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Editorial Note

The Bangladesh Journal of Political Economy was last published in
1997. I do not intend to start a blame game for this delay, but I urge
upon all the members of the Bangladesh Economic Association to
redouble their individual commitments towards the Association and its
prestigious publication, the Bangladesh Journal of Political Economy.

In the second business meeting of the Executive Committee held on 28
August, 2001 after our election in August 2000, we have decided to
transform the Journal into a full fledged referred journal to be published
twice every year in June and December. The newly formed Editorial
Board started the painful preparatory works in right earnest. The
Editorial Board decided to publish the articles presented in the Biennial
Conference of the Association held in August, 2000 in its first regular
session designed as the Conference volume. But to our dismay, we found
that only a handful of the articles were in a reasonably complete form
suitable for a professional journal. Then, we wrote to the presenters to
revise their articles according to a specific set of guidelines to be
followed in the Journal, but many did not respond. Another group of
presenters submitted only the synopses of their presentations. We
requested them to submit the full articles. Again, we got only scant
response. We have, therefore, included only fourteen articles in the
present conference volume, which, according to the views of the
Editorial Board, could be approved as articles with reasonable
completeness and quality.

The next issue of the Journal will hopefully include the articles
submitted to the Association or presented in seminars organized by the
Association. Those are currently going through the review process of
the internal and external reviewers selected by the Editorial Board. From
now on, acceptance of the articles for publication will be strictly on the-
basis of referees, reports.

We have been repeatedly urging our members to submit new articles
for the Journal. I am happy to note a slow but increasing response to
our appeals in this regard. A particular writing style of the Journal has
been approved by the Editorial Board and the Executive Committee. We
urge upon all contributors to follow the guidelines provided.

vil



1 must admit that the long and arduous process of approval of articles in
a respectable professional journal may be quite frustrating for the
contributors. But, any compromising attitude will definitely frustrate the
efforts to ensure the acceptable quality of the Journal itself. Our efforts,
however painful at the present stage, will bear fruits in due course, we
hope.

Therefore, I solicit your patience and perseverance. I earnestly thank my
colleagues in the Editorial Board for their unstinted cooperation.

Sincerely.

B(Pr—

(Dr. Muinul Islam)
Executive Editor,
Bangladesh Journal of
Political Economy
and
President,

Bangladesh Economic Association.
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Footnoting and Writing style of the
Bangladesh Journal of Political Economy

The Bangladesh Journal of Political Economy will be published in June and December each year.
Manuscripts of research articles, research notes and reviews written in English or Bangla should be
sent in triplicate to the Executive Editor, The Bangladesh journal of political Economy, Bangladesh
Economic Association office, 4/c Eskaton Garden Road, Dhaka-1000, Bangladesh.

An article should have an abstract within 150 words.

Manuscript typed in double space on one side of each page (preferably with softcopy) should be
submitted to the Executive Editor.

All articles should be organized generally into the following sections: a) Introduction: Stating the
background and problem; b) Objectives and hypotheses; ¢) Methodological issues involved; d) Findings;
¢) Policy implications; f) Limitations, if any; and g) Conclusion (s).

The author should not mention her name and address on the manuscript. A separate page bearing her
full name, mailing address and telephone number, if any, and mentioning the title of the paper should
be sent to the Executive Editor.

If the article is accepted for publication elsewhere, it must be communicated immediately. Otherwise,
the onus will lie on the author.
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the text. The Editorial Board reserves the right to alter the title of the article.
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Bangladesh Since Independence: Development
Performance, Constraints and Challenges

Sadiq Ahmed”™

1. Overview

In 1973 Henry Kissinger, former US Secretary of State, is reported to have
commented that Bangladesh was a basket case, being possibly overwhelmed with
the appalling state of the economy following the country’s independence from
Pakistan on December 16, 1971. Today, after 30 years of independence, the country
can boast of some convincing progress with economic development. Per capita
income has expanded by more than three-fold, human development has progressed
impressively, and the incidence of income/consumption poverty has been reduced
by a third. Yet, major challenges remain. At dollar 370, per capita income is low
even by South Asia standards, some 50% of the population is still poor, and most
indicators of human development are low even by standards of low income
economies. Against the backdrop of these challenges, major governance and
financial constraints have emerged which threaten the sustainabillity of the past
progress. The development challenges for Bangladesh as it enters the new millennium
are indeed daunting, but by no means insurmountable. As the nation has shown,
rising from the ruins of a war-devastated economy in the 1970s, with concerted
efforts constraints can be overcome and progress with development is very much
possible.

The objective of this paper is to trace the development progress in Bangladesh over
the past 30 years, look at the emerging constraints and challenges, and draw lessons
for the way forward. The three decades constitute a rich experience and important
lessons can be gained, both positive and negative. As well, an effort will be made
to draw on the equally rich international experience, especially lessons from the
neighboring South Asian countries. Hopefully, this review will make a2 modest
contribution to the debate on policy options for Bangladesh.

The author is the Chief Economist of the World Bank South Asia Region. Views expressed in this
paper are the auther’s own and not of the World Bank. He is grateful to Fred Temple, Zaidi Sattar,
Shekhar Shah, Rashid Faruquee, Farooq Akhter Choudhury, Zahid Khan and Shamsuddin Ahmed
for their comments and advice on the first draft. All errors are the author’s sole responsibility.
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The paper is organized as follows. After the overview, the next section reviews
development performance in Bangladesh since independence. Trends in relevant
quantitative indicators of performance are presented and compared, wherever
possible, with performance in South Asia and other developing economies. Policies
that explain past developments are analyzed in section IIL. In section IV,
we summarize the emerging development challenges for Bangladesh in
the new millennium and discuss the implications for future policy and institutional
reforms.

Section II: Development Progress over the Past Three Decade

Development is best defined as social transformation'. For practical purposes,
though, one needs some convenient reference points to measure development in order
to pass judgements about progress made and also to make intemnational comparisons.
One common approach is to measure development progress in terms of performance
with poverty reduction. It is well recognized that poverty is multidimensional®. Again,
a commonly used approach is to define poverty in terms of income or consumption
and in terms of human development indicators. These indicators of poverty are well
understood as they are quantifiable, and progress over time can be measured. Tables
1 (a and b), 2 and 3 below show Bangladesh’s progress with poverty alleviation,
human development and reduction in gender bias.

Bangladesh’s progress with poverty reduction, human development and gender bias

Arguably, Bangladesh is the most vulnerable of the South Asian economies in view
of her extremely high population density (the highest in the world excluding
Singapore) and the high incidence of natural disasters. Poverty incidence data
compiled by World Bank staff and national researchers show that there was a
substantial deterioration in the poverty situation in the 1970s, followed by rapid
progress during 1978-86 (Table 1 a). There was again a worsening of the poverty
situation in the 1986-92 period (Tables la and 1b). More recently (1992-96), there
has been an improvement in the poverty reduction effort (Tables la and 1b). Given
the high concentration of the poor in the rural areas, the national poverty outcome
is dominated by the poverty situation in the rural areas’.

See Stiglitz 1998

See World Bank 2000

Good discussions of the Bangladesh poverty estimates and issues are contained in Sen 2000 and World Bank
1999.

W



Sadiq Ahmed : Bangladesh Since Independence 3

Table 1a: Bangladesh Poverty Incidence, 1973-1992¢

Years Head Count A’ Head Count B¢
Rural  Urban National Rural  Urban National

1974 603  52.0 59.4 71.3 63.2 70.4
1977 78.9 67.7 77.4 n.a. na.  na.
1978 774  68.4 75.4 n.a. n.a. n.a.
1979 65.8 549 64.1 n.a. n.a. n.a.
1982 553 435 54.2 65.3 48.4 63.3
1984 463 37.1 45.1 53.8 40.9 52.1
1986 373 264 359 459 30.8 47.9
1989 434 374 41.2 49.7 35.9 47.9
1992 n.a. n.a. n.a. 529 33.6 504
1996 n.a. n.a. n.a. 51.1 26.3 46.4

Although the two time series poverty estimates are not comparable because of
definition and other measurement differences, some broad conclusions can be made’.
First, overall, Bangladesh has made an impressive reduction in poverty since
independence. Both the rural poor and the urban poor have benefited from this effort.
Second, the reduction in poverty seems to have slowed down considerably since the
mid-1980s, due to stagnation in progress with reduction of rural poverry’ Urban

Table 1b: Bangladesh Progress With Poverty Reduction, 1984-96°

Years Poor (headcount index) Very Poor (headcount index)

Rural Urban _ National Rural Urban National
1984 60 50 39 43 28 4]
1986 53 43 52 36 20 34
1989 59 41 a7 44 22 41
1992 61 45 59 46 23 43
1996 37 35 53 40 14 36

Source : Sobhan, et. al. 1996 and Sen 2000.

Based on distribution data ranked by per household expenditure.

Based on distribution data ranked by per capita expenditure.

Although the estimate of the level of poverty depends upon the specific definition and other measurement

1ssues, the conclusions on poverty trends and progress are not very much affected. See Sen 2000.

*  This conclusion is still valid if one were to exclude the controversial poverty estimate for 1986 which shows a
sharp reduction over 1984. Sen (2000) explans the nature of this controversy. As the results of Table 1b show,
the important point is that between 1984 and 1996, the incidence of rural poverty seems to have stagnated
around 60%.

¥ Source: World Bank, 1991. These estimates in some sense are based on best practice methodology, being derived

from the cost of basic needs method and careful attention is paid to deriving price deflators.

-+ = wos
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poverty reduction, however, has continued to make good progress, with the incidence
declining to around 35% in 1996, as compared with rural poverty incidence of over
50%. Fourth, the fluctuations in the incidence of rural (and therefore national) poverty
incidence suggests the vulnerability of the rural poor.

The picture regarding progress with human development (Table 2) shows that, since
independence, Bangladesh made rapid strides from its low base levels in improving
primary school coverage, reducing the population growth rate, improving access to
safe water, reducing infant mortality, and raising life expectancy. The performance
in the area of population management is truly remarkable, resulting in a rapid
reduction in the rate of population growth from a high of 2.8% per annum in the
1970s to 1.6% per annum in the 1990s.

Table 2: Bangladesh Progress with Human Development 1975-97"°

Years Life Infant Toral Access to  Adult Primary Secondary
expectancy mortality fertility safe literacy  school school
(Years) rate rate(%) water (% rate (%) enrollment enrollment
(per 1000) of (%) (%)
population)
1975-77 47 130 6.5 35 26 83 14
1985-88 51 118 55 46 33 59 17
1995-97 60 60 3l 84 51 96 29

Also remarkable is the progress in reducing gender discrimination (Table 3). Apart
from the rapid progress made in increasing enrollment of girls in primary schools,
the increase in the ratio of female to male from a pretty low level to around the
same level as in advanced western countries is an indication of the strength of the
progress in reducing the anti-female bias in the country’! This is particularly notable
because of the overall difficult social environment for women in South Asia.

Table 3 : Bangladesh Progress With Reduction in Anti-Female Bias'

Indicators 1972 1980 1990 1997
Female-male ratio 093 094 1.06 1.06
Female literacy (% of male) 33 40 46 71

Female primary school enrollment (% of male) 50 62 85 87
Female secondary school enrollment (% of male) 30 38 50 54

19 Source: World Bank 1999-97; World Bank 2000a.
% See Dreze and Sen (1995) for a discussion of the importance of the female-male ratio as an indicator

of gender bias.
2 Source: World Bank 1999-97; World Bank 2000b; Human Development Report 1999.
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Bangladesh Human Development in an International Perspective

How does Bangladesh’s human development progress compare internationally? Table
4 shows the relative position of human development indicators in Bangladesh in
the international context. Despite past progress, human development indicators in
Bangladesh still lag substantially behind the levels achieved in Sri Lanka and the
East Asian Economies. She has among the lowest life expectancy in the South Asia
Region, falling even behind the average of the low income countries.

Table 4: Bangladesh’s Social Indicators in the International Context-1996-97"3

Region/ Life  Popula- Primary Second- Ratio of Youth Youth Infant  Under-5 Matemal Access
Country expect- tion school  ary female literacy literacy mortality montality mortality to safe
ancy growth enrollme school tomale rate  rate rate rate rate water
rate(%) ni(%)  enrol- primary (Male) (Female) (per1000 (per (per {% of

ment  pupils (%) (%) live 1000) 10000) popu-

(%) (%) births) ltion
Bangladesh 60 1.6 96 29 87 58 37 60 104 830 84
India 62 1.2 101 49 82 73 56 71 88 440 85
Nepal 57 20 113 42 67 73 38 83 117 1500 59
Pakistan 64 23 81 30 7 69 39 95 136 340 62

Sri Lanka 73 1.0 109 75 96 97 96 14 19 30 70
South Asia 62 14 96 - 80 75 52 77 100 480 81

Low Income | 63 23 103 50 NA 77 59 82 118§ — 69
Middle — 09 105 70 99 % 94 34 43 —_ 79
Income

East Asia — 09 121 69 100 98 96 37 47 — 77
High Income | — 0.3 104 107 100 100 100 5 F — 100

Overall, the health standards are poor, reflected not only in low life expectancy, but
also in high infant, child and maternal mortality rates. Nutrition is a serious problem,
with over 50% of the children suffering from malnutrition™ The adult literacy rate
is still very low and secondary school enrollment is the lowest in the region. There
are major concerns about the quality of basic services, including education'®

Progress With the Enabling Environment

It is universally acknowledged that long-term economic growth is necessary for
poverty reduction'®. The intuition underlying this conclusion is easy to see. Income
growth creates the basis for providing productive employment, supports increases

Source: World Bank 1999-97

See World Bank 1999a.

¥ See World Bank 1999b.

' For empirical evidence, see Dollar and Kraay 2000.
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in real wages, and helps finance public programs for poverty reduction. However,
it is also well recognized that the pattern of economic growth needs to be pro-poor
in order to ensure that the poor are able to participate in the growth process. In the
Bangladesh context, given the strong concentration of the poor in the rural areas
and being a labor abundant country, the overall pace of economic growth, the
performance of agriculture, and the overall labor intensity of production all matter
for reducing income poverty.

Table 5 shows the progress with the enabling environment for poverty reduction.
Some explanation of the choice of variables is in order'”. The importance of saving
and investment rates for supporting rapid growth is well recognized. However, the
efficiency of investment is also important. A commonly used indicator is total factor
productivity (tfp). Lack of necessary data, particularly reliable estimates of the capital

Table 5: Bangladesh Progress With the Enabling Environment, 1973-98

Indicators 1973 1998
Growth of GDP (% p.a) - 4.7
Growth of Per Capita GDP (% p.a) — 2.5
GNP Per Capita ($) 110 350
Growth of agricultural GDP (% p.a) — 2.3
Investment Rate (% of GDP) 12.9 22.2
National Saving Rate (% of GDP) 13.7 20.8
Domestic Saving Rate (% of GDP) 75 16.8
Exports (% of GDP) 5.0 13.8
Imports (% of GDP) 10.2 18.9
Inflation Rate (% p.a) E 131

stock, prevents this. A proxy for efficiency is the openess of the econony, measured
as the share of trade (exports and imports) to GDP. Admittedly, this measure is
controversial. Yet, there is a considerable body of empirical evidence which suggests
that openness to trade is good for economic growth®. A direct measure of labor
intensity of production (capital/labor ratio) is similarly not possible due to inadequate
data. A proxy for this is the share of exports in GDP. This is a useful proxy, given the

Admittedly, the selection of variables is rather limited. Other important elements of the enabling
environment include governance related variables such as law and order, corruption, quality of the
financcial system. As a rgued later in the paper, these are major negative factors for poverty reduction
in Banglladesh.

Growth rates are average per annum over 1973-98; levels are for the specific year shown.

®  Dolllar and Kraay 2000.
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strong weight of agriculture/agriculture based exports and labor intensive garments in
the export basket. Finally, inflation is a direct determinant of poverty. There is
substantial international evidence that high inflation hurts the poor more because of
their weaker ability to protect against the decline in real income resulting from higher
inflation®.

The results of Table 5 show that Bangladesh made good overall progress in increasing
per capita income based on an expansion in the rate of investment and supported by greater
openness to international trade. Exports grew faster than GDP, fueled by a rapid expansion
of labor-intensive garment exports. Importantly, an increasing share of this expansion in
investment was financed by an increase in domestic and national saving rate. As against
these positive developments, negative factors have been a much slower pace of expansion
in agricultural value-added and an average inflation rate that has much exceeded the
international inflation rate. Additionally, the expansion in per capita income lagged
significalntly behind the growth of per capita incomes in Sri Lanka (4% per annum) and
the average of the East Asian economies (6% per annum). Not surprisingly, there has
been much better progress with poverty reduction in these countries as compared with
Bangladesh.

The aggregate results, however, hide some of the dynamics of the growth experience
in Bangladesh. A disaggregated picture is important to understand why poverty
reduction progress has slowed down since the mid-1980s. The pace and pattern of
growth, corresponding to the various poverty progress periods is shown in Table 6. A
number of important points emerge from this breakdown. First, the early years of
independence (1972-77), which saw a considerable increase in the incidence of poverty,
also witnessed slow overall per capita income growth and slow growth of agricultural
incomes. In the second phase (1978-86), when a sharp reduction in the incidence of
poverty in both rural and urban areas happened, overall per capita growth improved,
notably, the pace of growth in agricultural value-added increased, and there was a rapid
expansion in the exports of garments. In the third phase (1987-92), rural poverty
increased despite an increase in the rate of overall per capita GDP. This happened partly
due to a significant reduction in the pace of expansion of agricultural incomes. Urban
poverty, however, continued to show a decline, benefiting from the continued good
rate of expansion of urban incomes and the contribution of buoyant garment exports.
Finally, in the fourth phase (1992-96), poverty declined in both rural and urban areas.
supported by an increase in the rate of growth of overall per capita GDP, an increase
in the rate of growth of agricultural GDP, and the continued strong contribution of
garment exports.

*  Dollar and Kraay 2000; Ahmed 1984; Datt and Ravallion 1996.
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Table 6 : Bangladesh Growth Pattern

Growth Pattern 1973-77 1977-86 1986-92 1992-96
Growth of Per capita GDP 2.0 2.6 2.7 21
Growth of Agricultural value-added 2.3 2 1.8 24
Growth of Garment exports ($) — 2104 20 16

The breakdown of growth also shows a very important result. The impact.of per
capita income growth on poverty reduction has varied over time. Table 7 shows this
result. The responsiveness of poverty to growth has been most buoyant in the 1977-
84 period and least robust in the 1984-96 period®.

Table 7. Bangladesh Poverty Responsiveness to Growth®

years Per capita GDP Reduction in Poverty
growth rate (%p.a) poverty (% p.a) TeSpOnSiveness

1977-84 2.5 7.4 3.0

1974-92 1.7 1.9 1.1

1992-96 3.1 43 14

1984-96 24 1.0 0.4

Overall, the responsiveness of poverty reduction to growth has fallen sharply since
the mid-1980s. What explains this? Part of the answer is the differential pattern of
growth whereby the participation of the poor in the growth process has varied over
time. In part also, evidence suggests that there has been disturbing outcome of rising
inequality in both urban and rural consumption in Bangladesh (see Table 8). The
incidence of inequality has been higher in urban areas than in rural areas.

¥ This high growth rate reflects an increase from a very low base of only § 3.0 million in June 1981,

As noted earlier (footnote 8), there is some debate about the reliabillity of the 1986 poverty estimates which
show a marked improvement in poverty reduction between 1984 and 1986. So, if one were to use 1986 as the
base point for measuring poverty since then, the outcome is one of negative progress with poverty reduction in
the rurall areas!

Due to non-comparablity of the various poverty series, the estimates of responsiveness are computed as fol-
lows. For 1977-84, series A in Table la is used; for 1974-92, series B is used; finally, for 1992-96 and 1984-96,
poverty data in Table 1b is used.

[~

L~
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Table 8. Distribution of Consumption in Bangladesh*

Years National Gini Rural Gini Urban Gini
Coefficient Coefficient Coefficient

1984 0.26 024 0.29

1986 0.26 0.24 0.30

1989 0.28 0.27 0.31

1992 0.27 0.25 0.31

1996 0.31 0.26 0.36

Section Ill: Policy Framework for Poverty Reduction
Overview

Except for the early years of independence, Bangladesh has relied pretty heavily on
economic growth and human development as the main instruments for poverty
reduction. Since 1975, this focus on growth and human development has remained
dominat in spite of the many changes in government. Correspondingly. the
experiment with a controlled economy, comprising of state ownership and
management of production and price controls, was short-lived and was basically
reversed after the fall of the first government in 1975. Over the years since then,
deregulation, liberalization and focus on private enterprise have proceeded in
different forms, pace, and pattern.

Macroeconomic Management

This was a problem area in the early years of independence, but to a large extent
became an area of strength since the late 1970s. However, there were some
worrisome signs of strain on the macroeconomic balances in the late 1990s. Overall,
after the difficult first few years of independence, macroeconomic management has
generally been prudent allowing Bangladesh to reduce the pace of inflation, preserve
the competitiveness of the real exchange rate, maintain positive real interest rates
but without driving them too high, maintain low debt servicing ratio, and keep the
fiscal cost of debt to a manageable level. The main problem areas though have been
the very low tax effort and the poor quality of public spending, both having adverse
implications for poverty reduction.

#  See Wodon 1999.
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Over the longer-term, the management of the exchange rate has been a positive
aspect of Bangladesh economic management. The long-term trend in real exchange
rate is shown in graph 1. A rapid pace of inflation in the 1972-75 period caused a
sharp appreciation in the real exchange rate. This was reversed by 1980, and then
was accompanied by a noticeable depreciation of the real exchange rate over the
1980-85 period aimed at securing the competitiveness of the real exchange rate. Since
then to 1999, the real exchange rate showed a gentle upward drift indicating a slight
depreciating pattern. Overall, by avoiding significant periods of real exchange rate
appreciation despite double digit inflation in the 1980s, Bangladesh has been able
to preserve the competitiveness of the export sector. This has been an important factor
underlying the good performance of the export sector, contributing positively to
poverty reduction. At the same time, by allowing a significant expansion in exports,
this has substantially increased the debt servicing capacity of the economy enabling
the maintenance of a low debt servicing ratio.

Graph 1: Bangladesh Real Exchange Rate Trend
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In the 1970s, the management of monetary policy was a problem area. Rapid
monetary expansion, much in excess of the growth of real GDPF, along with structural
problems associated with a war-ravaged economy fueled a rapid pace of inflation
in the early 1o late 1970s which hurt the poor considerably. Since late 1970s, the
management of monetary policy improved considerably over the years and the pace
of monetary expansion became more disciplined. Along with the sharp improvement
in food supply, good monetary management contributed to a substantial slowdown
in the pace of inflation to single digits in the 1990s (see Table 9).
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Table 9: Money, Growth and Inflation

Indicators/Years 1972-80 1980-90 1990-98
Rate of growth of GDP 4.6 4.8 4.7
Rate of monetary growth (M1) 15.8 12.5 12.1
Rate of inflation (CPI) 193 104 5.1

The management of fiscal policy has been more problematic (Table 10). This is
perhaps the Achilles Heel of Bangladesh’s macroeconomic management. Problems
are reflected in large fiscal deficits, a low tax to GDP ratio, and poor quality of
spending. When Bangladesh became independent in 1972, separating from Pakistan,
it inherited a very difficult fiscal situation but also a number of advantages. These
advantages related to low debt obligations and low military spending. By and large,
while Bangladesh has benefited from these initial conditions, she has failed to fully
capitalize on them. So, on the positive side, Bangladesh has restrained her defence
spending and maintained a good balance between military and social spending. The
relative priority given to social spending has served Bangladesh well and contributed
to the notable progress made in human development over the past years. Yet, the
level of public spending on health and education (3.1% of GDP) is low by
international standards and given the country’s needs. While there has been some
growth, rising from a very low level of 2% of GDP in 1972, the increase in public
spending on health and education to levels necessary to address the remaining
substantial gap in human development noted earlier has been prevented by the very
low level of tax effort (only 7.2% of GDP - the lowest in the region). Tax compliance
is a serious problem in Bangladesh estimated at only 6%, the lowest in the region.
Large fiscal deficits in the 1990s were also a worrisome development. While the
interest cost of debt is still small, this is only because of the past dominance of
concessional foreign assistance, the ontinued availability of which is by no means
assured. The growing debt to GDP ratio, rising from 6% in 1973 to 47% in 1998. is
an indication of the creeping effects of large external borrowings to finance the fiscal
deficits.

Table 10: Indicators of Fiscal Management in Bangladesh

Indicators 1972 1980 1990 1999
Defence spending(% of GDP) 0.5 0.9 1.5 1.4
Social spending (% of GDP) 1.9 1.8 2.4 3.1
Fiscal Deficit (% of GDP) 0.8 1.6 5.8 4.8
Interest Cost (% of GDP) 0.2 0.5 1.0 1.3

Tax revenue (% of GDP) 43 3.7 o W7 ¥l




12 Bangladesh Journal of Political Economy Vol. XV

In addition to the inadequacy of the level of public spending on human development,
there are some serious concerns about the quality of public spending. These relate
to the efficiency of public spending as well as to the equity of such spending. A
number of World Bank studies suggest that the efficiency of public spending can
be considerably improved in health, education, irrigation and water supply®.
Similarly, there is evidence that the equity of public spending can be substantially
improved. These are discussed a bit more below in the section on human
development.

Structural Policies

Following the early years of experimentation with a socialist pattern of economic
management, Bangladesh embarked upon a more market-based economy. The
incentive policies became the key determinant of economic growth. The pace and
pattern of liberalization and deregulation varied considerably in scope and
significance by sectors and over time. Progress with deregulation and liberalization
has been most advanced in the area of trade policy. following the big push in the
early 1990s. Deregulation in the industrial sector has been of mixed effectiveness
because of the inability to address many of the deep-rooted governance problems
of this sector. Liberalization in agriculture, focused mostly on the input markets,
has yielded good results for rice production. Deregulation in the area of infrastructure
and the reform of the financial sector are much less advanced.

Trade Policy: By and large this has been an area of strength. Bangladesh has made
steady progress in the 1990s in reducing trade barriers, both tariff and non-tariff.
Thus, the maximum tariff rate has been sharply cut back from a high of about 500%
in 1989 to 38% now. The unweighted average tariff rate has climbed down from 94
% in 1989 to 25% in 1996. The number of banned items has been significantly cut
back. Nominal and effective rates of protection have been reduced noticeably?®. In
addition, special bonded warehouses and export processing zones have provided a
big boost to the exports of the garments industry. As a result of these trade reforms
and good exchange rate management, the anti-export bias has been substantially
reduced and the efficiency of domestic production has increased®”. Overall, progress
with trade policy reforms has been an important factor in supporting the expansion
of exports and economic growth in Bangladesh. However, there is still an unfinished
agenda, and proceeding with the next phase of trade reforms, including reduction

*  See World Bank 1997, World Bank 1999.
¥ See World Bank 1996.
7 For empirical evidence, see Sattar 1997 and World Bank 1999d.
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in the dispersion of tariffs and elimination of most other remaining trade bans, will
be important for securing a further increase in the efficiency of domestic production
and the rate of economic growth.

Industrial Policy: After the massive nationalization of the industrial sector in 1972,
there was a slow process of denationalization and private enterprise promotion during
the 1980s and 1990s. Progress with industrial deregulation gained momentum since
the 1980s. However, the overall response of the manufacturing sector to this
deregulation effort has been weak®. The main exception has been the garments sub-
sector which benefited most from this policy of deregulation and trade liberalization,
contributing handsomely to poverty reduction through higher incomes and
employment for the poor.

The reason for the weak supply response from the non-garments enterprises is the
deep-seated governance problems of the large-scale manufacturing sector which
require deeper reforms in addition to deregulation, problems in the financial sector,
weak infrastructure, and law and order problems.

The policy of nationalization of the early 1970s left a very difficult legacy of labor
militancy, over-employment, corruption, and management inefficiency, all
contributing to heavy financial losses and a severe overhang of debt in the industrial
sector, from which the country is yet to recover. There is still a significant
involvement of the public sector in the management of industrial enterprises, many
of which are in the red and do not have a ready market for privatization due to the
overhang of indebtedness and labor problems. For example, the consolidated losses
of state-owned manufacturing enterprises stood at taka 7 billion in 1999, increasing
from around taka 6 billion in 1998%. These enterprises continue to be a drag on the
efficiency and growth of the industrial sector. As well, the depth of the manufacturing
sector remains low owing in a large part to inadequate foreign investment. Indeed,
Bangladesh is amongst the lowest recipient of foreign direct investment in South
Asia, except Nepal. Among the negative factors for low foreign investment and
shallowness of the industrial sector are corruption, poor infrastructure, poor law and
order situation, and political instability®.

Agricultural Policy: Bangladesh started with a pretty heavy dose of controls over
both the product and input markets for agriculture. Deregulation in agriculture started

*  See Bakht and Rahman 1998 for a detailed analysis of the industrial sector constraints and
performance.

¥ The deficits of the consolidated state-owned non-financial enterprises stood at taka 8 billion in
1999. Total SOE debt stood at taka 470 billion or around 27% of GDP as of June 1997.

*  See World Bank 2000a.
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in early 1980s*. This involved liberalization of the fertilizer and irrigation equipment
markets, and the reform of the public marketing of foodgrains. While much of the
reform focused on agricultural inputs, on the output side the main noteworthy reform
has been the abolishment of most forms of food rationing and abolishing the
monopoly in the import and export of foodgrain. The overall effect of this
deregulation effort was positive, contributing to expansion in agricultural productivity
and value-added®. Much of the positive impact happened in rice production - the
dominant agriculture activity. Deregulation enabled rapid adoption of the high-
yielding varieties (HYV) of rice, causing paddy production to increase at a faster
pace than population, and Bangladesh achieved rice self-sufficiency by the early
1990s.

Yet, the agriculture sector lacks dynamism. The performance of the agriculture sector
is heavily dependent upon the contribution of rice, which seems to have become
constrained by slowdown of demand due to low income elasticity of demand and
the slowdown of the population growth rate. Given the importance of agriculture
for poverty reduction, it has been a subject of considerable analysis, debate and
discussion. The upshot of the main results of this intensive research >

- Despite progress, agriculture continues to suffer from many controls over
output pricing, marketing, and input supply; removal of these controls will
benefit farm production and value-added.

- Deregulation has focused mostly on input markets; on the demand side low
expansion of the pace of domestic demand and inadequate export orientation
continue to limit the incentives for production.

- Diversification of agricultural production away from the heavy reliance on rice
is important to raise agricultural value-added; this in turn will require policies
to boost domestic demand along with policy support for pushing agricultural
exports.

- The prospects for non-rice agricultural exports is also limited by the relatively
low productivity. So, policies for promoting technological progress in non-
rice agriculture are very important.

- Inadequate agricultural infrastructure is another constraint on farm production
and productivity.

- Overall water management and flood control policies are deficient, suffering
from serious management problems, including O&M.

% See Abdulllah and Shahabuddin 1997 and Ahmed 1998.

;3 Abdulllah and Shahabuddin 1997; Ahmed 1997.
A good summary of these issues is contained in Abdullah and Shahabuddin 1997; Mahmud 1998;
and Farugee 1998.
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- Land markets function inefficiently due to inadequate land administration
policies, including the inadequacy of the legal process for land tenure
arrangements and land sales®

- Finally, the inadequacy of the farm credit market remains a major constraint
on farm production.

Infrastructure Policy: Progress with infrastrcuture policy reforms has been weak.
Much of the infrastructure provision (power, telecommunications, railways, ports,
road network) and maintenance is in the public sector. Except for bus services where
an active private sector operates, incentives for attracting private investment in
infrastructure are inadequate and a proper regulatory framework for private provision
of infrastructure is lacking. Consequently, there are serious deficiencies in the quality
and quantity of infrastructure services, thereby increasing the cost of doing business
in Bangladesh. Most serious problems are in the power sector. Difficulties in the
power sector include huge losses, supply constraints, and low reliability of service.
Indeed, there are serious problems of corruption in the power sector. Thus, power
losses, that are estimated in the range of 35-50% of output, are to a large part a
reflection of power theft and poor collection of power bills*. Power sector’s financial
losses were estimated at taka 5.6 billion in 1999. Recently, faced with acute power
shortage, Bangladesh is seeking to attract foreign private investment in power
generation. The problem though is that the agenda for required sector reforms is
much less advanced. Ports in both Chittagong and Chalna are plagued with
inefficiencies and labor problems, resulting in high shipping costs. For example, the
cost of moving a container through Chittagong comes to $600 as compared with
$150-300 in neighboring country ports®. Railways suffer from serious financial
losses and poor service. Inland waterways are inadequately regulated, causing serious
safety hazards. Telecommunications network is inadequate, inefficient and
expensive® Progress in expanding the road network has been more encouraging,
including a rapid expansion in private bus operators. Yet, road traffic is seriously
congested and suffers from unduly high incidence of accidents and poor maintenance.
Overall, the infrastructure picture is pretty bleak and a significant constraint to a
more rapid expansion of economic growth.

Finacial Sector policy: This is another major area of concern. Banking sector is
dominated by public banks with seriously infected portfolios. Even in the private

3 See World Bank 2000b.

3% Official estimates for power losses are 35%. However, more detailed scrutiny suggests that these
losses may be as large as 50%.

%  See World Bank 1998

i See World Bank 1998
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banks, the portfolio infection is pretty high. The main problem in the banking sector
is poor governance. Largely as a result of corruption, an estimated 50% of the loans
of the public banks and some 30% of the loans of the private banks are non-
performing®. Although the problem of non-performing loans of public sector banks
has probably existed for a fairly long time, available data suggests that the problem
has become particularly acute in the 1990s (see graph 2). As of December 1999,
total non-performing loans of the public sector banks stood at $ 4.0 billion, which
is about 9% of GDP. Along with power sector losses and low tax compliance, the
large magnitude of non-performing loans is the most telling evidence of poor
governance situation in Bangladesh with negative consequences for poverty
reduction®.

Graph 2 : Bangladesh Non-Performing Loans
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While the problem of non-perfoming loans is fundamentally a problem of political
economy, there are many associated management problems relating to the inadequacy
of the legal framework for banking control, banking supervision, inefficient
management and overstaffing in public banks, and poor service standards in many
banks, particularly in public banks*. Reform efforts over the past several years have
sought to improve the regulatory and legal environment. Much of this effort, however,
was focused on private banks. As a result. the share of non-performing loans in the
private banks has declined and progress has been made towards the application of
international standards of loan classification and provisioning.

*  Non-performing loans are defined in their broader context and include loans that are in the categories
of substandard, ‘doubtful’, and ‘bad/loss’.

*  For a detailed analysis of governance and poverty reduction in South Asia, see Ahmed 2000.

#  See World Bank 1998a.
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One area where better progress has been made concerns the management of the
interest rate. Graph 3 shows the trend in real deposit rates. In the early years, rapid
inflation along with control over interest rates, caused deposit rates to become highly
negative until 1975. High inflation of the early 1980s also caused deposit rates to
become negative. However, since 1983, deposit rates have remained largely positive.
Following years of control, interest rate policy was gradually deregulated in the
1990s. Along with reform of taxes on financial instruments and the proper
management of returns on long-term government debt instruments (saving certificates
etc.), the maintenance of positive real interest rates has played an important role in
spurring financial saving while reducing the bias against the stock market.

Graph 3: Bangladesh Real Interest Rates
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As in other developing countries, public sector in Bangladesh is the dominant source
of financing human development. But a notable feature of the Bangladesh experience
is a successful partnership between government and the NGOs in the delivery of
basic human development services. Indeed, this aspect of the Bangladesh experience
with human development has important positive lessons for other South Asian
Countries.

We noted earlier that successive governments placed strong emphasis on funding
human development through the budget and that while significant increase in
budgetary funding over the depressed levels of the early years of independence
happened, the needed level of funding has not been possible due to a severe public
resource constraint imposed by a weak tax effort. As well, cost recovery policies
have been inadequate and there are serious concerns about the efficiency and equity
of these services. For example, data for 1994 indicate that the poorest decile of the
rural population receives only 6.9% of rural public expenditures on education.
Overall, the bottom half of the population receives only 38.4% of education
expenditures. In contrast, the top decile receives 15.4%. Primary education
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expenditures are more evenly distributed with the poorest receiving 9.5%. But
secondary and higher education benefits are not, with the poorest decile receiving
3.5% of the secondary education and only 0.8% of higher education*'. Perhaps, the
most pressing problem is the low quality of pubic services, reflected in poor health
standards, high mortality rates and low education achievements. Addressing this
corncern is a key development challenge for Bangladesh.

A notable area of policy success in human development has been the population
control program*’. A combination of education, social marketing of population
control materials, and technical advice based on family health workers meshed into
an effective delivery system has enabled Bangladesh to sharply cut back the rate of
population growth. Partnership between government, private sector NGOs and the
donor community has also been exemplary. Arguably, this is amongst the most
important policy success in the field of human development and shows that a
concerted effort coupled with strong partnership with concerned agents can provide
the basis for atraining the desired goals of human development in Bangladesh.

Progress with health reform policies has been mixed. Since independence there
has been a gradual increase in public spending on health. Yet, at only 1% of GDP,
public spending on public health services is grossly inadequate. Given this tight
resource situation, tough spending prorities are essential. On the positive side,
emphasis on child immunization and control of communicable diseases has yielded
good results leading to a significant reduction in infant mortality. Partnership with
NGOs has also played a positive role. As well, there has also been progress in
regulating the pharmaceutical industries and import of drugs to ensure affordability
of basic medicines and to improve public safety of drug usage. Yet, the agenda on
the health side remains daunting, reflected in low life expectancy and still very high
rates of infant, child and maternal mortality rates. Along with a larger allocation of
public resources for health services based on higher resource mobilization, public
expenditure needs to focus much more strongly on basic health care as opposed to
tertiary care which should mostly be left to the private sector. A major policy
weakeness is the lack of an effective regulatory framework for private health care.
As a result, while a flourishing private health care service has emerged in response
to growing demand, there are serious problems of quality control, accountability and
affordability. Additionally, pricing policies for publicly provided tertiary care are
inappropriate, providing huge subsidies without regard to incomes.

