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Watching the Watchdogs:

Political Economy of Public Accounting Oversight

Dr Jamaluddin Ahmed FCA *

Abstract: Professions are seen in terms of their economic monopolies,
their professional work and skills, and their ideologies. Following these
three lines of thought, critics trace the potential economic effects of a
decline in professional status, the potential effects of loss of professional
control over auditing practices and standards, and the likely public interest
effects from changes in professional ideology. Professional accountancy
bodies and firms under their umbrella are perceived to be non- performer
in delivering their professional responsibilities towards the stakeholders. In
every economic turmoil, stock market crash, Bank failures and economic
downturns the accountants are criticized whether this failure originated
from wrong economic theory or not. This paper is to identify the different
steps that needed accountancy profession to bring under more scrutiny and
surveillance to avoid the conflict of interest and protect the stakeholder
interest and independence of public accountants. This paper tries to identify
the causes of oversight on accountancy profession in general and, in
particular, and highlight the developments in the United States, Scandina-
vian country Sweden, Denmark, EU and Middle Eastern and Asian coun-
tries and a brief sketch of state of oversight on accountancy profession in
Bangladesh. Given the objective, the paper provides a literature review on
the foundation of the public accountancy profession on its existence. Open
discussion on the justification oversight with details on the causes of the
failure of public accounting profession with stress and scandals, lawsuits,
and criticism and reforms in regulation process including oversight of the
profession. Deals with emerging need of oversight on the Accountancy
profession in particular, enactment of Sarbanes-Oxley Act and establish-
ment of public company accounts oversight Board in the USA. Attempts to
display the updates on the implementation Sox Act and process develop-
ment for implementation also the impact on auditing profession. In particu-
lar, this provides an insight on how PCAOB started functioning and the
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accountancy firm inspection process followed. Provides a sketch on Public
Company Oversight Board in 15 countries which covers 7 Middle East and
8 EU countries. Details a brief on International Forum of Independent
Audit Regulators with 39 members that includes 10 country survey results
on accounting oversight Board and the regulation process. A brief sketch
on the regulation process is provided with a brief on the current state of
oversight on Accountancy Profession in Bangladesh and documented the
summary of the paper and the rationale for the establishment of Public
Accounting Oversight Board in Bangladesh.

Introduction

Professions are seen in terms of their economic monopolies, their professional
work and skills, and their ideologies. Following these three lines of thought, critics
trace the potential economic effects of a decline in professional status, the potential
effects of loss of professional control over auditing practices and standards, and
the likely public interest effects from changes in professional ideology. The work
of two particular socio- logical theorists forms the framework for this analysis.
Abbott [1988] theorizes professions as groups with jurisdiction over professional
tasks—a jurisdiction that is based in economics, negotiated with other groups, and
in a constant state of change. Freidson [1986; 2001] bases his analyses on the char-
acteristics of an ideal profession with emphasis on understanding the key interac-
tions between those characteristics. While some see the public accounting
(auditing) profession as distinct from other accounting professions, such as educa-
tion, private enterprise, not-for-profit and governmental [Handrikson 1986], some
define the accounting profession more broadly and see the various segments as
internal differentiation within a profession. In the U.S. and elsewhere the premier
event leading to professional status for accountants was the franchise given to
public accountants by the securities legislation of the 1930s [Merino and A. G.
Mayper 2001]. This legislation both requires publicly traded companies to
purchase independent audits of their financial statements and defines public
accountants as the sole providers of such audits. The professional status of
accounting is therefore dependent on the public wing of the profession. However,
even the American Institute of Certified Public Accountants has only a minority of
its members currently in public practice. Both in the UK and the US the profession
is fragmentary with many sub- specializations. Roslender [1992] notes that aside
from auditing, the accounting profession is not exclusive and does not depend on
a government supported monopoly. One does not have to be a CA to provide
taxation, statement preparation, and other services.

Abbott [1988] and Freidson [2001] explain that once a profession has achieved
professional status, they begin to bring various related functions under the
umbrella of that professional distinction. So, for example, accountants in the US
have provided taxation and information services as an adjunct to audit practice and
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these activities are clothed in the ideological mantle of the profession for a market-
ing advantage when supplied by CAs—although both services can be bought as
well from non-accountants. This is precisely the type of situation theorized by
Abbott [1988 ] where a number of related functions rely on the professional status
of the core function in competition for professional jurisdiction or work.

Key Aspects of Professionalism: Public accountancy, is generally viewed as a profes-
sion both by academics and the public. Friedson [2001] notes five interdependent
elements of the ideal type professionalism of which three key elements are the exist-
ence of a “labor market shelter” by which the profession is shielded from competition,
retention of professional control (as opposed to client or state control) over judging
and evaluating professional work, and maintenance of a public interest ideology.

A labor market shelter represents “occupational control over supply and the
substance of demand” for particular work and effective formally negotiated labor
market shelters are always based on some public claim of specialized training and
skill that secures a state sanction for an exclusive right to supply certain kinds of
labor [Friedson, 1994, pp. 82-83].

Another key characteristic of professionals is that they have technical autonomy
and some degree of discretion in performing work that must be conducted in
accordance with a personal, schooled judgment [Friedson, 1986, p. 141]. Even
though professional work is often employed within bureaucratic setting and
control, supervision of the professional work and judgment of its quality is the
purview of skilled professionals. For example, in accounting it is the peer review
process, not the opinion of the client, that determines the quality of an audit. Free-
dom from the authority of others over their work is one of the defining characteris-
tics of professions [Friedson, 1994, p. 115] and one that has been lost by the US
auditing profession and elsewhere in the world with the current accounting scan-
dals like Enron, World Com, Syatom, Parmalaot and many others since 1940s and
more seriously in 1990 onwards..

Objective and structure of the paper

Professional accountancy bodies and firms under their umbrella are perceived to be
non-performer in delivering their professional responsibilities towards the stake-
holders. In every economic turmoil, stock market crash, bank failures and economic
downturns the accountants are criticized whether this failure originated from wrong
economic theory or not. The objective of this paper is to identify the different steps
that needed the accountancy profession to bring under more scrutiny and surveil-
lance to avoid the conflict of interest and protect the stakeholder interest and inde-
pendence of public accountants. This paper tries to identify the causes of oversight
on accountancy profession in general and, in particular, highlight the developments
in the United States, Scandinavian country Sweden, Denmark, EU and Middle
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Eastern and Asian countries. Finally, the paper provides a brief sketch of oversight
on accountancy profession in Bangladesh. The paper is organized as follows.
Section-I: Provides a literature review on the foundation of the public accountancy
profession. Section-II. Open discussion on the causes of the failure of public
accounting profession with stress and scandals, lawsuits, and criticism and reforms
in regulation process including oversight of the profession. Section-III: Mainly
deals with the emerging need of oversight on the Accountancy profession, in
particular, enactment of Sarbanes-Oxley Act and establishment of public company
accounts, oversight Board in the USA. Section IV: Attempts to display the updates
on the implementation of Sox Act. In particular, this section provides an insight on
how PCAOB started functioning and the accountancy firm inspection process
followed. Section V: Provides a sketch on Public Company Oversight Board in 15
countries, which covers 7 Middle East and 8 EU countries. Section VI. details a
brief on country survey results on accounting oversight Board and the regulation
process in Asian Countries. A brief sketch on the regulation process is provided in
this section with a brief on the current state of oversight on Accountancy Profession
in Bangladesh. Section VII: documents the summary of the paper.

Section I: Literature review on Public Accounting Profession
1.1 Issues in the Accounting Profession

While the Sarbanes-Oxley (Sox) legislation was a response to a particular set of
market scandals, a number of unresolved issues had been developing surrounding
public accountancy for years. If these underlying problems remain un-resolved,
they will continue to affect the ability and willingness of the accounting profession
to meets its public interest obligations. Several recent accounts trace the factors
that led to the failure of the profession to retain its full professional status. Zeff
[2003, pp. 189-205] places the pinnacle of status of the US accounting profession
in the 1940s to mid 1960s. However, the subsequent movement of the profession
into information-based services triggered an internal differentiation that would
ultimately erode the public interest ideology of the profession. As the markets
gained increased prominence and importance in the 1960s, activities surrounding
the markets became more visible. The late 1960s ushered in an era of “scandals,
lawsuits, and criticism of the profession” [Zeff, 2003, p. 196]. In the 1970s account-
ing standard setting passed from the profession to a private standard-setting body
and Zeff notes a decline in interest by the profession in taking public positions on
accounting standards. Congressional hearings in the late 1970s resulted in the first
of a series of reforms in the self-regulation process of the profession. In addition,
growth of controversial management advisory services continued despite the
concern of regulators. Zeff [2003, pp. 267-286] notes a deterioration of profes-
sional values and professional climate in the 1980s on due to increases in the com-
petitive environment. Economic pressures in turn led to an increasing move into
provision of consulting services and changes in expectations of partners from deliv-
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ering high quality audit services to bringing in revenue growth.

The profession responded weakly to the Savings and Loan crisis, other scandals
and additional congressional hearings. Pressure from clients for favorable account-
ing treatments that showed continual growth also escalated in the 1980s and 1990s.
Zeff [2003, pp. 267-286] concludes that the auditors themselves became even less
involved with professional issues or identification, focusing more on growth of
their consulting businesses. Zeff notes that the concerns of regulators were
opposed or ignored by audit firms and the work climate and business model of
accounting practice became even more oriented toward consulting work.

1.2 Economic Differentiation

In sociological theories of professions [Friedson 2001, Abbott 1988 , Larson
1977], economic interests are at the core of the professional project. When the
perceived economic value of a peripheral activity, such as information technology
consulting, begins to surpass the perceived economic value of the profession’s
core monopoly activity (auditing), problems are bound to result. The motivation of
the profession to protect the value of its core product is diminished. In the case of
auditing there are further problems because pursuit of the peripheral activity argu-
ably has implications for the ability of the auditor to maintain a vestigal degree of
independence from the client.

The “fall of the accounting profession” can be seen as a situation where perverse
economic incentives associated with the consulting culture overwhelmed positive
economic incentives to preserve the integrity of audits [Larson 1977] or as a situa-
tion where internal differentiation of the profession resulting from the precipitous
rise of information services/consulting played havoc with the ability of the profes-
sion to remain committed to its core business of auditing [ Abbott 1988]. For either
of these two explanations, the solution is to revitalize the economic incentives
associated with auditing—and ironically the internal control certification require-
ments associated with Section 404 of the Sarbanes-Oxley act appear to have just
that effect. Douglas Carmichael, Chief Auditor of the PCAOB, presents the goal of
the auditing profession in economic terms. He relies on the theory of inspired
confidence, an economic theory wherein the goal of auditing is to meet society’s
needs and states that auditing standards will be set with a goal to “perform enough
work to meet the expectations the auditor has aroused in society” [Carmichael,
2004, 13, p. 129].

In the short term Sarbanes-Oxley provisions, particularly in relation to internal
control requirements, may have the effect of revitalizing the economic value of
audit practice. Furthermore, Sarbanes-Oxley legislation severely restricts the
ability of firms to provide consulting services to audit clients, therefore changing
the business model that has dominated accounting practice. However, in the long
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term, economic conflicts between the value of auditing and consulting are bound
to reappear. The internal differentiation of the profession will continue to pose
problems for the profession. While the public accounting profession, particularly
the large firm segment engaged in audits of publicly traded companies, is directly
affected by Sarbanes-Oxley, other segments of the accounting profession are
affected as well. Abbott [Abbott 1988] explains that the different segments of
professions and the other work groups with whom they compete are all inter-

related. Abbott’s “system of professions” is always in flux, with different work
groups competing for jurisdiction.

1.3 Professional Character

Zeff [2003] and Wyatt [2004] describe the decline of the accounting profession to
a turning away from the central ethical commitment of professionalism. This situa-
tion is not unique to accounting. Wolfe [1989] asserts that there has been a change
in the moral sensibility of American society from reifying moral or character-

based traits to admiring economic traits. Reiter and Williams [2004] explain how
the narratives of legitimation of the profession have changed over the years from
emphasis on the professional character of accountants to emphasis on the judicial
neutrality of accountants to promotion of accountants as economic characters
upholding audit independence because it serves their self-interest. While the SEC
and the government seek to restore public confidence in CAs and audited financial
statements by taking over regulation of auditing standards and practices and
enhancing the role of corporate governance, particularly audit committees, in over-
seeing the actions of management, the accounting profession is seeking to reestab-
lish trust in CAs. PWC [2003] exhorts auditors to rebuild trust through rededica-
tion to core values such as integrity, re-activation of professional judgment, and
adoption of clear codes of conduct and corporate cultures emphasizing integrity.

Section II: A Chronology of stress on Accountancy Profession

All was not rosy as the three decades from the 1940s through the close of the
1960s. Threatening clouds began to form over the accounting profession in the
middle and latter 1960s. Financial scandals burst on the scene, raising questions
about the performance of auditors. Trailing in the wake of the scandals, auditors
found themselves as defendants in a number of highly publicized lawsuits. And the
accounting profession lost its prized authority to pronounce on generally accepted
accounting principles (GAAP) to an independent body, with unfortunate ramifica-
tions for the vitality of professional discourse.

Accounting scandals are political and/or business scandals which arise with the
disclosure of financial misdeeds by trusted executives of corporations or govern-
ments (See table 1) Such misdeeds typically involve complex methods for misus-
ing or misdirecting funds, overstating revenues, understating expenses, overstating
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the value of corporate assets or underreporting the existence of liabilities, some-
times with the cooperation of officials in other corporations or affiliates.

In public companies, this type of "creative accounting" can amount to fraud, and
investigations are typically launched by government oversight agencies, such as
the Securities and Exchange Commission (SEC) in the United States. It is fairly
easy for a top executive to reduce the price of his/her company's stock — due to
information asymmetry. The executive can accelerate accounting of expected
expenses, delay accounting of expected revenue, engage in off balance sheet trans-
actions to make the company's profitability appear temporarily poorer, or simply
promote and report severely conservative (e.g. pessimistic) estimates of future
earnings. Such seemingly adverse earnings news will be likely to (at least tempo-
rarily) reduce share price. (This is again due to information asymmetries since it is
more common for top executives to do everything they can to window dress their
company's earnings forecasts). There are typically very few legal risks to being
'too conservative' in one's accounting and earnings estimates.

A reduced share price makes a company an easier takeover target. When the com-
pany gets bought out (or taken private) — at a dramatically lower price — the takeo-
ver artist gains a windfall from the former top executive's actions to surreptitiously
reduce share price. This can represent tens of billions of dollars (questionably)
transferred from previous shareholders to the takeover artist. The former top
executive is then rewarded with a golden handshake for presiding over the fire sale
that can sometimes be in the hundreds of millions of dollars for one or two years
of work. This is nevertheless an excellent bargain for the takeover artist, who will
tend to benefit from developing a reputation of being very generous to parting top
executives.

Similar issues occur when a publicly held asset or non-profit organization under-
goes privatization. Top executives often reap tremendous monetary benefits when
a government-owned or non-profit entity is sold to private hands. Just as in the
example above, they can facilitate this process by making the entity appear to be in
financial crisis — this reduces the sale price (to the profit of the purchaser), and
makes non-profits and governments more likely to sell. It can also contribute to a
public perception that private entities are more efficiently run, thereby reinforcing
the political will to sell off public assets. Again, due to asymmetric information,
policy makers and the general public see a government-owned firm that was a
financial 'disaster' — miraculously turned around by the private sector (and
typically resold) within a few years.

Not all accounting scandals are caused by top executives. Often managers and
employees are pressured or willingly alter financial statements for the personal
benefit of the individuals over the company. Managerial opportunism plays a large
role in these scandals and public accountants through certification process become
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part of these scandals. For example, managers who would be compensated more
for short-term results would report inaccurate information, since short-term
benefits outweigh the long-term ones such as pension obligations.

Table 1: List of reported accounting scandals

Company Year Audit Firm Country Notes
Associated Electrical 1967 United
Industries, after being Kingdom
acquired by General
Electric Company plc
Pergamon Press 1969 United
Kingdom
Lockheed Corporation | 1976 United States
Nugan Hand Bank 1980 Australia
7777 Best 1986 United States Ponzi scheme
run by Barry
Minkow
Barlow Clowes 1988 United Gilts
Kingdom management
service. £110
million
missing
MiniScribe 1989 United States
Polly Peck 1990 United
Kingdom
Bank of Credit and 1991 United
Commerce Kingdom
International
Phar-Mor 1992 | Coopers & United States mail fraud,
Lybrand wire fraud,
bank fraud,
and
transportation
of funds
obtained by
theft or fraud
Informix Corporation | 1996 | Ernst & Young United States
Sybase 1997 | Ernst & Young United States
Cendant 1998 | Ernst & Young United States
Waste Management, 1999 | Arthur Andersen United States Financial
Inc. misstatements
MicroStrategy 2000 | PWC United States Michael Saylor
Unify Corporation 2000 | Deloitte & Touche | United States

Computer Associates 2000 | KPMG United States Sanjay Kumar
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Company

Lernout & Hauspie

Xerox

One.Tel
Amir-Mansour Aria

Bank Saderat Iran

Enron

Swissair

Adelphia
AOL
Bristol-Myers Squibb

CMS Energy
Duke Energy
Dynegy

El Paso Corporation

Year
2000

2000

2001
2011

2011

2001

2001

2002

2002

2002l
20][26]

2002!
20)(27)

20021

20]

2002

2002

Audit Firm
KPMG

KPMG

Ernst & Young
TAO (Audit
organization) and
other Audit firms

TAO (Audit
organization) and
other Audit firms

Arthur Andersen

PricewaterhouseC

oopers

Deloitte & Touche

Ernst & Young

PricewaterhouseC

oopers

Arthur Andersen

Deloitte & Touche

Arthur Andersen

Deloitte & Touche

Country
Belgium

United States

Australia
Iran

Iran

United States

Switzerland

United States

United States
United States

United States
United States
United States

United States

29

Notes
Fictitious
transactions in
Kotea and
improper
accounting
methodologie
s elsewhere
Falsifying
financial
results

Business
Loans
Without
Putting any
Collateral and
financial
system
financial
transactions
among banks
and Getting a
lot of
Business
Loans
Without
Putting any
Collateral
Jeffrey
Skilling,
Kenneth Lay,
Andrew
Fastow

John Rigas
Inflated sales
Inflated
revenues
Round trip
trades
Round trip
trades
Round trip
trades
Round trip
trades
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Company
Freddie Mac

Global Crossing

Halliburton

Homestore.com

ImClone Systems

Kmart

Merck & Co.

Merrill Lynch

Mirant

Nicor

Peregrine Systems

Qwest

Communications

Reliant Energy

Sunbeam

Symbol Technologies

Tyco International

Year

2002

2002

2002

2002

2002

2002

2002

2002

2002

2002

2002

2002

2002

2002

2002

2002
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Audit Firm

PricewaterhouseC
oopers

Arthur Andersen

Arthur Andersen
PricewaterhouseC
oopets

KPMG

PricewaterhouseC
oopers

Pricewaterhouse
Coopers

Deloitte & Touche

KPMG

Arthur Andersen

KPMG

1999, 2000, 2001
Arthur Andersen
2002 October
KPMG

Deloitte & Touche

Arthur Andersen

PricewaterhouseC
oopers

Country

United States

Bermuda

United States

United States

United States

United States

United States

United States

United States

United States

United States

United States

United States

United States

United States

Bermuda

Notes

Understated
earnings
Network
capacity swaps
to inflate
revenues
Improper
booking of
cost overruns
Improper
booking of
sales

Samuel D.
Waksal
Misleading
accounting
practices
Recorded co-
payments that
were not
collected
Conflict of
interest
Overstated
assets and
liabilities
Overstated
assets,
understated
liabilities
Overstated
sales

Inflated

revenues

Round trip
trades
Overstated
sales and
revenues
Overstated
sales and
revenues
Improper
accounting,
Dennis
Kozlowski
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Company Year Audit Firm Country Notes
WorldCom 2002 | Arthur Andersen United States Overstated

cash flows,
Bernard
Ebbers
Royal Ahold 2003 | Deloitte & Touche | United States Inflating
promotional
allowances
Parmalat 2003 | Grant Thornton Italy Falsified
SpA accounting
documents,
Calisto Tanzi
HealthSouth 2003 | Ernst & Young United States Richard M.
Corporation Scrushy
Nortel 2003 | Deloitte & Touche | Canada Distributed ill
advised
corporate
bonuses to
top 43
managers
Chiquita Brands 2004 | Ernst & Young United States Illegal
International payments
AIG 2004 | PricewaterhouseC United States Accounting of
oopers structured
financial deals
Bernard L. Madoff 2008 | Friehling & United States Massive Ponzi
Investment Securities Horowitz scheme.[*4
LLC
Anglo Irish Bank 2008 | Ernst & Young Ireland Anglo Irish
Bank hidden
loans
controversy
Satyam Computer 2009 | PricewaterhouseC | India Falsified
Services oopers accounts
Lehman Brothers 2010 | Ernst & Young United States Failure to
disclose Repo
105
transactions
to investors
Sino-Forest 2011 | Ernst & Young Canada-China
Corporation
Olympus Corporation | 2011 | Ernst & Young Japan tobashi using
acquisitions
Autonomy Corporation | 2012 | Deloitte & Touche | United States Subsidiary of
HP.

The Enron scandal turned in the indictment and criminal conviction of one of the
Big Five auditor Arthur Andersen on June 15, 2002. Although the conviction was
overturned on May 31, 2005 by the Supreme Court of the United States, the firm
ceased performing audits and is currently unwinding its business operations. The
Enron scandal was defined as being one of the biggest audit failures. The scandal
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included utilizing loopholes that were found within the GAAP (General Accepted
Accounting Principles). For auditing a big sized company such as Enron, the audi-
tors were criticized for having brief meetings a few times a year that covered large
amounts of material. By January 17, 2002, Enron decided to discontinue its
business with Arthur Andersen claiming they had failed in accounting advice and
related documents. Arthur Andersen was judged guilty of obstruction of justice for
getting rid of many emails and documents that were related to auditing Enron.
Since the SEC is not allowed to accept audits from convicted felons, the firm was
forced to give up its CPA licenses later in 2002, costing over 113,000 employees
their jobs. Although later the ruling was overturned by the U.S. Supreme Court, the
once-proud firm's image was tarnished beyond repair, and it has not returned as a
viable business even on a limited scale.

On July 9, 2002 George W. Bush gave a speech about recent accounting scandals
that had been uncovered. In spite of its stern tone, the speech did not focus on
establishing new policy, but instead focused on actually enforcing current laws,
which include holding CEOs and directors personally responsible for accountancy
fraud. In July, 2002, WorldCom filed for bankruptcy protection, in what was
considered the largest corporate insolvency ever at the time.

These scandals reignited the debate over the relative merits of US GAAP, which
takes a "rules-based" approach to accounting, versus International Accounting
Standards and UK GAAP, which takes a "principles-based" approach. The Finan-
cial Accounting Standards Board announced that it intends to introduce more
principles-based standards. More radical means of accounting reform have been
proposed, but so far have very little support. The debate itself, however, overlooks
the difficulties of classifying any system of knowledge, including accounting, as
rules-based or principles-based. This also led to the establishment of Sarbanes-
Oxley.

On a lighter note, the 2002 Ig Nobel Prize in Economics went to the CEOs of those
companies involved in the corporate accounting scandals of that year for "adapting
the mathematical concept of imaginary numbers for use in the business world".

In 2003, Nortel made a big contribution to this list of scandals by incorrectly
reporting a one cent per share earnings directly after their massive layoff period.
They used this money to pay the top 43 managers of the company. The SEC and
the Ontario securities commission eventually settled civil action with Nortel.
However, a separate civil action will be taken up against top Nortel executives
including former CEO Frank A. Dunn, Douglas C. Beatty, Michael J. Gollogly and
MaryAnne E. Pahapill and Hamilton. These proceedings have been postponed
pending criminal proceedings in Canada, which opened in Toronto on January 12,
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2012. Crown lawyers at this fraud trial of three former Nortel Networks executives
say the men defrauded the shareholders of Nortel of more than $5 million. Accord-
ing to the prosecutor this was accomplished by engineering a financial loss in
2002, and a profit in 2003 thereby triggering Return to Profit bonuses of $70
million for top executives.

In 2005, after a scandal on insurance and mutual funds the year before, AIG was
investigated for accounting fraud. The company already lost over 45 billion US
dollars' worth of market capitalization because of the scandal. Investigations also
discovered over a billion US dollars worth of errors in accounting transactions.
The New York Attorney General's investigation led to a $1.6 billion fine for AIG
and criminal charges for some of its executives. CEO Maurice R. "Hank" Green-
berg was forced to step down and is still fighting civil charges being pursued by
New York state.

Well before Bernard Madoff's massive Ponzi scheme came to light, observers
doubted whether his listed accounting firm—an unknown two-person firm with
only one active accountant in a rural area north of New Y ork City—was competent
to handle a multi-million dollar operation. Ultimately, Madoff's accountant, David
G. Friehling, admitted to simply rubber-stamping Madoff's filings with the SEC.
He also revealed that he continued to audit Madoff even though he had invested a
substantial amount of money with him. Accountants aren't allowed to audit
broker-dealers with whom they're investing. He agreed to forfeit $3.18 million in
accounting fees and withdrawals from his account with Madoff. His involvement
makes the Madoff scheme the largest accounting fraud in world history.

2.2 Scandals, Lawsuits, and Criticism of the Profession

The collapse of Westec (1965) and National Student Marketing (1969), which
were notorious practitioners of what Abraham J. Briloff, an acerbic critic of
unprincipled accounting, called dirty pooling. (Briloff 1967, 1970), as well as the
bankruptcies of Penn Central and Four Seasons Nursing Centers (both in 1970),
visited huge losses on investors and raised questions about the performance of
their auditors. The Westec case eventually animated a serious concern that its
auditor’s independence was compromised by rendering certain consulting services
to the audit client. During the second half of the 1960s, criticism of the accounting
profession was on the rise. John L. Carey, the Institute’s administrative vice presi-
dent, said in 1967 that the accounting profession is going through a most unusual
and difficult period. On some days it seems as though we were being attacked from
all sides. He was concerned over a feeling that CPAs are not quite the stalwart
protectors of investors and creditors that the public had assumed they were.

The second half of the 1960s witnessed a series of important federal court
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decisions: Fischer v. Kletz (1967), also known as the Yale Express case; Escott v.
BarChris (1968); and United States v. Simon (1969), also known as the Continen-
tal Vending case triggered a litigation explosion against auditors in the 1970s.
After decades of comparative calm, the profession was coming under attack by the
plaintiff’s bar. By the mid-1970s, hundreds of suits were filed against auditors.

2.3 Tribulations of the Accounting Principles Board (APB):

In the mid-1960s, under pressure from the SEC and from the Big Eight firms and
at a time when the accelerated pace of corporate merger activity focused increased
attention on the earnings measure, the APB began to issue longer and more
prescriptive opinions. Several of these pronouncements attracted significant num-
bers of dissenting votes from board members. In two instances (on inter-period tax
allocation in 1967 and on business combinations/goodwill in 1970), a board
member from a Big Eight firm infuriated his colleagues in the majority by rescind-
ing his vote on a contentious opinion after the board had, in a final vote, approved
a position that had secured a bare two-thirds majority. In 1967, the reversal
occurred after the Opinion in 1967 was printed and ready for distribution. In both
instances, the board met in emergency session to rescue the pronouncement. Thus
was the intensity of pressure on board members, probably brought, directly or
indirectly, by a firm’s important clients. Burton alluded to complicity by audit
firms in helping their clients escape the adverse effects of the APB’s pronounce-
ments: By writing precise rules, the APB has made it possible for people to
observe the letter and avoid the spirit, with the blessing (and often the assistance)
of their auditors, a state of affairs that continues today.

In August 1970, the APB finally issued its two hotly contested Opinions, Nos. 16
and 17, on accounting for business combinations and goodwill; the two Opinions
were regarded more as the result of intense lobbying by industry than the product
of sound thinking and analysis. The Big Eight accounting firms themselves
differed profoundly and even emotionally over the best solution, partly fueled by
their clients’ preponderant views. So strong were the firms’ reactions to the
pressurized process in which these two opinions were developed that three of the
Big Eight notified the Institute in November 1970 that they had lost confidence in
the APB. The three firms recoiled at the powerful intrusion of self-interested
lobbying and lamented the board’s lack of agreement on the objectives of financial
statements. In August 1970, the American Accounting Association (AAA) became
involved by appointing a special committee to inquire into the formulation of
accounting principles. Acting swiftly, the committee urged the Institute and other
interested bodies to cooperate with the AAA to convene a Commission of Inquiry
to develop a better alternative to the APB. The Association’s Executive Committee
promptly endorsed its report (Report of the Committee on Establishment of an
Accounting Commission 1971).
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2.4 The Profession Loses its Accounting Standard Setting right

Declining to share the standard-setting stage with the AAA, the Institute itself
appointed a Study Group to recommend a better way of establishing accounting
principles. This Study Group, chaired by Francis M. Wheat, a former SEC Com-
missioner, recommended the establishment of the Financial Accounting Standards
Board (FASB), which was to be an independent body, not a committee of the Insti-
tute. The Institute’s Council promptly endorsed the Wheat recommendation in its
entirety, thereby, for the first time, ceding the authority for setting accounting
standards to a body outside the province of the organized accounting profession.
Members of the FASB would hold full-time appointments, be supported by a large
research staff, and could count on financial support to be provided by a newly
established, broad-based Financial Accounting Foundation (FAF) (Report of the
Study on Establishment of Accounting Principles 1972). This sea change disen-
franchised the Big Eight firms from representation on the standard-setting body.
As will be seen, this repositioning of the big firms from the center to the margin of
standard setting soon served to dampen their interest in actively participating in the
public dialogue on accounting principles, which should be a sine qua non of
professional discourse. But the Institute did not surrender all of its influence over
the new standard setter. The FAFs bylaws provided that four of the seven board
members must be CPAs with experience in public practice and that the Institute’s
board of directors would be the sole elector of the FAFs trustees.

Yet, in 1977, the FAF’s trustees repealed both of these provisions (Status Report
No. 50 1977, 1). In 1974, less than a year after the APB passed the standard-setting
baton to the FASB, Leonard M. Savoie (1974, 64), the Institute’s principal spokes-
man on APB matters from 1967 to 1972, expressed his disappointment with the
handover and the recent behavior of the big firms.

Even while the Wheat Study Group deliberated, the APB suffered another setback,
again on the investment tax credit. In November 1971, when the Congress was
about to enact a new form of the investment tax credit, the board, in its third such
try, approved an exposure draft that required the deferral method, but the Treasury
opposed it, as did the same large segment of industry as before. The opponents
succeeded in persuading Congress to insert a provision in the eventual legislation
that taxpayer corporations could use any method of accounting for the credit in
their financial statements filed with the SEC.

The FASB’s relations with the SEC during its first five years were anything but
smooth. In 1978, the SEC again rebuffed the FASB, this time on accounting for oil
and gas exploration. The SEC’s decision took the FASB aback, yet the SEC made
it clear that the oil and gas issue was a unique case and did not represent any
change in the Commission’s basic policy of looking to the FASB for the initiative
in establishing and improving accounting standards. (Securities and Exchange




36 Bangladesh Journal of Political Economy Vol. 31, No.-3

Commission Report to Congress on the Accounting Profession and the
Commission’s Oversight Role 1979, 50).

2.5 Important Implication of the Loss of the Professions Standard Setting right

It was not long into the FASB’s tenure that the Big Eight firms began withdrawing
from an active dialogue over accounting principles and standards, perhaps in the
belief that their task had become one of persuading the FASB of their views and
no longer persuading either academics or their brethren in the profession. Indeed,
this was also a time when many accounting academics seemed to abandon interest
in accounting policy issues as well. Another reason for audit partners withdrawing
from this public dialogue was the increasing proliferation, complexity, and techni-
cal detail in the FASB’s pronouncements.

By the mid-1980s, speeches by Big Eight audit firm partners taking positions on
controversial accounting issues had almost disappeared from the scene, and only a
few audit partners in, at most, three of the Big Eight firms continued to write
articles intermittently on such topics. Moreover, in 1982 the Journal of Account-
ancy, the Institute’s journal, announced that it was encouraging the submission of
practical. articles, code language for the avoidance of controversy. As the audit
market became more competitive, one inferred that the firms did not wish to give
prominence to their views on controversial issues, lest it might offend important
clients, who might seek an audit firm with more accommodating views. Opinion
shopping, which began to occur in the 1960s, continued into the 1970s and 1980s,
as companies actively sought out more client-friendly audit firms.

2.6 More Scandals, and Attacks from Congress

In 1973, the sudden collapse of Equity Funding, coming on the heels of the Stirling
Homex bankruptcy a year earlier, jarred the accounting profession. (See Report of
the Special Committee on Equity Funding 1975. As the Institute’s executive direc-
tor later wrote.The huge losses by investors in [Equity Fundings] securities,
closely following a series of other business failures, dealt a shattering blow to the
credibility of independent auditors. Propelled by these embarrassments, the Insti-
tute in 1974 appointed a Commission on Auditors Responsibilities, headed by
former SEC Chairman Manuel F Cohen. These celebrated collapses, coupled with
the discovery of illegal and improper payments by major corporations that were
not disclosed in their financial statements, prompted two Congressional commit-
tees to level criticism at the accounting profession and at the private-sector setting
of accounting standards. The profession thus came under its first broad attack in
the Congress.

Rep John E. Moss, Democrat from California, chaired his sub-committees’ inves-
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tigation of federal regulatory agencies. The sub-committees report recommended
that the SEC play a direct role in setting accounting and auditing standards
(Federal Regulation and Regulatory Reform 1976, 51. 53) and thus remove this
authority from the private sector. On the Senate side, a subcommittee headed by
Sen Lee Metcalf, Democrat from Montana, launched a major investigation of the
accounting profession. His subcommittees 1,760-page staft study, The Accounting
Establishment (1976), consisted of an extensive factual examination of the Big
Eight firms, the Institute, and the FASB, accompanied by a number of highly
controversial conclusions and recommendations. Wallace E. Olson, the Institute’s
full-time chief executive, characterized the staff study as almost as damaging to
the profession as the Japanese attack on Pearl Harbor was to the U.S. Navy in
1941.

Two of the staff study’s conclusions were that the Big Eight firms lacked inde-
pendence from their clients and that they dominated both the Institute and the
process of setting of accounting standards. The study also asserted that the Big
Eight firms, through their influence on the FASB, did the bidding of their corpo-
rate clients (The Accounting Establishment 1976, 1.24). Almost mirroring the
course taken by the Moss subcommittee, the Metcalf sub-committees’ staff study
recommended that the federal government set accounting and auditing standards
for publicly traded corporations (The Accounting Establishment 1976, 20.24).
Although both subcommittees, held hearings and issued reports, they produced no
legislation. Nonetheless, the two subcommittees’ lengthy and well-publicized
investigations, which finally concluded in 1979, put the accounting profession on
the defensive.

In April 1977, both the Institute and the FASB responded at length to the Metcalf
staff study’s findings and recommendations. The Institute issued a 40-page book-
let, The Institute Responds, in which it countered the arguments in the Metcalf
staff study. To the charge that the Big Eight firms compromised their independ-
ence when they advocated positions that were favorable to their clients, the Insti-
tute asserted that, by doing so, they are not tools of their clients (The Institute
Responds 1977, 32). Yet, a scant six years later, Touche Ross & Co. issued a book-
let, Employers’ Accounting for Pensions (1983, 3), in which it offered to help
clients prepare an effective and persuasive response to the FASB by which the firm
would assist your company in evaluating the effects, developing empirical
supporting evidence, and identifying the economic consequences of the positions
your company supports and rejects. Thus, as the competition for the favor of
clients intensified in the 1980s, at least one of the Big Eight firms Touche Ross
was willing to become a blind advocate for its clients. In its 44-page reply, the
FASB defended the integrity, independence, and objectivity of its process (FASB
1977).
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2.7 Under the Gun, the Institute Reforms

The unwanted public attention led the Institute to adopt a hurried reform in
September 1977: creation of a Division for CPA Firms, composed of an SEC Prac-
tice Section and a Private Companies Practice Section.

The Institute also installed a Public Oversight Board (POB), composed of distin-
guished public servants, to oversee the activities of the SEC Practice Section,
including the setting and enforcing of quality control standards and a newly estab-
lished peer review process. The SEC, which had ordered several major firms to
undergo peer reviews because of alleged audit deficiencies in early and middle
1970s, welcomed the Institute’s new section and the POB (Securities and
ExchangeCommission Report to Congress on the Accounting Profession and the
Commissions Oversight Role 1978, 15.27). But pressure from Congress had
clearly precipitated the Institute’s restructuring.

2.8 Intrusions of Federal Antitrust Bodies that Fundamentally Altered
the Professional Climate:

During the 1970s and 1980s, the Institute also felt unrelenting pressure from the
Department of Justice and the Federal Trade Commission (FTC) over portions of
its Code of Professional Ethics alleged to be in restraint of trade. In 1972, the Insti-
tute gave in to the department of Justice by removing the ban on competitive
bidding from its code of ethics. By 1979, Justice and the FTC compelled the Insti-
tute to drop its rules prohibiting direct, uninvited solicitation and advertising that
is purely informational. Many Institute members strongly opposed these forced
concessions. During the 1980s, the FTC also pressed the Institute to remove its ban
on contingent fees and commissions. In the end, the two bodies reached a compro-
mise: to allow the receipt of commissions only from non-attest clients. These
amendments to the Institute’s code of ethics, particularly on competitive bidding
and direct, uninvited solicitation, profoundly changed the climate in which audit
firms conducted their affairs.

The elimination of the Institute’s bans on competitive bidding, uninvited solicita-
tion, and advertising, coupled with the apparent topping out of the audit market, all
fundamentally changed the character of CPAs’ relations with clients. Eli Mason,
the managing partner of a medium-sized CPA firm in New York City, who had
long been a vocal critic of the big firms and the Institute, complained in 1985 that
the practice of accounting was no longer a profession, but an industry: Today, the
media describes public accounting as an industry, seldom as a profession and it
does have all the earmarks of an industry including cut-throat competition, low-
balling, cheap advertising, and open solicitation by one CPA of another CPA’s
clients. Mason blamed the FTC and the Justice Department for creating this unpro-
fessional and undignified atmosphere.
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The heightened competitive climate in which the firms operated seemed to haunt
partners’ conduct in audit engagements. A gradual development within the Big
Eight firms during the 1980s was a significant shift in the posture of audit partners
toward their clients, probably spurred by their perceived pressure to retain valued
clients. In previous years, partners conveyed a firm position on the propriety of any
borderline accounting and disclosure practices adopted by the client, but increas-
ingly in the 1980s partners would be seen huddling with the firms technical
specialists to find any means perhaps restructuring a major vehicle, reconfiguring
a transaction, or straining to rationalize the application of a suitable analogy to
enable the firm to approve the accounting treatment sought by the client. The
accommodation or negotiation mentality fostered by this important shift in focus
may have led many audit partners to incline toward compromise rather than invoke
their principles even in routine discussions with clients. More will be said about
this development later.

Section III: Institutionalization of Oversight on Public Accountancy Profession

In 2001 the world was chocked as it was revealed that some senior managers at
Enron, an energy trading company, had embezzled a large sum of money. The
Chief Financial Officer (CFO) had been using off-balance sheet accounts to shuf-
fle around large amounts of money, which eventually ended up in his own pocket
(Brewster, 2003). Since off-balance sheet accounts were used, these transactions
did not appear on the financial statements and therefore investors had no reason to
mistrust the financial health of the company. Though, the truth was that Enron had
been completely depleted of its funds and was forced to declare bankruptcy in
2002 (Reinstein & McMillan, 2004). At about the same time WorldCom, a
telecommunication company, declared bankruptcy after having revealed that
profits had been blown up in the financial reports in previous years (Moeller, 2004;
Lander, 2004; Braun, 2005). The years of 2001-2002 came to be known as the dark
years in American industry with Enron and WorldCom as the most prominent
examples of large frauds.

The scandal that received the most attention was Enron. Its senior management
had been helped somewhat by one of the “big five” auditing firms, Arthur
Andersen, which led the Securities and Exchange Commission (SEC) start an
investigation of the firm. However when SEC arrived at Andersen headquarters all
documents had been destroyed. Andersen was convicted and sentenced to pay a
fine of $500,000 and five years probation (Moeller, 2004; Brewster, 2003).
Andersen’s clients fled and the company ceased to exist in 2002 ending a 90-year
long auditing career and “the big five” was reduced to four.

These circumstances pushed the U.S. market into uncertainty and the creditability
of auditing firms plummeted. The American Institute of Certified Public Account-
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ants (AICPA) received most of the criticism since they were responsible for estab-
lishing auditing standards (Moeller, 2004). However, Andersen had clearly violated
almost all of these standards and AICPA had not been able to notice this and there-
fore could not act accordingly. The U.S. Congress felt that AICPA clearly had failed
in their role and argued that a radical change was needed to cool off the current
climate and to satisfy investors. The solution was a new Introduction legislation that
would be the most radical change in auditing since the 1930s. The law was called
Sarbanes Oxley Act (SOX) and was authorized by the American President George
W. Bush on the 30th of July, 2002 (Lander, 2004). SOX is a law regarding internal
and external accounting and corporate governance. The main purpose of SOX is to
rebuild the public trust of companies and to prevent failure of inaccurate reports and
frauds (Cenker & Nagy, 2004). With the implementation of SOX came much more
strict rules about the general auditing role. Auditors are now given more direct
responsibility for errors and are also subject to much more controls. A new control-
ling organ has been formed, Public Accounting Oversight Board (PCAOB), whose
major task is to act as a controller over auditors and to make sure that the new legis-
lation is followed (Moeller, 2004). Not only American auditing firms are affected
by PCAOB. All firms, disregarding geographical location that performs audit on a
company must follow SOX. This means that Swedish auditing firms who perform
audits on SOX-clients must comply with PCAOB.

3.1 An overview of Sarbanes Oxley Act

To easier understand and interpret SOX, the Act is divided into eleven sections
covering different issues regarding corporate accountability. The sections are
given below with a short explanation. Public Company Accounting Oversight
Board: consists of nine different sub-sections (101-109) which consider areas as
registration of auditing firms, independence and accounting standards, and disci-
plinary actions. The overall task of the board is to review external auditors who
perform audits for companies who comply with SOX. Auditor Independence:
contains nine sub-sections (201-209) regulating various areas regarding the inde-
pendence of the auditor as for example, audit partner rotation and that auditing
firms are prohibited to offer both audits and non-audit services to a client. Corpo-
rate Responsibility: is divided into eight sub-sections (301-308) emphasizing on
the importance of corporate responsibility when conducting audits. For example,
an audit committee should be independent and the responsibility of management
has been extended.

Enhanced Financial Disclosures: consist of nine sub-sections (401- 409). This
part is considered to be the most extensive, which deal with internal control and
documentation. Further, it contains a code of ethic and comprehensive demands of
accounting and financial reports. Analysts Conflicts of Interest: sub-section 501,
restrains securities analysts and their independence towards companies aiming to
provide investors with more accurate information. Commission Resources and
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Authority and Studies and Reports: contains sub-sections (601-604 and 701-705)
which traverse rules related to the violation of professional or ethical public
accounting standards and the involvement of SEC in future studies.

Corporate and Criminal Fraud Accountability: and White-Collar Crime Penalty
Enhancement and Corporate Tax Returns: consists of sub-sections (801-807,
901-906 and 1001) which mainly brings up rules regarding forgery and destruction
of documents but it also includes protection for employees that disclose corporate
fraud. Finally, the last title, deals with the particular obligation of the CEO to
confirm the corporate income tax return. Corporate Fraud and Accountability:
contains sub-sections 1101- 1107 which describe overall corporate responsibility
for irregularities in financial reports. This part differs from the others since it is the
company as an entity, not the individual that is punished when violating the rules
(Sarbanes-Oxley Act, 2002; Moeller, 2004).

3.2 Public Company Accounting Oversight Board (PCAOB)

The PCAOB was founded through SOX by the U.S. congress and SEC (Hilary &
Lennox, 2005). PCAOB has major influence in rule making and regulatory power
(Tackett, et. al, 2004; Grundfeld, 2004). Furthermore, PCAOB is a new non-profit
board which is led by five members who are appointed by SEC. Three out of the
five must not be auditors (Sarbanes-Oxley Act, 2002). This standard is stressed in
SOX since one of PCAOB’s roles is to be an unbiased controller (Moeller, 2004).
The board members are instead dominated by lawyers and public interest activists.
“The function of PCAOB is to restore the public's confidence in the accounting
profession” (Osterland, 2004, p. 1).

Besides the role of controller, the board will issue ethics and conflict-of-interest
standards and be responsible for disciplining auditors who do not comply with the
standards. PCAOB will also conduct annual reviews of the auditing firms (Green,
2004). In short PCAOB is a regulative board who will control external, not internal
auditors (Moeller, 2004). On the 25th of April 2003, it was determined by SEC that
PCAOB was sufficiently organized and had enough resources to carry out its tasks,
and by that PCAOB was launched (Lander, 2004). Since then, PCAOB has been
constantly growing and in December 2004 PCAOB employed 260 persons besides
its five board members (PCAOB, 2006a). PCAOB is an American institution but
its powers stretch far beyond the US boarder. In Sarbanes-Oxley Act, section 106,
it is clearly stated that any auditing firm, disregarding geographical location, that
conducts an audit on a company which must comply with SOX is subject to
PCAOB with its rules and standards (Sarbanes-Oxley Act, 2002). This basically
means that auditing firms around the world that has an interest in conducting audits
on companies registered on SEC or are partially owned by such a company must
comply with PCAOB.
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3.3 The tasks of PCAOB

As mentioned above, the overall role of PCAOB is to control auditing firms.
Indirectly, this means that all auditors are under control of PCAOB. To do this,
more specific responsibilities have been given to the board. These responsibilities
are mentioned below.

First, PCAOB was to make sure that all public auditing firms register at PCAOB
no later than 180 days after PCAOB was launched (Sarbanes-Oxley Act, 2002). In
reality this means that in the end of 2003 all public accounting firms in America
had to be registered at PCAOB. Non-American auditing firms had an extra six
months to register and only the firms that deals with companies who has to comply
with SOX must register (Lander, 2004). As of today there are 1646 registered
auditing firms and the Swedish firms are: KPMG Bohlins AB, Ernst & Young AB,
BDO Feinstein International AB, Deloitte & Touche AB and Ohrlings Pricewater-
houseCoopers AB (PCAOB, 2006b).

Second, PCAOB is responsible for setting and administrating news standards
about quality controls, ethics, independence and general auditing (Moeller,
2004).In the beginning these standards will look much like the old already existing
ones but then continuously they will be replaced and developed to be more com-
plex and detailed (Moeller, 2004). PCAOB will conduct reviews of registered
firms in a quality-related matter. With these inspections the board shall assess if
the firm follows the standards and SOX in general (Sarbanes-Oxley Act, 2002).
These reviews are one of the key tasks of the board and it is expected that the
American firms should be checked annually and non-American every three years
(Lander, 2004).

Third, PCAOB must establish rules and manuals for how to deal with auditing
firms that fails to comply with SOX. These disciplinary actions must be fair and
are not just applicable towards entire firms but also towards individuals
(Sarbanes-Oxley Act, 2002) An example of such a disciplinary procedure would
be to prohibit an auditing firm to perform audits on companies that must follow
SOX (Moeller, 2004). Such a disciplinary reprimand would be a hard blow against
the firm and probably lead to its bankruptcy (Moeller, 2004).

Fourth, though not directly legislated in SOX but indirectly PCAOB should lobby
strongly for that auditors and auditing firms achieve higher quality and become
more trustworthy (Svernlév & B:son Blomberg, 2003). PCAOB are allowed to get
involved in other areas that does not deal directly with auditing if that leads to
better protection of investors and if it is in line with the public interest (Moeller,
2004).
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Fifth, the most significant change for the auditor is the establishment of an inde-
pendent controller, PCAOB. The auditing profession set rules and standards
through their professional organizations which are represented in America by the
American Institute of Certified Accountants (AICPA) and in Sweden by FAR
(Moeller, 2004). These organizations, which still exist today, consist of mostly
auditors. This means that even though the auditors themselves, on an individual
level, did not determine the rules for an audit, the organization that did still consist
of auditors with basically the same knowledge and preferences. Furthermore, audi-
tors were also controlled by other auditors before PCAOB (Hill et al., 2005). The
system for controlling auditors was based on peer-reviews performed by AICPA.
In Sweden the control of auditors were done by the Supervisory Board of Public
Accountants (Revisorsndmnden). To summarise, the PCAOB today controls func-
tions that earlier were self-regulated.

34 The current academic debate about PCAOB

Tackett, Wolf and Claypool (2004) are critical towards the likelihood of PCAOB’s
ability to reduce audit failures. According to a study that examined audit failures
that have occurred for over 30 years in US, the conclusion was that the reason for
audit failure was not dependent on the absence of a needed auditing rule or
technique (Tackett et al., 2004). Instead, the major root of audit failure is that audi-
tor ignored applying existing auditing rules and techniques. However, they further
argue that the PCAOB’s ability to do reviews of auditing firms to secure quality
control may reduce the possibilities of audit failures.

This optimistic view of PCAOB’s ability to enhance quality is not shared by every-
one. Alles, Kogan, Vasarhelyi and Warren (2006) believes that PCAOB will have
the same trouble as the old peer review groups since many of the board members
are trained in the same way as auditors. PCAOB is independent but it is highly
unlikely that they have developed a new inspection technique that would detect all
errors (Alles et al., 2006). Bazerman et al. (2002) concur with this statement as
they believe that PCAOB will not be able to change the true problem. The problem
is that the mistakes from auditors are not deliberate and instead are caused by
negligence and missed information. Since PCAOB reviewers will look at the same
information the possibility for them to find and correct such a mistake is therefore
minuscule (Bazerman et al., 2002). Alles et al. (2006) further argue that a more
appropriate approach for the PCAOB would be to develop and enhance the audit-
ing process rather than detecting faults that has already happened. The PCAOB’s
current approach presents an interesting dilemma. The key role of PCAOB is to
restore the faith in auditing for investors and the public. By detecting the faults
after they have happened and then publish this information will generate exactly
the opposite. How could this happen? What did the auditors do? Such questions
will then be the response from the public and faith towards auditor will only dimin-
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ish further. Therefore PCAOB should try to detect faults before they happen and
avoid this publicity (Alles et al., 2006).

3.5 Threats to the auditing profession

One of Montagna’s ten attributes, a common body of knowledge, functions as a
foundation for the auditing profession. Due to this, some problems have arise
which can be considered as a threat to the legitimacy of the auditing profession
(Hines, 1989). One of these is the expansion and diversification of auditing work
which can have a negative effect on the profession (Hines, 1989, Artsberg, 2005).
Furthermore, Zeff (1987) argues that the auditing profession has evolved towards
an industry which he considers to be a sign of de-professionalizing. This is
supported by Artsberg (2005) who discusses the fact that auditing firms nowadays
offer non-auditing services, which has made the auditing profession developed
more to an industry.

A prevention of auditing firms to offer non-auditing services to clients is therefore
something that Swedish auditors strongly disagree with (Ohman et al., 2006). One
explanation of this might be that the auditing firms are dependent on the huge
revenues that stems from the possibility to offer non-auditing services. A restric-
tion on that possibility would certainly strike the profession hard (Ohman et al.,
2006). When such a variety of services are performed it is hard to distinguish a
formal “body of knowledge” of auditors according to Hines (1989). This has
required the auditing profession to absorb knowledge from other professions
which results in that the knowledge base of the auditor profession does not solely
consist of accounting knowledge anymore. Hence, due to the diversified tasks
offered by auditors the coherent “body of knowledge” to sustain the profession is
questioned (Hines, 1989). Ohman et al. (2006) points towards another threat of the
auditing profession, namely, the standardization of work procedures. According to
their study auditors are today focusing their attention on matters that they have
standards and given procedures in order to quickly make a satisfactory audit.
”Doing things right seems to be more important than doing the right things”
(Ohman et al., 2006, p. 1). Hence, the unwillingness to change current practice and
the presence of too many standards threatens the profession (Ohman et al., 2006).

3.6 Profession and change

With the establishment of PCAOB the auditing profession faced some changes, as
discussed earlier. A profession can be characterized by change but the auditing
profession is rather characterized by stability and similar work procedures
(Matthews & Pirie, 2001). However a profession must react and adapt when the
surrounding conditions are changing and according to Artsberg (2005) scandals
involving auditors tend to strengthen the auditing profession and the requirement
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of extended auditing increases which had been noticed during the 20th century.
However, according to Hytti (2003) a strong profession tends to be less willing to
accept changes and the auditing profession is considered to be a strong profession
with a high level of professionalism according to Matthews and Pirie (2001). They
further found that auditors see themselves as experts in their field of work and
therefore do not appreciate when others try to force changes or rules upon them.
This depends on the long period of time that auditors have worked in similar ways
and therefore built up controls and manuals that they believe are completely satis-
factory in terms of control (Matthews & Pirie, 2001). This is also confirmed by
Hill et al. (2005) in their study. However, even though auditing is a strong profes-
sion, change is not considered bad by everyone. Zeff (2003) argues that the audit-
ing profession is in some cases positive to change and that it even changes too
quickly. He exemplifies this by pointing at the 1990s during which a large portion
of the auditing profession changed their beliefs and became more concerned in
making money than in doing good audits. He argues that this is a case of a major
change in the profession that should have been taken a bit slower since much of the
fundamental issues were lost (Zeft, 2003).

However, this fundamental change in the 1990s to the auditing profession was
generated from within the profession by auditors which could be one explanation
to why auditors adapted easily to this change (Zeff, 2003). A more reasonable
explanation is though that auditors were exposed to large corporate pressure but
were also rewarded extensively if they complied, argues Zeff (2003). However,
PCAORB is not a change that comes from within the profession but instead from the
government and therefore constitutes a regulatory change (Moeller, 2004). Such a
change is there but still there is a great unwillingness to conform to in Sweden
according to Ohman et al. (2006). The reason for this is that Swedish auditors are
generally traditionalist and only twice in the last 25 years have external pressure
succeeded in changing the profession and its practices. Further, it is assumed that
there is a very high degree of homogeneity in the Swedish auditing profession
which means that auditors basically think alike. Such a strong tradition and high
level of homogeneity are signs of a strong profession according to Artsberg (2005)
and Ohman et al. (2006). However, PCAOB constitute a major change for the
profession which means that according to theory the implementation of PCAOB
will be problematic. The establishment of PCAOB affects the whole profession
which the theoretical discussion has focused on. However, the auditing profession
consists of individuals which together creates and affects the professionalism of
the profession. Therefore, it is also important to study and understand how
individuals perceive changes in their profession.
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3.7 US Supreme Court Upholds Constitutionality of the Public Com-
pany Accounting Oversight Board

On June 28, 2010, the Supreme Court announced its ruling in Free Enterprise
Fund, et al. v. Public Company Accounting Oversight Board, requiring changes to
the oversight structure by the Securities and Exchange Commission (SEC) of the
Public Company Accounting Oversight Board (the PCAOB) but declining to
invalidate the entirety of the Sarbanes-Oxley Act of 2002 (SOX) Peter et al (2010).

In Free Enterprise Fund, a nonprofit public interest organization (Free Enterprise
Fund) and a Nevada accounting firm (Beckstead and Watts, LLP) brought suit
against the PCAOB seeking declaratory and injunctive relief. Those plaintiffs
made two arguments about SOX: (1) the PCAOB violated separation of powers by
conferring executive power on Board members not subject to presidential control
because they were not freely removable; and (2) Congress violated the Appoint-
ments Clause of the Constitution by giving the SEC the power to appoint members
of the PCAOB. The trial court granted the United States’ and PCAOB’s motions
for summary judgment and found that PCAOB was constitutional, and the D.C.
Circuit affirmed. The plaintiffs then sought and were granted certiorari.

The Supreme Court’s Decision: The Supreme Court unanimously rejected the
overall challenge to the PCAOB. But in a 5-4 opinion authored by Chief Justice
Roberts, the Court ruled that the mechanism for removing PCAOB members was
defective as it violated the Constitutional separation of powers. Under SOX as
written, PCAOB members were appointed by the SEC Commissioners, and could
only be removed “for good cause.” Likewise, SEC commissioners can only be
removed by the President for good cause. Thus, the majority reasoned that there
were two layers of good-cause restrictions on the President’s ability to control the
actions of the PCAOB. The Court rejected such an arrangement, noting that “[t]he
result is a Board that is not accountable to the President, and a President who is not
responsible for the Board.” Because the removal of executive officers is a key
element of the President exercising his executive powers, the arrangement SOX
created for the PCAOB “stripped” the President “of the power our precedents have
preserved, and his ability to execute the laws — by holding his subordinates
accountable for their conduct — is impaired.”

Although the case had the potential to invalidate the entire SOX law, the Court
rejected the plaintiffs’ argument on that point. The Court explicitly rejected the
notion that the existence of the PCAOB violates separation of powers, and instead
ruled only that its removal process was defective. The Court proceeded to analyze
the severability of the PCAOB’s removal process from the rest of the law, and
found it severable. The Court noted that unconstitutional provisions from other-
wise constitutional laws were to be severed when possible, so long as the “remain-
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ing provisions are not incapable of functioning independently.” Finding that the
rest of SOX was permissible and capable of functioning apart from the removal
mechanisms originally established for the PCAOB, the Court ruled that SOX
“remains fully operative as a law with these tenure restrictions excised.” But
PCAOB members must now be removable by the SEC “at will.” Id. Finally, the
Court found no fault with PCAOB and the Appointments Clause, finding it
permissible for the SEC to appoint PCAOB members. Thus, the PCAOB will
continue to function largely as it did prior to this litigation, albeit with more poten-
tial for SEC oversight.

Section IV: Development of Oversight in Post PCAOB

4.1 Report Concerning Annually Inspected Firms : Misstatements and
infringements ascertained

The Sarbanes-Oxley Act of 2002 requires the Public Company Accounting Over-
sight Board ("PCAOB" or "the Board") to conduct an annual inspection of each
registered public accounting firm that regularly provides audit reports for more
than 100 issuers. The Board's report on any such inspection includes this preface
to provide context for information in the public portion of the report.

A Board inspection includes, among other things, a review of selected audits of
financial statements and of internal control over financial reporting. If the Board
inspection team identifies deficiencies in those audits, it alerts the firm to
the deficiencies during the inspection process. Deficiencies that exceed a certain
significance threshold are also summarized in the public portion of the
Board's inspection report. The Board encourages readers to bear in mind two
points concerning those reported deficiencies.

First, inclusion in an inspection report does not mean that the deficiency
remained unaddressed after the inspection team brought it to the firm's attention.
Under PCAOB standards, a firm must take appropriate action to assess the impor-
tance of the deficiency to the firm's present ability to support its previously
expressed audit opinions. Depending upon the circumstances, compliance with
these standards may require the firm to perform additional audit procedures, or to
inform a client of the need for changes to its financial statements or reporting on
internal control, or to take steps to prevent reliance on previously expressed audit
opinions. A Board inspection does not typically include review of a firm's actions
to address deficiencies identified in that inspection, but the Board expects that
firms are attempting to take appropriate action, and firms frequently represent that
they have taken, are taking, or will take, action. If, through subsequent inspec-
tions or other processes, the Board determines that the firm failed to take appropri-
ate action, that failure may be grounds for a Board disciplinary sanction.
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Second, the Board cautions against drawing conclusions about the comparative
merits of the annually inspected firms based on the number of reported deficien-
cies in any given year. The total number of audits reviewed is a small portion of
the total audits performed by these firms, and the frequency of deficiencies identi-
fied does not necessarily represent the frequency of deficiencies throughout the
firm's practice. Moreover, if the Board discovers a potential weakness during an
inspection, the Board may revise its inspection plan to target additional audits that
may be affected by that weakness, and this may increase the number of deficien-
cies reported for that firm in that year. Such weaknesses may emerge in varying
degrees at different firms in different years.

4.2 Notes Concerning the Report:

Portions of this report may describe deficiencies or potential deficiencies in the
systems, policies, procedures, practices, or conduct of the firm that is the subject
of this report. The express inclusion of certain deficiencies and potential deficien-
cies, however, should not be construed to support any negative inference that any
other aspect of the firm's systems, policies, procedures, practices, or conduct is
approved or condoned by the Board or judged by the Board to comply with laws,
rules, and professional standards.

Any references in this report to violations or potential violations of law, rules, or
professional standards should be understood in the supervisory context in which
this report was prepared. Any such references are not a result of an adversarial
adjudicative process and do not constitute conclusive findings of fact or of viola-
tions for purposes of imposing legal liability. Similarly, any description herein of
a firm’s cooperation in addressing issues constructively should not be construed,
and is not construed by the Board, as an admission, for purposes of potential legal
liability, of any violation.

Board inspections encompass, among other things, whether the firm has failed
to identify departures from U.S. Generally Accepted Accounting Principles
("GAAP") or Securities and Exchange Commission ("SEC" or "Commission")
disclosure requirements in its audits of financial statements. This report's descrip-
tions of any such auditing failures necessarily involve descriptions of the related
GAAP or disclosure departures. The Board, however, has no authority to prescribe
the form or content of an issuer's financial statements. That authority, and the
authority to make binding determinations concerning an issuer's compliance with
GAAP or Commission disclosure requirements, rests with the Commission. Any
description, in this report, of perceived departures from GAAP or Commission
disclosure requirements should not be understood as an indication that the
Commission has considered or made any determination regarding these issues
unless otherwise expressly stated.
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4.3 2008 Inspection of KPMG LLP in the United States

In 2008, the Board conducted an inspection of KPMG LLP ("KPMG" or "the
Firm"). The Board is today issuing this report of that inspection in accordance
with the requirements of the Sarbanes-Oxley Act of 2002 ("the Act"). The Board
is making portions of the report publicly available. Specifically, the Board is
releasing to the public Part I of the report, Appendix A, and portions of
Appendix B. Appendix A provides an overview of the inspection process. Appen-
dix B includes the Firm's comments, if any, on a draft of the report.

The Board has elsewhere described in detail its approach to making inspection-
related information publicly available consistent with legal restrictions. A substan-
tial portion of the Board's criticisms of a firm (specifically criticisms of the firm's
quality control system), and the Board's dialogue with the firm about those
criticisms, occurs out of public view, unless the firm fails to make progress to the
Board's satisfaction in addressing those criticisms. In addition, the Board gen-
erally does not disclose otherwise nonpublic information, learned through
inspections, about the firm or its clients. Accordingly, information in those
categories generally does not appear in the publicly available portion of an inspec-
tion report.

4.4 Inspection Procedures and Certain Observations

Members of the Board's inspection staff ("the inspection team") performed an
inspection of the Firm from April 2008 through October 2008. The inspection
team performed field work at the Firm's National Office and at 29 of its approxi-
mately 90 U.S. practice offices. Board inspections are designed to identify and
address weaknesses and deficiencies related to how a firm conducts audits. To
achieve that goal, Board inspections include reviews of certain aspects of selected
audits performed by the firm and reviews of other matters related to the firm's
quality control system. Appendix A to this report provides a description of the
steps the inspection team took with respect to the review of audits and the review
of certain firm-wide quality control processes.

In the course of reviewing aspects of selected audits, an inspection may identify
ways in which a particular audit is deficient, including failures by the firm to iden-
tify, or to address appropriately, respects in which an issuer's financial statements
do not present fairly the financial position, results of operations, or cash flows
of the issuer in conformity with GAAP. It is not the purpose of an inspection,
however, to review all of a firm's audits or to identify every respect in which a
reviewed audit is deficient. Accordingly, a Board inspection report should not be
understood to provide any assurance that the firm's audits, or its issuer clients'
financial statements or reporting on internal control, are free of any deficiencies
not specifically described in an inspection report.
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4.5 Review of Audit Engagements

The scope of the inspection procedures performed included reviews of aspects of
selected audits performed by the Firm. Those audits and aspects were selected
according to the Board's criteria, and the Firm was not allowed an opportunity to
limit or influence the selection process. In reviewing the audits, the inspection
team identified matters that it considered to be audit deficiencies. These deficien-
cies included a failure by the Firm to identify or appropriately address an error in
the issuer's application of GAAP. In addition, the deficiencies included failures by
the Firm to perform, or to perform sufficiently, certain necessary audit procedures.

In some cases, the conclusion that the Firm failed to perform a procedure may be
based on the absence of documentation and the absence of persuasive other
evidence, even if the Firm claims to have performed the procedure. PCAOB
Auditing Standard No. 3, Audit Documentation ("AS No. 3") provides that, in
various circumstances including PCAOB inspections, a firm that has not
adequately documented that it performed a procedure, obtained evidence, or
reached an appropriate conclusion must demonstrate with persuasive other
evidence that it did so, and that oral assertions and explanations alone do not
constitute persuasive other evidence. For purposes of the inspection, an observa-
tion that the Firm did not perform a procedure, obtain evidence, or reach an
appropriate conclusion may be based on the absence of such documentation
and the absence of persuasive other evidence.

When audit deficiencies are identified after the date of the audit report, PCAOB
standards require a firm to take appropriate actions to assess the importance of the
deficiencies to the firm's present ability to support its previously expressed opin-
ions, and failure to take such actions could be a basis for Board disciplinary sanc-
tions. In response to the inspection team's identification of deficiencies, the Firm,
in some cases, performed additional procedures or supplemented its work papers.
In some cases, the deficiencies identified were of such significance that it appeared
to the inspection team that the Firm, at the time it issued its audit report, had not
obtained sufficient competent evidential matter to support its opinion on the
issuer's financial statements.

4.6 Review of Quality Control System

In addition to evaluating the quality of the audit work performed on specific audits,
the inspection included review of certain of the Firm's practices, policies, and
processes related to audit quality. This review addressed practices, policies, and
procedures concerning audit performance and the following five areas (1) manage-
ment structure and processes, including the tone at the top; (2) practices for partner
management, including allocation of partner resources and partner evaluation,
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compensation, admission, and disciplinary actions; (3) policies and procedures for
considering and addressing the risks involved in accepting and retaining
clients, including the application of the Firm's risk-rating system; (4) processes
related to the Firm's use of audit work that the Firm's foreign affiliates
perform on the foreign operations of the Firm's U.S. issuer audit clients; and (5)
the Firm's processes for monitoring audit performance, including processes for
identifying and assessing indicators of deficiencies in audit performance and
processes for responding to weaknesses in quality control. Any defects in, or
criticisms of, the Firm's quality control system are discussed in the nonpublic
portion of this report and will remain nonpublic unless the Firm fails to address
them to the Board's satisfaction within 12 months of the date of this report.

4.7 The Inspection Process

The inspection process was designed and performed to provide a basis for assess-
ing the degree of compliance by the Firm with applicable requirements related to
auditing issuers. This process included reviews of components of selected issuer
audits completed by the Firm. These reviews were intended both to identify
deficiencies, if any, in those components of the audits and to determine whether
the results of those reviews indicated deficiencies in the design or operation of the
Firm's system of quality control over audits. In addition, the inspection included
reviews of policies and procedures related to certain quality control processes
of the Firm that could be expected to affect audit quality.

4.8 KPMG LLP Response to the Draft Inspection Report

Pursuant to section 104(f) of the Act, 15 U.S.C. § 7214(f), and PCAOB Rule
4007(a), the Firm provided a written response to a draft of this report. Pursuant to
section 104(f) of the Act and PCAOB Rule 4007(b), the Firm's response, minus
any portion granted confidential treatment, is attached hereto and made part of this
final inspection report.

We appreciate the opportunity to read and comment upon the PCAOB's Draft
Report on the 2008 Inspection of KPMG LLP dated April 24, 2009 ("Draft
Report"). We share a common objective - serving our capital markets by perform-
ing high quality audits - and we value the input and information provided
by the PCAOB in connection with its inspection process.

We acknowledge the professionalism and commitment of the PCAOB inspection
staff and the important role the PCAOB plays in improving audit quality. We
would also like to recognize the people of KPMG and the effort they expend to
perform high quality audits in an increasingly challenging environment.

We recognize that professional judgments are involved in both the performance of
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an audit and the PCAOB's inspection process. In specific circumstances, we may
have differing views on the assessment of audit risk, the materiality of particular
issues in the context of the financial statements taken as a whole and the related
nature and extent of necessary auditing procedures, resulting conclusions, and/or
required documentation. We also understand that the comments made on
individual Issuers cannot by their nature include a description and analysis of all
procedures performed in a particular audit area.

As we previously communicated to the PCAOB, we conducted a thorough review
of the matters identified in the Draft Report and addressed the engagement-
specific findings in a manner consistent with PCAOB auditing standards and
KPMG policies and procedures. Based on this review, in some cases, we
performed additional audit procedures and/or supplemented our audit documenta-
tion; in other cases, we determined that no remediation was necessary.

None of the matters identified by the PCAOB required the reissuance of any of our
previously issued reports.

In the past several years, we have further strengthened our commitment to quality.
We remain dedicated to evaluating our systems of quality control, monitoring
audit quality and implementing changes to our policies and practices in order to
enhance audit quality. We have taken these actions mindful of our responsibility
to the capital markets. We are committed to continually improving our firm
and the profession and working constructively with the PCAOB to improve audit
quality.

