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Preface

This Diagnostic Trade Integration Study (DTIS) has been prepared under the Enhanced Integrated
Framework (BF) for Trade Related Technical Assistance to Least Developed Couimtriesponse to a
request from the Government of Bangladddte EIF is a multdonor program, which supports LDCs to
become more active players in the global trading system by hehgngtackle supphgide constraints to
trade.The ultimate objective of the study is to build the foundation for accelerated growth by enhancing
the integration of its economy into regional and global markets.

[to be completed]
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Synopsis

Bangladesés ambition is to build on its very solid growth and poverty reduction achievements, and
accelerate growth in order to becomeniddle income country by 2021, continue its high pace of poverty
reduction, and share prosperity more widely amongst its citizens.

This includes one of its greatest development challenges: to provide gainful employment to the over 2
million people thawill join the labor force each year over the next decMttereover, only 51.5 million

of its 90 million working age people are employ8angladesh needs to use its labor endowment even
more intensively to increase growth and, in turn, to absorb the ingdabor.

The Growth Commission report (2008lggests thaall the thirteen country cases sfistained high
growth overthe postwar period were marked by full exploitatiorthe knowledge, resources and deep
and elastic demand that the global econoffgred.Bangladesh will need to do the saraad exploit the
international market more intensively, building on the pivotal role that exports have already played in
providing gainful employment and access to imports.

Bangladests exports have grown strongly and doubled their world market share between 1298 2nd
owing to success in garments, catering largely to the EU and &iée 2009, it has become the wésld
second largest garment exporter, making it uniqgue amongst DTS high share of manufactures in
total exportswhichreache®0.1percentin 2012 compared to abo21.1percentfor LDCs.

Garments can continue to grow, in existing and newer mafketger products will emerge more slowly.
Thus, more rapid expogrowth will initially rely on capturing higher market shares in Bangla@esh
existing strengths, i.e., basic garmeiltsth in current markets, and penetrafj newer and dynamic
markets such as Japan,i@h ASEANand India.ln addition, many firms are stang to produce higher
value garments, and this will expand the target market for Bangla@#strproducts are emerging, such
as jute goods, footwear, sea food, information technology enabled s€fVIEE3 etc., andsomeof these
may over time becomgart of a larger product cluster.

To achieve the abovand sustain and acceleraeport growth will require actionsentered arountbur

pillars. These are(l) breaking into new marketrough a) better exploitation of regional trading
opportunitiesand b)better trade logistics to reduce delivery lagsl become more competitive in nearby
markets, especially Asias world markets become more competitive and newer products demand shorter
lead times to generate new sources of competitiversasd theeby enable market diversificatiof2)
breaking into new productirough a)more neutraland rational tradgolicy andtaxatiln and bonded
warehouse schemes; anddoncerted efforts to attract foreign direct investmemspur investment and
export diversification(3) improving worker and consumer welfarg a) improving skills and literacy; b)
implementing labor and work safety guidelines; ¢) making safety nets more effective in dealing with trade
shocks; and (4 building a supportive environmenincluding a) sustaining sound macroeconomic
fundamentals; b) easing the energy constrainst@ngthening the institutional capacity for strategic
policy making geared to the objective of international competitivenesspdltirf focus and coherence
tothe government 6s reform efforts.

Detailed studies of a number of growing export sectors confirmed theartisgy findings highlighted

above, and added other, seedpecific issuesln shipbuilding, enforcement of standarfor domestic

ships would help bring domestic and export market segments closer, and help exporting yards to achieve
better scale economielglore credible enforcement of standards in pharmaceuticals would help gseople
health and also reduce the disinigs of firms including foreign firms that practice sefiforcement.
Training to upgrade skills was a critical need in many sectors, including shipbuilding, ITES, and bicycles.
FDI could play a much bigger role in many sectors, especially those withhotegli upgradation needs,

such as pharmaceuticals, bicycles, and shipbuildimgrovements in access to finance and ease of
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Bangladesh Banknonitored current account transactions would relieve constraints across all sectors.
Additional submarine cables widl help reliability of internet services for the ITES sector.

A neutral trade policy needs to be defined by consumer interests, and not just those of domestic producers
and exportersCurrently, distortions affeatritical areas that affect consumer wedfasuch as medicines

and consumer productand producer interests have tended to dominate over consumer inté@sts.
example, allowing a due role for trade and FDI in drug supply will enhance choice and quality of
medicines and enable a more effectialth strategyin addition,societaldemands for better regulation

of imports to address an expanding array of issues, like public safety, food safety, and plant and animal
health, will increase, and this will need to be done in a credible and effroemter that respects the
balance between safety amccess to a variety ahports.

Trade regime signals are critical for defining domestic production strucnckshaping the usage of
labor and capitalBangladesh needs to increase the share of-labemsive manufacturing in its overall
GDP, and a stronger expantientation will play a critical role herdncreasing basic skills will be
criticald for Bangladesh to remain competitive in exports, improve worker productivity and enable
sustainable wagencreases. For skill flows, development of cognitive andauamnitive skills through a
focus on the quality of primary and secondary education, along with ingyoscjfic skills, will bring
immense dividends.

An example of outward orientation will helib.Bangladesh were to capture 20 percent of (sicarrent
garment exports, its own total exports would more than double, increasing by US$29 billion, and, based
on current parameters, create 5.4 million new jobs and 13.5 million new indirecT jesewould be
virtually enough to absorb all new entrants into the labor force over the next decade.

With the implementation of the four pillar agendayirtuous circle of expoited growth can be put in
place,with multiple sources of strengtfihis will help improve overall competitiveness of the economy
and provide sources of strength other than low wages.

The ultimate goal of expoted growthis poverty reduction and enhanced welfare of Banglaesh
citizens.Rapidly growing exports and the million$ new jobs accompanying them, along with skill
upgradation, will increase productivity and wages, wloiedr the long terns the onlysustainablevay to

improve living standardst will also begin a discourse to move beyond whgeed competitiveness.
Improving skills will also allow effective participation of people in growithnproving labor standards

and worker safety is also part of this agenda, and, in the wake of recent tragic incidents in the garment
sector, has become a part of thecpralitions br garment exports.

Bangladesh is well placed to take on some its strongest development chajeogesd it displays the
right leadershiplts track record on growth and employment is strafg grow faster and absorb more
labor, and continue its pacé poverty reduction, it will need to build on that record and improve upon it.
The good news is that a number of reformsratatively low hanging fruits, may be implemented in the
short to medium term, and can bring large-p#sg.

The example of Vietmm shows that accelerated, expaiented development is possible, even in the
context of the current global environmevtetnam moved from being one of the poorest countries in the
world to a lower middle income one in the space of 25 years,Rllithard trade playing a dominant role

in the economy: exports and imports each form 90 percent of GDP, and, with 88 million people compared
to Bangladests 150 million, it exports four times as much as Bangladesh today.

Bangladesh will need strong leadershigtpport its multisector competitiveness agenttamany cases,

it will require taking on strong domestic interest that may not welcome competition, either through
imports or FDI. In other cases, it would require cohesion and coordination between differen
ministries/departments, such @ National Boardf Revenue, the Ministries of Commerce, Finance,
and Industry, the Roads Division, and so lbnthe Sixth Plan and Vision 2021 goals are to be achieved,
this leadership has to be exercised.









Section 10Overview and Key Messages

This DTIS, prepared at the request of the Government of Bangladesh, analyzes the internal and external
constraints to further integration with the world economy, keeping in view the end ggatbsopéation
andpoverty reductionas well az=nhancement in cten®welfare.It seeks to identify policies as well as

gaps in physical and institutional infrastructure that will consolidate Banglasesinengths in existing
markets as well as help diversify export products and export mafetise same time, ipells out the

linkage between thegmliciesand consumer and worker welfare, which focuses additional attention on
import policies, skill enhancement and labor saf@ty.illustrate and anchor these policy constraints to
further integration, the DTIS inatles a large number of industry/service sector stublisle the study is
comprehensive in its coverage of issues and sectors as requested by the Government, it is not intended to
be an exhaustive study of different industries or serviths. identifiedpolicies and constraints are
summarized at the end $éctionl as well as in an Action Matrix presented at the end of this Volume.

1.1  Thelmperative of Engagingwith the World Economy

1. Bangladesh aims to accelerate growth in order to become a middle income country by 2021,
continue its high pace of poverty reduction, ahdre prosperity more widely witts citizens It seeks to

increase the growth rate of its econotmyabout 7.3 perce per annunover the Sixth Plan period (FY41

15), and reduce the poverty headcount by about 10 percentage points. It also seeks to pay closer attention
to wider prosperityof its citizens and improve access to and quality of health, education and mutritio
services.

2. This includes one of its greatest development challenges: to provide gainful employment to
the 2.1 million people that will join the labor force each year over the next decadend to improve

the utilization of existing labor. While Bangladesh has the eighth largest population in the world and the
third largestin South Asia after India and Pakistanly 51.5 million of its 90 million working age people
are employedMoreover, the working age population is growing at a higher ratantthe overall
population,at 2.5/ 2.8 percentper year and 4. percentrespectively. This presentspmtentially major
demographic dividendBut it also represents a majohallenge to lift income and citizen® welfare.
Bangladesh needs to use its labod@vment even more intensively to increase growth and, in turn, to
absorb the incoming laboln this context, the 6FYP plém emphasis on expeoriented manufactures,
with their job potential, seems appropriate.

3. The Government of Bangladesh recognizes #h export-led growth and a broadening of the
country@ export structure is pivotal to its growth ambitions.In the Sixth Five Year Plan (6FYP)

trade is considered as a strong source to accelerate growth, and to provide high productivity and high
income jds. The government recognizes that a dynamic manufacturing sector will benefit from greater
outward orientation, particularly based on the experience of other successful Asian exporters such as
Korea, China, India, Thailand and Vietnam. The governmenipbagmphasis on product and market
diversification, and regional and global integration. The 6p¥dfectsfié the share of exports in relation

to GDP to rise by 7.7 percentage points to 388centof GDP by the endfathe @ YP, reflecting a

leading role thafthe] export sector is envisaged to play in increasing domestic adfiXaly 1, 6FYP, p.

85).0 This strategy recognizes the pivotal role that higher exgraghtation has already played, with the
impressive export and jatyeation of the garment export sector.

4. But current policies place limits on the extent olabor-intensive growth. Presently policies
are heavily skewed towards favoring production for the domestic market, which limits growth because the
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market is limited and, because of g@ection, production does not necessarily have to competitive: many
sectorshave very high effective rates of protectidProduction for exports, on the other hand, is
necessarily competitive, usually implyingthe Bangladeshi contexhat it ishighly laborintensive, and

the potential market, in practical terms, is immense

5. AddressingBangladeslis prime development objective ofmore and better jobswill require:

1 a neutral tradegolicy that seek to exploit the world markeand favors exports as much as
domestically oriented productipn

aregimethat preactively encourages FDI;

infrastructure improvement, especially relating to energy and trade logistics.

=a =4

6. Ensuring consumer and workerwelfare is not only an end it itself but wil also help sustain
export growth and better jobs It would entail:

1 Improving skills and literacyto allow a move up the quality ladder and enable higher productivity
and wages;

Implemening labor and work safety guidelines

Taking into account consumanterests in trade policy, balancing issues such as food safety and
animal health with efficient access to imports.

f
f

7. The Growth Commission report (2008)highlights the deep link betweersustained growth

and the world market. It finds that all the thirteercountry cases of sustained high growth over the
postwar period were marked by full exploitation of the knowledge, resources and deep and elastic demand
that the global economy offered.

8. Thus, if Bangladesh were to capture 20 percent of Chirfa current garment exports, its own

total exports would more than double, increasing by US$ 29 billion, and, based on current
parameters, create 5.4 million new jobs and 13.5 million new indirect job3hese would be virtually

enough to absorb all the new entrants intote labor force over the next decadet is certainly doable,

given the strengths that Bangladesh has, but would need sustained implementation of the agenda
highlighted in this report.

1.2  Strong Recordon Growth, Poverty Reduction, and the Current Account

9. Bangladesh has posted eobust and resilient economic performance over the past decade,
accompanied by a sustained decline in povertyReal GDP grew at a healthy rate of around 6 percent
per annum Table 1) over the past decade, accelerating by a pe@entaint compared to the previous
one. GDP growth was remarkablgklewith a low standard deviation of 0.7 percent during this decade
(half of what it was from a decade earliéfhis robust growth was accompanied byréform and steady
decline in povely headcountates between 200@8.9 percentand 201031.5 percent)and a continuous
decline in the number of poor peoplérom nearly 63 million in 2000 to 47 million in 20168espite a
growing population.

10. The Bangladesh Poverty Assessmersthows thatduring 2000-2010, poverty reduction was
closely linked to the growth in labor income and changes in demographics (World Bank 209)3The

most importandriver of poverty reduction was growth in labor incorden increase in the share of the
adult populationn the country (i.e., within each household as well) was also a significant factor, implying
a declining dependency ratio.

