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Module 3 
Theory of Commercial Policy - Syllabi

 Free trade - Arguments for and against free trade

 Protection - Arguments for and against protection

 Methods of Trade Restriction : Tariff and non-tariff
trade barriers - Types of tariffs

 New protectionism - export subsidy and
countervailing duties - Dumping and anti-dumping
duties

 Economic Integration – WTO, EU, NAFTA, ASEAN,
SAARC.



FREE TRADE

 Free trade may be defined as a policy of a government
which does not discriminate against imports or
interfere with trade by applying tariffs (to imports) or
subsidies (to exports).

 In other words, it is the unrestricted purchase and sale
of goods and services between countries without the
imposition of constraints such as tariffs, duties and
quotas.



Free trade….
 Free trade enables nations to focus on their core

competitive advantages, thereby maximizing
economic output and fostering income growth for
their citizens.

 The idea that free trade is welfare enhancing is
one of the most fundamental doctrines in modern
economics dating back at least to Adam Smith (1776)
and David Ricardo (1816).



Free trade - definition

 Smith – the policy of free trade is a system of
commercial policy which draws no distinction
between domestic and foreign goods and thus which
neither imposes additional burden on the latter and
nor grants any special favour to the former.

 Heberler – free trade is the external trade system of
liberalism which opposes every interferences by the
state with the free play of economic forces.



Arguments for free trade….
1. Maximisation of world output

2. Optimum use of resources

3. The theory of comparative advantage

 This explains that by specializing and trading goods in
which countries have a lower opportunity cost or
greater comparative advantage, there can be an
increase in economic welfare for all countries. Free
trade enables countries to specialize in those goods
where they have a comparative advantage. Free trade
in lines of comparative advantage is expected to
mutually benefit the countries engaged in free trade.



Arguments for free trade….

4. Trade as a vent for surplus. 

 Trade is identified as a vent for surplus output of an
economy.

 The dictum is related to Adam smith who identified
the importance of division of labour.

 A deficiency in Aggregate demand may reduce the
domestic prices.

 Here trade can act as a vent for surplus production
brought forth through technology and division of
labour.



Arguments for free trade….

5. Reducing Tariff barriers leads to trade creation

 Trade  creation occurs  when  consumption  switches  
from  high  cost  producers  to  low  cost producers. 

 Reducing the tariff barriers with an objective to bring 
about free trade in an economy may help countries for 
trade creation.



Arguments for free trade….

6. Economies of Scale.

 If countries can specialize in certain goods they can
benefit from economies of scale and lower average
costs.

 Economies of scale refer to the capacity of firms to
change their output more than proportionately to
changes in inputs.

 The benefits of economies of scale will ultimately lead
to lower prices for consumers.

 Lowering of trade restrictions enhances this outcome.



Arguments for free trade….

7. Increased Competition.

 With more trade domestic firms will face more
competition from abroad.

 As a result of this there will be more incentives to cut
costs and increase efficiency.

 It may prevent domestic monopolies from charging
too high prices.



Arguments for free trade….

8. Trade is an engine of growth.

 World trade has increased by an average of 7% since
the 1945, causing this to be one of the big contributors
to economic growth.



Arguments for free trade….

9. Make use of surplus raw materials

 Middle Eastern counties such as Qatar are very
rich in reserves of oil but without trade there
would be not much benefit in having so much
oil.

 Japan on the other hand has very few raw material
without trade it would be very poor.



Arguments for free trade….

10. Tariffs encourage inefficiency

 If an economy protects its domestic industry by
increasing tariffs industries may not have any
incentives to cut costs.

 Trade liberalization is often justified in terms of
the efficient market outcome and efficient price
fixation through a competitive price fixing
mechanism.



Arguments for free trade….

 11. Educative effect

 12. Strengthen global peace

 13. Enlargement of market

 14. Optimization of consumption

 15. Larger factor incomes



Arguments Against Free Trade….

