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ABSTRACT 

Since World War I1 a number of countries have disintegrated and separated into smaller units and 

some are yet in danger of fragmentation. This study recognizes disintegration as an important area 

for research. Specifically, it uses the theory of economic integration to examine the effects of 

Pakistan's disintegration on international trade flows. The theory of integration has been applied to 

this case of disintegration by providing some explanation for integration. In the traditional analysis, 

a simple general equilibrium model highlights the potential for economic gain that contributes to 

the formation and survival of a Preferential Trading Arrangement. 

Empirical evidence is presented on the effects of Pakistan's disintegration on international 

trade flows. To provide some background information, a brief discussion of the political economy 

of Pakistan from creation to disintegration indicates that: (1) the economic conditions of Muslims 

of the Indian subcontinent were helpful in the creation of Pakistan on August 14th, 1947; and (2) 

the economic conditions of Pakistan during 1947-71 can be linked to its disintegration on 

December 16th, 1971. 

Most importantly, however, the effects of disintegration have been analyzed in terms of the 

changes in trade flows, which are classified as the trade reduction and trade switching effects. 

Trade reduction has been defined as the decline in trade brought about by the substitution of 

domestic production for the imports from former partners. Trade switching has been defined as the 

substitution of some imports from nonpartners for those of the former partner countries. 

Two different techniques are used to identify and measure the two effects. (1) Income 

elasticities of demand for imports are used to identify the effects of a disintegration. It is shown 

that: (i) a decline in the ex-post income elasticity of demand for inter-wing imports indicates a 

trade reduction; (ii) an increase in the ex-post income elasticity of demand for total (inter- and 

extra-area) imports depicts a gross trade switching; and (iii) an increase in the ex-post income 

elasticity of demand for imports from the rest of the world shows the proper trade switching. (2) 

A partial equilibrium model is developed to quantify the effects of Pakistan's disintegration. Simple 

computable measures of trade reduction and trade switching effects are derived using the 

iii 



movements along a demand curve and shifts in the curve. A binary variable technique is used to 

identify the shift in the demand curve, and the extent of the shift is captured with a dummy 

variable in the estimation procedure that uses time series data to compute the import demand 

function. 

For the empirical analysis, combined Pakistan's foreign trade data for ten major commodity 

groups, - 1 digit standard international trade classification (SITC), - have been separated into 

Bangladesh and (West) Pakistan trade with the rest of the world for the 1951/52-1970/71 period. 

For inter-wing trade data, (West) Pakistan's one hundred exports to, and sixty-five import goods 

from East Pakistan have been classified according to the SITC. Three distinct flows - total (inter- 

and extra-area) imports; imports from the rest of the world; and inter-wing imports - are used to 

estimate import demand functions for (West) Pakistan and Bangladesh. 

The trade reduction and trade switching effects of disintegration on these flows have been 

estimated using the price elasticities and coefficients of the dummy variables. The results indicate 

that: 

(1) (West) Pakistan has experienced substantial trade switching and very limited trade 

reduction. 

(2) Bangladesh has recorded a substantial decline in trade, while there is strong evidence of 

trade switching. 
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INTRODUCTION 

Recently a few countries have disintegrated and separated into smaller units (North Korea from 

South, Singapore from Malaysia and Bangladesh from Pakistan). There are some in danger of 

fragmentation (Punjab from India, the Basque Provinces from Spain and Quebec from Canada). 

Over one billion people (one-fifth of the world population) have been affected by some form of 

disintegration since World War 11.' This makes it an important subject for economic research and 

analysis. In addition, there exists an extensive literature on economic integration, but none on 

disintegrati0n.l The objective of this study is to begin to fill the gap and use the theory of 

economic integration for the analysis of a specific disintegration. 

For a detailed examination of a disintegration, we need some theoretical framework and a 

set of data to provide empirical evidence on the effects of a specific disintegration. In this study, 

the theory of integration is used for the former under the assumption that it is symmetrical, and 

the data on Pakistan is used for the latter. 

Assuming that the theory of integration is symmetrical, it can be applied to a case of 

disintegration by examing two related questions: (1) What forces give rise to a preferential trading 

arrangement (PTA)? and (2) What are the conditions for survival of a PTA? In the context of 

these questions, some explanation for the formation and survival of a PTA is provided in Part 111. 

Having examined questions (1) and (2) above, the study provides empirical evidence on the effects 

of Pakistan's disintegration on international trade flows. Pakistan's disintegration provides an 

interesting case for research, since undivided Pakistan fits perfectly into the definition of an 

economic integration. Further, the economic reasons behind the creation and disintegration of 

Pakistan may also provide some possible explanation for an integration. Thus, we discuss Pakistan's 

political economy from its creation in 1947 to its disintegration in 1971. 

- --- 

I Disintegration of the Indian subcontinent in 1947 and of Pakistan in 1971 alone has 
affected 940 million people. 

An extensive library and literature search did not reveal any independent study on 
disintegration. 



Pakistan's trade before disintegration had two components. First, there was a flow of goods 

between former East and West Pakistan, and second, both regions had trade with the rest of the 

world. The data on total imports and exports of Bangladesh and (West) Pakistan with the rest of 

the world is available, but there is no separate account of the commodity trade of each region. 

Therefore, considerable effort has been made to separate the data of combined Pakistan's 

commodity trade with the rest of the world into that of the two regions: Bangladesh and (West) 

Pakistan. To this end combined Pakistan's foreign trade data for the ten major commodity groups 

- 1 digit Standard International Trade Classification (SITC) - have been separated into Bangladesh 

and (West) Pakistan trade with the rest of the world during the 1951/52-1970/71 period. 

The predisintegration trade flows between East and West Pakistan were published as 

'inter-wing' trade in a crude fashion without consistency or classification of goods. To generate 

consistent time series data for the commodity trade between Bangladesh and (West) Pakistan, the 

inter-wing trade data for the predisintegration period have been classified according to the SITC.3 

To this end the published inter-wing trade data have been classified according to the Pakistan 

Standard Trade Classification (PSTC). The PSTC has been matched with the corresponding SITC 

to rearrange data in accordance with the SITC. These data not only help in analysing the 

economic disintegration, the subject of this thesis, but also should be useful to other researchers 

interested in the trade flows across the Southeast Asian countries as well as trade between Pakistan 

and Bangladesh. Section 1, Part V provides a detailed account of data organization. The thesis has 

been divided into six parts. Each, in turn, consists of several sections. 

Part I discusses the economic factors that may have contributed to the creation and 

disintegration of Pakistan. Part I1 provides a critical review of the theoretical literature of 

preferential trading. Part I11 presents some explanation for the formation and survival of PTAs. 

Part IV deals with preferential trading and international trade flows and presents a brief survey of 

the various techniques of estimating the effects of a PTA. Assuming that the theory of integration 

is symmetrical, we set forth a technique for identifying the effects of a disintegration. In this 

Over 100 commodities exported to East from West Pakistan and 65 goods imported from 
East into West Pakistan have been classified according to the SITC. 



context, a new concept of trade reduction and trade switching is defined. Part V provides empirical 

evidence on the effects of Pakistan's disintegration on international trade flows. A model consistent 

with Balassa (1967) is developed to identify the effects of Pakistan's disintegration on international 

trade flows, and a partial equilibrium framework is used to measure the trade reduction and trade 

switching experienced by (West) Pakistan and Banglade~h.~ Part VI concludes the study with a 

summary of the main results and some recommendations for future research. Also included in this 

part is a brief discussion on the limitations of the study. 

(West) Pakistan and Bangladesh are the two countries that emerged from the disintegration 
of Pakistan and are treated separately to measure the effects of disintegration on each region, 
while the term 'combined Pakistan' refers to the undivided country. 



PART I 

The Political Economy of Pakistan: From Creation to Disintegration 

INTRODUCTION 

In the creation and disintegration of Pakistan economic reasons are important. For example, 

Muslim landlords had a fear of becoming subservient to non-Muslims, specifically Hindu 

industrialists in an independent Indian state.* This fear was the result of economic disparity 

between Hindus and Muslims of the Indian subcontinent. The political forces behind the 

disintegration of Pakistan have always been linked to economic disparity between former East and 

West Pakistan. Setting aside the ethnic and cultural differences between the people of the two 

regions, the creation of Bangladesh has been justified on economic grounds (Jahan 1972; Khan 

1972). 

Politically, the main argument for the creation of Pakistan was that Muslims are markedly 

different in their cultural, ethnic and religious practices from the other communities of the 

subcontinent. It was argued that they needed a separate homeland in which to live in accordance 

with their religious beliefs and practices. The analysis of political forces behind the creation and 

disintegration of Pakistan are outside the realm of this thesis. We are, however, interested in the 

possible economic reasons for and implications of these events6 

It is now four decades since the creation and over 18 years since the disintegration of 

Pakistan. The sentiments and passions aroused by the civil war in former East Pakistan and 

subsequent intervention by the Indian armed forces in 1971 have largely subsided. It is appropriate 

to summarize objectively the economic factors that may have contributed to the creation and 

It should be noted that the political forces in the creation of Pakistan were so intense that 
the economic reasons became merely a footnote to the entire history of the division of the 
Indian subcontinent. 

By discussing the economic reasons, this study does not intend to imply that the people 
who fought for Paksitan's creation had only economic motives. We do not intend to 
understate the sincerity or sacrifices of those who worked hard and had no economic motives 
associated with the creation of Pakistan. 



disintegration of Pakistan, and to find out what insight these conditions provide for economists as 

well as policy makers. We have divided the discussion into two sections. Section 1 explores the 

economic reasons for Pakistan's creation, and Section 2 describes the economic conditions in 

Pakistan during the 1947-71 period. 



SECTION 1 

Economic Reasons for the Creation of Pakistan 

The economic conditions of Muslims during the late 1940s clearly reflect the economic disparity 

between Hindus and Muslims of the Indian s~bcontinent.~ Some researchers have argued that the 

economic conditions of Muslims, indicated by their absolute and relative poverty, created a fear of 

their becoming subservient to non-Muslims {U.  Whether this fear was the result of political 

exploitation is difficult to prove. However, the economic disparity between the two groups can be 

seen from the economies of Muslim majority regions of the Indian subcontinent. 

Economists usually look at economic indicators such as the gross national product, 

unemployment and the inflation rate to analyse the economic performance of a region or 

community. Unfortunately such indicators are not available for the prepartition Indian economy and 

especially for the Muslim majority regions of the Indian subcontinent. Therefore, to understand the 

economic conditions of Muslims one must rely on other variables. We have used three variables 

for this purpose: (1) economic structure of Muslim majority regions of the Indian subcontinent; (2) 

population of undivided India classified according to the economic activity; (3) economic interests 

of the various subgroups of Muslims in prepartitioned India. 

ECONOMIC STRUCTURE OF MUSLIM MAJORITY REGIONS. 

The Indian subcontinent is surrounded by the Himalayas and China on the north, Burma on the 

east, the Arabian Sea and Iran on the west, Afghanistan and the U.S.S.R. on the northwest and 

the Indian Ocean on the south (see map 1.1). It was divided into various administrative zones 

under British rule {21. These included Baluchistan, North West Frontier Province (NWFP), and 

Punjab and Sind on the western side; on the eastern side Assam, East and West Bengal; and, 

respectively, the United and Central Provinces in between the west and east. 

- - 
It is, however, important to note that the division of the Indian subcontinent was also 

inevitable due to political, ethnic, religious, and cultural differences between the Hindus and 
Muslims. 



Figurc 1.1 

Mao of llic India11 Subco11ti11c11l 



Baluchistan, NWFP, Punjab, Sind and East Bengal were the Muslim majority regions and the 

rest of India was dominated by the Hindus. The Muslim majority regions accounted for nearly a 

quarter of the entire subcontinent, with a population density of 192 persons per square mile. The 

remaining three-quarters consisted of a Hindu majority, with a population density of 300 persons 

per square mile i31. This indicates that the Muslim majority regions had a higher land-person 

ratio when compared to the non-Muslim majority areas. 

The Indian economy was predominantly agriculture based. However, along with the 

establishment of colonial power in the late 18th century came the seeds of industrialization. By the 

early 19th century, Calcutta, Bombay, Ahmdabad and Madras (located in the non-Muslim majority 

regions), emerged as the main industrial centers of the Indian subcontinent. For the Muslim 

majority regions, the economic story was totally different 

Until the 1940s, the economies of Muslim majority regions (which later became part of 

Pakistan), were underdeveloped.* These regions had neither a major industry, nor an efficient 

communication or commercial system. Tayyeb (1968) has documented that these regions had less 

than one percent of all registered industrial plants and an even smaller proportion of the industrial 

labour force in the entire Indian subcontinent i41. A number of industrial raw materials like jute, 

cotton and hides were produced in Muslim majority regions; but manufacturing industries and 

economic activities revolved around non-Muslim majority regions. 

Industrial progress was particularly poor in East Bengal. It had only ten cotton factories out 

of the four hundred in India, none of Bengal's one hundred jute mills, not a single iron and steel 

plant, paper mill, chemical works, coal mine or hydroelectric project There were forty-nine 

seasonal jute baling presses, three sugar factories, fifty-eight small rice mills of all types and one 

cement plant. Surprisingly, no industrial use was made of East Bengal's tobacco, hides and skins 

i51. 

The term 'underdeveloped' refers to the poor standard of living and economic hardship 
caused by the shortage of transportation, communication, commercial and industrial facilities. 



Banking and financial institutions were mainly under the control of non-Muslims. Muslim 

majority areas had only a fifth of all banking offices in the Indian subcontinent, which accounted 

for less then ten percent of bank deposits and about five percent of bank  lear ring.^ The lack of 

banking facilities was a result of the fact that all major industries were located in the non-Muslim 

regions and the majority of money lenders (endogenous bankers) were non-Muslims i61. 

In the agriculture sector, seventy percent of the raw jute and forty percent of the long and 

medium staple cotton was produced in the Muslim majority areas, but these areas had no jute 

mills and only a few cotton ginning mills. Punjab and Sind produced bumper crops of wheat, but 

the surplus was sent to feed the population of food-deficient areas in the non-Muslim majority 

regions of the Indian subcontinent These two areas also produced large quantities of fine quality 

cotton, but the fibre was shipped to factories established in Bombay, the United Provinces and the 

British Isles I71. 

Until the late 1940s, the Muslim majority regions did not have the industrial base required 

for the economic progress of a community. Because of the poor infrastructure of the Muslim 

majority regions, the economic well-being of Muslims was largely under the control of 

non-Muslims. 

Muslims of the undivided India nurtured many economic grievances which were channelled 

into an acute political discontent and was finally resolved by the Muslims' demand for an 

independent state. The popular belief was that if Muslims were to have some control over the 

economic resources of the Indian subcontinent and were not to remain merely suppliers of raw 

material for the non-Muslim dominated industries, they would have to gain an independent state. 

POPULATION O F  THE SUBCONTINENT ACCORDING TO ECONOMIC ACITIVITY 

The population of undivided India can be classified into two distinct groups: (1) Hindus; and (2) 

Muslims. Hindus, a non-Muslim majority, were economically active and dependent on commerce, 

It should be noted here that the Muslims constituted ten to fifteen percent of the Indian 
population, but their share in banking, commerce and industry was less than five percent. 
Even in the Muslim majority region (Muslim population up to 90 percent), trade, industry and 
commerce were in the control of non-Muslims. 



trade, money lending and agriculture. They also controlled the major industrial, banking and 

commercial centers of the entire Indian subcontinent. Muslims, the largest minority, were mainly 

dependent on agriculture. They had some control over the supply of raw materials to the industrial 

sector of the Indian subcontinent. 

The Muslim majority regions accounted for nearly a fifth of the population. However, owing 

to the lack of industrial development, less than one percent of Muslims were part of the industrial 

labour force of the entire Indian subcontinent f81. Moreover, while the provinces of the 

northwestern regions, particularly Punjab and NWFP, contributed more personnel to the Indian 

army than any other region of India, all defence related industries were established in the United 

Provinces or elsewhere in the non-Muslim majority regions. 

The above classification of the undivided Indian population into two distinct economic 

interests (aside from those engendered by cultural, ethnic and religious differences), provides some 

indication of another economic reason for the partition of the Indian subcontinent. The Muslim 

aristocracy, as opposed to the non-Muslim landlords, industrialists and money lenders, would have 

had very little control over the decision-making process in an independent Indian state. Muslims 

believed that being a minority, they would be discriminated against in the economic policies and 

decisions made by non-Muslims. As mentioned above, Muslims were mainly suppliers of raw 

material for the non-Muslim controlled industrial sector. They considered their economic well-being 

to be at stake since it was under the control of non-Muslims. 

ECONOMIC INTEREST OF THE VARIOUS SUBGROUPS OF MUSLIMS 

Muslims of British India can be classified into three distinct subgroups. These include: Muslims of 

northwest India, East Bengal, and those living in the non-Muslim majority regions of the Indian 

subcontinent. A close scrutiny of the economic interests of these groups would indicate that their 

coalition because of the religious homogeneity; despite the cultural, ethnic and linguistic differences, 

created a political alliance that contributed to the creation of Pakistan. 



\ 

Muslims of northwest India were economically the most prosperous. They were primarily 

rural dwellers and had considerable political and economic power for two reasons. First, the 

Punjab Alienation of Land Act in 1901 made it illegal for the non-Muslim money lenders to 

foreclose mortgages in cases of bad debts 191. Second, the big Muslim landlords of Punjab 

provided leadership to the entire community. 

Muslim landlords of northwestern India, especially of Punjab saw a clear opportunity for 

gaining control over the economic and political decision-making in the proposed Muslim state. The 

idea of a Muslim state therefore provided them with an opportunity for gaining control over the 

economic resources outside their regions. In fact, this possibility became a reality once Pakistan 

was created.'' 

Muslims of northeast India, especially of east Bengal, were economically the least prosperous. 

The majority of the people of Bengal and Assam were rural in character and economically weak. 

Muslims of Bengal were against British rule in the 18th century and so were penalized by the 

Land Settlement System which reduced them to the status of sharecroppers and agricultural 

labourers {lo]. They lost most of their agricultural land to non-Muslims, mainly Hindus. They also 

suffered from uneven industrial development of East and West Bengal. These were the two main 

economic reasons for their support of the idea of Pakistan. The possibility of a Muslim state 

provided them with a hope of recovering their agricultural land, (Burki 1977). 

Some Muslims also lived in the non-Muslim areas of Bihar, and the United and Central 

Provinces. They were mostly urbanized professionals. Because they had been competing in the 

economic sphere with the non-Muslim majority, this group was among the early converts to the 

idea of Pakistan. An independent Muslim state was a guarantee of their being among the few 

professionals who would be free from competition. They would now have considerable monopoly 

in a number of professions. 

l o  It is also interesting to note that the Muslims of northwestern India were among the last 
converts to the idea of Pakistan. This was indicated by the defeat of the Muslim League, a 
party of Muslims committed to the creation of Pakistan, in the northwestern provinces (except 
Sind), in the legislative elections prior to 1947. 



A close look at the economic interests of the three subgroups of Muslims together reveals 

that the division of the Indian subcontinent into two separate states was probably to the advantage 

of Muslims, notwithstanding political reasons. 

The discussion above reveals that the economic reasons implicit in the political forces in the 

creation of Pakistan were as follow: first, the poor industrial development of the Muslim majority 

regions of the Indian subcontinent;ll second, the distinct economic interests of Muslims and 

non-Muslims, along with the Muslims' desire to have control over the economic resources and 

decision making in an independent Indian state;12 and third, the coalition of economic interests of 

the various subgroups of Muslims in the undivided India.13 

l1 For the economic arguments against the creation of Pakistan, see Vakil, C. N., Economic 
Conseauences of Divided India, Bombay: Vora & Co., 1965. 

l2 For the demographic features of the Indian subcontinent, see Kingsley, D., Population 
of India and Pakistan, Princeton: Princeton University Press, 1968. 

l3 For discuusion on the economic interests and coalition of the various subgroups of 
Muslims, see Burki, S. J., "Economic Decision-Making in Pakistan" in Ziring, L., R., et. al; 
(eds.). Pakistan: The &, Durham. N.C., Duke University Press, 1977. 



SECTION 2 

Economv of Pakistan from 1947 to 1971 

At the time of partition, Pakistan inherited Muslim majority regions that were industrially 

underdeveloped.14 Most economic experts had doubts abouts its survival, and there were problems 

of political instability caused by the rehabilitation of masses of refugees from India. Despite poor 

economic conditions and other problems, Pakistan made remarkable progress during the first two 

decades after its birth. 

By the end of the 1960s, the economic structure of the country was altered and it had 

diversified significantly. The gross national product increased substantially, and modern techniques 

of production were in place. While progress was slow during the 1950s, the economy grew at the 

rate of four to six percent per annum during the 1960s. This was more than double the rate of 

population growth, a sound record for a nation that began with a modest technological base and 

few resources. 

This section examines briefly the performance and problems of Pakistan's economy during 

the period from 1950-1970. The gross domestic product and per capita income are considered to 

be relevent indicators of aggregate economic performance. Foreign aid, domestic savings and 

investment are regarded as important contributors to the economic growth of Pakistan, and are also 

included in the discussion. The distribution of income and economic disparity between former East 

and West Pakistan are also examined. 

GROSS DOMESTIC PRODUCT AND PER PERSON INCOME 

The gross domestic product (GDP) of Pakistan, as is clear from Table 1.1, increased by 98 percent 

in real terms during the 1952-70 period. This translates into an annual average rate of 3.6 percent. 

The increase was less marked in the first decade, in which a 26.6 percent overall (or a 2.7 percent 

per annum) growth was registered, than in the second decade, which accounted for a 47.6 percent 

-- -- - - - 

l4 See footnote No. 8 on page 8. 
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overall (or a 4.6 percent per annum) growth. The marked difference in the annual growth rate of 

gross domestic product between the first and the second decade was highly significant for the 

growth rate of per person income. 

With a population growth rate of 2.3 percent per year during the first decade, the growth 

rate of per capita output was almost stagnant and recorded an insignificant increase of 0.35 per 

cent per year. However, it did improve substantially during the second decade when the growth of 

gross domestic product was almost double the population growth rate. During the second decade 

per capita output rose at an annual rate of 1.86 percent. However, impaired by a slow growth of 

GDP in the 1950s and a high population growth, the per person output during the two decades 

grew at the low rate of 1.1 per cent per year. Along with the growth of total and per person 

GDP, the economy also experienced substantial structural change. 

ECONOMIC STRUCTURE. 

Economic growth in Pakistan during the 1950-70 period was the result of a healthy progress in 

the manufacturing sector along with a substantial development of the agriculture sector. The growth 

of industries, however, was much more spectacular than the progress in agriculture. This was 

because of a number of institutional arrangements, such as the establishment of the Pakistan 

Industrial Development Corporation, the Investment Corporation of Pakistan and the Industrial 

Development Bank of Pakistan.ls These institutions were set up to develop the industrial sector of 

the economy. As a result, the index of manufacturing output rose from 30 in 1950 (for 

1959-60=100) to 258.7 in 1967-68, an increase of over 762 percent or an annual rate of 11.4 

percent during the 20 years of independence {Il l .  

The composition of gross domestic product also changed significantly during the two decades. 

The value of agriculture grew by 2.6 percent; of manufacturing by 7.9 percent; of construction by 

13 percent; and other sectors grew at a rate of 4.7 percent per year. The structural change in the 

economy was illustrated by the decline in the share of the agriculture sector in the value added 

l5 These institutions provided financial, technical and managerial skills to the private sector of 
the economy. Basic metal, light engineering, cement, machine tool and chemical industries were 
built under the supemision of these institutions. 



from 60 percent in 1950 to 45 percent in 1970. The share of the manufacturing sector rose from 

6 to 12 percent during the same period 1121. 

The major factors that contributed to the income growth and structural change in Pakistan 

during the first two decades of independence were domestic savings, investment and foreign aid. 

SAVINGS, INVESTMENT AND FOREIGN AID 

The average savings rate rose from 2.2 percent of GNP in 1950 to 9.7 percent in 1970, while the 

marginal savings rate was 15 percent during the first 15 years of independence. Domestic savings 

rose from Rs. 3.23 billion to Rs. 11.69 billion between 1958 and 1969. Bank credits increased by 

700 percent during the same period. The domestic savings financed 69, 64 and 72 percent of 

investment in 1959, 1964 and 1970, respectively I131. 

Until 1970, the rate of investment had increased steadily and capital was put to more 

efficient use. The investment rate increased from 10.5 percent of gross national product in 1959-60 

to 18.5 percent in 1964-65 1141. 

The large flow of foreign aid during the 1960s was the main source of the escalation of 

investment and GNP ratios. Investment as a percentage of GNP increased from less than 4 

percent in 1950 to 13.5 percent in 1970; whereas foreign aid in 1964 accounted for 40 percent of 

the total investment, that is 3 billion US dollars I151. 

Despite the strong growth by historical standards, the standard of living generally remained 

poor. While the income of wage earners and agricultural labourers was declining, the concentration 

of wealth in the hands of a few was increasing, (Singhal 1972). The formation of monopolies was 

justified for the sake of economic progress i161. As a result 66 percent of the country's industrial 

capital was owned by 22 families who also had controlling interest in 80 percent of the banking 

and 97 percent of the insurance business of the country.16 The economy was also plagued by a 

series of other problems, some of which are discussed below. 

l6 Dr. Mahbub-ul-Haq, Minister of Economic Affairs, Government of Pakistan since the early 
1980s to present, was chief economist at the Planning Commission of Pakistan in the 1960s. 
He revealed this information at the 1968 convention of the Pakistan Management Association. 



Economic Problems 1950-70 

Shortage of food, severe poverty, skewed income distribution, and increasing inflation were the 

major economic problems during the 1950-70. Despite the impressive progress of the agriculture 

sector, Pakistan was unable to achieve self-sufficiency in its food requirements. While the country 

started with self-sufficiency, by the end of the first decade 1.2 million tons of food grains were 

imported, accounting for 10 percent of the domestic supply. The per person availability of food 

grains had declined from 14.9 ounces per day in 1949-50 to 14.2 ounces in 1959-60 i171. This 

situation was, however, improved marginally during the second decade. The imports of food grains 

had declined to 5 percent of the domestic supply, and per person availablity rose to 15.7 ounces 

per day by the end of 1960s. 

Small increments in per capita income (Rs.134 per month for the average family income in 

1965). a small real farm income per head for farmers, and the increase in landless labour were 

indications of the severe poverty and a poor standard of living I181. 

In the urban sector of the economy real wages declined by one-third during the 1960s. 

while the fixed income earners were hurt by an overall increase in prices of about 40 percent by 

the end of 1969-70. Along with these problems, the inherited economic disparity between former 

East and West Pakistan continued, (see Figure 1.2) ultimately resulting in the dismemberment of 

Pakistan. 

During the first decade of independence, East Pakistan's economy was relatively stagnant as 

compared to that of West Pakistan. While the real per capita GDP increased in West Pakistan 

from Rs. 477.3 in 1949-50 to Rs. 507.9 in 1959-60, in East Pakistan it had declined from Rs. 

378.5 to Rs. 369.8. This gap in the real per capita GDP was further widened during the second 

decade when the West experienced a 3.78 percent per annum increase as compared to only a one 

percent rise in the East's per capita income.'' An insignificant growth of 0.38 percent per annum 

in East Pakistan's per capita GDP as against 2.2 percent per annum in West Pakistan over the two 

l7 These figures are based on the discussion given 
Fourth Five Year Plan 1970-75", Pakistan Planning 

in "Socio-economic Objectives of the 
Commission, Islamabad, April 1968. 
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decades is a reflection of the persistent gap in the incomes of the two regions. 

