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Chaptcr-1: Introduction

1.1 Background of the study

The money market of Bangladesh reached its present phase through a series of 

changes and evolution, hiitialiy. after liberation, money market was the major 

constituent part o f  the financial market o f  the country. Capital market, its other 

segment was a relatively smaller part. All financial institutions o f  the country were 

nationalised after liberation. The growth and evolution o f  money market in the 

country took place during the period from 1971 to the early eighties under various sets 

o f  interventionist rules and regulations of the government and as such it could hardly 

reflect the actual market conditions. However, in this period a vast financial 

superstructure with large network of commercial bank branches was established in the 

country. Simultaneously, non-bank financial institutions under government sector also 

emerged with the objective o f  mobilising financial resources and channelling them for 

short, medium and long-term credit and investments. The market participants had to 

operate in an environment of directed lending and loan disbursement goals, and 

predetermined rates o f  interest fixed by the authority. However, rate o f  interest in the 

call money market was flexible but due to prevalence o f  liberal refinance facility at 

predetermined rates from Bangladesh Bank, the activities o f  call money market 

remained insignificant.

In the beginning o f  the 1980s, money market in Bangladesh entered a new period with 

the denationalisation o f  two nationalised banks and establishment o f  some private 

banks. With this development money market assumed the characteristics o f  a 

competitive market in the country. However, the administered interest rate structure 

and the government's policy of priority sector lending continued to operate as factors 

that deterred the development of a liberalised money market in the country. Money 

markets play a key role in banks' liquidity management and the transmission of 

monetary policy. In normal times, money markets are among the most liquid in the 

financial sector. By providing the appropriate instruments and partners for liquidity 

trading, the money market allows the refinancing o f  short and medium-term positions 

and facilitates the mitigation o f  business’ liquidity risk. The banking system and the 

money market represent the exclusive setting monetary policy operates in 

Bangladesh. A developed, active and efficient interbank market enhances the 

efficiency o f  central bank’s monetary policy, transmitting its impulses into the
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economy best. I'hus, the development of the money market smoothes the progress of 

financial intermediation and boosts lending to economy, hence improving the 

country’s economic and social welfare. Therefore, the development ol' the money 

market is in all stakeholders' interests: the banking system itself, the Central Bank and 

the economy on the whole.

Inter-bank call money market is very important for the financial institutions for their 

required fund management. A short brief on the above five markets is given below. 

Inter bank market in Bangladesh operates in a limited scale in the form o f  inter bank 

deposits and inter bank borrowings, and has virtually no interest rate fixing 

mechanism. Traditionally, scheduled commercial banks lend to each other when they 

are in need o f  temporary funds. Sometimes, banks also keep a part o f  their resources 

to other banks as deposit and borrow as and when needed against the lien o f  those 

deposits. Usually, small banks keep their funds as deposits with large banks for their 

safety. Non-bank financial institutions also take part in this market by way o f  lending 

their fund to the deficit banks. The inter bank transactions are concentrated mainly in 

Dhaka city.

Call money market was initially a part o f  inter-bank market. In 1980s, banks 

participated in a limited scale in the call money market mainly to wipe out the 

temporary mismatch in their assets and liabilities. Formation o f  private banks during 

the 1980s provided new opportunities to develop the call money market. In 1985, two 

investment companies and in 1989, one leasing company were allowed to participate 

in the call money market. But at present, all banks including specialized banks and 

non-bank financial institutions are allowed to participate in this market.

Bill market is restricted to buying and selling o f  government treasury bills. 

Commercial banks and non-bank financial institutions are obliged to buy these bills as 

approved securities to meet their Statutory Liquidity Requirement (SLR) under the 

Banking Company A ct-1994. Moreover, these instruments are being used to mop up 

excess cash from the banking sector and help government to borrow money from the 

banks to meet its budgetary shortfall. But the commercial bill market remains very 

narrow in our country. Treasury bill rate largely influences the market rate of other 

segments o f  the money market, particularly, the rate o f  interest in the call money 

market.

Before the First World War, most central banks supported their currencies with 

convertibility to gold. Although paper money could always be exchanged for gold, in
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reality this did not occur often, fostering the sometimes disastrous notion that there 

was not necessarily a need for full cover in the central reserves o f  the government.

The Bretton Woods system came under increasing pressure as national economies 

moved in different directions during the sixties. A number o f  realignments kept the 

system alive for a long time, but eventually Bretton Woods collapsed in the early 

seventies following President Nixon's suspension of the gold convertibility in August 

1971. The dollar was no longer suitable as the sole international currency at a time 

when it was under severe pressure from increasing US budget and trade deficits

In terms o f  section 2 o f  the Foreign Regulation Act 1947, as adapted in Bangladesh, 

Foreign Exchange means foreign current and includes all deposits, credits and balance 

payable in foreign currency as wells all foreign currency in truant as such drafts, 

Travelers cheque, L/Cs, Bills of Exchange and promissory note payable in any foreign 

currency, hi addition, the expression ‘Foreign Exchange’ or ’exchange’ is sometimes 

used particularly by the press to describe the ratios or rates o f  exchange at which 

currencies exchange for one another. Thus, the foreign trade i.e. Export and Import 

settlement necessitates conversion o f  the buyer’s currency into the seller currency.

And for conversion there has to be a price o f  one currency in terms o f  another; that is 

there must be as rate, o f  exchange at which the exchange o f  two currencies will take 

place. Just like any other commodity in the market, price o f  a currency in terms of 

another currency is determined by the share market force o f  demand and supply of the 

currency concerned in the exchange market.

1.2 Statement of the problem
The role o f  the financial market in the expansion o f  the real sector and the economy at 

large cannot be over-emphasized. A critical characteristic o f  the money market is that 

it should deep and broad so as to absorb large volume o f  transactions without 

significant effects on security prices and interest. This characteristic requires that 

there exist many active market participants such that the transactions of an individual 

investor will have just infinitesimal effect on security prices and interest rates. The 

characteristic also requires that there are many varieties o f  securities so as to ensure 

that there are always alternative investment instruments available to satisfy the 

respective return-risk desires oi investors in the market.
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Money market in Bangladesh has experience significant growth, both in the breadth 

o f  securities as well as the volume o f  trading since the liberalization o f  the financial 

system in 1990, it still needs to be deepened further to achieve the required vibrancy 

that is expected of a money market. This is not to say that the money market in 

Bangladesh is ineffective. Much have been said and written about the capital market 

in Bangladesh but the reversal is the case for the money market in the country. 

Therefore, there is the need to examine this crucial market and evaluate its 

performance in terms o f  its contribution to economic development.

The advent o f  the financial market was squeezed with a lot o f  encouragement by all in 

the financial sector. The present possibility for money market & foreign exchange 

market to diversify into broader range o f  products make business really bright for 

market participants. But this diversification advantage is a once in a business time 

opportunity that should be consumed with some caution and prudence as this involves 

a great deal o f  risk. The very nature of the forex business is so sensitive because it is 

short term dealing.

The principal concern o f  this thesis is to ascertain to what extent money market can 

manage their risks, what tools or products are at their disposal and to what extent their 

performance can be augmented by proper forex risk management policies and 

strategies.

Money markets occupy a central place in modern financial systems, offering 

monetary services and credit intermediation in the “near bank capital market” at 

maturities most commonly one year and less. The money market is so named because 

it enables participants to acquire cash on short notice or to place excess funds in easily 

salable short-term marketable secLirities. Money markets offer monetary services and 

short-term finance in the capital market with the credit support o f  institutional 

sponsors. Investors finance money market instruments at specific interest because 

their salability on short notice confers an implicit monetary services yield. The fragile 

equilibrium depends on collective confidence in the credit quality ol instruments 

supplied to the market. Central bank monetary and credit policies have influenced 

interest rates and credit intermediated in the money market, especially during the 

credit disorder. Permissive regulatory rulings have allowed borrowers to lake 

increasing advantage of specific interest funding in money markets via securitization 

and structured finance— vastly increasing maturity, credit, and liquidity 

transformation through asset backed commercial paper, repurchase agreements, and
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money market mutual funds. The strong presence o f  money market can boost the 

economic development o f  a country. The main purpose o f  money market is to provide 

the liquidity need o f  financial institutions, non-bank financial institutions and other 

participants in the market. In spite o f  this, they can play a significant role in the 

development o f  money market through active participation directly; issuing different 

money market securities to collect short term fund for new loan sanction and to 

innovate new short-term financial products like securifization o f  the mortgage loan.

At present, the global economy becomes increasingly integrated, international 

dealings with frequent foreign currency settlement brought about by the gradual 

increase in foreign exchange risk; therefore, how to choose a suitable way to avoid 

exchange rate risk management has become a problem demanding prompt solution 

will focus on the foreign exchange risk prevention techniques discussed. Foreign 

exchange transaction risk is carried out in a variety o f  enterprises to foreign currency 

transactions, due to changes in exchange rates and transaction settlement, when 

signed the contract when the currency conversion when the increase or decrease the 

amount o f  risk.

The Bangladesh economy is based like any other economy on the money market, 

which is designed as a means of liquidity adjustment. As a financial instrument a 

country needs to be safe in their moves, but also make a potential path for growth. 

The money market in Bangladesh needs to be infused with more liquidity or cash in 

order to help fund economic growth. The largest problem by far is the corruption of 

the system that even transparency is unable to fix because there is not enough 

regulation. If the system was working as it should, the impact on economic growth 

would be positive in that the economy could recover and support the nation. A money 

market is set up to be a support for the nation; however, when too many hands are in 

the basket it makes it extremely hard for the money market to work in the favour o f  

everyone involved.

There is overlapping and delays in creating the needs o f  industrial and trade sector. 

The branches o f  the financial institutions are not opened in the rural areas to collect 

the savings o f  the villages, in advancing loans financial institutions compete with 

each other to show better performance. Some times they lend the money to those 

people who can not repay. So before advancing loans they must be careful in 

checking the character and financed condition ot the borrower.
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1.3 Objectives of the Study
The main objective o f  this dissertation is to analyze the operations and activities o fthe  

Money Market and Foreign Exchange 'I'ransactions in Bangladesh with particular 

thrusts to identify adhering weakness and defects, explore development potentials and 

find handout suggest effective strategies for strengthening these markets. I'he specific 

objectives o f the  study are stated below:

/. Fg observe the structure and operational mechanisms o f  the money market in 

Bangladesh. (Realised in Chapler 4, pp.30-38.)

2. To examine money market and foreign exchange transactions in Bangladesh 

emphasizing their products/ instruments. {Realised in Chapler 4, pp .39-49.)

3. To find out the clues for how our foreign exchange transactions risks can be 

reduced. {Realised in Chapter 6)

4. To identify the key relationship between money market and foreign exchange 

market. {Realised in Chapter J)

As corresponding to the above stated objectives, the research also planned to explore 

the role o f  perfect and developed money market and foreign exchange market, their 

relationship with financial stability and development.

1.4 Rationale of the Study
The study will explore the impact or effectiveness o f  money market instruments on 

stabilization o f  the economy, though the scope o f  study will be limited to the financial 

sector. It is hoped that the exploration of his sector will give a broad view o f  money 

market instruments on economic stabilization it will serve as an inspiration to other 

potential students and institutions or individuals as it will contribute to practical life, 

knowledge advancement and stabilization o f  Bangladesh economy. I'he economy is a 

large component with lot o f  diverse and sometimes complex parts; this research works 

only look at a particular part of the economy (the money market). This work cannot 

cover all the facets that make up the financial sector, but will look at the money 

market and foreign exchange market and its instruments as being used by the financial 

participant for the stabilization of the economy on its road to industrialization and 

economic development. In other words, its focus is not on the entire financial, which 

is a combination o f  both money and capital markets, but will only investigate 

exclusively on the money market as well as its part o f  foreign exchange transaction. 

The empirical analysis and estimation covers the period between 1971 and 2011.
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1.5 Methodology of the Study

i The methodology o f  the stud>' in money market & foreign exchange transaction 

require details process, i.e. clearly characterized purpose, well recognized problem, 

planned design, and adequate analysis applying high ethical corresponding to the 

objective o f  the study.

1. The Approach

The research approach applied in this study merge the descriptive, qualitative, 

empirical and analytical methods.

Figure 1.1: Thesis m ethod and strue!ure

Primary Data:
Spreadsheets,
Interview

I N I R O D U C T I O N

\ 7
L I T E R A T U R E

R E V I E W

\ 7
R E S E A R C H  M E T H O D

E M P I R I C A L  R E S E A R C H  
A C A S E  S T U D Y

I z
A N A L Y S I S  O F  F I N D I N G S

C O N C L U S I O N

1 O U A L L F A T I V E
R E S E A R C HJ - \

Secondary Data: Books, 
Journals, Articles o f  BB, 
MoF, BIBM, BBS, BIDS, 
BAFEDA, BASIC Bank, 
Internet Sources.

Source: Complied by the author from various thesis method literatures
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The theoretical background o f  the thesis has been built up by reviewing available 

literature on areas related to the research issues in question and by analyzing financial 

systems and financial markets in general and highlighting in developing countries like 

Bangladesh. The two components of the financial markets covered in the study are:

(a) Money market, including inter-bank money market, call money, treasury bills 

and commercial bills; and

(b) Foreign exchange market w ith analysis of instruments, exchange rate and risks. 

The study ultimately aims at identifying policy issues in various components o f  the 

financial markets o f  the country and recommending measures for progress of the 

sector.

2. Research Questions

The research questions obtained in this report are based on the data available in the 

bank and the conversation made with the customers o f  the bank. The intent of this 

study is to investigate relationships between and within two sets of Bangladesh 

financial markets; money markets and foreign exchange markets. Money market is 

proxied by money market products specially call money and foreign exchange market 

and its transactional risks.

3. Research Design

This Research was initiated by examining the secondary data to gain insight into the 

situation prevailing in the bank. By analyzing the secondary data, the study aim is to 

explore the short comings of the present system and primary data will help to validate 

the analysis o f  secondary data besides on unrevealing the areas which calls for 

improvement.

4. Collection o f Data;

The data collected for this project is primary as well as secondary data.

>  Primary data:

A telephonic interview was made to the people o f  different profession. Some 

were also personally visited and interviewed. They were the main source of 

Primary data. The method of collection of primary data was direct personal 

interview through word-o 1-mouth.
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>  Secondary Data:

The secondary data was collected from internal sources. It was collected on 

the basis o f  bank's books of accounts, organizational file, official records, 

preserved information in the bank’s database and their official website.

5. Sampling Plan

>  Sampling Units: The managerial professionals dealing with export and 

imports o f  different companies were interviewed. The basic criterion is that 

their company should maintain an account with the BASIC Bank's Foreign 

Exchange department.

> Research Instrument: The managerial professionals were contacted through 

telephone from the bank since they were situated in different areas. The 

customers who came to bank were also asked the same questions.

y  Contact Method: Personal interview and Telephonic interview.

6. Sample Size

My sample size for this project is 35 respondents. The entire customers who deal 

with import and export business was considered for this study. The telephonic 

interview method was selected due to the geographical location of the customers as 

well as the number o f  customers was very low.

