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Editors” Introduction

This volume, which is published in two parts, contains the papersand
proceedings of the seventh biennial conference of the Bangladesh
Economic Association held during December 17 — 20, 1985. Most of
the papers here are invited, not contributed; some of them had to be
edited to improve content and style and satisfy space requirements. A
few papers had to be excluded altogether to meet extreme space
constraint and the publication deadline. We hope that, subject to the
usual refereeing process, these excluded papers can be published in a
regular issue of the journal.

The general theme of the conference was development planning in
Bangladesh, with particular reference to the Third Five-Year Plan.
Although the papers deal with a wide variety of topics related to different
aspects of planned development, they have been arranaged according to
certain dominant themes. The ordering arrangement is not intended to
reflect in any way the relative merits of the papers.

The editors gratefully acknowledge the help and advice received from
many friends and colleagues. Professor Muzaffer Ahmad, President
of the Association , has given encouragement and valuable guidance.
Dr. Nazmul Bari has played a key role in the production of this volume.
Dr. Mustafa Alam, Dr. Selim Jahan, Mr. Mosharraf Hossain Munir, Mr.
Nazrul Islam and Ms. Shahnaz Perveen have helped in the editorial
work. Valuable assistance has also been provided by Mr. Shafiqur
Rahman, Ms. Shaheen Khan, Ms. Hamida ara Ahmed, Mr. Saiful Huda,
Mr. Asghar Ali, Ms. Khaleda Akhter, Ms. Lutfunessa, Ms. Rebeca
Sultana and Ms. Shaheda Alam.

Muhiuddin Khan Alamgir
Wahiduddin Mahmud



ATNS ©T¥9
ATEAT AT F T JIATETS Wy *

TS oA AR, AT T AHToT
ASTTS @ ATNIW GIL ANIS FIIT=aT,

T LTS ATTSH A>T T TR TR ST 215 70T
T FTHARAF FAFENE F1S FHIPR| AT GO HBINEH =271 T©
Wﬁ‘fﬁwﬁmmﬁeﬁaiﬁwmmwsﬂaﬂw
TR0 IS WE1be IR HW 1T FLAITe AT Aroiae
ARW FAR| @] JA RS FCRTT-FAT TEFe A NS &ws &
PR AR AT ST g SACrd SoF Ao ZCare, O Wi 4=
&1 ST IYTIG B%T AR | 9F AT AT 2T, Tee (21, 92 S
Hroias I

TN 2L o1 GF AT - SLYTE FICS TS TEFT I STF ILE
TR To@| (AT 9T ATe AL To197 @ AT Hronaw R @
TR OF $ATRTS AT AT IS S A1TrS FI | S OF
TR SO (RIS | AT ORI BIPT RN T2 T A0S
TR LA TS TGO AT S AT WL 10197 SRS TCE CTACRA (4T
AT Tore AHFwS | SWErs ey s a3 [ReesE I a0
YT IMCT ST Sho14 RCAI T TARIATNRS ZCACE | WM B [
T WECFT 9T TN AT AR @ TS Ted N ey Srefew
FRATST MY oS AR T | TRECHCE AT T O 08 Ao
Fafiew SCeTSwT 7T sEeg 7y o Tafawy 203 @32 TNAT 2AGF FACHTPTITI T2
AT IART AN @&y [CAeTs Ae ALITO VT SIS NI
ey AW FES IR TR |

5ET® ATCAN Q @ ¥ STCY G v e Smeeferss s=eaireT (371F) o=
T AT T ISR AT TS T | IS T STIAT 9F ACNETH
TRHAAT T FATR TSI AR R~ Fpt sorrz | Ie whw afvmz i oeas
ATF FRT T G-, e ¢ UrosToF 20 Ao F=e13I4T
GG M0 TS A= <=0 22T o Feaez! a7 whawew colemfas
SeTofeTd SNToN A AT I AR FRATOT FNATHST GF A A

* SR SICHTS, FEFTRATE TR ¢ RN, Sei 4T ITWH|



2 Bangladesh Journal of Political Economy

ATATSLT TS 9 U2 FHCET TIF TN Il HAITSH o1 WIS
VTCH, SCIZ @F ST AL 20| T FLAITS TR ARE TR DA
Farft GIIT AR AT AT FACIA, BT STCHF IR Q% HRLEH L1610
TR AT T ARACA|

FoTweT, TIfe OF STOIH OF A4 T2Ta0 e TIF GOIW »@AMESL
HTAT=o AT ITSIWAT PMCTH AT IR AR YZCO AR ACTEN TS
FANCATOCATS TCCE | @BT THCST 79T, TN A= GFFONI T2
FATSTIwwe SANGTTAIN [REH=G 77| T8 THIAT Alho 2w, e 7~ @32
TS AR LTS RAne @ 2L GWST FCACR| TS [*rFT @
TSSO QLT G IFCISTH ALY AT ATLH FCH o7 € ANCATHCAT T SwHF
GF2 ITFSILNT Ry To T TS ARTATOIT ALY THRTCHR TG Lo FACIA, 98
ST AR TS 2| R0 I Qree¥ Sfeatee Sromme e
HERTHIH G2 HATST A 732 ToroTaraT Iroames R STERITo famare «g
T PeTes aoRedl [Reaas @ i aifeasf Srecas ¥ ASE 87iRe
e | SR SHIFETe QA FCELA R TAfe™ STHrI=Ts ST7a ATEH LA 9%
AT STHHLF AFS IACS AR T

TR e Ty orowET SfaTes »ifas=rme TeTere INTe I 93T
ST | FITTOTT 517 ISAT 2LAE TWIHF AT 75(F 8 2= AP
PPN TC4T FLATT G2 ALZTST 26T TeR AHaree g @bl Jors
TETCE TAEE| SR AoATeT IAITe wiwe Ffee W SFoiHre
AT @ ATETIMt JALAToF FF ATl wiry Sy 137 o1 Mo, o3
AT @S FALANTET TLATET HTAF=7AT 2T Ao T @ TIoI T TH
ZW| TR Tore ey SenE AfaE | 7 e Tran g 2o sdSire it 1o
ST € TTSITNRATHT TS 2ATOTIS 3T 3¢T | #{fNT MH6Ca Fwos TR
a3 30w WNTHR AECR| TFE STNIHT (50H AT I FAEATHTE] 7T
GRS rFra WyoTen e T4Ta SCaT= e ICACT, 92 B0 ASK 7% |
T FLFRTE TS 12N FIONAT FAR ST FAT (WS 2| ST
FORIRATLT AL &fe2T @ gy WATwe AGH WiAH ICACE, T AT
SIS A 305 AT SHNes Waeed AL wH |

SRR SoERY FACS TR AN [T, eI, Y, &, [, ALITO
SACHE OIS 8 TS T ATes| @ *Ted & AW AR WiZe A
ARFTCT ST | ST SNLAT 3927 T2 SR AT F=9% e
ot T3re (T T2 ATFST AL AT AITF NIFIAT QL T AFH SFH
@ STHT s ST 1 Treq Ao [92wa Je o2 e dace T GTRC R TRopeT SN
AT AYLT LT FCS FHA T 267 JNCAR (G757 4T GO THI10L
Taws =Te 1Y)

TR G AN TN ARIMEI AfFeomy Rew Twew 8o
TSR SETETS I (T| @B TR 79, FIE WY AT FAA ST
AT TRATLRACT FENTT AT @72 TG TS SIS ST
@ FIPoNY ST 939 0| JTECT UL SIIECOT (T OF FAACH a2 JT#T @32



FATETS T 2 MO STET 3

ST TENEN AN G2 T AT 1w | O QBT <ET AT FAT
SRR I ATTE T AT FTATS 16T L AXINGE TATRI @ TR A==
Wmﬁ«gaﬁﬁwﬁrlﬁw—ﬁﬁz—%ﬁawwﬁ-wwﬁ—ﬁ
sFeffes Totle o swee e #fasyef Taerer femomas [ Tofe =1
THA| G TATSTET ¢ IFSILHT AR ANCHH FEeTON LT WECS
e I T TRfET Wasifen (39w REATH ICS AR IE ANE
T

FiaT ofatele Roam »fFF=sme §& IJq0wE Troo: Tom-5gdire
ATATSTET THEN AFC=1F T7 W15 AT S5 | T SR (T T e HIT-
HATRAT T | AT 2T IICS 203, RT3 Far o1 s e I90e 21, I0F
FIE (ACF FAGIM T FACO Q| FACGIHS TR @2 7R AAMZF
BT IACS T, TOoF *M1-57, ORI AT QL TR Fh=T
FACS TR I, TAT 432 SR 204 AT TN To7 (e Tofe =R I
@2 FHF TAC=7 AR ALY AT S50 | TN T, ATHF 27T AW =Ter ¢
TR ARY ARG 2[S 6T SoT| ¥F (MF oA ARIGH (A TR
TS TIHCRCT *12F TS AN Tord T ATa Mo 2/ AR A
UEAT FTECE| 92 AR WINE GAAKTRCR MG TR, SR
FLTITSTITS TATTT ATBIST SHATY ICH 7T TLATST TG 10T T
e =mea=|

TR *TOFAT TR LA FHEAOLT 23 9 FCH Y P 73
A SN KIAG HEEF FfATeT JNIATST GI2 ITN IS (Y STToIw
FATOT IFTAFNG TSI AW T2 FLHATOT TSI NSTANETST AT
farariys Aife 76w RCGS RATAF AT SILHTT TWF AT WpTe
=T ﬁaﬂamﬁﬁﬁ ﬂﬁvwmwrﬁou $00 T BTRTH T4 2D, oSy TR
BT 2T FTRTRT ATS RTF HOT ST ST AT T0%| TSI LA
AR G LIS ISR $7F o7 I0q W ore=ra Sdains, ¥ e oo o
IreIAS T IAT IW AT O ¥ AN [FQIRINA [CIBAT IACI I S
=TT BT

FAT=TE, TSIy R THAHT GFTH 90T e 2o SRR {16 ST er
I N IS 01T FACS 513 | I T TamTery *rfes TeseT =22 @ T=aw
AT AT O AT a2 IAT T=oF SreeTy FA=R| OY,400 TF1H
BT 4T 70T 1T S00 0 01T T Tamrery Tt (1ce I3 97 TE0g | 7
TG eI TR ACACE BTG QATIITET | AT STl 4T I1F, S»AS HAE
GECe  SEG [aTameE BE- fTiesenae Tge =3 feefaney S
Mot T4 2175 Taiamey o= @ ores T fmTemEe T W AfeIsy
oo =1 Ifte T2l Il agn Fefamey afowm T4 FFIHeR
TR AT 20T, ISR >2q0 ALA 2fefoe seaaand RafaneE:
GAFG ML ASINSN [R¥IAHTEH | TS 79 I20F @ [OIRATEE 213 FLT
RITGTHCE STawr *re| 1o I7F »=s Taerr eer 30T | AFSoCF o W[ (0T
QA WT Sy T =@ I TATACR| SHA8 FTE T day8 o e «F



4 Bangladesh Journal of Political Economy

Tafavmey W@ @3 Frersr t4m@T sew 7% @ e e ST See
T, TR T T T 13T A0 AL AMS SRt I AR SA19TS
ST A 3T 2o Fume FoT 73|

SR SR @awe T @ TS freifen @ty AR Ty e
15w B ferrr r3a waet ATox AamerineT sTe Sfe| @3 ToT T, @1
Fecfaes errers SRS Afewmmer fabe e o A1 eE
ToTigS 2foen wfayef RanT 3t fewm ¢ 2xfe Swars rea Rl
TsFTa) T R Ta%16 TR | ST 0P AITTROTR 2/ AR T 1Tare
TR T X AT 2R T TCACE TR &) ATHTE JT4ATT @ 24T~ 24T =7
s Ffre wveifer IR ¢ frmommcs owe o waafe wew ware e
R T ST AN M FALTS G2 A TS 2| AT
T [WIMOR WSTHE 7RG Al T3 1| *TES=mT FTITAT @ 2N TR
GG AT TR 1 20 G oA TReeomS sifaeyefeTra areTe 9T T A
ST PR TerseTer ST40aR @7 AT | a=TeT STTeR ACRIEA WO
ToaneTt &5 TerseT i TNy ey~ ot areTe T ST e A 2|
TESLH THISFT (500 W STea TS (T 2 3R AT o2 7 | SR
@“ﬂaﬁﬂwaaammmﬁwmaiwwﬁMﬁw
TF| N GIFOOTT A I3, 70 TOTa 2Tes SRETeR A= mT <
rerarme Som afele zear ety

*ROE, S =T FACS BT ety IRl e wgT R
TIFCAT TG 7 A A>— @7 IR S 37 rayoyfer «3e Femreem sretn
S 5rTR 21| W S, Foror=e, ey e ~raof | orw 382 Tormnse
Teet *Tw JFa@iie Tro7| s sife DaFarT e SRS TorE SN ITET
AT T RN P | 7T, T @ 72 oroTama ReeTearsr avcmy sz
TR R IR e STeTersr SO TaTed (5o AR T 20
2O O TCRIR| IR ST AT wEIrE qF STIH 2ife wRaT Frd 30
ST TR A FF 5 8 W ALK TR0 T TG et @ »rfaeaes
wieFer Wrerens ¢ iewem afeam oy ¢ otvai=e 3909 €32 o
TETTeF ¢ GRATeT fiTer *jfer s T 23|

T TSTLRT FWOA 2 (40T 93¢ ATETCSNI A 23R SRR
FIAF RTC TR | TN ATog 76T FHTET @ AT THIE AFoT
AT TR i wdite R 7w fome ¢ w1a-g78t
AT TS AT T 9% ATV oY AT TSR ST 9L @F
T FESIT AR T e 1@ w3 oy, Sfeog @
FAST et AT @ SRS ICAEH SR FoT TR W SAoHT
STeTww | G FCE FHALAT 2T, <¥ FTHAT A

Ty IES
TR TemRm|



INAUGURAL ADDRESS

By M. N. HUDA

Mr. Chairman, Members of the Bangladesh Economic Association,
Ladies and Gentlemen

The sponsors of this Conference have shown me great kindness in
inviting me to inaugurate this Conference, and for this | am very grateful.
This Conference is a timely response on the part of the Bangladesh
Economic Association to deliberate on many issues of great national
importance at a time when the country’s Third Five Year Plan is just being
launched. A Five Year Plan is an official document recording the country’s
officially accepted policies and programmes, and the economics profession
has a responsibility to scrutinise all its aspects carefully and bring the
important issues into public debate.

Despite our efforts at planned development for now more than a decade,
the economic scenario that obtains to-day is a dismal one. Although there
has been some modest growth in overall productivity since the initial
disastrous years following the liberation war, the average standard of living
in Bangladesh still remains pitifully low. All the more disturbing is the
eviderice that there has been a worsening of the distribution of income.
Given the extremely low level of our per capita income, even a small
deterioration in the degree of inequality is likely to push a large number of
people below the poverty line. The increase in impoverishment and
pauperisation is a part of the dynamic processes linked to the pace and
pattern of economic development in the country. The problem has to be
posed therefore as to why, apart from the population growth, increasing
number of people are joining the ranks of the poor and malnourished.

With the benefit of hindsight, it is easy to say now that the targets of our
previous Plans were overly optimistic. Confronted with the socio-economic
and political realities of Bangladesh, our planners have an unenviable
choice between optimism and pragmatism. In setting the growth targets,
there is little room for choice between the minimum that is acceptable on
social and political grounds and the maximum that seems plausible on
broad economic tests. A certain amount of optimism in a Plan is acceptable
on the ground that it sets a challenging target which stimulates great efforts.
However, an excessively ambitious Plan, unless supported by very
determined efforts, soon loses its credibility and becomes non operational.
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The consequences of this are all too familiar-decisions being taken on an ad
hoc basis and the Annual Development Plans becoming a dismal affair of
allocating too little funds among too many projects.

There have been too many missing links in our plan-making efforts. While
setting the high growth targets, the underlying strategy was not adequately
articulated in terms of concrete policy proposals. To the extent that the
required policy reforms were identified, there was a lack of political
commitment to carry them out. While the logical consistency of the Plan
calculations were meticulously taken care of by our planning experts, the
appropriate social framework for the Plan strategy was missing. There was
a lack of feedback from the experience in the field to the formulation of
policies at the national level. There were also large data gaps. At the macro-
level there was little understanding, in terms of statistical evidence, of the
complex interrelationship among the production process, unemployment
rates and poverty levels. The planners lacked a clear idea of the process by
which the purchasing power generated within the production structure was
going to be transmitted to the lower income deciles of the population.
Planning for basic needs has been, therefore, largely in the nature of a
numbers game, with the planners failing to take cognizance of the real
processes behind the numbers.

The logic of a Plan must come from its underlying development strategy. It
is not easy to discuss in a few words what would be an appropriate
development strategy for Bangladesh at her present stage of development.
Leaving aside the obvious ideological controversies, there seems to be an
emerging consensus among our economists and experts about the
essential features of such a desirable development strategy. This strategy
can best be characterised by its agricultural-rural-employment orientation.
In the choice of technology, the objective would be to achieve maximum
feasible employment growth by taking all realistic advantages of labour-
saving technology. Achieving ‘genuine’ self-sufficiency in foodgrain
production must be pursued as an overriding objective, not merely because
it will help the balance of payments, but because of its likely contribution to
employment expansion and poverty alleviation. This would imply an
approach to agricultural development that is broad-based instead of being
big- farmer-biased. Such a broad-based approach is essential not only from
the point of view of income distribution, but also for ensuring the economic
use of resources (e.g. the irrigation facilities that must be shared by the well-
to-do farmer with his not so well-to-do neighbours). While the land question
will continue to remain sensitive and intractable, we must think of some
institutional framework that would permit the pooling of productive
resources in the rural sector and their utilisation jointly by the entire rural
population. And finally, a strategy for poverty alleviation within the overall
resource constraint must entail not only a tackling of the poor but also a
tackling of the non-poor. Measures to remove the undue urban-bias in
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development, charging high tariffs on non-essentials and luxury items,
curtailing wasteful public expenditures- all these would come under a true
poverty alleviation programme.

Now, this of course is a tall order of things. It is an approach for social
reorganisation around a core of economic targets. The capability of a regime
for initiating any such process of social reorganisation would depend on
whether there are the right kinds of social forces behind the regime. While
this must be regarded as a relative matter, recommendations nonetheless
must flow from the analytical basis of the issues at stake.

Ladies and gentlemen, | take great pleasure in declaring the Conference
open and wish you all success in your deliberations.



PRESIDENTIAL ADDRESS

Planning for The Poor :
The Role of the State in Bangladesh.

By REHMAN SOBHAN

The background to the Third Five Year Plan

The launching of the Third Five Year Plan (TFYP) of Bangladesh comes at
the time when the environment for national planning is fraught with
uncertainty. There is a general recongnition within the country that the
development process in Bangladesh has after 14 years, still to generate
sufficient momentum to be able to sustain itself autonomously. We remain
as dependent today as we were at the outset of our independence on foreign
aid to underwrite our development effort. This dependence is not a function
of a few changes of percentage points up or down in the share of aid to GDP
or as a percentage of the ADP but is derived from the current situation that
without aid we could not sustain a development programme. This has given
our principal aid donors an exceptional degree of leverage over our policy
choices, investment priorities and technology options.

it is again generally recognised that this degree of external dependence
has not made any significant contribution to the well-being of the
population even though some people and some classes have prospered.
Auveilable evidence for what it is worth indicates that the number and
proportion of the population below the poverty line was higher in 1984/85
at the terminal year of the Second Plan than it was in 1973 /74 atthe outset
of the First Five Year Plan.

The compensatory expansion of productive forces which is usually
preferred as the price of growing immiserisation and inequality of income at
the outset of the development process is again not conspicuous. GDP
growth in the SFYP period averaged 3.2% which was below half the average
of 6.6% for the period 1972-80. In two of the five years of SFYP per capita
income declined and in the last two years barely increased. Only in one year,
1981/82, did it average a significant rate and this was due to the effect of
excellent weather on the crop output and the negative growth rate of the
previous year. Foodgrain production whilst demonstrating some promise in
the adaptation of HYV technology, spread of irrigation and offtake of fertiliser
has barely kept pace with population growth. However, absolute expansion
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of output in other crops, both cash and food not only appears tobe negligible
but in some cases such as jute and sugarcane, negative.

In the manufacturing sector growth rates in the Second Plan were well
below those prevailing in the First Plan even though investment appears to
have expanded. In two out of five years in the SFYP growth rates were
negative with higher rates in the subsequent years largely registering
because of the negative growth of the previous year. The poor performance
in the manufacturing sector is characterised by low levels of capacity
utilisation, declining productivity and poor repayment performance to the
public Development Finance Institutions (DFI). The TFYP suggests that these
lags owe to the continuing sensitivity of the manufacturing sector ta levels
of ecnomic activity in agriculture and to the state of the global economy.

A environment of economic stagnation is compounded by continuing
instability in the social and political parameters of the state. In this unsettled
political environment it is hardly likely that any concensus would emerge on
the parameters underlying national economic policy. Such issues as
denationalisation and the role of the private sector, issues relating to land
reform, foreign aid, allocative priorities,remain unresolved. This implies that
neither a public enterprise nor a private investor can be sure whether they
will retain control over their enterprise or the policy environment in which
they will have to operate over the next decade.

Given the instability of the political parameters and the uncertainty
governing economic policy it would be unreasonable to expect national
planning to evolve as an effective instrument to allocate resources or
influence policy. The planning process and its institutional persona, the
Planning Commission have become a casualty of this environment and
have faced a marginalisation of their role in the allocative and policy making
process in the direction of the economy.

As yet no concensus has emerged as to whether planning is a necessity
for ensuring prioritisation, consistency and discipline in the allocation of
scarce resources or it is an expensive convenience to attract aid. It is
somehow taken for granted that every five years or thereabout a Five Year
Plan must emerge. It is expected by donors,as well as political leaders. Little
attempt has however been made to relate this plan document to the
subsequent allocation of resources in the Annual Development Plan or to
design a set of supportive policies to effectivity realise the goals of the plan.

Constraints to national planning

It is thus not supprising that the planning process has become the
handmaiden of the aid process and divorced from prioritisation of the use of
scarce resources. Since the formulation and execution of the ADP has now
become a function of aid availibility the Five Year Plan document becomes
no more than a talking point with the donors. The development priorities

2__
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tend to be set by the amount of aid made available by the donors, the donors
sectoral priorities and the pace of aid disbursement by specific donars.
These detrminants of aid flows may only by coincidence resemble the
priorities articulated in a Five Year Plan document.

The preparation of Five Year Plans thus from the outset becomes an
academic exercise . Its very existence is predicated on aid commitments to
be made by a heterogenous collection of donors. Its analytical core, the
Plan’s macro-model remains a proforma academic exercise rather than a
serious determinant of alocative priorities. Since the capacity of the models
to seriously define either the macro—economic behavioural linkages
between development expenditure and its impact on the economy or its
incidence on the lives of the pupulace appears fraught with conceptual
inadequacies and data deficiencies the Plan document neither determines
the course of development or its outcome.

In this circumstances it would be an unfair expectation to treat the
priorities in the Plan, its strategies and viability as an adequate reflection of
the will of a government. The Five Year Plan is an academic document
which lends itself to academic discussion and it is only appropriate that the
primary interest in discussing its contents should be the perennial
responsibility of academic economists.

There is no evidence of a serious national debate on any of the Five Year
Plans nor any indication that top policymakers have any real interest in the
plan as a stragegic blueprint for executive action. Were this to be so not only
would the plan be the subject of major political debate within the decision
making hierarchy but also in the nation. But no one believes that any key
decision will be causally derived from the plan or that their sectional or
personal circumstances will be influneced by the plans.

Given the marginalisation of the Plan to the direction of the economy, itis
unreasonable to assume that its formulation would be decisive to the
fortunes of the poor in Bangladesh. it may however be useful to review the
interior logic of the plan to see whether it has recognised the constraints
which limit planned interventions on behalf of the poor of Bangladesh. To
assess the role of the plan it may be useful to trace the trends in poverty in
Bangladesh over the last two plan periods.

Estimating Trends in Poverty in Bangladesh

Three successive five year plans in Bangladesh have committed the
government reduce poverty. The record between 1974 and 1985 does not
point to any evidence that these goals have been realised. Available
evidence computed from Household Income and Expenditure Surveys
(HIES) indicates that the absolute and relative proportion of households
below the national poverty line has progressively increased between
1973/74 and 1981/82 [1]. The national nutrition surveys show that the
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percentage of households below the minimum nutritional standard defined
as the poverty line was 59% in 1975./76 and 76% in 1981/82[2]. The TYFP
document reports that as between 1981,/82 and 1984 /85 overall per capita
calorie intake improved only imperceptibly from 1943 kel to 1950 kel but this
was well below the intake in 1975/76 of 2094 kcl. Extrapolated figures for
1984/85 indicate that notwithstanding this improvement the percentage of
households below the minimum nutrition standard in 1984/85 was 64%
compared to 59% in 1975/76. As another measure of the conditions of the
poor, in 1983/84 average daily real wages of unskilled agricultural labour
was Tk. 6.15 compared to the wage of Tk. 6.69 in 1973/74 and far below the
wage of Tk. 9.18 two decades ago in 1963/64. These measures of the trend
in poverty all indicate that the condition of the poor continue to deteriorate.

Such conclusions would be greatly facilitated by more definitive and
current information on trends in household income and expenditure in
order to accurately estimate trends in poverty and income distribution.
Notwithstanding the commitment to reduce poverty no government has
been able to geer its statistical systems towards providing year to year
measures of acceptable accuracy of trends in income and poverty. If poverty
amelioration "were to have become a priority concern government then
along with their national income estimates we should every year be able to
measure economic performance by the numbers and proportion of
houeholds which have risen or fallen below an agreed definition of the
poverty line. Till a government can equip itself to know what is actually
happening to the rural poor its claims to see an improvement in their
conditions will face a credibility gap.

In the absence of official estimations of poverty this task is consigned to
academic researchers who are in turn severly, constrained by the time lags
in processing HIES data and the lack of access to raw data during the
processing stage. Furthermore there has been no check on the conceptual
basis, consistency and accuracy of the HIES so that we can never be entirely
certain that we are comparing the comparable. Academic researchers have
themselves been deficient in analysing the dynamics of poverty
determination. Neither have we developed a theroretical framework for this
nor have we collected information which could provide us with a more
definitive interpretation of the determinants of poverty. This excercise
should be a major imperative for researchers and a government concerned
with the outcome of its findings should commit its own resources to sustain
such studies rather than to wait upon donor generousity to educate
ourselves on the conditions of life of the people of Bangladesh.

The TFYP anti-poverty. strategy

In the absence of any clearly articulated conceptual framework for
estimating and interpreting poverty the SFYP and TFYP have fallen back on
the tautology that if we increase overall employment, poverty will be
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ameliorated. This in turn is to be realised by the truism that increased
agricultural output will increase employment. This process of reasoning has
led them to the proposition that the TFYP will increase employment by 5
million man years during the TFYP [2]. Of this 68% of the increase will be
accounted for by increase in employment in the agricultural sector. This
chain of causality therefore brings us to the conclusion that if we can project
a growth rate in the agricultural sector of 4% per annum we will realise our
employment objectives and will consegeuently recduce poverty.

It is not intended to go into the conceptual difficulties implicit in this
assumption. The use of fixed coefficients between crop production and
labour absorbtion appears central to this assumption. The notion that all
incremental labour absorbtion will constitute net employment gains as
opposed to increased employment for some households owning or having
access to land and less for the landless wage labourer needs to be
guestioned. Furthermore the empirical basis of the coefficients and the
validity of these estimates over time remain uncertain. It may here be
appropriate to point out that this methodology was inherited from the SFYP
as part of the work done for the Planning Commission by ARTEP/ILO in
Bangkok. As it stands the SFYP registered a growth rate of 3.6% in
agriculture. However, the TFYP reported unemployment rates in mid 1985
of 38% or 11 million man-years in the labour force. This does not suggest
that 3.6% agricultural growth rate has significantly reduced unemployment.
Here again unless we can derive a more accurate measure of what
happened to employment during the SFYP we cannot satisfactorily validate
the conceptual basis of our employment projections for the TFYP,

As it stands therefore the goal of 4% growth in agriculture remains largely
speculative. Output trends duing the SFYP for crop production showed that
only 1981/82 was the growth rate at 6.1% above the quiquennial average
of 3.5% whilst in 1982/83 the sectoral average of 3.5% was barely realised.
However, in three years out of five of the SFYP the growth rate was well
below the average and in two years 1980/81 and 1982/83 itwas negative.
This forecast of 1.4% for 1985/86 the first year of the TFYP Plan, does not
augur well. The notion that the government can significantly influence the
volume of crop production thus remains largely hypothetical.

In these circumstances, attempts to derive estimates of employment
generation and hence amilioration of poverty seem open to guestion. In both
these areas plans for public intervention remain largely indirect. Estimates
of empoyment and income distribution are derived from certain behavioural
assumptions of the economy related to the investment strategy in the Plan.
These in turn are derived from the Social Accounting Matrix (SAM)
developed by Dutch consultants, for the Planning Commision,

There is no indication that the government is likely to significanty increase
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its capacity to generate employment during the TFYP. All its interventions
remain heavily aid-intensive. The employment creating programme such as
the Food for Work Programme, the Public Works Programme, the Rural
Development Progammes and now the Employment Resource Centres
(ERC) are all underwritten by the donors and indeed in the case of he ERCs
designed by the World Bank and built around the mobilisation of
non-governmental organisations (NGOs) to make the programmes viable.
Needless to say such programmes will remain sensitive to the commitment
of the donors and the way in which NGOs and government can interact in
relation to the prevailing local power structure in each upazila to effectively
generate productive employment for the poor. Here again the strategy for
creating off-farm employment in the rural areas will have to first take
account of why the existing rural based cottage industries have been
stagnating for the last century and the bulk of its labour force remains
underemployed, with lower rates of remuneration than agricultural labour
and exposed to considerable attrition in the face of competition from both
imports and domestic modern industry [3]. Before we make any significant
headway in creating additional off~farm employment we will have to ensure
full employment and capacity utilisation of those already engaged in this
sector.

The present Plan document thus suffers from the disability that it will
have difficulty in ensuring progress towards the alleviation of poverty. Even
within its given assumptions it is conceivable that unemployment, poverty
and inequality will increase during the plan period. This is because the plan
does not address itself to questions of access to assets for the poor. Thus the
social mechanisms which influence the access to and distribution of public
expenditures may determine the outcome of plan allocations rather than the
stated intentions of the donors and planners.

The social basis of poverty

It has been extensively argued in many research findings in Bangladesh
that poverty is a social phenomenon [1]. Inequitable access to productive
assets and public resources makes it possible for a small segment of the
population to monopolise resources whilst a rising proportion of the
population is marginalised from the production process. The original source
of such inequality was land. The available evidence points to the
phenomena of rising landlessness and greater concentration in the
ownership of land. Here again the available evidence is not current but more
recent micro-level studies point to the high levels of landlessness and the
fact that many of those who own land do not have enough land to ensure
their subsistence and must sell their labour on the market. Inadequacy of
remunerative employment and the deterioration in the terms of trade for the
small farmers means that more and more poor peasants are having to
liquidate their assets and join the ranks of the landless.
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Strengthening the poor

In these circumstances if this trend is to be arrested public intervention
will have to be directed towards the redistribution of productive assets inthe
rural areas. This will have to be backed up by the provision of adequate credit
and inputs to the rural poor to ensure productive utilisation of their small
holdings. An institutional mechanism will have to be designed which can
productively utilise the underemployed labour of the non-landowning
households from a share of the surplus generated by the landowning
households, for building the rural infrastructure and in off-farm
employment. For this again the market mechanism will have to be managed
to ensure that production from off-farm employment is absorbed within the
rural economy without compeatition from the modern industrial sector and
from imports. This concept of a more self-reliant village community
presumes a degree of cooperation within the village community for the
indentification of investment priorities, the distribution of employment for
the landless and a mechanism for efficient and equitable access to
modernising inputs needed for raising land yeilds and labour productivity.

If we can ensure access to assets and inputs to self-cultivating farming
households who can be ensured that the rewards for increased labour input
on their own land will be largely retained by the household rather than be
consumed by the landlord and mahajan, we can expect a quantum
expansion of output in the agricultural sector even within the limits of the
prevailing technology.

The state as a source of wealth

However as things stand today not only is their no question of a public
intervention to redistribute productive assets but public policy is directed is
enhancing the social power of those who actually command assets. The
process of privatisation of inputs in the rural sector means that the
monopoly over land is being reinforced by the monopoly over distribution of
water, fertiliser and pesticides, the sources of future agricultural growth. Itis
apparent that in the days ahead the mere ownerships of land will be reduced
in significance as an arbiter of power. The new class of waterlords and input
dealers, who may also own land will reinforce their power in ways which
were inconceivable to the former zamindars and jotedars who at best
presided.over land with little capacity to enhance itsyield. The interlinking of
the markets for land, capital and inputs will contribute to a polarisation in
rural society.

This same class will be able to monopolise power at the upazilas and
through an entente with the local bureaucracy, enhance their role as power
brokers between the metropolis and the masses through their enhanced
command over inputs.
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In the 1960s the Basic Democracies system enhanced the power of the
class of surplus farmers supplementing their command over land with
control over public employment opportunities [4]. Now this same cadre can
draw upon water, credit, inputs and the spin-offs from the public
expenditures in the upazila headquarters. It should again be a subject of
serious research as for public concern to understand how this emerging
class is excercising its power to monopolise public resources and use it to
strengthen their position in rural society.

To the extent that this new class establishes themselves as modernising
capitalist farmers the trade off between growth and equity may have been
debated. But if this class remains true to past form then land will continue to
be cultivated by those who do not own it whilst the owners of land will
prosper as rentiers of water and land, traders, moneylenders and power
brokers. This is a recipe for economic stagnation and social upheaval.
Injection of more aid financed resources into the rural areas thus carriesthe
prospect of further polarising wealth and power in rural society. There is
enough research findings available or underway to sustain this hypothesis
but these all neeed to be put together by researchers to develop a more
definitive analysis of the current trends which are transforming the
structure of power and wealth in rural society.

Whilst public policy and expenditure reinforced and inherited power
structure in the rural areas, in the urban sector it hasvirtually created a new
class. The new rich in our cities are not people of inherited wealth and
commercial skills. They are largely the children of the aid regime. A new
class of indentors, contractors, importers, industrialists and consultants
who have emerged since liberation through their access to aid finance or its
spill off effects. Because access to such resources is mediated by the
government the linkages of this class with the government have been
critical to their emergence and growth as a class.

The role of economists

In this process the economics profession has not done too badly. Along
with engineers and architects our profession has prospered from the access
to aid financed consultancies which are liberally showered upon us. As with
all such access to public largesse the incidence of benefits is highly skewed.
But notwithstanding this there has been a selective flowering of
opportunities to the point where economists have never been so busy in aid
financed research and where their standards of living have become closely
interlinked with the aid regime. Whilst we may be critical of this aid
dependent system we should have no illusions that any significant run
down in technical assistance programming which finance these
consultancies would have significant repercussions on the livelihood of
many economists. If it is any consolation this phenomenon is not unigue to
Bangladesh but has become endemic to most of the Third World whose
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economists have now become one of the principal beneficiaries of the
hundreds of millions of dollars being spent by the UN system and
international financing agencies to ‘understand’ what is poverty and
underdevelopment.

However unlike the purely parasitic growth from the aid regime it may be
argued that economists have a genuine service to offer to the government
and people of Bangladesh. Any policymaker of serious intent needs to draw
upon systematic research and expert advice to guide it in its task. The main
point of departure should be that this should emerge as a felt need rather
than a demand induced either under pressure and/or financing from
donors. Because the bulk of these services originate from the donors: the
government machinery is neither inclined nor equipped to use the findings
of these countless research and consultancy reports commisssioned by
them, as inputs into their decision making process.

It could be argued that if the policymakers could define their own needs,
exclude recourse to foreign consultants of dubious quality who flourish in
every nook and corner of Bangladesh under the patronage of various donors
and can draw upon available domestic skills to meet their need for expert
advice, the economics profession could prosper, albeit at less affluent levels,
with dignity and a sense of service.

However we should not limit ourselves to being a service to a
government. As a profession we have a wider role to play in educating the
people of Bangladesh to the nature of their problems, to prepare plans for
the rural areas and particularly the poor and to be their advocates amongst
the decision makers. Such an investment of effort is not likely to be
particularly remunerative and must seek its rewards from the longer term
results of these labours.

But in the final analysis it is not reasonable to expect economists anymore
than engineers or sugar traders to transcend their environment, forego the
opportunities offered them by public policy and embark on some Gandhian
crusade of self-denial in the service of the horijan or shorbohara. There will
always be-the visionary or idealist of high moral character who commits
himself to such a role. They deserve our respect and support in their noble
endeavour. But till such time as the direction of public policy changes
towards channelising resources to the poor and disposessed and denying it
to the class of parasites who exploit access to state power to enhance their
personal fortunes without benefit of productive service, the call to idealism
will remain a cry in the wildness.

The implications of sponsored affiuence

The donor sponsored policy of channelising public resources and assets
to a privileged few has vitiated the entire structure of productive effort. A
new class of intermediaries have gained affluence through access. They
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have created a demand for aid in areas where it was not needed. The
incomes they derive from aid are invested or spent abroad. Their incomes
retained at home have fuelled a consumer boom for imported and luxury
goods which has had a high opportunity cost in claims on public resources.
Steel and cement which could be used to build the village economy,
hospitals, schools are used to build houses, public buildings and widen
roads in the metropolis for the explosion in the population of private cars.
The structure of domestic production and imports, both legal and illicit is
skewed to meet the consumption needs of this class.

Aspiring industrialists with access to aid financed loans saw this as easy
money rather than a source for creating wealth. As a result a massive debt
burden has accumulated with the DFls with little sign of being repaid. The
DFls are paralysed. The donors have suspended further loan commitments
and all those industrialists who could have entered the field with capital
repaid to the banks remain in a state of arrested expectation. The surrender
of public assets owned by 10 crores Bengalis to a handful of households at
well below their market value has again created an expectation that public
assets can be acquired at given away prices and with no obligation to
liquidate their full purchase price.

In this environment it is not surprising that integrity in public life tends to
erode and sectional interests will make collective efforts to seek a share of
the pie. All transfers to these privileged beneficiaries of public largesse are
mediated through government officials. It is this class who bear first hand
witness to the transfer of public wealth to this class. It is this class which has
direct evidence of the ways in which public resources are appropriated,
deals transacted, loans defaulted, debts written off. It should again come as
no surprise that they will want a piece of the action for themselves. As a
class they see no reason why a person from a similar social background and
possibly inferior qualifications could take a large commission from a deal
and the official should get nothing out of this. Given the fact that all officials
have faced a massive decline in their real incomes, the fact that so many
remain motivated to their work is a tribute to the large number of public
servants whose dedication goes unrewarded and unrecognised.

The trend towards functional categories grouping together to seek
enhancement of their fortunes is yet another symptom whether they be
economists, engineers, primary, madrasha or university teachers,
departmental officials, village level workers or whether we have regional
groupings, all feel that collective mobilisation can extract some benefit from
the state.

In these circumstances the allocative mechanism in society is largely
paralysed and resource allocation becomes a function less of nationally
determined priorities but of private access and sectional power. The notion
of some donors that somehow the market mechanism can be induced into

3_
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such an allocative environment would appear to be a dangerous illusion. In
any case the imperfections in the market mechanism are such that it
compounds rather than alleviates the arbitrary nature of the allocative
process.

In these circumstances planning for the poor can at best be an incidental
by product of diverting public resources for private gain. Once an affluent
class has been created, which now has a symbiotic linkage with the
dispensers of public resources they will exercise their claim on these
resources both as direct beneficiaries and as secondary consumers. The
nature and structure of the aid regime will tend to channel resources to big
capital intensive projects where beneficiaries are more conentrated in
number. Their claim on resources will have priority and resources for the
poor remain residual claims on the public exchequer.

If a genuine commitment to alleviate proverty is to be made this will imply
a massive redirection of public resources to the poor. This will imply for
example that there will be no new construction work, private or public in
Dhaka city for the near future. All resources will be channelled to building a
capital infrastructure in the rural areas. It will imply that all investments in
the health and education sectors will be channelled to the rural areas. It will
imply that all DFI lending will go to small and cottage industries and poor
farmers. The affluent classes should have to invest their own savings if they
want to expand their asset base in the next five years.

These stark alternatives are presented to indicate that as a major
dispenser of resources the government can make conscious allocative
decisions in favour of the poor. The unresolved issue will be whether such
choices are feasible. Can public resources be allocated to the poor by
denying them to the rich? So far the rich get first claim and the poor get the
left overs. Where in fact a part of public resources get to the poor it can at
best reach only a few of them so that new disparities emerge between a
small segment with access to public resources and the masses of the poor.
Can such an allocation be realised in a society where state power is the
monopoly of the affluent classes or those who hope to join them? If in fact
alleviation of public resources reflects the balance of power in society then
who will be able to stake a claim for the poor and dispossessed ?

The logical answer would be the poor themselves. Their collective
strength would need to be mobilised to capture state power and to stake
their claim to resources. Their cultural and social aspirations would
drastically reduce Bangladesh’s claim on external resources and ensure
fuller utilisation of domestic resources. A corresponding reduction in
external dependence would thus be a corollary of such a restructuring of
power in society.



Sobhan : Presidential Address 19

Political economy of planning for the poor

The socio-political premise of an allocative policy designed to empower
the poor and dispossessed of Bangladesh implies that state power must be
vested with the poor or those deriving their power from the masses. In its
absence the prospect of well meaning middle class civil servants or
economists with some social conscience emerging as intermediaries for the
poor seems again rather fanciful. All we can do is count the cost of allocative
strategies not just to society at large but to ourselves and then place them
before the people. Whether this heightened consciousness about the costs
to the poor of our prevailing allocative strategies will mobilise them to the
point where they can stake their claim for resources is more debatable. For a
more meaningful assessment we would need to analyse the linkage
between our political parties and the masses, the power base of these
parties and their consequential capacity to act on behalf of the impoverished
majority in Bangladesh.

Under whatever social dispensation we have the abiding problem of
Bangladesh will be the paucity of its resource base. Even if we mobilise our
full potential in land, skills and capital, we will in the future have to share this
amongst multiple claimants. Not all can have access to resources in the
short run. We will therefore have to develop a social concensus on how to
allocate scarce resources so that all people can be assured of the objectivity
which underlies the distributive system. This allocative process must then
demonstrate a capability to promote production, not contribute to extreme
inequalities and hold out hope for those denied resources at this initial stage
that they have a definite hope to share in"the benefits of the public
distributive regime of tomorrow.

A motivated or whimsical allocative mechanism masquerading as
planned development or market allocations which objectively contribute to
the creation ‘of a highly affluent elite co-existing with growing
immisserisation of the masses is a recipe for social chaos. The
manifestation of this trend is the grouping together of functional categories
and regional interests seeking to build collective strength to stake a claim on
public resources. The potential for anarchy in the allocative process, leading
to attrition in the development process is not that remote a prospect unless
an underlying rationality, based on an acceptable notion of social justice is
accepted by the majority of the people.

Conclusion: The search for rationality with justice

Our deliberations in the days ahead on the Third Five Year Plan may
usefully keep in mind the distributive premise of all planning. The planning
process is ultimately about evolving a social mandate for allocating scarce
resources at the dispensation of the state. To be able to despense these
resources to those in society in most need of them the Bangladesh polity will
need to acquire much greater sovereignty over the dispensation of these
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resources than it possesses today and to have a machinery of state power
which is representative of and responsive to the poor of Bangladesh. It may
be the subject of yet further research what it will take for such a
configuration of state power to emerge in Bangladesh.

To the extent that Bangladesh remains free to make its own allocative
decisions we meanwhile can aspire to the more modest goal of guaging the
TFYP’s allocative biases and assess the distributives regime which will
derive from the realisation of its investment strategy, policy proposals and
philosophical premise. At the end of our academic deliberations on this
academic document we may have guaged the social cost of the Plan and
developed an agenda of research to compute this cost more definitively. To
look beyond this goal would be to invest the role of planners and economists
with a social relevance to which we may aspire but currently cannot claim.
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MACRO ECONOMIC MODELLING
AND DEVELOPMENT PLANNING

Macro Model for the Third Five Year Plan

By A. H. SAHADAT ULLAH *

Bangladesh has by now acquired quite a long history of development
planning. Its basis was first laid down in 1968 in the form of a regional
planning model [1] and its core was defined by a multi-sectoral input-output
relationship. The economy was broken down into 29 commodity and service
sectors to establish their relationships in respect of both current output and
capacity expansion. Such a planning model, generally known as a
consistency model, has its primary objective in growth and emphasis on
material balances. The model continued to weave through the First and the
Second Five Year Plans with the number of sectors expanded to 33 and 47
respectively.