The economic disparity between the two regions can also be seen from the difference in the 

cost of living between former East and West Pakistan, (Jahan 1972). Moreover, real wages in both 

urban and rural East Pakistan were much lower than in West Pakistan. A Bangladeshi economist 

(Khan 1972) has argued that the disparity between former East and West Pakistan rose from 28 

percent in 1959-60 to 62 percent in 1968-69.1a 

The causes of sharp economic disparity between former East and West Pakistan are 

debatable and complex. Their detailed analysis is outside the realm of this thesis, {191. The 

following variables, however, may have contributed to the income inequality and growing disparity 

between the two regions. 

(1) Private Investment, Public Sector Allocation and Development Expenditure 

As is clear from Table 1.2, most of the private investment occurred in West Pakistan. The 

East's share was only 24% and 22% of the total private investment during the 1960-65 and 

1965-70 periods respectively.19 While the total private investment in combined Pakistan continued to 

grow during 1950-70, the shares of East and West remained almost fixed at 22% and 78% 

respectively. Similarly, it is important to note that, while East Pakistan's population accounted for 

more than 50 percent of undivided Pakistan, its share in public sector funds allocated for 

investment was 44.8% and 48.4% during the second and third five year plans respectively, (Table 

I.1).20 In addition, the share of East in development expenditure, both private and public, had 

always been less than that of West Pakistan. As is evident in Table 1.1, 69% and 64% of the total 

la  It should be noted that the economists from Pakistan and Bangladesh have sharp 
disagrement over the extend of disparity between the two regions. See, Report of the 
Advisory Panels for the Fourth Five Year Plan 1970-75, Planning Commission, Government of 
Pakistan, Islambad, July 1970. 

l9 1960-65 and 1965-70 covers the second and third five year plan periods. 

2 0  For a five-year period, a development plan called the "Five Years Development Plan" is 
prepared by the Pakistan Planning Commission. These plans have been prepared every five 
years since the 1950s. The funds (referred to as "public sector allocation") are designated for 
the various projects to be completed or started during the plan period. 



TABLE 1.2 
Private Investment, Public Sector Allocation and Development 

Expenditure in 2nd and 3rd Five Year Plan: % Share of East & West Pakistan 

2nd Five year Plan 3rd Five Year Plan 
(1960-65) (1965-70) 

East West East West 

Private Investment 2 4 76 

Public Sector 
Allocation 

Develovment Expenditure 

Total 3 1 6 9 
. .  . 

Private 21.9 78.1 

Public 38.3 61.7 

Source: The Mid-Plan Review of the Third Five Year Plan (1965-70), Planning 
Commission, Pakistan, p. 35 and p. 39. 

An outline of the Fourth Five Year Plan, 1970-75, Planning 
Commission, Pakistan, p. 26. 



funds were channelled into West Pakistan's development during the second and third five year 

plans, while East Pakistan received the remaining 31% and 36% during the two plan periods 

respectively. A similar pattern is indicated by the private and public sector development 

expenditure data (Table 1.2). 

Asymmetric private investment, allocation of public sector funds, and development 

expenditures led to the markedly different economic progress of East and West Pakistan during the 

1950-70 period. These factors may also be responsible for the poor development of the industrial 

sector in East Pakistan, causing an increase in the regional disparity. Further, a lack of industrial 

progess in East Pakistan, on the one hand meant fewer economic opportunities for its people, while 

on the other hand it made East Pakistan more dependent on the imports of manufactured and 

semi-manufactured goods from West Pakistan. 

(2) Distribution of Foreign Aid 

In the allocation of foreign development and U.S. commodity aid, East Pakistan's share was 

smaller than that of West Pakistan. Table 1.3 indicates that East Pakistan received 17.3% and 31.5% 

of total development aid and US. commodity aid during the 1948-60 period respectively. The 

corresponding figures for West Pakistan were 64% and 61.8%. This indicates that the aid funds 

were distributed heavily to meet the requirements of West Pakistan's industrial development. Thus, 

the inequitable allocation of foreign aid may have contributed to acontinous income gap between 

the two regions. 

(3) Commercial and Foreign Exchange Policies 

Pakistan's trade and commercial policies had asymmetric effects on the trade flows of the 

two regions. The main elements of these policies were the direct control of foreign exchange 

resources, import licensing and capital issues. The discrimination against East Pakistan, as is seen in 

Table 1.4; was obvious. During 1951-58, the value of import licences issued for imports of raw 

materials and spare parts was much higher for West Pakistan which received two-thirds (close to 

70%) of the value. Another tool of these polices was the so-called Bonus Voucher Scheme I201. 



TABLE I. 3 
Share of East and West Pakistan in Foreign Aid and Loans: 1948-1960 

(Rs. Million) 

Development Aid U.S. Commodity Aid 

East Pakistan 
% Share 

West Pakistan 
% Share 

Federal Government 
% Share 

TOTAL 

Source: Adopted from Jahan, R., Pakistan: Failure in National Integration, - 

New York: Columbia University Press, 1972, p. 35. 



The Bonus Voucher Scheme allowed exporters to receive a voucher priced at a certain 

proportion of the value of a good sold abroad. The voucher could be sold at a premium in the 

market. These vouchers were bought by importers to obtain foreign exchange to buy foreign goods 

which were placed on the bonus list, usually consisting of consumer durables and industrial raw 

materials. It was thought that this scheme would promote exports, but it became a tool to shift 

resources from one region (East) to another (We~t) .~ '  The allocation of foreign exchange funds was 

such that East Pakistan could not buy consumer durables and industrial raw materials required for 

the development and progress of its industry. The large amounts of foreign exchange earned 

through exports was generally designated to meet the needs of industries in West Pakistan, 

although the East Pakistan's exports, mainly jute, earned 68% of the entire foreign exchange, I2U. 

A close look at the the commercial and foreign exchange policies reveals that former East 

Pakistan did not receive a fair share of the foreign exchange resources of combined Pakistan. Such 

policies had an unfavourable impact on its economy. 

(4) Foreign Trade and Exchange Rate Policies 

The foreign trade and exchange rate policies were designed to protect the interests of 

domestic industries. The important elements of these policies were high effective tariff rates and 

direct control of the exchange rate." 

Imports were restricted through very high effective tariffs which had an asymmetrical effect 

on the trade pattern of East and West P a k i ~ t a n . ~ ~  As a result, a large flow of exports from West 

to East Pakistan was created which may have caused some transfer of resources through inter-wing 

21 For a detailed discussion on the Bonus Voucher Scheme and its effects, see Adams, J. and 
S. Iqbal, Exports, Politics and Economic Development: Pakistan 1970-82, Colorado: Westview 
1983, and Burki, S. J. & 

2 2  For a detailed analysis of protection in Pakistan, see Lewis, S. R. and Guisinger, "The 
Structure of Protection in Pakistan" in Bela Balassa e t  al. eds., j& Structure o_f Protection 
Developing Countries, Baltimore: John Hopkins's Press, 1970. 

2 3  For a detailed analysis of this issue, see Lewis. S. R. Jr., Pakistan: Industrialization a& 
Trade Policies, London: Oxford University Press, 1970. 



Year 

TABLE 1.4 
Share of East and West Pakistan in Value of Import Licenses 

Allocated for Raw Materials and Spare Parts, 1951-58 
(Rs . Million) 

East West 
Value % Share Value % Share 

1951 

1952 

1953 

1954 

1955 

1956 

1957 

1958 

Total 

Source: Adopted from Jahan, R., Pakistan: Failure in National Integration, 
New York: Columbia University Press, 1972, p. 35. 



trade.24 This effect was also revealed in the balance of trade between the two regions. Column 2 

of Table 1.5 indicates that East Pakistan had a trade surplus with the rest of the world in 17 out 

of 22 years, during the period of its union with West Pakistan. With the exception of 1950/51, 

West Pakistan always had a deficit. Further, East Pakistan invariably had a deficit in the 

inter-wing trade. 

East Pakistan's imports were partly paid for by its exports to West Pakistan. The rest were 

paid for through the conversion of its share of foreign exchange resources at an officially 

overvalued rate of exchange. There was a systematic discrimination in the exchange rate policy 

making West Pakistan's imports of tea, paper and jute from East Pakistan cheaper. Thus, the 

important exports of East Pakistan were redirected to West Pakistan through the use of an 

unfavourable exchange rate. The exchange rate and trade policies, therefore, led to some transfer 

of resources from East to West Pakistan, I221. 

The discussion above reveals that regional economic disparity was possibly the main economic 

reason behind the disintegration of Pakistan. The factors which may have contributed to the 

regional disparity and income inequality between the regions include: (1) the inequitable allocation 

of public sector funds, development expenditure and foreign aid; and (2) the discriminatory 

commercial, trade, foreign exchange and exchange rate policies. These two factors together were 

responsible for the economic grievances that created severe political differences between the people 

of East and West Pakistan leading to the disintegration of the country. 

In summary, we have identified some of the possible economic causes for both the creation 

and the disintegration of Pakistan. The main conclusions are that the possibility of economic gains 

led to the integration of East Bengal with the Northwestern Provinces of the Indian subcontinent; 

but the inability of former East and West Pakistan to share the economic benefits, achieved in 

part by the integration, resulted in its disintegration. 

24 There are differences among the economists of two the regions with respect to the issue 
of transfer of resources from East to West Pakistan. For the further discussion on this issue, 
see Report of the Advisory Panels for the Fourth Five Year Plan 1970-75, a & 



TABLE I. 5 
Balance of Trade: (West) Pakistan, Bangladesh and Combined Pakistan 

1949-50 to 1970-71 

West Combined Inter-wing 
Pakistan Bangladesh Pakistan Trade* 

(Exports-Imports: Million Rs. in Constant Factor Cost of 1969-70) 

1949-50 - 660.76 545.26 - 115.49 n/a 

1950-51 292.85 1260.44 1553.29 n/a 

1951-52 - 847.19 496.20 - 351.00 n/a 

1952-53 - 244.57 450.51 205.93 95.25 

1953-54 - 316.64 607.34 290.69 300.55 

1954-55 - 523.93 738.72 214.78 135.03 

1955-56 - 372.44 1138.39 765.94 189.57 

1956-57 - 1233.47 137.22 -1096.25 480.39 

1957-58 -1251.89 358.07 - 893.82 704.73 

1958 - 59 - 849.59 479.49 - 370.20 618.95 

1959 - 60 -1417.93 577.78 - 840.15 286.35 

1960-61 -2111.57 316.03 -1785.54 669.72 

1961-62 - 2210.66 557.43 -1653.23 620.66 

1962-63 - 2300.47 293.88 - 2006.59 739.67 

1963 - 64 -2467.28 - 290.06 -2757.35 480.10 

1964-65 - 3088.73 - 529.66 - 3618.40 429.95 

1965-66 -1963.87 217.60 -1746.27 681.05 

1966-67 - 2445.83 52.19 -2393.64 700.12 

1967-68 - 1790.66 399.55 -1391.11 461.15 

1968-69 - 1370.89 - 248.93 -1619.83 387.62 

1969-70 -1675.99 - 84.99 1760.99 631.66 

1970-71 - 1530.90 - 202.33 -1733.24 616.73 

Source: Pakistan Economic Survey, Ministry of Finance, Government of 
Pakistan, Islamabad, 1970-71. 

25 Years of Pakistan in Statistics, Ministry of Finance, Government 
of Pakistan, Islamabad, 1970-71. 

* West Pakistan's exports minus imports to and from Bangladesh. 
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PART I1 

A Review of the Theoretical Literature on Preferential Trading 

INTRODUCTION 

The analysis of PTAs dates back to the late 18th century. Smith (1776) examined the gains for 

preference recipients and Taussig (1892) analysed the effects of a PTA i l l .  Formal theoretical work 

in this branch of international trade theory, however, did not start until the publication of Viner's 

book in 1950 i21.25 

The basic work of developing a theory of PTAs was done by Viner and Meade. Their 

interests were focused on the welfare effects of a PTA. There are two central issues regarding 

PTAs. First, why do PTAs exist? Second, what are the effects of forming a PTA? While the 

latter has been investigated by a number of researchers, the former has largely been ignored due 

to the assumption that a PTA is a non-economic institution i3l. 

As mentioned earlier, assuming that the theory of PTA's is symmetrical, we will use it to 

examine the effects of a disintegration. For this reason, we summarize the theory of preferential 

trading from Viner to the present. The discussion is divided into two sections. Section 1 explores 

the theoretical developments in a partial equilibrium framework, and Section 2 surveys the 

literature from a general equilibrium perspective. 

2 5  Viner's contributions to the analysis of PTAs date back to the early 1930s. See Viner, J. 
"The Most-Favoured-Nation Clause", Index VI, Number 61, Stockholm, January 1931. 



SECTION 1 

Theory of Preferential Trading: A Partial Eauilibrium Approach 

It was Viner who, in 1950, first explicitly identified the effects of a PTA on international trade 

His pioneering contribution was the distinction between trade creation and trade diversion 

effects of PTAs such as custom unions (CUs). Trade creation refers to the increase in trade 

brought about by the substitution of relatively cheaper imports for domestic production as a 

consequence of the formation of a PTA. Trade diversion is the substitution of member countries' 

goods for imports previously purchased from countries that are not members of the PTA. 

Theoretical developments in the analysis of PTAs since Viner's seminal work have revolved around 

this distinction. A number of economists have identified and explained these concepts in a partial 

equilibrium framework: Viner (1950); Makower & Morton (1973); Meade (1955); Scitovsky (1958); 

Lipsey (1960); Humphrey & Ferguson (1960); Balassa (1961); Kreinin (1964); Cooper & Massell 

(1965); Johnson (1965); and Krauss (1972) are but a few. In this section, we present a brief 

review of some of these attempts. 

To explain trade creation and trade diversion effects, some of these studies have divided the 

world into three countries called A, B, and C. A and B are viewed as two small countries and C 

as the rest of the world. It is assumed that imports from the various sources of supply are perfect 

substitutes and that supply elasticities are infinite. The demand for imports is assumed to be a 

function of prices inclusive of the tariff rate and income. It is also assumed that a PTA does not 

affect the members' terms of trade with the rest of the world. Therefore, the effects of a PTA 

formed between A and B on the rest of the world are disregarded. Having made these 

assumptions, researchers have analysed trade creation and trade diversion effects of a PTA between 

the countries A and B. 

-- 
2 6  Throughout the theoretical sections our interest lies in the part of the theory that deals 
with the effects of an integration on international trade flows, since trade flows will be used 
in Part V to quantify the effects of a disintegration. 



A's p~e-PTA import demand curve is Do 9. The supply curves of imports from country B 
/ 

and C are perfectly elastic, therefore A can import as much as liked at the given prices. A's 

domestic supply, as well as B and C's import supply curves are presented in Figure 11.1. 

Under a uniform tariff on all imports. consumers in country A will purchase OMoof import 

goods from the domestic sources and import M M, from country C at price P+t. Country C is the 
0 C 

least cost supplier. 

As the tariff is removed on imports from B, the import price declines to P At this new 
8 ' 

price. domestic producers are willing to supply only OM:. while the demand for imports has risen 

to M;. A's consumers will substitute M: Mo of imports for the reduced domestic supply. Moreover, 
\ 

the demand for imports has also risen from M, to M,  moving along the demand curve DODO. 

Before the PTA, domestic producers in A were supplying OM,. But after the PTA is reached, 

country B's producers enter A's market and replace some of the domestic production. This is 

referred to as the trade creation effect of a PTA. Moreover, prior to the PTA, A was importing 

MOMl from country C. But after the PTA, B displaces previous imports from C. This is referred 

to as the trade diversion effect of a PTA. 

Country A benefits due to the reduction in original (pre-PTA) deadweight loss by an 

amount equal to the two dotted triangles, abc+def. This can be viewed as a benefit of the trade 

creation effect of the PTA. A's welfare will be increased due to the reduction of pre-PTA 

deadweight losses.27 

\ \ 

Imports from country C stop and M M, is imported at price P from country B. Prior to a 
0 0 

PTA, ahgd is tariff revenue, which is lost due to the PTA. Country B gains hceg, which is a cost 

to A due to the trade diversion. This can be regarded as the welfare reducing effect of a PTA. 

The net welfare effect of a PTA on country A depends on the relative magnitude of these two 

counteracting forces. 

" Pre-PTA tariff rates caused a deadweight loss equal to the two triangles, aa'h+gdd'. 

31 
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Figure 11.1 

Tradc Crcaticn and Trade Diversion: A I'artial Euuilibriu~n Modcl 



The trade creation resulting from reduced tariffs on some imports was viewed as the main 

benefit, and trade diversion leading to the misallocation of resources was considered as the basic 

cost of a PTA. There is no logical necessity for one to dominate the other. The net welfare 

effect, as Viner argued, remains indeterminate, since a PTA could be benefical or harmful to a 

particular community 141. 

The analysis of PTAs during the 1950s and 1960s was mainly confined to the clarification of 

trade creation and trade diversion effects. The only major progress during this period was Meade's 

identification of the welfare-improving aspect of trade diversion 151. He argued that lower prices 

for member countries would lead to additional consumption of foreign goods, involving a further 

reduction in pre-PTA deadweight loss. This was referred to as the trade expansion effect of a 

PTA. However, Viner's basic conclusions (discussed above) remain intact. 

The indeterminate conclusion discussed above led to the belief that the dynamic effects 

should be brought into the analysis. That is, scale and technical efficiency needed to be 

incorporated into the analysis of a PTA. This was done by a number of researchers. For example, 

Humphrey and Ferguson incorporated the decreasing costs of production into the analysis of PTAs 

161. Scitovsky looked into the welfare effects of a PTA through scale economies and increased 

efficiency due to the greater competition among members of a PTA 171. Lipsey introduced 

technical efficiency, growth and terms of trade into the analysis of resource allocation effects of a 

PTA 181. But these attempts did not change many of the earlier conclusions. Other writers have 

linked welfare changes to the production and consumption effects: Balassa (1961), Corden (1976) 

amd Krauss (1972). 

Balassa (1961) has discussed production and consumption effects and their determinants at 

length. It suffices here to mention that the differences in per unit costs of production between 

members and the non-member countries of a PTA give rise to the trade creation and trade 

diversion which constitute the production effects of a PTA. 

The magnitude of production effects depends on the following factors: (i) size of a PTA 

(union), (ii) complementarity and competitiveness of the member economies of a PTA indicated by 



the similarities and differences in per unit costs of production in the member countries, (iii) 

transportation costs, and (iv) initial tariff levels; whereas consumption effects arising out of the 

availability of partner countries' goods depend on the substitutability among the tradable goods. 

Depending on the relative magnitude of the trade creation and trade diversion effects of a PTA, 

both consumption and production effects could serve to increase or decrease the welfare of the 

member countries once a PTA is reached. 

Until the 1960s the above diagram was a popular way of analysing PTAs such as CUs. The 

problem with this framework is the assumption that the supply elasticities of all foreign suppliers 

are infinite. In other words, constant foreign costs of production were assumed. Given this 

assumption, the above diagram shows trade creation and diversion in a simple manner with the 

conclusion that the net welfare may be positive or negative. 

Utilizing a similar framework, it can be shown that a unilateral tariff reduction on a 

nondiscriminatory basis would be as good as or better than a PTA. This led Johnson (1965) and 

Cooper and Massell (1965) to conclude that PTAs are economically irrational and can only be 

explained by non-economic motives [ 91. 

The Vinerian theory of PTAs and its subsequent development has two major drawbacks. 

First, it was based on highly restrictive assumptions, some of which are discussed above. A second, 

and probably more important weakness, was the lack of rigor of the original exposition. To 

circumvent these problems, a number of researchers have analysed PTAs in a general equilibrium 

framework: (Vanek 1965; Kemp 1965 & 1969; Negishi 1969; Lipsey 1970; Wan & Kemp 1976; 

Corden 1976; Collier 1979; Riezman 1979 & 1980; Berglas 1979; McMillan & McCann 1981; Lloyd 

1982; Ethier & Horn 1984; and Wonnacott & Wonnacott 1985). Some of these are discussed in 

Section 2. 



SECTION 2 

Theorv of Preferential Trading: A General Eauilibrium Analvsis 

The need for a general equilibrium model for the analysis of PTAs was recognized by both Viner 

and Meade. While Viner had criticized the application of a partial equilibrium technique to the 

analysis of a CU, Meade alluded to the use of a general equilibrium framework for the analysis 

of PTAs by emphasizing the secondary and tertiary effects of a CU. Figure 11.2. presents trade 

creation and trade diversion in a general equilibrium framew~rk. '~ 

OaOa' is the production possibility locus, TT' is the domestic price ratio, Wi, CiCj and BiBj, 

for i=O, 1 and 2, are respectively the community indifference curves (welfare levels) and the 

various prices on which country A can trade with countries B and C. Prior to a PTA, A's 

production is at point P, and consumption at W,. A trades with the least cost supplier country C 

at CC' and a tariff is imposed on the import good 1. Consider a PTA between countries A and 

B. 

As the tariff declines due to a PTA, A's production moves to PI and the welfare level 

indicated by W, is reached. This move could be welfare improving or reducing. For example, if 

initially country A is at W, then B B is trade diversion and B B is trade creation, with B,,Btbeing 3 2. 3 1 

smaller than B B This indicates a welfare improvement. However, if initially at W;, B3 B, is 
3 " 

greater than B B then there would be a loss. The welfare gain or loss thus is dependent on the 3 1 

pre-PTA community welfare level. It is difficult to predict, on an a p r i o r  i basis, that trade 

creation would be larger (smaller) than trade diversion. The net welfare effect of a PTA, therefore, 

remains indeterminate. 

While the above diagram indicates the welfare effects of a PTA in a general equilibrium 

framework, its formal application to the analysis of PTAs did not start until the late 1960s. 

This diagram has been adopted from H. G. Grubel, International Economics, Illinois; 
Richard Irwin 1981, PP. 590. 
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Vanek (1965) and Kemp (1969) incorporated the production possibility frontier and 

community indifference curves into the analysis of PTAs. Vanek used a general equilibrium 

framework and emphasized the terms of trade effect of a PTA. In a three country world similar 

to the one discussed above in Section 1, he concluded that a PTA between countries A and B 

would be welfare improving if A's terms of trade improve, B's deteriorate, C's (rest of the world) 

remain unchanged and B's loss can be compensated. It would be welfare improving, since no 

country is worse off and at least one is better off. 

To explore Vanek's conclusion above, other writers analysed the impact of a PTA separately 

on the countries A and B, (Negishi 1969; Kemp 1969; and Kemp & Wan 1976). The conclusion 

was that a PTA would be advantageous to a member who trades only with the other member(s), 

while it could be a disadvantage to the member who trades mainly with the nonmember countries. 

While Vanek's approach placed prices on the center stage in PTA analysis, it relied on some 

very strong assumptions. First, country A's gains would be sufficiently large to be better off even 

after compensating for B's loss. This would be possible only if the post-PTA community 

indifference curve is superior to that of the pre-PTA. Second, country C's terms of trade will 

remain unchanged in the post-PTA period. Finally, it assumes a trading pattern which leads to 

asymmetrical effects of PTAs. 

Resource allocation and consumption effects of a PTA discussed in Section 1 above were 

rejected by Cooper and Massell. They argued that a nondiscriminatory tariff policy is superior to a 

PTA. They split the welfare effect of a PTA into two components, a tariff reduction component 

and a trade diversion component. While a tariff reduction would be welfare improving due to the 

trade creation and consumption effects, the trade diversion would be harmful. We will not go into 

the details of their argument here. It is sufficent to mention that their analysis indicates that a 

PTA would be inferior, since trade diversion could, at least in some cases, be greater than trade 

creation. They also questioned the so-called terms of trade and dynamic effects, 1101. 

Having eliminated the production and consumption effects as a possible economic rationale 

for PTAs, Cooper and Massell argued that the difficulty in justifying a PTA on economic grounds 



lies with the inability of classical trade theory to explain the economic motives of a tariff. It was 

suggested that an economic theory of protection is needed which would permit a comparison of 

nondiscriminatory tariff policy with a PTA as an alternative device of protection, rather than as a 

trade liberalizing force. 

A number of researchers have developed a theory of protection: (Johnson 1965, Cooper and 

Massell 1965, Bhagwati 1965). To develop a theory of protection, some of these writers introduced 

into the country's social welfare function the concept of the public good along with the private 

good i l l ] .  The public good is defined, in these studies, as a collective preference for a certain 

type of economic activity (e.g. industrial goods) which provides satisfaction over and above the 

private consumption of industrial goods. The desire for such a public good results from the 

divergence of prices from the social opportunity costs. This desire for the public good leads to the 

imposition of tariffs. Similarly, the PTAs are alternative devices for protection which can be 

explained by the existence of public goods. 

The explanation of PTAs based on the desire for a public good has two problems. First, it 

lends itself to abuse by governments as a justification for whatever they wish to do. Second, the 

desire for a public good, based on the wedge between the prices and social opportunity costs, is 

not sufficient to explain PTAs. Moreover, the wedge can be filled by a production subsidy to 

private producers. While production subsidies on exportable private goods are prohibited under 

GATT, PTAs are permitted. Thus, despite the discriminatory nature of PTAs, they can best be 

viewed as a production subsidy. 

In the search for an economic motive for PTAs, researchers have identified three other 

possible sources for the gains from PTAs: economies of scale, terms of trade, and tariffs in the 

rest of the world. The role of economies of scale in enhancing the gain from PTAs has been 

recognised by Scitovsky (1958), Balassa (1961) and Corden (1976). There are two types of 

economies of scale: internal and external. The former leads to a lower cost of production through 

specialization in technical skills, managerial skills, and in research and development. The latter also 

leads to a cost reduction. A PTA enlarges the market size for producers, thus permits a greater 

specialization in production and an efficient length of run in the production of differentiated goods 



within a given plant size, 1121. 

For a large country, a nondiscriminatory tariff reduction could result in a drop in the terms 

of trade (under certain conditions); while a decline in tariffs under a PTA could improve its terms 

of trade.29 Moreover, the trade diversion effect of a PTA involving a shift in demand in favour of 

the partner's goods, could also improve the members' terms of trade. There are two other factors 

which influence members' terms of trade. One is the elasticity of demand for each others' goods 

and the other is the size of a PTA. While the elasticity of demand for the partner's goods 

depends on the elasticities of demand and supply for goods traded by members with the rest of 

the world; the larger the PTA, the greater the country's bargaining power vis-a-vis the rest of the 

world. The size of a PTA has also been linked to elasticities of demand for imports from member 

countries. The larger the preferential trading community, the greater the elasticity of demand for 

each others' goods and the smaller the elasticity of demand for its goods in the rest of the world. 

This would also lead to better terms of trade. 

In a three goods-three countries model, the rest of the world's tariffs open a wedge between 

the prices that country A receives from exports to C and the price which country B pays to 

import the same good from country C. By entering into a PTA, A and B divert trade to one 

another, while both can trade within the wedge and thus gain C's (foreign) tariff revenue. The 

possibility of this wedge occurring, however, is questionable 1131. The wedge is formed by A and 

B facing two different offer curves from C, since C (rest of the world) consists of many countries. 

Moreover, a part of the tariff burden is shared by the domestic consumers in C. However, a 

difference in transportation costs can also create this wedge 1141. 

Analysis in the context of general equilibrium has been continuing. Berglas (1983) has 

demonstrated that gains similar to that of a PTA can also be achieved via a unilateral reduction in 

tariffs 1151. He used the assumption of constant world prices and therefore continued in the sprite 

of Johnson, Cooper and Massell. 

