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MODEL ANSWER

Q. Analyze the impact of reciprocal tariffs in international trade. How do such policies influence
global trade dynamics and economic relations between nations?

Reciprocal tariffs are a trade mechanism where a country imposes the same level of tariffs on imports
as its trading partner levies on its exports. The U.S., under the Trump administration, has revived this
policy to address perceived trade imbalances. While the objective is to create a "fair" trading system,
the policy could have significant ramifications for global trade, particularly for countries like India.
Given that India has a $38 billion trade surplus with the U.S., the introduction of reciprocal tariffs
could make Indian exports costlier and alter trade dynamics between the two nations.

The reciprocal tariff system aims to match tariff rates between trading partners to ensure uniformity
in trade policies. Under this system, the U.S. will impose the same level of tariffs on imports as
India applies to U.S. goods, effectively neutralizing any advantage India previously enjoyed.
Additionally, export incentives, tax breaks, and subsidies provided by countries like India will be
considered while determining the final tariff rate. This move also aims to eliminate differential
treatment, ensuring that developing nations, including India, no longer receive tariff relaxations that
were previously granted under WTO rules.

Impact of Reciprocal Tariffs on India
1. Effect on Indian Exports
e Increased Cost of Indian Goods in the U.S.: Sectors like textiles, pharmaceuticals, and
automobiles which are India’s key exports could face higher tariff barriers, reducing their

competitiveness.
Trade Deficit Adjustments: To balance trade, India may have to increase imports from the
U.S., especially in sectors like defense, oil, and gas.
Weakening of the Rupee: Higher U.S. imports could increase demand for the dollar, leading
to rupee depreciation and making imports costlier for India.
2. Impact on Indian Industries
e Pressure on MSMEs (Micro, Small & Medium Enterprises): Many small Indian
businesses rely on exports to the U.S. Higher tariffs will make it difficult for them to compete,
especially in pharmaceuticals and textile manufacturing.
o Effect on Atmanirbhar Bharat: India’s self-reliance initiative could slow down if reciprocal
tariffs force India to purchase more American-made products.
3. Potential Shift in Foreign Investments
e Increase in FDI: To avoid high tariffs, U.S. companies might set up local manufacturing in
India, leading to greater Foreign Direct Investment (FDI).
e Strategic Trade Negotiations: India could renegotiate trade agreements to secure better
terms, similar to the India-UAE CEPA (2022), which eased trade barriers.

However, the rise of protectionism is not unique to U.S.-India trade relations. According to the World
Trade Organization (WTO), trade restrictions imposed by G20 economies in 2023 affected $1.6
trillion worth of global trade. Similarly, the IMF (2022) estimated that trade wars led to a 0.4%
decline in global GDP, hitting developing nations the hardest.

The U.S.'s reciprocal tariff policy, aimed at ensuring balanced trade, poses significant challenges for
India’s export-driven industries. Higher tariffs on Indian goods could reduce trade competitiveness,
impact key sectors like textiles, pharmaceuticals, and automobiles, and alter the Indo-U.S. trade
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equation. Additionally, the elimination of differential treatment for developing economies under WTO
norms may further constrain India's trade advantages. To counter these challenges, India needs a
strategic approach that balances trade relations while safeguarding its economic interests.

To mitigate the adverse effects, India must strengthen its position in global trade negotiations,
ensuring that developing nations continue to have a fair playing field. Expanding trade partnerships
with ASEAN, the EU, and Africa, boosting domestic manufacturing of high-value products like
semiconductors and electronics, and securing sector-specific trade agreements—similar to the India-
UAE CEPA—can provide stability. A well-rounded strategy focused on diversification, self-reliance,
and diplomatic engagement will help India navigate the evolving global trade landscape while
maintaining a stable and mutually beneficial relationship with the U.S.
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