7. Theoretical approach

Theoretical analysis has been developed in separate chapter the following points;

1. Financial System Analysis in Chapter 3

2. Analysis o f  Financial Market in Chapter 4

3. Analysis o f  Money Market & Foreign Exchange Market relationship in Chapter 5

4. Risk analysis in Foreign Exchange Transactions in Chapter 6

The performance o f  the domestic foreign exchange market has been analyzed by 

using the criteria such as market structure and size, market liquidity, and supply side 

participants and some indicators such as the number o f  authorized dealers (ADs) in 

the country, their service network and coverage, bank-wise distribution o f  AD 

branches, bank-wise and total holdings of foreign exchange, trends in exchange rates, 

exchange rate spread in the ofi'icial and informal foreign exchange transactions, 

transaction volumes in the intcr-bank foreign exchange market, sources o f  foreign 

exchange earnings/inflows, trends in foreign exchange reserves, performance of
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offshore banking units, off-balance sheet activities o f  banks and performance of 

money changers.

8. Data Sources; The study is prepared based on both primary and secondary data. 

Data used in the dissertation had been collected in large part from secondary sources, 

which comprised published materials Hke books, journals, bulletins, reports and 

financial statements and unpublished official documents and reports o f  banks and 

non-bank financial institutions. Most important amongst the sources used were the 

Bangladesh Bank & BIBM publications and records and related publications of the 

agencies such as Ministry o f  Finance o f  the government o f  Bangladesh and 

Bangladesh Foreign Exchange Dealers Association (BAFEDA). Some data were 

collected from internal official records o f  source agencies/organizations. The data 

relating to fundamental macro-economic variables such as inflation, interest rate, 

exchange rates, index o f  industrial production, capital flows etc had been collected 

mainly from the publications of Bangladesh Bank and Bangladesh Bureau of 

Statistics.

The primary data had been collected through a limited scale undisguised, structured 

and closed-end questionnaire survey and expert opinion survey o f  people involved in 

various institutions o f  money and foreign exchange market in Bangladesh. The main 

purpose o f  the survey; however ware not to get field level data on operations of 

financial tools and instruments and their impact on the country's money and foreign 

exchange markets. Rather the intention was to confirm validity o f  data recorded in the 

dissertation, check whether the tentative findings o f  the study match with the pulses of 

administrators and policy makers and discuss possible strategic and immediate 

measures for the improvement of different segments o f  the country's money and 

foreign exchange markets.

9. Data analysis & Processing;

Several techniques have been applied in this stage, among which simple arithmetical 

& statistical averages, percentiles, ratio analysis and tabular presentation ol data have 

been used. Graphical presentation of some variables has been applied to establish 

relationship among them.
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1.6 Plan of Presentation
Plan o f  the study provides a brief description o f  the present study. The description is 

planned and structured under eight chapters which are as follows;

Chapter-1: Introduction:

This chapter is completed with liackground o f  the Study, Statement o f  the problem. 

Objectives o f  the Study, Rationale of the Study, Methodology o f  the Study, Plan of 

Presentation and Limitations of the Study.

Chapter-2: Literature review:

This chapter explains the review of literatures.

Chapter-3: Financial System of liangladesh:

This chapter shows the introduction o f  financial system including summery of 

Financial Institutions and Financial Instruments with regard to general basis and 

discussed absolutely Financial System of Bangladesh in changes since liberation. 

Chapter-4: Financial Market in Bangladesh:

This chapter is analysed on summery of Financial Market in Bangladesh specially 

Money Market, Foreign Exchange Market & Capital Market and their products/ 

instruments.

Chapter-5: Relationship of Money Market and Foreign Exchange Market:

This chapter is evaluated the Bangladesh money market and Foreign Exchange 

Markets’ relationship based on interest rate & exchange rate in view o f  economic as 

well as financial development.

Chapter-6: Analysis and Interpretation of FOREX Risks:

The chapter is examined the surveyed data and interview result on transaction of 

Foreign Exchange risks in the Forex Market o f  Bangladesh.

Chapter-7: Summery of Finding:

Chapter seven presents on summary o f  findings.

Chapter-8: Conclusion and Recommendations:

Concluding comments in chapter eight reflects on conclusion and recommendations 

for the study based on summery of findings o f  the study.

Lastly bibliographically references have been quoted.
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1.7 Limitations of the Study
The study examined operational performance, efficiency, potentiality and intrinsic 

entity of money market & foreign exchange market. Although this research was 

carefully prepared. I am still aware o f  its limitations and shortcomings. Several 

limitations and shortcomings have been faced to examine the above issues. While 

present study has yielded some preliminary findings, its design is not without flaws. A 

number o f  caveats need to be noted regarding the present study.

i.The study has been undertaken on only single country experience i.e. BangUidesh

ii. Required level o f  information could not be obtained regarding money market and 

foreign exchange market from Central bank, BASIC Bank as there had no sufficient 

data as new area o f  study.

iii. Although there is much remains to be done, work generates important findings in the 

field o f  international banks’ competitiveness in the foreign exchange market.

iv. Time & information scarcity: The researcher is a bank employee, so managing 

required time for the study was quite tough, the researchers finds it difficult to cope in 

terms of sourcing for materials and traveling to different places of findings. Some 

important data from sample bank could not been collected as those were secret 

information on their eyes.

In spite o f  these limitations 1 am inclined to say that such types o f  limitation are 

almost common in data based work, rather possible efforts have in this regard been 

made in obtaining the data through cross-checking by different data collection 

methods including personal observation, exchange o f  views etc.

In conclusion, 1 believe that the said limitations of the study may effect a very little 

adverse on the findings.
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Chapter -2: Review of Literature
In this chapter, the author analyses Ihe empirical evidence in these two markets that 

influences the work developed in this study. The literatures have focused on linkages 

and measurements of integration particularly between money markets and foreign 

exchange markets o f  difference nations. There are also quite a number o f  studies that 

focus on relationship between money market and foreign exchange market 

particularly in a domestic setting. Studies o f  relationships on returns o f  indices in the 

different markets were noted by Becker, Finnerty and Gupta (1990), Koch and Koch 

(1991), Malliaris and Urrutia (1991), Theodossiou and Lee (1993), Tang (1995). 

Money Market Development

Forces inlluencing interest rales in the money markets are varied and may rellect 

conditions o f  supply o f  and demand for different money market instruments.

i. IMF (2001) and World Bank (2001) view that prudential supervision and payment 

settlement system regulations play important roles in developing the money market by 

guarding against risky market practices and fraud. An active money market is a 

prerequisite for the development o f  markets in foreign exchange and in government 

securities. A money market not only supports the bond market by increasing the 

liquidity o f  securities, but also makes it chcaper. When the money market is illiquid 

and interest rates are volatile, inxeslors in bonds face greater liquidity risks that limit 

their ability to invest in long-term assets (Mohanty, 2002). At the same time, money 

markets are interdependent on securities markets. Deeper money markets can be 

facilitated by the availability o f  a wide range of high-grade securities, which can serve 

as collateral in inter-bank lending and are easy to liquidate in the event o f  counter­

party defaults.

ii. Willis (1963) argues that promoting money market needs joint efforts o f  market 

intermediary organizations and fmancial institutions. The money market, with 

increasingly active transactions provides a platform for the liquidity management of 

fmancial institutions, thus raise the liquidity in the whole financial system. A 

flourishing money market promotes financial liberalization and interest rate 

mercerization, and paves the way for the further integration of the domestic and 

international financial markets, fhe money markets offer commercial banks a concept 

o f  regulated fund operation, which guarantees both liquidity and profitability, ihe 

market provides a convenient platform for commercial banks asset-liability
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management, where they can lake the initiative to adjust the term and interest rate 

structure o f  their assets and liabilities based on their forecast of interest rate 

movements, and so as to control interest rate risk and liquidity risk resulting from the 

mismatch o f  asset and liability positions. A gradually improved and regulated money 

market also paves the way for ihe innovation and internal control o f  commercial 

banks.

iii. Park (1993) notes that "freasury bills, with no default risk and an active secondary 

market, usually yield the lowest rale in the money market and other instruments 

appear to move with Treasury bill rales.

iv. Thaler (1993) argues that money market development depends on the soundness 

o f  financial institutions, hi the absence o f  creditworthy counter parties, market 

participants would be reluctant lo deal in the inter-bank market, but would transact 

solely with the central bank. Market participants, therefore, should be able to assess 

one another's creditworthiness on the basis o f  timely disclosure o f  reliable financial 

information, underpinned by high quality accounting standards and widespread use of 

external audits, hi order to enhance liquidity, participation in the market can be 

broadened to include sound non-bank financial institufions.

V. Cook (1993). Money markets comprise that part o f  the financial markets where 

short-term financial assets are bought and sold. By definition, the financial assets, 

such as stocks and bonds that arc treaded in these markets mature in one yaes or loess. 

Financial institutions, corporations, governments and the treasury are active in the 

money markets as they adjust their short-term portfolios. Domestic money markets 

provide an important mechanism in an economy for transferring short-term funds 

from lenders to borrowers. For corporations, governments and financial institutions 

with temporary excess funds, these markets provide an efficient means to lend to 

others corporations, governments and individuals who have a temporary need for 

funds. Key money market eharaclcristics include a high degree o f  safety o f  principal. 

Most markets are informal ‘telephone’ markets with low transaction costs. Most 

money market instruments are liquid, which means that they can be quickly converted 

into cash assets without a sizeable loss. Each day billions o f  dollars are traded in the 

money markets. Several important money market instruments are government 

treasury bills, short-term government agency securities, commercial papers, mutual 

funds, etc.
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vi. Mehran and Laurens (1997) notes that the central bank plays a key role in the 

money market development, liarly in the process, the central banks should begin 

developing new monetary instruments (such as treasury bills, central bank bills, and 

central bank auctions), reforming the system o f  reserve requirements, and designing 

the terms and conditions o f  acccss o f  standing facilities. Central bank policies and 

standing facilities should be designed and conducted in a manner that creates 

incentives for market participants to trade money among themselves before trading 

with the central bank, fhe central bank must also ensure that there is a two-way 

market in bank reserves and shorl-term funds by avoiding protracted periods o f  excess 

reserves and by alleviating systemic liquidity shortages. To manage systemic liquidity 

effectively, the central bank must have the technical capacity to forecast liquidity and 

possess the instruments to inject into and withdraw funds from the market.

vii. Green (1997) holds that the central banks use repurchase agreements (repos) as 

essential instrument for money market development and as a key tool for indirect 

monetary control sc daily liquidity management, especially before development of an 

active secondary market for government securities. Whereas 'outright' purchases and 

sales of securities by the central bank require a secondary market in (government) 

securities, repos allow the central bank to adjust its balance sheet and systemic 

liquidity without a secondary market. Repos also offer flexibility in terms of duration 

and timing o f  central liquidity management operations, because they can be effective 

with little notice, for very short periods of time, and without the need to create 

treasury bills in shorter maturities than already issued. Reducing the issuance o f  new 

treasury bills in different maturities can help deepen .secondary markets in existing 

securities. From the central bank's perspective, repos have &e advantage o f  enabling 

liquidity management operations without triggering unwanted volatility in bond prices 

and the yield curve that outright operations are likely to cause.

viii. Babbbel & Santomero (2001), the money market has both a primary and 

secondary market. In the primary market, short term funds are obtained quickly and 

easily at interest rates that vary according to the credit standing of the borrower, the 

nature o f  the borrowing instrument, the source ol lunds, and so forth. For most money 

market instruments, a secondary market also exists where claims are traded at interest 

rates that result from the interpla} o f  supply and demand for those instruments.

ix. Rose (2003), remarks the money market, like all fmancial markets, provides a 

channel for the exchange o f  financial assets for money. However, it dif'fers from other
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parts o f  the financial system in iis empliasis on loans to meet purely short-term cash 

needs (i.e., current account, rather capital account transaction). The money market is 

y  the mechanism through which holders o f  temporary cash surpluses meet holders of

temporary cash deficits. It is designed, on the one hand, to meet the short term cash 

requirements o f  corporations, llnancial institutions, and governments, providing a 

mechanism for granting loans as short as overnight and as long as one year to 

maturity. At the same time, the money market provides an investment outlet for those 

spending units (also principally corporations, financial institutions, and governments) 

that hold surplus cash for short periods of time and wish to earn at least some return 

on temporary idle funds. The essential function o f  the money market is to bring these 

two groups into contract to make borrowing and lending possible.

X. Pozar et al. 2010, p. 50; ‘‘Money market investors effectively fund every step in 

the shadow credit intermediation process...they are the lifeblood of the shadow 

banking system.” Individuals, businesses, and governments all invest in money 

market instruments, fhey invest indirectly through regulated money market mutual 

y  funds and unregulated money market intermediaries. Large individual and

institutional investors acquire wholesale money market instruments indirectly and 

directly. Money markets evolved initially to finance short-term assets with short-term 

securities. Bills o f  exchange have been employed for centuries to finance international 

trade. Until recently, B/E is relatively little “maturity transformation.”

Relationships in Money Markets

Researchers in this field investigate the integration between markets measured by 

linkages between interest rates in different geographic setting. Some o f the studies 

related to the money market are reviewed below.

i. Hartman (1984) examines the linkages between the Eurodollar and US domestic 

financial markets. 1 he results show that using weekly data allows the isolation ol 

significant fluctuations being transmitted between markets in both directions. In 

particular, financial markets in the US are affected significantly by foreign events. It 

V is impossible to reach precise conclusions about the causes ol historical variation in

the rates. However, this study provides evidence that at most 40% of  the variation in 

Eurodollar interest rates over the 1975-1978 period can be traced to domestic US 

sources and that between about one- fifth and two-thirds of the variation in domestic 

rates can be traced to foreign s o l i i  c c s .
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ii. Fung and Isberg (1992) examine the relationship between US and Eurodollar 

certificate o f  deposit (CD) rales lor the period 1981-1988 using an error correction 

model. Their results indicate thal there is a structural change in the CD rates. In the 

earlier sub-period (1981-1983). Ihcre exists unidirectional causality leading from the 

domestic to the external markets. In the more recent sub-period (1984-1988), 

however, significant reverse 

Foreign Exchange Market Growth

The money and foreign exchange markets are key components o f  the financial 

system. Foreign exchange markets facilitate the trade o f  one foreign currency for 

another and foreign exchange dealers handle most transactions in this market. 

