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Abstract 

The paper examines the success and failures of various economic 
groupings among the OIC countries by estimating a gravity model. 
The GDP of OIC is only 4.7% of world GDP; its exports are 7.28% of 
world exports and its imports 6.78% of world imports. This paper 
primarily presents a synthesis of the Islamic perspectives on the Islamic 
Common Market ( 1 0 ,  reviews the present state of economic 
integration among the contemporary Islamic countries, identifies 
relevant tasks for the Islamic governments, and offers feasible recom- 
mendations for the governments of Islamic countries within the frame- 
work of the prevailing theories of international trade and free market. 
The establishment of an Islamic Common Market would require a f i i  
political commitment on the part of the Member States of the OIC, 
expressing their political will and a common understanding on the 
coverage, extent, mechanisms and stages of implementation, as well as 
modalities of realization, of such an advanced mode of economic 
integration. 

Introduction 
The changing world order and the consequent impact on global economic 
activity during the past decades in general, and the decade of the 90's in 
particular, are bringing in increasing complexity in the way national 
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economies act and interact with each other and with global economic 
institutions. Despite the creation of the World Trade Organization and the 
efforts at establishing the commercial rules of the game at the global level, 
it appears that regional economic arrangements will be the wave of the 
future. Their feasibility is reinforced by a variety of factors, including the 
fact that they need less negotiation and involve fewer transaction costs. The 
move towards greater regional integration has now become a global 
phenomenon driven by the pull of market forces, as they open up opportu- 
nities for trade amongst center-periphery. The rise of regionalism has 
understandably raised the specter of exclusionary blocs and concern over 
the dangers of trade diversion. About one-third of the 109 regional deals 
under GATT/WTO were notified between 1990-1994 alone when the 
Umguay Round of negotiations was in full swing. The facts that a free- 
trade area (FTA) was established between Noah America and Mexico 
(NAFTA) in 1993, and that the 7 MEAN members have agreed on an 
accelerated move towards FTA by the year 2003, and that the Asia Pacific 
Economic Community (APEC) has pledged itself to realize free trade 
amongst its members by the year 2020 testifies to a heightened interest 
towards freeing the movement of factors of production within the regional 
space. 

On the European front, EC has been a si@icant economic power 
and its prominence continues to increase. Like the EC countries, the 
Organization of Islamic Countries (OIC) shares within itself a lot of 
similarity in culture and socio-economic condition. However, in contrast to 
the EC countries, OIC’s are a heterogeneous mix of countries that includes 
categories of low, medium and high income. Trade liberalization among 
the OIC countries is expected to open windows of opportunity translating 
into potential for significant gains for all the economies in the region. A 
close look at the existing structure of trade reveals that, in the context of 
trade liberalization among countries, the interaction between policy- 
determined barriers (e.g., tariffs, quotas and other non-tariff barriers) and 
natural barriers (e.g., transport costs, linguistic and institutional differences) 
remains a strong impediment to a smooth trade relation. Need for research 
and comprehensive study aimed at eliminating these barriers, to better 
understand the prospects of enhanced economic cooperation and trade 
among the OIC countries, is of paramount importance. Such studies will 
have important policy implications for the future course of economic 
cooperation among the OIC member countries and the role trade can play 
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to bolster them. A number of contemporary M u s h  economists have 
recently argued in favor of an Islamic Common Market. Unfortunately 
these studies lack in-depth empirical content. Judged by mere number, the 
research might look inadequate, but these papers contain an enormous 
amount of knowledge wealth. They provide an insightful economic analy- 
sis, and practicable policy guidelines for all the Islamic economic agents in 
the region, particularly in the context of establishing the Islamic Common 
Market (ICM)'. Within a regional framework, Hassan2 estimated a 
gravity model of international trade to examine whether intra SAARC 
(Bangladesh, Pakistan and Maldives are already members of the OIC) 
countries would be trade-creating or trade-diverting. Results show that it 
is neither, thus offering considerable opportunities for a regional as well 
as multilateral integration. Liberalization of trade among the SAARC 
countries also offers potential for sigmticant gains for all the economies 
in the region. 

The objective of this paper is to extend the existing literatwe on ICM 
by conducting a formal theoretical analysis of trade creation and diversion 
among the existing members, supplemented by data. The research, in 
general, is expected to provide empirical support for a proposed block 
consisting of OIC members. Specifically, this paper estimates a gravity 
model of preferential trading arrangement among the OIC members. Such 
a model can be useful to better understand the trade creation and trade 
divefsion effects among these economic blocks. To the knowledge of the 
authors, this is the first of its kind purporting to empirically investigate 
trade in the overall OIC context. This paper is organized into five parts. 
Section 11 presents a synthesis of the political economy of the OIC 
economic block. Section 111 provides an overview of the economic 
conditions of the OIC countries. Section IV reports the empirical results of 
the gravity model. Section V concludes the paper. 

The Political Economy of the OIC Integration 
Although the Organization of the Islamic Conference (OIC) had initially 
started out as a political forum, it was realized early on that effective 
political action had to be based upon and complemented by wide-ranging 
joint economic action. The Charter of the OIC, approved in February 1972, 
reiterated the necessity for co-operation for community-wide economic 
progress and to help individual member states accelerate productive 
capacities. It was realized that the establishment of an Islamic Common 
Market would require a firm politick1 commitment on the part of the 
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Member States of the OK, expressing their political will and a common 
understanding on the coverage, extent, mechanisms and stages of 
implementation, as well as modalities of realization, of such an advanced 
mode of economic integration? 