2 9  A large country can influence world prices of its traded goods. 
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Recently, a number of authors have introduced higher dimensional models into the theory of 

PTAs: (Corden 1972; Collier 1979; Riezman 1979 & 1980; McMillan & McCann 1981; Lloyd 1982; 

and Ethier & Horn 1984). In attempts to explain the existence of PTAs, these studies have 

extended the analysis of customs unions to three goods-three countries dimensions. There are three 

main benefits of these models. First, these studies have helped to introduce Meade's secondary 

effects into the analysis. Second, the problem of asymmetry which plagued Vanek-Kemp's two 

goods-two countries models has been avoided, due to the higher dimensionality of the models. 

Third, they have linked the welfare changes caused by a PTA to the degree of substitution in 

production and consumption. 

The higher dimensional models have introduced four elements into the analysis of PTAs. 

First, the introduction of more than one relative price has allowed the exploitation of further 

second best possibilities which result from the wedge between the ratio of marginal rate of 

substitution in consumption and marginal rates of transformation. The use of more than one 

relative price revealed that three goods-three countries is the minimum dimension required for the 

study of such PTAs as a CU. 1161. Second, the complementarity and substitutability among the 

goods of various countries has been analysed. This has been considered one of the most important 

determinants of the welfare change I171. Third, the changes in import patterns are explicitly 

examined. In the case of more than one import good, a country can experience changes in import 

structure once a PTA is reached. This would also contribute to the welfare changes 1181. Fourth, 

some of the higher dimensional models are symmetrical, and thus are free from the problem of 

asymmetry 1 1%. 

While higher dimensional models are a definite improvement over the earlier attempts to 

provide an economic rationale for PTAs, they are not free of shortcomings. The main problem is 

that they lead to widely differing conclusions. The operation of elements introduced in these 

models depends upon the assumed trade pattern. Each model, therefore, becomes a special case. 

Moreover, some of these models are highly technical and are based on the assumed mathemetical 

axioms. Thus, despite the benefits of using three by three dimensions, such models were unable to 

justify the existence of PTAs. 



The discussion above reveals that this branch of trade theory has made limited progress in 

providing an economic motive for the existence of PTAs. However, the partial equilibrium 

technique remained popular due to its simple exposition, particularly in empirical studies of PTAs. 

At the same time, research has continued in the Vanek-Kemp spirit, since this has been the only 

branch of preferential trading theory presented in a general equilibrium framework. The main 

conclusions of these studies are: First, a PTA can be used as a bargaining tool. Second, the terms 

of trade and gains for exporters are not possible under the unilateral tariff reductions (UTR). The 

terms of trade have distributional effects. Gains for the members of a PTA and costs to rest of 

the world (third countries) are not available in UTR. Third, increasing or decreasing costs brings 

prospects of gains from increased exports as much as do those of UTR. Fourth, nondiscriminatory 

trade barriers can be adopted in preferences. These are some of the reasons for the existence of 

PTA's. 

While it may be difficult to justify the existence of a PTA on purely economic grounds, the 

benefits of PTAs (such as the EEC) are well established and are hard to refute.30 Moreover, 

despite the conflicts among the policy makers of some of the existing PTAs, the desire for forming 

new PTAs in various parts of the world has always been present i201. This makes it imperative to 

look into the circumstances and forces which give rise to a PTA. For these reasons, in the next 

part of this study. we provide some explanation for the formation and survival of a PTA. 

3 0  A number of studies have estimated the benefits of PTAs such as the EEC and EFTA, 
e.g. Aitken, N. D., 'The Effects of EEC and EFTA on European Trade: A Temporal 
Cross-section Analysis', A.E.R., 63, 1973. Also see, EFTA Secretariate, The Effects of EFTA 
and EEC 1959-67 , EFTA Secretariate, Geneva, 1972. 
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PART 111 

Some Exvlanation of the Formation and Survival of Preferential Trading Arrangements 

INTRODUCTION 

The expectations of economic gains, as discussed in Part I above, contributed to the integration of 

East Bengal and the Northwestern Provinces of the Indian subcontinent31 The potential for 

economic gain was one among the many social and political factors which played a significant role 

in the creation of Pakistan. Former East and West Pakistan, however, were unable to share the 

benefits of economic progress achieved, at least in part, by integration and this was one of the 

many social, political and economic reasons for Pakistan's disintegration. Since World War 11, other 

countries have fragmented into smaller units, for example, North Korea from South Korea, and 

Singapore from Malaysia. Economic disintegration begs some plausible explanation. 

To examine a case of disintegration, one needs a theoretical framework and a set of data to 

perform some empirical analysis. Assuming that the theory of integration is symmetrical, one can 

use it to explain the effects of a disintegration by examining two related questions; (1) What 

forces give rise to a PTA? and (2) what are the conditions for survival of a PTA? In the context 

of these questions, a simple explanation for the formation and survival of a PTA is provided in 

this part. The empirical evidence on the effects of Pakistan's disintegration has been presented in 

Parts IV and V. 

In the context of questions (1) and (2) above, we analyse a preferential trading arrangement 

which entails the complete elimination of tariffs between two countries and the imposition of a 

mutually acceptable common external tariff.32 To provide some explanation for the formation and 

survival of a PTA, we need expressions for the tariff rates, terms of trade, domestic and world 

prices, income, and the balance of trade for each of the countries under consideration. The model 

31 This integration can best be viewed as a fully integrated customs union. 

3 2  This type of a PTA is generally known as a customs union. 



we use for this purpose is developed in the next section. Section 2 provides some explanation for 

a PTA. The derivation of tariff rates, terms of trade, and domestic and world prices is included. 

The effects of changes in tariff rates and the terms of trade on income and the balance of trade 

are examined. 



SECTION 1 

A 3 bv 2 Model for a PTA 

To analyse the effects of a PTA, we consider two distinct groups of countries. First, we deal with 

a set of countries that enter into a PTA, (referred to as 'the members'). Second, we examine those 

countries that are left out of the arrangement, which we will henceforth call 'the rest of the 

world'. We also divide the entire world into three countries called A, B and C; where A and B 

are two small countries and C represents the rest of the world.31 In this world, there are only two 

tradeble goods (called 1 and 2). Each country exports one good in exchange for the imports of 

the other. It is assumed that the countries A and C import 2 and export good 1. Therefore, B's 

export good is 2 and its import good is 1. By having three countries and two goods, one of the 

possible pre-PTA trading patterns is indicated in the Figure 111.1. 

Figure-111.1 

Figure IIL1 above reveals that A and C both trade with B but not with each other (11. 

Given this trading pattern, our objective is to provide a plausible explanation for the formation 

and survival of a PTA between A and B. 

The three by two model, with the trading pattern indicated by Figure III.1, permits an 

analysis of the terms of trade effects of a PTA. This type of analysis cannot be done in a two by 

two trade model. A three goods-three countries (higher dimensional) model would be preferable to 

------ 
'I A and B are small countries relative only to the rest of the world (C). 



a three by two model.j4 But the direction of results would remain unchanged. Finally, the 

derivation of results remains simple and manageable, another blessing of the model used here. 

To start with, we assume that: (i) goods are both produced and consumed in each country. 

This, therefore, rules out the possibility of complete specialization in production. (ii) The 

production function for each good is twice differentiable, homogenous of degree one, and strictly 

convex. Hence, production is a function of domestic prices. (iii) The demand functions are 

continuous, differentiable, and are generated by a separable utility function. The demand for 

importables is therefore a function of the domestic prices and income. (iv) The production plus 

tariff revenue constitutes the aggregate income of the country under investigation. (v) The tariff 

proceeds are distributed via a lump sum transfer among residents of the country. 

Based on the above assumptions, our model consists of the following set of equations: 

" Due to the advantages of three goods-three countries 
above. 
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Domestic Demand Function (11) 

Import Demand 

Production 
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Balance of Trade (X) 

Where i = A, B & C and j = 1 & 2. $ is the price of good j in country i. $ is the demand for 
\ 

J 
I 

good j in country i. X. is the production of good j in country i. M is the imports of good j in 
J 

K 
s * 

country i from k or import of j in i. M .  is the imports of good j in country k from i or export 
1 

of j of i. is the world price of good j in terms of good j-1. t ' i s  the tariff rate on imports of 
ZK 

I ( I' 
good j in country i. El is the barter terms of trade faced by country i. Finally Y, T,' and E are 

respectively the income, the trade balance, and the domestic expenditure in country i I21. 

Having defined a three by two model, we provide a plausible explanation for the formation 

and survival of a PTA, which follows in the next section. 



SECTION 2 

Some Exlslanation of Preferential Trading 

The prospects for economic benefits, as discussed above, can be sufficient for forming a PTA. The 

survival of a specific PTA, at least in part, depends on the realization of the expectation which led 

to its enactment 131. Economic gains from a PTA can occur in a number of ways; for example, 

an increase in the level of output, or a rise in the growth rate of output (and/or some component 

of it). These benefits in turn depend on the following factors: first, a rise in production as a 

result of specialization in accordance with comparative advantage; second, an increase in output due 

to the economies of scale; third, an improvement in the members' terms of trade with the rest of 

the world; fourth, an increase in efficiency due to greater competition between the members; and 

last, better resource allocation due to the greater efficiency in production and consumption. 

To understand the formation and survival of a PTA, we make the following assumptions: 

first, if the pre-PTA tariff rates are suboptimal, then a large country can increase its income by 

adjusting tariff rates to an optimal level. This may happen, as a large country can influence world 

prices whereas a small country ciinnot Second, in the presence of trading barriers imposed by the 

various countries, a country (whether small or large) will not unilaterally opt for a tariff reduction 

141. Therefore the only option for a country in our model is to enter into a PTA. The 

implications of these assumptions are: (1) the pre-PTA tariff rates are set to maximize income, and 

(2) a country will be interested in a PTA only if in creating it one can raise its income over and 

above the pre-PTA level or improve its balance of trade.3s 

An increase in income and an improvement in the balance of trade once a PTA is reached, 

depends on the reaction of markets for the tradebles. A decline in the import price would cause a 

rise in exports of each member country and a decline in imports from the rest of the For 

35 An improvement in the balance of trade and an increase in income are among the many 
economic goals of policy makers. 

36 A decline in price due to a reduction or removal of the tariff barriers consequent upon 
the formation of a PTA, holding prices constant otherwise, would ensure a substitution of 
partners' goods for those of the non-member countries. 



example, a PTA between countries A and B should lead to a decline in prices and an increase in 

imports of both countries from each other. This would happen if initial tariff rates are optimal 

and trading equilibrium is stable 151. This brings us to the expression for the intial tariff rates. 

Tariff Rates 

Assuming that the pre-PTA tariff rates are set to maximize income, these rates can be derived 

using equations I, V and VI of the model as:37 

L b 
t = 1/(E -1) (3) 

I 
Where E is the elasticity of demand for imports in country i (for i = A, B, and C) and 0 and 

(1-8) are the shares, respectively, of A and C in the total imports of country B. 

These results imply that prior to a PTA, tariff rates would be based on the sum of the 

price elasticities of demand for imports of the trading partners weighted respectively by their 

shares in the total imports i61. 

Notice that for ti > 0 (for i=A, B and C), the elasticity of demand for imports is greater 

than one, that is, an elastic demand for importables. This also indicates that the offer curves of 

two trading partners intersect in the elastic range and therefore their trading equilibrium is stable. 

This would ensure a sufficient increase in the exports (imports) to and from the partner countries. 

PTAs create some monopolized access for the members. They would be beneficial only if 

demand curves for each others' goods in the member countries are elastic and the offer curves of 

the trading partners intersect in the elastic range 171. That is, the markets for goods traded by the 

member countries are characterised by stable equilibria. 

3 7  For the detailed derivation of equations (1) - (3), see Appendix 1. 



Given the intial tariff rates above, we suggest that for a country like A or B market 

stability is a precondition for forming a PTA. That is, if the initial tariff rates are optimal and 

trading equilibrium is stable then a country may opt for a PTA. 

Once the precondition discussed above is met, then a PTA which leads to an improvement 

in income or trade would be beneficial to the member countries, and thus would be reached.3s 

A trading arrangement which entails an elimination of the tariff rates between two countries 

and the imposition of a mutually acceptable common external tariff would lead to a reduction in 

relative prices of imports from the member countries. At constant world prices, a decline in the 

relative price of imports from the member countries would raise income and may also improve the 

balance of trade given that the markets for tradebles in member countries are stable.39 

A reduction in the tariff rates caused by a PTA leads to changes in the terms of trade. 

Changes in the terms of trade in turn influence the income and the balance of trade between 

partner and non-member countries. The effects of a PTA, therefore, can be analysed using this 

chain of relations between the tariff rates, terms of trade, incomes, and the balance of trade. 

Effects of a PTA 

The effect of a PTA on the level of income and balance of trade can be analysed in two ways. 

First, it can be done by means of an examination of the changes in income and balance of trade 

caused by a change in the tariff rates. Second, an investigation of the effects of a change in the 

terms of trade on the income and balance of trade can be undertaken. Both of these methods 

would lead to similar results. Their explicit consideration is important since a change in tariff rates 

does not necessarily mean a change in the terms of trade, and vice versa. This would be true 

particularly for a small country 181.40 For this reason we analysed the effect of changes in the 

3 8  Holding all other (social, political and non-economic) factors which influence income and 
the balance of trade constant, and setting aside other motives for PTAs. 

3 9  Notice that the optimal tariff rates derived above (1)-(3) describe conditions for 
optimization and may not actually be used in the real world to set the tariff rates. 

40 In the case of a small country, it can be shown that the changes in the tariff rates cause 



tariff rates and terms of trade on income and on the balance of trade separately. 

To analyse the effect of changes in tariff rates and the terms of trade on income and the 

balance of trade, we assume that: (1) imports are functions of the domestic prices inclusive of 

tariff rates, and (2) exports are functions of world prices. Given these assumptions, equation (IX) 

and (X) of our model can be written as: 

Changes in Tariff Rates 

Writing equations (4) and (5) above separately for the countries A and B, totally differentiating 

each equation and solving for dYi/dti and dTi/dti, (where i=A and B), we obtain:41 

a c b b b  b b b  
dTb/dtb = (M + M )/(l+t )(s +m ) {E s + m I > 0 (9) 

Where s and m, for i=A, B and C, are the propensities to save and consume respectively the 
I 

export and import goods in country i. E is the elasticity of demand for imports in country i. 

As is clear from equations (6) and (7) above, the changes in the tariff rates could lead to a 

higher (lower) income if the demand for importables is elastic (inelastic). While the change in 

income would be proportional to the value of imports adjusted by the propensities to save and 

consume the exportables and importables respectively, the direction of change will depend on the 

value of the elasticity of demand. 

40(cont'd) fluctuations in its income and balance of trade, without affecting the terms of trade. 

O 1  For the detailed derivation of equations (6)-(9), see Appendix 1. 



In the context of improvement in the balance of trade, equations (8) and (9) above reveal 

that the marginal propensities to save (s ) and consume (m ), respectively for the exportables and 

importables, determine the effect of a change in the tariff rate on the balance of trade. The 

higher the s compared to the m , the greater would be an improvement in the balance of trade 

and vice versa. 

Notice that s>m would improve the balance of trade, once a PTA is reached. An increase in 

imports caused by a decline in the tariff rates would be compensated by a simultaneous increase in 

exports. Consumers in the member countries would save more of the domestically produced 

exportables as compared to what they will import, since s>m. The effects of a change in the tariff 

rates on the balance of trade, therefore, depend on the relative magnitude of these two 

propensities. Next we consider changes in the terms of trade. 

Changes in Terms of Trade 

Totally differentiating equations (4) and (5) above and solving for dyi/dPi and dTi/dPi, we 

b b b  !, b b  b 
dTb/dP* = M IS (E + E - 1) + Wt E/(l+t ) I > 0 

C 
(13) 

b b  b b!, k Where S = s /s + r;f, E = 8 E  + (1-8)E, W = m /s + m and all other symbols are the same as 

in equations (6)-(9) above. 

The effect of changes in terms of trade on income and the balance of trade is indicated by 

equations (10)-(13) above. In addition to the variables discovered in equations (6)-(9), these results 

include a term representing the familiar Marshall-Lerner condition (91. It has been revealed that if 

the markets for tradables are stable, then a change in the terms of trade would lead to a higher 

4 2  For the detailed derivation of equations (10)-(13), see Appendix 1. 



income and may also improve the balance of trade.43 Next, we turn to the effects of a PTA on 

income of the member countries. To this end the expressions for changes in the real income for 

each of the countries under consideration are derived. 

Changes in Real Income 

The changes in real income for countries A and B, in our model can be derived as:44 

dYb = -MbdP*+dtbP*Mb (15) 

Where dYa, dYb, Ma, Mb, ta, tb and dP* denote respectively the changes in real income, imports, 

tariff rates and changes in international terms of trade. a and b indicate the two countries. 

Equations (14) and (15) above reveal two sources for a change in real income: (i) a terms 

of trade component; and (ii) a tariff revenue component. These two together indicate that an 

arrangement which depresses the relative price at which a country purchases its imports in the 

world market will raise real income by an amount proportional to the volume of imports minus 

the loss of tariff revenue. 

If A and B enter into a PTA and reduce tariff rates on each other's imports, then the gain 

in their real income depends on these two components. If tariffs are reduced to zero, then the 

second term goes to zero. The loss of tariff revenue, therefore, would lead to a decline in real 

income; however it would be offset by an increase in real income due to the terms of trade 

effect In addition, if it can be assumed that the loss of the tariff revenue would be insignificant, 

then its effect on income could be ignored. The terms of trade, therefore, become a crucial factor 

in forming a PTA. 

43 Notice that the changes in terms of trade affect the income and balance of trade in the 
same way as the changes in tariff rates. The only difference is that the former includes the 
stability condition which was not explicit in the latter. 

44 For the detailed derivation of equations (14) and (15), see Appendix 1. 



Thus, if the tariff revenue effect is insignificant or if the terms of trade benefits are greater 

than the losses in tariff revenue then it would be benefical for both countries to sign a PTA. 

Consider the terms of trade for each of the countries under consideration. 

Terms of Trade 

The terms of trade can be defined as the relative price of an import good in terms of the price 

of an export good, or as the ratio of exports (imports) to imports (exports). Assuming that the 

exchange rate is equal to one, that is e=l, equation (VII) of our model can also be written as:4S 

I 
2 = P*/Pi For i= A, B, and C. 

I I 

Notice that for E less than unity (for i= A and C), an increase in E implies a worsening of 
I 

the terms of trade for countries A and C. For less than unity (for i=B), an increase in E means 

an improvement in the terms of trade for country B. 

Looking from country A's point of view, its terms of trade will improve as tariff rates 

decline, and its total imports come from B.46 This implies that if gains in real income due to the 

terms of trade effect are high enough to offset the loss of tariff revenue, then A would welcome 

a PTA with B. 

Consider country B. As tariffs on imports from country A are removed, B loses tariff 

revenue, while its terms of trade with A also deteriorate. On both accounts B's real income will 

decline. Only a fraction of B's imports, however, come from A. The decline in B's real income on 

both accounts will be just proportional to its imports from A. The loss in B's real income would 

be minimal if its initial imports from A were small. Some of this loss would also be offset by the 

improvement in its terms of trade with country C. The PTA which improves B's terms of trade 

with C would therefore be beneficial, and hence B will opt for it. 

45 Being the ratio of exports (imports). of good 1 to imports (exports) of good 2, the terms 
of trade can be defined as: = -Mi  / M ~  for i= A, B and C and j= 1 and 2. 

SK J-l i ' 

4 6  AS indicated by the assumed trading pattern above, country A trades only with country B. 



The discussion above reveals that the formation of a mutually benefical PTA between 

countries A and B depends on the following factors: (1) Pre-PTA tariff rates and the stability of 

the trading equilibrium. (2) The country which trades with both A and C imports very little from 

A prior to a PTA. (3) The terms of trade effect dominates over the loss of tariff revenue caused 

by a PTA, assuming that the world prices are constant except for PTA. 

Having identified some of the factors which explain the formation of a PTA, we turn to the 

question of its survival. This is important since a few trading arrangements have disintegrated, as 

discussed above, and there are yet some in danger of dismemberment. 

This study suggests that the survival of a PTA depends on two factors. First, the markets 

for tradebles in the member countries must remain stable once a PTA is reached. The decline in 

some prices due to a reduction in the tariff rates should raise imports from member countries, 

whereas the consumption of domestically produced importables and imports from the rest of the 

world should decline. Second, the demand for tradebles in the member countries should be fairly 

sensitive to the price changes. To this end the elasticity of demand for tradebles should be large 

enough to ensure a sufficient increase in exports to and imports from member countries. Thus if 

the markets for tradebles remain stable once a PTA is reached, and the demand for member 

countries export goods are responsive to the price changes, then a PTA would survive. 

To explain the continuation of a PTA, we derive expressions for domestic and world prices. 

Indeed, the notion of these prices is embedded in the terms of trade discussion. A conclusion 

based on the latter can therefore be enriched by an explicit analysis of the former. 

Domestic and World Prices 

To derive domestic and world prices, we assume that the initial tariff rates are optimal and 

positive I101. Using equations 11-VII of our model, changes in the domestic and world prices can 

be derived as:47 

---- 
47  For the detailed derivation of equations (16)-(19), see Appendix 1. 
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Where hat implies a relative change. E is the elasticity of demand for imports in country i, n 'and 

2 are the elasticities of demand and supply of domestically produced importables and r' is the 
. . 

\ 
marginal propensity to save the export goods in country i. i = A, B and C, W; = 1/1 + t \ ( l-r  ), 

b a a C d = ( l+t1)/ l+$ (1-r'). V; refers to V. Vb, and T. V = E + E -1. Vb= 0 E  + (1-0)E - 1, and 
OI 

b c c L 

V = E + E - 1 .  
C 

The results derived above show that the elasticity of demand for imports in country B is 

equal to the marginal propensity to save exports in country A weighted by the fraction of A's 

tariff rates. Similarly, the sum of import demand elasticities in countries A and C weighted by 

their share in total imports of country B, is equal to the marginal propensity to save export good 

in B adjusted by B's optimal tariff rate. The term 'delta' indicates the Marshall-Lerner condition 

for market stability. 

Equations (16)-(19) above indicate that the market stability and the response of demand for 

imports to the changes in prices are the important factors for the survival of a PTA. The former 

has been reflected by the Marshall-Lerner condition and the latter by the price elasticity of 

demand for imports. 

Assuming that the relative prices are constant except for PTA, we can solve equations 

(16)-(19) above for the exact value of the price elasticities of demand for imports in the countries 

under investigation. For countries A and B, these elasticities are:48 

" For the detailed derivation of equation (20)-(23), see Appendix 1. 

57 



The estimates above imply that the 

and that they would remain stable once a 

could decline to zero. Thus, substituting 

markets for importables are stable in the two countries 

PTA is reached. Once a PTA is formed, the tariff rates 

ta and tb = 0 in equations (20) and (21) above, the 

specific value of elasticity of demand for imports in countries A and B are: 

The responsiveness of demand to fluctuations in prices is indicated by the elasticity. 

Calculations indicate that the demand for tradables in the two countries should be fairly responsive 

to price changes. Thus for a PTA, the elasticities of demand for imports in the two countries 

should not be too small. The critical values for these elasticities are indicated by the equations 

(22) and (23) above.49 

The explanation for a PTA above reveals that, at constant world prices, a decline in the 

tariff rates will raise the demand for imports and discourage resource allocation in the import 

competing sector. It will also raise the demand for imports through a substitution effect. The 

substitution effect refers to the replacement of domestically produced importables by the cheaper 

imports from the partner countries. 

The results derived thus far lead to two conclusions. First, the formation of a PTA depends 

on the relative magnitude of terms of trade and the tariff revenue effect of a change in the tariff 

rates. For this, the preconditions are that the pre-PTA tariff rates are optimal, and that the 

country trading with both A and C imports little from the potential partner in a PTA. 

Second, the survival of a PTA depends on the stability of the markets for importables, the 

demand conditions (as indicated by the elasticities), and the marginal propensities to save and 

consume exportables and importables (respectively) in the two countries. 

4 9  Similar results are derived by Cave & Jones (1973) in a different context. 



The discussion above reveals that if equations (6)-(13) hold, than a country will opt for a 

PTA. This would raise its income and improve the balance of trade. Specifically, it is indicated 

that the changes in the tariff rates caused by a PTA would lead to a higher (lower) income if the 

demand for importables is elastic (inelastic). The direction of change depends on the value of the 

elasticity of demand for imports. The critical value for the elasticity is indicated by equations (22) 

and (23) above. The elasticities of demand for importables should be sufficiently high for the 

survival of a PTA. 

The benefits of a higher income or improvement in balance of trade once a PTA is reached, 

would result from the reallocation of resources. A PTA would discourage production of the 

import-competing goods. The increased supply of imports or free access to foreign goods would 

help in releasing resources from the import-competing sector. These would in turn be used in the 

production of exportables. Notice that the exports would also have easy access to foreign markets, 

specifically to partner countries. These two factors together would ensure a higher income once a 

PTA is reached. 

In conclusion, the results derived in this section indicate that the effect of a change in tariff 

rates and the terms of trade on income and the balance of trade, depends on the marginal 

propensities to save (consume) export (import) goods and on the price elasticity of demand for 

imports. These variables reveal the demand and supply conditions which in turn govern trade 

flows. 

An investigation of the effects of a PTA on trade flows would therefore be an appropriate 

next step. For this purpose, a partial equilibrium framework is developed in Part IV of this study. 



NOTES TO PART 111 

IU For other possible trading patterns in a 3 by 2 trade model, see H. G. Grubel, International 

.Economics, page 593, Illinois: Richard Irwin, 1977. 

121 Equation (I) - (X) of our model presents a modified version of the income expenditure model 

for a small open economy. This type of model has been used in a different context by 

Dornbusch, R., Open Economy Macro-economics, New York: Basic Books, Inc. Publishers, 1980. 

I31 Pakistan's creation and disintegration indicates that this may be the case. 

I41 We do not intend to analyse the superiority or inferiority of a PTA vis-a-vis a UTR. 

However, the possibility of a UTR has been ruled out for two reasons. First, there is no incentive 

for a UTR in presence of the various trading restrictions imposed by a number of countries. 

Second, theoretically a UTR could be superior than a PTA, but in practice it is very hard to sell 

due to the political consequences. 

I51 A decline in prices in country A's import goods due to the lower tariff rates would lead to a 

higher demand for importables, and a simultaneous fall in prices in partner country B would cause 

a rise in A's exports. 

161 The optimum tariff rate formula is also derived by Cave, R. and R. W. Jones, World Trade 

and Payments: An Introduction, 3rd edition, page 520, Boston: Little Brown & Co. 1981. They 

assumed that intial tariff rates are zero, while we did not use this assumption. 

171 For the similar reasons a monopolist operates in the elastic range of the demand curve for his 

product. 

181 In the case of a small country, it can be shown that the changes in the tariff rates caused 

fluctuations in its income and the balance of trade without affecting its' terms of trade. 

191 Marshall-Lerner condition states: for the stability of the markets, demand curves of the trading 

partners should be elastic and their offer curves should intersect in the elastic range. This would 

ensure a stable trading equilibrium. 

I101 The precondition for a PTA between countries A and B, discussed earlier, holds. 



PART IV 

Preferential Trading and International Trade Flows 

INTRODUCTION 

While the rationale for analysing the effects of changes in tariffs lies in the theory of PTA, the 

impetus for empirical studies arises from studies of the effects of European economic integration. 

In the more than two decades since the formation of the European Economic Community (EEC), 

researchers have used a wide variety of methods for analysing the effects of economic integration. 

