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MACROECONOMIC DEVELOPMENTS 
 
Highlights 
 
• Growth of gross domestic product (GDP) in FY2006 is estimated at 

6.7%, up from 6% in FY2005.  
 
• Growth was underpinned by a recovery in agriculture and robust 

performance in manufacturing, aided by a buoyant services sector. 
 
• Infrastructure constraints, particularly frequent power disruptions, 

deterred new investments and held back manufacturing growth.  
 
• Despite the tight monetary policy, high money and credit growth 

continues. 
 
• High monetary expansion, rising import prices, and depreciation of the 

Taka increased inflationary pressures. 
 
• Underpricing of energy products poses considerable risks to 

macroeconomic management.  
 
• The small surplus generated in the current account is a result of robust 

growth in exports and workers’ remittances and a sustainable level of 
import growth.  

 
• An overall downward trend prevailed in the stock market. 
 
Agriculture 
 
1. During FY2006, the agriculture sector rebounded sharply, following 
the flood-induced setback of FY2005, largely due to the strong performance 
of crops, horticulture, and fisheries. Aided by favorable weather, agriculture 
growth in FY2006 is estimated at 4.5% compared with 2.2% in FY2005.  

Agriculture sector  
rebounds sharply 
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2. Generally favorable climatic conditions, and sufficient supply of 
high-yielding varieties 
and other agro-inputs 
provided the basis for 
the strong recovery in 
foodgrain production.  
Estimated at 27.3 
million tons, food-
grain production is 
4.4% higher than in 
FY2005, reflecting an 
increase in yield rates. 
The 1.75 million tons of aus (i.e., the first rice crop) production, grown on 
1.03 million hectares, reflects an increase of 16.7% over FY2005. The area 
dedicated to aman cultivation increased to 5.4 million hectares from 5.3 

 



million hectares in FY2005. The area planted with local transplant varieties 
decreased, while that of high-yielding varieties increased significantly. Due 
to incessant rainfall and minor flooding, some districts have had minor 
losses to the standing aman crop. The average yield rate, however, 
increased sharply by 7.1% due to a boost in land fertility resulting from 
extensive flooding in the preceding year. This year’s aman production was 
10.8 million tons, an increase of 10.2% over production a year ago.  

Foodgrain 
production 
increased to 27.3 
million tons 

 
3. The harvest of the boro crop, traditionally the largest crop of the 
year, is now complete. Following a robust aman harvest, enthusiastic 
farmers, encouraged by higher prices, made an all-out effort for a 
successful boro farming program. The plantation area under boro 
cultivation during FY2006 is estimated at 4.1 million hectares, unchanged 
from FY2005. Despite some disruption in the delivery of key agro-inputs, 
notably diesel fuel and fertilizer, boro production is estimated at 14 million 
tons, a 1.2% increase over FY2005. Good weather conditions, intensive 
extension support, and use of a record quantity of certified seeds 
contributed to the bumper crop. Harvesting of wheat is also now complete. 
The area under wheat cultivation decreased to 0.5 million hectares from 0.6 
million hectares in the previous year. Production of wheat is estimated at 
only 0.7 million tons, 27% lower than FY2005. This decrease is due to the 
shortened winter, and replacement of wheat land by maize. Maize 
production recorded especially strong growth for the second consecutive 
year because of lower production cost; encouraging selling price; and huge 
demand for maize, particularly for the growing poultry-feed industries.  
 
4. Among other crops, production of jute increased by 14.5%; 
production of fruits, oil seeds, and spices is expected to maintain a steady 
increase; and output of tobacco, pulses, sugarcane, and vegetables is 
expected to be around that of FY2005. Fisheries are expected to show 
steady growth. Inland fish production is expected to increase by 5.2% to 2 
million tons; while marine fish production is estimated at 0.4 million tons, 
4.9% higher than the previous year.  
 
Industry  
 
5. Driven by robust manufacturing performance, overall growth in the 
industry sector during FY2006 is estimated at 9.6%, higher than 8.3% in 
FY2005. Manufacturing growth is expected to reach 10.5% (8.2% in 
FY2005); growth in power, gas, and water supply together is estimated at 
7.7%, while construction is expected to grow by 8.4%. Growth in 
manufacturing was largely lifted by a steady increase in external demand. 
The strong expansion of the construction industry led to higher demand for 
domestic production of cement and import of construction materials 
including iron, steel, and clinker. Electricity and gas production also 
experienced a substantial surge, reflecting strong consumer and industrial 
demand. 

Industrial 
production shows 
steady growth 

 
6. In the first 9 months (July 2005–March 2006) of FY2006, output of 
medium- and large-scale manufacturing expanded by a strong 12.1% 
compared with the same period of FY2005. The production increase was 
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Quantum Index of Medium &Large Scale Manufacturing Production
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broad-based, covering export and domestic market-oriented enterprises. 
The growth was boosted by food processing, garments, knitwear, cotton 
textiles, jute goods, 
pharmaceuticals (Box: 
Pharmaceutical 
Industry), tobacco, 
footwear, leather 
products, ceramic, 
cement, and plastic 
products. Concerns 
about the impact of the 
phasing out of the 
multifiber arrangement 
(MFA) on manufacturing have not materialized. Outperforming many 
competing countries, garments and knitwear exports of Bangladesh 
continue to maintain strong growth. However, toward the end of FY2006, 
widespread labor unrest engulfed the garment subsector causing concerns.  
 

Quantum Index of Small Scale Manufacturing Production
(Base: 1995-96=100)
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7. The output of small-scale manufacturing, accounting for 40%–45% 
of total manufacturing production, continues to register robust performance. 
During July–March of FY2006, small-scale production increased by 10% 
over the same period of FY2005. Production of rice milling, dairy products, 
knitwear, leather pro-
ducts, footwear, wood-
en furniture, paper and 
paper products, non-
metallic mineral pro-
ducts, etc. showed sig-
nificant growth. The 
faster growth of small 
and medium-sized en-
terprises (SMEs) was 
hampered by limited 
access to medium- to long-term credit, markets, technology, and 
information. Banks and other financial institutions generally prefer large 
enterprise clients because of lower transaction costs, and greater 
availability of collateral. SMEs also fall outside the reach of microfinance 
schemes, and are thus compelled to depend more on informal sources of 
funds at much higher interest rates. Recently, the Government introduced 
several measures to improve SME access to finance and policy support. A 
credit line was established in the Bangladesh Bank with the support of the 
Asian Development Bank (ADB) and World Bank. So far, 3,000 SMEs have 
received credit under this scheme. In addition, the Government 
implemented an SME policy, and revamped the entire institutional 
environment for SME development. The Government is also establishing an 
SME foundation for effective and result-oriented measures to foster SME 
growth.  
 
8. Although growth in manufacturing was encouraging, infrastructure 
constraints deterred new investments and held back growth. Frequent 
power disruptions and low gas supply pressures had an effect across the 
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country. When power supplies are unreliable, manufacturers have no 
alternative but to either accept lower productivity or invest in backup 
generation capacity. Providing backup power is a duplication of resources 
and a far more costly source of power supply. Small enterprises, which 
cannot afford backup power, had no alternative but to shut down production 
during prolonged load shedding and power outages. To ensure average 
annual GDP growth of 8% over the next two decades, annual energy 
growth will need to average 12% compared with 8.1% over the last decade. 
Bangladesh faces a gigantic task in meeting this level of energy demand; 
substantial domestic and foreign investment will be required. 
 

Box: Pharmaceutical Industry  
 
The pharmaceutical industry in Bangladesh is the largest among the least 
developed countries (LDCs). Growing at an annual rate of 10%, it is one of the 
fastest growing industries in the country, reaching a market size of about $500 
million in 2005. The industry caters to nearly 96% of domestic demand and 
exports to more than 60 countries. Currently, about 150 pharmaceutical 
companies are operating. The industry is largely dominated by local 
manufacturers and a few locally based multinational firms. The booming export 
market, with more than 40% annual growth, provides ample opportunities for 
expansion. The quality and effectiveness of Bangladeshi drugs are widely 
acclaimed by medical and pharmaceutical communities of importing countries. 
 
