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O EAPANDING BILATERAL THADE OLTWEEN
PAKTSTAN AND INDIA: AN CCOMGRETRIL APPROACH

T Introduction

Hegional trade expansion has been cecognized as promoter of cco-
nomic growth in developing countries. This Is true even If regional
grouping leads to some Lrade diverslon. This is because, in view of the
rising protectionlst sentimenis in the developed countries ﬁhe develop-
ing countries are finding It theecasingly difficult tp expand trade with
them. Hence the need Tor muival coonmiic co-uperation anong the develop-
ing countiies, focusing matnly on expanding intra-pegional teade.

A attempl has bBeen made In this paper Lo provide on analytical
framework for studying trade relations between Fakistan and india and
for explering the pessibilities of charging the existing sitoation
through a conselous polley action. Notwlthotanding severe datae problems,
the auantitative spproach developed herve cnables us Lo look back on the
past with dissatislootlion and towards the Vuture with reascoasble hope

For whatever seasons, trade between Pakistan and India has vemained
very small despite an Lmvwense potentilad for prometing hilateral trads,
An should b glear from Table 1, bilateral ilmpori flows have exbibited
wide fluciuations., While lumporis of Pakistan foom Lndla geew gt a com-
pound growth rate of B39 percent during the 1967-1971 period, imporis
of India from Pakistan declined by 73,81 percent during the same perlod.
However, during the five-year peried from 1272 to 1974 imports of the t&@
cotntries from each other grew appreclablys while Pakistan's imgports
from India rose at a compound growth rate of 183,98 percent, Indigsn
tmports Trom Pakistan grew by 262,27 percent, $hen, from 1977 to 1987,
India‘s imports from Paklston grew at & compound rate of (12,04 percent,

while Pakistan's lmports {row ndiag deciined sharply by 58,24 peroent.
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Hote that although grosth rates of bilateral trade have heen very high,
here i3 a case of appearances belng decnptive, for these high rates
are eptirely due to negiiglile sbsoluie walues of Lrade in each of

the three bhase years - viz. 1967, €§i£ and 1977, Also, bllateral trade
betwaen Pakistan and indla has never hecen mare than .67 pevcent of
the total lwports of these comiri~s. We appear to.have been doing

a lot of running to stay at the same place!

janule 1
Bilateral ¥rade of Paklstan and fndia

IR pereentage terms

T N S VSOV S P P

fmports of Paklistan Tmports of Lidla
from India from Pakiatan
Years Cgmpound A5 aavcent nmnnuhd As p»rbent
growth of total qrow1h of total
rate Logeris ?e imyort

1917 ii .39 0.0235 -?i,ﬂl . G#OB
1972-76 183,94 G.0372 2ol 27 G.0833
1977-81% =58 .24 3.6697 12,04 : }.3379
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it should thevefore he clear that the present state of hllatoeal trade
petwean the btwo countries ie highly unsatisfaciory, and that a conscinus
effort will have to be made by both the counteles to change the 'reality
on the ground’,

The discussion In the papee is divided inte six sections. The
second scotion presents the estimated (lapors) trade equations for
Irndia and Pakistan while the thivd sectlon zets out the vesults of
the 'valldation' exercise. The Tourth section forecasts bilatergl trade
up to the year 1990, assuming reasonable values of the exogenous varl-

ables. The fi¥th sectlon is In a way the most impoctant one az 1t shows



3.
how, through a set of consclous peilcies, these forecasts {the set
of "control" solutlens)ecan be sultably modified to produce alternative
trade scenarios, The final section concludes the discussion.
&. An Econometric Link Model for
Pakistan and India

In order to see the possibilities of trade expanslon in quantita-
tive terms, we present, in Appendix A, highly 'stylized' 11-equation
medels for fndia and Pakistan, which ave linked together through the
{import) trade‘equatinns of the two countries.1 Desplte the stylized
nature of these models, they appear to do very well in dynamic simula-
tlons and are reasonably satisfactory ftools for making long-term fore-
casts, Here we present only trade equations, but validation, forecasting
and policy simulations have been done for the 'complete' models including
the domestic variables. The forelgn~trade eguations, explaining bilateral

. . ' 2
and international trades of both Indla and Pakistan are reported below:

1The modsis presentad in the Appendin sre part al a wider regional
Hink model tor Pakistan, (ndia, Set Lanka snd Banglsdesh. The link model, which
ia stil} in preliminaty stanges of estimation, is & revised version of a paper
published earlier, (Suc: Syed Nawab Haider Nagvi et sl “Possibllities of Region-
al Trade Expanston: A Link Maodel for Pakistan, tndia, Bengledesh and 5S¢l Lanke',
Pakistan Development Ravisw, Vol. XXIill; Na. 1. Spring 1984}

zNute that we have estimated only impoert eguations {or sach countey
since by identity 19 of the modsls, reproduced in Appendices A-1 and A-Z,
itaports are asswned aqual to oxpoeris. This atrategy has Lhe advantege of leaving
sxpart as an exogencus varisble, which can he ussd for simulation purposss.
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explanatory varlables are statistically significapt and the equation Tits
the data very well, fguaticn (7} explains leports of Pakistan from
the rest of the world in terms of Pakistan's GNP aﬂd the ratio of import
prices Lo domestic prices. Again, the eguation s fairly reliahie.b

Equations (3 and (43 explain India's trade with Pakistan and
the rest of the wovld., Lguetior {3) explains India's imports from Pake
istan in terms of total lmports of Inddla and the ratio of export price
index of Pakistan to import price index of India.a Yhile the coefficlent
of total Imporis measures that part of total imports of Indla which
orlginates in Pakistan, the coefficlent of the relatlve-price variable
fndicates shifts in the camposition of tetal lmporis, by origin, Induced
by changes in relative prices. Eguation (4} explains imports »f Indlia
from the rest of the world. Both the equations are very goed, and all
the coefficients are significant.

The eguations reported above can prove helpful in formulating
policies designed to promois inter-country trade, For example, In equa-
tions (1) and (3}, which explain bilateral trade between Pakistan and
India, the statistically significant coefficilents of domestic explanaltory
variables suggest that domestic factors in the lmporiing countries
do exert a significant influence on bllateral-trade flows. Furthermore,
these equations highlight the lmportance of appropriate price policies

for promoting bilateral trade,

aThe specification ussd in the ipxt {& the same as wsod for estimating
bitateral-trade flows awony the £LC couniries, See Chep., 2 in Herbert Gisjser
(sd.), Quantitative Studies ot Intaronlionel teoasmic Relations. Amsterdam:
Morth-Holand. 1976, We aauid not, howavar, sstimste s similar equation for
Pakistan.




The resuits noted above need Lo be intecpreted with caution because

of severe data limitationa: trade between india and Pakistan I?mdiNbﬂ
suspended Tor five consecutive years, so that minimum values were assumed

to £i1l in these 'hlank' yeavs.

3, Validation of the Model
To test the dynamic belavieur of the iink wmodels, reported in
the Appendices A-1 and A-Z, during the estimation period and thelr
forecasting strength, a valldablon {(within-the-sample simulation) exer-
clse has been carvied eut. The Theil Insguatity Coefficlants (TiCs)
for the (import) trade crpuations ars reported balow:

Yable [/

1,
2 g ot C ; 2
Foracasting Strength of the Modsl

Fndogenous ¥ariantes 7T Theil Tnequality
e L Ceeffielent (TIC)
Imports of Indld flem st nf in‘ %urlu 'M}RW; 0L
Impocts of Pakistan from rest of the world (MPRW) 0.06
Imports of Tndia fyom Pakistan {MIE} .19
Tmpovts of Pakistan trom Indla {MPI) ' 0,35

The Tirst two values of the TIC stotistic show that the estimated
equations 'track’ the actual course of events with error marglns of
only 3 percent and & percent. The 110 value for MIP, which is below
20 pafcent, is marginally acceptable. However, the TIC value for (MPI)
1s much hoo high. Donsldering the fact that hilateral. trade between
the two countries has been fluctuabing very widely ewing to political

and other reasons, the performance of the trade equations js not too bad.

-
') ¥y Al ? L L H
YIC values havs been woiked pub for the entive models reparted in
Appandines A-1 and A-Z, Here we cepurt oniy the values of trade equations,
which wxte the relsvent naes far puipnses of discession fn the texi,



4. Forecasting Bilasteral Trade
An attempi has beer made in this secilion to make {conditional)

3 o~

forecasts for both bilateral and international Srades of the tso coun-
tries for the period from 1982 o 1920, The forevasts and thelr mean

A4

o

lues are veportes in Table 3.
A look at this table c¢irqarly shows that while the inter-country
trade will continue to rise in abscluie terms, 10 will decline qulte