These include: (i) the simple extrapolation of time trends in trade flows, (ii) the use of models 

explaining the trade flows in terms of economic and non-economic variables, and (iii) the analysis 

of income and price elasticities and other parameters underlying the demand and supply relations. 

Our interest, however, lies with disintegration and its effects on the international trade flows. 

We suggest that the theory of integration is symmetrical in the sense that it can be reversed 

to explain the effects of a disintegration. To demonstrate this, Section 1 reviews some of the 

existing methods of analysing the effects of a PTA. Section 2 develops a partial equilibrium model 

to identify the effects of a disintegration on international trade flows. In this context, we define 

two new concepts of trade reduction and trade switching, as counterparts to trade creation and 

trade diversion. 



SECTION 1 

A Survey of the Empirical Studies of PTAs 

The effects of integration on trade flows are generally analysed in terms of trade creation and 

trade diversion. Trade creation refers to the increase in trade brought about by the substitution of 

relatively cheaper imports for domestic production (as a consequence of the formation of a PTA). 

Trade diversion is the result of the substitution of imports for goods previously imported from 

countries that are not members of the PTA. The measurement of the relative sizes of trade 

creation and trade diversion effects forms the core of all studies that attempt to evaluate the 

effects of integration. 

One early study utilized a model developed by Jan Tinbergen and two Finnish economists, 

Poyhonen and Pullianinen. Applying a regression technique, the following model was used to 

explain trade flows: 

" b L  
Xij = C c . c . Y  Y. /I,.; 

I )  r ,  

Where Xijis the exports of country i to j. Yi and Yj are the gross national product of the two 
d 

countries and r..is the distance between them. c; and 3 are their export and import parameters, and 
13 

C is the scale factor. These parameters indicate the openness of their economies. 

Assuming that the C, c; and cjwill remain constant over time, Waelbroeck (1964) has utilized 

the values of coefficients a and b (estimated in a cross section investigation of the world trade 

matrix for 1958). to extrapolate the matrix of world trade for the 1958-62 period. Comparing the 

hypothetical estimates of trade with actual trade, he found that intra-EEC trade increased 

considerably and that there was no evidence of trade diversion on imports from North America 

and European Free Trade Area (EFTA) countries. 

Having used a similar type of model in 1967 to estimate the changes in trade flows due to 

the formation of the European Common Market (ECM), Bela Balassa (1967) suggested that a 

comparison of ex-post income elasticities of import demand in intra-area and extra-area trade for 

periods preceding and following integration can provide a way of abstracting from the effects of 



economic growth on trade flows. This was a problem that plagued the gravity model described 

earlier. Assuming that the income elasticities of import demand are constant in the absence of 

integration, a rise in income elasticity of demand for the intra-area imports will show gross trade 

expansion, while an increase in the income elasticity of demand for imports from all other sources 

will indicate proper trade creation. The trade diversion will be depicted in the fall in the income 

elasticity of demand for extra-area imports. In addition to abstracting from changes in the growth 

rate, this procedure also gives separate consideration to the individual commodity groups and 

supplying regions. 

While the method used by Balassa was a definite improvement over earlier attempts, it did 

rely on the assumption that all other parameters underlying trade (except income elasticities), would 

remain fixed after integration. 

To circumvent these assumptions, other studies tried widely differing techniques to evaluate 

the changes in trade flows. These were: Kreinin (1969); EFTA (1969); Williamson and Bottrill 

(1971); Krause (1973); UNCTAD (1975); Murray (1977); Pelzman (1977), and Baldwin and Murray 

(1977). 

In their 1969 study of the effects of the E R A ,  the EFTA secretariat projected preintegration 

trends in the share of imports in total consumption for major commodity groups. They assumed 

that the share of imports from the EFTA in the apparent consumption of a given commodity in 

any ElTA country would develop in the same fashion during the post-EFTA period as in the 

pre-EFTA period. The difference between the actual and expected share was the contribution of 

the EFTA formation. In this study, trade creation (TC) is estimated as: 

TC = M +(m - m )6/5 + m IC, 
r 5  57 5y 59 

and trade diversion (TD) as: 

TD = N +(n - n )6/5 + n lCb5 
65 57 54 59 

Where M is the total imports. N is the imports from non-EFTA countries, C is consumption, n = 

N/C, m = M/C, and the subscripts indicate years. 



In the EFTA study total change in trade flows was attributed to integration. This may not 

be true, since there are some other factors besides integration which also affect import consumption 

ratios. These include income, prices, and intangibles such as tastes, etc. Therefore, it is necessary 

to isolate integration from other factors to achieve its net effect on trade. 

Improving upon the E R A  procedure, Kreinin (1972) in his study of the effects of the EEC 

on imports of manufactured goods, has shown that the effects of integration can be isolated from 

other factors in two ways. The first method is to use the changes in the import consumption ratio 

in other countries over the same period, while considering these countries as a control group or 

normalizer for the EEC changes. The second method is to adjust the results emerging from 

changes in the ratios themselves for their quantifiable bias. Kreinin (1972) used the U.S. as 

normalizer for the EEC and assumed that in the absence of integration the EEC ratio of external 

imports to consumption would have moved by the same amount as the relevant import 

consumption ratio in the U.S., while the ratio of external to total imports would have remained 

unchanged from its base period value. He has shown that the actual change in the EEC ratio of 

total imports to consumption minus the adjusted change in the U.S. import consumption ratio 

yields an estimate of trade creation. Further, the increase in the U.S. import consumption ratio 

minus the increase in EEC external import consumption ratio indicates a trade diversion. 

The discussion above reveals that the majority of earlier studies have tried to circumvent the 

explicit consideration of demand and supply factors, which directly or indirectly govern international 

trade flows. Once it is recognised that the actual demand and supply conditions are key factors in 

the analysis, it becomes obvious that estimating trade creation and trade diversion effects requires 

explicit consideration of the shifts in demand and supply functions. 

The simultaneous analysis of shifts in demand and supply curves in the empirical context is 

quite intractable. It is therefore assumed that the supply curve is infinitely elastic and investigators 

consider only the shifts in the demand functions. 

Assuming an infinitely elastic supply curve, and concentrating only on the shifts in the 

various demand curves, Baldwin and Murray (1977) have analysed the benefits of the Generalized 



System of Preferences (GSPS).~O They showed that trade creation, resulting from GSPs, can be 

computed by the following relationship: 

Where M %is the initial level of the preference granting country's imports from the beneficiaries of 
\ 

the scheme, n is the price elasticity of demand for imports, delta(V) t\ is the change in tariff rate, 

ti is the original tariff rate and subscripts denote the particular commodity group. 

For computing the trade diversion, Baldwin and Murray assumed that the nonbeneficiaries as 

well as the donor countries are generally developed countries. Therefore, the substitution of 

beneficiaries' for nonbeneficiaries' products can be considered to be similar to the substitution of 

beneficiaries' products for those of the donor. They also assumed that the consumers in the donor 

country will simply substitute beneficiaries' goods for nonbeneficiaries' goods and will not change 

their total spending or savings patterns. Trade diversion, therefore, would be shown to equal a 

fixed share of the donor imports from nonbeneficiaries as: 

TD = x;M; 

Where x;is the share coefficient and is total imports from nonbeneficiaries. 

The former substitutability is shown as trade creation and can also be written as a share of 

domestic production, i.e. 

TC = w; V,' ( c )  

Where V; is the domestic production and w; is the share coefficient. 

From equation (C) above w = TC/Vi. Assuming share coefficients in (B) and (C) are equal, 

i.e. x;= w;,trade diversion is : 

s o  The Generalized System of Preferences is a scheme under which some developed countries 
have granted special treatment to imports from a number of developing countries. The 
countries which receive preferential treatment are referred to as beneficiaries, preference 
granting countries are called donors and the rest of the world (all others) are referred to as 
nonbeneficiaries. 



Trade diversion becomes trade creation weighted by the ratio of imports from 

nonbeneficiaries to domestic production. 

While this method of quantifying trade creation and trade diversion is an improvement over 

earlier methods, it requires some assumptions which may not be justifiable on a prior i basis. 

For example, apparently it may not be easy to justify the equality of two share coefficients in (B) 

and (C) above. 

In summary, there are a number of techniques for quantifying the effects of a PTA. None 

of these, however, can be considered separately as a complete and entirely satisfactory method. 

The reasons lie in the assumptions made in order to measure the impact of integration on 

international trade flows. The estimates of trade creation and trade diversion are affected by a 

number of factors. Some examples are: a selection of the benchmark year, the length of pre- and 

post-PTA periods, and the technique used to isolate the effect of a PTA from other variables 

which directly or indirectly govern international trade flows. 

In the next section we develop a model similar to that of Baldwin and Murray (1977) for 

measuring the effects of a disintegration. However, we use the binary variable technique to capture 

shifts in the demand curves and thus avoid some of the assumptions made in the earlier studies. 



SECTION 2 

The Effects of a Disintegration on Trade Flows 

In the introduction to this study, we indicated that there exists a long history and a large body of 

theoretical as well as empirical literature on economic integration, but none on disintegration. Since 

a few trading arrangements have disintegrated and some remain in danger of fragmentation, the 

issue of disintegration appears to be an important one. 

Abstracting from the political and social reasons, we suggest that the effects of a 

disintegration can be analysed using the theory of integration. For this purpose, it is assumed that 

the analysis of a disintegration is opposite to that of an integration. The advantage of this 

assumption is that the effects of a disintegration will be symmetrical to those of an integration. 

The input for empirical studies of PTAs was provided by the formation of the E R A  and 

EEC. In the more than three decades since the emergence of these organisations, researchers have 

developed a number of techniques to quantify the effects of a PTA. Some of these were discussed 

in Section 1 above. It was noticed that none of the existing methods can separately be regarded as 

being a satisfactory technique. The problem lies in the assumptions made in these studies. 

Avoiding some of these problems, we have developed a simple technique to identify the effects of 

a disintegration. 

This study suggests that the effects of a disintegration can be analysed in terms of the 

changes in trade flows.51 We can therefore work backward on the integration models and develop 

a technique to identify and evaluate the effects of a disintegration on international trade flows. 

The changes in trade flows are classified as the trade reduction and trade switching effects 

of disintegration. Trade reduction is defined as the decline in trade brought about by the 

substitution of domestic production for imports from the partners of a PTA. A trade switching 

51 The effects of a disintegration can also be analysed in terms of the changes in terms of 
trade. The analysis of both the changes in trade flows and terms of trade could be ex-ante 
(providing estimates of the expected effects), or ex-post (furnishing evidence on the actual 
changes experienced after the disintegration). 



effect will be the result of the substitution of some imports from nonpartners for those of the 

partner countries. 

To explain trade reduction and trade switching effects, we divide the world into three 

countries called A, B and C. A and B are assumed to be two small countries and C is the rest of 

the world. We also assume that A and B are partners of a PTA, and permit free mobility of 

goods across their borders. It is also assumed that the imports from partners and nonpartner 

countries are perfect substitutes and that the supply elasticities are infinite.52 The assumption of 

perfect substitution implies that the consumers will import from the cheaper source only, and thus 

the analysis reduces to the consideration of only two countries. Moreover, a country can import as 

much as it wants since the supply of imports is assumed to be perfectly elastic. 

The demand for imports is assumed to be a function of prices, income, and the PTA.53 It is 

also assumed that the disintegration does not affect the partner's terms of trade with the rest of 

the world. This means that the effects of disintegration on the rest of the world can be 

disregarded. Finally, the postdisintegration tariff proceeds are assumed to be distributed via a 

lumpsum transfer to the residents of the country. Given these assumptions, Figure IV.l represents 

the demand and supply of the import good in country A during the pre- and postdisintegration 

The Do D; is the post-PTA import demand curve for country A. Sd. Sb and Sc are, 

respectively, A's domestic supply and B and C's supply curves of import goods. Under a PTA with 

country B, consumers in country A purchase OM, of import goods from domestic sources and 

5 2  The difference in quality, delivery time, credit arrangements and product differentiation 
among different sources of supply makes this assumption a realistic one. The assumption of 
an infinitely elastic supply curve is common in empirical studies of international trade since, 
as mentioned earlier, a simultaneous analysis of shifts in demand and supply curves is 
empirically intractable. Also notice that the domestic supply curve is upward sloping and only 
the foreign supply curve is infinite. 

53 For reasons to be discussed later, we assume that the PTA is an independent argument in 
the demand function. 

5 4  Figures IV.l and IV.2 can be used to demonstrate the symmetry between the analysis of 
an integration and disintegration. By working backward on this section, we can identify the 
effects of a specific integration. 
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import Mo M from country B at the price P. Notice that country B is the least cost supplier due 
1 6 

to a PTA. Let us assume that the PTA has been broken due to political or other reasons. 

As the PTA disintegrates, A imposes a tariff on the imports from country B equivalent to 

that on the imports from C. The import price P increases to P+t, and imports decline, moving up 
\ 0 0 

along the demand curve Do DD from the point f towards i. This decline will continue until point d 
\ 

is reached. Notice that at point d, country A can import M M from country B. However, at the 
0 \ 

\ 

price P+t domestic suppliers are willing to supply OM, and the demand for imports has declined 
C 0 

\ \ 

to M,< A's consumers will substitute MOMo of increased domestic supply for the reduced imports. 

\ 

The demand for imports has declined from M, to M, moving up along the ordinary demand 

curve Do 5'' This can be viewed as the trade reduction resulting from the disintegration of a 

PTA.s6 Due to the trade reduction, country A will lose consumers' and producers' surplus, which is 

equivalent to the triangles fde and a b ~ . ' ~  The loss of consumers' and producers' surplus has a 

welfare-reducing effect for country A. 

\ 

The imports from country B will be stopped and MD M, would be imported at the price $+t 

from country C. Notice that country C is the least cost supplier in the presence of a uniform 

tariff on the imports from all countries. A's consumers, therefore, will benefit by shifting imports 

from country B to C. This benefit would be the result of an improved allocation of resources. 

In addition to the benefit of switching imports to country C, A's consumers gain tariff 

revenue equivalent to the rectangle cegh. Due to the gain in tariff revenue and improved 

allocation of resources, A's welfare will be increased. The total effect of a disintegration on the 

welfare of country A depends on the relative magnitudes of the trade reduction and trade 

switching effects. 

---------- 
'' D3D3= f(Re1ative Prices, Money Income and PTA). 

5 6  This is symmetrical to the trade creation effect of the integration. This can also be viewed 
as the negative trade creation. 

This indicates an increase in predisintegration deadweight losses. 



In this study, we suggest that the exact amount of trade reduction and trade switching can 

be quantified using the import demand and supply, curves. Ignoring the domestic supply curve and 

assuming that the import good is a normal good, Figure IV.2 represents the trade situation before 

and after disintegration. 

The letters Do and DL represent respectively the ordinary and compensated demand curves. S 

the supply curve, P the price and M the imports. The solid and broken lines show respectively 

the situation before and after the disintegration. 

This diagram suggests that as a result of the breakdown of a PTA, the quantity of imports 

demanded decreases from M to M;. There are two components of this decline in the demand for 
4 

imports. First, a rise in price from P to P+t resulting from the imposition of a tariff decreases the 
a 6 c 

quantity demanded from My to M (trade reduction) due to the substitution effect Second, 
3 

consumers experience a fall in their real income due to the rise in import prices. This leads to a 

further decrease in the imports from M to MI5: 
3 

The consumers in country A will also experience a rise in income due to the trade 

switching. These involve gains from the tariff revenue and a better allocation of  resource^.'^ This 
\ 

rise in income shifts the ordinary demand curve Do Do to the right. While the magnitude of this 

shift depends on changes in income, the extent of shift reflects the amount of trade switching 
G 

effect. We may, therefore, argue that the move from M to M and M to Mi (where i=2,3,4,5) 
4 3 3 

reflects respectively the trade reduction and trade switching effects of a disintegration. 

During the postdisintegration period, the consumers in country A may experience a rise, a 

fall, or no change in their real income. Their money income, however, will be higher due to the 

increased tariff revenue i l l .  We suggest, therefore, that the magnitude of trade reduction and trade 

switching effects can be quantified by evaluating the changes in real and money incomes 

- 
h 

5 8  The move from My to M3and Mgto M ,  represents respectively the substitution and income 
effects of the rise in import prices. 

5 9  The improved allocation of resources refers to a move from previous partner countries 
expensive goods to a less expensive nonmember countries. The nonmembers perhaps have a 
lower per unit cost of production as compared to the previous partners of the PTA. 
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Trade Reduction and Trade Switching: A Pmial Eauilibriuni Model 



experienced during the postdisintegration period. 

Under the alternative assumptions regarding the changes in real and money income, the 

following four cases represent the different magnitudes of the trade reduction and trade switching 

effects. 

CASE I: Real Income is Constant and Money Income has Risen 

We assume that the loss in real income due to the rise in import prices is equivalent to the gains 

resulting from the increased tariff revenue and an improved allocation of resources. Therefore, it 

can be argued that real income is constant, while money income has in~reased.~' 

In this case, at the import price P+t, the demand for imports has decreased moving along 
3 

C 
4 

the compensated demand curve % from point a to 3. The fall in quantity demanded from M to 
4 

M represents the trade reduction. The quantity of imports demanded at the price y t ,  however, is 
3 

M along the ordinary demand curve. Holding real income constant, only a rise in money income 
I \ 

3 
can shift the ordinary demand curve to the right. The ordinary demand curve D thus shifts to 9 

0 

and imports rise to M This shift in the ordinary demand curve therefore represents the extent of 
3' 

the trade switching effect 

CASE 11: Real Income has Decreased and Money Income has Risen 

We assume that the rise in real income, resulting from tariff revenue and improved allocation of 

resources, is significant but smaller than the fall in income caused by the increase in import prices. 

Real income has therefore decreased but money income has increased. 

3- 

In this case, the compensated demand curve will shift to the left to 2, while the ordinary 
Z 

demand curve will shift to the right to Q. The quantity demanded of imports decreases from M3 

to Mi Assuming that real income is lower and money income has increased due to the 

disintegration, these shifts in the ordinary and compensated demand curves reflect the trade 

This can be explained in two ways. First, the fall in real income due to the rise in 
import prices is completely offset by the gain in tariff revenue and an improved allocation of 
resources. Second, the rise in consumers' real income is removed compensating for losses 
incurred as a result of the rise in the import prices. 



reduction and trade switching effects of a disintegration. 

CASE 111: Both Real and Money Incomes have Increased 

We assume that the rise in real income because of increased tariff revenue and improved 

distribution of resources is significant and high enough to offset the entire decrease in income 

resulting from a rise in import prices. Both real and money incomes, therefore, have increased. 

3 
In this case, the compensated and ordinary demand curves will shift to the right. That is, 

4 ' 4  
shifts to 2 and Doto Do. The demand for imports at the price Pc+t increases from M to Mr. 

3 
Moreover, the quantity demanded is identical to the quantity purchased before disintegration. At a 

higher price P+t, the quantity demanded is unchanged. Thus, the trade reduction would be zero. 
C 

This would also imply that consumers are better of in the postdisintegration than in the 

predisintegration period. Further, if consumers are not 

more imports than before the disintegration, then the 
5 5 

will shift respectively to Dc and Dm and imports will rise 

only more affluent but able to purchase 

compensated and ordinary demand curves 

to Ms. These shifts in the demand curves 

represent the trade switching effect. 

CASE IV: Real Income has Decreased and Money is Constant 

We assume that consumers suffer a loss in their real income due to the rise in import prices, and 

gains from increased tariff revenue are negligible. Thus real income has decreased, while money 

income is constant. 

In this case, 
3 

curve D, however, 
C 

I 

I 
the ordinary demand curve will remain fixed at 2. The compensated demand 

\ 

will shift to Dc and imports will decrease from M3to M , .  The compensated 

demand curve D corresponds to the lower level of real income. Assuming that real income is 
C 

smaller only due to the fragmentation of a PTA, the shift in the compensated demand curve from 
3 \ 

D to D represents trade reduction, while trade switching is zero. 
C c 

Having identified the trade reduction and trade switching effects of a disintegration, we next 

use a simple binary variable technique to measure the relative magnitudes of these two effects. 



Trade Reduction and Trade Switching 

Assuming that the imports from the former partner countries, the imports from the rest of the 

world, and domestic products are perfect subsititutes for one another, an imposition of a tariff rate 

on imports from the former partner countries has two effects. First, there is a trade reduction 

effect resulting from the substitution of domestic products for the former partner's goods. Second, 

there is a trade switching effect resulting from the substitution of imports from the rest of the 

world for imports previously purchased from the former member countries. To measure both of 

these effects separately, the import demand function can be written as: 

Mi = f { Ppi/Pdi, Ppi/Pri, Yi 1 (1) 

Where Mi is the quantity of imports of good i from the former partner countries. Ppi is the 

import price for imports from the former partner countries. Pdi is the domestic price of import 

good i. Pri is the price of good i for imports from the rest of the world. Yi is the income. 

The first partial derivative of the import demand function (1) above, indicates the trade 

reduction effect, and the second partial derivative shows the trade switching effect The trade 

switching effect is, however, much harder to measure since it involves a shift in the import 

demand schedule. 

If it can be assumed that Ppi/Pri is constant, except for a disintegration, then the shift in 

demand function can be captured with the help of a dummy variable. Furthermore, notice that 

holding Ppi/Pri and Yi constant, a change in Ppi/Pdi would imply a movement along the demand 

curve indicating the trade reduction. While holding Yi and Ppi/Pdi constant, a change in Ppi/Pri 

would imply a shift in the demand curve, depicting the trade switching effect of a disintegration. 

It should also be mentioned that in Figure IV.l above, we have Ppi/Pdi on the vertical axis and 

thus a change in Ppi/Pri shifts the demand schedule. This shift represents the extent of the trade 

switching caused by a disintegration. 

Thus, to measure the exact magnitude of the trade switching effect, we included PTA in the 

demand function as an independent argument I21. That is, we assumed that the demand for 



imports is a function of a PTA. 

Assuming that the shifts in the demand curves are solely due to the disintegration, we can 

quantify the exact amount of the trade switching effect with the help of a dummy variable. We 

can use an estimation procedure which utilizes time series data to compute the import demand 

function: 

Q = f l P ,  Ym, Dl 

Where Q is the demand for the import good, P is the relative price, Ym is money income and 

D=l & 0 respectively during the pre- and postdisintegration periods I31. 

There are two main conclusions to be drawn from the above analysis. First, the ordinary 

demand curve may shift to the right, while the compensated demand curve can shift in either 

direction depending on the relative magnitudes of the rise in tariff revenue income, the improved 

allocation of resources, and the losses resulting from the increased import prices. Second, trade 

reduction can be quantified by the movement along the demand curve (ordinary or compensated). 

Moreover, the trade switching effect can be captured using the shift in demand curves, assuming 

that the shift in demand curve is solely due to a disintegration I41. 

Having defined the trade reduction and trade switching effects of the disintegration, the 

empirical problem under the alternative assumptions of the shifts in demand curve is to measure 

the area 13M, Mg, 23MLM3, 14M, M,, , 34M3M,and 35M3%respectively of Figure IV.2 above. 

We also need the estimates of the relative magnitudes of the trade reduction and trade switching 

effects. 



NOTES TO PART IV 

I11 Generally, a loss of tariff revenue has been ignored on the assumption that it has a very 

insignificant impact on consumer income. In this study, we have relaxed this assumption. 

i21 PTA has been used as a proxy for the Pp/Pni. A change in Pp/Pni shifts the demand curve. 

131 PTA has been replaced by 'D', a dummy variable to capture the shift in the demand curve 

caused by the enactment or disintegration of a PTA. 

141 The analysis of this section can be applied to a specific integration. The effects of an 

integration would be opposite and symmetrical to those of a disintegration discussed here. 

151 It should be noticed that the relationship (1) can be used to measure the trade creation as 

well as the trade reduction. The only difference is that for the latter it captures a movement 

downward along the demand curve, while for the former it represents a movement upward along 

the demand schedule. 



PART V 

The Effects of Pakistan's Disintegration on International Trade Flows: Empirical Evidence 

INTRODUCTION 

In Part IV, we suggested that changes in trade flows resulting from a disintegration (in the form 

of trade reduction and trade switching) can be quantified. For this purpose a simple partial 

equilibrium model is developed. In order to provide empirical evidence for the technique 

developed, we chose Pakistan's disintegration in 1971. 

Pakistan's disintegration provides an interesting case for empirical analysis since 

predisintegrated Pakistan perfectly fits into the definition of an economic integration. Former East 

and West Pakistan had complete free trade, free mobility of factors influencing production, a 

common currency, and integrated monetary and fiscal policies. Further, both countries now trade 

with each other and substantial inter-wing trade existed during the predisintegration period. 

To analyze the effects of Pakistan's disintegration on international trade flows, we used two 

different methods. First, we developed a model consistent with that of Balassa (1967), who 

described a technique of quantifying the changes in trade flows following the formation of the 

European Common Market.61 Second, we developed a partial equilibrium model based on the 

technique discussed in the preceding part. 

For the empirical analysis we require two sets of trade data. First, we need consistent time 

series data on the commodity trade of the two disintegrated regions with the rest of the world. 

Second, we also need a detailed record of the flow of the goods across the two disintegrated 

regions for the pre- and postdisintegration periods. While the former is used to examine the 

effects of a disintegration on international trade flows, the latter is used to analyze changes in 

trade flows across newly emerged countries. The organization of data for this purpose is discussed 

61 Assuming that the method used by Balassa (1967) is symmetrical and can therefore be 
applied to Pakistan's disintegration. 



in the next section. Section 2 develops a technique based on Balassa (1967) which identifies and 

quantifies the effects of a disintegration. Section 3 provides empirical evidence to support the 

methods proposed in this study for the quantification of the disintegration effects on international 

trade flows. 



Section 1 

Data Organization 

The trade flows of undivided Pakistan had two components. First, there was a flow of goods 

between former East and West Pakistan, and second, there was trade with the rest of the world. 

To quantify the effects of a disintegration on these flows, we need to consider three distinct data 

sets, which contain the following information: (1) the total trade of each region, that is total 

imports and exports of former East and West Pakistan; (2) trade with the rest of the world, which 

includes the imports and exports of both regions from the rest of the world (or the total imports 

and exports excluding the trade with each other), and (3) the exports and imports to and from 

each other, that is, the inter-wing imports and exports. Along with a detailed account of the trade 

flows, we also need data on import and export prices, tariff rates, and income of combined 

Pakistan, Bangladesh, and (West) Pakistan. 

Trade with the Rest of the World 

The data are available on total imports and exports of Bangladesh and (West) Pakistan with the 

rest of the world, but there is no separate data on trade by commodities for each region. A 

substantial effort was therefore required to separate the data of combined Pakistan's (East and 

West Pakistan together) commodity trade with the rest of the world into that of Bangladesh and 

(West) Pakistan. The foreign trade statistics of predisintegrated Pakistan, and the flow of goods 

between the two regions (called inter-wing trade) are reported in the various publications of the 

Ministry of Finance, Government of Pakistan. However, such data are not suitable for the purpose 

of this work. This is due to a variety of reasons. First, we need separate consistent time series 

data for the predisintegration period of Bangladesh and (West) Pakistan. Second, the available data 

are not comparable for the different periods since the classification of goods is often changed. 

Third, consistent trade data are essential for any meaningful analysis of a disintegration. 

The separation of predisintegrated Pakistan's data into Bangladesh and (West) Pakistan is 

necessary, since it must be matched with the postdisintegration data reported in accordance with 



the latest standard international trade classification (SITC). 

