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ABSTRACT

Economic integration as an instrument of growth and expansion is gaining
popularity among the nations. In this context this dissertation estimates potential benefits of ;
customs union of Mudim countries. Focussing on ex-ante benefits, the dissertation employ5
computable general equilibrium methodology for estimating production and trade flows of the

member countries of the proposed customs union.

The proposed customs union consists of nine countries. Pakistan, Iran, Turkey,

Bangladesh, Indonesia, Malaysia, Tunisia, Sudan and Morocco. These countries have been

chosen because they represent the contemporary Muslim world geographically. The mode has

“~ chosen nine commodities - natural rubber, wood, jute, rice, petroleum, cotton, cotton yarn,
cotton cloth and phosphate ore for its andysis. These have been chosen because they are

produced and traded intra-regionally.

The theoretical reasoning behind the modd résts on the basis that economic agents are
rational. The producersand traders respond to changes in prices of these commodities resulting
from abolitionof consequent upon formation of the customs union. While calculating economic
effects, competetive market conditionsand full employment are assumed. Another significant
assumption is that each country exports only one commodity. This has helped in solving the

modd as it results in square matrix.
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The dissertation finds that significant increases in production and intra-regiona trade
takes place in respect of the nine commodities. The estimation results show that the size ad
magnitude of the production and intra-regiona trade increases considerably for the union as a
whole. The modd using 1990 data shows that production of rice increase by $2771 hillion,
petroleum by $3319 billion, cotton by $719 billion, cotton yarn by $3 billion and natural rubber
by $15 hillion. The demand for al the goods increased due to fall in pricesand trade increased
in thecasesof riceby $ 1846 billion, cotton by $ 109 hillion, juteby $ 822 hillion, cotton yan
by $415 hillion, phosphate by $28 hillion and wood by $3722 hillion. The significant amount
of trade creation entailsfar-reaching positive implicati&ﬁ% for income and employment of these

countries.

These findings indicate the feasibility of establishing a Customs union of Mudim
countries. Given the existing political understanding among the members of OIC, the prospects
of formation of such a union looks bright. In this context, the thesis concludes that the
establishment of such a union is the need of the hour for the Mudlim countries. It is not only
moraly desirablebut also economically feasible. The establishment of such a union will move

a step forward in making the gods of OIC into redlity.
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CHAPTER ONE

INTRODUCTION

The objective of the Study

The Charter (1977)of the Organisation of 1slamic Conference (OIC) reiterates that one
of thefundamental principlesof the Organisation is cooperation for a community-wideeconomic
progress. |n order that each and every individual member state develops its productive capacity
at an accelerated pace, an ever increasing pace of such cooperation is generally agreed to be
indispensable. It has also been emphasized in the OIC Charter that an integrated economic

development is one of the pre-requisites for the unity of the Islamic countries in general.

To achieve this end, member states should establish clear modes and mechanisms of
coordinated and cooperative ecanomic action to accelerate a unified movement towards a high
level of economic welfare for the Mudim Ummah as a whole. It might be helpful to gart from
trade as an exampleas well as a core issue. It is striking, but probably not surprising, to observe
that trade among Mudlim Countriesconstitutesa very small portion of their existing totd foreign
trade. Thissituation can be changed if Mudlim countriesestablish some kind of regiond trading
bloc & envisioned in the OIC Charter. The question of the regiona trading bloc of Mudim
countries has dwaysattracted theattention of the academiciansand policy-makers. Despite, keen
interest in thissubject, not many efforts have been made to analyse the effectsof different forms

of economic integration among Mudim countries.

Mogt of the literatureon thissubject is of general nature. It mainly studies the structure

of trade among Mudim countriesand the ensuing potential economic gains. Empirica studies
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on this subject are scanty and limited in their scope and coverage of countries. Accordingly,

there isa need to undertake systematic empirical studies with wider scope and coverage.

In this perspective, the present study makes an attempt to fill-in this gap. It studies

\ the implications of forming a Customs Union of a group of OIC member countries. For this
purpose, it utilises a genera equilibrium framework. This framework allows us to examine the

effects of the proposed customs union. In its analysis, the study focusses on trade creation and

trade diversion effects of a customs union.

The subject matter of the. study is organised in a systematic way. Chapter two gives a

critical survey of the literature. A brief account of Islamic views and the efforts for economic
integration among Muslim countries is given in Chapter three. Chapter four traces the theory
- of customs union in a historical perspectiveand presents the mathematical modd to be usad in
the study. Empirical findings of the study are presented,in Chapter five. Chapter six provides

asummary of the main findingsand conclusions.
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CHAPTER TWO
SURVEY OF THE LITERATURE

The previous chapter suggests that the desirability of a union can be evauated with
referenceto its tradediversion and trade creation effects. However, apriori judgement regarding
the net effects of customs union on trade flows cannot be made. This lends specia interest to
empirical studies of trade creation and trade diversion effects of a customs union.

Prior to the establishment of 2 regional grouping, one can assessits likely impact by
applying price elasticities, obtained from other sources, to the projected changes in tariff rates
and the degree of discrimination against out- siders. Various assumptions can be made
concerning the effects of tariff changes on export prices of the supplying country, yielding

different estimates of the ex-ante effects.

As the purpose of this study is to present ex-ante estimates of annual trade creation and
trade diversion effects of a customs union, we have tried to review only those studies that
wver ex-anteeffects. As no such studies have been conducted on Mudim countries, we briefly
cover empirical studies on European Economic Community to have some idea about the
literature on the subject . For this purpose, studies conducted by Verdoorn(1952) ,
Janssen(1961), Krause(1963), Johnson(1958), Balassa and Kreinin(1967), Baldwin(1976),
Deardorf and Stern(1986) and Harrison(1986) have been sdlected as being some mgor and
pertinent studies. A critical evaluation of these studies is presented below.

¢ g

P. J.VERDOORN (1952)

The Dutch economist Verdoorn was the first to estimate the effects on the pattern of an

expected Customs Union among the six Schuman Plan Countries, the three Scandinavian
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countriesand the Britain. He assumed that costs are constantin al the export industries of every

country and assumed an el asticity of substitution between import and domestic productionof -1/2
and an elasticity of substitution between exports of different countries to be equal to -2.

The analysis is based on the 1951, trade matrix of the Western European Countries and
concerned with the changes in the trade matrix that Customs Union would bring about. He
showed that with unchanged exchange rates, intra-european trade would increase by $ 1, 000m.
or 19%and imports from rest of the world would fall by $ 600 m. or 6%. So there would be
a net trade creation.

We can now proceed to evaluate the gains and losses that would' result from these
changes. First d all, the $750 million increase in intra-union trade is the result of increased
specidization, the gains from which may be estimated on the basisof Verdoorn’s change matrix

as being equa to $ 68.8 m. >

The loss in the union's trade with the outside world shows a reduction in specialisation,
giving rise to a loss of welfare which may be estimated on the basis of the change matrix as
equal to $68 m. This loss is shared by member and non-member countries and it is reasonable
to assume that each group loses owing to the reduction of its imports. On this bags, dl the loss
IS borne by the outside world and the member countries make a dight gain owing to a
redistribution of their reduced overseas imports from low to high duty countries. So far, then,
their is no change from the world's point of view whereas the member countries make a gain
to the detriment of the outside world of about $74 m. Membersof the union, however, gain aso
from the improvement of their terms of trade. The appreciation of their currencies enable them
to obtain a volumeof importsdiminished by only $146 m. for $611 m. less exports than before,

while each country's balance of payments remains unchanged. The balance, $ 465 m. may be
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fegarded as the gain due to the improvement in their terms of trade. The union's totdl benefit,
therefore, from the establishment of the union is$ 540 m. and thisis fully matched by the loss
of the outside w_orld.

Scitovsky(leS) concludes "The. most ar:krng fea-t:ﬂr’(;iof”thésé estimates |s ‘tﬁeir
smallneﬂi The one that is really |mportant t, the gain from increased specialisation, estimatéd at
$ 68 m. in 1951 iS less than 1/20th of 1%of the G D P.of the countries involved. This is
ridiculously small and raises the question whether Verdoorn's estimates are realisticand the use

we make of them legitimate."

In view of the enormous complexity of an economic system and the fact that so many
factorsare simultaneously operative in the creation of acustoms union, it must be admitted that
Verdoorn ’s modd is relatively smple and that it takes no account of the factorsessential to the

operation of the 'mechanism. These are:

a) Absence of supply factors.

Verdoorn's model dealsonly with demand and has ignored the factors governing supply.
He assumes that supply adjusts itself to demand and that changes in supply have no effect on
prices. He bases thison theground that the resultant change in demand arein fact so slight that
the supply can easily adjust itself to them.

b) Partia mode

Verdoorn's modd isapartia equilibrium mode which is confined to changesin imports

and exports and provides no guarantee that these changes will be consistent with changes in

11
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supply and demand in the home market. Like the supply factors, the demand factorson the home
market are also left by Verdoorn completely in the dark. The structure of demand and the
existing elasticity on the home market is ignored. In particular, he also disregards the effects of

tariff changes on income although these can also have a considerable influence on changes in

imports and exports. !

JANSSEN (1961)

Another Dutch economist Janssen measured welfare effects of a Customs Union in a
Generd Equilibrium framework. Most of his book is concerned with exposition of the basic
theory underlying the estimates. Janssen first explainsthe theory of free trade, then explainsthe
effects of tariffs on international trade. He then introduces a three country modd of customs

union and at the end estimates the possible effects for the establishment of EEC.

N

This exposition revealsalmost no acquaintancewith the non-Dutch literature on tariffs
and customs union theory at that time. His analysis made the welfare effects dependent upon the
levels of theinitial partner country tariff and the common external tariff. This characteristicof

his anadlysis resulted in a questionable conclusion that the high tariff country was inevitably

worse off in a customs union and the insistence that outsiders do not necessarily lose from the

union while the partner might lose if the union tariff is low enough.

The most serious error, however, istheauthor's repeated assertion that he has proved
that the elasticity of demand for imports; must be at least unity. No such prodf IS presented and
none is possible. The author seems to have confused himself into believing that the elasticity of

substitution must be at least equa to the incomeelasticity of demand (which necessarily averages

unity).

12
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KRAUSE(1963)

Krause used an entirely different technique to assess the prospective effects of the
formation of E.E.C. Hisanalyss rests on a comparison'of the protectivenessof CET with that
of the national tariff that it replaced. The common externa tariff was calculated by taking an

unweighted average of the French, German, Italian and Bendux tariffs.

Krauseargued that the protectivenessof CET cannot be determined by merely comparing
the resulting increasesand decreasesin naiond tariffsrequired to reach the calculated level. For
a producer within the community who was previoudly protected by a high tariff, the most serious
challengewill come from low cost producers within the community. The essence of economic
integration depends on this kind of competetion taking place. Thus prices of the dominant low
cost producer in the community will set the competetive level for the entire market. The CET
will be protective only to the extent that it protects the firms tha can survive the interna

competetive struggle.

Krause analysed the protectiveness of the externa tariff by estimating the amount of
protection it providesto the dominant low cost suppliers withinthe EEC. The dominant suppliers
were identified by looking at the trade flows among the member countries before the
establishment of community. It was assumed that the dominant suppliers of a particular product
class were to be found in the country which had the largest share of intra=community trade in
thet product class. One can compare the level of the externa tariff for eech commodity class
with the former national tariff of the country with the largest share of intra-community trade.
If the new tariff rate is higher than the old national rate, then the amount of protection it affords
is greater than before and vice versa. After a comparison of the common externd tariff for 61

three digit 3 TC commodity classes with-the former national tariff protecting the dominant
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supplier, heconcluded that 75%of al manufactured products would have their protection rajse
and by large amounts. As a result of this higher protection to the "community products’, th

exports of non-memberswould suffer substantially resulting in trade diversion.

Krause asserted that if the production of dominant suppliers could be expandec
substantially without a significant rise in costs, the new higher externa tariff would permit these
producers within the EEC (and thus give rise to trade creation) and of producersof this country
(USA) and resulting in trade diversion. But as Cooper(1963) pointed out, that is a big if. The
assumption of high elasticity, he thought, is open to question.

In criticising Krause’s argument, Balassa(1966) noted that the effects of the common
market on imports from third countries should properly be considered in two steps:
a) the implicationsof the averaging of nationa tariff, and
b) the discriminatory effects of eliminating duties on intra-EEC trade

The averaging of tariffs by itsdf is likely to reduce rather than increase protection in
European Common Market. Low cost dominant suppliers who compete in the world market
would receive greater but largely unnecessary protection while the lowering of duties would
expose high cost producers to foreign competetion. He further expressed doubts about the
possibility of dominant suppliers being able to expand output at constant costs to exploit the
possibilitiesoffered by tariff discrimination and to replace third country exporters in the markets
of partner countries. He actually showed that the share of dominant suppliersin the intracEEG
trade declined in the period 1958-63.

14



JOHNSON(1958)

Johnson also cal cul ated thest;\t‘ic effectswhich would result for the U.K. in the presence
as opposed to the absence of afree tradearea. He measured the effectsof the creation of a union
adong Marshallian lines. He provided a device to device to compute the "maximum loss
estimate" from non participation as opposed to participation in a union. From the standpoint d
nonmember countries, the loss from trade discrimination on the export side (equd to the gains
from free trade foregone because the country is not included in the union) amounts to the loss
of incomethat would result if the productive factors employed in meeting the additional demand
created by the union had to be diverted to producing for the domestic or other foreign markets.

The maximum loss which third country would have to incur would be if al prices of
export goods to the union had to be reduced so as to exactly offset the externa tariff. This
maximum |oss estimate would be the value of exports of a country to the union, multiplied by
the proportion in the prevailing price of the union of the external tariff ratewhich has to be
offset. Thislossamountsto V[t/(1+t)] where V stands,for the value of exports to the union and
t for the ad valorem tariff rate. )

It should be noted that the above formulation appliesonly to the case of acountry which
has the opportunity to join a union and which is interested in the maximum loss which would
result nonparticipation. It was applied to evaluate the gains for the U.K. from a Free Trade
Association covering the OEEC countries as opposed to a Common Market, exclusive of the

U.K. on the basis of the forecasts of U.K. exports in 1970 under a free trade set up.

At the same time, if certain assumptions are made, this approach appears to be also

applicable to third country which have no possibility of being inside the union. The above todl
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could, then be computed on the basis of the present trade values and it would indicate fo.
outsiders, the loss in terms of ‘export receipts(resources) necessary to compensate for the dis:
criminatory tariff and still sell exports competetively at the outset of integration. The maximurm
loss concept should be caculated only on the basis of the export value of a given country

(assumed within the union) after at least the production effects of integration have materialised.

Another class of ex-ante studies deals with the estimation of potential impact of tariff
reductions on trade and welfare. Although these studies are not directly related with customs
union yet these help in the building of a Generd Equilibrium Mode to know the effects of

multilateral tariff removals.
BALASSA & KREININ(1967)

The first such study was made by Balassa and Krenin. It considers the possible
repercussion of a 50 % across-the -board cut in duties levied on industria materials and
manufactured goods by the industrial countriesincluding United States, Canada, the EEC, the
UK., the EFTA, and the Japan. The scope of the investigation has been restricted to industrial
materials(SITC Classes 2 and 4 plus unwrought metals) and manufactured goods (SITC Classes
5 to 8 less unwrought metals). The year 1960 has been chosen as the base year for the estimates.
They considered the effects of trade liberalisation in three parts.

1. the direct effects of the multilateral tariff reductions,

2. the reduction of discrimination against non-member countriesin the ECMand in
EFTA, ad

3. the indirect effects of trade liberalié?tion operating through the feedback
mechanism.

16
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They have prepared two types of estimates. Variant | assumes that the exbort prices o
manufactured goods in Western Europe would rise by one -third of the tariff reduction while
Variant I is caculated with unchanged european export prices. It is shown that among the

industrial countries, trade in these commodities would increaseby 9.4 and 10.6 %, respectively.
BALDWIN(1976)

Another study on tariff reductions.is made by Baldwin. A key assumption of the
andytica framework used in the stgdy is that imports are perfect substitutes for domestic
production. The usua perfect substitdte model may be adequate for dealing with agricultural
products and raw materials, but it gives inconsstent results when empirical estimates of
elasticitiesof import demand, domestic demand and supply are compared with the theoretical

relationship among these variables that must hold in a perfect substitution model.

Another ssmplifying assumption madein the analysisisthat the compensated cross-price
eladticity is zero between any import good-and all other goods except for the domestic substitutes
for this import good.

The trade and tariff data for the year 1970 was used for the study and the countries
covered are the U.S., Japan, Canada, Australia, Noitway, Austria, New Zealand, Finland,
Switzerland, Sweden and the nine EEC members. The main conclusion emerging from the study
is that the United States can participate in a substantial tariff cutting negotiation without causing

a significant adverse trade and employment effects in the country.

Badwin's paper is an admirably careful example of professional empirica study of the

effectsof tariff elimination. Theonly question it raisesis that, whereastheory stressesthe "small

17



triangle” welfaregains from tariff reduction, the implied welfare cost in Baldwin’s study is the
loss of jobs in the affected industries. If this is the relevant measure, theory needs reshaping.

Apart from that, in order to determine whether costs or gains are large or small, we nesd a

standard of comparison.

-t

GENERAL EQUILIBRIUM MODELS

Another class of multi-country General Equilibrium Models were developed due to
Scarfs work(1966), which both demonstrated the feasibility of a numerical genera equilibrium
approach and propelled work of this type forward. An early piece by Miller and Spencer(1977)
applied the computational methods developed by Scarf to an assessment of the potential impact

from Britain joining the EEC in 1973.

The major features of the multi-country models presented here are summarised in Table
| and cover a wide range of applications. The models do not assume identical production and
demand parameters across countries. Thus trade is determined on the basis of more than just
differences in relative factor endowments. A further characteristic common to mogt of the
modelsis the use of the Armington(1969) assumption. This treats products produced in different
regions as qualitatively different across countries, i.e. heterogenous rather than homogeneous

across countries as in a traditiona Heckscher-Ohlin model.