Businesses, financial institutions, governments, investors, and individuals use the 

foreign exchange markets to adjust their currency holdings. The foreign exchange 

markets play a critical role in facilitating cross-border trade, investment, and financial 

transactions. The importance of foreign exchange markets has grown with increased 

global economic activity, trade, and investment, and with technology that makes real­

time exchange o f  information.

i. McDonald and Siegel.(1986) has shown that in response to one-standard-deviation 

shock to interest and exchange rates, the dynamic capital mobility o f  all four crisis 

countries in East Asia has decreased in the short ma. These shocks also increase the 

capital-market risk in these countries. The thinness o f  foreign-exchange markets 

causes destabilizing speculations, especially when exchange-rate flexibility is 

increased is experienced in the Asian crisis countries. Analysis o f  the impact of the 

foreign-exchange market thinness on the dynamic capital mobility and capital-market 

risk bears huge importance.

ii. Rose (1994) notes that a number o f  factors influence foreign exchange rates and 

these are: balanee-of-paymenls position, speculation over future currency values, 

domestic economic and political conditions, and the central bank interventions. A 

country experiencing a trade dellcit usually faces downward pressure on its foreign 

exchange rate. Speculators buy or sell currencies when they see profitable 

opportunities. Deteriorating economic conditions and inflafion typically have an 

adverse affect on foreign exchange rates. Central banks may buy or sell currencies to 

influence the value o f  their currcncy.

iii. Aron and Ayogu. (1997) apply co-integration methodology to test foreign 

exchange market efficiency in Sub- Saharan African countries. 1 hey find that the
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market with a larger liquidity such as European and North American foreign exchange 

markets have higher market enicicncy than those with a smaller liquidity such as the 

i- African and Asian markets except Japan. They use monthly parallel market and

official exchange rates for Soulh Africa to test weak form efficiency by a variant of 

the martingale model and tlnd lliat exchange rate returns are predictable by past 

values of the exchange rate and the market is inefficient.

iv. Ishii et al (2003) holds the \ iew that the efficiency and depth o f  the foreign 

exchange market hinges on several factors, namely the degree of competition, the 

removal o f  impediments to price discovery, and the dissemination o f  information in 

the market. The introduction and development of a foreign exchange market requires 

the availability o f  foreign exchange for various external transactions, which depends 

on the situation o f  currency convertibility. At a minimum, exchange controls and 

regulations affecting foreign exchange dealings should be modified to ensure market- 

based allocation and pricing of foreign exchange. Structural features o f  foreign 

exchange markets, including market microstructure and prudential supervision, also 

W affect the depth and volatility of these markets.

V . Recently, Ahmed (2005), report their findings that the returns series in South 

, Asian foreign exchange markets are stationary during the period from 1999 to 2004. 

Although there have been many studies that investigated foreign exchange market 

efficiency in many countries around the globe, there is dearth o f  investigations that 

involves South Asian markets, fhey reject random walk hypothesis for those markets 

by using the Runs test. The current paper involves longer period o f  data which is 

required to detect the tendency of mean reversion in a time series. In addition, it 

employs more advanced techniques to test for efficiency in the foreign exchange 

market.

V
/
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Chapter-3: Financial Systems of Bangladesh
3.1 Definition & Structure

The financial system is a set o f  organized institutional set-up through which surplus 

units transfer their funds to deficit units. Financial system is the system that allows the 

transfer o f  money between investors and borrowers. The financial system provides a 

mechanism whereby an individual, firm or household, who is a surplus spending unit 

(SSU), may conveniently make funs available to a deficit spending unit (DSU) who 

intend to spend more than their current income. The key word ‘conveniently’ is 

important. It means the financial system will be so developed and mechanism for 

transactions so designed and rule and regulations for dealings so formulated that both 

the supplier and demanders o f  funds will not face any difficulties while they will be 

transacting with each other. Gurusamy, writing in Financial Services and Systems has 

described it as comprising "a set of complex and closely interconnected financial 

institutions, markets, instruments, services, practices, and transactions."

According to Franklin Allen and Douglas Gale in Comparing Financial Systems: 

"Financial systems are crucial to the allocation of resources in a modern economy. 

They channel household savings to the corporate sector and allocate investment funds 

among firms; they allow inter temporal smoothing o f  consumpfion by households and 

expenditures by firms; and they enable households and firms to share risks. These 

functions are common to the financial systems of most developed economies. Yet the 

form of these financial systems varies widely."

Fig-3.1: An integrated picture o f  the financial system

M o n e y

G e n e r a l
P u b l i c /

C o n s u m e r  o r

1 M o n e t a i y
I n s t i t u t i o n s ifl 1 I n s t r u m e n t s
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Table -3.1: Financial System

Financial System

Source: Complied from financial system literature

Structure o f  Financial System:

I'he Main Constituents o f  Financial System are:

01. F inanc ia l In s t i tu t io n s /In te rm ed ia r ie s .

02. F inancia l In s tru m en ts /A sse ts

03. F inanc ia l M arke ts .
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3.2 Financial Institutions/Intermediaries:

All Institutions which are registered for doing business o f  money or money 

equivalents or money related instruments or tools are refers to a Financial Institution. 

When an Institution involved with the following function is called Financial 

Institution. An organization which borrows funds from lenders and lends them to 

borrowers on terms which are better for both parties than if they dealt directly with 

each other. Financial institutions as ‘intermediaries’; As a general rule, financial 

institutions are all engaged to some degree in what is called intermediation. Rather 

obviously ‘intermediation’ means acting as a go-between for two parties. The parties 

here are usually called lenders and borrowers or sometimes-surplus sectors or units, 

and deficit sectors or units. As a general rule, what financial intermediaries do is: to 

create assets for savers and liabilities for borrowers which are more attractive to each 

than would be the case if  the parties had to deal with each other directly.

Tahle-3.2: Participant o f  Financial Institutions in Financial Market

contributions

7 Source: Madura (2004)
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3.3 Financial Instruments

Financial instruments are those securities/items tiiat are being sold in the financial 

markets. A financial instrument is any contract that gives rise to a financial asset of 

one entity and a financial liability or equity instrument o f  another entity. Financial 

instruments represents financial assets those are negotiable in nature.

Different types of Financial Instruments: 

it has two forms: (i) Money and (ii) Security

Money: Medium that is universally acceptable in an economy both by sellers o f  goods 

and services as payment tor the goods and services and by creditors as payments for 

debts. Security: A security is a written evidence of the extension o f  loan. Most oi' the 

financial instruments take the form o f  securities.

Main types o f  financial instruments are as follows:

A. Equity Instruments

B. Debt Instruments

C. Asset-backed Instrument

% D. Hedging Instrument

A. Equity Instruments

There are two types o f  Equity instruments. Following is the discussion on these 

instruments, i) Common Stock: ii) Preferred Stock:

B. Debt Instruments

Loni; Term or Capital Market Debt Instruments:

Corporate Bond: Long term debt issued by private corporations

i. Convertible Bond, ii. Junk Bonds iii. Govt. Treasury Notes iv. Govt. Treasury Bond

Short Term or Money Market Debt Instruments

Govt. Issues: i. Treasury Bills, ii. Tax Anticipation Bills, iii. Treasury Notes, iv.Govt. 

Agency Issues

Non-governmental Issues: i. Commercial Paper, ii Negotiable Certificate o f  Deposit, 

iiii. Banker's Acceptance, iv. Repurchase Agreements 

y  C. Asset Backed Instruments (Recent Innovation in Financial Market)

Mortgage Markets: i. Adjustable Rate Mortgages, ii. Mortgage-backed Securities,

iii. Collateralized Mortgage Obligation (CMC), iv. Zero Coupon Bond:

I). Hedging Instruments (forward contract and future market) 

i. Forward Contract ii. Futures Contract.
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Financial
Instruments

Financial Markets Financial Institutions Investors Maturities Secondary
Market
Activity

Treasury bills Money Market Central Bank Households, firms
28, 59, 91 
days High

Retails CDs Money Market Banks and savings Institutions Households
7 days to 5 
yrs Nonexistent

NCDs Money Market
Large Banks and savings 
Institutions Firms

2 weeks to 1 
yr Moderate

Commercial Paper Money Market Banks & Finance Companies Firms
1 to 270 
days Low

Eurodollar Deposits
Money Market & 
FEX Banks outside the US Firms & government 1 day to 1 yr Nonexistent

Banl< acceptances Money Market Banks Firms
30 to 270 
days High

Federal Funds Money Market Depository Institutions
Depository
Institutions 1 to 7 days Nonexistent

Repurchase
agreement Money Market Nonfinancial firms & FIs

Nonfinancial firms & 
FIs

1 to 15 
days Nonexistent

Treasury notes & 
bonds Capital Market Central Bank

Households and 
firms 1 yr to 5 yrs High

Municipals bonds Capital Market State & Local Govt Households, firms 10 to 30 yrs Moderate

Corporate bonds Capital Market Firms Households, firms 10 to 30 yrs Moderate

Mortqaqes Capital Market Individuals and Firms FIs 15 to 30 yrs Moderate

Equity Capital Market Firms Households, firms No maturity High

Preference share Capital Market Firms Households, firms No maturity Hiqh

Forward FEX Banks Firms
15 days to 1 
yr Moderate

Future FEX Dealers, Banks Firms
15 days to 1 
yr Moderate

Ootion FEX Dealers, Banks Firms
15 days to 1

yr .
Moderate

Soot FEX Banks Firms No maturity Moderate

SWAPS FEX Banks Banks No maturity Moderate

Source: Complied by the author from various financial market literature
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3.4 Financial System: Bangladesh Context

The financial system in Bangladesh includes Bangladesh Bank (the Central Bank), 

scheduled banks, non-bank financial institutions. Microfinance institutions (Ml'ls), 

insurance companies, co-operative banks, credit rating agencies and slock 

exchange. Among scheduled banks there are 4 State owned commercial banks 

(SCBs), 4 specialized banks (SBs), 30 domestic private commercial banks (PCBs), 9 

foreign commercial banks (FCBs) and 31 non-bank financial institutions (NBFls) as 

o f  December 201! after that total number of institutions are increasing rapidly. The 

financial system o f  Bangladesh is mainly bank dependent. Though in the recent years, 

a number o f  non-banking financial institutions (leasing and merchant banks) have 

been established, yet the banking sector still captures the lion share o f  the financial 

market. Bangladesh Bank is the key player for the financial sector o f  Bangladesh as 

well as for the economy. Bangladesh Bank is the banker to the government as well as 

to other banks. It formulates and implements monetary policy, manages foreign 

exchange reserve and is the authority to supervise and regulate other banks and non­

bank financial institutions. The financial sector o f  Bangladesh has gone through a lot 

o f  reforms in the past two decades and central bank reform was a key element o f  the 

reform agenda. This study maps the various reforms that have taken place so far. 

Bangladesh Bank has improved in certain areas and yet there are avenues where more 

can be done. The bank plays a dual role in the economy. Bangladesh Bank supervises 

and regulates the country’s banking sector where it has significant improvements. On 

the other hand, the bank underachieves in terms o f autonomous formulation and 

implementation o f  monetary policy in coordination with the government.

I'he financial system o f  Bangladesh is comprised o f  three broad fragmented sectors:

1. Formal Sector, 2. Semi-Formal Sector, 3. hiformal Sector.

The sectors have been categorized in accordance with their degree o f  regulation. 

The formal sector includes all regulated institutions like 1. Banks, 2. Non-Bank 

Financial Institutions (FIs), 3. Insurance Companies, 4.CapitaI Market Intermediaries 

like Brokerage Houses, Merchant Banks etc.; 5. Micro Finance Institutions (MFIs). 

The semi formal sector includes those institutions which are regulated otherwise but 

do not fall under the jurisdiction of Central Bank, Insurance Authority, Securities and 

Exchange Commission or any other enacted financial regulator. This sector is mainly 

represented by Specialized Financial Institutions like I. House Building Finance
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Corporation (IIBFC), 2. Palli Karma Sahayak Foundation (PKSF), 3. Samabay Bank,

4. Grameen Bank etc.. Non Governmental Organizations.

The informal sector includes private intermediaries which are completely 

unregulated.

Table 3.4: Financial System o f  Bangladesh

Financial Market

Money Market

(Banks, NBFIs, 
Primary Dealers)

Capital Market 
(Investment banks, 
Stock Exchanges, 
Credit
Rating Companies 
etc.)______________

Foreign Exchange 
Market

(Authorized Dealers)

Formal Sector

Regulators & 
Institutions

Bangladesh Bank 

(Central Bank)

Banks

47 scheduled &
4 non-scheduled banks

NBFIs 

31 NBFIs

Insurance 
Development 
& Regulatory Authority 

(Insurance Authority)

Insurance Companies

18 Life and 44 Non-Life 
Insurance Companies

Securities &
Exchange Commission

(Regulatory of capital 
market Interm ediaries)

Stock Exchanges, 
Stock Dealers & 
Brokers,
Merchants Banks, 
A M C s,
Credit Rating Agencies 
etc.

Microcredit 
Regulatory Authority 
(MFI Authority)

Micro Finance 
Institutions 
599 MFIs

Semi Formal 
Sector

Informal
Sector

Specialized FIs:

1. HBFC

2. PKSF

3. Samabay Bank 

4 Grameen Bank

Source: Bangladesh Bank
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3.5 Financial Institutions in Bangladesh
/. Banks:
After the independence, banking industry in Bangladesh started its journey with 6 

Nationalized commercialized banks, 2 State owned Specialized banks and 3 Foreign 

Banks. In the 1980's banking industry achieved significant expansion with the 

entrance o f  private banks. Now, banks in Bangladesh are primarily o f  two types: 

Scheduled Banks and Non-Scheduled Banks.

Tahle-3.5: Financial Institutions in Financial Market

Financial Institution

i

Source: Complied by the author from various financial institutes literatures
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2. Non Bank Financial Institutions (NBFIs) are those types o f  financial institutions 

which are regulated under Financial Institution Act, 1993 and controlled by 

Bangladesh Bank. Now, 3 1 FIs are operating in Bangladesh while the maiden one was 

established in 1981. Out o f  the total, 2 is fully government owned, 1 is the subsidiary 

o f  a SCBs, 13 were initiated by private domestic initiative and 15 were initiated by 

joint venture initiative. The major difference between banks and FIs are as follows:

• FIs cannot issue cheques, pay-orders or demand drafts.

• FIs cannot receive demand deposits,

• FIs cannot be involved in foreign exchange financing,

• FIs can conduct their business operations with diversified financing modes 

like syndicated financing, bridge financing, lease financing, securitization 

instruments, private placement o f  equity etc.

3. Capital Market Institutions: After the independence, establishment o f  Dhaka Stock 

Exchange initiated the pathway o f  capital market intermediaries in Bangladesh. In 

1976, formation o f  Investment Corporation o f  Bangladesh opened the door of 

professional portfolio management in institutional form. In last two decades, capital 

market witnessed number o f  institutional and regulatory advancements which has 

resulted diversified capital market intermediaries.

4. Micro Financial Institute in Bangladesh I'he member-based Microfinance 

Institutions (MFIs) constitute a rapidly growing segment o f  the Rural Financial 

Market (RFM) in Bangladesh. Microcredit programs in Bangladesh are implemented 

by various formal financial institutions (nationalized commercial banks and 

specialized banks), specialized government organizations and Non-Government 

Organizations (NGOs). Despite the fact that more than a thousand o f  institutions are 

operating microcredit programs, but only 10 large Microcredit Institutions (MFIs) and 

Grameen Bank represent 87% of total savings of the sector and 81% of  total 

outstanding loan o f  the sector.

5. Insurance Institutions: Insurance sector in Bangladesh emerged after independence 

with 2 nationalized insurance companies- 1 Life & 1 General; and 1 foreign insurance 

company. In mid 80s, private sector insurance companies started to enter in the 

industry and it got expanded. Now days, 62 companies are operating under Insurance 

Act 2010. Out o f  them, 18 are Life Insurance Companies including 1 foreign 

company and 1 is state-owned company and 44 General Insurance Companies 

including 1 state-owned company.
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Chapter-4: Financial Market in Bangladesh
4.1 Definition & Structure

Financials markets: "Financial Markets are generally known as a market where 

financial securities or/and assets are bought and sold by the buyers and sellers 

respectively. " Markets in which funds are transferred from people who have excess of 

available funds to people who have a shortage. A financial market is a market in 

which people and entities can trade financial securides, commodities, and other 

fungible items of value at low transaction costs and at prices that reflect supply and 

demand. Securities include stocks and bonds, and commodities include precious 

metals or agricultural goods.