11. How did Bangladeshgrow in such a sustained fashioh Economiaggrowth accelerated largely
since the 1990s, because of the accunariatif physical capital, increase in the size of the labor force,
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and to a much smaller extent, an increase in total factor produétivitgerpinning this were several
economic reformssoundmacreeconomic management, targeted trade policy refdhas enabled the
garment sector to thrivand similarlyfocused policieshat facilitated takeoffs in other specific sectors
(e.g.,as frozen foods in European marletsport andfinancial sector liberalization, and investment in
human development and socfalotection Remittances and garment exports were the twin drivers of
growth in the econondy remittances through their effect on consumption and construatonell as
easing the foreign exchange constragmd garmentexports through providing sustaineiitect and
indirect employment for millions of workers in garmeritgput and ancillary suppliers, etélso, the
manufacturing sector has been the largest single contributor to growth in the past two decades. As a
result, the share of manufacturingtotal GDP increased from018 percent inFY80 to 18.9 percent in

FY13. Modest investment rates notwithstanding, capital deepening in both agriculture and industry
played an important role

12. Bangladesh has also proven to be relatively resilietd global economic shockgfigure 1). Its

growth continued to be resilient despite several external shocks that slowed exports, remittances, and
investment growthincluding the end of the Agreement on Textile and Clothing (ANMG005 and the
200809 global financal crisis, thanks largely tstrong fundamentals at the onset of the crisis, relatively
underdeveloped and insulated financial markets as well agmpgdive policy responsélowever,while

slow growth in Europe and the Ushe two main export markethgs dampened@angladests export

growth, exports havaeverthelessecovered andontinue tagrow at a reasonable pace

Figure 1: Resilient Growth Performance

Figure 1.1: Resilient Growth Performance

Severe East Severe cyclone, Post 9/11 MFA Qil and Global Oil price
cyclone Asian 300,000 affected, slowdown phase food recession rise, MENA
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Tropical Severe flooding, Severe flooding, Cyclone Sidr: 3406 deaths, 1.5  Cyclone Aila:
cyclone 68% of country 38% of country mil. homes damaged, 1,778,507 150,131
Casualty 650 affected, 1100 flooded, 36 mil. livestock killed. Major floods: livestock
people, deaths, 26,564 people affected, 831 deaths18% of the country killed, 8854
17,000 cattle livestock killed, 27,970 km of affected, 28,723 km of roads km of roads

16,000 km of roads  roads damaged damaged, 40,700 livestock killed damaged

! For a detailed analysis, see World Bank (July 208Bangladesh: Strategy for Sustained Growtand World
Bank (2012b), Bangladesh: Towards Accelerated, Inclusive and Sustainable &@pplortunities and
Challenges.
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13. The current account and balance of payments havéeen sable, thanks to remittances.
Bangladesh relies heavily on imports for capital goods, oil, intermediates, and even a variety of consumer
goods.Exports are not sufficient to pay for all imports, but the current account has been positive since
FY06, owing to growing remittancesvhich have proved critical to the stability of the balance of
paymentsDespite some concerns in FY11 and F¥bdut oil imports and their impact on thalance of
payments, the external sector lgsand largegproved very tableover the yearsReserves have gnm,

and stood at almost five months of goods and services imports in FY13. Macroeconomic pressures that
had developed on account efhergysubsidies have also eased recently, supported by more restrained
fiscal and monetary policieee IMF 2013 http://mww.imf.org/external/pubs/ft/scr/2013/cr13157.pdf

for details).

1.3  Emerging Issuesin Export Growth and Its Sustainability

14. Bangladestis unique manufacturing performance raises a puzzle Bangladesh appears to
have mastered labimtensive massnanufacturing as displayed irs imany large garment factories; the
high share of manufactures in exports is unique at its income ¥afelthis success has so far not led to
the creation of another large labotensive clusterand garments dominateetlexmrt basketlt raises
some potential issues about the sustainability and volatility of export growth.

15. Although growing over time, the role of trade in the overall economy is still low. Trade

could play a more significant role in promoting faster GDPgrowth and poverty reduction. Imports

as a percent of GDP stand3&.1percent while exports account fa8.2percent in FY2 (table1), which

is significantly lower than Vietharfexports and imports each about 90 percent of GDRailand or

even Indonesi? Higher volumes of trade can increase the efficiencgafesticproduction, and also
contribute to a greater labortensity in the economythus, if the share of trade in GDP is higher (with

the same net exports balance), then, even with constant GDP levels, it could mean an increase in overall
employment in the economy. In addition, trade policy could be used in a more deliberate way ¢te enhan
consumer welfare.

Table 1: Key Macroeconomic Indicators FY0O5-FY13

Indicators FY05 FY06 FYO07 FYO08 FY09 FY10 FY11 FY12 FY13

Output and prices

Real GDP growth (in percent) 6.0 6.6 6.4 6.2 5.7 6.1 6.7 6.2 6.0

Gross investment (percent GDP) 245 24.7 24.5 24.2 24.4 24.4 25.2 26.5 26.8

CPl inflation (average) 6.5 7.2 7.2 9.9 6.7 7.3 8.8 10.6 7.7

External accounts

Exports (US$ million) 8,655 10,526 12,178 14,111 15,565 16,205 22,924 24,288 27,018

Annual % change 13.8 21.6 15.7 15.9 10.3 4.1 415 5.9 11.2

Garments/Total exports (%) 74.2 75.1 75.6 75.8 79.3 77.1 78.1 78.6 79.6

Imports (US$ million) 13,147 14,746 17,157 21,629 22,507 23,738 33,658 35,441 33,575*
Annual % change 20.6 12.2 16.3 26.1 4 5.5 41.8 5.3 -0.4*
Remittances (US$ million) 3,848 4,802 5,979 7,915 9,689 10,987 11,650 12,843 14,456

Annual % change 14.2 24.8 24.5 324 22.4 13.4 6 10.2 12.6

Current account balance (% GDP) -0.9 1.3 14 0.9 2.7 3.7 0.8 15 2.0*
Gross official reserves (US$ million) 3,024 3,484 5,077 6,151 7,471 10,750 10,912 10,325 15,576

In months of GNFS imports 2.6 2.8 3.4 3.4 3.7 5.1 3.9 3.3 4.9

Source:Bangladesh Bureau of Statistics, Bangladesh Bank, Export Promotion Bureau, Ministry of Finance, IMF and World
Bank Staffestimates. * Till FY13 JuhMay

21n 2012, comparable countries had export and import to GDP ratios of 78 and 75 percent (Thailand), 89.8 and 90.2
percent (Vietnam), 31.6 and 29.4 percent (Indonesia).
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16. The positive current account in a low income economy speaks to the lack of investment
opportunities. A low income economy usually draws on foreign savings to supplement domestical
savings to increase the overall rate of investment. Yet, in Bang@d=sde, the current account has been
positive, since FY06 in recent years, indicating tack of sufficient investment opportunitiaad an
inadequate climate for investmeitthis meas that acceleration @Xxportgrowth, which willdemand a
significant increase inverallinvestmentwill require aconcerted policy effort

17. The macroeconomy is table, but institutional weaknesses andeveral vulnerabilities loom
large. Despite recentweakening in the pace of economic acyivind ongoing political tensions,
Bangladesés macroeconomic position has remaintblg with declining inflation supported by prudent
monetary and fiscal policy. Nevertheless, the ongoing political uncertaogsther with frequent general
strikes and associatedolence, hasadded to the longstanding energy and idfresure deficits in
dampeningnvestment, posing a nontrivial threat to sustainingréeentaverage 6 percent growtlet
aloneraising it to 7percent in the near futur®loreover, deep rooted institutional capacity weaknesses
underlie the failure to speed up implementation of top priority infrastructure projects, and are not easily
addressed.Bangladesés near and mediwterm macroeconomic owibk is subject to several
vulnerabilitie® prospets of a resurgence in inflationpossibly arising from expected large wage
increases that are not matched by increases in productvippssibility ofexport slowdown fiscal
expansion due to increased ugent expenditures in response to political presswrageak financial
system that has beéurther exposed by recent stock market volatility and financial scamisemittance
inflows that have become vulnerable with the recent sharp decline in théanuof workers going
abroad.

18. The energy shortage is an overarching constraint affecting virtually all segments of the
economy In 2012, the demand supply gap of electricity was around 5000 Gwh (Ministry of Finance,
2013). Bangladesh ranks last among isafA competitors (only above Nepal) in prevalence of power
outagesPower outages are a key reason why manufacturing productivity in Bangladesh is much lower
than in Vietham andhina. And the use of captive generation to compensate for outages adds to cos
(World Bank 2012b). The sector studies done for this DTIS corroborate this, from sectors as varied as IT
enabled services to shipbuilding. A comparison of World Bahkvestment Climate Aessment (ICA)
between?2002 and 2007 revealed that the valué thee to electrical shortages increased from 2.9 percent

of sales to 12.3 percent (World Bank, 2012b). While access to reliable source of electricity tops the list of
concerns for the region as a whole, the losses that Bangladeshi firms suffer are mechdrigpared to

5.4 percent of sales lost in Pakistan and 5.5 percent in India.

19. The overall low use of labor in the economy is a concermnd increasing laborintensive,
export-oriented manufacturing will need to be part of the solution. Of Bangladests 90 million
working age population, only 51.5 million were employed in 2010, reflectilgva35 percent female
participation in the labor force. Moreover, the labor force will grow faster in coming ye#ins?2.1
million people entering the prime workjrage population annually over the next decdaereasing the
employment rate (utilization of the working age population), and providingffmbihe growing labor
force, will be a major challenggart of the solutiorwill involve a reorientation of theeconomyaway
from its antiexport bias, improvements in trade infrastructure to shorten lead time&gestend of this
sectiorn).

20. Bangladesh will need to focus more attentioon skills development skills are emerging as a

major constraint, even in the garments sector, let alone other, more skiintensive sectorsWhile
educational access has increased significantly over the last decade, particularly at the lower levels of
education and especially for wometsurrently 96 percent of the labor force hass than secondary
education, and twthirds has less than primary educatiéiecordingto theWorld Bank (2013), just a

third of the primary graduates acquire the numeracy and literacy skills they are expected to master by the
time they graduate. Moreoveamong the labor force the percentage of persons having professional
education such as engineering and medicine is very small (onlyp@rt&ntof the labor force has such
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degrees).A World Bank survey of 1000 garment firms in 2011 found that skillsewtte major
disadvantage if firms located outside Dhaldggh rejection rates in a 2010 UNIDO survey also point to

low average skills of garment workers. In sectors such as ITES, shipbuilding and pharmaceuticals, part of
this DTIS, higher skills were in ostant demand (World Bank 2012a, 2012b).

21. The low level of literacy and years of schooling of the labor force make skill acquisition

more difficult. About 46.5 percent of the population of the country remains illiterate, and the average
years of schoolingmong the labor force is 4.8 years in the year 2010. As compared to many other Asian
countries, Bangladesh has a rather low level of literacy. Moreover, the average years of schooling is also
very low compared to countries that are currently competing Béhgladesés garment sector. The

lower time spent in school complicates the process of learning and skill acquisition. In contrast, Sri Lanka
has provided a skills environment that allowed garment firms to quickly move up the value chain.
Bangladeshi firmdchoice is restricted to only primary school graduates and high school dropouts.

22. Labor issues (i.e., wages, workplacsafety, and compliance with labor standards) can
generate major reputational risk for Bangladeslis overall garment exports, and will ned to be
carefully managed.Labor standards and safety issues can affect future exports and Bartgladesall
reputation in the exporting sectd@€oncerns have been heightened recently following a series of fatal
incidents, and the Government has beessgured to take a humber of measures to improve woérkers
safety. International buyers and governments have also reacted strongly to thesebexdNtS e US
suspended GSP trade privileges for Bangladesh over concerns about safety problems aightabor
violations in the garment industry on June 27, 20¥Batever measures the government will implement
under domestic and international pressure, the important issue will be enforcement and commitment to
ensure better and safer practices. Continugarasement in labor conditions in the garment sector, in
coordination with international business and development partners, would be important.

1.4  Enabling Exports and Imports to Play a More Prominent Rolein the Bangladesh
Economy

23. Bangladesh needs tmot just raise the rate of growth of exports, but alsanove beyond the
low-wage paradigm.As noted earlier, growth acceleration will require Bangladesh to become more
exportoriented. Thus far, it has enjoyed strong success in exports, primarily basedskillldaw-wage

based competitiveness in garments, which dominate the export bddeletver, this strategy does not
guarantee continued growth in exports, given the pressures of global competition and the possible
emergence of future competitors with attbe wage/productivity combinationn any case, living
standards of workers can only rise if their real wages goaml to enable sustained real wage increases,
worker productivity, and therefore skills need to improvieo capitalize on developments inusdtional

access, Bangladesh will need to make structural changes in the economy, create more and higher
productivity jobs and improve education and skill developmendeidve maximumbenefit from the
demographic dividend.

24, Thus, the DTIS identifies seveal other sources of competitiveness so that low wage labor is
not the only comparative advantage of Bangladeshlhis report emphasizes the great potential for
Bangladesh to increase its trade competitiveness and investment attractiveness includingonneuiyh
the measures highlighted below
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Box 1: Will the Collapse of Rana Plaza Create a Wave of Faieaching Reforms?

The fallout from the April 24 collapse of thesBrey Rana Plaza multipurpose building in Savar, Dhaka, ha
domestic and internati@l repercussions. The death toll exceeded 1,100, mostly female garment worke
worked in the upper floors of the building in several garment factories supplying about 30 Western

retailers. Early analysis suggests that the building was nhttbuwode; was not fit to sustain the additional wei
of the three highest floors added after the original building was built; and was not suited to carry the w
people and equipment that a garment factory requires or withstand the vibratioedatkup generators that wer
installed in the uppeiioor factories. A few people have been jailed for complicity in this situation, including
building owner and some factory owners (who urged factory workers to return to their work placestardaggatf
cracks were found in the building and a structural engineer pronounced the building to be unfit for use), af
have been suspended, including public officials who authorized the bd#diagstruction.

In the meantime, international clatly retailers which source products in Bangladesh as well as the European
(which has given Bangladesh preferred trader status for garments)esauating their ties to Bangladesh. On J
8, 2013, a mostly European consortium of 70 retailersagupdirel brands has agreed on a legally binding pls
inspect within nine months all Bangladeshi garment factories that supply the companies. Among the few A
companies that have joined the Europdaminated plan are PVH, Abercrombie & Fitch and&dohn. To allow
for inspections, the Western retailers agreed to send in the names and addresses of all the Bangladeshi fa
import from, by July 15. In an unusual move, the list of these factories, expected to total nearly 1,000, will |
public, as will the inspection reports. Companies often resist disclosing the names of their overseas supplie
of competitors stealing thefn

Two days later, seventeen American retailers, which have formed the Alliance for Bangladesh Workeh&Sef
announced their nebinding initiative developed with the help of the Bipartisan Policy Cemntémprove factory
safety in the Bangladeshi garment industhy calls for inspections of 100 percent of alliance member factg
within the first yearcommon safety standards to be developed within the next three months; inspections reg
are transparently shared; and that all alliance factories actively support the democratic election and g
operation of Worker Participation CommittedFC) at each factory. Members of the alliance are providing
funding necessary over the fiyear period currently at $42 million and growirdgo support the specific progran
of the initiative, with some companies offering an additional combinetidbtever $100 million in loans and acce
to capital to assist factory owners they work with in Bangladesh for factory safety improvements.