The changing international political landscape continues to usher 
in fundamental changes in the way many developing countries, 
individually and collectively, evaluate their salience on the international 
agenda, except where the interest of the big powers is at stake. This has not 
only eroded the ability of these governments to pursue their o m  agenda but 
also has restricted the scope for their autonomous policy-making? Given 
that the major players of this paradigm are going to dominate the global 
center stage for some time to come, the developing countries will be better 
served if, as the long-term strategy, they focus on pooling and coordinating 
their resowces towards a regional solidarity. A realistic analysis of the 
anticipated obstacles and a contingency plan thereto is a necessary 
precondition for the determination of its feasibility and the establishment of 
an ICM. 

There is little disagreement over the issue that technological progress in 
the areas of micro-electronics, biotechnology and renewable resources lies 
at the root of structural changes in an economy. Internationalization of 
various types of markets including e-transaction through deregulation of 
financial markets can be effective. Exchange rates are determined more by 
the expectations in financial markets than by the needs of trade adjustment. 
Structural changes would have profound impact on international economic 
relations, giving fresh impulse to economic integration. In addition to 
changing the structure of world trade, these are modifying the internation- 
al division of labor and altering the competitive position of developing 
countries. Innovations in the areas of micro-electronics and new materials 
technologies are eroding the traditional comparative advantage of the 
developing countries in labor and natural raw materials in several areas. 
They could potentially trigger negative repercussions on the export to 
developing countries, due to lower capacity to absorb, lagged adjustment to 
new technologies, and inadequate diversification. The developing countries 
should try to attain, accommodate and manage higher levels of technolog- 
ical development to enhance their international competitiveness for easy 
access to new and buoyant areas in world trade. Otherwise the gap could 
accentuate the technological and industrial polarization between both the 
developed and the developing, as well as among the developing, countries. 



Hasran k I k  Prospect uld Problems of a Common Market 23 

A major change in recent years has been the resurgence of interest in 
integrating national economies in formal groupings such as common 
markets, customs unions or free-trade areas. The likely effects of these 
schemes on the world trading system and on the trading interests of 
developing countries depend on the outcome of the GATT Uruguay Round. 
A’closer integration of Europe with North America can strengthen the 
major economies and support global economic growth provided it is 
accompanied by openness. Another possibility is from limiting preferential 
market access, which influences the patterns of growth of international 
trade and specialization. This could affect foreign direct investment in ways 
not consistent with the long-term comparative advantage or growth needs, 
offering difficult policy choices for the non-participants. 

For their part in international trade, the developing countries are 
facing continued worsening commodities terms of trak, lost sectoral 
competitiveness compounded by problem of food self-sufficiency; flight 
of capital; and extensive external sector volatility. The industrialized 
economies are trying to protect their agricultural and manufacturing 
sectors against the external flow of goods, such as textiles, automobiles in 
the US and in general terms within the EC. This is tantamount to exporting 
expensive and importing cheap products. Overall deficits in industrialized 
economies are being mitigated by taxation and by flight of capital from 
developing countries. Under such a neo-mercantilist order, the drive for 
external sector balances at home under exchange rate flexibility and 
perfect capital mobility causes industrialized economies to adopt monetary 
policies. For the developing countries, the interest rate and exchange rate 
volatility of monetary policies proves permanently disequilibrating, 
as historically they are selling cheap and buying expensive from the 
industrialized economies. Thus, both export orientation and capital trans- 
actions in the overall balance of payments are permanently de-equalizing. 

The developing world submits to the policy consequences of macro- 
economic coordination, an international Keynesianism of the Bretton 
Woods institutions promoting fictitious notions of a target of full 
employment, monetary and fiscal disciplines to control an inflationary 
pressure, originating in interest-based fiiancial speculation, monopolistic 
competition and declining productivity in the industrialized countries. 
The monetary and fiscal policies of the eighties in the West led to world- 
wide recessionary and stagflationary pressures. Then there is the export 
orientation regime, a negation of import substitution and interlinked IMF- 
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World Bank financing formulas revolving around structural adjustment 
and conditionalities. The neoclassical prescription was sought for the 
ailments. Despite the World Bank‘s catchword, “alleviation of global 
poverty,” the rising tide of the poor today stands at a staggering three 
billion, much as a result of the failure in exchange and entitlement, in spite 
of government’s expenditures toward transfer incomes. 