The institutions and procedures that facilitate the transaction o f  financial securities are 

called financial market. These securities may be short or long in terms o f  maturity. 

Again the securities may be earning fixed income for certain period known as interest 

or may be participating in the profit and loss o f  the organization. The fixed income 

securities are known as debenture whereas the profit and loss sharing securers are 

known as shares.

Financial Market vs Financial Intermediary

The financial system has two major components. One is the Financial Market where 

SSUs can invest or lend their funds directly to the DSUs. This is called Direct 

Finance. An example is the market for corporate bonds. Purchase of Stock is another 

example o f  direct finance.

The other major component o f  the financial system is made up of the Financial 

Intermediaries - various institutions such as banks, savings and loan associations and 

credit unions - that as go-betweens to link up SSUs and DSUs. Here the linkage 

between saver and borrower is indirect. This is called Indirect Finance. Even though 

the ultimate lender is the SSU, the DSU owes repayment to the financial intermediary, 

and the financial intermediary owes repayment o f  the deposit to the SSU.
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Graph 4 .1: Structure o f  Financial Markets
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Table-4.1: Summary o f  Classification o f  Financial Markets can he div ided  into different sub types:

Classification by Nature o f  claim 1. Debt Market
2. Equity Market

Classification by Maturity o f  claim 1. Money Market
2. Capital Market

Classification by timing difference 
o f  claim

1. Spot market
2. Forward market
3. Futures market

Classification by Seasoning of 
claim

1. Primary Market
2. Secondary Market

Classification by Immediate or 
Future Delivery

1. Cash or Spot Market
2. Derivative Market

Classification by Organizational 

structure

1. Auction Market
2. Over-the counter market
3. Intermediated market

Classification by Global Financial 
Market

1. Internal market (Domestic and Foreign)
2. Externa! Market/ Int,l market/ Olfshore market

>
/

Source: Financial Market developed by Author
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Figure 4 .1: Hierarchical Orders o f  Financial Markets
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Major Markets in Financial Market:

4.2. Money Market: A Money market is an important part of the financial market 

where money or its equivalent financial instruments with very high liquidity and a 

very short maturity can be traded. Money is synonym o f  liquidity. Money market 

consists o f  financial institutions and dealers in money or credit who wish to generate 

liquidity, it is better known as a place where large institutions and government 

manage their short term cash needs. For generation o f  liquidity, short term borrowing 

and lending is done by these financial institutions and dealers Due to highly liquid 

nature of securities and their short term maturities, money market is treated as a safe 

place. Hence, money market is a market where short term obligations such as treasury 

bills, commercial papers and banker’s acceptances are bought and sold. The 

operations in the money market are generally short-term (upto 1 year) in nature, in 

capital market short-term to long term and in gilt securities market generally long-
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term. However, in an integrated financial system, the occurrence of an event in one 

market of tlie financial system will have an impact on the other market system. The 

presence o f  an active and vibrant money market is an essential pre-requisite for the 

growth and development o f  an economy. The money market is a subsection ol' the 

fixed income market. Money market investments are also called cash investments 

because o f  their short maturities.

Furthermore, the money market is a dealer market, which means that firms buy and 

sell securities in their own accounts, at their own risk. Compare this to the stock 

market where a broker receives commission to acts as an agent, while the investor 

takes the risk o f  holding the stock. Another characteristic o f  a dealer market is the 

lack o f  a central trading floor or exchange. Deals are transacted over the phone or 

through electronic systems.

A money market means the institutions and procedures that facilitate the transaction 

of short-term securities. Short-term securities have the maturity of one year or less 

than one year. Examples of these securities are Govt, treasury bonds, bills of 

exchange, commercial paper etc. The money market is a market for short term (less 

than one year) loan; in fact it is money or near money that is being bought and sold. It 

is not a place (like the stock market) but an activity. The money market is a 

component o f  the financial markets for assets involved in short-term borrowing and 

lending with original maturities of one year or shorter time frames. Trading in the 

money markets involves Treasury bills, commercial paper, bankers' acceptances, 

certificates o f  deposit, federal funds, and short-lived mortgage- and asset-backed 

securities. It provides liquidity funding for the global financial system. Money 

markets and capital markets are parts of financial markets.

According to the McGraw Hill Dictionary o f  Modern Economics,

“Money market is the term designed to include the financial institutions which handle 

the purchase, sale, and transfers of short term credit instruments. The money market 

includes the entire machinery for the channelizing o f  short-term funds. Concerned 

primarily with small business needs for working capital, individual's borrowings, and 

government short term obligations, it differs Irom the long term or capital market 

which devotes its attention to dealings in bonds, corporate stock and mortgage credit.”
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Table 4.2: Constituents o f  money market:

Source: Constituents of money market Developed by Author
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4.3 Foreign Exchange Market: The term foreign exchange refers to the process of 

converting home currencies into foreign currencies and vice versa. According to Dr. 

Paul Einzing “Foreign Exchange is the system or process o f  converting one national 

currency into another, and o f  transferring money from one country to another” . I’he 

market where foreign exchange transactions take place is called a foreign exchange 

market. It does not refer to a market place in the physical sense o f  the term. In fact, it 

consists o f  a number o f  dealers, banks and brokers engage in the business o f  buying 

and selling foreign exchange. It also includes the central bank o f  each country and the 

treasury authorities who enter into this market as controlling authorities.

Table 4.3 Money & Capital Market Instruments/Products

Financial Markets Category Financial Instruments
1. Money Market Interest Based 1. Negotiable Certificate of Deposits

2. Repurchase Agreement
3. Bank & Consumer Commercial Paper
4. Call Money
5. Mutual Fund
6. Repo
7. Reverse Repo

Non-interest 8. Treasure Bills
9. Banker Acceptances
10. Bank bills

2. Foreign 
Exchange Market

1. Spot
2. Forward
3. Option
4. Future

3. Capital Market 1. Initial Public Offering (IPO)
2. Non-Resident Portfolio Investment
3. ICB Programmes
4. Unit Certificates

Primary Market &
5. Share: Ordinary Share, Preference 

Share
Secondary Market 6. Stocks

7. Mutual Funds
8. Govt. SecuritiesiTreasury bonds
9. Debt Securities
10. Debenture
11. Bonds
12. Corporate bonds
13. Derivatives,
14. Future and Options.

Source: Complied b y  th e  a u t h o r  from I n ia n c ia l  i n s t r u m e n t s  l i t e r a tu re
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Definition & Structure

The foreign exchange market is a market in which foreign exchange transactions 

take place, hi other words, it is a market in which national currencies are bought and 

sold against one another. FOREX, an acronym for Foreign Exchange, is the largest 

financial market in the world. Forex is an over-the-counter (O l’C) or off-exchange 

market. Foreign Exchange is a process which is converted one national currency into 

another and transferred money from one country to another country.

According to Mr. H. E. Evitt, Foreign Exchange is that section o f  economic science 

which deals with the means and method by which right to wealth in one country's 

currency are converted into rights to wealth in terms o f  another country's currency. It 

involved the investigation of the method by which the currency o f  one country is 

exchanged for that o f  another, the causes which rented such exchange necessary the 

forms which exchange may take and the ratio or equivalent values at which such 

exchanges are effected.

An individual or institution buys one currency and sells another in a simultaneous 

transaction. Currency trading always occurs in pairs where one currency is sold for 

another and is represented in the following notation: BDT/USD or EUR/YEN. The 

exchange rate is determined through the interaction o f  market forces dealing with 

supply and demand.

The forex market as it is often called is the market in which currencies are traded. 

Currency trading is the world’s largest market consisting o f  almost trillion in daily 

volumes and as investors learn more and become more interested, the market 

continues to rapidly grow, fhe foreign exchange market is the market where 

currencies o f  different countries are traded. Because different countries in the world 

buy goods and services from one another, the different currencies change hands 

between countries. If Bangladesh, for instance, buys vehicles from the USA, we 

would need US $ to pay for them. We would then buy US $ from the foreign 

exchange market, paying with Bangladesh Taka.

The foreign exchange market (Forex, I'X, or currency market) is a lorm ol exchange 

for the global decentralized trading o f  international currencies. Financial centers 

around the world function as anchors of trading between a wide range o f  ditlcrent 

types o f  buyers and sellers around the clock, with the exception o f  weekends. I he 

foreign exchange market determines the relative values o f  different currcncies.

Dhaka University Institutional Repository



35

Chart 4 .1: Structure o f  Foreign Exchange Market

Foreign Exchange Market
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Source: Collected from W ebpage/ Internet 

Chart 4.2: Types o f  Foreign Exchange Market:

f

Source: BIBM Manual for Foreign Exchange & Money M arket Products (2007)
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4 .4  Participants in Money Market & Foreign Exchange Market

The transactions in the money market are o f high volume involving large amount. So, 

money market is dominated by a small number o f large players. Some o f the 

important players in the money market are:

Table 4.4: Money Market ParlicipanI role

SI#

01

02

03

04

05

06

07

08

09

10

Player

Government

Bangladesh Bank

Commercial Banks

NBFIs

Housing Finance

Insurance Company

Pension fund

Mutual Fuind

Individuals

Dealers

Role

Borrowers/ Issuers

Intermediary

Borrowers/ Issuers

Borrowers/ Issuers

Borrowers/ Issuers

Issuers

Investors

Investors

Investors

Intermediaries

Source: Madura (2006)

More specifically, the identify different participants as:

1) Government Treasury Department -  They are the only demander o f fund. The 

Government is the most active player and the largest borrower in the money market. 

It raises funds to make up the budget deficit. The funds may be raised through the 

issue of Treasury Bills and government securities.

2) Central Bank, Bangladesh Bank- in modern countries the central bank is 

guaranteed a monopoly over the supply o f banknotes and coins and is responsible tor 

a smoothly operating monetary system. Bangladesh Bank (BB), as the central bank, 

has legal authority to supervise and regulate all the banks. It performs the traditional 

central banking roles o f note issuance and o f being banker to the government and 

banks. The Bangladesh Bank is the most important player in the money market.

3) Commercial Bank -  They are both supplier and demander o f fund. Commercial 

Banks play an important role in the money market. They undertake lending and 

borrowing o f short term funds. I ’he collective operations o f the banks on a day to day 

basis are very predominant and hence have a major impact and inlluence on the
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interest rate structure and the liquidity position. They are most active players in the 

foreign exchange market.

4) NBFIs- There are many non-bank financial institutions (NBFls) operating in 

Bangladesh beside the traditional banking sectors and it plays an important role in 

money market. They undertake lending and borrowing o f short-term funds. Since, they 

transact in large volumes, they have a significant impact on the money market.

5) Housing Finance- providers are also slowly gaining ground; they fund their 

operations with long term deposits including some contractual deposit schemes. In 

Bangladesh have 03 nos. house finance institutions; such as BHBFC, DBH, NHL.

6) Insurance Company- The largest type o f financial intermediary handling 

individual savings. Receives premium payments and places these funds in loans or 

investments to cover future benefit payments. Lends funds to individuals, businesses, 

and governments or channels them through the financial markets.

7) Pension  F unr/-Accumulates payments (contributions) from employees o f firms or 

government units, and often from employers, in order to provide retirement income. 

Money is sometimes transferred directly to borrowers, but the majority is lent or 

invested via the financial markets.

8) M utual Fund  -Pools funds o f savers and makes them available to business and 

government demanders. Money market mutual funds provide competitive returns with 

very high liquidity. Mutual funds also invest their surplus funds in various money 

market instruments for short periods.

9) Individuals -form an important and integral part o f the market through cash income 

and spending, investments and borrowings at banks and funds (e.g. unit trusts, 

pension funds, etc.) and other short-term funds, which they invest and borrow.

10) M oney market Dealers- They are the intermediaries in the money market. 

Primary Dealers were introduced by Bangladesh Bank for developing an active 

secondary market for Government securities. There are 15 dealers in Bangladesh 

money market.

11) Authorized dealers- FE Dealers are large commercial banks, which buy and sell 

FE. FE dealer o f  commercial banks maintain NOSTRO A/C with foreign bank in the 

financial centers o f  the world; London, New York, Tokyo, Frankfurt. FE dealers 

typically maintain a trading room equipped with telephones and telex machines. 1 hey 

usually communicate directly with the trading rooms o f banks in othei centers. In
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Bangladesh as per FEX guideline the ADs are free to deal directly among themselves 

without going through brokers.

12) Foreign Exchange brokers- Forex brokers play very important role in the foreign 

exchange market. Brokers serve as an agent o f the customer in the broader FX market, 

by seeking the best price in the market for a retail order and dealing on behalf o f the 

retail customer. They charge a commission or mark-up in addition to the price 

obtained in the market. Brokers do not take open positions in the FE market.

13) Importer & Exporter- The customers who are engaged in foreign trade participate 

in foreign exchange market by availing o f the services o f  banks. Exporters require 

converting the dollars in to taka and importers require converting taka in to the 

dollars, as they have to pay in dollars for the goods/services they have imported, fhey 

are importers/exporters o f goods and services. They buy and sell FE for transaction 

purposes. Instead they go to a commercial bank for the transactions. Currently, they 

participate indirectly through brokers or banks.

14) M oney Changers- Wherever used in this publication, the term "Money Changer" 

would mean a sole proprietorship or partnership firm/company licensed by 

Bangladesh Bank under "FER Act, 1947" to act as Money Changer for dealing in 

certain foreign exchange transactions as directed by Bangladesh Bank from time to 

time.

15) Money transfer/remittance companies i.e. Western Union- Money transfer 

companies/remittance companies perform high-volume low-value transfers generally 

by economic migrants back to their home country. The largest and best known 

provider is Western Union with 345,000 agents globally followed by UAE Exchange

16) Kerb market- where currency racketeers transact foreign currencies through a 

chain o f middlemen. This market emerged in the restricted regime o f foreign 

exchange transaction but continues to be active. This market operates in the alleys or 

lanes and by-lanes o f Dhaka city around the foreign exchange branches o f authorised 

banks. Dealers o f hundi also form part o f this market.

17) Retail client-. Retail clients are the ones who deal through commercial banks and 

authorised dealers. Ih e se  include individuals, international investors, multi-national 

corporations and others who need foreign exchange.
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4.5 Instruments o f Money Market & Forex Market
Table 4.5: Classification o f  Money M arkets' products can he divided into different

Nature o f classification Category Instruments/ Products
Classification by 
Securities

Non-Securities Call money 
Short-term deposit 
Cash Credit 
Bank Overdraft

Securities Treasury bill 
Repos
Reverse Repos 
CDs
Trade Bills 
Commercial Paper

Classification by 
Singular or Parallel

Singular Treasury Bills 
Repo
Call Loans 
Commercial Papers'

Parallel Inter-bank money market 
Call money market 
Certificates o f deposit.