4.9 US Senate Members Proposal to PCAOB Rulemaking on Disclosing
Audit Engagement Partners

Proposed Amendments. In 2009, in a bid to strengthen audit quality, transpar-
ency, and accountability, the PCAOB issued a Concept Release seeking comment
on whether auditors should require the engagement partner with final responsibil-
ity for a particular audit to sign the audit report. The engagement partner is the key
person within a registered public accounting firm who is "responsible for the
engagement and its performance," and who coordinates and oversees the audit
work and issuance of the audit report. After receiving multiple comments, the
PCAOB in 2011 issued the revised proposal currently under consideration. This
proposal would require public auditors to disclose the name of the engagement
partner in each audit report, but would not require the partner to sign the report; it
would require each audit report listed in a public accounting firm's Annual Report
Form to identify the relevant engagement partner; and it would require each audit
report to disclose the name of any independent public accounting firm or other
person who took part in the audit. All three of these proposals are important
reforms that would strengthen public company audits.
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Increased Public Disclosure. The Board's proposal to increase public disclosures
about who actually conducts and is responsible for a particular audit is a welcome
departure from a history of excessive secrecy and weak accountability for public
company audits. Most public company audits are now performed by a small
number of large firms. The "Big Four" accounting firms, which reported $45
billion in revenue in 2011 alone, employ thousands of auditors with differing expe-
rience, qualifications, expertise, and work performance. Currently, these firms
provide no routine public information about the engagement partner who is
responsible for the audit of a particular company nor do they provide information
about any third party contributor to their audits. Investors, lenders, regulators, and
others currently have no means for tracking audit partners responsible for accurate
audits, audit failures, or audits later found to have varying strengths and weak-
nesses. Because auditing firms are paid by the companies whose financial state-
ments they audit, inherent conflicts of interest make public accountability and
transparency all the more important. An accounting firm that receives large audit-
ing fees from a client becomes susceptible to pressures by that client to overlook
problems or resolve auditing issues in ways that are overly favorable to the client,
or risk losing fee revenue. Engagement partners that recommend advising a client
to accept a disagreeable auditing result may receive little or no support from
colleagues concerned about losing business. Public accountability, in which
specific individuals are recognized for high quality audits, as well as audit failures,
can be a powerful antidote to such internal pressures.

Disclosing the Engagement Partner. Multiple reasons support disclosing the
name of the engagement partner responsible for a particular audit. First is the
impact on audit quality. Publicly tying the lead auditor's professional reputation to
the audits for which that partner is responsible would encourage the partner to
require better audit procedures, exercise better supervision of the audit team, and
perform a more careful review of the audit results. It may also deter poor over-
sight, sloppy procedures, and high risk audit practices leading to unreliable audit
opinions.

Second, disclosure of the engagement partner's name would strengthen audit trans-
parency by shedding light on the audit process and facilitating communications.
Identifying the engagement partner would alert the audited corporation's officers,
directors, audit committee, and employees to the key person responsible for
resolving audit issues and help corporate employees communicate any auditing
concerns to the right person. It would also inform third parties, including inves-
tors, lenders, regulators, and others, of the right person to contact with financial
reporting interests or concerns. In addition, knowing the key person responsible
for an audit could facilitate investigations, simplify research, and aid in evalua-
tions of audit reports. Investigations examining financial misconduct would also
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be more efficient and effective if they had ready access to the names of the engage-
ment partners responsible for particular audit reports.

Public disclosure would also facilitate evaluation of senior auditors and the audit
reports for which they are responsible. Disclosure would enable not only the audit
client, but also investors, lenders, regulators, and other financial statement users,
to identify and evaluate an engagement partner's experience, expertise, track
record, and work for other clients that might present conflict of interest problems.

Third, disclosure of the engagement partner would strengthen both partner and
firm accountability for audit failures. Right now, when a company is found to
have engaged in misleading or fraudulent accounting, the identity of the engage-
ment partner is not readily apparent; making that information publicly available
would facilitate holding particular engagement partners accountable for the audits
they oversee. Because both the engagement partner and the public accounting firm
would be identified in the audit report, the current proposal intentionally and
clearly signals that accountability is intended to attach to both. In addition, as
engagement partners are often indemnified by their employers in the same manner
as officers and directors of corporations, any lawsuit over inaccurate financial
reporting would likely affect the firm as well as the partner, providing an added
incentive for the firm to monitor the performance of its engagement partners.

A fourth reason to support the PCAOB proposal is that it would promote auditor
independence by highlighting the occasions on which an engagement partner is
replaced. The Permanent Subcommittee on Investigations conducted an examina-
tion into the collapse of Enron Corporation in 2002, and discovered that when an
Arthur Anderson senior partner raised objections to certain Enron accounting prac-
tices, he was removed at Enron's request, with no public notice. The Enron investi-
gation demonstrates that even senior auditors can be removed at the request of a
client displeased with their accounting advice. Disclosure of an engagement
partner's name and any replacement might discourage audit clients from inappro-
priately pressuring that partner or the audit firm to cooperate with its accounting
requests, since any replacement would require public notice and, in turn, raise
public questions about the reasons for the replacement. To further support auditor
independence, the proposal could be strengthened by requiring registered public
accounting firms to file a special report on Form 3 within a few days of replacing
an engagement partner in charge of a public company audit.

Still another reason to support disclosure of the engagement partner is that it would
bring U.S. audit professionals in line with other U.S. corporate professionals and
their international counterparts. U.S. corporate officers already sign their names to
a variety of opinions and reports filed with the SEC, including certifications
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regarding the accuracy of the corporation's financial statements, while a majority
of corporate directors sign their corporation's Annual Form 10-K. Attorneys are
required to sign a variety of documents filed with federal and state regulators and
the courts. In addition, the Federal Reserve already requires bank holding compa-
nies to provide the names of audit engagement partners. The European Union
already requires its member states to compel audit reports to be "signed by at least
the statutory auditor(s) carrying out the statutory audit on behalf of the audit firm."
The PCOAB would bring U.S. audit professionals into closer alignment with other
public company professionals by requiring public auditors to identify their audit
engagement partners in the documents which they make publicly available and
which they intend to be relied upon by the investing public.

Requiring A Signature. The PCAOB proposal seeks comment on whether, in
addition to disclosing the name, an engagement partner should be required to sign
the audit report for which the partner is responsible. The proposal should require
such signatures. Critics contend that requiring a signature would increase liability
for individual audit partners, while decreasing the liability of the audit firm as a
whole. Those criticisms fail to acknowledge, however, that through indemnifica-
tion and insurance agreements, the liability of senior audit partners and their
employers are already typically closely intertwined. In addition, professions such
as public accounting have long nurtured trust and respect by placing the reputation
of their senior professionals on the line in support of their work. An audit report
that carries the personal signature of a financial professional would not only
strengthen audit quality, transparency, and accountability, but also help restore the
personal responsibility critical to a trustworthy and respected accounting profes-
sion.

Disclosing Engagement Partners in Annual Reports. Public accounting firms
currently file with the PCAOB an Annual Report Form listing each of the audit
reports they have issued during the covered year. The proposal would amend the
Annual Report Form to also require public accounting firms to identify the engage-
ment partner for each of their listed audits. This proposed disclosure offers an
inexpensive, sensible, and effective means for further strengthening public audits.

The proposed disclosure would provide a convenient mechanism for financial
statement users to retrieve information about the work assigned by a public
accounting firm to its engagement partners over the course of a year. Naming
engagement partners in the Annual Report Form would further strengthen audit
quality, transparency, and accountability by enabling more efficient and effective
research into the work of individual partners and of audit firms as a whole. These
disclosures would encourage engagement partners to provide consistent, high
quality work, because knowing that the public can obtain one's name only by
inquiring about a particular audit is not the same as knowing that the public can
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easily associate one's name with every audit performed during the year. In addi-
tion, the disclosures would help ensure that public accounting firms assign audits
to engagement partners with appropriate expertise and availability, and avoid
conflicts of interest that might otherwise be hidden from public view. The disclo-
sures could also promote auditor independence by highlighting any engagement
partner replacements during the covered year.

Disclosing Third Party Audit Participants. In addition to disclosing engage-
ment partner names, the PCAOB proposal contains an important provision that
would require disclosure of third party participants in particular audits. This provi-
sion would significantly strengthen audit quality, transparency, and accountability.

The Permanent Subcommittee on Investigations has firsthand experience with the
variability of audit work performed by different firms. For example, a year-long
investigation conducted by the Subcommittee into illicit money flows involving
banks in foreign jurisdictions uncovered a host of problems with foreign auditors,
especially those operating in foreign jurisdictions with strong secrecy laws and
weak anti-money laundering controls. A number of foreign accountants contacted
during the investigation were uncooperative or even hostile when asked for infor-
mation. A PricewaterhouseCoopers auditor in Antigua serving as a government
appointed liquidator for Caribbean American Bank (CAB), for example, refused to
provide copies of its report on CAB's liquidation proceedings, even though the
reports were filed in court, they were supposed to be publicly available, and the
Antiguan government had asked the auditor to provide the information to the
investigation. The investigation also came across evidence of conflicts of interest
and incompetent or dishonest accounting practices. Naming engagement partners
in the Annual Report Form would further strengthen audit quality, transparency,
and accountability by enabling more efficient and effective research into the work
of individual partners and of audit firms as a whole. These disclosures would
encourage engagement partners to provide consistent, high quality work, because
knowing that the public can obtain one's name only by inquiring about a particular
audit is not the same as knowing that the public can easily associate one's name
with every audit performed during the year. In addition, the disclosures would
help ensure that public accounting firms assign audits to engagement partners with
appropriate expertise and availability, and avoid conflicts of interest that might
otherwise be hidden from public view. The disclosures could also promote auditor
independence by highlighting any engagement partner replacements during the
covered year.

Section V: Public Oversight System in Mediterranean Countries

This survey has been prepared by Federation Des Experts Compatables Mediterrn-
eens, the representative organization of the accountancy profession in the Mediter-
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ranean area, and the objective of this survey is to provide a brief overlook of public
oversight arrangements across the area. Fifteen countries, of which 8 are EU
member states, plus Kosovo, a special status territory within Serbia, have contrib-
uted.

5.1 Existing public oversight systems or the implementation in the near future

The Survey poses the question which Mediterranean Countries have an imple-
mented public oversight system and which will see an implementation in the near
future. The answer is that a public oversight system exists in 7 out of the 15 coun-
tries which contributed to the survey. A public oversight system exists also in the
Kosovo region. Of these 7 countries, 5 are EU member states (France, Greece,
Italy, Malta, and Spain) and 2 are non EU member states (Isracl and Tunisia). Of
the other 8 countries which do not have a public oversight system, 3 are EU
member states (Cyprus, Bulgaria and Romania). To comply with the EC Directive
on Statutory Audit, these countries would however have to implement a public
oversight system. Among the remaining 5, only Serbia and Turkey envisage to
implement a PO system in the near future, while Albania, Egypt and Morocco do
not. Respondents from Albania and Egypt think that a public oversight system is
needed in their countries, while respondents from Morocco indicated that the intro-
duction of such a system would not be needed in the near future, because a “quality
control system’ has just recently been introduced and members need some time to
be trained and used to quality control procedures.

5.2 Details of public oversight systems implemented

The public oversight systems differ significantly among the responding countries,
also among those within the EU member states, depending on the regulatory
framework for the statutory audit activity (the EU Directive allows for the imple-
mentation of a range of different public oversight systems in the European
Unionl).

5.3 Nomination procedure and Composition (practitioners/non-
practitioners)

In 5 out of 8 countries the public oversight board is nominated by the local govern-
ments. In Spain, there is a national law stating the composition of the public over-
sight board and its members are appointed with consideration of their position in
other regulatory bodies such as Stock Exchange, Central Bank, etc. In France,
Greece, Italy, and Spain (within the EU) as well as in the Kosovo region, the public
oversight board is composed by a majority of non-practitioners. In Malta, the
public oversight board currently has a majority of practitioners but will change
over the next two years to conform to the EU Statutory Audit Directive. In Tunisia,
the public oversight board functions are carried out by two committees: the Disci-
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pline Committee with a majority of non practitioners, and the Quality Control
Committee, composed equally of civil servants and practitioners. In Israel, the
public oversight board (Steering Committee) is composed by all practitioners.

5.4 Scope of activities and responsibilities

Regarding the scope of activities and responsibilities, all respondents mentioned
that a public oversight system exists in their countries and its functions include
monitoring and supervision of the auditing profession. In all countries having a
public oversight board in place, the board also has the responsibility to ensure the
oversight of the profession through quality control. Within the EU, France, Italy
and Malta’s public oversight board approves and registers statutory auditors and
audit firms. This is also a responsibility of the board in the Kosovo region. Stand-
ard setting is a public oversight system responsibility in France, Greece, Spain
(within the EU) and in the Kosovo region. The investigative and disciplinary
systems are a public oversight board’s responsibility in France, Italy, Malta
(within the EU) as well as in the Kosovo region.

5.5 Composition (practitioners/non-practitioners) in Public Accounting
Oversight Board

France: The Haut Conseil du Commissariat aux Comptes is composed of 12
members. Three judges from the Cour de Cassation, Cour des Comptes and the
judicial order, the President being the judge from the Cour de Cassation. The
President of the AMF (Autorité des Marchés Financiers, former COB) or his repre-
sentative, one representative from the Ministry of Economy, a university professor
specialised in legal, economic or financial matters. Three experts in financial and
economic matters : two being competent in public issue matters, one being compe-
tent in small or medium sized companies or in matters involving associations.
Three statutory auditors, two of which having knowledge in the statutory audit of
companies issuing securities to the public or in donation. The members are nomi-
nated by decree for a period a six years. The HC is renewable by half every three
years.

Greece: The President and two Vice Presidents are appointed by the Minister of
Finance. The Bank of Greece (Central Bank), the Capital Market Committee, the
Federations of Greek Industries and Industries of Northern Greece nominate one
member each. Total number of members are hence seven.

Italy: The Commissione Centrale per i Revisori Contabili is composed of 12
members, three of them are practitioners.

Kosovo: Of the seven members of the board, five shall be representatives from the
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Kosovo business community and the
accounting and auditing professions.

Malta: The board currently has a majority of practitioners but will change over the
next two years to conform to the Eight Directive of the EU where the number of
practitioner has to be in minority.

Spain: The Advisory Auditing Committee of the Accounting and Auditing Insti-
tute is an advisory body chaired by the Chairman of the Institute and composed by
the following 13 members appointed by the Ministry of Economy. One member
proposed by the Tribunal de Cuentas (Public Account Court). One member from
the “Intervencion General del Estado”. One member from the Ministry of Justice.
One member from the National Bank. One representative from the CNMV (Stock
Exchange Institution) and by an investor analyst. One member from the “Direc-
cion General de Seguros” (Insurance Department). Four members by the Profes-
sional Auditing Bodies. A Professor at University and an expert on auditing and
accountancy. Some other experts on the issue may be invited to participate if
needed.

Tunisia: Two committees legally supervise the activities of the Tunisian practi-
tioners. The "Chambre de Discipline" (Discipline Committee). Chaired by a
Judge, designated by the Minister of Justice. Three civil servants, designated by
the Minister of Finance. Three practitioners elected for 3 years at a time. It is
referred to in case of violation of the Code of Conduct and the Internal Rules and
Regulations of the profession. The "Commission de Contréle" (Quality Control
Committee). Three civil servants, designated by the Minister of Finance, one of
them being the Chairman. Three practitioners elected for 3 years at a time. It is
responsible for the quality control of the practitioners engaged in statutory audits.

5.6 Scope of activities (quality assurance, standard setting, approval of
auditors, discipline, education and others for listed, public interest or other entities)

France: The legislator has charged the Haut Conseil du Commissariat aux
Comptes with two main missions: to ensure the oversight of the profession; to
check that ethics is duly followed and that the independence of the statutory audi-
tors is duly maintained. To this end, the Haut Conseil should: organise the reviews
of the professionals in practice, give its opinion to the Minister of Justice on the «
Code de déontologie des commissaires aux comptes », gives its opinion to the
Minister of Justice on professional standards, identify and promote the good
professional practices, define and supervise the new professional trends and the
framework of periodic reviews.

Greece: Activities include recommendations to the Ministry of Finance on
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accounting and auditing standards, professional ethics setting, quality control on
auditor's work and oversight of the audit profession.

Israel: Peer review, administrated by the Steering Committee. Its responsibilities
include selection and affirmation of certified public accountants who will under-
take the review work; supervision over the review - timing and frequency of the
review, branch offices that are reviewed, considering the need for repeat reviews,
etc. In deciding on the timing of the review, the steering committee will take into
account, inter alia, the periods of work — related pressures at the firms under
review. Receiving the review reports and the preparation of findings. The Steering
Committee will consider forwarding its broad findings to every firm and will
consider the need to publish its guidelines/clarifications, and if necessary, will
forward its recommendations to the Accounting Standards Committee for further
attention.

Italy: The Commissione Centrale per i Revisori Contabili keeps the statutory
auditor’s register (including the practical trainer register); it approves the auditors
and supervises their activity. It carries out investigation and provides sanctions on
the basis of external complaint for inadequate execution of the statutory audit.
Consob supervises the auditing firms and their activity, verifies their independence
and technical adequacy and recommends the auditing standards. The quality assur-
ance carried out by Consob regards the internal quality control system of the audit
firm and its client dossier.

Kosovo region: The board shall be independent in the execution of its responsi-
bilities and functions, subject to the overall authority of the Special Representative
of the Secretary-General. It may issue administrative instructions on any matters
pertaining to its functions. It shall have the authority to enter into contracts as
required to carry out its functions, including employment contracts and contracts
for rental accommodation and leasing of equipment. The Board shall issue
accounting standards in conformity with IAS. The board shall determine which
IAS standards apply, taking into consideration the business environment in
Kosovo. It shall further issue auditing standards in conformity with ISA and
provide technical guidance and information to business organizations concerning
accounting and auditing standards issued by it. The board shall establish and issue
standards for the technical training for certification of accountants and for the
licensing of auditors, as well as having the responsibility for the licensing of audi-
tors.

Malta: The Accountancy Board (the Regulator and Public Oversight Board) has a
wide scope and is responsible for the conduct of the profession in Malta even
though it appoints recognised professional bodies to assist it in the execution of its
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role. For example whilst it remains responsible for CPE, it delegates its administra-
tion to the Malta Institute of Accountants.

Spain: The Advisory Committee has an advisory role on audit issues (standard
setting, quality assurance, control and discipline of auditors etc.) The final decision
is taken by ICAC. The Professional bodies recognized by ICAC are responsible
for: a) To draft, adapt and review audit and ethical standards, as well as the code of
professional conduct of its members and to control the compliance with such
standards and code, as provided for in the Audit Law and related legislative provi-
sions. b) To collaborate with the Institute of Accounting and Auditing (Instituto de
Contabilidady Auditoria de Cuentas, ICAC) in exercising the technical control
assigned to the said Institute in the Audit Law. Due to an agreement with ICAC,
the professional institute carries out quality control revisions on behalf of ICAC.
¢) To propose to the Institute of Accounting and Auditing (ICAC) that disciplinary
procedures be taken against members, in accordance with applicable legislation. d)
To carry out the corresponding disciplinary procedures against members. e) To
provide CPE and Access Education, namely: - to provide, either directly or
through delegation, theoretical training programmes to be approved by the Insti-
tute of Accounting and Auditing, and to be mastered by those wishing to become
members of the Official Register of Auditors; - to establish the standards and
procedures to be followed in the practical training of those wishing to become
members of the Official Register of Auditors. f) To organize the access examina-
tion to enter into the Official Register of Auditors. The Examination Board is
chaired by the ICAC who has the final decision on the admission of a candidate. g)
To maintain the professional training of its non-practising members. h) To regulate
the professional practice of its members, whether this be on an individual basis or
through some form of association with auditors or other professionals.

Tunisia: The Quality Control Committee is responsible for the Peer review of the
Tunisian auditors. But the financial auditor(s) also report to other public oversight
bodies: The "Banque Centrale de Tunisie" (The Central Bank) BCT : Are
forwarded to the BCT. The banks auditor(s) report(s) as well as the mid-term audit
report and monthly and quarterly statistic data. The listed entities and issuers’
audit report(s). The audit reports of entities with over 5 million Tunisian dinars
(about 3.5 Million USD) of financial debts. The audit report(s) of consolidated
financial statements of entities with over 10 million Tunisian dinars of assets. The
“Conseil du Marché Financier” (Listed Entities Oversight Board): It supervises the
listed entities and is entitled to control the auditors work. Are forwarded to the
CMEF. The listed entities and investment funds audit report(s) : Financial audit
reports and Internal Control reports. The mid-term financial reports of listed
entities. Any "warning report' at any time. The quarterly statistical data on the
activities of the listed entities. The "Comité Général des Assurances" (The super-
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vising body of Insurance Companies) CGA. Are forwarded the CGA. The audit
reports of insurance companies. A specific financial and statistics report prepared
by the auditors. Mid term audit reviews Started from 2005,"Loi sur la Sécurité
Financiére" (The financial Security Act) introduced. The joint audit for banks,
multi-branch insurances and consolidated financial statements for entities with
other 50 million Tunisian dinars of assets. The obligation for listed entities to have
an "Audit Committee". The requirement for auditors to give an opinion on the
Internal Control Procedures of listed entities. The State Owned Entities are
controlled by several public control structures (Cour des Comptes; CGF etc.) They
also have to be audited by a member of the OECT.

5.7 Funding of Accounting Oversight Board

France: The Haut Conseil du Commissariat aux Comptes is a public body. It is
funded by the Ministry of Justice, and the Minister in charge of the budget.

Greece: The public oversight system in Greece is entirely funded by contributions
by the audit firms. These are calculated as a percentage of audit fees.

Israel: The committee is funded by the audited firms. The rate is set according to
the number and the size of the public companies.

Italy: Both the public oversight bodies are public, and funded by public resources.
The statutory auditors enrolled in the register kept by the Commissione Centrale
per i Revisori Contabili have to pay a contribution for the keeping of the register.
Also the audit firms enrolled in the special register kept by Consob have to pay a
contribution proportional to their revenue.

Kosovo: The board shall have an annual appropriation from the Kosovo Consoli-
dated Budget that provides honoraria, reasonable expenses and adequate adminis-
trative and technical support that shall be no less than the amount appropriated
from the previous year's budget.

Malta: It is funded by the Ministry of Finance. It also levies fees on practitioners.

Spain: The ICAC is a department of a Ministry and therefore funds come from the
General Budget of the State. However, recently a special tax has been issued to
finance the quality control of audits.

Tunisia: The OECT has its own budget levied through membership fees. From
this budget, two sub-budgets are allocated to the “Discipline Committee” and the
“Quality Control Committee”. The other entities that have the possibility to control
and supervise the work of the auditors (Banque Centrale; CMF; CGA etc.) have
their own budgets.
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Section VI: Public Accounting Oversight in Asia

After global focus on the U.S. accounting scandals of the early 2000s, several
Asian economies adopted measures to enhance the integrity of their local account-
ing professions and to promote the transparency of financial statements issued by
local companies. As in the United States, these economies focused on two major
types of provisions: the creation of an accounting oversight organization and the
tightening of auditor rules. The roles of Asian accounting oversight bodies are
similar to those of the PCAOB in the United States. All oversee the registration of
public accounting firms and inspect the quality of audits performed by these firms.
The quality of an audit is determined by a number of factors, including an auditor’s
independence from the firm it reviews and it’s testing of internal controls. To
support audit quality, independence, and accurate financial statements, accounting
oversight bodies may mandate a number of requirements, including: (i) auditor
rotation, (ii) restrictions on non-audit services, and (iii) attestations by external
auditors on the quality of a firm’s internal controls over financial reporting.

The regulatory bodies of seven Asian economies—Japan, Malaysia, Singapore,
South Korea, Sri Lanka, Taiwan, and Thailand—have joined the International
Forum of Independent Audit Regulators (IFIAR), an organization of independent
audit regulators through which members share their experience and knowledge
about regulatory practices and activities. As of early 2012, IFIAR had 39 member
economies, including the United States. Although Hong Kong and China are not
IFIAR members, they do have regulatory organizations that perform the audit
oversight function of firms operating within their territories. Table 2 summarizes
the structure of accounting oversight bodies in selected Asian economies and the
United States.

Table 2: Accounting Oversight Bodies in Asia and the United States

Economy | Accounting Oversight Body | Description

IFIAR Member Economies
Japan Certified ~ Public  Accountants & | Under the Financial Services Agency (FSA).
Auditing Oversight
Board (CPAAOB)
Malaysia Audit Oversight Board (AOB) Under the Secutities Commission (SC).
Singapore Accounting and Corporate Regulatory | Statutory board under the Ministry of Finance
Authority (MOF).
(ACRA)
South Korea Financial Supervisory Service (FSS) Under the Financial Services Commission (FSC).
Sri Lanka Sri Lanka Accounting and Auditing | Currently funded by the Parliament. Its governing
Standards board is heavily comprised of government
Monitoting Board (SLAASMB) officials, including the Director General of the

Securities and Exchange Commission
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Taiwan Financial =~ Supervisory ~Commission | An independent authority under the Executive
(FSC) Yuan (the executive branch of the government).

The Accounting and Auditing Supervision

Division of the Securities and Futures Butreau

under the FSC implements audit regulatory

oversight.

Thailand Securities and Exchange Commission | An independent state agency whose board

(SEC) chairman is appointed by the Finance Minister
United Public Company Accounting Oversight | A private-sector, nonprofit corporation under the
States Board oversight of the Securities and Exchange

(PCAOB) Commission (SEC).

Non-IFIAR Economies

China Ministry of Finance (MOF) Acts as the primary audit oversight body, but the

Chinese Institute of Certified Public Accountants
conducts quality reviews of public accounting

firms.s
Hong Kong Hong Kong Institute of Certified A professional accounting association responsible
Public Accountants for both overseeing auditor registrations and audit
(HKICPA) quality.s The Chief Executive of the Hong Kong

Special Administrative Region
may appoint four lay persons to its Council.

Source: “‘Accounting Regulatory Architecture in Asia”, COUNTRY ANALYSIS UNIT FEDERAL
RESERVE BANK OF SAN FRANCISCO APRIL 2012, Asia Focus-

6.1 Key Audit Roles and Requirements in Four IFIAR Member Economies

A detailed comparison of the key roles of accounting oversight bodies and related
audit requirements is possible based on available information covering four IFIAR
economies: Japan, Malaysia, Singapore, and Thailand. These roles and require-
ments are summarized below.

Registration of Auditors and Audit Firms: In audit oversight practices, a desig-
nated authority is responsible for registering the auditors and audit firms of
relevant companies under their jurisdiction. Typically, this responsibility lies with
the appropriate national accounting association or oversight body. The audit regis-
tration requirement implies that the designated authority has reviewed and played
a role in vetting the quality of the auditor or audit firm in order to approve the
registration. The requirement also ensures that auditors and audit firms fall under
the oversight of the designated authority. All four Asian economies require all
audit firms to register with their respective audit oversight body or national profes-
sional organization. In addition, some Asian economies require firms that audit
financial institutions to register separately with the local bank regulator. For exam-
ple, bank audit firms in Malaysia, Singapore and Thailand must receive approval
from their regulatory agency, which is the central bank in these economies. This
additional requirement ensures an adequate level of oversight for bank because of
their economic importance.

Inspections of Audit Quality and Audit Firms: Audit inspections play a critical
oversight role in ensuring audit quality. In audit inspections, the designated author-
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ity reviews the quality of audit firms’ work and their internal controls and prac-
tices. Depending on the designated authority’s scope, the inspection may review
compliance with auditing and ethical standards, the quality of individual audit
reports, and the potential impact of corporate culture on audit quality. Audit
inspections are typically more rigorous for the Big Four and other major audit
firms that employ a large number of auditors or audit a large number of listed
clients. Both the United States and the four Asian economies subject these firms to
a more frequent inspection cycle ranging from one to four years, as opposed to
three to five years for smaller audit firms. Audit inspections target the Big Four
because they tend to audit the majority of listed companies in a given economy,
ranging from 61 to 88 percent in the selected Asian economies and 98 percent in
the United States. As such, the quality of the Big Four’s audit performance has a
greater potential impact on the integrity and reliability of financial reporting in the
market. Indeed, Japan’s audit oversight agency (CPAAOB: the Certified Public
Accountants & Auditing Oversight Board) subjected these firms to a series of
special investigations following a spate of accounting scandals in 2005. The inves-
tigations resulted in the agency’s issuance of a number of recommendations to
improve audit quality control at the four accounting firms (CPAAOB, 2005),

Requirements on Auditor Rotation: Audit rotation requirements mandate that com-
panies periodically change auditors or audit firms to ensure auditor independence.
The concern is that if an auditor works with the same client for an indefinite period
of time, the auditor may develop too close a relationship with the client that might
impair his/her objectivity and professional skepticism. The Enron scandal high-
lighted the importance of auditor independence, particularly given Arthur
Anderson’s questionable role in shredding key documents. Audit rotation require-
ments may apply to auditors, audit firms, or both. They typically specify the length
of the mandatory rotation period and the length of the subsequent “time-out
period,” during which the auditor or audit firm may not engage in an audit for a
particular client. The strictness of requirements strictness varies across Asian
economies, with the audit rotation period for key auditors ranging from five to
seven years, and the time-out period for key auditors ranging from two to five
years, if any. Singapore is the only selected Asian economy that requires manda-
tory rotation of audit firms; however, this requirement applies only to firms that
audit banks. These firms face a five-year rotation period and five-year time-out
period.

The United States also does not require the mandatory rotation of audit firms,
although PCAOB is seeking public comments on a proposal to do so (Public Com-
pany Accounting Oversight Board, 2011). During a public hearing in March 2012,
the Big Four and many large U.S. corporations expressed opposition to the
proposal (Reuters, March 22, 2012).They argued that new auditors would not have
the institutional knowledge required for an in-depth audit, particularly for complex
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multinational corporations. They alleged that this lack of familiarity with the client
operations would lead to more costly audits because of the time required to fully
understand the company’s business and accounting system. Opponents also opined
that there could be a higher risk of missing potential problematic areas resulting in
poor audit quality, and that the mandatory audit partner rotation is sufficient for a
“fresh look™ at the audit. The PCAOB reportedly expects the debate over manda-
tory audit firm rotation to extend into 2013.

Restrictions on Providing Non-Audit Services: Audit oversight agencies in both
the United States and Asia restrict audit firms from providing non-audit services to
promote independence. The importance of non-audit service restrictions is high-
lighted by Arthur Anderson’s non-audit services to Enron in both the nature of the
service provided and the magnitude of the fees. Arthur Anderson had provided
extensive tax advisory services in structuring many of Enron’s special purpose
vehicles, which hid the company’s off-balance sheet losses. In addition to services
that directly affected Enron’s financial statements, Arthur Anderson’s non-audit
fees exceeded its audit fees from Enron and generated a significant conflict of
interest in providing an objective audit opinion. Restrictions on non-audit services
vary based on how the audit regulatory body anticipates which activities will
impair the auditor’s independence. The restrictions may range from a prescriptive
list of prohibited services to broad guidance. For example, similar to the United
States, Japan explicitly prohibits the same audit firm from providing non-audit
services related to the client’s financial statements and investment advisory
services. However, Singapore allows the same audit firm to provide non-audit
services if the resulting threat to auditor independence is at an “acceptable” level.
Malaysia is unique in that it provides a quantitative criterion based on audit fees.
Specifically, the non-audit fees may not be more than 20 percent of audit fees.

Attestation of Internal Controls: Auditor attestation of internal controls over finan-
cial reporting is a relatively new development in Asia. Under this requirement, the
external auditor must issue a statement that opines on the effectiveness of the inter-
nal controls over financial reporting. This statement effectively ensures that the
auditor thoroughly assess internal controls as part of the external audit. Auditor
attestation requirements have been partially driven by accounting scandals, which
by nature imply a breakdown of internal control. This breakdown of internal
control at management levels was exemplified in the Enron scandal in the United
States and in Japan by the Livedoor and Nikko Cordial scandals in 2006 and 2007,
respectively. In 2011 and 2012, Japan and China implemented auditor attestation
requirements similar to those of the United States (Standard for Enterprise Internal
Control, dated May 22, 2008). These are the only two economies to have issued
such requirements. Notably, both economies have experienced a number of
accounting scandals in recent years. Indeed, the high-profile Kanebo scandal in
2005 was one of the catalysts that prompted audit oversight reforms in Japan.
China goes beyond requiring the review of internal controls over financial report-
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ing by including non-financial reporting objectives.

Over the last decade, regulators in Asia have acknowledged the need for continual
improvement in audit regulatory oversight. High-quality external audits are crucial
to ensuring the integrity of financial statements and bolstering market confidence.
During critical times, market stress may add pressure on corporate management to
meet performance targets and expectations, and manage cash flow and ongoing
operations. Indeed, recent accounting scandals in some Asian economies reinforce
the importance of audit oversight. Given the increasing complexity of business
transactions and the opportunity for “creative” accounting practices, the continual
development of audit oversight by Asian economies is highly encouraging and
should contribute to supporting market confidence and stability.

6.2 Oversight of Accountancy Profession in Bangladesh

Soon after the independence of the country in 1971 from the Pakistani rulers,
accountancy profession started its journey with the former 77 members of Pakistan
Institute of Chartered Accountants located in the newly created Bangladesh
through passing an ordinance. Accountancy profession worked under an environ-
ment where 92% of industrial assets were nationalized. The professional account-
ants took lead in taking over industrial and financial service conglomerates aban-
doned by the Pakistani owners. The Government of Bangladesh was the main
service receiver from the professional accountants when the country was running
to implement the socialist economic agenda. The Stock Exchange located in
Dhaka was not in operation up to 1976 until starting of financial deregulation and
denationalization. The changing economic philosophy from command to market
started grounding in Bangladesh. Liberalization of import and export, foreign
exchange, and the right of ownership took place and the country was exposed to
international market when Dhaka Stock Exchange started operation, restriction on
foreign investment in stock market was withdrawn, and the accountancy profes-
sion was exposed to international and national investors, including the govern-
ment. As a critical component of market economy, accountancy profession started
playing its role. Professional Accounting bodies became member of IFAC, IASB
and Regional bodies and adopted International Accounting Standards (IAS/IFRS)
and International Standards on Auditing (ISA).

Soon after the independence, Bangladesh became a hot destination for the interna-
tional donors and funding agencies and subsequently the UNDP, World Bank,
Asian Development Bank and International Monetary Fund took interest in the
accountancy profession. Several studies were done on the structure and function-
ing and development of the profession by development partners. Bangladeshi
researchers undertook PhD research on the Accounting and Financial Reporting in
universities of UK, USA, Australia, Canada, New Zealand, India and in many
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other countries. All these research studies and reports identified problems of
accountancy profession. In particular, structural problems relating to the Institute
of Chartered Accountants of Bangladesh (ICAB), practicing CA firms with regard
to corporate governance, code of ethics, independence, disciplinary process and
the quality of financial reporting, including corporate financial disclosures, are
widely criticized by the stakeholders and regulators. All these reports suggested
for oversight on the accountancy profession since the country was fast moving
towards marker economy considering private sector as the engine for growth. The
latest one was produced by the World Bank. This report came with specific
suggestion to reach an oversight Board in the post Enron Era similar to the creation
of Public Company Accounting Oversight Board of USA under the Sarbese-Ouxly
Act. In Bangladesh, the name of the Act is proposed as Financial Reporting Act
(FRA) under which Financial Reporting Council (FRC) would be enacted and
established to oversight the Accountancy Profession of Bangladesh. Regulators
like central bank, Securities and Exchange Commission, stock exchanges, bankers
association, FBCCI, MCCI, DCCI and other trade bodies like Association of
Listed Companies are supporting the oversight of accountancy profession in line
with the developments taken place internationally.

Arguments put forward in favor of Financial Reporting Act and the proposed
Financial Reporting Council under the proposed act is that the ICAB and ICMAB
are operated through elected body voted by the members. This is a conflicting
situation as compared to the separation of management from the owners in public
companies. In the corporate world there is a line of separation from management
and the Board. However, the accountancy profession of Bangladesh is operated by
the elected body and management is not separated. The council members seek
votes from the members and after election they rule them. Those who voted
against the elected members suffer in the hands of the winning council members,
like the members of stock exchange in pre-demutualization era. In the Stock
Exchanges, elected members used to sit at committees like, listing, surveillance,
Board, and doing brokerage and working as [IPO managers, including consulting
on valuation of IPO of listed companies. The ICAB council members sit at com-
mittees like Executive Committee, Examination Committee, disciplinary, ethics
and independence, and award committee on evaluation of financial reports. There
is widespread criticism on the state of transparency, governance, and accountabil-
ity of the Institute of Chartered Accountants of Bangladesh and practicing
accounting firms. History provides ample evidence that when regulatory institu-
tions run by elected body cannot perform efficiently and miserably fail in dealing
with conflicting situation and right handling with the independence and maintain
professional ethics, it ultimately leads to moral hazards. At the end of the day those
who are engaged in such profession become greedy and do anything they wish to
do.
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There exists evidence that large number of partners of public accounting firms is
engaged actively in the ownership of Brokerage Companies in the Stock
Exchanges, conduct tax practice in the prevailing corrupt environment of revenue
department of Bangladesh. Many practicing partners in public accounting served
as Board members of the clients and used their transport logistics. In case of
foreign clients they use international travel facilities and other logistics, including
the local clients.

Taking disciplinary action against those who are involved in violation of code of
ethics, principles of independence, certification of false financials (one for bank,
one for tax and regulators and other unprofessional actions) is not politically feasi-
ble by the elected council (vote seekers). Consequently, like other institutions,
ICAB as a professional body has failed to establish regulatory norms within its
members. Most of the practicing members are involved in share business which is
restricted in other market economy countries as they are treated as insider having
access to confidential and price sensitive information. In the recent time many
CA firms as auditors have merchant bank and member of brokerage firm which is
their important window of revenue. These are few of the justifications for estab-
lishing an oversight institution over the public accounting profession.

There is a competitive bidding who becomes the Chairman of Award for Best
Financial Reporting Evaluation Committee on annual basis. There is a rumor that
in the market listed companies remain busy to appease the Chairman and Commit-
tee members of ICAB and ICMAB. Listed companies perceive that with high
marking market value of their share will increase. Critics argue that this is unethi-
cal and market sensitive. Partners of public accounting firms lobby to enter in this
committee to help their audit client getting higher score. In the context of price
sensitive information the BSEC need to interfere against all these unethical activi-
ties that can adversely affect the general investors of Bangladesh.

Big international public accounting firms Deloitte, Ernst & Young, KPMG, PWC
and Stephen Moore started creating liaison with Bangladeshi public accounting
firms in different nomenclature followed in line with their own culture. However,
out of the current big four, only KPMG has their member firm in Bangladesh with
3 partners and other 3 do not have their relationship with Bangladesh local firms.
In the recent time Grant Thronton and BDO is known to establish their practice
with the Bangladeshi local firms.

All these informations on the current state of public accounting profession justify
the creation of an independent authority to have oversight for establishing trans-
parency to promote generation of reliable financial report.
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Section VII: Summary and Recommendations

This paper deals with public accountancy (audit) profession. It has reviewed the
literature on how public accountancy has emerged as a highly prestigious profes-
sion and positioned itself as one of the critical components of market economy. As
a self regulatory body of public accountancy profession it has gained social respect
being respectful and compliant to their own prescribed code of ethics, independ-
ence and by gaining professional skill and competence. Public accountancy has
played its role differently compared to Government Accounting, education
accountancy, and non-Government accountancy. Governments provided legal and
institutional support for creation of professional accountancy bodies through rules
and acts with economic growth under different development models. Public
accountancy profession has played a crucial role in establishing oversight by
reporting to stakeholders, which is very significant for the investors.

The paper has presented a chronology on the state of oversight on the public
accounting profession. Initially, the oversight of audit firms was self regulatory
meaning that the institutes used to regulate their Public Accounting Practicing
firms based on certain principles like Stock Exchanges in pre-demutualization
period. In the post II world war period USA became the engine of capitalist devel-
opment and Public Accounting profession positioned as the critical component of
market economy. Listed companies, public entities, banks and financial institu-
tions and other components of financial, capital and bond markets are certified by
the public accountants. Literature review reveals how public accountancy emerged
as a highly prestigious profession and played a crucial role in establishing over-
sight by reporting to stakeholders, which is very significant for the investors. Sum-
mary of this paper is documented in the following.

1.  Failure of Public Accounting Profession: Public accounting profession
requires due diligence with regards to ethics, independence, and dealing with
conflicts of interest, but due to personal greed and lack of core professional
competence it has failed to protect public interest. Consequently, social
confidence and public perception regarding their integrity decreased. After
every incidence of share market crash, economic recession, financial scan-
dals, the public accountancy came under scrutiny. These events put a black
mark on the self regulatory right of the profession. The era of self regulation
started getting reduced and oversight on the public accounting profession got
upper hand.

2. Whistle blow from the USA: The USA being the engine of capitalist devel-
opment after World War 11, took the lead on the oversight of public account-
ancy profession compared to their English counterpart, which once was
considered as the nucleus of public accounting profession. The Securities and
Exchange Commission (SEC), Senate Committee, Politicians & Policy
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makers, Public interest groups raised their concern and started chalking out
regulation for oversight of public accountancy profession. Rules and proce-
dures were developed for compliance to deal with the accounting and audit-
ing standard setting, principles of corporate governance, ethics and inde-
pendence, conflict of interest, separation of statutory audit service from con-
sulting services on tax, human resources, ICT and other areas. The public
accounting profession gradually lost its image and prestige.

3. Role of Big Accounting Firms: The big public accounting firms started influ-
encing major government policy decision, including framing laws to serve
their interest just like syndicate in capturing business. They exert influence in
Accounting and Auditing Standards, fiscal and commercial codes in favor of
their clients jeopardizing public interest. Perception is that public profession
as institutional body and firm negotiate with government and policy makers
in favor of their clients but not in the public interest. Evidence from Bangla-
desh company law 1994 can be seen that the big public accounting firms (in
disguise) influenced government to keep a provision putting a restriction on
change of auditors which protected big accounting firms from losing their big
multi-national private companies. This is a violation of constitutional rights
of citizens. For example since the creation of KFCO in 1982 the audit firm
was not changed as of today. The same also applies to Lever Brothers of
Bangladesh. Foreign banks also fall in such category. Still the foreign banks
and MNCs use the same technique in a different way. By appointing a
dummy auditor they keep their old ally audit firms in different capacity.
Critics claim that public accounting firms in Bangladesh could not attract the
international firms’ affiliation. For experimental basis, few have been associ-
ated, but they (PWC, Ernest &Young and Deloitte) left witnessing bitter
experience of bad corporate governance within their associate firms regard-
ing disputes on fake partnership deed, partners’ involvement in share broker-
age business, certification of false financials, keeping the firm within family
limit to keep fake financials of the firm etc.

4.  Accounting Scandals: Series of accounting scandals took place in different
parts of the world, including Bangladesh. These scandals resulted in huge
loss to the economy and led to the recession. Issuing of false financials with
underground support of public accounting firms, the record of Bangladesh is
proven more black after the share market crash (2010), and Banking Scams.
Politicians and other policy makers became alert after each scandal and
shocks routed from excessive greed and growth at any cost syndrome,
increasing trend in violation of self regulatory code of conduct spread among
public accounting firms. Allegation began to surface that fierce competition
among firms for clients became more intense and vicious. For winning client,
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Bangladeshi firms started paying bribe to the clients to win audit assignments
at higher figure than professional service fees.

Taking over of standard setting to independent body: In the public inter-
est, the policy makers took initiative for oversight of public accounting
profession from principle based to rule based by creating independent regula-
tor like public oversight Board in USA. The standard setting process was
taken over by separate independent body to monitor the public accounting
practitioner.

Professional accounting bodies under Gun: Reform of the professional
accounting bodies took place under gun from the regulators of market and the
USA took the lead. Attack on Congress and public representative became
more and more fierce in case of more accounting scandals and audit failures.

Conflict of interest and separation of statutory audit and other profes-
sional services : Restrictions are imposed on the public accounting firms
with regard to statutory audit tax, consulting, system design, ICT, Human
Resources and any other consulting services, employment of relatives and
former employees of the auditor firm in the client companies. The SOX has
sharpened this separation to get rid of the conflicting situation. The SOX
requires the auditor of subsidiary companies outside USA to enlist in the
Stock exchange in the jurisdiction where the parent company is located. For
example, auditor of Bangladesh subsidiary of a foreign parent company
listed in the US stock exchange needs to meet the eligibility criterion of
PCAOB prescribed rules of that stock exchange.

Impact of SOX on the public accounting profession:. SOX and PCAOB
have changed the land scape of public account profession. Conflicts of inter-
est, partner rotation, employment of relatives, separation of audit consulting
and taxation services including any other consulting services have been
prohibited starting from USA. All other market economy countries have
followed and others are set to follow the process of creation of oversight
bodies to oversee and control professional accounting bodies solely run by
the elected council members. The public accounting firms earlier considered
the watch dog on management of publicly listed and public interest entities
from the stakeholder side and the Government are now surveillance by
another watch dog in different name in different countries. The self regula-
tory regime of public accounting profession is shifted to oversight bodies
under the defined professional code of conduct, conflict of interest regula-
tion, firewall between audit and non-audit services. In accepting audit assign-
ments the audit firm partners are to be careful whether they have any share
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10.

holding in such client. In case of bank audit the auditor cannot be a borrower
of that bank, auditor cannot be a director of stock brokerage firm, merchant
bank including his family members and partners. Like the BSEC, central
bank, insurance regulator, BTRC and other regulator including Proposed
Financial Reporting Council in Bangladesh shall do surveillance on the
ICAB and ICMAB like other country practice.

Legal challenge of creating oversight body: In many countries creation of
watch dog for the watch dogs was challenged in the court by the public
accounting firms which was denied by the highest court of the country. For
example, Free Enterprise Foundation challenged the formation of Public
Accounting Oversight Board in the USA but the Supreme Court awarded
verdict against this challenge. This rejection by the Supreme Court has
become a demoralizing case reference to countries where public accounting
firms were preparing for legal action against the proposed oversight bodies to
oversight public accounting profession.

Updates on institutionalization of oversight bodies: Obviously, USA took
the lead in post Enron collapse and demise of Arthur Anderson, one of the
mighty big five. After enactment of SOX and establishment of PCAOB
which is now doing surveillance on the public accounting firms and profes-
sion in parallel to Securities and Exchange Commission, most of the West
European Countries including Scandinavian countries made quick response
to such change. The Mediterranean and European countries also responded to
the establishment of oversight body for watching watch dogs of public
accounting profession. In South Asian region, Bangladesh is going to be the
first country to respond to the call for watching the watch dogs of public
accounting profession. This is going to happen (although late) by accepting
the draft bill on Financial Reporting Act and establishing the Financial
Reporting Council.

Recommendations:

Implementation of Financial Reporting Act and Financial Reporting
Council: Government of Bangladesh should form a task force stipulating
time limit to make rules and regulation i.e. Standard Operating Procedure and
rules of business to function and activate Financial Reporting Act and Finan-
cial Reporting Council without any further delay to stop harmful routes dam-
aging for operation of efficient financial and capital market.

No objection on auditor appointment: BSEC, Central Bank and relevant
regulators before issuing no objection certificates to the appointment of
public accounting firms as auditors mandatorily take a declaration in appro-
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priate form that partner of audit firm (or his close relative as defined by
central bank in case of bank director) his shareholding in the listed entities,
borrowings, directorship (sponsor or nominated). Original copy of the
partnership deed of the firm certified by the ICAB needs to be submitted.

Separate auditor for Statutory, Branch and Incentive Audit: In case of
Bank audit, statutory auditors should not be allowed to audit the Export
Incentives Audit. Appoint separate auditor to audit bank branches. Specific
Terms of Reference for Statutory Audit and Export Incentive Audit need to
be drawn recommended by the audit committee, approved by the Board and
then forwarded to the central bank for information.

Standard Methodology for Evaluation of Public Accounting Firms: Cen-
tral Bank, BSEC and other regulators must work out methodology for evalu-
ating the institutional, intellectual, ICT and logistical capacity of public
accounting firms counting also audit failures on yearly basis to determine
who can handle what volume of clients. Currently central bank has a three
year term while SEC and other regulators do not have such practice. The
partnership deed (registered with RJSC) of public accounting firms is like
that of memorandum and articles of association of public and private limited
companies should be submitted to the Bangladesh Bank for scrutiny by the
bank for transparency. This would give indication as to who can do what.

Signing the Audit Report: Critics argue that currently audit report is signed
in the name of firms which is ridiculous and not acceptable and creates
confusion in terms of legality. There is ample scope for forgery of signature.
There is a requirement that the signing partner must put his name below
which is not followed in most reports. To have a check on this kind of forgery
the ICAB on issuing of practicing license to a public accountant should
preserve specimen signature card mandatorily like banks keeping their
customers specimen signature. The regulators should also maintain specimen
signature of public accounting firms’ specimen signature to stop forgery in
audit report signing. There are many instances that audit reports are signed by
the manager, articled students which clients can not detect. However, as per
mandate, the audit report can only be signed by a partner.

Limit on Bank audit and listed entity: Critics argue that there should be
maximum limit for audit of complex and economically sensitive clients like
Banks, FIs, and listed companies in a particular year. There is, say, a public
accounting firm that accepts assignment beyond its capacity and at end it
cannot deliver the reliable and quality service because less/inexperienced
staff. The central bank, BSEC and other regulators can establish monitoring
process over the issue to reduce the possible scam. Critics also argue that




Jamaluddin Ahmed : Watching the Watchdogs 75

currently more than 90% of the listed companies are audited by those public
accounting firms who do not possess the institutional capacity.
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1. Introduction

In economies where capital and debt markets are as yet undeveloped, the principal
conduit for economy-wide investment and saving is the banking system. The
efficiency of banks is an indicator of the efficiency of financial intermediation. A
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well-functioning banking system efficiently mobilizes resources and allocates
capital for productive investment projects. Voluminous studies have established
that financial instruments, markets, and institutions together lessen the effects of
information problems on lending and transaction costs. Additionally, “information
asymmetry” problem remains severe in developing economies and this informa-
tion asymmetry problem reduces the depth of the capital market (Allen et al.,
2000). Developing economies also suffer from a shortage of supporting institu-
tions such as venture capitalists, security houses, rating companies, and asset man-
agement bodies which are in fact preconditions for accepting the Anglo-Saxon
system (King & Levine, 1993; Rajan and Zingles, 1998).

Just after the liberation war, the whole banking system of Bangladesh (excepting 3
foreign banks with 14 branches) was restructured and nationalized. “The logic of
bank nationalization lay in the need to build a democratic banking system built on
principles of social justice. The system was designed to serve a much broader
constituency of borrowers, small farmers, rural and small entrepreneurs, new
medium sized entrepreneurs as well as the nationalized industries largely based on
the major private industries abandoned by their non-Bangali owners” (Sobhan
2000)

The evolution of Bangladesh banking sector in the post liberation period till today
can be divided into four distinct phases. The first phase! 1982-1989 initiated priva-
tisation, which allowed banks to operate in a competitive environment. The second
phase? of reforms was launched in 1990 and ended in 1995. This phase worked on
imposing financial discipline in the shortrun and making the financial institutions
operate increasingly on the basis of market forces and achieving operational
efficiency and financial deepening in the long run. The third phase3 during the

1 Phase I: Ownership Reform: Period 1982- 89. This phase was dedicated to Restructuring for denationaliza-
tion of nationalized banks and allowing the operation of the private commercial banks with the purpose of
bringing competition and operational efficiency of the banks.

2 Phase II: Financial Sector Reform Project (FSRP 1990-95): The reform measures under this project were
freedom in fixing deposit and lending rates and making them flexible according to market forces, strength-
ening of criteria/procedure for loan classification and provisioning, greater autonomy or self regulation by
banks and non bank financial institutions, improvement of capital positions of NCBs and PCBs, replacement
of refinance facilities with a single discount window, rationalization of branch network, strengthening of
Bangladesh Bank’s role in the field of supervision of banks, protection of banks from shouldering the cost of
subsidized loan and transferring the cost to the government, adoption of indirect and market oriented
monetary policy instruments, strengthening the operation of NCBs and PCBs ensuring enabling legal
environment by enacting the Bank Companies Act, 1991, opening of current account, making taka convert-
ible and computerization of bank etc. These reform measures aimed at imposing financial discipline in the
shortrun and making the financial institutions operate increasingly on the basis of market forces and achiev-
ing operational efficiency and financial deepening in the long run (Choudhuri et al., 1995)

3 Phase III: BRC/CBRP 1996-2002: The reform measures in this phase broadly included supervisory and
regulatory restructuring, reforms of Bangladesh Bank, reforms of NCBs and restructuring the legal
framework related to finance and banking.
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period 1996-2002 covered supervisory and regulatory restructuring. Finally, in the
4th phase (2002 onward) the reform initiatives were made to improve legal
aspects, corporate governance, corporatization of nationalised commercial banks
(NCBs), risk management, financial inclusion, e-banking etc.

The various banking reform programmes resulted in significant improvements in
quantitative as well as qualitative dimensions of Bangladesh financial system. A
significant number of banks and other financial institutions with variegated types
of financial instruments emerged. The institutional network and volume of opera-
tions of the financial system expanded and were diversified, with the number of
scheduled banks going up from 11 in 1980 to 56 in 2013.

Underscoring the importance of the banking sector, several banking sector specific
reforms as a part of financial reforms were introduced to improve the performance
of the banking sector of Bangladesh and to make the banks more competent and
efficient. Against this backdrop, the present paper intends to study the achieve-
ments accomplished by the banking sector of Bangladesh during the past ten years
(2003 onwards) in terms of profitability, earnings efficiency, cost efficiency, etc.
In addition to these indicators, the paper adopts relevant indicators to estimate the
overall soundness of the banking sector. Keeping this background in mind, this
paper aims at addressing the following research questions:

1. To view different aspects of reforms undertaken in the 4th phase (2002
onwards) and

2. To find out the achievements of the reforms on the performance of banking
sector of Bangladesh during the past ten years (2003 onwards).

In order to answer these questions the study proceeds as follows. Section 2
describes research methodologies. Section 3 discusses reform measures under-
taken in the 4th phase of reforms. Section 4 records past ten years’ achievements
of reforms. Section 5 concludes.

2. Research Methodology

The study uses secondary information. Publications of both printed and electronic
sources of different banks, Bangladesh Bank, Ministry of Finance, different organs
of the Govt., International agencies like IMF, World Bank, BIS, and Asian Devel-
opment Bank have been used as data sources.

The achievements accomplished by the banking sector of Bangladesh during the
past ten years (2003 onwards) in terms of profitability, earnings efficiency, cost
efficiency, etc. have been assessed. In this regard, simple accounting techniques,
descriptive statistics and relevant parametric tests have been used.
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3. Reform measures undertaken in the 4th phase of reforms (2002 and beyond)

The 4th phase, which began at 2002, was a multifaceted one. In terms of several
indicators like financial deepening, accounting and auditing standards, risk man-
agement, compliance of Basel II, e-banking, modernization and automation, The
banking sector of Bangladesh is still lagging behind in comparison with many
emerging economies. In a globalized and competitive environment, The banking
sector of Bangladesh must follow more effectively the accepted international
norms and standards. With these views in mind, the focus in the fourth phase (2000
and beyond) was on further strengthening the prudential norms in line with inter-
national best practices, improving credit delivery, strengthening corporate govern-
ance practices, promoting financial inclusion, rapid technology adoption and
improving the customer service. The experience of banks facing asset-liability
mismatches in the South East Asian countries during 1997 underlined the need for
putting in place sound asset liability management (ALM) practices. The ALM
framework was, therefore, complemented with guidelines on risk management.
One of the significant achievements of this phase was the introduction of compre-
hensive policy framework of ownership and governance in private sector banks to
ensure that (i) ultimate ownership and control was well diversified; (ii) directors
and CEO and the important shareholders were ‘fit and proper’ and observed sound
corporate governance principles; (iii) (iv) policy and processes were transparent
and fair. The current phase also attempted to improve legal aspects, corporate
governance, loan recovery, exchange and interest rates management, corporatiza-
tion of nationalized commercial banks (NCBs), risk management and efficiency of
the Bangladesh Bank with the objectives to strengthen the legal framework of the
financial sector, bring dynamism therein, extend autonomy to the central bank,
combat money-laundering offences and obtain decrees and executions against
defaulters of loans. Better disclosure and transparency standards have been intro-
duced; fit and proper tests have been prescribed for bank directors, chief execu-
tives and advisors; restrictions have been imposed on the composition of the mem-
bership of the board of directors; the roles and functions of the board and manage-
ment were clarified and redefined. The capacities of the Bangladesh Bank (BB) to
supervise and regulate banks effectively, monitor non-performing loans, and
enforce actions against banks violating regulations and laws have been strength-
ened. Audit Committees were mandated for all banks with clear guidelines and
terms of references (TOR) and Early Warning System (EWS) was introduced. To
strengthen the banking operation, minimum capital requirement was raised from
Tk. 400 million to Tk. 1000 million and the requirement on risk-weighted basis
was also increased.

In order to reform and build up a banking system of international standard and to
strengthen, fortify and reinforce the overall banking system of the country, follow-
ing reform initiatives have been taken during the past ten years (See Box 1).
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Box 1: Selected Current Reforms in the Banking Sector

o Central Bank Strengthening Project (CBSP) with the financial assistance of the International
Development Agency (IDA).(Strengthening the Legal Framework, Reorganization and
Modernization, Capacity Building)

o Formation of Audit Committee by individual banks to assist the Board in fulfilling its oversight
responsibilities.

o Provision for appointing two independent directors representing the depositors' interest.

e Measures to strengthen risk management through recognition of different components of risk,
assignment of risk-weights to various asset classes.

o Several provisions of the three important Acts relating to Banking, viz. the Bangladesh Bank
Order, 1972, the Bank Company Act, 1991 and the Banks Nationalization Order, 1972 were
amended during the period 2003-2013 with a view to further strengthening the activities of the
banking sector, bringing dynamism and extending greater autonomy to the central bank.

o Enactment of the Artha Rin Adalat Ain 2003 to provide mainly for speedy procedures for
obtaining decrees and execution. Provision was also made for Alternative Dispute Resolution to
ensure early settlement of disputes through settlement conference and negotiations.

e Development of a basic risk management model for selected areas of banking operation.

o Promulgation of "Money Laundering Prevention Act, 2012 repealing Money Laundering
Prevention Act, 2009 and Anti Terrorism (Amendment) Act, 2012".

o High priority is accorded to ensure Corporate Governance in Banks.

o Introduction to uniform account opening and KYC profile form for all banks. Besides, the
National Payment System Council (NPSC) was reorganized to support the development of
sound and efficient payment, clearing and settlement systems, and to serve as a forum for
cooperation in domestic and international payment matters.

e Mapping of External Credit Assessment Institutions (ECAIs) rating with the Bangladesh Bank
Rating Grade.

o Introduction of New Capital Accord (Basel II) and Risk Based Capital Adequacy (RBCA) for
Banks, and preparation to introduce Basel III” .Now, Action plan for Implementation of Basel-
1.

e Prudential Guidelines for Consumer Financing and Small Enterprise Financing were issued.

e Marking to Market Based Revaluation of Treasury Bills & Bonds Held by the Banks.

o Introduction of CAMELS supervisory rating system, move towards risk-based supervision,
consolidated supervision of financial conglomerates, strengthening of off-site surveillance
through control returns.

o Corporatization of nationalised commercial banks (NCBs)

o Stress Testing became mandatory for the Scheduled Banks.

o Single Borrower Exposure Limit.

o Introduction to Corporate Social Responsibility

o Safeguard Policy for the banks on capital market activities.

¢ Financial Inclusion.

o Green Banking- a new dimension.

¢ On-line CIB services.

e E-banking.

o  Agent Banking Operation.

o Coordinated Supervision Framework.

o The Financial Projections Model (FPM)

o ‘Interbank Transaction Matrix’(Liquidity Monitoring Tool)

e  MOU was signed with SCBs & DFIs

Source: Banking Regulation & Policy Department, Department of Off-Site Supervision, Bangladesh Bank.
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3.1. Strengthening the Regulatory Framework

Banks are exposed to unique risks and challenges. Therefore, the more immediate
motivations for banking regulation are the protection of the depositors’ interest
and maintaining public confidence in the banking system. Banking regulations
also aim at building efficiency and resilience of the banking system on the one
hand and address the concerns that arise from the functioning of the financial
system on the other. Contagion and systemic risk, moral hazard, too big to fail
phenomenon, public bailouts of banks are some of the issues that came under sharp
scrutiny following the global financial crisis that gyrated in 2008. As such banking
regulation assumes critical significance to retain the resilience and soundness of
the banking entities and the macro-prudential stability of the financial system as a
whole and thereby also prevents volatility and disruptions in the real sector and the
overall economy.

Banking regulation can take the form of formalized legislation and statutory provi-
sions, regulatory directions and guidelines, moral suasion, etc. Evolutions in
different stages in the banking sector in response to unfolding financial and bank-
ing crises influenced substantive regulatory reforms from time to time. As the
effectiveness of traditional control based rules diminishes with increasing compe-
tition, liberalization, globalization and innovation, ongoing regulatory reform
assumes great significance. The recent global financial crisis called for banking
sector reforms through new regulatory measures to ensure safety and stability by
drawing lessons from other countries. They ought to be consistent with the goals
of capital deepening and financial inclusion to spur economic development.

In light of the above, several provisions of the three important Acts relating to
banking, viz. the Bangladesh Bank Order 1972, the Bank Company Act 1991 and
the Banks (Nationalization) Order 1972 were amended during 2002-2013 with a
view to further strengthening the activities of the banking sector, bringing dyna-
mism and extending greater autonomy to the central bank.

Besides, The Artha Rin Adalat Ain 2003 (Money Loan Court Act, 2003) was
enacted in March 2003 with a view to streamlining the process of realization of
overdue loans and advances by the banks and financial institutions. In order to
strengthen the process of recovering defaulted loans, banks, under this Act are now
empowered to sell the collaterals without prior approval of the court. Effective
application of this Act has started yielding encouraging results.

In recognition of the fact that financial institutions may be particularly vulnerable
to being used by money launderers, the Prevention of Money Laundering Act &
Anti Terrorism Act, was enacted and amended during the period of 2002-2013.
Bangladesh Bank as part of its supervisory process will assess the adequacy of
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procedures adopted to counter money laundering and the degree of compliance
with such procedures.

3.2. Prudential Regulations

In order to reform and build up a banking system of international standards and to
strengthen, fortify and reinforce the overall banking system of the country, several
initiatives were taken in 2002 beyond.

3.2.1. Credit Ratings of the Banks: Earlier, it was made mandatory only for the
banks to have themselves credit rated to raise capital from capital market through
IPO. With a view to safeguarding the interest of the prospective investors, deposi-
tors and creditors and also the bank management as a whole for their overall
performances it was made mandatory from January, 2007 for all banks to have
themselves credit rated by a Credit Rating Agency. Banks will disclose their credit
rating prominently in their published annual and half yearly financial statements.

3.2.2. Merger/Amalgamation of Banks/Financial Institutions: A detailed
guideline for merger/amalgamation of banks and financial institutions has been
issued by the Bangladesh Bank. Under the policies, a bank may be merged with
another bank or a financial institution with other financial institutions/banks.

3.2.3. Issue and Purchase of Banking Instruments: Banks have been advised
to introduce more effective, transparent and effective internal controlling system
to ensure that proper banking norms are meticulously followed by the banks in
course of banking transactions related to issues and purchases of the banking
Instruments (pay order, TT, DD etc.).

3.2.4. Corporate Governance in Banks: Liquidity and solvency problems caused
by poor governance in banks can have harmful systematic consequences in the
broader economy reliant on banks for credit and payment services. High priority is
therefore accorded to ensure corporate governance in banks, putting in place
checks and balances comprising a mix of legal, regulatory and institutional provi-
sions specifying the roles and accountabilities of the board, the executive manage-
ment, external and internal audit, disclosure and transparency prescriptions.

Corporate governance is a sine-qua-non for a sound financial system in private
commercial banks. Good corporate governance can contribute substantially to a
shared working environment between banks and its supervisors. It supports not
only a well managed banking system but it is also necessary to protect depositors'
interest. BB has taken several measures in recent times to put in place good corpo-
rate governance in banks. These include regulation limiting the tenure of directors
not more than six years at a stretch; reduction in the size of bank boards to a maxi-
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mum of thirteen directors; appointment of two independent directors by BB; fit
and proper test for appointment of board members and chief executive officers of
PCBs; constitution of audit committee of board and enhanced disclosure require-
ments, etc. In continuation of the above reforms, the roles and functions of the
Board and Management were redefined and clarified with a view to specifying the
powers of the management and restricting the intervention of directors in day to
day management of the bank.

3.2.5. Capital Adequacy for Banks
3.2.5.1. Implementation of Basel- 11

In order to strengthen the capital base of banks as required by Basel-II accord,
guidelines for risk-based capital adequacy for banks have been issued, and as per
the guidelines, commercial banks will calculate their Minimum Capital Require-
ment (MCR) against Credit Risk, Market Risk and Operational Risk. Apart from
these three risks, banks will determine their adequate capital against comprehen-
sive risk under their Supervisory Review Process (SRP). In addition to guarantee-
ing adequate capital through SRP, necessary action has been taken to ensure public
disclosure of information about banks’ capital structure through market disclosure.
In Bangladesh, full implementation of Basel Il started from the beginning of 2010
(BB).

3.2.5.2. Stress Testing

Under the new Basel Accords on Banks' Capital Adequacy, the presence of sound
stress testing methodologies is a prerequisite for the adoption of the advanced
methods for the qualification of minimum capital requirements. In Bangladesh, as
a part of pillar-2 adoption, all banks are doing this stress-testing and are reporting
their results to Bangladesh Bank regularly. Stress test is a general term covering
the techniques and methodologies which financial institutions can employ to
measure their vulnerability or exposure to the impacts of exceptional, rare but
potentially occurring events. Such events can be interest rate changes, exchange
rate fluctuations, changes in credit rating, events which influence liquidity, etc.
(BB).

3.2.5.3. Implementation of Basel Accord III

In response to the 2007-2009 global financial crises, the Basel Committee for
Banking Supervision (BCBS) provides Basel III (A Global Regulatory Framework
for More Resilient Banks and Banking Systems) with the goal of improving the
banking sector’s ability to absorb shocks arising from financial and economic
stress. Basel III is expected to be implemented during 2013-2019 (BCBS, 2010).
Basel III introduces several new or enhanced rules, including the introduction of a
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new and stricter definition of capital designed to increase quality, consistency and
transparency of the capital base and the introduction of a global liquidity standard.
Basel III also imposes a new leverage ratio, a supplement to the Basel II frame-
work. Study (QIS) to assess the preparedness of banks for implementing Basel 111
in Bangladesh.

Following this framework, the Bangladesh Bank has conducted Quantitative
Impact

Based on the findings of the last QIS, an Action Plan/Roadmap is finalized for
implementing Basel III. Deadline for Basel III implementing process was July,
2014 and initiation of full implementation in January, 2019 (detailed action
plan/roadmap is shown in Appendix -5). Under Basel III too in Bangladesh, the
minimum capital requirement has been retained at 10% of Risk Weighted Assets
as against Basel III requirement of 8%. Leverage Ratio requirement is proposed to
be at par with Basel III proposal of 3%. In Bangladesh, the real sector is predomi-
nantly dependent on the banking sector for credit needs. Any disruption in provi-
sion of credit supply from banks may be catastrophic for the economy. In view of
the foregoing, it is desirable to reduce the probability of bank failures by having
additional capital. The Basel Committee for Banking Supervision (BCBS)
provides flexibility to national regulators to prescribe higher minimum capital
requirements. Several other jurisdictions (e.g., Singapore, China, South Africa,
Brazil, Australia, etc.) have also prescribed higher capital requirements than 8% of
the risk weighted assets. Bangladesh Bank had prescribed higher capital require-
ments even under Basle II.

However, capital ratio prescription at levels higher than the global standards and
additional ‘buffer’ concept and leverage ratio prescriptions can have constraining
effect on the supply of adequate credit from banks to the productive sectors which,
in turn, can adversely impact growth to some extent raising questions of trade-off
between growth and banking stability. Further, questions have been raised about
requiring banks to mobilize additional capital, given the huge capital needs and a
lackluster capital market. This compels to take a balanced view about continuing
with the additional requirements to ensure banking resilience by having adequate
cushion towards identified weaknesses and the practical difficulties the banks face.

3.2.6. Exposure norms

In Bangladesh, our efforts have been to harmonize our guidelines with the interna-
tional best practices to conform to the same global prudential standards. Stricter
group exposure limits would also leave surplus lendable resources with banks
which may result in adverse selection. At the same time, high exposures to specific
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businesses or business groups impair stability and results in excessive concentra-
tion of credit. Thus, while we are aware of the need to reduce the group borrower
limit, we have to take a considered view as to what extent and how smoothly this
can be brought down going forward without adversely impacting the growth pros-
pects of the economy. BCBS in the Standards published on Supervisory frame-
work for measuring and controlling large exposures’ (the BCBS Standards) in
April 2014 stipulated that the sum of all the exposure values of a bank to a single
counterparty or to a group of connected counterparties must, at all times, not be
higher than 25% of the bank’s available eligible capital base. As per the Standards,
the eligible capital base is also revised to the effective amount of Tier 1 capital
only.

3.2.6.1. Single borrower exposure

Individual loans amounting to 15 percent of a bank's capital and reserves is defined
as a large loan for that particular bank. The total amount of large loans of a bank is
to be kept within a limit prescribed by the central bank depending upon the
percentage of the bank's net classified loans. A bank with 0-5 percent classified
loans can lend up to 56 percent of total loans in the large loan category. Single
borrower exposure has been restricted to 50 percent of bank's capital and reserves
subject to a maximum funded loan of 15 percent of capital. Considering power
sector development as a government priority, the present guidelines also allow
banks to exceed the norm with respect to a single borrower and group borrower,
for extension of credit to produce and distribute electricity against the award
provided by the Electricity Department or the institutions controlled by the Elec-
tricity Department (BB).

