
1. What is forex reserve? What are the benefits of forex reserve?  

Foreign exchange reserves are assets held on reserve by a central bank in foreign currencies. These reserves are 

used to back liabilities and influence monetary policy. 

Benefits of Forex Reserves: Healthy forex reserve is quite beneficial to the economy in a number of counts:  

i) The foremost advantage of the forex serves is in meeting the international finance obligations 

including sovereign and commercial debts, financing of imports.  

ii) It helps in boosting the confidence of the market in the ability of a country to meet its external 

obligations. 

iii) It acts as cushion for unforeseen external shocks. It was due the adequate forex reserve level that 

India was able to bear the global meltdown of 2008.   

iv) Increases confidence of foreign investors and thus helps in boosting foreign direct investment 

(FDI). 

v) RBI uses the forex reserves to adjust foreign exchange rate. In case of sharp fall in the foreign 

exchange value of the Rupee, RBI sells the Dollar which appreciates the Rupee. 

vi) The foreign currency assets are invested mainly in instruments abroad which have the highest credit 

rating and which do not pose any credit risk. These include sovereign bonds, treasury bills and 

short-term deposits in top-rated global banks besides cash accounts. 

 

2. The Theory of Customs Union : Partial Equilibrium Approach  

Before J. Viner developed the theory of customs union, there was a general belief that customs union raises the 

level of welfare as customs union is a movement towards freer trade at least within a specific area. Viner 

pointed out that the conclusion concerning increase in welfare due to customs union is not necessarily true. 

He analysed the production effects of customs union through the concepts of trade creation and trade diversion. 

The works of the writers like Meade, Lipsey, Lancaster and many others analysed the consumption effects. H.G. 

Johnson followed a partial equilibrium approach to investigate fully the effects of a customs union by 

incorporating both the production and consumption effects. 

Partial Equilibrium Analysis of Customs Union: 

A custom union is an organisation that includes two or more countries. They abolish tariff and other trade 

restrictions among themselves and adopt a common external tariff against the non-member countries. The static 

effects of a customs union in a partial equilibrium system, on the lines suggested by Viner, Meade, Lipsey and 

Johnson, can be studied on the basis of the assumptions given below: 

(i) The customs union includes two countries—the home country A and the partner country B. 

(ii) The rest of the world is denoted by a third country, say country C. 

(iii) The customs union imposes a common external tariff. 

(iv) There is an absence of any other type of trade restriction. 

(v) The customs union imposes only a specific tariff. 

(vi) Countries produce only one commodity says, X. 

(vii) The production is governed by constant returns to scale. 

(viii) There is perfect competition in both product and factor markets. 

(ix) The supply of productive inputs is fixed. 

(x) There is a state of full employment of resources. 

(xi) The techniques of production are given and constant. 



The effects of customs union on production, consumption and trade, given the above assumptions, can be 

explained in terms of trade creation and trade diversion due to customs union. 

(a) Trade Creation: 

The formation of customs union involves the abolition of tariff among the member countries and imposition of 

common tariff against the rest of the world. It is supposed that the home country A is the least efficient country 

and its unit cost of producing a watch is Rs. 1000. 

In the partner country B, which is more 

efficient, the unit cost of production of that 

watch is Rs. 800. The rest-of-the world is 

represented by non-member country C, 

which is the most efficient and the average 

cost of producing the same watch is Rs. 700 

in that country. 

If, before the formation of custom union, the 

home country A imposes 100 percent tariff 

on all imports, the unit costs in B and C 

become Rs. 1600 and Rs. 1400 respectively. 

In these circumstances, it is desirable for the home country A to produce the commodity domestically. If the 

customs union is formed and duty is removed on imports from B but it remains in the case of country C, the 

partner country B becomes the least cost country. Now the home country will prefer to import watches from B 

rather than produce it domestically. So the formation of customs union has resulted in the creation of trade. 

 

(b) Trade Diversion: 

It is possible that before the formation of the customs union, a given commodity (watches) was being imported 

from the most efficient and the least cost country C. After the formation of the customs union, as duty is 

removed from import from the partner country B, while it remains enforced on imports from C, the former 

becomes the least cost country. 

In such a situation, the home country A will 

start importing watches from the partner 

country B rather than non-member country 

C. Thus there is diversion of trade from 

outside country C to the partner country B 

after the formation of the customs union. It 

may be explained through the adjacent table, 

which shows that the unit costs of watch in 

the home country (A), partner country (B) 

and non-member country (C) before the 

formation of the customs union were Rs. 

1000, Rs. 800 and Rs. 600 respectively. Thus 

country C was the least cost or the most efficient country and the home country A was the highest cost country. 

As the home country imposes 50 percent duty on all imports, the unit costs in A, B and C become Rs. 1000, Rs. 

1200 and Rs. 900 respectively. Since C is the least cost country, watches will be imported by A from this 

country. 

