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Comments on Pakistan’s Existing and
Proposed Trade Agreements

Introduction

The Pakistan Business Council (PBC) was requested by the Special Investment Facilitation
Council (SIFC) to share its observations on Pakistan’s trade agreements and to draw lessons to
help the country improve its market access in the future.

About the Pakistan Business Council

The PBC is aresearch-based business advocacy platform established in 2005, now supported by
over 100 private sector local and multinational businesses with significant investment in and
long-term commitment to sustainable growth of the country. Members turnover represents
every sixth Rupee of Pakistan’s GDP and together the members contribute 33% of tax revenues
and 40% of exports. PBC’s major objectives are to advocate polices that lead to creation of jobs,
value-added exports and reduction in import reliance through improved competitiveness of
manufacturing, services and the agriculture sectors. It also promotes formalization of the
economy. Further information on the PBC is available on: www.pbc.org.pk

The Pakistan Business Council’s Research and Advocacy on Trade and Market Access

Of the over 250 studies that the PBC has conducted to date, 177 are on export policy, market
access and trade opportunities with various countries. The rationale of this focus on trade arises
primarily from its potential impact on domestic manufacturing. Regretfully, due to premature
deindustrialization, Pakistan has become a country of traders. Trade agreements have in some
cases also exacerbated the challenges facing manufacturing. PBC regularly monitors trade
statistics. All our research is available free of cost on our website www.pbc.org.pk.

Specifically on Pakistan’s trade agreements, we have published several studies. Several of these
are on Pakistan’s most important agreement with China. Besides, agreements with Sri Lanka,
Malaysia and Indonesia have also been analyzed. Additionally, we have identified the watchouts
for the proposed agreements that Pakistan has been contemplating with Turkey and the GCC.
Please refer to Annexure One for links to these studies.
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Common Takeouts from
the Review of Trade Agreements

e Ingeneral Pakistan has not negotiated trade agreements from a position of strength or with
full understanding of its own needs. Without exception, its partner countries have deployed
better insights into maximizing their advantage. Private sector input into Pakistan’s
negotiation has been limited and it did not have a seat on the negotiation table.

Six important aspects that have not been factored sufficiently in the way that Pakistan
approached trade agreements in general and with China in particular, are:

a) Pakistan’s attempts to increase exports has inadequately differentiated between export
of commodities and export of value-added goods. We therefore celebrate aggregate
outcomes on exports without looking carefully how these are achieved. A classic example
is export of raw cotton and yarn to China and Bangladesh when we should have
prioritized export of apparel. Countries to which we export cotton & fabric convert these
to more value-added apparel which then competes with Pakistan’s in the same target
markets i.e. USA, EU and the UK.

b) Linked with (a) above is the impact on Pakistan’s employment level. Export of raw
materials and commodities adds very little employment in Pakistan.

c) Duty concessions granted by Pakistan to the contracting countries on import of
value-added/finished items affects domestic manufacturing and hence employment in
Pakistan.

d) Likely displacement of imports from other sources by imports from the contracting
country prompts the affected countries to seek similar terms. An example being duty
reductions on Palm oil to Malaysia and Indonesia without equivalent concessions from
both.

e) Pakistan’s tax revenue is impacted due to reduction in tariffs granted to the contracting
country vs. full duty imports from other sources. Whilst this may be acceptable if such a
reduction leads to value addition and exports from Pakistan of goods, it serves little
purpose when granted on imports that are inevitable, such as on cooking oil and worse
still when granted to one supplier and not a competing one. When Pakistan granted duty
relief to Malaysia for Palm oil, it had to eventually match the terms for import of the same
commodity from Indonesia. In aggregate there was a loss of tax revenue and as we will
see later, neither resulted in meaningful increase in Pakistan’s exports. Cheaper landed
cost of cooking oil also had a negative impact on our balance of payments.

f) Failure to appreciate the importance of positioning Pakistan as a location for conversion
of inputs into finished goods for export to China, soon to be the largest economy. By
obtaining greater concessions than what we managed in CPFTA2, we could have realized
the potential that Bangladesh has secured through duty free access for 96% of its lines to
China. Western companies can now leverage Bangladesh’s unique access to China,
resulting in greater employment and positive impact on its balance of payments, besides
offering Western nations an opportunity to address the trade imbalance with China.
Pakistan has missed a valuable opportunity to integrate in the global value chain.



e Inits mostimportant agreement with China, Pakistan did not secure an “evergreen status”.
Post the FTA with Pakistan, China offered significantly better terms to ASEAN and later to
Bangladesh. This undermined Pakistan’s competitiveness. Trade agreements are made in a
dynamic environment and preserving comparative advantage should be a critical feature
of negotiation.