3.2.7. Liquidity Standards

During the early “liquidity phase” of the financial crisis that began in 2007, glob-
ally many banks faced unprecedented difficulties despite adequate capital levels.
The Basel Committee on Banking Supervision (BCBS) recognized that such diffi-
culties were due to lapses in basic principles of liquidity risk management. In
response, as the foundation of its liquidity framework, the BCBS in 2008
published Principles for Sound Liquidity Risk Management and Supervision
(“Sound Principles”), which provide detailed guidance on the risk management
and supervision of funding liquidity risk. To complement these principles, the
BCBS further strengthened its liquidity framework by developing two minimum
standards for funding liquidity, viz., the Liquidity Coverage Ratio (LCR) and Net
Stable Funding Ratio (NSFR) to achieve two separate but complementary objec-
tives. While the LCR’s objective is to promote short-term resilience of a bank’s
liquidity risk profile by ensuring that it has sufficient high-quality liquid assets to
survive a significant stress scenario lasting for one month, the NSFR is aimed at
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promoting resilience over a relatively longer time horizon (one year) by creating
additional incentives for banks to fund their activities with more stable sources of
funding on an ongoing basis.

3.2.7.1. Treatment of the SLR holdings

Following the issue of final standards by BCBS, the BB in its phase-in arrange-
ments for implementing Basel III proposed ‘Liquidity Coverage Ratio (LCR),
Liquidity Risk Monitoring Tools and LCR Disclosure Standards. The balance
sheets of our banks have adequate liquid assets due to the CRR and SLR require-
ments of 6% and 19%, respectively.

The Statutory Liquidity Ratio (SLR) for the scheduled banks, except banks operat-
ing under the Islamic Shariah and the specialized banks, is 19% of their demand
and time liabilities, excluding interbank items since December 15, 2010 The SLR
for the Islamic banks is 11.5%. The specialized banks excepting erstwhile BASIC
bank are exempted from maintaining SLR. The Cash Reserve Requirement (CRR)
for the scheduled banks with the Bangladesh Bank is 6.5% of their total demand
and time liabilities. It may be noted that banks are required to maintain CRR daily
at the rate of 6% on average on bi-weekly basis provided that the CRR would not
be less than 5.5% in any day with effect from December 15, 2010 (BB).

3.2.8. Countercyclical Capital Buffer

In the aftermath of the financial crisis in 2008, BCBS published Guidance for
national authorities operating countercyclical capital buffer (CCCB) to propose a
framework for dampening excess cyclicality of minimum regulatory capital
requirements with the aim of maintaining the flow of credit from banks to the real
sector in economic downturns with the capital accumulated in good times. Moreo-
ver, in good times, while the banks will be required to shore up capital, they may
be restrained from extending indiscriminate credit. In Bangladesh context, its
implementation may have to be well calibrated by recognizing structural changes
in the banking system due to financial deepening and the need for separating the
structural factors from cyclical factors. Accordingly, it has been envisaged that
while the credit-to-GDP gap shall be used for empirical analysis to facilitate
CCCB decision, other indicators like Gross Non-Performing Assets’ (GNPA)
growth, Industrial Outlook Survey, Credit to Deposit Ratio, etc., will also be
considered in Bangladesh. CCCB regime will be effective from January, 2016.

3.2.9. Accounting Norms and International Financial Reporting Standards
(IFRS) implementation

The bank companies required to disclose more information in their financial state-
ments as per the International Accounting Standards (IAS) from 2003. It is aimed
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at providing investors, depositors and other stakeholders with transparent and
adequate information about the bank, especially the capital deficit/surplus, steps
for recovery of defaulted loans, written off loans, contingent liabilities, etc. Finan-
cial statements shall have to be published in the national dailies and disclosed on
the banks' websites.

At their summit in London in 2009, the G- 20 leaders called on “the accounting
standard setters to work urgently with supervisors and regulators to improve stand-
ards on valuation and provisioning and achieve a single set of high-quality global
accounting standards”. The International Accounting Standards Board (IASB) has
now replaced IAS 39 with IFRS 9 with a view to reducing complexity and improv-
ing convergence. In order to address implementation issues and facilitate a
smoother transition, the BB has set up a Working Group comprising professionals
with experience in IFRS implementation, bankers and BB staff engaged in regula-
tion and supervision.

3.2.10. Know Your Customer (KYC), Anti Money Laundering (AML) and
Combating Financing of Terrorism (CFT) Standards

The international standards for KYC/AML/ CFT are set by the Financial Action
Task Force (FATF) and the Bangladesh Bank issues KYC/AML/CFT guidelines
mainly on the lines of FATF recommendations. However, irrespective of the
FATF recommendations covering many areas, the Bangladesh Bank issues
instructions to banks only if there are enabling provisions in Prevention of Money
Laundering Act. Thus, for example, Recommendation 17 of FATF provides for
third party verification of KYC, subject to certain conditions.

3.2.11. Corporate Social Responsibility

Corporate social responsibility (CSR) is mainly about the awareness of and actions
in support of environmentally sustainable societal development. CSR actions aim
at mitigating the diverse environmental impacts of the activities of the business,
and at reducing inequalities and alleviating deprivation and poverty in the commu-
nities across the country. All banks had undertaken CSR practices which focused
on i) financial inclusion of less privileged population segments and underserved
economic sectors; ii) emergency relief in humanitarian distresses; iii) promotion of
health, education and cultural/recreational activities for advancement and well-
being of underprivileged population segments; iv) promotion of environmentally-
friendly projects; and v) adoption of energy efficient, carbon footprint-reducing
internal processes and practices in own offices and establishments.

Besides CSR initiatives involving direct expenditure, all banks participated
actively in promoting SMEs and agricultural financing. PCBs were particularly
active in these areas. Banks proceeded ahead on multiple fronts including the
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presence of increased rural bank branches for broader, deeper financial inclusion,
mobile phone banking, and opening of bank accounts with Taka 10 as initial
deposit for farmers/poor/ultra poor and thereby increasing transactions in these
bank accounts. BB also directed the banks to include their CSR activities in their
Annual Report as a part of fair disclosures. (BB Annual Report-13)

3.2.12. Deposit Insurance Scheme

The Deposit Insurance Scheme (DIS) is designed to minimize or eliminate the risk
of loss of funds that the depositors may incur by placing funds with a bank that
subsequently fails. The direct rationale for deposit insurance is customer protec-
tion. The indirect rationale for deposit insurance is that it reduces the risk of a
systemic crisis involving, for example, panic withdrawals of deposits from sound
banks and breakdown of the payments system. From a global point of view,
deposit insurance provides many benefits and, over the long term, appears to be an
essential component of a viable modern banking system. In Bangladesh, DIS was
first introduced in August 1984, in terms of "The Bank Deposit Insurance Ordi-
nance 1984". In July 2000, the ordinance was repealed by an Act of parliament
called "The Bank Deposit Insurance Act 2000". DIS in Bangladesh is now being
administered by the said Act. In accordance with the Act, Bangladesh Bank (BB)
is authorized to administer a fund called the Deposit Insurance Trust Fund (DITF).
The Board of Directors of BB acts as the Trustee Board for DITF. The DITF is
now being administered and managed under the guidance of the Trustee Board. In
addition, Bangladesh Bank is a member of the International Association of Deposit
Insurers (IADI).

In accordance with "The Bank Deposit Insurance Act 2000," the main functions of
DITF are: collecting premium from all scheduled banks on a half-yearly basis (30
June/31 December) and investing the proceeds in Government securities. The
income derived from such investments is also credited to the DITF account for
further investment. In case of winding up of an insured bank, as per the said Act,
BB will pay to every depositor of that bank an amount equal to his/her deposits not
exceeding Taka one hundred thousand. To enhance the effectiveness of market
discipline, BB has adopted a system of risk based deposit insurance premium rates
applicable for all the banks effective from January-June, 2007. Very recently, the
premium rate has been increased, effective from January-June, 2013. Along with
the scheduled banks, BB has also taken the initiative to bring the FIs under the
umbrella of DIS, an initiative which is now under the consideration of the MOF.
The effectiveness of DIS in reducing systematic risk would surely increase if the
public became well aware of its existence and scope. With this end in mind, BB
has already issued a circular regarding public awareness about DIS and more infor-
mation and updates are available in the Bangladesh Bank website so that the
general public can be informed on an ongoing basis about the benefits and capa-
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bilities of the DIS (BB Annual Report-13).

3.2.13. Managing Core Risk in Banking

Deregulated regimes along with globalization of business have opened new
frontiers that have made risk management an even greater priority. Therefore,
managing these risks must be one of the fundamental concerns of the management
and the boards of the Banks. This is an attempt of the Bangladesh Bank for risk
management.

A concept paper was prepared for the project which identified five core risks areas
of banking. The concept paper outlines the various steps/ processes to bring it to
successful conclusion. These core risks are:

- Credit risks

- Asset and liability/ Balance sheet Risks
- Foreign Exchange Risks

- Internal control and compliance Risks

- Money Laundering Risks.

3.2.14. Prudential Guidelines for Consumer Financing and Small Enterprise
Financing

With a view to facilitating more credit towards consumers and better customer
service a guideline named "Prudential Guidelines for Consumer Financing" was
issued in 2006. Since small and medium industries can make important contribu-
tions to growth, employment and poverty alleviation, for establishing such type of
industries, a guideline named "Prudential Guidelines for Small Enterprise Financ-
ing" was also issued by the Bangladesh Bank in the reporting year. To encourage
(1) Housing Finance and (ii) Loans for Professionals to set up business, provision-
ing for these two sub-sectors under Consumer Financing was lowered from 5
percent to 2 percent in 2006. And in case of Small Enterprise Financing also, banks
were advised to maintain 2 percent general provision instead of 5 percent against
unclassified loan amount.

3.2.15. Marking to Market Based Revaluation of Treasury Bills & Bonds
Held by the Banks

With a view to widening the application of fair value accounting of Government
Securities and encourage secondary trading of these securities after issuance, some
changes were made in the note no. 4 (kha) of the first schedule of section 38 of the
Bank Companies Act, 1991. As per the instructions stipulated, the securities held
for the fulfillment of Statutory Liquidity Requirement (SLR) by a banking com-
pany, would be treated as Held to Maturity (HTM). The gain/loss due to the
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revaluation would be taken to Capital Account and disclosed in the 'Statement of
Changes in Capital'. And Government treasury bills and bonds held in excess of
SLR would be treated as Held for Trading (HFT). The portion of securities Held
for Trading should be revaluated at least on weekly basis based on marking to
market or at current market prices.

The banking company would show the gain/loss due to this revaluation in the
Profit and Loss Account of the concerned period. The weekly revaluation based on
marking to market for the portion of securities held for trading by the banks was
made compulsory since 1 February, 2006.

3.2.16. Financial Inclusion

Financial Inclusion is defined as the process of ensuring access to appropriate
financial products and services needed by all sections of the society in general and
vulnerable groups such as weaker sections and low-income groups in particular at
an affordable cost in a fair and transparent manner by mainstream institutional
players.

Financial Inclusion is at the centre stage of international policy discourse under the
G-20 umbrella. More than fifty countries have set formal targets and goals of
Financial Inclusion.

Bangladesh has accorded high priority to Financial Inclusion. Furthering the pace
of financial inclusion is a mission through a combination of strategies ranging
from relaxation of regulatory guidelines, provision of new products and supportive
measures to achieve sustainable and scalable financial inclusion.

Although financial services are available to poor people, they are compelled to pay
four times the price usually paid for them because they are not linked to formal
financial system and have to rely on unreliable informal sector providers. Bangla-
deshBank has since the last decade addressed these asymmetries through macro
policy interventions:

3.2.16.1. Opening of Account by Depositing Tk. 10-50. Bank account can be
opened by depositing Tk. 10/ to Tk.50/ by farmers, unemployed youth, hardcore
poor, physically handicapped people, Freedom Fighters, beneficiaries under
Social Security Program, and distressed people, etc.

3.2.16.2. School banking

To build the habit of saving among the youngsters, the Bangladesh Bank (BB)
introduced the 'school banking' program for financial inclusion in November, 2010
and issued a guideline in 2013 to provide students with necessary banking
services.
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3.2.16.3 Mobile banking facilitates

Bangladesh has been gradually moving towards branchless banking, referred to as
'mobile financial services’ (MFS), which, since 2011, has been providing easy
access to formal financial services.

3.2.16.4. Relaxed Know Your Customer (KYC) requirements

To facilitate easy access to bank accounts, Know Your Customer (KYC) require-
ments have been simplified to such an extent that small accounts can be opened
with self-certification in the presence of bank officials.

3.2.16.5. Agent Banking

Agent Banking Guidelines have been framed by the Bangladesh Bank to permit
banks to be engaged in agent banking.

Agent banking means providing limited scale banking and financial services to the
underserved population through engaged agents under a valid agency agreement,
rather than a teller/ cashier. It is the owner of an outlet that conducts banking trans-
actions on behalf of a bank. Globally, these retailers are being increasingly utilized
as important distribution channels for financial inclusion. The Bangladesh Bank
has also decided to promote this complementary channel to reach the poor segment
of the society as well as existing bank customer with a range of financial services
specially to geographically dispersed locations. Banks will accord much emphasis
on the rural area to cover a lion share of the target group. At the same time, they
will not ignore the rest of the target group by limiting concentrating on the urban
area. Thus, the opening of outlets by agent banking in service areas has to be
designed by the following criteria:

The ratio of the number of sub-agents/outlets of a bank will be 2:1 for rural and
urban areas. This means a bank must have at least 2 rural agent banking outlets to
have 1 urban agent banking outlet.

3.2.16.6. Financial inclusion plan and its performance evaluation

A large number of small bank accounts have been opened (Table-1). However, it
has been observed that the accounts opened have not seen substantial operations in
terms of transactions. In order to continue with the process of ensuring meaningful
access to banking services to the excluded, the focus should now be more on the
volume of transactions in the large number of accounts opened. A brief of the
performance of banks under FIP up to December-2013 appears in Table 1.
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Table-1: Financial Inclusion plan and its performance evaluation. (up to
December-2013)

Name of the Account

Total No.of A/Cs

Amount

a)

Bank Account for Farmers (with
initial deposit of Tk.10/- at any SCBS
& SPBY)

96,75,313

b)

Bank account for Beneficiaries under
social security program (with initial
deposit of Tk.10/- at any SCBS &
SPBS)

30,07,346

Bank account for Freedom fighter’s
(with initial deposit of Tk.10/- at any
SCBS & SPBS)

1,38,998

Bank account for small life insurance
policy holders (with initial deposit of
Tk.10/- at any SCBS & SPBS)

12,945

Bank account for hardcore poor
women, labor & Aila affected people
(with initial deposit of Tk.10/- at any
SCBS & SPBS)

10,10,532

Total:

1,38,45,134 A/Cs

School Banking (46 banks already
initiated school banking program)

2,86,544

Deposit balance:
304.65 core

g

Mobile Financial Service

(No. of Banks permitted-28)

(1).Registered
Customers:1,31,80,000

(2). Agent: 1,88,647

Transaction: 6.64
Billion Taka

h)

Green Banking a new dimension (26
Banks & NBFIS participation contact
with BB)

Refinance Scheme

Refinance Facility:
74.83 core

Source: i) Economic Review, Chapter-5, MOF-2014. ii) Bangladesh Bank [Compilation]

3.2.16.7. Financial Literacy

Financial Literacy is an important adjunct for promoting financial inclusion,
consumer protection and ultimately financial stability. In this direction, the Bang-
ladesh Bank has initiated ‘Financial Literacy Project’ with the help of ‘Department
for International Development (DFID)’of UK to elevate financial literacy through
awareness drives to make people understand the benefits of linking with the formal
banking system.

3.2.17. Technological Advancement

Technology has brought a complete paradigm shift in the functioning of banks and
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delivery of banking services. Over the last three decades, the role of banking in the
process of financial intermediation has been undergoing a profound transforma-
tion owing to changes in the global financial system. The banking system of Bang-
ladesh has seen some major financial innovations in the past decade as well as
steps to promote financial inclusion. The various innovations in banking sector are
Automated Clearing House System (ACHS), Electronic Fund Transfer (EFT),
Real Time Gross Settlement (RTGS) for ensuring the fastest payment and settle-
ment system, On-line, SWIFT, ATM and POST Network, Online CIB, Call
Center, Retail Banking, Debit & Credit Cards, payments of utility bills, fund trans-
fers, internet banking, telephone banking, mobile banking, introducing MICR
cheques, traveler’s cheques and many more value-added services. The major
impetus for financial innovation has been globalization of financial systems,
deregulation, and great advances in technologies. In increasingly integrated finan-
cial systems facing higher volatilities, more competition and wide varieties of
risks, financial innovation has become an essence to provide new products and
strategies to better suit different circumstances of time and market and to meet
different requirements of participants in financial system. Banks boost technology
investment spending strongly to address revenue, cost and competitiveness
concerns.

3.2.17.1. Guideline on ICT for Scheduled Banks

In recent years, the banking industry has undergone massive changes in providing
service to their customers by using information technology. So, it is important to
ensure security in IT setup as well as in IT operations, and banks must take
adequate measures to prevent the information from unauthorized access, modifica-
tion, disclosure and destruction so that customers' interest is fully protected. To
address this sensitive issue, the Bangladesh Bank issued guidelines for banks for
establishing an effective IT security framework. Banks are had been advised to
follow the Guideline in their IT area and implement all the security standards by
15th May, 2006.

Besides, the Bangladesh Bank introduced the Integrated Supervision System (ISS)
through launching software in October 2013, aiming to facilitate quicker financial
analysis of all aspects of banking activity, but especially to lower the risk of fraud
and forgery in the country's banking sector.

3.2.18. Other Developments in the Financial System during 2013

The following initiatives were taken in the financial system of Bangladesh during
2013:
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3.2.18.1. Coordinated Supervision Framework

The Bangladesh Bank took an initiative to develop a 'Coordinated Supervision
Framework' for maintaining financial stability, considering the individual roles of
regulators without creating any conflicts over polices adopted by the individual
regulators . A high-powered coordination council was formed under a memoran-
dum of understanding (MOU) with the institutions mandated for financial sector
regulation in Bangladesh in 2012, under the stewardship of the Governor of the
Bangladesh Bank. In this regard, a working committee, comprising the officials
from Bangladesh Bank, Bangladesh Securities and Exchange Commission, Insur-
ance Development and Regulatory Authority, Microcredit Regulatory Authority
and Registrar of Joint Stock Companies and Firms, was formed. The working
committee was obliged to finalize a concept paper with the approval of the coordi-
nation council by 2014 and subsequent consideration of the Ministry of Finance
for adoption of the framework by the financial system. Officials of the aforemen-
tioned regulatory bodies would be members of the coordination committee and a
fresh memorandum of understanding on formation of the committee would be
signed by the five regulators (Financial Stability Report 2013, BB).

3.2.18.2. Financial Projections Model

The Financial Projections Model (FPM) is a multi-purpose analytical tool which
has been developed in collaboration with the World Bank and is directed to the
banks to identify potential/contingent risks inherent in the financial system as well
as to ensure the soundness of the entire system.

The FPM is fully customized to reflect the existing prudential, regulatory and
accounting practices in the financial sector of Bangladesh. It is, therefore, ready
for integration into the supervisory process of the Bangladesh Bank as a tool and
was introduced in the banking system from early 2014 to: (i) assess the strengths
and weaknesses of individual banks in the system based on hypothetical scenarios;
(i1) perform comprehensive scenario analyses to identify risks; and (iii) improve
BB's risk assessment capacity for individual banks. (Financial Stability Report
2013, BB)

3.2.18.3. Interbank Transaction Matrix

With a view to assessing the risk arising from the liquidity interdependence and
placements among the institutions in the banking system, the Bangladesh Bank
introduced a liquidity monitoring tool known as the 'Interbank Transaction Matrix'
covering all the banks and NBFIs. It is helping to analyze and review the interbank
transactions regularly to detect the risks arising from the interconnectedness
among banks and non-bank financial institutions. Identifying highly intercon-
nected institutions has since become one of the key objectives of systemic risk
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assessment and a necessary prerequisite for developing a well-organized macro
prudential supervision framework.

This matrix, indeed, will help in finding such institutions and give early warning
signals for safeguarding the financial institutions as well as the system from liquid-
ity stresses arising from other financial institutions and the interbank market, by
applying techniques from network economics. The ultimate goal of this matrix is
to focus on the liquidity management of the whole banking sector. Thus, this
matrix will help the Bangladesh Bank to focus its liquidity monitoring attention on
both the individual financial institutions and the system as a whole towards estab-
lishing a more stable and resilient financial system in Bangladesh. (Financial
Stability Report 2013, BB)

4. Ten Years’ Achievements of Reforms
4.1 Banking Sector Performance

The banking sector of Bangladesh comprises four categories of scheduled banks.
Table-2 shows that as of 2013 (June) there were 4 (four) state-owned commercial
banks (SCBs), 4 (four) state-owned development financial institutions (DFIs), 38
(thirty eight) private commercial banks (PCBs) and 9 (nine) foreign commercial
banks (FCBs). (Group wise Banks and Bank Branches Expansion over the period
2003-2013 can be seen in table-2).The number of banks remained unchanged at 47
during the period from 2010-2012. At the end- June 2013, the total number of
banks increased to 55 due to opening of new PCBs during the year. The number of
bank branches increased from 6253 to 8427 during the period from 2003- 2013
mainly owing to opening of new branches by the PCBs during the year.

4.1.1. Banking system structure

The structure of the banking sector with breakdown by type of banks is shown in
table-2 .In 2013, the SCBs held 26.75 percent of the total industry assets as against
41.7 percent in 2003. PCBs’ remarkably share rose to 61.49 percent in 2013 as
against 40.8 percent in 2003. The FCBs held 6.13 percent of the industry assets in
2013, which was 7.3 percent in2003. The DFIs' share of assets declined from 10.2
percent to 5.63 percent during the stated period.

Total deposits of the banks in 2013 rose to Taka 5692.84 billion from Taka 1140.3
billion in 2003. The SCBs' (comprising the largest 4 banks) share in deposits
declined from 46.0 percent in 2003 to 26.75 percent in 2013. On the other hand,
PCBs' deposits sharply increased in 2013 amounted to Taka 3551.17 billion or
62.38 percent of the total industry deposit against Taka 468.2 billion or 41.1
percent in 2003. FCBs' deposits in 2013 rose to Taka 316.95 billion or 5.57 percent
of the total industry deposit against Taka 84.5billion or 7.4 percent in 2003. The
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DFIs' deposits in 2013 were Taka 301.84 billion or 5.30 percent of the total indus-
try deposit against Taka 62.6 billion or 5.5 percent of the total industry deposit in
2003.

The sector-wise classification of advances over the years 2003-2013 is shown in
Appendix-1. As observed, advances by the private banking sector increased over
the years. The public/private ratio over the years revealed a declining trend, which
indicates positive development in the private banking sector.

Table-2: Movement of Banking Variables: Branch Expansion, Asset Position
and Deposit Mobilization

(Billion Taka)
Bank 2003 2004
pes No. No. of Total | % of Deposits | % of No. No. of Total | % of Deposits | % of
of branches | Assets | industry Deposits | of branches | Assets | industry Deposits
banks assets banks assets
SCBs | 4 3397| 631.6 41.7 525.0 46.0 4 3388 | 683.7 39.6 567.5 42.8
DFls |5 1314| 1545 10.2 62.6 55|5 1328 | 167.9 9.7 75.1 5.7
PCBs | 30 1510] 617.8 40.8 468.2 41.1/30 1550 | 749.3 435 588.0 443
FCBs | 10 32| 110.1 7.3 84.5 7.4(10 37| 124.6 7.2 95.5 7.2
Total | 49 6253|1514.0| 100.0 | 1140.3 100.0 | 49 6303 | 1725.5| 100.0| 1326.1 100.0
Contd. Table-2
g‘;r:; 2005 2006
No. No. of | Total | % of |Deposits| % of No. | No.of | Total | % of |Deposits % of
of |branches | Assets | industry Deposits of |branches | Assets | industry Deposits
banks assets banks assets
SCBs| 4 3386 | 763.1 | 374 621.3 40.0 4 3384 | 786.7 | 327 654.1 352
DFIs 5 1340 | 197.2 9.7 89.5 5.8 5 1354 187.2 7.8 100.2 5.4
PCBs | 30 1635 9343 | 456 731.3 47.0 30 1776 | 1147.8| 47.7 955.5 513
FCBs| 09 41 148.2 7.3 112.6 7.2 09 48 2849 | 11.8 150.87 8.1
Total | 48 6402 [204.28| 100.0 | 1554.7 | 100.0 48 6562 |2406.7| 100.0 | 1860.6 100.0
Contd. Table-2
g‘;ré‘; 2007 2008
No. No. of | Total | % of |Deposits| % of No. | No.of | Total | % of |Deposits % of
of branches | Assets | industry Deposits of |branches | Assets | industry Deposits
banks assets banks assets
SCBs | 4 3383 | 9179 | 33.1 699.7 32.6 4 3386 {10309 | 31.1 758.8 29.6
DFIs |5 1359 | 201.7 7.3 115.6 5.4 5 1362 | 2223 6.7 137.8 5.4
PCBs | 30 1922 | 1426.6| 514 1150.2 53.5 30 2082 | 1794.5| 542 1450.7 56.6
FCBs | 09 53 227.7 8.2 183.4 8.5 09 56 265.8 8.0 214.1 8.4
Total | 48 6717 [2773.9| 100.0 | 21489 | 100.0 48 6886 |3313.5| 100.0 | 2561.4 100.0
Contd. Table-2
Dk 2009 2010
No. No. of | Total | % of |Deposits| % of No. No. of | Total | % of |Deposits % of
of branches | Assets | industry Deposits of |branches | Assets | industry Deposits
banks assets banks assets
SCBs | 4 3387 1135.6 28.6 869.1 28.6|4 3404 | 13843 | 285 1044.9 28.1
DFIs |5 1365 | 261.69 6.6 161.1 5314 1382 | 2954 6.1 183.4 4.9
PCBs | 30 2285 |2275.7 574 17924 59.0 130 2810 [2854.6| 588 | 2266.5 60.9
FCBs | 09 58| 292.6 7.4 215.0 7.0 109 62 320.8 6.6 227.1 6.1
Total | 48 7095]3965.8| 100.0| 3037.6 100.0 | 47 7658 |4855.1| 100 3721.9 100
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Contd. Table-2

Bank 2011 2012
opes No. No. of | Total | % of |Deposits| % of No. No. of | Total | % of |Deposits % of
of branches | Assets | industry Deposits of | branches | Assets | industry Deposits
banks assets banks assets
SCBs | 4 3437|1629.2 27.8| 12356 27414 3478 | 18319 | 26.0 13779 25.5
DFIs | 4 1406 | 328.8 5.6 2144 484 1440 | 385.5 5.5 260.4 4.8
PCBs | 30 3055(3524.2 60.0| 27875 61.8 130 3339[4371.5] 622 | 3430.7 63.6
FCBs | 9 63| 3854 6.6 272.2 6.0]9 65| 441.8 6.3 327.0 6.1
Total | 47 7961 | 5867.6 100 | 4509.7 100 | 47 8322(7030.7| 100 5396.0 100
Contd. Table-2
Bank 2013 (June)
types | No. No.of |Total Assets | % of industry [Deposits | % of
of banks | branches assets Deposits
SCBs | 4 3499 2013.15 26.75 | 1522.88| 26.75
DFIs | 4 1476 424.02 5.63 | 301.84 5.30
PCBs | 38 3386 4628.21 61.49 | 3551.17| 62.38
FCBs |9 66 461.26 6.13 | 316.95 5.57
Total | 55 8427 7526.51 100 | 5692.84 100

Source: Compiled from various issues of Bangladesh Bank Annual Report of different years

The number of branches and outstanding deposits and advances in the banking
system classified by rural and urban areas are showr in Appendix-2. In 2003, the
number of rural branches was 3694 (59.38 percent of total branches), which
increased to 4827 (57.3 percent of total branches) at end of June, 2013. The
number of branches in urban areas increased from 2526 (40.61 percent of total
branches) as of 2003 to 3600 (42.7 percent of total branches) at end- June 2013.
The number of rural branches increased at a lower rate compared with the number
of urban branches. Total deposits of rural branches increased to Taka 1030.9
billion (17.76 percent of total deposits) at end- June 2013. The amount of advances
in rural areas increased from Taka 102.5 billion as of end June 2003 to Taka 434.3
billion at end- June 2013. However, the share of rural advances decreased to 10.2
percent as of end- June 2013 from 17.76 percent of the same period in 2003. The
amount of urban advances increased from Taka 744.8 billion (87.90 percent of
total advances) at end June 2003 to Taka 3813.8 billion (89.8 percent of total
advances) as on 30th June, 2013.

4.2. Earnings and Profitability

Strong earnings and profitability profile of a bank reflect its ability to support
present and future operations. More specifically, this determines the capacity to
absorb losses by building an adequate capital base, finance its expansion and pay
adequate dividends to its shareholders. Although there are various measures of
earning and profitability, the best and widely used indicator is return on assets
(ROA), which is supplemented by return on equity (ROE) and net interest margin
(NIM). Return on Assets (ROA) indicates the productivity of the assets i.e. how
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much income is earned from per unit of assets. According to Basel-  accord,
ROA should be more than 1 percent. On the other hand, Return on Equity (ROE)
is another important measure of earning and profitability determination which
indicates net income after tax to total equity.

Table-3 shows ROA and ROE by types of banks the aggregate position of these
two indicators for all banks. SCBs have achieved negative and nearly zero percent
of return on assets (ROA) over the period of 2004 to 2007. In case of the DFIs, the
ROA were even worse (negative) over the period of 2003 to 2008. PCBs had an
inconsistent trend but satisfactory and FCBs' return on assets ratio has been
consistently strong during the last 10 years. In 2010, overall ROA in the banking
sector peaked at 1.8 percent whereas it was 0.6 percent in 2013.

Similar trends are observed in ROE during the same period. Overall ROE in bank-
ing sector was 21.7 percent in 2009, which reduced to 8.2 percent in 2012 and
2013. Fall in ROE ratio in the banking sector indicates that profits of shareholders
declined gradually. SCBs return on equity was 3.0 percent in 2003, but it suddenly
spiked to 22.5 percent and 26.2 percent in 2008 and 2009, respectively. In case of
DFIs, the ROE position remained worse (-171.7 percent) in 2009 due to huge
losses. Difference of ROE between PCBs and FCBs reduced substantially since
2005, but, again, it increased since 2012. The ROE of PCBs and FCBs were strong
(21.0 percent & 22.4 percent, respectively) in 2009.This tendency signals growing
competition between FCBs and PCBs. Past superior performance of foreign banks
might be due to their technological advantage and product differentiation capabili-
ties, though it might have subdued to some extent in the local private banks in
recent years.

Table- 3: Profitability Ratios by Type of Banks

(In Percent)

Type Return on Assets (ROA) Return on Equity (ROE)
of
Banks | 2003 | 2004 | 2005 2006 | 2007 | 2008 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008

SCBs | 0.08 | -0.14 | -0.10 | 0.00 | 0.00 | 0.7 3.00 | -5.75 | -6.90 | 0.00 | 0.00 | 22.5
DFlIs -0.13 | -0.13 | -0.2 -0.3 -0.6 -0.61 | -2.14 | -2.14 | -2.00 | -3.4 | -6.9

0.04
PCBs | 0.69 | 1.24 1.06 1.1 1.3 1.4 11.37 | 19.53 | 18.10| 152 | 16.7 | 16.4
FCBs | 2.55 | 3.15 3.09 2.2 3.1 29 2039 | 2247 | 18.40| 21.5 | 204 | 178

All 049 | 0.69 0.60 0.8 0.9 1.2 9.75 | 12.97 | 1240 | 14.1 13.8 | 15.60
Banks
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Contd. Table-3

Type Return on Assets (ROA) Return on Equity (ROE)
of
Banks 72009 [ 2010 | 2011 | 2012 | 2013 | 2009 | 2010 2011 2012 2013
June June
SCBs | 1.0 L1 13 -0.6 0.6 26.2 18.4 19.7 -11.9 11.7
DFIs | 04 0.2 0.1 0.1 05 [ -1717 | -32 0.9 -1.1 289
PCBs | L6 2.1 L6 0.9 0.4 21.0 20.9 15.7 10.2 55
FCBs | 32 2.9 3.2 33 34 224 17.0 16.6 17.3 19.7
All 1.4 1.8 15 0.6 0.6 21.7 21.0 17.0 8.2 8.2
Banks

Source: Bangladesh Bank Quarterly, Annual Reports of different years.

4.2.2. Interest Rate Spread

It is to mention here, the government liberalized interest rate fully in 1999 to make
the banking system market-driven and competitive. In such a market-driven
system, one of the important indicators of competitiveness in the financial markets
is the interest rate spread (the difference between lending and deposit rates). The
higher the level of competitiveness, the lower the interest rate spread. However, in
the wake of the deregulation of interest rates it has been observed that the spread
has increased over the years in Bangladesh — the spread in the banking sector
decreased from 6.49% in 2002-2003 to 5.31% in 2013-2014 (Appendix-3.). In
2013-14, the spread declined to 5.31%, but in terms of competitiveness, this
remained very high for the banking system. In other words, the high nominal
spread indicates that previous reforms are yet to bring about the expected degree
of competitiveness in the banking system, rather, market distortions have
increased. Arguably, the presence of higher NPLs is one of the factors responsible
for those market distortions, but government-led distortions (for example, high
interest rates on government savings certificates) and misconceived price strate-
gies of the bank management are also responsible for these unusually high spreads.
Fortunately, the real interest spread was found negative in most of the years during
the period of 2002-03 to 2013-14, indicating that the financial liberalization
policies provided incentives for banks to expand their bank branches as well as
financial intermediation.

4.2.3: Net Interest Income

Table-4. shows that aggregate net interest income (NII) of the banking sector has
been positive and consistently increased from Taka 16.6 billion in 2003 to Taka
153.8 billion in 2012. However, the NII of the SCBs was negative in the amount
of Taka 1.1 billion in 2004 and had turned positive in the amount of Taka 7.7
billion in 2005. In 2009, the NII of SCBs was Taka 34.3 billion and, again, it slid
into negative territory in June, 2013. The DFIs had a positive trend since 2003 and
it was Taka 2.7 billion in June2013. Since 2005, SCBs have been able to increase
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their net interest income (NII) by reducing their cost of fund. The NII of the PCBs
has shown positive trend since 2003 and incredibly high trends over the period
from 2005 through 2012. The trend of NII indicates that the PCBs and the FCBs
are charging higher lending rates in contrast to deposit rates.

Table-4: Net interest income by type of banks

(Billion Taka)

Bank types| 2003 | 2004 | 2005 | 2006 | 2007 {2008 | 2009 | 2010 | 2011 | 2012 2013

June

SCBs 03 | -1.1| 7.7 | 90 | 74 | 79 | 12.1 | 19.8 | 343 14.9 -0.03

DFIs 1.3 | 1.8 1.0 | 1.7 | 14 | 19| 19 | 62 4.9 4.7 2.7

PCBs 12.0 | 13.7 | 21.0 | 254 | 36.1 |48.5| 56.7 | 82.8 | 914 | 1147 53.7

FCBs 36 | 42 | 56 | 82 [ 699 |12.6|10.7 | 13.0 | 16.1 19.6 8.0

Total 16.6 | 18.3 | 35.3 | 44.3 | 54.8 | 70.9 | 81.5 | 121.9 | 146.7 | 153.8 64.4
Source: Bangladesh Bank Quarterly, & Annual Reports of different years.

4.2.4 Liquidity

Table-5. shows that the FCBs are having the highest liquidity ratios followed by
the SCBs. This situation of constant surplus of liquidity warrants creation of effec-
tive demand for credit at lower costs. Lastly, all banks have maintained a sufficient
liquidity position in terms of cash and balances with the BB in conjunction with
investment in government securities. They thus suggest that banks, in general, are
poised to cope with unforeseen adverse circumstances at least in the near term.
Table-4.2.4: Liquidity ratio by type of banks

( In Percent)

Liquid assets Excess Liquidity

Bank | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008
types
SCBs | 244 | 22.8 | 20.0 | 20.1 | 249 |32.69 | 84 5.8 2.0 2.1 5.9 14.9

DFIs | 120 | 112 [ 112 [ 119 | 142 | 137 | 58 | 47 | 62 | 38 | 55 | 49
PCBs | 244 | 23.1 | 210 | 21.4 | 222 | 207 | 98 | 88 | 51 | 58 | 54 | 47
FCBs | 375 | 378 | 415 | 344 | 292 | 313 | 21.9 | 219 | 235 | 164 | 112 | 133
Total | 247 | 234 | 21.7 | 215 | 232 | 248 | 99 | 87 | 53 | 51 | 89 | 84

Contd. Table-5

Liquid assets Excess Liquidity

Bank | 2009 | 2010 | 2011 | 2012 | 2013 | 2009 | 2010 | 2011 | 2012 2013
types June June

SCBs | 25.1 27.2 313 29.2 37.9 175 | 82 123 | 10.2 18.9
DFIs 9.6 213 6.9 11.5 16.4 7.1 23 1.3 1.4 5.7
PCBs | 18.2 215 235 26.3 274 53 4.6 6.6 9.5 10.6
FCBs | 31.8 32.1 34.1 37.5 43.5 218 | 132 | 153 | 187 24.7
Total | 20.6 23.0 25.4 271 30.5 9.0 6.0 8.4 9.9 13.3

Source: Bangladesh Bank Annual Reports of different years.
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4.2.4.1. Advance to deposit Ratio

ADR is one of the useful indicators of adequacy of a bank's liquidity. BB is
currently measuring the advance to deposit ratio (ADR) as a gross measure to
calculate the liquidity condition prevailing in the economy. There is no interna-
tional guideline regarding the benchmark of ADR or upper limit on ADR. Banks
were instructed in February, 2011 to cut down their ADR within a prescribed level
(for conventional banks it is up to 85 percent and for Shari'ah banks it is up to 90
percent) by June, 2011.

The ADR of banking industry from the beginning of 2012 started declining from
80.0 percent in January, 2012 to 71.2 percent in December, 2013 (Appendix-4).
This decline of ADR was attributable to higher growth in deposits than growth in
credit in 2013. Banking sector deposit and credit growths was 16.26 percent and
7.41 percent, respectively, in 2013 (Financial Stability Report, BB).

4.3: Management Soundness

Since indicators of management quality are primarily specific to individual institu-
tions, These cannot be easily aggregated across the sector. In addition, it is difficult
to draw any conclusion regarding management soundness based on monetary
indicators, as characteristics of a good management are rather qualitative in nature.
Nevertheless, the total expenditure to total income, operating expenses to total
expenses, earnings and operating expenses per employee, and interest rate spread
are generally used to gauge management soundness. In particular, a high and
increasing expenditure to income ratio indicates the operating inefficiency that
could be due to flaws in management.

It transpires from Table-6 that expenditure-income (EI) ratio of the DFIs was very
high with 112.1 percent in 2009. This was mainly because of huge operating loss
incurred by DFIs. The position however improved after 2009 and the ratio came
down to 87.8 percent and 88.6 percent in 2010 and 2011, respectively. However, it
rose again to 107.6 percent in 2013. The EI ratio of the SCBs exceeded 102.3
percent in 2004, situation improved to 62.7 percent in 2011. It again rose to 84.2
percent in 2013. Very high El ratio of SCBs was mainly attributable to high admin-
istrative and overhead expenses; suspension of income against NPLs. EI ratio of
PCBs is substantially high due to deduction of loan loss provision, other assets and
corporate tax from current income.
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Table-6: Expenditure-income ratio by type of banks

(Percent)
Bank | 2003 | 2004 | 2005 | 2006 | 2007 2008 | 2009 | 2010 | 2011 | 2012 | 2013

types June
SCBs | 98.8 | 102.3 | 101.9 | 100.0 | 100.0 | 89.6 | 75.6 | 80.7 | 62.7 | 732 | 842
DFIs | 101.1 | 104.0 | 1039 | 103.5 | 107.7 | 103.7 | 112.1 | 87.8 | 88.6 | 912 | 107.6
PCBs | 93.1 | 87.1 |89.3 |90.2 | 888 884 | 726 | 676 | 717 |760 | 78.0
FCBs | 80.3 | 763 | 708 | 71.1 | 729 758 | 59.0 | 647 | 473 |49.6 | 516
Total | 93.9 | 909 |92.1 |914 | 904 879 | 726 |708 | 686 |740 | 792

Source: Bangladesh Bank Annual Report of different years

4.3.2: Capital Adequacy

Table 7 provides risk- weighted capital asset ratios by type of banks over the
period 2003-2013. It shows that DFIs and SCBs were not able to meet the required
capital over the period except SCBs in 2011. On the other hand, PCBs and FCBs
acquired 20.3 percent and 11.4 percent capital, respectively, to its risk- weighted
assets in the year of 2013. This indicates that SCBs and DFIs were yet to comply
the required 10% CAR. It is noted here that at the end-December 2012, the capital
adequacy of the banking industry was 10.5 percent; the same stood at 11.5 percent
at end December 2013. (Financial Stability Report-201)

Table: 7: Risk Weighted Capital Asset Ratios by Type of Banks

(In Percent)
Type of | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013

Banks June
SCBs 43 4.1 -0.4 1.1 7.9 6.9 9.0 8.9 11.7 | 8.1 1.2
DFls 7.7 9.1 -1.5 -6.7 -5.5 -53 0.4 -1.3 -4.5 -7.8 1 -9.0

PCBs 105 | 103 | 9.1 9.8 106 | 114 | 121 10.1 115 | 114 | 114
FCBs 229 1242 260 |227 |227 |240 |281 |156 |21.0 |20.6 |203
All 84 8.7 5.6 6.7 9.6 10.01 | 11.6 | 9.3 114 | 105 | 9.1
Bank

Source: Bangladesh Bank, Annual Report of different years

4.3.3 Asset Quality
4.3.3.1: Gross Non-performing Loans

It appears from the Table-8 that non-performing loans of the banking sector from
6.1 percent in 2011 to 11.9 percent in June 2013. Table 9 shows that. Net Non-
Performing Loans to total loans are higher in SCBs and DFIs. In 2011, net-NPLs
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were - 0.3 and 17.0 percent in SCBs and DFIs, respectively, whereas in 2012, the
percentages stood much high at 12.8 and 20.4, respectively. Overall net NPLs was
0.70 percent in 2011 but increased to 4.4 percent in 2012. The classified loans
increased due to tightening of the guideline. Besides, sluggish business during the
political uncertainty and lack of gas and electricity pushed the classified loans up.

Table-8: Trend of Classified Loans (Gross) by Category of Banks.

(In Percentage)
Bank | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 |2013
types June
SCBs | 29.0 | 253 | 214 |229 299 |254 |214 |157 | 113 |239 |264

DFIs | 47.4 | 429 | 349 |33.7 [285 [255 |259 |242 |24.6 |26.8 |262
PCBs | 12.4 | 8.5 56 |55 50 |44 |39 |32 |29 |46 |66
FCBs | 2.7 1.5 1.3 0.8 1.4 1.9 |23 30 3.0 |35 |47
Total | 22.1 | 17.6 | 13.6 | 13.2 | 13.2 | 108 (9.2 |73 6.1 10.0 |11.9

Source: Compiled from various issues of Bangladesh Bank Annual Report of different years

4.3.3.2: Net Non-performing Loans

It appears from the Table-9 that the ratio of net NPLs (net of provisions and inter-
est suspense) to net total loans (net of provisions and interest suspense) stood at 1.9
percent (SCBs), 18.3 percent (DFIs), 0.5 percent (PCBs) and 1.7 percent (banking
sector) in 2009. It is seen in the Table that DFIs' non-performing portfolios were
still high after adjustment of actual provision and interest suspense, whereas FCBs
had excess provision against their NPLs.

Table- 9. Ratio of Net NPL to total loans by type of Banks
(Percent)

Bank | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013

types June
SCBs | 283 | 17.6 | 132 | 145 | 129 |59 1.9 1.9 -0.3 128 | 8.1
DFIs | 383 |23.0 |226 |235 |[190 |17.0 | 183 | 160 | 17.0 |204 | 195
PCBs | 8.3 34 1.8 1.8 1.4 0.9 0.5 0.0 0.2 0.9 2.4
FCBs | 0.1 -1.5 2.2 2.5 -1.9 |20 |-23 -1.7 | -1.8 -09 0.1
Total | 188 | 9.8 7.2 7.1 5.1 2.8 1.7 13 0.7 4.4 4.4

Source: Compiled from various issues of Bangladesh Bank Annual Report of different years

4.3.3.3 Status of Classified Loans

Among the classified loans, bad/loss loans constitute about 78.7 percent in 2013
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which was 80.97 percent in 2003. The total classified loan ratio declined markedly
from 22.1 percent in 2003 to 8.9 percent in 2013 (Table-10). In 2013, the sub-
standard category of loans out of total classified loans declined to 11.2 percent, but
doubtful loans increased from 8.75 percent in 2003 to 10.1 percent in 2013.

Table- 10. Status of classified loans: sub-standard, doubtful and bad/loss loans
of all banks (2003-2013)

(Taka in Billion)
Year Total Total Classified Sub- Doubtful Bad/loss
loans | classified | loans as % | standard | loans as % | loans as %
loans of total loan as % of TCL of TCL
loans of TCL

2003 | 914.90 203.2 22.1 10.24 8.75 80.97
2004 | 1079.71 190.03 17.6 7.2 6.6 86.19
2005 | 1292.51 175.14 13.6 8.66 6.96 84.37
2006 | 1515.90 200.1 13.2 13.13 7.15 79.72
2007 | 1713.63 226.2 13.2 9.75 7.51 82.74
2008 | 2081.48 224.8 10.8 9.43 9.42 81.14
2009 | 2493.20 | 229.37 9.2 12.2 8.4 79.4
2010 | 3198.60 | 227.10 7.1 13.4 8.4 78.2
2011 | 3792.50 | 235.13 6.2 14.8 11.5 73.7
2012 | 4386.70 | 438.67 10.0 19.1 14.2 66.7
2013 | 4720.06 | 420.08 8.9 11.2 10.1 78.7

Source: Financial Stability Report, BB.

4.3.3.4. Default Risks: Loan Loss Provisions

Table- 11 shows the aggregate amount of NPLs, required loan loss provision and
actual provision maintained there against by the banks from 2003 to 2013. It
depicts that in aggregate, the banks have been continuously unable to maintain the
required level of provisions against their NPLs from 2003 through 2009. It also
shows that in 2009 the banking sector was able to maintain 100% or more provi-
sion for the first time. During the years from 2003 through 2009, the banks main-
tained 40.3 percent of the required provision in 2003; which increased thereafter to
103.0 percent in 2011 and again it dropped to 78.3 percent in 2012.The main
reasons for the shortfall in provision adequacy from 2003 through 2008 was the
inability of some SCBs, DFIs and PCBs including those in problem bank category
to make sufficient provisions due to inadequate profits and transferred provision
for write-offs. Notably, the FCBs have been in much better shape in meeting
adequate provisions in the recent years.
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Table- 11: Required provision and provision maintained -all banks
(Billion Taka)

Bank types 2003 {2004 {2005 {2006 |2007 2008 {2009 {2010 {2011 |2012 |2013
June
Amount of NPLs 203.2(187.3]175.1]200.1|226.2|224.8|224.8(227.1|226.4|427.3|523.1

Required provision 92.5 |87.8 |88.3 [106.1]127.2|136.1|134.8|149.2|148.2|242.4(299.0
Provision maintained |37.3 [35.9 [42.6 |52.9 |97.1 |126.2|137.9(142.3|152.7|189.8|274.4
(Excess(+)/ Shortfall(-) [-55.2 [-51.9 |-45.7 |-53.2 |-30.1 |-9.9 |3.1 |-6.9 |4.6 |-52.6|-24.6
Provision maintenance |40.3 |[40.9 [48.2 [49.9 |78.3 |92.7 [102.3|95.4 |103.0|78.3 |91.8
ratio (%)

Source: Compiled from various issues of Bangladesh Bank Annual Report of different years

A comparative position of loan loss provision by category of banks is shown in
table-12

In line with the long-existing trend, the data show that actual provision fell short of
required provision for all excepting FCBs during 2003- 2008 indicating lack of
efficiency in fund management especially in disbursing and recovering loans,
sustained pressure of non-performing loans (NPLs) in all commercial banks
(excepting FCBs) including state-owned DFIs. After 2008, actual provisioning
scenario for SCBs has reversed. The actual provision remained higher than
required provision for SCBs in 2009 mainly because of intensified recovery drive
and rescheduling of overdue loans under the new management of the state-owned
banks. This was supported by the Election Commission's requirement of non-
defaulter status of potential candidates in national and local elections. For FCBs,
the amount of actual provision remained higher than required provision throughout
the whole period. It is noteworthy that the shortfall in the provisions for all PCBs
is improving and the shortfall for DFIs remained high during the entire period.

Table-12: Comparative position of provision adequacy by Category of Banks

(Billion Taka)
Year | Items SCBs DFIs PCBs FCBs
2003 | Required provision 53.3 14.7 23.1 1.4
Provision maintained 3.5 14.6 17.5 1.7
Provision maintenance ratio (%) 6.6 99.2 75.4 125.2
2004 | Required provision 50.7 13.5 22.3 1.3
Provision maintained 34 12.4 18.5 1.6
Provision maintenance ratio (%) 6.7 91.9 83.0 123.1
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2005 | Required provision 52.8 13.4 20.5 1.6
Provision maintained 13.2 9.3 17.8 2.2
Provision maintenance ratio (%) 25.0 89.4 85.8 137.5

2006 | Required provision 61.6 14.8 27.5 2.2
Provision maintained 18.2 9.1 22.6 3.1
Provision maintenance ratio (%) 229.5 61.5 82.2 140.9

2007 | Required provision 71.4 17.3 34.9 3.5
Provision maintained 56.5 8.7 28.2 3.8
Provision maintenance ratio (%) 79.1 50.3 80.5 108.6

2008 | Required provision 73.1 17.0 41.3 4.6
Provision maintained 75.6 8.6 37.0 5.0
Provision maintenance ratio (%) 103.4 50.6 89.6 108.7

2009 | Required provision 66.0 17.5 48.5 4.6
Provision maintained 79.5 8.9 43.5 5.9
Provision maintenance ratio (%) 120.5 50.9 93.8 128.3

2010 | Required provision 70.6 19.1 533 6.2
Provision maintained 69.9 13.3 51.8 7.4
Provision maintenance ratio (%) 98.9 69.7 97.1 119.4

2011 | Required provision 60.8 21.7 58.3 7.4
Provision maintained 69.0 13.9 61.2 8.5
Provision maintenance ratio (%) 113.5 64.1 105.0 114.9

2012 | Required provision 119.2 29.8 84.4 8.9
Provision maintained 81.9 13.6 84.9 9.3
Provision maintenance ratio (%) 68.7 45.7 100.6 104.3

2013 | Required provision 149.7 34.8 104.9 9.6

June | Provision maintained 145.7 15.4 103.8 9.5
Provision maintenance ratio (%) 97.4 443 98.9 98.2

Source: Bangladesh Bank Annual Report of different years

4.3.4. Writing off Bad Debts

To wipe out the unnecessarily and artificially inflated size of balance sheet,
uniform guidelines of write-off were introduced in 2003. According to the policy,
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banks may, at any time, write-off loans classified as bad/loss. Those loans, which
have been classified as bad/loss for last 5 years and above and loans for which 100
percent provisions have been kept, should be written-off immediately. The total
amount of written-off bad debts from June, 2004 to June, 2013 in different bank
categories is given in Table-13. It is revealed from the Table that banks were able
to write-off an amount of Taka 65.8 billion as on 30-06-2004 and an amount of
Taka 253.3 billion as on 30-06-2013. It also shows that as on 30-06- 2013 the
SCBs, DFIs, PCBs and FCBs were able to write-off an amount of Taka 107.2,
32.6, 109.7 and 3.7 billion, respectively.

Table-13: Writing off bad debts in different bank categories (From June, 2004
to June, 2013)

(Billion Taka)
Bank | 30/6/04 | 30/6/05 | 30/6/06 | 30/6/07 | 30/6/08 | 30/6/09 | 30/6/10 | 30/6/11 | 30/6/12 | 30/6/13

types
SCBs | 26.3 29.7 36.7 42.8 48.4 64.5 70.5 82.4 72.9 107.2
DFls | 174 27.6 28.6 304 31.0 31.8 31.8 32.0 24.5 32.6
PCBs | 21.2 329 40.7 45.5 49.4 54.7 69.6 77.1 64.9 109.7

FCBs | 0.9 1.1 L5 1.6 1.7 2.0 2.1 2.4 2.6 3.7
Total | 65.8 91.3 106.5 120.3 130.5 153.0 174.0 193.9 164.9 2533

Source: Bangladesh Bank Annual Report of different years

4.3.5. CAMELS Rating

Bangladesh Bank also undertakes a yearly performance evaluation of all banks
through conducting CAMELS rating which involves analysis and evaluation of
the six crucial dimensions of banking operations. The six indicators used in the
rating system are (i) Capital Adequacy, (ii) Asset quality, (iii) Management
Soundness (including implementation status of Core Risk Management
Guidelines),(iv) Earnings, (v) Liquidity, and (vi) Sensitivity to market risk. Perfor-
mance indicators of the banking industry depict a trend similar to that of the state-

owned banks, which is understandable due to their predominant market share.
CAMELS ratings indicate that financial performance of the PCBs and FCBs, in
general, has been better than that of the industry average. Any bank rated 4 or 5
i.e., 'Marginal' or 'Unsatisfactory' under composite CAMELS rating is generally
identified as a Problem Bank.

BB had introduced Early Warning System (EWS) of supervision from March 2005
to address the difficulties faced by the banks in any of the areas of CAMELS. Any
bank found to have faced difficulty in any areas of operation, is brought under
Early Warning category and monitored very closely to help improve its perfor-
mance. Presently, no banks are monitored under EWS. As at end of 2012, the
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CAMELS rating of 3 banks were 1 or Strong; 29 banks were rated 2 or Satisfac-
tory; rating of 6 banks were 3 or Fair; 6 banks were rated 4 or Marginal and 3 banks
received 5 or Unsatisfactory rating (BB Annual Report).

4.3.6 Activities of Credit Information Bureau

CIB online services were opened up on 19th July, 2011. The CIB database consists
of detailed information on borrowers, owners and guarantors. It has brought huge
advantages in CIB related operations over the previous system. The total number
of borrowers was 844,404 at the end-June 2013, recording an increase of 18.9
percent over the previous period (710,020 as of end- June, 2012). (BB Annual
Report)

4.3.7: Corporate Social Responsibility

All banks had undertaken CSR practices in different forms in 2012. As shown in
Table 14, the CSR expenditure in 2012 was higher than that in 2011 and around six
times higher than 2009. As in preceding years, CSR initiatives of banks continued.

In terms of direct monetary expenditure, engagements of banks in CSR initiatives
are increasing, particularly following issuance of BB guidance. Table-14 shows an
increasing trend in CSR expenditure in the country's banking over the period 2007
through 2012.

Table-14. Corporate Social Responsibility
Year 2007 | 2008 | 2009 2010 2011 2012

CSR Expenditure | 226.4 | 410.7 | 553.8 | 2329.8 | 21883 | 3046.7

(million Taka)
Source: Bangladesh Bank Annual Report of different years.

4.4. The Deposit Insurance Scheme (DIS)

The deposit insurance system aims at minimizing the risk of loss of depositors'
funds with banks. The present coverage of the deposits is Tk.1.00 lac per depositor
per bank. A proposal to enhance the ceiling of coverage to 2.00 lac per depositor
per bank is under process of approval (BB).The percentage of depositors (in
number) who are fully insured increased from 84.4 percent in 2012 to 87.72
percent in 2013. This factor indicates a comparatively higher effective deposit
safety net in that year compared with the previous year. Table-15 shows Deposit
Insurance Trust Fund Position. As of 2013, the Deposit Insurance Trust Fund
reached around Tk. 30 billion, which is around 2.5 times that of 2009.
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Table: 15. Deposit Insurance Trust Fund and its Composition
(Amount in Billion BDT)

Particulars 2009 2010 2011 2012 2013
Insurable Deposits 2,439.84(3,238.58(3,857.33|4,229.77]| 5,322.93
Insurance Premium 1.34 1.65 1.92 2.31 334
i. Investment 1250 | 16.10 | 19.46 | 23.99 29.76
ii. Cash 0.06 0.01 0.32 0.15 0.07
Deposit Insurance Trust Fund Balance | 12.56 | 16.11 19.78 | 24.14 29.83

Source: BB Financial Stability Report.

Table-16 shows the recent premium rate as per new schedule. Banks under prob-
lem bank category have to pay 0.09 percent whereas other banks have to pay 0.07
percent as premium on their deposits. As per new schedule effective from 2013,
sound bank categories will have to pay 0.08 percent, Early Warning Bank Catego-
ries will pay 0.09 percent and Problem bank Categories will pay 0.10 percent.

Table: 16. The Recent Premium Rate

Particulars Premium Rate before | Premium Rate
2013 2013

Sound bank categories 0.07 0.08%

Early Warning Bank Categories | 0.07 0.09%

Problem bank Categories 0.09% 0.10%

Source:  Bangladesh Bank Annual Report.

4.5: Status of ICT in the Banking Sector

Table-17 provides the overall picture of computerization in the banking sector of
Bangladesh during 2003-2013. In 2003, only 31.10 percent branches (SCBs
11.89%; DFIs 4.20%; PCBs 97.76%; and FCBs 100%) were computerized. SCBs
are also progressing in computerization of their branches. They have already com-
puterized almost 96% of their branches till 2013. By 2013, a significant improve-
ment in computerization can be observed especially by the PCBs. In 2013, a total
of 88.32% branches (SCBs 96.49%; DFIs 27.03%; PCBs 100%; and FCBs 100%)
were computerized. The performance of DFIs in computerization is unsatisfactory
with only 27.03 percent of the branches computerized by 2013 (BIBM survey).
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Table-17: Computerization of Bank Branches by Categories, (In Percentage).

2003 2004 2005 2006 2007 | 2008 | 2009 2010 2011 2012 2013
SCBs | 11.89 | 1443 | 16.12 | 1638 | 194 | 21.7 23.59 | 40.15 | 64.92 | 71.16 | 96.49
DFIs 4.20 4.39 435 4.38 8.51 12.57 | 1522 | 1593 | 1623 | 1921 | 27.03
PCBs | 97.76 | 98.45 | 98.90 | 98.92 | 98.97 | 99.0 99.01 | 99.11 | 99.15 | 100 100
FCBs | 100 100 100 100 100 100 100 100 100 100 100
Total | 31.10 | 33.50 | 3542 | 36.95 | 37.2 | 375 4749 | 5522 | 69.17 | 76.21 | 88.32

Source: BB, BIBM survey

4.5.1: Modern and Innovative Products and Services: Present Status

The existing modern and innovative banking products and services in Bangladesh
are: (i) modern and innovative banking products - Debit Card and Credit Card, (ii)
services- Automated Teller Machine (ATM), Point of Sales (POS), and e-services-
Internet, Tele banking, On-line banking, Society for Worldwide Inter-Bank Finan-
cial Telecommunication (SWIFT), and Reuter. It is evident from the following
figure that during the last couple of years the trends in technology adoption in the
country’s banking sector have been increasing rapidly.

Figure-1: Trends in Technology Adoption
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4.5.2. Electronic Banking

Tables 18 (A) & (B) provide electronic banking features during 2011-2013. Out of
56 scheduled banks, 52 banks provide full or partial online banking services.
Plastic cards (debit/credit cards) are becoming more popular and banks are offer-
ing these to attract new customers and retain their customer base. Table 18 demon-
strates an increasing trend in the adoption of electronic banking features during
2011-2013. Although the number of banks introducing credit cards became
stagnant, there was a significant increase in online banking operations in 2013.
Moreover, during the last couple of years, the uses of ATM as smart payments and
services have been increasing rapidly. The numbers of ATM being used in the
banking sector as of 2013 were 5349 which were 1733 in 2010 (Financial Stability
Report) The table also describes an increasing trend in the monetary volume of
electronic banking transactions during 2011-2013. The volume of transactions
using debit cards increased faster in 2013 than previous years. Besides, the increas-
ing trend in the transaction volume using ATMs shows a significant growth in
electronic banking. But the volume of transactions using credit cards experienced
a slower increase in 2013 compared with previous years, for the reason that banks
have been very careful about giving credit cards to people who do not have repay-
ment capacity. Moreover, transactions through internet banking rose to Taka 90.5
billion in 2013.

Table 18: Number of Banks Providing Electronic Banking Services

Year |Online Banking| Internet Banking | Credit Card |ATM/Debit Card
2011 40 24 26 38
2012 42 27 28 40
2013 52 27 28 41
Source: BB Financial Stability Report.

Table: 18 (B) Volume of Electronic Banking Transactions

(Figures in Billion Taka)

Year Using ATM | Using Debit Card | Using Credit |Internet Banking
Card
2011 374.9 454.2 39.6 41.6
2012 565.8 585.0 57.0 48.7
2013 654.3 775.7 62.7 90.5
Source: BB Financial Stability Report.
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4.5.4 Mobile Banking

In order to ensure the access of unbanked people by taking advantage of country-
wide mobile network coverage, Mobile Financial Services (MFS) have been intro-
duced in Bangladesh. Only banks are allowed to lead the mobile financial services.
This model offers an alternative to conventional branch-based banking to the
customers through appointed agents being facilitated by the Mobile Network
Operator (MNO)/Solution Providers instead of bank branches or through bank
employees. In so doing, BB allows a customer's account, recognized as 'Mobile
Account' to be attached with the bank and be accessible through the customer's
mobile device. The mobile account should be a non-checking account classified
separately from a standard banking account. BB has fixed the transaction limit for
the account holders of MFS at a maximum of Tk. 10,000 daily and a total of Tk.
25,000 on monthly basis. Table-19 shows the MFS status as of March, 2014.

As of March 2014, only 20 banks started offering the services. Consequently, the
number of mobile accounts reached 1.5 crore and number of agents went up to 2,
40,000. In March of 2014, a total amount of Tk. 7,849 crore was transacted
disclosing a high monthly growth in this sector.

Table-19: Mobile Banking Growth

March | April |July November | January | March
2012 {2013 [2013 2013 2014 2014
No. of Banks Permitted 10 27 27 27 28 28
Live Deployment 5 18 18 19 19 20
No. of Agents 9093 82638 107760 |172265 200000  |240000
No. of Customers (Crore) 0.04 0.53 0.72 1.15 1.32 1.5
No. of Transaction Per Month (Crore) 0.12 1.51 2.12 2.34 3.01 333
Volume of Transaction Per Month (Crore Tk.) | 17.2 3634|5350 5533 6630 7849

Source: Bangladesh Bank

4.5.5 Bangladesh Automated Clearing House (BACH)

The Bangladesh Automated Clearing House (BACH) started automated cheque
clearing from 7th October, 2010 by replacing the earliest manual clearing system
with automation, which allows inter-bank cheques and similar type of instruments
to be settled instantly. All the 7 clearing regions in major cities (Chittagong,
Rajshahi, Khulna, Bogra, Rangpur, Barisal and Sylhet) have been connected with
the Dhaka Clearing House from 25th October, 2011. Almost 90 percent of all the
clearing instruments are now being processed through the automated clearing
house.The BACH integrates two components:
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1. The Automated Cheque Processing System; and
2. The Electronic Funds Transfer (EFT).

Under this automated clearing system, two types of transactions take place: a)
High-Value Cheque Clearing (Cheques amounting to Tk. 5.00 lacs or more) and b)
Regular Value Cheque Clearing. The figure in Table 20 illustrate the trend in high
value and regular value transactions over the last 3 (three) years. The volume of
high value cheque processing during 2011-2013 showed considerable growth,
whereas regular value cheque processing fluctuated over the years.

Table: 20. Automated Cheque Clearing Operations
( Amount in Billion Tk)

Category 2011 2012 2013
Number (in | Amount | Number (in | Amount | Number (in | Amount
thousands) thousands) thousands)
High 3,123 4,177.8 1,263 5,977.42 1,365 6,877.9
Value
(HV)
Regular | 17,954 |5,093.9 18,824 |4,827.44 | 20,695 5,165.5
Value
(RV)
Source: BB Financial Stability Report.

4.5.6. Electronic Fund Transfer (EFT)

This facility ensures the transmission of payments between the banks electroni-
cally, which makes it a faster and efficient means of inter-bank clearing over the
existing paper-based system, i.e. Bangladesh Automated Cheque Processing
System (BACPS). This network introduced credit and debit transactions from 15th
September, 2011. It is able to manage a wide-variety of credit transfers such as
payroll, foreign and domestic remittances, bill payments, dividend payments, tax
payments, as well as debit transfers such as mortgage payments, membership dues,
loan payments, insurance premiums, utility bill payments, government tax
payments, and government licenses and fees. On average, approximately 21,072
EFT transactions were processed in a day in 2013. Total monetary amount of EFT
transactions under Bangladesh Electronic Fund Transfer Network (BEFTN) in
2013 was Tk. 396.1 billion, which was 44 percent higher than that in 2012 transac-
tions (BB Financial Stability Report).

5. Concluding Remarks

The analyses lead to the conclusion that timely financial reform initiatives since
2002 drawing gainful lessons from global financial crisis and consequent steps
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taken by major international financial institutions produced significant positive
changes in the banking sector in Bangladesh. Being primarily a bank-based finan-
cial system, good banking performance augurs good economic performance. The
Great Recession beginning in 2008 in the USA transmitted into global recession
and many important countries are going through a healing process toward recovery
with some trouble spots. The success of the Bangladesh banking sector lies in its
ability to cope with the recent global financial stormy weather. Surprisingly, Bang-
ladesh has been able to maintain average 6% growth over the last decade. How-
ever, the decennial record of banking performance has been mixed with significant
successes and some failures. In brief, the decade ended on a positive note.

To sum up some of the major facts, private banks with some exceptions fared
much better than public sector banks in terms of asset, deposit and credit shares. In
fact, the former had positive trends amid some fluctuations while the latter had
declining trend. This implies shrinking market concentration and increasing
market competition in the overall banking sector. The indicators of profitability
demonstrate that all bank groups except DFIs recorded an increase in the rate of
profit and the foreign banks were found more profitable in comparison with the
domestic private banks and the public sector banks. Furthermore, these reforms
have changed the technology used and the products offered by the banking sector.
The changes in market structure have intensified competition not only in the bank-
ing industry but also in the overall financial services sector. Diversification of
operational activities of banking firms has changed the relative importance of the
traditional sources of income of the banking sector, from reliance on interest earn-
ing to greater emphasis on income from fees. Lending rate is still exorbitantly high
(above 15 percent). This is not conducive to investment and productive business
activities. In addition, the target of financial inclusion has not been achieved as
expected. Therefore, strengthening of enabling environment by instituting rational
interest rate spread, introducing tailored products on both asset and liability fronts
and ensuring proper management of NPLs along with accuracy in risk manage-
ment devices may further enhance current financial stability of the banking system
in Bangladesh.

In closing remarks, both public sector and local private sector banks should draw
lessons from foreign-owned private banks operating in Bangladesh. All public and
private banks must be held accountable to the same performance standards as they
compete in the same deposit and credit markets.
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Appendix-1: Sector-Wise Classifications of Advances by Scheduled Banks

(Taka in crore)

Public Sector Private Total Ratio

Year | Government | Other than Total Sector Advances (Pub.

Government (Pub. +Pri.) | /Pri.)
2003 | 973.46 4456.54 5430.00 | 84106.70 | 89536.70 0.06
2004 | 482.22 3327.58 3809.80 | 98627.01 | 102436.81 0.04
2005 | 384.93 7372.45 7757.38 112490.28 | 120247.66 0.07
2006 | 329.54 6629.45 6958.99 132500.92 | 139459.91 0.05
2007 | 332.86 5984.74 6317.60 153701.08 | 160018.68 0.04
2008 | 1892.81 7141.57 9034.38 187351.11 | 196385.49 0.05
2009 | 2140.81 7581.94 9722.75 | 223756.75 | 233479.50 0.04
2010 | 1421.19 10588.37 12009.56 | 283871.62 | 295881.18 0.04
2011 | 2337.82 9995.71 12333.53 | 338188.91 | 350522.44 0.04
2012 | 3968.06 7909.05 11877.11 | 398747.99 | 410625.10 0.03
2013 | 1613.62 6884.54 8498.16 | 435346.25 | 443844.41 0.02

Sources: Bangladesh Bank, Scheduled Banks Statistics various issues

Appendix-2: Total Branch, Deposit and Advance Distributed by Urban &

Rural Areas
(billion Taka)
Year| Number of Branch Deposit Advance

Rural | Urban | Total |Rural |Urban | Total Rural | Urban | Total
2003 (3694 |2526 |6220 |190.8 |883.3 1074.1 | 102.5 | 744.8 847.3
2004 (3724 2579 |6303 |192.0 [1023.8 | 1215.8 | 103.4 | 847.9 951.3
2005 (3764 [2638 |6402 |218.3 [1197.6 | 1415.9 | 117.6 | 999.7 1117.3
2006 |3834 |2728 |6562 [241.5 |1445.8 | 1687.3 | 128.4 1163.3 | 1291.7
2007 (3894 2823 |6717 |263.0 |1689.1 | 1952.1 | 130.1 1335.6 | 1465.7
2008 (3981 [2905 |6886 [306.2 [2009.8 | 2316.0 | 148.5 1667.0 | 1815.5
2009 (4136 |3051 |7187 [369.9 [2424.0 | 2793.9 | 169.6 1920.9 | 2090.5
2010 (4393 |3265 |7658 [436.9 [2942.3 | 3379.2 | 206.9 | 2367.5 | 2574.4
2011 [4551 |3410 |7961 [536.0 [3579.9 | 4115.9 | 254.5 | 2958.3 | 3212.8
2012 (4760 |[3562 |8322 |[853.1 [4011.0 | 4864.1 | 405.6 | 3453.7 | 3859.3
2013 [4827 [3600 |8427 [1030.9 [4690.2 | 5721.1 | 434.3 | 3813.8 | 4248.0
June

Source:  Bangladesh Bank Annual Report.
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Appendix-3: Interest Rates, Spread and Inflation Rates (All Banks)
Year Deposit Rate| Lending Rate | Spread | Inflation | Real Spread

2002-2003 | 6.29 12.78 6.49 4.38 2.11

2003-2004 | 5.65 11.01 5.36 5.83 -0.47
2004-2005 | 5.62 10.93 5.31 6.48 -1.17
2005-2006 | 6.68 12.06 5.38 7.16 -1.78
2006-2007 | 6.85 12.78 5.93 7.20 -1.27
2007-2008 | 6.95 12.29 5.34 9.94 -4.6

2008-2009 | 7.01 11.87 4.86 6.66 -1.8

2009-2010 | 6.01 11.31 5.30 7.31 -2.01
2010-2011 | 7.27 12.42 5.15 8.88 -3.73
2011-2012 | 8.15 13.75 5.60 10.62 -5.02
2012-2013 | 8.54 13.67 5.13 7.70 -2.57
2013-2014 | 7.79 3.10 5.31 7.35 -2.04

Note: Rate of interest on scheduled banks (weighted average);
Source: Bangladesh Bank, Economic Trends Various issues.

