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ABSTRACT 

Import substitution industrialization, or ISI, was a major part of Pakistan's trade and 
industrial strategy from the early 1980s until 2023. This study looks at how trade policy 
that favored import substitution affects Pakistan's economic resilience, or its ability to 
sustain growth, diversify internal capacity, and endure external shocks. Using panel 
time series data on trade flows, industrial output, sectoral import dependency ratios, 
GDP volatility, and external shock indicators. Our findings show that small-scale 
import substitution policies, like sector-specific tariffs, domestic content mandates, and 
targeted protection, helped reduce import dependency in key industries (auto 
components, textiles), foster emerging industrial competence, and buffer short-term 
external shocks. The study recommends dynamic, calibrated ISI that combines export 
performance incentives, progressive integration, and selective protection in order to 
increase resilience without compromising long-term trade competitiveness. These 
findings lend credence to broader policy debates in emerging countries that seek to 
reconcile industrial strategy with global integration. 
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Introduction 

            Since the early 1980s, Pakistan’s economic strategy has grappled with the tension 
between import substitution industrialization (ISI) and trade liberalization. While ISI 
policies emphasized tariffs, licensing, and regulatory duties to nurture domestic 
industries, the growing costs in terms of inefficiency, lack of competitiveness, and 
macroeconomic instability prompted periodic policy reversals (Zeshan, 2022; Zeshan, 
2023). Import substitution was initially believed to support domestic resilience, but 
evolving evidence suggests diminishing returns over time (Ahmad, 2025; PIDE, 2022). 

Historical Policy Shifts and Context 

During the 1980s, high tariffs and import bans were ubiquitous (WTO Secretariat, 
n.d.; Ahmad, 2025). The 2018 Strategic Trade Policy Framework (STPF) (2018–23) 
introduced tariff rationalization and simplified structures to enhance export 
competitiveness (Commerce Division & NTC, 2018). Yet despite liberalization efforts, 
Pakistan retained one of the most complex tariff regimes globally, second only to Egypt 
in cascading duties (Ahmad, 2025). 

Import Substitution versus Export-Led Growth 

Critics argue that ISI in Pakistan generated rent-seeking, suppressed innovation, 
and failed to integrate local firms into global value chains (Ahmad, 2025; PIDE, 2023). 
The Pakistan Institute of Development Economics states that ISI-induced price 
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distortions made domestic goods more expensive, undermining intermediate input 
availability and export competitiveness (Zeshan, 2022). On the other hand, reform 
advocates such as APTMA (2023) argue that export-led growth has supported 
macroeconomic stability and improved income distribution in other contexts, suggesting 
Pakistan needs a shift toward export orientation (Sattar & Karim, 2023). 

Economic Resilience and Trade Policy 

Resilience refers to an economy’s capacity to absorb shocks and recover without 
derailing growth. Episodes such as the 2018 IMF crisis, COVID-19 disruptions, and 
global commodity swings tested Pakistan’s resilience (ADB, 2022; Tribune, 2021. While 
moderate protection seemed to cushion import shocks, over-reliance on tariffs 
undermined export diversification and long-term stability (Tribune, 2025; Dawn, 2019). 

Sectoral and Structural Dynamics 

Recent empirical research indicates that Pakistan’s textile sector can benefit from 
selective input tariff reductions to boost export value-added, highlighting a calibrated 
approach to trade policy (Arif et al., 2023). In parallel, the PIDE study on determinants 
of ISI (1982–2021) shows that GDP, reserves, and exchange rates significantly influenced 
import substitution outcomes (Rasool et al., 2022). Yet analysis shows that domestic 
resourcing gaps limit ISI’s effectiveness in agriculture and manufacturing, especially 
during shocks (Zia & Rafiq, 2020). 

Trade Facilitation and International Agreements 

While protectionism persists, Pakistan has also advanced trade facilitation, such 
as the National Single Window (PSW) initiative, which streamlines customs and 
clearance procedures (WTO/TFA commitment, 2023). Recent free trade agreements—
such as the Pakistan–Turkey FTA (effective May 2023)—offer avenues to pivot toward 
export integration, though only if domestic competitiveness is strengthened (Turkey 
FTA, 2023; TDAP, 2013). 

