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MACROECONOMIC DEVELOPMENTS 
 
Highlights 
 
• For FY2006, GDP growth is estimated at 6.5%, higher than the 

5.6% recorded in FY2005.   
 
• Agriculture output has rebounded after the flood-induced damages 

of FY2005. 
 
• Industry sector shows steady expansion, driven by strong growth in 

manufacturing.  
 
• Despite progress in fiscal reforms, revenue collection continues to 

lag projections. 
 
• Adverse effects of higher oil prices on balance of payments have 

been partly moderated by rapid growth in workers’ remittances and 
better-than-expected export growth.  

 
• The Taka remains under pressure due to higher import costs for oil 

and other commodities. 
 
• Monetary policy continues to accommodate buoyant growth in 

domestic demand.  
 
• Inflation is on an uptrend due to the increase in domestic food prices 

and pass-through effects of higher international prices.  
 
Agriculture 
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1. The agriculture sector is expected to stage a significant recovery 
during FY2006 following a setback in the preceding year due to the 
serious flooding.  
The aus (i.e. the 
first rice crop) 
was planted on 
1.03 million 
hectares and 
production stood 
at 1.75 million 
tons, an 
increase of 
16.7% over the 
preceding year. According to the provisional estimates, the area 
brought under aman cultivation was close to 5.8 million hectares.  Due 
to incessant rainfall and minor flooding, there have been minor losses to 
the standing aman crop in some districts.  On balance, foodgrain output 
is above-trend due to generally favorable climatic conditions, and to a 
sufficient supply of high yielding varieties, and other agro-inputs. This 

Agriculture sector 
stages significant 
recovery 

1 



 

year’s aman production is estimated at 10.8 million tons, an increase of 
10% over the production of the preceding year. Thanks to an uptrend in 
aman production, it appears that buoyant agriculture growth will 
underpin overall economic performance in this year. In addition, early 
production estimates for jute, potatoes, winter vegetables and both 
inland and marine fisheries appear promising. 
 
2. The planting of the boro crop, which is traditionally the largest 
crop of the year, has also begun across the country.  The forecast for 
the boro crop is 14 million tons. The outcome of boro crop will depend 
on weather conditions and on a sufficient supply of agro-inputs like 
diesel and fertilizer.   
 
Industry  
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3. The industrial sector continues to register robust performance. 
In the first 4 months of FY2006, output of medium and large scale 
manufacturing 
expanded by a 
strong 13.3% 
compared with the 
same period of 
preceding year. 
The increase in 
production was 
broad-based 
covering both 
export and 
domestic market oriented enterprises.  The output of food processing 
and beverage, textile, knitwear, leather footwear, furniture, paper and 
paper products, non-metallic products, basic metal production, cement, 
ceramic and pharmaceutical registered a steady increase.  Moreover, 
the output of small scale manufacturing registered a strong 
performance with first quarter production increasing by 9.5% over the 
same period of the preceding year. A steady uptrend in the production 
of gas and 
electricity was 
also recorded.  
During the first 4 
months of 
FY2006, 
production of gas 
increased by 10% 
compared with the 
corresponding 
period of previous 
year. Over the first 5 months of the year, growth of electricity production 
was 9.4% relative to the same period of the preceding year. The 
construction sector also picked up as indicated by high growth in the 
production of cement and import of construction materials. 

Manufacturing 
output sharply 
rebounds 
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Services 
 
4. Growth in services has kept pace with the strong growth in 
agriculture and industries.  There has been a substantial increase in 
cargo handled by the port and a sharp expansion of bank credit to the 
trade, construction and transport sub-sectors. Rapid growth in cell 
phone usage, the emergence of new private TV channel networks and 
expanding health care services will also contribute to the growth in 
services sector in this fiscal year.  Rising profits in the private sector 
banks is likely to have a positive effect on growth in financial services.  

Services continue to 
show strong 
performance 

 
Economic Growth 
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5. GDP growth is estimated at 6.5% in FY2006, higher than 5.6% 
in the preceding year, and reflecting a steady increase in domestic and 
external demand. Private consumption will be the main driver of growth 
during this period, bolstered by strong remittance inflows. Growth in 
FY2006 will be 
underpinned by 
steady expansion 
in industry and 
services, aided by 
a strong recovery 
in agriculture. 
While the strength 
of the expansion 
hinges on 
continued good 
climatic conditions and favorable external environment, there is also a 
need to maintain stability in the money and foreign exchange markets 
and to contain growing inflationary pressures. 

GDP growth is 
estimated at 6.5% 

  
6. Growth is by no means ensured in the medium term. Risks to 
the growth process include the longer-term consequences of the loss of 
quotas for the garment industry; the knock-on effects of high global oil 
prices; weak governance; and political uncertainty, especially in the run-
up to the January 2007 elections. 

Bangladesh faces 
several downside 
risks 

 
7. About 93% of the entire output of garments sector is exported to 
US and EU markets, with the EU accounting for 59% and US 34%. An 
early signal in the post-MFA period shows that the trend in garments 
exports from Bangladesh in the US market is encouraging while that in 
the EU market has slackened. Although Bangladesh enjoys duty-free 
access to the EU market under the Everything but Arms (EBA) Initiative, 
the rules of origin present a barrier to EU market expansion. 
Bangladesh's knit garments can generally meet the eligibility 
requirements because they have a high domestic value-added content, 
but woven garments, which rely heavily on imported inputs, are unable 
to meet the domestic value-added requirements. In this context, the EU 
offer to provide SAARC countries a regional cumulation facility for the 
purpose of meeting the rules of origin merits serious consideration.  
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Moreover, EU buyers are now increasingly looking at neighboring 
Turkey, Tunisia and Morocco, as makers of garments using EU fabrics 
to meet EU demands and provide quick deliveries. Bangladesh 
continues to face high tariffs for its exports in the US market.  Other 
challenges lie ahead: safeguards on the People’s Republic of China 
(PRC) will be phased out by 2008; the Indian textile and garment sector 
has undergone major technological restructuring and policies have 
been reformed to foster Indian garment trade.  
 
