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A large body of literature has examined the impact of real
exchange rate fluctuation on trade flows. Most of the studies
report both positive and negative impact of exchange rate
fluctuations on trade flows. In recent years, many studies point
to the fact that third-country exchange rate risk also plays a vital
role in affecting trade flows. Thus, this study aims to investigate
the impact of bilateral exchange rate movements as well as
third-country exchange rate risk on trade flows of Pakistan vis-
à-vis her major trading partners. Hence all the previous studies
provide country specific results, thus this research contributes
by capturing real exchange rate and third country volatility
effects by including major trading partners. The study employs
the Autoregressive Distributed Lag Bounds testing Approach to
co integration. This piece of research work finds significant
evidence of the real exchange rate volatility and the third-
country risk impacts. The results point to the fact that when
evaluating the implications of bilateral exchange rate
uncertainty on bilateral trade flows, the third country exchange
rate risk also needs to be taken into consideration.
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Introduction

Several studies have emerged since the implementation of the floating
exchange rate system during the 1970s, after the collapse of the Bretton-Wood
system, to show the relationship between currency fluctuations and international
trade (Bordo, 2017). Since then, the conflict has been strengthened by the adoption of
a common currency in Europe. A large part of studies refers that trade is necessary
for development (Aizenmen & Lee, 2010; Bahmani-Oskooee & Arize 2019). Such a
finding stems from research that suggests that outward-oriented economies have
consistently higher rates of growth than inward-oriented ones.

In the case of Pakistan, all the previous studies reveal that there is conflicting
evidence about the relationship between trade and exchange rate volatility. No clear
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pattern of results or consistent conclusions emerges from these studies. In light of the
foregoing arguments, the issue of the relationship between exchange-rate volatility
and international trade appears to be an empirical question. There is no empirical
evidence specifically regarding Pakistan and the studies are considered to be
representative of the developing countries. Secondly, most of the recent studies rely
on the mere impact of ER-fluctuations that are the result of frequent appreciation as
well as depreciation pressures that are supposed to affect international trade.

However, in the case of many major economic variables such as third-
country exchange rate and its changes along with exchange rates are persistent and
prevailing. Hence, relying on mere exchange rates may mask the relationship among
variables and forecasting results. The finding of Baek (2014) confirmed that the
response of exports may change the track to changes in the third-country exchange
rate. Lastly, the previous empirical work has been able to capture the results that are
appeared to be country specific. Hence the purpose of this study is to examine not
merely the effects of exchange rate changes especially for Pakistan vis-à-vis her
major trading partners but how the presence of third-country exchange rate risk
affects this relationship. This may be the better representation of the effects of
exchange rate variability along with third country in this region as Pakistan is one of
its emerging states and may help other people to go deep into this analysis and make
further attempts to find the correct answer which will help in appropriate economic
decision making.

Literature review

Extant studies report that international trade is sensitive enough to increasing
uncertainty in exchange rates (Yarmekhamedov, 2007; BAAK, 2008; Bourdon and
Korinek, 2011; Eichengreen and Gupta, 2012; Baek, 2013; Kurihara, 2013; Guneren
and Kibritci, 2014; Hou, 2014; Leigh et al, 2017).The latest study by Kurihara (2013)
showed that volatility exchange has a negative influence on international trade in
developing countries. As the exchange rate of uncertainty increases it will hurt
international trade. On the other hand, the situation would be reversed if hedging or
covering instruments have been created to counter volatility in the exchange rates as
financial market growth has been achieved in these countries. Hou (2014) discussed
the effects on general trade exports of the real effective exchange rate were greater
than the impact on the export processing industry. Another study byGuneren and
Kibritci (2014) described a significant co-integrated relationship between effective
exchange rates and long-term exports/imports of emerging countries.

Besides, few studies have focused on emerging and newly developed
economies Sherzod (2007) discovered that short-term consequences of price shifts are
negatively associated with exports and imports in Sweden. The relationship appears
to be optimistic when traders are aware of the fluctuations in the previous period
made reasonable decisions regarding the amount of their trade. In the same way,
B.A.A.K (2008) suggested that China's Renminbi value has long-term adverse
impacts on China's exports. Bourdon and Korinek (2011) having a different view,
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noted that exchange rates do not affect trade flows in large economies, while they do
in smaller economies or developing countries. Baek (2013) showed Korea's exports
and imports are fairly sensitive to the bilateral exchange ratein the short-run, but in
the long run less responsive. Leigh et al (2017) evaluated that exchange-rate
depreciation will mostly impact economies with economic slackness.

