= o ‘ 2 : s e




State of the Bangladesh
Economy in 2004-05
and Outlook for 2005-06

CENTRE FOR POLICY DIALOGUE (CPD)
B: AN G L A:/D E 8§ H

a civil society think - tank



Centre for Policy Dialogue (CPD)

House No. 40/C, Road No. 11 (new)

Dhaka 1209, Bangladesh

Telephone: (8802) 8124770,9141703, 9141734
Fax: (8802) 8130951

E-mail: info@cpd-bangladesh.org

Website: www.cpd-bangladesh.org

First Published: May 2006

Copyright © Centte for Policy Dialogue 2006

All rights are reserved. No part of this publication may be reproduced or transmitted in any form or by any
means without prior permission in writing from the publisher. Any person who does any unauthorised act in
relation to this publication may be liable to ctiminal prosecution and civil claims for damages.

The Centre for Policy Dialogue (CPD), established in 1993, is mandated by its Deed of Trust to service the
growing demand originating from the emerging civil society of Bangladesh for a more participatory and
accountable development process. CPD secks to address this felt need through organisation of multi
stakeholder consultations and dialogues, by conducting research on issues of critical national and regional
intetests, through dissemination of knowledge and information on key developmental issues, and by
influencing the policymaking process in the country. At the core of CPD's activities lies its dialogue programme,
The dialogues are designed to provide a forum for constructive engagement and discussion on key relevant
issues, and to come up with specific recommendations to redefine the policies and for ensuring their effective
implementation. The recommendations are then placed before current and prospective policymakers of the
country as inputs to the decision making process. CPD's flagship research activity is the preparation of an
annual Independent Review of Bangladesh's Development (IRBD). The IRBD Programme, as part of which
the present IRBD2005 Macro Volume was prepared, has now been running for eleven years. Other CPD
programmes include Trade Related Research and Policy Development (TRRPD), Governance and Developnent, Agricufture
and Rural Development, Ecosystem and Environment, Regional Economic Cogperation and Sustainable Development, Regional
Cooperation in Transport and Commnnication and Investment Promotion and Enterprise Development. CPD actively
networks with other institutions within and outside Bangladesh which have similar interests and also regularly
participates in various regional and international fora where interests and concerns of developing and least
developed countries are discussed. CPD's current publication list includes more than 250 titles including Books,
Monographs, Occasional Papers, Dialogue Reports and Policy Briefs. CPD outputs ate available for sale at the
Centre and also in selected bookstores in Bangladesh. CPD publications and other relevant information are also
tegulatly posted on CPD's website <www.cpd-bangladesh.org>.

Cover Design: Ashok Karmakar
Graphics Design: Khayrul Hasan Sumon
ISBN: 984-32-3331-X

Price: Tk 200
us$ 10



The CPD IRBD 2005 Team

Dr. Debapriya Bhattacharya, Executive Director, Centre for Policy Dialogue (CPD)
was the principal researcher and was in overall charge of preparing this report as the
team leader.

Lead contributions were obtained from Professor Mustafizur Rabman, Research Director;
Dr. Uttam Kumar Deb, Senior Research Fellow; Dr. Fabmida Khatun, Senior Research
Fellow; Dr. Khondaker Golam Moaszzenm, Reseatch Fellow; Dr. Ananya Raihan, Research
Fellow (on-leave); and Mr. Syeed Abamed, Senior Research Associate.

Able research assistance was received from Mr Md. Golam Mortaza, Senior Research
Associate; Mr. Kagi Mabmudur Rabman, Senior Research Associate; Mr. Syed Saifuddin
Hossain, Senior Research Associate; Mr. Wasel Bin Shadat, Senior Research Associate; Mr.
Noor Mobammad Wasi Uddin, Senior Research Associate; Mr. Md Ashig Iqbal, Research
Associate;and Mr. Shubhasish Barua, Research Associate.

Database development was cartied out by Mr. Narayan Chandra Das, Research
Associate; Mr. Asif Anwar, Research Associate; Ms. Nafisa Khaled, Research Associate;

Myr. Qamarullah Bin Tarig Islam, Research Associate; and Mr. Towfigul Islam Kbhan,
Programme Associate.

Word processing support was provided by Mr Hamidul Haq Mondal, Senior
Administrative Associate.



Acronyms

ACC Anti-Corruption Commission . IPO Initial Public Offering
ADB Asian Development Bank I-PRSP Interim Poverty Reduction Strategy Paper
ADP Annual Development Programme - IRBD Independent Review of Bangladesh's
ATM Automated Teller Machine Development
BB Bangladesh Bank . LC Letter of Credit
BBS Bangladesh Bureau of Statistics LGED Local Government Engineering
BO Beneficiary Owner : Dep 2.1rt1l'nent
BOI Bt ot Trasttant MFA Multi Fibre Arrangement
BOP Balance of Payment MGD Mille-rmium Development Goal
BPC Bangladesh Petroleum Corporation MLT: M?dfum aue Long-Term-
BRDB Bangladesh Rural Development Board I I\I\g:i:gg;:nfoc’d i
BTTB gir;%éadcsh Telegraph and Telephone MT Metr.ic b |
CDBL Central Depository Bangladesh Limited MIMYE %/Irzdr;t?vlo’flirm Mactoceonomic
s Ce?tml Depo§it0ry Systed NBDC Non-Bank Depository Corporation
et Rhittagong He ik NBEI Non-Bank Financial Institution
LED eitine, forBtiey Dislague NBR National Board of Revenue
L Cansuiint ko= itcs NCB Nationalized Commercial Bank
CRB Caslh RetetveRario NEER Nominal Effective Exchange Rate
CSE Chittagong Stock Exchange NER Nortinal Bxchatie Rate
DAE Directorate of Agricultural Extension NGO Nor Govetamant Organtsation
DFI Development Finance Institutions NSD National Savings Depiosit
DLS Ditectorate of Livestock Services OMS Open Matket Salé
DoF Directorate of Fisheries PBS Palll Bidyut Saraity
SR Dha.ka £tk Exchangc' PCB Private Commercial Bank
e Sauy Entreprc.meursmp SH PRSP Poverty Reduction Strategy Paper
e apate P.rocesm'ng Zorfel J QIP Quantum Index of Production
E(l?l? ECSTO:(I:COI:::::; ];:::00 REER Real Effective Exchange Rate
e L RMG Readymade Garments
FDI Foreign Direct Investment RTA Resiohal Tridina Astesniedt
SEC Securities and Exchange Commission
- b SLR Statutory Liquidity Ratio
e F?Od or Wi SME Small and Medium Enterprise
e Hincal Yoot | SWIFT Society for Worldwide Interbank
GDP Gross Domestic Product Financial Telecommunication
GNI Gross National Income :TA Technical Assistance
GOB Government of Bangladesh CTU Teade Uiion
GSP Generalized System of Preferences TUR Technology Upgradation Fund
HYV High Yielding Variety i USD United States Dollar
ICMA Institute of Cost and Management © VAT Malua Added Tax
Accounfants . ) M . Yan Vulnerable Group Development
IES International Financial Statistics VGE Valnerable Geoup Peeding

IMF International Monetary Fund



Content

Acronyms

Preface

Chapter I
State of the Bangladesh Economy in 2004-05
1. Introduction
Economic Growth and Poverty Alleviation
Trends in the Fiscal Sector

2
3
4. Developments in the Monetary Sector
5. Petformance of the Real Sector

6. Behaviour of the External Sector

7. Concluding Observations
Bibliography

Participants at the Expert Group Meeting

Chapter I1
Analysis of the National Budget for 2005-06
1. Introduction
2. Fiscal Measures
3. Social Sector and Safety Net Programmes

4. Concluding Observations

Chapter III
Final Assessment of Flood 2004

Chapter IV

MFA Phase-out: Fatly Indications and Challenges for FY2005

Annexes

Dialogue Report on State of the Bangladesh Economy and Budget Responses 2005

Chronology of Major Economic Events in FY2005

Page

10
17
25
33
40
46
51
52

53
53
54
61
64

65

71

75
97



Preface

The publication of the Independent Review of Bangladesh's Development (IRBD) 2005 in its current format, a periodic
flagship study of the Centre for Policy Dialogue (CPD), is set to cross yet another waymark in a distinguished
journey that began in 1995 under the initiative of Professor Rehman Sobban. Those who have been following the IRBD
titles with interest would at once take cognizance of the distinctive feature of this year's IRBD volume. We are
indeed happy to have been able to draw a large readership.

Earlier, the single IRBD volumes constituted of two parts. The first part focused on the assessment of the
macroeconomic development during the fiscal year under study. The second part centred on a specific theme of
long term strategic development namely, governance, globalisation, foreign aid and employment. Thus, the IRBD
reports concentrated on and scrutinized both immediate as well as long term economic trends and issues. However,
blending these two separate outputs with two different time horizons in one volume had its constraints and pitfalls.
The major challenge for CPD in this context was to ensure that the IRBD reports wete able to do justice to the felt
need for an independent and real time analysis of the dynamics of a continuing developmental process. At the same
time, it had to correlate to the annual strategic themes with deserving academic character and rigour. The latter
exercise often got protracted as it involves contribution from a score of Bangladeshi scholars and experts, many of
whom work outside CPD and may often be away from the country. In spite of CPD's best efforts, reconciling these
often conflicting demands have proved to be difficult, and consequently publication of the IRBD reports in recent
years have been delayed.

Therefore, CPD has decided to bring out the macroeconomic analysis component of the IRBD as a separate
volume beginning from fiscal year 2004-05 (FY05), with the thematic part to be published subsequently as a second
IRBD volume. The need for a separate volume on current macroeconomic scenatio is also prompted by the
evolving nature of changes, both in terms of focus, opportuneness and presentational format that this exercise has
undergone in recent years. Apart from presenting an analysis of the trends in key macroeconomic and sectoral
variables, the IRBD project has been carrying out in-depth analysis of major economic events which not only have
immediate significance (e.g. floods in July-August 2004), but also require to be addressed from medium and long run
petspectives (e.g: global phase-out of appatel quota and exchange rate management). Similarly, the emetrgence of the
Poverty Reduction Strategy (PRS) as a major developmental vision and praxis in Bangladesh entails that IRBD starts
monitoring the secured outcomes on a regular basis. In recent years, mid-term assessment of macroeconomic
performance, contextual review of the Bangladesh Development Forum (BDF), annual report on state of the
economy and post-budget analysis by CPD have become regular features under the IRBD initiative. This
demonstrates that IRBD has evolved and graduated into a multi-dimensional exercise that goes beyond a periodic
review of the macroeconomic trends. This expansion in coverage and depth of focus once again justifies that the
resultant palpable output be brought out as a separate volume.

Thus in keeping with the emerging features of the IRBD reports mentioned above, Chapter I presents an assessment
of the trends and dynamics of key macroeconomic variables during I'Y2005 along with an in-depth analysis of a
number of important issues that are likely to have implications for future economic development. These issues
include macroeconomic correlates like growth, income and poverty, saving and investment, fiscal and monetary
policies, resource allocations and their distributive implications, the dynamics of the real economy and behaviour of
the external sector. In presenting an analysis of the corresponding changes in each of the sectors, the readers are
provided with an opportunity to look at the concerned themes from the perspective of policy challenges
underpinning the broader theme of economic governance. Aspects which have been flagged in these analyses are,
inter alia, creeping inflation, exchange rate volatility, fragility of public finance and the tension between
mactroeconomic stability and growth payoffs.

Chapter II provides an analysis of the national budget for FY06 and seeks to assess the adequacy of the proposed
measures in addressing the relevant challenges. Priorities in budgetary allocation and specific fiscal measures
envisaged in the budget for FY2006 have also been examined.



As readers would perhaps recall, CPD had previously carried out early estimates of the damages by the devastating
floods of 2004. The estimates had generated a lot of debates and discussions. It is satisfying to note that the CPD
estimates of flood damages were subsequently vindicated by other studies including the joint assessment by The
World Bank and Asian Development Bank (ADB). Chapter 11l recounts CPD's final assessment of floods 2004,

Readers will also find in Chapter I1” an early analysis by CPD on possible impact of the MFA phase-out. While
underscoring the intrinsic strength of Bangladesh's readymade garments (RMG) sector, the analysis identifies some
of the major challenges which the country has to address in the near future to sustain its export growth.

A couple of documents have found place as annexes in the present volume. Annex 1 contains proceedings of the
national dialogue held on 19 June 2005 that discussed CPD's state of the economy report and budget reactions.
Annex 2 presents the records of the major economic events of FY05.

The forthcoming second volume of IRBD 2005 the thematic part will focus on a set of mid and long term issues
which are likely to define Bangladesh's development prospect over the next decade. The work on this volume is now
nearing completion. CPD sincerely hopes that with the publication of the thematic volume, alongside the present
one, the IRBD initiative of the CPD will attain newer heights of credibility and distinction, especially in its eleventh
year of engagement. We also hope that the IRBD 2005, with its richness of information and analysis presented in a
newer format, will be able to attract many more readers who are interested in the development discourse concerning
Bangladesh as professionals and citizens.
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1. INTRODUCTION

The current analysis of the state of the Bangladesh
economy during the fiscal year 2004-05 (FY2005) is the
tenth annual output of Centre for Policy Dialogue's
(CPD) programme Independent Review of
Bangladesh's Development (IRBD). This is the final
reading of the state of the Bangladesh economy in
FY2005. The first reading of the review, which is a mid-
year assessment, was released on 15 January 2005
(CPD, 2005,) and the second reading of the review was
released on 04 June 2005 (CPD, 2005) with the
provisional data of FY2005. The final review, drawing
on official data, has been presented in this analytical
report.

The review provides a macroeconomic overview
focusing on five major areas such as growth, saving and
investment; fiscal sector; monetary sector; real
economy; and external sector. Recognising the relative
stability prevailing in the macroeconomic situation, the
review shed light on some sources of its fragility. It
raises the question whether or not the macroeconomic
stability of Bangladesh has been rewarded with
adequate growth payoff. The review underscores the
negative implications of the creeping rise in consumer
price index in the backdrop of perceptible credit
expansion in both manufacturing and agriculture
sectors. In the real economy, shortfall in foodgrain
production remains the major concern, while capital
market has been attracting increased liquidity. The
external sector balance is experiencing consolidation,
notwithstanding the total phase-out of the readymade
apparel quota.

Changes since Mid-year Assessment

The first reading of the IRBD for FY2005 carried out
in January 2005 mentioned that, “five major concerns
for the economy during the next six months would
include food price inflation, Boro production, ADP
implementation, utilisation of foreign aid and new
initial public offerings (IPOs) in the capital market.” As
subsequent analysis will reveal, only two of these
concerns (ie. Boro production and foreign aid
utilisation) were to some extentassuaged during the last
half of the fiscal year. However, shabby ADP
implementation, rising food price level and lack of
availability of new and good quality equities in the

capital market continue to be nagging concerns for
policymakers. As the economy moved towards the end
of the fiscal year, a number of new trends became
visiblein the economy.

Major Features of FY2005

The growth momentum of the Bangladesh economy
was sustained in FY2005 and the economy is poised to
record a 5.0 per cent-plus GDP growth rate. However,
it is also evident that the poor have failed to benefit
from this incremental growth since their income share
became further marginalised.

Two exogenous shocks, viz. floods of August 2004 and
phasing-out of apparel quota from 1 January 2005
underpinned the economic petformance of FY2005. It
is evident that the economy has once again
demonstrated its resilience in confronting the
aftermath of the floods and has recorded an impressive
recovery. The economy, at least for the time being,
continues to clock double digit export growth in the
quota-free global clothing trade.

The other important positive developments in
Bangladesh economy during this period include a
bumper Boro crop output of estimated 13.75 million
MT, a US$2.5 billion worth of foreign direct
investment (FDI) proposal from TATA of India,
reactivation of the Privatisation Commission with new
off-loading mandate and increased liquidity flow into
the capital market. High import of capital machineries
in the wake of robust credit expansion in private sector
as well as strong growth of agricultural credit energised
the economy in FY2005. Off take of foreign aid
improved marginally. Remittance flow continued to be
buoyant.

The major weakness of economic management in
FY2005 emanated from the systematic failure of the
government to implement public investment
programmes in the face of the runaway growth in its
recurrent expenditures. Revenue collection
experienced discernible shortfall from the target, with
mobilisation of revenue outside the purview of the
National Board of Revenue (NBR) faring very poorly.
Fiscal balance remains under control by default as the

NOLLONJOELNI
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target for the annual development programme (ADP)
remains far from being achieved.

The economy was dogged by the creeping rise in
consumer price index, particularly due to holding out
of foodgrain prices at a perceptibly higher level.
Volatility in the Call Money and foreign exchange
markets triggered unpredictability in the money
market. One of the primary factors severely
constraining the economic performance was electricity
supply shortfall (on average 450 mw); often the quality
of the electricity was poor. No powet projects could go
into implementation during this petiod.

Rise in inflation rate, largely underwritten by the price
hike of strategic products (food, fuel and fertiliser) in
global markets, supply shocks due to floods, price
adjustments of public utilities, and expansionary
monetary policy raised concern of “over heating” of
the economy. Acknowledging the relative stability
prevailing in the overall economic situation, it also
needs to be mentioned here that pressures on the
macroeconomic balances increased substantially in the
second half of FY2005. These pressures were
patticularly intense in the case of the balance of
payment (BoP) of the country. Fragility of the

apparent stability of macroeconomic situation was
exposed as enhanced investment demand spurred by
incremental credit flow led to high volume of imports.
Increased demand for foreign exchange and the need
to maintain an adequate level of foreign exchange
reserve created tensions in the market as the real
exchange rate did not absorb the full pressure.

Extraordinary growth of domestic credit coupled with
reverse shortfall started to create strains on the fiscal
balance as well (particularly from the third quarter of
the year). Thus, at the end of FY2005, the
mactoeconomic balances remained under pressure as
dynamism in investment variables exerted stress on the
BoP, and fiscal balance was quite stretched. The
FY2005 also witnessed the launching of a “stillborn”
Anti-Corruption Commission (ACC). The
government finally introduced trade union (T'U) rights
in the export processing zones (EPZs). The
government employees were awarded a new pay scale
in June 2005 (with effect from July 2005).

The subsequent sections of the review take a closer and
an indepth look at some of the most critical issues
highlighted in the foregoing paragraphs.

2. ECONOMIC GROWTH AND POVERTY ALLEVIATION

2.1 GDP Growth

It is by now well known that GDP grew at a relatively
faster rate during the 1990s (4.6 per cent linear growth)
in comparison to the 1980s (3.6 per cent linear growth).
Within the 1990s, the growth momentum was higher
during the second half of the decade in comparison to
the first half. The linear growth rate of GDP during the
period of FY91-95 was 3.95 per cent, while during the
next five years (I'Y'1996-00), it grew at a faster pace of
4.79 per cent.

Following a decline of the GDP growth rate from 5.9
per cent in FY2000 to 4.4 per cent in FY2002, the
national economy repositioned itself at a 5.0 per cent-
plus growth trajectory during the subsequent two fiscal
years (FY2003 and FY2004). The GDP growth rate for
FY2004 was provisionally estimated to be 5.3 per cent
as against 5.5 per cent projected in the interim poverty

reduction strategy paper (I-PRSP) target. This figure
has been recently revised upward at 6.3 per cent. (For a
critique of the new GDP estimate for FY2004 sece Box
Z1);

The provisional figures for I'Y2005 suggest that GDP
has posted a growth of 5.3 per cent during FY2004,
while the matching target of the I-PRSP was 5.5 per
cent. This is a respectable economic growth rate in a
flood year. But the revised GDP growth figure for
FY2004 (i.e. 6.3 per cent) will make the target of 6.8 per
cent for the terminal year (FY2007) of PRSP look quite
pale.’

Cutiously, compared with the major South Asian
countries, Bangladesh's growth scenario looks
moderate. In FY2004, the GDP growth rates of India
(8.1 per cent), Pakistan (6.4 per cent) and Sri Lanka (6.5
per cent) have been higher than that of Bangladesh

' Before the finalisation of Bangladesh PRSP, government published a number of “final drafts” on PRSP. When this paper was finalised, the

revised PRSP as of January 12, 2005 was available.

O] Independent Review of Bangladesh's Development
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(even going by its revised estimate of 6.3
per cent). The GDP growth figures for
Bangladesh for FY2005 also appear to be
restrained when compared with these
South Asian countries, which have
targeted ambitious economic growth at 6.5
per cent (India and Pakistan), and even at
7.0 per cent (Sri Lanka). India, incidentally,
recorded a 7.4 per cent growth during the
first quarter of FY2005. It seems South
Asia as a whole is going through a spell of
relatively high growth.

Sources of Growth

The ongoing structural transformation of
the Bangladesh economy is characterised
by falling share of the agriculture sector,
with a marginal increase of the
manufacturing, in the backdrop of
increasing contribution of the service
sector. This trend continued through
FY2004 and FY2005. The share of
agriculture sector came down from 23.1
pet cent in FY2004 (revised) to 21.9 per
cent in FY2005. On the contraty, share of
industry’ and service sector’ increased
from 27.7 per cent and 50.9 per cent in
FY2004 to 28.4 per cent and 51.4 per cent
in 2005 respectively.
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Box 2.1: Revised GDP Estimates for FY2003-04

The large upward revision in GDP growth rate estimate of FY2004 has renewed discussions about the empirical basis,
estimation methodology and process transparency of the National Income Accounts of Bangladesh. Revising its
provisional estimate of GDP growth rate for FY2004 (5.52 per cent), the Bangladesh Bureau of Statistics (BBS) has recently
reported a final figure of 6.27 per cent, i.e. an increase of more than 0.88 per cent of GDP. This revision has also attracted
attention as it provides the first ever above 6 per cent growth in Bangladesh economy. It may be recalled here that in 2000-
01 a 6.04 per cent provisional estimate of GDP growth rate was revised downward to 5.27 per cent which coincided with
change of the then political regime.

With a view to validate the revised GDP estimates for FY2004, CPD tried to relate physical production data to estimates of
value addition of the sectors whose contributions have been significantly upgraded. These include agriculture (crops,
vegetables and livestock), electricity, gas and water, and import. While some acceleration in production is observed during
the last quarter of FY2004 (i.e. after the provisional estimates were prepared), it was not evident to what extent this outcome
was anticipated by the provisional estimate. This observation also remains true for the sectors where downward revision
has been done (e.g. fishery and manufacturing).

Experience suggests that the GDP growth estimates are traditionally an ambitious projection based on nine months' data
which are usually moderated downward during finalisation based on the full year data. As may be seen below, the last ten
years, provisional estimates of GDP were lowered during finalisation in eight years. Excepting in FY2004, only in FY2000
(penultimate year of the then regime) the provisional estimate of GDP growth rate was increased from 5.47 per cent to 5.94,
i.e.anincrease of 0.47 per cent which is almost half of the increase estimated for FY2004.

Trends in Revision of GDP Growth Rate

: Year
o Jdicator FYI995  FY1996  FY1997 FY1998 FY1999 FY2000 FY2001 FY2002 FY2003 FY2004
Provisional Estimate (1) 5.1 4.7 =N 5.6 292 547 6,04 4.8 2] 5.52
Final Estimate (2) 4.93 4.62 5.39 5.23 4.87 5.94 927 442 5.26 6.27
Difference between 1 and 2 -0.17 -0.08 -0.31 -0.37 -0.33 0.47 -0.77 -0.38 -0.04 0.75

The prolonged period (about 12 months) taken by the BBS to prepare the final GDP estimates also raises question.
Production data for the full year were already available towards the end of 2004, Was BBS waiting for any specific survey
results? In that case, it is pertinent to notify the changes brought about in the data base.

One needs to be sure that identical estimation procedure was followed by the BBS in generating the provisional and final
GDP figures of FY2004. Without transparency as regards the estimation methodology, reliability and usefulness of GDP
data will be constantly questioned. Recently government has constituted a Committee on National Income Account data.
Did the Committee get an opportunity to scrutinise the new set of GDP estimates for FY2004?2

The prevailing wide discrepancy between provisional and final estimates also raises questions regarding credibility and
usefulness of provisional GDP estimates for policymaking. Budgetary measures and the entire planning process depend on
provisional data. If provisional data are far from the reality then how budgetary measures are realistic? The Mid-Term
Macroeconomic Framework (MTMF) became suspect under the circumstances. Understandably, such large revision of
GDP estimates is to have concomitant implications for other major macro variables including the investment and savings
rate.

This particular situation also reinforces the importance of CPD's repeated call for semi-annual estimate of GDP and semi-
annual reporting of the performance of the Bangladesh economy by the Finance Minister to the National Parliament.

2] Independent Review of Bangladesh's Development



Subsequent to the adverse impact of 2004 flood,
agriculture and forestry sub-sectors experienced a
negative growth of (-) 0.73 per cent in FY2005. During
this period, fisheries sub-sector registered a marginal

Figure 2.4: Incremental Growth of Sectors
of GDP: FY91-04
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growth of 4.0 per cent. Thus, when the fisheries sub-
sector is included, agriculture sector shows a marginal
0.3 per cent growth in FY2005. On the other hand, the
industry sector experienced an impressive 8.6 per cent
annual growth in FY2005. Within the industry sector,
mining and quarrying registered an 8.4 per cent growth,
while manufacturing experienced an 8.4 per cent
annual growth during FY2005. Electricity, gas and
manufacturing also showed a robust 9.1 per cent
growth during the period under report. Overall, the
annual growth of the real economic sector’ was only
3.8 per cent, while the service sector experienced a
modest 6.0 per cent growth in FY2005.

