





ON EXPANDING BILATERAL TRADE BETVEEN
PAKISTAN AND INDIA: AN ECOMOMETRIC APPROACH

1. Irntroduction

Reglonal trade expansion has been recounized as promoter of eco-
nomic growth in developing countries. This‘is true even if regional
grouping leads to some trade diversion. This is because, in view of the
rising protectionist sentiments i~ the developed countries the develcp-
ing countries are findingiit increasingly difficult to expand trade witfh
them. Hence the need for mutual eccnomic.éamoperatio; among the develop-
ing countries, focusing mainly:on expanding intra-regional trade.

An attempt has been made in this paper to provide an analytical
framework for studying trade relations between Pakistan and India and
for exploring the possibilities of changing the existing situation
through a conscious policy action. Notwithstanding severe data problems,
ihe guantitative approach developed here enables us to look back on the
past with dissatisfaction and towards the future with reasonable hope.

For whatever Teasons, trade between Pakistan and India hasvremained o
very smalil despife an immense potential for promoting bilateral trads.

_As should be clear from Table 1, bilateral import flows have exhiblted
wide fluotuations. While imports of Fakistan from Indlia grew at a com-
pound growth rate of 5.39 percent during the 1967-1971 perlod, imports

of India from Pakistan declined Ly 73.83 percent during the same peried.
However, during the five-year peried from 1272 to 1976 imports of the two
countries from each other grew appreciabiy: while Paklstan's imports
‘from India rose at a compound growth rate of 183,98 percent, Indiasn
imports from Pakistan grew by 262.27 percent. Then, from 1977 to 1981,
india's imports from Pakistan grew at 2 compound rate of 12.04 percent,

while Pakistan's lmports {rom Indla declined sharply by 58.24 percent.
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Imports of Pakistan from India; .
Imports of Pakistan from rest of the world;
Imports of India from Pakistans

Imports of India from rest of the werld;
Import Price Index (Pakistan);

Export Price Index (Pakistan};

GNP Deflator (Pakistan);

GNP (Pakistan):

import Price Index {India):

GNP Deflator (India);

Total Imports {India);

GNP (India); and ,

Dummy Varlable (assumes @ value of unity for the years
from 1967 to 1975 and of zero elsewhere).

Equation (1) explains Pakistan's imports from India in terms of

Pakistan's GNP, the ratio of import prices to domestic prices, and two

dummy variables that capture the effects of 'abnormal! events. All the

3 . y
These 'abnarmal' svents refer to the years 1967 to 1575, when irads
between the twa countries was either very small oz remainad suspended.

{1}

(2)

{3}

(%)






~6-

The results noted above need to be interpreted with caution becguse
of severe data limitations: trade between India and Pakistan remained
suspended for five consecutive years, so that minimum values were assumed

to fill in these 'hlank’' years.

3. Validaticn of the Model
To test the dynamic behaviour of the link models, reported in
the Appendices A-1 and A-2, during the estimation period and their
forecasting strength,'a validation {within-the-sample simulation) exer-
cise has been carried out. The Theil Inequality Coefficients (TiCs)

for the (import) trade equations are reported below:

Table 2
Forecasting Strength of the Model’

Endogenous variables Thell Inequality

Ceefficient (TIC)
Imports of India from rest of the World (MIRW) 0.03
Imports of Pakistan from rest of the world (MPRW) 0.06
Imports of India from Pakistan (MIF) 0.19
Imports of Pakistan from India (MP1) ' 0.35

The first two values of the TIC statistic show that the estimated
eq&ations 'track' the actual course of events with error margins of .
only 3 percent and & percent. The TIL value for MIP, which is below
20 pefcent, is marginally acceptable. However, the TIC value for (MPI)
is much too high. Considering the fact that bilateral trade between
the two countries has been fluctuating very widely owing to political

and other reasons, the performance of the trade equations is not too bad.
L]

“TIC values have been worked out jor the entire modsls reported in
" Appendices A-1 and A-2. Here we teport oniy the values of trade equations,
which sre the relevant onnes for purposes of discussion in the text,
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>. Policy Simulations

It 1s interesting to see the extent to which the forecast values
{the Ycontrol solution"}, which portray declining inter-country trade,
respond to conscious pdlicy action. Ii should also be interesting to
see how GNP in the two countries is affected by such trade expansion
efforts. This is important because in developing countries any efforts
for trade expansiaﬁ must be seen in relatinn to their growth-promoting
(retarding) effect. Hence simulations have been done with respect to
both the domestic variables (GNP) and the trade variables. For this
purpose, the estimated values of dynamic multipliers for the period .
from 1962 to 1990 and the mean values for the entire forecast period
have been computaed. As is customary, the simulation experiments have
been done by changing the values of the exogenous variables as well
as by changing the values of coefficients of the endogenous variables.
The results of this important exercise should be carefully studied
to see how the endogenous variables behave over time in response to

a specific policy shock.

