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ABSTRACT

As regional integration has proliferated in most parts of the world, so developing
economies across the globe have made it a leading policy instrument to integrate their
economies with the global markets and rest of the world through the instrument of trade
liberalization. This has led to the establishment of various mega global integrations.
Regional Comprehensive Economic Partnership (RCEP) is an example of these global
integrations. Currently Pakistan is not part of RCEP, which is likely to be adversely
affected due to the expected trade diversion. This paper investigates the possible
adverse impact of RCEP on households’ income and real factors’ returns in Pakistan
using the MyGTAP model in the global Computable General Equilibrium (CGE) model
framework. The results of simulation intimate that the overall impact of RCEP on the
economy of Pakistan (as outsider) is negative. There is an overall decrease in real
income of all types of households and factors’ returns. Khyber Pakhtunkhwa and
Baluchistan may reveal the largest decrease in households’ income. The possible
decrease in income may be higher for urban households and non-farm rural households
as compared to farmers and farm workers. Additionally, Pakistan is adversely impacted
in terms decrease in real GDP, real exports, and imports and also decrease in most of
the sectorial exports, sectorial imports and sectoral output. Keeping in view the research
findings, this study suggests to the government to undertake remedial measures in
advance to avoid the possible adverse impact of RCEP on the economy of Pakistan.

Keywords: Pakistan, CGE model, households’ income, factors’ rewards, RCEP

1. INTRODUCTION

The successful performance of mega regional integrations such as Association of South
East Asian Nations (ASEAN), European Union (EU) and the North American Free Trade

Agreement (NAFTA) inspired other countries to undertake various regional trade
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agreements to integrate their production with the global supply chain according to the
recent global trends. It has led to the proposed formation of various mega-regional
integrations such as the Regional Comprehensive Economic Partnership (RCEP), Trans
Pacific Partnership (TPP) and the Transatlantic Trade and Investment Partnership (TTIP).
RCEP is negotiated between ASEAN (10) economies and ASEAN’s existing six FTA
partners including China, Japan, Korea, India, New Zealand and Australia.

The objectives of the RCEP are to enhance economic engagements between the
member economies in a modern vision and to form a comprehensive and high quality
economic partnership in the region. It also aims to enhance economic growth with
equitable development and promote a free trade environment in the region. It covers
bilateral trade of goods and services, investment, intellectual property rights and dispute
settlements.

Presently, Pakistan is not the member of RCEP and therefore it may worsen
Pakistan’s international trade relations. Most of RCEP members are important trade
partners of Pakistan such as China, Malaysia, Vietham and Japan. Pakistan may face
trade diversion from the trade partners’ economies as RCEP will facilitate regional trade
by removing trade barriers, thereby making the regional tradable goods cheaper in the
region. The goods coming from the non-RCEP members such as Pakistan, Bangladesh
and Sri Lanka to the RCEP region may relatively be expensive as compared to the goods
supplied by other RCEP members. In this way RCEP may induce trade diversion to the
non-RCEP members in the RCEP region. It may decrease their exports flow to the RCEP
members. On the other hand, trade diversion in the RCEP region may also lead to
decrease in imports of the non-RCEP countries’ from the RCEP countries.

From the above discussion it is revealed that RCEP agreement may lead to
economy wide losses to Pakistan due its integration with the RCEP members. Pakistan’s
integration with the RCEP members is indicated by the following points.

e Pakistan’s top ten import sourcing economies included six from RCEP, i.e.

China, Japan, Malaysia, Indonesia, India, and Korea.

e Pakistan’s top ten import groups match with ASEAN’s top ten trading goods.

e Four of the RCEP’s members are among Pakistan’s top ten exports destined
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economies China, Korea, India and Vietnam.
e Pakistan’s top seven import commodities match with ASEAN’s top ten export

commodities.

RCEP currently holds a modest share in Pakistan’s exports and imports.
Pakistan’s bilateral trade with RCEP countries showed a rapid increase during 2003-14.
During the span of 10 years, i.e. 2003 to 2013, RCEP members’ share in Pakistan’s
exports increased from 10.4 percent to 22 percent. Pakistan’s imports from RCEP
members also show an increasing trend during the same period, i.e. they grew from 32.8
percent to 42 percent. The modest share of RCEP in both Pakistan’s exports and imports,
reveals that Pakistan is likely to be adversely affected due to the trade diversion if RCEP
is finalized without Pakistan. The behaviour of Pakistan’s bilateral with RCEP economies
is given in the following Table.