Using the figures of total imports and exports of Bangladesh and (West) Pakistan, the share 

of each region in the total imports and exports has been calculated as:62 

SMi = TMi/PM (1) 

SXi = TXi/PX (1') 

Where S, M, X, T and P denote respectively the share, imports, exports, total of a region and 

undivided Pakistan, i=East and West. 

Using (1) above, imports and exports of West Pakistan by commodity group have been 

separated from those of combined Pakistan as: 

Mij = PMj*SMi (2) 

Xij = PXj*SXi (2') 

Where i=W represents West Pakistan. J = 1 to 10 indicates ten 1-digit SITC commodity groups. 

These include food and live animals; beverages and tobacco; crude materials; animal and vegetable 

oils and fats; chemical preparations and related materials; mineral fuels; manufactured goods; 

machinery and transportation equipment; miscellaneous manufactured goods, and miscellaneous 

commodities. All other symbols are the same as before. 

Following the above procedure, West Pakistan's imports and exports of the ten major 

commodity groups, - 1 digit SITC, have been separated from combined Pakistan's imports and 

exports of the same commodity groups for the 1952-1971 period. 

Having separated the imports and exports of the ten major commodity groups for West 

Pakistan from those of the same group for undivided Pakistan, Bangladesh's imports and exports 

according to the same ten groups have been calculated as: 

6 2  Shares of East and West Pakistan in the total imports and exports of undivided Pakistan 
vary from year to year, but the variation lies in a narrow margin. Thus, one can also 
assume that the share of each region was fixed during the period of 1951-70. 



EMj = PMj-Mij (3) 

EXj = PXj-Xij (3') 

Where E indiactes East Pakistan (Bangladesh), J= 1 to 10 amd all other symbols are the same as 

before. 

For the postdisintegration period, we obtained data on ten commodity groups, - 1 digit 

SITC, - from the international publications of both Bangladesh and (West) Pakistan for the period 

1971-72 to 1982-83. Unfortunately, Bangladesh's trade data for the 1971-72 to 1973-74 period are 

not available. 

In summary, using the shares of former East and West Pakistan in the total imports and 

exports of undivided Pakistan, we separated combined Pakistan's total commodity trade data into 

Bangladesh's and (West) Pakistan's imports and exports for ten commodity groups, using the 1-digit 

SITC. This enabled us to generate consistent trade data for the two regions with the rest of the 

world from the 1951/52 to 1970/71 period. 

Combining 1951/52-1970/71 (predisintegration period) and 1971/72-1982/83 (postdisintegration 

period) data, we obtained (West) Pakistan's and Bangladesh's data for commodity trade with the 

rest of the world for the 1951/52-1982/83 period. These data, along with the relevent sources, are 

reported in Appendix-2, Tables A2.1-A2.6. 

Inter-wing Trade 

The predisintegration trade flows were published as inter-wing trade in a very crude fashion 

without any consistency on classification of goods. This made the task of organizing data of the 

trade flows between Bangladesh and (West) Pakistan for the pre- and postdisintegration periods 

more difficult than originally anticipated. However, the postdisintegration trade figures have been 

reported in international publications in accordance with the SITC. 

To match predisintegration inter-wing trade data with that of postdisintegration, inter-wing 

trade data for the predisintegration period has been classified according to the SITC. This has 



been done in three steps. First, the published commodity trade data of (West) Pakistan's one 

hundred export to, and sixty-five import goods from former East Pakistan have been arranged 

according to, - 3 digit, - Pakistan Standard Trade Classification (PSTC). Second, the 3 digit PSTC 

has been matched with the corresponding SITC, and data rearranged in accordance with the 3 digit 

SITC. Third, the 3 digit SITC data have been merged into 1 digit SITC to match with the 

published postdisintegration data. The commodities used in the organization of inter-wing trade 

data and their PSTC corresponding to the relevent SITC are reported in Appendix 3. 

Having classified the inter-wing data for the predisintegration period of 1951/52-1970/71, the 

data on trade between Bangladesh and Pakistan have been adopted from the various international 

publications for the postdisintegration period of 1971/72-1982/83. Finally, combining the two data 

sets, consistent time series data on trade between the two disintegrated regions have been created. 

These data have been reported in Appendix 2, Tables A2.7 and A2.8. 

The relevant data on import and export prices are the unit value indices for the ten commodity 

groups and the total imports and exports. The unit value indices were obtained from the various 

publications of the Government of Pakistan. The unit value indices have been adjusted by a 

common factor in order to convert the entire series into the 1969-70 base year.63 

The unit value indices of imports and exports during the predisintegration period for 

undivided Pakistan and former East and West Pakistan, are reported in various publications of the 

Government of Pakistan. The data for the postdisintegration period are only for what is now 

called Pakistan (former West Pakistan). For East Pakistan, which is now Bangladesh, the total 

import and export unit values for the postdisintegration period were used for the entire series and 

for all ten commodity These unit value indices are reported in Appendix 2, Tables 

A2.9-A2.16. 

6 3  The unit value indices have been published for the various base years and thus cannot be 
used without a conversion into a single base. 

64 It would have been better to use individual commodity group's unit value of imports and 
exports, but such data are not available. 



Tariff Rates 

Following the disintegration, both Bangladesh and Pakistan imposed tariffs on each others' goods at 

the rate charged for imports from the rest of the world. Both countries adopted, in the initial 

period, the tariff schedule that was in place for undivided Pakistan. In this study, therefore, we 

have used combined Pakistan's tariff schedule for both (West) Pakistan and Bangladesh. 

Using the tariff rates for individual commodities, an average tariff rate has been calculated 

for commodity groups. Further, a minimum and maximum tariff rate has been obtained for each 

commodity group. This means that the average tariff rate for a commodity group, for example, 

food and live animals, has been calculated by using the rates on all goods that belong to the food 

and live animal category. At the same time, the minimum and maximum tariff rate for this group 

refers to the goods with, respectively, a lowest and highest rate. The tariff rate data have been 

reported in Appendix 2, Table A2.17. 

Income 

The gross domestic product (GDP) of combined Pakistan, Bangladesh and (West) Pakistan has been 

used as a proxy for the income variable, and the relevant figures are taken from Government of 

Pakistan publications and from International Financial Statistics. The predisintegration GDP of 

former East and West Pakistan is available only for the 1959160 to 1970/71 period. Undivided 

Pakistan's GDP for 1951/51-1958159 has therefore been separated into East and West Pakistan's 

GDP for the above period. For this purpose, the shares of East and West Pakistan in undivided 

Pakistan's GDP during the 1959160-1969-70 period have been used. The income (GDP) data is 

reported in Appendix 2. Table A2.18. 

To obtain combined Pakistan's data for the postdisintegration period, Bangladesh and (West) 

Pakistan's data in terms of US dollars have been used. Using the (West) Pakistan exchange rate 

with the US dollar, these data have been converted into Pakistani rupees (Rs.). This enabled us to 

match the predisintegration data with those of the postdisintegration period. 



The gross domestic product, as well as the imports and exports of combined Pakistan, 

Bangladesh, and (West) Pakistan, were deflated with the relevent price indices. This enabled us to 

obtain consistent time series data on the relevant variables in 1969/70 prices. The consumer price 

indices are reported in Appendix 2, Table A2.18. 



Section 2 

A Model Consistent with Balassa (1967) 

In analyzing the impact of Pakistan's disintegration on its trade with the rest of the world and 

with former East Pakistan, we are faced with two distinct problems. First, identification of the 

trade reduction and trade switching effect requires a measurement of the import levels of 

disintegrated regions in the event of the absence of disintegration. Second, there are many factors 

that influence international trade flows, and thus their effects have to be isolated from those of a 

disintegration. 

While there are no specific studies related to the impact of Pakistan's disintegration on 

international trade flows, there are many techniques for estimating the effects of integration, some 

of which have been discussed in Part 11. Assuming that the theory of integration is symmetrical, it 

can be applied to a case of disintegration. The advantage of this assumption is that any of the 

existing techniques for identifying and evaluating the effects of an integration can be used to 

examine the effects of Pakistan's disintegration on international trade flows. 

We chose Balassa (1967), perhaps one of the most prominent studies among the earlier 

attempts to analyse the effects of the European Common Market, to examine the effects of 

Pakistan's disintegration on international trade flows. Following are other important considerations 

of this selection. First, it is now more than 18 years since Pakistan's disintegration, the application 

of an ex-post method, such as used by Balassa, seems more reasonable. Second, Balassa's method 

is one of the simplest, and thus easier to use in a disintegration study. Third, the two problems 

mentioned in our opening paragraph are similar to those raised by Balassa. It is therefore 

appropriate to work backward and develop a similar model. 

Following Balassa, we suggest that a comparison of ex-post income elasticities of import 

demand in the disintegrated regions and in the rest of world trade would provide a way to 

address the above problems. In the case of Pakistan, we assume that the disintegration has not 

affected the income elasticity of demand for imports from Bangladesh and from the rest of the 



world. That is, the income elasticities would have remained constant in the absence of 

disintegration. Thus we postulate that: 1) a fall in the ex-post income elasticity of demand for the 

inter-wing imports would indicate a trade reduction; 2) an increase in the ex-post income elasticity 

of demand for total (inter-wing and rest of the world) imports shows the gross trade switching; 

and 3) an increase in the ex-post income elasticity of demand for imports from the rest of the 

world depicts the proper trade switching. Similar results should hold for the changes in the trade 

flows of Bangladesh. 

The empirical problem boils down to the estimation of the income elasticity of demand for 

imports from the various sources of supply in (West) Pakistan and Bangladesh. The income 

elasticity of demand for imports is defined as the percentage change in the quantity of imports 

demanded due to a percentage change in income. 

In a loglinear specification of an import demand function, the coefficients of the income 

variable gives a precise estimate of the income elasticity under the assumption that the estimated 

coefficient has properties of a best linear unbiased estimator. However, due to the short data 

series, we rely on the definition used by Balassa (1967).65 Therefore, the ex-post income elasticity 

of import demand has been defined as the ratio of average annual rate of change in imports to 

that of gross national product The underlying assumption for this definition is that the income 

elasticity of demand for imports would remain unchanged during the periods preceding and 

following disintegration. 

The assumption of the constant income elasticity of demand for imports both preceding and 

following disintegration implies that the disintegration has been the most important influence on 

the trade flows of Bangladesh and (West) Pakistan. It also implies that the long run influence of 

special factors would not have significantly altered the relationship between the imports and gross 

domestic product This is indicated by the income elasticity of import demand for the periods 

preceding and following disintegration. A further advantage of this procedure is that a comparison 

of the relationship of both inter-wing and external trade to the GDP, together with a comparison 

6 5  It is also appropriate to define the ex-post income elasticity in a similar way, as defined 
by Balasssa (1967), since we are interested in using a model consistent with his method. 



of the pre- and postdisintegration periods enables us to abstract from changes in the growth rate 

of income. It also provides a comparable estimate of trade reduction and trade switching. 

It may also be mentioned that instead of comparing trade shares at the start and end of the 

period, the above procedure implicitly encompasses changes in the shares of imports. The proposed 

procedure can also be used to give separate consideration to the commodity groups and supplying 

regions. 

The imports of each commodity group should be related to a variable that is a more direct 

influence on its import demand than the gross domestic product. However, we have chosen GDP 

because of two distinct problems. First, it is difficult to obtain data on variables which are in 

close proximity to the income. Second, the use of the other variables would make the results 

incomparable. Therefore, it would be incorrect to compare trade reduction and trade switching 

experienced by the different commodity groups. 

Abstracting from the influence of a change in the rate of growth of GDP on trade, this 

procedure indicates the static effects of a disintegration. In other words, it indicates the influence 

of the trade barriers under ce te r  i s par i b u s  assumptions. However, the results are not 

expected to indicate the full effects of the disintegration on economic growth. In the case of the 

actual growth rate falling below the rate that would have been obtained in the absence of 

disintegration, the decline in inter-wing trade as a result of the disintegration would be 

underestimated. Furthermore, the increase in imports from the rest of the world would generally 

be overestimated. 

The influence of nonrecurring factors, structural changes and uncertainties relating to the 

underlying relationships may 

estimates cannot be verified. 

caution. 

The commodity groups 

and tobacco; crude materials; 

materials; mineral fuels; 

also give rise to errors. Moreover, the statistical reliability of the 

Thus, the empirical result should be viewed with a great degree of 

included in the present study are: food and live animals; beverages 

animal and vegetable oils and fats; chemical preparations and related 

manufactured goods; machinery and transportation equipment; 



miscellaneous manufactured goods, and miscellaneous commodities. 

In estimation, the period has been taken to include 1952/53 to 1970/71 and 1972/73 to 

1982/83, respectively, for pre- and postdisintegration. The 1971/72 data have been excluded since 

it was the year in which disintegration took place. That is, 1971/72 has been treated as the 

benchmark year separating the two periods. 

The growth rates of total (inter- and extra-area) imports, imports from the rest of the world 

(extra-area), gross domestic product and intra-area imports have been calculated for the pre- and 

postdisintegration periods for (West) Pakistan and Bangladesh. For this purpose, the following 

compound growth rate formula has been used: 

Where Ry and Rm are the growth rates of income and imports, GDPt, GDPO, Mt and Mo are, 

respectively, income and imports in current year (t) and original or base year (0). n is the number 

of years for which a specified growth rate has been estimated. For the predisintegration period t 

is 1970/71, o is 1952/53 and n is 20. For the postdisintegration period t is 1982/83, o is 1972/73 

and n is 11. 

Em~irical Results 

The estimated growth rates and income elasticities of import demand for the various commodity 

groups from the different sources of supply for (West) Pakistan and Bangladesh are reported in 

Tables V.l-V.6 and are examined in the same order. 

(West) Pakistan 

As is clear from Table V.l-V.3, the demand for imports in Pakistan of all commodities taken 

together from all sources of supply (inter- and extra-area), from the rest of the world (extra-area) 

and from Bangladesh (inter-area) experienced an average annual growth rate respectively of 6.08 

and 8.39, 5.76 and 8.27 and 6.3 and 14.01% during the pre- and postdisintegration periods. But the 
Y 

a 



TABLE V .1 
Expost Income Elasticity of Demand for Imports in Pakistan 

(Total Imports) 

Expost Income 
Annual Growth Rate Elasticity 

1952/53- 1972/73- 1952/53- 1972/73 
Commodity Group 1970/71 1982/83 1970/71 1982/83 Difference 

All Commodities 6.08 

Food & Live 
Animals 

Beverages & 
Tobacco 

Crude Materials 6.62 

Animal & Veg. 1.22 
Oils/Fats 

Chemicals & 9.45 
Related Prep. 

Mineral Fuels 10.80 

Manufactured 3.37 
Goods 

Machinery & 8.95 
Trans. Equip. 

Misc. Manu- 4.90 
factured Goods 

Misc. Commodities n/a 

Gross Domestic 4.73 
Product 

Source: Calculated using the method discussed in the text Part V, Section 3. 

n/a - not available or there was no trade during the pre- or post- 
disintegration period. 



TABLE V. 2 
Expost Income Elasticity of Demand for Imports in Pakistan 

(Imports from Rest of the World) 

Expost Income 
Annual Growth Rate Elasticity 

1952/53- 1972/73- 1952/53- 1972/73 
Commodity Group 1970/71 1982/83 1970/71 1982/83 Difference 

All Commodities 5.76 8.27 1.22 1.46 +O. 24 

Food & Live 
Animals 

Beverages & 
Tobacco 

Crude Materials 6.57 10.89 1.39 1.92 +O .53 
. .  . 

Animal & Veg. 1.22 16.78 0.26 2.96 +2.70 
Oils/Fats 

Chemicals & 9.35 10.82 1.98 1.91 -0.07 
Related Prep. 

Mineral Fuels 10.80 26.77 2.28 4.72 +2.44 

Manufactured 2.27 9.13 0.48 1.61 +l. 13 
Goods 

Machinery & 8.95 11.59 1.89 2.04 +O .15 
Trans. Equip. 

Misc. Manu- 3.08 8.26 0.65 1.46 +O. 81 
factured Goods 

Misc. Commodities n/a 15.35 n/a 2.71 +2.71 

Gross Domestic 4.73 5.67 - - 
Product 

Source: Calculated using the method discussed in the text Part V, Section 3. 
-- 

n/a - not available or there was no trade during the pre- or post- 
disintegration period. 



TABLE V . 3  
Expost Income Elasticity of Demand for Imports in 

(Imports from Bangladesh) 
Pakistan 

Expost Income 
Annual Growth Rate Elasticity 

1952/53- 1972/73- 1952/53- 1972/73 
Commodity Group 1970/71 1982/83 1970/71 1982/83 Difference 

All Commodities 

Food & Live 
Animals 

Beverages & 
Tobacco 

Crude Materials 

Animal & Veg. 
Oils/Fats 

Chemicals & 
Related Prep. 

Mineral Fuels 

Manufactured 
Goods 

Machinery & 
Trans. Equip. 

Misc. Manu- 
factured Goods 

Misc. Commodities 

Gross Domestic 
Product 

Source: Calculated using the method discussed in the text Part V, Section 3. 

n/a = not available or there was no trade during the pre- or post- 
disintegration period. 



average annual growth rate varied to a significant extent between commodity groups. 

The highest rate of growth was registered by mineral fuels, with 10.8% and 26.77% during 

the two periods. This group also experienced the highest percentage increase in the 

postdisintegration period as compared to the predisintegration. One possible explanation for the 

substantial growth of mineral fuels could be the rise in oil prices following OPEC's formation in 

1973. An increase in international oil prices resulted in a large import bill. Since the growth rate 

has been calculated using the import values, the estimated figures are higher than what they would 

have been ~ the rwise .~~  

During the predisintegration period, the average annual growth rate of total (inter- and 

extra-area) imports of mineral fuels was followed by: chemical preparations and related materials 

(9.45%); machinery and transportation equipment (8.95%); crude materials (6.62%); food and live 

animals (6.34%); and miscellaneous manufactured goods (4.9%). But these results varied to a 

considerable degree for the postdisintegration periods. 

Following mineral fuels, the highest average annual growth rate was registered by animal and 

vegetable oils and fats (16.78%). It was followed by: miscellaneous commodities (15.36%); 

machinery and transportation equipment (11.59%); crude materials (11.55%); chemical preparations 

and related materials (11.55%); manufactured goods (9.38%); and miscellaneous manufactured 

commodities (8.26%). 

In order to calculate the income elasticities of demand for imports in (West) Pakistan from 

the various sources of supply, the average annual growth rates of gross domestic product are 

calculated and are reported in Tables V.l-V.3. (West) Pakistan's GDP registered 4.73% and 5.67% 

respectively during the pre- and postdisintegration periods. 

Taking the ratio of the average annual growth rate of imports and that of gross domestic 

- product, the ex-post elasticities of demand for imports are calculated, and are also reported in 

6 6  The figures of imports have been defleted by the relevent price indices (1969-70=100). 
However, these figures are not fully adjusted for the increase in prices caused by the creation 
of OPEC. 



Tables V.l-V.3. 

Effects of Disintegration on (West) Pakistan's Trade 

An analysis of ex-post income elasticities of demand for imports of all commodities taken together 

indicates a trade switching effect, while there is no evidence of a trade reduction effect. Between 

the pre- and postdisintegration periods income elasticity of demand increased from 1.29 to 1.48 

with respect to total (inter- and extra-area) imports. It rose from 1.22 to 1.46 for extra-area trade 

and it increased from 1.76 to 2.47 for inter-area imports.67 However, the results vary to a 

significant extent between commodity groups, and more interesting conclusions emerge from the 

disaggregated data. 

A consideration of ex-post income elasticities of demand for imports by commodity groups 

suggests that seven and three out of ten groups under investigation experienced, respectively, trade 

switching and trade reduction to varying degrees. 

While the estimates of trade switching vary from one commodity group to another, the 

highest trade switching has been experienced by animal and vegetable oils and fats, followed by 

miscellaneous manufactured goods and crude materials. Further, the data indicate the existence of 

trade switching inasmuch as changes in the income elasticity of demand between the pre- and 

postdisintegration periods show a shift from Bangladesh to the rest of the world. 

The ex-post income elasticities of demand for imports from Bangladesh of all commodities 

taken together does not provide evidence of trade reduction. There is some indication of a decline 

in trade from the disaggregated data of Bangladesh's exports to Pakistan. In the case of three 

commodity groups, (chemical preparations and related materials, miscellaneous manufactured goods 

and miscellaneous commodities) the income elasticity of demand for imports has declined 

respectively by 0.18, 0.74, and 1.02. 

6 7  The income elasticity of demand for imports from Bangladesh for the postdisintegration 
period has been overestimated due to large estimated growth rates. After disintegration, intially 8 there was very little trade between Pakistan and Bangladesh and thus the formula used in 
calculations leads to very large figures of both growth rates and elasticities. 

94 



In summary, while there is ample evidence of the trade switching effect of disintegration on 

(West) Pakistan's trade flows, the estimates of ex-post income elasticity of demand for imports 

from Bangladesh do not indicate trade reduc t i~n .~~  

Bangladesh 

The estimates of growth rate for total (inter- and extra-area) imports, imports from the rest of the 

world (extra-area), and from Pakistan (inter-area), are reported in Tables V.4-V.6. As is quite 

clear, the growth rates of import demand in Bangladesh from all sources of supply and in all 

commodity groups declined in the postdisintegration period. 

The demand for imports in Bangladesh of all commodities taken together from all sources of 

supply (inter- and extra-area), from the rest of the world (extra-area), and from Pakistan 

(inter-area) reveal an average growth rate of 7.67 and 6.45, 6.79 and 6.11, and 8.99 and 6.24% 

during the pre- and postdisintegration periods respectively. 

The disaggregated data also point to the decline in the growth rate of imports during the 

postdisintegration period. However, the commodity group animal and vegetable oils and fats 

registered an increase in the average annual growth rate from 1.47 to 4.68 and from 3.94 to 5.14% 

for extra-area imports and total imports respectively during the two periods. 

The gross domestic product of Bangladesh showed an annual average growth rate of 1.90% 

and 4.44% respectively during the pre- and postdisintegration periods. This indicates a substantial 

rise in the GDP in the postdisintegration as compared to the predisintegration, periods. 

Taking the ratio of average annual growth rate of imports and the gross domestic product, 

the ex-post income elasticities of import demand are calculated and are also reported in Table 

V.4-V.6 

6 8  The data points to the existence of trade reduction. This is discussed at the end of this 
section. 



TABLE V .4 
Expost Income Elasticity of Demand for Imports in Bangladesh 

(Total Imports) 

Expost Income 
Annual Growth Rate Elasticity 

1952/53- 1972/73- 1952/53- 1972/73 
Commodity Group 1970/71 1982/83 1970/71 1982/83 Difference 

All Commodities 

Food & Live 
Animals 

Beverages & 
Tobacco 

Crude Materials 

Animal & Veg. 
Oils/Fats 

Chemicals & 
Related Prep. 

Mineral Fuels 

Manufactured 
Goods 

Machinery & 
Trans. Equip. 

Misc. Manu- 
factured Goods 

Mist. Commodities 

Gross Domestic 
Product 

Source: Calculated using the method discussed in the text Part V, Section 3. 



TABLE V . 5  
Expost Income Elasticity of Demand for Imports in Bangladesh 

(Imports from Rest of the World) 

Expost Income 
Annual Growth Rate Elasticity 

1952/53- 1972/73- 1952/53- 1972/73 
Commodity Group 1970/71 1982/83 1970/71 1982/83 Difference 

All Commodities 6.79 6.11 3.57 1.38 -2.19 

Food & Live 14.47 5.21 7.62 1.17 -6.45 
Animals 

Beverages & 
Tobacco 

Crude -Materials 3.87 1.02 2.04 0.23 -1.81 

Animal & Veg. 3.94 5.14 2.07 1.16 -0.91 
Oils/Fats 

Chemicals & 12.70 3.60 6.68 0.81 -5.87 
Related Prep. 

Mineral Fuels 9.99 5.35 5.26 1.21 -4.05 

Manufactured 1.34 3.44 0.71 0.78 +O .07 
Goods 

Machinery & 6.53 4.30 3.44 0.97 -2.47 
Trans. Equip. 

Misc. Manu- 2.57 3.59 1.35 0.81 -0.54 
factured Goods 

Misc. Commodities n/a 2.72 n/a 0.61 +O. 61 

1.90 4.44 Gross Domestic - 
Product 

Source: Calculated using the method discussed in the text Part V, Section 3. 

n/a - not available or there was no trade during the pre- or post- 
disintegration period. 



TABLE V.6 
Expost Income Elasticity of Demand for Imports in Bangladesh 

(Imports from Pakistan) 

Expost Income 
Annual Growth Rate Elasticity 

1952/53- 1972/73- 1952/53- 1972/73 
Commodity Group 1970/71 1982/83 1970/71 1982/83 Difference 

All Commodities 

Food & Live 
Animals 

Beverages & 
Tobacco 

Crude Materials 

Animal & Veg. 
Oils/Fats 

Chemicals & 
. Related Prep. 

Mineral Fuels 

Manufactured 
Goods 

Machinery & 
Trans. Equip. 

Misc. Manu- 
factured Goods 

Misc. Commodities 

Gross Domestic 
Product 

Source: Calculated using the method discussed in the text Part V, Section 3. 

n/a - not available or there was no trade during the pre- or post- 
disintegration period. 



Effects of Disintegration on Bangladesh's Trade 

An investigation of the income elasticities of demand for imports of all commodities taken together 

reveals a trade reduction. There is limited evidence of a trade switching effect. Between the pre- 

and postdisintegration periods, the income elasticity of demand decreased from 4.04 to 1.45 with 

respect to total imports. It declined from 3.57 to 1.38 for extra-area trade and fell from 3.28 to 

1.41 for inter-area imports. Similar results emerge from the disaggregated data which also indicate 

a significant trade reduction for almost all commodity groups. The income elasticity of demand for 

imports from (West) Pakistan declined in all commodity groups except machinery and transportation 

equipment. 

The disaggregated data, with the exception of the commodity group animal and vegetable oils 

and fats, does not provide much evidence for gross trade switching. However, animal and vegetable 

oils and fats is the only commodity group for which income elasticities of demand for imports rose 

(from 0.77 to 1.05) between the two periods with respect to the total imports. There has also been 

some proper trade switching. 

Proper trade switching has been indicated by beverages and tobacco, manufactured goods and 

miscellaneous commodities. These groups registered an increase in the income elasticity of demand 

for imports from the rest of the world. The data also point to the existence of these effects on 

the trade flows of both (West) Pakistan and Bangladesh. This has been clearly indicated by the 

graph of imports as a percentage of real GDP (see Figure V.l). 

In summary, the effect of Pakistan's disintegration on Bangladesh's trade seems to be a 

substantial decline in trade. While there is ample evidence of trade reduction, there is an 

indication of some limited trade switching. 

An examination of the ex-post income elasticities of demand for imports, as mentioned 

earlier, provides a way of abstracting from the effects of other variables on trade flows. However, 

it attributes all changes in trade flows to the disintegration. In other words, it regards 

disintegration as the most important influence on the trade flows of the countries under 
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investigation. To address this problem we examine some of the factors that directly or indirectly 

influence exports of the rest of world to Bangladesh and (West) P a k i ~ t a n . ~ ~  Assuming again that 

the technique used by Balassa (1967) is symmetrical, it can be applied to Pakistan's disintegration. 