At least one American companRisney-has decided técut-andrund rather than tdistayandimproved.” If others
follow Disneyss lead, the impact on Bangladéslgarment industry, which accounts for about almost 80 perceg
export earnings, and therefore on its GDP, could be very significant. Under pressure to respond to the Savq
the GoB has pledged to sai garment workeésminimum wages, improve factory safety standards, exf
inspections, and improve worker rights to form unions and bargain collectively. A new Labor Law was pa
Parliament on July 15, 2013; its contents are being reviewed.

Source:Authors

25. Product diversification is adesirablegoal for exports. Even though growth in garment exports

can be sustained in the near future with the right supporting environment, greater product diversification
is adesirablepolicy goal. It can reduce export volatility as well as the risk to aggregate exports of relying
on adingled product line. A diversification goal also anticipates an eventual slowdown in growth of
garment exports, and an increasing contribution fronraetorsit helps to put flesh on the longrm

? http://www.nytimes.com/2013/07/08/business/global/clothierdealfor-inspectingbangladeshifactories.html

* http://www.nytimes.com/2013/06/28/businesstasuspendradeprivilegeswith-bangladestofficials-
say.html?hp&_r=0http://az204679.vo.msecnd.net/media/documents/bangladiéstce press
release_130179348070616796.pdf

® Disneyss decision was actually taken before the Savar building collapse, in response to a fire which killed 262
garment workers in another garment factory in Tazreen in Nov. 2012; Disney also explained that Baadtadesh
ranking in the Worldwide Governancedinators, partly drove this decision.


http://www.nytimes.com/2013/05/31/business/american-retailers-announce-new-effort-for-factory-safety-in-bangladesh.html
http://www.nytimes.com/2013/05/31/business/american-retailers-announce-new-effort-for-factory-safety-in-bangladesh.html
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goal of structural transformation and rising employment in higher wage and higher productivity sectors,
including highesvalue garments (World Bank 2012a).

26. However, such diversification will not be easysince it involves developing capabilities that

revolve around product types The product space literatureegSection2) suggests that Bangladésh
strengths are still centered around the garments and footwear cluster, and that exports of bicycles and
ships, for example, arén the periphery andhot part of a bigger clusteiVhile a number of export
products have emergedndsome, such as jute products and frozen foods, have become quitéharge
dominance of garmentontinuestheir share of total exports roswen further, from 72 percent to 7%

percent between FY05 and FY.1

27. A good number of sector studies were conducted as part of this DTIS, in order to better
illustrate and understand constraints to diversification. These stuigs seek to anchor theetmatic
analyses of the DTIS ithe sector chapterbut are not meant to be exhaustive in coveragaumber of
common themes emerged, which support the thematic analysis on constraints to export and trade
developmentln addition, some sectespecific constraints to exports also came up, and these will be
detailed inSectiord of thisvolume and some highlighted below

28. The agenda laid out in this DTIS is ambitious, given it®bjectives and the linkages of those
objectives with dewelopment goals.To recapitulate, the DTISnalyzes the internal and external
constraints to further integration with the world economy, keeping in view the end goals of job creation
and poverty reduction, as well as enhancement in cifizeeléare. It highlightspolicies as well as gaps

in physical and institutional infrastructure that will consolidate Bangla@desiengths in existing markets

as well as help diversify export products and export markethe same time, it spells out the linkage
between these policies and consumer and worker welfare, which focuses additional attention on import
policies, skillenhancemengnd laborsafety.

29. Prioritization of the agenda is essentialGiven the vast agenda, implementation will require
prioritization and sequencing, keeping in view capacity constraints. There is no exact science of
sequencing, bigome priorities can be identified, based on the diagnostics and international experience.

30. An initial focus on market diversification as well as worker safety isues both in
partnership with the private sector, will provide high payoffs. This follows from the diagnosis that

market diversification with existing products is likely to be the most important source of export growth in
the short to medium term (s&edion 2). Given the recent accidents in garment factories, improved labor
safety and work conditions have become necessary to sustain and accelerate growth in garments and
overall exports.

31. Product diversification may face higher fixed costs andvill require overcoming potential
resistance and policy moves here are likely to be graduaBangladesh has not yet built up a product
cluster other than garments and footwear, with exports of other products being relatively low as well as on
the ¢peripheryin the poduct spaceRigure4 andBox 2). Developing another major cluster like garments

will take more time and involve more investmeni$so, rationalizing trade policy and improving the
environment for foreign investment are critical inputs for prodiiatrsification, and both face potential
resistance from domestic producer intereBtdicy changes here are likely to be gradual to allow time for
adjustment.

32. Other elements of the agenda include building a supportive macroeconomic environment
easing emrgy constraintsand improving worker and consumer welfare and these aremostly part

of ongoing efforts.The continuation of a sound macroeconomic environment is a necessary condition for
sustained export growth. Easing energy constraintcigieal pat of Bangladests overall development
program, and is no less critical for the export agetmdproving skills will enable productivity and wage
increases and hence worker welfak#.of these are part of ongoing priorities in Bangladesh, but would
nevetheless benefit from reiteration and being part of the export agenda ad-iwally, consumer
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welfare is directly affected by import oy including tariff and nortariff measures and this may need
additional effort beyond that aimediredugng the anit-export bias.

33. To implement this agenda, leadershipwill be critical and should be part of immediate
priorities .

34. The DTIS has identified a four-pillar strategy that could contribute to accelerated
development of the export sectqra priority for jobs and growth (seeAction Matrix and Sectiors 2

to 4), enhance worker and consumer welfareand enablesources ofcompetitiveness beyond low
wage labor. Some of these areas, such as the macroeconomic environment, skill develtpememergy
constraint, and creating effective safety nets, are not explored in any depth in the thectati of this

report (Volume 2), being outside the scope of the DTIS. However, some of the key issues/remedies in

these areas are summarized inftilowing sectiors (referring to other pieces of analysis) for the sake of

completeness, and also mentioned in the Action Matrix. Many of them also come up in the sectoral

analysis (Volume 3)Thefollowing could be considered as priority action areas:

Pillar 1: Breaking into New Markets

A. Promoting Economic Integration with Asid&xploiting market diversification opportunities

would involve takingadvantage of Bangladeshlocation in the fastest growing region in the
world, and in between India and Chir@iven geography and potentially lower trading costs, the
possibilities for greater exports to Asia are immeriseonomic relations with India can be
deepened significantly, and Bangladesh can increase its exports to India several fold through
mutual recogition agreements (MRASs) for harmonization of standards, mutual reduction of non
tariff barriers (with an efficient dispute resolution mechanism), harmonization of border clearance
procedures, and signing of the TIR convention by both countries, with awiallowing transit

traffic. China and Japan are major potential markets as well, and FDI from all three countries can
helpbring exports back to the source countries as well as other destinations.

Improving Trade Facilitation.Improving trade logisticswill help reducedelivery lags, and
thereby enabl®angladesh tbecome more competitive, especially in the nearby markets of Asia.

It would also help in the quest tiversify into products with shorter lead timéscluding higher

value garmentsKey actons here include the launching of a National Logistics Strategy,
establishing the rail ICD at Tongi, on the outskirts of Dhaka, development of the Inland Water
Transport sector, improving the efficiency of DhaRaittagong road connectivity, working
closdy with the Government of India to improve the efficiency of common land border posts.
Reducing trade finance costs by leaving title documents open and not assigning them to a local
bank, and making current account transactions like payments for samglesraultants, etc.,
hindrancefree, would also facilitate exports.

Pillar 2: Breaking into New Products

A. Rationalizing Trade Policy to level the Playing Figlj.Rationalizing trade taxation and moving

towards eliminating the anéixport bias as seeffigr example, in high and varying rates of
effective protectionwill meanthat it is not just garments that enjoy a more neutral tariff regime.
The critical actions here include reducing overall tariff protection, and simplifying the import tax
regime suchthat crosssector tariff distortions are reduced and par#fs are eliminated or
applied equally on domestic production. Such goals can be achieved wigidog revenue
generation(ii) Ensuring efficient imports for exportgll progressively makéhe private sect@s
production and export decisions less dependent on domestic availability of inputs. In practice,
given the poor functioning of duty drawback, the best answer seems to lie in ensuring well



10

BangladesBiagnosti€rade Integration Stidylume 1: Main Report

functioning bonded warehouse schemes thatlafacto available to all sectors and firms. Such
schemes have been critical to explain the initial success of SouthdKergaorts Reviewing
mandatory standards to ensure a smooth flow of imports would also be useful.

Improving the Environment for Domistand Foreign Investmenhttracting much largerFDI

flows would helpupgrade technolfy and improve market linkages, and improve upon an area
whereBangladesthas had only narrow succe3s accomplish this, Bangladesh needs to better
allocate serviceablland for business use, including through the 2010 EPZ Act; moiacpvely
welcome FDI and promote it through high level missions to potential FDI sources such as Japan,
India and Chinareduce discretionary practicescrease transparenand enforcestandardsnore

strictly so that foreign firms that enforce strict compliance and standards are not penalized.
Enforcing standards would also help bridge the gap between the domestic and foreign markets.
Many of these measures as well as those relatirgnéogy, skills,logistics and trade policy,

would also improve the environment for both domestic and foreign investment.

Pillar 3: Improving Worker and Consumer Welfare

A.

Improving Skillsand Literacy Improving skills and literacy will allow currergroducts such as
garments to become more competitive, enable a move to higher quality products, and allow
productivity and wage increases. It wilquire an articulation of a comprehensive vision for skill
development; reskilling the current labor forbeough greater access to Almmmal training and
skill-building; and improving the quality of foundational education.

Implementing Labor and Work Safety Guidelindmimizing the chances of further tragedies in

the garment/export sectors in Bangladesk bacome a preondition for sustained export
growth. This will require strong and credible Government action and a partnership with the
private sector, both domestic and international. Seriousness of intent on the part of the
Governmentwill play a critical role in convincing the EU and USA, the major players in-post
Rana Plaza events.

Making Safety Nets more effective in dealing with Trade Sh8tking preparation of a safety
net strategy that recognizes possible winners and loséradi@ liberaliation could help reduce
opposition to a neutral trade polickpart from cash transfers, a key part of this strategy would
focus on training and #aining, and hence be linked to the skills agenda.

Pillar 4: Building a Supportive Environment

A.

Sustainilg sound Macroeconomic Fundament&sntinuing its record of sound macroeconomic
management will help Bangladesh keep inflation at bay, and help price competitiveness.
Implementing the ongoing IMF program will help anchor the macroeconomic framework.

Easing the Energy constrairResolving energy constraints will help all segments of the economy
and provide a major boost to investmelitwould be critical for Bangladesh to implement
sustainable solutions that are able to provide unsubsidized powemattitive pricesCritical
actions involve both the public and private sector, includingreiagng generation capacity in
low cost base load power plants; coissioning of the large gd#ed/dual fuel combined cycle
power plants awarded to the privasector convesion of BPDBG& simple cycle plants to
combined cycle plantscceleraing moves to import power from Bhutan, Nepal, Myanmar and
from Indias North Eastern stateBhese would help focus attention away fromasures taken by
Governmento far, thathave focused on shorterm solutions, which raise costs and subsidies
and add to fiscal vulnerabilities.
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C. Building Institutions for Trade Policy Coherence and Implementatimplementing the muki
sector competitiveness agenda outlined aboveredgjliire strong leadership, such as through an
empowered inteministerial body housed in the Prime MiniggeOffice and is a top priority
This body can also take on the more gradual process of institution building to ehatre
institutionsare workingcoherently and in a coordinated manner towards the objective of trade
competitivenesslmportant steps here include NBR and MOC jointly formulating tariff policy,
with due consultation; strengthening thehimuse economic capacity of the MOC, and linking
MOCGs policymaking and trade negotiation roles more strategically with #tsinks;making the
EPB more effective by augmenting its-fouse capacity, enabling greater private sector
participation and targeting market diversification in key markets ssictapan, China and India
allowing private sector providers to provide quality services in areas under government
regulation

SectorSpecificlssues:

35. Detailed studies of a number of growing export sectors confirmed the crossitting findings
highlighted above, and added other, sectespecific issuesln shipbuilding, enforcement of standards

for domestic ships would help bring domestic and export market segments closer, and help exporting
yards to achieve better scale economiMsre credible enforcemerdf standards in pharmaceuticals
would help peopl& health and also reduce the disincentives of firms including foreign firms that practice
selfenforcement.Training to relieve skill shortagesvas a critical need in many sectors, including
shipbuilding, hformation technology enabled services, and bicy¢&d.could play a much bigger role

in many sectors, especially those with technology upgradation needs, such as pharmaceuticals, bicycles,
and shipbuildinglmprovements in access to finance and easBaofgladesh Banknonitored current
account transactions would relieve constraints across all se&ttisional submarine cables would help
reliability of internet services for the ITES sectbhe energy constraint was ubiquitous, almost taken as a
givenin all sector discussions

15 Conclusiorns

36. To achieve its development objectives, Bangladesh will needumdamental policy shift that
is geared towards international competitiveness and is neutral between the interests of the domestic
producer, exporter, and consumer.

37. A virtuous circle of export-led growth can be put in place which would lead to more
effective integration with the world economy Better logistics and linkages with neighbossmore
neutral trade policy that corrects the amtport bias,ensuring troubldree imports for exportsa
hosptableFDI regime,and a cohesive policy establishment geared to competitiverlesg,with a focus
on improvingthe quality ofprimary and secondary education and indusgogcific skills, will enable
sustained labeintensive export growth, and allow effective participation of people in that growth.

38. With the implementation of the four pillar agenda, Bangladesh would havenultiple sources
of strength. Implementing the four pillar agendaill help improve overall competitiveness of the
economy and provide sources of strength other than low wages.

39. The ultimate goalof export-led growth would be poverty reduction and enhanced welfare of
Bangladestis citizens. Rapidly growingexportsand the millions of neyobs accompanying therajong

with skill-upgradationwill help increase productivity and wages, whimver the long term is the only
sustainablavay to improve living standardémproving labor standards and worker safety is also part of
this agenda, andn the wake of recent tragic incidents in the garment sector, has become a part of the
preconditions for garment exporfRationalization of trade policy thdtalancesconsumer and producer
interests will contributeignificantly to citizen welfareFor example, Bowing a due role for trade and

FDI in drug supply will enhance choice and quality of medicines and enable a more effective health
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strategy.To complement this, the qualigystemwould need to be improved atige list of mandatory
standardsreviewed, to determine whether they meet legitimate regulatory objectives and can be
effectively enforcedThe objective is to ensure thatports flow smoothly while respectirige legitimate
needs for impdrregulation, like food safety.

