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The EU: the European Union the most important destination of exports from 
Bangladesh. Bangladesh is likely to face a massive challenge to export more 
in the market of the EU in recent years. The ban on imports of fishery 
products (shrimp), limiting infrastructure, supplier performance, well 
design and less diversified exportable goods, economy and political 
instability, and non tariff barriers are the major concerns which create the 
hindrance to uplift the trading performance of Bangladesh with the EU. This 
paper carried out the panel data set which covers annual exports, imports, 
real exchange rate, and distance from the years of 1980 to 2010 with balance 
panel of total (N=465) observations to generate empirically supported 
assessment, explore the factors that affect free trade between Bangladesh 
the European Union and recommend an approach for the uplift exports 
capacity of Bangladesh with the EU. GDP of Bangladesh is positively 
correlated with trade but GDP of the European Union and bilateral real 
exchange rate are negatively correlated with trade.  Bangladesh and the EU 
gained benefits from trading with each other. Lower real exchange rate and 
introduces cost effective, diversified and well designed products can 
improve exports capacity of Bangladesh with the EU.         
 
Key words: Free trade, Bangladesh and the European union, gravity model, panel 
data 
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INTRODUCTION 
 
The EU: The European Union represents 6% of the world’s 
population. But it accounts for more than 20% of global 
imports and exports (European Commission, 2002a). The 
EU emerges as the leading trade power in the world today. 
As such, it exhibits a strong interest in creating conditions 
in which trade can prosper. The European Union is 
specially committed to supporting developing countries' 
efforts to integrate into the trading system and to help them 
reap the benefits of market opening, giving them a hand 
where needed (Europa, 2004). The European Union applies 
this particularly trade policy to the poorest countries, for 
which the benefits of globalization remain elusive. 
Furthermore, the European Union aims at free but fair 

world trade (European Commission, 2002b). The EUs trade 
policy now covers a broader canvas, beyond trade 
liberalization. It is about updating and improving 
international rules and giving trade partner countries a 
wider coverage to ensure fair trade and harnessed 
globalization.  

Like the other LDCs, Bangladesh gets more trading 
benefit from the European Union. The EU works closely 
with Bangladesh in the framework of the EU-Bangladesh 
co-operation agreement since in 1976 (Rahman et al., 
2000). This agreement provides broad scope for co-
operation extending to trade and economic development, 
human   rights,   good   governance, and   the    environment  
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(European Commission, 2013). Enhanced market access to 
the EU and an improved trading environment, the EU has 
provided the Generalized System of Preference (GSP) for 
Bangladesh. As such Bangladesh always enjoyed the 
advantage of duty and generally quota free access to the EU 
market.  

Export sector of Bangladesh has undergone structural 
changes in the decade of 80 in the last century with a 
significant shift from jute-centered exports to readymade 
garments and knitwear (Rahman, 2004). The main items 
that Bangladesh exports to the EU are ready-made 
garments (90%), frozen food (6%) and others (4%) cover 
leather and leather goods, jute, pharmaceutical product, 
and tea (Haque, at al., 2008). RMG: ready-made garment 
industry has virtually thriven in the competitive advantage 
of a quota free access to the EU market (Rahman, 2011). 
Moreover, the EC’s autonomous decision to grant duty and 
quota free access to all products produced in the less 
developed countries (with the exception of arms) comes up 
with new perspectives for Bangladesh (World Bank, 2002). 
The main imports from the EU consist of transport 
equipment, textile and textile articles, food stuffs, beverages 
and tobacco, machinery and appliances, and chemical 
products (European Commission, 2012). The balance of 
trade with EU, over the years, remained hugely in favor of 
Bangladesh (5572.06 million US dollars in 2010) (Statistical 
Year Book, 2011; Direction of Trade Statistics, 2011).  
Bangladesh enjoyed positive balance of trade from the year 
1991and this trend is still to exist in the recent years (see 
Figure 1 for more details).  