In 2002, all the LDCs, including Bangladesh, were given an exemption from 
pharmaceutical patent protection until 2016 with the World Trade Organization’s 
Doha Declaration on the Agreement on Trade-Related Aspects of Intellectual 
Property Rights (TRIPs). This exemption gives the LDCs the right to legally 
reverse-engineer and produce patented drugs, and sell the products in the 
domestic market as well as export to other LDCs. Among all the 50 LDCs, 
Bangladesh has the strongest pharmaceutical manufacturing base, which creates 
an enormous opportunity for pharmaceutical companies to make robust profit from 
producing and selling patented drugs at home and abroad. 
 
Most of the country’s manufacturers produce formulated finished drugs; only a few 
companies produce active pharmaceutical ingredients (API) and other raw 
materials. Currently, more than 5,000 registered brands with 8,000 different 
dosage forms and strengths are produced. Although initially the export market 
was limited to some of the less regulated countries such as Myanmar, Sri Lanka, 
and Nepal, currently quality products are exported to moderately regulated 
markets in Asia, Africa, Europe, and the Middle East. In addition to exporting a 
wide range of pharmaceutical products covering all major therapeutic classes and 
dosage forms, Bangladesh exports specialized high-technology products such as 
inhalers, suppositories, nasal sprays, injectibles, and infusions. Products are 
being supplied to renowned hospitals and institutions of various countries 
including Kenya, Pakistan, Singapore, and Sri Lanka. 
 
In the absence of any competition from the People’s Republic of China and India 
(not exempt from TRIPs), Bangladesh can enjoy a competitive advantage over 
other LDCs because of its low cost, white-collar labor. To avail of low cost 
production, major multinational companies of regulated markets are now shifting 
production to the LDCs and developing countries, which gives Bangladesh an 
opportunity to make huge profits from contract manufacturing. However, success 
will heavily depend on investments in capacity building and research. Major 

Pharmaceutical 
industry has high 
potential 
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investments are required to develop modern drug-testing laboratories and support 
the expansion and upgrading of facilities. Results-based investment in developing 
new drugs and reverse engineering of patented drugs is also crucial for success 
of the industry. Proper support from regulators is a prerequisite to ease 
operational constraints. Maintaining high quality control and assurance standards 
is required to obtain quality certification from international organizations and 
expand exports to more regulated markets.  
 
Initiatives have been taken to establish an API industrial park to facilitate 
production of APIs and other forms of raw materials currently being imported. 
Although a few companies produce APIs, over 80% of the local demand is still 
being served by imports, which increase production cost. Local production of APIs 
can significantly reduce cost and enhance price competitiveness. In addition, lack 
of common waste treatment facilities, such as an effluent treatment plant, power 
generation and water treatment plants, warehouses, security services, etc., 
elevate production costs of companies that have to maintain their own facilities. 
An API industrial park would resolve such constraints and support more cost-
effective and efficient production and a better regulatory environment.  
 
As the leading LDC participant in the pharmaceutical market, Bangladesh should 
focus not only on reproducing patented drugs but also contribute to invention and 
development of new drugs. In this regard, regulators and manufacturers should 
encourage academic and industrial pharmacists to become involved in productive 
research and development activities. Broad-based research projects in 
collaboration with participants from various fields may create new opportunities in 
the country’s pharmaceutical industry.     
 

 
Services 
 
9. Expansion of the services sector was strong and sustained in line 
with rapid growth in agriculture and industry. Growth in the sector in 
FY2006 is estimated at 6.5%, up from 6.4% in FY2005. Wholesale and 
retail trade, transport, telecommunications, real estate, and community and 
social services increased substantially. The mobile phone services market 
continued to drive telecommunications due to strong consumer demand for 
mobile phones. The addition of several new private television channels 
contributed to the expansion of community and social services. The 
increased number of health care service providers also contributed to 
services sector growth. Profit margins of the private sector banks remain 
quite healthy; this is likely to positively impact financial services growth.  

Services sector 
expands steadily 

   
Economic Growth 
 
10. GDP growth is estimated at 6.7% in FY2006, higher than the 6.0% 
in FY2005. Growth performance was underpinned by the rebound in 
agriculture and steady expansion in manufacturing, aided by continued 
buoyancy in services. Private consumption was the main driver of growth, 
bolstered by strong remittance inflows, while investment also maintained an 
uptrend. At 25.0% of GDP, investment during FY2006 increased modestly 
mainly due to the growth in private investment. Reflecting the upsurge in 
remittance inflows, gross national savings in FY2006 increased modestly to 
26.6% of GDP.  

GDP growth 
estimated at 6.7% 
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11. Bangladesh faces several near- to medium-term downside risks. 
These include (i) the 
ability to sustain 
growth in the 
thriving garment 
subsector; (ii) 
infrastructure 
constraints, 
including the power 
shortage; (iii) 
underpricing of 
energy products; 
and (iv) political 
uncertainty as the country enters the election cycle with the formation of the 
caretaker government in October 2006 and general elections scheduled for 
early 2007.  

Several downside 
risks 
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12. Despite infrastructure constraints, the garment industry performed 
well in coping with 
the MFA phase-out, 
and continued to 
thrive in the com-
petitive global mar-
ket. However, this 
commendable suc-
cess can be rever-
sed if social com-
pliance issues, in-
cluding labor unrest, 
are not addressed. 
Recently the garment workers in the Dhaka Export Processing Zone at 
Savar resorted to widespread protests and violence, and damaged several 
factories. They complained of low wage rates and poor working conditions. 
Workers of adjoining industrial areas joined the intensifying protest and 
damaged factories and properties. Major foreign buyers have warned 
Bangladeshi suppliers of the adverse consequences of the recent rise in 
workers’ protests, resulting in disruption of production and delay in 
shipments. The Government took appropriate security measures to 
establish law and order in the selected industrial areas and prevent further 
turbulence. It set up a minimum wage board to revise the wage structure of 
the industry. The Bangladesh Garment Manufacturers and Exporters 
Association, Bangladesh Knitwear Manufacturers and Exporters 
Association, workers representatives, and the Government signed an 
agreement to resolve workers’ demands. All factories have been instructed 
to implement the agreement within the time frame and develop direct 
management-worker relationships to avoid further conflict. Recurrence of 
labor unrest will be damaging not only to the garment industry but to the 
entire economy. The garment industry employs about 2.2 million workers 
and its exports amount to 12% of GDP. With an average growth rate of 
20%, the industry is expected to employ nearly 200,000 new workers every 
year. The labor unrest needs to be resolved dispassionately for the best 

Labor unrest in the 
garment industry 
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interest of the three parties concerned: workers, employers, and the 
Government.  
  
13. The underpricing of energy products poses considerable risks to 
macroeconomic management (pages 14–20). The implicit subsidy of 
energy products─gas, power, and petroleum products─amounts to about 
$1.1 billion or 1.8% of GDP. Effective 9 June 2006, domestic prices for 
diesel and kerosene, which account for 75% of domestic fuel consumption, 
were increased by 10%. Prices for octane and petrol, which account for 
less than 10% of consumption, were increased by 30%. These price 
increases are likely to generate about $210 million annually, reducing the 
implicit subsidy by only one fifth. On the basis of the cost and selling prices 
of Bangladesh Petroleum Corporation (BPC) prevailing in mid June, the 
implicit subsidy for diesel is $0.24 per liter, and for kerosene $0.23 per liter. 
This translates into an annual implicit subsidy of $810 million or 1.3% of 
GDP for diesel and kerosene. The Government provided assistance to BPC 
by giving sovereign guarantees against its borrowing of $1 billon in 2005 
from Nationalized Commercial Banks (NCBs). In FY2006, to meet BPC’s 
liquidity, a 3-year bond for Tk10 billion was issued in favor of Sonali Bank. 
BPC’s liability to four NCBs is estimated at $1.5 billion or 2.4% of GDP. 
BPC’s accumulated losses constitute a quasi-fiscal obligation, which will 
eventually need to be dealt with by the Government. A more appropriate 
energy pricing policy will free up government resources for infrastructure 
development and enhance social safety nets for the poorer segment of the 
population.  