8. In the post-MFA world, the purchase order to delivery cycle 
(lead-time) has emerged as a crucial determinant of competitiveness in 
apparel trade. Bangladesh’s woven garments manufacturers have one 
of the longest lead-times, being one month longer than in major 
competing countries. The principal reasons for the long lead-time are 
the low availability of local woven fabrics, and poor infrastructure 
including ports, roads and rail (see pages 16-19 for the article on 
reforming Bangladesh Railway). In addition to upgrading infrastructure, 
Bangladesh also needs to improve its ability to quickly access supplies 
of raw materials. One innovative scheme for this is the establishment of 
a central bonded warehouse (CBW). Appropriate policies to set up 
CBW with adequate safeguards against leakages will be needed to 
ensure that local woven garments manufacturers do not lose out to 
competitors because of the long lead-time. CBW will be useful to source 
inputs such as yarn and fabric at world prices in order to compete in the 
global market.   

Lead-time is a crucial 
determinant for 
competitiveness in 
garments  

 
9. Foreign direct investment (FDI), by bringing capital, technology 
and management as well as market access, is a critical driver of 
productivity change in garments. Bangladesh’s garments industry was 
originally launched by foreign investors, mostly from the Republic of 
Korea and Hong Kong, who took advantage of Bangladesh’s low labor 
costs and export quotas in trade-restricted markets.  In recent years, 
FDI flows in garments sector diminished substantially as quotas were 
preserved for local industries. Now with the withdrawal of restrictions on 
FDI in the garments sector, a favorable environment for FDI must be 
created by improving infrastructure, fostering structural and sector 
reforms and improving governance.  There is, indeed, every reason to 
believe that Bangladesh can attract much more foreign investment, 
given its rapid growth and large domestic market (see Box 1). It is 
important, however, to ensure compliance with labor laws and social 
protection regulations to protect the workforce in the garments sector, 
and in other sectors which attract FDI.  It is needed not only for workers' 
welfare but also for raising productivity and quality level with improved 
motivation of workers.  
   
10. The impact of higher oil prices on the economy has been 
significant, but manageable, due to strong growth in remittances and 
exports.   A major mitigating factor is the abundance of locally produced 
natural gas. Natural gas meets nearly 60% of commercial energy 
requirements. It is increasingly being used by the domestic industries 
and is being substituted for petroleum products in the transport sector. 

Impact of higher oil 
prices is significant  
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As a result, the overall adverse impact of fuel price increase on 
economic growth, which usually acts through an increase in business 
cost and aggregate demand, has so far been quite limited. However, 
the oil price shocks may have medium to longer-term consequences for 
economic growth (see pages 11-15 for the article on macroeconomic 
impact of oil price increase). 
 

Box 1: Bangladesh included in Next Eleven (N-11) 
 

Few years ago, Goldman Sachs introduced the concept of the BRICs 
economies. The acronym BRIC stands for Brazil, Russia, India and China, a 
group of countries with both the size and the potential to become of great 
significance to the global economy over the next 50 years. More recently, in 
Global Economics Paper No: 134, Published in December 2005, Goldman 
Sachs has extended this concept. It has introduced the concept of the “Next 
Eleven” or N-11 –i.e. countries that also have tremendous growth potential. 
This group of countries includes Bangladesh, along with Egypt, Indonesia, 
Iran, Republic of Korea, Mexico, Nigeria, Pakistan, Philippines, Turkey and 
Vietnam. 
 
All the “Next Eleven” countries have large and growing populations and 
hence the potential to become global economic heavyweights. Goldman 
Sachs has developed a Growth Environment Score (GES), a composite 
measure which evaluates the capacity of each country to realize its growth 
potential. The key to turning potential into reality is therefore keeping in 
place the conditions for growth. GES measures a number of factors, which 
influence the rate of growth in economies. 
 
The factors are divided into five groups: 
• Macroeconomic stability (inflation, government deficit and external debt) 
• Macroeconomic conditions (investment rates and openness of the 

economy) 
• Technological capabilities (penetration of PCs; phones; and Internet) 
• Human capital (education and life expectancy) 
• Political conditions (political stability, rule of law and corruption) 
 
Bangladesh scores reasonably well on several of the factors described 
above such as macroeconomic stability and investment. But it does less 
well on measures of economic openness, technological capabilities, human 
capital and political conditions. Increased inward FDI can enhance the 
openness of the economy. Penetration of phones, PCs and Internet is 
growing rapidly.  Efforts to improve human capital need to be accelerated 
and put on a sustainable footing.   Improved governance is an essential pre-
requisite for higher growth. Considerable challenges thus remain to tap 
foreign direct investment and to realize the country’s growth potential. 

 
Fiscal Management  
 
11. Although some progress has been achieved in fiscal reforms, 
growth in revenue collection continues to be below the level envisaged. 
FY2006 budget projected a 16.6% increase in total revenue compared 
with the revised estimate for FY2005. In the six months of the fiscal 
year until December 2005, revenue under the National Board of 
Revenue (NBR) increased by 13.8% relative to the same period of 

 

Progress has been 
achieved in fiscal 
reforms  
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FY2005. Revenue collection during the period is around 41% of the 
annual target, slightly higher than 40% collected vis-à-vis the target 
during July-December of FY2005. 
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12. In line with the previous year’s performance, during the first half 
of FY2006, the domestic indirect taxes and income tax registered high 
growth rates of 18.5% and 18.7% respectively. In the FY2006 budget, 
the income tax 
large tax payer 
unit (LTU) was 
strengthened by 
defining a 
turnover 
threshold above 
which taxpayers 
will be included 
in its remit.  
Efforts are being 
made to identify 
tax evaders 
through the central intelligence cell. More transparent and standard 
procedures were implemented for income tax collection. Joint audits of 
income tax and VAT are being conducted to improve tax compliance. 
These measures resulted in 26,000 new taxpayers submitting tax 
returns under self-assessment in FY2005. The growth rate of import-
based taxes during the period, at 9.4%, was below expectations. 
Supplementary duty at the domestic level posted impressive growth of 
19.9% and VAT at the domestic (17.5%) and import stages (16.2%) 
recorded steady growth. The performance of supplementary duty at the 
import stage (2% growth) was also discouraging. Customs duty 
collection also grew at a low rate of 6.5% due to a decline in imports of 
milk, spices, edible oil and sugar.  
 