Experience of Planned Development

2. Paradoxically, Bangladesh has also a history of ever-deteriorating state of
poverty. The proportion of households in the rural areas below the minimum
calorie need increased from 53 per cent in 1962-64 to 59 per cent in
1975/76 and further to 76 per cent in 1981/82. Though the latter increase
is partly attributable to the crop failure, the trend was undoubtedly on the
increase despite that foodgrain import more than compensated the loss of
crop and per capita availability of food grain increased by 6 per cent over
1980/81, from 15 oz. a day to 15.9 oz. Against this increase in per capita
availability of food, the increase in the proportion of households below the
prescribed calorie intake indicates the working of a complex set of socio-
economic forces which have come to deny adequate food to an ever
increasing proportion of households. Access to income and employment is
undoubtedly necessary for access to food but it itself is not adequate for
probably three times as much man-days of employment was created in
1981/82 than in 1975/76 through the Food For Works Programme which
has come to constitute the fulcrum of rural employment since the 1974
famine.

* Member, Planning Commission.
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3. The deteriorating poverty situation against planned efforts is likely to
strengthen the heresy about planned growth. In fact, growing poverty in the
Third World led to reawakening of planners in 1970s and new ideas like
equitable growth and basic needs flourished. But it will be wrong to think
that growth and equity considerations were ever-diverced from each other
though there have been here and there some pharisees who profess
‘growth first, distribution later’ [2]. 1970's revulsion was in‘fact an over-
reaction to inhibition that growth modeling fell into as a result of its practices
over a long period. It will be wrong to suggest that growth could have any
meaning in a developing country other than for poverty alleviation [3:26] or
that it ever suffered a Kafakaesque transformation, not in Bangladesh
where poverty has remained a continued theme of development and growth
has been considered as a necessary condition for poverty alleviation.

4. The real question in issue is not whether growth is divorced of poverty in
planning but why they coexist in reality in spite of planned efforts for poverty
alleviation. One can find an easy answer in the celebrated Kuznets's
hypothesis which postulates a U-shape income distribution curve as growth
proceeds [4;1-28]. This U-curve hypothesis tested by Prof. Kuznets and
others both on time series and cross-section data tells that income
inequality grows in the early stage of development but it does not explain
why the poor become poorer in the process of growth though their relative
position worsens. The question is hence one of Pareto efficiency in
economic development. As the malady lies not in relative poverty but in
deteriorating status of poor households the answer must be found in the
growth process. The experiences of other countries point at two plausible
answers. First, that some countries with high growth rate have been able to
substantially reduce poverty in absolute sense though inequality has
increased leads to the conjecture that a high growth may lead to poverty
reduction as it helps quickly approach the threshold income along the
U-shape curve. The example in point is South Korea where cohtinued high
growth rate raised the real wage and standard of iiving of the common man. If
this were the only way then for Bangladesh and many other countries in the
Third World the prospect of overcoming poverty will be bleak because of
limited growth possibility in a highly differentiated world economy. Luckily,
experiences also tell that high growth is not the only way of reducing
poverty. This alternative possibility is indicated by the experiences of Sri.
Lanka in the last 3 decades. During this period index of physical quality of life
increased from 65 to 80.1 [5;237], though her GDP growth rate was around
4.5 per cent a year between 1960 and 1982, about half of that of South:
Korea. This experience of Sri Lanka and those of centrally planned
economies hold the hope that at relatively low level of income poverty canbe
meaningfully overcome through institutional developments beyond the
market mechanism.
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5. It is this realisation in Bangladesh that led to the target group approach
during the second half of the last decade along with the emphasis on the
development of rural institutions. Though it is only over a short period that
the experiment is in existence to allow any serious evaluation of this
approach, yet deteriorating poverty situation cannot stop a critical reflection
on the approach as an instrument of development under the Third Plan. As it
is this issue that led to the formulation of the technical framework of the
Third Plan, | would like to reflect on this for a while.

I-O Model and Its Limitations

6. To recall, the technical framework of the earlier plans was cast in the
mould of the Input-Output (I-O) model. As this model is based on
technological relationship with autonomous decisions about growth and
some essential targets, such a model will be utterly inadequate for various
reasons even though it is strapped with poverty-oriented programmes.
First, an input-output model is basically an investment-output model. It
cannot itself directly address the distribution problem except in terms of
output vector. The classical case of such output-oriented development plan
is the Sen’s celebrated concept of boom-famine [6]. It has been already
mentioned that in spite of increase in per capita availability of food in
1981/82 proportion of rural households below the minimum standard of
calorie intake increased. In a way, from the point of view of distribution the
-0 model subsumes wicksellian distribution system though the case of a
poor, developing country is the mirror image of J. S.Mill’s Stationary State
where desired distribution is institutionally achieved [7]. Secondly, because
of its thrust on growth the I-O model collapses the market into the material
balance equation. There are obvious reasons for exclusion of market
mechanism. as an allocative process. Because of the concern of growth of
real income prices have no role to play in the I-O model as incremental
demand follows from incremental income and incremental output has the
constant production coefficient in terms of both intermediate and primary
inputs. Given such static input— output model prices remain invariant and
income going to any factor will thus depend on the volume of such factor
use. With surplus labour constraint of capital thus not only constraints
growth but also the level of labour income. So I-O model cannot explain
declinning inequality in income distribution, except for the population
growth. The model is in fact a comparative static model and assumes that
the market will be in continuous equilibrium. This is a very strong
assumption for a mixed economy, particularly with factor supply imbalances
in the labour and capital markets. Exchange market cannot be simply
subsumed in the constant technical relationships in a mixed economy. The
I-O model has no exchange market for the final demands. Finally, such a
model is extremely weak from policy planning point of view. The only
instrument that it has to affect distribution is the transfer mechanism
through taxes. This together with its emphasis on institutions makes the I-O
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model rely on what may be called a ‘transfer market’ in substitution of an
‘exchange market'.

Alternative Model for The Third Plan

7. Itis in the context of these limitations of the traditional I-O model that the
Third Plan has adopted an alternative approach. The model used for the
Third Plan belongs to the class of General Equilibrium Model. It focuses on
the micro-economic principles within an economy-wide mathematical
simulation model. The cornerstone of this model is therefore the concept of
economic agents who express their economic preferences given their initial
endowments-land, labour and capital. The behaviour of an agent is looked
on as the outcome of conscious considerations of alternatives to satisfy his
preferences, not just as statistical relationship. In planning, as abstraction of
reality, each agent representing a socio-economic group is taken as more or
less homogeneous in terms of some dominant characteristics. Since most
households are located in rural areas depending overwhelmingly on land,
the rural households have been divided into 8 socio-economic groups and
urban households into two groups; giving altogether 10 socio-economic
groups. In addition to these10 socio-economic groups acting as economic
agents, there is one more important actor in the economy i. e. the
government. Thus, there are 11 actors in the economy who have
preferences and resources. In this simplified set-up the functioning of the
economy as a whole could in theory be looked at as the outcome of a
complicated network of all bilateral interactions between the
socio-economic groups and the government. The organising concept
underlying this complicated network is the concept of equilibrium. Instead of
specifying the network, certain laws of nature such as commodity balances
are imposed on the system, thus determining the level of variables to which .
individual actors react buit cannot set on his own. This brings in the price
formation process in the model. Although the model is called macro model it
has 39 commodity and service sectors and describes their supply, demand
and price formation. Because of the overwhelming agrarian character of the
economy and the existence of growth potential, 18 of the 39 sectors are
located in the agriculture, 12 in industries and the rest 9 sectors consist of
construction, utilities and services. The focus is over-whelmingly on food
reflecting the concern for basic needs.

8. The main problem with such general equilibrium model is that alt agents
and all commodities must. be incorporated in some way to ensure
commodity and financial balances. It thus requires a comprehensive
account for each agent (socio-economic group) of all income and
expenditure. This system of accounts is represented in the Third Plan
macro-framework as a Social Accounting Matrix (SAM), which serves as
the data base to initialise the general equilibrium model. For the Third Plan,
a SAM for the fiscal 1977 was initially developed and then updated for
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1984/85. It is recognised that there is severe data limitation on developing a
reliable SAM.

9. The ten socio—economic groups are :
(a) Farming Groups:
(i) Landless agricultural works
(i) Small farm holding below 1.5 acres
(iii) Medium farmers (owner-cum-tenants) between 1.5 acres and 5
acres
(iv) Medium farmers (owners) between 1.5 acres and 5 acres
(v) Large farmers between 5 acres and 10 acres
(vi) Very large farmers, above 10 acres
(b) Nonfarming Groups:
(vii) Rural informal defined as poorest 60% of the households in
areas of less than 5000 people
(viii) Rural formal defined as the upper 40% in the same areas
(ix) Urban formal defined as the poorest 60% in areas of over 5000
inhabitants :
(x) Urban formal defined as the richest 40% in the -above areas..

Model Character

10. The model is broadly divided into two components, a supply component
and an exchange component. The model is solved sequentially every year.
Supply is generated at the national level and a distinction made between
commodities and factors. There is a supply function for factors such as
labour and capital and each commodity is produced under constant returns
to scale in which the producer minimises the unit costs. As a consequence
all product prices can be expressed as function of factor prices. But the
quantities are determined on the demand side. For given levels of factor
prices the income of each socio-economic group is determined. As
commodity prices have been determined on the supply side, commodity
demand as well as derived demand for factors also become determined.
Factor prices are then adjusted until factor demand equals factor supply. In
the presence of factor price rigidities such as wage the level of factor
employment will be affected. The general equilibrium approach thus
permits inclusion of supply constrained and demand constrained sectors in
one consistent model. Import—export switches have been allowed to make
the model open. When a commodity is imported its price directly depends on
the border price and determines import volume. When the import volume
reachs zero level, the price becomes disconnected from the border price and
varies to clear the domestic market while net import is fixed at zero level. If
the price drops until it reaches the export price the commodity will be
exported. Thus market switches indicate change in effective constraints.
Similar switches occur when production reaches a capacity constraint (e. g.
food) when buffer stock is depleted or when imports reach a quota.

4
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Demand and Price Adjustment

11. The macro model is a dynamic simulation model with a year time lag
between supply and demand. Because of this time lag the model has two
components, namely the supply and exchange component. The supply
component describes how at given prices production and investment plans
are made in the economy. Given these plans, at the end of gestation period
production capacity is generated. The exchange component describes what
happens then. Thus the supply component contains the lagged relations of
the model while the exchange component describes the economic
interactions within the year. The owners of the commodities and of
production capacities are the ten socio-economic groups plus the
government. Each agent buys consumption and investment goods which
vary with income (or taxes) earned and prices of commodities. The excess
(or deficit) of demand over supply is imported (or exported) as long as it is
permitted and profitable for the trader. This is the case for imports as long as
the retail price can cover the cost of import, tariff and transportation. The
reverse holds in case of export. If neither export nor import is profitable, an
autarky is established in which a price adjustment takes place to restore the
balance between demand and supply. Such price adjustmentin turn affects
the revenue of the socio-economic groups and the government. The
exchange component leads to the final outcomes of consumer demand,
nutrition, investment and government revenue and expenditure.

Supply Capacity

12. Supply capacity is the main determinant of long term growth. In the
short run growth can be stimulated by a rise in effective demand. When the
supply capacity reaches the upper bound because of lack of capacity, then
the price will rise. Such a constrained short-run-supply adjustment to
effective demand has been specified for domestic non-agricultural
commodities which are not tradeable internationally. Such commodities
have been defined as input-output commodities requiring an input of
internationally tradeable commodity. Thus, any demand stimulus for
domestic goods has its cost in terms of foreign exchange. This combination
of supply constrained and demand constrained regimes into one single
market makes it possible to explore the scope of macro—economic
stabilisation policies through effective demand ma nagement.

Government Policies

13. The model does not limit itself to the macro—economic stabilisation
policies. It also represents government operation on commeodity markets
and income distribution policies. On the commodity markets, guota on
international trade can be imposed and buffer stocks kept for selected
commodities. These market policies are strongly related to redistributive
policies, since most of these serve the purpose of effecting income
distribution. Besides these and public sector investment allocation food
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rationing, subsidies, exchange bonus, taxes and foreign aid etc. are few
important policy instrument which will be available to the government for
effecting the desired changes in the income distribution.

Use of National Resources

14. The Plan recognises that the growth prospect in Bangladesh is severely
constrained by the limited availability of land and water and of skilled labour.
Land and labour are also the two primary resources of the country and the
economic growth will crucially depend on the increased productivity of
these two resources: both land and labour quality needs to be improved.
This will involve increased investment in land (and water) development,
education and health. As land absorbs the main labour force, an investment
in land will lead to higher productivity and higher real wage, while an
investment in health and education is also needed for higher labour
productivity. The present level of poverty is in fact the result of low
investment, inferior technology and low productivity. This trap cannot be
broken unless the level of technology in both farm and non-farm sectors
improved and corresponding skill is formed.
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The Macro-models for the Five Year
Plans of Bangladesh-A Review

By WAHIDUDDIN MAHMUD *

Macro-economic exercises are an essential part of formulating a
medium-run development plan. One must start the preparation of a plan
with a systematic review of the whole field (which helps to get the broad
orders of magnitude right) and an overall assessment of the development
alternatives available to the economy. While it is possible to derive
important partial results from individual sector studies, these do not
represent a co-ordinated view of the economy in respect of sectoral
interdependence and the overall growth strategy. It is in this respect thata
macro-model can play an essential part in Plan-making; it provides a
systematic conceptual framework for the policy-makers to appreciate the
logic of development planning in its entirety, however, much they may
consider that the problems of real life have been over-simplified to make
this possible.

The Structure of the macro-models

The formal structure of the macro-models used in the formulation of both
the First and the Second Five Year Plans are basically similar; both are based
on the familiar input-output system of balance equations used for
consistent projections.’ The approach is comparative-static in so far as the
balance between supply and demand in each sector of the economy is
considered only for the terminal year of the Plan. However, the demand for
investment is built into the model to ensure transition from the benchmark
circumstances to those in the terminal year.

The background macro-model used for the Third Five Year Plan
represents a significant departure from the previous model-building

paper, the details of the Third Plan macro-model and its numerical results were not

available. In respect of this model, therefore, the following discussion is incomplete, and

comments only tentative and conjectural.

1. The results of the First Plan macro-model are available only in the form of an
unpublished preliminary report; see Planning Commission (1973). The results of
the Second Plan model are available in more details from a published document of
the Planning Commission (1980). The number iof sectors in the two models are 33
and 47 respectively.
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exercises. Without going into the details, we can bring out its main features
by contrasting it with the previous Plan models. To start with, it uses a
general equilibrium framework, which explicitly incorporates price
formation for each commodity; it also takes into account all material and
financial balances in the economy by distinguishing not only between
producing sectors (or commodities) but also between social classes.? In
contrast to the comparative-static approach of the previous Plan models, it
is also a dynamic model, tracing the equilibrium for each successive years of
the plan.

The economic logic underlying the Third Plan model also differs
significantly from that of its predecessors. The previous models work
‘backward’ from final objectives to the tasks which must be performedto
achieve them. Thus, given some target end-year GDP (or a target
consumption sector), it works out the required sectoral output expansion
and investment allocation during the Plan. The approach of the present
model is exactly the opposite; it works ‘forward’ starting with the initial
situation and tracing the effect of a given pattern of investment allocation on
the macro-economic equilibrium for each year upto the end of the Plan.
While both the approches vield consistent projections, the underlying
assumptions regarding the characteristics of the economy and the implied
growth constraints are not the same. Among other things, the earlier
approach is liable to produce more ambitious Plans (often implying a break
from the past) while the latter approach is more likely to lead to cautious and
pragmatic projections (thus ensuring continuity with the past).

The treatment of international trade is one area where the two
approaches are widely divergent. In the earlier Plan models, the supply of
imported complementary goods (e.g. the so-called non-competitive improts
as defined in the Chenery-type two-gap models) was considered a major
grwoth constraint as distinct from the savings problem. the possibility of
import-substitution (i.e. changes in the sectoral import coefficients) as well
as the possible growth of exports were exogenously specified. The sectoral
output growth rates as yielded by the solution of the model were those
which would keep the export-import gap to the minumum, so that there
would be no demand for imports other than non-competitive imports. The
requirement of foreign aid was thus primarily determined by the size of the
export-import gap, the savings requirement being determined residually as
the difference between investment demand and net foreign capital inflow.

The basic version of the Third Plan model has quite the opposite approach;
by assuming that a sector can freely shift between the alternative regimes of
import, self-sufficiency or export, it imposes no a priori restriction on the
pattern of domestic output growth (and, hence, on the pattern of sectoral

2: There are 42 sectors and 10 household classes in the model.
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allocation®. This has two important implications: First, the requirement of
net foreign capital inflow arises in the model primarily because of the
savings-investment gap and not because of the so-called export-import
gap.* There is thus no in-built mechanism in the model to ensure that the
complementary imported items will not be in short supply. Second, since
sectoral capacity expansion determines the pattern of foreign trade (and not
the other way round as in the previous Plan models), it is difficult to establish
a rationale for investment allocation without invoking the law of
comparative advantage in some form. This the present model cannot do,
being essentially a simulation model without an explicit optimising
criterion.

Basic needs and poverty

Any Plan-making exercise in Bangladesh must cope with one overriding
concern - how to alleviate poverty and satisfy the basic needs of the people
within the overall growth constraint. In the First Plan model, the targets for
the increase in the per capita consumption of certain consumer essentials
(e.g. foodgrains, cloth, etc.) were fixed on the basis of the criterion of a
‘desirable’ munimum; these were not the same as the estimates obtained
on the basis of historically measured expenditure elasticities of demand.
The Second Plan model had a more articulated basic needs approach which
was based on the following postulates :

(i) The projected income growth along with the redistribution of
income would be such as to ensure that the per capita demand for
consumer essentials would attain certain ‘normative’ consumption
standards.

(i) The supply of consumer essentials must be so ensured as to
prevent any inflationary increase in their prices.

(iii)  The requirement of savings generation would be met by restraining
the growth of aggregate consumption by means of higher taxes on
richer classes and relative non-essentials.

In order to obtain results which reflected the implications of the above
postulates, the Second Plan model had some innovative features, e. g.
estimating the increase in the demand for consumer essentials from a
‘basic needs sub-model’ and treating total non-basic-needs consumption as
an endogenously determined variable which adjusts so as to generate the
required savings. The major flaw in this approach is, of course, that a simple
Leontief System cannot explicitly take into account the inter-relationship
among the structure of production, the distribution of household income

3 Foreign trade is thus treated as the outcome of 2 market-cleari ng process with
domestic prices being linked to international prices.

4, The model does in fact incorporate a balance of payments constraints: but it is
defined in terms of maximum permissible increase in foreign debt liability and has
nothing to do with the problem of non-competitive imports.
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and the pattern of consumer demand. While it was assumed that the
proposed rural-agricultural-employment orientation of the Plan would go
some way in reducing the incidence of poverty, the specific links between
anti-poverty measures and the desired changes in income distribution could
not be rigorously explored.

In this regard, the Social Accounting Matrix (SAM) frame-work adopted in
the present model is potentially a much superior approach, since it allows to
see how the purchasing power generated from the production process is
distributed among household classes.® Much of the usefulness of this
approach would however depend on the level of disaggregation (in respect
of types of income and the number of household classes), the reliability of
the estimates, and the" ability on the part of the model-builders to predict
how the income distributional parameters would change over time. A SAM-
based model has to cope with formidable data problems, and the fact that all
the answers emerge so nicely and neatly from a computer is liable to give
them more “authority’ than they really have.

The data available from the various nation-wide surveys in Bangladesh (e.
g. Manpower Surveys, Agricultural Censuses, Household Expenditure
Surveys) do not allow any detailed income-occupation cross-classification,
which is an essential building block for a SAM-based model. Many
important entries in the present SAM are therefore either in the nature of
informed guesses or are based on fragmentary evidence. The model does
not also deal with the problem of how income formation is affected by
expansion in wage employment or by asset redistribution (for example, by
an increasing number of people joining the ranks of the landless). This is,
however, not to underrate in any way the value of the research efforts that
must have gone into the estimation of the model (for which the model-
builders definitely deserve our congratulations), but to point to the major
data gaps that at present limit our understanding, in quantitative terms, of
the various socio-economic correlates of poverty and income distribution.

It is not known whether the implications of setting certain ‘normative’
targets for poverty alleviation or basic needs satisfaction are explored in the
present macro-modelling exercise. The Draft Third Five Year Plan (Planning
Commission, 1985) does not mention any per capita consumption targets
for essential items (although the output targets for some of these items are
shown). There is also no indication given in quantitative terms as to how the
relative economic position of the different social classes will change over
the Plan period. The macro-model must have yielded certain figures in this

5 Another advantage of the Third Plan model is that it allows endogenous price
formation so that the effects of a change in price, say, of foodgrains, can be fully traced,
This versatility of the general equilibrium approach is, however, somewhat compromised
in the present model by treating foreign trade as a market-clearing device, thus linking
domestic prices to international prices.
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respect and the discussion on income distribution in the Draft Plan does
seem to imply that there is some ‘desired’ economic status for the different
social classes [3;11].

Growth targets and the policy package

In the case of both the First and the Second Plans, the respective macro—
models were solved for several alternatively specified growth targets (with
variations in foodgrain production target, degree of import substitution, etc.),
thus generating not a single ‘plan’, but several plan variants. A comparative
analysis of these plan variants helped to specify the development
alternatives available during the Plan period in the context of the major
macro-economic constraints, namely, the external deficit, the resource gap
and the skill constraint.® Ideally, starting with the initial set of solutions, it
should be possible to move to a feasible and desirable plan variant through
iterative adjustment of targets vis-a-vis resource requirments. As it
happened, in the case of each of the previous Plans, the then political
regimes opted for targets which were based on overly optimistic views of the
growth possibilities. Depending on how one would judge the nature of these
successive regimes, the targets officially adopted in the Plans could
therefore either be taken as mere political slogans ‘or as nothing short of a
commitment to bring about a social revolution.

The optimism underlying the Plan targets went into the Plan making
exercise at different stages. In the case of the First Plan, the results of the
macro-model were derived for four alternative levels of final year GDPtarget
of these, the highest was actually adopted in the Plan. Although this implied
a modest GDP growth rate of 5.5 percent annually compared to ‘benchmark’
GDP, the benchmark itself was taken to be substantially higher than the
estimated actual (so that the actual GDP growth rate would be nearly 9
percent annually)’. The higher benchmark estimate was based on the
assumption that the economy could go back to the pre-liberation level of
production without further capacity expansion~-an assumption which later
proved to be quite unrealistic. Again, the projected size of development
outlay in the First Plan was substantially lower (nearly by 20 percent)
compared to the estimate derived from the macro-model for the same GDP
growth target. It is not known how this adjustment was made, but it implied
very optimistic assumptions regarding the incremental capital—output
ratios (particularly since the macro — model itself used rather high estimates
of sectoral capital productivity).

& The skill constraint relates to the problem of how rapidly investment activities can be
expanded without loss of efficiency.

7 Both in the macro—model and in the actual Plan, the benchmark GDP was takento be
nearly 20 percent higher than the estimated GDP of the base year, i. e. 1972-73.
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In the case of the Second Plan, the published results of the macro—
modelling exercise had two plan variants, corresponding to the alternative
GDP growth rates of 6.2 percent and 7.2 percent annually. It was evident
from these results that achieving a GDP growth target in this range would
require heroic efforts on many fronts ; e. g. in mobilising external and
domestic resources, in accelerating the scale of investment activities, and in
ensuring efficient utilisation of existing and new capacities. [2; 13-19]. In
presenting the results of the macro-exercise, the model-builders evidently
took a cautious approach. About the foodgrain production target, for
example, this caution was expressed in the following words .

“The incorporation of the ‘political’ objective of achieving foodgrain
self-sufficiency and of meeting the ‘basic needs’ in the macro-model
leads inevitably to a high annual growth rate of foodgrain output......
However, one must consider both what rate of increase really is
plausible and how the matter should be presented in the final Plan so
that it can carry conviction ..... In the light of realistic assumptions
about what could be done in the field of agriculture (and rural
institutions) in the next five years’ time, a lower target will have to be
chosen in the final Plan version”. [2;18].

In the end, however, it was the plan varient with the higher GDP growth
rate of 7.2 percent annually which was adopted for the Draft Second Plan.
Compared to the results of the macro-model, the only major adjustment was
in respect of the projected inflow of foreign aid which was taken to be much
higher in the Draft Plan, thus making the domestic savings figure look more
plausible. As it turned out, it was the lower projection of the macro-model
which came anywhere near the actual aid inflow during the Second Plan
period.®

Planners in Bangladesh face a dilemma in choosing between optimism
and pragmatism, given the objective conditions that they must take into
account in their plan—making exercises. In setting a growth target, there is
little room for choice between the minimum that is acceptable on social and
political grounds and the maximum that would seem plausible on broad
tests, e. g. by assessing the major growth constraints. A certain amount of
optimism in a Plan is perhaps acceptable on the ground that it sets a
challenging target which stimulates great efforts, this applies particularly
when one is dealing with key sectors like foodgrains, so that if ‘excessive’
efforts are made there, one will not be diverting resources from more
important programmes. Where the plan-making exercise went wrong was
not so much in the matter of setting targets as in defining in concrete terms

8.0f the two alternative projections of aid inflow in the macro—maodel, the lower one was
US § 7089 million compared to the actual aid inflow of $ 6433 million at constant 1979-80
prices, as estimated by the Planning Commission (1985).

55—
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the policies that would ensure the realisation of the targets. The model-
builders were fully aware of the need for devising a ‘policy package’
corresponding to the ‘physical’ plan obtained from the macro-exercises.
Unfortunately, once the planning authorities decided on a particular plan
variant, there was little enthusiasm left for continuing the work on the policy
package.

The Third Plan model has an advantage in this respect since it allows the
interplay of targets with a wide range of policy instruments such as the rates
of income and excise taxes, the level of public consumption, the extent of
food subsidy, etc. It is not clear how the particular targets of the Draft Third
Plan (e. g. the GDP growth rate of 5.4 percent annually) have been arrived at
and what bounds of the policy variables have been considered. Presumably
there is more work to be done to identify the policies and programmes in
more concrete terms, so that model-building can gradually merge into
operational planning. The underlying assumption is of course that the
political leadership will have the will and the ability to do the tasks required.
Given the past record, the planners may not feel confident about that
assumption even with such a modest set of targets as adopted for the Draft
Third Plan. If so, they might follow the example of the TV Weatherman who
announced : The forecast for the weekend is clear and fairer, with an eighty
percent chance that we are wrong.
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The Applied General Equilibrium
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I. INTRODUCTION

Plan formulation has become universally based on macroeconomic
system of different types. Policy parameters, plan targets and objectives,
international prices and capital flows constitute some of the exogenous
variables within which the model-builders have to prepare consistent
forecasts of sectoral production, prices, income levels and other relevant
variables. For Bangladesh it is often argued that over-ambitious targets of
the earlier plans may have biased investment allocations into sectors which
have not adequately supported growth and income creation. The general
equilibrium model for the Third Five Year Plan has been developed to
stimulate the implications of various policy-scenarios and assess their
consistency with targets and objectives.

It may be worthwhile at the outset of this paper to emphasise that
application of the general equilibrium model for policy-analysis in
Bangladesh has features which are distinctly different from econometric
and input-output models. The applied general equilibrium model focuses
on the representation of micro-economic principles within an
economy-wide mathematical model with emphasis on "actors’ who express
preferences, own resources and whose behaviour is the outcome of a
decision-making process based on conscious consideration of alternatives
along with relevant constraints.The approach integrates this behaviourinto
one economic process by imposing constraints on the system as a whole
[1], The separate formulation of supply and demand generates a set of
endogenous prices which clear each of the markets, but this does not
automatically imply that all relative prices are determined with the model.

*This paper draws extensively on the three volume-report prepared under the UNDP Project
BGD/83/029, *“The Macro-Model for the Third Five Year Plan” Vol. I te IIT, (draft),
( Dhaka 1984, 1985).
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Price intervention by the government to fix certain relative prices(e.g.ration
price, procurement relative to farmgate prices) are explicitly introduced as
policy-parameters and the equilibrium solution is constrained by it.
Similarly, certain import and export volumes can be treated as committed
and may take place irrespective of cost functions of domestic porduction,

In a large number of respects the use of an applied general equilibrium
(AGE) model constitutes a break away of the tradition of input-output
analysis as consistency basis of plan formulation. The explicit treatment of
the demand side, price endogeneity and constraints are already mentioned.
Moreover in the agriclturalsectorsitisno longer assumed that proportional
relation between input and output prevail.If yields improve inthese sectors,
the input required (per acre) tend to rise more than proportionately.

The model also analyses the expenditure decisions of ten different
socio-economic classes which are defined in terms of land holdings and
income position. These ten classes, along with the government, are the
‘actors’ in the model. For each of these classes the share of value added per
sector which accrues to them is estimated on the basis of review of the
literature on landrents, tenurial rights, capital and labour remuneration in
industry and other sectors.

The choice of representing the Bangladesh economy in an applied
general equilibrium model, as mentioned above, allows a large number of
constraints and balances, evaluated at market prices, to be analysed within
a consistent framework. Most important are the budget constraints of the
Government and of each of the socio-economic classes which constrain the
expenditures undertaken by them. Secondly, for every sector in the model
commodity balances are maintained and total demand (including stock
changes) is identical to supply from domestic production and net imports.
Further, as a representation of the scarcity of land, land balances are
maintained for aus, aman and rabi seasons separately. Improvement of land
to allow changes in production technologies with higher vyields involves
certain costs and the overall scale of such improvement is determined by
budgetary constraints of both public and private sectors. It is this analysisin
conjunction with the features mentioned above, which constitutes the
starting point for evaluating the consequences of macro-economic and
sectoral policies with respect to socio-economic objectives.

Il. MAIN FEATURES OF THE MODEL

In the model, two main component can be distinguished-the supply
component and the exchange component. The supply component
formulates,at base-year prices, production as well as investment plans for
the economy. The exchange component describes the economic
interactions within the year and on basis of the state of demand, calculates a
set of prices at which all product markets clear.
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The producers of commodities are subdivided into ten social classes,
covering the entire Bangladesh population. The choice of the social
classification is guided by the income position of rural and urban groups in
the society. Each of the ten socio-economic group as ell as government is
seen as an actor with certain own resources (i.e., land or labour), certain
“objectives and preferences and knowledge of the enonomic environment. In
the application of the general equilibrium model the ten social classes,
which are taken to be homogeneous, as well as the government, try to
satisfy their preferences, given the resource constraints and the type of
activities which they perform. The household groups are distinguished on
the basis of primary economic activity (farm, non-farm). Farm households
are further sub-divided according to land ownership and non-farm
houeholds according to income.

(a) Farmers
1. Landless agricultural workers
2. Small farmers (0.0-1.5 acres)
3. Medium farmers (owner-cum-tenant) (1.5-5.0 acres)
4. Medium farmers (owner cultivators) (1.5-5.0 acres)
5. large farmers (5.0-10.0 acres)
6. Very large farmers (above 10.0 acres)

(b) Non-farmers
7. Rural informal (poorest 60% in municipalities of less than 5000
inhabitants)
8. Rural formal (richest 40% in municipalities of less than 5000
inhabitants)
8. Urban informal (poorest 60% in municipalities of more than
5000 inhabitants)
10. Urban formal (richest 40% in municipalities of more than 5000
inhabitants).

The actor calssification refers to base-vear characteristics of the people.

The main aim of the model is to analyse the income position of the social
classes under alternative policy runs.

1.1 Private Demand and Demand System

Each class buys consumption and investment goods determined by its
income and the relative price of the commodities. Given prices of
internationally tradable goods any excess of demand over su pply is imported
as long as this import is permitted by the government and profitable for the
trader. This is the case only if the retail price covers the cost of import
including tariffs, trade margins and transport costs. Likewise exports are
profitable only if the cost of bringing the commodity to the border is lessthan
or equal tothe price received at the border. If neither exports nor import are
profitable, there is a situation of autarky in which domestic prices adjust as
to maintain the balance between supply and demand. By this mechanism



38 Bangladesh Journal of Political Economy

we can distinguish for each internationally tradable:commodity separately
three ‘regimes’ of price determination i.e., import price competitiveness,
domestic price adjustment and export price competitiveness. It depends on
international prices and domestic cost functions in which’regime’a sector is
ata certain time. Price formation for commodities not internationally traded
(primarily construction and services) is determined very differently. Such
commodities are in the model only produced by sectors with constant
returns to scale and a constant mark -up over vairable costs (henceforth
referred to as |0 sectors). For |0 sectors the effective demand determines the
level of supply and the capacity (and hence its utilisation) is lagged
endogenous depending on past investment (see section I1.5 and lIl.5 below).
The price determination in turn affects the revenue of the classes which
produce the commodity and thereby their purchasing power. The exchange
component shows the final outtcomes of these linkages on consumer
demand and investment for each social class as well as on government
revenue and expenditure.

For social classes, a demand system for the commodities is specified in
terms of a two level Almost Ideal Demand System [2;312-325,3: Appendix-
:\'._7,4] —{i) the first level distinguishes broad aggreagate commodity groups
(grains, livestock, other food and non-agriculture); and (ii) the second level
disaggregates within a group i. e rice, wheat etc. Goods which are not
consumed directly such as traditional energy, protein, feeds, jute, cotton and
hides are excluded. The demand system is estimated based on data of total
expenditures by social classesderived fromHousehold Expenditure Survey
and relative prices of the commodities (for details see Appendix V).

1.2 Public Demand

The government undertakes current expenditure for creation of public
goods as well as expansion of capacities in various sectors of the economy.
The public consumption activities of a sector financed through government
is a policy variable in the model and targets are set exogenously. These
targets may themselves be adjusted, according to some priority ranking (as
discussed in section lil.11) depending on the availability of resources in the
economy. This target growth rate of public demand categories is translated
into the demand for various commodities through flow matrices. These
matrices are constructed from government accounts and show the
requirement for various commodities if activities in various public demand
catergories are undertaken.

Intermediate demand for domestic production by |0 sector is determined
on the basis of ‘Leontief’ technology that is by fixed input requirementsper
unit of output, as described through the input output table. Such
intermediate demand includes demand processing and trade services from
farmgate to retail but it excludes processing and trade from border to retail
for exports and vice versa for imports, which are separately described (see
section lIL.7).
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1.3 The Analysis of Agricultural Supply

In the TFYP model, a formulation of agricultural supply was adopted in
which the allocation of land to any crop depends on the net renenue for that
crop relative to the net revenue of the major competing crop. The equation
which was estimated on basis of time series can in it's simplest form be
written as

A, NR
J

i, t=1
R 1

) I=i, ... .n n

Where the subscripts i and j are different competing crops, the symbol A and
NR are for Acreage and Net Revenue and the subscript t denotes time: the
allocation of land responds to net revenues with a lag of one year'. In
principle a more complicated lag-structure may be assumed (e. g., a
distributed lag over various years) but in order not to reduce the already very
limited number of degrees of freedom of the estimates this has not been
implemented. The equation describes the relative allocation of land to a
certain crop; in order to expand this to a full production analysis at least two
additional information have to be generated by the model: the land
availability per season suitable for specific crop use for each year and the
vield changes for each of the crop sectors over time.

Total land available for agriculture is used for seasonal crops as well as for
all season-crops such as sugarcane, tea, fruits and certainvegetablesThe
land allocated to all-season-crops has historically been nearly stationary
and was estimated by a simple time trend with a very small positive
coefficient. The increase of land available in the plan period for seaonal
crops is a direct function of the nature and intensity of land improvement
activites. Five different types of land were distinguished 2and for each of

1. This approach has been implemented for rabi-season substitution and aus-jute
substitution. It can not be applied if for a certain crop no immediate substitute exists or if
the growing period extends over various seasons. Tea and sugarcane provide examples of
the latter situation. Aman local varieties are typically grown on land which floods 3 fest or
more in a normal year and substitution to high yielding varieties requires irrigation and
drainage investment and thus no immediate substitute exists. In such cases acreage
allocation is determined by the land available in the particular year (initial acreage and
increase or reduction due to land improvement) or by time trends [23].

2. Flooding in a ‘normal’ year is the criteria to distinguish

high land (above flood level or flooded for less than one foot) : 5.54 min acres
medium high land (flooding 1-3 feet) : 7.98 min acres
medium low land (flooding 3-6 feet) : 3.55 min acres
low land (flooding 6-12 feet) : 2.17 min acres
bottom land (flooding more than 12 feet) : 0.93 min acres

This distribution is based on [18].
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these land types irrigation and drainage ‘projects’ are described which
improve their crop growing capacities. These projects are a stylised
representation of current ongoing flood control and drainage schemes in the
_country and execution of such projects allows for a higher cropping intensity
and a shift towards high yielding varieties Each of the stylised projects is
characterised by a cost-function per acre and a gestation period and within
the budget constraints policy-choices determine which type of projects are
first undertaken3. This results in an annual update of the land available for
cultivation with or without adequate water control,

Yields per acre are the second set of data which the model generates in
order to calculate the value added (or net revenue) per acre for each of the
crop sectors. In a transitional economy the actual yeilds for each crop (sub)
sector are much below the protential ones and the rapidity with which yield
improvement takes place is determined by institutional constraints as well
as by input prices. Institutional constraints such as tenurial rights or limits
on the availability of credit are not likely to change rapidly and yields are not
foreseen to deviate much from historical trends* (see Appendix II)

With these three sets of data agricultural supply can be calculated by the
TFYP model: starting with base-year prices of inputs and outputs the net
revenue of all crops are determined. On basis of behavioural patterns of
substitution between major crops the acreages destined for production in
the next year arecalculated and multiplied by next year yields per acre to
generate the production volumes supplied in the markets 5. These data,
jointly with the supply data of the manufacturing, construction and service
sector enter into the general equilibrium procedure.

1.4 The Supply Process for Manufacturing Industry, Construction and
Services

For the manufacturing industry, the supply describes how a set of prices,
result in production and investment plans for the economy. Production
capacity is generated, at the end of the gestation period, as a result of net
investment in capital equipment by each socio-economic class and by
government. Once capacity has been created the producer can make
decisions on utilization of capacity. It is assumed that the producer in

3. The list of projects, their costs and gestation is adapted from [24], for detail see [17].

4. The average yields per crop exhibit considerable variability over time and econometric
estimates were not used because of rather low R-squares. This is particularly important
because yields per acre enter multiplicatively and total production estimates are very
sensitive to them. Yields are instead updated with an interpolation technique which
makes the rapidity of its improvement depend on the historical trend as well as the extent
to which potential yields are already realised. See Appendix II.

5. For expositional convenience we omit here discussion of the transport, trade and
processing margins (see section 111.7).
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manufacturing industry will maximise the rate of capacity utilisation aslong
as price exceeds variable cost. This degree of capacity utilisation is largely
technologically determined. However, it is the experience in Bangladesh
that due to power failures, management and maintenance problems
capacity will be underutilised. To this extent various government policies
may indirectly affect capacity utilisation through secure supply of energy,
management training etc.

The adjustment of supply, in trade services, housing servies,
transportation, food processing, is different from manufacturing industry.
These activities are not tradable internationally and do not produce
something which can be kept in stock. The technology of these activites is
such that production only takes place at the moment when demand must be
satisfied. The producer is asuumed to set prices and adjust supply to existing
demand within constraints on available capacity. When the supply capacity
reaches an upper bound for him and his competitors, the price will rise
above the predetermined level so that supply-demand adjustment takes
place. Such a constrained shortrun supply adustment to effective demand
has been specified only for non-tradable non-agricultural commodities.

Thus, the combination of supply constrained and demand constrained
ragimes in asinglemodel, make it possible to explore the scope for
macro-economic stabilisation policies through effective demand
management. Whether markets behave in a ‘Keynesian’ and ‘Classical’
fashion is determined by the concrete situation. If a service sector is
producing below its capacity upper bound demand will determine the
volume supplied. At a price bound (i. e., international prices) or quantity
bound|(capacity) the effects of demand management will ‘switch’. For the
non-l0 sectors (agriculture and manufacturing) supply is determined by
installed capacity and its utilisation.

II.5 The Representation of Government Policies

In addition to exploring the scope from macro-economic stabilisation
policies through effective. demand management, the model also represents
government operations on commodity markets as well as income
redistribution policies. On the commodity markets, quota and tariffs on
international trade can be imposed and buffer stocks kept for selected
commodities and the financial implications analysed. The food ratoining
schemes are an important component of income redistribution policies.
There are also other transfers such as wage earner premia on remittances
and interest payments. On the receipt side, foreign aid plays a crucial role.
Aid is mainly given in kind and thus falls to a large extent outside the
government financial sphere, except food aid which through resale yields
government revenue. Further sources of government finance are provided
by taxes on foreign trade domestic sales and income and other direct taxes.

6—
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In order to perform policy analysis, adjustment rules have been
introduced which permit to set bounds on the variation of some key
endogenous vaiables in the model related to financial policy. As soon as a
bound is hit, the policy is “interrupted” and adjustment of some policy
parameter takes place. Various political choices of the government are
reflected in the model through target-and bounds on policy variables and in
order to satisfy the constraints of the model through a priority ranking
between them. Such variables include the extent of flexible rationing, the
rate of income tax, the rate of excise tax, trade deficit, public investment and
public consumption. To increase the usefulness of the TFYP model for the
purpose of policy analysis the possibility of endogenising specific targets has
been introduced.Forinstance, if a target is specified that the real income of
the ecnonomy has to grow by 4% annually then the model is able to answer
question such as what adjustment must be made in associated variables
(i.e., public investment) in order to achieve the target and see whether that is
feasible in budgetary and dynamic terms. This formulation of government
policies fits well in a computable linkable general equilibrium model. Some
of the advantages are [5,6]:

— the priorities and targets can be discussed with policy makers.
— the model has a solution even in the presence of conflicting targets.
— inequalities can be introduced in an easy way.

I. MATHEMATICAL SPECIFICATION OF THE TFYP MODEL

The commodity-, sector and subsector classifications have been listed in
Appendix Il below. We consider these classifications as sets to which we
associate, for notational convenience, index sets. For exa mple, the index set
J={1,2..1 1}of 10 social classes and government. We denote an individual
of J element by the subscript J. Thus | = 2 points to the second social class,
i.e. to the small farmers. Similarly let | denote the commodity index set with
subscript i associated to it and let H denote the index set of sectors. Each
sector produces one commodity. Each commodity is produced by one or
more sectors. Sectors can be subdivided into 10 and non-IO sectors. 10
sectors produce (at least) one commodity which is not traded internationally
(with unit-cost minimisation under a constant returns-to-scale technology
and a proportional degree of mark-up of price over cost.) Non-lO sector, h€
N produce with a one period lag. Non-IO sectors are subdivided into
agricultural (h&€ A) and non-agricultural sectors (HE (N-A) )Agricultural
sectors are subdivided into farm sectors and processing sub-sectors. Figure
1 summarises these definitions. A commodity which is produced by an
IO-sector (and possibly also by another sectors, is called |I0~-commeodity. The
symbol will be used to denote the set of non-i0 commodities.

The model in this section is specified in terms of actors, commodities and
sectors. Subsectors only appear inside the agricultural supply module as
described in Appendix II.
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symbol

non- IO 10, non-agric.
sector sector

non-10,
non-agric.
sector

—— — —— ——— —— — = - R e = =

farm sub-  processing
sector sub-sector

Fig.1
Tree structure of the sector classification

SPECIFICATION OF THE MODEL
3.1 Private demand by socio-economic group

Consumption follows an expenditure system?® (described in apendix V), in
which the value of consumption of commaodity | by socio-economic class j is
a function of (total consumption) expenditure and prices. Expenditure equals
income minus savings and direct taxes on income and property. This is
described in equations (3.1){3-4).

6. An = sign above a variable indicates exogeneity. Unless.indicated otherwise, the subscripts
h.i,j will refer to all elements of H, I, J respectively and . E; x; will denote g Xj .
For the complete list of variables used in the model, see Appendix IV. i€l
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1 (3.1)
Pi Cij = Fijms (Pr)gep)
Expenditure :
m,= e RE - {3.2]
] m) 5j fJ
Savings :
s =@,
Income tax:
f.=xF. (3.4)
J X fJ o
where
c consumption (volume)
f direct tax rate
f direct tax
m income (in Taka)
m, total expenditure
o] retail price
s savings
g savings function
X degree of adjustment of direct tax.

The second element of private demand deals with commodities from capital
supplying sectors and depends on the capacity expansion in each sector
undertaken by the social classes. The expansion of capacity (by class i)
depends on the share of total disposable income invested andonthe current
cost of expansion in sector h.

Volume of private investment (capacity expansion) by class j into sector h :

5 oo T, (3.5
epg= Fpjlmi— 107 T Kyp) )

Valume of demand for commodity i related to investment by class 1

s s o B
Wi = Ty Ky, Chy
where
& capacity expansion
i3 investment, demand (volume)
Kih investment requirement (for commodity, i, per unit of
= expansion of sector h)

average investment rate.
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3.2 Public demand

Public demand consists of public consumption and public investment. Let
G denote the index-set of public consumption activities ¢? (see appendix
i) with subscript g, and let cE - fenote the expansion of Eector h financed
through public investment.Then public demand can be defined as :

P_ (s _3C.P s $€ <P (3.7
45 = (g6 8ig g) + (Z ¥y ep)

) ) o
Targets on ¢g. and EII: are set exogenously. For the determination of

realisations, see section (3.11.3) below.,

3.3 Determination of production capacity
Production capacity” is determined as :

— p s =
Agy = Ej (ehj, = +eps £ 8 Qs ¢-1 (3.8)
where
Yh
- Isthe gestation lag for investment
L] h the rate of depreciaion
A C-Ih change in production capacity from one year to the next

9% production

We observe that a more general specification would treat Th as a
distribution instead of a single parameter. However, information was
lacking to specify this distribution. The specification of depreciation is such
that capacity only depreciates when it is used. Thus, it is assumed that
unused capacity can be ‘mothballed’.