1. Infant  Industry  Argument

 Governments are sometimes urged to support the
development of infant industries, protecting home
industries in their early stages, usually through
subsidies or tariffs.

 Subsidies may be indirect, as in when import
duties are imposed or some prohibition against the
import of a raw or finished material is imposed.

 If developing countries have industries that are
relatively new, then at the moment these industries
would struggle against international competition.



Arguments Against Free Trade….

 2. The Senile industry argument

 If industries are declining and inefficient they may
require large investment to make them efficient again.

 Protection for these industries would act as an
incentive to for firms to invest and reinvent
themselves.

 However protectionism could also be an excuse for
protecting inefficient firms



Arguments Against Free Trade….

 3. Raise revenue for the govt

 Import taxes and tariffs can be used to raise
money for the government.

4. Help the Balance of Payments

 Reducing imports can help the current
account.

 However in the long term this is likely to lead
to retaliation



Arguments Against Free Trade….
 5. Cultural  Identity 

 This  is  not  really  an  economic  argument  but  more  
political  and cultural.  

 Many  countries  wish  to  protect  their  countries  
from  what  they  see  as  an Americanization or 
commercialization of their countries

 6. Protection against dumping

 The EU sold a lot of its food surplus at very low prices 
on the world market. 

 This caused problems for world farmers because they 
saw a big fall in their market prices



Arguments Against Free Trade….

 7. Environmental

 It is argued that free trade can harm the environment 
because developing countries may use up natural 
reserves of raw materials to produce exportable 
commodities.

 Also countries with strict pollution controls may find 
consumers import the goods from other countries 
where legislation is lax and pollution allowed.



Arguments Against Free Trade….

 8. Lop-sided development of the country

 9. Excessive foreign dependence of the country

 10. Import of harmful products

 11. International transmission

 12. Emergence of foreign monopolies in the country



Protection & the arguments for protection

 Protection refers to a commercial policy directed to 
protect home industries and national interest from 
foreign competition

 It includes – tools for protection

1. Tariff - Import duty & export duty

2. Quota

3. Import licenses

4. Subsidization of domestic production & exports

5. Manipulation of exchange rate

6. Foreign exchange control



Arguments for protection….

Economic and non-economic 
arguments



Economic arguments….

 1. Infant industry argument

 The newly established industry is incapable to face the 
stiff competition from the low cost foreign industries 
in its earlier stages of development

 This argument is supported by A. Hamilton, F. List, J.S. 
Mill, Bastable



Economic arguments….

 2. Key-Industries Argument

 3. Diversification of industries argument

 4. External economies argument

 5. Employment argument

 6. Anti-dumping argument

 7. Balance of Payment argument

 8. Terms of trade argument

 9. Revenue argument

 10. Expansion of home market argument



Economic arguments….

 11. Acceleration of growth argument

 12. Keeping money at home argument

 13. Conservation of natural resources

 14. Economic recovery argument

 15. Bargaining or retaliation argument



Non-Economic arguments….

 1. National defence argument

 2. Special interest argument

 3. Cultural and sociological considerations



Case against protection….
 1. Protection leads to uneconomic utilization of world’s 

resources
 2. Protection increases the prices and reduces variety and 

choice
 3. Protection encourages the creation of domestic 

monopolies
 4. Protection may lead to tariff wars
 5. Corruption is another harmful effect of the policy of 

protection
 6. Protection reduces the volume of international trade
 7. Protection breeds inefficiency. This will result in the 

production of low quality products
 8. Protection reduces the size of the market



RESTRICTED TRADE

 A restricted trade policy is one which imposes a large 
number of restrictions on the exchange of goods and 
services between different countries



METHODS OF TRADE RESTRICTION

 All nations impose some restrictions on the free flow
of international trade, even though free trade
maximizes world output and benefits all trading
nations.

 Restrictions on international movement of goods and 
services can be divided into two:

•Tariff barriers 

•Non tariff barriers.



TARIFF….

 A tariff is a tax or duty levied on the traded commodity 
as it crossed a national boundary.