Bangladesh is likely to face a massive challenge to export 
more in the market of the EU in recent years. Compete with 
other rivals, the ban on imports of fishery products 
(shrimp), limiting infrastructure (utilities, road network, 
and port facilities), lack of compliance facilities, supplier 
performance, well design and less diversified exportable 
goods, and economy and political instability are the major 
concerns which creates the hindrance to uplift the trading 
performance of Bangladesh with the EU (Mckinsey and 
Company, 2011).  

There are large numbers of existing peer-reviewed 
studies focused on trade liberalization, trade creation, trade 
agreement, and effectiveness of free trade in the world. 
Classical economic analysis shows that free trade increase 
the global level of output because free trade permits 
specialization among countries (Mankiw, 2009; Ethier, 
1988). Specialization allows nations to devote their scarce 
resources to the production of the particular goods and 
services for which that nation has a comparative advantage. 
The benefits of specialization coupled with economies of 
scale increase the global production and welfare. Trade 
facilitation and trade flows raising global capacity halfway 
to the world average in four areas (port infrastructure (air 
and maritime), customs environment, regulatory 
environment,     and     e-business      infrastructure)    would  

 
 
 
 
increase trade by $377 billion (Wilson et al., 2005). Cox and 
Harris (1985) conducted a study on the effects of 
eliminating Canada’s trade barriers by using computable 
general equilibrium model and found that trade 
liberalization creates more welfare gain, more production, 
enhanced factor productivity, and increase trade volume. 
Free trade agreement sometimes boosts up the trading 
capacity of involved countries.  Turkey and Pakistan are the 
typical example in this regard. Turkey and Pakistan had 
made benefit to a large extend when they signed from free 
trade agreement. Export flows from Pakistan to Turkey and 
Turkey to Pakistan grown sharply since 2001 (Suvankulov 
and Ali, 2012). But there is a little bit debate about the 
positive performance of free trade and trade linearization. 
Under preferential liberalization condition, big countries 
always gain more benefits than the small countries. Small 
countries would gain little or even loss (Bandara and Yu, 
2003). For Bangladesh, there are several studies about the 
free trade issue. 

 These studies focused on the promotion of free trade 
between India, Bangladesh, and the European Union 
(Sikder and Chakraborty, 2005), trade potential of 
Bangladesh with the SAFTA and other neighboring 
countries (Rahman et al., 2006), market access issue EU-
Bangldesh trade regime (Haque et al., 2008). Most of the 
studies on trade issue used the gravity model to quantify 
the gain from trade. However, very few studies focus on the 
effectiveness of free trade between Bangladesh and the 
European Union. Trade policy of Bangladesh and the 
European Union varies throughout the exportable and 
importable goods and it is essential to review different 
policies for different exportable and importable goods. 
Bangladesh is agro based and top readymade garments 
producing but industrially underdeveloped country and 
therefore, Bangladesh requires different trade policies for 
different exportable and importable goods for enhanced 
trading environment. This study focuses on the model base 
assessment of effectiveness of free trade between 
Bangladesh and the particular region (the European Union) 

This paper considers specific and relevant economic 
factors in an econometric model to generate empirically 
supported assessment and explanations of effectiveness of 
free trade between Bangladesh and the European Union. 
The findings of this study provide a robust basis for policy 
makers, researchers, government, and the development 
partners for further research and development of specific 
policies to lessen trading barriers and uplift the trading 
capacity of Bangladesh. In addition, the findings of this 
study are also helpful for similar countries to gain more 
benefits from trade.  

This paper attempts to generate empirically supported 
assessment, explore the factors that affect free trade 
between Bangladesh the European Union and recommend 
an approach for the uplift exports capacity of Bangladesh 
with the EU.  



 
 

 
 
 
 
METHODOLOGY  
 
Empirical analysis 
 
Policy implications depend upon the good estimated result 
from the model of any research.In order to get good 
estimated result, this paper concentrates on analyzing one 
specific model- dynamic growth model -with the 
augmented gravity model as develop by (Limao and 
Venables 2001 ; Baltagi et al., 2003). The balanced panel 
data, generalized least square (GLS), and seemingly 
unrelated regression (SUR) are used in order to estimate 
robust basis for eliminating heteroscedasticity, and 
autocorrelation. The Breusch-Pagan test and Breusch-
Godfrey test are used for detecting heteroscedasticity and 
higher-order autocorrelation respectively.  

