The MFN brouhaha
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The self-inflicted controversy about Pakistan granting Most-Favoured Nation treatment to India, as mandated for all signatories of WTO — and under its predecessor, the General Agreement of Trade and Tariffs — arises from a misconception about the meaning of “most favoured.”
Obviously, when two of the more than one hundred countries who signed the WTO Charter in January 1995, grant MFN status to each another, it does not imply that they are the most-favoured trading partners of each other. What it simply means is that no country can discriminate against any other WTO signatory in respect of the levels of tariffs or other restrictions it chooses to impose on its imports. In the US, the designation “Most-Favoured Nation” has been replaced with “Normal Trade Relations”(NTR), which avoids the linguistic confusion inherent in the former.

The most-favoured-nation (MFN) principle, is an equal-treatment principle, which requires a member to treat all the fellow members the same.

For example, if a member lowers the tariff on a given commodity to X per cent, MFN requires the tariff of the same commodity for any other member will be lowered to the same level. If a member grants to another member a certain degree of market access, patent protection or lowering of percentage ownership requirement in direct investment, MFN requires that it grant the same treatment to all other members.

The refusal of Bangladesh last week to accept a reduction in tariffs on textile imports by EU countries from Pakistan — as a flood relief concession — illustrates the application of the non-discriminatory nature of the MFN rule, regardless of the merits of Bangladeshi action.

Although India offered to Pakistan, the MFN status soon after the signing of the WTO, Pakistan dithered, on grounds that India, being a more powerful and diversified trading partner, could hurt its industries. More cogently, Pakistan’s reluctance was based on the argument that India, which in many ways was a more closed economy than Pakistan until the 1990s, had generally higher tariff rates than Pakistan and placed many non-tariff barriers to protect its industries.

As a result, Pakistan maintains a fairly narrow positive list (of about 1400 items) on goods that India may export to Pakistan. On the other hand, India’s tariff rates remain high, especially for goods of particular interest to Pakistan, such as textiles, leather, and the mineral onyx, and non-tariff barriers are substantial. Poor transportation linkages make trade costly, with railway and road connections inadequate and sea shipments constrained by both limited port facilities and bureaucratic regulations and restrictions. Moreover, constraints on visas and cumbersome payments and customs procedures further limit the scope for trade.

The grant of MFN status by Pakistan to India would have been a routine procedure, but for the fact that the two countries view each other with suspicion and have outstanding disputes to solve which they — especially Pakistan, in view of its perceived disadvantage as the smaller (and, impliedly weaker) trading partner — use trade as a leverage. However, this is eventually a very counterproductive use of trade, which can be used to enhance the welfare of the population at large. Trade is neither a zero-sum, nor a non-zero sum game favouring the larger partner. It is a positive sum game which benefits both partners — although not necessarily to the same extent. Neither do the presence of territorial, ideological or other non-economic issues between two trading partners necessarily prevent the realisation of economic gains from trade.

However, the grant of MFN treatment by Pakistan to India will not automatically result in the surge of trade between the two countries, as the trade lobbies in both countries are optimistically hoping. The political baggage that the two countries have piled up on each other’s back will have to be considerably lightened through quiet diplomacy and brave acts of statesmanship before the full potential of these measures can be realised.

In recent months, the climate for such efforts has greatly increased, in the backdrop of the likely US exit from Afghanistan, as well as significant progress on bilateral issues and gestures such as the return of an Indian helicopter and its crew and the Indian support for Pakistan’s candidacy in the UN Security Council.

A welcome development has been the strengthening of bilateral ties between India and Pakistan, without undue dependence on the good offices of the US, whom the two have wooed at the expense of each other.

The involvement of China, Turkey and Iran in the region’s security and development is also laudable in this regard. .The Pakistani cabinet’s approval of the MFN status to India, notwithstanding some predictable noises from the Opposition to destabilise the incumbent government, is not only a politically wise and economically rational decision, it is likely to be a precursor of much greater economic transformation through trade and investment that could help realise the South Asian dream of prosperity and progress, which has eluded its people so far.

Even a casual observer of the international scene of the past few decades can’t help  being impressed by the fact that countries which have succeeded in invigorating their economies and achieving high rates of economic growth have done so through increased reliance on foreign trade. Pakistan itself is likely to be its main beneficiary, especially in the short and medium term. Pakistan’s growth has been stalled for the past many years because of the poor performance of its external sector, among other factors. Vigorous expansion of its trade with India — and other Saarc countries which are linked in a free trade area (Safta), although it is still in its infancy– would greatly enhance Pakistan’s growth and enable it to considerably expand its export potential.

Estimates of total trade (exports plus imports) between India and Pakistan, both formal and informal, hover around a paltry $10 billion, amounting to less than one per cent of their world trade; in 2008 it amounted to a little more than $2 billion, up from a paltry $500 million in 2000, shrinking drastically from the early years after the partition. The potential remains very high. There have been a number of empirical studies using gravity models to assess the effects of Safta on interregional trade. Based on these studies, India-Pakistan trade could increase up 20-50 times its current level, based on varying assumptions.

A recent study, using the Peterson Institute for International Economics (PIIE) gravity model, shows that formal trade alone between India and Pakistan could expand roughly by 20 times greater than recorded trade.

Political leaders of both countries – now meeting in Maldives – need to weigh the enormous benefits of normalising trade between them against the political gains of using as red herrings their bilateral disputes which only serve to maintain existing ruling elites in power and the rest of the impoverished and middle classes groan under the burden of poverty and severely constrained access to basic rights of employment, food, education, health and housing.
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