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The Experience of Trade Liberalisation
in Pakistan

ASHFAQUE H. KHAN

I. INTRODUCTION

Trade policies in developing countries have been at the centre-stage of
analysis for the past several decades. The desire for rapid economic growth in
developing countries raised many question about the relationship between trade and
growth [Krueger (1997a)]. It is, by now, well-established that there exists a strong
positive relationship between export growth and overall economic growth in general
and manufactured export growth and overall economic growth in particular.' Those
countries that have been most successful in expanding their manufactured exports
have not only achieved higher economic growth but also succeeded in alleviating
povcrty.2 This has indeed been the case in East Asia [ADB (1997)]. The core
question therefore is: which trade strategies have enabled countries to expand exports
in general and manufactured exports in particular?

Pakistan’s exports have fluctuated widely during the past 50 years. Exports
received limited or no attention during the 1950s and as such registered an average
decline of 5.7 percent per annum. Exports recovered in the 1960s and grew at an
average rate of 10.7 percent per annum. The 1970s witnessed an acceleration in
export growth when it grew at an average rate of 22.3 percent. The 1980s and the
first eight years of the 1990s exhibited a marked slow down in export growth as
compared with the 1970s. In fact, exports grew by 8.5 percent per annum in the
1980s and 7.6 percent per annum in the first eight years of the 1990s.

When viewed against the experiences of many successful developing
countries Pakistan’s export performance has been lackluster at best. In particular, the
performance of manufactured exports has been quite dismal. A comparison of the
performance of Pakistan’s manufactured exports with those of 10 other developing
countries clearly points out the weaknesses of the trade regime followed in Pakistan
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over the last five decades. In 1965, Pakistan’s manufactured exports ($0.19 billion)
exceeded the combined total of such exports from Indonesia, Philippines, Thailand,
Turkey and Malaysia (see Table 1). After five years (1970), the combined
manufactured exports of these countries were almost equal to that of Pakistan’s. By
1993, the manufactured exports of each of these countries exceeded those of Pakistan
by a wide margin and by 1996 Pakistan’s comparison with these countries became
redundant. Interestingly, Pakistan’s manufactured export even exceeded those of
Brazil and Korea in 1965 but stood at $7.3 billion in 1996 as against $25.5 billion
and $114.4 billion in the case of these two countries, respectively.

Table 1
Manufactured Exports of Major Developing Countries, 1965-96
(Billion US$)

Countries 1965 1970 1985 1990 1993 1996
Pakistan 0.19 04 1.73 3.2 5.6 7.3

India 0.83 1.1 5.89 13.5 16.2 239
China - 1.0 13.38 44.6 74.3 126.9
Indonesia 0.027 0.0t 2.36 9.6 17.8 254
Philippines 0.043 0.1 2.53 54 8.5 17.0
Thailand 0.03 0.1 2.58 11.3 26.9 40.7
Turkey 0.011 01 - 385 10.3 11.0 17.0
Brazil 0.134 0.4 8.91 16.0 232 255

Malaysia 0.075 0.1 4.40 13.5 30.6 59.4
Mexico 0.165 0.3 7.13 12.0 15.7 74.2
Korea 0.104 0.6 277 58.7 77.3 114.4

Source: World Development Reports 1987, 1990 and 1997, The World Bank, Washington, D.C.

The above analysis clearly suggests that the countries that were able to
organise themselves for large scale manufactured exports chosen the right trade
strategies, maintained macro-economic stability, and were able to take advantage of
the expanded opportunities in developed country markets. As shownin Table 1, the
countries like Thailand, Malaysia, Indonesia, Korea, Brazil and China succeeded in
expanding their manufactured exports by many folds over the last three decades.
Why Pakistan lagged behind in exploiting opportunities like many other developing
countries in expanding exports in general and manufactured exports in particulars? A
country’s exports performance is the mirror image of the trade regime it has
followed. It also depend on the types of trade and exchange rate policies it has
pursued over the years. What trade strategy Pakistan has followed?. What type of
exchange rate policy has been pursued? What export promotion measures have been
taken? What has been happening on the macro-economic stability front? What is the
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state of human and physical infrastructure? These are relevant questions which need
to be answered while analysing Pakistan’s exports. This article is, however, only
concerned with the trade strategy that Pakistan has followed while answer to the rest
of the questions and much more can be found in Khan (1998).

In this article we review the trade strategy followed in Pakistan over the last 5
decades with major emphasis on the post-1980 developments on trade liberalisation.
In other words, attempt is made to document the trade liberalisation measures
undertaken over the years with a view to reducing anti-export bias. The plan of the
paper is as follows: In Section II we present an overview of the trade regime where
we discuss import substitution versus export promotion and their pros and cons in
terms of increasing exports. Section III discusses the trade regime in the context of
Pakistan’s experience and also documents the trade liberalisation measures
undertaken over the years to make a shift away from one regime to the other.
Concluding remarks are presented in the final section.

II. AN OVERVIEW OF THE TRADE REGIME

Trade strategy can broadly be classified into import substitution (inward
oriented) and export promotion (outward oriented). Import substitution (IS) is
associated with a package of policies that aim at protecting the infant industries and
discriminating against exports. Such policies include overvalued exchange rate,
multiple exchange rate system, import controls, high tariffs and quantitative
restrictions on imports [Krueger (1997, 1978)]. These measures discriminate against
exports because they force exporters to face import prices that are above the
international level for the inputs they want. Furthermore, in the IS strategy
production for the domestic market to satisfy internal demand under the protection of
tariff and non-tariff barriers is favoured over the export market. The export
promotion (EP) strategy, on the other hand, is one in which trade and industrial
policy do not discriminate between production for the domestic market and exports.
This strategy links the domestic economy to the world economy.S’4

Some more clarification regarding the EP strategy are in order. Firstly, the
definition of EP strategy relates to average incentives [Krueger (1997a)}. 1t is
perfectly valid to exist IS strategy in the sense that the effective exchange rate for
import (EER,,) is greater than the effective exchange rate for export (EER,) in some
activities even within the overall EP strategies. The EP strategy can co-exist with IS
strategy in some sectors as has been the case in many successful East Asian
countries. Secondly, the EP strategy does not imply the absence of government
intervention. In many East Asian countries, the EP strategy worked along side with

3See World Development Report 1987.