3.4 Sypply of agricultural commodities

For agricultural sectors production is described through a farm-supply
system constrained by processing capacity.

9 = min (G (B, . Py Dxa Tpiih €A (39
where ’
processing capacity

g
P retail and final product price

P

7. Production capacity in agriculture is defined here as the (non-agricultural) capacity
available to process, transport and store etc. agricultural output from farm-gate to retail
level. The capacity on the farm is reflected in eq. (3.8). Due to this fact itis understood that
investment in agricultural processing (including e.g. oil pressing) also adds to professional
& other services capacity (sector 39, the n-th commodity) since the processing service is
actually provided by that sector.
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The internal structure of eq (3.9) is explained in Appendix Il. (Land resources
could also be looked at as explanatory variables in (3.9) but are treated here
as variables which are internal within Gp),

3.5 Capacity utilisation and supply in non-agriculture

For domestic sectors (i.e. sectors which produce commaodities or services
not traded internationally) capacity utilisation adjust to demand, within
bounds :

029,23 hEHRN (3.10)

For the other sectors the degree of capacity utilisation, ﬁh is exogenously
given :

9, =&y 3 h € (N-A) (3.11)
Supply of commodities is obtained as :
¥z = B q i
_ i EhBih h (3.12)

where B;, is the amount of commodity i per unit of production by sector h.

3.6 Intermediate demand for domestic production

Intermediate demand for domestic production, u?, is determined on the
basis of a Leontief-technology:

U = A, 9 (3.13)

where Aih is the input-output coefficient. Intermediate demand includes
demand for processing and trade services from farmgate to retail but it
excludes processing and trade from border to retail and from retail to border.

3.7. Intermediate demand for trade processing

Since international trade of non-10 commodities is not predetermined but
is rather the outcome of the market clearing process, the production
activities related to trade cannot be treated as predetermined variables
either. Assuming that all these activities require a fixed amount of the /-th
commedities (¢= 34, 39) (transportation and trade services) per unit of
processed product, the total intermediate demand for processing can be
determined as :

=0 -4 % 34, 39

SN

= z e + E"- - 4 =
i N (tu 2.+ Y79 34, 39 }{3,14}
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where
ul_i intermediate demand for trade, transportation
b and processing of imports and exports
z:, import volume
2= export volume
: (fixed) input requirement for transportation
fL ‘?i-d and processing, (=34, 39

3.8 Price relations

As a consequence of trade processing, the price at the border will differ
from retail price p.

B+ =4 P
Pi =P.- %3439 %i¢"n border price of import
B~ - ; i €EN 1015

P, =P, t Ty %:; Pn border price of export

An adjustment rule has to be introduced which represents what is shown in
figure 2. As long as the border price of import is below B no fogign
trader will be willing to sell. As long as border price of export :s above p; no
foreign trader will be willing to buy. When both import and export are
unprofitable, the market is in autarky, in the sense that net import (zi) is
equal to committed import (zj) and thus fixed, while the border price adjusts.

This can be witten as :

- B+
T * -~
S/ % i €N 1316
73 “ P?'
where
e = - " += -t -
Z, = max O, zi -z ) z, Z. + max (0, zi)
zi= —-min (O.Zi— z, ); 2= zi - min (0, zi)

—_—

z:"_. variable import, Z_: variable export, and zi ¢ net import,
i i

z?: gross import, 2. : gross export
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Observe ‘that it is possible to extend this formulation with import-or
export-quota. This is shown in figure 2.

{ 1mport quota )

B- H
P o -4 PB+
] H ]
H
5B
]
pB” :
! )
:
'
'
-« 7 ' 5T =
] essesssnessnsmmas mersmmARmm AR i
0
Figure 2.

Adjustment rules for border price

Now that for non-10 commodities the relations between border and retail

price have been specified it is necessary to formulate the relation between

retail and final product price

— First, there is an excise tax relating retail to final product price. Let t ibe
the rate of excise tax.Then final productprices B (i.e.the retail prices less
excise tax) are :

P = B er=m)

where b

V& w1 g )¢

s is the degree of adjustment of indirect tax

?? coeflicient corresponding to the adjusting component of indirect

tax, and

is its fixed component.

1

-{)
Thus, the rate of excise is exogenous and depends on the target for :15 » and
7! aswell as the adjustmenta.which may be required in order to satisfy a

budgetary constraint (cf, (3.29) below).

— Second, for all private sectors there is the relation between retail prices
and net revenue per unit:

S L L
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— Third , for I0-sectors a mark-up over cost is imposed to cover the factor
costs:

th By = 5Py Ay (1+7 ), bh€H-N  (319)

— This degree of mark-up is at an exogenously predetermined level as long
as supply is not at bound, otherwise it adjusts. This can, using the notation
introduced earlier be written as:

OL h € H-N (3.20)

One may observe that in this formulation the share of value added in gross
production remains constant as long as bounds for capacity are not binding.
Thus the 10-sectors are assumed to be in a position to impose a fixed
mark-up rate. For non-l0 sectors it is assumed that this is not the case
because these sectors cannot adjust their supply in the short-run.
Nevertheless it is conceivable that sectors ask government to adjust tariffs
on international trade in order to protect their mark-up. This means that
instead of a supply adjustment regime one may find a tariff adjusting regime
for non-10 sectors (see eq, 3.24).

3.9 Private income formation

To close the private income—expenditure cycle the income equation must
be defined.

(a) Private income formation from production

Aggregate, commodity specific, factor revenue from sector production is
distributed to social class according to fixed shares "hJThus private income
from value-added distribution is v %

. T
hew M h Ch

Sn

(b) Income from abroad

Transfer of income from abroad is specified as an exogenously given
amount, indexed as a commodity basket =w The wage-earner
Zi Pi by
scheme subsidy rate - is then superimposed on it.

(c) Domestic transfers

22 B g
Domestic transfers 1173 from other households and from

govoernment ( z, Ej P; Ej' . net government transfers to households).
J .
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(d) Income from food ration

This is implicit income from food ration allowance. Let p be the ration

price of food where pa - § and zC theexogenouslygwen committed
B 1

ration and ;f;.j the flexible ration which adjusts atarateg The implicit

lfl’( -P)( +:af)
income from the ration allowance is then ij 1)

where |, is the subset of commodities included in the food ration system

Hence, the tota! income received by income group j is :

=w
= Th My h 9 ¢ % B By o+ (4 <)z BBy
E =C =f
z (p - P) (a., a
T j "ot i ) (3.21)
3.10 Balance equations
Now that all supply and demand have been specified a comodity balance
(at border level) can be imposed :

> PR = i p D ]

] i Ij(cij + lij} - dj ui + u|B for i€l
where

5 = O, for i €(l -ﬁ)

(3.22)

supply + net imports = private final demand + public demand + intermediate
demand.

The trade deficit, Ao can also be calculated:
W4+ + W _ =
1°= ilfpi Zi - pi Zj }
where

‘2;; 2: (20) export and import quantity

(3.23)

W™ W4 i ice in US
P P, (20) export and import price $

(pW ; p ~ exogenous )

A, balance of trade deflcnt (pol:cy variable) measured in US$

3.11 Policy variables

Several policy variables have already been introduced. These were:
— public demand (3.7)

— income tax (3.4)

— excise-tax(3.17)

— subsidy on wage earners scheme (3. 2ib)

— Net government transfers to households (3.21¢)

— committed and flexible food rationing (ration price and ration
distribution (3.21d)
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One way to perform policy analysis is to fix the policy variables at alternative
levels and then solve the model. This may lead to very unrealistic policies.
Therefore, adjustment rules have been introduced, which permit to set
bounds on the variation of some key endogenous variables in the model. As
soon as a bound is hit,the policy is ‘interrupted’ and adjustment of some
policy parameter takes place. This will be shown belw. First policy variables
which are still missing in the list above must be introduced.

3.11.1 Tariff policies

Bangladesh Government operates a complex system of trade policies. In
order to facilitate policy simulations all these trade policies are expressed in
the model through their tariff equivalent.

Thus a commodity specific tariff is imposed on imports and exports of
commodities :

Bir=T Rt (14§
where pin-= L P?-/(l +?i_3 3 (3.24)
~§B+ , P maximum /minimum border price of imports/exports
£ exchange rate ( Teka/US$)
p"’* , pw— price of imports/exports (exogenous)
=, 5 import/export tariff rate.

3.11.2 Balance of payments constraint.

Balance of payment considerations impose severe constraints on policy.
The following balance equation shows the main elements of the balance of
payments as represented in the model:

increase in commercial foreign debt=
trade deficit

+amortisation on foreign debt

+net interest payments on outstanding foreign debt

—increase in aid loans

—aid grants

—remittances from abroad (3.25)
The concept-of commercial foreign debt refers to ‘hard-term borrwing' and
includes suppliers credits. There exists a severe constraints on the capability

(and the desirabilityl) to increase the commercial foreign debt. The following
constraint reflects this:

future (yearly) amortisation and interest payment on increase in

commercial foreign debt £Zmaximum debt service ratio to GDP-
amortisation and interest payment on outstanding foreign debt.

{3.26)
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This inequality can be seen as a constraint on the increase in commercial
foreign debt, depending on the maximum debt-service ratio and the terms of
borrowing. Remittances, amortisation and interest payments are by their
very nature fixed in the short run. Thus, only aid grants, aid loans and the
trade deficit can accomodate for the constraint.

There are three types of aid, each type being split into grants and loans.
(a) food-aid -
(b) aid in kind (commodity-aid) and cash
(c) project aid. '

For each type of aid an exogenous trend value is specified. Thus an upper
bound on_ the remaining adjustment variable, trade deficit is generated:
LORER _ (3270

However, if the debt service ratio has no upper-bound, the trade deficit is not
constrained. This may result in a rapid accumulation of future liabilities to
the economy.

3.11.3 Policy adjustments

In order to satisfy the constraints of the model government still can make
various (political) choices. These choices are reflected in the model through
target and bounds on policy variables and through a priority ranking
between them. The variables to be set in this connection are :

= the extent of flexible rationing, 2
- the rate of income tax, (adjustment) x
— the rate of excise tax, (adjustment) o
— trade deficit, o
— public investment, %y ( scaling variable )
- public consumption, A, (scaling variable )

For notational convenience we threrfore, write (expenditure categories have
a negative sign):

-z for k = -3 (flexible rationing)
for k = -2 (income tax)
for k = -1 (excise tax)

z
Ap=9 ¢
A for k = 0 (trade deficit) (3.28a)

K=

and define a priority ordering K(¢) such that k(1) receives a higher priority
than K(2), etc. ,
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A :
o @ K2 e (3.29)¢

~ - P A
where for each k, a target *¢ an upper bound?  and a lower bound -k are

given. Thus, realised public investment and consumption are set as

P _ 15 [ P
Cg =2y Cgilp.= 3 &

3.12 Growth target

Targets and bounds on policy variables can be taken as exogenous
variables. However, in order to enhance the usefulness of the model as a
policy analysis tool the option of endogenisation of specific targets hasbeen
introduced. Suppose that a (scalar) policy target, say overall growth a of real
income has been specified, the question to be answered then is whether by
adjusting one associated variable, say public investment, this target can be
reached (or not). This option is introduced as follows:

w for K = l(inves_tmentJ
\g=q | for K = 2
RS XN oy R ow=d= e (3.30)

-and given % x, $5 Shwherewis a scaling variable on public investment with
A=1 as a target

o " (3.31)

If upper and lower bounds%: & are set in a narrow range the policy target
is supported only to a limted extent. On the other hand, if these bounds are
set wide enough the target may still be out of reach but © will at least adjust
until all relevant variables are at their respective bounds. Clearly certain
growth targets are not feasible, even if associated variables may adjust
freely, due to constraints which domestic policy cannot overcome. In such
situations the scaling variable @ will reach a bound.

8. In the simulation presented in this paper the odering is

L+ @)% O O
Thus alt-pubtic investments would be scaled proprotionally when trade balance
reaches a bound, subsequently public consumption, taxes and rationing subsidies,
etc. However, in the base-run of the model the bounds on trade deficit are set ata

level where they are not constraining in order to allow calculation of aid
requirements..
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IV. THE DATA BASE FOR THE TFYP MODEL

The TFYP model, being described in this paper, distinguishes markets for
goods and services in which producers, consumers and government
interact. The general equilibrium approach requires complete accounting of
production, income formation, demand and price formation. Producers,
consumers and government interact in various markets, offering and
demanding goods and services within constraints imposed on them by their
initial endowments and their income. National Income is constrained by the
balance of payments because of limits on credit available and the interest
payments associated to export credit and foreign borrowing.

A Social Accounting Matrix brings together the data sets needed for a-
model of this type. This framework is designed to trace the flows of goods
and services, linking income formation and spending to pruductwe and
redistributive activities.

IV.1 The Social Accounting Matrix

The major sections in this social accounting framework are briefly
described below :

(1)Macro Economic Accounts: The Social Accounting Matrix (SAM) is a
rather detailed presentation of national accounts and can be reduced to the
traditional presentation of national income and expenditures (UNSNA
1968). The detailed presentation is useful for the Development Plan being
made at the macro level as'emphasis is given to income and tax transfers to
and from government,.

(2) Commodity Accounts : A close look is taken at the flow of commodities
from production and trade to final use. In this part the treatment of
processing plays a significant role, as commodities are not consumed in the
shape and form in which these are produced. Transformation of goods
within a sector poses certain issues with respect to price and quantity
accounting in the sector for which input output analysis with fixed
coefficients does not provide adequate solutions.

. (3) Accounts by Socio-Economic Classes : A close look is also taken at the
accounts of the socio-economic classes which are distinguished here.
These accounts describe both income formation and expenditures.
Government accounts are included here in disaggregated form. Apart from
government transfers and other inter-class transfers, the income levels of
each class are determined by incomes earned in production. In the model,
such incomes of various classes are estimated in terms of the shares of the
different classes in the value added for each of the production sectors. This
is done on basis of the following considerations: the production process, in
utilising factor services, gives rise to payments to the owners or providers of
these as wages, crop income and rent of land owners; profits, dividends and
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interest payments to the owners of real and financial capital, and mixed
income to the self-employed. According to the distribution of ownership of
the factor services employed, the distribution of income among classes is
generated [7]. At present no data source provides anything approaching
comprehensive Em‘ormatio_n on this and the accounts by socio-economic
classes tried to derive maximum advantage from available data. However,
work is going on to conceptualise the distribution process. The main
objective is to breakdown value added in each sector into its constituent
categories of factor income, identified by the institutional status of recipient,

- and through information on their size distribution, allocate the incomes
received among the appropriate classes.

Another way of organising the data is to analyse economic activities. The
Social Accounting Martix describes consumption, investment, trade and
production in terms of socio-economic classes for each of these activities
and in terms of the commodities concerned. Savnigs per socio-economic
class are also discussed here calculating private saving surpluses and
deficits. In order to determine the participation of each socio-economic class
in investment in a particular sector, the shares of each socio-economic
group has been estimated on the basis of asset distribution [8, 9]. This has
been done on basis of an analysis of investment portfolio behaviour and past
investment behaviour of different socio-economic classes. Several micro
studies undertaken by BIDS, BSCIC, IBA have been consulted to determine
indirectly the investment portfolio behaviour of different groups.

Another essential component is the distribution matrix of various
commodities for the purpose of public consumption and public investment
over different public demand category. Such a matrix has been built after
reconciling several data sources from BBS, Ministry of Finance and
analysing the past behaviour of the ministries of the government [10].
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Figure 3 : A SAM, related to a general equilibrium model
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* May also include amortisation and net increase in foreign exchange reserves.

Figure 3 presents the general features of the SAM underlying the model
used for the preparation of the Third Five Year Plan. The basis for the
accounts of the model were provided by the SAM developed by the Centre
for World Food Studies for the year 1976/77 for the Bangladesh
Agricultural Model (BAM)[Il; 82-121, 12]. An update of the framework was
performed to 1980/81. Unfortunately neither the Household Expenditure
Survey, the complete Agricultural Census nor the revised Input Output table
were available for any year after 1976/77. Data on exogenous and lagged
endogenous -variables of the model have been collected from the period
1976/77-1984/85 (if available). At the same time the Input Qutput Table of
1976/77 has been updated to 1984/85 and was checked for consistency.
These have been fed into the model to restart in 1984/85. Account is also
taken of some shifts which the model would not have been able to generate
by itself (notably in wheat HYV, energy prices and in livestock prices). The
consistency requirements of the model have provided a useful check on the
import and input-output data.
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IV.2 Production Parameters of the Non-Agricultural Sectors

Growth in the economy depends critically on the efficiency in utilising the
resources. The TFYP model represents this efficiency in each of
non-agricultural sectors through the Incremental Capital Output Ratio
(ICOR), the gestation lags and the annual depreciation (see IIl.3 above).
Efficiency increases in the economy can be reflected through a reduction of
either input or capital requirements per unit of output, through a shorter
gestation for projects or through a longer lifetime of equipments. The
estimates of the parameters describing this have immediate impact on the
dynamics and growth which the model forecast.

The incremental capital output ratio (ICOR) (A k A vy in discrete time)
(for each sector) has been widely used in plan models for the short and
medium term time horizon, despite its obvious shortcomings®. Estimation of
its value can be made ‘exante’ or ‘ex post’ :the former is based on the data of
investment projects planned or currently undertaken in the economy and
the latter analyses to what extent past investment has created increases in
output and capacity. Earlier plan formulaton in Bangladesh has exclusively
drawn on the ‘ex ante’ method [15] and for the TFYP model for the first time
estimates were prepared using both methods.

For the ‘ex post’ estimation time series of past investment and production
levels are prerequisite. In a resource constrained economy with many
informal and subsistence activities the collection of investment data can
only be approximation and the approach taken here concentrated on
disbursement by source. Investment undertaken by Government was
established from the (revised) Annual Development Plans'® whereas
investment undertaken by private enterprises was estimated on basis of
disbursement data from the Bangladesh Krishi Bank (BKB), Bangladesh
Shilpa Bank (BSB) and Bangladesh Shilpa Rin Shangstha (BSRS) sources,
which were reconciled to the aggregate private investment estimates.
Investment and output time series were compiled for the years 1974/75 to
1983/84. Finally as set of sectoral gestation and depreciation parameters
were constructed utilising the information of sector specialists of the Public
Financial Institutions as well as Planning Commission.

This set of parameters was tested for internal consistency by means of
numercial simulation of the production equation, treating the gestation and
depreciation as ‘hard’ parameters and comparing the resulting ICOR (at
constant prices} to the values from the Input-Qutput study made for the

Q. The most important objection concerns the inability of a constant ICOR to portray
capital saving technological progress over time. A second main problem in that
price controls {or subsidies) do not facilitate evaluation of the capital invesiment
and output [13 ; 14].

10. The projects were classified to model sectors and investment shares of total
expenditures were estimated on basis of a sample of project proposals [18]
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Second Five Year Plan. If the simulated output deviated from the historical
levels adjustments of the estimates were undertaken. Finally exogenous
investment scenario’s were simulated to ascertain whether the medium
and long run dynamics behaved according to historical characteristics of the
sector. For the industrial sector Table IV.1 summarises the parameters:

TABLE IV.1 Structural Coefficients of Some Industrial Sectors

Sector Depreciation'!  Gestation'2 |COR'3
Cotton Yarn ' 5 3 0.66

Cloth Millmade 6 1 0.33

Jute Textile 3 2 0.58

Paper & Pulp 6 3 1.8

Fertiliser 7 5 1.31

Steel & basic

Metals 5 1 1.30

Met. Prod &

Machineries 4 2 1.08
Other Industries 7 1 0.48

—_— [

Note : The programming of the model allows sensitivity analysis with
different values; these are base-run values.

V. RESULTS OF TFYP MODEL RUNS

V.1 Date Reporting of the Model

The model described above generates a substantial number of different
results and, within the constraints set by the avaiblability of base-year and
bench-mark data it is possible to project values and volumes of all sectoral
production variables as well as income formation by social class. The
reporting of the model includes the following variables or each of the plan
years 1985/86 to 1989/90:

Balance of payment utilising exogenous international prices to derive the
surplus (deficit) on current account (see sections 11,10 and Il 11.2 above).

International liabilities and reserves distinguished by ‘soft’ and ‘commercial’
terms (section 11l.11.2)

National Accounts with Household and Government receipt and paymeni
including a breakdown of subsidies and taxes at market prices.

11.  Linear depreciation per year (%)
12,  Years between initial investment and first production

13.  In 1984/85 at current prices,
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Sector Allocations in aggregate and disaggregate form containing value
added at factor cost, private and public investment allocations.

Public Consumption by activities based on exogenous growth targets.
Income by Social Class and Per Capita (using exogenous population growth
parameters) in real per capita terms with class-specific deflators (see

section lll).

Food Demand by Social Class based on expenditure pattern and income (see
section lll) which also includes nutritional indicators based on group specific
commodity demands and commidity characteristics in terms of calories and
protein.

Commodity Accounts in volume and value terms including input cost and
endogenously edogenously derived sectoral prices.

Employment by sector (in man-years) on basis of historical relation between
value added and labour demand.

Irrigation and Drainage Projects which reports on basis of cost functions
and the available land (distinguished by type) the newly irrigated areas by
technologies (see Appendix Il.)

Production, Income and Expenditure by Social Class including a breakdown
of taxes and subsidies, allowing calculation of after tax incomes by class and
per capita.

V.2 Initialisation of the TFYP Model

The applied general equilibrium model as described above is executed by
an elaborate simulation programme. Its execution requires initialisation of
all exogenous parameters and lagged variables. Three types of initialising
data can be distinguished: constants, forecasts and policy-paramaters’s.
The first two are based on observations and reflect, technical and structural
characteristics of the economy. Examples of ‘constants’ are the
input-output coefficients and the share of value added in sector h accruing
to class j. In many cases a ‘forecasted’ value would be superior to a
‘constant’ but the paucity of adequate data and supporting research
provides a serious constraint to the model builders. The initialisation of
policy-parameters is of a different nature as any ‘scenario’ may be analysed.
The economic scenarios represent hypotheses which are to be tested and
are always debatable.

In the following table we represent a number of the important
policy-paramaters with which we have initialised the model for the purpose
of the sensitivity analysis reported here.

14. See the list of variables in Appendix IV for description of types of paramaters.
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TABLE V.1 INITIALISATION OF POLICY-PARAMETERS

Equation
Name Symbol Value  Appendix
A3
1. Direct tax rate ? +1.5% p.a.for 34

rural and 5.8% for
urban formal

Om]’ L
2. Target rate of 1.t adjustment 317
excise tax b= 1. t; = 1°
3. Subsidy in wage
earner scheme(%) £ constant 3.21
4.  Import quota : o not binding
Import tariff rate B B reduced for
=, petroleum 3.24
5.  Export quota i_ not binding 3.24
Export tariff rate ®
Committed rationing :Lc —5% PpP. 8 3.21
7.  Flexible rationing :f +25%s P. a. 321
8. Target on flexible g =1 3.21
rationing
9. Bounds on flexible _
rationing E,( (0.2) 3.21
10. Ration prices/ retail price of -E-'l constant
previous year ¥
11. Bound on trade deficit 0 not binding 3.30
W Yo we g
12. Adjustment of macro (no adjust
stabilisation policy ment) 3.30

In addition to these parameters important assumptions are ;
(1) Import and export prices are expressed in “real dollars” and are kept at
the 1984/85 levels. The dollar inflation is assumed to be 4.5%. For rice and
jute specific forecasts of international prices were applied.

(2) Capacity utilisation is to increase as aresult of government policies by 2%
per year, if below 80% in the initial year. Further we assumed capacity
which has not been utilised for the last five year to be written off, leadingtoa
more realistic assessment of capacity utilisation in the base year.

(3) Agricultural yields will not deteriorate further and those of HYV's wiill
improve sligtly due to adequate extension and credit supply.
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(4) Population growth is an exogenous parameter and the reduction of
population increases is achieved with the available fundings and within the
limited time span.

(8) The inflow of foreign aid and soft loans (disbursed) are to increase at a
level of 3% (real terms) whereas foreign remittances will increase by 1.5%
over the (high) 1984/85 level.

Within these exogenous ‘constraints’ the model calculates feasible
solutions with respect to bounds set on key endogenous variables such as
public investment. With these runs we focus on the following types of
problems in the economy in the medium term (1985-90):

(1) the price formation for major foodgrains given the state of demand in the
economy

(2) the developments of income (before tax) of the household and
government sector and different social classes in the medium term

(3) the balance of payment consequences of various scenarios’ (see below).

V.3 Scenarios and Results of TFYP Model Runs

The evaluation of results of the general equilibrium model with a large
number of sectors and multitude of constraints is not as easy as it may
seem. The results are the consequence of the complex interaction between
policy instruments, structural characteristics of the eco nomy and the initial
achievements. The feasible growth rate of the economy which the model
forecasts is itself constrained by policy choices with respect to priorities of
objectives and sectoral allocations. Whether the growth rate is actually the
highest possible (or not feasible at all) depends on the set of assumptions
underlying the policy-interventions. Below we present the results of the
Baserun, initialised as described in the previous section. In order to illustrate
the working of the model, we also present the results of two sets of
sensitivity analyses with the model. The first set of runs attempts toanalyse
the effects in short and medium run of efficiency increases in the productive
sphere of the economy. The second set analyses the impact of a successful
attempt to keep the trade deficit fixed at a target level. The analysis is taken
one step further by adding an assumption of simultaneous reduction of
foreign aid; finally the assumption of fixed trade deficit is changed and the
deficit reduces at an exogenously specified rate of 4% per year. Thus, the
Baserun is the central scenario and additional assumptions differentiate the
efficiency scanarios and those focussing on the external sector (see Fig.4 )
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BASERUN
Policy-parameters and

initialisations as in
section V.2.
r

HIGH EFFICIENCY FIXED TRADE DEFICIT
Increased input efficiency through Zero growth of trade
once and for all decrease in demand deficit 198590 (in
for non-agricultural, non-I10 real terms )
commedities ( 18-29 ) in all sectors l

l R R TR
DE
EXTRA HIGH EFFICIENCY REDUCED AID INFLOW

Growth in livestock, fisheries and
tea
( exogenously specified )

Trade deficit decline
at 49, and aid grants
by 59% per year

_|Z\/.

TREE STRUCTURE OF SCENARIOS WITH SUMMARY
DESCRIPTION OF ASSUMPTIONS
V.3.1 Results of the Baserun Scenario

It may be emphasised that the policies proposad for the Baserun imply a
substantial effort on part of the governmer: with respect to public
investment, land improvement, domestic resource mobilisation and other
areas, as may be seen from table V.1.

One of the main results of all scenarios’ we analysed is that a substantial
increase in rice production (e.g. at @ level of 17.5 min tons in the terminal
year of the plan) will be accompanied by a downward pressure on prices's
(disregarding monetary inflation). The expansion in rice production exceeds
increases in consumption, resulting in lower rice prices. This slower
increase in rice consumption is partially caused by the circumstance that
Bangladesh has received large amount of food aid which mainly consist of
wheat. Therefore, at the margin, the share of wheat in total foodgrain
consumption augmented sharply. With a production-structure oriented
towards rice and consumption oriented away from rice an increase in rice
production (per capita) may induce a fall in the price per unit.

Rice production generates more than 90% of the value added in the
foodgrain sector and nearly 60% of all agricultural production (average of
1985-90). Due to this predominant role of price in the national economy,

15. The prices of commodities would be mentioned henceforth disregarding monetary
inflation.
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such a fall in prices is likely to have far-reaching macro-economic
consequences. The immediate effect of a fall in the price of rice will be to
reduce agricultural income growth. This will in turn depress the demand for
rice as well as the effective demand for agro-related services such as
transport and processing. In these sectors (IO-sectors, where demand
determines the output levels) the depressing effects of such a fall in the price
are clearly manifested.

The fall in the rice price causes an increase in real income outside
agriculture, but for various reasons this does not counter the signs of
contraction which the economy shows when self-sufficiency in rice has
been reached. First, outside agriculture the marginal propensity to consume
rice is lower than that of farmers themselves, as the income is somewhat
higher. Second, the multiplier effect on the services sectors negatively
affects income in particular for the informal classes and this income-effect
tends to dominate the grains because of the lower prices. For these classes
real income growth requires adequate support policy.

It is, therefore, that in the Baserun scenario (see table V.1 above) as well
as in other scenarios the necessity of effective demand management
policies is well manifested. Such policies aim to slow down the fall in the
rice prices and its adverse impact on the economy. The necessity of the
policies follow from the structural characteristics of the agricultural
economy of Bangladesh; farmers can especially in the summer season
hardly substitute for paddy-production as no substantial alternative use for
land and labour exists.

In the formulation of the Baserun alternative in itialisations with respect to
rationing policies were considered: one in which committed rationing and
flexible rationing increase by 0.8% and 35.7% annually (HIGH-RATIONING)
and another in which rationing increases only by 1% (committed) and 4%
(flexible) (LOW RATIONING: percentages in value terms). The Table V.2
shows that production-effects are limited but that the fall in prices is
considerably slowed down by such effective demand management,

TABLE V.2 PRODUCTION AND PRICE OF RICE 1989/90

Scenario Volume

(min ton) * Price **
BASERUN 17.27 0.925
HIGH RATIONING 17.29 0.940
LOW RATIONING 17.25 0.906

* Gross Production, including seed and waste
** 1984/85 retail price = 1.000} disregarding monetary inflation
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In order to illustrate the distributional impact of policies such as rationing
we present some figures of growth of per capita real income for the different
classes. All the farming classes and the rural informal class obtain a
somewhat higher growth in per capita real income in the ‘high’ rather in
than the ‘low’ rationing scenario. These results show the effectiveness of
(flexible) rationing in bridging the gap between the farming and
non-farming, the rural and the urban clgsses. At the same time poorer
farming classes have a somewhat faster growth in income thanricher ones.

TABLE V.3 AVERAGE ANNUAL RATE OF GROWTH OF PER
CAPITA REAL INCOME PER SOCIO-ECONOMIC
CLASS (1984-85 TO 1989/90)

BASERUN LOW HIGH
Population Real income Rationing Rationing
(min) 1984/85 Tk. % % %

Landless 20.13 2245 1.85 0.95 2.51
Small farmer 11.65 2582 1.02 0.90 1.1
Medium farmer owner 11.99 2940 0.82 0.80 0.84
Medium farmer tenant 13.04 3367 0.80 0.72 0.86
Large farmer 10.22 4101 0.78 0.73 0.82
Largest farmer 4.21 5950 0.69 0.58 0.78
Farmer 7115 3109 1.04 0.79 1.22
Rural informal 10.65 2412 257 2.19 2.85
Rural formal : 7.04 5448 1.09 1.20 1.00
Urban informal 7.02 2785 3.45 3.60 3.35
Urban formal 466 7162 469 4.84 458
BANGLADESH 100.41 3364 284 2.87 282

V.3.2 Sensitivity Analysis with varying Efficiency Assumptions

We proceed to discuss the results of the Baserun through comparison
with various alternative scenarios as outlined above (see figure 4). The main
results of the Baserun and the various efficiency scenarios are presented in
Tables V.4 and V.5. It is quite clear that measures for increasing efficiency
certainly lead to a higher growth in real GDP. But differences among the
various runs suggest that the marginal gain from efficiency measures is not
very high. In fact the nature and extent of efficiency improvement required
to achieve a growth in the economy higher than 5%is such that it almost
seems unachievable.

A common feature of the runs is that a higher growth of the economy
cannot be achieved without substantial growth in the two largest sectors of
food-grains production and the services.
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TABLE V. 4 STRUCTURE AND GROWTH OF GDP
(constant 1984/85 prices)

1984/85 (Annual average rate of

Value Added  growth 1984./85 to 1989/90

% Share EXTRA

BASE HIGH HIGH

Foodgrains 28.1 3.51 3.49 3.50
Other Agriculture 18.2 3.02 3.06 3.70
Manufacturing 11.0 7.31 7.35 7.38
Electricity and Gas 0.8 4.87 498 5.02
Transport 5.6 1.72 2.09 3.28
Housing Service 32 4.06 5.47 5.80
Construction 25 472 5.34 5.70
Other Services 306 4.04 432 5.20
ALL SECTORS 100.0 3.99 418 4,66

g—
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TABLE V.5 MACRO-ECONOMIC INDICATORS FOR PUBLIC AND
PRIVATE SECTOR

EFFICIENCY ASSUMPTIONS
(real average annual growth
1984/85 1984/85 to 1989/90

Base Year EXTRA

Values BASE HIGH HIGH

(bin Tk.) % % %
Household Receipts 3378 395 407 450
GDP at Factor Costs 319.1 391 403 450
Subsidies and Transfers
from Gowt. 70 692 6988 7.07*
Remittances from Abroad 11.7 1.2 12 3=
Household Payments 337.8 (see above)
Consumption 297.7 304 315 354
Investment 23.7 271 282 313
Private Savings Surplus 12.8 6.16 653 833
Income, Property and
Irrigation Taxes 3.7 28.20 38.60 39.09*
Government Receipts 76.4 730 638 6.02
Taxes on Foreign Trade 15.4 .70 1583 223
Taxes on Domestic Sales 8.3 548 514 4098
Private Savings Surplus
Income, Property & 12.8 R e
Irrigation Taxes 37 (see above)
Government Payments 76.4 (see abo ve
Public Consumption 312 449 337 298
Public Investment 36.3 891 845 827
Subsidies & Domestic Transfers 7.0 (see above)
Interest on External Debt 19 1277 492 1.9
Budget Deficit=Foreign Savings 36.2 366 162 303

* Resulting from various policy-paramaters, see Table V.1
** Exogenous parameter

An analysis of macro-economic indicators for various scenarios show
that higher rates of growth in the economy are accomplished by faster
growth in investment than consumption, both private and public. However,
the growth of private investment remains consistently below the rate of
growth of private consumption. The growth in private consumption,
investment and direct tax payments in relation to household receipts is such
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that the private savings surplus, available for financial intermediation still
consistently grows with the growth in the economy, which will require
development and management of the financial institutions.

Table V.6 presents the balance of payments implications of the various
scenarios. Specialisation in domestic sectors with high shares of gross
value accruing to primary factor of production, input reductions in physical
terms with its repercussions on import demand and support for export
oriented sectors allows the trade deficit to be reduced. Interest payments fall
and no necessity arises to engage into new borrowing on commercial terms.
However, the High efficiency scenario (characterised by increased input
efficiency) shows substantial improvements of export values compared to
the Baserun, but neither allow the current account deficit to be reduced and
new borrwing is required. The average debt service payments to be made in
the Baserun scenario are expected to increase to a level well above the base
year. In the High efficiency scenario the average debt service remains at its
1984/85 level and only a growth of GDP exceeding 4.5% annually with
export supporting and import reducing policies tends to reverse the
increases in the current account deficit. The Extra High Efficiency scenario,
which assumes faster yield improvements in rice, wheat, sugarcane and
productivity increases in exportables such as fish and tea shows which fall
in debt service payments may result.

TABLE V.6 BALANCE OF PAYMENTS UNDER VARIOUS SETS OF
EFFICIENCY ASSUMPTIONS?®
1984/85 (real annual growth 1984/85

Value in to 1989/90) EXTRA
(bin. Tk.) BASERUN HIGH HIGH
Export Value 238 378 540 907
Trade Surplus® -459 1.71 047 -0.58
Current Account Surplus** -36.0 249 039 -1.22
Financed through
(1) Aid Grants 20.7 378 378 378
(2) Net New Soft Loans 1856 - 1.81 1.81 1.81
(3) Net New Commercial Loans*** -0.2 positive positive negative
Average Debt Service as % of Export
and Remittances (84/85 to 89/90) 15.00 21.00 15.00 13.00

* TRADE SURPLUS=EXPORT VALUE minus IMPORT VALUE

**  CURRENT ACCOUNT SURPLUS+TRADE SURPLUS=REMITTAN-

CES+ INTEREST RECEIPTS

(see table V.5 above for values of remittances and interests on external

debts)

Gorwth rates not given because of low base year value

16. Toenhance comparison the exchange rate used for projection purpose is fixed at 1 §
=Tk.26.00 througheut the period.

3
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The distributional consequences of higher growth under different
scenarios are given in Table V.7. The policy instruments are designed in
such a way that all the socio—economic classes have real per capita gains.
However, due to a fall in the price of rice, the income effects for the farmers
and agricultural labourers are decisively below those of non-farming
classes in all the scenarios. But as the economy achieves a higher rate of
growth of GDP, the farming classes achieve a higher gain in terms of rate of
growth of per capita income than the non-farming classes. Among the
non-farming classes the rural formal and informal classes benefit slightly
more from higher growth than the urban class. Thus, higher rate of growth
supported by appropriate policy measures in the economy tends to bridge
the gap between farming and non-farming classes as well as between rural
and urban non-farming classes.

TABLE V.7
PER CAPITA INCOME EFFECTS OF EFFICIENCY

(Average growth rate ‘85-90 of real income per capita with class specific
deflator)

EXTRA

BASERUN HIGH HIGH

Landless farmer 1.85 2.00 242
Small farmer 1.02 0.90 1.42
Medium farmer tenant 0.82 0.65 1.28
Medium farmer own 0.80 0.75 1.35
Large farmer 0.78 0.85 1.48
Largest farmer 0.69 0.97 1.65
ALL FARM 1.04 1.06 1.63
Rural informal 257 3.25 3.54
Rural formal 1.09 1.16 1.51
Urban informal 3.45 3.69 343
Urban formal 4.69 499 492
NON-FARM 284 3.13 3.23_
BANGLADESH 1.66 1577 217

V.3.3 Sensitivity Analysis with Varying Assumptions about the External
Sector.

The development efforts in Bangladesh are heavily dependent on foreign
capital inflows. Currently, there is an extensive discussion in the literature
on how the external dependence of Bangladesh could be reduced and the
purpose of this section is to contribute to that discussion. As such sensitivity
analysis of the Baserun have been executed with respect to varying
assumption about trade and aid.
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In the first scenario the growth of trade deficit has been reduced to zero,
while the growth of aid is the same as in the baserun. In the second
scenario, both the trade deficit and aid are assumed to decline. The former
declines at an average annualrate of 4% and the latter by 5%. The
policy-adjustment which take place in response to these follow the same
priorities as those of the Baserun (see section 3.11.3 above). As may be
expected, the reduction of the growth in trade deficit is accompanied by a
downward adjustment of investment. The average annual growth rate of
public investment is reduced from 8.91% to 5.82% (Table V.9)

TABLE V.9 MACRO-ECONOMIC INDICATORS FOR PUBLIC AND
PRIVATE SECTORS UNDER VARYING
ASSUMPTIONS ABOUT TRADE AND AID.

(average annual growth rate) Target dec-
Fixed rease in

Trade Trade Deficit
Base Deficit And Aid

All variables are at 1984/85 prices % % %
Household Receipts 395 3.85 3.57
GDP at factor cost 391 3.80 348
Household Payments 3.95 385 3.57
Consumption 304 294 2,72
Private savings surplus 6.16 5.70 417
Investment 2.71 2.62 2.36
Income, property tax 2820 3498 3472
Government Receipts 7.30 574 292
Taxes on foreign trade 1.70 030 —4.05
Taxes on domestic sales 548 5.59 5.41
Private savings surplus 6.16 5.70 417
Income, property tax 28.20 3498 34.72
Government Payments 7.30 5.74 292
Public consumption 449 457 447
Public investment 8.91 5.82 —0.02
Interest on external debt 1277 —1.68 7.37
Budget deficit=Foreign savings 366 071 —4.17
Domestic savings 15.13 14.70 10.34

Total private and public investment 547 507 094
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As it can be seen this results in a (small) fall in the growth in GDP at
market prices. Growth rate of most of the macro-economic indicators falls.
The rate of growth of taxes on foreign trade, a large part of domestic
resources, falls and this may only partly be compensated by a further
increase in the growth rate of direct taxes. The rate of growth of foreign
savings (=Budget deficit) falls and the average debt services is lower than in
the Baserun (Table V.10). This reduction in debt service burden results not
only from reduction in the growth of investment but also from an effort to
increase export.

TABLE V.10 BALANCE OF PAYMENTS UNDER VARYING
ASSUMPTIONS ABOUT TRADE AND AID.

Fixed Target reduc-
Trade tion in Trade
Base Deficit deficit and Aid

Export value 3.78 428 5.14
Current Account Surplus 248 —054 —5.36
Trade Deficit - LA 0.00 —4..00
Financed through

(1) Aid grants 378 378 —5.00
(2) Net new Soft Loans 1.81 259 —B.86
Average Debt Service as % of Export

and Remittances (84/85 to 89/90) 1.00 13.00 17.00

In the second scenario the reduction in growth of both trade deficit and aid
is accompanied by a substantial downward adjustment of the growth rate of
public investment. In fact in this run there is a negative real growth of public
investment. This results in a further fall in the growthrate of GDP. Thereisa
decline in growth rate of most macro-economic indicators and this decline
is most vividly seen in the government accounts. The rate of government
receipts from foreign trade, income and property taxes falls, onlythe growth
rate of domestic sales tax receipts rises. There is a substantial fall in debt
service burden as a percentage of export and remittances. A part of this
reduction is due to the higher growth rate of exports.

As far as sectoral growth is concerned, the growth rates of all the sectors
except non-food agriculture in the two scenarios mentioned above are
below those in the base run. Significant reduction takes place in the
construction sectors. In fact, in the second scenario, where the growth rates
of both aid and trade deficit are negative the construction sector grows ata
negative rate (Table V.11) indicating the multiplier effect.
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TABLE V. 11 SECTORAL GROWTH OF GDP

Foodgrains

Other Agriculture
Manufacturing
Electricity and Gas
Transport

Housing Service
Construction
Other Services

All Sectors

Target dec-
Fixed rease in
Trade Trade Deficit
Base Deficit and Aid

351 349 3.29
302 302 3.00
731 721 7.02
487 476 4.63
1,72 149 1.00
406 389 348
472 3.07 —0.57
404 388 3.51

399 386 355

As far as the distributional conseguences are concerned, the pattern is
similar among various scenarios. Though the consequence of reduction in
trade deficit and aid is shared among various groups, the landless and
non-farming groups take the lesser of the brunt (Table V.12).

TABLE V.12 PER CAPITA INCOME EFFECTS OF DIFFERENT

EXTERNAL SECTOR ASSUMPTION.( Average Annual
Rate 1985 to 1990)

Landless

Small farmer

Medium farmer tenant
Medium farmer owner
Large farmer

Largest farmer

Farmer

Rural informal

Rural formal

Urban informal

Urban formal
Non-farmers
Bangladesh

Target decrease
Fixed in Trade Deficit
Trade with Target redu-—

Base Deficit ction in Aid
1.85 1.74 1.65
1.02 0.87 057
0.82 0.62 0.29
0.80 0.61 0.32
0.78 0.61 0,23
0.69 0.62 0.31
1.04 0.87 0.61
257 243 2.08
1.09 1.09 0.85
3.45 343 3.05
4,69 4.88 451
2.84 2.85 253
1.66 1.56 1.27
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But in all the scenarios, the growth rates of per capita real income of
non-farming groups are substantially higher than the farming groups.
Among the non-farming groups it is the urban groups whose per capita
income growth rates decline faster than the rural groups as a consequence
of adjustments in trade deficit and aid. The policy of resource mobilisation
through direct taxation on income and property has redistributional
consequences if applied selectively to the higher income classes and
non-farming groups.

VI. CONCLUSION

The paper has described in depth the applied general equilibrium model
used for preparation of the Third Five Year Plan of Bangladesh. The detailed
specification in section Il (as well as in the supporting Appendices below)in
conjuction with the main features, data and summary results of various
runs offer a transparant guide to the TFYP model and its applications.
Therefore, we will here conclude with only a comment on possible future
use of the TFYP model,

The model is designed to allow easy recomputation with different sets of
policy parameters and data-initialisations. Consequently a large number of
different policy-scenarios dealing with for example international prices and
terms of trade, aid and trade regimes, taxation and income-transfer by the
government or a reduction of population growth can be simulated,
analysing macro-economic and distributional consequences. The
simulation model thus could be an analytical tool for policy-analysis through
special studies. Moreover, it could be used for monitoring from year to year
the short and medium-term achievements during the plan period and the
possible policy-responses.

Long-term analysis and perspective planning can be undertaken with the
current model after reformulation of certain features of the model. Further
to that incorporation of new data from Educational and Manpower Survey
Agricultural and Economic Census and, most crucial, a recent Household
Expenditure Survey and Input-Output table are required to establish trends
and structural changes in the economy with respect to issues such as
landholding patterns, value added and expenditure by social classes, and
input-output relations.

Finally, the complete accounting by sectors and classes through a SAM
required for the model has provided a useful check on the available
data-basis and studies undertaken over the last decade. The exercise has
generated rather precise knowledge about the consistency’and adequacy of
the empirical information on the Bangladesh economy. It is beyond this
paper to detail such evaluation, but it could be useful to indicate some
priority areas of research. Such would include saving and investment in the
aggregate and by social classes, the yield response to various input and
investment-intensities in agriculture and production in the small scale
manufacturing sector.
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Appendix 1. THE LAND DEVELOPMENT MODULE (ldm) [17]
A schematic summary of the structure of the idm is given in figure 1.