P

substantially from 1983 onwards in percentage Lerms, Also, Pakistan's

tmports from India witl be logreasing ot a significantly tdgher rate
a

than that of {ndia's lmperos from Pakistan. 16 should be noted that
these forecasts are conditional upen the asaumed values of Lhe exogenous
variables. For instasice, in the case of Pakistan, net forsign-ecapital
inflows and domesitc-credit avallability sre assumed to grow at 5 and
percent respectively in veal keems, while total expoeris and nei factor
income from abroad ace assumed o grow abl 22 and 1% percent respectivel
in ggmiggitermsf' In the case of India, net foraignnvnpitai intlows
and domestic-eredit availabifity ore assumed Lo rise at a rale of @
percent in real terws, while fotal exporis and neb factor income from
abroad sre aszumed Lo Increase by 20 and 1% pernent pespectively in
nominal terms. bxport prices of Indla awd Fakistan arc assumed to rise
by & and 9 percent vespecbtively, Note that the growth ratos postulated
heve are based on the azsumpticn that the ‘histerieallgrowth rates

will hold in future as well. (See iAppendives C~1 and £-2.)

6o e :

Toial exports and net factor incgine from abroad sre assuined to grow
in nominal terms sincn haih the veriabies enter in ithe GNP identity {n rominal
farms,
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5, Palioy simulations

o

It is Invercaiing §

Ehi: extont Lo shich fhe ferecsst valuas
(the Yeenteol solution® ), which poviray dectining
respond o consclous palicy acilon, iﬁ shoudd alse be (nteresting to

see how GNP in the two countries &s affecied by such trade expansion

efforks. This o §npuransx because In developlng countyies any efforts
for trade expanslon must fe seen in relation to thelr growth-promoting
whih 1

(ratarding) affect., Hopeo simplations bave bepn sdnee sl L0

both the domestice variobles (OMPY anid the teade vaviables., Uoy this

for the period

purpose, bhe ostlmated voalues of dynamic muliipdis
from 192482 to 159G and the mean valvues for the entire (orevest peried
have peen compuatad, As 1y oustomary, the sisulaticie experigents have

heen dose by changing the valuss of Lhe exovgeranms vaviables as well

&z by changlng the vaiues of coefficiants of the vndogenous variables,

his fmpoeviant shoudd b carefully sladied

[

ihe resuits
< - . o s o 2 oy s e . . Lok . A - Coruy kA e 8 ~ i
L see how the spdogencus varclables pebave ovoere time in yesponse o

@ specitio poitoey shook.

spgenons Vi

in the first gaperiierd,, sxpoeis ave increased by

v

Dynamic muitiptlevs have boen asmputed o study the

policoy shook on the domestio- and fo
White Teble & exploins this sxereise In terms of aymbols, Table b ves

ports the mean valuss of The dvnamio

shaw that a change In exports inge

bilateral lmwporta of bolh [ndia and Palklstan. The induced rise in G

4 . ‘
Ramember thet i 8 dHacas madol saeh &% we have specliled the 'size!

af the zhock s lovmaterisly o obe-peresni sieck produces tho same values
nf dyvamie pultipliers 2o, say, n Yeyercand shook,



Effocts of Different Pollicy Shocks on OHP, Total Imporis
and Bilateral Pmpoet of Iadia and Paklstan

.......... - of Folley Shock "
Paklstan India

HNPTT Yarsl T Tmpores GNP Total | Dmports
Poliay Shocksd imporeis i unports from
Dudia Pakistan

e A A S T o T T i 374 ol B AU P LT 3114+ e e ek < ey A St L i o g ke e e e o
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f}, An increase in
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~f2.
increasen Yolal investment and demand Yor money as weil, MNext, 10-percent
increases In government revenues, net forelgascaplial nflows, net
Factor incoms feon abroad and dumeszitic credit availability weve used
to forecast the behaviour of the endogenous vaviables., The simulation
results indicate that each of the shooks produces a significant positive

malbiptier effect on both the dowmestic and foreign-trade variahles

it India and Pakistan. The signs of all the aultipliers are as expected.

B, Changes in Bilateral D

In this experlment, Lhe.;;wfficienis ;% Palklistan's impores from
Indie and Indiatz fmpores from Pakistan are fnereased by 10 percent.
It is clear from tables 4 ond & that for Pakistan, the GMP decreases
while total bapovrts and imporls from fndia Incveasse oppreclably as
a resuli of this shock., The vesalt Is gquite sinilar in the case of
India, where the sepe shook also produces a falling GNP and a positive

e g N . o ek £ Yoo d o i 8
maltiplier effect on bath total Imports apd the beporss from Pakistan.