The reasons for this treatment are multifold, revealing both the compromises that
empirically based economic modelling involved and the realism it brings. One is the problem
created by the presence of "cross hauling” in trade data, i.e. the same commodity being
simultaneously imported and exported by the same country. Thisisincons stent with competetive
behaviour in traditiona trade models which ignore interna transportation costs in a country and
seasonal aspects of trade. While these and other explanations for the presence of cross hauling

18
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in the red world are easly listed, the use of Armington assumption is a convenient way o

accomodeating its presence.

A further reason for using the Armington assumption(1969) is that the key eadticity
estimates to which many of the models are cdibrated are econometric estimates of import and
export demand elasticities. When the Armington assumption is used. calibration becomes more
straight forward because there is a demand function for the imported commodity distinct from

that of the domestically produced commaodity.

Table 1T provides a summary of the data and the key elasticity parameters used in
specifying the models. The models areall calibrated to replicatea base year data set but two sets
of key parameters that appear in the modes have marked effects on their analysis of policy
impacts. These are internationa trade elasticity and trade policy parameters used. With the
widespread use of the Armington assumption, a common procedure is to relate the elagticities

- of substitution between the Armington commodities back to empirical estimates of import and
export demand elasticities that country that a country faces. This, in turn involves the use of
estimates of trade elasticitiesavaitable in the literature. A wi dely used source is a compendium
of estimates due to Stern, Francis, and Schumachu (1976). This study summarisesa number of
estimates of trade elasticity producingbest guess estimates by product and by region. Many of
the elasticity estimates are relatively low ( in the neighbourhood of one).

DEARDORF and STERN(1986)

The first study in our Table is the-Michigan mode of world production and trade by
Deardorf and Stern(1986). Thisisadisaggregated microeconomy model of world productionand
trade. It incorporates supply and demand functions and market clearing conditions for 22
tradable industries and 7 nontradable industries in 34 countries.

19



Supply and demand functions were derived from maximization of profit and utility
functions. The input-output table for the U S. is usad to describe technology in dl industrialised
countrieswhile the input output table for Brazil is applied to the developing countries. Estimates
of import demand elasticity and elasticities of substitution between capital and labour were

obtained from the literature.

HARRISON(1986)

Harrison(1986) has developed a multi-regiona model of world trade, calibrated to the
global economy of 1975. This mode includes a computationally inexpensive technique that
alowsintermediate input substitutability. He also examines the sensitivity of his model's results

to varying elasticity parameters.

Primary production in the model is characterised by standard CES technology. Primary
factors are intersectoraly but no; interregionally mobile, although Harrison also experiments
making capital immobile in certain sectors. Intermediate production is represented by
Cobb-Douglastechnology both to allow for changing international trade co-efficient and to alot
a more reasonable share of import demand elasticities to find demand. Demand is represented
by single public household and a single private household in each region, the private household
having three-stage nested utility functions.

To examine the robustnessof the empirical calibration of the model, sensitivity analyses
are performed for multilatera tariff reductions. Harrison focussed on three of the modd's
eladticity parameters. theelasticity of substitution between primary sector and elasticitiesof input

demand and of total demand.

20
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STUDIESRELATING TOISLAMIC COUNTRIES

Only a few studies have been done to analyse the implications of economic integratior
among Mudim countries. Most of available literature(Masudul Alam, 1989) is generd anc
descriptive in nature, studying either the structure of trade among Mudim countries o
describing merely the probable advantages of economic cooperation among them. Only a few
empirical studies have been done using rigorous tools of analysis. But they are also limited in
their swpe and coverage of countries.

Dr. A. R. Bhuyan for example has developed a modd to study the implications of a
customs union in South Asa which includes some members of QIC. Dr.Ramzan Akhtar has
extended this mode to four Mudim countries, namely, Pakistan, Bangladesh, Iran and Saudi
Arabia Thisisasophisticated study which used econometric tools to estimate foreign trade price
eladticities.

Dr. Muhammad A. Gulaid (1985) hasanalysed trade among the membersof Arab League
without applying any modd of customs union. Similarly Kazim R. Awan({i985) has presented
a commodity level anaysis among OIC member countries. This is purely a statistical data on
Mudim countries

Volter Nienhaus hasapplied an unconventiona method for an automatic conditional trade
liberalisation for Islamic countries called a Customs Drawback Union {(CDU). As Customs
Unions are distinct from free trade areas in a CDU, the nationa protective tariffs are nat
abolished but maintained so that al imports, including the intra-group imports are formally
subject to the same customs duties as before. But in fact the tariffs would lose their protective
effectsfor the intra-group trade if this trade is developed in a balanced way. This meansthat a
country may bedefeated in somelinesof production by intra-group competetion but is successful
in other productions so that despite some efficiency improving sectoral and regional reallocation,
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the manufacturing sector will shrink as a whole. In termsof intra-group trade this implies thet

additional imports are balanced by additional exports.

The factua neutralisation of tariffs will be achieved by a system of (import) customs
certificates(CC) which are sold and purchased at a certificate exchange functioning similar to
conventional stock exchange. Once thegovernments have set up a legal framework for the CDU,
the mechanism will operate through the actions of private-oriented entrepreneurs (importers).
According to Nienhaus, these trade stimulating and reversing effects which are more powerful

under CDU than the incentivesin a free trade area.

However, one of the problemswith Nienhaus study is that it is limiled to a Situation of
disequilibrium in balance of payments. The purpose of a customs union on the other hand,

among others, is to increase trade among member countries a so.

¥
O
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Production function

bl ANrrRE-massraLemAan et A -

Deardorff &
Stern

Grais.de
Melo,and
Urata

Harrison

Country Coverage

34 major industrialised
and developing countries

Turkey

kL

10 single
countries,
the EEC,and
the rest of
the uorld

TABLE 1

SUMMARY OF MODEL CHARACTERISTICS

Demand functions

Derived from Cobb-
Douglas utility
functions;CES
between domestic
ard imported goods

in the same industry

LES demand system

Private:derived from

(Klein-Rubin, CES ELES)

Public:derived from
Cobb-Douglas utitity
functions

Disaggregation

34 countries and
the rest of the
world;single

consumer demands
in each country

1 household

(S value-added
functions;fixed
coefficient inter-
mediate use of CES
composites of dom-
estic and imported
goods.

S value-added
functions; fixed
coefficient use

of intermediate
inputs across
sectars, substitu-
tion betueen dom-
estic and imported
intermediate inputs
within sectors

1 private housshold (BS functions for
nested utility functions and 1 public house- primary inputs;

hold in each
region

Cobb-Douglas
function for

Disaggregation

22 tradable and
7 nontradable
industries in
each country,
plus a residual
rest of the
wrld

B production
sectors
(including 1
non traded)

Alternatively
7 and 20
production
sectors

intermediate inputs

'




Merceneir
and
Waelbroeck

Spencer

Whalley

11 devel opin
regions,an CECD
region,and g
residual Centrally
Pl anned Economi es
regi on

8 EEC countries and
the rest of the werld

B uorld regions

Derived from ELES
utility funetions;CES
camposites of donestic
and inported goods

Derived from2-stage
nested CES utility

functions

Derived from4- Level
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CHAPTER 3
ISLAMIC VIEWS ON ECONOMIC INTEGRATION

The am of this chapter is to explore if there is any concept of free trade among the
Mudim countries. Thiscould lay a basis for making a customs union among Mudlim countries

from the Islamic point of view.
TRADE AMONG ARABSI| N PRE-ISLAMIC ERA

The Arabian economy mostly consisted of trading people before the advent of Idam.
International trade contributed significantly in that economy. The Arabian peninsula hed quite
a number of active tradecentres. Trade routes to Abyssiniawere from Hijaz to Palestine, Egypt
and then Abyssinia. The ships usad to sail from Jeddah through Bab-ul-Mandab to any of the

Abyssinian ports.

.Zafar and Suhar were old centres for the sea trade of Indians on the coastal soils of the
Persian Gulf. Zafar wasSituated to the east of Hadrawat and was a known market for perfumes.
Suhar and Waba were old markets and traders from Sind, India, China and other eastern and
western countries gathered there to participate in trade fairs held at these places. Before the
dawn of Idam these areas were under the jurisdiction of Jalanzi b. Mustakbar who charged a
tax from the tradersat the rate of ten.percept. It also hosted trade fairs. Among these fairs were
those of Ukaz, an oasis between Taif and Nakhlah, The fair ves held on 1-20 Dhul-Qadah, the

eleventh month of lunar (Idamic) calendar.

The direction of externa trade of Arabian economy was mainly focused on China and
Abyssnia. Meccan traders used to take leather, glue, and frankincenseto Abyssinia. Woolen
cloth and gowns were also exported to Abyssiniaand bartered for foodgrains. In thisway, the
pre-Islamic Arabian economy hed a lot Qf international trade links.
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A reference to trade caravans of the Quraish has also been made in the Holy Quran. In
one of the chapters ( Al-Quraish 106:2), the Quraish are reminded o the protection God

provided to their caravans travelling in summer and winter. They have become habitua to use

to confront summer or winter.

TRADEIN POST-ISLAMIC ERA

The advent of 1dam introduced new motivationsand dimensions to internationa trade of
the Arabian economy. Mudlims were encouraged, individually and collectively, to seek bounties

of God and promote trade. For exam;)l e

"And when the prayer is finished, then disperse Ye through the land and seek of
the bounty of God".(Quran, 62.10)

"It isno crimeon you If you seek the bounty of your Lord (during pilgrimage)".
(Quran, 2:1983),

"And when the prayer is finished, then disperse Ye through the land and seek of
the bounty of God.(Quran, 62:10),

Idam also provides certain regulations regarding trade and it is compulsory for the
traders doing business within the Mudim territory to abide by those regulations. According to
Mudim jurists, the following guidelines should be followed by Mudlim traders while conducting
their business affairs.

1. The seller should not praise his goods for the qualities they do not possess.
2. The seller should disclose the qualities ,good or bad, of his stock to the prospective
buyer.
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A trader should not hide the weight and quantity of his goods.
4, He should not keep the price a secret in a way that if the buyer comes to know of it, he
will refuse buying. -

All this is binding on al Mudim business activities, whether they are living in one

country or the other.

The trade links with the well known trade centres and trade fairs in the world aso
continued during the ISlamicera. International trade continued to play a very important role in
the Arabian after Idam. The Muslims established trade relations with almost al the known
countries in the world. They were great navigatorsand their ships touched the shores of India,
China, Africa, Europe and Russia. Caravan traffic with 'Ship of the Desert’, was the common
means of travelling and trade between different Muslim countries, especially the pilgrimage

caravan to Mecca

THE CONCEPT G- CUSTOVS DUTY IN| SLAM

In Islam, people are divided into two different classes for the purpose of collecting taxes.
There isaworld of Mudims called Dar-al-Idam and the world of foes called Dar-a-Harb. So

the sources of revenue fall into two categories:

a) The taxes imposed on Mudlims caled Zakat (Sadagat) and Ushr.
b) The taxes imposed on non-mudims called Jizya, Kharaj and atax on non-Mudim
traders called import duty or tariffs called "Ushur’.

4
As is shown above, in the pre-Idamic days, the Arabs and the neighbouring Byzantine
and the Sassanian trade caravans were accustomed to sell their commodities in one another's
territory. It was customary for the market chiefs to impose a duty at the rate of ten percent on

the goods brought for trading by foreign traders in their territory. This kind of trade levy looks
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like the present day customs duty. There does not appear any sharp distinction between the
market toll at octroi posts and between the trade levy on goods imported for sale. The term

'ushr’ and perhaps 'maks” equally applied to both.

On thesystem of ’ushur’ collection on merchandise goods, we have numerous traditions
in which the Prophet condemned it in severest terms. To quote a few traditions from the
Prophet:

1) The collector of Maks will not enter paradise.
7) The collector of Maks will not be questioned for anything. He will be caught as such and

thrown in helifire.

In his agreement with some Arab tribes when they embraced Islam enmass after the
conguest of Meccah, the Prophet decreed that they would no more be subjected to the payment
of Ushur which wasa common practice. Thus the Fugaha generaly held the system of market
levy to be a Jahili practice which the prophet abolished. Thus we can say that Islam rejectsany
customs dutiesamong Muslimsand this becomesa plus point in the formation of customs union
among the Mudlim countries in which they will be having a free trade anong themsalves. This
clearly means that during the early ﬁériod of Islam there was no tradetoll on the interna
movement of commodities. This position is fully reflected in Mawardi's assertion that nothing
lieson theinterna movement of trade commoditiesand that in the Dar af Idamthiskind of levy
is unlawful.

As regards the common external tariff, it is reported that during Caliph Umar's time the
traders complained to the Caliph that the Mudim tradershad to pay thetoll of the tenth on their
sal eable commoditiesaccording to the pre-1damic custom while selling their merchandise in the
non-Muslim territories. In reciprocity the Caliph Umar ordered collection of the same rate from
traders from outside the Mudim state coming to tradein the Mudim land. However, Umar also

ordered not to imposeany 'Ushur' (customsduty) upon a Muslim, or on a dhimmi, if theformer
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hed paid the zakat, and the later Jiziya in accordancewith the pact made with them. Ushur weas
levied on the peopleof herb only when they sought permission to trade in Mudlim lands. Ushur
collectorswereappointed who collected a levy of ten percent from the harbi traders, five percent
from the dhimmi tradersand two and a half percent from the Mudim traders.

The rationale behind different rates of the above levy as imposed by Umar on different
categories of traders was that the rate of 10 % on Harbi traders was to reciprocate and to
balance the same rate collected from the Mudim traders in the Herb lands.

The subject of dealing with the Harbi traders has been discussed in lega books prepared
by Islamic jurists(Fugaha) . The Fugaha recommend collection of Ushur from the commodities
of Harbi traders at every entry to the Mudim land, whether they carry the same commodity or
a different one. The reason is that on return to the Harb land, the Herbi trader is no longer
entitled to retain the legd and financia facilities earlier accorded to him by the Mudim
authority. His re-entry to the Mudim territory should be regarded a fresh entry. '

It should be noted that the second Caliph, while fixing the rate of commercial levy on
incumbentstook adequate care to ensure free flow of essentia commodities to the market. Abd
Allah b. Umar reports that the second Caliph collected 5%levy from the Nabitian Christians
for olive and whest to help increase their import to Madinah whereas the same Nabitians paid
10 % for cotton goods. He did not always stick to imposing the 10%duty on the Harbi traders,
irrespectiveof the nature of the commodities. This shows that our modern customs union need

.

not stick to a duty of ten percent.

There is no report that the second Caliph encountered any opposition from the
companions, nor was he reminded of any tradition of the Holy Prophet condemning the system
of Ushur because the Mudim traders discharged their Zakat obligation and the dhimmis pad
according to the terms settled with them. It is reported that the second Caliph consulted ithe
Companionsof the prophet when he imposed that levy on the peopleof Herb, for the first time.
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THE DEVELOPMENT OF THE CONCEFT OF ECONOMIC
COOPERATION AMONG MUSLIM COUNTRIES

In addition to Idamic motivation and dimensions discussed above, the existing
international relations and realities make it desirable to have integration among Mudim
countries. Trade commandsa specia place in regional cooperation. The OIC member countries
face a formidable set of impediments and setbacks in expanding trade amongst themselves as
well as with the outside world. One of the magjor features of their economy is that the member

countriesare exporters of primary commoditiesand importers of manufactured goods.

This common profile of exports and imports of the OIC member countries inevitably
narrows the trade potential that these countries can exploit. Such potentials are further
undermined by lack of an appropriate level 0 basic infrastructure necessary for trade, such as
the information, communication and transport networks, permanent commercial and marketing
ties, financing arrangements, preferential tradearrangements, standardization, packaging, supply

availability, competitivenessand so forth.

Ladk of complementarity among some of the Muslim countries could be another factor
for low trade. Therefore, if customs union is to be established, some degree of
complementarities among the members of a customs union should exist even before such an
arrangement is put in place. One of the problems with the Mudim countries is that they have
done nothing to promote the potential trade complementaritiesamong them. Variety in their
resource endowments apparently should result in strong intra-trade relations. But in redlity this
has not happened. Most members of OIC import food from nonmembers inspite of the fact that
a number of them have exportable food surplus(e.g. rice in Pakistan, edible oils in Malaysia,
pulses in Turkey and Syria, etc). Another dilemmais that some of these countries import food
and agricultural raw materials from non OIC member countries despite having large agricultural
economies. Once again, the main reason for this is that these countries have not properly
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exploited the potentia trade complementaritiesat OIC level. Any regional effort to reduce tariff

and non-tariff barriers would allow them to benefit from such complementarities.

There isalso agreat potentia in the Industrial sector. There are countries like Pakistan,
Maaysa and Turkey which are industrialising at a faster rate. A cooperation among these
countries can result in the development of basic industries like iron and sted and other
metallurgica products. Moreover, thefact that most of the Mudim countriesare geographicaly
contagious. This provides a natura reason for having close trade relations among these

countries.

In an Islamic economy, the competitive spirit will be accompanied by an over-riding
sense of cooperation which is morethan just an act. It is at once a mood ad a motive, a
principle and a psychology. The element of struggle will not be atogether absent from an
Islamic society. Only it will be oriented differently.

A purposive relationship based on good will and cooperation is found in the Individual-
society-state relationship. It is the State which enforces the Idamic law and makes individuals
fulfil their obligations towards society but it is the individuals who select their rules to enforce
the Shariah.

In the mora sphere Ilamic faith is essentialy a unity. It is at once worship and faith;
secular conduct of life is not divorced from religious beliefs of mudims. In socid sphere its
distinguishing feature lies in its compiet:e human equalit"i‘z', just and coherent unity of existence
and mutua responsibility of individualsand societies in 1lamicscheme of things, nobody would
be alowed to exploit the other; everybody would be alowed to exploit the other; everybody
should be given equal opportunity to go up the socia ladder.