LAND OF
EACH TYPE
IN YEAR T.I

BUDGET
AVAILABLE

PROJECTS INITIATION/

PROJECTS IN | 1 CONTINUATION
YEAR T *
| PROJECTS )
IN YEAR T

-

LAND
TRANSITION

LAND OF EACH
TYPE IN YEAR T

AGGREGATION
MATRIX

1

LAND BY CROP
GROWING CAPACITY
INYEAR T

.-—.—-——u————-———.j-——————————-—.—

ACREAGE ALLOCATION
MODULE

We shall briefly explain the figure, The |dm distinguishes a number of
land types of different quality. Also a number of projects are defined. By
carrying out a project, land of, ay, type u istrasformed intoland of, say,
type v, where v has a greater crop growing capacity than.u. Government
is the (only) actor who can decide which projects are carried out and at
what level. The main determinants in the decisionprocessare(i) total
available private and public budget and, because many projects have a
time-span of more than one year, (ii) the level of projects in the pipeline.
Land types that have the same crop growing capacity are thereupon
aggregated. The agoregated land types serve as input for the yield and

acreage componrent of the model.

10—
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Mathematically this can be stated as follows :

Let P be the index-set for projects, with subseriptp (p =1, 2.....m); Let L
be the index-set for land types with subsctipt /(1=1, 2...n); further, we
use tas atime-subscript, thus Lt denotesthe availability of land type /
during period t. The (column-)vector consisting of all elements /jt s
written as  /t. Thus, if we define a row vector e=(1,1,..), e/; isthetotal
area of Bangladesh potentially available for agricultural purposes.
Projects p are described by | x ncolumn-vectors. Elements Tp; denote
the physical input (—) respectively output (+) quantities of land types/ if
project p is carried out at unit intensity. Projects whose duration is
longer than one year are broken down into sub-projects that have a
length of one year. A consequence of the latter is that a number of
intermediary or ‘pipeline’ land types have to be introduced. The set of all
(sub-)projects can then be described by an n x m matrix T, n being the
number of land types and m being the number of (sub-)projects. The
level at which (sub-)projects piscarried outinyeartiswrittenas ot.
The land transition equation can now be described as:

The policy variable has to satisfy :

(i)  the laws of nature:
(@ x 29 (2.2)

(b) >
) 'I"xt + Ift = 0
where T is the Jth row of T and
(ii)y the budget constraint :
¢ % =k (2.3)

where elements ¢ of ¢t denote the costs per unit (acre) of
(sub-)project p carried out in year t and (scalar) k; is the total
budget available for land improvement projects.

Costs are of two different kinds: costs made in Bangladesh, so-called
local costs, and costs made outside Bangladesh, so-called foreign costs.
Because the latter have direct consequences for the balance of
payment, separate book keepings are held. Thus,

cpt - cgt + cgt (2.4)
where g and f refer to local and foreign resectively.

Given conditions (i) and (ii) the policy maker is free to choose whatever
values for x; he prefers. It is however, plausible to assume that
projects that have been initiated in a previous year (i.e. ‘pipeline’
projects) will receive priority over new projects. And also that new
projects are initiated in a ‘balanced’ way (see section 3B below). For
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example in proportion to the quantities of ‘basic’ land types. By the latter
we mean land types that can be upgraded and are not in the pipeline.
Before 2t4+1 is used as input in the yield and acreage allocation
module, land types that have the same crop growing capacity are
aggregated, i.e, :

Et - Fet (2.5)

where F is a b*n aggregation matrix and ¢; a b*l vector, Z. is the
input-vector for the yield and acreage component. In the yield and acerage
allocation module it is assumed that all land that can be used will be used.
However, in the use of some land types operation and maintenance costs
are involved. The total of the latter Vt)' is calcuated as:

v 'dt Et

. : (2.6)
where d, s g |*

; t n vector, element d deriotin )
maintenance costs per unit (acre) of ¢ at g the operation

¢ inyear t. Again a distinction i
made between local and foreign costs. Thus: . i

g
Aot = d g+l

(2.7)
where g and f refer, as before, to local and foreign respectively.
The empirical elaboration of the land development module requires
information on :
(a) projects: types, duration, physical input-output relations and local
+foreign costs,
(b) land types : availability, operation and maintenance costs and crop
growing capacities, and
(c) a function which generates the project levels.

The main source of information for (a) and the operation and maintenance
costs was the National Water Plan Project (MPO, second interim report,
June 1884, volumes IX and X). Data on land availability and crop growing
capacities have been extracted from the BAM-Ip. A function that generates
the project level is constructed after consulting Bangladesh experts. The
actual data that are used in the Idm will be discussed and, in case they are
non-trival, presented in this section.

3.A (BASIC) LAND TYPES AND PROJECTS

Total area of Bangladesh amounts to 35.28x10¢ acres. Of this,
12.689x10° acres are not available for cultivation (forests, water, cities, etc),
2.413x10° acres are used as homestead area and the remainder, i.e.
20.179x10° acres, is cultivated. Depending on the depth of flooding five
basic land types are distinguished in the latter [18;3,19].

(a) Highland, i.e. land which lies either above flood level or is flooded in a
normal year for less than one foot. 5,544x108 acres fall in this class.
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(b) Medium highland, i.e. land which is shallow flooded for several weeks -
in the kharif season. Flooding is normally only 1-3 feet deep. Total area
in this class is 7.983x10¢ acres.

(c) Medium lowland, i.e. land which is flooded 3-6 feet in the kharif-
season. Total medium lowland area is 3.548x108 acres belong to this
class.

(d) Lowland, i.e. land which is flooded 6-12 feet in the kharif season.
2.173x10¢ acres belong to this class.

(e) Bottom land, i.e. land which is normally flooded deeper than 12 feet.
Total area in this class is .931x10° acres.

Apart from these basic land types, land is also divided according to its crop
growing capacity, which is determined by the degree of water control and,
again, by the depth of flooding. The following categories are distinguished :

Kharif season | Rabi season

A, optimal drained and irrigated

B, floods less than 1 foot lirrigated, optimal water control

C, floods betwen 1-3 feet Il, non~irrigated, a rabi crop can be grown
D, floods between 3-6 feet 1ll, non-irrigated no crop can grown.

E, floods between 6-12 feet
F, floods more tan 12 feet.

Thus, as long as no projects have been carried out, highland belongs to crop
growing capacity class B; medium highland to crop growing capacity class
C, etc. If a project is carried out, the crop growing capacity class changes. For
example, if medium highland is drained, medium highland C becomes
medium highland B, etc. Altogether 15 projects are distinguished: 9
large-scale and 6 small-scale. We will give a brief description and the main
characteristics for each of them.



Ahmad. Geest. Keyzer, Mujeri : Equilibrium Model

T

TABLE 1 LAND IMPROVEMENT THROUGH PROJECTS OF VARIOUS

TYPES
Project
Initial Length .

Project Type Land type (Years) Final land types

1 FC and GD MH (C) 2 MH (0.975 B+0.025 Non-Ag.)

2FC and GD ML(D) 4 ML(0.86B+0.10C+0.04 Non-Ag.)

3FC and GD LB (0.7E+0.3F) 8 0.94 LB(0.28C+0.38D+0.14E)
+0.06 Non-Ag.

4FC and PD ML (D) 4 0.96 ML B+0.04 Non-Ag.

5FC and PD .LB (0.7E+0.3F) 8 0.94 LB(0.66B+0.11C+0.6D+0.3E
+0.8F)+0.06 Non-Ag,,

6D and-Ml  H(B) 4 H(0.96A+0.961+0.04 Non-Ag.)

7D and Ml “MH (C) 5 MH (0.94A +0.941 +0.06 Non-Ag.)

8D and MI ML (D) 7 ML (0.93A+0.931 +0.07 Non-Ag.)

9D and Ml  LB(0.7E+0.3F) 9 0.94 LB (0.65A+0.12B+0.6C+0.03D+
0.08E+0.651) +0.06 Non-Ag.

10 DTW Rabi Il 1 Rabi |

11 STW () Rabi lll —  Rabil

12 STW (2) Rabi ll —  Rabil

13 LLP () Rabill —  Rabil

14 LLP (2) Rabill —  Rabil

156 MOSTI  Rabi —  Rabil

Projects legenda

FC

GD

PD

D

Mi
DTW
STW
LLP
MOSTI

[ A N | | O A | B

Flood Control
Gravity Drainage
Pump Drainage
Drainage

Major Irrigation
Deep Tube Well
Shalow Tube Well
Low Lift Pump

Landtype (see above for A to F and | to lll)

MH = Medium high

ML = Medium low

LB = Low and bottom land
H = High land

Manual Shallow Tube Well

The coefficients in the above project descriptions are the main coefficients
of the matric T. The base year for the l[dm was 1980, on basis of data from
BBS and [18,20]. This was subsequently updated to 1985 on basis of [21]
and Planning Commission data.
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3-B INVESTMENT AND OPERATION+ MAINTENANCE COSTS

Table 3.2 shows the investments costs per acre. Following the MPO, a
distinction is made in local and foreign costs. Local costs are either labour
costs or costs of materials that can be produced inside Bangladesh. Foreign
costs refer to costs for goods (machines, pumps etc.) that have to be
imported from abroad. All data in the table are calculated from MPO (volume
IX, tables 30-70), Unlike the MPO, costs of land acquisition are not taken
into account. Operation and maintenance costs are given intable 3.3. Again
a distinction is made in local and foreign costs. Tables 3.2 and 3.3 relateto
equations (2.4) & (2.7).

TABLE 3.2 : Project costs per acre (taka's 1983/ 84)

Project Local costs Foreign costs Project costs
number Total Per year Total Per year Total Per year
1 822 411 246 123 1068 534
2 1300 325 244 61 1544 386
3 2048 256 248 31 2296 287
4* 1196 1196 968 968 2084 2084
b* 1933 1933 1047 1047 2980 2980
6 5700 1425 3428 857 9128 2282
7 6135 1227 3520 . 704 9655 1931
8 6608 944 3521 503 10129 1447
9 5688 632 2457 273 8145 905
10 4008 4008 3795 3795 7803 7803
11 2283 2283 1333 1333 3516 3516
12 1671 1671 1333 1333 3004 3004
13 1134 1134 625 625 1759 1759
14 875 875 625 625 1500 1500
1 5{-& _ L o — — — n=

* Only costs of the last year
** All investment costs are borne by the farmer
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TABLE 3.3 Operation and maintenance costs per acre (taka's 1983/84)

Crop- Yearly costs
growing
Landtype cap.class  Total Local Foreign
Highland A 334 281 53
Medium highland B 118 116 2
- A 396 342 54
Medium lowland & 134 132 2
— B 142 139 3
—_ . A 416 362 54
Lowl.+bottomland FEDC 218 195 23
— B 296 272 24
— A 520 466 54
DTW ' 263 203 60
sSTW 354 316 38
LLP 262 256 6

Source : MPO, volume IX, tables 30-70

To run the ldm numerical values are still required for column vector x
(project intensities), matrix F and scalar kI (= total budget for land
improvement). Scalar k, is exogenous generated by the policy module of the
model. After subtracting costs for maintenance and operation of already
finished projects, an amount k., results for real investments. The alocation
of this is described by x,  ( eq.2.3, altogether 57 elements). Despite
restrictionson %, (eq.2.2 and eq. 23) it willbe clear that as long asthereis
land that can be improved, a positive kt gives the policy maker much
freedom in setting x, .Inthebaserunx, is determined according to the
following principles:

(a) Pipeline sub-projects receive priority over new projects.

(b) New projects, i.e. first year sub-projects, are initiated in some preset
proportion to the land resource available for upgrading. In case projects
use the same land resource, their base year level is set such that total
newly drained/irrigated area in 1980 complies with second five year
plan data as much as possible.

Mathematically this can be described as follows :
2 P:, P, = scaling parameters

x, = (P, G! +p, G) I { 22 : '
G, G° - 57 x 62 coefficient matrices
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Py and Gl refer to new, and P, and G” toold, ie. pipeline
sub-projects. If element Iz is a ‘pipeline’ resource and is requjred as
F 2 : x ¥ Zz

input for sub-project i, element Gi/ =1, otherwise elements G/

are zero. ;

if element it is not a ‘pipeline’ resource and is required as input for
sub-project i, element Gi‘f has a positive value consistent with
principle (b) above.

principle (a) implies that for a given k, (e.g. 2.3) and initial values P; =
P, =0, first B, israisedtooneand thereafter B is raisedtill the
equality sign in equation 2.3 is met.

Starting from a vector . ft-1, it is now possible to arrive at a new vector 1.
Because the latter consists of 62 elements and the yield and acreage
component distinguishes only 6 land types ( _1'; ) @a maping from / into Tt

has to take place (see eq. 2.5). First all pipeline-resources are added to the
original land resources. The resulting 9 land types (6 kharif, 2 rabi and
homestead) are then mapped into It such that the result complies exactly
with the base year.(1985) situation:

TFYP land type Idm-landtype

all season land = 4777 homestead +.0678 B
aus, no water control = 5284 B +.5284 C

aus, optimal water control = A+102988B

aman, no water control = D +E+5 F+.4715C+.5547 B
aman, water control = A+2290B

boro = A+l

APPENDIX II. YIELDS AND ACREAGE ALLOCATICN
YIELD-COMPONENT

Crop vields can improve due to technical progress and increase adoption
of improved techniques. In Bangladesh the average yields of several crops
have however, deteriorated over the past decade especially for the
high-yielding varieties (HYV) of aus and aman. This can be explained by
restricted availability of inputs of adequate quality (such as fertilizer), by
worsened pest-resistance, by deterioration of seed-quality but more
importantly by the fact that more, less suitable land was brought under
cultivation. This can be seen in table B.2. How will this process develop in
the future? Table B.1 shows the actual (1977) and potential yields. The
potentials were obtained on the basis of agrono'm ic expertise.
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TABLE B 1 : Actual and potential yields, 1977

Actual yield Actual/potential
(long ton/acre) vield ratio

Wheat-local .29 .29
Wheat-HYV .80 .38
Wheat .69 .37
Aus-local 47 .69
Aus-HYV 1.37 A5
Aus D7 70
Aman-local .67 74
Aman-HYV 1.27 .66
Aman d2 .73
Boro-local .67 46
Boro-HYV 143 .66
Boro 1.20 61
Paddy-total 71 70
Coarse grains 27 .28
Qilseeds A4 .88
Sugarcane 17.88 .58
Potatoes 440 .83
Pulses 31 71
Other vegetables 274 .69
Fruits 495 .88
Cotton .05 .08
Jute 54 I
Tobacco 48 .90

Source : Bangladesh Agricultural Model, WP 81-06.
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TABLE B. 2: Assumed yield expansion rate in plant period and observed
yield indices for the period 1974-82

Yield Yield indices (1976/77 = 100)
Expansion

rate

(1 +gg 1974/75 1980/81 1981,/82

Wheat-local 1.01 1.00 1.13 1.27
Wheat-HYV 1.01 0.95 0.91 1.03
Aus- local 1.02 0.97 1.04 1.04
Aus-HYV 1.01 1.09 0.96 094
Aman-local 1.02 0.89 1.03 0.97
Aman-HYV 1.01 0.95 0.91 0.75
Boro-local 1.01 0.92 1.10 1.03
Boro-HYV 1.03 1.02 1.07 g iy I
Coarse grains - 1.01 1.02 1.06 1.18
Oilseeds 1.10 0.94 1.03 1.04
Sugarcane 1.00 1.02 1.01 1.01
Potatoes 1.03 0.93 1.10 1.08
Pulses 1.00 0.95 0.88 0.94
Other vegetables : 1.00 1.00 1.00 1.00
Fruits 1.04 1.00 1.04 1.03
Cotton 1.00 1.13 1.13 1.15
Jute 1.08 0.82 1.05 1.09
Tobacco 1.05 0.95 0.99 1.00

Source : Based on Agricultural Yearbook 1983, Bangladesh Bureau of
Statistics

It will be clear that the HYV-yields are still far below their potential.
Therefore the assumption has been introduced that the yields will not
deteriorate further in the Plan period and will even grow towards their
potential at a prespecified rate.

The yield-component operates as follows. Actual yield is taken to be a
weighted average of yield without and yield with a maximum fertiliser
application (with other inputs being applied in optimum proportions as well).
Let C denote the index set for the crop-subsectors with subscript c. For each
crop one can write:

yct-actf'c+{lﬂact)yc (4.6)
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Lo Voo ?c
where are the minimum, actual and the
maximum yield requctively and © . isaweight between zero and one.
A rate of decrease has been estimated/ postulated fon “ct: :

ﬂct=CICt-I/(I +3c)

Table B.2 shows the values obtained for (1 + 5; ). 4.7)

It is not possible to maintain a sustained growth of yeilds without the
necessary increase in current inputs mainly fertiliser, pesticides and energy.
The input requirements per acre can be calculatd as :

Yiet = %t 2 jo ¥ (I_"""i::t)ﬁ ic (4.8)

Where 2ct is the weight specified earlier “ict is the per acre
requirement by crop ¢ for input i. Thus, the input coefficient for crops must
be updated every year and can be calculated as :

At = Vit / Y

so that net revenue per acre shifts with technical progress.

ACREAGE—ALLOCATION COMPONENT

Given the availability of land as determined in the land—development
component, land available for crop cultivation in the different seasons can
be calculated and given the input-output coefficients at the prevailing yiélds
one can determine the net-revenue per acre for each crop. Before crop
production can be calculated the acreage still need to be allocated over
crops.

All - season crops :

From the land suitable for HYV cultivation in the aus, aman and rabi-season
in each season, the area of land under all season crops is subtracted first,
taking a simple {nearly stationary) time trend for these acreages. This
applies for sugar, vegetables (excl. pulses and potato), fruits, cotton. Tobacco
area is treated in a similar fashion.

Aus - season :

The area under aus-HYV is assumed to occupy at most the area with
adequate water control in that season and possibly less, depending on the
ratio of net revenue over cost of cultivation. Aus-local variety is assumed to
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compete with jute depending on the ratios of net revenue per acre. This is
reflected through an estimated equation of the form:'?
= jute T jute B c & jute, t—1 '_fc

T3 ( ( ) ’

2 aus Taus 2 aus, t-1

the statistics of this equation are given in table B. 3. b
where
a denotes acreage,
Y net revenue per acre
(Possible negative net revenues during simulation are entered into the
equation as small positive numbers).

Aman - season :

During the aman-season only paddy is grown except for the all-season
crops and some pulses which in the model are ‘shifted’ to the rabi-season.
The area under high-yielding aman is constrained by the availability of land
with adequate water control,

Rabi-season :

During winter, crops can only be grown on land which has adequate
irrigation and several crops are competing for this land : Wheat-local and
HYV, boro local and HYV, coarse grains, oilseeds, potatoes and pulses. The
acreage for wheat-local and boro-local are however maintainedonnearly
stationary trend since this crop is only grown under very specific geographic
conditions. For oilseeds no significant statistical estimate for _P¢ could be
obtained so that acreage was also maintained on a trend. Table B. 3 shows
the parameter values, t-scores (in brackets) and R?-fit for the equations
which were estimated econometrically- with econometric estimates of
substitutability between acreages ( Cc_ coeffocoemts).

17. The specification can be shown to be consistent with net revenue maximisation
subject to a land constraint under limited substitutability between crop acreages.
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TABLE DR.3.a: Correspondences between crops, lancuse, landtypes and commodities

Acreage mapping i 0 numeraire in ccreage ratio
1-25 point to numeraire in acreage ratio
-1 acreage dependent on revenue/cost ratio or
on land availability
-3 exogenous growth of production
Landuse mapping 1 aus-no water control
2 aus-water control
3 aman-no water control
4 aman-water control
5 rabi
6 all season land
Landtype mapping 1 aus
2 aman
3 rabi
4 all-land
Commodity mapping maps sub-sectors to exchange commodities
Acreage Landuse  Landtype Commodity
mapping  mapping mapping mapping
1 - wheat-local -1 5 3 1
2 = wheat-HYV 8 5 3 1
3 = aus-local 0 1 1 2
4 - aus-HYV -2 2 1 2
5 - aman-local -1 3 2 2
6 = aman-HYV -1 4 2 2
7 = boro-local o | 5 3 2
8 = boro-HYV 0 5 3 2
9 = coarse grains -1 5 3 3
10 = oilseeds -1 5 3 4
11 = sugarcane =1 6 4 6
12 = bovine & ovine meat -3 k|
13 = eggs -3 8
14 = poultry-meat -3 8
15 = dairy -3 9
16 = potatoes 2 5 g 10
17 = pulses 8 5 10
18 = other vegetables -1 6 4 10
19 - fruits -1 6 B 11
20 = fish- -3 12
21 = tea -3 13
22 = cotton -1 6 - 14
23 -  hides -3 15
24 - jute 3 1 1 16
25 = tobacco =1 6 4 17
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TABLE B.3b: Structure of competition between crops and results from regressions

Acreage Land use Bc t— Tc £
map map R? clasticity statistic lagged statistic,
of supply acreage
1 = Wheat-local -1 <)
2 = Wheat-HYV 8 5 .66 99781 (44). 61450 (12.4
3=Aus-local 0 1
4-Aus-HYV -1 2 97 24055 (4.7)
5 - Aman-local =1 3
6= Aman-HYV -1 4
7 - Boro-local -1 5
8=Boro-HYV 0 5
9 - Coarse grains 17 5 8 14019 (.8) 7=
10 = Oilseeds -1 5
11 = Sugarcane -1 6
12 = Bovine & ovine meat -3
13=Eggs -3
14 = Poultry-meat -3
15 = Dairy -3 5
16 - Potatoes 2 5 96 24732 (1.4 5%
17 = Pulses 8 6 25 11440 (1.D)
18 =Other vegetables -1 6
19 = Fruits -1
20 - Fish -3
2]l = Tea . =3
22 - Cotton -1 6
23 - Hides -3
24 - Jute 3 1 J3 55950  (4.142) 33
25=Tobacco -1 6

* Parameter specified exogenously for simulation

Most of the lagged parameters had to be put at a prespecifiedupper bound due to
their unacceptably high outcome (often close to one). The constant =, was scaled
to fit base-year observations. It maybeobserved that results for #. are statistically

quite acceptable for the important crops (coarse grain and pulses are of very minor
importance). The Y-parameter for jute was also set at an upper bound which had
to be quite low due to the nature of the competition between aus and jute and
results from other studies.
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PROCESSING AND MARKETING COMPONENT

Once the acreages and yields have been determined the production levels
with associated input-requirements follow. Then the raw product has to be
processed, transported and traded on the market. This is done through the
corresponding sectors in the |0-table (sector 1-17).

One could treat these processing sectors as 10-sectors which adjust their
supply to the demand for their services. This would be conceptually unclear,
however, since it is the processing sector which has an intermediate
demand for raw material and not the other way around. Moreover, since the
level of agricultural production is known before exchange takes place, it is
not'needed to have supply adjust and also not desirable since international
trade should have the opportunity to adjust. It was decided instead to treat
agricultural processing sectors as non— 10 sectors which operate at a level
determined by the raw—material availability (e. g. paddy) and are
constrained by processing capacity available.

Although such. a formulation deviate from conventional input-output
analysis, it permits to determine input requirements for marketing and
processing and to perform the necessary voulme conversions; (e. g. from
long tons to metric tons, protein equivalents, etc.) through the processing
activity and conversely to calculate farm gate or homestead price by
deducting the unit cost of processing and marketing from the final product
price.

Appendix Il PUBLIC DEMAND CATEGORIES, COMMODITY
CLASSIFICATION AND SECTORS.

PUBLIC DEMAND CATEGORIES

1 = GENERL ADMINISTRATION AND DEFENCE
2 = AGRICULTURE

3 = RURAL DEVELOPMENT

= INDUSTRY
5 = EDUCATION
6 = LABOUR & SOCIAL WELFARE
7 = HEALTH

8 = POPULATION CONTROL & FAMILY PLANNING
9 = POWER & NATURAL RESOURCES

10 = TRANSPORT

11 = FLOOD CONTROL & WATER RESOURCES

12 = PHYSICAL PLANNING & HOUSING

13 = COMMUNICATION
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LIST OF COMMODITIES

COMMODITY CLASSIFICATION
1 = WHEAT
2 = RICE
3 = COARSE GRAINS
4 = FATS & OILS
5 = PROTEIN FEEDS
6 = SUGAR
7 = BEEF & SHEEP
8 = POULTRY & EGGS
9 = DAIRY PRODUCTS
10 = VEGETABLES
11 = FRUITS
12 = FISH
13 = TEA
14 = cotTON & wooL
15 = HIDES
16 = JUTE
17 = TOBACCO
18 = FORESTRY
19 = COTTON YARN
20 = CLOTH
21 = JUTE TEXTILES
22 = PAPER & PULP
23 = LEATHER & LEATHER PRODUCTS
24 = FERTILISER
25 = PHARMACEUTICAL & CHEMICALS
26 = CEMENT, LIMESTONE & CLINKER
27 = STEEL & BASIC METALS
28 = METAL PRODUCTS & MACHINERIES
29 = WOOD & OTHER INDUSTRIES
30 = URBAN HOUSEBUILDING
31 = RURAL HOUSEBUILDING
.32 = OTHER BUILDINGS & CONSTRUCTION
33 = ELECTRICITY & GAS
34 = TRANSPORT, TRADE & BANKING SERVICES
35 = HOUSING SERVICE
36 = HEALTH SERVICE
37 = EDUCATION SERVICE
38 = PUBLIC ADMINISTRATION
39 = PROFESSIONAL & OTHER SERVICES
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TABLE 1: (Continued)
Sector and sub-sector classification

Sectors 1 to 17 are agricultural processing and marketing
subsectors and 43 to 67 are agricultural production (sub)
sectors.

Sectors 18-29, 40 to 42 are non-agricultural non-10 sectors.
Sectors 30-39 are non-agricultural 10 sectors.

1= WHEAT PROCESSING AND MARKETING
2=RICE g i
3= COARSE GRAINS “
4= FATS & OILS i
§= PROTEIN FEEDS
6= SUGAR
7= BEEF & SHEEP
8= POULTRY & EGGS i
9= DAIRY PRODUCTS ¥
10= VEGETABLES

11= FRUITS

12= FISH #
13= TEA .
14= COTTON & WOOL

15= HIDES

16= JUTE

17= TOBACCO

18= FORESTRY

19= COTTON YARN

20= CLOTH MILLMADE

21= JUTE TEXTILES

22= PAPER & PULP

23= LEATHER & LEATHER PRODUCTS

24= FERTILISER

25= PHARMAGCEUTICAL & CHEMICALS

26= CEMENT, LIMESTONE & CLINKER

27= STEEL & BASIC METALS

28= METAL PRODUCTS AND MACHINERIES

29= WOOD & OTHER INDUSTRIES

30= URBAN HOUSEBUILDING

31= RURAL HOUSEBUILDING

32= OTHER BUILDINGS & CONSTRUCTION

33= ELECTRICITY

34= TRANSPORT, TRADE & BANKING SERVICES

35= HOUSING SERVICE

36= HEALTH SERVICE

37= EDUCATION SERVICE

38= PUBLIC ADMINISTRATION

39= PROFESSIONAL & OTHER SERVICES

40= CLOTH HANDLOOM

(e
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41= PETROLEUM PRODUCTS
42= GAS

43= WHEAT-LOCAL

44= WHEAT-HYV

45= AUS-LOCAL

46= AUS-HYV

47= AMAN-LOCAL

48= AMAN-HYV

49= BORO-LOCAL:

50= BORO-HYV

51= COARSE GRAINS
52= OILSEEDS

53= SUGARCANE

54= BOVINE & OVINE MEAT
55= EGGS

56= POULTRY-MEAT
57= DAIRY PRODUCTS
58= POTATOES

59= PULSES

80= OTHER VEGETABLES
61= FRUITS

62= FISH

63= TEA

64= COTTON

65= HIDES

86= JUTE

67= TOBACCO

Appendix IV
LIST OF SYMBOLS AND ABBREVIATIONS

1 TYPES OF VARIABLE
— unlagged endogenous variable
CST constant

FOR forecast value of exogenous variable
LAG (predetermined or) lagged endogenous variable

POL policy variable

In the list that follows CST/POL means that a variable is a constant but
could be specified as a policy variable.

The constants of the consumer demand system and of the agricultural
supply functions are not in the list. !
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2 INDEX SETS AND SUBSCRIPTS

Index set Subscript Corresponds to classification of:
A h Agricultural sectors
c c Crops subsectors
G g Government consumption activities
G+ k Government consumption activities,
taxation and rationing intensities
H h Sectors
I ik Commodities
J i Sacial classes
Sl i Social classes and government
L | Land types
N h Non-10 sectors
N i Non-10 commodities
P p Project of land development
T t Time
LIST OF VARIABLES USED IN THE MODEL
( in alphabetical order )
Symbol Meaning Index set Type
€ Committed rationing (volume) IxJ CST/POL
¥ Flexible rationing (volume) IxJ CST/POL
Iy Input coefficient IxH CST/FOR
3 Domestic transfers received IxJ FOR/POL
 vd Foreign remittance IxJ FOR
5 Qutput coefficient IxH CsT
e Private consumption IxJ* —
o] Unit cost of land development
project P CsT
¢ Unit of land maintenance P -
e Public consumption G -
& Public demand I —
. Capacity expansion (volume) HxJ LAG
eir Expansion of irrigation — —
f Rate of direct tax I CST/POL
r Direct. tax receipts I -
il Input coefficient public consumption I1x G CST/FOR
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Symbol Meaning ) Index set Type
= Input coefficient public investment xH CST/FOR
g & Land development decision matrices
( l1=new, 2=committed projects) PxL CST/POL
,! Investment demand (volume) IxJ* —
z Capital matrix IxH CST/FOR
’ Land resource L LAG
. Income before tax J —
& Income after tax J -
Pt Ration price 1 -
o5 B Min, import, max, export border -
price N —
pB Border price N -
pYL YT Trade price import/export N FOR
p. P Retail, final product price 1 —
g Target on public demand activity G POL
4 Gross production / activity volume H -
q Installed capacity H LAG
Net revenue H LAG
s Savings J =
il Target rates of excise tax I CST/POL
1 Rate of excise tax 1 -
T Land transition matrix LxP CST
WB P Intermediate demand for trade
and domestic processing I —
x Land-development project activity
level P =
¥ Net supply volume I i
o Net import, import, export N -
gt Import quota N CST/POL
- Export quota N CST/FOR/POL
Y Growth target — POL
s Growth realisation - -
[ Weight in ration price index I CST/POL
¥ Gestation lag H CST/FOR
¥ § Depreciation rate H CST/FOR
H Subsidy in wage earnmer scheme (%) _ CST/POL
5 Share in factor returns HxJ CST/FOR
-~ z Target and bounds on flexible
ks rationing adjustments - CST/POL

Realisation of flexible
L rationing adjustment _ -
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Symbol Meaning Indexset  Type
5 B Import, export tariff rate N CST/POL
st i Target and bounds on financial
= policy variables and their ranking G* CST/POL
n Average degree of capacity
utilisation N CST/FOR
T Exchange rate - FOR/POL
3 9 @ Target and bounds on excise
tax adjusment — CST/POL
® Degree of adjustment of
excise tax — -
“-, ' Rate of investment I=J CST/FOR
o} Savings rate J CST/FOR
- Intensity of new and committed
1* P land development — -
% Target rate of mark-up H-N CST/FOR
T Realised rate of mark-up H-N —
Y = Target and bounds on income tax
> 8 R ¢ adiustineat - CST/POL
X Rate of income tax adjustment — —_
=+ i_ {mport/export pro;::essing coef. N CST/FOR
a i - Target and bounds on public
W Wl investment adjustment —_ CST/POL
No bol Maximum debt service ratio
T to GPD - CST
Commodity aid — FOR
Aid in kind and cash - FOR
Project aid — FOR
Interest rate on soft loans = FOR
Interest rate on commercjal loans — FOR
Accumulated debt by maturity
and type — LAG
Caloric/protein content of
commodity I CST
Population 3 FOR

Employment coefficient H CST/FOR
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Appendix V
CONSUMER DEMAND SYSTEM

The consumer demand system as specified in (eqa. 3,1) section Il will be
described [22]. It excludes traditional energy consu mption. Protein feeds,
jute, cotton and hides are not consumed as raw products since jute is only
consumed as jute-textiles, cotton as cloth and hides as leather products.,
The system is specified as follows :

WI=AI + FD; log (Pl’ P) + B; log (Y/ P) (1)
w,=c; +c; logT +¢éi log (Pi/PI) --r|3i log [ZIIPI) 623
where
Z] = WI.Y
log P == DI log 1'-"I
1
Indices :

i commodities
I commodity groups :

{?‘?;togcfgiﬁs - ;’vhc‘at, rice, coarse grains
otler Eood 3 ovine and ovine meat, poultry, dairy fish

. Oi{s. sugar, vege A
nNon-agriculture gar, vegetables, fruits, tea

Variables : tobacco, all non-agricultural commodities
P, commodity price
P price commodity group I
PI aggregate price
Y per caput expenditures on consumption
WI budget share commodity group 1
;i budget share commodity i (in the commodity group)

time (=-1in 1977, 2in 1978, et,c)
Restrictions on parameters

A T l,5D. = s
i 1 1 1’%31—‘0;]31?0

I.t'.x‘=1 E g: = T - -
ier g T 008 o &1 B = 0:8,> 0

The database for the consumer demand system is prepared on basis of the
Household expenditure Survey 1976-77.(BBS) combined with time series
data (1966-1980) on the quantity and prices of consumption items produced
domestically and imported at national level. The time series were compiled
on basis of the Supply Utilisation Accounts for agricultural commeodities and
the disaggregated national accounts for non-agricultural commodities. The
estimation was done separately for the upper level (eq.1) and for the lower
level (eq. 2) using full-information maximum likelihood estimates.
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Parameter values :
(a) Upper level

A B D F
Food grains 2.1581 —0.2739 0.6500 0.6
Livestock —0.4185 00859 0.1029 0.6
Other food 0.0325 0.0233 0.0a7 0.6
Non-agriculture —0.7681 0.1647 0.2000 0.6

95

In principle these figures are the same for each class. However, a

modification is made.

A class-specific shifter is applied to A | for | = grains, in accordance with the
observed base year (FY 77)-shares. To maintain additivity the opposite

shifter is applied for | = nonag.

Class—specific

shifters in A

I= grains I= nonag.
Landless — —
Small farmers +0.01 -0.01
Medium farmers (tenants) +0.01 —0.01
Medium farmers (owners) +0.02 —0.02
Large farmers +0.03 —0.03
Very large farmers +0.02 —0.02
Rural informal — —
Rural formal +0.02 —0.02
Urban informal —0.03 +0.03
Urban formal —0.03 +0.03

(for urban-formal these shifters are added to the shifters mentioned before).

(b) Lower level

bl Food grains
a c 3 B [
“{heat - 0.0720 0.0237 0.0970 0.0000 0
Rice 0.9250 -0.0237 09000 0.0000 ©
Coarse grains 0.0030  0.000 0.0030 0.0000 o

Class-specific shifters are applied to % for wheat and rice in accordance with

the observed base year (FY77)-shares.
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Shifters in

i = wheat i = rice
Landless +0.01 =0,01
Small farmers - -
Medium farmers (tenants) -0.03 +0.03
Medium farmers (owners) -0.04 *0.04
Large farmers -0.04 +0.04
Very large farmers =0.03 *0.03
Rural informal *0.01 —0,01
Rural formal *0.02 —0.02
Urban informal +0.12 =0.12
Urban formal ~0.16 =0.16

B2 Livestock

= c - B ¢
Bovine and ovine meat 0.0819 0 0.1000 00548 05
Poultry 0.0052 0 0.1000  0.0209 0.5
Dairy 0.3082 0 0.2000 0.0912 0.5
Fish 0.6047 0 0.6000 -0.1669 0.5

b3 Other food

[ c 8 B )
Vegetable oils 0.2482 0 0.1269 -0.0373 0.8261
Sugar 0.1329 0 0.1592 0.0484 0.8261
Vegetables 0.8351 0 0.6785 -0.1135 0.8261
Fruts -0.2189 0 0.0344 0.1004 0.8261
Tea -0.0035 0 0.0010 0.0020 0.8261

b4 Non-agriculture

class-specific base year ( FY77) budget share (in total of group nonag )

A,
1
ci= 0
-] i.:' class-specific base year ( FY77) budget share ( in total of group nonag )
B i=-= 0
i 0

Elasticities

Let x; be the quaatity consumed of commodity i (i groupI).

Income elasticity :
“ i B :
D(x;y) = €l # "Ti-) (1 +.W{-
Own-price elasticity (uncompensated) ;

FD
E'(x;» ) =3 iu-m— Wll-mn

Own-price elasticity (compensated) ;

FD )
E°(x;»p;) =8;[(1-D) (__L -D101 . B
" i

$d;

l)+(l—5)(

wi

+ (1=4) (dﬁ'__
1 W

'—1)

1)
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The compensated elasticity has been derived as BY(x;,p;) + E(x; y). E (P, p;)) where
E(P, P;} is the elasticity of P with respect to Pi (=% Dp). Hence the mnotion of

comb:m_at_i?n refers to income compensation and not to utility compensation. Below
the elasticities are listed, computed with the national, observed budget shares of 1977.

Dix;,¥) E'xppp) ES(xp)
Wheat 0.351 —0.928 —0.908
Rice 0.350 —0.328 —0.124
Coarse grains 0.674 —0.998 —0.997
Vegetable oils 0913 —0.447 —0.441
Sugar 1.502 —0.321 —0.310
Bovine and ovine meat 2.705 0475 —0.448
Poultry 2.051 —0.444 —0.423
Dairy 2.326 —0.619 —0571
Vegetables 0.883 —0.420 —0.391
Fruits 2218 —0.768 —0.763
Fish 1.195 —0.489 —0.415
Tea 2560 —0.936 —0.936
Commodities of the 1.565 0.216 0.529

group ‘nonag

Restriction on inferiority

The equations of the demand system imply a decreasing budget share
for grains when total expenditures increase. As can be seen from the
analytical expression of the income elasticity grains can even become
inferior, Then the budget share falls dramatically. It is clear that this
cannot be accepted. Therefore an ad-hoc rule has been imposed on the
system:

When the budget share for total grains according to the equation
mentioned before falls below 20 per cent, then it is first fixed at 20 per
cent after which a scaling is applied to the budget shares of all
commodities (including grains) in order to maintain adding-up.

By this rule some inferiority of grains is accepted. At base year prices the
rule becomes effective at a level of total expenditures which is 50 to 60
per cent higher than the level which the urban formal reached in FY 77.
Per capita grain consumption will then be at a level of 190 kg per year
(after having reached a top at 195 kg). From this point on it will rise
again.

13-
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SAVINGS FUNCTION
The following equation has been specified 1

s=2ca+8 log (I/P)
where

§ = savings rate (with respect to income after tax )
I = per capita income afier tax

P = price index (one in FY77)

'_Ihe funf:tion has been estimated ( ordinary least squares ) from the cross-section
mfo._;n:‘t)alnon contained in the base year (FY77) SAM. Hence ten observation were
avaiable :

Results :

@ = 0957186 (t-value: -5.5)
8 = 0.145618 (t-value: 6.1)

R2 = (.82
P has been specified as:

log P= iy log P -2;% Iogpl.' 77

where the si’s are the same as in the demand system.
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A Strategy for Self-Reliant Growth
for Bangladesh

By AKHLAQUR RAHMAN *

1. Introduction

One general experience of most resource-poor, oil-importing,
low-income developing countries has been that attainment of a fairly
high average rate of growth is not a sufficient condition for the reduction of
aid-dependence over time. Foreign aid has played a vital role in the
development of such countries, but it has also entrapped them in two
formidable crises: the crisis of “debt trap” and the crisis of arrogant “policy
interference” from powerful donors seriously impinging upon whatever
limited sovereignty they had as ‘independent’ nations.

One way out of such “crises of aid-dependence” is to attain a high
degree of self-reliance as quickly as possible. The required planning
strategy for self-reliant growth must ensure the growth of saving and
export at desired rates paripassu with the growth of income. Some years
back we undertook an exercise in formulating alternative planning
strategies [1] for Bangladesh on the basis of a two sector model
containing elements of optimisation over five consecutive five-year
planning periods upto 2001/2, with a Social Welfare function (W)
involving maximisation of gross national product (V) and minimisation of
foreign aid (F). The functional relationship assumed was that W
increases with the increase of V and decreases with the increase of F.

The solutions of the model for the terminal years indicate that in
Bangladesh the marginal rate of saving tends to rise with the rise of
capital output ratio and the marginal productivity of foreign aid tends to
increase with the increase of domestic saving, capital-output ratio and
export.

The optimum feasible solution for the terminal year 2001 /2 indicates that
it is not impossible to reduce our aid dependence from 7.3% in 1981/82 to
1.2% in 2001/2.

* Professor, Depariment of Economics, Jahangirnagar University.
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Section 2 summarises the contents and major findings of our model. The
critical conditions for attainment of the predetermined objectives as well as
the implications of the feasible programmes for required inter-sectoral shift

of incremental resources are briefly discussed in Section 3. Certain
observations are made on the implication of the Third Five-Year Plan for
self-reliant growth of Bangladesh in the concluding Section 4.

2. The Model
2.1 The Contents

The model is essentially of the two-gap vintage. It has two sectors: (i) the
production for import substitution and export expansion and (ii) the
production of all other goods and services- the regular sector. Sector (i)
entails increase of export and /or reduction of current import irrespective of
the type of commodities involved.

The model incorporate two limits: the investment limit and the trade limit,
It consists of 15 variables of which 3 are instrument variables, and 15
equations of which 6 are definitional and 6 are inequalities. For the purpose
of deriving alternative sets of feasible programmes the model was reduced
to 3 basic equations involving only the policy variables.

Two of these equations correspond to equilibrium conditions for capital
and external assistance. The third equation represents a saving function.

The model equations were solved on the basis of estimated parameters
and specified limits for controlled variables first for the terminal year
1981/82 and then for the future terminal years 1986/87, 1991 /92,
1996/97, and 2001 /2. The controlled variables are (a) government current
expenditure, (b) export from the regular sector, (c) export from the trade
expansion sector, (d) net external assistance, and (e) the marginal rate of
saving. These exercises invioved certain assumptions about the magnitude
of the parameters needed for the solution of the model for future plan
periods. Such assumptions were based on our best judgement as wellas on
the consideration of the nature and pattern of changes of such parameters
in similar less developed countries during their transition over a number of
past plan periods. It has been taken for granted that the assumed values of
none of the parameters will decrease in future, and possible increase in
their values will only strengthen the logic of arguments behind the critical
conditions that emerge from our findings.

To indicate the range of policy choice a feasible set of alternative
programmesfor each terminal year has been worked out from the solutions
of the model. The derived set of alternative feasible programmes for each
terminal year has been analysed, following Chenery and Bruno [2], with
the help of two dimensional linear ‘graphs, which in fact represents a
feasible plan of three dimensional graphs, to determine the range of
optimum choice,
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The results derived from the best optimum programmes for different
terminal years are summarised in Table 1.

Table 1: The Feasible Solutions

(Values are at constant 1972 million U.S. dollars)

Variables and 1981/82 1986/87 1991/92 1996/97 2001/2
Parameters

Gross National 751747 9639.19 1209893 1522740 19156.89
Product(V)

Investment (1) 109394 156538 154675 2015.33 2655.60
Investment 0.146 0.162 0.128 0.132 0.139
Rate(l/V)

Saving (S) 546.99 78000 1031.13 167549 243162
Saving Ratio(S/V) 0.073 0.081 0.085 0.110 0.127
Net Foreign Aid (F) 546.99 785.27 51562  339.87 223.93
Foreign Aid 0.073 0.082 0.043 0.022 0.012
Ratio(F/V)

Foreign Aid Invest- 50.00 50.16 33.33 16.86 8.46
ment Ratio(F/1)

Export (E) 441.24 601.34 50387 575.66 658.00
Export Ratio (E/V) 0.059 0.062 0.042 0.038 0.038
Import (M) . 988.24 1365.38 101949 915.55 881.98
ImportRatio (M/V) 0.131 0.142 0.084 0.060 0.046
Consumption (C) 6970.48 8859.08 11067.80 13551.91 16725.27
Consumption 0.927 0.919 0.915 0.880 0.873
Ratio (C/V) :
Marginal Saving 0.1234 0.1099 0.1021 0.2060 0.1924
Rate(S)

Growth Rate (R) 0.049 0.051 0.0465 0.0471 0.0470

From Table 1, one can observe the following:

1.

The maximum growth rates that the feasible optimum programmes
make possible in the terminal years, range between 5.10 per cent in
1986/87 and 4.71 per cent in 1996/97. The rate does not go above
4.70 per cent in 2001/2.

2. Theinvestment/GNP ratio (I/V) is required to rise from 14.55 per cent
in 1981/82 to 16.24 per cent in 1986/87, an increase of 11.6 per
cent. It then drops to 12.78 per cent in 1991/92, and thereafter starts
rising continually.