The extensive empirical studies suggest that when panel 
data is used for analysis, it has to consider the fixed or 
random effects by using the Hausman specification test1 
which compares the random and fixed estimators and 
identify which is appropriate and satisfying the best linear 
unbiased estimators (BLUE)2.  The constant variable such 
as geographical distance is an important determinant of 
occurring trade. Justification of the role of geographical 
distance on occurring trade between two countries or 
more, we have no scope to violate geographical distance.  
Geographical distance is one of the key variable in this 
paper.  This paper used the GLS method with random effect 
because fixed estimator omit one or more than one relevant 
variable and generate bias result.  
 
Model specification 
 
This paper used the gravity model to quantify the 
parameters. Trade theories just explain why countries 
trading in different products but do not explain why some 
countries’ trade links are stronger than others and why the 
level of trade between countries tends to increase or 
decrease over time. This is the major short comings of trade 
theories in explaining the size of trade flows. In addition, 
the traditional trade theories cannot explain the extent of 
trade but the gravity model is successful in this regard. It 
allows more factors to be taken into account to explain the 
extent of trade as an aspect of international trade flows 
(Rahman, 2002). Most of the existing literatures in the issue 
of trade occurrence between two countries follow the 
gravity model. Deardroff (1988) used a gravity model to 
attempt to measure the gain from trade between two  

                                                           
1 Please refer to Wooldridge, J. M. (2002). Econometrics analysis of cross 
section and panel data. The Press Cambridge, Massachusetts, London. pp 
288-291 
2 In the two-and three-variable cases we know that the OLS estimators are 
linear and unbiased, and in the class of all linear unbiased estimators they 
have minimum variance. In short, the OLS estimators are best linear 
unbiased estimators (BLUE). 
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countries. Stijus (2003); Rose and Spigel (2002); Sikder and 
Chakraborty (2005) also used the gravity model to analyze 
the trade effects and trade relationship between two 
countries.     

The gravity model of trade in international economics 
predicts the bilateral trade flows based on the economic 
sizes (often using GDP measurements) and distance 
between units. The model was first used by Jan Tinbergen 
(1962) used an analogy with Newton’s universal law of 
gravitation3 to describe the patterns of bilateral aggregate 
trade flows between two countries A and B as “proportional 
to the gross national products of those countries and 
inversely proportional to the distance between them,” 
        

α β

A B
A,B ζ

AB

(GDP ) (GDP )
T (1)

(Dist )
G

  
with α, β, ζ ≈ 1. The so called “gravity equation” in 

international trade has proven surprisingly stable over time 
and across different samples of countries and 
methodologies (Chaney, 2011). Initially, gravity equation 
generally used for the cross-section data to estimate trade 
effects and trade relationship for a particular year. But now 
gravity equation generates significant results under the 
panel data. The gravity equation is one of the most 
empirically successful models used in the international 
economics. Like GDP and geographical distance, it also 
includes other socio-economic factors to explain the 
bilateral trade flows. Based on the gravity equation, this 
paper considered the following aggregated model 

, o 1 , 2 , 3 , 4 ilnex =β +β lngdpt + lngdpt +β lnrer +β lndis +ε (2)ei t e t i t ei t ei

 

 
Definitions and expected sign of variables that are used 
in the model 

 
This paper uses different macroeconomic variables in the 
model. These variables are described as follows: 

exei,t : ex refers to the export value from Bangladesh to 
the EU and vice-versa.  
 