13. Although the institutional structure of NBR has been recast 
including setting up of the LTUs for income tax and VAT in line with IMF 
recommendations, required staffing and resources need to be provided 
to generate an appreciable impact on revenue collection. NBR plans to 
introduce a uniform tax payer identification system covering income tax 
and VAT to reduce tax evasion. Improving audit procedures and 
enforcement of tax collection are also essential. Establishment of an 
audit cell is underway at NBR to deal in a coordinated manner with all 
customs, VAT and income tax related audits.   
 
14. To increase the attractiveness of the National Savings Schemes 
as tools for domestic non-bank borrowing, the Government has raised 
their interest rates in December 2005. The investment limits on these 
schemes have also been substantially enhanced.  
 
15. Due to increased government spending, government borrowing 
increased in October and November 2005. The overall implementation 
of 2005 pay commission report will be phased-in, gradually with the 
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increase in pay bill expected to be limited to Taka 16 billion in FY2006. 
Meanwhile, Annual Development Program (ADP) implementation has 
been less than expected.  Government has also raised jet fuel prices in 
December 2005, continuing the upward adjustment of fuel prices made 
in September 2005.    
 
16. Despite external pressures, the overall budget deficit during 
FY2006 is expected to be lower than 4.5% of GDP projected in the 
budget, mainly due to underperformance in domestic capital investment 
(i.e. ADP outlays).   
 
Monetary Developments 
 

Broad Money Growth
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17. Monetary policy continues to be accommodative to strong 
domestic demand growth.  Broad money (M2) increased by 17.1% 
annually in November 2005 compared with an annual 15.6% growth in 
November 2004.  The 30.8% growth in net credit to the Government 
was the main factor 
contributing to 
higher growth in the 
broad money 
supply.  While the 
growth rate in net 
foreign assets of the 
banking system 
declined 
substantially (-
20.4%) in November 
2005, this was offset 
by growth in net domestic assets (23.2%). Despite efforts to downsize 
the public sector, credit to other public sector entities also registered a 
sharp increase at 64.0%, compared with 14.3% growth in the earlier 
period.  This was primarily a result of increased borrowing mainly to 
finance oil imports by the state-owned Bangladesh Petroleum 
Corporation. Private sector credit growth remained relatively stable (i.e. 
at 16.3% as against 16.5% in the previous twelve months). As of 
November 2005, reserve money increased sharply by 20.0%.  Although   
the net foreign assets of the Bangladesh Bank declined by 21.1% on a 
year-to-year basis, this was more than offset by a 90.4% increase in the 
net claims of the Bangladesh Bank on the Government.  

 
 

 

Monetary policy 
remains 
accommodative  

Credit to 
Government 
increases  

 
18. Bangladesh Bank made greater use of market-based 
instruments to manage liquidity, to keep inflation in check and to 
stabilize the exchange rate.   From December 2004 to December 2005, 
interest rates on 28-day treasury bills were increased from 4% to 7% 
(but remained below the inflation rate). The interest rates on 91-day and 
182-day treasury bills also increased respectively from 4.9% to 7% and 
from 5.8% to 7.2% during this period. The Bangladesh Bank actively 
used repo and reverse- repo facilities to strengthen daily monetary 
operations. Call money rates tended to be quite volatile during the past 
year, with the rate increasing from 7.6% in December 2004 to 13.5% in 
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March 2005, then reducing to 6.1% in September 2005 before rising 
again to 8.4% in December 2005.  As inflation rose, the commercial 
banks’ lending and deposit rates also increased during the past 
calendar year.   
 
19. In a bid to tighten monetary policy and tame inflationary 
pressures, cash reserve requirement was raised further, from 4.5% to 
5% and the Statutory Liquidity Requirement was increased from 16% to 
18% in October 2005. The Bangladesh Bank also tightened monetary 
policy by increasing the general provisioning requirement for consumer 
financing by the commercial banks from 2% to 5%. The Bangladesh 
Bank also made commercial bank risk analysis mandatory for all loans 
of Taka 10 million and above.   

Bangladesh Bank 
tightens monetary 
policy  

 
20. The Bangladesh Bank continues to take steps to improve the 
regulatory oversight of the banking system. Provisioning standards 
have been tightened through the creation of the special mention 
accounts for loans that become non-performing after 90 days. Five 
percent of the gross amount of the loan is now required as a general 
provision and, interest on these loans can no longer be booked as 
profit. A National Steering Committee led by the Bangladesh Bank has 
been formed to proceed with the implementation of Basel II banking 
standards. The Bangladesh Bank has also strengthened its capacity to 
supervise and regulate banks by performing comprehensive systems 
audits and by taking action against banks in violation of regulatory and 
prudential norms. Meanwhile, the process of divestment of Rupali Bank 
has made progress with the seeking of renewed expressions of interest. 
The tender documents are expected to be sent to the short-listed 
financial institutions by March 2006.  
 