The contribution of agriculture sector in the
incremental GDP also experienced a sharp decline
from 14.8 per cent in FY2004 to only 1.3 per cent in
Y2005, which was largely underwritten by the
negative contribution (-7.8 per cent) of the crop sub-
sector. The incremental contribution of the overall
industrial sector increased to 42.3 per cent in Y2005,
when compared with its matching figure of 31.8 per
centof the previous year.

Opverall, the contribution of the real economic sectors
to incremental growth declined from 33.6 per cent in
FY2004 to 27.3 per cent in FY2005. Incremental
contribution of service sector in real GDP growth also
increased substantially from 44.6 per cent in FY2004 to
60.9 per cent in FY2005.

Per capita Income

In FY2004, the per capita GDP and GNI of
Bangladesh were recorded at US§ 421 and US$ 444
respectively. The annual growth was 8.2 per cent for per
capita GDP and 8.0 per cent for per capita GNI,
compared to FY2003.

Latest data shows that the impact of 2004 flood and the
recent downward revision of exchange rate of Taka
(Tk) have slowed down the growth of real per capita
income in FY2005. In dollar terms, per capita GDP and
GNI for FY2005 were US$ 445 (+ $24) and US$ 470 (+
$20) respectively, registering respective annual growths
of 6.5 per centand 6.8 per cent.

It may be mentioned here that the government has
revised downward the per capita GDP for FY2004
from US$ 421 to USS 418, despite the upward revision

Figure 2.5: Annual Growth in Per Capita Income:
Taka Vs US$
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of GDP for the same year. This once again
underscores the concern about the reliability of
national income accounting,

* Industry includes Mining & Quarrying (Gas & non-refined oil, other mining); Manufacturing (Large, Medium and Small Scale); Electric, Gas

& Water Supply; and Construction.

* Service includes Wholesale & Retail Trade; Hotel & Restaurants; Transport & Communication; Financial intermediaries; Real estate &
Housing; Public administration & defence; Education; Health & Social Works; Community, Social & Personal Services.

*These include Agriculture (crop, fisheries and livestock), Mining & Quarrying and Manufacturing,
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The per capita income of Bangladesh is still very low
when compared with the same in other South Asian
countries. For example, Pakistan, India and Sti Lanka in
2004 recorded a per capita GDP of § 538.1,% 602.6 and
$ 982.5 respectively. In other words, Pakistan, India and
Sri Lanka have a per capita GDP, which is 27.8 per cent,
44.1 per cent and 1334 per cent more than
Bangladesh’.

Table 2.1: Per capita Income of
South Asian Countries: FY2004

Income Levels Compared to

Per capita that of Bangladesh

Incorme:(3) amount ($) per cent (%)
Pakistan 538 +120 + 287
India 603 +185 + 443
Sri Lanka 983 + 565 +135.2

Sonrce: IMF World Economic Ontlook Database, 2004,

Figure 2.6: Per capita Income of
South Asian Countries: FY2004
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Sonrce: IME World Economic Outlook Database, 2004.

2.2 Poverty Situation

Absolute Poverty

According to the recent Preliminary Report of the
Poverty Monitoring Survey 2004, the incidence of
poverty at the national, urban and rural levels has been
reduced in 2004 compared to 1999. Incidence of
poverty by head count ratio on the basis of food energy

intake (FEI) reduced from 44.7 per centin 1999 to 42.1
per cent in 2004. On an average, the annual poverty
declining ratio was about 0.5 per cent. During the same
period, at the urban level, the poverty declined by about
1.0 per cent each year; while at the rural level, the trend
of poverty reduction was much slower at only 0.32 per
cent. This implies that the poverty alleviation rate at the
national level has slowed down discernibly (from 0.8
per cent per annum during 1995/96-2000). This is
patticulatly true for the rural areas.

Household income distribution also corroborates the
marginal poverty reduction trend at the national level.
Latest available figure shows, while the increase in per
capita income has been marginal for the poor, per
household income of the poor declined over time.
Between 1999 and 2004 at the national level, per capita
income of the poor increased by 4.8 per cent, while the
increase was 19.4 per cent for non-poor. In rural areas,
per capita income of the poor increased by 0.54 per
cent only as against 7.97 per cent increase in case of
rural non-poor.

During the last five years (1999-2004), monthly
household income of the poor has reduced both at
urban and rural levels, while non-poor households
experienced a significant increase in income. At the
national level, monthly income of the poor households
has decreased by (-) 3.56 per cent, while it has risen by
13.36 per cent for the non-poor households. In rural
areas, household income of the poor declined by (-)
7.32 per cent whereas it increased by 3.23 per cent for
the rural non-poor households.

Relative Poverty

It is well known that per capita income and absolute
poverty level do not fully capture the comprehensive
poverty scenario, as they do not reflect the relative
position of the poor. The Preliminary Report of the
Poverty Monitoring Survey 2004 revealed that gini-
coefficient has deteriorated from 0.42in 1999 to 0.45 in
2004, indicating a significant worsening of income
inequality at the national level. During the same petiod,
for urban and rural areas, gini-coefficient increased
from 0.46 and 0.41 to 0.49 and 0.43 respectively. The
figures suggest that income inequality is higher in the
urban areas and it is deteriorating faster than these (in
comparison to rural areas).

* Per capita income for other South Asian countries has been taken from IMFE, World Economic Outlook Database, 2004, while the income
figure for Bangladesh has been taken from BBS. The comparable figure for Bangladesh in IMF report has been mentioned at US$ 393.7,

which is even lower when compared with other South Asian countries.

4] Independent Review of Bangladesh's Development



The deepening income disparity in Bangladesh is
explained most convincingly when the income shares
of top and bottom quintiles of the population are
compared. Between 1999 and 2004, national income
attributable to the poorest 10 per cent of Bangladesh's
population declined from the miniscule proportion of
1.7 per cent to 1.5 per cent, Conversely, the control on
the national income by the richest 10 per cent of the
population increased from 33.9 per centin 1999 to 36.5
per cent in 2004. In other words, the income
differential between the poorest and the richest 10 per
cent increased from 20 times in 1999 to 24.5 times in
2004. It can be recalled that in 1995-96 this multiple
was 15.5 times. The magnitude of this ratio is higher in
urban areas as the said proportion increased from 24
times to 36 times during the same period.

CPD in IRBD 2003 and IRBD 2004 emphasised that
the incremental growth in an economy does not
automatically benefit the poor. In fact, using proxy
indicators such as food price, wage rate, terms of ratein
agriculture, CPD made it clear earlier that the economic
growth process is very much urban-centric and
benefits the non-poor social strata disproportionately.

Some of the soutces of tising inequality in Bangladesh

are linked to the following processes:

e Not all the rural landless and poor could benefit
from the agricultural development through wage
employment. Additionally, the rural poor could not
fully participate in the non-crop sector (like
fisheries and livestock) due to access limitations to
resources (e.g water-bodies and grazing land).

e The difference between wages of skilled and non-
skilled workers in the non-farm sector has also
widened. This has resulted in widening of the
income disparity.

e The magnitude of growth of the export-oriented
sector could not significantly absorb the
unemployed rural workforce.

e Modern setvice sectors that developed in the urban
areas ate not labour-intensive; this requires certain
educational qualification that the poor segment
lacks.

e Flow of remittance income also exacerbated the
income differential between few migrant and many
non-immigrant families.

The situation has been further aggravated by
corruption and rent-seeking behaviour, which is
pervasive in the Bangladesh economy and society. This
increasing income inequality may emerge as a threat to
social cohesion and inhibit democratic transition.

Spatial Poverty

The regional difference of poverty incidence is also a
major concern for macroeconomic policies. The
Preliminary Report of the Poverty Monitoring Survey
2004 further shows that incidence of poverty is most
extreme in Rajshahi division, followed by Khulna
division. For example, in Rajshahi 46.7 per cent of total
population lives below the lower poverty line; and in
the case of more extreme poverty line this rate is 61.0
per cent. At the national level, the incidences of
poverty for lower and upper poverty lines are 33.7 per
cent and 49.8 per cent respectively. Due to absence of
comparable data, the trends in regional disparity could
not be identified.

Table 2.2: Regional Disparity in Poverty
Incidence (2000)

Population Below  Per Capita Income
- Poverty Line (per cent)  of the Poor

Poverty Line> Lower Upper = Lower  Upper

National . 3370 49.80 49519 573.72
Barisal - 28.80 39.80 54532 583.07
Chittagong 25.00 47.70 52256 619.39
Dhaka 32.00 44.80 47573 549.95
Khulna 35.40 51.40 54346 641.07
Rajshahi 46.70 61.00 468.89 526.44

Somrce: Report of the Honsebold Income and Expenditnre Survey, 2000
(BBS 2000).

The per capita monthly income of the poor living in
Rajshahi is also the lowest - both for lower and upper
poverty lines. The two monthly income figures are Tk
468.9 and Tk 526.4, while at the national level the
figures are Tk 495.2 and Tk 573.7 respectively. The
poverty gap, which is the indication of the average
distance below the poverty line, and the squared
poverty gap, which indicates the severity of poverty, is
also observed to be highest in Rajshahi division.

Along with the regional differences in agricultural
production, the government also needs to monitor
closely the regional disparity situation and its possible
impact and correlations with the Monga in Rajshahi
division.

Thus, we observe that while the overall poverty
situation in Bangladesh is improving, the pace of
poverty reduction has shown signs of retardation in the
recent past. It emerges that the process of increasing
income inequality underpins the deceleration of

State of the Economy FY2005 [ 1 6

NOLVINGTIV ALH3AO ANV HLMOED DINONOS3

—_



ECONOMIC GROWTH AND POVERTY ALLEVIATION

—
—\

Figure 2.7: Regional Disparity in Poverty Incidence (2004)
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Source: Prelintinary Report of the Poverty Monitoring Survey, 2004
(BBS, 2004).

poverty alleviation process. The process temains
further flawed by growing rural-urban as well as
broader regional disparity.

2.3 Savings

After almost half a decade of stagnation, the economy
has experienced some movement in domestic savings

Figure 2.8: National Savings in FY1991-2005
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Sosrce: CPD-IRBD Database, 2005.

during FY2005. Domestic savings increased marginally
to 20.16 per cent of the GDP in
FY2005 from 19.5 per cent in
FY2004, registering a 0.6 per

cent in India (i.e. about 40 per cent more than
Bangladesh) and 17.6 per cent in Pakistan (i.e.
about 13 per cent less than Bangladesh) duting
FY2004.

National savings demonstrated encouraging
movements in FY2005. The share of national
savings to GDP also increased significantly in
FY2005 to 26.49 per cent of GDP as against 25.4
per cent in FY2004, registering an imptessive 1,05
per cent enhancement as per cent of GDP
However, increasing the domestic savings rate is a
crucial challenge facing Bangladesh at the present
juncture,

Squared Poverty Gap

New Data on Savings

Similar to the GDP figures, the government has

also revised the gross national and domestic

savings figures of FY2004 from 24.5 per cent and

18.3 per cent to 25.4 and 19.5 respectively. Given

the fact that the GDP for FY2004 has been
increased significantly, these proportions as per cent of
GDP are remarkably higher. However, there may be
some problems with the revised data for FY2004, as the
change in national savings rate is less than that of the
domestic savings rate. This could have only happened
if there was a negative flow of external savings which
empirically is not correct.

More curiously, the figures for gross national savings
and gross domestic savings for FY2003 have also been
revised in FY2005 (an increase by 0.42 per cent of
GDP). Revision of savings rate after two years will
raise serious doubts about the credibility of the same.

2.4 Investment

During the last five years (FY2001-FY2005), the gross
investment rate has increased by only 0.3 per cent of
the GDP. The ratio was 23.1 per cent in FY2001 while it
crawled only up to 24.4 per cent in FY2005. This is
significantly low (by -1.1 per cent of GDP) than the
MTMF target of the PRSP, which was set at 25.5 per
cent. It is also markedly lower than that of India (26.5

Table 2.3: Revision in National Savings and Domestic Savings Figures

centincrease as a share of GDP.

A comparison with the
neighbouring countries shows

Savings as per cent of GDP FY2003 FY2004 FY2005
"before.  after change ' before  after  change
. Gross National Savings | 2445 2487 042 @ 2449 2544 095 2649
Gross Domestic Savings 18.21 18.63 042 | 1827 19.53 1.26 20.16

that the share of domestic
savings in GDP was 28.1 per
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Somrce: CPD-IRBD Database, 2005,



per cent) and Sri Lanka (25.9 per cent), although it is
higher than that of Pakistan (18.1 per cent).

Increasing investment continues to temain one of the
core challenges of the Bangladesh economy. In
FY2005, the country recorded one of the lowest public
investment ratio of the last decade, 5.9, a further (-) 0.3
per centdecline from the earlier lowest figure of 6.1 per
cent in FY2004. The slack left behind by the
public investment was, however, somewhat
picked up by private investment. Private

New Data on Investment

Once again, one can observe that figures on gross
investment rate for Y2004 have been revised upward
from 23.6 pet cent to 24 per cent of the GDP. Similarly,
the private and public investment figures have also
been correspondingly revised from 17.5 per cent and
6.1 per cent to 17.8 per cent and 6.2 per cent of the
GDPinFY2004.

Table 2.4: Revision in Gross, Public and
Private Investment Figures

investment as a share of the GDP increased from
17.9 per cent in FY2004 to 18.5 per cent in

Investment as

LGl

FY2005. But Bangladesh still continues to remain
an underinvested country, while its national
savings rate (26.5 per cent) remains higher than
the gross investment rate (24.4 per cent).

FY2005
per cent of GDP before after change

[ Grosslnvestment 2358 2402 @ 04 2443

. Private Investment WA 1740 0 T pneed e Ol L al0ed
Public Investment 6.11 6.19 0.08 5.9

Sonrce: Estimated from CPD Database.

3. TRENDS IN THE FISCAL SECTOR

3.1 Revenue Collection

The low revenue-GDP ratio remained stagnant at
10.57 per cent in FY2005, when compared with the

Figure 3.1: Revenue-GDP Ratio in Bangladesh
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Sonrce: CPD-IRBD Database, 2005,

Table 3.1: Revenue GDP Ratio: PRSP Vs Budget

corresponding figure of the pervious year (10.63 per
cent). As the modest target of PRSP (i.e. 10.7 per cent)
was not achieved in FY2005, the government has seta
new target for FY2006 at 10.96 per cent, which is even
(-) 0.24 per cent lower than the PRSP projection. Both
the earnings from tax and non-tax revenue fell short of
PRSP target by (-) 0.03 per cent of GDP in FY2005.
Government also stepped down from the PRSP targets
both in the case of tax and non-tax revenue earnings.
Without bringing major changes in the tax
administration, the government will not be able to
achieve the revenue-GDP ratio of 11.7 per cent by
FY2007, as has been projected in the PRSP.

The ambitious revenue target for FY2005, which was
set at 16.7 per cent higher than the realised figure of
FY2004, ultimately fell short by (-) 57 per cent.
However, the realisation in FY2005 was 14.9 per cent
higher than the corresponding figure of the previous
fiscal year. Tax component grew by 14.4 per cent
during this period while NBR and non-NBR

components grew by 14.0 per cent

and 16.9 per cent respectively. In can

be mentioned that tax revenue

Indicator FY2005 FY2006 FY2007 contributes about 81 per cent of

MTMF | Actual | Change | MTMF | Target | Change total revenue, as 76 per cent are
Total Revenue 10.70 10. 57 -0.13 11.20 | 10.96 -0.24 11.70 collected through the National
Tax 8.70 8.67 -0.03 9.10 8.95 -0.15 9.60 Board of Revenue (NBR) and the
Non -tax 2.00 190 -0.10 210 2.02 -0.08 210

Source: Estimated from CPD Database.

remaining (less than 5 per cent)
comes from the non-NBR soutrces.
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Figure 3.2: Tax to GDP Ratio of Bangladesh,
India, Pakistan and Sri Lanka (FY2004)
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Source: CPD-IRBD Database, 2005.

Tax-GDP ratio in Bangladesh was 10.8 per cent in
FY2004, which is lower than that of
Pakistan (13.70 per cent) and Sti Lanka

growth of VAT (import), posting a remarkable 21.6 per
cent growth over the corresponding figure of the
previous fiscal year. Import duty, on the other hand,
registered 11.4 per cent growth during the same period.
Share of import related duty has marginally increased
from 50.3 per cent in FY2004 to 50.4 per cent in
FY2005.

Import related duty achieves only 93.8 per cent of its
fiscal target during the FY2005 when compared with
the performance (94.8 per cent of the target) of
FY2004. Taking into consideration the growth
performance of each of the components of import
related tax, import duty performed pootly as regards its
fiscal target, while import related supplementary duty
fared rather well.

Table 3.2: Growth of Revenue Collection in FY2005

(15.90 per cent) but higher than India (6.80

per cent). Tax revenue as percentage of

Description

Average Annual Growth Growth FY 2005 over FY2004
FY1995 -05 Annual Incremental

GDP was 8.67 per cent at the end of
FY2005.

Tax Revenue

NBR Component

_Comporent |
Taxes on Vehicles

Revenue mobilised by the NBR during
FY2005 shows a moderate growth, as it
increased from Tk 26190.4 crore in —°@

Non -TaxRevenue |

SRR IR LRI S L

,,,,,,,,, 1673 3.56 018
AL e | 16.86 RS eLO
11.63 14.89 100.00

FY2004 to Tk 29962.9 crore in FY2005,
registering a 14.4 per cent growth over the
previous fiscal year.

Import related duty registered a significant growth of
14.7 per cent, which is largely contributed by the

Figure 3.3: NBR Revenue Collection as Percentage of Annual
Target (FY2004 and FY2005)
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Source: Estimated from CPD Database.

While import related supplementary duty did well by
surpassing the annual target by 110.6 per cent, import
duty as percentage of fiscal target decreased from 92.9
per cent in FY2004 to 88.7 per cent in FY2005. The
question that crops up from this non-achievement of
fiscal target by import related duty is “why collection of
import related direct taxes performed pootly despite
robust growth in import.” Two possible answers to this
question are: (i) increase in import of zero-duty or low
tariff goods, and (ii) increase in import of by mis-
declaration as zero or low tariff items to get relief from

impott duty.

The incremental contribution of VAT in total revenue
growth was about 34.0 per cent, while tax on income
contributed 19.1 per cent to the added revenue intake.
The encouraging point to be noted here is that during
FY2005, direct tax (income tax) has registered a 20.5
per cent growth over the previous fiscal year, which has
increased its share in the total NBR revenue from 17.9
per cent in FY2004 to 18.9 per centin FY2005. It seems
that the NBR's drive to enlist effective tax payees is
yielding some results. However, this share of direct tax



is still appallingly low and there is an urgent need for a
shift in the composition of revenues away from tax on
goods and services towards direct taxes on income and
profit. Value added tax (VAT) also registered a marked
growth by 19.7 per cent during this period, as VAT
(local) and VAT (import) registered 17.7 per cent and
21.6 pet cent growth respectively.

During FY2005, NBR has achieved 93.1 per cent of
its annual target, whereas the matching figure was
94.4 per centin FY2004,

Non-NBR Component

Tax revenue collection from non-NBR components
during FY2005 registered a 14.87 per cent growth.
The realisation stood at Tk 1421 crore at the end of
FY2005, which is close to the annual target of Tk
1450 crore (98 per cent). Achievement as percentage
of the fiscal target was 93.6 per cent in FY2004.
Though the realised figure is substantially higher
than the figure of FY2004, it is lower than the
comparable growth performance of FY2004 (16.0
per cent).

Figure 3.4: Collection of Tax: Non-NBR
Component in FY2002-05
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Vehicles and land tax collection showed 3.6 per cent
and 15.1 per cent growth respectively during FY2005,
while these components registered 11 per cent and 5.0
per cent growth during the previous fiscal year.
Narcotics and liquor tax collection performed pootly
with zero growth in FY2005 in compatison to 6.7 per
cent growth of the previous fiscal. Taxes on stamps
crossed previous year's realised figure by 19.3 per cent.

Crore Tk

Per cent

Non-Tax Revenue

The collection of non-tax revenue performed much
better compared to the previous fiscal year. As against
the annual target of Tk 7660 crore, actual revenue

Figure 3.5: Collection of Non-Tax Revenue in FY2002-05
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earnings from non-tax sources stood at Tk 7574 crore

during FY2005, accounting for 16.86 per cent growth
over the previous year (FY2004). This positive growth
is much higher than the growth performance of
FY2004, as it accounted for 6.4 per cent growth during
the same period. In FY2005, 98.9 per cent of annual
target has been realised, which was 91.3 per cent in
FY2004.

Though there was positive growth in most of the duty
areas, duties on T&T, which accounts for about 20 per
centof total non-tax revenue, showed negative growth
of (-) 0.8 per cent. Duties on post office and railway
showed impressive growth of 21.56 per cent. Duties
on dividend and profit showed 6.0 per cent annual
growth while revenue from other items
(interest/fee/tolls, etc)) accounted for a substantial
26.7 per cent growth over the preceding year
(FY2004).

CPD in its eatlier reports has repeatedly mentioned
that the share of direct tax in total revenue (14.6 per
cent in FY2005) is inexcusably low and there is an
urgent need for a shift in the composition of revenues
away from import tax on goods and services towards
direct taxes on income and profit. If the new revenue
target for FY2006 is achieved, the incremental
contribution of VAT would reduce to 32 per cent,
while a marginal increase will occur in direct tax (17 per

State of the Economy FY2005 [1

"OL03S TWOSIH IHL NI SONIHL

©



TRENDS IN THE FISCAL SECTOR

—_—

cent). Within the non-tax component, a larger slice is
expected to come from defence receipt, as the
government projects a 6.0 per cent incremental growth
from this sector.

In the context of a declining trend in public investment
and stagnated savings-investment scenario at the
national level, a major challenge for Bangladesh's fiscal
policy continues to be the strengthening of the effort
to mobilise domestic resources to generate a larger
share of resources for investment. Reforming the tax
management system and providing the right incentives
to stimulate domestic savings are essential to achieve
this goal.

3.2 Public Expenditure

FY2006 projecting a faster growth in development
expenditure than revenue expenditure,

Against the targeted share of public expenditure in
GDP of 15.4 per cent, achievement at the end of the
fiscal year was only 9.07 per cent in FY2005, keeping
the ADP and non-ADP ratio at 36:64.

Overview of Sectoral Allocation

In terms of total expenditure (development and non-
development), education and technology have retained
last year's top position with an allocation of Tk 9686

Table 3.3: Sector-wise Distribution of Total Expenditure

(Non-Development and Development)

In a pro-poor and redistributive fiscal
mechanism, the revenue earnings
should grow at a faster rate than the
total public expenditure. During the
last five years (FY2001-05), average Sectors

Change in FY2006

2004-05 (Revised) over FY2005

2005-06 (Proposed)

Amount | Share | Amount | Share | InCrore| Growth
(crore Tk) |(per cent) |(crore TK) | (per cent) Tk | (per cent)

annual growth of revenue carnings has Education
been higher (12.9 per cent) than that of Public Service*
public expenditure (8.2 pet cent) more Transport and

by default as ADP remained severely
under-implemented. But in the LGRD
terminal year (FY2005), for the first Agriculture
time in the recent past, the total revenue
carnings grew by only 12.9 per cent as
against 17.6 per cent growth in total Health _
public expenditure. For FY2006, the Public Order and
government has set the growth of Safety**

public expenditure at 15.7 per cent,
which is lower than the projected
growth of revenue earnings (19.5 per
cent). It is an open question whether
this undesirable trend will revert ot not

Fuel and Energy

Welfare***

above 10

Gommunication

Defence Services

Social Security and :
Total Expenditure of the

Total Expenditure

9686 | 150 | 7285 | 131 | 2401.0| 330
8535 | 133 | 5837 | 105 | 26980 | 462

6603 | 103 | 6788 | 122 | -1850 | -27

6383 99 | 8675 | 102 | 7080 | 125
4729 | 73 | 4491 | 81 | 2380 | 53
320 | 67 | 4115 74 | 2050 | 50
4203 | g7 | 423 | 77 | 200 | 05
4240 | 66 | 3175 | 57 | 10850 335
w51 | 50 | 3026 | 54 | 2250 | 74
3124 | 49 | 2601 | 47 | 5230 | 201
55164 | 57 | 47266 | 850 | 78980 | 167

64383 | 1000 | 55632 | 1000 | 87510 157

with an approaching electoral deadline.

Notes: *  includes Qffice of the President, Parliament, Prime Minister's Office, Finance

Diviston, IRD, Planning Division, ef.

Within the public expenditure
component, the development
expenditure should grow at a faster
pace than the revenue expenditure to
ensure maximum utilisation of
resources for building new capital asset base. However,
during the FY2001-05 period, average annual growth
of revenue expenditure was 12.6 per cent, while the
average annual growth of development expenditure
(ADP) was only 4.8 per cent. In FY2005, revenue
expenditure registered a significant 21.7 per cent
growth against a2 10.9 per cent ADP growth. In this
context, the government has set a new target for

20] Independent Review of Bangladesh's Development

** includes Ministry of Honre Affaivs, Ministry of Law, Justice and Parliamentary
Affairs, Supreme Conrt, Anti Corruption Commission.

*¥% ineludes Ministry of Social Welfare, Ministry of Food and Disaster Management,
Ministry of Women and Children Affairs.

crore which is 15 per cent of the total expenditure and
33 per cent higher than the revised budget of 2004-05.
Public service, with a gigantic growth of 46.2 per cent
and receiving the highest increment in expenditure (of
Tk 2698 crore), stood at Tk 8535 crore (13.3 per cent of
total expenditure). The major portion of this
expenditure is accounted for by the 54.4 per cent
growth or Tk 2149 crore increment in the non-
development expenditure of Finance Division, which



includes allocation for civil pension, parts of subsidy,
unexpected expenditure and block allocation for new
recruitment.