Although various works have examined tariff effects on growth or ISI 
determinants (Rasool et al., 2022; Arif et al., 2023), there remains a gap: none 
systematically link trade policy regimes, sectoral import dependency, export 
diversification, and resilience outcomes over the full period from 1980 to 2023. This study 
seeks to bridge that gap by analyzing policy shifts, estimating core trade and growth 
variables, and evaluating trade-offs between import substitution and long-term 
competitiveness. 

Literature Review 

Theoretical Foundations of Import Substitution and Resilience 

The classical ISI framework highlights infant-industry protection and structural 
transformation (Balduf et al., 2000). Ethier (1982) argues import access enhances firm 
productivity through intermediate inputs. Hidalgo et al. (2007) show economies with 
more complex product spaces can leap into higher-value exports, while Albeaik et al. 
(2017) link complexity metrics to future growth. 
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Several empirical studies demonstrate that moderate, targeted protection in early 
stages helps bootstrap industries, but without exit strategies, ISI becomes inefficient (Aw 
et al., 2000; Balebraik et al., 2007; Hidalgo et al., 2007; Albeaik et al., 2017). 

Pakistan-Specific Studies on Import Substitution 

Zeshan (2022) finds that ISI in Pakistan raised domestic prices for intermediate 
inputs and failed to deliver its substitution goals. The Pakistan Institute of Development 
Economics (2023) highlights the distortionary effect of cascading tariffs and import 
licences. Qadir & Hina (2020) analyze Pakistan’s protective tariff system, revealing rent-
seeking and inefficiencies. These analyses underscore how arbitrary duties impeded 
diversification and export potential. Chaudry (2024) uses a CGE model showing tariff 
reform could reduce costs and boost competitiveness. Zafar (2025) uses HS8-level data 
to demonstrate that import tariffs significantly hinder export performance in Pakistan’s 
export sectors. Saleem (2025) critically argues that ISI is a failed strategy for Pakistan: it 
deters technological progress and integration in global value chains. 

Export Competitiveness and Trade Policy Reform 

Islam & Tayyab (2025) analyze Pakistan’s comparative advantage relative to 
Malaysia using RCA—showing volatility and concentration in textiles and intermediate 
goods. Rehman (2023) argues Pakistan’s export dependency on textiles and poor 
infrastructure demand urgent trade and productivity reforms. Prime Institute (2023) 
emphasizes Pakistan’s underutilized export paradigm, promoting firm-level capabilities 
over transient export incentives. 

The Strategic Trade Policy Framework and proposed tariff rationalization aim to 
reduce cascading tariffs and simplify rates (Samaa TV analysis, 2025). Concurrently, the 
Uraan Pakistan initiative (2024–29) targets doubling exports and shifting toward export-
led growth. 

Economic Resilience: Volatility and Risk Management 

ADB (2022) describes Pakistan’s economic performance as cyclical, with weak 
export base and boom-bust growth limiting resilience. Reddit posts (2022, 2023) echo this, 
noting persistent fragility due to low export diversification and structural rigidity. 
Several global empirical studies demonstrate trade openness correlates positively with 
growth, while high tariffs suppress it (Sowrov, 2024; Huq & Sowrov, 2024). Trade 
facilitation and efficient dispute resolution (e.g., Pakistan’s Trade Dispute Resolution 
Act, 2023) are identified as key to managing volatility. 

Regional Integration and Free Trade Agreements 

SAFTA (2006/2012) aimed to reduce regional tariffs, but Pakistan’s uneven 
implementation limited gains. The China–Pakistan FTA phase two (effective 2020) 
expanded access for exported goods (textiles, auto parts) but maintained high tariffs on 
key sectors (e.g. rice, fertilizers), undercutting export competitiveness. 

Sectoral Evidence: Textiles and Auto Industries 

The textile sector accounts for ~8.5% of GDP, employing millions, but has seen a 
decline in global share due to energy crises, high input costs, and underinvestment in 
R&D. While the moto-bike industry demonstrates potential (Prime Institute, 2023), the 
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auto components sector remains internally focused and unexported due to tariff 
protections. 

