Foreign Trade: An Overview

Describe the changing pattern of India’s foreign trade with reference to markets.
Driscuss the main features of India’s foreign trade.

Considering imports and exports seperately, highlight the changes that have taken
place in the composition and direction of the country’s foreign trade. Point out their
significance.

On what grounds is the strategy of export-led growth held justified for an
underdeveloped country? Critically examine its suitability for India.
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2.0 OBJECTIVES

Aftér studying this unit, you should be able to:
® explain the concept of balance of payment
® describe the accountin g procedure of BOP
@ review the trade policy of India |

\

® explain the trends in India’s balance of payment

@ discuss the role of invisibles in BOP

® explain the recent policy measures,

2.1 INTRODUCTION

Balance of payment refers to all economic transactions between domestic and foreign
residents over a stipulated period. The balance of payment of a country provides an overall
view of its international economic position. It is very much helpful for the policy makers and
the business communities, [t this unit, you will learn the concept of balance of payment, the
balance of payment accounting procedure, trends in India’s balance of payment and recent
policy mieasures. ‘ '

2.2 CONCEPTS OF BALANCE OF PAYMENTS

Balance of payments refer to all economic transactions between domestic and foreign
residents over a stipulated period generally one year. The analysis of balance of payment is
immensely useful for the policy makers and business communities, Moreover, it is an impor-
tant instrument for maintaining external economic stability, A close understanding of depen-
dence of international business upon balance of payments is necessary for successful
strategy of international business. Let us learn various aspects of balance of payment in

. detail.
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2.2.1 Balance of Trade and Balance of Payments

Balance of trade refers to the difference betwegn physical im.ports and ex.ports, he. visible
items only for a period say, a year, Visible items are those which are p hysically exported and
import dylike merchandise, gold, silver and other commadities. During a given period of time,
imported, J | in which case, the balance of trade is said to be

exports and imports may be exactly equa . :
baﬁlnced Ifthe value of exports of a country exceeds the value of impotts, the country is
ito ha trade, when the value of imports

i ble balance of
said to have an export surplus or a favoura | e of
coming to a country is greater than the value of exports, the balance of trade is said to be

unfavourable,

International trade includes not only import and export of goods but also services such as
air and ocean shipping, financial and other services like banklpg, insurance, travel, mvest'-
ment income, etc. Export and import of goods are treated as visible trade as they are P'h)’S"
cally recorded at the customs barriers of the country. Receipts and payments for services are

items of invisible trade.

The balance of payment is broader than the balance of trade for it includes not on.ly visible
items but also invisible items. Hence, the balance of payments presents a better picture of a
country's economic and financial transactions with the rest .of world than the balan'ce of
trade. Balance of payment is a comprehensive and systematic record of all economic transac-
tions between the residents of a country and the rest of the world. It presents an account of
il receipts and payments on account of goods exported, services rendered and cgplta]
received by residents/Government of a country (inflows from abroad) and goods imported,
services received and capital transferred by the residents/ Government of a country (out-

flows abroad).

2.2.2 Balance of Payment Accounting

In balance of payments accounting the balance of payments should be zero because every
transaction is two- sided with debits balancing credits. But in practice, the balance of pay-
ments will not always be equal to zero. This can be due to, among other things, a country’s
central bank engaging in transactions that are not counted towards the country’s balance of
payments, or the lack of available statistical data to record all transactions. Balance of
payments is classified as; (i) balance of payment on current account, and (ii) balance of
payment on capital account.

Current Account: The balance of payment on current account record the current position of
the country in the transfer of goods, services, and merchandise as well as invisible items,
donations, unilateral transfers, etc. Current account I like an income and expenditure ac-
count, Surplus or deficit in current account is transferred to capital account which is like a
balance sheet and thus balances itself in historic sense, : ’

Capital Account: Balance of payments on capital account shows the country’s financial
position in the international scenardo, the extent of accumulated foreign exchange reserves;
foreign assets and liabilities and the impact of current transactions on international financial
positions. The changes in foreign exchange reserves arising out of current account transac-
tions are included in the capital account in order to find out the exact foreign exchange
reserve. The capital account provides relief to deteriorating balance of payment positions. Its
fayourable effect depends upor_l the availability of net capital transfers, i.e., gross inflow of

 capital minys payment by way of amortisation. In short, capital account reflects changes in

foreign assets and liabilities of the country and affects its creditor/ debitor position. Net
changes in current account are reflected by a corresponding opposite change in the capital
account, changing the foreign assets and liabilities position of the country, Look at table 2.1
which shows various items of balance of payment.