*It may be noted that the EP strategy and ‘export-led’ growth have often been misunderstood as
one of the same thing in the literature. As Bhagwati (1987, p. 258) has pointed out, the EP strategy has
“little to do with export-led growth”. In fact, it is simply “a matter of setting price incentives in such a
fashion as to ensure that the home does not become more lucrative than the foreign market”.
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active government intervention. Thirdly, the EP strategy relates to trade incentives,
therefore, the countries that follow this strategy not necessarily be outward oriented
in their foreign investment policies. Once again, the East Asian countries and Japan
provide clear evidence in this regard.

In the classic NBER study, Krueger (1978) and Bhagwati (1978) have defined
trade orientation in terms of the EER, relative to that of EER,,. These effective
exchange rates measure the incentives to export and to substitute for exports,
respectively. The IS strategy is the one where EER, is less than EER,, (EER, <EER,)).
This strategy, on balance, rewards production for the domestic market more than for
exports, or in other words, there is a ‘bias’ in favour of imports. A formal index of
the degree of bias is defined as the ratio of the exchange rate effectively paid by
importers (EER,) to the exchange rate effectively faced by exporters (EER,). If
EER,, /EER, > 1 it is said that the trade regime is biased against exports [Bhagwati
(1988) and Edwards (1993)). The EP strategy is defined in the literature as the one
with bias-free incentives, i.e., the one with EER, = EER,’ No bias or neutrality
means that incentives are neutral between saving a unit of foreign exchange through
import substitution and earning a unit of foreign exchange through exports.®

The effective exchange rate pertains to the combined effect of exchange and
trade policies on relative prices. More specifically, the EER, includes the nominal
exchange rate (eg) as well as export subsidy (s) and other incentives to exports (k).
That is:

EER, = eg (1+s+k) ¢))

Similarly, the EER, would add to the nominal exchange rate (eg) the import
tariff (¢), import premiums resulting from quantitative restrictions (pr) and other
import charges (g). That is:

EER,, =ex (1+t+priq) .. N ¢))

Thus, as long as export subsidy and other incentives to exports more or less
match the import duty, import premium and other import charges, there will be no
bias against exports.” Hence the degree of bias of the trade regime is measured as

EER, _eg(l1+t=pr+gq)
EER ep(l1+s5+k)

X

B:

3

*Bhagwati (1988) defines ultra-EP strategy as the one with EER, >EER,,.

SFor further discussion on this see Bhagwati (1988, 1978) and Krueger (1978).

"Macroeconomists have defined effective exchange rate by simply deflating the nominal
exchange rate (i.c. parity) by the domestic price level. Bhagwati (1987) has termed this definition
inadequate because in many developing countries import duties, subsidies and other charges are important
and concentrating on the parity alone is not enough. He has, therefore, recommended the concept of price-
level deflated EER (PLDEER) propounded by Bhagwati (1978) and Krueger (1978) that the
macroeconomist should use.
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where B = 1 reflects the existence of a neutral trade regime while > 1 represents the
fact that the country in question is following the IS strategy or in other world,
pursuing a policy which promotes anti-export bias. '

Based on the intellectual support provided by Nurkse (1961) and Prebisch
(1950, 1959) a broad consensus was emerged in developing countries during the
early years that trade strategy for development should be based on import
substitution (IS). The basic motivation underlying IS strategy was the belief that
industrialisation would be possible only in a protected closed market. The stylised
facts that encouraged developing countries to adopt the IS strategy in the early years
are numerous which ranged from their relative backwardness, lack of competitive
strength to what is commonly know as export pessimism.?

Firstly, the developing countries’ production structure were heavily oriented
towards production and exports of primary commodities and the ability to produce
manufactured goods were virtually non-existent. In such an environment a policy of
free trade would had confined them in the production of primary commodities
because of their comparative advantage in them. It was, therefore, realised that
industrialisation and, hence, development would only be possible under the import
substitution strategy. This provided a strong argument in favour of developing
productive capacities at home to replace imports from abroad. As such industry
needed protection at the early stages of development.

Secondly, the export pessimism was based on the premise that not only the
income and price elasticities of demand for primary commodities were low but the
terms of trade was also deteriorating against primary commodities. As such, the
developing countries exports were to grow only slawly. Furthermore, under what is
generally known as ‘second export pessimism’, there was a common belief that
exports from developing countries cannot successfully penetrate the restrictive
barriers of the developed economies [Bhagwati (1988)].° Thus, IS became the
hallmark of development strategies in many developing countries.

The above factors underlying IS strategy were so convincing that developing
countries were accorded exception in the General Agreement on Tariffs and Trade
(GATT) Articles. In fact, Article XVIII explicitly protected developing countries and
allowed them to adopt tariffs and quantitative restrictions to protect their domestic
- industries [Krueger (1997)]. Such exception not only legitimised the type of trade
strategy followed by developing countries but also allowed them to postpone much
needed trade and payment reform more conducive to sustained economic growth
[Krueger (1997)].

®For a detailed discussion on the stylised facts, see Krueger (1997a).

A recent World Bank study estimates that non-tariff barriers (NTBs) in the major industrial
countries affect 34 percent of imports from developing countries, as opposed to 27 percent from all

countries, and that in the early 1980 NTBs in the developed countries became significantly more
extensive. For further discussion see Nognes et al. (1985).
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At the véry early stages of development the IS strategies are, however, not
necessarily inimical to growth. Import substitution did help to produce high rates of
GDP growth in many developing countries. However, the ability to sustain high rate
of growth weakened over time under this strategy [Krueger (1997a)]. The crucial
feature of good economic management was not to prolong the IS strategy beyond the
initial stage of development and effort should have been made to remove anti-export
bias fairly quickly so that, on balance, the divergence between EER, and EER,, was
narrowed. It was soon revealed that the IS strategy suffered from some major
shortcomings. .

