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Abstract

Financial markets and institutions comprise important areas o f  consideration in restructuring the economy 
of a country. The main objective o f the research is to assess the degree o f development o f  the financial 
market in Bangladesh and to analyze its various formal components, such as the money market, foreign 
exchange market and the capital market. The background o f the research has been explained in chapter 
one. In the course o f  the comprehensive research, special attention has been paid to identify the problems 
in the financial markets and institutions in the country, their causes and consequences, and the measures 
for solutions o f the problems and further development. The research hypotheses were tested to see what 
policy, structural and operational strategies can promote the degree o f financial market development in 
Bangladesh. The study has been conducted by adopting theoretical, analytical and empirical approaches 
with particular thrust on future development options based on evaluation o f  the current state o f the 
market. The research methodology used in the study has been elaborated in chapter two.

The theoretical background has been established by reviewing the available literature in chapter three and 
analysing the strength and weaknesses o f  financial systems in general and the state o f financial system o f 
Bangladesh in particular in chapter four. An exclusive theoretical discussion on general conditions of 
financial markets in developed and developing countries has been made in chapter five, which provided 
an opportunity to find the comparative strengths and weaknesses o f  financial market in Bangladesh. 
Empirical investigations on the performance and strengths and weaknesses o f  all formal components of 
the country’s financial market have been made in chapters six through ten and the research hypotheses 
were also tested there. The conclusion o f the dissertation has been made in chapter eleven. Theoretical 
analyses included the evolution, institutional structure, instruments and tools and ongoing operational 
aspects o f financial market in the country. The general discussions and literature review made and the 
research goal-oriented non-technical analyses done in the dissertation revealed weaknesses in all formal 
components o f the market namely, money, foreign exchange and capital markets including the 
institutional investors’ niche.

The first hypothesis is tested empirically to see whether changes in the inter-bank money market interest 
rates pass-through to banks’ retail customer lending and deposit rates in the money market o f  
Bangladesh. A linear regression model has been adopted by taking the retail lending rate as dependent 
variable and the inter-bank borrowing and inflation rates as independent variables. The model run in 
SPSS did not show that there had been fiill pass-through effects in the money market o f Bangladesh, 
rather revealed a partial and insignificant degree o f such transmission, clearly indicating the poor state of 
development o f the country’s money market. Another finding o f the test is that there is no policy or 
reference rate o f interest in Bangladesh, which can be used as benchmark rate by other financial 
institutions in the market. The empirical investigations, however, showed wide variations and scattered 
movements in interest rates in the inter-bank and retail money market.

The analysis o f  the country's foreign exchange market has revealed that this market is not price-efficient 
and is characterized with larger spread between buying and selling rates. In addition, foreign exchange 
market in the country suffers from structural weaknesses in the absence o f  good instruments and 
operational and institutional frameworks. The foreign exchange market activities in the country are 
regulated in an environment where foreign currency denominated resources are lacking and there is a 
short supply o f liquidity and efficient human capital to trade in foreign exchange n the global financial 
markets. The foreign currency holding by the banking system is also constrained by the dominance o f 
outflows over the inflows or receipts. The larger spread differentials in the exchanges rates of foreign 
currencies in the domestic market quoted by different banks clearly indicate that the market is not 
working in a perfect or near perfect competitive environment. Other participating institutions in the
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country's forex market other than the authorized dealer branches o f  banks are approved moneychangers, 
whose activities are suspicious and not supportive o f  development o f  foreign exchange market. Offshore 
banking units o f  different banks have been found involved in illegal transactions that destabihze the 
market. It was expected to increase the inflow o f foreign assets into the country through the offshore 
banking units, which are instead heavily engaged in taking out the local assets abroad.

The second hypothesis is that the macroeconomic factors/variables contribute to the development of 
stock market in Bangladesh, The hypothesis is tested to look into the impact o f  selected macroeconomic 
factors such as market turnover, number o f listed companies, listed securities, initial public offerings 
(EPOs), GDP, stock market index (DSE), inflation, index o f industrial production (IIP) and banks savings 
deposit rates (the independent variables) on securities market. Four regression models have been tested to 
find a robust model free from multi-collinearity and autocorrelation and at least one model has been 
found as a significant one, which confirms the positive impact o f  those macro economic variables on the 
stock market development in Bangladesh. Most importantly, GDP has been found as a factor having 
significant influence on stock market development in Bangladesh. The dissertation didn’t attempt to see 
the causal relationship between GDP and the promotion o f  stock market performance. The stock market 
does not have a very significant role in the development o f financial markets in Bangladesh. This is 
largely because of the fact that the listed companies o f  good standing are limited in numbers. The role o f 
non-bank financial institutions has been found insignificant and their participation in the inter-bank 
money market has destabilised the interest rate structure along with huge pressure on the availability of 
liquidity. Further analytical evaluation has revealed that the banking system has been greatly contributing 
to the development o f the capital market as the long-term lending wing o f  the country's financial market 
and the forms o f contributions are direct long-term lending to the various sectors o f  the economy and 
investment in securities, credit support to the investors, payment facilities and liquidity in both securities 
and non-securities segments. This situation necessitates a new approach to the country's financial market 
development in order to enable it to contribute to the economic upliftment o f the country.

Bangladesh has started financial liberalization in the early 1980s, but the initiatives were ad hoc and 
piece meal typed with the exception o f the ‘Financial Sector Reform  Project (FSRP)’. The impact o f 
financial liberalization in the country has been analyzed in chapter ten. This chapter examines the causal 
relationship between financial reforms and financial development, and economic growth in Bangladesh. 
The agenda o f FSRP were wide-ranging including policy liberalization, institutional restructuring and 
functional development o f the financial sector. The analytical results show that the envisioned financial 
development was only partially achieved, which in an aggregate is insignificant to establish causality 
relationship between the post-FSRP financial development and economic growth. The sluggish increases 
and diversity in the activity o f financial markets, their institutions and instruments did not influence the 
economic growth rates to go up.

Major findings o f the analysis are that the financial system in Bangladesh is still passing through a 
critical condition characterized by higher rate o f  real interest rates and non-performing loans, deficit in 
capital adequacy ratios o f banks, shortfall in provisioning for classified loans, traditional payments 
system and above all, very sluggish rate of growth o f the economy because o f  lower productivity in the 
country’s real sectors, except possibly, the construction sector. Legal enforcement for financial disputes 
and crimes is weak and slow. The overall link between productive and financial sector is not strong 
enough to push the economy to upward shift and create and sustain with a healthy client base for the 
financial sector. On the basis o f the findings of all theoretical, analytical and empirical studies conducted, 
the dissertation suggests the necessity o f a balanced development approach for the overall development 
o f the financial market in Bangladesh and overall economic development o f the country. This requires 
new initiatives and plans and/or further reforms in the financial system to make it fully viable for long- 
run financial and economic development in the country.
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Chapter 1 
Introduction

1.1 B ackground  o f  the Study

Financial markets provide the nations with tools and m echanism  for channeling financial 
resources to the users and are thereby regarded as an engine o f  econom ic growth. In the 
traditional view, financial markets are considered useful only for the m obilization o f 
domestic financial resources. Modern finance literature argues that financial markets have 
other important roles to play. They permit risk pooling and sharing am ong m arket 
participants, attract international capital inflows, im prove governance through information 
processing, aggregation and dissemination, and facilitate m onitoring and m ake efficiency- 
based takeovers o f  companies.

Firms usually have to m eet at least part o f  their financing from financial markets. There is a 
vast array o f  techniques and instruments in a dynamic and efficient financial m arket for 
borrowing and lending that facilitate investment, consum ption, savings, and the convenient 
timing o f  purchases and sales o f  goods and services. Active financial m arkets help potential 
borrowers and lenders find the m ost advantageous instrum ents, term s and interest rates. 
The m arket-m aking processes allocate savings to the users offering the highest return and 
search out the interest rates that bring supplies and dem ands into balance. The financial 
markets perform  these funcrions through their main com ponents o f  m oney and capital 
markets where financial products and services are traded and financial claim s are settled.

Effective financial markets are indispensable to the pursuit o f  broad-based and sustainable 
economic growth. Financial markets and transactions play im portant roles in m aintaining 
stability in the national and world economies. A nation cannot have a very developed 
financial sector i f  its real sectors remain underdeveloped. The health o f  a developed 
financial sector is the com bination o f  soundness and efficiency o f  financial system in 
general and the financial m arkets in particular. Financial soundness is one o f  the five most 
important sovereign rights o f  a nation, which influences the rests, such as territorial 
sovereignty, m ilitary sovereignty, adm inistrative sovereignty and the judicial sovereignty. 
Financial sovereignty o f  a nation is reflected through its financial strength and capability to 
sustain without assistance or intervention, and to interplay both in dom estic and 
international financial m arkets and more importantly, to w ithstand both endogenous and 
exogenous shocks.

The business community, investors and consumers, governm ent policy m akers, and private 
citizens -  all depend on the speed, efficiency and quality o f  services provided by the money 
and capital markets. The system o f financial m arkets and institutions has always been 
besetting by sweeping changes and serious problem s, which affect every individual and 
institution in the domestic and global economy. The financial system  is not independent of 
the economy and the society that surround it. Economic boom s and recessions, governm ent 
budget deficits and taxes, technological innovations, political upheavals, w ars and other 
social changes, all impact the dimensions and decisions make in the financial marketplace 
and often have devastating financial and economic consequences.

The ongoing financial liberalization at a global scale, increased use o f  advanced technology 
and the revolution in the information com m unication system have put com petitive pressure
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on both dom estic and international financial markets. A lthough the financial development 
is correlated with economic development, domestic financial backw ardness constrains the 
growth in manufacturing industry below its potential, and affects corporate investm ent and 
entrepreneurship development. On the other hand, financial developm ent is associated with 
improvements in national regulations namely, accounting standards, securities law, bank 
supervision, corporate governance, etc and with the volum e and extent o f  activity in the 
real sectors.

Financial market developm ent is one o f  the most com plex areas in the developm ent field, 
because these m arkets work with multi-modal techniques and tools and other policy and 
strategic dimensions. Im portant determinants o f  financial m arket developm ent are: the 
degree o f  depositors and creditors’ protection, structural depth and institutional integrity, 
openness to the system o f financial intermediation, efficiency o f  the paym ents system, the 
level o f  transparency o f  accounting standards, the rules o f  law and legal enforcem ent and 
level o f  dom estic, regional and international integration. The largest benefits o f  financial 
market developm ent accrue when all determ inants are assum ed to im prove sim ultaneously.

M ajor problems o f  financial market in Bangladesh include w eaknesses in the structure o f 
financial institutions, shortage o f  liquidity in both local and foreign currency holdings, lack 
o f discipline in loans and advances, as well as in the securities trading, lim ited listings o f 
companies in the stock exchanges and shallow participation o f  individual, as well as 
institutional investors in the capital market. Lack o f  absorption capacity and low demand 
for and supply o f  equity and other financial securities have contributed to w orsening the 
attractiveness o f  new com panies to investors in the stock markets. The infant structure o f 
money and capital markets thus barred the efficient functioning o f  the financial markets in 
Bangladesh.

Financial m arkets in the country remain traditional in large parts with prim ary fiinctions of 
deposit m obilization and lending through the banking system and lim ited role o f  the stock 
markets and institutional investors. Many studies have been pursued to evaluate the 
performance and efficiency o f  financial markets all over the w orld. However, their focus 
was mainly on the m arkets in developed countries with negligible or no attention to 
financial markets and the financial systems o f  developing and the least developed 
countries. Some aspects o f  financial markets o f  Southeast Asia, Latin Am erica and the 
Caribbean have occasionally drawn some attention o f  researchers and policy makers. But 
the financial market o f  Bangladesh has never been subject to any com prehensive study.

Because o f  cracial roles the financial markets and institutions play in the process o f 
economic developm ent, it has become a prime requirem ent for Bangladesh to upgrade and 
develop these markets in strategic consideration. The private sector-led growth strategy that 
has been adopted in the country requires intensive and quick re-building and developm ent 
o f  its financial markets. The main objective is to attain sustainability in the country’s 
financial and economic growth and ultimately, to gain efficiency and financial sovereignty. 
On the basis o f  the above drawn background, this dissertation attem pts to conduct a 
comprehensive study on issues in developm ent o f  financial m arket in Bangladesh.

1.2 Motivation and Rationale of the Study
Research is regarded as a way o f  accelerating the process o f  understanding, and hence it 
should lead not only to a better understanding o f  a subject, but also to a better 
understanding for concerned professionals about how best to go about their w ork (Smith-

Dhaka University Institutional Repository



Thorpe-Lowe, 1996). Professionals in finance and banking o f  any countiy  should strongly 
feel the necessity o f  broadening and improving their understanding and skill in financial 
markets, and feel the developm ent needs o f  the sam e in their countries. The research on 
“Financial M arket Development in Bangladesh: Current Strategies and Options for the 
Future could be useful from this point o f view. The financial m arkets in developing and 
less developed countries including Bangladesh are im perfect and hardly satisfy even the 
weak form o f  efficiency, which refers to the degrees o f  efficiency and in case o f  securities 
market, ‘market efficiency’ means a situation where buyers and sellers o f  financial 
products and services are in a position to receive the relevant information 
simultaneously and free o f  cost. An efficient market elim inates the chances o f  money 
making or abnormal profits through misuse o f  inform ation or disinform ation, All over 
the world, the regulatory bodies work to achieve the m axim um  efficiency in the 
financial markets. Only in the presence o f efficiency ', a stock m arket can reflect the real 
picture o f the economy.

Imperfect, incomplete and underdevelop financial markets are inefficient in channeling 
financial assets for productive uses. I f  there are information asym m etry and frictions in the 
financial markets, then it is possible that the inform ation content o f  finance is assimilated 
with different speed by the various components o f  those markets. G oodhart et al (1997) 
noted that unlike studies on individual market, there has been little theoiy  to guide 
empirical studies o f  inter-m arket relationship. The world financial markets are rapidly 
developing with policies in market micro structure and operational strategies prompted 
mainly by changing and increasing demand for m ore sophisticated and multimodal 
financial products. This developm ent process in financial m arkets, particularly in

There are three identified classifications o f  the Efficient M arket H ypothesis (EMH) and these are aim ed at 
reflecting the degree to which the hypothesis can be applied to markets.
(i) Strong efficiency - This is the strongest version, which states that all information in a market, whether 

public or private, is accounted fo r  in a stock price. Not even insider information could give an investor an 
advantage.
(ii) Semi-strong efficiency -This form  o f  E M H  implies that all public information is calculated into a stock's 
current share price. Neither fundam ental nor technical analysis can be used to achieve superior gains.
(Hi) fVeak efficiency  -  This type o f  E M H  claims that alt past prices o f  a stock are reflected in today's stock  
price. Therefore, technical analysis cannot be used to predict and heat a market.

The Efficient M arket Hypothesis evolved in the 1960s fro m  the Ph.D. dissertation o f  Eugene Fama. Fama 
persuasively made the argument that in an active market that includes m any well-inform ed and intelligent 
investors, securities will be appropriately priced and reflect alt available information. I f  a m arket is efficient, 
no information or analysis can be expected to result in oiitperformance o f  an appropriate benchmark.

Securities markets are flooded  with thousands o f  intelligent, well-paid, and  well-educated investors seeking  
under and over-valued securities to buy and sell. The more participants and the fa s te r  the dissemination o f  
information, the more efficient a market should be.

The paradox o f  efficient m arkets is that i f  every investor believed a m arket was efficient, then the market 
would not be efficient because no one would analyze securities. In effect, efficient m arkets depend on market 
participants who believe the market is inefficient and trade securities in an attem pt to outperform the market.

In the real world, markets cannot be absolutely ejficient or wholly inejficient. It might be reasonable to see markets as 
essentially a mixture o f both, wherein daily decisions and events cannot always be reflected immediately into a market. I f  
all participants Hvre to believe that the market is efficient, no one would seek extraordinary profits, which is the force 
that keeps the wheels o f the market turning.

In the age o f  information technology (IT), however, markets a ll over the world are gaining greater efficiency. 
IT  allows fo r  a more effective, fa s te r  means to disseminate information, and electronic trading allows fo r  
prices to adjust more quickly to news entering the market. However, IT  also restricts the time it takes to verify 
the information used to make a trade. Thus, IT  may inadvertently result in less efficiency i f  the quality o f  the 
information we use no longer allows us to make profit-generating decisions.
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developed countries is well facilitated by their technological advancem ents and policy 
innovations. Unlike the developed countries, financial m arkets in developing countries, 
including Bangladesh are either static or slow moving with their traditional financial 
services industry. In m any cases, these services are unable to withstand the financial and 
economic destability and shocks, and thus these financial m arkets are highly vulnerable.

The government o f  Bangladesh in collaboration with the banking and securities market 
regulators has planned to develop the country’s financial sector pursuant to which, reforms 
in the financial sector has been implemented. But the reforms could not bring out expected 
development-led changes in the financial sector and therefore, further steps have been 
urged by the research community, developm ent partners o f  the country, 
officials/professional in the financial markets and the academ ia. In this situation, it is 
thought that a com prehensive research leading to identify the problem s o f  the country’s 
financial m arket and determ ining the prudential strategies for addressing those problem s 
will be helpful for taking further development initiatives for the m arket. The m ain rationale 
o f this study thus lies in the need for an investigation in the structure and operafions o f  the 
financial system in Bangladesh for revealing its peculiarities, strengths and weaknesses and 
developing a set o f  feasible and viable suggestions necessary for reform s and 
improvements.

1.3 O bjectives o f  the Study

The main objective o f  the dissertation is to analyze both critically and em pirically the 
current state o f  the financial markets in Bangladesh with particular thrusts to identify 
adhering weaknesses and flaws, explore developm ent potentials, and find and suggest 
effective strategies for strengthening these markets. O ther objectives o f  the dissertation are 
to:

(i) Examine how fmancial markets in Bangladesh function and what roles the different 
segments of the market play in supporting market exchange;

(ii) Identify the bottlenecks (physical or institutional) that impede tlie market performance;
(iii) Look for strategies to provide sound operational and institutional arrangements to 

override the identified bottlenecks; Address issues concerning how to foster 
instimtional innovations to enhance market infrastructure;

(iv) See the efficiency level of the country’s payments system;
(v) Examine the structure and operations of the inter-bank money market in the country;
(vi) Examine the structure and operations of the domestic foreign exchange market; and
(vii) Examine tlie behaviour of non-bank players in tlae domestic foreign exchange market.

As com plem entary to the above stated objectives, the research also planned to explore the 
role o f perfect and developed financial markets, their relationship with financial stability 
and developm ent and economic growth in the light o f  experiences o f developed financial 
markets.

1.4 Scope and C overage o f  the Study
As in m any other countries, financial market o f  Bangladesh has both formal and informal 
parts. However, the scope o f  this dissertation is kept lim ited to the evaluation o f  only 
formal com ponents o f the market. Major areas covered in the study include, money market 
in broad sense com prising the banking and the foreign exchange m arkets and the capital 
market tradirionally decom posed into securities and non-securities segments. Although the 
study m akes some references to micro-credit and informal m oney m arket, the issues 
relating to m icro-credit and micro finance institutions and other insfitutions o f informal 
money m arket such as various types o f m oneylenders are not brought into com prehensive
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discussion and analysis. Inclusion o f informal financial m arkets in a planned study is thus 
subject to volum inous works, huge time and costs and resources. Following are some 
reasons why informal financial markets and m icr-credit operations o f N GO s/M FIs have not 
included in much detail in the scope o f the present study:

(a) Though the high proportions o f  rural savings and credits are still m anaged informally 
and varying degrees o f  informal financial services are available in Bangladesh, informal 
markets are fragmented with a great deal o f heterogeneity in types o f institutions, as well as 
in nature o f  their activities and functions and there are huge cost, duration and risk 
differentials with weak linkages between formal and informal segments, and there are no 
definitive statistics on these informal financial markets.

(b) There is no specific and defined structure o f  lending size and duration o f  informal loans 
provided by the informal financial m arket agents and participants in Bangladesh which 
includes moneylenders, NGOs and micro finance institutions, credit unions, savings and 
credit cooperative societies, non-scheduled banks, chit funds and savings m obilizers, such 
as rotating savings and credit associations (ROSCAs), goldsm iths, paw n shops, local 
traders and friends and relatives, having hardly any apex institution to represent, register 
and regulate them.

(c) The benefits o f access to financial services o f  informal financial agents and institutions 
are not well docum ented and often there are no reliable, system atic and com parable data on 
services provided by these agents and institutions to their clients.

1.5 O rganization  o f  the D issertation

The dissertation is organized in eleven chapters. C hapter 1 i.e., the present one gives a brief 
background o f  the research problem  and contains the scope and objectives o f  the study. 
The research methodology, including the hypotheses analyzed and tested and the data 
sources are stated in chapter 2, Chapters 3-10 form the body o f  the dissertation. Chapter 3 
reviews the available literature in finance and financial m arkets and institutions. Chapter 4 
presents a general framework o f  the financial systems and com pares the financial system o f 
Bangladesh with that o f developed and developing countries. C hapter 5 discusses the 
financial m arkets with particular emphasis on the policy, structure, operations, functions, 
regulations and other characteristics o f  those markets. C hapter 6  incorporates the functional 
structure, institutional depth and evolutionary process o f  financial m arket in Bangladesh. 
Performance o f  the country’s m oney market is analyzed and evaluated in chapter 7, which 
also empirically exam ines the interest rate pass-through in m oney m arket o f  the country. 
An analytical review on the domestic foreign exchange m arket is m ade in chapter 8 . 
Chapter 9 encom passes the analysis on capital market, which is divided into five sections: 
the structural framework and evolutionary process o f  capital m arket o f  Bangladesh, 
primary market, secondary markets, development o f stock m arket and the perform ance o f 
the non-securities segm ent o f  the country’s capital market. The last section also puts 
emphasis on the evaluation o f  activity and contributions o f  insurance com panies and other 
institutional investors including the Investment C orporation o f  Bangladesh, housing 
finance institutions, pension funds and equity entrepreneurship fund (EEF) o f  Bangladesh 
Bank. Chapter 10 evaluates the impact o f the Financial Sector R eform  Project (FSRP) on 
the financial and economic development in Bangladesh. Finally, the conclusion o f  the 
dissertation is made in chapter 1 1.
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Chapter 2 

Research Methodology

2.1 T he A pproach

The research approach applied in the study combines the descriptive, qualitative, analytical 
and empirical methods. The theoretical background o f  the dissertation 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 their state in developing 
countries like Bangladesh in particular.

The analytical framework o f  the dissertation includes evaluation o f  the structure o f 
financial system in Bangladesh, institutions and tools and instrum ents o f  the formal 
financial markets in the country, performance and soundness o f  the various com ponents o f 
these markets, relationship between developm ent o f  these m arkets and overall economic 
growth and the ongoing reforms o f  the financial sector o f  the country. The various 
components o f  the financial markets covered in the study are:

(a) m oney market, including inter-bank m oney m arket, call m oney market, treasury 
bills m arket and com m ercial bills market;

(b) foreign exchange m arket with analysis o f  exchange rate, off-shore banking, off- 
balance sheet activities and the role o f  m oneychangers; and

(c) capital m arket with both securities and non-securities segments.

The analysis ultim ately aims at identifying policy issues in various com ponents o f  the 
financial markets o f  the country and recommending m easures for im provem ent o f the 
sector.

2.2 C riteria , Ind icators and M odels

Review o f  the financial literature is presented in the dissertation under sub-heads such as 
the theory and evolution o f  financial markets, financial m arkets and econom ic growth, the 
role o f  financial markets in emerging economies, capital m arket developm ent and impact 
on m acroeconom ic growth, developm ent o f  money, foreign exchange and derivatives 
markets, role o f  com m ercial banks in capital market developm ent, role o f  m icro finance 
institutions in the capital m arket, role o f regulations in financial m arket developm ent and 
interaction o f  money m arket prices and monetary policy issues. An attem pt has been made 
to compare financial m arket o f  Bangladesh with that o f  developed and developing 
countries. The criteria and indicators used in the com parison are soundness o f  financial 
intermediation process, presence o f financial institutions and instrum ents, factors o f 
financial instability and o f  system regulations, soundness o f  paym ent system s, financial 
system and m arket integration, impact o f public sector deficit financing, structure o f 
financial system and its interdependence with systemic com ponents o f  an economy, 
distinction between bank-based and market-based financial system, financial 
transformation and the trend in globalization, role o f  central banks in the financial system, 
and size o f  financial system  in term s o f m onetary growth {M2), This analysis covers a 
number o f  qualitative factors and concentrates on the overall state o f  developm ent o f 
financial systems.
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The strength o f  the financial structure o f Bangladesh has been assessed by

{i) Its size measured in temis of M2 growth that reflects the scope of financial services
provided, prices and quality of those services;

(ii) mode of payments services that reveal the speed, efficacy and risk-resiliency, and most 
importantly the medium and means of transactions -cash or non-cash; and

(iii) institutional and instrumental deptli, which reveals the availability of good number of 
institutions and instruments, efficiency of Ihe market mechanism and users of financial 
services.

The fundamental shape o f  the country’s financial m arket has been exam ined in terms o f 
m arket’s segm entation prim arily into formal and informal parts, contribution o f  each o f 
which were assessed by share o f credits in the market as the yardstick. The dissertation has 
also tried to trace the m arket’s evolutionary process through an investigation into historical 
evidences. The indicators used to show the developm ents o f  the m oney and capital markets 
include investments, borrowing for short and long periods and financing agriculture, trade 
and infrastnictural developm ent in different regimes; M ughal, British, Pakistan and 
Bangladesh, .

Performance o f  the country’s money market has been evaluated through simultaneous 
application o f analytical and descriptive approaches and the criteria adopted include:

(i) market’s institutional and instrumental depth that encompass presence and availability of 
institutions and instruments; and

(ii) operational tools, such as payments system and regulatory and supervisory set up.

Indicators used in assessing performance o f  the inter-bank m oney m arket are: the 
transaction volum es, call m oney borrowing and lending interest rates, types and num ber o f  
participants and m arket turnover to GDP ratios. The institutional and instrumental depth 
and breadth and behaviour o f  demand and supply sides and interest rate in treasuiy and 
commercial bills m arket have been analyzed by using yearly num erical data and statistical 
tools such as tables, graphs, figures, percentages and ratios. Issues like m oney market 
liquidity and factors thereof, as well as the use o f  the liquidity have been examined 
through analysis o f monthly, quarterly and yearly data panels. This part o f  the dissertation 
carried out the test o f a hypothesis that “the changes in the inter-bank m oney market 
interest rate pass-though to banks’ retail custom er lending rates, m arked in the dissertation 
as hypothesis-1. This hypothesis has been tested by running a m ultiple regression model 
by using annual time series data collected directly from publications and records o f 
Bangladesh Bank. The model appears as:

Lend_Rate = a  + fi^lMMBorr _Rates^ + p^Injlation,

Where, Lend_Rate refers to nominal annual average banks retail lending interest rates 
IM M Borr_Rates refers to nom inal annual average inter-bank borrow ing interest rates 
Infl_Rate refers to annual average inflation rates

It has been assum ed that the inter-bank borrowings take place for accum ulation o f  fund for 
onward lending to retail borrower-customers in the m oney m arket. Such borrowings may 
be done for other purposes: to m eet SLR and CRR requirem ents and settle overnight or 
short-term inter-bank m oney market obligations, although borrow ing from the inter-bank 
money m arket for the purpose o f  meeting SLR-CRR requirem ents is strictly prohibited.
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The perform ance o f  the domestic foreign exchange m arket has been analyzed by using the 
criteria such as market structure and size, market hquidity, and supply side participants and 
some indicators such as the num ber o f authorized dealers (ADs) in in the country, their 
service network and coverage, bank-wise distribution o f  AD branches, bank-wise and total 
holdings o f  foreign exchange, trends in exchange rates, exchange rate spread in the official 
and informal foreign exchange transactions, transaction volum es in the inter-bank foreign 
exchange market, sources o f foreign exchange eam ings/inflow s, trends in foreign exchange 
reserves, perform ance o f  offshore banking units, off-balance sheet activities o f  banks and 
performance o f  moneychangers.

Performance o f different segments/niches o f  the capital m arket in the country and the 
soundness and efficiency o f  the primary market have been exam ined by using indicators 
like the number o f  IPOs, issued capital, public offer, pre-IPO placem ent, public 
subscription (over subscription and under subscriptions), under pricing and overpricing o f 
shares, share spinning, etc.

Functional efficiency and perform ance o f securities segm ent and the institutional investors’ 
niche o f  the country’s capital market, including the pension fiinds, insurance and housing 
finance sub-sectors were examined by applying analytical m ethodology. The indicators 
applied in the analysis were DSE and CSE share price index. All Share Price Index, m arket 
capitalization, m arket turnover, num ber o f days traded in a m onth and year, category o f 
traded shares, share prices o f m ost advance and most weak com panies, price-earning ratios, 
pay-out ratios, num ber o f  total securities traded, num ber o f  shares traded, num ber o f 
mutual funds and debentures, num ber o f outstanding shares and total securities and market 
capitalization. A special section in this part o f  the dissertation analyzes the stock market 
crash o f  1996 by using the share price indices. This part o f  the dissertation also carried out 
the test o f a hypothesis that “the macro-economic factors/variables have a positive im pact 
on the developm ent o f  stock market in Bangladesh” identified as hypothesis-2, TTie 
hypothesis has been tested by regressing twenty years tim e series data ranging between 
1985 and 2004 com piled from relevant publications o f  Securities and Exchange 
Commission, Dhaka and Chittagong Stock Exchanges and Bangladesh Bank. The test had 
run four m ultiple regression models to attain a robust one that can provide clear indication 
and policy implications towards the real developm ent o f stock m arket in Bangladesh.