Table 1.1. Behaviour of Pakistan’s bilateral trade with RCEP (US$ Million)

Pakistan’s trade with RCEP

Exports | Exports | RCEP Imports | Imports | RCEP Trade Trade
Year | to to The | Sharein | from from the | sharein | balance balance

RCEP | World | exports RCEP | world imports | with RCEP Withl tlhe
2007 1608 17838 0.09 10841 32594 0.33 -9233 -14756
2008 1963 20279 0.1 13150 42327 0.31 -11187 -22048
2009 2029 17555 0.12 10260 31584 0.32 -8231 -14029
2010 2720 21413 0.13 13641 37537 0.36 -10921 -16124
2011 3339 25344 0.13 15817 43578 0.36 -12478 -18234
2012 4468 24614 0.18 16038 43813 0.37 -11570 -19200
2013 4509 25121 0.18 15750 43775 0.36 -11241 -18654
2014 4167 24722 0.17 19358 47545 0.41 -15191 -22823

Source: ITC calculations based on UN COMTRADE statistics

Table ‘1’ presents the behaviour of Pakistan’s bilateral trade with RCEP. It is
revealed by the above Table that RCEP is relatively more significant for Pakistan as an
import source region. However, RCEP as a whole also is important for Pakistan for
Pakistani exports as revealed by its considerable share in Pakistan total exports [17 %].

Importance of RCEP for Pakistan is also evident from the increasing trade volume and
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increasing share of RCEP in exports and imports. RCEP recorded a 9 % share in the total
exports and 33 % share in the aggregate imports in 2007. However, RCEP contribution in
Pakistan’s exports and imports increased to 17 % and 41 % respectively in 2014. Pakistan
is facing an increasing trade deficit with RCEP, i.e. trade deficit with RCEP remained
around 9233 million US$ in 2007 which increased to 15191 US million US $ in 2014.
However, increase in the trade deficit with RCEP during 2007-2014 is lower than
increase in the overall trade deficit, indicating that Pakistan’s bilateral trade with RCEP is
relatively more beneficial for Pakistan.

The behavior of Pakistan’s bilateral trade can also be viewed from the following figure.
Figure 1.1. Behaviour of Pakistan Bilateral Trade with RCEP (US$ Million)

Behavior of Pakistan's Bilateral Trade with RCEP
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It is revealed by the above Figure that Pakistan’s bilateral trade with RCEP is
increasing over time. However, increase in Pakistan’s imports from RCEP is higher as
compared to increase in exports which indicates that Pakistan is facing an ever-widening
trade deficit with the RCEP economies. On the other hand, the increasing behaviour of
Pakistan’s bilateral trade with RCEP indicates that RCEP is an important trade region of
Pakistan. Therefore it is claimed that Pakistan’s exclusion from RCEP may have an
adverse impact on the economy of Pakistan. RCEP’s share in Pakistan’s bilateral trade is

shown in Figure 2.
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Figure 1.2. RCEP Share in Pakistan's exports and imports
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The above figure shows that RCEP share in Pakistan’s exports and imports is
increasing over time. This indicates that RCEP is becoming an important trade are for
Pakistan. Therefore Pakistan’s exclusion from the proposed RCEP may worsen
Pakistan’s bilateral trade relation with the RCEP member economies. Pakistan may be
adversely affected due to decrease in exports, which in turn may lead to decrease in
sectorial production. This may lead to the layoff workers engaged in those sectors
followed by decrease households’ income. This paper investigates the implications of
RCEP on the Pakistan economy using the MyGTAP model in the global CGE model
framework. With the primary focus on households’ income and factors’ returns, the paper
also focuses on the sectorial impact of RCEP and its impact on the macroeconomic

indicators of Pakistan.

2. LITERATURE REVIEW

Many studies have pointed out that international trade and particularly trade
liberalization leads to trade diversion and trade creation that in turn leads to altering
domestic sector production and then households’ income. For example, Kamal et al.
(2001) show that share of urban-poor households’ in total income decreases and that of
rich households’ increases due to trade liberalization. However, decrease in real income

of rural households’ is higher as compared to the urban households indicating that rural

0
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households are the major losers due to trade liberalization. Cockburn, et al. (2008) show
that real income of the rural and urban households’ of Benin decreases, however,
decrease in real income of rural households’ is higher as compared to decrease in real
income of the urban households. This indicates that trade liberalization may increase in
the gap between rich and poor. These findings are further validated by Pradhan and
Sahoo (2008) who by using the CGE model find that the adverse impact of trade
liberalization on rural households’ is higher as compared to urban households. Siddiqui et
al. (1999) for Pakistan confirm the adverse impact of trade liberalization on poor
households by developing a macro CGE model. The findings show that the negative
impact of tariff elimination on industrial goods is higher for poor households and lower
for rich households, thereby widening the gap between rich and poor.