Firstly, it was found that import substitution often increased, rather than
reduced a country’s dependence on foreign exchange. This is because sufficient
disincentives were provided for export development under the IS strategy. As IS
strategy proceeded long enough many developing countries that have followed this
strategy encountered increasingly severe foreign exchange shortages [Krueger
(1984)].

Secondly, the overvalued exchange rate goes hand-in-glove with import
substitution because the authorities, under pressure from producers, maintain an
unrealistic real exchange rate so as to keep the costs of imported inputs and capital
equipment low. Periodic balance of payments crisis arose in reaction to overvalued
exchange rate which adversely affected a country’s export earnings.

Thirdly, the availability of cheaper capital and duty-free imports of capital
goods to encourage import substitution created a capital-intensive bias in production,
which made it difficult to absorb excess unskilled labour in modern industry. At the
same time, high-cost capital-intensive production raised incremental capital output
ratios (ICORs) under continuing import substitution, requiring ever-increasing
saving ratios to maintain rates of economic growth. Fourthly, the IS strategy
encouraged smuggling'® and fake invoicing to import lower-cost products [Krueger
(1997a)]. Fifthly, tariff barriers and quantitative restrictions which are salient
features of the IS strategy created artificial scarcity and helped create active black
markets for imported goods [Reza (1994)]. Finally, under the IS strategy the real
interest rate often kept negative to favour import substituting investments. In the
process, the negative real interest rate policy discouraged domestic savings,
encouraged self-investmient, and provided inducements for the transfer to funds
abroad."

It is widely accepted that under IS strategy, any success is short-lived.!> An
important question, then, is why export orientation is a better policy. An outward-
oriented trade strategy is recognised to have a number of advantages. Firstly, this

'If the price differential between the domestic mari(et and the international market is sufficiently
wide either as a result of higher tariff or legally-binding quota, smuggling would be profitable [Krueger
(1984)). ’

"""More on this, see Balassa (1985).
2gee for example, Krueger (1978, 1981, 1997, 1997a) and Bhagwati (1978, 1987).
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strategy brings incentives for domestic resource allocation closer to international
opportunity costs and hence, promotes the efficient use of resources. Secondly,
export-orientation is a better policy because it involves incentives rather than
controls. The rationing of import licenses, credit, and foreign exchanges has
invariably generated premiums and, in turn, rent seeking under the IS strategy.

Thirdly, export-orientation gives industries the opportunity to enlarge their
markets and achieve greater economies of scale. In other word, in an outward-
oriented regime, the size of the domestic market does not limit the output of
exporting firms [Krueger (1981)]. Fourthly, an outward-oriented strategy forces
industries to compete in the international market and achieve greater X-efficiency
[Balassa (1981)].

Fifthly, there is increasing evidence that adoption of new technology has been
faster in outward-oriented than in inward-oriented (or IS) developing countries.
Exporting firms often benefit from a considerable transfer to technology from
abroad, including advice on production engineering and aid in product design and
marketing [ADB (1997)]. ,

Sixthly, outward-oriented regime provides self-correcting mechanism to align
the macroeconomic variables that affect growth. For example, if the exchange rate is
overvalued it will become obvious quickly because trade balance will deteriorate.
Under IS strategy the effect of the misalignment in exchange rate would take the
subtler form of rising premiums on import licenses. Finally, it is well-known that
outward-oriented economies have achieved spectacular growth in saving rates [ADB
(1997)]. A shift from inward to outward orientation should generate additional real
income, partly by reducing the misallocation of resources and partly by raising
income through multiplier effects as rising exports bring spare capacity into use.

Thus, the superiority of the outward-oriented strategy over the IS strategy is
no longer an issue in development economics. Countries that pursued outward-
oriented strategy between 1965 and 1990 grew about 2 percentage points faster per
year, on average, than countries that pursued IS strategy."® The East and Southeast
Asian countries were the ones that followed vigorously the outward-oriented strategy
which helps to account for their better growth performance. Following at the initial
stage a modest IS strategy, most of the fast growing Asian countries lowered their
import tariffs and export taxes, removed quantitative restrictions on trade, and
reduced barriers to international flows of capital. They also ensured high profitability
for their exporters of manufactured goods by giving them easy access to inputs at
world prices and followed prudent exchange rate policies. In other word, they
quickly moved to outward-oriented strategy, maintained macroeconomic stability
and pursued prudent exchange rate policies. Such a shift in the strategy and other
macroeconomic policies paid rich dividends in terms of higher sustained economic
growth which became the hallmark of the East and Southeast Asian countries. The

BSee ADB (1997).
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poor performance of the Latin American and South Asian countries, most of which
had followed with almost religious zeal the dictates of import substitution, offered a
dramatic contrast.

III. TRADE REGIME: THE PAKISTANI EXPERIENCE

Attempt is made in this section to review the trade regimes Pakistan has
followed over the last five decades. A review of the trade regimes followed in
Pakistan during the 1950s, 1960s, 1970s, and to some extent 1980s are well-
documented in Guisinger and Scully (1991); Naoman (1992) and Shah et al. (1990).
Thus, no effort is made to present an in-depth review of the trade regimes for these
periods with the exception of the 1980s. Major emphasis is, however, given to the
developments in trade liberalisation with a view to reducing anti-export bias since
1980. However, to appreciate the trade liberalisation efforts undertaken in Pakistan
since the 1980s it is essential that we review, though briefly, the trade regimes
followed in the country during the 1950s, 1960s, and 1970s.

The choice of a trade regime depend partly on the resource endowment of the
country. At the time of independence in 1947 Pakistan’s industrial base was confined
to a few textile mills, some sugar mills and some cement factories, all totalling 34
units. It was considered essential for the country to provide adequate protection to
the nascent local industry against imports. As such Pakistan’s economic policy
emphasised import substitution during the early years of independence, although
efforts were also made to promote exports.