Appendix-4: Banking Sector Year-wise ADR
( Amount in Billion BDT)

Year | Deposits Advance Advance-Deposit
(Excluding Inter- Bank)| (Excluding Inter- Bank) | Ratio
2006 | 1,829.3 1,394.6 76.2%
2007 | 2,116.1 1,600.2 75.6%
2008 | 2,527.6 1,963.9 77.7%
2009 | 3,042.8 2,334.8 76.7%
2010 | 3,689.2 2,958.8 80.2%
2011 | 4,509.8 3,792.5 84.1%
2012 | 5396.0 4318.7 80.0%
2013 | 6,363.5 4,529.3 71.2%

Source: BB Financial Stability Report-13

Appendix-5: Action Plan/Roadmap of Basel I1I Implementation

Action Deadline
Issuance of Guidelines June 2014
Capacity Building of Banks June-Dec 2014
Commencement of Basel III Implementation process July 2014
Initiation of Full Implementation of Basel 111 January 2019
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Phase-in Arrangements
The phase-in arrangements for Basel III implementation will be as follows:
July 2014 2015 2016 2017 2018 2019
Minimum Common Equity | 4.00% 4.50% 4.50% 4.50% 4.50% 4.50%
Tier-1 (CET-1)
Capital Ratio
Capital Conservation - - 0.625% | 1.25% | 1.875% 2.50%
Buffer
Minimum CET-1 plus 4.00% 4.5% 5.125% | 5.75% | 6.375% 7.00%
Capital Conservation
Buffer
Minimum T-1 Capital 5.00% 5.50% 5.50% 6.00% 6.00% 6.00%
Ratio
Minimum Total 10.00% 10.00% | 10.00% | 10.00% | 10.00% 10.00%
Capital Ratio
Minimum Total 10.00% 0.00% | 10.625% | 11.25% | 11.875% | 12.50%
Capital plus Capital
Conservation Buffer
Phase-in of deductions Not Applicable
from CET1
Phase-in of deductions from Tier 2 Revaluation Reserve (RR)
RR for Fixed 20% 40% 60% 80% 100% 100%
Assets
RR for 20% 40% 60% 80% 100% 100%
Securities
RR for Equity 50% 100% 100% 100% 100%
Securities
Leverage Ratio 3% 3% 3% 3% 3% Migration
Readjust | toPillar 1
ment
Liquidity Coverage June 2014 >100% >100% >100% >100% >100%
Ratio toJune | (FromSep.)
2015 on
Net Stable Funding testbasis | =100% | =100% | >100% | >100% | =100%
Ratio (FromSep.)
CountercyclicalCapital Countercyclical capital buffer regime
Buffer will be effective from Jan 2016

Source: BRPD,BB
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Financial Inclusion In Bangladesh:
Background, Issues, Regulatory Measures And Challenges

Toufic A. Choudhury *

Abstract: Financial Inclusion has become an issue of worldwide concern,
relevant equally in the economies of under developed, developing and
developed nations. The paper discusses the background and relevant issues
of financial inclusion and regulatory measures so far taken in Bangladesh
and also challenges of adopting financial inclusion strategy in Bangladesh.
The paper observes that financial inclusion is good for all the stakehold-
ers: poor, banks, government and economy. Financial inclusion is not just
a public good but a merit food. It is not just micro-finance, it is much more
than micro-finance. It is not only access to finance, at the same time raising
financial consciousness. In the context of Bangladesh, it's central bank,
Bangladesh Bank has taken a pro-active strategy, comprising a number of
innovative and effective measures, which have already started to produce
positive results. However, the challenge is: the financial inclusion strategy
of Bangladesh Bank is still mostly regulatory driven. There are not really
spontaneous initiatives on the part of banks and financial institutions,
without which sustainability of inclusive finance is not possible.

Background and Definition

1. It is well recognized that well-functioning financial systems are essential
for economic development. A well-functioning financial system is by definition
efficient, allocating funds to their most productive uses. It also covers other vital
purposes such as offering savings, payment, and risk management products to as
large a set of participants as possible, seeking out and financing good growth
opportunities wherever they may be. The policy makers, practitioners and
researchers have so far emphasized efficiency and stability aspects of financial
systems and ignored the broader access to financial services. However, the current
development theories increasingly project the role of access to financial services,
the lack of which is often the critical element underlying income inequality as well
as slower growth.

* Director General, BIBM, Dhaka.




124 Bangladesh Journal of Political Economy Vol. 31, No.-3

2. Financial market imperfections that limit access to finance play an impor-
tant role in perpetuating inequalities. If financial market frictions are not
addressed, redistribution may have to be endlessly repeated, which could result in
damaging disincentives to work and save. Not only that, sometimes financial
exclusion can lead to social exclusion. In contrast, building inclusive financial
systems focuses on equalizing opportunities. Hence addressing financial market
imperfection that expands individual opportunities creates positive, not negative,
incentive effects.

3. In its landmark research titled “Building Inclusive Financial Sector for
Development” (2006), popularly known as the Blue Book, the United Nations
(UN) had raised the basic question: “Why are so many bankable people
unbanked?” “Who are bankable unbanked?” It is estimated that globally over two
billion people are currently excluded from access to financial services. Financial
Inclusion has become an issue of worldwide concern, relevant equally in econo-
mies of the underdeveloped, developing and developed nations. Building an Inclu-
sive Financial Sector has gained growing global recognition bringing to the fore
the need for development strategies that touch all lives, instead of a select few.

4. Why does Inclusive Financial Sector development matter? Access to a
well-functioning financial system can economically and socially empower
individuals, in particular poor people, allowing them to better integrate into the
economy of their countries, actively contribute to their development and protect
themselves against economic shocks. Creation and expansion of financial services
targeted to poor and low-income populations can play a vital role in enhancing
financial access. Inclusive financial sectors— those in which no segment of the
population is excluded from accessing financial services — can contribute to attain-
ing the goals contained in the United Nations Millennium Declaration, such as
halving the proportion of people in the world who live in extreme poverty by 2015.

5. An Inclusive Financial Sector, the Blue Book says, would provide access
to credit for all “bankanble” people and firms, to insurance for all insurable people
and firms and to savings and payment services for everyone. Rangarajan Commit-
tee On Financial Inclusion (RBI, 2008) has argued that an open and efficient
society is always characterized by the unrestrained access to public goods and
services. As banking services are in the nature of public goods, financial inclusion
should be viewed as availability of banking and payment services to the entire
population without discrimination of any type. Finally, the Rangarajan Committee
has defined financial inclusion as “delivery of banking services and credit at an
affordable cost to the vast sections of disadvantaged and low income groups. The
various financial services include savings, loans, insurance, payments, remittance
facilities and financial counseling/advisory services by the formal financial
system.”
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Source: RBI, 2008.

6. Financial Inclusion is not only the process of ensuring access to financial
services or making available timely and adequate credit when needed by vulner-
able groups, such as weaker sections and low income groups, at an affordable cost,
it must also be appropriate, fair and transparent. What we need to do is first
improve access to various financial products and services for the entire population
and ensure that such access is provided by mainstream institutional players.
Enabling people to get credit from small institutions, money lenders and the like is
not financial inclusion. Access has to be through mainstream institutional players
and only then such access will be fair, transparent and cost effective (Kochhar,
2009).

7. Only opening a bank account is not financial inclusion. Of course, the first
thing is a check-in account, what we call a no-frills account. And the next step is
immediate credit. Today, what the poor wants is accessibility to immediate credit.
However, in most of the cases, the poor does not need credit for business or entre-
preneurship, but it is for meeting a financial emergency, like health or urgent
domestic needs. This immediate credit stage is followed by the introduction of
various savings products, followed by remittances and payment services. This
might be followed by insurance, especially health insurance, housing loans etc.
Entrepreneurship credit comes at the last. This way, people have to be creditwor-
thy and “financially included”. Therefore, we have to go through all these stages
and we have a long way to cover (Kochhar, 2009).

8. Subbaro (2013) asserts, financial inclusion does not only mean providing
financial services. It also includes “financial literacy”, meaning financial aware-
ness, knowledge about banks and banking channels, facilities provided by banks,
advantages of using banking routes etc. It involved educating people financially,
making them financially literate. Financial inclusion and financial literacy are
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integral to each other, they are two elements of an integral strategy. The disadvan-
taged people need both access to and awareness of financial services. Financial
literacy is demand side phenomena and financial inclusion, supply side response.

Inclusive finance Vs. Microfinance

9. Many development practitioners and financial institutions believe that
there is a paradigm shift from microfinance to inclusive finance — from supporting
discrete microfinance institutions (MFIs) and initiatives to building inclusive
financial sectors. Inclusive finance recognizes that a continuum of financial
service providers work within their comparative advantages to serve poor and
low-income people and micro and small enterprises. Building inclusive financial
sector includes but is not limited to strengthening microfinance and MFIs. Existing
terminology that developed over many years to describe microfinance initiatives
no longer serves well when we shift to discussing inclusive financial sectors.
Microfinance has been defined as the provision of diverse financial services
(credit, savings, insurance, remittances, money transfers, leasing, and payment
mechanism) to poor and low-income people. Retail financial service providers that
serve this market segment are increasingly more difficult to define with one
common term. They include NGOs, private commercial banks, state-owned banks,
non-bank financial institutions (such as finance companies and insurance compa-
nies), credit unions and credit and savings cooperatives. Many of these institutions
are quite large, many are quite old and many have large number of clients and
highly diverse products and services. As a result, the term MFI is often not descrip-
tive or adequate to refer to this diverse group of financial institutions. While each
of them plays an important role in inclusive finance, many of them could not be
considered MFIs in the technical sense.

Inclusive Finance and Poverty Alleviation

10. Financial Inclusion is an important tool for attacking poverty. There are
three dimensions of attack on poverty (WDR-2000-01):
- Creating opportunities for poor to improve their lives.
- Empowering the poor to demand more responsive state and social
institutions.
- Providing the poor security- to cope with risk.
Financial Inclusion is important on all three dimensions
- Opportunity, empowerment and security.

11. Financial inclusion is good for all the stakeholders.
- Good for the poor: Opportunity to improve their incomes and their
quality of life.
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- Good for the banks: Steady low cost savings, portfolio diversifica-
tion etc.

- Good for the government: Powerful tool of poverty reduction, it
also cuts down leakage.

- Good for the economy: savings of the poor into the formal finan-
cial sector.

It is win-win for the poor, banks, government and economy. It is not just a

public good but a merit good.

Who are excluded and Why?

12. Access to financial services - financial inclusion - implies an absence of
obstacles to the use of these services, whether the obstacles are price or non-price
barriers. It is important to distinguish between access to - the possibility to use -
and actual use of financial services. Exclusion can be voluntary, where a person or
business has access to services but no need to use them, or involuntary, where
price barriers or discrimination, for example, bar access. Failure to make this
distinction can complicate efforts to define and measure access.

—> Users of formal No need
financial services
Voluntary
— L
Self-exclusion Cultural / religious reasons
- not to use / indirect access
Population |
. Insufficient income /
high risk
Non-users of
| formal financial L, o
services Discrimination
Involuntary
exclusion || Contractual /
| informational framework
L | Price/product features
Source: Finance for All? The World Bank, 2008.
13. For promoting financial inclusion, we have to address the issue of exclu-

sion of people who desire the use of financial services, but are denied access to the
same. There are a variety of reasons for financial exclusion. From the demand side,
lack of awareness, low income/assets, social exclusion, and illiteracy act as barri-
ers. From the supply side, distance from the branch, branch timings, cuambersome
documentation procedures, unsuitable products, staff attitudes are common
reasons for exclusion. All these result in higher transaction cost and lower profit-
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ability. On the other hand, the ease of availability of informal credit sources makes
these popular even if costlier.

Extent of Financial Inclusion

14. Extent of financial inclusion can be assessed in a number of ways. An
important measure of financial inclusion is to count the number of people who own
a bank account. A person holding a bank account is considered to have elementary
banking knowledge. Thus a count of the number of bank accounts gives an idea of
the percentage of people who are aware of banking and what percentage still needs
to be included. This is why the most commonly used indicator has been the number
of bank accounts (per 1000 people). However financial inclusion does not end with
the opening of bank accounts. What matters ultimately is the availability of bank-
ing services and access to finance by the mass people. Some other indicators, have
also been developed to capture the financial inclusion such as number of bank
branches (per million/per thousand people), number of ATMs (per million/per
thousand people), bank credit as percentage of GDP, bank deposit as percentage of
GDP etc. One recent review of national surveys reported that 89.6 per cent of the
population of 15 countries in the European Union had a bank account, with coun-
try proportions ranging from 99.1 per cent in Denmark to 70.4 per cent in Italy.
The comparable figure for the United States was 91.0 per cent. World Bank (2008)
shows, in most developing countries less than half the population has an account
with a financial institution, and in many countries less than one in five households
does.

15. Bangladesh Scenario: The approach to Financial Inclusion in developing
countries such as Bangladesh is somewhat different from the developed countries.
In case of developed countries, the focus is on the relatively small share of popula-
tion not having access to banks or the formal payment system. Whereas in Bangla-
desh, we are looking at the majority who are excluded. Dr. Atiur Rahman, Gover-
nor, Bangladesh Bank, reiterated, “Financial Inclusion is a high Policy Priority in
Bangladesh, for faster and more inclusive growth.” According to the Governor, in
view of no widely adopted uniform definition, financial inclusion is reckoned in
Bangladesh as access to financial services from:

a) Officially regulated and supervised entities (banks and financial institutions
licensed by Bangladesh Bank, MFIs licensed by the Micro-credit Regula-
tory Authority, registered co-operatives), and

b) Official entities themselves (post offices offer savings, money transfer and
insurance services, national savings bureaus).

16. In terms of the above guideline, despite substantial bank branch expansion
and increase of membership of MFIs and other institutions, about 25 percent of
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adult population is still financially excluded. In terms of banking credit related

indicators too, the state of financial inclusion is not encouraging. For example, in

Bangladesh, the access of people involved in agriculture who mostly live in rural

areas to banking services is not sufficient with respect to their contribution to

GDP. In FY 13 the share of the agriculture sector in GDP was around 19 percent

whereas the share of advances in total advances to this sector stood at only 6

percent. A substantial proportion of the households, especially in rural areas, is

still outside the coverage of the formal banking system and is, therefore, unable to

access mainstream financial products such as bank accounts and low cost loans. In

terms of opening bank branches, it has been made mandatory that one urban

branch must be accompanied by one branch in rural areas to encourage bank

business there. In spite of the existence of 58 percent of total bank branches in rural

area, the shares of rural bank branches in total deposits and advances were 18

percent and 10 percent, respectively, as of June 2013 which indicates a very low

exposure of rural people to the formal banking system.

17. Institute of Microfinance (InM) conducted a survey on “Access to
Finance” in 2011, which shows:

- About 77% of the households have access to any kind of financial
services;

- Access to formal financial services is only 37%;

- Nationally, 54% of the households have access to any credit;

- Only 8% have access to formal credit;

- In terms of savings, only around 57% of households have access to any
savings;

- Access to formal savings is shared by only around 28% of households.

18. BB has taken strong initiatives in the last few years to widen the coverage
of banking services, especially by including the disadvantaged section of the
society in the formal financial system. Along with moral suasion, a number of
policy measures covering the opening of bank branches, deposit and credit prod-
ucts, some of which are very innovative for our banking system, have been taken.
These include: changing of branch opening rules from 5:1 to 1:1 (for opening 1
urban branch, 1 rural branch is to be opened), availability of highest quality bank-
ing services to farmers by allowing them to open banks account with minimum
initial deposit (Tk. 10 only); issuing branch licenses to all SME/Agriculture
service centers; easy and effective access to banking services for physically
incapable people, hard core poor, unemployed youth, freedom fighters etc.; relax-
ing conditions of loan repayment and providing fresh facilities to natural calamity
affected farmers; mandatory participation in agriculture/rural credit for all banks
including PCBs and FCBs; provision of agriculture credit to sharecroppers; formu-
lation and implementation of Agriculture and SME Credit Policies and targets;
putting emphasis on financing women entrepreneurs; arranging refinancing
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schemes for banks; developing ICT solutions (mobile banking, smart card etc.) for
inclusive banking; encouraging creative partnership between banks and MFIs;
Agent Banking, policy guidelines for Green Banking and introduction of financial
inclusion oriented CSR, School banking, arranging cross country banking road
show etc.

19. The policies and measures which have been undertaken so far in Bangla-
desh in the context of inclusive banking are of course essential and in the right
directions and have already started creating positive impacts. For example,
government owned commercial and specialized banks have so far opened 96 lakh
10 Taka farmers’ accounts. It is obvious that opening of these accounts will help
our government to migrate from paper based payments of state benefits (which is
really very time-consuming and sometimes inhuman on the part of beneficiaries)
to direct payment into accounts. Ultimately, these accounts are expected to play a
key role in stimulating demand for other financial products. In the context of
Bangladesh, it is expected that these farmers account can facilitate a transaction to
higher level of financial transition, which in turn can lead to greater financial inclu-
sion. Moreover, BB has undertaken one refinancing scheme of Tk. 200 crore for
financing Tk. 10 account holders at easy terms with a view to make the rural
economy vibrant through keeping Tk. 10 accounts active. Likewise, the volume of
SME financing (as a tool of financial inclusion) by banks has increased manifolds.
For example, in 2009, BB target for SME financing was only around Tk. 24,000
crore and it increased to around Tk. 75,000 crore in 2013, and achievement was
115%. Now, SME loans constitute around 30% of total loans and advances. A lot
of entrepreneurs are getting substantial amount of SME loans and every bank has
got SME dedicated and women dedicated SME desk. One Bangladesh Bank study
shows that SME loans have a number of positive impacts on Bangladesh economy
in terms of employment creation, improvement of living standards, women
empowerment, and contribution to GDP etc. For coordinating and reinforcing the
financial inclusion efforts, BB has converted the Agricultural Credit Department
into Agricultural Credit and Financial Inclusion Department and created two new
departments namely, SME and special Programs Department and Green Banking
and CSR department. Finally, all these financial inclusion efforts have direct and
indirect effects on the promotion of financial stability of the country.

Future Challenges

20. There are some issues which should also be taken into consideration for
effectively addressing the challenges for ensuring sustainable inclusive banking in
the country. These are:

1) The inclusive banking measures are bank-led and regulatory
driven. These are not really spontaneous initiatives on the part of
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vi)

vii)

banks and financial institutions, without which sustainability of
inclusive banking cannot be established.

The measures so far taken are still not sufficicut to address the
demand side problems of the financially excluded sections of the
population. Financial exclusion is not only a supply- side prob-
lem.

Banking approaches to the financially excluded people are to be
changed. Here, banks should go to the public, rather than custom-
ers coming to them.

Woman focus of the inclusive banking measures must be main-
tained.

Initiatives in regard to financial literacy and establishment of
credit counseling centers are very necessary, but these are absent
in Bangladesh. Not only for excluded people, even the financial
service providers should also undergo extensive and continuous
training on financial inclusion. This subject matter (financial
inclusion) should be incorporated as a key segment of the initial
training received by frontline branch and other customer contact
staff.

Like mandatory agriculture/rural finance programs, all banks
operating in Bangladesh may be asked to participate in the finan-
cial inclusion program for which the responsibility of different
unbanked/underbanked districts/areas should be allocated among
the banks on the basis of some rational criteria.

Finally, instead of giving piecemeal directives, the central bank
should provide detailed guidelines of inclusive banking to all
formal banks and financial institutions.
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Exchange Rates, Capital Movements And
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Abstract: The paper has explained that relationship among capital move-
ment, exchange rate management and independence of monetary policy
(popularly know as impossible trinity) in the context of developing coun-
tries specially Bangladesh. It observes that in contrast to developed econo-
mies which opt for "corner solutions", developing economies (India and
Bangladesh) have typically opted for "middle solutions" giving up on some
flexibility on each of the variable to maximise overall macroeconomic
advantage. In the post financial crisis of 2007-08, it is over the question of
capital mobility that the biggest change can be seen. Bangladesh financial
sector remained virtually unruffled by the global financial crisis mainly
because of regulated limited openness of Bangladesh to short term capital
flows. The global financial crisis has also changed the theology of central
banking in a fundamental way. Now, a consensus has developed around the
view that not only price stability (orthodox central banking) but also the
financial stability has to be within the explicit policy calculus of central
banks. Bangladesh Bank has also opted to deviate from the mainstream
monetary policy approach (price stability) of developed countries.

1. Macroeconomic concepts like Exchange Rates, Capital Movements and Mon-
etary Policy are very crucial to understanding the crisis like the East Asian finan-
cial crisis of late 1990s, the Global financial crisis of 2008 and the most recent
Euro debt crisis. The objectives that we want to achieve by practicing those macro-
economic concepts/tools all seem very desirable and it would have been excellent
for an economy to have these all. However, the famous “Mundell’s Trilemma”
observes that a country can choose no more than two of the following three
features of its policy regime: one, free capital mobility across borders; two, a fixed
exchange rate, and three, an independent monetary policy. This phenomenon is
also known as “Impossible Trinity”.
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Impossible Trinity

Fixed Exchange Rate

Independent Monetary Free Capital Flows
Policy

Figure -1

2. The choices the world made under the impossible trinity varied over time. Under
the gold standard, exchange rates were fixed and capital could move around, but
central banks were forced to adjust interest rates to ensure they did not run out of
reserves. This could lead to pressure on the real economy, and a lot of booms and
busts. Under Bretton Woods, we had fixed exchange rates (with occasional adjust-
ments) and independent monetary policy, but capital mobility was highly
restricted; The Bretton Woods system broke down under the weight of fixed
exchange rates, and the world moved to largely floating exchange rates. Capital
was allowed to flow freely round the world. In the post-Bretton Woods era, coun-
tries have made different choices. The most common case, typical across advanced
economies, is to give up on a fixed exchange rate so as to run an open economy
with an independent monetary policy. On the other hand, economies that adopt a
hard peg give up on independence of monetary policy. Examples include the
currency boards set up by Hong Kong and, for a time, Argentina.

3. Notwithstanding its real life validation, it is not that Mundell’s ‘Impossible
Trinity’ is inviolable. Many of the assumptions underlying this model do not often
hold; indeed the new open economy macroeconomy models that build on price
rigidities and monopolistic competition demonstrate policy dynamics quite differ-
ent from those built in the Mundell-Fleming tradition. Therefore, in contrast to
advanced economies which opt for corner solutions, emerging economies have
typically opted for middle solutions, giving up on some flexibility on each of the
variables to maximize overall macroeconomic advantage.

4. For example, India has opted for a middle solution on the “impossible trinity”
whose contours are the following: (i) exchange rate has been made largely market
determined, but intervening in the market to smooth excess volatility and/or to
prevent disruptions to macroeconomic stability; (ii) capital account is kept only
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partly open; while foreigners enjoy mostly unfettered access to equity markets,
access to debt markets is restricted; there are limits to the quantum of funds
resident corporates and individuals can take out for investment abroad, but the
limits are quite liberal; and (iii) because of the liberalization on the exchange rate
and capital account fronts, some monetary policy independence is forfeited. What
the middle solution also implies is that a country can guard on all the three fronts
with the relative emphasis across the three pillars shifting according to macroeco-
nomic situation.

5. In this context, we may also share the experience of Bangladesh. Bangladesh
Bank Governor Dr. Atiur Rahman, in one of his papers, “Challenges to Central
Banking in the context of the Financial Crisis”, has explained how Bangladesh
fared on the recent global financial crisis. Bangladesh financial sector remained
virtually unruffled by the global crisis mainly because of regulated limited open-
ness of Bangladesh to short term capital flows. A small net FPI outflow was far
outweighed by sustained strong inflow of remittances from workers abroad. Com-
petitiveness of our apparels and textiles sector kept overall FY 09 export growth in
double digits. Import of capital goods for new investment activities weakened in
the recessionary global environment and food grain imports remained low with
good domestic harvests. Low outflows for imports from the surging inflows of
workers’ remittances and export proceeds kept the local financial markets awash
with liquidity, in sharp contrast with most markets elsewhere facing liquidity
crunch caused by large scale flight of FPI and non-resident deposits. Bangladesh
Bank guided the financial sector in utilizing the liquidity glut in productive
pursuits (lending in agriculture, SMEs, renewable energy and effluent treatment
projects etc., sectors typically under-served by markets) that strengthened domes-
tic demand by increasing employment and income. Export sectors affected by
weak demand were extended fiscal support (modest subsidies, tax/fee waivers etc.)
from the government, which also increased social safety-net expenditure for the
weak and vulnerable population segments.

6. During the post crisis period, it is over the question of capital mobility that the
biggest change can be seen. The global financial crisis (and also the Asian Finan-
cial Crisis of 1997) showed the dangers of unrestricted capital movements. Booms
were unsustainably boosted into bubbles much greater than they otherwise would
have been, while the inevitable crash was made far worse by capital flight. Capital
mobility was destabilising economies and making them more extreme. Economists
are beginning to reconsider their using and advocating some limited use of them.
Paul Krugman and Joesph Stiglitz are leading the change and over 250 economists
signed an open letter calling for capital controls. Studies of banking crashes have
found that they are often preceded by a large influx of capital and followed by
capital outflows. It is therefore, concluded that capital controls are useful in
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preventing banking crashes. Even neo-liberal institutes such as the World Bank
and the IMF acknowledge that there are occasions when capital controls are
beneficial.

7. The current evidence from different studies supports the stands of most develop-
ing economies on having controls on capital flows in the presence of managed
floating exchange rate management systems. The welfare gains are also evident in
the above mentioned studies. The policy has also worked in protecting a number
of developing countries (including Bangladesh and India) to save themselves from
the negative waves of crises that translated mainly through capital volatility and
sudden change in exchange rates.

8. The global financial crisis has changed the theology of central banking in a
fundamental way. The orthodoxy of central banking before the 2008 crisis was:
single objective - price stability; single instrument - short-term interest rate.
Although most central banks deviated to different extents from this minimalist
model, yet, the crisis came as a powerful rebuke to central banks for having
neglected financial stability in their single-minded pursuit of price stability. A
consensus has developed around the view that financial stability has to be within
the explicit policy calculus of central banks, although opinion is divided on the
precise nature of institutional arrangements for maintaining financial stability.

9. Some central banks of developing countries like Bangladesh Bank have opted to
deviate from the mainstream monetary policy approach of developed economies.
These central banks have been following monetary and financial policies towards
supporting inclusive and sustainable growth. BB's monetary policy approach
attempts to serve Bangladesh economy in upholding growth and stability and have
been experiencing macro financial stability amid domestic shocks and external
turbulences, including the last global financial crisis. Thus, the outcome so far has
been positive and encouraging in regard to maintaining financial stability in the
country. Monetary policy approaches of many other developing economy central
banks have variants of similar inclusiveness and sustainability-supportive aspects.
Based on the experiences of several developing countries, it can be stated that price
stability, the primary objective of monetary policy, does not occur in isolation
rather financial stability is an important requirement for ensuring price stability.

10. As central banks are grappling with balancing the demands of price stability
and financial stability, there is now yet another powerful assault on central bank
orthodoxy arising from the euro zone sovereign debt crisis. The argument, in its
essence, is that if a central bank is committed to financial stability, it cannot ignore
the feedback loop between financial stability and sovereign debt sustainability,
and by extension therefore, it has to be mindful of sovereign debt sustainability
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concerns. In this context, Subbarao (2012) argues, is the new trilemma - the simul-
taneous pursuit of price stability, financial stability and sovereign debt sustainabil-
ity - a new impossible trinity? Possibly not. There is no theory which says that
these objectives are inconsistent with one another. It can even be argued that the
three objectives reinforce each other, and that together they sustain growth,
thereby constituting not an impossible trinity, but actually a holy trinity of objec-
tives.

Holy Trinity
Price Stability
Financial Stability Sovereign Debt
sustainability
Figure - 2

That does not by any means imply that the holy trinity of objectives can always be
achieved simultaneously, or once achieved, can be maintained as such indefinitely.

11. The monetary policy stance of Bangladesh Bank aims to preserve the country’s
external sector stability. As part of that overall capital flows are under close moni-
toring of the central bank and concerned policy makers. Capital account of Bangla-
desh is not fully convertible. As in a number of developing countries, outflow of
capital has been generally restricted whereas inflows are permitted. Strategy of
incentivizing foreign direct investment inflows is not very different in the country
from the strategies of a number of developing countries. Bangladesh receives FDI
from both developed and developing countries across the globe. The major inves-
tors come from 36 different countries of which 21countries are from developing
and transition economies and Bangladesh received 70 per cent of total FDI inflow
from only 11 countries (Unnayan Onneshan, 2012). It is nice to see that FDI
inflows changed from import-substitutes to export oriented manufacturing. In
terms of attracting FDI inflows, manufacturing and services sectors are playing
important role. After entering into the WTO (World Trade Organization), Bangla-
desh opened the services sector and made a competitive policy framework which
contributed flow of FDI in services sector. According to BB Monetay Policy State-
ment (2014), the capital and financial account shows that the estimated foreign
direct investment in FY 14 was $1550 million concentrated in three largest sectors
- telecommunications, power and textiles. New foreign firm entry was limited
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given recent domestic uncertainties.

12. A stable Taka-Dollar exchange rate and the slump in share prices lured foreign
funds to the Bangladeshi stock markets in recent times. According to available
information, foreign portfolio investments increased remarkably in recent months.
The rise in foreign investments boosted the confidence of the local investors; how-
ever, any sudden rise should be monitored. [The Jul-Dec period of the 2013-14
fiscal saw inflow of USD 310 million foreign funds in the stock markets. It was
USD 116 million during the same period in the previous fiscal. The 2012-13 fiscal
saw USD287 million foreign portfolio investment in the markets, while during
2011-12 it was USD240 million- http://news.priyo.com/2014/02/01/stock-

markets-piled-foreign-investments-99314.html]. Stable exchange rate for quite
some time is believed to be the factor that attracted foreign funds. It is to be men-
tioned that there were almost no foreign funds in the market following the stock
market difficulty of 2009-10. Difficulties in the stock markets in the world also
contributed in attracting foreign portfolio investors.

13. In Bangladesh, the industrial enterprises in the private sector incorporated
under the Companies Act 1994 and registered with Board of Investment (BOI) are
eligible for obtaining credit from recognized lenders. However, in order to obtain
loans from foreign sources a private company in Bangladesh needs approval from
the BOI. As in most developing countries, policy makers of the country had been
very conservative in allowing these loans. Practically, following the East Asian
financial crisis in 1997, the importance of monitoring and regulating the external
debt position of a country, and specifically the rate of build-up of private commer-
cial borrowing, received due attention of the policy makers.

14. Private debts to Bangladesh remained insignificant in early twentieth and
increased only in recent years mainly due to the change in the approach of the
policy makers. In the country, the main rationale for the recent borrowing from
foreign sources was the lower interest rate compared to domestic sources; and also
because most local banks could not finance large projects due to their limited
capital base. In terms of the loan use most companies used borrowed fund mainly
to import capital machineries either to start new projects or to expand the existing
ones. A recent survey by Bangladesh Bank (2014) observed that the loans were
generally used productively. Alongside allowing domestic corporates to facilitate
cheap fund it is expected to create downward pressures on the loan rates offered by
the banks. Another important observation in connection with import finance
(BIBM Trade Review 2014) is the huge increase in the buyers’ credit (discounting
through OBU/correspondent bank) under deferred payment credit popularly
known as UPAS. In between April 2013 and April 2014, the volume increased
from around USD 520 million to USD 3355 million (BB information). This is over
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60 percent of the total import finance and around 30 percent of the total trade
finance volume of the country. It can be observed (in 2014) that Bangladesh Bank
has already addressed the issue by allocating the liabilities on quarterly basis to
minimize the potential impact of sudden high outflows of foreign currency in near
future.

15. Avoiding excessive exchange rate volatility remains a key objective of the
monetary policy authority of Bangladesh. As stated in the most recent MPS, BB
(2014) continues to support a market-based exchange rate while seeking to avoid
excessive foreign exchange rate volatility. BB’s interventions in the foreign
exchange market have protected exporters by slowing the appreciation of the Taka
in recent time. Moreover by opening up working capital borrowing at lower inter-
est rates from foreign sources to exporters in FY13, and increasing the Export
Development Fund size, as well as expanding the sectors eligible for the Fund, BB
is actively promoting export competitiveness. The practice of intervention by the
Bangladesh Bank in the foreign exchange market is well recognized though
officially a floating arrangement was adopted in 2003. Current exchange rate
arrangement of Bangladesh, termed as ‘managed floating” by IMF, has been effec-
tive in having required controls on external balances.

16. Practically, ‘Mundell’s Trilemma’ has never been the case for most developing
countries considering the status of monetary-fiscal coordination. Though the situa-
tion improved, dominance of fiscal policy and accommodation of the monetary
policy remained the case in most of these countries. In regard to the monetary
policy in Bangladesh, the autonomy status improved but independence remained
limited. The strategies as part of monetary policy of Bangladesh Bank to maintain
‘external sector stability’ remain effective, and the combination of managed float-
ing and controlled capital movement are working well in the context of the coun-

try.
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Abstract: This paper explores SAARC countries' readiness to espouse a
common currency in the region. Using the concept of standard economic
procedures & practical experiences of adoption of Euro by the European
Union (EU) and given the present status of economic integration, the paper
finds that South Asian countries are not yet prepared to adopt either a
common currency or a parallel currency in a foreseeable near future. The
paper indicates that as per the ‘Theory of Economic Integration’ the
SAARC countries are now under process of satisfying the prerequisites of
second stage i.e. free trade area which is yet to be completed to reach
successive phases of customs union, common market, economic and
monetary union for achieving complete economic integration process in the
South Asia. Finally, adoption of a common currency or even a parallel
currency will depend not only on the political commitment but also on the
capacity to resolve physical and non-physical barriers to trade and coop-
eration among the SAARC member countries.
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The South Asian Association for Regional Cooperation (SAARC) was originated
in 1985 with a view to promoting welfare and improving quality of life of the
people of its member countries through enhancing active collaboration and mutual
assistance for accelerating economic growth, social progress and cultural develop-
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ment. In the way of its last 28 years journey and from the experience of many pow-
erful economic groupings of the world, the leaders of the SAARC nations mean-
while have realized that in order to develop SAARC as a stronger economic group,
enhanced economic cooperation and harmonization of macroeconomic policies in
the region are essential. Following this realization, the Heads of States or Govern-
ments of SAARC countries at their 10th SAARC Summit held in Colombo on 29
July 1998 agreed, in principle, to establish a "Network of SAARC Central Banks
Governors' and Finance Secretaries” (SAARCFINANCE)" for opening dialogues
on macroeconomic policies of the region and sharing mutual experiences and
1deas. Later on, the Heads of States or Government of SAARC countries at their
13th SAARC Summit held in Dhaka during 12-13 November 2005 decided to
engage their finance ministers to draw a roadmap for regional cooperation in South
Asia for the next decade and to visualize the vision of South Asian Economic
Union (SAEU) in a phased and planned manner. Accordingly, the First Meeting of
SAARC Finance Secretaries which preceded the First Meeting of SAARC Finance
Ministers held in Islamabad, Pakistan during 10-11 July 2006 recommended for
forming an ‘Inter-Governmental Expert Group (IGEG) on Financial Issues’ to
implement the directives of the 13th SAARC Summit. Subsequently, the Finance
Ministers of the region and the officials associated with the SAARCFINANCE &
SAARC-IGEG on Financial Issues have assembled a number of occasions to
intensify regional economic cooperation. The process of this regional cooperation
has been accelerated in the recent years with the region's integration into the
system of globalization where the SAARC countries’ overall performances in
terms of achieving higher real GDP growth rates are also encouraged to go forward
for further intensifying regional economic cooperation and materializing the
ultimate aspiration of creating South Asian Economic Union (SAEU) and intro-
ducing a common currency in SAEU in a rapid way as per direction of the 13th
SAARC Summit held in Dhaka.

2. Meanwhile, some member countries such as India has shown their curiosity to
introduce parallel currency at least within three or more countries under the
consideration of introducing common currency may take a large time to realize and
the region as a whole may not even be ready to adopt parallel currency given the
present state of economic integration and geopolitical reality. Under these circum-
stances, the basic purpose of this paper is to exploring SAARC countries' readiness
to espouse a common currency in the region. Using the concept of standard
economic procedures & practical experiences of adoption of euro by the European
Union (EU) and given the present status of economic integration, SAARC coun-
tries’ juncture to adopt common currency will be explored and possibility of
espousing a common currency or parallel currency even with some limited number
of SAARC member countries including Bangladesh will also be examined.

3. As the countries in any geographic region vary with respect to their economic,
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political and social conditions; it is difficult to illustrate any single standard theory
in introducing common currency within an economic region. So, there is no com-
patible economic theory on implementing common currency within a fixed
geographical region. However, some economists, in their respective literatures,
tried to explain the economic rationale behind the implementation of common
currency depending on experiences of various nations. The ‘Theory of the Opti-
mum Currency Area (OCA)’appeared in the early 1960’s as a result of the seminal
work of Mundell (1961), along with the subsequent works of McKinnon (1963)
and Kenen (1969). All the economists argued that the implementation of common
currency depends on satisfying some common characteristics within the currency
area which result in an improved welfare of the population of its residents. The
common characteristics, mostly known as OCA properties, are: (i) mobility of
labor and other factors of production; (ii) price and wage flexibility; (iii) financial
market integration; (iv) economic openness; (v) diversification in production and
consumption; (vi) similarity in inflation rates; (vii) fiscal integration; and (viii)
political integration. The area/region that satisfies these criteria becomes an
optimal currency area. Similarly, the ‘Theory of Economic Integration’ suggests
that to introduce a common currency in any region, the following phases of
economic integration are needed to be satisfied: (i) making preferential trading
area (with reduced customs tariffs among certain countries); (ii) making free trade
area (with no internal tariffs on some or all goods among the participating coun-
tries) (iii) making customs union (with the same external customs tariffs for third
countries and a common trade policy); (iv) making common market (with common
product regulations and free movement of goods, capital, labor and services); (v)
making an economic and monetary union (a single market with a single currency
and monetary policy); and (vi) completing economic integration (all the above
plus harmonized fiscal and other economic policies). The European experience
also reveals that the Euro did not spring forth full-blown on January 1, 2002 rather
it took a very long, erratic and laborious process to gestate the common currency-
Euro starting since the early 1950s by establishing the European Payment Union.
In fact, the European experience does suggest that the adoption of a common
currency is the last step of the process of regional economic integration, and hence
takes a long time. Now, given this reality it has to be identified that how much
progress the SAARC countries have achieved in terms of economic integration
and what are the outcomes so far of this integration process.

4. It may be noted that with the adoption of SAARC Preferential Trading Arrange-
ment (SAPTA) at the seventh SAARC Summit held in Dhaka during 10-14 April
19932 SAARC countries formally start its first phase to promote trade relations
and remove trade barriers among member countries. The second phase of

2 Although SAPTA was adopted at the 7th SAARC Summit in 1993 but it came into force on 7th
December 1995 after finalizing all of its modalities by some technical meetings.
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economic integration started with the agreement on South Asian Free Trade Area
(SAFTA) being implemented from 2006. With this agreement SAARC has entered
into a new horizon to create a free trade area of 1.8 billion people for 7 countries’;
namely, Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan and Sri Lanka. The
seven foreign ministers of the region then signed an agreement on SAFTA to
reduce customs duties of all traded goods to zero by the year 2016 in a phased
manner. This means that SAARC counties have entered into the second phase of
economic integration which is yet to be completed to reach third stage, i.e.,
customs union. But it is unfortunate that SAFTA is facing numerous challenges
like non-tariff barriers and immobility of factors of production due mainly to lack
of political commitment and shortage of appropriate technical expertise in the
relevant fields for most of the SAARC countries to implement the agreement. As
a result, the interregional and inter industrial trade among the SAARC countries
are still remaining at a nascent stage. A recent study of Asian Development Bank
indicates that although the share of trade over GDP* of SAARC countries have
increased over the last two decades but inter-regional trade among these countries
is very low as compared to ASEAN and it is even lower than the other economic
blocks of Central Asia (Table-1). Available data show that on an average only
around 5% total international trade takes place among the SAARC countries which
is over 26% in ASEAN and jointly over 12% in the countries of two Central Asian
economic blocks>.

Table 1: Comparative Intra-regional Trade Shares of South Asia, ASEAN and
Central Asia

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 Average (2001-

2011)
SAARC 48 52 62 58 60 51 52 43 42 45 43 5.05
Central Asia* 60 60 60 60 60 60 60 60 60 60 60 6.00
Central Asia** 81 73 64 86 78 68 63 42 53 60 56 6.58

ASEAN 10 240 244 26.6 26.7 27.2 27.1 269 26.7 259 26.3 25.9 26.15

Source: Draft SAARC-ADB Study on “Regional Economic Integration in SAARC, its current extent and
recommendations for further deepening”, 2013

* SAARC- Afghanistan, Bangladesh, Bhutan, India, Maldives, Pakistan, Nepal and Sri Lanka

e ASEAN 10 - Brunei Darussalam, Cambodia, Indonesia, Lao PDR, Malaysia, Myanmar,
Philippines, Singapore, Thailand, and Viet Nam.

» Central Asia* - Afghanistan, Armenia, Azerbaijan, Georgia, Kazakhstan, Kyrgyz Republic,
Pakistan, Tajikistan, Turkmenistan, and Uzbekistan

3 Afghanistan became the 8th country of SAARC in the 14th SAARC summit held on 3 April, 2007
at New Delhi, India after the introduction of SAFTA.

4 Total trade as percentage of GDP also represents the status of openness of an economy.

5 It is true that the share of SAARC countries inter-regional trade can be altered if informal trade is
taken account but this should also be considered that informal trade gets momentum where
openness of the economies are restricted by trade barriers.
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* Central Asia** - Armenia, Azerbaijan, Georgia, Kazakhstan, Kyrgyz Republic, Tajikistan,
Turkmenistan, and Uzbekistan

There has thus far been little progress in South Asia on a sequenced adjustment
path towards regional integration, as is evidenced by the still very low share of
regional intra trade in total external trade of the regional countries. The small share
of inter-regional trade in SAARC countries mainly originates from the lack of
sufficient complementariness of exportable items. If we consider the major export
items of all SAARC countries, it will be found that export items of all SAARC
countries are almost similar to each other due to similar comparative advantage
profiles. Moreover, the inter-regional trade potentials are restrained by numerous
tariff and non-tariff barriers such as Sanitary and Phyto-Sanitary (SPS) measures,
Technical Barriers to Trade (TBTs) and other related measures; tariff quota and
anti-dumping measures; licensing requirement etc. Another significant barrier to
expansion of inter-regional trade in the SAARC countries is of existence of a huge
number of sensitive lists. It has been observed that although the working group on
reduction of sensitive lists under SAFTA has completed its task of reducing the
sensitive lists by 20% within January 1, 2012; a remarkable number of items under
sensitive lists are still remaining in almost all SAARC countries (Table-2).

Table 2: Revised Sensitive Lists of the Member Countries

Member No. of products in the earlier sensitive lists Number of products in the revised
State (before reduction) sensitive lists (Phase-lIl) (after reduction)
Afghanistan 1072 858
Bangladesh 1233 (LDCs); 1241 (NLDCs) 987 (LDCs); 993 (NLDCs)
Bhutan 150 156
India 480 (LDCs); 868 (NLDCs) 25 (LDCs); 614 (NLDCs)
Maldives 681 154
Nepal 1257 (LDCs); 1295 (NLDCs) 998 (LDCs); 1036 (NLDCs)
Pakistan 1169 936
Sri Lanka 1042 845 (LDCs); 906 (NLDCs)

Source: SAARC Secretariat, 2013.

Moreover, poor trade facilitation, insufficient regional investment cooperation and
underdeveloped capital markets in most of the SAARC countries are also consid-
ered as large hindrance to boosting up inter-regional trade in SAARC countries. It
is, therefore, with the present-state of South Asian economic integration in trade
liberalization, investment cooperation, capital markets development, trade facilita-
tion (custom, standards, transit and logistic), cross-border connectivity, energy
sector cooperation and the current institutional structure to facilitate realization of
the South Asian Economic Union to introduce common currency within the region
may not be possible in a foreseeable near future. In fact, introducing a common
regional currency needs to be preceded by decades of resolute work towards deep-
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ening regional economic integration, from tariff harmonization (customs union)
onward to fiscal and monetary union, entailing substantial pressure of readjust-
ments in existing production structures in the member economies in face of resist-
ance from sectors under adjustment pressures.

5. We also need to remember that Eurozone's current problems with their common
currency arose from their monetary union taking place before sufficient fiscal
integration, which is making little or no headway even now. What has proven diffi-
cult for affluent European Union will obviously be more complex for the much
poorer South Asia; and a better off ASEAN region with much higher level of
intraregional trade than South Asia is making no attempt at a common currency. In
this context, considering introduction of a common currency in South Asia will be
far too premature at this stage, though desirable as a long term objective in the
interest of better regional and global stability. Now, let us turn our focus on the
consideration of introducing a parallel currency within the SAARC region or even
with limited number of SAARC member countries including Bangladesh.

7. Robert Mundell suggested that the Asian currency would have to be a common
parallel currency, used for international trade within Asia and with the rest of the
world. Out of various currency options, he opted US dollar to anchor for a parallel
currency in Asia. Mundell’s observation can equally be applicable for South Asian
countries. Because, although the major South Asian counties have common history
but given the present stage of economic integration, mutual suspicion and in some
cases mistrust towards each other, it will perhaps be very difficult, gauche and
prolonged process of reaching a consensus for creating common currency among
the existing eight SAARC countries. Realizing these difficulties and an uncertain
lengthy way of reaching consensus of creating common currency in SAARC, some
leading politicians and businessmen of this region are drifting the idea of introduc-
ing a parallel currency to promote regional cooperation in trade and investment,
which can eventually prepare the ground for a common currency in their opinion.
It may be noted that introducing common currency requires surrender of monetary
sovereignty and seigniorage revenues associated with currency creation and mon-
etary expansion by the member countries; because, an individual country can not
print money and finance the deficit as per its own budgetary requirements. Parallel
currency on the other hand, requires no such surrender of sovereignty. Individual
country can retain control of its own currency and monetary policy. Normally, a
smaller country which has very limited exposure to international markets adopts a
bigger and internationally credible country’s currency as parallel currency by
pegging its own currency to that currency to expand its economic activities
through attracting foreign investments and to maintain exchange rate stability. But
sometimes a group of countries or a region as a whole may also adopt any one of
their major currency or a new currency other than their any regional currency as a
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parallel currency for avoiding currency conversion costs and risks of devaluation
and to expand regional trade and investment. It may be noted that among the
SAARC countries Bhutan has already started to use Indian Rupee as parallel
currency. But Bhutan's case may not be equally suitable for Bangladesh for many
reasons. Bhutanese are using Indian Rupee as a parallel currency in their country
because of their huge trade dependency with India. It is notable that 75.7% of total
Bhutanese exports destination was in India and 72.3% of their total imports came
from India in 2011. At the same time, when we consider trade between Nepal and
India it is found that 67.7% of total Nepalese exports destination was in India and
63.4% of their total import came form India in 20116. On the other hand, although
trade between India and Bangladesh is being increased in the recent years due to
India's withdrawal of tariff on most of the Bangladeshi products but it has not yet
reached to a significant level. Available figures show that only 2.3% of total Bang-
ladesh's exports destination was in India while 13.6% of total Bangladesh’s
imports came from India in the same year as mentioned above (Table-3 and
Table-4). Even in the recently past two fiscal years, the share of Bangladesh's total
exports and imports with India remained almost at the same level. Moreover, trade
between Bangladesh and the rest of the SAARC countries are also remained very
insignificant with an unfavorable trade balance. It is most important to note that
Indian Rupee is not world-wide fully convertible currency like US dollar and
hence it cannot be conveniently used for investment of foreign exchange reserve or
settlement of international payments outside SAARC. In addition to that, over the
last two fiscal years Indian Rupee has depreciated not only against the US dollar
but also against the Bangladesh Taka, which means Rupee is not much more stable
currency than Taka. It may be noted that at the end of FY 2013 Indian Rupee
depreciated by 21.1% from end of the FY 2011 against Bangladesh Taka and
33.5% against the US dollar while Bangladesh Taka depreciated by only 4.9%
against the US dollar over the same period.

Table 3: Intra-regional export in South Asia (as % of total export) (in 2011)

Country | Afghanistan Bangladesh Bhutan India Maldives Nepal Pakistan SriLanka
Afghanistan na - - 18.7% - - 48.1% -
Bangladesh | 0.0004% na 0.02% 2.3% 0.0005% 0.07% 0.36% 0.08%

Bhutan - 5.8% na 75.7% - - - -

India - - - na - - - -

Maldives - - - - na - - 11.7%

Nepal - 2.9% - 61.7% - na - -

Pakistan 10.5% - - - - - na -

Sri Lanka - - - 5.2% - - - na

(-)=insignificant; na= Not applicable.
Source: WTO database files, April 2013

6 If we consider unrecorded or illegal border trade these percentage shares of export and import

may even be much higher than the recorded trade among Bhutan, Nepal and India.
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Table 4:Intra-regional import in South Asia (as % of total import) (in 2011)

Country | Afghanistan Bangladesh Bhutan India Maldives Nepal Pakistan Srilanka
Afghanistan na - - - - - 13.7% -
Bangladesh 0.04% na 0.06% 13.6% 0.004% 0.14% 1.99% 0.08%

Bhutan - - na 72.3% - - - -

India - - - na - - - -
Maldives - - - 101% na - - 5.6%

Nepal - - - 63.4% - na - -

Pakistan - - - - - - na -
Sri Lanka - - - 221% - - - na

(-)=insignificant; na= Not applicable.

Source: WTO database files, April 2013
Under the above stated circumstances, in terms of trade integration, although the
existing OCA literature supports Bhutan's decision to establish and maintain a
pegged exchange rate regime with India but it does not support introducing Indian
Rupee as a parallel currency in Bangladesh or in other SAARC counties except
Nepal. However, major South Asian economies like India may find it feasible to
further liberalize their currency convertibility, permitting use of their currencies
for international payment settlements by others, along lines now being tried out by
China. SAARC countries may also think to introduce a third currency as their
parallel currency for increasing inter-regional trade and also for increasing trade
with rest of the world as per Mundell’s observation on Asia’. But this will also
certainly depend on satisfying some specific set of OCA properties of trade
integration which SAARC countries have started by signing the SAFTA agree-
ment.

7. A well coordinated and comprehensive efforts will be required to realize the
ultimate vision of SAARC to transform it into a South Asian Economic Union
(SAEU). For this, the existing SAFTA agreement will have to be implemented in
a timely manner. SAARC Regional Standard Organization (SARSO) will have to
be established to form a South Asian Custom Union and a priority will have to be
given on free mobility of labor and other factors of production within the region by
eliminating all existing trade barriers through tariff harmonization. Infrastructure
and intra-regional connectivity will have to be improved and private sector initia-
tives will have to be encouraged particularly through the development of regional
capital markets which are still remaining at a nascent stage in all the SAARC coun-
tries except India. An institutional development will also be required to visualize
the vision of SAEU and as a first step of developing such institution; South Asian

7 It may be noted that in order to facilitate trade in South Asian countries including Iran and Myan-

mar have already created a system known as Asian Clearing Union (ACU) and a common artificial
currency called ACU dollar already exists in ACU which can also be given physical shape after
completing necessary steps of trade integration in the SAARC countries.
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Development Bank (SADB) can be established with appropriate officials repre-
senting all SAARC countries.

8. Finally, considering the current status of economic cooperation and trade
integration, it can be said that South Asian countries are not yet prepared to adopt
either a common currency or a parallel currency in a foreseeable near future. And,
the progress of the ongoing endeavor of creating a SAEU and finally adoption of a
common currency or even a parallel currency will depend not only on the political
commitment but also on the capacity to resolve physical and non-physical barriers
to trade and all out cooperation in all spheres of activities by all the SAARC
member countries.

9. What appears to be important at this stage is greater coordination of monetary &
economic policies along with development objectives & strategies of the countries
of the region. Some sort of formal mechanism for better coordination is the need
of the future.
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Abstract: Total foodgrain production in Bangladesh is 32.9 million tons of
which boro rice is 18.78 million tons. Boro rice is produced by using mostly
groundwater (80%,). In this paper, our aim is to see the variation of yield,
irrigation hours use, and labour use under different payment systems and
land tenancy situations. It also highlights the difficulties of supervision,
commitment and transaction cost on the use of irrigation and labour uses.
Ninety six villages were selected from five divisions of Bangladesh follow-
ing multi-stage sampling and data were collected through FGD and
personal interview methods from 960 households. Simple OLS method is
used to estimate the factors influencing the yield in irrigated rice produc-
tion. The tabular and model analyses show that the variations of yield,
irrigation and labour uses are different depending on the payment systems
and land tenancy categories. Models show the same indications regarding
supervision and commitment issues of providing irrigation water to the
users’ plot both in crop share payment and share cropping system. Among
all the payment systems, crop share and fixed charge payments have
resource allocation problem of irrigation water and labour uses and it may
be also true for the other inputs use. This problem can’t be improved so
much like in the land tenancy market by the users through providing only
transaction cost because they have no strong instruments. It is seen from the
tabular analysis that the fixed charge system is less viable since there is
more scope to be refused irrigation water when there is scarcity of water,
high price of diesel, bad relation between user and seller and limited cash
flow to sellers in the pick time of rice growing since that time crop needs
water more frequently. The two part tariff has fewer demerits than both of
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crop share and fixed charge payment systems since the user use own diesel
and labour for managing water by using tubewell. But the limitation is the
scope of getting of access the tubewell in two part tariff system because
other users are on queue for using tubewell.

Key words: Production inefficiency, groundwater irrigation, transaction cost,
supervision cost.

Introduction:
Allocative inefficiency for crop share payment in irrigation

In land rental market, landlord provides land and tenant provides labour, capital
and management inputs but land is the scarcest input to the tenant. The tenants
always try to maintain a good relation with landlord at any cost so that they can get
the use right of land for a long time. But in water market, buyers use all sorts of
input except water. Only to provide water to buyer, a seller may not be in a position
to motivate one to use other inputs sufficiently. Question may arise that one may
also lose the use right of water for the next season like land use right. Due to the
availability of cheap irrigation technologies in the market, the numbers of seller
are increasing and the buyers may have alternative seller to get water. This oppor-
tunity was very limited in the previous time but it is now becoming easy to buyers.
So buyers have less binding to listen to sellers’ suggestions; rather the buyers keep
pressure on sellers to provide water regularly and sufficiently, otherwise they may
leave the tubewell in the next cropping season.

Another thing is the priority issue to deliver water to the seller’s parcels first. It is
found that most of the tubewell owners buy tubewell mainly to irrigate their own
parcels and sell water to other buyers for maximizing profit. It is observed that in
a command area of a shallow tubewell, 50-60 percent of land is owned by the seller
and 40-50 percent sell was to others’ land. The seller’s priority is to deliver water
in his own parcels first and later s/he provides water to the buyers’ parcels. Timing
of watering and sufficient amount of water in every delivery is very important for
rice crop but the sellers are reluctant to provide water for buyers’ parcels. On doing
this, sellers usually lost their moral courage to monitor and supervise buyers’
activities regarding other inputs use. This situation is hardly found in land rental
market due to its nature. In some cases, because of the experience of having less
commitment of seller to provide water regularly and sufficiently, the buyers fail to
use other inputs like human labour and fertilizer at the later part of the production
process, which leads ultimately to lower productivity of that parcel. So, ineffi-
ciency issue in irrigated crops remains as it was and we get lesser yield as a whole
from the buyer’s parcel. Still a question may arise, why inefficiency will be there
as long as it is owner cultivated land? The answer of this issue is simple if we com-
pare it with share tenancy in land rental market i.e. input sharing is there. So due to
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haveing irrigation input from anyone else, water sharing land cultivation will be
treated as tenant cultivated land. We can say water tenant cultivated land and obvi-
ously the inefficiency of crop production will be there.

The inefficiency situation may be explained better by the following conventional
diagram of share contracts which illustrates Marshallian inefficiency (Hayami &
Otsuka, 1993; Otsuka & Hayami, 1988). The X axis indicates quantity of labour
and Y axis indicates the marginal productivity of labour. It is assumed that the
wage rate of labour is fixed and labour use varies depending on how much a tenant
gets as a share.

A
/

I >
&

O Qu  Qums Q Quantity of labour

In normal situation, farmers who have their own tubewells use OQL* amount of
labour with the wage of P*QL*. In crop share irrigation, buyer gets share or part of
MP which is (1 - ) MP at the end of crop harvest. Due to that, it is expected that
like share cropping in land rental arrangement the buyer will use OQL1 amount of
labour and production inefficiency will be there under no supervision and enforce-
ment situations. If monitoring and supervision are there from seller side, there is a
possibility to increase labour use up to QLms. (Johnson, 1950; Cheung, 1969;
Hayami & Otsuka, 1993). Since monitoring and supervision on buyers are not so
strict and effective in water market, the labour use increase may not be the case
here which has happened in the land rental market.

The productivity of land depends on input use but it also depends on commitment
level between seller and buyer in irrigated rice farming. The commitment level
varies due to the variations of payment system. In cash payment system, the return
for water supply is ensured because payment for water is made at the beginning of
the season. Meanwhile crop share payment entails uncertainty of getting payment
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of water. This means that the ‘risk of default of payment’ is higher under crop
share contract. Drought is a very normal phenomenon in boro rice production
season. In drought situation, water is usually very scarce in some rice growing
areas. The risk arises also due to the unexpected increase of diesel and electricity
price as well. Under crop share contract if the sellers somehow notice during the
season that they may not get return from supplying water due to the bad crop year
(risk of default of payment), they may stop to supply water to the buyer’s parcel.
Under high risk of default, those factors ultimately made seller less committed to
water buyer’s parcel under crop share system. Our focus is the allocation of
groundwater irrigation in producing HYV boro production under different
payment systems. As discussed above, it is assumed that the HYV boro rice
production will be increased through the use of more irrigation water under crop
share payment system which is similar to land tenancy market under share crop-
ping tenancy system. Several studies (Otsuka & Hayami, 1988; Hayami & Otsuka,
1993; Cheung, 1969) showed that production can be improved by incurring trans-
actions cost by the land owner. There is an attempt to check it in irrigation water
market as well.

Methodology:

A multi-staged sampling technique was employed to select a representative sample
in this study. Five divisions were selected since they are the major rice growing
divisions in Bangladesh. Forty eight upazillas were selected proportionately from
the total rice areas of those five divisions. Unions and villages were selected
randomly from the list of those. Then ten irrigated rice growing households were
selected randomly from every village. Data were collected using structured and
validated questionnaire administered on the farm families using Surveybe CAPI
software during the 2013 boro rice season by trained enumerators under the super-
vision of the researchers. Data were collected on the socioeconomic characteristics
of the farmers, production activities in terms of inputs, outputs and their prices. In
this study, two hypotheses were tested. These are as follows:

Hypothesis 1. The more difficulty in monitoring and supervision of buyer’s farm-
ing irrigation, the more inefficiency in production under crop share payment.

Hypothesis 2. Productivity and efficiency are lower due to less commitment and
management under crop share payment.

Here we assume that the irrigation water market is somehow competitive and com-
petition is increasing over the years due to the increasing number of tubewell
owners. It is also our perception that the crop share and fixed charge payments are
inefficient and less profitable for the users as many studies made similer conclu-
sions. The source of inefficient irrigation market is due to the payment systems. In
individual farmer’s level, we have 4 payment systems, i.e. a. Own payment, b.
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Crop share, c. fixed charge and d. Two part tariff. All these are fixed at individual
farmer’s level. Among all the payment systems, crop share comes up with more
inefficiency, which may be due to the lower production per area compared to other
systems.

To make it consistent, let us assume that we have farmers who are producing HY'V
boro rice in their land by using groundwater irrigation. For having water in their
land they have to pay irrigation charge to the tubewell owner. Here we need to
clear one thing that the tubewell owners are also the users of their own tubewell
and they pay themselves for irrigation water. The production functions are identi-
cal for all those categories of farmers under different payment systems and charac-
terized by the constant return to scale. Factor endowments, labour and irrigation
water, are assumed to be different among different categories of farmers. For
making it simple, we emphasise here two inputs—Ilabour and irrigation. We meas-
ure labour in man-days and irrigation in hours. We also use other relevant inputs
in the model for explaining the production function well. Our production function
is written as

Oi=F(L; 1) (1

Where Qi = output per hectare

I = inputs provided by the farmer i under different payment systems.

L; = Labour (man-day) per hectare, /; = Irrigation (hour) per hectare, and

F exhibits production function with positive first and second derivatives (F,F>>0;
F11, F22<0). Farmers maximise productivity by using labour and irrigation along
with other factors of production, which are assumed to be constant in this model.
The specific model is as follows:

O =agtfiXite (2)
Where Qi is output per hectare of the farmer i in a season

X are labour (man-day/ha), irrigation (hour/ha), seed (kg/ha), tillage (hour/ha),
chemical fertilizer (kg/ha), other fertilizer (kg/ha), insecticide and herbicides (kg
or lit/ha), crop share dummy (1=crop share, O=otherwise), fixed charge dummy
(1= fixed charge, O=otherwise), two part tariff dummy (1= two part tariff,
O=otherwise)

Socioeconomic and socio-demographic factors

X1j are main soil type dummy (sandy loam) (1= sandy loam, O=otherwise), main
soil type dummy (clay loam) (1= clay loam, O=otherwise), main soil type dummy
(clay) (1=clay, O=otherwise), main land type dummy (medium high land) (1= clay,
O=otherwise), main land type dummy (high land) (1= high land, O=otherwise),
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farm size (hectare), family kinship (1=yes, O=otherwise), household head educa-
tion (years of schooling), irrigation source distance (meter)

and, €i is error term which has two parts vi and u;. Vi is exogenous error which
occurs due to the unobservable factors and u; is for the observable factors but have
not been captured by the model here.

Inclusion of supervision from seller:

O; =atpXityZite (3)
Where, X;= As before

Z11 = Crop share payment*No. of supervision by the seller

717 = Fixed charge payment*No. of supervision by the seller

€; 1S the sum of two error terms

Inclusion of commitment from seller:

O; =a+pXit yZji + 0Zt¢ 4)
Where, Xi = As before

Z.;; = As before

Z; = Crop share payment*Likelihood percent of refusing irrigation water by the
seller

75, = Fixed charge payment*Likelihood percent of refusing irrigation water by the
seller

€; 1S error term

Inclusion of transaction cost in land tenancy markets with irrigation water
markets:

Oir= otpXit yZyi + 022ty Wiite (5)
Where, X;= As before, Z;; = As before, Zy; = As before

W1 = Share price dummy*Times talk by the user-seller)

W > = Fixed price dummy*Times talk by the user-seller)

€; 1s the sum of two error terms
Descriptions of the major variables and socio-demographic factors:
We have two forms of presentation and explanation of our survey data on irriga-

tion water markets in Bangladesh. There are some results from the tabular analysis
and some from econometric models as well.
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The average age of the respondents is below 50 years and the education level is 5.
It means they have 5 years schooling education. The average family size is 4.8
which is almost closer to the national average (4.7). The average farm size is the
highest in Rangpur division and is the lowest in Chittagong division. Overall farm
size in the country level is about 0.46 hectare. HY'V boro mostly grows in 4 types
of soil. The percent share of sandy loam soil is the highest (32.5%) and the clay
loam is the lowest (14.8%). Loam and sandy loam are more in Chittagong division.
Clay loam and clay soil are more in Khulna and Rajshahi divisions. It is seen that
where the farmers’ lands are medium low, they grow more HYV boro rice. Low
land is good for irrigation but the risk is heavy rain and flood also. Medium high
land is not good for providing irrigation but it depends on soil type also, whether it
is suitable for boro rice or not. High land is not suitable for boro production at all
since supply of irrigation is really difficult in the high land. Tubewell owner and
user of irrigation water usually live in the same village but still their home distance
is around 400 meters. Most of the largest plots are around 200 meter away from the
irrigation water source (tubewell).

Figure 1. Division-wise payment types for groundwater irrigation

All

Rangpur

* Own payment

Rajshahi - Crop share

* Fixed charge

Khulna - Two part tariff

Dhaka

Chittagong

In this household survey data, there are actually four types of payment systems i.e.
own payment, crop share, fixed charge and two part tariff. Own payment is not
really a payment system but we call it because we have 242 tubewell owners who
are not supposed to pay to any other for irrigation. It is not wise to exclude; other-
wise their profit from own plot will be over-estimated. It can’t be a particular
payment since it is own pay and there is nothing more specified. In our data set, we
have included it because we need to see the payment issue from both user and
seller perspectives. It is seen that the fixed charge payment type is the most
common practice by the farmers as payment in the groundwater irrigation market.
Two part tariff is the next to fixed charge. The crop share payment is the one which
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is the oldest but it is somehow becoming less popular among the irrigator farmers.
It is revealed from table 1 that the crop share and fixed charge payment systems are
dominant in Rajshahi division. Two part tariff is dominant in Dhaka division but
the farmers of Rangpur division use two part tariff as their major payment system.
The farmers of Chittagong and Khulna divisions use fixed charge as their major
payment systems for irrigation. Our survey shows, crop share payment is absent in
Rangpur Division but in practical situation there is also some practice of crop share
payment system for irrigation (Fig. 1).

Table 1. Division-wise major inputs use under different payment system for
producing HYV boro rice (Figure per hectare)

Division Irrigation (Hrs)* Labour (Man-day)
name
Own [Crop | Fixed | Two | Own | Crop | Fixed| Two
payment |share | charge | part |payment | share |charge| part
tariff tariff
Chittagong | 365 99 276 325 101 128 157 149
Dhaka 373 372 289 325 107 122 111 103
Khulna 561 480 430 451 131 128 130 124
Rajshahi 313 323 171 217 104 98 101 93
Rangpur 393 0 293 373 106 0 107 113
All 409 354 294 363 111 109 115 112

*Significant at 1 percent level of significance, Source: IRRI-BAU field survey, 2013

Our main interest in this study is to see the use of irrigation and labour per hectare
under different payment system. Own payment is included here to get the compari-
son of inputs use among the payment systems. Irrigation hours use per hectare in
fixed charge payment system is the lowest but labour use per hectare is the lowest
in crop share payment system. Low labour use reminds us the old phenomenon of
Marshallian views on share cropping in land rental markets. Irrigation hours use
under different payment systems are significantly different at 1 percent level of
significance. Differences of irrigation hours use are also significant among the
divisions. We did not have significant differences of labour use per hectare among
the payment systems but significant differences are found among the division
levels at 10 percent level of significance.

Another important issue is to see that the hours of irrigation use is the highest in
own payment system which indicates that the tubewell owners have more control
of irrigation use than any other who does not have tubewell. On the other hand,
labour use is lower in own payment system but its use is the lowest in crop share
system.
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Table 2. Division-wise inputs and labour cost under different payment system
for producing HYV boro rice (Figure per hectare)

Division Total input cost (Tk.) Total labourcost (Tk.)
name
Own | Crop | Fixed | Two | Own | Crop | Fixed | Two
payment | share |charge | part |payment| share |charge | part
tariff tariff
Chittagong | 13241 | 21300 | 25672 | 18047 | 37032 | 75747 | 57944 | 56598
Dhaka 15230 | 15408 | 14737 | 15518 | 51846 | 50591 | 58375 | 53444
Khulna 16375 | 17926 | 16545 | 16017 | 48087 | 48002 | 43673 | 35864
Rajshahi | 13203 |13663 | 13803 | 15025 | 44611 | 38900 | 37215 | 37303
Rangpur 15594 - 14942 | 14070 | 41347 - 42802 | 39528
All 15123 | 14735 | 15741 | 15216 | 46875 | 44243 | 44987 | 45084

Source: IRRI-BAU field survey, 2013

Table 2 shows that input cost other than labour is lower in crop share system but
the differences are not significant among the payment systems and it is the same
among all divisions. The same patterns are found in the case of labour use per
hectare under different payment systems and divisions. The cost of labour use is
also lower in crop share payment since its use is the lowest among all the payment

systems.

Table 3. Division-wise service (irrigation and tillage) and other cost under
different payment system for producing HYV boro rice (Figure per hectare)

Division Service cost (Tk.) Other cost (Tk.)
name
Own | Crop | Fixed | Two | Own | Crop | Fixed | Two
payment | share | charge | part |payment| share | charge | part
tariff tariff
Chittagong | 26083 | 23671 | 22533 | 20256 | 3850 0 1245 1740
Dhaka 24882 | 29147 | 20324 | 27958 1944 725 558 2020
Khulna 27678 | 29368 | 28985 | 31184 | 4312 286 1026 2322
Rajshahi 25239 |28674 | 21740 | 18759 1752 986 680 4480
Rangpur 18625 - 18338 | 24968 | 1519 - 686 2055
All 24259 | 28875 | 22570 | 26963 2408 821 790 2137

*Significant at 1 percent level of significance, Source: IRRI-BAU field survey, 2013
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Service cost includes the irrigation and tillage costs. The service cost per hectare is
somewhat higher in crop share system and significantly different from other
payment systems and divisions (Table 3). Tillage and irrigation cost vary due to
the location factors. Irrigation cost in crop share system is calculated considering
the share of harvested crop paid by the user to the seller. It makes the service cost
higher in crop share system. Higher irrigation cost is the main consideration when
the societies and the researchers found crop share payment inefficient.