In addition to the above discussed research studies, there also exists literature on
the implications of the proposed RCEP on various economies. These include the study of
Cote and Jena (2015), which shows that based on existing record in FTAs, India’s joining
RCEP would considerably benefit the Indian economy. As revealed by the research
findings, India’s good trade diplomacy may lead to higher gains to India as RCEP
proceeds. The findings also reveal that through India’s focused modalities between each
of other 15 RCEP members, India is likely to receive higher gains as compared to
existing bilateral FTAs®. Anh and Ngoc (2015) for Vietnam indicate that Vietnam’s trade
liberalization with RCEP may lead to increase in imports of garments and textile that are
considered as critical input for the domestic production of textiles. Exports of textile and
clothing may increase along with an increase in imports of automobile and decrease in
government revenue. Cororaton (2016) by employing the global GCE for Philippine finds
that RCEP may lead to a considerable increase in exports of all the member economies of
RCEP. However, increase in real exports of the non-ASEAN 6 members (Australia, New
Zealand, Korea, Japan, India, and Thailand) is higher than ASEAN economies. Vietnam

is the largest gainer.

! http://www.cuts-citee.org/EPTAs/pdf/Indias_FTAs_and RCEP_Negotiations.pdf (a discussion
Paper)
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In addition to the above discussed implications of RCEP for the RCEP members,
RCEP also may have implications of the non-RCEP members such as Pakistan. There is
no formal empirical study on the implications of RCEP for Pakistan. However, some
researchers have investigated the implications of the proposed Pakistan’s bilateral trade
agreement with ASEAN, who is leading the RCEP negotiations. Durongkaveroj (2015)
by using the CGE model, indicates that Pakistan’s FTA with ASEAN would lead to
increase in real GDP, real exports and real imports of all ASEAN members. Impact of
Pakistan’s possible FTA with ASEAN on households’ income is also positive for most of
ASEAN members except for Lao PDR and Cambodia. Irshad et al. (2016) extends the
analysis by focusing on the implications of the triangular type FTA, i.e. FTA between
Pakistan, China and ASEAN. The results intimate that due to Pakistan’s strategic and
natural importance, Pakistan’s integration with China and ASEAN would be beneficial
for the bilateral trade flows of the member economies. It is shown by the results that due
to Pakistan’s geological position, Pakistan’s entry to ASEAN-China FTA would facilitate
a rapid and cheap access to multiple markets such as the Middle East and Central Asia. It

is also shown that the said agreement would yield win-win position for all the members.

Some researchers have worked on India-ASEAN FTA in order to evaluate the
feasibility of ASEAN-FTA. For example, Le et al. (2007) employed a time series
analysis to evaluate the impact of India-ASEAN FTA. The results reveal that India and
ASEAN have high degree of integration in goods and service, therefore India-ASEAN
FTA may lead to considerable gains to all the members. However, Pal and Dasgufta
(2008) show that India-ASEAN FTA may not yield any material gains to India at least in
the short run as India is the natural trade partner of ASEAN. However, India’s integration
with ASEAN might be beneficial for the strategic partnership with ASEAN in the long
run. Veermani and Saini (2010) by using the SMART and Gravity model indicate that
India would face loss in plantation commodities due to trade liberalization under the
Indian-ASEAN FTA.

Chirathivat (2002) showed that China-ASEAN FTA would lead to net trade gains

for both the regions. Gains in trade creation would out weight loss due to trade diversion.

0
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Findings showed that the possible trade diversion is higher for ASEAN than China which
indicates that China would be the larger gainer of China-ASEAN FTA. Similarly Erada et
al. (2012) examine the impact of the FTA between the ASEAN + 3 economies, i.e.
between ASEAN, China, Korea and Japan. The results intimate that the China’s gains
from China’s FTA with ASEAN + 2, i.e. China’s multilateral FTA with ASEAN, Japan,
and Korea would be higher than China’s combined gains from its bilateral FTAs with
ASEAN, Japan, and Korea, indicating that multilateral FTAs yield larger gains.

Chen (2015) showed that the simultaneous proposed implementation of TPP and
RCEP poses threat to the internal solidarity and integration of ASEAN. The reason is that
4 of ASEAN members are also members of the proposed TPP such as Brunei, Malaysia,
Singapore, and Vietnam. However, RCEP is expected to bring more balanced income
gains to all ASEAN members than that of the TPP. The findings reveal that RCEP would
further firm the internal integration and co-operation between ASEAN economies.
Hamanaka (2014) point out that entry to RCEP requires a bilateral FTA with ASEAN, so
RCEP would be a closed club. However, entry to TPP is based on bilateral negotiation so
TPP is likely to be broader as it would be a bundle of bilateral negotiations. Findings
showed that future scenario of TPP and RCEP is the co-existence of RCEP and TPP as

neither of the two agreements would dominate the other.

