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CHAPTER 1

INTRODUCTORY

1.1. Background and Motivation

The analysis of foreign trade policies (or trade policies, in brief,
throughoutj as it is related to trade liberalisation has received a significant
attention in the recent literature on international trade. Broadly speaking,
the term trade policy refers to all policies which have an apparent bearing,
either directly or indirectly, on the export performance and/or import

behaviour of goods and services in the country.

In general, a trade policy may be a free trade policy or a non-free trade
policy. A free trade policy may refer to a situation of absence of barriers
(tarfl and non-tariff ) for the free and perfect movement of goods and
services and the mobility of the factors of production. On the other hand, a
non-free trade policy may refer to a protectionist trade policy wherein, for
instance, domestic industries are protected from foreign competition
through (a) subsidies to enable them to compete with cheap foreign goods,
and (b) import restrictions by imposing tariffs in the form of advalorem and

specific or by way of non-tariff barmers like quotas.

On the other hand, trade policy may be characterised as inward or
outward oriented. An inward oriented- trade policy implies bias against
exports, and emphasises on import substitution strategy and protection to
domestic industry. On the other hand, an outward oriented strategy
provides incentives, which are neutral between production for domestic

markets and exports. Thus, outward oriented strategy is neither a



discrimination against exports or imports nor biased against import
substitution strategy. Since international trade is encouraged, this approach
1s often referred to as an export promotion strategy. Specificaily, the
outward-oriented trade strategy measures involve substantial liberalization
in terms of de-controlling foreign exchange transactions, reduce export
controls and state trading, remove import quotas, import licensing and
other quantitative restrictions. These measures are aimed at (a) reducing
the bias against exports as opposed to domestic sales and distortions in the
allocation of resources, (b) increasing competition, (¢) promoting a closer
alignment of domestic prices of tradable goods with international prices, and
(d) increasing participation in the international division of labour through
export expansion and diversification. However, as UNCTAD (1993)
emphasised that “the expansion of exports was expected to give a new
impulse to economic activities, raise foreign exchange proceeds to service
debt and mitigate the often severe constraints on import capacities, to
expand investment at a more rapid rate and thus accelerate their economic

development” (p.324).

Trade liberalisation comprises reduction or removal of restrictive
measures that directly or indirectly affect trade activities, such as, monetary
and fiscal policies, industrial policies, import tariff and export subsidy
policies and quantitative controls of various kinds etc. In recent years, trade
liberalisation is the core of a more comprehensive set of structural
adjustment measures which have often been adopted in response to the
conditional finance available from multi-lateral institutions the World Bank
and the IMF. They have mainly involved in the removal of import quotas and
other quantitative restrictions or their conversion into tariffs; subsequent
reduction of the level and the dispersion of import tariff rates and/or
reduction of import taxes. Thus, trade liberalisation is an important step

towards the outward oriented trade policy.



In the late 1970’s and early 1980’s, developing countries were hit by a
series of severe external shocks - rapidly changing oil prices, rising interest
rates, and worsening terms of trade as the international prices of primary
commodities began to fall. In many countries the initial response to the
adverse balance of payments position was to tighten import restrictions,
where as several other countries undertook either voluntarily, or at the
behest of the World Bank, trade policy reforms aimed at making their
economies open and their production more competitive, In general, the most
important features of trade reforms include the following. First, a move from
quantitative restrictions to tariffs, as it would link domestic prices to foreign
prices, Second, a reduction in average tariff rates and their dispersion
across sectors; Third, a direct promotion of exports (e.g. by reduction in
export taxes) to offset the bias arising out of import tariff. Fourth, a
reduction in burdensome bureaucratic procedures, such as rules,
regulations, procedures, controls, red-tapism etc, and thereby increase
transparency. Fifth, a more competitive environment for promotion of
efficiency by improving resource allocation and achieving competitive
production structure and thereby both growth and employment. Thus, trade

liberalisation constitutes the centrepiece of trade policy reforms.