Balance of Payments Deficits: In India, balance of payment deficits have been largely
caused by excess of imports gver exports in merchandise: At times and to a small extent the
deficits have been in invisible trade also. The major sourge of deficits has been the rising
obligations to meet amortisation paymexits, This has involved largé sums oh the return of

¥

. (a) Direct Investment

loans which became due and the large interest payments thereon. Large withdrawals from
non-resident accounts also contributed to deficits.

Table 2.1 Main items in the Balance of Payments

Items . Definition »

A, Current Account (1+2)
(a) Merchandise exports . Sales of goods abroad
(b) Merchandise imports Purchase of foreign goods
1. Trade balance (a-b) Goods trade balance
2, Invigibles (a+b+c+d)

(i) Sales of services, e.g. insurance, software plus
spending of foreign visitors (tourists)

(a) Non-Factor Services

(ii) Purchase of foreign services
(b) Investment Income (i) Dividends, interest ete. received from abroad.
(ii} Payment of dividends, interest etc.

Net private payments, e.g., remittance from
workers abroad,

(c) Private Transfers

(d) Official Transfers- Grants
B. Capital Account (1+2+3+4)

1. Foreign Investment

Net official payments, e.g., overseas aid.

Net direct investment in plant and machinery etc.
(b) Portfolio Investment Net purchases/sales of shares, bonds, ete.

Sum of other items, including delayed export
receipts and E & O. ‘ ' ,

Official borrowing and lending,

2. Others flows

3. Comm. & other borrowings
4, Non-resident deposits (net)
C. Reserves and monetary gold

On Juné 21, 1991 when the new Government took the office, it inherited the economy in deep
crisis. The balance of payments situation was precarious, with reserves at a low level and the
weakening of international confidence having resulted in a sharp decline in capita! inflows

, through commercial borrowing and non-resident deposits. The crisis in the middle east had

" exacerbated the situation by contributing to higher oil import bill in 1990-91 and the tempo-
rary loss of exports markets and remittance earnings. Structural reforms encompassing the
industrial sector, the foreign trade and foreign investment were taken, From 199] the country
embarked on a liberalised trade regime with a short negative list of imports, removal of
quantitative restrictions for all goods except consumer goods, a phased reduction in customs

 duties, an adjustment in the exchange rate through a two-step devaluation of the rupee in
July 1991 and the movement to a market determined exchange rate. The policy towards
foreign portfolio investment has also been substantially liberalised. Foreign investment
policy was modified to eliminate barriers, alignment of taxes with international levels and
transparency with full repatriation benefits and investor protection.

The structural reforms were aimed at integrating industrial, trade and exchange rate policies
to enhance the efficiency in the economy. The beneficial effect of these measures are re-
flected in a robust export and invisible growth. The post 1991 period has seen a surge in
capital flows resulting in growth of foreign exchange reserves. '
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Forcign Trade: An Overview 2) Distinguish between balance of trade and balance of payment.

............................................................................................................

............................................................................................................
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4) State whether following statements are True or False,

) The difference between physical exports and imports is referred as balance of
trade.

ii) International trade does not include insurance service.
i)  The balance of payment is narrower than the balance of trade.
iv) . Current account is like an income and expenditure account.

v) Current account reflects changes in foreign assets and liabilities of the country.

2.3 SALIENT FEATURES OF INDIA’S BALANCE OF
PAYMENTS

. From the above analysis, the following salient features emerge: ‘ !

1. India has always faced trade deficits except in 1972-73 and 1976-77 where there was a
small surplus,

2. Trade deficit has been rising from plan to plan w1th the exception of the fourth plan
when the trade deﬁcnt declmed

The rate of growth of exports has been ﬂuctuatmg from plan to plan.

4, Net mvns1ble receipts have been positive.

