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Chapter 6

A New Way to Locate the Comparative
Advantages of India and Bangladesh
on the Basis of Fundamentals Only
Chandrima Sikdar
Debesh Chakraborty
Thijs Ten Raa

1. Introduction v
Regional trade groupings have emerged as a hard reality
on today’s global economic scenario. Tlm\{ ral\ge from
preferential trading arrangements to cconomic union. The
basic objective of such trade groupings is to promote intra-
regional trade among the member countries making way
for economic cooperation among them and thereby hgl])]l]g
them to raise their pace of development. The formation of
South Asian Association for Regional Cooperation (SAARC)
is an effort in this dircction.

SAARC was cstablished in 1985. Even though the ideas for
a regional grouping of the South Asian nations .]\av«' been
mooted since 1980, the Charter formally establishing SAARC
was adopted at the first-Summit in Dhaka in 1985. Being
formed by the seven member countries namely, Bangladesh,
Bhutan, India, Maldives, Nepal, Pakistan and SriLanka, the
purpose of the establishment of SAARC was to accclera}lc
cconomic and social development in the member countries
through joint action in certain agreed areas of cooperation.

The SAARC countries contain about 21% of the total world
population, but only 3.5% of the land area. Ab_ou[ half of
the worlds poor live in this region. Barring Maldw.es, all the
SAARC countries have low income. GNP per capita ranges
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from 230 US dollars (Nepal) to 2090 US dollars (Maldives)
in 2002.
Tab[.e 6.1 presents some basic features of the SAARC
countries.
As seen from the table, among all SAARC countries India
has the largest land area, population and also GDP, while
Maldives have the least of all of these. Glearlvylndia
Cofls[i[uleﬁ three-fourth of SAARC on these three ;x;:’coums
Sri Lanka recorded the highest per capita export figure of
299.8 US dollars in 2001 while Nepal accounted for the
lowest of 53.3 US dollars in the same year. On the other
hand, Maldives had the highest per capita imports of 1196 ‘1
USrdollars in 2001 while Nepal with a figure of 74,3. U-S
doliars again had the lowest in that year.\ The per capita
foreign debt in the SAARC region ranged from 787.4 US
;{:))(l)l(:)nrs (Maldives) to 97.7 US dollars (Bhutan) in the year
The most obvious measure of cooperation between the
mef‘nber states of any regional grouping is the level of trade
taking place. But unfortunately the performance of the
SAARC members on the trade front can hardly be lcrmed
as rngderate when benchmarked with many other countries
in Asia. In particular, the SAARC states are plagued with
trade imbalances among themselves. This urged the
member states to undertake a concrete step when a study
on S.{\ARC Trade, Manufactures and Services was
commissioned at the Islamabac Summit in 1998, An Inter-
Governmental Group set up by the Colombo Summit in
1991 to formulate and seek agreement on an institutional
framework for trade liberalization among the members
finalized a draft agreement on SAARC Preferential Trading
A.grecmem (SAPTA). Finally, the agreement on SAPTA was
signed at the Dhaka Summit in 1993, Thereafter, in
pecember 1995, being ratified by the member states it c:;mE
into force with an attempt to integrate and strengthen the
regional trace links in South Asia. The agreement on SAPTA
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aims at track expansion among the members through
exchanging concessions relating to tariffs, para-tariffs, non-
tariffs measures and direct trade measures. The agreement
on SAPTA allows for various approaches to trade
liberalization such as product-by-product, across the board
tariff reductions, sectoral approach and direct trade
measures.

The present status of the SAPTA initiative reveals that
the trade of items, to which concessions have been
extended, is quite low. In fact, for many of the products
trade flows are zero. Moreover, the preferential imports
account for a very low share of total Intra-SAARC trade.
However, a more important issue is to identify products with
high trade potential by examining the trade
complementarities on one-hand and production
complementarities on the other. Even in sectors where the
countries are competitors, possibilities of intra-industry trade
can be explored.