Following Balassa, we have analyzed three factors that influence exports of the rest of the 

world to Bangladesh and (West) Pakistan, along with the exports of the two disintegrated regions 

to one another. These include price effects, a competitive effect, and a disintegration effect The 

results of this excercise are reported in Appendix 4. The analysis of these effects on the rest of 

the world and on inter-wing exports to (West) Pakistan and Bangladesh reveals that there has 

been a trade reduction along with ample trade switching. (West) Pakistan has experienced mainly 

trade switching and Bangladesh has registered a trade reduction. To further identify these effects, 

the following import demand function is used to simulate extra-area and inter-wing imports of 

Bangladesh and (West) Pakistan. 

Mij = aiO + ailYi + ai2 Pfi/Pdi + a3iti (1) 

Where M = imports, Y = income, Pf and Pd are respectively foreign and domestic prices of the 

import good. t is the degree of protection measured by the ratio of tariff revenue to total value of 

imports. i = (West) Pakistan and Bangladesh. j = inter-wing and extra-area. 

Using the data for the 1954-1970 period, the import demand function (1) above, has been 

estimated, and the inter-wing and extra-area imports of Bangladesh and (West) Pakistan have been 

simulated for the 1954-1982 period.70 The actual and simulated imports are graphed in Figure V.2. 

For the postdisintegration period, both countries' imports from the rest of the world are much 

higher than the simulated imports, suggesting some trade switching, whereas actual inter-wing 

imports are much lower than the simulated imports, indicating a trade reduction. To measure these 

effects, a simple partial equilibrium model is developed next 

6 9  Notice that the exports of the rest of the world to Pakistan and Bangladesh are the same 
as the imports of the countries under investigation. 

7 0  The estimates of equation (1) are available from author. 
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Section 3 

A Partial Euuilibrium Model 

The empirical evidence presented above points out the changes in trade flows caused by the 

disintegration of Pakistan. Clearly, the demand for inter-wing imports had shifted towards the 

extra-area (rest of the world) imports, and inter-wing imports had declined. Assuming that the 

inter-wing and extra-area imports are close substitutes and that the supply elasticities are infinite, 

Figure V.3. represents (West) Pakistan and Bangladesh's trade situation before and after the 

disintegration. 

Let WP, B, R, and I denote respectively (West) Pakistan, Bangladesh, rest of the world and 

inter-wing trade. The letters D, S, P and M respectively represents the demand, supply, price, and 

imports. The solid and broken lines indicate respectively the situation before and after 

disintegration. 

Figure (2A) above indicates that prior to disintegration (West) Pakistan imported Qb of 

goods i from Bangladesh at the price Pb. It also imported Qr at the price Pr + t from the rest 

of the world. Thus the average per unit price of import goods i in (West) Pakistan can be 

calculated as follows: 

P* = 8 P b  + (1-8)Pr' (1') 

Where 8 = Qb/Q is Bangladesh's share in total imports of good i. Pr' > P* > Pr indicates that 

if the tariff rate t = 0, Pb > Pr=P*, then all imports might have come from the rest of the world. 

However, Bangladesh received preferential treatment and was protected from foreign competition. 

At the weighted average world price P* total imports are QT (Figure A2C). Where QT = 

Qb + Qr. At Pr' OQr is imported from the rest of the world (Figure A2B) and at price Pb 

Qr-QT (Figure A2C) is imported from Bangladesh. Again notice that the Qr-QT of Figure (A2C) 

equals OQb of the Figure (A2A). 
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After disintegration, a tariff is imposed on the imports of good i from Bangladesh. The 
b 

price Pb increases to Pb + t and imports start declining, moving along the demand curve Dp 
b 

(from point a towards c in Figure A2A). At point b along the demand curve Dp, Pr is less then 

Pb + t. Therefore, consumers will switch their imports to the rest of the world. 

At the price Pb', imports from Bangladesh declined to Qb', Qb' is less than Qb, while at 

the old price Pr', more is imported from the rest of the world. The decline in imports from 
b 

Bangladesh is indicated by the move along the demand curve Dp (Figure A2A). At the same old 

price Pr', the rise in imports from the rest of the world can be captured by a shift in the 
Y 

demand curve Dp. The quantity Qr' greater than Qr will be imported from rest of the world in 

the postdisintegration period. Further, Pb + t > Pr + t, Pb has to decline (to be equal to Pr), so 

that Bangladesh can retain some of its share in (West) Pakistan's total imports. 

The total demand for imports has declined, since Pr > Pr' = P*. That is P* has increased 

due to the imposition of tariffs on imports from Bangladesh. The new weighted average price 

would be equal to Pr + t, if the tariff on imports from Bangladesh is the same as that on imports 

from the rest of the world. 

The Qb Qb' (Figure A2A) indicates the decline in imports from Bangladesh caused by a rise 

in prices resulting from the disintegration. This is indicative of the trade reduction effect of the 

disintegration on (West) Pakistan's trade. However, at the old price Pr' QrQr' (Figure A2B) 

represents an increase in imports from the rest of the world. This indicates the trade switching 

effect. 

/ 

Consider the total demand curve Dp. Movement along the curve from a* towards b' 
7 7 

indicates a decline in imports (trade reduction). A shift of Dp to Dp', caused by a shift of import 
f Y 

demand curve Dp to Dp', indicates an increase in imports from the rest of the world (trade 

switching). During the postdisintegration period OQT' is total imports of which OQr' is imported 

from the rest of the world, and Qr'-QT' = Qb' from Bangladesh. The shaded and dotted areas 

represent respectively the trade reduction and trade switching effects of the disintegration on (West) 

Pakistan's imports. Similarly, analysis of Bangladesh's imports is presented in Figure 2B. 



The empirical problem is to measure the shaded and dotted areas of the two panels in 

Figure V.3. For this we need to measure the area Qrbb'Qr'. QT'b'aQT, Qrcc'Qr' and QT'c'dQT. 

This requires knowledge of the import demand functions Dp and Db. Once the import demand 

functions have been estimated the trade reduction can be measured as follows: 

Where TRw and TRb represent trade reduction respectively for (West) Pakistan and Bangladesh. 

Nw and Nb are the price elasticities of demand for imports; Q-and Q,are the predisintegration 
\ 

levels of imports; and ; is the tariff rate respectively of the two countries. Delta (V) indicates the 

change in tariff rates. 

The relationship (2) above provides a simple computable measure of the trade reduction. 

The trade switching effect, however, is more difficult to compute as it involves a shift in the 

import demand curve rather than movement along the curve. What we need is a measure of the 

distance b'b and c'c. If it can be assumed that the shift in the demand curve is solely due to the 

disintegration, then we can capture the extent of the shift with the help of a dummy variable. 
T 7 

This requires the estimation of the import demand functions Dp and Db. For example, in the 

linear import demand function below, the coefficient of the dummy variable D, q3 is exactly equal 

to the distance ab in Figure A2C above. 

Mi = qiO + qliYi + q2i Pfi/Pdi + q3iDi (3) 

Where D = 0 and 1 respectively in pre- and postdisintegration periods and all other variables are 

the same as before. 

Once the import demand function (3) above is estimated, the trade switching effect can be 

measured using the coefficient 4 3  as: 

VJ 

TSw = QT3b'aQy ab Pf(l+Vt ) 

b 
TSb = Q<c'dQT= cd Pf(l+Vt ) (4') 

Where TS represent trade switching and all other variables are same as before. 



In the loglinear formulation of import demand function, which is most popular among 

researchers, a simple transformation of the coefficient q3 can be used to obtain the distance ab 

and cd. Assuming that the import demand function is:71 

log Mi = gOi + glilog Yi + g2ilog(pfi/pdi) + g3iDi (5) 

The relevent effect of a dummy variable (D) on the imports can be measured by:12 

G = Iexp(g3)-11 

and therefore: 

After the disintegration there was no change in tariffs on imports from the rest of the 

world. Therefore, the term (l+Vt ) in relationship (4) above goes to 1. Assuming that l+Vt=l and 

substituting (7) above into (6), the trade switching becomes: 

TSb = Q (exp(g3 )-UP< 
7 

Once the import demand function has been estimated, the relationships (2) and (8) can be 

used to quantify the trade reduction and trade switching effects. The empirical problem further 

reduces to obtaining the estimates of the price elasticities and the coefficients of dummy variables 

q3 and g3 for the import demand functions (3) and (5) above. 

Finally, it should be mentioned that our measure of trade reduction and trade switching may 

look similar to the techniques previously used to estimate the trade creation and trade diversion 

effects; (Baldwin and Murray 1977; Akbar 1980, and Kumar & Akbar 1983). In fact, they are 

l1 The use of the loglinear specification may also help in avoiding the specification error 
caused by the incorrect functional form of the estimated import demand function. 

I *  Halvorsen, R. & R. Palmquist (1980), and Peter E. Kennedy (1985) have provided a simple 
explanation for the interpretation of the dummy variables on the semi-logarithmic functions. 
We have used former authors' approach. 



different in a number of ways. First, we are discussing a case of a tariff imposition consequent 

upon a disintegration. This makes our measures a reversal of those used in the above mentioned 

studies. Second, we are concerned with an economic disintegration, and in this respect suggested 

technique can be viewed as the first attempt to quantify the effects of a disintegration. Third, our 

measures of the trade reduction and trade switching effects are ex-post, and the proposed method 

is applicable only in a time series context. Fourth, our technique seems less general, since it varies 

with the specification of the import demand function, however it is free of some assumptions 

which may or may not be easily justifiable on a prior i grounds. For example, our method is 

free of the assumption of the benchmark year. or the year in which to expect the full effect of 

an integration to take place. Lastly, our method can be used to analyze the impact of 

disintegration on the various supplying regions. It can help in measuring the extent of trade 

reduction and switching experienced by each of the supply regions. 

Given that trade reduction and trade switching can be measured respectively by (2) and (8) 

above, the empirical problem reduces to obtaining the estimates for the price elasticities of demand 

for imports from the various sources of supply, and the coefficients of dummy variables q3 and 

g3. While there are no specific studies relating to Pakistan's disintegration and international trade 

flows, the methodology for estimating import demand functions for Pakistan is well established. 

Naquvi (1971). Mahmud (1981) and Naquvi, et. al; (1981) are the more recent st~dies. '~ Following 

essentially the procedures employed by these authors, we estimate a set of linear and loglinear 

import demand functions for ten commodity groups and total imports using annual data for the 

1951/52-1982/83 period. The use of annual data provides sufficient coverage of pre- and 

postdisintegration periods as well as sufficient degrees of freedom for the regression analysis. The 

empirical results are presented in the next section. 

7 3  Naquvi (1971) and Mahmud (1981) used a dummy variable technique to capture the effects 
of East Pakistan's separation on the imports and exports of (West) Pakistan, and concluded 
that the disintegration had no effect on the trade flows of (West) Pakistan. 



Section 4 

Empirical Results 

(West) Pakistan 

The demand functions specified in (3) and (5) above were estimated for (West) Pakistan's imports 

from the rest of the world (extra-area), and Bangladesh (inter-area), and for total imports (inter- 

and extra-area). Estimates for total imports and the ten commodity groups were made using the 

procedure of generalized least squares (GLS). The application of GLS method was warranted by 

the presence of autocor~elation.~~ A number of residual plots over time revealed the presence of 

first order autocorrelation, thus we used GLS technique to correct for this problem.7s The empirical 

results are reported in Tables V.7-V.12. 

As is clear, for both linear and loglinear specifications, the estimated coefficient of income, 

prices and dummy variables are in accordance with a p r i o r  i expectations. In most cases (linear 

as well as loglinear), coefficients of income and price variables are statistically significant and 

positive and negative respectively. They indicated the correct signs for the income and price 

elasticities. 

The coefficient of the income variable from both formulations (linear and loglinear) is 

significant for total imports, imports from the rest of the world, and imports from Bangladesh. 

While the coefficient of the price variable is significant for total imports and imports from the rest 

of the world, it is insignificant for imports from Bangladesh. The disaggregated data, however, 

provide better evidence for the effects of prices and income on the demand for imports in (West) 

Pakistan. 

7 4  Intial ordinary least squares (OLS) estimates of regression equations indicated the presence 
of serial correlation. Durbin-Watson statistics for a number of commodity groups has a value 
of less than one. Thus GLS first order correction has been used. In some of the cases, it 
did not help in correcting serial correlation and therefore a second order GLS was applied. 

7 5  From the GLS estimates, D-W statistics is close to a value of two. Therefore, it is 
assumed that the residuals are unrelated. That is, the problem of serial correlation does not 
exist any longer. 
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The disaggregated data indicate that, for the loglinear specification, the price coefficient is 

significant for six commodity groups in the case of total imports and in the case of imports from 

the rest of the world. However, it is significant only for two commodity groups in the case of 

imports from Bangladesh. The income variable proved to be significant for nine commodity groups 

in the case of total imports, eight for imports from the rest of the world, and six in the case of 

imports from Bangladesh. Similar estimates have been obtained from the linear specification of the 

import demand function. 

The estimates of the linear import demand function show that the price coefficient is 

significant for six, seven and one commodity groups respectively for total imports, imports from the 

rest of the world, and from Bangladesh. The income variable in the case of the linear estimation 

is significant in eight commodity groups for total imports; seven for imports from the rest of the 

world; and six for imports from Bangladesh. 

Generally, an insignificant coefficient for the price variable is difficult to reconcile with the 

theoretical framework. If imports from Bangladesh are substitutes for those from the rest of the 

world (no matter how imperfect) then an increase in the price level must imply a decline in the 

quantity of imports demanded. However, if the economy is experiencing a rise in overall prices 

along with the increase in imports, aggregate price indices data such as those utilized here may not 

show any decline in the demand for a particular commodity group. While this may be one 

explanation, it is certainly not the only one. (West) Pakistan's high dependence on imports may 

also be responsible for the insignificant relationship between import prices and the demand for 

imported goods. An increase in import prices with an increase in imports may also be 

manifestation of (West) Pakistan's greater dependence on imports from Bangladesh. This has been 

reflected by the insignificant coefficients of price variables for six commodity groups, in the case of 

imports from Bangladesh. 

The coefficient of the dummy variable from both formulations (linear and loglinear) is 

significant for total imports, imports from the rest of the world, and from Bangladesh. In the case 

of the loglinear specification, the dummy variable is significant for seven, nine and seven 

commodity groups respectively for total imports, imports from the rest of the world, and from 



Bangladesh. Similarly. in the case of linear specification it is highly significant for nine, eight and 

six commodity groups respectively for the three sources of supply. 

The statistically significant coefficient of the dummy variable implies a significant trade 

switching effect for the various commodity groups. This is a finding that is at variance with earlier 

studies dealing with the effect of the secession of East Pakistan on the trade flows of (West) 

Pakistan. 

As mentioned earlier, Mahmud (1981) and Naquvi et al. (1981) concluded that the 

separation of East Pakistan had no effect on the trade flows of (West) Pakistan. They used a 

similar technique as employed here and found the dummy coefficient to be insignificant in most 

cases. Their study, however, utilized a much shorter data series and thus perhaps was unable to 

identify the full effect of the disintegration. In the absence of any theoretical or empirical reasons 

to doubt our results, it can be argued that they are indicative of actual trade switching. An 

obvious explanation is the increase in demand for imports from the rest of the world for all 

commodities taken together, as well as the increase in imports of each commodity group. This 

perhaps is sufficient evidence to conclude that the disintegration has led to trade switching. 

To avoid the possibility that these results may be biased because of specification errors 

through ignoring some variables, time trend and lagged dependent variables were also introduced in 

the import demand function specified above. The inclusion of these variables, rather than 

improving the estimates, caused further problems.16 Further, the dependent variable (imports) were 

ploted against the independent variables (prices and income) to identify the functional form of the 

import demand function. In some cases, nonlinear relationship between the dependent and 

independent variables was suspected. This warranted the use of a loglinear specification of the 

import demand functions. 

l6  The signs and significance of the income and price variables were severely affected, 
possibly owing to the increased multicolinearity. .The estimates of the R-square were 
substantially high even without these variables; therefore, they were dropped from the 
specifications. 



Table V.13 presents the income and price elasticities implied by the figures presented in 

Tables V.7-V.12. While the signs of the elasticities are never altered because of the specification, 

both income and price elasticities estimated from loglinear specifications are generally larger in 

magnitude than those obtained from the linear model. This indicates generally a more elastic 

demand with respect to both income and prices than that implied by the average level of trade. 

Since imports of developing countries, particularly in the case of (West) Pakistan, have been 

generally increasing, a rise in elasticities may be implied over the period under con~ideration.~~ 

Considering the actual magnitude of elasticities, Table V.13 illustrates that they are 

substantially higher than what one would expect to find on an a prior i basis. The majority of 

the income elasticities are significantly larger than unity. This implies highly elastic demand, 

contrary to what one would expect in the case of developing countries. However, the problem is 

less serious when one considers disaggregated data. 

The linear specification provides ex-post income elasticities of: (i) 0.34 and 0.52 respectively 

of food and live animals and animal and vegetable oils and fats for total imports; (ii) 1.09 and 

1.30 respectively of machinery and transportation equipment and manufactured goods for imports 

from the rest of the world; and (iii) 1.03 and 1.42 respectively of manufactured goods and food 

and live animals for imports from Bangladesh. These estimates indicate that the disaggregated data 

at the level attempted here is able to generate reasonable results. 

The majority of price elasticities are significantly smaller than unity, indicating highly 

inelastic demands. This is what we would expect in the case of developing countries like Pakistan 

and Bangladesh. For example, the linear specifications imply elasticities of 0.74, 0.80, and 0.34 

respectively for the total imports, imports from the rest of the world and imports from Bangladesh. 

These estimates are not at all unreasonable. Similarly, corresponding figures for loglinear 
1 
i specifications are 1.06, 1.54, and 1.2, which indicates that the aggregate data at the level attempted 
F - here can generate reasonable results in the absence of appropriate price data. Since there is not 

much evidence to use as a comparison, we have accepted these estimates as they are. 

--- 
" This would somewhat limit our assumption of constant elasticities during the pre- and 
postdisintegration periods. 
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Trade Reduction and Trade Switching 

Using the price elasticities computed from both loglinear (LL) and linear (LN) specifications, trade 

reduction effects have been estimated using (2) above. Table V.14 depicts these calculations. Since 

the estimates of the price elasticities are lower in the linear case, this specification generates 

significantly lower trade reduction. If it can be assumed that the actual price elasticities lie 

between the two estimates, trade reduction amounts to between Rs.84.11 million (LN) and Rs.98.95 

million (LL) in terms of 1969/70 rupees. This is nearly 2.5% and 2.8% of predisintegration levels 

of imports. 

In the case of individual commodity groups the estimates range from Rs.1.61 million (LN) 

and Rs.2.42 million (LN) for miscellaneous manufactured goods, to Rs.24.57 million (LN) and 

Rs.1.05 million (LN) for manufactured goods. Estimates for individual commodity groups also 

suggest that substantial trade reduction has been experienced in such commodity groups as food 

and live animals iRs.14.80 million (LN) to Rs.34.15 million (LL)], crude materials iRs.2.41 million 

(LN) to Rs.1.76 million (LL)], miscellaneous commodities IRs.8.22 million (LN) to Rs.4.72 million 

(LL)], and chemical preparations and related materials iRs.0.54 million (LN) to Rs.5.0 million 

(LL)]. In percentage terms, trade reduction ranges from 3.3% (LN) of the change in imports to 

14.3% (LL) of the changes in imports for individual commodity groups. 

Table V.14 also shows the estimates of trade switching computed with the help of q3 and 

g3 respectively using (8) above. If the coefficient of the dummy variable was insignificant at 10% 

for a particular commodity group, it has been assumed that for this particular commodity group 

trade switching is zero. 

The computations indicate that total trade switching amounts to Rs.5851.49 million for the 

linear (LN) specifications and Rs.6007.22 million for loglinear (LL) in terms of 1969/70 rupees. 

For individual commodity groups, the estimates vary from Rs.6.77 million (LN) to Rs.O.10 million 

(LL) for beverages and tobacco, and Rs. 947.12 million (LN) for food and live animals, to 

Rs.823.47 million (LL) for animal and vegetable oils and fats. The important commodity groups in 

this regard are food and live animals iRs.353.64 million (LL) and Rs.174.12 million (LN)]; 



TABLE V. 14 
Estimates of the Trade Reduction and Trade Switching Effects 

of Disintegration on (West) Pakistan 

Linear Model Loglinear Model 

Commodity Trade - Trade - Total- Trade Trade Total 
Group Reduction Switching Trade Reduction Switching Trade 

All Commodities 

Food & Live 
Animals 

Beverages & 
Tobacco 

Crude Materials 

Animal & Veg. 
Oils/Fats 

Chemicals & 
Related Prep. 

Mineral Fuels 

Manufactured 
Goods 

Machinery & 
Trans. Equip. 

Misc. Manu- 
f actured Goods 

n/a 

1.61 

Misc. Commodities 8.22 

Source: Estimated using the results reported in Tables V.7-12. 

n/a - not available. 
* Calculated using insignificant coefficients. 



manufactured goods jRs.772.5 million (LL) and Rs712.03 million (LN)]; machinery and 

transportation equipment IRs.777.33 million (LN) and Rs.651.61 million (LL)]; chemical preparations 

and related materials IRs. 597.95 million (LN) and Rs.330.56 million (LL)], and crude materials 

jRs.227.00 million (LL) and Rs.143.53 million (LN)]. 

Comparing the estimates of trade reduction and trade switching, the calculations indicate that 

trade switching constitutes a larger percentage of total change in the trade flows. In fact, for some 

individual commodity groups such as food and live animals, manufactured goods, machinery and 

transportation equipment and miscellaneous commodities, the estimates of trade switching are much 

larger than those for trade reduction. 

The estimates of the total changes in the trade flows are also reported in Table V.14. Total 

trade has been estimated by subtracting trade reduction from trade switching. The total trade 

changes amount to Rs.5908.27 million (LL) and Rs.5767.38 million (LN) in terms of 1969170 

rupees. It ranges from Rs.6.77 million (beverages and tobacco, LN) to Rs.959.32 million (food and 

live animals, LN), and Rs.5.72 million (miscellaneous commodities, LL) to Rs.823.47 (animal and 

vegetable oils and fats, LL). From the viewpoint of changes in total trade, the important 

commodity groups are those which experienced higher trade switching or trade reduction. 

In summary, comparing the estimates of trade reduction and trade switching quoted above 

with the actual changes in trade during 1952-82, it may be concluded that (West) Pakistan's trade 

flows with the rest of the world and with Bangladesh were significantly affected by the 

disintegration. 

Bangladesh 

For Bangladesh's total imports (inter- and extra-area), extra-area imports (rest of the world), and 

Pakistan (inter-area), the demand functions specified as (3) and (5) above were estimated for the 

total imports and ten commodity groups using the procedure of generalized least squares. The 

empirical results are reported in Tables V.15-V.20. 



As may be seen from Tables V.15-V.20, the estimated coefficients of income, price, and 

dummy variables are in accordance with a p r i o r  i expectations (for both linear and loglinear 

specifications). In almost all cases (linear as well as loglinear) the coefficient of income variables is 

statistically significant and positive for imports from the rest of the world, as well as for total 

imports. However, in the case of imports from Pakistan, the income coefficient is significant only 

for three commodity groups. 

The coefficient of the price variable has been significant for all commodities taken together, 

imports from the rest of the world and total imports. However, it is not significant in the case of 

imports from Pakistan. The disaggregated data for the ten commodity groups show that the price 

variable has not been very significant in determining the demand for imports from the various 

sources. 

As is seen from Tables V.15-V.20, while having a correct sign in all cases, the coefficient of 

the price variable is significant only in less than half the commodity groups. One possible 

explanation for a number of low significant and/or insignificant coefficients for the price variables 

could be that Bangladesh had to rely heavily on imports from the rest of the world. 

Bangladesh is a small open economy that is very underdeveloped and affected by serious 

shortages of commodities. Its import needs range from basic necessities (such as food) to the 

technical equipment (including machinery and transportation equipment, semidurable and durable 

goods). For this reason, Bangladesh has had to be a price taker. This has been reflected in a low 

or insignificant price coefficient for the import demand function. 

The coefficient of the dummy variable from the loglinear specification is signficant only in 

two cases for total imports, and for imports from the rest of the world. However, it is signficant 

for all cases for the import demand from Pakistan. Contrary to this, the dummy coefficient from 

the linear specification for the import demand function is significant in nine, eight and nine 

i commodity groups respectively for total imports, imports from the rest of the world, and for 

/ imports from (West) Pakistan. This reflects the trade switching effect of the disintegration on 
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To avoid the possibility that these results may be biased due to the specification errors 

because of missing some variables, time trend and lagged dependent variables were also included in 

the import demand specifications. Rather than improving the results, the inclusion of these 

variables created further problems.'* 

Table V.21 presents the income and price elasticities implied by the estimates presented in 

Tables V.15-V.20. While the signs of the elasticities are not altered because of the specification, 

both income and price elasticities estimated from loglinear specifications are generally larger in 

magnitude than those obtained from the linear model. This suggests a generally more elastic 

demand with respect to both income and prices than that implied by the average level of trade. 

Since Bangladesh's trade and particularly its imports have been generally increasing, it may imply 

growth in elasticities over the time period under consideration. This would somewhat vitiate our 

assumption of constant elasticities during the pre- and postdisintegration periods. 

The estimates indicate that the actual magnitudes of the price elasticities are substantially 

higher than what one would expect to find on an a prior i basis. In the case of loglinear 

specifications for example, the estimates for imports from the rest of the world and total imports 

are larger than unity, suggesting a highly elastic demand. For some of the commodity groups 

estimates are not at all in accordance with a prior i expectations. However, the estimates of the 

price elasticities from the linear specifications are less than unity for a number of commodity 

groups as well as total imports from the three sources of supply. This may implies that the linear 

specification is able to generate better results in the absence of appropriate price data. 

The estimates of the income elasticities of demand for total imports, imports from the rest 

of the world, and imports from Pakistan are also somewhat higher in the case of the loglinear 

specification than what one would expect. In almost all cases the estimated coefficients of the 

income elasticities of demand for imports are greater than unity, indicating a highly income elastic 

demand for imports. 

'* See footnote No. 76 at page 117. 
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It is difficult to reconcile the difference in estimates of two import demand function 

specifications. However, the linear specification provides estimates of income elasticities which are, 

in most cases, less than unity. These estimates are closer to a prior i expectations. It should be 

noted that the data particularly on Bangladesh trade flows are not quite as reasonable as one 

would like to obtain. This may have affected, to some degree, our estimates of income and price 

elasticities. 

Trade Reduction and Trade Switching 

Using the price elasticities computed both from loglinear (LL) and linear (LN) specification, the 

trade reduction effect has been estimated using (2) above. Table V.22 presents these calculations. 

Since the estimates of price elasticities are lower in the linear case, this specification generates 

considerably lower estimates. If it can be assumed that the actual elasticities lie between the two 

estimates, then trade reduction amounts to between Rs.333.42 million (LN) and Rs.465.81 million 

(LL) in terms of 1969170 rupees. This is nearly 22% and 31% of the predisintegration level of 

imports. 

In the case of individual commodity groups, the estimates range from Rs.4.23 million (LN) 

and Rs.0.34 million (LL) for animal and vegetable oils and fats, to Rs.105.55 million (LN) and 

Rs.255.88 million (LL) for manufactured goods. 

Estimates for individual commodity groups also indicate that a substantial trade reduction has 

been experienced in such commodity groups as crude materials IRs.72.85 million (LN) and Rs.60.57 

million (LL)]; miscellaneous commodities IRs.57.43 million, (LN) and Rs.105.68 million (LL)]; food 

and live animals IRs.6.18 million (LN) and Rs.71.73 million (LL)]; machinery and transportation 

equipment IRs.17.70 million, (LN) and Rs.33.51 million (LL)], and miscellaneous manufactured 

goods IRs.8.31 million (LN) and Rs.48.59 million (LL)]. It should be noted that the trade 

reduction in the case of all commodities taken together has been much higher for Bangladesh than 

for (West) Pakistan. 



