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I INTRODUCTION

The time has now come to put together what has been learned from the in-depth
review of the economic and institutional aspects of Bangladesh’s development
in the first part of this volume and from the in-depth study of key thematic
areas in the second part. This diagnostic exercise will be presented in two steps.
First, in Section ILE, a summary will be offered of each previous chapter, with
the idea of stressing their most important messages in terms of the specific
economic development constraints and institutional aspects of development
to which they point. Second, in Section III, the diagnostic project will be pre-
sented. It will consist of three parts. In a first stage, an attempt will be made
to identify the development-related institutional features that are common to
all, or some subset, of the areas covered by the chapters in this volume. This
exercise will allow us to see how a small number of basic institutional factors
recur in multiple contexts in Bangladesh, and together condition and shape the
development of the country. In a second stage, a reflection will be provided on
the proximate and deep causes behind these factors. In a third and final stage
of the diagnostic, directions for reforms that would correct weaknesses and/
or enhance strengths will be explored. In this respect, part of the reflection
will bear on how the implementation of these reforms may depend on deeper
causes including the political economy context.

Four notes of caution are needed before proceeding with this final exercise.

The first note of caution relates to the somewhat exceptional character of
Bangladesh, sometimes referred to as the ‘Bangladesh paradox’. More than
is the case for most low-income or recently graduated low-income countries,
Bangladesh’s development experience combines authentic successes, as testified
by its rapid rate of economic growth over a little more than two decades, and
major weaknesses, manifested most notably in key institutional areas. These
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weaknesses are sufficiently serious to threaten further development. Thus, in
contrast with institutional diagnostics of less successful countries, the objective
of the present exercise is not only to identify weaknesses that hinder further
progress but also to understand how past successes relied upon specific insti-
tutional features that might either sustain or undermine future development.
Among these features is the ability to circumvent ineffective formal institu-
tions. The objective of the diagnostic is thus to highlight the causes of dysfunc-
tion, to uncover the inherent strength of the economic and social apparatus,
and, possibly, to suggest ways they could be harnessed to correct dysfunctions
and allow a sustainable and rapid pace of development.

The second note of caution relates to the intrinsic complexity of the rela-
tionship between institutions and development, and, more precisely, its circu-
larity. The analysis conducted for the present institutional diagnostic focuses
on one aspect of the relationship: the way institutional features affect develop-
ment. Yet the opposite causality direction is equally important: development
itself has an impact on the evolution of institutions. This aspect is especially
important in the case of Bangladesh, where some of the deep factors plausibly
influencing the nature of institutions and their capacity for reform today may
precisely be related to the previous performance of the economy, notably in
connection with ready-made garment (RMG) exports.

The third word of caution concerns the status of the reforms that may be
considered as the natural outcome of an institutional diagnostic. Reforms that
could improve the welfare of all actors in society would presumably have already
been undertaken. Thus, the reforms that come out of a diagnostic exercise like
the present one are unlikely to benefit all social groups. Hence an objection to
the reforms suggested by the diagnostic will be that they are unlikely to attract a
political consensus. Yet this does not make considering them any less important.
On the one hand, identifying those social and political actors favouring a reform
and those opposing it helps to clarify the political economy debate by better
understanding the sources of resistance and, hopefully, the ways to surmount
them. On the other hand, the distribution of political power within society may
change in the future and reforms that are difficult today may become easier
tomorrow. Therefore, a list of reforms resulting from the institutional diagnostic
may usefully feed into the national public debate, even though their implementa-
tion may not be straightforward. We offer such a list in the annex to this chapter.

The last note of caution is about the COVID-19 crisis that struck the world
and Bangladesh at the time the initial version of this volume was being finalised.
There is no doubt that this crisis, above all its global economic consequences,
has changed, and will continue to change the overall context of Bangladesh’s
development. When this original version of this institutional diagnostic was
concluded, it was obviously too early to be more precise. In the light of the
information available today, we now suggest that the institutional weaknesses
identified in this diagnostic will most likely become more significant in the
new economic environment Bangladesh will face in the coming years. In fact,

https://doi.org/10.1017/9781009284677.021 Published online by Cambridge University Press


https://doi.org/10.1017/9781009284677.021

The Bangladesh Institutional Diagnostic: A Synthesis 337

we argue further that those same institutional weaknesses have also been and
still are critical determinants of the country’s limited ability to respond to the
pandemic itself.

II IDENTIFYING INSTITUTIONAL CONSTRAINTS
IN BANGLADESH’S DEVELOPMENT

As noted above, before presenting the institutional diagnostic, this chapter will
provide a summary of the findings of previous chapters in the volume, in terms
of the successes and failures of Bangladesh’s development, and their institu-
tional roots. This is done in Section IL.E. However, before embarking on this
task, and to make this chapter self-contained, it will be useful to first briefly
recall some key features of the political history of Bangladesh," as several allu-
sions will be made to them in Section ILE.

A A Sketch of Bangladesh’s Political History

The history of Bangladesh since the independence war with Pakistan in 1971
can be broken down into three eras, or three types of regime.

Although a democratic constitution, in the Westminster style, was adopted
at the time of independence, the first 15 years of the People’s Republic of
Bangladesh were extremely turbulent. The assassination of the founding
leader, Sheikh Mujibur Rahman, occurred within a few years and triggered
a long succession of military regimes and coups. Out of this chaotic period
came two main parties: on one side, the Awami League (AL), the party of
Sheikh Mujib, which had played a leading role in pre-independence resistance
against Pakistan; and, on the other side, the Bangladesh National Party (BNP),
founded in 1978 by General Ziaur Rahman, then the president of Bangladesh.
General Zia, as he was known, was assassinated in 1981 during a failed coup,
and he was succeeded by General Ershad. The discontent of the population
with respect to the military nature of the regime fed social unrest and eventu-
ally led to general elections being held in 1991, which were won by the BNP.
A parliamentary constitution was then reinstated.

For the next two decades, the two main parties alternated in power, with the
incumbent systematically losing to the opposition in the general elections that
took place every fifth year. Throughout that period, the struggle between the
two parties, and to some extent between their leaders, Khaleda Zia, the widow
of General Zia, and Sheikh Hasina, the daughter of Sheikh Mujib, was intense.
Democracy in that period was a kind of long winner-takes-all competition
between the Awami League and the BNP, and virtually all means to destroy

T Key recent references on the political history of Bangladesh include Jahan (2018), Lewis (2011),
Riaz (2016), and Hossain (2017). A more complete summary is provided in Chapter 1 of this
volume.
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the opposition and to stay in power were used by both sides. Elections were
so contentious, the temptation of rigging them so strong, and street violence so
high in those periods that a non-partisan caretaker government was regularly
appointed to ensure fair elections and to handle current affairs in particularly
turbulent circumstances.

At some points, even the institution of the caretaker government was unable
to comply with this task. In 2006, the BNP government was suspected of
weighing in on the appointment of the caretaker government that would have
to handle the forthcoming general election. The military had to come in to
support a caretaker government, which took two years to organise the election
and, in some instances, took initiatives that went far beyond this assignment.
The Awami League won the election that finally took place in 2008 and has
been in power since then. This was the end of the period of political alternance,
often rightly termed ‘competitive democracy’ on account of the harsh political
competition prevailing in those years.

Once returned to power, the Awami League was able to progressively
impose full political control over the country. The institution of the caretaker
government was made unconstitutional, and the BNP opposition was gradu-
ally silenced (this was partly its own fault since its failed attempt to disrupt the
2013 election through general protests and strikes eventually pushed it to boy-
cott the election). As a result, the BNP lost a lot of political leverage, whereas
the Awami League gained a ‘dominant party’ position and was able to weaken
its opponent further, notably by having BNP leaders tried for and convicted
of corruption. Consequently, the Awami League won the 2018 election with
289 seats — including 30 seats won by allied parties — leaving only 11 seats for
the opposition, and six for the BNP. At the present time, the Awami League is
thus governing without any real formal opposition, whether external or inter-
nal (since power has always been extremely concentrated within the Awami
League party, as it is within the BNP).

This is where Bangladesh presently stands in its long quest for full democ-
racy. It is difficult at this moment to predict what the next step will be. On
many occasions a vibrant civil society in Bangladesh has shown its determi-
nation that the country become a true democracy. It is likely that opposi-
tion forces will reappear, based on the old parties or new ones, if the present
party proves unable to maintain the fast rates of development that have been
observed practically since the early days of the regime of competitive democ-
racy. In this sense, the ‘dominant party’ era is best seen as a particular stage in
the general evolution of democracy in Bangladesh.

B Successes and Challenges of Bangladesh’s
Economic Development

Bangladesh has been able to maintain a rate of gross domestic product
(GDP) per capita growth of between 4% and 7% over the last 20-25 years.
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Moreover, it has succeeded in more than halving extreme poverty since the turn
of the millennium. Two key drivers are behind a large part of these remark-
able achievements: the exports of the RMG sector, which have grown at an
average annual rate of 12% since the late 1990s, and the remittances from
Bangladeshi workers abroad, which have grown in real terms at a similar pace.
It was estimated in Chapter 2 (Annex 2.3) that these two factors are jointly
responsible for two-thirds of the country’s GDP growth. Increases in agricul-
tural productivity account for most of the remaining growth performance.

The distinction between the two drivers of Bangladesh’s growth is import-
ant. The surge in RMG exports must be seen as the result of deliberate efforts
to develop an internationally competitive manufacturing sector in this line of
products. Bangladesh thus fundamentally differs from most countries at a sim-
ilar stage of development, which have relied on more passive development
strategies based on the export of primary commodities and which have there-
fore been highly vulnerable to strong fluctuations in world prices and demand.
It is true that remittances from migrants suffer from the same vulnerability
in Bangladesh, yet they have only been a secondary engine of growth. Unlike
RMG exports, they contribute to overall growth essentially by boosting aggre-
gate demand and therefore the sectors oriented towards domestic demand.”
However, that the stock of Bangladeshis working abroad has been continu-
ously increasing over the last To—15 years is not a positive sign with respect to
the capacity of the economy to absorb its labour surplus.

Another favourable aspect of development is the relative autonomy of the
country with respect to external financing. Bangladesh’s dependence on foreign
finance flows, most notably official development assistance, is much less than
it was before the mid-1990s.> Because this reduced dependence is narrowly
linked to the rising importance of foreign remittances, however, vulnerability
to shocks in countries that host Bangladeshi migrant workers remains an issue,
as illustrated by COVID-19.

Apart from the successful development of manufacturing exports,
Bangladesh exhibits many of the characteristics and weaknesses of less
dynamic, low-income or low middle-income countries. This is most notable
when considering the size and low productivity of the informal economy, as
well as the size and role of the public sector. Atrophied by an exceptionally low
average tax rate, a restricted fiscal space hampers the delivery of public goods
in desirable quantities and of desirable quality, and, in particular, slows down
the accumulation of infrastructure and human capital that are required for
sustainable development. In addition, the civil service is not working properly

* This economic diagnostic much resembles the one drawn 1o years ago by Mahmud e al. (2008),
which suggests a continuity in Bangladesh development that is infrequent in developing coun-
tries at a similar stage of development.

3 The importance of aid in the first two decades after independence was such that it led Hossain
(2017) to title her recent book on the ‘Bangladesh surprise’ The Aid Lab.
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and is highly corrupt, the business environment is poor, and the regulation of
the economy, including taxation and the supervision of the banking sector, is
dysfunctional.

Social development appears better, but from the public policy point of view,
it also shows weaknesses. Whereas undeniable, and in some respects impres-
sive, progress has been made in primary school enrolment, partly thanks to an
early conditional cash transfer programme,* levels of learning achievement are
unsatisfactory. Public healthcare expenditures are extremely small. In these
social areas, the failures of the state have been partly compensated for by an
extremely dynamic non-governmental organisation (NGO) sector that has
gained global recognition. Yet achieving real social progress that covers the
whole population depends on adequate public policies. In brief, there is a real
discrepancy between Bangladesh’s growth achievements through the RMG
sector, on the one hand, and the situation of the rest of the economy, as well as
social achievements, on the other.

These weaknesses might soon become of even greater consequence, as
Bangladesh confronts major challenges in trying to maintain its development
momentum in a global context very much affected by the economic conse-
quences of the COVID-19 pandemic. As a matter of fact, the growth rate of
RMG exports — as well as that of remittances — has slowed down over recent
years, even before COVID-19. The same is true of agricultural productivity.’
GDP growth rate in Bangladesh, though still positive, dropped by around
5 percentage points in the 2020 COVID-year. Also, total exports declined by
around 17%. Several threats hover over RMG exports, including growing com-
petition between low-wage countries, rising mechanisation that reduces the
comparative advantages of developing countries, stricter regulations of labour
conditions imposed by foreign clients, and the loss of least developed country
(LDC) trade preferential status with advanced countries. It is thus far from cer-
tain that Bangladesh will be able to keep on increasing its global market share
in RMG. Since there is additional uncertainty about — or at least significant
variability of — the volume of foreign remittances, expanding exports through
diversification, both within and (most importantly) outside the RMG sector,
has become essential for sustaining the country’s development momentum.
Such a strategy requires adequate measures and a well-articulated industrial
policy, which is presently missing. The need for diversification is recognised
in several official planning documents, but the strategy for reaching that goal
is not well designed or implemented. The reasons for this situation will be
analysed later.

4 The Primary Education Stipend programme, which replaced the Food For Education pro-
gramme, was launched in 1993.

5 Which raises some doubts about recent estimates of GDP growth rates. See https://bdnews24
.com/economy/2018/04/09/where-is-the-source-of-growth-wb-asks-casting-doubt-on-
bangladesh-s-gdp-projection.
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C Bangladesh’s Institutional Performance in Global Rankings

As discussed above, Bangladesh experienced turbulent political times between
independence and the early 2000s. Most indicators describing the institutional
environment and the political and socio-economic conditions of the coun-
try show a strong overall improvement has taken place since then.® Even an
indicator measuring the control of corruption has improved. Yet the broad pic-
ture is much less encouraging when we compare Bangladesh to other countries
today, even when the comparison is restricted to developing countries.