3. The saving ratio (S/V) rises continually, from 7.3 per cent in 1981/82

to 13.0 per cent in 2001/2; but the marginal rate of saving (S) falls up
to 1891/2, starts rising steeply, and becomes almost doubled
between 1996/97 and 2001/2.
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4, The export ratio E/V increases from 5.9 percentin 1981/82t06.2 per
cent in 1986/87, but thereafter falls almost continually to 3.4 per cent
in 2001/2.

5. The import ratio (M/V) rises in 1986/87 and then declines continually
to 4.6 per cent in 2001/2, and comes closer to E/V.

6. After 1986/87 both E and M fall sharply; thereafter E increases at the
annual compound rate of 1.9 per cent while M decreases at the rate of
about 1 per cent. The total trade volume, therefore depicts a slight
increasing trend. The effects of import replacement is visible, but on
the whole the economy does not become more autarkic.

7. Net foreigh aid increases by about 44 per cent in 1986/87 and then
falls continually to 1.2 per cent in 2001/2.

8. Theforeign aid investment ratio (F/I) falls continually from 50 per cent
in 1981/82 to 8.43 per cent in 2001/2.

9. The behavioural changes in S/V, M/V, and the marginal rate of saving
are directly related to the behaviour of F.

10. Although total consumption rises continually at the compound rate of
3.4 per cent between 1986/87 and 2001/2, the consumption ratio
tends to decline and falls to 87.3 per cent in 2001/2. This is in
conformity with the continuous rise of the saving ratio that the model
envisages.

3. The Critical Conditions
‘Our model requires that certain critical conditions are fulfilled.
1. A firm national decision to undertake a strategy of selfreliant growth.
2. Intersectoral shift of incremental resources in order to realise the
feasible programmes in the terminal years.

The nature and magnitude of such resource shifts can be realistically
analysedonlyin terms of specific commaodities on the basis of sophisticated
interindustry analysis. It was not possible for us to do so. Nevertheless,
based partly on solutions to the involved simultaneous equations, and partly
on our best judgement in certain cases, we carried out such an exercise for
the period 1981/82-1986/87"

It has been found that the realisation ot the best optimum feasible
programme for 1986/87 would entail maximum shift of incre
mental resources to transport, constructions, and power and gas sectors

involving some 12146, 9567 and 31.88 per cent increase of
investment,respectively. Yet, the feasible progamme would require a 56.7

1. This exercise indicated that the achievement of the growth targets of the Second Five
Year Plan would be impossible. The best optimum feasible programme for the
terminal year 1986/87 gave a 5.1 per cent growth rate for GNP as against a planned
average growth rate of 7.2 per cent in the Second Plan period. As the Third Plan
document indicates, the realised average growth rate has come down to only 3.8 per
cent.



104 Bangladesh Journal of Political Economy

per cent increase of total investment in the regular sector. The
corresponding figure for the import substitution and export expansion sector
was 45.2 per cent. The latter represented an acceleration of 215 per cent
over the previous plan period.

3. The administrative capacity of the government. to implement it. This
relates to the administrative ability to formulate and implement
projects, to adhere strictly to predetermined priorities, to reshuffle
priorities if necessiated by unforesee-able exogeneous factors in the
implementation process; and to adopt right type of policies.

4. The maintenance of balance between inter-sectoral demand and
supplies. This necessitates not only the maintenance of utmost
discipline in the planning mechanism, but also frequent adjustment of
fiscal, monetary, and commercial policies.

4.Concluding Observations

The Third Five Year Plan (1985-90) document has recently ‘been
published by the Government of Bangladesh, although its implementation
started some five months earlier. The 8th objectives of the Plan, as is stated
in Chapter ll, is the promotion of self-reliance. Only two paragraphs are
devoted to this objective and a lip-service is paid to self-reliance in the
following words: “An important step towards self-reliance will be to
promote an out-ward looking industrialisation in order to overcome the
balance of payments constraint’.

In otHer words, self-reliance does not seem to be a firm and primary
objective of the present government. It seems to be in conformity with its
avowed policies for rampant privatisation of the economy- a policy which is
being dictated upon us by the dominant aid donors. As a result, Bangladesh
economy has become a complete hostage to the aid donors. There does not
exist even a semblance of freedom in policy making. Reganomics is at its
best in Bangladesh.

Under the circumstance one is not surprised when self-reliance as a
specific objective is not explicitly incorporated in the plan model, when the
model is formulated with huge external assistance and consultants, and
when despite repeated reference to the preponderant influence of nature on
the growth of the economy, very little is said about the development of what
we have called the “import substitution and the export expansion sector”.
And without accelerated development of that sector the economy can hardly
be freed from the shackles of natural vagaries. We are not unconscious of
the difficulties such a country as Bangladesh will face in embarking on the
basic transformation of the economy. But we are alarmed by the fact that the
realisation of that stark reality is absent in the plan document and all the
verbose that goes with it.
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As we have seen, a self-reliant growth strategy requires restraint in
planning for ambitious growth rates. We are happy to note that this ambition
has been restrained in the Third Plan. But the planned investment ratio is
higher than any strategy of self-reliant growth would justify for Bangladesh.
The Plan seems to represent an effort at prolonging Bangladesh’s aid
dependence. It is quite understandable since the present administration is,
politically and ideologically, in—capable of initiating a process of self-reliant
growth in Bangladesh.
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An Optimal Macro-Economic
Planning Model for the Bangladesh
Economy: Strategies for Self Reliant
Development
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Introduction

Since its birth nearly one-and-a-half decades ago, Bangladesh has
increasingly become dependent on foreign borrowing in orderto finance
development.In certain years domestic savings has even been negative
[5].Reduction of dependence on external capital to finance development
has, however, been the professed objective of successive political
regimes in Bangladesh. Real gross domestic savingsratio has increased
from an average of below 1% between 1972/3-1974/5 to 2.5%
between 1982/3-1983/4, reflecting stagnation in domestic resource
mobilisation [5].

The concern regarding increasing dependence on foreign sources for
financing investment is based on several considerations. A few
important ones may be mentioned. First, external indebtedness imposes
an economic burden on the furture generations of Bangladesh without
their consent. Secondly, the productivity of foreign capital has been low
so that debt servicing is increasingly straining the foreign exchange
earnings of the economy. Thirdly, exeternal dependence keeps the
country vulnerable to extra-national political manipulations. Fourthly, it
undermines national self-respect, which can be an imoprtant
non-economic ingredient in creating a social milieu conducive to rapid
economic development.

In spite of these concerns it is generally agreed that it is not feasible
for a resource-poor country like Bangladesh to generate all the

* Visiting Fellow, BIDS and Professor of Economics and Mathematics, University of
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resources required for development domestically. Even so, the striving
on the part of planners must be to raise the domestic component of
investment to at least an acceptable minimum level in the terminal year
of the Third Five Year Plan, i.e., 1989/90.

The purpose of this paper is to quantify the above concerns and design
a macro-economic five-year plan from the vantage-point of
psychological-cum-technological limits to growth.

The Planning Model

The crisis of domestic savings is viewed as being the central problem
of planinng in this study. The model is therefore, focussed on the
potential for generation of domestic savings (investment), given a
stylised characterisation of the process of production, consumptionand
trade in the economy of Bangladeh. The model provides an optimal
sectoral investment plan for each year of the Third Five Year Plan
optimal that is, in the sense of maximum terminal-year gross domestic
output.

The production process is charecterised by a fixed input-output
coefficient technology [3]. Thus, a particular type of constant-returns
to-scale in which there is zero-substitution between inputs governs the
production process. Clearly, this assumption is far more restrictive than
the ones suggested by C-D or CES production functions where the
elasticity of substitution, though constant, is non-zero. Consumption is
exogenously determined by the planner and may be varied to provide
insights into the effects of allocating resources to competing final
demands on GDP. Lower bounds on exports and upper bounds on
consumption imports are also determined exogenously. Thus, exports
targets set by planners, must be met in each year. The upper limits on
consumption imports are set in fixed proportion to targeted
consumption each year. The model then maximises domestic output in
the terminal year, given the stock of capital (capacity) in the base year
and a certain minimum level of self-reliance as reflected in the
saving-investment ratio in the terminal year of a planning horizon of 5
years corresponding with the Third Five Year Plan period (1986-90) of
Bangladesh.

There are some distinguishing features of the model which need to
be borne in mind. First, it is an optimisation model, providing the ‘best’
solutions of macro-economic variables viz., investment, exports and
consumption imports by sectors. Second, it is a dynamic model
specifying the process of capital accumulation over the entire planning
horizon explicitly [1]. Third, the model spans several time periods
(planning horizon ) covering the period 1984/5- 1989/90 i.e., sixyears
and corresponds fully with the Third Five Year Plan Period (1985/6—
1989/90). More precisely, the model is a multi-period, multi-sector
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linear optimisation model with the unigue objective of maximising
domestic savings in the terminal year of the Third Five Year Plan [2].

Serious limitations of data precluded further details to be reflected in
sectoral specification. In updating the 47-sector 1976/7 |1-O table for
the Bangladesh Economy, the I-O table had to be reduced to only 9
sectors, for which sectoral deflators were available. The I-O table could
not be updated beyond 1980/81. Out of nine sectors only two are
investment-generating, viz., capital goods industry and construction.
Data limitations also precluded consideration of resource constraints
with respect to skilled labour and managerial skills. While, the
availability of labour is in general not expected to constrain economic
growth in Bangladesh, the availability of high-productivity labour and
managerial talent certainly constrain economic growth.

Theoretically, each sector supplies its output to other sectors and
itself for use as intermediate inputs, and for final use as consumption,
investment, exports and imports. However, in reality each sector need
not supply its output for intermediate use to all sectors (including itself),
and need not supply output for all categories of final demand
(consumption, investment, exports and imports).

Mathematical Formulation of the Model

Notation
T = number of years in the planning horizon
§ = number of sectors in the economy
Cst = consumption of sectors s in year t
Z(_st = output of sector s in year t
Mst =export from sector s in year t
Mst = total import into sctor s in year t
= import into sector s in year t for consumption
Zst = capital formation from sector s in year t
US = proportion of zst that is imported
Wst - “_us}zst
a,g = current input of sector r per unit of output of sector s
Mg ™ proportion of arsthat corresponds to imports into sector r
. = {Ers]
A =(1-mglag
brs = fixed-capital input of sector r into sector s
B =(byg)
|

1]

identity matrix of order S
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)(t = (X4 )(St ..... X51 )

C, =(Cy Cst - Cgy )

EI :{Elt .A..Esl Est}

M; = (M cer Mgy o Mgy)

Ly =l Zot ~Lgy)

Wy =W,  Wey W)

K‘st = availability in year t of total fixed- capital by sector s.

9, = gestation lag of investment from sector s

1-—65= annual rate of depreciation of capital supplied by sector s

Sectoral Balance

The tot,a_t__l supply of output consisting of domstic production Xstand
import Mst must equal consumption Csfcapital accumulation zstand
export E,. This gives sectoral balance

xst * Mst = Cst * Zst t Est ki gasrxrt (II-1)

82wl M

Using the above notation, (ll—I) reduces to

xst * Mst +1£- msr asrxrt. * pszst =
Za X, + Cop ¥ Be + 2. — (11-2)

re — arranging terms, we have,

L - I- msr)asrxrt: =

r‘ -, -, e e -
“st t Est + (I us)zst Mst (II-3)

or, (I—A)Xt =Ct+Et+Wt—M

t sve (.'H-“

where, the vector AX is the requirment for domestic intermediate goods
to produce gross output X. Since usis the ratio of imported capital goods
in sector s, W, = (1-115)25': ,represents the domestic component of
investment in each sector supplying investment and NLtIS the import
of consumption goods only.
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Therefore,
s |
=(I-4) [ Ct+Et+wt-Ht] B (II-5)
- =1
Letting (I - A) =V = (V ) and C +E +Wt-
We have, ﬂ - F
S
Xrt = X quth = I, i S (II-6)
e=I

The matrix V, therefore, gives the direct and indirect requirement of
domestic inputs to produce one unit of gross output, GDPin the terminal
year T, is given by

GDPp =L (X -Za X)) e (11-7)

substituting for X for (1I-5) into (lI-7)

GDD-E IV (C.+E_ +W < =
[ Sq( qt  qt  “gqt I“iqt:

5 asr Evrq(hqt + eq+ wqt - Mqt)] “sesa (II—B)

re-arranging terms, we get,

GOFy = (Vo TS %ar o) Gt 4

(& ¥ vees (II-9)

) =
84 F asrvrq)(Eq'I‘ MqT)

The assumption of fixed co-efficients for imported inputs in addition to
fixed co-efficient for domestic inputs under-lies equation (lI-2). Thus, along
with zero-subsitution possibilities between inputs of the traditional Leontief
production function, an even more restrictive assumption is made in the
model, i.e., there is no substitution between domestic and imported inputs
in production. The import irstensity of production (mjj}in each sector remains

unchanged along with the technology production (gj; ). While there is little
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doubt that these assumptions undermine the strength of the model in long
-run policy analysis, they do allow a consistant and logical basis for
determination of demand for both domestically produced and imported
intermediate inputs [4] .

For Bangladesh, which faces serious crises in its external payments these
assumptions need not be considered too restrictive. The assumption of fixed
input co-efficient for domestic and imported coefficients also provide much
needed computational convenience in a muiti-sectc:, muiti-period optimal
planning exercise such as this.

Capital Accumulation
The process of capital accumulation in the model is given by

= 6 .
st s ond ¥ Zst:—g5 +1 (II-10)
s = l sea So
£ = 1 saw Tl

where 1-8 is the depreciation rate of capital stock and gg is the invest
ment gestation lag. The solution of the difference equation (I-10) is
obtaned in a straight forward manner as,

(1) 8¢ x vz %8y .

s so Bk s S t—3-g$+lfor t2 gs--(II-ll)
Kst
(ii}ﬁs K, for, t s g +(11-12)

where, '%o is the capital stock available at time zero i.e., in the base
year. Seeting Wye = Z = 0 for t' <1,(I-11) may be restated

st'
as,
t-g
_ st s glz ;

t et 1,0.- T

S= 1.... S



112 Bangladesh Journal of Political Economy

Now using the substitution W used in (4) above,
gt = (1 « 4) Z
(13) may be restated as, s° st
t-g. J
‘K= 68 K+ I %65y '
s J=0 I—-u- 5, t—J-gS‘I' 1 suw (11—14)

s

The Optimal Planning Model

Having discussed the main assumptions under lying the planning mode!
it may be symbolically stated as linear program.

M . B 3 = -
oxtuthel B, E (¥, - DOV MEy ¥ Mop) (11-15)

Subject to: g bsrxrtéiKs,(t-I) sel, voe S#l oes (TI-16)

5 J'ist:wg ‘Pasrxrt = & ng/n P Zst see (I1=17)

s s
eq‘z eq, t = I’.Q!’ T S (11—18)
= I,t--, S
MqtéY th BE LS (11-19)

where the S+| “capital good” represents land which is exogeneously given
and X, is given by (II-5). The consumption C; is exogenously given.

The objective function (II-15) is the second term of{jl-8)above, i.e., gross
domestic savings (upto a constant) and is specified only for the terminalyear.
Savings (S) is the residual of value added (GDP) over consurnption, i.e.,

Sq = GDPn = C

T T T

Substitution of GDP from Il-—9 into the above equality gives,

= = r L I(V_-1L v
E5 4 szq z):asr L qu) CqT # ( sq” “Zsr rq)
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ory, 5= ( ZE V. - LI a LV, A :
s q sq i sT a rq qT qT
= DT Vg = B oag V) (Bt ),
s

where the R.H.S. is the objective function (ll-15) of the optimal planning
model. Thus, the objective function is clearly gross domestic savings minus
a constant.

The fixed capital constraint (Il-16) needs to be expresed in terms of the
decision variables E, W and M. From (lI-5) and (lI-6) above X ..may be
substituted in (II-16) as follows,

S
b V. (C 4B +W M < X
3 - rq gt g )

- «ee (II-20)
vl o gl t gt gt 1

st-

Now using the solution of K ¢4 from (l-14) above and rearranging terms
(11-20) becomes,

S
z b ) 7 =) =
L, - §=1 qutht+eq+Ht Mqt)
t-u -1
s J t-1
L S Wit s 6 z
po Ty o8 ¢ T e OFE)

Since th is an exogenously specified target variable it needs to be
transposed to the right hand of inequality (II2). Thus we have,

°; : Bl
b (E. 4w =M )= 88 W, .=
suy = g1 rq gt t’ j=o l_su S.t-j-1
t-1 J S S -
8 “so L sr L rq gt i (11-22)
8 r=1 -

(3
]
i
3

16—
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In other words, a portion of the fixed capital stocks including land is used
in supporting the targeted consumption and the residual capital stock is
available as a resource to maximise savings in the economy.The ‘less then'
inequality in (II-22) admits the possibility of excess capacity or underutilised
fixed capital in the economy.

Constraint (II-17) is a self-reliance pre-condition. It simply states that
domestic savings must not fall short of a pre-determined proportion of
investment in the terminal year, T. The greater is (the self-reliance ratio), the
greater is the desire to achieve self-reliance and the higher isthe proportion
of total investment financed domestically. To express (Il-17) in terms of the
decision variable E, W and M and move C to the right hand side, X rt mustbe
substituted followed by re-arrangement of terms. Following these steps
(1-17) may be re-stated as,

I (zV, -3 3 a2 CICE M )<+

q sq s rr sr rq qr qr

r (2 vsq - Lz b Vig = 1 : W P

g .5 S r rq - qu qt

P €3 %r B2 8 L~ D0, o« (X038
q s Sq s ¢ ST 1q qt ( )

The constraint specified in (Il-18) simply postulates that exports must
grow at least at a pre-determined rate. The planning agency, therefore
attempts to maintain a target export growth rate for each sector.

Labour in general is another primary resource. However, in Bangladesh it
is not expected to impose constraints to economic growth for a long time to
come. Skilled labour, on the other hand, is a scarce resource. Though, the
‘professional and other services’ sector in the 1-O table, will partially take
account of this scarce factor, ideally a more detailed manpower planning
component in the model is desirable. But sector-wise estimates of skilled
labour resources of Bangladesh are not available.

The macroeconomic optimal planning mode! described in (II-15){11-19)
has.the maximisation of domestic savings (or GDP) in the terminal year of
the TFYP as its objective, while achieving a certain level of self-reliance,
consumption, export and consumption import targets. Since the objective
function and all constraints are linear in the parameters, equations
(lI=15)~(I1-19) provides a linear programming model. This is termed as the
basic model.
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PLANNING FOR DISTRIBUTIVE
JUSTICE

Planning for Distributive Justice in Bangladesh

By S.R. OSMANI*

I. Introduction

It is well-known that development planning of the past three decades and
a half has generally failed to distribute the fruits of development equitably.
As the early fascinaton with ‘growthmanship failed to solve the problems of
poverty and distribution (and quite often the problem of growth itself),
attention was turned increasingly to more direct strategies for equitable
development. ‘Basic needs approach’, ‘growth with redistribution’ are some
of the catch phrases that reflected this new mood.

But experience shows that even this direct approach has not metwith any
great success. In country after country, such attempts have foundered on
the rocks of scarce resources, socio-political impediments and the sheer
administrative problem of bypassing the ‘invisible hand.”" Even the most
remarkable experiment in basic needs satisfaction in Sri Lanka has
eventually been rolled back under pressure from scarce resources.

Development economics is thus caught up in a baffling conundrum: the
pursuit of growth has failed to deliver distributive justice, and yetthe goal of
distributive justice has proved unattainable in the face of resource
constraint which only growth can remove.

According to one point of view, only a radical social transformation,
usually an euphemism for socialist revolution, can solve the problem by
achieving justice along with growth. Most of the proponents of this view
recognise however that the prevalent political realities are not quite ripe for
such a transformation soon. The logical conclusion therefore is that the
achievement of distributive justice is not possible for an indefinite future;
nor is even growth, according to many. There is thus a suffocating aura of
nihilism all around.

Senior Research Fellow, Bangladesh Institute of Development Studies.
1 For a perceptive account of the Indian experience, for example, see [il].
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The present paper is an attempt to break away from the strangle hole of
this nihilism and to offer some thoughts on how the problem of planning for
distributive justice can be approached in Bangladesh with some degree
optimism.

To avoid misunderstanding, let me however begin by stating that the
ensuing discussion is an exercise in the realm of second best. The first best
solution in my view consists in socialising the means of production and
distributing the fruits on the basis of work. The three main resources of the
country-land, labour and water — are all severely underutilised.2 Getting
the underutilised labour to work on underutilised resources in the surest
way of achieving the fastest rate of growth. But underutilised labour cannot
be persuaded to exert itself more if it cannot be assured of a fair reward.
Equity is therefore a necessary condition for growth. The two will be
achieved simultaneously if the benefits of fuller utilisation of resources can
be distributed according to labour input, which is only possible when private
ownership of means of production is abolished.

This is obviously a very simplistic presentation of the argument. But | shall
not elaborate it further for | assume for the purpose of the present paper that
this option is not feasible in the foreseeable future. | shall instead try to
explore if there are more feasible options, even if they be second, third or n-
th best.

The rest of the paper seeks to identify the probable contents of such a
strategy in its broadest outline, and ends with a few remarks on the political
economy of its feasibility.

Il. The Outline of a Strategy for Distributive Justice

Broadly speaking, the policies for distributive justice can be classified into
three groups depending on their point of impact on the process of income
accrual :

(i) Those affecting the ownership of means of production,

(i) Those affecting the flow of income generation, given a distribution of

the means of production, and

(iii) Those modifying disposable incomes after their accrual.

| rule out the first set as a major policy instrument for the same reason that
compelled me to rule out the first-best option mentioned earlier. The third
set of policies, which may be called the redistributive measures, is widely
used as a means of achieving equity. But they have their obvious limitations
in a populous but resource-poor country like Bangladesh. If distributive
justice is to mean something more than an equitable distribution of poverty,
then any programme for distributive justice must aim minimally at liftingthe

2. More than one-third of labour force is unemployed (in terms of mandays), just over a
quarter of land is devoted to HYV technology and controlled irrigation is available to
less than a quarter of cultivated land.
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majority of poor above the poverty line. But the magnitude of poverty is so
monumental in this country that redistributive measures cannot
conceivably be applied in the requisite scale. This leaves us with the second
set of policies as the main feasible instrument.

Two kinds of distribution problem

One qualification is however in order at this stage. Policies aimed at the
flow of income generation are relevant only for those who participate in the
production process in a significant way. But numerous surveys have shown
that the bottom of the income scale is usually comprised of those
households which have a very adverse age-sex composition, and are hence
unable to participate in the production process. M oreover, resource scarcity
makes it unavoidable that even many of the families with a favourabale age-
sex composition will remain at the margin of production nexus for a
considerable period of time, however successfully one conceives and
executes any programme of distributive justice.

Accordingly we may distingush two kinds of distribution problem — one
involves the relatively small but quantitatively significant proportion of
households who are virtually left out of the production process; and the
other involves the majority of poor who are significantly involved in the
production process. We shall call the former the problem of ‘distribution in
the small’, and the latter the problem of “distribution in the large”. Quite
obviously, the strategies for addressing the two kinds of distribution problem
are bound to be different.

‘Distribution in the small’ necessarily requires a major reliance on
redistributive measures such as food stamps, vulnerable group feeding and
preferential access to subsidised public goods and services. Even a limited
form of asset redistribution may be contemplated, such as distributing
‘Khas’ lands to the poorest households. Programmes such as Food for Work,
which belong to the second set of policies, can also be directed to at least a
subset of house holds in this domain, namely those who have a capable
labour force but are nonetheless left out of the production stream due to lack
of opportunities. Generally speaking, the ‘target group’ approach in
particularly suitable for them. But its success depends on adopting a
rigorous and narrow definition of the target group so that resource
requirement for redistributive measures does not get out of tune with the
general situation of resource scarcity.

Growth is necessary for “distribution in the large”

The constraint of resource scarcity also implies that none of these
measures is particularly suitable for solving the much more formidable
problem of ‘distribution in the large’. As mentioned before, equitable
distribution can be ensured in this domain only by mgnipulating the
production process so as to alter the flow of income generation. However,



Osmani : Planning for Distributive Justice 119

the current level of incomes as well as the current rate of growth is so low
that not much can be achieved by merely redirecting the existing flow of
income from one group of receipients to another. A higher growth rate is
thus a necessity for achieving any tangible distributive justice.

One can even go farther than that. It is indeed arguable that in the
prevailing condition of Bangladesh economy, growth is necessary not only
for improving the income distribution, but also to make sure that it does not
get worse. The details of the argument have been presented elsewhere 2]
We shall briefly describe here two lines of causation that run from low
growth to worsening distribution.

Consider first the effect of slow growth of agricultural productivity. It is
well-known that population pressure, coupled with the Muslim law of
inheritance, is ‘constantly leading to subdivision of holdings below the
economic level. The only way to make these miniature holdings
economically viable is to raise the productivity of land through the
application of superior technology. But in reality the diffusion of modern
technology in Bangladesh agricuiture is still very low. As a result, the
households with subdivided holdings find themselves unable to eke out a
living from their meagre land. Many of the small holders are therefore forced
to sell off or lease out their land under distress causing increasing
concentration of land in the hands of large and medium farmers.
Agricultural income is also becoming increasingly unequal as a result; and
since agricultural income accounts for such a large share of national
income, it is naturally having an adverse effect on the overall income
distribution.

The second line of causation operates through inflationary redistribution.
Slow growth of the economy compels the Government on the one hand to
incur large public expenditure, but prevents on the other the raising of
enough revenue. The resulting budget deficit tends to be met by recourseto
bank borrowing, fuelling the fire of inflation. Recently there has been a
change of strategy in this regard, but the inflationary consequences have
remained the same. Unable to extract enough revenue from a slowly
growing economy, the Government is trying to shift the burden of
investment to the private sector. But slow growth limits the investment
capability of private sector too, by restricting the volume of private savings.
The government has tried to make good this gap between savings and
desired investment by operating a liberal refinance policy through the
Central Bank. The result is inflation just as before [7]. Although the
redistributive effect of this inflationary process has not been studied in
detail, there are reasons to believe that it has led to a redistribution of
purchasing power from the rest of the economy to the direct beneficiaries of
liberal bank credit, who normally belong to the richer stratum of the society
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It is thus clear that distributive justice is hard to achieve in a stagnant
economy. Not only will distribution fail to improve, it is very likely to geteven
worse.

The “Pattern of growth” is the crucial factor

However, this should not lead one to the conclusion that growth and
distribution are one and the same problem. It will be wrong to assume for
instance that growth, no matter how it comes, will by itself solve the
problem of “distribution in the large”. It all depends on the pattern of growth.

The notion that the possibility of ‘growth with justice’ depends critically on
the pattern of growth is not a new one. But difference of opinion exists on
that constitutes an appropriate pattern of growth. It will be a central task of
this paper to identify an appropriate pattern of growth for Bangladesh.

Most discussions in this field usually centre around two issues: sectoral
allocation of resources and the choice of technology. One commentator on
the Indian experience has argued for instance that the poor record of India in
respect of both growth and equity can be explained by lopsided sectoral
allocation on the one hand and inappropriate choice of technology on the
other (Mathur 1984). He has suggested that both growth and equity can be
achieved simultaneously by allocating a larger share of investible resources
to basic industries and employing labour-intensive technologies for the
production of consumer goods.

The question of technology also appears to be a prevasive theme in the
Third Five Year Plan of Bangladesh [2], albeit from a somewhat different
perspective. The emphasis there is not so much on labour-intensity as such,
though its necessity is clearly recognised. More importantly, the Plan
emphasizes the need for superior technologies which all improve the
productivity of labour without any loss of labour-intensity.

It is argued in the Plan that poverty, inequality and the lack of growth all
follow simultaneously from the failure to grow out of what it calls the
‘subsistence technology’. The argument runs as follows: Low level of
technology makes for an appallingly low level of income; much is made of
the finding for instance that average return per day from cottage industries
is less than the wage rate for unskilled agricultural labour. Low income in
turn restricts the size of investment which prevents the adoption of superior
technologies. A vicious circle is thus identified in which inferior technology
and low level of income mutually reinforce each other leading to a
downward cumuiative causation.

It is therefore suggested that growth and justice can be achieved at the
same time if the vast reservoir of underutilised labour can be made to work
with superior technologies. A lot of emphasis is therefore given tothe R& D
for technology development, upgradation of skill and diffusion of knowledge.
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The proposed Employment Resource Centres (ERC) at the Upazilla level are
expected to play the most important catalytic role in the process of
technological transformation.

The Plan is certainly right in recognising the need for raising the
technological level of economic activities. Growth can be achieved by
technological upgradation and equity can be achieved if a broad spectrum of
subsistence labour can gain access to superior technology. But the Plan
appears to give insufficient attention to the question of exactly how such a
broad-based technological upgradation can be brought about. And to the
extent that it does, it seems to lay the emphasis on the wrong place.

Disproportionate emphasis is given to the task of creating new
technologies through R & D and making the labour force aware of these
new as well as existing technologies. In comparison, much too little
attention is given to the question of how an impoverished labour force can
gain command over the means of production embodying these
technologies. The question of access or command over technology is in our
view the critical issue. The problem of availability is a relatively minor one.
After all, the Plan itself recognises that a suitable technology exists in
agriculture in the form of HYV technology. As for the nonfarm sector while
the Plan deplores on the one hand the absence of similar technologies, it
also points out on the other that the existing small industries represent a
much higher level of technology compared to cottage industries. In fact the
Plan recommends that small industry be made the centrepiece of industrial
policy in preference to both cottage and large industries, as it combines the
dual virtues of higher labour productivity compared to cottage industries and
higher labour-intensity compared to the large-scale sector. Since this
judgement is made on the basis of existing shelf of technologies being used
in the small industries, it will be hardly true to say that non-existence of or
lack of awareness about superior technology is the primary reason for the
persistence of inferior technology.

The Central Role of Credit Constraint

The question then naturally arises, what prevents the subsistence labour
force from adopting HYV technology in agriculture at a faster rate and also
from making the transition from low-technology cottage industries to high-
technology small industries. The chief impediment in our view is the

‘constraint of credit, in both cases.

Technologies are there though there may be room for improvement; their
existence is also known and the people are also aware that the cost of
applying such technologies will be well covered by the return they will
receive. But there is a crucial time lag between the incurring of expenditure
and the receipt of return. It is normally the function of credit to bridge this
gap over time. But, for well-known reasons that [ need not elaborate here,

16~
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an infinitesimal proportion of institutional credit reaches the rural poor.
They are thus left with the option of either borrowing from the informal
credit market or drawing upon their own meagre reserves. In the first case,
they are usually forced to pay an exarbitant rate of interest and in the second
they apply high subjective rates of discount on future income in view of their
abysmally low level of present income. In either case, a potentially
worthwhile productive activity turns out to be prohibitively expensive. Quite
often, it is more than a matter of high rate of interest or subjective discount;
the requisite credit may not simply be available i.e., the credit constraint may
appear as a binding quantity constraint, specially when the activity involves
prior acquisition of a capital asset.

It may be noted that productive technologies in the non-farm sector are
almost invariably embodied in some capital asset. The same is true for the
irrigation component of HYV technology in agriculture. Even when the
neccessary capital formation for irrigation is undertaken by the State or a
private entrepreneur, the small farmers need access to working capital in
order to pay for irrigation rent and the cost of fertiliser.

Recent surveys show that the small farmers on the average can cover no
more than ten percent of the cost of fertiliser through institutional credit. To
meet the rest out of their own fund or by borrowing from informal market is
an agonising decision for most of them. As a result, while they do try to
fertilise their land as much as they can in the hope of a better future, the
level of application per unit of land is distressingly low. As the price of
fertiliser has gone up over time, the credit constraint has naturally become
even more severe. There is evidence that the farmers have responded by
reducing the level of application still further. Similarly, as the cost of
irrigation is going up, many farmers previously at the margin of profitability
are showing inclination to opt out of irrigation networks [8]. An increasingly
hardened credit constraint is thus making the HYV technology more and
more inaccessible to the small farmers. Both growth and equity are bound to
suffer as a result.

Therefore, the central theme of any programme for distributive justice
must be the elimination of credit constraint in both farm and non-farm
sectors. Only thus can be ensured a broad-based access to superior
technology, which is the esstential pre-condition for growth with justice.
Otherwise, technological upgradation will merely accentuate existing
inequalities by concentrating the fruits of technology to those fortunate few
who are rich enough to overcome the credit constraint.

The Grameen Bank approach has made a most promising start i tackling
the problem in the non-farm sector. Given however its present scale of
operation and its narrow definition of target group, it is yet to make a
perceptible impact on the problem of “distribution inthe large.” Its main role
so far has been to transfer an increasingly large number of households from



Osmani : Planning for Distributive Justice 123

the domain of ‘distribution in the small’ to that of ‘distribution in the large.” It
has done so by giving the assetless an accessto productive asset or working
capital, thus bringing into the nexus of economic activities many of those
who were previously outside or at the fringe of it [3]. This is no mean
achievement in an otherwise hopeless situation where almost nothing
seems to succeed. ‘

Yet, it is intriguing to note that the Third Five Year Plan, and more so a
background document of the Planning Commission (1985), evince a
distinctly skeptical attitude to the role of Grameen Bank. While noting its
usefulness in organising the poor, the Plan holds it responsible for
perpetuating low-yielding ‘subsistence’ technologies. This contention is
based on the finding that the usual rates of return per workday in most of the
Grameen Bank projects are less than the wage rate for an unskilled
agricultural labourer. But this seems to be a rather curious argument to me.
The relevant comparison is not between return in these projects and return
elsewhere, but between what the people involved used to do before and
what they do now. When a destitute woman gives up fuelwood-gathering to
take up ‘Dhenki’ as her means of livelihood, she obviously makes a
transition from a primitive technology to a relatively superior one. True, one
would like to sée a progressive transition to even higher levels of technology.
But anyone familiar with the activities of Grameen Bank will know that such
progression has already begun. If the general level of technology is still very
low, it is only because it takes time to give the poor an increasingly enlarged
access to the more costly technologies. The impatience of our Planners at
the persistence of low-level technology is merely symptomatic of their
wrong approach to the problem which emphasises the level of technology
more than the access to it.

The real constraint to the ability of Grameen Bank to achieve equitable
growth in the long run is not technology, but effective demand for the
products of non-farm sector. Since farming still provides the bulk of national
income, lack of purchasing power in the hands of the peasantry will
inevitably create a problem of effective demand and throttle the expansion
of non-farm sector. We have argued earlier that as in the non-farm sector so
in farming, access to credit is a crucial bottleneck to ensuring a broad-based
access to more productive technology. Therefore both for the sake of
equitable growth in non-farm sector as well as for its own sake, the
provision of credit for the peasantry at large assumes a role of critical
importance. Breaking the credit constraint in agriculture can thus be
claimed to be the lynchpin of any meaningful programme for distributive
justice for the country as a whole.

However, past experience in this regard is not very encouraging.
Providing credit to the small farmer has always proved to be a much more
intractable problem than similar attempts in the non-farm sector. Despite
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many experiments and innovations, the quantum of credit reaching the
small farmer is pitifully low. Holdings of one acre or less, which account for
nearly one-third of all farms, receive only 3 per cent of institutional credit;
per acre of cropped land they receive only one-fifth of credit received by large
farmers; and as mentioned before, the pittance they receive is not enoughto
cover even ten percent of their cost of fertilizer, let alone the other elements
of cost. Recent evidence also shows that the ‘large farmer bias’ of
institutional credit is becoming even more prominent over time [8].

In this overall picture of gloom, it is encouraging to note that the Grameen
Bank has recently turned its attention to the problem of agricultural credit.
But the experiment is still at a nascent stage. More fundamentally, there are
believe some intrinsic problems in agricultural credit which cannot but
make one skeptic .about the possibility of replicating Grameen Bank's
success in the non-farm sector.

It may be recalled that two of the most crucial features of the Grameen
Bank approach are group responsibility and the system of weekly
repayment. It is doubtful if without these two features, the Bank would have
been able to maintain a near perfect repayment record, which has really
been the foundation of its gathering strength.

Of these two, the system of weekly repayment has however some natural
limitations in the agricultural sector. The poor people who are under
constant pressure of immediate consumption, find it so much more
‘convenient to repay their loans if there is a farily continuous flow of income.
Repayment can then be of made regularly out of current income in small
instalments, obviating the need for first accumulating and then drawing
down a savings balance. Most of the activities in the non-farm sector are in
fact of this ‘point-input continuous-output’ type. In contrast, agricultural
operations are more akin to ‘point-input point-output’ type of investments.
Output is harvested at a point of time; and the small farmers are hardly
capable of converting a ‘point output’ into a ‘continuous income’ by phasing
out the sale of crops over an extended period of time. The discipline of
weekly repayment in this case is very likely to come up against a very strong
time preference for current consumption.

It will be interesting to see how the Grameen Bank approach evolves over
time to face this challenge. For the immediate future, however, the problem
of agricultural credit remains as intractable as ever.

Recognition of this reality points to the need for devising a second best
strategy for easing the credit constraint. Giving subsidy to agricultural
inputs is precisely such a strategy. It helps to ease the credit constraint
simply by reducing the need for credit.

Unfortunately however, the current trend of public policy in this regard is
just the reverse of what it should be. Elimination of subsidy has been a
central theme of both sectoral and macro policy framework of the



Osmani : Planning for Distributive Justice 125

Government in recent years. The Third Five Year Plan on its part seems
curiously ambivalent on this issue. When it discusses the problems of
agriculture, it seems to be worried at the consequences of eliminating
subsidy; but when it comes to resource mobilisation, elimination of subsidy
is declared to be an integral part of future policy.

In view of the central importance we attach to the role of subsidy in
fighting the credit constraint, it is necessary to examine the professed
arguments against continuation of subsidy. But a detailed examination of
this issue is beyond the scope of this paper.3 The gist of the matter however
can be stated quite briefly.

Several arguments have been levelled against subsidy at various times by
various people. On the one hand the neaclassical purists have never ceased
to point out that input subsidy is detrimental to efficient allocation of
resources. But we have argued elsewhere that efficiency itself calls for
subsidy when the credit market happens to be imperfect. In any case,
allocative efficiency cannot be a decisive criterion when distributive justice
is an explicit goal of public policy. Another, more pragmatic, line of argument
contends that the small farmers do not enjoy the benefit of subsidy anyway
since they have to buy from the open market at unsubsidised prices. ltis also
argued that input demand is price-inelastic i.e. the benefit of HYV
technology is so large that the farmers will not be discouraged by higher
prices of inputs. Both these contentions are however refuted by factual
evidence.

Finally, it is argued from the macro perspective of resource allocation that
subsidy creates an unbearable pressure on the scarce resources of the
government which can be best utilised by undertaking more productive
investment for agriculture instead of spending it on subsidy. This argument
ignores the point that the more productive investments in agriculture need
not be financed by withdrawing subsidy. The necessary fund can be raised
either by raising additional revenue or by cutting down expenditures in other
sectors. Withdrawal of subsidy can be claimed to be the optimum method of
financing, only if the social cost of these alternative methods is deemedtobe
more than the cost inflicted on the peasantry by the hardening of credit
constraint. This is not the occasion to enter into a detail examination of the
scope of resource mobilisation and expenditure control available to the
government. Suffice it to say that even by stretching one’s credulity to the
limit one will be hard put to accept that there is no expenditure in the non-
agricultural sector which cannot be sacrificed for the sake of retaining
agricultural subsidy. As for sources of resource mobilisation, we need only
point out that much more can be obtained by taxing the rural rich, who are

3. The issue of pricing and subsidy policies in Bangladesh agriculture is examined at
length in [8). The following discussion draws heavily on this study.
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now heavily undertaxed, than can be saved by withdrawing subsidy[4]. As a
matter of fact, the combination of input subsidy on the one hand and higher
taxes on the rural rich on the other would appear to be the best strategy for

achieving equitable growth under the present circumstances of Bangladesh
agriculture.

The prevailing policy regime however is singularly detrimental to the
cause of equity and also perhaps to growth itself. Under pressure from
donor agencies, the Government is relying increasingly on output price
support rather than input subsidy as a means of providing incentive to the
farmers. Several implications of this policy should be clearly noted. Output
price support can in principle ease the credit constraint by ensuring a higher
price for the marketed surplus and thus offsetting the effect of a high rate of
interest or subjective discount. But itis of no help when the problem of credit
appears as a binding quantity constraint. More importantly, it is simply
irrelevant for subsistence farmers who do.not have marketable surplus and
positively harmful to the deficit farmers who are net buyers in the market.

According to some calculations, no more than 30 per cent of the farmers
will derive any substantial benefit from an output price support programme
[1]. The rest will not only fail to derive any benefit, they wilt in fact be worse
off as the credit constraint gets tightened with the withdrawal of input
subsidy. Superior technology will then be concentrated on the lands of the
rich alone, while the poor peasants become increasingly marginalised and
eventually alienated from land by failing to improve the productivity of their
subdivided holdings. This may pave the way for a capitalist transformation of
Bangladesh agriculture, but it will hardly be a blueprint for equitable growth.

The proponents of this policy seem to expect that distributive justice can
nevertheless be achieved by absorbing the impoverished peasantry in the
non-farm sector where superior technology will be made available to them.
This is theoretically conceivable, but it is by no means the most efficent
strategy. We have seen earlier that the policy makers are more concerned
with the level of technology in the non-farm sector rather than the access to
it. Even if the question of access is given greater consideration in future it
should be clear that the capitalist transformation of agriculture will put a
disproportionate burden on the non-farm sector by swelling the labour force
seeking a livelihood there. If the non-farm sector is unable to provide
productive employment to all of them, then not only will the hope for
distributive justice will fail to materialise, it will also sap the vitality of
capitalist development itself by restricting the effective demand for the
products of capitalist farmers. In the end, there will be neither growth nor
equity.

If on the other hand the majority of small farmers can be assured access to
superior technology on their own land, both farm and non-farm sectors can
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share the burden in a more balanced manner. Such a strategy will not only
ensure equitable growth in the farm sector, it will also give the non-farm
sector a better chance to succeed. It will do so in two ways: first, by
minimising the flow of labour into the non-farm sector which is already
badly overstretched, and secondly by lessening its burden of providing
effective demand for increased agricultural output since a part of the
increased output will now be consumed in the household of the small
farmers instead of entering the market.

The broad contours of a programme for ‘distribution in the large’ can thus
be defined by the two-pronged strategy of brining about (1) a peasant-based
transformation of agricultural technology with the help of input subsidy,?
and (2) broad-based access to superior technology in the non-farm sector by
breaking the credit constraint of the poor.

lll. The Political Economy of Feasibility

| had started with the assumption that the first-best solution of socialist
transformation is not a feasible option in the existing political mileu. Implicit
here is the notion that the decision making authority is vested directly or
indirectly in the hands of those interest groups which stand to lose in the
event of such a transformation. These groups are none other than the
dominant social classes who thrive on the inequities of the prevailing social
order and control the state machinery through various means to perpetuate
this order.

The question then inevitably arises: if the dominant classes have the
power to maintain their supremacy, on what ground can one expect that
they will accede to a programme of distributive justice? Will not the strategy
outlined in this paper remain a fanciful dream just as much as the ideaof a
socialist revolution?

I must confess that | do not have the competence to give a fully
satisfactory answer to this question. But | would nonetheless like to venture
a few remarks on an optimistic note, for | happen to feel that a sensible
analysis of this issue is often nipped in the bud by a kind of naive fatalism.

This fatalism in turn seems to ensue from what | consider to be a naive
theory of the State. According to this theory, the State is merely the
executive arm of the dominant social class which will not countenance any
measure that will improve the lot of the poor. This theory is at fault on two
counts: first, there is very often not a single monolithic dominant class but a
conglomeration of several dominant classes whose interests may conflict as

4. This/is not to suggest that input subsidy is a sufficient condition for such
transformation, but merely to emphasise that it is absolutely necessary if the fruits of
technology are to be distributed equitably. Of course, input subsidy will have to be
combined with fixed capital formation in the form of irrigation, flood control and
marketing infrastructure as well as a higher degree of taxation on the rural rich.
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often as they coincide, and secondly, anything that helps the poor need not
be against the class interest of the dominant groups.

As an be illustration of the second point, consider the redistributive
measures that are often undertaken to tackle the problem of “distribution in
the small”. It will be a distortion of truth to contend that the dominant
classes accede to these measures only under political pressure from the
underprevileged. Even if one ignores the humanitarian angle, such
measures may be in the interest of the dominant groups themselves. This
interest is no other than the concern for social stability. The redistributive
measures then represent a conscious decision to trade-off a bit of current
consumption in order to ensure a more secure consumption in future. The
sacrifice involved is not too unlike the one that is involved in the act of saving
and investment. The only difference is that while investment raises future

_income, redistribution prevents a probable fall in future income.

| suspect that the prophets of gloom will not object seriously to the
preceding argument, but will quickly point out that redistributive measures
will be able to do no more than merely scratch the surface of the problem of
‘distribution in the small’, not to speak of the much bigger problem of
“distribution in the large’. On that, | entirely agree. Redistributive policy in a
massive scale is hardly likely to come forth as a means of ‘distribution inthe
large’ even for the sake of social stability. The sacrifice involved in this act
may be too large in relation to the rate of time preference of the dominant
groups. If the danger of social instability is too daunting, the preferred
alternative may be either to resort to draconian represssion or to transfer
liquid wealth to the secure abode of a far away land.