The free-market mechanism is based on effective demand, making resources available

to those who need them. Assuch in an Idamic economy, price offered by the market cannot be

by
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accepted as a matter of rule. Competitionas implicit in the market needs to be supplemented by

conscious control, supervision and cooperation. This is where Idam enters. The key lies in
mutua good will and cooperation, whilethe market price emergesfrom the wholly unsurpassed
interaction of competing buyers and sellers. 1slamic equitable price need to emerge from the
supervised competition, consciouscontrol and cooperativeinteraction of the buyers and sellers.
Such a system isto be established in all the muslim countriesand a customs union will help in
this direction.

With a positive attitude to economic enterprise and socially-oriented purposive rights of
ownership, individualsand groups in the brotherhood of man are enjoined to cooperate with one
another in patterning life on earth in accordance with the will of Allah. Economic relations,

especially those in production and exchange of wealth, should be cooperative in nature.

"Rivalry and cut-throat competition makes no sense in this
context" (73:27).

Cooperation is seen as the basic.value in Islam's economic
philosophy. (8:36)

. Unlikeearning pecuniary profits, which isan individualisticaim, socia servicecals for
mutual consultation, cooperation and joint action. The individua entrepreneur will, therefore,

be drawn towards other fellow entrepreneursin order to devisea course of action which ensures
simultaneous and harmonious attainment of both the ends, individual and social.

Cooperation among producers may take such forms as dissemination of knowledge
regarding the needs of society in general or specific industries through machinery voluntarily set
up for this purpose by the producers themselves or through the agency of the state.
Dissemination of such knowledge may go along way to assist the individua producersin taking
correct policy decisions,especially in the formative stage of the firm.
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Later on it may take the form of joint research.projects, labour welfare schemes and
mutua consultations on such policy matters as quality and price of the product and
advertisement, etc. As this cooperation is motivated by social service and satisfactory profits,
it will be different from monopolisticcombinations or collusions detrimental to public interest.
Such joint ventures are going to occur among producers of muslim countriesalso in the fields
of food production, industrial output, skilled manpower, scientific research and modern

technology.
This cooperation leads to the idea of Islamic Common Market.

ISLAMIC COMMON MARKET

The oft-suggested idea of setting up an Islamic Common Market( | QV) was first mooted
at the Second Islamic Summit Conference in Lahore in 1974. It was agreed that the
establishment of such a market could be at best a long-term objective and the proposal needed
careful and deep consideration. During this period some progress has been made towardsgreater
cooperation among OIC member countries. The number of economic cooperation arrangements
made between member states could be the basis for a futurel GV

By definition, acommon market is a schemeof economic integration where the members
agree to abolish dl the tariffson each other's exports, follow a common tariff policy towards
their imports from the rest of the world, and alow a free flow of commodities as well as
productive factors (capital, labour, entreprenersand technology) within member countries. In
the case Mudlim countries are part of some regiona integration schemes, even these have not

taken any substantial steps to achieve this advanced forms of economic integration .

There seems to be three schools of thought as far as an ICM is concerned.
a) Some states simply oppose such a market and prefer simple bilateral trade between

members.
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b) Another group supports the idea of an ICM but rather passively and unenthusiastically.

0) The third group actively promotes the setting-up of at least a basic structure which
would later be developed into a full-fledge common market.

The later group stressesthat avita prerequisitefor thisisincreasing economic, industria
and commercial cooperation and development of al Muslim states. This would largely depend
upon the exchange of information, development of communications, increase in  relations
between the private sectors, promotion of trade fairs and exhibitions for the products and
servicesof Mudim states, common educationa programmesand scientific exchange and research

between member countries.

There are those who emphasise that in view of the prevailing political climatesin various
Mudim states,it would be difficult to unify the diverse economic structures. Political and
ideological differencesbetween some member stateswill further hinder the process of economic
integration between OIC states. This process, however, could be given a stimulus if member
states established economic and industrial cooperation on a regional basis to start with.Others
still say that the greatest barrier to establishing greater economic cooperation between Mudim
states is the lack of popular and political will.

Despite that, the most significant progresstowards both increased intra-tradeand as ICM
has come within the framework of OIC’s "Plan of Action to Strengthen Economic Cooperation
Among the Member States’, which was adopted by the Third Islamic Summit Conference in
Taif, Saudi Arabia, and within the extensive follow-up action of the Standing Committee on
Economic and Commercia Cooperation (COMECEC), which became operational in 1984 after
the Fourth Summit in Casablancaand in its meeting in March 1987 in Istanbul, Turkey. The Plan
of Action specify the targets to be achieved in 10 mgor areas of cooperation - food and
agriculture; trade; industry; transport; communication and tourism; population and health; and

technical cooperation.
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Concrete achievements are at last filtering through. The COMCEC established "The
Longer Term Trade Financing Scheme" which is being run by the 44-member Idamic
Development Bank (IDB) as a fund. The $600 million fund, the first ever of its kind to be
launched by the IDB, became operationa after the Fifth Summit Conference in Kuwait. The
objective of the Scheme is to increase trade among OIC memers countries in non-traditional

items with emphasis on exports. It will provide partial funding for periods ranging from 18
months to five years. Other schemes launched byy the IDB is the Ilamic Corporation for the
Insurance of Investment and Export Credit (ICIEC). The establishment of a Trade Information
Network and a Trade Peferential System are some steps which hopefully would lead to greater
cooperation among the OIC countries, which is a pre-requisite for ultimate integration of OIC

member countries.
EXISTING ECONOMIC COOPERATION AMONG ISLAMIC COUNTRIES

Economic Integration movementsare not a new phenomenain the Mudim World. Almost
al the members of the OIC are members of one or the other regiona grouping meant for
economic integration. According to an UNCTAD list, ISamic countries are members of the
following groups:-

1) The Arab League (AL)

2) The Council of Arab Economic Unity (CAEU)

3) The Aradb Common Market (ACM)

4) The Arab Gulf Cooperation Council {AGCC)*

5) The Organisation of 1slamic Conference (O1C)

6) The Central African Customs and Economic Union (UDEAC)
7) The Economic Community of West African States (ECOWAYS)
8) The Organisation of African Unity (OAU)
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9) The Preferential Trade Areafor Eastern and Southern Africa (PTA)
10) The Association of South East Asan Nations (ASEAN)

11) The South Asan Association for Regiona Cooperation (SAARC)
12) The Econemic Cooperation Organisation (ECO)

The trend in the number of such regional groupings has increased over time. Practically
amember can join more than one such groupings. Assuming that eech organisation has its own
principles, rules and regulations depending upon the requirements of original commitmentsand
objectives, contradictions may arise among them. Once a country joins a particular grouping,
the non-membersautomatically becomea third party while these countries could be the members
in a different grouping. Conflicts arising from the different set of objectives and rules specific
to the organisations lead to practical inertia and a host of manageria problems. If not dl of

these, the members would choose their favoured ones leaving the others "dead on the paper”.

Such a situation could be better termed as an inflation of organisations which eventually
transform into pseudo groupings. The standard measure to cope with the interna balances isto
reduce and control the rate of inflation by way of eliminating the sourcesof inflation. The same
must hold true with respect to inflationin the numt;er of such grouping. Thus the number should
be lowered to a redlistic level with a view to realise progress and efficiency in the field.
Therefore, some organisations may have to be dissolved in order for others to progress by
reducing their operational and financial costs. One step in this direction could be for the OIC
to create a single Customs Union among all the Islamic Countries. This arrangement can be
further expanded to include areas such as expanded trade, establishment of joint ventures and
joint action towards an integrated market and economic union.

Let us now havea look at some of the Economic Groupsamong OIC member countries.

An assessment of their experiences support the view that the main reason for integration are

political rather than economic costs and-benefits.
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1. ARAB LEAGUE

The initial step towards Arab multilateral economic cooperation was taken by the Arab
League on September 7, 1953 when it drew up a trade and transit treaty, the primary purpose
of which wasto facilitatetrade and transit movementsamong the Arab countries. The signatory
countries were then Egypt, Irag, Jordan, Lebanon, Saudi Arabia, Syria and Northern
Y emen--Kuwait joined later, U.A.E. joined in 1971. The treaty was amended on 15 December
1954, 25 January 1956, 29 May 1957 and 14 January 1959. These amendments pertained to
modifications in the lists of goods covered by the treaty and to clarifications concerning certain
of its provisions.

The main provision of this treaty relates to the extension of preferential treatment in
customs duties. Agricultural and anima produce were to be exempted from these duties.
Industrial and intermediate products where the local value added was not less than 50%of the
total cost of production became subject to a reduction of 25% and 50% respectively in the
applicable duty. The treaty specified that current transfers were to be facilitated subject to
existing regulations while free capital transfers were to be permitted provided they were destined
for development projects. Thus, as it stood, this treaty fell far short of establishing a free trade
area or a customs union. It did not providefor elimination of al customs duties nor did it deal
with other trade barriers particularly those. of an administrative nature such as quotas and
licensing. Further, it did not call for the establishment of a common external tariff vis-a-visthe
rest of the world. It was a very limited move in the direction of closer multilateral trade
relationship. Even then it was not effectively applied by the signatory countries.

—

2. CAEU (COUNCIL OF ARAB ECONOMIC LN TY)

On June 3, 1957 another attempt at multilateral cooperation was initiated. The treaty of
Arab Economic Unity wasdrawn up establishingthe Council of Arab Economic Unity (CAEU).
The treaty was not approved, however, until mid 1962 and the initial efforts of the council to
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effect multilateral cooperation could not begin until August 3, 1964. At that timea decison was
taken to establish an Arab Common Market (ACM). While the ultimate objective vas a full
ewnomic union, thiswas to be attained in stages beginning with the gradual implementation of
a free trade area among the signatory countries. In practice, only four countries namely Egypt,
Irag, Jordan and Syriaout of 13 agreed to implement a free trade area at the end of 1970 which
was in operation at least as far as the abolition of customs duties is concerned.

Important obstacles which till remain in the face of the free movement of goods among
these four countries pertain to trade regulation of an administrative nature, e.g. licensing, ad hoc
decisions by public sector organizations. Existing evidence indicates that these regulations have
continued to act as hindrances to the free movement of goods. To that extent a truly free trade
area among these four countries has not yet been fully established.

3. ARAB COMMON MARKET(ACM)

Egypt, Irag, Jordan and Syria formed the Arab Common Market in 1964 and abolished
al tariffs on localy produced agricultural, animal and minera products in 1971 and on
manufactured goods in 1973. Libyajoined the ACM in 1977, Mauritaniain 1980, PDR Yemen
in 1982 but have not implemented free trade provisions, vet.

The results of trade liberalisation programme are disappointing. The share of the
inter-ACM exports in tota exports of the ACM countries grew in 1970, but fell again in the
recent years. For Jordan alone, inter-ACM exportsaccount for 15% of total exportsin 1983;for
Syria the share is 2% and for all other ACM members it is less than 1%. Asking for the
reasons, one has to note that the ACM became a free trade area only formally. In practice,
non-tariff barriers remained mgor obstacles to a more rapid expansion of intracdACM trade.
Tariff concessions were often offset by non-tariff restrictions which became a widely used

instrument for the continuation of protective policies for domestic industries.

~
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4, ARAB GULF COOPERATION COUNCIL (AGCC)

Bahrain, Kuwait, Oman, Qatar, Saudi Arabiaand United Arab Emirates set up the Gulf
Cooperation Council (GCC) in 1981. In March 1983, they abolished customs duties on
intraGCC trade in agricultural and anima products processed from locally obtained raw
materialsand on manufactured goods made from imported raw material if domestic value added
congtitutes at least 40% of the cost of the finished product and the national own at least 51% of
the equity of the firm producing it.

In 1982 (the year before the abalition of tariffs), the ratio of intra- GCC trade reached
a maximum of 26.9% in Bahrain and ranged from 0.6 to 8.0% of total exports for the other
countries. By the end of 1983, the maximum was to 24.3% in Bahrain and between 0.2 and
4.4% in the other countries. Since the GCC members did not harmonise their generd
industrialisation and fiscal policies, complaints are heard about distortions in the intra-group
competetion. Most countries are worried of opening their markets to Saudi made goods which

benefit from generous government subsidies and other incentives.

5. ECONOMIC COMMUNITY FOR WEST AFRICAN STATES (ECOWAYS)

Sixteen countriesformed Economic Community of West African Statesin 1975. In 1979,
atradeliberalisation programmewas started. It issaid that ECOWAS continuesto exist on paper
only. Theexistenceof two smaller integration groupings within the ECOWAS region (MRU and
CEAOQ) turn out to be the cause of mgor problems. Certain important provisons of the
ECOWAS treaty are incompatible with the rules and regulations in force in MRU and CEAOQ.
For example, the MRU has introdué;d and CEAO envisages a Common Externd Tariff on
imports from outside the respective group. A number of countries are outsside MRU and CEAO
but insde ECOWAS which strives for the reduction and abolition of tariff for trade among all
its members.



Another problem that strains the relationship in ECOWAS is the rule of origin which
prescribes that tariffs are abolished only for products where at least 35% of the value added is
contributed by firms in ECOWAS countrieswhose equity is held at least 20%in 1981, 35%in
1983 and 51% in 1989 by ECOWAS nationals. Ivory Coast and Senegal at present account for

a high proportion of the manufactured exports among community members. Other members

cannot compete with them due to this ownership provision.

6. PREFERENTIAL TRADE AREA (PTA)

On 22 May 1981, Ministersof Trade, Financeand Planning from fifteen countries in
the Eastern and Southern Africaadopted a draft treaty on the PTA.The fifteen statesare Angola,
Botswana, the Comoros, Djibouti, Ethiopia, Kenya, Lesotho, Maawi, Mauritania, Mozambique,
Swaziland, Tanzania,Uganda, Zambia and Zimbzbwe.

The objectivesof the PTA for attaining improved commercial and economic cooperation
in the region are naturaly fraught with a number of difficult economic problems, though these
may not be insurmountablein the long run. The level of industrialization among the countries in
the region is low; only two countries, namely Kenya and Zimbabwe, have a manufacturing
sector which can export a limited variety of cosumer goods. All the countriesin the region have
aready started import substitution of these goods.

Tariff and non-tariff barriersare only one factor restricting inter-African trade.Other
impedimentsare the limited ability to produce (especially processed and semi-processed goods)
at prices which compete with developed nations ; to transport products quickly, efficiently and
cheaply; and to pay for imports in a mutually - acceptable currency capableof financing further
imported inputs.

The PTA isstill inthe phase of institution building to provide facilitiesfor encouraging
inter-state trade among the members. The strategy of the PTA seems to be conventiond: it is
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a strategy based on marketing integration through the remova of trade barriers, both tariff and
non-tariff, rather than either consolidating transport and communications system or leading to
inter-state divisionsof production based on comparative advantage, or a combination of these.
The experience of ECOWAS as well as ASEAN in South-east Asia seems to teach us that
economic integration amongst a group of developing countries will take many years to find a
shape or operational stage, let aone become successful. We can argue that PTA is exactly the
kind of association which many informed observors of Africaidentify as the only solution to the
continent's intractable problems. But these same problems make it unlikely that the PTA will
succeed, at least in the short run.

7. ASSOCIATION OF SOUTH EAST ASIAN NATIONS (ASEAN)

Indonesia, Maaysia, Philippines, Singaporeand Thailand created theassociation of South
East Asan Nations in 1967. Brune joined in 1984.. Unlike the aforementioned groupings,
ASEAN is not a form of integration but just an economic cooperation grouping. In the field of
trade, preferentia trading arrangements came into force in 1978. The intraASEAN trade asa
proportion of total ASEAN traderosefrom 16%in 1977 to 23% in 1983. This, however, is not
asuccess of the preferential trading arrangement becauseonly 2% of the intraASEAN trade is
subject to preferential treatment. Given member countries obsession with their nationd interests,
mogt items offered for tariff cuts under the preferential arrangementsare marginally traded or
completely non-tradable.

CONCLUSION
The poor record of integration groupings of these developing countries and the half-
hearted support of many governments to genuine liberaisation of inter-group trade are in

contrast with the economic rationale for the formation of free trade areas or custom unions. |t

Is usualy agreed that the national markets for most developing countries are too small for the
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establishment of plants of optimum sizeand for the realisation of economies of scale. Hencethe
enlargement of the markets and their protection is seen as pre-requisite for a more rgpid
industrial development.

This brings us to the question as to how far a customs union among the OIC countries
Is a feasible option, While addressing this question, it is possible to formulate some plausible
hypothesis on characteristic features of groups of countries which could either gain or lose
from a customs union. A group of countries such as Benin, Butkina faso, Chad, Comoros,
Djibouti, Gambia, Ginnea Bissau, Madives, Mali, Mauritania, Sierra Leone and PDR Yemen
haveaGDP of US$ 1200 m. or lessand a per capitaincomeof US$ 1000 or less. It is not very
likely that these small countriescould develop manufacturing industries to stand successfully in
an intra-union competetion. A system of compensation would have to be devised to hdp if a
customs union is formed among such countries.

As regards oil-rich countries such as Bahrain, Brunel, Kuwait, Qatar, Saudi Arabia,
United Arab Emirates, Oman and Libya with a per capita income of US$ 6000 or more, they
have large financial means which could allow them to give strong fisca incentives, subsidies
and other governmental support to their industries. In their case case intra-group trade
liberalisation could be to their advantage.

The majority of the Islamic countries, however, are neither very small nor oil-rich. For
an assessment of the potential impact of trade liberalisation, more information about their
production structure and trade orientation is required. Thus the modd built in this study
includesonly thesecountrieswhich are neither too small nor oil rich and yet an intra-group trade
liberalisation could benefit such countries. This arrangemnt should move to the advantage of

acountry if:
1) more is the share of manufacturing industries to GNP.

43



2) the manufacturing industry is more outward oriented.
3) more suitable are the manufactured exports to meet the import demand of the
Integrating countries.