#  See World Bank 1999b
#  See Barkat et al 1997 for a review of the population control progress in Bangladesh.
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Bangladesh has rightly recognized the importance of education for development.
The main policy elements for education have been a combination of public financing
and provision, and partnership with the NGOs for service delivery. Public spending
for education expanded noticeably, reaching 2% of GDP by 1990. Yet, this level of
funding is inadequate to meet both the quality and quantity requirements, particularly
at the secondary level®. Rgarding service delivery, Bangladesh has made remarkable
progress in striking a strong partnership with the NGO community in the delivery
of primary education. This has been the main factor underlying rapid increase in
gross enrollment rates. Strikingly, an estimated 80% of total primary enrollment is
in schools managed by non-government institutions*. Another striking positive
feature of Bangladesh education policy has been the strong emphasis on
girls’education. The stipend program for girls’ education has been a particularly
successful policy. The main problem areas in the education sector concern the poor
quality of education at all levels, the inadequacy of enrollments at the secondary
level, inequity of public education spending, and inadequate policy framework for
private provision. Notwithstanding the progress in raising enrollments at the primary
level, particularly in increasing education participation of the girl child, these
difficulties in the education sector pose a substantial policy challenge for reducing
poverty as well as providing the skills base for supporting higher economic growth.

Low education quality is reflected in low education achievements, high dropouts,
and poor link of education with the job market. Quality problems relate to a whole
host of factors in the entire education chain involving the curriculum, teacher quality,
inadequacy of education materials, examination and testing standards. There are also
governance problems relating to absentee teachers in public schools and examination
and testing related corruption. As well, the efficiency and equity of public spending
is of concern. These problems are not insurmountable, but require a thorough
overhaul of education management.

In the area of water supply, public spending along with supportive NGO role has
enabled a sharp increase in the access to safe drinking water. However, water quality,
particularly the problem or arsenic poisoning has emerged as a serious health hazard.
More generally, urban water pollution and urban waste management are a serious
problem in Bangladesh. The ability of urban municipalities to handle urban waste
and other basic urban services is severely constrained by poor governance of these
institutions.

4 See World Bank 1999b
#  See World Bank 1999b
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Institutions and Public Governance

It is now increasingly recognized that good governance is necessary for achieving
long-term rapid growth and to ensure sustained progress with poverty reduction®.
Good governance basically means that public administration needs to be responsive
to the requirements of the citizens and that state institutions are supportive of the
poor. On the positive side, Bangladesh has made good progress in emphasizing
human development, reducing the anti-female bias, encouraging broader participation
in economic activities through the NGO community, and ensuring public voice in
the political process through the move towards a democratic government structure.

Unfortunately, though, the list on the negative side is overwhelming. On the economic
front governance difficulties are reflected in high fiscal deficits, low tax compliance,
inefficient public spending, high losses of state-owned enterprises, power sector
thefts, and the large share of non-performing loans. Basically, what these indicators
are showing is the substantial incidence of inefficiency and corruption in public
administration. On the political front, the frequency of hartals and the sharp
deterioration of law and order are a strong indication of serious political governance
difficulties®s.

Detailed studies of institutions show a severe weakness in this area*’. Problems of
weak institutions encompass the broad waterfront including local governments, civil
service, public audit and accounts, the law and order enforcing institutions, and the
judiciary. Reform of institutions is the most fundamental policy challenge for
Bangladesh in the new millennum.

IV. Development Challenges for the New Millennium
and the Way Forward

Fundamental Development Challenges

The analysis of Sections II and III shows that while Bangladesh has achieved
impressive development progress over the past 30 years since independence she still
has a long way to go.

¥ See Ahmed (2000) for an analysis of the link between governance and poverty reduction in South
Asia. See also World Bank 2000; Kaufman 1999; Gray and Kaufman 1998; Rodrik 1998; Rose-
Ackerman 1997; Wei 1999.

“  See Sobhan 1998; Rodrik 1998; Rose-Ackerman 1997; Wei 1999.

# See World Bank 1997, 2000a and 2000b.
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- Despite past progress, over 50% of the rural population and some 35% of the
urban population are poor.

- Life expectancy is among the lowest in the region, the incidence of child
mortality is high, and over 50% of the children suffer from malnutrition
problem.

- Adult illiteracy is substantial and secondary school enrollment is low.

- Health and education standards are generally very low.

- The emerging health problems from urban environmental degradation and
arsenic poisoning, along with the increasing risks of aids and other contagious
diseases such as the dengue fever, provide a warning signal that there is no
room for complacency.

- At the same time, there are some worrying signs that the macroeconomic
discipline, generally an area of strength in the past. is weakening.

- Most fundamentally. the serious governance difficulties, especially corruption
in banking sector, tax administration and power sector, along with the sharply
deteriorating law and order problem pose a serious threat to the sustainability
of past progress.

The development agenda for the new millennium although formidable, is by no
means impossible. As the past experience shows, development is very much possible.
Looking to the future, Bangladesh needs to build on the positive features of the past,
correct the mistakes, and learn from the relevant international best practices. Among
the main positive features of past development effort are: the strong emphasis on
human development; removal of anti-female bias; partnership with NGOs: good
macroeconomic management; trade reforms; industrial and agriculture sector
deregulation. On the negative side, governance difficulties are amongst the most
negative features of past development along with the continued strong role of the
state in the provision of a host of commercial activities in agriculture, manufacturing.
infrastructure and banking. The inablilty to deepen reforms in the agricultural sector
is also a major negative factor of the past policy.

The Way Forward

Governance improvements and institutional development: Securing progress on
this front is of the highest priority as continued difficulties pose a serious threat to
the sustainablity of even the past development progress. The agenda here is
substantial. Given the inherent long-term nature of institutional change, progress in
some areas can be faster than some others. Even so, the reform efforts need to be
comprehensive, bold and ambitious. Where should one begin? To my mind, the most
pressing governance problem concerns the deteriorating law and order problem
which is threatening to seriously erode the citizen’s confidence in the state institution.
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This matter requires attention on a war footing and on a strict non-partisan basis.
There should be no exception to the rule of law, which should be applied even-
handedly. Indeed, establishing the rule of the law is a pre-requisite for any future
development in Bangladesh. At the same time, tackling corruption in banking, power,
other state-owned enterprises and tax administration ought to be an urgent prioriry.
A comprehensive resolution of the corruption problem in banking, power and other
state-owned enterprises will require privatization along with regulatory capacity in
the public sector to safeguard public interest. Regarding tax administration, reform
options include establishing an autonomous tax institution with proper incentives
and accountability. Bangladesh can learn from the good international experience of
a number of countries, including the Internal Revenue Service of the USA. Other
areas of reform include the local governments, central civil service, the public audit
and accounting bodies, public procurement, and the judiciary. Strong local
governments with financial authority and accountability for performance can play a
major role in improving service delivery leading to better poverty outcomes. Several
World Bank studies have looked at the problems in these areas and suggested reforms
which basically emphasize decentralization, accountability, legislation and
incentives*. What combination of specific elements of reforms in each of these areas
will work in the Bangladesh context needs to be debated, agreed, and implemented
fairly soon. Once again, lessons of relevant international experiences can be of great
help.

Macroeconomic framework: As noted, the track record here is generally good
except for fiscal policy. More recently, though, there are signs of an exchange rate
appreciation and a weakening of monetary discipline. This is unfortunate and needs
to be quickly corrected. Bangladesh has seen the disastrous consequences of weak
macroeconomic management of the early 1970s in terms of the massive inflation
which severely hurt the poor. It has also seen the beneficial effects of good
macroeconomic management in terms of low inflation, good export performance,
and private sector incentive for investment during the 1980s and most of the 1990s.
It is imperative that sound macroeconomic management should prevail to support
an acceleration in the rate of economic growth which is necessary to reduce poverty.
In addition to maintaining export incentives through a competitive exchange rate
policy and gearing monetary policy to support a low pace of inflation (aligned closely
to international inflation), fiscal policy reforms require urgent attention.

“  For example, the 1997 World Bank Study on the ‘Government That Works® provides detailed
suggestions for reforming public administration. There was considerable initial interest to imple-
ment many of the reforms, but implementation failed. More positively, there is ongoing effort to
reform the judiciary under a Bank-financed project.
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The current pattern of large fiscal deficits cannot be sustained for a long time.
Although the past generous availability of highly concessional foreign assistance
has allowed Bangladesh to accumulate a rapid rate of external debt and finance large
fiscal deficits without straining the external and internal balances, this cannot be
the basis for fiscal management in the future. The pattern of debt financing is
changing from exclusive reliance on highly concessional official assistance to greater
role of more commercial terms such as suppliers credit. Second, the stock of debt
has grown rapidly and the interest cost of servicing this rapidly expanding debt is
also creeping up. Thirdly, exchange rate adjustments can impose substantial capital
losses on the stock of debt, increasing debt servicing burden in local currency terms®.
Finally, the overall availability of external finacing has sharply fallen in recent years:
consequently there has been a gradual increase in reliance on higher-cost domestic
debt instruments for financing fiscal deficits in Bangladesh with adverse
consequences for the fiscal burden of these deficits.

What are the reform priorities? Clearly, the tax effort has to rise significantly from
its current low level of 7-8% of GDP (the lowest in South Asia) to around 13-14% of
GDP. Apart from helping reduce the fiscal deficit, this will also allow the required
increase in the financing of human development, agriculture support services, and other
poverty programs. The main task is to strengthen tax compliance, which is the lowest
in the South Asia Region, through reform of tax administration as discussed above.
Along with greater tax effort, a thorough review of pricing policies of public services
is needed to strengthen revenue mobilization, improve the quality of public services
through better O&M, and improve equity. The privatization of state-owned enterprises
will also help reduce budgetary subsidies to these enterprises. On the expenditure side,
the main emphasis ought to be on quality and equity of public spending. Related
reforms essentially concern better design and implementation of public programs
through competitive procurement, strengthening of audits, involvement of beneficiaries,
and service delivery through NGOs and private sector wherever possible.

Structural Reforms: The move towards greater openness and better integration with
the world economy should continue. In particular, Bangladesh needs to make a strong
effort to attract foreign private investment. This will be very important to strengthen
the performance of the manufaturing sector and to finance the much needed
investments in infrastructure. The strategy to attract foreign investment is no different
from the strategy to improve efficiency and productivity of private investment in
general. This entails a deepening of the deregulation program, reducing the cost of
doing business through reforms in financial sector and infrastructure, and improving
law and order situation.

This happened in Pakistan. See Ahmed 1995.
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Further reduction in trade protection, through additional cutbacks in the level and
dispersion of tariff, will be important to further improve the efficiency of domestic
production and promote exports. Concerning industrial reforms, the deregulation
and privatization effort should continue. The progress on privatization seems to have
slowed down considerably in recent years which needs to be corrected. Pending
privatization, necessary restructuring of enterprise management, pricing adjustments
and a hard budget constraint should be implemented.

There is a debate in the country about the future of agriculture in the country. Some
see agriculture prospects severely handicapped by land and demand constraints. I
think this debate is overdrawn. There is no reason why agriculture cannot be reformed
to support value-added growth of 3-4% per annum. Indeed, the sluggish performance
of agriculture can be reversed through further input and output market deregulation,
public investment and better management of irrigation and flood control,
intensification of agriculture research and extension, improvements in the functioning
of the land market, including legal reforms to facilitate land transactions, and
agricultural credit delivery based on the NGOs and community-based organizations.
The multitude of research done on Bangladesh agriculture show the important
contribution of each of these enabling factors. What is lacking though is a
comprehensive policy framework that integrates these various elements consistently
and the institutional set-up for effective implementation of this strategy. Agricultural
diversification will also benefit from policies to promote agricultural exports
including export financing, trade logistics and marketing information. With the global
revolution in information technology, the benefits of using IT for raising productivity
through the sharing of appropriate technology and marketing information needs to
be seriously explored and promoted. The delivery of research and IT services will
benefit from a strong public-private partnership, with the public role confined mostly
to financing while production and service delivery can be assigned to the private
sector.

The experience of a number of East Asian economies, particularly China, suggests
that rural non-farm development follows or parallels rapid gains in agricultural
production. Indeed, in these economies non-farm income and employment played a
substantial role in reducing rural poverty®. Already, there is positive evidence of
this in Bangladesh based on the pioneering work of the Grameen Bank®'. Bringing
this to scale will require institutional reforms to provide micro-credits on a

* Kumar and Yusuf 1996.

i Khandker et al 1996; Khandker and Pitt 1998.
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commercial basis, development of rural infrastructure, including rural electricity on
commercial terms, improved communications, and development of the IT network.

Infrastructure policies require a sea change. The main policy challenge is to
redefine the public sector role away from service provision to regulation, while
encouraging the role of private sector in service provision. A combination of
deregulation policies to attract private investment and regulatory capacity of the
public sector to protect public interest is needed. Foreign direct investment will be
very important to bring in the necessary financing and technology. There is abundant
good international experience regarding how to attract foreign investment in
infrastructure while protecting public interest. For example, competitive bidding is
particularly important to avoid the problems that countries like Pakistan faced in
the area of private power generation. Similarly, Sri Lanka achieved good success in
attracting foreign investment in the telecommunications sector and Bangladesh can
learn from this.

Bold and far-reaching reform of the banking sector is of the highest priority. Public
banks need to be privatized and the authority of the Central Bank augmented to allow
prudent implementation of banking regulations without political interference. Tough
measures are needed to collect all defaulting bank loans. These require strong
political support along with required legal, administrative and management reforms.
Pakistan’s experience with banking reform can provide very useful insights on how
such reforms can be implemented in the Bangladesh environment.

Human Development Policies: The emphasis on human development along with
partnership with the NGOs in the provision of services should continue. A stronger
resource mobilization could allow an expansion of public spending on human
development to 5-6% of GDP. This will be a huge step forward to push the human
development agenda to its next phase of quality enhancement and selective
expansion. Along with higher allocation of public resources, steps need to be taken
to improve the efficiency and equity of public spending in health, education, and
water supply through decentralization of these responsibliities to the local level,
through beneficiary participation in the design of associated programs, through
stronger partnership with NGOs in the provision of these services, and through better
pricing policies services based on incomes.

Other priority policy reforms in health concern clearer definition of public-private
roles and ensuring service quality standards and accountability of private health
service providers®2. By and large, public health spending and management should

2 See World Bank 1997 for a good discussion of the changing roles of the State and private sectors in
health.
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focus mostly on: preventive public health services; providing basic health, nutrition,
and population services to the poor; providing sectoral oversight to the financing of
medical education, R&D, and quality control. Private health care should take care
of all other services, within a proper regulatory framework.

In education, reform priorities include a thorough refrom of education management,
including curriculum, testing and examination standards. Bangladesh has fortunately
crossed a major barrier in terms of drawing a very successful partnership with the
non-government sector in the provision of primary education. This partnership needs
to be further strengthened. There are many good examples of effective management
of non-government schools. Lessons from these good examples can be drawn and
applied to other schools. Better management of schools along with necessary reform
of curriculum, testing and examination standards will go a long way to improve
education quality.

Concerning water supply, in the rural areas coverage of safe rural water and sanitary
latrines has to remain a policy priority. Along with higher public spending,
involvement of communities in the design and maintenance of water schemes should
remain central to the strategy for rural water supply. Rapid implementation of the
ongoing arsenic poison mitigation program is essential. In the urban areas, municipal
governance needs substantial improvement to ensure water supply quality and proper
waste management. In light of the serious health hazard posed by ineffective
management of urban solid waste, there is quite an urgency 0 move decisively in
this area. Part of the governance reform of the municipal management ought to be a
redefinition of the roles of the public and private sector. Options for private provision
of water and waste management needs to be seriously considered.
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South Asia in the Twenty-First Century: Mangaing Growth in A
Democratic Framework'

Moazzem Hossain, lyanatul Islam & Reza Kibria™

This comparative study of the four major South Asian economies-Bangladesh, India,
Pakistan, Sri Lanka-has reflected on the key problem areas that seem to be hampering
the quest for development in these polities.

These include:

-

Low to moderate saving and investment

Low level of human resource development (with the notable exception of Sri Lanka)
Poor physical infrastructure

Weak fiscal position of the government

Significant reliance on generally inefficient state-owned enterprises (SOEs)
Insufficiently competitive domestic markets

Moderate levels of international trade and investment.

The standard prescriptions for policy reform to cope with these key problem areas
include:

Restorating and sustaining macroeconomic stability through greater fiscal
proudence.

Privatization and de-regulation, particularly in terms of the ‘commanding
heights’ of the economy, such as power generation, telecommunications,
banking.

Trade liberalization, creation of a conducive climate for direct foreign
investment and regional co-operation within the framework of multilateralism.

More aggressive investment in the areas of basic health and primary education.

Underlying the current discussions of key problems facing South Asia and the
policies for dealing with them is the fundamental issue of ‘government failure’. The
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state is over-extened, seeking to regulate and intervene in areas in which it lacks
competence and failing at the same time to fulfill its core functions. This is a legacy
of the ‘dirigiste doctrine’-in other words, ‘inward-oriented’ industrialization driven
by the public sector. The result has been disappointing. Despite optimistic predictions
by prominent economists in the 1960s of impending success, South Asia has simply
not grown fast enough to make a significant dent on its pervasive poverty.

The root causes of such unproductive state activism are complex. Some such as
Bhagwati (1995) and Lal (1995) -can detect cultural antecedents. Only a handful of
East Asian economies deviated from this trend. They are now widely recognized as
rare exemplars of rapid, equitable growth. However, the literature on these economies
also recognizes that East Asian growth was state-led, but it varied from other
developing economies in crucial respects: the state fulfilled its core functions by
investing in basic education and health, providing basic physical infrastructure, and
engaging in ‘outward - oriented’ industrialization.

It was equally evident that the ‘take-off’ stage of the East Asian economies was
characterized by a violation of civil and political liberties.

A tradition of ‘soft authoritarianism’ still seems to be ingrained in the region.
Furthermore, a generic East Asian model is rather difficult to uphold. What is true
for Korea, for example, does not seem to be true for Malaysia.

The implication is clear. Rather than seeking an uncritical emulation of East Asia,
the aim should be to delineate the basic principles of good governance that transcend
historical, cultural and geographical boundaries and are compatible with durable
democratic institutions. This is the fundamental challenge that South Asia faces as
it approaches the twenty first century.

While our book covered South Asia’s four large nations, this presentation particularly
focuses Bangladesh's experience in post 1991 period. To create durable democratic
institutions it is needed to establish ‘good governance’. We identified five core areas
which facilitate ‘good governance’.

1. Institutional Rules and Restraints

(]

Role of the Bureaucracy

3 Transferring Non-core Functions to the Private Sector
4.  Trade Liberalization and Integration

5.  Creating a Constituency for Reform.

Since 1991, under a parliamentary democracy, Bangladesh has been striving to
achieve progress in all these areas. However, over the last nine years, the country
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was successful in making substantial progress in the trade liberalization front. The
attempt on transferring non-core functions to the private sector has been progressing
at a very slow pace.

The areas of institutional rules and restraints, bureaucracy’s role, and creating a
constituency for reform, however, have been drifting to pre-1991 status. Our aim in
this paper is to investigate these three areas further in Bangladesh’s context.

INSTITUTIONAL RULES AND RESTRAINTS

North (1994:359), in his lecture after being awarded the Noble Prize in economics,
has highlighted the central role that institutions play in economic development. As
he puts it ‘Institutions from the incentive structure of a society and — are the
underlying determinants of economic performance’. He makes a distinction between
the formal and informal elements of institutions. Thus:

Institutions are the humanly devised constraints that structure human
interaction. They are made up of formal constraints (e.g., rules, laws,
constitutions) and informal constraints (e.g., norms of behavior, conventions,
self-imposed codes of conducts) and their enforcement characteristics.
Together they define the incentive structure of societies and specifically
economies. (North 1994: 360).

Such a characterization of institutions provide an important clue to the way in which
they shape economic performance. If, for example, a polity is characterized by
predatory and corrupt behaviour by state officials and rent-seeking behaviour of
societal groups, then the admixture of formal rules and informal norms may well
be responsible for sustaining such an anti-growth incentive structure. To make matters
worse, an anti-growth incentive structure may be subject to ‘increasing returns to
scale’-the more one indulges in rent-seeking behaviour, for example, the more the
returns from it (Murphy et al. 1991).

Informal norms, on the other hand, by their very nature, change only very slowly.
Formal rules and laws can, at least in principle, be changed with the stroke of a pen
by the regime. Our discussion here focuses on devising and legitimizing formal rules
and restraints that have the potential to promote macroeconomic stability in
Bangladesh.

As is well-known, the fiscal deficits represent the major macroeconomic challege
facing Bangladesh. Ultimately, the desire and responsibility to devise new rules and
laws to improve macroeconomic performance must lie with the national leadership.
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There are several proposals pertaining to the control of unsustainable fiscal deficits
that Bangladesh’s policy makers could consider: a ‘fiscal constitution’; less formal
mechanisms for engendering fiscal prudence; and central bank independence (CBI).
These proposals, however, are not new and we have provided a detailed account on
each of these issues in the book.

Fiscal constitution and other mechanisms for enhancing fiscal discipline

A fiscal constitution imposes constitutional limits on the debt and money creation
capacities of the government. As part of adopting a fiscal constitution, one could
start with the extreme position that all unfunded spending programs be made
constitutionally illegal, thus creation a balanced budget as the only constitutionally
admissible possibility. The problem, of course, is that such a rule would lead to
debilitating inflexibility. Governments, for example, would be unable to vary their
fiscal policy to respond to internal and external shocks. In addition, it would lead
to an excessive reliance on monetary (or exchange rate) policy as a tool of macro-
management. A more moderate position is that limits on the debtcreating capacity
of the government can only be varied through a super majority in the legislature,
subject to the stipulation that the super-majority rule will not apply in times of
national emergencies (e.g., the onset of a war). This practice is not unknown-see,
for example, Niskanen (1992).

To the extent that fiscal deficits represent the primary source of inflation in
developing countries, a fiscal constitution will contribute to the control of inflation.
In addition, it forces the government to find other source of financing, and ultimately
may force it to engage in reforms that raise the efficiency of the tax system.

Examples of a fiscal constitution can be found in both developed and developing
countries. Among developing countries, Indonesia and Thailand may be cited as cases
where a semblance of a fiscal constitution has apparently been followed. Chain is
also steps which preclude...‘central bank finance of government deficits” (World Bank
1995: 103).

Fiscal prudence

This discussion will be incomplete if one does not highlight a range of mechanisms
for fostering fiscal prudence that are less formal than a codified fiscal constitution.
The World Bank (1997:50-1) draws attention to the need for the transparency of
the budgetary system and the adoption of a hierarchical system for the formulation
and approval of the budgetary process.

The need for transparency stems from the fact that budgetary ambiguity creates
incentives for adopting such dubious practices as off-budget spending and generally
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enables politicians to hide special favors to special interests. It also enables politicians
to suppress the true long-run costs of short-term profligacy.

A hierarchical approach to budgeting entails granting considerable power over
departmental spending total to the finance ministry. The alternative is a ‘collegial’
approach where there is considerable develoution of budgetary authority to individual
ministries and the role of the finance ministry is to mediate different departmental
spending targets. In principle the hierarchical approach ought to engender greater
fiscal prudence relative to the collegial approach where there is considerable scope
for slippage in terms of piecemeal expansion of the budget. The broad cross-country
evidence generated from a study of twenty Lating American countries over the 1980-
92 period suggests that it is the combination of transparency and hierarchy (rather
than one or the other) as applied to the budgetary process that engenders fiscal control
(Alesina 1991). Countries that managed to achieve such an enviable combination
managed to attain an average fiscal surplus of 1.7 per cent of GDP. At the other
extreme, countries with the least transparent and least hierarchical budgetary
processes had the dubious record of running public deficits that averaged 1.8 per
cent of GDP.

Central bank independence

A central assumption underlying the case for a fiscal constitution-or more generally,
reform of the budgetary process-is that deficit financing often creates unsustainable
monetary expansion causing bouts of destructive inflation and loss of
competitiveness. This in turn suggests an alternative way of restraining
macroeconomic instability. Recent research has shown that if the central bank can
be made independent from other parts of the government and granted a mandate for
maintaining price stablity, then a government can strengthen its commitment to price
stability. Note, however, that the emphasis is on ‘nstrument independence’, not ‘goal
independence’ (Fischer 1995). The central bank does not have the independence to
pursue any goal, but is constrained to fulfil a clearly specified objective (price
stablility). In the effective pursuit of this objective, it is granted independence over
the use of monetary policy instruments. This means that it is not obliged or required
to finance government budget deficits.

However, it cannot be said that an independent central bank in Bangladesh will bring
macroeconomic restraints over night. Observations by Fisher highlight that, in
democracies when there is an urge to devise new rules and restraints, it is easy to
overlook the key functions of conventional institutions—an effective parliament, a
free press, a robust civil society. The aim of the new rules and restraints is to ensure
that they supplement the capability of democratic institutions, not supplant their role.
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ROLE OF THE BUREAUCRACY

One could argue that a well-trained, well-functioning bureaucracy or civil service
is a sine qua non of a modern economy. However, it is not the quality of the
bureaucracy per se that matters. The incentive that bureaucrats face may make them
either a productive force or a dysfunctional institution in an economy. Krueger
(1993), in a review of the process of policy reform in developing countries, highlights
the failure to sustain reforms in many cases due to resistance by entrenched
bureaucracies. Lal’s (1995) hypothesis of anti-business, ‘Brahmin’ bureaucrats in
India is also rather similar to the concerns raised by Krueger.

Another obvious point that needs to be made is that the civil service/bureaucracy is not a
monolithic body. One can make a distinction between civil servants affiliated to ‘line’
ministries (specializing in a narrow portfolio, such as industries) and those closely involved
in ‘strategic ministries’ which have a broad mandate (such as the Treasury). Line ministries
typically tend to be interventionist and prone to ‘capture’ by special interests. Strategic
ministries, on the other hand, tend to emphasize fiscal prudence and a more ‘market-
friendly’ approach. This observation applies even to highly successful East Asian
economies such as Japan (Okimoto 1988) and Korea (Chio 1991). The reason why the
strategic ministries in these countries were able, at crucial junctures, to override the
interventionist tendencies of the line ministries can partly be explained by supra-ministerial
forum for mediating inter-ministerial conflicts and partly because they enjoyed the
confidence of the political leadership (see Choi 1991 on Korea).

It also needs to be emphasized that bureaucracies have a natural predilection for
secrecy. In Bangladesh, for example, documents pertaining to deliberations with aid
donors and even background papers prepared by the donor community are typically
classified as reports that connot be disseminated to the public (World Bank 1996).
This is largely a reflection of the incentive structure they face. Having been reared
in an atmosphere of control and regulation, civil servants can easily develop an
aversion towards the dissemination of information that contributes to the development
of informed debate and discussion on policy issues.

Such examples show that while one needs a well-trained bureaucracy in Bangladesh,
a great deal also needs to be done to reorient their focus by changing the incentive
structure they face. This can be done in several ways. One obvious strategy is to
have a tighter linkage between performance and pay and promotion so that ‘time-
servers’ are penalized and those who generate results (based on agreed criteria and
goals) are rewarded. Yet another mechanism is to include as a key component in
the training programme of civil servants mechanisms that enable them to appreciate
private sector ethos and opertions. Apparently this is being implemented in India
with considerble success (World Bank 1996:138).
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Perhps one of the most effective ways in which the bureaucracy in Bangladesh can
be re-oriented to play a more productive role lies in the realm of accountblity and
transparency. This creates externl prssures to reinforce internal systems that reward
performance. Exposing the civil service to regular public scrutiny through the
traditional instruments of democratic governments is certainly essential. This could
be formalized by written commitments that entil a pledge—such as Citizen’s
Charter—by the bureaucracy to uphold standards of service according to esily
monitorable criteria. This is a broader example of a range of private sector type
approaches that can be creatively adapted to the context of a bureaucracy in order
to make it more accountable. A good example can be offered from the Philippines.

In 1994, the Philippines Civil Service Commission (CSC) launched a campaign
entitled ‘Citizens Now, Not Later’ (Sot Tomes 1995). The campaign involved:

- specification of norms of conduct and courtesy to clients

- easily identifiably of employees-through easily read ID and obligatory
introduction of serving officers in cases of telephone discussions with clients

- telephone complaint system that was widely publicized by the media.
The campaign has apparently been a success.

Finally, it needs to be noted that a broad movement that focuses on the ‘core’
functions of the state and reallocates ‘non-core’ functions to alternative delivery
mechanisms (including, but not limited to, privatization) will help to demarcate the
appropriate domain of the civil service.

Presently, the government’s policy towards decentralization and local government
reforms can be regarde as a move to the right direction. This will in turn facilitate
the dismantling of a culture of regulation and control that has, over decades,
transformed bureaucracies in Bangladesh into dysfunctional institutions.

CREATING A CONSTITUENCY FOR REFORM

The political transition to good governance is rather difficult. As Lands Mills and
Sera gelding (1992:319) note: ‘good governance is a fragile plant that will need
constant nourishing. It will require a fundamental change in mentality and social
expectations...”

The transition to good governance is likely to meet entrenched political opposition
from those seeking to maintain the status quo. How does one create an admissible
coalition for change in such an environment? The positive theory of government
failure does not offer any obvious clue. In a world populated by rent-seekers and
predatory political authorities, it is difficult to see how the momentum for reform
will voluntarily develop. However, there is an emerging view—shared by economists
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and political scientists—that one could build a feasible political context for reform
based on the principle of compensation. This view conceptuatlizes the community
in terms of gainers and losers from a given policy reform. Rodrik(1993& 1996) has
argued that a reform programme can be blocked if: (1) there is uncertainty about
the identity of gainers and losers; and (2) if the benefits from reform (such as
macroeconomic stabilization) are unevenly distributed.

Such a disaggregated approach offers hope for change that are not obvious in ‘...
simple-minded public-choice models, with their selfish, rent-maximizing bureaucrats’
(Rodrik 1993:356). It allows one to delineate the role that the state can play in
mediating the conflicts that inevitably accompany institutional and economic policy
reform from a previously dirigiste regime. Policy reform efforts need not be blocked
if gainers can compensate losers. Such compensation may not occur voluntarily, given
high transactions costs and free rider problems. It is here that the state can step in
by implementing a variety of non-distortive compensatroy measures (Mosley et al.
1991; Rausser 1992). Examples of such measures include special worker adjustment
compensation for industries facing international competition, privatization with
compensation for adversely affected public sector employees and so forth. The
imprtance of such measures are highlighted by Rausser (1992:150) in the following
manner. "... since productive policies may harm members of special interest groups,
compensation— may actually be politically nesessary if society is to approach the
optimal configuration of productive policies.’

A recent survey by Haggard and Web (1993:162) on the political economy of policy
reform suggests that’... the evidence from the case studies points to the conclusion
that compensation measures are usually necessary to sustain political support for
adjustment’. Examples of compensation measures in: South Asia include the National
Renewal Fund (NER) in India set up in 1992 to assist retrenched employees in
redeployment, retraining and counseling (Arun and Nixson 1997). A similar
measure—the so-called ‘golden handshake’ package—exists in Pakistan as part of
its privatization program (Cameron 1997).

While the principle of compensation has moral appeal and a political economy
rationale, several observers have questioned the effectiveness of this principle in a
South Asian context—(see Bhagwati on India, 1995:91 and Cameron on Pakistan,
1997:243). This is a reflection of certain risks associated with the principle of
compensation. Haggard and Webb (1993:161) acknowledge this:

There are three possible counter-arguments to compensation. First, a country
simply may not have the funds to compensate losers... Second, some types
of compensatory measures may undermine the reform... Third, the likely
recipients of politically motivated compensation may not be the poor.
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These counter-arguments need to be put into perspective. The first observation is not
really a critique but an agrument in favour of adequate external assistance that can
encourage reformist governments in developing countries to engage in “adjustment with
a human face’ (Cornia et al. 1988). The second point recognizes the need to be careful
in designing compensation programmes. Note that advocates of the principle of
compensation seek non-distortive, incentive-compatible measures. Violation of this
condition will obviously undermine refrom efforts. Thus, for example, granting wage
increases to workers to protect them from the inflationary consequences of a
devaluation is self-defeating, as the former nullifies the expected benefits of the latter.
On the other hand, measures to improve the distribution of education and health
services and expanding the social safety net for the poor are broad-based, incentive-
compatible compensation measures that are likely to engender public support.

The third critique is more problematic. One cannot deny the fact that the greatest
political threat to stabilization and adjustment are not the poor but the vocal urban-
based groups, such as organized labour (primarily in the public sector) and business
groups in the protected industries. Lal (1995) sees this as the fundamental restraint
on the capability for state to make credible commitments to economic reform in the
case of India. Yet, the problem is not insurmountable. This leads one to a discussion
of ‘inclusive’ policy-and political-management as another route for creating the
momentum for change.

The principle of compensation is, in effect, a ‘bribe’ offered to particular groups to
engender support for a reform programme. Such ‘bribes’ are targeted measures. A
broader, on-term and challenging approach is to engage in consistent advocacy of
‘good’ policies and legitimizing their implementation through coalition-building. The
government has to both ‘lead’ and ‘listen’. Here, a brief reflection on the East Asian
experience is appropriate.

Observers on East Asian economies have often drawn attention to the way
governments engaged in a partnership with the private sector through booth structured
modes—such as deliberation councils—as well as informal networks. In parts of
East Asia, where the process of democratization is taking deeper roots, the
government is changing its strategy and trying to provide ‘voice’ to an increasingly
robust civil society. As Hang Sang-jin (1997:7) observes:

Almost everywhere in East Asia, the activities of non-governmental
organisations (NGOs) and popular organisations (POs) have rapidly
expanded and strengthened in the process of political transition... These
groups... support various kinds of social movements, such as those related
to economic justice, people’s participation, problems of workers, women,
the environment and the community.
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It is this new-style East Asia, coming to terms with its democratic present and future,
rater than old-style East Asia of the 1960s and 1970s, that is far more relevant to South
Asia. Indeed, one can make the stronger argument that Bangladesh is better endowed than
its Eastern counterpart in this respect. NGOs have a longer and durable presence in
Bangladesh. To a considerable extent, their activism and prominence reflect weak public
sector capacity. This has created opportunities for NGOs to specialize in service delivery
to targeted groups. One well-known example is Grameen Bank in Bangladesh specializing
in provision of micro-credit to the rural poor (especially women) (ADB 1997:). One is
also witnessing the growth of broader, citizen-driven movements engaged in advocacy of
better governance. One notable example is the Public Affairs Centre in Bangalore in India
which aim to’... assess the quality and cost of citizen’s interactions with public agencies’
(World Bank 1997:118). Its activities have motivated a public agency to launch a citizen-
government initiative to improve the provision of service. One can no doubt find emerging
examples of such hope and promise in Bangladesh as well.

MANAGING GROWTH IN A DEMOCRATIC FRAMEWORK: FINAL THOUGHTS

Prescribing good policies—and exhorting governments to adopt them—is only the
beginning, rather than the end, of economic analysis. It is this grim realization of
the inherent limits of ‘neutral” policy advice that underpin an emerging agenda of
action that focus on improving the quality of governance as the key to economic
development.

Advocacy of good governance still faces an uphill task. When one reflects on an
underperforming South Asia struggling to cope with its pervasive poverty, one can succumb
to a sense of despair. Thus, Kohli (1994) has offered his grim prognosis of the ‘crisis of
governability’ in India. Dutt and Kim (1994) and Chibber (1995) offer a similar account
of pessimism. Mascarenhas (1986) paints a tragic picture of a ‘legacy of blood in the
case of Bangladesh. Political assassinations in the past have engendered a cycle of
retribution and violence which represents a continuing threat to the nation’s fledging
democracy. Recent events suggest that such assassins are still alive in the country.

Given such a political context, what hope one can hold for Bangladesh? While it is easy
to become cynical about the traditional institutions of democracy in Bangladesh - general
elections, partliaments, multi-party system, a free press—the ‘new’ view on governance
sees the need for an agenda of action that devises innovative ‘rules of the game’ to
invigorate the policy-making capability of democracy. Rules and restraints to enhance the
credibility and commitment of the state to ‘good’ policies, the need for a bureaucracy
that operates within an accountable framework, and broader social reforms in particular
are prominent examples of good governance that Bangladesh—and the rest of the region—
can learn from. There is much that still needs to be understood about the complex process
of economic development, but at least one is beginning to ask the right questions.
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Aid and Resource Allocation

M A Taslim*

Bangladesh has been the recipient of generous inflows of foreign aid since its brith.
The simple sum of the total aid flow between 1972-73 to 1998-99 stands at US$
34.5 billion. This is equivalent to 6.7 per cent of the cumulative GNP of the country
during the same period.! It was expected that the aid inflow would augment saving
and contribute to higher investment and growth of the economy. However, actual
outcome belied the expectations. Although foreign assistance was very helpful in
tiding over frequent emergencies and supply shocks, its economic overall impact
was not very favourable. With an increase in the aid flow, saving actually collapsed
and fluctuated around a meager 2 per cent of GDP during the seventies and eighties.”
Investment also declined from its moderate level during the pre-independence days
and stagnated at around 12 per cent of GDP during the same period. The low rate
of investment meant that the economy grew at a lack-lustre rate. The large inflow
of aid that indebted the nation and mortgaged its future did little to stimulate the
growth of the economy.

A persuasive argument in favour of aid inflow into developing countries was
provided by the ‘two-gap’ theory.® It suggested that many developing nations are
unable to invest adequately to achieve the target growth rate due to a paucity of
saving.* The import requirements also exceeded the export earnings constraining

! Aid flow constituted 8.2 per cent of GNP during 1972-73 to 1989-90. It fell to 5.2 per cent during
the nienties.
Saving and investment both rose markedly in the 90's when aid inflow declined considerably.

#  See Chenery and Strout (1906).

¢ The low rate of saving could be due to poverty. Low income of the people of these countries means
they can save very little of their income such that the rate of capital accumulation is also low. This
implies low productivity of the people and consequently low income. These nations are caught in
a “vicious circle of poverty’.

The author is a professor in the Department of Economics in the University of Dhaka, Bangladesh.



44 Bangladesh Journal of Political Economy Vol. XV

the capacity of these nations to import modern machinery and inputs. Both these
constraints could be overcome by an inflow of foreign aid. Aid provided the resources
to invest in excess of saving, and bridged the gap between import needs and export
receipts. It was also hoped that the higher investment permitted by aid would raise
income which in turn would raise saving such that there would be a positive
association between aid and saving.

Unfortunately, the story told by the two-gap theory proved to be at best optimistic
and at worst, false. There are not many examples where aid promoted either saving
or growth. There is now a very large literature that convincingly demonstrates that
foreign aid has actually contributed to reducing saving in developing countries.’
There is also evidence that aid does not foster faster economic growth of developing
countries.® Such empirical findings are sufficiently robust and widespread to raise
serious doubts about the efficacy of foreign aid in either raising investment and
saving or accelerating economic growth.

Several hypotheses have been advanced to explain the unexpected perverse effect
of aid on recipient countries. In the earlier years the concern was about an inverse
relation that seemed to exist between aid and domestic saving. It was argued that
aid fostered the growth of a larger government that was inefficient and corrupt. Such
a government spent lavishly as resources were made available by foreign aid. Effort
to raise revenue was relaxed such that domestic saving declined. Aid frequently
encouraged conspicuous consumption and the importation of inappropriate capital
intensive technology. Income distribution worsened leading to social strife. The
potential beneficial impact of aid was thus swamped by such adverse effects.’