40. Openness bringsopportunities, but also vulnerability to global shocks and appropriate

safety nets should be an important part of the globalization proces&lobalization allows countries to

benefit from the knowledge and technologies that have been developed anywtherevorld, whether
embodied in machinery, intermediates, FDI or people. At the same time it greatly increases the need for
governments to ensure that citizens are able to benefit from these opportunities: workers must be able to
acquire the needed skilldirms need to be able taccess credit to riance profable investment
opportunities; and farmers need to be connected to maR@t® @nd Hoekman, 20L0Greater openness

also increases the vulnerability of countries to global shawkis potentiallymajor adverse consequences

for the poorest households that do not have the savings needed to survive a period of unemployment or
sharp falls in the prices of their outputs (and thus incomes) resulting from global competition. Therefore,

it is important tlat countries have in place mechanisms to assist those adversely affected by trade shocks.
These mechanisms should be targeted towards those households that are most vulnerable and have to
manage shocks. Governments should more systematically assese&, possible tradeelated, poverty
distributional outcomes of policy changes. This will help dedigtter complementary or transitional

policies as well as compensation mechanisms and targeted programs to ensure that firms and workers can
benefit from thenew opportunities generated by trade openness. Policies and actions to achieve these
objectives require actions by labor and finance ministries and are not necessarily part of the mandate of
trade ministries.

41. Bangladesh is well placed to take on some istrongest development challengeandbegin a
discourse to move beyond walgased competitiveneslts track record on growth and employment is
strong.To grow faster and absorb more labor, and continue its pace of poverty reduction, it will need to
build on that record and improve upon Tihe good news is that a number of reformsrafatively low
hanging fruits, may be implemented in the short to medium term, and can bring laxféspay

42. The example of Vietham shows that accelerated, expeoriented dewlopment is possible,
even in the context of the current global environmentViethnam moved from being one of the poorest
countries in the world to a lower middle income one in the space of 25 year§Dtitimdtrade playing

a dominant role in theconomy: exports and imports each form 90 percent of GDP, and, with 88 million
people compared to Bangladési50 million, it exports four times as much as Bangladesh today.

43. Bangladesh will need strong leadership to support its muk$ector competitiveness agenda

In many cases, it will require taking on strong domestic intetest may not welcome competition,
either through imports or FDI. In other cases, it would require cohesion and coordination between
different ministries/departmentsuch as the National Bureau of Revenue, the Ministries of Commerce,
Finance, and Industry, the Roads Division, and sdfdhe Sixth Plan and Vision 2021 goals are to be
achieved, this leadership has to be exercised.



Section 2Bangladests ExportPerformance

44, Bangladestis exports have performed impressivelybased on thegrowth of its garment

sector. This sectiondiscusses the different dimensions of export growth in Bangladesh, including product
and market corentration.It thenaddresses the e¥biced concern that Bangladesh is too heavily reliant
on garmentsdrawing on international experiences to understand the prospects for continued export
growth in garments, and the potential for product and market diversification.

45, Future export growth will likely rely first on market penetration with existing products.
Garmentscan continue to grow with the right supporting environment, not only in the current lower
quality segment, but can also move up in the quality space, which will provide further room within the
sector.In terms of product diversification, the product sphmFature suggests th&angladesh has not
developedanother large cluster apart from garments and footvidas. would make the move to other
clusters, such as light engineering, more difficult, but a cohesive set of supportive government policies
could provide impetus to that shifServices such as information technology enabled services can also
grow and lead to skilled job creation. To diversify markets, Bangladesh enjoys some natural advantages,
such as location between some of the fastest growimigoedes in the world, anithis advantage can be
exploited much more practively. More details on trade outcomes and performance can be found in
Chapter 1 of Volume 2 in this DTIS.

2.1  Characteristics of Export Growth

46. Bangladestis export growth, especidy in manufactured products, has been impressive so

far. While still a Least Developed Country (LD@angladeshs unique in thaunusually high share of
manufactured exports in its export basket relative to its income level, which illustrates its stiangth
mass manufacturing and labor availabilis measured by the ratio of exports plus imports to GDP,
trade @enness in Bangladegticreased from 16 percent on average in the 80s to over 40 percent in the
2000s Its exports grew on average bg.6percent during FY&13. Its world market share doubled from
0.08percentin 1995 to 0.16ercentin 2011.During 200510, Bangladesh gained world market share in
most of its top 25 export products. Exports remained strong during the0200@sis, owingto the so
callediiWalmart Effecto driven by lowvalue garment exports.

47. Concentration of both export markets and products is very high Bangladests exports are
heavily concentrated at the sector and even the product level, where five ;?raaiuot.mt fo over 50
percentof sales in the U.S. and E.U. markéftacenty one out of the top 25 products are clothing articles.
In general, product concentration is Bangladesh in much higher than in comp&emalesly, in terms

of markets, the EU and US togettagrcount for about twithirds of thecountryés total exports. Exports
have been boosted by ditge access to the European Union, Canada, Australia, Japan, Norway, and
China. The US. does not provide dutfree access for key Bangladesh exports, and arfisw goods
qualify under the U.S. Generalized System of Preferefticese privileges were suspended in June 2013,
see Section1). Before the suspensionly 0.6 percentof the countrgs goods expted to theU.S.
gualified underthe GSP, so thatnport duties on Bangladesh exports to the United States aeuttont
US$ 732 million in 2012 (USITC Trade Databaseéit present, 9¢ercentof Bangladess exports to the

® The products are (i¥Ehirt, singlets and other vests, HS code 6109, (ii) Jerseys, pullovers, cardigans, etc., HS code
6110, (iii) Merts suits, jackets, trousers and shorts, HS code 6203, (iv) visrewits, jacketskirts and shorts, HS
code 6204, and (v) Mém shirt, HS code 6205

13
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United States consist of readymade garments and textile products, which arebyaeghil groups such
as Walmart, Gap, and Target

48. Bangladeslis transactions data shows that existing products have not exploited new
markets sufficiently. Bangladeshs an outlier in the lack axport growthof existing (old) products in
newmarkets, whrelndia had 45 percent growth, and Sri Lanka had 39 pertailie@); but Bangladesh
only had 12 percent.

Table 2: Comparative Decomposition of Export Growth, Percent (1992008)

Margin Components of export growth Bangladesh India  Pakistan Sri Lanka
Intensive Increase of old products in old markets 94.6 60.7 72.2 99.0
Margin Decrease of old products in old market T7.3 i4. 117.1135. 8
Extinction of exports of existing
products to existing markets 1T2.5 i2. 17T8.3 19.9
Extensive  Increase of neyroducts in new market: 0.1 0.3 4.6 0.2
Margin Increase of new products in old market 2.8 0.7 3.7 7.4
Increase of old products in new market 12.3 45.0 44.8 39.1

Source:World Bank using National Board of Revenue transactions data.

2.2 Growth in Garments, and Product and Market Diversification : The Evidence

49, Future strong growth will first be able to build upon the success in readyade garment.

The garment sector in Bangladesh has abai@05running factories, employs abetimillion workers’

with indirect employment estimated at around 10 million. Among developing countries, Bangladesh is the
seconebiggest exporter of clothing after mainland Chifiae garment sectomostly knit and woven
garments,generates 8@ercentof export revenues, with exports concentrated in basic garments, and
growth being mostly volumdriven. Bangladesh is also relatively diversified at the product level
compared to other LDCs, where many countries are soaytenodity exporters.

50. There is much evidence to demonstrate that Bangladeéh garment exports can continue to

grow. There is a body of literature that indicates that long periods of export growth in developing
countries can be attributed to consolidation and growth of existing prod@ihetgarmentindustry gew at

an annual average rate 8.9 percent sincehe MFA was abolishedn 2005 This period includes the
opening up of world garments trade to full competition, as well as the global economic crisis that started
in 2008 There is mre room to growJapan is now actively seeking to diversify its garments import base
away from a focus on China f&hina plusd Chinese investors themselves are seeking to source from
Bangladesh, given rising wages in Chi@aowing diversification awajrom garments of large countries

like India and China gives Bangladesh an opportunity to not only increase world market share in
garments, bualsoto find markets in these countriesnd despite recent increases, wages in Bangladesh
remain very competite

51. Evidence from other countries indicates that Bangla@eshrrent level of per capita income
should allow continued dynamism in garments exports for the foreseeable Figure2 shows that real
per capita exports of garments in Thailagrdw till it reached a per capita GDP of about US82 (in
constant 2000 U§. The samethresholdwas reached in the Philippines at abo®$1,000, and in Sri
Lanka at aboutS$1,150. By this reasoning, Bangladegshgarments sector should be able to continue to
grow and capturgvorld market shard-igure 2 indicates the steep trajectory of Bangladesuccess in

"BGMEA website http://www.bgmea.com.bd/home/pages/aboutus
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garment8 its percapita GDP of US$482 (in constant 2000 US&Jl below the apparent threshold,
could allow this trajectory to be sustained (provided investment conditions improve to enable even
larger volumes of production].he composition of exports also shows that before reaching the threshold
where per capita garment exports start to decline, a cdsiriiagket has a relatively diversified mifk o
basicandhighervalue garmentsThis is because the increasing upward pressure on wages and benefits
erodes competitiveness in basic garments.

Figure 2: Per Capita Income and Per Capita Garment Exports of Selected Countriegconstant 2000
US$)
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52. The external environment is not a major issue in the growth of garments or of exports in

general The global economic crisis, if anythingpoosted Banglade&h garment sector, as buyers
worldwide switched to less expensive gartsdrthe soecalled fiwal-Mart effecto In addition, the
ongoingrise in Chinese wages and curreri@s made Bangladesh a favorable investment destination
The other oficited constraintselateto trade barriers such as tariffs in the US. Another issue is the
relative preferences given to some African countiié® African Growth and Opportunity Act (AGOA)
allow duty and quotdree access of a number of goods including garments from African countries to the
U.S. market since 2000. However, Bangladesh isjarmpéayer in garments and these preferences do not
seem to affect its ability to compete worldwidehis is evidenced by the continuous growth of the
garments sector and the fact that many garment firms report an inability to service all the ordeey that t
receive on account of power, logistics, and skill constraints
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53. Capturing20 percent of Chin& garment export markets would more than double Banglédesh
total exports, but this will not happen automaticallrere isa lot of room for thegarmentsedor in
Bangladesh to grow and capture an increasing share of the world nigakgtadesés share ofworld
garments traddasrisen graduallyto 5 percent.Vietham has been catching up and is ndase to
Bangladesh, with a market share of almogbescent If Bangladeshcan addressthe key constraints
hindering exports, it could take some of the market being gradually vacated by China: 20 percent of
Chinas garment exports would than double Bangladesttal exports and absorb almost all the new
entrants into the labor force over the next decade.

54. Bangladesh has been the worfid second largest exporter of garments since 2009, followed
by Vietnam, which has closely tracked Bangladegh rapid rise (figur e 3).

Figure 3: World Market Share in Clothing, Bangladesh and Comparators19882012
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55. If Bangladesh fails to act sooner, othercompetitors could march ahead andtake the
markets China is vacating.China is currently either vacating some price competitive product segments
or investing abroad in more competitive locations, offering great opportunities for Bangladesh.
Banglalesh could potentially become an importgsiayer in manufacturing based on a strong
comparative advantage limbor intensive industriesvith wages half those in India and less than one third

of those in China or Indonesidhis comparative advantage, matched with a large population, has
translaté into very strong price competitiveness in the garment sectop@ssiblycould, with the right
policies, translate into competitive positions in other manufacturing industries. Unskilled wage rates vary
between US$50 and US$100garments about half the going wage in EPZs in siBaharan Africa

and even less of average garment wages ine&ShiBPZs. Bangladegh competitors are becoming
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expensive too. Chinese wages are rising above US#8B@er month du# rising income and skills,
serious shortagp of labor in the Chinese coastal areas, and adoption of labor reglations

56. There appears to be diversification potential in different goods, but despite starts, Bangladesh has
not yet achieved scale in products other than garménésproduct spacetdirature (se8ox 2 andFigure

5) suggests that Bangladéststrengths are still centered around the garments and footwear cluster, and
that exports of bicycles and ships, for example, are in the periphery. While a number of export products
have emergedna some, such as jute products and frozen foods, have become quite large, the dominance
of garments continues, with their share of total exports going up further, fr@mpétéent to 7% percent
between FY05 and FY3L Moreover, even a largaborintensive cluster has not yet emerged: jute goods
were 3 percent, and leather 1.4 percent, of total exports i3.FFfdwever, because footwear is in the
dominant cluster, the product space literature would suggest that it could grow.

57. Bangladeshcould alsodiversify into services leading to skilled job creation.Bangladesh has
untapped potential for diversifying into services expdeisen the large and growing size of the global
information technology enabled serviceshusiness process outsourciifES-BPO) market, even a

small share for Bangladesh could result in significant benefits in terms of generating employment, raising
incomes and diversifying export$his sector is thriving in neighboring India and Sri Lanka, but is
limited in Bangladesh

58. International experience shows that export diversification comes naturally along the
process of economic developmenthe product space literature provides one way to judge thearear
possibilities of divesification. However, to the extent that Gowenents are practive in providing a
supporting environment, they can speed the process dlbiggDTIS is an attempt in that direction, and
provides a menu of policy options that Bangladesh can use to accelerate and, in time, diversify its exports.

59. Market diversification is likely to presentthe mostimportant source of trade expansionin

the short and medium term Bangladesh is fortunately placed, between the ®iflastest growing and
potentially largest economies, which are now changing from competio markets for Bangladeshi
exports.Currently, he sharsof China, India, and ASEAM its exportsareonly 0.8 percent, 1.9 percent,

and 1.5 percentespectivelyBangladesh @eds to make the most of the growth of the Asian giamts.
doing so, itwill be helped by the fact that it costs less time and money to export to Asian markets than to
the US and EU.

