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The Managing Director

TO : The Deputy Managing Director October 31, 1979
FROM Bruce J. Smith ;7
SUBJECT : Bangladesh--1979 Article IV Consultation Discussions %' »1

A staff team, including also Messrs. Huh, Thakur, Sisson and In-Su Kim
and Miss Windsor, visited Dacca during October 12-26 to hold the 1979 Article IV
consultation discussions with Bangladesh and to review progress in implementing
the program under the stand-by arrangement approved in July; Mr. Deshmukh was
also present during part of the period.

Recent developments

Severe drought and escalating import costs have had an adverse impact
on economic performance. Foodgrain production fell in 1978/79 (fiscal
year ended June 30) and is likely to show only a small increase in 1979/80.
As a result, real growth, which fell by half to 4 per cent in 1978/79, is
unlikely to show much recovery in the current year. Emergency imports of food-
grain, which will reach about 2.7 million tons in 1979/80, have disrupted the
flow of other external trade and clogged the internal distribution network,
but have successfully prevented widespread food shortages during the current
lean season. Incomes in drought-hit rural areas have also been reduced by the
poor quality of the jute crop, but large carryover stocks from last year will
limit the impact on export earnings. Industrial performance has improved as a
result of expanded imports and more liberal investment policies over the last
couple of years, but continuing electricity shortages are affecting some major
industries, including jute goods and textiles.

The authorities are particularly concerned by inflation, which is
currently 17 per cent per annum and tending to rise. The drought has resulted
in sharply higher food prices, and rising import prices and adjustments to
controlled prices are contributing factors. We emphasized that excessive
increases in liquidity, averaging 26 per cent per annum in the September
quarter, are a principal cause of inflation, and that a phased reduction
in the growth in liquidity as env1saged in the stand-by program is essential
if inflation is to be reduceds The cotffinued rapld liquidity increase can be
attributed largely to stronger thdn ‘expected balance of payments performance.
An overall surplus of $112 million was recorded in 1978/79, and the monetary
contraction from external transactions which had been projected for the current
year is yet to eventuate.

It now appears that because of bouyant prices export earnings in
1979/80 will increase by about 20 per cent, considerably more than earlier
estimated, while remittances for workers abroad will also be higher. On the
basis of improved foreign exchange receipts, the missilon advised the authori-
ties to expand the allocation of exchange for imports in 1979/80 by about
10 per cent; the official import program so far allowed for virtually no
growth in non-oil imports. We estimate that the enlarged import program,
which the authorities seem likely to adopt, can be financed while keeping
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the overall deficit near the earlier estimate of $130 million (excluding net
financing from the Fund of about $90 million) and maintaining international
reserves at a relatively comfortable level. Gross reserves currently amount
to a record $443 million, or over two months' merchandise imports. In July
this year, the arrangement whereby the taka was pegged to the pound sterling
was abandoned, and the taka is now pegged to a currency basket, comprising
mainly the U.S. dollar and pound sterling (with small weights also for the
deutsche mark and Japanese yen), within margins of 2.5 per cent. The pound
sterling continues to be the intervention currency, and one adjustment from
Tk 33 = pound stg. 1 (the rate set as a prior condition for the stand-by
arrangement) to the current rate of Tk 34.7 = pound stg. 1 has been made to
offset the impact of the strength of the pound on the effective exchange rate.

Performance under the stand-by arrangement

All the performance criteria, including the September 1979 ceilings
on credit to the public sector and total domestic credit, have been observed.
In line with their undertakings, the authorities have continued their program
of adjusting officially controlled public sector prices. Prices for water,
sugar, and electricity have been increased since the program was agreed, and
a further considerable increase in prices for petroleum products is expected .
to be introduced shortly. The authorities reiterated their intention of raising
further the ration price for rice in about January 1980. An increase of up to
Tk 20 per maund (17 per cent) was possible, which would result in a significant
reduction in the unit rice subsidy over the program period. The authorities
indicated that it was possible that the January 1980 credit ceilings may prove
too tight, particularly in view of the need to provide a substantial volume of
credit to support disastrously low raw jute prices. We agreed that a review of
the ceilings could be undertaken at about the end of the year, but indicated
that the outcome of the review would depend, in part, on progress over coming
months in reducing the rate of liquidity growth toward the program's objective
of 15 per cent per annum by May 1980.

Compensatory Financing Facility

The possibility of a purchase under the CFF was discussed with the
authorities at the Annual Meeting. The mission collected necessary data upon
which a preliminary assessment of the possible drawing can be made by the staff,
after which the authorities will decigde~whether or not to pursue the matter
further. On present indications no. more than a small export shortfall appears
likelye.

Extended Fund Facility

The authorities now appear more definite in their desire to enter
into an EFF program in 1980/81, the first year of the new Five-Year Plan. How-
ever, preparation of the Plan has been delayed, mainly because agreement on
the basic Plan objectives has yet to be reached. President Zia appears com—
mitted to ambitious performance targets——-including the doubling of foodgrain
production—-which the planners and other administrators do not believe are
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realistic or even desirable However, the authorities expect that these 1ssues
will be resolved soon, and that a draft of the Plan will be completed by early
February 1980 It was tentatively agreed that a mission visit Dacca toward the
end of February for exploratory discussions, with negotiations for the EFF to
be conducted in July 1980.

cec Mr Tun Thin (on return)
Mr. Watson
ETR /
FAD
LEG
TRE
ASD Senior Staff
Divisaion A
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sussect :  Bangladesh--1979 Article IV Consultation--Briefing Paper

Attached for your approval is the Briefing Paper for the 1979 Article

IV Consultation mission to Bangladesh. It has been cleared by Mrs. Lachman (LEG)

and Messrs. Beveridge (FAD) and Cutler (TRE).

Attachment

C.C.

LEG
FAD

Mr. Ware
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- I Introduction

A staff team consisting of Messrs. Smith (ASD, Head), Huh (ETR),
Thakur (ASD), Sisson (FAD), In—Su Kim (ASD) and a secretary will visit
Dacca during October 12-26 to hold the 1979 Article IV consultation dis-—
cussions with Bangladesh The team will also review the implementation
of the program supporting the stand-by arrangement which was approved on

July 30, 1979 Mr. Deshmukh has been consulted on the mission

II. Recent Economic Developments

The growth in real GDP slowed to about 4 per cent in 1978/79 (fiscal
year ended June), about half the rage”of-growth Tecorded in the previous
year (Table 1). The slowdown r;fiected a drop o 2 per cent in foodgrain
production (following a gain of 11 per cent in 1977/78), resulting from
localized floods and severe drought. However, wheat and jute production
increased considerably. The industrial sector maintz 1ed a pace of expan-—
sion of about 8 per cent in 1978/79 Public and private Investment were

buoyant, in part reflecting less restrictive policies concerning private

industry introduced over the past several years
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Table 1 Bangladesh Selected Economic Indicators,
1975/76-1979/80

1975/76 ~ 1976/77 1977/78 1978/79 1979/801/

(Per cent changes)

Real GDP 10 2 8 4 Z/
Foodgrain output 14 -8 11 -2 llg/
Raw jute output 12 10 13 20 -23
Industraial production 9 6 7 8 .
Consumer prices -7 1 15 10 82/
e Total liquidity 15 24 21 24 152/
Domestic credit 23 11 26 21 202/

(In m1llions of U S dollars)

Exports (f o b ) 320 461 502 582 650
( Imports (¢ 1 £ ) -1,319 -835 -1,424 -1,572 -2,260
Current account =935 -322 -841 -906 -1,505
Overall balance -128 132 -17 123 -66

Gross international reserves
(end~period) 215 301 269 372

C

In months of imports of
the following year (3 1) (2 5) (2 1) (19

Sources Data provided by the Bangladesh authorities and staff estimates

1/ Projections
2/ Official targets

SN
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The budget outturn improved in 1978/79 Revenues are estimated to
have increased by 21 per cent Sales taxes and nontax revenues each increased
considerably, the former partly as a result of measures antroduced in the
1978/79 budget Total expenditures are estimated to have risen by 22 per
cent. Current expenditures increased by no more than 9 per cent, while
development outlays increased by a thaird, largely reflectang increased
utilization of foreign aid A shortfall in domestic foodgrain procurement
resulted in a substantial increase in the cash surplus on food account.

The budget deficat increased by 14 per cent Foreign loans and grants are
estimated to cover 96 per cent of the deficat, and after taking account

of previously unanticipated borrowing from domestic nonbank sources, a
small overall surplus on transactions with the banking system was recorded,
compared with sizable net borrowing in 1977/78.

The rate of growth an laquidity increased to 24 per cent in 1978/79
from 21 per cent in the previous year Domestic credit increased by 21 per
cent, somewhat less than in 1977/78, but the impact of external transactions,
which was contractionary in 1977/78, accounted for about a third of the
liquidity expansion an 1978/79. Credit to public enterprises and the pravate
sector increased by 31 per cent, there was a large increase in Jute credait,
especially in the first half of the year, aqg~agricultural financing also
increased con51derably.”i£flatlon ;;nded to moderate during most of 1978/79,
aided by relatavely stable foodgrain prices. However, as a result of the
tightening food supply position, food prices jumped sharply toward the
end of the year The average inflation rate in 1978/79 fell by about a

third to 10 per cent

-~
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The balance of payments recorded an overall surplus of some $123 mil-
in 1978/79 following a small deficit ain the preceding year Exports rose by
about 16 per cent, mainly because of strong foreign demand for both raw
jute and jute goods, although power shortages and industrial disputes led
to a reduction an the volume of exports of jute goods Nonjute exports rose
by 7 per cent The growth in imports slowed to 10 per cent in 1978/79
following a large increase in the previous year Foodgrain imports were
lower and despite a substantial increase in the petroleum import bill,
general imports rose only moderately. While the more liberal import policy
introduced i1n the previous year was maintained, disbursements of commodity
a1d were less than expected and utilization of cash import licenses was
delayed. In total, disbursement of external assistance increased by omne
quarter to about $1 billaion in 1978/79 At end-June 1979, gross interna-

tional reserves were $372 million, equivalent to about two months of 1979/80

!

imports.

Duraing 1978/79, the taka was depreciated on six occasions against the
pound sterling, to which 1t is pegged, a further adjustment to a rate
of Tk 34 7 per pound sterling was made in August 1979, bringing the
cumulative depreciation since mid-1978 to 19 per cent. The decline in the
effectaive exchange rate over thiﬁsggeipe;;od,was 5 per cent. No new exchange
—

restrictions or multiple curréncy practices have been introduced since the

last mission

III Topaics for Discussion

1 Exchange rate

The six depreciations against the pound an 1978/79 represent the phased

implementation of a policy to adjust the exchange rate by 15 per cent to
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Tk 33 per pound sterling. Such an adjustment was considered necessary to
offset the effects of inflation which re-emerged in m1d-1976, and was
estimated to be sufficient to eliminate the perennial operating losses

of the jute andustry The adjustment was set as a prior condition in nego-
tiations for the current stand-by arrangement.

While a rate of Tk 33 per pound sterling would probably continue to be
adequate to assure the profitability of the Jute industry, where prices
are set in pounds, the appreciation of the pound against the U S dollar
and some other currencies over recent months threatened to undermine the
other aims of exchange rate policy--to strengthen nonjute exports and
establish reasonable costs for imports, the bulk of which are priced ain
dollars. In order to counter this the authorities adjusted the exchange
rate by a further 5 per cent in August In making this last change, the
authoraties used a currency basket to calculate developments in the effective
exchange rate, and the size of the change was such that 1t about offset
the increase in the effective exchange rate which occurred since the previous
rate adjustment.

The authoraties should be encouraged to continue to follow these more
flexible and rational exchange rate policies For the future, further
strengthening of the pound ster{igg%gbqye;its-August level should again

—
be offset by depreciation agaihs% the pound, but weakening of the pound
sterling should not be offset by appreciation of the taka against the pound
in order to obtain a depreciation of the taka against the dollar and in
effective rate terms It would also be useful to discuss the future role
envisaged by the authorities for the currency basket they have developed,
and their attitude toward the continuation of the peg arrangement with

the pound sterlang




2 Balance of payments

The balance of payments outlook for 1979/80, based on projections made
in March, is for a shift from surplus to moderate deficit because of a
deterioration in the terms of trade and increased foodgrain imports While
the present external position 1s relatively favorable, the authorities
have shown concern that increased o1l and foodgrain import costs will result
in a larger than projected deterioration in 1979/80

It appears unlakely that export earnings in 1979/80 will fall short
of the March estimate While the drought has sharply reduced raw jute output,
the authorities do not expect there will be a constraint on export supplies
as holdover stocks are large. Jute export prices continue to be relatively
buoyant and an expected downturn has yet to materialize There is greater
uncertainty concerning imports The current projection is for an increase
of 44 per cent, with foodgrain imports more than doubling and substantial
increases 1n imports of petroleum and fertalizer Beginning in 1978/79
there was a slowdown in imports under the official program, which appears
to be continuing an 1979/80. The slowdown is evidenced mainly by an
1increase 1n Import licenses issued for which letters of credit have not
been opened. Investigation is needed to determine the relative importance
of the factors which hazg;lnhlgkggd/the flow of rmports Means are essential
to ensure that the import prggfam is 1mplemented efficiently and that full
advantage is taken of the scope which exaists for further effective import

liberalization.

3 Domestic financial polacies

The budgetary position as i1nherently weak Dcuestic resource mobal-

1zataon is inadequate and consumer and producer subsidies make a large
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call on available resources. As a result, the budget's contribution to
investment 1s relatively small, despite substantial foreign financing
The overall deficat is large, equivalent to some 8 per cent of GDP, and
in some years heavy recourse to the banking system has been necessary
Against this background, developments over the past year have been favor-
able. Developments 1n 1978/79 show progress in improving tax administration
and restraining public consumption while stepping up public investment,
and borrowing from the banking system was avoided 1In addition, in the
context of the 1979 stand-by arrangement with the Fund, important progress
was 1nitiated to improve the underlying public finance position fertilizer
and foodgrain ration prices were increased to contain large budget subsadies
and prices for several other public sector goods and services have been
raised

A careful assessment is needed of the newly-introduced budget for 1979/80.
On the revenue side, new measures are expected to yield a mere 4 per cent
of the projected revenue increase, and other progress, including the imple-
mentation of the recommendations of the Taxation Inquiry Commission, appears
limited. Achievement of the projected 20 per cent increase in revenues
1s heavily dependent on a 30 per cent increase in customs duties which
may be optimistic in view'9f thiﬁégg:in.lmpo£Es. On the expenditure side,

—

current expenditures are progécéed to decline in real terms While this
1s partly a result of the elimination of losses by the jute industry, the
feasability and desirability of a decline in real current expenditures

in two successive years requires investigation
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Increases in total liquidity in excess of 20 per cent for the past
three years resulted in double-digit price ancreases in i;77/78 and 1978/79
It appears that the adverse psychological aimpact of the tightening food
supply position, and the faster liquidity expansion last year, are yet to
be fully reflected in prices. Taking account also of the impact of recent
increases in certain controlled prices, inflationary pressures may prove
to be persistent in the current year. The financial program for 1979/80
agreed in the context of the 1979 stand-by arrangement envisages a decelera-
tion in liquiadity to 15 per cent in order to reduce inflation to 8 per cent

Credit policies of the Bangladesh Bank have been liberal over the past
two years, and the Bangladesh Bank's lending to banks increased sharply
in both 1977/78 and 1978/79. 1In order to restrain the growth in laquidity,
credit policies were tightened in December 1978, but it does not appear that
these measures had an appreciable effect in slowing the growth of credit,
partly because larger than normal jute stocks prevented the seasonal contrac-
tion of jute credit in the fairst half of 1979.

Interest rates are relatively low and have been vartually unchanged
for three years. Most rates are currently negative in real terms. The
authorities have indicated that they are considering raising interest rates,
a move which should be encouraged 12595455 to_alleviate the exasting dis-
incentives for f1nanc1aif;;v1ngs'and ttie effaicient allocation of credit.

4. Agriculture, industry and investment

The severe drought 1n 1978/79 resulted 1n a shortfall in rice production
of about 1 mallion tons. The largest impact was on the main aman (summer)
crop, and despite efforts to intensify production curing the boro (winter)

season, persistent drought brought further losses. Shortages of diesel



- 8 -

fuel adversely affected the operation of irrigation tubewells in 1978/79,
aggravating the impact of drought Although the drought has now broken,
its effects will spill over in 1979/80 The deepwater aman rice crop
suffered from late planting, and the transplanted aman crop will be reduced
as a result of late sowing of aus (spring) rice and jute in double-cropping
areas As a result, it 1s probable that foodgrain production will again
fall short of the official target im 1979/80, and that aggregate economic
growth will be lower than the official target of 7 per cent.

In order to facilitate the growth in food production needed over the
medium term, a large expansion in irrigation capacity is required Progress
in thas direction has been slow to date, although public investment in
this field has been stepped up recently On the other hand, recent pricing
policy changes appear well-tuned to provide necessary financial incentives
for agricultural expansion. Official procurement prices for the forthcoming
aman rice crop have been raised by 20 per cent and the minimum price for
jute has been increased by 15 per cent However, while free market raice
prices have risen sharply, raw jute prices have been stable or declining
because of abundant stocks As a result, the jute/rice price ratio has
deteriorated to a point where relative prices now clearly favor rice This
shift in relative prices was on34£§%£Q£ accounting for the decline in jute

—
acreage 1in 1979 and, based on"the present price ratio, a further shift
from jute to rice 1s in prospect next year. Measures are needed to achieve
a stable jute/raice price relationship at a level which encourages adequate
and stable jute production

The most pressing immediate problem facing the authorities is to assure

food supplies, especially in rural areas hard hit by drought It is reported
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that the drought has already resulted in considerable suffering and malnutri-
tion i1n certain areas, and that landlessness is aincreasing President Ziaur
is himself overseeing the food supply operation, which is preempting scarce
administrative resources and infrastructure facilities Total foodgrain
imports in 1979/80 are expected to increase by more than 50 per cent to
2 million tons, commercial foodgrain imports in 1979 and early 1980 are
estimated to total A;arly 1 million tons at a cost equivalent to about
a quarter of annual exports. While distribution prices were raised in May
1979—by 20 per cent for rice and 12.5 per cent for wheat-—the 1increases
are well below those in the open market The authorities also plan to increase
the share of wheat and reduce that of rice under the ration when the supply
position allows. This change 1s welcome because the distribution price is high
relative to cost for wheat in comparison with rice

A fundamental aim of policies is to raise investment which as only
some 12 per cent of GDP. Considerable increases in the size of the capital
budget over the past two years reflect efforts to increase public investment,
especially in agriculture With public sector business enterprises accounting
for over half of the industrial sector, efforts are needed to increase their

abilaty to generate investment resources internally. At the present time,

low and controlled product prliiiﬁgggzggg_ngy>publlc enterprises from even
maintaining thear caplgngstoek. Further prace increases, in addition to
those recently introduced, are needed for public sector prices, while for
the future, a more flexible pricing policy 1s desirable Measures have been
taken over the past several years to relax restrictioms on private invest-

ment, and the Government is now encouraging the re arn to private ownership

of many public enterprises outside the jute, sugar and textile sectors
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These policies represent important steps in the right direction, and there is

evidence of increased interest in Bangladesh on the part of foreign investors.

