
S T U D Y  N O T E S  ·  B A S I C  C O N C E P T

How Do Most Favoured Nation Rules Work, and
What Are the Economic and Strategic Implications
of India–Pakistan Trade Restrictions?

International Relations
 03 Nov 2026

1. WHAT IS INTERNATIONAL TRADE, AND WHY IS IT IMPORTANT?

International trade refers to the exchange of goods and services between countries. It enables countries to

access products, technologies, raw materials and markets that may not be readily available domestically.

International trade can contribute to economic growth through several channels:

1. Market access: Businesses can sell products to consumers in other countries.

2. Specialisation: Countries can focus on goods and services in which they have a comparative advantage.

3. Competition: Exposure to international markets can encourage innovation and efficiency.

4. Consumer welfare: Trade can increase product availability and provide access to competitively priced goods.

5. Employment and investment: Export-oriented industries can generate jobs and attract investment.

However, international trade also creates interdependence. Political disputes, conflicts, sanctions and trade

restrictions can disrupt commercial relationships and increase economic uncertainty.

2. WHAT IS MOST FAVOURED NATION (MFN) STATUS?

Most Favoured Nation (MFN) treatment is a fundamental principle of the World Trade Organization (WTO).

Under the general MFN principle, a WTO member must normally extend a trade advantage granted to one

member to other WTO members, subject to recognised exceptions.

For example, if a country reduces a customs duty on a product imported from one WTO member, the same

treatment generally has to be extended to other WTO members for the like product, unless an applicable

exception permits different treatment.

Why is MFN important?

MFN treatment helps promote:
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1. Non-discrimination in international trade.

2. Predictability in trade relations.

3. Transparency in tariff policies.

4. Fairer access to international markets.

5. Stability in the multilateral trading system.

Important distinction: MFN does not mean that one country must provide every trading partner with identical

treatment in all circumstances. WTO rules recognise exceptions, including certain arrangements for free-trade

areas and customs unions.

3. WHY DID INDIA WITHDRAW PAKISTAN’S MFN STATUS IN 2019?

Following the Pulwama terrorist attack in February 2019, India withdrew Pakistan’s MFN status. India also

announced a substantial increase in customs duty on goods imported from Pakistan.

The decision reflected the relationship between national security concerns and trade policy.

The withdrawal of MFN status was a trade-related measure. It did not, by itself, mean that all diplomatic relations

between India and Pakistan had automatically ended.

What does this illustrate?

1. Trade as a strategic instrument: Governments may use economic measures to respond to security or

diplomatic developments.

2. Economic interdependence: Political disputes can affect established commercial relationships.

3. Trade policy and foreign policy: Tariffs and market-access decisions can become instruments of broader

state policy.

4. Regional economic consequences: Restrictions can affect businesses, consumers and supply chains on

both sides.

4. WHAT IS THE DIFFERENCE BETWEEN MFN WITHDRAWAL, TARIFFS AND A
TRADE BAN?

These terms describe different aspects of trade policy.

MFN withdrawal

Meaning: Removal of the previously applicable MFN treatment.

Possible effect: May alter the trade treatment provided to a particular partner, subject to applicable legal rules.
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Tariff

Meaning: A customs duty imposed on imported goods.

Possible effect: Raises the cost of imports and may reduce demand.

Import restriction

Meaning: A measure limiting or regulating imports.

Possible effect: Can reduce market access or increase compliance costs.

Trade ban

Meaning: A prohibition on specified trade transactions or products.

Possible effect: Can substantially restrict or eliminate the covered trade.

Economic sanctions

Meaning: Economic measures adopted for political, security or legal objectives.

Possible effect: May restrict trade, finance, investment or other economic activities.

These measures are not interchangeable. Their legal basis, scope and economic consequences depend on the

specific policy adopted.

5. HOW CAN TRADE RESTRICTIONS AFFECT AN ECONOMY?

Trade restrictions can influence production, prices, employment and investment through several channels.

A. Export losses

Businesses lose access to some foreign customers, potentially reducing sales, production and employment.

B. Higher import costs

If imported raw materials or intermediate goods become unavailable or more expensive, domestic producers may

face higher production costs.

C. Supply-chain disruption

Businesses may need to find alternative suppliers, modify production processes or invest in new logistics

arrangements.

D. Trade diversion

Trade may shift from the restricted trading partner to other countries. This can reduce the direct impact of

restrictions over time, but alternative suppliers may be more expensive or less efficient.

www.becomeias.com   YouTube: becomIAS   |   Instagram: howtobecomeias



E. Consumer effects

Reduced competition or higher import costs can contribute to higher prices or fewer product choices.