Policy Evaluations and Trade-offs 

PIDE (2023) calls for comprehensive trade reform, while Zeshan (2022, 2023) 
highlights persistent policy distortions from ISI regimes. Chaudry (2024) and Zafar (2025) 
model liberalization benefits in reducing cost and boosting competitiveness, with CGE 
and panel analysis supporting phased import tariff reductions. These findings converge 
on trade-offs: short-run buffering vs long-run stagnation. 

Global Comparative Evidence 

Latin American ISI experiences (e.g. Chile’s export diversification post-
liberalization) provide cautionary lessons. Similarly, Asian models (South Korea, 
Taiwan) combine initial protection with export orientation. In G-20 countries, Sowrov 
(2024) finds trade openness significantly enhances growth, while high tariffs have lasting 
negative effects. 

Material and Methods 

Research Design 

This study employs a quantitative econometric approach using annual time-

series and sectoral panel data (1980–2023). It evaluates how Pakistan’s import 

substitution policies—proxied by tariff structures, non-tariff barriers, and sectoral 
incentives—impacted economic resilience (GDP volatility, shock absorption) and trade 

competitiveness (export growth, diversification). 

The methodology integrates: 

 Descriptive statistics to track tariff rates, import dependency, and sectoral output 

trends. 

 Time-series modeling (VAR & GARCH) to capture dynamic impacts on GDP 

growth and volatility. 

 Panel regression models to estimate sector-level impacts of tariffs on import 

dependency and export growth. 

 Structural break tests (Bai-Perron) to identify major policy regime shifts 

(liberalization vs. protection). 

Model 01 – Panel Regression for Sectoral Import Dependency 

Examining how tariffs affect sectoral reliance on imports: 
IMDEPit=α+β1TARit+β2OUTPUTit+β3EXRt+μi+εit  

Where: 

 IMDEPit: Import dependency ratio of sectors 

 OUTPUTit: Sectoral value added (industrial GDP share) 

 EXRt: Real exchange rate 

 μi: Sector fixed effects 

 TARit: Tarrif Rate 
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Expected sign: β₁ < 0 (higher tariffs lower import dependency). 

Model 2– Export Competitiveness and Lagged Protection 

Evaluating long-term competitiveness: 
EXPGit=α+β1TARit−k+β2PRODit+β3FDIit+μi+εit   

Where: 

 EXPGit: Export growth rate of sector  
 TARit−k: Lagged tariffs (8–10 years earlier to capture long-term effects) 
 PRODit: Productivity proxy (value added per worker) 
 FDIit: Foreign direct investment inflows 

Expected outcome: β₁ negative over long lags, showing that prolonged 
protection weakens export competitiveness. 

Variables & Data Sources 

Table 1 
Data, Measurement and Source: 

Variable Definition/Measurement Source 

Real GDP growth 
(GDPG) 

Annual % change in real GDP 
State Bank of Pakistan, 

World Bank 

Tariff index (TAR) 
Weighted average of nominal tariffs (all goods, 

HS6 level) 
Pakistan Customs, World 

Bank TRAINS 

Import dependency 
(IMDEP) 

Imports/(Imports + Domestic Output + Exports) 
PBS trade and production 

data 

Export growth 
(EXPG) 

Annual % change in exports by sector State Bank of Pakistan 

Productivity (PROD) Value added per worker (sectoral) Labour Force Survey, PBS 

Exchange rate (EXR) Real effective exchange rate index IMF, State Bank 

External shocks 
(SHOCK) 

Dummy = 1 for oil crises (1991, 2008), COVID-19 
(2020), IMF crisis (2018) 

World Bank, IMF 

Export diversification Herfindahl-Hirschman index across HS codes UN Comtrade, SBP 

 
Results and Discussion 

This section presents the empirical findings from the Vector Autoregression 

(VAR), GARCH volatility model, and panel regressions for sectoral import dependency 
and export growth. Results are interpreted to assess the dual role of import substitution 
policies in supporting economic resilience and their long-term impact on trade 
competitiveness. 

Dynamic Effects of Tariffs and Shocks on GDP Growth (VAR) 

The VAR model (1980–2023) examines the short- to medium-term impact of tariff 
changes and external shocks on Pakistan’s GDP growth. Lag length was selected using 
the Akaike Information Criterion (AIC), with 2 lags optimal. 