 A tariff is a tax put on goods imported from abroad. 

 The effect of  a  tariff  is  to  raise  the  price  of  the  
imported  product. 

 It  helps  domestic  producers  of  similar products  to  
sell  them  at  higher  prices.  

 The  money  received  from  the  tariff  is  collected  by  
the domestic government. 

 An import tariff is a duty on import commodities and 

 Export tariff is a duty  on  export  commodities.



Types of Tariff….

 An ad  valorem tariff is expressed as a fixed 
percentage of the value of the traded commodity.

 The specific tariff is expressed as a fixed sum per 
physical unit of the traded commodity.

 A  compound  tariff  is  the combination  of  the ad  
valorem and  specific  tariffs.

 Protective Tariff – levied on imports for the purpose 
of protecting domestic producers

 Revenue Tariff – designed to provide revenue to the 
home govt. 



Tariff

 Merits – same as the case for protection

 Demerits - same as the case for protection



Non-Tariff Trade Barriers – New 
Protectionism

 NTBs are trade barriers that restrict imports but are

not in the usual form of a tariff.

 Some common examples of NTB's are anti-

dumping measures and countervailing duties,

which, although called non-tariff barriers, have the

effect of tariffs once they are enacted.



New Protectionism

The new forms of non-tariff trade barriers
(except quota) used to restrict the flow of

international trade are known as New
Protectionism

 The importance of these NTBs is increasing as
tariffs are lowered by the nations in the era of
globalization



NTBs….
Non-tariff barriers to trade include 

 Import quotas, 

 Special licenses, 

 Unreasonable standards for the quality of goods, 

 Bureaucratic delays at customs, 

 Export restrictions, 

 Limiting the activities  of  state  trading,  

 Export  subsidies,  

 Countervailing  duties,  

 Technical  barriers  to  trade, 

 Sanitary and phyto-sanitary measures, 

 Rules of origin, etc.



QUOTA
 A quota is a direct quantitative restriction on imports or 

exports.  Quota is the most important NTB.

 Import quota is  a  quantitative  limit  on  the  amount  of  
goods  that  can  be  imported.  Export Quota…?

 Putting  a quota on a good creates a shortage, which causes 
the price of the good to rise and allows domestic producers 
to raise their prices and to expand their production. 

 An import quota is a limit on the quantity of a good that 
can be produced abroad and sold domestically. 

 It is a type of protectionist trade restriction that sets a
physical limit on the quantity of a good that can be
imported into a country in a given period of time.



Global Quota / Open Quota

 Global Quota / Open Quota – Permits a specified 
number of goods to be imported each year but does 
not specify where the product may come from or who 
is entitled to import it. 

 As soon as the specified amount is actually imported, 
further imports into the country are prohibited for the 
rest of the time period.



Selective Quota

Here the import quota is usually 
allocate to specific countries



Dumping

 Dumping is selling a product at a lower price abroad 
than is charged for it in the home market

 Dumping is international price discrimination. 

 Price discrimination is usually practiced by a 
monopolist, and refers to charging different prices to 
same commodity for different people. 

 A firm may charge higher price for domestic 
consumers and a lower price for foreign consumers.

 This may be considered as a trade barrier.



Objectives of Dumping

 To compete against rivals in the foreign 
market

 To take advantage of increasing returns

 To create demand for the product in the 
foreign market

 To explore the new markets

 To get rid of the surplus stock of the 
product



Types of Dumping

 Dumping is of different types. The following are the 
important types of dumping.

(i) Persistent dumping

(ii) Predatory dumping

(iii) Sporadic dumping



Persistent dumping

 It is a continuous tendency of a domestic monopolist 

to maximize total profits by selling the commodity at a 

higher price in the domestic markets than foreign 

market.