It was assum ed that the above macroeconomic factors treated as independent variables 
(InDVs) had an im pact on the growth and developm ent o f  m arket capitalization (the 
dependent, DV) in the stock market o f Bangladesh. This m odel uses prim arily chosen 
irrespective o f interrelationship structure o f all independent m acroeconom ic variables and 
the issue o f relevant data non-stationarity.

Model -1, the original or generic one, adopted stock m arket capitalization as dependent 
variable (DV) and used 9 independent variables (IndVs) or regressors; m arket turnover, 
number o f  listed securities, num ber o f listed com panies, num ber o f  initial public offerings 
(IPOs), DSE Index, GDP at current market price, inflation rates, index o f  industrial 
production (IIP) and banks savings deposit rates.
Model ~ 1:

MarCapi -  a  + P^Turnover, + p^NoTotalSecP^NoComP^NoIPOsji^DSEIndex^

+ +p^IIP,\P^DepRates,

Regression outcom e for model-1 produces the m odel’s affliction with m ulticollinearity in 
VIF and tolerance scale and autocorrelation in Durbin W atson values. To reach a model
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free from both m ulticollinearity and autocorrelation, m odel-2  has been built by dropping or 
inclusion o f variables and log transformation methods on model -1. A new variable ‘tim e’ 
was added as an independent variable in this model.

Model-2:

Ln{Mcap) = a  + P \ f . n { G D P ) ( i i { N C o m )  p^{Inflation) p d n { I ! P )  Pi { Dr at e ) , + ^

Model-2 has been found afflicted with both m ultieollinearity and autocorrelation. 
Consequently, model-3 was developed by applying the same m ethods as m entioned above. 
Model-3:

^ {M c a p )  = a + p ^ ^ { G D P ) , + p ^ ^ { C o m ) ,  + p , ^ { ^ P ) , + p ^ ^ { D r a t e ) ,  + |3s^{Inf l ) ,  + P , ^ { D i n d e x ) ,

Although regression results confirmed the goodness-of-fit o f  m odel-3, this model still 
carried the affliction o f  above mentioned factors, i.e., m ultieollinearity and autocorrelation.
As a result, a fourth model was developed by m aking further change in GDP, keeping the 
other indepent variables o f  model-3 unchanged.

Model -  4:

A{Mcap) ,= a +  P\A(AGDP),+P^A{Com),+ P ,^ {^P ) i+P^A{Dfate),+ PsAilnfl)i+P^A{Dindex),

The num bers o f  observation in the data panel are 80, which provide a larger degree o f 
freedom to vary/move the values in the probability distributions.

Both analytical and descriptive approaches have been applied in the evaluation o f the 
structure and perform ance o f non-securities segm ent o f  the country’s capital m arket, which 
includes the leasing com panies, pension fund, insurance and housing finance sub-sectors 
and the institutional investors m arket covering the role o f  com m ercial banks in delivering 
long-term loans for industrial and other real sectors and the activities o f  m erchant banks. 
Criteria used in the analyses were ownership structure o f  non-bank financial institutions 
and institutional depth o f  the market niches, while num ber o f  com panies and growth rate, 
growth rate in leasing business, product and service-m ix in case o f  leasing com panies and 
premium income and investments in the capital m arket by the insurance sub-sector were 
the perform ance indicators. Housing finance sub-sector has been analyzed by using a 
number o f  criteria such as profile and growth o f  urban and rural population, dem and for 
housing finance, num ber o f  existing housing finance institutions, disbursem ent o f  housing 
loans in both rural and urban areas, and outstanding housing loans.

The impact o f  the financial sector reform project (FSRP) has been exam ined through 
testing the hypothesis that “the FSRP has achieved the envisioned im pact and contributed 
to financial and economic growth in Bangladesh” . In order to develop a suitable fram ework 
o f analyzing this hypothesis, identified in the dissertation as hypothesis-3, the three 
previously used model s/frame works had been reviewed:

(a) King and Levine 1993 (Cross-country or Cross-section panel data evidence technique);
(b) Rajaii and Zingales 1998 (Industry or fimi-level evidence technique); and
(c) Kar and Pentecost 2000 (Country-specific time series analysis techniques)

The dissertation evaluated the impact o f  FSRP adopting the third m odel (Kar and 
Pentecost, 2000) and using time series data for the period betw een 1990 and 2004. The 
indicators used were deposit mobilized and lendings m ade by banks, capital adequacy, 
asset quality, non-perform ing loans (NFL) and loan loss provisioning, institutional depth.
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and profitability and productivity of banks. Major m acro-econom ic variables that have 
been applied were interest and inflation rates, GDP growth, per capita incom e, trends o f 
domestic savings and investment in relation to GDP. The study has been conducted by 
dividing the sam ple period into three sub-periods: pre-FSRP, FSRP and post-FSRP.

2.3 D ata Sources

Data used in the dissertation had been collected in large part from  secondary sources, 
which com prised published materials like books, journals, bulletins, reports and financial 
statements and unpublished official documents and reports o f  banks and non-bank financial 
institutions. M ost important amongst the sources used were the Bangladesh Bank 
publications and records and related publications o f  the agencies such as M inistry 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 m acro-econom ic variables such as 
GDP, inflation, interest rate, exchange rates, index o f  industrial production, capital flows 
etc had been collected m ainly from the publications o f Bangladesh Bank and Bangladesh 
Bureau o f Statistics,

Data related to insurance and housing finance markets were collected from the publications 
o f the insurance com panies and housing institutions in the country, particularly from their 
annual reports. The dissertation had also used prim ary data, albeit in a m uch lesser extent 
than the secondary data.

The prim ary data had been collected through a lim ited scale undisguised, structured and 
closed-end questionnaire survey and expert opinion survey o f  people involved in various 
institutions o f  financial m arket in Bangladesh. The m ain purpose o f  the survey, however 
was not to get field level data on operations o f  financial tools and instrum ents and their 
impact on the country’s m oney and capital markets. Rather the intention was to confirm 
validity o f  data recorded in the dissertation, check w hether the tentative findings o f  the 
study m atch with the pulses o f  administrators and policy m akers and discuss possible 
strategic and im m ediate m easures for the im provem ent o f  different segm ents o f  the 
country’s m oney and capital markets.

2.4 D ata P rocessing  and A nalysis

Data collected and used in analyses and empirical tests were screened for tracing m issing 
values, adequacy, correctness, reliability, com parability and biases. Data sorting had been 
made to confirm the consistency in the series arrangem ent according to class, kind, or size. 
Data had been arranged into groups according to a specified criterion and indicators, such 
as year, months, classess, etc. Sortings further confirm ed the saparability o f  the data. 
M issing value or com pleteness o f  the time series data has been checked through m issing 
value analysis. In this process, mean, standard deviation, covariances and correlations were 
computed by using list-wise and pair-wise regression m ethods. The estim ations also 
ensured that the data had been produced according to a proper quality and they are 
comparable.

Data reliability was confirmed through screening the collection and com pilation processes 
followed by the source institutions - Bangladesh Bank and Securities and Exchange 
Commission - the respective regulatory agencies o f  m oney and capital m arkers in the 
country. These data had been primarily documented and provided by  the regulated agencies
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in statem ent/return forms, which had undergone rigorous checking and cross-checking at 
both ends before publication. As the regulatory agencies followed m achine based data 
editing, tabulation and com pilation and had made industry and firm -level and peer group 
com parisons on the basis o f  those data, they were believed to be unbiased.

Data picked from the official records o f source agencies were also originated from the 
returns and statem ents o f both regulated agencies as part o f  disclosure requirem ents and 
they were re-arranged, screened, sorted and tabulated by the receiving agencies under the 
same procedures as m entioned above. These data also fulfilled the suitability and reliability 
characteristics.

By computing the m edian, the dissertation measures the center o f  the data distribution, 
along with the corresponding m easure o f dispersion by  com puting standard deviations, 
which describes the pattern o f  distribution or spread. Tlie shape o f  the data distribution is 
measured seeing skevmess or kurtosis. For the same purpose, com parison betw een m ean to 
median values has been made. The closer the distribution is to norm al the closer the values 
o f  skewness and kurtosis are to zero. The closeness reflected m ore sym m etrical distribution 
in the data series.

Before fitting the data into models, transformations had been m ade for outliers, failures o f 
normality, linearity, and homoscedastlcity. After first transform ation, data were checked 
for normal distribution. As the normal distribution could not be confirm ed, the 
transformation process was repeated. Re-checking confirm ed that the variables were 
normally distributed after transformation. Further transform ations also showed that 
skewness and kurtosis values were near zero, reflecting the few est outliers. The possible 
presence o f outliers had been checked by using scatterplots. Reasons for outliers were;

i. incorrect data entry;
ii. failure to specify missing value codes,
iii. failure to identify cases not member of intended sample population.

The following actions were taken to reduce the influence o f  outliers;

i. confirmation o f proper entry of data;
ii. check for tlie variable responsible most as outlier and subsequently, its deletion,
iii. deletion o f cases which were not part of the population.

After screening and sorting, data have been rearranged in tabular forms to make 
comparisons, analyze trends and observe the interrelationship and cross-relationships with 
other variables. In this process, various statistical tools such as tables, graphs, figures, 
percentages, ratios, etc had been used. Depending on the type o f  data, questions and 
research requirem ents and other statistical m ethods, such as m odel and curve fittings, 
selecting or discarding certain subsets based on specific criteria, or o ther techniques had 
been applied.

To identify multicollinearity, the dissertation:

i. checked pair-wise relationships beUveen variables for r values greater than |0.80|,
which were strongly inter-related and should not be used.

ii. looked at tolerance of variable, a value of near one indicates independence, if  the
tolerance value was close to zero, the variables were multicollinear.

iii. looked into VIF, variance inflation factor, if highly collinear a high value was calculated,
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All these tests showed multicollinearity. To solve for m ulticollinearity, following actions 
are completed

i, turned variables in the models to rates by changing method; and
ii. reduced data set by dropping method.

All data screening processes were done on SPSS. After inclusion in the m ultiple regression 
models, the time series was regressed in both dependent and independent variable forms. 
The test results were presented and interpreted in qualitative, descriptive, categorical and 
quantitative terms.

2,5 E xpected  O utcom e o f the Study and its Im portance

This dissertation is the first single-country com prehensive research study in financial 
markets, which has placed specific focus on the relationship betw een financial 
development and macro economic factors as noted in previous section. It is expected that 
this research would answer the questions:

(i) Whetlier the current financial market policy and operational structure and instruments in
Bangladesh are adequate or optimal?

(ii) Whether the markets are capable of providing required financial intemiediation and other
financial and allied services to cater to the needs of the customers? and

(iii) What are the possible operational, functional, structural and policy and strategic options 
for further development of the markets?

The findings o f  this research will help in developing guidelines for policy m aking and 
improving functional, structural and regulatory and supervisory system  in the country's 
financial system. Some other important benefits expected from the study are:

(i) Bringing the state of the country's financial market to tlie notice of the in-house researchers
in finance, as well as the financial research centers, which have so far paid little or no 
attention to financial markets of less developed countries;

(ii) Creating an empirical base for eventual changes in policy and functional issues that the
central bank of the country and the government may use in the promotion of tlie country’s 
financial markets;

(iii) Developing guidelines for the financial executives and professionals on how to proceed 
with realistic strategies for the development of their business and insmtional and 
operational competencies;

(iv) Understanding how efficiently the financial institutions are doing business, what is the 
level of their structural, operational and market perfonnance, say in terms of the retums, 
and how tlie markets are complying with the regulatory provisions and tlie like, all of 
which have a valid degree of importance for different groups of stakeholders in the 
financial markets of tlie country.

The materials presented in the dissertation may also be useful for students and teachers on 
the subject ‘Financial M arkets and Institutions” . Over and above, the results o f  the study 
might be very useful in developing solutions for prom pting financial system  and financial 
market developm ent process in the country. This research calls for developm ent o f a 
functional and effective link between economic reforms and financial m arkets and 
strengthening the capacity o f  policy makers and researchers in financial m arkets to 
undertake policy research.
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Chapter 3 
Literature Review

3.1 F inancial M arkets; T heory and E volu tion

The arguments for tracing the evolution o f  financial m arkets have com e about partially to 
address criticisms o f the underlying assumptions o f  m arket efficiency. Frank (1999) argues 
that the theory o f  financial m arket efficiency relies on an evolutionary m echanism , where 
the natural selection will favor strategies that are more rational and effective in 
investments, capital budgeting, and other financial decision m aking processes. This 
eventually leads to an efficient market, since only the most effective strategies can survive 
in the marketplace.

Friedman (1953) argues that irrational agents would disappear from the m arketplaces since 
they should system atically receive lower than average returns and incur higher than 
average losses. M iller (1977) used the concept o f  evolution to reconcile the difference 
betft’een financial theory and the actual decision m aking procedures within a corporation. 
Evolution ensures that only the heuristics with survival value will continue to exist. 
According to M iller (1977), it is not necessary that the efficient investors use highly 
sophisticated statistical and m athematical techniques to arrive at the efficient investment 
strategy. Zingales (1998) states that, "most economic theories are either im plicitly or 
explicitly based on an evolutionary argument". Like the eco-system , the financial markets 
are the elem ents that have been evolving to suit better the environm ent presented by human 
investors.

Keynes (1936) argues that with the development o f  financial m arkets, owners would be 
increasingly rem oved from the enterprises they held a stake in. Therefore, the elem ent of 
real knowledge in the valuation o f investment by those who own them  or contem plate 
purchasing them has seriously declined. Keynes identified financial m arkets as places 
"where we devote our intelligences to anticipating w hat average opinion expects the 
average opinion to be. Investm ents based on genuine long-term  expectation are so difficult 
today. He who attem pts it m ust lead much more laborious days and run greater risks than 
he who tries to guess better than the crowd how the crowd will behave." Further, according 
to Keynes, time is highly discounted by investors; so there is m uch m ore desire to make 
large gains quickly than to invest for the long-term. Haugen (1995) discussed this last point 
in more detail. In his opinion, institutional investors dom inate m odem  markets. These 
institutional investors are evaluated for perform ance over relatively short horizons. 
Therefore, investment m arket inefficiencies can persist even when the m arket knows about 
them if the inefficiencies can only be exploited over a long-term horizon.

Nawar (2000) notes that everyday is a battle o f  inform ation processing. The functioning o f 
the financial markets is a com plex mixture o f  various elem ents that relate to economic 
theory, political influence, and investors psychology to nam e a few. This m ixture o f 
elements unites in one outcom e decided at the end o f  the trading day. M any factors and 
forces have been driving and impeding the developm ent process o f  financial markets. 
Bettziige and Hens (2000) argue that the evolution o f  financial innovations is a dynamical 
system where the fitness o f  assets is driven by their trading volum e. N eave (1998) argues 
that financial m arkets em erge because market agents’ profit from executing trades in 
financial products and services. A better functioning m arketplace m akes it less time
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consuming and therefore, less costly for potential buyers to find potential sellers, and vice 
versa. If  search costs are important in relation to the size o f  a transaction, the existence o f 
financial market as a central m eeting place gives its organizers a com petitive advantage. So 
long the m arket m embers do not charge trading com m issions that exceed search costs, 
parties seeking trade will use the market facilities. The bigger and stronger the market, the 
easier it will be to trade on, and the more traders the market will attract.

3.2 F inancia l M arkets and E conom ic G row th

An efficient financial market is a key tool o f  economic developm ent. Bagehot (1873) 
argued that it was the England’s efficient capital m arket that m ade the industrial revolution 
possible. According to Schum peter (1934), financial developm ent causes economic 
development; financial markets promote economic growth by funding entrepreneurs and in 
particular, by channeling capital to the entrepreneurs with high return projects. Raymond 
Goldsmith exam ined the relationship between financial developm ent and growth in 1960s. 
Looking at data for 35 countries over 100 years. Goldsmith (1969) dem onstrated a positive 
correlation betw een financial developm ent (m easured by the value o f  financial 
intermediary assets relative to GNP) and economic growth. Follow ing Goldsmith, 
M cKinnon (1973) and Shaw (1973) showed that financial repression, w hich was then a 
common policy-affected the quantity and quality o f  investment. The rationale for financial 
repression is the holding o f  interest rates down that boosts investm ent and savings and 
hence growth. There is also a fiscal policy rationale that by low ering interest rates, the 
government reduces its own borrowing costs. M cKinnon (1973) and Shaw (1973) have 
shown that countries financially repressed were characterized by credit rationing and 
artificially low real interest rates. In the 1960s financial repression and inflation shrunk the 
deposit base for domestic bank lending in the developing world. In addition, M cKinnon 
and Shaw got evidences that financial repression lead to lower savings and create a bias in 
favor o f  capital-intensive investments. In another study, M ckinnon (1973) and Shaw (1973) 
argued for causation on the grounds that financial m arkets not only allow risk 
diversification on the part o f  savers, they also facilitate risk diversification that affects 
technological changes. By making it possible to hold a diversified portfolio o f  investments 
in risky technology-based projects, the financial m arkets enhance investm ent in growth- 
enhancing research and developm ent (R&D). Further, financial institutions play a crucial 
role in evaluating the quality o f  entrepreneurs and projects. B etter financial systems 
improve the probability o f  successful innovation and thereby accelerate econom ic growth.

Richard and Anthony (1991) argued that the direct im pact o f  financial markets and 
institutions on the real economy was relatively small, but their indirect impacts on 
economic perform ance are extraordinarily important. The financial m arkets mobilize 
savings and allocate credit across spaces and times. These m arkets provide not only 
payment services, but also enables firms and households to cope with economic 
uncertainties by hedging, pooling, sharing and pricing risks. An efficient financial sector 
reduces the cost and risk o f  producing and trading goods and services and thus m akes an 
important contribution in raising the standard o f  living.

Levine (1997) wrote, “W e are not the first to argue that the developm ent o f  financial 
markets is an important factor in explaining the sources o f  productivity and economic 
growth.” Carlin and M ayer (2003) supported Levine’s views. Levine distinguishes five 
functions o f  the financial system; to facilitate the exchange o f  goods and services; to 
facilitate the trading, hedging, diversifying, and pooling o f  risk; to m obilize savings; to 
allocate resources; and to monitor managers and exert corporate control. G rossm an and 
Stiglitz (1980) and Holmstrom and Tirole (1993) show that as financial m arkets become
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larger and more liquid, market participants have more incentives to acquire inform ation 
about firms. Jensen and M eckling (1976) and Jensen and M urphy (1990) show that linking 
m anager com pensation to stock perform ance helps to align the interests o f  m anagers with 
those o f  owners, and that takeovers are easier in w ell-developed stock m arkets, thus 
improving corporate governance.

The empirical literature that explores these m echanisms has grown dram atically over the 
last few years. Levine (1997) and Rajan and Zingales (2001) provide com prehensive 
surveys; Beck and Levine (2001) review the more recent literature. In a careful tim e-series 
study with aggregate data, Neusser and Kugler (1998) dem onstrate that financial sector 
developm ent predicts GDP growth and, in particular, total factor productivity. Levine and 
Zervos (1998) report that stock market liquidity is positively and robustly correlated with 
contemporaneous and future rates o f economic growth, consistent with the view that a 
greater ability to trade ownership o f  an econom y’s productive technologies facilitates 
efficient resource allocation, physical capital formation, and faster economic growth.

Levine and Zervos (1998) also find no negative im pact o f  stock m arket liquidity, 
international capital m arket integration, or stock return volatility on private savmgs. 
Similar findings have been derived from Rajan and Zingales (1998), who com pare 
industrial sectors across countries, arguing that financial m arket developm ent reduces the 
costs o f  external finance to firms. W urgler (2000) confirm s that financial m arkets play an 
important role in the capital allocation process. W urgler (2000) argues that m arket-based 
systems are more successful in limiting over investm ent in declining industries. Using 
cross-country panel data, Beck, Levine, and Loayza (2000) show that financial 
intermediaries exert a large, positive im pact on total factor productivity and GDP growth. 
Finally, Beck and Levine (2002) argue that while legal system  efficiency and overall 
financial developm ent boost economic growth, there appears to be no significant difference 
between m arket and bank-based financial systems.

Beck, Levine & Loayza (2000) study shows how the developm ent o f  financial 
intermediaries influence savings rates, physical capital accum ulation, and total factor 
productivity growth. Levine and Zervos (1996) investigate the em pirical link between 
stock markets developm ent and long-run growth. M oreover, instrum ental variables and 
procedures indicate a strong connection between the predeterm ined com ponent o f  stock 
market and econom ic growth in the long run. Levine & Zervos (1998) evidence that stock 
market liquidity, as measured both by the value o f  stock trading relative to  the size o f  the 
market and by the value o f  trading relative to the size o f  the econom y, is positively and 
significantly correlated with current and future rates o f  econom ic growth, capital 
accumulation and productivity growth.

Rajan & Zingales (1998) examine whether financial developm ent facilitates economic 
growth by scrutinizing one rationale for such a relationship, nam ely that financial m arket 
development reduces the costs o f external finance to firms. Rajan & Zingales (1998) study 
suggest that financial developm ent may play a beneficial role in the developm ent o f new 
firms, and that the existence o f  a well-developed financial m arket m ay be a source o f 
comparative advantage for a country or region with industries that are more dependent on 
external finance.

One frequently made observation on relation between financial m arket developm ent and 
the economic growth is that financial developm ent is only a leading indicator o f growth, 
rather than the fact that the developm ent o f financial sector leads to economic growth. The
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study by Beck and Levine (2001) confirms this view. They used sophisticated econometric 
panel methods with data from 40 countries for the period o f 1976-1998 and concluded that 
both stock markets and banks had a positive effect on economic growth, and that this result 
was not due to simultaneity, reverse causality or unobserved country-specific effects. 
McKinsey (1996) and Borsch-Supan (1998) employ industry and com pany level data that 
provide direct evidence on the existence o f  a causal channel from financial market 
development, and in particular corporate governance, to productivity growth. There are 
evidences that active pension funds have effect on the financial m arket, particularly on 
capital m arket activities where they exist.

Bofinger (2001) argues that the existence o f  broad-based, active financial m arkets in a 
country is a very im portant policy for implementation, The financial m arkets provide a 
place where the monetary authorities, usually the central banks, can buy and sell treasury 
debt instruments in carrying out open m arket operations. If  active m arkets in financial 
instruments do not exist, the central banks would not be able to m ake open market 
operations as its primary policy instrument, and thus a very different and less efficient set 
o f  monetary policy procedures would develop. M oreover, w ithout large-scale financial 
markets, the economic conditions would barely resem ble the com plex financial system and 
the variety and efficiency o f  means o f borrowing and lending w ill affect the course ol 
economic dev'elopment.

BIS (1988) states that the financial markets are intem afional in scope. Banks o f  many 
nations bid for deposits and make loans throughout the world. For example, foreign 
borrowers m ay raise funds in the U.S. credit m arkets and U .S. borrow ers can raise money 
abroad by issuing securities denom inated in U.S. dollars or in other cunencies and then 
swapping them into dollars. Foreign central banks and others hold U.S. dollar securities in 
large volumes as part o f  their dollar reserves. U.S. Treasury securities are traded virtually 
round the clock in m ajor financial centers in Europe and Asia, as well as in the United 
States. The U.S. dollar is the main international currency, although som e financial 
instruments are denom inated in other currencies or occasionally in a basket o f currencies. 
Currency risk can be m anaged through various hedging techniques, encouraging 
investments in many currencies. Swaps, futures and options contracts on various financial 
instruments can be used for hedging interest rate risk or for speculating.

Kyle (1985) holds the view that in most emerging countries, financial m arkets rem ain small 
and less developed. From various studies, a num ber o f  constraining factors have been 
identified and generalized for most countries. One m ajor constraint is financial repression 
together with weak and unclear legal framework. Key elem ents o f  financial repression 
include restrictions on entry into banking, often com bined w ith dom inating public 
ownership o f  m ajor financial institutions. These include high reserve requirem ents on 
deposits, statutory ceilings on bank lending and deposits, quantitative restrictions on credit 
allocation, restrictions on capital transactions and foreign exchange transactions 
(Nyagetera, 1997).

Christiano and Eichenbaum  (1995) argue that there is considerable m icroeconom ic 
evidence o f  imperfect com petition in goods m arkets and inform ational im perfections in 
financial markets. Driffil et al (2000) argues that the im perfections in financial m arkets are 
likely to affect growth. Financial institutions and m arkets, and policies tow ards them  play 
an active role in channeling savings to investment. M echanism s at work include the 
survival chances o f  alternative economic organizations, entrepreneurship, innovation, and 
physical investment. K ing and Levine (1993a) provide em pirical support for the view that
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financial developm ent fosters economic development. Bencivenga and Smith (1993), Bose 
and Cothren (1996) and Greenwood and Jovanovic (1990) explore effects o f  informational 
problems in financial markets on allocation o f  physical capital in a general equilibrium 
context.

Additional mechanisms include effects on human capital accum ulation, long-run 
inequality, and thus growth; access o f good projects and innovations to finance (King and 
Levine, 1993b), and portfolio diversification and saving (Acem oglu and Zilibotti, 1998). 
Current theories do not explain why similar problem s in financial markets lead to different 
outcomes in different countries, Possibly they have developed different institutional 
solutions, as G reif (1994) argues, leading to different equilibria. Cultural beliefs and social 
institutions m ay be important. Studying the effects o f  different institutions and contractual 
arrangements in financial m arkets on innovation and investm ent m ay cast more light on the 
cross-country differences o f  income and growth. There is now considerable theoretical 
work that indicates that credit market imperfections can am plify and propagate shocks to 
the m acro econom y (Bem anke, Gertler, and Gilchrist, 1997).

Greenspan (2003) says that, to be sure, financial m arkets are far from being perfect. The 
best way to m ake them more efficient and less prone to overreaction is to im prove both the 
information base available to market participants and the regulatory system s in w hich they 
operate. He further states that none o f  this means that developm ent o f  the financial market 
is a magic bullet that will lead to growth. At an early stage o f  developm ent, a country can 
function with a relatively unsophisticated financial system -particularly  i f  it has decent 
banks. Greenspan (2003) further argues that Building a gleam ing stock exchange in a poor 
country with an inadequate legal framework and accounting practices is not going to 
increase the growth rate. But no financial system in which the investors and the savers are 
different people will function well without a reasonable legal system  and accounting 
information.

According to W orld Bank (2002), two parallel developm ents in the financial sector have 
defined present-day globalization as much as technological developm ents and the growth 
o f international trade. The first is the developm ent o f  the financial m arkets, institutions, 
instruments and m echanism s in developed countries. The second is the growth in capital 
flows across borders in several ways, including foreign direct or short-term  portfolio 
investments or transactions in foreign exchange markets as a result o f  the deregulation and 
liberalization o f the financial sector in the industrialized and m any developing countries.

The most important strategy for financial market developm ent is a strong and lasting 
commitment o f  the authorities to maintain m acro-financial stability, to foster a small core 
o f solvent and efficient banks and insurance com panies, and to create an effective 
regulatory and supervisory agency. Opening the dom estic banking and insurance m arkets 
to foreign participation can easily fulfill the second requirem ent. Financial market 
development needs the adoption o f pro-active regularions, the pursuit o f  optimizing 
policies, and the prevalence o f  pluralistic structures.

There has been an exponential growth in the size, operation and sophistication o f  financial 
markets in the advanced industrial countries, illustrated, am ong other things, by the growth 
and complexity o f  financial services, especially the expansion o f  stock m arkets. This has 
been accompanied by their "democratization" to cover m ore and more ordinary, small 
investors. The liberalization o f  financial flows, adoption o f  floating exchange rate systems, 
financial innovations and new communication techniques have enorm ously increased
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financial transactions, as well as the opportunity for developing countries to attract foreign 
investment and capital for purposes o f business and developm ent, albeit on commercial 
terms. They have also com pounded volatility in the financial m arkets as a result o f  radical 
shifts o f perception or in the interpretation o f inform ation, and sharp revisions of 
expectations not always based on sound consideration. These shifts and excessive volatility 
have resulted in panic reactions, contagion and periodic crises in the financial arena. 
Moreover, short-term  capital flows, far from being a m ere reflection o f  economic 
fundamentals, can actually push key m acroeconom ic variables, such as exchange and 
interest rates and the prices o f such assets as property and shares, away from their long
term equilibrium and consequently, affect output and em ploym ent.

3.3 T he R ole o f  F inancial M arkets in E m erging E con om ies

Inter-American D evelopm ent Bank (2000) observes that financial m arkets are critical to 
the developm ent o f  a m odem  economy and considers effective and efficient financial 
markets second only to macroeconomic stability within the hierarchy o f  developm ent 
requisites. Just as equilibrium  prices for goods and services are established and revealed in 
a competitive m arket economy, the prices associated with inter tem poral exchange o f 
uncertain cash flows are established and revealed in financial m arkets. Financial markets 
allow these uncertain cash flows to be priced and traded in an orderly and transparent 
process. M oreover, they allow combinations o f uncertain cash flows to be repackaged, 
transferring risk to those with the greatest ability and/or w illingness to assum e specific 
risks and meet the needs o f  investors with different levels o f  risk tolerance.