In a recent paper, an alternative explanattion in terms of entrepreneurship has been
advanced.® It suggests that the apparent paradoxical effects of aid are due to the
crucial role of entrepreneurship in investment and the operation of productive
enterprises. The role of entrepreneurship in development is seldom recognised and
it hardly ever receives more than a cursory mention.” However, entrepreneurs are
the central figure in the development of a private sector-led economy. The efficient
running of the public sector also requires entrepreneurial talent. This paper explicitly
recognises the role played by entrepreneurship in the economic activities of a nation.

See for example Rahman (1967), Weisskopf (1972), Schmidt Hebbel, Webb and Corsetti (1996)
and Taslim and Weliwita (2000).

¢ Schmidt-Hebbel, Serven and Solimmano (1996).

See Rehman (1967), Griffin (1970), Griffin and Enos (1970) and Weiskoff (1972) for details.
¥ See Taslim and Weliwita (2000).

®  An exception is Leibenstein (1968)
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It is demonstrated that the total investment effort is limited by the entrepreneurial
stock. If part of this entrepreneurial stock is diverted to aid financed activities, less
is available for private sector investment. To the extent the former is less productive
dynamically, aid could impact on the economy perversely.

Private entrepreneurs engage in private investment activities. Investment in the public
sector, too, requires some entrepreneurial quality if it is to be profitable. This paper
explicity recognises the role of entrepreneurship in the production process by positing
that entrepreneurial skill is an important argument in the production function.
Hence, output produced, g, depends on capital stock k and labour 1 employed for
current production as well as skill of the entrepreneur, e: q = q(k,L.e) where q > 0.
For any firm the skill of its entrepreneur is given, and hence, the production function
above reduces to the ordinary production function in k and 1 only. It is assumed to
exhibit the standard properties of positive but diminishing marginal products and a
positve cross product. It is also postulated thatq, q,, q,, > 0, i.e. marginal products
of labour and capital both increase with an increase in entrepreneurial skill. Profit
of the firm, II, is equal to total revenue less cost: II = pq (k,l;ie) - tk - wl, where p is
the price of the output, r is the rental cost of capital and w is the nominal wage rate.
Profit maximisation by the individual firm yields the following optimal input demand
functions:

ki= k. (p.r,w;e) and 1i — 1i (p,r,w;e).

Assuming that output price, rental cost of capital and wage rate remain constant we
may write that input demand function as functions of entrepreneurial skill alone,

k'=k'(e)and 1" = 1" (e).

It can be readily shown that an increase in entrepreneurial skill will increase the
desired employment 1* and capital stock k".!! To derive the investment demand of
the firm it is assumed that when the actual capital stock is less than k', the firm
undertakes investment, i, in order to reduce or eliminate the discrepancy between
the actual and desired capital stock,

(1) i=a(k’-k), O<ac<l,

where a is an adjustment factor that depends, among other things, on the costs of
adjustment. Assuming these costs to be constant we may write i as a function of
entrepreneurial skill,

1© See Taslim (1995).

" The standard results that an increase in output price and wage, and a reduction in rental cost raise
the desired capital stock also hold.
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(2) i=ak -k)=i(e)andi >0.

Investment of each firm is determined, ceteris paribus, by the amount of
entrepreneurial input it possesses. Summing over all firms, the investment demand
of the economy, i, can be expressed

(3) Zi=I=Zi(ej)
] ]

where the subscript j denotes firms. Let us assume that entrepreneurial skill may
be aggregated across firms to derive an aggregate index of entrepreneurship, €.
Then equation (3) can be written as:

4) I=I(), 1" >0.

Just as profitable investment of individual firms is limited by the skill of their
entrepreneurs, the total investment demand of the economy is limited by the total
availability of entrepreneurial skill in the economy. Hence, a country with limited
entrepreneurial talent cannot profitably invest more than that implied by the aggregate
investment function above.

Since the investment function has been derived from the profit maximisation exercise
of investment firms, it shows the maximal amount of investment that can be
undertaken efficiently or profitably. Any investment in excess of this amount will
be inefficient or wasted.

The investment function above has immediate implications for domestic saving. Total
domestic investment ex post must be equal to total domestic saving and net receipt
of funds from overseas. Unless the current rate of investment is below the optimal
rate it cannot be profitably increased in the short term even if funds were available.
Hence, an increase in foreign resources will not lead to an equivalent increase in
investment; it will reduce domestic saving. This has been discussed in detail in Taslim
and Weliwita (2000). Their arguments will not be repeated here; instead interested
readers are referred to the paper.

In this paper we focus on the allocation aspect of aid-financed investment. In the
earlier years, the government was the recipient of all aid resources. In more recent
years a part of the total aid is allocated to the private sector, particularly NGOs.
Regardless of where the aid resources are channeled, the utilisation of these resources
requires entrepreneurial input. This will have to be diverted (attracted) from the
existing pool of entrepreneurs or potential new entrants. In order to attract
entrepreneurs into aid-financed activities, the expected pay-off in such activities
must be greater than what they could earn in private business or other activities.
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This condition may be satisfied even with a moderate return from aid-financed
investment provided the return was sufficiently certain and the return from high
profit private ventures uncertain. To simplify matters assume that aid-financed
investment returns a profit of A with probability P_and zero with (1-P)). Similarly.
the private venture yields a profit of B with probability Pb and zero with (1-P,).
The former will be preferred by a rational entrepreneur so long as

(1) PA>PB

If the return to private investment is more uncertain, P <P . Hence, so long as A
exceeds the fraction P/P, of B, the aid financed project will be preferred. The
situation will be even more favourable for the aid-financed investment if the
entrepreneurs are risk averse. In this case, the entrepreneurs will prefer aid-financed
project if EU (A) > EU(B) or

(2) PU(A)>PU®)

Where U is the utility and E is the expectation operator. Since the utility function
exhibits diminishing marginal utility for risk-averse people. the above condition will
be satisfied at a lower pay-off A relative to B than in the previous case.

How likely are these conditions to hold? It is generally true that people with better
connections with the government and donor agencies have better access to aid-
resources than ordinary people. Essentially the costs of getting an allocation of aid
money is the cost of lobbying. A bloated cost estimate of the projects ensures
significant profit and rent-seeking opportunities with little possibility of loss-making.
In contrast, the operation of a private business is fraught with risks. The business
may suffer not only because of the inadequacy of the entrepreneurial skill. but also
because of such exogenous factors as natural calamities that befall the nation
frequently, vicissitudes of the international market, shifts in government policies and
political instability and the poor quality of governance that goes with it. Even in
the best of circumstances, the rate of business failure is very high. It is even higher
where some of these factors impinge on the economy.?

The low probability of loss in aid-projects and high return ensure that condition (2)
will be satisfied for a large number of both current and potential entrepeneurs. There
will be competition among them for a slice of the aid pie.

The drawing away of entrepreneurs to aid financed projects will reduce that available
to the private sector. If the aid projects were as productive and dynamically efficient

12 These factors may not adversely affect the aid entrepreneurs. Indeed they may raise profit by coaxing
out more aid-money citing these factors for cost over-run.
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as the private sector projects, this relocation of entrepreneurs would not have any
negative impact on output. However, many aid projects are to a large extent rent
seeking activities with low productivity. Some of them may not be sustainable
without repeated dosage of fresh aid. Such activities that yield large private gains
for the entrepreneurs do not contribute much to the development of the national
economy.

It can be established from the profit maximisation calculus of the entrepreneurs that
there is a optimum level of capital and labour employment for a given skill of the
entrepreneurs. Assuming that the entrepreneurs were employing the optimum amount
of capital and labour, their profit would have been the maximum. When rent-seeking
opportunities open up due to an inflow of aid money, some entrepreneurs may decide
to exploit these opportunities, but without giving up or reducing the scale of their
original activities. Entrepreneurship input will be spread more thinly resulting in a
reduction in profit from the original activities.

If they become deeply involved in aid-financed rent-seeking activities, it is possible
that the erstwhile profitable industries will become unprofitable such that these may
be abandoned. If this happens, the rent-seeking opportunity will have caused the
demise of socially productive enterprises. It is evident that when rent-seeking
opportunities proliferate with large aid inflows, socially productive private enterprises
may be starved of entrepreneurial skill and consequently decline (or not grow as
fast as they should). In this event, the economic growth of the country may slow
down. Thus, foreign and may unwittingly subvert the very process that it purports
to foster.
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Money Supply Process in Bangladesh:
An Empirical Analysis

Imam Abu Sayed*

Prologue

Money supply is one of the momentous variables to evolve the economy of
Bangladesh in exact direction. This variable acts as a stabilizer in the economic
fluctuations of the country. In Bangladesh, the expected rate of growth of money
supply predominantly depends on GDP Growth, Inflation and Income Velocity of
Money. This paper will try to analyze the interactions of deviant components of
money supply including the Broad Money, Reserve Money and Money Multiplier.
Section- I of this paper will try to enucleate the equations kindered to money supply
of Bangladesh. This section explains (a) the objectives of money supply (b)
quantification of the growth of money supply and (c) elements for change in money
supply. Section-1I illustrates that, like all other variables proper estimation of growth
of money supply of Bangladesh also suffers from different types of lags such as
Recognition Lag, Implementation Lag and Impact Lag. At length, Section-III deals
with the brief empirical analysis on problems and prospects of money supply process
in Bangladesh.

SECTION-I

(@) Objectives of Money Supply

The foremost concern of money supply is whether the enormity of monetary growth
can preserve the par value of Taka, contain price level in adored direction and ensure

the economic development of the country.

The author is Assistant Director (Research) of MMTU, Bangladesh Bank and Ex. Assistant Director
(Training), BPATC, Savar, Dhaka. Views expressed in this paper are his own and do not reflect
those of Bangladesh Bank.
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(b) Quantification of the growth of Money Supply :

For this purpose we can use some congruous equations.

T oo e R R R SRS S (1)
Y= Real income, y=Nominal income and p= Price level.
However we can write : y =Y.p for any period of time

y (1+;z) = Y(1+:Y).p (1+£’)
or (1+;) = (1+§f') ( 1+£’)
or y = (1+‘}) (1+£’)»1 ............................................... (2)

We can fathom the Broad Money in Annex-1= M1(Narrow Money)+ Time
Deposits
Expected rate of growth of M2 for any particular year depends on Income Elasticity of

”

nominal demand for money. E=M/Y ..ccceciiiiiiiiiininiiiicinianinn (3)
Here M is the growth of nominal broad money stock and Y is the growth of nominal

income. E is assumed to be constant. Thus, M= E((1+Y) (14P)-1) .....(4)

To resolve the growth of broad money for a particular year we can assume that Y=
6.0%, P=( Rate of Inflation)=5.0% and E= 1.30

Therefore, M( growth of M2)= 1.30((1.06) (1.05)-1)= 0.146 or 14.60%

(c) Elements for change in Money Supply:

The mutation in M2 depends on domestic and international assets.

NDA= net credit to govt. + credit to other public sector + credit to private sector
+ net other assets.

Change in NFA depends on gross foreign exchange reserves of central bank, foreign
liabilities of central bank and net foreign assets of the scheduled banks. Overall
surplus in the Balance of Payments increases the NFA as well as broad money if
other things remain immutable. Other assets/liabilities also influence the increase
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and decrease of broad money. Such as if the approbatory valuation adjustment occurs
then the other assets will rise.

Historically, Income Velocity of Money 2.9% is assumed to decline in respect to
the rate of Inflation and growth of real Income. Velocity of money can be trodden
as,

EVEIE  scssimmnminseomi e s s R AL S S SRS RN (6)
Here M= broad money, V= income velocity, P= price level and Y= real income.

OF (14M) (14V) = (14P) (14Y)evre v mrereereeeeeesreeseeeens )

Or V= [(14P) (1+Y) / (1+M)]-1
= ( (1.05) (1.06) /(1+.146) ) -1
=( ( 1.05) (1.06)/ 1.146)-1
=-0.029

=-29%

Histogram of Income Velocity of money is symmetrical, i.e.

Mean, Median and Mode are almost equal showing Annex-II, so, the variation
of Income Velocity of Money is Stable.

SECTION-II
Recognition Lag
Multiple Linear Regression for Broad Money
Multiple Linear Regression techniques are used to test all five hypotheses.

BM = o +31 NFA+ 2 Govt. (net)+ B3 other public sector + 4 private sector £
B3 net other assets + e

Where o = the constant, and
e = the error term

The regression and correlation estimates of the five independent variables and
expected consanguinity are presented in Annex-III.

Analysis of Correlation of Broad Money

To examine the correlation between the dependent and independent variables and
with the dependent variable, Pearson’s product moment correlation coefficients(r)
were computed.
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A correlation matrix of all the values of r for the explanatory variables along with
the dependent variables was constructed and is shown in Annex-III.

The coefficient of the correlation between every other variables (P<0.01), which tends
to show the multicolliniarity across the other variables. Inter variable
multicolliniarity is existing such as Central Govt. can receive credit from Govt.(net)
or Other Public Sector. So, the dominion of the broad money between the two
variables is not identifiable. On the other hand, Other Assets Net may increase or
decrease. So, it is a peculiar variable and we cannot be able to chain it. External
factors strongly influence the NFA. Credit to the private sector as a weighty
componaent of broad money is determined considering the rampant economic
situation.

We have excluded other assets(net) in our first OLS Regression model. Then ,a
second OLS Regression model using four variables were estimated for the new
model. The F statistics and the t value of the second model are better. So, recognition
of the intimated variables effecting the money supply should be considered delicately.

Implementation Lag

In monetary theory, money multiplier is the key indicator to determine the money
supply, which is nothing but a ratio between money supply and monetary base or reserve
money(balances with the Central Bank + Currency outside banks + Cash in tills)

We can cognize money multiplier = (1+c)/(c+r+er) or (14c)/(c+1)
Calculated Money multiplier for 1990-91 :

RM= 6500.7 M?2=25004.4 cy= 3611.8 Total deposits= 21392.6
Reserve of DMBs= 2888.9

Money multiplier=M2/RM= 25004.4/6500.7= 3.846

¢=0.168834 and r=0.135042

mm = l+c/c+r = 1+0.168834/0.168834+0.135042
=1.168834/0.30386 = 3.864

Where c¢ = currency deposits ratio
r = Reserve deposits ratio

Money multiplier is inversely related to excess reserve to deposits ratio and also
inversely related to currency deposit ratio. To determine the money multiplier only
the required reserve is a policy variable, while others namely the currency ratio, the
excess reserves, the distribution between time and demand deposits are behavioral
variables.
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Money Multiplier for Narrow Money :

M/RM= 1/(c+r(1-c)) or M2= 1/(c+r(1-c)) x RM
Or AM1= 1/(c+r(1-c)) x ARM

Money Multiplier for Broad Money :

And AM2= 1/c"+r'(1-¢")XARM

Or Money Multiplier= M2/RM

From our empirical analysis it has been found that the performance of money
multiplier for broad money is more satisfactory and acceptable in Bangladesh rather
than multiplier for narrow money which is varified in Annex-IV.

In Annex-V the regression output of NM - RM and BM - RM shows that R Square of
the first regression model is 0.930 whereas the R Square of the second regression model
1s 0.947 which indicates that models are capable of explaining 93.0% and 94.60% of the
variability. The adjusted R Square indicate that 94.6 percent of the variation in the
. dependent variable under model 4 is explained by variations in the independent variables.
The F statitics and t value of the second model (BM - RM) is higher.

Impact Lag

The share of currency outside banks and the scheduled banks balances with the
Bangladesh Bank to reserve money express an inverse relationship. It has been also
found that currency ratio is gradually decreasing and this relatively low currency
ratio would imply a high money multiplier. It is so only when there is not much of
coordination between monetary and fiscal policy. On the other hand, high currency
ratio implies low money multiplier, which may help prevent expansion in monetary
resources from being excessive, but this would involve a cost in that it would keep
financial intermediation, which ensures a better and efficient use of financial
resources much below the adored level.

SECTION-III

Empirical analysis on problems and prospects of money supply process in
Bangladesh.

Range of Govt. Treasury Bills yield curve in Annex-VI shows that in the last quarter
of FY1999-2000 the banks were suffering from excess liquidity problem so the
implicit yield of different maturities were supine. On the other hand, the implicit
yield was high in the first quarter of the same year. Where there was low level of
excess liquidity in the banking sector it indicates that the economic activities were
low at the end of last quarter of FY 2000. To stabilize the economy and to roll the
development program of the Govt. the excess liquidity of bank was mopped up
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through govt. Treasury Bills by the central bank. Otherwise, the banks would have
faced caustic excess liquidity problem. To maintain the economy in proper direction
as well as to protect the distortion of the monetary sector central bank plays a
requisite role indirectly for the sake of macro economic stability.

For resource mobilization form internal sources Govt. sector not only receives money
from NSD, Bangladesh Bank or from DMBs. Govt. also pays a huge amount of
interest and leads the less developed nature of economy like Bangladesh. By
borrowing, Monetarists argue, Government is competing with the private business
for funds.

Time Deposits as percent of MS2 is blossoming exposed in Annex-VIL. For large
time deposits M3 is needed to agglomerate for broader definition of money.

Stable pattern of Income Velocity of Money according to Monetarists indicate
positive correlation between the money supply and nominal GNP as their position
that money is the critical determinant of economic activity and the price level.
Keynesians contend that velocity varies directly with the rate of investment because
a lower interest rate will increase the size of zero-velocity asset balances and
therefore lower the velocity of money. (McConnel / Brue.Eleventh edition).

Target Dilemma arises because monetary authority in Bangladesh cannot concurrently
command the money supply and the interest rate. Due to lower financial deepening,
poor interest rate sensitivity and leakages of the economy, growth of broad money
is not always able to influence inflation in exact direction.

Conclusion

Fabrication and espousal of monetary policy in Bangladesh is impeded by
administered prices and the high interest of risk free instruments like National
Savings Directorate certificates. Moreover, effecacy of monetary policy suffers from
the omnipresance of underground economy and the laggared structural adjustment
of the financial sector. Consequently, it is very heterogeneous and technical to
perceive the impact of tight or easy monetary policy on investment, GDP growth,
inflation and the related variables in the process of money supply in Bangladesh. In
this conjuncture, proper treatment of Recognition Lag, Implementation Lag & Impact
Lag of the deviant components of money supply on the basis of rational expectation
can sash the adored level of projected monetary growth of Bangladesh.
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Annex-I
SUMMARY OF BROAD MONEY
(Tk in Crores)
Finnancial  |Net Foreign Domestic Credit Total Net Other  |Net Broad
Year Assets Domestic Assets Domestic Money
Credit Assets
Govt(Net) Other Public Private
Sector Sector

1973-74 62.50/ 541.90 376.60 32030 1338.80 -156.80 1182.00 1244.50
1974-75 179.10 626.50 587.50 289.40 1503.80! -423.30 1080.50 1259.60)
1975-76 -14.90) 721.20 689.10 346.30 1756.60 -344.80 1411.80 1396.90
1976-77 112.70| 731.30 736.10 515.90 1983.30 -356.10 1627.20 1739.90
1977-78 29.10| 824.30 925,10/ 723.20 2472.691 -360.70 2111.90 2141.00
1978-79 216.30 £56.20 1235.60/ 925.80 3017.60 -473.90 2543.70 2760.00
1979-80 =40.80 1042.30! 1511.30] 1396.30 3549.90) -6564.20 3285.70] 324490
1980-81 -361.10 1662.80! 1847.40! 1763.00| 3273.20/ -776.10! 449?.1?1_ 4136.00
1981-82 -1129.80 1662.40 2435.20 2364.60) 5462.20) -783.70) 5678.50) 4548.70
1982-83 =457.30 1606.40 2462.60 3097.50| T166.50| -§10.90! 6355.60) 5$898.30
1983-84 -81.60 2069.00] 2551.90 451450 9535.40 -1068.00 §467.40/ 8385.80
1984-85 -239.80 1988.30 3229.50 6890.60| 12108.40 -1334.40| 10774.00) 10534.20
1985-86 -141L10¢ 1853.20 3972.80 8356.20 14182.20 -1702.90 12479.30 12338.20
1986-87 176.10. 1978.70 4355.60) 8974.00 15308.30 -1131.40 14176.90 14353.00/
1987-38 599.80 1717.50 4359.70 10896.30 16973.50 -1165.30| 15808.20 16408.00
1988-89 777.30 1270.40 4633.70 13359.70 19263.80 -963.00 18300.80 19078.10
1989-90 427.50 2014.70) 501 1.60| 16004.50 23030.80 -1160.70 21870.10]  22297.60|
1580-81 1751.70 2187.80) 5357.70 17822.90 25368.40 -2115.70 23252.70 25004.40|
1991-92 4024.90 3625.60 5643.60 17939.20 27208.40 -2707.30 24501.10]  28526.00
199293 6081.10 3922.10 6034.30 19317.40 29273.30 -3819.30 25454500 31535.60
1993-94 $152.80 4682.00 5040.70 20972.50 30695.20 -3445.00 27250.20 36403.00
1994-95 10463.70 4614.00 4906.60)  26564.70 36085.30 -4336.70 31748.60] 4221230
1995-96 6735.90 6310.20 5482400 316359.80 43452.40 -4497.80 38054.60]  45690.50
1996-97 6544.60 8017.20) 5874.50]  35504.90 49396.60/ -5313.70 44082.90|  50627.50
1997-98 6793.50 9272.00 6250.20 401 18.00 55640.20 -6564.60| 49075.60 55869.10/
1998.99 6402.30 11248.60 6021.00f  45638.20 62907.80 -6183.40 56624.40| 63026.70
Source: Economic Trends 1973-1999 Published by Bangladesh Bank

Annex-II

HISTOGRAM

Std. Dev = .38
Mean = 3.14
N=14.00

2.75 3.00 3.25

Income velocity of money




59

Imam : Money Supply Process in Bangladesh

80 -HZI0'S 0t 90 - HZ00°1 [ENPISaY
E000° 91+H00°L 98691L5081 S 60+HE0'6 UO1SSaI39y

aaenbg saaenbg

“d1S a UEIAI jp Jo wng
IUEBLIEA JO SISA[euy

¥0-H 6£T°C 000°1 000°1 20001 i
SONRENITS aaenbg ¥y pyasnlpy aaenbg ¥y A [Ppo
()1 dyng woissaadayy ay jo Lreunung
000°1 8960~ P08'0- L96°0- L8O YL60- 1SSV 410 Jou
000'I 2980 7660 £8°0 9660 298 ALl
000°1 1£L°0 690 ¢L80 298 qndg 110
0001 6LLO L¥6'0 (19u) 1405
000'1 ZL80 VAN
0001 NS
IS8V jo jpu | 298 AL 18 qid o (19u) 1405) VAN N SIqELIEA
XLIJEJA] HOT)E[.LI0)SUHOSIBI ]
III-Xauuy




Bangladesh Journal of Political Economy Vol. XV

60

7509 86C 000°1 000°1 BOOOT|1
J0LID PIS aaenbg 3 paysnlpy arenbg ¥ A PPON
(D Z IndIng uoissaaday] ay) Jo Lrgwwng
000°0 90+H'8 £01°0 000°0 000°1 1SSy 10 19U
000° LOHH'L 01L0 000°0 000°1 295 Alld
000°0 LO+HI'E LOTO 0000 000°1 pos qnd Y10
000°0 LO+H'1 610 0000 000°1 (19u) 1A00)
000°0 LOTH'V Z81°0 000°0 000°1 VAN
0001 0000 0000 11-902- (ueisuo))
[GET] J0.015] "PIS qa PPN
s 1 pazZipiepue)s peZiplepug)sun
SN0

uonenbjy ) ul SIABLIEA




61

Imam : Money Supply Process in Bangladesh

0000 800°LE 60L°0 0L 'PIS 6660 298 Alid
0000 968'11 €600 €L0°0 14870 335 qid O
0000 8810 7800 6800 8PS0 (1011) 140D
0000 £60°LT <510 1£0°0 7580 VN
£E5°0 S£9°0 £CS'SLI 765111 (ueisua))
N 10117 *PIS g [PPOAI
318 ] PIZIpIEpPUR)S pazipaepue)jsun
STUETRIITENg)
uonenbi ay) ur SajqeLIe A
S90°S9168 1z 00FZL81 [EnpIsay
000 00°60EST 9118L9957T 14 60+IE06 LOISS2I3 Y]
aaenbg saaenbg
iy R eIl p Jo umng

MUBLIEA JO SISAJeuy




Bangladesh Journal of Political Economy Vol. XV

62

yueg ysepejbueg Aq paysiiand 666 -586

| spuei | Olouoag

:$80IN0S

Gg-¥86| Jea A ased, 910N

168 dsz 02'G doseevLL 66-866 |
669 082 0.°G OV’ eesPS| 96-.661
25’2 08¢ 06'G 05 ¥0E0V | /6-966 |
G9'9 082 0€'S 00091081 06-G66 |
/88 082 or'v 0192011 G6-7661
8Z€ 082 0Zv 06 980£01 ¥6-6664
ele 00'€ 05V 05°908¥6 £6-2¢661
95'¥ 02'€ 0Zv 02 06906 26-1661
18 0SE or'e 02 6E7E8 16-0661
98¢ 0E'E 099 0} 2GlEL 06-686
.8 OF'E 052 08'65659 68-886}
oF'LL 09°E 062 09°€L/6S 88-/86}
GE'0) 09'E 0g'v 01'026€5 18-9861
566 0L'€ 0E'V L.L'2299% 08-G86
(%) (%6)2014d 12BN
(reuonen) Asuow JO juejsuo je aoud 11el HYIA
uonepul JO eled|  Anoojep swodul|  dav Jo SSiY ulY juaund 18 dav|1vIONVNIH

(saio0io ul ML)

Al -Xauuy

§J01E91pU| 21WIOU0DT PaJod|es




63

Imam : Money Supply Process in Bangladesh

8V AR 0L'2vly) 0/°'920€9 v 6¥eL) 66-866 |
0Ly LV 09°Z19€} 00'69855 058885 86-/661
60"t 2L 05'¥6€21 00° L1205 00°/9151 16-9661
50V 82’1 0G'20EL | 00°09/5% 0F 65V 06-G66 1
08°E gL'l 00'SehLL 06 /922t 0F'6LLEL 567661
91E 160 06'20G )| 00'E0¥9E 01 /9LLL ¥6-6661
1S'E 10"} 08 668 09'SES1E 09'2906 £6-2661
El'Y 6L 01'2169 06'62582 02'/528 26-1661
Gg'e T 020099 0¥ #0052 0.°€02. 16-066
ZIN 10} LN 10} (WH)AINOW (zZ)AINOW (L) AINOW
Ja1dyiny Asuop Jandiynpy Asuopy JAHISTH avodd MOHHYN Ad




Bangladesh Journal of Political Econemy Vol. XV

A-Xauuy

0000 £87'8¢E S96°0 0E£0°0 (AN W
100°0 197°€ 991°681 SE6919 (quejsuo)))
2194 10.115] “P1S q [ERT
18 ] pazIpIBpuE]s| pozIpIEpUR]sun
SIUAINJA0))
uorjenbsy o1)) W1 SA[QRLIEA
TF8 0LE0SOI] 11 80+H91°C [enpisay
OO0’ |26 081 1LZ9EEBBET I 60+H68'T UOISSaIB
aaenbg saaenbg
g A ueIAl mw Jjo umg
adueLIEA JO SISKTRUY
8955°96¢ 1 0£6'0 0£6°0 vCO6
2010 PIS aaenbg ¥ pasnlpy aaenbg 3 A [PPOIAl

(N - JANDE IdinQ uoissaaday 213 Jo Lrgwuing




Imam : Money Supply Process in Bangladesh

000°0 0000 000°0 0000 000°0 0000 0000
165£°0 0£6'0" £09°809 695695 (Jurisuo)))
B A0.L1F "PIS a1 PPN
s 1 pazipaepue)s pazIpIepuElsun
SRR
uonjenb;y ot ul sajqere A
SO'0LTERI0NT 11l GOHHYT T [UnpEsay]
"|PLLLG] 01+H66'E I O1+H66'E UOISSAIEIY
aaenbg saaenbg
g A ugajAl Jp Jo wing
aouere A Jo SiIsA[puy
6SE1EOPY 9160 LY60 eeLe) |
A0 MIS aaenbg 3y pmsnlpy aaenbg ¥ b PPow

(A - WDy IndinQ uoissaxdoy oy jo Areurung




Jaded smaN s[eUCHEN Woy) pajoajjoo samnbl4

Bangladesh Journal of Political Economy Vol. XV

©
~
JOVLNIDHIA NI

AVO-9EL

F58

AVC-281
AVOV9E 8

AVQ-geL W

- 96

gsopeg —— |SoMag —e—

66

000Z-6661 AAUND ATAIA STIIH AUNSVHIL LAOD A0 DNV

[A-Xouuy




Imam : Money Supply Process in Bangladesh

Annex-VII

Broad Money and the Distribution of Components 1972-Mar 2000

Tk. in Crore
Name of Currency |Demand |Time Broad Cas % D as% TD as%
Months Outside |Deposits |Deposits |Money  |of of of

Banks® |(D) (TD) (MS2) MS2 MS2 MS2

Mar-72 231.75 248.18 174.38 654.31 35.42 37.93 26.65
June 175.60 310.10 213.51 699.21 25.11 44,35 30.54
Sept. 246.45 320.18 244.17 810.80 30.40 39.49 30.11
Dec. 289.77 389.68 254.66 934.11 31.02 41.72 27.26
Mar-73 311.59 387.49 281.81 980.89 31.77 39.50 28.73
June 286.43 409.60 293.08 989.11 28.96 41.41 29.63
Sept. 296.56 42555 317.71] 1039.82 28.52 40.93 30.55
Dec. 320.79 487.15 344.46| 1152.40 27.84 4227 29.89
Mar-74 348.52 480.38 364.33| 1193.23 29.21 40.26 30.53
June 331.14 485.64 399.75] 1216.53 2132 39.92 32.86
Sept. 349.85 471.29 423.93] 1245.07 28.10 37.85 34.05
Dec. 402.76 535.00 430.53] 1368.29 29.44 39.10 31.46
Mar-75 395.16 494 47 481.40] 1371.03 28.82 36.07 35.11
June 293.12 521.41 473.17| 1287.70 22.76 40.49 36.75
Sept. 292.36 494,01 445.07] 1231.44 23.74 40.12 36.14
Dec. 378.87 554.35 475.04| 1408.26 26.90 39.36 33.73
Mar-76 352.53 577.29 500.41| 1430.23 24.65 40.36 34.99
June 338.05 563.13 536.90| 1438.08 23.51 39.16 37.33
Sept. 388.32 562.28 567.61| 1518.21 25.58 37.04 37.39
Dec. 387.58 682.61 690.79| 1760.98 22.01 38.76 39.23
Mar-77 425.96 579.99 699.87| 1705.82 24.97 34.00 41.03
June 389.22 580.36 745.29| 1714.87 22.70 33.84 43.46
Sept. 452.62 645.38 788.52| 1886.52 23.99 34.21 41.80
Dec. 503.82 749.70 909.67| 2163.19 23.29 34.66 42.05
Mar-78 539.32 684.93 873.87| 2098.12 25.70 32.64 41.65
June 521.39 735.21 964.58| 2221.18 2347 33.10 43.43
Sept. 620.87 769.60 937.76] 2328.23 26.67 33.06 40.28
Dec. 660.85 877.53] 1080.09] 2618.47 25.24 33.51 41.25
Mar-79 0658.43 855.25| 1105.13] 2618.81 25.14 32.66 42.20
June 631.98 883.08] 1230.32] 2745.38 23.02 32.17 44.81
Sept. 672.88 787.68] 1396.94| 2857.50 23.55 27.57 48.89
Dec. 724.97 885.57| 1554.87| 3165.41 22.90 27.98 49,12
Mar-80 Te353 846.75] 1544.61] 3114.89 23.23 27.18 49.59
June 709.87 879.49] 1594.16] 3183.52 22.30 27.63 50.08
Sept. 760.48 957.14] 1706.30] 3423.92 22.21 2795 49.83
Dec. 866.08| 1062.90] 1820.15] 3749.13 23.10 28.35 48.55
Mar-81 950.71| 1072.68] 1896.48| 3919.87 24.25 27.37 48.38
June 940.73| 1144.53] 2048.46| 4133.72 22.76 27.69 49.55
Sept. 073.50) 115825 2158.26] 4288.01 22.70 27.01 50.33
Dec. 074.06] 1232.14] 2279.52] 4485.72 21.71 2747 50.82
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Name of Currency |Demand |Time Broad Cas%® |Das% TD as%
Months Outside |Deposits |Deposits |Money |of of of
Banks® |(D) (TD) (MS2) MS2 MS2 MS2

Mar-82 980.00] 1170.17| 2206.22] 4446.39 22.04 26.32 51.64
June 913.16] 1165.42] 2367.15] 4445.73 20.54 26.21 53.25
Sept. 1011.73] 1212.64] 2437.00] 466137 21.70 26.01 52.28
Dec. 993.75| 1490.30] 2838.76] 5322.81 18.67 28.00 53.33
Mar-83 1099.85] 1296.84| 2904.91| 5301.60 20.75 24.46 54.79
June 1140.39] 1346.80 3192.18| 5679.37 20.08 23.71 56.21
Sept. 1369.92] 1490.50] 3513.76] 6374.18 21.49 23.38 55.12
Dec. 1379.29] 1905.67] 4268.16| 7553.12 18.26 2523 56.51
Mar-84 1495.79] 1747.86] 4311.38] 7555.03 19.80 23.14 57.07
June 1623.20] 2029.70] 4872.54] 8525.44 19.04 23.81 57.15
Sept. 1733.60] 1935.30] 4965.90] 8634.80 20.08 22.41 57.51
Dec. 1725.00] 2501.50] 5831.40) 10057.90 17.15 24.87 57.98
Mar-85 1672.30] 2144.10] 5658.10] 9474.50 17.65 22.63 59.72
June 1722.90] 2508.70] 6302.40| 10534.00 16.36 23.82 59.83
Sept. 1809.30] 2318.40] 5907.80] 10035.50 18.03 23.10 58.87
Dec. 1767.20] 2827.90] 6832.10{ 11427.20 15.46 24.75 59.79
Mar-86 1960.60] 2625.80] 6666.10] 11246.50 17.43 23.35 59.27
June 1953.10] 2974.30] 7410.20] 12337.60 15.83 24.11 60.06
Sept. 2035.70] 2623.90] 7581.60| 12241.20 16.63 21.43 61.94
Dec. 1902.70] 3096.80] 8279.40| 13278.90 14.33 23.32 62.35
Mar-87 2010.60] 2727.80] 8498.80] 13237.20 15.19 20.61 64.20
June 2074.90] 3186.20] 9090.20| 14351.30 14.46 22.20 63.34
Sept. 2326.,70] 2332.10] 9781.10] 14439.90 16.11 16.15 67.74
Dec. 2244.00] 2851.00] 10664.20] 15759.20 14.24 18.09 67.67
Mar-88 2431.20] 2297.70] 10502.90] 15231.80 15.96 15.08 68.95
June 2415.00] 2632.70] 11360.30| 16408.00 14.72 16,05 69.24
SepL 2625.60] 2340.70] 11585.20] 16551.50 15.86 14.14 69.99
Dec. 252820 2788.30] 12595.60] 17912.10 14.11 15.57 70.32
Mar-89 2653.90] 2414.00] 12924.00] 17991.90 14.75 13.42 71.83
June T2615.60] 2845.10] 13617.40] 19078.10 13.71 14.91 71.38
Sept. 2735.50] 249s5.10] 13899.60| 19130.20 14.30 13.04 72.66
Dec. 2728.60] 3271.80] 15253.50| 21253.90 12.84 15.39 71.77
Mar-90 291430 2655.70] 15166.60| 20736.60 14.05 12.81 73.14
June 3188.30] 3180.40| 15928.90| 22297.60 14.30 14.26 71.44
Sept. 3191.30] 2921.90] 16169.20| 22282.40 14.32 13.11 72.56
Dec. 2995.00] 3578.70] 16847.50] 23421.20 12.79 15.28 71.93
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Name of Currency |Demand |Time Broad Cas % D as% TD as%
Months Qutside |Deposits |Deposits |Money of of of

Banks® [(D) (TD) (MS2) MS2 MS2 MS2
Mar-91 3152.40] 3060.50| 16787.10{ 23000.00 13.71 13.31 72.99
June 3611.80] 3591.90] 17800.70| 25004.40 14.44 14.37 71.19
Sept. 3229.30] 3274.20] 18281.70{ 24785.20 13.03 13.21 73.76
Dec. 3133.00] 3947.40| 19487.30| 26567.70 11.79 14.86 73.35
Mar-92 3730.40] 3368.40] 19453.90] 26552.70 14.05 12.69 73.27
June 4072.60] 4184.60] 20268.70] 28525.90 14.28 14,67 71.05
Sept. 3822.90] 3744.00] 20724.80] 28291.70 13.51 13.23 73.25
Dec. 3799.00] 4245.20] 21760.50] 29804.70 12.75 14.24 73.01
Mar-93 4776.50] 4136.50] 21612.70] 30525.70 15.65 13.55 70.80
June 4480.10] 4582.50] 22473.00f 31535.60 14.21 14.53 71.26
Sept. 4481.10] 4312.80] 22658.10] 31452.00 14.25 13.71 72.04
Dec. 4498.70] 4829.40] 23602.20] 32930.30 13.66 14.67 71.67
Mar-94 5278.80] 4793.10] 23473.20] 33545.10 15.74 14.29 69.98
June 5416.00] 5751.10] 25235.90] 36403.00 14.88 15.80 69.32
Sept. 5515.40] 5203.70] 26079.40] 36798.50 14.99 14.14 70.87
Dec. 5724.80] 5871.70] 27693.10] 39289.60 14.57 14,94 70.48
Mar-95 6267.90] 6015.70] 28040.30] 40323.90 15.54 14.92 69.54
June 6565.10] 6614.30] 29032.90| 42212.30 15.55 15.67 68.78
Sept. 6495.80] 6474.50| 29506.40| 42476.70 15.29 15.24 69.46
Dec. 6452.30] 7081.90] 30539.60| 44073.80 14.64 16.07 69.29
Mar-96 7096.00] 6857.90] 29530.30| 43484.20 16.32 15.77 67.91
June 7123.30] 7336.10] 31231.10| 45690.50 15.59 16.06 68.35
Sept. 7090.20{ 6740.60] 32113.50| 45944.30 15.43 14.67 69.90
Dec. 6819.50] 7348.10] 34630.30| 48797.90 13.97 15.06 70.97
Mar-97 7473.70] 6807.50| 34023.30| 48304.50 15.47 14.09 70.44
June 7574.60] 7592.40| 35460.50| 50627.50 14.96 15.00 70.04
Sept. 7753.70] 6872.20] 36368.00| 50993.90 15.21 13.48 71.32
Dec. 7607.40] 7655.90] 38381.30| 53644.60 14.18 14.27 71.55
Mar-98 8155.20] 7142.30] 37749.30{ 53046.80 15.37 13.46 71.16
June 8153.30] 7735.20] 39980.50| 55869.00 14.59 13.85 71.56
Sept. 8332.60] 7224.40| 40821.90| 56378.90 14.78 12.81 72.41
Dec. 8075.60] 8321.50| 43358.50| 59755.60 13.51 13.93 72.56
Mar-99 9043.70] 7649.50] 43281.50| 59974.70 15.08 12.75 72.17
June 8686.60| 8562.80| 45777.30| 63026.70 13.78 13.59 72.63
Sept. 9001.50] 8003.30] 47649.10] 64653.90 13.92 12.38 73.70
Dec. 9387.00] 9105.50| 50496.70{ 68989.20 13.61 13.20 73.20
Marh2000 10896.10] 8937.30] 51644.20| 71477.60 15.24 12.50 7225
Source: Economic Trends( 1972-Mar.2000 JPublished by Bangladesh Bank
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Savings In Bangladesh—An Econometric Model
Rahima Tasneem Rahman’

1. Introduction

The low savings rate and hence the low investment rate can possibly be identified
as the most serious macro-economic problem in the Bangladesh economy. The
current savings rate in Bangladesh is quite low even by the standards of many low-
income countries and so is clearly inadequate for sustaining any socially acceptable
economic growth rate. Gross national savings during the eighties and in the early
nineties varied between 4%-6% of GDP with no clear trends. A major part of it is
likely to have generated from savings out of worker remittances. While the annual
remittance inflow has been around 3%-4% of GDP, findings show that as high as
two-thirds of the remittance income may be saved by the recipient households. But
the rate of savings out of domestic income nonetheless has remained negligible.