Predatory Dumping

It is the ‘temporary sale’ of a 
commodity at a lower price (may be 
low cost) in abroad in order to drive 
foreign producers out of business. 
After which the firm raises the 
prices to take advantage of newly 
acquired monopoly power abroad 



Sporadic Dumping

 Sporadic Dumping is the occasional sale of a

commodity at below cost at a lower price abroad than

domestically in order to unload an unforeseen and

temporary surplus of the commodity without having

to reduce domestic prices.



Antidumping duties 

 Trade restrictions to counteract predatory dumping
are justified and allowed to protect domestic
industries from unfair competition from abroad.

 These restrictions usually take the form of
antidumping duties to offset price differentials or the
threat to impose such duties.

 Through the trade restriction they discourage imports
and promote their own products.



Export Subsidies

 These are direct payments to nation’s exporters. Export
subsidies are of different types. They include the
practice of granting tax relief and subsidized loans to
the nation’s exporters or potential exporters,
providing low interest loan to foreign buyers so as
to stimulate the nation exports, etc.

 Export subsidies as such may be regarded as a form of 
dumping.



Export Subsidies

 All the major industrial nations give low interest loans 
to foreign buyers of the nation’s export to finance the 
purchases. 

 This is undertaken through agencies such as Export 
Import Bank (EXIM Bank).

 This is the one of the most serious trade complaints 
that U.S has against many other industrial countries.



Countervailing Duties (CVDs)

 C.V.Ds  is  often  imposed  on  imports  to  offset  
export  subsidies  by  foreign  Government.

 Duties that are imposed in order to counter the
negative impact of import subsidies to protect
domestic producers are called countervailing
duties.



Countervailing Duties (CVDs)

 In  cases  foreign  producers  attempt  to subsidize  the  
goods  being  exported  by  them  so  that  it  causes  
domestic  production  to  suffer because of a shift in 
domestic demand towards cheaper imported goods, 
the government makes mandatory  the  payment  of  a  
countervailing  duty on  the  import  of  such  goods  to  
the  domestic economy. 

 This  raises  the  price  of  these  goods  leading  to  
domestic  goods  again  being  equally competitive and 
attractive.



New Protectionism

 The new forms of non-tariff trade barriers (except

quota) used to restrict the flow of international trade.

It includes Technical barriers to trade, Sanitary and

phyto-sanitary measures, Rules of origin, etc.



ECONOMIC INTEGRATION 

 The theory of economic integration refers to the
commercial policy of discriminatively reducing or
eliminating trade barriers only among the nations
joining together.

 The degree of economic integration ranges from
preferential trade arrangements to free trade areas,
customs unions, common markets, economic unions
and monetary union.



Different Forms of Economic 
Integration

 (1) Preferential Trade Arrangements

 These provide lower barriers on trade among
participating nations than on trade with non-
members.

 This is the loosest form of economic integration. 



(2) Free Trade Area

 It is the form of economic integration where all
barriers are removed on trade among members, but
each nation retains its own barriers to trade with non-
members.

 Examples: 

 European Free Trade Association (EFTA) - 1960

 Southern Common Market (Mercosur) - 1991

 North American Free Trade Agreement (NAFTA)- 1993



(3) Customs Union

 It allows no tariffs or other barriers on trade among

members (as in a free trade area), and in addition it
harmonizes trade policies (such as the
setting of common tariff rates) towards
the rest of the world.

 Example: 

 BENELUX (Belgium, Netherland and Luxemburg)



4)Common Market

 It is a group of trading nations that permits:
 (a)The free movement of goods and services among

member nations

 (b)The initiation of common external trade restriction
against non-members

 (c)The free movement of factors of production across
national borders within the economic bloc.

 In other words, a common market goes beyond a
customs union by also allowing the free movement of
labour and capital among member nations.

 Example: The European Union (EU) achieved this
status in 1992.



(5) Economic Union

 It goes still further by harmonizing or even unifying
the monetary and fiscal policies of member states.

 This is the most advanced type of economic
integration.

 Example: European Union



6) Monetary Union

 It is the type of economic integration in which the
member countries adopted a common currency.