e Ournegotiators are easily impressed by statistics that prove to be shallow when examined
in detail. For example, securing duty free access for 45% of HS lines into China falls down
to 14.5%, when lines that China does not import and which Pakistan does not export are
both excluded. Similalrly, the 75% duty free goal by 2030 is effectively only 23% when lines
that China does not import or we don’t export are excluded.

e Trade agreements have to work to the advantage of both the contracting countries and
should take proper account of the impact they may have on relations with third countries
under regional trade agreements. In the case of Indonesia and Malaysia, Pakistan offered
low duties on Palm oil to both hoping to leverage this to gain higher exports. However,
both countries are members of ASEAN and have continued to offer better access to
members of the trading bloc. Of late, Indonesia has improved access for goods from
Pakistan and unlike Malaysia, allows rice duty free from Pakistan.

e Pakistan’s inherent disadvantage is its narrow and low value-added export basket and the
similarity with exports with some of the countries it has been exploring agreements with.
Though Turkiye's export basket is significantly wider, its strong presence in textiles in the
EU overlaps and competes with Pakistan’s. Indeed, Turkiye has denied Pakistan access to
its market under the EU’s GSP+ programme. Expecting Turkiye to change this stance,
cordial relations not withstanding is unrealistic. On the other hand, Turkiye is looking for
access to the large market for its plastics, chemicals and auto parts. Whilst commercial
considerations override friendly relations for most of Pakistan’s counterparts, Pakistan’s
diplomacy over emphasizes this often at the expense of commercial advantage.

e Turkiye resorts liberally to trade protection, even with countries that it has trade
agreements with. The two exceptions are agreements with EFTA and Israel that limit the
use of such protection measures. Presently, Turkiye has trade protection measures in
effect against PET from Pakistan and has anti-dumping duties on denim. Attempts should
focus on having these measures removed before pursuing an FTA.

e Pakistan’s large, young, growing and rapidly urbanizing population, high energy cost, poor
logistics, suffocating regulatory and fiscal environment for domestic manufacturing, low
productivity which offsets cheap labour cost, all combine to offer attractive opportunities
for other countries to trade rather than manufacture in the country. The weakness of
Pakistan’s export offerings has also limited the extent to which it could utilize concessions
offered under the EU GSP+ program. China and Vietnam outsell Pakistan despite not being
beneficiaries of EU’s GSP+.

e Most Free Trade Agreements cover goods but not services and many services move across
borders with little or no tariffs. The WTO presently has a mortarium on tariffs over
non-physical movement of software. Hence Pakistan’s ability to use tariff concessions
under trade agreements to obtain favorable access for services based on tariff concessions
from importing countries does not exist. It should also be mentioned that Pakistan has not
yet signed the International Technology Agreement to remove tariff obstacles on



movement of IT equipment. Thus, Pakistan’s stance on tariffs on hardware and software
are not fully aligned.

e Dueto Pakistan’s recurring solvency crises and high reliance on Middle Eastern nations for
monetary assistance, its negotiation strength on trade is weak. The GCC aspires
favourable market access into Pakistan for goods that it assembles or plans to assemble
from imported inputs from across the world, including India. The duty saving benefit from
this FTA for Pakistan is low -2% to 5%, whilst the disruption that it can cause to domestic
industry is high due to Pakistan’s higher energy cost, weaker infrastructure, red tape, poor
logistics, cold chain and labour productivity than the GCC. There is thus a need to evaluate
the trade-off of good relations with commercial considerations, including the need to
manage the external and fiscal accounts and preserve jobs in Pakistan. On the fiscal
account there is also potentially a $500 Mn duty relief that Pakistan would have to give on
import of petroleum products from the GCC which is its main supply source.

Working against the argument of resisting the FTA is the need to offer domestic
consumers better value in terms of cost and quality and greater incentive to our industry
to become more competitive. In that context, policy makers need to weigh up the
advantage of direct trade with India to obtain inputs that the GCC would rely upon to
assemble, mix, repack such products with a GCC Certificate of Origin. Direct imports of
these ingredients from India would be more cost and supply time advantageous for
Pakistan.

The UAE’s Comprehensive Economic Partnership Agreement (CEPA) seeks more
ambitious market access into Pakistan than the GCC. If granted it will likely lead to
eventual equalization of terms for the GCC of which the UAE is a part. The same
geo-political considerations as GCC apply to UAE’s CEPA.