The above discussed literature shows that there are many studies which have
evaluated the potential impact of RCEP. Most of the available studies have pointed
towards the adverse implications of RCEP for the non-RCEP members and positive one
for RCEP members. In addition, some studies have shown that bilateral FTAs with
ASEAN are associated with high welfare gains to all the parties. It is also revealed that
the impact of RCEP on households’ income is different across different categories of
households. However, most of the households are adversely impacted due to the decrease
in real income arising from trade liberalization. This in turn may adversly affects the
factors’ employment and then factors’ returns. In the above mentioned background, this
paper investigates the impact of RCEP on Pakistan economy with the primary focus on

households’ income and factor returns using the Computable General Equilibrium (CGE)
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model [MyGTAP model]. The study is expected to yield useful results that can be used to
suggest policy recommendations to the government to take remedial measures in advance

to avoid the expected adverse impact of RCEP on Pakistan economy.

3. METHODOLOGY AND DATA

Keeping in view the interlinkages between an economy’s different sectors and
the economy-wide impacts of trade liberalization reforms, this paper is based on the
global Computable General Model (CGE) that allows for studying simultaneously the
potential impact of a policy change on numerous economic indicators. This section
presents a brief introduction of the GCE model.

The CGE models are economy-wide models that are employed for the evaluation
of a change in the government policy action, change in technology and environment etc.
using real economic data. CGE model is a multi-sectoral model and it explains the
explicit information about the behaviour of the economic agent. The model treats
households as utility maximizing agents and firms as a cost minimizing or profit-
maximizing agents of the economy. Production and consumption decisions are made on
the basis of prices which are determined by the equilibrium conditions of demand and
supply. The beauty of the CGE model is that it allows for the numerical values of the
coefficients that are estimated with reference to the numerical base data. Shoven &
Whalley (1984) define CGE model: ‘CGE model is one in which all markets clear
simultaneously’.

The data source for the implementation of a CGE is the country’s social
accounting matrix (SAM) which is furnished with country’s sectors-wise production,
import and export data, data on macroeconomic aggregates and households’ income data.
The data source for the global CGE model is the Global Trade Analysis Project (GTAP)
model that provides the database and modelling framework for the implementation of the
model. GTAP model is multi-region CGE model and it is designed to deal with the
comparative static analysis of trade policy reforms as pointed out by ‘Adam et al.
(1997)’. Tt is based on a common global database for the economy-wide analysis, the
GTAP database (Narayanan, et al 2012).
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The extended version of the GTAP model, named MyGTAP, has several new
characteristics that are helpful in examining the behaviour of multiple households. It
allows more flexibility in the treatment of government savings and spending by removing
the regional household of the standard GTAP model and replacing it with a separate
government and multiple private households. The model also includes transfers between
government and households and among household groups, remittances, and foreign
capital incomes, thus allowing assessment of policy impacts on different household
groups and production factors within an economy of interest. While many of these
additional features are standard in the MyGTAP framework, others, such as multiple
households, factors, and transfers, require additional data to be prepared from a social
accounting matrix (SAM) or household survey and added to the GTAP database (Minor
and Walmsley, 2013).

3.1. Regional and sector aggregation used in this study
The total 144 regions and 57 commodity sectors are aggregated into following 30
different regions and 15 commaodity sectors.

Table 3.1. Regional and sectoral aggregation

Regional aggregation Sectorial aggregation
Regional Regional Sectorial
S.no . 5. no. . 5. no .
aggregation aggregation aggregation
1 Pakistan 16 Vietnam 1 Grain crops
2 Chin 17 Brazil 2 Vegetable and fruit
3 India 18 Peru 3 Meat & livestock
4 Turkey 19 Iran 4 Extraction
5 Thailand 20 Canada 5 Processed food
6 Malaysia 21 Singapore 6 Leather
7 Sri Lanka 22 Brunei 7 WAP
8 UAE 23 Japan 8 Textile
9 Saudi Arab 24 Chili 9 Light Manufactures
10 Bangladesh 25 Rest of South Asia 10 Heavy manufactures
11 Indonesia 26 Rest of Asia 11 Util-Cons
12 | Australia 27 Mexico 12 Transport and
13 Korea 28 Egypt 13 Financial services
14 New Zealand 29 EU (25) 14 Business services
15 United States 30 Rest of Word 15 Other services
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3.2. Factor and household types used in this study

In this research paper, we use total 16 categories of households and 12 categories
of factors of production. Table 3.2 highlights the households’ types and factors’
returns used in this paper.