Ratio of Gross Domestic Ratio of National Savings and
Savi GDP

The ratio of GDS/GDP in constant prices shows that though it has an increasing trend,
the present level is still very low even by the third world standard. However, the ratio
became positive in 1977 from being negative for four years (1973-76). This indicates a
greater self-reliance rather than dependence on foreign savings which are in fact, current
account deficit i.e., that part of foreign aid disbursement which goes into investment
through imports. The ratio of national savings over GDP shows an overall better situation
than the GDS/GDP ratio. It was negative for only one year in 1973 and became positive
thereafter. The positive range of GNS/GDP was 0 to 0.2 while the positive range of GDS/
GDP was 0 to 1.25. Nonetheless, the GNS/GDP ratio can not be considered satisfactory
compared to the neighboring countries.

* The author is an Assistant Commissioner of Taxes in the Bangladesh Civil Service (Taxation).
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This paper examines the behaviour of domestic savings. Section 1 presents the current
domestic savings scenario. Section II outlines the theoretical framework and
interpretation of empirical findings with a brief discussion of reasons of low domestic
savings. Section III contains some recommendations and concluding observations of
the paper.

The endeavour is to find out the reasons behind the low savings rate and suggest ways
to mobilise domestic resources through financial developments, i.e., through
improvement in the structure and operation of the financial sector. Ways in which public
savings might be increased to enhance resource mobilization through financial
development will also be considered knowing that if the private sector is to play the
active role it has been assigned in promoting economic development, efforts will be
to no avail unless public savings is also increased at the same time. An important
consideration here is that public savings as well as private savings must be greater,
and a greater proportion of that savings has to be channeled through the financial sector.

However, the paper has some practical limitations. A major limitation is the lack of
most recent published data on national income accounting. Again, most of the research
works done in this field focus their attention mostly on investment and sometimes
consumption but seldom savings leading to serious data constraint.

2. Empirical Findings

A glance through the theoretical frameworks of savings points out to the Adjustment
Theory as relevant. Adjustment theory relies on the real rate of interest as the major
policy instrument to increase savings. But despite the real interest rate being
sufficiently positive throughout the 1980s and early 1990s, it failed to have any
significant impact on domestic savings. So it is often argued that income rather than
real interest rates would be the primary determinant of saving in a low income
country like Bangladesh. However, to determine what factors are really significant,
the two estimates of the savings function (Equations 1 and 2) are obtained from
secondary source that used the annual time-series data from 1974/75 to 1987/88.

Lns = - 10.28 + 1.58 Ln GDP- 1.14D (Equation 1)
(-1.21) (2.2) (-2.81)
2= 40
DW = 1.85
LnS =-9.08 + 1.47 Ln GDP + 0.77 Ln RRI - 1.51D (Equation 2)
(-1.13) 2.1) (1.0) (-2.7)
R*= 41

DW =179
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Where,

S = Real savings

RRI = Real Rate of Interest

GDP = Gross Domostic Product.

D = Dummy variable with value of I in 198/83 and O otherwise.

Soure : BIDS Journal, June- September, 1992.

In interpreting the estimated savings functions (Equations 1 and 2), we find that
though they have low explanatory power, they capture the effect of income (GDP)
and the real interest rate. The income elasticity of savings is around 1.5 and
significant at the 5% level of significance while the real interest rate elasticity is
not statistically significant at an accepted level. So, savings will grow with GDP
growth and at a higher rate as income elasticity is greater than unity.

The nominal interest rate was determined by policy makers throughout the adjustment
decade and upward adjustment to the rate ware made at discrete time intervals. This
may account mainly for the low explanatory power of the estimated savings
functions. The interest rate, in principle is freely’ determined by banks since 1989
but in reality, because of predominance, the nationalised commercial banks
demonstrate oligopolistic price setting behavior with respect to the interest rate.
Unpegging the nominal interest rate and increasing it further is a major policy under
financial sector reforms of the adjustment package, the concern being that the pegged
rate was below what the market determined rate would be. However, the limitations
of attempting to raise real savings should be clear from the results shown above as
it depends on GDP growth.

A modified equation (an extension of the earlier model) for the purpose of this study
using the annual time-series data for the period 1974/75 to 1998/99 has been run.
The new equation (Equation 3) has one more explanatory variable, population per
branch of scheduled banks (POPBR). Due to unavailability of specific data on the
population having access to scheduled banks, total population has been used as a
proxy. Total population has been divided by the number scheduled bank branches
to arrive at POPBR. Real rate of interest has been calculated as the difference
between the price level and inflation (P-i =RRI). 1975/76 has been considered as
an outlier in this regard as inflation was too high in that year (67.17). GDP at constant
market prices has been used with 1984-85 as the base year. The dependent variable
in the modified equation has been changed to financial savings (FS) defined as the
sum total of Time Deposit and Post Office Deposit because the explanatory variables
seem to have been more closely related to this particualar kind of savings.

LnFS =-40.16 +2.73 Ln GDP + 0.04 Ln RRI - 2.27 Ln POPBR (Equation 3)
(1.00) (0.12) (0.02) (0.12)
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R? =.9986
DW = 1.03

Where,

FS = Financial savings

GDP = Gross Domostic Product.

RRI = Real Rate of Interest on Deposits

POPBR = Population per branch of scheduled banks
OUTLIER = 1975/76

The objectives of estimating the modified equation are:

i)  To extend the annual time-series data of the earlier model that covered the
period only upto 1987/88. Financial liberalisation has taken place in the
economy from the following decade (1990s) justifying a conscious effort to
capture any changes in the effect of those explanatory variables on the financial
savings the importance of which has been greatly emphasised in The Financial
Sector Reform Package.

ii)  To provide an assessment of the effect of population per branch of scheduled
banks on the financial savings in addition to GDP and real rate of interest
that were the explanatory variables in the earlier model.

iii) To check the stationary status (run Unit Root Test) or stability of each of the
variables used in the equation and also determine whether there is any degree
of Autocorrelation present. If so, remove such effect of serial correlation.

The model of financial savings provides an outstanding fit-R2 is very high almost
close to 1 (.9986). All explanatory variables are statistically significant at the 5%
level of significance or more. Even the real rate of interest though small (elasticity
.04) is statisitically significant at the 5% level which is not so in the case of real
savings at the same level. Income (GDP) with an elasticity estimate of 2.73 again
proves its importance in financial savings mobilisation. Population per branch of
banks has a negative relation with financial savings indicating that if there were more
bank branches, it could have a positive impact. So, here POPBR points out to a
directional relationship only.

The population per branch of scheduled banks may be viewed as a proxy for financial
deepening in the sense of increased access of the people to the banking system. Its
importance in the determination of financial savings has strong policy significance.

The Equation-3 with its elasticity estimates demonstrates that GDP and population per
branch of scheduled banks, respectively, are more important variables in mobilising
financial savings from policy point of view than real rate of interest. This finding is



Rahima Tasneem Rahman : Savings In Bangladesh 75

consistent with the practical experience of having small influence of real rate of interest
on financial savings in low income countries. The finding also points out that the real
rate of interest is more pertinent for boosting financial savings than it is for real savings.

Before, suggesting the ways to increase financial savings, a discussion of the reasons
of low savings seem relevant. Low specifically negative real rate of interest is the major
bottleneck in increasing financial savings in a developing country like Bangladesh.
This picture, however, is a common phenomenon in all other low income countries as
well. But from 1990 onward when real rate of interest became positive, financial
savings did not increase according to expectation because interest rate in the then
bullish stock market was still higher and a major portion of urban savings naturally
switched to that market. Hence, until the stock market eventually crashed, financial
savings was greatly hampered.

(i) Chronic Public Sector Dissavings: Undoubtedly constant erosion in the public sector
savings has contributed a great deal to the low aggregate domestic saving in the country.
‘The major cause for public sector dissaving is the huge amount of government revenue
deficits reflecting a complex set of factors like the inadequacy of resource mobilization,
vast tax concessions given in the face of recent fiscal adjustment programmes, subsidies
in the agricultural sector, growing interest burden, immense defense expenditure and
high level administrative expenditure. As a result, the public savings has been
persistently negative, though less so since 1980. The net contribution of the
government’s fiscal operations to national savings has continuously declined because
of the rapid growth in current expenditures from 5%-6% of GDP in the FY 1980-81
to 8%-9% in FY 1990 along with a stagnant level of revenues at around 9% of GDP.

The current expenditure components of the development budget show chronic dissaving
by the public sector, the extent of which has increased over the years. Viewed from
another perspective, current expenditures have accounted for an increasing share of
the government’s overall expenditure programme (from 30%in FY 1981 to about 50%
in FY 1990 and hence resulting in a declining share of development expenditure).

(2) External Assistance: A structural imbalance between aggregate domestic savings
and investment is reflected in the fact that consumption plus investment has always
exceeded income (GDP), i.e., Y>C+I. The gap between aggregate gross investment
and savings (the resource balance) shows the presence of external resources into the
economy. On one hand, the low savings rate due to its persistence seems to have been
accepted as a fact of economic life and, on the other, external resources are marshalled
to fill the total resource gap. But the large flow of external assistance has failed to
improve economic performance and repayment capability of the country. Apart form
economic mismanagement, the total dependence on external resources has created a
cultural transformation including unproductive demonstration effects which now acts
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as a major deterrent to rely more on local resources. Access to foreign aid and its
control over the foreign exchange resources have allowed the state to wield enormous
power in the past. The state has exercised this power without accountablity under
political regimes that were either autocratic or weakly democratic, i.e., maintained a
democratic facade. The result has been the development of deeply entrenched vested
intersts and rent-seeking. Hence, even though the critical importance of external aid
for Bangladesh is widely recognized by the donors, they have expressed increasing
concerns about the utilization of aid and its effectiveness in recent years. It has been
suggested that external funds merely substitute for the government’s own resources
in funding the development program’s facilitating the allocation of government funds
to less essential current expenditure. Additional external assistance, therefore, indirectly
supports goverment consumption and substitute for public sector savings.

(3) Adverse Socio-Economic and Cultural Environment: When we compare ourselves
with other Southeast Asian economies, we find that they had three advantages which
countries in South Asia do not enjoy. These are:

- Socio-economic environment conducive to high domestic savings.

- Public polices in general and financial sector polices in particular helped promote
savings and discourage conspicuous consumption.

- Confucian ethics of frugality and austerity helped strengthen societal propensity
to eschew consumption and make domestic savings.

3. Recommendations and Concluding Remarks

1)  Financial Sector Reforms: Increase in financial savings is an apparent silver
lining. Financial sector development through sustainable reforms is suggested from
the findings to be a more efficient means of expediting savings mobilization and
channeling loanable funds. The number of scheduled bank branches must be increased
in order to have an optimum population per branch and thus creating greater access
to credit institutions. One important thing to note here is that Bangladesh is a
predominatly agrarian economy and the rural areas are most poorly serviced in terms
of banking. So, extension of banking services throughout the country including the
poorly serviced rural areas must receive priority attention within the adjustment policy
package. If private sector does not seem to be interested due to low profitablility, the
public sector must come forward. It is a more important determinant of financial savings
than the real interest rate. Policies permitting the transformation of financial savings
to real savings and investment also need to be focused.

2)  Efficient public Resource Management: It is alleged that much of the rapid
increase in current expenditures in recent years has occurred without a careful
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consideration of alternative priorities for the use of scarce public resources. This is a
prerequisite not only for the effiecient use of resources but also for mobilizing public
opinion in favour of domestic resource mobilisation. The growth of current
expenditures, therefore, has to be restrained that depends on the government’s ability
to resist demand for additional fund allocations, and pressures for wage increases and
job creation in the public sector.

3)  Liberalization of Interest Rates : The government should liberalize the interest
rates further, reducing and eventually removing the deposit rate floor so that lending
rates can have one less reason to remain as high as the present 10 to 12 percent real
levels. The government should also lower the interest rates on virtually risk free postal
and savings certificates, since this causes financial disintermediation from the banking
system and potentially dampens interest in equity markets. While the government’s
concern about raising private savings and offering high returns to households is
welcome, the evidence is clear that total domestic savings (meaning savings not just
in financial instruments but all income that is not consumed) responds more to income
growth than to interest rates. Thus, further lowering deposit interest rates will bring
down lending rates, and total savings over the medium term would be higher to that
extent (increase in investment will induce additional income and hence savings).

4)  Less government Intervention : Financial market variables should be determined
by the free market mechanisms instead of government interventions. This is to some
extent possible when domestic norms are operative in an environment of political
stablility. To do so, to provide incentives for private savings, it must be guaranteed
that the rate of interest remains positive in the real term. Government must allow banks
to operate independently according to real economic and business cycles so that the
banks are able to cover cost of fund, risk premium and a profit margin.

To sum up, the single most critical challenge confronting Bangladesh now is to raise
the domestic savings rate markedly in the short run and at least to levels comparable
with other countries in the region in the medium term. In the long run, the domestic
savings rate must be between 25%-30%.

The savings rate must receive a central focus in future macroeconomic policy packages
designed for Bangladesh. In fact, massive injections of foreign aid have had a negative
impact on domestic resource mobilization and domestic savings rate. Targeting only
the investment is the cause of such unsustainable dependence on external resources.
Since rapid economic growth holds the key to raising real savings in Bangladesh, so
economic growth has to be accelerated through increase in the investment, both public
and private. An appropriate incentive structture is therefore essential to stimulate
savings and investment.
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Balance of Payment: Problems and Prospects for the
Developing Countries

Md. Julhas Uddin’

1. Introduction

The issue, “Balance of Payment (BOP) : problems and prospects for the developing
countries” is a matter of deep concern to the economists and intellectuals of the
world. This issue has now become more important particularly after the recent financial
turmoil in the South-Eeast Asian countries and in the world, at large, following the
matchless advancement of market based economy. In this backdrop the paper attempts
to highlight the problems of BOP in some developing countries, and in particular the
experiences of Bangladesh in her BOP discoure in recent years.

The paper is designed as follows: after this introduction, section-II will be devoted to
analyze the theoretical concept of BOP. Causes and main problems in BOP for
developing countries will be discussed in section-IIL. Overall BOP scenario of
Bangladesh and a short review of latest BOP situation of some selected developing
countries will be discussed in section-IV. Section-V will be devoted to analyze the
policy options and ways to correct the BOP constraints of the developing countries.
Finally, section-VI contains some recommendations on the basis of overall observations.

Il. Theoretical concept of BOP

The balance of payment (BOP) is, in fact, a comprehensive record of all economic

transactions of the residents of a country with the rest of the world for a given

period of time. In another words, it is a tabulation of the credit and debt transactions

of a country with foreign countries and international institutions. According to the

definition given by the International Monetary Fund (IMF), the balance of payments

is a statistical statement for a given period showing:

a) Transactions in goods, services and income between an economy and the rest
of the world;

b) Changes in the economy’s monetary gold, special drawing rights (SDRs) and
other financial claims on and liabilities to the rest of the world; and

1  Deputy Director ((Research), Monetary Management and Technical Unit ((MMTU), Bangladesh Bank. Views
expressed in this paper are his own and do not reflect those of Bangladesh Bank. The author is indebted t0
Mr. Kabir Ahmed Chowdhoury, Deputy General Manager of Research Department, Bangladesh Bank for his
valuable suggestions in the preparation of this paper.



80 Bangladesh Journal of Political Economy Vol. XV

¢) Transfers and counterpart entries that are needed to balance, in an accounting
sense, any entry for the foregoing transactions and changes which are not
mutually offestting.

The main purpose of compilation of BOP is to inform the government about the
international economic position of the country and to help it make decisions about
monetary and fiscal issues, on one hand, and about trade and payment on the other
hand. When a payment is received from a foreign country, it is a credit transaction
while a payment made to any foreign country is a debit transaction. The principal
items shown on the credit side are export receipts and value received for providing
services to foreign countries, unrequited or any transfer receipts in the from of gift
etc. from foreigners, borrowings from abroad, foreign direct investment and official
sale of reserve assets including gold to foreign countries and international agencies
etc. On the other hand, principal items shown on the debit side are import payments
and value of services paid to foreign countries, unrequited or any transfer payments
in the form of gift etc. to foreigners, any type of capital outflows or increase of
liability due to increase in official reserve of gold and foreign currency assets in
the country etc. The credit and debit items are shown vertically in the BOP account
of a country and horizontally they are divided into two categories, i.e., (i) the
current account and (ii) the capital and financial account. As per the fifth edition of
the BOP manual of IMF, the standard components of BOP may be shown briefly
by the following BOP account chart:

BOP ACCOUNT CHART
Credit ((Receipt)/Debit(Payment) Balance: Deficit (-)/Surplus(+)
CURRENT ACCOUNT
a. Merchandise Exports ((+) Imports (-)
b. Services Receipts (+) Payments ((-)
c. Income Receipts (+) Payments (-)
d. Current transfers Receipts (+) Rendered (-)

I.  Current A/C Balance : Surplus (+)/Deficit(-)
CAPITALS AND FINANCIAL ACCOUNT

a. Capital transfers Net inflow (+) Net outflow (-)

b. Direct investment Net inflow (+) Net outflow (-)

c. Portfolio investments Net inflow (+) Net outflow (-)

d. Other investment Net inflow (+) Net outflow (-)

e. Reserve assets Decrease of liab. (+) Increase of liab. (-)
II. Capital and Financial A/c Balance: Net inflow (+)/Net outflow (-)

Errors and Omission : Net understated records (+)/Net overstated records (-)
OVERALL BALANCE : Surplus (+)/Deficit (-)
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lII. Causes and main problems in BOP for developing countries

The adverse balance of payment situation of developing countries can be attributed
to the following causes which are mainly responsible for disequilibrium in BOP.

1. Slow Growth of Production:

*  The developing countries have few items of exports. They have to depend
mainly on primary commodities. Either other commodities are not produced
in large quantity or quality is inferior and cannot compete in international
markets.

*  Exports of the developing countries are mainly affected by the political
uncertainty and disturbances. As a consequence, the economic growth of most
of the developing countries has been interrupted which has badly affected the
BOP of various developing countries.

*  The developing countries are undertaking massive programs of development
in agriculture, industry, transport, communications, education etc. For all these
efforts, import of various kinds of machinery and raw materials are needed.
So, the imports of the developing countries are rising rapidly. But, exports of
developing countries are not increasing so vigorously. As a result, huge trade
deficits are of common phenomenon of the developing countries.

*  The developing countries utilize the services of foreign banks, airlines, shipping
companies, insurance companies and other agencies. As a result, the net value
received under services account for the developing countries always shows a
negative sign.

*  Almost all the developing countries have got remarkable amount of foreign
loans. So debt servicing has become a heavy drain on foreign exchange reserves
of these countries.

All these problems are mostly associated with the slow growth of production of
goods and services as compared to the aggregate demand of the developing countries.

2. Fiscal Policies :

Fiscal policies are sometimes serious obstacle to expansion of exports of the
developing countries. In some cases import duties on the raw materials required for
the production of certain manufactures which have an export potential are as high
as to raise the production costs to that level at which the manufactures become
uncompetative in the world market. Such import duties are really export duties and
have the same impact on exports as export duties.
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3. Inflation:

Inflationary conditions of the developing countries are serious obstacle to the
promotion of exports. Inflation results in a rise in the domestic cost of production
so that the goods produced cannot compete in the world market, if the rate of
exchange is not suitably adjusted.

4.  Trade Restriction of Developed countries:

Trade barriers raised by developed countries against the import of manufactures
from the developing countries is one of the important factors preventing greater
production and export by some industries in developing countries. Moreover,
subsides provided by government of the developed countries to their own producers
and imposition of various restrictions on some export items of developing countries
some time creates serious impediment to improve the BOP position of the developing
countries.

5.  Depreciation of Currency:

Currencies of the developing countries are in a continuous pressure of depreciation
against the leading currencies. For an example, during June 30, 1996-June 30, 2000
the yearly average depreciation of domestic currencies per US dollar were 5.69%
in India, 10.76% in Pakistan, 8.92% in Srilanka and 7.11% in Bangladesh. The
continuous process of depreciation, has badly affected the overall BOP position of
the developing countries. Because, growth of imports of the developing countries
are always much higher than that of their exports; and as a result, net gains of
depreciation always remained unfavorable for the developing countries. Moreover,
due to continuous depreciation, the value of the domestic assets of developing
countries are also shrinking continuously in terms of world leading currencies.

6. The impacts of budget deficit on BOP:

Developing countries are generally faceing the problem of deficit financing in their
budgets. The problem is arising either by revenue side or by expenditure side. On
the revenue side, most of the developing countries depend for revenue on taxes,
especially income taxes and indirect sales taxes, which are very uncertain in nature
to achieve the targets. Moreover, target of revenue earnings from taxes are often
over stated and finally are not achieved. On expenditure side, in developing countries,
the budget allocation for operational expenditures are usually higher than that of
the allocation for investment expenditures. And, operational expenditure always
exceeds the predetermined target.
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Moreover, to achieve higher economic growth, govermnment of the developing
countries need more capital than what they can internally collect for allocating
investment expenditure. To fulfill the gap government takes external debt from
such financial institutions as the International Monetary Fund (IMF), the World
Bank, the Asian Development Bank etc. Disbursement of external debt for financing
the budget deficit later on creates contructionary impact both on the current account
and on the capital & financial account of BOP; because, governments have to
repay both the principal and the interest of external debts.

Now it would be quite persistent to highlight on the existing BOP situation of some
developing countries.

IV. BOP scenario of Bangladesh and a short review of latest
BOP situation of some developing countries

BOP SCENARIO OF BANGLADESH:

Bangladesh has experienced serious difficulties in balance of payments since her
inception in the international trade in early seventies. The balance of payments of
Bangladesh characterized a continuous deficit in trade balance since 1971. A review
of BOP situation of Bangladesh reveals that during 1990/91-1998/99 there were
substantial amount of deficit in the tardy balance which is mainly responsible for
creating obstacles to improve the overall BOP situation of Bangladesh. Deficit in
the trade balance, which was US $ 1801 million in 1990/91 consistently increased
amid fluctuations and stood at as high as US $ 3063 million in 1995/96.

Thereafter, deficit in the trade balance slightly discelerates for two consecutive
years and finaly stood at US $ 2694 million in 1998/99. These deficits have been
partially offseting by the remarkable surplus in unrequited transfers: particularly, in
the form of workers’ remittances during the period under report. But the current
account balance showed a consistent and remarkable deficit during the period
mentioned above due mainly to a large deficit in trade balances. During 1990/91-
1994/95, the overall balance showed a moderate surplus due mainly to a remarkable
surplus in capital account (net) which mainly attained by borrowed capital. The
overal balance in BOP recorded a deficit of US $ 1017 million in 1995/96 due
mainly to a larger deficit in trade balance followed by acute political unrest and a
smaller surplus in net capital account which occurred due to net outflow of portfolio
investment. Deficit in the overall balance declined and stood at US $ 169 million in
1996/97 from US $ 1017 million in 1995/96. After that, the overall balance showed
a surplus of US $ 82 million in 1997/98; but, further declined to US $ 171 million
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in 1998/99. A summary of Bangladesh’s balance of payments during 1990/91-
1998/99 has been given in annexure-I.

From the above discussion we see that a large amount of trade deficit is the main
obstacle to improve the BOP disequilibrium in Bangladesh. It is perhaps known to
us that Bangladesh has a remarkable amount of trade deficit with India. But a
review of latest trends of trade gaps of Bangladesh with selected six South-Asian
countries reveals that during 1990/1991-1998/99 Bangladesh has a substantial amount
of trade deficit not only with India but also with Pakistan, Srilanka, Nepal, Myanmar
and Bhutan. In fact. there is no single country in this region where Bangladesh has
an absolute and consistent advantage of trade surplus. The total trade deficit of
Bangladesh with these six countries which was US $127.76 million in 1990/91,
steadily increased to US $ 1171.17 million in 1995/96 and thereafter slightly
decelerates for two consecutive years and finally stood at US $ 1279.31 million in
1998/99. The shares of Bangladesh’s total trade deficits with these countries have
also substantially increased during the period. The pressure which was built up on
Pakistan’s balance of payments during 1996-97 was eased to a large extent in
1997-98. Deficit in trade balance improved by 40.6% to US $1, 867 million in
1997-98 lowest during the last one decade. Its ratio to GDP also came down to
2.9% from 5.0% in 1996-97. The current account deficit was reduced by one-half
and stood at US $.1,921 million in 1997-98, reflecting an improvement of US $.
1,921 million and as percentage of GDP reduced to 3.0% againstt 6.1% a year ago
(1996-97). The private transfers witnessed a significant increase of 8.5% and
workers’ remittances increased by US $81 million or 5.7%. However, long term
capital (net) declined by US $ 310 million in 1997-98 i.e. to US $1,708 million
from $.2,018 million in 1996-97 and the year ended with a draw down of reserves
by US $306 million.

The imposition of economic sanctions leading to the suspension of new bilateral
and multilateral disbursement for non-humanitarian assistance created serious
difficulties for the country’s balance of payments in 1998-99.

SRILANKA:

Sri Lanka’s balance of payments showed a reduction in current account deficit in
1998. In line with a sharp contraction of world exports, the growth rate of Sri
Lanka's exports also decelerated by 2% in 1998. Despite an increase in the import
volume, the value of imports increased marginally (0.5%) as prices of major import
commodity such as crude oil, wheat, fertilizers and sugar declined sharply under
depressed world market conditions. Private transfers continued to increase, making
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a positive contribution to the balance of payments and thus, there was a significant
reduction in the current account deficit in 1998. Freeing long term private capital
inflows continued to increase. As a result, the surplus in net capital account increased
in 1998. A lower current account deficit and a surplus in capital account contributed
to make a moderate surplus in overall balance of payments in 1998, However,
Srilanka’s balance of payments characterized a continuous deficit in trade balance
and current account balance which often creates immense pressure on their overall
BOP position.

INDIA:

India’s balance of payments also characterized a remarkable deficit in total current
account (net). The net total current account deficit which was Rs. 17,366 crores in
1990/91 slightly declined to Rs. 16,282 crores in 1996/97, but sharply increased to
Rs. 20,883 in 1997/98 and then declined to Rs. 16,787 in 1998/99. The overall
balance however steadily improved during 1996/97-1998/99 in India. The net overall
balance showed a deficit of Rs. 4471 crores in 1990/91 which sharply improved and
stood at surpluses of Rs. 24,220 crores, Rs. 16,653 crores and Rs. 18,245 crores in
1996/97, 1997/98 and 1998/99 respectively. The net overall balance improved due to
increase of surplus in net total capital account. India’s overall balance of payments
during 1990/91 and 1996/97-1998/99 may be seen in annexure-III.

These are the common scenario of balance of payments of the developing countries.

V. Policy Options and the way to correct the BOP Situation

Having studied the major problems confronting disequilibrium in BOP and the
common scenario of balance of payments of the developing countries, the policy
option to rectify the situation is a challenge to the policy makers particularly in the
new millennium 2000 when the economy of the world is being rapidly globalized.

In order to correct BOP disequilibrium the developing countries have to make their
exports more competitive by reducing cost of production as well as improving the
quality of production and diversifying of export items. The imports of luxury items
needs drastic reduction. The import of raw materials which are available in the
country may be disallowed. The export surplus can be increased by greater
production. The existing trade gap with other countries can be reduced by increasing
bilateral trade. High quality exportable goods should be produced at competitive
cost for capturing foreign markets.
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Reduction in export duties, allowing incentives to the exporters on non-traditional
goods, payment of export rebates can boost exports substantially. The establishment
of joint ventures needs to encourage for production of export goods through which
substantial foreign exchange can be earned for the country. Reduction of the balance
of payment deficit depends on rapid growth in industrial production and to maintain
the quality of products. The developing countries need to fully utilize the idle
capacity of industrial sector. Modern technology for industrial production is of
paramount importance.

The control of inflation is essential for keping the goods of developing countries
competitive in the international markets for promoting exports. The anti-inflationary
policy combined with a flexible exchange rate regime may be pursued vigorously
to provide more stable conditions for restoring an overall balance in external
payments conditions.

The ability to overcome the balance of payments problems depends on sound
macro economic management, implementation of structural reforms in the key
trade related sectors, and the adoption of a more aggressive export-led growth
strategy. Rapid and sustained improvements in export performance combined with
efficient import substitution will need to be supported by policies which help
restructure and reorient growth towards a more dynamic export sector. Moreover,
there are broadly four areas where action will be needed to achieve the desired
objective of maintaining healthy situation of BOP for developing countries:

1. Inindustry, the enactment of a more efficient set of pricing and trade incentives
aimed at fostering greater competitive efficiency will be neceessary. It should be
remembered that allowing low wage is not the way to reduce the cost of production
and generation of higher profit margin which usually induces to invest by the
entrepreneurs. Quality is important rather than reducing the cost of production only
to make a commodity competitive in the world markets. But, overstuffing particularly
in the public sector of the developing countries should be considered as a
detrimenatal issue to make the product competitive in the market. However, raising
production with high quality in the industrial sector is essential to reduce the trade
gaps of the developing countries.

2. Inagriculture, a substantial improvements in yields, product quality, marketing
efficiency and the development of a complete support system for the grower to
exploit fully the potential for exports of high value agriculture commodities will be
required.

3. Exploration and prudent utilization of available natural resources; such as
natural gas, oil and other valuables and invention of new resources is essential to
improve the overall BOP constraints of the developing countries. Foreign Direct



Julhas Uddin : Balance of Payment 87

Investment (FDI) may be encouraged to fulfill technological gaps of the developing
countries for this purpose.

4.  Fourth, in the area of trade policies, an effective exchange rate policy guided
by the need to acelerate the flow of exports and diversify its composition and
restrain imports is needed to improve the overall BOP situation of the developing
countries. Moreover, in order to maintain an advantageous trade policy and an
effective exchange rate policy greater cooperation is needed among the developing
countnes.

VI. RECOMMENDATIONS

Reaffirming that efficient export-led growth can make a significant contribution to
reduce trade deficit and external financing needs, the measures which the government
of developing countries should adopt are:

*  Highest priority on improvements of export unit values and export quality
through enhanced fiscal concessions, the development of technology institutions,
and trade houses;

* a2 more effective and comprehensive system of export compensation;

*  import of modern technology and machinery to facilitate quick modernization
and technical upgradation of export industry as well as improvement of quality
standards;

*  forging a closer link between export and import flows through trade diplomacy
and special incentives for the export of engineering and manufacturing goods;

*  establishment of efficient mechanisms for implementing and monitoring export
specific measures:

*  increasing the exports of local produts can open new vistas of employment,
we can import advanced technology for increasing home production, even
joint ventures with friendly countries can prove very effective bringing more
economic benefits;

*  expantion of trade communications with neighbouring countries for exploration
of greater trade benefits; and neighbouring

*  finally, some non-economic factors such as restoration of proper law and
order; maintaining a congenial political atmosphere by establishing wide-
spread consensus among the political parties; stimulation of patriotic feelings
among the common masses particularly for using local products, etc. are very
much important to improve the existing BOP situation of the developing
countries.
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Should Central Bank in Developing Countries be
Independent of Government?

M. A. Kashem*

1. Introduction

Many countries have either recently made, or have been considering, significant
changes to their Central banking arrangements aimed at making their banks more
independent in the formulation and operation of monetary policy. A large body of
theory and empirical work has purportedly established the welfare improvements
and the superior inflation performance resulting from central bank independence.
However, this literature suffers from fundamental weaknesses, which decisively
limited their persuasiveness (Lapavitsas, 1997). In fact, the actual trend towards
central bank independence is a complex issue, which calls for a detailed analysis of
the political economy of financial and monetary instability of post Bretton-Woods
world. The question, therefore, arises whether the development of an independent
monetary policy is necessary to achieve the objective of price stability and for better
financial management in the developing countries. Such situations naturally raise
fundamental questions about the appropriate relationship between central banks and
the governments.

2. Role of Central Banking in Developing Countries

2.1  The major functions of central banks in developing countries are: (i) to provide
bank deposit and borrowing facilities to the government and acting as fiscal agent
and underwriters to the government, (ii) to issue currency and manage foreign
reserves, print and distribute notes and coins, manipulate foreign exchange markets
to maintain the local currency’s exchange rates, and manage reserve of foreign assets
to regulate the external values of currency; (iii) to act as bankers to domestic
commercial banks and act as a “lender of last resort” to commercial banks in
difficulty. (iv) to manipulate monetary and credit policy instruments in seeking to
achieve the government’s chosen macroeconomic goals and/or constitutionally
mandated objectives; and (v) to ensure that commercial banks and other institutions
conduct their businesses on a sound, prudential basis and according to the laws and
regulations in force.

* The writer is the Director of IMED of the Ministry of Planning, Govt. of Bangladesh.
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2.2 The above fiscal and monetary functions and activities of central banks are
being performed without being bound by a profit motive or monetary rules. Such a
wide range of functional responsibility, however, may only be able to manage. as
Todaro suggested (Todaro,1996), when they operate within highly integrated
economies with matured financial system and an educated and well- informed
population. This is not always the case in developing countries. In developing
countries, financial institutions are often poorly established or too closely related to
the government by either personal ties or dependence on government's favours
(Collyns, 1983:8). As developing countries, financial systems tend to be less matured
and have a limited range of exports and a much larger range of imports, financing
of their exports and imports and domestic industries are dominated by foreign banks.
The foreign-owned banks, however, rarely want to get too closely involved in
domestic politics and, therefore, without the backing of these influential lobbies,
developing countries’ central banks are often susceptible to political persuasion.
Moreover, the rural and urban informal economy of the developing countries is,
generally served by an informal and often exploitative credit network. Thus, due to
the problem of currency substitution, uneducated and unskilled manpower, ill-
informed population, etc. the financial systems of developing countries are often
subject to a large degree of political and fiscal influence and control. These wider
ranges of functional responsibility, however, may only be able to manage when they
operate within highly integrated economies with matured financial system and an
educated and well- informed population (Todaro, 1996).

3. Theroretical Framework and Conceptual idea of
Central Bank Independence

(a) Theoretical basis for Central Bank Independence:

The moderm case for central bank independence (CBI) begins from the inflationary
bias that would otherwise be present in the monetary policy. Modern theory attributes
the inflationary bias either to dynamic inconsistency of monetary policy in an
expectational Phillips-curve model of output determination or to the revenue motive
of the inflation tax, in which the fiscal authority weighs the social costs of inflation.

Two main strands of theory that have added precision to the analytical argument
for central bank independence are the “Conservative-Central-banker approach” of
Kenneth Rogoff (1985), and the “Principal-Agent approach” of Carl Walsh (1995),
and Torsten and Guido Tabellini (1993). In the Rogoff approach, the social loss
function weighs deviations of both output and inflation from optimal levels, and
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dynamic inconsistency produces higher inflation than is socially optimal. This loss
can be reduced in multiperiod models in which the central bank is allowed to develop
a reputation. It can also be reduced as, Rogoff points out, by entrusting monetary
policy to a person or institution who weighs inflation deviation more heavily than
the social welfare function- the conservative central banker. This results in improved
overall performance, in which inflation is on an average lower and more stable than
with a less conservative central banker, but output is more variable.

In the alternative Principal-Agent approach, the inflationary- bias problem is solved
by structuring a contract that imposes cost on the central banker when inflation
deviates from the optimal level. As Walsh (1995) shows, inflational penalty is linear
in inflation in the standard model and is thus conceptually easy to design.

Two approaches point to different forms of central bank independence. Guy Debelle
and Fisher (1993) and Fisher (1995) introduce the distinction between goal
independence and instrument independence. A central bank that is given control
over the levers of monetary policy and allowed to use them has instrument
independence.

A central bank that sets its own policy goals has goal independence. The most
important conclusion of both the theoretical and empirical literature is that a central
bank should have instrument independence, but should not have goal independence.

(Critical views on the theoretical framework are avoided due to space constraints).

(b) Conceptual Idea of independence:

In the developing countries the main objectives of CBI aim at achieving three types
of independence, namely, political, macroeconomic and financial independence.

Political independence implies, preferably, a single objective like price stability,
separate from others, independent board of directors, appointed for relatively long
staggered terms, accountability of the central bank’s action to the public and
legislature, and mechanisms for conflict resolution (Ibid, p 312).

Macroeconomic independence represents the freedom to formulate monetary and
exchange rate policy, to choose appropriate policy instruments, and limit on credit
to government and banks. Typically, market based policy instruments strengthen
central bank’s independence.

Financial independence requires transparency of accounts, prudential norms such
as prohibition of quasi-fiscal subsidies- for example, -preferential interest rates,
exchange rate guarantees, prohibition of distribution of non-cash profits, and linkages
of losses and net worth to the government budget. Moreover, since the essence of
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the matter is the wish to promote a stable monetary environment over the longer
term in order to achieve and maintain price stability, this could in principle, be
attained insulating monetary policy from day- to- day political pressures through
the relatively simple expedient of legislating some form of monetary policy “rule”.
In the absence of a monetary rule, central banks can also be endowed with monetary
policy independence in a fuller sense when they are both insulated from political
pressures and have considerable discretion in the determination and operation of
monetary policy, such as could be the case under a floating exchange rate regime.