The 1950s

During the 1950s, Pakistan pursued IS strategy vigorously, thereby creating a
highly protected environment for industrialisation. Quantitative restrictions on
imports and other non-tariff barriers have been the principal policy instruments to
cope with the balance of payments crisis at the end of the Korean war-related
commodity boom in 1952. The import restrictions have allowed the country to
maintain an overvalued exchange rate which, in turn, has been used to subsidise the
inflow of imported inputs into priority areas. Furthermore, as indicated above,
Pakistan inherited very little industry but more agricultural resources.'* The tax and
other incentive structure that evolved was such that revenue depended heavily on
export taxes on agricultural products (Cotton and Jute) and import duties on
imported manufactured goods. The policy incentives were designed in such a way
that domestic producers of manufactures used to buy domestic agricultural raw
materials at below world prices and used to sell their products domestically at above
world prices. This resulted into a large protection of import substitutes and a tax on

“Agriculture accounted for 48 percent, 40.4 percent, and 33.5 percent of GDP in the 1950,
1960s, and 1970s; respectively.
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exports.15 Thus, the most extreme form of protection lasted from 1952 to 1959
[Naoman ((1992)].

The 1960s

-While maintaining a highly protective and restrictive import regime and an
overvalued exchange rate to promote import substitution during the 1950s, the
government began to promote export growth by taking a number of measures to reduce
the anti-export bias of the trade regime during the 1960s. Firstly, the government
introduced the export bonus scheme in the late 1959, which was in effect a multiple
exchange rate system favouring manufactured exports."® Secondly, industries with
export potential were singled out for special treatment such as preferential access to
foreign exchange.'” Thirdly, a significant import liberalisation was under taken. The
major liberalising policy adopted in this period was the automatic renewal of import
license for industrial raw materials and consumer goods. While selecting firms for
automatic renewal of licences their previous export performance was taken into
consideration [Guisinger and Scully (1991)]. Those firms with best performance in
exports received the best liberal treatment insofar as licenses were concerned; the less
favoured firms had to show proof of export orders before import licenses necessary for
export production could be released. Another major liberalisation policy of the 1960s
include the free list of imported items. Almost all the requirements of industries for
imported raw materials and spares were placed on the free list; the funds for which
were made available through the Pakistan Consortium.'®

Despite these measures to reduce anti-export bias, the degree of trade
liberalisation was fairly marginal. For example, the coverage of the export bonus
scheme was very small (about 5 percent of total imports). Furtherniore, the
liberalisation were discriminatory in nature, partly because of the piecemeal
implementation of the reforms."?

Although the large-scale manufacturing grew at an average rate of 13.4
percent per annum during the 1960s and was widely hailed as a model of successful
industrialisation it was also regarded as one of the worst examples of import
substituting industrialisation by Little, et al. (1970) and Balassa (1971). The export
bonus scheme which was tailored to provide greater incentives to exporters of

*More on this, see DRI-McGraw Hill (1997).

"Export Bonus Scheme (EBS) was by far the most important policy initiative taken by the
government to reduce anti-export bias of the trade regime. Since the EBS was in effect a multiple
exchange rate system it served as an instrument to compensate exporters of selected manufactured
commodities for the overvaluation of the rupee. For a detailed discussion on EBS, see Guisinger and
Scully (1991).

17A host of other incentives for exports were also provided. See Guisinger and Scully (1991) for
details. .

'¥The free list was not quite as liberal as its name implies. Import duties on free-list imports were
increased from 5 to 20 percent. For further details, see Guisinger and Scully (1991).

USee ibid.
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manufactured goods was instrumental in increasing the manufactured exports by
11.4 percent per annum in current rupee term during the 1960s as against 1.8 percent
growth of primary exports and 7.0 percent growth of total exports. Consequently,
the share of manufactured exports in total exports increased from 43 percent in 1960
to 67 percent in 1970. :

The 1970s

During the /970s, three most significant measures of trade liberalisation to
reduce anti-export bias were taken. These measures were: devaluation, the
elimination of the export bonus scheme, and the end of restrictive licensing. As a
result of the fixed exchange rate policy, Pakistani rupee was overvalued during the
1950s and the 1960s which encouraged import substitution. The export bonus
scheme of the 1960s was meant to compensate exporters of selected manufactured
items from this overvaluation. The May 1972 devaluation of 57 percent was
accompanied by the elimination of the export bonus scheme. The decision to
eliminate the scheme was a movement toward more uniform effective exchange rates
for exports. The third important measures was to cut down the restrictive licensing
system in 1972. The six separate import lists were reduced to only two lists—a free
list of items which, in principle, could enter the country without restriction and a tied
list of items importable only from tied aid or barter sources.

The above listed trade liberalising measures along with fairly successful
efforts of the Pakistani exporters to divert their exports from the protected markets of
the former East Pakistan (now Bangladesh) to the world market in the early 1970s
led to an impressive increase in manufactured exports (manufactured exports
increased at the compound growth rate of 26 percent per annum in current rupee
term). Notwithstanding massive devaluation, elimination of the export bonus
scheme, and sharply curtailed licensing system, the overall trade and industrial
policies remained biased against exports during the 1970s. This fact is abundantly
clear from Table 2 and Figures 1 and 2. The existence of an anti-export bias is
demonstrated by the quantitative evidence provided in Table 2 which presents
estimates of effective exchange rates (EERs) for imports and exports and their ratios.
The latter ratios can be utilised as a summary index of the neutrality/non-neutrality
of a trade regime. Results of EER calculations demonstrate the existence of an
import substitution bias that appears to have increased during the 1970s.The
principle reason for the persistence of anti-export bias in the face of massive
devaluation is that the currency devaluation was accompanied by export taxes. By
October 1973 the export duties on cotton yarn reached as high as 45 percent, on grey
cloth it was 25 percent, and on other finished cotton and leather products it was 15
percent.zo Thus the effective devaluation on the export side amounted to only 25
percent as against the nominal devaluation of 57 percent.”!