Inter-American D evelopm ent Bank (2002) further explains that the high cost o f  capital has 
been a recurrent problem  in many developing economies. M any o f  the distortions in 
financial markets have their roots in attempts by governm ents (e.g., interest rate controls or 
subsidies, intervention in the allocation o f  credit, the creation o f special purpose state- 
owned and managed banks, etc.) to compensate for the high cost o f  capital and/or the 
unwillingness among investors to place their funds at risk. Therefore, the new paradigm of 
government involvement in the financial sector being adopted throughout the Latin 
American region is o f  particular interest. Calari (2002) argues that there is a growing 
recognition that the com parative advantage o f governm ent is in the establishm ent o f  an 
enabling environment; creating the legal, regulatory and inform ation structures upon which 
private financial markets can develop and flourish. Under this new paradigm , the role o f  
the state has changed. Young (1994) argues that there are undoubtedly situations o f  market 
failure that justify governm ent intervention in financial markets. OECD  (2000) on the other 
hand suggests that governm ent interventions should be lim ited, closely m onitored and 
evaluated to ascertain that they are having an im pact on the underlying m arket failure and 
do not create excessive distortions and misallocation o f  resources. H odgson (1993) opines 
that despite significant differences in the financial m arkets o f  the countries worldwide, 
reform efforts pointed in one direction namely, the developm ent o f  com plete financial 
markets. The private sector is actively involved in developing the financial innovations that 
can build upon earlier progress.

This is being supported by a public sector that is moving forw ard to provide an adequate 
regulatory structure for financial markets. Legal reform s strengthen financial m arket 
regulators and their oversight o f  bank, insurance, pension and securities markets. 
Supervisory standards and practices in particular are m oving, albeit slowly, toward 
international levels. If  this process is to progress towards establishing efficient financial 
markets, state patronization is essential.
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Dooly (1998).notes that from a regional perspective, problem s in a dom estic financial 
market often spill over to neighbouring countries, especially if  the countries in the region 
are involved in close economic co-operation. It is therefore im portant that the national 
financial markets should ensure that their financial systems com ply with international best 
standards, as this would play a large role in facilitating regional integration.

The financial well being o f  individuals is linked inextricably to a nation’s financial and 
economic progress. The personal financial well being o f  m ost individuals increases with 
gain in strength o f  the econom y and rise in prices o f  the financial assets. W hen an economy 
and its financial institutions are stronger, more people get jobs, incom e level and wealth 
building goes up. Financially strong households tend to have higher levels o f  confidence 
about consum ption and are more willing to make the m ajor purchases that advance the 
economy. Sound financial markets enable people inject savings into the banking system; 
make use o f  credit to start the small businesses that provide jobs and incom e to millions of 
people.

European Central Bank (2001) suggests three main lines o f  action to reassure developm ent 
o f financial markets. First, there is a need to accelerate the im plem entation o f  the financial 
sector reform. Second, the adoption o f the regulation o f securities m arkets is an essential 
for accelerating pace o f  financial market development. Third, som e issues relating to 
arrangements for cross-border financial supervision should be resolved. The higher 
systemic risk associated with financial sectors and consolidation im plies a need for close 
co-operation am ong national supervisors and central banks regarding m atters o f  financial 
crisis prevention and management.

While considering the financial crises o f  the last decade, Fischer (2003) rem arks that a 
weak financial system with w eak financial infrastructure not only m akes a country open to 
international capital flows more vulnerable to crisis, but also exacerbates the cost o f any 
financial crisis that does occur. The Asian crisis-hit countries namely, Thailand, Indonesia, 
and Korea, vividly dem onstrated this exacerbation.

Levine (1999) notes that financial markets, instruments, and institutions arise to mitigate 
the effects o f  inform ation and transaction cost. D ifferences in efficiency o f  financial 
markets in reducing inform ation and transaction costs positively influence savings rates, 
investment decisions, technological innovations, and long-run growth rates. Levine, 
Loayza, and Beck (2000) evaluate the nature o f  the effect o f  financial intermediary 
developm ent on economic growth. Applying different econom etric approaches, they 
confirm the fact that the exogenous com ponent o f  financial interm ediary developm ent is 
positively associated with economic growth. They also provide evidence that cross-country 
differences in the legal rights o f  creditors, the efficiency o f  contract enforcem ent, and 
accounting system standards help explain cross-country differences in the level o f  financial 
intermediary development, which in turn positively affects econom ic growth.

Ark (2003) argues that the interaction o f  an emerging econom y with the developm ents in 
financial markets is again an important issue to investigate. The role the financial markets 
play in fostering a new econom y, however, rem ains as a debatable issue. In most 
industrialized nations, capital markets have been growing trem endously on the waves o f 
financial liberalization and globalization over the past two decades. The growth takes place 
in terms o f  volume and value o f transactions, as well as in the developm ent o f  new types o f 
securities and other instruments. Ark (2003) notes that for a developing econom y, the 
preparations for and the actual introduction o f financial m arket have undoubtedly been an 
important catalyst, improving the efficiency o f  the capital m arkets and, to som e extent,
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reducing existing inform ation asymmetries, for both the equity and debt m arkets in the 
developing countries.

Contrarily, Erasmus (1994) argues that the costs o f  the developm ent in financial markets 
may increase over time, which can erode the trust on the financial markets. M oreover, the 
event o f accounting m alpractice, corporate greed and im prudent stock m arket valuations 
have started to appear in increasing numbers, undermining the basic trust and confidence o f 
investors in financial markets.

Valdez (1997) says: “Properly functioning financial m arkets facilitate the investment 
process by allowing portfolio selection at a lower cost, providing a store o f  value, creating 
liquidity, and perhaps m ost importantly, allowing for an efficient incorporation o f  ail 
relevant information regarding risky cash flows into the determ ination o f  a m arket price. 
Efficient and effective financial markets allow investors to m ake w ell inform ed judgm ents 
regarding the risk-retum  combinations associated with investm ent opportunities and form 
investment portfolios that account for these trade-offs.” The developm ent o f  com plete 
financial markets also facilitates the process o f  risk m anagem ent and corporate finance; 
only deep liquid markets can provide the instruments needed to create the financial 
structures that m ost closely match the risky cash flows associated with a specific set o f 
investment alternatives. W hen financial markets do not operate properly, w hen information 
is not readily available, when the store o f  value is not trusted, or when liquidity is 
questionable, the willingness o f  investors (both small and large) to com m it funds is 
constrained. The hurdle rate (the required rate o f  return needed to  induce investm ent) will 
increase, reducing the expected profitability o f  investm ent alternatives. Due to the 
increased cost o f capital and underlying uncertainty, som e otherw ise prom ising 
investments will not take place.

Peter (1995) notes that efficient financial m arkets require infrastructure o f  laws and 
regulations and conventions. M ost o f  all, an efficient financial system  requires confidence 
that encourages investors to allocate their savings through financial m arkets and 
institutions rather than to buy non-productive assets as a store o f  value. Confidence can be 
fostered by appropriate regulation o f  institutions and m arkets to ensure users o f  financial 
services that they will receive fair treatment. Auerbach and Herm an (1999) mention that 
the challenge is to foster a static and dynam ically efficient financial system while 
m aintaining sufficient regulatory oversight to prom ote confidence in the safety and 
soundness o f  the financial system.

Goldstein & Turner (1996) state that banking crises are frequent and recurrent events in 
developing countries and the real costs of dealing with them have been substantial. In this 
regard, Adams et al (2000) observes “Particularly the severe Asian financial crisis has 
brought high cost for the affected as well as neighbouring countries.” This raises the 
question w hether the link between finance and developm ent is as positive as suggested by 
Singh (1997).

There have been very few studies on the financial m arket developm ent in South and 
Southeast Asia, and hardly any such study in Bangladesh. O gw um ike and Om ole (1997) 
observes that in small and less developed Afi-ican countries, the stock exchange is 
constrained by government policies that do not prom ote m obilization o f  industrial finance. 
The interest rate policies favour growth o f  the m oney m arket rather than the capital market. 
The problem o f awareness is also cited as a reason for reluctance o f  com panies to go 
public. This explains how the weaker supply side impacts the developm ent initiatives of 
financial markets, especially the securities segment. Osei (1998) exam ines the institutional
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factors that affect the developm ent o f the G hana’s stock m arket and finds that the legal and 
regulatory fram ework that ensures protection and security o f  investors is important. Using 
survey data, Osei (1998) identifies the factors such as low incom e, level o f  education, and 
information about the capital market as crucial.

3.4 C apita) M arket D evelopm ent

In the capital markets, capital in financial form is lent or borrow ed for medium  and long 
term and, in cases such as equities, for unspecified periods. The capital m arkets, in 
distinction from other parts o f  the financial m arket i.e., the m oney m arkets, are those for 
long-term governm ent securities, corporate bonds, stocks, m unicipal bonds issued by state 
and local governm ent units, and mortgages. Industry and com m erce, as well as government 
and local authorities raise capital from the capital m arket, w hich perform s several 
important functions in the process o f  economic development. M ost im portant am ong them 
are the prom otion o f  savings and investm ent and efficient allocation o f  funds am ong 
competing uses. Capital market developm ent deals with enhancing prim ary and secondary 
market participation in the concerned economies.

M ajor concerns, issues and policy questions, as well as the fundam ental factors necessary 
for a successful capital m arket development were always kept in the forefront o f 
developm ent initiatives. Benefits o f  efficient capital m arkets, and in particular stock 
markets, are not ju s t theoretical. However, it is im portant to m ention that the literature 
often addresses capital m arkets, as only the equity markets. M any studies found a strongly 
positive correlation between the size and liquidity o f  stock exchanges and economic 
growth. Similarly, investigations have found strong links betw een the growth o f  non-bank 
financial interm ediaries and the growth o f economies (IFC, 1989).

The developm ent o f  capital m arket requires the legal and regulatory fram ework for 
effective participation in primary and secondary m arkets. Capital m arkets play a significant 
role in fostering economic growth and developm ent, prom oting com petition am ong 
financing resources, resulting in greater efficiency, furthering privatization initiatives and 
in the transm ission and implementation o f  m acroeconom ic policies. Atje and Jovanovic 
(1993) argue that the stock markets have a positive im pact on growth perfonnance. They 
found significant correlations between economic growth and the value o f  stock market 
trading [divided by GDP], Levine and Zervos (1996 and 1998, and Singh (1997) argue that 
stock market developm ent is positively associated with long-nm  econom ic growth. In 
addition, using cross-country data for 47 countries from 1976-93, Levine and Zervos 
(1998) find that stock market liquidity is positively and significantly correlated with current 
and future rates o f  economic growth, even after controlling for econom ic and political 
factors. They also find that measures o f  both stock m arket liquidity and banking 
developm ent significantly predict future rates o f growth. These, therefore, conclude that 
stock markets provide important but different financial services from banks. Furtherm ore, 
Demirguc-Kunt and Levine (1996a) investigate the relationships between stock m arket 
developm ent and financial intermediary developm ent. They find that countries with 
developed stock m arkets have developed financial intermediaries. They conclude that stock 
market developm ent goes hand-in-hand with financial interm ediary developm ent.

3.4.1 Linkage between Capital Market Development and Economic Growth

Evidences in more advanced countries and rapidly em erging capital m arkets o f  Southeast 
Asia and Latin Am erica confinn the overall positive association betw een capital market 
development and economic growth. Several benefits are ascribed to capital (securities)
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market development. These include (a) mobilization o f  long-term  savings for long-tenured 
investments, (b) providing risk capital (equity) to entrepreneurs, (c) broadening ownership 
o f firms, and (d) improving the efficiency o f  resource allocation through com petitive 
pricing. According to Demirguc-Kunt and Levine (1993) and Karacadag et al (2003), 
further gains to the economy arise due to lower cost o f  equity for firms and the discipline 
imposed on corporate managers since m ovem ents o f share prices reflect managers' 
performance, existence o f  mechanisms for appropriate pricing and hedging against risk and 
increased inflows o f  funds to the thriving dom estic stock market.

M cKinnon (1973, 1991), and Fry (1988), Gelb {1989), M ontiel (1996), am ong others, 
stress the positive contribution o f capital m arket developm ent to growth, while King and 
Levine (1993) and Ghani (1992) find strong correlation between m easures o f  banking 
developm ent and economic growth. Calamanti (1983) posits out that the securities m arket 
can positively contribute to growth if  supported by appropriate governm ent policies. The 
growth o f stock m arkets increases the volume o f  long-term  investm ents. Levine and Zeros 
(1996) establish a positive relationship between m easures o f  stock m arket developm ent and 
long-run growth rates. The stock markets are seen to provide a m eans for risk 
diversification, acquisition o f  information about firms, efficient allocation o f  funds and 
tying managerial com pensation to stock performance. Internationally integrated capital 
markets make possible the diversification o f risk, apart fi-om the inflow o f  financial 
resources.

Levine (1997) reviews a body o f  literature that has bearing on the debate concerning the 
linkage between capital m arket development and real sector growth. In that study, Levine 
discussed the linkage between four different proxies o f  capital m arket developm ent and 
real sector growth. These capital market proxies include (a) liquid liabilities (comprising 
currency plus demand deposits o f  banking and non-banking financial institutions), (b) bank 
credit as a ratio o f  total credit extended by the banking sector and the central banking 
sector, (c) credit allocated to the private sector as a ratio o f  total credit, and (d) credit 
extension to the private sector divided by GDP. Levine postulates a positive relationship 
between the above proxies o f  capital m arket developm ent and real sector growth as 
represented by per capita income.

Atje and Jovanovich (1996) focused their empirical work on the capital (equity) market 
development and growth, using various proxies nam ely (a) stock m arket capitalization 
(where m arket capitalization refers to the value o f  listed shares) and (b) stock m arket 
turnover ratio (m easured by the total value o f  shares traded divided by m arket 
capitalization). Capital market development initiatives m ust include bond m arket and 
pension developm ent, asset-backed market, mortgage, insurance and banking development.

3.4.2 Development of Equity and Corporate Bond Markets

Corporate bond and equity markets provide additional channels for the interm ediation o f 
savings and the transfer and diversification o f risks. On the other hand, diversifying the 
sources o f investm ent financing and spreading risks m ore evenly, in turn, reduce firms' 
exposure to financial system stress, thus bolstering an econom y's ability to withstand 
shocks (Stone, 2000). Greenspan (1999) argues that building a financial infrastructure is a 
laborious process, involving accounting standards that accurately portray firms' finances, 
legal systems that protects property rights and enforce contracts, and effective insolvency 
regimes.
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Developing bond and equity markets also avoids concentrating financial interm ediation in 
banks (Turner, 2002). Banks typically lend for periods much shorter than the maturity of 
long-term bonds, which may bias firms' investments towards short-term  assets. As a result, 
firms may not adequately invest in long-term projects in infrastructure, utilities, and other 
capital-intensive industries. An over reliance on banks to provide investm ent financing also 
leaves the econom y vulnerable to credit crunches that typically follow financial sector 
distress and crisis. The absence o f  bond markets in Asia, for exam ple, deepened the 
recessions in crisis countries in 1990s. One survey o f  APEC (1999) on A sian countries 
revealed that the main impediments to the developm ent o f  dom estic financial markets are 
lack o f reliable benchmark yield curve, a weak local institutional investor base, insufficient 
market liquidity, lack o f  credible risk assessment, underdeveloped securities trading, and 
inefficient clearing and settlem ent systems.

Thus in order to m axim ize their contribution to the interm ediation and risk sharing, it is 
critical to develop corporate bond and equity m arkets in a balanced manner. Strong growth 
in corporate debt securities w ithout matching equity m arket financing can otherw ise lead to 
excessive leverage in non-financial firm s’ and increase firm s vulnerability to shocks. 
Equity m arkets facilitate the financing o f  high-risk and high return projects, and help 
contain overall financial system risks.

M ohanty (2 0 0 2 ) holds the view that the development o f  a corporate bond m arket, side by 
side with the presence o f  a strong government bond m arket prom otes m arket infrastructure, 
despite the involvem ent o f  private corporate issuers in the m arket introduces a wide array 
o f new challenges. M arket efficiency and integrity, however, hinge critically on 
transparency in financial inform ation and in m arket prices. So the authorities responsible 
for regulating the markets need to ensure accurate and tim ely disclosure o f  financial 
information for investors and thereby enable them to properly assess issuers’ 
creditworthiness, value debt securities, and make inform ed investm ent decisions. Similarly, 
pricing inform ation should be widely available. A transparent m arket that dissem inates pre
trade and post-trade inform ation enable the traders and investors to reduce spreads, 
improve efficiency and the market to attract m ore participants by increasing their 
confidence in the pricing process. Moreover, m arket rules should provide effective 
recourses for investors against misrepresentation and frauds.

Karacadag, C. et al (2003) argue that establishing a corporate equity m arket, particularly in 
emerging economies, is equally challenging. In m any m arkets, it is difficult to find a 
sufficient num ber o f  companies that are large enough to w arrant public status, As a result, 
only a few large stocks are traded on stock exchanges. The evolution o f  equity markets 
generally has followed the pattern o f slow graduation from privately held status (that is 
companies owned by small groups, often family groups) to m ore w idely held private 
corporation (with a few shareholders), then to widely held public com panies with a broad 
base o f shareholders. Equity markets require strong regulatory fram ew orks and supportive 
legal infrastructure. Equity instruments are private property instrum ents, which require 
robust and efficient m echanism s to enforce legal ownership rights and facilitate ownership 
transfer.

If shares are not fully transferable and questions o f ownership arise, there w ill be a negative 
impact on m arket liquidity and companies' ability to raise financing. Further, if  a court 
system is not sufficiently sophisticated in dealing with com plex com m ercial claims or 
imposes delays in resolving disputes, property rights can be effectively im peded and this 
will deter investment.
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Clews (2002) argues that the regulatory structure m ust adequately address corporate 
governance and disclosure, especially financial disclosure. The attractiveness o f  market 
investors depends on the quality o f price discovery in the m arket and the price discovery, in 
turn, depends on adequate information. As in bond m arkets, the accounting standards that 
underpin financial disclosure are cnicial to building this credibility,

Faure (1987) states that imposition o f corporate governance, disclosure requirem ent and 
accounting standards is costly. A balance must be struck between the benefits o f  standards 
that establish credibility in the m arket and the cost o f  com pliance w ith standards that may 
cause corporations to avoid the markets. In many countries, this challenge is addressed 
with lesser standards for small and medium com panies than for large public issuers. For 
instance, over-the-counter m arket (OTC) has fewer requirem ents than a listed market.

The protection o f m inority shareholders is a m ajor issue in securities m arket development. 
M any o f  the m inority shareholders' concerns relate to the quality o f  financial disclosure and 
corporate governance. The protection o f  minority shareholders also requires addressing the 
regulation o f  take-over bids and related party transaction, level o f  free float o f  ownership in 
the market, distribution o f  voting rights, and access o f  judicial arbitration o f  shareholder 
disputes. Because the introduction o f  m inority shareholder protection is a challenge to the 
rights o f  existing shareholders, and such rules can be difficult to introduce, as has been the 
case in Chile and Brazil, for example, where the attem pt to reform  m inority shareholder 
rights becam e a protracted battle.

Equity m arkets have traditionally developed through stock exchange m echanism s, stock 
m arkets bring together investors temporally and therefore, the aggregate liquidity, The 
traditional stock exchange provided an auction market for m arket interm ediaries who were 
usually also owners o f  the system. The globalization o f  investm ent has challenged the 
traditional m odel and m any exchanges are faced with lowering liquidity and falling 
revenues, because trade volumes are mobile and consequently m ay centralize in m ajor 
exchanges with deeper liquidity.

The design o f  clearing and settlem ent systems for securities is a crucial factor in market 
development: the system must be both safe and efficient. Inefficient clearing and settlem ent 
system im pedes developm ent by driving up the cost o f  investm ent, and tying up capital in 
the settlement process. Unsafe systems will expose participants to settlem ent risk. One of 
the m ost important risks in the equity markets is the risk o f  losses, w hich can be enormous, 
especially in the case o f  derivatives where losses may be exponential. The design and risk 
m anagement o f clearing and settlem ent system recently has been the focus o f  standard 
setters. In 2001, the Basel Com mittee on Payment and Settlem ent System s and the 
International Organization o f  Securities Commissions published a set o f  recom m endations 
setting the international standard for clearing and settlem ent system s. These standards 
expected to enhance understanding o f  the role o f  regulators and m arkets in m anaging the 
risks o f securities settlement.

3.4.3 Development of Government Bond Market

A long-term local bond m arket can have several economic benefits. First, it allows a more 
efficient allocation o f  savings as it matches the borrowers and savers directly. Hence it 
reduces the pressures for bank loans in the investment process, and reduces the amount of 
political interference in the allocation o f  credit as the investors m ake direct investments. 
Second, local bond markets allow borrowers to use capital that is tailored to their assets and 
operations. Such tailoring m ay occur in many ways, the most im portant o f  which concerns 
maturity. Banks typically like to lend fairiy short because their funding sources are very
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short, but projects are not necessarily short term. That is why m aturity m ismatches have 
traditionally been one o f  the biggest sources o f  dom estic m arket problems. Local bond 
markets reduce such maturity constraints. Third, economic benefit o f  long-term  local bond 
markets is that they provide retail and institutional investors w ith several high quality and 
liquid domestic saving vehicles. Bonds have many o f the characteristics that allow savers 
to choose their risk and maturity, and to develop investm ent funds and pension funds. 
Government bonds are the backbone o f  most fixed-incom e securities m arkets in both 
developed and developing countries. They provide a benchm ark yield curve and help 
establish the overall credit curve. Government bonds typically are backed by the faith and 
credit o f  the government and not by physical or financial assets.

On the private-sector level, however, m ortgage financing often relies fully or partially on 
bonds backed by mortgages. Similarly, bonds securitized by receivables o f  various types, 
including bonds issued to finance infrastructure projects, or m ore broadly, other forms o f 
structured finance, constitute an important com ponent o f the bond market.

Glaessner and Jeppe (2001) argue that developing a governm ent securities m arket is a 
complex undertaking that depends on the financial system developm ent o f  each country. 
For many governments, this involves immense challenges as the problem s that inhibit 
securities m arket developm ent run deep in the economy. For exam ple, som e governments 
rely on a few domestic banks for funding, which m akes com petition scarce and transaction 
costs high. However, a proliferation o f governm ent agencies issuing securities can 
fragment national governm ent securities markets. Absence o f  a sound m arket infrastructure 
may make specific actions to develop a government securities m arket prem ature. A  paucity 
o f institutional investors, low  domestic savings rates, and lack o f  interest from international 
investors can result in a small, highly hom ogeneous investor group, contrary to the 
heterogeneity needed for an efficient market. Furtherm ore, econom ic instability, often fed 
by high fiscal deficits, rapid growth o f  the m oney supply, and a deteriorating exchange 
rate, can weaken investor confidence and increase the risks associated w ith developm ent o f 
a market for government securities.

When countries have a fairly large liquid government debt m arket, they often lack liquid 
corporate bonds or a liquid equity market. Yet it is im portant for the local bond m arket to 
develop pension funds, mutual funds, and more efficient w ays o f  rounding up the savings 
o f  the country. Furtherm ore, since govem m ent debt tends to be the lowest risk asset within 
a country, all other assets can be priced o ff this asset.

In countries with currency boards, however, the govem m ent m ay not be the least risky 
borrower in the currency, since it will no longer have the option to m onetize the debt but 
will have to raise the m oney ju s t like any other borrower. Raising dollars m ay be extrem ely 
difficult for heavily indebted governments.

Herring and Chatusripitak (2000) notes that the govem m ent bond m arket is a central pillar 
o f  domestic capital markets. It provides a m arket-determ ined term  structure o f  interest rates 
that reflect the opportunity cost o f money at maturity each time. The term  stm cture o f 
interest rates, in tum , is an essential prerequisite for the developm ent o f  derivatives markets 
that enable market participants to manage financial risks. M arkets in financial forwards, 
futures, swaps, and options all depend on the bond m arket for pricing and for hedging 
positions, Interest rates along the yield curve also serve as the key link betw een spot and 
futures prices in futures and forward markets.
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Turner (2002) holds that fostering government debt m arkets enhances the conduct of 
monetary policy operations by the central bank and liquidity m anagem ent by fmancial 
institutions. Central bank increasingly manages liquidity through open m arket operations, 
which involve the outright sale and purchase o f  securities or the use o f  repos, where high- 
grade debt securities serve as collateral. Trends in long-term  bond yields provide valuable 
information to the authorities on market expectations and on confidence in macroeconom ic 
policies. Deep debt markets facilitate liquidity m anagem ent by financial institutions, which 
can more easily convert their liquid assets into cash, when needed, in the presence o f  active 
secondary markets. In the absence o f liquid debt markets, banks m ay not be able to realize 
the liquidity o f  their liquid assets, especially in times o f system ic distress.

Herring and Chatusripitak (2000) say that more generally, the governm ent bond market 
creates a wide array o f  positive externalities. An active m arket in governm ent securities 
and a benchm ark yield curve enable the introduction and developm ent o f  new  financial 
products, including repos, m oney m arket instrum ents, asset-backed securities and 
derivatives, which can improve risk m anagement and financial stability. G overnm ent bond 
yields and yield differentials also provide critical pricing inform ation to the economy at 
large. Although equity m arket developm ent is not strictly dependent on the bond m arket, in 
the absence o f the latter, m arket participants will lack a benchm ark discount rate needed to 
discount projected earnings to estimate the value o f  listed com pany stocks. M oreover, the 
differential between risky and risk-free bonds reflects the m arket's view  on the risk 
premium, which can be used to price comparable bank loans.

According to APEC (1999), IMF (2001) and W orld Bank (2001a), establishm ent o f  a 
liquid government bond m arket hinges on several factors. The governm ent m ust be 
committed to financing its borrowing requirem ents at m arket-based prices, perm anently 
moving away from the use o f  funding at below m arket rates from captive investor sources 
and/or banking sector. W ithout credibility in the governm ent's financial policies, investors 
will be reluctant to invest and trade in government securities. M oreover, the government's 
ability to borrow from the domestic bond m arket should be legally well defined and 
sufficiently broad to achieve a range o f  objectives. In the sam e vein, the contractual 
relationships between the government and underwriters or wim iing bidders and between 
primary and secondary m arket participants should also be well defined. Ladekarl (2002) 
observes that for a developed financial marketplace, the essential elem ents o f  market 
infrastructure, including securities settlement and registration, the use o f  m arket 
intermediates, and the organization o f  trading in the secondary m arket m ust be put in place,

Schinasi and Smith (1998) state that designing o f features and regulatory incentives are 
important in developing government bond market. The design o f  governm ent securities 
should be standardized and their issuance concentrated in a lim ited num ber o f  popular, 
benchmark m aturities. Issuance on a regular basis at benchm ark m aturities can help create 
a benchmark yield curve, spur greater investor dem and, enhance m arket liquidity, and 
lower issuance costs. Design should also take into account investor preferences in maturity, 
coupon and tax status. Governm ents can enhance m arket activity by  rem oving legal and 
regulatory impediments to competition, rationalizing tax distortions on bond investm ents 
and trading, and encouraging transparency and disclosure to protect investors' interests. 
Given the sensitivity o f  debt m arkets to disincentives, capital incom e taxation should treat 
incomes o f  all types o f  investm ents and savings, including bank deposits, equity, bonds and 
other debt instrum ents, equitably. To the extent that bonds are disadvantaged in term s of 
tax treatment, they are less likely to become attractive investm ent and trading instruments.
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According to IMF (2001) and W orld Bank (2001a), for the developm ent o f  government 
bond markets, it should be the first priority to establish an effective prim ary market in 
short-tenn maturities. Initiatives to deepen the money m arket, particularly through repos, 
can reinforce demand for and liquidity in the short end o f  the m arket.

At the early stage o f  market development, the infrastructure for trading and settlement 
should be simple, secure, and capable o f handling a sufficient volume o f  daily transactions. 
Priority should be accorded to building a safe spot trading system , leaving the 
infrastructure for more advanced transactions (e.g., swaps, futures, and options) for later. 
This can be achieved through a simple book-entry system for w holesale market 
participants.

Consideration should also be given to the use o f  prim ary dealers, w ho can help build stable 
and dependable source o f  demand for securities. As a small group o f  com m itted players 
responsible for buying and distributing government securities, prim ary dealers can greatly 
facilitate trading, especially in countries where the technological infrastructure is weak and 
where investors are only accessible through intermediaries. In m ost o f  the countries in 
which they are used, primary dealers are required to actively participate in the prim ary 
m arket by fulfilling a minimum bidding com m itm ent, underw riting issues, and in the 
secondary m arket, by providing two-way quotes (M ohanty, 2002). Prim ary dealers also 
build distribution channels, acting as intermediaries, and provide m arket information, 
including prices, volumes, and spreads (Am one and Iden, 2002). In return, they are granted 
certain privileges for their m arket-making role, including exclusive or restricted access to 
auctions, access to non-competitive bidding, and liquidity support from the central bank. 
The use o f  primary dealers, however, may reduce m arket com petition and pose the risk o f 
collusion, particularly in countries with small markets, which can be squeezed and 
cornered. Nevertheless, bond m arket turnover increased significantly in several countries 
after the introduction o f  prim ary dealers, suggesting that their benefits m ay outweigh their 
costs, at least until critical mass is reached in terms o f  the num ber o f  financial institutions 
with m arket-m aking capabilities (Turner, 2002).

Dattels (1997) argues that policymakers should carefully consider other aspects o f  market 
structure and their impact on development, including the choice o f  trading system, For 
example, in more nascent markets, limited participation can be effectively aggregated in a 
periodic m arket whereas in deeper markets and m arkets with w idespread use o f  hedging 
strategies, a continuous m arket will be required. In countries w here dealers are few in 
number and thinly capitalized, an auction market m ay be more successful. In countries 
where the m arket is dom inated by large institutional investors, however, a dealer market 
(which provides im mediacy and low-cost transactions) would be more appropriate.

Once the market for short-term securities takes hold, efforts should focus on developing the 
market for long-term  government securities. Making the transaction from short-term  to 
long-term instruments may not be easy, particularly for countries with a history o f  lax 
fiscal policies and high inflation. This may require interm ediate steps, such as issuing 
floating rate debt or issuing debt indexed to inflation, short-term  interest rates, a practice 
widely adopted by Latin Am erican countries, including Chile, Brazil and M exico. A key 
goal at this stage is to achieve sufficient depth in benchm ark m aturities across the yield 
curve in order to create a term structure for risk-free interest rates as a basis for developing 
auxiliary m arkets in derivatives for hedging purposes.