Implicit subsidy for 
diesel and 
kerosene is $810 
million 
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Fiscal Management 
 
14. In FY2006, prudent fiscal management kept the budget deficit and 
domestic borrowing to sustainable levels while revenue increased 
modestly. However, the continued huge implicit subsidy on petroleum 
products poses risks to fiscal management.  

Subsidy for fuel 
poses risks to 
fiscal management 
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15. Although revenue collection in FY2006 increased by 14.4% over 
FY2005, growth was below the target of 16.6%. Accounting for 95% of tax 
revenue and 77% of 
total revenue, the 
FY2006 revenue of 
the National Board 
of Revenue was 
13% higher than in 
FY2005, although it 
was expected to 
increase by 16.9%. 
Income tax is 
estimated to grow 
by 19%, customs 
duty by only 2.9%, 
value-added tax (VAT) by 16.9%, and supplementary duty by 14.2%. 
Customs duty collections registered much lower than projected growth. To 
meet the ambitious revenue target growth of 17.1% for FY2007 with three 
governments in charge, central and field level tax efforts will need to be 
intensified to increase revenue mobilization efforts and strengthen 
supervision and monitoring to prevent leakages.  
 
16. In FY2006, total public expenditure was 5.2% lower than the budget 
target, with current expenditure lower by 1% and the annual development 
program (ADP) by 12.2%. At 14.7%, the total expenditure-GDP ratio was 
lower than the poverty reduction strategy (PRS) target of 15.5%. Due 
mainly to tighter budgetary discipline and reduction of unproductive 
expenditure because of austerity measures, current expenditure growth 
over FY2005 was restricted to 13.6% (compared with budgeted growth of 
14.5%). In FY2006, the ADP is projected to grow by only 4.9% compared 
with the budgeted growth target of 19.5% due to the large cost reduction in 
nonpriority projects, reduction of unproductive expenditure, and slow 
implementation of projects.  
 
17. At 3.9% of GDP in FY2006, the fiscal deficit was kept much below 
the projected level of 4.5%. In spite of the underperformance in revenue 
collection, the lower fiscal deficit was due to the lower than projected 
growth in both current and ADP expenditures. Domestic resources financed 
2% of GDP (51% of the deficit) and external resources 1.9% of GDP (49% 
of the deficit). Domestic financing was lower than the budget target with the 
higher bank borrowing more than offset by the lower nonbank borrowing 
due to the much lower than projected net sales of national savings 
certificates. Although bank borrowing increased sharply in the last weeks of 
June, it is unlikely to affect the measured fiscal deficit as most of the money 
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could remain unutilized. Net foreign financing, both loans and grants, fell 
short of the budgeted amount by 22%.  
 
Monetary and Finance Sector Developments 
 

Broad Money Growth

12.0

13.0

14.0

15.0

16.0

17.0

18.0

19.0

20.0

21.0

May-
05

Jun-
05

Jul-
05

Aug-
05

Sep-
05

Oct-
05

Nov-
05

Dec-
05

Jan-
06

Feb-
06

Mar-
06

Apr-
06

May-
06

% 

18. Despite the tightened monetary policy stance adopted by 
Bangladesh Bank, particularly since January 2006 with the first Monetary 
Policy Statement 
(MPS), both money 
and credit growth 
rates were high. On 
a year-on-year ba-
sis, broad money 
increased by 20.5% 
in May 2006 com-
pared with 16.3% in 
May 2005; domes-
tic credit increased 
by 21.6% in May 
2006 compared with 
18.3% in May 2005. While growth of credit to the private sector moderated 
somewhat, credit to the public sector continued to grow rapidly mainly due 
to the huge debt of BPC to the NCBs. 

 Money and credit 
growth remains 
high 

 
19. During July–May of FY2006 
 

 bank credit to the Government increased by 9.3% (Tk23.9 billion) to 
make up for the decline in nonbank borrowing; larger government 
borrowing was avoided due to tighter control of current expenditure 
and underperformance of the ADP;  

 although workers’ remittances increased sharply, growth of net 
foreign assets of the banking system declined to 10.6% from 20.4% 
during July–May of FY2005, the result of increased foreign liabilities;  

 broad money grew by 14.7% compared with 11.2% growth in the 
same period of FY2005; and  

 reserve money grew by 19.6% compared with growth of 11.1% 
during July–May of FY2005.  

 
20. With a view to flexibly managing liquidity and to meet quarterly 
reserve money targets, Bangladesh Bank conducted regular repo and 
reverse repo operations, together with auctions of treasury bills. Reflecting 
attempts to tighten credit growth, though with limited success, the yield on 
28-day treasury bills moved up from 6.6% in June 2005 to 7.1% in June 
2006. The reverse repo rate also increased from 4.5% in June 2005 to 6% 
in June 2006. Call money rates exhibited some volatility with a rate of 8.4% 
in December 2005, moving up to 21.6% in April 2006 and then declining to 
10.8% in June 2006. The second MPS announced in mid-July 2006 aims to 
continue the tightened monetary policy to control inflation and moderate 
pressures on the exchange rate, while supporting sustainable growth of 
domestic output. The introduction of the MPS is a welcome development as 
it seeks to bring predictability in the policy regime and avoid policy 

Increased 
coordination 
between monetary 
and fiscal policies 
needed 
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surprises, which will augur well for private sector investment decisions. For 
its greater effectiveness in view of the experience of the first MPS, 
operational autonomy of the central bank needs to be enhanced with 
increased coordination between monetary and fiscal policies. In addition, 
greater clarity on the monetary transmission mechanism needs to be 
established.  
 
21. Under the second MPS, domestic credit is programmed to grow in 
FY2007 by 15.5% and private sector credit by 14.4%, while broad money is 
projected to grow by 15.5%. The bank borrowing projected to finance the 
fiscal deficit, being within normal trends, is unlikely to pose major problems 
for the smooth conduct of monetary policy. As pointed out in the MPS, 
NCBs burdened with huge overdue loans from BPC will be unable to buy 
sufficient treasury bills and bonds in auctions. This will result in the central 
bank accumulating a significant amount of government debt. Monetary 
developments need to be under constant review for appropriate 
adjustments, including policy interest rates and other instruments, in 
response to any significant changes in economic realities.  
 
22. In the first quarter of 2006, the gross nonperforming loans (NPLs) 
increased, mainly because of huge overdue loans of BPC to the NCBs. 
NPL ratios increased from 13.6% in the fourth quarter of 2005 to 15.4% in 
the first quarter of 2006. Net NPLs (net of provisions) increased to 8.6% 
from 7.2% during the same period. The NPLs of NCBs increased to 27.1% 
from 21.4% on a gross basis and to 18.3% from 13.2% on a net basis. 
Divestment of Rupali Bank (one of the four NCBs) has progressed after 
earlier delays. Prospective investors who have submitted expressions of 
interest are now being asked to submit financial offers to complete the 
planned privatization by September 2006. Progress has been achieved in 
divesting the other NCBs.  