On the other hand, many studies (Marquez and Schindler, 2006; Jiang, 2014;
Baek, 2014; Serenis and Serenis 2010; Serenis and Tsounis, 2014) presented an
optimistic view that there is a positive relationship exists between exchange rate
fluctuation and international trade. Marquez and Schindler (2006) indicated that real
RMB appreciation of 10 percent would lower the share of aggregate Chinese exports
by half a percentage point. Additionally, Jiang (2014) revealed that the nominal
fluctuation in the RMB exchange rate is the main factor affecting China's imports and
exports. In the long run, the rise in the RMB exchange rate, which means the
devaluation of RMB, will have a positive effect on foreign trade, as well as a
significant increase in domestic import and export volumes. Baek (2014) found that
Korea's major export industries account for nearly 75 percent of total exports are
highly responsive to the long- and short-run bilateral exchange rate, uncertainty, and
the impact of third countries

The third view in this regard is different. Tenreyro (2007); Nicita (2013);
Simakova (2014) and Su et al. (2017) demonstrated that international trade tends to
be influenced by factors other than exchange-rate developments. Nicita (2013) found
that exchange rate volatility would not impact international trade except currency
unions and fixed exchange rates occur but give more weight to other factors. Thus
there is no consensus over the relationship between the volatility of the exchange
rate and international trade. Rather the nature of the relationship finds a different
direction and floats a different kind of discussion than just to be symmetric
(Bahmani et al. 2016; Arize et al., 2017; Bahmani and Aftab 2017; Bahmani and Gelen,
2018; Bahmani and Arize 2019).

Pakistan since its inception is facing the problem of an unfavorable balance of
payments and declining exports due to its undeveloped infant industry problems.
Hence to boost its infant industry and exports Pakistan devalued its currency in the
year 1952 for the first time. This resulted in a buildup of inflationary pressure from
time to time within the country. Later, when Pakistan delinked its currency from the
US dollar in 1973, it had to face the major problem of continued depreciation except
for a few years in the decade of 1990 (Khattak et al. 2012).The previous studies on the
impact of ER-Volatility on international trade flows of Pakistan are quite
ambiguous.Empirical literature regarding the impact of exchange rate uncertainty in
Pakistan includes the studies by Kumar and Dhawan (1991); Kemal (2005); Shahbaz
et al. (2010); Razi et al. (2012);Aftab et al. (2012). More recent literature adds studies
by Khan et al. (2014); Hussain et al. (2015); Latief and Lefen (2018). All the studies
while conducting different aspects of the research, presented the negative effect of
ER-volatility on international trade. Besides, the results of all these previous studies
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are appeared to be country specific but all these studies have been unable to analyze
the impact of third-country exchange rate risk even at the aggregate level trade.

Model and Methods

Export flows are generally modeled as any other demand model, i.e. exports
are inversely related to relative prices and positively affected by the foreign income.
Hence, the standard specifications cited in many of the recent research studies (e.g,
Bahmani-Oskooee and Harvey, 2011; Arize and Mailindretos, 2016; Bahmani-Oskooe
and Aftab, 2017; Arize et al., 2017) are as follows to capture bilateral volatility effects:

ln(Xt) = 0 + 1ln( F,t) + 2ln(RERt)+ 3 t+ µ (1)

This can be extended following Kumar and Dhawan (1991) to equation 2 to
compute third country risk effect on exports:

ln(Xt) = 0 + 1ln( F,t) + 2ln(RERt)+ 3 t+ 4 t+ µ (2)

Where X is the real exports of Pakistan and t represent time and βi (where i =
0,1,2,3,4) captures model parameters. YF represents the real foreign income of each
respective trading partner and RER denotes the real bilateral exchange rate between
Pakistan and respective trading partner, V is the real bilateral exchange rate
volatility and TCV captures third-country exchange rate variability impact in which
exchange rate between Pak-rupee and US-dollar is taken means US-dollar is used as
vehicle currency to capture this volatility, µ is the stochastic error term According to
theory, as foreign income increases there will be a positive impact on exports so β1 is
expected to be positive, β2 is negative as the exchange rate is taken as the numbers of
units of domestic currency per unit of foreign currency so the real depreciation of
exchange rate causes to increase exports and β3 and β4 are expected to have
ambiguous impacts.