Thus the World Development Report (1988) argued “Trade Reform
means policies that reduce protection. An open trading system is a powerful
force for sustained growth and industrial expansion. With trade, enterprises
are bound by narrow domestic markets, but can expand to sell their goods
and services in the international market. The economic efficiency gains from

trade liberalisation in industrial countries are essential if output is to grow
rapidly”. (pg. 34)

In the Indian context, the liberalisation of foreign trade policy that
started in the early 1980’s continued through the late 1980’s as well.

However, in the recent past, trade policy reforms were initiated along with



the on-going national economic reforms since July 1991 with greater
emphasis. These reforms have two components. First, stabilisation part
which aims, in the short-run, at reducing the level of aggregate demand bv:
{a) reducing current account deficit (e.g. as a percentage of GDP) which is
called the external stabilization programme, and (b) reducing the domestic
rate of inflation which is called the internal stabilisation programme.
Second, the structural adjustment part which aims, in medium/long
term, at increasing the level of supply/rate of growth of output by:
(a) shifting resources from import production activities to export promotion
activities, (b) increasing the degree of openness of the economy, (c) shifting
resources from government sector to private sector activities, (d) changing
the structure of incentives and institutions such that reliance on market is

increased or the role of the state is reduced.

It should be emphasised that one of the main reasons for the
initiation of Reforms was on account of the crisis in the external sector. For
instance, the current account deficit that rose from an average of 1.3 per
cent of GDP during 1980-85 to 2.2 per cent during 1985-90 increased to 3.2
per cent in 1990-91. The foreign exchange reserves in 1991 had reached an
all time low of US $ 2236 million which was just enough to pay for three
weeks of imports. It was at this critical economic situation that the
Government initiated trade policy reforms with a view, among others, to
improve balance of payments position. Thus trade policy reforms have been
the core of the Reforms.

The trade reforms include export policy which comprises measures for
export promotion and liberalisation and import policy which comprises of
measures for import regulation and liberalisation. In fact, from time to time,
various measures for regulation of imports, and promotion and
liberalisation of exports have been announced through the Export-import

(EXIM} policy. The main objective of the export and import policy measures



has been to integrate the Indian economy into the global economy, balance
domestic demand and supply with the help of trade and allow the full
exploitation of the country's dynamic comparative advantage (i.e. changes in
a country's relative production efficiency and, hence, trade performance over
a period of time rather than at a point of time, eliminate licensing and
discretionary controls; provide reasonable protection to Indian industry;
promote productivity, modernisation and competitiveness of Indian
industry; and simplify and streamline the procedures governing exports and

imports.

Over the years, the working of these various trade policy reform
measures have given rise to several policy issues and questions. For
instance, what is the impact of trade reform measures on the volume,
growth, composition, and direction/sources of exports and imports? What is
the nature and magnitude of changes in exports and/imports during the
years of trade reform? What are the basic trade policy instruments and their
essential elements in influencing trade policy variables, namely, exports and
imports? How do we define and quantify the impact of changes in exports
and imports from the viewpoint of domestic welfare? Can we define domestic
welfare only in terms of national income, or only from the viewpoint of
production, in the context of assessing the impact of trade reform
measures? Which of the trade policy instruments is most effective in
maximising domestic welfare in India? What are the different phases of
trade regimes that India has gone through and currently it is in which
phase? Does outward orientation imply positive welfare? What lessons India
may draw from the experience of other countries that have a record of
successful trade policy reforms? What are the relationships between India’s
domestic trade policy reforms and changes in global trade policy

experiences, say under WTO, the World Bank and globalisation

phenomenon?



To find a plausible answer to the above questions is professionally
interesting as well as policy relevant. In the ultimate analysis, the policy
relevance of the answers lies in providing the trade policy reforms with both
welfare foundations and justification. To derive this policy implication is the

basic motivation for the study.