A. Change in Exogenous Variables

In the first experiment, exports are increased by 10 percent.
Dynamic multipliers have been computed to study the effects of this
policy shock on the domestic- and foreign-trade (endogenous) variabies.7
While Table 4 expléins this exercise in terms of symbols, Table 5 re-
ports the mean values of the dynamic multipliers. Simulation results
show that a change in exports increases the GNPs, total imports énd

bilateral imports of both India and Pakistan. The induced rise in GNP

Remember that in & linear madel sueh ss we have specified the 'size!
of the shock is Immaterial: a one-percent shack praduces the same values
of dynamic multipliers 8%, say, 2 10-percent shock. ?






Table 5

Policy Shocks
>

Endogenous
Variables +

Mean Values of Dynamic Multipliers for Pakistan and India

A 10% inorease
in exports

A 10% increase
in government
revenues

A 10% increase
in net foreign

capital inflows

A 10% increase

~in net factor

income from
abroad

A 10% increase
in domestic
credit

A 10% increase In
-bilateral import
Co-efficients

Pakistan India

Pakistan India

Pakistan India

Pakistan India

Pakistan India

Pakistan India

Macro Variables

GNP
Investment

Money Demand

Foreign Trade
Variables

0.4682 1.0226
0.0783 0.2667

0.1647 1.4401

Bilateral Imports 0.0061 0.4157

Imports from ROW 0.1096 51.0749

Total Imports

0.1157 0.0515

0.5504 1.1681
0.0833 0.3046

0.1937 1.6853

0.0076 0.4749
0.1298 58.3385
0.1371 0.0588

1.4840 0.0032

0.3491 0.0013

0.5170 0.0046

0.0207 0.0013

0.3511 0.1520

0.3712 0.0002

0.4683 1.0292
0.0708 0.2682

0.1646 1.4157

0.0061
0.1097 51.4139
0.1158 0.0519

0.4181

0.0866 0.5326
0.0533 0.2868

0.0302 0.7794

0.0012 0.2165
0.0205 26.5991
0.0216 0.0268

~3.4378
-0.5200

-1.1874

0.9502
-0.809%4

0.1408

"00 0080
-0.0021

-0.0117

1.0054
-0.4000

£.000s6
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increases total investment and demand for money as well. Next, 10-percent
increases in government revenues, net foreign-capital inflows, net
factor income from abroad and domestic credit availability were used
to forecast the behaviour of the endogenous variables. The simulation
results indicate thai each of the shocks produces a significant positive

multiplier effect on both the domestic and foreign-trade variables

in India and Pakistan. The signs of all the multipliers are as expected.

B. Changes in Bilateral Import Coefficients

In this experiment, the coefficients of Pakistan’s imports from
India and India's imports from Pakistan are increased by 10 percent.
It is clear from Tables & and 5 that for Pakistan, the GNP decreases
while total imports and imports from India increase appreciably as
a result of this shock. The result is quite similar in the case of
India, where the same shock also produces a falling GNP and a positive

multiplier effect on both total lmports and the imports from Pakistan,8

6. Concluding Remarks
The main results of this paper can now be brlefly summarized. It

should be obvious that the present situation with respect to bilateral
trade between Paklstan and India is quite unsatisfactory, and that

if a political decision is taken by the two governments to expand bi-
lateral trade, substantive steps will have to be taken. We have attempted
to analyse the existing bilateral trade relationships of the two coun- '
tries with the help of a link model. It has been shown that if the
exogenous variables specified in the model hold, trade between the

two countries will no doubt grow in future years but at a declining

rate. Hence the need for a conscious policy action to accelerate inter-

8T!'ua negative values of the dynamic multipliers for GNP are explained
by identities No., 8 {Appendix Tables A-1 and A-2) where M} and MP appear
with a negative sign.



























APPENDIX C-1
Assumed Values of the Exogenous Variables (1982 to 1990)

PAKISTAN
Assumed
Variables 1982 1983 1984 1985 1986 1987 1988 1989 1990 Growth
(Billion Pak. Rupees) Rate(%)

Tetal Exports

Net Foreign-Capital
Inflows

Domestic-Credit
Availability

Net Factor Income
from Abroad

Total Government
Revenues

Interest Rate
(%)

Income & Corp.
Taxes

Export Price Index
{1970 = 100}

Import Price Index
(1970 = 100)

Share of Commodity-

producing Sector in

GDP. (%)

48,279 54.392 66.814 82.074 100.820 123.846 152.132 186.878 229.560 22.0

1.380 1.449 1.522 1.598 1.678 1.762 1.850 1.942 2.039 5.0
37.418 40.114 #3.054 46.103  49.424 52,985 56.803 60.896 65.283 7.0
21.962 25.256 29.044 33.401  38.410 44.172 50.798 58.416 67.180 15.0

13.852 15.390 17.099 18.997 21.106 23.449 26.052 28.944 32.157 11.0

-LZ-

9.9 10.70 11.49 12.34 13.26 14.24 15.30 16.43  17.65 7.0
3.934 4,524 5.203 5.983 6.881 7.913 9.100 10.465 12.035 15.0
330 360 392 428 466 508 554 - 604 638 3.0

518 570 626 689 758 834 918 . 1009 1110 10.0

62.20 42.62 43.06  43.47  43.91 4435 4479 45.24  45.69 1.0