Balance of Payments 
 
21. The performance of exports gathered pace as FY2006 
progressed.  After a sluggish performance during the first quarter with 
only 4.4% growth, exports rebounded during July-November of FY2006 
with 12.7% growth over same period of the preceding year. Export 
growth is particularly encouraging considering the uncertainties in the 
aftermath of MFA phase-out. Knitwear registered a high growth of 
24.7% although the woven garment exports grew only by 1.2% over the 
same period of FY2005. The other products recording notable growth 
include raw jute (72.1%), agricultural products (50.3%), chemical 
products (42.6%) and jute goods (15.9%). Tea and frozen foods exports 
recorded declines of 35.1% and 7.4% respectively.  

 
Exports growth is 
encouraging  

 
22. Import growth declined sharply to 11.0% during the July-
November period of FY2006, compared with rather high growth of 
23.0% in the same period of last year. Based on data available through 
October 2005, it appears that most of the decline took place in terms of 
foodstuff imports---i.e. food grains (-10.4%), milk (-24.4%), spices (-
26.8%), sugar (-57.2%) and edible oil (-12.2%). The declines have been 
triggered by a combination of factors including the improved domestic 

Growth in imports 
declines  
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harvest situation and a rise in international commodity prices especially 
for sugar. Imports 
increased notably 
for fertilizer 
(159.3%), iron and 
steel (55.2%), 
capital machinery 
(42%), petroleum 
and petroleum 
products (29.7%), 
pharmaceuticals 
(20.8%) and 
chemicals 
(20.4%). Imports in the coming months are expected to pick up, thanks 
to the increase in foreign exchange reserves due to the release of 
US$200 million under World Bank’s development support credit (DSC-
third tranche), disbursement of US$97.2 million by IMF under its PRGF 
arrangement and release of US$50 million under second tranche of 
Power Sector Development Program of ADB. Imports of oil and 
petroleum products are likely to increase significantly because of the 
government’s recent directives to the NCBs to open letters of credit for 
the Bangladesh Petroleum Corporation.    
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23. The trade deficit widened somewhat during July-November of 
FY2006 to $1120 million, from $1073 million in the corresponding 
period of the previous year. Despite a larger trade deficit, the current 
account 
recorded a 
surplus of 
US$75 million 
due mainly to 
strong growth in 
remittances. The 
current account 
posted a deficit 
of US$147 
million during 
the same period of the previous year. Workers’ remittances increased 
by 22.8% in the first seven months of FY2006 due to continued 
improvement in banking services and the increased number of skilled 
workers going abroad. The financial account recorded a deficit of 
US$219 million due to the sharp decline in MLT loans and due to large 
net outflows for short-term loans and trade credits. These resulted in a 
sizable deficit of US$369 million in the overall balance during July-
November of FY2006 from a surplus of US$484 million in the 
corresponding period of the previous year. The foreign exchange 
reserves dipped to US$2.4 billion at the end of November 2005 but 
recovered to US$2.8 at end-December 2005, mainly due to the release 
of funds from the development partners.   

Trade deficit widens  
 

Workers’ remittances 
show steady 
increase  
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24. Since it will be difficult to promote exports through tariff 
concessions, Bangladesh now needs to put more emphasis on fostering 
competitive advantages by improving market infrastructure and 
economic governance. There is a need for the country to diversify from 
its dependence on garment exports and to identify and promote new 
products through appropriate investment and trade strategies. 

Bangladesh needs to 
acquire competitive 
advantages to boost 
exports  

 
Inflation and Exchange Rates 
 
25. Inflation continued on an upward trend.  On an annual average 
basis, inflation (base year FY96=100) increased to 7% in December 
2005 from 6.7% in July 2005. The point-to-point inflation rate increased 
to 7.9% in November 2005 from 7.7% in July 2005 but declined 
somewhat to 7.1% in December 2005.  The higher inflation has been 
caused by the depreciation of the Taka, an increase in food prices, rise 
in international commodity prices and an increase in the domestic 
administered price of oil. Non-food prices also increased appreciably 
since July 2005. In addition, increased government borrowing from the 
banking system fueled inflationary pressures. A rebound in food 
production and the tighter monetary stance reduced the inflationary 
pressures somewhat in December 2005. The effects of the higher 
international fuel prices on inflation are likely to be limited, unless the 
Government alters its policy of allowing only incomplete pass-through of 
oil price increases to consumers.  

 
  

Uptrend in inflation 
continues  
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26. The Taka continues to depreciate against the US dollar, with the 
inter-bank exchange rate rising from taka 64.2 to a dollar in July 2005 to 
taka 66.1 to a dollar in December 2005.  The Taka’s depreciation is 
attributed to rising 
demands for 
foreign exchange 
to pay for oil and 
other essential 
imports.  The 
Bangladesh Bank 
sold foreign 
exchange to the 
market to help 
prevent the 
depreciation of the Taka.   Overall, the Taka to US dollar exchange rate 
depreciated by 8.4% during 2005.  

Taka continues to 
depreciate  
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MACROECONOMIC IMPACT OF OIL PRICE INCREASE IN BANGLADESH 
 
 Introduction 

 
27. In Bangladesh, the impact of higher oil prices on the economy in terms of balance 
of payments effect has been significant but manageable so far due to strong growth in 
remittances and better-than-expected growth in exports.  The direct inflationary effect of 
the oil price increase has been limited due to incomplete pass-through. A major mitigating 
factor is the abundance of locally produced natural gas that caters to over 60% of 
commercial energy need. Gas is being increasingly used by the domestic industries and is 
being substituted for petroleum products in the transport sector. As a result, the overall 
adverse impact of fuel price increase on economic growth, which usually acts through an 
increase in business cost and aggregate demand, has so far been quite limited.  However, 
the oil price shocks may have medium to longer-term consequences for economic growth.  
 