The crisis in the balance of payments during 1990-91 and in the first quarter of
1991-92 necessitated the moblhsatlon of additional external funds to fill the gap. The
task of the government became particularly difficult in the context of the dwindling
international faith in our economy. In the end, the Government could mobilise
substantial additional financial resources from the IMF, the world Bank and the
bilateral donors, specially Japan.

6. Fiscal deﬁcnt not only affects the prospects for growth and stability but has a vital

of payments requires correction in fiscal imbalance as well.

7 There has been a low:level of utilisation of cxternal assistance, resulting in a

' substantial part of authorised loans being in the pipeline. The main factor for under
utilisation of assistance is due to the time lag between commitments and conclusions.
of specific credlt arrangements, time consuming procedures and domestic budgetary
constraints in provndmg counterpart funds.

8. The emergence of a number of mdependent states out of the erstwhlle USSR are
’ _bound to affect the country’s exports adversely. Thus, India’s balance of payments
‘Icontmued to be under strain, :

bearing on the balance of payment strategy. A strategy for ensuring a viable balance

T

E\a___,,el_

9, The underlying weakness of the balance of payments remained. The falling support India’s Balance of Payments

from net invisible receipts resulting from interest payments, the poor industrial and
export performance and high rate of inflation stood in the way of achieving a
sustainable balance of payments. Look at Table 2.2 which shows India’s balance of

payment.
Table 2.2: India’s Balance of Payments
{US $ million)

1995-96 1996-97 1997-98 1998-99

Exports 32311 34133 35680 34298
Imports 43670 48948 51187 47544
Of which: POL 7526 10036 8164 6433
Trade balance -11359 -14815 -15507 -13246
Invisibles (net) , 5449 10196 10007 9208
Non-factor services -197 726 1319 _ 2165
Investment income -3205 -3307 -3521 -3544
Pyt. Transfers 8506 12367 11830 10280
Official Grants 345 410 379 307
Current Account Balance -5910 -4619 -5500 -4038
Exiernal assistance (net) 883 1109 907 - 820
Commercial borrowing (net)@ 1275 2848 3999 4362
IMT {net) -1715 975 -618 -393
Non-resident deposits (net) 1103 3350 1125 1742

Rupee debt service -952 =727 -767 -802

Foreign investment, (net) 4615 5963 5353 2312

of which:

i) FOJ (net) - 1954 2651 3525 2380 ‘
if) FIIS 2009 1926 979 -338
iii) Euro equities & others 652 1386 849 270

Other flows (net)*+ 2235 -1131 -606 174
Capital account total (net) 2974 10437 - 9393 7867
Reserve use (-increase) . 2936 -5818 -3893 -3829

Source: Economic Survey 1999-2000, GOI.

2;4 INDIA’S CURRENT AND CAPITAL ACCOUNT

Most developing countries run current account deficits (CAD) in their balance of payments
and attract external resources to supplement their domestic saving for achieving higher
growth rates. Such financing through CAD mirrors the accretion to a country’s external
liabilities which have to be serviced. This raises the issue of the viability of the CAD. When
the payments for servicing assume a rising trend, they pre-empt increasing proportions of
current external earnings which could otherwise have been utilised for imports. As import
purchasing power is crowded out by debt servicing, vital inputs for growth get choked of
which ultimately retards the growth process itself. An unviable current account can, there-
fore, place an external constraint on growth. By the criterion of the world Bank, a debt-service
ratio (DSR) of about 30 per cent in conjunction with other criteria, ¢lassifies a country as
‘severely indebted’.

In thevlndian context, large and persistent CADs were run throughout the 1980s, peaking at
an unsustainable level of 3.2 per cent in 1990-91 and reflected in an explosion of external *
indebtedness. The signals of impending crisis were clear in the upward movement of the
debt-service ratio (DSR) throughout the 1980s, reaching a high of 35.3. per cent in 1990-91.

" The high level of DSR in India in the 1980s may be attributed to the higher reliance on debt - , 23
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Foreign Trade: An Overview: creating flows as a source of financing the CAD to the neglect of non-debt creating flows in

the form of forcign investments and near stagnation in invisible receipts.