Among others, LGRD, social security and welfare and
health have posted significant growths of 12.5 per cent,
20.1 per cent and 33.5 per cent respectively. However,
transport and communication has received Tk 6603
crore in the proposed budget, which is 2.7 per cent
lower compared to the revised budget of I'Y2005.

Defence

Sectoral share of defence in total allocation declined
from 7.4 per cent in FY2005 to 6.7 per cent in
FY2006, though it has experienced a moderate
growth of 5.0 per cent, thanks to an incremental
allocation of 205 crore taka. Howevet, lack of
information and transparency in other defence-
otiented allocations under the Defence Ministry
inhibits proper analysis of defence spending in
Bangladesh.

Revenue Expenditure

The targeted amount of revenue expenditure for
FY2005 was Tk 30,518 crore, which has since been
revised at Tk 33,323 crore. While the revised revenue
expenditure for FY2005 is only 9.2 per cent higher than
its target, it is, however, 17.4 per cent higher than the
revised figure of FY2004. Actual revenue expenditure
of FY2005, however, stood at Tk 33437 crore at the
end, registering a 21.67 per cent growth over the
matching figure of FY2004.

Table 3.4: Economic Analysis of Revenue Expenditure: FY2005

(Tkin crore)

Economic analysis of the composition of revenue
expenditure indicates that the three heads, accounting
for about 80 per cent of the total revenue expenditure,
posted a 19.0 per cent growth in FY2005 over the
previous year. The share of these three heads decreased
marginally from 78.1 per cent in FY2004 to 76.6 per
centin FY2005,

Within these three heads, “Pay and Allowances”
registered a 10.4 per cent annual growth in FY2005, of
which “Pay of officers” increased by 17.0 per cent.
According to the target for FY2006, salary and
allowances and other benefits would increase by 12.7
pet cent over the augmented figures of FY2005, largely
due to the increase in government salary. Thus, the
“pay of officers” is projected to increase by 27.7 per
cent in FY2006. “Subsidies and transfers” registered a
27.8 per cent growth in FY2005, while “interest
payments” accounted for an 18.8 per cent growth
during this period. Though Interest Payment
(domestic) accounts for more than 79.3 per cent share
in the total amount, Interest Payment (foreign) during
FY2005 recorded a 24.6 per cent growth, againsta 17.3
per cent growth on account of domestic Interest
Payment.

Among others, “Repairs, Maintenance and
Rehabilitation” registered a high growth of 48.6 per
centin FY2005, largely because of the 2004 flood.

The most disturbing feature of revenue expenditure in
FY2005 has been the high growth of “Block
Allocation”. In FY2005, block allocation grew
substantially by 215.8 per cent over the corresponding
figure for FY2004. However, the government for
FY2006 has put a total amount of Tk 2549.5 crore as
block allocation in the revenue budget, which is 218.8
per cent higher than the revised block
allocation for FY2005. The legitimate query
is, why would one need so much block

allocation in revenue expenditure when the

pay and allowance issue is settled?

Revenue Expenditure 2?;;?; Sectoral Share (%)
Sectors Fy2005 | Fveo04 | (%) | Fyeo005 | FY2004
Payand Allowances | 84593 | Sl 10435 B 253 |
PayofOffice.s | 89| 7582| 170 | 27|
Goods and Services | 55667 | 4569.1| 216 | 166 |
Repairs, Maintenance, Rehabilitation| 2272 |  1529.1| 486 | 68 |
Interest Payments 6853 | 57697 | 188 | 205
Domeste | 54321| 46292| 173 | 16.2
Forelgn o 0 . - | 14209 ) 114050 246 | o 42
_Subsidies and Current Transfers | 102885 |  8050) 27.8 | 308 |
Block Allocation | 5851| 18532158 | 17|
Net Total 33437 | 274814 | 217 100.0

Admittedly, it is not possible to distinguish
the development and non-development
allocations of the budget from the existing
reporting system of the budget, since
several development-related expenditures
(e.g. allocations for safety net programmes)
are also included in the revenue budget.

Sonrce: CPD-IRBD Database, 2005,
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Annual Development Programme (ADP)

The size of the ADP for FY2005 was fixed at Tk 22,000
crore, which was revised to Tk 20500 crore. This figure
is 7.9 per cent higher than the revised ADP of FY2004
and 21.4 per cent higher than the actual (implemented)
ADP of FY2004. During FY2004 only 83 per cent of
the original size of the ADP, i.e. 89 per cent of the
revised size was implemented. During FY2005, 85.1
per cent of the original ADP has been implemented,
whichis 91.3 per cent of the revised ADP.

Figure 3.6: Taka Release and Expenditure of
ADP during FY2002-05

98 - e —

percent

FY2002 FY2003 FY2004 FY2005

1% Taka release as % of Taka allocation
M Taka expenditure as % of Taka allocation

Sonrce: CPD-IRBD Database, 2005,
Of the total Tk 18726 crore that has been utilised in
FY2005, Tk 13166 crore (70.3 per cent) was funded

from internal resources and Tk 5560 crore (29.7 per
cent) was underwritten by project aid.

Figure 3.7: ADP Target and Actual Implementation
During FY2002-05
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Sontrce: CPD-IRBD Database, 2005.
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While the performance of ADP implementation
during the current fiscal year remains comparable with
the experience of previous years, it also suggests that
the much anticipated “big push” necessaty to achieve
the aggregate target in general and to augment the
domestic demand in post-flood situation was not
forthcoming,

It should be noted here that the implementation of
ADP as percentage of Taka release has plummeted
significantly from 103 per cent in FY2004 to 95 per
cent in FY2005. To be precise, during the FY2002-04
period, on an average, 99.01 per cent of the total
released Taka was spent, while only 95.45 per cent has
been spentin FY2005.

A closer look at the ADP implementation reveals that
among the ministries/divisions, which received the
highest allocation in the target ADP, Ministry of
Health & Family Welfare implemented the lowest level
of spending utilising only 87 per cent of its allocation
during FY2005. Among others, Ministry of Post &
Telecommunication and Energy & Mineral Resoutces
Division implemented only 89 per cent and 88 per cent
of their respective allocations. Local Government
Division, Power Division and Ministry of Primary &
Mass Education were the top petformers, spending 97
per centof the respective allocations.

Figure 3.8: Performance of Top 10 Ministries
(in terms of allocation) in FY2005

Exp as % of Allocation
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Division R—
M/Q Education [ :.",
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Mass Education [<555
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MO o
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Sonrce: CPD-IRBD Database, 2005.

Other sectors performed only moderately during this
period: Ministry of Water Resources 92 per cent,
Ministry of Agriculture 94 per cent, Ministry of
Communication 91 per cent and Ministry of Education
91 per cent. One interesting point to be noted here is
that the Local Government Division secured top
position both in terms of ADP allocation and
implementation, which is interesting in view of the fact
that the government s approaching a national election.



Though it may appear that the present government has
sequentially increased the size of ADP, in real terms,
the ADP is nearly equivalent to or sometimes even
lower than that of the eatlier years. For example, in
dollar terms, the actual ADP during FY2004 (i.e. § 2880
million) was respectively (-) 9.1 per cent and (-) 7.2 per
cent lowet than the actual ADP of FY2000 ($ 3080
million) and FY2001 (§ 3010 million). The periodic
averages of ADP (as percentage of GDP in terms of
its original size) show marginal
variations between the periods of

FY1991-95, FY1996-2000 and

centin FY2001 to 4.73 per cent in FY2005. While ADP
as percentage of GDP, in terms of its original and
revised size, stood at 6.0 per cent and 5.3 per cent
during FY2005 from 6.1 per cent and 5.7 per cent
during FY2004, actual ADP cascaded marginally down
to 5.08 per cent in FY2005 whereas the figure was 5.1
pet centin FY2004.

Table 3.5: Top Sectors in ADP Allocation During FY2005-06

FY2001-05 (6.5 per cent, 6.7 per
cent and 6.5 per cent
respectively). More importantly,

the periodic average of actual ggeiors
ADP as percentage of GDP has

dropped from 6.0 per cent during

FY1996-00 to 5.4 per cent during ~ Power (Electricity)

FY2001-05 whereas the figure
was 5.7 per cent during FY1991-
95.

As shown in Figure 3.9, during @

Health, Popu. & Family Welfare 215626 9.80

FY2005 FY2006

per per Change

cent of centof | Annual in
Total ADP Total ADP | Growth share
Education and Religion 3141.61 14.28 3297.70 13.46 497 -0.82
3243.38 14.74 3120.00 12.73 -3.80 -2.01
Local Government 233383 1061 299635 1223 2839 162
Transport 3189.79 1450  2989.00 1220 629  -2.30

22687 926 521 054
2200000 10000 2450000 10000  11.36

FY1991 actual (implemented)
ADP as per cent of GDP was 4.8
per cent, which increased to 6.8
per cent in FY2004. In FY1996,
this ratio was 6.0 per cent, and after some fluctuations
during FY1996-FY2000, it reached 6.5 per cent in
FY2000. But actual (implemented) ADP as percentage

Figure 3.9: Original, Revised and Actual ADP as
per cent of GDP (FY1991-FY2005)
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Sonrce: CPD-IRBD Database, 2005,

of GDP showed a significant negative trend during
FY2001-05 period, while it decreased from 6.41 per

Sonrce: CPD-IRBD Database, 2005.

The government has set the new ADP target for
FY20006 at Tk 24,500 crore, which is respectively 11.4
per cent and 19.5 per cent higher than the original and
revised ADP of FY2005. CPD in its post-budget
reflection pointed out that this so-called ambitious
ADP target needs to be seen from the perspective that
Bangladesh remains an under-invested economy, and
as such, a large ADP target is worth chasing for. Thus,
implementation of a fuller ADP became a major
challenge compared to targeting a bigger ADP. The
second aspect, which needs to be underscored in this
respect, is that the issue of quality is no less important
than the size of the ADP,

According to the new ADP, education and religion
followed by power (electricity) and local government
got the most allocation for FY2006. Within the top
gainers in ADP of FY2006, local government
witnessed the highest increase (28.4 per cent) in
allocation compared to the previous years. While other
major sectors lost their respective sectoral share in
ADP of FY2006, sectoral shate of local government
increased by 1.6 per cent.

Similar to the revenue expenditure, the share of “Block
Allocation” increased substantially in the new ADP, An
amount of Tk 4838 crore has been allocated as Block

State of the Economy FY2005 [28
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TRENDS IN THE FISCAL SECTOR

Allocation (including sectoral allocation),
which is more than four times (410.9 per
cent) higher than the revised ADP for

Table 3.6: Budget Deficit: MTMF Vs Budget

FY2004 and Tk 2041.1 crore (73 per cent)

As percentof | |

‘> t %
MTMF | Actual| Change| MTMF | Target | Change | FY2007

higher than the original ADP of FY2005. GDP |

The government is aiming to finance 52 pet Domestic 190 206 016 1.90 200 010| 1.90

centof total ADP of FY2006 from domestic ~ _Borrowing | (40.43)| (46.19) (41.30)| (4474)| | (42.22)

resources. In the context of low revenue External Loans 2.80 240 -0.40 2.70 247 | -0.23 2.60
7 5 ; | |

earnings following the flood of 2004, this a0 Bos (5?45;[;? (538:[; 024 (5_84723 (554257)015“@74—75%

share was 49.1 pet cent in the revised ADP Overall Balance (100_00)5 (100.00) (100.00) | (100.00) (100.00)

of FY2005.

Naote: Fignres in the parentheses indicate share of each items in tolal fiscal financing,

A number of 29 new projects have been

included in the new ADP, of which 5 are
investment projects, 11 are technical assistance (TA)
projects and 13 are Japanese projects. Another 124
unapproved projects have been included in the ADP.
As 189 projects were completed during FY2005, with
the new projects in FY2006, the total number of
projects now stood at 838.

Budget Deficit and Financing

Systematic fall in actual budget deficit’, as percentage
of GDP, during the previous years from (-) 5.16 per

Box 3.1: Mismatch in Deficit Financing Data:
Finance Division Vs Bangladesh Bank

There is a significant inconsistency in terms of fiscal
deficit accounting between the two government
institutions - Finance Division and Bangladesh Bank.
While Finance Division reports that in FY2005, the
domestic and foreign financing ratio of budget
deficit has been 60:40, according to Bangladesh Bank
the ratio is 54:46.

Mismatch of Deficit Financing Figures:
Finance Div Vs Bangladesh Bank
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Source: Estimated from CPD Database.

cent in FY2002 to (-) 4.78 per cent in FY2004,
continued as it stood at (-) 3.9 per cent in FY2005,
which is lower than the PRSP target of (-) 4.7 per cent
of the GDP. Lower implementation of ADP also saved
the economy from a higher deficit. Thus, lower deficit
is not always a sign of strength, but sometimes a sign of
weak implementation of public investment
programme as well.

Despite the shortfall in revenue collection, domestic
financing contributed to 59.9 per cent of total deficit
financing in FY2005, while the share was 60.7 per cent
in FY2004. The share of foreign financing increased
from 39.3 per cent in FY2004 to 40.1 per cent in
FY2005.

Within the domestic resources portion the major
source was net borrowing through non-bank
instruments that accounted for Tk 3329.7 crore, which
is, however, (-) 27.2 per cent less than the
corresponding figure of FY2004, Another Tk 4363.7
crore was borrowed from the banking sources, which is
about 91.9 per cent higher than the matching period of
FY2004. Share of bank borrowing in total deficit
financing has increased from 20.1 per cent in FY2004
to 33.7 per cent in FY2005. On the other hand, the
share of non-bank borrowing has reduced from 40.4
per cent in FY2004 to 25.7 per cent in FY2005. The
budget deficit is projected to a higher extent (at -4.5 per
cent of GDP) in the new budget for FY2006, which is
marginally lower than the PRSP projection (-4.6 per
cent).

Finance Division's data for the FY2005 indicates that
the government had to mobilise about Tk 12944.7
crore to finance the fiscal deficit, which is 14.2 per cent
higher than the comparable figure for the preceding
year. During this period, an amount of Tk 1773.2 crore

‘ Budget deficit reported in the budget announcement is revised, not actual. Since there is a lag between actual expenditure and budget

proclamation, actual budget deficit often remains unpublicised.

[24] Independent Review of Bangladesh's Development



Table 3.7: Sources of Financing

within the foreign financing
component, foreign grants
contributed 34.2 per cent while

Budget Actual Growth f
net foreign loan (after
FY2008 | Y2004 | FY2005 | FY2003 Y2004  FY2005 FY200504 o icarion) added 65.8 per cent
1. Net Foreign Financing  6173.10  9309.30 8849.10 6340.30 4455.50 5188.90 16.46 to the total foreign financing,
Grant 304130 259630 1889.00 3309.20 154950 177320 14.44
Loan 613020 980550 944100 5664.00 542450 6141.00 1321 Within the domestic resources
Sl part the main source was
Amortisation 3007.40 309250 248090 2632.90 251840 272530  8.22 b : ;
orrowing through banking
2 DDmEStiGFiﬂancing 5913.10 6500.00 7099.00 4284.10 688190 7755.80 12,70 instruments that accounted fOE
Non-Bank Borrowing 403850 = 346000 4500.00 441550 457530 332070 = 27.22 Tk 4363.7 crore, which is 91.9 per
Bank Borrowing 135800 304000 2599.00 -195.10 227370 436370 = 9192 cent higher than the
e ! corresponding figure of the
Privatisation Receipts 516.60 0.00 0.00 63.70 32.90 62.30 = 89.36 previous yeat. Another Tk 3329.7
3. Total Financing (1+2) = 12086.20 15809.30 15948.10 10609.40 11337.50 1294470 14.18 crore was borrowed from the

Sonrce: CPD-IRBD Database, 2005.

Figure 3.10: Decomposition of Deficit Financing During
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(i.e. 13.7 per cent of total deficit) came as foreign grants
while another Tk 6141.0 crore (i.e. 13.2 per cent of total
deficit) came as foreign loan. After amortisation of Tk
2725.3 crore, a net amount of Tk 5188.9 crore was used
to fill 40.1 per cent of the total budget deficit. Thus,

non-bank source, which is,

howevet, (-) 27.2 per cent lower

than the matched period of

FY2004. The remaining Tk 62.3
crore was received from the privatisation process,
Share of bank borrowing in total deficit financing has
increased from 20.1 per cent in FY2004 to 33.7 per cent
in FY2005. On the other hand, share of non-bank
borrowing has dropped from 40.4 per cent in FY2004
to 25.7 per centin FY2005. Bank and non-bank sources
account for 56.3 per cent and 42.9 per cent of total
domestic financing respectively in FY2005, which were
33 per cent and 66.5 per cent respectively in FY2004.

From the above discussion, it becomes amply clear that
during FY2005 the government has used both its
foreign sources (mainly loan) and domestic banking
sources as major sources of deficit financing
According to traditional theory of government debt,
“budget deficit leads to lower national saving, lower
investment, and trade deficit. In the long run, it leads to
a smaller steady-state capital stock and larger foreign
debt” (Mankiw, 2000). It is worth mentioning that trade
deficit-GDP ratio has increased from 4.1 per cent in
FY2004 to 5.5 per cent in FY2005. This trend in trade
balance may further distort the fiscal balance.

4, DEVELOPMENTS IN THE MONETARY SECTOR

4.1 Domestic Credit Expansion

According to money supply (M3) data, total domestic
credit during the FY2005 registered a substantial 16.19
per cent growth over its matching figure for FY2004.
This is significantly high when compared with the

average credit growth of 14.67 per cent during the
FY2001-04 period. The growth rate was even lower
during the FY2004, at 14.94 per cent.

Outstanding domestic credit in FY2005 stood at Tk
189032.2 crore, of which Tk 115771.4 crore was in the

HOLOES ADVISNOW 3HL NI SINIWJO T3NS0
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private sector and the remaining Tk 73260.8 crore was
in the public sector. The share of the private sector
(61.24 per cent) was slightly higher when compated
with the average share of 59.37 per cent as was
observed during the past five years (FY2000-FY2004).

share in total domestic credit from 15.28 per cent in
May 2004 to 18.32 per cent in July 2004, squeezing out
the share of private sector from 77.8 per cent to 74.6
per cent between the same periods. However, soon
after the flood during July-August period, the

Government Borrowing and Public Debt

During FY2005, government borrowing
experienced a major shift as regards its source by
way of making a shift from non-bank to banking
sources. This process has been underpinned by a
drastic fall in the net sales of National Savings
Deposits (NSDs). Shate of bank borrowing in
total outstanding public debt increased from
39.53 per cent in FY2004 to 41.20 per cent in
FY2005. Outstanding public botrowing in
FY2005 stood at Tk 62135.9 crore, registering a
12.10 per cent growth rate over the previous

government restrained its borrowing to give more
room to the private sectot.

Figure 4.1: Public Debt (domestic) in FY2005:
Changes in Outstanding Stock
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Outstanding public debt (domestic) as per cent
of GDP remained stable in FY2005 as it creptup
to 16.86 per cent from 16.65 per cent at the end
of FY2004. While bortowing from non-bank
sources as per cent of GDP reduced from 10.22
per cent to 9.91 per cent, borrowing from banks
as per cent of GDP increased from 6.58 per cent to
6.95 per cent between FY2004 and FY2005. In other
words, two-thirds of the domestic public debt is
attributable to non-bank sectort, while the remaining to
the banking system.

Hence, in FY2005, the government borrowing was
financed mainly by the banking sector. The second
quarter experienced the highest growth of 20.97 per
cent for government bank borrowing, It was observed
that in the third quarter (January- March) the
government repaid the bank borrowing and borrowed
mainly through NSD instrument. Howevet, the overall
growth of government borrowing was low. But duting
the last quarter (April-June) the growth from bank and
non-bank sources were as high as 18.80 per cent and
16.07 per cent respectively.

One may explain this upward trend in domestic credit
expansion by the government's expansionaty approach
tollowing the floods of July-August 2004. Curiously
enough, high growth of credit was also noticed before
the flood in the government sector, as it increased its

26] Independent Review of 8angladesh's Development
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Sonrce: CPD-IRBD Database, 2005.

Sale of NSD certificates during the FY2005 stood at
Tk 10180.48 crore registering a 5.19 per cent growth,
while the repayment of principal increased by 33.18 per
cent registering a (-) 36.18) per cent negative growth in
the net sale including the capital market.

This decline in the sale of savings certificates is a
response to the government's decision of lowering the
interest rate of NSD certificates to minimise the cost
of borrowing and encouraging people to invest in the
economy. The recent upward movements in the capital
market can also be correlated with the declining trend
of NSD sale. Though the second aim of the
government for lowering the interest rate, ie. to
encourage private investment, was somewhat achieved,
it however backfired with a sharp nosedive in NSD sale,
putting the government at a risk of financial
inadequacy in the face of budget deficit.

In that case, the government will have to increase its
borrowing from the banking sector, which will then
create a negative impact on the private sector
investment by squeezing the private sectot's share of
borrowing from the bank.



In the context of this dilemma, the government has
taken some decisions to increase the sale of NSD
certificates with the same lowered interest rate. The
government has increased the limit of investment in
NSD certificates, for single owner from Tk 20 lakh to
Tk 25 lakh, and in dual name, from Tk 40 lakh to Tk 50
lakh, which is equally applicable for re-investment.
Besides, one can also reinvest his/her interest along
with the principal amount. The commission of banks
and post-offices has also been changed from the fixed
rate of Tk 20 for each transaction to “5.0 per cent for
each transaction” to encourage their sales efforts.

Figure 4.2: Monthly Trend in Credit to Government (in M2)

30000 |
wass  Credit to Government

25000 ——  Growth (point to point)

20000

Crore Tk

15000 l\l
"

10000 /

“JuroT

Jan-02
Jul-02 1
Jan-03 7

5000

0

Source: CPD-IRBD Database, 2005.

One of the distinguishing features of the fiscal year
was the high increase in “other public sector” credit,
which experienced a galloping 24.90 per cent growth.
This high growth was observed in the backdrop of the
recent hike in global oil price. Bangladesh Petroleum
Corporation (BPC) had to borrow heavily to finance
the high impott payments for POL products.

Private Sector Credit

The private sector credit experienced a stable growth
of 18.3 per cent during the FY2005. The outstanding
amount of total domestic credit to private sector stood
at' Tk 115771.4 crore, 93.5 per cent of which came from
banking sources, while the remaining 6.5 percent came
from non-bank depository corporations (NBDC).

It may be noted here that the correlation of credit
growths between public and private sectors often

appeats to be negative,. When government borrows
excessively from the banking sector, it usually squeezes
banks' private sector lending capacity. However, excess
liquidity in the banks provides enough room for
government sector borrowing to expand without
crowding out the share of the private sector. As
observed during FY2005, credit to the private sector
increased in terms of absolute volume but private
sector share declines slightly as a result of high growth
of public sector borrowing,

4.2 Industrial Credit

Term Loan
35

L 30 During FY2005, as against the sanction of Tk

10789.45 crore, an amount of Tk 8700.0 crore

25 was disbursed as term loan, registering a 30.2 per
20 cent growth over the previous year. The high
growth in import of capital machineries and
- 15 industrial raw materials (discussed afterwards)
£ can be linked with this high rate of credit
192 disbursement.
o
: In the backdrop of the slowdown in growth of

industrial term loans in the previous years (since

15 FY2001), the disbursement record for FY2004

was quite impressive at Tk 6675.91 crore, i.e. a
-10 68.5 per cent growth. Following a recovery of Tk
4963.44 crore in FY2004, the net flow to the

-15 :
sector was Tk 1712.55 crore, which compares
favourably with the outflow of Tk 126.87 crore
during the comparable period in FY2003.
Figure 4.3: Disbursement of Term Loan in FY2004-05
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Sonrce: CPD-IRBD Database, 2005.
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DEVELOPMENTS IN THE MONETARY SECTOR

However, net disbursement during FY2005 was (-)
90.80 per cent less than the equivalent figure of the
previous year. Thus, the net flow of term loan stood at
Tk 157.54 crore, which was Tk 1712.55 crore during
FY2004.

One interesting feature to be noticed here is that loan
disbursement by NCBs during this petiod declined by
(-) 40.16 per cent, though the loan sanctioned was 12.55
per cent higher than that of FY2004. However, such
low disbursement does not mean that there is a decline
in consumer demand; rather this decline in loan
disbursement is by government decision as a part of
the NCB reforms.

Loan disbursement from private commercial banks
(PCBs) (domestic) shows a growth rate of 69.66 per
cent, which has also emerged decisively as the largest
contributor (little above 60 per cent) to total industrial
loan disbursement. NCBs accounted for 4.95 per cent
of the total term loan disbursement while development
finance institutions (DFIs) and PCBs (F) contributed
332 per cent and 12.53 per cent to the total
respectively. The remaining 18.92 per cent of the term
loan was contributed by NBFIs duting the FY2005.

Working Capital

The flow of working capital also showed a mentionable
increase during the I'Y2005, both in terms of sanction
and disbursement. During this period, an amount of
Tk 22070.0 crore was disbursed against the sanctioned
amount of Tk 18917.39 crore for the same period.

Figure 4.4: Disbursement of Working
Capital in FY2004-05

# Disbursement in FY04

Disbursement in FY05
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Sonrce: CPD-IRBD Database, 2005,
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During this time, the sanctioned amount increased by
18.72 per cent, while the disbursement grew by 26.1 per
cent over the corresponding figure of the previous
fiscal year.