Classification by 
Seasoning o f claim

Primary Market All MM instruments
Secondary Market Treasury bill

Classification based on 
Interest

Interest instruments CDs
Repo
Bank Commercial Paper 
Call Money

Discount instruments 
(Non-interest)

Bankers' acceptances 
Treasury bills 
Land Bank bills

System o f MM Public Treasury bill 
Repo

Private Certificates o f deposit. 
Commercial Paper

Source: Complied by the author from llnancial instruments literature

MM Securities
Issued by

Common
Investors Maturities

Secondary
market

Treasury Bills Government Banks & FIs 28 days-364 days Yes
Retails
CDs Banks House holds

1 months to 20 yrs
No

NCDs Banks Banks/ FIs 2 weeks to 1 year No
Bankers
Acceptance Bank Banks

30 to 120 days
No

Repo
Central Bank

Commercial
Banks

01 day to 7 days
Yes

S o u r c e :  C o m p l i e d  b y  th e  a u t h o r  I 'rom M o n e y  M a r k e t  S e c u r i t i e s  l i t e r a tu re
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r

Graph 4.2 -Money Market Inslrumenls

Source: Developed by the author on the basis o f  BIBM Manual (2007)

Foreign Exchange Instruments (Financial)
There are four financial instruments that are used in the trade o f  currency in foreign 

exchange market

/. Spot In this kind o f trade, the transaction has a 2-day delivery date. This is a direct 

exchange between two currencies and often involves cash and does not include any 

interest. This is by far the most voluminous trade that is carried out in the forex 

market.

A “direct exchange” between two currencies is represented by this trade, it has the 

shortest time frame, rather than contract cash is involved; and interest is excluded 

from the agreed-upon transaction. The data for this study has been taken from the spot 

market. By volume among all FX transactions, a Spot transaction has got the second 

largest turnover after Swap transactions in the Global FX market.

2. Forward  In this kind o f trade, currencies are exchanged on a future, agreed upon 

date, fhe seller and the buyer agree upon a future date on which to exchange their 

currencies with each other. The currency is then exchanged at the rate ol exchange 

prevalent on that day. In order to deal with the foreign exchange risk there is one way
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and that is to engage in a forward transaction. For any date in the future a buyer and 

seller agree on an exchange rate, and then on that date the transaction takes place,

^  regardless o f the current market rates at that time when the transaction takes place.

The duration o f  the trade might be a one day, a few days, months or years. Usually 

both parties decide the date. One way to deal with the foreign exchange risk is to 

engage in a forward transaction. In this transaction, money does not actually change 

hands until some agreed upon future date. A buyer and seller agree on an exchange 

rate for any date in the future, and the transaction occurs on that date, regardless of 

what the market rates are then.

3. F uture  This is a very unique type o f a forex transaction. In this, two parties decide 

to exchange currencies with each other for a pre-agreed length o f time and then agree 

to reverse the transaction at a future date. Foreign currency futures are exchange 

traded forward transactions having standard contract sizes and maturity dates, for 

instance, $1000 for next November at a rate that is already agreed by both parties. It is 

a rough estimate that the average contract length is 3 months. Futures contracts are

Y usually inclusive o f any interest amounts.

4. Option A foreign exchange option (commonly shortened to just FX option) is a 

derivative where the owner has the right but not the obligation to exchange money 

denominated in one currency into another currency at a pre-agreed exchange rate on a 

specified date. The options market is the deepest, largest and most liquid market lor 

options o f any kind in the world.

Call option, often simply labeled a "call", is a financial contract between two parties, 

the buyer and the seller o f this type o f option. The buyer o f the call option has the 

right, hul not the obligation to buy an agreed quantity o f  a particular commodity or 

financial instrument (the underlying) from the seller o f  the option at a certain lime 

(the expiration date) for a certain price (the strike price). The seller (or "writer") is 

obligated to sell the commodity or financial instrument should the buyer so decide. 

The buyer pays a fee (called a premium) for this right, 

r Put option A put or put option is a contract between two parties to exchange an asset,

the underlying, at a specified price, the strike, by a predetermined date, the expiry or 

maturity. One party, the seller o f the put, has the right, but not an obligation, to sell 

the asset at the strike price by the future date, while the other party, the buyer, has the 

obligation to buy the asset at the strike price if the buyer exercises the option.
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Money M arket Instruments:

Inter bank market in Bangladesh operates in a limited scale in the form o f inter bank 

deposits and inter bank borrowings, and has virtually no interest rate fixing 

mechanism. Traditionally, scheduled commercial banks lend to each other when they 

are in need o f temporary funds. Sometimes, banks also keep a part o f their resources 

to other banks as deposit and borrow as and when needed against the lien o f those 

deposits. Usually, small banks keep their funds as deposits with large banks for their 

safety. Non-bank financial institutions also take part in this market by way o f lending 

their fund to the deficit banks. The inter bank transactions are concentrated mainly in 

Dhaka city. Inter-hunk market operates within a limited scale in the form o f inter bank 

deposits and borrowings and has virtually no fixed price fixing mechanism.

01. Certificate of deposit was introduced as a money market instrument in 

Bangladesh in 1983. Its objective was to strengthen the money market and bring idle 

funds, including those arising from black money and unearned incomes, within the 

fold o f the banking system. The Bearer o f Certificate o f  Deposits (BCD) with a fixed 

maturity is issued by and payable at the bank to Bangladeshi nationals, firms and 

companies. The certificate does not contain the name o f  the purchaser or holder. The 

interest rate is not fixed as in the case o f other deposit resources accepted by the banks 

at present. The interest is determined on the date o f issue o f CDs based on the demand 

and supply o f funds in the money market, 'fhe difference between the face value of 

CDs and the prepaid interest is received by the bank from the purchaser o f CDs at the 

time of issue. The bearer o f CDs can sell the same to another purchaser. The bank 

maintains no record other than the Certificate No., rate o f interest allowed, and the 

date o f sale and encashment. A bank does not issue certificate o f deposits for the 

value exceeding the limit prescribed for it by the Bangladesh Bank.

02. Call money market is initially a part o f inter-bank market. Interbank call money 

represents over 90% o f total inter-bank transactions and he residual comprises 

interbank term money or notice deposits. Call money is a short term loan made by a 

bank to a borrower, where unlike the more usual kinds o f  loan, which are tor a set 

term, and with a payment schedule, call money is repayable on demand. Call money 

market is the most sensitive part o f money market, in which a good number of players 

from the banking as well as the non-bank financial sector actively participate on a 

regular basis, hiitially, this market developed as an inter-bank market where the banks
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V

in temporary deficit o f cash resorted to borrowing from other banks having surplus 

funds.

Features o f  Call Money Rate hi iiangladesh changes in the inter bank call money rate 

were more pronounced than the bank rate i.e. the rate at which the central bank lends 

to the scheduled banks.

The bank rate and the inter bank call money rate (from May 2010 to March 2012) are 

shown in Table 4.1: Monthly Interest rates

End of  
period

Bank
rate

Call m oney market's weighted  
average interest rates on

Schedule banks' weighted  
average interest rates on

Spread
Borrowing Lending Deposits Advances

2012
January 5 19.66 19.66 7.86 13.49 5.63
February 5 18.18 18.18 7.95 13.63 5.68
March 5 12.51 12.51
20! I
January 5 II .64 1 1.64 6.39 11.34 4.95
February 5 9.54 9.54 6.54 11.41 4.87
March 5 10.35 10.35 6.81 11.95 5.14

April 5 9.5 9.5 7.06 12.02 4.96

May 5 8.64 8.64 7.24 12.17 4.93

June 5 10.93 10.93 7.27 12.42 5.15

July 5 1 1.21 1 1.21 7.32 12.55 5.23

August 5 12.03 12.03 7.4 12.63 5.23

September 5 10.41 10.41 7.42 12.74 5.32

October 5 9.77 9.77 7.46 12.8 5.34

November 5 12.7 12.7 7.53 12.83 5.3

December 5 17.15 17.15 7.52 13.03 5.51

2010

January 5 4.83 4.83 6.31 1 1.51 5.2

February 5 4.51 4.51 6.23 1 1.47 5.24

March 5 3.51 3.51 6.09 11.3 5.21

April 5 4.35 4.35 6.09 11.32 5.23

May 5 5.07 5.07 6.09 1 1.31 5.22

Source: Statistics Department, Bangladesh Bank
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C. BUI m arket is restricted to buying and selling o f government treasury bills. In the 

past, it was basically concentrated in transaction o f government treasury bills o f 3- 

month maturity at predetermined rates. Commercial banks were obliged to buy these 

bills as approved security to meet their statutory liquidity requirement (SLR) under 

the Banking Companies Act. Moreover, these instruments were being used to mop up 

excess cash from the banking sector and help government to borrow money from 

banks to meet its budgetary shortfall.

3. Commercial bill market remained very narrow in the country largely due to a low 

level o f industrialisation and a slow growth o f trade and commerce. Banks 

traditionally financed two broad categories o f commercial bills viz. inland bills and 

export bills. These bills are marketable papers and can be resold in the market at a 

competitive rate. Prevalence o f cash credit system o f the banks is a major hindrance in 

the way o f the development o f an active commercial bill market in the country. Stamp 

duty, procedural difficulties and reluctance o f  the drawees o f bills to undertake the 

additional paper work involved in handling documents etc hindered the development 

o f commercial bill market. With the introduction o f FSRP, the commercial bill market 

is gradually developing in the country. Bangladesh Bank introduced its own security, 

the 91-day Bangladesh Bank Bill in December 1990. This added a new dimension in 

the bill market o f Bangladesh.

4. Treasury Bills issued by the government as an important tool o f raising public 

finance and up to 1994, were o f three types, although all o f them were 90-day bills. 

Among these three types, bulk was represented by ad-hoc treasury bills issued to meet 

the cash balance need o f the government. A second type was the 3-months treasury 

bills on tap introduced in August 1972 and their purpose was to mop up the excess 

liquidity o f banks, fhe third type was the 3-months treasury bills introduced for 

subscription exclusively by the NBlTs, non-financial enterprises and the public. 

Treasury bills are designated by the number o f  days to their maturity. I'here are six 

types o f T- bills that prevail in Bangladesh. These are

a) 28 days I'-bill

b)91 daysT-bill

c) 182 days T-bill,

d) 364 days T-bill

e) 2 years T-bill (no more in new issue)

f) 5 years T-bill (no more in new issue)
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The market for Bangladesh Treasury bills has a complex structure and involves 
numerous participants—Ministry o f Finance, Bangladesh Bank, government securities 
dealers and brokers, and other holders o f Treasury securities.

Table 4.8: Yield volatility o f  T-Bills in Bangladesh
Yield volatility o f  T--Bills in Bangladesh As o f  27--07-2010 Auction 20.255

28 91 182 364
T-Bill Yield days days days days 2 yrs 5yrs
28 days 6.84% -

91 days 8.52% 1.68% -

182
days 9.15% 0.63% 0.63% -

364
days 9.76% 0.61% 0.61% 0.61% -

2 y rs 10.62% 0.86% 0.86% 0.86% 0.86% -

5yrs 10.69% 0.07% 0.07% 0.07% 0.07% 0.07%
Source: Statistics Department, Bangladesh Bank 

Secondary Market for T-Bill

Until 2003, there was no secondary market for T-bills transaction in Bangladesh. 

Government had decided to introduce the secondary T-bill market with a vision o f 

broadening the government securities market. W orld's leading financial institution 

Citigroup's subsidiary Citibank, N.A. and local Prime Bank Limited had taken part in 

the first secondary transaction o f T-bills in Bangladesh that year. Citibank, N.A. had 

sold a T-bill o f  2 years maturity bearing Taka 3 crore o f  face value to Prime bank. 

Bangladesh Bank had taken necessary steps to assist this transaction. This was 

regarded the first secondary T-bill transaction in the country, a. Primary Dealers: 

Bangladesh Bank has selected eight banks and one non-bank financial institution 

as primary dealers (PDs) to handle secondary transactions o f T-bills and other 

government bonds. The eight banks are Sonali Bank, Janata Bank, Agrani Bank, 

Prime Bank Ltd, Uttara Bank Ltd, South-East Bank Ltd, Jamuna Bank Ltd, and 

NCCBL, and the only NBFI is International Leasing and Financial Services Ltd. The 

inter-bank Repo is one kind o f secondary market for T- bills and government 

securities, which was introduced from July 27, 2003. The selected banks and the 

NBFI have already ended all procedural eligibility requirements for being appointed 

and start operating as secondary bond market dealers.
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Graph 4.3: T-BILL Yeilcl
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Th/s is an upward sloping y ie ld  curve or normal y ie ld  curve which indicates that the 

higher the maturity, the higher the yield. That means, y ie ld  o f  91 -dayu T-hill is higher 

than that o f 28-day T-hill and so on. Here the yie ld  spread between the 91-day T-hills 

and 28-day T-hills is L68%, which is the maximum than those o f  others. The reason is 

that the demand o f  T-hills gradually decreases with term to maturity.

5) Repo <6 Reverse Repo:

Repurchase transactions, called Repo or Reverse Repo are transactions or short term 

loans in which two parties agree to sell and repurchase the same security. Repo is a 

commitment o f  the seller to the buyer to buy back the instrument as and when 

the buyer intends to sell. This is an arrangement between seller and buyer. Earlier in 

Bangladesh, there was a premature encashment facility for the investors o f T-bills. 

Premature encashment facility is a procedure o f buying back the security when cash is 

needed giving amount and accrued interest. This is also called discounting the f-bills. 

Currently, instead o f Discounting Window, Repo facility is opened for the investors. 

Reverse Repo
W h en  a bank or l ln an cia l institution has e x c e s s  liquid ity , it can  d e p o s i t  it to  B a n g la d e sh  bank. 

Phis procedure is freq u en tly  k n o w n  as R e v e rse  R ep o . T h ere  is a l s o  a R e v e r se  R ep o  auction  

thatis  held  s id e  by s id e  o f  the T-b il l  auction .  R e verse  R e p o  au ct ion  is a lso  held  for 1 and 7 

d a y s  tenure.
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Figure-4.2: Overnight Money Market rates
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6) B anker's Acceptance: The Banker's Acceptance is traded in the Secondary market. 

The banker's acceptance is mostly used to finance exports, imports and other 

transactions in goods. The banker's acceptance need not be held till the maturity date 

but the holder has the option to sell it off in the secondary market whenever he finds it 

suitable. It is a short term credit investment created by a non financial firm and 

guaranteed by a bank to make payment. It is simply a bill o f exchange drawn by a 

person and accepted by a bank. It is a buyer’s promise to pay to the seller a certain 

specified amount at certain date. The same is guaranteed by the banker o f  the buyer in 

exchange for a claim on the goods as collateral. The person drawing the bill must 

have a good credit rating otherwise the Banker’s Acceptance will not be tradable. I'he 

most common term for these instruments is 90 days. However, they can very from 30 

days to 180 days.

7) Com mercial Papers: - an unsecured, short-term loan issued by a corporation. 

Maturities on commercial paper are usually no longer than nine months, with 

maturities o f between 30 days to 270 days. Commercial Papers are actively traded in 

the secondary market since they are issued in the form o f promissory notes and are 

freely transferable. But in Bangladesh it is not available.

4.6 Capital Market:

Concept: The market dealing in long term finance is known as capital market. I'his 

market makes available funds for long-term investment. Hence, capital market is a 

market for long term credit. 1 he capital market is the market for the issue and trading 

o f long-term securities. During the trading of these instruments, the securities traded 

are informally classified into short-term, medium-term and long-term securities 

depending on their term to maturity. Where the term to maturity ol the instrument is
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up to five years, the security is classified as a short-term capital market instrument. 

