of 
open market operations (selling Government securities in the 
open market) by the Central Bank of the country. 



This also tends to lower aggregate expenditure or demand which 
will helps in reducing imports. But there are limitations of the 
successful use of monetary policy to check imports, especially in 
a developing country like India. This is because tight monetary 
policy adversely affects investment increase in which is necessary 
for accelerating economic growth. 

If a developing country is experiencing inflation, tight monetary 
policy is quite effective in curbing inflation by reducing aggregate 
demand. This will help in reducing aggregate expenditure and, 
depending on the income propensity to import, will curtail imports. 
Besides, tight monetary policy helps to reduce prices or lower the 
rate of inflation. Lower price level or lower inflation rate will curb 
the tendency to import, both on the part of businessmen and 
consumers. 

But when a developing country like India is experiencing 
recession or slowdown in-economic growth along with deficits in 
balance of payments, use of tight monetary policy that reduces 
aggregate expenditure or demand will not help much as it will 
adversely affect economic growth and deepen economic 
recession. Therefore, in a developing country, monetary policy 
has to be used along with other policies such as a appropriate 
fiscal policy and trade policy to tackle the problem of 
disequilibrium in the balance of payments. 

Contractionary Fiscal Policy: 
Appropriate fiscal policy is also an important means of reducing 
aggregate expenditure. An increase in direct taxes such as 
income tax will reduce aggregate expenditure. A part of reduction 
in expenditure may lead to decrease in imports. Increase in 
indirect taxes such as excise duties and sales tax will also cause 
reduction in expenditure. 

The other fiscal policy measure is to reduce Government 
expenditure, especially unproductive or non-developmental 



expenditure. The cut in Government expenditure will not only 
reduce expenditure directly but also indirectly through the 
operation of multiplier. 

It may be noted that if tight monetary and contractionary fiscal 
policies succeed in lowing aggregate expenditure which causes 
reduction in prices or lowering the rate of inflation, they will work 
in two ways to improve the balance of payments. First, fall in 
domestic prices or lower rate of inflation will induce people to buy 
domestic products rather than imported goods. Second, lower 
domestic prices or lower rate of inflation will stimulate exports. 
Fall in imports and rise in exports will help in reducing deficit in 
balance of payments. 

However, it may be emphasised again that the method of 
reducing expenditure through contractionary monetary and fiscal 
policies is not without limitations. If reduction in aggregate 
demand lowers investment, this will adversely affect economic 
growth. T 

Thus, correction in balance of payments may be achieved at the 
expense of economic growth. 

Further, it is not easy to reduce substantially government 
expenditure and impose heavy taxes as they are likely to affect 
incentives to work and invest and invite public protest and 
opposition. We thus see that correcting the balance of payments 
through contractionary fiscal policy is not an easy matter. 

Method 3# Expenditure – Switching Policies: Devaluation 
A significant method which is quite often used to correct 
fundamental disequilibrium in balance of payments is the use of 
expenditure-switching policies. Expenditure switching policies 
work through changes in relative prices. Prices of imports are 
increased by making domestically produced goods relatively 
cheaper. Expenditure switching policies may lower the prices of 



exports which will encourage exports of a country. In this way by 
changing relative prices, expenditure-switching policies help in 
correcting disequilibrium in balance of payments. 

The important form of expenditure switching policy is the 
reduction in foreign exchange rate of the national currency, 
namely, devaluation. By devaluation we mean reducing the value 
or exchange rate of a national currency with respect to other 
foreign currencies. It should be remembered that devaluation is 
made when a country is under fixed exchange rate system and 
occasionally decides to lower the exchange rate of its currency to 
improve its balance of payments. 

Under the Bretton Woods System adopted in 1946, fixed 
exchange rate system was adopted, but to correct fundamental 
disequilibrium in the balance of payments, the countries were 
allowed to make devaluation of their currencies with the 
permission of IMF. Now, Bretton Woods System has been 
abandoned and most of the countries of the world have floated 
their currencies and have thus adopted the systeem of flexible 
exchange rates as determined by market forces of demand for 
and supply of them. 

However, even in the present flexible exchange rate system, the 
value of a currency or its exchange rate as determined by 
demand for and supply of it can fall. Fall in the value of a currency 
with respect to foreign currencies as determined by demand and 
supply conditions is described as depreciation. 