2See Chaudhry and Hamid (1988).
YSee Guisinger and Scully (1991).
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Table 2
Effective Exchange Rates for Imports and Exports
Effective Exchange Effective Exchange ‘ » Real
Rate for Imports Rate for Exports Bias Exchange

Year (EER,,) (EER,) (EER,/EER,) Rate
1969-70 6.00 490 1.22 4.80
1970-71 6.60 491 1.34 4.61
1971-72 14.70 10.64 1.38 10.39
1972-73 11.88 8.74 1.36 8.37
1973-74 11.68 8.22 1.42 8.97
1974-75 11.68 9.00 1.30 8.57
1975-76 12.03 9.33 ‘ 1.29 9.72
1976-77 1251 9.89 1.26 9.47
1977-78 12.84 9.86 1.30 9.53
1978-79 12.60 9.87 1.28 9.51
1979-80 12.44 9.91 1.25 9.33
1980-81 12..47 9.90 1.26 9.28
1981-82 16.06 13.17 1.22 12.45
1982-83 17.47 14.18 1.23 1243
1983-84 19.64 15.78 1.24 14.06
1984-85 20.47 16.73 1.22 15.82
1985-86 22.91 17.72 1.29 16.10
1986-87 25.37 18.55 1.38 16.32
1987-88 25.88 1957 1.32 17.86
1988-89 28.08 21.46 1.31 20.38
1989-90 29.72 22.52 1.32 21.10
1990-91 32.52 - 2550 1.27 22.66
1991-92 3297 26.42 1.25 23.94
1992-93 38.19 317 1.20 28.34
1993-94 39.28 32.31 1.21 27.10
1994-95 42.33 34.63 1.22 29.54
1995-96 42.95 36.11 - 1.19 3251
1996-97 49.61 41.25 1.20 35,80

Source: Supplied by Dr Zafar Mahmood, Chief of Research at PIDE.
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The 1980s

‘During the 1980s, periodic steps were taken to liberalise trade with a view to
reducing anti-export bias in the trade regime. A significant reduction in the scope of
non-tariff barriers and the adoption of a negative import system were major
improvements in the import regime in the early 1980s. Pakistan’s import regime
reached its most restrictive stage in 1980 when about 41 percent of the domestic
industrial value added was protected by import bans, and another 22 percent by
various forms of import restrictions. By 1986, the equivalent percentages were 29
percent and 3.7 percent respectively. This was achieved by two types of measures,
Firstly, explicit import quotas on non-capital imports were essentially removed.
Secondly, banned and restricted imports were slowly liberalised.

Between December 1980 and June 1983, about 100 commodity categories,
consisting of mostly raw materials and capital goods, were added to the free list. In
July 1983, the Government switched from a positive to a negative list system which
explicitly listed banned and restricted imports.

Pakistan, however, continued to depend on import bans and restrictions for
protection. The official position on import bans and restriction states that Pakistan’s
non-tariff barriers serve two purposes: to provide assured protection to import-
competing industries, and to restrict imports of luxury consumer goods. In practice,
however, non-tariff barriers generate more serious distortions. As is well-known,
import bans/restrictions break the link between domestic and international relative
prices. Furthermore, it creates monopolies and oligopolies through elimination of
foreign competition in industries where scale economics are important. Import
bans/restrictions and prohibitively high tariffs have made smuggling and other forms
of illegal trade a profitable enterprise in Pakistan.

A number of import tariff/tax changes were implemented in the 1980s. These
included: (i) The setting of tariff rates for newly liberalised items; (ii) the
introduction of a 5 percent surcharge on all imports in June 1983 (with exception of
baggage allowances and parcel post) followed by another 5 percent Iqra® surcharge
imposed in June 1986; and (iii) tariff removal/cuts on imports of some non-
competiting machinery and inputs to the engineering industry.

By far the most comprehensive tariff reform was undertaken in June 1987
when most rates were cut and some were raised, the number of tariff slabs were
reduced from 17 to 10; a uniform 12.5 percent sales tax replaced previous rates
that varied across commodities; and the maximum tariff rate was reduced from
225 percent to 125 percent. These changes reduced the economy-wide
(unweighted) average tariff by almost 8 percentage points in 1987-88, though the
dispersion of tariffs has remained the same (see Table 3). Among the major
commodity categories, the largest proportionate decline was in capital goods.

ZSurcharges to generate funds for education.
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Table 3

Average Level and the Dispersion of Statutory Tariffs

Early 1980s 1987-88 1988-89 1989-90
Mean Standard Mean SD Mean SD Mean SD

Tariff Deviation
Economy-wide 77.1 52.6 689 522 663 414 648 414
Manufacturing 79.1 53.0 709 527 67.6 417 660 41.7

Consumer Goods 1167  57.9 98.1 539 97.0 403 96.6 402
International Goods 61.3 40.2 654 483 572 276 539 268
Capital Goods 66.5 43.6 393 357 376 357 374 354

Source: Government of Pakistan, Central Board of Revenue, Pakistan.
Customs Tariff and Allied Notifications and Orders, Islamabad (various editions).

The economy-wide (unweighted) average tariff was further reduced to 64 percent in
1989-90. The improvement (i.e. the fall) in the dispersion was more pronounced as it
was reduced by almost 11 percentage points (See Table 3).

Notwithstanding the June 1987 tariff changes, Pakistan’s average (nominal)
tariff rates were still high in comparison to other developing countries. About 50
percent of all tariff categories, and 84 percent of consumer goods carry custom duties
in excess of 75 percent. The effects of high customs duties on landed costs of
imports were compounded further by surcharges and the sales tax.

Another notable feature of Pakistan’s nominal tariff structure was the
substantial number of duty free categories and full partial duty exemptions. Such
feature narrow the import tax base, leading to a concentration in the incidence of
tariff, cause discriminations and anomalies in the implementation of the tariff system
and induce rent-seeking activities. Nearly 80 percent of all import duties were
collected from 21 commodity groups that account for less than half of the total value
of imports.