According to most synthetic institutional indicators, Bangladesh is in the
bottom 20% of global country rankings for all institutional dimensions, and
even in the bottom 10% for some of them. Despite its growth performance, it
is behind - on all dimensions — many developing countries with a comparable,
or even lower, GDP per capita.

This disappointing performance is not uniform, though. If Bangladesh
appears as particularly weak in areas like ‘bureaucratic quality’, ‘rule of law’,
‘land issues’, and, to a lesser extent, ‘human rights’, its relative performance
is less disappointing in regard of the democratic functioning of the country
and the business environment it offers to investors. It is interesting that these
relative strengths relate to two key features of Bangladesh’s development: the
maintenance of political stability over the last 10 years or so, and the surge of
manufacturing exports in the RMG sector since the turn of this century. This
observation may raise some questions about the causality of the relationship
between institutions and development. Indeed, relatively better achievement
on the business environment are likely to have resulted from the success of the
RMG sector, rather than having caused the latter.

These rankings must be viewed with some caution, though. On the one
hand, Bangladesh does not appear to be fundamentally different from other
countries when the ranking is made conditional on the level of development.”
If it underperforms relative to other countries in most areas, this is often by
a narrow margin. It even does better with respect to the business environ-
ment. On the other hand, global indicators are rough measures of governance
and institutional quality and may miss important details that might change
the overall judgement to which they lead. In any case, it is largely on the
basis of these indicators that the idea of a ‘Bangladesh paradox’ was formed:
Bangladesh appears as a country with impressive economic growth perfor-
mance but weak institutional performance. It is precisely because there can be
some doubt about the reliability of institutional indicators in global rankings
that we need a more detailed, and probably more nuanced, view, based on the
sort of institutional diagnostic that is undertaken here.

¢ Although, the performance on some of those indicators, such as Voice and Accountability or
Political Stability, has deteriorated slightly following the widely criticised election in 2018, and
the outbreak of COVID-19 in 20719.

7 See, for instance, Asadullah ez al. (2014) and Chapter 3.

https://doi.org/10.1017/9781009284677.021 Published online by Cambridge University Press


https://doi.org/10.1017/9781009284677.021

342 Francois Bourguignon et al.

D Bangladesh’s Institutional Performance Based
on the Views of National Decision Makers

To obtain an idea of how local decision makers assess their country’s institu-
tions, a Country Institutional Survey (CIS) was administered to a number of
selected decision makers in various areas of activity: business, farming, poli-
tics, academia, the judiciary, the army, and civil society.® The survey was com-
plemented by interviews with top decision makers and policymakers, so as to
provide more detailed insights about Bangladesh’s institutional functioning.
Fortunately, key opinions on institutional strengths and weaknesses expressed
in the survey and the views and recommendations of top stakeholders in open-
ended discussions proved to be broadly consistent with each other.

In the first place, it should be stressed that the CIS resulted in a ranking
of problematic institutional areas similar to the one derived from exploiting
cross-country institutional indicator databases. In broad accordance with the
picture emerging from the global indicators describing the democratic func-
tioning of the country, the two areas found by the respondents to be the least
unfavourable to Bangladesh’s development are the business environment and
the political system. This convergence between the views of insiders, that
is local decision makers, and those of the international experts behind the
cross-country indicators, is rather reassuring as it suggests that both approaches
to detecting institutional strengths and weaknesses are credible.

The identification by survey respondents of problematic institutional areas
did not prove to be particularly informative, because of rather small differ-
ences in their assessment across areas. Detailed evaluations of each area in the
survey were much more informative. Respondents clearly put the ‘civil service’
and the ‘treatment of land issues’ at the top of the list of ill-functioning institu-
tional areas, closely followed by the ‘political and administrative management’
by the executive.

Interesting results were obtained from questions related to specific sub-domains.
The following weaknesses were especially stressed by our respondents:

 ubiquitous corruption (electoral, business, recruitment to the civil service);

 executive control over legal bodies, the media, the judiciary, and the bank-
ing sector;

 inadequate coverage of public services;

e the number and intensity of land conflicts; and

e gender discrimination.

Some institutional aspects were found by the respondents to be rather satis-
factory, though not always without some contradiction with other judgements.
Among them were the development of a middle class, a feeling of national
pride, the quality of public policymaking, and the positive role of informal

8 Similar versions of this CIS were carried out in Tanzania and Benin.
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arrangements. The latter’s importance was emphasised with special force, par-
ticularly in regard to dealings with the administration and the enforcement
of contracts. In these two domains, informal channels and procedures were
deemed to provide an effective alternative to deficient formal channels. This
assessment fits well with the expressed distrust of central institutions, such as
the judiciary, and the repeated denunciations of corruption.

Finally, the opinions expressed by key informants generally confirmed those
of the CIS respondents. This is particularly evident in the fact that the former
emphasised the low administrative capacity of the Bangladeshi state, corrup-
tion, and the ineffectiveness of the judiciary. But these informants also enrich
our knowledge by pointing to sectors of activity where those weaknesses were
considered by them to be most salient. Of special importance here is their
emphasis on the weakness of industrial policy and the resulting lack of diversi-
fication away from the RMG sector, allegedly because of the disproportionate
influence of the RMG’s business elite. The weak regulation of the banking
sector, as evidenced by the pervasive and growing incidence of non-performing
loans (NPLs), and the lack of autonomy of the Central Bank are other severe
institutional flaws that negatively affect efficiency in this key sector of the
economy. Failures in the way land conflicts are handled by the state and its
administration are also revealing of a missing sense of direction on their part,
with negative consequences for land allocation from the double standpoint of
efficiency and equity.

E Some Critical Areas

Chapters 4—9 consist of thematic studies that focus on specific areas that were
found to be critical on the basis of Chapters 2 and 3. For reasons of space,
these areas do not cover the whole range of issues that were pointed to by CIS
respondents and key informants. They were chosen because they are of direct
importance for development per se, or because they provide a focus on the
working of specific institutions. These areas are as follows:

o the RMG sector, and the difficulty of diversifying manufacturing exports;

e the failure of the regulation of the banking sector, and the problem
of NPLs

« the design and collection of taxes;

e primary education as a major component of public expenditures;

e the management of land issues, including the special economic zone (SEZ)
policy; and

e the judiciary and the treatment of land litigation cases.
In Sections IL.E.1-IL.E.6 for each in-depth study, a brief summary is offered

of what they reveal about the functioning of Bangladeshi institutions, the root

causes of their inadequacy, or (in some cases) the way their weakness can be
bypassed, and their development consequences.
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1 The Success of the RMG Sector and the Failure to

Diversify Exports

How was Bangladesh able to increase the volume of RMG exports from
virtually nothing in the early 1980s to a total value of US$ 30.6 billion in
2017/18 — becoming, in the process, the second largest exporter of RMG in the
world? What were the institutional arrangements — both formal and informal -
which facilitated this remarkable transformation and which made the RMG
sector such a powerful driver of economic growth, and, reciprocally, how has
the growth of the RMG sector itself affected Bangladeshi institutions? And,
perhaps most importantly of all, what does the future hold for the sector and
the economy as a whole?

This concern about the future is fundamentally a question of sustainability.
It reflects an awareness that the growth of the RMG sector was driven by a
number of opportunities and advantages, each of which is under severe and
increasing pressure. These include international trade agreements, Bangladesh’s
preferential LDC status, a political economy environment that, though clien-
telist, was nonetheless competitive, a suppressed labour regime, and simple,
labour-intensive technology.

But, as emphasised in both the chapters by Selim Raihan and in the
comments by Jaime de Melo, there are further concerns about the RMG
industrialisation model itself, and in particular the (lack of) export diver-
sification. Indeed, it is argued that the strength of the RMG sector not
only reflects the weaknesses of other sectors but is, in fact, also a cause of
those weaknesses. It also fundamentally calls into question the pathway of
industrial development and structural transformation that Bangladesh has
embarked upon. Is Bangladesh’s lack of export diversification a symptom of
a deeper malaise — a set of institutions which may have generated success in
the past and yet may now be acting as powerful constraints on development
in the future?

Three main economic outcomes of the surge of the RMG sector are high-
lighted in the chapter by Raihan. The first of these is the structure and perfor-
mance of the sector itself, both in terms of the growth of the sector and the
nature of its production (e.g. the changing composition of products from woven
to knitwear) and the production process (e.g. the adoption of subcontracting,
the current trends towards labour-saving automation, and the low-value and
basic quality of much of the production). The second is the way in which the
sector dominates Bangladesh’s export basket, and how weak other sectors have
been: it is striking how Bangladesh’s export concentration is higher than that
of other country groups, and significantly less diversified than developing man-
ufacturing exporters, and, in fact, not more diversified than some low-income
commodity exporters. And the third and final observable outcome is the quite
extraordinary management of the labour regime in the RMG sector, in which
long working hours, low wages, a lack of regular contracts, and systematically
hazardous working conditions are commonplace — as dramatically illustrated
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by the Rana Plaza disaster.” Trade unions have been suppressed and union
organisers intimidated: wage negotiations, such as those conducted through
the Wage Board, do not have proper worker representation.

The institutional issues behind these economic and social consequences
are complex. The RMG sector was able to benefit from the presence of cer-
tain institutions and to exploit the absence of others. The growth of the sec-
tor was, in the first instance, crucially dependent on the international trade
regime in textiles and clothing, such as the Multi-Fibre Agreement (MFA)
system of quotas. This not only created reserved market opportunities for
Bangladesh and other countries but also provided incentives for international
collaboration — with South Korean companies, for example. Over time, the
sector became extremely competitive and was able to regularly increase its
share of the global market. To achieve these results, it was able to obtain
a series of favourable ad hoc measures from successive governments — these
included export performance benefits, the bonded warehouse system,™ sub-
sidies of various kinds, tax exemptions, export credit guarantee schemes, and
export-processing zones. In effect, the RMG sector was, for several decades,
the primary focus of Bangladesh’s de facto industrial policy, thus leading to a
remarkably high degree of export concentration. From the outset, the RMG
sector also crucially benefited from the absence of vigorous formal institutions
that could defend industrial labour rights. This privileged status has continued
during the COVID-19 episode, with RMG able to monopolise the benefits of
the government’s economic stimulus package, and to successfully lobby for the
reopening of factories and suspension of lockdown measures so as to minimise
the disruption to the industry.

The evidence suggests that the very same institutional features which
enabled the growth of the RMG sector are missing in other sectors — that there
is not the same organisational capacity for industry leaders to participate in
collective bargaining with the state, while key policy instruments are biased in
favour of RMG and against other sectors, such as leather: think of the bonded
warehouse scheme, or of the exchange rate policy, which has not been used
to help industrial diversification, or indeed the policy response to COVID-19,
which did very little to help MSMEs, in particular. It may also be the case that
rent opportunities comparable to the MFA environment in the development of
the RMG sector are not available in other activities, in which case they might
have to be provided through a consistent industrial policy. However, in a time
when the dominant RMG sector is experiencing several weaknesses and facing
serious challenges, its politically powerful business class may not agree with,
and may even block, any change in the present informal policy framework.

9 In April 2013, more than 1,000 workers died when the factory building collapsed.

° By which exporters are practically exempted from import duties on intermediate products. On
the asymmetry between the RMG sector and other manufacturing exporters with respect to
that facility, see Babi (2020).
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Despite the fragility of the current situation, this diagnosis of Bangladesh’s
industrial development demonstrates many important points. First, the suc-
cesses of the RMG sector show that Bangladesh has developed and retained
significant organisational and firm capabilities, as well as an entrepreneurial
class. However, it must now channel those capabilities into other sectors.
Second, it shows that industrial policy within a ‘deals environment’"" can be
highly effective at an initial stage of industrial development, but care must be
taken not to consolidate existing patterns of rent-seeking within a single sec-
tor, but rather to support dynamism and innovation. Third, transparent and
non-politicised formal institutional structures responsible for industrial policy
are needed to achieve this. They were — and still are — missing in Bangladesh.
And fourth, if economic development is possible within a mostly informal insti-
tutional environment, such a context is inadequate as regards establishing and
maintaining a social contract by which all stakeholders, including workers,
commit to well-defined development strategies and are guaranteed to receive
their fair share of the benefits. Such a contract is necessary for the long-run
social sustainability of development strategies and requires formal institutions
rather than an informal set of deals, even if the latter have proven temporarily
successful.

2 Governance Failures and the Political

Economy of the Banking Sector

At intermediate stages of development, the banking sector is of crucial impor-
tance through the role it may play in collecting savings and efficiently allocating
investment resources in the economy. Bangladesh is at a stage where the sector,
which was initially completely state-owned, has been substantially privatised,
and several new banks have recently been licensed. Yet some important banks
or financial institutions remain in the hands of the state, leading to a kind of
dual structure of the whole sector. If, overall, the sector has been, and still is,
effective in supporting the development of the RMG sector, it also shows major
weaknesses and exhibits serious failures of regulation, most notably apparent
in recurrent excessive NPLs. Often caused by fraudulent behaviour rather than
problems of profitability, NPLs exert adverse effects on the efficiency of the
economy, reinforce the culture of corruption in the country, and contribute to
rising inequality.

The chapter by Hassan, Bidisha, Mahmood, and Raihan provides an over-
view of the performance and challenges of the banking sector in Bangladesh
by looking at its structure, several financial performance indicators (includ-
ing the NPL ratio), the efficiency of private banks, and the development
implications of weak institutions. This chapter also explores the political
economy of the whole sector and examines types of governance failures.