60. Futureexportgrowth will likely rely first on capturing new markeésd increasing market share

in existing marketswith existing productsBangladesfs exports have grown strongly and doubled their
world market share between 1995 and2@ilwing to the success in garments, catering largely to the EU
and USA. Garments can continue to grow, in existing and newer maxeter products will emegy

more slowly. Thus, more rapid export growth will initially rely on capturing higher market shares in
Bangladesfs existing strengths, i.e., basic garmebisth in current markets, and penetrating newer and
dynamic markets such as Japan, China, ASEANIadlid. In addition, many firms are starting to produce
higher value garments, and this will expand the target market for Bangladesh. Other products are
emerging, such as jute goods, footwear, sea food, information technology enabled services (ITES), etc.,
and some of these may over time become part of a larger product cluster.

8 According to Institute of Global Labour and Human Rights, Bangladesh garment wages are the lowest, at only
21cents per hour. Vigas of other competing countries are Vietham (52 cents/hour), Cambodia(24 cents/hour), India
(55-68 cents/hour), Pakistan (37 cents/hour), Sri Lanka (46 cents/hour) and Thailand (56 cents per hour).
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Box 2: Product-Related Capabilitiesand Discoveryof New Products

Structural transformations are not smooth movements along a continuum, but a messy process beset
market failur es.Hausmann and Klinger (2007) argue that every product requires capabilities that are spec
from labor training and physical assets to regulatory requirements, property rights, and infrastructure. H
mangoes requires different capabégi (such as a decent sanitary and phytosanitary regime) from proq
synthetic apparel, but the capabilities for producing mangoes are likely to be similar to exportiagpleegehe
ease with which an economy can move to producing new exports depentiat its installed capability looks likg
The hypothesis is that countries that build up competence in producing a certain good can redeploy the
physical, and institutional capital more easily if they seek to produce goods th@rareto those that they arg
currently producing. Location of firms in the denser parts of the foresfisme 1.1) creates more opportunities f
diversification and technological upgrading, because market failures are less binding when firms have

smalleradjustments to move to produce nearby goods that require similar capacities. The central part of the
a large number of products that are clustered together, particularly related to industries such as c
machinery, and metals. Peripherabgucts (on the outside) include petroleum, agriculture, cereals, and

intensive products. Whether a coutiirexports, in which it has comparative advantage, are located in the

part of the product space or in the periphery, can predict the vdttsewhich that country transforms itse
economically.

Bangladesh has reinforced its revealed comparative advantage in garments, located at the periphery of
forest. Figure 4 shows the product space for Bangladesh in 1990 and 2010, indicating ties secwhich
Bangladesh has acquired or lost revealed comparative advantageg(R\(EA)time (outlined and colored dqg
indicate exports with a RCA higher than 1), and provides a glimpse of the pace of structural transformatig
economy. Banglade&hproduct space of 1990 is relatively similar to its 2010 one, with not much movement
the product space (e.g., from garments to machinery or electronics, which are more knowledge in
Bangladesh did increase the number of products (defingtlr&t 4 digits) with RCA higher than 1 from 47 in 19
to 65 in 2010, mostly garment and textile products. The location of garment at the periphery of the prody
indicates that moving to another sector would require different capabilities than ubedefor garments
Interestingly, the two products with the highest RCA are processed raw jutes and jute woven fabric. The
space for Vietnam reveals how Vietnam has caught up with and even passed Bangladesh over the sa
Starting with aroud the same level of exports as Bangladesh in 1990, Vietnam exported four times mo
Bangladesh in 2010. It expanded its garment exports but also built capabilities in new products such as ele
furniture, electronics, and machinery. Sri Lankaother garment exporter in the region, was able to mainta
competitiveness in garment and strengthen its global competitiveness in chemicals and medical instrumen
as foodstuffsfigure 1). Malaysia was able to diversify away fragarments over the same period, and improve
competitiveness in electronics, and chemicals and medical instruments, and machinery, a denser area of th

° The concept of RCA can be defined very simply: Balés&E965) measure of relative export performance by
country and industry, defined as a couédrghare of world exports of a good divided by its share of total world
exports. The index for countiygoodj is RCA; = 100(X; /X)/(Xit /Xw) WhereXy, is exports by countrya (w=world)
of goodb (t=total for all goods). An RCA index above 1.0 indicates that a coisnshare of exports in a sector
exceeds the global export share of the same product.
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Figure 4: What Bangladesh, Sri Lanka, and ViethamExport: Product Space 1990 and 2010
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Section 3A Four-Pillar Strategy
to Spur Faster, Expoehed Growth

61. Towards a Trade Competitiveness Centered f@wth strategy: The distinguishing feature of
countries that have proved successful globalizers such as Singapore, Taiwan, or Korea is that their
governments put in place consistent ldegn strategies cested around export competitiveness and
encompassing all issues relevant to productivity gréwdtedit, infrastructure, energy, facilitation,
education, and the business/regulatory environnagrat fromsound macroeconomic environments and
competitive exhange rates. Bangladesh currently has been able to translate its 6F&Pvision of
exportorientation into implementation of@heremand coordinated trade competitiveness strategy

62. Overall constraints: Infrastructure issues continue tme the mostbinding constraints on
investment.Bangladesh ranks last among its Asian competitorterims of highprevalenceof power
outages. Currently76 percentof the countr@s power plants use natural gas as the primary energy.
Inadequate electricity supply israajor problem even in cases where the private sector has installed
captive gashased generators; unreliability of gas based supply to run these pose a major cliRilwege.
outage area keyreasorfor manufacturing productivity in Bangladebhingmuchlowerthan inVietham

and China.Transportation havecomeanother critical constrainfThe DTIS did notinvestigate the
important constrainbf power shortagein Bangladesh, as this is already a vkelbwn and much
analyzed themdnstead, ifocused ortrade logistics as the infrastructure issue to focug\erelaborated

in thissection some persistent bottleneckkearly need to bargentlyaddressetb expand exports

63. The remainder of thisectionwill discuss the main challenges and discuss selected priority
actions.It providesa four-pillar strategythatincludesprospects openetraing new marketsespecially in

the South Asia and Asia more broadiyde facilitation measusereduction and eantual émination of
distortions in the trade regima more preactive FDI policy;and stronger institutional capacitywill be
followed, in Section4, by a illustrative discussion osome sector specific measutesenhance trade
potential, based odetailed studies afevenkey industries/sectorgs explained inSectionl, the DTIS

did not investigate solutions relating to the skills constraint, dealing with trade shocks, or sustaining
sound macroeconomic fundamentals, these being the subjeagamhgranalysis and/or programs in the
World Bank and the IMF, as well as other development partid¢osetheless, for the sake of
completeness and for providing a marker, the discussion below summarizes key concerns relating to these
themes, including thenergy constraint.

3.1  Pillar 1: Breaking into New Markets

A Promoting Economic Integration with Asia

64. Bangladestis exports have not benefited from access to new and growing markets.
Bangladesés export market concentration largely reflects pheferential access its garment sector has
been benefitting from in the EU markeind strong demand from the US marketwill continue to
benefit from this preferential access following the EU adoption of new Rules of Origin for its Generalized
System 6 Preferences (GS@)scheme which has become effective from January 1, 28aWever,

©The GSP is #rade arrangement that gives preferentiafftaeatment (reduced or zero) to the imports from
developing countries.

20
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Bangladesh has not been able to sufficiently penetrate new and growing markets like India gmbChina
use its proximity to the broader Asian region, increasingly tédd@ economic center of gravity

65. Major gains would derive from integration with East Asia Bangladeshmerchandisexports

would be 52 percent higher and the country could gain around US$1.8 billion from broader Sduth Asia
East Asia integration. Expogrowth to East Asia hasignificantly greatempotential. Arecent formal
analysis using compable general equilibrium (CGE) modeling confirms that broader Southi Esist

Asia integration that includes all members of South Asia would provide large garpdrts and trade,

and overall welfare, for Bangladesh (Francois, Rana, and Wigharaja 2008ct, suchanalyses
considerably understate growth impacts, because the models incorporate limited dynamic effects from
crossborder investment flows in supgiaf trade.This type ofcrossborder investmentould be a much

bigger factor for Bangladeshndsuch opening to investment could raise econanae productivity and

scale economies of domestic firms and industries

66. Bangladesh has significant import corplementarities with key members of the Association of
Southeast Asian Nations (ASEAN), China, and India. They are comparable to Eastern European
countrie® complementarities with developed EU members (Germany, France, and the United Kingdom)
prior to joining EU! Bangladesh maintains the highest levels of import complementarity with Indonesia,
India, Malaysia, Thailand, Singapore, and China, owing to the dégree of sourcing of textiles for the
RMG sector. Although prospects fioicreasingexisting exports to East Asia may be weak on the basis of
export complementarity, dynamic, medigerm impacts may give rise to new export industries, such as
the exporbf processed foods that are currently domestically oriented.

67. Bangladesh has the potential to increase trade with South Asia, particularly IndiaUnder
SAFTA, Bangladesh and other LDCs have now secured-foeay quotafree access to Indialhis
scenario cold increase Banglade&@hexports to India by 134 percent; if Bangladesh also offers free trade
status to India (in effect an FTA), its exports to India could rise by 182 pesgiroe inputs used in
exports will become cheapdfowever, estimated gainsofn trade facilitation between Bangladesh and
India are much bigger than the gains from trade liberalization. Due to the size and proximity of the
countries, a Bangladeiindia FTA plus improved connectivitycan raise Banglade@&hexports to India

by abou 297 percen{for details, see DeRaihan and Kathuria 2012)mprovements in connectivity
provide the largest payoff in merchandise trade, and the spillovers could facilitate trade with third
countries.Note that these are static estimates, and hencbecannsidered as lower bounds of potential
gains.Dynamic gains can bmuch larger and can lrealizedby encouraging new trade in goods and
servicesgspeciallythrough FDI in goods, infrastructure services, and other services.

68. In this context, the expeience of the Indiai Sri Lanka FTA is salutary. It shows that, beyond

the exchange of preferences, the agreement providdub@st of confidenaeto the private sector,
resulting in substantial new investments by India in Sri Lé&karvice sectord\so, the liberalization of

air travel between the two countries resulted in a major growth in Indian tourism in Sri Lanka. Bilateral
trade has also increased fivefold since the FTA became effective in 2001.

" The trade complementarity index (TCI) can provide useful information on prospects for intraregional trade. It
shows how well the structures of a couddrimports and exports match. Furthermore, countries considering the
formation of a regional trade agreement can examine the TCI values of others that have formed or tried to form
similar arrangements. The TCI between countiand] is defined as:

Wherexij is the share of goaidn global exports of countriyandmikis the share of gooidn all imports of country

k. The index is zero when no goods are exported by one country or imported by the other and 100 when the export
and import shares exactly match.

1270 capture the improvement in connectivity, a 25 percent drop in the bilateratusidmargin between

Bangladesh and India is simulated.
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69. Stronger and deeper regional cooperation would benefithe poor disproportionately.

Lagging border regions of Bangladesh, among the poorest in South Asia, need to be part of the new
market expansion to help reduce poverty. In Bangladesh, the border districts tend to have lower than
average per capita incomigigher than average poverty, and poorer human development. Regions that
share a border with India are not well connected to the national economy and lack the market linkages and
infrastructure to formalize trade. Alternative bilateral and regional mechaniscluding croseorder

bazaars and related facilities, can operate in parallel with FTAs to extend local market opportunities.
Crossborder tradé defined as the flow of goods and services up to 30 kilometers across international
land borderd is important to the prosperity of border communities.

70. Major constraints lie in the policy choices of the countries such as differences in axle load limits
between Bangladesh and India, with which it shares the longest Wtabkr3). Axle load limits in
Bangladeshare consistently lower than those in India, for the same class of trucks. This could be a
reflection of weaker pavements in Bangladesh; or it could reflect a regulatory legacy where the limits
have not kept pace with recent trends in trucking technologfact, the differences in axle load limits

are cited as one reason for denying India transit rights across Bangladeshi t@irmiay beonly one
reason, and possibhot the main reason, for denying such transit rights. Various other political, social,
and economic considerations are also pertin@dftiole industries and a large number of peoate
already engaged in transloading of cargo at the borders. These ktakehlwould be affected by a
change in policy, regardless of the economic inefficiencies involved in the status quo.

Table 3: Gross Vehicle Weight Limits in Bangladesh and India (in tonnes)

Vehicle type Bangladesh India
3 axle (1 front, 2 back) 22 25
4 axle (steering + 3 axles) 25 31
5 axle (3 prime mover, 3 trailer) 38 44
6 axle (3 prime mover, 3 trailer) 41 44
7 axle (3 prime mover, 4 axle) 44 o}

Source:World Bank staff estimates, data from various sources
Note:a. Nominal weights are 45.4 atd.2tonnes but 6-axle vehicles areestricted to 44onnes.
d = Not available.

71. Trade disputes are also particularly frequent between Bangladesh and Indialhe private

sector frequently complains that nontariff barriers (NTBs) on the Indian side seveaeiper
Bangladeshi export opportunities. Bangladeshi media frequently report on such NTBs, in particular
concerns over the complicated technical regulations and standards when exporting processed food to
India. Similarly, the Indian side has also recatdés complaints against Bangladeshi NTBgorking

level discussions to reduce tradsstricting NTBs and an effective dispute resolution mechanism would
help to chip away at the barriers.

72. Problems are most commonly found at the major land customs statiensuch as Petrapole
Benapole and AkhauraArgatala, the largest ports between mainland India and Bangladesh and
Bangladesh and NE India respectively. Access roads to land border crossing points are often narrow with
not enough space for vehicles to be pdrke the road sidélhis creates congestion and delays which
result in high truck demurrage charges to Bangladesh exporters. Moreover, there are differences in border
opening hours on the Bangladesh and India sides as the early closure at 5 pm reduagadbevork

day to 67 hours. In addition, there are differences in holidays each week, further reducing the
commercial work week to onfpur days.
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Exploiting Regional Opportunitiedo Enhance Exports

73. Due to the shape of borders in the region, Bangladesid serve as a transit country for trade
between mainland India and Indian northeastern states, and also for Nepal and Bhutan. Currently,
movement of vehicles is not possible across Bangléslésiiders, whether for transit or for goods bound

for Banglalesh. Goods therefore have to be offloaded at the border and transferred to vehicles from the
other country. This practice is inefficient. The same applies also to railways where locomotives have to be
changed. Recently, however, the governments of IntlaBangladesh have been discussing how Indian
traffic can cross from the mainland to the northeast states across Bangladesh. The isteriti@mily to

allow traffic betweenVest Bengal and the landlocked Indian states in the northeast. Such tramdit wou
halve travel distance to about 500 kilometers.