If a country permits its currency to depreciate without taking 
effective steps to check it, it will have the same effects as 
devaluation. Thus, in our analysis we will discuss the effects of fall 
in value of a currency whether it is brought about through 
devaluation or depreciation. In July 1991, when India was under 
Bretton-Woods fixed exchange rate system, it devalued its rupee 



to the extent of about 20%. (From Rs. 20 per dollar to Rs. 25 per 
dollar) to correct disequilibrium in the balance of payments. 

Now, the question is how devaluation of a currency works to 
improve balance of payments. As a result of reduction in the 
exchange rate of a currency with respect to foreign currencies, 
the prices of goods to be exported fall, whereas prices of imports 
go up. This encourages exports and discourages imports. With 
exports so stimulated and imports discouraged, the deficit in the 
balance of payments will tend to be reduced. 

Thus policy of devaluation is also referred to as expenditure 
switching policy since as a result of reduction of imports, people 
of a country switches their expenditure on imports to the 
domestically produced goods. It may be noted that as a result of 
the lowering of prices of exports, export earnings will increase if 
the demand for a country‗s exports is price elastic (i.e., er > 1). 
And also with the rise in prices of imports the value of imports will 
fall if a country‗s demand for imports is elastic. If demand of a 
country for imports is inelastic, its expenditure on imports will rise 
instead of falling due to higher prices of imports. 
Devaluation: Marshall Lerner Condition. It is clear from above that 
whether devaluation or depreciation will lead to the rise in export 
earnings and reduction in import expenditure depends on the 
price elasticity of foreign demand for exports and domestic 
demand for imports. 

Marshall and Lerner have developed a condition which states that 
devaluation will succeed in improving the balance of payments if 
sum of price elasticity of exports and price elasticity of imports is 
greater than one. Thus, according to Marshall-Lerner Condition, 
devaluation improves balance of payments if 

ex + em > 1 
where 



ex stands for price elasticity of exports 
em stands for price elasticity of imports 
If in case of a country ex + em < 1, the devaluation will adversely 
affect balance of payments position instead of improving it. If ex + 
em = 1, devaluation will leave the disequilibrium in the balance of 
payments unchanged. 
Income-Absorption Approach to Devaluation: 
Further, for devaluation to be successful in correcting 
disequilibrium in the balance of payments a country should have 
sufficient exportable surplus. If a country does not have adequate 
amount of goods and services to be exported, fall in their prices 
due to devaluation or depreciation will be of no avail. 

This can be explained through income-absorption approach put 
forward by Sidney S Alexander. According to this approach, trade 
balance is the difference between the total output of goods and 
services produced in a country and its absorption by it. 

By absorption of output of goods and services we mean how 
much of them is used up for consumption and investment in that 
country. That is, absorption means the sum of consumption and 
investment expenditure on domestically produced goods and 
services. 

Expressing algebraically we have; 
B = Y – A 

Where: 

B = trade balance or exportable surplus 

Y = national income or value of output of goods and services 
produced 

A = Absorption or sum of consumption and investment 
expenditure 



It follows from above that if expenditure or absorption is less than 
national product, it will have positive trade balance or exportable 
surplus. To create this exportable surplus, expenditure on 
domestically produced consumer and investment goods should 
be reduced or national product must be raised sufficiently. 

To sum up, it follows from above that for devaluation or 
depreciation to be successful in correcting disequilibrium in the 
balance of payments, the sum of price elasticities of demand for a 
country s exports and imports should be high (that is, greater than 
one) and secondly it should have sufficient exportable surplus. 
The devaluation will also not be successful in the achievement of 
its aim if other countries retaliate and make similar devaluation in 
their currencies and thus competitive devaluation of the exchange 
rate may start. 

After Independence India devalued its currency three times, first 
in 1949, the second in June 1966 and third in July 1991 to correct 
the disequilibrium in the balance of payments. The devaluation of 
June 1966 was not successful for some time to reduce deficit in 
the balance of payments. 

This is because the demand for bulk of our traditional exports was 
not very elastic and also we could not reduce our imports despite 
their higher prices. However devaluation of July 1991 proved 
quite successful as after it our exports grew at a rapid rate for 
some years and growth of imports remained within safe limits. 

Method 4# Exchange Control: 
Finally, there is the method of exchange control. We know that 
deflation is dangerous; devaluation has a temporary effect and 
may provoke others also to devalue. Devaluation also hits the 
prestige of a country. These methods are, therefore, avoided and 
instead foreign exchange is controlled by the government. 