The study uses Autoregressive Distributed Lag (ARDL) bounds test
approach proposed by Pesaran et al. (2001) and the moving standard deviation
measure of exchange rate volatility to estimate the export demand models in
equations (1) and (2). The models capable of dealing with both stationary i(0) and
nonstationary I (1) variables and provides short as well as long-term results.

Equations 1 and 2 are the long-term relations among the variables in our
models. To implement the ARDL approach to cointegration into this model, first, the
short-term dynamics need to be added into the long-term. The short-run equations
corresponding to the long-run equations 1 and 2 can be written as follows:
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∆= + ∆ + ∆ , + ∆ + ∆+ + , + ++ (3)
∆ = + ∆ + ∆ , + ∆ + ∆

+ ∆ + + , + + ++ (4)
We will estimate both the linear ARDL models in 3 and 4 in the next section.

The Data

We select the annual data from 1982 to 2017. The study includes a sample of
countries i.e. Pakistan, European Union (EU), United States of America (USA),
CHINA, Saudi Arabia (KSA), and United Arab Emirates (UAE). The data for exports
are taken from COMTRADE and the data for nominal exchange rates, consumer
price index (CPI), and real GDP come from the International Financial Statistics of
the IMF for USA, CHINA, UAE and KSA and for EU data are taken from
EUROSTAT.

The Variables

Real Exports (Xi)

The real exports variable is defined as the ratio of Pakistan's exports to
country i over its export price to country i. Real exports variable is obtained by
dividing the exports to trading partner “i”with the price of exports or Xi/PXi.“Xi =
Volume of exports of commodity “I” by Pakistan to each trading partner. The main
advantage of taking real exports is that they are unit free. Secondly, it would help to
calculate exactly the trade surplus/deficit of Pakistan for each country.

Real GDP

In the analysis, we use the real GDP of each of Pakistan’s trading partners.
We use the index of real GDP as a proxy for both countries. It is assumed that the
real GDP of Pakistan’s trading partner is positively related to the real exports of
Pakistan. This is because if the income of the people abroad or trading partner
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country of Pakistan will increase, they will increase the demand for imports, and
Pakistan's exports will increase thus resulting in improving the trade deficit
problem.

Real Bilateral Exchange Rate (RER)

The variable for RER is constructed by dividing each country's nominal
exchange rate by its consumer price index (CPI). In our particular case, RER is
defined as the number of units of domestic currency per unit of foreign currency.
Therefore, an increase in the value of RER means that the Pakistani rupee has
depreciated concerning the currency of foreign trading partners. We expect the
coefficient of RER to be negative if depreciation and devaluation are going to have a
favorable effect on exports/trade.

Volatility of Real Exchange Rate (V)

““VPakI= Volatility measure of the real bilateral exchange rate between the
rupee and each of the trading partner’s currency (I = 1…..5). We first construct the
real rate as RERPakI = (PI*NERPakI)/PPak, where NERPakI is the nominal exchange
rate defined as number of rupees per I; PI is each trading partner’s CPI respectively
and PPak is the Pakistani CPI. Then, again, for each year we define this volatility
measure as the standard deviation of 12 monthly RERPakI within that year. Monthly
CPI data and nominal exchange rate data for each trading partner come from “b”
and for EU come from source “c”.”

Results and Discussion

We estimate both the linear ARDL models in 3 and 4 in the case of Pakistan
with its major five trading partners: EU, USA, China, Saudi Arabia, and UAE to see
whether there are the effects of changes in the exchange rate along with third-
country exchange rate. The study uses yearly data from 1982 to 2017. Following the
Pesaran et al. (2001), the study uses the Akaike's Information Criterion (AIC) to
choose the optimal lag length. We follow the automatic lag selection and allow a
maximum of three or four lags due to the data being used annually. Table 1 to 10 in
the Appendix provides the estimation results of our bound testing approach to
cointegration. In each table, there are three panels. Panel A gives the short-run
coefficients, Panel B gives the long-run coefficients, and Panel C provides the
diagnostic statistics of the estimation process.