As in the case of the term loan, PCBs (D) registered an
expansionary 26.58 per cent growth rate. It can be
noted that PCBs (D) has the highest 73.03 per cent
share in total disbursement of working capital. While
the disbursement of DFIs decreased by (-) 25.70 per
cent, and NCBs registered a negative (-) 11.57 per cent
growth during the FY2005 over the corresponding
figure of the preceding fiscal year.

Relative contributions of working capital during the
Y2005 period reveal that NCBs accounted for 10.84
per cent of the total working capital disbursement as
DFIs and PCBs (F) contributed 2.90 per cent and 12
per cent shares respectively. The remaining 1.24 per
cent of the working capital was contributed by NBFIs
during the period under report.

Loan Default Scenario

Total classified loan stood at Tk 21082.80 crore in
FY2005, registering a 14.7 per cent growth over the
previous year when the total classified loan was
calculated at Tk 1844294 crore. Consequently, the
share of classified loans in total outstanding loans
increased from 15.8 per cent to 21.3 per cent between
the same time intervals.

Only foreign banks (FBs) made significant progress

Figure 4.5: Classified Loan by Banks
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during the FY2005 in reducing the total classified loan.
FBs recorded a negative growth rate of (-) 16.99 per
cent over FY2005. NCBs, PCBs, and DFIs recorded
growth rates of 13.21 per cent, 10.58 per centand 22.71
per cent respectively over the preceding year (FY2004).

4.3 Reserve Money and Liquidity Position

The increasing trend of reserve money continued in
FY2005. During FY2004, reserve money stood at Tk
1943.3 crore, registering a substantial increase of 8.0
pet cent against that of FY2003 (Tk 779.5 crore or 3.3
pet cent during FY2003). In FY2005, the figure for
reserve money growth was even larger at 12.53 per cent
and total reserve money stood at Tk 3290.6 crore. This
significant change mainly occurred due to claims on
Government (net) of Tk 3826.7 crore. Claims on
private sector also experienced a high rise this year.
However, net foreign assets along with claims on
Government (net) played the key role in this regard.
Reserve money multiplier increased from 4.94 per cent
at the end of June 2004 to 5.13 per cent at the end of
June 2005.

Total liquid assets of Scheduled Banks stood higher at
Tk 30570.97 crore at the end of June 2005 compared to
Tk 28689.64 crote in end-June 2004. Excess liquidity
of Scheduled Banks, however, stood lower at Tk
10941.61 crore at the end of June 2005 compared to Tk
11754.04 crore at the end of June 2004.

4.4 Agricultural Credit

It was expected that the post-flood rehabilitation
programmes of the government will be reflected by an
increase in the agricultural credit. However, agricultural
credit expansion during the FY2005 presents a mixed
scenario. Though disbursement has increased, the
target has not been achieved.

Credit disbursement to the agriculture sector stood at
Tk 4956.78 crote in FY2005, which is 22.5 per cent
higher than the disbursement of the previous year.
However, this extraordinarily high growth rate can be
explained mostly in terms of the expansionary
apptroach of the government in the post-flood months
by its lower benchmark during the previous year.

While in the FY2004 only Tk 913.09 crore was
disbursed for the rutral economy, total net flow in the
FY2005 stood at Tk 1785.63 crore, almost double
compared to the previous year.

However, it can be mentioned here that the
disbursement duting this period is 89.51 per cent of the
total fiscal target. A higher target achievement was
desirable during this period because of the Boro
production.

Figure 4.6: Agricultural Credit Expansion by Sector
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Crop loan followed by “Poverty Alleviation” received
the highest amount of credit, while “Grain Storage &
Marketing” registered the highest sectoral growth
during the period under consideration. Interestingly,
due to a low disbursement rate in FY2004 and a
moderate recovery in FY2005, the overdue agricultural
credit as percentage of outstanding loan was 41.18 per
cent in FY2005. Ovwerdue loan as per cent of
outstanding loan declined at the same time by an
impressive (-) 17.36 per cent rate.

It may be recalled here that the high growth of
agricultural credit (11.03 per cent) during the flood year
1999 declined in the subsequent yeats, as lower
disbursement (-5.56 per cent) and higher recovery
(56.37 per cent) rates in FY2000 led to an outflow of
Tk 1.45 billion from the rural economy. The economy
might witness a similar trend during the next (FY2006)
fiscal year.
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4.5 Inflation

Consumer Price Inflation

The rising trend in inflation has been a major concern
in FY2005. The national overall inflation on point-to-
point basis at the beginning of FY2005 (July 2004) was
5.65 per cent, which gradually increased
to 7.92 per cent in October 2004. The
inflation rate gradually came down to
5.50 per cent by December 2004, but in
the subsequent months, it started to
inch up again and increased to 6.72 per
cent in March 2005. At the end of the
fiscal yeat, it stood at 7.35 per cent (June
2005). The 12-month moving average
inflation rate also shows an upward
trend, reaching as high as 6.49 on June
2005.

Per cent

Three major features were obsetrved in
the price level: (i) inflation is higher in
rural areas; (i) food inflation is higher in

Taka against US dollar that made imports costly; and
(v) expansionary monetary policy.

Food Inflation

The 2004 flood appeats to be the most influential
factor in triggering the rise in food prices, although the

Figure 4.8: Food Inflation (Point to Point)

both rural and urban areas; and (iii) non-
food inflation is showing a moderate
and stable trend since October 2002.
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The underlying reasons for high
inflation in FY2005 are: (i) supply
shortage due to flood in July-August
2004, and excessive rainfall and flash
flood in September 2004; (ii) global price hike of food,
oil, fertiliser and steel; (iif) increase in the price of
public utilities such as gas and water; (iv) weakening of

Figure 4.7: Inflation (Moving Average)
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upturn started back in January 2003. The food inflation
in FY2004 was 6.64 per cent (on point-to-point basis),
which then started to accelerate and in October 2004, it
reached 10.46 per cent (on point-to-point basis), a
record high since FY1999. After
October 2004, food inflation
gradually declined to 6.52 per cent in
January 2005, and then steadily
increased to 8.73 per cent in June
2005. Rising inflation will be one of
the major challenges for the
upcoming FY2006 and the

Per cent

government will need to keep a
watchful eye on the inflation curve.
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Wage Inflation
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Source: CPD-IRBD Database, 2005.

DEVELOPMENTS IN THE MONETARY SECTOR
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—A— Non-Food

Latest available figure shows that the
general wage index grew only by
about 6.84 per cent in June 2005, as
against 3.9 per cent growth in June
2004. Sectoral analysis shows that
wage index of manufacturing and

Jan-05



construction wotkers had grown only 6.55 per cent and
5.66 per cent in June 2005, as against 5.89 per cent and
0.18 per cent in 2004 respectively. The wage index of
agricultural workers grew at 9.26 per cent, which was
stagnant at zero per cent in June 2004. Meanwhile, the
fishery sector marked a 6.51 per cent growth as against
6.07 per centin June 2004.

Agricultural wage inflation has been rising since the
beginning of this year. Considering the high CPI
inflation and food inflation in rural areas, it seems that
agricultural wage inflation has, to some extent, helped
to keep the real income at a constant level.

The crucial point here was that CPI inflation was
increasing at a higher rate compared to wage inflation.
Thus, real income of average wage earners fell in

FY2005.

Per cent
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Figure 4.9: Wage Inflation
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Box 4.2: Interest Rate Cut: At Who's Cost?

Several financial sector reform programmes since the mid-1980s attempted to bring in competition in the
financial market through interest rate deregulation. Most of those reforms failed to generate results as those
ignored market structure. For creating more vibrant private sector patticipation, a liberal licensing policy was
pursued by two governments since the 1990s. However, the interest rate rather rose as a tesult of wild chase after
the depositors' money by newly formed private commercial banks. The fundamental bottleneck in
operationalsing a market-based interest rate was high intetest rate in government bonds. The government finally
decided to slash interest rates on government bonds with effect from January 2004,

Trends in Commercial Interest Rate
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DEVELOPMENTS IN THE MONETARY SECTOR

—

Lending Interest Rate

Concutrrently, with the reduction of interest on the government bonds, the lending rate of NCBs also
autonomously reduced. As a result of these two measures, the overall lending rate started to fallimmediately [see
Figure]. In the case of weighted average lending rate, the interest rate fell from 11,94 per cent to 10.74 per centin
January 2004, compated to December 2003.

Since January 2004 up till February 2005, the weighted average commercial lending rate fell by 1.44 per cent in
absolute terms. The rate of the fall was 13.59 per cent. It should be noted that parallel pressure of the Bangladesh
Bank and the Finance Minister himself also contributed to the reduction in interest rate.

Deposit Interest Rate

The reduction of the lending rate was achieved mainly through reduction of cost of fund, not through
improvement of quality of lending, If we observe the trend of commercial deposit rate, the decline of the
deposit rate was steady unlike the lending rate, which follows an erratic pattern, and the weighted average fall in
deposit rate in absolute terms was 1.84 pet cent (compared to the lending rate fall of 1.44 per cent). The rate of
the fall was 36.01 pet cent. The higher rate of decline in deposit interest rate shows that the entire exercise of
interest rate liberalisation duting the last 20 months (July 2003-February 2005) benefited the commercial banks
more by having average premium from depositors of 0.4 per cent. Based on the total deposit for the petiod as Tk
2959.83 billion, the loss of depositors as interest income comes to about Tk 1183.93 billion annually. Itis also to
be noted that due to reduction of deposit interest rate, the growth of time deposit slowed down [see the
following table]. The time deposit growth rate for demand deposit was 0,57 per cent below, on the other hand,
for time deposit it was 0.28 pet cent. For March 2004 and March 2005, the respective growth rates were 16.35 pet
centand 15.19 per cent respectively.

Growth of Time and Demand Deposit, March 2004 and March 2005

Percentage Changes

_ : March 2005 Over
Mtems March February  March February March
2005 2005 2004 _ 2005 2004

1 2 3 4 5 6
1. Demand Deposits 148410 147573 127551 0.57 16.35
2. Time Deposits 1086014 1082999 942779 0.28 15.19
Total : 1234424 1230572 107033_0 15.33

Source: Bangladesh Bank.

As awhole, the commercial interest rate both for lending and deposit fell during the last fiscal year. However, it
happened at the cost of depositors with two components: one, proportionate decline and second, extra
reduction of depositinterest rate.

Interest rate and Inflation

Taming inflation only through increase of interest rate seems to be an inapproptiate policy proposition. This
policy will facilitate tise of lending interest rate but not the deposit interest rate. The positive gain of lending
interest rate reduction will be lost because of such move. If one correlates the reduction of lending interest rate
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and growth of industrial credit, a positive relationship is to be found. In an environment of stagnantinvestment
this trend became positive in the recent past. The predictability of investment environment will be destroyed.
The automatic controller of interest rate as a leverage for controlling inflation is not workable in the fragmented
financial system of Bangladesh. Lack of relationship between the bank rate (which is now 5.0 pet cent) and the
interest rate shows that the financial market is still fragmented. It is not that the government will be able to
reduce interest rate immediately after inflation gets under control.

Alternatively, it was possible to increase the CRR and SLR, which could reduce the lendable money from the
bank immediately and control the lending factor of inflation. After the normalisation of the inflation rate, the
CRR could be reduced. Furthermore, reduction of deposit rate contributes more to the inflation pressure than
the reduction of lending rate, through increase of consumption by the potential depositors. The reasons of
recent inflationary pressure lie elsewhete, not in the financial market. Those factots should be addressed.
However, some of these are outof the government's control like the rise in global fuel and food prices.

5. PERFORMANCE OF THE REAL SECTOR

5.1 Agricultural Production

Foodgrains

Foodgrains sector in FY2004 recorded the highest
production since the independence of Bangladesh.
Total production of foodgrains (rice and wheat) was
27.44 million metric tonnes (MT), which was 2.80 per
cent higher than that of FY2003. It may be mentioned
here that wheat production has been gradually
decteasing since 1999/00. Thus, it appears that
increase in total foodgrain production in recent years is
mainly due to the increase in rice production (mostly
Boro).

The operational target for foodgrain production in
FY2005 was set at 30 million MT, which is 9.32 per cent
higher than the actual production in FY2004.
According to the BBS, production of Aus rice has
declined from 1.83 million tonnes in FY2004 to 1.50
million tonnes in FY2005 and Aman production has
declined from 11.52 million tonnes in FY2004 to 9.82
million tonnes in FY2005. In other words, Aus and
Aman rice production in FY2005 are respectively 18.1
pet cent and 14.8 per cent lower than that of I'Y2004.
Decrease in Aus and Aman output was mainly due to
the damage by the July-August flood, which affected 46
districts, and excessive rain and flash flood in
September, which affected 24 districts.

Farmers could offset this loss by producing more Boro
rice (13.8 million MT), which recorded a 7.8 per cent
growth in FY2005 over the preceding yeat's yield.

Bumpet production of Boro is the result of the
following factors: (i) farmers' special effort to
compensate for the losses occurred by 2004 flood,; (ii)
distribution of seed and balanced fertiliser, and
modern seeds under post-flood agricultural
rehabilitation programme of the government; (iii)
good weather condition, particulatly rain in March
before the flowering stage of Boro plants. Wheat
production on the other hand registered a negative (-)
22.1 per cent growth, declining from 1.25 million M'T
in Y2004 to 0.98 million MT in FY2005.

Figure 5.1: Production of Foodgrains in Bangladesh:
FY 2004-05
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State of the Economy FY2005 [8

gOL03S Tvad IHL 40 IONVINHOTHSd

L9



PERFORMANCE OF THE REAL SECTCR

Total rice production in FY2005 was 25.2 million MT,
i.e. 3.9 per cent less than that of FY2004 (26.2 million
MT), and total foodgrain production in FY2005 was
26.1 million tonnes, i.e. 4.8 per cent less than that of
FY2004.

Other Crops

During FY2005 farmers have taken extra effort to
increase winter vegetable production after their
experience of high prices of vegetables during August-
October 2004, Extra effort of farmers led to an
increased production and supply of vegetables since
November 2004, which helped to reduce the price.
However, farmers' success in increasing vegetables
yield had been penalised through drastic fall in winter
vegetable prices. In some areas, farmers were not able
to sell their winter vegetables even at production cost.

Livestock

The Directorate of Livestock Services (DLS) projected
that milk production in FY2005 is likely to be 2.03
million tonnes against 1.99 million tonnes in FY2004,
while meat production in FY2005 would be 0.96
million tonnes against 0.91 million tonnes in FY2004.
On the other hand, number of eggs produced in
EFY2005 is expected to be 5161 million against 4780
million in FY2004. In FY2005, growth in milk, meat
and egg production is likely to be 2.01 per cent, 5.49 per
centand 7.97 per cent respectively. It may be noted that
growth in milk, meat and egg production in FY2004
was 9.34 per cent, 9.64 per cent and 0.06 per cent
respectively. Slow growth of these products in FY2005
owes largely to the flood of 2004,

Fisheries

Fisheries production experienced a 5.4 per cent growth
in FY2005 against a 5.2 per cent growth in FY2004.
Total fish production rose from 2102026 MT in
FY2004 to 2215957 MT in FY2005. Though the flood
of 2004 negatively affected culture fisheries, there was
some positive impact of this on open water fisheries
since fish from ponds and other reservoirs had
migrated to open water as a result of the flood.

Food Aid, Commercial Import and Food
Availability

Imports of foodgrains into Bangladesh ate sustained
from two sources: food aid and commercial imports.

84] Independent Review of Bangladesh's Development ™

The latter comes both through government and private
channels.

During FY2005, total rice import (public and private
sector) was 1311,000 tonnes against an import of
801,000 tonnes during FY2004 (ie. 63.7 per cent
highet). On the other hand, wheat import (by public
and private sector) in FY2005 was 2076,000 MT against
1998,000 MT in FY2004 (i.e. 3.9 per cent higher). Thus,
total food grain import (3387,000 tonnes) in
Bangladesh in FY2005 was 21.0 per cent higher than
that of FY2004.

Per capita food availability in FY2005 was 536 gram
(gm) per day against 552 gm in FY2003 and 540 gm in
FY2004 (Figure 5.2).

Figure 5.2: Per Capita Daily Foodgrain Availability
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Sonrce: Bangladesh Foodgrain Digest.

5.2 Industrial Production

The country observed an encouraging recovery in the
industrial sector during the FY2005 after the
devastating flood. Quantum Index of Production
(QIP) of medium and large scale manufacturing
industries showed a considerable improvement, QIP
jumped to 290.8 in FY2005 against that of 272.1 in
FY2004, which indicates a 6.9 per cent growth in
industrial production in the current fiscal. However,
weighted average growth of production (base year
1988-89) shows a growth of 4.7 per cent, which would
jump up to 10.9 per cent if the base year is changed to
2000-01. This indicates that there is a need for
substantive revision in the weight of industties if the
estimates are to reflect the ground realities.



Starting with a very high level of production this year
(QIP in July 2004 was 308.18); major manufacturing
industries could not maintain it in the following
months mainly because of the 2004 flood, QIP dipped
to 256.5 in November 2004. After a quick recovery in
December (QIP 294.8), production level again went
down in the subsequent months. However, industrial
production once again gained rhythm at the end of the
year, With a substantial increase in the production level,
QIP reached 332.51 in June 2005, accounting for a
48.79 pointincrease since April 2005.

Figure 5.3: Quantum Index of Industrial
Production during FY2003-05
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Figure 5.4: Growth in Major Industries During FY2005

Manufacturing of cotton and garments showed 22.81
per cent and 6.10 per cent growth respectively,
supporting the high growth performance of export by
these sectors. Other sectors, which showed modest to
high growth during this period include: MS rod (12.85
per cent), cement (12.96 per cent), and drugs and
pharmaceuticals (13.21 per cent). This growth was
mainly due to increasing domestic and international
demands. However, fertiliser, jute textile, paper and
petroleum products showed negative growth during
this period, registering (-) 8.48 per cent, (-) 14.87 per
cent, (-) 10.43 per cent and (-) 2.17 per cent negative
growth respectively, mainly because of declining local
and international demands (in the case of jute) or
increasing import (in the case of paper and petroleum
products).

On the other hand, production of small scale
manufacturing industries has increased by 8.23 per cent
in FY2005 compared to the previous year. This
increase is even higher than the growth in large-scale
industries. All small-scale industries have experienced
growth in the current fiscal year at varying degrees.
Small industries that achieved relatively moderate and
high growth are: non-metallic mineral products (25.01
per cent), textiles, leathers & apparel (10.62 per cent),
wood and wood products (7.71 per cent), and paper,
printing and publishing (18.44 per cent). On the other
hand, industries that experienced relatively lower
growth are: chemicals, rubber and plastic (4.26 per
cent), food, beverages and tobacco (6.23 per cent),
metal products machinery (5.59 per cent), and basic
metal industries (4.69 per cent).
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PERFORMANCE OF THE REAL SECTCR

Figure 5.5: QIP of Small-Scale Manufacturing Industries
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Box 5.1: Crisis of Power Supply and Its Economic Cost

Power supply situation in Bangladesh is experiencing a setious
crisis over the last few years. This worsening trend is afflicting
huge loss to the economy. What is the economic cost of this
power ctisis to the nation? CPD carried out an analysis of the
power ctisis and has estimated the possible losses incurred by
the economy in FY2004 on this count. CPD's estimate also
provides for sectoral decomposition of the losses.

According to the findings of the aforesaid study, the economy
of Bangladesh has suffered a total loss of Tk 6,850 crore in
FY2004 due to power supply shortage. This figure is
equivalent to about 2.0 per cent of the GDP. The commercial
sectot accounts for maximum share of the loss (58 per cent)
followed by industry (34 per cent) and agriculture (8.0 per
cent).

e Commetcial sector is most affected due to the power crisis
and its total loss is about Tk 4000 crore annually. Without
an improvement in the overall power supply situation,
growing electricity use in commercial activities would have
negative incremental effect on the economy in future.

o Industrial sector is bearing a loss of about Tk 2,000 crore-
Tk 2,500 crore, which is equivalent about 5.0 per cent of
its sectoral contribution to the GDP, Over time, this loss
has increased. Small and medium size units are the major
sufferers in this sectot.

o Agriculture (including forestry and fisheries) is found to
be least affected with a sectoral loss of Tk 518 crore. The
butden could have been much higher if irrigation, the
major electricity-based agticultural activity, did not
undertake load management by way of use of power
mainly duting off-peak houts.
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investment in the country, which is noticed in the case
of investment in large, medium and small-scale
industries in the current fiscal year.

Box 5.2: Political Economy of
Petroleum Product Pricing

For the second time in FY2005, the
government resorted to price hike of
petroleum products. This was done in order to
reduce the losses incurred by the government
due to the large price differentials between
subsidised local and international markets. It is
important to point out that import duty on
petroleum products in Bangladesh is very high
(import duty: 25 per cent, supplementary duty:
15 per cent, VAT: 15 per cent, and surcharge:
4.0 per cent) and constitutes one of the major
sources of revenue of the government,

In May 2005, petroleum product prices were
increased: kerosene and diesel by Tk 3.0 (from
Tk 23 to Tk 26) and petrol by Tk 2.0 (from Tk
33 to Tk 35). Price of octane tremained
unchanged at Tk 35. This price increase was to
reduce losses of Bangladesh Petroleum
Cotporation (BPC) by about Tk 9.0 billion as
against its current total loss of Tk 20.75 billion.
One recognises the rationale for such revision
of prices, particularly in the backdrop of
escalating global price of petroleum products.
However, it is difficult to miss the distributive
implications of this particular government
measure.

Bangladesh's annual demand for petroleum
products is 3.8 million tonnes, of which 50 pet
cent demand is for diesel and kerosene, 1.0 per
cent for petrol, 3.0 per cent for octane and the
rest for others. Diverse consumer groups, from
rural and urban areas, demand different kinds
of petroleum products for irrigation, operation
of power tillers, inter-district transportation,
urban transpottation, manufacturing, and
domestic activities including cooking and
illumination. This indicates that any
readjustment in the fuel price by the
government needs to consider its
multidimensional impact without leaving one
consumer group (particularly the
disadvantaged ones) worse off as against
others.



Readjustments of Fuel Price in Bangladesh (Tk/litre)

It can be deduced
from the table that

e  Kerosene .~ Diesel ~ Petrol ~ Octane 7 diesel and kerosene
Oct. 2001 155 155 23 25 price  has  been
27 Dec. 2001 17 17 28 30 increased by 13 per
06 Jan. 2003 17 20 3 3% cent, while petrol
price was raised by

01 May 2004 20 20 33 35
0.0 per cent, at a rate

23 Dec. 2004 23 23 33 35
13.1 per cent ? 131 percent? — 6.1percent? ——— 0 percent less than half of
24 May 2005 26 35 5 the former. A
West Bengal, India 13.6 33.4 52 56.2 substantial increase
(November 2004) (Rs.0.01) (Rs.22.7) (Rs.35.4) (Rs.38.2) in diesel price will
Difference with India 124 74 17 212 raise  cost of
irrigation, as well
Sosirce: Prepared by CPD based on Financial Express, Bangladesh and wwn.bharatpelrolenn.com 5 kot ot

transportation of

agticultural commodities along with other effects. At the same time, enhanced kerosene price will put pressure on
cost of living of rutal people who use it substantially. Therefore, rural poor, i.e. the latgest social strata of the
population will be directly and adversely affected because of higher cost of diesel and kerosene.

Conversely, comparatively low tise in petrol price will affect urban dwellers having cats and other transports only
marginally. Indeed, price of octane, which is largely used in the cats of affluent people, did not undergo any
change. One of the majot reasons cited by the government in favour of this petroleum products price hike was to
detet the possibility of the items being smuggled out to the neighbouting country. The table will further indicate
that the price differential with West Bengal, India is highest in the case of octane (Tk 21.2), followed by petrol (Tk
17), kerosene (Tk 12.4) and Diesel (T'k 7.4). If diesel can be cartied as head load, cannot petrol and octane be
carried as well? One would be rather tempted to suggest that the revealed fuel price adjustments have been
thoroughly biased in favour of utban affluent people without due consideration to the interests of the rural poot.

5.3 Foreign Investment

Foreign investment has gone trough ups and downs in
recent yeats. In I'Y2000, foreign investment was $383
million. In FY2001, Bangladesh received almost $550
million as foreign investment. But there was a decline in
the flow of foreign investment in FY2002 and FY2003.
During FY2004 the country received a net amount of
$391 million as foreign investment, registering a
marginal 3.6 per cent annual growth over the previous
yeat. So, it increased in FY2001, decreased in FY2002
and FY2003, then again increased in FY2004 and
FY2005.

Foreign investment almost doubled as Bangladesh
received $776 million as foreign investment in FY2005.
There was no new portfolio investment during this
petiod. Total flow of foreign investment is 98.5 per
cent higher in FY2005 than the previous year
(FY2004). The very high growth of foreign investment
is a very significant change from the previous years. Of
course, if and when Tata's investment gets on track, the

Figure 5.6: Foreign Investment during FY2000-FY2005

900

800 + m Portfolio Investment
700 - o Foreign Direct Investment

600

FY0o FY01 FY02 FY03 FYo4 FY05

Saurce: Bangladesh Bank Report, 2004,

position of FDI inflow will hopefully imptove
significantly.

The sectoral decomposition of FDI flow in FY2005
reveals that the majority of the FDI in Bangladesh has

HOLD3S Tvad 3HL 40 IONYINGOSHId

State of the Economy FY2005 [8 7]



targeted the service sector (such as
telecommunication, energy and power and
mining and quarrying), accounting for about 56
per cent of the total FDI flow. Among other
sectors, the major industries are:
engineering/manufacturing sector (27 per cent)
and textile (10 per cent).

