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L INTRODUCTION 

Most of the developing countries, including Pakistan, set high tariffs and 
stringent quantitative restrictions (QRs) to protect their domestic industries from 
foreign competition and to raise tax revenues. Both tariffs and QRs, due to the weak 
enforcement of controls, provide incentives to smuggle goods through illegal 
channels and to under-invoice imports through legal channels of trade to evade 
import taxes. In particular, under-invoicing of imports challenge both the above­
mentioned obj~ctives; that is. the under-invoicing of imports confers much lower 
protection to domestic industries than that accorded by statutory rates of import 
duties, while the tax revenues are lost as import taxes are evaded. 

Tariff barriers, QRs, and foreign exchange rationing give rise to black 
foreign exchange markets. Foreign remittances and under-invoicing of exports are 
the major supply sources of foreign exchange in black markets. On the other hand, 
the demand for illegal foreign exchange comes largely from the nationals who want 
to travel abroad, capital flight abroad, and the under-invoicing of imports which 
requires the purchases of black market foreign exchange to make full payment to 
the foreign exporter. 

Illicit trade activities spoil not only the accuracy and use of foreign trade 
statistics but also affect the usual policy package of a trade theorist. Any policy 
package which does not take into account the phenomenon of fake invoicing will 
not deliver the desired results. Thus ideally fake trade must be integrated into the 
usual trade policy prescription. At the same time it is also necessary to determine 
the presence and magnitude offake trading. We restrict this paper to show whether 
the phenomenon of incentives-generated under-invoicing of imports exists in 
Pakistan. 

The schematic details of the paper are as follows. Section II deals with 
reasons and the methodology to determine the under-invoicing of imports. In 
Section III an empirical analysis is presented. Finally, Section IV concludes the 
paper with some policy suggestions. 

Zafar Mahmood and Riaz Mahmood . are, respectively, Senior Research Economist and Research 
Economist at the Pakistan Institute of Development Economics, Islamabad. 
