Drawing lessons from the crisis of 1990-92, The H igh Level Committee on Balance of pay-
ments recommended that the CAD should be contained at 1.6 per cent of GDP which was
financiable with normal capital flows. The Report of the Committee on Capital Account
Convertibility sets out the axiom of sustainability in the balance of payments “In view of the
growing degree of integration of the Indian economy with the rest of the world, it needs to be
recognised that the CAD would need to be varied in the context of the opening of the
economy. The size of the CAD which can be sustained without encountering external
constraints is thus a function of the degree of openness of the economy which can be
defined in terms of'the ratio of current receipts (CR) to GDP. The size of this ratio is the
crucial determinant of ihe ability of the economy to make current payments and meet the
servicing of external debt. As the CR/ GDP ratio rises, it would be possible for the economy
to expand the CAD/ GDP ratio without rendering the external debt unsustainable”.

Structural reforms launched in the wake of the 1991 crisis have addressed this issue on two
fronts. First, there has been a deliberate policy shift towards encouraging non-debt creating
flows to finance the CAD. Secondly, the current receipts—both merchandise have shown a
robust performance since 1990-91, largely as a result of the reform process . The ratio of
current receipts to GDP has witnessed a perceptible rise. The combined outcome of these two
factors is reflected in the decline in DSR from 35.3 per cent in 1990-91 to 21.2 per cent in 1997
and 18% in the year 1998-99, The downward trend in IMF repayment obligations have also -
contributed to decline in DSR. '

" In the capital account, there has been a significant compositional shift away from debt flows
to non- debt flows. The compositional change has mirrored the effect of conscious policy

_ initiatives spread over trade, exchange rate, foreign investment and industrial policy regimes
and an endorsement of international confidence in the Indian economy. The economic
reforms have created the enabling conditions for inflow of foreign investment both direct
(FDI) and portfolio (FPI), which were practically nonexistent earlier. The basic advantage of
foreign investment lies in that its risk sharing characteristics are superior to that of debt, In
other words, unlike debt, these inflows generally need to be serviced only to the extenit they
yield positive returns. The only form of external investment which does not have this charac-
teristic is external portfolio investment in domestic debt instruments, which are substantially
no different from external debt except to the extent that, on the one hand, they command the
domestic rate of interest as against the international interest rate, On the other hand, the
exchange rate risk is borne by foreign investor rather than domestic borrower. While caution
needs to be exercised with regard to this particular form of foreign investment. The greater
inflow of foreign investment, particularly FDI may permit, somewhat higher level of sustain-
able' CAD, subject to certain conditions. The Foreign Direct Investment as percentage of net -

, capital inflow has been rising, Of course, the Foreign Portfolio Investment has also goneup. .

An important aspect of these flows has been the issuance of Global Depository Receipts
(GDRs). These developments have endowed the balance of payments with a distinct
sustainability as evident in the decline of the debt service ratio from 35.3 per cent in 1990-91

to 21.2 per cent in 1996-97 and 18% in 1998-99, the debt - GDP ratio has dropped from 30.4 per

centin 1990-91 to 24.7 per cent in 1996-97 and 23.5% in the year 1998-99. The distinct

strengthening of the balance of payments since 1991-92 has resulted in a healthy build-up of

foreign exchange reserves. The level of foreign exc_:harige reserves hasreached to 31 US

dollar billion during the year 1999,

n

2.5 ROLE OF INVISIBLES IN BALANCE OF
____ PAYMENTS - C

- You have learnt that in the exchange of goods and services between countries there are - -
‘visible’ and ‘invisible’ exports and imports, ‘Visible items are those which are physically
exported and imported, like merchandise, gold, silver and other commoditiés. The ‘invisible’

L items comprise costs of services, income, and transfer payments (i.e. payments and remit-
__ tances unrequisited or without quid pro quo or without any payment obligations). The IMF

i i) tr: India’s Brlance of Payments
Manual classifies ‘invisible’ account data only under the following 8 heads: (i) travel,

. . . ce-
(ii) transportation (iii) insurance, (iv) investment income (v) goverr'n.nent, T)cl;;i:;if:rl
where, (vi) miscellaneous (receipts/payments for patents and roya‘lltles), (vul ranster
payments—ofﬁcials and (viii) transfer payments prlvate.f A surg:ﬂm th; s;;:guthe e on
invisi aning private transfers, partly refle
invisibles account was led by burgeoning . e e o o
i ;). and a noteworthy imprcvementin so
of Indian Development Bonds (IDBs). an vorth) : re and
i i ts more than offset the
y The increise in gross invisible receip
technology related exports. . : e e
i i i i >nts. Underlying the growing surp
increase in net investment income paj ments t el 28 profis
invisi i 1h in outflows under travel payments, as
invisible was the relative stable grow! s prof
and dividends, contrary to expectations in the aftermath of current account convertibility

2.6 RECENT POLICY MEASURES

i i : cent
The package of reforms unfolded many policy measures.. Let us discuss l;g]ov« t::; ;;atuation
policy measure which have brought significant changes in the balance of payin

in India.