TABLE V . 2  2 
Estimates of the Trade Reduction and Trade Switching Effects 

of Disintegration on Bangladesh 

Linear Model Loglinear Model 

commodity Trade - Trade - Total- Trade Trade Total 
Group Reduction Switching Trade Reduction Switching Trade 
- 

~ l l  Commodities 333.42 

Food & Live 6.18* 
Animals 

Beverages & 20.15 
Tobacco 

Crude Materials 72.85 

Animal & Veg. 4.23* 
. Oils/Fats 

Chemicals & 23.16 
Related Prep. 

Mineral Fuels n/a 

Manufactured 105.55 
Goods 

Machinery & 17.70 
Trans. Equip. 

Misc. Manu- 8.31 
factured Goods 

Misc. Commodities 57.43 

Source: Estimated using the results reported in Tables V.15-20. 

* Calculated using insignificant coefficients. 
n/a - not available. 



Table V.22 also presents estimates of the trade switching effect calculated with the help of 

q3 and g3 respectively using (8') above. If the coefficient of dummy variables was insignificant for 

a particular commodity group, we assume that, for this commodity group, trade switching is zero. 

The computations reveal that total trade switching amounts to Rs.3351.38 million for linear 

specification and Rs.732.01 million for loglinear specification in terms of 1969/70 rupees. For 

individual commodity groups the estimates vary from Rs.96.46 million (miscellaneous manufactured 

goods) to Rs.952.53 million (manufactured goods) in the case of linear specification. However, in 

the case of the loglinear specification, estimates of trade switching vary from Rs.1.59 million 

(miscellaneous commodities) to Rs.210.84 million (machinery and transportation equipment). The 

important commodity groups in this regard are food and live animals iRs.467.3 million, (LN) and 

Rs.131.07 million (LL)]; machinery and transportation equipment IRs.879.55 million (LN) and 

Rs.217.84 million (LL)]; crude materials IRs.353.04 million, (LN) and Rs.140.47 million, (LL)]; 

animal and vegetable oils and fats iRs.347.49 million, (LN) and Rs.470.27 million (LL)]; chemical 

preparations and related materials iRs.243.39 million (LN) and Rs.175.05 million (LL)], and 

miscellaneous commodities iRs.120.95 million, (LN) and Rs.1.59 million (LL)]. 

Comparing estimates of trade reduction and trade switching, the calculations indicate that 

there are some cases in which trade reduction has been much larger than trade switching. In fact, 

for some individual commodity groups such as manufactured goods, miscellaneous manufactured 

goods, and beverages and tobacco, estimates of trade reduction are much larger than those for 

trade switching. This finding is at variance with our earlier estimates of ex-post effects of a 

disintegration on Bangladesh's trade flows. This may also be an indication of the possibility that 

actual trade switching was limited to less than what is implied by the calculations because of other 

factors. An obvious explanation is the delay caused by the time required to find new import 

markets. 

The estimates of total change in trade flows are also reported in Table V.22. The total 

change in the trade flows amounts to Rs.3017.96 million (LN) and Rs.266.20 million (LL) in terms 

of 1969/70 rupees. It ranges from Rs.63.52 million (LN) for miscellaneous commodities to 

Rs.861.85 million (LN) machinery and transportation equipment in the case of the linear 



specification. However, in the case of the loglinear specification, it varies from a reduction in total 

trade of Rs.104.09 million for miscellaneous goods to as high as Rs.177.33 million for machinery 

and transportation equipment. The important commodity groups, from the viewpoint of a change in 

total trade, are those that experienced higher trade reduction and trade switching effects. 

In conclusion, it should be mentioned that Bangladesh's trade flows have experienced both 

the trade reduction and trade switching effects of the disintegration. It is also important to note 

that the disaggregated data indicate a substantial trade reduction in the case of four commodity 

groups: beverages and tobacco, manufactured goods, miscellaneous manufactured goods, and 

miscellaneous commodities. Comparing the estimates of trade reduction and trade switching quoted 

above with the actual changes in trade experienced during the 1952-82 period, it may be 

concluded that Bangladesh's trade flows have not been able to fully recover from the effects of 

disintegration. 

The discussion above reveals that both (West) Pakistan and Bangladesh have experienced 

trade reduction, and there is strong evidence of trade switching. The rise in the rest of the world's 

exports to the two countries illustrates that the disintegration has been beneficial for the rest of 

the world, whereas it has been detrimental for inter-wing trade. In the following part, we conclude 

with a summary of the main conclusions and findings in the theoretical and empirical analysis 

above. 



Summary, Conclusions and Limitations 

Since World War 11, a number of countries have disintegrated and separated into smaller units and 

there are yet some in danger of fragmentation. This study has identified disintegration as an 

important area for research. Extensive literature on economic integration exists, but there is none 

available on disintegration. This study has tried to fill this gap. For this purpose, the theory of 

economic integration has been used to examine the effects of Pakistan's disintegration on 

international trade flows. 

To provide some background information on Pakistan's disintegration, a brief discussion on 

the political economy of Pakistan from creation to disintegration has been presented in Part I. It 

has been suggested that there were perhaps three economic reasons for the creation of Pakistan 

August 14, 1947: (1) poor economic development of the Muslim majority regions in the Indian 

subcontinent, which fostered political discontent which in turn led to the demand for a Muslim 

state; (2) distinct economic interests of Muslims and non-Muslims and the desire for the former to 

have control over their economic resources and some influence in decision-making; and (3) the 

collusion of the economic interests of the various Muslim subgroups in India. 

The economic situation of Pakistan has also been analysed, since the economic conditions of 

the 1947-71 period have largely been blamed for its disintegration on December 16th, 1971. 

Specifically, the disintegration has been linked to the economic disparity between former East and 

West Pakistan. In this context, it has been concluded that there were many reasons for persistent 

regional economic inequality and growing disparity between the two regions of undivided Pakistan. 

These include: (1) a lack of private investment, which led to the poor industrial growth of East 

Pakistan, while West Pakistan enjoyed the benefits of private economic activity; (2) an inequitable 

allocation of foreign aid and government development expenditure between East and West Pakistan; 

(3) East Pakistan did not receive its fair share of foreign exchange resources, and thus was unable 

to import the necessary raw material and other equipment required for industrial development; (4) 

East Pakistan could not develop a basic infrastmcture, while West Pakistan was growing due to the 



enormous amount of public sector allocations; and (5) the discriminatory commercial, trade, and 

exchange rate policies which caused some transfer of resources from East to West 

Part I1 of this study provides an extensive survey of the theoretical literature on integration, 

highlighting the main weaknesses. While there have been many attempts at theorizing the existence 

of the various PTAs, unfortunately some important questions remain unanswered. For this reason, 

in Part 111, a simple general equilibrium model has been used to provide some explanation for the 

creation and survival of a preferential trading arrangement. In this context, this study suggests that 

the potential for economic gain is necessary for the formation of a PTA notwithstanding the social, 

political and other non-economic reasons for creating a specific PTA. The realization of economic 

benefits is needed for the survival of a PTA. 

The potential for economic gains depends on the relative magnitude of the terms of trade 

and the tariff revenue effect of a PTA. Moreover, the terms of trade effect has been linked to 

the pre-PTA tariff rates and the trading pattern of the member countries. In this connection, it 

has been shown that if the pre-PTA tariff rates are optimal, and if a country that trades 

extensively with nonmembers had very little trade with potential members prior to PTA, then the 

possibility exists for economic gains from a PTA. 

The continuation of a PTA depends on market stability conditions. The stability conditions 

are linked to the elasticities of demand for imports and the marginal propensities to save export 

and consume import goods in the member countries. Finally, it has been shown that the effect of 

changes in terms of trade and the tariff revenue on income and the balance of trade depends on 

these propensities and the elasticity of demand for imports. These variables reveal the demand and 

supply conditions which ultimately govern trade flows. 

This study suggests that the effects of disintegration can be analyzed using the theory of 

integration. The advantage of this assumption is that the effects of a disintegration are symmetrical 

to those of an integration. To use the theory of integration for examining a disintegration, a brief 

critical survey of existing methods of analysing the effects of an integration on international trade 

flows is presented in Part IV. 



There are many techniques for quantifying the effects of a preferential trading arrangement. 

None of these, however, can be considered separately as an entirely satisfactory method. The 

reasons lie in the assumptions made to measure the impact of integration on international trade 

flows. The estimates of trade creation and trade diversion are influenced by a number of factors; 

for example, the selection of the benchmark year, the length of pre- and postpreferential trading 

arrangement periods, and the technique used to isolate the effects of a preferential trading 

arrangement from other variables, which directly or indirectly govern international trade flows. 

Improving upon some of the existing methods, a simple partial equilibrium model has been 

developed to analyze the effects of a preferential trading arrangement on international trade flows. 

It has been shown that trade creation can be measured by the movement along the demand curve, 

and trade diversion can be captured using the shifts in demand curves. Working backward on this 

model, a simple partial equilibrium framework has been used to identify the effects of a 

disintegration on international trade flows. 

The effects of disintegration have been analyzed in terms of the changes in trade flows, 

while the changes in trade flows are classified as trade reduction and trade switching. Trade 

reduction has been defined as the decline in trade brought about by the substitution of domestic 

production for imports from former partners. The trade switching effect has been defined as the 

substitution of some imports from the nonpartner for those of the former partner countries. To 

identify these two effects a simple partial equilibrium model has been proposed. In this context, 

the two main conclusions are: (1) the ordinary demand curve will shift to the right as a result of 

the disintegration; and (2) trade reduction can be quantified by the movement along the demand 

curve, while trade switching can be captured using the shifts in demand curves. 

In empirical Part V, two different methods have been used to analyze the effect of 

Pakistan's disintegration on international trade flows. First, a model similar to that of Balassa 

(1967) has been used to identify the trade reduction and trade switching effects of a disintegration. 

Second, a partial equilibrium model has been developed to measure these effects. 



It has been suggested that Pakistan's disintegration perhaps has not affected the income 

elasticities of demand for imports from Bangladesh and the rest of the world. Following Balassa, it 

has been shown that: (i) a decline in the ex-post income elasticity of demand for inter-wing 

imports indicates a trade reduction; (ii) an increase in the ex-post income elasticity of demand for 

total (inter- and extra-area) imports depicts gross trade switching; and (iii) proper trade switching 

has been indicated by an increase in the ex-post income elasticity of demand for imports from the 

rest of the world. Similar results hold for the changes in the trade flows of Bangladesh. 

The ex-post income elasticity of import demand has been defined as the ratio of the 

average annual rate of change in imports to that of the gross domestic product. The average 

annual growth rate of imports from the various sources of supply and the gross domestic product 

were estimated for (West) Pakistan and Bangladesh. The results indicate: 

(1) (West) Pakistan has experienced substantial trade switching and very limited trade 

reduction. 

(2) Bangladesh has recorded a substantial decline in trade and there is ample evidence of 

trade switching. 

Three factors which directly influence exports of the rest of the world and inter-wing 

exports are also examined. These include: (i) price effect, (defined as the difference between 

imports in current and constant prices); (ii) competitive effect, (defined as the difference between 

the actual and hypothetical imports in constant prices); and (iii) disintegration effect, (defined as 

the difference between the two sets of hypothetical imports into a country under investigation). 

The hypothetical imports are calculated by applying the actual growth rates of imports in the pre- 

and postdisintegration periods respectively to the 1969/70 imports of each commodity group, and all 

commodities taken together. The results point to the existence of all three factors influencing the 

rest of the world's and inter-wing exports to (West) Pakistan and Bangladesh. It was revealed that 

there has been trade reduction, along with trade switching, as a result of Pakistan's disintegration. 

To quantify the trade switching and trade reduction effects, a simple partial equilibrium 

model has been developed. Utilizing the movements along and shifts in a demand curve, a simple 



computable measure of trade reduction and trade switching effects has been derived. A binary 

variable technique has been used to capture the shift in the demand curve. The extent of the shift 

has been captured by a dummy variable in the estimation procedure, which uses a time series data 

to compute the import demand function. 

Next, the import demand functions have been specified and are estimated using the 

generalized least squares procedure. The linear as well as loglinear import demand functions have 

been estimated to provide two comparable sets of trade switching and trade reduction effects. 

A regression analysis has been used to estimate the price and income elasticities of demand 

for imports and the coefficients of dummy variables for the linear and loglinear specifications of 

import demand functions. For this purpose, three distinct flows; total (inter- and extra-area) 

imports, imports from the rest of the world (extra-area), and inter-wing imports are used for 

(West) Pakistan and Bangladesh. 

The trade reduction and trade switching effects of disintegration on (West) Pakistan and 

Bangladesh have been estimated using price elasticities and the coefficient of dummy variables. The 

results from this set of empirical analysis lead to the following conclusions: 

(1) (West) Pakistan's trade reduction ranges from Rs.84.11 million (LN) to Rs.98.95 million 

(LL) in terms of 1969/70 rupees, which is nearly 2.5% and 2.8% of the predisintegration level of 

imports. Individual commodity groups also have registered a trade reduction. In percentage terms, 

trade reduction ranges from 3.3% (LN) of the changes in imports to 14.3% (LL) of the changes in 

imports for individual commodity groups. 

(2) The estimates of trade switching for (West) Pakistan indicate a total trade switching of 

Rs.5851.49 million for the linear specification of import demand function and Rs.6007.22 million for 

loglinear specification in terms of 1969/70 rupees. The individual commodity groups also indicate 

trade switching. 

(3) Trade switching constitutes a larger percentage of total changes in trade flows. In fact, 

for individual commodity groups such as food and live animals, manufactured goods, machinery 



and transportation equipment, and miscellaneous commodities, the estimates of trade switching are 

much larger than for trade reduction. 

(4) Comparing the estimates of trade reduction and trade switching effects and the actual 

changes in trade experienced during 1952-82, it can be concluded that (West) Pakistan's trade with 

the rest of the world and Bangladesh has been seriously affected by disintegration. 

(5) Trade reduction for Bangladesh ranges from Rs.333.42 million to Rs.465.81 million in 

terms of 1969/70 rupees, which is nearly 21% and 31% of the predisintegration level of imports. 

(6) The estimates for individual commodity groups also indicate a substantial reduction in 

Bangladesh's trade. The commodity groups; crude materials, miscellaneous commodities, food and 

live animals, machinery and transportation equipment, and miscellaneous manufactured goods 

recorded the highest trade reduction. The estimates of trade reduction for Bangladesh's imports of 

all commodities, taken together, are much higher than those obtained for (West) Pakistan. 

(7) Bangladesh has also experienced substantial trade switching which ranges from Rs.3351.38 

million (for linear specification of import demand function), to Rs.732.01 million (for loglinear 

specification) in terms of 1969/70 rupees. The individual commodity groups also indicate trade 

switching of varying degrees. 

(8) Comparing the estimates of changes in trade flows experienced by Bangladesh, we find 

that for some individual commodity groups, such as manufactured goods, miscellaneous 

manufactured goods, and beverages and tobacco, the estimates of trade reduction are much larger 

than trade switching. 

(9) Bangladesh's trade flows have indicated both trade reduction and trade switching effects 

of the disintegration. However, trade switching in the case of Bangladesh has been much smaller 

than that in the case of (West) Pakistan. Furthermore, trade reduction for Bangladesh has been 

much larger than that experienced by (West) Pakistan. 

Notwithstanding the limitations mentioned in the following section, this study has achieved a 

reasonable level of success. As far as the author is aware, this is the first attempt to analyze the 



effects of Pakistan's disintegration in any reasonable detail. In addition, this study furnishes as a 

by-product evidence on the parameters of (West) Pakistan's trade with the rest of the world and 

trade between Pakistan and Bangladesh. 

Specifically, estimates of the price and income elasticities demand for imports in (West) 

Pakistan and Bangladesh are presented for a large number of commodity groups from the various 

sources of supply. In this context, calculations indicate that for the majority of commodity groups, 

both price and income elasticities are substantially higher than what is generally accepted in the 

context of developing countries such as those considered here. 

This study also generates, for the first time, conclusive evidence of the trade reduction and 

trade switching effects of Pakistan's disintegration. In this connection, estimates imply a trade 

reduction effect of approximately 3% and a trade switching effect of nearly 30% of the 

predisintegration level of (West) Pakistan's imports. For (West) Pakistan, the important commodity 

groups which experienced substantial trade reduction and trade switching are: manufactured goods; 

machinery and transportation equipment; chemical preparations and related materials; animal and 

vegetable oils and fats; food and live animals, and miscellaneous manufactured commodities. 

Similar results have been obtained for Bangladesh. 

The estimates of the trade reduction and trade switching effects experienced by each country 

were compared with the actual changes in trade during 1952-82. It may be concluded that (West) 

Pakistan and Bangladesh have not been able to reach the trade flows which would have been 

reached in the absence of disintegration. However, steadily improving trade relations between 

(West) Pakistan and Bangladesh have prevented the full decline in trade which might have been 

expected as a result of the disintegration. 

The study has also provided important results for both theoretical and empirical analyses. 

For the theoretical analysis, this study has provided a different approach to the explanation of 

PTAs. The new concepts of trade reduction and trade switching consequent upon a disintegration 

have also been developed. A simple framework for estimating these effects has been proposed, and 

important empirical conclusions have been drawn. 



Finally, this study is by no means exhaustive, it can only be regarded as a first step in the 

right direction towards analyzing the effects of a disintegration. In this respect, it has provided 

substantial groundwork for further research in the area of integration, as well as in that of 

disintegration. 



Limitations 

As is invariably the case with empirical studies, the present study is not entirely free from 

shortcomings which limit its scope and contributions. 

It is evident that the data used are not the most suitable for the purpose. While the data 

on the volume of imports may be taken to be reasonably satisfactory in the case of (West) 

Pakistan's trade flows (even though these sometimes had to be disaggregated over a number of 

diverse commodity groups), the data on the other variables are generally no more than reasonable 

proxies. No price data for Bangladesh are directly available for individual commodity groups. This 

study, therefore, had to make do with aggregate indices. 

The data for (West) Pakistan and Bangladesh's total imports and exports to and from the 

rest of the world, as well as data for inter-wing trade, were available for both the pre- and 

postdisintegration periods. However, the disaggregated data for (West) Pakistan and Bangladesh for 

the predisintegration period had to be separated from that of the total imports and exports of 

undivided Pakistan. This may have created some error in computations. In view of this, the 

aggregate results relating to the total imports of the two countries, i.e. (West) Pakistan and 

Bangladesh, are relatively reliable. 

Apart from the problems of data, the study may also suffer from specification bias. If the 

assumptions of constant supply elasticity are not correct, the import demand function cannot be 

appropriately identified, introducing bias in the coefficients. Moreover, there are the usual problems 

of multicolinearity and serial correlation. The former, in particular, kept us from further improving 

the specification. 

Trade, and particularly imports in the developing countries such as Bangladesh and (West) 

Pakistan are subject to a number of quantitative restrictions and administrative regulations which 

are frequently altered. This could not be taken into account and may have resulted in some bias, 

both in the computations as well as the identification of trade reduction and trade switching effects 

for each of the regions investigated. 



After the disintegration, Pakistan adopted a liberal trade policy. The currency was also 

devalued twice during the early 1970s. The impact of these measures on the trade flow have not 

been isolated from that of the disintegration. Moreover, the benefits from the dynamic effects of 

integration - creation of Pakistan in 1947 - are irreversible in the event of a disintegraion. The 

technique proposed in this study is unable to incorporate these factors in studying the effects of a 

disintegration. 

It is generally known that (West) Pakistan's and Bangladesh's trade flows are subjected to a 

variety of nontariff barriers (quotas, and other restrictions). Lacking precise information on these 

restrictions, we have not been able to account for the distortions in the import demand functions 

estimations. While their presence may partly explain why actual changes in the trade flows have 

been larger than those implied by the disintegration, their exclusion may also have introduced 

some specification error, biasing the results. This may be particularly important because the 

commodity groups experiencing large changes are also those that are subjected to most of these 

restrictions. The results of this study, therefore, must be viewed as preliminary, and their 

robustness remains to be checked. 



APPENDIX 1: DERIVATIONS FOR PART 111 

TARIFF RATES -- 
The income maximizing tariff rates are derived as follows: 

Step-I Consider 

For country A, this 

Define the relative 

equation I of the model presented in Part 111. 

i i i i 
= P.X. + Pj-lxj-l 

J J 

equation can be written as: 

price of importables in terms of exportables: 

Country A exports good 1, so 

Dividing equation 1 by pA we obtain, 
1' 

Adding tariff renevue to (21, we get 

A A A  
IlA + pAI$ + X: + pAx; + t P M 
1 

only country 
Notice that country A Iradehith / B, so pB = PB/pB is the 2 1 

8 

same as the world price P faced by the consumers in country A.  



Totally differentiate equation ( 3 )  to obtain the change in real 

income. 

A A 
Shift D dP to Right hand side and substitute dxA + pAdx; = 0. 

2 1 

Given that the espression dxA + pAdx$ = 0 along the production 
1 

possibility frontier, the above expression becomes: 

A A A  A A A  A A A  
dD1 + P dD = -(D - X2)dP + dt P M 2 2 

A A A  Define dyA = dD + P dD as changes 1 2 
A A 

M = D~ - X is imports of good 2. 
2 2 2 

above, 

A A A B A  dyA = -M dP + dt P M 

Step-I1 Consider equation VI of 

In terms of the relative price 

written as 

in real income for country A, and 

Substituting dyA and M~ in (4) 
2 

the model in Part 111. 

for country A, this can be 

A A B P = ( l + t ) P  (6  1 

To obtain the changes in real income evaluated at the world 



prices, substitute ( 6 )  into ( 3 )  and solving it, we obtain 

A B A  A A B A  A B A  D l +  ( 1 + t  ) P D 2 = X 1 +  ( 1 + t  ) P X 2 + t P M  

A B A  A B A  A B A  A B A  A B A  D + P D  + t P D  = X 1 + P X 2 + t P X  + t P M  1 2 2 2 
A A A Substitute M = D = D' - X in the above expression 

A B A  A B A  A B A  A B A  A B A D + P D  + t P D  = X  + P X  + t P X  +tBpBLl:-tPX2 
1 2 2 1 2 2 

Collecting the terms in the above expression, yields: 

To obtain the changes in real income, totally differentiate (7) above. 

A A A A 
Add and subtract P dD from L.H.S. and P dX from R - H - S  

2 2 



A A Taking pBdD; + D; + D;dpB - P dD t o  R.11-S, gives: 
2 

Rearranging terms, 

Again from the  product ion p o s s i b i l i t y  f r o n t i e r ,  

A A A  B B A 
dX1 + P dX2 = 0 and tak ing  P , dP and P common we get  

A A A  A A B  B A A a 
dD1 + P dD2 = (X2 - DZ)dP + P ( d ~ ;  - dDZl + P ( d ~ ~  - dX2) and 

t h i s  can be s i m p l i f i e d  to:  

A A A A A A I3 A A + P ~ ~ D ;  = (x2 - D )dpB + P ( d ~ ~  - dx2) - P ( d ~ ~  - dx2) 
2 

and 

A A A B  B A A + P ~ ~ D ;  = (x2 - D ~ M P  + (pA - P ) ( d ~ ~  - dx2) 

A A A  
Given t h a t  dD1 + P dD2 = dyA and 

A 
M = x ~ - D  A 

A A 
we can s o l v e  f o r  dM & dY as :  

A A A A dM = d x A - d D A  = dM =-dD + d x A = - [ d D A - d X  1 
A B A 

dyA = +M dpB + (pA - P - [ d ~ ~  - dX I 



where pA - P B = tApB or t A P * and P = P then dY A * B 

A D  A D  A becomes -M dP + t P dM (8) 

To derive tA assume that the change in real income is equal to 

zero; i. e. , dyA = 0 ,  thus (8) above can be solved to obtain 

A t as follows: 

or 

A B  A B  A -MdP + t P d M  = O  

This can be written as: 

Step-I11 Consider equation V of the model in Part 111. 

i K 
= M.. Mj-i,~ J I  



For country A, this can be written as 

pBMA = MB 

Taking a relative change, the above expression becomes: 

B A Divide (V' 1 above by P M to obtain: 

pBdMA MAdpB dMB 
+ - -  - and P ~ M ~  = M~ 

pBMA pBMA pBMA 

^ A  -'B A B 
To find M /P , divide (V A )  above by P 

iB d~~ pB 
- Notice that the term - - - - b 

= C , i. e . ,  elasticity 
pB MB dpB 



of demand for imports in country B, and this can be written as: 

A Substitute (V B )  above into ( 9 ) ,  and solve for t as: 

This is the income maximizing tariff rate for country A. 

Similarily, we can derive income maximizing tariff rate for 

country C as, 

coHl;t43 
Notice that country C trades with onlyjB and imports good 2 from B 

in exchange for good 1. 

B 
To derive t , we modify equation V of our model, since B 

B B A 
tr,ades with both A and C. Assume that p = (1 + t )p and 

B * B * 
(1 + tB)pC = (1 + t )P , i. e., = P = P for country C. 

The expression of change in real income for country B can be 

written as 

B B *  B * B  dY = -M dP + t P dM 

Notice that equation (12) above is similar to (8). Again assuming 



that initial changes in real income are zero, equate (12) to 

zero, 

Equation (13) is parallel to (9) above. 

Repeating step I 1 1  above for country B, the balance of trade 

constraint for B can be written as: 

Taking a relative change for (VI) above, we get: 

* B *  A M ~ ~ P  + M d~ = d~ + d~ 
C 

* B . Divide (VI ' above by P M 



From 
* B  A C P M  = M  + M ,  

C C 
Divide and mu1 t iply I  ' ' 1 above by MA/MA and M /M 

MA MC * *  MA MC *B MA -- MC A - M~ 
p + -  M = dM + MA C 

A A C  C A C 
- dM 

MA MC MA MC M (M  +M 1 MC M (M +M 1 MA 

MA 
- 

MA + MC 
Define 8 = -  - = 1 ( V I I )  A C 

M +M MA + MC 



h substituting (VII) - (VII"') into (VI'") above, we obtain 

i 
A * 

To find 7 divide (VIII 1 above by P and solving for tB: 
P 

Define 

and 

Summary of results, 



i 
For t > 0, we need elasticity of demand for imports to be greater 

than one. Moreover, for country B which trades with both 

countries A and C, elesticities would be weighted by the relative 

shares of A and C in total imports of B. 

PRICES 

Domestic and international prices can be derived as follows: 

For country A, equation 1 1  

I 1 1  can be written as: 

A A A yA) 
D, = D , (P , 

* A 
MA = MA(p , t 

A A A  x, = X,(P 

pBMA= MB 

A * pA = (1 + t )P 

B * 
MB = M (P 

Derive the domestic and foreign 

- VI and VIII of the model in Part 

I I 

I I I 

I V 

v 

v I 

VIII 

import demand functions in terms 

of relative change. For this purpose totally differentiate I I I, 

IV and VIII. 

A 
( i )  .Totally differentiate (111) above and solve for dM . 