Where the term to maturity is five to ten years, the security is classified as medium 

term, and where the term to maturity is more than 10 years, the security is known as 

long-term. Capital Market is the market, or realistically, the group o f interrelated 

markets, in which capital in financial form is lent or borrowed for medium and long 

term and, in cases such as equities, for unspecified periods.

Table: 4.9 Difference between Money Market and Capital Market

Basis Capital Market Money Market

Classification Primary Market and 

Secondary Market

No such classification

Requirement Deals with funds for long­

term requirement

Deals with supply o f short­

term requirements

Number o f 

Instruments

Only shares and 

Debentures

Many like CDs, T-Bills, etc

Players General investors, brokers. 
Merchant Bankers. 
Registrar to the Issue, 
Underwriters, Corporate 
investors, NBFIs and 
Bankers.

Commercial Bank, 

Bangladesh Bank and 

Government

Maturity o f instruments More than 1 year 1 year or less

Risks More and varied Less

Finance Long term Short term

Relation with central 
bank

Indirect Direct

Source: Complied by the author iVom financial instruments 

Players of capital market:

a) Investors,

b) PLCs,

C) Stock Exchanges,

d) Brokers and Dealers,

e) Merchant banks,

f) Securities and Exchange Commission,

g )  CDBL.

literature
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Capital Market Products:

aj Bonds: Bond market links issuers having long term financing needs with investors 

willing to place funds in a long term, interest bearing securities. A matured domestic 

bond market offers wide range o f funding for the government and the private sector. 

While fixed income instruments are the epitome o f long term finance options, the size 

o f tradable government bonds is small, secondary trading is rare, and more critically, 

public issue o f corporate bonds may remain suspended, as it has been the case in 

Bangladesh since 1996.

h) Stocks: The stock market is an important ingredient o f  the financial system in 

Bangladesh. It is an important avenue for channeling funds to investors through 

mobilizing resources from individuals. In view o f the rapidly increasing role o f the 

stock market, volatility in stock prices can have significant implications on the 

performance o f  the financial sector as well as the entire economy,

c) Govl. Securilies: The government has initiated reforms program in the area o f debt 

management since 2005. It has enacted the Bangladesh Government Freasury Bonds 

(BGTB) Rules, 2003 under which T. Bonds are being marketed on a regular basis. 

Development o f a primary market for buying and selling o f Government bonds o f 

varying maturity (5 year, 10-year, 15-year and 20-year) to raise fund from the 

domestic market is one o f the significant achievements o f such reforms initiatives. 

Treasury Bills and Treasury Bonds auctions are being held on the basis o f a pre­

announced Auction Calendar.

q) Debentures: When any duly stamped debenture is renewed by the issue o f a new 

debenture in the same terms, the Collector shall, upon application made within one 

month, repay to the person issuing such debenture, the value o f the stamp on the 

original or on the new debenture. Provided that the original debenture is produced 

before the Collector and cancelled by him in such manner as the Government may 

direct.
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Chapter-5:
Relationship o f Money Market and Foreign Exchange Market

The Money and Foreign Exchange Markets are key componenls o f  the 

Financial System.

Money markets are the financial markets where short-term financial assets are bought 

and sold. By definition, the financial assets, such as stocks and bonds that are traded 

in these markets will mature in one year or less. Over a billion dollars in transactions 

take place in these markets on a daily basis. Financial institutions, corporations, 

governments, and the Bangladesh Bank Treasury are active in the money markets as 

they adjust their short-term portfolios.

Foreign exchange markets facilitate the trade o f  one foreign currency for another. 

Most exchanges are made in bank deposits and involve U.S. dollars in New York. 

Over a million dollars in foreign exchange trades take place every day; Ibreign 

exchange dealers handle most transactions. Businesses, financial institutions, 

governments, investors, and individuals use the foreign exchange markets to adjust 

their currency holdings.

Domestic Money Markets

Money markets provide an important mechanism in an economy for transferring 

short-term funds from lenders to borrowers. For corporations, governments, and 

financial institutions with temporary excess funds, these markets provide an el'ficient 

means to lend to other corporations, governments, and individuals who have a 

temporary need for funds. Money markets, therefore, represent the short-term 

spectrum o f the financial markets, where securities that mature in a year or less are 

traded.

Key money market characteristics;

• "Generally characterized by a high degree o f safety o f principal."

• Most markets are informal "telephone" markets with low transaction costs.

• Most money market instruments are liquid, which means that they can be 

quickly converted into cash assets without a sizeable loss.

Money Market Interest Rates

Forces influencing interest rates in the money markets are varied and may reflect 

supply and demand conditions in different money market instruments. There are also 

broader forces that affect interest rates in all money and capital markets, treasury
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bills, with no default risk and an active secondary market, usually yield the lowest rate 

in the money market and those other instruments appear to move with Treasury bill 

rates. However, point out that the current and expected interest rates on Money 

market funds are "The basic rates to which all other money market rates are 

anchored." That relationship rellects the use o f the Bank rate by the Bangladesh Bank 

in implementing monetary policy.

Foreign Exchange Markets Play an Important Role

The foreign exchange markets play a critical role in facilitating cross-border trade, 

investment, and financial transactions. These markets allow firms making transactions 

in foreign currencies to convert the currencies or deposits they have into the 

currencies or deposits they want. Most transactions are handled by foreign exchange 

dealers; on a typical day they handle over a million dollars in foreign currency 

exchanges involving U.S. dollars alone. The importance o f  foreign exchange markets 

has grown with increased global economic activity, trade, and investment, and with 

technology that makes real-time exchange o f information and trading possible.

Factors Driving Exchange Rate Movements

A number o f factors may influence foreign exchange rates, including the following 

cited:

• Balance-of-payments position. A country experiencing a trade deficit usually 

faces downward pressure on its foreign exchange rate.

• Speculation over future currency values. Speculators buy or sell currencies 

when they see profitable opportunities.

• Domestic economic and political conditions. Deteriorating economic 

conditions and inflation typically have an adverse affect on foreign exchange 

rates.

.  Central bank intervention. Central banks may buy or sell currencies to 

inlluence the value o f their currency.
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Chart: 5.1 Linking the Money Market to the Foreign Exchange Market:

BDT/USD Exchange rate 
Source: Complied by the author on the basis o f Website data

Relationship between Money Market and Foreign Exchange Market

The money markets for short-term deposits and loans for the home and foreign 

currencies are linked to the foreign exchange market. The link between these markets 

is the forward margin which is the difference between the spot and forward rates. 

Margin is a function o f interest rate differentials. For the determination o f forward 

rates through the operation o f interest parity principle the prerequisites are the 

existence o f  a term inter-bank money market locally and the freedom to banks to 

borrow or deposit funds abroad. In Bangladesh, the domestic money market is distinct 

from the foreign exchange market. Foreign exchange has been kept in a separate 

watertight compartment from the taka. The forward margin instead o f being 

determined by interest rate differentials, in the Bangladesh forex market, is a function 

o f demand and supply.

An in-depth analysis o f  the relationship between foreign exchange and money 

markets is an important issue for the policy makers, as any policy changes in one 

market can affect the movements in the other market significantly. An increase in 

interest rates in the money market tends to alleviate the depreciating pressure on 

the domestic currency in the foreign exchange market and a depreciating pressure 

in the foreign exchange market tends to aggravate an upward pressure in the 

money market. Therefore, an analysis o f the movements in the foieigji exchange 

and money markets, particularly the mechanism o f volatility transmission between
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foreign exchange and money markets is vital for effective policy making. Available 

data for the last two llscal years indicate that both the foreign exchange and the 

money markets in Bangladesh experienced notable volatility, which residted in 

substantial depreciation o f BDT against major currencies along with persistent 

inflationary pressure and a temporary rise in the interest rate, call money rate in 

particular, in the money market. This paper attempts to analyze the underlying 

causes and impact o f the recent developments in the foreign exchange and money 

markets with a special attention to the policy implications.

Performance o f the Foreign Exchange Market

During the early stage o f the floatation, the foreign exchange market in 

Bangladesh remained largely stable witii low volatility and minimal depreciation o f 

Taka against major currencies due to the sound transition to the floating regime 

facilitated by the adequate preparatory steps taken by Bangladesh Bank and the 

then low inflationary global economic environment. From January 2000 to 

December 2011 the BDT/USD exchange rate remained fairly stable while during 

FY’2007-‘2010 it experienced substantial depreciating pressure.

In FY 2008-09 and 2009-10 the exchange rate o f taka against dollar remained steady 

due to sufficient supply o f foreign reserve such as USD 10750 million in FY 2009-10 

and USD 7471 million in FY 2008-09. But in the recent FY 2010-11 and in current 

months, the overall increase in commodity and food prices has increased the cost o f 

import, while the flows o f remittance have relatively declined. As a result Bangladeshi 

Taka against dollars has depreciated. The exchange rate against the US dollar has 

dropped and the USD stands at 1:74.69 against taka in August. I'he real effective 

exchange rate shows that in FY 2010-11, it has depreciated to 97.78 from 94.18. Ih is 

depreciation causes increase in export and decrease in volumes o f import. In recent 

months, the nominal exchange rate is 74.15 in June 2011 whereas it was 69.44 in June 

2010. Over the years, but in recent months with faster speed, Bangladeshi currency has 

depreciated against the USD, despite otherwise observed for the USD vis-a-vis other 

currencies. Export rises in FY 2010-11 as USD 20,611 million which was USD 16236 

million in FY 2009-10. However, import rises in a great volume which is USD 27714 

million. For the depreciation in exchange rate, the import should have decreased but 

this did not happen due to increase in cost of commodities and lood.
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Figure 5.1: Daily Exchange Rale (weighted average)
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Figure 5.2: Exchange rale silualion over the year
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Bangladesh is an import-oriented country and depreciation o f talca increases tlie 

import bill, causing trade deficit to go larger. The devaluation o f taka may temporarily 

induce an increase in the value o f export, but the country being an import dependent 

one, overall may put further pressure on the prices to go up, resulting in higher 

inflation, hi addition, the increase in import bill may increase the domestic price in 

the economy. Thus the dual reasons may seriously dampen the economic situation by 

increasing inflation. The following Figure shows that the export and iinport payments 

are increasing over the years, causing a continuous trade deficit and imbalance in 

balance o f  payment.
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Possible clarification of Exchange Rate Movements

rhe behavior o f exchange rate movements depends on the demand and supply of 

foreign currency which itself is determined by the interactions o f  different parts of 

the market. Below an attempt is being made to explain the recent movements in the 

exchange rate in terms o f changes in different segments o f the foreign exchange 

market as well as the money market factors.

(a) Movements o f the Foreign Exchange Market Variables

Bangladesh floated its exchange rate for Taka with effect from 31 May 2003. Under 

this exchange rate regime, exchange rate is being determined on the basis o f demand 

and supply o f  the respective currencies. Authorised Dealer banks are now free to set 

their own rates for inter-bank and customer transactions, f^owever, in order to 

maintain stability in the foreign exchange m arket Bangladesh Bank remains 

vigilant over the developments in the foreign exchange market by closely 

monitoring buying and selling o f foreign exchanges. Despite hefty growth in 

exports (41.7 percent) and comparatively low er growth in wage earners 

rem ittances (6.0 percent), Bangladesh Taka witnessed 6.34 percent depreciation 

against US dollar in F Y ll mainly due to higher import demand. The overall 

percent growth in imports compared to the previous year because o f acceleration in 

domestic investment activities (which in turn caused huge foreign exchange demand 

for import o f capital goods) and import o f food items has widened the trade gap and 

caused depreciation o f Taka against USD. The weighted average inter-bank rate stood 

at Taka 74.15 per USD as o f 30 June 2011 against 69.45 as o f 30 June 2010. 

However Bangladesh Bank continued its role in the foreign exchange market in line 

with its monetary policy goal to ensure stability in the market. It is evident that in 

both the last two fiscal years there was a sharp rise in demand for import LCs and thus 

precipitating a temporary instability in the foreign exchange market.

Exchange rate o f Taka per US$ appreciated about 3.28% in the month o f February 

and has since stabilized. This resulted from higher remittances and aid, lower import 

pressures and changed exchange rate expectations. Overall during the course of 

FYl 1 the Taka has depreciated by 9.35 percent between early July-End March.
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TahleS. I Exchange Rale Movemenis: (Taka per US$)

Month
2010-11

Month Average End Month

2011 - 12 '

Month Average End Month

July

August

September

October

November

December

January

February

March

April

May

69.4370

69.4886

69.6744

70.5474

70.3913

70.6170

71.0363

71.1735

71.9456

72.8235

73.1919

69.4100

69.5850

70.2150

70.7850

70.3650

70.7450

71.1500

71.3000

72.7350

72.9000

73.4850

74.4835

74.4497

74.5746

75.7187

76.4780

79.6659

83.4233

83.0926

81.7604

74.7050

73.6150

75.2300

76.1950

76.8600

81.8450

84.4400

81.7600

81.7950

Source : Statistics Department & MPD  

Note: 2 /  Exchange rate represent tlie mid-value o f  buying and selling rates. P= Provisional,

Table 5.2: Correlation between depreciation, volatility and other foreign exchange 
market variables

Depreciation Volatility
IMEXGAP/
Reserve

LCOP/
Reserve

REM/
Reserve

Depreciation 1

Volatility -0.67 1
IMEXGAP/Reserve -0.40 0.22 1
LCOP/Reserve -0.32 0.45 0.37 1

REM/Reserve -0.26 0.41 0.16 0.69 1

S o u r c e :  A u t h o r s '  c a l c u l a t i o n

Exchange rate movements:

The nominal exchange rate o f Taka/USD (mid-value o f buying and selling rate) 

stood at Tk.70.48 in September 2010 which was Tk.69.06 in September 2009 

reflecting depreciation o f Taka by 2.0 percent. The real effective exchange rate 

index increased to 97.34 as of end September 2010 from 93.94 in end September 

2009, signifying the appreciation o f real value o f Taka as a result o f that the 

difference between REER based exchange rate and nominal exchange rate slimmed 

down to 1.87 in September 2010 as compared to 4.19 in September 2009 indicating 

reduction in the competitiveness in nominal exchange rate. In the beginning of fY

11, the depreciation pressure on exchange rate o f Taka against USD entailed
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improvement in competitiveness of Bangladeshi export in term o f large difference 

between REER based exchange rate and nominal exchange rate. REER started to 

appreciate since, August, 2010 having need for sporadic market intervention by 

with USD purchase.

Churl: 5.2: Movement o f  Nominal Exchange Rate and REER based Exchange Rate
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The weighted average nominal exchange rate in inter-bank foreign exchange 

market fluctuated within a veiy narrow range o f BDT 69.1-69.5 during the FYIO. 