Under it, all the exporters are ordered to surrender their foreign 
exchange to the central bank of a country and it is then rationed 
out among the licensed importers. None else is allowed to import 
goods without a licence. The balance of payments is thus rectified 
by keeping the imports within limits. 

After the Second War World a new international institution‗ 
International Monetary Fund (IMF)‗ was set up for maintaining 
equilibrium in the balance of payments of member countries for a 
short term. Member countries borrow from it for a short period to 
maintain equilibrium in the balance of payments. IMF also advises 
member countries how to correct fundamental disequilibrium in 
the balance of Payments when it does arise. It may, however, be 
mentioned here that no country now needs to be forced into 
deflation (and so depression) to root out the causes underlying 
disequilibrium as had to be done under the gold standard. On the 
contrary, the IMF provides a mechanism by which changes in the 
rates of foreign exchange can be made in an orderly fashion. 

Conclusion: 
In short, correction of disequilibrium calls for a judicious 
combination of the following methods: 
(i) Monetary and fiscal changes affecting income and prices in the 
country; 

(ii) Exchange rate adjustment, i.e., devaluation or appreciation of 
the home currency; 

(iii) Trade restrictions, i.e., tariffs, quotas, etc.; 

(iv) Capital movement, i. e., borrowing or lending aboard; and 

(v) Exchange control. 

No reliance can be placed on any single tool. There is room for 
more than one approach and for more than one device. But the 



application of the tools depends on the nature of the 
disequilibrium. 

There are, we have said, three types of disequilibrium: 
(1) Cyclical disequilibrium, 

(2) secular disequilibrium, 

(3) Structural disequilibrium (at the goods and the factor level). 

It is more appropriate that fiscal measures should be used to 
correct cyclical disequilibrium in the balance of payments. To 
correct structural disequilibrium adjustment in exchange rate 
should be avoided. Capital movements are needed to offset deep- 
seated forces in secular disequilibrium. 

The main methods of desirable adjustment are, therefore, 
monetary and fiscal policies which directly affect income, and 
exchange depreciation (that is, devaluation) which affects prices 
in the first instance. Devaluation or depreciation of exchange rate 
can also have income effect through price effects. Monetary and 
fiscal policies affect relative prices also. 



 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

Unit 5 

trends and directions of india‗s foreign trade 

https://ficci.in/SPdocument/20858/Trends_in_India's_Foreign_Tra 
de.pdf 

 
 
 
 
 
 

Exchange rate and theories of Exchange Rates 

For the determination of the par values of different currencies, 
alternative theoretical explanations have been given. 

Some of the prominent explanations or theories include: 1. Mint 
Parity Theory 2. The Purchasing Power Parity Theory 3. The 

https://ficci.in/SPdocument/20858/Trends_in_India%27s_Foreign_Trade.pdf
https://ficci.in/SPdocument/20858/Trends_in_India%27s_Foreign_Trade.pdf


Balance of Payments Theory 4. The Monetary Approach to 
Foreign Exchange 5. Portfolio Balance Approach. 

1. The Mint Parity Theory: 
The earliest theory of foreign exchange has been the mint parity 
theory. This theory was applicable for those countries which had 
the same metallic standard (gold or silver). Under the gold 
standard, countries had their standard currency unit either of gold 
or it was freely convertible into gold of a given purity. 

The value of currency unit under gold standard was defined in 
terms of weight of gold of a specified purity contained in it. The 
central bank of the country was always willing to buy and sell gold 
upto an unlimited extent at the given price. The price at which the 
standard currency unit of the country was convertible into gold 
was called as the mint price. 

Suppose the official price of gold in Britain was £ 20 per ounce 
and in the United States it was $ 80 per ounce, these were the 
mint prices of gold in the two countries. The rate of exchange 
between these two currencies would be determined as £ 20 = $ 
80 or £ 1 = $ 4. 

This rate of exchange determined on weight-to-weight basis of the 
metallic contents of currencies of the two countries was called 
mint par of exchange or the mint parity. So the mint par values of 
the two currencies determined the basic rate of exchange 
between them. 

Under the gold standard, the balance of payments adjustments 
were made through the free international flows of gold. The export 
and import of gold involved costs of packing, freight, insurance, 
interest etc. Consequently, the actual rate of exchange between 
two currencies could vary above and below the mint parity by the 
extent of cost of gold export. 