Multiply (IIIA) above by - 
P MA 

A P 
* 

crM 
Define - - a * = -C and substitute into (IIIB) above. 

a P MA 

-A Divide (IIIC) above by MA and solve for M . 

dM A 1 crM A 
a ̂ *  - = - Z  p + -  - 

M~ 
* dtA 

MA crt 

1 oM A 

where /3 = - - 
M~ crt A 

- A (ii) Totally differentiate (IV) and solve for P . 
A A * 

P = ( l + t ) P  



(iii) Totally differentiate (VIII). We obtain: 

MB = MB(p*) 

Define 

aMB P* 
* 

-- P MB 
= z b  and multiply (VIIIA) above by - 7 

UP* , M~ M' ' P 

Step-2 

For country A, balance of trade constraint equation V above 

can be written as: 

B A  B P M  = M  

' A  B 
P M  = M  

Totally differentiat above 

* B P = P  

^ B  expression and solve for M 



" * 
Substitute (15) and (17) into (18) and solve for P 

" * 
-P (1 - Ca) + Chi* = pdt A 

Define Ca + Cb - 1 = Aa 

Substitute (19) into (16) 

Step-3 

A A A 
To find ' P ' ,  define M = D - X , and totally differentiate 

" A 
to find M 

A A A A A M ~ = D  ( P . Y  - X  (P 



c r ~ ~  pA a cr D A where - -- a 
crxA pA 

= -n , PA7 = r and - - - a - e and thus 
crpA MA cry crpA MA 

A 
dM can be written as: 

From equation (8) 

A Thus dM becomes 

a a 
r A * r 

a ^A - 
d~~ = -M~(; a + e )P - M ~ P  + -  t A ~ * d ~ A  

P P A 

Substitute pA = (1 + tA)p* into above expression for d~~ and 

^ A 
solve for M . 

a * a r 
AdP + 

r 
A A a  a A A  A *  A dM = - M  (n + e  ) P  - A * M  

t P d M  
(l+t )P  (l+tA)p 



^ A  - *  1 
From equation (16) P = P - A 

A dt . Substitute this into 

A above expression and solve for M . 

Define 
1 

above. 

and rSa = (l+tA)wa & substitute into 



Notice that equation (21) is just parallel to equation (15). so 

equivating the coefficients of the two equations, we suggest 

that: 

and 6 = - wa(i + ea) < 0 

A * 
Substitute 6 value into equation (19) and solve for P 

A 
Substitute 6 value into equation (20) and solve for P 

A A A a - a  a 
1 

p = [(l+t )w (n + e  +nu] dtA 
~ ~ ( l + t ~ )  

Recall that Aa = xa + xb-', substitute this into (23) above. 

Substitute za and da into (23) above. Collecting the terms and 



A A 
solving for P , we obtain: 

a ] + xb-' ] 1 
;"-aa(; a + eal + aa n a + ea + - d tA 

l+tA A ~ (  l+tA) 

A C 
Similarly for country 'C', we can define P 

For country B, we modify balance of trade constraint as i L  trades 

with both countries A and C. 

p*MB = MA + MC 

Totally differentiate the above expression and express in terms 

of relative changes. 

* A 
M ~ ~ P *  + P d~~ = d~ + d~ 

C 



p- +).p=-- + - -  
MA M~ MA A C C  M +M M 

B's exports to A and C are functions of world prices and can be 

written as: 

These can also be written in terms of relative changes as: 

A cr M C A * 
dM = , dP (A' dMC = - * dP 

cr P UP 

A P 
* 

crM crMC P* 
Define Ca = -, and = - - , and mu1 tiply (A' 

cr P MA OP* MC 

and (B '  respectively by - 
MA and - MC 

* C 
Solve the above expression for MA and M and substitute it into 

* * 
(26).  Solving for P , we obtain: 



Consider import and function for country '8' : MB = M~(P*, tB) 

* 
P MB 

Multiply the above expression by - B 
and , dM becomes: 

MB P 

b cMB P* 
Define -C = -- and substitute into (A) above. 

VP* MB 

^ B 
Solve ( B )  above for M 

1 cr M 
B 

^ B bA * M = - C P  + -  - 
B 

dtB 
MB crt 



- * 
Substitute (28) into (27) above and solve for P . 

C 
Define A,, = zb - KEa + ( 1 - 0 ) ~  - 1 

^B 
From equation (16), P can be written as: 

A * 1 
i B = p  + dtB 

1 + tB 

Substitute (30) above into (C) and solve for iB: 

Following equation (211, we can write 

b - b + e b )  < o p = -w ( n  

and 



- * 
Substitute fi into (30) above and again solve for P . 

- B 
Substitute fi into Equation (31) above and again solve for P . 

and 

b b b  b - B 
Substitute E and note that w (l+t ) = CT , thus P becomes: 



Summary of results, 

where 

and = 
A 

(l+ti) 
1+ti(l-ri) 

The results derived above have been used in Part I11  of the text 

to provide some explanation for the formation and survival of a 

preferential trading arrangement. 



Appendix 2: Data 

Table A 2 . 1  
Combine Pakistan, Bangladesh and (West) Pakistan's 
Total Imports and Exports from Rest of the World 

(Hilllon Rupee in 1969-70 Prlces) 

Year Combine Pakistan Bangladesh West Pakistan 
Exports Imports Exports Imports Exports Imports 



1983-84 12376.83 22200.20 2376.03 48 16.9 1 10000.80 17383.30 

Source: Figures derived by the method discussed in the text. 

Foreign Trade Statistics of Asia and Pacific, (Various Issues), 

E.S.C.A.P., Bangkok, United Nations. 

Pakistan Economics Survey, Kinistry of Finance, Government of 

Pakistan, Islamabad, 1970-71 and 1984-85. 

25 Years of Pakistan in Statistics, Ministry of Finance, Government 

of Pakistan, Islamabad, 1970-71. 



Table A2.2 
Combine Pakistan, Bangladesh & (West) Pakistan's 

Imports from Rest of the World: By Commodity Group 
(Mllllon Rupee in 1969-70 Prlces) 

Food & Live Animals Beverages & Tobacco 
Year Combine Bangladesh (West) Combine Bangladesh (West) 

Pakistan Pakistan Pakistan Pakistan 



Source: Figures derived by the method discussed in the text. 

Foreign Trade Statistics of Asia and Pacific, (Various Issues), 

E.S.C.A.P., Bangkok, United Nations. 

Pakistan Economics Survey, Ministry of Finance, Covernment of 

Pakistan, Islamabad, 1970-71 and 1984-85. 

25 Years of Pakistan in Statistics, Ministry of Finance, Government 

of Pakistan, Islamabad, 1970-71. 



Table A 2 . 3  
Combine Pakistan, Bangladesh & (West) Pakistan's 

Imports from Rest of the World: By Commodity Group 
(nillion Rupee In 1969-70 Prlces) 

Crude Materials excl.Fuels Animal & Vegetable Oils/Fats 
Year Combine Bangladesh (West) Combine Bangladesh (West) 

Pakistan Pakistan Pakistan Pakistan 



Source: Flgures derived by the method discussed In the text. 

Foreign Trade Statistics of Asia and Pacific, (Various Issues), 

E.S.C.A.P., Bangkok, United Natlons. 

Pakistan Economics Survey, Ministry of Finance, Government of 

Pakistan, Islamabad, 1970-71 and 1984-85. 

25 Years of Pakistan in Statistics, Hinlstry of Flnance, Government 

of Pakistan, Islamabad, 1970-71. 



Table A2.4 
Combine Pakistan, Bangladesh & (West) Pakistan's 

Imports from Rest of the World: By Comnodity Group 
(Willion Rupee In 1969-70 Prices) 

Chemicals Mineral Fuels etc. 
Year Combine Bangladesh (West) Combine Bangladesh (West 1 

Pakistan Pakistan Pakistan Pakistan 



Source: Flgures derived by the method discussed in the text. 

Foreign Trade Statistics of Asla and Paclf ic, (Varlous Issues), 

E.S.C.A.P., Bangkok, United Natlons. 

Paklstan Economics Survey, Ministry of Finance, Government of 

Pakistan, Islamabad, 1970-71 and 1984-85. 

25 Years of Pakistan in Statistics, Uinlstry of Finance, Government 

of Paklstan, Islamabad, 1970-71. 



Table A2.5 
Combine Pakistan, Bangladesh 81 (West) Pakistan's 

Imports from Rest of the World: By Comnodity Group 
(Hllllon Rupee In 1969-70 Prlces) 

Manufactured Goods Machinery & Transportation Equip. 
Year Combine Bangladesh (West) Combine Bangladesh (West 1 

Pakistan Pakistan Pakistan Pakistan 



Source: Figures derived by the method discussed in the text. 

Foreign Trade Statistics of Asia and Pacific, (Various Issues), 

E.S.C.A.P., Bangkok, United Nations. 

Pakistan Economics Survey, Ministry of Finance, Government of 

Pakistan, Islamabad, 1970-71 and 1984-85. 

25 Years of Pakistan in Statistics, Ministry of Finance, Government 

of Pakistan, Islamabad, 1970-71. 



Table A2.6 
Combine Pakistan, Bangladesh & (West) Pakistan's 

Imports from Rest of the World: By Commodity Group 
(Xllllon Rupee In 1969-70 Prlces) 

Misc. Manufactured Goods Misc. Comrnodi t ies 
Year Combine Bangladesh (West) Combine Bangladesh (West) 

Pakistan Pakistan Pakistan Pakistan 



Source: Figures derived by the method discussed in the text. 

Foreign Trade Statistics of Asia and Pacif ic, (Various Issues), 

E.S.C.A.P., Bangkok, United Nations. 

Pakistan Economics Survey, Ministry of Finance, Government of 

Pakistan, Islamabad, 1970-71 and 1984-85. 

25 Years of Pakistan in Statistics, Uinistry of Finance, Government 

of Pakistan, Is1 amabad, 1970-71. 



Table A 2 . 7  

Pakistan's Exports to Bangladesh 
'BY COMMODITY GROUPS' 

(Million of Rs. in 1969-70 Prices) 

YEAR TX FL BT CM AV CD MF MG MT HMG MC 



Source: Figures derived by the method discussed in the text. 

Foreign Trade Statistics of Asia and Pacific. (Various Issues), 
E.S .C.A.P., Bangkok, United Nations. 

Pakistan Economics Survey, Ministry of Finance, Government of 
Pakistan, Islamabad, 1970-71 and 1984-85. 

25 Years of Pakistan .in Statistics, Ministry of Finance, 
Government of Pakistan, Islamabad, 1970-71. 

TX = Total Exports 
FL = Food and Live Animals 
BT = Beverages and Tobacco 
CM = Crude Materials 
AV = Animal and Vegetable Oil/Fats 
CP = Chemicals and Related Preparations 
MF = Mineral Fuels 
MG = Manufactured Goods 
MT = Machinery and Transportation Equipment 
MMG = Miscellaneous Manufactured Goods 
MC = Miscellaneous Commodities 



Table A2.8 

Pakistan's Imports From Bangladesh 
'BY COMMODITY GROUPS' 

(Million of Rs. in 1969-70 Prices) 

YEAR TM FL BT CM CP MG MMG MC 



Source: Figures derived by the method discussed in the text. 

Foreign Trade Statistics of Asia and Pacific. (Various Issues), 
E.S.C.A.P., Bangkok, United Nations. 

Pakistan Economics Survey, Ministry of Finance, Government of 
Pakistan, Islamabad, 1970-71 and 1984-85. 

25 Years of Pakistan in Statistics, Ministry of Finance, 
Government of Pakistan, Islamabad, 1970-71. 

TM 
FL 
BT 
CM 
CP 
MG 
MMG 
MC 

= Total Imports 
= Food and Live Animals 
= Beverages and Tobacco 
= Crude Materials 
= Chemicals and Related Preparations 
= Manufactured Goods 
= Miscellaneous Manufactured Goods 
= Miscellaneous Commodities 



Table A2.9 
Combine Pakistan, Bangladesh and (West) Pakistan's 

Unit Value of Total Imports and Exports 
(1969-79 = 100) 

Year Combine Pakistan Bangladesh West Pakistan 
Exports Imports Exports Imports Exports Imports 



Source: Figures derived by the method discussed in the text. 

Pakistan Economic Survey, Ministry of Finance, Government of 

Pakistan, Islamabad, 1984-85. 

25 Years of Pakistan in Statistics, Uinistry of Finance, Government 

of Pakistan, Islamabad, 1970-71. 

International Financial Statistics, International Monetary , Fund 

(IMF), 1980 and 1984. 



Table A2.10 
Combine Pakistan, Bangladesh & (West) Pakistan's 

Unit Value of Imports: By Commodity Group 
(1969-70=100) 

Food and Live Animals Beverages and Tobacco 
Year Combine Bangladesh (West) Combine Bangladesh (West) 

Pakistan Pakistan Pakistan Pakistan 



Source: Figures derlved by the method discussed In the text. 

Pakistan Economlc Survey, Ministry of Finance, Government of 

Pakistan, Islamabad, 1984-85. 

25 Years of Pakistan in Statlstics, Ministry of Finance, Government 

of Pakistan, Islamabad, 1970-71. 

International Flnanclal Statistics, International Monetary Fund 

(IKF), 1980 and 1984. 



Table A 2 . 1 1  
Combine Pakistan, Bangladesh & (West) Pakistan's 

Unit Value of Imports: By Commodity Group 
(1969-70=100) 

Crude Materials excl.Fuels Animal & Vegetable Oils/Fats 
Year Combine Bangladesh (West) Combine Bangladesh (West) 

Pakistan Pakistan Pakistan Pakistan 



Source: Figures derived by the method discussed in the text. 

Pakistan Economic Survey, Ministry of Finance, Government of 

Pakistan, Islamabad, 1984-85. 

25 Years of Pakistan in Statistics, Ministry of Finance, Government 

of Pakistan, Islamabad, 1970-71. 

International Financial Statistics, International Monetary Fund 

(IKF), 1980 and 1984. 



Table A2.12 
Combine Pakistan, Bangladesh 8 (West) Pakistan's 

Unit Value of Imports: By Commodity Group 
(1969-70=100) 

Chemicals & Related Prep. Mineral Fuels 
Year Combine Bangladesh (West) Combine Bangladesh (West) 

Pakistan Pakistan Pakistan Pakistan 



Source: Figures derived by the method discussed in the text. 

Pakistan Economic Survey, Ministry of Finance, Government of 

Pakistan, Islamabad, 1984-85. 

25 Years of Pakistan in Statistics, Ministry of Finance, Government 

of Pakistan, Is1 amabad, 1970-71. 

International Financi a1 Statistics, International Monetary Fund 

(IIIF),  1980 and 1984. 



Table A2.13 
Combine Pakistan, Bangladesh 81 (West) Pakistan's 

Unit Value of Imports: By Commodity Group 
(1969-70=100) 

Manufactured Goods Machinery & Transportation Equip. 
Year Combine Bangladesh (West) Combine Bangladesh (West) 

Pakistan Pakistan Pakistan Pakistan 



Source: Figures derived by the method discussed in the text. 

Pakistan Economic Survey, Ministry of Finance, Government of 

Pakistan, Islamabad, 1984-85. 

25 Years of Pakistan in Statistics, Ministry 

of Pakistan, Islamabad, 1970-71. 

International Financial Statistics, Internat 

(IW), 1980 and 1984. 

of Finance, Government 

ional Monetary Fund 



Table A2.14 
Combine Pakistan, Bangladesh 81 (West) Pakistan's 

Unit Value of Imports: By Commodity Croup 
(1969-70=100) 

Misc. Manufactured Goods Misc. Commodities 
Year Combine Bangladesh (West) Combine Bangladesh (West) 

Pakistan Pakistan Pakistan Pakistan 



Source: Figures derived by the method discussed in the text. 

Pakistan Economic Survey, Ministry of Finance, Government of 

Pakistan, Islamabad, 1984-85. 

25 Years of Pakistan in Statistics, Ministry of Finance, Government 

of Pakistan, Islamabad, 1970-71. 

International Financi a1 Statistics, International Monetary Fund 

(IMF), 1980 and 1984. 



Table A2.15 
Combine Pakistan, Bangladesh & (West) Pakistan's 

Unit Value of Exports: By Commodity Croup 
(1969-70=100) 

Food, Beverages & Tobacco Crude Materials 
Year Combine Bangladesh (West) Combine ~an~ladesh (West) 

Pakistan Pakistan Pakistan Pakistan 

Source: Flgures derived by the method dlscussed In the text. 

Paklstan Economlc Survey, Ulnlstry of Flnance, Government of 

Paklstan, Islamabad, 1984-85. 

25 Years of Paklstan In Statlstlcs, Ulnlstry of Finance, Government 

of Pakistan, Islamabad, 1970-71. 

Internat lonal Flnancl a1 Statistics, Internatlonal Uonetary Fund 

(IUF), 1980 and 1984. 



Table A 2 . 1 6  
Combine Pakistan, Bangladesh & (West) Pakistan's 

Unit Value of Exports: By Commodity Group 
(1969-70=100) 

Manufactured Goods Misc. Manufactured Goods 
Year Combine Bangladesh (West Combine Bangladesh (West) 

Pakistan Pakistan Pakistan Pakistan 

Source: Figures derived by the method discussed in the text. 

Pakistan Economic Survey, Uinistry of Finance, Government of 

Pakistan, Islamabad, 1984-85. 

25 Years of Pakistan in Statistics, Kinistry of Finance, Government 

of Pakistan, Islamabad, 1970-71. 

International Financial Statistics, International Konet ar y Fund 

(IKF), 1980 and 1984. 



Table A 2 . 1 7  
Tariff Rates: Pakistan 

Commodity Groups Minimum* Maximum** Average*** 

A l l  Commodities 

Food & Live Animals 

Beverages & Tobacco 

Crude Materials  

Animal & Vegetable 
O i  l s /Fats  

Chemicals & Related 
Preparat ions 

. . 
Mineral Fuels 

Manufactured Goods 

Machinery & Trans. 
Equipment 

Miscellaneous 
Manufactured Goods 

Miscellaneous 
Commodities 

15 percent 

40 percent 

40 percent 

15 percent 

25 percent 

50 percent 

40 percent 

25 percent 

15 percent 

40 percent 

15 percent 

200 percent 

125 percent 

150 percent 

75 percent 

50 percent 

125 percent 

50 percent 

200 percent 

75 percent 

200 percent 

200 percent 

65 percent 

60 percent 

100 percent 

50 percent 

50 percent 

50 percent 

50 percent 

70 percent 

50 percent 

100 percent 

65 percent 

Lowest Tariff rate on a commodity falling in the commodity group. 

** Highest rate on a commodity belongs to the commodity group 

*** Simple mean of all rates on the various grids in a commodlty group. 

Source: Pakistan's custom tariffs, Central Board of Revenue, Xinistry of 

Finance. Government of Pakistan, Islamabad, 1973. 



Table A2.18 
Gross Domestic Product and Consumer Price Index 

of Combined Pakistan, Bangladesh and (West) Pakistan) 

Gross Domestic Product Consumer Price Index 
(Million Rs. in 69/70 Factor Cost (1969/70 = 100) 

Year Combine Bangladesh (West) Combine Bangladesh (West) 
Pakistan Pakistan Pakistan Pakistan 



Source: Figures derived by the method discussed in the text. 

Pakistan Economic Survey, Ministry of Finance, Covernmnt of 

Pakistan, Islamabad, 1984-85. 

25 Years of Pakistan in Statistics, Ministry of Finance, Government 

of Pakistan, Islamabad, 1970-71. 

International Financial Statistics, International Monetary Fund 

(IHF), 1980 and 1984. 



APPENDIX 3: SITC 

The list of commodities included in the inter-wing trade between former East and West 

Pakistan. 

{A1 Commodities exported to East from West Pakistan. That is East's imports from West 

Commoditv Grouvs PSTC 

Books, printed and printed matter. 

Boots and shoes. 

Cement 

Chemicals. 

Drugs and medicines. 

Fruits and vegetables dried, salted or preserved. 

Fruits and vegetables, other sorts. 

Rice. 

Wheat and wheat flour. 

Gram. 

Grain, other sorts. 

Gums and resins. 

Hardware. 

Insmments. 

Leather. 

Liquor. 

Machinery and mill work. 

Matches. 

Metals and ores. 

Oil, mineral. 

Rape and mustard seed oil. 



Other vegetable non-essential oil. 

Other kinds of oil. 

Paints and colours. 

Paper and pasteboard. 

Ghee. 

Other provisions. 

Rubber manufactures. 

Salt. 

Rape and mustard seeds. 

Seeds, non-essential, other sort. 

Soap. 

Spices. 

Stationery. . . 

Sugar including molasses. 

Cotton, raw. 

Cotton twist and yarn. 

Cotton piece-goods. 

Other cotton manufactures. 

Other textiles. 

Tallow and stearine. 

Tobacco unmanufactures. 

Tobacco manufactures. 

All other articles. 

Grain and pulse, n.e.s. 

Soda ash. 

Carriages and carts. 

Building and engineering material. 

Chemicals and chemical preparations. 

Dyeing and tanning substances. 



Earthenware and porcelain. 666 

Cutlery. 

Metals and ores. 

{Bl The commodities imported in West from East Pakistan. 

West Pakistan. 

Coir manufactures, excluding rope. 

Cordage and rope of vegetable fibre, excluding jute and cotton. 

Drugs and medicines. 

Dyeing and tanning substances. 

Fruits and vegetables, dired, salted, or preserved. 

Fresh fruits. 

Fresh vegetables. 

Pulses. 

Other grains. 

Hardware and cutlery. 

Hides and skins. 

Leather. 

Mats and matting. 

Matches. 

Paper and pasteboard. 

Provisions and oilman's stores. 

Seeds, essential. 

Seeds, non-essential. 

Betelnuts. 

Cardamom. 

Chillies. 

Ginger. 

Turmeric. 

Other spices. 

That is East's exports to 



Tea. 

Cotton piece goods. 

Other cotton textile manufactured. 

Rope and twine. 

Gunny bags. 

Gunny cloth. 

Other jute manufactures. 

Other textiles. 

Tobacco manufactured. 

Tobacco Unmanufactured. 

Wood and timber. 

Apparel. 

Carriages and carts. . .  . 

Chemicals. 

Glass and glassware. 

Hardware. 

Instruments. 

Liquor. 

Machinery. 

Matches. 

Metals and ores. 

Paints and colours. 

100. Paper and Pasteboard. 

101. Provisions and oilman's stores. 

102. Soap. 

103. Spices. 

104. Stationery. 

105. Cotton piece-goods. 

106. Other textiles. 



107. Tobacco, manufactured. 

108. All other articles. 



APPENDIX 4: DISISTEGRATION: INTER-WIIVG AND EXTRA-AREA EXPORTS TO 

PAKISTAN AND BASGLADESH 

Following Balassa (1967), we analyze three factors influencing the exports of the rest of the world 

to Bangladesh and (West) Pakistan, along with the exports of the two disintegrated regions to one 

another. These include price effects, a competitive effect, and a disintegration effect 

Price Effects 

The effect of changes in prices on quantity of export supply could be analyzed by examining 

the various price elasticities and changes in the related prices of the ten commodity groups. 

However, reliable estimates of price elasticities and data of changes in the relative prices for each 

commodity group are not available. The price effect, therefore, has been defined as the difference 

between imports in current and constant prices. 

Com~etitive Effect 

The competitive effect shows the changes in the shares of the rest of the world and of the 

disintegrated regions in the imports of a country under investigation. To identify the competitive 

effect, we estimate hypothetical imports by applying average annual import growth rates in the 

postdisintegration period to the 1969-70 imports of each commodity group and for each supplying 

region. The supply regions included in this study are the former partner country and the rest of 

the world. The difference between the actual 1982/83 imports measured in constant prices and the 

hypothetical imports gives an estimate of the competitive effect 

Disintegration Effect 

The disintegration effect has been defined as the difference between two sets of estimates of 

hypothetical imports into the counuy under investigation. Hypothetical imports are calculated by 

applying actual growth rates of imports in the pre- and postdisintegration periods respectively to 

the 1969/70 imports of each commodity group, and all commodities taken together. The results of 

the calculations are discussed in the following order: (West) Pakistan and Bangladesh. 



(West) Pakistan 

As is clear from Tables A4.1-A4.2, changes in the export prices have benefitted the rest of 

the world. That is, the price effect has been favourable for the rest of the worlds' exports (Table 

A4.1). Along with the rest of the world, Bangladesh's exports to Pakistan also appear to have a 

benefitted by the changes in prices (Table A4.2). 

The results for the disaggregated data also point to a favourable price effect on exports of 

each commodity group. The major beneficiaries of price effects are three commodity groups: (i) 

mineral fuels; (ii) machinery and transportation equipment; and (iii) manufactured goods. While all 

goods seem to have benefitted from the rise in export prices, the greatest beneficiary of the price 

effect has been mineral fuels. This is quite understandable in the wake of the OPEC formation 

and the consequent substantial rise in international oil prices. 

The competitive effect appears to have benefitted the rest of the world's exports to (West) 

Pakistan. The disaggregated data also supports this result However, the competitive effect has been 

negative for the commodity group machinery and transportation equipment 

The majority of (West) Pakistan's imports come from the advanced industrialized countries, 

most of which have become more competitive due to the availability of new advanced technology. 

A number of countries among the rest of the worlds' exporters to (West) Pakistan, therefore, have 

improved their competitive positions. However, the situation is completely different in the case of 

Bangladesh's exports to Pakistan. 

Bangladesh's exports to Pakistan became less competitive, as indicated by a negative 

competitive effect for all commodity groups. This can be explained by the fact that before 

disintegration Bangladesh's exports to Pakistan were not subjected to international competition. 

The disintegration effect has been favourable for exports of the rest of the world, except in 

the cases of food and live animals, and beverages and tobacco. However, the disintegration effect 

has been unfavourable for Bangladesh's exports to (West) Pakistan. 
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The trade switching experienced by (West) Pakistan, as discussed earlier, has been the major 

effect of disintegration. This would clearly support a rise in the exports of the rest of the world 

to Pakistan. In seven out of ten commodity groups, disintegration in fact has been favourable for 

the rest of the world's exports to Pakistan. 

The unfavorable disintegration effect on Bangladesh's expons to (West) Pakistan can be 

explained by the very fact that disintegration has led to trade reduction. The disaggregated data 

for (West) Pakistan's imports from Bangladesh, as discussed earlier, has also clearly indicated the 

trade reduction. 

Bangladesh 

Tables A4.3 and A4.4 present the estimate of the price, competitive and disintegration effects 

on the rest of the world's . .  . and (West) Pakistan's exports to Bangladesh. 

As is quite clear, the price effect appears to be favourable for both the rest of the worlds' 

and Pakistan's exports to Bangladesh, while the competitive effect has been beneficial only for the 

rest of the world's exports. In fact, the results indicate that the competitive effect has been 

negative for Pakistan's exports to Bangladesh of all major commodity groups. This can be regarded 

as an indication of Pakistan's less competitive position in comparison to the rest of the world. 

The disintegration effect on rest of the world's exports, as well as Pakistan's exports to 

Bangladesh, has been negative. This can be viewed as evidence of the trade reduction effects of 

disintegration on Bangladesh's trade flows. 

The effect of disintegration on Bangladesh's trade flows, as discussed earlier, had been of a 

dominant trade reduction and some limited trade switching. After the disintegration of Pakistan, it 

had to look to other world markets for imports. The lack of institutional arrangements, an absence 

of the appropriate world markets, and most of all a serious shortage of foreign exchange with 

which to buy imports, all contributed to reduced exports from the rest of the world to Bangladesh. 

Pakistan's exports to Bangladesh are still below the level they were prior to the disintegration 

despite the resumption of trade in 1973/74. 
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In summary, the analysis of price, competitive, and disintegration effect on the rest of the 

world and inter-area exports to (West) Pakistan and Bengladesh reveals that there has been a 

uade reduction along with trade switching, as a result of Pakistan's disintegartion. 
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