Here it is sufficient to show that it is highly probable that the establishment of a free
trade area or customs union would lead to a very uneven distribution of the costs and benefits
among different countries of OIC. So it becomes necessary to look after the interestsof those
countries which are in a danger of losing manufacturing industria capacity. This brings us to
the question of studying the possible impact of forming a free trade area or a customs union
among selected OIC member countries.
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CHAPTER FOUR
THEORETICAL MODEL OF A CUSTOMS UNION

The Theory of Customs Unions has been defined as that "level of tariff theory which

deals with the (welfare) effectsof geographically discriminatory changes in trade barriers. "The

¥ pioneering study of the theory of Customs Unions was made by Jacob Viner(1950). It was
generally considered that since the formation of a union involved moving closer to free trade,

world welfare must increase. But the discussion of the Theory of the Second Bett illustratesthe

falacy in the argument. Viner also showed the argument to be incorrect. He introduced, instead,

the key concepts of Trade Creation and Trade Diversion Effects. These effects are shown on

both Production and Consumption. We start with the effects on production.
EFFECTS ON PRODUCTION

§ According to Viner's analysis of production effects, if a union shifts production from a
higher cost source to a lower cost source, it creates trade and constitutesa movement towards
freer trade. On the other hand, if production is shifted in the reverse direction from lower cost
source to higher cost source, it constitutes trade diversion and is a movement away from free
trade. Given that such shifts may take place, the efficiency with which resourcesare utilised will
be atered and the overdl effect may be to increase or decrease production efficiency. The
meaning of trade diversion and creation can be shown by means of simple numerica example
given in Tablel.

—h
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TABLE-]
PRODUCTION COST OF CYCLES IN THREE COUNTRIES
COUNTRY PAKISTAN [RAN | TURKEY
PRODUCTION COST: (RS) 1400 1200 1000

" Before Union, at a 50 per cent duty,.Pakistani producers were supplying cycles to their
domestic consumersat a relatively high cost. If Pakistan and Iran join as partners in a customs
union, Pekistani producers would be displaced by the low cost Iranian producers. Where
international trade did not exist before, it has now been created. This trade creation results in

an increase in the efficiency of world production.

The new intra-union supply may, however, displacea member's importsfrom alow cost
foreign source. |f Pakistan, for example, had been importing cycles from Turkey at a price of
Rs.1000 plus a 50 % duty. With the elimination of this duty on intra-union trade, Iranian
producers with a cost of Rs.1200 could now displace the imports from Turkey. The actual cost
to Pakistan is now Rs.500 higher than-before. Trade has been diverted from alow cost source
to a high cost source. This trade diversion reduces the efficiency of world production, since to
produce the same output as before, a larger quantity of resources has to be used. Alternatively,
one could say that to acquire the same quantity of imports as before, Pakistan must now use a
larger amount of resources in producing the exports in exchange for the imports.

Countries trading various commodities can face both trade creation and diversion.
Whether the favourable effects of trade creation are greater or less than the adverse effects of
tradediversion will depend not only on the change in the volumeof trade but also on the change
in the unit cost. Even a large volume of trade created, if the cost savings are smal could be
offset by a comparatively small volume of trade diverted, if the differences in unit cost are
relatively small. The relevanceof both these elements to the question of net gain or loss in world
efficiency suggests the following points to be considered in evaluating the production effects of

a customs union.
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1. If the economies merged in a customs union are competetive in the sense tha they produce
a wide range of similar goods, there will be many opportunities for the substitution of the
products of one union member with those of the others, and thus for trade creation rather
than diversion. This suggests that primary producing countries should form customs union
among themselves rather than with industrial countries. This aso provides a bass for a

customs union among Islamic countries.

2. Any gain from the union of competetive economieswould be augmented by the existence of
large differences in unit costs. Not only would there be a large gain for each unit of goods

traded, but there would also be a substantial reallocation of resources.

3. Tariff levelsare another determinant of the effects of customs union on world efficiency of
production. A prohibitive tariff has greater chancesfor trade creation. There are two cases.

a If pre-union tariffsof membersare high, thus restricting imports in general, thelr
removal will permit the substitution of many low cost sources of supply within
the union for high cost domestic suppliers. This would favour trade creation.

b) After the union isestablished, a low tariff against the outsiderswill be favourable
to efficiency, for this will minimise trade diversion. There will be less likelihood
that low wst outside producers will be excluded from the union market, whereas
with a high tariff wal around the union, its market will tend to be reserved for

relatively high cost suppliers inside the union.
4. Other things equal, the larger the market formed by a customs union, the more numerous

will be the opportunitiesfor a more productive reallocation of resources. This point also goes
in favour of our proposition as there are about 45 I1slamic countries as members of OIC.
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EFFECTS ON CONSUMPTION

Meade (1955) was the first to point out the consumption effects of a customs union
ignored by Viner. This effect takes place due to a change in consumption which results from a
change in price after the formation of a customs union. Let there be three countries, Pakistan,
Iran and Turkey. Let Pakistan and Iran form a customs union. Then, according to Meade, we
can measure the potentia gain in living standards in these countries through increased trading
by comparing ratios of the margind utilitiesof the products. Before the formation o the union,
the ratio of margina utilities in Pakistan between the two goods, say, paper and tools would be
higher than the ratio in Iran because Pakistan's tariff raised the price of tools by 10%, whereas
Iran's tariff raised the price of paper by 30%. This gives Pakistan a possibility of gains from
increased trade. As trade expands, the additiona gain declines as the ratios of the margina
utilities approach each other. In the union, Pakistan removesiits tariff on toolsand increasesthe
use of tools and lowers that of some other. In Iran, imports of paper rises and the use of tools
fals. This can be explained with the help of Figure 1.

Before the customs union, the origina price line is PP. When the tools become
cheaper relative to paper, the line movesto PP'. The new relativepricelineat origina leve of
real income is P"P". The resultant equilibrium point is E" at which the consumption of tools

goes up and of paper fals.

The elimination of the divergence between the margina value and marginal cost of
tools yields consumers an increase in welfare. But there is an offsetting loss of welfare
fromthereduced consumption of paper. Since the divergence between margina value axd
marginal costpaper remains at the original level, thereis aloss of welfare corresponding to this
divergenceon each unit by which the wnsumption of paper is reduced. In other words, the full
consumption effect is composed of two eements-the gain from larger consumption of
(previoudly taxed) imports from the partner country and the loss from reduced consumption of
third country imports which are still subject to duty. On balance, the consumption
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effectmaythereforebe negative, in which case the Viner-type trade diversion loss understatesthe
unfavourable effects of customs union or vice versa

PARTIAL EQUILIBRIUM ANALYSIS

Bath the productionand consumption effects can be shown in figure 2 introduced by
Harry Johnson{1957). The domestic demand for the product is represented by DD and domestic
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supply by SS, with foreign supply curves for two countries A and B being AA" and BB. A

represents a potential union member and B represents the rest of the world. Now lel a tariff of
BT be imposed by the home country on imports from A and B. Imports of M2 M3 will come

from country B with no imports from country A.

Consumer's surplus increases by ATHP, the totd tariff revenue (area c + area e is
lost, and producer's surplus declines by area (). A part of the lost tariff revenue (area c)
accrues to consumers because of the lower price of the product. The remainder (area €) is the
net loss from diverting imports to a higher- cost source.

The increase of consumer's surplus in A exceeds the loss of producer's surplus and
the transferred tariff revenue(c) by the triangles (b + d). These two areas represent the net gain
in welfare resulting from trade creation. Area b i-s the positive production effect and aread is
the positive consumption effect. Area (€), the net loss from diverting imports to a higher cost
source, represents a payment to the higher cost producers in B. The net welfare effect depends
on whether the gain from trade creation (b + d) isgreater or less than the loss from trade diver-
son (e).

The diagram aso shows the following effects of customs union:

—t
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1) The more elastic the demand curve and supply curve for the home country, the greater will
be the gain from trade creation. It can be seen from the figure that theflatter the curves, the

greater will be theareas b and d.

2) Tradediversion will be less if the elasticity of demand in the union for foreign goods and
the elasticity of supply of the foreign goods is low,

3) The more indlastic is foreign demand for union export and the more inelagtic is the supply
of foreign exports, the greater will be the terms of trade gains for the union.

GENERAL EQUILIBRIUM ANALYSS y

It was Gehrels(1956-57) who first presented the genera equilibrium analysis for
customs unions. He showed the substitution effects in consumption and contradicted Viner's
conclusion that trade diversion aways results in a fal in welfare. Let us first take Viner's case
as shown in Figure 3. Country A iscompletely specialised in the production of Y. It produces
at point A on the Y-axis and trades at point d on the terms of trade line shown by AC.
Consumption in country A consumes the two goods in a constant proportion given by ray OR

-t

from the origin.
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Country A now forms a customs union with country B. This leads g trade diversion.
A's terms of trade deteriorate. The new lineis AB. The country moves from point 'd' to'e’ and
finds herself on a lower welfare level as indicated by the usua community indifference curve

given by I,.
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However, if substitution between the goods is allowed, trade diversion may not result
in afdl in welfare. There are two contradictory forces:
) a deterioration in the terms of trade implying a lowering of welfare; and
ii)  an increased consumption implying an increase in welfare. So the result of trade

diversion is no longer the same as shown in figure 4.

FIGURE 4
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Country A isinitidly at point d under free trade condition. With a duty on good x,
the domestic price ratio is indicated by the line TT. Consumption is at point f, where another
Community indifferencecurvel, istangént to the priceline. Tariff leadsto afall in consumption

of x which is substituted by Y and to a lowering in consumer's welfare. Country A now forms
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a customs union with country B. This leads to trade diversion and to a worsening of terms of

trade. The new terms of trade line is now given by AB. This need not lead to a lowering in
welfare for consumers because at the price ratio AB, good X is now cheaper than at the
tariff-inclusivepriceratio TT. Commodity x will, therefore, be substituted for Y in consumption
and we move to point e which is on thesame indifferencecurveasf. Hence country A isas well
off after the customs union as before. So a case can be made for a country to form a
trade-diverting customs union and yet gain an increase in welfare if the consumption effectsare
taken into account.

Melvin(1969) and Bhagwati(1971) relaxed Viner's assumption of constant costs in the
home country and proved that a trade diverting customs union can bring welfare gain. This is
shown in Figure5. In thisfigure, AB is the home country's production possibility curve. With
a uniform tariff on the import of commodity Y from both the external and the partner country,
the home country imports from the former at international priceratioH, C, E, the consumption
is C, (dong the ray O C, C R, since fixity of the consumption pattern is assumed) and
production is at the tariff-inclusive price ratio DPE at point H,. On the formation of a customs
union, the tariff is eliminated on partner country imports. The production shifts to H, as shown
by the tangency of the production possibility curve AB to the partner country priceratioH, C,
P. Equilibrium consumption is then at C, and welfare hasincreased (U, > U,) despitethe fixed
onsumption pattern.
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So against a terms of trade loss of a trade diverting customs union we havea welfare

gain on both on account of consumptionand production. In this way the prospectsof a welfare

gain from a customs union are further increased.

Cooper and Massell (1965) in their classic article challenged the welfare analysis of
customs union by comparing it with unilateral tariff reduction (UTR). They concluded that a
non-preferential tariff policy is necessarily superior to customs union as a trade liberdizing
device. In Figure 6, Dh is the home demand curve, Sh is the home supply curve, S h+p isthe

supply curve of the home plus partner countries, and Sw is the world supply curve.

37



~

SR Ranl——Rac
<

0 Q2 Ql Q3 Q
QUTPUT

FIGURE 6

We start with a tariff PPt. This excludes competitorsboth in the partner country and
the outsideworld. Priceis QOPt, domestic production and consumption is OQ,. After the customs
union, price drops to OP’t. Consumption expands to 0Q, and domestic production shrinks to
0Q,. Suppliersfrom the partner country have displaced home production in the amount Q, Q,,
with asaving in cost equa to the trianglep. This is trade creation.
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Suppose that, ingead of forming a customs union, the country considering this step

hed lowered their tariff on al imports by an amount that would yield the same price, quantity
consumed and level of domestic production as would result from the formation of a customs
union. In termsof thefigure, this would mean a non-preferential reduction of the tariff from PPt
to PP’t. Price in the domestic market would fall to OP’t, consumption would expand from OQ,
to 0OQ,, and domestic production would shrink to OQ,, the values realised from establishment
of acustoms union. But in this instance, imports in the amount Q, Q, would come not from the
other country of the proposed customs union but from outside supplier. The relevant
import-supplier would be Sw not S h+p. Imports would then ‘be obtained at a unit cost of OP
ingead of OP’t, or atota cost of Q, EF Q; indead of Q, BC Q,, and customs revenue would
amount to EBCF. So a policy of a non-preferential reduction of the tariff yields an even greater

cost saving and is hence to be preferred.

With this background we can explain our Genera Equilibrium modd to estimate the

effects of a customs union on the economies of member countries.
ASSUMPTIONS OF THE MODEL

The following are the main assumptionsof the modd:-

1. A customsunionimpliesthe removal of quantitativerestrictionsas wel as the mutud
abolitionof import duties. Since, the effectsof the removal of quantitative restrictions
isdifficult to measure, the modd is confined to the consequencesof the changed tariff

structure.

2. Full employment prevails before and after the union is created, in other words, the
volume of total production remains constant.
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The members seek to maintain equilibrium in their balance of payments, t.e. in each
country the changesin the value of imports must be equal to the changesin the value
of exports. Moreover, we assume that equilibrium exists in the balance of payments
in the initial position, that is to say, the expenditure is equa to income.

Should disequilibrium occur in the balance of payments as a result of the modified
tariff structure, these are corrected by adjusting the rate of exchange.

Domestic prices expressed in domestic currency remains unchanged.

Customs Union is composed of 9 countries namely Pakistan, Iran, Turkey, Bangla-
desh, Sudan, Tunisia and Morocco, Indonesiaand maaysia

The productsare divided into 9 categories namely rice, petroleum products, cotton,
jute, cotton yarn, cotton cloth, phosphate, natura rubber and wood. These
commodities are numbered 1 to 9 respectively in the tables. The sdlection of nine
countries and nine products result in a square matrix and help in the solution of
modd. In the import market, substitution takes place only between the productsin the
same category. This is shown by the elasticitiesof demand for imports.

The outsiders make no change in thevalue of their currency ; i.e. corrections in their
exchange rates are zero. The other corrections are expressed in the outsider's rep-
resentative currency, dollar.

The prices of the export products in the country of origin and at the frontier of the
importing country are equa to unity. The market price in the importing country is
then 1+t, so that the market vaueof the importsis equal to the value of the imports -
plus the revenue from the import duty.
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10. All countries forming customs union produce al 9 products. However, only one
product which may be called the export product is both consumed and exported at the
same time. The other 8 products are partly imported from other member countries.
Pakistanexportsrice, Iran petroleum products, Turkey cotton, Bangladesh jute, Sudan
cotton yarn, Tunisiacotton cloth, Morocco phosphate, Indonesiarubber and Malaysia

wood.

11. Elasticities of substitution of supply and demand are assumed to be equal as are

elasticitiesof income for al countries and products.

i We discuss the effects of customs union in three phases. In the first phase, we
consider the consequences of abolishingall import duties on the countries forming a customs un-
ion. In this-case, holding other things constant, prices in the import-competing industries would
fall resulting in a decreasein their profitsand cut down their production. The production factors

thereby released can be put to work in the export industry. This happens on the supply side.

On the demand side, the abolition of the import duties entails two autonomous
changes:]) an autonomous change in prices, and 2) a change in income resulting from the

removal of the revenue from the import duties.

Let usconsider Country 1. The reduction of income leads to adrop in demand for dl
products which, expressed in percentages, is the same for all products if the income elasticities
are identical for al goods.

We assume provisionally that the balance of payments is in equilibrium in the initia

situation, that isto say, the expenditureis equal to income. The expenditure equals the value o
the consumption of the home product plus the market value of the import product.
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We assume that the prices of the export products in the country of the origin and at
the frontier of the importing country are equa to unity. The market price in the importing
country is then 1% t, so that the market value of the import product is equal to the value of the
imports plus the revenue from the import duty(t).

The prices of products 2 to 9 amounting to [+t in the initial situation, are reduced
to 1 by the abolition of the import duty(t). The relative change is, therefore, /1 +t. The demand
for each of these productswill now react to this change of price in accordance with theelasticity
of demand.

The demand for product 1 will drop in accordance with the indirect elasticity of
demand, in relation to the change in the price of product 2 to 9. The part of product Iwhich is
not consumed by country 1 isexported, so that the supply of product 1 on the export market will
increase by the same amount as domestic consumption decreases. Since product 2 to 9 are

imported, their demand will go up.

The effect of the drop in price on real income is bound up in the formulae for the
elasticities of demand and the effect on nominal income of the abolition of the import duty is
expressed in the term yY, wherey is the income elasticity of demand for the product and Y is
the value of that product

The second phase analyses the consequencesof the imposition of the common external
tariff. Here the mode triesto show that the adjustment of production requiresa few years before
a new equilibrium is achieved.

The situation in our case may not be one of equilibrium as the outsiders have no
reason to make any changes in imports and exports. Moreover, changes in exports and imports
in the member countries need not compensate each other. Price changes will, therefore, be
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necessary to create equilibrium in supply and demand. These changes will be discussed in the
third phase.

—_—

COMPUTABLE GENERAL EQUILIBRIUM MODEL

Now we present our computable Macroeconomic General Equilibrium Modd. It isa
multi-equations modd based on 9 OIC member countries and an outsider.' The modd for first
phase showing abolition of import duties is given below:

Y = E (1)

Equation 1 shows the nationa income equilibrium condition with the vaue of

output(Y) equal to the value of expenditure(E).

The modd has 9 commaodities. Country 1 exports commodity 1 only while meeting
the domestic demand for products 2 to 9 partly from importsand partly from domestic produc-
tion. Importsare subject to an ad valorem import duty(t), The price of a product in the domestic
market is assumed as unity so the price of the imported commodity is (1 +1).