Iv. 1979 Stand-By Arrangement

A one-year stand-by arrangement in the upper credit tranches for
SDR 85 million (56 per cent of quota) was approved by the Fund on July 30,
1979 The performance criteria are)(a) a phased ceiling on total credit
and a phased subceiling on credit to the public sector, (b) limits on the
contracting of new debt of maturities of 1 to 5 years and 1 to 15 years,
and (c) the standard clauses relating to multiple currency practices,
bilateral payments agreements and import and exchange restrictions The
farst of the phased credit ceilings occurs on September 30, 1979, based
on the most recent available data, there is no indication that the credit
cerllings will be exceeded

In the letter of intent the authorities agreed that progress in im—
plementing the program would be discussed with a Fund mission during the
middle period of the stand-by arrangement. In addition to a general
review of policies and developments, there are two areas whtere further
policy action is needed. The increase an the ration price for rice intro-

duced in May was less than the increase in the rice procurement price which

= - e

w1ll be offered for the éorth€o1, g‘hﬁgh CIOPe. A further increase in the
ration price, of more than Tk 6 per maund (5 per cent), is needed to meet
the objective of reducing the unit rice subsidy. Also, additional increases
in the prices for goods and services provided by the public sector were
envisioned in the program, but in some cases, e g sugar, electricity,

gas and water, these could not be finalized at the time of discussions

In both cases, the authorities indicated their agreement to making further
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price adjustments during the course of the program period While some of
the public sector price adjustments have already been introduced, e g ,
electricity and water, it is timely to discuss with the authorities their
plans concerning the magnitude and timing of the adjustment to the rice
ration price and other adjustments to public sector prices

The authorities have expressed interest in an extended arrangement
which would coincide with the introduction of a new Five-Year Plan in mid-
1980. While the authoraities may wish to discuss i1n a preliminary way some
aspects of such an arrangement, preparation of the Plan outline has not yet

reached a stage which would allow substantive daiscussions to commence.

A o -
—
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Fund Relations with Bangladesh

SDR 152 million

Bangladesh has made frequent use of the Fund's
resources Stand—-by arrangements were
approved in June 1974 and in July 1975,

the full amounts available were drawn.
Purchases were made under the Compensatory
Financing Facility in December 1972 and in
August 1976, and purchases were also made
under the 1974 and 1975 011 Facilities

A stand-by arrangement for one year in an
amount of SDR 85 million was approved on
July 30, 1979 SDR 29 million was purchased
in August 1979

A Trust Fund loan was approved in June 1977
and Bangladesh received disbursements on the
loan totalang SDR 51.8 million In respect
of the second period, Bangladesh received an

interaim disbursement of SDR 29 6 millaon in

. _hugdse 19797

The Fund's holdings of Bangladesh taka
amounted to 210 3 per cent of quota on
August 31, 1979, excluding outstanding pur-
chases under the o1l facilities (42 4 per
cent of quota) anc the compensatory financ-
ing facility (25 7 per cent of quota) they

stood at 142 2 per cent of quota.
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Bangladesh received its first allocation of
SDR 15 8 million on January 1, 1979 Its
holdings of special drawing rights amounted

to SDR 36 7 million on August 31, 1979.

The officral exchange rate of the taka was
fixed at Tk 18.968 per pound sterling from
February 1, 1972 On May 17, 1975, 1t was
changed to Tk 30 per pound sterling. Since
then, the taka-pound sterling rate has been
periodically changed The last change became
effective from August 13, 1979 when the middle
rate of spot buying and selling was changed

to Tk 34 7 per pound sterling from the rate

of Tk 33 per pound sterling established on
May 28, 1979

Article XIV consultation discussions were held
during February 28-March 14, 1978 The Staff
Report (SM/78/119, 4/28/78) was considered by
the Executive Board on June 14, 1979.

Since June 1972, the Fund has maintained a resi-

- ——
5 AR N

-~ « dent representative in Dacca, and since Septem—

ber 1975, also a deputy resadent representative.
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1. Mission members: Messrs. Tun Thin (ASD), Smith (ASD), Huh (ETR),
Thakur (ASD) and Ballali (FAD), and Miss Lee (ASD, secretary). Messrs. Siber
and Yadav (resident staff) assisted the mission.

2. Bangladesh representatives: The principal negotiators were
Finance Secretary Khair and Bangladesh Bank Governor Nurul Islam. Discus-
sions were also held with Finance Minister Professor Huda.

3. Political situation: The Parliamentary elections held in
February resulted in a landslide victory for President Ziaur Rahman's party,
which won over two thirds of the 300 seats contested. The announcement of the
Cabinet has been delayed by the recent death of prospective Prime Minister
Mashiur Rahman and important policy actions have been delayed somewhat as a
result. It now appears that Professor Huda will retain the Finance portfolio.

4. Economic situation: Economic growth has been satisfactory
during the past two years. Growth reached 7.8 per cent in 1977/78 (fiscal
year July-June) but will be somewhat lower——about 5 per cent--in 1978/79, mainly
because adverse weather has reduced the main rice harvest. Growth in the indus-
trial sector has picked up--10 per cent in 1977/78 and 8 per cent in the current
year reflecting the buoyancy of agricultural incomes and more liberal imports
of raw materials and capital goods. The jute goods industries, however, have
suffered a setback as a result of power shortages and labor disputes in 1978/79.
Mainly because of a large increase in imports, the balance of payments reverted
from a sizable surplus to a deficit in 1977/78, and despite an acceleration in
export earnings due to high prices, a further small deficit is in prospect in
1978/79. The main difficulty has been inflation which has intensified since mid-
1976. Increases in liquidity at rates in excess of 20 per cent, resulting
mainly from increases in domestic credit,; have been the principal cause of
price pressures. Inflation/;gached_an&average 6f 15 per cent in 1977/78
and is expected to be about 12 per cent in 1978/79.

5. Problem areas: The underlying budgetary position is weak,
although it has improved somewhat in 1978/79. Revenues have been buoyant
because of more efficient tax administration, and current expenditures have
been tightly controlled. As a result, it is likely that the authorities' objec-
tive of avoiding recourse to the banking system to finance the deficit will
be achieved in 1978/79; unplanned bank financing of the budget amounted to
Tk 1 billion in 1977/78, accounting for about a quarter of the growth in
liquidity. Despite the good performance in the current year, the budget is ex-
cessively reliant on foreign assistance, producer and consumer subsidies make
a heavy and growing claim on available resources, and some public corporations




are financially weak. During 1978/79, the subsidy on fertilizer is estimated

to absorb about 60 per cent of development expenditure on agriculture and

10 per cent of the development budget; subsidies on the distribution of domes-

tically procured foodgrains will account for about 7 per cent of current expen-
diture; and budget subsidies to cover the losses of the jute mills will absorb

a further 6 per cent of current expenditure.

One factor contributing to the favorable budgetary position in
1978/79 has been the considerable shortfall in official foodgrain procurement,
partly the result of the less favorable harvest, but also due to relatively low
official procurement prices. Besides the distinctive effects of low procure-
ment prices on production, the shortfall in procurement may have to be offset
by imports, at considerable cost to the already weakening balance of payments.

6. Stand-by negotiations: The authorities continue to express
'keen interest in an Extended Fund Facility program. It is expected that
discussions will begin in May 1980 when details of the Second Five-Year Plan
have been finalized. The current discussions were framed to meet the immediate
need for stabilization and to initiate steps to overcome the underlying struc-
tural problems.

The mission negotiated, ad referendum, a one-year stand-by arrange-
ment. During the discussions we emphasized the crucial importance of an
exchange rate change and measures to mobilize domestic resources to promote
high rates of investment.

As a prior condition, the exchange rate is to be adjusted, probably
in two steps to be completed in May or before early June, from the present rate
of Tk 31.125 per pound sterling to Tk 33 per pound sterling. It is expected that
at this rate the losses of the jute mills would be eliminated. The budget would
benefit additionally from some increases in tax collections and the counterpart
of foreign commodity assistance.

You will recall that during the Annual Meeting the Finance Minister had
indicated to you the broad direction of their domestic policies. Subsequently,
they established a number of working groups to examine available options. Most
of the recommendations of these groups have now been finalized, and some have
already been submitted for cabinet igggpvalﬂ .Decisions by the new Cabinet are
expected in May or early Jume, e

i e

The main elements of the policy package are:

(1) Fertilizer prices are to be increased by about 20-25 per cent,
resulting in about an equivalent reduction in the prospective fertilizer subsidy.
The extent of the adjustment has been left to be decided during the visit of
IBRD Vice President Hopper, who arrived to negotiate a fertilizer loan following
the mission's departure.

(2) Procurement prices for paddy and rice are to be increased by
about 10 per cent to a level which the authorities believe will provide incen-
tives to increase production.



(3) The distribution price for rice is to be increased by 15 per
cent or more, and that for wheat by a somewhat smaller amount, so as to en-
courage a shift in consumption from rice to wheat, which is in more plentiful
supply. This increase will more than offset the increase in the cost of
domestic procurement and in addition will generate increased revenues from the
sales of imported foodgrains.

(4) The prices of a number of goods and services provided by the
public sector are to be increased by varying amounts, with the aim of improv-
ing the financial position of public sector enterprises and utilities. Com—
plete details of the items to be included are not yet finalized, but they are
likely to include post and telegraph charges, gas and electricity tariffs, and
sugar, gasoline, textile and pharmaceutical prices.

The performance criteria are:

(1) Phased credit ceilings, including a subceiling on credit to
Government and the public sector, allow for an increase in total credit of
19 per cent and a target increase in liquidity of 15 per cent during the
stand-by period. The credit ceilings aim to achieve a reduction in inflation
to 8 per cent while allowing for economic expansion of 6 per cent.

(2) Ceilings on foreign borrowing allowing for up to $35 million
in borrowings of between 1 and 5 years to meet emergencies, with an over-
all ceiling of $60 million for borrowings between 1 and 15 years.

(3) Commitments regarding multiple currency practices and exchange
restrictions, bilateral payments agreements with Fund members, and import
restrictions for balance of payments purposes.

7o Balance of payments outlook: The balance of payments p051t10n
is projected to deteriorate considerably in 1979/80, mainly because of a
worsening in the terms of trade. An overall deficit of about $80 million
(SDR 62 million) has been forecast. Export prices are expected to decline
somewhat as jute prices recede from current abnormally high levels. While the
value of imports is expected to rise by 17 per cent, increased prices will
reduce the scope for continued import g}berallzaxlon. In particular, the oil
import bill is estimated to.rise by'ﬁGEr $50 million, accounting for nearly
20 per cent of the estimated incréase in imports.

8. Financing needs: International reserves are forecast to be about
SDR 230 million at the end of 1978/79, equivalent to less than two months of
the projected level of imports in 1979/80. The authorities consider this to
be a minimum level. Repurchases due to the Fund in 1979/80 total SDR 96 mil-
lion, which, after scheduling amounts due on a three-year basis, could be
reduced to about SDR 75 million. (The attached Annex describes Bangladesh's
Fund position during the period of the proposed stand-by.) Total financing
needs during 1979/80 are thus about SDR 137 million, of which about SDR 50 mil-
lion may be provided through a Trust Fund loan and SDR allocation, leaving
a gap of some SDR 87 million.
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I believe that the program outlined above is a strong one and fully
deserving of adequate Fund support. The availability of additional financing
would be of considerable benefit to the Bangladesh economy in maintaining the
recent momentum toward import liberalization. Another relevant factor is the
coincidence of repurchases under the o0il facility and a further sizable increase
in the cost of o0il imports in 1979/80. These together are estimated to involve
a burden of about SDR 65 million on the balance of payments in the coming year.
In view of these considerations, I recommend that the amount of support under
the proposed stand-by should be SDR 85 million, i.e., equivalent to about two-
and-one—quarter tranches, and sufficient to maintain official reserves at their
present low level. '

Attachment

c.c. ETR
FAD
LEG
TRE
Mr. Ware
ASD Senior Staff
West Asia Division
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Offz'ce Memorandum . e

The Managing Director
10 f  The Deputy Managing Director v pate: March 8, 1979

.

\

FROM - Tun Thin and Donald K. Palmer (f'

SUBJECT : Bangladesh: Briefing Paper - 1979 Stand-by Arrangement p

‘/

Attached for your approval is the briefing paper for the forthcoming
stand-by discussions with Bangladesh. The paper incorporates comments from
Messrs. Cutler (TRE), Radford (FAD) and Guardia (LEG).

We draw to your attention the second full sentence on page 10 which
proposes a depreciation of the taka as a prior condition for the stand-by
arrangement.

Attachment
cc: FAD

LEG

TRE

Mr. Ware



CONFIDENTIAL

INTERNATIONAL MONETARY FUND
BANGLADESH

Briefing Paper--1979 Stand-By Arrangement

Prepared by the Asian Department and
the Exchange and Trade Relations Department

(In consultation with the Fiscal, Legal and Treasurer's
Departments)

Approved by Tuﬁ Thin and Donald K. Palmer
March 8, 1979

A staff team consisting of Messrs. Bruce Smith (ASD, Head), Huh (ETR),
Thakur (ASD), Ballali (FAD) and Miss Lee (ASD, secretary) will visit Dacca
during March 13-25 to negotiate, ad referendum, a stand-by arrangement in
the tgird credit tranche. Mr. Tun Thin will join the mission during
March 18-22.
Le Background

Bangladesh has been granted two stand-by arrangements since it
became a member of the Fund in August 1972 and has also made extensive
use of Fund resources under the oil and compensatory financing facilities.
With the balance of payments reverting to deficit in 1977/78 and with sub-
stantial repurchases to the Fund coming due, the foreién exchange reserve
position is coming under ngssure:42¥gr~cecentwmonths, the authorities
have been exploring the possibiiiﬁy'of obtaining access to Fund resources.
During the Bangladesh Aid Group Meeting held in January 1979, one option
discussed between the staff and the authorities was an extended arrangement-—-=
and the staff outlined in broad terms the general form such an arrangement
would take and the key actions which would be expected of the authorities.
The authorities were favorably disposed toward the possibility of request-

. ing an extended arrangement but indicated that the framework for the new’



Five-Year Plan to go into effect in July 1980 was as yet incomplete. They
tho;ght it preferable to envisage an extended arrangement coinciding with
the introduction of the Plan and supporting its objectives during its first
three years. In the meantime, in view of the need for balance of payments
support, they wished to request a stand-by arrangement to cover the inter-
vening year.

It is in this setting that discussions will take place. The program
the staff will discuss will be consistent with the policies of the Fund for
purchases in the upper credit tranches. At the same time, it will be framed
to address some of the underlying structural problems facing Bangladesh,
so that in the event that the authorities proceed to request an extended
arrangement in 1980, the policy aims will be clarified and the first steps

taken toward achieving them.

2, Recent developments

Economic growth increased to 8 per cent in 1977/78 (fiscal year ended
June), well above the average of 6 per éent over recent years. The main source
of growth was an 1l per cent increase in foodgrain output following the poor
harvest of ghe previous year. Output of jute also rose from low levels in
the previous two years. Value added in manufacturing rose by 10 per cent,
reflecting a recovery in the jute good®’ cottdn textiles, cement and sugar
industries. The improved industrigl‘ﬁerforﬁance was sustained by increased
imports of raw materials and capital goods which allowed higher rates of
capacity utilization and higher investment. Indications are that growth will
slow to 4-5 per cent in 1978/79. Agricultural production is expected to
increase at a slower rate, mainly because adverse weather reduced the main

aman rice crop, limiting the growth in foodgrain output to about 3 per cent,

despite sharp increases in use of modern inputs including fertilizers. However,
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jute production is expected to show a further considerable increase. Private
investment demand has been reviving, especially in the manufacturing sector
and public sector development outlay is expected to rise sharply. Nevertheless,
investment continues to be low (12-13 per cent of GDP) and its share financed
by foreign aid has risen rapidly in the last two years.

Government revenues rose by 27 per cent in 1977/78 as a result of renewed
inflation and increased economic¢ activity and total expenditures by 40 per
cent. Current éxpenditures rose twice as fast as budgeted and the surplus
on government foodgrain trading was less than expected. Thus, although the
increase in capital expenditure was only slightly larger than budgeted, un-
planned financing from the banking system amounted to Tk 1 billion, equiva-
lent to 5 per cent of the stock of liquidity at the beginning of the year.

As a result of the large budget deficit, and rapid increases in bank credit
to public enterprises and the private sector, accommodated by liberal redis-
counting policies, total liquidity expanded by 22 per cent in 1977/78, about
the same as in the previous year. Inflation, as measured by the Dacca cost
of living index, increased somewhat to 12 per cent during 1977/78.

Financial policies have continued to be lax during the current year. In
the 1978/79 budget, revenues were estimated to rise moderately and current

expenditures were virtually unchanged, allowing a 16 per cent increase in
= AROE e SR TS =

" .
development expenditures to be.financed without recourse to the banking

system. However, revised estimates suggest that largely because of higher
than budgeged expenditures, a budgetary gap of about Tk 1 billion is likely,
a large part of which will have to be financed by the banking system. Because
of this and continuing strong growth in credit to the private sector, the

growth in liquidity has increased further--reaching 24 per cent in the year
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to January .1979. 1Inflation has tended to increase, and was 16 per cent in
the ;ear to October 1978. The authorities' targets for liquidity growth (11
per cent) and inflation (5 per'cent) are most unlikely to be acﬁieved.

The balance of payments deteriorated sharply in 1977/78 when an overall
deficit of $46 million was recorded, compared with a sizable surplus in the
previous year. The current balance deteriorated sharﬁly——exports increased
by 8 per cent, but imports jumped Ey two thirds. The inflow of official trans-
fers and capital increased, due to higher disbursements of food, commodity
and'project aid. A small overall deficit is in prospect for 1978/79. Exports
are expected to increase by 19 per cent, largely because of higher prices
for jute and jute goods. Imports are estimated to increase by 25 per cent,
with larée increases in aid imports; sharply higher inflows of official
transfers and capital are estimated. At end-December 1978, gross international
reserves were $310 million, equivalent to slightly over two months of esti-
mated 1978/79 merchandise imports.