2.6.1 Foreign Exchange Policy

i i i idin
With flexible exchange rate regime being adopted since the ;arly se_\t'ert):c::,otvie iﬁuallign%n -
inci ' iti been to allow the exchange rate
rinciple for monetary authorities has . al mer
aith nfacro economic fundamentals although countries prefer to limit exchange rate m
ments within thresholds which movements affect the fundamentals.

i m
Large capital inflows in the wake of the introduction of a market based elxchan gieti:)ar:es ?ry:s;;ee
i ‘ t deficits and led to excess supply con
in 1993 far exceeded the current accoun 1ppl >
foreign exchange market, posing challenges for the monetary authority in the conduct

monetary and exchange rate policies.

ime, i i if ciate in
Under this scenario, a flexible exchange rate regime, 1.€. letting the nomlfml rate amppr;?r areln
the face of Iarge capital inflows has the virtues of insulating the domestic econo " Z/han nouel
inflows and containing inflation on account of a favourable pass through from e £

These benefits, however would have to be weighed against the cost of

ot o fice of the external balance objective.

jorati it eflecting sacri
deterioration of external competitiveness r: rif tlance objed
Alternatively, if the objective is to prevent real apprecnaftnon of the ex;‘}:]a;?:n :hereof?o
serve external competitiveness, there could be four options or a combl
choose from. They are: ‘ .
; _ ' r
)  The central bank could intervene in the foreign exc.hanﬁe markett :;1(: ):;Z::; :n usn o
i iquidi ted, thereby keeping the moneta .
incremental liquidity thus generated, O e Tposes
is | uasi- fiscal costs associated wi
check. This process has, however, q ' . . h it and ImE
the danger of raising real interest rates which can induce further capital in

so as to enable capital flows generally .
i mic
supplement domestic saving and as such, have, the potential to foster econo

iti i { that
growth. The case should, however, be taken to ensure th‘a'.t it is thel (;nbv:stmen
increases rather than consumption; otherwise, debt servicing wou

i)  Trade restrictions could be relaxed

unsustainable. .
icti i i advantage
The authorities could relax restrictions on capital outflows. This has the g

! i i i ent in
K of better portfolio diversification for domestic residents as well as lfr'?jzr(:;\:::creby
efficiency of the financial system. Sometimes it enhances the confidence
causing larger inflows, ‘ | ) .
icti inflows s
iv) - The authorities could reintroduce restrictions to moderate the pace of inflows

as increasing reserve requirements on non- resid?nt depo's:ltsi, :‘lghht:: :Llﬁh(:;rll 3;,?:
for entities accessing international markets for private f:aplta ,d 1gd o eXte.mal
taxes on interest payments abroad, tightening prudential standards mal.
borrowing, and introducing end- use clauses, :
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authorities’ indepsndence in the conduct of exchange rate policy but would also expose the
economy to intermational shocks, Any strategy of targeting an exchange rate or the money
stock may be offset by unexpected inflows which affect the nominal exchange rate as well.
Again, free floating of exchange rate may increase volatility and lead to persistent
misalignments which could destablise the financial system, thereby eroding the credibility of
an independent monetary policy. To be consistent with the economic fundamentals, it may be
imperative to allow short- term nominal appreciation during periods of excess supply, but the
authorities would have to be prepared for aggressive intervention, supported more often by
equally aggressive sterilisation so as to defend the monetary objective. Longer- term mea-
sures for preventing deterioration in external competitiveness such as increasing fiscal
concessions, softer export credit etc. Should be weighed against the likely amount of losses
on account of higher debt servicing burden in the event of depreciation. The exchange rate
regime, thus characterised, would involve an activism in the conduct of exchange rate policy.