In the first phase, we first calculate the changes in the value of output. This is done
in 81 equations each for output and expenditure for 9 countries shown in matrix form. These 81
equations show that the change in the value of output (dY) of 9 goods depends on the sum of
own and cross dasticity of supply (a) of these respective goods(729) times the change in ther
prices (dp) due to abolition of import duties, whole multiplied by the initial vaues of output.
Similar is the case for expenditure. The equations show that the change in the vaue of
expenditure on each good depends on the sum of own and cross elasticity of demand (n) of these
respective goods(729) times the change in their prices (dp) due to abolition of import duties,
whole multiplied by the initid value of expenditures.
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We consider the easticities of substitution of supply and demand together with the
income €elasticity of demand as the fundamentd data from which the other elasticities, in par-
ticular the direct and indirect elasticitiesof supply and demand may be deduced. We have chosen
the elasticity of substitution of supply aad demand equal to one.

In order to calculate the micro-economic consequences of the customs union for
various industries, it is important to ascertain the level of import duty which is imposed on the
product concerned in the initia situation. Such a data is available in the directory of tariff
schedules published by the Ankara centre. The Common Externa Tariff is assumed to be the

average of the existing tariffs on imports.

We do not include the outsiders structure of production and expenditure. This has
been omitted because it would be pointlessto attempt to specify the consequencesof the customs
union on the production and expenditure of such a completely heterogeneousgroup as the outsid-
ers. Nevertheless, by making a smplified assumption it is possible to round off the modd and

determine the effects of the customs union on trade with the outsiders.

Although the outsiders participate directly in the third phase, their role is a secondary
one because the two equilibrium conditions relate only to the export products of the union
countries and not to the export product of the outsiders. The outsiders played the part of
producers and consumers of products from other countries and thus helped to restore the
disturbed balance.

The outsiders fulfill this task in expanding or reducing their imports because an
increase in expenditure plus a decrease in the production of a home commaodity competing with
imports is equivaent to an increase in imports. We also assume that the outsiders will react to
changes in the prices of the products imported from the member countries in accordance with

the partial elasticities of imports.



As an example, we show the case of country 1 only, with equations represented in
matrix form. Let Y be a vector of change in money value(dy) for 9 commodities. For 9
countries, this comes to 81 equations, H is a diagonal matrix of initid vaues of these
commaodities( QP) for these 81 items, where Q stands for quantity and P for prices. E is a
matrix of own and cross price elasticities(a) and P is a vector of changes in prices(dp) of these
commodities.. Then we can write,

Y=HEP : --(2)
where
dy ,
dy ,
Y= - [--~(3)
dy o)
o 0 0 - - - - - 0
0 QB0 -----0
2N Q_z _____ -4

111 az ______ a9
ay, - - - - - - a
A R E)

@p @ - - 7 T T 7 @31
HPJ
i dp ,

P - (6
dp o)
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On the demand side, a change in money expenditure(dE) is the sum of own and cross price

elagticity of demand (n) respective goods times the change in their prices due to abolition of

tariffs(dP)whole multiplied by the initial value of expenditure(XP). In matrix form,

xXP, 0 0 - - - - -
OMJZ ______
0 0 0-----

Fy
0} |nyp nn
}G’g_ no Ao

dP 1-|
dp 5

| [@po.

-=~(7)

The change in prices in various commoditiesdue to abolition of import duties will be

calculated as follows:

[dpy = 0
dp, = ~t/(1+)
dpy = 0
p= [P - ~£/ (1+£)
dpy = 0
_ - 0
- . 0
dPSI = _t/(1+t)=J
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In the second phase, we show the changes after the imposition of common externa
tariff. Theseequations show the changes in the value of nomina expenditures due to a tariff on
importsfrom outsiders only. We use the following equations to show the demand side :

dE,] [XP, 0 000000 0], 0000000 0]ldpy]
g, |0 xP, 000000 0{{0 7,000000 0] ldpy

dE;] {0 0.000000XR[ |0 0000000 ng|dpy,

On the supply side, the equations show the effect on the change in the vaue of output
after a common externd tariff on the imports from outsiders. We have:

dy,] [P, 0 000000 0)|fk; 0000000 0]ldpy]
dy » 0 Q000000 0([0 a, 000000 O]idpy
-l=t- - ------ e -1 - {--(10)

dys] {0 0 000000 QB0 0000000 ag|dpy,)

In the second phase, there are no duties on imports from member countries, so the
prices of home products competing with imports are equal to unity. While the change in price
of the imported good from outsider will be equa to common external tariff, i.e., dP,,=t,.

The modd of the third phase now indicatesthat in the state of equilibrium, the sum
of changes in suply after the establishment of a customs union must be equal to the sum of
changes in demand. This is essential because a disequilibrium appears between supply and
demand after the second phase as the changes in supply and demand have opposite signs and
increase in demand is reinforced by a decrease in supply, and vice versa. The changes in
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production and demand resulting from the first and second phases are denoted by dY and dE
respectively. In matrix form, the equilibrium in our 10 country model is shown as:

dy || op, 0 000000 0-'a1a2a3a4a5——-a9';§ipl-
dy,] |0 gp000000 O||- - - « - - -~ —|ldp,
- + - _f e o o o - - - i - 1=
dys] [0 0 000000 QR|len - - - - - - - ag] [dpy]
de,| [xp, 0 000000 O }fn, - ---~-- - ny | [dp |
dE;l |0 X2, 000000 O0||- ----- -~ | ldp,
e I -1 -
dE,) |0 0 000000 XB|jny - - --- - - ngy ) ldps,

The deficit in demand dE, which is the primary effect resulting from the abolition of
import duties and the imposition of an external tariff, must be compensated by a rise in demand

brought about by price changes. _—

For the solution of the model, we will use the changes in production and expenditure
resulting from the first and second phases. Asa result we get 81 equations containing the price
changes as 81 unknown variables. This gives us the solution values of 81 4P,

Using the prices found, we then calculate the changes in supply and demand for the
9 commodities. The changes in production and expenditures are now calculated by inserting the
prices found in the relevant equations and then multiplying the resultant changes by income and

expenditure in the initial situation.
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We can now gather-in the harvest of all changes brought about by the customs union.
Thefinal result is found by adding together the changes in the three phases.

We have chosen in our model an adjustment of the export price level as the instrument
designed to restore equilibrium. It might be asked what the relation is between a prjce change
and a possible alteration of the exchange rate. In the present case, the relation is particularly
straightforward, since the percentage devaluation or appreciation with respect to dollar is equa
to the fall or rise in price of the exported product. As the total volume of production remains
unchanged, the remuneration of the p_roduction factors must increase or decrease by the same
percentage as the value of the produé:tion at factor cost. Now, it makes no difference whether
we let al prices in national currency rise by a certain percentage, with the outsiders prices
remaining constant, or whether we keep our own price level constant, and appreciate the value
of our currency.

NON-TARIFFBARRIERS

Non-tariff barriers are important sources of distortions to international trade. They
include measures which both potentially restrict and expand volume of trade.The mgjor forms
of nontariff barriers are listed below:

1) Quantitative restrictions: The first method outrightly controls trade flows through quota
system. Traditionally this has been frequently practiced measure after the Second world war.
The nations stifferi ng from balance of paymentsdifficulties resort to limiting imports through
imposing import quotas. The merit of this method is that it is the most effective and direct
method to control import volume. The adverse effect is that it reduces ‘domestic output if
imposed on imported raw materials.

2) Voluntary Exports Restraints (VER). This measure resembles the first measure. The country
applying VER restraintpersuades foreign countries to "voluntarily" curtail their exports to

69



3)

4)

5)

6)

this country otherwise it will impose import taxes or import quotas.The U.S. government
has been using this measure since 1950 in context of its trade with Japan. However, this can
be done by a large country importing and exporting a major portion of the world trade. The

countries included in our model are not capable of doing this.

Exchange control is a means to arbitrarily ration the limited supply of foreign exchange
among all potential buyers at the prevailing rate of exchange. Thus imports are restricted

indirectly.

Technical and Administrative protection: There are countless government rules and
regulation~5 that either intentionally or unintentionally impede the free flow of trade. Such
technicd and administrative rules include formalities of customs clearance, safety
regulations(such as safety specifications for automobiles, tractors, and electrical equipment),
hedth regulations(such as laws tha provide for the production of food under hygienic
conditions), labelling requirements (such as mark of origin), and technical standard. While
many of these regulations serve legitimate objectives, they are frequently offered as an

excuse for restricting trade.

Government Procurement Policies: Governmentsbuy huge amounts of goods and services,
and their procurement policies have a substantial effect on the free flow of trade. All
governments tend to buy domestic products. Under the "Buy American Act of 1953, the
U.S. government is requird to favour domestic suppliers unless their prices are unreasonably
high.

Anti-dumping action: Trade barriers may also result from dumping. Trade restrictions to
counteract predatory dumping are justified and alowed to protect domestic industries from
unfair competition from abroad. These restrictions take the form of antidumping duties to
offset price differentials, or the threat to impose such duties. In 1993, 54 countries had

antidumping laws.
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8)

9

Export subsidies and taxes. Export subsidies direct too many productive resources into
foreign traded items. Subsidised producers are able to undercut foreign competitors by
offering their output at less than its real socia cost and are thereby able to increase their
share of world markets. However, the domestic prices of subsidised items rise as producers

shift their sales to international markets.

Selective indirect taxes. Selective taxes introduce relative changes in production or
consumption that cannot be offset by changes in general economic variables. It is these
relative shifts in production and trade that are of interest when selective taxes are analyzed.

The introduction of selective excise taxes impairs the efficient use of world resources.

Selective domestic subsidiesand aids: The impact of selective production subsidieson items
that are not widely used as intermediate inputs is comparable to that of selective indirect
taxes. Subsidizing production causes an increase in a country's export supply scheduleor a
decrease in its import demand schedule. Foreign producers must accept a lower price and
a smaller volume of sales for competing commodities both in the subsidizing country and
elsewhere. Thus the effects on foreign producers are similar in direction to the imposition
of an import duty or an export duty. Subsidized producers increase their sales not only
because of the shifts in international trade but also because of adecline in the domestic price

of their product.

10) Restrictive customs procedures. The maor industrial countries have not yet established a

common system for classifying goods for tariff valuation, nor have they adopted a uniform
vauation base for assessing tariffs. In addition to these general problems, international
trade is hampered by a number of special valuation practices that apply to specific products.
The United States practices have been those most vigorously attacked in discussions of
trade distortions relating to customs valuation practices.
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11) Redtrictive business practices. Perhaps the most widely known private trade-distorting
measure is international collusion among producersfor the purposeof sharing marketsand

railsing prices.

12) Controlsover foreign investment: Economies of operation seem more and more to favour
direct investment abroad by large companies, whereas fear of socia , political, and
economic domination continues to grow in the recipient countries. There appears to be a
need for an investment code that covers local discrimination against foreign-owned firms,
home-government control of foreign subsidiaries, and regulation of internationa

monopolistic actions that reduce world income.

13) Restrictive immigration policies. Controls over movement of labour among countries can
distort trade just as restrictions on capital movementsand establishments can.

TRADE BLOCS AND NONTARIFF DISTORTIONS

Nontariff barriers have been irritating the quartersworking for free world trade. These
restrictions have reduced world welfare by reducing the trade among the countries. Efforts have
been made from time to time to correct this situation.

Both the Rome Treaty-and the Stockholm Convention contain provisions designed to
eliminateall formsof trade restrictionsamong the members of the EEC and the European Free
Trade Association(EFTA), respectively. Studies of nontariff barriers have been made in each
organisation and detailed codes of behaviour set forth in some areas. For example, the EFTA
Council of Ministers has approved a code on government purchasing policy.

Negotiations on dimination of nontariff distortions are hampered by a number of
gpecia problems, among them the difficulty of measuring the trade effectsof the distortions. The
problems of estimating demand and supply elasticities in order to predict the price and quantity
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effects of a tariff cut seem simple compared with those of predicting these effectsfor reductions
in certain nontariff measures. Typical of these difficulties are assessing the impact of informd
administrativepractices in government purchasing that discriminateagainst foreigners, estimating
the trade effects of subsidized export credits, or determining the impact of investment grants to
particular sectors. Reasonable estimates can be made of the effects of many of these barriers,
but they must be based on careful studies by experts.

Reducing nontariff trade distortions is a much more complex and difficult problem
than reducing of tariffs. Thereis general agreement that except in the infant industry case, tariffs
are used to benefit particular groups at the cost of decreasing world income. It has not been too
difficult to obtain international agreement on rules dealing with tariffs and to interest countries
in engaging in multilateral tariff reducing negotiationsdeigned to distribute the benefitsof freer
trade so that all participants gainand no individua country isfaced with a significant short-run
bal ance-of -payments or aggregative-employment problem.

On theother hand, the general purpose of some nontariff measures isto offset existing
misallocations of resources and thereby raise income levels not only for particular groups but
for the world as a whole. Regiond development programmes, certain governmental ad to

domestic industries, and even some export subsidies fal in this category.

European Economic Community has been able to remove nontariff barriers among
themselves. Similarly the Mudlim world should try to remove not only tariffs but also nontariff
barriers. Our model has tried to show the effects on trade on Muslim countries after the removal
of tarrifs only. A study can also be made to show the effects of nontariff bariers on some
selected Mudim soutries. It is hoped that their removal are going to have positive effects on

these countries.
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CHAPTER §

ESTIMATION OF THE MODEL

*

Choice of Countries/Commodities

Having demonstrated the theoretical modd in the previous chapter, we illustrate the
operations of the customs union modd by taking statistical data of the selected nine member
countries. These countries are Indonesia,Malaysia, Bangladesh,Pakistan, Iran, Turkey, Sudan,

Tunisiaand Morocco. The selection of these countries was made on the following facts.

L to get wide geographical coverage. Idamic world has a vast geographical area from
Indonesia and end at Morocco.

2. the volume of production and trade among the countries. The countries selected are

trading among themselves.

We could have got better results if the countries selected are adjacent as this reduces

transport cost and thus encourages trade through cheaper imports.

For the estimation of the model, we needed the output of our 9 commodities in the 9
countries.  The commodities selected are natural rubber, wood, jute, rice, petroleum, cotton,
cotton yarn, cotton cloth and phosphate. The choice of the commodities was based on the

following facts.

1. a commodity should be produced in a larger number of countries

2. a commodity should be presently exported and imported among these countries.
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3. It is a main exported commodity of the respective country having assumed in the
modd that each country exports only one coinmodity. So Pakistan exports rice, Iran
exports petroleum, Turkey exports cotton, Ba/nglad&h jute, Sudan cotton yarn,
Tunisia cotton cloth, Morocco phosphate, Indonesia naturad rubber and Mdaysa
wood. Asthe riceis not exported in any significant amount by any of these countries
except Pakistan so it is alocated to Pakistan. Indonesia and Malaysia are exporting
both natura rubber and wood so rubber goes to Indonesia and wood to Maaysia.
Morocco is the largest producer of phostate and Bangladesh has a monopoly in the
production of jute. Iran is the only country exporting petroleum. As al the countries
are producing cotton products so three countries got raw cotton, cotton yarn and

cotton cloth. Let us have some introduction about these nine countries.
PAKISTAN

Pekistan, the third largest Mudim state in the world with a population of 120 million
in 1992, spreads over 310403 square miles of South Aga. The rate of growth of the population
Is 3 per cent which is comparable with Turkey. Birth and death rates are 51 and 18 per
thousands respectively. It displaysamost marked variations both in terrain and of temperature
and humidity-rainfall ranging from 4 in the south-west to 40 inchesin the North-East; with wide

productive plains and extreme aternations of heat and cold.

The country comprises four provinces, viz. the Punjab, Sind, North West Frontier
Province(NWFP) and Baluchistan, which account for 56..4 %, 21.5%. 16.8%and 3.7% of the
country's total population respectively. Insize, Baluchistanis the largest with 85.8 million acres,
followed by the Punjalb(50.95 million acres), Sind(34.82 million acres) and NWFP (25. 14million

acres).
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National income (GNP at current prices) was U.S.$ 49477 million in 1992. This
would mean a per capitaincome of U.S.$ 410. Ranking it with Mudim countries, it would be

one of the lowest.

Agricultureaccounts for the mgjor share in the nationa income (27%), followed by
manufacturing (18%)wholesaleand retal trade (14.9%) and theservices sector (8.1%) in 1992.
Agriculture plays the dominant role in the economy by providing livelihood to 85% of the
population and absorbing 56% of the labour force. Mgor agricultural products include cotton,
wheat, rice, maize and sugarcane. Cotton and cotton-based products, rice, hides and skins are

the main sources of foreign exchange earnings.

A rich and affluent agriculture sector feeds the prospering industrial activity. Cotton
textiles is by far the largest sector of the country in the private sector. It comprises 113 mills
with 2.6 million spindles installed. Industrial sector estimated to be growing at 3% contributes
over 16% to GNP and absorbs over 21% of the country's organised labour force. Notable
increase was recorded by fertiliser, cement and vegetable ghee industries.

Because of the impact of government's socio-economic policies on private sector
industry, small scaleindustry iscurrently experiencing arapid rate of growth. It is estimated that
private investment in small scale industry increased from Rs. 5 hillion in 1974-75 to Rs. 66
billion in 1994-95. It is estimated that 30% of the value added irt smal scale industry is in the
textile sub-sector, 20% in the engineering industry and 20% in the food industry.

The economy is heavily dependent on foreign aid. Foreign economic assistance to
Pakistan started in 1950 and by the end of 1994-95 tota commitments amounted to over $
1897.4 million - 24.5% in the form of grants and the balance in the form of loans payable in
foreign exchange. Thelogica result isasharp increase in debt servicing. Thus debt service ratio

to export earnings stood at 23.1 in 1974-75.
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Pakistan was linked with Iran and Turkey in a regiona arrangement known as the

Regional Cooperationfor Development (RCD). The cooperation has been enhanced by including
central asian states called Economic Cooperation Orgnisation (ECO).

In 1992, the valueof merchandiseexports(f.o.b) wasU.S.$ 7267 million and imports
(f.0.b) was U.S.$ 9375 million. In the total exports, the food items contributed 10.3 per cent,
Agricultura raw materials 8.7 percent, Fuels 1.5 per cent, Ores and metals02 per cent and
manufactured goods 78.9percent. In the tota imports, Food items include 12.1 per cent,
Agricultura raw materials 3.8 per cent, Fuels 17.9 per cent, Oresand metals 3.5 per cent
and Manufactured goods 62.4 per cent.