Figure 5.7: Sectoral Composition of
Registered FDI, FY2004

oMisc 0%

mAgro based 1%
1 0,
m Textile 10% u Chemical 1%

m Tennery &

Rubber 1% o Eng./Manufacture 27%

oFood and Allied 0%

Glass &
Ceramics 0%

IT 3%

i 0
B Service 56% w Printing & Packaging 1%

Sonrce: Board of Investnent.

Recent FDIs are targeting country's prospective
opportunities in energy and textiles industries,
along with chemical and fertiliser,
pharmaceuticals, infrastructure, financial sector
and telecom, which may partially meet the
required investments in some demanding sectors
where local investors are not ready to invest. It
indicates that foreign investors are targeting those
industries, which have either large domestic or
foreign markets. Prospective FDIs in RMG,
textiles by Taiwan, France, Pakistan and Malaysia
are mainly targeting the duty-free market access
facility enjoyed by Bangladesh in most of the
developed countries. FDIs in fertiliser, steel, and
energy by countries like India, France, Turkey and
the USA are targeting mainly the domestic market.

5.4 Capital Market

During the FY2005 both Dhaka Stock Exchange
(DSE) and Chittagong Stock Exchange (CSE)
observed an increase in share price index. The all
share price index of DSE matginally dropped
from 1319.0 in June 2004 to 1310.6 in June 2005,
registering about (-) 8.4 point decrease. General

PERFORMANCE OF THE REAL SECTOR

——
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Box 5.3: FDI Inflow: Discrepancy between BOI and
Bangladesh Bank Data Continues

In the backdrop of significant divergence between the
Bangladesh Bank (BB) and the Board of Investment (Bol)
regarding estimates of FDI inflow to Bangladesh, both the
institutions have been publishing FDI data since 2002 based
on their respective surveys of foreign enterprises. Both
institutions undertook the sutveys because of substantial
under-reporting in the banking data compounded by
definitional problems. Following publication of their first
teports (2002), it was found that while BB estimated an
inflow of $328.3 million in January-December 2002, Bol put
forward a figure of $328.1 million, indicating an insignificant
difference between the two. Cutiously, in the following years
(2003, 2004 and 2005), sutvey data of both institutions on
EDI flow gradually diverged as can be seen from the table
below:

Discrepancy between BOI and Bangladesh Bank Data.

_ FDllnflow (Calendar Year)
_ Source | 2002 | 2003 | 2004
| 3283 | 302 | 370
Difference 0.1 90.8 180

Soupce: Compiled by CPD based on data from BB and Bol,

Data collected under Bangladesh Bank sutvey appear to be
methodologically more robust than that of Bol. Examining
questionnaires of both institutions, it is found that Bol
collects FDI inflow data only, while BB's is a rigorous
attempt to collect, along with the inflow figure, information
on the companies' paid up capital, claims and liabilities,
operating profit and net income, and stock of FDI etc. Such
information, available from BB sutvey, allows us to
crosscheck the authenticity of the inflow data. Besides,
different monetary units used in the two surveys, 'thousand
taka' by BB and 'US § Million' by Bol, may create
discrepancies during currency conversion. The two
institutions also use different reference periods for reporting
of data: BB uses fiscal year (July-June), while Bol uses
calendaryear (January-December). !

Itis not obvious which of the institutions have the mandate
to collect FDI related data. As such, the foreign companies
may not feel obliged to provide the solicited information to
Bol. Bangladesh Bank also has no direct authority over
foreign enterprises other than to make request under Article
69 (Bangladesh Bank Order, 1972).

Whatsoever, it seems some progress has been made in
reporting and reconciling the information on FDI in
Bangladesh since CPD first pointed out the discrepancy in
this regard in 2002. This process may be further improved if
BB is made the sole focal point for collection of FDI related
information, while Bol may provide logistic support in
conducting the survey.



index (AB), on the other hand, registered a significant
394.3 points increase from 1318.9 in June 2004 to
1713.2 in June 2005. DSE-20 index also raised by 243.9
points during the same period, from 1628.6 in June
2004 to 1872.6 in June 2005. For the first time since 28
July 1997 all share price index crossed 1000 mark on 4
Aptil, and then 1200 on 3 June 2004, which is now
hovering around 1300. CSE also followed the same
trend when all share price index increased by an
amazing 943.6 points, from 2292 in 'Y2004 to 3347.0
at the end of June 2005,

Market capitalisation of the DSE has increased by 57.8
per cent from Tk 142.4 billion in FY2004 to Tk 224.6
billion in FY2005. The CSE expetienced a higher
increase (58.6 per cent) during the stated period. On the
other hand, the issuance of Initial Public Offerings
(IPOs) has increased during FY2005 compared to
FY2004 as 20 new IPOs entered into the capital market
between FY2004 and FY2005. However, the new
entrants are mostly from the banking and financial
sectors. This is still below the expected level, hence
following the simple law of demand-supply the rate of
over subscription has gone up. During the FY2004
public subscription was 2106 pet cent of the public
offerings. The share of public subscription in the
public offers during FY2005 was 1226.20 per cent.

There is a substantial amount of liquid money in the
hands of common people and at the household level
outside the banking system of Bangladesh. In view of
the fact that the income potentials from sources like
banks and NSD certificates have gone down due to
lowering of interest rates, a number of small and
medium investors ate now coming into the capital
market with their investible surplus. Following the
boom and bust in the capital market in 1996, several
initiatives undertaken by the Securities and Exchange
Commission (SEC)’ have also contributed to the over
subscription of IPOs.

Notwithstanding the oversubsctiption, the capital
market continues to remain both shallow and skewed in
Bangladesh. Current market capitalisation in DSE is
only 6.10 per cent of GDP in June 2005, which was
even lower at 4.3 per cent in June 2004. Three groups
of listed companies, viz. banks, pharmaceuticals and

chemicals, and food and allied products together
controlled about 60 per cent of the market
capitalisation.

Banks, insurance and investment activities attracted
most of the investors' interest. After the Lafarge
Shurma Cement's enlistment in the share market in
November 2003, no IPOs have come from the real
sector. No IPOs from telecom services were obsetved
as yet though the sector is picking up recently. In
general, banking and financial institutions petformed
better in the securities market. Out of 29 enlisted
banking and non-banking financial institutions
(NBFIs), 21 are of 'A' category, whose price earning
ratios are mostly about 10. It scems that private
commercial banks have performed well under prudent
law and regulation, and better supervision by the
Bangladesh Bank, introducing new products such as
government treasury bills, prize bonds, shares of
public limited companies, treasury dealings both in
local and foreign currency, automation tools such as
ATM, SWIFT, extended consumer credit scheme,
merchant banking, credit card operation and Islamic
banking,

The major reason behind profit-making companies for
not entering into the capital market could be the
absence of managerial expertise to expand their
business further. Some also fear to lose their family
ownership in the company if they go public. Besides,
this also would have called for more accountability and
transparency in terms of profit-making. The presence
of “professional” shareholders, which creates nuisance
in the AGMs, with a nominal share also distorts the
matket.

The dividend and profit provided to the investors for
their hard-earned shares are not adequate, and thus
everyone is buying and offloading their shares at a
higher price to make profit, which is causing this
phoney increase in share price index. It neither relates
to the performance of the share offering companies
nor does it show the overall macroeconomic trend of
the country’. ‘The recent attempt by one of the local
private banks to offload shares in the capital market by
opening 15,000 fake beneficiary owners' (BO) account
isacasein point.

" Such initiatives include abolition of kerb market, introduction of automated trading system, Central Depository System (CDS), and overall

technological changes.

* However, since the new IPOs are coming from the CDBL system and there is no curb market, at least this increase is not coming from any
fake share certificates as it was observed in 1996. Besides, the major increase in share price index is seen mainly on high value companies (DSE

20and CSE 30) who are giving 10 per cent dividend to their shareholders.
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IPOs from the real sectors also need to be encouraged.
If new IPOs do not come in the market to absorb this
high demand and necessary market corrections are not
visible, this spurious surge in the capital market will
soon fizzle out as only buying and selling of share
certificates cannot sustain this bullish trend. Therefore,
along with the telecommunications entities and other
private sector companies, government blue chips
should also be encouraged to come into the market.
Share of the profitable multinational companies and of

other local companies owned by the government may
be floated. Enlistment with the share market could be
the patt of the conditionality for setting up new
business in Bangladesh by the foreign companies, such
as those belonging to the banking and
telecommunications sectors. Indian business giant
Tata, which is going to make huge investment, could
also be asked to float its share in the market. IPOs may
also be encouraged through tax benefit.

6. BEHAVIOUR OF THE EXTERNAL SECTOR

6.1 Export Sector

Export earnings for the period FY2005 stood at
$8654.52 million, showing a highly encouraging growth
of 13.83 per cent, as compared to §7602.99 million in
FY2004. During this period, export earnings have
attained the strategic export target (which was $8565.78
million for this petiod), thanks mainly to the robust
performance of the manufacturing sector with a
growth of 13.57 per cent.

Export sector's robust performance in FY2005 is all
the more remarkable since this particular year coincides
with the full and final phase-out of the MFA quotas.
Although quota was phased out on January 1, 2005 the
otder for the wintet-spring season had started to come
in eatly FY2005 (September-November, 2004) and it
does credit to Bangladesh's producers that the country
has continued to remain on the radar screen of buyers.
Export earnings from woven garments have marginally
increased by 1.70 per cent, from $3538.70 million to

Figure 6.1: Export Structure for FY2004 and FY2005
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$3598.20 million during FY2005, whilst knitwear
showed a phenomenal growth of 31.26 per cent.
Export of knitwear increased from $2148.02 million in
FY2004 to $2819.47 million in FY2005. This was all the
more rematkable since knitwear exports had increased
by 29.9 per cent in FY2004, and the sector suffered
some damage, particularly in Narayanganj area,
because of the floods in July-August 2004.

Figure 6.2; Commodity wise Growth of Exports during

FY2005
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Sonrce: CPD-IRBD Database, 2005,

Export earnings from other manufactured goods such
as leather (4.5 per cent), chemical products (62.3 per
cent) and handicrafts (21.9 per cent) also experienced
modest to high growth rates. Jute's downward spiral
was halted this year, with export of raw jute and jute

Figure 6.3: Price and Volume Index of Export during
FY2005

Mfd. Product

Total Export Primary Product

m Export (price Index) = Export (volume Index)

Sonrce: CPD-IRBD Database, 2005,

goods registering an encouraging 20.7 per centand 24.3
per cent growth respectively. However, other than tea,
which posted a modest 0.2 per cent growth, export
earnings from all other principal primary commodities
including frozen foods (7.8 per cent) have shown
moderate to high growth rates during the period under
analysis.

However, a decomposition of export growth presents
a mixed scenatio. Most of the growth in export
earnings has been sustained through increase in
volume. On the other hand, the export price index
shows no significant rise in the average prices of
Bangladesh's export goods in the global market.
During FY2005 about 95 per cent of the export growth
was accounted for by a rise in export volume as against
only 5.0 per cent that was accounted for by rise in the
average prices: export quantum index has risen by 13.1
pet cent whilst export price index has posted a rise of
only 0.8 per cent. As would be expected, this trend is
mostly explained by movements of volumes and prices
of manufactured commodities, which accounts for the
lion's share in Bangladesh's total export. Volume index
of manufactured goods rose by 12.8 per cent while the
price index rose only by 0.8 per cent during the period
under analysis. However, primary commodities
experienced a rise of 0.18 per cent in its price index,
though the overall growth was significant since volume
index increased by about 17 per cent.

Figure 6.4: Contribution in Incremental Exports
during FY2005
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However, the dominance of RMG in the export basket
of the country has continued as 69 per cent of the
incremental export was accounted for by the growth of
RMG exports. Among others, chemical products
accounted for 7.0 per cent, jute goods 6.0 per cent and
frozen food only 3.0 per cent of the incremental
export.

Export divetsification must be given due priotity to
minimise Bangladesh's risks in the volatile global
export market of Bangladeshi products. Active
initiative should be taken to diversify frozen food
export to reach its export destination. Moreover,
quality control is also crucial for creating greater access
of Bangladeshi products to the developed markets.

6.2 Import

Bangladesh has been experiencing a steady growth in
its import since the time of market deregulation in the
1990s. Though there was a negative growth of import
in FY2002, the economy experienced remarkable
recovety in the subsequent fiscal years. Available data
for FY2005 also shows a continuation of that
restoration process. Imports to Bangladesh during
FY2005 registered a significant growth of about 21.4
per cent compared to the corresponding figures of
FY2004. When imports by EPZs are included, growth
of import stands at 20.6 per cent. It is to be noted that
import growth was accounted for both by growth of
imports of foodgrains (33.4 per cent) and non-food
items (21.2 per cent). Bangladesh's total import was
worth $11.9 billion in FY2005, which was $9.8 billion
during the previous fiscal year. Whilst pharmaceuticals
showed a negative import growth of (-) 9.3 per cent, all
major commodities experienced modest to high
growth rates during FY2005. Major contribution to
this growth came from capital machineries (53.0 per
cent), POL (62.6 per cent), iron steel and other base
metals (41.8 per cent) and fertiliser (121.7 per cent).
The import payments for POL products rose due to
the recent hike in world oil price. If this trend
continues, which apparently is likely to drag on for
sometime to come, this could put the BoP situation
under significant stress in the coming days. Import of
foodgrains increased significantly by 33.4 per cent
during this period to cope with damages caused by
2004 flood.

Import of textile and garments related inputs such as
raw cotton (14.1 per cent), yarn (21.9 per cent) and
textile and related articles (21.4 per cent) registered
impressive growth rates during the period under
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analysis, supporting the high export performance of
knitwear and woven garments in recent times.

Figure 6.5: Sectoral Growth of Imports during FY2005
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Notwithstanding some concerns that Bangladesh's
development is largely dominated by the service sector,
while the contribution of the real sector is gradually
waning, the high growth in imports of raw materials
and capital machineries is a positive development,
which is expected to have favourable impact on
investment and growth in the real economy.

Opening and Settlement of Import LCs

Import growth during FY2005 is also substantiated by
the data on fresh opening and settlements of import
letter of credits (LCs). During FY2005, LCs worth
around $12663.24 million were settled, and around
$14068.61 million were opened, registering a growth of
17.2 per centand 13.5 per cent respectively over the last
year. Settlement and opening of LCs for foodgrains
increased by 44.75 per cent and 81.96 per cent
respectively. However, for consumer goods these
figures stood at 39.43 per cent and 41.21 per cent
respectively.

In the case of capital machineries, LCs settlement
registered a growth of 36.49 per cent followed by a
growth of 55.17 per cent in the case of fresh L.Cs
opening. Major sectors enjoying this growth were
textile, garments, pharmaceuticals and jute. Price hike
in international oil market is the main cause for the



growth in LCs opening and settlement for petroleum
and petroleum products.

Both settlement and opening of LCs for textile fabrics
and accessoties for garments experienced a negative
growth of (-) 13.64 per cent and (-) 18.76 per cent
respectively, which is obviously a cause for concern as
far as the expected performance of particulatly the
woven RMG was concerned.

Figure 6.6: Growth Rates of Opening and Settlement of
LCs of FY2005 Over FY2004

Percent

pLES 5% Zg . vE D Fg E
& ==l i [ o ey oo 3 e frer] sy
36 88 =5 38 52 53 S
S = E= ©ad a2 £33
D 7] = A =iE
£ e 3 ® E T S o
= E g 88 =g
= o g= =
SN
& =]
i Growth of Opening of L/Cs M Growth of Settlement of L/Cs

Somrce: CPD-IRBD Database, 2005.

6.3 Foreign Aid

The declining trend of foreign aid disbursement, both
in absolute and in relative terms, deteriorated in
FY2004 when it came down to $1033.4 million (only
1.9 per cent of GDP) from that of $1585 million (3.1
pet cent of GDP) in FY2003, registering a (-) 34.8 per
cent negative growth. However, in FY2005 the flow of
foreign aid has experienced a reasonable increase in
terms of disbursement.

Disbursement of foreign aid in FY2005 stood at
$1491.0 million, whereas the matching figure for
FY2004 was lower at $1034.0 million. This indicates
that the disbursement of foreign aid was about 44.2 per
cent more compared to the previous fiscal year.
Another $1552.3 million worth of new commitment
of foreign aid came during FY2005. Commitment of
foreign aid in FY2005 was 23.9 per cent less than that
of FY2004 ($1923.1 million).

million US$

million US$

Figure 6.7: Flow of Foreign Aid in Bangladesh during
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Figure 6.8: Flow of Foreign Aid during FY04-05
2500 - Commitment | Disbursement
2000
1500 4
1000 -
500 -
0 T |
FY04 FYO05
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The composition of aid disbursement tends to be
rather disturbing because of the vanishing share of
food and commodity aid. A nominal amount of $32.0
million was disbursed as food aid in FY2005, whereas
only $22.0 million of commodity aid was disbursed
during this period. Among the new commitments of
foreign aid in FY2005, food aid and commodity aid
represents only $5.8 million and $22 million
respectively, whereas project aid amounts $1524.5
million.
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There is no denying that Bangladesh has been
experiencing a ballooning aid pipeline in recent years.
This is corroborated by the fact that while this pipeline
was $5450 million in FY03, the matching figure for
FY04 was $5738 million. Based on the recent available
data, aid pipeline is estimated to be $6027.8 million in
FY2005. However, the growing trend of loan in aid
commitment has resulted in an increased outstanding
debt which stood at $18557 million (30.9 percent of
GDP) in FY2005 against $17953 million (31.8 percent
of GDP) during FY2004. This in turn ends up in more
per capita external debt ($135.45 for FY2005). On the
other hand, excluding the repurchase against drawing
from the IMF, an
amount of $640.0
million was repaid in

Suppliers' Credit

A period-wise comparison of flow of hard-term loans
extended to the Bangladesh government by external
agencies reveals that net contract of suppliers' credit
has continued to remain high, Although the average
annual net contract amount during 1991-95 and 1996-
2000 was $98 million and $89 million respectively, the
same is found to be only $87 million during the 2001-04
petiods. If one predicts that another $100 million will
be added during the remaining period of Y05, it
might surpass the matching figure for the period 1996-
2000. Howevet, as for disbursement, the lowest annual

Table 6.1: Flow of Suppliers' Credit (1991-2005)

FY2005, of which
principal payments was
$449.0 million while Period Nos. Sources
interest payments

stood at $191.0 million
in FY2005. This
tepayment was $78.0
million or 13.9 per cent

higher than the

corresponding  figure

Amount net of Disbursement
Cancellation (million §)
Sectors (million $)
Annual Annual
Total Average Total Average
1991-1995 | 07 China, North Korea, Power, Industry, 491,69 98 389.53 78
NDF, Pakistan, Russia | Agriculture, Mining
11996-2000 | 11 | Russia, Sweden, | Power, Infrastructure, 42510 | 89 347.41 69
UK, China, India TRIECOI e S hrm e o i e A | e e e e L el
2001-2005 | 06 | China, Japan, Spain Industry, Power, 347.15 87 119.5 24
Infrastructure, (up to June (up to June
Telecom 2004) 2005)

of the preceding year.
Debt service as
percentage of foreign
exchange earnings has continued to remain
comfortable in recent years. Debt service as per cent of
export plus remittance steadily came down from 8.0
per centin FY2000 to 5.1 per centin FY2005.

Figure 6.9: Trend in Outstanding Debt and Debt Servicing
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Sonrce: CPD-IRBD Database, 2005.

average is found to be during 2000-05 period ($24
million). These, during the 1991-95 and 1996-2000
periods, were $78 million (total disbursement $389.53
million) and $69 million (total $347.41 million)
respectively.

Grace period for suppliers' credit has been squeezed
during the last decade. While the average grace period
for the projects covered under the period 1991-95 was
4 years, the same was 2 years and 3 years respectively for
the periods 1996-2000 and 2001-05. This, indeed, is a
major concern as it creates immediate pressure to go
for repayment. However, the average amount of down
payment of project loans during the three periods
under review is somewhat similar ($9.0 million or about
16 per cent of the total commitment for the three
petiods). A similat trend is also witnessed in the context
of international service charge with $5.0 million being
the average for all the three periods. As regards the
length of repayment period, the minimum was 7 years
with 30 years being the maximum. This may be a matter
of relief in some cases, but not so encouraging in other
areas.

The foregoing discussion supports that suppliers'



credit continues to play a significant role in accessing
external resources and that the performance of the
present regime is no less active in comparison to the
previous one. It is to be seen to what extent the
government contracts further suppliers' credit during
thelast year of its tenure.

6.4 Foreign Remittances

The flow of worket's remittance sent by the expatriate
Bangladeshis has now become a significant contributor
to the total foreign exchange earnings and current
account balance of the country. During FY2005,
remittances have registered an impressive 14.13 per
cent growth over the previous fiscal to stand at
$3848.29 million.

After the moderate growth rates visible in the 1990s,
remittances expetienced phenomenal growth from
FY2002 and continued to register this during FY2005.
The relatively moderate growth of remittance duting
FY2005 is remarkable particularly in view of the high
benchmark posted during the previous years. In total
expatriate labour force, the share of low paid labour
(unskilled and semi-skilled) is quite high. Illegal and
inhuman transportation of labour is also becoming a
nagging worry. This sector should be given high

Figure 6.10: Monthly Trend in the Flow of Remittances
during FY2004-FY2005
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priority by Bangladesh's policymakers in view of the
emerging and possible opportunities in the global
labour market.

6.5 Foreign Exchange Reserves

After the pinnacle attained in FY1995 when the foreign
exchange reserve of Bangladesh reached $3070

Figure 6.11: Foreign Exchange Reserves and
Equivalent Months of Import
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million, the country experienced a sustained
decline in the foreign exchange reserve till
FY2001 when it stood at $1307 million. Since
then, the foreign exchange reserve has started
to move up and in FY2004 standing at
$2705.2 million. Since FY1995, the foreign
exchange reserves again crossed the $3.0
billion mark at the beginning of FY2005.

Foreign exchange reserve stood at $2930

&%
3 £ millionatthe end of June 2005, which s about
= . .
£ 20 § 8.3 per cent higher than the corresponding
E 150 year. However, eatlier in end- April 2005,
100 Bangladesh Bank created some tension and
a contusion by delaying foreign exchange
payment in order to keep the reserves at $3.0
g billion level as required by IMFs' performance
E £ £ 8 8 § 5 & F 8 8 indi < i i
e Srn - SRR S - S R U indicator . In spite of the recent upturn in the
tesetves, since imports are rising, the current
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Sonrce: CPD-IRBD Database, 2005.

growth momentum in reserves may not be
sustained.

* It may be pointed out that Bangladesh, because of the conditionalities under the PRGF of IMF, is committed to ensure cumulative increase
in net foreign exchange reserves on a quarterly basis, It was not possible for Bangladesh to keep this commitment for June 2005 because of
increasing import payments (under the PRGF, the incremental reserves for the March-June, 2005 quarter was $348.0 million).
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6.6 Balance of Payments

The overall balance stood at $67 million during
FY2005 compared to $171 million in FY2004, hinting
at a deterioration in the BoP situation. Higher import
growth has offset the benefits of the robust export
growth and high levels of remittance flow resultingin a
deficit of § (-) 557 million in current account balance
during FY2005. In contrast, during FY2004 current
account balance stood at $176 million. If remittance is
excluded (which is about 45 per cent of the total export
earnings), the current account balance during this
petiod would further decline to a deficit figure of § ()
4405 million. Trade deficit has further deepened in
FY2005 to stand at § (-) 3297 million compared to § (-)
2319 million of FY2004.

Added to this deficit was the deficit in services (net),
which is almost constant at § (-) 874 million in FY2005

Figure 6.12: Balance of Payment Scenario in FY2004-05
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compated to $ (-) 870 million in FY2004. The deficit
under the income category came down from § (-) 374
million to $ (-) 680 million. The surplus in current
transfer has increased from $3743 million to $4290
million. Thus, the positive movements in the balance in
income (net) and cutrent transfer (net) were not
enough to offset the deficits in the balance in trade and
services (net) which, in the end, led to the deficit in the
current account of FY2005. The CPD analysis again
reemphasises the crucial role that current transfers,
mainly remittances, have come to play in terms of
providing Bangladesh with a comfortable cushion with
respect to the balance of payments position in the
currentaccount.

A few wotds need to be uttered as regards financial
account situation in the BoP, which stood at $760
million, registering an astonishing growth of 874.36
pet cent. Financial account has three major
components: net FDI, portfolio
investment and other
investment. While foreign direct
investment experienced a robust
101.56 per cent growth, no
portfolio investment was
observed during this petiod.
Among the other investments,
MLT loan expetienced a rise
from $544 million in FY2004 to
$940 million in FY2005.
However, amortisation of $449
million and net negative capital
flow of § 182 million caused a
net negative “other investment'
of $ (-) 16 million. It can be
noted here that, the net 'other
investment' was also negative at
$ () 313 million duting the
previous year. A nagging
concern is that a substantial part
of other investment came in the
form of Medium and Long-
Term (MLT) loans and not in
the form of investment.

@ FY2003-04
“m FY2004-05

Omissigns
Overall Balance
Reserve Assets

7. CONCLUDING OBSERVATIONS

The foregoing analysis of major macroeconomic
trends as well as developments in the real economy
suggests that the overall state of the Bangladesh
economy remained steady during the fiscal year 2004-
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05. Driven by both domestic and external demand, the
economy may very well achieve the scaled downed
GDP growth target of 55 per cent. However,
Bangladesh's current growth performance continues



to lag behind that of its South Asian neighbours.

During the first half of FY2005, the economy was
positioned between the twin shocks of 2004 floods
and the total phase-out of the MFA. As of date, the
economy has recovered reasonably well from the
flood-related devastations. Adverse consequences of
full quota removal are yet to tellupon the export sector.