After the formation of the customs union, the import duty is abolished on imports from B, while it remains in 

case of non-member country C. The unit costs, in this situation, are Rs. 1000, Rs. 800 and Rs. 900 in case of A, 

B and C respectively. As a consequence, country A will prefer to import watches from country B (partner 

country) rather than the outside country C. Thus the formation of customs union results in the diversion of trade 

from an outside country to the partner country. This is called as the trade diversion. 

The partial equilibrium effects of the formation of the customs union can be analysed with the help of following 

figure:  



 

In the diagram above, quantity of the commodity (watches) is measured along the horizontal scale and price 

along the vertical scale. DA and SA are the demand and supply curves respectively of the home country A. 

SB and SC are the perfectly elastic supply curves of countries B and C respectively. The selling price of country 

A is OP1 whereas the selling prices of countries B and C are respectively OP3 and OP2. Thus country C is the 

most efficient and the home country A is the least efficient. 

Before the formation of the customs union, country A imposes P2P4 per unit tariff on all imports. Now the tariff-

ridden price for country C is OP2 + P2P4 = OP4. It is still lower than A’s selling price OP1. Country B is out of 

picture because its selling price inclusive of tariff is even higher than A’s selling price. Country A will enter into 

trade with country C. 

At the tariff-ridden price OP4, the domestic production by country A is OQ1 and the demand is OQ2 so that the 

quantity imported from country C is Q1Q2. The consumer’s surplus in this trade equilibrium is D0FP4 and 

producer’s surplus is S0EP4. The revenue receipts of the government in country A are EFLK. The measure of 

welfare before the formation of the customs union is D0FP4 + S0EP4 + EFLK = D0FLKE S0. 

If customs union is formed and the tariffs are removed in case of partner country B, while these continue to exist 

in case of the non-member country C. As the selling price OP3 of country B is lower than that of country C, the 

home country will import watches from the partner country B and country C gets eliminated from trade. 

The main effects after the formation of customs union are as follows: 

a. Price Effect: As compared to the tariff-ridden price OP4, there is a fall in the selling price to OP3 after the 

customs union is formed. 

b. Production Effect: Before the formation of the custom union, the domestic production in country A was 

OQ1. After the customs union is formed, the domestic production falls from OQ1 to OQ3. This fall in output is 

met through imports. The overall import is Q3Q4 which is more than the earlier imports Q1Q2. The increase in 

imports Q1Q3 that offsets the fall in domestic production is termed as Trade Creation Effect I. 

c. Consumption Effect: Before the formation of customs union, the quantity demanded was OQ2 and 

afterwards it is OQ4. Thus the demand for watches rises by Q2Q4. This additional demand is met through 

imports from the partner country B. Thus the increase in consumption Q2Q4 is the consumption effect. It is 

referred as Trade Creation Effect II. Jacob Viner had over-looked it but the writers like Meade, Gehrels, Lipsey 

and Johnson have recognised it. 

d. Revenue Effect: Before the formation of the customs union, the government in country A was obtaining 

revenues from tariff to the tune of EFLK. After the formation of customs union, since imports are being made 

from the partner country B, the government does not receive any revenues. Thus there is loss in government 

revenues to the extent of EFLK. 

Given the trade creation effects I and II the total trade creation effect is (Q1Q3 + Q2O4). 

e. Welfare Effect: The welfare effect due to trade creation can be assessed as below: 

Gain in Consumer’s Surplus = P4FHP3 

Loss in Producer’s Surplus = P4EGP3 

Loss in Government Revenues = EFLK 

Welfare Effect = P4FHP3 – P4EGP3 – EFLK = ΔEKG + ΔFLH 



Trade Diversion and Reduction in Welfare: 

While the trade creation results in a gain in welfare, the diversion of trade from a non-member country (C) to the 

member country (B) after the formation of customs union, involves some loss in welfare. The reason for it is 

that the trade gets diverted from a more efficient or low cost country C to the less efficient or high cost country 

B. 

Before the formation of customs union, the home country A was importing Q1Q2 quantity of the commodity 

from the non-member country C. After the formation of customs union, the quantity imported is Q3Q4 out of 

which Q3Q1 and Q2Q4 can be identified as trade creation effect and the remaining quantity imported Q1Q2 is the 

trade diversion effect. 

Before the formation of the customs union, the payment for importing Q1Q2 quantity was Q1EFQ2. Out of it the 

revenue receipts to the government of the home country amounted to (P2P4 × Q1Q2 = EMNF). So the actual 

payment to country C for the import of Q1Q2 quantity of watches was Q1MNQ2. 