3. The stand-by

With the possibility that Bangladesh may later request an extended.arrange-
~ment to begin in 1980, the mission will negotiate a one—-year stand-by arrangement
for SDR 38 million, or 25 per cent of quota. During the sténd-by period, which
is expected to cover June 19121May 19§giaBangladeshﬂhas-repurchase commitments
totaling SDR 95.8 million. Of thisméﬁoﬁnt, SDR 41.5 million is due on a three-
year basis and the authorities are likely to request that these amounts be
scheduled; repurchases during the stand-by period would then be reduced to about
SDR 75 million. Were the stand-by arrangement fully drawn, and the repur-
chases reduced in this way, Bangladesh would make net repayments to the Fund
of SDR 37 million during the stand-by period. The Fund's holdings of taka,

excluding drawings under the o0il and the compensatory financing facility,
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which are estimated to amount to 131 per cent of quota at the end of May 1979,
would remain unchanged at the end of the stand-by period Bangladesh 1s eligible
for Trust Fund assistance, and 1ts access during the Second Period is presently
estimated to be 1in the neighborhood of SDR 50 million The stand-by program
would form the basis upon which Bangladesh would receive access to Trust Fund
assistance during the Second Period

The main objectives of the stand-by program will be to reduce the rate of
inflation, to strengthen the financial position of the public sector, and to
establish the conditions necessary for a sustained improvement in the external
position It 1s unlikely that the problem of inflation could be solved during
the stand-by period without causing excessive disruption to economic activity,
and fo; this reason the program will seek to achieve a reduction in inflation
to about 8 per cent This would represent considerable progress in combating
inflation, but should not inhibit the attainment of the growth target of
5 1/2 per cent of real GDP set by the authorities for 1979/80

The mission will formulate a financial program for the period June 1,
1979 to May 31, 1980 consistent with these growth and price objectives The
rate of expansion of total liquidity 1s estimated to exceed 21 per cent 1n
1978/79 Changes 1in the income velocity of liquidity in Bangladesh are
strongly influenced by the 515? of‘Eggggggxeagq the marketed surplus of food-

—

grains, and price expectations, particularly those regarding the price of
foodgrains Income velocity has stabilized in the last two years, after a
sharp fall during 1975/76 and 1976/77, which mostly reflected a fall in
prices Good harvests and ample supplies of foodgrains have kept the 1increases
1n rice and other food prices well below those for nonfood 1tems over the

past year Food security has dominated price expectations so that large
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increases in the overall price level do not seem to have had the adverse
1mpact on the public's demand for liquidity which might otherwise have been
expected If the rice harvest in the coming fiscal year 1s average or better,
favorable price expectations may be reinforced and some decline in the 1income
velocity may be expected The staff therefore believes at this stage that
the program should allow for a rate of increase in total liquidity during
the stand-by period of about 15 per cent

The financial program will include, as a performance criterion, a
cerling on domestic credit expansion consistent with the projected growth
1n total liquidity and the expected balance of payments outturn A sub-
ceiling will be established with respect to the banking system's net claims
on the Government plus gross claims on the rest of the public sector, also
as a performance criterion This subceiling will be established on the under-
standing that the Government will avoid recourse to the banking system to
finance the budget, apart from any seasonal needs There exists a pronounced
seasonality 1in the demand for credit by both the public and the private sectors
The financial requirement of the public sector reaches 1ts peak during the
first quarter of the calendar year when the bulk of foodgrain and raw jute
procurement takes place The demand for credit by the private sector also
reaches 1ts peak during this perlo%d;ggadegelerates after March The over-

—

all credit ceiling and the subcerling will be established for end-September
1979, end-February 1980, and the end of the program period Taking account
of seasonal needs; the level of credit may be permitted to exceed the ceirling
for the end of the program period during the peak period of credit demand

The rates of interest on time and savings deposits have been generally

unchanged since April 1976, although rates for some categories of savings
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deposits were reduced in 1977, their range currently 1is 4-10 per cent, depend-
\

ing on maturities Given the significant increase in inflation in the last
two years, there 1s a case for some increase 1n interest rates to maintain
attractiveness of time and savings deposits, and a corresponding increase 1in
loan rates The mission will i1mpress on the authorities the importance of
a realistic and .lexible interest rate policy, especially in view of the
need to mobrlize domestic resources to finance the forthcoming Plan

A major aim of the fiscal program will be to reverse the expansionary
fiscal stance of the past two years through an elimination of the budget
deficit financed by bank borrowings The subceiling on credit to the public
sector will allow some increase 1n credit to public sector enterprises To
achieve the budgetary improvement, revenue would have to be increased mainly
through a broadening of the tax base, although some increase 1n revenue may
be possible from further improvements in tax administration In this connec-
tion, the mission will urge the authorities to implement the revenue-yielding
measures recommended by the Taxation Inquiry Commission, which include widen-
ing the scope of tax deductions at the source of income, cutting tax arrears
by reducing the time limit between tax liability and payment from four to two

years, and extending the scope of excise taxes to cover additional products

o - -
5 M LA 4 - -

Even with 1increased revenue{ﬁ§f0w§h41n expenditure at the rate of the past
two years (averaging 30 per cent) cannot be sustained 1f reliance of the
budget on bank finance 1s to be eliminated Undertakings by the authorities
for expenditure restraint in 1979/80 will therefore be necessary This could
best be achieved through a phased reduction in subsidies and restraint in

{

salary and wage 1increases
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There are severe underlying problems in public finance The budget 1s
excessively reliant on foreign finance and domest}c resource mobilization 1is
1nadequate Available resources are committed heavily to provide consumer
and producer subsidies, and despite a large overall deficit the level of taka
resources remaining for investment and to supplement foreign development
assistance 1s deficient The staff believes that the recent progress in
agricultural output has created an opportunity, not only for increasing tax-
ation of the farm sector, but for reducing the subsidies on various agricul-
trral inputs In particular, fertilizer subsidies should be reduced by

(f‘ increasing considerably fertilizer prices which currently cover only about
half of their cost Higher fertilizer prices would require some increase
in rice procurement prices to maintain producer incentives There 1s also
scope for a gradual reduction of food subsidies by increasing ration prices,
and reducing access to the ration system to only the lowest income groups
The food distribution system also should be adapted to help stabilize market
prices for both producers and consumers In addition, measures are needed
to gradually eliminate subsidies to public sector corporations, including

<~‘ in particular the jute mills These measures 1include appropriate pricing

policies and exchange rate action

Staff projections suggest a further overall balance of payments deficit

- —
L e e

1s 1n prospect in 1979/80 Hsgéveg,‘ln tﬂelr submission to the recent Aid Group
Meeting, the authorities projected a small overall surplus The authorities

are projecting that in 1979/80 exports will increase by 14 per cent and imports
by 9 per cent External aid disbursements are projected to amount to $1,195 mi1l-
lion, an increase of $100 million from the estimated level in 1978/79 At

this point the staff considers these projections to be optimistic The mission
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w1ll review external prospects and the assumptions underlying the author-
ities' projections In particular, the level of imports needed for the planned
rate of economic growth to be achieved, the availability of external assis-—
tance for disbursement in 1979/80, and the level of exports that can realis-
tically be achieved 1n light of expected external market conditions and
domestic production developments will be examined By the end of June 1979,
gross official international reserves are projected to declinme to $250 mil-
lion, equivalent to less than two months of estimated 1978/79 imports The
authorities have i1n the past considered a level of reserves equivalent to
at least two months of imports to be a minimum to meet the unpredictable
needs for imports of foodgrain On this basis, 1t appears unlikely that they
will allow external reserves to fall significantly during 1979/80

External debt data are i1nadequate Service payments 1in 1978/79 are
estimated to be up to $125 million and are projected to be $106 million in
1979/80 1In view of the deterioration in the external debt profile s1n;;_w
1977/78, a quantitative limit will be established on the contracting of
external debts of maturity between 1 and 15 years as a performance criterion
The cerling will limit new debts to an amount consistent with Bangladesh's
continuing ability to service the debt while not increasing the debt service
burden, borrowing in short qggprltlggﬁ&¥é§s‘tHin’S“years) will be strictly
limited o

In May 1975 the exchange rate of the taka was devalued by 37 per cent
to Tk 30 per pound sterling Between May 1975 and mid-1978, the Bangladesh
authorities adjusted the exchange rate periodically, involving 1n many instances

small appreciations of the taka in terms of the pound sterling The staff has

urged the Bangladesh authorities to pursue a more realistic exchange rate
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policy and has indicated that an adjustment of the exchange rate to Tk 33
per pound sterling is necessary, especially to eliminate losses in the jute
industry Since m1d-1978 the exchange rate of the taka has been gradually
depreciated, and on January 15, 1979, 1t was set at the current rate of
Tk 31 125 per pound sterling The staff will reiterate 1ts position that
the exchange rate of the taka should be adjusted to Tk 33 per pound sterling
before the stand-by program 1s presented for approval by the Executive
Board Beyond this, the mission will encourage the authorities to pursue
exchange rate policy 1n a more flexible manner in the future with the aim
of ensuring the profitability of the jute sector, of promoting the expansion
of exports, particularly of nontraditional items, and of assisting in the
mobilization of budgetary resources

The authorities are at present considering alternatives to the present
exchange regime under which the taka 1s pegged to the pound sterllng,_;Pclud—
1ng a basket-pegging arrangement The mission will, 1f requested, discuss
the 1ssue with the authorities and point out the implications of alternative
basket arrangements

At present, Bangladesh maintains two multiple currency practices result-—
ing from the operation of the Wage Earners' Scheme and the Export Performance

[

License Scheme  The program-will rﬁ%Tﬁﬁ;“h Commitment that the Government will
not impose new or intensify existing multiple currency practices and exchange
restrictions, and will not conclude any new bilateral payments agreements
with Fund members during the period of the stand-by arrangement

In recent years, a number of improvements have been introduced in import

programing and procedures In particular, beginning July 1978, the import

program has been formulated on an annual basis rather than every six months
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as in thetpast. The staff considers this to be a significant improvement,
and will encourage the authorities to continue this policy in 1979/80. The
program will contain a provision that the Government will continue to
simplify import procedures and liberalize imports as the balance of paymenté
position permits, and that it does not intend to impose new or intensify
existing restric:-ions on imports for balance of payments reasons.

Drawings under the stand-by arrangement will be phased in accordance
with the schedule of phased credit ceilings. The mission will propose that
SDR 14 million be available immediately after the stand-by arrangement is
approved and SDR 12 million each after the September 1979 and the February
1980 pérformance criteria are observed.

A substantial part of the proposed program will depend criticaily on
measures introduced in the government budget for 1979/80 whicﬁ will not be
completed or approvedruntil after the stand-by arrangement comes into force.
It is not clear how far the authorities will be in a position at this stage
to outline in detail the specific policy measures they will undertake in
certain impqrtant areas to give force to the intentions contained in fhe
program. With this in view, the staff will request that a mid-term review

of the implementation of the program be conducted. However, it is not pro-

.~ -

e Fes 5
posed that the right to draw under fﬁg'stand-by arrangement be made contingent

upon understandings reached during the review.
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Fund Relations with Bangladesh

Quota: SDR 152 million.
Use of Fund Bangladesh has made frequent use of the Fund's resources.
resources:

A stand-by arrangement for SDR 31.25 million was approved
in June 1974; the full amount was drawn. A second stand-by
arrangement for SDR 62.5 million was approved in July 1975;
the full amount available was drawn. Under the Compensatory
Financing Facility, Bangladesh purchased the equivalent

of SDR 62.5 million in December 1972 and of SDR 20 million
in August 1976. It purchased an amount of SDR 51.5 mil-
lion and SDR 40.5 million, respectively, under the

1974 and 1975 0il Facilities.

Trust Fund: - SDR 51.8 million for the first period.
Fund holdings The Fund's holdings of Bangladesh taka amounted to
of taka: -

214.2 per cent of quota on February 28, 1979; excluding
the amounts purchased under the o0il facilities and com-
pensatory financing facility,. they stood at 138.6 per
cent of quota.

SDR position: Banglad?sh reigixgd-itsﬂfirst SDR allocation of SDR‘15.8 mil-
lion ;; January 1, 1979. Its holdings of special drawing
rights amounted to SDR 13.1 million on February 28,

1979,

Distribution of US$5.6 million.
profits: '

Gold distribution: 80,741 fine ounces.
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Exchange rate: The official exchange rate of the taka was fixed at
. Tk 18.968 per pound sterling from February 1, 1972.
From M;y 17, 1975, it was changed to Tk 30 per pound
sterling. Since then, the taka/pound sterling rate has
been periodically changed. The last change became
effective from January 15, 19?9 when the middle rate
of spot buying and selling was changed to Tk 31.125
per pound sterling from the rate of Tk 30.525 per
pound sterling established on October 23, 1978.
Last Article XIV Article XIV consultation discussions were held during
consultation:

February 28-March 14, 1978. The Staff Report (SM/78/119,

4/28/78) was considered by the Executive Board on June 14,

1978,
Fund technical Since June 1972, the Fund has maintained a resident rebre—
assistance:
- sentative in Dacca, and since September 1975, also a deputy

resident representative.
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7O : The Acting Managing Director : pare. March 21, 1978

®aom .  P. Chabrier PC- }J{K

SURIECT . 48-Hour Report - Bangladesh: Article XIV Consultation

The mission, consisting also of Messrs. Evers (ASD), Huh (ETR),
Ballali (FAD) and Miss Pugh (secretary, ASD), and ably assisted by Messrs. Siber
and Gollé, resident staff in Bangladesh, held consultation discussions in Dacca
during February 28-March 14, 1978.

The political situation is, at best, uneasy. Presidential elections
which were to be held this spring have been postponed by President Ziaur Rahman
and there is evidence of growing opposition to his rule. The Awami League,
party of former Sheik Mujib has registered important successes in local elec-
tions. President Ziaur has the support of major elements of the army, but he
lacks charismatic appeal and his attempt to form a new party has, by and large,
failed.

Economic performance in 1977/78 (fiscal year ending June) has been mixed.
The food situation has greatly improved as a result of good rice crops and large
foodgrain imports. Because of a somewhat easier supply situation unused indus-
trial capacity has been reduced. While improvements have been registered in
several policy areas (price support policies for rice, implementation of the
development program), excessive monetary expansion (on average 25 per cent
throughout 1977) and continuing supply shortages in some sectors have resulted in
mounting pressures on prices which, by January 1978,were 20 per cent higher than
a year earlier. The main factors of the rapid monetary expansion are a sharp
deterioration in the 1977/78 budget position and easy credit policies. Even
though credit policies have recently been tightened, total credit expansion in
the year to March 1978 will be 26 per cent, i.e., 5 per cent above the limit for
that month included in the current Trust Fund program. On the external side, the
balance of payments is expected to revert from a surplus of $132 million in 1976/77
to a deficit of over $100 million in 1977/78 as a result of higher import payments.
Exports will grow by 6 per cent only as low production of jute has not permitted
to take full advantage of the high prices prevailing on world markets and non-
traditional exports are hampered by lacke6f profitability. By end-February gross
official reserves had fallen to SDR..195 million, or 2.1 months of 1977/78 imports,
a level considered as a minimum by the authorities.

While part of the deterioration in the budget position in 1977/78 can be
ascribed to a shortfall in commodity aid and to a more active official foodgrain
policy, its magnitude is cause for concern. This is so because development expendi-
tures under the forthcoming two-year plan starting mid-1978 are estimated to in-
crease substantially and at the same time, the official policies for greater food-
grain sufficiency will result, if successful, in higher outlays for domestic
procurement and a loss of counterpart funds as foodgrain imports under aid decline.
Unless more resources are urgently mobilized in the public sector, it is unlikely
that both the development program can be financed and a satisfactory budget per-
formance can be maintained. Until now, there has been little effort made to
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rincrease resource mobilization, apart from improvement in tax administration
The most promising areas for raising public savings are through reductions of
the massive food and fertilizer subsidies, more realistic pricing policies of
nationalized industries and public utilities, a reductzron of the scope of the
public foodgrain distribution system and tight controls on the growth of all
expenditures

A particular area of coneern 1s the export sector At present most
exports are made at losses and the growth momentum of nontraditional exports
made by the private sector has been lost The policy of the authorities to
revalue the taka over the last 18 months has been a main cause of the poor ex-
port performance The losses of jute mills continue to grow, amounting to
Tk 550 million an 1977/78 or 15 per cent of their exports and are now largely
financed through a budget subsidy The double amperative of maintaining attrac-
tive producer prices and competitive export prices is likely to lead to further
large losses of jute mills A devaluation of the taka 1s now a matter of urgency
in view of the need to encourage exports, price imports at more realistic levels,
and generate more domestic resources for the Government Calculations made by
the mission indicate that an initial devaluation of the taka from Tk 28 7 to
Tk 33 per £1 would be appropriate

In view of the weakening external position, the authorities have re-
quested negotiations on a third credit tranche stand-by  The mission indicated
that such negotiations would take place only after firm commitments on a devalua-
tion of the taka to no less than Tk 33 per £1 and on the adoption of measures to
improve domestic resource mobilization had been provided The next budget would
be the appropriate time for introducing policies along these lines  The intentions
of the authorities could be communicated in early June in Paris on the occasion of
the aid group meeting for Bangladesh If the envisaged measures are then judged
satisfactory by the staff, a firm date for the negotiations could be set on that
occasion

cc v/The Managing Director (on return)
Mr Palmer
Mr Beveradge £ o e
Mr Evans — T
Mr Miller/Mr Wattich
Mr VWare
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March 9, 1978

Final Statement

1. Economic performance in the present financial yvear has shown
encouraging trends, Economic growth, wnich i1s now estimated at 8 per
cent 1s broadly based and output of all important crops has increased,
This good agricultural performance and higher levels of imports have
resulted in improvements in capacaity utilization rates an aindustry,.
There have also been aspects of policies for which the authoraities
should be congratulated. Thas s in particular the case of the
efficient use of official reserves, for food aimport at a crucial tame
to preveni severe anflation, food polacies 1in general and constitution
of larger operational stiocks of foodgrains in particular, relataively
liberal import policies and progress 1in implementing the Annual

Developwment Program

2. There are, however, three areas where performance has not been
satisfzctory., Inflationary pressures have been mounting. By

January 1978 the consumer price index was 20 per cent higher than a
year earlier., In addition to continued stortages and daistrabution
problemrs 1n several sectors, there 15 no doubt that a magor factor

~has beeu excessive monetary expansion Indeed, throughout 1977,

liquidaity has expanded at an average annual rate of over 20 per cent

AL e P

and the credat programzagder the Trust Fund 1s unlikely to be met,

*secondly, the budget performance has weakened marhedly., Although

part of the deterioration 1s due to additional foodgrain purchases

.and to a shortfall an commodity aid, the magnitude of the turnaround

in the budget 1s a cause for concern, After a surplus of Tk 200

76/77 the Government 1s estimated to resort to bank

million in 19
1 e., 8.5 per cent

credit in an amount of 1+ 1.2 ballion 1in 1977/78,
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of the stocxk of laguidaty Thirdly, the balance of payments will
revert from a surplus of €132 millaon an 1976/77 to a deficit of
#1104 mi1llion this year mainly because of large increases in non aid
amport payments Exports of the Jute sector have benefited from
sharp praice increases ain the international markets, but the low
stocks at the begimnning of the season and the modest production
levels of recent years have prevented Bangladesh from taking full
advantage of this development., Indeed, the volume of raw jute
and jute goods exports 1s expected to decline from 850,000 tons last
year to 800,000 tons thas year. In addition, the buoyancy of non-~
“traditional exports has subsided, the main reason being inadequate
profitability of these products which are largely made by the
praivate sector,
3. The complexity of the development task as reflected in the <
fact that in the seventies so far, average growth in production
*has not been commensurate waith the annual rise of 2,8 per cent
‘1m population Foodgrain production has risen by 1.5 per cent
per yvear and reliance on imports has increased In 1977/78,
jute productaon, which provides for about 80 per cent of total
exports, is staill 28 pg;,centAge§6%~1ts 1969/70 level whale
.andustrial production has o;ly recently reached its 1969/70 level,
.In other words, the efforts and development programs of the
last few years have mnot resulted in any major gains 1in real per
rcapita outlput While at the present stage of development

a high prioraty to amprovements 1in infrastructural and social

i1nvestments 1s necessary in order to establish the foundations

-0f sustained progress over the long run, economic growth

crucially depends on the size of the investment effort in
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directly productive assets, on improvement in efficiency, and

on the provision of adequate incentives to producers, an particular,

through maintenance of attractive praices. While such growth

policies frequently ainvolve timely, aund sometimes polatically difficult,

adjustments, failure to take correctaive action as self defeétlng in

the end,

L, The two most promising areas for raising output are rice and

Jute, Gaven the present low yields, an annual increase in foodgrain

production of 500,000 tons ais feasible while recent trends andicate
(; that foreign markets can absorb the equivalent of a production of

7 or 8 million bales of Jute a year in Bangladesh, Achievement

of haigher production levels would not only reduce some of the more

important constraints on development an Bangladesh, mamely food and

foreign exchange shortages, but the higher agracultural incomes

would increase demand for the products of the industraial sector

and, an turn, generate employment. In 1977/78, we mote that more

adequate inputs and extension services have been provaded and a

more aggressive fdbdgralns procurement policy as well as other

(’\

.measures have provided a greater degree of prace support, The

positive production respomnse thlshyegg'quggsts that Bangladesh
— /&@./)f— e
farmers, like those all ovet the world, are more willaing to adopt

new techniques and raise output 1f they can count on sufficiently
remunerative prices, Such policies must be continued wath vigor.