During the second half of FY2005, strains have
generated on the BoP situation due to high import
growth fuelled by generous credit expansion in the
private sector. Paradoxically, whenever private
investment picks up in Bangladesh, it affects the
external balance, which in turn enfeebles the fiscal
balance. The macroeconomic situation got further
weakened due to crawling rise of consumer price index.

Notwithstanding the fact that the macroeconomic
stability has improved during the last couple of years,
the growth payoff in Bangladesh had not been
adequate, particularly from the poverty alleviation
perspective. It is now well established that
mactoeconomic stability is a necessary condition, but
not a sufficient one for better economic growth and
more so fora pro-poor growth.

It is in this context that one can readily identify the

following six major sources of fragility and credibility

gap, which afflict the current apparent macroeconomic
stability in Bangladesh.

e Systematicinability to implement public investment
programme.

e FHailure to undertake complementary reforms for
improvement of the micro-conditions for private
investment.

e Slow progress in domestic revenue mobilisation as
dependence on international trade tax continues,
and direct tax collection is increasing ata pace that is
slower than domestic VAT,

o Upsurge in inflation rate is underwritten by cost-
push factors.

e Notwithstanding robust export and remittances
growth, the balance of external payments remains
delicate.

e Widening disparity in income distribution is
limiting the growth prospect including its
sustainability.

The major source of the fragility emanates from the
stagnating investment scenatio of the country. The
appatently buoyant proxy indictors of investment (e.g,
term loan disbursement and import of capital

machinery) take a new meaning when we observe the
stagnating national investment rate. It is now being
contended that the failure to deliver an augmented
package of public investment projects is the root cause
of the aggregate investment stagnation. The private
investment rate continues to be subdued as it is
deptived of the “crowding-in effect” of a vigorous
public investment programme.

Systematic inability to implement an enlarged ADP is
the primary cause of the prevailing investment deficit.
One may identify a range of issues to explain the low
implementation rate of ADP, but it seems that the
major problem lies in contracting these usually lumpy
and lucrative projects to suitable companies. This
process has often been afflicted by uncertainty leading
to long gestation period. It has been also characterised
by inadequate transparency that fuels cost escalation.
One may cite, in this regard, a long list of big projects,
which did not get materialised during the recent past.

The lack of predictability and inadequate transparency
in economic transactions in the public sector has had
concomitant negative impact on the private sector
investment. The second major source of weakness
undetlying the growth payoff situation comes from the
credibility gap emanating from slow progress in market
facilitation reforms. Lack of complementary reforms
to improve the micro-conditions for economic growth
further aggravated business climate. These reforms
basically relate to improvement of governance in
public infrastructural facilities and utilities, regulatory
framework for capital and debt market, contract
enforcement through judicial process, transparency in
public expenditure, etc.

The third major source of macroeconomic
vulnerability relates to the country's very low revenue
effort. Such vulnerability gets accentuated in the face
of low off-take of foreign aid. Notwithstanding deep
trade liberalisation, international trade taxes still
account for more than 37 per cent of total revenue
collection in Bangladesh. More importantly, direct
taxes (c.g; income tax), which are progressive in nature,
have grown at less than 9.0 per cent between FY2000
and FY2004, while VAT (domestic), which is not mean
tested, has grown at about 18 per cent per annum
during the same period. Increasing tax base, plugging
leakages, tevamping tax administration, improving
payee service, etc. are some of the measures, which can
improve the situation. One waits in anticipation to see
the performance of the newly instituted office of the
Tax Ombudsman

State of the Economy FY2005 [4 7
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Inflationary pressure (the fourth factor) on the
macroeconomic situation has increased largely due to a
number of cost-push factors some of which are
beyond the control of the government. These include
high global prices of food, fuel and fertiliser. Indeed,
inflationary process in an economy like Bangladesh is
usually structural in nature. It will be inappropriate to
seek solution to the problem in a contractionary
monetary policy. Changes in consumption structure
and productivity growth can provide some respite. But
one needs to see to it that increases in wage goods
ptices does affect competitiveness of the economy.

The fifth of the major fragilities in Bangladesh's
macroeconomic situation is exposed by the thin elbow-
room, which the BoP of the country enjoys. Import
growth spurred by enhanced investment demand
creates increased tension. It is an unfortunate
coincidence that the investment growth in Bangladesh
overlapped with spiking of global prices of certain
critical commodities. While one needs to slow down
the import growth along with export and remittance
promotion, it is a question of finding the appropriate
instrument for it.

The sixth aspect of the growth scenatio in Bangladesh
relates to its inequitable disttibution. It is held that
some of the current sources of growth are supposed to
be pro-poor, eg crop sector and export-oriented
manufacturing. However, some other sources of the
current growth are more dominant and income in-
equaliser, e.g. foreign remittances and rural non-farm
activities. Widening income and asset disparity cannot
only decelerate the growth process, but can also
undercut social cohesion. Growing regional disparity
can also emerge as a political problem. Finding the right
recipe for an inclusive growth track remains an
intellectual and practical challenge.

Outlook for Budget FY2006

Issues relating to Policy Framework will be the most
interesting partof the forthcoming budget.

Bangladesh, for the first time, is going to have a budget
under the framework of its newly finalised Poverty
Reduction Strategy Paper (PRSP) for FY2005-FY2007.
In this sense, the forthcoming budget will be more
predictable than the previous ones as we already know
its macroeconomic parameters from the Medium Term
Macroeconomic Framework (MTMF) of the PRSP. It
will, however, be a matter of special interest to observe
whether the Finance Minister, in order to bring more
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predictability, accountability and transparency in the
budgetary process, announces a Medium Term
Budgetary Framework, a three-year rolling Public
Investment Programme and a Medium Term
Expenditure Framework with expenditure ceiling, The
minister may also go ahead and propose an
independent oversight Financial Reporting Council.

It will be also a matter of interest to see whether the
process of unification of revenue and development
budgets get deepened further. Similarly, it is expected
that the independent budget preparation by ministries
will get a fresh boost by going beyond the present six
(Agriculture, Health, Education, Livestock and
Fisheries, Flood and Disaster Management, Social
Welfare).

The second dimension of the forthcoming national
budget will be its macroeconomic stance. Given the
emerging tensions in the macroeconomic front,
suggestions have been put forward (by IMF) to
increase the interest rate to slowdown the monetary
growth, Some others (economists) have suggested
“flexibility in exchange rate” (euphemism for
devaluation) to stem the pressure on demand for
foreign exchange. The major macroeconomic
challenge for the next budget will be to sustain the
investment demand without jeopardising the
macroeconomic stability.

In this context, it is maintained that no single policy
instrument can fully diffuse the gathering clouds on the
macroeconomic horizons. Possibly, a combination of
three major approaches will be necessary to adapt
domestic demand, external demand and aggregate
demand to their allowable maximum limits. These
instruments are (i) adjustment of nominal interest rate
in line with the inflation rate making the real rate
marginally positive; (i) downward revision of the
exchange rate of Taka to attain its equilibrium value;
and (i) moratorium on government's recurrent
expenditures and streamlining of ADP.

A judicious mix of these approaches may keep the
growth process on track without fatiguing
macroeconomic balances. Such a mix will also promote
convergence between the fiscal and monetary policies.
It will be a matter of great interest to observe to what
extent the national budget for FY2005 comes close to
this approach.

The third and the most interesting aspect of the
upcoming national budget will be its fiscal measures.
The allocative ptiorities for the ADP for FY2005 ate
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well known by now. The Ministry of Local
Government got a resounding increase, followed by
Health and Population, Education and Religion, Power
and Transport. Agriculture is also going to get an added
allocation, particulatly on account of subsidies.
Revenue expenditures may be projected with 10-12 per
cent growth, taking into account the declared pay
increase for the government employees.

On the revenue front, possibly no new taxes will be
introduced although some revisions will be in order
(e.g increasing the taxable income limit and the
minimum income tax payable). The provision for new
enterprises' tax holiday may be disciplined by
provisioning it only for certain sectors, Tariff structure
may move towards a three-tier system with a maximum
of 25 per cent. One may also see reduction of zero
tariff items. It is to be observed whether streamlining
of the para-tariffs c.g. Supplementary Duty,
Infrastructute Development Surcharge, etc. are on the
cards.

The upcoming budget is definitely going to accompany
some measures to broaden the safety net programmes
either through expansion of the old ones or through
introduction of new schemes.

Economic Policy-making during the Time of
Political Transition

The upcoming fiscal year will be the last year of the
present tenure of the incumbent government. All over
the world, pre-election political correlates do influence
the nature of economic decisions. However, in many
countries, thanks to the presence of strong oversight
institutions, the scope for expedient tampering with
economic policies is greatly reduced. Regrettably,
Bangladesh is not endowed with such institutions and
regulatory frameworks. Thus, one notices that
successive regimes in Bangladesh have manipulated
public resources and overstretched their decision-
making authority to improve their chance of being
voted back to power, sometimes with too ambiguous
consequences. Itis in this context that we conclude our
review by identifying eight hazards of policymaking
during a petiod of political transition, which
Bangladesh is bracing for in 2006.

(i) Bloated Public Investment Programme

Most outgoing governments seek to get access to
maximum amount of public resource for
placating the electoral constituencies. In the same
tradition, the ADP for FY20006 has been fixed at

(ii)

(iif)

(iv)

Tk 24,500 crore, i.e. 19.5 per cent more than the
revised figure for FY2005. It has been mentioned
earlier that in the recent past the government has
failed to utilise, on an average, 20 per cent of the
otiginal development allocations. Indeed, the
present government is currently incapable to
execute such a grandiose public investment
progtamme. Thus, this raises an apprehension
about misuse of the earmarked resources.

Adverse Selection of Projects and
Programmes

A bloated public investment programme by
definition cannot constitute only demand-driven
projects. Not only these projects are included on
political considerations, these are also included in
sectors and programmes, which allow
unaccountable use of revenues. Thus, no wonder,
in the ADP for FY20006, the Ministry of Local
Government was awarded the highest increase
(28.4 per cent) alarge part of which will be used
to “develop” rural infrastructure. On the other
hand, more than 75 per cent increase in Block
Allocation under the ADP for FY2006 speaks
volumes foritself.

Tendentious Award of Tax and Tariff Relief

In their pursuit to generate clection finance,
governments are often tempted to award tax
relief or tariff rebate to their powerful elite
supporters. This may take the form of targeted
tax breaks in certain areas. Alternatively, it may
look like a universal policy, which ultimately
benefits a chosen few. One such policy happens to
be tax amnesty for undeclared income. The
Finance Minister has repeatedly mentioned that
he will not resort to such policy distortions any
more, but one will have to wait till the budget day
to watch him live up to his promise.

Contracting of Questionable Suppliers
Credit A e

As has been depicted earlier, all political regimes
in Bangladesh have accessed hard term foreign
loans of questionable value. In fact, succeeding
governments have routinely restored to various
justifications to go for suppliers' credit. The
present government, in fact, made a big issue
about the suppliers' credits contracted by the
earlier regime, only to revive most of them under
conspicuous circumstances. The present
government in four years has already signed up
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(vi)

$347 million worth of hard-term foreign loans as
against a total of $425 million of the eatlier
regime. One wonders how much more is to come
soon.

Patronage Distribution through Public
Procurement

In order to control rent seeking through projects
involving public resources, the government has
recently introduced, not without hiccups, the
Public Procurement Policy. Notwithstanding
that, apprehension remains real about the
government bending the rules (if not violating
them) to suit its favoured contractors. The state
of affairs in the power sector gives credence to
this concern. The ill-fated Sirajganj Power Project
has emerged as the best case study in this context.
One needs to only observe how in the coming
months various government-sponsored
contracts are dished out to the usual suspects.

Patronage Distribution through Privatisation
of State-owned Enterprises

The process of privatisation of state-owned
enterprises has earned a bad name in Bangladesh.
It has become co-terminus with unscrupulous
transactions where public assets change hands for
private benefits. This process may receive fresh
impetus as the electoral frontier draws near.
Presently, the government has a substantial
pipeline of financial and industrial enterprises
earmarked for privatisation, The government will
be under the dual pressure of improving its
performance by clearing this pipeline and
satisfying the prospective buyers of certain
allegiance. The test case in this regard will be the
Rupali Bank as the most prized giveaway in the
current privatisation list.

(vii) Issuance of New Bank Licences

Regrettably, award of licences for setting up of
new banks and non-banking financial institutions
in Bangladesh till now has been more an issue of
having the right contacts with power elites, rather
than having the right professional and business
credentials. During 1991-96, a total of 25
financial institutions (bank and non-banking)
were awarded licenses, whereas during 1996-2001
the number was 29. The present government as
of date has issued 9 licenses. While a couple of
dozens of applications for opening new banks
remain pending with the government, it is being
speculated that a fortunate few may indeed
become successful. Given the current need for
consolidation of the financial sector, entry of
new banks will only put fresh strains on the sector.

(viii)Issuance of New Insurance Licences

In the context of weak regulatory framework,
setting up of insurance company has turned out
to be a lucrative venture in Bangladesh. In fact,
those who failed to get a bank licence ended up
being a co-owner of an insurance company.
Antecedents of these owners do project a certain
profile. Between 1991 and 1996, a total of 10
insurance companies were established, while
during 1996-2001 the number increased to 29.
Although no insurance licence has been issued
during the last four years, but it is to be seen
whether during the next fiscal year the
government opens its account on this count.

The abovementioned list of eight hazards of economic
policymaking of a pre-election government is not an
exhaustive one. But this list may very well work as a
select point of reference for establishing economic
accountability during a period of heightened electoral
politics. One is inclined to believe that the upcoming
budget will assuage citizens' concerns in these areas.
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Participants at the Expert Group Meeting

CPD-IRBD 2005

As part of the CPD-IRBD tradition, CPD organised an Expert Group Consultation Meetings on January 12, 2005
at the CPD Dialogue Room. The First Interim Report on the State of the Bangladesh Economy: Early Signals of FY2005
was shared at this in-house meeting with a distinguished group of policymakers and professionals with direct
exposure to macroeconomic policy crafting in the country. Professor Rehman Sobhan, Chairman, CPD chaired the
session. CPD-IRBD Research Team acknowledges the participants for sharing their views and comments on the
draft report. However, CPD is solely responsible for the observations and analysis made in this paper.

Alist of the participants of the meetingis provided below in alphabetical order:

DrQ K Abmad President, Bangladesh Unnayan Parishad (BUP)
Dr. Onazgi Mesbabuddin Abmed Member (GED), Planning Commission
Professor Amirsl Isianm Chowdbury Former Vice Chancellot, Jahangirnagar University and

Former Chairman, Sonali Bank
Dr. Mirza Azigul Islam Chairman, Securities and Exchange Commission

Mr. M. Hafizuddin Khan Former Finance Advisor to the Caretaker Government and
Chairman, Public Expenditute Review Commission

Professor Wahiduddin Mabwnd Former Finance Advisot to the Caretaker Government and
Professor, Economics Department, University of Dhaka

Dr. A KM. Masibur Rahman Former Secretary, ERD, Ministry of Finance

Mr. Mustafigur Rabhman Former Chairman, Revenue Reform Commission and
Directot, Far-East Finance and Investment

Dr. Onazi Shahabuddin Director General, Bangladesh Institute of Development Studies
(BIDS)
Mr. M. Syeduszaman Former Finance Minister and Chairman, Bank Asia

PARTICIPANTS AT THE EXPERT GROUP MEETING
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1. INTRODUCTION

The Bangladesh economy experienced a respectable
growth rate of about 5.5 per cent during the FY2005 in
spite of having struggle with two exogenous shocks,
viz. floods of July-August 2004 and phasing-out of
apparel quota from 1 January 2005. The economy
posted a double digit export growth notwithstanding
the challenges emanating from a quota-free global
trading regime in apparel. A bumper Boro crop,
estimated at 13.75 million MT, helped recover from the
crop losses due to the flood. A US$2.5 billion worth of
foreign direct investment (FDI) proposal from the Tata
Group of India transmitted an optimistic signal to the
potential investor community. The Privatisation
Commission was reactivated with new off-loading
mandate. The capital market received a new lease of
life, thanks to increased liquidity flow. High import of
capital machineries in the wake of robust credit
expansion in the private sector and also strong growth
of agricultural credit energised the economy in
FY2005. Off-take of foreign aid improved marginally,
and remittance flow continued to be buoyant and is
expected to reach about US§ 3.8 billion by the end of
the current fiscal.

However, the macroeconomic achievements could not
be translated into overall robust economic
development due to a number of weaknesses in the
economy. These include failure to implement public
investment programmes, coupled with poor revenue
collection effort, particulatly in non-NBR and non-tax
components. The macroeconomic correlates are
particularly under pressure from the third quarter of
FY2005 due to stressed balance of payment as import
greatly outpaced export growth and stretched fiscal
balance in the face of runaway growth of revenue
expenditure. A rising trend in consumer price index
created new tensions in the macroeconomic stability; a
deepening state of weak governance with a stillborn
Anti Corruption Commission and stagnation in the
public administration reform and local government
undermined the overall economic management.

In this context, the major challenge before the national

budget for FY2006 was to sustain the private
investment growth without weakening the
macroeconomic stability. In order to sustain the macro-
stability in the current context manifested through
sober consumet's price index, stable exchange rate and
sound interest rate, the budget needed to address the
following six major sources of fragility. These are:

(i) The inability to implement public investment
programmes in the face of the runaway growth in
recurrent expenditures;

(i) Slow progress in domestic revenue mobilisation
with continuing dependence on international trade
tax, with direct tax collection increasing at a pace
thatis slower than the domestic VAT

(iii) Upsurge in inflation rate underwritten by cost-
push factors, such as high global prices of food,
fuel, fertiliser and steel;

(iv) The delicate balance in external payments situation
notwithstanding the robust export and remittance
growth;

(v) Failure to undertake complementary reforms to
ensure improvement of micro-conditions for
private investment, including improvements of
governance in public infrastructural facilities and
utilities, regulatory framework for capital and debt
market, contract enforcement through judicial
process and transparency in public expenditute;
and

(vi) Widening disparity in income distribution which is
limiting the growth prospect including its
sustainability.

The budget of FY2006 was placed in the backdrop of
the above described macroeconomic scenario. The
efficacy of the budgetary measures ought to be looked
at from the vantage point of whether it is able to
address these concerns or not. On the other hand, the
Government of Bangladesh (GOB), for the first time,
has prepared a budget ostensibly under the three year
framework of the Poverty Reduction Strategy Paper
(PRSP). Thus, an additional point of query is whether
and to what extent the new budget is in consonance
with the Medium Term Macroeconomic Framework
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(MTMEF) of the PRSP and its allocative guidelines.

It is to be acknowledged that the budget speech of the
Finance Minister was more precise in nature; both the
text and the issues were restructured is a manner that
gave the budget more concreteness and also the
presentation was more lucid the current state of the
affairs. However, in some brevity led to lack of
transparency, for example, the budget speech did not
provide information on net outcome of fiscal
measures by source.

It may be mentioned here that four (4) of CPD's pre-
budget fiscal suggestions were reflected in the new
fiscal proposals.

In the present review, the analysis of the budget for
FY2006 has been organised under two major blocks of
measures: Fiscal Measures (Section 2) and Social Sector
and Safety Net Programmes (Section 3). The present
analysis of the budget ends with a set of concluding
observations.

2.FISCAL MEASURES

2.1 Personal Income Tax

e Budget FY2006 has proposed to increase the limit
of tax-free income from Tk 1 lakh to Tk 1.20 lakh,
while restructuring

e Budget will allow the banks to make provisions for
bad and doubtful debts up to 1 per centin place of 2
per cent of the total outstanding loans till
assessment yeat 2006-07.

the upper limits of =
taxable income for
each of the four

slabs. It can be :
hentioned  that . in Income ~ Rate ~ Per Month
| : Salary (Tk

India, the income ALY

LA .G KRR LEO0 e 190,001 10,000

threshold is Tk 1.45

Tnlth (j e Ret lakh) Tk 370,000 10% 30,833
e Com P arin g t h e Tk 670,000 15% 55,833

proposed income  Tk1,020,000 20% 85,000

tax structure and Abave 259,

that of FY2005, it is
found that salaried
income tax payers
will pay relatively
less in income year
FY2006 than they
did in FY2005.
However, people in
the high income brackets will pay relatively less than
the people in the relatively low income brackets. For
example, a person with Tk 10,001 monthly salary
will pay 10 per cent less than what s/he paid in
FY2005, whereas a person with Tk 30,833 or Tk
55,833 monthly salary will pay 18 per cent and 14
per cent less tax respectively.

e It is however unfortunate that people having
income of an amount of Tk120,001 will pay an
income tax at a rate of 10 per cent, while people
having black money will pay ata rate of 7.5 per cent,
much lower than the poor tax payers (See Table 9).

Minimum taxable income
Minimum Tax

Exemption
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Table A.1: Implications of Revised Income Tax Rate for Individual Assesses for the Income
Year 2005-2006 (Tax Assessment Year 2006-07)

Tax (Tk) Difference
2004-05  2005-06  Amount (TK) Per cent (%)
2,000 1,800 (2,000) -10
30500 25,000 (5,500) -18
81,500 70,000 (11,500) -14
157,500 140,000 (17,500) -1
8,333 10,001 1,668 20
1,500 1,800 3,000 20
100,000 120,000 20,000 20

Note: Tax rate table for the income year 2005-06, for which the Tax Assessment year is 2006-07.

Sonrce: Estimated from CPD - IRBD Database.

* The budget proposes to withhold advance income
tax at 10 per cent on dividends making it taxable for
shareholders.

e Rate of advance income tax applicable to profits
from approved securities and bonds are proposed
to be reduced to 10 per cent from the prevailing 20
per cent.

¢ Reduced rate of tax at 10 per cent on income from
computer software business will be continued up to
30 June 2008.

¢ To encourage donations to philanthropic and
educational institutions by any individual or



industrial enterprise, it is proposed to allow the
donors tax-rebate for such donations. However,
caution should be exercised against any abuse of
such rebate,

e At present, the rates of advance income tax
applicable to "Royalty & Technical Know-how fee"
and "Professional & ‘Technical service fee" are 10
per cent and 5 per cent respectively, which often
causes confusion because the "fees" are of same
nature, In order to remove this confusion, the rates
of tax for all these fees have been re-fixed in the
proposed budget at 10 per cent. The government
could think of considering this as final settlement
since this may encourage professionally to declare
their incomes and hold mobilisation of direct tax
from this largely untapped source.

2.2 Investment of Undeclared Money

The opportunity to allow whitening of the black
money has always been controversial. It provides
incentive to tax dodgers, encourages income
concealment, and is a disincentive for honest taxpayers.
This facility was supposed to end on 30 June 2005. The
Finance Minister is on record as saying that he is against
any extension of this facility, perhaps also because of
the weak response to this facility. However, it appears
that he has succumbed to pressures, and has now
proposed the extension of the provision of whitening
undisclosed income, on payment of a 7.5 per cent tax,
till 30 June 2006.

Is it justified when lower middle class people in the
lowest income bracket are asked to pay income tax of
10 per cent? We believe it is an unethical and inefficient

Figure A1: Whitening of Black Money in Bangladesh.
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policy for mainstreaming black money, such a facility
should not be perceived as a permanent facility. It may
noted that in 1997 India under its Voluntary
Disclosure of Income Scheme (VDIS), netted tax
collections estimated at Rs 10,050 crore and the
opportunity was given only once and only for nine
months. This was also a transparent policy as regards
the use resources collected.

We think that such backtracking by the Finance
Minister will send a wrong signal to the tax payers and
undercut credibility of other fiscal measures.

2.3 Real Estate

The budget proposes taxing of investment in real
estate ata flat rate of 175 Tk/m?2 and imposition of 2.5
per cent tax on the price of land to be deducted at
source at the time of registration. Such payments are to
be recognised as final settlement for the purpose of
taxation.

One could argue that this was another way of allowing
whitening of the black money and the government
should reconsider this proposal.

Increased duties on items such as billets and related
construction materials are likely to further increase the
cost of construction.

2.4 Tariff Structure

The three-tire tariff structure has been retained with
marginal rate of 25 per cent and the five supplementary
duty structures have been revised and
brought down to three, the infrastructure
development surcharge continuing.
o5 These measutes will bring clarity to the
structure of indirect tax and will promote
transparency in mobilisation of indirect

20 taxes. The new indirect tax measures

indicate a conscious policy to support

15 . import-substituting domestic industries

8  (particularly through SDs). However,

€ extension/ expansion of VAT, SDs and

il indirect taxes is also likely to put pressure

7.5 on purchasing power of consumers.

5

Reduction of import tariffs for some
intermediate inputs would help to
FY06 combat price hike in both domestic and
international markets, For example, the
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proposal to raise import duty on newsprints by 25 per
cent in FY2005 deserves to be reconsidered and
reduced.

2.5 Incentives for Investment

To encourage investment, the budget has proposed a
number of steps: (a) recasted tax holiday facility for
selected industries, (b) continuation of cash
compensation scheme, (c) provision for investing for
undeclared income, (d) widening the gap between listed
and unlisted companies, (e) preferential treatment for
import of raw materials, and (f) consideration of tax
deduction at source as final settlement of tax.

Tax holiday

Misuse of tax holiday facility gave rise to the
apprehension of its total discontinuation from this
fiscal year when on 30 June 2005 the duration of the
facility was supposed to expire. Instead, the
government went for continuation of this facility for
18 selected sectors. The facility was extended up to 30
June 2008. The duration of the facility was, however,
brought down from 5 and 7 years to 4 and 6 years
depending on location. Sectors which will enjoy this
facility included a number of important activities such
as textiles, pharmaceuticals, petrochemicals, fertilisers,
steel, and agri-machineries. This is likely to have
positive impact on investment, although the
government could have taken additional measures to
plug the loopholes (which encouraged misuse and
abuse of the facilities). Extending the facility of
accelerated depreciation up to 30 June 2008 is also
expected to encourage new investment.