Ladekari (2002) em phasizes on developing a liquid m arket in long-term  governm ent bonds, 
which however, requires active participation by interm ediaries and an efficient market
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infrastructure, including well-designed securities settlem ent arrangem ents. M arket 
intermediaries, including securities houses, investment banks, brokers, and commercial 
banks, should operate on a competitive and efficient basis, with adequate capita] and risk- 
management practices. As the principal underwriters and investors in bonds, and suppliers 
o f credit to securities houses, banks are particularly im portant m arket interm ediaries. Thus, 
a strong banking system plays a key role in deepening the governm ent securities market 
(IMF, 2003). Com m on problem s encountered with interm ediaries such as the lack o f 
competition, conflicts o f  interest, insufficient capital, and the scarcity o f  hum an capital can 
be addressed by strict entry policies (i.e. fit-and-proper tests) and by perm itting foreign 
entities to offer brokerage services.

The overriding objective o f  financial refonn and capital m arket developm ent is to ensure 
the development o f financial services in terms o f m obilization and allocation o f  credit to 
the productive sectors o f  the economy. Thus, the anticipated goal is to increase long-term 
capital to the private sector for expansion o f  productive opportunities, which ultim ately 
increase the welfare o f  the people. This requires heavy investm ents in physical 
infrastructure (roads, telecomm unications, financial institutions, and inform ation media).

Capital markets in the world as a whole are approxim ately equally divided between fixed 
income (bonds) and equity (stocks) securities. Accordingly, it is im portant to develop 
securities in both o f  these asset classes. A  new capital m arket requires a vast infrastructure 
to support the clearing and settlement o f transactions. The eventual infrastructure will 
require a significant investm ent and thus any m easures that could achieve savings should 
be carefully evaluated. To support more active and efficient trading o f  securities, 
custodians and depositories provide safekeeping services. Security lending and derivatives 
help to make the markets more price efficient. However, these functions typically require a 
significant financial investm ent to achieve the necessary electronic connectivity and 
processing support.

3.4.4 Commercial Banks and Capital Market Development

As its long history, banking anywhere in the world has continued to influence economies 
for centuries. Com mercial banks play an im portant role in the capital m arket development 
process as issuers, underwriters, investors, liquidity providers and guarantors for corporate 
securities. Bond m arkets are heavily dependent on the soundness and efficiency o f  the 
banking system. Banking system also provides the capital m arket w ith liquidity support 
and paym ents facilities. Because o f their efficiency in analyzing custom er profiles and 
credibility and lending risks, banks enjoy high reputation and the inform ational advantages. 
Diamond (1996) argues that the amount o f liquidity that banks offer depends on the degree 
o f their direct participation in financial m arkets - that is, on the liquidity o f  financial 
markets. Dimond (1996) further argues that banks create liquidity by offering claim s with a 
higher short-term return than exist without a banking system.

Increased participation o f  investors participate in financial m arkets allows the banks to 
provide more liquidity. Banks generally shrink and make few er long-term  loans. More 
liquid m arkets also lead the banks to make physical investm ent with longer m aturity. Banks 
match the sm aller gap between the maturity o f  financial assets and the m aturity o f  physical 
investments. Financial assets have a shorter m aturity than physical investm ents, but this 
gap approaches zero as the m arket approaches full liquidity. Com m ercial banks enable the 
markets to reach the highest level o f  liquidity.

Toramaso (2004) notes that financial markets evolve over tim e, accom panying the 
developm ent o f  real side o f the economy, in a progression beginning with exclusive
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reliance on bank finance, moving gradually towards equity finance, then corporate bond 
markets and ultimately to securitization.

Kuroda (2002) notes that it is essential for Asian financial and capital m arkets enhance 
their capability to supply long-term capital, in order to achieve econom ic developm ent and 
ensure financial stability in the region. One o f  the ways to achieve this objective is to 
enhance the capability o f  banks to supply long-term capital, A s banks are somewhat 
predominant in the financial systems o f  Asian countries, direct financing by companies 
through the capital m arkets m ay not so rapidly becom e a com m on m ethod o f  finance. In 
such situation, banks might remain as providers o f  long-term financing as well. Kuroda 
(2 0 0 2 ) further argues that the role o f  banks in supplying long-term  capital m ay be limited, 
due to the fact that they are the key players in the settlem ent system and that they operate 
under prudential regulations. Under such constraints, one possible role for banks would be 
the credit analysis function o f  generating m arket inform ation about borrowers. Banks 
would analyze projects and extend loans in the form o f  project finance, and then factorise 
and securitise the loans, which would be sold to other financial organizations and 
institutional investors.

The developm ent o f  government bond markets, in particular, is the core o f  capital market 
developm ent in em erging countries and the role o f  banks, as interm ediaries can still be 
significant in developing bond markets, given their predom inance in the financial systems. 
Because o f the conflict o f  interest, it may not be appropriate for banks to underwrite or 
guarantee bonds without adequate regulatory and supervisory frameworks. However, the 
retail network o f  local banks should be utilized by, for exam ple, letting them  sell bonds to 
investors. On the other hand, banks invest their own funds in securities m arket o f  their own 
and extend loans to the custom ers to invest in IPOs in the prim ary securities market and 
therefore, help in prom oting the activities in the capital markets.

3.4.5 Development of NBFIs and the Capital Markets

Non-bank financial institutions (NBFIs) play an im portant role in a balanced and 
diversified financial sector that is relatively robust and stable (Calari, 2002). Financial 
markets with developed NBFIs provide the countries w ith broader access to financial 
services and the benefits o f  more competitive and diversified financial sectors that 
withstand systemic vulnerability. The financial system creates an infrastructure that allows 
reallocation o f  surplus resources to individuals and com panies with deficits. In most 
countries, the financial system extends beyond traditional banking institutions to include 
insurance com panies, mutual funds, market makers and other financial service providers. 
These NBFIs provide services that are not necessarily suited to banks, com pete with the 
banks, and specialize in sectors or groups. A m ulti-faceted financial system, which includes 
NBFIs, can protect econom ies from financial shocks. However, Gertler (1988) argues that 
in developing countries that lack a coherent policy fram ew ork and effective regulations, 
NBFIs can exacerbate the fragility o f  the financial system. As a country becom es richer, 
the insurance com panies, pension funds, mutual funds, and other non-bank financial 
intermediaries tend to become larger.

Exploration and utilization o f  the potential o f  N BFIs for developing financial markets have 
now crucial areas o f  research in the financial world. There should be coherent policy and 
industry structures and sound regulatory and supervisory environm ents for the developm ent 
o f  these institutions. Also an optimal financial m arket structure requires tlie improvement 
o f the essential functions and characteristics o f NBFIs, including the insurance companies,
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mutual funds and pension schemes, securities m arkets, and leasing and real estate 
companies.

The link between pension reform and financial m arket developm ent has becom e a 
perennial question rose every time (Vittas, Dimitri, 2002). Pension funds are critical 
players in finance and their simultaneous and m utually reinforcing presence add important 
elements to the m odem  financial systems. They can support the developm ent o f factoring, 
leasing and venture capital com panies, all o f which specialize in the financing o f  new and 
expanding small firms. The creation o f  funded pension plans has m ajor long-term 
implications for the functioning and growth o f  financial markets.

One o f the main potential benefits o f the growth o f  institutional investors like pension 
funds, mutual funds and insurance companies are the intensification o f  com petition in the 
financial system through creating countervailing forces. The developm ent o f  new sources 
o f finance forces the dom inating commercial banks to becom e m ore com petitive and to 
start seeking out their custom ers rather than waiting for prospective borrowers to visit 
them. The developm ent o f  institutional investors also contributes to m ore compefitive 
investment banking and securities markets (e.g. com petitive bidding for corporate issues, 
lower issuing and trading costs, etc.). These institutions contribute to financial innovations 
in the financial services industry.

Vittas (1998) notes that institutional investors perform  six different functions. Firstly, 
improvement in clearing facilities, establishm ent o f  central depository agencies, pressure 
for reliable back-office operations and the dis-interm ediation o f  the bank denom inated 
wholesale financial markets through the developm ent o f  m oney m arket funds and other 
instmm ents like certificates o f  deposits (CDs), com m ercial papers (CP), deposit notes, 
swaps and repos. Secondly, institutional investors are large and reliable sources o f  financial 
resources. The size and scale o f economy enable institutional investors to pool and 
maximize return for a given risk profile o f  individual investors. Thirdly, they provide m ore 
efficient channels to allocate economic resources within an econom y and across geographic 
regions, and industries over time. Institutional investors also enable better portfolio 
diversification opportunities across industries, m arketplaces and countries. Fourthly, the 
role o f institutional investors in managing uncertainty and chances o f  losses through risk 
pooling and sharing leads to bringing innovations in financial products and investment 
strategies like securitization, factoring and wide uses o f various types o f  derivatives such as 
zero coupon bonds and index futures. Fifthly, institutional investors, bestowed with 
economies o f  scale, good inform ation and low transaction costs, are likely to provide better 
price infomiation and im prove the adjustment o f  asset prices to their fundam ental values.

Vittas (1998a) argue that the development o f  institutional investors requires a robust and 
effective regulatory and supervisory framework. A lthough stringent regulations m ay be 
imposed at first, especially if  a compulsory pension and insurance system is created, 
regulations need to be relaxed over time and transparency and prudence, as well as the 
fiduciary duty o f  m anagers toward investors be ensured.

The efficient operation o f  factoring, leasing, venture capital and m ortgage finance requires 
a far-reaching m odernization and strengthening o f  the legal underpinnings o f  financial 
contracts. These include laws that facilitate the creation, registration and liquidation o f 
collateral security, the foreclosure o f  mortgages, the repossession o f  assets and their 
disposal in second-hand m arkets, and viable exit options through well functioning 
securities markets.
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Ranjan and Zingales {2003} argue that free markets are easy to adm ire but hard to love. 
Creative destruction, survival o f  the fittest, the warring im pulses o f  greed and fear -  all 
these dire forces raise living standards in the long run by forcing businesses to improve 
quality and cut costs. But when a stock market crashes, a big em ployer goes bankrupt, or a 
small countiy suffers a flight o f  foreign capital, free m arkets usually get the blame. The 
losers they produce are obvious, the winners, less so. Thus, the presence o f  strategically 
and operationally developed capital market is now essential.

3.5 M oney M arket D evelopm ent

Money markets com prise that part o f the financial m arkets where short-term  financial 
assets are bought and sold. By definition, the financial assets, such as stocks and bonds that 
are traded in these m arkets mature in one year or less. Financial institutions, corporations, 
governments and the Treasury are active in the m oney m arkets as they adjust their short
term portfolios. Domestic money markets provide an im portant m echanism  in an  economy 
for transferring short-term funds from lenders to borrowers (Cook, 1993). For corporations, 
governments and financial institutions with temporary excess funds, these m arkets provide 
an efficient means to lend to other corporations, governm ents and individuals who have a 
temporary need for funds. Key money m arket characteristics include a high degree o f 
safety o f principal. M ost markets are informal ‘telephone’ m arkets w ith low transaction 
costs (Cook, 1993). M ost money m arket instruments are liquid, which m eans that they can 
be quickly converted into cash assets without a sizeable loss. Each day billions o f  dollars 
are traded in the m oney markets. Several im portant m oney m arket instrum ents are 
government treasury bills, short-term government agency securities, com m ercial papers, 
mutual funds, etc.

Forces influencing interest rates in the money m arkets are varied and m ay reflect 
conditions o f  supply o f  and demand for different m oney m arket instrum ents. Park (1993) 
notes that Treasury bills, w ith no default risk and an active secondary m arket, usually yield 
the lowest rate in the money m arket and other instruments appear to m ove with Treasury 
bill rates. Goodfriend (1988) points out that the current and expected interest rates on 
federal funds are the basic rates to which all other m oney m arket rates are anchored. That 
relationship reflects the use o f the federal funds rate by the Federal Reserve in 
implementing m onetary policy (FRB, 2001)

Waltch (1984) notes that the money market helps the participants in the economic process 
cope with routine financial uncertainties. It assists in bridging the differences in the timing 
o f  payments and receipts that arise in a market economy. Borrowers rely on it for seasonal 
or short-term cash requirem ents; lenders use it to offset uneven flows o f  funds. By 
providing a m eans for funds to be placed tem porarily, the m oney m arket also permits 
borrowers to time their issuance and lenders to tim e their purchases o f  bonds and equities 
in accordance with their forecasts o f  stock prices and long-term  interest rates.

W illis (1963) argues that prom oting money m arket needs jo in t efforts o f  market 
intermediary organizations and financial institutions. A  rapidly developing m oney m arket 
can become a significant part o f  the national econom y by playing an im portant role in the 
allocation o f  financial resources. The money m arket, with increasingly active transactions 
provides a platform  for the liquidity managem ent o f  financial institutions, thus raise the 
liquidity in the whole financial system. A flourishing m oney m arket prom otes financial 
liberalization and interest rate mercerization, and paves the way for the further integration 
o f the dom estic and international financial markets.
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The money m arkets offer commercial banks a concept o f regulated fiind operation, which 
guarantees both liquidity and profitability. The market provides a convenient platform for 
commercial banks’ asset-liability management, where they can take the initiative to adjust 
the term and interest rate structure o f their assets and liabilities based on their forecast o f 
interest rate movem ents, and so as to control interest rate risk and liquidity risk resulting 
from the m ismatch o f  asset and liability positions. A gradually im proved and regulated 
money market also paves the way for the innovation and internal control o f  commercial 
banks.

The actual developm ent o f money market, particularly in developing countries, requires 
carrying out reform s steadily to deregulate interest rates, leaving them  to m arket forces; 
optimize the allocation o f  financial resources; and strengthen regulation while preventing 
and defusing financial risks. So, firstly, trading instrum ents should not be limited to 
traditional ones and new products and businesses, such as forward trading, governm ent 
bond futures, and bond funds should be introduced. Secondly, efforts should be redoubled 
for market participant diversification and the cultivation o f  non-financial institutions. In 
addition, the bond price discovery mechanism should be perfected and the m arket issuance 
o f bonds should be improved. Reform should also be carried out concerning the issues o f 
currency convertibility and lifting o f the limitations on enterprise's forex buying and 
selling. By taking full advantage o f the money m arket to enhance its com prehensive 
strength, com m ercial banks attach great importance to participating in m arket construction 
and market transactions since the market's beginning. As they w ork as im portant vehicles 
for managing liquidity and increasing profitability, m oney m arkets are treated as integral 
and important tools o f financial systems,

Maddigan and W arren (1986) have stated that m onetary policy reflects continuing 
interactions between financial institutions and central banks and am ongst the financial 
institutions, the financial markets, and the members o f  the non-bank public who deposit 
and borrow funds. The depository institutions play a crucial role in transm itting m onetaiy 
policy to the economy.

Sundaranjan and Jenifer (2003) stated that a money m arket is the foundation o f  all 
components o f a financial market. It is the medium  through w hich the central bank injects 
and withdraws liquidity and steers short-term interest rates. It is also the m edium  through 
which financial institutions m anage their liquidity by lending to and borrow ing from one 
another. As such, it is critical to price discovery in a free interest rate environm ent and to 
the transmission o f  m onetary policy through the credit channeling process. Countries that 
embark upon interest rate liberalization often start with freeing m oney m arket rates, 
followed by lending and deposit rates.

Mehran and Laurens (1997) notes that the central bank plays a key role in the m oney 
market development. Early in the process, the central banks should begin developing new 
monetary instrum ents (such as treasury bills, central bank bills, and central bank auctions), 
reforming the system  o f  reserve requirements, and designing the term s and conditions of 
access o f  standing facilities (Bisat et al, 1999). Central bank policies and standing facilities 
should be designed and conducted in a m anner that creates incentives for m arket 
participants to trade m oney am ong themselves before trading w ith the central bank. The 
central bank must also ensure that there is a two-way m arket in bank reserves and short
term funds by avoiding protracted periods o f  excess reserves and by alleviating systemic 
liquidity shortages. Similarly, it should avoid simply reacting to the initiative o f  financial 
institutions. Instead, it should anticipate surpluses and deficits in the m arket and provide 
liquidity at its own initiative, leaving market participants to trade am ong them selves during
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normal times. To manage systemic liquidity effectively, the central bank m ust have the 
technical capacity to forecast liquidity and possess the instrum ents to inject into and 
withdraw funds from the market.

Thaler (1993) argues that money market developm ent depends on the soundness o f 
fmancia! institutions. In the absence o f creditworthy counter parties, m arket participants 
would be reluctant to deal in the inter-bank market, but would transact solely with the 
central bank. M arket 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 o f  external audits. In 
order to enhance liquidity, participation in the market can be broadened to include sound 
non-bank financial institutions.

Green (1997) holds that the central banks use repurchase agreem ents (repos) as essential 
instrument for money market development and as a key tool for indirect m onetary control 
and daily liquidity management, especially before developm ent o f  an active secondary 
market for governm ent securities. W hereas ‘outright’ purchases and sales o f  securities by 
the central bank require a secondary market in (governm ent) securities, repos allow the 
central bank to adjust its balance sheet and systemic liquidity w ithout a secondary market. 
Repos also offer flexibility in terms o f duration and tim ing o f  central liquidity managem ent 
operations, because they can be effective with little notice, for very short periods o f  time, 
and without the need to create treasury bills in shorter m aturities than already issued. 
Reducing the issuance o f  new treasury bills in different m aturities can help deepen 
secondary m arkets in existing securities. From the central bank's perspective, repos have 
the advantage o f  enabling liquidity m anagement operations w ithout triggering unwanted 
volatility in bond prices and the yield curve that outright operations are likely to cause 
(M ohanty, 2002).

IMF (2001) and W orld Bank (2001a) view that prudential supervision and paym ent 
settlem ent system regulations play important roles in  developing the m oney m arket by 
guarding against risky m arket practices and fraud. An active m oney m arket is a prerequisite 
for the developm ent o f  markets in foreign exchange and in governm ent securities. A money 
market not only supports the bond market by increasing the liquidity o f  securities, but also 
makes it cheaper. W hen the money market is illiquid and interest rates are volatile, 
investors in bonds face greater liquidity risks that limit their ability to invest in long-term 
assets (M ohanty, 2002). At the same time, money m arkets are interdependent on securities 
markets. Deeper m oney markets can be facilitated by the availability o f  a w ide range o f 
high-grade securities, w hich can serve as collateral in inter-bank lending and are easy to 
liquidate in the event o f  counter-party defaults.

An active money m arket is a prerequisite for government securities m arket development. 
Money market supports the securities market by increasing the liquidity o f  securities. It 
also makes it easier for financial institutions to cover short-term  liquidity needs, and makes 
it less risky and cheaper to warehouse government securities for onsale to investors and to 
fund trading portfolios o f  securities. W here short-term  interest rates are liberalized, 
developm ent o f m oney and government securities m arkets can go hand-in-hand in a 
materialistic and coordinated way. Monetary policy operations are the responsibility o f  the 
monetary authorities and have increasingly been left solely to the purview  o f  the central 
bank. There are, however, some overiapping areas between the governm ent securities 
market and the m oney m arket requiring coordination.
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Most countries are moving from the use o f  direct m onetary policy tools, such as interest 
rate controls and credit ceilings, to the use o f  indirect m onetary policy instrum ents, such as 
open market operations. Indirect monetary policy instrum ents have the advantage o f 
improving the efficiency o f monetary policy by having financial resources allocated on a 
market basis. In addition, growing financial market integration has m ade direct monetary 
controls increasingly ineffective, as agents have found it easier to circum vent them. 
Government securities are particularly im portant instrum ents to im plem ent indirect 
monetary policy operations. In most countries, these securities are the m ost liquid securities 
in the market.

Government debt and cash m anagement can coordinate with m onetary policy by 
moderating the effect o f  governm ent expenditures and receipts on the banks’ cash balances 
and by keeping the central bank informed o f government cash flows. So far, the public 
borrowings from the money market particularly from the banking system  im pact the 
liquidity position in the market.

3.6  Foreign E xch an ge M arket D evelopm ent

The money and foreign exchange markets are key com ponents o f  the financial system. 
Foreign exchange m arkets facilitate the trade o f  one foreign currency for another and 
foreign exchange dealers handle most transactions in this m arket. Businesses, financial 
institutions, governments, investors, and individuals use the foreign exchange markets to 
adjust their currency holdings. The foreign exchange m arkets play a critical role in 
facilitating cross-border trade, investment, and financial transactions. The importance o f 
foreign exchange m arkets has grown with increased global econom ic activity, trade, and 
investment, and with technology that makes real-time exchange o f  information.

Rose (1994) notes that a num ber o f factors influence foreign exchange rates and these are: 
balance-of-paym ents position, speculation over future currency values, dom estic economic 
and political conditions, and the central bank interventions. A country experiencing a trade 
deficit usually faces downward pressure on its foreign exchange rate. Speculators buy or 
sell currencies when they see profitable opportunities. D eteriorating economic conditions 
and inflation typically have an adverse affect on foreign exchange rates. Central banks 
may buy or sell currencies to influence the value o f their currency.

Ishii et al (2003) holds the view that the efficiency and depth o f  the foreign exchange 
market hinges on several factors, namely the degree o f  com petition, the removal o f 
impediments to price discovery, and the dissem ination o f  inform ation in the market. The 
introduction and developm ent o f a foreign exchange m arket requires the availability o f 
foreign exchange for various external transactions, w hich depends on the situation o f 
currency convertibility. At a minimum, exchange controls and regulations affecting foreign 
exchange dealings should be modified to ensure m arket-based allocation and pricing o f 
foreign exchange. Structural features o f  foreign exchange m arkets, including market 
m icrostructure and prudential supervision, also affect the depth and volatility o f  these 
markets.

As with m oney m arkets, the central bank plays an im portant role in the developm ent o f  the 
foreign exchange market. This includes implementing transparent criteria for licensing 
dealers, delegating exchange control authority to authorized dealers, im proving information 
technology to facilitate inter-bank dealings, abolishing taxes and surcharges on transactions 
and strengthening paym ents and clearing systems. In the early stages o f  developm ent, the 
central bank could encourage banks to become m arket m akers by lim iting its trades to
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banks that provide firm two-way quotations for a set m inim um  am ount. The requirem ent to 
provide two-way quotations m ay be imposed as part o f  the hcensing process. Moreover, 
the central bank should not undercut the m arket-m aking function o f  authorized dealers by 
actively quoting buying and selling exchange rates when it enters the m arket. Instead, the 
centra] bank should be a price taker. It should also buy and sell foreign exchange directly 
from the market, rather than acquiring it through surrender requirem ents or selling it 
directly to non-bank retail customers. M ore generally, the central bank should shift its 
focus from directly controlling foreign exchange flows toward general oversight and 
supervision o f  the market.

Like all other financial markets, the soundness o f  m arket participants and the integrity o f 
the paym ents and settlement systems are a key to the developm ent o f  the foreign exchange 
market. However, significant obstacles remain, including instability in foreign 
communication technology and computer systems. These obstacles can prevent the 
emergence o f continuous two-way quotations in the market. M arket participants thus 
should be able to evaluate their counter parties' creditworthiness on the basis o f  reliable and 
timely information. Similarly, settlem ent risks should be m inim ized by im proving domestic 
payments and clearing systems, where local currency and som etim es, foreign currency 
transactions are settled.

The dissem ination o f inform ation is essential for the efficient pricing o f  foreign exchange. 
Infonnation systems and trading platforms should enable the provision o f  real-tim e bid and 
offer quotations in the inter-bank market. The retail m arket should also be well organized 
to ensure that the buying and selling rates are set freely. Building the confidence o f retail 
market custom ers is particularly important, because the retail m arket is the medium 
through which foreign currency inflows and outflows are channeled to the inter-bank 
market.

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 o f  the foreign-exchange m arket thinness on the dynam ic capital 
mobility and capital-m arket risk bears huge importance. 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 A sia has decreased in the short 
run. These shocks also increase the capital-market risk in these countries.

3.7  D erivatives M arket D evelopm ent

Derivative instrum ents, increasingly used in developed m arkets, are now spreading to 
emerging markets. Their potential contribution to efficiency and econom ic perform ance is 
enormous. Derivatives help expand risk m anagement capabilities, im prove credit allocation 
and risk sharing am ong economic agents, reduce the transaction costs o f  achieving desired 
risk profiles, increase the pricing efficiency o f  financial m arkets, and provide new 
instruments for dealing with contractual and inform ational problem s. A cquiring knowledge 
o f  the preconditions for developing a successful derivatives m arket by looking at the 
structure o f  derivatives exchanges and products traded in both em erging and developed 
markets, is an im portant part o f financial m arket development.

World Bank (1997) notes that actually, agricultural contracts were introduced first in the 
derivatives exchanges. M ore recently, derivatives exchanges have introduced index and 
interest rate products. Although largely regulated directly or indirectly by the government, 
there is no predom inant form o f  ownership for the derivatives exchanges. The m ost 
common m arket-m aking system is based on an open-outcry, daily m ark-to-m arket with
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gross margining. A greater num ber o f  exchanges m aintain ow nership o f  the clearing 
facilities.

These markets contribute to sustain the foreign exchange activities. D erivatives markets 
range from inter-bank financial derivatives traded over the counter to com m odity and 
financial derivatives traded on exchanges. Derivatives and their underlying m arkets are 
interdependent. Derivatives require the existence o f  a liquid m arket in underlying products 
and they also enhance the liquidity and price discovery in those underlying markets 
(Schinasi and Smith, 1998). Certain derivatives markets, including interest rate swaps, 
foreign exchange swaps, and forward contracts, are critical to facilitate risk m anagem ent 
for financial instiUitions. At the same time, derivatives them selves raise other forms o f  risk. 
M anaging the risks associated with derivatives requires additional infrastructure (for 
example, in the case o f clearing systems for exchange-traded derivatives) and additional 
ability to understand more complex risks {for example, in the case o f  accounting for 
derivatives on bank balance sheets). The analysis on derivatives as a dim ension o f  market 
developm ent bears im portance because o f their role in the developm ent o f  fixed income 
and equity markets.

Li, Squire and Zou (1997) shows that financial m arket developm ent is associated with 
improvement in income distributions. Dollar and Kraay (2000) show that m easures of 
financial developm ent must include the developm ent o f  m icro finance, w hich m akes small 
loans to poor people, also holds out promise o f  m aking a difference to  the lives o f  the poor. 
By some estimates, micro finance now reaches over 50 m illion people worldwide, and in 
some countries m icro finance is beginning to move into the m ore formal financial markets. 
Stiglitz (1994) notes that m arket failures arising from inform ational im perfection is 
pervasive in financial m arkets and is especially severe in rural areas. M arket failures may 
prevent liberalization from improving the efficiency o f  credit allocation. In particular, 
potentially profitable borrowers may be denied credit because o f  high informational 
asymmetry and transactions costs. As Collier (1994) found it for som e countries in Aftica, 
the severe informational problem s afflicting financial m arkets suggest that even the long 
term benefits o f  liberalized financial systems m ay be small, while in the short term, 
financial liberalization might actually worsen the efficiency o f  interm ediation because, 
lacking inform ation about firms' expected profitability, banks lend on the basis o f  collateral 
values. The segm entation o f  financial markets between formal and informal sectors 
impedes the efficacy o f  liberalization to enhance com petition and efficiency (Aryeetey et 
al, 1997), The liberalization o f  financial markets m ay lead to financial crisis unless 
preceded by macroeconom ic stabilization and prudential reform s (A law ode and Ikhide, 
1997; M cKinnon, 1988). Caskey (1992) questions the costs o f  financial sector reform 
programs, in particular rehabilitating government banks at governm ent expense and the 
scarce human resources, which the reforms absorb.

3.8 F inancial M ark et P rices and the M onetary  P olicy

There are close links betw een financial markets and m onetary policy. M ore specifically, 
the information the financial markets provide about the econom ic outlook can be used by 
monetary policy-m akers to assess the outlook for price stability in an economy. The 
primary objective and responsibility o f monetary policy in a country is the preservation of 
price stability. This objective is to be quantitatively defined and the central banks aim at 
m aintaining inflation lower over the medium term. To this end, the central banks 
continuously assess the outlook for and the risks to price stability so as to set the policy 
interest rate at a level appropriate for attaining this goal. The assessm ent is based on a
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comprehensive conceptual framework that includes and com bines both econom ic analysis 
and monetary analysis. Lucas (1990) notes that financial m arkets -  that is, m oney markets, 
bond markets and credit markets -  provide a lot o f inform ation that can help us assess the 
medium and long-term inflation trends as well as m arket expectations o f  future inflation. 
The extraction from financial m arket data o f  useful and pertinent inform ation for monetary 
policy requires careful analysis and sound judgem ent. For example, w hile it is true that 
financial markets, and asset prices in particular, can provide some o f  the m ost “forward- 
looking” indicators available to central banks, we have to carefully analyse their 
information content.

3.9 R ole o f  R egu lations in D evelopm ent o f F inan cia l M ark ets
Financial markets are am ong the most highly-regulated m arkets in the world. Nevertheless, 
financial crises still occur. The U.S. savings-and-loan fiasco o f  the late 1980s and early 
1990s, and the M exican and East Asian Financial im plosions o f  1994 and 1997 are 
witnesses, which hit hard not only those economies but their bad consequences spread over 
many other economies in the world. In this situation, a crucial question thus arises what 
role does regulation play in stabilizing, or destabilizing financial m arkets?