Balance of Payments Impact  

 
28. In Bangladesh, the immediate impact of oil price increase is on the balance of 
payments. The import cost for oil (crude and refined) has increased rapidly from $887 
million in FY2003 to $1,022 million in FY2004 and $1,602 million in FY2005, and is 
projected to further increase to $2,000 million in FY2006.  The oil import bills in FY2005 
increased by 57% or $580 million over the previous fiscal year. This terms of trade shock 
was equivalent to about 1% of GDP during FY2005. Given the large share of oil in 
imports, higher petroleum prices alone caused more than a quarter increases in total 
imports. Ninety one per cent of the increased cost for fuel imports was due to a surge in 
oil price while only 8% was on account of rising domestic demand.  During FY2005, about 
60% of the increase in trade deficit was due to incremental cost of oil imports. However, a 
serious balance of payments crisis was avoided mainly due to the robust growth in 
workers’ remittances. The current account deficit was contained to 1% of GDP compared 
with a small surplus of 0.2% of GDP during FY2004. While there has been some loss of 
reserves, and the exchange rate has weakened, the effects would have been much more 
severe if it were not for a substantial increase in workers’ remittances.  Remittances 
increased from $3.4 billion in FY2004 to $3.9 billion in FY2005, offsetting the vast 
increase in the petroleum import bill.  

 
Fiscal Impact 

 
29. Petroleum prices are set by administrative decree in Bangladesh, and domestic 
consumption continues to be significantly subsidized. In response to the soaring global oil 
prices, the Government adjusted upwards administered prices of petroleum products in 
incremental steps. Between May 2004 and September 2005, the prices of diesel and 
kerosene were (in Taka terms) increased by 50% while that of petrol and octane were 
increased by 27.3% and 28.6% respectively. However, in US dollar terms, the increase in 
prices of various products was only in the range of 16-35%. In comparison with other 
countries in the South Asia Region, except for kerosene, domestic fuel prices are lowest 
in Bangladesh even after the latest price increase. In September 2005, per liter prices for 
petrol and diesel were Taka 65 and Taka 46 equivalent in India (Kolkata) as against Taka 
42 and Taka 30 respectively in Bangladesh. This huge price differential between 
neighboring countries contributes to smuggling across the border.  
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Oil Prices 
(Taka per liter) 

Date of Adjustment Kerosene Diesel Petrol Octane 
1 May 2004 20 20 33 35 

23 December 2004 23 23 33 35 
24 May 2005 26 26 35 35 
19 July 2005 26 26 36 38 

4 September 2005 30 30 42 45 
 
 
30. Despite the recent fuel price increases, the petroleum subsidy remains very high, 
at about $520 million or 0.8% of GDP assuming the average oil price of $60 per barrel. 
The state-owned Bangladesh Petroleum Corporation (BPC) is funding its operating losses 
mainly with financing from the nationalized commercial banks and a credit line from the 
Islamic Development Bank.  No government budget has been provided to subsidize 
petroleum consumption.  BPC’s losses escalated to an estimated $445 million (equivalent 
to 0.7% of GDP) in FY2005. To reduce BPC’s losses, the FY2006 budget substantially 
reduced oil taxation; cut the duty rate on crude oil to 7.5% from 25%; lowered duty rates 
on petroleum products to 15% from 25%; and cut to zero the supplementary duty on 
products from 15%. Reduction of duties is also having budgetary implications since oil 
taxes account for about 10% of the Government’s total tax revenue.  
 
31. Without a substantial pass-through of international prices to consumers, BPC’s 
losses will remain quite large – these are forecast at $380 million in FY2006. The 
accumulated losses—in effect, a quasi-fiscal obligation—will eventually need to be dealt 
with by the Government. BPC is now finding it increasingly difficult to open L/Cs to import 
oil since it already has very large outstanding loans.  In addition, Bangladesh Biman owes 
a substantial amount to BPC due to aviation fuel purchased on credit. Recently, the 
Government has directed the nationalized commercial banks to open L/Cs for BPC.  This 
is envisaged as a temporary solution to the problem. BPC also approached some foreign 
commercial banks for funds to open L/Cs.   
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Inflationary Consequences of Higher Petroleum Import Prices  
 

32. Inflation increased steadily from 5.8% in FY2004 to 6.5% in FY2005 mainly due to 
higher food prices. On an annual basis, it further increased to 7% in December 2005. 
Direct inflationary effects of the oil price increase have been limited due to little weight 
(4%) of petroleum products in national CPI and the incomplete pass-through in view of the 
administered retail price of petroleum products in the domestic market. However, 
petroleum products are used not only as a direct consumption item but also as an input in 
the production chain. As a result, more energy-intensive producers will see their costs 
rise. Moreover, increased prices of imported goods caused by the higher international oil 
prices combined with the rise in import prices due to the Taka depreciation has also fueled 
inflationary pressures on the economy. The exchange rate experienced increased 
pressures and exhibited significant volatility due mainly to the rapid growth in imports 
relative to export growth, aided by the sharp rise in private sector credit. Although the 
Taka/US$ exchange rate remained relatively stable during previous 2 years, it depreciated 
by 8.4% during 2005.  
 
33. Due to the gradual nature of price adjustments and the incomplete pass-through to 
the consumers resulting from the less than proportionate upward adjustments in the 
administered prices compared with the rise in international oil prices, there has been 
limited impact of higher petroleum prices on inflation and growth. In addition, except for 
Bhutan, Bangladesh has the lowest (0.288) intensity of oil use in energy consumption in 
South Asia. Energy intensity of GDP (nominal and PPP) and oil consumption per capita is 
also lower in Bangladesh compared with most other countries in South Asia. 
 
Macroeconomic Policy Implications of Higher Petrol Prices 
 
34. The Government has been addressing the balance of payments pressures through 
a combination of measures including allowing the exchange rate to depreciate, and 
restraining domestic demand. The analysis of external sector outcomes raises a number 
of concerns.  Due primarily to the soaring import bill for petroleum, there are some signs 
that other essential imports, including for raw materials and intermediate goods, may be 
crowded out, and that this may adversely affect domestic economic activity.  If the money 
supply is excessively tightened to reduce inflation and ease foreign exchange pressures, 
this may lead to a deceleration in domestic economic activity, exacerbating the effects of 
lower imports of raw materials and intermediate goods.   
 