2.6.2 Convertibility

India adopted current account convertibility (CAC) in August 1994. Furthermore, CAC is
already instituted for foreign investors (both direct and portfolio), non- resident depositors
and resident corporates contracting external commercial borrowings (ECB). Controls, how-
ever, continue to operate on the ability of resident individuals and corporates to send capital
abroad as also on inflows and outflows of capital associated with banks and non~ bank
financial entities. A review of the international experience with CAC shows that, in general,
liberalisation of the capital account induces large capital inflows which can cause real
appreciation in the exchangeé rate and erode the effectiveness of domestic monetary policy.
Further, an open capital account imposes tremendous pressure on the financial system and
brings weakness in the financial system into sharper focus. The move to Capital Account
Convertibility would demand a strong discipline from the financial system and would warrant
early rectification of infirmities in the system.

According to the committee on Capital Account, Capital Account Convertibility (CAC)
refers to the freedom to convert Joca] firiancial assets into foreign financial assets and vice
versa at market determined rates of exchange. Recqgnising that there are certain weaknesses
in the system and that the entrenchment of preconditions can be achieved over a period of
time the Committee has recommended a phased implementation of CAC overa three year
period phase [(1997-98), Phase I (1998-99) and phase I1I (1999-2000). The implementation of
measures contemplated for each phage should be based on a carefus] and continuous moni-
toring of certain preconditions signposts and certain important attendant variable identified
from the lessonss of the international experience and the specific of Indian situation. The
Committee has recommended that fiscal consolidation, a mandated inflation target and
strengthening of financial system should be regarded as crucial preconditions signposts for
CAC inIndia. '

In order to prepare the financial system for CAC the committee has made severa) recommen-
dations for bringing about a leve) playing field between various participants in the financial
System, removing market segmentation, uniform treatment of resident and non- resident

 liabitities for purposes of financial system, introduction of more stringent capital adequacy

standards and prudential standards, effective supervisory system and greater autonomy for
Banks and Financial Institutions. The Committee recognises that even after the third phase is ‘

-completed, capital controls on a number of items would continue to be necessary. The
- Committee recommended that at the end of three year phasing, a stock taking of the progress

on the preconditions/ signpost as well as the impact of the measures outlined by the commit-
tee should be undertaken. CAC is a continuous process and further measures could be
undertaken in the Jight of the experience gained. ,

[) Enumerate two features of India’s balance of payment.
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4) State whether following statements are True or False.
i) India has always faced trade deficits. |
i) Developing countries do not run current account deficits, .
i) A debt service ratio of 30% classifies a country as severefy'mdf:bted..
iv) The FDI as percentage of net capital inflow has been declining in India. |
v) The strengthening of the balance of payments since 1991-92 has resulted in a
healthy build up of foreign exchange reserves.

2.7 LET US SUM UP

' e o i oreign
Balance of payment refers to all economic transactions bc;wer.n c;om(:?;fl‘crzzgefbetﬁeen
: ‘ ipulat iod. The balance of trade refers to the diffe
residents over a stipulated period. e iod, say, a year, Balance of
sonl 3 orts, i.e. visible items only for a period, say, ot B 1
physical imports and exports, it includes not only visible items but also
' i - than the balance of trade for it inclu , S bl
payments i3 broader th : ; n current account, and (if) balanc
s e ; i balance of payments on ¢
invisible items. It is classified as (i) rrent account record the
: cani t. The balance of payments on cu !
of payments on capital accoun ices. and merchandise as well as
it in the transfer of goods, services, ar X
curreiit position of the country in of ents on capital accounts
viaihla ] jonati i al transfers, etc. Balance of paym .
isible items, donations unilateral ’ . . accumu-
lrl:\;ws the country’s financial position in the internatjonal scenario, th'e eXtet“,f- ;gurrent 7
fatéd foreign exchange reserves, foreign assets and liablhtlesvfmd thel lmpach:n e
t‘ranshctions oh international financial position. The qhganges in f?relgn exct_ingo e d
arising out of current account transaction are included in the cafpnta] accoun iberalived policy
out the éxact‘fbreign exchange reserve. The Government established a mor;: A
in the year 1991 and measures were aimed at integrating mdust?', ;;ad: a;\th:ﬁ; o gefbrms
R A . . ] 0 :
o effic e economy. The beneficial effec )
olicies to enhance the efficiency in th _ b ) unviable ,
fmd the subsequent measures are reflected in export and invisible growth, An unvia