We first consider bilateral trade between Pakistan and the US; the estimates
for both models i.e. (3) and (5) are reported in Table 1. The estimates of the linear
ARDL model show that two variables i.e. RER and V out of the three are significant
in the short run but in the case of the long run, only the exchange rate has a
significant effect on the exports. The exchange rate has a favorable effect on trade
both in the short run and in the long run for the Pakistan-US case. The negative
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coefficient of exchange rate implies that when the value of RER increases
(depreciation of the rupee), real exports will decrease.

Table 1
ER-Volatility Results for US

Linear ARDL model estimates
Lags 0 1 2 3 4 5 6

Panel A: Short run results
ΔlnX -0.26(1.95)

ΔlnYUS 0.19(0.57)
ΔlnRER -0.44(1.17) -0.29(2.89) -0.96(2.28)

ΔlnV 0.25(0.17) -3.33(2.88) -0.72(0.62)
Panel B: Long run results

Variables Constant lnRYUS lnRER lnV
-17.61(0.65) 0.76(0.78) 2.06(2.82) 15.94(1.42)

Panel C: Diagnostic results
F Adj R2 LM ECMt-l RESET CU CU2

7.91 0.52 1.22 -0.26(6.86) 3.36 S S
Note: Numbers in brackets are the absolute t-statistics

Panel C of Table 1 shows that the F-stat calculated is greater than its upper
bound critical value of 7.91 (5% significance level), therefore it confirms
cointegration. The negative significant value of the error correction term (ECMt-1), on
the other hand, also confirms the existence of cointegration. The coefficient of ECMt-1

shows the speed of adjustment to the equilibrium level. The t-values for ECMt-1 are
given by Banerjee et. al., (1998, Table 1). The critical t-value in our case is 3.82 (5%
significance level). Other diagnostic statistics are also given in Panel C. For the
results to be valid, the coefficient should be stable, the serial correlation should be
absent, and the functional form of the model should correctly be specified.

The Regression Specification Error test (RESET), which is proposed by
Ramsey (1969), the Lagrange Multiplier (LM), and CUSUM (CU) and CUSUM of
Square (CU2) tests reported at bottom of Panel C confirm that the model is correctly
specified [e.g., Pesaran et al. (2001), and Bahmani-Oskooee et al. (2005)], as well as
there is no autocorrelation, and the coefficients are stable. The graphical
representation of each test here will make the process lengthy therefore we present
the symbol of S for stable coefficients and the US for unstable coefficients at a 5%
significance level. The estimated results suggest that the volatility effect is not
supported by the linear ARDL approach in the case of Pak-US bilateral trade.

Next, we consider the estimates of third-country exchange raterisk
impact.  The third country volatility (TCV) effect results are reported in Table 2
which indicates that uncertainty of third-country exchange rate has no short-runbut
long-run effects in the linear model. This supports the effects of third-country
volatility to be stronger than the mere effects of bilateral volatility.
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Table 2
Empirical Results of TCV for US

Linear  ARDL model estimates

Lags 0 1 2 3 4 5 6

Panel A: Short run results

ΔlnX -0.40(1.31) -0.43(-1.39) -0.52(-2.04)

ΔlnYUS -1.75(1.61)

ΔlnRER 0.09(0.18) 0.83(1.07) -0.74(1.20) 0.91(1.42)

ΔlnV -4.27(1.69) -1.37(0.39) -1.17(0.51) -1.65(1.35)

ΔlnTCV -0.10(0.42) 0.52(1.22) 0.20(0.71) 0.19(1.18)

Panel B: Long run results

Constant ln YUS ln RER lnV lnTCV

-14.97(1.47) 5.28(1.56) 0.29(0.34) 15.45(1.63) 0.79(0.27)

Panel C: Diagnostic results

F Adj R2 LM ECMt-l RESET CU CU2

3.01 0.71 5.27 0.33(5.20) 0.48 S S

Note: Numbers in brackets are the absolute t-statistics

As far as, the bilateral trade between Pakistan and EU is concerned, the
results of exchange rate volatility effects reported in Table 3 postulate that all the
three variables of YEU,RER, and V are significant in the short run with expected signs
but only the volatility of the real exchange rate and EU’s real income display
significant long-run inverse effects and real exchange rate discloses though negative
but insignificant impact in the long run.