After the formation of the customs union, the same quantity Q1Q2 is being imported from the partner country B 

on account of trade diversion. Since no tariff is applicable to B, the total payment to it due to import amounts to 

OP3 × Q1Q2 = KQ1 × Q1Q2 = Q1KLQ2. Thus there is a larger external payment for importing the same quantity 

after the formation of the customs union to the extent of Q1KLQ2 – Q1MNQ2 = KMNL which is shown through 

shaded area in the diagram. 

This represents a loss or reduction in welfare. From this, it follows that trade diversion causes a reduction in 

welfare. The simple reason for the decline in welfare is that the imports are made from less efficient (high cost) 

partner country B rather than more efficient (low cost) non-member country C. 

f. Net Welfare Effect of Custom Union: .The trade creation results in an increase in welfare. It is depicted by 

areas ΔEKG and ΔFLH in the diagram. Trade diversion, on the contrary, causes a reduction in welfare. It has 

been shown by the area KMNL in the diagram above. Therefore the formation of customs union may either 

cause a net increase or reduction in welfare. 

(i) If KMNL = (ΔEKG + ΔFLH), there is neither an increase nor a decrease in net welfare. 

(ii) If KMNL < (ΔEKG + ΔFLH), the formation of customs union results in a net increase in welfare of the 

home country A. 

(iii) If KMNL > (ΔEKG + ΔFLH), the formation of customs union leads to a net loss in welfare in country A. 

 

3. Discuss the factors determining net welfare under customs union.  

Ans: Whether a customs union will increase or reduce net welfare depends on the following factors:  

a. Varying elasticity of demand and supply curves and equal price differences: If price differences are 

equal, but demand and supply curve in home country are less elastic, there is decrease in net welfare as 

a result of formation of customs union. On the other hand, given equality in price differences, if 

demand and supply curve in home country are more elastic, there is increae in net welfare as a result of 

formation of customs union.     

b. Varying price differences and equal elasticity of demand and supply: Given the demand and supply of 

home country, greater the difference between pre-union tariff ridden price and post-union price, the net 

welfare will decrease. On the other, if price differences are less, there will be increase in net welfare.  

c. Pre-union tariff rates:  If the pre-union tariff rates among the member countries were quite high the 

formation of customs union will ensure net increase in welfare.  

d. Trade barriers against the rest of the world: If the trade barriers against non-member countries are 

excessively high, the trade diversion is likely to take place in a quite significant measure, which results 

in net reduction in welfare.  

e. Membership of customs union: If the number of countries included in the customs union is larger and 

some of them have a larger size, there is a greater possibility that low-cost producers are among them. 

In such situation, the customs union will bring about an increase in the net welfare.  

f. Character of member countries: If the economies of the member countries are of complementary 

character, the trade diversion from outside countries to less efficient member countries will lead to loss 

in welfare. If the two countries have competitive economies, the formation of customs union will lead 

to loss in welfare.  

 

 



4. Key Differences between Current Account and Capital Account 

The Balance of Payment is a set of accounts which comprises of two major accounts, one of which is the 

Current Account. Current Account is the record of the inflow and outflow of money to and from the country 

during a year, due to the trading of commodity, service, and income. 

Capital Account records the movement of capital in the economy due to capital receipts and expenditure. It 

recognises foreign investment in domestic assets and domestic investment in foreign assets. 

The following are the major differences between current account and capital account: 

1. Current account records the trading in goods and services in the current period. Capital Account 

records the movement of capital in and out the economy. 

2. Current Account shows the net income of the country, whereas Capital Account shows the change in 

the ownership of the nation’s assets. 

3. Current Account is mainly concerned with receipts and payment of cash and non-capital items. 

Conversely, Capital Account has thoroughly considered the sources and application of capital. 

4. The key components of current account are export and import of goods and services, the investment the 

income and current transfers. On the other hand, foreign direct investment, portfolio investment and 

Loans by the government of one country to the government of another country are the key 

components of Capital Account. 

 

5. a) What is a Customs Union? 

A customs union is an agreement between two or more neighboring countries to remove trade barriers, reduce or 

abolish customs duty, and eliminate quotas. The union was defined by the General Agreement on Tariffs and 

Trade (GATT) and is the third stage of economic integration. Unlike in free trade agreements, a common 

external tariff is imposed on non-members of the trading agreement. When countries outside the union trade 

with countries in the customs union, they need to make a single payment (duty fee) for the goods that have 

crossed the border. Once inside the union, they can trade freely with no added tariffs. 

 b) Purpose of Customs Unions: The purpose of a customs union is to make it easier for member countries to 

trade freely with each other. The union reduces the administrative and financial burden of barrier trading and 

fosters economic cooperation among nations. However, member countries do not enjoy the liberty to form their 

own trade deals. The countries in the customs union usually restructure their domestic economy and economic 

policies in order to maximize their gain from membership in the union. The European Union is the largest 

customs union in the world in terms of the economic output of its members. 