                                                           
3 Newton's law of universal gravitation states that any two bodies in the 
universe attract each other with a force that is directly proportional to the 
product of their masses and inversely proportional to the square of the 
distance between them. The functional form of the Newton’s law of 
gravitation is as follows: 
 

 
Where, F is the force between the masses; G is 
the gravitational constant; m1 is the first mass; m2 is the 
second mass; and r is the distance between the centers of 
the masses. 

http://en.wikipedia.org/wiki/Force
http://en.wikipedia.org/wiki/Directly_proportional
http://en.wikipedia.org/wiki/Gravitational_constant
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Table 1. Data description, source, and year  
 

Serial  Data        Unit                      Source                         Year 
1.           Exports of Bangladesh   Million USD  DTS, IMF            1980-2010 

(15 largest partner countries of EU) 
  2.                Imports from the EU   Million USD  DTS, WB                 1980-2010 

(Bangladesh, the partner country) 
  3.                  GDP of Bangladesh   GDP deflator                     WDI, WB               1980-2010 

(annual 1% and 1995=100) 
  4.                       GDP of the EU                                     GDP deflator  WDI, WB                1980-2010 

(annual 1% and 1995=100) 
  5.                   Real Exchange Rate        Exchange rate (1995=100)                   WDI, WB                 1980-2010 

 6.                          Distance    Kilometer              www.mapcrow.info 

 
 
 
gdpte,t : gdpte,t denotes  the  exporting  country  that   reflect 

the economic size by summing up the demand and supply 
size in the logarithmic form. This variable is expected to 
hold a positive sign.   

gdpti,t : gdpti,t denotes the importing country that reflect 
the economic size by summing up the demand and supply 
size in the logarithmic form. This variable is expected to 
hold a positive sign.   

rerei,t: rerei,t denotes the bilateral real exchange rate of 
Taka (currency of Bangladesh) against Euro (currency of 
the EU ). This variable is converted into log natural form in 
the model. According to the J curve approach, the real 
exchange rate and net exports are inversely related. 
Therefore, it is expected that the sign of the bilateral real 
exchange rate to be the negative sign.    

disei: disei indicate the geographical distance between 
Dhaka (the capital city of Bangladesh) and the capital city of 
the major trading partners of Bangladesh which are located 
in the European Union. The greater the distance, the higher 
the transaction and transpiration costs. This means that 
there is a negative relationship between export-import 
volumes and geographical distance and this relation hold 
the negative sign. This variable is also converted into log 
natural form.   
 
Data source 
 
This paper used the panel data which covers annual 
exports, imports, real exchange rate, and distance for 
Bangladesh and its 15 major trading partners of the 
member countries of the EU from the years of 1980 to 2010 
(31 years) with balance panel of total 465 observations. Out 
of 28 member countries of the EU, 15 countries are the 
major and frequent trading partners of Bangladesh. The 15 
major trading partners of the EU consists of Austria, 
Belgium, Denmark, France, Finland, Germany, Greece, 
Ireland, Italy, Luxembourg, The Netherlands, Portugal, 
Spain, Sweden, and The United Kingdom. The countries 
were chosen on the basis of importance of trading 
partnership with Bangladesh and the availability of 

requires data. World Development Indicators (WDI) 
database of the World Bank, direction of trade statistics of 
the International Monetary Fund (IMF), and the popular 
distance estimate website (www.mapcrow.info) are the 
principal data sources of this paper. Data after 2011 were 
not available in above mentioned sources. GDP of 
Bangladesh and its trading partner of the EU and real 
exchange rate were calculated by the approach of GDP 
deflator (annual 1% and 1995=100 and exchange rate 
(1995=100).  All of these data have been converted into 
logarithmic (ln) format. Table 1 depicted data description, 
source, and year.   
 
 
RESULTS AND DISCUSSION 
 
As shown in Table 2 below, most of the variables are 
significant with expected sign at the 1%, 5%, or 10% levels. 

According to the model, all of the variables are significant 
except the geographical distance. Among all the significant 
variables of Bangladesh and the EU, the GDP of Bangladesh 
is positively correlated with its trading partner the EU 
which implies that growing GDP of Bangladesh promote its 
exports capacity with the EU. The positive sign of the 
coefficient of GDP of Bangladesh indicates that Bangladesh 
exports more to the EU and imports less from the EU which 
implies that it leads to more income and stimulate more 
export. In contrast, the GDP of the EU is negatively 
correlated with its trading partner Bangladesh which 
implies the EU exports less to Bangladesh and imports 
more from Bangladesh because of high demand for 
Bangladeshi goods in the EU markets. After the 
independence of Bangladesh (1971), Bangladesh imports a 
lot of machinery goods and raw materials from the EU and 
later the amount of imported goods from the EU gradually 
decreased against its exports (see Figure 1 for more 
details). The estimated results of Bangladesh and the EU 
support the trade theory (an increase of demand and 
supply stimulates to trading capacity). Bilateral real 
exchange    rate  is    one    of   the   important components of  

http://www.mapcrow.info/
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Table 2. Parameters estimate of effectiveness of Free Trade between Bangladesh and the European Union 
 