The purpose and the justification of economic integration lie in their 
ability to attain higher rates of growth and development. Only such a 
prospect should convince the sovereign states in this highly nationalistic 
age, as has happened with the EU, to submit to the restraining framework 
of a common organizational set up where discretionary national policies 
would rarely be allowed to reign? The efforts of the Organization of 
African Unity to support and strengthen the subregional schemes for Africa 
deserve special recognition and can offer valuable input for the OIC 
members in Africa. Countries in Asia, the Middle and Near East, and 
especially in the Far East, have been active participank in economic 
cooperation and integration schemes with records of significant progress. 
The OIC countries have attempted two types of cooperation and integration 
schemes: only the OIC countries, and other developing countries. 
(Appendix 1). 
Needless to say, the various integration schemes among the OIC 

countries have faced considerable conceptual and practical difficulties. On 
the one hand, the African and Arab groups of the OIC have advanced forms 
of inkgration as targets. On the other hand, more than two-thirds of the OIC 
countries are associated with some form of regional and subregional 
economic cooperation and integration scheme. Many of the Least 
Developed OIC countries are members in these groups, which indicates 
political will and spirit to join together. This may prepare the OIC to 
embark upon community-wide action to expand and extend cooperation.6 

Three rather difficult issues in a scheme of regional cooperation among 
the OIC‘s include (i) effective co-ordination of investment throughout the 
region, (ii) compensation of member countries that may suffer losses in the 
early stages, and (iii) surrender of powers at the national level by member 
countries on economic and social decisions. Coordinating investment for 
establishing region-wide industries, reducing costs of production and 
attaining equitable distribution are the basic pillars of planning. To prevent 
a widening gap among the member countries it may be necessary to arrange 
for financial compensation for the weaker nations although funding may 
require external help. 
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As part of a common market the members agree to abolish all the tariffs 
on each other's exports; share a common tariff policy when importing from 
the rest of the world and allow a free flow of commodities as well as 
factors of production (capital, labor, technology etc.) amongst each other. 
Even those OIC member states that are on the road to advanced forms of 
economic integration like common markets have not addressed these 
basics. It may be a good idea to begin with modest objectives, with a 
complete integration as the ultimate aim. A limited trade expansion among 
the OIC countries can create a climate of mutual trust and solidarity, 
keeping in mind the ultimate integration? In a rapidly changing world 
order, the South is going to face an ever more integrated North. The 
OIC may have to review and remodel its objective to accommodate the 
changing dynamics in the world of politics and economics. A useful and 
practical approach to such an orientation would be to adopt regional 
economic integration schemes interlinked with one another at the OIC 
level. 

The rationale for the establishment of the ICM can be found in the poor 
development performance of a disintegrated Islamic worlds 52 national 
economies despite the fact that they possess the material prerequisites for 
economic development.* However, the establishment of an Islamic 
Common market is a long-term goal that should be approached in stages. 
To achieve the ultimate objective, some important initiatives have been 
taken in economic co-operation comprising of trade preferences, joint- 
ventures, co-ordination and harmonization of various sets of economic 
policies, and regional co-operation in the fields of money and finance. Once 
these work thoroughly, the establishment of regional integration schemes, 
linked through preferential arrangements, should be the next step. This 
could, in turn, provide the solid foundation for an overall Islamic Common 
Market Framework made up of regional components? 

The poor growth performance of the Islamic countries lies in their failure 
to engage in international trade and use this as the engine of growth. The 
following factors may be identified for such failure: (i) inconsistent 
economic policies of the Islamic countries' governments; (ii) reliance on 
exports of a few primary products to finance their development projects; 
(iii) low income elasticities of demand for primary products; (iv) deterio- 
rating prices of primary products and their impact on terms of trade; (v) 
discriminatory policies of high tariffs, quotas and other barriers effectively 
discouraging export from the Islamic countries by the developed countries, 
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(vi) the Islamic countries' negative capital flows due to the excess of their 
imports over exports; (vii) inelastic exports; (h) rising debts; (i) overvalued 
exchange rates; (j) small domestic markets; (k) small volume of 
intra-Islamic trade. 

It is logical to conclude that the Islamic countries will not be able 
to completely realize all the potential gains from international trade which 
is dominated by the non-Islamic countries. The latter are hostile to the 
Islamic establishments and are against the idea of an ICM. Needless to say, 
an ICM can provide opportunities for its constituents, working as an agent 
to achieve socio-economic solidarity and generate aggregate demand. The 
resulting increased aggregate demand can, in turn, help achieve economies 
of large-scale production; reduce economic dependence; improve foreign 
currency reserves and enhance the bargaining power of the Islamic 
countries in international trade and financial markets. Thus the ICM can 
activate and promote intra-Islamic trade, based on the Islamic doctrines 
of honesty and economic justice, by providing them access to the largest 
global ICM. 

The Socio-economic Structures of the OIC Countries 
Although the OIC is a conglomerate of countries with diverse socio- 
economic and political structures, having differing levels of development 
and resource endowment, the common denominator that can bring them 
under one umbrella is the factor of religious unity. It is important to under- 
stand that the role of religion as a force of cohesion derives much of its 
strength from the common social and cultural practice the countries 
share that dictates some kind of uniformity in consumption patterns. This 
commonality can be a strength favoring an economic integration towards 
forming a trade block to promote an agenda that is mutually beneficial. In 
the following paragraphs, we briefly present the diversity in economic 
structures among the OIC countries, and reflect on how these can offer 
opportunities for the cooperation process among them.l0 

The service sector remains predominant in these economies, measured by 
its contribution to the GDP, followed by industry. A large number from 
among these OIC countries, classified as Least Developed Countries 
(LDC's), have a dominant agricultural sector measured by its contribution 
to employment, foreign exchange generation, and government revenue. 
Even between the LDC's where the service sector is important, the share of 
agriculture, remains high. In countries where industry dominates, the 
majority are oil producing with industrial activities revolving around oil, 
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and the overall share of manufacturing in the industrial production is only 
modest. The OIC's have a diverse production structure, with differing 
levels of income and living standards. In terms of stages of economic 
development, they can be categorized under high-income, high-to-middle, 
low-to-middle, and low-income. However, the OIC, with a population of 
1.1 billion, albeit mostly rural, does offer the potential for a large market 
in the long run. 