Table 3.2. Factors’ Types used in this Stud

Pakistan Social Accounting Matrix (SAM)

Code Description
flab-s Labour - small farmer
flab-m Labour - medium+ farmer
flab-w Labour - farm worker
flab-I Labour - non-farm low-skilled
flab-h Labour - non-farm high-skilled
finds Land - large
find-m Land - medium
flnd-I Land - small

fliv Livestock
fcap-a Capital - agriculture
fcap-f Capital - formal
fcap-i Capital - informal

Source: Pakistan’s SAM [2010-11]
In addition to the above, factors’ types, we also categorize all the domestic households

into 16 different categories of households as revealed in Table 3.3 below.

Table 3.3. Household types used in this study

Pakistan Household types in SAM 2010-11 and used in this study

l?l.o Household Types Ic;:guseh il-o Household Types gggz:hold
1 Rural small farmer (quartile 1) hhd-rs1 | 9 Rural non-farm (quartile 1) hhd-rn1
2 Rural small farmer (quartile 234) hhd- 10 | Rural non-farm (quartile 2) hhd-rn2
3 Rural medium+ farmer (quartile 1) hhd-rm1 | 11 | Rural non-farm (quartile 3) hhd-rn3
4 Rural medium+ farmer (quartile 234) rghz(a 12 | Rural non-farm (quartile 4) hhd-rn4
5 Rural landless farmer (quartile 1) hhd-rl1 | 13 Urban (quartile 1) hhd-ul
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6 Rural landless farmer (quartile 234) 3234 14 Urban (quartile 2) hhd-u2
7 Rural farm worker (quartile 1) hhd-rwl | 15 Urban (quartile 3) hhd-u3
8 Rural farm worker (quartile 234) th°'3‘4 16 Urban (quartile 4) hhd-u4
rw

Source: Pakistan’s SAM [2010-11]

3.3. Simulation Design

This paper carries out a single simulation. It is the business as the usual

implementation of the proposed RCEP with full trade liberalization between RCEP

countries [eliminating all the tariffs between the RCEP members].

4. RESULTS & DISCUSSION

This section discusses the simulation results of the study. With the primary focus on

households’ income and real factors’ returns [rewards], the paper also focuses on

sectorial impacts, i.e. sectorial output, sectorial exports and sectorial imports and

macroeconomic impact of RCEP. The following sub-sections discuss and analyse the

simulation results.

pocits ot | e | LI
hhd-rs1 Rural small farmer (quartile 1) -0.845
hhd-rs234 Rural small farmer (quartile 234) -1.003
hhd-rm1 Rural medium+ farmer (quartile 1) 0.615
hhd-rm234 Rural medium+ farmer (quartile 234) -0.98
hhd-rl1 Rural landless farmer (quartile 1) -0.778
hhd-ri234 Rural landless farmer (quartile 234) -0.97
hhd-rw1 Rural farm worker (quartile 1) -0.73
hhd-rw234 Rural farm worker (quartile 234) -0.975
hhd-rn1 Rural non-farm (quartile 1) -0.995
hhd-rn2 Rural non-farm (quartile 2) -1.035
hhd-rn3 Rural non-farm (quartile 3) -1.064
hhd-rn4 Rural non-farm (quartile 4) -1.133
hhd-ul Urban (quartile 1) -0.938
hhd-u2 Urban (quartile 2) -1.03
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hhd-u3 Urban (quartile 3) -1.085
Hhd-u4 Urabn (quantile 4) -1.163

4.1.  Impact of RCEP on households’ income

Table 4.1 reveals the impact of RCEP on households’ income in Pakistan.
According to the simulation results, it is shown that all of the farm households record
decreases in real income due to trade liberalization between the RCEP members in the
RCEP framework. The highest decrease is shown by rural small farmers from other
Pakistan (quartile 234), i.e. 1.00 percent followed by rural medium+ farmers from other
Pakistan whose decrease in real income is 0.98 percent. The decrease in real income of
other households’ categories is also modest. Real income of the landless farmers from
‘other Pakistan’ decreases by 0.97 percent, while small farmers (Punjab) are deteriorated
due to decrease in real income by 0.84 percent.