However, the ultimate aim of this region is not to stop at
preferential trading arrangements rather to take SAPTA
towards a new vision of free flowing trade in the region under
the arrangement of South Asian Free Trade Area (SAFTA).
Accordingly, at the end of the 12th SAARC Summit at
Islamabad, Pakistan on January 6, 2004 the foreign ministers
of the seven member states signed a framework pact on the
Free Trade area in the region paving the way for the regional
integration of the economies. As per the terms of this pact
the developing countrics of the region —India and Pakistan—
will have to bring down their custom tariffs to between zero
and five percent within seven years of the start of the
agreement. Sri Lanka has been given eight years for the same
whereas the rest of the Least Developed Countries (LDCs)—
Ncpal, Bhutan, Bangladesh and Maldives—will have ten years
to do that. As such the South Asian Free Trade Area (SAFTA)
treaty will come-into force on January 1, 2006 and will be
fully implemented by December 31, 2015,
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Against this backdrop we now try to develop a theoretical
model and analyze it empirically, which will help to identify
the products in which the two member countries of SAARC,
namely India and Bangladesh, have trade potentials,
Thereafter, we shall turn to assess the potential gains to
bilateral trade between the two countries.

Our choice of the two member countries of India and
Bangladesh is urged by the fact that in recent years issues
concerning bilateral trade between Bangladesh and India
have received heightened interest and come under close
scrutiny. Bangladesh’s trade deficit with India has been
increasing at an accelerated rate in recent years. The deficit
grew most visibly in the 1990’s when Bangladesh started to
liberalize at a rapid pace with the deficit rising from 200
million to about a billion within the scope of the last five
years. Such a state of affairs has given rise to concern, both
at the policy level and at the level of public perception.

The paper is organized as follows. In the next section we
review the literature. Then, in Section 3, we develop the
model, which helps us to locate the comparative advantages
of the two economies. In Section 4, the comparative
advantages of the economies are located on the basis of the
results obtained and possible expl ions are given for the
findings. In Section 5, the magnitude of the gains to free
bilateral trade is computed. The paper concludes with a
summary on the possible explanations of the findings in
Section 6. The Appendix outlines the data used, their
sources, and their adjustments.

2. Survey of Literature
There is a good volume of literature that has developed in
recent years with an attempt to analyze prospects of free
trade and its impact on the regional groupings.

Nitsch (2000) has studied the impact of national borders
on international trade within the European Union and
found that even there the national borders have a decisive
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impact on the trade partners. Anoruo and Ahmed (199?)
made an assessment of the role of international trade in
nomic growth of developing countries.
ec‘.;ndersotr;\ (1998) in his paper provided bfxlchmarks of
trade restrictiveness using the Trade Restri_cnvcness Inc_icx
He found that trade weighted average tariffs s\?bstanual.ly
underestimate restrictiveness measured b}{ the 9n\forml l.anff
equivalent, with the degree of underestimation positively
correlated with the dispersion of the Lanff_ structure.
Fernandez (1998), on the other hand, examines several
possible benefits that regional trade agreements may cr.m.(er
to their partners, including cn:(libili&)", signaling, bargaining
power, insurance, and coordination. H( assesses the
necessary conditions for cach qf these Canlda‘lf:s to wo‘rlf,
gives stylized examples of specific types of policy wherchn
might be applicable, examines (’Cljll cascs wl.xcrc t ]el
explanation might be relevant, and dlscusstis lh.elr ovemd
plausibility. A related work by Casclla (1996) tries to fin
out if there are systematic forces such that countries f)f
different sizes participating in a free trade bloc gain
differently from the entry of new members. If cconomies
of scale imply that firms located in la.rgc countries enjoy
lower costs, then the gains from enlarging the bloc will f;\llf
disproportionately on small col.mmes, because the entry o
new members diminishes the importance of .lhe, domestic
market and improves the small countries relative
competitiveness.

A related issue, which has led to much concern among
the contemporary economists, is that of bilateral trade
between countries. Bagwell and Staiger (1999) _have noted
the important issue that the value lle.concesslons Lhal:
government wins in a current negotiation may be erode
in a future bilateral negotiation to which it is not a party.
They have shown that in the abscnce. of rules that govern
the bilateral negotiation the potential for opportumfu(ci
bilateral agreements is indeed severe. They have also trie