The differences in income levels are also reflected in the resource 
balances. A majority with a negative net domestic savings implies that 
investment falls short of the level needed for sustained growth, and in part 
explains heavy debt burdens. Experience shows that the poor OIC countries 
look at cooperation from the point of view of assistance, while the rich ones 
see it differently. On the political front, the systems of government range 
from democracy to monarchy to military regime. Such diverse structures 
imply contradictions, in terms of priorities. It is not unfair to say that the 
rapprochement among Islamic countries would be very different if the 
decision were made to reflect the will of the nation, rather than those of the 
powerful individuals or oligarch." 

A majority of the OIC countries produce primary products, be they 
mineral or agricultural. Because of this, the trade is characterized, with few 
exceptions, by the export of raw materials and import of manufactured 
goods from the developed countries. The richest OIC members export oil 
and oil products to the OECD countries, importing only luxury items from 
them.I2 Thus, the intra-OIC trade remains low, as exports to the 
developed countries continue to rise. The low level of intra-OIC trade is 
rooted in its history, dating back to the days of their former colonial 
masters. In recent times, the OIC's dependence on non-OIC countries is 
gaining momentum as the intra-regional trade rises. This trend sharply 
contrasts with other strong regional groupings, among which the 
intra-regional trade has grown more rapidly than their world trade.I3 While 
oil ensures a steady inflow of foreign currency, it makes export and 
production structures sensitive to world oil price changes. 

The Gravity Model of OIC 
Member Countries' Various Groupings: 
Methodology and Data 
The gravity model provides a flexible approach for the analysis of spatial 
interaction among spatially separated nodes, thereby offering a framework 
for analyzing and measuring the patterns of trade. International trade flows 



28 The American Journal of Islamic Social Sciences 18.4 

are determined by comparative advantage, the possibility of intra industry 
trak, transport cost etc. Trade policy may revise the normal trade flows. 
A gravity model of international trade estimates the trade flow as a function 
of variables that directly or indirectly affect the determinants of normal 
trade flow. Using the gravity model to examine whether a lower magnitude 
of intra-OIC trade is a normal outcome or not, is quite appropriate. 

The gravity madel has long been used for empirical studies d trade 
patterns. Specifically, the volume of trade between two countries should 
increase with their real GDPs (the so-called gravity variable), since large 
countries should trade more than small ones, and with per capita incomes, 
since rich countries should trade more than poor ones. One should expect 
trade to decline with geographical distance because distance increases 
transportation and information costs. Since the dependent variable in the 
gravity model is bilateral trade between pairs of countries, each variable 
(other than distance) is entered in product form. Dummy variables are 
added for participation in various preferential arrangements. If the two 
countries (both participating in the same preferential arrangement) trade 
more with each other than predicted by their incomes and distance, a 
positive coefficient on the dummy variable implies that the arrangement is 
trade-creating for its members. A negative coefficient on the dummy 
variable indicates that only one member of the pair participates in a 
particular preferential arrangement, and is taken as evidence of trade 
diversion vis-a-vis the rest of the w0r1d.l~ 

The typical gravity model specification relates bilateral trade to income, 
population (or per capita income), distance and congruity between the 
trading partners: 

where, 
TFUDEij, = bilateral trade between countries i and j at time t (measured 
in U.S. dolim), 
GDP= real gross domestic product (the so-called gravity variable), 
XL-per capita income, 
DISTANCE ,distance between two countries, and 
BORDER=d&y variable taking 1 if two countries have common 
border, an: 0 otherwise 
ei,t the conventiond error tern obeying the assumptions of OLS. 
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As trade is expected to increase with the size of domestic economy 
(GDP), per capita income (PCI) and common border (BORDER), and to 
decline with distance (DISTANCE), the signs of ~1 ~2 and 84 should be 
positive, and that of 83 negative. 

A systematic way to adjust for the natural determinants of trade is by 
means of the gravity model. The assumptions of the model are that trade 
between two countries is proportional to the product of their GNPs and 
the product of their per capita GNPs. This is an increasing function of 
adjacency (countries sharing a common land border), and decreasing with 
distance. Dummy variables are added when both countries in a given pair 
belong to the same regional grouping to determine how much trade within 
each region is due to factors common to trade throughout the world and 
how much remains to be explained by regional effects. 

Annual data on bilateral trade flows among OIC countries has been taken 
from IMF’s Direction of Trade Statistics, and the SESRTCIC database. 
The UNCTAD and the United Nations COMTFWDE database have also 
been used to compare import and export trade flows of OIC countries. 

The gravity model, however, has a number of weaknesses. One is that the 
coefficients on dummy variables for subgroups of countries will pick up all 
respects in which those countries differ in their trade performance that are 
not controlled for in the gravity equation. Dummy variables for preferential 
arrangements serve as a catch basin for omitted factors. Another difficulty 
arises with the measurement of distance. The underlying theory appeals to 
transaction costs to trade, and in empirical implementation it is posited that 
such costs should rise with distance. But economic and geographic 
distances are not the same. Insofar as economic distance is mismeasured, 
its effects may be loaded into the dummy variables intended to capture the 
effects of regionalism. The third problem arises from the omission of 
a third country, which from the econometric consideration has the same 
effect as omission of a relevant explanatory variable from the model. While 
bilateral trade is assumed to depend only on the two countries, in practice, 
it also depends upon competitiveness relative to other countries and 
markets. 

