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Development Context

Bangladesh has made tremendous development progress since independence, which
accelerated between 2009 and 2022. The progress is reflected in terms of GDP growth
acceleration leading to rising per capita incomes, reduction in poverty, and improvements in
human capital including literacy rates and life expectancy. Along with this admirable
development outcome, a worrisome result is the rise in income inequality, indicated by both
a rising Gini coefficient and an increasing Palma ratio (Tables 1 and 2).

http://www.pri-bd.org/?post_type=member&p=350
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The advent of Covid-19 seems to have worsened income inequality globally owing to the fact
that Covid-19 disrupted the employment and income opportunities for the poor and low-
income group disproportionately more than the rich population. While the effects of the
Covid-19 pandemic are still being calculated, early estimates predicted an increase in Gini
coefficient of 1.2-1.9 percentage points per year for 2020 and 2021, signalling an increase in
income inequality. Full evidence from Bangladesh is lacking owing to the absence of
Household Income and Expenditure (HIES) for the post-Covid period, but partial evidence
from independent survey results suggest that the poor and low-income group appear to have
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suffered proportionately more from the adverse economic effects of Covid-19 than the rich. 
The recent surge in global inflation, caused by the combined effects of the Covid-19
disruption of global supply chains and the ongoing war in Ukraine, has put additional
pressure on the real income of the poor and the low-income group. Global evidence is clear
that inflation tends to hurt the poor more than the rich and Bangladesh is no exception.

Approach to Lowering Income Inequality  

In a market economy income inequality arises from the unequal initial distribution of physical
and human capital that tends to get accentuated over time as a larger share of economic
opportunities resulting from economic growth is captured by the rich owing to their initial
distribution advantage. The main solution to this inherent inequality of the market economy
is for government intervention to re-balance the initial disadvantage of the poor, low-income
and vulnerable population through the use of a redistributive fiscal policy. The basic idea of
the redistributive fiscal policy is secure a proportionately higher share of government
revenues through higher taxation of the income of the rich and redistributing a part of that
income to the poor, the vulnerable and the low income group through a range of social
policies including creating job opportunities for his group, giving them better access to
health, education and water supply, and through direct income transfers based on a targeted
social protection programs.

The best examples of successful use of redistributive fiscal policies come from the experience
of countries of Western Europe. These countries raise considerable tax revenues based on a
progressive income tax system and combine this with a strong social expenditure program
focused on the poor, the vulnerable and low-income group. Thus, the tax/GDP ratios in these
countries tend to be in the range of 29% (Switzerland) to 46%, (Denmark) with a progressive
personal income tax contributing to much of the revenues. Social spending on health,
education and social protection as a percentage of GDP ranges from 16% (Netherlands) to
31% (France).  The results in terms of income inequality performance have been remarkably
good.  The Gini coefficient of income typically ranges between 0.26 (Belgium, Denmark,
Norway) to 0.37 (UK).

Redistributive Fiscal Policies for Bangladesh
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The Government of Bangladesh is aware of the need for putting greater focus on lowering
income inequality. This is reflected in the fact that the introduction of a redistributive fiscal
policy is a core fiscal policy reform underscored in the Perspective Plan 2041 (PP2041). The
Eighth Five Year Plan (8th FYP) aims at initiating the first phase implementation of this fiscal
policy.

8th FYP Strategy for Redistributive Fiscal Policy

The combination of taxes and social spending that are proposed in the 8th FYP to implement
a redistributive fiscal policy is illustrated in Table 3.

Spending Priorities



The imperative for redistributive fiscal policies for Bangladesh

Policy Research Institute, Bangladesh. | 5

The first and topmost policy priority of the 8FYP is to raise the share of public spending on
education and health to at least 3% and 2% of GDP respectively. The Plan also puts emphasis
on the need for major improvements in the delivery of public education and health services
through reforms in education policies, governance, and institutions.

A second area where the Plan proposes to increase public spending concerns rural
infrastructure – rural roads, rural electricity, irrigation, and flood control. Government
spending in this area has helped increase farm productivity and food production. The near
food self-sufficiency of Bangladesh despite rapid population growth is a testimony to the
success of this policy. Yet, much of the labour force remains engaged in low productivity and
low earnings agriculture.  There is a further need to further diversify agriculture into higher
value-added activities and to help transfer surplus labour from agriculture to non-farm
activities in rural and urban areas.  This transformation will support both growth and income
distribution by helping increase average labour productivity in the economy.  Furthermore,
the implementation of the water investments proposed in BDP2100 will greatly benefit farm
productivity and reduce the loss of rural livelihoods and property from flooding and riverbank
erosion.  Additional spending of 1% of GDP on rural infrastructure is proposed in the 8FYP.