While this prognosis makes eminent sense, | do not believe that it
constitutes an adequate ground for ruling out the political feasibility of all
kinds of programmes for distributive justice. It is to be noted that
redistribution is essentially a zero-sum game in which the gain of the poor
equals the loss of the rich. But not all strategies for distributive justice need
be in the nature of a zero-sum game.

We have emphasised earlier that the problem of “distribution in the
large” is best tackled by altering the production process so that the
underprevileged can share in an enlarged flow of income. When distributive
justice is thus pursued in the framework of ‘growth with justice’, the whole
complexion of the game alters. We now have a non-zero-sum game in
which the poor can gain without cutting the share of the rich. Indeed therich
may even gain in absolute terms, and if there is no feasible zero-sum game
in which they gain more, they may agree to play the non-zero-sum game
out of pure self-interest. The programme for distributive justice out-lined in
this paper is precisely such a non-zero-such game; and that is indeed the
reason for nurturing some optimism about its political feasibility.
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An important question must however be answered at this stage. If a non-
zero-sum game exists and it is politically feasible then why isn't it being
played by the dominant groups; why has the cause of distributive justice
suffered in country after country?

There are several possible answers:; (i) lack of awareness about the
implications of alternative strategies, (ii) dominant groups are under
pressure from their external mentors to toe a particular line, in which case
an otherwise non-zero-sum game may have to contend with a differentkind
of game between external and internal interests, and (iii} conflicting
interests of the members of the dominant classes.

The third answer points to the significance of muiltiplicity in dominant
classes mentioned earlier. While a game may be non-zero-sum in the
aggregate, not all members of the dominant groups may expect to gain out
of it, or at least not equally. The resulting threat to the balance of power may
engender a kind of “institutional sclerosis” where progress becomes
impossible. Mancur Olson (1982) has analysed in the context of advanced
democratic societies how this selerosis inhibits growth and gives rise to all
kinds of economic ills. The same argument may be extended to explain why
non-zero-sum games are not played in the developing countries, as much as
they should be.

What then becomes of the political feasibility of a programme for
distribute justice? Obviously, feasibility depends on whether the balance of
power can be tilted in favour of those members of the dominant group who
are likely to gain the most if the game is played. What is then needed is a
disequilibrating force. Mancur Olson emphasises the role of external
factors, such as war, in disequilibrating the existing balance of power. But it
is also conceiveable that internal forces such as conscious political action on
the part of the subjugated class may also be able to bring about a
disequilibrium in the desired direction.The objective of such political action
would be to form a marriage of convenience between those members of
dominant and dominated classes who stand to gain by playing a non-zero-
sum game.

Such marrriages of convenience across class formations are not
unknown in history. Two episodes in the era of Industrial Revolution are
sometimes cited as outstanding examples. The emerging British
bourgeoisie joined hands with the urban proletariat to repeal the Corn Law

_in order to gain an edge over the landowing class who stood to lose if the law
were to be repealed. The proletariat expected to gain from a lower price of
food, and the bourgeoisie from the cheapening of labour as a result of lower
price of wage-goods. Subsequently however, the landowing class backed
the proletariat in their struggle over ‘Poor Law’ and factory reforms which
went against the interest of the bourgeoisie.

17—
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These two eposodies exemplify that marriages of convenience not only
occur which may benefit the poor, but also it is possible to switch partners
turning one against the other to suit their convenience. The success of this
strategy depnds on a correct identification of the gainers in a game as well
as the existence of a political organisation of the poor which can form the
necessary alliance. These are precisely the conditions for success of the
programme of distributive justice outlined in this paper.

But now | am really beginning to stretch my competence beyond the
tolerance level. So | shall stop at this point and try to summarise the main
contentions of the paper.

IV. A Summing Up

There are two kinds of distribution problem. One, the problem of
‘distribution in the small’, necessarily calls for redistributive measures. The
success of such measures depends on having a strict and narrow definition
of the target group. In contrast, the more important problem, namely the one
of ‘distribution in the large’ can only be resolved by altering the production
process, if the more radical solution of changing the ownership of means of
production has to be ruled out on political ground.

The essence of changing the producton process is to ensure that
underutilised labour can share in a growing flow of income. Growth is
necessary not only for improving the distribution of income, but also to make
sure that it does not get worse.

However, growth and distribution are not one and the same problem.
Distributive jutice can be achieved only through an appropriate pattern of
growth.

An appropriate pattern of growth may in turn be defined as a process in
which labour can increase its productivity through technological
upgradation and retain command over the gain in productivity. The retention
of command requires that the workforce have gies. If the means of
producton cannot be socialised nor can be redistributed to the poor, then at
least it should be ensured that they can hold on to whatever assets they
have as well as share in the ownership of new capital assets. Otherwise,
technological upgradation will only accentuate existing inequalities instead
of meeting out distributive justice. A broad-based access to superior
technology is therefore the crucial issue.

The chief impediment to the process of creating a broad-based access to
superior technology, in both farm and non-farm sectors, is the constraint of
credit. The Grameen Bank approach has made a commendable beginning
in tackling the problem of credit in the non-farm sector. But the problem of
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eredit for the small farmers remains as intractable as ever. The extension of
Grameen Bank approach to the agricultural. sector has certain natural
limitations arising from the peculiarities of production process in
agriculture. In any case, such an extension is still largely in the future.

Meanwhile, giving subsidy on agricultural inputs remains the second-
best strategy of easing the constraint of credit and hence of achigving the
goal of equitable growth. The alternative strategy of providing output price
support and eliminating input subsidy, a policy currently in favour with the
Government, is more suitable for a capitalist transformation of agriculture;
but it does not constitute a blueprint for equitable growth. In fact, it may end
up with neither growth nor equity.

A programme for distributive justice in Bangladesh should therefore be
based on the two-pronged strategy of bringing about (i) a peasant-based
transformation of agricultural technology with the help of input subsidy and
(i) broad-based access to superior technology in the non-farm sector by
breaking the credit constraint of the poor.

This is admittedly a second best strategy compared to the first best
solution of socialising the means of production and distributing fruits
according to work. But it has a much better chance to succeed in the
prevailing political mileu. The essential feature of this strategy is thatitis a
non-zero-sum game in which the gain of the poor need not come at the cost
of the rich.

However, not all members of the dominant classes are likely to gain from
this non-zero-sum game, not to the same extent at any rate. The success of
the programme will therefore depend in the ultimate analysis on forming an
effective alliance between the underprevileged and those components of
the dominant group who stand to gain most. Political action is thus an
essential ingredient of this programme, as it must be for any programme for
the benefit of the poor. The major virtue of the proposed strategy is that the
requisite political action is rooted more firmly in the realm of short-run
feasibility than in the case of more radical options.
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Planning for the Poor

By MUHAMMAD YUNUS *

Introduction

When someone makes an attempt to write a paper on “Planning for
the Poor" he may have either of the following two things in mind: a) he
may feel that in addition to normal planning exercise something extra
needs to be done to address the question of poverty; or b) he may feel
that there are two mutually exclusive kinds of planning : planning for
the poor, and planning for the non-poor; and wishes to discuss the
issues relating to the first type of planning. This paper, to clarify the
position at the outset, attempts to do exactly that.

Poverty is, and should be the central issue of any planning exercise
in Bangladesh. Planning for Bangladesh means planning for the poor.
| don't see how it can be otherwise.

Development Needs to be Redefined

To make sure that the issue does not slip away from the attention of
the planners, | have been pleading for long to define ‘development’
more precisely to fit this specific purpose. | argue that ‘development’
should be defined as positive change in the economic status of the
bottom fifty per cent of the population. If an effort fails to improve the
economic condition of the bottom fifty percent of the population, it
should not qualify to be categorised as development effort. In other
words, if | am looking for a measurement of economic development, I'l]
be looking for the per capita real income of the bottom half of the
population, not the national per capita income.

Elimination of poverty in the most direct manner should be
recognised as the prime task of any planning exercise in Bangladesh.

While deciding whether a large sports complex or road building
project, or power plant, or bridge construction project should be
included in the Plan or not, the basic question which needs to be
answered every time is : Will the project improve the life of the bottom
half of the population better and faster than any other alternative
project?

* Managing Director, Grameen Bank. Professor of Economics (an leave), University
of Chittagong. Opinions expressed in this paper do not reflect the opinion of any
organization the author is associated with.
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Plan, Project and People

Every time a Plan is produced we keep coming up with the complaint
that it is nothing but a directory of foreign - fund, most - often, donor-
initiated projects. Projects are essential part of a plan. What is.so
painful about it is that Plan which takes so much care about dis!:laymg
details of projects, has very little information to offer regarding the
people for whom these projects are designed.

We are told that the Third Plan specifically looks into this issue and
divides the entire population into ten social classes. | congratulate the
Planning Commission for introducing this aspect in the Planning
exercise. | only wished that they had listed the income growth they
desired for each social class during the plan period with bench-mark
per capita income in each class. | also wished that they had assigned
the priority in the reverse order of the position people hold in the social
class (or income-scale); the lower you are, the higher the priority you
get in getting resources, programmes and attention. If you are in the
bottom-most social class, you should get the highest attention of the
Plan ensuring the fastest rate of planned income growth relative to all
other social classes.

Having set this objective the planners then could have moved to find
or design institutions and projects to achieve this objective.

I doubt if the planners had followed these steps in that order. As our
experience goes, actual planning takes place in the reverse order:
projects come before the consideration of the people. As long as this
procedure will continue the poor will have no chance. They will be
discussed in the Plan as a sub - subject to soothe the feeling of those
who are in the habit of looking for some kind words in the Plan about
the poor.

New Methodology Needed

Poverty is not a parade of statistics to overwhelm the reader.
Although there are striking similarities in the faces and bodies of the
people in the Nazi concentration camp and the mal - nourished people
in the third world countries, the two situations are not at all same.
Poverty is a way of life for a huge segment of human population who
have learned to accept and live with it. It is a disease which has a
paralysing effect on mind and body. It is like being surrounded by high
walls around you. Planning for the poor does not mean throwing in
something to make the people inside have a meal or two. Planning for
the poor must help people to gather will and strength to make efforts to
make cracks in the wall around them.
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In the quick succession of development strategies within a
shortspan of time it was rather easy to switch from the rhetorics of
urbanisation-industrialisation strategy to that of poverty-focused
development strategy, but the process of transition is much more
painful and slow when it comes to switching the analytical tools,
methodology, management and implementation mechinery of the
earlier variety of planning.

Most often structural resistances to poverty-focused planning are
over-played by the planners, programme-designers and executives to
detract the attention from their own deficiencies. Weakness in
methodology, design and implementation machinery are
phenomenal. Most of these programmes can be improved
substantially in terms of effectiveness if a new analytical framework
supported by appropriate institutional arrangements is introduced.

The Poor

While a serious concern is expressed regarding poverty, nobody
seems to feel any urge to take time out to figure out with sufficient
clarity who the “poor” are. Conceptual vagueness has done great
damages in the formulation of a poverty-focused Plan. When a basic
concept lacks sharpness in its definition it can lead to strange
situations. Quite frequently one will encounter in literature where
‘rural’ and ‘poor’ are being used interchangeably. Another common
practice is to talk about ‘small’ or ‘marginal’ farmer with the firm belief
that small/marginal farmer is a synonym for the poor. ‘Poor’ may or
may not include small/marginal farmer. It will depend on the
definition decided upon before the analysis began. But in any case the
‘poor’ is a much larger collection of people than the small/marginal
farmer alone even if they are included by definition. In Bangladesh half
the population are poorer than marginal farmers.

In any case, it is conceptually unwise to identify a particular
occupational group, such as farmer, as representing totality of the
poor. Farming in Bangladesh is a male occupation. As soon as we start
substituting the word ‘farmer’ for the ‘poor’, our thinking process
gets drawn into exclusively male issues. One blissfully forgets about
the existence of the other half of the population i.e.the women. If
they are remembered at all, it is always done in their role as minor
helpers of the all-important male members of the household. It is
unavoidably distracting and damaging for any development
programme.

Instead of identifying occupation or location (region) to define the
poor, a conceptually safer policy would be to do it by income-asset
criterion. It would be analytically useful to identify several levels of
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poverty, such as : P1 (i. e. say, bottom 25 percent of population),P2
(bottom 50 per cent), P3 (population below the poverty line).

Within each category of poor, there may be sub-classification on the
basis of region, occupation, religion, sex, age-group, etc. With these
classifications and sub-classifications one can build up a
multidimensional poverty matrix. Each element in this matrix would
indicate a set of specifications for a particular category of poor.
Planners must know which set of elements in this poverty matrix they
are designing the projects and programmes for. Institutions,
programme and strategy will be greatly different depending upon the
target elements.

Theoreticians sometimes stretch this issue about definition to such
a limit that it becomes an exercise in hair - splitting. In this paper we
are not arguing for a sharp definition to achieve some theoretical
perfection, but it is being done for the sake of achieving operational
strength. Society does not provide a sharp line between poverty and
non-poverty. Unless firm demarcation lines are laid out for easy
guidance of the planners and the executives, it would be very easy for
them to slip off from poverty zone to deep into non-poverty zone
without ever realising it. .

Definitions are like navigational markings in unknown waters. They
need to be distinctive and unambiguous. Any definition which is not
clear and precise, will be as bad as having no definition at all. If it is felt
that benefits of a project or a programme should go to the poor, then it
is imperative that one has a clearly defined boundary line so that it
becomes easy to recognise the leakages. Any doubts or confusion in
recognising the border line will erode the strength of the
programme/ project.

Institutions for the Poor

Objectives like improving the economic condition of the poor can be
achieved only through designing and operationalising of appropirate
institutions. We are good at pointing this out, but our record in doing
something about it is extremely poor.

To reach the poor specialised and exclusive institutions need to be
built in all sectors. Institutions which are open to ‘everybody’ hardly
serve the interest of the poor. Non-poor usually take-over these
institutions. Something like Gresham's Law operates here: Non-poor
always drives out the poor, if they are allowed to play the free-
competition game.

Existing institutions, either by design or through evolution, have
become instruments in the hands of the powerfulto helpthemacquire
more and more power. Nobody questions how it all happened that
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way. Rather, one is quick to blame the persons who fail to utilise the
services of these institutions.

Take the case of credit institutions.

They have obstinately stayed with the rich. The poor, who have been
borrowing for ages from the moneylenders at ten percent per
month/week/day interest rate, are of no cocern for the credit
institutions. We shrug off the whole matter by explaining that a bank
needs collateral, but the poor cannot provide collateral. What can the
banks do for them ?

In other words banks must stay the way they are. People have to
change to fit into them. Not the other way around. A bankisabank,
What else do you expect ?

Interestingly, nobody takes the position that a boat is a boat. There is
a boat which cruises well in the inland river, but absolutely unreliable
in the open sea. So we have constructed different kinds of boats—
each one performs extremely well for the purpose it is built. Whycan't
we think of the institutions that way ?

Local government is the most vital institution which deserves the
serious attention of the planners. The smaller the unit of local
government, the more the poor have chances to get their voice heard
and effectively participate in the decision-making.

| have been pleading for “Gram Sarker” for years now. One of the
leading arguments in favour of Gram Sarkar is its smaliness, and
closenesstothe rea lity. With mandatory representation of the poor in
this local self-government body, the poor may gradually play an
effective political role in their villages.

Upazila is a step in the right direction. But it has not gone far enough.
With the institution of Gram Sarkar in the villages, and the provision
for mandatory representation of the poor in the Upazila Parishad we
can build up an effective local self-government network.

7.0 Resources for the Poor

Poverty is not caused by a person’s unwillingness to work hard or
lack of skill. As a matter of fact, a poor person works very hard —harder
than others—and he/she has more skill and time than he/she can
use. He languishes in poverty because he does not receive the full
worth of his work. Under the existing social and economic institutional
arrangements someone else always comes in-between and skims off
the income that was due to him. The existing economic machinery is
designed in such a way that it allows this process of grabbing to
continue and gather strength every day, so that the earnings of others

18—



80

138 Bangladesh Journal of Political Economy

can make a handful of people richer everyday and turn a large number
of people into paupers.

A poor person cannot arrange a larger share of return for his work
because his economic base is paper-thin. If he can gradually build up
an asset-base he can command a better share for his work.

Land to the landless will help build this base. Arguments for land
reform are well-known and well-established. There are other forms of
assets which will improve his economic situation. Credit, for example.
It is a liquid asset. The recipient of credit can decide which particular
tangible form he will convert his asset into. Best of all, credit is
something that a nation can generate at a rate commensurate with its
reguirement.

With financial resources at his disposal, an individual is free to build
his own fate with his own labour. Nothing can match the spirit of a free
human being.

While we are on the subject of credit,| wish to draw attention to
another very pressing matter in this connection. Role of credit has not
been properly appreciated in the economic theory. It has been
assigned only a secondary or even tertiary role, as a facilitator of trade,
commerce and industry. But isnt credit much more than mere
facilitator ? Credit bestows economic power to its recipient . It gives
instanteneous authority to the recipient to exercise command over
any resource. Entitlement or access to credit has great socio-political
implications in any society. Credit can be used as a very effective tool
for deciding who should be getting what in the society. Allowing the
recipients of credit to get away without paying it back, has the same
implication as allowing a person to forcibly occupy somebody else’s
property with complete impunity.

But somehow our society has persuaded itself not to view the
matter that way. Here people achieve fame and glory by not repaying
large sums of bank loans and become more powerful and respectable.
| hope some day our researchers will analyse and find out who gets
what from our credit institutions and at what cost to the society for its
ambivalence. We have stacks of information on land-ownership, but,
surprisingly, we have hardly any information on who has how much
credit and its growth pattern.

Mere Employment Does not Resolve It

Many suggest generation of employment as the solution to the
problem of poverty. Employment does not by itself remove poverty.
Unless designed properly, employment can turn into a handle to
perpetuate poverty. Employment may mean being condemned to a life
in squalid city slums or working for two meals a day for all his life.
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Removal of poverty must be a continuous process of creation of
assets for the poor at a steady rate. Poor people know what they must
do to get out of the rut. But the people who make decisions at the top
refuse to put faith in their ability.

Investing on the Poor Makes Economic Sense

Planners who place the growth issue at the central place in all their
thinking find it difficult to allow resources to be placed on poverty-

focused programmes, which they classify as having very low

contribution to economic growth.

This view needs to be challenged. This conclusion is based on
wrong economic stipulations. Improvements in the economic position
of the poor have more growth potentials than they are credited for.

To illustrate the point one can draw attention to the fact that the
increase in the income of the non-poor tend to be spent on imported
goods, and urban industrial products, pushing the economy more and
more towards external dependence for consumer goods, and creation
of a technological regime which has roots in advanced countries. This
economic and technological dependence set the forces in action
which ultimately destroy the inner strength of the economy.

In contrast to this, any improvement in the income of the poor
generates demand for goods and services produced within their own

~ neighbourhoods, mutually supporting the various traditional

occupational group. This creates an environment for higher economic
activity for everybody around. A sustained programme of supporting
the increased income for the poor can generate forces which may
initiate a self-reliant, expanding economic system.

Once activated, millions of small people in this country with their
millions of pursuits can create the biggest economic wonder. But how
does one activate them ?

Does anybody have a Plan ?
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MONETARY AND FISCAL POLICY

Development Banks in Bangladesh: Problems and
Policies for Third Five Year Plan

By MUHIUDDIN KHAN ALAMGIR *

In the present context of Bangladesh, in operational terms, the pace and
the quality of our attempt at development may be taken as indicated by the
set of measures directed at (i) creation of additional production capacity and
(i) depauperisation. Despite the potential capacity creation, there has been
no progress in alleviation of poverty. In the light of pauperisation suffered by
the majority of the people in the past plan periods and the present
magnitude of the landlessness and assetlessness, unemployment, poverty
and malnutrition, depauperisation has come to be accepted as the directly
pursuable other important objective of development efforts'. Viewed in this
context, development banks in the country may be said to be constituted of
those banks and financial institutions that directly finance creation of
additional production capacity and measures for depauperisation2. Within
the same meaning, development banking is connotative of that part of the
financial system that in terms of institutions, instruments, laws, rules and
regulations and set policies facilitate: (or obstruct) creation of additional
production capacity and depauperisation of people pauperised over years.

As a set of institutions, Bangladesh Krishi Bank (BKB), Bangladesh Shilpa
Bank (BSB), Bangladesh Shilpa Rin Sangstha (BSRS), Investment
Corporation of Bangladesh (ICB) and Grameen Bank (GB) together with the
long term lending parts/departments of the nationalised commercial banks
(NCBs) and Samabaya Bank (SB) and the private investment companies are
development banks. Of these BKB and BSB are legally defined banking
companies fully owned by the government; BSRS and ICB are statutory

* Managing Director, Bangladesh Shilpa Bank. The views expressedinthis paperare
the author's personal ones which do nat necessarily reflect the views of the
organisation with which he is associated.

1 Depauperisation was reassessed as the prime goal of development efforts in mid
70s by Adelman [14]. Ten years after, Bangladeshi planners have accepted the
logic. [1; Ch-lI].

2. Development banks as stated in this paper are synonymous with development

financing institutions or DFls.
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corporations dealing in long term lending. BSRS operates in long term
lending in same fields as does BSBE; it is different from BSB in as much as
unlike BSB it does not accept deposits for banking purposes. ICB is owned by
the government and the relevant parastatals and private investors?. lts main
operations include provision of bridge finance, equity support and
management of investment accounts. GB set up in 1983 under the
ownership of the government (60%), and its own borrowers (40%), provides
credit in cash or in kind with or without collateral security to landless
persons for all types of economic activities including housing but excluding
business in foreign exchange transaction [6; Article-18]. Its activities are
directed towards depauperisation through capacity creation under the
ownership and management of the depauperised-to-be. In the Second Five
Year Plan period, NCBs were pressed for providing capacity creative credit in
industry and inventory creative credit in agriculture. In industry such
provision by NCBs amounted to 157 units with a total investment cost of Tk.
124.4 million*, Of the total materialised industrial investment in this period
this constituted not more than 14%. The inventory creative credit given to
the agriculture by NCBs was extended mostly against conventionally
acceptable securities/collaterals and as such cannot be termed as directly
depauperisative. Recently 3 operative investment companies, namely,
Investment Promotion & Development Company (IPDC)?, Saudi Bangladesh
Industrial & Agricultural Investment Company Ltd. (SABINCO) & and
National Credit Ltd.7 have been set up. A few months back IPDC sponsored
with foreign collabortation an industrial leasing company also. Their
operation in the economy is at a nascent stage and remains yet to be felt. SB,
restructured in 1977 on Bangladesh National Co-operative Bank Ltd. (1972)
is owned by the tiered co-operative banks and societies involving, for all
practical purposes, management as per directive of the government. In
1984-85, its loans and advances totalled Tk. 220 million of which Tk. 180
million was short term. Ignoring the off-quoted predatory influences of the
‘patrons’ in the system, one may say, its credit, though minuscule, is both
capacity creative and depauperisative if operated under conducive
perceptions.

3. Private investors own 25% of ICB's share capital; the extent of government
ownership is 27%, the rest is owned by Bangladesh Bank (12%), BSB (6%). BSRS
(6%}, nationalised commercial banks (15%), and Sadharan Bima Corporation (9%).

4. In this umbrella, the 2 recently denationalised Pubali Bank and Uttara Bank are also
included. This estimate is from [7].

5. IFC, CDC, DEG & Industrial Promotion Services (Switzerland) collaborated as co—
owners with the government in setting up IPDC.

6. Government of Bangladesh .and the Government of Saudi Arabia jointly owns
SABINCO.

e Set up as a public limited company entirely under private ownership.
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In 1984-85, the total agricultural credit given from the institutional
sources amounted to Tk. 11,310 million. This constituted 4.8% of the gross
value of agricultural output and 13% of the total loans and advances made
by all banks [1, Ch.IX]. Of this, 60% was accounted by BKB, 29% by NCBs
(including Pubali Bank and Uttara Bank) and the rest by SB. The commercial
banks in the private sector including foreign banks did not make any
discernible investment in capacity creation or towards depauperisation. Of
the total advancees given to agriculture, not more than 15% may be
assumed as capacity creative and not more than 5% as directly
depauperisative. The rest was given as working capital and/or for creation
of short term inventories. The loans and advances amounting to Tk. 391
million given by GB in this year were both capacity creative and directly
depauperisative [10, 12]. Of the total industrial credit of Tk. 920 million
provided for capacity creation in the same year, 86% was given by BSB
(62%), BSRS (18%), ICB (6%) and the rest by NCBs (14%). Altogether 14% of
all loans and advances from the banking system in 1984-85 may be said to
have been channelled for capacity creative and directly depauperisative
efforts; the share of bank credit given to directly depauperisative efforts
under a favourable set of assumptions amounted to not more than 3.25% of
the total. This scenario may as well be taken as a straightforward reflection
of the decade in the immediate past, if not earlier.

As of now all these development banks deal in usual depository financial
instruments as are operated by the commercial banks. No financial
instruments appropriate for or conducive to long term deposits and
advances was introduced or adopted by these banks in the past decade. In
December, 1984, of all bank deposits, fixed deposits for 3+ years amounted
to not more than 16.5%. Only in recent years, some commercial banks
(other than the foreign banks) introduced pension deposits. Two foreign
banks introduced certificates of deposits; the results obtained are yet
unclear; the other commercial banks did not show much interest to adopt
these. Non-depository instruments like commercial and government bills,
long term corporate debt instruments and the like with an active and
sensitive secondary market have vet to make their entries in the capital
market. The Dhaka Stock Exchange, at the end of 1985 was listed with only
63 public limited companies with equities (face value) worth Tk, 202 million.
During the Second Five Year Plan period, public subscription amounted to
not more than Tk. 147 million. Such siow growth of non-depository
financial instruments has, in contrast to a not very unsatisfactory growth of
monetisation, (Mz/GDP) been estimated at over 32% in 1984-85. While
monetisation of the country increased over time, intermediation did not
orogress as much; money economy widened but the corresponding
(financial) deepening of the economy remained vet to be matched with the
expansion of sphere of monetised transactions.
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The financial shallowness of the economy is manifested in concentration
of all (bank) deposits in commercial banks; currently 94% of all deposits are
accounted by commercial banks; BSB & BKB account for the rest (6%).
Deposits of GB & SB remain as yet a minuscule [9;43] of all deposits 28% is
accounted by public sector and the rest by the private sector; of all loans and
advances made by the banks, 35% is taken by the public sector and the rest
by the private sector; of all deposits 17% is generated in the rural areas and
83% in the urban areas, the rate of growth of deposits in rural areas over the
decade being higher than the rate accounted by urban areas®. Of all loans
and advances, rural areas receive 20% while urban areas the rest. And of all
loans and advances from the banking sector 432 accounts each of Tk. 10
million and over constituting 0.01% of total number of accounts receive
35.5% while 491817 accounts (11.4% of total accounts) of less than Tk.
1000 each receive 0.7% [9;79, Table-XlI], advances given as working capital
amount to over 140% of the total demand deposits [15].

The set of laws under which the development banks have been operating
are : (1) The Negotiable Instruments Act, 1881 (2) The Contract Act,1872(3)
The Bankers’ Books Evidence Act, 1891 (4) The Code of Civil Procedure,
1908 (5) The Companies Act, 1913 (6) Foreign Exchange Regulation Act,
1947 (7) Banking Companies Ordinance, 1962 (8) Bangladesh Banks
(Nationalisation) Order, 1972 (9) Bangladesh Bank Order, 1972 and (10)
various Orders under which BKB, BSB, BSRS, ICB & GB were established
[2,3.4,5,6]. In addition, in case of BKB, BSB & BSRS and GB, the provisions
of the Public Demand Recovery Act, 1913 are applicable. Sifted purely from
the operational experience, these relevant acts, orders and the procedure
resulted in a number dysfunctional inconsistencies.

In the first place, the development banks as designed in the relevant laws
framed in the 70s and 80s, embody a policy induced financial innovation
needed for funding specific projects in agriculture, industry and
infrastructure having an appropriate mix of debt equity investments denoted
in some cases in both taka and foreign currencies. Designed as such they
are left to operate under general laws and procedures enacted in most cases
a hundred years back in days of financial calm and insulation of the
domestic economy from interlockable international influences. These
cannot effectively meet present day problems of the development banks
relating to sharing of risk originating in exchange rate fluctuations,
survivability of enteprises through renegotiation of contractual obligations,
restructuring of capital, directed funding of venture investments,
optimisation in a regime of structured lending and deposit rates, to list but a

8. Between 1972-73 and 1982-83 rural deposits grow at 28% per year and the urban
at 20% per year [Il].
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few. More important, positive preference of both lenders and borrowers for
expeditious settlement of disputes centering around intricate and inter
woven financial transactions involving purchase and procurement both
within the country and without is at definite variance with the time
consuming and procedurally overweighted adjudication unattractive as
operation-spurring financial redress to the banks. As a result it has become
difficult for the development banks to impose penalties or foreclose on
defaulters. In far too many cases, for the sake of expendiency as well
providing a cosmetic cover to their accounts, these banks have been
foresaking foreclosure and refinancing the delinquent borrowers.

Secondly, excepting ICB & GB and that too for specifiable periods, all
these banks are subject to taxation on the ‘accrued’ rather than realised
income as (tax) base. This did not allow them adequate scope and resources
to build up loanable funds for general or specific purposes® .If these were
allowed to do so, for a general purpose of capacity creation, the size of
loanable resources at their disposal would have been much more than what
could usually be spared out of incessant need of the government to meet
unavoidable non-development expenditures. A gradual building up of
loanable fund for a specific purpose of supporting venture investment,
underdeveloped area or low-income or pauperised groups would have been
in conformity with the specific development objective as has been
mentioned in all previous plan document. As such funds were not set up,
lending capacities of these banks remained limited on the basis of (i) paid up
capital (i) loan taken from/through the government and (iii) loan and
refinancing from Bangladesh Bank and (iv) deposits inadequate in terms of
size and duration for both general and specific purposes. In addition,
absence of a specific purpose fund do not allow these banks, as it did not in
the past, to apportion the risk originating in directed extension of credit on
grounds of social objectives or group predilectives.

Finally, the aforesaid laws and the rules and regulations framed under
them do not necessarily meet the problems centering around the recent
- ‘globalisation’ of capital and commaodity markets and prepare these banks to
accept the opportunities offered by it . In addition to the requirement for
obtaining prior permission to participate in the international capital market,
the provisions of Foreign Exchange Regulations Act, 1947, make it
procedurally impossible for the development banks in the contracted time
dimension of today to negotiate loans from the international market and to
explore opportunities in terms of wide range of financial instruments for
buying, selling and hedging all in order to obtain the required mix of capital

Q. This situation is in contrast with the provisions for (i) setting up a development fund
by the Industrial Development Bank of India and its (ii)an exemption from income &
income related taxes [16].
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investment. This is continually widening the gap between the global
financial system with surplus funds at its disposal and the system in which
Bangladesh is required to operate in scarcity.

Inadequate long term deposits, and an almost total absence of non-
depository financial instruments in a still a shallow capital market coupled
with limitations on growth of loanable funds at their disposal have made all
these development banks almost entirely dependent on the government as
the fount of all investible resources. In case of GB, an avenue for setting up
and augmenting a loanable fund exists in as much as it has been made
exempt from (income) taxation for a specifiable period and its net annual
proceeds are apportionable for purposes other than depositing into the
government'’s consolidated fund. Similar scope exists in case of SB also. But
a very late start of operation of GB and a low paid up quantum of equity
capital and shallow deposit base of SB do not make them count as fount of
sizeable resources by themselves. The probelm of low availability of funds
thus continues to loom large for further compounding on account of the low
level of technological development of the country.

In the Third Five Year Plan period (1985-20) over 35% of the planned
outlay amounting to Tk. 136,000 million has been envisaged to be capacity
creative private investment. About 84% of the envisaged private investment
has been slated for agriculture, manufacturing, energy, transport and
communication, education and health sectors stipulating support from the
relevant development banks and promotional institutions [1, Ch. VII].
Following experience in the past, a minimum of 75% of this quantum of
private investment i. e. Tk. 102,000 million will have to be provided from the
development banks as loan and equity support in order to realise the same.
This quantum of investment is presumably capacity creative and
consequently exclusive of the required funds required for depauperisation
measures and working capital. The present deposit base, (available) paid up
capital of the development banks and the stipulated loans and grants
from/through the government for relending through them cannot meet this
requirement of envisaged capacity creation through private enterprise.

To a considerable extent, the quantum of loanable funds required to
support private investment could have been augmented through effective
recycling of funds already loaned out. As things stand these days, the
possibility on this count appear to be rather remote. On the last count, on
June 30, 1985, overdues of agricultural loans amounted to Tk. 10,700
million, industrial loans 17,680 million and loans given by NCBs (excluding
Uttara Bank) Tk. 4023 million'®, Altogether amounting to Tk.32,403 million,

r— — -

10. Source : Finance Division, Government of Banaladesh.
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this quantum oi overdues constitutes about a third of the credit required for
envisaged private investment in the Third Five Year Plan period.

Underlying the limbo in recycling of (developmental) credits are wide
variations in rates of institutional repayments. Starting with 7% repayment
rate of BSRS at the bottom, it risesto 14% for BSB, 21% for ICB, 33% for BKB
(in respect of capacity creative agro-industrial loans), 65% for NCBs and
98% for GB. Allowing for ‘lemons’ dumped upon or selected on non-
economic considerations, in case of industrial projects funded by BSRS,
BSB & ICB, as it appears, the largest and conventionally collateralised loans
failed to be repaid while in case of BKB & GB, the smallest, at times not
adequately collateralised were paid back. The legal administrative frame of
the system thus seems to have delivered discipline largely on the small-
asset enterprises and the assetless; the effects of soft corner retained for the
large-asset borrowers encouraged them to stonewall almost all measures
to ensure due repayment.

For default in repayment of agricultural credit, leakages or emissions in
the process of disbursement, ineffficient use and successive loss of crops by
farmers due to floods and droughts have been cited as reasons [1,Ch.VII].
Compared to the performance of GB, the main reasons.seem to be centering
around supervision of end-use of credit and administrative and legal
measures for recovery. In case of widespread default in repayment of
industrial credit, the obstructive factors have manifested in terms of (i)
increase in nominal burden of repayment in taka for loans taken and
denominated in foreign currency due to depreciation of taka vis-a-vis the
relevant foreign currency (ii) increase in interest burden due to long
implementation period not envisaged at the time of project appraisal, (iii)
award of concessions and rebates by the banks and the government to
defaulters and not regular repayers coupled with laxity, both administrative
and legal, in applying firm recovery measures, and (iv) unforeseen
difficulties in operation due to inappropriate selection of machinery, adverse
macro-economic changes and inept management. Of these (i) has already
been taken care of under the provisions of the Scheme For Absorbing
Exchange Rate Fluctuation of All Term Foreign Currency Loans (EFAS) as
was enunciated by the government on August 28, 1883 and December 27,
1984'2 Under Part B of this Scheme, remissions and concessions totalling
over Tk. 670 million has been given/slated to be given to 458 industrial
concerns, funded with loans in foreign currencies before July 1, 1983 by

11. The anti-investment effects of grave consequences of widespread default have
been spelt out in [7; 4-7].

12. Bangladesh Gazette Extra Ordinary, August 28, 1883 and December 27, 1984. The
Scheme as was enunciated on August 28, 1983 was amended substantially on
December 27, 1984 providing, by & large, for additional benefits.
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BSB and BSRS.These remissions and concessions,when everything is said
and done on the Scheme, is more than what may be deserved by these
concerns on grounds of (a) rate of depreciation of taka vis-a-vis the relevant
foreign currencies relative to increase in the domestic price level in case of
import substituting units and (b) change in the price of imported raw
materials relative to change in export prices in case of export industries[13].
As per provisions of Part A of the Scheme loss of industrial concerns funded
with foreign currency loans after July 1, 1983, on account of adverse
change in the rate of exchange between taka and the relevant foreign
currency has been made compulsorily insurable through payment of
exchange risk premium at 2.5% of the outstanding loan per year. Assuming
that the rate of depreciation of taka (relative to the relevant foreign currency)
will be more than 2.5% per year, the ‘excess burden’ of repayment will have
to be borne by the government in such cases. Under the provisions of the
New Industrial Plicy (NIP) adopted in June, 1982, along with the relevant
implementation facilitative measures, interest on loans accruable during
the construction period has been made repayable after a grace period of 3
years in 5 years at a smiple contractual rate of interest. Following a
reasonable estimate, not more than 20% of industrial loans given by
development banks may become non-performing ones due to unforeseen
difficulties in operations and adverse macro-economic changes. But in
Bangladesh the practice of giving concessions to defaulters instead of
regular repayers coupled with the fact of remissions already
given/announced under EFAS recently and received by them as per
governmental instructions and policies pursued by BSB & BSRS earlier, has
_nourished fresh hopes on their part to obtain segregation of ‘the overdues’
of these institutions as a first step towards writing off. In this process they
have even demanded representation in a committee to scrutinise and
finalise ‘overdues’ owed by them to these banks, ironically befitting a design
following which defendants assume the roles of judges.

ihe process of compounding the problem originating in the inadequate
loanable funds due to the continuance of low technological development
may be explained in terms of complusion to import plant and equipment and
spares from abroad in sync with acquisition of land and construction of
buildings, etc. of development projects. Other countries, notably India and
South Korea have already laid industrial foundations capable of producing
most of the capital goods at home. Given such an availability in their cases,
provision of debt-capital in appropriate proportion to equity in domestic
currency results in setting up of additional production capacity. In case of
Bangladesh, over years no fruitful attempt was made to lay the foundation of
capital goods industry. As a result, given our general inability to allocate
export earnings to import of capital goods, dependence on external aid
giving agencies for providing the needed foreign exchange to the
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deviopment banks directly or through the government is almost
insurmountable at present. In case of depauperisative measures, and
conventional agricultural investment, taka loan may deliver the good; in
case of industrial projects, the foreign currency remains the crucial
component of the required mix.

In the face of requirement for importing overwhelming portion of capital
goods needed for capacity-creative investment, the dismally low rate of
repayment of term loans has already led World Bank/IDA, ADB, KFW and
others to freeze the continuing lines of credit to BSB, BSRS and other
relevant financial institutions of the country. The planners of the Third Five
Year Plan wanted to turn this adversity into an opportunity by encouraging (i)
local manufacture of capital goods (ii) capital-light and labour-heavy
investments and (iii) joint—ventures and use of supplier’s credit [1, Ch.10],
Given the low base for manufacturing capital goods within and indication of
incongenial investment climate in general and entrepreneurial inability in
particular reflectable by wide spread default of industrial loans, the such an
intent of the planners to turn adversity into opportunity appears to be overly
optimistic.

Besides generally reducing the quantum of support to private investors,
and specially accentuating the unavailability of importable plant and
equipment, freezing of flow of funds by the external donors have contra—
implications for depauperisative financing measures. Indisputably, loans
and grants (in foreign currency) obtained by the government from external
donors and relent to the development banks constitute, in effect, transfer of
savings from abroad into the country for the benefit of the poor common
man. Through the development bank these savings are channeled to term
borrowers who are comparatively affluent members of the society. Freezing
of further inflow of foreign loans and grants in the face of widespread
default by the large borrowers will not relieve these banks and the
govenment from the repayment obligations. They will have to repay without
fail as they have been doing thus far by using taka funds and foreign
currency earnings obtained at the cost of possible depauperisation
measures; in the ultimate analysis the poor will end up repaying the loans
obtained in his name but received at the end—use stage by the affluent.
Depauperisation may be immersed through derelication and denegation
ascribable to an organised process of rused up financial management.

A set of policy options, — some at variance with what have been proposed
for the Third Five Year Plan period and a few in conformity with the analysis
of bench—mark data on which the planners intended to proceed—stand out

following the aforesaid discussion. For one thing, for realising the
depauperistive measures, the development banks of the country will be
required to pay quantum attention. Except for a diminutive deployment of
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GB'’s operations, depauperisation measures appear to be totally absent from
the scenario as outlined in the Third Five Year Plan proposals. In order to
widen and intensify the focuss of depauperisation as an immediate and
directly pursuable separate objective in the present context, scope of
operation of GB, SB, BKB and NCBs need to be widened and more resources
than what have been slated put at their disposal. Logically, this imperative
for supporting depauperisation measures may not justfy ‘privatisation’ of
ownership and management of the existing NCBs. With their current
holding of 91% of deposits and provision of 93% of all loans and advances of
the banking system and comprehensive rural coverage, privatisation may
imply steps away from possible depauperisative mesures and toward
interlocking of financial capital with the industrial one with market distortive
implications. What may be appropriate for South Korea or the Philippines
may not be facilitative of attainment of Bangladesh’s objective'®.

An widening and intensificaion of the focuss and directed expansion of
credit based largely on deposits of the system may call for simultaneous
review and reform of the financial laws and rules and regulations framed
under them. The gap between the requisites and mandates embodied in
antiquated laws on the one hand and the imperatives of a changed, open,
reactive and innovative world of today’s money changers on the other need
to be bridged in a co-oridnated search for efficiency and excellence, in
mobilisation, intermediation and allocation of funds cherished in a millieu of
transparent financial transactions exuding trust and confidence. This
reform, in view of inattention thus far, may be to slated in a definite time
frame.

More than measures for reform of the law in the present context, the need
is for enforcement of the law as it exists. In this frame, in operational terms,
the government, the Bangladesh Bank and the development banks have to
adopt a policy of firm and expeditious securing of repayment from the
borrowers without prejudicing the genuine difficulties faced by some in
implementing or operating their vetures. A general failure of the
development banks inobtaining repayment will imply collapse of the
financial discipline, dwindle the recyclable loan-funds and result in an
explosive social situation following forced repayment by the poor of loans
taken by the affluent. In the perspective of envisaged vital and ennervating
role of the private sector in the Third Five Year Plan period and the years
after, unabated failure in repayment will imply unenforceability of the laws
relating to contracts which constitute the very foundation of developmennt
through private enterprise.

13. Evenincase of South Korea privatisation of banks did not become a straight forward
success, in the context of a comfortable situation not calling for direct
depauperisative measures as in case of Bangladesh : See [17;194-203].
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Relevant to and supportive of the measures towards financial discipline,
the government in the face of expectation rumoured and nourished by
defaulters may make a firm policy announcement that no further
concession, remission, rebate will be given to them or those who postpone
their scheduled repayments. It needs to be made clear that creative potential
of privatisation cannot be realised if public funds loaned out to private hands
are written off in full or part.

An important part of the legal reform will have to be directed towards
organisational rationalisation. The government has already taken a decision
to cover 4 administrative divisions of the country under 4 separate Krishi
Banks and to strengthen BSB as the prime bank for long term industrial
lending and to restructure BSRS towards amalgamation with IACB in order
to provide effective promotional services [8, 1; Ch. VII]. Earlier these
reorganisations take place, the better it will be for ensuring speedier
distribution and closer supervision of agricultural credit and lesser cost of
intermediation and administration of industrial credit.

To meet the shortage of foreign exchange resources resulting from
freezing of lines of credit by IDA, ADB, KFW and others, allocation of cash
foreign exchange by the government needs to be made in favour of BSB and
BSRS (for BMR of projects already in its portfolio). The Sub-Committee for
Industrial Finance estimated US $ 442 million as the foreign exchange
requirement for private industrial investment in the Third Five Year Plan
period [7; 7]. This will call for mobilisation of US $ 88.4 million on average
every year. To meet this requirement, in addition to exploration of non-
traditional sources, the government will have to allocate adequate cash
foreign exchange resources to BSB & BSRS. Such an allocation may be
made at 25% of the requirement i.e. US $ 22 million every vear. If not done,
as has been the case till date, investment through private enterprise as
envisaged in the Plan is not likely to materialise.

In order to meet the requirement to make available on a sustained basis
increasing amount in both foreign exchange and taka as venture capital in
support of innovative investment projects, a Special Development Fund
should be established by BSB. The Fund, built up over years with grants
from the government and appropriations out of BSB's income should be
utilised to provide concessional loans to projects based on local innovation
and invention of products and processes utilising locally manufactured
capital goods in sub-sectors or areas where private investment is shy. The
Industrial Credit Fund of the Bangladesh Bank should provide appropriately
concessional accommodation to this Fund, specially for the purpose of
setting up industries based on domestic capital goods. The Fund should be
kept outside the purview of income and corporate taxation so that it can
grow over years for providing support to venture investments and facilitating
introduction and use of domestic capital goods.
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Credit from the public sector or the development banks in this case for
setting up industries in the private sector should be given when, in addition
to economic viability, private sponsor's stake is assessed as appropriately
positive. In the Second Five Year Plan period, of the total private investment
69% was stated to have been provided as credit from the institutional
sources [1; Ch.1]. In industries, the institutional credit accounted for still
higher proportion of total investment- at times bordering on negative stake
of sponsors [7;3]. In order to encourage more savings and persevering
enterprise, in case of industrial investment, the development banks may not
generally deviate from keeping the sponsor’s stake at least 25% of the total
cost in case of new projects. From this general rule deviations in two
respects, one in case of venture investment based on researched and
developed new products and processes and use of domestic capital goods
and the other in case of investment in comparatively less developed areas
may be made. In case of BMRE of old projects, sponsor’s stake should
ordinarily be not lower than 30%.