35. The key challenge for the Government is to mobilize sufficient external financing to 
ensure that foreign exchange is available in the market both for oil and for other essential 
imports, so that excessive pressures are not placed on the exchange rate or on the 
country’s foreign reserves. If domestic oil prices are not increased at pace with 
international prices (and subsidies reduced), the other policy options are financing the 
operating losses through bank borrowing or slashing development spending. Opting for 
such hard choices would have much more adverse implications in terms of 
macroeconomic management and growth. Financing the oil subsidy through bank 
borrowing as is currently done in Bangladesh contributes more to inflation and crowding-
out than does passing the cost of higher oil imports to consumers.  
 
 
 
 

13 



 

Energy Pricing  
 
36. Gasoline and diesel prices in Bangladesh remain notably lower than in the other 
South Asian countries, although these have been increased during recent months. Higher 
gasoline prices mainly affected users of light vehicles, and encourage conversion to use 
of compressed natural gas (CNG). The increase in gasoline prices did not appear to have 
significant adverse distributional impacts as those vehicles are mostly owned by relatively 
well-to-do persons.   The increase in the prices of diesel used by the farmers for irrigation 
pumps and in public transports and, kerosene used for cooking and lighting by the poorer 
segments of the population, did have adverse effects on the standard of living of the lower 
income population. While a case could be made for mitigating the hardships of higher 
prices on the users of kerosene in particular, no measures have so far been taken. 
However, in Bangladesh, the price of diesel and kerosene are presently the same to 
discourage adulteration by mixing kerosene and diesel.  Given the need for further 
subsidy removal, and for tariff rationalization, further study of the implications of energy 
prices on the poor, and options for protecting them from price-hikes, is warranted.    
 
37. Domestic prices of petroleum products are to be fixed keeping in view movements 
in international prices although for socio-political reasons, needed periodic adjustments to 
align retail prices with movements in international prices are not always made. Thus, 
under the existing system, which is not market-based, domestic petroleum prices often fall 
out of line with import prices. Prices of all forms of non-renewable energy contain different 
degrees of subsidies, and are not harmonized among gas, petroleum and electricity 
leaving scope for economic rents. The Government is currently working on a new national 
energy policy. Presently the emphasis is on pricing non-renewable energy at its economic 
cost with gradual removal of subsidies. Under the new policy, any subsidy provided 
should be explicit. 
 
38. Removal of subsidies, by raising fuel prices, will indeed impose hardships on the 
rural poor, who use kerosene for cooking and lighting. Increased diesel prices will 
increase the cost of living of the poor, directly through an increase in transport costs and 
indirectly through raising the prices of consumer goods. A withdrawal of the diesel subsidy 
will also raise the agricultural cost of production. A continuation of the subsidy, on the 
other hand, will impose significant budgetary burdens implying reduced expenditures on 
social and physical infrastructure, reducing the country’s long run growth potential. The 
hardships on the poor due to the subsidy withdrawal need to be carefully weighed against 
the likely growth foregone in maintaining the subsidies. If subsidies are contemplated for 
the benefit of the poor, mechanisms for targeting would also need to be evolved which, in 
practice, is not easy to implement effectively in Bangladesh.  
 
Energy Efficiency  
 
39. To help reduce the adverse impacts of rising petroleum spending on the budget, 
the Government introduced a two-day a week holiday, and has reduced outlays on certain 
items in the revenue and development budget. Instructions have been issued for the 
conversion of all government vehicles into CNG-use and to ensure that all newly procured 
government vehicles are equipped with CNG facilities. The Government has also 
encouraged the setting up of more CNG refueling stations and conversion facilities in the 
country. In addition to the reduction in the previous year’s budget of the duties on import 
of CNG conversion equipment and CNG kits, in the FY2006 budget, import duties on bus 
and truck CNG engines have been reduced from 25% to 15%. In the wake of rising oil 
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prices, an increasing trend is observed in CNG conversion of privately owned vehicles 
and public transport vehicles.  
 
40. To reduce dependence on imported petroleum and develop an appropriate fuel 
mix, the draft national energy policy stresses the need for maximizing use of indigenous 
fuels (gas, and to some extent, coal) and develop other sources of conventional and non-
conventional energy in meeting future demands. The use of imported fuels will be limited 
to purposes where no less expensive domestic energy alternatives are available. Use of 
CNG in all types of road and water transports will be encouraged to replace diesel and 
motor fuels.   There is also emphasis on reducing reliance on single fuel types to minimize 
the adverse effects of any potential global energy crisis. In addition to public investment 
for gas and coal exploration and extraction, the Government is encouraging private 
investment in these energy sources. Increasing efficiency of energy use in all end-use 
sectors and balanced development of various energy sources are likewise high on the 
policy agenda. 
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REFORMING BANGLADESH RAILWAY 
 

Introduction 
 
41. Bangladesh Railway (BR) is one of the largest government undertakings in 
Bangladesh, employing 34,200 staff. BR operates passenger and freight services on a 
mixed broad gauge and meter gauge network containing 2855 route-km (4443 track-km). 
BR carried 43.4 million passengers and 3.5 million tons of freight during FY2004.  BR’s 
organization structure comprises a head office with functional departments overlaid on two 
geographically defined zones (east and west zone) separated by the Jamuna River.  
 
42. Like many other railways, BR is a loss making entity. GOB funds BR’s entire deficit 
as a notional Public Service Obligation (PSO) and also all capital expenditure. BR’s two 
separate networks with a Broad Gauge system predominantly in the west and a Meter 
Gauge in the east, is a legacy from the past.  This is costly and does not make efficient 
operation easy. At present, BR faces strong competition from the road sector for both 
passenger and freight. Compared with its share in 1970s of 70% of passenger and 43% of 
freight, BR currently carries 13% of the freight and 7% of the passenger traffic for all 
inland transport modes.  
 