Table 4. Division-wise yield and by-product of HYV rice under different
payment systems (Figure per hectare)

Division Yield (Kg)" By-product (Tk.)

name

Own | Crop | Fixed | Two | Own | Crop | Fixed | Two
payment| share | charge | part |payment| share |charge| part
tariff tariff
Chittagong | 4496 4611 | 5204 | 5657 2573 | 16467 | 4025 | 1019

Dhaka 6325 5832 | 6207 | 5990 4546 6334 | 4292 | 6550

Khulna 6706 6737 | 6326 | 6396 9819 7228 | 9337 | 7372

Rajshahi 6474 | 6283 | 6554 | 6652 | 5524 | 7597 | 6489 | 2071

Rangpur 6701 - 6502 | 6372 2244 - 2316 | 2096

All 6480 | 6147 | 6337 | 6199 5407 7163 | 5653 | 4812

*Significant at 10 percent level of significance, Source: IRRI-BAU field survey, 2013

It can be seen from Table 4 that the land productivity (yield) is the lowest in crop
share system and this yield is significantly lower in crop share system compared to
any other payment system. The important point here is that the yield is the highest
in owner payment system. Due to that we need to investigate more about the
economics of owning a tubewell in consideration of productivity, irrigation hours
use, etc. Regular supply of water to the rice field is very important to produce HY V
rice and this might be the reason behind more yield in own payment system.

Table 5. Division-wise cost and return of HYV rice under different payment
systems (Fig. per hectare)

Division Total cost” (Tk.) Total return (Tk.)
name

Own Crop | Fixed |Twopart| Own | Crop | Fixed |Two part
payment | share | charge | tariff |payment | share | charge | tariff
Chittagong | 73654 | 96017 | 94415 | 85578 | 71148 | 91390 | 82074 | 87362

Dhaka 82737 | 89255 | 79993 | 85227 | 93600 | 92289 | 92043 | 96532
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Khulna 84124 | 86348 | 78974 | 82510 | 108478 |107775|106467| 102607

Rajshahi 74821 | 76373 | 67154 | 68921 | 96568 | 97034 [102822| 72338

Rangpur 63497 - 64076 | 70868 | 87663 - 85406 | 80911

All 77049 | 82112 | 73246 | 79386 | 95775 | 96224 | 96261 | 91291

*Significant at 1 percent level of significance, Source: IRRI-BAU field survey, 2013

Table 5 shows that the total cost is higher in crop share system than any other
systems and the cost is significantly different from other systems. On the other
hand, returns are almost similar with own and fixed charge system but slightly
different with two part tariff payment system. Test says the differences are not
significant. So, it means that in crop share system the farmers are incurring more
cost but not getting more returns We need to know more in depth explanations to
accept a conclusion like that.

Investigation of inefficiency issue in different payment systems

Table 6. Likelihood percent of refusing irrigation water and users’ plot visit by
the seller in different payment systems (Fig. per season)

Division Likelihood percent of refusing | Users’ plot visit by the seller
name irrigation water (No.)
Crop | Fixed | Two part | Crop Fixed | Two part
share | charge | tariff | share | charge tariff
Chittagong 0 11.9 2.3 12 35 33
Dhaka 4.2 6.7 5.0 57 46 36
Khulna 4.7 5.9 3.2 66 48 44
Rajshahi 7.4 5.9 2.8 43 46 49
Rangpur - 8.7 2.7 - 49 46
All 6.0 7.1 3.7 50 46 41

*Significant at 1 percent level of significance, Source: IRRI-BAU field survey, 2013

Data on two different variables likelihood percent of refusing irrigation water and
user’s plot visit by the seller, are shows in Table 6 to explain the inefficiency of
crop share and other payment systems On an average, likelihood percent of refus-
ing irrigation water is higher in fixed charge system but if we change the magni-
tudes of refusing, we can see the root causes are here in the likelihood of refusing
irrigation water for its allocative inefficiency. Similarly, on an average condition,
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the seller’s visit to user’s plot is higher but not significantly different from other
systems. Another thing is that the seller’s visits are higher in crop share system but
the likelihood percent of refusing is not so lower like that. It is also an issue for
having inefficiency in crop share payment system.

Table 7. Times of talk between buyer and seller regarding irrigation per season
in different payment systems (Fig. per season)

Division name Talking times between buyer and seller
(No. per season: max=90)
Crop share Fixed charge Two part tariff
Chittagong 1 13 10
Dhaka 20 33 30
Khulna 23 25 33
Rajshahi 33 26 16
Rangpur - 33 33
All 27 28 30

Source: IRRI-BAU field survey, 2013

Usual number of talk between user and seller is lower in crop share system and it
is the highest in two part tariff system (Table 7). This interaction has strong value
in irrigation water markets particularly to have irrigation water timely and suffi-
ciently in the rice field during the HY'V rice production season.

Sensitivity analysis:
Supervision issue in payment system in irrigation water market

In irrigation water market supervision of water to the user’s plot is an important
issue. The seller needs to visit user’s plot time to time to check the water require-
ment of a plot. It is assumed that the more visit by the seller to user’s plot may have
chance to use more water which is the ultimate input for getting higher yield. In
normal case, the seller visits user’s plot 45 times in a crop season. On that level of
visit, one farmer usually uses 301 hours irrigation and 110 man-days labour along
with other inputs on per hectare basis. The average yield of the farmers is 6187 kg
per hectare (Table 8)
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Table 8. Situation of major driving variables with average visit by the seller to
the user’s plot (45) in different payment systems (Fig. per season)

Payment types Target variables
Talk | Likelihood percent | Irrigation Labour Yield
(No.)| ofrefusing (%) (Hrs/ha) |(Man-day/ha)| (Kg/ha)
Crop share 22.0 7.1 328 102 6212
Fixed charge | 21.9 7.4 275 113 6155
Two part tariff| 23 6 4.4 319 112 6214
All 225 6.3 301 110 6187

Source: IRRI-BAU field survey, 2013

The irrigation and labour use depend on the number of visit by the seller to user’s
plot. It is seen from table 9 that the times of talking between user and seller is lower
in fixed charge payment system compared to other payment systems. The farmers
under fixed charge system use lower irrigation hours per hectare. Number of visit
by the seller to user’s plot is lower in two part tariff system since users are
supposed to take more care of their own plots’ irrigation. It was assumed that if
commitment to provide water to users’ plot somehow breaks, the hours of irriga-
tion and labour use will be lower and it will affect the yield of HY'V boro rice. If
the likelihood of refusing irrigation percent would increase from 6 to 12%, the
hours of irrigation and labour use per hectare would decrease 31.1 and 4.5 percent,
respectively, which would ultimately affect yield. The more likelihood percent of
refusing affects the use of irrigation hours more in crop share payment system than
any other payment systems. Magnitude of the refusing percent is even more if it is
reduced from 6 to 18%. In this situation, the hours of irrigation use per hectare
would be 62.6 percent lower compared to the average level of use in crop share
system. The important point here is to observe that the labour use per hectare
(0.2%) would not decline like irrigation hours. It may reduce the yield (2.3%) as
well like the previous situation. It makes significant difference between land
markets and irrigation water markets.

Commitment issue in payment system in irrigation water market:

Table 9. Situation of major driving variables with average likelihood of refus-
ing irrigation (6%) in different payment systems (Figure per season)

Payment types Target variables
Talk Visit | Irrigation Labour Yield
(No.) (No.) (Hrs/ha) |(Man-day/ha)| (Kg/ha)
Crop share 24.2 54.2 401 111 6185
Fixed charge 23.6 459 324 118 6327
Two part tariff | 29.2 43.2 372 113 6147
All 25.8 46.5 357 115 6232

Source: IRRI-BAU field survey, 2013
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Transaction cost: Times of talk between user and seller in irrigation water
market

To compare irrigation water market along with the land markets, let us check
talking times between users and sellers and this impact on irrigation hours and
labour use. First of all, we can look at the normal scenario of irrigation and labour
use in table 9 where user-buyer talk 27 times during the whole irrigation season.
On that context, they use 317 hours irrigation and 114 man-days of labour per
hectare which gives on an average of yield, 6272 kg per hectare (Table 10).

Table 10. Situation of driving variables with average number of talk times (27)
in different payment systems (Figure per season)

Payment types Target variables
Likelihood of | Visit | Irrigation Labour Yield
refusing (No.) | (No.) | (Hrs/ha) | (Man-day/ha) |(Kg/ha)
Crop share 5.2 45.4 354 110 6246
Fixed charge 6.5 41.9 284 117 6327
Two part tariff 3.5 34.7 341 114 6210
All 5.3 40.3 317 114 6272

Source: IRRI-BAU field survey, 2013

If the user-seller talks more regarding the irrigation water use in their plot, it shows
that this transaction cost (talk between user and seller) from user side would
increase the number of supervision of user’s plot by the seller. It also reduces the
likelihood percent of refusing irrigation to the user’s (0.4%) plot. The conversation
also helps to increase (1.6%) the use of irrigation hours per hectare. It has also been
tested that those who have less number of talk between two groups (27 to 14%),
they use less hours of irrigation and labour per hectare compared to the average
situation. No significant differences were found among the payment system for
irrigation.

This irrigation water market study is quite similar with land tenancy markets study
done by Otsuka in the sense that in the land tenancy market study the author men-
tioned the transaction cost of land owner for the tenant in share cropping system.
He proposed it for improving input use like seed, labour, fertilizer, etc. He empha-
sized this transaction cost for making more cash flow available to the tenant so that
s/he can use it for input purchase. Supervision of tenant’s activities like harvested
amount and its distribution to the land owner was also the issue of land tenancy
markets. Here we have considered that transaction cost for the cases of irrigation
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hours use and also labour for explaining the irrigation water markets in relation to
the different payment systems for irrigation in the HYV rice production. It has
strong policy implications in a sense that without incurring any direct cost for
getting more water, a farmer can push seller to provide more water in their plot
which will ultimately produce higher yield. As a payment system, crop share was
assumed to be the most inefficient one but the survey results say that the fixed
charge system is also somehow inefficient in the sense of resource allocation. Two
part tariff is better compared to the two other available two payment systems but it
is not also out of those shortcomings. The farmers who are practising two part
tariff have to face the problem of cash capital since they need regular fuel and
service cost for using tubewell and providing water to the plot.

Times of talk issue in the case of land tenancy market:

Table 11. Situation of driving variables with average number of talk times (27)
in different payment systems regarding land tenure status (Figure per season)

Payment Share cropping tenancy Fixed renting tenancy

types Likelihood | Visit | Irrigation| Labour| Yield |Likelihood| Visit | Irrigation| Labour| Yield
of refusing | (No.)| (Hrs/ha) | (Man- |(Kg/ha) | of refusing | (No.)| (Hrs/ha) | (Man- |(Kg/ha)

(%) day/ha) (%) day/ha)

Crop

share 8.8 515 302 104 | 5543 43 395 257 90 | 6693

Fixed

charge 6.5 328 | 227 110 | 5997 6.0 369| 273 124 | 6418

Two part

tariff 2.7 253 ] 358 111 | 6862 29 409 282 119 | 5718

All 54 325] 285 110 | 6254 4.6 387 273 116 | 6231

Source: IRRI-BAU field survey, 2013

In the case of land tenancy markets, the major variable uses have the same direc-
tions and patterns as before. Irrigation hours use is little bit higher in share crop-
ping. Its use is in fixed charge payment is lower than crop share payment. The most
important point to see here is that the likelihood percent of refusing irrigation in
share cropping tenancy is 8.8 in crop share payment which is much higher than
fixed renting tenancy system and it indicates the very high rate of refusal there.
The overall likelihood percent of refusing irrigation and labour use is lower in
share cropping tenancy markets. Within the payment systems, the labour use is
lower in crop share system which again reminds us the problem of share cropping
system. We need to mention here one important thing that is the data is not suffi-
cient enough to compare all this issues with irrigation water markets for comparing
it with land tenancy markets. It is seen from the analysis that the times talk
between user and seller in land tenancy markets has effect on resource use by the
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tenants. If the user and seller have less scope to talk each other, there will be
slightly lower use of inputs and these will produce lower yield of HY'V boro rice
production. The important message from this analysis is that irrigation hours use
and labour use are not similar among the payments and we need to take that into
consideration. We can push time of talk between user and seller but the improve-
ment also depends on the payments types. It is not only a problem for crop share
but it is also a problem for fixed charge payment system which was somewhat out
of the researchers’ consideration before.

Results from the specific models estimation:

We need to check the findings with the empirical model and how the specific
target variables have influences there (Table 12). We have specified our model
equation earlier. The results are as follows.

Model I: Major inputs included

Let us see the overall influence of the independent variables and dummies on the
dependent variable, yield. Here we have keen interest to see the use of irrigation
hours and labour use. This model I estimates the yield, 6292 kg per hectare in own
payment system where soil type is loam and land type is low land. The coefficients
of irrigation hours and labour are 0.37 and 0.30 respectively which mean an addi-
tional hour of irrigation may increase yield by 0.37 kg and an additional man-day
of labour use may increase the yield by 0.30 kg. The coefficient of irrigation is
significant at 5 percent level of significance. The coefficients of share pay and two
part tariff payment dummies are negative 207.66 and 160.72, respectively, mean-
ing that those who are in crop share and fixed charge payment systems may get
207.66 and 160.72 kg lower yield per hectare than the yield (62912 kg) of own
payment system. On the other hand, the coefficient of fixed charge payment
system (12.96 kg) means that the farmers using fixed charge payment have 12.96
kg more yield per hectare than own payment system. Other significant coefficients
are farm size, kinship between user and seller and respondent’s education. One
hectare increase in respondent’s farm size may increase yield by 246.24 kg and one
year schooling education may increase yield by 30.20 kg.

Model II: Supervision included

In irrigation water market, supervision from tubewell owner to the user’s plot is
very important. In land tenancy markets, it was shown that the land owner’s super-
vision has positive yield response of the share cropping tenancy system. It can also
be seen from here that supervision by the seller has increased the labour coefficient
from 0.29 in Model I to 0.88 though it is not statistically significant. Interaction
coefficient of supervision with share cropping payment system shows negative
1.63. The interaction coefficient of fixed charge payment is 4.76 and statistically
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significant (at 5 percent level of significance) and the meaning is that the supervi-
sion of seller to user’s plot irrigation may increase yield by 4.76 kg per hectare.
Negative sign of coefficient of supervision interaction factor indicates a lesses
importance of supervision in case of crop share payment system. Again, farm size,
kinship and respondent’s education have statistically significant influence on yield
of HY'V boro production.

Model III: Commitment of seller included

Like land tenancy market, we have assumed here that the transaction cost between
user and seller may increase yield in share crop payment system. As assumed and
discussed in the hypothesis formulation part of this study, the transaction cost from
user may not increase the yield in share crop payment system. We get the same
indication here in Model III’s output. Here it is seen that like Model 11, the coeffi-
cient of labour increases (0.88 to 0.97) with the increase in times talk between user
and seller but the value of irrigation coefficient again decreases (0.21 to 0.19).
Here coefficients of times talk interaction with share and fixed payment systems
are negative. Meaning is that the times talk between user and seller may not
increase yield. It is seen that interaction factor of times talk with two part tariff
dummy is positive but not statistically significant. Here sandy loam soil dummy,
farm size, kinship dummy and respondent’s education coefficients are positive and
statistically significant.

Model IV: Transaction cost included in land tenancy markets

As discussed before, we have included transaction cost along with land tenancy
issue here in this irrigation water market Model I'V. The results of this model show
that times talk interactions factors increase (0.22 to 0.23) the coefficient of irriga-
tion hours in two part tariff payment system. It has reduced the coefficient of
labour use from 1.03 to 0.95. Here yield increases from 5749 to 5762 kg per
hectare. The coefficient of sandy loam dummy, farm size, kinship of user and
seller and respondent’s education have significant and positive influences on yield
of HY'V boro rice production.
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Table 12. Summary of the variables and coefficients in different models

Name of variables

Values of the coefficients in different models

I II i v

Irrigation (hour) 0347 | 020 0.17 0.17
Labour (Man-day) -0.75 -0.14 -0.08 -0.24
Seed (kg) 5087 | <478 | -4797 | -5.207
Tillage (hour) 3.41 8.75 10.87 12.09
Fertilizer (kg) 085 | 0777 | 0777 | 0787
Other fertilizer (kg) 0.02 0.03 0.03 0.03
Insecticide & herbicides (kg/lit) 4.27 5.37 6.68 6.57
Share payment dummy -215.21 | 70.72 129.04 | 212.10
Fixed charge dummy -9.55 -84.37 -34.57 11.78
Two part tariff dummy -162.81

Share payment dummy* No. of visit 452" 449" 490"
Fixed charge dummy* No. of visit -2.49 -2.71 -1.99
Share payment dummy*Likelihood percent of refusing -7.31 -6.58
Irrigation

Fixed charge dummy* Likelihood percent of refusing irrigation -8.25 -5.31
Share cropping dummy*No. of talk between user and seller -2.40
Fixed renting dummy* No. of talk between user and seller -4.87
Sandy loam soil dummy -283.80" [-275.75" | -267.48" | -251.66°
Clay loam soil dummy -68.70 | 76.76 97.42 94.76
Clay soil dummy 34.49 158.11 | 153.42 | 168.99
Medium high land dummy -148.04 | 60.78 58.54 58.05
High land dummy 31.77 | 226.10 | 239.68 | 252.06
Farm size (ha) 231710 522367 | 536.137 | 561.43"
Household head education (years schooling) 30207 | 32997 | 3357 | 33.06
Kinship dummy 191.327 | 230.82° | 233.44 | 236.68"
Irrigation distance (meter) -0.13 -0.18 -0.17 -0.18
Constant term 5935.73 | 5427.50 | 5390.53 | 5383.78
No. of observation 958 716 716 716
Probability of F value 0.0000 | 0.0001 | 0.0002 | 0.0002
R’ 0.0570 | 0.0713 | 0.0736 | 0.0771
Adjusted R” 0.0379 | 0.0445 | 0.0442 | 0.0450

* kxExE indicate the significant at 10%, 5% and 1% significance levels
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Elasticity of the major inputs:

Figure 2. Elasticities of major inputs in different models
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The above elasticity of major inputs shows that there is a possibility to increase
yield by increasing chemical fertilizer, tillage and irrigation hours.

Conclusions:

This paper presents information on the setant by variation in yield, irrigation hours
use and labour use, under different payment systems and land tenancy situations.
It also indicates the difficulties of supervision, commitment and transaction cost on
the use of irrigation and labour uses. The tabular presentation and model analyses
show that the variations of yield, irrigation and labour uses are different depending
on the payment systems and land tenancy categories. Some cases of variation have
been statisfication significant. Models show the same indications regarding super-
vision and commitment issues of providing irrigation water to the users’ plot both
in crop share payment and share cropping system. Among all the payment systems,
crop share and fixed charge payments have resource allocation problems of irriga-
tion water and labour uses and it may be also true for the other inputs use. This
problem can’t be improved so much like in the land tenancy market by the users
through providing only transaction cost because they have no strong instruments.
In the land tenancy market, landlords are the owner of very scarce resource, land,
and the tenants are very obedient to the landlords otherwise they might lose it for
future use. Landlords are also socially very dominant. In irrigation water market,
these issues are almost absent and those make it different from land tenancy
market. It is seen from the tabular analysis that the fixed charge system is less
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viable since there is more scope to refuse irrigation water at times of scarcity of
water, high price of diesel, bad relation between user and seller and limited cash
flow to sellers in the pick time of rice growing since at that time crop needs water
more frequently. The two part tariff has fewer demerits than both crop share and
fixed charge payment systems since the user uses own diesel and labour for man-
aging water by using tubewell. But this is limited scope of getting access to the
tubewell in two part tariff system because other users are on queue for using tube-
well.
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Abstract: Development disparity in the course of economic development is
a common observation in all countries throughout the world, developing on
developed. Traditionally development efforts of Bangladesh government
have aimed at achieving “equitable economic growth.” The concept is an
overriding factor in formulating national policy strategies of poverty
alleviation. Therefore, the present study has analyzed development dispar-
ity in the north-west zone of Bangladesh and focused on various issues.
documented and examined the relationship between economic growth,
development disparity, income inequality and poverty in Bangladesh and
order provide some policy suggestions to foster growth, reduce develop-
ment disparity, income inequality and poverty in Bangladesh in order to
achieve sustainable development of the countrys Disparity between North-
West zone and other parts of Bangladesh has increased over time as a result
of uneven development, poor connectivity with the urban centers, insuffi-
ciency or absence of public infrastructure.

To achieve the specific targets for reducing regional disparities will require
well thought out strategies and policies to ensure that the growth process is
inclusive and that the human development and other poverty reduction
policies meet the needs of the lagging regions. Policy initiative to address
regional disparity should also include the setting up of a separate fund in
the framework of the annual development program for supporting the
development of the Rangpur division. In addition, emphasis should be given
to projects that address regional inequalities in the selection of projects.

1. Introduction

Bangladesh is divided into 7 administrative divisions, and these divisions are
further divided into 64 districts. In terms of socioeconomic conditions and physical
geography, there are large differences between regions. In order to formulate
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better policies to promote sustainable and equitable development, it is imperative
to examine inequality and poverty in a spatial context.

North-West Bangladesh is the northern-most area of the country, known as greater
Rangpur-Dinajpur in Rangpur Division. It covers 37 Upazilas (sub-districts) of 8
districts, namely Dinajpur, Thakurgaon, Panchagarh, Nilphamari, Kurigram,
Gaibandha, Lalmonirhat and Rangpur. The greater Rangpur-Dinajpur region
includes 307 Unions — the lowest tier of local government and extends into the
riverine belt to include the islands and sandbars in the River Brahmaputra. The
area is generally very low-lying, and crisscrossed by river systems. The total area
is 5,498 sq. with a population of 6.2 million. The northwest Bangladesh is histori-
cally more neglected and poor. The soil tends to be sandy and water tables deeper
than in other regions. Rangpur division is vulnerable to frequent natural disasters.
People face catastrophe like cyclones during summer, floods and river-bank
erosion in the rainy season, drought in summer, spring and cold wave in winter.
Lacking any significant industrial development agriculture is the mainstay of the
region and the main source of employment. The spread of irrigation has reduced
the extent of the lean season but remains problematic.

Inequality in the distribution of income has increased. Rising economic inequality
(which may be manifested in different ways, e.g., through inequality in the distri-
bution of income, wealth, assets, etc.) is a major challenge that the world faces
today. Both developed and developing countries are facing this challenge although
the nature and magnitude of the problem varies from country to country.

Traditionally development efforts of Bangladesh government have aimed at
achieving “equitable economic growth.” The concept is an overriding factor in
formulating national policy strategies of poverty alleviation. In this context, the
objectives of poverty alleviation are mostly designed with social development
factors, particularly improvement in health and education indicators. One of the
most important policy documents of Bangladesh, Sixth Five Year Plan (2011-
2015), status in it 7th chapter “Managing Regional Disparities for Shared Growth
and Sustained Poverty Reduction” that the Government is very much concerned
about regional disparities and is committed to take all necessary steps to reduce
disparities. The Sixth Five Year Plan provides a strong platform to develop a strat-
egy for lowering regional disparities over the longer term and to provide a policy
framework for initiating proper actions.

Though the poverty trend has been a declining in the recent past, a major emerging
concern has been the growing regional disparity, between North -West and other
parts of Bangladesh. Poverty level in North- West zone tended to be significantly
higher compared to other zones in Bangladesh.
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With this background, the present study has analyzed the disparity in the north-
west zone in Bangladesh and focuses various issues such as. Analyze the nature,
extent and trends in growth, poverty and income inequality in Bangladesh docu-
ments and examines the relationship between economic growth, development
disparity, income inequality and poverty, and provides some policy suggestions to
foster growth, reduce development disparity and income inequality and poverty in
the country.

The paper is divided into five sections, Section 1 introduc is the topic Section 2
reviews the related literature. Section 3 describes the methodology. Aspects of
regional disponting and the poverty situation are discussed in section 4. Section 5
concludis the paper and makes recommendations for policy.

2. Literature Review

This section makes brief observations on some of the studies undertaken since the
HIES 2005, 2010 and Sen (2005), CPD papers, GED and the WB (2008).

Zohir (2011) states that the issue of regional differences was overshadowed by
geographical targeting of the poor and the more recent focus on Monga- affected
people in the north- west. Thus, pockets of high ecological vulnerability (including
river erosion) and higher incidence of poverty were identified- largely following
exercises based on Household Income Expenditure Survey (HIES) data, and fine-
tuned further with ‘small area’ poverty mapping under the initiative of the World
Food Programme (WFP). Much later, commitments for monga eradication were
voiced, more concertedly, by the Palli Karma Shahayak Foundation (PKSF). On
both counts, the prevalence of extreme poverty in the northwest Bangladesh has
long been recognized. Prevalence of extreme poverty in the northwest was also
accounted for in the WFP poverty and vulnerability maps, which proved a basis for
resource allocations.

Sen (2005) attempted to explain the variations of growth. His analysis included
such factors as human capital (literacy rates), gender inequality and initial level of
expenditure and asset inequality. Multivariate analysis in Sen (2005) points to the
importance of such factors as human capital, agriculture technology, urban dyna-
mism and inequality. Much of Sen’s analysis was constrained by data limitation-
in particular district- level GDP estimates by BBS have always been suspect. Sen
recognized that more remains to be understood about the “missing factors™; and
these relate to the role of infrastructure, access to finance, and the quality of local/
regional governance.

The report from the Planning Commission (GED 2008) makes several observa-
tions, of which the following are noteworthy:
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- The lagging regions are more dependent on agriculture and less industrial-
1zed;

- These regions received relatively less allocation of Social Safety Net
Programs (SSNPs) as well as of Annual Development Program (ADP)
funds in the past;

- Some regions lag behind others in respect of some critical infrastructure
facilities, such as, transport & communication, electricity and gas.

CPD (2008) observes that there are centre- periphery aspects of regional disparity
(disparity between Dhaka, the centre and other districts, the peripheries) rather
than the east- west divide. This required an emphasis on development of areas
where poor people are concentrated rather than looking at the relevant issues at
divisional level. This was also particularly because divisions are not homogeneous
and there is heterogeneity in terms of poverty and level of development even
within each of the districts.

CPD (2008a) belives that public expenditure allocation in Bangladesh has some
in-built regional inequality features, which, if not addressed properly, may have
adverse consequences for the homogenous development of the country in the long
run.

Deb et all (2008) conclude that regional inequality is a growing concern in Bangla-
desh. Bangladesh during pre- independence period experienced serious regional
inequality. They find two results: (i) higher the level of initial income, higher the
level of current per capita income, higher the GDP growth, and higher the per
capita income in the district; and (ii) the proportion of landless household had a
significant negative effect on per capita income level. If the proportion of landless
is viewed as an outcome, no new knowledge is derived from the exercise.

Afser Rita (2010) states that weak governance as a result of clientelist practice is
often considered as the single most important factor behind the growing inequality
and persistent poverty in Bangladesh. Using rights-based approach (RBA), this
article examines regional disparity, central-local relations and the scope for
peoples’ participation under the existing rules and practices. It also sheds light on
the cultural aspects of governance constituted of trust, social solidarity and institu-
tional connectivity, using an empirical data set generated from a census of six
villages in Bangladesh backed by a triangulation of the qualitative and quantitative
research tools.

Sen and Ali (2005) tracks spatial inequality in social progress in Bangladesh as
evidence from the district- level data. It uses a multivariate framework to explore
the differential pace of social progress at the spatial level. The paper concludes
that the extent of spatial inequality in social development has decreased over the
second half of the nineties although the overall level of inequality remains consid-
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erable. Policy implications are drawn for attacking spatial chronic poverty.

Mujeri (2010) argues that significant disparity exists in the literacy rate between
rural and urban areas, between females and males, and among different adminis-
trative divisions of the country. Similarly, geographical disparity exists in access
to, and participation in, primary education.

Chowdhury and Osmani (2010) show that the comparison of per capita public
spending on health expenditure across districts reveals a mixed picture of horizon-
tal equity. The overall distribution happens to be biased against the poorer districts
in that the richer districts have traditionally enjoined a higher per capita spending
than the poor ones.

The World Bank report ( WB 2008), with the sub-title, “Creating Opportunities
and Bridging the East- West Divide”, deserves a more critical examination due to
its apparent rigor and extensive use of HIES data converging to a strong assertion
on “regional disparity”. Several key findings of the WB report are:

- Changing pattern of regional inequality: Regional inequality in
income/consumption in Bangladesh had been significant till the early
1990s. It is said to have been induced mainly by large differences between
the greater Dhaka region and the rest of the country. It is suggested that
most regions in the East moved closer to the greater Dhaka region in terms
of incomes and poverty during the period between 2000 and 2005, while
the West continued to lag behind.

- Presence and absence of growth poles: The eastern region benefited from
integration with growth poles, namely Dhaka and Chittagong; in contrast,
the West and Southwest remained isolated without a growth pole.

- Other aspects: In addition, a combination of factors contributed to
stagnant incomes in lagging regions- relative lack of remittance income,
inadequate public infrastructure like electricity and roads to markets, lack
of growth poles within these regions, and deficiencies in assets and
endowments among households.

- Wage growth as the key determinant of income growth: Ninety percent of
the growth in real income per capita is attributable to wage growth and rest
to an increase in the share of working age population in total population.
Wages grew robustly in the eastern part of the country but stagnated in the
West. While both East and West created employment to much the rise in
working age population, the East created many more jobs that are more
stable (salaried), better paid and in a robustly growing non- farm sector.

- Intra-divisional factors explain most changes in poverty: Sectoral decom-
position of changes in poverty headcount suggests that intra-divisional
factors account for almost 90 percent of the poverty change and not the
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inter-divisional factors (population shift and interaction effects).

Titumir and Rahman (2011) states that there is no denial that geography, culture
and politics have been historically intertwined to result in differences across
region. Therefore, a different result is also found in case of the incidence of
poverty according to the division.

Gafaru Abdulai (2014) argues that prospects for overcoming spatial inequalities in
the clientelist-driven political environments of developing countries depend
substantially on the ways in which elites from lagging regions are incorporated
into ruling coalitions, and how such forms of incorporation shape their influence
over resource allocation decisions and policy agenda more broadly. The paper also
departs from much of the existing literature on spatial inequality by emphasizing
the need to understand ‘powerlessness’ on the part of lagging regions as stemming
not necessarily from their political exclusion from political decision making struc-
tures, but also from their incorporation into such structures on terms that poten-
tially underpin their poverty. Based on this argument, the paper proposes a new
framework for exploring the deeper and more structural underpinnings of spatial
inequality in developing countries.

Globalization is claimed to have greatly reduced inequality between countries. At
the same time, there are plenty of empirical studies emphasizing that inequality
within countries is increasing. Besides, the relationship between income inequality
and growth is still a debated issue, which can be summarized by the
Shakespearian-like dilemma “is inequality good or not good for growth”. There
are still no clear theoretical explanations and/or overall accepted empirical
evidence about this relationship that allow us to predict what the consequences of
increasing or declining income inequality may be.

Williamson (1965) found some supportive evidence for a non-linear relationship
between regional inequalities and national development. His conclusions derive
from two main empirical artifacts: first, regional disparities are greater in less
developed countries and smaller in the more developed ones; second, over time
regional disparities increase in the less developed countries and decrease in the
more developed. Accordingly, regional income inequalities can be considered as a
by-product of the development process of a nation and any attempts at lowering
them may eventually hamper this process.

3. Methodology

The study was mainly based on the data of Household Income and Expenditure
Survey (HIES) of 2000, 2005 and 2010 conducted by the Bangladesh Bureau of
Statistics (BBS). Different statistical reports, relevant research papers, books and
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many national and international journals were also consulted for conducting this
research. Important secondary sources of data are the Bangladesh Bank, Bureau of
Manpower, Employment and Training (BMET), International Migration Report of
1I0OM, and reports of World Bank, IMF and ADB. The study also gathered data on
government’s ADP allocation over a substantial period of time and distribution of
this allocation among the divisions. Finally, bi-variate analysis was conducted to
determine association of different variables with poverty and inequality.

4. Aspects of Regional Disparity and Factors Affecting Regional Disparity
4.1 Poverty Situation

Bangladesh has been successful in achieving significant reduction in poverty since
1990. But the commendable performance in terms of poverty reduction at the
national level has not been equally shared among its different components at the
sub national level. This is evident that the pace of poverty reduction differed
among different divisions.

Table: 1. Incidence of Poverty (Head Count Rate, using upper poverty line)
by Divisions, 1995- 96 to 2010

2010 2005 2000 1995-96

National 31.5 40.0 48.9 53.1
Barisal 39.4 52.0 53.1 59.9
Chittagong | 26.2 34.0 45.7 44.9
Dhaka 30.5 32.0 46.7 52.0
Khulna 32.1 45.7 45.1 51.7
Rajshahi 29.8 51.2 56.7 62.2
Rangpur 46.2 - - -

Sylhet 28.1 33.8 42.4 -

Source: BBS, HIES Reports (1995- 96, 2000, 2005 and 2010)

From Table-1, the estimate of HCR of poverty by divisions using the upper
poverty line in 2010 reveals that Rangpur division has the highest incidence of
poverty (HCR) at 46.2 percent, followed by Barisal division 39.4 percent and
Khulna division 32.1 percent. On the other hand, Chittagong division has the
lowest HCR of incidence of poverty at 26.2 percent followed by Sylhet division at
28.1 percent and Rajshahi division at 29.8 percent. A comparison of the incridence
of poverty by Division is shown in Graph 1.
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Graph- 1: Incidence of Poverty (%) by Division

50
45
40
35
30 -
25 -
20 -
15 m 2010

10 -

Source: BBS, HIES Reports (2010)

Between 2000 and 2005, the poverty head count rates fell less rapidly for the
divisions of Barisal, Khulna and Rajshahi and in some categories, these rates even
increased. This is in sharp contrast to the case of other three divisions, namely,
Dhaka, Chittagong and Sylhet, which have experienced faster poverty reduction.
Among all the divisions the poverty rate is highest (46.2 percent) in Rangpur
division. The trend in poverty reduction rates between 2005 and 2010 suggests that
regional disparity observed in previous household surveys with respect to head
count poverty has narrowed significantly.

A conventional way to measure poverty is to establish a poverty line, defined as
the threshold level of income needed to satisfy basic minimum food and non-food
requirements and determine the number of households (People) below that line as
a percent of the total households (Population). This Head-count Index (HDI) is a
measure of the incidence of poverty. This measure is easily understood by the
general public and hence is popular with policy makers and development practi-
tioners. The limitation of the measure is that it is insensitive to the change in the
level and distribution of income among the poor. The other measures of poverty
commonly used to take into account the distribution issue are a) the Poverty Gap
Index and b) the Squired Poverty Gap Index. The Poverty Gap Index measures the
average (of poor and non-poor households) of the percent of income gap of the
poor households from the poverty line, and is used as a measure of intensity of
poverty. It measures the percent of total income needed to be transferred from the
non- poor to poor households to lift the poor above the poverty line. However, if
the society is averse to inequality in the distribution of income among the poor, the
poverty measure must be sensitive to income transfers from the moderate to the
extreme poor. It means that higher priority must be given to the improvement in
the economic conditions of the extreme poor compared to the moderate poor. The
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Squared Poverty Gap Index satisfies this condition, and is used as a measure of the
severity of poverty.

Poverty situation at the national and regional level is reported in Table- 2. Poverty
Gap and Squared Poverty Gap by seven administrative divisions are presented in

this Table.

Table-2 : Poverty Gap and Squared Poverty Gap by Divisions

Poverty Line | Poverty Gap in percent | Squared Poverty Gap in
and Division (using upper poverty | percent
line) (using upper poverty line)

National 6.5 2.0

Barisal 9.8 3.4

Chittagong 5.1 1.5

Dhaka 6.2 1.8

Khulna 6.4 2.0

Rajshahi 6.2 1.9

Rangpur 11.0 3.5

Sylhet 4.7 1.3

Source: BBS, HIES (2010)

The Poverty Gap (PG) estimates the depth of poverty of the population. The HCR
of poverty gives only the percentage value of poverty incidence, but it does not
measure the distance of the poor households from the poverty line. Using the upper
poverty line, PG at the national level was recorded at 6.5 percent in 2010. The
same was the highest for Rangpur division at 11.0 percent in 2010.

The Squared Poverty Gap (SGP) measures the severity of poverty. Using the upper
poverty line, The lowest SPG at the national level was recorded at 1.3 percent in
2010. The same was the highest for Rangpur division 3.5 percent.

4.2 Social Safety Net Receiving Households

Social Safety Net Programmes (SSNPs) are a set of public measures, which a
society provides for its members to protect them from various types of economic
and social hardships, resulting from a substantial decline in income due to various
types of contingencies such as loss of cultivable land, crop failure, land and home-
stead loss due to river erosion, unemployment, sickness, invalidity, old age or
death of earning household members. Social Safety Net Programme (SSNP) is
generally targeted to the poor. The division wise distribution of households receiv-
ing benefits from Social Safety Net Programs shows that the highest percentage of
households receiving benefits from SSPNs are located in Khulna Division
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(37.30%), followed by Barisal division (34.43%) and Rangpur division (33.65%)
(Table- 3).

Table -3: Distribution of Households Receiving Social Safety Net Program
Benefits by in percent by Divisions, 2010

Division National Rural Urban
National 24.57 30.12 9.42
Barisal 34.43 37.20 20.66
Chittagong 19.99 24.50 7.44
Dhaka 18.87 27.80 5.99
Khulna 37.30 43.27 16.66
Rajshahi 20.66 22.85 10.17
Rangpur 33.65 35.11 23.68
Sylhet 23.51 26.06 10.50

Source: BBS, HIES (2010).

4.3 Income and Expenditure of Households

The highest average monthly household nominal income was recorded at Tk.
14092 for Chittagong Division followed by Dhaka Division at Tk. 13226 and
Sylhet Division at 11629 and all of these exceeded the national average of Tk.
11479 in 2010. The four Divisions, which recorded monthly household income
below the national average, were Barisal Division at Tk. 9158, Khulna Division at
Tk. 9569, Rajshahi Division at Tk. 9342, and Rangpur Division 8359 (Table- 4).

Table- 4: Monthly Household Nominal Incomes and Consumption Expendi-
tures by Divisions- 2010

Division Income (Taka) Consumption Expenditure

(Taka)

National 11497 11003
Barisal 9158 9826

Chittagong 14092 14360
Dhaka 13226 11643
Khulna 9569 9304
Rajshahi 9342 9254
Rangpur 8359 8298
Sylhet 11629 12003
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Graph-2: Monthly Household Nominal Incomes and Consumption Expen-
ditures by Divisions- 2010
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The highest average monthly consumption expenditure was recorded in Chit-
tagong Division at Tk. 14360 followed by Sylhet Division at Tk. 12003 and Dhaka
division at Tk. 11643 and their income exceeded the national average of monthly
household consumption expenditure at tk. 11003 in 2010. On the other hand, the
average monthly household expenditure of Barisal Division, Khulna Division,
Rajshahi division and Rangpur Division fell well below the national average and
were estimated at Tk. 9826, Tk. 9304 Tk. 9254 and 8298 respectively.

4.4 Public Expenditure and Regional Inequality

The public expenditure in capabilities has always been less than the required level.
The public expenditure in education, health and housing has a bearing on poverty.
Though Tk. 86,891 crore (53.12 percent of total budget) is proposed as poverty
reducing expenditure in the fiscal year 2011-12, as a percentage it was 3.55 percent
less than in the revised budget of the previous fiscal year 2010-11. The govern-
ment expenditure in social safety net programmes was to the tune of about 13.79
percent of the total budget and 2.51 percent of GDP. This is, however, not
adequate, given the magnitude of the problems.

Infrastructure is an important determinant of the level of development and inten-
sity of disparity. Physical connectivity, gas and electricity are of crucial impor-
tance to stimulating the process of industrialization. The Jamuna Multipurpose
Bridge played an important role behind some poverty reduction in the northern

Source: BBS. HIES (2010)
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Bangladesh, but its worth will perhaps take more time to materialize fully.
Agriculture-dominated regions tended to develop at a slower pace compared to
regions where growth was engineered by industrial and service sectors.

Public investment has a critical role in development. Estimates show that per
capita public expenditure was higher in Dhaka, Chittagong and Sylhet compared
to the four other divisions (Rajshahi, Barisal, Khulna and Rangpur).

It is commonly acknowledged that public expenditure can play a significant role in
reducing poverty. If spent unequally public expenditure can exacerbate the exist-
ing imbalance in growth and poverty reduction. Therefore, it is a reasonable
concern among development practitionars to investigate the issue of regional
distribution of public spending. It has been alleged that inequality in the distribu-
tion of political power has often led to some extent to a disproportionate public
spending, which in turn may hinder prospects of poverty reduction.

Table- 5: Per Capita Government Expenditure 2009-10 (up to March)

District Development Revenue Expenditure (Taka in
Expenditure (Taka in thousands)
thousands)
Barisal 1.102 3.991
Chittagong 1.421 3.912
Dhaka 1.377 12.370
Khulna 1.481 5.459
Rajshahi 1.942 2.894
Rangpur 0.865 3.991
Sylhet 1.325 5.049

Source: Ministry of Finance, Bangladesh

A considerable regional disparity exists in ADP allocation in the Rural Develop-
ment and Institutions (RDI) sector in Bangladesh. Table- 5 lists the ranking of
different districts according to amount of ADP received in this sector in a descend-
ing order. Based on the district- wise disaggregation among the greater districts,
Patuakhali enjoyed the largest amount of ADP Road Per Capita (Adproadpc) (Tk.
2259.47) from year 1995/96 through 2007/08 (Table 6).
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Table- 6: Ranking of Districts in Terms of Rural Development
and Institutions ADP

(1995-96 to 2007-08)

District Adproadpc
(Taka per capita)

Patuakhali 2259.47
Jamalpur 1518.81
Noakhali 1056.97

Tangail 951.43

Barisal 658.61

Rangpur (15 th) 445.46

Source: CPD Occasional Paper Series- 71, 2008

The ADP allocations exhibit widespread fluctuations with regard to distribution
among the greater districts. Jamalpur is the highest total per capita road ADP
allocation recipient over the reference period, while Rangpur is the 15th position

(Table 7).
Table- 7: Ranking of Districts in Terms of Road ADP ( 1995/96- 2007/08)
District Adproadpc
(Taka per capita)
Jamalpur 3020.50
Khulna 2218.74
Dhaka 1473.42
Faridpur 498.27
Rangpur (15 th) 492.67

Source: CPD Occasional Paper Series- 71, 2008

4. 5 Education

Education develops human skill for providing quality services to the community.
Education is also termed as human capital and it makes people fit for professional
jobs. Education is recognized as one of the basic human needs. It has direct bearing
to overall welfare of individuals as well as households and society.

Although a significant change in terms of primary education is found across
income groups, considerable disparity linked with economic background is
observed in secondary education enrollment. Poor people are mostly absent at the
tertiary education level. In Bangladesh children in the rural areas are lagging
behind significantly in terms of getting quality education.
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Table- 8: Literacy Rate (7 years and over) by Gender and Administrative
Division (Percent)

Division National Male Female
National 57.91 61.12 54.80
Barisal 57.90 60.62 55.29
Chittagong 60.54 63.40 57.90
Dhaka 57.73 60.01 55.54
Khulna 59.28 63.84 54.61
Rajshahi 57.37 60.45 52.04
Rangpur 54.68 59.88 49.36
Sylhet 55.22 58.98 51.67

Source: BBS, HIES (2010)

The divisional level literacy rates have been provided in Table-8. At the aggregate
level, the highest literacy rate 60.54 percent is observed in Chittagong division and
the lowest of 54.68 percent in Rangpur division.

At the tertiary level education, the highest number of 17 public and 54 private
university is observed in Dhaka division and the lowest number only 2 public and

no private university in Rangpur division (Table- 9).

Table- 9: University by Administrative Division

Division Public University Private University
Barisal 02 01
Chittagong 05 10
Dhaka 17 54
Khulna 04 02
Rajshahi 03 05
Rangpur 02 00
Sylhet 02 04

Source: UGC Website

4.6 Access to Electricity, Telephone, Mobile phone and Computer

Distribution of households with access to electricity, telephone, mobile phone, and
computer is presented in Table-10. In 2010, 55.26% households reported to have
access to electricity at the national level, 63.4% access to mobile phone, 2.07%
access to telephone and 3.01% had access to computer. But in Rangpur Division
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only 30.07% access to electricity, 41.59% had access to mobile phone, 1.25% to
telephone, and 0.70% to computer.

Table-10: Percentage of Households Having Electricity and Other Facilities
by Administrative Divisions

Division Electricity | Mobile | Telephone Computer
phone

National 55.26 63.74 2.07 3.01
Barisal 40.12 59.56 1.14 1.41
Chittagong 60.34 70.84 3.02 3.62
Dhaka 67.34 71.71 2.38 4.70
Khulna 54.13 61.09 1.65 1.84
Rajshahi 51.88 59.85 1.33 1.33
Rangpur 30.07 41.59 1.25 0.70
Sylhet 47.22 60.63 2.76 4.51

Source: BBS, HIES (2010)

4.7 Wage gap

There is wage gap between Rangpur and Dhaka division. Male Wage rate in Dhaka
division in August 2012 was Taka 250- 300 per day while in Rangpur division it
was Taka 211.20 per day (Table- 11).

Table - 11-: Wage Gap

Wage Rate Rangpur Division Dhaka Division
August 2012 August 2012
(Per day/ Taka) (Per day/ Taka)
Wage Rate (Male) 211.20 250-300
Wage Rate (Female) 150.00 200-250
Wage Rate( Child) 107.00 100-150

Source: NBI, RDRS, Bangladesh 2012

4.8 Access to Energy/ Gas Connectivity

Availability of energy plays a critically important role in helping develop regional
economies. Due to the primacy of Dhaka and Chittagong, the availability of
electricity has been more pronounced in the eastern districts than in western and
southern districts. Similarly, there are substantial differences in terms of availabil-
ity of natural gas. Large areas of northern and southern parts of the country still do
not have natural gas coverage (Table 12).
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Table-12: Grouping of Division by Gas Connectivity

Division Gas Connectivity
Dhaka 1968
Sylhet 1977

Rajshahi 1999
Khulna -

Chittagong 1976
Barisal -
Rangpur -

Source: Zohir (2011)

4.9 Access to International Migration and Foreign Remittances

Inflow of foreign remittances is the single most important informal safety net
program in Bangladesh. It has been a major factor in helping Bangladesh to reduce
poverty since the 1990s. According to the Ministry of Expatriates Welfare and
Overseas Employment, 5.575 million Bangladeshi workers were working abroad
as of June 2009, and every year around 0.5 million people are migrating with over-
seas employment. Remittance is now contributing 11.15% to the GDP, which is 6
times higher than the ODA and 13 times higher than the FDI. Such growth of
workers’ remittances contributed to the well-being of remittance receiving house-
holds. Since households having expatriate workers are highly concentrated in
certain areas of the country relative to others, the excluded or marginally included
regions have gained little from inward foreign remittances of the country. Chit-
tagong and Dhaka divisions dominate the share of expatriate remittances (Table
13).

Table- 13: Percentage of Remittance Share by Division

Division Percentage of Total Remittances
Dhaka 35.47
Sylhet 7.08
Rajshahi 7.16
Khulna 5.64
Chittagong 39.82
Barisal 4.07
Rangpur 0.76

Source: BBS, HIES (2010)
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4.10 Financial Infrastructure

Financial institutions (e.g. banks, MFIs) can play an important role in reducing
poverty and regional inequality. High density of branches is indicative of vibrant
economic activities. In general, the spread of banking activities tends to be much
more concentrated in Dhaka and Sylhet divisions as compared with Rajshahi,
Khulna and Rangpur.

Table- 14 shows per capita deposits and advances as on June 2010. The table
shows that there are large differences among the divisions in terms of both per
capita advances and deposits. Advances and deposits in all the other divisions are
very low relative to Dhaka ad Chittagong indicating the low level of depth of
financial intermediation in the lagging districts. Sylhet division exhibits high per
capita deposits but low per capita advances. This is explained by the fact that
Sylhet receives huge amount of remittances from abroad and possibly requires less
loans from banks in relation to available economic opportunities.

Table- 14: Per Capita Deposits and Advances by Division, 2009 and 2010

30th June 2010 30th June 2009
Per Capita | Per Capita | Per Capita | Per Capita
Deposits advance deposits Advance
National 23483 17854 19622 14681
Barisal 5807 2831 5037 2464
Chittagong 23036 18240 19274 14714
Dhaka 48286 38170 39891 31502
Khulna 8239 6618 7112 5621
Rajshahi 6863 4985 4800 3531
Rangpur 3803 3641 - -
Sylhet 17187 4461 15605 3703

Source: Scheduled Bank Statistics, Bangladesh Bank, Various Issues

5. Suggested Policy Recommendation and Conclusion

According to the Sixth Five Year Plan, achievement of the specific targets for
reducing regional disparities will require well thought out strategies and policies to
ensure that the growth process is inclusive and that the human development and
other poverty reduction policies are sensitive to the needs of the lagging regions.
Policy initiative to address regional disparity should be taken to establish a sepa-
rate fund in the framework of the annual development program for supporting the
development of the Rangpur division. In addition, emphasis should be given to
projects that address regional inequalities in the selection of projects.
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To stimulate investment facilities and employment opportunities in the Rangpur
division special incentives will not be enough. Along with these support in the
form of adequate infrastructure, access to utilities, services and other forms of
support will be required to be provided to the Rangpur division. A comprehensive
plan for exploitation of natural resources such as coal resources of the Rangpur
division is needed.

To minimize the yield gap more investment has to be made in the lagging region
for improved technology. Further investment in agriculture research, dissemina-
tion of agricultural technology such as use of power pump and power tillers and
locally available high yielding varieties of crops should be encouraged.

Access to quality education and creation of employment opportunities are needed
to reduce regional inequality. Women empowerment and creation girl’s education
are important factors to be considered in this connection. Human resources devel-
opment strategies such as development of tertiary level educational institutions
and private universities need to be encouraged in the Rangpur division.

Initiatives to send more people from Rangpur division for overseas employment
should have positive impact to reduce regional inequality. Special skill develop-
ment programmes and credit support programmes should be developed towards
this. Remittances should be encouraged to be used to stimulate productive
ventures.

Higher rate of public expenditure and extended coverage of social safety net
programmes in the Rangpur division should be the norm. Ownership of productive
assets by low income and land-less households will need to be supported and
opportunities will need to be created for them to take part in income generating
activities. Micro-credit facilities should be expanded to the share croppers in the
Rangpur division. Construction of gas transmission line to the Rangpur division
should be expedited.

Industrialization should be promoted in the Rangpur division to create jobs. Since
private investment has less of an incentive to locate itself in these regions, this
process needs to be implemented with the help of government support at least in
the initial stages. Industrial policy should be made flexible to support investment
in Rangpur division. Construction of industrial park and industrial zones should be
established. Small and medium enterprise should be encouraged with low cost
financing facilities. Rate of interest for bank finances should be lower in the Rang-
pur division which will increase investment. Special fiscal incentive such as tax
holidays should be offered on a selective basis for high priority private investment
in the Rangpur divisions industries.
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The farmers in the Rangpur division should get priority in terms of agricultural
subsidy. Government should take responsibility for increasing the provision of
agricultural loan at a lower interest rate in the Rangpur division.

Efforts will need to be made to expand BR- 33 and Pariza rice in Rangpur division.
Emphasis shall har to be given to supporting the expansion of storage facilities for
the poor and marginal farmers for preserving their fish and agricultural produce in
order to get suitable price for their product in the market.

Logistic support and technical advice will need to be provided to potential migrant
workers through establishment of foreign employment exchanges in the lagging
districts in cooperation with private sector.

Priority will need to be given to the lagging Rangpur division for sething up in the
location of school and health facilities. Additionally, policies will need to be taken
to ensure the availability of teachers and medical personnel in the remote area.

Special emphasis will have to be placed on girl’s education in Rangpur division.
This will help increase female labour participation as well as improve family
welfare.

In designing social protection schemes, including employment guarantee schemes,
the location issue should considened very carefully, putting priority to the avail-
ability of these schemes in the Rangpur division.

The eradication of poverty and inequality and meeting the basic needs are the
primary goals of the government. The present government of Bangladesh is very
much hopeful of achieving the target of Sustainable Development Goals (SDGs)
as well as the targets of Vision-2021 related to poverty and inequality. This target
may be fulfillied in every region of the country- this is the expectation of all.
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Abstract: Regional investment cooperation in South Asian countries is a
recent phenomenon for discussion both at academia as well as policy maker
level. With growing linkages between countries at regional and
sub-regional level along with increasing scope for outward investment by
the private sector, the issue of investment needs to be discussed as means
for regional and sub-regional trade cooperation. Regional investment
cooperation has been a success worldwide in expanding infrastructure
development, social improvement and increase in trade and investment
leading to higher economic growth. A number of agreements such as
SAFTA and BIMSTEC are now in operation, and BCIM is also in the
process of discussion. All these integration initiatives offer opportunities
and scope for investment cooperation. This paper highlights investment
cooperation not only as means of encouraging trade but also for investment
targeting both domestic and extra regional market. The paper puts forward
suggestions regarding Bangladesh strategies for better investment coop-
eration in the future not only in South Asia but also with South-East and
East Asia.

1. Introduction

Regional investment cooperation in South Asian countries are a recent phenom-
enon for discussion both at academia as well as policy maker level. With growing
linkages between countries at regional and sub-regional level along with increas-
ing scope for outward investment by the private sector, the issue of investment
needs to be discussed as means for regional and sub-regional cooperation in trade.
Investment in South Asia, both inward and outward, is highly imbalanced and
concentrated at few locations, particularly India. Unless other countries are able to
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develop the competitive strength, it would not be easy for them to attract more
investment by simply allowing outward investment from respective South Asian
countries. Despite limited regional integration, South Asian economies are
increasingly integrated with other economies under various initiatives. In these
economics, the issue of investment is increasingly getting importance along with
trade and other issues. The objective of this paper is to illustrate the scope of
investment cooperation not only as means for trade expansion but also for invest-
ment targeting both domestic and extra regional market. The paper has five
sections. The status of investment cooperation under the framework of SAARC
and the scope of investment cooperation in the BIMSTEC region and BCIM
countries (Bangladesh, China, India and Myanmar) are discussed in section 2, 3
and 4, respectively. Section 5 contains our suggestions regarding deepening
investment cooperation in the region, and, Section 6 concludes. Data have been
used from various secondary sources/database available on the internet.

2. Investment Cooperation under the Framework of SAARC

2.1 Flow of Investment in South Asia

Inward FDI flow in South Asia is largely destined to India; more importantly, it
has been concentrated over time in India (Table 1). Out of South Asia’s total FDI
inflow of US$28.6 billion in 2012, India alone received about US$25.5 billion,
which was about 89 per cent of the total. The second highest recipient of FDI is
Bangladesh, which received only US$990 million and its share was only 3.5 per
cent (vis-a-vis 12.4 per cent in 2000). Pakistan, once a major FDI recipient has lost
its importance due to political violence, unrest and lack of infrastructural facilities
and has received less and less FDI (from US$2.2 billion in 2005 to US$847 million
in 2012). Future investment cooperation needs to take into account the unbalanced
nature of investment flow in South Asia due to lack of competitiveness of most of
the locations as investment destinations.

Table 1: South Asia FDI Inflow (in million USD)

FDI Flow (million USD) Share of FDI(%)

Country 2000 (2005 |2010 |2011 |2012 (2000 |2005 |2010 (2011 {2012
Afghanistan|0 271 (211 |83 94 00 (24 1|08 |0.2 |03
Bangladesh |579 (845 [913 |1136 |990 (12.4 |7.5 |3.6 (2.8 3.5

Bhutan . 6 26 10 16

India 3588|7622 |21125|36190|25543|76.8 |67.5 [84.2 |90.3 |89.2
Maldives |22 |73 216 |256 (284 |0.5 |0.6 |0.9 |0.6 (1.0
Nepal 0 2 87 95 92 0.0 |00 |03 |02 |03

Pakistan 309 2201 (2022 |1327 |847 6.6 19.5 |8.1 33 (3.0
Sri Lanka 173 |272 |478 |981 776 |3.7 |24 |19 |24 |2.7
Total 4671|11292|25078 |40078|28642|100.0{100.0({100.0|{100.0{100.0
Source: UNCTAD
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Despite liberalizing the FDI regime, most of the South Asian countries have yet to
develop a sizable stock of FDI (Table 2). FDI stock in Bhutan at the end of 2012
was only US$23 million followed by Nepal (US$440 million), Afghanistan (1569
million) and Maldives (US$1655 million). Part of this low level of FDI flow can be
attributed to the small size of the economy. Maldives being the smallest country in
the region ranks highest regarding FDI inflow as percentage of GDP followed by
Afghanistan, Pakistan and India. However, Bangladesh, Bhutan and Sri Lanka are
below the South Asian average in terms of FDI-GDP ratio (2000-11). Nepal had the
least FDI share in GDP (0.15 in 2000-2011 average) (World Bank). Thus, lack of
domestic business environment as well as limited business scope for investment
and regional integration caused low level of FDI flow in some destinations. In addi-
tion, obstacles at the borders and behind-the-border barriers and weaknesses also
impede investment flow among these countries (Kumar and Singh, 2009).

Table 2: FDI Stock in South Asia (US$ million)

Country 2000 2005 2010 2011 2012
Afghanistan 17 584 1392 1475 1569
Bangladesh 2162 3537 6343 6166 7156
Bhutan 4 22 23 7 23
India 16339 | 43202 205580 206435 | 226345
Maldives 128 331 1114 1371 1655
Nepal 72 127 253 348 440
Pakistan 6919 10209 19828 20916 25395
Sri Lanka 1596 2447 5008 5990 6765
Total (South Asia) | 27237 | 60458 239540 242706 | 269347
World 7511311| 11673845| 20380267 | 20873498| 22812680
Share of world (%) | 0.36 0.52 1.18 1.16 1.18

Source: UNCTAD

2.2 Intra—regional FDI flow and Stock

Intra-regional FDI comprises a small share in total FDI flow in South Asia (less
than 5 per cent of total flow of FDI) but it has been rising in the last few years.
Table 3 indicates the state of intra-regional FDI flow within the region during
2005-2010 where it is clear that India is playing the dominant role as investor
within the region. In 2009-2010, Nepal registered around 44 per cent of FDI from
India which was the maximum FDI outflows from India within the region and the
majority of the investments were in the services sector. According to the Table,
except India, other countries have witnessed a dramatic increase in its South Asian
share where Bangladesh’s share was 15.4 per cent and Sri Lanka’s was 29.1 per
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cent in 2010. India’s growing outward investment is mainly targeted to developed
countries because of increasing interest to invest in strategic sectors by using
growing competitiveness of their MNCs (Kanungo and Kumar, n.d). Only a small
share of India’s outward FDI is targeted to the South Asia region due to limited
scope for attractive investment opportunities.

Table 3: Intra- Regional inward FDI in SAARC Countries (% of total inward FDI)

Investment to:
Investment from: India Bangladesh | Nepal Sri Lanka
2007-08|2009-10{2006 | 2010 | 2008-09 | 2009-10| 2009 | 2010
India 0.52 | 14.96 | 43.72 43.89 | 19.33 | 28.74
Sri Lanka 0.54 0.31 0 044 |0 0
Nepal 0 0.11 0 0 0 0.03
Maldives 0.02 0.09 0 0 0 0 0.07 | 0.37
Bangladesh 0 0 0 0 0.53 1.1 0 0
Pakistan 0 0 0.18 |0 0.04 0 0 0
Bhutan 0.56 0 0 0 0 0 0 0
Share of South Asia | 1.12 0.5 0.7 | 15.41|44.29 4498 |194 | 29.13

Source: Kanungo and Kumar (2012)
2.3 Sources of FDI in South Asia

Most of the FDI in South Asia is originated from outside the region mainly for
India, Pakistan, Sri Lanka and Bangladesh (Table 4). Intra-regional sources, on the
other hand, are important for Nepal, Bhutan and Afghanistan. Despite the major
share of FDI that originated from developed countries, the volume and share of
FDI from developing countries has been increasing in recent years. Between the
early and late 2000s, the number of developing countries as FDI sources for South
Asia increased from 38 to 45 while the number of developed countries’ investment
grew by only one from 23 to 24 (World Bank). Middle East and North Africa
(MENA) and the East Asia and Pan Pacific Regions (EAP) are the largest sources
of FDI for South Asia. In India, most of the FDI inflows originated from EU,
United States, Japan and South Korea. On the other hand, EU, United States,
China and India are the largest sources of FDI in Bangladesh. FDI inflow to Paki-
stan is dominated by the Middle East countries. Most diverse spectrum of coun-
tries’ contribution in FDI is seen in Maldives such as Thailand, China, India,
United States and the EU. China have made large investment in extraction
business in Afghanistan China has also invested in Nepal’s renewable energy
sector and Sri Lanka’s transport sector (UNCTAD, 2013). Regional investment
cooperation is thus gaining importance both in intra-regional and extra-regional
sources.
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Table 4: Sources of FDI Stock: Within and Outside the Region

’ Bangladesh ‘ Bhutan ‘ India Nepal Pakistan
Volume (million USS)
FDI from World 8063 132 218134 | 506 17726
From South Asia 571 44 33 171 2
Outside South Asia 7,492 88 218,101 | 336 17,724
Share (%)
FDI from World 100.0 100.0 100.0 100.0 100.0
From South Asia 7.1 32.7 0.02 33.7 0.01
Outside South Asia 92.9 66.3 99.98 66.3 99.99

Source: UNCTAD

2.4 Sectoral Composition of FDI

An overwhelming share of FDI in South Asia is market-seeking FDI. Examining
the industry profile and the available information related to project descriptions
show that manufacturing investment in India and Pakistan is mainly in domestic
market-seeking industries when Sri Lankan investment is concentrated more in
efficiency-seeking such as export-oriented textile and clothing sector. Services
sectors such as telecommunication, energy and finance received considerable
share of FDI in recent years (Raihan, 2013). In 2011, FDI inflows in the services
sector accounted for 54 percent of total FDI inflows in the region while manufac-
turing, agriculture and mining accounted for 42.7, 0.04 and 3.7 per cent, respec-
tively (Figure 1). This reveals the potentiality of the services sector in the region
and the necessity to articulate guidelines for accelerating trade and investment in
services within and outside the region.

Figure 1: Sectoral breakdown of South Asia FDI inflow in 2011

Agriculture and IMining

B Service ® Manufacturing = Agriculture and hunting Mining

Source: UNCTAD
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Afghanistan attracted inward FDI flows into resource-seeking projects where most
FDI has gone into extraction and transport and logistics industries over the past
few years. Huge amount of FDI has been invested by the Chinese Corporation in
the natural resource sector. Bhutan and Nepal have very little opportunities for
foreign investment. Bhutan’s hydropower sector has become an attraction for
foreign investors.

India dominates with much of the inflow towards the services sector, including
banking and insurance, research and development and outsourcing. In 2011,
service sector (business, financial, miscellaneous service and R&D) received 18.8
per cent of total FDI followed by telecommunication (8.2 per cent), construction
(6.7 per cent), automobiles (3.1 per cent), drugs and pharmaceuticals (11.4 per
cent). Telecommunication sector, particularly telephone service, is another leading
inward FDI sector in India. Also computer software and hardware businesses are
attracting many foreign investors.

Like India, Bangladesh’s FDI inflow is also concentrated in the services sector,
followed by textile and petroleum sectors. During 2005-10, telecommunication
sector had attracted the largest amount of FDI but it dropped sharply in 2011 by
almost 96 per cent which has weakened the inward FDI inflow in the services
sector. FDI inflow in the textile sector has increased gradually over the past few
years due to the comparative advantage in low labour costs; in 2011, it reached 30
percent of total FDI. FDI inflows in power sector has also showed rapid growth in
the past few years due to favorable government policies and facilities and incen-
tives provided to foreign investors such as tax exemptions and easier access to
finance. In Pakistan, oil and gas exploration sector is now the major FDI magnet
and the share of FDI inflows has been increasing every year.

The trends of FDI inflows are changing in Sri Lanka moving towards services and
now become a dominant FDI magnet. The post-conflict foreign investments have
been encouraged in the services sector, including business services, retail, health,
banking and consulting. The telecommunication and power sectors were marked
as the leading FDI inflow sectors in 2009 and the growth has shifted to manufac-
turing, services and agriculture in 2010. In the services sector, hotel and restaurant
sector received the largest amount of FDI inflows which accounted for 20 per cent
of total FDI during 2010-11.1 In 2011, Sri Lanka received the highest-ever FDI
inflows which indicated investors’ confidence in Sri Lanka. In the past few years,
Maldives showed tremendous growth in hotels and real estate sector. Significant
amount of FDI come from international hotels and resort chains.?

I Key FDI projects in this sector are the Shangri-La hotel chain’s investment, Sheraton Group’s
investment etc.
2 For example, Four Seasons (US) and Centara (Thailand) etc
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Sectoral pattern of FDI indicates that most of the FDI that comes from extra
regional and intra-regional sources are not vertical in nature. South Asian countries
have yet to attract efficiency-seeking FDI which could develop regional value
chain. Bangladesh, Pakistan, Sri Lanka and India are important players in global
apparel sector. Nevertheless, investment in this sector was not sufficient within the
region. Any joint venture initiative between these two countries would add value,
enhance productivity, and reduce the cost of production.

A major constraint in intra-regional investment in South Asian countries is the
limited knowledge on the potential sectors of investment of different SAARC
countries. Intra-regional investment requires knowledge on potential sectors,
markets and financial aspects (Moazzem 2005; Agarwal 2008)3. Moreover the
regulatory regime within each country imposes conditions on investment under
specified sectors. It is important for potential investors to gather knowledge on
regulatory aspects applicable to potential sectors in each country. Table 5 identi-
fies some priority industries for investment in South Asian countries which
indicates potentials for building vertical FDI network in the region in different
sectors.

Table 5: Priority Sectors for Investment in South Asian Countries

Pakistan Value added export industries: manufacturing categories such as garments, bed linens, surgical
instruments, and sporting goods High-Tech and IT industries: chip manufacturing, software
development and precision equipment manufacturing Others: tourism, housing, engineering,
chemicals and construction

Bangladesh | Textiles, electronics, IT, natural gas-based industries, frozen foods, leather, ceramics, light engineering
and agro-based production

Nepal Medicinal and aromatic plants, agro-based (mushroom, spices, vegetables, fruits), dairy, tea,
sericulture, hydropower, leather, poultry and textiles

Srilanka | Electronics, light engineering, textiles, rubber, mineral and processing, tourism, IT, gems and
jewellery, healthcare and pharmaceuticals, ceramics and services

Bhutan Hydropower, agro-processing, tourism and medicinal plants
Maldives Marine-based industries, tourism, infrastructure, and air and sea transport
India* Power, Renewable energy, Infrastructure, Aerospace & Defense, Automotive, Banking, Biotechnology,

Information Technology, Insurance, Real Estate, Retail, Telecommunications, Textile and apparel
Industry and Healthcare

Source: Aggarwal 2008; Different documents available in the websites;

3 The sectors identified as investment potentials in Pakistan, Sri Lanka, Maldives, Bangladesh,
Bhutan and Nepal have been compiled from FDI Promotion Agencies of each country

4 India’s investment potentials have been identified based on the information from following website:
conhttp://investmentopportunitiesinindia.wordpress.com/;
http://online.wsj.com/news/articles/SB10001424052702304675504579390521675089520;
http://www.direc2010.gov.in/pdf/India's-RE-Sector-Potential-and-Investment-opportunites-SSM.pdf;
http://articles.economictimes.indiatimes.com/2012-08-
30/news/33499631 1 infrastructure-sector-investment-target-india-us-relationship;
http://www.oifc.in/infrastructure-india-potential-sector-investment;
http://www.usitc.gov/publications/332/PUB3401.PDF;
https://www.wbginvestmentclimate.org/advisory-
services/health/upload/Opportunities-and-Trends-in-Investing-Guide for Investors in Private Health
_Care _in_Emerging Markets.pdf
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2.5 FDI outflow from South Asia: Trends, Patterns

Outward flow of FDI from South Asian countries is still very small mainly because
of official restriction over investment and free movement of capital. Outward flow
from South Asia has increased from US$529 million in 2000 to US$8790 million
in 2012 and it was in the peak in 2010. Despite that rise in FDI outflow, its share
is among the lowest — 0.63 per cent of total world outflow in 2012 compared to
0.04 per cent in 2000. Share of FDI outflow of Southeast Asia, on the other hand,
was much higher (4.36 per cent in 2012) (Figure 2); Eastern Asia comprises China,
Japan and Korea and has the largest source of outward FDI within Asia.

Figure 2: Trends of FDI outflows of South Asia

FDI Outflows,2000-2012
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Source: UNCTAD

India has been the major investor abroad over the years — during 2012 its outward
investment was US$8,583 million which was about 98 per cent of total FDI
outflow from the region. The outflow from other countries such as Bangladesh
(US$53 million), Pakistan (US$73 million) and Sri Lanka (US$ 80 million) were
highly insignificant. Afghanistan, Nepal, Maldives and Bhutan have almost no
FDI outflow.