L. Concluding Remarks

ihe maln results of this paper can now be bylethy summarized. It
should be obvlous that the present situslion with respect o bilateral
irade hetween Paikdstan and India Is gquite wsatisfactory, and that
if a pelitical decizion in taken by the Swe govermments to expand bi-
Lateral irade, substantive sleps will have to be taken, We have atlempled
Lo analyse the existing bilateval frade pelationships of the two coun-
tries with the help of & link model. It has been shown that if the
exogenous variables specifiled In the model heold, trade between the
two countries will no doubt grow in fubire years but at a declining

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

[ .
The negstive valves af the dyvnmaic muttiphiess for GNE sre axplained

wifh & negative algo.
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country trdde in the Lo ose, P

WERY G
Forecest values will yenpond positively

we have the cheeeful part of the story:

angd foreign-trade policlies ave ieplement

ot expandlng bilateral

ties

..

trade 2

of the two countrdes.
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ey simddatlons show that the
Lo various pelicy shocks. Hers

it a set of appropriate dowestice
pa, there exlst real possibiii-

avcelerating the growth rates
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APPENDIR A Estimsted Model for Pakistan

APPENOTIX  A-2 Estimated Model foe india

ARPPENDIX B Actual Volues of in of Pakistan and India

APPENDIX B2 Annwia . Geowth Hates of feports of Pakistan and India
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APRENOTY -5 Assumed Yaiuen

Len for Dwlla




1stan

Paid

x

Aocdel Tar

H

mated

»
3

£stl

A%

Y R o) A iy L3 A0 (T8 N e
; b facd Qe (] 1y 53
ol & : . ! A " Mmoo
] «r Rad had - Dy od T~
Ao
ny o oYy 2] = {~~ 3
0 &) N & 0 ) = &
sod 3 N 3 N v . v
LT [628 o) 5] o ey o 0y
i) od U g} PN qun
4= P ers
i
N o [l EYa 421 T o Wy
4 O\ an [ 0 Q0 ey, (<] o
O A - ° R ' - » »
N e e L] o [) [oF] )
Q.
(4]
(]
oy 1
o) Ce S
ANy )
2 2 ] §
. NG e oy
i [ [ Q.
L ~r = ped
A
L\ oo ~~ 5. Q, -
[NV . 4
3 VSRS L
& = 3 <
gase] [N [ IS bk
] Py o
G f»u ¥ o
wref D
B re-d 3. L.
o g et
e (N
U ) L
&3 -y o DL =
R e 0 F 0. L2 fn 34
i €3 e 2y O €3 a,
£ — woox LA ) i
} [ iy
v St o +
& 2 ¥ e
&l ™ [ S~ O I
€ 1~ r. TS S R AT
_ o - : (o .
ot ) s oy s ey PR L Y o 1 H
L W WO U g oy D ey D Rk N 1
o ™ G2 W = Wy Dy By e G o a e (d A od, £
o + g Y v w 4 s » = e g v ot I S L S A
o L I S o LS W e B SRS vt B e I L 20 it T MR i BV S-S . 4
[o¥] o e v o s St hiad
» B
iy
wt o] [ch) P o < I [N}
foe I~ A . [ea DY ) <
fiv} \ .. [ . o . s
4 Qe N P~ & o G -
L4 ] uhy H ) s [T
o \Ie] f>] Y g $
0 Cad N
L] !
W
[~ A
om]
S .
o~ ") ! P
@nw‘. £ o (3 i = . o
i m i z G [ (3 3, S,
o 9 e L ~ed A = .
o
&
RW 5 ] o, K 4 Ly A ™~ <o BN NS
= e e
o
=




PAKISTAN
cPp
cep
P
MOP
MPi
FKp
CREP
MPRW
yDP
P
NP
yp
i
PCRP
MP
PP
X
SCp
ZICP

FAP
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List of Symbols
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Tobal Investment
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Imports of Pakistan Trom (ndia
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Domzstlc-Credit Availability

Imports of Pakistan from Rest of the World
Disposable income

Total Coverrmment Revenues

Population

Gross National Product

Rate of Interest
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Total Imports

Tmport Price Index
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Income and Corporation Taxes
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APPENDIX B-7