Needless to say, the capital market needs cautious development. As of
now the overwhelming major portion of financial assets as are held are
liquid - currency and bank deposits — and virtually free of default risk. Such a
composition, in the context of effective privatisation needs z change
towards increasing availability of marketable financial assets involving risks
of loss and at the same time with prospects of higher returns than on
deposits. Equities, preferred shares, debentures and other non-depository
assets and instruments, therefore, need to be introduced and popularised.
To this end, tax incentives, promotional and supportive role of ICB, setting up
of an Equity Participation Fund, effective extension of the National Saving
Scheme to the rural areas, restructuring the Postal Savings Bank with
easier deposit and withdrawal procedure and limited credit facilities,
extension of contractual savings in insurance and house-building and
allocative flexibility of providend funds, etc. may be aimed at as specific
targets.
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Fiscal Policy for the Third Five Year
Plan

By OMAR HAIDER CHOWDHURY *

1. Introduction

Fiscal policy may be defined as the deliberate use of government
spending, taxes and other revenue as well as public debt operations to
influence economic activities of a country. Public expenditure was initially
incurred to facilitate the collective consumption of certain goods and
services, and taxation was used by the government to raise revenues to
meet the necessary costs involved. Hence,balanced budget was the primary
objective of fiscal policy. Keynesian revolution changed all that and it is now
reconginsed that the government finance could be manipulated to influence
the level of economic activity. Economic growth, equitable distribution of
income and wealth and stabilisation, among others, are generally
recongnised as primary goals of a fiscal policy. Vast differences in economic,
political and social institutions as well as administrative capabilities require
different policies to be adopted even if ultimate objectives of fiscal policy look
similar for both the developed and under developed economy of the world.
Furthermore, priorities among different objectives may have to be
significantly different between the countries with varying socio-economic
cum political framework. While capital accumulation for economic growth
may be the primary objective of a developing economy, a more stable growth
may be the most important preoccupation of a developed economy. Hence,
the modus operandi and the requirements placed upon the fiscal policy will
vary according to the stage of development of the economy aswell as on the
socio-political cum institutional framework within which it operates.

The primary purpose of mobilising resources is to finance public sector
expenditures. The level of public expenditure is conditioned by the extent of
the involvement of the government in running the economy. Capital
accumulation for rapid economic growth is argued to be the primary
preoccupation of a developing country such as Bangladesh. Hence,
government expenditure should be directed towards investment in capital
formation and economising on rendering services which are relatively less
productive or unproductive. Any expenditure contributing towards

* Senior Research Fellow, BIDS.
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increasing productivity in the short or long-run should be considered as
capital formation. Hence, expenditure on public health measures,
education, hospitals etc. generally known as social overhead should in fact
be categorised as investment since they increase productivity by improving
the skill and general health of the labour force. Expenditures in social
overhead is althemore desirable for a poor country such as Bangladesh
since improvement in health, nutrition etc. are end in themselves if the
objective is to reduce poverty by providing such amenities of meeing basic
needs to the common people of the country. Private sector in a poor coutry
would not be expected to invest in these heads as it involves huge
expenditures and there are external benefits to be reaped. In fact, these
expenditures raise marginal productivity in general and the private sector
can also take advantage of it. Hence, the governments of poor under
developed countries such as Bangladesh are expected to incur the
necessary expenditures in these fields to achieve the overall economic
objctives,

Similarly, investments in economic overheads such as roads,
communication, power installations also reauire huge expenditures,
returns in which are expected to be reaped over a longer time horizon and
such expenditures also give rise to large externalities. All these factors
discourage private sector investment in this field in general and that of a
poor country in particular. Clearly, large expenditures in both social and
economic overheads are pre-conditions for rapid economic growth and
productive capital formation in the private sector in the initial stage of
development. Therefore, it is obvious that governments of newly emerging
countries committed to rapid economic growth with social justice will have
to play a dominant role in the economic activity of the country, by not only
playing a key role in the investment programme of the country in general but
also by providing social and economic overhead in particular through its
expenditure programme.

If the government is committed to fulfil its development programme in a
self reliant way then the required resources will have to be mobilised
domestically. The gap between public expenditure and revenue is called the
budget deficit which is bridged by domestic and/or foreign borrowing.
Domestic borrowing in a developing country such as Bangladesh is
primarily resorted to by creation of money because financial instruments in
such countries are not well developed and the Central Bank have little
autonomy. So that the demands made by the government to finance fiscal
deficit is automatically met by creating money. Hence, monetary policy has
little role to play in thHe economic activity of a poor developing country such
as Bangladesh and to that extent fiscal policy assumes a pre-dominant role
in influencing the economic activity.
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Bangladesh is one of the poorest countries of the world in per capita
terms. About 80% of its population live below the poverty line; 30% to 40% of
its labour force is un-or underemployed; around 75% of its population are
illiterate; it has no natural resources worth mentioning other than natural
gas. Being poorly endowed with physical and human capital it depends
primarily on foreign assistgnce for its development efforts. Under the
circumstances it is only natural that development objectives of the
government should focus on eliminating poverty through rapid self reliant
economic growth. But little progress has been noted in any of these stated
objectives after about one and a half decade of planned economic
development. Since appropriate fiscal policy is determined by the overall
economic goals of a society we shall attempt in this paper an analysis of the
fiscal policy followed by the Government of Bangladesh since its inception
and critically evaluate its implications on economic activity of the country to
draw some policy conclusions in the light of the stated objectives,

The paper is organised as follows: Section 2 analyses the evolving public
expenditure policy while section 3 focuses on tax structure and its revenue
productivity and finally section 4 summarises the expenditure and taxation
policy and draws some policy conclusions in the light of the overall
objectives of the economy.

2. Level, Structure and Growth of Public Expenditure

Evolving role of fiscal policy represented by the changing level and
composition as well as growth of government expenditure is briefly
analysed in this section.

2.1. Aggregate Expenditure:

Level of public expenditure is usually taken as a measure of government
involvement in economic activity of a country. Table 2.1. provides
information on total public expenditure and revenue expenditure as a share
of GDP for the developing countries of the region surrounding Bangladesh.
It shows that Bangladesh is at the bottom of the list on both counts for 1975
and 1980 respectively(except for 1980 when the current expenditure share
of Hongkong was below that of Bangladesh). Thus according to these
indices the involvement of the Government of Bangladesh in its economic
activity seems to be very low compared to that of other countries in the
region.

Table 2.2 reports changes in the total public expenditure of Bangladesh as
a share of GDP since its independecnce. It shows that the share of total
public expenditure fluctuates considerably during the initial years but
stabilises later on. In the initial years the GDP was lower than 1969/70, the
last year before independence, due to adverse affect of the war of liberation
followed by such natural calamities as floods and droughts on the economy.
It reached the pre-independent level only in 1975/76. The periodic
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averages for late 70's (1975/76-1979/80) and early 80's
(1980/1-1984/5) shows that the share of total public expenditure
stabilises around 16%. Thus, there has been little change in the share of
public expenditure of Bangladesh since mid-seventies which remained the
lowest in the region.

Table 2.1

International Comparison of Total and Current Government
Expenditure as Shares of GDP

(Percentage)

Countries Total Expenditure Share Current Expenditure Share

1975 1980 1975 1980
Bangladesh 8,62 177 ° 462 8.6°
Burma 15.5 19.8 13.8 14.9
Fiji 208 24.8 155 18.8
Hong Kong 16.2 214 11.0 8.3
India 18.0 21.8 122 145
Indonesia 2. 26.1
Iran 45.4 44.8
Malaysia 31.0 33.1 221 222
Nepal 9.1 18.7
Pakistan 26.8 25.8
Papua Newguinea 386 35.8 249 304
Philippines 15.9 12.6
Rep. of Korea 17.7 21.7 12.6 16.9
Singapore 245 26.3 15.0 16.7
Solomon Islands 26.3 344
Sri Lanka 237 35.4 17.0 18.1
Thailand 15.6 19.6 12.2 135

Source : United Nations (1980), Economic and Social Survey of Asia and
the Pacific, Bangkok, Table II. p. 105.

Notes: a) refers to 1974/5 as estimated by the author
b) refers to 1979/80 as estimated by the author.
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Table 2.2

Growth of Public Expenditure as a share of GDP 1972/3-1984/5

(Percent)
Year Public Expenditure

GDP

1972/3 16.1
1973/4 12.2
1974/5 8.6
1975/6 14.3
1976/7 17.7
1977/8 14.8
1978/9 15.7
1979/80 177
1980/1 17.3
1981/2 16.6
1982/3 16.9
1983/4 16.4
1984/5 16.8
1972/3-1974/5 11.0
1975/6-1979/80 16.1
1980/1-1984/5 16.8

Source: Calculated from information supplied by the Planning
Commission.
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2.2 Expenditure structure;

We shall now look at the expenditure structure of the Government of
Bangladesh and the growth of its various components over time. Serious
problems are encountered in analysing financial allocations as entered in
the budget documents. The distinction between current and capital
expenditure does not follow strict economic concepts. In fact, several items
in the capital budget could logically be treated as items of current
expenditures while some items in the revenue budget could be treated as
items of capital expenditure. Hence, data limitations prevented an analysis
at a more disaggregated level by function separately for development and
non-development expenditures. Instead, we used the recently published
information on gross government capital formation as the share of public
expenditure accounting for directly increasing the productive capacity of the
economy. At a more disaggregated level we carry out our analysis of total
public expenditures, i.e. in terms of capital plus current expenditures, for
various functional categories to draw some tentative conclusions regarding
the nature and implications of public expenditure in Bangladesh according
to our analytical framework discussed at the outset.

Table 2.3 shows yearly fluctuations in the share of total government gross
fixed capital formation in public expenditure but periodic averages for late
70's and early 80’s give a more stable figure at around 40%. Thus less than
half of total public expenditure goes towards financing increment in
productive capacity of the economy while a much larger share accounts for
meeting current expenditures.
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To carry out the analysis at a more disaggregated level, the sum total of
current and capital expenditures were divided into such functional
categories as, (i) defense (ii) non-defense public services such as law, order
and public administration (iii) economic services consisting of expenditures
on agriculture, industry and on economic overheads such as roads,
communication, etc. (iv) social overhead expenditures on health, education,
houseing.(v) public debt and (vi) subsidies primarily on account of food.

Yearly data shows considerable fluctuation in the share of each
compenent of public expenditure. But some discernible trend can be
observed from the table from periodic averages calculated for early 70's
(1972/3-1974/5), late 70's (1975/6-1979/80) and early 80's
(1980/1-1984/5). Share of expenditure on defense rises continuously
from 5.7% to 7.7% and 9.6% during the period while that on law, order and
public administration fell from 13.6% to 9.6% and 8.8% for the same period.
Share of public expenditure on economic services and social overhead were
stable around 55% and 19% respectively. Expenditure share on subsidies
decreased continually from around 10% to 4% during the period while that
on public debt servicing increased from 2.4% to 4.4% during the same
period. Debt servicing for the Government of Bangladesh primarily account
to payment of interest and repayment of principal for the outstanding
volume of external indebtedness. it gives an indication of the increase in the
extent of the dependence of public expenditure on foreign assistance.

Subsidies, on the other hand, account primarily for food distributed
through public distribution systems,such as statutory rationing, modified
rationing etc. It has been found that the urban population are the primary
beneficiaries of such subsidised food and they do not generally belong to the
poorest section of the community [1],

2.3 Income Elasticity:

Elasticity estimates' for total public expenditure and its various
components have been made to compare their relative growth
performances in relation to growth of income. Table 2.4 shows that total
public expenditure barely kept up with the growth of national income as
would be expected from our earlier findings regarding the share of public
expenditure which was found to have remained stable for the relevant
period. Expenditure on fixed capital formation is slightly elastic. That is, for
10 per cent growth of national output fixed investment increases by about
11 per cent. The table shows that debt servicing is highly elastic (1.31), sois
expenditure in economic services (1.24) closely followed by expenditures on

1. Following functional form was used:

LogEj= atb log Y

where b is the estimated elasticity, Ej represents total and other
components of public expenditure and Y is GDP at current factor cost.
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defense (1.18). Expenditures on social overhead is also slightly(1.12) elastic
but one of its components, namely, public housing is very inelastic (0.70).
Expenditures on subsidies is also inelastic (0.59).

Table 2.4
Income Elasticity of Public Expenditure 1975/6-1984/5
Total Public Expenditure 1.06
A. Government Gross Fixed Capital Formation 1.11
B. Revenue Expenditure 1.09
1. Defense and BDR 1.18
2. Public Debt Servicing 1.31
3. Civilian law, order and administration 1.10
4. Economic Services 1.24
5. Social Overhead 112
5 (i) Education 1.09
5 (ii) Health 143
5 (iii) Public Housing 0.70
6. Subsidies 0.59

Our analysis on the structure of publlic expenditure and its growth shows
that the share of public expenditures going to such unproductive sectors is
defense, civilian law, order and administration as well as subsidy which
benefits the relatively well-of population account for more than a fifth of
total public expenditure incurred in recent years. Of these the expenditure
on defense is highly elastic and that on public administration is relatively
elastic while that on subsidy is inelastic. In sum it seems that the burden of
unproductive expenditures is substantial and is increasing over time as their
elasticity values are greater than that of total public expenditure.

About 5% of total expenditure goes towards servicing debt which
accounts primarily to payment of interest and repayment of principal for the
outstanding volume of external indebtendness. This is again the highest
elastic component of public expenditure indicating increasing dependence
of public expenditure on foreign assistance.

Expenditure on fixed capital formation responsible for directly increasing
the productive capacity of the economy accounts for less than half (40%) or
total public expenditure which is increasing, but only at a marginally higher
rate than that of total expenditure as shown by their elasticity values.
Therefore, the productive capacity of the economy is not increasing at arate
required even to offset the ever increasing burden of expenditures on
unproductive sectors and that of foreign indebtedness, not to speak of
achieving accelerated growth of the economy itself.
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Expenditures on social overhead, which we argued could be equated with
investment for a poor country such as Bangladesh, accounted for less than a
fifth of total expenditures. This is also growing at a rate only marginally
higher than that of total public expenditure. Furthermore, expenditure on
public housing was found to be highly inelastic.

In sum, our public expenditure policy is neither geared towards achieving
rapid gowth of the economy nor is it addressing to the problem of alleviating
poverty at that. On the other hand, it seems that the burden of foreign'
indebtedness is rising at an ever increasing rate.

3. Level, Structure and Growth of Tax Revenue

Resource mobilisation is primarily conditioned by the public expenditure
requirements of an economy. In this section?. a brief analysis of the evolving
tax policy of Bangladesh-the most important policy instrument mobilising
domestic resources- is attempted.

3.1. Tax Effort:

Ratio of tax revenue to GDP- defined as the tax effort- of Bangladesh, as
can be noted from Table 3.1, is one of the lowest in the world. It shows that,
except in 1970 and 1980, when the tax effort of Bangladesh was marginally
higher than of Nepal, the tax effort of Bangladesh was lowest compared
with all the other developing countries of the region for the period covering
mid sixties to early eighties.

Table 3.2 shows that the tax effort of Bangladesh fell from 5.8 in
1969/70, the last year before independence, to 4.5 in 1972/73 and
surpassed the pre-independent level only in 1975/6. The war of
independence followed by such natural calamities as floods and droughts
left the economy devastated immediately after liberation. As the economy
recovered so did the tax effort similar to that of the share of public
expenditure as noted earlier.

2. This section borrows heavily from the author’s recent work, Chowdhury, Omar H., and
Mahbub Hossain,: Elasticity and Buoyancy of Bangladesh Tax Structure; BIDS, 1985.
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Table 3.1
International Comparison of Tax Effort 1964/65 t0 1979/80

Name of the countries. 1965 1970 1975 1980

a a a a
Bangladesh 5.6 5.8 4.2 7.8
Burma 23.4 14.2 9.6 10.2
Fiji 16.4 17.0 15.b 17.8
Hongkong 10.5 9.4 10.0 13.0
India 9.4 8.8 11.6 12.0
Indonesia 9.9 16.6 22.6
Iran 9.7 16.6 9.6
Malaysia 16.0 18.8 20.3 245
Nepal 4.7 5.1 7.3
Pakistan 9.2 8.5 10.9 13.6
Papua New Guinea 6.0 8.5 13.5 14.8
Philippines 6.5 6.4 12.5 10.4
Rep. of Korea 7.3 13.8 14.1 16.7
Singapore 13.0 15.3 17.0 18.8
Solomon Islands 8.8 9.8 11.4 15.6
Sri Lanka 19.9 17.8 15.0 15.1
Thailand 11.8 12.1 11.4 12.3

Source : United Nations, Economic and Social Survey of Asia and the
Pacific, 1982, Table Il. p. 105.

Note : 8) Calculated from information supplied by the Planning
Commission.
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Table 3.2
Tax Effort and Financing of Total Public
Expenditure by Tax Revenue in Bangladesh

) (Percent)
Year Tax/ Tax/
GDP Total Public
Expenditure
a

1869/70 58 -

1972/3 45 27.6
1973/4 45 36.8
1974/5 4.2 484
1975/6 73 50.3
1976/7 7.9 44.0
1977/8 7.3 48.8
1978/9 7.6 47.7
1979/80 78 44.0
1980/1 83 47.8
1981/2 8.0 47.3
1982/3 8.0 46.2
1983/4 7.2 45.0
1984/5 7.8 46.2
1985/6 = .

a

1965/6-1969/70 5.8 —

1972/3—1974/5 43 39.1
1975/6—1979/80 7.6 46.6
1980/1—1984/5 7.8 474

Source : Calculated from information supplied by the Planning
‘Commission.

Note : a) Obtained from Mohiuddin Alamgir and Lodewijk J.J.B. Berlage,
The Bangladesh Income and Expenditure, 1949/50-1959/60,
BIDS, 1974.

It can further be noted from the table that the tax effort of Bangladesh after
recovering from its pre-independent level in 1975/6 fluctuated over the
next few years. An upward trend is, however, discernible from the periodic
averages. Ignoring the period covering early 70's (1972/3 — 1974/5), one
can see that the tax effort improved from 5.8 for the late 60’s (1965/6-
1969/70) to 7.6 for late 70's (1975/6—1979/80) and than to 7.8 for early
80's — (1980/1—1984/5). The improvement from late sixties to early
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eighties spanning a period of about 20 years is in fact very slow. The table
also shows that the share of total expenditure financed by tax revenue also
improved but only slightly from around 40% in early 70’s to 47.4% by early
eighties. Hence, the tax reveue of Bangladesh does not even finance half of
the total public expenditure incurred while the tax effort remains one of the
lowest among the developing countries of the region.

3.2 Tax Structure:

Tax revenue of Bangladesh heavily depends on indirect taxes. Direct taxes
comprise of taxes on income (income tax, corporation tax, agricultural
income tax) and taxes on property (wealth tax, gift tax, Estate duty capital
gains tax etc). Table 3.3 shows that the direct taxes contribute about a fifth to
the total yield. There has been an increase in the share of direct taxes due to
the improvement in the collection of income taxes. Its share in total tax
increased from around 11% to about 15% in recent years. The returns from
land revenue, the only direct tax in the agricultural sector, has, however,
declined from 2.2% in 1975/6 to around 1% in recent years.

It is further to be noted that about 75% of the total income tax in recent

years came from taxes on companies. [2]. Therefore, revenue earnings from
individual taxes must be very poor. In fact, less than 0.5% of the population®.
pay individual income taxes. Very narrow tax base is the primary cause of
‘the poor tax performance of the direct taxes in Bangladesh as agricultural
sector, on the one hand, accounting for about half of national output,
contributes only around 1% of total tax revenue and on the other, less than
1% of the huge population come under the direct tax net.

Indirect taxes, on the other hand, contribute about four fifths of the total
tax revenue. It can be broadly divided into taxes, on domestic goods and
services (comprising primarily sales and excise taxes) and taxes on foreign
trade (primarily import and export duty).

Table 3.3 reports that the share of the taxes on domestic goods and
services generally declined from more than a third to less than a quarter of
the total tax revenue over the years. Excise duties accounted for almost the
entire tax revenue on account of domestic goods and services in recent
vears. Furthermore, only a few items accounted for almost the entire
revenue earned from excise taxes. For example, taxes on tobacco accounted
for almost half (48%) of the total tax revenue on account of excise taxes in
1982/3. Only six items, namely petroleum (5.5%), petroleum gas (12.7%),
sugar (5.2%), jute manufacture (2.6%) and cinema entertainment (3.6%)
along with tobacco accounted for more than 75% of the excise taxes in
1982/3. Hence, it is clear that only six items primarily contribute to the total
tax yield from domestic goods and services. Thus a very narrow tax base is
again the primary cause of low tax yield on domestic goods and services.

3. During 1981-82, the Finance Minister said, the country had only 280,000 paid
individual income tax.
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Taxes on foreign trade contribute the lion’s share in Bangladesh. It
accounts for more than half of the entire tax revenue. Import duty and sales
tax on import primarily contribute to the entire tax yield on foreign trade
while taxes on export duty yield less than 5% of the total tax revenue. Hence,
taxes on imported goods is the primary source of tax revenue in Bangaldesh.
It may be noted here that export earnings generally finance between a third
to less than a half of the total import bill and the consequent gap is bridged by
foreign assistance. its implication on tax structure will be analysed shortly.

3.3. Revenue Productivity :

Productivity of tax revenue is generally measured in relation to the growth
of income. Buoyancy and elasticity were two such measures generally used
for analysing productivity of tax revenue. B uoyancy is the ratio of percentage
change in tax revenues arising out of a given percentage change in income.
This may be caused by autonomous changes in income and other variables
on which taxes are based. It may also change due to arbitrary revisions in
the tax rates and / or bases. The buoyancy measure does not distinguish
between automatic and discretionarychanges Elasticity, on the other hand,
measures automatic changes in tax revenue due to changes in income.
Recently buoyance and elasticity of Bangladesh tax structure has been
estimated as reported in table 3.4. It shows that our tax structure is inelastic.
Both the direct and indirect tax as a whole are also inelastic with the
exception of taxes on foreign trade. The average buoya ncy for the whole tax
is 1.07 indicating a higher rate of tax yield in response to changes in national

income. This is achieved by resorting to discretionary measures which
contribute about 16% to such a response of tax yield to national income. In
other words, it means that if the historical pattern of discretionary change is
repeated in future than each percentage point of growth in national income
would result in only 1.07 percent growth in revenue. This explainsastowhy
even after taking discretionary measures into account, the tax effort (tax to
GDP ratio) of Bangladesh improved only slightly over a long period of time as
noted in section 3.1.

23—
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Table 3.4
Buoyancy and Elasticity of Bangladesh Tax
Structure 1975/6 — 1982/3

Tax head Average

Average
buoyancy Elasticity

Contribution
of discretionary
measure (per—

cent)

1. Direct Taxes 112
a) Income tax 1:16
b) Other direct taxes 1.05

2. Indirect Taxes 1.06
a) Taxes on foreign trade 1.18
b) Import duty 1.18
c) Sales tax on import 1.30
d) Taxes on domestic goods 0.84
e) Excise duty 0.93

3. Total Tax 1.07

0.83
0.98
0.32

0.93
L2
1.07
1.29
0.54
0.60

0.20

25.9
15.5
69.5

12.3
5.1
9.3

35.7

35.5

15.9

Source : Chowdhury, Omar H. and M. Hosssain (1985).

Table 3.5 reports the findings on decomposition of elasticity into their
component tax-to-base and base-to-income elasticities. It reveals that the
tax-to-base elasticities are lower than the corresponding base-to-income

Table 3.5
Decomposition of Tax Elasticities

Tax head Built in Selected Proxy Tax-to Base-to
Elasticity Base Base Income
Elasticity Elasticity
1. Excise duty 0.60 Value added in 0.51 1.15
industries
2. Salestaxon 1.29 Duty paid value 1.05 1.20
import of import
3. Import duty 1.07 Dutiable Value 0.85 1.21
of import
Import 1.04 1.01
Foreign aid
without food 0.82 1.23
aid

Source : Chowdhury, Omar H. and M. Hossain (1985).
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elasticities. The decomposition analysis shows that our earlier finding of low
elasticity of excise tax is due to very low tax-to-base elasticity (0.51)
although the base-to-income elasticity (1.15) is quite high. In order words,
the tax-base responded quite favourabaly to changes in income but the tax
collections failed to keep pace with change in the base. The discrepancy
between the component elasticities indicate that tax evasion, tax
administration, various exemptions are the primary causes of inelastic tax
structure of Bangladesh.

3.4. Dependence of Tax Revenue on Foreign Assistance:

It has already been noted that more than half of our tax revenue is
accounted for by tax on import in the form of import duty and on sales taxes
on import. That is, taxes on imported items bear the lion’s share of our tax
yield. Import on the other hand, was found to be primarily financed by
foreign assistance. Recently a rigorous analysis by the author showed that
the tax effort of Bangladesh is positively and significantly (at 1% level of
significance) related to real per capita income and the ratio of foreign aid
(excluding food aid) to GDP. Hence it clearly shows that even the internal
resource mobilisation in terms of tax rvenue is significantly dependent on
foreign assistance.

4 .Summary and Policy Conclusions

Only some general conclusions and policy option can be suggestedfroma
brief survey of public expenditure and taxation policy carried out at such an
aggregated level as has been done here. Time, space and availability of
necessary data came in the way of carrying out a detailed and rigorous
analysis required for drawing more specific policy conclusions.

Fiscal policy has been argued to be the most important policy instrument
in the hands of a poor developing mixed economy such as Bangladesh for
realising its overall economic objectives. The process of fiscal policy
determination differs with the stage of economic development of a country
and its socio-economic cum potential institutions. This applies to the level
and composition of expenditure programmes, and the determination of tax
structure, as well as to the use of aggregate expenditure andtax rheasures
toachieve the overall objectives of the economy.

Our analysis of the public expenditure policy of Bangladesh shows that
the government’s involvement in its economy is very low compared to
other developing countries of the region as indicated by its share of
expenditure in national income. This low share of public expenditure is
again increasing only marginally. On the other hand, a recent study [3;12
Table 1] has shown that around half (49%) of overall budget deficit of
Bangladesh is financed by foreign assistance while we have found that less
than half of total public expenditure is financed by tax revenue. Share of

]
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expenditures on fixed capital formation contributing directly towards growth
of the economy has been found to be less than half ( around 40%) and is
increasing at a marginally higher rate than total public expenditure in
response to growth of national income. Expenditure on unproductive
sectors such as defense, civil administration account for about a fifth of total
public expenditure and is increasing relatively faster than public
expenditure as a whole. Furthermore, relatively well-off urban population
are the beneficiaries of food subsidies while only about a fifth of total
expenditures are incurred on social overhead such as education, health and
housing. Total expenditures on those items are marginally elastic while that
on housing is highly inelastic. Expenditure on debt servicing primarily on
account of foreign assistance is rising at the fastest rate among any
component of expenditure In.sum, though the public expenditure in
Bangladesh is relatively small compard to other countries of the world yet a
large portion of that small expenditure is financed by foreign assistance.
Furthermore, analysis of the composition and growth of public expenditure
showed that it neither contributes to rapid economic growth nor is it
conducive towards reducing poverty and / or inequality.

Tax effort of Bangladesh was also found to be very low compared with
other developing economics of the region. It has been increasing only
marginally over the period. Indirect taxes account for around three-fourths
of the total tax yield implying that the tax structure is regressive. Taxes on
import, financed primarily by foreign aid account for more than half of total
tax yield. In fact, it has been found that our tax structure is significantly (at
1% level of significance) dependent on foreign assistance. Hence, however
ironic it may sound, it is true that even our most important source of
domestic resource mobilisation such as taxation is heavily dependent on
foreign assistance.

It thus follows from our analysis of public expenditure and taxation
policies that our fiscal structure is heavily dependent on foreign aid, not
conducive to reducing inequality and / or poverty and, has not significantly
contributed to economic growth. In fact, our fiscal policy is an anti-thesis of
the stated overall objectives of the economy of reducing poverty through
rapid self reliant economic growth.

Income elasticity of total public expenditure was 1.06 while that of total
taxes was only 0.90. This elasticity gap implies that the automatic
productivity of the tax system is insufficient even to keep up with so little
increase in expenditure requirement.In fact, arbitrary measures, such as
increase in tax base and/or rate, somehow kept (overall buoyancy of 1.07)
up with the increasing expenditures. It is argued that the requirements ofa
poor developing economy such as Bangladesh demands that the present
low level of public expenditure should be raised by increasing it at a faster
rate. Tax revenue will have to be increased as well, to close the elasticity gap
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if dependence on foreign assistance is to be reduced and inflationary
process to be kept in check by not resorting to deficit fimancing.

Our analysis on decomposition of tax elasticities showed that there are
wide gaps in tax-to-base and base-to-income elasticities implying that the
tax collection failed to keep pace with favourable increase in tax bases. In
other words, tax avoidance is one of the primary causes of low tax yield.
Strengthening tax administration, simplifying tax structure and doing away
with various exemptions can go a long way in improving tax yield from the
existing tax bases with given rate structures.

Narrow tax base is another feature of the tax structure resulting in lowtax
yield. It was found that agriculture directly contributes only around 1% to
total tax yeild while it accouts for more than half of total national output.
Clearly, this sector must contribute to the national exchequer
commensurate with its weight in the economy to increase domestic
resource mobilisation. This of course does not mean that the generally poor
inthe rural sector will have to bear the burden of taxation. A recent study [4]
has spelt out clearly as to how the contribution of the relatively large land
owners enjoying @ much higher level of income compared to those tax
paying urban population can contribute significantly towards increasing the
total tax yield. The proposed alternatives of raising revenue from agriculture
are (i) a modified agricultural income tax, the exemption limit and tax rate
being fixed on lines of the present urban income tax (i) a graduated land tax
based on either value of land owned at the existing prices or on a
presumptive income per acre of land, (iii) a tax on the agricultural produce
exported from the locality via the secondary markets.

The very nature of Bangladesh economy primarily based on a large
subsistence sector with under developed capital market and almost
absence of accounting practices in business operations, forces it to depend
on indirect taxes for mobilising resources as is the case with other developing
countries under similar circumstances. Under these conditions the primary
goal of taxation should be resource mobilisation for meeting the public
expenditure requirements of the economy. The other objectives of growth
and poverty reduction should be addressed by the proper public expenditure
programme. In evaluating the fiscal policy the overall incidence of taxation
and expenditure policy should be taken into account.

We have found that only six items account for about 75% of total taxes on
domestic goods and services. Obviously the tax base should be increased.
The objective should be curtailment of consumption of luxuries and
restraining rapid increase in the consumption of non-necessaries. The
objective of raising taxes in an equitable way can to a certain extent be met
by taxing commodities with a) high income elasticity of demand and b) low
price elasticity of demand.
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Thus the tax structure will be elastic to mop up a larger share of
incremental income as a consequence of economic development. During
the period of economic development continuous search for new tax items
and sources of finance should be carried out to widen and deepen the tax
base so that it can meet the increasing demand of public expenditure
required for the development of the economy. .

Public expenditure programme, on the other hand, should economise on
expenditure in unproductive sectors, increase expenditure on externality-
intensive investment programmes such as economic overhead [5] and
social overhead-which increase the marginal productivity of capital in the
private sector as well. Expenditure on social overhead should be increased
substantially to make such basic necessities of life as health, housing,
education etc. available to common people not only to raise productivity of
the economy but also to directly increase the welfare of the people atlarge.
This will also balance the regressive impact of taxation policy heavily
dependent on indirect taxes to raise sufficient revenue.

Increased investment in programmes raising the welfare if the poor and at
the same time creating capital such as food-for-work should be taken up [6
& 7]. It was found that FFW increases the welfare of the poor and creates
capital assets that contribute to the growth of the economy. But there are
large leakages in the form of underpayment to workers, sub-standard
construction etc. It was further found that the leakages were low, and
projects benefitting the common people were selected only when the
selection procedure of the projects involved the local people in a democratic
manner.

Finally, it must be emphasised that the very nature of fiscal process
generates diversity of responses conditioned by institutional political and
ideological factors. The lot of the vast majority of people suffering from
hunger, malnutrition and deprivation cannot be changed until and unless
they are represented in the decision making body in proportion to their
weight in total population. Until that day they will have to remain satisfied
with the hope_that the expressed objectives of the plan will some how be
materialised while the implication of the policies followed will remain a far
cry from that as has been the experience of Bangladesh. '
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Local Government Finance in
Bangladesh
Problems and Potentials

BY M. ASADUZZAMAN *

l. Introduction

Local level development and poverty-alleviation are now the off-repeated
concerns voiced by the government in this country. So far the concern has
been translated into ‘action’ by the reorganisation of administrative
Structure and creation of the upazilas. It is claimed that the upazilas are the
fulerum of people-oriented development. To match the promise, the
government has pumped in resources for creation of physical infrastructure
facilities in the upazila headquarters and also is putting in a fixed sum of
money every year into the kitty of the upazila parishads. At the same time
the avowed goal of the present government, all governments since
December 16,1971, is and have been greater effort at mobilisation of
domestic resources to lessen the country’s dependence on external aid,
loans and hand-outs. How far this goal has been realised or if there atallis
any chance of it being realised is a question which has already been
discussed threadbare particularly in the session on ‘Self Reliance’. | will not
dwell on it any further. | would instead like to draw your attention to the
problems of local government finance and the potentials it holds.

Despite the ‘emphasis on comprehensive rural development through
local level planning and execution of projectsT1] little thought has been
given to the generation of resources by the local governments'. One
searches in vain through Chapter lll on Domestic Resources in the Third Five

Senior Research fellow, Bangladesh Institute of Development Studies. The paper
draws rather heavily on two of his recent works, namely, Resource Mobilisation for
Local Development (Working paper No.6 in Local Level Planning Project) and Local
level Resource Mobilisation in Bangladesh (as a part of Taxation Studies Project) both
carried out for the Planning Commission. Neither BIDS nor the Planning Commission
is responsible for any of the views expressed here.

1 Afirst scanning through the Plan book discovers only one relevant sentence on page
VI-Il which is ‘The Government has also authorised local parishad to collect some
taxes’. The rest of the discussion on local level resources relate to government grant
out of national revenue.
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Year Plan book for any reference to the potentials of revenue generation at
the local level2. We would like to argue that this is a serious lapse in view of
the emphasis placed on local level development, alleviation of poverty and
domestic resource mobilisation. It is possible to generate more than four
thousand five hundred (eleven hundred) crore taka from upazilas alone
which at one stroke paves ways for viable local governments, reduced
dependence on foreign resources and help in supporting the poor through
suitable local level programmes.

The rest of this paper is divided into the following sections:

Il Local Government Finance— the Present Situation;
Il Recommendation for an Improved System and Revenue Potentials;
IV Summary and Conclusion.

Il Local Government Finance — The Present Situation

Bangladesh at present has four types of local governments—the union
parishad (at the union or cluster of village level), the upazila parishad (at the
upazila level), the zila parishad (at the district lelvel) and the pourasabhas (or
municipalities and corporations in urban areas). The first two are
democratically elected governments while the third is an undemocratic
institution run by bureaucrats. Elections to the pourasabhas have been held
sometime back with afew notable exceptions which include the municipal
corporations of Dhaka and Chittagong. The latter are run by administrators
directly appointed by the government. At present there are some 4500
unions, 460 upazilas, 64 zlias and 77 municipalities in the country.?

According to official figures, of the total Tk. 1262 crore average domestic
revenue generated within the country, Tk. 36.8 crore or just below 3% has
been raised by the local governments. More recent figures are not available
but those for 1980/81 and 1981/82 indicate slight improvements in the
proportion moving up as it did to 3.2% and 3.6% respectively. The total
internal resource generated by the local governments in 1981/82 stood at
Tk. 94.7 crore [2].

The local governments receive grants from the government for various
purposes. Of the total resources available to the zila, unionand pourasabhas
in 1981/82, some 63% was generated internally, the rest was in the form of
grants®,

2  Of course this is but only one instance of the wide gap between hetoric and practice.
One can find others in the Plan book like the absence of reflection of the findings of
the Bangladesh Energy Planning Project sponsored by the Planning Commission
itself.

3 The zila parishads here, however, refer to the old twenty prior to the present
reorganisation,

4  QObviously, the proportion will probably be much less now as grants have increased
tremendously after the introduction of the upazilas. Between 1982/83 and 1983784
it increased from Tk.68 crores to Tk.218 crores.

24—
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There are several mechanisms for internal generation of funds by the
local governments. Taxes are imposed as a general obligation on the part of
the citizens to bear the cost of running the government. Rates are levied on
the promise of supply of certain services. Fees are charged for actual
provision of certain facilities. All local governments impose one or other tax,
rate or fee. Other sources include property incomes, interest incomes,
contributions etc. Most of the local government, however, depend cnoneor
two major sources of revenue.

Zila parishad

The collection of zila parishad revenues are regulated on the basis of the
Local Government Ordinance (LGO), 1976 which lists 28 items for the
purpose of levy of a tax, a rate or a fee. The relevant schedule was the result
of a merger of the schedules for the zila parishad and the union parishad
under the Basic Democracies Order (BDO) of 1959. The LGO schedule
stipulates that it is to be applicable for both the zila and union parishads
subject to the provision that the same taxes may not be charged by both the
Parishads from the same tax payer. In reality, the zila parishads imposed but
a few taxes, rates and fees. The major tax is the Immovable Property
Transfer Tax (IPTT).

The IPTT is levied at 1% of the value of deed of transfer of immovable
porperty like building and land. The tax is administered and collected by the
Ministry of Land Administration and Land Revenue which returns S7% of
the proceeds to the zila parishads. The rest is kept by the ministry as
collection cost.

The IPTT rate is low by international standards. In European countries like
France,Germany.Spain and Greece it varies from 4.2 t016% of sale price of
property while in Asia it varies from 2-3% (in Singapore) to 5% (in Nepal) to
7% (in S. Korea) [3;2].

Tables 1 and 2 for two over-lapping periods show the revenue position in
the zila parishads. The dependence of the zila parishad on IPTT is clearly
visible from the tables.

Union Parishad

The union parishad finances are governed by the LGO, 1976. In fact as
zila parishads do not levy any tax (save for IPTT), the result has been
practically the application of the BDO Model Tax Schedule for the union
parishads.

An in-depth survey for the period 1976/77- 1981/82 in 31 union
parishads in three districts, namely, Faridpur, Sylhet and Rangpur revealed
that unions levied,

— 5 types of taxes and rates (holding, village police, profession,
vehicles and animals plus share of local rate) and
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— 11 types of fees (court, market, license, marriage, nationality and
birth, slaughter certificate for ownership of animals, boats, trucks
and cinema).

Apart from these, there were incomes from pounds and ferries, lease of
union parishad land, miscellaneous other incomes and grants. Among the
internal sources, the property taxes are the most important. The taxes are
the holding tax and the rate for the village police both assessed on the basis
of valuation of property. Because of the identity of the base, it is difficult to
distinguish between the two and indeed few union parishads are known to
do so. Thus what is reported as the Chowkidari tax is an amalgam of the two.

TABLE—1
ESTIMATED ZILA PARISHAD REVENUES
(1976/77 — 1980/81)

(Tk. Million)

Sources 1976/77 1977/78 1978/79 1979/80 1980/81
IPTT 504 61.5 721 99.9 86.5

(38) (39) (44) (47) (44)
All other 225 21.0 235 29.3 26.6
internal (17) (13) (14) (14) (14)
Grants §9.0 76.7 68.3 80.9 80.1

(45) (48) (41) (38) (42)
Total 131.9 1569.2 163.9 210.1 192.2

Note: Figures in parentheses are percentages of total revenue.

TABLE —2
AVERAGE INCOME OF FOUR ZILA PARISHADS (1979/80-1983/84)
(excl. opening balance)

(Tk. Lakh)

Source Dinajpur Dhaka Tangail Faridpur
IPTT 41.3 152.5 253 42.3

(49) (58) - (34) (39)
Other internal 9.1 47.8 7.5 26.8

(10) (18) (10) (25)
Grants 34.7 62.2 411 394

(41) (24) (56) (36)
Total 85.1 262.5 739 108.5

Note: Figurs in parentheses are percentages of total revenue
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In 18976/77, the Chowkidari tax contributed 48% of total revenue
including grants (31%) in the above 31 unions. By 1980/81, it came down to
35%. Grants contributed some 42%.

More recent evidence from 7 unions in Faridpur and Tangail districts are
shown in Table 3. It is clear that the chowkidari tax is the prime source of
internal revenue.

The rule for assessment of the chowkidari tax is to demand 2% of the
annual rental value of property. In reality that usually never happens. The
union parishad decides apparently in a quite ad hoc manner the amount of
taxes that needs to be raised, apportion the total among the villages and
finally among the households on the basis of a subjective notion of ability to
pay. In any case, theassessments per household are low. A survey in 7
Faridpur and Tangail unions shows that among those who were assessed to
pay chowkidari taxes 80% or more were assessed at less than Tk. 25 during
1883/84 or Tk. 2 or less per month [4;43]. On the other hand collection
efficiency was low. In both the districts, it has fallen from 54% of collection
of total demand to 15-20% over 1975/76 — 1983/84.

Upazila parishad

The upazila parishad finance is governed by the Local Government
Ordinance, 1982. The Third Schedule of the Ordinance has identified three
types of taxes (profession, amusement and street lighting) several types of
fees and lease money from jalmahals (fishing rights) and hats (holdings of
markets) as the internal sources of revenue for the upazilas. How far these
sources have begun to contribute to upazila funds is not yet known. But
untill 1983-84, practically all their resources were obtained as grant from
the government. In 1983/84, the total amount so received amounted to Tk.
170.9 crore which accountedfor 78% ofgovernment grant to all local
governments in that year. Over the Third Five Year Plan the government
hopes to inject Tk. 1250 crore into the upazilas as grant for development
activities [5; VIII-5].
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TABLE— 3
AVERAGE UNION PARISHAD INCOME(7 UNIONS)

i (Tk. Thousand)

Source 1979/80 1980/81 1981/82 1982/83 1983/84
Chowkidari tax 25.9 30.3 29.2 299 221
(50) (48) (45) (42) (28)
Other internal 3.5 53 80 58 10.7
(6) (8) (12) (11) (14)
Total internal 29.4 35.6 37.2 28.0 32.8
(56) (56) (58) (52) (42)
Grants 228 27.7 27.2 25.4 454
(44) (44) (42) (48) (58)
Total income 52.2 63.6 64.4 534 78.3

Note: Figures in parentheses are percentages of total income.
Pourasabhas

In 1881/82, pourasabhas generated nearly 40% of the total internal
revenue raised by all local governments. On a per capita basis the urban
governments thus raised four times as much compared tothezila and union
parishads. Historically they are also the least dependent on government
grants. Only since 1981/82, they may have begun to receive grants in
substantial amount. Unfortunately certain recent acts of the government
will erode the capability of the mu nicipalities to generate internal revenues
and will make them more dependent on the central authorities. We shall
come to that later.The Municipal Ordinance, 1960, later repealed and
replaced with the Pourasabha Ordina nce, 1977, contained a list of a variety
of taxes, rates and fees that could be levied by a municipality. In realityonly a
few have been resorted to. Since the sixties and upto the beginning of the
eighties octroi payments were a significant source. But in 1981.it was
dropped and replaced with a compensatory grant,

What remained important all throughout were the taxes and rates based
on property. The property taxes include the one on valuation of building and
land and the IPTT within the municipal boundaries. The rates based on
annual valuation of property are those for water, lighting and conservancy.
Information from four municipalities viz, Dinajpur, Faridpur, Tangail and
Comilla and also from the Dhaka Municipal Corporation (DM C) show (Table.-
4) that the property taxes and rates contribute a sizeable bulk of
own-source revenue. In case of DMC, other sources are also important.
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TABLE—4
INCOME IN MUNICIPALITIES (1981/82—1983/84)
(Tk. Lakh)
4-Municipalities DMC
average
Source
1981/82 1982/83 1983/84 1981/82 1982/83 1983/84
(R.E.)
Property tax 5.7 5.7 6.2 3475 463.1 780.0
(26) (19) (20) (31) (25) (23)
Property rates 6.4 7.3 9.8 212.2 265.3 500.0
(30) (25) (33) (19) (14) (15)
Other internal 9.5 16.8 14.1 5446 11164 20980.8
(44) (56) (47) (49) (61) (62)
Total internal 21.6 29.8 30.1 1104.3 18448 33708
(76) (74) (65) (73) (77) (74)
Grants 6.8 10.3 16.4 405.8 549.9 1170.0
(24) (26) (35) (27) (23) (26)
Total income 28.5 40.1 46.6 1510.1 23947 4540.8

Note: Figures in parentheses in the last two rows are percentages of total
income. Those in other rows are percentages of total internal
revenue.

One other point needs to be emphasized here. It is the sheer size of the
revenue of DMC compared to the district towns mentioned above. In
1983/84, estimated DMC resources were nearly 100 times as large
compared to than in an average district town.

The Grants System

A discussion on local government finance remains incomplete without
any reference to the existing grants system. This is also important in the
context of internal resource mobilisation as a specific matching grant makes
the local government responsible for its own generation of revenue to
match the forthcoming grant.

In Bangladesh there is a wide veriety of grants historically acquired. These
constitute various compensatory and general purpose grants and are
usually termed as normal grants. In addition there are grants given for
budget support and for specific purposes. From the view point of resource
mobilisation, it is more important to look at the grants by their matching
characteristics. These are shown in Table-5.
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It is found from the table that within a span of 3 years grants have
increased by nearly 3 times nearly all of which occured during 1983/84
due to grants to upazilas. The table clearly shows that non-matching grants
predominate overwhelmingly. Indeed, the matching grants are all given for
salary and honouraria support for the village police and chairmen/members
of the union parishads. There is thus little scope for increasing internal
mobilisation of resources in the context of such a pattern of the grant
system.