43. BR has undertaken some reforms over the years including a substantial reduction 
in employees and involvement of the private sector in several areas such as ticketing 
services with revenue collection, catering services for some passenger trains, and repair 
and maintenance contracts. While these initial reforms have improved revenue collection 
and on-board services to users, they have not brought significant improvement to the 
efficiency of operations nor to the quality and level of passenger or freight services.  
 
Railway Operations 
 
44. Passenger services are dominant, accounting for almost 83% of all traffic units1 in 
FY2004. Passenger services have, however, declined during the last decade and reached 
40 million passengers in FY2004/05. Passenger-km (pkm) traveled also declined, 
although to a lesser extent, reflecting an increase in journey length from 60 km in FY1983 
to 100 km in FY2004. In FY2002, the traffic was 4.3 billion pkm. Passenger operations are 
divided into three types of services – intercity trains (IC), mail/express trains, and local 
passenger trains. During 2001, about 40% of total passengers traveled on IC trains, 37% 
on mail/express trains, and the remaining 23% on local passenger trains. Taken as a 
whole, BR’s passenger services are unprofitable, with IC trains being a notable exception. 
Revenue from IC trains accounts for 75% of total passenger earnings. 
 
45. The importance of freight operations on BR is highlighted by the fact that while 
accounting for just over 17% of total traffic units, their contribution to gross revenues in 
FY2004 was nearly 34%. Freight traffic, which was 3.2 million tons in FY1983, fell to 2.6 
million tons in FY1996 but picked up thereafter, and during FY2004 was 3.5 million tons 
corresponding to 896 million ton-km (tkm). BR’s core business in freight revolves around 
five commodities i.e. food grains, containers, petroleum products, fertilizer, and stones, 
which together make up about 72% of total freight traffic. Container traffic between Dhaka 
and Chittagong represents an important growth potential. 

                                                 
1     Traffic units are the sum of passenger-kilometers and ton-kilometers.  
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46. In view of the high investment cost of railway infrastructure, the intensity of track 
utilization is an important dimension of productivity. Locomotive, coach and wagon 
productivity are indicators of efficiency of utilization of a railway’s assets while staff 
productivity measures the efficiency of staff utilization. BR’s track utilization, locomotive, 
coach and wagon productivity as well as staff productivity figures are lower than that of 
other developing countries in the South and Southeast Asian regions.  
 
47. Part of the reasons for the low productivity and operational performance of BR is 
the losing traffic. However, it also reflects the reality that in the past, BR’s staffing was 
allowed to grow too large and that it has not been using its assets efficiently. Labor costs, 
which consumed 59.6% operating expenses in FY1992, have been gradually reduced to 
36.8% in FY2004. This is the result of the voluntary staff separation program implemented 
with ADB assistance. Worn out and outdated railways assets including locomotives, 
passenger cars, freight wagons, and poor track condition, hamper efficient railway 
operations. Another constraint is the lack of capacity on some of its busiest routes, in 
particular the Dhaka-Chittagong corridor and the network on the west side of Jamuna river 
including the lines to India. Some of the sections on these lines have already reached 
their maximum desirable line capacity. The throughput is also low on these lines because 
of the use of outdated rolling stock with no brakes and the existing old signaling system 
used on many sections. Altogether, these constraints result in low average speeds, low 
rolling stock turnaround times and longer waiting times for cargo to find slots on wagons. 
Containers from Chittagong bound for Dhaka need to wait about 10 days to find a slot on 
container trains. 
 
48. A further operational problem is the number of accidents, especially derailments. 
From January – April 2005, there were a total of 310 derailments on the BR system 
including main lines, branch lines and yards. This compares with a total of 220 
derailments for the same period in 2004 i.e. an increase of 41% in 2005. Although there 
were no fatalities or injuries as a result of these derailments, these not only cause delays 
in train operations and availability but also point to the need to improve operational and 
maintenance practices in BR. 
 
49. Since BR has been tasked to meet social as well as economic objectives, social 
and political factors have often outweighed commercial considerations in the process of 
tariff setting. As a result, there has been sustained underpricing of passenger services, 
which are cross-subsidized by freight services. Compared with other countries, the ratio of 
BR’s average passenger fare per passenger-km to average freight tariffs per ton-km is 
very low. The ratio for Bangladesh is 0.26 compared with 1.2 for China, 2.2 in Japan and 
0.7 in Thailand. Passenger services account for 83% of BR’s services but contribute only 
58% of gross revenues. The financial performance has declined for past 4 years as a 
result of stagnant passenger tariff and freight volume. The operating ratio has deteriorated 
since FY2000 and is now down to 1.4 excluding provision of depreciation and PSO and 
welfare grants. 
 
50. BR has reached a critical juncture in its performance and is close to a cycle of 
decline experienced by many other countries’ railways services, i.e. lower revenue leading 
to a lack of maintenance and investments, causing poor services and further contributing 
to reduced revenue. The weaknesses in the railway subsector are manifested in declining 
market share, adverse operating indicators and reduced revenue generation. Their 
underlying causes are the policy, institutional, and organizational arrangements for the 
railways, which are based on the idea of running railways as a social and economic arm of 
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the Government rather than as a business. However, railways have the potential to be an 
efficient form of transport for certain critical market segments. A balanced transport 
system whereby railways can achieve its potential in market segments where it is 
economically and financially competitive will help in the economic growth of the country 
and ensure that the investments already made in the network can be utilized efficiently.  
 