9 

Analysis of Empirical Results 
We present our empirical results for the two years: 1995, 1996. The 
number of observations varies from year to year since the number of 
regional grouping keeps increasing with the passage of time. Tables 1 and 
2 present descriptive statistics while Tables 3 and 4 present a correlation 
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matrix of various explanatory variables used in the gravity model. Since the 
parameter estimates for our regression equations are the same in almost all 
cases in terms of direction, and very close to each other in terns of 
magnitude for the years under study, we are analyzing the results relative 
to the year 1995 only. The interpretation of the results would be almost 
similar. In case they are not we have provided interpretation within the 
framework of economic theory. 

We use regional block variables in our analysis in three ways. First, we 
use five regional blocks of countries, GCC, SAARC, AMU, ECO and DS, 
for these blocks represent a significant amount of trade among themselves. 
The SAARC block consists of Bangladesh, India, Nepal and Bhutan, 
Pakistan, Sri Lanka and the Maldives. The GCC consists of Bahrain, 
Kuwait, Oman, Qatar, Saudi Arabia, UAE. The AMU block consists of 
Algeria, Mauritania, Morocco, Tunisia, whereas the ECO consists of Iran, 
Pakistan and Turkey. The DS block consists of Bangladesh, Pakistan, 
Malaysia, Indonesia, Egypt, Iran, Turkey and Nigeria. Second, we form 
the hypothetical trading block GCCAMUECO among the member 
countries of GCC, AMU and ECO blocks to examine the likely effects 
of such a grouping if it were to materialize. Third, we add a term for each 
grouping in order to capture trade-diversion effects. These terms are 
indicated by a suffix " N ,  standing for trade with non-members of the 
grouping in question. 

We present the regression results for the year 1995 and 1996 in Tables 5 
and 6 respectively. To check the robustness of our results, we perform three 
regression runs: first, with the existing and hypothesized trading block 
countries; second, with existing trading block countries; finally, with the 
hypothesized trading block countries. We have 33 countries in our data set, 
so that there are 528 data points [=(33*32)/2] for a given year. We find all 
three standard gravity variables (GDP, GDP per capita, distance and 
contiguity) to be significant with p-values at less than 1%. All variables 
except GDP PER CAPITA have expected signs. However the LOGPCI for 
the estimate of year 1996 has the correct sign. The negative sign for GDP 
per capita suggests that as the GDP per capita improves, it trades less with 
its block member. At first glance this may appear counter intuitive because 
the argument is: as per capita income rises so should trade among them. 
Although apparently this result may be plausible with some members of 
OIC countries because most of them have similar per capita income, this 
paradoxical result can be resolved using the standard economic theory. 
It is important to understand that the economies under study here are 
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characterized by production, which offers limited choice to the rich within 
the domestic or regional framework. It can be argued that a rise in per 
capita income has the same effect as "income effect" in standard microeco- 
nomics textbook. Thus viewed, a rise in per capita income can easily 
translate into a Giffen Good type of phenomena. In that case, it is quite 
possible that rise in per capita income can shift demand to highly luxurious 
goods, perhaps not available within the region. This, in its turn, may cause 
a decline in the regional trade and increase in trade with developed 
countries, thereby giving an apparent wrong sign for the year in question. 
It is plausible that a strong preference for luxury goods, imported from the 
West, due to income effect, can explain this. 

The dependent variable in all regressions is the value of trade (imports 
plus exports), in log form, between pairs of countries. The estimated 
coefficient in log of the product of the two countries' GDPs at 0.202 
indicates that trade increases with size but less than proportionately, 
reflecting that small countries tend to depend more on trade than larger and 
more diversified ones. The estimated coefficient on the product of per 
capita GDPs -0.204, indicates that poorer countries trade less with each 
other. The coefficient on log of distance at -0.5 18 indicates that as distance 
between two nonadjacent countries rises by 1%, trade between them falls 
by 0.52%. The coefficient on adjacency, at 0.957, indicates that two 
countries sharing a land border trade about one and half times as much 
[exp (.957) = 2.601 as two similar countries. 

In the absence a notion of trade blocs, these basic variables would soak 
up most of the variation in bilateral trade flows, leaving little to attribute to 
a dummy variable. Variations in intra-regional trade would be due solely to 
the proximity of countries and their rates of economic growth. All dummy 
variables for five various regional blocks are statistically s ipfkant  and of 
positive signs, implying that these regional blocks are trade-creating. 
Moreover, all GCCN, AMUN, ECON, D8N and GCCAMUECON dummy 
variables are positive and statistically sigmficant, implying that formation 
of these groups does not divert trade from low-cost outside block countries 
to high-cost within block countries. Therefore, the dummy variables of the 
gravity model indicate that OIC regional block countries are trade-creating 
and NOT trade-diverting. 

