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EXPORT DEMAND FUNCTION FOR BANGLADESH'S TEA 
 

Narayan Chandra Das 

ABSTRACT 
This paper investigates the existence of long run export demand function 

for Bangladesh's tea and tests for three conditions of small country assumption, 
namely, one to one relation between export price of tea and price substitute goods in the 
world market, infinitely own price elasticity of export demand, and no significant effect 
of world income on tea export. For this purpose an inverse demand function (price 
dependent) is estimated using two-step Engle-Granger Procedure proposed by Engle and 
Granger (1987) and a third step of the Engle-Granger Procedure proposed by Engle 
and Yoo (1991). It has been found that there exists long-run export demand function 
(inverse) for Bangladesh's tea. There also exists short run Error Correction Model 
(ECM). The results suggest that none of the three conditions of small country 
assumption can be rejected. This is evident both from long run model and short run 
ECM. Earlier study found that price elasticity of export demand for tea is zero 
which suggests that Bangladesh can impose export tax on tea to maximize revenue 
earnings from tea exports. The finding of the present study rules out such a policy of 
export tax. 

I. INTRODUCTION 
Bangladesh's tea sector is export oriented and labor intensive and thus plays important role in 

Bangladesh economy through export earnings and employment generation. Tea sector 
accounts for about 0.8 percent of GDP in Bangladesh. Tea industry directly employs about 0.15 
million people. During the 1990s Bangladesh's average export of tea amounted to US$ 3.6 million 
(2265 tons) which accounted for 7.37 percent of total agricultural exports (WTO defined). 

Bangladesh is a small tea producing and exporting country. In the 1990s 
Bangladesh's tea production accounted for about 1.80 percent of world tea production 
while tea export accounted for about 2.04 percent of world tea exports. For a small 
country's exports demand function a number of conditions should hold. According to 
Athukorala and Riedel (1991): 

If a small country assumption is valid for a given country, a number of conditions 
should hold: (1) there should be a one to one relation between the country's export 
prices and prices of competitive goods in the world market; (2) changes in the volume 
of country's export should exert no influence on the price of the country's exports; 
(3) fluctuation in world income should have no significant effect on country's 
exports; and (4) variations in the volume of exports should be explained by changing 
by conditions affecting domestic supply and demand for exportables. 

In fact, the first three of these four conditions are the characteristics of a 
competitive firm's demand function. A small country having small share of world 
exports is like a 
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competitive firm in the world market. Thus, it is generally argued that a small country is 
a price taker in the world market. However, it is to be noted here that if the exported good 
is not homogeneous with the competitive goods in the world market then the 
characteristics may not hold. 

The objective of the study is to examine the existence of long run export 
demand function for Bangladesh's tea and to tests for first three of the aforesaid 
conditions of small country assumption, namely, one to one relation between export 
price of tea and price substitute goods in the world market, infinitely own price 
elasticity of export demand, and no significant effect of world income on tea export. 
Since Bangladesh's tea export accounts for only small share of world tea export, it is 
intriguing to test for small country assumption. In the policy perspective export 
demand elasticity is crucial to look into relative importance of external demand and 
domestic supply factors in determining export. If export demand elasticity is absolutely 
less than or equal to one, government can impose export tax, because imposition of 
export tax on the item increases revenue earnings from exports. If export demand 
elasticity is greater than one, export incentive is justified to increase exports. Thus, if 
price elasticity of demand is not correctly estimated, it may create ambiguity in proper 
policymaking. 

The paper is organized as follows. After the introduction in section I, section II 
briefly reviews empirical literature concerning tests for small country assumption. 
Analytical framework and data are discussed in section III while section IV discusses 
estimation strategy. Section V analyses the estimation results and concluding 
observations and Policy Implications are made in section VI. 
 

II. LITERATURE REVIEW 
A number of studies have tested for small country assumption. Athukorala and 

Riedel (1991) proposed an inverse (price dependent) demand function to test for 
small country assumption. The study estimated export demand function for Korean 
exports of machinery and equipment by using two stage least squares. It has been found 
that none of the conditions of small country assumption can be rejected. 

Athukorala and Riedel (1996) estimated export demand function for total 
manufacturing exports from Korea (excluding ships and floating structures) and for two 
sub-categories: (1) textile, clothing and footwear and (2) machinery and equipment 
using quarterly data for the period 1977q1-1992q4. The study estimated both 
conventional (quantity dependent) and small country (price dependent) models by using 
Phillips-Hansen Fully Modified OLS method and Error Correction Modelling (ECM) 
procedure of Hendry. It has been found that fhe estimated inverse demand function for 
machinery and equipment supports the small country case under both estimation 
techniques, but for other categories of exports the small country case is rejected by both 
estimation techniques. 

Muscatelli et al (1992) estimated export demand function for Newly Industrialized 
Economy (NIE) exports. The study did not estimate the long-run model but obtained the 
long 



 





 



 



 



 



 



 



 



 



 



 



 



 



 



 