Although a customs union does not include free movement of goods and people, it generates trade creation and 

diversion that helps with economic integration. Below are the advantages and disadvantages of customs unions. 

c)  Advantages of Custom Unions: Customs unions offer the following benefits:  

1. Increase in trade flows and economic integration: The main effect of a free-trade agreement is that it 

increases trade between member countries. It helps improve the allocation of scarce resources that satisfy the 

wants and needs of consumers and boosts foreign direct investment (FDI). Customs unions lead to better 

economic integration and political cooperation between nations and the creation of a common market, 

monetary union, and fiscal union. 

 2. Trade creation and trade diversion: The effectiveness of a customs union is measured in terms of trade 

creation and trade diversion. Trade creation occurs when the more efficient members of the union sell to less 

efficient members, leading to a better allocation of resources. Trade diversion occurs when efficient non-

member countries sell fewer goods to member countries because of external tariffs. It gives less efficient 

countries in the union the opportunity to capitalize on their position and sell more goods within the union. If the 

gains from trade creation exceed the losses from trade diversion, it leads to increased economic welfare among 

member countries. 

3. Reduces trade deflection: One of the main reasons a customs union is favored over a free trade agreement is 

because the former solves the problem of trade deflection. It occurs when a non-member country sells their 

goods to low-tariff FTA (free trade agreement) country and then resells to high-tariff FTA country, leading to 

trade distortions. The presence of a common external tariff in customs unions helps avoid problems that arise 

from tariff differentials. 

 d) Disadvantages of Customs Unions: Along with the advantages, customs unions also come with a few 

drawbacks: 



 1. Loss of economic sovereignty: Members of a customs union are required to negotiate with non-member 

countries and organizations such as the WTO. It is necessary to maintain a customs union; however, it also 

means that individual member countries are not free to negotiate their own deals. If a country wants to protect 

an infant industry in its market, it is unable to do so by imposing tariffs or other protective barriers due to the 

liberal trading policies. Similarly, if a country wants to liberalize its trade outside the union, it is unable to do 

this due to the common external tariff. 

 2. Distribution of tariff revenues: Some countries in the union do not receive a fair share of tariff revenues. It is 

common among countries like the UK that trade relatively more with countries outside the union. Around 20%-

25% of the tariff revenue is retained by the member who collects the revenue. It is estimated that the cost of 

collecting this revenue exceeds the actual revenue collected. 

 3. Complexity of setting the tariff rate: A common problem faced by customs unions is the complexity of 

setting the applicable tariff rate. The process is very costly and time-consuming. Member countries often find it 

hard to forgo the trade of certain good or service because another country in the union is producing it more 

efficiently. The problem is usually faced by developing countries and is a major issue that the UK is dealing 

with during Brexit. 

6. What is SDR? What is the role of SDR? 

Special drawing rights (SDRs) are supplementary foreign-exchange reserve assets defined and maintained by 

the International Monetary Fund (IMF).The SDR is the unit of account for the IMF, and is not a currency per 

se. SDRs instead represent a claim to currency held by IMF member countries for which they may be 

exchanged.  

Role of SDR: The SDR was created as a supplementary international reserve asset in the context of the Bretton 

Woods fixed exchange rate system. The collapse of Bretton Woods system in 1973 and the shift of major 

currencies to floating exchange rate regimes lessened the reliance on the SDR as a global reserve asset. 

Nonetheless, SDR allocations can play a role in providing liquidity and supplementing member countries’ 

official reserves, as was the case with the 2009 allocations totalling SDR 182.6 billion to IMF members amid 

the global financial crisis. 

The SDR serves as the unit of account of the IMF and some other international organizations. 

The SDR is neither a currency nor a claim on the IMF. Rather, it is a potential claim on the freely usable 

currencies of IMF members. SDRs can be exchanged for these currencies. 

7. Distinguish between gold tranche and credit tranche.  

The following are the distinction between gold tranche ad credit tranche:  

a) In Gold Tranche member countries have an absolute claim on the IMF up to the amount of gold 

subscriptions they have made. In operational terms, they can draw this amount (= 25% of their quota) 

from IMF any time. On the other hand, in Credit Tranches any member can unconditionally borrow the 

part of its quota which it has contributed in the form of SDRs or foreign currency.  

b)  Gold tranche is treated as the reserve of the country concerned. However, this sum is reimbursed to the 

IMF within a specified period varying from 3 months to 5 years. But, when a member can borrow up to 

100% of its quota in four further tranches it is called credit tranches 

 

 

 

8. Role of error & omissions in BoP account. 
Net errors and omissions reflect the imbalances resulting from imperfections in source data and compilation 

of the balance of payments accounts. This component makes BoP balance in accounting sense.  

9. What is non-liquid balance?  
The change in private domestic borrowing or lending that is required to keep payments in balance without 

adjusting official reserves is called non-liquid balance. 

 

 

 

 