T See the definition of this concept, borrowed from Pritchett et al. (2018) in Chapter 1.
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The comments by Thorsten Beck emphasise key reforms needed in the gov-
ernance of the sector, including the full de jure and de facto autonomy of the
central bank — the Bangladesh Bank — and the divestiture of the Government
from nationalised commercial banks. He observes that policy suggestions
were made in the mid-2000s in that direction, but as confirmed in the chap-
ter by Hassan et al., no progress was made, and the situation even became
worse.

If the banking sector apparently provides a volume of credit to the econ-
omy that seems comparable in relation to GDP to levels observed in compara-
tor countries, its management performance is mediocre. In 2017, Bangladesh
ranked 147th out of 179 countries according to the international Z-score,
an indicator of the probability of default of the whole banking system. Its
Z-score was also the lowest among the South Asian countries. This bad per-
formance is related to the low quality of the sector’s lending operations.
Through regulatory and policy capture, political patronage often leads to
unproductive loans, or simply loans that bankers know will never be repaid.
Also, cases of embezzlement through legal insider lending — i.e. to the bank’s
owners or their family — have been reported. NPLs, and the frequent need
for monetary injection in state-owned banks or bailouts of private banks, are
the manifestation of these governance failures of the whole sector, foreign
commercial banks aside.

It may seem surprising that, despite these major weaknesses, the bank-
ing sector was able to financially support the major driver of the econ-
omy, the RMG sector, in the first place. RMG firms, as well as certain big
import-substituting industries — for example cement, steel, and textiles —
received a significant proportion of the loans disbursed. These loans, most
often granted with extremely favourable conditions, are another example
of the sort of ‘deals’ made between powerful entrepreneurs and the banking
sector, possibly under the pressure of the political elite. Meanwhile, other
export-oriented non-RMG sectors, such as the leather and the agri-processing
sectors, faced difficulties in securing bank loans, or obtained them but with
much harsher conditions attached.

NPLs have been a major concern in the banking sector ever since inde-
pendence. They represented 25% of outstanding loans in the early 1990s,
but that rate exploded at the end of that decade, reaching 41% in 2000.
Effective reform measures were then taken, in part under the pressure of
the International Monetary Fund, but also as part of an anti-corruption
policy led at that time by the BNP government. The ratio was successfully
brought down to around 6% by the late 2000s, but it increased again and
has practically doubled since then. Initially, NPLs tended to be concentrated
in state-owned banks, but in recent years, they have been on the rise in pri-
vate commercial banks too. Besides affecting banks’ prudential ratios, they
contribute to higher interest rates, and reduce private investment, outside the
sectors that benefit from favourable deals. Overall, this situation undermines
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the prospects for export diversification, as well as future economic growth,
in a non-negligible way."*

A major institutional weaknesses of the banking sector in Bangladesh is the
lack of autonomy of the central bank in regulating the sector, because of the
clear subordinate position of the governor with respect to the Government
and, through political links, private bankers. As a result, regulation is essen-
tially ad hoc, implying that most often required action is not taken against
malpractices committed by commercial banks. Dual authority in the banking
system, by which state-owned banks are governed by the Banking Division of
the Ministry of Finance and private banks are under the purview of the central
bank, is another factor leading to ineffectiveness in the regulation of the whole
system. There are also issues with the rising political influence of the BAB,
the Bangladesh Association of (private sector) banks. The recent amendment
of the Banking Company Act, which provides for the removal of several con-
straints governing the boards of private banks, reflects this influence.

With the emergence of COVID-19, a further consequence of the institu-
tional weaknesses in the banking sector has become apparent — namely, the
significant problems Bangladesh has experienced in disbursing funds, both
to support firms and as social protection for vulnerable households. These
issues — and the inequalities they expose, in the sense that smaller firms and the
poor are disproportionately affected — continue to skew the recovery.

3 Taxation and the Difficulty of Tax Reforms

At 8.6%, Bangladesh is among the countries with the lowest overall average
tax rate — that is the ratio of tax revenue to GDP. It follows that its fiscal space,
that is the capacity to spend on public goods and correct rising income inequal-
ity, is extremely limited. The low average tax rate results from both low nomi-
nal tax rates and a low rate of tax collection, itself due to pervasive tax evasion
(often with the paid support of tax collection personnel) or to tax exemptions
generously granted by the Government to its supporters. In addition, albeit in
a limited way, taxation distorts economic incentives, either directly through
non-uniform tax rates that favour some sectors or firms and penalise others, or
indirectly through exemptions and evasion.

The chapter by Sadiq Ahmed on taxation identifies and evaluates the insti-
tutional causes of these failures of the tax system. It also explores the reasons
behind the difficulties that have surrounded previous attempts at tax reforms
and the underlying political economy factors. It finally lists the most attractive
reforms in terms of increasing tax revenues, the effectiveness of tax collection,
and the redistributive impact of the tax system.

> It is worth stressing that, even a stable moderate NPL ratio may imply a sizeable positive annual
flow of new NPLs, depending on the recovery flow of old NPLs and the writing-off of some
others. In Bangladesh, a stable 10% NPL ratio and a recovery plus write-off rate as low as 20%
implies a new NPL flow equivalent to around 1% of GDP being diverted from investible funds.

https://doi.org/10.1017/9781009284677.021 Published online by Cambridge University Press


https://doi.org/10.1017/9781009284677.021

The Bangladesh Institutional Diagnostic: A Synthesis 349

Tax revenue represents a little less than 90% of the Government’s reve-
nue in Bangladesh. Over the past decade, tax revenue in proportion to GDP
has slightly declined and, as just mentioned, has remained well below inter-
national norms, that is less than 9% (vs. 17-18% on average in developing
countries). Such a low tax rate, and the low level of non-tax revenue, severely
constrains public expenditures, which, again by international standards, are
extremely low, particularly with respect to education and public health. The
gap between total expenditure and total revenue is actually widening, forcing
the Government to increasingly borrow from the domestic economy, with the
risk of causing a crowding-out of private investment.

With the present tax to GDP ratio, the Government is unable to spend as
much as needed on social sectors or on infrastructure — a situation that seems
likely to worsen due to COVID-19. For quite some time already, a political
consensus seems to have emerged regarding the dire need to increase taxa-
tion. The recent Government’s long-run plan, the Perspective Plan 2041, even
includes doubling the tax to GDP ratio over a 1o-year period. However, no
progress has been recorded so far. Worse, a well thought out reform of the
value-added tax (VAT) was buried several years ago.

Low administrative capacity, limited technical innovation (digitalisation), a
high degree of administrative fragmentation, significant human resource con-
straints, tax evasion, corruption of officials, and strong lobbying by business to
obtain exemptions are the main problems responsible for the low level of tax
collection in comparison to the revenue that would be obtained with full com-
pliance. The actual revenue of VAT among registered firms is only 12% of its
nominal potential. The proportion is only between 20% and 30% for personal
income tax, since many potential taxpayers, including many ultra-rich people,
remain outside of the tax net or pay very few taxes. Likewise, numerous firms
or economic sectors that can well afford to pay the corporate tax are either
fully exempted or enjoy substantially reduced tax rates.

If tax collection is one obstacle to higher tax revenues, the structure of taxa-
tion is another. This structure distorts economic decisions and the allocation of
resources, and, in some cases, discourages compliance. For instance, the multi-
plicity of corporate tax rates may give wrong incentives to investors — although
effective rates may differ substantially from official rates because of special
deals between business managers and the state. The income tax return process is
unduly complex, with a marginal tax rate that depends on the wealth of the tax-
payer. The VAT rate is 15%, but 1o lower rates are in place for specific services.

Tax policies should aim at horizontal and vertical equity: individuals in sim-
ilar financial circumstances should be taxed at the same rate, and individuals
with different abilities to pay should be taxed at a rate that increases with their
income. In Bangladesh, the culture of tax avoidance works against horizontal
equity, whereas the heavy reliance on indirect taxes and the pervasive inci-
dence of income tax evasion cannot prevent vertical equity from declining or
income inequality from rising.
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The failure of the attempt at reforming the VAT in 2012 illustrates the
strength of political economy constraints on tax reform. The reform was quite
advanced, and a law was even passed, to be implemented a few years later. At
the last moment, however, the implementation was postponed under the pres-
sure of the Federation of Bangladesh Chambers of Commerce and Industry.
The postponement then proved indefinite — although a new reform is appar-
ently being prepared although, according to experts, it is unlikely to be as
effective.

The resistance to tax reform does not come only from politically powerful
taxpayers: it also comes from civil servants in the National Board of Revenue
(NBR), who do not want to lose their sources of rent: for instance, digitalisa-
tion and computerisation would prevent them putting pressure on taxpayers or
offering them illegal rebates against the payment of bribes. In some cases, there
may thus be a coalition of interests on both sides of the tax system against
reforming it.

The reforms that are needed are well known. Christopher Heady gives a
useful list of them in his comments on the tax chapter — for example, the advice
to avoid in vivo contacts between taxpayers and tax collectors (!). Yet most of
these reforms would likely meet resistance from the sort of coalition mentioned
above and would therefore be blocked in the absence of a strong political will
at the centre of government.

4 Primary Education

Primary education, which is the foundation on which the education system is
built, has long been recognised, both in Bangladesh and internationally, as a
key public policy priority. As such, spending on this area in Bangladesh rep-
resents a sizeable part of public expenditures. It also raises important insti-
tutional issues, some of them common to the delivery of public services in
general. It requires effective mechanisms for the recruitment, training, and
retention of teachers; the construction and maintenance of schools and other
infrastructure; the design and implementation of the curriculum; the monitor-
ing of progress, through inspections and examinations; and the creation of a
learning environment.

Taking an institutional view of the education system, as in the chapter by
Raihan, Hossen, and Khondker, is important for obtaining a proper under-
standing of the outcomes it produces and, more specifically, for determining
whether the system actually delivers learning beyond immediate goals, such as
increased enrolment. In this regard, Bangladesh’s impressive record of increas-
ing enrolment and achieving gender parity is tempered by the growing body of
evidence showing that learning outcomes for many of its children are very poor
indeed, although not poorer than those for children in India or Pakistan, as
stressed in Elizabeth King’s comments. This underlines the importance of look-
ing in-depth at the components of the system and the way they work together,
instead of relying exclusively on basic indicators, including enrolment and
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indicators measuring the nominal growth of the system. The main systemic
challenges identified in the chapter can be categorised as: (i) a complex coex-
istence of various actors; (ii) challenges related to resources; (iii) challenges
related to teachers and teacher management; and (iv) challenges related to the
curriculum and teacher training.

Regarding the first of these challenges, there are significant structural prob-
lems in the education system, whereby multiple actors are often faced with con-
fusing and sometimes conflicting divisions of responsibility. This applies not
only to overall ministerial control, in which three main ministries and several
smaller authorities have management roles with respect to primary schools,
but also to the devolution of responsibility across central, regional, and local
authorities. The presence of multiple actors in this complex system makes it
difficult to establish clear chains of accountability. At the level of resources, it
is striking that Bangladesh has one of the lowest rates of public expenditure on
primary education in the world (at 0.81% of GDP, it is well below the South
Asian average of 1.3%) and also one of the lowest rates of teacher pay (the
ratio of average teacher salary to GDP per capita is just under 1 in Bangladesh,
as compared to over 4 in rural India and slightly under 2 in Pakistan). If we
go beyond these headline numbers, we quickly discover that there exist serious
problems in teacher quality, qualifications, and motivation, as well as many
infrastructural deficiencies, in the form of badly maintained schools and a lack
of adequate teaching materials, in particular.

In terms of the mechanisms for teacher training and recruitment, there
are numerous institutional problems, as reflected in bribery, nepotism, and
widespread corruption, including undue political influence. The recruitment
of teachers is often distorted by the selective leakage of written exams, while
the payment of bribes often serves to decide which teachers will be transferred
to Dhaka. As with other institutional areas in Bangladesh, such practices are
enabled by a dysfunctional level of oversight, monitoring, and accountability,
which they in turn reinforce. There are such low expectations as regards being
held to account that corrupt practices, such as paying bribes to get a trans-
fer, or other sorts of unacceptable behaviour (such as teacher absenteeism),
are virtually normalised. Finally, among all the structural problems, there is
the curriculum itself and its implementation through examinations such as the
Primary Education Certificate (PEC). This exam-oriented focus, it is argued,
favours rote-learning and drills and does little to encourage the development
of creativity, a sense of criticism, and reasoning.

Although the problems in Bangladesh’s education system, and indeed in
its public services more generally, are both severe and deep-rooted, there are
various reforms which could and should be undertaken. The historically low
budgetary allocation towards primary education suggests that an increase
in resources to the sector ought to be a major political priority. Improving
teachers’ pay and career profiles, in particular, should raise the overall level
of candidates for teaching positions, even though, as stressed by King, such
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a measure should come with an adjustment in the structure of base pay, to
guarantee efficiency gains. While increased resources as such will not solve
all of the problems, the analysis identifies key areas in which they might gen-
erate the greatest effects, including ensuring teacher quality and motivation
through improved salaries, career progression, and training; addressing the
longstanding inadequacies in infrastructure; and investing in curriculum
reform to move away from superficial certification towards a more substan-
tive learning-oriented model. As with other areas of reform, the experiences
of COVID-19 have only reinforced these conclusions — in trying to mitigate
the negative impacts of school disruption experienced by a whole generation
of children,'? there can be few higher priorities than investment in education.

5 Institutional Challenges in Land Administration

and Management in Bangladesh

Land markets raise important institutional issues in many developing countries
but especially so in Bangladesh, as land is so scarce and the population is so
large. Institutional problems may arise in two senses: first, land arrangements
may function sub-optimally as a means of allocating land in an equitable man-
ner and of securing property rights; and second, allocation of land between
traditional and modern uses, such as agri-business or some other industrial
activity, may be distorted. The chapter by Raihan, Jalal, Sharmin, and Eusuf
analyses both aspects, making a distinction between the operations of institu-
tions (e.g. politicised land administration) and their outcomes (e.g. inequitable
allocation of land, constrained industrial development).