IRAN

Iran has an area of 1648000 square kilometre and a population of 60 million in 1992.
In 1992, Gross National Product was U.S.$ 130910 million and Gross National Product per
capitawas U.S.$ 2190. Iran isa large country in the Middle East forming the western part of
Asaand the eastern part of the Mediterranean world. Since 1960, the growth record hes been
remarkable. The GNP has been increasing at an annual rate of 10%.

Iran's population is predominantly agricultural, with 57% of the population living in
rurd areas. Agriculture contributes 23 per cent, Industry 28 per cent, Manufacturing 14 per
cent,and services 48 per cent to Gross Domestic Product in 1992.

Under the cover of RCD (Regiona Cooperation for Development), and now ECO
(Economic Cooperation Organisation), both Pekistan and Iran have marched forward in the
development effort and are expected to make a head-way in economic relations on uniue lines.
Apart from this regiona grouping, relations between Pakistan and Iran on bilateral bass have

aways been strong and close.
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In 1992, the value of merchandise export ( f.0.b.) was U.S.$ 15807 million and
imports (f.0.b) was U.S.$ 23196 million. In the total exports food items contributed 2.5 per
cent, Agricultural raw materials0.9 per cent, Fuels 92.5 percent, Ores and Metals 0.3 percent
and Manufactured goods 3.7 per cent. In thetotal imports, the share of food items was 12.7
per cent, Agricultural raw materials 2.7 percent, Fuels 0.3 percent, Ores and metals 2 per
cent and Manufactured goods 82.4 per cent. In our model, we have alotted petroleum to Iran

as it accounts for 89 per cent of its exports.

TURKEY

Turkey is situated in two continents, Asia and .Europe. It has an area of 305,245
sruare milesand a population of 58 million in 1992. In 1992, Gross National Product was U.S.$
114234 million and Gross National Product per capita vas U.S.$ 1950. Planned development
in Turkey dates back to 1962 when the State Planning Organisation (SPO) was set up and given
the task of drawing up five year development plans. The First Plan(1963-67) aimed at a growth
rate of seven per cent per annum. The Second Five-Y ear Plan (1968-72) aiming at a growth rate

of seven per cent per annum achieved a rate of 6.9 per cent.

The development strategy has two basis elements:
1) the co-existence of public and private sectors in a mixed economy, and
2) progressive import substitution at an over-valued exchange rate.

In 1992, Agriculture contributed 15 per cent, Industry 30 per cent, manufacturing 23
per cent and services 55 per cent to Gross Domestic Product.in 1992, the value of merchandise
exports(f.o.b) was U.S.$ 14792million and imports (f.0.b) was U.S$ 24095 million. Inthe totdl
exports, Food items contributed 22.4 per cent, Agricultural raw materials 3.0 per cent, Fuels
2.3 per cent, OresandMetals 4.3 percent and Manufactured goods 67.9percent. | n total imports,
the share of food items was 8.3 per cent, Agricultura raw materials 4.3 per cent, Fuels 20.8
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per cent, Oresand metas 5.5 percent and manufactured goods 61 per cent. In our modd.
Turkey has been allocated Cotton textiles as it accounts for 10 percent of its exports.

BANGLADESH

Bangladesh has an area of 55,000 suare miles and has a population of 121 million
in 1992. In 1992, Gross Nationad Product was U.S.$ 24672 and Gross National Product per
capita was U.S.$ 220. The main source of growth in the country is agriculture. Rice carriesa
very large weight in total agricultural output followed by jute, tea, fisheries and forests.
Bangladesh is a new country established after the 1971 war. Five-Year planning was introduced
in 1973-74. An evaluation of the performance of the economy showed that the targets set were
not realised. A number of factors are responsible for the sow growth of the industria sector.
There was an acute shortage of imported rav materials and spare parts due to non-availability
of foreign exchange. the quick switch-over from privateenterprise to public ownership naturally
led to a period of mismanagement from which most of the industries have not yet recovered.
Freuent failures in power supply and transport difficulties retarded the growth in industrial
sector.

In 1992, Agriculture contributed 34 per cent, Industry 17 per cent, manufacturing 9
per cent and services 49 per cent to Gross Domestic Product. In 1992, the vaue of
merchandise exports(f.o.b) was U.S.$ 2040 million and imports(f.o.b) was U.S.$ 3732 million.
In the total exports, Food items contributed 13.5 per cent, Agricultural rav materials 9.0per
cent, Fuels 0.8percent andManufactured goods 76.5 per cent.

SUDAN

Sudan has an area of 968000 sguare miles and has a population of 27 million in 1992.
In 1990, Gross Nationa Product was U.S.$ 10107 million and Gross Nationa Product per capita
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was U.S.$ 540. Sudan is a predominantly agricultural economy with cotton being the most
important cash crop. Millets, whesat, barley, maize, and Sesameare the main food crop.

In 1992, Agriculture contributed 34 per cent, Industry 17 per cent, manufacturing 9
per cent and services 50 per cent to Gross Domestic Product. In 1992, thevaue of
merchandiseexports (f.0.b) was U.S.$ 323 million and importswas U.S.$ 1081 million. In total
exports, Food items contributed 38.6 per cent ,Agricultural raw materials 59.5 per cent, Ores
and metals 0.3per cent and manufactured goods 1.0 per cent. In the totd imports, the share of
food items was 22.6 per cent, Agricultural raw materials 2.6 percent, Fuels 12.8 per cent,
Ores and metals 3.2 and manufactured goods 58.2 per cent. In our model, Sudan hes been

alocated cotton yarn as it accounts for 40 percent of its exports.
TUNISIA

Tunisia has an area of 63,362 square miles and a population of 8 million in 1992. In
1992, Gross Nationa Product at market p;fices was U.S.$ 14615 million and Gross Nationd
Product per capitaU.S.$ 1740. Tunisia is an agrarian economy. The recent performance of the
economy has been remarkable. The main reasons are some immediate effects of liberalisation
and continued excellent weather. The share of agriculturein real GDP in 1992 was 18 per cent,
employing 50 per cent of the labour forceand contributes30 per cent to total merchandieexport.
Indutrial sector, comprising mining, energy, manufacturing, construction and public works
accounted for 25 per cent of real GDP.

In 1992, the value of merchandiseexports(f.é.b) was U.S.$ 4183 million and imports
(f.o.b} was U.S.$ 6516 million. In the tota exports, food items contributed 15per cent.
Agricultural raw materials0.7 per cent, Fuels 14.3 per cent, Ores and metals 1. lper cent and
manufactured goods 68.9 per cent. Inthe total imports, the share of food items was 8 per
cent, Agricultural raw materials 3.8 per cent, Fuels 8.3 per cent, Oresand metals4.1 per cent
and manufactured goods 75.9 per cent. Inour model, Tunisiahas been alocated cotton cloth

as it accounts for 14 per cent of its exports.
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MOROCCO

Morocco has an area of 173000 square miles and a population of 26 million in 1992.
In 1992, the Gross National Product at market prices was U.S.$ 27210 million and Gross
National Product per capita was U.S.$ 1040. Morocco is an agricultural country. It produces
a wide variety of crops. A diversity of soil and climatic conditions permits the growth of both
temperate zone crops like cereals and grape a well as crops reuiring frost-freeclimate such as
citrus. Out of atotal of 7.6 million hectares of arable land, about 5.6 million hectares have been
cultivated in recent years. Cereals account for one third of total agricultural output.

Mining sector has been developing rapidly. Production of phophate rock increased at
an average of 8.7 per cent . Its production rose by 25 per cent to 15 million tons in 1972. In
1992, Agriculture cotributed 15 per cent, Industry 33 per cent, Manufacturing 19 per cent and
Services 52 per cent to Gross Domestic Product.

In 1992, the value of merchandise exports (f.o.b) was U..$ 5749 million and imports
(f.o.b) was U.S.$ 8432 million. In the total exports, Food items contributed 28.6 per cent,
Agricultural raw materials2.3 per cent, Fuels 2,5 per cent, Ores and metals 12.3percent and
Manufactured goods 54.2 per cent. Inthe total imports, the share of food items was 10.4
percent, Agricultural raw materials 5.9 percent, Fuels 14.5 percent, Ores aid metas 5.6 per
cent and manufactured goods 63.6 per cent. In our model, Morocco has been alocated

Phosphateas it accounts for 29 per cent of its exports.

INDONES A

The Republic of Indonesia is an archipelago consisting of 13,677 idands of which
about 6000 are inhabited. It has an area of about 736.000 suare miles with a population of 184
million in 1992. In 1992, the Gross Nationa Product at market prices was U.S$ 122825 million
and Gross Nationa Product per capita-U.S.$ 670. Indonesia has valuable mineral resources like
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tin, bauxite, petroleum, and agricultural productslike natural rubber, coffee, tea, sugar, tobacco

and rice.

Agriculture is of paramount importance to the indonesian economy employing 60%
of the labour force. The production of oil has increased considerably, 770 per cent of which
goes to Japan. Indonesia isa mgjor producer of tin, bauxite and nickel. production of natural

gas has aso been rising.

In 1992, Agriculture contributed 19 per cent , Industry 40 per cent, Manufacturing
21 per cent and Services 40 per cent to Gross Domestic Product. In 1992, the value of
merchandise exports (f.o.b) was U.S.$ 33840 million and imports (f.0.b} wes U.S.$ 27606
million. Inthe total exports, Food items contributed 11.3 per cent, Agricultural raw materias
5.2 per cent, Fuels 38.5 per cent, Oresand metals 4.2 per cent and Manufactured goods 40 per

cent. In the total imports, the share of food items was 5.5percent,
MALAYSIA

Maaysiahasan area of 1285%70 square miles and a population of 19miilion in 1992.
In 1992, the Gross National Product at market prices was U.S.$ 51917 million and the Gross
National Product per capita was U.S.$ 2790. Malaysia has an export-oriented economy with
natural rubber accounting for 30 per cent of total exports; timber 15 per cent, tin 15 per cent,

pam oil 12 per cent and petroleum 7 per cent.

Rubber cultivation accounts for 60 percent of the cultivable land, employs 25 percent
of the labour force and contributes 16 per cent to GNP. In 1974, Maaysiaaccounted for 44 per

cent of total world production of natural rubber.

Rice is the second most important agricultural commodity in terms of land usage and

labour employed. Pam ail is Malaysias another plantation crop. Malaysiais the world's largest
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producer and exporter of pam oil. In 1992, Agriculturecontributed 23 per cent, Industry 42 per
cent, Manufacturing 22 per cent and Services 53 per cent to Gross National Product.

In 1992, the value of merchandise exports ( f.o.b) was U.5.$ 40709 million and
imports(f.o.b) was U.S.$ 39927 million. In the total exports, Food items contributed 10.7 per
cent, Agricul}ural raw materials 1 1.3 per cent, Fuels 15.5 percent, Ores andMatals 15 per cent
and Manufactured goods 60.6 per cent. In total imports, the share of food items was 6.6 per
cent, Agricultural raw materials 1. Ipercent, Fuels 4.4 percent, Ores and matals 3.4 per cent
and manufactured goods 83.9 percent.

We now present the structure of these countries in the following tables. The data are
available in the various U.N publications for the year 1990. The prices of these commodities
were taken from International Financial Statistics by 1.M.F. The value of output of these nine
commodities in the nine countries is given in US.dollars are shown in Table-1.
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TABLE 1
The Structure of Production in the Nine Member Countries (1990) (Mn ).
COMMODITIES» |1 2 3 4 s 6 7 8 9
COUNTRIES }
PAKISTAN 2019.7 1042.8 19211 0.41 1049.9 660 4.5 0 5328
TRAN 774.4 9520.9 154.4 Q.82 206.2 550 2.1 0 1554
TURKEY 138 3757.2 771.9 1] 543.7 205 20 4] 3330
BANGLADESH 11579 272.2 14.5 370.3 103.1 75 1.9 4] 6660
SUDAN 0.4 212 198 0 0 103 Q 10 4884
TUNISIA [¢] 275.5 0 0 28,1 39 32 0 666
MOROCCO 1.7 1141 13.2 0 32.8 12 39.8 0 444
INDONESIA 18702.2 43.2 4 10 347 9.5 23.4 471 35072
MALAYSIA 729.3 1670 0 g 42.2 248 0 53.3 11100
Source: U.N.O. National Income Statistics, 1990 (7)
U.N.O. Statistical Yearbook, 1990 (8)
1.M.F. National Financtat Statistics, Ye¢ b, 1990 (9)

The rows in Table 1 shows countries and the columns show commodities. It
shows production value of the nine selected commodities numbered [ to 9 (rice.
petroleum, cotton, Jute, cotton yarn, cotton cloth, phosphate, Natural rubber and wood.)
respectively in the nine member countriesin U.S. million dollars for the year 1990. For
example, Pakistan produced rice of u.s.$ 2019.7 million, petroleum of u.s.$ 1042.8
million, cotton of u.s.$ 1921.1million, jute of u.s.$ 0.41million, cotton yarn of u.s.$
1049.9 million, cotton cloth of u.s.$ 660 million, phosphate of u.s.$ 4.5 million. A zero
shows that Pakistan is not producing any amount of natural rubber,while Pakistan is
producing wood of u.s.$ 5328million. Similar is the case for other countries. As rubber
is produced only in Indonesia and Malaysia, so we find a zero for the other seven
countries. Similarly, Jute is produced mainly in Bangladesh so a small value appears in
some of the countries like Pakistan, Iran and Indonesia. Other points to note are that rice
IS not produced in Tunisia, cotton is not produced in Tunisia and Malaysia while
Bangladesh, Morocco and Indonesia produce only a small amount. Phosphate is not
produced in Sudan and Malaysia. We have included cotton yarn in our list of
commodities as it is largely produced in the slected countries. Incidentally, it has been
alotted to Sudan as an export commadity which is not producing any cotton yarn.
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For the calculation of expenditures, we add value of imports to domestic
output. The trade data are taken from Direction of Trade Statistics by 1.M.F. and is
shown in Table 2.

TABLE 2

Movement of Intra-trade in Nine Commodities

Between the Selected Countries , 1990 (Mn. §)
IMPORTS FROM b d PAKISTAN IRAN TURKEY BANGLAD SUDAN TUNISIA MOROCCO INDONES! MALAYSI
EXPORISTO ¢ EsH A A
PAKISTAN — 140 [21 10.3 12.5 1.2 2.5 6 45.3
IRAN 77.3 - 945 [32.0 {0 0 0 0 6.3
TURKEY 0 500 | —- 0.2 27 1.8 0.4 0 0
BANGLADESH 39.7 3.5 11.5 3 0 1.6 4 0
SUDAN 19.7 0 8.9 12.3 0 0 0.4 0
TUNISIA 0 39 0 7 5 0 0 0
MOROCCO 0 14 0 2.2 0.4 0.2 0 0
INDONESIA 0.3 97 8.3 0.2 20 2.5 0 0
MALAYSIA 3.7 44 0.4 0.2 20 2.5 0 0

SOURCE: |.M.F. DIRECTIONS OF TRADE STATISTICS, 1990 [10]

Table 2 shows the value of import and export of the selected nine commodities
for the nine member countries in U.S million dollars for the year 1990. The rows of
Table 2 show imports from other member countries and columns show exports to other
member countries. It is assumed in the model each country exports only one commodity
to the member countries of our customs union. So Pakistan exports rice, Iran petroleum,
Turkey cotton, Bangladesh Jute, Sudan cotton yarn, Tunisia cotton cloth, Morocco
Phosphate, Indonesia natural rubber and malaysia Wood. For example, Pakistan exports
rice of $140m. to Iran,$41m. to Turkey,$10.3m.to Bangladesh, $12.5m. to sudan,

$1.2m. to Tunisia, $2.5m. to Morocco $6m. tolndonesia, 45.3m. to Malaysia

The table shows that Pakistan does not import cotton from Turkey, cloth from
Tunisia and phosphate from Morocco. Malaysia is not exporting its wood to Morocco
and Indonesia. Morocco is exporting its phosphate only to iran, Bangladesh, Sudan and
Tunisia. Tunisia isexporting cloth only to Iran, Bangladesh and sudan. Iran is exporting
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Its petroleum to Pakistan, Turkey, Bangladesh and Malaysia. Pakistan and Indonesia are
the only countries that are exporting their products to al the other member countries.

The structure of expenditure of the nine member countries on various goods
isgiven in Table 3. Thistableis calculated by adding the values of goods produced and
imported by the respective countries in U.S. million dollars for the year 1990. The
commodities are shown in the columnsand countries in the rows. For example, in the
case of Pakistan represented in row one, column one shows the expenditure made on
riceis (2019.7+0=2019.9)as rice is produced and not imported. Column two shows the
value of output and imports added as expenditure made on petroleum is
(1042.8+140=1182.8), column three shows expenditures made on cotton is
(1921.1+21=1942.1), column four shows expenditureson juteis (0.41+10.3=10.71).
column five shows expenditure on cotton yarn is (1049.9+12.5=1062.4), column six
shows expenditures on cotton cloth is (660+1.2=661.2), column seven shows
expenditures on phosphate is (4.5+2.5=7.0), column eight shows expenditures on
naturd rubber is (04+-6==6)as natura rubber is not produced in Pakistan and column nine
shows expenditures made on wood is (5328+45.3=5373.3).

TABLE 3

The Structure of Expenditurein the Nine Member Countries (1990) (Mn.$)
COMMODITIES— [ 2 3 4 5 6 7 8 9
COUNTRIES ¢

I PAKISTAN 12019.7 1182.8 19421  110.71 1062.4  1661.2 7 b 5373.3
IRAN 851.7 9520.9 10994  133.72 1206.2 | 550 (2.1 0 1560.3
TURKEY 138 143472 17719 10.2 570.7 1206.8 1204 |© 33300
BANGLADESH 116187 12757 |16 1370.3 1061 |75 4.5 4 16660.0
SUDAN | 201 1212 | 206.9 123 o | 103 {0 j0.4 | 4884.0
TUNISIA 0 314.5 0 f7 331 39 {32 0 666.0
MOROCCO 17 1155 132 122 . 332 122 1398 o 444.0
INDONESIA 187025 | 1402 12.3 110.2 351 1119  123.8 147.1 39074.0
MALAYSIA 733 1714 0.4 10.2 62.2 2505 o |53.3  |1iii00

SOURCE: COMPILED BY ADDING TABLES | AND 2
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Table 3 shows that Iran and Turkey are neither producing natura rubber nor

importing it from Indonesia. Sudan is neither producing nor importing cotton yarn.