A pragmatic approach to GCC FTA and UAE’s CEPA requests would be to seek higher local
value addition and a longer and gradual relief in duties into Pakistan. India which has
signed both these agreements has a stronger domestic industry better able to withstand
competition from the GCC. Also, as supplier of many inputs to the GCC it is effectively
covered on cost. Lastly, India’s motivation is driven by the potential of providing
infrastructure services to the Saudi development programme.

A positive aspect of the FTA/CEPA is plans to encompass services within concessional
exports and imports. Though there are few details available, this will be beneficial for
Pakistan in improving its export of IT and IT services. Moreover, the agreement should
include for GCC countries to not require additional certification for providing services in
the GCC countries.

e  Other than the renegotiated CPFTA with China, Pakistan has not insisted on electronic
exchange of import and export values from its other trade partners. Electronic exchange is
commonly referred to as Electronic Data Interchange or EDI. By matching export and
import values, under invoicing can be detected. In the revised CPFTA, whilst there is
provision for EDI, it is limited to items covered by the CPFTA. As many items under this
agreement provide for duty relief, the risk of under invoicing is relatively lower. It would
have been better if Pakistan had secured EDI for all trade covering certificates of origin
from the exporting country, in this case China. This will become even more important with
an FTA with GCC being considered.
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Observations on the China Pakistan
Free Trade Agreement (CPFTA)

In 2007, China and Pakistan signed the CPFTA. From 2007 to 2018, China’s exports to Pakistan
grew by a CAGR of 10.20 % to $ 16.97 Bn?, whilst Pakistan’s exports to China increased by CAGR
of 10.44 % to $ 1.83 Bn2. Pakistan’s trade deficit rose by CAGR of 12.34 % to $ 12.77 Bn.

In 2018, the CPFTA was renegotiated. From 2019 to 2022, China’s exports to Pakistan increased
by CAGR of 12.61 % to $ 23.09 Bn and Pakistan’s exports to China rose by CAGR of 7.83 % to $
2.56 Bn. The trade deficit has continued to increase. It rose by CAGR of 9.91 % to $ 13.78 Bn from
2019 to 2022.

Before commenting on the construct of the CPFTA it is essential to recognize that:

e Chinaisthe world’s factory and few countries match its scale and competitiveness

e Thediscipline and productivity of its workers is unmatched, offsetting in most cases the
rising labour cost

e  Most countries, big and small, developed and developing, all record trade deficits with
China, so Pakistan is not an exception

e Despite tariff restrictions, USA has not been able to significantly reduce its trade deficit
with China

e Chinais able to maintain trade relations even with not so friendly countries, like India

e [t hasnot allowed its relations with Taiwan to affect its ability to source essential inputs
like semi-conductors

e |t has been quick to relocate manufacturing when countries like Vietham, Cambodia,
Laos and Ethiopia offer supportive environments and when countries like USA threaten
tariff restrictions. Pakistan has not so far been a beneficiary of relocation, amongst other
reasons, for security and availability of land and utilities in SEZs

e |tusestrade diplomacy to win friends. The One Belt One Road initiative is China’s major
outreach initiative

e Chinais already the second largest economy in the world and is likely to overtake the US
in the near future. Hence favorable trading terms are desirable for both China and the
world

1 Reporting country is China

2 Reporting country is Pakistan



Annexure Two is a trade diagnostic used to determine if Pakistan has benefited from the CPFTA.
The key take outs are:

e The CPFTA is not the most favorable market access that China has offered to any country.
Bangladesh, without a trade agreement has duty free access for 96% of HS lines into China.
This compares with just 45% of HS lines offered to Pakistan with similar access or 75% that
it would enjoy duty free access on by 2030. China’s more generous access to Bangladesh
appears to be motivated by geopolitical considerations arising from its proximity to India, as
much as it has to do to Bangladesh’s astute trade diplomacy. Clearly, Pakistan’s original
negotiation in 2007 could also have benefited from geopolitical considerations similar to
Bangladesh. Its attempt to renegotiate the terms in 2018 achieved some improvement but
there remains a large gap.

e Ofthe 45% HS lines offered by China to Pakistan for duty free or reduced duty access, there
are 353 lines that China does not import from anywhere and 2487 lines that Pakistan does
not produce or export. That then effectively reduces the 45% offered currently for duty free
access down to 14.15 %32. Similarly, of the 75% duty free goal by 2030, there are 586 lines
that China does not import from anywhere and 4381 lines that Pakistan does not produce or
export. The 75%* goal therefore falls to 23.70%.°> It appears that this was not fully
appreciated by our negotiators. Including the private sector in future negotiations is
therefore vital.