The most immediate institutional land issues are purely administrative: a
lack of proper records, an absence of digitisation, poor levels of infrastruc-
ture, external administrative issues, such as the lack of coordination between
ministries, administrative complexities, such as unidentified kbas'# land; lack
of transparency and information; congestion of land disputes; and extended
corruption in various forms.

In understanding why these institutional issues should be so persistent and
difficult to reform, despite being so readily identified, it is necessary to look
deeper into the specific historical and political context, in which the tension
between equity and efficiency is a recurring theme. The historical context
matters because the weaknesses in the current land administration system
are, in part, a legacy of the piecemeal way in which the law evolved through
the pre-colonial, colonial, Pakistani, and post-independence eras. The politi-
cal context matters because at each stage in this process, land reforms have
been subject to political pressure in their design and have generated political

3 Schools in Bangladesh were closed for almost 18 months between March 2020 and August
2021, one of the longest closures in the world (see www.unicef.org/bangladesh/en/press-releases/
future-37-million-children-bangladesh-risk-their-education-severely-affected-covid).

4 Unallocated publicly owned land.
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effects in their operation. Very often what this has meant in practice is that
land reform has been intended to promote equity (e.g. awarding land to land-
less peasants) but has not been implemented fully or its implementation has
been resisted or subverted by local elites. In some cases, land reform may
have been used for political purposes (e.g. dispossessing indigenous people in
the Chittagong Hill Tracts). The institutional issues regarding land reform are
therefore inseparable from the political economy. However, although policy at
a national level is important in institutional terms, it is at the local level that
the most decisive institutional effects occur. Here we see something similar to
the ‘deals environment’, in the sense that informal deals, involving low-level
corruption, nepotism, and the interference of business elites acting through
political parties, rather than formal management, underpin land transactions.
Consequently, the process of land administration has not only been captured
by elites but has also become resistant to change, as political elites have a
vested interest in obstructing reform or effective regulation, and the more the
system works in their favour, the greater their resistance to reform.

There is an inherent tension between the equity/distribution aspects of land
reform and those of efficiency/growth, which can manifest itself in several
ways. Although land regulation may be subject to capture by local elites, the
main purpose of such regulation is to protect the rural poor through the secur-
ing of land rights. The extent to which it might result in smaller farms, and
what effects the size of farms might have on productivity — as asked by Dilip
Mookherjee in his comments — is one channel through which institutional prob-
lems relating to land might constrain economic development. Alternatively,
the pursuit of economic objectives might distort the equity-promoting goals
of land-allocating institutions. Fragmentation of landholdings also presents
industries and investors with information problems in regard to purchasing
land, when both the value of land and the identities of those who hold it may
be hard to determine because of highly imperfect land operation registers. In
some cases, coercion has been used to force unwilling sellers to sell their land -
a practice that is not only unfair to the sellers but also biased in favour of those
purchasers who possess political connections. The result may be the shutting
out of investment by those who are deprived of the right connections.

Another important channel is the use of land itself for economic purposes,
such as the promotion of agri-business or industrial development through the
designation of SEZs. It is with the latter that the final section of the chapter
by Raihan, Jalal, Sharmin, and Eusuf is particularly concerned, illustrating the
link between land and industrial strategy. How are Bangladesh’s attempts to
use SEZs in order to create an attractive investment climate, foster innovation
and entrepreneurship, and diversify its economy, enabled or constrained by its
land allocation mechanisms? This chapter offers a detailed analysis of these
issues, especially through the mechanisms of land acquisition and compen-
sation. As with the land management system, the institutional mechanisms
of acquisition and compensation are subject to a range of corrupt practices,
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which in turn create vested interests that resist change and a bias towards polit-
ically connected purchasers, or towards those willing and able to pay bribes.
Such an environment is inimical to a good business climate and undermines the
strategic economic purpose of the SEZs.

In summary, the institutional issues that constrain both the equity and
efficiency objectives of land management come, in the first instance, from
inadequate and sometimes outdated administrative frameworks. There is
little political will or state capacity to reform or effectively regulate these
frameworks. In addition, the system is opaque — it is often very difficult to
get accurate information, especially for the poor — and there is little trans-
parency or accountability. These are specific political economy problems,
often arising at the local level, in which informal deals substitute for efficient
institutional practices, and have the effect of entrenching the political status
quo. A range of institutional reforms are recommended, from updating and
improving the land survey to digitising records, to achieving a higher degree
of state coordination, and to improving the mechanisms through which com-
pensation is awarded for land acquisition. Of course, the aforementioned
political economy issues themselves constitute barriers to such reforms, as
does the resistance of the civil service, which are afraid to lose rent-seeking
opportunities. This being said, initiating a dialogue around the value of
reform is an important step on the way to building the political will needed
to overcome these obstacles.

6 Judiciary and Land Dispossession Litigation

In Bangladesh, as in most developing countries, landlessness is often synon-
ymous with poverty, and often extreme poverty. Landlessness has greatly
increased in Bangladesh, with the proportion of landless rural workers or pure
tenants surging from 45% to 65% since 2000 (Sen, 2018). Moreover, a survey
conducted by the MJF (2015) found that around 70% of households reported
losses of land in the last 10 years, with 17% reportedly the victims of land
grabbing. How such practices can be curbed and how they can be dealt with in
the judicial sector are crucial questions.

The chapter by Ferdousi, Islam, and Raihan provides a narrative analysis
of the process through which involuntary land dispossession takes place in the
socio-economic context of Bangladesh, and the relative inability of the judi-
ciary to resolve such cases. It also provides information about the way the judi-
ciary works in general — another aspect of ‘state capacity’ where Bangladesh
appears relatively weak, for both logistical and institutional reasons. Logistical
reasons relate to a lack of resources, whereas institutional reasons relate to the
way the judiciary is influenced by both political and economic interests, as well
as the fact that most actors in the judiciary extract rents from the system and
act, almost collusively, to maintain its dysfunctionality.

Despite a constitutional mandate for the separation of the judiciary
from the executive organs of the state, the judiciary still remains somewhat
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vulnerable to political manoeuvring and vested interests. As noted by Jean-
Philippe Platteau in his comments, this is already true at the highest level of the
system, as supreme court judges are nominated by the Ministry of Law, Justice
and Parliamentary Affairs, thus making them vulnerable to political strategies.
A 1999 Supreme Court ruling that the Government must strictly implement
separation of the judiciary and the executive was never fully executed. Political
interference is also observed at the local level in instances of land disposses-
sion. In several cases reported in this chapter, the final judgement is directly
influenced by political pressure. It may also sometimes happen that political
pressure aims at indefinitely postponing a final judgement.

A second general weakness of the judiciary is the increasing backlog of unre-
solved cases, due mainly to a lack of capacity and resources. In Bangladesh, civil
cases still follow century-old procedures which legally require manual recording
at each stage of the proceeding of a case. This consumes considerable amounts
of time and the dependence on manual paperwork contributes to an increasing
backlog. Delays are compounded by the fact that records of previous stages
are often lost from the registers, which further impedes cases. Other factors
responsible for the slow processing of cases are the shortage of judges, poor
investigation by the police, an excessive number of adjournments, an absence
of witnesses, a lack of capacity of legal professionals, and failures in coordina-
tion among different administrative departments. A lack of authority to compel
clerks, advocates, litigants, or witnesses to comply with the due codes, rules, and
processes is another source of delay. Institutional failures in other administra-
tive areas matter too, especially in land management, as attested by the frequent
difficulty of obtaining appropriate records of land operations.

Another major cause of delay is the collusion between employees in land
administrative bodies, the judiciary, and law enforcement agencies, as well as
between numerous actors, including lawyers and clerks, which often has the
effect of delaying case resolution through multiplication of the procedures. A
simple land dispossession litigation generates a comparatively small amount of
rent through the bribes to be paid by the plaintiff or the defendants to clerks,
advocates, and judges, but the rent increases significantly if the whole process
can be slowed down, and the opportunities to extract a bribe are multiplied,
allegedly for the purpose of ‘accelerating’ the resolution of the case. A suspicion
then arises among the actors involved in a case that collusion exists that aims
to delay its conclusion. The higher the number of interactions between different
parties, the higher the amount of transaction cost and rents that can be extracted.

Ultimately, overcoming institutional inefficiencies in the judiciary of
Bangladesh will require a lot more than the usual generic reform agendas.
While there is a clear need for capacity building within the judiciary, other
urgent steps include a thorough review and proper amendments of the existing
laws in order to update century-long administrative practices and to establish
low-cost legal services for the poor and underprivileged. Most importantly, the
Government must strive to ensure a separation of powers between its executive
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and judicial branches, to uphold judicial independence at the central as well
as at the local levels. But ensuring judicial independence alone may not be suf-
ficient for proper enforcement of the rule of law. Forces that have an interest
in the status quo will fiercely oppose any reform in that direction, including
the actors who benefit from the low capacity of the judiciary system in charge
of land litigation. External interventions are required to break the collusion
among actors in land dispossession litigation cases, knowing that they will
oppose a reform that would threaten their way of generating rents.

III THE INSTITUTIONAL DIAGNOSTIC

Based on the material accumulated so far, the institutional diagnostic pre-
sented in this section is organised into the following three parts. First, looking
across the summaries of the preceding chapters, a list of three basic institu-
tional weaknesses is highlighted. These are common to all or several of the
areas covered above and are also consistent with the analysis of institutional
challenges based on cross-country indicators, and those based on the responses
provided by a number of decision makers in Bangladesh to the CIS. Second,
this list is then broadened in a so-called Diagnostic Table where the basic insti-
tutional weaknesses appear with their economic and social consequences on
one side and their proximate causes on the other, the latter being themselves
related to several deep factors. The reason for this juxtaposition is that the
identified weaknesses are often more the symptoms than they are the causes of
an institutional problem. A diagnostic must therefore start from the symptoms
in order to go to the root of the problems, and then to the possible remedies,
which depend themselves on which deep factors are at play. Third, based on
that comprehensive view of institutional challenges in Bangladesh, the three
basic institutional weaknesses are re-examined in the light of their relationship
with the rest of the diagnostic table, and with a view to considering potential
reforms, and their political economy context. Some proximate causes are also
subjected to the same reflection due to their particular role in affecting the
basic weaknesses, and the reforms they call for.

It is important to note that this diagnostic was originally conceived before
the emergence of the COVID-19 pandemic, and that it has, therefore, been nec-
essary to reassess the argument in the light of subsequent events. The conclusion
of that reassessment, however, is that the essential findings and structure of
the diagnostic are unchanged. Indeed, they are strengthened by an analysis of
Bangladesh’s experience of COVID-19. Not only are the three basic institutional
weaknesses and their proximate causes as pertinent as ever in terms of general
economic development, but in fact provide a useful means of understanding
why the pandemic affected Bangladesh in the way that it has, thus far, and in
anticipating the likely future challenges that the country now faces as a result.
The rationale for reform remains unchanged as a consequence, but the COVID-
19 crisis calls for some specific recommendations that we make explicit.
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A Three Overall Basic Institutional Weaknesses
of Bangladesh’s Development

The general feeling that results from the short summaries of the previous chap-
ters (see Section ILE) is that of a dichotomy in the recent economic history
of Bangladesh between remarkable growth achievements very much centred
on RMG exports, on the one hand, and deep weaknesses in most other sec-
tors, on the other. These deep weaknesses make the country comparable to
many low-income countries that have growth and development performances
far below Bangladesh’s. It is as though Bangladesh’s growth achievement has
created few incentives, and possibly even generated disincentives, for the rul-
ing elites to address major sources of inefficiency and inequity that coexist
with growth factors. The consequences of this neglect, in terms of the poor
functioning of the state, the poor delivery of public goods, the high degree of
corruption, and rising income inequality, were and still are politically manage-
able as long as the growth engines continue to raise living standards and reduce
poverty. On the other hand, institutional failures may become a prime obstacle
to further development if the slowdown that is presently observed in RMG
exports and remittances increases. Unfortunately, there are many reasons to
believe that this possibility may materialise, especially so in the present condi-
tions of a global economic crisis caused by the COVID-19 crisis. This makes
it all the more urgent to remedy the institutional weaknesses that presently
prevent the economy of Bangladesh from achieving better performance and
that might hamper necessary adjustments in the future.

The many problems mentioned earlier may be grouped into three overall
‘basic institutional weaknesses’:

» Supremacy of ‘deals’ over formal industrial (or development) policymaking

By this it is meant that industrial - or, more generally, development - pol-
icies and key investment or resource allocation decisions often result from
agreements, that is ‘deals’, made between the political elite in government
and the economic elite. These deals concern particular operations or pro-
grammes that are chosen on an ad hoc basis, meaning without reference to
some well-defined overall strategy. Deals relating to RMG exports yielded
positive results. Others did not, or prevented better options, like export diver-
sification, being taken. To be sure, deals are not necessarily incompatible with
formal industrial policies as long as they fit a well-defined general strategy and
the state keeps full control of the support provided to particular industries.
It is not clear, however, that the deals environment observed in Bangladesh
meets these requirements.

 Ineffective regulation

This refers to the difficulty the Government faces in regulating certain key
activities in order to ensure greater efficiency and equity in the economy. In
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some cases what is at stake is the legal framework for such regulation, which
may be outdated or otherwise unfit for the objective pursued, and in relation to
which reform attempts have consistently failed. In other cases, the framework
may be in place but there is not sufficient capacity to implement it. Examples
in the areas covered in this volume include the dysfunction of the banking
system, the failure to regulate labour conditions in a key sector like RMG, or
simply the dismal performance of taxation. Regulatory agencies in other areas
that are not covered in this volume may be equally ineffective.

o Weak state capacity

This major governance failure in Bangladesh takes different forms. Some are
readily apparent, such as the lack of public resources and therefore the limited
provision and low quality of public goods, the lack of skills in public service,
delays or high costs incurred in the provision of infrastructure, or an inefficient
administrative organisation. Others are more obscure, such as the high level of
corruption in most administrative clusters, which tends to make the delivery
of public services both inefficient and inequitable, reduces revenues, and often
discourages economic initiatives. Weak capacity is particularly patent in the
judiciary. A lack of resources and a high level of corruption make the judiciary
completely ineffective in major areas, especially in the protection of property
rights in agriculture.