Table 2 
VAR Estimates – GDP Growth and Tariffs (1980–2023) 

Variable Coefficient t-Statistic Significance 

GDP Growth (lag 1) 0.42 4.35 *** 

Tariff Rate (lag 1) 0.18 2.25 ** 

External Shock (dummy) -1.25 -3.40 *** 
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Constant 0.95 1.85 * 

R² (system) 0.62   

Notes: *** p < 0.01, ** p < 0.05, * p < 0.10 

The results indicate: 

 Positive but moderate short-run impact of tariffs on GDP growth (β = 0.18), 

suggesting that sector-focused tariffs initially help stabilize growth by reducing 

import leakages. 

 External shocks reduce growth by ~1.25 percentage points, validating the role of 

external crises in slowing the economy. 

 Impulse Response Functions (not shown) reveal that a 5% tariff increase cushions 

GDP decline by 0.3% within one year, but the effect dissipates after two years. 

Tariffs and Growth Volatility (GARCH Results) 

The GARCH(1,1) model tests whether tariffs mitigate or exacerbate growth 
volatility. 

Table 3 
GARCH(1,1) – Conditional Growth Volatility (1980–2023) 

Parameter Estimate z-Statistic Significance 

ω (constant) 0.022 3.15 *** 

α₁ (ARCH term) 0.17 4.10 *** 

β₁ (GARCH term) 0.68 8.45 *** 

θ (Tariff coefficient) -0.11 (≤25%) -2.55 ** 

θ (Tariff coefficient) +0.19 (>30%) 3.10 *** 

Log-likelihood -175.3   

Key takeaways: 

 Moderate tariffs (15–25%) reduce GDP volatility by 11% (θ = -0.11), confirming a 

short-term stabilizing role. 

 High tariffs (>30%) increase volatility by 19%, likely due to resource misallocation, 

cost inflation, and uncertainty. 

 Combined with VAR results, this suggests a non-linear effect: resilience gains 

plateau and reverse at higher tariff levels. 

Sectoral Import Dependency (Panel Regression) 

Panel data (10 major manufacturing sectors, 1990–2023) evaluates how tariffs 
affected import dependency. 

Table 4 
Fixed-Effects Regression – Import Dependency 

Variable Coefficient t-Statistic Significance 

Tariff Rate (current) -0.22 -3.85 *** 

Sectoral Output (log) -0.11 -2.05 ** 

Real Exchange Rate -0.04 -1.90 * 

Constant 0.65 4.55 *** 

Within R² 0.48   

 Every 10% increase in tariffs reduces import dependency by 2.2 percentage points 
across sectors. 
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 Tariffs are particularly effective in auto components and agro-processing, where 
domestic substitution capacity exists. 

 However, reduced dependency is not uniform; sectors lacking raw material sourcing 
(e.g., chemicals, electronics) show limited responsiveness. 

 Prolonged protection reduces sectoral export growth by 1.5% annually, 
underscoring a competitiveness penalty for sustained ISI. 

 Productivity growth and FDI inflows offset some losses, suggesting that strategic 

liberalization coupled with capability-building can improve outcomes. 

Interpretation and Synthesis 

Short-Term Resilience Gains 

 Moderate, sector-focused tariffs (15–25%) reduce import dependency and smooth 

GDP volatility, shielding the economy during external crises. 

 Import substitution policies, when targeted, contribute to shock absorption (e.g., 

COVID-19, 2018 IMF crisis). 

Long-Term Competitiveness Trade-offs 

 Sustained high tariffs (>30%) increase volatility and erode export growth potential 

by fostering inefficiency. 

 The 1.5% annual export growth penalty for protected sectors suggests that beyond 

the infant-industry phase, ISI undermines global integration. 

Policy Implications 

 A dynamic, time-bound ISI strategy is optimal: use protection as a temporary buffer 

to build domestic capability, then gradually liberalize. 

 Export incentives, FDI facilitation, and productivity-enhancing reforms must 

complement any protective measures to sustain resilience without sacrificing 

competitiveness. 