74. The adoption by the governmentsinflia and Bangladesh of a trade transit agreerhastthe
potential to transform the trade facilitation environment in South A$iaimmediateproblem is a very

specific one that requires a practical transit solutfeat wouldallow Indiads cargos crossing frotits

mainland tats North-Easernstates across Bangladesh a few identified road corridors with significant

traffic potential In practice,a phased approach could be adopted and could include (a) a bilateral road
transport agreement between India and Bangladesh to allow trucks to cross and deliver goods in each
otheis territory; and (b) agreeing a road infrastructure cost recovechansm that applies to both
countries.The proposal has the potential to transform the trade facilitation environment in South Asia if
the framework can be extendedaisoaccommodate traffic to and from Nepal and Bhutan which may
then be able to acceBangladeshi ports, especially Mongolia.

75. Bangladesh and India should also sign theTransports internationaux par la route
Convention (TIR).*® One of the likely benefits of India and Bangladesh in particular acceding to the TIR
are the potential spillover fects beyond the SAR regioilepal and Bhutan are landlocked and need
access to seaports and harmonized agreements to reduemdiousts.They could therefore more easily
access the ports of Bangladesh in particular which are clds@stctional regimal transit systerwould
unlock very significant benefits for the South Asian region.

76. Regional trade in South Asia and with East Asia would benefit from open skies policieehe
Association of Travel Agents of Bangladesh (ATAB) and the main exportensr@ssing for an open

skies policy, which would reduce costs and provide more airfreight capacity for the garments sector.
More generally,liberalization leads to increased air service levels and lower fares, which in turn
stimulates additional traffic volnes and can bring about increased economic growth and employment.
South Asia regionSri Lanka concluded a number of open skies exgants since 2005, includingth

the United Statedylalaysia, Thailand, Singapore, and Switzerlar@pen skies has beenlling out in
stagesn ASEAN since 2009, helping to make Southeast Asia home to the@dalstest expanding low

cost airlines.

77. Moreover, trade disputes might be addressed by the conclusion dfilateral mutual

recognition agreemens (MRA). An MRA statesthat technical regulations, standards, and conformity
assessment procedures undertaken on one side of the border are essentially equal to the ones undertaken
on the other side. Thus, goods produced in one country can be freely marketed in the other. MRAs
facilitate trade by enabling manufacturers to have their products tested and certified in the country of
origin, for compliance with the regulatory requirements of the importing country. By eliminating the time
delays and costs associated with obtainirgylegory approval in the importing country, MRAs benefit

the partieé businesses by delivering significant savings in time and money. Under MRAS, one
government agrees to recognize the results of ardethesting, inspection, SPS certification, or other
procedures.

13The TIR is a system of bonds, operated in nearly 70 countries, that gusithategny customs and other duties
will be paid on goods transported in transit trucks. Its objective is both the improvement of transport conditions and
the simplification and harmonization of administrative formalities in international transportutatti@t frontiers.
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78. Development partnerscould fund a road map of mutual recognition of foodrelated border
procedures. The elements of this road map will consist in examining the concurrent Indian and
Bangladeshi legislation; assessing the standards and confoassyssment procedures applied;
promoting mutual trust and bilateral cooperation in food production and trade; working toward mutually
recognizing the critical elements of each ofheregulations; holding technical discussions about the
necessary steps rfachieving mutual recognition; identifying and supporting necessary reforms; and
establishing regular contacts and communication concerning standards, technical regulations, and
conformity assessments in the IndBangladesh border trade.

79. Harmonization and cooperation at the border will be a major boost to speed up flows of
goods.India has built or is planning integrated check posts at several borders with Bandtamlester,

while the facilities should help address the space constraints that aretfi@cadgess roads between the

two sides are not always properly align&tere should be active engagement between the two sides on
development plans. There is also need to synchronize border opening hours between the two sides. Space
for transloading shdd be larger on the side that is importing more volume than the dthere is need

to match capacity to need. Finally, Bangladesh should allowanneal clearance of goods. Some
countries have realized significant gains from allowing the processitigcoiments to start before goods

get to the border. The goods can therefore be cleared as soon as they arrive and customs and other
agencies are able to carry out any physical verification they may desire.

80. Broader markets in Asia should also be targetedlapan, China, India, ASEAN, South Korea,
etc, are major world markets, with little Bangladeshi penetratiargeted promotion to these markets by
the Export Promotion &eay in cooperation with BGMEA and BKMEA (in the first instance), for
example, can ap some dividends his activity can have synergies with B®lefforts to promote FDI
into Bangladesh from these markefbe building of a Bangladeshi brand can be a lotgen objective.
Improving trade facilitation willalsobe critical to improve Bargdeslis competitiveness in global and
regional marketgsee nexsectior).

B Improving Trade Facilitation

81. The costs of tradeelated transport and logistics and their timeliness and reliability are core
elements of trade competitiveneB&search has clearly demonstrated that high trade transaction costs are
among the most important obstacles that developing countries currently face in exploiting the trade
opportunities presented by the world trading system (Wilson, Mann and Otsuki, 26&@&nan and

Nicita, 20L1). These costs are often fixed and disproportionately affect small firms, farmers and the poor,
prohibiting their participation in trade and limiting inclusivene$swus, thecosts associated with
inefficient trade facilitation, wak logistics and trade finandeave a direct bearing on poverty reduction.
Trade facilitation also lowers import costs, which have a direct impact on the prices paicdobyprtiier

the goods they consume (World Bank 2012c).

82. Bangladesés cost advantage selting from low labor cost iseduced or sometimes wiped dayt
disadvantages on the trade facilitation sidigh logistics costs can be seen as an implicit tax that biases
the economy away from export@n the contrary.efficient logistics are importantor enhancing
Bangladesés competitive edge in exports. They reduce costs and delays for exports and expedite imports
for consumption and for domestic productidn. particular superior logistics performance offers a
competitive advantage in an era otneasing globalization, more production sharing across countries,
and shortened product lifecycles. To date, low wages have benefitted Bangladaslymade garment

(RMG) exports and have partially compensated for poor logistics performance. But te gasaral

growth of exports, logistics performance in Bangladesh will need to improve considerably.

83. Despite some progress in improving its logistics performance, Bangladeshi logistics performance
lags in customs, infrastructure, competence of logisticscgeproviders, and tracking amccing(figure
5). There are ongoing reforms in customs and there has been considerable expansion of the road network
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and performance improvements at the main trade gateway port of Chittagong. However, the 2010
LogisticsPerformance Index (LPWorld Bank2010) suggests that although Bangladesh performs above
the regional average for South Asia in logistics, it generally ranks below India, which leads the region in
performance, as well as other countries at similar inclawels. The analysis in the trade facilitation
chapter identifies options for tackling four interrelated issues that are critical to Bangalbegstics
efficiency. These four issues afg the limited use of containers on the Dhia®&ittagong Corridar(ii)

customs and border management modernization, (iii) air transport capacity and connectivity, and (iv)
regional transit and connectivity.

Figure 5: Bangladestis Logistics Performance, 2010
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Source:World Bank 2010.

84. Containers are not used much live tdomestic movement cargo in Bangladesh despite the rapid
growth of containerization worldwid&here is still limited movement of containers inland, and the trend

is in the wrong directionThough Bangladesh joined the containerization revolution in 1984s not

fully exploited the benefits of containerization. Presently, while approximately half of the cargo passing
through the port of Chittagong is containerized, less than 15 percent of containers are moved inland. The
rest are stuffed and unstuffedher in the port or in privately operated inland container depots outside the
port but within its vicinity. The containers that move inland are transported mostly by rail, with only a
few transported by road. In 2009 rail moved around 3 percent andé&npef loaded import and export
containers respectively. Inland waterways within Bangladesh are generally not used to ship containers,
although the authorities see great potential in utilizing waterways.

85. Transit times can be as high as 12 hours when theshould be less than 4 hours with free

flowing traffic. Transit times by rail, the only other mode of transport, are even longer (close to 20
hours). The stripping of containers adds to handling costs as the goods are then loaded into trucks instead
of themore efficient route of transporting containers. As a result, there are a high number of road trucks
that move cargo between Dhaka and Chittagong. The BGhaiteagong highway is congested from the

high volume of traffic, as well as from bottlenecks atcHjielocations such as bridges and intermediate
centers. Congestion increases transit times and decreases reliability on the corridor. The long transit times
by both road and rail discourage shipping lines from shipping containers to the inland caldpivter

(ICD) in Dhaka.ln addition, Qistoms regulatioimposes thatontainerized cargo may only be removed

from the port by rail (to the inland container depot in Dhaka) or to bonded facilities in the export
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processing zones. As the volumes of contairte@sdre removed by rail are small, current practice is that
containers are stripped within the port and then the goods are loaded into covered trucks for removal. A
large proportion of the export and import containers are stuffed and stripped withintthsghioaround

60 percent}’

86. Growing container volumes moved by rail and inland waterways is key to better integration

in the domestic logistics systenil'his would require arresting a twtecade decline in railway capacity
(figures 6 and7) andimproving inland waterway infrastructure. The latter would help in two respects: (i)
avoiding congestion at Chittagong port, and (ii) moving containers using a cheaper mode than road and
railways. Improvements in infrastructure at the Pangaon Containetirigdrand introduction of customs
facilities will help reduce cargo dwell time, as cargo would be cleared inland; this is already the case with
railway-borne cargo. The government has also reportedly authorized the construction of privately owned
inland cantainer terminals that will operate the same way. A few such facilities are already being
developed near Dhaka and Narayanganj. However, a major constraint with the inland waterway system is
the slow speed of movement.

Figure 6: Dhakai Chittagong Corridor : Number  Figure 7: Proportion of Chittagong Container
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87. The poor performance of the Chittagedgaka corridor (DCC) has been identified as one of the
constraints to further expansion of thedustry, including thegarment sector. The DCC is the most
important trade link in the country and serves more than Ivdst of the count§s import and export
flows. It has multimodal transport possibilities as it is comprised of road, rail, and inland waterway links.
Within the corridor, road transport handles just over half the traffic, followed by inland waters with 43
percent and rail with just over 6 perceritailways are presently the most important mode for container
movement inlangd In 2012, Bangladesh Railways operates unit trains bB8FG EU twice a day between
Chittagong and the Dhaka ICD in Kamlapbr.

14 Customs allows only 17 types of goods that can be cleared-itookfyards (ODYs) in the Chittagong area

(annex A in Chapter 6). These are mostly bulk commodities that are not containerized.

15 Nationally, road transport is the most important mode of transport, moving more than 80 percent of traffic. Inland
waterways handle 16 percent and rail 4 percent. The share of traffic moved by road transport has been growing
while that by the other modésis been in decline.

'® Dhaka ICD has a storage capacity for only 1,000 TEU at any one time. It was established in 1987 under the joint
ownership of Bangladesh Railways and Chittagong Port Authority. Container handling operations are under the
control of Clittagong Port Authority. Since August 1991, dedicated container block trains have operated between
Dhaka and Chittagong.
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88. The inefficiency of the DCC is partly due to low use ofailways for freight. Generally,

railway capacityis limited by short train length due to track configuration and loop lengths. Also, long
headways are needed due to the signaling and loop configuration. For freight train operations, there is the
additiona constraint of the wagon braking systems that limit maximum speed to 29 kilometers per hour.
Despite the high levebf demand and the potential for future growth, Bangladesh Railway has not
increased the frequency of unit train operation. Yet, the wit gperation is Bangladesh Railvaaynly
profitableservice and has helped to offset some of the losses from passenger services. The reasons for not
increasing the container service include the following: (i) Heavy demand onsthcts@s that serve the
passenger traffic from the northeast, for example, between Tongi and Bhairab Bazaar and between
Laksam and Chakisasma. This is compounded by the limitations of a single track between Tongi and
Chinki Astana. The government is now building another trackh vfinancing from the Asian
Development Bank. This should remove a major operational bottleneck on the railways, although a
shortage of wagons and locomotives will still constrain improvements in capacity; (i) Government policy
favoring passenger servicesger freight services. Most of Bangladesh Rail@agapacity is dedicated to
interurban passenger train movementdii) Lack of commercial incentives for management, which is
satisfied with rationing capacity to collect a premium (both formal and irfijprior the service; and (iv)

Rail ICD capacity, which has difficulty handling three trains a day in each direction.

89. Trucking services are highly distortedand inefficient in the nongarment industry. The

garment industryhas encouraged the emergence aidern trucking services based on contracts for
services at an agreed price. While these services tend to be expensive, they offer a predetermined quality
of service, for which they charge a premiudawever, he norRRMG trucking services suffer from poor

guality and low reliability. There are numerous operators using old fleets. In addition, there is a high level
of vehicle overloading. In an effort to mitigate competition, the operators typically have to go through
transport brokers to obtain loads, esplgion the Benapol®haka route. The market is therefore
distorted, because the brokerage industry or clearing and forwarding agents control access to and
competition for servicedMoreover, me of the major constraints faced in this secondary markas is¢tk

of access to financing that could be used to modernize fleets and improve access to new business.

90. Besides road transportation, vater transport has a large but unutilized potential in
Bangladesh.More than 10 percent of the population of Bangladeat direct access to the inland
waterways transport system (IWTAlthough inland waterways are cheaper than other modes of
transport, they suffer from poor performance. Generally, the volumes of cargo moved by the IWT have
stagnated over the past decatleis mode is slow (20 hours between Chittagong and the ICD to the
south of Dhaka). Although this is somewhat faster than the current rail service for inbound containers, it
is slower than road transport, especially when do@oor movement is consided. The IWT has great
potential to move higher volumes of cargo, especially between Dhaka and Chittagong and between India
and Bangladesh. It can help relieve some of the pressure from low railway capacity and congested roads.