NPLs increased 

 
Balance of Payments 
 

Trends in Export(fob) & Import(cif)

400
500
600
700
800
900

1000
1100
1200
1300
1400

May
'05

Jun
'05

Jul
'05

Aug
'05

Sep
'05

Oct
'05

Nov
'05

Dec
'05

Jan
'06

Feb
'06

Mar
'06

Apr
'06

May
'06

Million $

Export Import

23. Exports continued to register robust performance with 21% growth 
in the first 11 months of FY2006. The growth surge was led by knitwear, 
recording 34% growth and woven garments with 13%, followed by 
traditional pro-
ducts including 
raw jute, jute 
goods, and 
leather. Import 
growth decel-
erated to 11% 
from 25% in 
the first 11 
months of FY-
2005. Imports 
of petroleum, 
iron, steel, 
capital machinery, clinker, textiles, and chemicals recorded large increases. 
However, imports of foodgrains and most other edible products recorded 

Current account 
generates a 
surplus 
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notable declines. Higher oil prices in the international market continued to 
pose significant risks to the balance of payments. This reduced the 
availability of foreign exchange for other essential imports and put pressure 
on reserves and the exchange rate. The trade deficit during July–May of 
FY2006 decreased by 12% compared with the corresponding period of 
FY2005. The decline in the trade deficit and the surge in workers’ 
remittance (25%) led to a notable improvement in the current account 
balance: from a deficit of $730 million to a surplus of $403 million. The 
transformation of the large surplus in the financial account in FY2005 into a 
deficit in FY2006, due to the large net outflow in trade credit, and other 
short- and long-term loans partly offset the surplus in the current account, 
but still resulted in a modest surplus in the overall balance of payments in 
the first 11 
months of 
FY2006. 
Foreign 
exchange 
reserves stand 
at $3,484 
million as of 30 
June 2006, 
increasing by 
$554 million 
from the end 
of June 2005.  
 
Inflation and Exchange Rates 
 
24. On a point-to-point basis, inflation increased to 7.6% in May 2006, 
from 6.6% in January 2006. On an annual average basis, the inflation rate 
reached 7.2% in May 2006. Inflationary pressures heightened due to high 
money and credit growth. In addition, rising import prices due to 
depreciation of the taka, and increase in international prices, including the 
partial adjustment in domestic fuel prices, amplified price pressures.  

Inflationary 
pressures 
heightened 
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25. The exchange rate was under heightened pressure, reflecting the 
interplay of market 
forces with limited 
intervention by the 
central bank since 
January 2006, and 
exhibited an upward 
trend from Tk66.4/$1 in 
January to Tk70.4/$1 in 
March, but showed a 
slowly declining trend 
thereafter. The rate 
stood at Tk69.7/$1 in June 2006 due mainly to the leveling off of import 
demand as the restraint on private sector credit growth due to the tighter 
monetary policy began to have some effect. Continued exchange rate 
pressures emerging from the financial account of the balance of payments 

Taka 
depreciates 

 11



Nominal Exchange Rate (Taka-Dollar) and REER Index

62

64

66

68

70

72
Taka per $

90

92

94

96

98

100
REER

56

58

60

84

86

88

Nominal Exchange Rate REER Index
were due to the large 
net outflows in trade 
credit and other short- 
and long-term net 
outflows. With the 
trade deficit likely to 
narrow unless oil 
import bills increase 
sharply, depreciation 
of the taka is likely to 
moderate in the 
coming months.  
 
Capital Market Update 
 
26. An overall downward trend prevailed in the stock market mainly due 
to the rise in interest rates. However, decent performance of banking, 
pharmaceuticals, and power shares partially kept investors’ interest 
buoyant. The Dhaka Stock Exchange general index dropped to 1,339.52 at 
the end of FY2006, registering a decline of 22% over the preceding year. 
Market capitalization declined and at the end of June 2006 was only $3.2 
billion or 5.2% of GDP. The selective categories index of the Chittagong 
Stock Exchange dropped to 1,969.31 at the end of FY2006, implying a 
decline of 16%.  

Capital 
market 
remains 
depressed 

 
27. Eighteen initial public offerings were issued in FY2006, reflecting a 
major improvement over the preceding year. At the end of June 2006, 303 
securities were listed at the Dhaka Stock Exchange, compared with 277 the 
year before. The Dhaka Electric Supply Company started trading in the 
stock exchanges in June 2006 under the Direct Listing Regulations to off-
load 25% of its shares. It was the first company to be listed with the stock 
exchange under direct listing rules as part of the Government’s broader 
goal to give state-owned power generation, supply, and transmission 
entities a corporate shape. However, the High Court issued a stay order on 
the operation of the Direct Listing Regulations following some legal 
disputes. Under the Court ruling, although shares of the Dhaka Electric 
Supply Company are allowed to continue trading, new direct listings will be 
kept on hold until the court resolves the issue. As a result, Power Grid 
Company of Bangladesh Limited is not also yet listed.  
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CSE: Market Capitalization and Selective Categories Index
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28. In a significant development, BRAC—a leading nongovernment 
organization of Bangladesh launched the first microcredit securitization 
program. The transaction was jointly arranged by RSA Capital, Citigroup, 
Netherlands Development Finance Company, and KfW Entwicklungsbank. 
Under the program, $180 million of financing will be provided to BRAC over 
6 years. The contract involves securitization of receivables arising from 
microcredit extended to low-income individuals living primarily in rural 
communities and typically not reached by commercial banks. The 
transaction highlights the addition of a ground-breaking financial instrument 
that is particularly geared to providing innovative financing solutions to 
microentrepreneurs. Nearly 1.2 million households will benefit from this 
microcredit program dedicated to poverty reduction. This is also expected 
to boost the local capital market, as introduction of new instruments greatly 
enhances market participation and catalyzes the development of innovative 
financial securities. 

Microcredit 
securitization 
launched 
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UNDERPRICING OF ENERGY PRODUCTS1

  
 
29. In Bangladesh, the prices of energy products like natural gas, power, and 
petroleum products are set administratively. The adjustment of energy product prices in 
recent years has not been adequate to reflect their actual cost of production or 
procurement. This continued underpricing has built up huge losses at state-owned 
enterprises (SOEs). As a result, they have borrowed heavily from the banking system 
resulting in a liquidity crisis for the banks. Some SOEs depend on borrowing from the 
Government for implementation of development projects, and are failing to service their 
debts. The widespread subsidy on energy products has also generated substantial fiscal 
and quasi-fiscal costs to the Government. Substantial quasi-fiscal costs arise from 
government guarantees against loans negotiated by SOEs from domestic and 
international banks. If the contracting SOE fails to pay its loan in time, the guarantees are 
invoked and the liabilities for payment are vested upon the Government; this has future 
fiscal implications. Therefore, these guarantees will eventually end up as the 
Government’s liabilities. The underpricing of energy products thus poses considerable 
risks to fiscal management.  
  
Energy Pricing Policies 
 
30. The Government recognizes the need to set energy prices on a rational basis. To 
accomplish this, the Government adopted pricing frameworks for gas and petroleum 
products in November 2003 and for power in January 2004. In the pricing framework, the 
prices of natural gas are to be determined by considering the production/purchase cost of 
gas of international oil companies (IOCs) (which is linked to the international price of high 
sulfur fuel oil [HSFO]), transmission and distribution costs, and supplementary duty and 
VAT. The average end-user electricity tariff for each of the 11 categories of customers will 
be based on covering the costs of supplying electricity to a particular customer class 
(costs of generation, transmission, and distribution). In the pricing framework for 
petroleum products, prices are based on import parity prices.  
 
31. In Bangladesh, the institutional framework for administering the prices of natural 
gas and petroleum products is the responsibility of the Energy and Mineral Resources 
Division of the Ministry of Power, Energy, and Mineral Resources. The Power Division of 
the same ministry is responsible for setting power prices. Recently, the Bangladesh 
Energy Regulatory Commission was established and entrusted with setting energy prices. 
The Finance Division, Ministry of Finance, provides sovereign guarantees to SOEs for 
borrowing from domestic and international banks.  
 