Table 4.1. Impact of RCEP on households’ income (Percentage Change from

base)
Source: Authors’ simulations

The decrease in real income of rural small farmers is higher as compared to
decrease in real income of both medium + farmers and landless farmers. This indicates
that small farmers would be the largest losers due to RCEP agreement. The possible
reason is that RCEP would primarily affect Pakistan’s exports. As Pakistani exports are
mainly consisted of agricultural related commodities, so RCEP would mainly affect
household-engaged in agriculture, particularly the small farmers. On the other hand, the
impact of RCEP on real income of farmers (small, medium + and landless) is lower for
Punjab as compared to other Pakistan. The possible reason is that farmers from other
Pakistan are relatively poor as compared to Punjab and so they are highly exposed to
agriculture. This implies that the adverse shock to agriculture due to the possible trade

diversion from RCEP would largely affect the poor farmers in Pakistan.
The impact of RCEP on rural farm workers is also negative both in Punjab and
other Pakistan which is 0.73 percent and 0.98 percent respectively. However, the negative

impact of RCEP on rural farm workers is also higher for ‘other Pakistan’ than Punjab.
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This indicates that the poor households would be the largest losers due to RCEP.

From the simulation results, it is intimated that that real income of rural non-farm
households’ decreases for all types of households. Highest decrease in real income is
revealed by rural the non-farm households from Baluchistan [1.13 %] followed by rural
non-farm households from Khyber Pakhtunkhwa [1.06%]. The decrease in real income of
rural non-farm households from Sindh (quartile2) is 1.04 percent and those from Punjab
are around 1 percent. It is indicated that the rural non-farm households from Punjab are
the least losers due to RCEP whose decease in real income is lower as compared to
households from other provinces. Baluchistan stands out to be the largest losers due to
RCEP whose decrease in real households’ income is larger as compared to rest of

Pakistan followed by Khyber Pakhtunkhwa.

The results show that real income of all urban households in Pakistan would
decrease due to the possible trade diversion arising from trade liberalization between the
RCEP economies. The highest decrease is revealed by the urban households from
Baluchistan (1.16 %) followed by Khyber Pakhtunkhwa, whose decrease in real income
of its urban houseolds is 1.08 percent. This indicates that households from Baluchistan
and KP would be the largest losers due to trade diversion in the RCEP region. The
Possible reason of the lowest decrease in real income of all households from Punjab and
Sindh is that households of Khyber Pakhtunkhwa and Baluchistan are relatively poorer
and most of them are mainly dependent on agriculture sector. So as it is claimed that
RCEP would lead to trade diversion, which would in turn primarily affect the agriculture
sector in Pakistan. Therefore the impact would be higher for those households who are
largely engaged in the agriculture sector, particularly households from KP and
Baluchistan.

4.2.  Impact of RCEP on real factors’ rewards

This study employs the MyGTAP model to investigate the potential impact of
RCEP on real households’ income and real factors’ rewards in Pakistan. To develop the
MyGTAP model, we use the latest comprehensive SAM (2010-11) of Pakistan and the

latest GTAP model (version.9a). The SAM introduces total 12 categories of factors.
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These include farm labours (3 categories), non-farm labours (2 categories), land (3

categories), capital (3 categories) and livestock.

Table 4.2 presents the impact of RCEP on real factors’ returns [rewards]. The
simulation results show that real rewards of all types of labours decrease due to RCEP
except for farm-workers. The highest decrease is indicated by the ‘non-farm low-skilled
labour (0.25%) followed by medium + farmers, whose decrease in real income is 21
percent. However, real rewards of the farm workers show an increase by 0.36 percent.
The possible reason is that RCEP may also lead to decrease in imports of the non-RCEP
members due to trade diversion. This in turn may encourage the production of domestic
import substitute sectors. This may have a positive effect on real rewards of workers.
Real rewards of the non-farm workers [skilled & unskilled labour] also show
considerable decrease with a higher decrease in real rewards of low-skilled labour as

compared to decrease in real rewards of skilled labour.

According to the simulation results, the impact of RCEP on real rewards of land
is not more modest however, it is small. The rewards of the ‘large land’ and ‘medium
land’ show an increase by 0.17 percent and 0.04 percent respectively, whereas, the small
land’s reward decreases by 0.09 percent. One of the possible reasons of increase in real
rewards of large land and medium land due to RCEP is that Pakistan’s possible trade
diversion from RCEP members would discourage the production of domestic export-
oriented sectors and encourage the production of domestic import substitution sectors,
thereby leading to increase in the rewards of factors. The negative impact of RCEP on
small land might be due to the decrease in the production of domestic export-oriented
sectors.