Barth et al (2001) note that regulations enhance or impede the efficiency o f  a particular 
financial sector and therefore, understanding in the working o f financial m arket regulations 
is important. W orld financial markets are undergoing dram atic changes, driven by the 
rapid developm ent and deploym ent o f  new technology that enables inform ation and money 
to travel farther, faster. However, a Byzantine array o f  regulatory structures in the 
international arena hinders the developm ent o f  efficient global financial markets. Policy 
makers around the world are attempting to address the issues by em ulating the financial 
markets.

M arket disciplines are essential for appropriate functioning o f  financial systems. The 
effectiveness o f financial m arket disciplines is m uch dependent on the structure o f  the 
regulatory arrangem ents in place and the nature o f the infrastructure w ithin which the 
banking system and other components o f financial m arkets operate. Financial markets, 
particularly the banks are thoroughly regulated because; no governm ent can allow the 
banking system to fail.

Under the current age o f  universal banking, more com m only know n financial services 
companies are engaged in several activities. Alm ost all large financial institutions are 
diversified and engaged in multiple activities. In Europe and Asia, big banks are much 
diversified groups that, among other services, distribute also insurance, whence the 
bancassurance term. These involvements o f financial institutions in various m oney and 
capital markets be run under well disciplined manner, w hich refers to their prudential 
regulation.

Yener (2000) argues that the first and foremost responsibility o f  regulation in the financial 
markets is to set the standards by which the m arket operators will follow, and to protect the 
interests and the rights o f  depositors and investors. A serious regulatory effort is generally 
a precondition to the efficiency, transparency and credibility o f  a securities market's 
operations. M arkets move based on information. The am ount o f  relevant inform ation and 
its accuracy, timeliness and completeness would in part be a function o f  the standards set 
by the government and self-regulatory organizations and the seriousness with w hich those 
standards are enforced.
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According to Yener (2000), the first function o f a regulatory fram ework is to define the key 
features o f the financial system and the role o f  securities market institutions within that 
system. At the broadest level, the regulatory process defines the basic structure o f  the 
system, such as the debates between advocates o f  "universal" banking and partisans o f  a 
separately organized and regulated securities industry. As m arkets becom e more 
developed, regulators find it necessaiy to define the basic standards for new types of 
market activities, such as mutual funds or clearing and settlem ent organizations, and the 
institutions that will be eligible to engage in those businesses.

If the economy is the engine, which generates the wealth o f  a nation, then finance is the 
fuel which energizes the engine, and the engine must be well fitted. In m arket economy, 
financial market institutions (banks, insurance com panies, stock m arkets, pension funds, 
investment funds, venture capital funds, etc.) provide the venue by which savings can be 
transferred into investments

IOSCO (2001) docum ents that well functioning, efficient markets are key for: (a) a system 
for efficient savings m obilization and allocation, risk m anagem ent, paym ent information 
services, and a framework for corporate governance, (b) efficient governm ent finance and 
debt management, m onetary policy, implementation o f  privatization agenda, and (c) social 
security, pension reform, fiscal decentralization and municipal finance, housing finance 
and access to foreign capital fiows. The supply and the dem and sides o f  these services 
have their interest lied in disciplined work o f the financial markets. The regulation protects 
the interests o f  all concerned and entrusted upon these responsibilities to the stakeholders.

Fagan (2006) writes that capital markets have the potential to be powerful engines o f 
economic growth in developing nations. An efficient stock m arket provides the public with 
investment opportunities and m obilizes their savings, as well as international capital, for 
productive corporate financing. M arket forces serve to discipline m anagem ent and public 
ownership improves the accountability o f the business sector. But developing a robust and 
efficient capital market is a difficult task for many em erging econom ies. One o f  (he m any 
challenges they encounter is creating an effective securities regulatory regime,

Lee (2002) notes that to take full advantage o f  foreign investors, a host country m ust 
provide an appealing environment: a stable economic and political environm ent; a fair, 
rational, and, com prehensive legal system; a fair, reasonable, and, balanced tax program ; a 
fair, productive, and, balanced regulatory system; and transparency in econom ic, financial, 
legislative, and regulatory systems. Absence o f  prudent regulatory system  creates some 
typical m ajor problem s including shaky, inconsistent m acroeconom ic m anagem ent; severe 
asymmetric information problem s (such as inadequate accounting, auditing, and disclosure 
practices) in the financial and corporate sectors. Prudenfial supervision and regulafion o f 
domestic financial markets and institutions essentially require sound infrastructure. So the 
developing countries should have well-synchronized regulatory and depository 
arrangements,

Hoenig (1999) w rites that financial regulatory policy involves choosing an appropriate 
tradeoff between the objectives o f  efficiency and financial stability. The prim ary tools for 
achieving these objectives are regulation, prudential supervision, and m arket discipline. In 
a mature financial market, banking and securities regulations form the fram ework within 
which the market operates. They are designed to protect the depositors and investors, 
prevent systemic crises and prom ote the m arket they govern.
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The regulation o f financial markets, especially for new or em erging m arkets serves both a 
"disciplinary" role and a "development" role. These two roles ought to be viewed as 
complementary, and the em phasis to one or the others by a country’s regulators varies over 
time. On the other side, im pnident and inconsistent regulations can be self-destroying. 
Increased incidence o f financial crises, both in industrialized countries and in em erging 
market economies over the past two decades, teachs us how regulatory and supervisory 
loopholes can bring disruptions in the financial sector in particular and the econom y in 
general. The crises have not only disrupted the financial system s in affected countries but 
also have had severe affects on economic activity in other economies. C onsidering the 
severe adverse impact o f financial shocks and crises, we need to strike a new balance in the 
use o f  regulation, supervision, and market discipline to achieve our financial developm ent 
goals.
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Chapter 4 

The Financial System

4.1 F inancial System  and E conom ic D evelopm ent

A ‘financial system ’ is a broad arrangement o f  financial m arkets, institutions and 
instruments, and the ways (tools and mechanisms) the financial resources are transferred to 
productions in an economy. Financial systems m obilize resources, create funds and transfer 
the excess funds o f  individuals and organizations to the use o f  those who have liquidity gap 
for productive investments. W ell-functioning financial system s encourage savings and 
allocate resources to high-yielding investments. A national financial system  increases 
liquidity by providing asset holders with attractive financial claim s in the form /term s o f 
yield, risk, and liquidity. The financial system o f  m oney and capital m arkets effect 
payments by responding to the instructions o f  individuals, businesses and governm ents to 
transfer funds to other parties. More robust financial systems are those that are less 
vulnerable to financial fhigility and crisis. Financial firagility can impose heavy costs on 
taxpayers and disrupt the real economy through reducing the availability o f  credit and other 
services such as payments. A  financial system o f  money and capital m arkets determ ines the 
cost o f and demand for credit. It generates credit to sustain the public’s spending and 
standard o f living and store future purchasing power o f  wealth in the form o f  stocks, bonds, 
and other securities that carry financial values. The financial system  m akes possible the 
liquidation o f  those securities whenever the public need cash for immediate spending.

Gillis et al (1991) notes that the financial systems and m arkets provide the basic services 
of: (i) a medium o f  exchange and a store o f value called m oney, w hich also serves as a unit 
o f  account to measure the value o f the transactions; b) furnish a vessel for m obilizing and 
allocating fiinds, and gathering savings from num erous savers and channeling them  to 
investors, a process called financial intermediation; c) a  m eans o f  transferring and 
distributing risk across the economy; and d) a set o f  policy instrum ents for stabilization o f 
economic activity.

The role usually played by an efficient financial system  and financial m arket m ay again be 
categorized as savings function, liquidity function, paym ents function, w ealth  function, 
credit function and risk mitigation functions. Through its savings function, a financial 
system provides a potentially profitable, low-risk outlet for the public savings. Providing a 
means o f  raising funds by converting securities and other financial assets into cash 
balances is the liquidity function carried by a financial system. By its policy functions, the 
financial system provides a channel for government policy to achieve society’s goals o f  
high em ploym ent, low inflation, and sustainable economic growth. W hile the paym ent 
function provides a mechanism  for making paym ents to purchase goods and services. The 
financial systems perform  the wealth function by providing a m eans to store purchasing 
power until needed for future spending on goods and services.

As a network o f  banks and other financial intermediaries and instrum ents such as equity, 
debt and bond m arkets, and laws and regulations, a financial system  also m onitors the 
utilization o f  funds side by side with agglom eration o f  capital from m any sm aller savers 
and allocation o f  them to m ost productive uses. The way the financial system s work is a 
technique through which various securities are traded, interest rates are detennined and 
financial services are produced and delivered around the econom y and the world. M ore
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importantly, a financial system transfers, pools, and reduces risks, increases liquidity, and 
conveys information. A financial system also encompasses paym ent system s -  the essential 
mechanism for physical transfer o f funds and settlem ent o f  financial claims. Thus the 
financial system, financial m arkets and the micro and m acro-econom y are intricately 
linked.

Financial systems operate through the financial m arkets, financial institutions and 
instruments and other tools and techniques and provide the econom ies with life-blood by 
means o f financing for the productivity o f  real and service sectors. An efficient financial 
system lowers the transaction costs o f economic activity by providing efficient paym ents 
mechanisms, helps pool risk. Through maturity transform ation, a financial system makes 
available long-term capital. Financial institutions and financial m arkets also play an 
important corporate governance role over other economic entities. They m onitor the use o f  
capital and where necessary, exert external pressure to im prove its productivity, or 
reallocate it for m ore productive investments. A dynam ic financial sector strengthens the 
level o f  confidence and facilitates the attraction o f  private sector capital from abroad. By 
making funds available for entrepreneurial activity and through its im pact on economic 
efficiency and growth, a well-functioning financial system also helps in alleviating poverty 
both directly and indirectly.

Financial interm ediation affects domestic investm ent notably by alleviating financing 
constraints, allowing the firms to increase investment in response to increased demand for 
output. The financial developm ents such as financial deepening, increases in domestic 
savings, and rapid settlements o f  financial claims m akes investm ent m ore responsive to 
output growth. Consequently, rather than promoting a particular type o f  financial structure, 
the financial systems reduce transactions costs in financial interm ediation and enforce 
creditor and investor rights. This, in turn, facilitates the developm ent o f  banks and stock 
markets, and as a final output stimulates domestic investm ents.

Stiglitz (1998) notes that individual entrepreneurs rarely have enough o f  their own capital 
to undertake investments. Individual savers, w ithout pooling their m oney, would not be 
able to take advantage o f  increasing returns to scale o f  their investm ents, and would face a 
large degree o f  risk with little liquidity. The financial system  provides an economy's 
financial arteries. It reallocates risks to those willing to bear them  (Laker, 1999). A sound 
financial system sorts good borrowers from bad and exercises discipline on those who use 
society's savings. A  stable and smoothly functioning financial system  is thus crucial for 
m acroeconomic growth and development.

The conditions and strength o f a financial system have m ulti-facet im pacts on the health o f 
the particular dom estic economy as well as on global econom ic environm ent. I f  credit 
becomes more costly and less available, total spending on goods and services falls. As a 
result, unem ploym ent rises and the economic grow th rate slow dow n as businesses cutback 
their production and lay-off workers and vice versa. This reveals that financial system 
indeed is an integral part o f  the economic system. Causal dependence o f  both economic 
and financial systems thus needs to be analyzed and understood sim ultaneously while 
making policy targets for economic development.

An efficient financial system is critical to an econom y's well being. W hen large-scale 
failure do occur am ong financial institutions, then the supply o f  credit dries up, which 
quickly leads to reductions in other industries. A dditionally, as a m ost susceptible part of 
an economy, the financial sector is very sensitive to public confidence and highly
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vulnerable to crises. Problem that hits one part o f the financial sector can quickly spread to 
the whole sector and com pelled the entire economic activities to be turmoil, Oncc the 
situation deteriorates and becomes widespread, it takes the shape o f  financial crisis.

One o f the fundamental jobs o f an economy is efficient allocation o f  its scarce capita! 
resources. Capital is supposed to be invested in sectors that give high returns, and 
withdrawn from sectors with poor projects (W urgler, 1999). Efficient secondary market 
prices help investors in identifying good investments from bad ones through various 
mechanisms, Bagehot, (1873) further notes that lenders and interm ediaries screen out bad 
projects. Agency theories argue that pressure from external investors, or managerial 
ownership encourages managers to pursue value m axim izing investm ent policies (Jensen, 
1986). W urgler (1999) argues that financial markets - as m easured by the size o f  the 
domestic stock and credit markets relative to GDP-do appear to be associated w ith a better 
allocation o f  capital. This author further notes that financial m arkets and institutions might 
do more than just provide a sideshow to the real econom y; they may perform  a 
fundamental allocation fimction. Morck, Yeung and Yu (1999) writes that larger m arkets 
have more inform ative prices perhaps due to m ore effective arbitrage facilitated by 
liquidity and low transaction costs and thus help investors and managers distinguish 
between good investments.

There are also counter arguments from economists that the relationship between financial 
system and markets and economic growth is im portant but not costless. Lucas (1988) states 
that econom ists badiy over-stress the role o f financial factors in econom ic growth. Joan 
Robertson (1952) stated that "where enterprise leads, finance follows". A ccording to this 
view, economic developm ent creates demands for particular types o f  financial 
arrangements, and the financial system responds autom atically to the increased demands. If 
the real economic activities are cut backed, then growth o f  financial system is hampered. 
Overall, the notion is that the optimal financial system, in  com bination with a well- 
developed legal system, should incorporate elem ents o f  both direct (m arket-based) and 
indirect (bank-based) finance. A well-developed financial system  should improve the 
efficiency o f financing decisions, favouring a better allocation o f  funds and thereby 
economic growth. Figure 4(i) in annex 1 shows how the financial system  is involved in the 
fund flow process in an economy.

Nonetheless, financial systems are also particulariy im portant to provide the basis for 
continuous restructuring o f  economies that is needed for attaining expected growth. In 
countries with highly developed financial systems, a greater share o f  investm ent is 
allocated to relatively fast growing sectors. Even one century ago, England's financial 
system did a better job in identifying and fiinding profitable ventures than other countries 
in the mid-1800s, which made possible the “ Industrial R evolution” in B ritain” to continue 
and reach the peak. This helped England enjoy com paratively greater econom ic success. 
Bagehot (1873) expressed it as "In England, however, . ..capital runs as surely and instantly 
where it is most wanted, and where there is m ost to be m ade o f  it, as w ater runs to find its 
level". Financial systems thus essentially facilitate productive activity and overall 
economic growth process. The Asian financial crisis o f  m id-1990s, on the other hand, 
clearly evident that weak financial systems render countries vulnerable to fragility. This 
means that to enhance economic growth, developing countries m ust strive to increase 
depth, diversity and efficiency o f  their financial systems.
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F igure-4 (ii)

In ter-d ep en d en ce  of F inancia l System  
and

O th e r System ic C om ponents of an  E conom y

Source; Developed by the Author on the basis o f  Broaddus, 1971

Impacts o f  structural and institutional aspects o f  financial system s and m arkets on the 
macro-economic and financial system stability have received growing attention and 
importance both nationally and internationally (IMF, 2002). The m agnitude and mobility, 
and importance o f  international capital flows have m ade it increasingly im portant to 
strengthen the foundation o f  domestic financial systems as a way o f  building up resilience 
to capital flow volatility. The soundness o f financial institutions is also a key part o f  the 
infirastructure for strong macroeconomic perform ance and effective m onetary policy. 
Hence, the central banks and governments are paying increasing attention to m onitoring the 
health and efficiency o f  financial institutions and markets, and to m acroeconom ic and 
structural developm ent that pose potential risks to financial stability. This reveals that 
structure o f financial system s and markets and the m acroeconom ic developm ent prospects 
are inter-dependent. The inter-dependence o f financial system s and m acroeconom ic 
components in an  econom y is shown in figure 4(ii) above.

A financial system consists o f  legal structure and institutions, financial m arkets and 
instruments, and individuals that deal with the flow o f  funds. Essential structural elements 
o f a financial system are (i) the lenders and borrowers, i.e. the non-financial economic 
units;
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(ii) the financial institutions, which intermediate, to a large extent, the lending and 
borrowing process; (iii) financial instruments, which are created to satisfy various types of 
needs o f  the participants; (iv) legal structure for regulation and supervision, and finally, (v) 
the financial markets, i.e. the institutional arrangements and conventions that exist for the 
issuance and trading or deahng with the financial instruments. The general and regulatory 
factors the financial systems and financial markets comprise are:

G eneral F ac to rs  Include:

number o f banks and non-bank financial institutions, and the number o f  their o ffices in the market; 

ratio o f banks or bank offices to the population o f the market area;
ratio o f non-bank financial institutions and their offices to the population o f  the market area; 
concentration ratio that indicates the percentage o f total deposits held by the largest banks m the markets; 
the absolute size o f individual banks in the market as measured by total deposits or total assets; 

the level o f  demand for banking and other financial services,
volume o f funds provided by the non-bank financial institutions to the capital market; 
depth and breadth o f  capital market in terms o f  turnover and capitalization;
demand for and supply o f funds in both securities and non-securities segments o f  financial markets; and 

existence o f  scale economies in the production and marketing o f  banking services.

Regulatory Factors

The regulatory factors that influence the structure o f  a financial system  are (i) restrictions 
on the formation o f new banks and other financial institutions, including their branch 
expansion and developm ent o f instruments; (ii) entry restrictions such as capital adequacy, 
liquidity limits, lending policies, asset qualities and business expansion to foreign markets 
along with exit barriers; and exit options and barriers, including m ergers and acquisitions, 
and winding up,.

Baker (1972) argues for the regulation o f  the banking structure to  ensure stable and 
progressive functioning o f  financial systems and markets in order to:

-  protect b an k s and co m m u n ities fro m  the serious co n seq u en ces o f  b a n k  fa ilu re s ;

- protect b an k s from  p o ssib le  ‘ d rastic  co m p etitio n ’ ;
- protect sm all b anks fro m  the com petition  o f  la rg e  b an k s;
- assure b an k  sh areh o ld ers o f  an adequate rate o f  return on their cap ita l;

- protect bank management from dieir own follies; and
- deal with tlie actual or imagined evils o f ‘concentration’;

Baker (1972) further argues that securities markets require regulations to allow these 
m arkets work efficiently without government interventions and the undue influence of 
market m akers and m arket participants. The ultim ate objective is to strengthen pro
developm ent regulations on the m arket activities.

Jennifer (1995) argues that the financial system o f  a country com prises all those entities 
that are perm anently engaged in financial transactions including incurring o f  liabilities and 
acquiring o f  financial assets in that country, and draws the financial interm ediation process 
is shown in figure 4(iii),
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Figure-4(iii): Financial Intermediation Process

Flow o f Securities
Flow o f  cash

Source: Jennifer Piesse et al (19951 p.42

4.2 Institu tions and Instrum ents o f  a F inancia l System

In practice, m ajor financial institutions in a financial system are banks and the capital 
markets. In the banking sector, accumulation o f  funds and their uses take place through 
commercial banks, developm ent and investm ent banks and various types o f non-bank 
financial institutions. Central banks play the role o f  watchdog in the financial sector 
especially, the banking system. On the other hand, capital m arkets are the m arket where the 
supply o f and demand for long-term  funds meet. In this m arket, stocks and other papers are 
bought and sold am ong financial investors. Securities or stock m arkets are an important 
part o f  the capital market. The capital markets facilitate the process o f  channeling small 
savings generated in the banking market to finance the sm all, medium  and large 
investments and thereby contribute to the economic growth o f  a country. Thus, the banking 
and the capital m arkets are at the core of the financial systems and financial markets where 
none o f them is m utually exclusivable. The supply o f  and dem and for short-term  funds 
primarily meet each other in the banking sector within the m oney m arket. This makes it 
possible for financial institutions and stock markets to play m utually com plem entary roles 
and to grow sim ultaneously as the economy prospers.

The structure o f formal financial system o f  the developed country generally com prises the 
following financial, quasi-financial and even non-financial institutions and instruments. 
Financial institutions may be classified into two broad categories, i.e, deposit and non
deposit intermediaries. W hile the former is straightforward, the second category m ay be 
split into contractual intermediaries, portfolio institutions and ‘o thers’, w hich includes the 
various developm ent agencies. Following is a list o f  the institutions that generally belong to 
a financial system:
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4.2.1 Institutions
4.2.1.1 Central Bank and/or Monetary Authority
4.2.1.2 Depository Institutions;

Coinmercial banks and otlier deposit money banks
Savings and loan Associations
Mutual savings banks
Credit unions
Postal saving banks
Savings and loan firms (thrust institutions)
Co-operative societies and banks

4.2.1.3 iVmi-Dcpository Institutions and Instruments:

Finance houses
Finance companies (consumer and commercial)
Merchant banks
Discount houses
Venture capital companies
Leasing companies
Investment companies
Investment banks
Investment clubs
Housing finance companies
Insurance companies
Pension funds (private and government)
Public sector lending and investment corporations/institutions, and 
Other institutional investors.

4.2.1.4 Capital Market and other Financial Intermediaries:

Securities and exchange markets 
Bond markets
Treasury and otlier bills markets 
Securities brokers and dealers
Derivative markets (futures and options markets, commodity exchange markets, etc.)
Various provident funds
Life insurance funds
General insurance funds
Development finance institutions (DFIs)
Offshore financial centers
Unit tnists
Building societies
Credit guarantee corporations
Deposit insurance corporations/schemes
Clearingliouses
Financial/investment ombudsman 
Credit rating agencies 
Portfolio institutions
Participatory mortgage and bond schemes
Small businesses and industry development corporations (e.g. BSCIC in Bangladesh)
Industrial development corporations
Agricultural financing institutions
National housing finance corporations
Industrial development corporations
Asset management companies (for example, factoring houses)
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4.2.1.5 Payments System^
Efficient and sophisticated payments system is another im portant and mevitable 
characteristic o f a smooth-running financial system. The paym ent system is an apparatus 
through which obhgations incurred as a result o f  econom ic activity is discharged through 
transfer o f  monetary value. A modem and electronically sophisticated paym ents system 
with electronic clearinghouse and fund transfer method (EFT) supports sm ooth and 
accurate settlem ents o f  payments by lesser use o f  cash in shorter time. Payments system is 
essentially a mechanical process and direct channel through which liquidity and credit 
problems are transferred from one participant in the financial system  to another (Downes 
and Zadeh, 1990). An efficient, especially electronically equipped, paym ents system 
creates a reliable, safe and effective system capable o f  m eeting the needs o f  industry, the 
trade sector and the individual clients for settling financial claims. A sound paym ents 
system, thus, helps the financial system in perform ing the econom ic activity efficiently, 
effectively and smoothly.

4.2.2 Instruments

Financial instrum ents are the tools o f executing the interm ediation and other financial 
market activities in the financial systems. Unless there are a vast num ber o f  financial 
instruments, the financial system and the financial m arkets certainly rem ain under 
performed and inefficient. The financial services industry w orldw ide has been changing 
very rapidly with the advancem ents in the inform ation and com m unication technology 
(ICT). Adoption o f  ICT and developm ent o f products and instrum ents is the strong key to 
prosperity o f  financial systems.

Financial m arket instruments available in the contem porary world can broadly be 
categorized as (a) non-reversible instruments, which usually involve the retail sector, i.e. 
the household sector, and (b) reversible instmm ents, which usually form the wholesale 
market, because the household sector is rarely involved. The category-w ise distribution o f 
financial instruments or claim s is presented below:

4.2.2.1 Non-reversible Financial Instruments
(i) Primary securities (issued by ultimate borrowers)
Representing the obligations o f  the private sector

I
Hire-purchase contracts 
Leasing contracts 
Mortgage advances 
Overdrafts 
Personal lO Us

 ̂ "Payments system " refers to the instruments, organizations, operating procedures, and information and 
communications systems used to initiate and transmit payment information from payer to payee and to settle 
paym ents-that is, transfers o f  money.
A payments system transfers and settles financial claims through the financial system , which comprises 
clearinghouse, real time gross payment (R T G S), mail transfer, telegraphic transfer, cheques and demand 
drafts, pay order, cash delivery, and many other modes o f  advanced technology as well as electronic and 
satellite transfers like SW IFT (Society for World Wide International Financial Telecom m unications). On the 
contrary to fiduciary money, which is directly exchanged, the use o f  these paym ent instruments involves that 
the funds are transferred from the bank account o f the payer to the bank account o f  the payee. A s  accounts are 
often held in different credit institutions, transfers from one institution to the other are executed through an 
inter-bank payment system.
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(ii) Indirect securities (issued by financial intermediaries)
Representing the obligations o f  deposit intermediaries

Bank notes (issued by the central bank/monetary authority)
Savings accounts 
Fixed deposits
Current and other bank accounts

(iii) Representing the obligations of contractual intermediaries
Insurance policies
Members' interest in pension funds
Retirement annuities

(iv) Representing the obligations of portfolio institutions
Participation mortgage bonds 
M utual funds/unit funds 

4.Z.2.2 R eversib le F inancial Instrum ents
(i) Primary securities (issued by ultimate borrowers)
Representing the obligations o f  the private sector

Bankers' acceptances
Trade bills (im port and export bills)
Prom issory notes
Commercial paper and other negotiable instruments

(ii) Representing the obligations of the public sector

Treasury bills
Governm ent/treasury bonds

(iii) Representing the obligations of the semi-public sector

Capital project bills 
Bridging bonds 
M unicipal bonds 
Public corporation bonds 
Call bonds

(iv) Indirect securities (issued by financial intermediaries)
R epresenting the liabilities o f  private banks

Negotiable certificates o f  deposits

Representing the liabilities o f  public or semi-public banks
Central bank bills
Central bank funds (for example, Federal Funds in the USA)
Land bank bills 
Land bank debentures

Representing the obligations o f  the category "other” Development Bank bonds

Bills and bonds o f the housing trusts
Bills and bonds o f  non-bank financial institutions
Independent developm ent trusts
Finance companies

In addition, there are many other products such as repurchase agreem ents, options, futures, 
options on futures, forward rate agreements and interest rate swaps, etc.
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A developed financial m arket is characterized by the presence o f  advanced financial 
instruments and tools. However, mere presence o f these cannot m ake a financial m arket 
well functioning. The interactive relationship am ongst the institutions, instruments, 
participants, and m arket m akers is inevitable for the soundness and efficiency o f financial 
systems and markets.

Table 4.1: Relationship between Financial instruments and Markets

4.2.3 Relationship between Financial Markets and Financial Instruments

Instrum ents M arkets

F X M oney Fixed Incom e Equities C om m odities

Bill V

Bond <

CD V V

Convertibles < V

CP V V

Deposits V

Equity V

Euro Currency
V V

Forward
V V

FR A
V

FRN V V

Futures V V V V V

MTNs V

Options V ^ V V V

Preference Shares V V

Repos

Rights
V

J
Spot

V V

SW A PS 

Treasury Bills 

Warrants

V

V
V

Source; Reuters, 2003 
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The financial m arkets o f developed countries possess such effective and structural co
integration. Nonetheless, institutions and instruments in financial m arkets and systems o f 
developing and less-developed countries suffer from no or lower factual and functional 
interrelationship mechanisms. Table 4.1 at previous page illustrates these inter-connections 
between financial markets and financial instruments.

The financial instrum ents have certain advantages and disadvantages, which seriously 
influence the investors’ w illingness to transact in those instrum ents. Table 4.2 shows some 
common advantages and disadvantages o f  various financial instrum ents.

Table 4.2: Advantages and Disadvantages of Financial Instruments

Instruments

Equity

Advantages
•E n h an ced  current incom e 

•M o re  lim ited dow nside risks 

•M o re  senior in the list o f  
creditors

Straight bond

W arrants and equity 
options

M oney m arket 
instruments

•E m b ed d ed  equity option 
•L im ited  dow nside risk at a 
time o f  rising interest rates

•G u aranteed  coupon paym ents 

•Protection  in the event o f  
fa lling  equity prices

Disadvantages
• In  a bullish  equity m arket, due to 
prem ium , the investor does not benefit 
as m uch as he/she w ould  from  a 
bearish  equity m arket.

•L e s s  liquid  secondary m arket 

•L ittle  in fluence o ver corporate 
decisions b efo re  conversion. 
•R e g u la to ry  in effic ien cies  in a  case o f  
takeover, the em bedded equity option 
m ight d isappear________________________

•L o w e r  coupon yield
•C o n v ertib les  are subordinate to
straight debt
•C o m p le x ity  contrasts the relative 
sim p lic ity  o f  straight bonds

•D u e  to gearing, the sam e degree o f  
exposure m ight b e  purchased fo r a 
fraction o f  the capital outlay.

•E x p o su re  to both bond and 
equity markets

•C o n v ertib le  bond su ffe rs  from  both 
fa llin g  shares p rices  and rising  interest 
rates, w h ile  m o n ey m arket instruments 
do not.

Source; C om piled  b y  the author from  various financial m arket literature

Effective and progressive m arket m echanism, cautious handling and uses o f the 
instruments in a progressive regulatory environm ent can enable the financial system s and 
markets to enhance their efficiency level.

4.3 B ank-B ased  V ersus M arket-B ased  F inancia l S ystem

The two m ain dom inant patterns o f a financial system structure in developed countries are; 
bank dominated financial structure and capital market oriented tm ancial sector. U nder the 
bank-based financial system, firms seek financing on organized banking industry. 
Individuals predom inantly keep their savings in banks, w hich are the m ain  source o f 
external financing for the corporate sector. Banks are also the dom inant investors in equity 
and corporate debt m arkets since stocks, bonds and com m ercial papers function as bank 
products, supplem entary to loans. Thus the advantages o f  bank-dom inated model o f  
financial systems have long been praised although the flaw s o f  this m odel were widely 
acknowledged in the 1990s. Contrarily, in the capital m arket oriented financial systems, 
bank deposits are not the dom inant savings/investment instrum ents for individuals. 
Individuals invest directly in the capital market through buying stocks and corporate debt
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instruments, and to a growing extent, invest through non*bank financial interm ediaries like 
pension funds or investm ent funds, M ellyn and Saal (1998) argue that banks play a sm aller 
role in financing the corporate sector than capital and corporate debt m arkets dom inated by 
non-bank investors.