Howevet, the proposal for tax holiday for the RMG
sector is somewhat ambiguous as it was only given to
the “High Value” RMG sector and no definition has
been provided in this respect. Knit-RMG sectors also
appeat to have been left out. Also, only computer
hardware has been included in the tax holiday list, but
not the computer software. Besides, energy sector was
also not in the tax holiday list. Given the urgency to go
for more investment in these sectors, thetre is a need to
review this list.

Enhancing the Dispersion between Listed and
Non-listed Company

The budget has proposed to increase tax rate for non-
listed companies from 37.5 per cent to 40 per cent. This
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will further increase the difference between tax rates
for listed and non-listed companies. Although the
intention to encourage companies to go public and be
listed in the stock exchange is understood, such high
level of taxation for non-listed companies is likely to
harm small and medium enterprises whose scale of
operation do not allow them to go public. Government
may revise downward the tax rate say from 37.5 per
cent to 30 per cent.

2.6 Export Promotion versus Import Substitution

Export Promotion

The budget has proposed a number of steps to
promote exports including (a) tax holiday for selected
export-oriented industries, (b) continuation of cash
compensation scheme (notably for agro-based
industties and continuation for backward linkage
textile sector), (c) income tax rebate on export earnings,
and (d) concessional import duty on raw matetials for
export-oriented industries. However, a comprehensive
initiative to promote export diversification is not seen
in the budget.

All the incentives proposed in the budget are more or
less continuation of old incentives carried from eatlier
budgets, batring inclusion of some items for zero-
tariff treatment (such as spare parts for export-
oriented industries). The budget proposed no new
subsidy or any initiative to encourage technological
upgradation of export-oriented industies,

Domestic Protection

To provide protection to domestic industries the
budget has proposed a number of fiscal measures
including (a) imposition of taxes on items that were
previously zero-tariffed, (b) raising tariffs, and (c)
imposition of supplementary duties (SDs).

Although the three-tier import structure has been
essentially retained, for ten items the zero-tariff has
been raised to between 7.5 per cent and 15.0 per cent.
For another 30 items existing tariff rates have been
further raised. For 24 items supplementary duties
ranging from 20.0 per cent to 65.0 per cent have been
imposed (for 31 items the SD has been withdrawn).
Some of the positive initiatives in this context are the
following;
e In order to provide protection to the industries
engaged in the production of mineral water, the



budget has proposed to impose 35 per cent
supplementary duty on mineral water at the import
stage.

e Imposition of 20 per cent supplementary duty on
imported detergents has been proposed in the
budget.

e 'The budget has proposed to impose 20 per cent
supplementary duty on all imported lamps and light
fittings.

e The budget proposes to enhance supplementary
duty from 25 per cent to 35 per cent on some items
of processed food and fruit juice. »

o Supplementary duty was enhanced from 25 per cent
to 35 per cent for all kinds of imported furniture.

The restructuring of the SDs has necessitated moving
of a large number of items from existing slabs and
putting these into the three slabs. The actual impact of
this at the consumer level will need to be carefully
assessed.

2.7 Agricuiture

Crop Sector

Positive Measnres

e ‘Total allocation (revenue and development) for
Ministry of Agriculture in FY2006is Tk 2,213 crore
(24.5 per cent more than the original budget of
FY2005, but 6.7 per cent less than revised allocation
in FY2005).

e It is promised in the budget that in FY2000,
agricultural extension, research, field training,
production, preservation and distribution of
improved seeds, storage and marketing of
agriculture produce and irrigation activities will be
strengthened. Bangladesh Agricultural
Development Corporation (BADC) would be
restructured and the Corporation's work involved
in seed production, preservation and distribution
will be further expanded. This is a pragmatic
proposal considering the fact that BADC delivers
only about 5 per cent of seed requirement.

e From 1 July 2005 interest on agricultural loan
provided for production of pulses, mustard seeds,
spices and maize will be reduced to 2 per cent from
the existing 8 per cent. This is a welcome measure
for promoting agricultural diversification.
However, proper utilisation of credit needs to be
ensured,

e The budget proposed complete withdrawal of all
duties and taxes on some varieties of fertiliser
(Magnesium Sulphates, Zinc Sulphates, Disodium

Tetraborates). It has also proposed reduction of
customs duty from 15 per cent to 7.5 per cent on
raw matetials needed for the manufacture of parts
and accessories of rice and wheat mills. This will be
helpful to reduce micro-nutrient deficiency in soil
and increase competitiveness of concerned
manufacturers.

The Government has waived interest on classified
agricultural loan up to Tk 5,000 as of 31 December
2003, The repayment period of principal amount
will be extended from 30 March 2005, as fixed
eatlier, to 30 March 2006, This will help small
loanees.

The budget has proposed continuation of 20 per
cent subsidy on electricity bills of Palli Bidyut
Samities (PBSs) for electricity and waiver of
minimum charge for all electricity connections
throughout the country for irrigation with effect
from 1 July 2005. This measure will surely have
some positive effect, but this is expected to be
limited considering the fact that 83 per cent of the
total irrigated area is under diesel operated engines.
It is to be noted that in spite of demands from
various quattets no support has been given to diesel
used for irrigation.

Cash incentive for export of agricultural products,
fruits and vegetables will be continued at 30 per
cent. Eatlier experience with disbursement of cash
incentive indicates that due to absence of cleatly
spelt out and realistic procedures the allocated
amount could not be spent. Hopefully, proper
mechanism would be in place and steps for
awareness building among potential exporters
would be undertaken to promote export of agro-
products.

Grey Measnres
o The budget proposed increase of agricultural

subsidy from Tk 600 crote in the original budget of
FY2005 to Tk 1200 crore in FY2006. Subsidy for
agriculture will be spent on different types of
fertilisers (Urea, DAP, MoP and 'TSP). It may be
noted that total allocation for agricultural subsidy
and other assistance in the revised budget of
FY2005 was Tk 1315 crore. Thus, it is not clear
whether total assistance for agriculture has been
increased or reduced.

Bangladesh Bank will provide refinancing at 5 per
cent rate of interest to relevant banks to enhance
the agticultural credit flow. It is not clear from the
budget speech whether Bangladesh Bank will also
ensure that the banks provide loans to farmers at 8
pet centas was stipulated in FY2005.
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It may be noted that total allocation
(Revenue+Development) for Agriculture Ministry
for FY2000 is Tk 2213 crore i.e. 24.5 per cent less
than FY2005 (original) and 6.7 per cent less than
FY2005 (revised).

Concern(s)

[ ]

Bangladesh needs a comprehensive road map and
action plan for promotion of agricultural
diversification which must focus on pulses, oilseeds,
spices, vegetables, new crops with export potentials
(such as maize), fruits, flowers, dairy, poultry and
fisheries. Without an integrated road map,
agricultural diversification will not be possible.

Fisheries and Livestock
Positive Measures

The budget has proposed a total allocation
(development and revenue budget) of Tk 549 crore
in FY2006 (0.48 per cent mote than the original
budget of FY2005).

The budget proposed withdrawal of all duties and
taxes on the raw materials of dairy and poultry feed,
medicine, other medical inputs and capital
machinery required by the livestock sector. These
are expected to reduce the cost of importing such
items and would be beneficial to the poultry
industry by reducing cost of production and
enhancing competitiveness.

The budget has proposed extension of tax
exemption period on income from fish farming,
poultry and dairy farms, poultry feed production,
cte. from the prevailing 30 June 2006 to 30 June
2008. This is a welcome measure to encourage
investment, employment and growth in livestock
and fisheries sector.

Rural Development
Positive Measures

Allocation to the tune of Tk 100 crore in the revised
budget of FY2005 and Tk 120 crore in FY2006
budget was made to the Union Parishads. Though
the amount of allocated money is highly limited
compared to the need of resources by the Union
Parishads, allocation of resources undoubtedly
gives a positive imptession about government's
willingness to support rural development.

The budget has proposed a total allocation of Tk
2,214 crore, from revenue and development
budget, to the Ministry of Fisheries and Livestock,
Ministry of Social Welfare, Ministry of Women and
Children Affairs, Ministry of Labour and
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Manpower and Ministry of Youth and Sports in
order to implement 113 projects to accelerate
development of the rural non-farm sector and to
create additional employment opportunities in the
rural areas.

A “Char Livelihood Project” in 5 districts with an
outlay of Tk 475 crore is being implemented to raise
the living standards of extreme poor people living
in disaster prone districts.

The “Abashan Project” (with an outlay of Tk 447
crore) is being implemented by the Office of the
Prime Minister to provide land, houses, credit
facility, education, health, family planning services
and employment opportunities to 65 thousand
landless and extreme poor people.

Grey Measures

Under rural infrastructure programme, the Local
Government Engineering Department (LGED)
will construct 10,000 km paved roads, 9,500 km of
kutcha (earthen) roads, 346 Union Parishad
complexes and 20 cyclone centres, and develop 435
growth centres/hat-bazzars. Theoretically, these
are expected to provide a boost to the rural
economy by increasing mobility of inputs to and
outputs from the rural area. On the other hand,
these projects are much vulnerable in terms of
implementation. Major challenge would be timely
implementation without sactificing quality.

The budget proposed to rejuvenate Upazilla central
cooperative societies under Bangladesh Rural
Development Board (BRDB) by providing
agricultural credit fund and inject fresh capital to
the Samabaya Bank (co-operative bank).

The budget allocated Tk 60 crore for newly
introduced special programme titled
“Development Support through Gram Sarket”. In
view of the debate around the way these Gram
Sarkers have been formed, it is doubtful whether
this money will be appropriately targetted and
propetly used.

The budget reiterated commitments to provide
safe-drinking water to the rural areas and the budget
has proposed to provide sanitation facilities for all
families by 2010. However, the budget failed to
mention indicators to monitor the implementation
of such facilities.

Concern(s)

The abovementioned projects give some indication
that the government is aware about its rural
inhabitants but does not necessarily ensure us that it
has effectively undertaken pro-rural and pro-poor



policies. The budget lacks visionary projects for
rural development (such as special programmes for
backward or poverty stricken areas, a knowledge
centre or ICT kiosks in villages) initiative which our
neighbouring countries have been successfully
promoting,

Agro-Processing and Agro-based Industry

* Equity Entrepreneurship Fund (EEF): The
government is continuing the allocation in EEF and
in FY06 an additional allocation of Tk 150 ctore has
been proposed. This fund is reserved for providing
equity support to computer software, food
processing and agro-based industries. As of now a
total of Tk 668.9 crore as EEF has been approved
for 181 agro-based and food processing industries
which has a project value amounting to Tk 1708
crore. A total of Tk 149.5 crore has so far been
disbursed to 55 agro-based and food processing
projects under EEE It appears that the revised
system of granting support from the EEF is
working well (it may be noted here that CPD has
earlier prepared a policy brief to raise effectiveness
of the EEF facilities which was submitted to the
Bangladesh Bank). The demand for EEF fund has
been increased not only in traditional industries
such as poultry and fish feed, fruit processing,
hatchery and fish production, and software
development, but also in non-traditional industries
such as crocodile farming, etc. This support needs
to be extended and enhanced.

e Tax holiday for agricultural machinery industry has
been proposed. This is expected to have positive
impact.

e The budget has proposed the increase in
supplementary duty from 25 per cent to 35 per cent
on some of the items of processed food and fruit
juice. This is expected to give some protection to
processed food and fruit juice sector.

e Continuation of 20 per cent subsidy on electricity
used in agro-based industties has been proposed in
the budget. This will be helpful in reducing cost of
agro-based industry.

2.8 Power and Energy

e In FY20006, an allocation of Tk 4,293 crore was
made in the power and energy sector under the
revenue and development budget. This was only
0.47 per cent higher than the revised allocation of
FY2005 (Tk 4,273 crore). This appears to be on the
low side considering the demand. To compare,

India has increased the allocation for energy and
power by 33.4 per centin FY2006.

In power sector, a total of 51 projects are on stream
under seven agencies. Of these, only 22 per cent
fund was allocated for generation, 17 per cent for
transmission and the rest 56 petr cent for
distribution. This lower share of generation-related
projects indicates that hardly any substantial
improvement in the power situation could be
expected in the near future.

Although power generating companies enjoy tax
exemption on income for 15 years, it is to be noted
that the sector has not been in the tax holiday list as
proposed in the budget FY2006.

Proposed reduction of customs duty on crude
petroleum (from 25 per cent to 7.5 per cent) and
customs duty on refined POL products (from 25
per cent to 15 per cent) and withdrawal of
supplementary duty of 15 per cent on refined
petroleum product will help to reduce the burden
of loss that Bangladesh Petroleum Cotporation
(BPC) incurs to some extent. It has no implication
for consumers as the price is regulated by the
government. However, without rationalising the
tariff on POL products as mentioned in PRSP,
recent changes will hardly have any positive impact
for the rural poor.

2.9 SMEs
» Under the proposed tax holiday facility, major SME

oriented industries such as plastic, melamine,
ceramic and sanitary ware, insecticide & pesticides,
computer hardware, agricultural machineries,
boilers & compressors, textile machinery, etc. have
been included. This will have positive impact on
investmentin these sectots.

There is no new budgetary allocation to finance
small and medium enterprises as government did in
the last fiscal year (FY2005). Under “Refining
Financial Institutions by Bangladesh Bank for
Priority SMEs” the government had earlier
allocated an amount of Tk 250 crotre at 5 per cent
interest, which was fully utilised. In view of the
huge demand for this type of credit, the lack of
supportin the present budget is worth mentioning,
Proposed tax rate for non-listed companies at 40
per cent instead of 37.5 per cent is likely to
negatively impact on the growth of small and
medium enterprises. If itis an attempt to push non-
listed companies to be listed, this could not be
achieved easily since most of the non-listed
companies do not comply with the required terms
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and conditions necessary for enlisting. A large
difference of 10 per cent in corporate tax between
large and small enterprises is against the spirit of the
PRSP.

2.10 Sectoral Issues

Readymade Garments

In view of the challenges faced by the RMG in the
context of the quota-phase out, the support for
RMG sector was rather weak. One positive move is
that imports of spare patts, dyes and chemicals for
RMG have been zero-tatiffed. An initiative has
been taken to formulate a programme titled “Post-
MFA Action Programme” at a cost of US§ 40
million with the assistance from development
partners. In FY2005, the government allocated Tk
30 crore for the purposes of retraining of
retrenched garment workers. Only high value RMG
has been awarded tax holiday facility, but there is no
particular criteria proposed to identify such
industties.

The budget has proposed setting up of a special
fund of Tk 20 crore for retraining and creating
employment opportunities for employees/
labourers of garmentindustries.

In Sri Lanka, government has proposed
establishment of a SME bank by this year to enable
banking and financial institutions to provide for
requited working capital and investment needs of
the apparel industty, and to modernise the factories.
A total sum earmarked for the issuance of this
guarantee will be Rs 60 crore (Tk 34.8 crore) so that
the industry will be able to raise Rs 200 crore (Tk
116 crore) from the banking system and other
financial institutions. It has also allocated support
for productivity improvement measures and
promotion of markets for apparel exports.

Textile

In view of the MFA phase out and the need for
strengthening local backward linkage industry, the
decision to continue with the current provision of 5
per cent cash subsidy in the next fiscal year for
textile sector is a positive step. However, support to
the textile sector needs to be further strengthened
inview of the MFA phase-out.

Withdrawal of duties from machines, spare parts,
some dyes and chemicals essential for textile, terry
towel, hosiery and label is expected to reduce cost
of production in this sector.

Consideration of tax deduction at source (at 0.25
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per cent of export income) as final settlement for
the purpose of tax is expected to have positive
impact.

Although high value RMG have been provided with
tax holiday facility, there was a need for further tax-
breaks to stimulate backward linkage activities in
the textile, particulatly in view of the challenges of a
quota-free regime,

A textile technology upgradation fund would have
encouraged the sector to undertake the necessary
restructuring and upgradation. The Indian Budget
FY2006 had not only proposed a budgetary
allocation of Tk 43500 crore (Rs 30,000 crore) (5.83
per cent of total revenue expenditure) but also
granted Tk 631 crore (Rs 435 crore) for the purpose
of setting up a Technology Upgradation Fund
(I'UF). Though India already has a strong textile
infrastructure, it has introduced a 10 per cent capital
subsidy scheme for the textile industry.

Thete is no special allocation for handloom
industry which is alarge rural employer. Bangladesh
could have taken the initiative to adoptand promote
cluster development approach for production and
marketing of handloom products, as was advised in
the Indian budget FY2006. India has allocated Tk
58 crore (Rs 40 crore) towards this. Besides, a life
insurance scheme for handloom weavers has been
taken by the Indian government, which will provide
insurance coverage of up to Tk 72,500 (Rs. 50,000).

Leather and Leather Goods Industries

Investment in leather manufacturing products has
increased in recent times. Proposed concessionary
rate of customs duty for dyes and chemicals for this
sector is likely to have positive impact on
investmentin this sector.

Telecommunication

Investment in the telecommunication sector will be
encouraged in the next fiscal year as a result of
reduction of import duty on telephonic machinery
(from 15 per cent to 7.5 per cent) and reduction of
supplementary duty (from 15 per cent to 0 per cent)
on telephone answering machines and dictating
machines.

Local mobile phone battery producers will be
benefited because of the increase in the import duty
from 7.5 per cent to 15 per cent.

Imposition of a tax of Tk 1200 for connection of
each SIM/RIM Card, or for the same purpose
CDMA technology at local stage is likely to create
distortions in the mobile telephone market.



» Firstly, this would create a disincentive for
lower income groups since clients will be
required to pay same amount (i.e. Tk 1200 for
connection + Tk 300 for the set) irrespective of
income levels. Secondly, there is an
apprehension that this will create entry barrier
for new entrants and may encourage anti-
competitive behaviour.

» However, on their part the mobile operators,
rather than passing the whole burden on the
customers, could take up steps towards burden-
sharing, e.g. reduce call rates.

» Surprisingly the National Board of Revenue
(NBR) has circulated a notice to implement this
tax structure with effect from June 09, 2005.
Since this is only a budget proposal and the
budget has not been discussed and passed in the
patliament, such advance implementation
undermines the participation of legislature in
the national policymaking,

Manufacturing Items

e The current budget proposes to reduce customs
duty on some raw materials needed for the
manufacture of transformer. At present
Bangladesh is manufacturing quality transformers.
After fulfilling the local requirements, it is also
exporting. Reduction of customs duty on raw
materials for transformer manufacturing could not
only help meet the demand of the local need but
also stimulate expott.

e Reduction of customs duty on some raw materials
for local bicycle industties has been proposed in the
budget. This is a positive move towards diversifying
export basket as light engineering (bicycle) is an
emetging potential export sector.

Vehicle

Customs duty of vehicles within the range of 1500cc

and 1649cc in CKD has been raised from 15 per cent to
25 pet cent; also for vehicles exceeding 1649cc in CKD.
Will it stimulate local vehicle body building industry?

Tax Base under VAT

Instead of expanding the existing tax base, the
government emphasised the need to consolidate the
present VAT system and has tried to make it more
transparent. For this reason, the current budget did not
propose any major change in the existing tax regime. It
is firmly believed that government needs to further
simplify the collection procedures and ensure proper
enforcement of the law and regulations. CPD has
eatlier proposed broadening of the VAT net to include
the professionals; however, this has not been done.

2.11 Local Government

Under 11 heads in the ADP, a total of block allocation
accounting for Tk 826.5 crore has been allocated for
various local government institutions this amount is
5.3 pet cent more than that of the comparable figure in
FY04 (revised). Interestingly, the largest increase to
place under the head of Gram Sarkar (50 per cent
more) and allocation for various Chittagong Hill Tract
(CHT) related heads did not experience any growth (Tk
115 crore).

However, Tk 244 crores has been earmarked for the
CHT as investment project in the proposed
development budget of FY2006 which of 31.1 per cent
higher than the allocation is the revised budget of
FY2005.

Under the revenue budget, CHT Ministry received Tk
126 crore in FY2006 which is 10.5 per cent higher than
the revised budget (Tk 114 crore) of FY2005.

3. SOCIAL SECTOR AND SAFETY NET PROGRAMMES

Towards targeted poverty reduction, social safetynet
and employment generation programmes, the budget
for FY2006 proposed an additional allocation of Tk
4,600 crore from the non-development budget. This
allocation is about 12.1 per cent of the total non-
development budget. This allocation (besides ADP)
for social safety net include the following: (a)
continuation of existing programmes, (b) new
programmes introduced, (c) special programme for

mitigating economic shocks, (d) special credit
programmes for employment generation.

3.1 Social Sector

Education
e As in the last budget, education has received the
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highest allocation of Tk 9487 crore which is 14,94
per cent of the total budget. Out of this, Tk 3227
crore (34 per cent) will be spent from development
budget forimplementing 61 projects.

This allocation is Tk 2366 crore (33.23 per cent)
more than the last yeat's revised budget and 23.53
per cent more than that of the proposed budget.
Development budget this year is 57.49 per cent
mote than the revised budget of the previous year
and 5.08 per cent more than the proposed budget.
Increase in revenue budgetis Tk 296 crore (23.4 pre
cent) from revised budget and is 35.82 per cent
more than that of the proposed budget.

Share in total GDP allocation is 2.27 per cent which
was 1.93 per cent in FY2005 revised budget and
1.84 per centin the proposed budget.

In line with PRSP, budget has put a lot of emphasis
on gitls' education. The budget will bring 29 lakh
more students under the stipend programme. In
addition, the budget has increased the number of
scholarships at vatious levels.

Expenditure upto March 2005 was 44 per cent.
Number of projectsin ADP s 51, of which 13 were
targeted to be completed but none was completed.
In FY04 budget 39.1 per cent was spent upto March
which went up to 88 per centin June.

No new project was included in education sector.
Ministry of education has been brought under the
Medium Term Budgetary Framework (MTBF)
which is a new initiative of the Government.
Indicators of attainment of targets and output
target of those indicators are specified under this
new initiative. So hopefully the targets can be better
monitored.

Health

Combined allocation in health is Tk 4240 crore
which is 6.6 per cent of the total budget. This
allocation is Tk 1065 crore (33.5 per cent) more
than the last year's revised budget and 31.6 per cent
more than the proposed budget.

Development budget increased by 58.7 per cent
compared to the revised and only by 4.7 per cent
compared to the proposed budget. Revenue
allocation increased by 14.4 per cent from the
revised and by 24.9 per cent from the proposed
budget.

Share in GDP allocation is 1.0 per cent as against 0.9
per cent of the last revised budget. This share is 0.9
per cent of the FY05 proposed budget.
Expenditure up to March 2005 has been only 33 per
cent of the allocated amount. Number of projects
in the ADP was 16. One was targeted to be
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completed but was not completed by March 2005,
In FY2004 budget 34.4 per cent was spent upto
March 2005 which wentupto 71 per centin June,
Only one new project has been included but this
was under the local government division.

On the whole, allocation in social sector in FY2006
as percentage of total budget has increased by 1.39
per cent.

3.2 Social Safety Net

Continuation of Existing Programmes

Some of these programmes were launched in the
earlier regime, and retained and expanded under the
current one. This is a very welcome trend.

Increased monthly allowance under Old-age
Allowance and Allowances for the Widowed,
Deserted and Destitute Women, from Tk 165 to Tk
180, and increased number of beneficiary coverage
from 19.15 lakh to 21.25 lakh.

Increased number of beneficiaries under
Honorarium for Insolvent Freedom Fighters, from
60 thousand to 70 thousand.

The budget proposed an additional allocation of Tk
75 crore to the Fund for Mitigating Risks due to
Natural Disasters.

The budget proposed an additional allocation of Tk
20 crore to the Fund for Rehabilitation of the Acid-
burnt and the Physically Handicapped and an
additional allocation of Tk 75 crore to the Fund for
Housing the Homeless.

The budget proposed an allocation of 10.32 lakh
tons of foodgrain for VGD, VGF, Food for Works
Programmes, Test Relief and Gratuitous Relief
(GR) in FY06 which is 18.6 per cent higher than the
revised budget of FY2005 but 22.3 per cent lower
than original budget in FY05. In addition, it
proposed an allocation of Tk 300 crore in FY2006
as Food for Works Programme (Cash) which is 13.6
per cent more than the revised budget of FY2005.
The budget made a lumpsum allocation of Tk 100
crore to the Ministry of Tlood and Disaster
Management to meet the emergencies due to
natural disaster.

New Programmes Introduced

The budget has proposed introduction of two new
programmes in the next fiscal year in addition to the
ongoing social safety-net programmes:

Allowance for the Fully Retarded: 'The budget
has proposed to provide a monthly subsistence of



Tk 200 to 104000 fully retarded persons; the budget
allocated an amount of Tk 25 crore towards this
programme.

o Seasonal Unemployment Reduction Fund: The
budget proposed to create a fund of Tk 50 crore for
the marginalised poor of some selected areas in
Bangladesh where remain unemployed per force
for certain periods in a year owing to natural and
geographical constraints. This is expected to
mitigate their miseries by creating employment
opportunities for them.

It can be mentioned that, prior to budget

announcement, CPD suggested these two proposals to

the Finance Ministty.

3.3 Programme for Mitigating Economic Shocks

This nominal allocation only gives indication of the

problem, not the solution.

e The budget has proposed to allocate Tk 30 crore to
the special funds introduced in FY 2004-05 for
Retraining and Employment of the Voluntarily
Retired/Retrenched Employees/Labourers.

e The budget has also earmarked Tk 20 crore for
Retraining and Employment of Workers/
Employees of the Readymade Garment Industries.