U1th increasing foodgrain output, thre maintenance of adequate

support prices will necessitate increased domestic procurement

while imports of foodgrains under aid will be reduced. AS the

cost of domestac procurement w1ill be relataively higher than the



N\

- 4 -

cash outlays associated with aid imports, the burden on the budget

of the present official distribution system will aincrease. 1In the
case of jute, the maintenance of incentive prices to growers 1in
relation to those for rice, and the expected strong competition from
rolypropylene in view of the substantial productave over capacity
both i1n the Unaited States and 1n Europe may mean that there will

be little scope to reduce the present financial assastance of the
Treasury to the jute mills in the absence of corrective measures.

The financial consequences of the production promotion policies for
‘rice and Jgute may be substantial over the medium term.

5 The Planning Cormission officials have given us the broad
outlines of the Annual Development Program under the Second Plan,
“We feel in general that the financing gap implied in the projections
1s understated and that, in the absence of a substantial effort an
.domestic savings mobilization 1t will become increasingly diffacult

to maintain an acceptable budget balance even with further improvement
in the revenue collection of existaing taxes and the possability of
increased commodity aid and/or donor fainancing of the domestac

cost of projects. In the absence of additional measures to reduce

the fainancial gap in the budget, either the present anflationary

pressures will continue or credat to rndustries and the pravate
=2

sector wall have to be Squeézed to such an extent that investment

rand productaion will be discouraged, Upder both assumptions, the

results of your development efforts will be laimited.
6. Given the large share of the population that is absolutely

poor, the possibility of raising addaitional revenue 1m Bangladesh

are
1s more lamited than in many other developin, countries. There ’
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however, promising areas for additional resource mobilaization,
JConstant control has to be exercised on the growth of current
expenditures, With regard to the development program i1t seems that
~a careful revaew of the expenditures should be made in order to
prune some of the less essential outlays. We would, however, like
to discuss 1n greater detail some areas where we feel action can

be taken, namely increased taxes, reduction in agricultural input
subsidies, reduction in the scope of the ration system and improved
operations of public enterprises and utailities,.

a. A greater tax effort i1s feasible and desirable, The Tax

Enquary Commission has identified areas for improved tax adminaistration
.and we encourage early adoption of 1ts recommendations, particularly
speedier payments of tax arrears. With regard to income tax, an
increase in the number of taxpayers and a reduction of exemptions ais
*needed, Also, with the substantial increases an agracultural incomes
in 1977/78, there remaius little Jgustification for maintaining

the light tax burden on this sector whach provides about 60 per

cent of GNP, Tax revenue from agriculture income can be raised
substantially, Because of adninistrative reasons the full revenue
potential of income taxation will ouly develop over time, and,
therefore, the next budget ghguld:;;gi;ée~;;me of these measures,

b. A reappraisal of the input subsidies on fertalizer,

pesticides and irraigation facilities as needed, Fertilaizer priaces
(1n relation to paddy prlces) are among the lowest imn Asia, but
these subsidies are becoming a substantial drain on the budget--
exceedaing Tk 1 ballion 1n 1977/78, 1.e., 9 per cent of the annual

development program and half of the expenditures devoted to agraiculture
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iand rural development, We feel that given the recent increase in
"agricultural incowe and the official intention to support agricultural
prices, a progressive decrease 1in subsidies 1s needed,

c. A reduction in the scope of the present official distribution

system of foodgrains would not ounly reduce budget outlays but also

ease the adminaistrative burden on the Government and add flexabilaty
to overall food managerent policy. In view of the need to gear

the system toward more aid to the poor we recommend that this reduction
could take the form of a major cut in the number of the better off
recipients coupled with a raising of ration praices, If need be,
government employees could be compensated by a salary adjustment

and some measures taken to compensate the most destitute. A straight
reduction in the amount of the ration alone would darectly affect the
most deserving reciprents Some measures along these lines, although
yet ainsufficient, have already been taken in 1977/78 We are aware
that an appropriate curtailment in official foodgrain dastraibution
w1ll not be an easy measure but 1f adeguate aincentaive prices to
farmers are to be maintained with rising domestaic productzion, at 2s
zdoubtful that adjustmwents in the ration system can be delayed for
much longer

£ 7 e e
/-.f -

d. Public sector corporations account for about 60 per

~cent of andéstraial output, and, with public utailities, constitute

an aimportant potential for addational public savings Many of the
corporations are now running losses and, for the sector as a whole,

the return on equity after taxes 1s only 1 per cent. As depreciation
allowances are made on the basis of hastorical, rather than replacement

cost, 1t 1s likely that most public eunterprises are decapirtalizing
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their assets, which is borne out by the fact that the annual
development budget includes replacement and maintenance expenditures
for this sector, There are also indications that part of the
transfers from the development budget to the industries are in

part used as working capital while the increase in the contribution
of public corporations to the Treasury in 1977/78 may represent

a de facto transfer from the development budget to the revenue
budget and not an improvement in the operational efficiency of the
enterprises, The underlying causes of the performance are well
known: restrictive regulations, insufficient autonomy, rigid price
policy, lax financial controls, ard in some cases, management
deficiencies. For these industries and utilities adoption of

more realistic costing and pricing policies and of efficiency measures
is a matter of urgency. We are pleased to have been informed during
our discussions that steps along these lines would be taken.

T Recently the issue of the exchange rate of the taka has

received increased attention among officials, particularly the
results of the May 1975 adjustment. The principal objectives of
that adjustment were increased volumes of exports, higher returns
to domestic producers, a better financial balance in the public
"sector and, with Fund sﬁpport;ﬂgfiiﬁéfEIEZation of imports which,
because of restrictions, commanded substantial scarcity premia.
While export prices of Jjute and jute goods were lowered to those

of polypropylene and substantial stocks of jute and Jjute goods were

exported, following the Tate measure, tle farmer's price for jute

was kept unchanged and Jjute production remained far below export poten-

tial., Similarly, while the additional financial resources generated
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by the exchange rate adjustment permitted to increase the development
budget substantially, insulfficient donestic procurement and excessive
distraibution of the ration system ain 1975/76 led toa fall in foodgrain
prices to below incentive levels This aimportantly contributed to
the fall ain foodgrain production in 1976/77, and the subsequent need
to i1mport foodgraimns cormercially. Monetary policies and the
liberalazation of amports had, however, positive effects on prices
and output i1n some sectors., The lesson to be drawn is that any move
on the exchange rate should not be considered in isolation and should
be accompanied by appropriate domestic policies.

The massion feels that at present a devaluation of the taka
1s needed for three reasons, First at will help generate the
additional domestic resources--through reduction of export subsidies
and higher tax and counterpart revenues--needed to fainance the
.enlarged developrent program in a non-inflationary way Second,
1t will encourage nontraditional exports and broaden the export base,
thus minimizang the impact of frequent fluctuations of foreign
exchange earnings from export receipts from the traditaional products,
jute, Jute goods and tea. Finally, at w1ll help the financial
.position of the jJute mills and other losing public sector export
industries, The progr9581ve/aﬁf%gaﬁET16ﬁ'df tre Wage Earmners' Scheme,
of the jute subsidy, and of ghe export performance license 1s an

-rundication that the official rate 1s out of line

At thas stage, a few observations should be made on the

~mission's recormendation for a taka devaluation Eﬁport promotion

policies mnow concentrste mostly on marketing, tax rebates and

interest subsidies while these measures are necessary, they are
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‘not sufficient to achieve maximum results since at present most
‘exports are no longer profitable In the case of jute, the losses
of the jJute mills have again increased this year, despite some
reductaon in conversion wastage and substantially bagher export
prices. The major factor is the sharp rise in domestic raw jute
sprices, However, maximum production and exports of raw jute and
Jute goods will depend on continued rerunerative prices to the
farmers and export quotations aimed at long-term competitiveness
with polypropylene products If these objectives are to be maintained,
subsidization 1s lakely to continue ain the absence of a devaluation,
even 1f effaciency is aimoroved With regard to the aimpact on the
cost of laiving, we believe 1t will not be excessive af the devaluation
measure 1s accompanied by appropriate anti-inflationary policies,
including monetary and import liberalization policies,

The needed exchange rate adjustment should be made through
a devaluation of the official rate rather than further manipulations
of the exchange system or adjustments in subsidy payments, Vaithin
the context of an overall fanancial program certain duties and
sales taxes on imported essentials could be reduced.

8, Some of the measures aindicated above have a faster resource

 Rxgoume SHEE Gl

mobilaization impact thaﬁ"othéfgﬁfﬂThe new taxes on the agricultural
ssector and the amprovements i1n operational efficieucy of publzic
enterprises may take some tire to reach thear full potential yield.
The positive impact on the budget of an exchange rate adjgustment

1s immediate as would be such measures as a curtailment of

agricul tural iun»nut subsidaes and of nonessential expenditures, as

well as increases 1n the prices of some public enterprises and
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untilaties, In view of the weakening of the budget position in
11977/78 and your real growth objectives, the mission feels that
prompt action on the rate of the taka 1s needed in addation to
other tax and expendilure measures The extent of the adjustment
would depend, among other thaings, on the Government's success to
generate other resources within a relatively short time, on the
desaired profitabilaty of mnontraditional exports ard on the need
*to establish more favorable conditions for profitabilaty in the
Jgute sector, However, there should be little doubt about the
raim of restoraing full profitability to the jute sector within a
relataively short time,

«Q, The mission and our resident staff ain Dacca feel that the
occasion of the next budget will be particularly opportune for
introducing a package of measures along the lines described above,
Any delay in taking such adjustmeunt policies will increase ihe
severity of the measures., We are well aware that active resource
mobilization may be as dafficult for the Government as 1t is
desirable for the fostering of long-term growth, But, 1f the
resources so mobilized are used to maintain appropriate incentaive
sprices to producers and to help in achieving better domestic and
external balance, they will pfgigfégﬂg:-gﬁe*most profatable

investment Bangladesh can make at this stage of 1ts development,

IMVEF D idssaion

Dacca
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A mission consisting of Messrs Chabrier (ASD, head), Evers (ASD), Huh
(ETR), Ballala (FAD), and Miss Pugh (ASD, secretary) will vasit Dacca during
February 28-March 14, 1978 for Article XIV consultation discussions.

Mr. Rasaputram, Alternate Executive Director will, attend some of the meetings

I. Economic Background

Since m1d-1975, when a stabilization program supported by a stand-by
arrangement was introduced, economic performance has been characterized by
rapidly changing trends Economic growth, which depends crucially on crops,
was 8 per cent in real ter?iw}n 19124Légﬁflscalvyear ending in June), 2-3 per
cent an 1976/77, a growth rate of 7 per cent 1s envisaged in 1977/78. Between
m1d-1975 and end-1976 the cost of living index fell by 8 per cent, with food
prices declining by 20 per cent, while the balance of payments improved Poor
rice crops in 1976/77 and declines in foodgrain imports under aid led to a de-
pletion of stocks and a rapid increase 1in rice prices on the free market in the

first half of 1977 While the increase was not unwelcome as an 1ncentive to pro-—

ducers, there were fears that 1f 1t continued unchecked a severe inflationary
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situation might ensue. The authorities supplemented foodgrain aid shipments
with about 400,000 tons purchased abroad with their own foreign reserves.

This prompt action made possible the rebuilding of stocks and resulted in

a generally declining trend in rice Prices on the free market after June,
especially after i1t became known that the aman rice crop harvested in November-
December 1977 was a record one. However, the cost of living index continued

to rise rapidly, and by end-1977 1t was 17 per cent higher than at end-1976.
The main reasons for the rise were rapid monetary expansion and continued
supply shortages of some products, in particular textiles and some food

items.

The balance of payments has weakened markedly since m1d-1977. Exports
have been hampered by i1nadequate domestic production in the case of the Jute
sector——the 1977 crop was 1 million tons below the estimates--and low profi—-
tability or even losses in the case of nontraditional products. Export
Trecelpts are forecast to be only 6 per cent higher in 1977/78 than in 1976/77,
despite substantial lncreases i1n export prices of Jute products. Imports have
recovered rapidly from the low levels of 1976/77 and are expected to be 60 per
cent higher in 1977/78 than 1n the previous year The main reasons are higher
foodgrain imports and an en;argementéﬁfdéﬁg—Eéai:éhhual import programs. Des—
pite substantially larger inflows of external assistance, the balance of pay-
ments will be in deficit by $90 million 1in 1977778, following a surplus of
$130 million in 1976/77 By December 1977, gross official reserves had fallen
to SDR 182 million, equivalent to about two months of 1977/78 imports

In 1977/78, official foodgrain policies have been more satisfactory,
although the scope of the ration system has not been reduced The Government

has supplied larger levels of inputs to rice farmers, reacted promptly to food



shortages through commercial imports and, more recently, has been stepping up
rice procurement and reducing official ration offtakes in order to maintain
free market rice prices at incentive levels In other areas, however, policies
have been largely inadequate. The annual rate of liquidity expansion (about

25 per cent throughout the second half of 1977) has been much greater than 1s
consistent with price stability. The monetary expansion reflects a 50 per cent
growth of credit to the private sector i1n 1977 and a pronounced increase in the
budget deficit (after foreign aid), in part due to large official purchases of
foodgrains, but also to increased outlays for law and order and larger subsidies
for rice distribution and jute exports. In the exchange field, the authorities
have kept the taka pegged to the pound sterling. In spite of small devaluations
against sterling since m1d—1977 the taka has effectively appreciated against
the U.S. dollar in which most export prices are quoted This appreciation has
placed further strains on the already weak financial position of jute companies, ]
particularly since domestic raw Jjute prices have increased by 35 per cent 1in

1977. The authorities have recently introduced substantial increases in the

export price quotations of jute goods, a measure which could induce a shift by
foreign buyers toward synthetics. Mbreéfgsgpgéyl,ghe policy has been to maintain
a fixed dollar/taka exchané;‘;ate which, in view of the changes i1n the dollar-

sterling rate, has resulted i1n broken cross rates

II. Tasks of the Mission

Elections are now planned for the spring of 1978 and the polatical situation

15 at present dominated by intense actlv%ty and much uncertainty. The policy measures
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taken recently--modest adjustment of the ration price of rice, introduction
of easy credit policies, large budget deficat, appreciation of the exchange
rate--suggest that the Government 1s unlikely to adopt effective policies
before the elections

Food dominates the economic conditions of Bangladesh, and in the 1970s
foodgrain production has not kept pace with population growth. Foodgrain
imports have averaged close to 1 5 million tons a year, 1 e., 15 per cent of
domestic output The levels of domestic investment and its composition have
been i1nadequate to make possible a significant growth in real per capita income
on a sustained basis About 75 per cent of public development expenditures
are foreign-financed, and as greater self-sufficiency in food and other commo-
dities 1s achieved, the reduction in counterpart funds generated from the sale
of foreign aid will have to be compensated by a greater domestic revenue
effort. On the external front, the current account deficit has been increasing,
and the heavy concentration of exports on one product (jute) has rendered
export receipts and the capacity to import highly vulnerable to changes in
Jute output and world demand for Jute The staff will review the present and

prospective developments and concentrate its recommendations on the following

policy areas. Ko T rrer
— ™
1 Production and distribution policies

While considerable yield increases can be achieved in rice and Jute out-
put, official pricing and production policies have generally not provided the
necessary encouragement for increased production Except in recent months,
the authorities have not used official procurement and distribution policies
efficiently to stabilize prices As a result, free market prices of rice and
Jute have fluctuated widely, which has been detrimental to production plans

Besides, the official procurement Prices have been set at unattractive levels.



and the provision of adequate amounts of inputs (fertlllzer, improved seeds,
etc.) and credit are necessary In view of the possibilities for substitu—~

tion between jute growing and rice cultivation, appropriate relationships

Prices in the open market, except when supplies are abundant, as in 1976, At
Present, the ration system gives Priority to the urban areas, Particularly to
groups that are relatively well off, while the rural poor have little access
to subsidized ration supplies The staff will recommend that 1n the future
subsidized foodgrains be channeled pPrimarily to vulnerable groups unable to
buy in the market, that higher income earners be excluded from the system,

and that the volume of government distrlbutlon, both through the ration system
and the open market be determined with a View to stabilizing Prices at levels
that maintain appropriate price incentives to farmers.

2. Domestic Tesource mobilization

The annual development expenditures in the budget have consistently fallen

oA e e T

short of budget estimates, largely b&E€ause of deficient Project identification

and preparation and, at times, lack of domestic finanecial resources A positive
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resources, particularly in view of the recent deterioration inm the budget
position. Over the medium term, achievement of self-sufficiency in food will
result 1n a loss to the budget of counterpart funds generated by the sales

of food aid Besides, donors have indicated that larger proportions of their
aid in the future will be i1n the form of project to be complemented by local
resources. The possibilities for raising substantial additional resources

are constrained by the large share (70 per cent) of the population that

is absolutely poor. However, there are areas where policy measures can be
taken. Continuous efforts are needed to control the growth of nondevelopment
public expenditures and improve tax administration. The recent and prospective
increases 1in agricultural output and incomes provide an opportunity for taxing
that sector-—which 1s at present largely untaxed--and for reviewing the appro-
priateness of the present subsidization of many agricultural inputs Sub-—
stantial scope exists for increasing land revenue. Even though direct taxa-
tion of agricultural incomes raises problems of administration, efforts

should be made to increase the effectiveness of existing taxes by, for in-
stance, devising better ways of assessing income and by gradually reducing
exemptions. In the short rum, the largest potential for increasing revenue

is through adoption of more,xeallstke#fgg%'éﬁﬁ'ﬁ}iélng policies for nation—-
alized industries and utilities, as well as of measures to improve their
efficiency The staff will stress that officially administered prices should
be allowed to reflect more adequately the supply and demand conditions in
order to perform their proper allocative function In the case of foodgrain
prices, an increase in ration prices could be coupled with a salary action,
while the needs of the vulnerable groups could be met through special programs.