To be sure, these three ‘basic institutional weaknesses’ are not independent
of each other. The ineffectiveness of regulation or the inability to integrate
deals with the business elite within a consistent development framework may
be considered as constituting weak state capacity. Deals themselves may be
viewed as the consequence of a limited state capacity, that is the lack of a
coherent and comprehensive perspective on development, or ineffective regu-
lation. Yet these three headings appear as a convenient grouping of the many
deficiencies pointed to in the chapters in this volume. At the same time, they
cover different aspects of the malfunctioning of the country’s institutions.

It is reassuring that these three basic institutional weaknesses conform
well with the general institutional weaknesses revealed by global institutional
indicators. It certainly comes as no surprise that global indices have ranked
Bangladesh in the lower part of the scale on indicators like ‘rule of law’ or
‘bureaucratic quality’. The basic weaknesses also match the opinions expressed
by the respondents to our questionnaire survey, and by the key informants
whom we interviewed. In this respect, the emphasis put by our interviewees
on the role of informal arrangements, that is ‘deals’, is worth singling out.
Nonetheless, the present institutional diagnostic will go much further than
these mechanical diagnostic tools in providing a deeper understanding of the
basic weaknesses of the institutional fabric of the country and of the way they
interact to impinge on the pace and structural features of national development.

A priori, many aspects of the three basic weaknesses could be corrected by
simple reforms. Auditing government policies and evaluating civil servants,
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enforcing penalties for corruption, changing the rules for appointing the gov-
ernor of the Central Bank, digitalising land records or judiciary decisions,
etc. are all reforms that are rather evident and could drastically improve the
institutional environment in Bangladesh and enhance its development. Yet,
for these reforms to be enacted, and successfully implemented, other con-
ditions must be met that most often involve political economy mechanisms
or more fundamental constraints on the society and the economy. The three
basic weaknesses set out above result from ‘proximate causes’ that need to be
identified, and which are themselves linked to ‘deep factors’ that are rooted
in the way the political system and the civil society work, in conjunction with
other possible exogenous factors. It is this complex relationship that will now
be explored.

B The Diagnostic Table

Table 10.1 offers a general view of the institutional diagnostic that the
in-depth analysis in this volume leads to. Starting from the three basic insti-
tutional weaknesses defined in Section III.A, the table can be read from left
to right, with the right-hand column showing the major economic and social
consequences of these weaknesses. It can also be read from right to left, with
a column showing the main proximate causes of the weaknesses and then a
column displaying the deep factors that ultimately determine the feasibility
of reforms that could correct the proximate causes and improving the institu-
tional context. While reading this table, it is important to notice that logical
implications go from column to column, not from one item in a column to the
item in the same row in another column. In other words, it is generally the case
that all items in a column depend on, or jointly determine, the items in another
column. It should also be kept in mind that the relationships between the items
in different columns, and within a column, may be circular. For instance, one
may hold the view that it is the success of the RMG export sector that has
made governments less attentive to regulatory issues, which in turn explains
the dysfunction of the banking sector and a sub-optimal allocation of funds
away from non-RMG potential export sectors.

There is no need to elaborate on the right-hand column of the table, which
is only a reminder of the major economic and social implications of the institu-
tional weaknesses discussed in the preceding section. What is new in the table
are the first two columns.

1 Proximate Causes for Institutional Weaknesses
Six items appear in the ‘proximate causes’ column. They are briefly discussed
here, while emphasising how they relate to the basic weakness column.

The ‘elite capture of the Government’ is particularly important for the
supremacy of deals over formal industrial policy, and, specifically, the role
played by the business class of the RMG manufacturing sector. As the sector
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TABLE 10.1 The institutional diagnostic table

Institutional Economic and social

Deep factors Proximate causes  weaknesses consequences
Political settlement  Elite capture of Supremacy Past successful

(political and government of ‘deals’ development based

industrial elites (e.g. RMG over formal on RMG exports

against labour) entrepreneurial industrial (and but threats to
Winner-takes- class) development) future growth

all electoral Weakness policymaking Excessive export

democracy of labour Ineffective concentration
Vertical structure organisations regulation Suppressed labour

of political Lack of resources - banking system regime

parties and skills in the - tax system Gender
Vibrant civil public sector - labour conditions discrimination

society Stable corruption ~ Weak state NPL: leakage of
Population equilibrium capacity resources

pressure on land - anti-reform - weak delivery Misallocation of
Role of donors coalitions of public goods investments
Contemporaneous - clientelism and services Unattractive

deep factors Inadequate - delays or high investment climate
Dominant party laws and costs incurred in  Abnormally low tax

politics administrative the provision of revenues
Dominance of the organisation infrastructure Limited quantity and

RMG sector and  Opacity and - corruption quality of public

sustained fast unaccountability - ineffective and goods (education,

growth

corrupt judiciary

infrastructure)
Rising inequality and
slowing down of
poverty reduction
Compensation for
limited public
goods by, and
poverty reduction
role of, NGOs
Inefficient shock
responsiveness

(COVID-19)

Source: Authors.

gained in importance, both through its size in the domestic economy and its
dominant role in exports and general economic growth, it quickly acquired
considerable leverage over the Government, whichever party was in power at
the time. Even the regulation of the sector, which would normally be expected
to fall under the responsibility of some entity within the Ministry of Industry,
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is completely internalised within the sector. Its producer unions, one for woven
wear and another for knitwear, are thus able to impose industrial policy
choices in their own favour, often at the expense of other export manufactur-
ing sectors, and, possibly, future growth.

The ‘weakness of labour organisations’ in Bangladesh results from a political
settlement between political and industrial elites at the expense of labour (one
of the ‘deep factors’). Labour union leaders are generally affiliated to political
parties whose leaders have strong links with private firms, especially in the
RMG sector. As a result, unions are generally disinclined to challenge employ-
ers, which may be the reason why over the last 30 years wages lagged GDP
per capita by a wide margin and income inequality increased. The weakness
of labour unions and low wages are key factors in the global competitiveness
of the RMG sector, but, paradoxically, they may also be responsible for the
structural inertia of Bangladesh’s industrial sector, including within RMG.
Faster growing wages would have been an incentive to move towards higher
value-added and more ‘complex’ products, along the line of the Hidalgo ez al.
(2007) theory of industrial development.*’

The ‘lack of resources and skills’ within the public sector is a constraining
factor that is common to most developing countries. In the case of Bangladesh,
however, it is not only an issue of a low level of income but also of a partic-
ularly low level of public revenue — and particularly tax revenue. It is a cause
of institutional weakness, but also a consequence, since it results largely from
a dysfunctional tax authority. This is an example of a circular relationship
between the elements of the diagnostic table (Table 1o.1).

The existence of a ‘stable corruption equilibrium’, or a culture of corruption,
explains why it is so difficult to control corruption, at least directly though car-
rots and/or sticks. When every actor expects others to behave in a corrupt way,
no incentive exists to deviate from that common behaviour, and even carrot-
and-stick approaches may become ineffective. Moving out of that equilibrium
requires both a strong political will and the effective use of power.™®

The presence of ‘inadequate laws and administrative organisations’ in
Bangladesh is a rather direct cause of why some institutions do not function
well. It also means that effective reforms of these institutions require the mod-
ification of the legal or administrative framework. Examples mentioned earlier
include some land laws inherited from the colonial or the pre-independence
period, or overlapping administrative responsibilities in land matters, primary
education, or the regulation of banking.

'S According to the theory, industrial development proceeds through moving from less to more
technologically complex, and presumably less labour-intensive, products, a process that is not
observed in Bangladesh, despite initial success in RMG exports.

16 The existence of multiple corruption equilibria is suggested by observation of the varying degree
of corruption across countries. A simple theoretical model showing why this occurs has been
proposed by Dixit (2017). The case for multiple equilibria in the presence of ‘social norms’ was
made much earlier in Akerlof (1980). On the empirical side, see Joarder and Munim (2011).
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Finally, the ‘opacity and unaccountability’ of the public sector reflects the
fact that a key incentive for a government to effectively reform weak institu-
tions lies in the opinion held by the general public, and mobilised by the polit-
ical opposition, regarding deficient institutions. Weak institutions may persist
because the public information on their limitations is concealed, restricted, or
falsified, or because the government does not assume responsibility for them.
The high level of corruption in Bangladesh’s public sector and regulatory fail-
ures that favour government clients are cases in point.

2 Deep Factors for Institutional Weaknesses

Deep factors are those factors constraining reforms that would remedy the
proximate causes of basic institutional weaknesses. It bears emphasis that deep
factors refer here to institutional factors that may hinder development, and
not to development itself. For instance, the geopolitical location of Bangladesh
may be considered as a deep factor that influences its development, in particu-
lar through outmigration to India or to the Gulf countries, the partial relief of
population pressure this permits, and the flow of remittances that it generates.
Yet it is not clear that this factor plays a direct role in explaining the basic
institutional weaknesses or the proximate causes set out in the diagnostic table
(Table 1o.1).

Deep factors found to be of institutional relevance in the present framework
are reported in the first column of Table 1o.1. The first factor is the enduring
‘political settlement’ between the industrial elite and the political elite, what-
ever the government in place. This factor echoes the elite capture proximate
cause discussed above but is more fundamental. The elite capture might take
different forms and work through different channels. The political settlement
factor refers to converging interests between whoever is in government and the
industrial elite, especially the RMG business leaders and managers. The deal
provides that the Government will bring strong support to the rapid devel-
opment of RMG exports, at the cost of repressing labour, a condition that
may be necessary to maintain the global competitiveness of the sector. Overall
economic growth is the Government’s reward, the growth of their companies
is the industrial elite’s reward. As long as growth prospects remain favourable,
and in the absence of major political change, this settlement can be expected to
persist. But the question then is: what would happen if the growth potential of
the RMG sector were to go into decline?

The second deep factor refers to the ‘winner-takes-all’ type of politi-
cal confrontation between the two main parties in Bangladesh during the
so-called competitive democracy regime, as described previously in this chap-
ter, which saw those parties, the Awami League and the BNP, alternating
in power since 1990. The competition has indeed been fierce, the party in
power essentially trying to annihilate the opposition and the latter respond-
ing by mass protests, strikes, and boycotts in electoral periods. This period
apparently came to an end when the Awami League won the 2008 election
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and was then able to considerably weaken the opposition, apparently with
the same winner-takes-all approach to politics. The most recent elections are
the third time in a row that the Awami League has won the elections, so that
one may reasonably question whether a profound change has taken place in
Bangladeshi politics. It may be noted, however, that despite the democratic
constitution of the country, democratic debate has always played a limited
role in Bangladesh. This was true at the time of competitive democracy, when
parties were struggling for full control of power, and is even more true today,
when the party in power has been able to successfully weaken and repress
the opposition.

The “vertical structure of political parties’ means a democratic debate is not
taking place within parties either. The two leaders have managed their respec-
tive parties in similarly authoritarian styles for the last 30 years, with little
space left to dissenting minorities. They are both now ageing, but apparently
remain in full control of their succession, making sure that power within the
party will continue to be concentrated in the hands of their successors, most
likely to be chosen from among close relatives.

The ‘vibrant civil society’, the next deep factor, includes many different
actors, from professional unions to think-tanks, media, religious organ-
isations, and NGOs. The latter are particularly numerous and active in
Bangladesh. Their origin is often traced back to the intense solidarity that
developed during reconstruction of the country when it was devastated by
the independence war, a deadly cyclone, and a terrible famine. Some, like
BRAC or the Grameen Bank, have acquired global reputations for installing
micro-finance throughout the country. But their involvement in education,
healthcare, and women’s empowerment are equally remarkable. Overall,
the NGOs and civil society are so dynamic that Bangladesh is sometimes
described as combining a ‘strong society’ and a ‘weak state’ (Lewis, 2011:
103). NGOs are mostly independent from the Government, which may raise
problems of coordination in sectors where both actors operate, and from
political parties. This is not necessarily the case for other components of
the civil society, which have often been considered to be part of the political
game discussed earlier."”

The next two deep factors in the first column of Table 1o.1 do not require
much discussion. Natural conditions always play a role in determining the
institutional context of a country. In Bangladesh, this is especially obvious
in regard to the exceptionally strong population pressure on land availability
and the incidence of land litigation. It makes land-related institutions and the
judiciary particularly important. The role of donors has also been crucial in
the past, and today’s economic institutions in Bangladesh have been influenced
by the conditionality which donors have imposed in several instances on the

7 See, for instance, Tasmin (2017).
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country. This is much less the case today as the country has become more
autonomous with respect to foreign financing.*®

The last two deep factors that appear at the bottom of Table 1o.1 try to
account for the fact that factors conditioning policies and reforms do change
over time, often as a result of the past evolution of society. Under the heading
‘contemporaneous’ deep factors, the diagnostic table emphasises two such fac-
tors. One is the present ‘dominant party’ regime and the current weakness of the
opposition, which make the political economy context distinct from that in the
past. One cannot rule out the possibility that the complete control of the Awami
League over political power is only a transient stage of the winner-takes-all
political game played in Bangladesh since the early 1990s, and that it has lasted
longer than it used to. In this view, sooner or later the opposition will wake
up and, in turn, try to acquire full control. But it may also be that the party in
power is here to stay for a long time, possibly through repressing all types of
opposition. Whatever the case, the important point is that, because of this, the
political economy of reforms today may differ from the situation in the past.