The weighted average exchange rate remained same at BDT 69.06 against US 

dollar during July-September ’09 and then started to oscillate with highest point at 

BDT 70.52 on 30"' September, 2010. (Chart 5.4) Foreign exchange reserve stood 

higher at US$10833.55 million as o f end September, 2010 against US$9363 

million at the end o f September 2009, though reserve position slightly dropped in 

September, 2010 from US$ 10992.49 million in August, 2010. faka started to 

continue depreciating since August 2010 because o f  robust growth in imports and 

restraint in foreign reserve growth with lower inflow o f remittances.
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Chart: 5.3: Weighted average exchange rate movement trends
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Chart: 5.4: Foreign Reserve and Nominal Exchange Rate

Foreign Reserve (million USD )

Source: MPD, Bangladesh Bank
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b) The Money Market Factors
As mentioned above, the nexus between foreign exchange and money markets is

close. An increase in the import payments generates pressure on the exchange rale,

which lead to higher credit demand generating pressure in the money market. The

consequent increase in the interest rate, on the other hand, Hmits the expansion o f

credit and thereby hmits the flow o f import payments and eases the depreciating

pressure on the home currency. With a view to controlling the twin pressure,

namely o f high inflation and exchange rate depreciation, the monetary authority in

Bangladesh continued to pursue a restrained monetary policy. The monetary

stance and a relatively higher inflow o f f'oreign reserves led to an improvement of

the liquidity condition in the inter-bank foreign exchange market such that the

pressure on BDT/USD exchange rate eased significantly in the last few years..

Table 5.3: Comparative MovemenI o f  Bank Rate, Call M oney Rate & Commercial 
Lending Rates

Bank Rate Call Money Rate Commercial Lending Rate of the 
________Bank (Maximum)________

2002 5.00 8 .00 -  10.00 15.00
2003 5.00 6.50- 10.00 15.00
2004 5.00 6.00- 9.25 15.00
2005 5.00 4.25-9.25 15.00
2006 5.00 4.00-8.00 15.00
2007 5.00 5.50-13.00 15.00
2008 5.00 5.75-13.00 15.00
2009 5.00 8.00 -9.00 16.00
2010 5.00 0.7-6.6 17.00
201 5.00 3.3-33.5 18.00

Source: B a n g la d e sh  B an k  &  B A f ’E D A

5. Possible Explanation of Money Market M ovements

The reasons for this movement in the money market mainly include the following:

(i) Relatively faster expansion o f credit than that o f deposits resulting from high 

credit demand and higher interest rates on the various national savings 

instruments;

(ii) Systematic withdrawal o f excess liquidity by BE;

(iii)High seasonal demand for foreign currency resulting from the increased imports 

bills; and

(iv) As there is an observed inverse relationship between excess liquidity and 

call money rates, a reduction in excess liquidity in the banking system tends to 

increase the volatility in the money market. Therefore, managing liquidity
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condition in the banking system is at the core o f stability o f  the money mari<et. 

The monetary authority controls the excess hquidity in order to keep it in hne with 

the target monetary base by utilizing the standard instruments such as SLR. 

CRR, interest rates on government Treasury bills/bonds and other short term 

interest rates, such as repo/reverse Repo. Generally excess liquidity is affected 

by the changes in demand for liquid assets by the public and private sectors for 

different economic purposes. Rise in government and other public sectors 

borrowing from the banking system as well as unanticipated increase in daiMxl 

for private sector credit can create extra pressure in the liquidity situation. 

Underlying relationship between the Foreign Exchange and Money Market:

The preceding analysis o f the money and foreign exchange markets delineates 

that functioning o f these markets are interlinked and temporary instability in one 

market can generate pressure in the other market. This relationship is depicted in 

TabIe-5.4 by a correlation-matrix combining foreign exchange and money market 

variables. It is observed that there is high positive correlation between exchange 

rate and average call rate -estimated coefficient is 0.68 for FY05-06. in the same 

way, volatility o f exchange rate and call money rate are closely associated with 

each other (In 2007 Figure 5.3).

Table 5.4: Correlation- matrix o f  Exchange & call rate

Correlation-Matrix
ER Volatility o fE R Avg. Call rate Volatility o f  CR

Exchange Rate 1
Volatility o f  ER .45 1
Avg. Call rate .68 .47 1
Volatility o f  CR .22 .53 .62 1

Source: A uthors ' calculation

Figure J.J: Volatility in BDT/USD Exchange Rate and Call M oney Rale

s
oa

di

I

12 00 

10.00 

8 00 

6 .0 0

4.00

2.00 

0 .0 0

1116

7.6

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

Y e a rly  Average  V o la tility  o f Call ra te  -  Y e a rly  A verage  V o la tility  o f E x c h a n g e  rate

Source; A u thors ’ calculation

Dhaka University Institutional Repository



61

Figure-5.3 shows that increasing volatility in the foreign exchange market can 

transmit into the heightened volatility in the money market and vice versa. In year 

2007 volatility indicator in both the foreign exchange and money markets reached 

their highest level and declined subsequently in the year 2004 & 2009. In response, 

the monetary authority in Bangladesh adopted various policy actions consistent with 

the tight monetary policy stance and various market conditions contributing 

significantly in mitigating the pressure on exchange rate o f Taka with the improved 

liquidity in the inter-bank foreign exchange and money markets.

Concluding Remarks

Over the last two fiscal years both the foreign exchange and the money markets in 

Bangladesh experienced notable volatility, which resulted in substantial 

depreciation o f BDT against major currencies and a temporary rise in the interest 

rate in the money market. In this paper a modest attempt has been made to explain 

these developments and the links between these two markets. It is observed that, 

when the gap between the monthly How of imports and exports widens or demand 

for opening import LCs rises (as shares o f reserves), the exchange rate tends to 

depreciate. Similarly, volatility o f the exchange rate appears to move in tandem, 

with the two aforementioned pressures. On the other hand there is high positive 

correlation between exchange rate and average call money rate and between volatility 

o f exchange rate and that o f call money rate, which signal that temporary instability 

in one market can generate pressure in the other market. These findings are 

tentative but they deserve careful review in fine tuning the day-to-day 

management o f the policy stance.
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Chapter-6: 

Analysis and Interpretation of FOREX Risks
Based on the information collected using through the telephonic interview as well as 

the secondary data i'rom different sources, we can segregate the problems with regard 

to the Forward contracts, FC Deposit accounts, inflow and outflow o f the currencies 

and their impact on the Risk Management o f the customers o f the Bank. Each one are 

addressed separately and the analysis is carried out.

Forward Contracts as a Risk Mitigation Tool

It is a feature that can be utilized by Bangladesh residents who engage in exports and 

imports o f goods as well as other transactions that involves them to deal with the 

foreign currency. This enables them to be aware o f the exchange risks involved in 

their transactions. Any person who get some amount in the form o f foreign currency 

for their export transactions or any other remittances can enter into a Forward 

contract. It is simply hedging their risk so that they need not gamble with the future 

events.

A quick example would help to illustrate the mechanics o f  a cash settled Forward 

contract done in the foreign exchange branch. Let us assume that the exchange rate is 

USD 1 = Tk.70 on January 1, 2011 Bady Fashion Ltd., agrees to buy from Anwar 

Spinning Mills Ltd., 1000 yarns ofcotton on April 1, 2011 at a price o f $ 30.00 per 

yarn (Total Value is USD 30,000 i.e Tk.21,00,000 in terms o f  Bangladeshi currency 

on the day which the transaction is entered). Here the Bady Fashion Ltd. has to pay 

Tk. 21,00,000 to Anwar Spinning Mills Ltd., on April 1, 2011. If on April 1, 2011 

the spot price (also known as the market price) USD 1 = Tk. 68, the Bady Fashion 

Ltd., will incur loss. They will get only an amount o f Tk.20,40,000. The remaining 

amount o f Tk.60,000 is a loss for them. Therefore, in order to cover this risk aroused 

due to exchange rate fluctuation the company can enter into a Forward contract with 

the bank.

The company can enter into the Forward contract when they are sure o f getting a 

particular amount on a particular date. This contract helps them to be on the safer 

side and they are assured o f that particular amount on which they have entered into. 

There of two type o f Forward contracts- (i) Forward Purchase contract and Forward 

Sale contract. The term purchase and sale are used with respect to the banker. In a 

Forward purchase contract the banker agrees to purchase a certain amount o f foreign
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currency from the exporter. Here the exporter hedges his risk. In a Forward sale 

contract the banker agrees to sell a certain amount o f foreign currency to the importer. 

Under this case the importer hedges the risk.

When we analyze a Forward contract and find the difference between the forward rate 

(the rate at which the agreement is entered into) and the real exchange rate or the spot 

rate, the contracts would end up at a Premium or Discount.

Forward contracts ended in Premium:

In case o f a Forward purchase contract, if the forward rate is more than the spot rate 

and in case o f  a Forward sale contract, if  the spot rate is more than the forward rate 

then the contract results in a Premium.

Forward contracts ended at Discount:

In case o f a I^'orward purchase contract, if  the spot rate is more than the forward rate 

and in case o f  a Forward sale contract, if the forward rate is more than the spot rate 

the contract ends at a Discount.

By taking this as the base, we can analyze the total number o f contracts that have been 

ended in Premium as well as Discount. This can give us a clear insight as how the 

Forward contract works.

Analysis of Forward Premium and Forward Discount contracts: For the study 

period |2008-20111

The following table tells us about the number o f contracts that have been resulted in 

Premium as well as discount.

Table 6 .1: Forward conlracls resulting in Premium and Discount:

SI. No. Category' No. o f contracts Result in %

1. No o f contracts ended in Premium 181 56.92

2. No o f contracts ended at Discount 137 43.08

Total no. o f For>vard Contracts 318 100

Source: ( "orward contract register ol'BASIC Bank, Main Branch, Dhaka)

Interpretation:

When a person enters into a Forward contract, it doesn’t mean that he has earned any 

profit or incurred any loss, it simply tells that the particular contract has ended at a 

Premium or Discount against his transaction.

From the Table 6 .1 we can come to a conclusion that we can conclude that 56.92% ol 

the Forward contracts have ended at a Premium and only 43.08% have ended at a
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Discount. This implies that in the recent years, entering into a Forward contract 

mostly have ended at premium.

Analysis based on the personal and telephonic interview:

This analysis is based on the personal as well as telephonic interview which was done 

to the customers o f BASIC Bank who engage in the export and import transactions. 

Q l. Are you aware of Forward contract?

This question was asked to know the awareness level o f  Forward contracts to the 

importers o f BASIC Bank. The result was as follows.

Table 6.2: Awareness o f Forward Contracts

SI. No. Category No. of respondents Result in %

Yes 14 40

No 21 60

Total 35 100

Source: (Results computed through telephonic interview)

Interpretation:

The table 6.2 shows that very few among the importers are aware o f the Forward 

contracts. It clearly shows that only 40% o f the respondents are aware that there is a 

tool named Forward contract for exchange risk. The remaining 60% o f the 

respondents are not aware about this tool. They don’t use any tools for hedging. 

They simply gamble on the exchange rates and most o f the time they incur loss due to 

the exchange rate fluctuations.

Q2. Will you use Forward contracts in future?

This question was asked to know wiiether the customers would prefer to use Forward 

contracts as their hedging tool in order to overcome their exchange rate fluctuation 

risk.

Table 6.3: Usage o f  ForM’ard conlracis in future

SI. No. Category No. of respondents Result in %

1. Yes 30 85.71

2. No 5 14.29

Total 35 100

Source: (Results computed through telephonic interview)
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Interpretation:

We made the clients o f the bank aware about the Forward contracts. From the table 

6.3 we can conclude that all their importers are now aware o f  the Forward contracts 

and most o f them will use it in future to reduce their exchange risk. Some importers 

were reluctant and told that they will maintain their currencies in FC account and this 

is o f no use to them.

Q3. Do you have a FC account (General)?

This question was asked to know about the number o f customers who have opened an 

FC account with the BASIC Bank, Main Branch, Dhaka.

Table 6.4: FC accouni holders

SI. No. Category No. of respondents Result in %

Yes 11 31.43

2 . No 24 68.57

Total 35 100

Source: (Results computed through telephonic interview)

Interpretation:

From the above table 6.4 it is evident that only 31.47% o f the clients own an FC 

account. The remaining 68.57% do not have such account. They are bound to face 

more exchange risk. These people may use the Forward contract facility to hedge 

their exchange risk.

Q4. Are you aware of Pre-Shipment and Post-Shipment Credit?

As noted by me there were very few Pre-Shipment and Post-Shipment advances taken 

by the Importers & exporters. This question is asked to know whether the Importers & 

exporters are aware o f the Pre-Shipment and Post-Shipment credit advances and 

whether they are aware and don’t require them.

Table 6.5: Awareness ahoul Pre-Shipment and Post-Shipment Credit

SI. No. Category No. of respondents Result in %

1. Aware, Will use 6 17.14

2. Aware, but not required 26 74.29

3. Not aware 3 8.57

Total 35 100

Source: (Results computed through telephonic interview)
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Interpretation:

Most o f the clients are aware o f the Pre-Shipment and Post-Shipment advances but 

their form o f business does not require this facility. From the above Table 6.5 it is 

clear that 74.29% o f people arc aware o f the Pre-Shipment and Post-Shipment 

advances but they don’t require such facility. 17.14% o f people are aware and said 

that they will continue using this facility. The remaining 8.57% o f people were not 

aware o f this facility and they are ready to use them in future.

Analysis Based On Day-To-Day Forex Operations at the Branch 

While taking the day-to-day operations o f the bank, it can consider the two kinds of 

Foreign Currency such as FC (interest bearing) deposit accounts & Exporter 

Retention Quota (ERQ) accounts (non-interest bearing) o f the bank. When 1 tried to 

compare the growth o f the FC (Deposit) account & ERQ account, 1 found that the 

there was a remarkable decrease in the ERQ account whereas there was a steady 

increase in the FC (deposit) account.

Comparison between FC (deposits) and ERQ:

The following is a comparison between the ERQ and FC (Deposits) accounts. It is 

done for the period starting from December, 2008 to December, 2011.

Table 6 .6 (A ): FC (Deposits) A/C

Deposits as on No. o f Accounts Total Balance in USD

31.12.2008 40 2,50,000.00

31.12.2009 44 3,02,000.00

31.12.2010 46 4,10,000.00

31.12.2011 48 4,74,800.00

Source; (Books o f Accounts o f BASIC Bank, Main Branch)

From the above table 6.6 (A) we can identify that there is a steady increase in the I'C 

(Deposit) account. Table 6.6 (B): ERQ A/C

Deposits as on No. o f Accounts Total Balance in USD

31.12.2008 30 17,74,000.00

31.12.2009 27 14,28,000.00

31.12.2010 25 11,90,000.00

31.12.2011 20 10,12,000.00

Source: (Books o f Accounts o f BASIC Bank, Main Branc h)
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The above table 6.6 (B) indicates the total number as well as the volume o f ERQ.

From this we could estimate that the number o f accounts has been at a considerable 

decrease for the study period.

Interpretation:

From the above tables [6.6(A), 6.6(B)] we can conclude that there had been a notable 

decrease in the ERQ as well a simultaneous increase in the FC (Deposit) account. 

This was due to the interest rate given under both the accounts. There is no interest 

rate given in the ERQ accounts has undergone a drastic decrease and that have 

resulted the customers to be price conscious and they have started shifting from ERQ 

deposits to FC Deposit account.
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Chapter-7: Summary of Findings

A. Findings on Research question

General Findings

• rhcre are lots o f risks due lo exchange rate fluctuations. The banking industry 

in Bangladesh has many instruments to mitigate this risk.

• It is noted that customers are cost conscious. Most o f  the Forward purchase 

contracts are entered as the option Forward contracts and the Forward sale 

contracts are entered into fixed Forward contracts. This implies that when the 

customer has to export goods he goes for an option Forward contract and 

when he imports he goes for a Forward sale contract.