32. This chapter attempts to quantify the underpricing of natural gas, power, and 
petroleum products. The underpricing of energy products is expressed in terms of the 
difference between actual supply costs of natural gas and power and their existing tariff 
rates; and the gap between international and domestic prices for petroleum products. In 
addition, the chapter attempts to measure the losses of the three major energy SOEs: 

                                                 
1  This chapter is based on inputs from Nasiruddin Ahmed, ADB consultant working with the Efficiency 

Enhancement of Fiscal Management II technical assistance (ADB. 2002. Technical Assistance to the 
People’s Republic of Bangladesh for Efficiency Enhancement of Fiscal Management II. Manila [TA 4044]) 
being implemented by the Finance Division, Ministry of Finance, Government of Bangladesh. 
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Bangladesh Oil, Gas, and Mineral Corporation (BOGMC); Bangladesh Power 
Development Board (BPDB); and BPC. 
 
Natural Gas  
 
33. Natural gas accounts for about 70% of the commercial energy needs in 
Bangladesh. The supply chain in the gas subsector can be divided into phases from 
exploration of gas to its distribution to final consumers, with exploration and production 
constituting upstream activities, and transmission and distribution downstream activities. 
The gas subsector is regulated by the Energy and Mineral Resources Division and is 
operated by nine state-owned operating companies under BOGMC, also known as 
Petrobangla. The IOCs produce about 35% of the total gas; the remaining 65% comes 
from state-owned companies.  
 
34. In light of the recommendations of the Energy Monitoring Committee formed by the 
Government in 2003, the Government appears to have adopted a transparent natural gas 
pricing framework. Under this framework, gas prices are linked to the cost of gas supply 
and adjusted periodically, in line with movements in international prices of HSFO, the 
replacement fuel for natural gas. The approved pricing formula for natural gas is the 
following:  
 

Gas price for the consumer = purchase/production cost + cost of supply + 
supplementary duty + VAT.  

 
35. To operationalize this formula, gas prices are related to three sources of gas: IOC 
gas, national gas, and profit gas. Current gas pricing terms under production-sharing 
contracts signed between BOGMC and the IOCs provide an equitable split of rent. 
Existing production-sharing contracts effectively cap the price of IOC gas between 
$120/ton and $140/ton, which equates to about $23–$26/barrel. This is only 38%–43% of 
the HSFO price.  
 
36. The cost of national gas in the current formula is fixed at 7% of the HSFO price as 
per 2003 recommendation of the Energy Monitoring Committee. The following items are 
included in the formula to determine the cost of national gas: 
 

 Transmission and distribution cost is fixed at a level to cover the full operating cost 
and ensure a 15% rate of return on net fixed assets.  

 Supplementary duty is charged on the volume of national gas at Tk36.00/thousand 
cubic feet (mcf). 

 VAT is imposed at 15% of the total cost of national gas plus supplementary duty. 
 
37. As part of the production-sharing contracts, BOGMC receives profit gas at no cost 
from the IOCs. The amount of profit gas ranges from 50% to 70% of the gas that remains 
after the IOCs deduct 55%–60% for cost recovery. Current gas prices are set by the 
Government for different categories of consumers. Although about 70% of natural gas is 
used for the production of power and fertilizer, tariff rates for power and fertilizer are much 
lower than those of other customers. Using the Government’s pricing formula for natural 
gas, the Energy Monitoring Committee calculated gas prices by consumer categories in 
2003. These prices were updated using the formula-based estimates by BOGMC (Table 
1). 
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Table 1: Natural Gas Tariff by Consumer Category 
 
 

Category 

Administered 
Prices 

(Tk/mcf)a

 Prices Estimated by the 
Energy Monitoring 

Committee (Tk/mcf)b

Updated Prices Based on 
Government Formula 

(Tk/mcf)c

Power 73.91 88.40 96.83 
Fertilizer 63.41 84.41 92.46 
Industries 148.13 99.24 108.70 
Commercial 233.12 177.38 194.25 
Tea Estate 148.13 104.37 114.32 
Brick Field 233.00 104.37 114.32 
Domestic-Single 350.00 169.39 185.54 
Domestic-Double 400.00 169.39 185.54 
Captive Power 105.59 99.24 108.70 

mcf = thousand cubic feet, Tk = taka. 
a Domestic (single/double) prices according to burner, not by mcf.  
b Gas prices calculated by the Energy Monitoring Committee using the Government’s pricing formula.  
c The Energy Monitoring Committee prices were updated using the formula-based estimate of Bangladesh Oil, 
Gas, and Mineral Corporation. These prices are not economic prices. 
Source: Bangladesh Oil, Gas, and Mineral Corporation. 
                  
38. If the updated prices based on the Government’s formula and administered price 
of gas are compared, the price gap is Tk22.92/mcf for power and Tk29.05/mcf for 
fertilizer. Based on Table 1, the magnitude of implicit subsidy for use of natural gas in 
power and fertilizer for FY2006 was estimated (Table 2).  
 

Table 2: Implicit Subsidy for the Use of Natural Gas in Power and  
Fertilizer for FY2006 

 
Item 

Price (Tk/mcf) Quantity  
(million mcf) 

Total  
(Tk million) 

Power 
Formula-Based Price 96.83 178.55 17,289.00 
Administered Price 73.91 178.55 13,196.63 
 Subsidy for Use of Gas in Power 4,092.37 
Fertilizer 
Formula-Based Price 92.46 70.37 6,506.41 
Administered Price 63.41 70.37 4,462.16 
 Subsidy for Use of Gas in Fertilizer 2,044.25 

 Total Subsidy on Gas for Use in Power and Fertilizer 6,136.62 
mcf = thousand cubic feet, Tk = taka. 
Source: Estimates based on the data from the Bangladesh Oil, Gas, and Mineral Corporation. 
 
39. Table 2 indicates that even based on the Government’s approved formula, the 
implicit subsidy for the use of natural gas in power amounts to Tk4,092.37 million and in 
fertilizer to Tk2,044.25 million, for a total of Tk6,136.62 million for FY2006. However, 
implicit subsidy would be substantially higher if domestic gas prices are fully linked to 
current international oil price equivalent. The current pricing structure for gas appears to 
be detrimental to the overall functioning of the gas subsector. First, low gas prices provide 
no incentives to consumers to use gas effectively, thus perversely inflating gas demand in 
the economy. Second, the low retention margin by BOGMC companies (merely 45% of 
end-user prices) means that state companies are not in a position to generate resources 
required to develop the gas subsector. Table 3 shows the operating performance of 
BOGMC. 
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Table 3: Operating Performance of Bangladesh Oil, Gas, and Mineral Corporation 
Indicators FY2001 FY2002 FY2003 FY2004 FY2005 

1. Operating profit/loss  (% 
of GDP) 

0.13 0.10 0.16 0.17 0.17 

2. Net profit/loss  
    (% of GDP) 

0.08 0.07 0.12 0.11 0.11 

3. Net worth (% of GDP) 0.74 1.11 1.10 0.56 1.47 
4. Return on assets (%) 5.94 3.85 6.21 9.80 5.85 

Sources: Bangladesh Oil, Gas, and Mineral Corporation and Monitoring Cell, Finance Division. 
 
Power 
 
40. Current power tariffs are inadequate for power utilities to meet their operational 
expenses and debt service obligations, and to finance a proportion of their investment 
requirement from internal cash generation. A wide gap exists between tariff rates (bulk 
and retail) of BPDB power and their supply costs, which makes BPDB a losing concern. 
Bulk sales to Dhaka Electric Supply Authority, Dhaka Electric Supply Company Limited, 
Rural Electrification Board, and West Zone Power Distribution Company Limited constitute 
about 80% of BPDB’s total sales. An implicit subsidy arises due to the large difference 
between generation cost and bulk selling rate (Table 4). 
 