For example, D8 and D8N dummy variables are statistically si@cant, 
indicating the preferential trading agreements among these countries would 
yield trade creation benefits. Two countries in the D8 block would trade 22 
[exp(3.104)= 221 times more among themselves than two otherwise- 
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similar countries outside the block would. In addition, two countries in 
the D8 block would trade 3 times more trade with non-DS block countries, 
signifying that the formation of the D8 block will not be a trade diverting 
(trade diversion is an argument against forming preferential trading 
arrangements). Similar interpretations can be given to all other dummy 
variable coefficients. For example, if two countries were members of the 
GCC, they would trade more than nine times as much as would two 
otherwise-similar countries. Moreover, these two countries would trade 
more than three times more with non-member countries. 

Only the SAARC block within the OIC member countries would neither 
be tradecreating nor trade-diverting. If two countries were members of the 
AMU, they would trade more than five times as much as would two 
otherwise-similar countries, and trade more than one time more with non- 
AMU countries. If two countries were members of the ECO, they would 
trade more than one time as much as would two otherwise-similar 
countries, and trade more than one time more with non-ECO countries. 
If two countries are members of the GCCAMUECO, they would trade 
more than seven [exp(2.016)=7.51] times as much as would two otherwise- 
similar countries, and trade more than two times with non-ECO countries. 

Summary, Conclusions and Policy Suggestions 
Research on economic cooperation based on cultural or religious factors 
to achieve common goals of progress and growth is not a new concept. If 
history is any guide, we can emphatically say that search for economic 
Cooperation in any form that works has always been there and will 
continue to be there to reap advantages based on sound economic 
principles. Thus viewed, the prospect of an economic grouping based a 
common platform of Islam should not come as any surprise. Samuel 
Huntington1s contends that civilization identity will manifest in increased 
regionalism. He claims the European Community rests on the shared 
foundation of European Culture and Christianity. He refers to the rapid 
expansion of economic relations between the Chinese/Confucian countries 
(China, HK, Taiwan, Singapore). He refers to common culture and 
religion-based Economic Cooperation Organization, among ten non-Arab 
Muslim countries, namely Iran, Pakistan, Turkey, Azerbaijan, Kazakhstan, 
Kyrgystan, Tadjikstan, Uzbekistan and Afghamstan. 

A striking feature of the OIC is that the intra-regional trade is low but the 
dependence on the industrialized countries is considerably higher. To reap 
the benefit of trade creation within OIC it may be necessary to remove 
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tariff and non-tariff barriers and open up profitable intra-regional trade 
channels. Structural change can create new vertical and horizontal linkages 
and generate dynamic benefits. The scope of economic cooperation among 
Muslim countries may be limited, but still can be operated on a small scale. 
The experiences of EEC and ASEAN can offer valuable insight. 

The OIC countries should participate with the WTO, APEC, ASEAN, 
EU, and NAFTA, to maximize the intra-OIC linkages and ensure 
technology transfer, gain economies of scale, and increase the size of 
domestic and regional markets. This is consistent with globalization of 
trade on a non-discriminatory basis while reaping the benefits of 
geographical arrangements based on discriminatory trading for a freer 
world trading system.16 The OIC countries should divers* exports to 
include non-traditional and manufactured products, as well as expand trade 
complementarities. The rich capital-surplus OIC countries should invest 
their surplus funds in member countries either by direct long-term invest- 
ment to promote economic growth or by short-term portfolio investment to 
help develop their capital markets. Other forms of cooperation may include, 
but not be limited to, financial cooperation via clearing union arrange- 
ments, export credits and payments unions. The lack of domestic resources 
and foreign exchange imply that funds to finance imports must be obtained 
from the developed countries. While this type of concessionary financing 
increases north-south trade, it does not help intra-OIC trade. It is the latter 
that can be achieved by increased financial assistance among OIC 
countries. 

Payments for trade (between the currencies) generally have to be made in 
convertible currencies. Inconvertibility of the currencies of the member 
countries can hinder trade. The question is how to facilitate trade 
and investment linkages, thereby circumventing the need for convertible 
currencies. Three such arrangements are: clearing unions, export credit, and 
payments unions. An OIC Clearing House can be formed with the help of 
the Islamic Development Bank. Export credits by the OIC countries can 
increase trade. The foreign exchange surplus OIC member countries 
as short-term export creditors can help exporters obtain local currency 
payments as they wait for convertible currency. These arrangements are 
efficient as long as the proceeds are used to pay the importing country. 
Otherwise, the problem is not solved, only shifted. 

Non-convertibility of the currency of some OIC members will always be 
a problem. The success of export credit facilities, the OIC Clearing Union 
and payments union will depend on the participation of the Islamic 



34 The American J o d  of Islamic Social Sciences 18.4 

Development Bank in providing access to convertible currencies. If the 
surplus countries accept non-convertible currencies as payment, the 
problem can be resolved. The OIC capital markets can be made more 
attractive, if the liquidity of these markets is improved, transaction costs 
reduced, and pricing efficiency adopted. The regulatory regime should 
focus on three main areas: the new issues market and related disclosure, 
accounting and listing standards, and secondary market trading activities. 
These should include legal provisions prohibiting insider trading; 
improving accounting and reporting standards; simpllfylng procedures for 
listing new firms; surveillance and enforcement through registration and 
prudential standards. OIC members should diversify their portfolio 
liabilities and use tools of investment, e.g., acquire and promote joint 
ventures. 