91.  Air freight has been growingteadily but with many problems experienced on the ground, in
particular with respect to the management of the air cargo terminal in Banglatiesiigh hubs in the

Middle East and the East Asia region, Bangladesh is connected to the rest of the wioeighfis used

mostly by the garment industry, usually at the bés/eequest, and sometimes in the case of a missed
ocean shipping date. For normal shipments, one of the practices is to usaraceeabination: ship by

sea to Dubai and air freight fro Dubai to Europe and the United States. Air charters are also used,
especially during the periods of high demand, July to October. However, clearing and forwarding agents
report problems with ground handling and management of the air cargo terminahmpéinein Dhaka,
performed by a subsidiary of the national carrier, Biman Airlines. The terminal area is often congested,
partly due to increasing cargo volumes but also due to poor performance in the handling and clearance

7 About 90 percent of train kilometers are passenger services, nearly all of which are customers travelling second
class.
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processeskurthermore althowgh agents pay Biman for all services, they often have to hire their own
labor for the same purpasmcrease costs for airfreight logisticAnother complicating factor is the
absence o& simplified Customs clearance procedure even for small consignisemigles, nor a

de minimis provision. All packages are treated the same, resulting in clearance times that take 1
5 days even for garment samples.

92. The government is taking steps to further automate customs processds has recently
introdueed ASYCUDA World'® in 2013 starting at the Port of Chittagong. The plan is to interconnect all

the customs stations so that declarations can be lodged from anywhere. In atiditidetjonal Board of
Revenue NIBR) is also working to introduce fsingle window systemnstarting at Chittagong Customs
House. Already, ship agents can file vessel manifests electronically, though hard copies still have to be
submitted. However, presently most of the land customs stations are not automated and use manual
systems.Bangladesh haan extensive network of land customs stations. The most dominant one is
Benapole, which is on the main land trade route with India. Clearance times are typigaligy® at the

smaller stations and withini 6 days at Benapole. At Benapole, 80 percentealatations are assessed

within a day of being lodged, whereas it takes up to 5 days to clear 80 percent of goods for release after
declaration. The clearance times at the land customs stations are affected by several practices that increase
time and costThe main one is the transloading cargo between trucks registered in Bangladesh and
those registered in India. This practice has several consequences, including the need to provide
warehousing space and equipment to handle and store goods, and eratiéathe goods.

93. Informal payments are also still common to facilitate clearance of goodsn part because of

this, as well as lack of internal capacity, Bangladesh customs relied on the serviceslipmpent
inspection (PSI) companies. While it isiaked that the PSI improves revenue collection, reporting on the
declarations? and cargo clearance time by2ldays on average, the program has not been without
controversy (Arnold 2010)On paper, 10 percent of PSI and 100 percent ofRfinshipmentsvere
supposed to be subject to physical examination. However, the actual physical examination rate for PSI
shipmentsvas much higher (close to 50 percent). Theeee around 8,000 disputes pending in the courts
relating to the certifications by the PSI agessia small proportion of the total declarations. The
disputeswere usually about classification and valuation of imports and wiast regarded as poor
performance by the PSI compan{dahmud and Rossette 2007; Uzzaraad Abu Yusuf 2011).

94. Finally, Bangladesh does not have an effective institutional mechanism to promote trade
facilitation and logistics upgrading. The existing mechanism has been effective in meeting trade
facilitation obligations under the WTO framework, but some of the mintgt now faced are much more

about the interface between the physical infrastructure and meeting regulatory requirements for the
movement of goodd.ike other countries, Bangladesh has numerous agencies that play a role in trade
facilitation and logistis. These include customshambers otommerce, the land port authority, port
operators, railways, roads, inland waterways, clearing and forwarding agents, security services, and so
forth. The lack of proper coordination is evident in the manner in whécisit issues have been pursued,
where a holistic assessment of the costs and benefits of transit has not gained enough traction. This is also
reflected in the present poor coordination among agencies at the border, which increases costs and
clearance timeand reduces reliability. In other countries such as Pakistan, coordination of trade
facilitation reforms is pursued through a national trade facilitation committee.

Improving Logisticsto Reduce Lead Timeand Enhance Competitiveness

95. A coherent and compehensive National Logistics Strategy would help improve the
efficiency of the transit regime The government of Bangladesh can help improve the efficiency of the

18 See httplivww.asycuda.org/.
9 Review of preshipment inspection in Bangladesh, Manzur Ahmed http://www.thefinancialexpress
bd.com/more.php?news_id=17515.
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movement of good by reducing the lead time and the cost of logistics for imports and #xpodh the

DCC. Such strategy would potentially have important implications on infrastructure development, and
quality and performance of logistics services. It would entail a set of coordinated reform pillars: (i)
Improve road and rail capacity; (i) Impve Customs Procedures at Port of Chittagong; (ippdrt
Customs efforts to gradually phassut from the services of Rghipment Inspection (PSI) companies
and adopt and implement an appropriate roadmap, including capacity building for Customs; gifice
Enhance air shipment capacity; and (v) prepare for Single Wiisdowplementation.

96. Bangladesh should both broaden the coverage and strengthen the capacity of the national trade
facilitation committee to play a more proactive role in guiding tfadditation and logistics reforms in

the country. Good logistics are important for enhancing Banglé&lesimpetitive edge in exports. To

date, low wages have benefitted Banglage$hMG exports and have partially compensated for poor
logistics performace. But to ensure continued rapid growth of exports, logistics performance in
Bangladesh will need to improve consideraoreover, while the focus to date has largely been on
international trade facilitation reforms, recent empirical evidence sugdestaneasures to improve
logistics performance at the suhtional level in order to facilitate connections to international trade
corridors and supply chains is as, if not more, important. In geographically large or dispersed countries
such as Bangladestie performance of internal corridors is a key priority for reducing poverty in lagging
regions and addressing rising concerns about developdigpdrities across regions within countries
(Kunaka, 201D

97. The plan to establish a rail ICD at Tongi should beémplemented as soon as possibl&éhe
existing Dhaka rail ICD in Kamlapur operates more efficiently than the container yard in Chittagong Port,
but its location in the congested city center restricts access. The rail service providegffectist
meansfor repositioning of empties through lower backhaul tariff. There are no serious delays for the
southbound movement from Dhaka to Chittagong and the ICD provides sufficient storage for empties.
However, the benefits to exporters are limited since thed@&s not currently operate as a dry port with

a through bill of lading. The shipping lines continue to charge exporters for the round trip movement of
theboxes, even if they are loaded in both directions. Further, they require a bank guarantee for movemen
of empties from the ICD to the factory for stuffing of cargo. Given their interest in controlling how the
boxes are used and coordinating their repositioning, the shipping lines have little incentive for offering
attractive rates for a backhadokhded movement. It is left to the freight forwarders to encourage the
loading of the empties stored at the ICD with@xgargo. They are able to move thaxes to the factory

under a company guarantee rather than a bank guarantee and they can negotiate lower rates with the
shipping lines for a loaded southbound movement. The relocation of the ICD to Tongi should encourag
this business.

98. Development of the IWT sector would require strengthening the regulatory oversight of
transport services.There are two bodies with regulatory responsibilities for IWT in Bangladesh. These
are the Department of Shipping, which is respaesior safety and overall regulation of the sector, and

the Bangladesh Inland Water Transport Authority (BIWTA). BIWTA is responsible for dredging services,
navigational aids, management of inland ports, and regulation of transport operations, among other
functions. Often the separation and allocation of responsibilities between the two is not clear. With proper
regulation, inland water transport can help Bangladesh reduce the environmental impacts of transport
operations as it is more efficient and getesdower carbon emissions than other mo&emrities for
improving use of the IWT shouldlso include improving service performance lmredging channels,
improving IWT port capacity near Dhaka, atie acquisition of more efficient vesselsee also chaer

on shipbuilding). Some of the improvements t@ made by the private sector.

99. A number of measures could be taken to improve overall efficiency at the land border posts.
Some of the measures can be shemn measures including) (increas and harmaize border working

hours. Presently the land ports do not operate fully on Friday in Bangladesh and on Sunday in India. Two
days of clearance are therefore lost each week; (ii) Allowamieal clearance of goods. Some countries
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have realized significamains from allowing the processing of documents to start before goods get to the
border. The goods can therefore be cleared as soon as they arrive and customs and other agencies are able
to carry out any physical verification they may desire; and (igjdase capacity for handling transloaded

goods. In the interim before phasing ounsi@ading of goods, capacity for handling such cargo should

be increased. Current practices are designed around significant use of manual labor and the involvement
of hundeds of people at each border post in the transloading business. Some of the processes can be
automated to expedite movement of goddisth India and Bangladesh could aisgree on modalities for

the penetration of trucking services into each dtherriory.

100. The government should complement the phasing out &SI by implementing an Authorized

Economic Operators (AEOY® program. After years of postponement, the government has finally
phased out PSI as of July 2048 announced by the minister of financdeha FY14 budget statement.

Chief among the actions taken was a significant increase in and training of customarstagO

program for Bangladesh would help address several objectives, including faster clearance of some goods
and, as a corollary, freeing customs and other border management resources to target those consignments
that pose the most risk. Typically, an AEB@ogram is developed and implemented in phases, reflecting

the capacity of both the authorities and private sector readinpasti@pate in such a programnAAEO

regime can be introduced for selected supply chain participants such as with thehestajdisnent
manufacturers. Such a program would free customs resources to target those consignments that pose the
most risk. In addition, the management of risk should be automated as much as possible, based on
international best practices. The ASYCUDA Wbsystem that is being developed has a capability to
enhance risk management in a flexible manner.

3.2  Pillar 2: Breaking into New Products

A Rationalizing Trade Policy to level the Playing Field

101. Trade policy has served Bangladesh well so far, resulting in sustained export growtollar

exports have doubled over the last six years. Bangladesh is now the second biggest exporter of garments,
and could benefit significantly from Chiéarising wagesand the ongoing move to cheaper garment
producers. Also, Bangladesh has an unusually high share (at its income level) of manufactured exports in
its export basket, which illustrates its strengths in mass manufacturing and labor availability.

102. The economy las become increasingly open since independen@&angladesh went through a
phase of heavy controls on export and import, price controls, and state trading/§)9##lowed by
gradual markebased reforms including domestic deregulation in agricultuagletand services, de
nationalization, abolition of most elements of state trading, and introduction of bonded warehouse
facilities for the emerging garments sector. Since 1990, trade liberalization was stepped up, albeit it was
interspersed with periodiceversals. Trade policy reform included a substantial scaling down and
rationalization of tariffs, removal of tradelated quantitative restrictions, elimination of import licensing,
unification of exchange rates and move to a managed float exchangegiate.rin 1994, Bangladesh

was declared to be conforming to the I@Rrticle VIII, marking convertibility on the current account.

103. Yet, significant inconsistencies stemming from lingering trade protectionism for some industries,
and a focus on revenuedats raises questions about the overall efficacy of trade policy and sustainability

of export growth Trade policy often responds to protectionist pressures, reminiscent of the-import
substituting trade regime that prevailed before the 90s. Revenue pratAmtionist considerations have

usually dominated over trade policy issu€hus, trade policy in Bangladestasbeen skewed, where
consumers and export sectors other than garments have not been conscious beneficiaries of such policies.

% The World Customs Organization (WCO) SAFE Framework of Standards defines the SAFE Authorized
Economic Operair (AEO) as an entity complying with WCO or equivalent supply chain security standards and with
legal obligations in relation to tariff and nontariff requirements on the import, export, and transit of goods.
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Any protectionistmeasures should be justified in terms of econwide positive spillovers and should

also be temporary. However, in recent years, border taxes have increased and grown more complex, and
have led to high and varied rates of effective protectivrerall, he trade policy regime has translated

into reduced incentives to export and diversify, and has led to higher domestic prices.

104. The tax treatment of imports in Bangladesh is compleXWhile average Customs Duties (CD)

have come down over the past decliden 70.6 percent in FY92 to 13Bpercent in FY4, a proliferation

of paratariffs has resulted in a complex import tax regime and substantially increased the rate of border
protection. Supplementary duty (SD) and regulatory duty (RD) seem to have becomardstand
instruments for raising revenue or offering protection to domestic import substituting industries. Such
tariff changes that raise overall protection and also increase its dispersion across products potentially set
back the agenda for trade diversifioat The combination of the tariff rate with pagaiff rates gives an
average nominal protection rate (NPR)29%.3 percent in FY4, up from 20.1 percent in FYO&lbeit

with a decline in FY14, compared to the 28.9 percent rate of FY13)

105. Inter and intra-sector variations in border taxation abounds. Border taxation varies
substantially at the sector level for both tariffs and {pardfs.?* It varies substantially between and also

within sectors, potentially reinforcing distortions to individual decisiapportunities for rerseeking,

and the consequent need for enforcement. In general, tariff rates are more dispersed (less concentrated)
than pardariff rates, reflecting tariff escalation (skigures 8 and9).

106. Consumer goods are overly protected in 81gladesh, and therds a growing wedge between
input and output tariffs. The government levies significant SD and RD on top of thee28enttariff for

final goods, mostly on products that are produced domestically. Thus tariff escalation is theahitjieest
last stage of processifigrom intermediate goods to final goo@fgure 10). The wedge between the
average Mminal Protection Rate on inputs and final consumer goods has been rising sinceaRW09
appears designed to offer higher protection to dwiméndustries primarily engaged in consumer goods
production Tariff escalation appears to be the outcome obpidget consultations with producer groups
only, without consultation with othestakeholders such as consumers who could suffer welfares losse
through higher prices or reduced choice.

107. There has been no critical evaluation of the impact of protectiorin general, higher tariffs on

a product encourage its domestic production and discourage exports, since the former is protected by the
tariff andthe latter is a far more competitimearketplaceThe lowprotection forintermediate and capital

goods arguably discourages domestic production of these ;goadifiigh protection for consumer goods
encourages domestic productiohtHere is nosunsetclaus® or expiration date for protection, and the
impact of protection on the protected sector and the rest of the economy is not evaluated, as is the case in
Bangladeshthis can lead to economic inefficiencies

# Border taxation is different from protecticsince VAT is levied on both domestic and import transaction. The
data illustrates the size of the tax relative to that of the transaction rather than the degree of discrimination between
imports and domestic production.