F. Investment uncertainty

Businesses may delay investment when they are uncertain about future market access, regulatory changes or

political conditions.

The final impact depends on the products affected, the degree of economic dependence, alternative markets and

the duration of the restrictions.

6. HOW SHOULD CLAIMS ABOUT ECONOMIC LOSSES BE INTERPRETED?

The supplied news report states that Pakistani business organisations have estimated losses of approximately

US$40 billion following restrictions on trade with India.

This figure should be treated as an attributed estimate rather than an independently verified measure of

the total economic loss.

To assess such a claim properly, an analyst would need to examine:

1. The period covered by the estimate.

2. The difference between lost bilateral trade and wider economic losses.

3. The methodology used to calculate the figure.

4. The extent to which businesses shifted to alternative suppliers or markets.

5. Changes in prices, transport costs, employment and production.

6. Other domestic and international factors affecting the economy during the same period.

Key concept: Lost bilateral trade value is not necessarily equal to the net economic loss of an entire country.

Some trade may be redirected through alternative markets, although this can involve additional costs.

7. WHAT ARE THE ECONOMIC IMPLICATIONS FOR INDIA AND PAKISTAN?

The effects of trade restrictions can differ according to the structure of each economy.

Businesses: Loss of customers, suppliers or established commercial relationships.

Consumers: Changes in product availability and prices.

Producers: Higher input costs or the need to find substitute inputs.

Employment: Possible effects on export-oriented industries and connected services.
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Government: Changes in customs revenue, enforcement costs and regulatory requirements.

Regional economy: Reduced formal economic integration and fewer cross-border business opportunities.

The impact should not be assumed to be equal for both countries. It depends on their respective dependence on

bilateral trade, the availability of substitutes and the ability of firms to adjust.

8. WHAT IS THE RELATIONSHIP BETWEEN TRADE AND NATIONAL SECURITY?

Economic engagement can encourage cooperation, but it does not eliminate geopolitical rivalry or security

threats.

Governments may restrict trade when they consider economic engagement inconsistent with national security or

foreign-policy objectives.

A balanced policy must consider several factors:

1. Security: Whether continued trade creates identifiable security risks.

2. Economic costs: Whether restrictions significantly affect domestic firms, consumers or supply chains.

3. Effectiveness: Whether the measure advances its intended strategic objective.

4. Legal consistency: Whether the measure complies with applicable domestic and international obligations.

5. Diplomatic consequences: Whether restrictions affect negotiations, regional cooperation or future

engagement.

This framework helps distinguish the political rationale for a restriction from evidence about its actual

effectiveness.

9. WHAT IS THE RELEVANCE OF WTO RULES IN BILATERAL TRADE
DISPUTES?

The World Trade Organization (WTO) provides a rules-based framework for international trade. Its

agreements address tariffs, non-discrimination, market access and other trade-related matters.

MFN treatment is a central principle of the General Agreement on Tariffs and Trade (GATT), 1994,

particularly Article I.

However, the legal assessment of a specific trade restriction requires examining the measure, the relevant WTO

commitments and any potentially applicable exceptions.

A country's decision to withdraw MFN treatment does not automatically resolve every legal question concerning

subsequent tariffs or import restrictions.
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Why does this matter?

1. It helps distinguish political decisions from their legal consequences.

2. It promotes predictability in international trade.

3. It provides a framework for addressing trade-related disagreements.

4. It highlights the importance of transparent and legally defensible policy measures.

10. WHAT MEASURES CAN HELP BALANCE TRADE POLICY AND NATIONAL
SECURITY?

A balanced approach may include the following measures.

Evidence-based decisions: Assess the security rationale and economic consequences of restrictions using

credible evidence.

Targeted measures: Where appropriate and legally permissible, focus restrictions on clearly identified risks

rather than adopting unnecessarily broad measures.

Supply-chain resilience: Diversify suppliers and markets to reduce excessive dependence on any single trading

partner.

Domestic competitiveness: Improve infrastructure, logistics, manufacturing capabilities and export

competitiveness.

Transparent regulation: Communicate the scope, duration and legal basis of trade measures clearly.

Periodic review: Reassess restrictions as security conditions and economic circumstances change.

Diplomatic engagement: Maintain appropriate communication channels where they serve national interests

and do not compromise security objectives.

CONCLUSION

MFN treatment is a central principle of the multilateral trading system, while tariffs and trade restrictions are

instruments that governments may use to pursue economic, diplomatic or security objectives.

India’s withdrawal of Pakistan’s MFN status in 2019 illustrates how geopolitical tensions can reshape bilateral

trade relations. The reported US$40 billion loss estimate should be interpreted cautiously because the

supplied news report does not establish its calculation methodology.
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