There are, nevertheless, wide differences in opinions on the issue o f  contributional- 
supremacy o f  bank-based and market-based financial interm ediation. Hale (2000) argues 
that underdevelopm ent o f the stock market may ham per an econom y's ability to restructure 
in response to technological changes. The question o f  relative advantages and 
disadvantages o f  bank-based financial systems and m arket-based financial system s is yet to 
be resolved, In bank-based systems (as in Germany and Japan), banks play a leading role in 
mobilizing savings, allocating capital, overseeing the investm ent decisions o f  corporate 
managers, and providing risk m anagem ent vehicles. In m arket-based system s (as in 
England and the United States), investors directly put their savings to firm s through getting 
allocation and buying/selling o f  equity shares and other financial securities, exerting 
corporate control, and easing risk management.

4.3.1 Arguments for Market-based Financial System
Arguments o f proponents for m arket-oriented financial system s are based on the 
assumption o f perfect capital markets, which assumed to satisfy the following conditions:

•  p articipan ts h ave  free and eq u al a c c e ss  to the m arket;

•  no s in g le  participan t has control o v e r  p rice s ;

•  m arket in form ation  are  fre e ly  and w id e ly  a v a ila b le  to a ll p artic ip an ts;

•  no im pedim ents to trad ing in  securities in the m arket;

•  n o  d istortin g  taxes;

•  no transaction  costs,

The perfect m arket model, based on Fisher’s separation theorem  and W alrasian Paradigm, 
shows the predominance o f  capital market over bank financial interm ediation. The model 
assumes that the capital m arkets are perfect and the conflict o f  interest betw een the 
financial investors lending funds to companies and the com panies receiving the funds has 
eliminated (Canals, 1997). According to F isher’s (1931) separation theorem , in a setting o f 
perfect capital m arket, the financial investment decision about an investm ent project would 
be taken solely and only on the basis o f the expected return and the interest rate on fund 
requires for the project in question. Fisher’s opinion is sim ilar to  W alrasian Paradigm, 
which assum es the perfect functioning o f anonym ous capital m arkets. In such perfect 
markets, according to W alrasian Paradigm, an econom y’s state o f  equilibrium  does not 
need financial intennediation to act as an interface between savings and investments. In 
perfect capital market conditions, according to proponents, investm ent and financing 
decisions are separate issues.

It is further argued that by the very nature o f their business, banks are not the m ost efficient 
institutions for providing all types o f financial services. W hile they are good at m obilizing 
savings and providing paym ent services and liquidity, which are their m ain functions, they 
are constrained in providing store o f value services. Therefore, bank-based financial 
systems tend to have a smaller range o f equity type services. N on-bank financial 
institutions (NBFIs) are m uch more efficient in providing these services. By adding 
liquidity, divisibility, information efficiencies and risk pooling services, NBFIs play a 
major role in the developm ent o f  the financial sector. Thus, N B FIs com plem ent banks by 
providing services that are not well suited to banks. They fill the gaps in financial services
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that otherwise occur in bank-based financial systems. NBFIs can also be a source o f 
competition for banks by unbundling the services provided by banks and providing the 
components on a com petitive basis. So, a well-developed NBFI sector is an im portant 
component o f  developing a broad, efficient financial system  and, consequently, o f  
providing a sound base for economic growth and prosperity.

The summary o f  the classical views is that financial interm ediaries are not required. A 
financial system would confine itself to an absolutely neutral task o f  m ere financial 
intermediation. That financial intermediation process would be governed by the price 
formation m echanism for financial assets in perfect markets. Financial system would 
ensure capital fiows from savings to investment directly. Canal (1997) states that the 
financial agents decide w here to invest their resources in the perfect and superior capital 
markets. The markets could gauge the risks incurred by investors, forcing a sensible risk 
diversification.

4.3.2 Argumenfs for Bank-based Financial Intermediation

Sinkey (1992) argues, “ If  capital markets are perfect and com plete, financial 
intermediaries- such as banks would not exist.” This statem ent seems to be consistent with 
the reality, as perfect capital m arket hypothesis does not exist in the real w orld. Kaufman 
and Larry (1994) argue that although a higher degree o f  efficiency is observed in financial 
m arkets, it is far from being perfect, Among many reasons for m arket im perfections, the 
asymmetric inform ation is the most important one. A sym m etric inform ation problem s 
between savers, financial intermediaries and investors do exist. These problem s prevent 
prices from reflecting the proper value o f financial assets. W hen a borrow er approaches a 
lender for a loan, the lender is at an inform ational disadvantage. The borrow er m ay have 
spent years working on a project which now requires financing. The lender know s little or 
nothing about the project or the borrower. This asym m etric inform ation further creates two 
more problems;

Adverse Selection-the problem that occurs before the loan is negotiated;
Moral Hazards-the problem  that occurs after the loan has been extended;

Other inform ation asym m etry problems are: agency problem s, m anagerial behaviour and 
transaction costs. Proponents o f bank-based financial system  argue that separation o f 
investment and financing decision is unrealistic. In essence, to a greater or lesser extent and 
directly or indirectly, a com pany’s shareholders and creditors take part in business 
decisions. So the arguments for absolutely direct financing by the investors become 
weaker. As markets are not perfect, the financial interm ediaries such as banks w ould exist. 
The services the banks provide their customers and the role they play in m aintaining 
monetary stability and pooling savings are crucial. The capital m arkets cannot substitute 
banks’ role in the financial intermediation process, as the m arkets are imperfect.

Bank-based finance has a special role to play for m any com panies in need o f  funds, and 
thus helps to ensure a well-balanced growth process. The econom ic literature on 
"relationship banking" has demonstrated that banks can contribute to alleviating the im pact 
o f  sudden economic shocks on their clients. Banks stand ready to provide m any custom ers 
with funds even in adverse circumstances, e.g. when the liquidity o f  financial m arkets dries 
up.

The banking sector also has an essential role to play w ith respect to the allocation o f  funds 
to the m ost profitable investm ent opportunities. Securities m arkets are not always
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sufficiently liquid and some, especially small and medium, enterprises cannot cover their 
liquidity needs via securities markets owing to significant fixed costs o f  access. An 
additional benefit o f  bank-based finance relates to the intrinsic nature o f  the banking 
business: some projects cannot be financed directly by the m arket on account o f  significant 
information asym m etries between the borrowers and potential lenders. Banks can bridge 
this gap due to their com parative advantages in the assessm ent and m onitoring o f 
investment projects, which contributes to overcoming inform ation asym m etries.

4.3.3 Bank Based Vs Market Based Financial System: The Issue of Coordination

In the 1980s, bank-based systems were widely perceived as superior to m arket-based 
systems like the US and UK in their ability to provide long-term  ‘p atien t’ capital to 
industry. Since the early 1990s, however, the bank-based financial system s have faced 
serious challenges, to the extent that their fundamental viability vis-a-vis m arket-based 
system is being questioned.

The question o f  relative advantages and disadvantages o f  bank-based financial system s and 
market-based financial systems is yet to resolve. ‘Societal foundation’ analysis o f  bank- 
based systems reveals that bank-based systems rest not ju st on a set o f  financial regulatory 
practices but also on the institutions and behavior o f  the households, corporate and public 
sectors as savers and investors. The second point is that, although public policy choices are 
often presented in term s o f  a stark dichotomy between ‘liberal’ and ‘non-liberal’ m odes of 
regulation (the form er associated with market-based system , the latter with bank-based 
system), in fact m ost countries are struggling to find a successful com bination or ‘hybrid’ 
o f  the two types o f  financial regulation. The final point is that banks play im portant (if 
diminished) roles even in m arket-based systems. The ultim ate form is the coexistence of 
banks and markets, which will depend on the creativity and efforts o f  policym akers and the 
banks themselves in various countries. Those interested in institutional design should try to 
preserve a viable banking system for SMEs and the household sector while sim ultaneously 
prom oting stable capital m arkets for larger com panies and high-tech start-ups.

Both m arket and bank-based financial systems have their own com parative advantages and 
disadvantages. For some industries at certain times o f their developm ent, m arket-based 
financing is advantageous. For example, financing through stock m arkets is optimal for 
industries where there are continuous technological advances and where there is little 
consensus on how firms should be managed. The stock m arket checks w hether the 
manager's view o f the firm's production is a sensible one. For other industries, bank-based 
financing is preferable. This holds in particular for industries w hich face strong inform ation 
asymmetries. Financing through financial interm ediaries is an effective solution to adverse 
selection and moral hazard problem s that exist between lenders and borrowers. Banks in 
particular have their expertise to distinguish betw een good and bad borrow ers as they have 
or opportunity to having vital information about the borrow er and the project or industry in 
question. Econom ies that have both well-developed banking sectors and capital m arkets 
thus have an advantage. Furthermore, in times o f  crisis in either system, the other system 
can extra perform  the function o f  the famous spare wheel. Thus establishing coordination 
and deepen the relationship towards reaching an effective integration betw een banking and 
capital markets in a national financial system can serve the econom y better than their 
segregated approaches.
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Financial stability is the avoidance o f a financial crisis described alternatively by many as 
'banking panics', ’ bank runs', and 'banking collapses'. Today's national financial systems 
are not merely banking system, but are more sophisticated with innovative capital market 
instruments and institutions. Thus sources o f  financial crisis could be the capital m arkets or 
a non-bank financial institution rather than a bank, although alm ost certainly banks would 
eventually involve.

When a financial system relies heavily on its banks, systemic vulnerability increases. The 
Asian financial crisis provided am ple evidence o f this. Learning from  the A sian financial 
crisis, people now have a m ore profound understanding o f  the im portance o f  a sound 
domestic financial m arket, which provides m arket signals on current situation and future 
expectations and ensures the efficient and sustainable funding o f  the government, 
corporations, banks, and large-scale or long-term projects.

4.4.1 Causes of Financial Instability

A principal im pedim ent to the way o f efficient functioning o f  a financial system is 
asymmetric information, a situation in which one party  to a financial contract has much 
less accurate inform ation than the other party. For exam ple, borrow ers who take out loans 
usually have m uch better information about the potential returns and risk associated with 
the investment projects they plan to undertake than lenders do. A sym m etric information 
further lead to tu 'o  basic problem s in the financial system: adverse selection and moral 
hazard which has already mentioned earlier. Adverse selection is an asymmetric 
information problem  that appears before the transaction occurs when potential bad credit 
risks are the ones who m ost actively seek out a loan. Thus, the parties who are the m ost 
likely to produce an undesirable (adverse) outcom e are m ost likely to  be selected. 
M inimizing adverse selection problem s requires that lenders m ust screen out good from 
bad credit risks. Opposite to adverse selection, m oral hazard occurs after the transactions 
take place because the lender is subject to the hazard that the borrow er has incentives to 
engage in undesirable activities that are immoral from the lender's point o f  view - that is, 
activities that m ake it less likely that the loan will be paid back. M oral hazard occurs 
because a borrow er has incentives to invest in projects w ith high risk in w hich the borrow er 
does well if  the project succeeds but the lender bears most o f  the loss if  the project fails. 
Also the borrower has incentives to misallocate funds for his/her owii personal use. The 
Commonwealth Secretariat (2000) identifies a com bination o f  factors that cause financial 
system instability. These are;

o  rapid financial sector liberalization unsupported b y  m easures to encourage prudent risk 
m anagem ent;

o  unstable m acroeconom ic p o licies, such as loose m onetary p o licy  and e x ce ssiv e  fiscal spending. 
Such policies can contribute in asset price vo latility  and a subsequent erosion  o f  asset quality in the 

financial system ;
o  exchange rate regim e that lacks credibility, including unsustainable exch an ge  rate p egs. T h is is 

particularly im portant w here financial institutions and corporations have com e to re ly  on an 
exchange rate peg, and fa il to hedge their currency risk, o n ly  to sustain curren cy losses when the 
peg collapses;

o  protection against im ports and other policies tliat im pede the e ffic ien t a llocation  o f  resources in the 

econom y; 
o  poor banking supervision ;
o  inadequate financial disclosure arrangem ents, including poor q uality  accounting and auditing 

standards; and

4.4 Stability and Soundness of Financial Systems and Markets
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o  w eak m arket d iscip line in the banking and corporate sectors, that tlie incentives fo r high quahty risk 

m anagem ent b y  banks.

IMF (2000) identifies the following sources as responsible for financial system  problems:

a) W eak  in ternal g o v ern an ce  in banks that fosters e x c e s s iv e  risk  ta k in g  and le a v e s  them  

vu ln erab le  to m acro econ o m ic sh o ck s;
b) F in an cia l d eregu latio n , com petition , and in novation  that can  outstrip  reg u lato ry  and 

su p e rv iso ry  cap a b ilit ie s  as w ell as the cap a c ity  o f  b a n k s  to m a n age  r isk s  p ru d ently ;
c) E x iste n c e  o f  w e a k  and in so lven t fin an cia l in stitutions a llo w in g  th eir o p eration s can 

w e a k e n  the entire system ;
d) C ap ita l acco unt lib era lization  w h ich  o ccu rs b e fo re  su p p o rtin g  m a cro e co n o m ic  p o lic ie s  

are in p la c e  and tlie soun dness o f  the d om estic  fin a n c ia l sy stem  is  assu red ;
e) E x c e s s iv e  corp orate  indebtedness and connected  le n d in g  le a d  to sud d en  deterioration  in 

fin an cia l in stim tion s' asset q u ality ; and
f) O ve r exp a n sio n a ry  m on etary and fisca l p o lic ie s  w h ich  spur len d in g  b o o m s, e x c e s s iv e  

debt accu m u latio n  and o v e r  investm ent in real a sse ts , w h ich  in  turn, ca n  d riv e  up eq u ity  

and real estate p rice s  to un sustainab le leve ls .

These endogenous and exogenous factors either separately or collectively m ore likely to hit 
the financial system and throw  the economies into crisis.

4.4.2 Impact of Financial System  Instability

Financial system and financial m arket problems can reduce the effectiveness o f  monetary 
policy, create large fiscal cost related to rescuing troubled financial institutions, trigger 
capital flight, and deepen economic recessions. In the last tw o decades, econom ies all over 
the world have confronted severe bouts o f financial instability. D uring this period, banking 
crisis has become so com m on that it is the rare country that has not experienced one. 
Mishkin (1991) argues that the root cause o f  financial instability is the breakdow n o f 
information flows, which hinder the efficient fimctioning o f  financial markets.

G roup-30 \ an international think-tank, has stated the financial system  instability as "the 
risk o f  sudden, unanticipated event that would damage the financial system too such an 
extent that economic activity would suffer widely". H istorical evidences show that the 
financial system is very m uch prone to bouts o f  instability, often caused by changes in 
market sentiment. The vulnerability o f  the financial system to contagion effects is largely 
due to mismatch betw een the liquidity and maturity o f  the assets and liabilities o f  financial 
institutions, particularly banks. The interconnections between financial institutions through

^  The Group o f  Thirty (G-30), established in 1978, is a private, nonprofit, international body 
composed o f  very senior representatives o f  the private and public sectors and academia. It 
aims to deepen understanding o f  international economic and financ ia l issues, to explore the 
international repercussions o f  decisions taken in the public and private sectors, and to 
examine the choiccs available to m arket practitioners and policymakers.

The Group’s members meet in plenary sessions twice a year with selected guests to discuss important 
economic, financia l and policy developments. They reach out to a wider audience in sem inars and symposia, 
and also enter the policy debate on important issues by publishing papers. When the Group considers that its 
objectives w ould be furthered  by more detailed work, it establishes study groups or 
committee.'), which may include both members and non-members.

The Group is supported by contributions from  private sources: foundations, banks, non-bank corporations, 
central banks, (wd individuals. A list o f  contributors in cash and kind fo r  the fis c a l years appear in the 
Group's annual report.
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the payments system also play greater role in contagion effects leading the financial 
markets to severe volatility.

Stock market crashes directly promoting financial instability through the net w orth effects 
on adverse selection and moral hazard problems. Bem anke and G ertler (1989), and 
Calomiris and Hubbard (1990) argue that a sharp decline in the stock m arket, as in a stock 
market crash, could increase adverse selection and moral hazard problem s in financial 
markets, which eventually leads to large declines in the m arket value o f  firm s’ net worth. 
The decline in net worth as a result o f  a stock m arket decline m akes lenders less willing to 
lend because, the net worth o f  firms has a similar role to collateral, and when the value o f 
collateral declines, it provides less protection to lenders. So that losses from loans are likely 
to be more severe. Inflation perform ance o f an economy has greater influence on the 
stability o f its financial system. An unanticipated decline in inflation also leads to a 
decrease in the net w orth o f  firms. When inflation turns out to be less than anticipated, the 
value o f  firms' liabilities in real term s rises. Thus there is an increased burden o f  the debt 
without showing any corresponding rise in the real value o f firm s' assets. The result is that 
the net worth in real terms declines. A sharp disinflation or deflation, therefore, causes a 
substantial decline in real net worth and lenders face increases in adverse selection and 
moral hazard problems. The resulting increase in the adverse selection and moral hazard 
problem s will thus also work to cause a decline in investm ent and econom ic activity. 
Further, contagion effects o f  bank failure can, in the absence o f  a governm ent safety net, 
that is, prudential regulation and supervision, spread from one bank failure to another, 
causing even healthy banks to fail. The source o f  the contagion is again asymmetric 
information. In a panic, depositors get afraid o f  the safety o f  their deposits and not knowing 
the quality o f  the banks' loan portfolio; withdraw their deposits from  the banking system, 
causing a contraction in loans and a multiple contraction in deposits, which then causes 
other banks to fail.

Kawalec and Kluza (2 0 0 0 ) states that a sound financial system  is necessary to support 
growth through m obilizing capital. W ell-functioning financial system s do a very good job  
o f selecting the m ost productive recipients for the financial resources and ensuring that 
they are using them in the high return activities. In contrast, poorly functioning financial 
systems often allocate capital in low-productivity investm ents (M acfarlane, 1999). A sound 
and stable financial system can identify the enormous difference in growth and total factor 
productivity.

The initial impetus for financial instability is the same for both industrialized countries and 
emerging market countries. Four factors typically help initiate financial instability: (i) 
increase in interest rates, (ii) deterioration in bank balance sheets, (iii) negative shocks to 
non-bank balance sheet such as stock m arket decline, and (iv) m onetary and financial 
uncertainties. W hen domestic interest rates begin to rise, often with the rise initiated by 
interest rate increases abroad, countries begin experiencing m ajor bouts o f  financial 
instability. As documented in M ishkin (1991), most financial crises in the U nited States in 
the nineteenth and early twentieth centuries began with a sharp rise in interest rates that 
followed interest rate increases in the London m arkets. The M exican crisis o f  1994-95 also 
began with upward pressure on domestic interest rates follow ing the m onetary tightening in 
the United States beginning in February 1994.

Bordo et al (2001) argues that unanticipated movem ents in tlie price level and inflation rate 
in the past have contributed to financial instability in the U nited States. The negative 
aggregate price shocks have worsened financial distress, while positive price shocks have 
encouraged financial expansion, Georgetti (2000) has pointed out that the key contributors
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to the Asian crisis have been the com bination of; (a) forcing the opening up o f  Asian 
financial markets; (b) the irrational exuberance o f investors in other parts o f  the world for a 
piece of the Asian action; and, (c) the general problem o f there being to m uch speculative 
capital in the world that m oves at the speed o f  light on the basis ot herd instincts.

East Asian countries came under speculative attacks in 1997. The crisis becam e contagious, 
even threatening the stability o f m ajor international financial centers. Following the 
collapse o f  the Thai baht on 2 July 1997, the financial m arkets in the East Asian countries 
suffered similar and disastrous consequences up until m id -1998. This simultaneous 
financial m eltdown in the East Asian Countries has been term ed as the A sian ‘flu’ in many 
finance literature. The im plication is that this was a real case o f  contagion, where one 
country’s crisis spread to other vulnerable countries (Park and Wang, 2001). Many 
researchers [Krxigman (1998a and 1998b), Fischer (1999) and Corsetti et al. (1998)] hold 
the similar view that the domino effects among the East A sian currencies were m ainly 
attributable to deep-seated regional structural weaknesses. W eaknesses o f  in-country 
financial structure in the East Asian countries were also made responsible for the 
contagious spreading o f  Thai currency collapse.

4.4.3 Establishing Financial Stability
Financial stability can be thought o f  as being built on four m ain foundations: (a) a stable 
macroeconomic environment; (b) well-managed financial institutions w ithin a sound 
framework o f  prudential supervision; (c) efficient and sm oothly functioning financial 
markets; and (d) a safe and robust payments system. Developed country situations show 
that sustainable m acroeconom ic policies and particularly, the m aintenance o f  low inflation 
are crucial to financial stability. Prudently m anaged and w ell-capitalized financial 
institutions are vital to the efficiency o f financial interm ediation. W hen they function 
smoothly, financial m arkets are a pow er force for the efficient allocation o f  savings.

Calvo and M endoza (2000) argue that globalization is at the heart o f  financial system and 
market volatility, with highly diversified investors not paying m uch attention to economic 
fundamentals and following the herd in the presence o f  asym m etric inform ation. Policies 
that can lead to moral hazard, including bailouts by both international institutions and 
governments, have also been suggested as other culprits o f  financial volatility and financial 
excesses (M cKinnon and Pill, 1997) and Dooley (1998). Volatility in w orld interest rates 
may affect more drastically the countries with economies in distress than countries with 
healthier economies. Such volatility and vulnerability m ay trigger a large reaction o f 
domestic financial m arkets to internal events. Countries with banking fragilities and 
liquidity problem s due to high concentration on short-term  debts or near insolvency are 
much sensitive to financial instability. Kaminsky and Schm ukler (2001) support the 
arguments o f Ferri, Liu, and Stiglitz (1999) that rating agencies may contribute to heighten 
financial instability. These authors further argue that the pro-cyclical behaviour, upgrading 
countries in good times and downgrading them in bad tim es, m ight have contributed to 
magnifying the boom -bust pattern in stock markets. They further argue that even if  rating 
agencies are not behaved pro-cyclically, their announcem ents m ay still trigger m arket 
jitters. Thus changes in ratings, downgrading (upgrading) sovereign debt below (above) 
investment grade, may have drastic impact on prices, because these rating changes affect 
the pool o f investors. However, the list o f  culprits does not stop here. They are many and 
some o f them are predictable and some are not.

The broad range o f  factors that can contribute to financial crisis suggests the need for an 
equally broad set o f  policy responses. O f course the particular policies will vary from 
country to country, depending on a country's stage o f  developm ent, the nature o f its
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stability. Coordination am ong the main financial sector regulatory agencies also facilitates 
the financial stability process through exchanging inform ation and discussing issues such 
as the supervision o f financial conglom erates and inconsistencies in regulatory approaches. 
Central banks have various instruments at their disposal to try and prevent financial 
disturbances or to am eliorate the costs o f  disturbances if  they do occur.

4.4.5 Influence of Government Financing
Government financial operations are counterpart o f  fiscal policy, which have significant 
impact on the operations o f  financial system. A governm ent operating at a surplus has 
funds to lend or invest; but one operating at a deficit m ust raise funds because the later 
usually faces more serious problems. These governm ents com pete w ith the private sector 
for capital m arket funds, and the increased demand for funding can cause short-term 
increases in nominal interest rates. The interest rate increases can contribute to the 
phenomenon known as crowding out. Because its risk is relatively easy to evaluate, m any 
financiers regard governm ent debt as an attractive alternative to corporate or individual 
debt, thus potentially exacerbating the crowding out effect. G overnm ent deficits, and the 
high interest rates created by their financing, usually create capital inflows in an open 
economy with fixed exchange rates. These capital inflows can offset any intermediate 
possibilities for crowding out. However, the governm ent deficit m ay increase inflationary 
pressures, which m ay in turn reduce private sector investm ent. M oreover, if  many 
governments incur deficits at the same time, the high interest rates they jo in tly  pay can 
attract funds away from corporate investment. G overnm ent borrow ing m ay eitiier be for 
account o f the governm ent itself or for its agencies. Some governm ent agencies re-lend 
funds to private sector borrowers. The effect o f  the governm ents in im proving financial 
system are directed largely towards remedying the effects o f  capital m arket gaps, absorbing 
externalities, or such other goals as increasing the level o f  national savings and 
investments.

4.4.6 Integration of the Financial System

Regional and global financial integrations have long been considered as an effective 
strategy for attaining a sustainable degree o f  econom ic developm ent. The best-know n 
example o f this is the European Union (EU), but regional and sub-regional cooperation and 
integration efforts are also taking place in the A sia-Pacific region through organizations 
such as the Association o f  Southeast Asian N ations (ASEAN ) and the Asia-Pacific 
Economic Cooperation (APEC) forum. The South A sian A ssociation for Regional 
Cooperation (SAARC) also continues to renovate its m andate for enhancing econom ic and 
trade cooperations. Liberalization without integration produces benefits, but m uch o f  the 
potential that liberalization offers in a globalized financial system  is not realized without 
the mechanisms for smooth business and regulatory interaction that are established through 
integration, flow ever, effects o f  integration m ay be finstrating if  the countries attem pting to 
work together do not have open, compatible financial system s. A lthough participation in a 
globally integrated economy brings the most benefit to intended countries, integration o f 
financial systems on a sub-regional and regional basis, as an early step in the integration 
process, brings benefits to the region and accelerates the process o f  global integration. To 
realize all o f  the economic benefits that can come w ith the developm ent o f  financial 
systems, countries o f  the region should liberalize their financial system s and, at the same 
time, strive for global financial system integration by w orking w ithin and beyond the 
region. In the eariier financial reform agenda in Bangladesh, there were no m entions about 
its financial integration with other countries either globally or regionally. Further reform
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program s in economic and financial sectors m ust include the specific target to integrate its 
financial system phase by phase with global finance.

4.4.7 Measuring the Strength of Financial Systems

For assessing the health o f  the financial system, it is necessary to analyze the developm ents 
in the macro-economy, financial markets and financial institutions. Laker (1999) suggests 
that the assessment should be the degree and nature o f  developm ent to m easure the 
financial imbalances, the nature o f  risks in the financial system , the relationship between 
financial fragility and m acro-economic perform ance, and the policy instrum ents that may 
best be used to buttress financial stability. IMF (1999) identifies a num ber o f  priorities to 
assess the strengths and vulnerability o f  financial system s, and to  develop its own 
analytical and procedural tools needed to perform  this task. These priorities are term ed as 
'M acroprudential Indicators’, which are presented in table 4,3 in annex 1. By restructuring 
the ‘M acroprudential Indicators’ in line with the availability o f  data, this thesis has 
evaluated the soundness o f  the bank-based financial system in Bangladesh (see table 4.4 m 
annex 1).

4.5 T ran sform ation  in F inancial System s and F inan cia l M arkets

During the 20'^ centuiy, there have been massive technological advancem ents mainly due 
to huge investm ents in the worldwide com m unication inform ation infrastructure. This has 
made possible the twin m ovem ents in deregulation o f  m arkets and globalization o f  capital 
markets. N o other sector has been changing so rapidly as the financial services industry. 
These changes have rigorous implications on the concerned econom ies in general and the 
financial m arkets in particular.

The m ajor forces contributing to financial system changes are changing com putation and 
com m unications technology on the supply side. O n the dem and side, the types o f 
investment products are changing, as are the types o f  risk m anagem ent that the clients 
desire. Retail clients are currently looking for higher return and higher risk investm ent 
vehicles such as mutual fiinds. Corporate clients are looking for faster, cheaper ways o f 
hedging foreign exchange and interest rate risks. Changes in supply and dem and provide 
new profit opportunities o f  which financiers w ant to take advantage. These forces represent 
the fundamental changes that affect the financial systems, and therefore, they have similar 
impact on financial system s o f m ost market economies. M oreover, the increasing 
internationalization o f  finance induced the local financiers to take advantage o f  changes, 
which trem endously influenced the demand level for innovative financial technology.

Duisenberg (2002) notes that financial system transform ations have eventually become a 
part o f  reform s in national financial sectors worldwide. The series o f  changes that have 
pushed the transfom iations in financial markets include (i) decline in the role o f banks and 
other traditional interm ediary instiUitions as lenders and repositories o f savings; (ii) a 
concomitant rise in non-bank credit-granting institutions; and (iii) explosive growth in 
capital market instrum ents derived from the packaging, unbundling and hedging o f  various 
financial products. The m ost dramatic aspect o f  this realignm ent is the steady 
institutionalization o f  savings.

The adverse consequences o f  Asian financial system am d m arket crisis com pelled the 
regional econom ies to adopt advanced technologies, reform  financial sectors with 
regulatory innovations in order to bring discipline and stability in their financial markets. In 
the crisis-hit countries in East Asia, governments have intervened extensively to rescue 
their distressed banking systems. Now banking and capital m arkets are consolidating, and
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foreign involvem ent is increasing. Governments o f  the Republic o f  Korea, Thailand and 
Indonesia responded to the crisis by opening financial m arkets to international competition, 
potentially enhancing long-term efficiency and transparency. G lobal trends have also been 
driving enormous changes in the world financial markets, including universal banking (the 
removal o f  regulatory barriers between different financial sectors); greater segm entation of 
banking into deposit taking, lending and fund m anagem ent; new products like 
securitization, factoring and rapidly developing electronic com m erce, especially Internet 
banking and stock broking. M any o f these changes increasingly affect East A sian financial 
markets. At the same time, these markets are absorbing the system ic shocks o f  the financial 
crisis. All these have been leading to rigorous transform ation o f  the national and 
international financial systems to modernization and integration.