In order to illustrate it, the supposition is taken that the U.S. has a 
BOP deficit with Britain. It is adjusted through the export of gold to 
Britain. The mint parity between pound and dollar is £ 1 = $ 4. 
The cost of exporting gold including freight, insurance, packing, 
interest etc. of gold worth $ 4 is 0.04 dollar. So the U.S. importers 
have to pay 4.04 dollars (4+.04) for each pound. 

No U.S. importer will pay more than 4.04 dollars for one British 
pound because he can buy 4 dollar worth of gold from the U.S. 
treasury and transport it to Britain and obtain 1 pound in 
exchange of that. 

Therefore, the exchange rate between dollar and pound at the 
maximum can be £ 1 = $ 4.04. This exchange rate signifies U.S. 
gold export point or upper specie point. Similarly, the exchange 
rate of pound could not fall below $ 3.96 dollars, in case the 
United States had a BOP surplus resulting in flow of gold from 
Britain to that country. 

If the rate of exchange were lower than £ 1 = $ 3.96, the exporter 
would have preferred to import gold from Britain. This rate of 
exchange (£ 1 = $ 3.96) is the U.S. gold import point or lower 
specie point. The upper and lower specie points prescribe the 
limits within which the fluctuation can take place in the market rate 
of exchange. 

The determination of the rate of exchange, according to mint 
parity theory, can be explained through Fig. 22.6. 

In Fig. 22.6, the amount of foreign exchange is measured along 
the horizontal scale and the exchange rate is measured along the 
vertical scale. DD1 and SS1 are the demand and supply curves of 
foreign exchange. The equilibrium market rate of exchange 
between dollar and pound sterling is determined by the 
intersection of DD1 and SS1 curves at E. 



The equilibrium rate of exchange is OR at which the quantity of 
foreign exchange demanded and supplied is OQ. The horizontal 
line drawn at M denotes mint-parity (£ 1 = $ 4). The mint parity 
and market rate of exchange do not necessarily coincide. 

The horizontal lines drawn at U and L denote the gold export point 
or upper specie point and gold import point or lower specie point 
respectively. The horizontal portion S1 of the supply curve 
SS1 corresponds with the upper specie point. 
It indicates that no American would pay more than $ 4.04 for each 
pound. He can get any quantity of pounds at the price of $ 4.04 by 
exporting gold so that the supply function becomes horizontal or 
perfectly elastic at the upper specie point. D1 part of the demand 
function DD1 is again horizontal and it corresponds with the lower 
specie point L. 
At the exchange rate £ 1 = $ 3.96, there can be an unlimited dem 
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pound. He can get any quantity of pounds at the price of $ 4.04 by 
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perfectly elastic at the upper specie point. D1 part of the demand 
function DD1 is again horizontal and it corresponds with the lower 
specie point L. 
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In Fig. 22.6, the amount of foreign exchange is measured along 
the horizontal scale and the exchange rate is measured along the 
vertical scale. DD1 and SS1 are the demand and supply curves of 
foreign exchange. The equilibrium market rate of exchange 
between dollar and pound sterling is determined by the 
intersection of DD1 and SS1 curves at E. 
The equilibrium rate of exchange is OR at which the quantity of 
foreign exchange demanded and supplied is OQ. The horizontal 
line drawn at M denotes mint-parity (£ 1 = $ 4). The mint parity 
and market rate of exchange do not necessarily coincide. 



The horizontal lines drawn at U and L denote the gold export point 
or upper specie point and gold import point or lower specie point 
respectively. The horizontal portion S1 of the supply curve 
SS1 corresponds with the upper specie point. 
It indicates that no American would pay more than $ 4.04 for each 
pound. He can get any quantity of pounds at the price of $ 4.04 by 
exporting gold so that the supply function becomes horizontal or 
perfectly elastic at the upper specie point. D1 part of the demand 
function DD1 is again horizontal and it corresponds with the lower 
specie point L. 
At the exchange rate £ 1 = $ 3.96, there can be an unlimited 
demand 

for pounds by the Americans so that the demand curve becomes 
perfectly elastic at the lower specie point. If the rate of exchange 
falls below the lower specie point, the U.S. will prefer to import 
gold from Britain. It, therefore, lies down that the rate of exchange 
can lie only within the limits of the upper and lower specie points 
or within the gold-export and gold-import points. 