Again, the World Bank and the IMF, since the debt crisis of the developing countries,
have involved themselves in the policy-making processes of their central -bank borrowers
(Brodlow and Grossman,1996). The result is that the Bank and IMF play a role both in
formulation and implementation of central bank policies in many developing countries.
Thus, defining central bank independence is never straightforward.

4. The Case for Independence of Central Banks with
Empirical Evidence

Theoretical framework constructed by Barro and Gordon(1983a), predict that
monetary policy produces higher than desirable inflation levels when run by
government. This can be seen from their theoretical model as shown in Fig. 1 below:

Figure 1: The Barro and Gordon Theoretical Model
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The outcome can be prevented in one of two ways. The policy makers can make a
commitment not to inflate, or monetary policy can be removed from the hands of
the politicians and given to a body with no incentive to curry favour with electorate
(i.e. to an independent central bank).

In addition to many theoretical texts, surveyed by Cukierman (1992), there are also
studies that compared actual monetary regimes between different countries. The
factors influenced by the government- central bank relationship and most often
examined include inflation and its variance, output growth and fiscal deficits, and
are as follows:

First, Bade and Parkin’s (1987) study identified two types of inflation— “financial
type” concerning government influence in agreeing the banker’s budget, appointing
board members and determining their salaries, and distribution of profits, etc. The
other was “policy type” — referring to government influence over the board and
whether or not it had the final say on monetary policy. Bade and Parkin found that
central banks free of the “policy type” influence delivered lower inflation than did
those that were susceptible to it. Wood, Mills and Capie (1993) also found that the
independent central bank delivered lower inflation than did dependent bankers. Their
conclusions supported Bade and Parkin, as did related works by Laney, Willet and
Banaian(1983), Burdekin and Lanely(1988), Alesina(1988 and 1989).
Cukierman,Webb and Neypti (1992), and Scaling(1995), which all indicated that
inflation was lower on average in countries with independent central bank.

Second, unlike Bade and Parkin, other writers such as Burdekin and Willet(1990).
Alesina and Summer(1991), and Grilli,Masciandero and Tabellini(1991).found a clear
correlation between central bank independence and reduction in the variability of
inflation.

Third, the well-known Rogoff (1985) model predicted a clear association between
central bank independence and the variability of real output growth.

Fourth, Mascindero and Tabellini (1988) concerned themselves primarily with the
relationship between central bank dependency and fiscal deficits,( also examining
that between dependency and inflation). Their inflation findings supported Bade and
Parkin while their conclusions about fiscal deficits were in line with the conclusion
of Lanely et. al.(1983), and Burdekin and Lanely(1988). They all found evidence
that countries with more independent central banks were associated with more
restrained fiscal policy.

Fifth, among industrialised countries, average inflation performance is negatively
related to the degree of legal independence of central bank (Alberto. Alensina and
1. summers, 1993). On the otherhand, Posen(1993) argues that countries in which
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financial sector is politically powerful, become effectively inflation-averse
(Switzerland).That is, to reduce inflation central bank seemed to be effective.

Sixth, the more independent central banks are better at stabilisation than the less
efficient banks, because their fiscal policy is more disciplined in countries with more
central bank independence.

Overall, these empirical works display what could be interpreted as a remarkable
consensus.

5. Case Against Independence of Central Banks

Although there is a strong theoretical case for central bank independence, and
although there is some suggestive evidence to support it, the view that independence
is necessarily desirable is far from universal. The principle of un-elected bankers
determining a major part of economic policy can be seen as undemocratic. It can
also be argued that independent central banks actually deliver inferior monetary
policy outcomes. Indeed, a good case against central bank independence can be
extracted from the very studies often cited in its favour. Moreover, several
methodological issues indicate that the above evidence is less than compelling.

First, no central bank, particularly in the developing countries, is ever completely
independent of government. The government can always change the independence
legislation and exert influence over central bank policy through a variety of formal
and informal mechanisms. A more substantive variant of this criticism involves
potential conflicts between an independent central bank’s (C.B) monetary policy and
other areas of economic policy, especially fiscal policy (Blackburn and Christensen,
1989). Helzel’s (1990) study, on the true meaning of independence, concluded that,
in reality, independence remains a fairly elusive concept. Swineburn and Castello-
Branco (1991), and Downes and Vaez-Zadeh (1991), on the detail of independence
arrangement, argue that the institutional framework of the bank-government
relationship is likely to be more important in practice than the formal status of the
central bank. Studies by Acheson and Chant (1973), Weebtraub (1978), Fry and
Scheneider (1981) and Auerbach (1985), which concluded that central bank
behaviour is likely to be coloured by a wish to avoid conflict with those that have
power over its status, are a statutory reminder of the political realities of
independence, especially in developing countries.

Second, study undertaken by Wood, Mills and Capie (1993) does not provide support
that C.B. independence lowers the inflation rate. Bodart’s (1990) study finds no
relationship between inflation performance and independence of C.B’s in developing
countries. Similarly, Bade and Parkin (1987) and Schalin (1993), find no correlation
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between C.B. independence and variation of inflation. Contrary to the prediction of
the Rogoff model, Schalin(1995), Alesini and summers(1991) find no association
between C.B. independence and variability of real output growth.

Lastly, there are no methodological grounds on which one could question the
reliability of many of the pro-independence conclusions.

(i) Formal legislative arrangements are not always a good measure of actual
independence. Irrespective of formal mechanism the political leadership often has a
range of methods for exerting influence, and the incentive to use them.

(11) There are empirical problems with several of the above studies in that they cover
overlapping time periods, and in some cases, overlapping set of countries (Friedman
Schwartz, 1991). This implies that they may have a result unique to a particular set
of data.

(iii) There is also a causality problem. Rather than C.B. independence leading to
lower inflation and better fiscal policies, it may be that both are due to other factors.
For example, it might be argued that the German public’s often quoted fear of
inflation has exerted a strong influence on the decisions of policy makers, as well
as being behind the creation of an independent Bundesbank.

Thus, the independence evidence to date, though suggestive, is less than conclusive
in linking the degree of central bank independence with macroeconomic performance.
There is some important “anomalous™ cases where inflation performance has been
superior despite the absence of C.B. with formal independence. For example. in the
case of France, the EMS arrangements (which provide an important external source
of discipline and are a sign of commitment to financial restraint) may be more
independent than the political status of the bank. In all cases, the separate contribution
of central bank independence to levels of economic performance, inflation and
financial discipline is, therefore, questionable.

The implication is that the exact nature of the institutional arrangements for shaping
monetary policy must be taken into account.

6. Alternative Propositions

In the light of above discussions some alternative propositions and views may be
advanced for operation of central banks in developing countries. and these are as
follows:

(i) The long term aim of monetary policy could be attained by legislating some
form of monetary policy. The central bank can also be given monetary policy
independence with considerable discretionary power in determining and operating
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monetary policy. On the other hand, different degrees of independence are possible
that C.B can conduct monetary policy at least in consultation with the politicians,
since ultimate responsibility for monetary policy lies with the political leadership
(Swineburn Castello,1991).

(i) Downes and Vaez-Zadeh,1991) claim, however, the institutional framework for
determining and operating monetary policy is likely to has important as the central
bsank’s level of statutory autonomy, especially in the developing countries. This is
because, in practice many decisions are made outside the status, and depend on
formal political and ethnic influences.

(iii) An effective accountability and transparency mechanism may be fixed for policy
success or failure, to the executive arms of the government or legislature. However,
such accountability requires an educated, interested and empowered population,
without which it may be difficult to guarantee the independence of C.Bs, even though
accountability could be built into legislation (Collyns,1983).

(iv) Capital markets are now virtually global, and international capital flows have
reached vast proportions (Kurtzman,1993). Since international capital and commodity
flows comprise a major part of national economic activity, the monetary situation is
likely to be dominated by the world financial and commodity markets. In such a
situation the C.Bs, therefore, have a role to play in promoting and regulating a stable
and respected financial system.

(iv) Swineburn and Castello-Branco(1991) argue that formally independent C.B.s
should have narrowly focussed and clearly defined objectives, such as exchange rate
stability. This is because it is difficult to monitor the performance of an independent
monetary authority if it has multiple macroeconomic objectives, which weaken the
mechanism of accountability by reducing the transparency of monetary policy.

(v) The respective roles of C.Bs and the political authority need to be clearly set
out and consistent, and the relationship between the two need to be transparent. The
role and the structure of C.B.’s boards, and appointment and dismissal procedure
for senior executives and board-members are also likely to be important, as
arrangements for funding the central banks and central bank’s financing of the
government.

(vi) Placing senior government official on the board of directors of a completely
subservient central bank may not serve useful purpose. However, government
representation to the C.B. board may provide co-operative rather than non-co-
operative strategy for macro-economic policy making. The outcome of co-operative
policy making may provide satisfactory results, which could increase central bank’s
self-esteem and its feeling of independence.
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(vii) Again, the central bank itself can not guarantee monetary policy credibility.
This depends very importantly on the credibility of economic stabilisation and
adjustment policy as a whole. For example, where exchange rate policy or fiscal
policy is widely seen as inappropriate, the best that can be hoped for is that an
independent central bank may help to make the costs of those inappropriate policies
more visible and bring some discipline to bear indirectly before the situation becomes
unsustainable.

(viii) A key ingredient of C.B. independence lies in the acceptance by the government
of the benefits to the economy playing on a level playing field with all other
borrowers in order to produce marketable good debt, which in turn is essential for
C.B. open market operations. Once the government accepts the case against financial
repression for raising funds at below market rates, the C.B. can assume the
responsibility of funding the government by auctioning treasury bills, and finally.

(ix) M.J.Fry (1996) in his study on the C.B. independence measured the C.B.
independence by its reaction to increase credit demands by the central government.
He estimated monetary policy reaction functions showing that larger deficits and
greater reliance by governments on the inflation tax and financial repression are
associated with less C.B. independence.

7. Conclusion

Although the theoretical ground for central bank independence are now on a rather firm
footing than previously, the empirical evidence is yet to be strong enough for definitive
conclusion to be drawn about the desirability of former central bank independence in
practice. Analysis of the recent arguments that granting central banks independence will
improve monetary performance highlights that the empirical evidence, though suggestive,
is less than conclusive in linking central bank independence with macroeconomic
performances. Notwithstanding these reservations, central bank independence has the
potential to improve longer-run inflation performance or to buttress other arrangements,
which provide a disciplinary check on monetary policy. The major point to emphasise is
that the detail of the exact nature of institutional framework is likely to be an important
determinant of the contribution which formal central bank independence makes in practice,
and indeed to the sustainability of such formal independence of statutory autonomy,
especially in developing countries. Finally, it can be said that the real challenge facing
the developing countries’ central banks, is how to evolve and implement a popular
consensus against monetary instability rather than focusing too exclusively on the mere
statutory primacy of price stability. Until this is achieved, it may make little difference
whether the monetary authority is a central bank or whether it is independent of
government.
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Water as a Scarce Resource: Policies on Water
Pricing and Cost Recovery in Bangladesh

Quazi Shahabuddin*

1. Introduction

Water is an increasingly scarce resource requiring careful economic and
environmental management. To manage water resources more effectively, a balanced
set of policies and institutional reforms should be sought that will hamess the
efficiency of market forces as well as strengthening the capacity of the government
to carry out its essential roles. The present focus should be away from an emphasis
on developing new water supplies toward a focus on comprehensive demand
management, financial discipline, policies to overcome market and government
failures and incentives to promote more efficient water use. The lessons of collective
experience gained by different countries demonstrate that the government must make
a decisive break from past policies to embrace a new demand-side approach that is
comprehensive, market-oriented, participatory and environmentally sustainable.

Demand management for water transcends the standard techniques of using market
clearing price, because water is both a public and a private good. Its benefits cannot
be denied to those who cannot pay for it and at the same time it is an economic
good that should be consumed with its value in mind. Many developed countries
have addressed problem through regulatory measures that allocate water, encourage
conservation and protects its quality. These have, however, been costly and mostly
inefficient to administer. In recent years there has been a tendency to employ
alternative approaches such as economic incentives to encourage voluntary control
by the users.

This paper deals with the issues related to valuation of alternative uses of water so
as to ensure its rational allocation among competing sectors, system of water pricing,
cost recovery for public sector investment and water markets in Bangladesh. The
paper essentially provides an analysis of the conceptual problems inherent in
comprehensive demand management and present some empirical evidence available
pertaining to the issues mentioned above.

* Research Director at the Bangladesh Institute of Development Studies, (BIDS).
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Il. Water Pricing and Valuation of Water in Alternative Uses —
A Framework of Analysis

The present focus, as mentioned above, should be away from an emphasis on
developing new water supplies toward a focus on comprehensive demand
management, economic behaviour, and incentives provided to the users for better
services and technologies to increase the efficiency of water use. Incentives for
financial accountability and improved performance should be created through greater
use of pricing, decentralization of administration and services, financial autonomy,
user participation, and private sector involvement.

The absence of financial discipline has a negative impact on the incentives and
accountability of public authorities in providing high quality services especially to
the poor. Moreover, lack of pricing of water has a disproportionately negative effect
on the poor, yielding a vicious cycle of unreliable service, low willingness to pay,
and further decline in capacity to provide services. The importance of pricing and
other incentives, on the other hand, depends on the relative value of water. But
since demand is price responsive, it becomes increasingly worthwhile to measure,
monitor, and price water carefully as it becomes scarce.

Rogers, Bhatia and Huber (1996) has recently formulated the concept of water as
an economic good and the economic tools used to effect the environmentally, socially
and economically efficient use of water. Two of the most important economic tools
are pricing and subsidiary property rights that make effective markets possible. These
are probably the most poorly understood concepts applied to water management.
Rogers et al (1996) explains the wide variety of pricing and property rights
mechanism that are possible and how their contribution may lead to, more or less,
efficient solutions. The role of economic tools in providing socially acceptable public
decisions is not widely appreciated, particularly in many highly regulated situations.
The widely accepted principles of "User Pays" and "Polluter Pays" are also related
to different definition of the "full-cost" principle. It is suggested that with the
improvement of the use of economic tools, the role of the government regulation in
managing water as an economic good is increased, not decreased.

Some discussion about the general principles regarding pricing of water in the context
of costs and values may be in order. The goals of using economic instruments in
the efficient use of resources are arrived at by setting appropriate prices. The efficient
use of water recognizes the basic right of all human to have access to clean water
and sanitation and further, the need to protect and preserve ecosystem function.
Depending upon the nature of the problem, whether in data or in conceptual terms,
we need a set of different economic instruments that may help achieve the goal of
efficient resource use. The economic tools that have the best effects on water policy
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are those in which each user of the water resource is charged the full-cost of their
usage. This cost include the cost of providing the supply plus the cost imposed
upon the system by externalities caused by that usage, and the opportunity cost of
taking the resource from other potential users, including the ecosystem. This reflects
the full cost of using the resource. This philosophy can also be used for wastewater
treatment charges placed upon municipalities and industries for use of the public
service of treatment.

Pricing, it may be emphasized, has a three-fold role in water policy. First, as
discussed above, increasing prices tend to ration environmental amenities or
discourage environmental deterioration by cutting uneconomical consumption. The
second aspect of pricing, and the one most frequently overlooked, is that of increasing
the supply of the commodity. Where the price is higher, the more expensive sources
of supply become more economically viable or conservation options become more
attractive. Thirdly, higher prices tend to give utility service more revenue. This
revenue can be spent on improving the quality of the labour force by training. which
leads to better performance of the service, which in turn could make the consumers
more willing to pay for the services.

To sum up then, for physical, social and economic reasons, water is a classic non-
market resource. Even for commodity uses, market prices for water are seldom
available or when observable often are subject to biases. Water-based environmental
values and external effects are rarely, if ever, priced. However, because of the
increasing scarcity of water for both its commodity and environmental benefits, and
scarcity of the resources required to develop water, economic evaluation should play
an increasingly important role in public decisions on water projects, reallocation and
other water policies.

Valuation of water presents the economic analyst with a wide range of challenging
issues and problems. Because water values tend to be quite site-specific, each case
presents its own unique issues, and typically requires its own original evaluation.
Effective measuring of water values demands skill and rigour in application of all
of the tools of the applied economist's trade. These tools include primary and
secondary data collection, statistical analysis, discounted cash flow analysis and
optimization models. Analysis of the demand side of water management decisions
require as much specialized skill as is required from engineering and hydrology to
perform the supply-side studies. However, those who are prepared to exercise the
necessary skills and given the time and resources to implement them effectively can
derive conceptually consistent and empirically valid measures of the value of water
and thereby provide a valuable contribution to water resources management (Young,
1996).
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Ill. Cost Recovery in Public Water Investments in Bangladesh

The major water user in Bangladesh is irrigated agriculture. Although groundwater
irrigation through shallow and deep tubewells currently predominates (with a share
of 70% of total irrigated area), the public sector investment in large surface water
irrigation projects (with and without flood control and drainage facilities) still claims
a large share (40%-50%) of development expenditure in the agriculture sector.
However, the performance of these large surface water irrigation and flood control
projects leaves much to be desired. What is more important, while the tubewell
irrigation has now been mostly privatized and operates without any subsidy, specially
the shallow tubewells, public sector projects appear to be the most heavily subsidized
mode of irrigation, even if water charges are fully realized.

The 1983 Ordinance promulgated by the Government fixed the water charges to be
collected from farmers receiving irrigation at Tk. 100 to Tk. 300 per acre for the
wet season, depending on the location of different public irrigation projects in the
country. For example, for the Ganges-Kobadak project, one of the largest surface
water irrigation system in the country, the water charges were fixed at Tk. 250 for
the dry season and Tk. 100 for the wet season. The operation and maintenance cost
of this project, on the other hand, was estimated to be Tk. 466 at 1983/84 prices.
Thus the water rate is not only quite low compared to what is required for operation
and maintenance of the project, this rate was much lower than the water charges for
small scale irrigation equipment operated by cooperatives and private owners. A
BIDS survey conducted in 1987 estimated water charges at Tk. 1135 per acre for
low-lift pumps, Tk. 1680 for deep tubewells and Tk. 1640 for shallow tubewells.

Not only the water charges of public irrigation system are very modest, but even
these modest charges are not actually realised. In fact, public water resources
investments have become an enormous burden on the government budget, because
cost recovery has fallen far short of even modest targets. It has been observed that
the actual collection was a mere 5.7 per cent of the amount assessed for all projects
taken together (Table 1).! The recovery rate was the highest (36 per cent) for the
ground water development projects, for which cost of maintenance is relatively low.
On the other hand, cost recovery of surface water development projects involving
high cost of operation and maintenance is very disappointing. Of course, the problem
is not confined to Bangladesh. It is endemic to public irrigation system in South

' There appears to have been some improvements in cost recovery in recent years. During 1995/96,
the target of collection of water rate was fixed at Tk 25.00 million against which Tk 8.77 million
(35.1%) was actually realized. During 1996/97, the target was fixed at Tk 30 million, against which
Tk 8.59 million has been collected upto April, 1997 (The Fifth Five Year Plan, 1998).
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Table 1: Collection of Water Rates in BWDB Project, 1984-91

Projects Water Water Rate of
Charges Charges Recovery
Assessed Realised (%)

(Milion Tk.) | (Million Tk.)

Ganges-Kobadak (GK) Project 104.5 2.13 2.0

Dhaka-Narayanganj

Demra (DND) Project 11.3 0.11 1.0
Ground Water Development Project 14.2 5.16 36.3
Chandpur Irrigation Project 5.8 035 6.0

Other Surface Water
Development Projects 1.8 0.06 4.3
Total 137.6 7.81 57

Source: Hossain and Dhaly (1991).

Asian countries. A thorough investigation of irrigation cost recovery by IIMI came
to similar conclusions (Repetto. 1986).

Evidence suggests that farmers want and are willing to pay for reliable supplies of
irrigation water. Information on communal and private irrigation systems in various
countries of Asia shows that even very poor farmers will pay high fees for reliable
irrigation services that can raise and stabilize their income. Thus the critical issue
is providing these poor farmers with reliable, profitable and sustainable irrigation
services. However, the practical problems of pricing for irrigation services are
sometimes quite complex. For example, in large irrigation systems in South Asia,
hundreds and thousands of farmers receive varying degrees of service in areas
covering more than one million hectares. It is difficult, and in many of these very
large systems, extremely costly to measure the volume of water each farmer receives.
Many irrigation systems cannot even identify all the farmers who receive water.

One way to circumvent the costs of metering individual use is to measure the water
delivery to an extra village or water user association, which in turn is responsible
for delivery of water to farmers and collecting fees. Under such an approach, the
user association monitors use and determines households fees, and consults with
the water supply authorities about how much water is to be delivered to the village
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and at what price. This approach uses the ability of local organizations to monitor
use and to apply peer pressure for collecting fees. Experience shows, however, such
pressure works best when the association is strong enough to withstand the inevitable
tensions arising from collection of fees.

A number of studies that have recently been carried out indicate that the low rate of
collection of water rate in BWDB projects has been primarily due to the procedural
complexities including complete absence of focus on participation of the beneficiaries
in the assessment and collection process. The Revised Water Rate Act, 1990 has
been designed to remove the procedural complexities as well as to ensure
participation of the beneficiaries. The new law marks a shift from individual and
crop-based collection to annual assessment and links collection to rated capacity of
pumps involving participation of the beneficiary groups. The concept of cost
recovery under the new approach hinges on the premise that farmers should be
charged only for assured supply of water for irrigation.

While, in Bangladesh, the tradition of non-payment for public services is pervasive,
it is clear from recent field survey data that the payment status of all farmers, large
and small, ranges between 88% - 96% in Chandpur (CIP), Muhuri (MIP) and
Karnafully (KIP) project areas. This gives sufficient evidence that most farmers have
been able and willing to pay water charges because they benefit from irri gation.
Therefore, in order for the government to attain a performance level prevailing in
the private sector, the management of public irrigation projects need to become more
business-like and should focus on the timely delivery of services.

The success of the cost recovery, it should be emphasized, depends on charging a
water rate reflecting the farmer's ability and willingness to pay. This in turn depends
on factors such as irrigation system performance affecting farmer's productivity, the
reliability and adequacy of water supply, the cost of water from alternative sources,
and accountability for expenditure incurred in operation and maintenance. In short,
farmers pay when the use of water in profitable, when the supply is ensured and
when the rate does not exceed the cost of obtaining water from an alternative source.

V. Water Markets in Bangladesh: Potentials and Constraints

The primary function of formal water markets, it may be emphasized, is to facilitate
the transfer of abstraction rights between users in order to achieve a more optimal
allocation of the resources available. However, the need for such a mechanism which
is normally used to re-allocate resources from irrigation to urban water supply, is
not likely to be strong in, at least, the near and the medium-term future. Another
factor militating against this option is the strongest institutional, legal and socio-
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political requirements for it to be operated effectively. Successful markets in water
rights are not yet in wide use even in high income countries with substantial greater
water resource constraints than Bangladesh. For the forseeable future, a more
appropriate and simpler means of reallocating water from irrigation to urban water
supply in those limited areas where this becomes necessary is through a conventional
water regulation and permit system. Formal water markets could eventually be
introduced, but this is considered to be an option for the longer-term future (NWMPP,
1999).

The inability of government to respond quickly to changing demands has led to the
spontaneous development of local and informal water markets. Informal water
markets are widespread in South Asia, including Bangladesh. In a typical trade, a
farmer sells surplus ground or surface water for a specified period to a neighbouring
farmer with a greater need. In this way, water is reallocated to more valuable users
without formalizing existing water rights. At the same time, the ability to sell
provides an incentive for conserving water and using it more rationally. Moreover,
informal water markets in South Asia operating without government intervention
are able to increase access to water for some of the poorest farmers.

In Bangladesh, in the wake of rapid expansion of tubewell irrigation, following the
policy of market liberalization and privatization over the last decade, water market
for irrigation has been developing fast and maturing over the years. With the
expansion of water market in the private sector, the pricing system has also been
undergoing changes to suit the needs of the farmers. In the initial stage, the most
common practice was sharing of one-fourth of the harvest with the owner of the
equipment in exchange for water. It gave way to a flat fee per season, the rate
depending on the availability of electricity and the price of diesel. In recent years,
the market is moving to charging fees per hour of operation of the tubewells, the
rate varying from Tk. 30 to Tk. 40 per hour, depending on whether the receiver of
the service brings fuel for running the machine. The hourly charge provides
incentives to adoption of supplementary irrigation during the aman season at the
time of droughts, and has led to expansion of cultivation of modern varieties in the
wet season.

The main concern for the development of a private sector water market was that
the irrigation equipment would be concentrated in the hands of the higher income
groups, which might lead to a differential pricing and inequitable access to irrigation
against small and marginal farmers. In Table 2, we present findings of two large-
scale sample surveys conducted by BIDS covering the same households. The sample
was drawn from 62 villages randomly selected through a multi-stage sampling
method. The number of sample households were 1208 in 1987 and increased to 1293
by 1994. It can be observed from Table 2 that irrigation has increased substantially
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over the 1987-94 period, more for the relatively large farmers than for the medium
and small ones. The difference in access to irrigation between the small and large
farmers remained. The unit cost of irrigation for large farmers was only half of
that for small and marginal farmers, and about 25% lower than that for medium
farmers. The inequity increased marginally during the 1987-94 period. The
important point to note however is that during this period of large scale expansion
of the private water market, irrigation charge paid by farmers did nor increase. The
average water charge in fact declined by 4% during this period, when the price of
rice increased by nearly 30 per cent. Thus, in real terms irrigation water has become
substantially cheaper after liberalization of the water market (Hossain, 1996).

V. Concluding Observations

Given the value of water to life and livelihood. governments allocate it on the basis
of political and social considerations rather than purely economic criteria. Pricing
water below its economic value is prevalent throughout the world. In many countries,
this has created tremendous strain on the water dependent eco-system. Farmers who
pay little for their publicly supplied water often misuse it by growing water-intensive
crops. City dwellers fail to conserve water when it is cheap, as for example in many
cities of South Asia.

Table 2: Access to and the cost of irrigation by size of farm,
1987 and 1994; estimates from sample surveys

Farm Size % of rice area irrigated | Irrigation cost per acre of
(acres) irrigated land (Tk.)
1987 1994 Change | 1987 1994  Change

Less than 1.0 29.9 45.7 15.8 1242 1206 -2.9
1.0to 25 23:1 45.0 219 939 1031 9.8
2.5t0 5.0 24.1 434 19.3 825 759 -8.0
5.0 and over 24.5 50.8 26.3 628 580 -15.0
Total 24.5 46.4 21.9 850 815 -4.2

Source: Hossain (1996).
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For preserving the financial viability of a public water institution and for establishing
a water market for private sector activities, it is essential to price water according
to some reasonable standard. Because demand is responsive to price, it is worthwhile
to measure, monitor and price water carefully to cut back on waste without cutting
back on needed service. Determining the opportunity cost could be a important step
in guiding policies for pricing of water and to establish the magnitude of penalties
to be imposed on polluters. Experience has shown that the poor are willing to pay
for good water services and that cost recovery is feasible with good management.
For instance, water charges could be applied on a graduated scale such that beyond
a set standard, the user has to pay increasingly higher amounts. Water pricing policies
of the government has to take into account the various factors that affect the growth
of an efficient water market, with an active private sector.

Besides setting the right prices, government policy also has to address the issue of
cost recovery. Nonpayment and non-collection of water dues are sadly common in
many parts of the world, including Bangladesh. Two reasons for this failure are
fairly obvious; low incentive to collect and low willingness to pay for lack of
adequate service quality. The former is mostly for political reasons and the latter is
almost a consequence of the former. Failure to recover cost results in low financial
outlays and reduced services which again leads to non-payment of dues by
beneficiaries (Faruquee, 1995).

To conclude, policy on water pricing is a sensitive issue for any country. However,
rationalization of water pricing is essential for ensuring efficient use of water,
eliminating waste, allowing development of an efficient water market, and reducing
the strain on government budget.
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Some Reflections on Multipurpose and Economic Use of
Water Resources and Regional Co-operation with
Particular Reference to the Ganges Basin

Murshed Ahmed”™

Objective and Approach of the Study

The objective of the study is to ensure optimisation of water resources toward
mitigation of water related disaster of restoring environment and promoting social,
institutional and economic development of the GDA in Bangladesh. It aims at
elaborating a framework of how the Ganges dry season flow, as stipulated in the
Ganges Water Treaty (GWT), can be secured for optimal use and to determine the
water related social and environmental cum ecological needs of GDA to grow out
of the present state of under-development and poverty syndrome through a unified
and joint regional planning approaches.

Ganges Dependent Area

The GDA within Bangladesh constitutes about 37 percent of the total area of the
country. The GDA is the area directly influenced by the Ganges river. It comprises
the whole of the Southwest region and most the South central region excluding Bhola
island, It also includes some portion along the left bank of the Ganges-Padma of
Northwest region. About one-third of the population of the country lives in this area’.
In recent years, reduced flow in the Ganges caused by the upstream withdrawal has
affected almost all the sectors of the economy in the Ganges dependent area of
Bangladesh. In specific terms, the manifestations of reduced flow in the Ganges are
in the form of:

Director, Project Evaluation, BWDB, Dhaka. The paper is based on author’s earlier work in SADMC
of IUBAT. The present paper is part of a long-run perspective study on Disaster Management Plan
under the supervision and guidance of Dr. M.A. Miyan, IUBAT. Views expressed herein are the
author’s own and do not in any way reflect those of BWDB or SADMC of IUBAT.

! GDA studies have been carried out by WARPO. For further details see; National Water Management
Plan, Inception Report, vol. 1, December 1988.
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- increased salinity both in soil and water

- siltation and shoaling resulting in drainage congestion

< disturbance in the ecological balance of the Sundarbans

- diminished potential of the Sundarbans mangrove forests

- depletion in soil moisture

- blockade in navigational inland waterways

- decreased fish production, both capture and culture fisheries

- damage to pumps and intakes, specially in Khulna industrial area and

- deterioration in groundwater quality and quantity

The Ganges used to sustain a diverse eco-systems along with flora and fauna of its
dependent area of Bangladesh. Reduction of fresh water flows in the area has caused
widespread degradation of the environment producing adverse impact on
demographic, social and economic variables. The Gorai river is the main distributory
of fresh water from the Ganges to the Southwest region. During the last few decades,
the low flow of the Gorai have changed. The Gorai river remains dry during the
entire dry season due to sedimentation of the river at its offtake from the Ganges>.
The current morphological changes in Gorai shows many of the features which give
rise to the concern that this closure syndrome may become a permanent feature.

Degradation of environment and ecological imbalance due to water crisis have
threatened natural resource base in SWR where 40 million people stake their
existence. It is apprehended that existing situation or further decrease in dry season
flows if not arrested will lead to the siltation of the offtake of the Gorai river to
disconnect it from the Ganges River. Morphologists are of opinion that if some
interventions are not undertaken immediately to revitalize the Gorai it may be cut
off from the parent source, the Ganges, as happened to the Bhairab in the past. Some
interim measures to induce flow into the Gorai may be expensive and not sustainable
and the ultimate solution lies in construction of the Ganges Barrage to push water
into the Gorai. This is the only way to save the region from an irreversible
environmental degradation.

Socio-Economic and Environmental Profile of GDA

The SWR of the country suffers low flow during the dry season mainly due to
inadequate flow in the Ganges due to withdrawal of water of the Ganges upstream.

See SWMC, Gorai River Re-Excavation Project for GRRP Priority Dredging and Ancilllary Works,
Mathematical Model Study (Phase-1) for Optimization of Dredging, Final Report, July 1997.
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For at least 20 years or so the dry season flows (December-April) of the Gorai have
been decreasing resulting in increased salt intrusion with negative environmental
impact in south-west region. Every year, the flow is disconnected from the river
Ganges to the Gorai in the month of December or January. It is apprehended that
the existing situation or further decrease in dry season flows will lead to the siltation
at the mouth of the Gorai to an extent that the river may permanently be disconnected
from the Ganges. This will deprive the SWR of its most important source of fresh
water supply.

The SWR of the country is entirely dependent on the waters of the Ganges for its
agriculture, navigation, fisheries and above all salinity control. Due to severe
reduction in the Ganges flows during the dry season, the Gorai river which is the
main artery carrying water into the region, gets completely choked at its offtake
resulting in zero flow. Apart from hindrance to the agriculture, this phenomenon
has allowed salinity penetration inland to about 150 km leading to top-dying of the
mangrove Sundarbans, damage to industrial installations, unprecedented spread of
diarrhoeal diseases heading towards total environmental degradation. Besides,
potable water around Khulna consumed by people is three times more polluted than
the permissible limit prescribed by World Health Organization (WHO).

Reduction of fresh water flows has caused widespread degradation of the
environment producing impact on social and economic development. Environmental
impact is very serious in terms of increased salt water intrusion in the GDA.
threatening both eco-system and bio-diversity. Flora and fauna of southwestern
Bangladesh have evolved in response to natural conditions to form a climax
ecosystem. It was threatened with degradation due to reduced freshwater flows and
increased salinity levels resulting in changes in water balance as well as in flora
and fauna. It has both short and long term consequences that can further aggravate
the fragile ecological balance of the area. Low flows on the Ganges has led to
reductions in crop yields and capture fisheries. Environmental degradation is
continuing to affect livelihoods, nutrition, health and the well-being of the population
as a result of lack of adequate fresh water supply. water pollution and salinity
increase. Environmental degradation has forced paddy farmers to migrate to seek
new livelihoods. Thus the region has been under apprehension of tumning into adverse
eco-system, creating economically losing scenario, if the present veritable effort for
reviving Gorai System is not continued.

Apart from environmental decay, numerous disease vectors have resulted in due to
the change in ecological condition which is eventually causing a progressive
deterioration of health and sanitary condition. The GDA has been a food deficit area
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and there is a high incidence of malnutrition, decrease of riverine fisheries, illiteracy
and diarthoeal disease in the GDA prompting out-migration and thus increasing
poverty. Besides, land degradation in the southwest, a creeping effect of
desertification is apprehended in the region. The region might turn into a subhumid
ecosystem with concomitant collapse of the present agroecosystem and creation of
an economically irreversible scenario, if present surface water shortage scenario
continues.

Justification and Rationale of The Study

Water has been increasingly scarce resource, requiring careful economic and
environmental management. As demand for water for human, industrial, agricultural,
navigational, environmental and other uses has escalated, so have the different uses
been under severe competition. In order to meet basic social, environmental and
economic demands, it is essential to make availablity of freshwater for avoiding
socio-economic disruption and water management crisis. As water is largely a public
good, its integrated management has to be based on the perception of water as an
integral part of ecosystem, a natural resource and a social and economic good. While
management of this scarce resource has been a challenge for the Governments
concerned, nevertheless efforts to integrate water needs with environmental
management plan has still been a far-cry, resulting in economic, environmental and
even political crisis among co-riparian countries.

Serious environmental degradation and catastrophic damage to agro-socio-economic
consequences has occurred due to low flows in the Ganges. Such a deterioration
would mean decay and destruction of world’s largest mangrove forest, the
Sundarbans. The phenomenal degradation has already taken place. Caputre fish has
reduced drastically, salinity intrusion has increased causing harm to water supply to
agriculture, domestic and industrial use. Khulna News Print Mill and Goalpara power
station have suffered serious set back due to want of fresh water. This agro-socio-
economic and environmental conditions provides justification for multi-sectoral water
resource development aimed at alleviating poverty in the GDA. This paper addresses
the fundamental issues of environmental degradation and poverty alleviation, trying
to bring real growth to the area and assuring that basic needs which can be met by
arresting ecological degradation of the GDA.

Water Sharing of Cross-Boundary Rivers and The Ganges Water Treaty

As there was no long-term water sharing treaty between Bangladesh and India for
the last 25 years there has been serious adverse impact on the national economy at
large and agriculture, navigation, fisheries, environment in particular. Desired results
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could not be achieved from the completed projects and no long-term plan and
programmes could be undertaken for water resources development. The cost of not
taking appropriate and timely measures for sustainable development and management
of water resources has been enormous for Bangladesh. However, the signing of the
Treate on the sharing of the Ganges water at Faraka on December 12, 1996 between
Bangladesh and India has added a new dimension to the water management for
optimum development of the Ganges water.

GWT: A Milestone in Water Sector

The GWT, a milestone in water sector, has opened a new avenue towards the
development of country’s water resources. The Treaty sets out arrangements to share
the flows arriving at the Farakka Barrage in India during the dry season months from
January to May. It is now anticipated that a reliable minimum flow in the Ganges
would be available during these months. This agreement makes it possible to plan
the management of the Gorai with more confidence than in recent years. To promote
the issue of funding feasibility of the Ganges Barrage in future (which is also vital
for this Gorai re-excavation project) an Intemational Seminar was held in Dhaka
with participation from all the major donors/governments historically contributing
to water resources development in Bangladesh. Responses have been obtained from
few donors for financing the Technical Assistance part of Ganges Barrage. The
signing of the long awaited GWT will reduce the problems and sufferings that ensued
from the upstream withdrawal.

The Water Treaty

The GWT provides a formula for sharing of the Ganges water from January 1 to
May 31 in 10-day periods. According to the formula, when the flow is more than
75.000 cusec, India’s share will stand at 40,000 cusec, Bangladesh receiving the
rest. When the flow is between 70,000 and 75,000 cusec, Bangladesh will receive
35,000 cusec and India will receive the rest. When the water available at Farakka is
70,000 cusec or less, India and Bangladesh will share equally. If the water availability
at Farakka falls below 50,000 cusec, the two countries will meet immediately to
decide the shares. The sharing is based on the average water availability of the
Ganges at Farakka in 10-day periods from 1949 to 1988. The focal point of this
trealty is to ensure 35,000 cusec of water for Bangladesh in alternate 10-day periods
during the leanest period (March 11 to May 10). The GWT has finally broken the
deadlock in the water sharing negotiations between the two countries and created a
favorable atmosphere.

Not only sharing Ganges water in the lean season, the water sharing of the other
common rivers as well has emerge from the GWT. The Ganges Water Treaty of 1996
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valid for 30 years and renewable on the basis of mutual consent states in Article X1
that both Bangladesh and India should endeavour to ‘agree to conclude water sharing
treaties/agreements with regard to other common rivers.” It has further paved the way
for regional and basin-wide approach to water resources development and management
which have ensure the benefits of water sharing for the floodplain population. Following
the 1996 Treaty, the Indo-Bangladesh Joint Rivers Commission (JRC) agreed to set
up Joint Committee of Experts (JCE) for arranging long-term/permanent sharing of
the waters of common rivers between the two countries in phases. Another bi-lateral
treaty has enabled to develop a good neighbourly relationship towards integrated flood
management along the right bank of the river Teesta, by way of tying the embankments
across the no-man’s land at Kaligonj bordering the two countries. Further, the transfer
of relevant data related to the locations upstream the rivers in India, useful for flood
forecasting and warning, has been ensured. Besides, the intemational development
partners have been encouraged to invest in water sector.