In the 1980s, a shift from fixed to a flexible exchange rate system was by far
the most important measure undertaken to encourage export growth. In addition,
since the late 1970s there has been a continuous effort to improve the effectiveness
of some of the existing export incentive schemes—namely, the duty drawback
system, compensatory export rebates (which was abolished in May 1986), and
concessionary export financing. The Government’s continued emphasis on export
promotion was also reflected in some positive measures introduced through the New
Trade Policy in June 1987. These included: (i) opening of rice and cotton exports to
the private sector; (ii) liberalisation of imports of some raw materials and
intermediate inputs of export industries; (iii) establishment of a Special Credit Wing
for exporters at the State Bank of Pakistan; (iv) the provision of foreign exchange to
promote marketing of goods abroad; (v) linking income tax concession on export
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earnings to the value-added content of exports; and (vi) the introduction of a value-
added criterion in the allocation of textile export quotas in addition to historical
performance criteria.”

Notwithstanding significant trade reform introduced in the 1980s, the
existence of -an anti-export bias is demonstrated by the quantitative evidence
provided in Table 2. Results of EER calculations demonstrate the existence of an
import substitution bias that appears to have increased over time during the 1980s. In
particular, the bias increased significantly after the trade liberalisation measures
introduced in June 1987. The reduction in the bias achieved through tariff cuts has
been more than offset by the imposition of import surcharges, and the elimination of
compensatory rebates in May 1986. In sum, Pakistan’s trade regime remained bias in
favour of import-substituting production in the 1980s.

1988 Onwards

Despite various measures of trade liberalisation undertaken during the 1980s
Pakistan’s trade regime remains protective and continues to discriminate against exports,
Pakistan embarked on a comprehensive programme of macroeconomic adjustment and
structural reform at the end of 1980s. The trade reform is viewed as a primary instrument
of structural reform because of the realisation that past import-substitution policies had
insulated the country from foreign competition and generated a strong anti-export bias in
resource allocation and increased inefficiency. Towards this end, successive governments
since 1988 have pursued an extensive liberalisation of the trade regime and also
undertaken a range of export promotion measures. As a result, almost all non-tariff
barriers have been replaced with tariffs; the maximum level of tariffs has been reduced to
45 percent in 1997-98 from 225 percent in 1986-87; the earlier para-tariffs have been
merged into the statutory tariff regime; efforts have been made for suitable cascading the
tariff structure; and all items are now importable except for a few whose entry is
conditional on religious, health or security considerations.?*

Although successive governments have pursued tariff reform programmes
since 1988 with an aim to reduce anti-export bias, with varying degree of success,
the caretaker government in 1993 however produced a comprehensive document on
tariff reform. The Tariff Reform Committee of 1993 proposed a wide-ranging
programme of tariff reduction, consolidation, and suitable cascading. The Committee
recommended two alternatives in setting the maximum tariff rate. The first
alternative was directed more towards reducing the bias against exports by setting a
maximum tariff rate of 35 percent for most products with a few exceptions (chemical
and engineering) of 50 percent. The second alternative set the maximum rate at 50
percent for all items except automobile (265 percent).

For a detailed discussion on these measures, see the New Trade Policy, June 1987, Ministry of
Commerce, Government of Pakistan.
YFor further discussion, see Khan and Mahmood (1996) and DRI-McGraw Hill (1997).
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The Tariff Reform Committee of 1993 recommended that: (i) all para-tariffs
such as import license fee (6 percent), Iqra surcharge (5 percent), and flood relief
surcharge (1 percent), be merged with the statutory tariff rates, (ii) the current
maximum tariff rate of 80 percent be reduced following either of the two alternatives
mentioned above with six tiers of ad valorem rates; (iii) nominal tariffs be suitably
cascaded with rates increasing with progressive stages of manufacturing; (iv) zero-
rated inputs for export-oriented production; (v) tariffs on machinery and equipment
would be 10 percent, unless locally available; and (vi) tariff rates would be reduced
gradually over a three year period starting in 1994-95 fiscal year to allow industry
and labour markets time to adjust to the changes.

The policy-makers opted for a higher maximum tariff i.e., from 80 percent to
50 percent in three years with additional target of reducing the maximum duty rate to
35 percent in the next two years. The choice for a higher maximum tariff was based
on several considerations. Firstly, the 50 percent maximum tariff rate structure would
have a nearly revenue neutral impact. Secondly, it would allow for a more
pronounced cascading of nominal tariff rates which would be likely to generate
incentives for greater value-addition in production. Furthermore, various measures
like the duty free imports of inputs for exportables would lead to a reduction in anti-
export bias. Finally, efficiency gains would accrue from removal of numerous
exemptions and reduction in the duty tiers, which would contribute towards more
uniform effective protection.

The implementation and the degree of success in achieving the targets of 1993
Tariff Reform remained mixed. Some progress were made in implementing the
Reform during September 1993 to November 1996. The tariff structure was
simplified, and maximum tariffs were lowered from 80 to 65 percent (See Table 4).
In 1994-95 two para-tariffs were merged with statutory rates while a third (flood
relief surcharge) was abolished. The import surcharge levied at 10 percent was also
abolished. Some progress was made during 1995-96 and 1996-97 in rationalising and
reducing the number of SROs. Duty tiers remained numerous—there were 12 tiers of
ad valorem duty rates ranging from zero to a maximum of 65 percent, with the
exception of automobiles for which the maximum duty rate remained at 265 percent.

As a result of reduction in statutory rates the revenue mobilisation efforts of
the government faltered and a policy reversals began to occur. To make-up for the
revénue shortfall, a regulatory duty of 10 percent was levied on all imports subject to
tariff rates up to 55 percent, while items on which tariff rate was 60 percent a
regulatory duty at the rate of 5 percent was imposed. Furthermore, a withholding
income tax of 5 percent on imports was also introduced. Sales tax was also raised
from 15 percent to 18 percent.