The mint parity theory of foreign exchange rate highlighted two 
important facts. Firstly, the actual rate of exchange can differ from 
the equilibrium rate of exchange. Secondly, under gold standard, 
there are specified limits beyond which the fluctuations in the rate 
of exchange cannot take place. 

The mint parity theory was severely criticized on the various 
grounds. Firstly, the international gold standard has been 
completely abandoned since its breakdown under the weight of 
depression of 1930‗s. It is, therefore, unrealistic to analyse the 
rate of exchange 

presently in terms of mint parities. Secondly, the theory 
presupposed the free international gold movements. 



The modern governments do not permit the free buying and 
selling of gold internationally. In these circumstances, the mint 
parity theory of exchange rate has little relevance. Thirdly, most of 
the countries at present are having inconvertible paper 
currencies. In such a system, the mint parity theory cannot at all 
determine the rate of exchange. 

In view of the above shortcomings, the traditional mint-parity 
theory does not have any practical significance in the field of 
determination of foreign exchange rate. It is absolutely not more 
than an academic exercise in the modern times. 

2. The Purchasing Power Parity Theory: 
The purchasing power parity theory enunciates the determination 
of the rate of exchange between two inconvertible paper 
currencies. Although this theory can be traced back to Wheatley 
and Ricardo, yet the credit for developing it in a systematic way 
has gone to the Swedish economist Gustav Cassel. 

This theory states that the equilibrium rate of exchange is 
determined by the equality of the purchasing power of two 
inconvertible paper currencies. It implies that the rate of exchange 
between two inconvertible paper currencies is determined by the 
internal price levels in two countries 

There are two versions of the purchasing power parity 
theory: 
(i) The Absolute Version and 

(ii) The Relative Version. 

(i) The Absolute Version: 
According to this version of the purchasing power parity theory, 
the rate of exchange should normally reflect the relation between 
the internal purchasing power of the different national currency 
units. In other words, the rate of exchange equals the ratio of 



outlay required to buy a particular set of goods at home as 
compared with what it would buy in a foreign country. It may be 
illustrated with an example. 

Suppose 10 units of commodity X, 12 units of commodity Y and 
15 units of commodity Z can be bought through spending Rs. 
1500 and the same quantities of X, Y and Z commodities can be 
bought in the United States at an outlay of 25 dollars. It signifies 
that the purchasing power of 25 dollars is equivalent to that of Rs. 
1500 in their respective countries. That can form the basis for 
determining the rate of exchange between rupee and dollar. 

The exchange rate between them can be expressed as: 

 



 
 

The absolute version of the purchasing power parity theory is, no 
doubt, quite simple and elegant, yet it has certain shortcomings. 
Firstly, this version of determining exchange rate is of little use as 
it attempts to measure the value of money (or purchasing power) 
in absolute terms. In fact, the purchasing power is measured in 
relative terms. Secondly, there are differences in the kinds and 
qualities of products in the two countries. 

These diversities create serious problem in the equalisation of 
product prices in different countries. Thirdly, apart from the 
differences in quality and kind of goods there are also differences 
in the pattern of demand, technology, transport costs, tariff 
structures, tax policies, extent of state intervention and control 
and several other factors. These differences prohibit the 
measurement of exchange rate in two or more currencies in strict 
absolute terms. 

(ii) The Relative Version: 
The relative version of Cassel‗s purchasing power parity theory 
attempts to explain the changes in the equilibrium rate of 



exchange between two currencies. It relates the changes in the 
equilibrium rate of exchange to changes in the purchasing power 
parities of currencies. In other words, the relative changes in the 
price levels in two countries between some base period and 
current period have vital bearing upon the exchange rates of 
currencies in the two periods. 

According to this version, the equilibrium rate of exchange in the 
current period (R1) is determined by the equilibrium rate of 
exchange in the base period (R1) and the ratio of price indices of 
current and base period in one country to the ratio of price indices 
of current and base periods in the other country. 

 
To illustrate, it is supposed that the original or base period rate of 
exchange between rupee and dollar was $ 1 = Rs. 50. The price 
index in India (country B) in the current period (PB1) is 180 and the 
price index in the U.S.A. (country A) in the current period is 150. 
The price indices of two countries in the base period were 100. 

 

 
It shows that rupee has depreciated while dollar has 

appreciated between the two periods. 

If the price level in India (B) has risen between the two periods at 
a relatively lesser rate than in the U.S.A., the exchange rate of 
rupee with dollar will appreciate. The dollar on the opposite will 
show some depreciation. 