In order to calculate the micro-economic consequences of the customs union
for the various branches of industry, it is particularly important to ascertain the leve of
the import duty which is imposed on the product concerned in the initia situation. This
level varies from one product to another. The tariff datafor the OIC member countries
is availablein SESRTCIC study (1983).

With Table 4, we start with the estimation of the mode!.

TABLE 4
Changes in Production after Abolition of Import Duties (Phase-1)(1990) (Mn.$)
COMMODITIES— | 1 2 3 4 5 6 7 8 9 TOTAL
COUNTRIES 4 CHANGE
IN VALUE
PAKISTAN 1029.4 -532.1 -3859 -0.06 -535.8 -310.4 1.87 0 -3891 -8101
IRAN -434.1 940.9 -86.2 0.03 -136.6 =213 0.57 v} -293.6 -222
TURKEY -67.7 -1345 130.4 0 -320.5 -100.5 3.4 0 -069.2 -3176
BANGLADESH 4630 -287.6 -3.3 148.1 -12.2 30 -3.3 0 -4130.1 371.6
SUDAN 0.17 -105 -209.6 4] Q -108.6 0 0 -1774.9 -2198
TUNISIA 0 -127.6 0 0 -9.6 5.6 -3.1 0 -42.1 -176.8
MOROCCO -0.3 -931.3 -6 0 -1.7 3.4 11.3 0 -24.9 -955.6
INDONESIA 4504.9 -24.2 0.6 -5.8 -132 -3.8 & 12.1 -10279 -5622
MALAYSIA 128.5 -1634.6 | 0 0 -41.2 4.6 0 1 207.3 -1334

SOURCE:  THE ESTIMATES ARE BASED ON THE MODEL FOR PHASE .

Table 4 shows changes in the production of nine commodities due to the
abolition of customs duties among the nine union members.The production data used is
given in Table 1.The elasticities of supply are caculated by the formula derived in
Appendix 2. The changes have resulted due to a fal in prices after the abolition of
import duties among the customs union members. These changes are calculated with the
help of direct and cross price elasticities of supply. All direct price elasticities are taken
as positive and all cross price elasticities have a negative sign. Prices in the domestic

market go down as a result of the abolition of the customs duties. As prices fal, a
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changein price has a negative sign. Since each country has an export commodity that
IS not imported so it shows no change in price. For Pakistan, the change in output of rice
is calculated below as given in the first equation of phase one of the model.

dY =QP,[a,dp, +a,dp, +a,dp; +a,dp,+a,dp;+adp,+ a,dp;+axdp,;+a,dps]

dY =2019.7[1.84(0) +(-0.087)(-0.51) + (-0.13)(-0.73) +(-0.0003)(-0.33) +

(-0.07)(-0.31) +(-0.03)(-0.49) + (-0.004)(0) + (0)(-0.38) + (-0.53)(-0.62)] = 1029, 439
Here dy= change in output of rice in Pakistan
a,= direct price elasticity of supply
a,--a,= Cross price elasticities of supply
dpi= change in the price of ith commaodity due to abolition of import duty.

Thefirst term in the bracket shows positive direct price elasticity of supply for
riceas 1.84. This is caculated with the formula given in appendix 2. The formula for
direct value eagticity is

a,=S(1-gx,)+1

Here S stands for elasticity of substitution of supply which is assumed as one.
Ox stands for the share represented by the value of the production of a certain product
in the total value of the products in any country. Putting the values, we get
a,=1(1- 2019.7/12026)+1=1.84

The formula for indirect{cross) elasticity of supply is
a,= -8 OX,
Putting the values, we get
a,=-1(1042.8/12026)=0.087

The change in the pricelevel due to abolition of tariffs(dP) iscalculated by the
following formula:
dp = t/1+t
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Putting the values, we get
dp, = 0 as the commodity is not imported, so there is no change in the price
of rice.
dp, = 1.05/141.05=0.51

The other vaues of table 4 are calculated in the same way. The vaues in the
principal diagona give positive changes while the output of other commodities shows a
fdl in output. In some cases there are no changes as the country is not producing the
concerned commodity. Since the prices in the import-competing industries fall, these
industries will suffer losses as a result of which they will be forced to cut down their
production. The production factors thereby released can be put to work in the export
industry which has shown an increase in output. This is the reason of having positive
vaues in the main diagona which shows the exported commodity. The last column
shows the net change in the production of nine commodities. All countries except
Bangladesh have shown a fall in output due to a fdl in prices as a result of abolition of
customs duties. The net change of production in Bangladesh is positive as it imposes no
duty on the import of riceand so has no effect on the price due to abolition of duty. Rice
being the largest valued commodity shows an increase in output affecting the overall

result.

Table 5 shows changes in the expenditure of nine commodities due to the
abolitionof customsdutiesamong the nine union members. These changesare caculated
with the help of direct and cross price elasticities of demand and income elasticity of
demand. All direct priceelasticitiesare taken as negativeand equal to one, all cross price
elasticities are taken as zero while income elasticity of demand is taken as plus one.
Prices in the domestic market go down as a result of the abolition of the customs duties.
As prices fall, achangein price has a negative sign. Since each country has an export
commodity that is not imported so it shows no change in price. Income elasticity of

demand is taken as one.
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For Pakistan, the change in demand for rice is calculated below as given by
the first equation of phase one of the model. The eguation is:
dE, =XP,[n,dp, +n,dp,+n,dp; +n,dp,+ndps-+n,dps + n,dp, + n, dp, + nedp, +udy]
=2019.7[1(0)+0(-0.51)+0(-0.73) +0(-0.33) +0(-0.51) +
0(-0.49) +0(0) +0(-0.38)+0(-0.62) + 1(-3. 15) =-6362.1
The other values are calculated in the same way. The change in Pakistan's
income due to abolition of tariffs is calculated as below:
dy =qy,(dp,) +qy,(dp,) +ay,(dp;)---qys(dps)-qm(t)
=qyl+qy2+qy3+qy4+qy5+qy6+qy7+qy8+qyd(-t/1+1)-gm(1)
where qy==production share, it indicates the share of the value of the particular product
in the value of the total expenditure.
gm(ty=changes in revenue from the import duty as a percentage of the national
expenditure. For example, if the import duty ist=20% and the imports amount to half
the total expenditure, gm=0.5, the revenue from the import duty will be 0.5x20% of the
national expenditure. The numerical value for the change in Pakistan's income (dy)due
to abolition of import duties is calculated below:
dy=(14+0.88+0.99+0.04+0.99+0.95+0.64+0+0.99)(-0.48)-0.02(0.93)
=-3.15
The rest of the values are calculated in the same manner and is shown in

table5.
TABLES5

Changes in Expenditure after Abolition of Import Duties (Phase-1). 1990 (Mn.$)
COMMODITIES - | 2 3 4 s 6 7 8 "9 Tool change ]
COUNTRIES
Pakistan -6362 -3123 4674 -30.2 -2305 -1759 -22.1 -17 -13594 -32385.3
Iran -979 -14051 -1264 ~48.9 -227 -633 -3.11 Q -1950 -51573.31
Turkey -211 -6651 -1436 -0.31 -344 -316 -34.5 0 -542% -14920.81
Bangladesh -31254 -540 -37.8 -996 -258 -202 -10.4 -3.3 -14519 -47825.5
Sudan 40.6 -322 -263 -19.4 0 <131 Y] -0.8 -80HO -K786.%
Tunisia Q -107 0 -4.4 -13.2 -24.6 -16.3 0 -360 -525.5
Morocco 2.4 <1271 -16.9 -3.4 46.2 -18.1 -65.7 [H -657 ~2080.7
Indonesia -28428 -156 -16.2 -12.3 299 -16.5 -36.2 =72 49233 -78269 "
Malaysia -374 -874 0.2 0.1 -51.7 -128 [ -2 -3661 -1095 JI

SOURCE:  Based on the modd of expenditurefor phase-1
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This table is based on the model of expenditure for phase 1. The elasticities
of demand are calculated by the results derived in appendix 1. The changes shown in the
table have resuited from a fall in prices and income due to abolition of customs duties
among the union members. The results in the table have a negative sign showing a fal
in demand. This happens due to a fal in income resulting from the remova of the
revenue from the import duties. The reduction in income leads to a drop in demand for
all productsas the incomeelasticity is identical for al products. For Pakistan,the demand
for ricefalls by $6362m. The demand for petroleum falls by $3123m. The expenditures
on cotton fall by $4674m. The expenditureson jute fal by $30.2m. The expenditure on
cotton yarn falls by $1739m. The expenditure on phosphate falls by $22.1m. The
expenditure on rubber falls by $16.6m. and the expenditure on wood falls hy $13594m.
The total reduction in expenditures due to abolition of import duties are $32385.3m. The
zeroes in the table show that this product is neither produced in this country nor imported

from the member countries.

From now on we start with the second phase of our model. This phase shows
imposition of the common external tariff. Table 6 shows the effects on production on
nine commoditiesin the nine member countriesin $U.S.m. These changes are calculated
with the help of direct and cross price elasticities of supply. All direct price elasticities
are taken as positiveand al cross price elasticities are given a negative sign. Prices in
the domestic market go up as a result of the imposition of common external tariff on
imports from rest of theworld. The effects on the production of commodities in the nine
member countries are positive due to a rise in their prices. As we have associated one
export commodity to each of the country, so a rise in the price of this commodity has
no effect on the supply in that particular commodity as this is not imported. Hence we
find a zero in the main diagonal of our table. Other zeroes in the table show that the
country is not producing thiscommodity. The common external tariff is taken as average
of import duties of nine commoditiesin the nine countries which comes to 50%. So the

change in price due to this duty is 33%. -
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TABLE 6

Changes in Production after Imposition of Common Externa Tariff

(Phase-2). 1990 (Mn.$)
COMMODITIES— 1 2 3 4 5 6 T .9 9 TOTAL “
COUNTRIESY
PAKISTAN 0 344 634 0.1 346.5 218 346.5 0 1758 3647.1
IRAN 255.6 0 51 0.3 68 182 0.7 0 ‘1613 1070.6
TURKEY 46 1240 0 0 179 68 20 0 1099 2652
BANGLADESH 3821 90 4.8 0 34 25 1 4] 2198 6173.8
SUDAN 0.1 0 65 0 Q 34 0 4 1612 1711.1
TUNISIA 1] 91 Q0 0 9.3 1] 10.6 0 220 330.9
MOROCCO 0.6 377 4.4 0 10.8 4 0 Q 146.5 543.3
INDONESIA 6172 14.4 1.3 33 115 3 8 0 12894 19211
MALAYSIA 241 £51 0 0 14 82 10 17.6 0 905.6 “

SOURCE: Based on the model of productionfor phase II.

Table VI is based on the modd of production for phase II. The common
externd tariff is put at 50 % calculated as the average of existing tariffs on the nine
commodities.the elasticities of supply of, the export product is taken as zero while others
are taken as one. For Pakistan, the change in output of petroleum is calculated below as
given by the second equation of phase two of the model.

dy, =qp.[a,(dp,)]
=1042.8[1(0.33)]
=344.1
Here dy, =change in output of petroleum in Pakistan.
a,=price elagticity of supply
dp-2=change in price of petroleum due to
imposition of common externa tariff. The other valuesin table VI are calculated in the

same way.

Table VII shows changes in the expenditure of nine commodities due to
imposition of common externa tariff. These changes are calculated with the help of

direct and cross price dasticities of demand and income elasticity of demand. All direct



price elasticities of demand are taken as zero, al cross price elasticities are taken as
negative and equal to one while income elasticity of demand is taken as plus one. Table
VII shows the effects on the demand for the nine commodities due to the imposition «f
common external tariff. There are two opposite effects on demand. One is the income
effect and the other is the price effect. As the revenue from the tariff on imports from
the rest of the world increases, demand for imports increases. On the other hand.
common external tariff increases the prices of imports from the rest of the world. Thus
there is a fall in the demand for imports from the rest of the world. The demand for
exported commodity within the customs union increases due to increasein income. The
majority of goods show a fal in demand as price effect is stronger than income effect.
The last column shows the net effect with a fall in demand for all commoditiesas tariff

Is imposed on imports from the rest of the world.

TABLE 7

Changes in Expenditure after Imposition of Common External Tariff

(Phase-2),1990 (Mn.$)
COMMODITIES—~ |1 2 3 4 5 6 K 8 g TOTAL
COUNTRIES ¢
PAKISTAN 101 -331 -341 -3 -297.6 -185 -2 -1.7 -1503 -2765.3
IRAN -247 381 -319 -10 -60 -160 -0.6 0 -453 -868.6
TURKEY 41 -1435 23 -1 -171 -62 -6 0 -999 -2691.1
BANGLADESH -3486 -91 -5 11 -32 -23 -1.4 -1 =1998 -5626.4
SUDAN -6 2 -66 -4 G -33 0 -0.2 -1563 -1670.2
TUNISIA 0 -98 0 -2 -10.3 0.8 -10 0 -206 -326.1
MOROCCO -0.5 -358 -4 -0.7 -10 -4 0.8 0 -138 -514
INDONESIA -5798 -43.5 -4 -3.2 -109 -4 -7 0.9 -12113 | -18080.6
MALAYSIA -235 -549 -0.1 0.1 -20 -80.2 0 -17 11 -789.4

SOURCE: Based on the mode of expenditures for phase 1.

Table 7 is based on the modd of expenditure for phase iI. The price
elasticities of demand are taken as minus one while for the export commaodity, a price
rise has no effect due to common external tariff as it is not imported from rest of the

world. The income elasticity of demand is also taken as one. the table shows the
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operation of phase IIl of the model.The situation which arises after the second phase is
not one of equilibrium, for supply and demand are no longer balanced. The changes in
supply and demand always have the opposite sign, so that the increase in supply is
reinforced by the fall in demand. The model of thd third phase now indicates that, in the
state of equilibrium, the sum of the chanées in supply must be equal to the sum of
changes in demand. To calculate the resultant gap between demand and supply, we have
added together the changes that have occurred in the two phases in the nine member
countries. The sum of changes in production of nine commodities in the two phases is
shown in table VIII. The last row of this table shows the total change in the production

of a commodity for the customs union as a whole.

TABLE 8
Sum of Changes in Production after Two Phases (1990) (Mn.$)
COMMODITIES— | 1 2 3 4 5 6 7 8 9 TOTAL
COUNTRIES { CHANGE
IN VALUE
PAKISTAN 1029.4 -188.1 -3225 0.4 -189.3 -92.4 348.37 {0 -2133 -4449.63
[RAN -178.5 940.9 -35.2 3.03 68.6 -31 1.27 0 -319.4 -1088.5
TURKEY -21.7 -605 130.4 0 -141.5 -32.5 -16.6 0 -129.8 -523.9
BANGLADESH 8451 ~197.6 1.5 148.1 21.8 55 2.2 0 -1932.1 £545.5
SUDAN 0.27 -105 -144.6 4] ] -74.6 0 0 -162.9 -486.83
TUNISIA 0 -36°.6 0 0 -0.3 5.6 7.5 0 -1554.9 -1578.7
MOROCCO 0.3 -554.3 -1.6 0 3.1 7.4 11.3 0 -121.6 -412.2
INDONESIA 10976.9 -9.8 0.7 [-2.5 -17 0.8 14 12.1 2615 13588.6
MALAYSIA 369.5 -1083.6 | O 0 -27.2 £6.6 0 18.6 207.3 428.8
TOTAL CHANGE | 20627.17 |-1839.1 | -3273.3 149.03 | -281.8 -76.7 396.84 | 30.7 -2389.8 13342.54
IN VALUE

SOURCE: Calculated by Addind the Values of Table 4 and 6.

The sum of changes in the expenditure on nine commaodities in the two phases
is shown in table 9. The last row of this table shows the total change in the expenditure

of acommeadity for the customs union as a whole.

LT ]
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Our modd in not in equilibrium as the change in production is not equal to
change in expenditre. For example, change in productionin rice in al the nine countries
shows an increase in production of $ 20627.17 m. while the expenditures on rice shows
adeclineof $ 77364.5 m.

TABLE9
Sum of Changes in Expenditure after the Two Phases (1990) (Mn.$)

- TOTAL
COMMODITIES~ CHHANGE IN
COUNTRIES § 1 2 3 4 5 6 7 8 [*] | VALUE
PAKISTAN 6262 -3454 -5215 -33.2 -3102.6 | -1944 241 -18.7 -15099 2251526
IRAN -1226 -13710 -1583 -58.9 287 -793 AN 0 -2403 -20064.61
TURKEY -252 -80R6 -1413 0.41 -1015 -378 ~40.5 0 6427 <17611.91
BANGLADESH -34740 43 42.8 <935 290 -225 -11.8 0.3 -16517 S3451.9
SUDAN 46.6 =320 -329 -23.4 0 -164 0 -1 -9573 -10457
TUNISIA 0 -205 ] -6.4 -23.5 -25.4 -26.3 [ -560 -852.6
MOROCCO 2.9 -1629 -20.9 4.1 -56.2 22,1 -§6.5 0 -795 +2596.7
INDONESIA -34226 -199.5 -20.2 -15.5 403 -20.5 -33.2 -72.9 -61346 -06341.%
MALAYSIA -£09 -1423 £.3 4.2 -5t.7 -208.2 [ 44 -5550 -7%86.4
TOTAL CHANGE
IN VALUE -77364.5 | -29657.5 | -8624.2 | -1127.11 -5234 -3780.2 | -206.11 -145.9 | -118276 | -244415.52

SoURCE: Calculated by adding the Values of Table5 and 7

In order to correct this disequilibrium, the prices will have to undergo relative
changes. The priceof a product for which there is a deficit demand after the two phases
will have to be relatively lower, whereas the price of the producet for which there is a
surplus demand will have to be relatively higher. The deficit in demand which is the
primary effect resulting from the abolition of import duties and the imposition of the
external tariff, must be compensated by arisein demand brought about by price changes.
The necessary change in demand and supply for product 1 in the various countries
(various terms of the first equation of the mode in phase three) can indeed be written as
a function of the relative price changes if we substitute our equations in the first

equation.
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The model is solved by filling-in the values found in tables 8 and 9, and by
substituting them in first nine equations. Solving these nine equations simultaneously, we
get the values of the unknowns, the prices. Using these prices, we have calculated the
changes in demand and supply of these products given in table 10.