3.4 Special Credit Programmes for Employment
Generation

The government has taken up a number of special
credit programmes (Tk 831 crore) under both revenue
and development budgets for creation of employment
opportunities for the poor (see table A2).

However, the test of the actual efficacy of these
allocations will be in their implementation and capacity
to reach the target groups.

* Up to December 2004, within the purview of
different development programmes microcredit
amounting to Tk 6,000 crore has been disbursed
from Government's own resources through
different ministries /divisions/ departments. The
budget has proposed a further allocation of Tk 200
crore from the revenue budget to the micro-credit
fund which has already been created under the
Rural Development and Cooperative Division,
Ministry of Fisheries and Livestock, Ministry of
Youth and Sports, Ministty of Liberation War
Affairs and Ministry of Women and Children
Affairs,

® The budget has allocated Tk 281 crore to PKSF

Table A 2: Special Credit Programmes for Employment
Generation: FY2005-06

Existing Additional
(FY05) Allocations
proposed
(FY06)
Total New Allocations for
Microcredit Programmes 1379
Guver-nment departments/ y
agencies 6000 200
PKSF i 281
NGO Foundation 50 100
Employment generation for
the hard-core poor i 100
Micro enterprises i_n the
rural areas ! 50
Credit support to promote
Agro-based industries 100

* Data not avaifable.

(Palli Karma Shahayak Foundation) to implement
microcredit programmes through NGOs in
FY2006.

* Increased allocation of funds for the Bangladesh
NGO Foundation from Tk 50 Crore in FY2005 to
Tk 100 crore in FY2006.

o Allocated AN additional amount of Tk 100 crore in
FY2006 as Special Fund for employment
generation of the hard-core poor.

e The budget has increased an allocation of Tk 50
crore for development of micro-enterprises in the
rural areas. PKSF is implementing this programme
through 70 NGOs.

* The budgetis going to provide credit support of Tk
100 crore through Bangladesh Krishi Bank,
Rajshahi Krishi Unnayan Bank, BASIC Bank and
Karma Sangsthan Bank to promote agro-based
industries.

Hopefully, these programmes will benefit the poor.
The test of the actual efficacy of these allocations will
be in their implementation and capacity to reach the
target groups.

Comment

An analysis of actual expenditure of money allocated
as special block allocation for poverty reduction in
FY2005 (Tk 230 crore) under ADP revealed that not a
single Tk was spent until March 2005. On the other
hand, data on utilisation level of targeted programmes
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for poverty eradication and employment creation
during the FY2005 is not available. In the absence of
utilisation level, it is not known how far they were
implemented in FY2005 and what will be the fate of
these allocations in FY2000.

Finance Minister in his budget speech mentioned,
“Fifty-four per cent of revenue and development
budget will be spent to finance direct and indirect

poverty reduction programmes in the next fiscal
(FY2006)”. However, he does not mention how he has
derived these figures and which ministries/
agencies/programmes/ projects are included in this. A
separate annex at the end of the speech could have
resolved this problem. Currently, the most important
public development document of the country lacks
transparency regarding resource allocation to its most
important objective, i.e. poverty alleviation.

4. CONCLUDING OBSERVATIONS

Three major trends may be observed from the

proposed budget for FY20006.

e First, care has been taken to upgrade some sectors
in terms of allocative priority from poverty
alleviation consideration. These include the
initiatives in the area of health and education. Other
initiatives belonging to this category are those
contributing to agriculture and rural development.
There had also been a conscious effort to expand
and deepen the social safety net programmes.
However, without a propet poverty audit, it will be
difficult to say what is the actual pro-poor intensity
of the budget FY2006.

e Second, with a view to provide support to
investment and employment generation in the
backdrop of limitation of available resources, the
budget for FY2006 has made a number of
compromises. This has been reflected through
recasting of tax holiday provisions, continuation of
a number of cash incentive schemes for selected
expott sector, and rationalisation of tariff and para-
tariff structure.

e The third trend in the proposed budget for FY2006
suggests that the fiscal measures were in fact
generated through collusive behaviour. The
extreme manifestation of this was the extension of
the time period for tax amnesty for undisclosed
income. Some other fiscal measures would also
invoke such suspicion (for example, tax on SIM
card).

At the end of the day, the “reality check” of the budget
for FY2006 will be in its implementation. If the
implementation behaviour pursues its earlier track
record, then both the fiscal and external balances will

be in jeopardy, ultimately undermining the savings-
investment prospect. Admittedly, under such a
scenario, the poot will be affected more than the rich.

Some of the “not so pro-poor trends” in the public
finance basket are the following First, revenue
expenditure increasing at a rate faster than that of
revenue eatnings and development expenditure.
Second, increased contribution of the VAT in
incremental contribution to the total revenue intake.
Third, extremely poor level of utilisation of resources
allocated to some of the social sectors (e.g. primary
health care and education sectors) which essentially
benefit the rural poor.

As a result of the above, the economy is already under
performing in contrast to the targets set by the MTME
Za

5

_~The concern for such a grim possibility increases as the
< government's! inclination to commit one by one all the

“eight sins” identified by the CPD eatlier. These were:

(i) Bloated Public Investment Progranmme

(i) Adverse Selection of Projects and Programmes

(ii)  Tendentions Awardof Tax and Tariff Relief

(iv)  Contracting of Questionable Suppliers Credit

()  Patronage Distribution through Public
Procurement

(vi)  Patronage Distribution through Privatisation of
State-Owned Enterprises

(vii)  Issuance of New Bank Licences

(vit)  Issuance of New Insurance Licences

We regretfully observe that the tally has reached three
through the budget for FY2006. Will the rest follow as
well?

'See for details IRBD 2005 Second Reading.
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|| Final Assessment of Flood 2004




Background

Flood 2004 has been one of the most severe floods in
the recent history of Bangladesh since the last major
flood in 1998. In view of the sevetity of flood 2004,
and its possible impact on the economy and
implications for policies to be pursued in terms of post
flood rehabilitation, CPD undertook a study in July-
August 2004 on Rapid Assessment of Flood 2004
under its IRBD programme.

As the flood continued through August and there was
heavy rainfall in early September in some of the areas
of the country, CPD continued to work on updating
the findings of the study including the damage
estimates, and also has put under scrutiny
developments as regards implementation of the
government's rehabilitation programme.

In order to carry out the study, CPD has adopted the

following methodology:

i.  Generation of information from primary sources;

ii. Collection of information from secondary and
unpublished sources; and

iii. Validation of the information and study findings
through dialogues with policy makers, experts and
knowledgeable persons.

Primary information was collated from field surveys.
Secondary sources of information included: (i) media
(both print and electronic); (i) government ministries
and agencies; and (iii) private sectors and trade bodies.

In otder to generate primary information from flood
affected areas, CPD sent three teams, each consisting
of two CPD researchers, to a number of flood-hit
areas. CPD teams visited eleven Upazillas in nine
districts of the country.

To discuss and validate an eatlier draft of the findings,
CPD held an in-house dialogue on 9 August 2004 with
a number of high level policymakers working with the
government, top level former bureaucrats, NGO
leaders, experts and academics. CPD received
important insights and information from this dialogue.
The report was also shared with the print and electronic
media through a press briefing on 12 August 2004 in

order to disseminate the findings of CPD's rapid
assessment and recommendations which emerged
from the study and dialogues with stakeholders. CPD
also shared the findings and recommendations of the
flood assessment study with the government.

In the second phase CPD members made
reconnaissance field level visits in some of the areas
which were visited by CPD members in August 2004
during the flood. In order to understand the coping
mechanism of the flood victims and post-flood
rehabilitation activities CPD sent a team of two
members to two districts in November 2004,

Secondaty information on updated damage estimates
and post flood rehabilitation programmes was
collected from government ministries and agencies.
Information was also collected on damages caused to
various sectors of the economy due to torrential rain in
August.

On the basis of the updated information collected
from various official sources, CPD has estimated the
damages due to Flood 2004 and damages due to heavy
rain. The second phase of the study also compares
CPD's policy recommendations provided in CPD's
initial Rapid Assessment of Flood 2004 with the GOB
implementation policies.

Damage Assessment

Updated Damage Estimates: CPD's preliminary (up
to 4 August 2004) estimates of damage due to Flood
2004 was to the tune of Tk 11,418.6 crore or US$ 1.93
billion with an anticipation of ranging to Tk 15,000
crore (US$2.5 billion) after the final assessment. The
CPD study on assessment of Flood 2004 covers five
major affected sectors for estimating the total damage
caused by the flood. These broad sectors are: (1)
Agriculture, (2) Infrastructure, (3) Industry, (4)
Education, and (5) Health. Table 3 presents both the
preliminary and updated damage estimates which show
that CPD's updated damage estimate due to Flood
2004 stands at about Tk 11,760 crore (US$ 1.99 billion).
This is about Tk 341 crore more than CPD's earlier
estimate. Ten districts were affected due to heavy
rainfall that followed Flood 2004. If the impact of
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heavy rainfall is accounted for, the damage for the
agricultural sector (crop and fisheries) stands at Tk
1733.8 crore (US$ 0.29 billion). Consequently, CPD's
final damage estimates due to flood and rain increase to
about Tk 13,493.8 crore or US 2.29 billion. This is
about 4.05 per cent of total GDP for the FY2004.
Information on the impact
of rainfall on other sections
was not available, Apart

the application of a scientific methodology. Following
CPD's study a number of attempts have been made by
other organisations to estimate the damages incurred
due to flood such as the joint assessment by the Asian
Development Bank and World Bank and the Institute
of Cost Management Accountant (ICMA). The UN

Table B1: Comparison of Preliminary Damage Estimates

from the infrastructure and

i g Organisations Total Damage(Tk crore) Total Damage
residential sectors, all (US$ billion)
estimates of damage due t0 ~goriretor policy Dialogue (GPD) (a) 11,418.6 (till 4 August 2004) 1.93
flood h ave remaine d  Source: Report on Rapid Assessment of Flood 2004 (b) 13,493.8 (Updated, includes rain) 299
unchanged in CPD's re-
estimate. Asian Development Bank-World Bank 13,450 2.28

Source: Report on Damage and Needs Assessment
Comparison of Damage  United Nations 40,000 6.6
Estimates: CPD's Source Quotedin the newspaper
preliminary assessment was  Government of Bangladesh 42,000 7.0
the ‘fitst one of its kind to Source: Quoted in the newspaper

Institute of Cost Management Accountant 49,864 8.0

come up with a damage
estimate of flood 2004 with

Source: Study Report on Damages Gaused by Flood 2004

TABLE B2: SUMMARY OF CPD'S DAMAGE ESTIMATES

FINAL ASSESSMENT OF FLOOD 2004

—

Sector Preliminary Damage Estimate Updated Damage Estimate Damage from Total Damage
Amount Share (%) of Amount Share (%) of Heavy Rainfall due to Flood
(Tk Crore) Total Damage (Tk Crore) Total (TkCrore) and Rain (Tk
Damage Crore)
1 2 3 4 5
Agriculture 2920.0 25.6 2920.0 248 1733.8
Infrastructure 3867.0 33.9 4017.6 34.2
Residential 3706.0 32.5 3896.8 3341
Industry 531.7 47 531.7 4.5
Education 345.4 3.0 345.4 2.9
Health 48.5 0.4 48.5 0.4
Aggregate 11418.6 100.0 11760.0 100.0 1733.8 13,493.8
(US$1.93 billion) (US$1.99 billien) (US$0.29 billion) |(US$2.29 billion)
Public Sector 4303.0 37.7 4453.6 37.9
Private Sector 7115.6 62.3 7306.4 62.1
GDP (2003-04) 332567.0 332567.0
Damage as % of 34 3.5 4.05
GDP
Note: Memo:
1. Agriculture sector includes crops, fisheries and 1. Estimated Damage of 1998 flood was 4.7%

livestock. Infrastructure sector includes roads,
bridges and culverts, railways, embankments,
irrigation canals.

2. Income loss due to flood is not considered.
Private sector Industry data is partial.
3.  Damage in agriculture sector due to heavy

rainfall includes the crop and fisheries sectors,
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of the GDP of 1998-99 (Chowdhuty, Islam
and Bhattacharya 1998).

2. The upper bound of the initial CPD damage
estimates was predicted to be Tk 15,000
crore (4.5% of GDP).



mission in Bangladesh and the GOB had also quoted
some damage estimates. Except the ADB-World Bank
assessment all the other estimates are much higher than
the CPD estimates and the methodology of these
estimates is either unclear or unscientific.

Relief and Rehabilitation

Relief: All types of relief distributed among the flood
victims in cash and kind by the Ministry of Food and
Disaster Management (MOFDM) were converted into
monetary value. Relief distributed by the Prime
Minister's Office and by the private sectors could not
be included due to unavailability of data. The monetary
value of relief distributed to the flood victims by the
MOFDM was Tk 192.5 crore. It is observed that the
national average of per capita relief distribution has
been higher (Tk 51.15) in the updated estimation
compared to the eatlier estimation (Tk 19.97). The
monetary value of relief distributed in the rain affected
districts is Tk 6.7 crore and the per capita availability of
relief is Tk 14.57.

Rehabilitation Programmes: In an effort to rehabilitate
the affected people and reconstruct the flood affected
economy the GOB has recently approved a two-year
massive flood rehabilitation programme for Tk 1,429
crore, of which ADB will provide a loan of Tk 1,045
crore (US$180 million). The rest will be provided by the
GOB. ADB's programme will startin January 2005 and
will be allocated for the improvement of five sectors
such as rural infrastructure, city, roads, railway and
water development. Among the other major donors,
the World Bank is planning for aloan of about US$200
million of which US$40 million is new assistance and
US$ 160 million is old money which remained
unutilised and will be cancelled if not utilised. The UN
flash appeal for US$ 210 million to help the flood
victims for six months could generate about US$§ 42
million till October 2004,

Insights from the Filed on Rehabilitation: CPD team
visited Dhunat and Sirajganj Sadar upazillas of Bogra
and Sirajganj districts respectively during the second
round of information collection. The team found that
the reconstruction of road and bridges has not started
as yet though the preparation to call for tenders is
almost complete. The schools and colleges which have
started to operate after the flood also need to be
renovated. Small dams have been reconstructed by the
local people. The tehabilitation programme for the
agriculture sector which included distribution of seed
for ropa aman, boro, wheat, maize, lintels, mustard,

chilli, fingerlings for fisheries and cash to buy goat and
poultry has been appreciated by the people. NGOs
undertook similar programmes. In Dhunat upazilla
16,000 VGF cards were distributed till date for an
amount of 160 metric tonnes of rice. A few houses
were built with the support of the government and
NGOs. About 80-100 houses were built in Dhunat
with the help of a non-resident Bangladeshi. The
presence of NGOs in Sirajganj is less compared to
Dhunat.

>
\Aﬁ)‘s Recommendations and GOB Initiatives

In its preliminary report CPD presented a policy
package for addressing the post flood situation during
the fiscal year 2004-05 which was derived from
revisiting the experience of the earlier flood, taking
note of the macroeconomic parameters and
petformance of the real economy, and reviewing the
emerging trend of the global economic environment.
This policy package included both short-term
measures (August-October 2004, ie. till aman is
harvested) to deal with relief activities and medium-
term measures (August 2004-June 2005 i.e. till end of
the fiscal year) to address rehabilitation and
reconstruction programmes. CPD's policy package
were telated to macroeconomic framework, public
finance, ctedit expansion and inflation, external sector,
real economy (agriculture, industry, infrastructure),
safety net, government microcredit and utilisation of
foreign aid. During the last few months GOB has
undertaken various programmes for relief and
rehabilitation many of which are in line with CPD's
recommendations. However, many more ate yet to be
undertaken to address the flood affected people and
areas.

CPD recommended for an expansionary
macroeconomic framework which essentially includes
increased public expenditure (investment) and greater
flow of credit (both industrial and agricultural) to the
private sector. CPD recommended that at least Tk
5,000 crotre has to be disbursed as agricultural credit
and recovery may be suspended till harvesting of aman
crop while a special programme for boro crop has to be
undertaken as well. The government has decided to
disburse Tk 5,537.91 crore during FY2004-05 through
nationalised commercial banks and specialised banks.
NCBs and specialised banks disbursed Tk 1,154.78
crotre during July-October 2004, which was 58 per cent
higher than that of the same period during the last
fiscal year.
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CPD's repott cleatly stated that domestic resources
can, by and large, finance the reconstruction work.
Available information suggests that the government
mostly relied on its own budgetary resources. CPD also
recommended that within the public expenditure
portfolio, activities and projects related to
rehabilitation and reconstruction should get priority.
The government has taken the decision to reallocate 10
per cent of the ADP for rehabilitation and
reconstruction activities, which is about Tk 2,200 crore.
Though it is too early to make any assessment as
regards the utilisation of the block allocations kept in
the ADP, such allocations remained unutilised till
September 2004.

CPD recommended that there should be a plan beyond
aman season and provision for seed, fertiliser and
irrigation duting aman and boro seasons at free of cost
to the marginal farmers. CPD report added that in view
of the rise in global price of oil and upward revision of
domestic prices of gas and electricity, the government
should consider an ad hoc telief for farmers using
diesel operated irrigation. The government has decided
to provide seeds free of cost and fertiliser at reduced
rates to the farmers through a scheduled subsidy
amounting to Tk 271 crore. However, the government
has not considered the suggestion regarding the price
of diesel for irtigation. Instead, it has increased the
price of diesel from Tk 20 to Tk 23 per litre since
December 2004. The decision to hike the price of
diesel will have adverse impact on boro production
since boro relies heavily on irtigation and 83 per cent
irrigation is done through diesel operated engines in
Bangladesh. This will, in turn, raise the price of rice and
have a negative impact on the availability of food. It
may be noted that the total import of foodgrains (rice
and wheat) by the government and the private sector
during July-December 2004 was 1,550 thousand mt
compared to 1,851 thousand mt during the same
period in the previous year (F'Y2004). In other words,
the total food import in FY2005 is 16.3 per cent less
than that of the last fiscal year (FY2004). The decrease
in import can be attributed mainly to higher and rising
international prices of foodgrains which are expected
to increase further in the coming months. This is due to
lower production prospect of rice in Thailand,
Vietnam and India as a result of abnormal drought.
The government should review the decision of
increase in diesel price to ensure food security.

CPD's policy package suggested the following
measures for export oriented industries: (i) provision
of cash compensation scheme and expeditious steps
towards timely release of funds under CCS initiative;
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(i) support air cargo shipment of exportables
including RMG, charter cargo planes, if needed; and
(iii) advise banks for deferment of loan recovery for 3-
6 months from export-otiented units which have been
affected. The government has increased the CCS
support to agricultural and agro-processing goods
from 25 per cent to 30 per cent, and has taken an
initiative to release Tk 150 crote for the knit sector
from the CCS fund. The government has also decided
for deferment of bank loan recovery from the affected
exportotiented units.

In order to ensure food availability and food security of
marginal families, repair, reconstruction and
maintenance of flood damaged rural roads through
FFW programme have always been useful. CPD
recommended that the amount of foodgrains to be
distributed through non-priced channels such as VGD,
VGE FFW, TR and GR should be incteased from the
planned level of 744 thousand tonnes. The short-term
rehabilitation programmes of the government of
Bangladesh included cteation of a Disaster Risk
Mitigation Fund of Tk 75 crore (US$ 12.7 million) for
families with a monthly income of less than Tk 3,500,
allocation of Tk 170 crore (US$ 28.5 million) and 195
thousand mt of foodgrains for FFW] and operation of
TR programme for repairing and reconstruction of
schools and basic infrastructures. The government also
declared that it would feed 40 million people till
December 2004 under the VGF programme. An
analysis of the distribution of foodgrains through
public foodgrains distribution system (PFDS) reveals
that the distribution of foodgrains through FFW and
VGD was lower in July-December 2004 (101 thousand
mt) than that of JulyDecember 1998 (366 thousand mt)
following Flood 1998. This needs to be corrected. The
amount of foodgrains distributed through non-priced
channels during July-December 2004 was 511
thousand mt and the government has a plan to
distribute another 353 thousand mt duting Januaty-
June 2005. Total distribution of the priced and non-
priced foodgrains through the PFDS during July-
December 2004 was 637 thousand mt against 631
thousand mtin July-December 1998,

As regards foreign aid, CPD's policy package stated
that the government should take initiative to teceive
food aid as much as possible for keeping the safety net
programmes, including VGD and VGE CPD report
added that although the government has recently
received a budgetary support of about US$200 million
from the World Bank under the Development Support
Credit II, it will be worthwhile to negotiate
expeditiously for a quick-disbursing budgetary-cum-



BOP support of another US$200 million. The CPD
report suggested that project aid, with its low off-take
tecord, can only be entertained for dealing with
medium to long-term problems related to flood. Inan
effort to rehabilitate the affected people and
reconstruct the flood affected economy, the
government has recently approved a two-year massive
flood rehabilitation programme of Tk 1,429 crore of
which ADB is expected to provide a loan of Tk 1,045
crore (US$ 180 million). The rest will be provided by
the government of Bangladesh. ADB's programme is
scheduled to start in January 2005 and will allocate
money for the improvement of five sectors including
rural infrastructure, city, roads, railways and water

development. Among the other major donors the
World Bank is planning to provide a loan of about US§$
200 million out of which US$ 40 million will come as
new assistance and US$ 160 million from eatlier
earmarked assistance which remained unutilised and
would have otherwise been cancelled. The UN Flash
Appeal for US$ 210 million to help the flood victims
for six months could generate about US$ 42 million till
October 2004,

Table B3 presents a comparison of CPD's
recommendations and GOB initiatives and
implementation policy as regards addressing the post-
flood economic situation.
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MFA Phase-out:

CPD was one of the eatliest proponents of looking at
quota derestriction under the ATC first as an
opportunity, and then as a challenge. CPD pointed out
the need for building on Bangladesh's track record in
the export sector and explote opportunities to increase
Bangladesh's export by taking advantage of the MFA
phase-out. In the March 18, 2004 dialogue on
Surviving in a Quota-free World: Will Bangladesh
Make It? CPD pointed out that thete were quota
categories where Bangladesh had a distinct competitive
edge and Bangladesh should at the least aim at retaining
current global market share in appatels. This could
mean an export of (since global market is expected to
expand significantly) up to US $10.0 billion by 2010.
CPD urged for a national consensus to attain this
target.

Export trends show that over the past few years knit
has demonstrated very high growth, with the result that
its share in total RMG has gone up from about 20 per
cent in FY2000 to about 40 per cent in FY2004.
Bangladesh had a very strong global presence in basic
items and enjoyed competitive advantage in a number
of quota categories both in knit and woven. As a result,
in all likelihood Bangladesh is expected to figure in the
short list of countties (from the 50 odd current
sources) with which buyers were likely to do business in
terms of quota categories where Bangladesh had
distinctive competitive advantage. In the aforesaid
dialogue, CPD underscored that approptiate strategies
should be designed to realise the potential
opportunities of the MFA phase-out in those
categories and that it was possible to enhance
Bangladesh's export of those items once the quota was
derestricted. The CPD presentation identified a
number of such categories. Indeed, this was a time
when IMF’, WB and WTO studies wete presenting a
gloomy picture about a drastic fall in Bangladesh's
exports once the phase-out was over by January 2005.
Most of these studies were making projections based

Million US$

on export performance of quota categories which were
derestricted under the first three phase-outs under the
ATC. BoP support and support under the Trade

Figure C1: Global Export of Knit and Woven RMG and
their Growth
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Integration Mechanism (TIM) were mooted to enable
Bangladesh to face the eventualities.

In the end, it is still to be seen how things will evolve in
the coming few months. However, eatly signals are
encouraging. Bangladesh continues to remain on the
radar screen of major buyers as one of the top five
sources of apparels for a number of basic items such as
sweaters, T-shirts, men's and boys' trousers, shirts, and
ladies' wear. Orders for the winter and eatly spring
seasons appear to be robust, and this trend is likely to
define the export performance over the next few
months of the FY2005.

' Presented at a CPD dialogue titled 'Surviving in a Quota-free World: Will Bangladesh Make It?' on March 18, 2004 by Professor Mustafizur

Rahman, Research Director, CPD
; wwwimf.org/external/country /ZAF/tr/pdf/092104.pdf
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Figure C2: Bangladesh's Export of Apparels:
FY2005 vs FY2004
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Recent trends show that exports during the FY2005
was 11.01 per cent higher compared to the FY2004,
with knit demonstrating a phenomenal growth of
31.47 per cent and woven a marginal growth of 1.88
per cent, What is of interest is that although export of
apparels to the US market has gone down by 25.9 pet
cent over the last three years (between FY2001 and
FY2004); according to OTEXA data export from
Bangladesh has indeed gone up by 11.9 per cent during
the first four months of FY2005 compared to FY2004.
However, an in-depth analysis of the recent
performance in the US market shows that exports of
patticulat items has varied performance. CPD analysis
reveals that exports of some items have increased
between 35 and 400 per cent while export of a few
others decreased by 515 per cent. It is important to
identify the winners, and take measures to increase theit
market share.

Post-MFA Scenario will be Different

CPD has indicated earlier that quota phase-out was
only one of sevetal factors which is likely to have an
impact on performance of Bangladesh's export
oriented RMG sector. Future global trade in apparels
will also depend on other important factors including
China's accession to the WTO, reduced lead time,
erosion of quota-premium following the quota phase-
out, implication of various Regional Trade Agreements
and market access initiatives involving major buying
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countries, further lowering of MEN tariffs with
consequent etrosion of preferential margins, and
increasing use o