 

 

Currency appreciation is a situation of a fall in exchange rate. Less 
rupees are needed to buy one dollar. Increase in supply and 
decrease in demand for foreign exchange cause appreciation of 
domestic currency. 

 

Currency depreciation is a situation of a rise in exchange rate. More 

rupees are needed to buy one dollar. Increase in demand and 

decrease in supply for foreign exchange cause depreciation of 

domestic currency. 

 
Currency appreciation is an increase in the value of currency 
comparing to another currency. There are number of reasons that 
contribute currency appreciation, including government policy, 
interest rates, trade balances and business cycles. Currency 
appreciation happens in a floating exchange rate system, so a 
currency appreciates when the value of one goes up compared to 
another. In other word, appreciation takes place when exchange 
rates change, allowing for the purchase of more units of a 
currency. 

 
Currency depreciation is an opposite of currency appreciation, it is 
a fall in the value of a currency in a floating exchange rate 
system. Currency depreciation can occur due to any number of 
reasons – economic fundamentals, interest rate differentials, 
political instability, risk aversion among investors and so on. 

 
Easy monetary policy and high inflation are two of the leading 
causes of currency depreciation. In a low interest-rate 
environment, hundreds of billions of dollars chase the highest 
yield. Expected interest rate differentials can trigger a bout of 
currency depreciation. While higher inflation is combated with 
central banks increasing interest rates, too much inflation is seen 



as a threat to stability, hence the likelihood of currency 
depreciation. 

 
Additionally, inflation can lead to higher input costs for export 
which makes a nation‗s exports less competitive in global 
markets, which will widen the trade deficit and cause the currency 
to depreciate. 

 
 

How, exactly, do we define currency appreciation and 
depreciation? 

 
Appreciation and depreciation of the currency can be very simple 
to identify. For example, USD/JPY = 100. The first of the two 
currencies (USD) is the base currency and represents a single 
unit, or the number 1 in the case of a fraction such as 1/100. The 
second is the quoted currency and is represented by the rate as 
the amount of that currency needed to equal one unit of the base 
currency. The way this quote reads is: One U.S. dollar buys 100 
units of Japanese yen. 

 
For the purposes of currency appreciation, the rate directly 
corresponds to the base currency. For example, If the rate 
increases to 110, then one U.S. dollar now buys 110 units of 
Japanese yen and if the currency depreciate that means one U.S. 
dollar can only buy Japanese yen in the value of less than 100. 
Therefore, the currency depreciation and appreciation can have a 
part in contributing exports and imports. 

 
 

How does a change in currency affects exports and imports? 



Since the exchange rate has an effect on the trade surplus or 
deficit, a weaker domestic currency stimulates exports and makes 
imports more expensive. Conversely, a strong domestic currency 
hampers exports and makes imports cheaper. 

 
The example to illustrate this concept is, for example, an 
electronic component priced at $10 in the U.S. that will be 
exported to India. Assume the exchange rate is 50 rupees to the 
U.S. dollar. Ignoring shipping and other transaction costs such as 
import duties for the moment, the $10 item would cost the Indian 
importer 500 rupees. Now, if the dollar strengthens against the 
Indian rupee to a level of 55, assuming that the U.S. exporter 
leaves the $10 price for the component unchanged, its price 
would increase to 550 rupees ($10 x 55) for the Indian importer. 
This may force the Indian importer to look for cheaper 
components from other locations. The 10% appreciation in the 
dollar versus the rupee has thus diminished the U.S. exporter‗s 
competitiveness in the Indian market. 

 
To conclude, when a country has stronger value of currency or 

appreciation, they can import more goods and services from 

another country (assuming that the currency of exporting country 

remains the same.) than what they used to. And in the opposite 

way, if depreciation occurs in a country,no matter what the reason 

is, the number of product that they used to buy will be lesser in 

the same amount of money. 

 
Foreign Trade Policy is a set of guidelines and instructions 

established by the DGFT in matters related to the import and 

export of goods in India. The Government of India, Ministry of 

Commerce and Industry announces Export Import Policy every 

five years. 



1) To double the percentage share of global merchandise trade 

within the next five years. 

2) To act as an effective instrument of economic growth by giving 

a thrust to employment generation. Agriculture and industry has 

shown remarkable resilience and dynamism in contributing to a 

healthy growth in exports. 