32 Bangladesbiagnosti€rade Integration Stidglume 1: Main Report

Figure 8: Decomposition ofBorder Taxation at the Sector Level

100.0

90.0

m Other
80.0 +———

BATV
700 BAIT
60.0 ————  BVAT

osD
50.0 +———

ocD

Source:Authordcalculations using NBR data.
Note: AIT: advanced income tax; ATV: advanced trade VAT (a tax levied nominally at 3 percent of the VAT inclusive price of
commercially imported goods); CD: customs duty; PSkghipment inspection; RD: regulatory duty; SD: supplementary duty

Figure 9: Intra -SectoralConcentration of Tariff and Para-Tariff Rates
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Note: The length of bars measures the concentration of tax rates measured &/cimeiéntration index. A long bar means that,
within a given sector, a small number of sédztors shoulder a disproportionate share of the tax burden; a short bar means that
thetax burden is spread relatively evenly within the sector.
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Figure 10: Average Tariff on Import CategoriesFY 00-13
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108. The escalating structure of protection results in high effective rates of protection (BRPS)
domestic productioff, which biagsincentives against exports. The analysis confirmed especially high
ERP in sectors like footwear, some agrifood products, bicycles and cer&mizsaceuticals fall in a
unique category with ERPs only modestly posit{beit this is not the full picture,irce competing
imports are not allowed, s&ection4). By contrast, output destined for expamrgeives ngrotection

and export ERPs are typically zemnenimported inputsare duty exempt via mechanisisisch agduty
drawback, or are exempt from dutgdaother import taxes altogether through special bonded warehouse
(SBW) arrangement®Often, cash subsidies compensate for duty drawback or SBW. Comparing export
ERPs with the higllomesticprotectionincentives to export are stiflddeeSectiond).

109. High import tariffs also affect consumer® welfare through prices Simulations using
household expenditure surveys show that tariffs addp@rbentto the cost of living of the median
Bangladeshi householéddding up all border taxes can increase living cbstsip to 15percentfor the
median household. Moreover, they seem to heavily tax middteme households while sparing the
richest(figure 11). Replacing the current array of tariff and ptaeff measures by a flat combined border
tax at a uniform 1@ercentwould raiseconsumer8real incomes by 11.8ercenton averagé enough to

lift 11.2 million people, or 7.4¢ercentof Bangladests populationand 17.2%ercentof Bangladests poor
population i.e., those living below $1.25 a dagove the povertyine® While these numbers seem
large, theyillustratethe significantprevalence of imports in household expenditure baskets, as well as the
high tariffs on many consumer goods.

% The effective rate of protectioERP) is the proportional increase in local fibwalue added (or processing

margin) resulting from the combined influence of tariff rates on the final good and on intermediate inputs (a pure
price effecd a higher ERP does not mean that the protected asdhtrinsically higher value added). An

escalating tariff structure (higher rates on final goods than on intermediates) raises local value added and protection
levels compared to what would prevail under a zero or uniform tariff structure.

% This numbeis a rough approximation. It is obtained by replacing the current total of tariff andapiédraharges

by a flat 10percenttombined border tax in each houselisldasket and calculating the reduction in expenditure
needed to buy the same basket given the new tax rates. This reduction (an increase in real income) is then
extrapolated to the population using data on household size and sampling weights. Thedassstspof

calculating the poverty headcount (the number of individuals below the national poverty line) before and after the
simulation. Note also that this is a partial equilibrium analysis.
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110. NTMs are also prevalent andmay affect firms6 competitiveness and household incomes.
Privatesector surveys such as those conducted by the International Trade Center have repeatedly shown
that NTMs are costly and burdensome, and make products less competitive in the destinatioff market.
NTMs can alsopenalize domestic firms who need to buy critical inputs from abroad, thus reducing
national competitivenes§he heavy reliance on Pg8hipment Inspection until Jurz013 and overly
restrictive standards also increase the price of imports and hurt censSwelfare.

Figure 11: Consumption-Weighted Tariff as aFunction of Household Income by Centile
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Source:Author®calculations using Bangladeshi tariff data and Bangladdsbusehold survey

Note:the authorsipproximate income with total consumptiéior readability, the data is aggregated by centile of the distribt
of income. Thus, the point to the extreme left of the diagram is the consumgliginted tariff affecting the lowest centile «
Bangladesésincome distributionFor examplegiven the expenditure pattern of households in that centile, they face, on av
a tariff at 6.2percent

111. Bangladests trade policy is still heavily influenced by considerations of revenue and assistance
to local indugries rather than trade competitiveness. Import policy is legally set in the Import Policy
Order (IPO) issued by the Ministry of Commerce in consultation with Customs. However, the National
Board of Revenue, which does not have export promotion as ity mmial, seems to have the final
authority on tariff setting (see also chapter on Institutions). But at the same time, border tax exemptions
are widespread, and translate into significant revenue losses. The import tax structure is marked by a large
numberof exemptions of all kinds, including some that benefit single companies or undeansparent
fispecial ordey labels. An analysis of customs transaction data at the tariff line level shows that
exemptiondigure is almost 30percentof the total numbeof transactions and 4dercentof total trade

value. These exemptions add up to significant revenue shdrttBBispercent of collected revenue in
FY116 especially in the foodstuffs sector where less than half of the nominal taxes are actually collected.

112. In the future, as import duties go down, Bangladeslility to harness economic opportunities

from global trade will depend on its management of the quality of the products it exports and imports.
Bangladesh faces a quality challenge for both its exjamidsimports. For exports, buyers and importing
countries will set more stringent standards and technical regulations in the future. The success of
Bangladesés attempts to develop and diversify its exports will depend on ihameets this quality
challenge Simultaneously, in the future the population of Bangladesh will demand better regulation of
imports to address an expanding array of issues, like public safety, food safety, and plant and animal
health. Meeting the quality challenge in both export andbam markets will help maximize trade,

% NTMs specifically can raise trade costs, divert managatiahtion, and penalize small exporters and those
located in lowincome countries, where access to legal and regulatory information is difficult.
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accelerate growth, amdducepoverty.Imports need to flow smoothly both to support the import needs of
the export sectors and the needs of the domestic population.

113. Currently, a large number of Bangladeshi quai@lated laws and regulations influences trade
andunduly disturls the free flow of importsThe problematic laws and regulations may be divided into

three broad groups. The first group consists of mandatory standards on a range of products including food
ard agricultural products, chemical products, textiles, electrical and electronic products, and engineering
products. The second group consists of SPS measures, notably food safety laws and regulations and plant
health laws and regulations. The third groopludes a number dispecial rules stated in the Import

Policy Order (Ministry of Commerce 221

TradePolicy Reformgo Reduce AntiExport Bias and Balance Consumer Interests

114. The gains from a balanced trade policy are multfaceted.For developing cautries, exports

are not only important for their wedlstablished static and dynamic gains (scale economies, competition,
knowledge transfer, etc.). Exports are also a main source of foreign currency necessary to finance the
import of capital goods and athinputs. Indeed, the gains to trade are as much derived from imports as
from exports. Openness to imports also acts as a disciplining force on domestic markets, leading to lower
cost, higherquality inputs and intermediate goods for producers. Accessuvariety of products also
encourages innovation and technological change. The smooth flow of imports is particularly critical for
exporters who need to be competitive globally and are constantly competing with other players. Imports
need to flow smoothl\both to support the import needs of the export sectors and the needs of the
domestic population. Imports benefit consumers by decreasing prices and increasing product variety.
Services imports have also become a pillar of coultesport competitivenesagenda by making
services, as input to the industry, more efficient and cost effective.

115.  While garments exports growth can continuegovernment needdo level the playing field so

asto not discourage diversification A more harmonized and simpler import tax regime would reduce
distortions and ensure a level playing field among and within sectors and firms, favoring the development
of new export sectors and SMEs. There are several ways Bangladesh could deal wétiffisaed of

which aim to phase in a more tradeutral tariff structure: i) Eliminate patariffs and put everything in

the import tariff to boost transparency; ii) Lower paadff rates; iii) Ensure that the patariffs apply

both to domestic prodtion as well as imports which would help reduce their distortionary impact.
Successful implementation of the National Board of Rev@aeform agenda will be critical to help the
government shift trade policy from a focus on revenue generation to-elongnational competitiveness
strategy. The objectives of the reform are to: (i) continue to reduce the ésudgpendence on border

tax; (ii) close tax loopholes and make the fiscal playing field less uneven across sectors and types of
actors; (iii) genemte the resources needed for the massive infrastructure investment effort that awaits
national authorities if growth is to continue at the same pace.

116. In general, revenue goals are achievable with more tradeeutral border taxation.
Simulation indicate thaiemoving tariff exemptions would increase revenues by ab8upércent (while
reducing imports by around 1 percent), and help compensate for the reduction or removal of others taxes
while inducing more economic efficiency. Another simulation cappingftpeaks at 15percent
(international peak) would induce a loss in tariff revenue betweemecent Tariff revenues would
actually decline by about 2ZB percentbut the induced increase in imports (betweenpercentand 3.2

percen) would increase thcontribution of other taxé8 A third simulation that removes SDs and adopts

a uniform rate of 1percentfor CD+RD would increase tax revenues by @e®cent which illustrates the
efficiency and revenue potential of simple and uniform taxation. Rema@axemptions would increase

% For technical reasons, taxes had to be combined because of the large number of duties and taxes shBanglade
The simulation removes exemptions for CD+RD and not for other duties and taxes. The 15% cap is for the
combination of CD and RD (considered as one single duty).
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fiscal revenues significantlyThese simulations do not reflect changes in the production structure and
consequent changes in VAT revenues on domestic produttmmever, timely implementation of the
new value added tdaw will alsohelp increase revenues and modernize the tax regime.

117. Bangladesltis quality management system can benefit from a more pragmatic approach.
Measuresnclude value chain interventions, ensuring the supply of services for quality, and promoting the
smooth flow of imports while respecting legitimate needs for import regulation like food safety.
Potentially fruitful areas for reform of the existing qualitffrastructure in Bangladesh include the
following: (i) Consider opportunities to open fishery testing markets foagisector service providers;

(i) Review the new Plant Protection Act and develop an implementation plan that provides clarity to
importers about the prevailing rules. At the same time, meet the regulatory needs efdBsimgii)

Review the list of mandatory standards to determine whether they meet legitimate regulatory objectives
and can be effectively enforced; and (iv) Contiomgoing work by UNIDCand the Indian government

to reform/provide technical assistanceBSTI, with the aim of bringing the BSTI structure into closer
alignment with international best practieed avoiding conflicts of interest.

118. Openness brings oppornities, but also vulnerability to global shocksid appropriate safety nets

should be an important part of the globalization prac8ssbalization allows countries to benefit from

the knowledge and technologies that have been developed anywhere irrlthemvether embodied in
machinery, intermediates, FDI or people. At the same time it greatly increases the need for governments
to ensure that citizens are able to benefit from these opportunities: workers must be able to acquire the
needed skills; firmsieed to be able taccess credit toance profiableinvestment opportunities; and

farmess need to be connected to markets (Porto and Hoekman, 2010). Greater openness also increases the
vulnerability of countries to global shocks, with potentially majdverse consequences for the poorest
households that do not have the savings needed to survive a period of unemployment or sharp falls in the
prices of their outpts (and thus incomes) resulting from global competition. Thereifoig,important

that coumries have in place mechanisms to assist those adversely affected by trade Thesks.
mechanisms should be targeted towards those households that are most vulnerable and have to manage
shocks. Governments should more systematically assssante possble traderelated, poverty
distributional outcomes of policy changes. This will help policy makers better design complementary or
transitional policies as well as compensation mechanisms and targeted programs to ensure that firms and
workers can benefitrém the new opportunities generated by trade openness. Policies and actions to
achieve these objectives require actions by labor and finance ministries and are not necessarily part of the
mandate of trade ministries

B. Improving the Environment for Domestic and Foreign Investment

119. FDI has persistently represented a tiny fraction of GDP and private investmenBangladeshi
FDI inflows reached rmund US$1 billion in 2012, but overall FDI stocksemain below 7 percent of
GDP. Average FDIstockas a percentagdf GDP was 3 percent in LDCsas a wholelt wasalso higher
in comparator countries such as Vietnadi § percent of GDP, or 11.5 percent in Pakistan (despite
difficult conditions there), almost2lpercent in South Asia as a whole, aritip&rcent in Sulsaharan
Africa (figure 12).



Section A Foukillar Strategy to Spur Faster, BEagh@towth 37

Figure 12: Foreign Direct Investment Stock as &hare of GDP in Bangladesh and Selected
Developing Countries, 202

Source http://unctadstat.unctad.org/ReportFolders/reportFolders.¢&&RC: South Asia Association for Regional
Cooperation; SSA: Sub Saharan Africa)

120. To reach East Asian growth rates oB7ercent, private investment levels in Bangladesh need to
rise toat least 3Percent of GDP (see World Bank 2@} 2Foreign directrivestment (FDI) could help to
augment both the quality and quantity of investmé&uatreignowned firms are a source of innovation
spillovers and perform significantly better than domestic firms in terms of labor productivity and profit
margins.They can ao help to increase the overall amount of private investment by accessing their own
savings as well as international financial markets, thereby easing at least a part of Bafsgfadestial

sector limitations

121. FDI in Bangladesh has mostly flowed into te services sector.The telecommunications
industries and banking sector have attracted the most FDI, followed by the garment, gas, and petroleum
sectors. Bangladesh has attracted three totally fomigred mobile telephone providers, as well as a
majority foreign investor in the firm with the largest market share. The banking sector also includes a
number of globally renowned banks. The textile and clothing industry has received less FDI, which is
partially due to obstacles in this sector (UNCTAD 2013)rddwer, Bangladesh has attracted investment
from a diverse set of countries. Egypt was the largest foreign investor duringl200&th investment
concentrated in telecommunications. The next largest foreign investors are the United Kingdom, the
United Sates, and SingaporAn important share of foreign direct investment in Bangladesh takes place

in Export Processing Zones (EPZs). EPZs are export oriented industrial enclaves which provide the
infrastructure, facilities, and administrative and supportisesvfor a wide variety of enterprises.
Bangladesés successful EPZs in Dhaka and Chittagong are now complemented by new EPZ
developments around the country. As of March 2012, about 280,000 jobs were created in ERZs, most
the onesn Chittagong and Dhakalthough these cannot be attributed to foreign firms alone, since some
domestic firms also locate in EPZs.

122. An unfavorable business environment depsiBangladestof the full benefits ousing FDI as a

source for export growth and diversification, tedogy transfer and quality upgradation. Capacity
constraints make access to scarce energy and infrastructure resourcessamzeg@me, with the
consequence that local incumbents sometimes view FDI (and new entry in general) as game spoilers
rather than asources of technology transfers and overall dynamism. The result is a general lack of


























































































































































