The Ganges Barrage Multipurpose Project’

The Ganges barrage multipurpose project is a comprehensive long term plan for
restoring ecological balance in the GDA. Ganges Barrage project is one of the best
option of ensuring optimum use of the water resources of south west region. Reopening
of the Gorai mouth through Gorai River Restoration Project (GRRP) would provide
short term solution at a relartively low cost for ensuring fresh water supply*.

GRRP is meant for creating larger avenues for sustainalbe dry season flows as a direct
benefit from the Ganges water sharing treaty. In this connection, SWMC has been
carrying out mathematiical modeling and forming a data base on way to assisting in
seeking a permanent solution of the problem. NWMP is involved in the studies on
development of the GDA including Ganges Barrage. The study will provide a
framework for decisions on GRRP. The GWT has now opened up opportunity to
achieve long-cherished goal of sustained growth through and overall integrated water
resources development in the GDA in Bangladesh as well as for overcoming the
adverse effects due to large scale diversion of the Ganges water at Farakka. This would
be possible now by construction of the Project. The implementation of the project would
bring widespread benefits to all sectors of the economy including restoring the
environmental balance of the area. The proposed Ganges Barrage Multipurpose Project

BWDB, Proposal for Construction of The Ganges Barrage Project, Prepared by Preliminary Work Plan
Committee for the Feasibility Study and Detailed Engineering of which the author was a member.
Planning Commission, The Fifth Five Year Plan (1997-2002), P-278-280, March 1998.

4 The efforts are now on to augment the flow of the Gorai by dredging initially for a length of 30 km
from the offtake as a short term
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is likely to be constructed at a location near Pangsha about 60 km downstream of
Hardinge Bridge on the Ganges River from the point the point of view of optimal water
use and various other engineering and environmental considerations.

Objectives

The major objectives of the multipurpose barrage project are:

- Overall regional development through restoration of the region’s fundamental
resources structure for protecting the environment

- ensure long term sustainable development by restoration of the regional water
resources through cost-effective solutions of the Gorai system.

- revival of the flows of the rivers dependent on the Ganges for strengthening
acquifers and providing water for domestic and drinking purposes

- mitigate dry season salinity for agricultural and industrial growth and protect
the Sundarbans

- create physical infrastructural facilities by providing a vital communications
including Gas and power transmission across the Ganges

- greater physical production through provision of irrigation to an area of 1.35
million ha by utilizing the Ganges Water.

Salient Features

The proposed Ganges Barrage Project having a net benefited area of 1.35 million
ha. has the following salient features:

a)  the Ganges barrage. a 1,940 metre long structure is proposed to be constructed
incorporating a road and rail bridge and gas, power and other services lines
as required to be connected to either bank by the structure;

b)  aright bank main command canal, 74 km long, running south-west from the
barrage to feed water into the Gorai, the Kumar, the Nabaganga, the Chitra
and the Kobadak Rivers, with a headwork’s capacity of 26,500 cusec will be
the secound integral part of the project;

¢)  asecond right bank main command canal, 43 km long, running south-east from
the barrage to feed water into the Chandana, the Old Kumar Scheme with
headworks capacity of 3,000 cusec will be the third integral part of the project;

d)  athird right bank canal of 10 km long from the barrage pond near the Hardinge

Soultion under the Gorai Restoration Project (Priority Works) costing about taka 224.00 crore
which is under implementation including project preparation study. See: BWDB, Project Proforma
for Gorai Restoration Project (Pilot Priority Works), January 1999.
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Bridge to serve the area to the west of the Ganges-Kobadak scheme with
headworks capacity of 3,000 cusec will be the fourth integral part of the project;

e) imigation development in both the banks of the Ganges by a combination of
surface water gravity supplies, high or low lift pumps and shallow tubewells,
which will serve the entire GDA. GWT envisages the augmentation of the
Ganges flow (through construction of storage dams or by other means of
desilting may be seen from the treaty as a long term solution. Therefore, with
the increased flow in future, water would be available for irrigating the arable
area lying on both the bank of the Ganges; and

f)  drainage and flood control by embankments and sluices in low-lying areas
covering 1.44 million ha within the command area will be the related objective
in addition to irrigation.

Benefits and Justification

Environmental disaster began in South Western Region which depended on the
Ganges River-the major source of fresh water supply. Most of the rivers including
the Gorai dried up particularly in dry season causing growth of salinitty and arsenic
in underground water. The proposed Ganges Barrage is the best among other
proposed soultions for the revival of damaged rivers. The construction of the Ganges
Barrage down to the river Gorai can save more than 2.5 million people living in
GDA from the attack of increasing salinity and arsenic hazard and can boost agro-
based economy by reviving at least one hundred large or small rivers and their
tributaries which are either dead or severely damaged during the last 50 years due
to the upstream withdrawal in the past and change in the morphological
characteristics of the Ganges. The time for construction of the Ganges barrage is
estimated around a range of 10 to 15 years and the full benefit will be achieved
after nearly 18 years. According to a study by GOB in 1993, the rate of return against
investment in Ganges Barrage Project was estimate at around 14%.

The Ganges Barrage Project when implemented will generate the following benefits,
as envisaged in Fifth Five Year Plan:

a)  restore the basic resource (land) to its original position and increase agricultural
production from 2.20 to 5.21 mt/ha/year. The net economic benefit out of the
increased agricultural production only will be about US §$ 1020 million a year
(FIFYP, P 273);

b)  provide the required quantum of flows through the Gorai in the dry season to
check the salinity intrusion in the SWR of Bangladesh to maintain ecological
balance and protect environment of the region;

¢) restore livestock and fisheries resources and the natural bio-mass (including
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the Sunderbans);
d) improve soil moisture condition;

e) provide crossings for traffic, gas and power across the Ganges and improve
the communication systerm in the region;

f) increase job opportunities and revive economic potential for proper growth
of regional economy;

g) safeguard public health and sanitation condition; and safeguard the industries
in the area;

h)  help developing a balanced ecosystem of the region to safeguard environmental
degradation.

Costs

The tentative cost of the project which includes barrage, main irrigation and drainage
canals, has been estimated at Tk. 141,000 million’. Initatives shall turn the proposed
Multipurpose Ganges Barrage Project into realities. A provision of Tk. 17,175.50
million has been made in the Fifth Plan to undertake detailed feasiblity and to prepare
engineering works as well as to complete a part of the barrage construction. However,
a TAPP costing Tk. 6355.50 lakh with a project aid of Tk. 5899.50 lakh for
Feasibility Study and Detailed Engineering Design of Ganges Barrage Multipurpose
Project has been prepared and approved by the competent authority®

International Law and Riparian Rights for Basin-Wise Development

The Ganges water issue illustrates the importance of international law and politics.
The historical Canges water dispute involved a series of technical negotiations and
political dialogues between Bangladesh and India. More than two decade long
outstanding problem was resolved with the signing of historic GWT with India. Both
the countries may enhance the rationality and creativity of their water policy making
processes through arriving at problem solving by new approaches leading to judicious
and remunerative sharing of the Ganges waters. The GWT has ultimately broken
the deadlock in the water sharing negotiations between the two countries and created
a congenial atmosphere for agreement on sharing of the water of 53 other common
rivers. The treaty itself addresses various development opportunities and options. It
is the responsibility of all the co-riparians to abide by the international treaties and
agreements. It is expected that if there occurs any discrepancy in the sharing process

3 Planning Commission, The Fifth Five Year Plan (1997-2002), P-280, March 1998.

¢ BWDB, TAPP for Feasibility Study and Detailed Engineering Design of Ganges Barrage
Multipurpose Project, Sept, 1997.
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the agreement itself takes care of this situation through mutual negotiation and
consultation.

Basin Wise Development

Given the fair and rightful covenants in the GWT as signed, a new dimension of
water sharing understanding with Nepal deserves for tripartite agreement. Since
Nepal, India and Bangladesh are the three co-riparians on the Ganges they should
enter into tripartite agreement on the basin-wide development. Finally, basin-wide
integrated development be undertaken for all the common rivers, with priority on
the Ganges through co-operation between Nepal, Bangladesh and India covering all
aspects of human development and ecosystem conservation. But, long term
arrangements for sharing river water can only be on the basis of water to be available
from stroage’s on the river system. It may be suggested here that the creation of
storage reservoirs in the upper reaches of the Ganges in Nepal and India will augment
the dry season Ganges flow as a long term solution of the water scarcity problem.
The proposal made by Bangladesh for storage reservoirs in the Ganges basin’ is
not only the best means of augmentation of the dry season flow of the river but it
also fits with the concept design and strategy of multi-purpose river basin
development. The principles of co-ordinated basin management should be included
into the compact agreement of the co-riparian countries. But due importance for the
proposal of a multilateral basin approach which would be of substantial assistance
has yet to be obtained with the active cooperation from the riparian countries.

Lessons and Experiences from the France Water Policy

Problems of water sharing of the common rivers flowing across the regions in Europe
or in America have been solved through systematic consultations, deliberations,
political negotations and formation of institutional framework. Bangladesh has many
lessons to learn from France River Basin Agencies for solving water related
problems. France has solved its water management problem through three
organizational infrasturctures that have been found responsible for administrative
management in water resources development. They are: (i) Basin committees, (i1)
River Basin Agencies and (iii) Administrative council which determines Agencies’
operational activities. These outfit may also be gainfully applied with necessary
modifications by Bangladesh for long term plans and programmes and river basin
Planning® can offer a broader framework of methodology for organizing water
projects within a river basin as well as in inter-basin water transfer.

7 In Ganges basin in Bangladesh there do not exist any site for creation of reservoirs, but there are

good number of sites for creation of stroage reservoirs in the river basins in Nepal.
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The Need for a Regional Planning Approach

The origins of the 57 common rivers flowing through Bangladesh are from India
and Myanmar. Water resource development is a vital issue in all the countries within
the basins of GBM region. There is considerable potential for development of hydro-
electric, irrigation, flood control, drainage and navigation which remains almost
unutilized in the co-basin countries. It is in the best interest of all co-riparian countries
to take a comprehensive basinwide approach for the water resources development.
Sharing of the water for fulfilling the cross sectoral demands like irrigation,
domestic and industrial use, fishery, navigation and above all to check ecological
and environmental degradation will ensure the just relationship among co-riparian
countries. For developing better interstate relationship this regional co-operation is
the need of the time. It will eventually foster mutual ties and trust which has been
hampered in the past by not achieving good neighbourly relation. International co-
operation and regional planning are essentially required among co-basin States for
deriving economies of scale in water development project. The emergence of the
SAARC Family comprising Bangladesh, India, Nepal and Bhutan provides a great
promise for water based cooperation in the region. The Male declaration (1997) and
the recent Colombo Declaration (1998) of the SAARC Summit were a clear boost
to sub-regional cooperation when it endorsed the idea of two or more countries
cooperating in project-based development works within the SAARC framework.
Hence, the four countries of the GBM region can now look ahead for collaborative
approach in harnessing the region’s water resources. The National Water Policy
(NWP) has been framed inter-alia, for the proper management and utilization of all
water resources to pave the way for regional cooperation. NWP thus endorses the
importance of regional cooperation through integrated watershed management for
preventing the deterioration of hydromorphological conditions of common rivers.

Co-operation With Upstream Nations

Although India is pursuing a policy of bilateralism regarding water-sharing of the
transboundary rivers, nevertheless there is a considerable potential for strengthening
co-operation between upper and lower riparians. Closer cooperation can be made
and worked out through (i) sharing available data and information for both structural
and non-structural measures; (ii) integrating regional topography and terrain for
regional water development; (iii) drawing of external assistance in multipurpose
barrage interventions; and (iv) holding regular consultation on a continuing basis.

 The term becomes an umbrella for various problems. River basin planning helps attain rational
and integrated planning of the water resources in a basin.
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Need for a Comprehensive Framework

Optimal use of water resources from the basin perspective can be derived through
multi-sectoral flow regulation. The topography of Bangladesh does not offer
prospects for construction of storage projects to regulate the flows in the rivers.
Lower riparian countries, India and Bangladesh could get enormous benefits from
the regulated flow of any storage project built in Nepal, the upper riparian country.
Multipurpose projects built in Nepal will substantially benefit the lower riparian
countries. Projects of multipurpose nature whose benefits extend beyond national
borders would provide multiplicity of benefits such as (i) power (ii) irrigation, (iii)
flood control and (iv) navigation to all the countries of the Ganges Basin. As the
Ganges river basin is shared by Nepal, Bangladesh and India, cooperation among
these countires for the development of water resources through sound thinking and
practices would entail benefits to all countries. For the benefit of the countries of
this sub-region, there is a need for working out a formula or method of sharing the
benefits accruing from the multipurpose projects. Given realistic plan of action
formulated for creation of multipurpose reservoirs in Nepal, effective and durable
solutions to the problems of floods and droughts through multiple use of water
resources could be found out.

A Framework for Regional Co-operation

The framework for regional cooperation in water resources offers to all countries
in the region gains that are far beyond anything that can be achieved by isolated
national efforts. The potential benefits of wider sub-regional cooperation include
(i) economies of scale (ii) optimization of resources utilization (iii) multiplier effects
on related sectors (iv) more equitable distribution of project costs and benefits (V)
more attractive and manageable project financing and (vi) enhanced regional
stablility. GWT has paved the way for regional and basin wide approach to water
resources development and managemnt which shall ensure the benefits of water
sharing for the betterment of the living conditions of the people in the area. In the
international seminar on Water Resources Management’ a plan of action has been
agreed upon unanimously among others in the following lines, .... “itis desirable to
continue the process of co-operation within the region over a broad range of
development issues. The Sub-regional Development Quadrangle provides a possible
framework for strengthening co-operation among the participating countries™. Nepal,
as an overall coordinator of South asia Growth Quadrangle, can play its role in a

°  Ministry of Water Resources, Seminar Proceedings of Intemational Seminar on Water Resources
Management and Development in Bangladesh with particular reference to the Ganges river, Dhaka,
8-10 March 1998.
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positive manner and work for the sub-regional cooperation among the countries. The
wider scope of sub-regional economic development cooperation for deriving mutual
benefits in the case of the Ganges basin include: (i) Optimal sizing of infrastructure
and, therefore, reduced investment costs (ii) more reliable dry season flow conditions
in the long term, (iii) and dry season flows over and above current estimates that
could result from upstream reservoir projects. All these realities and constraints call
for the need of a strong mechanism for regional cooperation at least among the three
countries Nepal, India and Bangladesh.

Need for Sound Political Approach

Water resources management in Bangladesh is a multi-faceted problem entailing
administration, politics, finance, technical database and economics of programme
evaluation. The GWT has now opened up opportunity for Bangladesh to achieve
its long-cherished goal of sustained growth through balanced and systematic
development and management of land and water resources of the GDA. The treaty
has been the outcome of strong political commitment of both the governments. The
track-record of upkeeping the spirit of this co-operation has, however, been
discouraging in the past, but this should not preclude the parties from coming to a
consensus when they are equally interested to share the water resources for mutual
development.

An integrated water resources development can be possible now by construction of
the Ganges Barrage Multipurpose Project. The project would bring widespread
benefits to all sectors of the economy including restoring environmental balance of
the area. A long-run perspective study is essential for a growing Bangladesh for
restoring ecology and environment upto 2050. The regional approach should be
pursued to draw multilateral understanding at the diplomatic and professional level
expertise to support the socio-economic and environmental concern of the GDA
leading to a sustainable and integrated water resources development. Studies of viable
technical alternatives should be formulated in line with the on-going NWMP.
Tripartite involvement along with co-ordinated approach towards existence of
technical problems of water management and a real political environment and sound
political process constitutes the key to bringing about a long lasting solution of the
problem of too little water for too great a demand for it in the countries.
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Microfinance in Bangladesh: Sustained
Progress or Emerging Problems?

Rushidan Islam Rahman™

1. Introduction

Provision of microcredit (MC) has been widely recognized as an important
instrument for achieving the objective of poverty alleviation in Bangladesh. The
attractive feature of microcredit is its ability to address the credit needs of the poor.
Microcredit Institutions (MCI) in Bangladesh have developed procedures for
providing collateral free loans to the poor and assetless households. After two
decades of operation of the MClIs, it is pertinent that we examine whether the
microfinance instittutions (MFT) in Bangladesh are making a sustained progress in
achieving the objectives or are being faced with emerging second generation
problems. This will be examined in the present paper through an analysis of the
following questions:

a)  Whether microfinance (MF) can lead to an increase in income and employment
on a sustained basis

b)  Whether the MFIs are successful in targeting the poor and the poorest;

¢)  Whether the dropout cases display features of graduation and success or
financial difficulty.

Il. A Sustained Positive Impact on Income and Employment?

Data from a number of studies on the impact of MC highlight the fact that access to
MC resulted in an increase in income. A summary of the results from a few studies
have been presented in Table 1. The changes range from 8 per cent to 40 per cent. In
some of the impact assessment studies such infrmation have been supplemented by
direct opinion of the MC recipients. An overwhelming majority of the credit recipients
reported that increases in income had taken place as a result of the access to MC. The
combination of the evidences provides a strong basis to conclude that MF leads to an
increase in household income/expenditure and results in poverty alleviation.

Research Director, Bangladesh Institute of Development Studies, (BIDS), Dhaka.
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Table 1: Impact of MC on household income/expenditure

Source! Name of Income/expenditure Project Control % change
MCI per annum (Tk.) P) (C) (P-C)x100
&
Hossain 1984 GB Income. per capita 1762 1346 30.9
Hossain 1988 GB Income, per capita 3524 2523 39.9

IMEC 1995 Proshika Income, per household 22244 17482 272
Rahman 1996 | PKSF  Expenditure, per household 26390 23802 10.9
Khandker 1998| GB Expenditure, per capita 5180 4202 233
Khandker 1998| BRAC Expenditure, per capita 5050 4335 16.5
Halder 1998 BRAC Expenditure, per capita 8244 6480 272
BIDS 1999 PKSF  Expenditure, per household 36528 33732 8.3
IMEC 1999 Proshika Income per household 48635 43584 11.6

II.1 Stagnation of the impact of MF on income

In this section we shall present data from a recent survey on members of BRAC.
The differences in perfrmance of members of various durations will be examined.
Data on average household income/expenditure and other indicators of material well
being among these groups are presented in Tables 2 (Hussain 1998).

Table 2 shows that the per capita expenditure is almost same in the three categories
of members. Other indicators show a better performance of member of 12-24 months
duration compared to the new (membershp duration of 1-11 months) members. But
the members with duration 48 and above months show a deterioration of performance
compared to the middle group (and compared to both groups, in the case of clothing).

It may be argued that the per capita expenditure and other indicators had a lower
value at the time of entry of the older groups. Factors that determine the entry level
situation should be compared for members of various duration and if there are
differences in the value of these indicators this should be taken into account while
the impact of MC is being considered. This may be accomplished through a multiple
regression analysis, which controls for the initial endowment of households which
are exogenous and may influence the level of expenditure/income at the current

Each source provides more than one comparison to demonstrate the impact of MF. In this table
the control group from control village or from new members has been chosen as the basis for
comparison and only one comparison has been shown. Results accross studies are not comparable,
because of variations in methodology and the areas covered.
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Table 2: Average Household Expenditure and other Indicatiors of
material gains among BRAC members of various duration

Indicators Length of membership (months)

1-11 12-47 48+
Per capita monthly expenditure (taka) 686 686 689
Per cent of houses with durable roof 2.1 7.0 4.7
Per cent of respondents with an extra saree 62.5 715 61.0
Per cent of HH with net worth more than 60.8 68.6 61.8
taka 20,000

Source: Husain (1998) compiled from Appendix tables.

period as well as at the entry period. Two important variables of this category are
education of the members of MFI and their landownership. Multiple regression
analysis based on the monthly expenditure of a household as the dependent variable
has been conducted (Hossain 1998). In addition to education and landownership.
other explanatory variables have been included. The length of membership with
BRAC has been used to capture BRAC’s contribution. Four dummy variables
representing the length of membership have been used (these are: 1-11, 12-24, 48-
84, 85+ months, the group with 1-11 months duration has been used as the base.
which is not in the equation).

The results of regrssion (Table not presented here) shows that the dummies for length
of BRAC membership of 12-47 months and 48-84 months have positve coefficients,
i.e. such members have higher income compared to members with duration of 1-11
months. In contrast, the dummy variable representing greater than 84 months of
membership has a negative coefficient (though not statistically significant). Thus
the members with longest duration did not achieve an increase in income. The
coefficient of the dummy for 48-84 months is slightly smaller than the coefficient
of 12-47 months® thus indicating that the 48-84 group did not achieve an increase
over the immediate younger group (Te differnce is small and may be considered
insignificant). These results are indications of stagnation of income among the
members of longer duration, even after the other endowments are controlled for. In
addition, the longer duration of membership, especially above certain limit. may
imply a less active participation of members in the use of MFI inputs including credit.
Qualitative informatin is required on these issues, so that the observed statistical
results may be explained better.

*  The signifficance test for the difference could not be conducted because the resulis have been quoted
from published materials.
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One may argue that the impact of longer duration of membership may take place
through the accumulation of assets. Such accumulation may itself be viewed as a
possitive benefit of MF because the durable assets may serve as a form of insurance
for old age. Therefore, the determinants of assets and the impact of length of
membership with BRAC on asset ownership have been examined. The regression
equation shows that none of the coefficients of the dummy variables representing
length of membership has been significant. This result is difficult to explain. Data
from the same survey on BRAC households has shown that only 5% of the loan are
used for consumption. Therefore, MC is expected to lead to the increase in assets.
There is also a possibility that the length of membership is not the most appropriate
measure of the programme inputs.

1.2 Employment and Microfinance

From the early days of the expansion of MFIs, the sceptics have put forward the
views that the MC financed activities bring in a low return and MC cannot therefore
be instrumental in raising household income. A deep rooted apprehension is that,
given the low rate of return from most rural activities, investment opportunties would
soon be exhausted and the scope for further expansion of MC would be limited.

Some of the hypotheses about the reasons of stagnation of income are:

a)  Family workers especially women do not have time for being involved in
income generating activities and MC cannot increase family labour supply.

b)  With the length of MC activities, the scope for profitable investment
opportunity shrinks for both new and old borrowers and the impact of
investment on income gradually declines.

MC has been found to increase women'’s labour force participation and empolyment.
Many women who did not previously have any involvement in directly productive
empolyment, started such activities. Positive changes in labour force participation
among both men and women from households borrowing from GB have been
revealed by the data in Hossain (1988). The icrease is much higher among women.
Similar findingss have been reported by Rahman and Khandker (1994). However,
the latter study found an increase in labour force participation rate only among
women. The study found a positive impact of GB loans on the hours of employment
among both male and female workers. It was found that empolyment impact extends
to the non-participants as well. Employment among both participants and non-
participants in the project villages were found to be larger than the control village
target group households. A number of other studies provide data on female
participants of MC programmes and reveal their greater involvement in IGA
compared to the control groups (Husain 1998, Kabeer 1998).
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Studies have also demonstrated that supply of labour among the female workers of
households who are members of various MC programmes do not show a negative
response to the number of times they receive loan (Table 3). Data from an earlier
survey conducted by the present authour shows similar findings. The surveys was
conducted in 1986. Regression analysis conducted with data from the survey shows
that both the amount of loan and square of loan have positive impact on women’s
self-employment (Rahman 1992).

The other related question is whether the return from the MC financed activities is
low and is inadequate for loan repayment. Empirical exercises (Hossain 1984,
Rahman and Khandker 1994) confirm that the returns to labour from some of the
activities are lower than the market wage rate. But the return may be considered as
sufficient for loan repayment as long as it is positive after taking into account the
payment of interest on capital. It will be worthwhile to pursue the MC financed
activity if it is not taken up at the cost of other activities with higher return and this
may be possible because wage employment opportunities are often insufficient.

Table 3: Employment of family workers by programme inputs
(Length of membership and Number of loans)

Length of Hours of employment per family worker per month
membership GB BRAC BRDB
(Years) Male Female Male Female Male Female
Less than 1 2379 56.7 166.6 133 221.9 357
l1to2 2103 58.4 167.4 32.8 171.5 84.5
2t03 182.2 82.5 183.8 59.0 187.4 44.8
305 1774 66.5 174.3 45.8 173.2 41.9
5+ 180.2 59.6 172.9 44.1 1771 324
Number of loans received

0 189.9 14.2 169.0 40.3 173.1 47.0
1 189.6 55.6 174.2 434 190.5 52.1
2 197.4 554 181.2 639 178.7 43.7
3 tod 1724 73.6 176.6 38.0 166.0 39.0
5to6 186.4 59.4 1732 17.4 148.7 57.0
T+ 186.1 61.3 86.2 155 137.7 53.6

Source : Rahman and Khandker (1994).
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The point of concern in this respect is the opportunity cost of labour in alternative
uses. It is widely recognized that such opportunity cost is low especially among
women who are not courrently engaged in directly productive activities. Many of
the male borrowers undertake the MC financed activities during extra hours of work
or during slack seasons or as an extension of one’s main activity. The opportunity
cost of labour is low in such cases and it will be meaningful to pursue the MC
financed activities even if the returns from such activities are lower than the
prevailing wage rate.

lIL.I Success in Targeting the Poor and the Poorest

The analysis of success in targeting is usually based on the criterion of landownership
only. The effectiveness of land based criterion in ensuring the inclusion of the poor
has not been examined. In addition the analysis of targeting should look at the
changes in the success of targeting over the years. It is easier to make trageting
effective during the early years of the activities of MFIs in a new area. Nonetheless,
the objectives and policies of MFIs have been changing; the financial environments
in which they operate have been transformed to some extent. Therefore the success
of targeting should be examined especially with reference to the new entrants.

In the following analysis we shall present relevant data to examine the trend in the
success of land based targeting. This will be supplemented by an analysis of the
extent of inclusion of the non-poor on the basis of an assessment in terms of poverty
line expenditure.

Data on BRAC members show an increase in the percentage of non-target households
among the members of BRAC over the years. Pertinent data are presented in Table 4.

It is observed that about 40 per cent members were non-poor at the time of entry.
This can be easily observed from the group of new members with 1-11 months
duration. Among the groups with longer duration of membership, some of the current
non-poor would have been below the poverty line, to start with. The extent of such
graduation is in the range of 1.5 to 1.8 percentage points per year (fifth column,
Table 4). Using this average figure, it can be said that about 41 per cent of new
members were non-poor at the time of entry into BRAC.

It should also be pointed out that there is a large discrepancy between the extent of
infiltration of non-target members identified on the basis of landownership and on
the basis of head count ratio of poverty (based on expenditure data). The former
shows that among the new member category only 21.4 per cent is in the non-target
group (who owns above .50 acres of land), whereas, on the basis of household
expenditure based poverty line, 42.8 per cent among the new members are non-poor.
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Table 4: Success of BRAC in targeting the poor: land based and
poverty line based assessment

Length of Percent of % of hh Percentage Percentage

membership members with above point change point change
landownership poverty of (h) over the of (h)
above .50 care (h) previous group per year

New members 21.4 42.8 - -

(1 to 11 months)

Medium old 13.9 48.1 53 1.8

(12-47 months)

Older members 18.3 52.5 4.4 1.5

(48+months)

All 17.6 47.9 - -

Source: Calculated from Halder (1998).

Halder et al. (1998) provides an analysis of the coverage of the poorest households
by their programme (and a comparison with other MC programmes). Using wealth
ranking in BRAC villages it was found that the poorest households were more or
less proportionatly represented among the BRAC members (Table 5). It has been
pointed out by Halder et. al (1998) that a comparison of BRAC with other MF
programmes shows that the poorest (represented by absolutely landless or chronic
deficit category) have a larger percentage representation among the BRAC members.
It should however be emphasized that the poverty targeted MF programmes are
expected to achieve a much higher coverage of the poorest and the percentage
representation of the poorest should be higher than the poorest within the total
sample. Moreover, a comparison of the new members of BRAC and the national
distribution shows that the percentage of non-poor among the 1-11 months duration

Table 5: Extent of coverage of the poorest by BRAC

Category Total Sample =~ Number covered % of households
by BRAC covered

Total target households 2212 1040 47.0

Poorest households 1640 804 49.0

All 3852 1844 47.9

Source: Halder et al. (1998) compiled from Table 8.14.



136 Bangladesh Journal of Political Economy Vol. XV

members is more or less close to the national distribution whereas the extreme poor
are under represented among BRAC members (compared to national percentage
Table 6).

Table 6: Distribution of BRAC members by poverty status and

length of membership
Poverty Status Length of BRAC membership (months) National
figure for
1-11 12-47 48+ All rural areas
Extreme poor 31.9 26.4 217 27.0 39.8
Moderate Poor 253 24.5 25.8 25.1 16.9
Non poor 42.8 48.1 52.5 47.9 433
Total 100.0 100.0 100.0 100.0 100.0

Source: Compiled from Halder (1998) Figure 5.3, 5.1, BBS 1997.

111.2 Reasons for poor performance in targeting

The major stated objective of most MC programmes is poverty alleviation and
extending credit services to the poor. To demonstrate a greater success in poverty
alleviation, the MFIs may therefore, be inclined to exclude the poorest of the poor.
They will be encouraged to include those just below the poverty line, termed as
borderline poor because it is easier for the MFIs to lift the middle poor or borderline
poor above poverty.

An overriding concern among the MFIs is to achieve finical sustainablity along with
achieving the objective of poverty alleviation. Donors who provided a major source
of fund to the MFIs is currently emphasizing the need for financial sustainability.
The donors’ attitude gets reflected in the priorities of MFIs and financial
sustainability is increasingly being considered as an important indicator of success
of MCIs. The percentage of revolving loan fund of the MFIs coming from donors
is declining and the MFIs are considering various means for ensuring a continuous
increase in the resources for expanding the coverage of the poor. Thus the importance
of acheiving financial sustainability cannot be ignored.

A two pronged approach may be useful to achieve this. The first is to reduce cost
through increasing the scale of credit activity. The second strategy is to ensure that
the good repayment practice already achieved by most NGOs is sustained. It can be
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argued that the inclusion of the poorest may raise the cost of operation of MClIs
and may not be compatible with the first strategy. The MFIs struggle to achieve
financial sustainablility may encourage the inclusion of some households who are
just above the poverty line, and will accept larger loans and help the MFIs to reap
the scale economies. However, on the grounds of good repayment performance, the
poorest cannot be excluded because there is no evidence that the borderline poor or
non-poor households perform better in this respect.

VI. The Dropouts: Graduation or Financial Difficulty

A direct enquiry among the dropouts may be useful to throw light on the reasons
for the poorest remaining outside MFI programmes. The dropout members lose the
prospect of joining a MFI and thus are among the most disadvantaged in this respect.

A study (Alamgir 1997) among the dropouts obtained the following results (Table
7). Inability to repay the loan in weekly instalments and to deposit the compulsory
weekly savings have been cited as the reasons for dropout in 25 and 17 per cent
cases respectively. 13 per cent of dropouts left the area. In fact, these three reasons
are likely to be the outcome of failure to generate a sufficient income using MC.

Table 7: Reasons for dropouts from MCls membership

Major reason for droput Per cent of cases
Could not pay weekly installment 252
Could not deposit weekly savings regulaly 16.8
Did not attend group meeting regularly 224
Left the concerned area 224
Objection from relatives 13.1
All 100.0

Source: Calculated from Alamgir (1997), Halder et al (1998).

The reasons of dropout among BRAC members show that the inability to repay the
weekly instalments due to loss incurred in the income generating activities account
for 69 per cent of the cases of dropouts. The next important reason of dropout is
that savings have been retained by the staff for adjustment of overdue loan (Husain
1998, P. 282). An analysis of the characteristics of the dropouts from BRAC
membership shows that lack of members’ own savings, small amout of loan and
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low income are the characteristics which distinguish the dropouts from current
members. The two groups did not show significant difference in terms of asset
ownership or expenditure. It should however, be mentioned that the average figure
does not fully capture the factors behind dropout by the poorest because the dropouts
may come from both extremes, the poorest and the borderline poor who have
graduated. The average values of the characteristics of the dropouts (which is
compared with courant members) will not reveal the seriousness of the problems
faced by the poorest households who were froced to dropout due to failure in the
use of credit.

Concluding Observations

MFIs in Bangladesh are facing new challenges. Evaluation of the impact of
microcredit on poverty and household income and the assessment of success of
targeting reveal a number of emerging problem of MFIs. The challenges are quite
critical because they involve certain delemmas. For example,

a)  To expand the coverage of the poor, MFIs must enhance their resources which
may require that interest rates are raised which will discourage the poor and
the poorest clients,

b)  Larger size of loan may enable them to increase the degree of financial
sustainablity but it may lead to worsening repayment performance and
exclusion of the poorest.

¢) Financial sustainability requires an increase in the number of clients within a
branch but this may imply investment in less profittable activities, thus
reducing the impact on poverty alleviation.

However, these problems are not insurmountable. Early identification of these
shortcomings may enable the MFIs adopt suitable remedies. In fact, the remedies
involve appropriate balancing betwen the two conflicting objectives.

MFIs made significant progress in providing collateral free loans to assetless
households and acchieved impressive loan repayment and solved the problems that
baffled the traditional commercial banks who could not reach the poor. Institutions
with such innovative approaches to banking can also be expected to succeed in the
new balancing process.
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in the study.

l. Introduction

The present paper examines the potentials of micro-enterprises as sources of income
and employment generation for the rural poor in Bangladesh and their possible
contributions towards supporting agricultural growth and generating agro-industrial
linkages in the Bangladesh economy. Though agriculture continues to be the main—
stay of Bangladesh economy by supplying bulk of the food grains and employing
directly and indirectly over two-thirds of the labour force, the sector in its present
undiversified form and slow pace of technological change is unable to achieve
sustained future growth and ensure substantial increase in the real incomes at the
household levels, create enough employment opportunities for the ever increasing
rural workforce and achieve any significant increase in productivity required to
achieve higher overall economic growth and progressive reduction in rural poverty.!
It is commonly believed by many experts and researchers (Mahmud, W. et. al. 1994
and Mahmud, W. 1995) that as Bangladesh cannot realistically hope to achieve major
expansions in the crop-based agriculture and the likelihood of any major break —
through in large-scale urban manufacturing sector is also limited? the case for
encouraging the development of micro-enterprises, i.e. small-scale agro-processing
industries, manufacturing and processing units, service activities, etc.. particularly

' According to John McIntire (1998), the central problem of Bangladesh agriculture is low productivity
and it employs 60 percent of the labour force to produce only a third of the national income.

* Besides tiny size, the modem large-scale industries sector of Bangladesh suffers from high capital
intensity, low and unstable growth and productive inefficiencies (Ahmed M.U. er. al. 1999).

" The author is a Professor in the Department of Economics in the University of Dhaka, Bangladesh.
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in the rural and peri-urban areas becomes irrefutable. Indeed, given the questionable
prospects for sustained future growth of the current weather-dependent, rice-led
agriculture even under conceivable high rates of technological and other changes,
vigorous efforts are needed in the non-agricultural and social sectors as well to
achieve faster and higher rate of economic growth, create more jobs, alleviate poverty
and raise the standard of living of the vast rural populace. Modernization and
diversification of agriculture and establishment of agro-industrial linkages, through
encouraging growth of non-crop activities in general and promoting the growth of
micro-enterprises in particular in the rural areas are vital to generate employment,
raise productivity and incomes and supply investible surpluses for promoting growth
of agriculture itself as well as for supporting the growth of the modern industrial
sector. Thus, the development of a modern and dynamic micro-enterprise sector is
crucially important for Bangladesh to generate income and employment for the rural
poor and provide support to agricultural growth through generating agro-industry
linkages. The primary objective of this paper is to analyse the development potentials
of the micro-enterprises in Bangladesh by exploring these possibilities and
highlighting constraints to their sustained future growth.

The Case for Micro-enterprise Development

The econormnic case for promoting micro-enterprises in Bangladesh can be made on
the basis of many positive advantages which are intrinsic to their various structural
characteristics and therefore merit due considerations.

The growth of MEs, especially the agro-support and agro-based small-scale
enterprises in the rural areas and market towns constitutes a promising means of
stimulating rural non-farm employment. Available evidences (BUP, 1992 and Ahmed
M.U. 1997) suggest that the MES are generally labour intensive and help create
substantial self-employment and wage-employment opportunities with relatively
modest capital investments per work place.

By creating low-cost job opportunities in the rural areas for the rural poor, the land-
less and the asset-less, the MEs help reduce rural poverty and the flow of rural to
urban migration. In the same way, the concentration and growth of MEs in the rural
and peri-urban areas localise employment and income earning opportunities for
people who leave agriculture and act to stimulate a degree of decentralisation of
urban growth. This has been the most important feature of rural industrial
development in Taiwan which is often cited as a case of industrial dispersal in the
rural locations and agriculture-industry linkages (Ranis et. al 1990 and Stewart, F.
1993). The MEs supply wide range of goods and services to agriculture (i.e.
agricultural tools and equipments and irrigation equipment and spares, etc.). and help



Momtaz : Development Potentials of Micro-enterprises 143

raise income levels of the rural population which contribute to the growth of
agricultural output and improvement in the living conditions of the rural people.
Thus, the MEs can serve as important instruments for generating close agriculture-
industry linkages, maximize utilisation of local raw materials, local skills and
exploitation of local markets. The MEs also supply inputs to manufacturing
industries and earn foreign exchanges through exports of processed and semi-
processed agricultural products. The MEs, especially the agro-based and agro-
support rural industries, are also viewed as elements of export-oriented labour-
intensive industrial policy.

Data and Methodology

The basic objective of this exercise is to explore the potential roles that the MEs
can play in the poverty-focussed, employment-augmenting development strategy of
Bangladesh. This is done by analysing the size, location, product composition, input
requirements, efficiency in resource use and other relevant functional characteristics
of the MEs. Depending on the availability of information, the operational constraints
facing the MEs and policy support and promotional incentives put in place for
assisting their growth and expansion are also analysed. The exercise is essentially
a review work based on an extensive survey of available literature and research works
in the field. Besides review of existing literature the relevant stakeholders comprising
knowledgeable persons, policy makers and representatives of promotional
organizations and donor agencies have been consulted to supplement the secondary
information gathered from various published and unpublished documents and TEpOrts.