Table 4.2. Impact of RCEP on Real Factor Returns

Impact of RCEP on Real Factor Wages
Factor codes in GTAP Factor description RCEP
flab-s Labour - small farmer -0.078
flab-m Labour - medium+ farmer -0.207
flab-w Labour - farm worker 0.359
flab-1 Labour - non-farm low skilled -0.258
flab-h Labour - non-farm high skilled -0.198
flnd-s Land - large 0.177

I 102
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flnd-m Land - medium 0.046
find-I Land - small -0.098
fliv Livestock -0.887
fcap-a Capital - agriculture -0.056
fcap-f Capital - formal -0.346
fcap-i Capital - informal -0.252

Source: Authors’ simulation

In this paper, we consider three types of capital that include, ‘agriculture capital’,
‘formal capital’ and ‘informal capital’. In addition to this, we also see the impact of
RCEP on real returns of livestock. The reason is that Pakistan’s aggregate exports also
include a significant amount of exports of leather and meat related products and meat and
meat-related products. On the other hand, leather and leather related exports are the third
largest export group of Pakistan and so trade diversion from RCEP primarily may affect
the production of leather and leather products along with a decrease in the production of
other top exports which in turn may lead to decrease in the real factors’ rewards.

It is shown by the results that RCEP would deteriorate most of capital types in
Pakistan [due to decrease in real capital returns]. The worst of all capital types would be
the formal capital. However, the agriculture capital would be benefitted as shown by the
simulation results. The reason of decrease in the returns of capital is straightforward as
RCEP would lead to trade diversion, thereby making worsen the domestic sectorial
production followed by the decrease in overall investment [shown in Table 4.2] and then
decrease in rewards of capital in the domestic economy. We also observe a decrease in
the real reward of livestock in Pakistan due to the proposed formation of RCEP by 0.88
percent.

4.3. Impact of RCEP on real GDP and Trade Flows
Table 4.3. Impact of RCEP on real GDP and trade flows

Impact of RCEP on Macroeconomic aggregates of Pakistan

Indicators Base value-2011 Percentage Change Total Change
(Million US&) (Million USS)
Real GDP 213686.22 -0.038 -81.20
Real exports 30933.12 -0.40 -123.73
Real imports 56862.29 -1.69 -960.97

Source: Authors’ simulation
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Table 4.3 presents the impact of RCEP on macroeconomic aggregates of
Pakistan. Results show that the impact of RCEP on all macroeconomic aggregates of
Pakistan is negative. The highest decrease is shown by real imports, i.e. 1.69 percent [961
million US$]. Simulation results show that real exports of Pakistan would decrease by
0.40 percent (123.73) million US dollars. The reason of decrease in real exports and
imports of Pakistan due to RCEP is that RCEP is expected to facilitate trade between the
RCEP members which in turn would lead to trade diversion from the non-RCEP
members such as Pakistan, Bangladesh etc. On the other hand, as most of RCEP
members are also Pakistan’s important trade partners such as China, Malaysia, Indonesia
and Japan etc. therefore Pakistan is expected to face trade diversion from RCEP members
which would lead to decrease in the trade flows.

Impact of RCEP on real GDP of Pakistan is also negative although not more
modest, i.e. 0.038 percent [81.19 million US$]. The reason is that Pakistan’s trade
diversion from RCEP members would lead to decrease in the sectoral production of

Pakistan, thereby leading to decrease in real households’ income.

4.4.  Sectorial Impact of RCEP on Pakistan

Table 4.4 summarizes the impact of RCEP on sectoral output, exports, and
imports of Pakistan. Results show that the production of most of Pakistan’s top
exportable such as textile, leather and grain crops etc. decrease due to RCEP. Highest
decrease in production is revealed by ‘processed food’ (0.49%) followed by the
production of textile that would decrease by 0.48 percent and then leather [0.27%].
Possible reason of decrease in the production of Pakistan’s top exports is that RCEP is
one of the important export destined regions of these groups such as China, Malaysia, and
Japan etc. RCEP would lead to decrease in Pakistan’s exports to the RCEP region,
thereby leading to decrease in sectorial production. On the other hand, production of
some of Pakistan’s sectors show increase due to RCEP such as WAP, manufactures and

vegetable etc.
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Table 4.4.

Impact of RCEP on sectorial production, exports and imports of Pakistan
Sectors OQutput Exports Imports
Grain crops -0.024 1.062 -3.081
Vegetable & fruits 0.358 0.105 -3.633
Meat & livestock -0.133 1.098 -6.505
Extraction 0.575 3.194 -0.322
Processed-food -0.493 -20.532 -2.03
Leather -0.286 -4.077 -2.092
WAP 0.022 -1.121 -2.395
Textile -0.482 -1.115 -1.548
Light manufactures 0.999 2.839 -4.551
Heavy manufactures 0.473 0.727 -1.357

Source: Authors’ simulation

Production of wearing apparels (WAP) shows a slight increase by 0.02 percent.
The reason is that these items include in Pakistan’s top exports to most of RCEP
members (China, NZ, Japan, Korea and ASEAN). On the other hand, India is the main
competitor of Pakistan in exports of these items to RCEP members. Given the fact that
India has enough productive potentials, therefore it may capture the market of these
goods in the RCEP region by supplying high quality products. Pakistan may face the loss
in market of which exports would decrease to the RCEP region, thereby altering domestic
production. Production of vegetable oil and ‘vegetable and fruits’ show a slight increase.
One possible reason is that these items are on top in the list of Australian top exports to
Pakistan?. As Australia also exports these items to some of RCEP members like India and
Japan, so Australian exports would likely to divert from Pakistan who would rely on its
own production, thereby encouraging domestic production. Production of manufacturers
shows a meaningful increase. The reason is that Pakistan imports these goods mostly
from Japan and China which would decrease if Pakistan is not invited to join RCEP.
Pakistan would likely to increase reliance on its own production, which would lead to

increase in production.