e Labour cost is rising in China; therefore, it is looking to relocate labour intensive industries
such as apparel, abroad. Vietnam, has been the traditional recipient of Chinese investment
but now Chinais diversifying into Laos, Cambodia and Ethiopia. Relocation of industry is also
driven by fear of US tariff restrictions on apparel made in China. Whilst relocation to
Pakistan is outside the ambit of this paper, PBC has conducted a study of the challenges,

which is available on its website:
Catalysing Private Investment in Pakistan-Leveraging the CPEC Opportunity.pdf.

e Chinais not only the largest exporter of textiles and apparel; it is also the largest consumer.
Inevitably, it will start sourcing apparel for its domestic use from abroad. Hence it is
necessary for Pakistan to be able to obtain market access on favorable terms especially vs.
Bangladesh, which makes similar but more sophisticated items. Our diagnostic identified
several lines that Pakistan would need to request China to include in the list for duty free
access in order to have parity with Bangladesh.

e Astime is of the essence, the quicker Pakistan can achieve parity access with Bangladesh,
the better it would be.

e The CPFTA has been advantageous to China as its share in Pakistan’s imports grew sharply.
The growth in Pakistan’s share of China’s imports does not compare anywhere close to
China’s in Pakistan.

3 The value is calculated after adjusting the amount that tariff lines on which neither China imports from the World, nor Pakistan exports to the world to avoid double counting

4 Ministry of Commerce. htps://www.commerce.gov.pk/protocol-on-phase-ii-china-pakistan-fta/

5 The value is calculated after adjusting the amount that tariff lines on which neither China imports from the World, nor Pakistan exports to the world to avoid double counting


https://www.pbc.org.pk/research/catalysing-private-investment-in-pakistan-leveraging-the-cpec-opportunity/

A trade agreement can boost domestic manufacturing by providing inputs at reduced duty.
However, it can also hurt domestic industry if finished goods from countries such as China
which have a scale and unit cost advantage are subjected to low or no duty. In 2007,
Pakistan’s negotiators could not have envisaged the need to manufacture items like solar
panels and EV batteries, hence Pakistan allowed duty relief under the CPFTA. With this in
place it is difficult to establish manufacturing of these items in Pakistan without levying
Regulatory Duty which would offend the Chinese and thwart concessions for our exports.

The entire blame for sub-optimal outcome of the CPFTA cannot be put on our negotiators.
Business too is responsible for not broadening its offerings and for taking the easy course to
export raw cotton and yarn to China which China then converts to cloth and apparel to end
up competing with Pakistan’s value-added exports in the West. Secondly, if Pakistan’s
productivity levels do not enable it to offer goods of the quality and cost that China or the
world demands, then tariff concessions alone will not suffice. A classic example is Pakistan’s
duty-free access to the EU under GSP+, despite which China and Vietnam which don’t enjoy
this status outsell our textiles/apparel. Of course, with the same concessions as Pakistan,
Bangladesh achieves significantly higher exports to the EU because it offers better quality
and broader variety of items.

Pakistan should request China to renegotiate the CPFTA if China believes that trade, not aid
is the more sustainable solution to resolving Pakistan’s external account and repayment
challenges of Chinese debt.

If Pakistan can secure duty free access for most of its exports to China, which will soon be the
world’s largest economy, Pakistan will become an attractive place for investors from all over
the world to locate their production facilities here, since exports will qualify as ‘made in
Pakistan’.
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Annexure One

PBC Studies of Pakistan's
Current & Potential Trade Agreements

“Potential for a Pakistan-GCC Free Trade Agreement” -
https://www.pbc.org.pk/research/potential-for-a-pakistan-gcc-free-trade-agreement-market
-access-series-2022/

“Third Review of the Pakistan Sri Lanka FTA” -
https://www.pbc.org.pk/research/third-review-of-the-pakistan-sri-lanka-free-trade-agreement/

“Second Review of the Indonesia-Pakistan Preferential Trade Agreement” -
https://www.pbc.org.pk/research/second-review-of-the-indonesia-pakistan-preferential-trad
e-agreement/

“Second Review of the Malaysia-Pakistan Closer Economic Partnership Agreement
(MPCEPA)” -
https://www.pbc.org.pk/research/second-review-of-the-malaysia-pakistan-closer-economic-
partnership-agreement-mpcepa/

“Potential for a Pakistan-Turkey Free Trade Agreement” -
https://www.pbc.org.pk/research/potential-for-a-pakistan-turkey-free-trade-agreement/

“China Pakistan Free Trade Agreement Phase 2 - A Preliminary Analysis” -
https://www.pbc.org.pk/research/preliminary-analysis-of-pak-china-fta-phase-ii/




Annexure Two

Diagnostic on the China Pakistan
Free Trade Agreement (CPFTA)

T Qton S e

1 Has China granted Pakistan the best No, Bangladesh has been granted duty free
terms vis-a-vis its other trade partners? access for 96.0% of HS lines into China vs.
45.0% currently available to Pakistan.
Pakistan’s access will increase to 75.0% by

2030.