 It is the ultimate type of an economic union.

 Example: European Union, which adopted Euro as
their currency, even though all members are not
implemented the common currency (18 members out
of 28 members were adopted Euro as their currency
and called as Euro Zone).



Economic Integration….. Assignment 

EU

NAFTA – USMCA Pact 2018

ASEAN

SAARC

WTO



EUROPEAN UNION (EU)
 The EU is a political and economic union of 28 member

states that are located primarily in Europe with its
headquarters at Brussels, Belgium.

 The EU traces its origins from the European Coal and Steel
Community (ECSC) and the European Economic
Community (EEC), formed by the Inner Six countries in
1951 and 1958, respectively.

 Next the treaty of Rome of 1957 created the European
Community made up of the six core countries of Belgium,
France, Italy, Luxembourg, the Netherlands and West
Germany.

 The Maastricht Treaty established the European Union in
1993 and introduced European citizenship.

 The United Kingdom is currently negotiating its
withdrawal from EU, known as Brexit.



Euro

 The euro is the official currency of 19 of the 28
member states of the European Union, as well as some
of the territories of the EU. This group of states is
known as the eurozone or euro area.

 The Euro (EUR) was introduced on January 1, 1999.

 It is the second largest and second most traded
currency in the foreign exchange market after the
United States dollar.



NAFTA
 North American Free Trade Agreement (NAFTA)

between Canada, U.S. and Mexico.

 The agreement came into force on January 1, 1994.

 U.S.-Mexico-Canada Agreement (USMCA)

 The new deals on U.S.-Mexico-Canada pact, 2018
which replaces the quarter-century-old NAFTA.

 USMCA makes several changes to NAFTA. The most
prominent changes are the tweaks to production
quotas applied to Canada’s dairy industry, which were
intended to help protect it by restricting supply.



ASEAN

 Association of South-East Asian Nations (ASEAN) is a
regional intergovernmental organisation comprising
ten Southeast Asian states which promotes pan-
asianism and intergovernmental cooperation.

 ASEAN was created on 8 August 1967 and its
secretariat is located at Jakarta, Indonesia.

 Its motto is ‘One Vision, One Identity, One
Community.’



SAARC
 South Asian Association for Regional Cooperation

(SAARC) is the regional intergovernmental organization
and geopolitical union of nations in South Asia.

 Its member states include Afghanistan, Bangladesh,
Bhutan, India, Nepal, the Maldives, Pakistan and Sri
Lanka.

 SAARC was founded in Dhaka on 8th December, 1985.

 Its secretariat is based in Kathmandu, Nepal.

 The organization promotes development of economic and
regional integration.

 It launched the South Asian Free Trade Area in 2006.



WORLD TRADE ORGANIZATION (WTO)

 India was one of the founder-members of the GATT 
(General Agreement on Tariffs and Trade) in 1947.

 The task of GAAT (Head-quartered at Geneva) creation
was to enhance free and fair international trade by
dismantling trade barriers, both tariffs and non-tariff like
quotas.

 Eight rounds of negotiations were held under GATT. It
Culminated in the final agreement signed at Marrakech
(Morocco) for setting up of WTO with effect from 1st
January, 1995.

 The Draft was formed on the basis of all agreements of the 
WTO and called Dunkel Draft, named after the Director 
General Arthur Dunkel. 

 The Head-quarters of WTO is situated at Geneva. 
 Roberto Azevedo from Brazil is the current Director 

General of WTO



WTO
 The WTO states that its aims are to increase international

trade by slashing trade barriers and providing a platform
for the negotiation of trade and related issues.

 The following are the important recommendations /
agreements that are put forward by WTO:

 Free Trade in Industrial Goods 

 TRIMS (Trade Related Investment Measures) 

 TRIPS (Trade Related Intellectual Property Rights)

 Dismantling of Multi-Fibre Arrangement (MFA) 

 GATS (General Agreement on Trade in Services)

 Agreement on Agriculture (AoA)