India’s success as a major emerging global investor has been possible because of
substantial removal of foreign exchange restrictions on capital transfer overseas
and liberalization of outward FDI policy which worked as a “push factor” in
making India a global investor.Though India was one of the smallest sources of
FDI outflow, since 1990s India has picked up and developed itself as one of the top
five sources of FDI economies in Asia Kanungoand Rahul, n.d.). India has taken
some steps such as allowing investment in foreign entities up to 200 per cent of
their net worth. Provided there are better opportunities to mutual funds in order to
invest overseas, initiatives have been taken to facilitate project exporters and
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service exporters from India which helped local investors to invest globally
(Kanungo and Rahul, n.d.). Indian investment experience in South Asia has been
mostly horizontal in flora. India has been looking for export seeking and market
seeking options to invest in South Asia and this is the reason of expansion of
Indian investment in South Asia especially in Bangladesh and Sri Lanka (Kanungo
and Rahul, n.d.).

Overall investment of India remained low in South Asia as India’s emerging
MNCs are competing successfully in developed markets which are characterized
by intensive technology and capital goods and services. In this connection, these
MNCs are mostly market and export seeking and most of the South Asian coun-
tries have failed to provide sufficient incentives to Indian investors. Recently,
India’s outward FDI has been motivated by market size as well as access to
frontier and strategically needed technologies that will improve their global com-
petitiveness. Due to rising demand for oil, gas, and minerals to support industriali-
zation and urbanization, India has recently shown rapid growth in outward FDI
flows into extractive industries.

2.6 Investment Cooperation Initiative in South Asia: SAARC

A major policy focus of SAARC initiatives was promotion of trade-led intra-
regional FDI. As a result, a major part of SAARC initiatives for economic coop-
eration in the 1990s and early 2000s was largely confined towards promotion of
regional trade cooperation at first by establishing SAARC Preferential Trading
Arrangement (SAPTA) in 1995, and then by establishing South Asian Free Trade
Area (SAFTA) in 2006. There was no broad discussion on promotion of invest-
ment during this period outside the purview of trade cooperation within the region.
Discussion on regional cooperation for investment was confined for the prepara-
tion of draft act for promotion and protection of intra-regional investment. This
was implemented perhaps with the assumption that with the enactment of SAFTA,
intra-regional investment will automatically increase.

The most concrete initiative so far made under the aegis of SAARC is to draft an
agreement on promotion and protection of investment of regional countries. The
major objective of the agreement is to ensure equal treatment for investments of
SAARC countries without restriction, quota and marketing. Products of such
investments will not be listed under the sensitive list in order to promote cross-
border trade and investment. However, the draft agreement has been pending for
approval since 2007. During the Seventeenth SAARC Summit held in Maldives, a
fast-tracking of the regional investment treaty was called for along with the
creation of regional production chains in order to deepen linkages in the SAARC
region.
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SAARC initiatives for the promotion of investment need to take into account a
number of characteristic features of the region, particularly with regard to domes-
tic production base, production network, and intra-regional and extra-regional
investment. First, FDI in South Asia is mainly targeted toward local markets
particularly domestic market-oriented manufacturing and services-related indus-
tries. Thus, intra-regional trade would have little implications for promotion of
regional flow of FDI. Second, South Asia is a part of global production network
linked with countries outside the region. Thus, promotion of an exclusive regional
production network would not be attractive to the foreign investors including those
of regional investors. Third, since foreign investors outside South Asia dominate
FDI in most of the South Asian countries, promotion of extra-regional investment
should be equally considered or at least should not be adversely affected through
other measures. Fourth, with the rise of global flow of financial capital, South
Asian countries need to consider further relaxation of the capital account to
enhance regional flow of capital. In the SAARC Summit held in Addu, Maldives
in 2011, regional flow of financial capital was stressed along with promotion and
protection of investment. Thus there are scopes for taking initiatives beyond the
traditional framework of regional investment cooperation in South Asia. Future
institutional framework for investment should cater to multidimensional aspects of
investment cooperation both within and outside South Asia.

In ‘effective’ terms, there is no independent separate body in the institutional
structure of SAARC to deal with investment related issues. The inter-ministerial
committee for trade discusses and takes decision on investment-related issues
apart from their core activities related to trade. As the Committee has to spend its
substantial time to discuss about related issues, investment issues were discussed
very sporadically and particularly on a need basis. Such an approach on investment
cooperation makes the issue dependent on the progress made in trade integration
within the region. Given the gravity of the issue of investment cooperation both
within and outside the trade-investment nexus, a separate body in the SAARC
needs to be formed to deal with the relevant issues.

3. Investment Cooperation under the BIMSTEC

A key ambition of BIMSTEC is to establish a free trade area, the BIMSTEC-FTA.
The Framework Agreement on BIMSTEC-FTA covers trade in services and
investment in addition to trade in goods. This gives BIMSTEC cooperation a
distinct flavour. The framework requires member countries to conduct negotia-
tions on a positive list approach. The schedule of tariff reduction envisages both
fast track and normal track tariff liberalisation, differentiated for non-LDCS and
LDCS, with rules of origin and maximum ceiling of products in the negative list.

Over the past years, 3 Summits, 14 BIMSTEC Ministerial Meetings, 16 Senior
Officials’ Meetings and a number of sectoral Ministerial Meetings have been held
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to advance the interests of economy-wide and sectoral cooperation among the
member countries in light of BIMSTEC’s declared objectives. Other Specialized
Task force Meetings, Joint Working Group Meetings and Expert Group Meetings
have also been held on a regular basis to design concrete actions towards imple-
mentation of the agreed agenda and decisions. The challenge will now be to imple-
ment the decisions taken at various levels with due urgency and efficacy. The
Secretariat will hopefully lead this exercise.

From the Bangladesh country perspective, since BIMSTEC provides a gateway to
the east, opportunities have been crated to deepen cooperation with ASEAN coun-
tries. By taking advantage of BIMSTEC Bangladesh can receive special attention.
BIMSTEC cooperation could be leveraged to get into the growing ASEAN
market.

4. Scope of Investment Cooperation in BCIM region

Investment potential for Bangladesh in BCIM ought to be identified by estimating
potentials for intra-regional and extra-regional investment. However such
estimates are not so easy because of limited available data on trade and investment
particularly data of Bangladesh’s bilateral trade and investment with West Bengal,
Meghalaya and Manipur of India, Yunnan Province of China and even with Myan-
mar (recent data is unavailable). Therefore, the analysis has been carried out by
using trade and investment related data of BCIM countries as a whole. Needless to
say, such estimates would provide exaggerated potentials for investment in the
BCIM; hence the estimates should be considered only ‘indicative’.

4.1 Opportunities for Development of Regional Production Network

There are scopes for vertical integration between the sectors which are comple-
mentary with each other. Developing and least developed countries have long been
excluded from global value chains (GVC) due to low-tech and labour intensive
feature of their industries. South Asian countries, having similarities in the poten-
tial products as have been mentioned before have not been able to establish strong
regional value chain (RVC). Based on the specialization of respective economies
(e.g. lower factor prices), MNEs could have invested in different locations on
potential complementary products.

Most of the South Asian countries, including India, have not much progressed in
integrating into value chain compared to ASEAN countries, particularly Philip-
pines, Vietnam, Malaysia and Thailand. This is reflected in the share of total
foreign value added (FVA)?> in gross exports of South Asian countries®. Inability

5 Foreign value added refers to the total value added created in other countries which are used in
production and exported by the reporting country (Banga, 2013)

6 India’s share was 24 percent in 2008 compared to 42 percent in Philippines, 40 percent in Vietnam
and 38 percent both in Malaysia and Thailand (Banga, 2013).
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to measure trade and value-added’ by a trading country through entering RVC or
GVC has led to insufficient attention to this type of integration. Thus it would be
important to focus on measuring gains from trading within RVC and GVC. It
would also be necessary to reshape the industrial and FDI policies of each member
country within the region to encourage FDI that would also facilitate RVC linkage
among the member countries. The measures within the policies and investment
promotion agreements among them should be such that attract extra- regional FDI
thereby accelerating linkage with GVCs.

Regional Trade Orientation: Among BCIM countries, Bangladesh has greater
trade orientationd towards the region compared to other countries. A total of 15 out
of 21 categories of total export products of Bangladesh have index value higher
than 1 which indicate more trade orientation of those products in the region.® On
the other hand, a total of 10 out of 21 sections of Myanmar’s traded products are
more oriented towards the region. India and China are less trade oriented towards
the region as other countries of the region have less absorptive capacity of the huge
supply of their different kinds of products.

Bangladesh’s trade orientation to India, China and Myanmar is not the same.
According to Table 6, Bangladesh has better trade orientation to India compared to
other countries — a total of 14 out of 21 sections are found to have value over 1.
Bangladesh’s trade orientation to China and Myanmar is comparatively better only
in limited number of sections — only in sections 9 and 4 respectively. However,
such a limited level of trade orientation with Myanmar and China will significantly
improve and will include other product categories when the corridor will be opera-
tional. Thus strong trade orientation mainly with India, but partly with Myanmar
and China indicate possibility for development of regional value chain in South
Asia.

7 Measured through subtracting the value of output from the value of input.

8 Regional trade orientation index (RTOI) is designed to measure relative importance of
intra-regional exports by identifying nature of similarities of trade of industrial and agricultural
products in the region. Changes in the index value over time shows the dynamics of trade reorienta-
tion in the regional markets. RTOI varies from 0 to infinity with a value of unity indicating the
similar pattern of trade between members and non-members while increasing values indicate a
greater share of regional markets in exports of the relevant country. In this analysis, the RTOI has
been estimated only for 2010 and 2012 (trade data of Bangladesh and Malaysia are not available
for the year 2012). RTOI varies from 0 to infinity with a value of unity indicating the similar pattern
of trade between members and non-members while increasing values indicate a greater share of
regional markets in exports of the relevant country.

9 These include the following: section i: live animals; animal products; section ii: vegetable products;
section iii: animal or vegetable fats; section iv: prepared foodstuffs; beverages, tobacco; section v:
mineral products; section vi: products of the chemical or allied industries; section vii: plastics;
rubber; section viii: raw hides and skins, leather, furskins; section ix: wood and articles of wood;
wood charcoal; section x: pulp of wood or of other fibrous cellulosic material; section xiii: articles
of stone, plaster, cement, asbestos, mica; section xv: base metals and articles of base metal; section
xvi: machinery and mechanical appliances; section xviii: optical, photographic, cinematographic,
measuring; section xx: miscellaneous manufactured articles.
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Table 6: Trade Orientation Index of Bangladesh for the other countries in the corridor

Product label India China Myanmar

2010 | 2012 | 2010 2012 2010

SECTION I: LIVE ANIMALS; ANIMAL PRODUCTS 4.0 3.2 3.0 5.1 0.0

SECTION II: VEGETABLE PRODUCTS 13.6 40.1 7.1 1.7 0.0

SECTION III: ANIMAL OR VEGETABLE FATS 37.3 | 164.4 4.8 24 0.0

SECTION IV: PREPARED FOODSTUFFS;

BEVERAGES, TOBACCO At e 0.0 0.0 0.0

SECTION V: MINERAL PRODUCTS 23.6 14.1 9.0 7.8 0.0

SECTION VI: PRODUCTS OF THE CHEMICAL OR

ALLIED INDUSTRIES 2.8 14.7 0.0 0.8 138.3

SECTION VII: PLASTICS; RUBBER 4.9 7.4 37.7 37.1 0.0

SECTION VIII: RAW HIDES AND SKINS, LEATHER,

FURSKINS 2.7 0.6 9.2 7.1 0.1

SECTION IX: WOOD AND ARTICLES OF WOQD;

WOOD CHARCOAL: 8.9 2.2 0.2 0.9 0.0

SECTION X: PULP OF WOOD OR OF OTHER

FIBROUS CELLULOSIC MATERIAL; Cor” 545 0.1 10 18

SECTION XI: TEXTILES AND TEXTILE ARTICLES 0.5 0.5 0.6 0.7 0.0

SECTION XIl: FOOTWEAR, HEADGEAR,

UMBRELLAS, SUN UMBRELLAS 03 02 0.4 05 0.0

SECTION XIII: ARTICLES OF STONE, PLASTER,

CEMENT, ASBESTOS, MICA 8.2 10 02 00 0.0

SECTION XIV: NATURAL OR CULTURED PEARLS,

PRECIOUS OR SEMI-PRECIOUS STONES 00 87.4 04 00 0.0

SECTION XV: BASE METALS AND ARTICLES OF

BASE METAL 24.6 38.5 0.2 0.1 83.6

SECTION XVI: MACHINERY AND MECHANICAL

APPLIANCES; 5.4 5.6 1.8 2.3 1.5

SECTION XVII: VEHICLES, AIRCRAFT, VESSELS 0.0 0.2 0.0 0.0 0.0

SECTION XVIII: OPTICAL, PHOTOGRAPHIC,

CINEMATOGRAPHIC, MEASURING, 02 06 30.9 26.2 0.2

SECTION XIX: ARMS AND AMMUNITION; ~ oo | - | 00 -

SECTION XX: MISCELLANEOUS

MANUFACTURED ARTICLES 38 | 12 36 1 35 04

SECTION XXI: WORKS OF ART, COLLECTORS'

PIECES AND ANTIQUES 03 ze 0.0 0.0 0.0

Source: Trade Map Database, ITC

Intra-Industry Trade: The extent of intra-industry trade has been calculated by
using Grubel-Llyod Index (GLI). Tables 7 and Table 8 show top ten sectors of
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intra-industry trade between Bangladesh and India and Bangladesh and China,
respectively, with GLI value higher than other sectors. In case of Bangladesh-India
intra-industry trade, a number of sectors have values close to 1 which indicate
Chapter 8 (Edible fruit, nuts), Chapter 3 (Fish, crustaceans), Chapter 41 (Raw
hides and skins) and Chapter 99 (others). For some sectors, the value has signifi-
cantly increased within a short period of time — between 2008 and 2012 value of
GLI increased significantly for Chapter 8 (Edible fruit, nuts), Chapter 3 (Fish,
crustaceans), Chapter 64(Footwear, gaiters) and Chapter 78 (Lead and articles).
Therefore Bangladesh could further strengthen production network with India for
a number of products. It is not clear whether similar level of GLI value would be
found in the case of Bangladesh’s trade with the Indian states under the BCIM EC
such as West Bengal, Meghalya, Manipur and Assam.

On the other hand, Bangladesh’s intra-industry trade with China is highly concen-
trated textile products, which include Chapter 53 (Vegetable textile fibres nes),
Chapter 63 (Other made textile articles), Chapter 61 (Articles of apparel, accesso-
ries, knit or crochet), and Chapter 52 (Articles of apparel, accessories, not knit or
crochet). With having the manufacturing base of textiles in Yunnan, intra-industry
trade of textile related products may increase with the province in the future.

Table 7: Gruble-Llyod (GLI) Index of Intra Industry Trade between Bangla-
desh and India (At HS 2 digit level: Top 10 Chapters)

HS Product’s Name

Code 2008 | 2009 | 2010 | 2011 | 2012

8 Edible fruit, nuts, peel of citrus fruit, melons 0.173 | 0.158 | 0.647 | 0.779 | 0.966

99 Commodities not elsewhere specified 0.263 | 0.642 | 0.005 | 0.973 | 0.907

3 Fish, crustaceans, molluscs, aquatic invertebrates | 0.194 | 0.748 | 0.363 | 0.150 | 0.814
nes

41 Raw hides and skins (other than furskins) and 0.762 | 0.413 | 0.421 | 0.933 | 0.813
leather

64 Footwear, gaiters and the like, parts thereof 0.041 | 0.059 | 0.853 | 0.116 | 0.770

62 Articles of apparel, accessories, not knit or crochet | 0.354 | 0.787 | 0.850 | 0.883 | 0.742
56 Wadding, felt, nonwovens, yarns, twine, cordage, | 0.843 | 0.936 | 0.432 | 0.504 | 0.735

etc

28 Inorganic chemicals, precious metal compound, 0.964 | 0.693 | 0.141 | 0.442 | 0.725
isotopes

78 Lead and articles thereof 0.187 | 0.000 | 0.938 | 0.000 | 0.659

94 Furniture, lighting, signs, prefabricated buildings 0.366 | 0.841 | 0.367 | 0.638 | 0.644
Source: Trade Map Database, ITC
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Table 8: Gruble-Llyod (GLI) Index of Intra Industry Trade between Bangla-
desh and China (At HS 2 digit level: Top 10 Chapters)

(l-Zlgde Product’s Name 2008 | 2009 | 2010 | 2011 | 2012
53 | Vegetable textile fibres nes, paper yarn,

woven fabric 0.73| 0.69| 0.84| 098 | 1.00
63 | Other made textile articles, sets, worn

clothing etc 0.84| 0.86| 0.57| 0.72| 0.88
61 | Articles of apparel, accessories, knit or

crochet 099 | 0.73| 0.75| 091 | 0.70
62 | Articles of apparel, accessories, not knit or

crochet 0.80| 0.96| 0.80| 0.61| 0.68
26 | Ores, slag and ash 0.37| 0.00| 0.01| 0.14| 0.45
67 | Bird skin, feathers, artificial flowers, human

hair 0.73| 0.69| 059 | 055 | 0.34
44 | Wood and articles of wood, wood charcoal 0.00| 0.00| 0.00| 0.03| 031
90 | Optical, photo, technical, medical, etc

apparatus 0.08| 0.24 | 0.28| 0.35| 0.30
15 | Animal, vegetable fats and oils, cleavage

products, etc 0.03| 0.78 | 0.85| 0.88| 0.25
57 | Carpets and other textile floor coverings 056 | 039 | 056 | 047 0.25

Source: Trade Map Database, ITC
5. Way Forward Towards Deepening Investment Cooperation

5.1 Issues related to FDI in Trade and Industrial Policy

FDI regime in most of the South Asian countries is related with policies of trade
and industry, including SMEs. This provides strategic policy direction to the
economy in production, export, import and investment. Nepal under the Industrial
Policy 2009 provides special priorities in case of RMG, carpets and woolen goods,
pashmina and silk products, handicraft goods, tea, wooden craft products,
processed leather, coffee, vegetables and spices. As part of facilitating those indus-
tries various kinds of fiscal, monetary and non-fiscal supports are announced in the
policy. India’s Foreign Trade Policy 2009-2014 have specialized support arrange-
ment for agriculture and village industry, handlooms, handicrafts, gems and
jewelry, leather and footwear, marine , electronics and IT and sports goods and
toys. Investment in these industries has been facilitated through duty-free import
facility, special development fund and other fiscal incentives. Bangladesh’s
Export Policy 2012-15 on the other hand, promotes a total of 12 sectors as ‘booster
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sector’, which includes fruits and vegetables, SMEs, RMG, frozen fish, handi-
crafts, tea, jute and leather. Similarly, Industrial Policy 2010 announces 32 sectors
as ‘thrust sectors’ with a view to promote industrialization through those
industries.!0 The preferential sectors in case of Sri Lanka include fabric, pharma-
ceuticals, milk powder, cement, agriculture, manufacturing and SMEs where
various kinds of fiscal support (especially tax exemption facility). Pakistan’s
Strategic Trade Policy Framework 2009-12, on the other hand, announces several
preferential sectors including SMEs, textiles and clothing, leather, pharmaceuti-
cals, agro-processing and dairy, light engineering and machinery where fiscal
(minimization of taxation), monetary (re-financing facility), non-fiscal
(international exposure, warehouse facility, subsidy for compliance certification
etc.) and others (skill up gradation programme) etc. The preferential sectors of
South Asian countries have lots of similarities which could be taken into account
while undertaking regional policy for investment cooperation.

5.2 Overcoming Tariff and Non-tariff Barriers

Regional trade takes place under different tariff structures maintained at bilateral
and regional trade agreements. SAFTA is the key regional trade agreement which
facilitates trade by providing preferential tariffs for products originated from the
region except those products which are in the sensitive lists of each of the member
countries. Despite review of the sensitive lists several times, the number of prod-
ucts under the list is still long. Without pruning the lists by a significant number
both by developing and least developed countries, it is difficult to develop regional
value chain in different sectors. However, LDC members including Afghanistan,
Bangladesh, Nepal and Bhutan enjoy duty-free market access to most of their
products to India, the main market in the region under the SAFTA accord. Bilateral
trade between India and Sri Lanka has been taking place under the Indo-Lanka
FTA with preferential tariff. As part of establishing economic union, harmoniza-
tion of tariff structure will be required with significant reduction of the sensitive
lists.

Rules of origin (RoO) currently in operation under different trade agreements
between South Asian countries is an important factor towards the development of
regional value chain. The RoO followed in SAFTA, Indo-Sri Lanka FTA,
ASEAN-India FTA needs to be closely examined with a view to understanding the
necessity to harmonize the rules to create effective regional cumulation.

10 These industries include agro-based and agro-processing industry, human resource export, ship building,
renewable energy (solar power, windmill), tourism, basic chemicals/dye and chemicals, ICT and ICT based
service, readymade garments industry, active pharmaceuticals ingredient industry and radio pharmaceuticals
industry, herbal medicinal plant, radio-active (diffusion) application industry (e.g. developing quality of
decaying polymet/preservation of food/ disinfecting medicinal equipment), development of polymer industry,
jute and jute products, leather and leather products, hospital and clinic, light engineering industry, plastic
industry, furniture, handicrafts, energy efficient appliances/manufacturing of electronic goods/development of
electronic materials, frozen fish industry, tea industry, home textiles, ceramics, tissue grafting and biotechnol-
ogy, jewelry, toy, container service, warehouse, innovative and import substitute industry, cosmetics and
toiletries, and light engineering industry.
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Non-Tariff Barriers (NTBs) including SPS and TBTs widely prevail in bilateral
trade in BCIM region. These NTMs include certification requirements, labeling,
marking and packaging requirements, traceability requirements, tolerance limits
for residues and contaminants or restricted use of certain substances. According to
Raihan (2014), most cited NTMs for Bangladesh and India are para tariffs, port
restrictions, pre-shipment inspection requirement, SPS and TBT restrictions and
fluctuating standards and procedural issues. On the other hand, most cited NTMs
in Myanmar are health and sanitary, national security issues, public moral and
security issues and safety and security issues (ASEAN Website, accessed on
August, 2014). China’s major NTMs are SPS measures, customs procedures, valu-
ations and rules of origin, indirect taxes, import prohibition and licensing, state
trading, contingency measures, import-related financing. A large part of these
restrictive measures are applicable to member countries’ export of agricultural
products, raw materials and intermediate products, which indicate possible obsta-
cles for growth of bilateral trade in the region once the BCIM EC is in operation.
Without having harmonized standard on SPS, TBT and other requirements,
regional production network would not work effectively and efficiently.

5.3 Institutional Mechanism for Regional Investment Cooperation

SAARC countries and BCIM can take lessons from ASEAN with regard to setting
up necessary institutional mechanism for the promotion of investment. The
success of ASEAN could be a good learning experience in this regard.

In order to integrate trade, investment and production-related activities within the
region, ASEAN has put emphasis on three core integration schemes including
ASEAN Investment Area (AIA), ASEAN Free Trade Area (AFTA) and the
ASEAN Industrial Cooperation (AICO) scheme. Such integration of investment
related schemes under strong trade integration between countries has facilitated
greater regional integration and make the regional production networks more com-
petitive.

ASEAN Industrial Cooperation (AICO) scheme is currently in operation particu-
larly focusing on investment schemes promoted through tariff and non-tariff
benefits (e.g. preferential tariff of 0-5 per cent for products manufactured by
participating companies).!! Under the AICO, ASEAN companies undertake
joint-venture initiatives in the manufacturing sectors. Such arrangements facilitate
physical movement of products between participating companies as well as
encourage resource sharing/pooling and/or industrial complementation.!2

11 AICO scheme allows joint-venture of participating companies which operate at different stages of the produc-
tion value-chain including raw materials, intermediate products and final products. Produced products of the
participating companies will enjoy different levels of market access in the respective companies’ market
depending on at what stage the products are produced- from 0-5 per cent in case of raw materials and interme-
diate  products to unlimited access in case of final products. For details see,
http://www.asean.org/communities/asean-economic-community/item/asean-industrial-cooperation-scheme)

12 A number of private sector initiatives have been carried out among regional investors including ASEAN
Industrial Joint Venture (AIJV) and the Brand-to-Brand Complementation (BBC) Schemes and ASEAN
Industrial Cooperation (AICO) scheme etc.




210 Bangladesh Journal of Political Economy Vol. 31, No.-3

At inter-government levels, the Industrial Cooperation Scheme could be under-
taken for the promotion of investment through tariff and non-tariff benefits. Under
the Industrial Cooperation Scheme, companies in the region could undertake
joint-venture initiatives in the manufacturing sectors. Such arrangements facilitate
physical movement of products between participating companies as well as
encourage resource sharing/pooling and/or industrial complementation. These
schemes would allow joint-venture of participating companies, which operate at
different stages of the production value-chain including raw materials, intermedi-
ate products and final products. Produced products of the participating companies
will enjoy different levels of market access in the respective companies’ market
depending on at what stage the products are produced.

Countries under cooperation should reduce and where possible eliminate restric-
tions for regional and foreign investors in case of entry in national priority sectors.
The national treatment and MFN treatment facilities need to be provided to inves-
tors from member countries particularly with regard to application of rules and
provision of fiscal incentives.

The member states shall modify their domestic regulations that will be inconsistent
with the existing regional agreements of investment and to the rights and obliga-
tions of the member countries. This provision shall be applicable to investors from
outside the region.

Countries may establish dispute settlement mechanism for dealing with the issue
among member countries; in this case the settlement procedure shall include
judicial, arbitral and administrative body of the state where the investment has
taken place.

Each member state shall ensure transparency and consistency of investment
related regulations among the member countries. BCIM countries should follow a
regional position with regard to their individual positions in multilateral agree-
ments related to investment.

Simplification of investment procedure needs to be ensured by undertaking the
following measures- a) simplification of procedures in investment approval
process; b) simplification of cross-border customs regulations and dissemination
of the rules; ¢) dissemination of information on investment related rules and regu-
lations among the member countries; d) development of harmonized manual of
guidelines for investment in specific sectors within the regional countries; e)
strengthening institutional regulatory frameworks within the regional countries; f)
effective regional financial networking, particularly banking network for easy
transactions; g) addressing the trade-related barriers, including non-tariff barriers,
sensitivity lists, SPS and TBT measures, underdeveloped physical connectivity
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and differential rules of origin etc.

5.4 Creating Provisions for Outward Investment from Bangladesh

There are potential sectors in South Asia and East Asia where Bangladeshi entre-
preneurs would be interested to invest. Bangladesh could invest in Yunnan’s
Hydropower projects and could re-export the generated electricity through
‘regional energy grid’ via Myanmar and India for the special economic zones.
Bangladeshi investors may like to invest in small-scale renewable energy projects
in Myanmar. The energy generated in those projects could by supplied to the
special economic zones. Cross-border energy trade between Bangladesh and
Myanmar would make significant contribution to enhance regional trade and
investment; in this context, development of regional energy grid and harmoniza-
tion of energy pricing at regional level would be important.

6. Conclusion

In recent years, most South Asian nations are practising more liberal and outward
looking economic policies rather than inward looking and import substituting
economic policies. With an average of 6.0 percent economic growth rate over the
years and US$ 954 GDP per capita, South Asia has some unique features which
make it distinct from other regions of the world. Countries of South Asia have
huge potential in investment cooperation that can be realised by proper policy
support and appropriate facility for investment friendly environment. Having said
so, here we must understand that it is the responsibility of the South Asian govern-
ments to devise policies and strategies in such a manner that would support the
efforts and investments being made.
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Aggregate Consumption Function of Bangladesh
Khan A. Matin *

Abstract: The study aims at estimating the marginal propensity to consume
(mpc)from time series data on aggregate consumption, gross disposable
national income, liquid assets, population size, deposit rate of interest, and
remittances. While the Keynes hypothesis on income and consumption has
been studied in detail, the Friedman permanent income hypothesis and
Hall’s  random walk model have also been briefly touched on. The study
uses data available from the published materials of Bangladesh Bureau of
Statistics, Bangladesh Bank and Ministry of Finance for the period
1995/96 to 2012/13. Under the Keynesian model the value of MPC was
found to be 0.45 and under the Friedman model it was found to be 0.44.
The value of APC exhibited decline with the rise in income under both
Keynesian and Friedman model. The Coefficient of Lagged value of
consumption under the Hall’s random walk model was found to be 1.09.
The estimated value of consumption by all the three methods were very
close. The effect of liquid assets, deposit interest rate, remittances while
adjusted for income was negative but insignificant. The effect of population
size while adjusted for income was positive but insignificant. All the fitted
models explained over 99 percent variation in real consumption expendi-
ture and had desirable statistical properties.

1. Introduction

The concept of consumption function has had its genesis in J.M. Keynes’ “The
General Theory of Employment, Interest and Money” (1936). In the traditional
view of consumer behavior the typical consumer bears on the allocation of a given
income to various ends. In the simple dichotomy income is exhaustively divided
between consumption on the one hand and saving on the other. The proportion
may vary with the income level. The consumption function describes the relation-
ship of consumption to income. In its simplest form one can present the consump-

tion function as

* Professor, Institute of Statistical Research and Training (ISRT), University of Dhaka, Dhaka 1000.
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Ct = F(¥i).

In the simplest representation of the Keyenian model this is the only behavioural
relation involved. It is supported by the identity

Yt =Ct+ It

Which indicates that apart from consumption there is only one other component of
effective demand which is called investment. /¢ is regarded as autonomous, which
simply means that /7 is not related to Ct or Yz. The important characteristic of the
slope of consumption function is that the marginal propensity to consume (mpc)
will be positive but less than unity. This results in a low-consumption and high-
saving conomy.

Review of Literature:

Alamgir (1972, 1974) using Bangladesh data for the period 1959/60 to 1969/70
found that aggregate disposable income, population and liquid assets have positive
effects on aggregate private consumption. The value of marginal propensity to
consume was found to be 0.84. Matin(1987) using Bangladesh data for the period
1972/73 to 1985/86 found that income, liquid assets, population size and lagged
value of consumption have significant positive effect on consumption. The value
of mpc was found to be 0.96. Islam (2012) using data for the period 1995/96 to
2005/06 found the value of mpc to be 0.46. The effect of Population size on
consumption while adjusted for income was negative but insignificant. The effect
of lagged value of consumption adjusted for income was positive but insignificant.

Methods and Materials.

The Keyenian Consumption function involves only income and consumption, and
further improvement was attempted to obtain a better explanation of consumption
expenditure. There are of course a number of variables whose effects can be
included in the aggregate consumption function. In the present study, in addition
to income (measured by real gross disposable national income), we have included
liquid assets, Population size, Deposit interest rate and remittances from abroad as
important explanatory variables. In any particular model, the problem of choice of
variables is always there.

The current statistics of the Bangladesh Bureau of Statistics (BBS, 2013), Bangla-
desh Bank (2014) and Ministry of Finance (2014) are the main source of data. A
brief definition of the variables and their operationalization are given below.

Aggregate Private Consumption(Y7).

The series on Aggregate Private consumption at current prices of base 1995/96
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was converted to real values by deflating them with the Consumer Price Index
(CPI) of base 1995/96=100. The figures are in Million Bangladesh Tk.

Gross National Disposable Income(Y7).

The series on Gross National Disposable income at current prices of base 1995/96
was converted to real values by deflating them with the GDP Deflator at base
1995/96=100. The figures are in Million Bangladesh Tk.

Liquid Assets (L?).

The two principal components of wealth whose effects on consumption can be
important are liquid assets and capital gains. Liquid assets seem to be an important
determinant of various types of expenditures, though they may also serve as proxy
for wealth or reservoir for imminent purchase. The weight of the evidence so far
available from empirical studies, however, is in favour of including the liquid
assets variable in a consumption function. For example , a decrease in consumer
saving will result from the growth of accumulated assets. The estimates of liquid
assets used in the present study are those of the Bangladesh Bank (2014). The
liquid assets include currency outside Banks, scheduled banks’ demand deposits,
post office saving deposit, and deposits of non-scheduled and cooperative Banks
with the Bangladesh bank. We have also included the lagged value of the liquid
assets (Lt-1) as one of the explanatory variables to see the variation in aggregate
private consumption.

Population (Px).

Population growth can have significant impact on aggregate private consumption
by affecting the growth in income in per capita terms and also by affecting aver-
age family size (which has implications for economies of scale in family consump-
tion). Introduction of the Population variable in the consumption function may be
particularly justified where the growth of population is very high. For the period
under consideration the rate of population growth has been found to be 1.52 per
cent per annum. Estimates of Population size were available from Bangladesh
Bureau of Statistics. The population figures used were in Million.

Remittances (REMITY).

Remittances are considered as injection of resources into economy. It can influ-
ence key macroeconomic variables like consumption. It can improve the standard
of living of the recipients and improve the distribution of income. It is thus worth-
while to include remittance (REMITt) to see its effect on consumption. The
figures used are in Bangladesh Tk in million.
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Model Specification and Estimation.

Keynes Consumption Model

Keynes (1936) postulated that consumption is a function of income and that
marginal propensity to consume is positive but less than 1. His model can be
expressed mathematically as:

Ct= BO +B1Vt + st

Where,
Ct = Aggregate Real Private Consumption in million BDTk in time period t
Yt = Aggregate Real Disposable Income in million BDTk in time period t

B0, B1 are parameters of the model.
¢t 1s the random error term

The MPC (1) is positive but less than 1. As a result, Average Propensity to
Consume (APC) would fall with successive increase in income. The consumption
functions have been estimated by the Ordinary Least Squares (OLS) method,
where the aggregate private consumption is assumed to be a linear function of the
explanatory variables. The Fitted Consumption Function under Keynes hypoth-
eses are presented in Models 1-8 in Table 1.

Apart from real disposable national income, we have included other variables such
as Income squared, lagged value consumption, Liquid assets, Population size,
Deposit Interest rate and Remittances from abroad.

Friedman’s Permanent Income Hypothesis

Friedman (1957) argued that consumption was a function of permanent income.

Ct = B1YPt+et

Where,

Ct = Aggregate Real Consumption in time t.
Ypt = Permanent Income.

1 = Parameter of the model

et = Random error term.

He argued that APC would not fall and consumption would be smooth. We have
also fitted consumption function under the Friedman’s Permanent income hypoth-
esis. The permanent income has been estimated by taking 3-year moving average
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of the disposable national income as a proxy for permanent income. The Ordinary
Least Squares method has been applied to estimate the parameters. The fitted
model under Friedman’s permanent income hypothesis is shown in model 9 in
Table 1.

Hall’s Random Walk Hypothesis.

Hall (1978) presented a simple life cycle-permanent income model of consump-
tion decision according to which consumption expenditures are predicted to follow
a random walk with trend, that is:

Ct=p1 Ct-1+¢t, B1>1.
where,

Ct = Aggregate Real Consumption in time period t.
Ct —1 = Aggregate Real Consumption in time period t-1.
[1 = Parameter of the model

¢t = Random error term

A consumption function has also been estimated under Hall’s random walk model
hypothesis and is presented as model 10 in Table 1. The Ordinary Least Squares
method has been applied to estimate the parameters.

Findings:

Keynesian Consumption Fuunction.

The findings on the various consumption functions estimated under the Keynesian
hypothesis are presented as models 1- 8 in Table 1. Interpretation of the models
follows.

Model 1.

This model represents the simplest form of aggregate private consumption func-
tion where the effect of aggregate disposable income only (Ydt) on consumption
has been investigated. The value of marginal propensity to consume is found to be
0.44 and is statistically highly significant (P < .001). The value of coefficient of
determination is also very high (R2 =.997). This implies that if disposable income
rises by Tk 1 million then Tk 0.44 million will be spent on consumption, other
things remaining the same. The estimate of the mpc appears to be low. The model
has the desirable statistical properties as depicted by the values of coefficient of
determination (R2), Standard error of regression, F-statistic, D-W statistic and
model P values. The fitted consumption function under model 1 is shown in Figure
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1. We also tried a model by including the square term of the income in this model
to see effect of non-linearity. The coefficient of the square term was negative but
too low to report and was statistically insignificant.

Table 1. Consumption Functions-Regression Results.1996-2013

Keynes’ Consumption Function R’ SER F P D-W | df
Model 1| C;= 545631.20 + 0.44Ydt 0.997 | 23903.64 | 5824.18 |.000 | 1.279 | 1,16
(29.55) (76.31)
Model 2| C;=197549.16 +0.20Ydt + 0.61C,, 0.999 | 16110.19 | 5857.98 |.000 | a/ 2,14
(2.50) (359 (423
Model 3 | ¢, =5110.43 + 0.3%y4 0.994 | 180.39 | 2587.48|.000 | 1.00 | 1,16
(30.28) (50.87)
Model 4| InC;= 3.96 + 0.70InY 0.995 | 0.0167 | 3226.73|.000 | 0.622 | 1,16
(21.55) (56.80)
Model 5| C; =575446.39 + 0.42Y4 - 0.01L, | 0.997 | 24363.68 | 2803.35].000 | 1.24 | 2,15
(10.07) (13.45) (.63
Model 6 | C, =84707.60 + 74.94yy + 1366.06 P, | 0.997 | 24169.97 | 2833.721.000 | 1.31 | 2,15
028)  (1493)  (0.46)
Model 7 | C;= 617857.95 +.45Y 4 _11852.17DIRe 0..998 | 22820.20 | 3196.45|.000 | 1.469 | 2,15
(12.11) (70.78) (1.60)
Model 8 | C;= 589772.00 +.41Y - 0.09 REMIT, | 0.997 | 24198.86 | 2841.78 | 0.000 | 1.23 | 2,15
(9.11) (12.64) (0.78)
Friedman’s Consumption Function
Model 9 | Ct= 546077.88 + 0.44Ypt 997 | 20620.03 | 5464.98| 0.000 | 1.217 | 1,16
(29.27) (73.93)
Hall,s Consumption Function
Model | Ct=-77689.86 + 1.09Ct-1 999 | 21580.84 | 6521.74 | 0.000 | o/ 1,15
10 (3.10) (80.76)

a/ D-W statistic is not applicable for equation in which lagged value of depend-

ent variable appears as a regressor.
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Model 2.

In this model we have considered the effect of past-habit of consumption(lagged
by one year Ct-1) and disposable income (Ydt) on consumption. The value of mpc
has decreased to 0.20 from .44 in model 1. The coefficient of Ct-1 is 0.59. Both
the coefficients are statistically highly significant. It turns out that past consump-
tion habit is a good predictor of current consumption. The model had desirable
statistical properties.

Model 3.

In this model we explore to find the effect of liquid assets(Lt) in addition to
disposable income(Ydt) on consumption. The value of mpc slightly decreased to
0.42 from 0.44 in model 1. The coefficient of the variable liquid assets(Lt) had the
expected negative sign but it wast statistically insignificant. The model had the
desirable statistical properties.

Model 4.

In this model the effect of per capita disposable income(ydt) and population
size(Pt) was regressed on aggregate private consumption(Ct). The coefficient of
per capita income was found to be 74.94 and statistically highly significant. The
coefficient of population size(Pt) though had the expected positive sign, was
statistically insignificant. The model had the desirable statistical properties.

Model 5.

This is an attempt to see whether the effect of disposable income on consumption
in per capita terms increases the mpc in comparison to the total value in model 1.
We obtain a lower value of mpc of 0.39 in per capita terms, compared to a value
of 0.44 in model 1. The value of the mpc in per capita terms was statistically
highly significant and the fitted model had the desirable statistical properties.

Model 6.

Under the logarithmic(natural) transformation of the model the value of coefficient
of InYdt was found to be 0.70 on InCt and it was statistically highly significant.
The model had the desirable statistical properties.

Model 7.

In this model we analyse the effect of deposit interest rate(DIRt) of Deposit Money
Banks and disposable income (Ydt) on consumption (Ct). The value of mpc
remains at the same level of 0.44 as in model 1.The coefficient of Deposit interest
rate(DIRt) had the expected negative sign but was statistically insignificant.
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Model 8.

In this model we introduce remittances from abroad (REMITt) in addition to
aggregate disposable income(Ydt) to see their effect on consumption behavior
(Ct). We have a slightly lower value of mpc of 0.41 when compared to its value of
0.44 in modell. The effect of remittance(REMITt) on consumption was negative
but statistically insignificant. The model had desirable statistical properties.

Friedman Consumption Function:

Model 9

The result of estimated Friedman Consumption function under permanent income
hypothesis is given in model 9 of Table 1. In the absence of data on permanent
income, 3-yearly moving average of aggregate disposable income has been used as
a proxy for permanent income. Here we estimate the effect of permanent dispos-
able income(Ypdt) on aggregate consumption (Ct). The value of mpc is found to
be the same (mpc=0.44) as given in the model 1 under the Keynesian consumption
function. The value of mpc was statistically significant and the various statistical
properties were analogous to model 1.

Hall’s Random Walk Consumption Function.

Model 10.

The result of estimated Hall Random Walk Consumption function under the life
cycle permanent income hypothesis is given in model 10 of Table 1. Here we
study the effect of lagged value of consumption (Ct-1) on current consumption
(Ct). The value of coefficient of the lagged value of consumption (Ct-1) on current
consumption (Ct) was found to be 1.09 and it was statistically highly significant.
The model had the desirable statistical properties.

Average Propensity to Consume.

The value of average propensity to consume(APC) obtained from the estimated
consumption function under keyenes model and Friedman model are similar, as it
is the case with mpc. We find that along with the rise in aggregate disposable
income, the value of APC decreases as indicated by Keyenes (Figure 2). At the
real disposable income level of Tk 175000 million in1995/96 the value of APC
was (.76 which gradually decreased to 0.55 in 2012/13 at an income level of Tk
5000000 million.
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Figure 2: APC:Keynes
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Estimated value of Consumption.

The estimated value of the Consumption under the three approachs, namely
Keynes consumption function, Friedman consumption function and Hall con-
sumption function were more or less similar (Figure 3). We can see that they over-

lap one another.

Figure 3:Fitted consumption: Keynes, Friedman and Hall
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Conclusion:

The important findings of the study are that real disposable income and lagged
value of consumption which have a definite pattern of effects towards the contri-
bution of consumption. All other variables, liquid assets, population size, deposit
interest rate and remittances from abroad included in the models along with
disposable income had the expected sign, but their effects were statistically insig-
nificant. The average propensity to consume exhibited decline with the rise in
income. The expected value of consumption figures obtained by the three
approaches, namely Keynesian model, Friedman model and Hall random walk
model were more or less similar.
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Abstract: The study was conducted at Khagrachari Sadar upozila under
Khagrachari Hill District to document the socioeconomic profile of market
actors of selected fruits, to know the existing supply chain of selected fruits,
to identify value chain of selected fruits, and to find out constraints in value
chain performance of selected fruits. Three local markets, namely Shapla
chattor (town market/baro bazar), Madhupur bazaar, and Shonirvhor
bazar and one assembly market in Narikal Bagan were purposively selected
for data collection from both fruit growers and market intermediaries. For
value chain development of selected fruits, UNIDO'’s approach to agro-

value chain analysis and development was followed. In the study area, nine
supply chains were found for mango marketing, of which three supply
chains had gone out of the region. For jackfruit and litchi marketing six
supply chains were found. For all fruits (mango, jackfruit and litchi), the
most important supply chain, grower to customer, was supplied about 34
percent of total fruits supply. In the study area value was added in some
stages. These were grading, cleaning, packaging, storing and transporta-
tion. Highest value was added on grading process, which was about 85
percent to 100 percent. For developing value chain in the study area some
constraints like post harvest losses, storage problem, lack of processing
center, high packaging cost etc were found.

1. Introduction

The Chittagong Hill Tracts (CHT) covers an area of 13,295 square kilometers of
Himalayan range hills and hillocks measuring one tenth of Bangladesh. The major
hill soils are yellow-brown to strong brown permeable friable loamy, very strongly
acidic and low in moisture holding capacity. However, soil patterns generally are
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complex due to local differences in sand, silt and clay contents of the underlying
sedimentary rocks and in the amount of erosion that has occurred (BBS, 2011).

The area is becoming a seasonal fruit hub with immense potential for the develop-
ment of a food-processing sector. Last year the CHT produced nearly 14 lakh
tonnes of fruit, officials said, while a decade ago production in the region was 6
lakh tonnes in 2002 (The Daily Star, 2012). In Khagrachari Hill District fruit was
grown on 3855 acres of land in 2010/11, up from1025 acres in 2006/07 (BBS,
2011).

Fresh tropical fruits are on winning ground in world markets as to recent statistical
figures (Anonymous, 2001). Its production has risen by 7 percent annually since
1997; and the bulk of these fruits (98 percent) are grown in developing countries.
Hundreds of farmers in the three hill districts produce plenty of mango, jackfruit,
papaya, pineapple, orange, and banana every year, but do not get fair prices of the
perishable produces, only because of the lack of proper marketing facilities.

Khagrachari hill district with an area of 2699.55 square kilometers is bounded by
the Indian State of Tripura on the north, Rangamati and Chittagong districts on the
south, Rangamati district on the east, Chittagong district and the Indian State of
Tripura on the west.

The vast area of Khagrachari hill district is suitable for fruits production. From all
fruits mango, jackfruit and litchi are dominant in production in this area. In 2010-
11, the total area of mango was 912 acres and total production was 2819 m.tons.
During the year, total area of jackfruits was 3066 acre and total production was
37356 m.tons whereas total area of litchi was 273 acres and total production was
1228 m.tons. Also the percentage change in yield over 1995/96 to 2010/11 was
153.9 mt/ha, 195.48 mt/ha and 140.65 mt/ha for mango, jackfruit and litchi,
respectively (BBS , 2011).

Even though fruit is economically and socially important, fruit supply chain and
their characteristics have not yet been studied and analyzed for Khagrachari hill
district where great potential of fruit production (Mango, Jackfruit & Litchi)
exists.

The changing demand in domestic and international markets for high-value prod-
ucts creates challenges and opportunities. Small and marginal holders produce
majority of the horticultural commodities like fruits and vegetables, but due to
weak and fragmented value-chain, only a small percentage of the produce reaches
the urban market. Appropriate marketing infrastructure is crucial for efficient
marketing of fruits and vegetables. Adequate transportation and product handling
are also important for the trade of agricultural products and important factors in
assuring good prices and poverty alleviation. Investment is required for improved
maintenance of road and port infrastructures. In addition to infrastructure develop-
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ment, modification of policies and management are also needed to improve appro-
priate and timely shipping of perishables (World Bank, 2005).

Fruit production and marketing assume an important place in the agricultural
development as well as cheaper fruit based nutrient supply to the population of the
country. Despite the vast utility of fruits production, its marketing system in hill
region is plagued with several inadequacies. Therefore, the present study was
designed to address for identifying value chain and constraints in value chain
performance of selected fruits to derive policy implications for value chain devel-
opment of selected fruits in Khagrachari hill district.

2. Methodology

Data: The study was confined to Khagrachari Hill District. Based on higher
concentration of fruits garden, Khagrachari sadar upazila was selected purposively
for the survey. Three local markets, namely Shapla chattor (town market/baro
bazar), Madhupur bazaar, and Shonirvhor bazar and one assembly market in Nari-
kal Bagan were purposively selected for data collection from both fruit growers
and market intermediaries. The participants involved in fruits (mango, jackfruit
and litchi) production and marketing in the study area are fruit growers, whole-
saler, bepari, faria and retailer. As the population size was not readily available, the
fruit growers and market intermediaries were selected considering availability at
the first sight. The selected samples included 130 fruit growers (mango growers-

56, jackfruits growers-34 and litchi growers-40) and 84 market intermediaries
(wholesaler-16, faria-20, bepari-32 and retailer-16). Primary data were collected
during the months of April to July 2014.

Analytical tools: The data were collected from different categories of fruit grow-
ers and from different marketing functionaries. Descriptive statistics were used to
summarize the data and presented in tabular form of market actors. For identifying
existing supply chain descriptive research was done and for value chain analysis
UNIDO'’s approach to agro-value chain analysis was followed.

3. Results and discussions
3.1 Existing Supply Chain of Fruits in Khagrachari Hill District

The analysis of supply chains is intended to provide a systematic knowledge of the
flow of the goods and services from their origin (producer) to the final destination
(consumer).The mango, jackfruit and litchi market supply chains, depicted in
Table 4.1, 4.2 and 4.3 were constructed based on the data collected in one main
town market, three local markets, and two aratder markets in Chittagong. The
result revealed that there were 9, 6 and 6 major supply chains for mango, jackfruit
and litchi, respectively, which were obtained from traders’ survey. The estimated
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total volume of supplied fruits was counted as 100 percent for estimating percent-
age of fruit supplied of each grower and trader. The supply chains of each fruit are
treated separately, and the result obtained was the following.

3.1.1 Existing Mango Supply Chain

Nine supply chains were identified for mango of which three have gone out of the
region. The supply chain comparison was made based on percentage of volume
that passed through each supply chain. Result showed that the fruit grower-local
customer, the shortest supply chain, carried the largest percentage (34.83 percent)
of the total percentage.

Table 1: Existing supply chain of mango in the Khagrachari Hill District

SI. | Existing supply chain of mango in the Khagrachari | % of total | Rank of
No. Hill District fruit importance
supplied

1 Grower — Customer (local) 34.83% Ist

2 Grower — Bepari (local) — District market — Customer | 13.95% 3rd
(local)

3 Grower — Faria(local) — Retailer — Customer (local) 3.30% 8th

4 Grower—Faria (local) -Customer (local) 3.15% 9th

5 Grower—Bepari (local)-Aratder (Chittagong market)— | 10.25% 4th
Bepari (Chittagong market) — Retailer (Chittagong
market) — Customer(Other district)

6 Grower— Bepari (local)- Bepari (other district}—| 6.25% Sth
Customer (other district)

7 Grower—Aratder  (Chittagong  market) -Bepari 5.81% 7th
(Chittagong market)-Customer (Other district)

8 Grower - Retailer (local) — District market — Customer |  6.45% 6th
(local)

9 Grower-Wholesaler(local)-District market- 20% 2nd
Customer(local)

Source: Field survey, 2014.

1. Grower — Customer (local) supply chain: This supply chain represented 34.83
% of total mango supplied to the market during the survey period. The supply
chain was found to be the first important supply chain in terms of importance.

2. Grower — Bepari (local) — District market — Customer (local): According to
survey, this supply chain accounted for 13.95% of total mango supplied to the
market. The supply chain was found to be third most important mango supply
chain in the study area.
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3.

3

Grower — Faria (local) — Retailer — Customer (local) : Represented 3.30% of
total mango supplied to market and found to be eighth mango supply chain in
the survey area.

. Grower-Faria (local)-Customer (local): This supply chain represented 3.15%
of total mango supplied to the customer and found to be ninth most important
mango supply chain.

. Grower—Bepari (local) —Aratder (Chittagong market) —Bepari (Chittagong
market) — Retailer (Chittagong market) — Customer (Other district): It
accounted for 10.25% of total mango supplied to Chittagong market and was
fourth most important supply chain in the district.

. Grower—Bepari (local) —Bepari (other district) —Customer (other district):
The supply chain accounted for 6.25 % percent of mango supplied and was fifth
most important mango supply chain.

. Grower—Aratder (Chittagong market) - Bepari (Chittagong market)-
Customer (Other district): This supply chain was seventh most important
Supply chain of mango and supplied 5.81% of total supplied.

. Grower - Retailer (local) — District market — Customer (local): This supply
chain accounted for 6.45% of total mango supply during the survey period and
it was found to be sixth important mango supply chain in Khagrachari Hill
District.

. Grower-Wholesaler(local) -District market-Customer (local): This supply
chain represented 20% mango supplied in the Survey area and it was placed
second most important mango supply chain in the study area.

.1.2 Existing Jackfruit Supply Chain

Six supply chains were identified for jackfruit of which two have gone out of the
region. The supply chain comparison was made based on percentage of volume
that passed through each supply chain. Accordingly, the fruit grower-local
customer the shortest supply chain carried the largest percentage (35.88 percent) of
the total.

Table 2: Existing supply chain of jackfruit in the Khagrachari Hill District

SI. | Existing supply chain of jackfruitin | % of total Rank of
No. the Khagrachari Hill District fruit supplied | importance

1 Grower — Customer (local) 35.88% Ist

2 | Grower — Bepari (local) — District 15% 4th
market — Customer (local)

3 Grower — Faria (local) — Retailer — 8.78% Sth

Customer (local)
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4 | Grower—Wholesaler (local)—-Aratder 6.50% 6th
(Other market)—Bepari (Other market)
— Retailer (Other district) —
Customer(Other district)

5 Grower—Bepari (local)-Bepari (other 15.45% 3rd
district)— Retailer (Other district) -
Customer (other district):

6 Grower-Wholesaler (local) -Retailer 18.48% 2nd
(local) -District market-
Customer (local):

Source: Field survey, 2014.

1. Grower — Customer (local) supply chain: This supply chain represented 35.88
% of total Jackfruit supplied to the market during the survey period. The supply
chain was found to be the first important supply chain in terms of importance.

2. Grower — Bepari (local) — District market — Customer (local) : According to
survey, this supply chain accounted for 15% of total jackfruit supplied to the
market. The supply chain was found to be fourth most important jackfruit
supply chain in the study area.

3. Grower — Faria (local) — Retailer — Customer (local) : Represented 8.78% of
total jackfruit supplied to market and found to be fifth jackfruit supply chain in
the survey area.

4. Grower—Wholesaler (local)-Aratder (Other market)-Bepari (Other
market) — Retailer (Other district) — Customer (Other district): It accounted
for 6.50% of total jackfruit supplied to other district market and was sixth most
important supply chain in the district.

5. Grower—Bepari (local)-Bepari (other district)}— Retailer (Other district)
-Customer (other district): The supply chain accounted for 15.45 % percent of
jackfruit supplied and was third most important jackfruit supply chain.

6. Grower-Wholesaler (local)-District market - Customer (local): This supply
chain represented 18.48% jackfruit supplied in the survey area and it was second
most important jackfruit supply chain in the study area.

3.1.3 Existing Litchi Supply Chain

Six Supply chains were identified in the study area where all supply chains
remained in the region except one. The supply chain comparison was made based
on percentage of volume that passed through each supply chain. According to the
report, the fruit grower-local customer, the shortest supply chain, carried the
largest percentage (34.23 percent) of the total litchi supplied.
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1. Grower — Customer (local) supply chain: This supply chain represented 34.23
% of total litchi supplied to the market during the survey period. The supply
chain was found to be the first important supply chain in terms of importance.

2. Grower — Bepari (local) — District market — Customer (local): According to
survey, this supply chain accounted for 20% of total litchi supplied to the
market. The supply chain was found to be second most important litchi supply
chain in the study area.

Table 3: Existing supply chain of litchi in the Khagrachari Hill District

SI. Existing supply chain of litchi in the % of total Rank of

No. Khagrachari Hill District fruit supplied | importance

1 | Grower — Customer (local) 34.23% 1"
Grower — Bepari (local) — District market — 20% 2"
Customer (local)

3 | Grower — Faria(local) — District market — 7.21% 6"
Customer (local)

4 | Grower—Wholesaler (local)- District market — 12.7% 31
Customer (local):

5 | Grower—Bepari (local)-Aratder (Other district 8.42% 50
market)— Retailer (Chittagong market) —
Customer(Other district):

6 | Grower-Wholesaler (local) -Retailer (local) - 11.11% 4"
District market-Customer (local

Source: Field survey,2014.

3. Grower — Faria (local) — District market — Customer (local) : Represented
7.21% of total litchi supplied to market and found to be sixth most important
litchi supply chain in the survey area.

4. Grower—Wholesaler (local) - District market — Customer (local): This
supply chain represented 12.7% of total litchi supplied to the customer and
found to be third most important litchi supply chain.

5. Grower—Bepari (local) — Aratder (Other district market)- Retailer
(Chittagong market) — Customer(Other district): It accounted 8.42% of total
litchi supplied to other district market and was fifth most important supply chain
in the district.

6. Grower-Wholesaler (local)-Retailer (local)-District market-
Customer(local): This supply chain represented 11.11% mango supplied in the
Survey area and it was fourth most important litchi supply chain in the study
area.
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3.2 UNIDO’s Approach to Value Chain Analysis of selected fruits (Mango,
Jackfruit, Litchi) in Khagrachari district

Selection and prioritization of value chains

The selection and prioritization of value chains to be analyzed are the first steps
and they certainly entail some of the most important decisions to be taken in any
value chain development. The selection of sectors, sub-sectors, products or com-
modities determines to a large extent the prospects for a value chain’s impact on
socio-economic indicators. (UNIDO, 2009)

Mapping the value chain

Mapping a value chain facility requires a clear understanding of the sequence of
activities and the key actors and relationships involved in the value chain. In
Khagrachari district, different actors like financial institutions, Govt. institutions,
traders, growers and customers are involved in the value chain of fruits. In the
whole chain there are flows of fruits, knowledge, information. These flows can be
both tangible and intangible, for instance, product, money, information and
services. Mango was processed into pickle and one packet (5gm) was sold at tk 10.
From one kg of raw mango at tk 30, 20 packets of pickle can be produced and
processor gains tk 200. Value was also added in some stages of marketing like
grading, cleaning, packaging and transporting (Figure 1).

Analyzing value chain technical capacities

This analysis is made in order to assess the value chain production system and
tools; evaluate their technical performance; and determine the principal technical
actions that need to be carried out to upgrade individual enterprises within the
chain and to enhance their competitiveness.

Three aspects of production are to be assessed:

1. Utilization of inputs (raw materials and supplies, labour, water and energy,
production materials, equipment etc.). In Khagrachari district fruit growers
purchase their input materials from town market. Most of respondents
reported that they purchased their own inputs from town market.

2. The production system (technology and process). This is compared with
systems used in the sector by the main competitors in terms of the utiliza-
tion of raw materials, labour, etc; the capacity of the enterprise to provide
finished products that meet the needs of customers in terms of quality,
delivery time and cost is also assessed. Respondents reported that they
transfer technology to each other for improving their fruit production. Fruit
growers are all time careful to maintain quality. They adopt new technol-
ogy, hot water treatment to store fruits for some days without any preserva-
tive chemicals.




Performance Analysis of Supply Chain and Value Chain of Selected Fruits in Khagrachari Hill District 233

3. In the study it was observed that for mango marketing fruit growers were
personally involved in mango marketing. They personally carried fruit to
market and sold it. Large size mango growers rested at small shop person-
ally and sold their fruits. For jackfruit and litchi marketing intermediaries
were more involved in marketing than fruit growers.

Analyzing the value chain economic performance:

This analysis entails the measuring of economic factors (production cost, margins,
added value etc). In the study area, majority of respondents reported that from all
of production cost fertilizer cost, pesticide cost was so much high. Small fruit
growers could not use fertilizer timely because of lower capital. Also irrigation
facilities were lower in the study area. But most of the respondents reported that
the production of fruits was better than in the last decade; it’s because of value
chain performance. Most of fruit growers practiced grading, packaging etc., which
increased their profits.

Formulating an upgrading strategy for the selected value chain

At this stage, upgrading plans are drawn up which describe the interventions
required in fruit value chain, including policy and institutional recommendation.
Specific interventions at growers level also happened in the study area. Fruit grow-
ers were more concerned about the good quality of fruits. Most of the respondents
reported that if Govt. took any initiatives for fruit production in this area, the
production of fruits also increased. Some action taken by local govt. like formalin
usages restriction, free distribution of sampling to fruit growers etc helped to main-
tain the good quality of fruits in the study area.

Implementing the upgrading, monitoring and impact assessment
After formulating policy recommendation, all market actors need to implement
those policies. Govt. body should be monitoring the whole value chain process.




234 Bangladesh Journal of Political Economy Vol. 31, No.-3

Figure 1: Mapping of mango value chain in Khagrachari Hill District
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Figure 2: Mapping of jackfruit value chain in Khagrachari hill District
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In the study area, jackfruit was processed in only one form of chips. When it was
processed the price was raised 42 percent from its fruit price. Value was added in
some stages like grading, cleaning, transporting.
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Figure 3: Mapping of litchi value chain in Khagrachari Hill Districts
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In the study area, litchi was not processed in any form. Value was added in differ-
ent stages, when litchi was sold in garden the price was tk 3000 per piece and when
it was graded the price was increased 21 percent and after cleaning the price was
increased 28 percent. Finally when litchi was transported the price was raised to tk
5000 per 1000 piece.

4. Constraints in Value Chain Development

The main advantages to commercial stakeholders from being part of an effective
value chain are reductions in the costs of doing business, increased bargaining
power, and improved access to technology, information and capital, leading to
innovations in production and marketing processes to gain higher value and
provide higher quality to customers. ( AGRICO, 2004)
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From a business perspective, ineffective value chain linkages cause failure among
commercial stakeholders and service providers translate into ineffective value
chains. Value chains are organized linkages among groups of producers, traders,
processors and service providers who join together in order to improve productiv-
ity and add value to their activities. By joining together, the actors in a value chain
increase competitiveness and are able to maintain competitiveness through inno-
vation. The limitations of each single actor in the chain are overcome by establish-
ing synergies and governance rules aimed at producing higher wvalue.
(AGRICO.2004)

In the study area some constraints were faced during value chain development of
selected fruits. Ranked these problems, the first problem was lack of training
facilities and second was post harvest loss. Lack of processing center was the third
problem. Also, lack of credit facilities, less institutional support etc were problems
in value addition (Table 4).

Table 4: Problems faced by the market actors for upgrading value chain of
selected fruits

SI. No. Constraints Rank
1 Post harvest loss 2
2 Lack of communication 10
3 Storage problem 9
4 Lack of processing center 3
5 Lack of institutional support 5
6 Credit unavailability 4
7 Transport problem 6
8 Lack of rules and regulations 7
9 High license cost 11
10 Packaging cost 8
11 Lack of training facilities 1

Source: Field Survey 2014

5. Conclusions and Policy Implications

Given the large potential for fruit production in the country, their contribution to
the total GDP has been extremely low for many reasons. The most cited reasons
include lack of market oriented production, which is too traditional and poorly
supported by scientific recommendations, excessive margin mainly due to ineffi-
cient and costly transport, absence of fruit market information, inadequate gov-
ernment interventions and absence of market regulations and legislations, and
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its marketing activity is principally attributed to poor actors skill. As a result,
fruit marketing needs due attention in any on-going or future fruit develop-
ment plan. Although comparative rewards, such assuitable agro-ecology, proxim-
ity to national market and cheap provision of labor are opportunities, declining
prices, occurrence of deadly fungal disease , poor market integration, absence of
improved technologies and provision of extension packages are major factors that
hinder production-marketing task of mango, jackfruit and litchi. With existing
prominent organic production the product is not yet certified in the study area.
Constraints hindering the development of mango, jackfruit and litchi are found in
all the stages of the chain. At the farm-level, lack of quality sapling has compelled
fruit growers to use inferior and low yielding materials. Storage facilities and
absence of collective bargaining power has also forced individual fruit growers to
accept unfavorable deals. Therefore, a number of actions need to be undertaken in
order to promote the development of mango, jackfruit and litchi value chain. This
particularly includes capacity building, technological applications, improved
extension and plant breeding activities. Infrastructural development is also a key to
support the sub-sector. In this arena, emphasis should be given to improved storage
and transportation system and offering credit and other services to improve effec-
tive production and marketing of the crops.

6. Recommendations

Provide credit facilities: Govt. may provide credit facilities to market actors and
processors to encourage in developing value chain of fruits. This initiative can help
to provide job opportunities to people as well as to grow entrepreneurship in this
area.

Technology dissemination: Both Govt. and NGOs can help to value chain devel-
opment by disseminating technical information for improvement of fruits produc-
tion and marketing in this area.

Strengthening research on marketing: Continuous research is crucial to identify
and mitigate constraints in value chain development. It can also help in identifying
the potential entrepreneurs and processors who were already involved in this
profession. Capacity strengthening in terms of research on post harvest manage-
ment and marketing of the important research organizations, including universities
(BAU, SAU and BSMRAU) and research organizations (BARI and BINA) is
needed.

Training facilities: Different Govt. organizations and NGOs can provide training
facilities to both market actors and processors including harvesting, grading,
sorting, packaging, transportation, storage (conventional and modern), process-
ing (small and large-scale) and nutrition. All the market actors in the value chain
should be given adequate training.
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Transfer of technology: Development of appropriate technology by experts and
conducting training by appropriate trainers on different aspects of post harvest
management are needed. Bangladesh Agricultural University may play a leading
role in this regard in collaboration with BARC, DAE, BARI and BSTI.

Introducing affordable packaging system: Packaging sector for perishables has
not been developed in the study area. For long-distance transportation, still volu-
minous package made of bamboo baskets and gunny sacks are predominantly
used, which result in high spoilage due to impact, vibration and heat generation.
Recently, mango intermediaries adopted plastic crates in transportation which has
created positive impacts in minimizing loss and maintaining quality.
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Bangladeshis External Debt and its Burden:
An Application of Domar’s Dynamic Debt Burden Model

Md. Abdul Wadud #*

Abstract: This paper attempts to analyse the external debt of Bangladesh
and evaluate its burden for the period 1974 — 2012. It applies Domar's
dynamic debt burden model to assess the countrys external debt burden.
Our analysis shows that debt service payment by the country has steadily
risen and stood at 1504 million U.S. dollars in 2012 which is equal to Tk.
11897.14 crore. It has been found that the debt-GDP ratio and the debt-
export ratio show an increasingly fluctuating pattern over the years.
Results of Domar’s dynamic debt burden model show that the dynamic debt
burden of Bangladesh is 4.11 percent of its GDP. This implies that Bangla-
desh needs to raise about 4.11 percent of its GDP yearly to be able to
service the external debt.

Keywords: External Debt, Debt Burden, Bangladesh, Domar's Debt
Burden Model

1. Introduction

Developing country governments often consider the financing through debt an
important instrument as it accelerates the pace economic development. Countries
facing current account deficit are encouraged to take external debt to boost their
economic growth. The government needs to make sure that the expected rate of
return of the development projects through this type of financing exceeds the cost
of borrowing from external sources. For example, Tanzi and Blejer (1988) report
that an efficient investment of borrowed funds can enhance the capacity of paying
debt service of the borrowing country out of the forthcoming higher income. The
debates of Cole (1960), and Kuznets (1965) as cited in Wijnbergen (1989)
specially in the case of United Kingdom and United States produce such
evidences. Over many decades in the past, these two countries had extensive debt
which turned them into lenders at a later stage. Rao et al (1994) argue that a coun-
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try that borrows for capital formation must repay the debts and become a creditor
sooner or later.

Bangladesh, since its inception in 1971, continues to depend heavily on external
debt to fill the fiscal and external sector deficit. Therefore, a high level of debt
stock and debt servicing emerged in the decade of 1980s and continued to be so in
the decades of 1990s and 2000s. External debt has now become a concern of both
fiscal and monetary policies in Bangladesh as the increasing amounts of public
debt and payment of debt service are likely to exert a pressure on the macroeco-
nomic stability by crowding out private investment. It reduces the capacity of the
government for public investment. External debt hence becomes one of the main
challenges faced by developing couniries like Bangladesh. External debt and its
repayments are likely to act as a hindrance to the economic growth and develop-
ment of developing countries. .

Malik, Hayat and Hayat (2010) analysed the relationship between external debt
and economic growth in Pakistan for the period of 1972-2005, applying time series
econometric method. Results show that external debt is negatively and signifi-
cantly associated with economic growth. Results also indicate that debt servicing
has negative and significant effect on economic growth. Hameed, Ashraf and
Chaudhary (2008) analyze whether there is any relationship between external debt
and economic growth in Pakistan for the period 1970-2003. Results show that debt
service ratio affects economic growth negatively in the long-run, which in turm
reduces the ability of the country to pay its debt.

Adesola (2009) examines the effect of external debt service on sustainable
economic growth in Nigeria and concludes that a negatively significant relation-
ship exists between GDP and external debt. Cholifihani (2008) analyzes the
relationship between public debt service and GDP in Indonesia for 1980-2005.
Result shows a debt overhang problem in the long run in Indonesia.

Siddiqui and Malik (2001) examined the effect of external debt on economic
growth in South Asian countries and report that the impact of foreign debt on
economic growth is positive and statistically significant. Ayadi and Ayadi (2008)
investigate the impact of external debt and its dept servicing requirements on
economic growth in Nigerian and Scouth African economies. Results show that
external debt along with its servicing requirements have had negative impact on
economic growth in Nigeria and South Africa. Loganathan, Sukemi and Sanusi
(2010) examine whether there is any relationship between external debt and macro-
economic performance in Malaysia for the period of 1988-2008. They find that
there is a significant long-run and short-run relationship between external debt and
performance of macroeconomic variables in Malaysia. Kumari (1996) investigates
the relationship between external debt and economic growth in developing coun-
tries. Results report that debt flows do not contribute automatically to the economic
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growth; domestic efforts make these flows to contribute to economic growth,

Faiz (2003) and Pasha and Ghaus (2001) assess the evolution of public debt and
factors which contribute towards economic growth in Pakistan. Results indicate
that the rise in debt to GDP ratio is the result of cumulative effects of large primary
budget deficit along with the non-interest current account deficit. A review on debt
dynamics indicates that the increasing debt stock and burden is the possible result
of the twin deficits, exchange rate fluctuations and high interesi rale payments.
This paper is designed to assess the extent and burden of external debt of Bangla-
desh covering the period 1978 to 2002.

The rest of the paper is organized as follows. Section 2 explains the state of exter-
nal debt, debt service, debt-GDP and debi-export ratios of Bangladesh. Section 3
details the Domar (1944) model of debt burden. Results of the debt burden model
are presented in Section 4. Section 5 concludes.

2. External Debt and Debt Service
2.1 Debt Qutstanding and Debt Service of Bangladesh

Bangladesh has a considerably significant amount of external debt. Data on exter-
nal debt and debt service of Bangladesh, debt-GDP ratio, and debt-export ratio are
presented in Table 1. Total external debt of Bangladesh stood at 501.00 million
U.S. dollars in 1974. This rose to 5941.00 million after five years in 1984, The rise
continued and the external debt outstanding amounted to 15373.00 million U.S.
dollars in 1994. Afier another ten years in 2004, the amount stood at 18511.00
million U.S. dollars. This then rose and stood at 22095.00 million 11.S. dollars in
2012. Table 1 shows that total external debt of Bangladesh steadily rose from
501.00 million U.S. dollars in 1974 to 22095.00 million U.S. dollars in 2012. This
implies an average growth of 553.69 million of external debt per year.