The paper is organized as follows : After making the economic case for the MEs
in the introductory Section, Section II outlines the status, profile and important
functional characteristics of the sample MEs. Section III analyses the efficiency of
the MEs in factor use and examines their productivity and prospects for future
growth. Some of the important structural characteristics including personal
background of the MEs are discussed in Section IV. The promotional policies and
incentive structures put in place to assist growth of the MEs are highlighted in Section
V. The conclusions and policy recommendations are placed in the final Section.

I. Profile of Micro-Enterprises in Bangladesh

A meaningful discussion of the development potentials of the MEs needs to be
preceded by a workable definition of these enterprises for at least two reasons : One,
the concept of ‘micro-enterprise’ has not yet gained popular currency in Bangladesh.
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The general practice is to use the terms “small” and/or “cottage” while discussing
the economies of small-scale industries. Two, even when an attempt is made to
identify an ME, the task becomes difficult in the absence of adequate literature on
the subject which is an outcome of the absence of analytical studies of these activities
as a separate area of research. As a result, various conceptual ambiguities arise and
definitional problems persist. Given these limitations, an attempt is made here to
provide an operational definition of the MEs to help the researchers and policy
planners use the concept without ambiguity and crave a place for the MEs alongside
small-scale and cottage industries as viable instruments for income and employment
generation in Bangladesh.

An Operational Definition of the MEs

A common practice in defining an ME is to identify it as a tiny enterprise employing
a few workers (i.e. 5 to 20 workers) and generating income from non-farm
production, encompassing manufacturing services and trades. For example, IFAD
defines an ME for non-farm project development purposes as an enterprise which
is larger than a ‘mini’ enterprise and smaller than a typical small-scale enterprise.
Another common tendency is to treat the MEs as being identical to informal
enterprises, although a typical ME cuts across commercially operated small-scale
enterprises in the manufacturing, agro-processing, and service activities in both
formal and informal sectors. These practices make the task of defining an ME rather
difficult. Nevertheless, increasingly, a large number of researchers are trying to
provide various workable definitions of the concept subject to their needs and
objectives. According to Marilyn Carr (1989), for example, a noted researcher on
the subject, the MEs generally operate in the informal sector without an official
registration and a documentation of their numbers, needs and constraints. She further
states that MEs are widely dispersed and are often mobile and located in the rural
areas; they are generally sparing in their use of capital, draw heavily on local
resources and skills and produce basic consumer and producers goods, use tools and
techniques which tend to be less complex and have limited access to improved
production techniques, formal training, credit or technology institutions. Economic
informality, tiny size, and limited access to formal technology and credit institutions
are also identified as leading characteristics of the MEs by a Canadian International
Development Agency (CIDA) sponsored study of the sector in Jamaica (CIDA,
1985).

Summarising the proceedings of an International Conference held in Oslo, Norway,
on the MEs in 1989 Jack Levitsky, a representative of the World Bank, concludes
that the small micro-businesses include a wide spectrum of economic activities
ranging from rural traditional crafts to economically variable establishments,
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embodying an impressive array of initiatives, skills and talents of their owners. Thus,
most researchers tend to identify the MEs closely with the informal sector or
reversely claim the informal sector activities to consist overwhelmingly of the MEs.
A commonly held view is also that the MEs generally consist of small, non-farm
income generating units including artisan operations, family businesses, cottage
industries and other productive enterprises.

Most research studies and surveys examining the operations of the MEs as production
entities are seen to have frequently used the “Size” of an establishment as the
important criterion for identifying an ME. While there seems to be considerable
variation in the “Size” chosen by different surveys and studies as the cut-off point,
it has been the most frequently used indicator for identifying the MEs. For example,
ME:s have been defined sometimes as enterprises with less than 5 workers, sometimes
less than 10 workers and sometimes less than 20 workers. In addition to “Size”,
the other frequently used indicator has been the type of structure in which it operates
especially with a view to deciding on the divider between formality and informality.
However, most studies emphasizing the potential economic viability of the MEs
focussed on the relatively modern segment consisting of small manufacturing and
service activities (i.e. metalwork, woodwork, mechanical and electrical repairs, etc.)
and having strong backward and forward linkages to the formal sector enterprises.

Based on the above discussions and drawing on the insights generated by the BUP
(1992) and the Kranti Associates Study (1997) on the subject, an ME may be defined
as follows: An ME should be distinguished from a “mini” or a household enterprise.
A mini enterprise is an informal sector activity, run by an individual assisted by the
family members without much divisions of labour, uses minimum fixed (including,
equipment and tools) capital, requires rudimentary technology and skills, uses local
raw materials, produces goods and services, for low-income consumers and sells
goods and services mostly through personal contact with the final customers at work
or market places. An ME, on the contrary, is larger and more capitalised than a mini-
enterprise which relies more on hired labour than on family labour and often practises
the division of labour. The investment required in machinery, equipment and tools
is relatively large, the production processes are relatively more complex (but labour
intensive) and worker skills required are relatively improved in an ME than in a
mini-enterprise. Some MEs may use certain types of imported materials, though
their overall dependence is on indigenous raw materials. An ME produces more
diverse products for the consumers of both low-income and high-income brackets.
The MEs can be in both formal and informal sectors with marketing of products
exhibiting both simple and complex characteristics (i.e. both through personal
contacts and via intermediaries). They may be located in the rural areas, rural towns
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and in the urban centres. They are conceived as activities with potentials for dynamic
growth.?

In keeping with the general practice, we choose the employment criterion as the
measure of size of an ME for the present exercise. Accordingly, a commercially
run industrial enterprise cutting across the manufacturing, agro-processing, trade and
service activities and employing between 5 to 20 workers including both family and
hired workers (majority being hired) is defined as an ME in the present study. While
there may be considerable overlapses between manufacturing units and agro-
processing units (comprising agro-support and ago-based enterprises), agro-
processing industries are emphasised as a separate category of micro enterprise in
view of the fact that they help stimulate agricultural development both through
producing and supplying agricultural inputs and consuming / using agricultural
products. Thus, the micro enterprises falling under both agro-based and agro-support
enterprises provide significant vertical linkage benefits to the agricultural sector and
stimulate thereby both agricultural and industrial growth.

PRODUCT COMPOSITION

In the absence of any nation-wide study on the ME sub-sector, it is not possible to
provide an accurate estimate of their contributions to industrial output, employment
and value added in Bangladesh. However, an analysis of their important profiles
and functional characteristics will highlight their economic significance and
development potentials as instruments for employment and income generation,
especially for the rural poor and support the growth of the rural economy. Classified
on the basis of end-use of the products produced and the types of raw materials used,
the micro-enterprise products are identified in Bangladesh into three broad sectoral
categories, i.e. agro-processing, manufacturing and services. As seen from Table 1,
manufacturing units comprising small non-agro-based rural industries and agro-based
enterprises together constitute the dominant categories followed by service activities.
In the BUP (1992) study, agro-based and agro-support MEs together constituted
nearly 60 per cent of the total sample units (54 enterprises) with service activities
accounting for roughly 22 per cent and miscellaneous categories the remaining 20
per cent (Appendix 1-A). Agro-processing activities dominated the BUP sample as
the survey purposively selected agro-based MEs for project development purposes
as desired by IFAD, the sponsor of the BUP study.

Table 2 presents data on the number of MEs and their contributions to employment
by disaggregated industry types comprising the broad sectors. The sub-industry

3 A major study analysing the growth and dynamics of the MEs in Bangladesh and in selected other
Asian countries is one jointly authored by Yusuf and Kumar (1996).
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Table 1: Distribution of MEs by Broad Industry Sectors

Industry Sector No. of Enterprises Employment

No. % No. %
Manufacturing 160 41.00 899 38.39
Agro-processing 76 19.00 571 24.38
Services 156 40.00 872 37.23
Total: 392 100.00 2342 100.00

Source : Baseline Survey on Micro-enterprises, carried for MEDU, Agrani

Bank, Dhaka, 1997.

classification has been made in such a way that the products produced by an ME
fall under a single product heading. It will be noted from the table that four industry
sub-sectors dominate the MEs; these are food and allied products, textiles, fabricated
metal products, and wood products. A similar ranking of sub-industry categories also
emerged from the BUP study of 54 MEs, with these four major sub-sectors together
accounting for about 98 per cent of the sample MEs and about 99 per cent of the
workers engaged in them. In the Kranti sample, these proportions are respectively
87 per cent of the total enterprises and 92 per cent of the total work force engaged
in them. Thus, the industry composition of the MEs broadly resembles the product
and industry composition of the small scale and micro industries in the rural areas

at the national level.*

4 Similar industry and product composition of the rural industries in Bangladesh emerged from the Rural
Industries Study Project (RISP) carried out by BIDS (1981) of a sample of roughly 57000 small and

cottage industry units.
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Table 2: Number of ME Enterprises and Employment by
Disaggregated Industry Types

Industry Types Enterprises Employment
No. o No. %o
Food and Allied Industry
Poultry raising 14 4.5 34 1.9
Bakery products 15 4.8 144 7.5
Milk products 11 3.5 79 4.1
Rice mills 3 0.9 24 0.4
Rice boiling and milling 23 7.3 319 16.6
Flour mills/Wheat crushing 3 0.9 10
Chira / Muri processing E 1.3 18 0.8
Oil mills 11 35 42 2.2
Ice and ice-cream making 4 1.3 19 0.9
Fisheries 1 0.3 6 0.3
Dairy forms 1 0.3 4 0.2
Beef fattening 1 0.3 1 0.1
Sub-total 91 294 686 35.8

Fabricated Metal Products, Machinery and Equipment

Aluminium household goods 2 0,6 24 1.3
Engineering workshops (lathe) 20 6.3 136 7.1
Engineering workshops (welding) 34 10.8 197 10.3
Bobbin manufacturing 3 0.9 27 1.4
Brass works 3 0.9 22 1.1
Blacksmithy 1 0.3 - 0.1
Radio assembling 1 0.3 3 0.1
Rickshaw/Van Assembling 9 2.9 27 1.4
Shakha manufacturing 1 0.3 3 0.1
Poultry case making 1 0.3 7 0.4

Sub-total: 75 24.2 449 233
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No. % No. %
Textiles
Tailoring 40 12.6 227 11.8
Ornaments 19 6.1 145 7.6
Screen printing 1 0.3 - 0.2
Handlooms 11 3.5 124 6.5
Fish net making 1 0.3 11 0.6
Plastic rope making 1 0.3 7 0.4
Sub-total: 73 23.6 518 27.1
Wood, Cane and Bamboo
Cane and bamboo works 4 1.3 30 1.6
Wood work 22 6.9 17 0.8
Saw mills 11 35 77 4.1
Sub-total: 37 11.9 124 6.5
Others
Printing press 5 1.6 22 Ll .
Packaging 1 0.3 4 0.2
Photography 16 5.1 - 23
X-ray 2 0.6 18 0.9
Footwear making 2 0.6 14 0.7
Pottery 3 0.9 13 0.6
Sanitary ware 3 0.9 13 0.6
Tiles making 1 0.3 11 0.6
Sub-total: 33 10.3 139 7.0
GRAND TOTAL: 309 100 1916 100
Note : Decimals are rounded off.

Source : As Table 1.

SIZE AND LOCATION

The evidence with respect to size of MEs available from the BUP (1992) study shows
that on average, there are 9 persons per enterprise. In the Kranti (1997) study, the
average employment size comes to be around 6 persons per enterprise. In both
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studies, the average employment per ME is found to vary significantly among
different industries. The average enterprise size was relatively large in the 1032
MIDAS financed MEs between 1993-1998 which had 7 workers per enterprise. A
list of the MIDAS' micro enterprise development initiative (MIDI) approved projects
and those financed by Agrani Bank and Rupali Bank under the ADB sponsored Agro-
Industries Credit Project by sub-industries is provided in annexures 2-A and 2-B
respectively.

The relatively small average size and wide range of diversity allows the MEs to have
a relatively dispersed locations as well. In the BUP study over two-thirds (69 per cent)
of the sample units were village based, being located in the market places and growth
centres around the Upazilla head quarters. The rest were located in rural towns and
these were industry categories which tend to be located in the urban areas for securing
better access to the utility services and the consumers. Of the 50 rural agro-based
projects established in the four divisions of the country between 1987-1990 under an
ADB loan (No. 773-BAN) project, 56 per cent were located in the rural areas and 44
per cent in the urban areas. While a predominantly rural location, (nearly 80 per cent)
was also chosen by the overwhelming majority of the Kranti sample of 392 MEs, at
least 20 per cent of the relatively modemn and organized MEs chose to locate themselves
nearer to the sites having better infrastructural and service facilities. The MEs having
dominantly urbanized locations include metal products, printing and publishing, wooden
furniture, ice-cream making, and radio assembling, etc.

Another common characteristic of the typical small-scale enterprises is that they are
predominantly owned by single/individual proprietors. There seems to have been
no exception to this common trend with the sample MEs covered by both Kranti
and BUP studies. In the Kranti sample, for example, 81 per cent of the units were
owned by individuals, 17 per cent were family enterprises and only 2 per cent were
under partnership.

EMPLOYMENT CHARACTERISTICS

In order to understand the nature of their production organisation, it is important to
discuss the composition and characteristics of the workers employed by the MEs.
Data in Table 3 exhibit some important information relating to employment status
of the ME workers covered by the Kranti and BUP studies. It will be noted from
the table that in both samples there is clear dominance of the hired workers, followed
by the family workers, the proportions being 78 per cent and 19 per cent in the BUP
sample and 75 per cent 24 per cent in the Kranti Sample. The incidence of apprentice
is rather insignificant in both the studies; the proportion of such works being only
0.2 per cent and 1.8 per cent respectively.
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Table 3: Type of Workers by Sex

Type of Workers Male Female Both Sexes
Kranti BUP Kranti BUP Kranti BUP
No. % | No % | Noo % | No % | No % | Noo %
Family workers 334 95| 91 95| 37 65 5 55| 571 10| 9% 100
19.8 19.8
Hired workers 1580 892 | 361 952 191 108 | 18 48| 1771 10| 379 100
154 78.3
Apprentice 6 100 9 100 E - - - 6 10 9 100
02 0| 18
All workers 2120 41 28 23 2348 | 484
90.3 952 97 48 1000 100

Source : Same as Table 1.

Among both the hired and the family workers, the overwhelming majority are male
in both the studies; female workers constitute only 9.7 per cent in the Kranti Study
and 4.8 per cent in the BUP Study. However, in the MIDAS sponsored MIDI project,
the proportion of female workers was 22 per cent as promoting female participation
both as entrepreneurs and workers was a deliberate policy followed by the MIDI
project. Yet the overall female participation was less than a quarter of that of their
male counterparts. Among the apprentices, there is no incidence of female workers
in either of the two studies. Another notable feature that could be observed relating
to employment characteristics of the workers in both the studies was the higher
incidence of wage employment and very low incidence of unpaid family workers
i.e. 4.5 per cent in the BUP study. Thus, as compared to the traditional cottage type
household units and mini-enterprises characterised by relatively high incidence of
unpaid family workers, hired workers and wage employment predominate in the
micro-enterprise. This is suggestive of the practice of modem production organization
along capitalist lines in the MEs. While there is considerable variation in the use of
unpaid family workers and paid hired workers among various industries, the
incidence of hired workers is in general high in those MEs which have relatively
more urbanised locations and organise their production along modern capitalist lines.
Such MEs included rice mills, printing press, engineering workshops bakery
products, etc. in both BUP and Kranti samples.
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DURATION OF EMPLOYMENT AND WAGE RATES

The incidence of part-time employment was relatively high (about 30 per cent) in
the BUP study compared to that (about 10 per cent) in the Kranti Study. Seasonal
nature of operations, relatively high incidence of non-production workers and family
workers and use of apprentices appeared to be the important reasons underlying high
incidence of part-time employment in the BUP study compared to the Kranti study.
The incidence of full-time employment varied between 71 per cent to 78 per cent in
the BUP Study and between 75 per cent to 82 per cent in the Kranti Study among
various industry categories.

Irrespective of gender and skill categories, the average monthly wage rate was found
to be Taka 2107 for the workers in the Kranti Study and Taka 2097 for the workers
in the BUP Study. While there were significant variations in the average wages
received by the workers among sample industries wages were generally high in the
industries in which the large majority of the workers were hired and vice versa.
These wage rates, if any indicators of the workers' economic conditions, would not
perhaps enable the sample ME workers to earn subsistence living as they were even
below the national average earnings of the unskilled workers during the period under
study.

CAPITAL REQUIREMENTS

Since the MEs are generally undertaken on a small scale basis and produce products
of every day use using relatively simple technology, both initial (fixed) capital and
current capital requirements for these activities are rather modest. Though the ME
owners generally face serious difficulties in raising both short-term and long-term
loans from the organized capital market for modernizing and expanding their
businesses, they are able as well as willing to start on a shoe-string budget using
their own or their wives' meagre savings.’

The analysis of initial capital requirements of the sample MEs by the BUP study
revealed that the initial capital required to set up an ME during 1990-91 varied
between Taka 18,000 to 30,000 for chanachur making and boat making to Tk. 0.6
to 0.9 million for metal works and printing and publishing industries. While there
are wide variations in the initial capital requirements per enterprise among various
types of industries, the Kranti Study revealed that at one end of the spectrum there
are industries like handloom manufacturing and radio repairing which require Tk.
2000 to 5000 worth of fixed assets and at the other there are industries such as saw
mills and rice boiling and milling requiring initial fixed assets worth of Tk. 0.7

5 An exhaustive survey of literature providing evidence on this point is available in Ahmed M.U. (1981).
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million to Tk. 0.14 million respectively per enterprise. An IFAD Appraisal Report
(1995) estimated the initial fixed capital requirement for a typical existing ME
enterprise to vary between Tk. 32,000 to Tk. 1.0 million in Bangladesh. The
minimum working capital requirement for ME operation on the other hand was found
to vary between Tk. 20,000 to Tk. 0.5 million.

The average working capital requirement per ME, while typically less than that for
fixed capital was found by the BUP study to vary between Tk. 23,000 for ice and ice-
cream factory to Tk. k3.5 lakhs for saw milling. In the Kranti study, the range varied
between as low as Tk. 2672 for pottery to Tk. 5.5 lakhs for rice boiling and milling
industries. Although the working capital requirement may not be very large for most
of the typical MEs, its shortage appears frequently to be the most pressing problem
perceived by the owners of the MEs and the small-scale industries.® The observed inter-
industry variation in the initial as well as current fixed and working capital requirements
is generally explained by differences in the types of building structure (pucca vs.
temporary sheds) used, scale of operation, product mix and degree of mechanization,
etc.

SOURCE OF INITIAL CAPITAL

Despite the fact that the initial or the start-up capital requirement of the typical MEs
is modest, varying between a few thousand to few million Taka the owners find it quite
difficult to raise it, especially from the institutional credit market. Nearly 96 per cent
of the respondents in the BUP study, 93 per cent in the RISP (1981) study and over
60 per cent of the Kranti (1997) study perceived capital storage as the major problem
encountered by them while establishing their MEs. This supports the commonly held
view that lack of institutional credit for funding initial as well as expansion capital
requirement is an overriding constraint to the growth and expansion of the small scale
enterprises in the developing countries (Ahmed M.U. 1988 and Sarder J. 1995).” The
other important problems faced at start and reported by the micro-enterprise owners
(MEOs) included shortage of regular and adequate supply of electricity, raw materials,
lack of space, marketing and workers skills and so on. The majority of the MIDAS
sponsored MEs cited shortage of working capital, stiff competition, complicated
banking rules and lack of technical know-how as the most pressing problems.

The discussion so far boils down to two important conclusions. First, since the MEs
operate on a small-scale basis, require modest amount of capital and are located
mostly where the rural poor live and work, their promotion can be instrumental in

¢ Such evidence has been found by many studies in Bangladesh, Notably, Ahmed M.U. (1984 and 1988).

7 Ttis disconcerting to note that the small entrepreneurs remain at the margin as recipients of institutional
credit compared to their large counterparts (Ahmed M.U. 1999) even when there is deliberate expansion
of term loans facilities from the banking system for financing industries by the Government.
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attacking rural poverty directly and distributing the benefits of growth more equitably.
Second, besides augmenting employment opportunities in the rural and peri-urban
areas, the growth of MEs based on agricultural and related products may be
instrumental in developing agriculture - industry linkages and supporting sustained
high growth of agriculture, raising productivity and achieving faster long-term overall
economic growth.

Il. INPUT REQUIREMENTS AND PRODUCTION EFFICIENCY

The focus of analysis in this section is on the input requirements and factor
productivity of the MEs to shed some light on the degree of efficiency of their
resource use and potentials for economic efficiency and growth. The evidence on
these issues are provided from the earlier quoted Kranti (1997) study as the analysis
in this study is based on a larger sample (392) of MEs compared to that (54) of the
BUP study.

FACTOR INTENSITY

The two indices of factor intensity often used in empirical studies of micro and small-
scale industries to measure their efficiency of resource utilization are the capital-
labour (labour intensity) and capital-output (capital intensity) ratios. The
simultaneous use of both capital-labour and capital-output ratios for measuring labour
(and or capital) intensity helps avoid the inconsistency of identifying a given
enterprise as both labour and capital intensive at the same time. For example,
Enterprise A may be more labour intensive than Enterprise B on the basis of capital-
labour ratio but more capital intensive on the basis of capital-output ratio. But such
contradictions may be avoided if both the ratios are used together to cross-check
the results. Like most studies in this field (i.e. Ahmed M.U. (1976); Liedholm and
Kilby (1989); RISP (1981); and BUP (1992), we have used both these ratios
together in the present paper. Yet a general limitation affecting most studies of MEs
is that since these industries do not maintain books and accounts and provide
information from their memory recalls, the data set are always subject to some degree
of inaccuracy. To that extent, the findings relating to these analyses and conclusions
drawn from them need to be interpreted with caution.

Two indices of factor intensity. i.e. capital-labour ratio and capital-output ratio, were
used to measure efficiency of resource use by the sample MEs. The index of labour
intensity based on FC,/L and capital intensity based on FC/VA were estimated;
where FC, represents fixed capital excluding the value of land, VA represents gross
value added and L represents total number of employees. The results obtained are
presented in Table 4 and Table 5 both of which are based on the data presented in
Appendix Table A-1.
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The important findings emerged from the Tables are the following: In 18 out of 39
MEs, less than Tk. 5,000.00 is seen to be required for generating one unit of
employment (Table 4). The fixed capital estimated per worker (FC /L) is found to
vary between Tk. 5000.00 and Tk. 25,000.00 in another 15 industries. In the BUP
sample, the fixed capital investment per employee was less than Tk. 2500 for eight
out of nineteen industries and between Tk. 5000 to Tk. 25000 for another seven
industries. Thus, on the basis of capital-labour ratios, the overwhelming majority of
the MEs in both studies were found to involve modest fixed capital investment for
providing employment to a worker. Similarly in the fifty agro-processing industries
financed by Agrani Bank and Rupali Bank between 1987-1991, under ADB financed
Agro-Based Industries Credit Project the average capital investment per employee
was Tk. 0.19 million. The average fixed capital investment per employee in the 1032
micro enterprises financed under the Micro-Enterprise Development Initiative (MIDI)
programme of MIDAS during 1993-1998 worked out to be Tk. 0.19 million, While
the MEs financed under these programmes seemed to have slightly higher
capitalization, the average investment requirement per employee in both cases were
modest as in the case of the Kranti and BUP studies.

Table 4 : Categorization of MEs by Degree of Capital Intensity (Measured by
Capital-Labour Ratio), Values are Fixed Capital per Worker, i.e. FC /L

Range of Fixed Capital per| Distribution of Industries
Worker (in Taka)

Below Taka 5,000.00 Rickshaw/Van Assembling, Dairy Farms, Bakery Products,
Electrical Goods Repairing, Printing Press, Sanitary Ware,
Poultry Raising, Rice Boiling and Milling, Footwear Making,
Garments, Engineering Workshops (Lathe), Engineering
Workshops (Welding), Bobbin Manufacturing, Tiles Making,
Plastic Rope Making.

Taka5,000.00 to Packaging, Rice Mills, Handloom Manufacturing, Handlooms,
Taka. 25,000.00 Blacksmithy, Photography, Shakha Manufacturing, Cane and
Bamboo Works, Radio Assembling, Tailoring, Fishnet Making,
Aluminium Household Products, Pottery, Poultry Case Making,
Beef Fattening, Wood Work, Milk Products, Brass Works.

Taka 25,000.00 to Flour Mills, Chira/Muri Processing, Ice and ice-cream Factory.
Taka 50,000.00

Taka 50,000.00 and above | Oil Mills, Saw Mills, Fisheries.
Source : Derived from Appendix Table A-1.
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The majority of the sample MEs also exhibit modest capital requirement when their

capital intensity is cross-checked in terms of capital requirement per unit of output

(Table 5). As observed from the table, as many as 20 out of 39 MEs require less

than Tk. 1.00 for producing one unit of output. While capital requirement per unit

of output exceeds Tk. 1.00 for the remaining 19 ME, FC,/VA appears to be

relatively high for 6 industries which use relatively more mechanized production
technologies. This reinforces our earlier observation that the nature and level of

technology used (often dictated by product mix) is the most important factor

explaining differences in the inter-industry capital requirements. These results are

broadly in conformity with the similar results obtained by the BUP study.

Table 5: Categorization of MEs by Degree of Capital Intensity
Measured by Capital Output Ratio
(Values are Fixed Capital Per Unit of Value Added, i.e. FC/VA)

Fixed Capital Required Per | Distribution of Industries
Unit of Value Added (Tk.)

Upto Taka 0.49 Radio Assembling, Cane and Bamboo Works, Rice Boiling
and Milling, Pottery, Wood Work, Milk Production, Footwear
Making, Aluminium Household Products, Electrical Goods,
Brass Works, Fishnet Making.

Taka 0.50 to Taka 0.99 Rice Mills, Flour Mills, Beef Fattening, Bakery Products
Garments, Shakha Manufacturing, Tailoring, Handloom
Manufacturing, Sanitary Ware.

Taka 1.00 and above Poultry Raising, Chira/Muri Processing, Oil Mills, Saw Mills,
Fisheries, Dairy Firm, Handlooms, Engineering Workshop
(Lathe), Engineering Workshop (Welding), Bobbin
Manufacturing, Photography, Tiles Making, Poultry Case
Making, Blacksmithy.

Source : As Table 4.

FACTOR PRODUCTIVITY AND EFFICIENCY

Productivity expresses the technical relationship between input and output and is
recognized as a key indicator of economic dynamism. Productivity can be measured
in two ways: (I) in relation to a particular input or partial productivity and (ii) in
relation to all inputs or total factor productivity., The partial productivity measures
used here are respectively: value added per production worker per year (VA/L,) and
value added per unit of fixed capital per year (VA/FC,) where L, stands for
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production workers and FC, stands for fixed capital excluding the value of land.
Total factor productivity (TFP) measures have been used to provide a comprehensive
index of economic efficiency and at the same time to overcome the limitations
affecting the partial productivity measures. Finally, an index of profitability has also
been estimated to indicate the prospects for generation of surpluses required to
accumulate capital for future expansion of the enterprises.

LABOUR PRODUCTIVITY

The average labour productivity index VA/L, presented in Table 6 shows that
productivity per worker varies widely among the sample MEs, ranging from Taka
2265 for blacksmith to Tk. 2,03,559 for oil mills. This range of variation in labour
productivity among the MEs covered by the BUP study was between Tk. 9,583 for
wooden fumiture to Tk. 1,68,197 for metal works. The industries exhibiting medium
to fairly high average labour productivity are poultry raising (Tk. 29,687) fisheries
(Tk. 25,150), radio assembling (Tk. 34,800), flour mills (Tk. 58,575), rice boiling
and milling (Tk. 60,998) and oil mills (Tk. 2,03,559). The higher average productivity
of labour was found to be associated with relatively high capital intensity of these
industries.

Table 6: Categorization of MEs According to Labour Productivity
(Measured by Value Added per Production Worker, i.e. VA/L)

Value Added (Tk.) Per Worker | Distribution of MEs

Upto Taka 5000.00 Handlooms, Tailoring, Rickshaw/Van Assembling, Bobbin
Manufacturing, Brass Works. Photography, Handloom
Manufacturing, Sanitary Warc. 11les Making, Poultry Case
Making, Blacksmithy, Packaging, Pottery.

Taka 5001 to Taka 20,000 Rice Mills, Chira/Muri, Saw Mills, Beef Fattening, Dairy
Farm, Cane and Bamboo Works, Bakery Production, Milk
Products, Aluminium Household Products, Garments,
Engineering Workshops (Lathe), Printing Press, Fishnet
Making, Plastic Rope Making, Shakha Manufacturing , Ice and
ice-cream Factory

Taka 20001 to Taka 50,000 Poultry Raising, Fisheries, Footwear Making, Electrical Goods,
Radio Assembling.

Take 50,000 and above Rice Boiling and Milling, Flour Mills, Oil Mills.

Source: Same as Table 5.
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CAPITAL PRODUCTIVITY

As noted from Table 7, as many as 20 of the sample MEs had average value added
per unit of fixed capital exceeding Tk. 1.00. This is indicative of a fairly high average
rate of return on capital. Like in the case of labour productivity, wide inter-industry
variation was noted in the average capital productivity ranging from as low as Tk.
0.21 for saw mills to as high as Tk. 4.26 for pottery. In the BUP study this range
varied between Tk. 0.29 for printing and publishing to Tk. 10.99 for chanachur
making. Further, it is also noted from Table 7 that with some negligible exceptions,
the least capital-intensive industries (measured by both FC /L and FC,/VA) such as
pottery, wood works, cane and bamboo works, tailoring , bras works, blacksmithy,
handlooms, etc. are seen to have markedly high capital productivity and thus appear
to be highly efficient users of the scarce factor, capital. Hence, the argument that
the labour intensive industries generally tend to be less efficient users of capital is
not tenable for the Kranti sample of the MEs.

Table 7: Categorization of MEs According to Capital Productivity
(Measured by Value Added per Unit of Fixed Assets, i.e. (VA/FC)

Value Added per Unit (Taka) | Distribution of MEs
of Fixed Assess

Upto Taka 0.99 Poultry Raising, Chira/Muri Processing, Oil Mills, Saw Mills,
Fisheries, Dairy Firm, Handlooms, Engineering Workshop
(Lathe), Engineering Workshop (Welding), Printing Press,
Rickshaw/ Van Assembling, Bobbin Manufacturing,
Photography, Tiles Making, Poultry Case Making,
Blacksmithy, Packaging.

Taka 1.00 to Taka 2.00 Rice Mills, Flower Mills, Beef Fattening, Bakery Products,
Milk Production, Tailoring, Garments, Handloom
Manufacturing, Sanitary Ware, Shakha Manufacturing.

Taka 2.00 and above Rice Boiling and Milling, Cane and Bamboo Works, Pottery,
Wood Works, Footwear Making, Aluminium Household
Products, Fish Net Making, Radio Assembling.

Source : Same as Table 6.
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TOTAL FACTOR PRODUCTIVITY

The estimated TFP index expresses value added as a ratio of the weighted sum of
labour and capital. The weights are respectively the shadow (scarcity) prices of
labour and capital. Symbolically expressed, the TFP index is as follows:

VA
TFP = ——————Where VA is value added,
TAr + Lw

TA  is total assets

r is the shadow price of capital

w  is the shadow price of labour, and

E, is the number of workers employed in the ME.

The accounting rate of interest (ARI) which measures the opportunity cost of capital
was estimated to be 14.2 percent by the Trade and Industrial Policy (TIP) Reform
Project, Bangladesh and the same rate has been used to represent r (Rab, 1988).
Similarly in estimating w in accounting terms (or for estimating the marginal product
of labour) a conversion factor of 0.82 was applied to the average wage rates received
by the adult workers in Bangladesh in 1987/88.%8 Based on the TFP estimates, the
major industries have been listed in Table 8 according to four levels of TFP ratios.
A TFP ratio greater than 1 is interpreted, following Liedholm et al (1989), to
designate an ME to have positive effect on the total output of the economy, while
a ratio less than 1 to indicate having a negative effect. As observed from the table,
high TFP ratios (i.e. 2.1 and above) are exhibited by 14 of the sample MEs which
have low to medium capital intensity as revealed by the values of FC /L and FC/
VA ratios (Table 7). On the contrary, MEs which tend to be inefficient on the basis
of the values of the TFP ratios include those which exhibit medium to high capital
intensity (i.e. poultry raising, fisheries, ice and ice-cream factories, tiles making,
plastic rope making, etc.) Thus, the TFP results suggest that many of the sample
ME:s tend to be more productive even using less capital intensive technologies.

* The conversion factor was estimated and used by A.R. Bhuya, et.al. (1988) for arriving at the marginal
product of the adult workers in Bangladesh.
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Table 8: Distribution of Sample MEs According to Values of TFP

Value of TFP Distribution of Industries
Less than 1.0 Ice and ice-cream Factory, Radio Assembling, Sanitary Ware,
(Inefficient) Dairy Firm, Chira/Muri Processing, Tiles Making, Plastic Rope,

Bobbin Manufacturing, Milk Products, Fisheries, Saw Mills,
Poultry Raising, Photography.

1.0t0 2.0 Oil Mills, Beef Fattening, Handlooms, Bakery Production,
(Marginally efficient) | Engineering Workshops (Lathe), Engineering Workshops
(Welding), Printing Press, Rickshaw/Van Assembling, Poultry
Case Making, Blacksmithy, Packaging.

2.1 to 2.5 (Efficient) Flour Mills, Pottery, Wood Work.

2.51 and above Rice Mills, Rice Boiling and Milling, Cane and Bamboo Works,
(Highly efficient) Footwear Making, Aluminium Household Products, Tailoring,
Garments, Electrical Goods, Brass Works, Handloom
Manufacturing, Fishnet Making.

Source: Same as Table 7

PROFITABILITY

The prospects for earning profits constitute an important guide for allocation of
resources to any economic activity. Profitability of the sample MEs has therefore
been computed and expressed as a ratio of total assets of an ME.

Profit rates have been calculated by deducting wages and salaries of the hired
workers’ from value added and then expressing as a ratio of total assets (i.e. VA-
W/TA). The sample MEs have been listed in Table 9 according to values of G/TA
ratios. In 25 out of 39 MEs, profits earned have been medium to high, varying
between 10 to 50 per cent. In the BUP study, profit rates were above 20 per cent for
all sample MEs except two. Interestingly, as in the case of TFP, degree of profitability
tended to be high in those industries which ranked low to medium in terms of capital
intensity in the sample MEs in both studies (Table 9). On the contrary, MEs
characterized by highest capital intensity appeared in general to have exhibited lowest
profit rates, implying perhaps, among other things, low capacity utilization and
inefficient production organization. Thus, the results of both TFP and G,/TA tend

® In case of family labour imputed values (cquivalent to average wages for the skilled workers employed
in the MEs as hired workers) have been deducted from family income to estimate profits.
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to suggest (except a few MEs) that the use of intermediate technology might prove
more useful and effective towards ensuring better utilization of resources by the MEs.

Table 9: Distribution of MEs According to Values of G /TA
(Values are ratio of Profits to Total Assets)

Profit Rates Distribution of MEs

Upto 10 percent Handlooms, Dairy Firm, Fisheries, Rickshaw/Van Assembling, Bobbin
Manufacturing, Brass Works, Photography, Plastic Rope Making, Sanitary
Ware, Fishnet Making, Ice and ice-cream Factory, Packaging, Engineering,
Workshop (Lathe), Engineering Workshop (Welding).

10 to 25 percent Rice Mills, Beef Fattening, Handloom Manufacturing, Poultry Case
Making, Shakha Manufacturing, Cane and Bamboo Works, Wood Work,
Bakery Products, Garments, Electrical Goods.

25 to 50 percent Flour Mills, Poultry Raising, Rice Boiling and Milling.

50 percent and above | Chira/Muri Processing, Saw Mills, Milk Products, Footwear Making,
Aluminium Household Products, Tailoring, Oil Mills, Printing Press,
Fishnet making.

Source: Same as Table 8.

MAJOR STRUCTURAL CHARACTERISTICS OF THE MEs

Based on the fragmented evidence available from various micro studies some
observations can be made on the major structural characteristics of the MEs.

TECHNOLOGY

The MEs are small-scale units, which are labour intensive and use mostly traditional
technologies that are widely known. While overwhelming majority of the sample
MEs covered by both Kranti and BUP studies were found to be dependent on
traditional technologies, certain mechanized production techniques were in use by
industries such as rice mills, wheat crushing, oil mills, saw mills, flour mills, metal
works, printing and publishing, ice-cream plants and engineering workshops. It is
because the range of technologies used by these industries covers the entire spectrum,
from simple indigenous techniques learned at home to sophisticated imported
machine tools. Lack of knowledge about modern technology, non-availability of
foreign exchange, low production capacity and high running costs, etc. were the
major problems prohibiting use of modem technology. While nearly two-thirds of
the micro-enterprise owners (MEOs) in both studies indicated their willingness to
introduce new and improved technologies to achieve savings in production costs and
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increase profitability, majority of them had no idea about how to introduce
technological changes and adopt modern technologies. Further, unwillingness
resulting from inertia and lack of innovativeness and above all liquidity crisis
appeared to be important reasons for predominant use of traditional technologies
by the MEOs. Thus, like their counterparts in other small-scale rural industries, the
MEOs do not appear to have adequate awareness about the virtues of change and
modemization.

DEMAND AND LINKAGES

The bulk of the products and services produced by the MEs constitute light consumer
goods and services which are used primarily by the rural households although some
find markets in the urban households and overseas markets as well. The
manufacturing component of the MEs which ranges from the construction of
prefabricated bamboo walls or doors to fabrication of tools and equipment for
agriculture, fisheries, to the production of goods for household requirements which
are based on the use of wood and iron, to pottery, brassware or blacksmithy generally
find markets in the urban areas. The largest sub-component in the manufacturing
enterprises is handicrafts using cane, bamboo, jute, cotton, silk and leather which
thrive on widespread traditional skills and are carried out in the widely dispersed
rural households. These are the products which have good prospects for being
produced on enlarged scale involving improvement in quality and design to penetrate
both domestic urban markets and foreign export markets. The MEs operating in the
formal sector, particularly the fruits and vegetables processing units represent another
important sub-component which is a major industry having wide backward and
forward linkages and significant export potentials. Categorized as agro-processors,
such fruits and vegetable processing units produce variety of products such as fruit
juice, squash, sauces, ketch up, jam jelly, etc. Currently, 62 agro-processors are
reported (Salahuddin, 2000) to be registered with the Bangladesh Agro-Processors
Association (BAPA). The most widely known agro-processing enterprise in
Bangladesh is PRAN which has twelve production lines and serves both domestic
and export markets. However, despite having great potentials for exports, penetration
of foreign markets by agro-products of Bangladesh is being impeded by lack of
proper processing, post-harvest losses and poor quality standards.'®

Thus. unlike the traditional rural industry products, the future market prospects for
all kinds of products produced by the MEs are not dependent on the direct contact
between the producers and the consumers and the low-income rural market segments.