Regina (1995) argues that transform ation o f m odem  financial m arkets has been driven by 
an assortm ent o f m arket innovations and economic trends, notably by the inflationary 
experience o f  the 1970s in addition to technological developm ents and stagnant income 
patterns o f the past two decades, and these factors have intensified the savers' demand for 
high-return short-term assets. Public policy decisions also helped reshape the financial 
system all over the world. Tax law revisions, expensive credit guarantee program s, new 
financial safety nets and the developm ent o f publicly sponsored secondary m arkets, all 
helped prom ote the steady growth o f  institutional savings, non-bank lending and 
securitisation. The statutory and regulatory framework for financial activity also underwent 
m ajor changes. Financial regulations evolved at the national and international level as a 
response to economic, financial and geographical crises that engulf the w orld during m uch 
o f the first half o f the century. Developed and underdeveloped countries have shifted their 
courses o f  financial activities and actions. Exchange rate controls and interest rate ceilings 
were alm ost dismantled. Key regulations in banking and securities m arkets are continued 
top alter or abandoned. In addition to stability, the deregulation cam paign sought to 
accommodate entrepreneurial energies in the financial sector.

The financial systems throughout the world have evolved continuously, albeit at changing 
rates since long before. These changes indicate that the financial system s o f  the future are 
likely to be even m ore highly integrated than it now is, and use still more electronic 
equipment. Electronic com m unications media will increasingly handle both consum ers and 
business transactions. Large parts o f the financial system will disappear into the 
communications infrastructure. Consumers and corporations will have greater access to the 
financial system through rem ote terminals and other com m unications. The remaining, 
visible parts o f the financial system will consist o f  fewer traditional offices in w hich more 
automated service equipm ent will be available.

The last decade has been characterized by dramatic changes in financial markets. The 
development o f electronic trading system in foreign exchange m arkets and the introduction 
o f the Euro, for example, have had a significant impact on global m oney, bond and equity 
markets. These changes have been fostered by technical and financial innovations and three 
major aspects o f the changes are:
o in crease  in su p p ly  o f  p rivate  debt securities and the g ro w in g  im p o rtan ce  o f  cred it m arkets; 

o  spread in e lectro n ic trad in g and o f  distribution p la tfo rm s; and 
o quantitative and q u alitative  ch an g es in factors that a m p lify  m ark et d yn a m ics .

Emergence o f  'new technologies' potentially affects the infrastructures o f  the markets in 
their entirety, fi-om the trading desks o f  wholesale m arket participants and brokers to the 
settlement and clearing processes, from the institutional investors to the retail participants.
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In Europe, organized m arkets (for instance stock exchanges and futures m arkets) have led 
this move towards electronic devices rapidly followed by the forex m arket and at a later 
stage {in the wake o f  the m onetary unification process), by bond and interest rate markets. 
Basically, one can distinguish three groups o f  electronic platform s that cover the whole 
range o f  financial market activities namely, transaction platform , distribution system and 
issuance/initial offering platform.

Electronic markets lead to an overall improvement in the functioning o f  financial markets. 
A wide dissem ination o f  accurate information, a large base o f  participants and investors, 
and liquid secondary m arkets are among the key requirem ents for an efficient financial 
market. Potentially, the technical changes brought about by the dissem ination o f  new 
technologies are susceptible to improving the functioning o f  financial m arkets on these 
three scores, ultim ately leading to lower costs (as the m arketplace becom es more 
competitive and technology more affordable) and allow ing for increasing volumes.

4.6 C haracteristics o f  F inancial System s and M ark ets in D evelop in g  
C ountries

Financial systems and m arkets in developing and less-developed countries are structurally 
and instrumentally weak. They are thin and have relatively unorganized m oney and capital 
markets, including thin securities markets, and w eaknesses o f  regulatory systems, IMF 
generalizes and lists the m ost palpable characteristics o f  financial system s in less- 
developed countries as shown in table 4.5.

T y p e  o f  M a rk e t/ In s t itu t io n F e a t u r e s  o f  D e v e lo p m e n t

B an ks

System  prim arily  based on banks.

W eak supervision. N on-perform ing p ortfo lios in m any countries 
leading to system ic crises in m any countries.
Concentrated and o ligopolistic  structure. G overnm ent ow ned 

or recently privatized.

Large spreads to cover banking system  d ifficu lties.

Financial repression: used as a  m eans to finance governm ent.

Im plicit deposit insurance provided b y  governm ent.

Equities

Lim ited role.

W eak supervision and regulation, inadequate inform ation anddisclosure.

T h in  m arkets. Susp icion  o f  insider trading. M arket 
valuation not fu lly  reflected  in stock price. N o  takeover threat.

Governm ent debt 
instnim ents

R ecently  developed in poor countries w ith  vary in g  stages 
o f  secondary m arket developm ent.

Private debt 
instruments

V e ry  few  countries have these.

Foreign  exchange
F e w  o f  the poor countries have w cll-flin ctio n in g 
foreign  exchange m arkets.

D erivatives Non-existent.

Source: IMF (2001)
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Bangladesh is no exception from the above situation. All the above m entioned 
characteristics prevail in the financial market o f  the countiy since long. A lthough some 
reforms have been made in the recent past both in the banking system  and capital market, 
no significant developm ent has been attained.

4.7 F inancial System  in B angladesh

4.7.1 Overview

The financial system o f Bangladesh is still in transition, and in present shape, it comprises;
(a) the central bank, the Bangladesh Bank, (b) 49 com m ercial banks; [4 Nationalized 
Commercial Banks (NCBs), 30 domestic private com m ercial banks and 10 branches of 
foreign com m ercial banks]; (c) 5 state-owned specialized banks (DFIs)- provide term loans 
to agriculUire and industries; (d) 28 non-bank financial institutions, com m only know n as 
leasing com panies; (e) 25 M erchant Bankers; (f) l(one) state-ow ned House Building 
Finance Corporation and 2 private sector run housing com panies [National H ousing and 
Delta Brae Housing]; (g) 260 approved m oney changers, engaged in buying and selling o f 
foreign currencies throughout the country up to a certain am ount determ ined by the 
Bangladesh Bank from time to time; (h) 658 authorized dealer branches in foreign 
exchange o f  both local and foreign commercial banks, (i) 64 insurance com panies (46 
general insurer including 1 state-owned and 18 life insurer with the state-ow ned one), and 
(i) 2 Stock Exchanges, namely the Dhaka Stock Exchange (DSE) and C hittagong Stock 
Exchanges (CSE). The structure o f  the formal financial system  in Bangladesh is 
schematically illustrated in figure 4(iv) in annex 1.

Financial system o f  Bangladesh has been characterized as bank-based rather than a market- 
based one. The banking sector, mainly comprised o f  com m ercial banks (both traditional 
and Islamic), dominates the financial system with about 97%  o f  total assets. The 
specialized/developm ent financial institutions (DFIs) provide long-term  debt, equity and 
lease financing. The largest portion o f business financing and the core financial services are 
provided by the banking system. The capital m arket, on the other hand, is an infant one at 
both o f its securities and non-securities segments. The securities segm ent consists o f  two 
stock exchanges-Dhaka Stock Exchange Ltd and Chittagong Stock Exchange Ltd. fhe 
non-securities segm ent embraces the institutional investors, w hich are small in num ber and 
their list includes the leasing com panies, investm ent bankers, m erchant bankers, insurance 
companies and mutual funds. Commercial and specialized banks play a rigorous role in the 
economy through their medium  and long-term lending in addition to m oney market 
performances and thereby heavily supplem ent the country's sm all institutional investors 
market. The pension and provident funds for public servants and those for private sector 
employees, though w ork as sources o f  capital, are yet to be visible as institutional 
investors. Unlike the developed countries, the pension and provided funds are prohibited or 
restricted to invest in the stock market. Deepening o f  capital m arket has started to get 
momentum with the establishm ent o f the Securities and Exchange C om m ission (SEC) in 
1993 as the regulator and facilitator o f the country’s stock/securities m arket. Side by side 
with the increases in the num ber o f  non-bank financial institutions, a Central Depository 
has been established and private sector mutual funds are floated in the securities market. 
The developm ent o f  the capital market, however, is slower and the m arket remain as an 
under perfonning one, which in turn, prompted the dom inance o f  the banking system in the 
country’s financial sector. The recently established Central D epository adds a new dynamic 
to the operations and settlem ent system in the stock market.
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The governm ent-m anaged Post Office Savings Bank Scheme and Postal Life Insurance are 
less dom inating financial institutions in the country. These are in operation as separate 
entities. Funds accum ulated by the Post Office Savings Bank and Postal Life Insurance 
system norm ally constitute public debt. State provident fund and state and private pension 
funds are under-capitalized and are seldom treated as capital m arket products such as 
financial instruments. Governm ent o f  Bangladesh (GOB) issued bonds o f dilTerent 
maturity for general as well as special purposes, such as recapitalization o f  state-owned 
banks and other public entities, and as guarantee against the borrow ing o f  various public 
sector enterprises. There was no secondary m arket for governm ent bonds before July
2003. As a result, these government or treasury bonds were not at all tradable on the stock 
exchanges. Very recently in July 2003, secondary m arket to a lim ited scale has been 
introduced for 5 and 10-year government bonds, which are now on trading. Governm ent 
treasury bills are short and medium term m oney m arket instrum ents, which are used as 
special purpose vehicles for financiering governmental budgetary deficits and by the 
country's central bank as monetary managem ent tools.

The formal financial system in Bangladesh also em braces the country's Co-operative Bank 
and co-operative credit societies. There are now 145,000 co-operative societies in 
Bangladesh, a great majority o f  which are farmer and agro-farm  co-operatives, 35 o f  them 
are credit co-operative societies with total resources o f  Tk. 164.00 m illion (Islam, 1999). 
Bangladesh Samabaya Bank Ltd is the apex institution o f  the co-operative sector in the 
country.

4.7.2 Financial System and Financial Intermediation in Bangladesh

In spite o f  having a deep financial structure with a rem arkable num ber o f  com m ercial 
banks, non-banks, insurance companies and other linked and allied financial institutions, 
the financial system o f  Bangladesh is yet to be able to provide an efficient financial 
intermediation process. Lack o f  good governance** in the banking industry, poor legal 
enforcement, political pressures and directed lending (som etim es forced/pressurized 
lending), excessive public borrowings from the banking system  and diversion o f  funds 
from the banking system to unproductive uses by other m eans, loan rem ission and 
remission-borne unwillingness to repay loans, unethical conducts o f  bankers and lower 
integrity in the demand side o f banking services have fuelled the creation o f  huge arrears in 
loan accounts. The larger differentials between interest rates on deposits and lending have 
weakened the com petitiveness in the money market. D iscrim inatory taxation for banks 
above the usual corporate tax structure also negatively im pact the perform ance and 
profitability o f  the banking com panies in Bangladesh. .

The banking sector in the country has also registered further deteriorations in capital 
inadequacies, non-perfom iing loans and huge provision shortfall over the last decade. 
Declining trend in profit per em ployee and upward trend in liquidity holding by the banks 
indicate their operational inefficiencies. On the other hand, increased public sector 
borrowing from the banking system expresses governm ent’s excessive dependence on the 
domestic financial m arket for financing budgetary deficits, w hich in turn, creates shortage

'* Good governance in banking refers to promoting a good governance structure and practice, which ensures 
(hat there is fairness, accountability and transparency in the w ay a bank and the entire banking system 
operates.
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in supply o f  funds for private sector investments. Unlike in the developed counm es, the 
NBFIs are yet to play crucial role in the capital m arket developm ent, keep aside their 
perform ance to get a perm anent foothold. According to the estim ate made by Bossone, 
Honohan and Long (2001), the financial system with total size, m easured in term s o f  broad 
money (M 2), o f  less than SI 0 billion is extremely small and their num ber is now 60. On 
the other hand, about two in three o f the W orld Bank's m em ber states, or 120 countries 
have financial system s, whose Ma is less than $ 10.0  billion, a sum exceeded by many 
hundreds o f  individual banks in industrialized countries. The aggregate assets o f  the 
banking systems in all o f these countries together are only $600.0 billion.

Financial services in small financial systems are tended to be more lim ited in scope, more 
expensive, and poorer in quality than those in large systems. Small size makes it more 
difficult to diversify risks to maintain substantial liquidity and regulation and supervision 
less expensive. Since the mid-1990s, Bangladesh has the size o f  its M 2 over $10.0 billion 
with a population o f  over 110.0 m illion (table 4.6). So the financial system o f  Bangladesh 
can be identified as an average rather than a smaller one.

Tabic 4.6: Growth in Broad Mopey (Mi) in Bangladesh
Financial Y ear

1994-95
1995-96
1996-97
1997-98
1998-99
1999-00
2000-01
2001-02
2002-03
2003-04
2004-05

Mi
tn Billion U SD

10.52
11.21
11.88
12 .29
1 3 . 1 1
1 4 . 8 6

16 .12
17 . 1 7
19.69
22.02
24.69

Notes: Converted from Taka applying yearly average U SD A 'K  exchange rates

It is thus expected that the financial intermediation process run and the financial services 
provided by the financial system in the country w ould be sound and efficient. The real 
situation, however, is quite unsatisfactory (see table 4.4 in annex 1). It can be observed in 
this table that banking system in the country has been suffering from capital inadequacy 
below the required ratio o f 8 percent up to 2002. The capital adequacy ratio (CAR) has 
been enhanced to 9 percent o f  the banks total risk weighted assets in 2004; how ever, there 
were again deficits in the same.

It is im perative to mention here that the flow or growth in M j (broad m oney) is highly 
influenced by the banking system. M 2 is a monetary aggregate is the sum o f  M |, deposits 
with an agreed maturity o f up to two years and deposits redeem able at notice o f  up to three 
months. And Mi is: currency i.e. banknotes and coins, plus overnight deposits. All are 
items in the balance sheet o f  the banking system. They m ay be taken firom either side (since 
credit series, which are banking assets, are som etim es labelled m onetary aggregates) but 
are norm ally taken from the liabilities side. In the balance sheet o f  the deposit m oney banks 
(DM Bs) or m onetary financial institutions (M FIs), the liabilities item s are ordered, starting 
with very narrow definitions o f  money (such as notes and coin) and gradually widening 
through various types o f  bank accounts (e.g. dem and/sight deposits, term  deposits) to very 
board items which include sophisticated products like financial derivatives. Changes and 
developm ents in the financial/banking system such as financial innovations etc impact the 
growth pattern o f  m onetary aggregates. Monetary aggregates are com piled by central banks 
on the basis o f  surveys in m onetary and financial institutions, particularly m oney creating
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ones. Monetary aggregates measure the amount o f money circulating in an economy and 
are always expressed in current price (“nom inal” term s) because the am ount o f  money 
required by an econom y reflects current levels o f  econom ic activity and price. 
Consolidated balance sheet o f  the monetary financial institutions sector provides a 
complete and hom ogeneous coverage o f those financial interm ediaries that are considered 
to be money creating within the country. The principal aim  is to provide the country’s 
central bank or monetary authority with a com prehensive statistical picture o f  monetary 
and financial developm ents in the economy. M ethods use in calculating the M2 or other 
monetary aggregates are different and country-specific, and coverages are also different. 
The tools used to im plem ent monetary policy, more concretly the m oney supply are mainly 
interest rate and revision o f  the statutory ratios for banks under the fractional reserve 
banking system. M oreover, the whole process o f  m onetary policy form ulation and 
implementation is done through the banking system  and therefore, grow th in or flow o f 
monetary aggregates including M 2 is influenced thereby.

4.7.3 Payments System  in Bangladesh

The paym ent system as a whole is crucial to economic stability. One o f  the hallm arks o f a 
modem m arket economy is the ease of, and mechanism  for settling business and personal 
transactions through acceptable medium o f exchange or paym ents system. Efficient 
payment systems require instruments for smooth, accurate and tim ely exchange o f  assets 
and services between economic units. The im portance o f  the paym ent system  m ainly stems 
from their role in the financial sector. The objective o f  having a sound paym ent system is 
to reduce financial risks and increase reliability and speed and, m aking the financial system 
capable o f  coping with the changes in domestic and global financial markets, A  sound 
paym ent system is, on the other hand, important that it enables the m onetary authorities to 
work with powerful and effective tools. The paym ent system s facilitate the m onetary 
transmission and m oney m ultiplier effects to take place in the econom y. It helps increase 
the velocity o f  cash money and make possible for banks to create credit or bank money. A 
sound paym ent system adds effectiveness in inter-bank funds transfers with no or minimal 
payment risks and easy fund management techniques. An innovative paym ents system 
offers new services in banking in particular and the financial sector in general. M odem  and 
efficient paym ent systems have now largely reduced the use o f  cash m oney, rather based 
on non-cash electronic transfer and settlement systems.

Like other components o f financial market, the paym ents system  in Bangladesh continued 
to remain shallow for long. The establishment o f  the Bangladesh Bank (BB) as the central 
bank o f Bangladesh gave a boost to the development o f  the paym ents system  in the country 
in respect o f  issuance o f  legal tender money and establishm ent o f  a bankers’ clearinghouse. 
Being em powered and entrusted by the Bangladesh Bank O rder 1972 (Presidential Order 
No. 127 o f  1972), Bangladesh Bank solely issues the currency and thus responsible for 
printing notes and m inting coins, ensure their supply into the econom y and regulation 
thereon. O ther laws relating to paym ent system m anagem ent by central bank are (i) The 
Negotiable Instrum ents Act 1881, (ii) The Banking Com panies A ct 1991 and (iii) The 
Treasury Rules and Subsidiary Rules o f 1944 (as am ended in 1957 and 1998).

There are two types o f  paym ents system in operation in Bangladesh: cash paym ents and 
non-cash payments. Cash is still the major means o f  paym ent in Bangladesh and cash 
transactions occupy the larger part o f  paym ent system in the country, w hich is alm ost 90 
percent o f  the total transactions. Checks form the second m ost im portant paym ent 
instrument. Non-cash paym ent instruments include bank cheques, drafts, paym ent orders, 
bills etc. Apart from traditional non-cash paym ent instrum ents like cheques, drafts etc.,
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card or plastic based paym ent instmm ents such as credit card, debit card and ATM 
transactions are gaining preference. Card based transactions facility is lim ited to some 
selected urban areas only. To make prom pt payments against high value instruments o f 
Taka 0.5 million and above, a same day clearing system has been introduced in Dhaka in
2004, but other parts o f  the country still remain uncovered. Recent transaction pattern 
shows that the non-cash paym ents have been p in in g  preferences. During the financial 
year 2004-05, the total am ount of transactions^ in all the clearing houses in the country 
stood at Taka 2,923,941.7 million in place o f Taka 2,673,546.1 million in 2003-04, The 
average nominal value o f  m onthly clearinghouse transactions stood at Taka 243,661.6 
million, registering an increase o f  Taka 20,866.3 m illion or 9.4 percent (Bangladesh Bank, 
2004).

The domestic clearinghouses settle inter-bank claims arise through the draw ing process of 
cheques, drafts, pay orders, inward and outward bills collection or in any other form by one 
bank on another. Various contractual obligations are also settled through the clearing 
system. To enhance their usage, Bangladesh Bank (BB) prom oted the establishm ent o f  
inter-bank clearing system and other credit instrum ents for banks carrying out business in 
Bangladesh. The inter-bank clearing system was established in Dhaka in 1973 and 
subsequently and gradually in other 38 district headquarters in the country and now totaled 
39. Nine branch offices o f  BB led the operations o f  the clearinghouses in their respective 
functional jurisdictions. In other district headquarters w here there is no office o f 
Bangladesh Bank, designated branches/offices o f Sonali Bank as tbe agents o f  the BB 
conduct the operations o f  the rest clearinghouses. Besides, the head offices o f  the banks in 
Bangladesh maintain their local currency clearing accounts (current accounts) with 
Bangladesh Bank. Settlement o f mutual claims o f banks that arise from inter-bank money 
market, especially call m oney m arket transactions are adjusted or met up through their 
Taka clearing accounts with BB. Transactions and transfers betw een banks, and banks and 
Bangladesh Bank are effected through these accounts.

W ithdrawals or paym ents from checking custom er accounts are m ade through direct 
issuance o f c lean ^ea re r or crossed cheques (account payee). In case o f  private paym ents 
by custom ers, account transfers are frequently used. Paym ents and receipts against crossed 
cheques are usually settled through the bank accounts o f  the concerned parties either 
through the clearinghouses where the facility is available or by inter-bank bills collection 
(IBC) process within the boundary o f  Bangladesh. In case o f  IBC from distant places 
within the country, the collecting or beneficiary bank send the instrum ent to their branch 
(s) or operating offices in the respective areas. The local branch/office collects the proceeds 
through locally conducted clearinghouse if  available, or through presenting the instrum ent 
directly to the paying bank. In case o f  collection o f  cross-boarder or foreign currency 
cheques and drafts, the domestic beneficiary banks present the instrum ent to the paying 
banks in foreign m arket through their foreign correspondents and som etim es through the 
central bank. On realization, the collecting banks credit the ultim ate beneficiaries’ account 
with the am ount collected after deduction o f com m issions/changes. In such cases where 
the domestic beneficiary banks do not have their correspondents in the respective foreign 
market, foreign collections are made through Bangladesh Bank. Bangladesh Bank sends 
the instruments to the respective country’s central bank. The foreign central banks collect 
the proceeds from the paying bank in that country and advise the Bangladesh Bank of 
crediting its account for the collected amounts with foreign counterparts. U pon receiving

 ̂Amount o f  transactions mentioned in this section are adopted from Annual Reports o f  Bangladesh Bank, 
and percentages are calculated by the author.
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the collection-advice, Bangladesh Bank credits the concerned beneficiary bank’s foreign 
currency clearing (FC) account maintained with it and advices the payee banks 
accordingly. The concerned commercial banks then m ake necessary credit entries to the 
ultimate beneficiaries’ accounts. Banks o f  their own or for their clients follow the same 
procedures while m aking outward payments and receiving inward paym ents. Though very 
limited, postal m oney order system in the countiy also plays a supplem entary role in the 
functioning o f the national paym ent system. The paym ent system tools available in 
Bangladesh are bank cheques, pay order, traditional mail transfer (M T), telegraphic 
transfers (TT), dem and drafts (DD), and newly introduced bankcards such as credit cards, 
debit cards, m aster cards, visa cards and very recently adopted shared-A utom ated Teller 
Machines (ATM).

Uses o f various paym ent cards (debit and credit and other paper/plastic-based instruments) 
as mentioned above are currently limited in coverage. This restriction is im posed to  prevent 
their probable m isuses. Bangladesh has now getting com m unicated to electronic fund 
transfer system (EFT), particularly in receiving funds from foreign destinations. However, 
trade paym ents, either inward or outward, are not perm itted outside the banking channel. 
Trade related paym ents are to be received or m ade through the banking system. W orldwide 
renowned m oney transfer com panies such as W estern Union, M oney G ram , Travelex, etc., 
are sending rem ittances to Bangladesh, especially the rem ittances o f  expatriate 
Bangladeshis living/working abroad. As per Bangladesh B ank’s (2006) record, more than 
one hundred m oney transferors/rem ittance companies are sending rem ittances to 
Bangladesh through the commercial banks by virtue o f  which, paym ents system o f the 
country has been benefiting greatly in terms o f  both liquidity and enhanced financial 
intermediation.

Bangladesh Bank operates two other payment systems, one for high value and time critical 
transactions, and the other for foreign currency instrum ents drawn by com m ercial banks on 
one another. Bangladesh Bank checks are used for large value transfers. The turnover o f  
such checks is less than a hundred per day although they can be time critical requiring 
immediate credit. As the banker to the government, the B angladesh Bank settles the 
government accounts, including paym ents relating to treasury bills. The stock exchanges 
operate a paym ent system for clearing and settlement o f private equities and corporate debt. 
The m ulti-structural paym ents systems owned and operated by several institutions are 
segmented and complex. Through its supervisory role o f the com m ercial banks, 
Bangladesh Bank directly and in many cases indirectly oversees the various systems, 
except the paym ents and settlements o f private securities, which is regulated and 
supervised by the Securities and Exchange Com m ission (SEC).

Due to introduction o f com puter technology based paym ent weapons, especially the ATM 
in the country, international bank-cardholders can w ithdraw  m oney in Bangladesh that are 
sourced from overseas destinations. Currently, the ATM service for cash withdraw als and 
balance checking is provided by banks on shared-basis for 24-hours a day. O ther advance 
payment services such as movement o f funds am ong accounts, deposits o f  cash or cheque 
and settlement o f  financial obligations are yet to commence. How ever, the ATM  service is 
now available in Dhaka and Chittagong-the two m ajor cities o f  the country.

The informal rem ittance process greatly helps in enhancing the efficiency o f  the country’s 
payments system. Informal domestic remittances are channeled through friends, relatives, 
family m embers and neighbors, in addition to personal carryings. The informal value 
transfer system (IVTS), or alternative remittance transfers, w idely know n as ‘H undi’,
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though prohibited by law are largely used in receiving funds into and transferring funds 
from the country. Dom estic courier service providers are now increasingly engaged in 
informal money transfers. The inter-district transport com panies are also providing 
domestic remittance services either for fees or as bonus/prem ium  service to the passengers.

The BB has been acting alone or sometimes in concert with the bankers to develop the 
country’s financial system, but paying less im portance for im proving the paym ents system. 
Legitimate restrictions have been imposed on using dud cheques and provisions o f 
punishment also made for such activity. The Bankruptcy and Anti-M oney Laundering Acts 
are in force in the country to discourage the use o f  dud cheques, w hich enhance confidence 
in the usage o f  cheques in transactions. The Bankruptcy Act, on the other hand, was 
enacted as part o f  the overall objective o f instilling discipline in the m anagem ent o f 
personal affairs and ensures an orderly growth and developm ent in the econom y. The main 
objective o f  adopting Anti-m oney Laundering law is to prevent illegal and unusual transfer 
o f  funds.

Bangladesh Bank took measures to improve the paym ents system  by m inim izing settlem ent 
delays, provide same day clearing and settlem ent o f high value inter-bank transfers and 
payments. Generally, the use o f cheques and drafts has grown over tim e because o f their 
obvious advantages over paym ent by cash, which include suitability for distant/^large 
payments, safety and docum entary evidence o f  payments. In addition, international 
transactions have been facilitated through the use o f  instrum ents such as telegraphic 
transfer, SW IFT, letters o f  credit and bills o f  exchange and other electronic devices.

However, the paym ent system o f  Bangladesh is not well architected. The inter-bank 
collections are time consum ing and expensive. Due to technological backw ardness, the 
inter-bank clearing system in the country is far behind to be efficient especially in district 
level operations. The coverage o f  the inter-bank clearinghouse is lim ited to defined areas 
leaving the rural branches o f  banks and the local people under-served. For the same reason, 
functions o f  EFT system are ineffective in semi-urban and rural areas. Lack o f  autom ation 
makes the country’s paym ent system costly both in term s o f  tim e, effectiveness and risk 
factors. The paym ent system  infrastructure is weak in Bangladesh and does not support 
efficient and safe paym ents. Cash transactions are cum bersom e and subject to m ishandling, 
fraud and theft. Some non-economic factors are also liable for delay in paym ent 
settlements. The lack o f  well-connected road networks and vehicle facilities continue to 
delay the presentation o f  physical checks to respective clearing centers on time. Except for 
a few foreign and domestic private banks, many o f  the com m ercial banks in the counhy are 
not connected on-line. The Bangladesh Bank is not on-line with its own branch offices. The 
prevailing legal framework is inadequate in dealing with explicit responsibilities for 
operating the different paym ent systems and overseeing them. U ndocum ented rules are 
followed by custom  or consensus. There is no legal basis for determ ining the finality and 
irrevocability o f  transactions or for electronic fund transfers.

The paym ent system can be viewed in two groups: RTGS (Real Tim e G ross Settlement) 
system and Deferred Settlem ent (or Netting) system). RTGS system  is usually owned by 
central banks and used for high-value payment. They do not bear any credit risk as 
payments are settled in real-time. The well-designed queuing m echanism s and the use o f 
daylight overdraft facilities m ay resolve the liquidity risk problem  that exists in such 
system. On the other hand, a credit risk exists in the netting system  since the settlem ent is 
deferred.
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IV .

V .

vi.

v ii.

In order to encourage developm ent o f  effective and reliable paym ent system s in all 
countries, Com mittee for Payment and Settlement System, w orking under the BIS, initiated 
a study in 1998 to determ ine what principles should govern the design and operation o f 
paym ent system. The C om m ittee’s recommendations have been accepted by the BIS as the 
“Core Principles for System ically Important Payment Systems” , and all central banks are 
urged to follow suit them. The set o f core principles includes:

i. T h e  p aym en t system  should  h ave  a w e ll-fo u n d e d  le g a l b a s is  u n d er a ll re levan t 

ju r isd ic tio n s ;
ii. T h e  sy s te m ’ s  ru les  and p ro ced ures sh ou ld  enab le  p artic ip an ts  to h ave  a c le a r 

understanding o f  the sy ste m ’ s im pact on each  o f  the fin an cia l risk s  th ey  in cur through

p articipation  in it; .
iii. T h e system  sh ould  h a ve  c le a rly  d efm ed  p ro ced u res fo r tlie m an agem en t o f  cred it risks  

and liq u id ity  r isk s , w h ich  sp e c ify  the re sp e ctiv e  re sp o n sib ilit ie s  o f  the sy ste m  operator 
and the p artic ipan ts and w h ich  p ro v id e  appropriate  in cen tives  to  m an age  and contain  

those risk s ;
T lie  system  sh ou ld  p ro vid e  prom pt fin a l settlem ent on the d a y  o f  v a lu e , p re fe ra b ly  

d u rin g the d a y  and at a  m in im um  at the end o f  the d a y ;
A  system , in  w h ich  m ultilateral n etting tak es p la c e , sh o u ld , at m in im u m , b e  ca p a b le  o f  
en su rin g  the tim e ly  com p letion  o f  d a ily  settlem ents in  the e ven t o f  an in a b ility  to settle 

b y  the p articipan t w ith  the largest s in g le  settlem ent o b lig atio n ,
A sse ts  used fo r settlem ent should  p re fe ra b ly  b e  a  c la im  on  Uie central b an k ; w h ere  

other assets  are u sed , tliey  should  carry  little or no cred it risk .
T h e  system  sh ould  ensure a h igh  d egree  o f  secu rity  and op eratio n a l re lia b ility  and 

s liou ld  h ave  co n tin g en cy  arrangem ent fo r tim ely  co m p letio n  o f  d a ily  p ro c e ss in g ;
v iii. T h e  system  sh o u ld  p ro v id e  a m eans o f  m ak in g  p a y m e n ts , w h ich  is  p ractica l fo r  its 

users and e ffic ie n t fo r Hie eco n o m y;
ix . T h e  sy stem  sh ould  h a v e  an o b jective  and p u b lic ly  d isc lo se d  c r ite ria  fo r partic ipatio n , 

w h ich  perm it fa ir  and open  a c c e ss ; and
X . T h e  sy s te m ’ s g o v ern an ce  arrangem ents sh ou ld  b e  e ffe c t iv e , acco u n tab le  and 

transparent.