Table 3
ER-Volatility Results for EU

Linear ARDL model estimates

Lags 0 1 2 3 4 5 6
Panel A: Short run results

ΔlnX 0.01(0.13) -0.26(2.72)
ΔlnYEU -1.88(2.70) 2.87(3.67) -2.37(3.20)

ΔlnRER -0.31(3.55)

ΔlnV -1.92(3.66)

Panel B: Long run results

Variables Constant lnYEU ln RER lnV
-67.18(2.74) 2.80(3.36) -0.29(1.27) -7.00(2.76)

Panel C: Diagnostic results

F Adj R2 LM ECMt-l RESET CU CU2
12.10 0.76 1.63 -0.27(8.49) 0.46 S S

Note: Numbers in brackets are the absolutet-statistics
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The estimates of third country real exchange rate volatility in Table 4 for EU
show the significant third-country exchange rate instability effects in the short run.
Results for the EU which are reported in Table 4 for short run are quite different than
those for the US. The variability in the third country exchange rate has stronger
effects for short run but it shows no significant influence for long run.

Table 4
Empirical Results of TCV for EU

Linear ARDL model estimates
Lags 0 1 2 3 4 5 6

Panel A: Short run results

ΔlnX -0.32(2.74) -0.31(2.88)
ΔlnYEU -1.67(2.28) 4.81(6.52)
ΔlnRER -0.27(3.19) -0.23(2.33)

ΔlnV -1.45(2.55) -5.96(7.51) -3.32(4.65) -1.51(3.34)

ΔlnTCV -0.15(0.14) 10.24(5.68) 6.52(4.16) 2.55(2.59)
Panel B: Long run results

Constant ln YEU ln RER lnV lnTCV
-50.93(0.21) 17.98(0.22) -5.08(0.19) -14.31(0.20) 26.40(0.18)

Panel C: Diagnostic results
F Adj R2 LM ECMt-l RESET CU CU2

2.22 0.84 2.32 0.03(4.40) 0.24 S S
Note: Numbers in brackets are the absolute t-statistics

As far as, China is concerned, the real exchange rate volatility estimates
(Table 5) show that real bilateral exchange rate volatility exerts a significant inverse
effect on the Pak-China exports only in the short-run but it displays insignificant
effect in the long run though positive.

Table 5
RER-Volatility Results for China

Linear ARDL model estimates
Lags 0 1 2 3 4 5 6

Panel A: Short run results
ΔlnYCH 11.34(4.52) -12.11(3.71) 8.93(3.96)
ΔlnRER 0.70(1.26)

ΔlnV -2.45((0.99) 4.09(1.83) -6.89(3.27)
Panel B: Long run results

Variables Constant ln YCH ln RER lnV
-2.88(1.17) 1.58(6.05) 1.07(1.27) 1.24(0.09)

Panel C: Diagnostic results
F Adj R2 LM ECMt-l RESET CU CU2

5.12 0.77 3.52 -0.66(5.57) 0.84 S S
Note: Numbers inside the brackets beside coefficients are the absolute values of t-ratios
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TCV (Table 6) significantly affect the Pak-China trade only in the short-run
and further third country real exchange rate volatility estimates confirm that the real
exchange rate volatility displays stronger impact with third country instability
impact which can be observed from Table 6.

Table 6
Empirical Results of TCV for China

Linear ARDL model estimates
Lags 0 1 2 3 4 5 6

Panel A: Short run results
ΔlnX 0.27(2.21) 0.25(2.06) -0.14(1.59)

ΔlnYCH 5.22(1.80) -1.72(0.34) 2.13(0.55) 13.34(3.81)
ΔlnRER -1.47(2.52) -3.26(4.08) -0.92(2.11)

ΔlnV 5.40(1.61) 12.40(3.20) -9.68(3.29) -14.11(4.72)
ΔlnTCV -3.68(1.12) -7.87(1.98) 10.47(2.53) 17.57(5.44)

Panel B: Long run results
Constant ln YCH ln RER lnV lnTCV

-3.52(0.92) 1.38(3.98) 1.58(1.38) -7.28(0.36) 6.15(0.59)
Panel C: Diagnostic results

F Adj R2 LM ECMt-l RESET CU CU2
3.86 0.89 14.01 -0.78(6.30) 0.03 S S

Note: Numbers in brackets are the absolute t-statistics

Estimates for UAE reported in Table 7 are quite different than in the cases of
the US and China, results of exchange rate volatility in case of UAE show that
bilateral volatility has positive but no significant short-run as well as long-run
influence on real exports of Pakistan in our model which are quite different from
TCV estimates presented in Table 8.