Table 4: Implicit Subsidy in Bulk Selling of Bangladesh Power Development Board 

Power for FY2006  
 
 

Bulk Consumer 

 
Sale Units 

(MkWh) 

Average Cost of 
Generation 

(Tk/kWh) 

Average 
Selling Price 

(Tk/kWh) 

Implicit 
Subsidy 
(Tk/kWh) 

Total Implicit 
Subsidy 

(Tk million) 
DESA (132 kV) 5,259.65 2.32 1.89 0.43 2,261.65 
REB (33 kV) 11,709.40 2.44 1.84 0.60 7,025.64 
DESCO (33 kV) 1,994.43 2.44 1.94 0.50 997.22 
WZPDCL (33 kV) 1,362.49 2.44 1.94 0.50 681.24 
Total 20,325.97    10,965.75 

BPDB = Bangladesh Power Development Board, DESA = Dhaka Electric Supply Authority, DESCO = Dhaka Electric 
Supply Company Limited, kV = kilovolt, kWh = kilowatt-hour, MkWh = megawatt-hour, REB = Rural Electrification 
Board, WZPDCL = West Zone Power Distribution Company Limited, Tk = taka. 
Source: Estimates based on Bangladesh Power Development Board data. 

 
41. As indicated in Table 5, the operating performance of BPDB in terms of losses, net 
worth, and return on assets continues to deteriorate.  
 

Table 5: Operating Performance of Bangladesh Power Development Board 
Indicators FY2001 FY2002 FY2003 FY2004 FY2005 
1. Operating profit/loss (% 

of GDP) 
(0.02) (0.02) 0.07 0.06 (0.8) 

2. Net profit/loss  
    (% of GDP) 

(0.15) (0.16) 0.06 (0.03) (0.17) 

3. Net worth (% of GDP) 3.21 2.87 2.84 2.30 2.04 
4. Return on assets (%) (0.32) (0.25) 1.11 0.99 (1.51) 

Note: Figures in parentheses indicate negative numbers. 
Sources: Bangladesh Power Development Board and Monitoring Cell, Finance Division.  
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Petroleum Products 
 
42. Petroleum products constitute about 25% of commercial energy use in 
Bangladesh. The main petroleum product used is diesel, which represents about 60% of 
overall consumption of petroleum products followed by kerosene (about 15%).  
 
43. With a view to fixing the prices of petroleum products by taking into account their 
procurement costs, the Government approved and published a pricing formula in 
November 2003. According to the formula, petroleum product prices are fixed and can be 
reviewed and reset at specific time intervals. The pricing formula for petroleum products is 
as follows: 
 

Petroleum price at consumer level = import parity price + infrastructure and 
storage fees + transportation within the country + IOCs’ margin + dealers’ 
commission + customs duty + VAT 

 
44. The imported petroleum product price structure has three levels: 
 

 The import parity price represents the cost and freight charges for the import of 
petroleum products from Singapore (a measure of the border price). 

 
 The markup over the import parity price includes import duties and taxes, transport 

and handling charges, marketing margins, and BPC’s profit/loss. 
 

 The ex-BPC selling price is the import parity price plus markup. 
 
45. The Government raised prices by 10% for diesel and kerosene, and by about 30% 
for petrol (Motor Spirit) and octane effective from 9 June 2006. As a result of this price 
adjustment of major petroleum products, BPC is expected to earn additional annual 
income of Tk14,460 million. Even after this price adjustment, the implicit subsidy for diesel 
and kerosene remains substantial. According to the approved pricing formula, on 15 June 
2006 the ex-BPC cost of diesel stood at Tk47.84/liter, while the ex-BPC selling price was 
Tk30.96 (Table 6). The price gap between the ex-BPC cost and ex-BPC selling price of 
diesel amounted to Tk16.88/liter. At that time, the ex-BPC cost of kerosene was 
Tk47.22/liter and the ex-BPC selling price was Tk31.29. The price differential of kerosene 
amounted to Tk15.93/liter.  

 
Table 6: Breakdown of Ex- Bangladesh Petroleum Corporation Selling Price  

(Tk per liter: 15 June 2006) 
 
Item 

HOBC 
(Octane) 

HSD 
(Diesel) 

SKO  
(Kerosene) 

JP-1  
(Jet Fuel) 

Import Parity Price 37.888 39.372 38.766 38.766 
Taxes 7.346 7.346 7.346 7.346 
Transport Costs, Marketing 
Margins etc. 

0.14 0.15 0.145 0.132 

Financing Charges 0.95 0.97 0.96 0.96 
BPC Service Charges 0.00 0.00 0.00 4.62 
Ex-BPC Cost 46.32 47.84 47.22 51.82 
Ex-BPC Selling Price 54.75 30.96 31.29 52.49 
Ex-BPC Per Liter 
Profit/(Loss) 

8.43 (16.88) (15.93) 0.67 

BPC = Bangladesh Petroleum Corporation, HOBC = high octane blending compound, HSD = high speed 
diesel, JP-1= jet petroleum, SKO = superior kerosene oil. 
Source: Bangladesh Petroleum Corporation. 
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46. The implicit subsidy for diesel was Tk46,717.26 million and for kerosene 
Tk9,578.23 million in FY2006 based on 15 June 2006 prices (Table 7).  
 

Table 7: Implicit Subsidy to the Consumers of Diesel and Kerosene for FY2006 
 
Item 

Price  
(Tk/liter) 

Quantity  
(million liters) 

Total  
(Tk million) 

Ex-BPC Cost/Selling Price of Diesel 
Ex-BPC Cost 47.84 2,767.61 132,402.46 
Ex-BPC Selling Price 30.96 2,767.61 85,685.21 
 Subsidy on Diesel 46,717.26 
Ex-BPC Cost/Selling Price of Kerosene 
Ex-BPC Cost 47.22 601.27 28,391.97 
Ex-BPC Selling Price 31.29 601.27 18,813.74 
 Subsidy on Kerosene 9,578.23 

BPC = Bangladesh Petroleum Corporation, Tk = taka. 
Source: Estimates based on Bangladesh Petroleum Corporation data. 

 
47. Except for kerosene, domestic prices of petroleum products in Bangladesh are 
among the lowest in the region. The gap between Bangladesh and India prices is quite 
large. Since the price of diesel is substantially higher in India than in Bangladesh, the 
incentive to smuggle diesel across the border is quite strong. 

 

End-User Prices of Petroleum Products in South Asia, Tk/liter (June 2006) 90 
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48. Table 8 shows the deterioration of BPC’s operating performance because of 
inadequate adjustments for domestic fuel prices.  
 

Table 8: Operating Performance of Bangladesh Petroleum Corporation 
Indicators FY2001 FY2002 FY2003 FY2004 FY2005 
1. Operating profit/loss 
(% of GDP) 

(0.51) (0.14) (0.09) (0.22) (0.70) 

2. Net profit/loss (% of 
GDP) 

(0.61) (0.24) (0.05) (0.30) (0.79) 

3. Net worth (% of GDP) (0.82) (0.92) (1.07) (0.62) (1.63) 
4. Return on assets (%) (35.80) (9.38) (7.94) (20.67) (60.83) 

Sources: Bangladesh Petroleum Corporation and Monitoring Cell, Finance Division. 
 