¥ For details on the prospects and problems of exporting agro-products in Bangladesh the reader is referred
to Salahuddin (2000).
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The other important sources of demand for the products of many MEs, particularly
those which produce goods that can be used in agriculture and by other industries
as intermediate inputs have significant linkage potentials and those producing high
quality consumer goods may find outlets in both domestic urban markets and export
markets abroad.

PRODUCTION LINKAGES

As discussed earlier, the MEs through having both forward and backward production
linkages with other sectors of the economy, especially agriculture and modern small-
scale and large-scale industries, may stimulate faster rate of growth of the economy.
There may be backward linkages from the MEs in the form of demand for outputs
produced by other sectors of industries. Similarly, there may be forward linkages
from the MEs with their products being used by other industries. The BUP study
found that the MEs tend to have very strong backward linkages with agriculture by
way of using many agricultural products as their raw materials. However, the strength
of such linkages between MEs and agriculture depends significantly on the choice
of location and technology by them.

The other variant of backward linkages generated by agriculture to the MEs is in
the form of demand from agriculture for improved implements, irrigation pumps and
accessories and other simple tools and spare parts produced and fabricated in the
light engineering workshops which use intermediate technologies and are located
in the rural towns. However, the advantages arising from such backward linkages
could not yet be fully explored because irrigation pumps and motors are still allowed
to be imported. Thus, there exists vast potentials for generating employment and
incomes through expansion of the MEs producing agricultural machinery and spare
parts. Among many developing countries where production of farm implements and
tools undertaken by rural craftsmen proved a substantial source of backward linkage
from the MEs, the case of Pakistan and the Indian Punjab is most frequently referred
to (UN, ESCAP 1990).

The discussion in this section implies that the MEs having modest requirements for
capital inputs for both establishment and expansion, have high potentials to generate
substantial employment opportunities and raise their owner/operators permanently
out of poverty. Growing agricultural surpluses and the increasingly commercial
orientation of production creates high demand for setting agro-processing MEs to
satisfy both rural and urban demands. Similarly, demand for manufactured products,
such as tools, equipment and spare parts, etc. to serve the farmers and consumer
goods including household items such as furniture, utensils, etc. is also increasing.
All these provide bright markets prospect for the MEs and enhance their potentials
for growth. Further, if supported by appropriate market promotion policies and that
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other necessary incentives to realize their export potentials the agro-processing units
within the MEs may turn into viable sources of foreign exchange earnings. In India,
the agro-processing industries contributed to nearly 40% of the country's total export
earnings in 1987/88, indicating tremendous prospects of these industries as sources
of export earnings.

A NOTE ON THE MEOs

In so far as the MEOs are concerned, the proprietors or the operators are individual/
sole proprietors in 80 per cent of the cases and play the key role in managing their
business, starting from conception of the business idea to implementing it and to
organizing and running the operations. The proportion of individual ownership shoots
upto 90 per cent if the family enterprises are counted which are generally owned
and managed by the household heads. As expected, MEOs are predominantly male,
with female entrepreneurs constituting only 2 per cent of the sample of 392
enterprises covered by the Kranti Survey. The majority of the MEOs were relatively
young with over 60 per cent of them falling under the age group 20-45 when they
entered their business. A positive sign of their better ability to perform as
entrepreneurs is indicated by their high educational background. In the BUP study,
87 per cent of the MEOs had formal education and in the Kranti Sample the
proportion was 95 per cent with the level of formal education varying between
primary to post-graduate levels. Further, considerable proportion of the MEOs (17
per cent in the BUP study and 20 per cent in the Kranti study) also received training
from the formal institutions before entering their present occupations and more than
one-third received informal training, either on-the-job or through apprenticeship in
their present enterprises and from other enterprises. The higher incidence of the
trained MEOs was in the engineering workshops and poultry raising activities.

V. PROMOTIONAL POLICIES, INSTITUTIONS AND OPERATIONAL
CONSTRAINTS FACING THE MEs

POLICIES

As a key element of the poverty alleviation efforts, GOB emphasizes creation of
large-scale employment opportunities by undertaking integrated poverty reduction
programmes supported by credit, training and extension services and promotion of
small scale and cottage industries (SCIs) sector which was declared as a "Priority
Sector” in the 1986 Revised Industrial Policy. Unfortunately, the MEs as a sub-
category has been left unattended. Whatever promotional assistance has been
provided, it has gone primarily to either very large enterprises or very small



Momtaz : Development Potentials of Micro-enterprises 165

enterprises within the SCIs sector. As noted earlier, the MEs have thus fallen in a
grey area and have been by-passed by all the assistance programmes like credit and
extension services. As noted already, this is not surprising since the MEs are not
officially recognized as a separate category of non-farm activities.

Similarly, the operational characteristics of the MEs such as independence and rapid
decision-making, etc. render them unsuitable for programmes involving group lending
and have therefore remained beyond the purview of the NGO programmes. While
the institutional providers of credit are in general unwilling to accept risks of lending
to the MEs without collateral, there has been very little development of private
business advisory services (except MIDAS) to support small and micro-enterprise
growth.

INSTITUTIONS

Theoretically, there are a large number of institutions and organizations in the public
as well as private sectors which are directly or indirectly involved in the promotion
of SCIs in Bangladesh. However, except handlooms and sericulture, there is no
specialized institution for catering to the spegific needs of various sub-sectors. The
Bangladesh Small and Cottage Industries Corporation (BSCIC) is the prime mover
organization concerned with promotion of SCIs. The BSCIC having nation-wide
network of 64 district offices and four regional offices is ideally placed to assist the
ME:s, but it is over burdened with responsibilities in almost all fields of SCI
assistance. More importantly, it suffers from all weaknesses of a Government
bureaucracy and as a result suffers from inertia, bureaucratic sloth and inefficiency.
More importantly, BSCIC does not have any tailor made programme designed to
cater to the special needs of the MEs.

The Micro Industries Development Assistance and Services (MIDAS), established
originally with US financial assistance in 1982 provides credit and extension facilities
to the micro industries. More importantly it has introduced the MIDI programme
since October 1993 under which 1032 projects have been approved and 1009 projects
have been financed till December 1998. The projects generated 7117 employment
opportunities of whom 1621 or 22 per cent are female. Barring the performance of
these projects, it can be noted that MIDAS operation is too limited in coverage given
the vast needs for enterprise development and employment generation. Another
feature of the MIDAS interventions is that its projects are mostly located in the urban
areas and do not, therefore, cater to the needs of the rural development.

Some of the NGOs such as Grameen Bank and BRAC also promote productive self-
employment and income generating activities (IGAs) as part of their poverty
alleviation programmes. While BRAC activities promoted through its Enterprise
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Project are more organized and have better prospects for long-term growth, their
operations are confined to limited activity types and the overall coverage is also small.
To reiterate, there is no conscious policy intervention backed by any institutional
infrastructure to assist growth and expansion of MEs in Bangladesh except a few
donor assisted projects.

OPERATIONAL CONSTRAINTS

It is thus evident that micro-enterprise development needs are not being met by formal
sector institutions. Not surprisingly, therefore, the MEs suffer from various types of
operational constraints which impede their growth and expansion. Lack of
institutional credits, limited access to modern technology and almost total non-
availability of market information and other promotional support and extension
services are the major constraints hindering the ME growth. Discussion with a
MIDAS stakeholder revealed that among the most severely faced constraints by the
MIDAS assisted MEOs, shortage of working capital, stiff competition from domestic
and foreign goods, marketing problems and bureaucratic hassles involved in obtaining
trade licenses and other support services are the most important. Unlike their SCI
counterparts, the MEs also do not have membership of any trade associations or
their own Chambers of Commerce and Industries to protect their interests against
intended and unintended policy discriminations. They are thus extremely vulnerable
to various possible supply and demand related constraints arising from policy-induced
discriminations and their own structural weaknesses.

However, as the MEs constitute a vibrant and productive segment of the SCIs, spread
over agro-processing manufacturing and service activities, they should be vigorously
promoted to augment both agricultural and industrial growth. Their scale of operation,
location, input requirements, and efficiency in resource utilization, etc. qualify them
as the most effective instruments for attacking rural poverty and accelerating rural
development.

VI. CONCLUSIONS AND RECOMMENDATIONS

The MEs occupy potentially a very important place in the national economy of
Bangladesh as sources of non-farm employment and income generation, especially
in the rural and peri-urban areas. Generation of low-cost employment opportunities
and sources of incomes for the poor and the marginal farmers, establishment of
linkages between agriculture and industry and raising standards of living for the rural
households, etc. are some of the important perceived advantages of the MEs. Their
export augmenting potentials are almost limitless but remain to be realized through
putting in appropriate policies and incentive structures.
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Based on the end-use of the products produced and the type of raw-materials used,
three broad sectoral categories, i.e. manufacturing, agro-processing and services
dominate the ME sub-sector in terms of both number of enterprises and the number
of persons employed in them. While an extensive array of products are produced
by the ME sub-sector, they fall primarily into three important broad industry types,
such as food and allied products, fabricated metal products and wood, cane and
bamboo products industries when ranked into various industry categories.

The MEs operate on a small-scale basis and have on average about 7 workers per
enterprise. The overwhelming majority are located in the rural market places and
growth centres near the upazila headquarters and display predominantly rural
locations. However, unlike the typical rural-based SClIs, they are characterized by
dominance of hired workers and wage employment as opposed to family workers
and non-wage employment. Similarly, the incidence of part-time employment is also
quite low in the MEs, varying between 10 to 20 per cent.

Due to small-scale operations and use of predominantly simple indigenous
technology, the MEs appear to use modest amounts of fixed as well as working
capital. Similarly the average initial capital required for starting an ME is also rather
small.

The overwhelming majority of the MEs are organized as individual or sole
proprietorships. The MEOs are relatively young, educated and trained and thus seem
to have necessary background to be able to set up and run an enterprise efficiently.

The majority of the sample MEs are labour intensive as indicated by the modest
amount of fixed capital required to employ a worker and generate an unit of output.
The MEs having low to medium capital intensity tend to have relatively high total
factor productivity as well as high rates of profitability. These results suggest that
in order to ensure optimum utilization of resources and ensure high long term growth
the MEs may use intermediate technology.

While the MEs offer commendable prospects for low-cost employment and income
generation and also have high potentials for generating agro-industrial linkages, and
augmenting foreign exchange earnings their promotion and dynamic growth remains
unattended. Consequently, they suffer from various operational bottlenecks which
impede their growth and expansion. Shortage of working capital, limited access to
modern technology, stiff competition, lack of access to market information, and
bureaucratic hassles involved in obtaining trade licenses and other essential support
services figure as the most critical constraints confronting these enterprises.
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POLICY RECOMMENDATIONS

The existing policy support and institutional infrastructure geared to promote the
small industries sector serve the needs of either very large or very small SCIs and
therefore by-pass the MEs. Needless to mention, the MEs are left out as a "grey
area" despite having immense potentials for growth and expansion. It is thus
imperative that the MEs should be officially recognized as a separate category of
industrial enterprises and declared as a "priority" sub-sector to stimulate their growth.
An important first step in this direction would be to use an operational definition of
the MEs to give them official recognition and identify them as separate categories.

In the interest of higher and sustained agricultural growth through diversification
and modernization, GOB should assist growth of MEs, especially the agro-based
and agro-support categories through encouraging and facilitating private investment
in these industries. In order to do this effectively, a conducive environment for private
investment by the small scale ME owners has to be created by putting in place a
comprehensive policy package and an appropriate institutional network to implement
such policies and deliver the extension services. A careful balance in the policy mix
relating to the supply and demand related assistance measures should be maintained.

All policies and regulations (i.e. legal, administrative, regulatory and promotional,
etc.) should be supportive of ME growth and should contain no elements of
disincentives or discrimination. Appropriate policy measures should be undertaken
to remove the anomalies in the existing import duties on raw-materials and finished
goods to enhance SME competitiveness. A reduction in the VAT rate imposed on
the MEs may be seriously considered. The present ad-hoc arrangements for
developing the ME sub-sector through undertaking and implementing donor
sponsored targeted Income Generating Activities (IGAs) as poverty focussed
programmes will not be enough to cater to the development needs of the ME sub-
sector. A comprehensive support and assistance programme suggested along the
above lines has to be designed and implemented.
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Appendix Table : A-1
Capital (Labour) Intensity, Productivity and Profitability (Tk.)
in the Sample Micro-Enterprises Covered by Kranti Study
Name of Enterprise FCLL FCIL FCL/VA | VA/FCL| VLI TFP |GI/TA
Poultry Raising 18389 | 60424 2.08 048 | 29688 0.85 ] 0.16
Rice Mills 2033 7033 0.53 1.88 | 11465 264] 021
Rice Boiling and Milling 14691 | 80086 033 | 3.07 | 60998 3.11) 043
Four Mills'Wheat Crushing 33125 | 105000 075 | 133 | 58575 | 2.13] 040
Chira/Muri Processing 25078 | 51678 135 | 074 | 6887 | 045( 054
Qil Mills 130789 | 557618 118 | 085 | 203559 | 136 091
Saw Mills 57692 | 67000 4.75 021 8191 0.63| 038
Beef Fattening 4650 | 15150 0.67 148 | 13790 | 2.08] 0.23
Fisheries 80908 | 94241 298 | 033 | 25150 | 060| 0.08
Dairy Firm 8750 | 41250 138 | 073 5700 | 045 0.04
Cane and Bamboo Works 396 396 043 | 231 5943 | 4.16] 033
Pottery 480 | 5280 023 | 427 2048 2221 042
Handlooms 4500 | 7894 183 | 055 2920 136| 0.03
Wood Work 2481 1975 034 | 295 | 11725 248 028
Bakery Production 8938 | 18114 0.96 1.04 | 13668 1941 022
Milk Products 1538 | 33865 0.19 191 | 10479 | 068 070
Footwear Making 15086 | 50800 044 | 229 | 43997 343 0.78
Alluminium Household Products 3625 3625 029 | 348 | 13771 262 | 0.66
Tailoring 1385 2569 0.60 1.67 3006 546 1.00
Garments 128099 | 16137 095 | 1.05 | 17660 | 2.87] 036
Electrical Goods 7033 | 19033 039 | 255 | 2444 | 364| 042
Engineering Workshops (having Lathe) | 18933 | 28528 | 256 | 039 | 9884 | 150/ 0.16
Engineering Workshops (Welding) 16925 | 40157 227 | 044 | 11531 1211 013
Printing Press 9229 9229 2.57 0.39 10103 206 062
Rickshaw/Van Assembling 5450 5450 137 | 073 4981 1.65| 0.08
Bobbin Manufacturing 10402 | 10772 182 | 0355 2873 0.80| 0.04
Brass Works 1364 3318 0.44 229 3820 254| 0.08
Photography 3333 | 10083 327 | 031 2474 | 097 0.02
Handloom Manufacturing 193 193 095 | 105 4668 | 3.76| 0.25
Fish Net Making 1154 2662 0.30 331 7636 488 061
Plastic Rope Making 18857 | 47429 1.96 0.51 11233 078 0.10
Sanitary Ware 6838 | 32685 0.89 1.12 2911 038 0.05
Tiles Making 12364 | 21455 124 | 08! 2963 076 0.05
Radio Assembling 1833 1833 037 | 267 | 34850 | 025] 239
Ice and ice-cream Factory 46000 | 70473 268 | 037 5920 | 034 0.09
Poultry Case Making 4729 4729 1.36 0.74 4060 1.36 [ 0.14
Shakha Manufacturing 4767 4767 0.98 1.02 7325 | 203| 013
Blacksmithy 3000 | 4300 1.99 | 050 2265 1.37| 0.08
Packaging 125 125 175 | 037 3966 | 1.66] 0.09

Source: Based on the Kranti Baseline Survey Data.
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Annexure : 1-A
Distribution of MEs by Industry Types

Industry Type No. ]
Agro-Based Industries:
Rice mills 6 11.1
Chanachur making 1 1.8
Wheat Crushing 1 1.8
Flour Mill 1 1.8
Chira mill 1 1.8
Oil mill 1 1.8
Saw mill 6 11.1
Wooden furniture 1 1.8
Sub-Total: 18 33.0
Agro-Support Industries:
Cartwheel making 3 5.8
Boat making 3 5.8
Engineering works (dhalai) 8 14.8
Sub-Total: 14 259
Service Industries:
* Rice mill 3 586
Pulse crushing 2 3.7
Chira mill 1 1.8
Oil mill 2 37
Saw mill 1 1.9
Yarn dyeing 2 33
Printing and publishing 1 1.9
Sub-Total: 12 224
Other Manufacturing
Ice-cream making 1 1.8
Handlooms 8 11.1
Loom manufacturing 1 1,8
Van and Rickshaw body making 1 1.8
Iron and steel furniture 1 1.8
Sub-Total: 10 18.5
Grand Total: 54 100.0
Note : * Providing only rice husking/crushing facilities excluding boiling and

other operations.

Source : Adopted from BUP (1992) study.
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Annexure : 2-A
Sub-sector wise Distribution of MIDAS Approved MIDI Projects

During August 1993 and December 1998

S1. No/| Sub-Sector No. of Projects
L. Food Processing 42
2. Poultry 19
3. Fishery 09
4. Floriculture 03
5 Mini Garments/Textiles 336
6. Grocery 66
7. Specialized Store 178
8. Handicrafts 48
S Engineering 57
10. Electrical 28
11. Leather 13
12 Plastic 11
13. Chemical 20
14. Medical Services 41
15. Specialized Service 61
16. Printing/Publication 30
17. Furniture 10
18 Dairy 02
19. Miscellaneous 80
Total : 1054

Source: MIDAS, Dhaka, 1999

171



172 Bangladesh Journal of Political Economy Vol. XV

Annexure : 2-B
Sub-Industry Categories of ADB Sponsored Projects Financed by
Agrani and Rupali Banks During 1987-1991

Sub-Sectors No. of Projects
Livestock and poultry (feed mills, dairies, leather produce, etc.) 5
Fisheries (fish processing, fishing net, fishing boats, etc.) 2
Services/equipment (ice plant, cold storage, engineering -
workshop, agricultural equipment, etc.)
BMRE 1
Non-agro-based rural industries (handlooms, silk weaving 11
ceramics, salt production, etc.)
Transportation 11
Food Processing 4
Textiles 1
Crop-based activities (edible oil processing agro-based chemicals, etc) 2
Other manufacturing 9
Total : 50

Source : ADB, Dhaka, 1993
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Growth Trend of Aged in Bangladesh and Related Issues

M. Zainul Abedin*

1. Introduction

In terms of population Bangladesh is the ninth largest, and a populous country of
the world. She had a total population of 113.2 million in 1993. In the same year
population per square kilometre were 765 in Bangladesh as against 273 in India.
156 in Pakistan, 145 in Nepal, 266 in Srilanka and only 32 in Bhutan'. In that year
(1993) life expectancy at birth was 58 years for Bangladesh as against 61 years for
India, 62 years for Pakistan, 72 years for Srilanka, 54 years for Nepal and 48 years
for Bhutan.?

Bangladesh is not only a thickly populated region but also one of the poorest countries
of the world. In 1993 per capita GNP in Bangladesh was only Us$220 as against $290
in India, $430 in Pakistan, $600 in Srilanka, $160 in Nepal and $170 in Bhuttan.” Poor
per capita income partly demonstrates her poverty situation. Again, poverty is very
much linked with high birth rate as well as high death rate. However, thanks to the
development of medical facilities which retarded high death rate. specially during the
post-liberation period (after 1971). As a result life expectancy at birth rose from nearly
47 years in early 1970s to 58 years in early 1990s. Since the birth rate could not be
brought down simultaneously, the growth rate of population remained over 2 per cent
during 1970s and 1980s. Only in the early 1990s, the government claimed that the
growth rate of population went below 2 per cent. The purposes of this article are to
show the growth trend of Bangladesh population in general and the aged in particular,
and to suggest some measures for solving the the problems of the senior citizens.
Secondary sources of data are used for this purpose.

2. Growth Trend of Population

The population of Bangladesh was only about 29 million at the beginning of the
20th century (1901). Before the First World War it rose to over 31 million in 1911

Professor of Economics, Institute of Bangladesh Studies, Rajshahi University
Statistical Pocket Book of Bangladesh, BBS, 1993, P. 355

Ibid., P. 356

Ibid., P. 355
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(Table 1). The total increase of the decade was slightly over 9 per cent and the
exponential annual growth rate was less than 1 per cent. This slow growth rate of
population declined further during 1911-1931.

Table 1: Growth Trend of Bangladesh Population (1901-1991)

Census year Population Change in % Growth rate
(exponential)

1901 28,927,786 - =
1911 31,555,056 9.08 0.94
1921 33,254,096 5.38 0.60
1931 35,604.170 7.07 0.74
1941 41,997,297 17.96 1.70
1951 44,165.740 5.16 0.50
1961 55,222,663 25.04 2.26
1974 76,398,000 3835 248
1981 89.912.000 17.69 2.35
1991 111,455,185 23.96 217

Source: BBS, Statistical Pocket Book of Bangladesh, 1995, p. 130.

During the next decade (1931-41) the total population went up by about 18 per cent
with an alarming annual growth rate of 1.7 per cent. The decade of 1941-51
experienced a very slow growth rate of population not because of the fall of birth
rate but for the migration of minority population to India during 1947-51. The real
population boom took place during the decade of 1951-61 when population jumped
from about 44 million to over 55 million with a rise of over 25 per cent and an
annual growth rate of 2.26 per cent.

The post-liberation period (1971-91) experienced a very high growth rate (over 2%)
of population in Bangladesh. As a result the total population swelled from about 70
million in 1971 to over 111 million in 1991. With the boom of total population, the
size of aged in Bangladesh also increased.

3. Growth of Aged by Sex

Table-2 exhibits the growth trend of aged (55 years and over) in Bangladesh by sex.
Within a period of seven years (1974-81) the total population of Bangladesh increased
by 22 per cent while the number of aged rose by 21 per cent. Among the aged, the
number of male went up by 20 per cent as against that of female rose.by 22 per cent.
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Table 2: Growth Trend of Aged in Bangladesh By Sex
(1974-2000 A.D.) _
(in ‘000")
Census year Total Population Age Group
1-54 55+
1974 Both sex 71478(100)  66069(92) 5409(8)
Male 37069(100)  34001((92) 3068(8)
Female 34409(100)  32069(93) 2340(7)
1981 Both sex 87120(100)  80595(93) 6525(7)
Male 44919(100)  41244(92) 3675(8)
Female 42201(100)  39351(93) 2850(7)
Decade (7 years) Both sex 22 22 21
Variation (%) Male 21 21 20
Female 23 23 22
1991 Both sex 106315(100) 98662(93) 7653(7)
Male 54728(100)  50432(92) 4296(8)
Female 51587(100) 48231(93) 3356(7)
Decade variation(%) Both sex 22 22 17
Male 22 22 16
Female 22 22 18
2000 Both sex 139693(100) 128229(92)  11464(8)
Male 71916(100)  65943(92) 5973(8)
Female 67777(100)  62286(92) 5491(8)
Decade Variation(%) Both sex 31 30 50
Male 31 31 39
Female 31 29 64
Variation in 1991 Both sex 49 49 41
over 1974(%) Male 48 48 40
Female 50 50 43

Source:

BBS, Statistical Pocket Book of Bangladesh, different issues. Figures in
parentheses show percentages.

During the next decade (1981-91) the number of aged rose by 17 per cent. Among
them, the number of male went up by 16 per cent as against that of female increased

by 18 per cent.
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It was estimated that the number of aged in Bangladesh would increase by 50 per
cent during the decade of 1991-2000. Among them the number of male population
would rise by 39 per cent while that of female would record a rise of 64 per cent.

At the end of Table-2 it was estimated that the number of aged in Bangladesh went
up by 41 per cent during a period of about two decades (1974-91). But it is interesting
to note that the same group of population will reise by 50 per cent within only a
decade (1991-200). From Table - 2 it is also clear that the rate of change in the
number of aged female group remains higher than that of the male group.

Table-2 also reveals that the percentage shares of the aged in total population were
8 in 1974, 7 in 1981 and 7 in 1991. However, this share is expected to be 8 in the
year 2000.

4. Urban and Rural Distribution of the Aged

Table - 3 displays the urban and rural distribution pattern of the aged in Bangladesh
over a period of nearly two decades (1974-91). It also exhibits the changing pattern
of the growth of aged in urban and rural Bangladesh. Over a period of seven years

Table 3: Bangladesh Population by Age Group, Sex, Urban and
Rural Distribution (1974-94)

(in ‘000")
Census Year Urban: Age Group Rural: Age Group
Total 1-54 55+ Total 1-54 55+
1974  Bothsex 6274 5916(94) 358(6) 65204 60153(92) .
Male 4541  4327(95)  214(5) 33532 30678(91) 2854(9)

Female 2733 2589(94)  144(6) 31673  29476(93) 2197(7)
1981  Bothsex 13228 12371(94) 857(6) 73892  68224(92) 5668(8)

Male 7370  6861(93) 509(7) 37549  34383(93) 3166(8)

Female 5858  5510(94)  348(6) 36343) 33841(93) 2502(7)
Decade  Both sex 111 109 139 13 13 12
variation (%) Male 62 59 138 12 12 11
Female 114 113 142 15 15 14

1991 Both sex 20872 19642(94) 1230(6) 85443 79019(92) 6424(8)

Male 11301 10588(94) 713(6) 43427 39843(92) 3584(8)

Female 9571 9054(93) 517(5) 42016  39175(93) 2840(7)
Decade  Both sex 58 59 44 16 16 13
variation (%) Male 53 54 40 16 16 13
Female 63 64 49 16 16 14

Source: BBS, Statistical Pocket Book of Bangladesh, various issues.
Note: Figures in the parentheses indicate percentage.
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(1974-81) total urban population increased by 111 per cent while the urban aged
jumped by as high as 139 per cent. On the contrary, the total rural population rose
by 13 per cent as against the rise of rural aged by only 12 per cent during the same
period.

However, the next decade (1981-91) experienced 58 per cent rise of total urban
population as against 44 per cent increase of the aged in urban areas. In the rural
areas there was 13 per cent increase of the aged as against 16 per cent rise of total
population during that decade. It is interesting to note that the rise of female group
was always higher than that of the male group in both the urban and rural areas.

The growth rates of urban population as well as urban aged are much higher than
the same of national averages. The main factor is the migration of rural population
to urban areas for many reasons. In case of the aged it is more important because
the urban working male member of the family shifts his dependents and aged mother
and father from rural to urban areas. This occurs in many cases. The share of the
aged in total population also increases because of the declining fertility since it has®
significant effect of decreasing the proportion of the young and of increasing the
proportion of the elderly’* (UN 1994).

5. Problems of the Aged

Most of the aged in Bangladesh suffer from various diseases and health problems.
A study recorded the following common diseases of the aged: Pain (15.4%),
Diarthoea (13%), Anaemia weakness (10%), Asthma (10%), Cough and cold (7%).
Peptic ulcer, (7) and blood pressure (6%), Eye disease (5%), Diabetes (4%) and
cardica problems’ (3%). Islam and Stator observe that dysentery, respiratory fever
and diarrhoea are the major causes of deaths of older people in Bangladesh.6

Other major problems of the aged include their dependence on others, feeling of
loneliness and emptiness, psychological and social isolation, etc. The recent change
in the role and status of the aged in the modern families also brings new problems
of adjustment for the aged in BangladeshT. The break away of the joint families also
brings serious disasters for the elderly population.

«  UN.O, (1994), “The cause of the Aging populations: Declining Mortality of Delining Fertility?”
Population Bulletin No. 4, 1994,

s BAAIGM: Epidemiolgy Research: Health of the Elderly, Dhaka, 1988.

s Islam. M. N. and Sattar, M. A. (1996), “Epidemiology of Aging in Bangladesh-An Overview”
The Elderly in Bangladesh and India, Department of Stutisties, Rajshahi University.

7 Similar Problems were observed in India also. See kirpal Singh Soodan, Aging in India, Calcutta:
Minerva Associates (Publications) Pvt. Itd. 1975, P. 126
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6. Remedial Measures

The mass media including radio, television, video, cinema, newspapers etc. should
project motivational programs for influencing the younger members of the families
for taking necessary care of the elderly people. They are the experienced, wise and
mostly devoted people whom we should love and respect. The media should focus
on this aspect. Specific motivation programs may be introduced highlighting the
merits and the social bondage of the traditional joint family system that our
forefathers enjoyed.

Secondly, the government should frame a comprehensive old age policy covering
financial and medical assistance. Old age pension scheme should be implemented
for all the senior citizens of the country. For this purpose the government can accept
contributions from the able citizens under certain rules.

Special medicare for elderly people should be introduced in all hospitals, health care
centres and public dispensaries. The private sector may also provide the aged with
medical facilities on reasonable prices.

Thirdly, old age insureance schemes should be expanded and popularized in such
manners that these might cover almost all the adult people of the country. The private
insurance companies may also participate in large scale in this gigantic but sugust
task.

Western styled old age homes with medical, recreational and other facilities may be
developed in the public and private sectors. In this regard the NGOs may play a
pivotal role.

7. Conclusion

The aged built our present and the future by their hard labour, devotion and sacrifices.
Among us, they are the most experienced and the wisest people. They kept no stone
unturned for our betterment. So, we should make all our efforts for ensuring the
welfare of the aged.



Cultural Values and Economic Development: Some
Reflections on Bangladesh Experience

Ashraf Uddin Chowdhury™

Two important developments in Bangladesh have given rise to hopes and despair
regarding prospects of economic development among economists, business
community, policy makers, development partners, and other quarters. The hope-
related development is the emergence of Bangladesh in recent years as a leading
LDC in terms of per capita growth performance. The despair-related development
refers to the deteriorated or static debilitating forces relating to some aspects of the
cultural milieu of the society. An attempt is made here to appreciate the significance
of these forces to economic development and gain some insights into the prospects
of economic development of Bangladesh.

The Place of Cultural Values in Economic Development

The stepwise and backtracking framework of analysing the causes of economic
development is helpful to make sense of the role of cultural values to economic
development. In explaining economic development, defined, at the cost of
oversimplification, as the per capita growth of GDP, the framework involves (i)
identification of the sources of growth; (ii) identification of the factors behind the
sources of output growth; (iii) formulation of economic policies needed to produce
the necessary factors, and (iv) ensuring their efficient use and implementation of
the policies through a set of institutions.

The policies through some rules and regulations and the subjective mental constructs
and filters called cultural values are used by individuals of the society to interpret
the real world around them and make choices. Thus the significance of the cultural
values or for that matter non-economic factors is particularly felt in the fourth step,
though the recognition begins at the third stage of policy formulation, in the way
of whether some particular values will facilitate the introduction and implementation
of the required economic polices.

* Professor of Economics, University of Dhaka.
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Linkage Between Institution and Cultural Values

Institutions generally evolve or are created in keeping with the socio-economic and
political values of the society. The most universal example of this is the
institutionalisation by the Western capitalism of the most influential values
descending from the Age of Enlightenment. Many institutions around the world
including Bangladesh have been established by adapting the Western models to local
conditions. Also, people are trained and motivated to learn and recognise the
institutional role and value. The interrelationship between institutions and cultural
values implies that the effectiveness of institutional role depends on the compatibility
of the institution and cultural values of the society.

Institutional Quality and Growth Performance

That some cultural practices are more productive than others are because enormous
variations in entrepreneurial skills, transaction cost, attitude to education, work habit
and response to rules and regulations etc. can be found in different societies. East
Asian growth performances owe greatly to institutions, which embody these qualities.
This is also true for postwar European growth. Postwar European growth was fueled
by wage moderation and high investment, which in turn were possible due to the
establishment of well-suited institutions. Domestic social and economic institutions
disseminated information and monitored the compliance of the capitalists and trade
unions with the terms of their agreement to moderate wage-claims and boost
investment. Also, at the international level, institutions were established to coordinate
various national programmes along export-oriented lines.

Prerequisites of Rapid Growth

East and Southeast Asian development experience provides some useful guidelines
as regards the prerequisites of rapid growth. These refer to (1) the initial socio-
economic and political conditionss; (b) the role of the government in respect of
making effective economic policies; (c) the level of skill and knowledge of the
population, and (d) the existence of appropriate institutions. The situation prevailing
with respect to these factors in the early years of rapid growth of the successful
Asian countries is considered to be the threshold level of the requirements. The socio-
economic conditions are represented by human development index (HDI), rice yield,
and labour productivity while political condition refers to the political stability of
the country. The role of the government refers to its ability to maintain
macroeconomic stability and provide friendly economic environment. The level of
skill and knowledge of the population can be judged in the absence of more relevant
informations, by the enrollment ratio of the secondary education. Appropriate
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institutions imply the existence of institutional facilities and conditions to enforce
property rights over goods and services.

The Status of the Prerequisites for Bangladesh

Bangladesh is required to move along an accelerated growth path taking lessons of
late development of the East and Southeast Asian countries, which caught up or are
in the process of catching up with the rich countries by growing rapidly over a shorter
period of time. Bangladesh is to grow by over 6.0 per cent per annum in GDP terms
for at least ten years to ensure a per capita growth of GDP of over 4.0 percent in
order to enable an average poor Bangladeshi to cross the poverty line. The most
important question that remains is what prospects are there for accelerated growth
paths for Bangladesh. This is attempted by looking into the strength and weaknesses
of the economy in light of the prerequisites considered above from the development
experience of the successful Asian countries.

The first prerequisite considered is the initial social and economic conditions of the
economy represented by the HDL, rice yield, and labour productivity. In respect of
all these three criteria, Bangladesh was at a very low ebb in the 1950s and 1960s.
and the indices have shown improvements in the recent years. This explains partially
why, in respect of growth performance, the country experienced sloth in the earlier
years and buoyancy in the recent years. The question of political stability is
considered later. The second prerequisite taken up is the role of the government i.e.,
the ability of the government to maintain a stable macroeconomic environment and
its capability to put in place market-friendly opportunities to the economy. Regarding
the former, Bangladesh has been successful to tide over the initial macroeconomic
weaknesses and made appreciable progress in achieving macroeconomic stability
measured by the rate of inflation, real deposit rate of interest, export performance,
budget deficit, and most importantly, savings and investment. The government has
also made considerable progress in respect of its role as the provider of the market-
friendly opportunities. However, Bangladesh has failed to increase the efficiency
of production, measured by total factor productivity, for the aggregate economy
though there is evidence of some increase in efficiency at some disaggregated levels.
The third prerequisite, the skill and knowledge of the population, presents a mixed
picture. In terms of the enrollment ratio, Bangladesh looks well placed—the current
enrollment ratio appears to be higher than those prevailing in the early 1980s in
some of the high growth countries. However, doubts remain as to the compatibility
of the quality of Bangladesh’s secondary education with that of the countries under
consideration. This is in view of the inadequate educational facilities, and most
importantly, the change in the social value system, which puts more importance on
getting certificates rather than on learning. The fourth prerequisite, the institutional,
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cultural conditions of the country, also presents a mixed picture. Definitive positive
developments are taking place in the social sector, literacy, empowerment of women,
health and sanitation etc. At the same time, the absence of a proper political
environment, deteriorated law and order situation, ineffectiveness of the judiciary
and law enforcing agency like the police, endemic corruption, very high rate of bank
defaults etc. have been matters of concern for everyone. These negative developments
are reportedly corroding incentives to investment, increased trade, and other
economic activities.

Conclusion

The central issue that remains is to give an indication of the growth prospects for
Bangladesh in the coming days. To do this, it is necessary to recall the status of the
preconditions of growth. First, although in respect of the initial socio-economic
conditions Bangladesh is lagging far behind the East and Southeast Asian countries,
the rather comforting fact is that this country has well attained some levels which
are comparable to those of the successful Asian countries at their earlier stages of
development. Bangladesh appears to have fulfilled, barring the political conditions
which is mentioned later, an important ingredient of accelerated growth. Second,
regarding the macroeconomic management, the government has been able to maintain
reasonable macroeconomic stability:low inflation, positive real deposit rate of
interest, increasing export ratio, decreasing budget deficit and most importantly
increasing savings and investment ratios. In respect of these indicators, Bangladesh’s
performance is comparable and in some cases better than the performance of the
successful Asian countries under consideration during the earlier stages of their
development. Bangladesh appears to have fulfilled an important aspect of the second
precondition of growth. However, it must be noted here that the increase in
productive efficiency significantly propelled the growth of advanced capitalist as
well as successful Asian countries, whereas the growth of Bangladesh has been due
to the growth of inputs only, by ‘perspiration not by inspiration’. Stagnation in the
productive efficiency is an important weakness of the production process. With
respect to the provision of ‘helpful policies’, which include openness to competition,
the use of the international markets, public provision of incentives for investment
and export etc., the positive role of the government cannot be over-emphasized.
Bangladesh fulfils the third prerequisite’, e.g., the level of skill and knowledge of
the population in quantitative terms, but it turns out to be inadequate when the
qualitative aspect is brought into the picture.

Coming back to the cultural aspect, a society’s culture generally consists of two types
of values, the core and the peripheral values. Core values are the time-honoured
values that remain relatively resistant to change. Peripheral values are those which
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are either imposed, imitated or artificially created ones or are practised in response
to the exigency of the period and are amenable to change. There is no meeting of
minds as to which values are core and which are peripheral. One line of opinion is
that our time:honoured cultural values trach the same morals that Adam Smith
considered to be the basis of the wealth of nations: frugality, industry, honesty and
fidelity. This ideology has been an important support for the excellent performance
of the Bangladesh professionals, students, businessmen and workers abroad. The
same Bangladeshis are said to be caught up in the vicious circle of some derogatory
cultural practices at home. The difference greatly owes to the lack of a proper
environment: the absence of appropriate institutions, lack of proper incentive
structure, and the lack of enforcement of the rules of the game.

The last point mentioned above would point to the fact that the unwholesome cultural
practices are mostly peripheral and not the core values of our society’s culture. Proper
rules and regulations and their enforcement will change the situation in the right
direction. Who could imagine that the culture of holding political meetings on the
streets of Dhaka city would ever be over? Enforcement of the law and the social
value both had their role to put an end to the problem. Likewise, other positive
changes, noted earlier, are also taking place. In cases of all the four prerequisites of
growth under consideration, there are elements relating to the value system and these
are relatively the weaker aspects of the economy. Thus, the overall institutional-
cultural barriers would seem to be the major debilitating forces to sap the country’s
social and economic strength. Accelerated growth prospects would, therefore,
crucially depend on redressing these problems by ensuring the policy and institutional
reforms.
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