_ current account can place an external constraint on growth.
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Foreign Trade: An Overview  Capital account developments bring to the fore the changing role of external assistance. Ap

important element of external sector developments over the past five decades is the changlng
character of the capital account, In the present phase the foreign investment flows came to
dominate the capital account. This was due to policy to reduce the dependence on debt
creating flows in favour of non- debt creating flows. The market determined exchange rate
system and the convertibility has imparted buoyance fo net invisible earnings recently.

2.8 KEY WORDS

Balance of Trade: The difference between the value of commodity exports and imports.

Balance of Payments: It is broader than the balance of trade for it includes not only ‘visible’
items but also ‘invisible’ items.

Visible Items: Those items which are physically exported and imported, like merchandise,
gold, silver and other commodities.

Invisible Items: They are the services rendered by shipping, insurance and banking compa-
nies, payment of interest and dividend ,tourist spending and so on.

Balance of Payments on Current Account: 1t records the current position of the country in

the transfer of goods, services, and merchandise as well as invisible items, donations,
unilateral transfers, etc.

Balance of payments on Capital Account: It shows the country’s financial position in an
international scenario, the extent of accumulated foreign exchange reserves, foreign assets
and Habilities and the impact of current transactions on international financial positions,

Capital Account Convertibility: Refers to the freedom to convert local financial assets into
foreign financial assets and vice versa at market determined rates of exchange,

2.9 ANSWERS TO CHECK YOUR PROGRESS

A4 i) True i) False iii) False iv) True v) False

B4 i) True ii) False iii) True -iv) False V) True

2.10 TERMINAL QUESTIONS

I Pistinguish .between balance of trade and balance of payment. Enumerate various
Items to be included in balance of Payment Accounting,

2. Describe the salient features of India’s bajance of payment. What measures would
Yyou suggest for improving the balance of payments position in India?

3.

What are the main causes for the adverse balance of payments in India? What
measures would you suggest to meet the situation ?

4, The volatility of the exchange rate of major cuirencies has a significant impact on

the t?ével?pxng countries’ economies and thejr foreign exchange management in
particular”, Discuss. T S . o

5. Whatdo you understand by (:urrentkac

0 you count convertibilit' yand capital account
convertibility ? Make a case for capital f P

account convertibility.
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'3.0 OBJECTIVES

After studying this unit, you should be able to:

e describe recent developments in world trade

e explain the issues in world trade

o analyse the composition of world trade

e describe the regional developments of world trade

e explain the role of international organisation in world trade

® discuss lndia.’s strategies for integrating with the world tr'flde.

3,1 INTRODUCTION

The world economic scenario has undergone rapid changes particularly during the. Ia,stf one
decade. The formation of single European market, unification of Germa.ny, econormic rc; tcl)‘rms
sweeping across the East European countries as well zfs.some devel'opmg countJrles 0 de
world, disintegration of the Soviet Union, Gulf crisis, rising economic power of Japan ;n e
Newly Industrialised Economies in world markets, fonnatnog: of North Amerncar: Free». rau y
Arrangement (NAFTA) & Asia Pacific Economic Cooperation (APEC), gradua open;n’% tp |
China and last but not the least, the successful :;on‘c]us’ion of Uruguay Round of Mu tilatera
Trade Negotiations offer enormously challenging problems as w'ell as opporfumtles to y
infernational business and industry. There are several forces whlch.are moving Fhe wor -
towards a single economy. Advances in transport and communications, rapid dlffusmnd(:l o
technology, global investment and financial flows, emergence of global markets for pro e
and services and the removal of trade barriers are bringing about revolutionary qunﬁca ion
of the global economy. ‘ ‘

Many aspects of globalisation have captured worldwide attention in the 1990s, l;d:;d']:ii _
capital flows, migration and-environmental issues. But for more than a centur?/, t eA nd g
force behind globalization has been the gxpansion of trade in gqods‘and services. : n -
throughout the early decades of the 21st century, trade will continue to drive global integra
tion, especially among developing countries. ‘ :
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