The second contemporaneous deep factor typically reflects path depen-
dence in development. The surge of RMG exports 20 or 30 years ago must
be logically seen as the result of exogenous opportunities and an existing
political settlement between the political elite (whatever the party in power)
and the business elite of those days. Today, RMG exports have acquired such
a prominent role in the development of Bangladesh that the whole sector
largely conditions many policy reforms, like, for instance, those related to
the diversification of manufacturing exports or to the adoption of labour-
friendly measures. Reforms that would have been possible 30 years ago, pro-
vided the political will were present, might not be feasible today given the
economic importance of the sector and the political power that it entails for
its entrepreneurs. The experience of sustained fast growth over the last two
or three decades is a similar contemporaneous deep factor, in the sense that it
may have generated different attitudes, beliefs, and expectations in the popu-
lation about how the society and the economy function, or should function.

C Analysing the Basic Institutional Weaknesses and Potential
Directions for Reform

To complete the diagnostic, this sub-section analyses in more detail the basic
institutional weaknesses identified earlier, focusing on potential directions for
reform while taking into account their proximate causes and the deep factors
behind them. However, reforms are envisaged at a rather general level; being
more explicit would require getting into practical details that are beyond the
scope of the present study. A short list of the reforms considered in the next
sub-sections is provided in Annex 10.1.

8 It may be noted that donors have also considerably contributed to the development of Bangla-
deshi NGOs.
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o The supremacy of deals over a formal industrial policy

Despite the vast recent literature on industrial policy," it is difficult to define
what a ‘formal’ industrial policy should be, even though a consensus now seems
to have formed about the need for, and the utmost importance of, industrial
policy. As Rodrik (2008) put it some time ago: ‘Industrial policy: don’t ask why,
ask how’. On the ‘how’, another view seems to have become consensual, which
can be summarised by the simple recommendation ‘Don’t try to pick winners’.
This view is based on the observation of a huge number of complete failures
resulting from a priori decisions of governments, often pushed by strong private
interests, to invest massively in particular ventures or sectors. This does not
mean, of course, that in some instances winner-picking has not been successful.

A “deals environment’ where entrepreneurs convince governments of the
private and public benefits of a project and obtain advantages on an individual
basis is a winner-picking strategy. It may work, and the impressive success
over the last decades of the RMG sector in Bangladesh is a clear testament to
this. But it may also fail or prevent other and better projects from developing.
In Bangladesh, the success of the RMG sector and the leverage it acquired
because of its macroeconomic importance now means that some deals struck
with the Government may be monopolising resources that other sectors thus
miss out on, even though they may be most promising. The fact that non-RMG
manufacturing export sectors like leather, agri-business, or simple mechanics
have not been able to take advantage of the same facilities as RMG export-
ers suggests that industrial policy may not be working properly, or has been
skewed in favour of established interests.

In defining what would make industrial policies effective, Rodrik (2008)
emphasised three features: embeddedness, carrots and sticks, and accountabil-
ity. They all seem particularly relevant in the case of Bangladesh.

Embeddedness means that industrial policy is not a conventional top-down
planning exercise, or the resolution of a principal-agent model where the prin-
cipal, the Government, indirectly controls agents, the firms, through subsidies,
special credit lines, or infrastructure investments. Policies must closely and
continuously interact with market reality and be re-evaluated and redesigned
depending on the results obtained. This does not mean that they should focus
on a few firms or sectors. In the words of Rodrik, industrial policy should be
designed according to ‘a model of strategic collaboration and coordination
between the private sector and the government with the aim of uncovering
where the most significant bottlenecks are, designing the most effective inter-
ventions, periodically evaluating the outcomes, and learning from the mistakes

being made in the process’.>°

" On developing countries, see for instance, Rodrik (2004), Altenburg (2011), Stiglitz et al.
(2013), Chang and Andreoni (2020), and the critical view in Pack and Saggi (2006).

2° See Rodrik (2008, p. 20). Also, Chang and Andreoni (2020) give a rather extensive list of the
ways policymakers must be ‘embedded’ in industrial development, drawing on examples from
both advanced and developing economies.
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The nature of the incentives provided to individual firms to achieve indus-
trial objectives are well known. They have been successful in some cases,
for instance in East Asia, but less so in others, as witnessed by the failure
of import-substitution policies despite initial success in Latin America or
sub-Saharan Africa. Two features have been singled out in the successful
carrot-and-stick manufacturing export policy in East Asia. One is the use of
the stick through credibly conditioning carrots on export performance and
withdrawing all types of subsidies in cases where results do not materialise.
The other is the reliance on competition, making sure that domestic firms not
only compete, albeit with some advantages, with foreign producers, but also
among themselves. Such a strategy requires embeddedness but also the auton-
omy of the government with respect to private interests, something that cannot
be taken for granted in Bangladesh today.

The last recommendation of accountability, or transparency, is essential in
all policy areas but is even more important in industrial policy because of
the danger of collusive behaviour between private firms and policymakers.
Publicising the objectives and the main instruments of the policy, routinely
reporting on the resources engaged and their use, and regularly and publicly
analysing results, including failures, so as to possibly change orientation, is
a way to make industrial policy more effective and to prevent collusion with
private interests.

The deals environment that seems to stand for industrial policy in Bangladesh
is not necessarily incompatible with the embeddedness and even a carrot-and-
stick recommendation. Because of unaccountability and opacity, however,
there is no way to know whether deals agreed with private interests were good
policy or not. One can only observe that the export diversification objective
repeatedly set by the Government was not attained, which means that deals
were incompatible with this goal. This does not suggest, though, that a clear
reorientation is not required, since the policy has never been openly stated or
debated.

Several proximate causes and deep factors in the diagnostic table make it
harder to reform industrial policy in the directions just mentioned. The elite
capture of the Government by the RMG entrepreneurial class, which results
from the dominant role of that sector in economic growth, has apparently
blocked reforms that would have been in the interests of the non-RMG export
sector in the past, and may make a deeper reform of industrial policy dif-
ficult today. The recommendation of an accountable and transparent policy
also goes against the practice of most governments, including the present one,
because they rely on deals that they do not want to publicise, rather than on
an articulated policy.

Two further points should be made about industrial policy. First, it must be
stressed that industrial policy actually connects with all other policy instruments
in the hands of the Government, be it macroeconomic policy — for example the
real exchange rate — public infrastructure or, as seen in the chapter on land,
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SEZ management. Transparency and accountability with respect to what these
policies imply for industrial development matter too. Second, it bears emphasis
that the general business climate is essential for industrial development, partic-
ularly for attracting foreign direct investments, which, as experienced by many
East Asian countries, play a crucial role in enhancing manufacturing exports.
However, the business climate is conspicuously adverse in Bangladesh, and,
from that point of view, improving Bangladesh’s ranking in business climate
indicators is a top priority.>"

These concerns remain highly relevant in the wake of COVID-19 — in effect,
the government’s strategy to bring about a recovery is a form of industrial pol-
icy, on a grand scale. Thus far, the major policy announced by the government
has been stimulus packages amounting to 3.7% of the GDP.** But the imple-
mentation of any such policy requires robust and rigorous decision-making
mechanisms and here, as argued by Raihan (2020), the targeting of firm sup-
port has been problematic. While firms may select themselves to apply for ben-
efits, the assessment of their need has been neither formal nor systematic. In the
absence of a rigorous assessment process, many eligible firms, and especially
smaller firms, have been denied vital support to which they should have been
entitled. Even when support was agreed, problems arose with the disburse-
ment of subsidised credit to selected firms through banking channels. These
problems, connected to pressures on the banking sector, such as the NPLs
and governance issues described in Chapter 5 have affected micro, small, and
medium enterprises particularly severely (Raihan ez al, 2021b). By contrast,
powerful firms, with strong lobbying and useful political links, appear to have
been able to use the system to their advantage and have captured the greater
share of the loans, despite, in some cases, facing significantly less dire needs.
In this way, the pandemic seems to have magnified the bias towards the larger,
more politically connected firms, especially in the RMG sector, and diminished
the possibility for smaller, more entrepreneurial firms to emerge or simply sur-
vive in other sectors, thus impeding progress towards diversification into other
sectors beyond RMG.

* Ineffective regulation

Weak enforcement of regulation is observed in many instances; obvious
examples shown in this volume include: non-compliance with legal rules in
the banking sector, or with labour protection and minimum wage legislation
in manufacturing; capital flight; and numerous tax exemptions (Statutory

2 Recall that Bangladesh ranks 168 out of 190 countries in the World Bank ‘doing business’
ranking before it was interrupted.

** Most of the package consisted of subsidised loans aimed at covering the wage bill when work-
ers were given furlough, cash flow and working capital disruptions at different interest rate
depending on the sector. Some support was also provided to returning migrants and some cash
transfers were aimed at alleviating poverty.
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Regulatory Orders, SROs). But flaws in regulation are also found in many
other areas, such as public transport, drug administration, and even the Anti-
Corruption Commission. Their consequence is a waste of resources, for exam-
ple through excessive NPLs in the banking sector or SROs in taxation, their
misallocation, social damage, and lost lives in Rana Plaza-like accidents,
numerous scam scandals, and rising inequality since breaches of rules generally
benefit the rich and hurt the poor. Although it is often difficult to evaluate, the
economic cost of these breaches of rules may be sizeable.

There are various causes for this lax compliance with rules in Bangladesh.
The capture of regulatory officials through the political links of an unscrupu-
lous economic elite, or sheer corruption, is one. Opacity and unaccountability
is another. To be sure, print media cover scam scandals, but it is not clear that
this has any impact on the transgressors. Even in cases where an administrative
inquiry is conducted, it often ends up being inconclusive or leaves the perpe-
trators unpunished.

Another, more directly institutional, cause of the weakness of regulations is
the inadequate organisation of the regulation system itself. This is particularly
evident in the case of the banking system, with its dual governance (the Central
Bank for private commercial banks and the Ministry of Finance for national
commercial banks). The Central Bank may well try to impose NPL discipline
among private banks, but, overall, the impact on the whole banking system will
be limited if the Ministry of Finance continues its lax stance towards national
banks. Even if this dualism were to stop and the regulation of the banking sec-
tor were placed in the sole hands of the Central Bank, another issue would be
its autonomy. The latter is presently not granted since the governor and board
members are all appointed by the Government and may be dismissed at any
moment. It may thus be embarrassing for the governor of the Central Bank to
discipline the relationship between private bankers and government members
or closely related people.

As another example, the head of the Anti-Corruption Commission is
also appointed and may be dismissed by the Government. In addition, the
Commission must obtain the Government’s permission to investigate or file
any charge against bureaucrats or politicians. Even when granted such permis-
sion, the Commission may end up declaring suspected Government members
innocent.

It tends to be a feature of weak regulatory environments that dysfunc-
tionality, in terms of performing regulatory functions, is intimately related
to structural problems — each sustains the other. This is seen in the health
system — exposed by the COVID-19 crisis — in which the structure is that of
a ‘stable anti-reform coalition’ (Raihan, 2020) among the dominant actors,
and the regulatory functions exhibit a ‘policy paralysis’. By this is meant a
situation in which critically important and necessary laws and reforms are
not undertaken, or, even if undertaken, are not implemented as a result of a
lack of commitment from the government or inability of the dominant actors
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to reach a consensus over the legitimacy or the soundness of the reform. The
‘policy paralysis’ in the health sector is observed through the continued stag-
geringly low public spending on health year after year, the high prevalence
of mismanagement and corruption, and a general lack of accountability and
transparency. This system persists because there are hidden interests not rep-
resented among the dominant actors®? and because there are strong incentives
to maintain the status quo, in which the generation and distribution of rents
perpetuates the ‘stable anti-reform coalition’.

Reforms to correct such ineffective regulation are rather obvious. Rules
that govern the appointment of regulatory agencies’ heads must be modified
to allow the civil society, including opposition parties, to participate in the
decision process — or at least to be openly consulted. The same is true for dis-
missals. Agencies like the Central Bank and the Anti-Corruption Commission
must have complete autonomy in fulfilling a clearly defined mission. Auditing
of regulatory authorities must take place regularly, with audit results made
fully public and detailed inquiries being triggered when malpractices or illicit
agreements are suspected.

The biggest impediment to this kind of measure is essentially of a political
nature. In a democratic context, it would be difficult to oppose a reform that
would add non-government personalities with voting or consultative rights to
committees responsible for appointing the managers of key regulatory enti-
ties. Whether in the context of the competitive democracy or in the present
dominant party regime, things are different in Bangladesh. For good or bad
reasons, the executive may prefer to wield total control over such entities, and
the opposition may not be strong enough to effectively contest the prevailing
practices, or it may even be complicit, in anticipation of a future shift of power.

o Weak state capacity

In Bangladesh, weak state capacity takes the form of underperforming pub-
lic services. In previous chapters of this volume, this under-performance was
readily apparent in the areas of taxation, the quality of primary education, land
management, or the judiciary. Since the pandemic emerged, under-performance
has also manifested in the failure to rapidly and efficiently disburse social pro-
tection to the poor and vulnerable. Under-performance occurs in most of the
public sector.

3 The main actors can be grouped into four categories, namely state, non-state, direct, and indi-
rect actors. The direct state actors in the health sector are the Ministry of Health and Family
Welfare, its Directorate Generals, and in particular, the Directorate General of Health Services
(DGHS). The indirect state actor is the Ministry of Finance. The direct non-state actors are
Bangladesh Medical Association, private sector hospitals and diagnostics and their associa-
tions, and non-governmental organisations led medical service. The indirect non-state actors
are the pharmaceutical industry, importers of medicine and medical equipment, civil society,
and international organisations.
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Primary causes of weak state capacity may be found first in the lack of
resources. By international standards, the public sector is abnormally small in
Bangladesh, so it is unsurprising that the provision of public goods and ser-
vices is deficient. Insufficient funding is indeed responsible for a lack of equip-
ment and lagging technology. These limit the productivity of the civil service,
for instance through the unavailability of advanced digital technology in key
areas. In the case of COVID-19, long-term failures in the Bureau of Statistics
and Ministry of Planning also resulted in incomplete and inadequate records
being kept as to the identities and locations of the poor, thus hampering efforts
to correctly and swiftly allocate funds — a major portion being erroneously
given to the wrong recipients with many poor and targeted groups being left
out altogether (BIGD, 2021b). A failure to invest in public services also results
in limited training and low salaries. These may prevent the recruitment of civil
servants possessing the right competences for, and the right commitment to,
their job. Bangladeshi primary school teachers, for instance, are among the
worst paid compared to those in other developing countries, and they teach
packed classes in school buildings that are often dilapidated, dysfunctional,
and cramped given the number of attending pupils.