The staff will also encourage the mobilization of domestic savings by the
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banking system through maintenance of attractive interest rates and rapid
proliferation of bank branches in the countryside.

3. Monetary policy

The rate of monetary expansion has been excessive recently. The staff
will review the official credit program for the period ahead and assess
whether, 1n the light of expected balance of payments and growth prospects,
it 1s consistent with the achievement of a better price performance. The
staff will also assess the efficacy of the present credit control instruments
in enforcing credit policy.

The staff will review the experience so far with credit to agriculture,
particularly with the special agricultural credit program launched in February
1977, and will discuss measures intended to improve agricultural credit
recovery.

4.  External policies

A main objective of economic policy should be an improvement in the bal-
ance of payments. So far, export performance has been disappointing In 1977/78,
exports cover only 35 per cent of imports, a lower percentage than in previous
years The present exchange rate level and exchange practices have now become
an immediate 1ssue. Most eégggt sectorsy mn-particdilatr jute goods as well as
shrimps and hides which offer the bést potential for diversification, are un-
profitable. The losses sustained by the jute industries have been the equivalent
of 20-30 per cent of export receipts Losses of jute goods exports are being
subsidized by the budget or financed through bank credit Measures are being
envisaged to increase productivity and reduce costs in Jute mills with the
aid of IDA loans, but the impact of such steps will appear only 1in the

medium term The staff will stress that the weak budget position and the
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need to encourage export growth and diversification and to maintain attrac—
tive raw jute prices at the producers' level call for a major adjustment

in the exchange rate level A more depreciated rate would also permit cost-
ing imports at more realistic levels. The staff will review the present
exchange system, and press for early elimination of the broken cross rate

During the last two years, semi—annual import programs have been en-
larged. Actual imports, however, have fallen short of the budgeted amounts
Disbursement of foreign grants and loans have also been smaller than envis-
aged because of inadequate import procedures and administration of aid and
delays in project preparation. The staff will review import procedures and
suggest ways to improve them.

External debt statistics are deficient Debt service payments have been
growing in recent years and at an estimated $61 million 1n 1977/78, repre-
sent 13 per cent of merchandise exports The staff will recommend that if
the burden of debt service 1s not to 1ncrease excessively over the medium
term, Bangladesh should implement an aggressive policy of export promotion

and careful management of new debt obligations

III Use of Fund Resources

e - e e -

The staff will review 2he’perfﬁ?ﬁ2ﬁ;e under the Trust Fund program which
was approved by the Executive Board in July 1977 As 1t appears now, most of
policy declarations——in terms of budget balance, credit expansion, and ex-—
change practices--have not been followed The staff will indicate that correc-
tive measures are needed both in substance and to make future programs more
credlble:

In view of the deterioration 1in the balance of payments, the Bangladesh

authorities may discuss the possibility of negotiating a third credit tranche
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stand~by arrangement. The staff will indicate in what areas policy adjust-—
ments would have to be taken, particularly with regard to the budget and the
exchange rate, and that negotiations on a program could take place only after
firm decisions by the authorities on such policy matters as the exchange rate
have been made A quantified program would be discussed only at the time of
such negotiations If the authorities only request negotiations on a Trust
Fund program for the second period, the staff will 1indicate that such nego-
tiations would have to wait until data were available for an ex post assess—
ment of performance under the present program. Because of the fundamental
importance of an exchange rate change, the authorities will be discouraged
from seeking agreement on a program without this element

The staff will discuss the possible request of a repurchase schedule
for SDR 8 2 million drawn under the 1975 stand-by arrangement which falls
due in May 1978. Provided there 1is a balance of payments need, the staff

will propose repurchases in not more than six equal installments.

€ o e
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Fund Relations with Bangladesh

SDR 125 m1llion, of which SDR 2 mi1llion has been paid
in gold. Bangladesh has consented to the proposed new
quota of SDR 152 million.

Bangladesh has accepted.

Bangladesh has purchased SDR 31 25 million under a stand-

by arrangement approved in June 1974 and SDR 62.5 million
under a stand-by arrangement approved in July 1975. A pur-
chase of SDR 62 5 million under the compensatory financing
facility was made in December 1972. In August 1976,

SDR 20 million was purchased under the compensatory financ-—
ing facility, while SDR 19 06 million of an earlier purchase
was reclassified as compensatory. Purchases under the o1l
facilities have amounted to SDR 92 million.

On February 14, 1978, Fund holdings of Bangladesh currency
amounted to 254 per cent of quota, excluding purchases under
the compensatory and the oil facilities Fund holdings amounted
to 151 per cent of quota

Bangladesh 1s a participant in the Special Drawing Account,
but has received no allocation. It does, however, hold

SDR 0.93 m1llion, which were acquired to enable Bangladesh

to meet charges payable to the Fund on its existing purchases.

Bangladesh has acquired 53,490 fine ounces of gold equivalent
to SDR 1,872,150 from the Fund. .
A Trust Fund loan was approved on June 10, 1977. So far
Bangladesh received disbursements on the loan totaling

SDR 21 625 million.

€T o

Banglddesh did mnot establish an initial par value with the
Fund From February 1, 1972, the official exchange rate of
the taka was fixed at Tk 18 9677 per pound sterling and,
from May 17, 1975, at Tk 30 per pound sterling On April 26,
1976, Bangladesh established a central rate with the Fund
of Tk 28 10 per pound sterling. On November 3, 1976 the
official exchange rate of the taka was fixed at Tk 25.45 per
pound sterling and this rate has been periodically changed
afterwards. The last change was on January 30, 1978 to

Tk 28 725 per pound sterling. Bangladesh has established

@ representative rate with the Fund under Rule 0-3, thais
rate 1s determined from the middle rate of the taka against
the pound sterling established by the Bangladesh Bank and
the representative rate for the pound sterling



Last Article XIV
consultation

Fund technical
assistance
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The staff report on the 1976 Article XIV consultation
(SM/76/99,5/17/76) was considered by the Executive
Board on June 18, 1976

Since June 1972, the Fund has maintained a resident
representative in Dacca and, since September 1975, also
a deputy resident representative. A CBS Advisor serves
in the Bangladesh Institute of Bank Management.
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FROM P Chabrier '\)C/

Subject Bangladesh - Briefing Paper

Please find attached for your comments the briefing paper for the
forthcoming Article XIV consultation discussions

Your comments would be appreciated before the close of business on
Thursday, February 16th (Ext 75975)
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DRAFT
February 14, 1978

CONFIDENTIAL

INTERNATIONAL MONETARY FUND
Bangladesh
Briefing Paper - 1978 Article XIV Consultation

Prepared by the Asian Department and
the Exchange and Trade Relations Department

(In consultation with the Fiscal Affairs,
Legal, and Treasurer's Departments)

Approved by W John R Woodley and Donald K Palmer

February , 1978

A mission consisting of Messrs Chabrier (ASD, head), Evers (ASD), Huh
(ETR) , Ballali (¥AD), and Miss Pugh (ASD, secretary) will vaisit Dacca during
February 28-March 14, 1978 for Article XIV consultation discussions

Mr Rasaputram, Alternate Executive Director will attend some of the meetings

I Economic Background

Since m1d-1975,when a stabilization program supported by a stand-by was
1ntroduced)econom1c performance héé%gﬁgﬁacterlzed by rapidly changing trends
Economic growth, which crucially depends on crops, was 8 per cent in real terms
in 1975/76, 2-3 per cent in 1976/77 and a growth rate of 7 per cent 1s envi-
saged 1n 1977/78 Between m1d-1975 and end-1976 the cost of livaing index fell
by 8 per cent, with food prlces'ﬂec}lﬁfﬁgﬁﬁ;¢20ﬂbe;—éent, and the balance of
payments improved Poor rice crops in 1976/77 and declines 1n foodgrain imports
under aid led to a depletion of stocks and a rapid increase in rice prices on
the free market in the first half of 1977 While the increase was not unwel-
come as an incentive to producers, there were fears that if 1t remained
unchecked a severe inflationary situation might ensue The authorities were

prompt to supplement foodgrain aid shipments with ab out 400,000 tons purchased

abroad with their own foreign reserves The action made 1t possible to rebuild



stocks and resulted in a generally declining trend in rice prices on the free

market\gfter June, especially after it became known that the aman rice crop

\

harvesteq in November-December 1977 was a record one However, the cost of
A
living index continued to rise rapidly and by end-1977, it was 17 per cent

higher th;q at end-1976 The main reasons have been rapid monetary expansion
and contlnu;d supply shortages of some products, 1in particular textiles and
some food 1te?s

The balanée of payments has weakened markedly since mid-1977 Exports have
been hampered by\ 1inadequate domestic production in the case of the Jute sector--
the 1977 crop was\l million tons below the estimates—-and low profitability or
even losses in the\sase of nontraditional products Export receipts are fore-
cast to be only 6 pé% cent higher in 1977/78 than in 1976/77 despite substantial
increases 1n export prices of jute products Imports have recovered rapidly from

A

the low levels of 1976/77 >\

&——| and are expecred Eo be 60 per cent higher in 1977/78 than in the previous
year The main reasons are higher foodgrain 1mports and an enlargement of the
semi-annual import program; Despite substantially larger inflows of external
assistance, the balance of payments will be 1n deficit by $90 million in 1977/78
following a surplus of $130 million in 1976/77 By December 1977, gross offi-
cial reserves had fallen to SDR 182 million, equivalent to about two months of

-

1977/78 amports /”J\ ) T
In 1977/78, official foodgrain policies have been more satisfactory, al-

though the scope of the ration system has not been reduced The Government

has supplied larger levels of inputs to rice farmers, reacted promptly to food

shortages through commercial imports and, more recently, has been stepping up

rice procurement and reducing official ration offtakes in order to maintain

free market rice prices at incentive levels In other areas, however, policies

have been largely inadequate The annual rate of liquidity expansion (about

25 per cent throughout the second half of 1977) has been much greater than is



N

consistent with price stabaility The monetary expansion reflects a 50 per cent
growth | of credit to the private sector in 1977 and a pronounced increase in
the budget deficit (after foreign aid) in part due to large official purchases
of foodgrains, but also because of increased outlays for law and order and
larger subsidies for rice distribution and jute exports In the exchange field,
/the pound/
the authorities have kept the taka pegged to/sterling, and 1n spite of two small
devaluations the taka has effectively appreciated against a basket of currencies
and the U S dollar in which most export Prices are quoted This appreeciation
has placed further strains on the already weak financial position of jute
companies, particularly since domestic raw jute prices have increased by 35 per
cent in 1977 The authorities have recently introduced substantial increases

~

in the export price quotations of jute goods, a measure which could induce a

|sh1ft by foreagn buyers toward synthetics Mb;é recently, the policy o
has been to maintain the dollar/taka exchange rate at arounthK 15 per U S
the the
dollar while pegging to/pound sterling, the appreciation of/pound sterling has

resulted in the emergence of broken cross rates

II Tasks of the Mission

Elections are now planned for the spring of 1978 and there 1s at present
intense political activity and uncertainty in Bangladesh  The policy measures
taken recently have been largely 1nadéﬁﬁ;£é;;r Zgu;terproductlve, e g., modest
adjustment of the ration price of rice, introducing easy credit policies, large
budget deficit, appreciating the exchange rate These developments indicate
that the Government 1s unlikely to adopt effective policies before the elec-
trons

Food dominates the economic conditions of Bangladesh and in the 1970s

/foodgrain imports/
foodgrain production has not kept pace with population growth and /have averaged
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close to 1 5 million tons a year, 1 e , 15 per cent of domestic output Domestic
investment levels and composition have been inadequate to make possible a
significant growth in per capita income on a sustained basis About 75 per cent
of public development expenditures are foreign financed and achievement of
greater self-sufficiency in food and other commodities will mean a loss of
budget resources On the external front, the current account deficit has been
increasing and the heavy concentration of exports on one product (jute) has
rendered export receipts and the capacity to amport highly vulnerable to changes
in jute output and world demand The staff will review the present and pros-
pective developments and concentrate 1ts recommendations on the following
policy areas

1 Production and distribution policies

While considerable increases in yields can be achieved in rice and Jute
output, official pricing and production policies have generally not provided
the necessary encouragements for increased production Except in recent months,
the authorities have not used official procurement and distribution policies
efficiently to stabilize prices As a result, free market prices of rice and
Jute have fluctuated widely which has been detrimental to production plans
Besides, the official procurement prices have been set at unattractive levels
The staff will stress that the adoptfggﬁgé;gjﬁqgt1ye_pr1ce support mechanisms and
the provision of adequate amo;;ts of inmputs (fertilizer, improved seeds, etc )
and credit are necessary In view of the possibilities for substitution between
jute growing and rice cultivation, appropriate relationships should also be
maintained between official paddy and jute procurement prices

The official foodgrain ration system covers one fourth of the population
Ration prices are generally much lower than official précurement prices or

prices 1n the open market, except when supplies are abundant as in 1976 At

present, the ration system gives priority to the urban areas, particularly to
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groups that are relatavely well off while the rural poor have little access to
subsidized ration supplies The staff will recommend that in the future sub-
sidized foodgrains be channeled primarily to vulnerable groups unable to buy an
the market, that higher income earners be excluded from the system, and that
the volume of government distribution both through the ration system and the
open market be determined with a view to stabilize prices at levels main-
taining appropriate price incentives to farmers

2 Domestic resource mobilization

The annual development expenditures in the budget have consistently fallen
short of budget estimates, largely because of deficient project i1dentification
and preparation and, at times, lack of domestic financial resources A positive
development 1s the recent decision to concentrate in the next two years on con-—
solidating and exploiting existing investments in the public sector in prefer—~
ence to the creation of new capacities

The envisaged maintenance of high levels of public development expendi-
tures mnecessitates ]the prompt adoption of measures to 1increase
domestic financial resources, particularly in view of the recent deterioration
in budget position Over the medium term, achievement of self-sufficiency in
food will result in a loss to the budget of counterpart funds generated by the

sales of food aid Besides, donors have indicated that larger amounts of ex-—

o = - e —

ternal aid in the future w111'5€‘1n~the fo;m of project aid, to be complemented
by local resources, rather than counterpart generating commodity aid The
possibilaties for raising substantial additional resources are constrained by
the large share (70 per cent) of the population that 1s absolutely poor How-
ever, there are many areas where policy measures can be taken Continuous
efforts are needed to control the growth of nondevelopment public expenditures
and 1mprove tax administration The recent and prospective increases in agri-

cultural output and incomes provide an opportunity for taxing that sector--which



1s at present largely untaxed--and for reviewing the appropriateness of the
present subsidization of many agricultural inputs Substantial scope exasts
for increasing land revenue Even though direct taxation of agricultural
incomes raises problems of administration, efforts should be made to increase
the effectiveness of existing taxes by, for instance, devising better ways of
assessing income and by gradually reducing exemptions In the short run, the
largest potential fqr increasing revenue 1s through adoption of more realistic
cost and pricing policies for nationalized industries and utilities, as well
as of measures to improve their efficiency The staff will stress that offi-
cially administered prices should be allowed to reflect more adequately the
supply and demand conditions in order to perform their proper allocative func-
tion In the case of foodgrain prices, the recent increase in official ration
prices of rice has been small and has not reduced the subsidy Introduction of
more realistic ration prices for foodgrains and other commodities could be
coupled with a salary action, while the requirement needs of the vulnerable
groups could be met through special programs The staff will also encourage

the mobilization of domestic savings by the banking system through maintenance

of attractive interest rates and rapid spreading of bank branches in the country-

side.

3 Monetary policy

— /J"’dww -

The rate of monetary expansion has been excessive recently, and credit
policy has been easy The staff will review the official credit program for
the period ahead and assess whether, in the light of expected balange of pay-
ments and growth prospects, 1t 1s consistent with achievement of a better! price
performance The staff will also assess the efficacy of the present credit
control instruments in enforcing credit policy

The staff will review the experience so far with credit to agriculture,

particularly with the special agricultural credit program launched in February
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1977, and will discuss measures intended to improve agricultural credit re-
covery

4 External policies

A main objective of economic policy should be an improvement in the balance
of payments So far, export performance has been disappointing 1In 1977/78,
exports cover only 35 per cent of imports, a lower percentage than in previous
years The present exchange rate level and exchange practices have now become
an immediate 1ssue Most export sectors, in particular jute goods, are unpro-
fitable and the losses of the jute industries have been the equivalent of 20-
30 per cent of export receipts Losses of jute goods exports are being sub-
sidized by the budget or financed through bank credit Measures are being
envisaged with the aid of IDA loans to increase productivity and reduce costs in
jute mills, but the impact of such steps will appear only in the medium term
The staff will stress that the weak budget position and the need to encourage
export growth and diversification and to maintain attractive raw jute producers'
prices call for a major adjustment in the exchange rate level A more depre-

\_,/",— -
ciated rate would also permit costing imports at more realistic levels The

staff wall review the present exchange system, and press for early elimination
of the broken cross rate

During the last two years, semi—annual import programs have been enlarged
Actual imports, however, have fallenwigg;g,qj the budgeted amounts Dasburse-

-

ment of foreign grants and loans haVe also been smaller than envisaged because
of inadequate import procedures and administration of aid and delays in project
preparation The staff will review import procedures and suggest ways to im-
prove them

External debt statistics are deficient Debt service payments have been

growing 1n recent years and at $61 million estimated in 1977/78 represent 13 per

cent of merchandise exports The staff will recommend that i1f the burden of



debt service is not to increase excessively over the medium term, Bangladesh
should implement an aggressive policy of export promotion and careful management

of new debt obligations

IIT Use of Fund Resources

The staff will review the performance under the Trust Fund program which
was approved by the Executive Board in July 1977 As it appears now, most of
the undertakings--in terms of budget balance, credit expansion, and exchange
practices--have not been observed The staff will indicate that corrective
measures are needed both in substance and to make future programs more credible

In view of the deterioration in the balance of payments, the Bangladesh
authorities may discuss the possibility of negotiating a third credit tranche
stand-by The staff will indicate in what areas policy adjustments would have
to be takem, particularly with regards to the budget and the exchange rate, and
that negotiations on a program could take place only after firm decisions by the
authorities on such policy matters as the exchange rate have been made A
quantified program would only be discussed at the time of such negotiations If
the authorities only request nmegotiations on a Trust Fund progran for the second
period, the staff will indicate that such negotiations would have to await until
data were available for an ex post assessment of performance under the present
program  Because of the fundamental iﬂgggpagge‘ofwanAexchange rate change, the

-
authorities will be discouraged from Seeking agreement on a program without this
element

The staff will discuss the possible request of a repurchase schedule for
SDR 8 2 million drawn under the 1975 stand-by which falls due in May 1978 Pro-
vided there 1s a balance of payments need, the staff will propose repurchases in

not more than six equal installments
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Fund Relations with Bangladesh

SDR 125 million, of which SDR 2 million has been paid in
gold. The proposed new quota is SDR 152 million.