Debt service which is the sum of principal and interest paid back each year gives
an indication of the burden of external debt. Debt service payment was about 27.24
million U.S. dollars in 1974 and it rose to about 1504.06 million in 2012. This
means that Bangladesh paid about Tk. 11897.14 crore in 2012 as debt service. This
is by any consideration a huge amount of money.

Table 1: Data on External Debt, Debt Service, GDP and Tax (in Current
Million U.S. Dollar) for Bangladesh (1974-2012)

Year | Total Debt Debt service-| Debt service-| GDP (Y) Tax (t)
debt (D) | service | GDP ratio | export ratio

1974 501.00 | 27.237 0.22 3.70 | 12512.4605 373.9958

1975 974.00 | 106.877 0.55 2.90 | 19448.3481 579.6489

1976 | 1577.00 | 137.782 1.36 4.75 | 10117.1133 534.4258

1977 | 1828.00 | 143.098 1.48 7.04 | 9651.1493 486.2246
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1978 | 2783.00 | 140.242 1.06 5.56 | 13281.7671 |  685.0855
1979 | 3193.00 | 199.558 1.28 6.11 | 15565.4803 | 812.2262
1980 | 3400.00 | 239.255 1.32 5.49 | 18138.0491 | 908.5216
1981 | 4383.00 | 192.411 0.98 5.27 | 19714.5655 | 1093.6181
1982 | 4959.00 | 217.16 1.20 5.21 | 18050.8982 |  980.8325
1983 | 5452.00 | 212.886 1.24 5.74 | 17184.6801 |  907.6582
1984 | 5941.00 | 283.39 1.45 3.28 | 19591.4800 | 966.2159
1985 | 6281.00 | 330.014 1.53 5.55 | 21613.2308 | 1096.5436
1986 | 7438.00 | 444.768 2.11 5.35 | 21089.7000 | 1080.1008
1987 | 8364.00 | 521.03 2.22 5.17 | 23474.5484 | 12579417
1988 | 9473.00 | 497.027 1.94 5.63 | 25638.7494 | 1397.7889
1989 | 9879.00 | 507.607 1.83 5.75 | 27744.4873 | 1523.2468
1990 | 10609.00 | 735.489 2.41 6.12 | 30495.0815 | 1756.1100
1991 | 12714.00 | 592.527 1.91 6.66 | 30957.4454 | 1789.1420
1992 | 13330.00 | 532.544 1.70 7.59 | 31293.8269 | 2029.3457
1993 | 13615.00 | 520.666 1.62 9.02 | 32063.8072 | 2925.4334
1994 | 15373.00 | 538.612 1.59 9.00 | 33853.0818 | 3122.4297
1995 | 16767.00 | 754.631 1.99 10.86 | 37939.7530 | 3733.7844
1996 | 15166.00 | 647.233 1.59 11.08 | 40666.0156 | 3753.9946
1997 | 15025.00 | 667.767 1.58 11,99 | 42318.7993 | 4072.5232
1998 | 14033.00 | 622.506 1.41 13.33 | 44091,7541 | 4184.2385
1999 | 14843.00 | 699.624 1.53 13.19 | 45694.0724 | 4113.2314
2000 | 16211.00 | 769.119 1.63 13.98 | 47124.9255 | 3989.1714
2001 | 15074.00 | 664.074 1.41 15.38 | 46987.8428 | 4510.8156
2002 | 16276.00 | 717.31 1.51 14.28 | 47571.1301 | 4855.9495
2003 | 17411.00 | 662.974 1.28 14.21 | 51913.6615 | 5374.7841
2004 | 18511.00 | 653.478 1.16 15.46 | 56560.7440 | 6006.5869
2005 | 18777.00 | 801.471 1.33 16.58 | 60277.5610 | 6384.9992
2006 | 19420.00 | 713.758 1.15 18.97 | 61901.1167 | 6689.0579
2007 | 20713.00 | 992.718 1.45 19.78 | 68415.4214 | 71662625
2008 | 20265.00 | 888.863 1.12 2034 | 79554.3507 | 8824.8285
2009 | 20858.00 | 955.336 1.07 19.43 | 89359.7674 | 10055.0572
2010 | 20336.00 | 1026.778 1.02 18.41 | 100357.0224| 11488.0725
2011 | 22086.00 | 1492.658 1.33 22.90 | 111879.1217] 13374.6605
2012 | 22095.00 | 1504.063 1.29 23.17 | 116355.0573| 14525.3318

Source: World Bank, World Development Indicators, 2014;

Bangladesh Economic Review 2003 and 2013, Government of Bangladesh
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2.2. Debt Service-GDP Ratio and Debt Service-Export Ratio

Debt service-GDP and debt service-export ratios presented in Table 1 can be
considered to assess the burden of external debt. The Table shows that debt
service-GDP ratio was 0.22 percent in 1974. This rose to 1.45 percent in 1984, and
then increased to 1.59 percent in 1994. The ratio fell to 1.16 percent in 2004 and
then rose again to 1.29 percent in 2012, Table shows that the ratio was the highest
in 1990 (2.41 percent) and lowest in 1974 (0.22 percent). Table 1 further shows
that the debt service-export ratio was 3.70 percent in 1974, which rose to 5.74
percent in 1983 and to 9.00 percent in 1994. This ratio stood at 15.46 percent in
2004 and 23.17 percent in 2012. The ratio becomes the highest in 2012 (23.17
percent) and lowest in 1975 (2.90 percent). The range of the highest and the lowest
is about 20.27 percent, which implies a huge burden.

3. Domar’s Dynamic Burden of Debt Model

When the government of a country accepts external debt, it requires to pay interest
charges on its debt. If the payment of debt service is made from tax revenue, then
this constitutes a burden on the public. The burden of public debt should not only
include the absolute amount of interest charges and the resulting tax but also the
ratio of the additional tax and national income (Domar, 1944). An absolute
increase in tax might not create any hardship on the public if income grows
(Domar, 1944); rather what matters is an increase in the tax-income ratio. The debt
burden model of Domar is expressed briefly as follows.

The debt model of Domar can be written as:

D'(t)=ax(t) (0<a<l) (1)
where D(#) denotes total debt outstanding, D'(#) lag of D(¢) and Y(¢) denotes GDP.

Assuming that interest rate is constant at rate J, the interest induced tax, T(¢) is
proportional to the debt outstanding which may be expressed as:

T(t)=iD(t) @
Domar describes the burden of public debt under situations of income growth. If
income grows at a constant relative rate B, then we obtain the equation:

Y'(e)=pr(0) (0<p<1) 3)
The debt burden, can then be expressed as:

t Dt
B(7)= L8 _;20)
v(e)  ¥(r)
The time paths of D(t) and Y(t) should be derived to obtain the debt burden. Let us
integrate (3) in order to get Y(t) and then substitute this into (2) and solve the
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resulting first-order differential equation for D(t). We can then treat this problem
as one of solving a second-order differential equation. By differentiating (2) with
respect to t and using (3) and (2) successively, we obtain:

D'(t)=ax'(c)=epr(t)= AD'(0)
Thatis, D"(¢)- AD'(t)=0 4)
The general solution for this equation is:

D(t)= Ae” + A4,

If we denote the initial values of D and Y as D(0) =D0 and Y(0) = YO and setting
t =0 in the general solution, we obtain that:

D(0)= 4, + 4, = D, ©)
Again if we set t = 0 in the derivative of the general solution, it is-obtained that,
D'(0) = BA;. Since equation (1) implies D' (0) = aY(0) = .Yy, it follows that

PA, =al, (6)
Now if equations (5) and (6) are simultaneously solved, then we obtain:
o o
A = E_YO and A4,=D,- -EYQ
So the definite solution of (4) takes the following form:
a o
D(t)=— Y2+ D,- —¥,
B g°

This depicts the time path of the public debt. The other time path can also be
obtained. If the initial condition is taken into consideration, it can be derived from
equation (3) that:

Y(t) =4”  or Y1) = Yo
Now the debt burden function can be written as follows:

B() =iD@)/ Y(t) = {t(w’ﬂ)}’geﬂ +iDp+i(a/f) Yo}/ Yoe™

This equation can explain what will happen to B(t) if government borrowing is to
continue indefinitely at the indicated rate or what is the limit of B(t) as t becomes
infinite. For this, each term on the right is multiplied by e-Pt, thereby transforming
the burden function into the following:

B() = {i(a/f)Ys + [ iDo-i (/) Yo] €™} / Yy

Since e'ﬁ! — () as t = cg the second term in the numerator will tend to zero. There-
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fore, the dynamic debt burden can be finally obtained that:

, ila/B), ia
lim B(¢) = e/ )Y, _ia %)
2w ‘Yl] ;3
It can be concluded from this equation that if income grows at a constant relative

rate, the debt burden will not increase without bounds but will approach a finite
limit, depending on the values of the parameters o, p and i.
4. Results of Domar’s Debt Burden Model

We now estimate the parameter of the equations to predict the debt burden of
Bangladesh using the data contained in Table 1. In Domar’s Dynamic Burden of
Debt Model, equation (1) states that:

D'(e)=a¥(t) (0<a<1)
The estimate of o is obtained using OLS approach as:
o = 0.0087

Equation (2) states that if interest rate is a constant i so that the interest induced tax
T(t) is proportional to the debt outstanding:

T(t)=iD(t)
The estimate of i is found applying OLS as:
i=0.354

Equation (3) states that if income grows at a constant relative rate B, then the equa-
tion we obtain as:

Y'(t)=pY(t) (0<p<1)
Applying OLS, the estimate of § becomes:
B=0.075

Finally, the dynamic debt burden is derived from the relationship:

()= elBl, _ia

Y, B
Substituting the estimated values of a, B, and i into the above relationship:

Dynamic debt burden = 0.0024 /0.0446

=4.11 percent

We can therefore conclude that the dynamic debt burden of Bangladesh is 4.11
percent of its GDP. This means that Bangladesh needs to raise tax for repaying
external debt to the tune of 4.11 percent of GDP. Raising revenue earning through

limB
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imposing more tax to pay the debt service increases the price level of the economy
and hence reduces the disposable income of the people. Besides, if the government
attempts to pay the public debt through money. creation, this causes inflationary
pressure on the economy.

5. Conclusion

This paper aims to analyse Bangladesh’s external debt and estimate the country’s
dynamic debt burden using the data for the period from 1974 to 2012. We apply
the dynamic debt burden model of Domar (1944). The analysis shows that debt
service payment has steadily risen and stood at 1504.06 million U.S. dollars in
2012. The analysis also shows that the debt-GDP ratio and the debt-export ratio
fluctuated over the years. The results of the Domar debt model show that the
dynamic debt burden is 4.11 percent of Bangladesh’s GDP. This means that Bang-
ladesh needs to raise tax for repaying external debt to the tune of 4.11 percent of
GDP.
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Section I

1. Introduction

The role of Savings in the process of economic development has long been a
fundamental axiom of development theory, with its basis in such classic analyses
as Rostow’s stages of growth and Lewis’s growth theory and the early growth
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models of Harrod-Domar and others. In these analyses, an increase in the rate of
saving was isolated as a key factor underlying a nation’s ability to achieve a
sustained increase in its growth rate.

Developing Asian countries’ domestic saving rates and national saving rates are
relatively higher than those of the developed countries. These high saving rates
have made possible high levels of domestic investment those but have also led to
large capital outflows (Park and Shin (2009). Bernanke (2005) asserted that, the
developing economies of Asia have oversaved and underinvested, leading to large
current account imbalances (surpluses). What are the key determinants of domes-
tic savings rate in those developing countries? What made them to save more?
Marx-Keynes viewed savings as a passive determinant of investment so that
macroeconomic equilibrium can hold and influence the growth rate of output. In
this view, growth gone rates savings.

The purpose of this paper is to present data on trends over time in domestic saving
rates in economies in selected developing South Asian countries during the
period 1971-2009, to analyze the determinants of those trends, and to project
trends in domestic saving rates in these same economies during the nexttwo
decades based on the estimation results.

In the paper, we selected five South Asian neighbouring countries, names Bangla-
desh, India, Pakistan, Nepal and Sri Lanka. As the economies of these countries
are almost the same, we took these countries as our sample. We present the data on
real measures of domestic saving rates to show the past trends of saving rates for
the selected countries and the key determinants of domestic saving rates in those
countries. Finally, we attempt to project the future trends of domestic saving rates
in these countries.

Various factors affect domestic saving rates, but according to our estimation
results, the age structure of the population, the degree of financial sector develop-
ment, and income levels are the major determinants. Looking first at the impact of
the age structure of the population, we found that the aged dependency ratio (the
ratio of the population aged 65 and older to the population aged 15-64) has a nega-
tive and significant impact on the domestic saving rate, since the elderly finance
their living expenses largely by drawing down their previously accumulated
savings. This implies that the aging of a population will put downward pressure on
domestic saving rates. The youth dependency rate (the ratio of the population aged
14 and under to the population aged 15-64), which would also be expected to put
downward pressure on the domestic saving rate, has shown the opposite trend,
declining in all of the economies in our sample. The degree of financial sector
development would also be expected to influence domestic saving rates because
people can be expected to do less precautionary saving if they know that they can
borrow when the need arises. Our estimation results show that the degree of finan-
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cial sector development and the domestic saving rate have a nonlinear relationship.
The study has the following specific objectives:

1) To identify the key determinants of domestic savings rate in selected south
Asian countries.

ii) To delineate the trends over time in domestic savings rates in the selected
countries.

iii) To project the future trends of domestic savings rate in those countries.

The paper is organized as follow: Following the Introduction, Section II describes
the literature on the subject and Section III illustrates the methodology and data.
Section IV explains domestic savings rates. Section V describes estimation and
results. Section VI delineates the Projection of saving rates in South Asian Coun-
tries. Section VII contains concluding remarks.

Section II

LITERATURE REVIEW

There have been many previous empirical analyses of the determinants of saving
rates using time series, cross-section or panel cross-country data. Many research-
ers tried to find the determinants and most of these researches focused on advanced
economies, but very few studies paid attention to developing countries. To the best
of our knowledge, there is no study conducted to find the determinants of savings
based on the selected countries, which we included as our sample.

Cross-section studies by Leff (1980) concluded that dependency ratios were an
important determinant of differences in saving behaviour across countries. Ram
(1982) empirically found that, saving seemed to be negatively correlated with
dependency rates among developed countries, but positively correlated among
developing countries. David M. Cutler, M. Poterba, Summers (1990) based on
American economies found that increased dependency ratio will reduce living
standard by 5-10 percent in the long run.

Kivilcim Metin Ozcan, Asli Gunay and Seda Ertac by using data covering 1968-
1994 found negative impact of life expectancy rate, which lends support to the
life-cycle hypothesis. The precautionary motive for saving is supported by the
findings that inflation captures the degree of macroeconomic volatility and has
a positive impact on private saving in Turkey.

Schultz (2004) found large demographic effects on saving in Asia, and exagger-
ated the impact by including lagged saving in the regression analysis of 85 country
sample and the sub-sample of non-industrial Asian countries. Thus concluded,
Asia is the source of much of the macroeconomic evidence in support of large
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demographic effects on saving.

Charles Yuji Horioka (2007) analyzed the impact of population aging on the
household, private, government, and national saving rates and found that popula-
tion aging will lead to declines in household, private, government, and national
saving rates, but to the extent that population aging is accompanied by absolute
declines in population, investment rates will also decline, and moreover, countries
always have the option of borrowing from abroad. Thus, the decline in saving
caused by population aging will not necessarily spell disaster.

By using the GMM estimator Nola Reinhardt (2007) based on Latin America
showed the persistence of saving behaviour in which lagged saving has been found
as a significant positive predictor of current saving.

By using a panel data set of 85 countries covering 1960-2005 to investigate the
macroeconomic linkages between national rates of saving and investment and
population aging, Barry Bosworth and Gabriel Chodorow-Reich (2007) found a
significant correlation between the age composition of the population and nations’
rates of saving and investment, but the effects vary substantially by region. They
also found evidence of demographic effects on both the public and private compo-
nents of national saving. Most aging economies will ultimately be pushed in the
direction of current account deficits.

Park and Shin (2009) and most other studies find that both the aged dependency
ratio and the youth dependency ratio decrease the saving rate. These studies found
a negative impact of aged dependency and youth dependency on the savings rate.
They also found that if real GDP growth rate is high for a country, it causes high
income growth and saving rates and that savings will help for further growth by
rapid capital accumulation and concluded that the growth of lagged real per capita
GDP rates also promote the saving rate.

In the paper titled “Determinants of Private Saving in Turkey”, Caroline Van
Rijckeghem (2010) based on Turkstat demographic projections, found that demo-
graphic changes—a reduction in the youth dependency ratio combined with an
increase in the old-age dependency ratio—will be at best neutral for the private
saving rate. Meanwhile, reforms to social security may stimulate private saving
over time, but this is uncertain as the social security reform also includes a length-
ening of the contribution period, which should reduce private saving for retire-
ment.

Study by Nicholas Apergis and Christina Christou (2012) to investigate the impact
of the age dependency ratio on domestic savings rates for 16 African countries
found evidence of panel cointegration and concluded than dependency ratio
affected savings rate negatively.
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Section III

METHODOLOGY AND DATA

For this Study, we utilize secondary data from various sources. This study uses
yearly time series data on domestic savings for five selected South Asian develop-
ing countries, namely Bangladesh, Pakistan, India, Nepal and Sri Lanka over the
period of 1971 to 2009 compiled from the World Development Indicator (WDI),
World Bank database and IMF dataset. For real measure of Gross Domestic
Savings rate and to see trends over time, we collected data from Penn world table
(version 7.1). For analyzing the dataset, we employed OLS, Fixed effects model
and Random Effects Model. Since the sample size is small, to avoid the loss of
degrees of freedom we consider yearly data for our study. The life cycle model has
an important role for determining the variable for our study.

A study by Park and Shin (2009) found that Savings rate decreases as aged
dependency and youth dependency increase. As old people finance their living
expenses by their previous earned savings and as children generally consume with-
out any earning of income, both should have a negative impact on saving rate. If
the real GDP rises, it will typically help to save more and finally it will help further
capital accumulation which promotes further growth. A study by Bosworth and
Reich (2009) found that lagged real per capita GDP growth rates increases savings
rate. Beside those GDP related and demographic factors, there are some other
factors which have strong impact on savings rate i.e.-financial sector development.
As more savings instruments are available, it will help to save more. The real inter-
est rates also have impact on savings rates.

Econometric Specification:

The following model is to be used for our empirical analysis:
RDSR; =ay+taj ADR, +a; CDEP; +a; LPRGDP,; +aj SQLPRGDF,, + CREDIT; .+a;
SQCREDIT, ;+a; X, tu;,

Where,
i =1..5 [L(Bangladesh),2(India), 3(pakistan), 4(Nepal),5(sri lanka)].
t=1..39[1=1971, 2=1972...........]

RDSR;, = Real Domestic Saving Rate in country i at time t

ADR; . = Aged Dependency Ratio (ratio of the population aged 65 or older to popu-
lation aged 15-64) in country i at time t
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CDEP;, = Youth Dependency Ratio (ratio of the population aged 14 or younger to
population aged 15-64) in country i at time t

LPRGDP;; = og Of Per Capita Real GDP in country i at time t

SQLPRGDEF,, = Square of Log Of Per Capita GDP in country i at time t

CREDIT;, = ratio of private credit from deposit money banks and other financial
institute to GDP in country i at time t

SQCREDIT;; = Square of CREDITi,t in country i at time t

X;+ = Vector of other explanatory Variables included in the estimated model in
country i at time t

Uir = error
@y,; = a constant plus country fixed effect when a fixed effect model is calculated

In addition, in some cases, we included

CHGDPi,t = Growth rate of real per capita GDP and
RINTi,t = Real Interest rate in country i at time t

As there are some variables in our model which are endogenous, to alleviate
biasness, we used one period lags of LPRGDP, SQLPRGDP, CREDIT,
SQCREDIT and CHGDP in some model.

Section IV

DOMESTIC SAVINGS RATE AND ITS PAST TRENDS

To analyze the past trends of domestic savings rate in the selected South Asian
countries, we see the real domestic savings rate for which Table 1 is used for the
period of 1971 to 2009. We used here real measure because using a real measure
is preferable from a theoretical point of view, and a number of authors (such as
Aghion, Comin, Howitt, and Tecu (2009) and Shioji and Vu (2011)) have used a
real measure of saving, so we decided to use the real domestic saving rate as our
dependent variable throughout our regression analysis.

To calculate real domestic savings rate, formula used as
Real domestic savings rate=100-kg-kc

Where,

kg= government share of real GDP per capita

kc= consumption share of real GDP per capita

And for that calculation, we used Penn World Table, Version 7.1.
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From Table 1, it is seen that there are different shapes of domestic saving rate in
these countries. Average real domestic savings rate in Bangladesh during the
period 1971 to 2009 is calculated as 11.11375 percent whereas in India and Paki-
stan it is, respectively, 19.6 percent and 10.45 percent.

In the period 1971-1975, Bangladesh showed negative real savings rate, the reason
may be the liberation war which was conducted in 1971. In the time period 1976
to 1985, the trends of savings was high and showed gradual upward tendency
whereas in the period 1986-1990, it slowed a little. But from the period 1991-95,
when Bangladesh transited from closed to open economy, real domestic savings
rate has been rising gradually.

During the period 2006-2009, real savings rate of all countries except Pakistan
showed upward trends. Pakistan in fact showed a little bit low rate than the previ-
ous period, compared to other countries.

The highest average real savings rate was in India (19.6 percent) whereas Nepal
showed relatively lowest percentage of 10.43 percent. For each country, real
domestic savings was gradually showing rising trends in the recent years.

Sri Lanka showed the second highest average savings rate of 17.71 percent. The
highest savings rate for that country was 22.16 in the period 1976-80 but in 1986-
90, her domestic savings rate was the lowest during the period of 1971 to 2009.

The range of real domestic savings rate was from 19.6 percent in India to 10.427
percent in Nepal. Thus from the table it is seen that the ranking order of these coun-
tries is almost the same. Trends of real domestic savings rate throughout the
period 1971 to 2009 showed upward trends as a whole for those selected South
Asian countries.

Table 14: Real measures: Past Trends over Time in Gross Domestic Savings
Rate (1971-2009)

Country | 1971-75 |1976-80| 1981-85 | 1986-90 | 1991-1995]1996-00 | 2001-05 | 2006-09 | Average
Bangladesh | -1.76 | 7.37 8.27 717 10.21 1434 | 20.28 | 23.03 |11.11375

India 178 | 1936 | 17.06 | 17.64 18.16 17.08 | 22.06 | 27.64 19.6
Pakistan 9.98 3.86 6.4 11.27 12.33 11.03 | 1472 | 1401 | 1045
Nepal 593 | 1096 | 9.19 8.85 10.86 11.94 | 12.05 | 13.64 | 10.4275

SriLanka | 16.84 | 22.16 | 18.01 | 15.09 17.21 17.73 | 1536 | 19.26 | 17.7075

Note: Saving is computed as 100-kc-kg
Where, ke= consumption share of real GDP per capita & kg= government share of real GDP per
capita




258 Bangladesh Journal of Political Economy Vol. 31, No.-3

There are many factors that affected the trends of domestic savings rate for the
selected countries. Almost all of the selected countries experienced rapid demo-
graphic transition, increased aged dependency and higher youth dependency.

Figure: Domestic Saving Rates and its Past trends (1971-2009)
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Section V
ESTIMATION AND RESULTS

In this study, we estimated Ordinary Least Squares (OLS) which are shown in the
model from 1 to 3 with no lag value, Country Fixed effects models which are
shown in the model from 4 to 6 with no lag value and Random effects model which
are shown in the model from 7 to 9 with no lag value. For estimating the model
from 1 to 9, we used the non-overlapping data from 1971 to 2009.

We also included lag value for some variables such as lags of LPRGDP, SQL-
PRGDP, CREDIT, SQCREDIT and CHGDP because those variables are endog-
enous and using lagged values will alleviate simultaneity bias. We estimated Ordi-
nary Least Square (OLS) which is shown in the model from 10 to 12 with lags of
LPRGDP, SQLPRGDP, CREDIT, SQCREDIT and CHGDP, Country Fixed
effects models which are shown in the model from 13 to 15 with lags of same
variables used in model 10 to 12 and Random effects model which are shown in
the model from 16 to 18 with lagged values used in the previous model.

To analyse our results for the model without lags which is shown in the model
from 1 to 9, we see that in all cases, the value of the coefficient of aged dependency
ratio (ADR) is negative and significant which is expected. In the model 1, the coef-
ficient of ADR is -3.175678 which implies that as aged dependency rises by 1%,
savings decreases by 3.175678%. Similarly, in the OLS at model 3, we see as aged
dependency rises by 1%, savings decreases by 5.32942%. In the fixed effects
model at model 4, we see as aged dependency rises by 1%, savings decreases by
4.70155%.

Similarly, the same decrease trends can be followed for the savings rate as aged
dependency rises in the random effects model. The coefficient of youth depend-
ency ratio (CDEP) also shows the expected result, which is negative values and in
most of the cases it is significant. In the model 1, the coefficient of CDEP is
-0.420784, which implies that as youth dependency ratio rises by 1%, savings
decreases by 0.420784 %. Similarly, in the OLS at model 2, we see as youth
dependency rises by 1%, savings decreases by 4.231233%. In the random effects
model at model 8, we see as youth dependency rises by 1%, savings decreases by
0.431712%, except in the model 4-5. In all cases, the result is highly significant
and expected.

Now, the coefficient of log of real per capita GDP (LPRGDP) is positive and
significant in all cases (except model 4) which are also the expected result. If we
explain these results, then we see that as log of real per capita GDP rises by 1%,
then real domestic savings rate increases by 141.5597%, which is showed at the
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model 1. Similarly the same significant result can be found in all the models.

In all of the cases in OLS, Fixed effects and Random effects Model, the coefficient
value of SQLPRGDP showed in the model (except model 4) are significant, which
indicate a nonlinear (concave) relationship with the domestic savings rate.

To describe the results of financial sector variables, the availability of CREDIT
(ratio of private credit to GDP) showed negative value and in the four models out
of nine, these are significant. In the model 3, it implies that, as CREDIT rises by
1%, real domestic savings rate decreases by 49%, because the financial sector of
those sample countries have not developed enough. The coefficients of
SQCREDIT showed positive values and in most of the cases, it is showing signifi-
cant result.

If we turn to see the impact of growth rate of real per capita GDP (CHGDP) and
Real interest rate (RINT), showing both result of coefficient is positive in all of the
models (except model 8) and for the CHGDP, coefficient value in all the models
are highly significant. But the coefficient of RINT is totally insignificant. The
reason for that might be that interest rate starts to matter for savings behavior only
after economic development has progressed beyond a certain threshold (see Ogaki,
Ostry and Reinhart, 1996).
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By analyzing the models with lags of LPRGDP, SQLPRGDP, CREDIT,
SQCREDIT and CHGDP (models 10-18), we find the results are broadly consist-
ent with the results for the model without lags. From the model 10 to 18, the coeffi-
cient of ADR showing negative value which is expected result and results are
almost similar to the model without lags and in all of the cases, it is highly signifi-
cant. The coefficient of CDEP is also negative and in the entire models with lags,
it is highly significant and expected and results are almost similar to the model
without lags.

The coefficient of log of real per capita GDP (LPRGDP) is positive and significant
in all models (except model 13) which are very similar with the results without
lagged values for the specific variables. In all of the models in OLS, Fixed effects
and Random effects Model, the coefficient value of SQLPRGDP showed in the
table (except model 13) are negative and significant which are similar with the
models without lagged value.

Like the result of the models without lags of specific variables, the coefficient
values with the lagged value are similar for CHGDP in the all models (model
10-18). In most of the cases, the values are positive and significant. But the coefti-
cient of RINT is negative and those values are totally insignificant like the models
without lagged variables. Similar result is found in both form with and without
lagged variables values for CREDIT (ratio of private credit to GDP) which showed
negative value in most of the models and in the four models out of nine, those
values are significant.

In sum, we identified the main determinants of the domestic savings rate in the
selected south Asian countries during the period 1971 to 2009 which are the aged
structure of the population i.e age dependency ratio, youth dependency ratio,
income levels and the level of financial sector development and the direction of
impact of each factor is more or less as expected.

Section VI

PROJECTION OF DOMESTIC SAVINGS RATE IN DEVELOPING ASIA
FOR 2011-2030

For the projections for such a long time period, we implicitly assume that there will
be no changes in any factor. Structure of population projection for the next two
decades, 2011-2020 and 2021-2030, is collected from the U.N projections of the
age structure of the population.
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Table 15: Future Trends in Real Domestic Saving Rates in Selected South
Asian Countries:

Economy 201 1‘-2020 2021'-2030
Projected Projected
Bangladesh 26.575 32.76
India 24.075 25911
Pakistan 16.246 18.56
Nepal 14.695 16.396
Sri Lanka 16.555 16.119

Notes: calculated by using SPSS >‘Transformation’

Savings rate projections are generated for 2011-2020 and 2021-2030 periods by
using transformation tools of SPSS. By comparing and analyzing data of Table 1,
which showed the past trends of real domestic savings rate with the Table 2, which
shows Future Trends in Real Domestic Saving Rates in Selected South Asian
Countries, we can see the trends of real domestic savings which are not so up
trending because the positive savings rates are dominated by the negative impact
of age structure of population. Comparison with the data for the period 2006-2009
in India shows saving rates of 27.64, but projected savings of India for the time
period 2011-2020 show saving rate of 26.575. May the reason for such declines in
savings will be from high rates of youth dependency ratio in the future for India.

Table 16: Projection of Total Population by Country, 1950-2050 (thousands)

Country | Bangladesh India Pakistan Nepal Sri Lanka
1950 37894.678 | 371856.5 | 37542.38 | 8230.991 | 8240.623
1955 43444382 | 406374 | 41108.84 | 8941.972 | 8978.595
1960 50101.943 | 447844.2 | 45920.2 | 9740.462 | 10020.41
1965 57791.778 | 496400.4 | 51993.06 | 10707.31 | 11215.22
1970 66881.158 | 553873.9 | 59382.65 | 11917.87 | 12554.58
1975 70582.168 | 622096.7 | 68482.53 | 13373.07 | 13810.65
1980 80624.423 | 700058.6 | 80492.66 | 15045.33 | 15082.77
1985 92283.598 | 784490.8 | 95470.38 | 16936.01 | 16210.47
1990 | 105256.026 | 873785.4 | 111844.7 | 19081.06 | 17337.05
1995 | 117486.952 | 964486.2 | 127346.7 | 21594.87 18229.5
2000 | 129592.275 | 1053898 | 144522.2 | 24400.61 | 18745.08
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2005 | 140587.922 | 1140043 | 158645.5 | 27281.95 | 19842.54
2010 | 148692.131 | 1224614 | 173593.4 | 29959.36 | 20859.95
2015 | 158316.614 | 1308221 | 189648.1 | 32580.61 21709.1
2020 | 167256.052 | 1386909 | 205364.5 | 35164.23 | 22343.62
2025 | 175194.618 | 1458958 | 220608.8 | 37653.24 | 22783.66
2030 | 181863.468 | 1523482 | 234432 | 39943.07 | 23094.47
2035 187102.9 1579802 | 246788.8 | 41976.6 | 23318.18
2040 | 190933.715 | 1627029 | 257777.9 | 43748.72 | 23432.92
2045 | 193344.384 | 1664519 | 267239.8 | 45257.29 | 23393.8
2050 | 194352.619 | 1692008 | 274875.4 | 464953 | 23192.81

Source: United Nations, Department of Economic and Social Affairs, Population Division

During the period 2011-2020, if others factor remain constant, Bangladesh, India,
Pakistan and Nepal will experience decreasing trends of their savings rate, com-
pared with the period 2006-2009, while Sri Lanka will experience high domestic
savings rate for the same time period. But for the period 2021-2030, savings rate
of Sri Lanka will decrease compared to previous decades. During the period
2021-2030, Bangladesh, India, Pakistan and Nepal may experience high real
domestic saving rate where Bangladesh will have higher rate of savings compared
with other countries. From the projection of population, we see that all the selected
countries will experience high rates of population growth where Pakistan and
Nepal will experience higher rate than the others during the time period 2011-
2030.

Section VII

SUMMARY AND CONCLUSION

Based on the data for the period 1971-2009, we presented trends over time in
domestic saving rates in Bangladesh, India, Pakistan, Sri Lanka and Nepal,
conducted an econometric analysis of the determinants of those trends, and
projected trends in domestic saving rates in the same economies during the next
twenty years (2011-2030 period) based on our estimation results. We found that
domestic saving rates in those developing Asian countries have, in general, been
high and rising but that there have been substantial differences from economy to
economy, that the main determinants of the domestic saving rate in developing
Asia during these period appear to have been the age structure of the population
(especially the aged dependency ratio, youth dependency ratio), income levels,
and the level of financial sector development, and moreover, that the direction of
impact of each factor has been more or less as expected. We also found that the
domestic saving rates in those countries as a whole will remain roughly constant
during the next two decades because the negative impact of population aging
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thereon will be roughly offset by the positive impact of higher income levels
thereon but there will be substantial variation from economy to economy, with
the rapidly aging economies showing a sharp downturn in their domestic saving
rates by 2030, because the negative impact of population aging thereon will domi-
nate the positive impact of higher income levels and the less rapidly aging econo-
mies showing rising domestic saving rates because the positive impact of higher
income levels thereon will dominate the negative impact of population aging.

Limitations:
1) Our model may suffer from omitted variable bias.
i1) If we would perform robust analysis, the study might be cause appealing.

Future Projection of Real domestic saving rates may misspell as we can’t say
exactly what will happen in future. We only can predict.
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but there have been substantial differences from economy to economy. The
main determinants of the domestic saving rates during the 1971-2009
period appear to have been the age structure of the population (especially
the aged dependency ratio, youth dependency ratio), income level, and the
level of financial sector development, and moreover, that the direction of
impact of each factor has been more or less as expected. We analyzed the
past trends of domestic savings behaviour, and, based on those trends,
project the future trends of domestic saving rates in the selected countries
for the period 2011-2030. We find that the domestic saving rates in develop-
ing Asia as a whole will remain roughly constant during the next two
decades. However this future projection of savings does not necessarily
imply exact figure of savings in these countries as it depends also on other
factors such as the economic size, differences in financial structure across
countries, fiscal policy, monetary policy, coordination of nations etc.
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Section I

1. Introduction

The role of Savings in the process of economic development has long been a
fundamental axiom of development theory, with its basis in such classic analyses
as Rostow’s stages of growth and Lewis’s growth theory and the early growth
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models of Harrod-Domar and others. In these analyses, an increase in the rate of
saving was isolated as a key factor underlying a nation’s ability to achieve a
sustained increase in its growth rate.

Developing Asian countries’ domestic saving rates and national saving rates are
relatively higher than those of the developed countries. These high saving rates
have made possible high levels of domestic investment those but have also led to
large capital outflows (Park and Shin (2009). Bernanke (2005) asserted that, the
developing economies of Asia have oversaved and underinvested, leading to large
current account imbalances (surpluses). What are the key determinants of domes-
tic savings rate in those developing countries? What made them to save more?
Marx-Keynes viewed savings as a passive determinant of investment so that
macroeconomic equilibrium can hold and influence the growth rate of output. In
this view, growth gone rates savings.

The purpose of this paper is to present data on trends over time in domestic saving
rates in economies in selected developing South Asian countries during the
period 1971-2009, to analyze the determinants of those trends, and to project
trends in domestic saving rates in these same economies during the nexttwo
decades based on the estimation results.

In the paper, we selected five South Asian neighbouring countries, names Bangla-
desh, India, Pakistan, Nepal and Sri Lanka. As the economies of these countries
are almost the same, we took these countries as our sample. We present the data on
real measures of domestic saving rates to show the past trends of saving rates for
the selected countries and the key determinants of domestic saving rates in those
countries. Finally, we attempt to project the future trends of domestic saving rates
in these countries.

Various factors affect domestic saving rates, but according to our estimation
results, the age structure of the population, the degree of financial sector develop-
ment, and income levels are the major determinants. Looking first at the impact of
the age structure of the population, we found that the aged dependency ratio (the
ratio of the population aged 65 and older to the population aged 15-64) has a nega-
tive and significant impact on the domestic saving rate, since the elderly finance
their living expenses largely by drawing down their previously accumulated
savings. This implies that the aging of a population will put downward pressure on
domestic saving rates. The youth dependency rate (the ratio of the population aged
14 and under to the population aged 15-64), which would also be expected to put
downward pressure on the domestic saving rate, has shown the opposite trend,
declining in all of the economies in our sample. The degree of financial sector
development would also be expected to influence domestic saving rates because
people can be expected to do less precautionary saving if they know that they can
borrow when the need arises. Our estimation results show that the degree of finan-




Plaban Chandra Saha, Md. Selim Reza, Dr. M. Moazzem Hossain Khan : The Determinants and Projections of Saving 253

cial sector development and the domestic saving rate have a nonlinear relationship.
The study has the following specific objectives:

1) To identify the key determinants of domestic savings rate in selected south
Asian countries.

ii) To delineate the trends over time in domestic savings rates in the selected
countries.

iii) To project the future trends of domestic savings rate in those countries.

The paper is organized as follow: Following the Introduction, Section II describes
the literature on the subject and Section III illustrates the methodology and data.
Section IV explains domestic savings rates. Section V describes estimation and
results. Section VI delineates the Projection of saving rates in South Asian Coun-
tries. Section VII contains concluding remarks.

Section II

LITERATURE REVIEW

There have been many previous empirical analyses of the determinants of saving
rates using time series, cross-section or panel cross-country data. Many research-
ers tried to find the determinants and most of these researches focused on advanced
economies, but very few studies paid attention to developing countries. To the best
of our knowledge, there is no study conducted to find the determinants of savings
based on the selected countries, which we included as our sample.

Cross-section studies by Leff (1980) concluded that dependency ratios were an
important determinant of differences in saving behaviour across countries. Ram
(1982) empirically found that, saving seemed to be negatively correlated with
dependency rates among developed countries, but positively correlated among
developing countries. David M. Cutler, M. Poterba, Summers (1990) based on
American economies found that increased dependency ratio will reduce living
standard by 5-10 percent in the long run.

Kivilcim Metin Ozcan, Asli Gunay and Seda Ertac by using data covering 1968-
1994 found negative impact of life expectancy rate, which lends support to the
life-cycle hypothesis. The precautionary motive for saving is supported by the
findings that inflation captures the degree of macroeconomic volatility and has
a positive impact on private saving in Turkey.

Schultz (2004) found large demographic effects on saving in Asia, and exagger-
ated the impact by including lagged saving in the regression analysis of 85 country
sample and the sub-sample of non-industrial Asian countries. Thus concluded,
Asia is the source of much of the macroeconomic evidence in support of large
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demographic effects on saving.

Charles Yuji Horioka (2007) analyzed the impact of population aging on the
household, private, government, and national saving rates and found that popula-
tion aging will lead to declines in household, private, government, and national
saving rates, but to the extent that population aging is accompanied by absolute
declines in population, investment rates will also decline, and moreover, countries
always have the option of borrowing from abroad. Thus, the decline in saving
caused by population aging will not necessarily spell disaster.

By using the GMM estimator Nola Reinhardt (2007) based on Latin America
showed the persistence of saving behaviour in which lagged saving has been found
as a significant positive predictor of current saving.

By using a panel data set of 85 countries covering 1960-2005 to investigate the
macroeconomic linkages between national rates of saving and investment and
population aging, Barry Bosworth and Gabriel Chodorow-Reich (2007) found a
significant correlation between the age composition of the population and nations’
rates of saving and investment, but the effects vary substantially by region. They
also found evidence of demographic effects on both the public and private compo-
nents of national saving. Most aging economies will ultimately be pushed in the
direction of current account deficits.

Park and Shin (2009) and most other studies find that both the aged dependency
ratio and the youth dependency ratio decrease the saving rate. These studies found
a negative impact of aged dependency and youth dependency on the savings rate.
They also found that if real GDP growth rate is high for a country, it causes high
income growth and saving rates and that savings will help for further growth by
rapid capital accumulation and concluded that the growth of lagged real per capita
GDP rates also promote the saving rate.

In the paper titled “Determinants of Private Saving in Turkey”, Caroline Van
Rijckeghem (2010) based on Turkstat demographic projections, found that demo-
graphic changes—a reduction in the youth dependency ratio combined with an
increase in the old-age dependency ratio—will be at best neutral for the private
saving rate. Meanwhile, reforms to social security may stimulate private saving
over time, but this is uncertain as the social security reform also includes a length-
ening of the contribution period, which should reduce private saving for retire-
ment.

Study by Nicholas Apergis and Christina Christou (2012) to investigate the impact
of the age dependency ratio on domestic savings rates for 16 African countries
found evidence of panel cointegration and concluded than dependency ratio
affected savings rate negatively.
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Section III

METHODOLOGY AND DATA

For this Study, we utilize secondary data from various sources. This study uses
yearly time series data on domestic savings for five selected South Asian develop-
ing countries, namely Bangladesh, Pakistan, India, Nepal and Sri Lanka over the
period of 1971 to 2009 compiled from the World Development Indicator (WDI),
World Bank database and IMF dataset. For real measure of Gross Domestic
Savings rate and to see trends over time, we collected data from Penn world table
(version 7.1). For analyzing the dataset, we employed OLS, Fixed effects model
and Random Effects Model. Since the sample size is small, to avoid the loss of
degrees of freedom we consider yearly data for our study. The life cycle model has
an important role for determining the variable for our study.

A study by Park and Shin (2009) found that Savings rate decreases as aged
dependency and youth dependency increase. As old people finance their living
expenses by their previous earned savings and as children generally consume with-
out any earning of income, both should have a negative impact on saving rate. If
the real GDP rises, it will typically help to save more and finally it will help further
capital accumulation which promotes further growth. A study by Bosworth and
Reich (2009) found that lagged real per capita GDP growth rates increases savings
rate. Beside those GDP related and demographic factors, there are some other
factors which have strong impact on savings rate i.e.-financial sector development.
As more savings instruments are available, it will help to save more. The real inter-
est rates also have impact on savings rates.

Econometric Specification:

The following model is to be used for our empirical analysis:
RDSR; =ay+taj ADR, +a; CDEP; +a; LPRGDP,; +aj SQLPRGDF,, + CREDIT; .+a;
SQCREDIT, ;+a; X, tu;,

Where,
i =1..5 [L(Bangladesh),2(India), 3(pakistan), 4(Nepal),5(sri lanka)].
t=1..39[1=1971, 2=1972...........]

RDSR;, = Real Domestic Saving Rate in country i at time t

ADR; . = Aged Dependency Ratio (ratio of the population aged 65 or older to popu-
lation aged 15-64) in country i at time t
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CDEP;, = Youth Dependency Ratio (ratio of the population aged 14 or younger to
population aged 15-64) in country i at time t

LPRGDP;; = og Of Per Capita Real GDP in country i at time t

SQLPRGDEF,, = Square of Log Of Per Capita GDP in country i at time t

CREDIT;, = ratio of private credit from deposit money banks and other financial
institute to GDP in country i at time t

SQCREDIT;; = Square of CREDITi,t in country i at time t

X;+ = Vector of other explanatory Variables included in the estimated model in
country i at time t

Uir = error
@y,; = a constant plus country fixed effect when a fixed effect model is calculated

In addition, in some cases, we included

CHGDPi,t = Growth rate of real per capita GDP and
RINTi,t = Real Interest rate in country i at time t

As there are some variables in our model which are endogenous, to alleviate
biasness, we used one period lags of LPRGDP, SQLPRGDP, CREDIT,
SQCREDIT and CHGDP in some model.

Section IV

DOMESTIC SAVINGS RATE AND ITS PAST TRENDS

To analyze the past trends of domestic savings rate in the selected South Asian
countries, we see the real domestic savings rate for which Table 1 is used for the
period of 1971 to 2009. We used here real measure because using a real measure
is preferable from a theoretical point of view, and a number of authors (such as
Aghion, Comin, Howitt, and Tecu (2009) and Shioji and Vu (2011)) have used a
real measure of saving, so we decided to use the real domestic saving rate as our
dependent variable throughout our regression analysis.

To calculate real domestic savings rate, formula used as
Real domestic savings rate=100-kg-kc

Where,

kg= government share of real GDP per capita

kc= consumption share of real GDP per capita

And for that calculation, we used Penn World Table, Version 7.1.
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From Table 1, it is seen that there are different shapes of domestic saving rate in
these countries. Average real domestic savings rate in Bangladesh during the
period 1971 to 2009 is calculated as 11.11375 percent whereas in India and Paki-
stan it is, respectively, 19.6 percent and 10.45 percent.

In the period 1971-1975, Bangladesh showed negative real savings rate, the reason
may be the liberation war which was conducted in 1971. In the time period 1976
to 1985, the trends of savings was high and showed gradual upward tendency
whereas in the period 1986-1990, it slowed a little. But from the period 1991-95,
when Bangladesh transited from closed to open economy, real domestic savings
rate has been rising gradually.

During the period 2006-2009, real savings rate of all countries except Pakistan
showed upward trends. Pakistan in fact showed a little bit low rate than the previ-
ous period, compared to other countries.

The highest average real savings rate was in India (19.6 percent) whereas Nepal
showed relatively lowest percentage of 10.43 percent. For each country, real
domestic savings was gradually showing rising trends in the recent years.

Sri Lanka showed the second highest average savings rate of 17.71 percent. The
highest savings rate for that country was 22.16 in the period 1976-80 but in 1986-
90, her domestic savings rate was the lowest during the period of 1971 to 2009.

The range of real domestic savings rate was from 19.6 percent in India to 10.427
percent in Nepal. Thus from the table it is seen that the ranking order of these coun-
tries is almost the same. Trends of real domestic savings rate throughout the
period 1971 to 2009 showed upward trends as a whole for those selected South
Asian countries.

Table 14: Real measures: Past Trends over Time in Gross Domestic Savings
Rate (1971-2009)

Country | 1971-75 |1976-80| 1981-85 | 1986-90 | 1991-1995]1996-00 | 2001-05 | 2006-09 | Average
Bangladesh | -1.76 | 7.37 8.27 717 10.21 1434 | 20.28 | 23.03 |11.11375

India 178 | 1936 | 17.06 | 17.64 18.16 17.08 | 22.06 | 27.64 19.6
Pakistan 9.98 3.86 6.4 11.27 12.33 11.03 | 1472 | 1401 | 1045
Nepal 593 | 1096 | 9.19 8.85 10.86 11.94 | 12.05 | 13.64 | 10.4275

SriLanka | 16.84 | 22.16 | 18.01 | 15.09 17.21 17.73 | 1536 | 19.26 | 17.7075

Note: Saving is computed as 100-kc-kg
Where, ke= consumption share of real GDP per capita & kg= government share of real GDP per
capita




258 Bangladesh Journal of Political Economy Vol. 31, No.-3

There are many factors that affected the trends of domestic savings rate for the
selected countries. Almost all of the selected countries experienced rapid demo-
graphic transition, increased aged dependency and higher youth dependency.

Figure: Domestic Saving Rates and its Past trends (1971-2009)
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Section V
ESTIMATION AND RESULTS

In this study, we estimated Ordinary Least Squares (OLS) which are shown in the
model from 1 to 3 with no lag value, Country Fixed effects models which are
shown in the model from 4 to 6 with no lag value and Random effects model which
are shown in the model from 7 to 9 with no lag value. For estimating the model
from 1 to 9, we used the non-overlapping data from 1971 to 2009.

We also included lag value for some variables such as lags of LPRGDP, SQL-
PRGDP, CREDIT, SQCREDIT and CHGDP because those variables are endog-
enous and using lagged values will alleviate simultaneity bias. We estimated Ordi-
nary Least Square (OLS) which is shown in the model from 10 to 12 with lags of
LPRGDP, SQLPRGDP, CREDIT, SQCREDIT and CHGDP, Country Fixed
effects models which are shown in the model from 13 to 15 with lags of same
variables used in model 10 to 12 and Random effects model which are shown in
the model from 16 to 18 with lagged values used in the previous model.

To analyse our results for the model without lags which is shown in the model
from 1 to 9, we see that in all cases, the value of the coefficient of aged dependency
ratio (ADR) is negative and significant which is expected. In the model 1, the coef-
ficient of ADR is -3.175678 which implies that as aged dependency rises by 1%,
savings decreases by 3.175678%. Similarly, in the OLS at model 3, we see as aged
dependency rises by 1%, savings decreases by 5.32942%. In the fixed effects
model at model 4, we see as aged dependency rises by 1%, savings decreases by
4.70155%.

Similarly, the same decrease trends can be followed for the savings rate as aged
dependency rises in the random effects model. The coefficient of youth depend-
ency ratio (CDEP) also shows the expected result, which is negative values and in
most of the cases it is significant. In the model 1, the coefficient of CDEP is
-0.420784, which implies that as youth dependency ratio rises by 1%, savings
decreases by 0.420784 %. Similarly, in the OLS at model 2, we see as youth
dependency rises by 1%, savings decreases by 4.231233%. In the random effects
model at model 8, we see as youth dependency rises by 1%, savings decreases by
0.431712%, except in the model 4-5. In all cases, the result is highly significant
and expected.

Now, the coefficient of log of real per capita GDP (LPRGDP) is positive and
significant in all cases (except model 4) which are also the expected result. If we
explain these results, then we see that as log of real per capita GDP rises by 1%,
then real domestic savings rate increases by 141.5597%, which is showed at the
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model 1. Similarly the same significant result can be found in all the models.

In all of the cases in OLS, Fixed effects and Random effects Model, the coefficient
value of SQLPRGDP showed in the model (except model 4) are significant, which
indicate a nonlinear (concave) relationship with the domestic savings rate.

To describe the results of financial sector variables, the availability of CREDIT
(ratio of private credit to GDP) showed negative value and in the four models out
of nine, these are significant. In the model 3, it implies that, as CREDIT rises by
1%, real domestic savings rate decreases by 49%, because the financial sector of
those sample countries have not developed enough. The coefficients of
SQCREDIT showed positive values and in most of the cases, it is showing signifi-
cant result.

If we turn to see the impact of growth rate of real per capita GDP (CHGDP) and
Real interest rate (RINT), showing both result of coefficient is positive in all of the
models (except model 8) and for the CHGDP, coefficient value in all the models
are highly significant. But the coefficient of RINT is totally insignificant. The
reason for that might be that interest rate starts to matter for savings behavior only
after economic development has progressed beyond a certain threshold (see Ogaki,
Ostry and Reinhart, 1996).
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By analyzing the models with lags of LPRGDP, SQLPRGDP, CREDIT,
SQCREDIT and CHGDP (models 10-18), we find the results are broadly consist-
ent with the results for the model without lags. From the model 10 to 18, the coeffi-
cient of ADR showing negative value which is expected result and results are
almost similar to the model without lags and in all of the cases, it is highly signifi-
cant. The coefficient of CDEP is also negative and in the entire models with lags,
it is highly significant and expected and results are almost similar to the model
without lags.

The coefficient of log of real per capita GDP (LPRGDP) is positive and significant
in all models (except model 13) which are very similar with the results without
lagged values for the specific variables. In all of the models in OLS, Fixed effects
and Random effects Model, the coefficient value of SQLPRGDP showed in the
table (except model 13) are negative and significant which are similar with the
models without lagged value.

Like the result of the models without lags of specific variables, the coefficient
values with the lagged value are similar for CHGDP in the all models (model
10-18). In most of the cases, the values are positive and significant. But the coefti-
cient of RINT is negative and those values are totally insignificant like the models
without lagged variables. Similar result is found in both form with and without
lagged variables values for CREDIT (ratio of private credit to GDP) which showed
negative value in most of the models and in the four models out of nine, those
values are significant.

In sum, we identified the main determinants of the domestic savings rate in the
selected south Asian countries during the period 1971 to 2009 which are the aged
structure of the population i.e age dependency ratio, youth dependency ratio,
income levels and the level of financial sector development and the direction of
impact of each factor is more or less as expected.

Section VI

PROJECTION OF DOMESTIC SAVINGS RATE IN DEVELOPING ASIA
FOR 2011-2030

For the projections for such a long time period, we implicitly assume that there will
be no changes in any factor. Structure of population projection for the next two
decades, 2011-2020 and 2021-2030, is collected from the U.N projections of the
age structure of the population.
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Table 15: Future Trends in Real Domestic Saving Rates in Selected South
Asian Countries:

Economy 201 1‘-2020 2021'-2030
Projected Projected
Bangladesh 26.575 32.76
India 24.075 25911
Pakistan 16.246 18.56
Nepal 14.695 16.396
Sri Lanka 16.555 16.119

Notes: calculated by using SPSS >‘Transformation’

Savings rate projections are generated for 2011-2020 and 2021-2030 periods by
using transformation tools of SPSS. By comparing and analyzing data of Table 1,
which showed the past trends of real domestic savings rate with the Table 2, which
shows Future Trends in Real Domestic Saving Rates in Selected South Asian
Countries, we can see the trends of real domestic savings which are not so up
trending because the positive savings rates are dominated by the negative impact
of age structure of population. Comparison with the data for the period 2006-2009
in India shows saving rates of 27.64, but projected savings of India for the time
period 2011-2020 show saving rate of 26.575. May the reason for such declines in
savings will be from high rates of youth dependency ratio in the future for India.

Table 16: Projection of Total Population by Country, 1950-2050 (thousands)

Country | Bangladesh India Pakistan Nepal Sri Lanka
1950 37894.678 | 371856.5 | 37542.38 | 8230.991 | 8240.623
1955 43444382 | 406374 | 41108.84 | 8941.972 | 8978.595
1960 50101.943 | 447844.2 | 45920.2 | 9740.462 | 10020.41
1965 57791.778 | 496400.4 | 51993.06 | 10707.31 | 11215.22
1970 66881.158 | 553873.9 | 59382.65 | 11917.87 | 12554.58
1975 70582.168 | 622096.7 | 68482.53 | 13373.07 | 13810.65
1980 80624.423 | 700058.6 | 80492.66 | 15045.33 | 15082.77
1985 92283.598 | 784490.8 | 95470.38 | 16936.01 | 16210.47
1990 | 105256.026 | 873785.4 | 111844.7 | 19081.06 | 17337.05
1995 | 117486.952 | 964486.2 | 127346.7 | 21594.87 18229.5
2000 | 129592.275 | 1053898 | 144522.2 | 24400.61 | 18745.08
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2005 | 140587.922 | 1140043 | 158645.5 | 27281.95 | 19842.54
2010 | 148692.131 | 1224614 | 173593.4 | 29959.36 | 20859.95
2015 | 158316.614 | 1308221 | 189648.1 | 32580.61 21709.1
2020 | 167256.052 | 1386909 | 205364.5 | 35164.23 | 22343.62
2025 | 175194.618 | 1458958 | 220608.8 | 37653.24 | 22783.66
2030 | 181863.468 | 1523482 | 234432 | 39943.07 | 23094.47
2035 187102.9 1579802 | 246788.8 | 41976.6 | 23318.18
2040 | 190933.715 | 1627029 | 257777.9 | 43748.72 | 23432.92
2045 | 193344.384 | 1664519 | 267239.8 | 45257.29 | 23393.8
2050 | 194352.619 | 1692008 | 274875.4 | 464953 | 23192.81

Source: United Nations, Department of Economic and Social Affairs, Population Division

During the period 2011-2020, if others factor remain constant, Bangladesh, India,
Pakistan and Nepal will experience decreasing trends of their savings rate, com-
pared with the period 2006-2009, while Sri Lanka will experience high domestic
savings rate for the same time period. But for the period 2021-2030, savings rate
of Sri Lanka will decrease compared to previous decades. During the period
2021-2030, Bangladesh, India, Pakistan and Nepal may experience high real
domestic saving rate where Bangladesh will have higher rate of savings compared
with other countries. From the projection of population, we see that all the selected
countries will experience high rates of population growth where Pakistan and
Nepal will experience higher rate than the others during the time period 2011-
2030.

Section VII

SUMMARY AND CONCLUSION

Based on the data for the period 1971-2009, we presented trends over time in
domestic saving rates in Bangladesh, India, Pakistan, Sri Lanka and Nepal,
conducted an econometric analysis of the determinants of those trends, and
projected trends in domestic saving rates in the same economies during the next
twenty years (2011-2030 period) based on our estimation results. We found that
domestic saving rates in those developing Asian countries have, in general, been
high and rising but that there have been substantial differences from economy to
economy, that the main determinants of the domestic saving rate in developing
Asia during these period appear to have been the age structure of the population
(especially the aged dependency ratio, youth dependency ratio), income levels,
and the level of financial sector development, and moreover, that the direction of
impact of each factor has been more or less as expected. We also found that the
domestic saving rates in those countries as a whole will remain roughly constant
during the next two decades because the negative impact of population aging
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thereon will be roughly offset by the positive impact of higher income levels
thereon but there will be substantial variation from economy to economy, with
the rapidly aging economies showing a sharp downturn in their domestic saving
rates by 2030, because the negative impact of population aging thereon will domi-
nate the positive impact of higher income levels and the less rapidly aging econo-
mies showing rising domestic saving rates because the positive impact of higher
income levels thereon will dominate the negative impact of population aging.

Limitations:
1) Our model may suffer from omitted variable bias.
i1) If we would perform robust analysis, the study might be cause appealing.

Future Projection of Real domestic saving rates may misspell as we can’t say
exactly what will happen in future. We only can predict.
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Empowerment Of Women Through Entrepreneurship
A Study On Women Sme Entrepreneurs In Bangladesh

Meherun Nesal

Abstract: Development of women entrepreneurship is considered an
important contributor to development in Bangladesh. Therefore, women in
Bangladesh started to participate in entrepreneurial activities, particularly
in the SMEs since the last couple of decades. However, after having discus-
sions with two focused groups of women SME entrepreneurs and interviews
with some key informants, this study reaches a conclusion that though
engagement with SMEs helps to promote economic empowerment of
women, women also have to face different challenges to start and continue
their business in SMEs with success due to the existing social structure of
the society. Therefore, women entrepreneurs in Bangladesh have limited
scope to engage with different SME sectors and they are still in an ‘early
stage’ of entrepreneurship development in the country. This study argues
that as women are increasingly participating in entrepreneurial activities
in spite of facing several challenges, they have to be given adequate support
to extend their scope in different SME sectors. This study believes that an
integrated financial policy is necessary to be implemented in this regard.
Besides, women should have the access to proper business education,
technological and logistical support, and training. In addition, improved
law and order situation, promotion of local products, research and devel-
opment are also important to promote women entrepreneurs in Bangladesh.

1. Introduction

1.1 Background and Statement of the Problem

Development of women entrepreneurship is an important aspect to empower
women economically and to incorporate women into the country’s economic
development. It is believed that women entrepreneurship through SMEs increases
women’s economic capacity through providing opportunities for them to initiate
and continue small scale business on their own. It is also considered as the engine

I Meherun Nesa, Research Associate, Centre for Policy Dialogue (CPD).
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of growth of a developing country like Bangladesh (MIDAS, 2009). Therefore,
women entrepreneurs in Bangladesh are getting engaged with SMEs in recent
times and the government of Bangladesh also places emphasis on the development
of women entrepreneurship in SMEs.

As a result, women’s entrepreneurship is growing in the country, but “[w]omen
SMEs, with their small size, lack of skill and absence of technology development
have disadvantages in competing with large firms in the local & global sphere”
(MIDAS, 2009: 32). Moreover, women entrepreneurs in SMEs have to face
several challenges in initiating and maintaining their own business in the male
dominated social structure of the country. However, it is believed that in spite of
having obstacles “[w]omen in Bangladesh have the ability to flourish and contrib-
ute to society if they are given the opportunity” (MIDAS, 2009: 32).

1.2 Objectives and Research Questions of the Study

The objective of this paper is to examine how a woman does become a successful
SME entrepreneur in Bangladesh. Besides, it also discusses whether the local insti-
tutions provide help or increase obstacles to women entrepreneurs in this regard.
Therefore, this study focuses on the major impediments facing by the SME women
entrepreneurs in the country.

1.3 Literature Review: Women Entrepreneurship in SMEs and Empower-
ment of Women

Female entrepreneurship first appeared in the literature of entrepreneurship more
than 30 years back and the research in women’s entrepreneurship is now
conducted around the world by several scholars (Jennings and Brush, 2013).
Researches show that popular discourses of entrepreneurship are masculine in
nature, but despite that, entrepreneurship is often seen as a form of empowerment
of women (Gill and Ganesh, 2007). Entrepreneurship promotes self empowerment
of women through giving autonomy, opportunity, confidence and self-expression
among them (Gill and Ganesh, 2007).

The economic opportunity for women derived from the entrepreneurship promotes
other forms of empowerment of women in a society that leads to the removal of
gender inequality and thereby ensures development (Sharma and Varma, 2008).
The other forms of empowerment include the social and political empowerment of
women and all forms of empowerment are interlinked to each other. It can be
argued that promoting entrepreneurship among women is an effective way to
regenerate a poor economy. “Among other types of business venture, however,
women enterprises are a leading sector in contributing to economic and social
development of poor women due to their distinct characteristics” (Theduru, 2002 in
Ekpe et al., 2013: 11)
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Women entrepreneurs in Bangladesh are mostly involved with SMEs “because
[of] access of capital, funding capital through SME loan, and other supportive
program by government and other concerning body” (Sultana, 2012). Therefore,
one reason that women’s entrepreneurship is rapidly growing in Bangladesh is that
it has started from a relatively small base rate (Hoque et al., 2008). A report shows
that “nearly 50 percent of enterprises established in between 2000 and 2010 were
owned by women” (SMEF in Rabbani and Chowdhury, 2013: 32) in
Bangladesh.Besides, according to the OECD (2012) up to 38 percent of all regis-
tered small business are comprised of women-owned business worldwide.

However, women entrepreneurs have to face different types of obstacles in starting
and running a business. These obstacles include lack of confidence, funding,
access to business networks, family hostility, culture of masculine advantage and
challenges of ethnicity (Gill and Ganesh, 2007). Having these obstacles the
successful entrepreneurial activity process can result from a combination of
organizational capabilities, external and internal environment of organization and
the motives, behavior, background, and psychological characteristics/traits of
entrepreneur (Jain and Ali, 2013).

2. Analytical Framework, Research Method and Limitation of the Study
2.1 Analytical Framework

The theory of Network Affiliation suggests that entrepreneurship is “embedded in
a complex network of social relationship” (Muteru, 2013: 8). According to this
view entrepreneurship is facilitated or constrained within this network by linkages
between aspiring entrepreneurs, resources and opportunities and the presence or
absence of this network influences the performance of the entrepreneurs (Muteru,
2013).

This theory acknowledges that access to the network like membership in associa-
tions play an important role in influencing the performance of entrepreneurs and as
women entrepreneurs have different social and personal networks than men their
performance in entrepreneurial activities thus remains different. As a result, most
of the time in spite of having the entrepreneurial ability, “their priority may lie in
ensuring their family’s survival and welfare; they may find it difficult to hire and
manage labor, to exercise the requisite degree of mobility” (Kabeer, 2012: 32).
Due to these hindrances self - employed women earn less than the self - employed
men in most cases. Furthermore, “[t]his theory proposes that the level of educa-
tion, area of education, previous entrepreneurial experience, and previous business
experience and business skills will influence business performance” (Muteru,
2013: 8).

Therefore, based on the theoretical aspect it can be said that due to prevailing
gender gap in the society women entrepreneurs do not have a proper social
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network to initiate and continue their business with success. Moreover, they have
to face several challenges as, besides the fixed assets other than land and building,
SME entrepreneurs have to have some other necessary things to start their business
which include selection of products and business place, capital accumulation,
selection of pattern of business (whether it will be self ownership, shared owner-
ship of limited company), trade license/company registration (industry setup and
utility service) and other registration and licenses (equipment, machinery, raw
materials purchase and human resources) (Bangladesh Bank, 2014).

As a result, empowering women through entrepreneurship development has
become questioned since women’s empowerment refers to “the ability [of women]
to exercise choices regarding the three interrelated dimensions of resources (pre-
conditions), agency (process), and achievements (outcomes)” (Kabeer, 1999 in
FES, 2012: 12). Consequently, it is expected that to ensure the empowerment of
women they should have the access to proper social network including land,
education (resources); freedom of choice in making any decision without having
any deception (process) and finally they get the achievement without any constric-
tion (outcome) (FES, 2012).

Therefore, based on the aforementioned ideas, the analytical framework this study
(Figure 1) examines the problems and prospects of economic empowerment of
women through entrepreneurship development in Bangladesh with a focus on the
procedures through which a woman becomes an SME entrepreneur in the country.
This will help to explore the challenges a woman faces on the way to become an
entrepreneur in SMEs in Bangladesh in order to attain the objective of this
research. Therefore, this paper analyses why and how women engage with SMEs
and what kind of challenges they face in different stages of SME businesses based
on the following analytical framework (Figure 1):

Figure 1: Problems and Prospects of Empowerment of Women through Entrepre-
neurship in Bangladesh
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The analytical framework of this study focuses on both the opportunities and
challenges created by SMEs in Figure 1. On the one hand, it shows women entre-
preneurship in SMEs ensures economic empowerment of women through creating
economic opportunity and employment generation and on the other hand it also
shows that women in SMEs face different kinds of challenges on the way of
becoming a successful entrepreneur.

2.2 Research Method

The study has been conducted by using qualitative research method? to explore the
obstacles and challenges faced by the SME women entrepreneurs in Bangladesh.
It is an exploratory research as there is little available literature relevant to this
field of study. The primary data has been collected through methods of ten key
informant interviews (KlIIs) and two focused group discussions (FGDs). KlIIs have
been applied to collect data from the persons who are knowledgeable of SME
women entrepreneurship development in Bangladesh. Through the FGDs informa-
tion has been gathered about the challenges faced by different women entrepre-
neurs in doing businesses in SME sectors. The participants of the FGDs were
women entrepreneurs enlisted by the Small and Medium Enterprise Foundation
(SMEF), Dhaka, Bangladesh. Besides, different relevant literatures, journals,
reports, publications and websites have been reviewed to fulfil the purpose of this
study. The study employed purposive sampling in order to select respondents
based on the maximum availability of the participants. A semi structured question-
naire with open ended questions was used to get information. Dhaka was chosen
because of the maximum availability of women SME entrepreneurs in the city
compared to other cities in the country.

2.3 Limitation of the Study

The major limitation of this study is that it focuses on the challenges faced by
women SME entrepreneurs who are available only in Dhaka, which indicates a
very small scale research. Moreover, most of the respondents of this research were
engaged in similar kinds of businesses. Therefore, different kinds of experience
from different kind of businesses are missing here to understand the problems
faced by women SME entrepreneurs in Bangladesh.

3. Women in SMEs in Bangladesh: A Brief Overview
3.1 Women’s Engagement in SMEs in Bangladesh at a Glance

Women in Bangladesh have started to engage in entrepreneurial activities since
1970s. Usually women in Bangladesh involve with entrepreneurial activities due

2 Qualitative research is characterised by its aims, which relate to understanding some aspect of
social life, and its methods which (in general) generate words, rather than numbers, as data for
analysis” (Patton and Cochran, 2002: 2).
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to unemployment, dissatisfaction with the job so far held, occupation so far
pursued, to make use of idle funds, husband’s death, to give employment to family
members etc (Hossain, 2008). Some other influential factors in initiating entrepre-
neurial activities of women include encouragement from the family members,
success stories of other entrepreneurs, previous experiences in manufacturing or
industry, technical or professional skills inherited and so on (Hossain, 2008).
Women in Bangladesh are much interested in establishing themselves as entrepre-
neurs in the SME sector as it is a creative sector where women can show their
potentiality and can run their business easily with low labor cost and low capital
(Khatun et al., 2014: 61).

Formally the development of women entrepreneurship started after the independ-
ence of the country in 1971. Since then, “14 enterprises were established between
1976 - 1980, 24 during 1981 -1985, 43 during 1986 - 1990, 85 enterprises were
established during 1991 - 95, 195 during 1996 - 2000, and 78 between 2006 and
2009 (Rabbani and Chowdhury, 2013: 32). The involvement of women into the
entrepreneurial activities has increased rapidly after 2000 and it has been seen that
in between 2000 and 2010 nearly 50 percent of enterprises established were won
by women (SMEF, 2009 in Rabbani and Chowdhury, 2013).

3.2 Policy Initiatives to Promote Women’s Participation in SMEs in Bangladesh

In order to promote women’s participation in economic activity, the government
and NGOs are trying hard since the independence of the country with a meaningful
purpose. In its National Action Plan (NAP) the government has set distinct strate-
gies for the development of women entreprencurship, including tax policy, tax
holiday, etc. (Nawaz, 2009). The Industrial Policy of 2010 encourages the partici-
pation of women in SMEs by providing financial help to them through public —
private partnership. Besides, in order to ensure the participation of women in the
development process of the country and to enhance their capacities to establish and
run SMEs several initiatives have been highlighted in the Gender Action Plan of
2008 — 2012 of the Government. Furthermore, considering SMEs an engine of
growth and development the government pursued SME policy since 2005. It has
focused on the SME policy that participation of women in SMEs will increase
economic capacity of women and thereby empower them along with the society in
a broader sense (Rabbani and Chowdhury, 2013).

Though the government does not have any integrated financial policy to assist
exclusively the women entrepreneurs, the central bank of the country, Bangladesh
Bank, has formulated ‘Small and Medium (Enterprise) Credit Policies &
Programmes’ to ensure more institutional facilities to women entrepreneurs.
According to this guideline, the interest rate for women is fixed at not more than
10 percent per annum, which seems helpful to ensure women’s access to credit.
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Besides, a number of NGOs are there in Bangladesh to assist women entrepreneurs
through training, organizational and technical supports. Moreover, SME initiatives
taken by some private banks in the country in recent times help women entrepre-
neurs to initiate and maintain their business. They have undertaken some projects
to assist women entrepreneurs through credit services and training and offer
special packages to encourage women entrepreneurs to take loans.