TABLE 10
Changes in Production and Expenditure that Create Equilibrium (PiiMa-3)
COMMODITY PRODUCTION EXPENDITURE

1 2792119 4695023

2 3320385 3066960

3 722088 835943

4 -156463 666671

5 307164 456841

6 -82095 336154

7 -3909 24675

8 14760 11720

9 -57989 3779608

Source:This table is based on the model of phase 3.

Table 10 shows changes in production and expenditure required to maintain
equilibrium in supply and demand. To calculate the resultant gap between supply and
demand, we have added together the changes that have occurred in the two phases in the
nine countries for the nine commodities. The table shows that the production of some
commaodities will increase and for some decrease to maintain equilibrium of supply and

demand. For example, the production of commodity 4, 6, 7 and 9 should be reduced to
maintain equilibrium.
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TABLE 11

Changes in Production. Expenditureand Imports after the Custom Uhi on, 1990 {Mn.5 )
CUMMULDITY PROUDULUTIUN EXPENDITURE IMPOKTS
1 Z2//1491.8 40170638, 1846107.5

2 — 3318545.9 JUS/IUL.D -281243.4

3 T18814.2 827318.8 108504.6

4 -136313.9/ 6022343.8Y 821827.30

J 3062.2 45 [oU/ 1447743

0 o2l /17 331373.8 414543 .5

7 3212, 16 244068.89 27980, 16

:f 14 7TH) 7 TI573. 1 -26364.8

J -0U3/8.Y 3061337 J21710.9

Source: Based on model for phase 3.

Table 11 shows the final results of our customs union. They arearrived at by
adding together the results of the three separate phases. They show how the changes in
importsand exports under incomplete specialization are caused by the reaction of demand
as well as the reaction of supply to the autonomous and induced price changes. As a
result, even where the values of the fundamental elasticities are moderate, marked chang-

es took place in the imports and exports from and to the various countries.

Table XI shows that there is a marked increase in the production of rice,
petroleum products, cotton, cotton yarn and natural rubber in our customs union. Trade
among the members is going to increase in rice, cotton, jute, cotton yarn, cotton cloth,
phosphate and wood.The model shows a fall in the imports of Petroleum and natural
rubber among the union members due to the fact that the expenditures on these

commodities has fallen as a result of a fall in customs revenue after the customs union.

WELFARE EFFECTS

Short run welfare of a union member changes due to trade creation and trade
diversion. Regionaly speaking, the less-developed member countries may in general
present a picture of similar factor endowments, supply and demand structures and even
a set of similar production functions. Even after the formation of the union, they would
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produce and trade the same products. Therefore, a trade diversion is less likely. Most
of the traditional commaodities they have been producing, consuming and exporting will
not substantially deviate from their traditional and regular courses and therefore wiil not
change directions. A corollary for thisstructural argument is that their volume of imports
and the composition will not be changing either. A prospective regiona integration
among non-oil exporting member countries is therefore not expected to affect the
conventional structure of production, import and export significantly. That is why, we
have included only oneoil producing country, Iran in our model and this has affected the

production pattern of our member countries.

Wecan identify different post-union probabilities depending upon the comodity
groupings.

a) Primary Goods. If these goods are produced by al the members. the
production pattern will not be changing significantly. Each will produce and
export the same and therefore no trade creation and trade diversion is
expected. If, however, they are being produced by some of the members in the
region during the pre-union period, there is expected to be some changes

following the unionisation.

If, however, one of the members produces, under protection, a certain
commodity before the union, for which it has no comparative advantage, the
unionisation will remove the protective measures and the inefficient production
will disappear and the member in question will start to imr,Jort it from the
relatively efficient producers within the union. This encourages and increases

the volume of intra-union trade by removing the import substitution.

This is what has happened in our model. The primary goods like rice and

cotton are produced under protection in the member countries other than
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c)

Pakistan and Bangladesh. The inefficient producers are replaced by the
efficient ones rsulting in a net increase in imports. Table XI shows that
imports of rice (commodity 1) have increased by $ 1796 b. and the imports of
cotton (commodity 3)  have increased by $ 99 b. in our customs union.

Non-durable Consumer Goods. These commaodities are, in general, produced
in amost al less developed countriesand have been protected against outside
competetion by high tariff rates. Production is, however, carried out for
domestic market. Removd of barriers in the post-union period will lead to
adjustments, restructuring of individual firms as well as shifti ng of resources
towardsthe least-cost and efficient producer ingde the union. As long as these
goods are similar and substitutes for each other, trade creation is expected as
a result.

DurableConsumer Goods: Production of such goods like textile do not require
intensiveuseof heavy and sophiEtTcatcd technology. Theseare labour intensive
and increase the level of employment. So import substitution is practiced.
Removd of restrictions would then certainly cause increases in the trade

volume.

In our customs union model, imports of cotton yarn (commodity V) has

increased by $ 144 b. and the imports of cotton cloth (commodity V1) has increased by
$ 412 b. as shown in table XI.

Terms of Trade Effects. Terms of trade of our customs union modd vis-a-Vvis

the nonmembers is expected to be improving if the opportunities provided by the

integration is optimally used. The rest of the world might be lowering their export prices

to the region in order to save their share in the union market. This is a strategy on the

part of the non-members to eiminate the possible detrimental effects of the movement
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in general and the common external tariff policy, in particular adopted by the prospective
union. Assuming the union export prices are unchanged, falling import prices from the
non-members will definitely turn the terms of trade in favour of the union.

Another factor for such an improvement can be found in the nature of the
products exported by the union along with the exercise of union bargaining power. If the
union hasa kind of monopoly or oligopoly power in the supply of astrategic commodity,
then there may be a possibility to exercise its influence to increase its export price.
Assuming no increase in the indices of import prices, the terms of trade will again
improve. Being a monopsony power in international markets of certain products will
result in a similar development. Hence, there will take place an improvement in the
terms of trade due 'to the monopoly element in respect of commodities like rice,
petroleum, jute and rubber produced and exported by our union members.

Consumption Effects: In order to create a welfare-increasing economic
integration, the participating countries should substantially divert their trade relations
from the rest of the world to the union members. This naturally means that the regiona
production of specialised commodities should be supported by the union market in the
first place.In other words, a high proportion of total demand and expenditure of the
integrated region must be directed to support the regional production. This is going to
happen in our customs union & there, takes place an increase in expenditure on al the
nine commodities. This is shown in table X1. The largest increase in consumption
expenditure in our customs union takes place in the case of rice which is $4585 b, then
on wood ($3657 b.), petroleum ($3019 b.)and jute(1206 b.).

The Size of the Customs Union: As a proposition, it can be said that"the
greater thesize of a customs union, the greater will be the likelihood of extensive optimal

reallocation of resources in favour of the lowest cost suppliers. "



It is certainly true that if a customs union includes more countries, the
probability of including more producers is also high., This in turn will incresse the
probability of the presence of low-cost suppliers. Such a causation will have a ‘higher
probability of trade creation. The size of the customs union is more comprehensive than
the number of countriesinvolved. It involvesin addition to the number of countries, the

amount of population, competing firms, total gross nationa product (GNP)and tastes.

It seems to be that the level of total GNP of participating countries would be
the best indicator of the size of a union since it is more comprehensiveand covers most
of the variablescovered in the size. Subsequently, we can generalise the proposition in
terms of GNP: the greater the GNP of the union, the greater is the possibility that
positive production and consumption effects will result. At present, there are more than
forty membersin OIC. So there are greater chances of trade creation when we visuatise
acommon market of al the Islamic countries.

Transportation Cost: The success of a customs union in the short-run is also
a function of the existing transportation and communication network. Inefficienciesin
the system of transportation and communication network cause high destination charges
and thereby high prices. This in turn adversely affects the potentia of intra-union
competetion and trade.

Transportation cost is not necessarily an increasing function of geographical
distance. Thisis true within a country as well as between the countries. Therefore it will
not be possible to take the advantage of geographical proximity. The rate at which
infrastructureis increasing in underdeveloped countries indicates a falling trend in the
trangportation and communications cost. This is a positive factor in the success of a

customs union of Islamic countries.
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The only weaknessin our estimation techniqueis the calculation of elasticities
of demand and supply for the niné”commodities in the nine countries. Empirical
estimation of 729 price elasticitesof demand and supply and nine income elasticitieswas
a huge task. Instead, we calculated these numerically with the help of formula derived
in the appendices. The possible extension of our work is the econometric estimation of

these elasticities and extension of the modd to all the members of OIC.

[ 4
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APPENDIX 1
DERIVATION OF ELASTICITIES OF DEMAND

The modd made use of direct and indirect elasticities of demand. Since
only the elasticities of substitution of demand and the income elasticity are assumed to
be given, it is necessary to determine the relation between the various elasticities.

Theédasticity of substitution of demand 0 indicates by what percentage the
demand ratio between two products rises or falls if their price ratio risesor falls by 1 %.

q84(Sy - S2) = -q8; 0,2(ps - P2

qsn(sl : $) = ~QS, Oln(pl - F‘b)
After summation, we have

(qs; + Qs+ — + Q88 - 98, 8, - — - S, S, =

- (gs; 0, + - + @5, 0,0)p; + G5; 02 P2 +---05,04,P0
Since the sum of the value shares is unity, it becomes

5, - (s, 5; + -+ g5, )= -(gs; O + - +qs, 0,J)p, '+7 $2 043 py+---+qs,0,, D,

If wedisregad al inwme effects, the total expenditure remains unchanged
and therefore, the weighted sum of the relative changes is equal to zero. As we are
considering the substitution effectonly, we assume income to be constant, and thus the
term between bracket on the left hand side is zero.

So we write
5,* = - (gs; Oy, + -- +gs, 0,)p, + gs; 0y, pp+---+g5,0,p,

where sl* represents the change in S1 as a result of the substitution effect.

Apart from a substitution effect, the price changes also have an effect on

inwme. This incomeeffect indicates by what percentage the demand for a particular
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product will rise or fall if real incomerises or fallsby 1%. This average change in price .
can be calculated by weighting the price changes of the i\ndivi dud types of products with
the corresponding value shares, i.e. with the share of each relevant commodity in the

market.

Let u; be the elasticity of income for a prpduct I. In the equation which
gives the relation between a percentage change in demand for product i and'the average
percentage change in price, this elasticity must then be given a minus sign., since the
effect on real income of arise in price is negative and the effect of afal in price is pos-
tive. The relative change in demand for product 1 as a result of the income effect shown
by s** is:

s** = - U(gs; p; T - +gs, p)—-
The total change as a result of the price changes is
s, =8,* T 5,%* = -(gs, u,+gs; 0, +-—-+ gs, 0,)p, -
as;{Uy - Gu)ps- --- -qs,(uy 0y, )Py -----
From this, we can derive the direct and indirect elasticities of demand:
The direct elasticity of demand is:
ny; = - (gs, u, +gs, 0 + - + gs, ;)
and the indirect elasticity of demand are:
N, = - gs,(y; - 0,9

n,; = - s,y - 0y

If we assume that all 0 terms and all u terms are equal to the average u,
the direct elasticitiesof demand are thus:
ny =-gs,U-(1-0spy0
and the indirect elasticitiesof demand are:
n; =-qs;{u-0)
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It isclear from these formulaethat, if 0 = u = 1, the direct easticity of
demand is ( -1)and the indirect elasticities of demand 0. This is what we used in the
solution of our model.
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APPENDIX 2

DERIVATION OF ELASTICITIES OF SUPPLY

The derivation of direct and indirect elasticities of supply issimilar to the
derivation of demand. Starting from the definition of the elasticity of substitution of

supply:
d X/ X,/ X, /X, x-x

S12 = =,

d Plipzlpllpz pl = pz

We can again give the complete set of definitions for the elasticities of
supply relating to the product 1:

X - % = Splp, - p

—

Sln(pl = pn) . ;
We multiply both sides with the pertaining production share, i.e. theshare

represented by the value of the production of a certain product in the total value of the

products.

qx;(x, - x,;)

gx; §_1_2(P1 - p)

gx.(x; - X)) = q%, Si(p; - Po)
Summation gives: —
(@ T~ %, - Q% - = - g X, =
(@x; Siz + -- + 9%, S1)P1 - QX2 Sy2 P2 -~ - GXaS1aPa
Since the sum of value shares is unity, it reduces to

X, - (g%, X, + -+ gx, X)) = (gx; S;; + - + ¢x, S,Jp; -
qx2 SIZ P2 --- qxn Sn pn
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Since the total supply remains unchanged, and hence the weighted sum of
the relative changes is zero, the term between brackets on the left side is
equa to zero.
X, = (gx, Sy + --- qX, SiJpy -GX; Si2 P2 -~ - GX, Spa P

Since, in the case of supply, the income effect is irrelevant, we can

immediately find the direct and indirect elasticitiesof supply.

Direct elasticities of supply:
a; = gx; S, -+ gx, S,

Indirect elasticitiesof supply:
- QX; Sy,

- -q-xn Sln

an

ay

If we assume that al §; terms are equal to the average eadticity of

substitution, then
a, = (1 -gx)8

Since our analysis is in value terms, the direct "value elasticity” is one
greater than the volume elasticity. So we have
a,=5(-oqx) t1

We have calculated elasticity of supply according to the above formula.
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CHAPTER 6
SUMMARY AND CONCLUSIONS

In this study an effort has been made to present a general equilibrium
mode in which the theory of pricesis consistently worked out to calculate the potential

effects of forming a customs union among a selected group of OIC member countries.

The issueisthat the existing tradeamong the Mudlim countriesis very low
compared with their trade with non-Mudim countries. The solution suggested is a freer
trade among these countries. This study has selected a particular methodology relevant
to customs union framework. Using this methodology, economic effects of forming a
customs union of a group of Mudlim countries are analysed. The study has focussed on

estimating ex-ante effects of formation of a customs union.

The study begins by reviewing the literature particularly relating to ex-
ante studies. It has been noticed that fﬁe studies are restrictive in scope and have usd
a partia equilibrium analysis. These did not take into account the interaction of demand
and supply of various goods traded, anong the countries. Thus the study usad a
computable genera equilibrium mode. The study has also looked into recent regiona
economic groupings of the Mudim countries which have taken place after World War
II. They have not been found to be successful in increasing trade among them despite the
beneficia effects. The fact of the matter is that national markets for mos Mudim
countries are too small for the establishment of plants of optimum size and for the
realisation of economies of scale. Therefore, the enlargement of the markets and their
protection should be seen as a pre-requisitefor a more rapid industrial development. The
fallureof the existing efforts are either because the benefitsare not clearly perceived or
the distribution of benefits are unequal. This study makes an effort to scientificaly
measure the gains from economic integration among a group of Mudim countries.
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In order to explain the nature and modd of a customs union, a critical
survey of the theoretical literature is given. This theoretical foundation is laid for
methodology and the production, consumption and trade effects of a customs union are
analyticaly explained. The theoretlcal background given helps in showing that a
comprehensive modd such as the computable genera equilibrium modd may be an
appropriate methodology to estimate full impact of a customs union. The modd is based
on the assumption of full employment, equilibrium in the balance of payments, flexible
exchange rate and equa elasticities of substitution and income. The modd consists of
nine countries and nine commodities. The supply functions depend on market prices that
changedueto achangein tariff rate. The demand functionsdepend on market pricesand
income. The modd is comparative static and analyses the transition from the origina
state of equilibrium to the new state of equilibrium in three phases. In phase one, the
consequences of abolitionof import dutiesare analysed. In phase two, the conseguences
of imposing common external tariff is analysed. In phase three, equilibrium is restored

by adjustment in the exchange rates.

For the estimation, the modd selected a group of nine Mudim countries
which have per capitaincomegenerally above U S $200 excluding the il rich countries.
These nine countries are: Pakistan, Iran, Turkey, Indonesia, Maaysia, Bangladesh,
Sudan, Tunisia and Morocco. These countries are producing and consuming nine
commodities which are Jute, rice, cotton, cotton yarn, cotton cloth, petroleum,
phosphate, natura rubber and wood but assumed to be exporting only one commodity.
By taking the production, consumption and trade data for the year 1990, the effects of
a customs union among these countrie;z;r;la galcul ated. these results, price and income
elasticities of demand and supply were used. These were calculated with the help of

formulagiven in the text.
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CONCLUSIONS —

The study makes important practical conclusions based on its findings. It has
been found that substantial benefits resulted in the production, consumption and trade.
The production of rice increased by $2771billion, petroleum productsby $3319billion,
cotton by 719%billion, cotton yarn by $3billion and natural rubber by $15billion. The
demand for all the products increased while trade among the selected countries increased
in rice by $1846billion, cotton by $109billion, cotton yarn by $145billion, cotton cloth
by $415billion, jute by $822billion, phosphate by $28billion and wood by $3722billion.
It is probable that an increase in the size of the model would result in a larger trade
creation. The conclusions are essentialy limited within the context of the assumptions
of the modd and, therefore, they may be considered with caution.

The study finally concludes that a customs union of Muslim countries is
economically feasible besides being a right step towards the realization of the goa of
integrationof the Ummah. The study is quite useful and pertinent for the leadersof the
OIC organisation to mativate the Mudim countriesfor the formation of customs union:
The study aso provides practical guidelines for political governments to take practical
measuresfor reducing tariffs among the Muslim countries and form a customs union of

the Mudim countries.
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