1.2. Review of Literature

In what follows, a detailed review of literature is presented with a view
to understanding how the questions raised above have been theoretically
and empirically analysed in the literature, both in the context of India and

elsewhere in the world.

For analytical purposes, the review of literature is broadly divided into
international and Indian studies. Under these studies, major theoretical,
empirical (econometric and statisticall] and descriptive approaches to
analysing trade policy reform and its impact are covered. The purpose of this
review of literature is to identify researchable issues, or research gaps, to be

focussed in the study.

It must be admitted that this review of literature is not a survey of
literature on the subject, as there exists, several excellent and
comprehensive surveys in the literature, such as, Bhagwati (1988) on
export-promoting trade strategy, Balassa (1989) on outward-orientation
studies at the international level and Krueger (1995) on trade policies In
developing countries. In addition, the recent review, available on
international studies, is by Edwards (1993) and for India by Srinivasan
(1994).

For instance, Edwards focuses, among others, on evolution of

general trade policy in terms of competing strategies between import-led

6



industrialisation and export-led growth; review of various inter-related
concepts, such as, trade liberalisation, trade orientation, trade reforms,
outward-orientation, free trade, openness etc, with emphasis on
measurement issues in terms of constructing subjective and objective
indices of trade liberalisation; analysis of different stages of trade
liberalisation; theoretical and empirical studies (i.e. statistical and
econometric ) on the impact of trade liberalisation on growth, exports
and employment etc. On the other hand, Srinivasan analyses India’s
development strategy since independence in terms of objectives (e.g. growth,
self-reliance and social justice} and policy initiatives (e.g. licensing) under
the five-year plan as well as a dominant role for the state (e.g. public sector)
in the development process. In addition, the distinct analytical phases and
changes overtime in the foreign trade regime in India are presented. An
important conclusion of Srinivasan’s paper is that India’s development
strategy based on import substituting industrialisation and system of
controls did not realise the set objectives of self-reliance, growth and
eradication of poverty. Thus, the import-substitution policy followed by India
in the early years had led to immiserisation of growth, uncompetitive
industrial sector, precarious balance of payments position and rampant

rent-seeking and corruption of social, economic and political system.

In what follows, the review of literature is focussed on studies which,
among others, supplement and complements the findings of Edwards {1993)

and Srinivasan (1994), and focuses on issues in the context of this study.

1.2.1 International Studies

Feder (1982) provides a clear analytical basis for a systematic and
empirical study on the relationship between exports and economic growth.
The analytical part of the study explains two ways by which exports

influence growth. First, through positive externalities of the export sector on



the non-export sector. Secondly, through greater productivity differential, as
compared to the non-export sector. These relationships are empirically
tested, using linear regression estimations, for a cross-country data of 31
countries including India. The empirical evidence lends support for both the
relationships tested, although the evidence for the second relationship is

shown to be stronger than the first relationship.

Following Feder (1982), Esfahani (1991) examines, among others, the
inter-relationship between exports, imports and output growth in a
simultaneous equation model. The paper specificailly examines the
consequences of adding imports to the list of input requirements for
production because of a binding foreign exchange constraint and also the
simultaneous equation bias estimation because of the strong correlation
between exports and imports. Using the data set comprising of a sample of
31 countries (including India), the study clearly shows the positive impact of
exports on GDP due to import-reduction rather than the Feder’s type
externality effect.

Moshos (1989} brings out the effects of export expansion on
economic growth in a switching regression framework. He uses an
aggregate supply analysis in which labour and capital are construed as
determinants of output. The study uses cross section data of 71
developing economies over the period 1970-1980. The results indicate
existence of a critical development level below, and above which the
responses of output growth to its determining factors differ substantially.
The evidence contradicts the view that, among more advanced developing
economies, the effect of export expansion on growth is stronger than

among less developed economies.

Thomas and Nash (1991) have analysed the conditions that prevailed

in some of the developing countries before trade policy reforms were