49. BPC’s accumulated losses constitute a quasi-fiscal obligation, which will eventually 
need to be dealt with by the Government. BPC is borrowing from the NCBs and has a 
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credit line from the Islamic Development Bank to finance its import of petroleum products. 
The Government has assisted BPC by giving sovereign guarantees against its 2005 
borrowing of $1,011 million from the NCBs. By April 2006, BPC’s liability to four NCBs 
rose to Tk105 billion. This created a liquidity crisis in the banking system. As a result, 
these banks (especially Sonali Bank) are having increasing difficultly maintaining SLR with 
Bangladesh Bank and have to regularly pay a penalty. On the other hand, these banks 
have to borrow funds from the money market at higher interest rates. In FY2006, to meet 
the liquidity of BPC, a 3-year bond of Tk10 billion was issued in favor of Sonali Bank.  
 
Conclusions  
 
50. This chapter estimates the magnitude of implicit subsidy on selected energy 
products in FY2006 as Tk73,397.86 million or 1.76% of GDP. The Government’s policy of 
subsidizing natural gas, power, and petroleum products has exacerbated the financial 
conditions of BOGMC, BPDB, and BPC, as well as the NCBs. This is manifested in a 
number of indicators such as operating profit/loss of SOEs, their net profit/loss, erosion of 
net worth, return on assets, outstanding loans to banks, and liquidity crisis at the NCBs. 
The accumulated losses of energy sector entities also constitute a quasi-fiscal obligation 
that will eventually need to be addressed by the Government. The underpricing of energy 
products poses considerable risks to fiscal sustainability. All forms of energy subsidy need 
to be phased out gradually to allow the domestic economy and individual consumers to 
adapt to higher energy prices. A more appropriate energy pricing policy will free up 
government resources for infrastructure development and enhance social safety nets for 
the poorer segment of the population.  
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THE FY2007 BUDGET 
  
 
51. The Government presented its fifth and final budget to Parliament on 8 June 2006.  
The budget will be implemented by three governments—the incumbent, the caretaker 
government, and the new elected government to be installed in office in early 2007. The 
budget restricts unpopular proposals to a minimum and adopts few new measures, either 
on the tax or the expenditure side. However, the budget reaffirms implicit adherence to the 
PRS’s medium-term macroeconomic framework, imparting discipline in macroeconomic 
management while pursuing growth imperatives. The stated objective of the budget is to 
realize the Millennium Development Goals by achieving the annual PRS targets. The 
budget reiterates the Government’s commitment to poverty reduction by devoting 56.3% 
of total resources to direct and indirect poverty reduction activities. It seeks to achieve this 
by accelerating private sector-led growth, creating employment opportunities, enhancing 
human development, and improving governance. Corresponding to the second year of 
PRS implementation, Tk697 billion (15% of GDP) is budgeted with ADP expenditure 
accounting for Tk260 billion and the remaining Tk437 billion allocated to current 
expenditure, food for work, and development programs under the revenue budget. The 
expenditure program is supported by domestic revenue earning of Tk525 billion (11.3% of 
GDP) with the difference accounted for by domestic borrowing and foreign financing 
(Table 9).  
 

Table 9: Budget at a Glance 
(Tk billion) 

 
Item 

FY2007  
(A) 

FY2006 
Revised (B) 

 
A/B% 

 
A in % of GDP 

Total Revenue  525 449 117 11.3 
Tax Revenue 429 362 119 9.2 
Nontax Revenue 96 87 110 2.1 

     
Total Expenditure 697 611 114 15.0 
Current Expenditure  412 375 110 8.9 
ADP 260 215 121 5.6 
Other Development Expenditures 25 21 119         0.5 
     
Fiscal Deficit 172 162 106 -3.7 
External Resources (Net) 84 81 104 1.8 
Foreign Grants 25 25 100   0.5 
Foreign Loans 59 56 105 1.3 
Financing of Deficit 172 162 106   3.7 
Domestic Resources 88 81 109 1.9 
Domestic Bank Borrowing  54 49 110 1.2 
Domestic Non-Bank 
Borrowing  

34 32 106 0.7 

Source: FY2007 National Budget Document. 
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Revenue Measures  
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52. Streamlining tax machinery, improving collection procedures and VAT laws and 
procedures, and expanding income tax coverage are expected to increase total revenue 
by 17% in FY2007, compared with the revised estimates for FY2006. Tax revenues are 
expected to increase by 19% 
and nontax revenues by 10% 
over the revised estimates for 
FY2006. This will raise the 
revenue-GDP ratio to 11.3% 
in FY2007 from 10.8% in 
FY2006. However, due to the 
large reduction in duties and 
taxes and the absence of 
new tax measures, achieving 
the ambitious revenue target 
will be a challenge. The 
reorganization of NBR along 
functional lines and setting up of the NBR Audit Cell will have positive impacts on 
revenue. The appointment of a change management adviser; human resources 
development adviser; and information, communications, and technology adviser will 
strengthen revenue administration. Setting up the Office of the Tax Ombudsman will 
address taxpayer grievances and tax disputes, and enhance transparency in application 
of tax laws. Under the strategic development plan to reform revenue management and 
administration introduced in the FY2006 budget, priority is assigned to modernizing NBR, 
which is responsible for 95% of tax revenues, to improve revenue administration. Setting 
up branches of large tax payers units (LTUs) in Chittagong will simplify VAT and income 
tax collection in the port city. Bifurcation of the Customs House in Chittagong into an 
import-based customs house and an export-based customs house will bring dynamism in 
customs administration. However, the acute shortage of field staff to handle indirect taxes 
needs to be urgently addressed. 

 
Tax and Tariff Policy Reforms  
 

Income Tax  
 

53. To increase revenue collection, emphasis is being placed on direct taxes (along 
with the VAT) to offset the irreversible decline in trade taxes due to globalization and 
market reforms. The emphasis is in line with the lessons of best practices, stressing the 
need to shift away from distorting taxes to more neutral, stable, and broad-based income 
and consumption taxes. The key channels of reforms are intended to work through 
systemic improvements, increased transparency and dynamism in tax machinery, and 
reduced discretionary authority of tax officials. To impart stability to the tax regime, the 
ceiling of tax exempt income for individuals, tax slabs, and rates have not changed. To 
encourage disclosure of higher income, 10% tax rebates on additional tax paid by 
individuals at the highest rate of 25% and declaring more than 10% additional income are 
introduced. Tax rates for companies are unchanged. The tax exemption benefits to 
agroprocessing and jute and textile industries are extended until 2008, which will provide 
immediate relief to these industries. To reduce erosion of the tax base, accelerated 
depreciation of 50%, 30%, and 20% in the first 3 years of the installation of machinery is 
allowed in place of the previous 100% depreciation or full expensing in the first year. The 
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decision to discontinue whitening of black money may not have the desired effect in view 
of the continuance of provisions allowing black money to be used to purchase real estate 
and motor vehicles on payment of taxes.  
 

Import Duty Structure   
 

54. The decision to reduce duty on intermediate goods from 13% to 12% and raw 
materials from 6% to 5% will increase the effective protection of domestic industries. 
Keeping the three-tier rate structure unchanged will help maintain stability in the tax regime. 
Reduction of import duties on key industrial raw materials and intermediate goods will 
increase profitability and competitiveness of industries. The withdrawal of the infrastructure 
development surcharge on hybrid rice seeds will provide impetus to rice production. 
Reduced duties on basic food items and spices, e.g., garlic, turmeric, chili, ginger, onion, 
and pulses, will bring relief to consumers. Introduction of specific duty rates on sugar will 
reduce tax incidence on sugar given the high international price of sugar. Withdrawal of 
duties and taxes on poultry capital machinery and poultry feeds will boost production in this 
promising sector and generate employment. Duty reduction on raw materials for plastic and 
melamine and electronic industries will make them more competitive in the domestic and 
international markets. Withdrawal of duties and taxes from textile, hosiery, garment spares, 
and synthetic filament tow used in the hosiery industry will increase value added and 
improve their export competitiveness. To provide protection and promote domestic 
industries, import duties are raised in certain cases and supplementary duties imposed, 
albeit in a nontrade neutral manner in certain other cases.  
 