More than anything, generalised corruption through bribery, rent-seeking, and
inappropriate use of public funds is responsible for the poor performances of
the public sector and the actual cost of public services for users. As Khan (2006)
remarked, corruption is endemic in the early stages of development, but the situa-
tion in Bangladesh is worse than in most countries at a comparable level of income
per capita.** A host of laws have been formulated in recent decades to tackle
corruption, yet they remain relatively ineffective in a culture of non-compliance.>’

As far as anti-corruption policies are concerned, two strategies are available.
The first one is to tackle corruption directly by using appropriate incentives:
that is, attractive carrots and hard sticks. To be effective, both instruments need
to be used simultaneously. For instance, the recent pay hike in Bangladesh,
which was expected to reduce the need for civil servants to resort to corrup-
tion to improve their livelihood, has not actually discouraged bribery. This is
because opportunities for bribery are still present, public office holders hardly
face any judicial oversight, and controls within public administration are not
very effective, even when they are ‘reinforced’. Practically, there is no stick,
or at best a very weak one. Indeed, the pervasive corruption culture makes
controls ineffective: those in charge may themselves be willing to accept bribes

>+ For instance, Bangladesh ranks significantly below Cote d’Ivoire, Ghana, Zambia, Honduras,
and Nicaragua, which are all in the purchasing power parity US$ 4,200-5,200 GDP per capital
range (2018), in Transparency International’s corruption perception index, or in the World
Governance Indicators control of corruption ranking.

*5 The Anti-Corruption Public Procurement Rules 2008, the Public Finance and Budget Manage-
ment Act, 2009, the National Human Rights Commission Act, 2009, the Chartered Secretaries
Act, 2010, the Prevention of Money Laundering Act, 2012, and The Competition Act, 2012.
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or they have themselves a corrupt past that might be used against them by
those whom they are supposed to monitor. This may be the main reason why
anti-corruption laws and initiatives in Bangladesh have had such little impact.

The second strategy consists of eliminating rent-seeking opportunities and
other mechanisms that prompt public officials to collect bribes. A good exam-
ple is the digitalisation of administrative operations, which would reduce the
possibility of falsifying or selling administrative records and eliminate direct
contact between the public and civil servants, and thus the opportunity for
the latter to collect a bribe from the former. This is true in tax collection, as
with the digitalisation of VAT collection, as well as in land litigation or land
management in general. Simplifying laws, reducing their opacity, and publicis-
ing them should also reduce rent-seeking by curtailing the power of officials.
In the field of taxation, for instance, the complexity of the income tax or the
multiplicity of VAT rates or corporate tax rates acts as an encouragement to
tax evasion or to bribery of tax officers. The strategy of reducing rent-seeking
opportunities offers two neat advantages: reducing corruption and improving
the efficiency of public services in general.

The second strategy will nonetheless meet two obstacles. First, rent-seeking
agents in the bureaucracy will always seek to defend the status quo. Civil ser-
vants themselves will resist reforms that suppress opportunities to collect bribes,
in one form or another, and in many instances, they will get the support of the
people who benefit from bribing them. This is particularly obvious in the case of
tax collection since the benefit of tax evasion is typically shared by tax inspec-
tors and taxpayers. The indefinite postponement of the 2012 VAT reform and
the low effectiveness expected from the reform in progress are good examples
of the power of such coalitions. The second obstacle is the clientelist bias of the
Government. Civil service positions in Bangladesh are assigned to members or
close allies of the party in power, the situation being apparently the same today
as it was at the time of the competitive democracy regime. Reducing the benefit
obtained from their position through rent-seeking would be badly received by
these supporters, even if it were partly compensated for by a general pay hike.

The strategy aimed at reducing rent-seeking opportunities should also
include the strengthening of all auditing and evaluating mechanisms pro-
vided by the law or administrative rules. This often requires changes in the
mode of appointing the managers of auditing units, who are too often under
the sole control of the Government, as is the case with the Anti-Corruption
Commission, or the Comptroller and Auditor General (CAG). Here too,
allowing reputable external personalities to sit on appointment committees
or to participate in auditing missions may guarantee more impartiality in the
monitoring of the administrative apparatus, and more transparency in general.
Along the same lines, making major auditing and evaluation reports public
may be another way of discouraging illicit behaviour by civil servants, pro-
vided that the administration fully complies with freedom of information as
required by the Constitution (Art. 39).
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Other weaknesses that affect state capacity and require a proper corrective
strategy have already been mentioned, but in one way or another, their proper
implementation is conditional on enlarged resources. Increasing the pay of civil
servants to recruit more qualified people, training them better, providing them
with a work atmosphere that is conducive to strong motivations and recogni-
tion are all well-known means of improving the delivery of public services. In
many areas, simple digital technology can make the administrative machinery
more efficient, besides reducing bribing opportunities. A huge literature has
developed over the last decade or so on the use of information and communi-
cation technology (ICT) to fight corruption (Chéne, 2016), but the main bene-
fit from digitalisation is to make information readily available while curtailing
personal contacts between public officers and people or firms.

All these reforms aimed at improving state capacity in Bangladesh require
strong political will, especially those reforms concerned with the curbing of
corruption. The present Government will be missing a golden opportunity if
it refrains from taking advantage of its dominant political situation to launch
such reforms, especially so because they would be most favourably received by
the public. However, political economy considerations and the need to keep
‘clients’ satisfied may push the Government in the opposite direction.

Although it may not be considered as the state proper, a particular word
must be said about the weak capacity of the judiciary system in Bangladesh. As
a result of both a lack of skills and resources and the high level of corruption
among most professionals — judges, counsels, bailiffs, and police — involved
in court cases, this sector is to a large degree ineffective and deeply unfair
and inequitable. Such a state of affairs is very unfortunate as it precludes any
serious attempt at reining in the general culture of corruption in the country.
It also considerably weakens property rights, especially in rural areas where
land-grabbing cases are frequent, with potentially negative consequences for
production. Reforms that would curtail rent-seeking opportunities in that key
sector, for instance the simplification of procedural rules and the digitalisation
of court records, are urgently needed. Equally urgently needed is the imple-
mentation of a legal act that ensures the full independence of the judiciary from
the Government, at both the national and local levels.

D Two General Directions of Reform

The aforementioned reforms cover a broad range of areas. The range would
be even broader if the focus was on specific areas of the public sector. Yet two
sets of suggestions keep coming back. The first relates to the need to correct
inadequacies in the legal and administrative framework that are creating rent-
seeking opportunities for some actors in society — the public sector employees
and the political elite in power in particular. The second set of suggestions relates
to the need to improve accountability and transparency in the Government and
public administration, again in order to eliminate rent-seeking opportunities,
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to improve the information available both to decision makers and the public,
and to make policymaking more effective. These two lines of reform, which
happen to correspond to two key proximate causes in the diagnostic table
above, are now examined in more detail.

 Curtailing inadequate laws and inadequate administrative organisation

Inadequate administrative organisation and inadequate rules and laws are
key proximate causes of basic institutional weaknesses, weak state capacity
especially. First, they generate simple inefficiency, incurring delays, extra costs,
and sub-optimal allocations of resources. Second, they lead to rent-seeking, to
the extent that individuals, firms, or other organisations are prompted to seek
to bypass these delays, costs, and misallocations by paying bribes or exploit-
ing political connections. And third, in some cases administrative capacity is
so ineffective and the administrative organisation so inappropriate that the
system may be bypassed altogether. All three phenomena are present in most
Bangladeshi institutions, but they are particularly visible in the areas of land
management and tax.

Inadequate organisation is observed in land management where the admin-
istrative structure is multi-layered, comprising two ministries (of land and law)
and multiple sub-units, such as the Settlement Office, Assistant Commission,
Sub-Registry Office, and Survey Tribunal. A lack of coherence and coordination
between these entities exacerbates the capacity issues, which are particularly
acute in land matters. The same complexity is observed in the management of
public education, with three different ministries and other authorities manag-
ing public primary schools with different status, secular vs. religious, state- vs.
NGO-run, experimental schools, etc. In several instances, this complex admin-
istrative organisation raises issues regarding the consistency of human resource
management and the alignment of curricula. And in the tax system, a key
institutional weakness is the lack of separation between tax policy and tax
collection: the NBR is notionally responsible for both, although in practice, it
devotes far more time and resources to collection.

Transforming the NBR into an independent agency with precise tax col-
lection objectives, in which personnel would receive better incentives but
would also be more tightly monitored than in the civil service, as is done in
several countries,>® might be a solution to make tax collection more effec-
tive. Providing autonomy for the Central Bank and involving civil society, at
least in a consultative way, in the appointment of the governor would make
the regulation of the banking sector both more effective and transparent.
Likewise, depoliticising the appointment of the heads of major agencies like the

26 This is the route that has been chosen by several countries in sub-Saharan Africa. On these inte-
grated autonomous revenue agencies, see Junquera-Varela ef al. (2019) and Fjeldstad (2007)
for an early evaluation.
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Anti-Corruption Commission, the CAG,*” and the like would have the same
effect in their respective areas. Also, in the health sector, ensuring transparency
and accountability in public health spending, and reforming and restructuring
the institutions through which health policies are implemented could improve
public health service delivery. Together with regular evaluation involving repu-
table independent experts, such reforms would cost-effectively strengthen state
capacity in many key institutional areas. It should also be noted that, in almost
all areas, the administrative system would benefit from being streamlined so
that clear chains of responsibility and accountability are established (avoiding
inter-departmental conflicts), as well as from greatly simplifying Bangladesh’s
arcane and unwieldy administrative procedures.

The inadequacy of the legal framework is in part a historical legacy reflecting
difficulties in reforming legislation that dates, in some cases, from the colonial or
Pakistani periods. Some important reforms, such as the revision of land ceiling
laws in 1972 and 1984, the Land Use Act of 2001, or the National Economic
Zone Act of 2010, were never fully implemented, while others, such as the
redistribution of khas land or the recognition of sharecroppers’ rights, suffered
from a lack of coordination, with long gaps between co-dependent pieces of
legislation. Such political indecision and the resulting ambiguity of the laws are
responsible for contemporary sources of corruption and rent-seeking. The lack
of precision of the legal framework also characterises several other areas.

Strengthening the legal framework and the administrative organisation to
make it simpler, more transparent, and more internally consistent are logi-
cal and important areas for reform. However, the most significant challenges
facing reformers arise from the rent-seeking opportunities that are opened
up by administrative weaknesses and legal loopholes. Probably the most
serious obstacle to reform is overcoming the resistance of those who benefit
from this situation, including those within the high echelons of land and tax
administrations.

* Reducing opacity and unaccountability

As mentioned earlier, the institutional failures of Bangladesh are com-
pounded by a general sense of opacity and a lack of accountability that cut
across all areas. Institutions operate in a way that is fundamentally opaque.
Although there is a high degree of public awareness of such problems as polit-
ical patronage, rent-seeking, and corruption, there are few, if any, effective
formal mechanisms that can provide detailed scrutiny of such practices and
direct accountability for their consequences.

The most egregious form of unaccountability is found at the level of pro-
cedural democracy or, at least, democratic elections. In the new era of the

*7 Tt is not only the case that the CAG is appointed by the president of the republic, but also that,
according to a constitutional amendment passed in 1983, ‘the government can suspend all
authorities and power given to the CAG.’
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‘dominant party regime’, the lack of a functioning political opposition and the
impotence of parliament as a way of checking the ruling party — the Awami
League alliance won 289 of the 300 parliamentary seats in the 2018 Election—
mean that the ultimate form of accountability — the ballot box — is null and
void. Moreover, because there is no expectation that there will be any change
in government for some time, there are even greater incentives for individuals
and firms to form clientelist relationships with representatives of the ruling
party. This adaptive behaviour only heightens the opacity of the deals environ-
ment and further reduces the efficiency of the state apparatus.

Recent reports by the Bangladesh office of Transparency International on
the Office of the CAG (Roy, 2015) and the Anti-Corruption Commission, two
agencies that should be in the forefront as regards ensuring accountability for,
and the transparency of, government operations, confirm their ineffectiveness.
The press release of the Transparency International report on the Office of the
CAG thus says that it ‘found unabated corruption in this constitutional body
resulting from legal, institutional and organizational limitations’,*® a conclu-
sion that perfectly illustrates and reinforces the present diagnostic.

Beyond the mechanisms of electoral or constitutional accountability are the
organs of civil society — the media, NGOs, public discourse, and the Internet.
Here Bangladesh is unusual, even exceptional, in that public debate is lively,
well-informed, and critical. The presence of international organisations in the
NGO sector adds an extra level of awareness. But such scrutiny does not,
of course, translate into formal powers and there are limits to what can be
said. Bangladesh does not compare well with other countries in terms of press
freedom: it comes only 150th out of 180 countries in the 2018 ranking of the
organisation Reporters without Borders, and it has remained close to that rank
during at least the last five years.

However, it is within particular sectors that the most enduring forms of
opacity may be found. The deals environment, as illustrated in the politics—
business nexus through which business interest groups (especially within the
RMG sector) secure concessions from politicians, has always been intrinsically
opaque. Similarly, the low levels of compliance in the tax system, and the reg-
ulatory issues inside the banking sector, such as the lack of autonomy of the
central bank and the high levels of NPLs, point to a business culture in which
the deliberate avoidance of accountability is an essential feature. Similarly,
administrative issues in land management and litigation compound the prob-
lems of opacity because inadequate capacities in the processing and recording
of land transactions make it impossible to provide proper scrutiny.