2 http://www.trademap.org/Bilateral_TS.aspx
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Results show that most of Pakistan’s sectorial exports would decrease due to
RCEP such as textile, WAP, leather and processed food etc. The highest decrease is
shown by processed food (20.5 percent) followed by leather (4 percent). Exports of the
textile sector which is the largest exportable group of Pakistan to RCEP, decrease by 1.12
percent, indicating that the supply of textiles to RCEP economies would be diverted from
Pakistan to other suppliers (India and Vietnam etc.). Other sectors of which exports show
decline under current RCEP include leather (-0.29 percent) and processed food (0.50
percent). As Pakistan is one of the top suppliers of textile, WAP, and leather to most of
RCEP members, so if RCEP is implemented without Pakistan, exports of Pakistan to
RCEP would decrease thereby leading to decrease in sectoral exports of Pakistan.
Exports of manufactures, grain crops and extraction show increase due to current RCEP
(RCEP without Pakistan). A possible reason is that RCEP would also lead to decrease in
imports of Pakistan from RCEP which in turn would encourage domestic production of
import substitutes.

From the results, it is indicated that Pakistan’s sectorial imports decrease due to
the expected trade liberalization under the RCEP agreement. The reason is that some of
the RCEP members are the main source of Pakistan’s imports such as China, Japan, and
India, Pakistan would face trade diversion as RCEP would lead to increase in intra-
regional trade, thereby leading to decrease in trade of RCEP members with other regional
economies like Pakistan, Sri Lanka and Bangladesh etc. Highest decrease in import is
shown by ‘meat & livestock’ which is 6.5 percent followed by light manufactures with a
decrease in exports by 4.5 percent. Pakistan also imports textile, leather goods, and
apparels etc. from other RCEP members like India, Vietnam, and Malaysia etc. to support
domestic production of textile and other goods. RCEP would lead to decrease in

Pakistan’s imports of these goods, thereby affecting domestic production.

5. CONCLUSION AND POLICY RECOMMENDATION

The aim of this paper is to examine the potential impacts of the Regional
Comprehensive Economic Partnership (RCEP) on households’ income and factors

reward in Pakistan using MyGTAP model. Total 16 categories of households and 12
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types of factors of production are considered for the analysis.

As evident from the simulation results, we observe an overall decrease in real
income of most of the household types. However, among the provinces, Khyber
Pakhtunkhwa and Baluchistan stand out to face a higher cut in households’ income. The
possible reason might be that households in Khyber Pakhtunkhwa and Baluchistan are
relatively poorer and largely dependent on agriculture. The proposed RCEP may lead to
trade diversion to Pakistan and other non-RCEP members, which in turn may lead to
economy-wide losses. As Pakistan’s exports are mainly consisted of agriculture-related
products, so the major losers would be households, engaged with the agriculture sector.

From the simulation results, we observe an overall decrease in rewards of most of
the factors of production with the exception of ‘large-land’ and ‘medium land’. Given
this, we observe an expected layoff of factors in Pakistan due to RCEP which may lead to
decrease in overall production. Pakistan also would be adversely impacted by the
proposed formation of RCEP due to a decrease in real GDP, trade flows and also in the
sectorial output, exports and imports of Pakistan as revealed by the simulation results.

Based on the above research findings, this study suggests to the government to
follow remedial measures in advance in order to avoid the possible adverse impact of
RCEP on Pakistan’s economy. One possible option may be the negotiation for joining the
RCEP agreement. However, the preliminary requirement for joining RCEP is to have free
trade agreement with ASEAN (10) who leads RCEP. Pakistan currently has no FTA with
ASEAN and so is not eligible to join RCEP. The government may negotiate an FTA with
ASEAN (10) in the first phase. Then it may facilitate Pakistan’s joining the RCEP
agreement. The other potential option for Pakistan to avoid the adverse impact of RCEP,
is to renegotiate its existing FTAs with China, Malaysia and Sri Lanka and to undertake

additional FTAs with the important trade partners such as Turkey, Korea and Thailand.
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