Letual Values of Importé of Pakistan and India

P
L3

Imports of Compound

iigziigg %aﬁfzgiéais~ 'Iqurts of ?ﬁqia Trom Pakistan
Yoars  ereans L {Million {#illion Rate of com- ] CQTIEﬂFy

fMiliion . tans's Imports Indian Pale, pound Growth in Conversicn
Pak. Rupees} from India{%!  Rupees) Rupees) Pak. Rupees (%)} Factor
{1} {12) £3) (43 {5 {87 {7}
1967 1.531 . £3.1% 17.25 : g, 7a%
3948 1,895 13,82 11,07 €¢.801
1969 ¢.1398 2.108 3,092 0.555
1976 §.928 210 G.08% 0.855
871 T 885 0.092 g.033% $.%132
195771 .33 -73.51
1872 0.3352 G.13 G.13 0.99%
1973 G.2089 HL.U6%8 g.¢87 1.283
1874 .00% $5.08%5 0.087 1,253
1975 G.454 80.21% 22.48% 1.%155
19276 21.%8¢6 23,03 2Z2.339 1.1%8
197275 182.98 282.27
1977 195,49 75.486 88.08 1.187%
1978 127.50 73.27 82.24% 1.215
1978 F7.88 66.20 31,8% 1.237
1280 g.69%9 T17.50 148.76 1.2658
1981 5.94%1 128,60 138.75 : 7.11%
1977-81% . ~58&.72% 12.04
Sgurces: {1} IMF. Direction of Trade Statistics, Year Book. |
R Washington, D.C., {Various Issues)
{11} World Bank. ¥World JTables. Baltimore, H.J.: The
Johns Hopkins University Press. {Various Iszsues)
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APPENDIX B-2

Annual Growth Rates: Twports of Pakistan and India
from each other and Rest of the World - 1967 to 1981

o e e e e e e e e e e GEOWER. Rates In Percentage Terms)

Imports of Imports of lmports of

Inports of Pakistan fronm India India feom
Years Pakisian *he rest of {rom the rest of

from India the world Palkiatan the world
1967 - - -
1268 23,77 B 20 -35.83 -10.65
1969 -52 .68 ~16.87 -99.17 =100, 78
1270 1273.29 1.93 ~6. 52 =%, 26
1971 ~1.61 12,99 ~1.16 3.35
1972 82,20 ~48,75 52,94 ~-5.21
973 ~39,48 ¢9.91 ~33.,058 2%.62
19274 ~97,58 15.97 ~6.90 ~2.77
1975 B8980.040 31.68 FAR270,37 12.04
1276 074G 90 4.70 ~-75.63 -4, 00
1977 7e3.87 0.2% £93.30 7,23
1978 o L 2.5% 1,34 6.4
1979 -~ 38,92 7.42 ~8. 20 1.55
1980 88,83 2.82 81.66 186
1281 -3%,7% ~6.72 1.96

Eggggéé:"'(i) ¥HFIMN1MMM?“
Washington, .0,

fos, Year Book.
(qujau¢ Tas068)

{11} WVorld Bank. World Tatles. anitumart, S S The
Johns Hopklns Univelvity Press, {Various Iosues)
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APPENDIX C-2

Assumed Values of the Exogenous Variables {1982 to 1980)

‘ ) Assumed
Yariables %82 1983 198k 1985 1284 1857 1988 1989 1982 Growth
(8iilioes Indian Rugees) Rate(%)
Total Export 120 144 173 207 248 298 3538 29 515 T28.Q
Met foreign-Capital
inflows ‘ 3,29 3.40 .23 8,30 a4.70 5.4 5.62 .15 §.72 .0
Domestic-Lredit ‘
Availability 283,35 322.5% 354,18 288,87 42£.88 488.64 312.37  254.8% £20.75 2.0
Mgt Factor Income .
from Abvroad 2.i8 2.51 Z2.539 3.3z 3.82 4,35 .05 S.oet £.88 15.¢
Toral Covernment
" Revenues 50,71 £2.2% £3.82 83.43  67.08  68.77  TL.2% 722D Th.1Y 2.5
Interest Hate v .
(%) ’ 2.7% 9.93 10,67 1145 12.3CG 0 13.21 1%.19 0 15.26 18,37 7.4
Income & Corp.
Taxes 31.0 34,0 327.G 84,0 LS, G SO0 55.6 5%1.¢ &7.90 2.0
Export Price Index
(970 = 100) - 284.%7 300.1% 317.92 F35.00C 353,88 373.83 38%4.93 617.20 450.73 6.0
Import Price Index , :
%85.0 &5&.0 70R.0 78D.0  £58.0 94%.0 1038.C 1I4Z.0 1256.¢ 15.0

TUro = 1000

Population

0.735

0.83%
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