The availability of rural credit is another important determinant of this transformation. The
microcredit revolution has helped the poor to build up assets and also protect their
consumption, thereby contributing to lower poverty. Nevertheless, the scaling up of formal
credit to the rural economy remains a challenge. The 8FYP seeks to improve this.

A third area where public spending is proposed to increase in the 8th FYP is social protection.
Presently the government spends about 1% of GDP on social protection excluding civil
service pensions. The 8th FYP projects this to grow to 2% of GDP over the next 5 years.

Financing Strategy for Higher Social Sector Spending

Higher public spending on education, health, rural infrastructure and social protection by an
estimated additional 4.2% of GDP over a 5-year period is a seemingly tall order in the present
environment of public resource constraint. The 8FYP advocated the following financing
strategy.
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In the first place, the government spends some 3.4% of GDP on subsidies and transfers, of
which 1.4% of GDP is on subsidies and transfers to power and other SOEs including public
banks.  A core fiscal reform of the 8th FYP is to convert the SOEs including the power sector
and public banks to profit-making enterprises. These subsidies can, therefore, be drastically
reduced and re-channelled to priority social spending as noted above.

Secondly, a major reason for the resource constraint is low tax collection, especially from
personal income taxes. The effective income tax rate at present is about only 4%, which is
very low.  Increasing the effective income tax rate to even 10% in the next 3-5 years to the
top 10 percentile who own 35% of the national income will yield 3.5% of GDP instead of 1.4%
of GDP now.  This will require the closing of loopholes that let capital gains escape the tax
net, treating all sources of personal income equally for taxation purposes, and improving tax
administration and compliance especially focused on the rich and upper income groups. So,
along with corporate income taxation, the total tax on income and profit is projected to grow
from 2.6% of GDP in FY2019 to 4.5% by FY2025.  The modernization of VAT and improving its
productivity can yield an additional 1.8% of GDP.  Moreover, the introduction of a modern
property tax and assigning this to the local governments can be a substantial boost for their
fiscal autonomy while providing fiscal resources.

This combination of expenditure reallocation (1% of GDP) and additional tax effort focused on
personal income, VAT and local government revenues (4.0% of GDP) can finance the
additional 4% of GDP required to fund critical social programmes, while also leaving a surplus
of 1% of GDP for additional investment in infrastructure. This fiscal policy package can be a
powerful instrument for improving income distribution as the incidence of this tax and
expenditure package is likely to be highly progressive. In addition to a redistributive fiscal
policy, the government can also help improve income distribution through better governance.

Implementation of the 8FYP Strategy for Redistributive Fiscal Policies

The advent of Covid-19 disrupted the implementation of the 8th FYP redistributive fiscal
policies.  The main focus has been on economic recovery, although some additional spending
was also provided for social protection to support the poor and low- income group. Given the
solid recovery of economic growth, greater policy attention could be given to social spending
in the upcoming national budget of FY2022-23. Attention could also shift to improving the tax
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system of Bangladesh both to mobilise greater tax revenues as a share of GDP and to
increase reliance on a progressive personal income taxation.

Since tax reforms will take time, immediate attention could be given in the FY2022-23 budget
to significantly increase social spending on Bangladesh, as illustrated in Figure 1.  Actual
spending in FY2021 (FY21A) as a percentage of GDP on education, health and social
protection (excluding civil service pension) 2.39%, 0.72% and 0.89% respectively, yielding a
total social sector spending of 4.00% of GDP. There was an effort to increase this spending in
the FY2022 Budget.  But actual spending in the first half of FY2022 suggests that as in
FY2021, actual spending will be significantly lower. Applying the ratio of FY2021 actual to
budget spending to FY2022 Budget, estimated allocations suggest that actual social sector
spending on education, health and social spending in FY2022 (FY22E) will likely remain
unchanged over the FY2021 actual level.

The suggested strategy for the upcoming Budget (FY23B) is to make a major increase in all
three sectors, with the largest increase in social protection. Thus, it is proposed to increase
education spending as a share of GDP from 2.41% in FY2022 to 2.71%; health spending from
0.72% to 1.0%; and spending on social protection (excluding civil service pension) from
0.89% in FY2022 to 1.4%.  They amount to a total of 1% of GDP additional spending on the
social sector. These budget allocations will need to be protected from implementation
shortfalls.  Attention should also be given to improving the delivery of social programs to
ensure that these are best targeted to the poor, the vulnerable and the low-income group.  A
particularly important reform for the health sector will be to initiate the implementation of a
universal health care program as has been done in Pakistan and India.
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