Bangladesh has purchased SDR 31.25 million under a stand-
by arrangement approved in June 1974 and SDR 62.5 million
under a stand-by arrangement approved in July 1975. A
purchase of SDR 62.5 million under the compensatory
financing facility was made in December 1972. 1In August
1976, SDR 20 million was purchased under the compensatory
financing facility, while SDR 19.06 million of an earlier
purchase was reclassified as compensatory. Purchases
under the oil facilities have amounted to SDR 92 million.

On February » 1978, Fund holdings of Bangladesh currency
amounted to per cent of quota; excluding purchases
under the compensatory and the oil facilities Fund hold-
ings amounted to per cent of quota.

Bangladesh is a participant in the Special Drawing Account,
but has received no allocation. It does, however, hold

SDR million, which were acquired to enable Bangladesh
to meet charges payable to the Fund on its existing pur-
chases.

Bangladesh has acquired fine ounces of gold
equivalent to SDR 936,084 from the Fund.

A Trust Fund loan was approved on June 10, 1977. So far
Bangladesh received loans totaling SDR million.

Bangladesh did not establish an initial par value with
the Fund. From February 1, 1972, the official exchange
rate of the taka was fixed at Tk 18.9677 per pound sterl-
ing and, from May 17, 1975, at Tk 30 per pound sterling.
On April 26, 1976, Bangladesh established a central rate
with the Fund of Tk 28.10 per pound sterling. On
November 3, 1976 the official exchange rate of the taka
was fixed at Tk 25.45 per pound sterling and this rate has
been periodically changed afterwards. The last change was
on January 30, 1978 to TK 28.725 per pound sterling.
Bangla&gsh has .established a representative rate with the
Fund under Rule 0-3; this rate is determined from the
middle rate of the taka against the pound sterling estab-
lished by the Bangladesh Bank and the representative rate
for the pound sterling.

The staff report on the 1976 Article XIV consultation
(8M/76/99, 5/17/76) was considered by the Executive Board
on June 18, 1976.

Since June 1972, the Fund has maintained a resident repre-
sentative in Dacca and, since September 1975, also a
deputy resident representative. A CBS Advisor serves in
the Bangladesh Institute of Bank Management.



Office Memorandum

10 . The Managing Director o4s /~/ pare, September 19,
The Deputy Managing Director

FROM t . BP
A. Premchand [\ ‘&

SUBJECT :
Bangladesh: Technical Assistance

Following a request by the Bangladesh authorities for a follow-up
visit regarding the implementation of my report on the Government Financial
Management System, I visited Dacca from August 30-September 9, 1977 and
held discussions with the Finance Secretary, Comptroller and Auditor General,
and Additional Secretary, Ministry of Finance. After a leave of four days,

I returned to headquarters on September 16, 1977.

2. The above-referred report was first submitted to the authorities in

early February 1977. Although some progress was made in the processing of

the recommendations, and in the initiation of action on some relatively small
procedural matters, major issues, particularly, the strengthening of the Budget
Division, restructuring of the budget, a gradual strengthening of the financial
management competence in the spending agencies, and the reform of accounting
procedures could not be taken up by them, owing to the rush of budget prepara-
tion work during February-June. They conveyed, however, their desire to have
more detailed discussions with us after July, i.e., after the completion of
the budget for 1977/78. It was in pursuance of this request that this follow-
up visit was undertaken.

3% During the visit, regular working sessions were held with the Additional
Secretary, Finance, who 1s in charge of the implementation of the report.

The authorities have shown a“keen interest in the implementation of the
report. As, however, many of the recommendations involve structural and
institutional changes, they can be implemented only in a phased way. The
discussions therefore concentrated on the recognition of the linkages among
the recommendations and the need for supplementary action in some areas.
Discussions were also held with the Comptroller and Auditor General regarding
the improvements in accounting. While he is functionally responsible for

the design and day to-day maintenance of accounts, the overall leadership

in these matters is being assumed by ehé’?lnance Mlnlstry.

4. Although formal action has not yet been taken, it is now expected that
a separate Unit, responsible for improving the financial management, will be
set up under the direct leadership of an Additional Secretary in the Finance
Ministry. This Unit is expected to process the recommendations in close
consultation with the Ministry of Planning, which is concerned with the
development budget, the spending agencies, and the Comptroller and Auditor
General. The Unit is also likely to be responsible for the preparation of
detailed blueprints for the implementation of the report. As an integral
part of this overall effort in modernizing the century-old system, which

has become less satisfactory in meeting the current tasks, emphasis is

also laid on the education and training programs. These programs aim at
promoting a greater awareness of the deficiencies of the existing system,
the need and content of reform, orientation to future tasks, and more
important, transfer of technical skills to the lower and middle levels

of administration.

1977
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5 The Finance Secretary expressed a desire to have the continued coopera-
tion of the Fund so as to help them in the above tasks No formal requests
were, however, made for technical assistance as these aspects are required
to be processed with the President of the Republic, who 1s also 1n charge

of the Finance Ministry The Finance Secretary intends to continue these
discussions during the Annual Meetings

6 The authorities wanted me to convey their grateful appreciation to you
for the technical assistance provided thus far, and hoped that this will
continue in the future, too

cc Director, Fiscal Affairs Department
Deputy Director, Fiscal Affairs Department
Asian Department u/’/
Exchange and Trade Relations Department
IMF Institute
Legal Department
Research Department
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/
The Managing Director

1O :  The Deputy Managing Director : Q{) - - 'pATR: Maxch 28, 1977

FROM  : P. Chabrier e-c; ViV
g L
2 A {
SUBJECT : Bangladesh -- 48-Hour Report, Trust Fund Program V

With Mr. Evers, I visited Dacca during March 11-18, 1977 to negotiate
a program permitting access by Bangladesh to the Trust Fund. We were assisted
by Messrs. Siber and Handy, respectively Fund resicdent representative and deputy
representative in Dacca who enjoy the confidence of the authorities.

The political situation is calm, and General Ziaur Rahman appears
firmly in power. Parliamentary elections planned for February 1977 have been
delayed indefinitely in the face of growing political agitation; most Bangladesh
and foreign observers agree that this delay and the firm grip on the situation by
General Ziaur is providing the country with the needed political stability which
had been lacking since independence. The Farakka dam issue has become highly
emotional, and relations with India continue to be poor.

‘Since mid-1975, economic developments have, on the whole, been satis-
factory. Prices remained stable in 1976, reflecting good crops, a more liberal
import pelicy, and the impact of the 1975 stabilization program supported by a
second credit tranche stand-by from the Fund. The balance of payments, which
had been in deficit by just over SDR 100 million in the 12 months to March 1976,
showed a surplus of SDR 65 million in the following 12 months: the surplus was
2 result of a recovery in exports, reduced import freight payments owing largely
to substantially lower food imports, and the termination of repayments of short-
term food credits contracted during the 1974 food crisis. The 27 per cent in-
crease in exports was the result of larger export volumes of jute and jute goods, high
prices fetched by some products (tea, leather), and the promising start of some
new exports such as fish and shrimp. By February 1977, gross official foreign
exchange reserves amounted to SDR 240 million, their highest level since inde-
pendence, representing about three months of imports. Net official reserves,
however, were negative to the extent of SDR 15 million, with most of the lia-
bilities (SDR 237 million) owed to the Fund.

Following substantial‘aéficitégzzfthe two previous years, the 1976/77
budget (fiscal year ending June) is Iikely to be in balance (after foreign aid).
This performance, however, results from developments that cannot be considered
entirely satisfactory. Tax receipts and official sales of foodgrain will be

lower than initially budgeted, and there will be substantial shortfalls in develop-
ment expenditures--due to inadequate project preparation and implementation--and

in official domestic procurement of foodgrain. During 1976, the credit policy

was substantially relaxed, particularly with regard to private sector activities.
Credit to the private sector rose by 40 per cent in the 12 menths to March 1977, and
total liquidity, by 20 per cent. A negative aspect of policies in 1976 has been
the authorities' failure to capitalize on the prevailing stable economic situa-
tion by undertaking the basic measures or reforms which, over the medium term,
would have led to a more export-oriented growth and permitted the generation of
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the higher levels of public savings necessary to finance the development effort
The exchange policy continued to be rigid, improvements i1n the efficiency of some
export sector (jute goods) are long overdue, and progress on taxation reform has
been slow

Th the period immediately ahead, economic developments appear less
favorable than in 1976 1In view of the shortfall in official domestic procure-
ment of foodgrain in 1976 and delays imposed by domor countries in their food-
grain shipments, foodgrain stocks in March 1977 have fallen to uncomfortable
levels, at a time when foodgrain prices on the free market are starting to rise
again Unless additional imports can be quickly mobilized, a difficult food
situation may materidlize in the coming months, which might again result in
rapid inflation There was, at the time of our visit, disagreement between the
authorities and dono's as to the seriousness of the food situation and to the
amount of food imporis necessary for the period ahead So far, requests for
higher imports from major donors have not met with much success On the external
side, exports of jute products will rise only little in the period ahead, because
crops have mnot come up to expectations This development, higher cash imports,
and substantially larger freight payments for food imports are likely to result
in a balance of payments deficit of about SDR 35 million in the 12 months to
March 1978

The two most 1mportant commitments under the program for the next 12
months are avoidance of govermment borrowing from the banking system, even though
a further increase in development expenditures and an adjustment of public sector
salaries are likely, and a further liberalization of imports The 1977/78 budget
is now 1n the early dérafting stage, and 1t was not possible for the authorities
to i1ndicate the revenue measures they intend to take Credit policy will con-
tinue to encourage private sector activities The authorities have also indi-
cated that the present exchange rate policy is to maintain the rate of Tk 15 5
per U S dollar, a rate which involves substantial losses for major exports (jute
goods, paper) There 1s little likelihood, however, that this policy will be
revised 1n the next few months

Some major changes are to take place within the civil service in coming
months, particularly involving the Secretary for Finance who will serve as
Alternate on the Executive Board of the World Bank Accordingly, the authorities
indicated their preference for holding the next Article XIV consultation after
the Fund's Annual Meeting, rat@ggfthan/égﬁﬁﬁIy‘1977'"

The authorities expressed substantial satisfaction at the technical
agsistance recently provided by the Fiscal Affairs Department The report
written by Mr Premchand which deals with government financial management 1S now
being actively studied The authorities would welcome a further visit by
Mr. Premchand during July-August 1977, as well as further assistance from the
Fund when some of the recommendations of the report are being implemented

ce Mr Palmer

Mr Evans
Mr Beveridge
Mr Miller

Mr Green
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The Managing Director
70 The Deputy Managing Director pATE  March 2, 1977
FROM Tun Thin and Donald K Palmer
SUBJECT Bangladesh  Briefing Paper - Trust Fund Mission

Attached 1s for your approval the Briefing Paper cn the Trust Fund
Program for Bangladesh  The paper has been cleared with Messis Palmer (ETR),

Evans (LEG), Beveridge (FAD), and Miller (TRE)
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Attachment

cc Mr Green
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CONFIDENTTAL

INTERNATIONAL MONETARY FUND
BANGLADESH

Briefing Paper—--Trust Fund Program

Prepared by the Asian Department and the
Exchange and Trade Relations Department

{(In consultation with the Fiscal, Legal, and Treasurer‘s Departments
Approved by Tun Thin and Donald K Palmer

March 2, 1977

A mission consisting of Messrs Chabrier and Evers (beth ASD) will vaisit
Pacca from March 11-19, 1977 i1n order to negotiate ad referendum, a program
which will permit Bangladesh to qualify for a Trust Fund loan Duraing the
First Period, the estimated access 1s US$26 1 million (SDR 22 6 millzion) The
interim loan disbursement in July 1977 will take into account SDR 6 6 million
that would have been available to Bangladesh had 1t qualified for Trust Fund
assistance in January 1977

Economic background

An easier supply situation for many imported essentials and two successive
yeais of good rice crops continued to exert a favorable influence on domes.ic
prices in 1976 The balance of payments moved from a deficit of SDR 109 mil-
lion 1n 1975/76 to a surplus of SDR 48 million during the first half of 1976/77
(July-June year), mainly becagisfof tggmggmpletlonvby—mld—1976 of iepaymentis
of short-term food credits, depressed levels of impoxrts— reflecting lower food-
grain arrivals, and the exastence of large inventories--and a recovery of exports
in response to highcr world demand and more competitive prices of jute vis-d-vis

artirfaicial fibers In December 1976, gross foreign exchange reserves stood at

SDR 241 million, 1 ¢ , three months of projected 1976/77 merchandise imports



Recourse to the banking system by the Government has been avoided so far
in 1976/77 because domestic foodgrain procurement has been low and development
expenditures have been running at about 50 per cent of imitial budget alloca-
tions In 1976, domestic credit rose by 13 per cent, largely reflecting a
40 per cent increase in credit to the prviate sexztor Duiring the year, total
liquidity rose by 26 per cent compared with an increase of 3 per cent in 1975
Need

The staff team will review the balance of payments situation and satisfy
1tself that there 1s a need for use of Trust Fund resources Preliminary indi-
cations are that, despite the recent improvements, the balance of payments is
expected to show a deficit for the period of the Trust Fund program (April
1977-March 1978) in the order of SDR 50 million largely as a result of an in-
creased trade deficit and higher debt servicing Exports of jute and jute goods
may fémporarlly decline from their presently high level as a result of some
supply daifficulties until November 1977 when the 1977 crop comes to the market
Imports, on the other hand, are expected to increase as administrative bottle-
necks i1n the aid and development programs are progressively removed Alloca-
tions for imports financed from Bangladesh's own resources have also recently
been raised The staff will press for a further 11bera11zaf10n of the exchange
system and an increase in the allocation for cash imports in the next semi-

Py A
anngal import program in June.~— ﬁ(

Trust Fund program

The staff will emphasize that more realistic pricing policies should be
implemented 1f Bangladesh 1s to achieve i1ts stated objectives of food self-
sufficlency over the medium term and faster growth of exports In the years to
come, the domestic contribution to the development effort will have to be sub-

stantially enlarged Not only are the investment needs substantial, but a
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reduction 1n counterpart funds 1s anticipated because foodgrain aid imports
will decline as Bangladesh reaches self—suff1c1ency and because of indications
that the composition of foreign assistance will shift toward project aid rather
than commodity aid The staff will consequently stiess the need for a sustained
increase in the tax effort, for restraint, and better control, on nondevelop
ment budget expenditures, and for more realistic costing and pricing policies
in the case of public enterpirises There 1s also a need for grealer mobiliza-
tion of private sasings, in particular through flexible interest rate policy
The program will 11clude a ceiling on total domestic credit expansion and a sub-
ceiling on credit io the public sector The program should include a moderate
recourse by the Government to the banking system

At present, the main export sectors are incurring large financial losses
The program should specify measures designed to tackle existing incfficiencie.
in export industries and encourage the growth and diversification of exports,
1t should include the undertaking that exchange rate policy will be kept undes
review for this purpose The program should also specify that foreign debts
of less than five-year maturity should be avoided, except in emergency sitia-
tions, while debts of less than 15-year maturity should be limited to a minimum
If the statistical base allows, specific ceilings should be placed on such

types of maturities The program will also contain the normal clauses on the

P g
exchange and trade system The missron will inquire about the authorities’

preparedness to do away with the existing multiple currency practice arising

from the sale of balances i1n foreign currency accounts for travel purposes



Quota

Use of Fund resources

Fund holdings of taka

SDR position

Restatution of gold

Par value and ezchange

Fund Relations with Bangladesh

rate

Last Article XIV
consultation

Fund technical
assistance

SDR 125 million, of which SDR 2 million has been paid
in gold The proposed new quota 1s SDR 152 million

Bangladesh has purchased SDR 31 25 million under a
stand-by arrangement approved in June 1974 and

SDR 62 5 million under a stand-by arrangement approvad
in July 1975 A purchase of SDR 62 5 million under the
compensatory financing facility was made in December
1972 In August 1976, SDR 20 million was purchased
under the compensatory financing facility, while

SDR 19 06 million of an earlier purchase was reclas-
sified as compensatory Purchases under the o1l
facilities have amounted to SDR 92 million During the
period May 1973-June 1974, Bangladesh made purchases in
the gold tranche for a total amount of SDR 1 7 million

On February 17, 1977, Fund holdings of Bangladesh cur-
rency amounted to 289 per cent of quota, excluding
purchases under the compensatory and the o1l facilities
Fund holdings amounted to 159 per cent of quota

Bangladesh 1s a participant in the Special Drawing

Account, but has received no allocation It does,

however, hold SDR 16 6 million, which were acquired
to enable Bangladesh to meet charges payable to the
Fund on 1ts existing purchases

Bangladesh has received gold equivalent to SDR 936,084
from the Fund ;

Bangladesh did not establish an initial par value wath
the Fund From February 1, 1972, the official exchange
rate of the taka was fixed at Tk 18 9677 per pound
sterling and, from May 17, 1975, at Tk 30 per pound
sterling On Apral 26, 1976, Bangladesh established a
central rate with the Fund of Tk 28 10 per pound sterling
On November 3, 1976 the official exchange rate of the
taka was fixed at Tk 25 45 per pound sterling On
Janyary 18, 2877 the 6fficial exchange rate was changed
to Tk 26 70.per pound sierling Bangladesh has estab-
lished a representative rate with the Fund under

Rule 0-3, this rate 1s determined from the middle rate
of the taka against the pound sterling established by
the Bangladesh Bank and the representative rate for the
pound sterling

The staff report on the 1976 Article XIV consultation
(sM/76/99, 5/17/76) was considered by the Executive
Board on June 18, 1976

Since June 1972, the Fund has maintained a resident
representative in Dacca and, since September 1975, also
a deputy resident representactive Up to September 1%/4



the Central Banking Service has provided a statistical
advisor to the Governor of the Bangladesh Bank and a
tax advisor was assigned to the National Board of
Revenue for several months during 1974. The Central
Banking Service has recently posted an advisor to the
Institute for Bank Development.
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FROM Tun Thin and D.K. Palmer “fﬁiﬁ e _mt//?y }\ﬂk>l
SUBJECT : Bangladesh —-- Stand-By Negotiatioms | ™ ;%Q v L

“A.