Independent variables   Coefficient  Standard error  P-value 
lngdpe (GDP of Bangladesh)                    0.739013**  0.360523  0.0250 
lngdpi (GDP of the EU)   -0.469342*  0.570130  0.0841 
rerei,t (Bilateral real exchange rate)                 -0.055063***  0.487787  0.0114 
disei (Distance )                    -0.045098  0.607831  0.2308 
Constant                     3.378209***  0.770983  0.0000 
Pseudo R2 (Weighted statistics)                 0.997494 
Pseudo R2 (Unweighted statistics)                  0.994342 

BP (Critical value); 
2 2n*R χ (ρ-1):

 21.007 (27.342) 

BG (Critical value);

2 2( )*R χ pn  :
     13.031 (14.396) 

N (Observations)                        465 
  

*** Significant at 1% probability level, ** Significant at 5% probability level, and *Significant at 10% probability level 

 

 
 

Figure 1:Trends of Trade of Bangladesh and the EU for the years 1980-2010 
Source: Prepared by the authors based on time series data from Direction of Trade Statistics, 2011   

 
 
 
occurrence of trade and obviously influences international 
trade performance by comparison relative price between 
two trading countries. The coefficient of bilateral real 
exchange rate is completely significant with negative sign. 
According to the J curve approach, the bilateral real 
exchange rate and exports are inversely related and it is 
said that there is no conflict between the estimated result of 
the bilateral real exchange rate and the exports. As we 
know, there is a negative relationship between export-
import volumes and geographical distance. Estimated 
result also supports this evidence. But we cannot say the 
role of distance of occurring trade between Bangladesh and 

the EU due to its insignificance (greater than 10% P-value). 
The coefficients of the gravity model ranges from -0.469342 
to 0.739013 (except intercept/constant value). In both 
cases (weighted and unweighted statistics), Pseudo R2 
value indicates that 99% of the variation of the exports is 
explained by the associated variables.  
 
 
Conclusions and recommendations 
 
The EU is an important development partner of Bangladesh 
and       there     has     been   a  longstanding  friendship  and  
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partnership between the EU and Bangladesh. Instead of 
this, the EU is a major trading partner of Bangladesh. More 
than half of Bangladesh’s total exports go to the market of 
the EU.  

For enhancement of trade between Bangladesh and the 
EU, exportable goods from Bangladesh to the EU should be 
well design, diversified, and price competitive with 
improved quality. Bangladesh should also improve 
compliance facilities, ensure political stability, improve 
utilities and port facilities, On the contrary, the EU should 
provide technical support and arrange training for the 
workers, owners, and exporter, provide long term GSP 
facilities and more quota free access to the EU market.  

Under the trade liberalization or free trade regime, 
Bangladesh and the EU gains more benefits when they are 
trading with each other. Real exchange rate is the 
influential factor of exports and imports. In order to get 
more benefits from trade, Bangladesh and the EU should 
keep the real exchange rate lower.     

Bangladesh should concentrate and raise the specific 
priorities in producing the products which have the 
potential specialization. In order to maintain sustainable 
export growth in the future, Bangladesh should formulate 
relevant policies clearly to advocate the potential labor 
intensive specific products like ready-made garments, 
lather products, tea, handicrafts, and jute. To protect bio-
diversity and maintain ecological balance, Bangladesh 
should stop export of frozen food. Similarly, upgrade the 
environmental condition and establish a low carbon 
society, Bangladesh should imports well fitted, cost 
effective, and environmental friendly imports goods.  
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