Value-Added Tax  
 

55. Reforms of the VAT Act and rules will simplify operation of the VAT system and 
enhance its revenue productivity. Amendments to VAT appeal provisions will reduce the 
burden on taxpayers. The withdrawal of supplementary duty on domestic production of 
packet powder milk will promote development of the dairy industry. Withdrawing 
exemptions on certain service providers and bringing in new services under the VAT 
system will expand the revenue base and enhance equity and efficiency of the system.  

 
Expenditure Measures  
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56. The Medium-Term Budgetary Framework (MTBF), providing resource packages to 
four key ministries in FY2006, 
was extended to another six 
ministries to strengthen fiscal 
management and provide greater 
authority to line ministries to 
more flexibly manage resource 
allocation. With this extension, 
50% of government expenditure 
is covered under the MTBF. The 
MTBF, which is prepared for 3 
years, is designed to serve as a 
link between the PRS and annual 
budget, includes more realistic estimates for revenue and expenditure, and seeks to 
establish a balance between policy priorities and resource availability in the medium term. 
The MTBF is also expected to allow more effective actions in addressing strategic 

 23



priorities in allocating resources, removing demarcations between revenue and 
development expenditures. Although the MTBF is aimed at facilitating greater stability in 
short-term budgetary management, keeping public expenditure in the medium- and long-
term within sustainable limits, and enhancing policy predictability, institutional capacity of 
the ministries will need to be vastly increased to derive the expected results. Coping with 
the MTBF requirements and effecting smooth unification of revenue and development 
expenditures will be challenging for the ministries and will take time to take hold. The 
poverty expenditure guidelines developed by the Ministry of Finance and used to reflect 
PRS policy objectives in resource allocation will enhance the budget’s poverty focus.  
 
57. Total public expenditure in FY2007 is projected to increase by 14% over the 
revised estimate for FY2006, with current expenditure rising by 10% and ADP expenditure 
by 21%. The ratio of public expenditure to GDP is projected to increase slightly from 
14.7% in FY2006 to 15% in FY2007. With weak institutional capacity for project 
formulation and implementation, the slow fund release procedure, and given recent 
utilization performance, achieving the highly ambitious growth of 21% for the ADP will 
pose a big challenge. To move forward on PRS implementation and attain the Millennium 
Development Goals, the budget for social and physical infrastructure needs to be more 
effectively utilized to expand the economy’s productive capacity and productivity. Stricter 
control of unproductive current expenditure and large block allocations will be required to 
channel more resources to productive uses, especially in view of the transition through the 
three governments and the general elections in between. Formal priority to sectors with 
potential for economic growth, poverty reduction, and human development is continued in 
the FY2007 budget. 

 
Social Sectors 
 

FY2007: Sectoral Shares in Public Expenditure

Pension
3.9%

Subsidies
2.5%

M iscellaneous Non-
Development Investment, 

0.6%

Public Administrat ion
3.4%

Pu
4.

blic Order & Security
9%

Social Security & Welfare, 
4.7%

Defence
6.1% Agriculture

7.5%

Health
6.8% Energy & Power

6.1%

Local Govt. & Rural 
Development

9.7%

Transport& 
Communication

10.3%

Interest
11.0%

Education & Informat ion
Technology

15.9%Others
6.6%

58. Human resources development (education and health) receives high priority in the 
budget with 23% of the total allocations. Based on the strategy of providing a balanced 
supply of skilled work 
force at all levels, 
attention to education 
is benefiting from a 
judicious mix of 
primary; women’s; 
technical; tertiary; and 
science and 
information, 
communications, and 
technology education. 
However, education 
quality is still a 
concern largely 
because of the 
shortage of qualified teachers. The increased allocation for scholarships at primary, 
secondary, and higher secondary will cover a larger number of meritorious students. The 
allocation for science and information, communications, and technology is increased by 
24% over the revised FY2006 budget. In the health sector, a 16% higher allocation 
compared with the revised FY2006 budget underscores the importance of this sector, but 
delivery of health services needs major improvements.  
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Physical Infrastructure  
 

59. Although allocation to power is increased (5.6%) over the revised FY2006 budget, 
more dynamism is needed in urgently implementing new power projects and maintaining 
existing power plants to ensure steady power supply to customers. The setting up of the 
Energy Development Fund for solar power and other renewable sources is a welcome 
step. The higher allocation to the communications sector needs to be matched with 
particular attention to the cost and quality of work during construction, and regular and 
planned maintenance of the country’s road networks.  

 
Agriculture and Rural Development 
 

60. To expand the production base of agriculture, agro-based industry, and 
agribusiness, the budget for agriculture subsidy is increased together with a higher 
allocation for agriculture research. The target for agricultural credit is enhanced to provide 
access to credit to a larger number of farmers, especially women. Guarding against 
harassment and irregularities in the provision of credit will be important. Another 
continuing challenge will be to ensure the benefits of subsidies reach small and marginal 
farmers. The increased allocation to water resources is to harness its economic growth 
and poverty reduction potential. Justification of this allocation requires that it is used 
productively and accountably. To encourage commercialization and farm-based 
production of fisheries and the livestock subsector and create employment opportunities, 
the allocation to these subsectors is enhanced by 36% over the revised FY2006 budget. 
To exploit the potential of SMEs in employment generation, export promotion, economic 
growth, and poverty reduction in rural and urban areas, the Government has increased 
the availability of funds at affordable costs under a number of funds and schemes. 
Awareness needs to be increased about these sources of financing. In addition, initiatives 
under the ADB-assisted SME Sector Development Program and support from other 
sources for developing institutional mechanisms and capacity building to exploit SME 
potential need to be fully utilized. The substantial increase in the allocation for local 
government and rural development is for upgrading rural infrastructure to facilitate growth 
of farm and nonfarm activities. Sustainability of rural infrastructure is a key concern and 
needs to be streamlined through better planned and cost-effective maintenance, and 
through effective monitoring and supervision to enhance accountability and transparency.  

 
Social Security and Social Protection 
 

61. Increased allocations for microcredit programs under various ministries are to 
create greater employment opportunities for the poor. For example, the microcredit 
programs of PKSF (Palli Karma Sahayak Foundation) benefiting mostly poor women. 
Allocations are also increased for the Special Fund for the Employment of the Hardcore 
Poor administered by PKSF, and the NGO Foundation to improve the social sector in rural 
areas. More funds are also allocated to 
 

 increase access to credit for small entrepreneurs in rural areas;  
 expand the rates and coverage of old-age allowances;  
 enhance allowances for widowed, deserted, and destitute women;  
 provide an honorarium for insolvent freedom fighters; 
 mitigate risks due to natural disasters; 
 rehabilitate acid-burnt women; and 
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 support the vulnerable group development, vulnerable group feeding, food for 
work, test relief, and gratuitous relief programs. 

 
The Ministry of Food and Disaster Management received lump sum allocations to meet 
natural disaster emergencies.  
 
Fiscal Deficit and its Financing 
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62. The fiscal deficit projected for FY2007 is 3.7% of GDP, lower than 3.9% in 
FY2006. Tight control of current expenditure will be essential to restrict the fiscal deficit 
within the targeted level, along 
with strong revenue mob-
ilization drives. Although the 
low fiscal deficit target is likely 
to be achieved, partly by default 
due to under-performance in 
ADP utilization, care has to be 
taken to prevent imprudent use 
of the large block allocation. To 
finance the deficit of 3.7% of 
GDP, domestic bank and 
nonbank borrowing will meet 
the equivalent of 1.9% of GDP 
and foreign loans and grants will account for 1.8% of GDP. Interest payments on domestic 
and foreign debts will decline from 16.8% of revenue (excluding grants) in FY2006 to 
14.5% in FY2007 provided the projected revenue increase is achieved.    
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