Investment policies need to be formulated to cater to environmental, 
industrial and sectoral needs. A vigorous dynamic private sector is 
indispensable for sustained growth, which must be promoted to help attract 
the FDI to supplement domestic finance for development. The synergy 
from cooperation between the government and the private sector should be 
reaped. The D-8 will not be successful without effective support of the 
business community. To increase the trade volume, more interaction and 
cooperation among businessmen within the D-8 countries should be 
promoted. The D-8 should hold a dialogue between developed and 
developing countries for a prosperous future. Muslim countries can unite 
on a common platform to provide each other support and to enhance 
cooperation. The Muslim world should have their own media to reflect 
their point of view. The western media give distorted news about them. 

Market instability and volatility and its international transmission have 
demonstrated the fragility of the global economy, pointing to the need for 
its proper management and the role government should play. The turmoil 
in the world financial market causes more harm to developing countries 
than to developed ones. While globalization has its benefits, it comes with 
the risks of destabilization inequality between rich and poor nations. 
Greater transparency and more disclosure in the international financial 
market, public and private sectors, and large market players, such as hedge 
funds, are needed. If necessary reforms are made, it may be possible to 
check or prevent recurrence of major international transmission of shocks 
to the world markets. Although the severity of the shock from a global 
financial and economic crisis varies by country, the D-8 can help members 
in shaping their institutional and financial structure for better management 
of crisis. 
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Appendix 1 

MAJOR ECONOMIC CO-OPERATION AND 
INTEGRATION SCHEMES: OIC COUNTRIES 

A. Schemes Containing OIC Countries Only 

1. Council of Arab Economic Unity (CAEU) [1957] 
{Egypt, Iraq, Libya, Jordan, Kuwait, Mauritania, Somalia, Sudan, Syria, 
UAE, Yemen} 
Arab Common Market - a customs union - is a basic aim. Standardized 
customs laws, terminology and settlements prepared; co-ordination of 
external trade policy aimed; Arab Monetary Fund established in 1976; 
several multilateral agreements initiated and developed. 

2. Arab Common Market (ACM) [1964] 
{Egypt, Iraq, Libya, Jordan, Mauritania, Syria} 
Liberalization of trade; total abolition of customs duties on all agricultural 
products, natural resources and manufactures (with some exceptions); 
establishment of Compensatory Fund for LDC's against customs revenue 
losses all realized; preparing to unify tariffs against imports from other 
countries. 

3. Gulf Cooperation Council (GCC) [1981] 
{Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, UAE} 
Unified trade and industrial legislation, as a common uniform customs 
tariff, liberalization of intra-trade of industrial goods, policy coordination 
in petroleum industry, coordination of financial and monetary policies, 
introduction of common currency, as well as technical and scientific 
cooperation aimed. 

4. Economic Cooperation Organization (ECO) [ 19851 (Former RCD) 
{Iran, Pakistan, Turkey, Azerbaijan} 
Projects and modalities being developed in various technical committees 
relating to economic and technical cooperation in trade, industry, 
agriculture, energy, infrastructure and several other fields; protocol on 
exchange of trade preferences signed. 
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5. Arab Maghreb Union (AMU) [1987] 
{Algeria, Libya, Mauritania, Morocco, Tunisia} 
Institutional Framework and broad guidelines for integration in food 
security, economy and finance, infrastructure, human resources develop- 
ment completed; joint service and service infrastructure aimed; sectoral 
councils in trade, industry, energy-mines, fiance, tourism and crafts 
operative; a joint air company, an AMU investment bank planned. 

6. Preferential Trade Agreement for North Africa (PTANA) [1987] 
{Algeria, Egypt, Libya, Mauritania, Morocco, Tunisia} 
Establishing timetable of discussions and negotiation of the Treaty 
establishing the €TA planned for 1990. 

7. Arab Cooperation Council (ACC) [1989] 
{Egypt, Iraq, Jordan, Yemen} 
Coordination and harmonization of major economic policies planned, 
especially in fiance, customs, industry, trade and agriculture, towards the 
creation of a common market. 

8. D-8 [June 15,19971 
{Bangladesh, Egypt, Indonesia, Iran, Malaysia, Nigeria, Pakistan and 
Turkey.} 
The D-8 countries will cooperate with each other in a number of areas such 
as: (a) Cooperation among private sectors through establishment of a Joint 
Business Council, (b) Consultation and collaboration at international 
forums, (c) Finance and banking, (d) Promotion of investment, (e) 
Scientific research and development, (f) Technological and industrial 
cooperation, etc. 

B. Schemes with Other Developing Countries 
1. West African Monetary Union (WAMU) [1962] 
{Benin, Burkina Faso, Mali, Mauritania, Niger, Senegal plus 2 non-OIC 
Countries} 
Operation as a monetary union with a common currency (CFA franc) 
issued by a common central bank (BCEAO) aimed; fiance ministers 
recently decided on a reform package aiming to strengthen integration, 
promote " Africanization" of members' economies and render BCEAO 
a full-fledged central bank for the zone. 
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2. Central African Customs and Economic Union O E A C )  [1966] 
{Chad, Gabon, Cameroon plus two non-OIC countries} 
Gradual establishment of common market aimed at freeing trade among 
members,. adopting policies for equitable distribution of joint industrial 
projects, adopting common customs tariff, harmonization of taxation and 
investment codes by implementing joint policies towards integration; 
common industrialization policy adopted; new emphasis on sectoral 
projects and programs. 