The stand-by mission which visited Dacca in the period August 5-14,
1976 to negotiate, ad referendum, a stand-by program for 1976/77 in the third
credit tranche indicated on its return that the program, as proposed by the
Bangladesh authorities, was weak on several counts. Mainly because of the
failure to raise adequate resources from the agricultural sector, the budget
continues to rely heavily on foreign assistance, particularly food assistance.
In the 1976/77 budget, the authorities have assumed official domestic sales of
foodgrains at 1.8 million tons, but current indicatioas are that such sales will
not exceed 1.4 million tons. Also, the financial position of the jute mills
sector is expected to substantially worsen during the year of the stand-by pro-
gram because of rising costs and the expectation that the present low prices or
world markets will continue. These factors raise serious doubts as to whether
the budget commitment of avoidance of recourse by the Government to the banking
system during the program period can be met; there is a risk that the credit
ceiling would be exceeded by January, in the absence of additional fiscal measures.
Largely because elections are scheduled in early 19763 the Bangladesh author-
ities were not in a position to indicate that the corrective action would be
adopted if it appeared that the budget balance was not going to be achieved.
They also indicated that they were not ready to devalue the taka in the fore-
seeable future in response to the situation in the jute goods sector, among
other factors. Before leaving Dacca, the mission pointed out the weaknesses of
the program to the authorities and indicated that they would report this to
management.

We believe that in view of the weak budget situation and the worrying
financial situation of the jute inudstry, stronger commitments on policies in
these two areas are needed if we are to proceed with the stand-by program. We
propose to raise these issues again in the course of the Governors' Conference
in Manila. 1In order to give the authorities more time for preparation for these
discussions, we plan to cable Mr. Siber,.the Fund Resident Representative in
Dacca, to inform the authorities of4ﬂﬁ§'reservations and indicate the areas
where policies should be strengthiéered and further commitments needed. We pro-
pose to ask Mr. Chabrier, who will be on a mission in Rangoon in late September,
to join the Manila discussions.

This matter has been discussed with Mr. Beveridge who concurs.

For your approval.

cc: The Managing Director (on return)
FAD
LEG
TRE
ADM
Mr. Green
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TO : The Acting Managing Director DATE: August 23, 1976
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’,
FROM P. Chabrier t:;}z
SUBJECT : Bangladash —-- Stand-By Negotiation

During August 5-14, 1976, a mission consisting of Messrs. Evers (AfD),
Faria: (FAD), Stahl (ETR), Ms. Kandel (YPP, ASD), Ms. Knauseder (Secretary, ASD)
and myself negotiated, ad referendum, a third credit tranche stand-by arrange-
ment for SDR 41 million. Mr. Siber, the Fund's Resident Representative in
Dacca, participated in the discussions. ,

The Government of General Ziaur Rahman appears firmly in control. In
early August 1976, the Government announced that general elections would be held
"within seven months" and the year-old ban on political parties was revoked. As
a result, a resurgence of political activities is evident and several parties
have been created.

Economic achievements in 1975/76 (fiscal year ending June) have been,
on the whole, gratifying. The bumper crops permitted a reduction of foodgrain
imports to 1.6 million tons, the lowest level since independence. GDP rose by
11 per cent in real terms, and the combination of good crops, prudent fiscal
management, and some liberalization of import policies resulted in a 10 per cent
fall in prices during the year, following three years of severe inflation. The
sharp increase in foodgrain production necessitated higher official procurement
while sales through the ration system remained substantially below the budget
estimates. As a result, the authorities' intention to avoid recourse to the
banking system could not be achieved. However, the credit ceilings under the
1975/76 stand-by, as revised, were met. A disappointing development in 1975/76
was a substantial balance of payments deficit (SDR 109 million) which occurred
because of depressed export receipts, and repayment of short-term credits.

The main elements of the new stand-by for 1976/77 are avoidance of any
recourse by the central government to bank financing, except for seasonal needs,
and a limit of Tk 2,150 million or 13 per cent placed on total credit expan-
sion during the year. This compares with a credit expansion of Tk 3,156 million
or 23 per cent in the previous-12 mont S. Based on this program and on esti-
mates of further good crops, a recéveéry of foreign demand for jute and jute
goods, and a slowdown in the growth of imports, it appears likely that the
objectives of the authorities for 1976/77, namely, a growth rate of 5 per cent
in real terms, price increases of 5 per cent during the year, and a balance in
external payments, can be met.

A major area of uncertainty in the budget is food operations. In
order to encourage production, the Government intends to increase its domestic
procurement of fcodgrain from previous years' levels, but there are doubts that
the envisaged level of 1.8 million tons of official foodgrain sales (which con-
sist largely of wheat) will materialize, especially if the rice crops are good,
the 1975/76 levels of imports are maintained, and free market prices continue
to be depressed as is presently the case. The potential adverse impact on the
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budget could be as high as Tk 1 billion The Minister of Finance offered
assurances that in order to meet the budget balance objective, every possible
step would be taken, but it was not the intention to reduce official procure-
ment, since this would have an adverse impact cn production  From the discus-
sions, it appeared to the mission that in view of the forthcoming elections no
new tax measures were likely in 1976/77 and that any necessary adjustment would
be on expenditures

There are two major areas of concern in the financial situation
First, the dependency of the budget on external financing 1s substantial and
risang, which emphasizes the urgent need to mobilize more domestic resources,
especially from the agricultural sector While recogniziag that the present
coverage of the taxation of agricultural surplis is limited, the authorities
stressed that the introduction of the land development tax in the 1976/77
budget was a major step, even though initial receipts are small They also
felt that in the long run, farmers should be able to do without subsidies of
agricultural inputs, but the need to encourage use of modern farming technology
made the provision of adequate incentives necessary for the time being  The
second area of concern 1s the continuation of substantial financial deficits in
public corporations, in particular jute mills Despite the devaluation of the
taka 1n May 1975, some reduction in the work force, and greater availability of
spare parts and machinery, the jute mills still report operating losses esti-
mated at Tk 370 million in 1976/77 An action program has been devised with
the assistance of the IBRD 1n order to improve efficiency in the sector The
mission 1ndicated that 1f such program took time to implement or i1f the measures
envisaged fell short of the basic ones necessary to make the sector finamcially
viable, then a change in the exchange rate would seem to be indicated  How-~
ever, the authorities are not comsidering such a move at present In fact,
exchange rate policy now aims at keeping the rate of the taka in terms of the
U S dollar stable at the present level of about Tk 15 per U S dollar Since
the taka 1s pegged to the pound sterling, the implication 1s that small changes
1in the rate of the taka in relation to sterling will be made when the sterling/
dollar rate varies by more than 5 per cent The authorities indicated that they
had no intention of pegging the taka to the SDR or to a "basket" because of the
administrative difficulties involved

The Bangladesh authorities were not satisfied with the results of the
May 1976 aid group meeting in Paris Total aid commitment had amounted to
$920 million, short of the $1,150 million requested They had asked the IBRD
to convene a second aid group meeting to request additional aid, but the Bank
had advised against such a qug.51ngg$¥é¥fe1t/that"donor countries would not be
receptive v 4

The mission discussed the operations of the '"wage earner scheme"
under which proceeds of remittances by Bangladesh nationals working abroad can
serve for payments for imports of specified goods and for travel abroad by the
account holder or his nominee The details of the scheme are now being reviewed
by the staff in order to assess whether its operation involves a multiple cur-
rency practice The authorities are reluctant to eliminate the scheme at present,
since about $40-50 million of foreign exchange 1s repatriated through it each
year In their view, i1t 1s a useful mechanism for the financing of imports of
semi-luxury goods and of raw materials and capital goods above entitlements of
the import program



The authorities indicated their agreement to the repurchases in a
lump sum of a series of earlier small purchase. that were made in connection

with the payment of charges They will communwcate with the Treasurer's
Department on this 1ssue

Attachment

cc  The Managing Director (on return)
ETR
FAD
LEG
TRE
Mr Green
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Bangladesh Wage Earner's Scheme

3

Bangladesh naiionals maintaining a Foreign Currency Account or
otherwise effecting remittances to Bangladesh 1n accordance with the
regulations of the Bangladesh Bank. majy 1import commoditiesl/ either
in their own name or through their nominees Beneficiaries of funds
remitted by Banglai;sh nationals abroad may impcrt commodltlesl/ in
their own name

Foreign Currency Accounts may be maintained only in the name of
Bangladesh nationals working abroad Balances in Foreign Currency

; Accounts can be used by the account holder or any Bangladesh resident,
including registered firms and companies Apart from import payments,
balances 1n Foreign Currency Accounts can be used for charges related
to imports and travel abroad, by the account holder or any person
authorized by him Likewise, foreign exchange received through normal
banking channels from Bangladesh nationals working abroad, may be used
for imports under the Wage Earner's Scheme and for foreign travel

Imports under the Wage Earner's Scheme require an Advance Import

L Permit In case of Foreign Currency Account holders the Advance Import

Permit may be 1ssued in their name, 1n the name of a Bangladesh national,

in the name of a person of Bangladesh origin or in the name of a company

or firm registered in Bangladesh The~dpplication for an Advance Import

4 *

Permit by a Foreign Currency Account holder must specify the amount of
foreign exchange required, the taka equivalent, and the exchange rate
applied In the case of beneficiaries of remittances of Bangladesh

nationals working abroad, the Advance Import Permit must be issved in

1/ These commodities include those on Last III, permissible 1tems of
Annexure II, spare parts, and items of Lists I and II importable by
commercial importers and the TGB Commodities in List III are othex-
wise prohibited

I R o ~ -
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the name of the beneficiary within one month after the receipt of the
foreign exchange Advance Import Permits do not specify the nature of
the envisaged import

All Advance Import Permits are freely transferable to any other
Bangladesh national, person of Bangladesh crigin, or company registered
in Bangladesh Advance Import Permits are required to be registered'W1th
the Bangladesh Bank Transfers of Advance Import Permits are effected by
endorsement Advance Import-Permits have a validity of three months

Applications for import 1icenses must be submitted at least 15 days
before the expiration date of the Advance Import Permit  Import licenses
issued against Advance Import Permits are required to be registered wath
the Bangladesh é;nk

Imports under the Wage Farner's Scheme of certain raw materials, listed
in Annexure II of the import program, that are consigned to a recognized
i{ndustrial unit will be exempted from payment of 75 per cent of the
applicable Customs duty for up to 100 per cent of the half yearly entitle-
ment of that unit under the regular import program The exemption applies
only after the industrial unit Eiipgg%ly~g£ili;e§ his entitlement under

. E

" 4

the import program
Imports of specified items under the Wage Earner's Scheme by registered

comnercial importers will be exempted from payment of 50 per cent of the

applicable Customs duty, provided they have fully utilized theair entitle-

ment under the import program
\



Although the holder of the Foreign Currency Account specifies the
official exchange rate when the Advance Import Permit 1s issued in the
name of a no;inee, it is likely that, in fact, the taka proceeds against
which the Advanced Import Permit is transferred to the nominee exceeds
the foreign exchange value of the Permit converted at the official ex-
change rate The transfer of Advance Import Permits between Banglade;h
residents involves a similar premium over the official exchange rate In
recent months, this premium above the official exchange rate has ranged
from Tk 36 to Tk 38 per pound sterling

The sale of foreign exchange in a Foreign Currency Account to a
Pangladesh resident (for opurposes including foreign travel) occurs against
a prernun above ﬁLe official exchange rate which in recent months has
ranged from Tk 36 to Tk 38 per pound sterling

In 1976/77 foreign exchange receipts through the Vage Earner's Scheme
amounted to Tk 26 3 crores, equivalent to SDR 15 2 million Out of this,
Tl. 19 crores or SDR 11 million was used for financing imports

The amount of foreign exchange received under the Scheme and used for
purposes of travel abroad amounted to_some $20,000 in 1975/76

— P )

Banks do not intermediate between sellers and buyers of Advance Import
Perrits and between sellers and buyers of foreign exchange used for travel
The transfer of Advance Import Permits takes place through private channels
Banks maintaining Foreign Currency Accounts do the necessary accounting and
1ssue certificates to the licensing authority stating the balance in the

Foreign Currency Account when the account holder or his nominee applies for

an Advance Import Permit The banks make the foreign exchange, obtained under



the Wage Earner's Scheme, available to the ultimate user of the import
license issued against the Advance Import Permt for effecting payments
abroad and to persons entitled to use the foreign exchange under the
Scheme for travel abroad

The Wage Earner's Scheme permits Bangladesh nationals also to import
directly from their foreign exchange earnings comrodities specified in the
import program 1/ In this case no remittances to Bangladesh are invo];ed
An import permit is required (Bangladesh Gazette, paragraph 23b, dated
July 5, 1976 ) Goods so imported can be consigned to other Bangladesh
nationals Applications for import permits must be accompanied by
(a) invoice, (b) Bill of Lading, (c) Treasury challan showing payment of
import permit fee Commodities imported on this basis amounted to
Tk 60 crores (SDR 34 6 million) in 1975/76  Thus, total imports financed
through the Wage Farner's Scheme amounted to Tk 79 crores (SDR 45 6 mil-

lion)equavalent to 4 3 per cent of total imports and 14 5 per cent of
i

imports financed through Bangladesh's own resources

—
Ean DU SRR i
- ﬁf’a~
.

1/ See Footnote 1, page 1
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Please find attached for your approval the Briefing Faper for the
forthcomng stand-by mission to Bangladesh  The paper has received the

comments of Messrs Beveradge {FAD), Fivans (LEG), and Villiams (TRE)
3 3
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™

A staff team consisting of Messrs Chabrier (ASD, Head of mission),
Evers (ASD), Faria (FAD), Stahl (ETR), Ms Kandel (YP), and ¥s Knauseder
(secretary) will visit Dacca for about ten days starting August 5, 1976 to
negotiate ad referendum a stand-by arrangement with the Bangladesh
authorities

Background

The Bangladesh economy made important gains during 1975/76 (fiscal year
ended June), largely because of the adoption of comprehensive stabilization
measures, good harvests and an 1increase in imports GDP increased by 12 per
cent 1n real terms and the easier supply situation, particularly of food,
combined with prudent finangial pol{@f@%ﬁ?ésﬁitéa in a fall in retail prices
of about 10 per cent 1n 1975/76,”as against an increase of 35 per cent 1in
1974/75 Largely because of sluggish demand conditions abroad, export
receipts in 1975/76 were 10 per cent lower than in 1974/75 Imports rose
by 22 per cent, reflecting largely import liberalization measures The

increased trade deficit, administrative delays in finalizing individual

aid agreements and an unexpected reduction in the amount of outstarding
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import letters of credit were responsible for the turnaround in the overall
balance of payments from a surplus of SDR 80 million in 1974/75 to a
deficit of SDR 103 million in 1975/76 The deficit was largely financed
by net use of Fund resources (under the 1975 01l Facility and the last
stand-by arrangement) totaling SDR 74 million and a fall of SDR 29 million
in gross reserves At the end of June 1976, reserves were SDR 186 million,
equivalent to nine weeks of estimated imports in 1975/76

During 1975/76, the stabilization measures were supported by a stand-by
arrangement from the Fund 1in the amount of SDR 62 5 million The key
elements of the financial program, which was preceded by an adjustment of
the exchange rate of the taka on May 17, 1975 from Tk 18 9677 to Tk 30 per
pound sterling, were avoidance of recourse by the Government to the banking
system, a limit of 14 per cent on the growth of total domestic credit, and
a, liberalization of 1imports Despite an increase of nearly 30 per cent 1in
current budget revenues as a result of better tax collection procedures,
introduction of new tax measures, and increases 1n some public service
charges, as well as a reduction of about two thirds in the annual subsidy

on foodgrain consumption, the recourse to bank credit amounted to

e o —
SR B e

Tk 1 1 billion 1n 1975/76 ’ffhls”was almost entirely due to the 1ncrease
in the deficit on food operations, the increase in domestic foodgrain
production necessitated higher official procurement, while sales through
the ration system were depressed in the second half of the year because of
ample supplies in the free market The necessary modification of the
stand-by arrangement on this account was agreed to by the Executive Board
on June 18, 1976 (EBS76/240) The revised credit cerlings for end-June

1976 as well as other performance criteria were observed Total credit
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expanded by 23 per cent during 1975/76 but, with the substantial balance of
payments deti.it, the increase 1in total liquidity was limited to 10 per cent

St and-by program

The Bangladesh authorities have indicated that, in view of the large
use of Fund resources that they have already made (amounting to SDR 254 mij-
lion or 202 5 per cent of the quota by rid-August 1976), they would
limit net use of Fund resources during the stand-by period to the amount of
scheduled repurchases, 1 e , SDR 41 million If the amount under the stand-
by arrangement 1s fully drawn, Fund holdings of taka, excluding drawing
under the o1l facility and the compensatory financing facility, would
increase from 160 to 191 per cent of quota during the stand-by period

On the occasion of Lhe Bangladesh Aid Group Meeting in May 1976 1in
Paris, Bangladesh representatives met with the staff to discuss the broad
outlines of a financial program which could provide the basis for the new
stand-by arrangement The main objectives of the authorities in 1976/77
are to achieve an increase 1in GNP of 5 per cent in real terms, to limit
the increase 1n prices to no more than 5 per cent, and equilibrium 1in
the balance of payments A liquidity expansion of no more than 15 per cent
would be consistent with tEEgp objectixes.. -In view-of the favorable price
performance, a continuation of the recent fall in the 1income velocity of
money can reasonably be expected The stand-by arrangement should include
avoidance of any net recourse by the Government to the banking system in
1976/77 (apart from seasonal needs) and a limit on total credit expansion
to a maximum of Tk 2,100 million over the level of July 2, 1976 Baseda on
end-June provisional data, the rate of credit expansion (12 per cent)

during 1976/77 would be half that during 1975/76 The increase in credit
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to public enterprises and the private sector, Laken together, would amount
to 18 per cent as against 22 per cent during 1975/76 The overall credit
ceiling and any agreed subceilings will be established for end-September
1976, end-January 1977, end-May 1977, and end August 1977 The policy
statement of the authorirties would include indications to the effect
that exchange rste poiicy would provide maximum encouragement to export
growth and diversification and would, in particular, give due consideration
to the profitability of the jute sector, that there would be no intensi-—
fication of restrictions on 1mports and current payments during the program
period, and no new bilateral payments arrangenments with Fund members

Given the recent substantial purcnases fiom the Fund, the staff team
will propose that one third of the total amount of the stand-by arrange-~
ment be avairlable soon after Board approval, one third, no earlier than
end-February 1977, 1 e , when 1t 1s known whether the January 1977 credit
ceirling and other performance criteria have been obseived, and the remainder,
after the May 1977 performance criteria have been met

The 1976/77 budget does not provide for any recourse to defic.t
financing by the Government The salient features of the budget are an
increase of 34 per cent 1in the develefiient program and a reduction in
fertilizer subsidy No major ta£ or other resource mobilization measures
have been introduced and government revenue 1s expected to fall from 9 7
per cent to 9 4 per cent of GDP  Some of the budget assumptions appear
on the optimistic side For instance, while both domestic production and
imports of foodgrains are projected at about the same level as in 1975/76,
official distribution of foodgrains 1s projected to rise sharply to 2 millien
tons from an annual rate of 1 2 million tons in January-June 1976 If actuval

dictrabution falls shert of thas target total Treasurv receints in 197-/77



-5 -

could fall below the budget estimate by as much as Tk 1 billion The staff
team will emphasize that such a shortfall should not be compensated for
by reducing official domestic procurement, procurement of less than
400,000 tons would adversely affect 1incentives to farmers and the stated
objective of achieving food self-sufficiency over the medium term