However, due to the lack of the gender analysis of most of the initiatives under-
taken by both government and NGOs, participation of women in entrepreneurship
is not increasing in the way it was expected. Especially the credit-based self -
employment programs undertaken by both government and NGOs meet the needs
of poverty and women empowerment in a very small scale. Besides, though the
number of training and consultancy has increased, “the necessity and application
of management development tools” (Jalil et al., 2014: 82) have not been concen-
trated at all. Therefore, weaknesses of initiatives are creating obstacles toward the
faster growth of development of women entrepreneurship in Bangladesh.

Besides, though SMEs are playing a vital role in promoting women entrepreneur-
ship in Bangladesh, any data on the number of women entrepreneurs exclusively
in SME sectors is rare to be found due to lack of research. Moreover, women in
SMEs are facing problems in attaining trade license because of complex bureau-
cratic procedures. Research shows that due to this reason almost 50 percent of
women entrepreneurs are doing their business without having any trade license
(Rabbani and Chowdhury, 2013). Women also “have limited access to finance,
various government services, information and critical advisory services to operate
a business efficiently” (Rabbani and Chowdhury, 2013: 36). In addition, initiating
a small scale business seems difficult for women when they face problems to
access bank loan due to lack of tax identification numbers (TINs) and other neces-
sary papers (Rabbani and Chowdhury, 2013).

The initiative of both government and NGOs to provide financial service to
women seems very weak from the very beginning. Firstly, the government lacks
an integrated financial policy to assist women entrepreneurs as previously men-
tioned. Secondly, the micro - credit initiative also seems unreliable due to lack of
gender analysis which increases the risk of women to some extent rather than
empowering them. Research shows that “violence against women was also exacer-
bated by the frustration of husbands at the wives' delay or failure in accessing
credit” (Kabeer, 2001: 64). Therefore, it seems clear that accesses to loan through
microcredit program had done little to empower women. It mainly contributes to
the increase of social status of loan receiving women compared to the less well -
off women. In addition, it does not increase the social status of women compared
to men within their household or the wider community.
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Therefore, women in SMEs face several challenges and have limited scope to
involve in different sectors of SME. Hence, this study has explored the challenges
and obstacles SME women entrepreneurs face in Bangladesh by talking with them
in person, which is discussed in detail in the following section. It is expected that
the findings of this research derived from the existing literature and field study will
help the relevant organization to think about new ideas and strategies for further
development of women entrepreneurship in Bangladesh.

4. Challenges faced by Women SME Entrepreneurs in Bangladesh:
Qualitative Analysis of Field Study

A number of issues have been found after conducting the FGDs and KlIs to discuss
the challenging factors which are creating obstacles to the enhancement of the
entrepreneurship development of women in the country. It is revealed that women
in Bangladesh are still vulnerable to initiate business on their own, and once they
start it seems quite difficult to continue their business with success. The most
common challenges faced by women in SMEs in Bangladesh are discussed below
based on the findings from the KlIIs and FGDs conducted for this study.

4.1 How and Why does a Woman Engage with SME?

In response to the question how and why does woman engage with SME business,
most of the respondents of this study said that participation in entrepreneurial
activities helped them to become independent economically. It makes them enjoy
their work through employment generation for others. It increases their economic
capacity and it helps them to enjoy their lives on their own. That is why they
engage with SME business to increase their economic capacity and to enjoy their
lives. It also helps them to contribute financial support to their family.

Mrs. Rupa3, the proprietor of a renowned Fashion House in Dhaka, one of the
respondents of the FGD two, said that “when you enjoy your work, the festivity of
your life will be increased, you will enjoy your life then”. Besides, according to
some of the respondents, women become interested to involve with the SMEs as it
helps them to overcome the depression from their lives and it also helps them to
become self-dependent. Therefore, they can contribute to the decision making
process of their family too. Mrs. Anu, respondent of the FGD two, stated that after
getting retired from her previous job she was suffering from depression and then
she was advised by her aunt to start a business. As her aunt was involved with a
clothing business, Mrs. Tania started a joint venture with her aunt. Then after few
years she started to work separately and set up her own business in boutique and
clothing. She used her savings and later she took loan from a bank. Now she has

3 Real name of the participants of FGDs are not used here.
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her store at Joyeeta. She also supplies her products to some other stores and she
has around 60 employees in her business. Similarly, Mrs. Lucky, respondent of the
FGD one, started her boutique business by getting inspiration from the handicrafts
business of her aunt and decided to start one on her own.

Respondents of both FGDs agreed that they have to face different kind of
challenges to start and continue their business but they do not want to quit as the
entrepreneurial activities help them to overcome the hurdles of their lives. In addi-
tion, respondents of this study stated that they did not have to invest a large amount
of capital to start their business and it was one of the reasons why they involve with
SME business. Therefore, it has been seen that mostly women in Bangladesh
involve with entrepreneurial activities to become economically independent, to
employ others, to overcome depression, to contribute financial support to family
and the like. Besides, small amount of investment and sometimes successful
stories of other entrepreneurs inspire them to engage with SME activities (Hossain
2008).

4.2 Support from Family Members and Society

Social and cultural barrier is one of the significant issues which create different
kind of challenges for the SME women entrepreneurs in Bangladesh. Shamsun
Nehar, chairperson for the Women By the Women Forum stated that “in the
context of Bangladesh a woman has to overcome the barrier of her own family,
in-law’s family and the community”. Furthermore, when the respondents were
asked whether they were supported or criticized by their family member or society,
a couple of respondents of both FGDs answered that at the beginning of their
business they were not appreciated but when they have established their business
successfully, the attitude of the people surrounding them has changed gradually.
Some of the respondents seemed overloaded with work at home and business place
at the same time.

Moreover, woman in most cases needs help from the male member of her family
when she thinks about to start a business. This male member can be her husband
or father or brother. If the husband is not helpful to her, she has to depend on her
father or brother to initiate her business. Mrs. Rabeya, Managing Director of a
Mushroom Food Products Company, is one of the respondents of the FGD two
who struggled a lot to establish her business as her husband did not cooperate with
her. She was married in a very early stage of her life and her husband did not want
her to continue her study. She had to struggle a lot to continue her study and later
she started her business by taking fund from her father. The other respondents also
expressed the same kind of feelings and they said that it seemed very hard to start
and maintain a business without the help from the male member of the family.
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Therefore, family support is considered as one of the important elements for
women who want to start a business in SMEs. Thus, it has been seen that after
deciding to initiate a business on their own female entrepreneurs need to have
support from family and society to proceed on.

4.3 Types of Business for SME Women Entrepreneurs in Bangladesh

When participants of both the FGDs were asked “what kind of business do you
have?” it was seen that most of the respondents were involved with the boutique
business and only one respondent was found who deals with mushroom business.
The entrepreneur who deals with mushroom business has also the business of
handicrafts and clothing. The reason behind the involvement with the handicraft,
clothing and boutique business is that this kind of business does not require huge
amount of capital and raw materials. Besides, most of the women entrepreneurs in
the country do not think about to engage with the business where they have less
comparative advantage than men.

Likewise, Mrs. Saima started her business on her own with a very small amount of
capital. At first she used to make different kind of showpieces by bamboo sticks
and papers. She did not have enough education and lost her husband at the very
early stage of her married life. She did not have any support from her in — law’s
family. Therefore, she did not have any other option to live her life with three little
children. One of her neighbors helped her to start a small business. She knew a
little bit about how to make small showpieces with the use of bamboo sticks and
papers; she then started to do so. On the other hand, as Mrs Lucky was educated
enough, she did not face much difficulty to take loan from the bank and to collect
the trade license as well, she stated. Now both Mrs. Saima and Mrs. Lucky have
their own shop at Joyeeta and earn thousands of BDT per month. Mrs. Saima has
been associated with her son to run her business.

Not only these two ladies, most of the women entrepreneurs in Bangladesh are
involved with boutique and beauty parlor businesses as men entrepreneurs have
low comparative advantage in these sectors as stated by Dr. Khondaker Golam
Moazzem, Additional Director, Research, CPD. Dr. Fahmida Khatun, Head of
Research, thinks that due to the lack of enough support from the relevant organiza-
tion, lack of financial resources and lack of training, women have limited scope in
SME sectors. It has thus hampered the mobility of the women entrepreneurs in
SME sector in Bangladesh.

4.4 Capital Accumulation

After taking the decision to start a business the most challenging factor for women
in Bangladesh is to accumulate enough capital. When questions related to the
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capital accumulation were asked during the discussion, most of the respondents of
this study said that they have started their business with their own fund as banks
are not much cooperative to provide loan to them. As a result, women do not have
the scope to start their business with sufficient amount of capital as they do not
have enough money on their own. In this case women who were involved with
other jobs before starting their business were comparatively in an advantageous
position as they have some savings from their previous jobs though the amount of
savings was not very high.

The main problem for women who have to obtain loan from the bank is that the
bank requires the signature of two guarantors for women entrepreneurs. One of the
key informants of this study, Aziza Khan, the owner of Décor Idee, said “to collect
signature as a guarantor from a third party is very difficult for women since they
do not have enough social network who can give a signature for her. For my case,
I had to collect a signature from my daughter’s husband as my husband discour-
aged me to do so.” On the other hand, M. K. Rasedul Hasan, SME in Charge, the
City Bank Limited, stated “third party signature is needed to ensure the proper use
of the money of the loan”. Aziza Khan thinks that the central bank of the country
should manage the third party signature for SME women entrepreneurs as they
face difficulties to manage a person who can give a signature as a third guarantee
while they take SME loan from any bank.

Dr. Fahmida Khatun of CPD said that “though most of the banks have the help
desk for women entrepreneurs in SMEs, their attitude is neither pleasant nor coop-
erative at all.” Moreover, the banks are not interested to give a large amount of
money to women entrepreneurs as they do not have enough trust upon the capacity
of a business woman. In case of business women who take loan from the bank have
a very short period of time to pay the interest. Besides, banks give loan to them
who have two years of established business. As a result, there is no scope to take
loan from the bank at the very initial stage of the business.

In case of the unmarried women banks feel uncomfortable to give loan because
after marriage nobody will know where the lady will go with her husband. In this
case, it becomes uncertain whether the interest on the loan will be paid in time after
the marriage of the woman that has taken, loan before marriage to conduct her
business, so said Dr. Fahmida Kahtun of CPD.

Besides, though some of the respondents of both FGDs and KlIs showed positive
views on the microcredit services provided by some NGOs like BRAC and GB,
most of the respondents think that microcredit services have very little role to
promote SME women entrepreneurs in the country. They think microcredit rather
makes women vulnerable as most of the time the male member of the family uses
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the loan money and women do not have full control over the money they borrow
(Kabeer, 2001).

Another problem regurding the access to loan for SME women entrepreneurs in
Bangladesh is that they do not know properly about the government facilities for
SME women entrepreneurs in the country because of the information gap between
the central bank of the country and the women entrepreneurs.

4.5 Business Management

Women in SMEs have to rent a land if they do not have any land to set up a store
on their own. In most cases, women entrepreneurs need to rent a land or a store as
they do not have any land of their own. In that case, local land owners demand
large donation to set up the store, but it often becomes impossible for SME women
entrepreneurs to give donation at the initial stage of their business. This was stated
by a couple of respondents of both FGDs. Besides, most of the time it has been
seen that after they set up a business in a rental house the landlord suddenly gives
notice to leave the house, which creates uncertainty to continue that business as
managing any place in a short period of time is quite difficult for any business
woman. Shagufta Yeasmin, WEAB, thinks that SME women entrepreneurs cannot
move further due to the uncertainty of their business created by the lack of avail-
ability of rental houses.

In addition, women entrepreneurs have to close their stores everyday early in the
evening because of the lack of security. Dr. Fahmida Khatun of CPD stated that the
improvement of law and order situation is needed to protect the women SME
entrepreneurs in the country. They also need security when they move from one
place to another to market their products. In addition, acquiring trade license often
becomes a difficult task for most of the SME women entrepreneurs as they are not
educated enough to understand the process of getting a trade license. Besides, Dr.
Fahmida Khatun thinks that sufficient technological support to SME women entre-
preneurs is needed to make proper balance sheet of their business.

4.6 Product Marketing

In the case of product marketing the SME women entrepreneurs in rural areas of
the country have to face more problems than the entrepreneurs living in the urban
areas, mainly in the capital city of the country. In most cases, women entrepre-
neurs have to depend on other persons to market their products as they do not have
enough social networks to market their product on their own. To market the prod-
ucts women entrepreneurs need to participate in different kinds of activities like
SME fair which are mostly held in Dhaka. When they want to participate in this
kind of fairs they have to come to Dhaka. It requires extra transport and living cost
which creates extra burden for the small business women.
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Besides, the women SME entrepreneurs often face difficulties to sell their products
as the consumers are mostly attracted by foreign products comparatively at a
cheaper price. In this regard Shagufta Yeasmin argued that the marketing of prod-
ucts produced by the local women entrepreneurs should be promoted by the
government of the country.

4.7 Role of Local Institutions in Promoting Women Entrepreneurs in SME
Sector

Majority of the respondents of both of the FGDs think that the government is quite
helpful to the women entrepreneurs and women associations also give sufficient
support to uphold their businesses. Conversely, some of the respondents think that
the women associations should work more in favor of the SME women entrepre-
neurs who are under privileged. One of the key informants said that most of the
women associations are chaired by those who have strong links with political and
business organizations. These linkages make them able to collect fund from differ-
ent sources to run their businesses and they do not use those funds for the develop-
ment of the condition of women entrepreneurs rather invest those funds for the
development of their own political interests, she stated.

However, most the respondents of both the FGDs are quite positive regarding the
initiatives taken by the government as most of them are associated with the
government supported organization, SMEF. According to them, the SMEF is
giving support to them by organizing several SME fairs and giving information to
them about the fairs organized by other organizations. Besides, some of the entre-
preneurs expressed their satisfaction upon the assistance provided by several
NGOs and women associations.

Both Dr. Fahmida Khatun and Dr. Khondaker Golam Moazzem think that the
government and NGOs are doing better in providing assistance to the development
of women entrepreneurship in Bangladesh in SMEs. Khondaker Golam Moazzem
thinks that the government is quite helpful but the business environment is not
completely favorable to women yet and as a whole the SME business is not devel-
oped fully in Bangladesh regardless it is done by men or women. In spite of having
this reality, women entrepreneurs in SMEs are doing well with the help of the
government and NGOs, he said.

5. Conclusion and Recommendation

Findings from the field research discussed in the foregoing indicate that women
empowerment through the development of entrepreneurship is a quite difficult task
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under the purview of rigid and gender biased social structure. Besides, initiating
and maintaining self - business seem challenging for women as it increases loads
of responsibilities for women both in home and workplace. Thus on the way to
becoming a successful entrepreneur women face various challenges from their
family members and from society. Mostly they have problems of access to loan
from banks and financial institutions and they have very limited scope in different
SME sectors other than the traditional businesses. Besides, due to the lack of
technological skill they cannot manage their accounts properly. Therefore, women
entrepreneurs in SMEs in Bangladesh are facing different kinds of social, political
and market challenges in initiating and maintaining their businesses. As a result, in
most cases, they remain stuck in the early stage of the entrepreneurship develop-
ment.

Therefore, relevant measures should be taken to overcome the challenges faced by
SME women entrepreneurs and the role of local institutions along with the govern-
ment is important in this regard. These may include integrated financial policy,
proper business education, technological support and training, improved law and
order situation, logistical support and promotion of local products. Thus, policies
and strategies should ensure equal participation of both men and women in every
sphere of life for the sake of development. The government, NGOs and other
business organizations can organize relevant programmes to support women entre-
preneurs in SMEs. In this regard, “extended SME program can facilitate [women
entrepreneurs] by providing collateral free and easy access of financing their
business” (Sultana, 2012: 28). In doing so, there will never be a “quick fix” rather
sound policies, holistic approach and long term commitment from all development
actors are needed (OECD, 2012).
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1.0 Introduction

Child labor is the most common phenomenon and a widely viewed scenario in
most of the developed and developing countries. Bangladesh is one of the best
places to see child as a working child. Social practice and economic conditions
somehow accept child labor as the horm in Bangladesh. For many families they
generate income as fuel to run their families. The definition of the term child labor
varies depending on various social context and human perception. Scholars all
over the world define the term in different ways. Child labor is a factor that
impedes a child’s ability to successfully transition into adulthood.

Economically child labor is defined as any economic activity undertaken by
children under the minimum age for admission to employment. ( DeBrenna L.
Agbényiga, 2011). The term child labour refers to when children is working in any
type of work that is dangerous and harmful to children’s health or the work hinders
their education. Child labour refers to low wages, long hours, physical and sexual
abuse (Moyi, 2011). According to Edmonds and Pavcnik (2005), child labour is
viewed as a form of child labour abuse, when children work in bad conditions and
hazardous occupations. Bhat (2010) says that the definition of child labour is not
at all simple because it includes three difficult concepts to define, which are
“child”, “work’ and “labour”. He claims that the term childhood can be defined by
age, but in some societies people cease to be child at different ages. However,
Weston (2005) argues that any work children do can be damaging to their health
because the work can be abusive, exploitative or hazardous and it can influence
their health. Omokhodion and Odusote (2006) argue that any work that children do
outside home is classified as child labour. According to them, working outside
home is usually exposed to environmental hazards which may affect their health
and safety. The definition of child labor differs among societies, for example in
Africa and Asia they do not consider the work of fifteen years old person as a child
labor, and they view child labor as a good task that children learn skills from work.

The world renowned organizations responsible for making legislation for human
rights and better human treatment all over the world widely vary in the meaning of
child labor. A child, according to the UN Convention on the Rights of the Child
(CRC), 1989 refers to a person under the age of eighteen. The World Bank
assumes that child labour can be a serious threat to long-term national investment.
Furthermore, according to UNICEF the problem of child labour can have more bad
consequences beside all the concerns of investment or its relation to economic
activity (ILO, 2013; Weston, 2005). ILO argues that child labour is difficult to
define. It depends on the type of the job and, if the age is under eighteen, the job
will interfere with the children’s education and development (ILO: 2004). The
onset of puberty occurs at different ages for different people. Therefore Article 1
of the United Nations Convention on the Rights of the Child and the ILO Conven-
tion on the Worst Forms of Child Labour, 1999 (No. 182) define a child who is
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under the age of eighteen years (Bhat, 2011).

According to UNICEF (2008), Child labour is work that exceeds a minimum
number of hours, depending on the age of a child and on the type of work. Such
work is considered harmful to the child and should therefore be eliminated:

* Ages 5-11: At least one hour of economic work or 28 hours of domestic
work per week.

* Ages 12-14: At least 14 hours of economic work or 28 hours of domestic
work per week.

* Ages 15-17: At least 43 hours of economic or domestic work per

Bangladesh Labour Act 2006 (Act XLII of 2006) defines the “child” and “adoles-
cent” on the basis of age. Section 2(8) of the Act defines a person who has attained
the age of 14 but is below the age of 18 as an ‘adolescent’ and section 2(63) defines
a person not attaining the age of 14 as a ‘child’. According to this definition, the
labour provided by a child would be known as ‘child labour’.

1.1 Child as a transportation helper

This study has taken an attempt to define Child as a transportation helper and con-
sidered children between age 7 and over 15 years who are engaged in employment
either permanently or temporarily in daily transport services and responsible for
collecting fair from passengers, washing vehicle etc, and who may or may not stay
with their parents or relatives, and live in slums or poorly equipped rented house,
who left school previously and earned a specific sum and contributed to the family
for its survival, and who are sometimes verbally abused by the driver and the
passenger.

1.2 Child labor scenario in Bangladesh

According to the second National Child Labour Survey (NCLS) of Bangladesh
Bureau of Statistics (BBS 2002/03) there are 4.9 million working children (14.0
per cent of the total 35.06 million) in the age group of 5-14 years in the country.
The total working child population between 5 and 17 years old is estimated at 7.9
million. The proportion of boy and girl child workers in the age group of 5-17
years is 73.5 per cent and 26.5 per cent, respectively. The total number of working
children aged 5-17 years in rural areas is estimated at 6.4 million as against 1.5
million in urban areas; as many as 93.3 per cent of all working children in the age
group of 5-17 years operate in the informal sector. Agriculture engages 4.5 million
(56.4 per cent children), while the services sector engages 2 million (25.9 per
cent), and industry 1.4 million (17.7 per cent). A total of 1.3 million children are
estimated to be working 43 hours or more per week. More boys than girls are
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engaged in this form of child labor across all age groups. Among children aged
5-14, about five million, are economically active. According to the International
Labour Organization there are about 3.2 million child laborers in Bangladesh.
Certain groups of children are more likely to work than others, for instance boys
comprise about three-quarters of all working children. In slums almost one in five
children aged 5-14 are child labors, and of these, only 25 per cent attend school.
Rapid urbanization means that more children will move into urban slums and be
compelled to work (UNICEF Child labor in Bangladesh)

1.3 Rationale of the study

Children are the future of a nation and it is the moral responsibility for every nation
to provide all the basic facilities and amenities to the children to make them a com-
plete man. Unfortunately a large number of children are deprived of basic facili-
ties, which make them bound to engage in various risky and hazardous work for
their survival along with their families. Being a transportation helper is an assidu-
ous task requiring enormous physical labor and long hour to work and it is related
to uncertainty. Even the risky work is not readily available and verbal and physical
abuse and harassment is common. The innocent children face such difficulties, not
intentionally but to follow the doctrine of necessities. The situation has snatched
their right to attend school and play. An attempt should be made to address them
appropriately and bring them into light. This study is a modest attempt as part of a
big continuous process.

1.4 Objective of the study

The objective of the study is to visualize the socio-economic status of the child-
labor as transportation helpers and their contribution to the economy

1.5 Rationale of the selection of the study area

Dhaka is the capital city of Bangladesh having huge number of population. People
from different parts of the country come here to make a living. As a result, the city
never sleeps, and is always busy with the maintenance of these new as well as
existing people. The buses, tempos and Legunas (locally called) are the most
extensively used vehicles for public transportation. These vehicles regularly use
children often as their helper for various activities like collecting fare, calling
passengers, washing vehicle etc. In Dhaka city most of the people are used to hear
child workers inviting them to ride buses, tempos or Legunas. In Dhaka city almost
everywhere there is the bus or tempo or Leguna using child labor. Because of easy
availability, close to residence and familiarity with the respondents the study has
chosen Mohammadpur, Zigatola, Dhaka Uddan, Firmgate, Gabtoli, Mirpur,
Mohakhali and Gulshan as the study area so that a mutual co-operative relation
can be established with the respondents to gather facts and essential information
for the purpose of the study.
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1.6 Nature and sources of Data

Primary and secondary data have been used in this study. The primary data were
collected by field survey whereas the secondary data were collected from different
studies, bureau of statistics and also widely used online journals, blogs and website
for getting current information.

1.7 Methodology and Research Design

The study considers descriptive research design to conduct the survey. Descriptive
research design is made to describe the socio-economic condition and major prob-
lems associated with them. By the descriptive research design the causes pertain-
ing to the recent situation or problems were brought out.

1.8 Universe and Sampling

The study considers all the child labor working as transportation helper as the
population of this study. The respondents have no specified time of working
because of their continuous nature of work. They do not know when they can be
back home. They have to go here and there with their vehicle. So, it was very diffi-
cult to make definite time and place to meet them. Therefore, accidental sampling
procedure within non-probability sampling was chosen because of their mobile
nature and uncertainty. In this sampling method any child labor who was in a
favorable condition and free was selected as sample of the study to get informa-
tion. One hundred transportation helper child labors were randomly chosen as the
sample of the study.

1.9 Data collection Technique

The data was collected using the following techniques:

1.9.1 Structured Interview:

For the collection of reliable data and information from the transportation helper,
a structured interview was used. This method helps the researcher to collect
primary data and information. The questionnaire was prepared to obtain the socio-
economic condition, demographic background, working condition, health &
hygiene etc. of the transportation helper.

1.9.2 Informal Interview

By the structured interview it is not possible to collect all the information about the
respondents. Establishing mutual friendly relation with the respondents was neces-
sary to obtain data on internal feeling and emotions by an informal interview.

1.9.3 Observation:

To know more about their attitudes, behavior, actual condition, living wages,
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family environment etc, a non-participatory observation method was taken into
consideration.

1.9.4 Case Study:

This method is very useful to gather in depth data. A few case studies have been
conducted to get more information about transportation helpers, particularly on
their past and present, which helps to know the reason that pushed them to become
a transportation helper.

1.9.5 Data processing and Analysis:

For the analysis of data SPSS 17 has been used. Since both qualitative and quanti-
tative data are gathered through interviews, questionnaire and observation, the data
are analyzed descriptively. Primary data are edited first, following secondary data
and they are being interpreted by using tables, numbers and percentages.

1.9.6 Time frame of the study

Timelines are important in evaluating the feasibility of the study. In order to get
sufficient number of respondents and adequate amount of information the study
was carried out from February 2014 to July 2014.

2.0 Literature Review

This part of the study reviews the related literature, published both locally and abroad
in order to shed some light on the contribution of researchers in the related field.

Banu, N. Bhuiyan, S and Sabhlok, S (1998), mention in their study demonstration
marches protesting against child labour on each of the continents in January 1998
to culminate in Geneva where the International Labour Organization meets to take
up the issue. Meantime, the extent of child labour in a country is being taken as an
indicator of how far that country has fallen behind developmentally. Why do poor
parents send their children to work? Will employers be able to resist the threat of
consumer boycotts and trade sanctions or will they have to reconsider their child
labour employment practices? High economic stakes are at risk and the lives of
hundreds of thousand children are involved.

Khanam, R (2004) in her study showed that the education of parents significantly
increased the probability that a school-age child will enroll in formal study.
Empirical results further show that if the father is employed in a vulnerable occu-
pation, for example, day-labour or wage-labour, it raises the probability that a
child will work full time or combine work and study. The presence of very young
children in the household increases the likelihood that a school-age child will com-
bine study with work. The significant and positive gender coefficient suggests that
girls are more likely than boys to combine schooling with work. The children who
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are sons and daughters of the household-head, as opposed to being relatives living
in the household, are more likely to specialise in schooling or combine schooling
with work.

Khanam (2006) found that the trend and incidence of child labor has been increas-
ing in Bangladesh even though child labor is on a declining trend in other South
Asian countries. She attributes this to the inadequacy of existing child labor laws
in Bangladesh. The study suggested that a combination of policies would be appro-
priate for reducing child labor, which include employment generation schemes
that lead to economic prosperity for the household, compulsory schooling for
children, school enrolment subsidy, improving school infrastructure, the quality of
education, flexibility in school schedules and adult literacy campaigns that
increase community or social awareness, especially of the adult female.

Kalam, I. M. S (2007), did his study in the light of the findings of a practical survey
project that was conducted out of the desire to know the situation of the most
unfortunate as well as deprived but most important segment of the country’s popu-
lation. Being the capital of the country the child labor situation of Dhaka would
certainly serve as an indicator of the whole country. The paper dealt with various
aspect of the child labor, such as causes of child labor, causes of rural-urban migra-
tion, hours of work and provisions for leave, income, expenditure and savings,
educational background and some other important related topics.

Tariquzzaman and Kaiser (2008) in their study aimed at analyzing how and what
factors have contributed to changing the patterns and perspectives of child labor
over the last 15 years. Based on an in-depth research of 120 child laborers and 40
employers of child labor in a Dhaka slum and a rural community in the poor north-
ern district of Nilphamari they highlighted the employers’ perspectives on child
labor, with particular emphasis on understanding what factors have caused them to
change their own practices over time. In this regard, they addressed four main
issues: (i) why employers depend on child labor; (ii) how the types and forms of
children’s employment are believed to have changed over the last 15 years; (iii)
factors that employers believe have contributed to these changes; and (iv) how
employers are adapting to the changing situation with respect to the employment
of children.

Based on a survey conducted in Sylhet city, the study by M.N. Uddin, M. Hami-
duzzaman, and B.G. Gunter, (2009) found that child workers suffer from different
physical and psychological problems and that more than half of them receive their
medical assistance from local health care providers who have no recognized quali-
fications. The study maintains that working from an early age impedes the
children’s physical growth and intellectual and psychological development, which
also has negative effects on their long-term health and earning potential.
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The study by Meerza, S. I. A and Bacher, B (2011) mainly focused on the current
socio-economic condition of those people who were child labor in their childhood.
In this study, economic indicators are income and employment status. On the other
hand, the level of education, health status and role in case of decision making in the
society are treated as social indicators. According to the study, socio-economic
condition of child workers in their adulthood is not very satisfactory. The research
study found that a person who was not a child worker in early stage of his/her life
has higher probability to enjoy better socio-economic condition than a person who
worked as child worker in past.

Hossain M. J and Rahaman Sk. H (2011) maintain that Child labor, a sheer reality
in Bangladesh like many other developing countries, is one of the major socio-
economic problems in the country. Studies revealed that one in every six children
in Bangladesh was a working child. The gravity of the situation led them to
conduct a study on “Prevalence of Child Labor in Harmful Work™ in the work area
at Dhaka, Khulna and Kurigram. The study looked into one of the key aspects of
child protection — prevalence of harmful child labor using the definition of children
and harmful labor. The study also generated baseline information on major charac-
teristics of child labor, including income and household dependency on
work/income from the children.

Hossain M. A (2012) found many child laborer miss out on their right to education
and fall a victim to hazardous work because they do not have the time to go to
school or to study. In this study a total of 560 child laborers were interviewed by
the author during June 15 to July 14 in 2010 in the Rajshahi city corporation area
in Bangladesh. The study data showed that the duration of working hours and
hazardous working environment are negatively correlated with school attendance,
smooth livelihood and physical and mental development of children.

The study by Aktar ,S and Abdullah A .S. M (2013) tried to present the socio-
economic scenario of child labour in Bangladesh, which has in recent times
attracted concerted attention not only in Bangladesh but also all over the globe
Indeed, child labour is recognized as a considerable part of the existing labour
market. Their study attempted to search out the ways how child labour can be
decreased gradually and at the end of the paper suggestions or recommendations
were presented in that regard.

3.0 Analysis of findings

The study analyzes the result through different charts and percentages explained in
this section.
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3.1 Demographic profile of respondent
Tablel: Age of the respondents
Cumulative
Frequency [Percent |Valid percent [percent

Valid Below 6 years |2 2.0 2.0 2.0

6-10 years 22 22.0 22.0 24.0

10-15 years 51 51.0 51.0 75.0

Above 15 but not]25 25.0 25.0 100.0

18 years

Total 100 100.0  {100.0

Source: Field survey 2014

Interpretation: Table-1 shows that around 51% (the largest percentage) of child
workers working as transportation helper are in 10-15 years age group. Transporta-
tion owners prefer this age group of child worker as helper because of their physi-
cal fitness and docility. Among the rest of the child workers working as transpor-
tation helper around 22% are in the age group of 6-10 years and 25% are between
15 -18 years old. Child workers between age 6-10 years old are generally physi-
cally immature for this purpose and those above 15 years are not so submissive in
behavior and they charge more wage for their work. That is why most of the time
these two categories are not considered ideal transportation helper by their owner.

Table: 2 Parent’s occupation

Father’s occupation Frequency Percentage
Rickshaw puller 34 34.0
Day labor 36 36.0
Auto driver 6 6.0
Unemployed 17 17.0
Died 6 6.0
Others 1 1.0
Total 100 100.0
Mother’s occupation

Housewife 21 21.0
Maidservant 49 49.0
Garments worker 24 24.0
Hawker 6.0 6.0
Total 100 100.0

Source: Field survey 2014
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Interpretation: According to the Table-2 the highest percent of respondent’s
father’s occupation is day laborer and rickshaw puller that are, respectively, 36%
and 34%. The rest of the respondents’ fathers are auto driver, unemployed and
some are dead. The study is based in Dhaka city and most of the people migrated
from different districts and started their first work as day laborer and rickshaw
puller. Both of the jobs generate very low wages and the survival of the whole
family with this low income is not possible. As a result their child needs to work
to raise family income. As it is costly to lead life in Dhaka city, most of the time
respondents’ mothers also need to work for income. And according to Table 2,
49% transportation helper child labors’ mothers are working as a maidservant at
different houses and 24% mothers are working as garments workers.

Table: 3 Family status of respondents

Family bondage Frequency Percent
Stay with father 17 17.0
Stay with mother 39 39.0
Stay with parents 42 42.0
Stay with relatives 2 2.0
Total 100 100.0
No. of family members

Below 4 members 31 31.0
4-6 members 64 64.0
6-8 members 5 5.0
Total 100 100.0

Source: Field survey 2014

Interpretation: Table -3 shows that family bondage of this class of child labour is
not very strong. Only 42% respondents stay with their parents and the rest 58%
families are broken. Among them 39% respondents stay with mother and 17% stay
with father. Table 3 also states that 64% of the respondents’ family consist 4-6
members. And 31% respondents have below 4 family members and only 5%
respondents have 6-8 members. This clearly indicates that some unemployed
people are family members of the respondents; as a result they do not have any
option to avoid working.

Table: 4 Educational status of respondents

Educational status Frequency Percent
Never attend school 17 17.0
Pre primary 39 39.0
Primary 42 42.0
Secondary 2 2.0
Total 100 100.0
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Reasons of not attending school

Loss of interest in studies 19 19.0
Financial incapability 31 31.0
To take care family 14 14.0
Poor academic performance 35 35.0
High cost 1 1
Total 100 100.0
Willingness to attend school

Yes 60 60.0
No 40 40.0
Total 100 100.0

Source: Field survey 2014

Interpretation: Table-4 shows that most of the respondents have got primary and
pre-primary education, respectively 42% and 39%, and surprisingly only 2% got
secondary education. In Dhaka city all the schools charge relatively high fees from
students and it is tough for a transportation helper child to maintain this high cost
due to financial incapacity. And 31% respondents do not attend school because of
these reasons. 36% respondents drop out from school because of poor academic
performance. Loss of interest in studies and taking care of family are some other
reasons for not attending school. The respondents were asked “would you like to
attend school again?” Some of them expressed a deep interest about education.
Some 60% respondents want to attend school again. These respondents left school

previously or did not get chance to attend school before.

Table 5: Residential and Living status of respondents

Residential status Frequenc Percent

Native 28 28.0
Migrated 70 70.0
Floating 2 2.0
Total 100 100.0
Living status

Slum 35 35.0
Rented tin shade house 61 61.0
Garage 4 4.0
Total 100 100.0

Source: Field survey 2014

Interpretation: Table -5 shows that 70% of the respondents migrated to Dhaka
from other districts. And only 28% are from Dhaka city. Still Dhaka is the hub of
all occupation. People from different remote areas and from different corners of




298 Bangladesh Journal of Political Economy Vol. 31, No.-3

the country come to Dhaka to get a chance to earn money. Table 5 also shows that
61% of the respondents can live in a rented tin shade house, which has very little
space, and where the living quality is poor and 34% of them have to live in slum
with their family, and 4% have to live at garage.

Table: 6 Basic facilities and amenities

\ Drinking water Frequency Percent
Get pure drinking water 34 34.0
Get water but not pure 54 54.0
Don’t get water 12 12.0
Total 100 100.0
Sanitation
Hygienic 22 22.0
Moderate 42 42.0
Not Hygienic 36 36.0
Total 100 100.0
Treatment
Medicine shop 46 46.0
Govt. hospital 52 52.0
Private clinic 2 2.0
Total 100 100.0
Electricity use
Use 83 83.0
Don’t use 17 17.0
Total 100 100.0
Gas use
Use 34 34.0
Don’t use 66 66.0
Total 100 100.0

Source: Field survey 2014

Interpretation: From table-5 it is found that 61% respondents are residing at
crowded tin shaded houses and the and next highest 35 % of respondents are living
at slum where living condition is worse. The facilities they get from these areas
are very poor. Table-6 shows that only 34% respondents get pure drinking water
whereas 54% of them get water but not pure. As a result many of the respondents
often suffer from water related diseases. 12% of them are completely deprived
from pure drinking water facilities. They need to fight regularly to collect the little
amount of water. Quality of sanitation facilities is also very poor. Only 22%
respondents can use hygienic sanitation facilities whereas 78% are deprived of
these facilities. The respondents often suffer from a lot of various diseases because
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of unavailability of different health facilities and the unhygienic environment
where they live. Low income does not allow them to take better treatment. Accord-
ing to Table 6 maximum respondents like to take treatment from government
hospitals. 83% of respondents are getting the electricity facilities which are
analogically better. But 66% of them do not get the chance to use gas facilities.

3.2 Work profile of respondents

Table: 7 Work and its condition of respondents

Previous occupation Frequency | Percent
Hotel worker 32 32.0
Garbage collector 40 40.0
Hawker 14 14.0
Work at shop 11 11.0
Work less 3 3.0
Total 100 100.0
Years of working

Below 1 year 24 24.0
2-3 years 48 48.0
3-4 years 28 28.0
Total 100 100.0
Working hours

Below 6 hrs 19 19.0
6-10 hrs 35 35.0
10-12 45 45.0
Above 12 1 1.0
Total 100 100.0
Working days

3 days 6 6.0

4 days 30 30.0
5 days 33 33.0
6 days 31 31.0
Total 100 100.0
Motivation of work

No option 28 28.0
Extra income 70 70.0
Easy to get 2 2.0
Total 100 100.0
Willingness to work

Yes 39 39.0
No 60 60.0
No comment 1 1.0
Total 100 100.0

Source: Field survey 2014
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Interpretation: Table-7 states the previous occupation of respondents of whom
40% were Garbage collectors, 32% were hotel workers, 14% were street hawkers
and 11% worked at shops. This indicates that the child workers under this survey
were previously engaged in many works. Table 7 unexpectedly expresses the truth
about child working hours, as it indicates 45% respondents work around 12 hours
per day and 35 % respondents work 6-10 hours per day. They are paid on hourly
basis irrespective of their physical condition and health. To know their eagerness
to work they were asked “would you like to continue your work?’. Table: 7 shows
that 60 % of them replied they were ready to leave the work because of problems
associated with the job and its risky nature and 39% replied they would like to
continue as they do not have any option. Table 7 also shows that most of the
respondents engage themselves in that particular work without having any option.
Some of them were engaged as it provided some extra income comparative to
other work. The driver of the vehicle provides three times food. They also get tips
in addition to income and they are paid on daily basis. These are also the sources
of their motivation to be a transportation helper.

3.3 Income profile of respondents

Table: 8 Income of the respondents

Cumulative
Frequency |Percent [Valid percent [percent

Valid  Below 200 |19 19.0 19.0 19.0
200-400 48 48.0 48.0 67.0
400-600 |33 33.0 33.0 100.0
Total 100 100.0  |100.0

Source: Field survey 2014

Interpretation: Table-8 shows the daily income of respondents. It indicates that the
income of 48 % respondents is around 200-400tk a day. And their monthly income
range is 6000-12000 tk. Some 33% of them earn 400-600tk daily. And 19% earns
below 200tk daily, which is really very small to survive with family in Dhaka city
as life is expensive here. It is almost impossible to maintain minimum basic needs
of a family with this income when the child is the only earning member of the
family. So child workers remain vulnerable. They do not afford to take nutritious
food. Neither are they able to go to doctor or take medicine in case of illness. Child
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workers are the portion of regular labor in our society. As the number of child
labor increases day by day so with their income they contribute a good amount to
the economy. It is true that child labor diminishes the possibility to earn better in
the long run. But in the short run they have a huge contribution in our economy.
The result also supports the statements of Mike Davis.

Mike Davis (2004), in his article “planet of slums” stated that, ‘A recent study of
slum children in Dhaka, for instance, discovered that “nearly half of boys and girls
aged 10 t0 14 were performing income generating works, and only 7 percent of
girls and boys aged 5 to 16 years attended school. Dhaka has the largest number of
child laborers in Asia (about 750,000), and their earnings provide half the income
in poor female headed households and nearly a third in male headed families.’

Table: 9 Descriptive Statistics of income generated by respondents

N Minimum |Maximum |Mean [Std. Deviation
Daily income: 100 {1.00 3.00 2.1400 |.71095
Valid N (list wise) [100

Source: Field survey 2014

Table-9 shows the descriptive statistics of income of the respondents. The mean
value of it is 2.14 that means almost all of the respondents have the average income
of tk. 200-400 per month (the scale is, 1=below 200, 2=200-400 and 3=400-600).
This means that the respondents’ monthly income is in a range of 6000-12000tk.
As a child worker it is huge for them and for their family having education or with-
out education and any specified skills. This part of employment and income is not
considered properly in national income calculation but it has huge consequence on
the total economy of the country.

3.4 Problems of respondents

Table 10: problems faced by respondents

Problems Percentage*
Problems with passenger 56
Verbally abuse 79
Physically harass 42
Exploited by driver 23
Not permanent 90

Source: Field survey 2014
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*Percentages will not add to 100 because many of the respondents experienced more than one
problems (all are rounded figure)

Interpretation: From Table-10 it is found that 79% respondents experience harass-
ment by their owner verbally and 21% report that their master often slaps them for
mistakes. Child workers are mentally soft and any harassment affects them badly.
So the Child workers pass a very tough childhood, which they do not deserve.
According to Table 10, 56% respondents say that they often faced problem with
passengers. Passengers of different age, different mentality and different behavior
use these transportations. Some of them try to deceive the respondents by giving
them less money. Sometimes some of them behave roughly with them and verbally
abuse them and sometimes they slap them. So overall they are physically
assaulted, verbally abused and become the victim of exploitation by the owner or
driver or passengers.

3.5 Respondents’ happiness and future plan

Tablel1: Happiness

Cumulative
Frequency |Percent |Valid percent |percent

Valid  Strongly agree |27 27.0 27.0 27.0

Agree 32 32.0 32.0 59.0

No comment 10 10.0 10.0 69.0

Disagree 5 5.0 5.0 74.0

Strongly disagree |26 26.0 26.0 100.0

Total 100 100.0  {100.0

Source: Field survey 2014

Interpretation: Table-11 shows the respondents’ feeling of happiness with limited
wages and limited facilities. Some 27% respondents strongly agree and 32% of the
respondents agree that they are happy in this profession whereas 26% strongly
disagree that they are not happy.
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Table 12: Future plan

Cumulative
Frequency [Percent|Valid percent |percent

Valid Driver 67 67.0 67.0 67.0
Owner of vehicle |33 33.0 33.0 100.0
Total 100 100.0 (100.0

Source: Field survey 2014

Interpretation: Table 12 shows that as the respondents start their life as a helper of
the driver and do not have proper educational facilities, most of them want to
become a driver in the future. 33% respondent’s future plan is to be vehicle owner.

4. Conclusion and Recommendation

Child labor is a burning issue for most of the developing countries. The densely
populated Dhaka city is also a safe field of child labor. Children are the victim of
some unavoidable causes and the result is child labor. Because of low wage rate
the driver and contractor choose them enormously. As it does not require any
specific skill and it is easily available, generates more income, and payment is
made daily, children choose it without hesitation. These minor age people need to
engage in their work from early morning to night only for their survival. The task
is basically risky and hazardous in nature. They have given up their basic educa-
tion. They live especially with their mother in slum or in rented house with the
absence of basic facilities and amenities. They are often verbally abused and
physically harassed. Because of their working environment they are easily accus-
tomed with some bad habit. In so many cases they are the prime income generator
for their families. Despite the fact that they earn very little amount, it is something
like life blood for their families and it also plays a significant role in the total
economy of the country. But they are not happy at all in their profession and they
have a dream to go to school again. If they need to continue the profession they
will like to become a driver or owner of a vehicle. The world is in the ultimate
stage of civilization now. Protection of human rights is getting utmost attention
from every nation of the world. Some renowned organizations voluntarily along
with government cooperation and assistance are working to reduce the level of
child-labor from every sector and provide the remediation, and if necessary financ-
ing the remediation, to ensure the child the right to live freely with effective educa-
tion and better environment. The child labor in any sector should have the right to
live as a child. Child labor is the ongoing curse; all the concerned parties should
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come forward to eliminate it now.

Recommendations

Based on the literature and practical observation and findings, the study makes the
following recommendations which might be helpful to change transportation
helper child labor’s life.

The study found child laborers work more than the normal working hours. It
recommends that working hours should be reduced by the drivers.

The study found that most of the respondents do not get pure water, live in slums,
rented house, or garage of the Dhaka city. Govt. should ensure supply of pure
drinking water through setting up pure water supply plant for those dwellers.

Most of the respondents do not have proper sanitary system for their own; govern-
ment should ensure at least minimum level of sanitary system to them.

Government and NGOs should offer charitable medical campaign and establish
dispensaries for free medical checkup and medicine in the places they are needed.

Introduction of mass education program is desirable for the improvement of the
present educational status of child labor. Government should provide night shift
education facilities with technical education and arrange comprehensive publicity
for making the child-labor aware of the necessity of education. In the school more
facilities such as free book, food, tiffin etc. may be introduced to encourage them
to enroll in school.

Moreover people’s perception should be changed towards them.
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How Socio-Economic Conditions of Women Affect their

Commuting Behaviour in Urban Bangladesh?
Dr. Pinki Shah *

Abstract: Women commuting are connected with their productivity,
empowerment and social equity. The linkage of socio-economic status,
transportation system and commuting behaviour of women is obvious. The
main objective of the paper is to examine the commuting behaviour of
Bangladeshi women in urban cities of Bangladesh. It mainly focuses on the
determinants of the commuting behaviour of urban working women and
their difficulties in the capital town of the country. In Bangladesh, socio-
economic condition and family status have considerable influence on the
commuting behaviour of women. In the absence of well-scheduled bus
system women commuters heavily rely on rickshaw and walking to reach
their work place. Generally, women have poor accessibility to the
overcrowded public buses of Dhaka city. Due to inadequate transports,
many women are forced to depend on more expensive and private modes of
transport. The combination of unsafe, unaffordable and inaccessible trans-
port system has put heavy constraints on female commuters. A gender-
aware transport system is the need of the time for Dhaka city that would
increase women’s mobility and productivity, and ensure sustainable
economic growth.

1. Introduction

There is considerable difference in the basic mobility needs of working women
and men because of gender-based division of labour, socio-economic status,
culture, and nature of employment. A man’s common role in almost all societies is
that of the main income-earner, who leaves the house for work in the morning and
comes back in the evening. A woman, however, usually performs triple roles as
income earner, homemaker, and community-manager (Peters, 1999). Commuting
needs and behaviors of working and non-working women are also significantly
different. These aspects also vary from country to country, community to commu-
nity, and rural to urban areas. However, in most developing countries, interven-
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tions in the transport sector have hardly responded positively to the special and
varied needs of women.

In Bangladesh, women are primarily involved in the informal sector and contribute
substantially to their households. In general, women participate more in those
industries that can be conducted at home in breaks between household works, and
less in those that require them to work outside the home. However, these opportu-
nities are relatively less in urban areas. In the major cities of Bangladesh, a large
number of women work in export-oriented garment industries, the main source of
the country’s export earnings. Hardcore poor women workers are found in certain
activities traditionally falling within the male domain like earthwork, construction
etc. A significant number of women also work as teachers, lawyers, journalists,
government employees, and employees in non-government organisations (NGOs).
In spite of these, the majority of women in Bangladesh have yet to be empowered
to participate actively in the social, cultural, economic, and political life of the
country (Sicat, 2007). The level of socio-economic empowerment of women is
considered as one of the important determinants of women commuting.

In urban areas of Bangladesh, female students and working women are the main
travelers. In Dhaka, transport related difficulties of working women are very
apparent. As in many developing economies, socio-economic factors and transpor-
tation infrastructure are believed to be two important determinants of the women
commuting behaviour in Bangladesh. The paper attempts to examine the commut-
ing behaviour of working women of Bangladesh in urban areas. It aims to find
answers of the following research questions: How does socio-economic status
matter for the commuting behavior of working women in Bangladesh? Is transport
infrastructure of Bangladesh designed to accommodate women commuters? What
are the difficulties of working women in their day-to-day commuting?

The following are the specific objectives of the paper: one, to examine the linkage
of socio-economic status of working women in Bangladesh and their commuting
behaviour; two, to discuss women transportation issues in the perspective of the
current transportation infrastructure of the country; and three, to capture the com-
muting behaviour of working women in urban Bangladesh.

Published literatures have been reviewed to form the background of the study. A
questionnaire survey was conducted among 200 working women of Dhaka city of
different classes/professions. Some case studies complement the evidence on
women commuting behavior and relevant difficulties. Cases are collected from the
women working commuters of different economic, social groups of Dhaka city.
The paper is divided into five sections. After a brief background, relevant litera-
tures are reviewed in section 2. Section 3 examines determinants of women’s com-
muting in the socio-economic setup of Bangladesh. Section 4 examines the survey
outcome related to the commuting behaviour of working women of Dhaka city.
And section 5 puts forward concluding remarks.
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2. Socio-economic Conditions and Commuting Behaviour of Working
Women: Literature Review

Most gender-based commuting behaviour analyses treat men and women as inde-
pendent trip makers, where gender, marital status and number of children in the
household are taken as explanatory variables (Taylor and Mauch, 1998). Ramon
(1981) rightly notes that the mobility experience of the individual is shaped by
socio-cultural factors. The evolution of the labour force has brought forth the
unique needs, burdens, and patterns associated with women’s commuting that are
different from men. In connection with working men and women, it has been
found that men are more likely to use simpler trip patterns than women
(MacDonald, 1999). Women appear more likely to integrate non-work activities
within work trips, including child chauffeuring and other household-serving trips
(Taylor and Mauch, 1998).

Marital status of women defines their role in the family and thus influences their
commuting behaviour (Meng, 2008). Turner and Niemeier (1997) find that both
marital status and presence of children reduce women’s commuting distance but
not men’s. The dual career-home responsibility affects women’s careers much
more than men’s and thus also their commuting behaviour (Srinivasan and Peter,
2005). It has been shown in different studies (Kamiya et al 1995; Blumen, 1994
etc.) that the commuting distances of married women are generally shorter than
those of married men. That is chiefly because the housekeeping role forces married
women to remain close to home (Blumen, 1994). Meng (2008) observes that
women select jobs closer to their residence because their household responsibili-
ties shorten commuting distance. Kamiya et al. (1995) find that women, especially
mothers of small children, regardless of their occupational status, are more likely
to work in local labour markets and to commute shorter times compared to men.

Walking, non-motorized transport, and public transport like buses are the main
means of transports for most people in the cities of developing countries. However,
many of the mass or public transportation systems are inefficient and chaotic
(GTZ, 2007). Car ownership is not a realistic option for most people living in the
cities of developing countries. When it comes to female vehicle ownership rates,
the rates become even lower. A UN-Habitat study of nine cities in various devel-
oping countries finds that while 11.6 percent of households headed by men had
cars, only 1.62 percent of women-headed households had them (Women Watch,
2009). This can also be seen in the degree to which women get a driving license.
Dependence on walking is very common by women in developing countries
(Meng, 2008). However, women are significantly less likely than men to walk
alone and reported walking with friends and family much more often than men
(Kelly and Andrea, 2004).
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Some unique difficulties are commonly faced by women commuters. In a number
of low-income countries, problems of dirty footpaths crowded with hawkers and
harassment by street boys is a great difficulty for the women commuters (Zahir
Salma, 2003). In regard to availing public buses, there is health risk associated
with waiting for long periods in inclement weather, particularly for older women.
Overcrowded public transport involves invasion of personal space, which many
find distressing and renders women vulnerable to sexual abuse. Moreover, fear of
harassment and attack on the street produces high levels of anxiety among women
commuters (Hamilton 2002). This is the common picture of most urban cities of a
number of low income economies. For example, the residents in centrally located
Srinivasapuram (an Indian city) expressed concern about the quality of public
transportation and safety of women in the city (Srinivasan and Peter, 2005). A
study on Nigeria (Asiyanbola, 2007) finds that urban transport infrastructure
condition and intra-urban travel constitute a major threat to psychological well-
being of women commuters.

It is evident that average women of Bangladesh are gradually overcoming social,
cultural and corporate barriers and acquiring important positions in all economic
sectors. Over the years, the women’s labour force participation rate in urban areas
increased, life expectancy at birth improved, and maternal mortality rate
decreased. Public awareness efforts by development organizations and mass media
have played an important role in this connection. In addition, women-led NGOs
have been pushing for change in women’s societal roles through research and
advocacy. This has added momentum for development partners to push the
government to address critical gender issues. Data from WHO (2009) house—hold
surveys over 20 years indicate that the female disadvantage has tended to persist in
India and may have worsened in some other countries such as Nepal and Pakistan;
however, for Bangladesh the gap has narrowed significantly over time. According
to the Gender Gap Report of the World Economic Forum (2008), Bangladesh
climbs 10 places in the rankings and is distinctive for being the second highest-
ranking country in South Asia, after Sri Lanka; and is the highest-ranking
Muslim-majority country in the Index, followed closely by Indonesia. It is
expected that, the growing number of initiatives to promote women’s empower-
ment and changing social conditions, coupled with the introduction of innovations
in transportation infrastructure will have strong impact on women’s commuting
behaviour in near future.

3. Socio-Economic Status of Women in Bangladesh and their Commuting
Behaviour

In Bangladesh, most women have limited role in household decision-making,
limited access and control over household resources, restricted mobility and inad-
equate knowledge and skills that lead to vulnerability (Sebstad and Cohen, 2002).
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Traditional, cultural and social values and practices have reinforced the lower
status of women as compared to the man in Bangladesh (Parveen and Ingrid,
2004). A woman, on an average, is married at the age of 19 years in Bangladesh
(World Economic Forum, 2012). The latest available estimates indicate that in
South Asia, 49 percent of women become mother at the age of 20 to 24, and in
Bangladesh, more than a third are mothers by that age (United Nations, 2009). In
a family, women generally have primary responsibility for the care and feeding of
children. Cooking, cleaning, childcare and nursing activities, and looking after
family members occupy the major portion of both working and non-working
women’s daily jobs (Islam and Nahid, 2006).

The relevant indicators of Global gender Gap Report 2012 show that women in
general lag behind men in terms of literacy, health, and income (World Economic
Forum 2012). In regard to overall Gender Gap Index the ranks of Bangladesh
improved from 91 to 86 in between 2006 and 2012. In spite of the improvements,
gender gap in the country lags behind in terms of economic participation, educa-
tion and health. The rankings in terms of economic participation of women,
literacy rate and health were 121, 109, and 123, respectively (World Economic
Forum 2012).

Illiteracy is one of the main factors, which deters women from equal participation
in socio-economic activities with her male counterparts and helps to perpetuate the
inequality between sexes (Islam and Nahid, 2006). The ratio of female at second-
ary education is higher (Table-1). However, the girl students’ dropout rates at both
primary and secondary levels are comparatively higher than those of the boy-
students. Consequently, the completion rates for girls are lower in both primary
and secondary levels.

Table-1: Gender Gap in Education in Bangladesh

Country | Female| Male | Female to
Rank Male Ratio
Literacy rate 109 52 61 0.85
Enrolment in primary education 128 67 78 0.85
Enrolment in secondary education 1 50 45 1.13
Enrolment in tertiary education 119 8 13 0.61

Source: World Economic Forum 2012.
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Table-2: Gender Gap in Economic Participation in Bangladesh
Country | Female | Male | Female to
Rank Male Ratio
Labour force participation 82 62 85 0.73
Legislators, senior officials, 102 10 90 0.11
and managers
Professional and Technical 104 22 78 0.28
workers
Source: World Economic Forum 2012.

In Bangladesh, women’s participation in economic activities shows great varia-
tions by gender. The participation of female in economic activities is not at all
encouraging and falls behind the group of least achieved economies (see the coun-
try rank in table 2). The differences of male and female are significant in this
connection. Especially, in case of senior officials, managers, professional and
technical workers, the disparity is very wide (table-2). Non-recognition of house-
hold work performed by women shows almost half the population as unemployed
and inactive (Islam and Nahid, 2006). Working women are also expected to play
roles in family household works. Thus working women are to struggle between
their jobs and family maintenance (Mini Case-1).

Mini Case-1: Sahana has to Struggle in between her Garments Job and Family
Maintenance

Sahana is a twenty-five years old garment worker, stays with her mother-in-law,
husband and four kids. Her mother-in-law takes care of her children and she hardly gets
any support from her daily labourer husband in her household activities. She has a very
tough daily life as she has to perform jobs like preparing food, cleaning, washing
clothes, and feeding children alongside her jobs as garment worker. Walking is the
mode of commuting to reach her work place. She lives in Rayerbazar area and covers a
distance of approximately three miles to reach the factory located at Sobhanbag. While
coming to the work place she sometimes faces situation such as physical assault,
comment, vulgar words from the path walkers. Her working hours start from 8 and
finishes at 6. She generally performs some overtime to earn money for better living.
Walking not only takes lot of her time but also gives mental stress, insecurity and physi-
cal tiredness. While returning, she faces additional insecurity as it becomes dark. Again
when she reaches home, she does household activities. The mental agony and insecurity
of commuting make her life tough and challenging.

Note: Interviewed on December 04, 2013; name of the interviewee is changed.

In regard to the employment in different broad sectors, both male and female are
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largely employed in the informal sector of the country. According to Maligalig et
al. (2009), over 91 percent employed women are engaged in informal sector in
Bangladesh. Employed women are mostly engaged in private household, agricul-
ture, health, social work, and manufacturing. In the urban areas of Bangladesh,
employed women are almost equally divided between unpaid family workers and
employees. Relatively, greater proportion of urban women is engaged in formal
sector. Nearly two out of every five urban employed women are found in the
formal sector, as opposed to only 4 percent of their rural sisters (Pal 2001). This is
mainly because of the readymade garments factories that provide employment to
thousands of urban women. Labour in Bangladesh is cheap, female labour is even
cheaper. According to a World Economic Forum (2012) survey, Bangladesh
ranked 115 in terms of wage equality; and women’s wage is on average 55 percent
that of the male. As a whole a considerable proportion of urban women are concen-
trated largely in low-paid and tedious jobs (Pal, 2001).

Social, economic and family status has considerable influence on the commuting
behaviour of working women of Bangladesh (Sicat, 2007). According to a study
by Zahir Salma (2003), female travelers are more literate and better educated than
non-travelers. About 67 percent of female travelers were students and 71 percent
of female non-travelers were housewives (Zahir Salma, 2003). Married women
work closer to home compared to single women, and mothers of young children
commute less than other women (see an example Mini Case-2). Specifically,
women who have greater home responsibility, due to the presence of young
children, are less inclined to increase commuting efforts (Islam and Nahid, 2006).

Mini Case-2: Short Commuting by a Working Mother in Dhaka City

Sultana works in a college as administrative personnel. She is having a very
co-operative and educated family. Her two children study in a nearby school. Being the
mother, she has to take care of her household responsibilities along with her job. Her
husband is very understanding, and cooperative who always appreciates her effort and
tries to make her stress at lower level. They have rented a house near to her office that
is in Uttara so that she can commute for shorter time comfortably. On the other hand,
her husband has to commute for nearly one and half an hour to reach Motijheel area.
The shorter commuting time gives her a little relief in managing both household and
office activities.

Note: Interviewed on January 17 December, 2013; name of the interviewee is changed.

The transportation system of Dhaka is predominantly road based, and non-
motorized transportation has a substantial share. Rickshaws (a type of tri-cycle
peddled by human) and buses are the dominating mode of public transport. The
number of passengers in public transport has been increasing continuously over
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the last two decades. The road network of the Dhaka City is non-lane basis and all
transport modes (motorized and non-motorized) use the same lane. Buses are the
cheapest mode available as mass transit among the public transport. Other than
buses, taxi, auto-tempo, auto rickshaw (baby taxi commonly called CNG) are
available but relatively expensive small passenger transport modes (Mannan and
Karim, 2001). Different studies also found that a considerable proportion of work-
ing women in Dhaka city rely on non-motorized mode and walking (Sicat, 2007).

In Dhaka city, buses are operated both by private and public operators. However,
the private sector is dominating. Services of most buses are inefficient and unsafe.
Long waiting, overloading, discomfort, and long walking distance from the
residence/work place to bus stoppages are some of the obvious problems that
confront the users of buses in their daily lives. In peak hours they very often load
and unload at unspecified stoppages. It is a common practice in rush hours to deny
access to the old, women, and children passengers, because this group has a
tendency to avoid fighting during boarding and alighting (Mannan and Karim,
2001). The city road networks are designed for a smaller population, and do not
have the capacity to handle the current increasing number of travelers and vehi-
cles. This leads to overloading and overspeeding, which increases the risk of
accidents (Mannan and Karim, 1999).

Use of the transportation system by men and women varies considerably in Bang-
ladesh. According to a study by Zahir Salma (2003), the major modes of travel for
female trips were 67 percent walking and 21 percent rickshaw. Use of public buses
was 4.5 percent for women against over 8 percent for men. Public transport is not
always comfortable to the women of Dhaka city. Especially, middle and upper
income class women are not at all comfortable in using public buses. According to
Women Watch (2009), in Dhaka, women’s exclusion from public transport is due
to overcrowded buses. A considerable number of low income employed women
walk to and from work. For example, women garment workers account for about
70 percent of the female labour force in Dhaka and about 60 percent of these
women walk to and from work (Sicat, 2007). The Study by Zahir Salma (2003)
also finds the similar picture i.e., about 63 percent of women garment workers
were found to walk to work (on average, 3 kilometers) and 36 percent to avail
buses. It is well-known that rickshaws are popular in Dhaka as they provide door-

to-door transport, enabling women and girls to travel to the workplace, schools,
and other areas without being harassed or feeling uncomfortable in overcrowded
buses and inadequate sidewalks. Bangladeshi women hardly travel alone. Gener-
ally, women have a lower incidence of vehicle use, and a higher incidence of walk-
ing. This is partly a reflection of lack of money to afford to buy vehicles or pay for
services. A study by GTZ (2007) found, typically, men have greater mobility
when looking only at motorized modes. The study added, when considering all
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trips (motorized and non-motorized), women make more trips per day (more
mobility), but the costs in both time and money are higher (less accessibility).

Difficulties of women commuters are well known and distinct in Dhaka city. Zahir
Salma (2003) discusses several gender problems and issues of Dhaka city of which
two address women commuting: one, absence of a good scheduled bus system and
poor accessibility for women to existing bus services due to overcrowding; and
two, inadequate sidewalks and pedestrian facilities which constrain poor garment
workers who walk to work in large numbers. The transport services currently
provided by the public and private buses are insecure, unreliable, congested and
unsafe. It is difficult for women to compete with men for the limited space on the
buses particularly given the cultural background in Bangladesh.

Incidences of violence against women and sexual harassment are among the
challenges to the female commuters of Bangladesh especially in urban areas.
Sometimes young women commuters face sexual and verbal harassment in the
road (The Daily Star, Forum, March 2010). They have similar experiences in the
public transport stands, railway stations or at other common places (Islam and
Nabhid, 2006). The majority of the mugging victims are working women. Pedestri-
ans and women traveling on rickshaws face mugging. Women, more than men, are
afraid to travel after dark. As the garment workers return home late, they are forced
to walk in groups that provide personal security (Pal, 2001).

4. Commuting Behaviour of Working Women in Dhaka City- Survey Obser-
vations

The survey on the commuting behaviors of working women covers women of
different personal and family income groups. As the distribution of the working
women shows (table-3), most belong to the low income group (40%)

Table-3: Distribution of Sample based on Family and Individual Income Group
(Figures are in approximate percentage)
Personal Income Family Income
Below BDT20000 | BDT20000-50000 | Above 50000 | Total
Below BDT10000 36 4 0 40
BDT-10000-30000 0 22 18 40
Above BDT 30000 0 8 12 20
Total 36 34 30 100

According to the survey observations, like men, women use own transport, buses,
taxi, auto-tempo, auto rickshaw (three wheeler commonly called CNG) to travel to
their workplace. The survey data (table-4) show that a considerable proportion of
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working women in Dhaka city rely on rickshaw, own transport or public transport.
The data indicate that public transport (mainly big and mini buses) is not the main
mode of commuting for the working women, though it has been for the most male
workers. The reasons have mainly been the poor accessibility and overcrowding.
A good number of women also walk to their workplaces. Of the commuters, 25
percent walk to their workplace, as the survey data reveal. These women are
mainly the garment workers. It is well-known that many garment workers in the
Dhaka city travel to their workplace in group on foot every morning.

Table-4 : Use of Transport Mode by the Working Women for daily

Commuting
Transport Mode Number of Women in Percentage (approx)
Own Transport 26
Public Transport 18
Office Transport 6
You share vehicle pool 0
Rickshaw 22
Auto Rickshaw 10
Walk 25

Note: Multiple responses
Source: Survey data

Table-5 : Basis for the selection of Commuting Mode during Office Hour
Commuting Mode Number of Women in Percentage

Time Factor 36

Cost Factor 40

Comfort Factor 32

Family Attitude 42

Distance Factor 4

Note: Multiple responses

Source: Survey data

Different factors affect their decisions in selecting available suitable mode for each
(table-5). In most cases the determining factors are more than one. Family attitude
and decisions are among the key factors in deciding transport modes by the work-
ing women. A considerable middle and upper class family found bus or public
transport unacceptable for their female family members in Dhaka city. Time and
comfort factors also come up as important determinants. Cost factor is particularly
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important for low income group (individual or family). As expected, distance can
hardly be a determining factor in a city with huge traffic especially in the office
hour.

It is more or less recognized that in many cases services of buses are inefficient and
unsafe for women. It is a common practice in rush hours to deny access to the old,
women, and children passengers, because this group has a tendency to avoid fight-
ing during boarding and alighting (Mini Case-3). Thus the tendency to use public
transport by the working women is less in Dhaka city during day time. However,
at night working women generally prefer public transport on security ground (in
the absence of personal vehicle). Sometimes they also share vehicle. Walking and
rickshaw are less preferred as compared to the day time (table-6).

Mini Case-3: Availing Public Bus is Every Day’s Challenge to Parul Rani

Parul, a forty year old lady works as a governess, has to come by local bus to her work
place. She has to accomplish her whole household work and take care of her 19-year old
daughter as her husband left her six years back. She belongs to lower income group and
her income (Tk. 3500 approx.) is the only source of her livelihood. She lives in the
Mirpur area of the city and she has to cover a long distance from there to Dhanmondi
area every day. She starts approximately two hours before her reporting time from her
home to catch the local buses. While coming from her home she has to come walking to
the bus routes. These local buses are overcrowded because of the comparatively low
fare. Practically it’s really very difficult for a female to get an entry into the buses
fighting with the male folk. Usually she gives many attempts to get chance to enter into
the buses. She faces worse situation at the time of getting down, as Dhanmondi area is
the mid way for most of these buses. The rainy season becomes a nightmare for her. She
has to wait for long hours to get entry into these overcrowded buses. In many occasions,
she lost her moneybags while commuting and got hurt physically. However, she has no
option but to go on with it.

Note: Interviewed on January 02, 2014; name of the interviewee is changed.

Table-6 : Preference Regarding Transport Mode during Night in the
absence of personnel vehicle

Commuting Mode Number of Women in Percentage (approx)
Public Transport 56
You share vehicle 5
Rickshaw 24
Auto Rickshaw 15
Walking 8

Note: Multiple responses
Source: Survey data
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Commuters commonly face huge traffic in Dhaka city. Thus working women are
to spend considerable time in commuting. Around 34 percent working women
spend in between two to three hours in commuting (table-7) and around 35 percent
working women travel more than 10 km in traveling their workplace every day
(table-8). Other than commuting to the workplace, around 28 percent working
women accompany their children to the schools regularly, as the survey data
reveal.

Table-7 : Average Time spend for Daily Commuting by the Working

Women
Time Spend Number of Women in Percentage (approx)
Less than one hour 18
Less than two hours 19
Less than three hours 34
More than three hours 29

Source: Survey data

Table-8 : Average Daily distance Travelled by the Working Women

Distance in Kilometers Number of Women in Percentage
Less than 2 KM 32
Less than 5 KM 20
Less than 10 KM 13
More than 10 KM 35

Note: Multiple responses
Source: Survey data

Difficulties in commuting by the working women are not uncommon in Bangla-
desh. According to the survey information, over 85 percent working women face
difficulties in getting transports during peak hour. The figure is 46 percent during
off peak hour. Poor accessibility for women to existing bus and other public trans-
portation services are evident in the city. To save time and to reach workplace in
time many women are forced to depend on unsafe or more expensive modes of
transport (Mini Case-4). Still around 57 percent women commuters could not
reach their office in time frequently or in several instances every month. About 51
percent working women reported their dissatisfaction in regard to their commuting
to their offices.
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Mini Case-4: Shefali is forced to Rely on Costly and Unsafe Travel Modes

Shefali is a school teacher and belongs to a middle income family. She completed her
post graduation in English from Dhaka University two years back. She stays with her
husband and in-laws in Yatrabari in their ancestral home. Commuting is really a tough
task for her, as she cannot avail direct buses from that place to Dhanmondi due to fewer
buses in that route. CNGs (auto rickshaw) or taxis (Taxi cabs) are the only alternative
modes for commuting to her work place. Being a woman she tries to do some household
work, packs food for herself and husband and starts for her office at around 7’0 clock in
the morning. Generally it takes lots of time and energy to get a taxi or CNG at the rush
hour. Moreover, on most occasions, taxi and CNG drivers do not want to go by meter.
They try to exploit commuters, especially the women passengers by taking much higher
fare. The tussle to get taxi or CNG makes her late to the office on many occasions,
which affects her performance at workplace. Moreover, certain incidents of Malam
Party (putting poisonous ointment into the eyes for snatching) and chhintai (snatching)
made the modes risky especially for the female folk. She has to spend 20 percent of her
salary to meet her transportation expenses.

Note: Interviewed on January 04, 2014; name of the interviewee is changed.

Sometimes, women face harassment on crowded public modes of transportation.
Thus for many rickshaw is the preferred mode. This is, however, costly and is not
affordable by the working women of all classes. In this connection the
government’s dec