Ill Recommendations for an Improved System and Revenue Potentials

Theoretically the tax base allowed to the local governments is not quite
broad. Actual practice has narrowed it down further by concentrating on
only one or two taxes and also through ad-hoc assessments. Further
collection efficiency is low.

TABLE—5
SPECIFICITY AND MATCHING CHARACTERISTICS OF GRANTS

(Tk. million)

1981/82 1982/83 1983/84

Characteristics
Amount Percent Amount Percent Amount Percent

General non-matching 44.1 9.0 38.1 5.6 85.7 3.9

Specific non-matching
(of which upazila 360.2 739 5656 832 20027 918

grants) (1709.5) (78.4)
Specific matching 831 1741 57 112 92.0 42
Total 487.3 6794 2180.4

Recommendations

The general recommendation in such a situation shall be to broaden the
tax base and improve the tax administration. In what follows we make
several recommendations. The recommendations may not always seem
obvious as these are based on a more in-depth study by the author than the
present one.

a. Democracy

The very idea of local government is deeply embedded in grassroot
participation and democratic parctice. Unfortunately in Bangladesh, for
whatever be the reason, this has been singularly lacking. The present
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situation is particularly intriguing. Elections have been held to union
parishads and upazila parishads and most of the pourasabhas while Zila
parishads are yet to be popularly elected and continue to be, run by
bureaucrats who apparently now have control over the upazila affairs
defeating the government'’s off-repeated claim of making the latter foci of
development activities. Then again the elections to the corporations have
not been held. No explanation has been given for not holding these
elections. One only wises that the sooner these elections are held, the
better.

b. Local Finance commission

We believe that in our exposition we have only seen the tip of the iceberg.
There is much more to local government finance than meets the eye. A
Local Finance Commission with a comprehensive terms of reference may
be set up. The Commission will not only find out the problems and potentials
of local government finance, it will also recommend definite institutional
relationships between various organs of the central and local government
and also between various tiers of local government. If such a commission is
set up it may be composed of eminent economists, political scientists and
experts in public administration. Adequate funds and sufficient time (2-3
vears) will have to be allowed for the commission to function satisfactorily.

c. Property Valuation Board

We believe that a permanent Property Valuation Board is essential for a
better functioning property. tax system, the mainstay of all local government
(except the upazila parishads). A beginning can be made by establishing a
central office in Dhaka and then within a year opening fully staffed branch
offices in the (old) district towns. Within 3-4 vyears, these may be
strengthened to take charge of all pourasabhas and non-pourasabhas
within the old districts. Once all the urban areas are covered, their
jurisdiction may be extended to the rural areas. However, the latter may be
largely unnecessary if cadastral surveys for assessment of Land
Development Tax (LDT) are undertaken.

The Property Valuation Board shall be an independent body under the
over-all guidance of the government. It will assess property values through
periodic surveys and monitoring of the property market for sale and rental. It
will also advise on proper classification of properties for valuation purpose.

The nucleus of such a Board is already there as there are assessors in
each pourasabha. Thus what is being proposed is in essence a
reorganisation of the system into a separate body with definite tasks to be
carried out in a coherent, sound manner. The initial budgetary implications
of a Property Valuation Board is thus not likely to be large.
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d. Reorganised Local Government Structure

With the upazilas being held out as the basic structure for local level
development, it is only natural that in the rural areas upazilas should be the
major local government with strong executive and financial powers. To this
end the scopes of both zila parishads and union parishads and the structure
of at least the former needs to be changed.

We suggest that the zila parishads should have only supervisory and
coordinative powers over the upazila parishads. This may be facilitated by
restructuring the zila parishad as a Committee of Upazila Chairmen. Each
year there may be a chairman of the committee elected from among the
upazila chairmen or in a pre-determined fashion by selectingthe chairman
from the upazilas by turn. The DC’s office may function as the Secretariat-
for the zila parishad or it may be composed of the present zila parishad staff
under the DC in his capacity as the member-secretary to the zila parishad.

The reorganisation of the zila parishad shall also mean that the parishad
will be stripped of allrevenue raising powers which will be transferred to the
.upazilas. This means that the zila parishad expenditures will have to borne
by regular transfer of resources from the upazilas to the zilas.

The union parishads, similarly, will be divested of all tax and revenue
raising powers. However, as taxes will still have to be collected from the
unions, the tax collectors based in the unions will be in the employ of the
upazilas. The unions will still remain as expenditure agencies for the
upazilas. The unions shall receive the money as grants for carrying out the
activities planned by the upazila parishad to fall within specific unions.

e. The Tax Base, Structure and Rates

The tax base must be broadened for the local government to be able to
generate more resources. To this end the proposed Local Finance
Commmission should make definite recommendations. A few suggestions
may, however, be considered right away. Before these are spelt out here
two points may be mentioned. The first is that one must shun the ‘peculiar’
philosophy of reserving lucrative taxes for the centre and allowing only the
residual, difficult to collect taxes for the local government. Secondly, here
the suggestions are given in a very brief manner [2].

i) IPTT
The rate of IPTT is among the lowest in the world. We propose that it
be raised to 5% over the next ten years.

ii) Tax on Annual Value of Property

The rate of this tax has been very recently reduced from 10% to 7%
in the pourasabhas. The previous rate should be continued;
otherwise, there will be a substantial fall in the tax revenue of the
municipalities making them more dependent on grants from the
central government.

25—
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iii)

iv)

v)

vi)
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Furthermore, one should find out which type of property taxation is
the best, is it the present one, a capital value taxation or a site value
taxation? We believe that the basic criterion for judging among
them should be the maximization of revenue. In any case this
should be a matter of research and debate and reflection by the
proposed Local Finance Commission.

Chowkidari Tax

One part of the Chowkidari tax is theoretically a tax on annual value
of property. The other is a rate for the village police. In reality, the
composite tax is imposed more like a poll tax. Given the serious
problems of assessment and provided that cadastral surveys for
assessment of LDT is not undertaken for quite some years, it would
be worthwhile to consider if a head tax can be imposed in place of
the chowkidari tax. The tax, if imposed may be levied taking into
consideration the ability to pay of the household concerned. In any
case if it is possible to introduce the tax its administration at least so
far as its assessment is concerned will be greatly simplified.

Sumptuary Tax on Tobacco Products

A sumptuary tax at 7-10% on maximum retail value of tobacco and
cigarettes to be collected from major wholesalers of cigarettes and
bidi manufactures or as asurcharge on the excise tax collected from
the cigarette and bidi manufactures. In the latter case which would
be administratively simpler the tax will be collected by the excise
department and after deduction of collection charges (upto 5% of
collection), the amount may be distributed among local
governments in proportion to population. We suggest that only
upazilas and municipalities may receive the proceeds of the tax.

Road User Tax

A road user tax may be levied, initially at 5% but increasing to 10%
by 1990, on the c.i.f. value of import of motor vehicles, tyres and
tubes, petroleum and petroleum products (but excluding kerosene).
The tax will be collected by the customs (for excise) authorities at
point of entry and after deduction of 5% as collection cost will be
ruturned to the upazilas and municipalities in proportion of
surfaced road length.

Local Income Tax

In essence this will be the existing tax on profession, trade and
callings. At present the tax is no more than a license fee imposed at
flat rates which are very insensitive to inflation. It is proposed that
the rates of fees once these are decided may be indexed to inflation.
As construction of sophisticated indices may be difficult at the local
government level, a crude index based on local rice prices may be
used.
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vii)

viii)

The above principle may be applied to the numerous wholesalers,
retailers and small companies. The tax should, however, be
extended to all public employees of class | and Il category by
requiring them to pay 2-5% of their salary (basic plus ad-hoc, if
any). The tax may be deducted from salary and deposited to the
treasury. The collection may be divided between upazilas and
municipalities in proportion to rural-urban population.

Large private companies may be similarly taxed. But in this case,
the tax shall go to the particular jurisdictions in which these are
located.

Land Development Tax

We suggest that the LDT and all related taxes and sources of
earnings be transferred to the upazilas. Ten per cent of the value of
gross produce of land may be siphoned away as LDT. To make it a
really useful source, one will however, have to make cadastral
surveys.

The LDT may be levied with or without exemption. The former is
more likely.

Small Taxes

There are many small taxes, fees and rates which should perhaps
either be withdrawn or put on a more sound basis so that these
become buyoant. For example, one really fails to understand the
rationale behind, say, a marriage tax. If this is kept in the schedule it
may be related to Kabin values. Similarly slaughter fees should be
based on price of meat and changed as the price changes.

ix) Grants

The whole grant system should be very critically appraised for its

modification to enable local governments to predict their level with

some certainty and to make the system conducive to increased

resource mobilisation. To this end, one may consider the merits of,
for example, the Filipino (for certainty) and the British(for resource

mobilisation) systems. One should at least consider the proposition

that no development grant be given without matching resources

from the local authorities.

The Potentials

The state of local government finance is not at all good in this country. But
provided the above suggestions are implemented and financial
adminstration is overhauled and made efficient there ‘is a tremendous
potential for resource generation.
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A modest and very conservative attempt has been made to estimate
upazila resources® on the basis of the above recommendations. The actual
methodologies followed for estimation are described elsewhere
[2;176-212]. The estimates are shown in Table-6.

The table clearly shows that there is a 3-5 times increase in the resources
available in any given year to the upazilas. In fact it may be much more as
property income and the like have not been included here.

Most of the resources generated internally comes from the LDT. Taxes
transferred from ‘higher’ and ‘lower’ local government contribute nearly 7%
of total.The rest are mainly due to sumptuary and road taxes.

TABLE — 6
ESTIMATED UPZILA RESOURCES 1985/86 — 1989/90
(Major Sources Only)

(Tk. Million)
Tax source 1985/86 1986/87 1987/88 1988/89 1989/90
IPTT 2519 266.2 351.5 3714 4709
(3.5) (3.3) (3.9) (3.7) (4.2)
Chowkidari 262.1 271.7 278.0 2827 286.7
(3.6) (3.4) (3.1) (2.8) (2.8)
Sumptuary 294.7 376.0 533.9 679.1 8594
(4.1) (4.7) (6.0) (6.8) (7.7)
Road 133.0 174.2 205.5 246.5 291.2
(1.8) (2.2) (2.3) (2.5) (2.8)
Local income 477 50.1 52.7 554 58.3
(0.7) (0.8) (0.8) (0.5) (0.5)
LDT 6226.1 6848.7 75335 82869 91156
(86.3) (85.7) (84.1) (83.5) (82.2)
Total 72155 7986.9 8955.1 99220 11082.1

(Average Upazila) (15.68) (17.36) (19.46) (21.56) (24.09)

Note :  The LDT estimate is based on the assumption of an exemption of
land upto 2.5 acres per household. There are two other
estimates—without exemption and with exemption upto 1 acre.
The terminal year respective estimates are Tk. 20257.0 million
and Tk. 14179.9 million.

5. No attempt has been made to estimate municipal resources because of lack of
sufficient information.
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IV Summary and Conclusion

The discussion in the preceeding sections has shown that the local taxes
have narrow bases, only a few are utilised and the collection efficiency at
least in some cases is not at all good. There are, however, scopes for
broadening the base and improvements in the system. To this end the
setting up of a Local Finance Commission and a Property Valuation Board
and a reorganisation of the local governments have been proposed.
Suggestions have been made for introduction of several new taxes and
transfer of some of the old ones to the upazilas with their rates modified. It
has been shown that an average upazila may generate between Tk. 15— 25
million each year of over the Third Five Year Plan. The implications are very
conducive to efforts at domestic resource mobilisation.

The public sector or the planned part of the Third Five Year Plan is Tk. 250
billion of which the domestic part is Tk. 59.6 billion. The above exercise
shows that given political will some Tk. 45.2 billion or 76% of this may be
raised from the upazilas alone by relying on the major taxes. If even a third of
this amount is raised from the municipalities which is, | believe a distinct
possibility the whole of the planned domestic resource component can be
generated depending on local level tax efforts. The total plan size then may
be increased and/or dependence on external resources lessened.

Theresourcesapparently are thus quite large in comparison to the present
level. Still the exercise merely shows the potentials in a low productivity—
low income situation. If the resources are ploughed back in terms of
investment, economic and social, a higher tax base will be created. The
economic investments will increase productivity particularly in agriculture
which will further raise LDT and sumptuary taxes while investments in
roads will increase road taxes. Similarly social investments for fulfiling
basic needs like food, health and education [6] will create an increased
awareness among the people about the worth of their money they pay tothe
government thus creating an increased willingness to pay taxes.
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Monetary Policy in the Third Five Year
Plan

By MOHAMMAD SOHRAB UDDIN *

I. INTRODUCTION

The main objective of monetary policy that has been pursued in
Bangladesh since its independence is to maintain a steady, non-inflationary
expansion of money supply by controlling the rate of expansion of bank
credit to the public and private sectors. Although the governmenthas been
concerned about the low rate of savings in the economy, the role of
monetary policy in influencing private savings and directing them to
productive investment for overall economic development of the country
seems to have been ignored for a long time. In recent years, however,
emphasis has been given to interest rate policy as a means of influencing
private portfolio decision. The Plan documents published by the
Government of Bangladesh discuss monetary problems and policies in the
context of liquidity expansion within a safe limit, that is, it should not exceed
what is warranted by the growth rate of real GDP and the permissible rate of
price increases for goods and services. However, the Draft Third Five Year
Plan attached importnce to pursuance of an appropriate interest rate policy
to encourage financial savings and direct these savings to productive
sectors of the economy.

The basic framework of monetary policy is to fix a target level of money
supply (M2) and to use various credit control and support measures to
contain the monetary expansion within the target level and allocate credit to
various sectors in such a way as to ensure deployment of scarce bank credit
in the best possible manner for increasing production, employment and real
income. The target level of money supply is worked out by taking into
account the projected growth rate of real G.D.P. and the permissible rate of
inflation. The rate of monetisation of the subsistence sector is also taken
into account. However, the growth rate of velocity is assumed to be zero in
the short run in most cases.

General Manager, Bangladesh Bank. The article was written when the author was
vorking as the Director, Bangladesh Institute of Bank Management. The views expressed
n this paper are author's own and do not in any way reflect the official views of
Bangladesh Bank or BIBM.
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In this paper the monetary and credit programmes that have been
pursued in recent years and the programmes to be pursued during the Third
Five Year Plan are reviewed. This paper also discusses the success and
appropriateness of the policy with respect to the objectives of price stability
and growth. Section-Il of the paper deals with the theoretical framework of
fixation of target level of money supply. In section-lil, a brief review of
monetary and credit developments during the Second Five Year Plan has
heen made. In section IV an attempt is made to discuss the appropriateness

if monetary policy to be pursued during the Third Five Year Plan in the light
»f the past experience. Concluding remarks are presented in section V.

Il. THEORETICAL FRAMEWORK

Quantity Theory of Money

Theoretical framework for calculation of target level of money supply, as
far as we are aware, has not been discussed in public in detail. However, if
we examine the procedure that is followed in the calculation of target level
of money supply, it appears that quantity theory framework has been used
as the basis. The form of quantity equation, as developed by Irving Fisher,
describes a relationship between the money supply M, the velcity of money
V the real volume of transaction T and the price level P:

P.T.= M.V (1)

In the literature, a second representation of the transaction equation is
also frequently found.

PY.=V.M ~ (2)

In place of the volume of transactions T, the real G.D.P.)Y appears in
equation (2). The income velocity V replaces the transactions velocity VTin
equation (1). It may be noted that the transactions velocity of money, Vy
represents the number of times a unit of money physically turns over, andV
the income velocity of money represents the rate of circulation of money
relative to the rate of production of real income.

The equation (2) can be expressed in terms of growth rate as follows:
P+Y=V+M (3)
Where the dot (.) over a variable indicates the growth rate of the variable

Equation (3) is the income version of the transactions equation in the form
of rates of growth. The sum of the rates of growth of real income and price is
equal to the sum of rates of growth of the money supply and the income
velocity of money. Under the assumption made by neoclassical theory that
the income velocity is constant, the equation (3) may be simplified to

M=P+Y (4)
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In other words, the rate of growth of the money supply M equals the sum
of the rate of growth of real income Y and the rate of inflation P. The equation
(4) determines the target monetary expansion. However ‘the factors such as
rate of monetisation and substantial amount of excess liquidity in the
previous years are sometimes taken into consideration for projection of
monetary expansion. If the income velocity of money is not assumed to be
zero, the reievant equation for projection of monetary expansion would be
M+V/= P-LY where V is the growth rate of velocity of money.

Monetary Authorities Account

Table 1 shows the account of the monetary authorities. For our purpose
we consolidate the central banks assets and liabilities with the governments
currency liability.

TABLE — 1
MONETARY AUTHORITIES ACCOUNT

Assets Liabilities

Net foreign assets (NFA €b)
Domestic credit (net) (DC <P )
Credit to government (net) Currency (C)
(GC cb
Credit to other public
sector ~ PBC D)

Other assets (net) (OASP )

Net foreign assets includes gold and foreign exchange reserves less
liabilities to foreign official holders. Domestic credit (net) is the sum of
domesic credit (net) to government and gross domestic credit to the public
sector other than the government. Domestic credit (net) to government is
the outstanding credit to the government less government deposits with the
currency liabilities of the monetary authorities.

Consolidated Accounts of Scheduled Banks

Table 2 shows the consolidated balance sheets of all scheduled banks.
Net foreign assets includes authorised dealers balances less the liabilities to
foreign official holders. Domestic credit is the sum of scheduled banks credit
to the goverment, other public sector and private sector. Other assets (net)is
the sum of all other assets less all liabilities except the deposits.



Sohrab Uddin : Monetary Policy in TFYP. 201

TABLE — 2
CONSOLIDATED ACCOUNTS OF SCHEDULED BANKS

Assets Liabilities
Net foreign assets {NFASb ) Deposits (D)
Domestic credit (DC sb )
Credit to government (CGSP) Demand deposits (DD)
Credit to other public sector (PBC SP) Time deposits(TD)
Credit to private sector (PVC SP)
Other assets (net) (OASP)

The balance sheet identify of the monetary authorities can be written as

NFA® . pc®+0a® =c  5)
Where DCSP = G €0 + pacch
The balance sheet identify of the consolidated accounts of scheduled
banks can be written as
NFASh +DCS? + 0AS® = pp+TD (6)
Where DCSP = GCSP + pBCSP + pyCSP
Monetary Survey

Monetary survey is obtained by consolidating the monetary authorities
account with the scheduled banks account as follows

NFA+NDA=C+DD+TD = MZ
where  NFA = NFACP + NFASD

NDA = Net domestic assets = DCP +0AP+ pcsb 4o asb

The above monetary identity states that the sum of net foreign assets and
net domestic assets of the banking system is equal to broad money supply
(M2). The above monetary identity and the quantity theory of money

discussed earlier provides the basis for the monetary analysis in
Bangladesh.

Given the base year level of money supply and the projected growth rate
of money supply,the target level of money supply can be determined. After
the target level of money supply.is determined, the level of net foreign assets
and other liabilities (net) of the banking system are projected to estimate
what is called the safe limit to credit expansion.

26—
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ill. ACTUAL AND PROJECTED MONETARY EXPANSION

Annual Monetary and Credit Programme

The safe limits to liquidity expansion, as calculated on the basis of
assumed values of parameters, and the actual liquidiy expansion for the last
three years are given in Table 3. It will be evident from the data given in the
Table that there are large deviations of actual monetary expansion from the
projected monetary expansion. Money supply (broadly defined) during the
year 1982-83 was expected to be changed by Tk. 621.00 crores or 15% as
per original projection but the actual expansion stood at Tk.1306.41 crores
or 27.69%. During 1983-84 monetary expansion was projected (as per
original projection) at Tk.903.93 crores or 15%, but the actual expansion
stood at Tk. 2503.12 crores or 41.5%. Large deviation was also noticed
during the 1984-85 in which actual liquidity increased by 25.6% against the
projected expansion of 16.56%. It may be noted here that while projecting the
increase in monetary expansion during 1984-85, money supply was
estimated at Tk. 7743.14 crores as at end of June, 1984, which was lower

than the actual level of money supply (Tk.8528.19 crores) as at end of June,
1984.
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TABLE -- 3

MONETARY AND CREDIT PROGRAMME 1982-1985

1982-83 1983-84 1984-85
Particulars Projected | Actual |Projected | Actual |Projected | Actual
change change | change |change | change |change

A

Changes in Broad

Money +621.00 +1306.41 +903.93 +2503.12 +1278.00 +2148.30
Causative Factors

(Expansion (+)/

Contraction(-)

A Gross Domestic

Credit +816.00 +793.12 +1254.74 +1995.33 +1125.00 +2587.40
(11+(2)+(3)
1. Net Credit to public
sector

{including Govt.) {i}+ii) +400 +36.73 +376.38 +47.44 +200.00 +611.20
(i) Net Credit to -

Government — -22.83 +135.02 +170.11 +100.00 -66.20

{ii) Gross credit 1o

Public Sector +400.00 +59.66 +240.36 -122.67 +100.00 +677.40
2. Gross Credit to

Private Sector " +416.00 +736.39 +376.38 +1755.55 +985.00 +1976.20
3. Miscellaneous Credit — - — 4+192.34 — —
B. Foreign Sector (net) -170.00 +413.34 -250.16 +523.68 +255.00 -149.70
C. Other ltems (net) -25.00 +99.95 -100.66 -15.83 -162.00 -28%9.40

Source : The above table has been compiled from data given in the Bangladesh Bank
Annual Reports, the Budget documents of the Ministry of Finance and also from

_ unpublished data available in the various departments of Bangladesh Bank.
Miscellaneous credit refers to investments in Two-Year Special Treasury Bonds.

The position as discussed above clearly indicates that each year during
the period of our study the actual monetary expansion exceeded the
projected monetary expansion. However, even though the actual monetary
expasions were much higher than those projected on the assumption of
permissible rate of inflation, its effects on the price were not so severe as
one would expect.

Increase in the supply of money does not necessarily increase prices.
Whether or not the increase in money supply generates inflationary
pressures depends on whether the increse gives rise to excees supply of
money which in turn generates excess demand for goods and services. In a
situation where the increase in money supply is accompanied by a
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corresponding increase in the public demand for money, there will not be
any excess supply of money which can cause demand for goods to rise. In
such a situation, there will hardly be any price escalation. If the increase in
money exceeds the demand for it resulting in an excess supply of money, its
effect on the prices depends on the supply of goods and services in the
economy. If the increased demand for goods and services, caused as aresult
of excess supply of money, is exactly matched by increased availability of
goods and services, there may not be any price rise.

If we examine the data given in the following Table, it will reveal that
additional liquidity did not generate higher rate of inflation in the economy.
The increase in total liquidity was accompanied by anincrease in the asset
demand for money. This is partly corroborated by the fact that the share of
time deposits in total liquidity increased in recent years. The increase in the
asset demand for money was largely responsible for less than the
warranted rate of inflation during the period of study.»Smaller upward
adjustment in administered prices and better management of the economy
from the supply side were among the other factors which helped contain
increase in prices. The first expansion in liquidity (broad money) did not,
therefore, generate higher rate of inflation, rather it created a favourable
climate for investment. Therefore, though it appears at first sight that
monetary policy adopted by the authorities failed to achieve its objectives
because actual level of money supply exceeded the target level
substantially, on deeper analysis it becomes evident that the expansionary
monetary policy adopted in Bangladesh against the planned restrictive
policy did not exert any adverse effects on the economy.

TABLE - 4
RATE OF INFLATION,GROWTH OF REAL INCOME AND
LIQUIDITY
Year Growth of | Projected Growth| Actual growth| Inflation
Real Income| rate of liquidity | rate of Rate
liquidity
1982-83 3.6 15.0 27.7 9.9
1983-84 42 15.0 41.6 9.7
1984-85 34 16.5 25.6 10.9

Source of Basic Data: Economic Trends, Bangladesh Bank, July, 1985.
Note : Rate of inflation has been calculated on the basis of the average of
the Consumer price indices for twelve months.

We have so far discussed how the actual monetary expansion deviated
from the planned expansion and whether the deviations produced any
adverse effects on the economy. We now turn our attention to analyse what
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are the factors which contributed to such differences between the actual
and planned monetary expansion. If we examine the causative factors of the
change in broad money we see that there are large deviations in the actual
and projected changes in net foreign assets. The differences occurred both
in magnitudes and directions. In 1982-83 it was projected that net foreign
assets would decrease by Tk. 170.00 crores, but actually it increased by
Tk.413.34 crores. Net foreign assets increased by Tk. 523.68 crores during
1983-84 against the projected decline of Tk.250.15 crores during the same
year. In -1984-85 net foreign assets was projected to be increased by
Tk.255.00 crores, but actually it decreased by Tk. 149.70 crores. The errors
in forecast of changes in net foreign assets were, therefore, an important
factor in upsetting the monetary programme since increase/decrease in net
foreign assets other things remaining same, increase/decrease money
supply. In a country like Bangladesh projection of net foreign assets isa very
difficult exercise since it depends heavily on extraneous factors over which
authorities in Bangladésh have little control. Our development plans are
largely financed by the inflow of foreign aid. Any change in the availability of
foreign aid upsets all projections. Moreover, Bangladesh is predominantly
an agricultural country. Production of majority of the commodities is heavily
dependent on exogenous factors such as weather. Bad weather in a year
severly affects production raising import requirements and lowering
exportable surplus. It is, therefore, not very surprising that such large
differences occurred between the actual and projected changes in net
foreign assets.

Large deviations were also observed between actual and projected
changes in domestic assets. In the last two fiscal years, the actual domestic
assets expansion exceeded the target expansion substantially. It is not
known why the commercial banks were allowed by the monetary
authorities to exceed the assets ceiling to such a large extent. One of the
explanations may be that since the fast expansion of liquidity did not
generate much inflationary pressure and the commercial banks had
substantial excess liquidity, the authorities were liberal in allowing the
banks to expand assets beyond the limit prescribed for them. As long as the
fast expansion of domestic assets increases the economic activities of the
country without producing any pronounced effect on the price level, it
seems quite reasonable to follow the expansionary monetary policy.
Fixation of a target level of money supply does not necessarily mean that the
actual level of money supply has to be always within the target. Actual
monetary expansion should depend on the current situation of the
economy.

Evaluation of monetary and credit programme during (SFYP)

In the Second Five Year Plan (SFYP) the projection of safe limit for liquidity
expansion was based on the projected growth rate of real GDP at 7.2
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percent per annum, the rate of monetisation of the subsistence sectorat 1.4
percent per annum and the price increases at the rate of 10% in 1980-81,
8% in 1981-82, 7% in 1982-83 and 1983-84 and 6% in 1984-85. Monetary
and credit projections were revised in 1982 in the light of 2 years’ actual
developments. The actual situation and the original and revised projections
of monetary and credit expansions during the SFYP are given in the Table -5.
It can be seen from the Table that the total liquidity (M2) increased by
Tk.7273 crores during the plan period against the original and revised
projected expansions of Tk. 3049 crores and Tk. 4187 crores respectively. If
we analyse the causative factors of the changes in liquidity we will see that
there are similar large deviations of actual changes of gross domestic assets
and foreign assets (net) from its projected changes.

TABLE - 5

MONETARY AND CREDIT PROGRAMME DURING
THE SECOND FIVE YEAR PLAN (1980-85)

Changes During SFYP
Particular As per origi- | As per revised | As per actual
nal projection | Projection situation
Changes in Broad Money +3049 +4187 +7273

Causative Factors (Expansion
{(+)/Contraction (—)

A. Gross Domestic Assets 3758 +6561 +9986
(i) + (ii)
(i) Gross Domestic Credit 14147 +6674 +6595
(i) Other Assets (net) -391 -113 +339
B. Foreign Sector (net) 707 -2374 -2713

Note : Data on actual changes have been obtained from Annual Reports,
Bangladesh Bank. Data on projected changes have been taken from
SFYP.

IV. MONETARY EXPANSION IN THE THIRD FIVE YEAR PLAN
(TFYP)

The draft Third Five Year Plan envisages monetary expansion of 17.5
percent a year. During the last three years 1982-83, 1983-84 and 1984-85
money supply (Mz) increased by 28%, 42% and 26% respectivelyas against
the projected increase of 15%, 15% and 16.5% respectively. The main
reason for such large expansions in liquidity is the phenomenal increase in
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credit expansion to the private sectors reflecting the shift in policy towards
increasing liberalisation and privatisation the economy. Pursuance of
positive real rate of interest encouraged fixed deposits which, in turn, also
laid the base for credit expansion.

The policy of increasing liberalisation and privatisation of the economy
and positive real rate of interest to the savers is likely to continue during the
TFYP also. If this is so, the projection of monetary expansion of 17.5 percent
per annum will be a very conservative one. Bangladesh Bank made a major
upward revision in the interest rate structure in October, 1980. The purpose
of such a revision was to offer positive real return to the fixed depositors in
order to mobilise financial savings. Since the 1980 revision there was no
major change in the deposit rate except minor changes in the interest rate
on savings account with chequing facility in rural areas. Following the
revision in the deposit rate there has been significant increase in fixed
deposits which laid the foundation for credit expansion. The policy of
imposition of ceilings on credit expansion in order to contain monetary
expansion within the target level seems to be contradictory to the policy of
encouraging deposit mobilisation. Increase of fixed deposits creates
additional liguidity in the banks. If ceiling on credit expansion is imposed, the
profitability of the banks is likely to be seriously impaired. In such a situation,
the banks will either exceed ceiling imposed on them, or refuse to accept
fixed deposits from the public. While in the case of nationalised banks they
may try to influence the monetary authorities, in one way or the other, to
allow them to extend credit beyond the limit prescribed for them, the private
banks are likely to be unwilling to accept fixed deposits.

The effect of increase in fixed deposits may not the same as the effect of
increase in demand deposits or currency in circulation on the prices. If the
monetary expansion is caused due mainly to the expansion of fixed deposits,
there will not be any significant pressure on the price level. Since the policy
of providing real rate of return to the fixed deposits will also continue during
the TFYP, there may be aisignificant increase in the amount of fixed deposits
during the period. Therefore, the targetting of monetary expansion by no
more than 17.5 percent a year seems to be a very conservative one. Given
the decrease in the growth of income velocity of money, the increase in the
demand for money by the non bank public, the rate of monetisation and the
permissible rate of inflation of 10 percent a year, and the growth of real GDP
by 5.4 per cent a year, the liquidity may expand safely by more than 17.5 per
cent a year.

One of the primary objectives of the credit policy of the monetary
authorities is to help sustain and increase productive activity in the economy
and, therefore, a policy of credit restriction that affects production must be
regarded as being inconsistent with this objective. It is true that the people of
Bangladesh are greatly concerned about the high rate of inflation, but one
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should also realise that in an economy like ours where there is a very high
rate of unemployment, the task of lowering the high rate of employment is of
much greater concern to the monetary authorities. The monetary
authorities cannot, therefore, be expected to follow a restrictive monetary
policy.

The plan indicates that the quantum of monetary expansion during the
plan period will be limited to 17.5 per cent a year but the plan does not
analyse the causative factors of the monetary expansion. There are two
components of monetary assets, the foreign component and the domestic
component. If the foreign component i.e. foreign assets(net) is expected to
show substantial contraction, it will not be too difficult to keep the monetary
expansion within the limit. But our past experience shows otherwise.
During the last three years foreign assets (net) showed a surplus of
Tk.787.32 crores. Though one should not expect that this trend will continue
in future years, one can reasonably assume that the trend will not be
reversed in such a way that the foreign sector will show substantial
contraction during the plan period. The planners should, however, provide
an indication about the basis they have used for fixation of target monetary
expansion and also an analysis of the factors expected to cause such an
expansion.

The relationship between the reserve money of the central bank, i.e.
currency liabilities of the central bank and reserves of the banking system
with the central bank, and the money supply is represented by the money
multiplier. The calculations made few years back indicated that broad
money multiplier was over 3; this means that a monetary expansion of Tk.
14000 crores would call for addition to reserve money of around Tk. 45600
crores [7]. Increase in reserve money has to be matched by an equivalent
increase in the assets of the central bank. While such an expansion of the
monetary assets is an instrument to bring about the expansion of money,
the distribution of these assets among the various sectors of the economy
such as government , public enterprises, private sector either directly or
indirectly through various institutions is required to be done in such a way
as to keep it in conformity with the needs of the development programme. In
the plan documents no exercise has been attempted for the disposition of
the increase in the central bank’s monetary assets.

V. CONCLUDING REMARKS

Monretary and credit programme, as adopted in Bangladesh seems to be
based on the quantity theory framework. It has been observed that in each
year during the last three years and also during the SFYP the actual
monetary expansion exceeded the target monetary expansion substantial.
Though there was fast expansion in liquidity in each of the years, the price
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increase was much less than what one would expect. The increase in the
asset demand for money was largely responsible for less than the
warranted rate of inflation. Smaller upward adjustment in administered
prices and better management of the economy from the supply side were
among the other factors which helped contain increase in prices.

An analysis of the causative factors of the change in money supply
revealed that there were large deviations between the actual and projected
changes of net foreign assets as also between the actual and projected
changes of domestic assets. Deviations between the actual and projected
changes in net foreign assets occurred because the projection was based on
some assumptions which depended on many extraneous factors over
which Bangladesh had little control. Large deviations between actual and
the projected changes in domestic assets were also observed during the last
three years and also during the SFYP. It is not known why the monetary
authorities allowed the commercial banks to exceed the ceiling to such a
large extent. It seems, however, that since the fast expansion in liquidity did
not generate much inflationary pressures and the banks had substantial
excess liquidity, they were allowed to expand credit beyond the limit
prescribed for them.

The Third Five Year Plan envisages monetary expansion of 17.5 percenta
year. It does not indicate on what basis this figure has been arrived at, nor it
analyses the factors causing such an expansion in liquidity. However, in the
light of the past experience and credit requirements of the various sectors of
the economy, we could make projection of over 17.5 percent a year
monetary expansion during the SFYP.

The plan does not indicate how the increase in monetary assets of the
central bank is to be disposed of. An increase of monetary expansion of 17.5
per cent a year is likely to increase the monetary assets of the central bank
by around Tk. 4500 crores during the plan period. Disposition of these
monetary assets is required to be done most prudently. TFYP remains silent
on this issue. The planners must think about this issue and make
appropriate policy decision.
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PROCEEDINGS

Address of the President of the BEA

BY REHMAN SOBHAN *

The goals of the BEA Executive Committee (EC)

All of you, my colleagues of the Bangladesh Economic Association (BEA)
did me the singular honour two years ago of electing me unanimously tothe
post of President. The BEA has a distinguished inheritence which predates
the emergence of Bangladsh. The economists of Bangladesh have made
their contribution to the emergence of Bangladesh and the Association has
frequently served as the vehicle for articulating the concerns of the people of
Bangladesh.

Along with my colleagues inthe EC we therefore presumed that we had
been'vested by all of you with the historic task of making the Association a
living entity which should provide a standing forum to promote discussion
on the critical problems of economics, the Bangladesh and global economy.
This should contribute to promote teaching and research in economics and
project the role of economists as a major professional body in Bangladesh
who should be able to perpetuate a distinguished tradition of service to the
people of Bangladesh. In this task we felt it appropriate to involve as broad a
cross section of the membership in projecting and organising the activities
of the BEA. As part of this task of activating the BEA the EC felt that its
activities should not be limited to the metropolitan centre but should extend
throughout the country to involve all its members. It was further seen to be
appropriate that an Association of such long standing and professional

-distinction should promote contacts with the economics profession
throughout the world by giving BEA members exposure to economists of
international reputation through international conferences organised by
BEA.

In order to sustain this programmes it was deemed important that the
BEA secure its own premises and secure an autonomous source of funding
rather than depend on a modest government grant. The EC has had a
moderate degree of success in realising some of these goals. But much
work remains to be done by the new EC which assumes office after this

* Director General, BIDS.
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conference, provided that the goals defined by the outgoing EC are
acceptible to the members of the Association and the new EC.

The Regional Seminar Programme

The programme to activitate the Association and disperse its actvities was
reasonably successful. It was proposed to organise a series of regional
seminars in collaboration with the local university. The first of these
seminars was co-sponsored with Dept. of Economics, Dhaka University in
February 1984. It was held to commemorate the Centenary of Marx,
Schumpeter and Keynes. The second. regional seminar was held in
collaboration with Dept. of Economics, Rajshahi University in May 1984 on
the theme of Problems of Regional Development in Bangladesh. A third
regional seminar was held in Mymensingh in October, 1984, in
collaboration with BAU, on the theme of the Agrarian Transformation of
Bangladesh. The fourth regional seminar was held in Chittagong in August,
1985, in collaboration with the Dept. of Economics, Chittagong University,
on the theme of Bangladesh'’s International Economic Relations. Now the
7th Biennial Conference is just drawing to its close in Jahangirnagar
University. The EC therefore feels gratified that during its tenure we have
managed to involve the faculties of economics in every university of
Bangladesh in the activities of the BEA,

Each of these seminars/conferences made it possible for economists,
both local and from other centres, to present valuable papers on issues on
theoretical and national importance. The seminars were exceedingly well
attended in the respective regions where a broad cross section of member of
the BEA from the universities and local colleges along with participants
from official and business circles could participate. The concerned
universities provided excellent support facilities for the seminars in the way
or organisation and local hospitality. As a collaborative venture between
BEA and the host university, as an excercise in generating debate on issues
of general importance and in involving BEA members throughout the
country in BEA's professional activities the programme was a success. Four
publications will be forthcoming from these seminars. It is therefore
recommended to the successor EC that they may consider making the
regional seminars a regular feature of BEA activities.

The college lecture programme

The second component of our programme to involve all members was
less successful. This was the college lecture series. |t was decided by the EC
that every month the economics Department of one of the degree colleges
would co-spansor a visiting lecture on a theme of national importance in the
area of economics. BEA was to line up, one of our distinguished economists
from the BEA and organise the scholar’s travel to the college. The college
was to assign the date, organise the lecture and host the visitor. Letters and
reminders were written to Heads of departments and Principals of all
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colleges in Bangladesh providing honours courses in Economics. Direct
contact was also established with some local colleges and President, BEA
also spoke with a number of colleagues in the BEA from colleges, during the
regional seminars. Unfortunately no response was received from any of
these colleges.The only activity registered was the ina ugural seminar in the
series could take place. This was in Eden Girls College, Dhaka in August
1984 which was addressed by Prof. Muzaffar Ahmad. Four other lectures in
various colleges were programmed but could notibe held because of some
local difficulty in the colleges. It is again for the new EC to decide whether to
persist with this programme. But more important it is for the members,
particularly from the colleges, to decide whether they want and will take the
trouble to organise this. It remains my personal view that this programme is
important for giving our colleagues from the colleges both teachers and
students access to the latest developments in the profession and research
work of significance currently underway in Bangladesh. It is also important
for those in the metropolis and universities to mantain contact with their
professional colleagues in the colleges.

Here it might be pointed out tha{ BIDS, as part of its own contribution to
the BEA programme of establishing links with the colleges, is about to
launch its Outreach programme. This programme, organised in
collaboration with NIEAR and with the collaboration of the Economics
Departments of the Universities, will provide refresher courses in
economics to college teachers and hopes to generate a programme of
collaborative research between BIDS and the respective economics
departments where teachers have participated in the refresher course.

International Seminars

The programme of building international linkages between BEA and
the global community of economists has again had some success. In
January, 1985, BEA organised an International Conference on South
Asian Regional Economic Cooperation. This was attended by 22
distinguished economists from India, Pakistan, Sri Lanka and Nepal,
UNCTAD and ESCAP and was inaugurated by the Executive Secretary of
ESCAP. It was the first time that so many economists of international
reputation had been assembled by the BEA in Bangladesh for a
professional conference.

In August of this year BEA organised a seminar on the occasion of the
Board meeting in Dhaka of the International Food Policy Research
Institute where a number of distinuished rural development specialists
from the IFPRI participated in a discussion of Agricultural development
in Bangladesh with economists from Bangladesh, specialising on rural
development policy issues.
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You have all attended at the inaugural session of our biennial
conference the presentation of the six internationally distinguished ex-
planners and finance ministers on the subject of their national
development experiences. This again was a unique privilege not just for
the BEA but for planners and policymakers in Bangtadesh to draw upon
the long experience of these experts with the planning process in giving
us a wider perspective to our deliberations on the Third Plan. Here again
itis for the new EC to decide whether they would like to continue this
practice of inviting internationally reputed economists to interact with
us in our professional activities.

Institutional support

Our goal of raising fundsandfinding a premises still remains to be
realised. We have launched a BEA Endowment Fund with a view to
realise a target of Taka one crore. The investmentincome from this fund
would make the BEA financially independent. It is for the successor EC
to decide whether this goal is worth pursuing and if so to launch a drive
to raise contributions to the Fund. In this task we as ordinary members
will offer any help we can.

We are still without a premisis. At one stage one of the Vice
Presidents of the BEA, entrusted with the task of finding a premisis
came close to having an abandoned property assigned to us. But this
;ommitment was at the last minute frustrated by a more potent claimant
an the premisis. The new EC may therefore pursue this goal if again they
accept the importance of a permanent home for the BEA.

The BEA Organisation

Finally it would be appropriate for me to say that ifthe BEA is to remain
a vital organisation which can energise the economics profession of
Bangladesh it will have to be financially independent and have an
institutional premisis of its own preferably with some full time executive
officers. However to play out this role it will need the active support at
least of all its EC members and indeed many of its ordinary members.
The BEA cannot hope to prosper on the degree of commitment and time
that a few people invest in this organisation. This tends to make the
organisation a function of the personality and enterprise of its President
and some office bearers rather than a reflection of the degree of
commitment of all its members. This means that responsibility in
running the organisation will have to be fully shared by all EC members
and some general members who must contribute not just their ideas but
their time and energy to complete tasks assigned to them on behalf of
the Association. Given the fact that such services have no
remuneration, except from the esteem of their colleagues, and given the
rising opportunity cost of the time of members of the economics
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profession, such a comitment will be no easy task. The BEA has toderive
strength and commitment from the ongoing and active support-of its
members.

For those who are elected to the EC it must be realised that a full
fledged division of labour will have to be accepted by them whereby each
member assumes specific responsibilities during their tenureship.
Through this process they can excercise their representative role on
behalf of those who elect them. Within the EC the principal officials, the
President, Secretary and Treasurer must accept a more onerous
responsibility where they will need to work as a team to deliver the
goods. For this reason and for manifest logistical reasons, on which |
speak from experience, it is important that these three incumbents, as
far as possible should be physically located in one city. The implications
of this operational necessity will have to be worked out by the members in
the excercise of their choice of candidates. Thisis my personal view. Any
alternative suggestion which can resolve the problem of multi-polar
officials and logistical paralysis deserves considered attention.

The future of the BEA

The economics profession is one of the few in Bangladesh which has
a sufficient professional standing to be accorded national and
international recognition. It is for us to justify this recognition and to
proclaim our collective personality before the people of Bangladesh by
the quality of our work and our capacity to contribute to an
understanding and resolution of the problems of the common people of
Bangladesh. In doing so a dynamic professional association such asthe
BEA has arole to play, sustained by the active concern and involvement
of its members in its affairs.

It would be presumptious on my partto suggest thatduring our tenure
we have adequately discharged our historic responsibility to our
inheritance to all our members and beyond them to the people of
Bangladesh. We have attempted to make a beginning in this direction by
vitalising the Association and dispersing its executives. In the process
we have liberated the organising capacity of our colleagues in various
parts of Bangladesh, harnessed their enthusiasm for working for the
Association and projected outside the metropolitan centre to a wider
audience that the Association is active. None of this could have been
achieved without the support of a wide constituency of our members in
Dhaka, Rajshahi, Mymensingh, Chittagong and now Jahangirnagar,
composed of teachers, students, officials, businessmen and
professionals. It is hoped that these energies once unleashed will
continue to be drawn upon by our successors.

In sustaining such a programme | would be remiss if | did not
acknowledge the enthusiastic support and willingness to invest



Sobhan : Address of BEA President 215

voluntary labour by my colleagues on the EC andindeed by its general
members and it was they who shared the price of activating the
Association. | would particularly like to acknowledge the support given
by the two secretaries during the tenure, Dr. Momtazuddin Ahmad and
Dr. A.T.M. Nurul Amin. | would also like to record my appreciation for the
wise counsel of my predecessor, Prof. Akhlagur Rahman in our
endeavours. | seek their indulgence if the demands | have made onthem
have bordered on the unreasonable and record my gratitude for the
labours they have invested in our shared endeavour.

Notwithstanding our last efforts we much acknowledge that we have
fallen short of our objectives and have to make substantial ground if we
are to begin to discharge our wider social responsibilities to the people
of Bangladesh. By identifying the potential of the BEA during ourtenure
| hope that our successors will be much more productive in
consolidating the institutional base for the BEA and in both defining the
responsibilities of the economics profession and giving its leadership in
discharging their historic responsibility to the people of Bangladesh. In
this endeavour, as an ordinary member of the Association of 28 years
standing, | pledge them my support within the limits of my modest
capabilities.
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