Given the above uncertainties and the medium—term objective of
increasing the domestic contribution to the aevelopment effort, the staff
team will stress the need for a review and greater control of public
expenditures which are expected to increase by a further 27 per cent 1in
1976/77, and for a substantial tax effort, more vigorous mobilization of
savings, and continued restraint on nondevelcpment expenditures In
particular, the team will indicate that the recent 1ncrease in agricultural
outpuf provides an opportunity for increasing taxation of the agricultural
sector and for ieviewing the appropriateness of the present subsidies on
agricultural inputs Given recent price trends, the present 1nterest rates
on deposits—-which range from 7 per cent for three-month deposits to 10 25
per cent for three-year deposits——appear adequate However, the staff team
will point to the need to maintain a flexible interest rate policy so that
real interest rates remalnﬂggﬁltlvgfgaﬁﬁ'fb"sub"iéﬁtlally improve the
collection effort, particularly ££ ;he countryside The stand-by program
would also provide (1) for prompt measures to be taken 1f it appears that
equilibrium in the budget will not be achieved in 1976/77, and (11) an
indication of the intention of the Government to increase the tax effort
over the mé&1um term and to improve the financial position of public

corporations through appropriate costing and pricing policies, and improve-

ment 1n management and labor productivity
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As part of the effort to increase domestic resource mobilization, and
in order to reduce price distortions, the stand-by program would include
intentions to adopt a flexible policy on administered prices, including those
of food While the decline i1n free market prices of rice during the last
12 months has ied to an increase in the area under jute cultivation, the
program should 1include undertakings by the authorities that, in view of the
possibilities for substitution between jute growing and rice cultivation,
appropriate relationships should be maintained between paddy procurement
prices and jute procurement

A main objective of the program 1s an improvement 1in the balance of
payments 1in 1976/77 The current upturn 1in the economies of industrial
countries should stimulate demand for jute goods, this and the 1increase 1n
competitiveness of jute goods vis—a-vis polypropylene due to the combined
effect of a reduction in jute prices and the recent rise 1in the price of
;olypropylene, would point to an increase in export receipts of jute and
Jute goods 1n 1976/77 Total export earnings in 1976/77 are projected to
increase by about 10 per cent and, with some acceleration in aid disburse-—
ments, 1t appears likely that the external accounts will be in balance 1in
1976/77 so that gross official reserv®s at end-June would be close to Ethe
level of SDR 220 million which t;e authorities consider appropriate 1in
view of the vulnerability of the Bangladesh economy to natural calamities
The import program for the period July-December 1976 introduces further,
though modest,” liberalization measures

The exchange rate of the taka 1s not an immediate 1ssue, given the

devaluation of May 1975, the effective depreciation since then and the

good domestic price performance The two revaluations of the taka against

v~
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the pound sterling in April and June 1976 (to Tk 26 70 per pound sterling)
were motivated by the sharp fall of sterling on exchange markets and
sought to strike a balance between mitigating a rise in import costs and
maintaining adequate profitability for the export sector In terms of the
U S8 dollar, the taka depreciated by 13 per cent between May 1975 and
July 1976  This has helped improve the competitiveness of jute and jute
goods on world markets However, the financial position of the jute sector
1s still weak and remedial action on this front should no longer be post-—
poned The Bangladesh authorities have indicated that measures are being
envisaged to 1increase productivity and reduce labor costs The staff team
will stress that 1f such cost reductions (by reducing the labor force and/or
other efficiency measures) do not appear feasible within a reasonable
period of time, the appropriateness of the exchange rate should be reviewed
Given the overriding need to increase exports, the program should state
tﬁat improvement 1in the profitability of the jute industry and, more
generally, export promotion and diversification, are the major criteria of
exchange rate policy It should also state that exchange rate policy
would be conducted in a flexible manner, particularly 1f recent price
trends are reversed The sngf w1ll¢§ksn’pevrew*the operation of the
"Wage Earners Scheme" 1n order to assess whether this involves a multlpié
currency practice and also the implications of the Scheme for the exchange
rate of the taka If the Scheme involves an aspect of multiple currency
practice, the staff will press for early elimination

The available foreign debt statistics on outstanding and contracted
amounts are unreliable Provisional figures indicate that foreign debt
outstanding and disbursed at mi1d-1976 1s around US$1 7 billion Debt

service payments have increased rapidly from USS$17 2 million 1n 1973/74
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to US$69 2 million 1n 1975/76, representing approximately 21 per cent of
merchandise exports in the latter year If the burden of debt service 1s
not to 1increase excessively over the medium term, Bangladesh should
i1mplement an aggressive export promotion policy as well as careful manage=—
ment of new debt obligations The latter would require obtaining foreign '
assistance at low interest and in long maturities The staff team will
explore with the authorities the possibilities of establishing quantitative
ceilings on the amount of debt, of various maturities, to be contracted
during the periou of the stand-by The principal difficulties would be the
1nadequate statistical base and possibly, administrative problems of
implementation In any case, the stand-by program will specify that debts
of less than five-year maturity should be avoided, except 1in emergancy
situation, while debts of less than 15-year maturity should be limited to a
minimum 5

In 1975/76, disbursement of foreign grants was smaller than envisaged,
mainly because of i1nadequate procedures and administration of aid and
delays 1in project preparation The staff will review the authorities' plans

to improve project preparation and aid absorption procedures

e et - bl
— /9(#‘
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Fund Relations with Bangladesh

SDR 125 million, of which SDR 2 million has been paid
in gold

In December 1972, Banglsdesh purchased the equivalent
of SDR 62 5 mi1llion under the compensatory financing
facility During the period May 1973-June 1974,
Bangladesh purchased a total of SDR 1 7 million in
the gold tranche A stand-by arrangement for

SDR 31 25 million was approved in June 1974, the
full amount was drawn A stand-by arrangement for
SDR 62 5 million was approved in July 1975, the

full amount has been drawn  Bangladesh has

purchased SDR 51 5 million under the 1974 01l Facility
and SDR 40 5 million under the 1975 011 Facility
Bangladesh has requested the purchase of the equiva-
lent of SDR 20 million under the compensatory financing
facility and the reclassification of SDR 19 06 million
of an earlier purchase as compensatory The request
will be submitted for Board consideration on July 30,
1976

After the purchase of SDR 20 million under the
compensatory financing facility and a repurchase of
SDR 8 8 million, Fund holdings of Bangladesh currency
will amount to 302 per cent of quota by mid-August
1976 Excluding purchases under the compensatory

and the o1l facilities, Fund holdings will amount to
160 per cent of quota

Bangladesh 1s a participant in the Special Drawing

Account, but hag-received mo-allocation It does,

howevér, hold SDR 20 4 million, which were acquired
to enable Bangladesh to meet charges payable to the
Fund on 1its existing purchases

Bangladesh did not establish an initial par value with
the Fund From January 1, 1972, the official exchange
rate of the taka had been fixed at Tk 18 9677 per
pound sterling and, from May 17, 1975, at Tk 30 per
pound sterling On April 26, 1976, Bangladesh estab-
lished a central rate with the Fund of Tk 28 10 per
pound sterling On June 7, 1976, the central rate was
changed to Tk 26 70 per pound sterling Bangladesh
has established a representative rate with the Fund



Last Article XIV
consultation

Fund technical
assistance

- 10 -

under Rule 0-3, this rate 1s determined from
the middle rate of the taka against the pound
sterling established by the Bangladesh Bank
and the representative rate for the pound
sterling

Article XIV consultation discussions with
Bangladesh were held 1in Dacca March 1-12, 1976
The staff report (SM/76/99, 5/17/76), together
with a request for a modification of the stand-
by arrangement (EBS/76/240, 5/17/76), was
considered by the Executive Board on June 18,
1976

Since June 1972, the Fund has maintained a
resident representative in Dacca and, since
September 1975, also a deputy resident repre-
sentative Up to September 1974 the Central
Banking Service posted a statistical advisor
to the CGovernor of the Bangladesh Bank, and

a tax advisor was assigned to the National
Board of Revenue for several months during
1974 The Central Banking Service will shortly
post an advisor to the Institute for Bank
Development

o
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h was acdopted in July 1975. 1In view of the unc
d rice crops, the stand-by arrangement pr
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Since the last staff mission in mid-1975, there have bsen very important
jczl changes in Bangladesh. The cabinet and the Parliament have been i
ived and the Government is run by a group of men, mostly from the =military, r
civilian President who is the nominal head. The most poweriul man is

2 who is also in charge of the Ministry of Finance. I met General Zia
essed with his zbility to grasp problems and make decisions.
angladesh will remain dependent on large-scale foreign aid for
is eager to project a favorable image for his country in the
ne important change in the direction of econormic policies

ter reliance on the private sector. The new Government has
he sarme civil service; the mission therefore dealt with
ficials as on previous occasions.
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The implementation of the stabilization program has proceeded satisiac-
y and all of the measures outlined therein have been taken, although with
delay in respect of a reduction in budget subsidies. The economic situa-
h shown z marked improvement. The weather has been kind and the output
of foodcrains has risen by 17 per cent, but the stabilization policies followed
by the authorities have been no less important in bringing about the favorable
econoric results. The continuation of restrictive credit and fiscel policies
as well 2s substantial import liberalization has greatly increased the availa-
bility of goods, particularly industrial inputs. Total output is now projected
to rise by 12 per cent, nearly cdouble the rate zssuned in the program. Prices
have declined by some 8 per cent between June 1975 and January 1976.
T

e overzll btalance of payments position in 1975/76 is likely to be

quite cifferent from the program target of a near equilibrium. Th
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e latest pro-
jection is for a baleance of payments deficit of SDR 170 million. There are
several reasons for this. Although exports of raw jute and jute goods have
risen in volume, there has been a substantial price cecline in both cases and
receipts will be lower. On the import side, there have been delays in aid com-
mitments but the import target has been meintained. IMoreover, taking advantage
of the rise in reserves in the first half of 1975, the authorities have encour-
aged a substantial reduction in their indebtecness under import letters of
credit.

One difficulty that the zuthorities will face in implementing the present
credit program in the coming months is with respect to the ceiling on expansion

= i

of credit to the public sector. The nain reason for this is the following. In
order to stimulate production and also to maintain an adequate official stock of
foodgrains, the Governnent has decided to razise official procurerent in the

-

Go—estic market at existing support prices from 200,000 to over 400,000 toms.



At the same L1, the increased availabalaty of foodgrains in private marvets
1s e-pectea to recuce sales through the offac:al ration systen by 200,000 tors
ns a Tesult, financing of foodgrain stocls by the Treasury is likely to exceed
the bacgetea anount by a very substantial amount  The aathorities therefore

raguestec an upwara revision of the crecit ceiling for the public sector for

enc— zy and enc-June, snd a corresponding change 1D the overall creait ceiling
A crz<t letter oI inrent proposing tnese cnarges in the provisions of the

-
[
oraganal letter 218 attacneaa

Looring ancad, the most aimporzant policy zajustmerts tnat will be
~ecessary ralate to tne f1scal ssctor  -s ool DroaUCL1ON TISES, there will
pe lesss ne2a for food 21d, and nence a caclipe in the receipt of counterpart
£ qcs for tre Governaent The mission therefors —aae a strong plea for a sub-
c+ap+ra2l strengther-ng of tne budget in tvo a5 a drastic reduction OT,

_ .gllv, tne elimination of food subsidies curing 1976/77 wnicn nave so far
perefictec rainly the wore privilegea urban awellers, and antrocuction of rew

revende TSE2SJTES, sarticularly teaeation of the agricultural sector The
r s, including Ceneral Zia, wa2re TesDOmSIVe +o tnese suggestlions, and

antnoritles,
astec for  mere specific acvice and an account of the erperience of other
countries T.e offered to cora.nicate with them on tnése natters

~he autnorities were Very leen tiat a new stand-by arrangenent should

follow tre evisti"g On& 25 soon as pessible  Tnaey sugcested that prelianary
ciscissiors on L« € framewory of a financ:al program for 1976/77 tale place 1n
Taris at tne tave of tne meeting of the Aad Group for Banglacesh wnich 15
scheauled for the tnxra week of l.ay For this purpeose trey ere prepared to
zad the Finance Secretary and the Deputy GovermoT of the Banglaaesh Bank to
tneir delegation wnich normally ccnsists of officials of the }Ministry of Plann-
ing 1f zn understanding tere reached on the broad outlanes of a program 1n
Pzris, a staff mission coula later visit Dacca to complete the aiscussions

en tne bucget for 1976/77 reachea an agvanced stage of preparation If you
approve of this procedure with wnich .ir Tun Thin agrees, W& shall advise the
authorities accordingly

On other mattiters, the pcssibility exists of an e.port shortfall in

terms of the Compersatory Finzncing Eacility&dd the Tission has gatherea the
relevant cata for cleser ey amimation  As to tne repurchase of a compensatory
drawing niace 1in Dece—ber 1972, tne autporaties agreed to a scl edule of equal

quarterly paynents OVer 1976 and 1977

Attacp—ent
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to rise by about 17 per cent to about 13 nillion toas. The continustion of tight

mosetary policies has contributed to a reversal of speculative stock building v=ich,

ther v2th import liberalization, ha2s led to an e

V]

of fmoorted inputs. Total cross output is now projected to rise by over 10 per ceat

cozpzrad with about 6 per cant projected in the progrem. Prices, as measured by the
Tzoecz cest of living index, hzve declinz] by 8 per ceat bztirzen June 1%75 and January
176,

3. ‘n the externzl side, eports of raw jute are likely to exceed the origipal volume

terzet by at le=st 25 pzr cent but shipments of jute goods may Ifall somewhat below our
n seles. 32oth itens have experienced price
farlines <z “he interzmaiiosazl marthet wmainly as 2 result of the recassioa in the Indus~
trial countries. On the import side, ve hive had to spaad more of our ovn foreign
exchznzz resources beczuse of delays im 2id commitmemts. In addition, it is expected

thzt importers will have rejuced their siorTi-term Inlebtedaess uander import letters of

e hich level of SUN1LY rpillion outstanding in
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June 1575. On eccount of these and othar factors, the balance of payoents is now
froiected to shew a deficit of about SDP170 million in 1975/76.
4. "ith 2 view to accelerzting economic activity a2nd iandustrial investment, the

ove-noeat hes recently taken 2 pumber of measures to encourage the private sector.

The eoilins on private investmeat has been raised from Th30 milliom to TkiOO milliom.
Tniustrial financinz institutions have been directed o provice eguity support to

s=311-s2272 industries, particularly thoss that process agricultural products &nd tave
an ezport potential. The role of the private sector has also eaxlarged in the field of

5. Tre creiit ceili=z~s for the pzriod ended Jamuary 30, 1976 have beesn adher to.

Tovever, in view of certain develorments which vere not either foreseen or fully taken

4nto 2ccouant at the tine the crefit prograx was formulated, we find 4t necesszry to
z5just tha prograt for the resainder of the stand-by period. The follording pzrzgraphs

sier supply situation, particularly
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. deserite these Gevelopasnts and the extent of adjustment that is called for

. 6. Tarently, the Government has substantially decreased subsidies on official

. food ¢istribution. The ration prices have beea raised froa ThSD to TkS0 per maund

. for rice and froz Ti:57 te Tk70 per maund for wheat. Eovaver, du2 to the sharp dacline
A of foodgrain prices irn the fres m=rhet, the increzsess vere lecs than originally planned
) znd tha effsctive dzte of these chanzes had to be delayed. This vwill cause the

. z-—aniituras oa foold subsidies to remzin sonevhat zbove the profected level. lioreover,

. (j“:oiuctioa, the Governzent has decided to rzise official procurement im the domestic

J. m=ciat from 200.000 to ovar 403,000 tons. On the other hand, the increased availability
ad

5. The cecisioa had been postpozed f{rox June 1575 partly zs the result of a deciine in

6. the volu=z of distribution throuskt the ration srstem. The total offtale of edible oil
7.3is rnow estinsted at 28,000 toms, compered vith the original bucdgeted estinmate of 60,000
8. toas. Thuz increzsed burden on the Treasury as the result of the cdelayed price increase
9. =znd the rise in stocls iz estinated a2t Tk200 million.

0. 7. Ciare Junes 1975, it hz2s becomz zppareant that our curreat expanditures will excead

'1. the coririnz] tarret by adout Tk630 million. UVhile ticht expenditure control is

19, =xm—~=zcted fo lezd to savin~s of about Th2ZE60 million on existing anpropriations, a2 small

3. salary increzse for civil servants ia the lovest grades to cozpensate for the higher

2,. ration prices of fooadgcrains and hicher expenciltures om trzasportation, tha food for
?5. work procrat aznd lazv aad order, will increase curreat expenditures by about TkS%0
6. million. Ir order to rzintain a sufficieat surplus ea cur curzent budget (excluding

ebruary 9, 1976 a nunber of mezsures

23. thzt zre exsected to yield Til4D =illiex durims this fiscal year. These include
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creases 4n reilway fares, postal rates znd telephone chargec, hizher tariffs and/or
enrige duties on metals, textiles and chesicals, and an increzse in the export tax on
jute. The increases in econo=lc activity aad better tax collection procedures are
ex—acted to yield aa zdditlonal revenue of TRA3D nillioa. The overzll Treasury

deficit in 1975/76, #acluiinc food operatioms, is now estizzted st Tk 1 billiom.

8. Vhile 2 mzjor part of the Goverrcment deficit im 1975/7€ is oa accouat of the
frcrezsad nead for funds to finzoce accumulation of food stocks, the Govermment is

h X4

a=re that subtsidles on food contiaue to be 2 heavy burden on the budget. Moreover,

l5

wZth coatinued prozress raising dozestic foodgrzin production, it is likely that

oo
counterpart generatioz from inported foodgraims will graduzlly cecline. It is
thzreore the Goverz—eat's Intentiom to keep official ration prices under continuous

'3 -

review. , Tn2 Goverament intenss to mobilize, 25 soon @s possible, additional resources

c. Vith the exception of the jute arnd pzper industries, the financial position of

the public enterprises has continued to improve and further measures to increase their
efficfency are beinr considered. In addition, the Fengladesh Zzak has continued to

zpply strict éiscipline on their access to benk financing. £4s the result of this, and
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causz of the recent policy of transferring sone activities from the public to
tte orivate sector, moted atove, the expansion of credit to public enterprises in
i¢75/7¢ is expected to be Tk1,011 million less than was originally estin=ted under
the prozraa. The credit needs of the private sector are expected to rise by Tk420
~iilion more thzn was anticipated, mainly beczuse of their incr=aced role in the
ECOnOnY.

10. 1In zccordance with the projections above, the Goverameat proposes to linit total

do—-=s5tiec credit to po more then TH17,i5Z2 willion curims the period up to May 28, 1876 .
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the cum of net credit to the Govern-ent and gross credit to the rest of the



-5 —
d to Tw13,357 durinz the pzriod up to June 25, 1976,
11, The Governuent of Banpladesh believes that the policies described in the letter
of Juzz 11, 1975, as supplemexted by the policies and measures set forth zbove, are

adesuzste to achieve the objectives of the financZal prograzm but will take any further

hzt may becom2 necessary for this purpese. Zanrlizdesh will consult vith the

Sincerely yours,
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