51. The future performance of BR will depend on how effectively BR can adapt its 
services to its changing market position. The fundamental challenges for BR are therefore 
to establish a commercial orientation with a view to (i) arresting the decline in its share of 
the main market segments; (ii) improving the profitability of its operations; and (iii) 
generating sufficient income to finance necessary investments in selective capacity 
expansion, asset replacement, operational improvements, and safety. This will involve BR 
(i) running railway services along lines of businesses; (ii) concentrating on core 
businesses; and (iii) prioritizing investments based on financial and economic returns with 
a view to improving operational performance and capacity in major potential markets. 
These include the Dhaka-Chittagong corridor and the network on the west side of the 
Jamuna river including the route to the Indian state of West Bengal that caters for 
Bangladesh imports and exports.  
 
Challenges Ahead  
 
52. While railways worldwide face increasing competition from road, air, and water 
transport, BR faces even greater  challenges in overcoming its lack of commercial focus, 
low efficiency, poor service quality, political interference, aging fleet, and congested 
network on major corridors such as Dhaka-Chittagong and the corridor to India. On the 
Dhaka-Chittagong corridor there is significant demand for rail container and petroleum 
products services. The most profitable freight segment is containers, which accounts for 
22% of BR’s freight revenue. The containers are brought over to Dhaka Inland Container 
Depot (ICD) under the original bill of lading and the consumers can take delivery at the 
ICD or at premises of their choice. The service is convenient, cheaper than road and 
popular. Chittagong Port receives about 600,000 TEU (twenty-foot equivalent) containers 
annually and the volume growth is about 15% per annum. About 75% of these are for the 
Dhaka area i.e. about 450,000 TEU. BR is currently able to capture only a fraction of this 
traffic (about 43,100 TEU or about 10% of total). The balance is taken to Dhaka by road 
although it is not possible to transport laden containers by road between the two cities and 
containers are taken by road after destuffing at Chittagong Port. This is not only wasteful 
in terms of resources as each container is loaded onto 3-4 lorries but also defeats the 
economic benefits of containerization. BR’s low market share of this profitable market 
segment is mainly because it is not able to offer any more container trains due to 
infrastructure and rolling stock capacity constraints. Containers have to wait up to 10 days 
to be able to secure a place on BR trains.  
 
53. IC trains have emerged as the most popular and the only profitable component of 
BR passenger services carrying about 40% of passengers while contributing about 74% of 
passenger revenue. Non-revenue (ticketless) travel is not possible on the IC trains, which 
have only reserved seat accommodation. BR runs 4 IC trains between Dhaka and 
Chittagong daily. They run full and demand growth is very pronounced. IC train speeds, 
journey time and fares are also competitive with road service as IC trains complete the 
321 km journey by 6-7 hours against on road by 5 hours (the road distance is shorter – 
270 km) and the road fare is about Tk 150 per passenger against BR’s Tk 130.However, 

18 



 

due to lack of line capacity and low throughput on the corridor, more IC trains cannot be 
introduced to satisfy the latent demand. 
 
54. Development of coal deposits in Western Bangladesh is likely to bring substantial 
new freight traffic to BR. Two large mining projects are currently being negotiated with the 
Government of Bangladesh. TATA Group is planning to invest $2.5 billion on three 
projects in Bangladesh involving (a) construction of a 2.4 million tons p. a. steel plant, (b) 
developing a coal mine in Barapukuria, and (c) construction of a 1000 mw coal-fired 
power plant to provide energy for the steel plant. When fully ramped up, these 
investments would generate 4.8 million tons p. a. of inbound steel and flux, and 4.7 million 
tons p.a. of outbound steel coil and coal. Production of steel would start at the end of 
2009. All of this freight traffic is expected to move by rail. Asia Energy is developing a coal 
mine at Phulbari that, when fully operational, would produce 15 million tons of coal p. a. 
This would be sold partly to India (3 millions tons), partly in Bangladesh (4 million tons to 
Joydevpur) and to international markets (8 million tons through Mongla port). In addition, 
coal mining would produce gravel as a by-product, which would be sold in Bangladesh. 
Production is expected to start in 2008. If these projects come to fruition, BR’s freight 
traffic would increase many fold over its existing 3.5 million tons to about 20 million tons. 
Upgrading of the capacity of the lines to be used for this traffic will be necessary. To cope 
with this massive rise in demand for railway services, investment by BR and the private 
sector would be necessary for improvement of the rail infrastructure and rolling stock. At 
full production, the new traffic would generate a need for some 1400 wagons (for use in 
Bangladesh and India) and 40-50 locomotives (for use in Bangladesh). Up to 600 of the 
wagons, but none of the Bangladesh locomotives, could be supplied by Indian Rail. The 
demand for rolling stock will ramp up with production, so a smaller amount would suffice 
for the first 3-4 years.  
 
55. In many countries, the private sector would finance and manage rolling stock. 
Such a market does not yet exist in Bangladesh, but the planned coal and steel projects 
provide the opportunity to create such a public-private partnership. External funding for 
the initial rolling stock requirements (e.g., 400 – 500 wagons and 15-20 locomotives) may 
be available if conditions were created for a public private partnership (PPP) for managing 
the coal/steel traffic. For example, BR could tender the rolling stock to a private sector 
operator, who would: i) pay BR a leasing fee for the rolling stock, ii) contract for rolling 
stock maintenance, iii) contract with BR for use of infrastructure and movement of trains, 
and iv) manage the movement and handling of trains. The lease payment will help BR to 
pay the proceeds of the loan, which will be on-lent from the Government on commercial 
terms.  
 
Conclusion 
 
56. In order to seize the new opportunities in terms of increased domestic and cross-
border demand for railway services, BR has no option but to adopt a more commercial 
focus. Reforming BR by lines of business, and progressing in stages towards the ultimate 
goal of transformation of it into a corporate entity is the key to enhancing the efficiency of 
BR and the necessary improvement of quality and level of services. The main elements of 
reform initiatives would include restructuring BR into passenger, freight and other lines of 
business; improving BR’s financial governance;  improving the human resource 
governance system; improving operational and maintenance practices and performance; 
and transforming BR into a corporate entity.  
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