3. Association of South East Asian Nations (ASEAN) [1967] 
{Brunei, Indonesia, Malaysia plus three non-OIC countries} 
htra-ASEAN trade liberalization realized through the Basic Agreement on 
Preferential Arrangements of 1977; coordinated policies developed on 
commodities, GSP, trade promotion; ASEAN Finance Corporation and 
ASEAN Swap Arrangement established; various sectoral arrangements and 
agreements put into effect, including industrial cooperation schemes; sub- 
stantial programs and common projects in diverse economic and social 
fields planned; greater role to private sector cooperation foreseen; bilateral 
arpngements were developed with various other economic groupings and 
developed countries. 

4. Mano River Union (MRU) [1973] 
{Guinea, Sierra Leone plus one non-OIC country} 
Liberalization of intra-trade, cooperation in international trade, joint 
expansion of productive capacity, development of common protective 
policy, harmonization of policies and positions aimed; first phase of 
customs union completed. 

5. West African Economic Community (CEAO) [1974] 
{Burkina Faso, Mali, Mauritania, Niger, Senegal plus one non-OIC 
country} 
Free movement of identified unprocessed goods, a preference scheme for 
industrial products of the zone with no quantitative restrictions, a common 
customs tariff, "regional cooperation tax" to replace import duties and 
charges, together with a fiscal compensation scheme all realized; common 
customs nomenclature adopted; common external tariff aimed; the 
Solidarity Fund for Community Development (FOSIDEC) established for 
CEAO projects. 
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6. Economic Community of the West African States 
(ECOWAS) El9751 
{Benin, Burkina Faso, Gambia, Guinea, Guinea Bissau, Mali, Niger, 
Nigeria, Mauritania, Senegal, Sierra Leone plus five non-OIC countries} 
Common market aimed; trade liberalization through consolidation of 
customs duties, charges and non-tariff barriers, adoption of common 
nomenclature and documents, elimination of all non-tariff barriers; 
compensation scheme for liberalization of trade of industrial goods; 
cooperation and gradual harmonization in all major sectors, as well as in 
monetary and financial questions, aimed. 

7. Bangkok Agreement [19751 
{Bangladesh plus three non-OIC countries} 
Trade libedization through tariff and non-tariff concessions with prefer- 
ences pvided for LDC's aimed; concessions on 93 mostly industrialized 
products exchanged 

8. Preferential Trade Area for Eastern and Southern Africa 
(ESA PTA) [1981] 
{Comoros, Djibouti, Somalia, Sudan, Uganda plus 13 non-OIC countries} 
Endeavoring to establish a common market eventually, by gradual 
elimination of trade barriers internally and adopting a common external 
tariff; a clearing facility and payments arrangements planned; private 
sector activated to promote intra-hrade, certain joint projects in industry, 
energy, agriculture, infrastructure and institutionalism initiated with 
support of extemal funding. 

9. Economic Community of Central African States (CEEAC) [1983] 
{ Camemon, Chad, Gabon plus seven non-OIC countries} 
Established a clearinghouse; allowing free movement of certain categories 
of cim, coopefation in air transport planned. 

10. South Asian Association for Regional Cooperation (SAARC) 
[19851 
{Bangladesh, Pakistan, Maldives plus four non-OIC countries} 
Dimension of cOOperation activities expanded in 1988 to cover trade, 
manufactum, seMm and education. 



Table 1: Descriptive Statistics for 1995 

Source: IMF Direction of Trade and Author’s own calculation. 
t 



Table 2: Descriptive Statistics for 1996 

Source: IMF Direction of Trade and Author’s Own Calculation. 



Table 3: Correlation Matrix for 1995 

Source: IMF Direction of Trade and Author’s Own Calculation. 
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NOTES: 1. GLS estimates of the gravity equation: LOGTRADE=a + b LOGGDP + c LOGPCI + d LOGDISTANCE + e BORDER are presented in the table. 2. LOGTRADE 
is logarithm of bilateral trade between two countries; LOGGDP is logarithm of the product of two countries’ GDP; LOGPCI is logarithm of the product of two countries’ per 
capita income; LOGDISTANCE is logarithm of distance between economic centers of two countries; BORDER is a dummy variable which takes a value of I if two countries 
have common border and 0 otherwise. 3. SAARC block consists of Bangladesh, India, Nepal and Bhutan, Pakistan, Sri Lanka and Maldives; GCC consists of Bahrain, Kuwait, 
Oman, Qatar, Saudi Arabia, UAE AMU block consists of Algeria, Mauritania, Morocco, Tunisia; ECO consists of Iran, Pakistan and Turkey; D8 block consists of 
Bangladesh, Pakistan, Malaysia, Indonesia, Egypt, Iran, Turkey and Nigeria. GCCAMUECO represents a hypothetical trading block among the member countries of GCC, 
AMU and ECO blocks; 4. GDP, PCI and BORDER are expected to have positive effect on TRADE, and DISTANCE to have negative effect on TRADE. 5. The dummy 
variables GCC, SAARC, AMU, ECO, D8 and GCCAMLTECO represent trade creation effects, while GCCN, SAARCN, AMUN, ECON, D8N and GCCAMUECON represent 
trade diversion effects. 6. *, **, and *** mean estimates are significant at the 1 ,5  and 10 percent significance level respectively. 
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