Specific Findings

•  Table 6.1 indicates that the forw ard Premium contracts are more in number 

than the Forward Discount contracts. This is the situation in the BASIC Bank, 

Main Branch, Dhaka for the study period.

• Table 6.2 explains that only 40% o f the customers are aware about the 

Forward contracts and the remaining don’t know that there are tools for 

hedging their risk. 85.71% o f the customers were willing to enter into these 

Forward contracts in future. While the remaining tells that they have FC 

account and these Forward contracts were o f  no use to them and will not use 

them. This is shown in I'able 6.3.

• Table 6.4 shows us that 31.43% arc FC account holders. This implies that 

many o f customers are doing regular transactions in imports and exports. 

They convert the foreign currency into Bangladeshi Rupees whenever they 

feel that the rate is better.

•  It was found that the Pre-Shipment and the Post-Shipment finance taken by the 

customers were very few in number. Most o f them are aware o f this facility 

given by banks but they feel that their business does not require them. As 

shown in Table 7.5, 91.43% o f the customers are aware o f these advances but 

only 17.14%) use this facility. 74.29%o o f the customers tell that they don’t 

require this facility. The remaining 8.57%) are not aware about this facility.

• The FC Deposits are in a declining trend due to the increase in the rate ot 

interest. This has made the 6.6 (B) explains us how the number o f accounts 

has shown a remarkable decrease in ERQ Accounts and a steady growth in the
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FC deposits account clearly indicating that a shift has taken place in recent 

years.

^  Suggestions for findings on Research question

While we consider Forward contracts, we would like to suggest the customers o f 

BASIC bank to enter into Forward contracts for their transactions to hedge their risk. 

Even if they have any chance o f the contract ending at a huge difference they can go 

for cancellation o f the contract.

• The bank need not worry about the cancellation o f Forward contracts because 

they obtain cancellation charges. But they should be careful that the customers 

do not use these Forward contracts for speculation purposes.

• Even if  a customer is an FC account holder they can enter into Forward 

contracts because sometimes there is a chance that they may never get a good 

rate in future.

• I ’he customers can also see which currency gives them a better rate with the 

help o f calculating Cross rates and enter Forward contracts in that currency.

 ̂ •  When we compare the ERQ accounts and FC Deposit account the bank can

advice their customers to move to FC deposits so that they get a better returns. 

Thus they can have a good relationship to their customers.

Comments on Findings on Research question

The beginning o f Globalization has witnessed a rapid rise in the quantum o f cross 

border flows involving different currencies, posing challenges o f shift from low-risk 

to high-risk operations in foreign exchange transactions. This dissertation explains 

that very few customers o f the bank are aware o f the derivatives and are using them. 

The non-users o f derivatives have fear o f high Costs o f as reasons for not using them. 

Even the users o f derivatives have concerns arising from using them. Many of the 

customers do not have adequate knowledge o f the use o f  derivatives. Hedging is 

always done only with the Forward contracts, hi most cases. Banks provide the 

^  necessary expertise and advice. The Exchange Risk Management practices in

Bangladesh are developing at a slow speed, lo  conclude, it is identified that there is 

need for a greater sense o f urgency in developing foreign exchange market fully and 

using the hedging instruments effectively.
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Chapter-8: Conclusion and Recommendations

Bangladesh comes out as an independent country following the war o f liberation in 

1971, when it inherited a financial market with a workable structure o f institutional 

and legal bases. In 1972, the government had nationalized the country's banking and 

insurance sector and initiated some measures for strengthening the sector and 

ensuring its operations in a framework. Since the early 1990s, the money market has 

undergone a significant transformation in terms o f instruments, participants and 

technological infrastructure. Consequently, a good number o f banks, insurance and 

other non-bank financial institutions came into business, deepening tie structure o f the 

country's financial market. Various reform measures have resulted in a relatively 

deep, liquid and vibrant money market. The transformation has been facilitated by the 

Bangladesh Bank’s policy initiatives as also by a shift in the monetary policy 

operating procedures from administered and direct to indirect market-based 

instruments o f monetary management. The changes in the money market structure and 

monetary policy operating procedures in Bangladesh have been broadly in step with 

the international experience and best practices. Along with the shifts in the operating 

procedures o f monetary policy, the liquidity management operations o f the 

Bangladesh Bank have also been fine-tuned to enhance the effectiveness o f  monetary 

policy signalling. The increasing financial innovations in the wake o f greater 

openness o f the economy necessitated the transition from monetary targeting to a 

multiple indicator approach with greater emphasis on rate channels for monetary 

policy formulation. Accordingly, short-term interest rates have emerged as a key 

instrument o f monetary policy since the introduction o f Repo, which has become the 

principal mechanism o f modulating liquidity conditions on a daily basis. To liberalize 

the financial sector, the government has implemented a financial sector reform project 

(FSRP) during 1990-96, which was the t'lrst systematic reform initiative with wide 

ranging agenda, from interest and exchange rates to policy liberalizations. The 

existing literature covered role o f money & foreign exchange markets in economy 

aspects o f financial markets and emphasized on the lie growth. But literature pays 

little attention to many real problems o f the money markets o f developing and less 

developed countries such as efficiency o f payments system, market imperfections and 

information asymmetries, causes ol liquidity constraints and high cost o f funds, 

peculiarities o f securities market and inter-bank money and foreign exchange markets.
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The thesis (a) reviewed the financial system o f the country including its structure, i.e., 

markets (money market, foreign exchange market and capital market), institutes 

(banks, non-bank fmancial institutions reversible instruments); (b) analyzed 

operational mechanisms o f the various components o f the money market & foreign 

exchange market o f the country; (c) Relationship between Money market and Foreign 

Exchange Market and (d) analysis o f Foreign Exchange transactional risks.

The thesis has critically reviewed and examined the soundness o f the country's 

fmancial system, including the performance o f money and foreign exchange markets. 

Following are the summary of-major findings (as detailed in concerned chapters and 

sections in the text) o f  the thesis:

I The underdeveloped nalure of the inler-hcmk market in Bangladesh is evident from  

the large spread between the highest and lowest rates in the call money market. It is 

because o f  the fact that with the implementation ofFSRP, the need fo r  funds o f  hanks 

other than the Bangladesh Bank increased M’ith abolition o f  easy refinance facility  

from  the central bank.

2. There was sufficient excess reserves with banks, the inter-hank rate came down but 

the rate denoted increase with the accentuation o f  short-fall in reserves position of 

banks. Compared to nationalised banks and domestic private banks, the foreign banks 

in general, and Islami hanks in particular, held higher excess reserves w>ith them.

3. Higher exchange rate spread and lack o f  competition, lower holdings o f  foreign  

exchange, shortage o f  skilled human capital, presence o f  informal market and  

unusual activities o f  off-shore banking units and moneychangers, restricted 

participation o f  dealer banks in foreign exchange dealing in international financial 

markets and absence o f  standard components of them hindered the development of the 

country's foreign exchange market.

4. Forward foreign exchange markets are undeveloped despite most survey 

respondents allowing forward currency (and other foreign exchange derivative) 

trading.

The money market o f Bangladesh suffers at both edges from lower demands and 

lower supplies. Consequently, the market continues to remain imperfect, inefficient 

and thus, low performing. The findings summarized above and detailed in specific 

chapters/sections in the thesis suggest that money market ot Bangladesh in its present 

condition is not able to provide the nation with optimum level o f fmancial services 

and push the economy to take a sustainable upward shift.
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On the basis o f the analytical and empirical findings, the thesis suggests the following 

policy, functional and operational strategies to be considered for implementation. 

Recommendations

Following are various measures and actions this thesis considers important for 

inclusion in the policy reforms and structural and functional improvement o f the 

money market and institutions in Bangladesh:

A. For the progress o f banking system and the money market

> The activities o f  the money-lenders, indigenous bankers, and chit funds should 

be brought under the effective control of the Bangladesh Bank o f Bangladesh.

>  Hundies used in the money market should be standardised and written in the uniform 

manner in order to develop an all-Bangladesh money market.

>  Banking facilities should be exptmded, especially in the unbanked and neglected are 

as.

>  Discounting and rediscounting facilities should be expanded in a big way to develop 

the bill market in the country.

>• For raising the efficiency o f the money market, the number o f clearing houses in the 

country should be increased and their working improved.

>- Adequate and easy remittance facilities should be provided to the businessmen to 

increase the mobility o f capital

>  As per recommendation, well-managed non-banking financial institutions, like leasing 

and Hire-purchase companies, Merchant Banks, Venture capital companies should be 

allowed to operate in the money market.

>  The Bangladesh Bank has taken several steps to remove the differences which 

existed between the different sections o f the money market. All banks in the country 

have been given equal treatment by the Bangladesh Bank as regards licensing, 

opening o f  branches, the types o f loans to be given etc. The discrimination between 

foreign and Bangladesh banks does not exist now.

>  The Bangladesh Bank has taken steps to reduce considerably the differences in the 

interest rates between different sections o f the money market as well as 

different centres o f the money market and at different times. The interest rates are 

deregulated and banking and financial institutions have the freedom to determine and 

adopt market-related interest rates.

>  Bangladesh Bank has been able to rcduce considerably monetary shortages through

open market operations.
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>  A sound banking system requires an effective legal framework, which enables the 

central bank to supervise and/or regulate the money market with sufficient authority 

to maintain money market discipline.

>  In order to impart transparency and efficiency in the money market transaction the 

electronic dealing system has been started. It covers all deals in the money market. 

Similarly it is useful for the BB to watchdog the money market.

y  LIBOR^DIBOR- London Inter Bank Offered Rate/ Dhaka Inter Bank Offered Rate 

also serves as good money market index, 'fhis is the interest rate at which banks 

borrow funds from other banks.

>  Introducing new instruments will create adequate opportunity for investment o f short­

term excess fund, which in turn will increase liquidity and further reduce dependency 

on the call money market.

>  Retailing o f government papers should be encouraged. The primary dealers can play a 

role in this context.

> assist and empower the central bank to develop (i) a plan for removal o f the remaining 

exchange controls; (ii) strengthen the prudential framework for banks and non-bank 

institutions and oversee the proper and full implementation o f both on-site and off-site 

examination system, (iii) undertake a detailed feasibility study for domestic resource 

mobilization, including an assessment on the possibility for issuance o f central bank 

bills/securities in order to increase market orientation; (iv) enhance the credit 

appraisal, portfolio management, and debt-recovery capabilities o f banks and non­

bank institutions; and (v) introduce and develop die investment management 

capability o f those regulated institutions.

y  redesign the central bank's market monitoring and intervention process towards a 

pragmatic one and make die policy options flexible and bank specific on die basis of 

individual bank's exposure to risks and their management efficiency;

>  expose the banking system to international standards and procedures in banking 

regulation and supervision;

>  modify the securities laws that will simplify the authorization process for issuance o f 

money market instruments by commercial banks;

>  restructure local banking system for greater efficiency o f banks and safety o f 

public money with them;
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'y fill in the skill and knowledge gaps in critical areas o f  banking, such as credit 

evaluation and risk management; fmancial analysis o f  enterprises; management and 

monitoring o f  credit facilities; and asset and liability management;

>  make stringent provisions for punishment o f employees o f banking sector for 

violation o f laws and regulations;

'r- make provisions for incentives separately and distinctly for prudent development and 

management efficiency on die part o f bank owners and management executives;

>  avoid excessive monetization o f government's fiscal deficits through banking system 

by making public borrowings through the market at market determined rates;

V phase out immediately die non-bank participants from inter-bank market by granting 

them permission to operate in the 'repo' market;

> ensure central bank's online access to banks' data base for regulatory purpose and

make the existing early warning system timely, useful and pragmatic;

>  even out the liquidity imbalances in the banking system to balance the demand with

the supply for short-term finance in the money market;

>  facilitate money market transactions for small and medium sized institutions who are 

not regular participants in the market;

'y Banks and other players in the market have to be licensed and efficiency supervised

by regulators

>  Demand and supply must exist for idle cash

>  Electronic Fund I'ransfer (EFT), Depository system. Delivery versus payment (DVP), 

High value inter-bank payment system, etc. are pre-requisites.

V Market should have varied instruments with distinctive maturity and risk profiles to 

meet the varied aptitude o f the players in the market.

y  Central bank should intervene to moderate liquidity profile.

>  Market should be integrated with the rest other markets in the financial system to 

ensure perfect equilibrium.

'y Uses a broad range o f financial instruments.

Promote financial mobility in the form ol inter-sectoral flows o f funds

> Facilitate the implementation o f monetary policy by way o f open market operations.
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B For the progress o f the Foreign Exchange Market

'r- encourage real trading in the inter-bani< foreign exchange market as a measure for 

operational and structural shift towards more activation o f the market;

>  develop market micro-structure including information management system;

'r- allow access o f new participants access to the foreign exchange market, specifically 

hedge funds and foreign currency denominated proprietary traders who have 

experience o f accessing markets through auto-dealing interfaces;

'> transform the market from direct inter-dealer trading to broker-inter-deaier trading;

>  progress the overall operational efficiency o f the dealer banks in foreign exchange by 

increasing deal How, risk management capability and both theoretical knowledge and 

practical working skills;

encourage real trading in the inter-bank foreign exchange market as a measure for 

operational and structural shift towards more activation o f  the market;

>  develop the foreign exchange market for efficient and effective foreign exchange 

dealing, instead o f mere buying and selling;

'y establish structure to begin foreign exchange electronic dealing in the bank-to-bank 

market;

>  increase transparency o f  dealer banks in price and pricing methods;

> make the market more, competitive by reducing bid-offer spread and rationalizing 

margins earned by market-making banks;

>  remove the time-zone inconsistencies o f the country's forex market with international 

financial centers;

> facilitate introduction o f derivatives trading, such as interest rate swaps and bond 

futures, and other workable instruments and mechanisms;

>  intensify competition in the market to provide the users with benefits o f competitive 

exchange rate;

>  close down the moneychangers to protect the exchange rate from, unusual instability; 

intensify monitoring on the off-shore banking units in the country to prevent them 

from unlawful and unethical financial transfers and handlings; and

>  facilitate further the remittance inflow process into the country to achieve liquidity 

sufficiency.
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generate real benefits for savers and investors through efficient and open money and 

capital markets. It will discuss whether the technical, financial, regulatory and 

prudential issues are best handled by the appropriate financial and regulatory 

authorities. The final objective is to make the country's financial market an efficient 

and well-regulated one capable o f producing leading-edge products and technology, 

which will facilitate international capital fiows and benefit domestic firms and 

investors and stimulate economic growth in the country.

A liquid and vibrant money market is necessary for the development o f a capital 

market, foreign exchange market, and market in derivative instruments. I ’he money 

market supports the long term debt market by increasing the liquidity o f  securities. 

The existence o f an efficient money market is a precondition for the development o f a 

government securities market and a forward foreign exchange market.

Trading in forwards, swaps, and futures is also supported by a liquid money market as 

the certainty o f prompt cash settlement is essential for such transactions. The 

government can achieve better pricing on its debt as it provides access to a wide range 

o f buyers. It facilitates the government market borrowing. Monetary control through 

indirect methods (repos and open market operations) is more effective if  the money 

market is liquid. In such a market response to the central bank’s policy actions are 

both faster and less subject to distortion.
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