Table 7
RER-Volatility Results for UAE

Linear ARDL model estimates
Lags 0 1 2 3 4 5 6

Panel A: Short run results
ΔlnX -1.00(5.07)

ΔlnYUAE 1.75(3.49)
ΔlnRER -0.42(0.32)

ΔlnV 10.58(0.98)
Panel B: Long run results

Variables Constant ln YUAE ln RER lnV
-31.31(2.45) 1.76(4.87) -0.41(0.29) 2.58(0.88)

Panel C: Diagnostic results
F Adj R2 LM ECMt-l RESET CU CU2

5.36 0.47 0.05 -1.00(5.52) 1.40 S S
Note: Numbers inside the brackets beside coefficients are the absolute values of t-ratios
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While the estimates of third country instability show the positive impact of
TCV in both the short run and the long run. TCV has only significant long-run
effects but it appears to be insignificant in the short run. (Table 8).

Table 8
Empirical Results of TCV for UAE

Linear ARDL model estimates
Lags 0 1 2 3 4 5 6
Panel A: Short run results
ΔlnX
ΔlnYUAE -3.62(1.87)
ΔlnRER -2.58(1.16) -3.23(1.53) -9.46(4.45)
ΔlnV -27.89(1.77) -21.97(1.11) -

34.25(2.18)
ΔlnTCV 32.23(2.29) 47.53(2.70) 68.95(3.81) 23.04(3.02)
Panel B: Long run results

Constant ln YUAE ln RER lnV lnTCV
-55.37(2.92) 2.19(4.48) 3.72(1.56) -

29.31(0.50)
20.94(0.48)

Panel C: Diagnostic results
F Adj R2 LM ECMt-l RESET CU CU2
5.39 0.61 1.34 1.07((6.62) 0.00 S S

Note: Numbers in brackets are the absolute t-statistics

The estimated results for KSA are reported in Tables 9 and 10 of RER-
volatility and TCV respectively, which indicate that exchange rate variability has
significantly hurt the exports in the short run.

Table 9
ER-Volatility Results for KSA

Linear ARDL model estimates
Lags 0 1 2 3 4 5 6

Panel A: Short run results
ΔlnX -0.67(2.33)

ΔlnYKSA 0.23(3.65) 1.34(2.56)
ΔlnRER -0.54(3.17) -1.29(2.64) -0.76(2.28)

ΔlnV -1.05(2.17) -2.13(2.65) -1.52(2.62)
Panel B: Long run results

Variables Constant ln YKSA ln RER lnV
-7.01(0.54) 2.16(3.44) -2.36(2.53) 5.04(0.89)

Panel C: Diagnostic results
F Adj R2 LM ECMt-l RESET CU CU2

5.91 0.42 1.32 -0.46(5.55) 0.36 S S
Note: Numbers inside the brackets beside coefficients are the absolute values of t-ratios

However, the estimates of the effects of TCV are reported in Table 10. The
estimates suggest that instability of the exchange rate has significant short-run as
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well as long-run effects on the real exports of Pakistan. Also, positive TCV effects are
found in long run in our model.

Table 10
Empirical Results of TCV for KSA

Linear ARDL model estimates

Lags 0 1 2 3 4 5 6
Panel A: Short run results

ΔlnX -0.40(1.97) 0.43(2.11) -0.34(2.65)
ΔlnYKSA 0.22(2.89)
ΔlnRER -0.09(2.01) 0.83(2.23) -0.73(2.85)

ΔlnV -4.27(2.34) -1.37(1.89) -1.17(1.45) -1.65(1.23)
ΔlnTCV -0.13(0.88) 0.52(1.21) 0.74(1.89) -0.19(2.11)

Panel B: Long run results
Constant ln YKSA ln RER lnV lnTCV

-4.97(0.33) 5.27(3.21) -0.39(0.93) -6.45(2.23) 1.79(2.11)
Panel C: Diagnostic results