The effectiveness of the tariff regime in géneral and reform process in
particular was subverted and eroded in several ways. Firstly, the re-introduction of
para-tariffs for fiscal consideration wasa serious setback towards reducing anti-
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Table 4
Tariff Structure
(Percent)
Maximum Tariff

Year Rates (MGTR)
1986-87 225.0
1988-89 125.0
1990-91 95.0
1993-94 ' 80.0

[92.0]
1994-95 ' 70.0
1995-96 65.0
1996-97 45.0
1997-98 450

Source: Khan and Mahmood (1996) and the World Bank (1997).
Note:  Number in square bracket is the MTR after merging the two para-tariffs.

export bias. Secondly, high and multiplicity of taxes were a major incentive to
circumventing payment of duties. Thirdly, Pakistan’s obligations to provide free
access to transit trade to landlocked Afghanistan also complicated efforts at tariff
reform. Finally, the 1993 Tariff Reform package was implemented at a time when
Pakistan was facing large fiscal deficit. With increasing government expenditures
and a need to reduce fiscal deficit, there was no room left for pursuing the tariff
reform with vigour [World Bank (1997) and Khan (1997)].

Realising the importance of tariff reform in reducing anti-export bias the
caretaker government (November 1996—February 1997) prepared a package of
tariff reform with aims to bring about a transparent and cascading tariff regime
bounded by low and internationally competitive tariff rates. The salient features of
the tariff reform package of the caretaker government are: abolition of regulatory
duty of 10 percent and 5 percent; withholding income tax rate of S percent is to be
reduced to 2 percent; the maximum tariff rate should be reduced from 65 percent to
55 percent in 1997-98 and up to 35 percent by the year 2001; tariff structure will be
cascaded downwards accordingly with the lowest rates for basic raw materials and
the highest for finished goods; and reduction in duty -slabs from 13 to 6; i.e. 10
percent, 15 percent, 20 percent, 25 percent, 30 percent and 35 percent in 1998-99.

The present government which took charge of the country’s state of affairs on
February 17, 1997 introduced a tariff reform package on March 28, 1997 which is
more sharper than the one proposed by the caretaker regime.” The objective of the
present tariff reform package is to revive industrial production and export promotion.
The salient features of the tariff reform are: the maximum tariff rate is reduced to 45

See Ministry of Finance (1997) for details.
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percent from the previous level of 65 percent with the exception of automobiles; the
10 percent regulatory duty is abolished; the number of slabs in custom duties is
reduced from 13 to 5 with rates of 10 percent, 15 percent, 25 percent, 35 percent, and
45 percent, the tariff rate on plant and machinery is standardised and brought down
to 10 percent; the duties on primary raw materials, intermediate goods, and finished
goods have been suitably cascaded with duties ranging from 10 percent to 45
percent; tariff rates on a wide range of smuggling-prone items are brought down to
10 percent and 25 percent; and to broaden the base of revenue an across-the-board
minimum tariff of 10 percent is imposed with the exception of essential items like
wheat, fertilisers and life saving drugs.

Notwithstanding significant tariff reform introduced in the 1990s by
successive governments the tariff structure continued to suffer from non-cascading
rates in some cases [DRI-McGraw Hill (1997)]. Numerous exemptions and
concessions have reduced the base of import duties with the result that most of the
revenue is generated from a limited number of products. For example, only 62
percent of overall imports are dutiable, ranging from 50 percent for capital goods to.
87 percent for raw material for capital goods [DRI-McGraw Hill (1997)]. The
significance of exemptions and concessions can be gauged by the fact that the
average rate of import duty, adjusted for exemptions/concessions was almost 35
percent as against the average import duty (all imports) of 20 percent (See Table 5).

Table 5

Average Rate of Import Duty with and without Exemptions/Concessions
(Percent)
1990-91 1991-92 1992-93 1993-94 1994-95 1995-96 1996-97

Average Import Duty (All Imports) ~ 23.0 179 20.8 20.6 21.6 21.6 19.6
Average Import Duty

(Dutiable Imports) 39.0 326 353 347 335 346 N.A.
Consumer Goods 38.0 36.9 40.8 382 430 45.8 N.A.
Raw Material for Consumer

Goods 39.0 36.9 40.8 38.2 43.0 45.8 N.A.
Raw Material for Capital Goods ~ 41.0 385 44.7 43.7 46.1 48.1 N.A.
Capital Goods 39.0 336 324 30.3 31.2 36.0 N.A.

Source: Khan and Mahmood (1996) and World Bank (1997).

Beside trade liberalisation measures Pakistan also undertook export promotion
measures to reduce anti-export bias in the trade regime. Most notable among these
are the continuation of a flexible exchange rate policy. During 1990-91 to 1996-97,
Pakistani rupee depreciated viz. US dollar by almost 58 percent. In addition to a
flexible exchange rate policy several other measures were taken to mitigate the
disadvantages that Pakistani exporters face due to the anti-export bias inherent in the
country’s import protection strategy. These include: (i) temporary import scheme;
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(ii) duty drawback scheme; (iii) refund of sales tax; (iv) export finance schemes; and
(v) export credit guarantee scheme.?

Despite trade liberalisation and export promotion measures undertaken during
the 1990s the existence of an import substitution bias is quite evident from Table 2.
The ratios of two EERs (for imports and exports) are greater than unity implying a
bias toward import substitution. Although the ratios are greater than unity, these
nevertheless exhibit a declining trend which suggest that the trade liberalisation and
export promotion measures were successful in reducing anti-export bias in the trade
regime. Pakistan could have achieved more or less a neutral trade regime in the
1990s as a result of the trade liberalisation and export promotion measures
undertaken during the 1990s but the policy reversal forced by fiscal consideration
that began at the end of 1594-95 fiscal year and lasted until March 1997 more than
offset the gains. A significant reduction in tariff as well as in dispersion along with
downward adjustment in Pakistani rupee are required to achieve néutrality in the
trade regime.