This diagnostic about the lack of accountability and its consequences for
the dysfunction of Bangladeshi institutions and, beyond this, its negative

28 www.ti-bangladesh.org/betas/index.php/en/activities/4 5 28-tib-study-finds-corruption-in-the-

office-of-comptroller-and-auditor-general
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impact on development, is undoubtedly correct. It bears emphasis, however,
that this dysfunction may be seen as relatively innocuous by a large part of
public opinion. The fast growth enjoyed by the country over the last 30 years
or so may have resulted in a kind of loose implicit social contract under
which politicians in power are simply supposed to deliver a sufficient pace of
growth to the citizenry, while, together with their allies in the economic elite,
appropriating a large part of the benefits from growth through opaque and
partly illicit operations. The situation is different for those who, in one way
or another, are players in the political game. But the opposition is so weak
today that public criticisms about governance failures are ineffective when
the benefits from growth are not too unequally distributed and there is no
perceived risk of a growth slowdown on the horizon. The challenge for the
present government may precisely lie in the fact that inequality is rising and
growth may be impeded unless substantial policy changes are adopted by the
ruling elites.

In this sense, the sustained and rapid growth performance experienced in
Bangladesh over the last decades may appear today as one of the deep factors
behind the country’s institutional weaknesses — as noted in the diagnostic table
above. A key conclusion is thus that while unaccountability and opacity may
be less immediately problematic in an era of sustained and rapid economic
growth, serious concerns over the sustainability of Bangladesh’s growth model
mean that they cannot go on unchallenged.

IV CONCLUSION: ADDRESSING INSTITUTIONAL
CHALLENGES AT A TIME OF AN UNPRECEDENTED SHOCK

At the time of writing, the COVID-19 pandemic and accompanying economic
crisis continue to severely affect Bangladesh. In addition to emergency health-
care expenditures, and the slowdown of the domestic economy as a result of
lockdown measures, the crisis also threatens the global demand for RMG prod-
ucts, as well as the demand for migrant workers, already hurt by the impact
of the fall in oil prices in the Gulf countries. If, as appears to be the case, the
pandemic continues to disrupt the global economy, then we may expect sig-
nificant structural changes that affect global trade flows. The risk that the key
growth drivers of Bangladesh’s development will be damaged, as repeatedly
considered in this diagnostic, is thus materialising. The challenge today, rather
than being one of maintaining the previous pace of development, is one of
coping with a severe adverse shock, minimising its social cost, and triggering
an economic rebound as soon as possible.

Indeed, insofar as one can draw any conclusions from Bangladesh’s attempts
to rise to the challenge of COVID-19, it is that addressing institutional weak-
nesses and the political economy conditions that constrain them seems a
more urgent task than ever. This urgency manifests itself in two ways. First,
and more obviously, in that institutional weaknesses, for example the health
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or social protection systems, limit the effectiveness of the shock response.
Second, and in a subtler way, those political economy factors that have con-
ditioned Bangladesh’s industrial development in the past, and in particular
have obstructed diversification and complexification, continue to influence the
shock response in the present, and thus the path to recovery in the future.

Potentially, the consequences of neglecting these institutional issues are
severe. It is quite possible — indeed, at the time of writing it seems likely —
that Bangladesh will have experienced significant economic and social harm
as a result of the pandemic, yet undergone little or no political or institutional
reform along the way. Although the government has been widely criticised for
a range of failures (see Section VI of Chapter 2), these criticisms have not
led to any significant change in direction. The government remains largely
unscathed — threatened neither by a resurgent opposition nor by any grassroots
political movement. In part, this may simply reflect that the effective suppres-
sion of the opposition in previous years means that there is no articulate voice
through which to channel such opinions into a genuine political alternative.
Or, it may be that the experience of the pandemic — though severe — was less
severe than some expectations or is perceived to be less severe than in other
countries, especially India. Or, it may be that an acceptance that a crisis of
such magnitude can only be addressed by the state generates a reluctance to be
too critical, whatever the shortcomings of the response. Whatever the reason,
the risk is that a major crisis has led to little institutional change when, in the
argument of this diagnostic, it is just such change that is most needed and just
those institutional issues which are the greatest impediment to development.

The point is not to reflect here on what should have been, or should be
done to cope with the COVID-19 crisis and its economic consequences, but
rather to say that the conclusions of our diagnostic exercise may turn out to
be even more relevant in such a context than when only smooth changes in
Bangladesh’s economic environment were considered. Indeed, the manner in
which the main institutional challenges uncovered in this chapter will be dealt
with is likely to have a profound effect on the capacity of the state to surmount
the present crisis, and on the subsequent development path.

The three critical institutional areas detected by our institutional diagnostic
are as follows:

1. The supremacy of deals over formal industrial policy, and the risk of the
dominant RMG manufacturing sector capturing industrial policy, thus
preventing its own upgrading and the necessary diversification of manu-
factured export products.

2. The ineffectiveness of regulation in various key sectors of the economy,
mostly due to damaging and, at times illegal, alliances between private
interests and the senior management of regulation agencies.

3. Weak state capacity in practically all areas of public services, from tax
collection to education, to land management, to the judiciary. The lack
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of capacity is caused by both a lack of resources — partly stemming itself
from weak capacity in tax collection — and skills but also by generalised
rent-seeking behaviour on the part of civil servants.

For each of these weaknesses, various reforms were suggested earlier in this
chapter or in previous chapters in this volume. A common feature of these
reforms — summarised in the annex to this chapter — is that they generally
require additional resources to rationalise and modernise the functioning of
the government sector and regulatory agencies. From that point of view, an
absolute priority should be given to making tax collection more effective by
drastically modifying the way the government unit that is responsible for it
presently works. The lack of resources to improve public services is common
to all developing countries, but it is particularly acute in Bangladesh because
of an abnormally low level of tax revenues.

The other common feature of the suggested reforms is that they refer
either to improving the legal or administrative framework that governs eco-
nomic operations in several areas, or the need to make economic manage-
ment and policy more transparent and accountable. These appear as two
complementary ways of curtailing the opportunities available to private and
public agents to circumvent formal institutions and, often, to engage in cor-
rupt dealings, instead of directly confronting such behaviour — something
that is not really feasible today in Bangladesh precisely because of present
institutional weaknesses. Streamlining the legal and administrative frame-
work will eliminate many existing rent-seeking opportunities hidden in its
frequent complexity and inadequacy. Promoting more transparency and
accountability in public economic matters will likewise inflict a reputational
cost on all those agents who deviate from formal rules once the latter are
appropriately streamlined.

It seems unnecessary to come back to the multiple examples that have been
given of such reforms in this volume. They are generally quite simple on paper,
but the reality is of course much more complex. Any measure that simplifies
the administrative framework to make it more corruption-proof by reducing
rent-seeking opportunities in some area will most likely be opposed by all those
who share the rent in that area. Digitalisation of records will be opposed by
both tax officers and taxpayers, or by judiciary actors and politically influen-
tial intermediaries in land operations. Concerning transparency and account-
ability, on the other hand, members of the executive and top civil servants
would probably say that such transparency already exists in Bangladesh, that
development or industrial policy are made public and are debated in parlia-
ment, and that the auditing of major administrative units and public agencies
is more or less regularly done. This is certainly true, yet only up to a point
since the credibility of the corresponding statements and reports is in doubt.
A development plan that commits to more than doubling the tax to GDP ratio
in a decade or so is not credible, and it is still less so when no change is seen
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after a few years. An industrial policy that considers the promotion of 1§ man-
ufacturing export sectors is not more credible. Evidence of rigged auditing
commissions abound so that publicised results are often dubious. So big is
public defiance today that, even if some truly independent and autonomous
commission peopled with experts untainted by corruption were appointed to
audit a public agency, it is not even sure that its conclusions would be taken for
granted. It would need several experiences of impartial and competent com-
missions able to release reports condemning the Government or senior civil
servants before the credibility of the executive could be bolstered in the eyes of
ordinary citizens. Each condemnation would harm the administration, but in
the medium run, and assuming some longevity of the government embarked
on these daring reforms, credibility would be established and would seriously
reinforce state capacity.

In sum, undertaking reforms that diminish rent-seeking opportunities
requires both political will and power manifested in clear priorities set by top
authorities to improve institutions and governance.

Bangladesh’s governments have shown such strength and determination on
multiple occasions in the past, such as when they supported the RMG sec-
tor at an early stage, when they opted for rigorous macroeconomic policies,
when they invested massively in power generation or liberalised imports and
opened up the economy. Political power, political will, and policy wisdom
were present in many key decisions as, for instance, in the case of the peace-
ful abolition of food rations on the grounds that they were a costly way of
supporting the urban middle class rather than the poor; or in the case of the
pioneering introduction of food and, later, conditional cash transfers to accel-
erate universal primary school enrolment. Are reforms aimed at eliminating
notorious rent-seeking opportunities much more difficult to achieve? Is the
present Government of Bangladesh in a situation to undertake them, and is it
willing to carry them out?

That the Government is in the hands of a strongly dominant party ensures
that political leverage for reforms does in principle exist. But at the same time,
the weakness of the opposition is a disadvantage because the threat it can issue
against a wavering government is weak. Up to now, moreover, the economy
has done well, with solid growth benefiting most of the population, though
more so those at the top of the income scale. On grounds of pure political
strategy, reform incentives may thus seem to be rather weak. This may be the
case. But the present diagnostic has emphasised the various risks that bear
on the future rate of growth in Bangladesh. They have materialised today with
the COVID-19 shock and its possible medium-run impact on growth. That
the government’s position does not seem insecure as a result of its handling
of COVID-19 suggests that it may have been more skilful in political man-
agement than in addressing the entrenched and self-perpetuating institutional
features which this diagnostic has sought to identify.
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These arguments belong to political strategy. Social values in Bangladesh
are strong: they are an asset that has often led to major achievements, partic-
ularly in relieving poverty. There is a strong demand for doing much more in
social areas, especially at a time of a major sanitary and economic shock. This
requires that institutions and the economy work better to free more resources
and to allocate them where they are most needed. The vibrant civil society and
its demand for a higher level of welfare, but also for more solidarity and more
democracy, is another asset for Bangladesh’s development. Decisive steps have
been taken in these directions since the end of military regimes 30 years ago.
For the sake of the society, but also for its own sake, it behoves the present
government, possibly taking advantage of the COVID-19 shock, to push for
further progress through courageous institutional reforms of the type advo-
cated in this volume.

ANNEX 10.I A LIST OF INSTITUTIONAL REFORMS SUGGESTED
IN THE INSTITUTIONAL DIAGNOSTIC, BY THEME

Taxes and Budget

o The NBR as an agency with its own staff regulations and incentives, and
with obligations regarding results.

e The appointment (and dismissal) of directors made by a commission
comprising reputable independent experts, at least in consultative mode,
alongside members of the executive.

 Simplification of the income tax.

 Unifying corporate tax rates and reducing the number of VAT rates.

» Modernisation of the tax collection process: digitalisation of records.

e Regular random auditing of taxpayers and annual reporting on tax-
effectiveness (share collected of potential revenue).

» A High Commission on Public Revenues with reputable independent experts
and Office of the CAG senior staff reporting annually on the effectiveness
and efficiency of revenue collection.

¢ A ceiling on the number or amount of SROs.

Banking

e The appointment (and dismissal) of the governor and directors by a com-
mission comprising reputable independent experts, at least in consultative
mode, alongside members of the executive.

e The Central Bank as single regulatory authority for private and national
commercial banks.

» Boards of directors comprising reputable independent experts.
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e Full autonomy of the Central Bank in regulating the banking sector (key
prudential ratio setting and monitoring, non-compliance penalties, bank
licensing, bailout decisions, etc.).

e Re-examination of the Banking Company Act to make it consistent with
central bank regulation and to make bank management more transparent.

Industrial Policy

 Full alignment of export incentives across manufacturing sectors.

e Transparency of industrial policy: statement or revision of objectives —
including export diversification — and instruments, periodic evaluation of
results.

e The creation of a High Commission on Manufacturing Development
comprising reputable independent experts reporting annually on industrial
policy achievements and challenges.

Sectoral Regulation (Including the Anti-corruption Commission
and Comptroller and Auditor General along Transport, Power,
Telecoms, Competition, etc.)

» Regulation of private sector activity to be operated by para-regulatory agen-
cies, with derogatory staff rules in comparison with civil service, rather than
ministries’ directorates.

o Full autonomy of agencies: no restriction of competence in respective fields
of activity — for example Anti-Corruption Commission should be free to
investigate civil servants in cases of suspected corruption.

e Appointment (and dismissal) of directors of these agencies by commissions
comprising reputable independent experts, at least in consultative mode,
alongside members of the executive.

» Periodic evaluation of these agencies by ad hoc commissions comprising
Office of the CAG senior staff and reputable independent experts.

Teacher Management and Other Public Sector Issues

o Upgrading of teacher pay and adjustment of career profiles.

e Rationalising the teacher recruitment process, curtailing corruption
opportunities.

» Monitoring of teacher presence (lessons from the huge academic experimen-
tal literature).

e Regular assessment of learning achievement in terminal primary school
grades on random samples of schools (‘primary school pupil assessment’).

 Streamlining school system management and supervision, including reduc-
ing responsibility overlaps.
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Land Management

» Reviewing, amending, and streamlining land laws.

e Updating land survey methodology.

e Full land record digitalisation and a public land database.

e Streamlining administrative responsibilities on land matters.
e Alignment of land-related cross-sectoral policies.

Judiciary

e Separation of powers between the executive and the judiciary — including
at local level.
e Digitalisation of court records.
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