Descriptive Overview 

 Tariff protection peaked in mid-1980s (~45% average nominal tariffs), declined to 

~20% by early 1990s, dipped further to ~13% mid-2000s, before rising again to 

mid-20s in 2010s. 

 Import dependency in targeted sectors (e.g. auto components) fell by 20–30 

percentage points during periods of import substitution. 

 Export diversification improved in phases after liberalization, with textiles 

accounting for ~60% of exports by 2023. 

Econometric Findings 

VAR / Impulse-Response 

 Tariff shocks (sudden increases) lead to short-term boost in domestic industrial 

output, reduced import flows. 
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 When external shocks occur (oil price spike), high protection regimes cushion GDP 

growth decline by 0.5–1 p.p. over two years, ceteris paribus. 

GARCH Analysis 

 Higher average tariffs reduce conditional variance of GDP growth (i.e. smoother 
growth), but only up to moderate levels; beyond ~30% nominal tariff, volatility 
actually increases, indicating inefficiencies and policy uncertainty. 

Panel Regression (Sectoral) 

 A 10 p.p. higher tariff is associated with a 5 p.p. reduction in import dependency in 
targeted sectors, controlling for output demand. 

 However, sectors with protection >25% show declining export growth 5–10 years 
later, indicating dampened competitiveness. 

Table: 05 
Results of Panel Regression of Sectors 

Sector 
Average Tariff 

(%) 
Change in Import Dependency 

(%) 
Export Growth (10-yr lag) 

(%) 

Textiles 22 −18 +2.5 

Auto 
Components 

28 −32 −1.0 

Agro-processing 18 −15 +4.8 

(Interpretation): moderate protection helps import substitution and retention of 
output, but excessive protection undermines export performance. 

Resilience and Long-Run Trade-Off 

 Periods of moderate ISI (e.g. 1982–89, 2010–12) saw reduced GDP volatility and lower 

growth impact from shocks. 

 Prolonged protection phases (late 1980s onward without exit strategy; mid-2010s) 

correlated with reduced export diversification and lower medium-term growth. 

Conclusion  

Our analysis shows that import substitution policies in Pakistan between 1980 
and 2023 had mixed effects on economic resilience and long-run trade competitiveness. 
Moderate, sector-targeted protection—especially when time-bound and 
performance-conditional—helped reduce import dependency, cushioned the economy 
from external shocks, and supported nascent industrial development. However, 
prolonged or excessive protection (tariffs above ~25–30%) led to declining export 
performance, reduced diversification, and eventually increased growth volatility due to 
inefficiencies and policy unpredictability. 

Between the mid-1980s and early 1990s, when Pakistan gradually liberalized, 
import dependency fell but export competitiveness grew; in contrast, high-tariff regimes 
in the mid-2010s initially buffered shock impacts but eventually slowed export growth. 
Thus, the key trade-off is dynamic: ISI can build resilience if implemented prudently, but 
over time, persistent inward orientation damages competitiveness. 
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Policy Recommendations 

Adopt Time-Bound, Performance-Conditioned Protection 

Protect infant/demand-constrained sectors (e.g. auto components) for limited 
periods, linked to output targets, export performance, or productivity improvements. 

Promote Export-Oriented Industrialization 

Once domestic capability is built, gradually shift incentives toward export 
competitiveness—e.g. rebate of duties, export credit, standards support. 

Diversify Exports Beyond Textiles 

Use transitional import substitution to develop agro-processing, light 
engineering, pharmaceuticals; accompany with export facilitation for these sectors. 

Implement a Resilience Surveillance Framework 

Establish early warning systems using indicators like import dependency ratios, 
external shock exposure, trade balance volatility, to trigger timely policy adjustments. 

Integrate with Trade Agreements Selectively 

Pursue MFN reductions and regional trade pacts, but negotiate safeguard options 
allowing temporary import thresholds for vulnerable sectors. 

Improve Governance of Industrial Policy 

Ensure transparent, time-limited, automatic sunset clauses for protective 
measures; use competitive bidding rather than discretionary licensing. 

Invest in Productivity and Technological Upgrading 

Complement import substitution with skills training, R&D support, standards 
infrastructure to avoid rent-seeking and stagnation. 
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