IV. CONCLUDING REMARKS

Pakistani exports over the last 50 years have grown at an average rate of
8.7 percent per annum in current dollar terms but exhibited divergent trend
during these periods. When viewed against the experiences of many successful
developing counties Pakistan’s export performance has been lacklustre at best.
Why Pakistan lagged behind in exploiting opportunities like many other Asian
and other developing countries in expanding exports in general and
manufactured exports in particular? This paper attempts to provide partial
answer to the question by examining the trade liberalisation measures undertaken
during the last 50 years. The main contribution of this paper is that it has
summarised the trade liberalisation measures under taken during the last 50 years
in one place. _

A country’s export performance is the mirror image of the trade regime it has
followed. Fifty years of export performance clearly suggests that the policy regime in
Pakistan has generally been biased against exports relative to the sale in home market
despite significant trade liberalisation over the years. The extent of bias, nevertheless,
has declined ever since Pakistan started implementing tariff reform and started focusing
more on export expansion. Barriers to imports have been reduced drastically and import
licensing has been completely abolished. The maximum tariff rate has been reduced
from 225 percent to 45 percent over the last one decade; all para-tariffs have been
merged into the statutory tariff regime, and all items are now importable with the
exception of few on religious, health and security consideration. The number of slabs in
custom duties is reduced from 13 to 6 with rates of zero percent, 10 percent, 15 percent,
25 percent, 35 percent and 45 percent. The duties on primary raw materials,

*These measures are discussed in Khan (1998).
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intermediate goods, and finished goods have been suitably cascaded with duties ranging
from zero percent to 45 percent.

Despite various reforms introduced over the last one decade, the degree of
insulation of Pakistan’s economy has remained substantial. Pakistan’s tariffs are still
high and lacks transparency due to numerous exemptions and concessions extended
under the special Regulatory Orders (SRO), with broad discretionary power enjoyed by
the administration. As a result, the anti-export bias in the trade regime continues to
persist despite significant trade liberalisation measures taken during the last one decade.
More effort is, however, needed to make the trade regime neutral. In this connection the
tariff reform process which was initiated in the late 1980s in general and in 1997-98 in
particular, must continue. A level playing field for Pakistani exporters in international
markets must be provided by giving them free access to imported inputs. In other words,
inputs intended for value added exports should be zero-rated. If home sales continue to
be more profitable relative to foreign sales, even FDI would come only to exploit the
protected home market and not using Pakistan as production base for exports. Thus,
even to attract FDI in export-oriented industries a neutral trade regime is must.
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Comments

It is over a decade now that Pakistan has been in the process of trade
liberalisation. Personally, I feel that it is appropriate time to evaluate this experience
in terms of its consequences on performance of the economy. On that count, I think,
the author deserves credit for selecting this topic as a subject of his paper.

However, though attractive in topic, the paper is relatively poor in its
treatment of the subject. The treatment is inadequate and at places incoherent.

The objective of the paper as mentioned by the author is “to document the
trade liberalisation measures undertaken over the years with a view to reducing anti-
export bias” (p. 3). But the paper allocates the first 8 pages to a conventional
discussion on import substitution vs. export promotion which neither fits into the
paper nor has any link with the remaining part of the paper, as none of the
hypotheses made in the beginning has been tested empirically in the later part of the
paper.

It seems that the author has added these pages for the paper to look like an
analytical paper. There is nothing wrong with this aim. But, the problem is the
analytical inadequacy of the paper. Let me cite two examples:

(i) Discussion on page 4 proposes the ratio of EER,, to EER, as a measure of
outward orientation. On page 8, it is claimed that “the East Asian
countries are the ones that followed vigorously outward oriented strategy
which helps to account for their better growth performance”. But
nowhere in the paper evidence to this claim has been provided by data on
the falling said ratio in the case of East Asian countries. Because of this
inadequacy, the paper fails to convince the readers that the falling ratio
of EER,/EER, was behind the high performance of East Asia.

(ii) When one applies the same measure of EER,/EER, in the case of
Pakistan, one fails to establish even an association between the growth
and export performance on the one hand and falling ratio of EER,/EER,
on the other. According to the calculations made by the author in Table
2, the anti-export bias did decline in Pakistan in the 90s. The average
bias recorded at 28 percent in the 80s was brought down through trade
liberalisation to 20 percent in the 90s. Yet, export growth as reported in
the paper declined from 8.5 percent per annum in the 80s to 7.6 percent
in the 90s. If one looks at export growth in real terms (which is the
correct way), the decline in growth turns out to be more sharp, falling
from 9.1 percent in the 80s to 5.6 percent in the 90s. Similarly, if one
looks at the large scale manufacturing growth, it also reflects a sharp
decline; falling from 7.7 percent per annum in the 80s to only 3.8 percent
in the 90s. Against the backdrop of what has been presented in the paper,
these are paradoxical results. Several question emerge in this context:
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(a) How valid trade liberalisation is as a measure of export orientation?

(b) Are there other complementary requirements for trade liberalisation
to be successful in promoting exports? If yes, how important are
those?

(c) If these requirements are difficult to be met in the medium term, is
not trade liberalisation a sub-optimal (rather than the first best)
strategy for export promotion?

(d) Has not Pakistan gone too fast in trade liberalisation, so that its
negative impact on manufacturing via erosion in protection resulted
in substantial reduction in exportable surplus?

It would have been in the fitness of things if all these questions had been
addressed to, but the paper is totally devoid of such an effort. It only makes a
categorical but un-substantiated claim about the relation between trade labralisation
and high performance.

There is one more claim made by the author on page 4, stating that “export
promotion strategy relates to trade incentives therefore the countries that follow this
strategy not necessarily be outward oriented in their foreign investment policies”.
One fails to understand the logic behind this claim in the presence of empirical
evidence available on the association between foreign investment and export
promotion. If one looks at the experience of East Asian countries, one finds a
phenomenal inflow of private capital flows during the last 20 years; around 8 percent
of GDP equivalent in Thailand and Malaysia, and over 3 percent in Indonesia,
Singapore and China. In fact, it is basically this evidence on the basis of which the
analysts today treat export promotion and foreign private investment (especially
DFI) as complementary.

Shaukat Ali
The Planning Commission,
Islamabad.