Both 45% and 75% duty free access
provisions for Pakistan contain items that
either China does not import from anywhere
or which Pakistan does not produce and
export. Effectively therefore, Pakistan’s
duty-free access is limited to 14.5% now
increasing to 23% of HS lines by 2030.

China and Bangladesh do not have any
bilateral or multilateral trading agreement.

2 Which lines does Pakistan manufacture NOW 2030
and export to China that will be at a Pakistan will not Pakistan will not
disadvantage from a tariff point of view obtain duty free obtain duty free
versus Bangladesh post granting of access on 2449 access on 326 lines,
unilateral access to Bangladesh for lines, which —are which are valued at

96.0% of the tariff lines? valued at $234.4 Bn $347.0 Mn of China’s
of China’s imports imports from the
from the world. world.

3 Has China been granted the best tariff Pakistan has granted China 74.9% duty free
terms amongst its trade partners by access by 2035, out of which about 45.0%
Pakistan? relief is currently in place, rising to 60.0% by

2027. There is a 5.0% reduction in duty
where custom duties are reduced by 20% of
the base rate, this is known as a Margin of
Preference (MOP).

This is similar to what Pakistan received
from China.




Question Answer

4

Of the HS lines presently eligible for
duty free access from Pakistan into
China, a) how many does China not
import from anywhere in the world and
b) how many of these lines does
Pakistan not export to any country
including China?

What share do duty free exports from
Pakistan have of China’s total imports
of those lines from anywhere else in the
world? What share do duty free imports
from China have of Pakistan’s total
imports of these lines?

What % of HS lines by number and value
does Pakistan export to China on which
full duty or MFN duty is still levied in
China? What % of HS lines by number and
value does China export to Pakistan on
which there is no duty relief in Pakistan?

What % of HS lines by number and
value does Pakistan export to China
presently but on which there will be
zero duty by 2030? Same question with
roles reversed?

There are 3,707 lines that Pakistan is eligible

to avail duty free access into China.

a) Of these, 353 lines are not imported by
China from anywhere in the world.

b) Of the 3,707 lines on which duty-free
access is available, Pakistan is currently
unable to export 1,200 lines to the world.

Effectively therefore, of the 3,707 lines

offered by China for duty free access,

Pakistan it is only able to export 1,166 lines

to China, representing 14.5% of total HS

lines vs. the 45.0% theoretically possible.

Pakistan’s share of duty-free exports to
China is 0.2% of China’s imports of these
lines.

China’'s share of duty-free exports to
Pakistan is 18.5% of Pakistan’s imports of
these lines.

The differential in duty free exchange of
goods is $5.1 Bnin China’s favor.

3.4% of HS lines and $0.02 Bn in value are
exported from Pakistan to China on full duty
or MFN duty rates.

17.9% of HS lines and $5.3 Bn are exported
from China to Pakistan on full duty.

2,471 additional lines or 30% of total HS
lines will become eligible for duty free access
to China by 2030. Of these, 217 lines are not
imported by China from anywhere and 1654
lines are not produced in Pakistan. This
leaves 786 lines that will be exportable,
representing 9.5% vs the 30% theoretically
offered.

For Chinese imports into Pakistan, 2,091
additional lines or 30% of total HS lines will
become eligible for duty free access by 2035.
Of these, 307 lines are not imported by
Pakistan from anywhere and 961 lines are
not exported by China. This leaves 987 lines
that will be exportable, representing 14.1%
vs the 30% theoretically offered.
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The PBC Members and
its Affiliates by Sector

PBC currently has 96 members & 9 affiliates whose businesses cover nearly all sectors of the formal

economy. The sector wise representation (in alphabetical order) is detailed below:

Large-Scale Manufacturing

Agro Industries 2
Cement 2
Chemicals / Fertilizer 14
Energy 3
Engineering 13
Fast Moving Consumer Goods 18
Packaging Material 3
Pharmaceuticals and Healthcare 7
Sports Gear 1
Textiles 11
Total Members in Large-Scale Manufacturing 74
E-Commerce 1
Financial service 12
Hospitality 1
Insurance 3
Logistics / Courier 2
Real Estate Developers 1
Software 3
Telecommunication 2
Utilities 1

Conglomerates 5)
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