F Adj R2 LM ECMt-l RESET CU CU2
4.01 0.81 0.27 -0.23(4.20) 1.38 S S

Note: Numbers in brackets are the absolute t-statistics

Following Arize et al. (2017) Bahmani and Aftab (2017) and Bahmani and
Arize (2019), the results are not consistent in the case of the linear ARDL approach
while considering bilateral volatility alone. The results get reversed in the case of
third-country risk impact. In all the cases the adverse short-run effect of exchange
rate uncertainty on the exports is found but the long-run effect is greatly significant
with third-country instability thus confirming the presence of the third country
volatility effect. In all the cases positive third country volatility effect is found in
either the short or long run while diagnostic statistics also show that the results are
sensible.

Now considering the impact of the income of Pakistan's trading partners on
the real exports, it should be positive. The long-run significant results for Pakistan's
trading partners' income on the real exports are found in all the cases of EU, China,
UAE, and KSA, and the USA. The implication is that as the income of these countries
increases that makes them import more, thus positively affecting real exports of
Pakistan and help them to boost.

Whereas we assume that the appreciation (increase) in Pakistan's RER will
influence its real exports adversely. This is because as the RER of Pakistan increases,
it will increase its demand for imports. After all, imports get cheaper and exports get
expensive, so other countries will import less from Pakistan and its exports will
decrease. The estimates of RER, in the long run, are only significant in the case of
Pakistan-USA, Pakistan-EU, and Pakistan-KSA. In the Pakistan-USA case, significant
RER estimates are obtained in the ARDL model for Volatility effects. In the case of
Pak-EU, the estimates of RER obtained for both volatility and TCV effect results are
insignificant. The same is the case with UAE real bilateral exchange rate affects
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Pakistan’s real exports insignificantly in both empirical results for volatility and TCV
effects.

Summary and Conclusion

For the past three decades, the role of the exchange rate in determining trade
flows has been a major part of international trade studies. The importance of the
exchange rate in improving the overall balance of payments and the effects of its
volatility has been discussed at great length. There are both proponents and
opponents of the significant effect of the exchange rate volatility on international
trade. The research is moving forward with new and enhanced regression models in
this area. Researches Initiated with various time series and panel data techniques.
The Ordinary Least Square technique is used in the beginning then research was
moved towards using Gravity models. Initially, researchers were of the view that it
was volatility that had a major impact on trade flows but now, third-country
volatility effects became the focus of the research due to globalization and growing
interaction in-between countries. The results of the aggregate level, bilateral level,
and industry level studies are indecisive about the existence of the effect of the
volatility of the exchange rate. In this study, we tried to study the effect of third-
country ER-volatility along with ER-uncertainty in Pakistan. The study first checked
the exchange rate volatility affect exports then includes the third-country risk impact
to see the changes. The findings of the study suggest that exchange rates instability
does not have strong effects on the real exports but a consistent effect of TCV was
observed in each of the trading partner’s cases. This situation obtained when the
ARDL approach to cointegration was applied and evidence of the TCV effect was
found in the case of all countries i.e., UAE, EU, China, and KSA except the USA. The
lack of evidence for volatility effects (TCV) in the case of the USA may be due to the
limited nature of data that we have used, or the annual data were taken. Also, the
limited number of lags may be the source of limited results. Future research should
take a large dataset of quarterly nature. In doing so the results may turn out to be
supportive in finding out volatility effects. We could test with other major trading
partners of Pakistan so that the results are more generalizable and quotable.

In terms of policy implications, the results show that Pakistan cannot simply
improve its trade by depreciating its currency rather it has to ponder over other
factors like third country ER-volatility effects along with just ER-variability effects.
This is because the effect of the exchange rate instability is not significant for most
countries but we have got strong third-country effects. It will be in the best interest
of Pakistani policymakers to focus on other policies to increase their trade with the
world instead of manipulating the currency on regular basis. The focus should be
made on value addition in the production process so that exports could increase, and
domestic consumers could buy domestically produced goods. Import-substituting
policies in the production of capital goods and other luxury items should be focused
on. More emphasis should be given to enhancing the quality of domestically
produced goods so that our industries could compete at the international level and
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go a long way in improving our trade worldwide which will, in turn, improve the
well-being of common people.
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