Screening o f current structure o f  paym ents system in Bangladesh on the basis o f the above 
principles does not satisfy its maturity and robustness characteristics. The level o f  capacity 
o f  payments system in Bangladesh is not satisfactory in providing m aturity and liquidity 
interniediation services to the economy.

Banks in Bangladesh hardly took research and developm ent (R& D) initiatives to bring new 
and innovative paym ent instrum ents that can help in m odernizing the paym ent system. 
W hereas, in developed financial systems, banking enjoy a near m onopolistic position in the 
worid o f  payments. Some analysts argue that this business o f  creation and innovation o f 
money m arket and paym ent system instruments contribute 40-50 percent o f  a bank’s 
income. So it is not surprising that the banking industry is very active in developing this 
evolving franchise in order to al least maintain its lead and protect the revenue streams. 
Clearly, over reliance on paper paym ent method is not sustainable in the ongoing changing 
financial world. So the challenge is clear: and banks in advanced countries are now rushing 
to create the new revenue streams firom electronic paym ent services in order to protect their 
profits but more im portantly, secure the banking industry’s position as custodian o f  the 
world payments. These developments led the financial sector to the idea o f  transferring 
funds in a faster, safer and more reliable way. Com bining this idea w ith the use o f  rapidly 
growing electronic and com puter technology resulted in the concept o f “electronic 
paym ent”, which consequently triggered developm ent o f paym ent system  throughout the 
globe.
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Administering paym ent system is an important function o f central banks, w h i c h  lubricates 
the functioning o f a country’s financial system and for a successful application o f  the 
monetary policies. M oreover, cross-border connections o f  the paym ent system become 
essential for developm ent o f a country and for attracting foreign capital and foreign 
investors. Bangladesh lacks such a developed paym ent system. To attain efficiency in cash 
management, loss prevention, and receivables m anagem ent with a net reduction in 
operating costs, Bangladesh should adopt automated, precise, and reliable paym ent system.

4.7.4 MFIs and Informal Financial System
More than three thousand non-government organizations (NGOs) and m icro finance 
institutions (M FIs) operate in Bangladesh mostly with group-based m icro credit programs. 
The MFIs provide credit to the poor, more especially to the disadvantaged wom en in rural 
areas o f the country. Palli Karma Shahayak Foundation (PKSF), a fully governm ent-owned 
institution, is engaged in funding the MFIs. The NGOs and N G O -tum ed M FIs are 
prohibited to receive public deposits, however, perm itted to take sm all deposits from their 
borrower-mem bers against their loan accounts. Despite the anti-poverty m icro credit 
activity o f  MFIs that serve a sizable part o f the poor in the country with financial services, 
they are yet to be recognized as formal financial institutions, A separate regulatory body is 
yet to be set up for the recently emerged micro credit niche o f  the country’s financial 
sector. The m icro finance performance o f  Gram een Bank and som e other large 
M FIs/NGOs is fram ed in table 4.7 (in annex 1). Table 4.7 and graph 4.1 dem onstrate the 
progresses in m icro finance situation in Bangladesh. The increasing outstanding in the 
market also refiects the greater demand for micro credit.

G ra p h  4 , 1 .M icro Finance A ctivity

■ Total Disbursement 
•T o ta l recovery 

Loans outstanding

Years

rhere is a significant presence o f non-institutional or informal financial agents such as 
moneylenders, pawnbrokers and intra-family m oney transfers in Bangladesh. 
M oneylenders, locally called mahajans, are different types o f  local and alien rural 
financiers including professional moneylenders, other itinerant lenders, landlords and
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agriculturists, m erchants and traders, agents and brokers, and even staffs o f  autonom ous 
and government establishm ents, pleaders, priests, w idows and shopkeepers. Informal mral 
finance markets enable flows o f  funds and transfer o f rural financial assets through 
relatively localized transactions in money, and real goods and services. Informal financial 
markets also exist in urban areas, but are more prom inent in rural areas where institutional 
sources o f  finance are either absent or insufficient to cater to the needs o f local 
professionals o f  different categories (Azad, 2003). A m cntionable num ber o f  profit- 
motivated cooperative credit societies are now seen elsew here in the country, which also 
form the part o f  informal financial system. Besides, there are about 9 non-scheduled banks 
working at different places in the country outside the formal financial regulatory and 
supervisory system. However, their operations are extrem ely lim ited and insignificant.

4.7.5 Peculiarities of Financial System in Bangladesh

The state o f  financial systems in developed countries and that o f  Bangladesh reviewed 
above produces some peculiarities o f  the later one. In Bangladesh, a key vulnerabihty to 
the financial system in general and the banking sector in particular, is the problem  o f non
performing assets, which has been limiting the scope for more active lending and balance 
sheet expansion by necessitating higher provisioning. The building-up o f  non-perform ing 
assets today reflects a past failure o f corporate governance. The boards o f  directors o f  the 
banks did not exercise sufficient vigilance in ensuring adequate credit m anagem ent 
practice: from loan underwriting standards, to adm inistration, grading and provisioning, 
and timely remedial management. On the other hand, the fragility o f  capital inadequacy has 
stemmed from a lack o f  foresight and willingness to m obilize capital com m ensurate to the 
businesses. It is reflective o f  a short-term perspective that the banking industry has paid 
unduly higher focuses on returns, but insufficient attention to risks.

Up to this point, the financial system o f Bangladesh m anifests m oderate stability, but 
lagged soundness. The com parative descriptions m ade before have produced the country’s 
financial system with the following peculiarities, which have been im peding the 
developm ent o f  an efficient financial system in the country;

o  F in an c ia l sy stem  in B a n g la d e sh  is sh a llo w , n o ta b ly  m ore so  tlian fin a n c ia l sy s tem s in  n e w ly  

in d u stria lized  A s ia n  cou n tries; 
o  F in an cia l system  is n arrow , w ith  the b an k in g  secto r b e in g , b y  fa r , the pred om inant part and 

the in tra-sector com p etition ; is v e ry  h igh ; 
o  C ap ita l b a se  o f  the state-ow n ed  b anks and non -bank fin a n c ia l institutions such  as p ension  

funds and in suran ce co m p an ies  is g en era lly  lo w , ren d erin g  th ese in stitutions h ig h ly  geared ; 

o  In tra-sector activ ity  in the fin a n c ia l system  is v e ry  lim ited ,
o  T h e  re la tive  im portance o f  se m i-fo m ia l and iiifo m ia l fin an cia l m ech an ism  and institutions 

is  p articu larly  u n exp lo red ; 
o  T lie  pension /providen t funds are  requ ired  to b e  in vested  in go vern m en t b ills/b on d s, but 

restricted  to in vest in cap ita l m arket secu rities ; 
o  T h e  nationalized  com m ercia l b an ks are under d u al regu latio n  and adm in istration  both b y  

B a n g la d e sh  B a n k  and the m in istry  o f  fin an ce ; 
o  T h e  corporate entities are reluctant to h o ld  annual gen era l m eetin g  and d eclare  d iv id en d : 

o  P u blic  secto r enterprises are habituated in k e e p in g  them  re fra in ed  firom p a y in g  b an k  loans 

or funds p ro v id ed  b y  the g o ven m ien t througli b u d getary  p ro v is io n s ; 
o  T lie  m o n ey  and fo re ig n  e xch an g e  m arket la c k  co m m ercia l p ap ers  as fin a n c ia l instrum ents; 

o  T h e  fin an c ia l sy stem  d o es not fo ster tlie d eve lo p m en t o f  hum an resou rce/hu m an cap ita l; 

o  T h e  cred it system  in the cou n try  is se rio u sly  a fflic te d  b y  n o n -p erfo rm in g  lo a n s  p articu larly  

the b an k in g  sector;
o  D efic its  in cap ital ad e q u a c y  ratio and re-cap ita lization  o f  N C B s  b y  the govern m en t;
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o  T h e  b a n k in g  sy stem  su ffe rs  from  e x it  b arrier; * . u * f
o  R e m issio n  o f  defau lt lo an s b y  the governm ent en cou rag e  lo an  n o n -rep aym en t habit ot

b o rro w ers, w h ich  in turn, h e lp s in crease  tlie n o n -p erfo m iin g  lo an s m the b a n k in g  system , 
o  W eak internal g o v ern an ce  in b an ks and other finan cial in stitu tion s en co u rag e  unusual and

un ethical p rac tices  in b an k in g ; . . . . .  ,
o  F in an c ia l m arket o f  the cou ntry  su ffe rs  fro m  the a b sen c e  o f  s tro n g  institutional in vesto rs ,

o  G overn m en t d e fic it  fin an cin g  d irectly  from  the b an k in g  system ;
o  In e ffic ie n c y  o f  the institutions and m arkets due to lack  o f  co m p etitio n , in ad equate  a c c e ss  to

tech n o lo gy  and k n o w -h o w  and d iffu sed  in cen tives that ren der fin an c ia l secto r activ ity

un d u ly  e x p e n s iv e ; 
o  W eak  g o v ern an ce  in fin an cia l institutions; 
o  O verlap p in g  ro le  o f  the S E C  and B an g lad esh  B a n k
o  O u t-cro w d in g  e ffe c t  from  bad  loan situation and fisc a l d e fic it  o f  the go vern m en t

o  D o m in an ce  o f  N C B s
o  C u m b erso m e in form ation  system

o  In sig n ific an t no n -ban k in g  sector
o  A b se n c e  o f  arbitration  institutions
o  L a c k  o f  exp erien ced  p ro fessio n a ls

o  A b se n c e  o f  credit ratin g  agen c ies
o  In s ig n ific an t research  and d evelop m en t ( R & D )  in itia tives , e s p e c ia lly  in fin an c ia l m arkets 
o  V e r y  lim ited  sco p e  fo r secon d ary  m arket trad in g o f  go vern m en t debt instrum ents/bonds

o  In fe rio r in terest rate structure , , r  -
o  F ra g ile  fin a n c ia l sy stem  b ecau se  o f  w e a k n e sse s  in g o v e rn a n ce  and la c k  o f  ap propriate 

reg u latio n  and su p erv is io n  that enhance their su sce p tib ility  to sh o ck s  
o  N o  le g a l and ad m in istrative  sa fegu ard  fo r b an k  and other fin a n c ia l su p erv iso rs

M oreover, the financial system o f the country is often fragm ented. Lack o f  inform ation and 
financial linkages between institutions and m arkets and the users im pairs the system ’s 
efficiency in allocating resources.
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Chapter 5 

Financial Markets

5.1 D efin ition , S tructures and Functions

A financial market* is as an institutional mechanism created by society to channel savings 
and other financial services to those individuals and institutions that are willing to pay for it 
{Rose, 1994). M ore specifically, a financial market is an environm ent where various types 
o f  financial entities such as equities, currencies, money, bonds, com m odities and energy, as 
well as derivatives o f  their base entities such as forwards, futures, options and swaps are 
bought and sold under a set o f rules. A  m arket for a particular entity exists when there are 
enough buyers and sellers to  influence its liquidity.

Financial markets are interconnecting structures in w hich the relationships am ong other 
economic sectors are established; they constitute a vital part o f  the institutional setting 
within which other economic structures operate. Efficiency o f  financial markets has a 
powerful impact upon the health o f  a nation’s economy. I f  a financial m arket is inefficient, 
credit becomes more costly and less available. I f  a financial m arket is to work efficiently, 
the public m ust have confidence in the financial institutions and instrum ents o f  that market, 
and be willing to commit their savings to them. D eveloped econom ies are so dependent on 
the proper fiinctioning o f  their financial markets that a breakdow n can be disastrous. 
Instability o f  the financial m arket in a country has reverberant effects on its financial 
system, leading to crisis and economic slumps.

Traditionally, financial markets are decomposed into m oney and capital markets. The 
financial markets also include markets for foreign exchange and a variety o f  futures 
markets. The market for foreign exchange is an important m arket as far as m acroeconom ics 
is concerned, but futures m arket, in which two people agrees on a price at which a future 
delivery will be made, are o f  lesser importance for m acroeconom ics. Financial markets 
that encompass the terms that refer to all international or m ultinational m arkets for short, 
medium, and long-term  securities, loans, forward and swap contracts, financial futures, and 
foreign currencies. Financial assets and financial securities^ are traded in financial markets 
where the financial claim s are also settled. Buyers and sellers m ake and settle financial 
transactions in financial markets directly or via intermediaries. At the same time, financial 
markets facilitate m obilization o f  funds and their investm ent, and provide tools for 
handling various risks.

‘  Historically, markets have been physical places, a trading floor for exam ple. Increasingly they are becoming 
electronic ‘ places’ where traders use computer terminals to communicate their buy/sell requirements and to 
conclude the trades.

’  A financial security is a contract between the buyer and seller o f the security that specifies future cash flow s 
o f the security, timing/maturity (how long the contract lasts) and the price the buyer pays to the seller. For 
certain type o f financial securities, for example, swaps, the market determines the buyer’ s and sell’ s role by 
convention - for example, the buyer in a  fixed-for-floating interest rate swap is the fixed rate payer.
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Financial markets m ake their primary profits through transacting in financial assets. The 
financial institutions and other financial and non-financial participating institutions play 
crucial roles in financial m arkets through the creation and/or exchange o f financial assets. 
The participating financial institutions in the financial m arkets in general are commercial 
banks, developm ent financial institutions, investm ent bankers, specialized banks, discount 
brokers, dealers, venture capital companies, insurance com panies, pension funds, com plex 
multi-functioning financial and non-bank financial institutions such as leasing com panies, 
house building finance com panies, building societies and other institutional and non- 
institutional financial intermediaries. The list o f m ost im portant financial instruments 
include shares and debenture, deposits, bonds, futures and swaps, and other techniques 
through which the m arkets and various players use these instrum ents in the financial 
system.

M ishkin (2004) notes that the evolution o f financial m arkets throughout the world, has 
resulted from an intricate interplay o f  three factors: chance, necessity, and design. 
Nevertheless, financial markets are inform ation based. It is im portant to understand the 
special nature o f financial markets relative to m arkets for real goods and services. The 
peculiar types o f  "asym metric information problem s” are intrinsically associated with
financial assets. M ishkin (2004) argues that these asym m etric inform ation problem s have
largely shaped the structure o f  financial m arkets in the past, and that the recent surge o f 
innovations in inform ation technology (IT), in particular, Internet-related IT is leading to a 
dramatic restructuring o f  financial markets today.

Financial markets usually perfom i the following basic functions:

(a) B o rro w in g  and L en d in g : F in an cia l m ark ets perm it the tran sfer o f  fu nd s (p u rch asin g  

p o w er) from  one agent to another fo r either in vestm ent o r  con su m p tion  p u rp o ses;
(b) P r ic e  D eterm in ation : F in an c ia l m arkets p ro v id e  v e h ic le s  b y  w h ich  p ric e s  are set fo r botli 

the n e w ly  issu ed  fin an cia l assets and the e x is t in g  sto ck  o f  fin a n c ia l a sse ts ;
(c) In fo rm atio n  A g g re g a tio n  and C oo rd in atio n ; F in a n c ia l m ark ets  a c t a s  co llec to rs  and 

a g g re g a to rs  o f  in form ation  about the v a lu e s  o f  fin an c ia l assets  and the f lo w  o f  flu id s from  

lend ers to b o rro w ers ;
(d) R is k  Sh arin g : F in a n c ia l m arkets a llo w  the tran sfer o f  r is k  firom tliose w h o  undertake 

in vestm en ts to those w h o  p ro v id e  funds fo r those in vestm en ts;
(e) L iq u id ity : F in an c ia l m arkets pro vid e  the h o ld ers  o f  fin a n c ia l a sse ts  w ith  the fa c ility  to 

re se ll o r  liqu id ate  th ese assets; and
(f) E f f ic ie n c y : F in a n c ia l m arkets reduce transaction  and in fo rm atio n  co sts , and m ake 

in form ation  a v a ila b le  to the p u b lic  and th ereb y  h e lp  in crease  m ark et e ff ic ie n c y  and 

public  aw aren ess.

5.2 Structure o f  F inancial M arkets: V aria tion s and  O ptim al S tru ctu re

The sfructure o f  a financial market refers to the systems, procedures and rules that 
determine how orders are handled and translated into trades and how  transaction prices are 
set. From this point o f  view, the micro-foundation o f  financial structure analysis is 
enormously important.

® Participating institutions in the financial markets are the buyers and sellers, which can be sub-divided into 
various roles. There are also indirect participants (who facilitate but do not buy or sell) such as, regulators, 
clearers, formation providers, brokers and intermediaries. Brokers form the main group o f intermediaries, 
whose business is to bring buyers and sellers together for coraraission.

’  Instrumeius can again be classified as: equity, debt, o r  e o n i m o d l t y ,  over the counter or exchange traded, cash or 
derivative, domestic o r  global, electronic o r  physical.
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The structural characteristics o f  a financial m arket affect its efficiency, stability, and 
capacity to function well in the event o f  increased stress. M arkets are said to exhibit good 
operating characteristics if  they are efficient and liquid, feature good price discovery and 
are relatively resilient and robust in the face o f  shocks. Financial stability can be 
enhanced through policies that prom ote appropriate (or, at least, not inappropnate) market 
structures. A nother im portant aspect o f market structure is its capacity to provide liquidity, 
which depends on the extent to which markets are centralized. N etw ork econom ics tells us 
that a market with the maximum number o f  potential counterparties will be the m ost liquid. 
On the other hand, in relatively decentralized m arkets such as most fixed-incom e markets, 
liquidity may not be a determ ining factor o f the structure o f  financial markets. In such 
cases, sweeping regulatory m easures to lim it m arket fragm entation m ay be inappropriate. 
The flow o f  information in markets is another structural characteristic that has implications 
for liquidity. A high level o f  transparency is a key com ponent in achieving fair, efficient, 
and liquid markets. Transparency seems to play a different role in d ifferent m arkets and 
certain types o f  transparency in markets that are characterized by infrequent and ‘lumpy 
order flows may actually introduce perverse, trade-lim iting incentives for participants.

The structure o f  financial markets differs widely throughout the world. The costs o f  
collecting and aggregating information, to a large extent, determ ine the types o f  financial 
market structures in different countries. The ongoing w orldwide deregulation and 
globalization, and the advances in information technology have continued to dramatically 
impact the structure o f domestic and international financial m arkets and the nature o f 
financial service firms. Similarly, the phenomenal growth o f  mutual funds, pension funds 
and central bank funds and the emergence o f  irmovative and new financial instrum ents are 
radically altering the financial services marketplace and introducing new service providers. 
These market trends have the effects on changing structural issues and developing business 
practices on fund suppliers. Financial service providers are now eager to increase the sales 
turnover and they offer their services at more com petitive prices. Consolidation and 
product convergence and their effect on the structure o f  m ultinational financial service 
providers also impact the structure o f financial markets. The integration and globalization 
o f financial m arkets featured by cross-border consolidations and international regulatory 
standards also impact the market structure. These developm ents in the structure and 
functions o f financial markets and the changes in their shapes increase the risk elem ents in 
the financial services industry. The governments and regulators around the w orid therefore, 
are to regularly evaluate their rapidly changing financial system s and the ways those 
systems influence national economies.

The changes in the structure o f  financial markets are also caused by abolition o f  fixed 
stock-broking com m issions in many developed countries including the U SA and UK, 
growth o f  world stock-markets, growth o f  foreign currency m arket, growth o f 
securitization, innovation by financial firms, and enhanced role o f  new  institutional 
investors in the 1990s, In this rapidly changing global financial worid, m aking conclusion 
on permanence or stability in financial markets is difficult, but the culture o f  innovation 
and change through com petition is likely to remain. Thus all o f  these changes have 
prompted a rethinking o f  the reforms and m odernization o f  the financial m arkets in 
developing countries. Box 5.1 and 5.2 at the next dem onstrate the com m on functional 
structure o f domestic and international financial m arkets respectively.

Financial stability refers to a situation that protects financial system failure or even i f  such failure takes 
place, it would not result in significant macroeconomic costs.
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Box 5.1
Functional Structure of Financial Markets

1. Money Vs. capital markets:
Long-term: Maturity > 10 years.

Maturity. The time to a bond’s expiration date. 
Short-term: M aturity < 1 year.
Intermediate-term: 1 year <  m aturity < 10 years.

Z. P rim ary  Vs. secondary  m ark e ts:
Primary market: New securities are traded. 
Secondary market: Old securities are traded.

3. D ebt Vs. equity  m ark e ts.

4. Exchanges vs. O v er-th e-C o u n te r M ark ets .

Box 5.2
Internationali2ation of Financial Markets 

International Bond Market
1. Foreign bonds
2. Eurobonds:

Larger than  U.S. corporate bond m arket 
W orld Stock M arkets

Facilitate international trade and 
create a g lobal econom y.

Internationa! financial m arkets have bearings for the efficient functioning o f  global money 
and capital markets and help the national financial markets to grow and flourish. Reuters 
(2003) notes that the participants in the international financial m arkets work in a wide 
variety o f  roles [see figure 5{i)].

Figure 5(i): Role of Participants in International Financial Markets
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Source; adopted from Reuters (2003)

The structure o f financial market is changed and reshaped by the working o f  stock 
exchanges and other securities oriented markets, the formal banking and various types of 
depository, non-depository and non-bank financial institutions and m em bers o f  the non-
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bank public who deposit and borrow funds in the m arkets. The functioning o f  depository 
institutions plays a vital role in transm itting policy o f  the m onetary authority to the 
economy and thereby helps the financial markets to grow. K aracadag et al (2003) shows 
that the financial markets are hierarchically ordered, which reflects the com plexity o f  risks 
in each market and the linkages am ong them [see figure 5(ii)].

F ig u re  5(H): H ierarch ica l O rd e rs  o f F in an cia l M ark e ts  

D erivative M arkets

Asset-Backed SecuritiesiTVIortgage Markets

Fquitv/Stnrk Markets ami Corporate Bond Markets

Government Bond and Other Long-term Securities Market

Ciipital Markets

T
Treasury Bills Markets and Foreign Exchange Markets

M oney M ark e ts

Source; Karacadag et al (2003)

The wide variety o f  market structures confronts policy-m akers with a significant challenge 
in trying to determ ine which structures m ay be optimal from a societal perspective. Jensen, 
Michael C., and W .H. M eckling (1976) compare the m arket structures and practices in 
multiple-dealer equity markets with those in governm ent securities m arkets and 
demonstrates that there are subtle and important differences betw een the two (at first 
glance, quite similar) types o f  dealership markets. Intrinsic differences in the two types o f 
securities, the nature o f  the investors, the degree o f  centralization, and transparency 
regimes are highlighted. The author suggests that these structural differences are likely to 
significantly affect the activities o f market-makers and therefore the am ount o f  liquidity 
that they provide.

Nicolas Audet, Toni Gravelle, and Jing Yang (1997) approach the question o f  op tim al 
m ark e t structure by developing a model in which custom ers choose to trade in either a 
dealership or a limit-order-book market. These authors suggest that investors in an 
environment will prefer a dealership market where custom er trading is relatively thin and 
‘lumpy’, and by investors who are subject to relatively large liquidity shocks. This is 
consistent with the observation that markets dom inated by a relatively sm all num ber of
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institutional investors tend to be organized as dealership m arkets. M arket structures 
develop to m eet the (often idiosyncratic) needs o f  m arket participants. This suggests that 
there is no one structural form o f  financial markets that can be optimal for every m arket or 
for every participant in a given market.

5.3 T he M oney M arkets
The money market is the organized exchange on which participants can lend and borrow 
large sums o f money for a period o f one year or less. The m aturities o f  m oney market 
instruments range from one day to one year, but they are m ost often three m onths or less. It 
is an extrem ely efficient arena for businesses, governments, banks, and other large 
institutions to transact funds. The money markets also provide an im portant service to 
individuals who want to invest sm aller amounts. The m ajor attributes that draw an investor 
to short-term money m arket instruments are their superior safety and liquidity, Because 
these investments are associated with massive and actively-traded secondary markets, 
where one can alm ost always sell them prior to maturity, albeit at the price o f  forgoing the 
interest he would have gained by holding them until maturity.

The secondary money m arket has no centralized location. The closest thing is that the 
money market has a physical presence in an arbitrary association in m any cities worldwide. 
But the money market is accessible from anywhere by telephone and a num ber o f  
electronic media. Most individual investors participate in the m oney m arket with the 
assistance (and experience) o f their financial advisor, accountant or banking institution.

A large num ber o f  financial instruments are available for the purposes o f  short-term 
lending and borrowing. Many o f  these money instrum ents are quite specialized, and are 
typically traded only by those with intimate knowledge o f  the m oney m arket institutions. 
Some examples o f  specialized instruments are federal funds in the USA, negotiable 
certificates o f  deposits (NCDs), commercial papers. Eurodollar tim e deposits, repurchase 
agreements, government-sponsored enterprise securities, shares in m oney market 
instruments, futures contracts, futures options, and swaps. A part from these specialized 
instruments, there are m any other investment vehicles with w hich individual investors 
might be m ore familiar, such as short-term investm ent p o o ls"  (STIPs) and m oney market 
mutual funds‘^  Treasury b ills '^  short-term municipal securities, com m ercial papers, and

"  Short-term investment pools (STIPs) include money m arket m utual funds, local governm ent investment 
pooh, and short-term investment fu n d s o f  bank trust departments. A ll STIPs are very prom inent in developed  
countries and sold as shares in very large pools o f  m oney market instruments, which m ay include any or all 
o f  the money market instruments mentioned above. In other words. STIPs are a convenient means o f  
cumulating various money market products into one product, ju s t an equity or fix e d  income mutual fu n d  
brings together a variety o f  stocks, bonds and so forth. STIPs make specialized m oney m arket instruments 
accessible to individual inve.‘!tors without requiring an intimate knowledge o f  the various instruments 
contained within the pool.

Money market mutual fu n d s are further divided into two categories: taxable fu n d s and  tax-exempt funds. 
Taxable funds place investments in securities such as Treasury bills and com mercial papers that p a y  interest 
income that is subject to federa l taxation once it is paid  to the fu n d  purchaser. Tax-exempt fu n d s invest in 
securities issued by state and local governments that are exempt from  federa l taxation. These tu'o categories 
o f  money market mutual fu n d s provide different patterns o f  growth, each o f  which attracts different types o f  
investors.

Treasury bills, commonly known as "T-bills." are short-term securities issued by the Government 
Treasuries or by the central banks on beha lf o f  the treasuries on a regular basis to refinance earlier T-bill 
issues reaching maturity, and to help finance federa l governm ent deficits. O f all money m arket instruments, 
T-bills have the largest total value outstanding.
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banker's acceptances. O ther financial assets, such as stocks, bonds and other securities that 
are traded in these markets mature in one year or less. Money m arkets, therefore, represent 
the short-term spectrum o f  the financial markets.

Financial institutions’ '̂ especially commercial banks, corporate bodies, governments, and 
the state Treasuries are active in the money m arkets as they adjust their short-term 
portfolios. Banking system is the major constituent o f the m oney m arkets, which again 
plays crucial roles in constituting short and medium  term debt m arkets and inter-bank 
m oney and foreign exchange markets. Banks, thrifts and credit unions offer m oney market 
accounts. For participants and players, these markets provide an efficient m eans o f lending 
opportunity for their excess funds in addition to m eeting tem porary needs for the same. A 
typical list o f m oney market instrument is provided in table 5.1 at the next page.

T ab le  5.1: T he M oney M ark e t In s tru m en ts  and  P a rtic ip an ts

Instrum ents Principal Borrowers/users/participants/dealers
Central Bank Funds Banks
Discount Window Banks
Negotiable Certificates of 
Deposit (CDs)

Banks

Eurodollar Time Deposits and CDs Banks
Repurchase Agreements Securities dealers, banks, non-financial corporations, 

governments
Treasury Bills Government
Municipal Notes State and local govemments
Commercial Paper Non-financial and financial businesses.
Bankers Acceptances Non-financial and financial businesses
Government-Sponsored 
Enterprise Securities

Farm Credit System, Home Loan Bank System, 
National Mortgage Associations

Shares in Money Market 
Instruments

Money market funds, local government investment 
etc. Pools, short-term investment funds

Futures Contracts Dealers, banks
Futures Options Dealers, banks
Swaps Banks

Source; Com piled by the author frotri various financial market literature

The term 'financial insiiiution' describes an organization involved in som e capacity in the financia l 
markets. Care is needed in the use o f  this term since 'institution ' is som etimes resen ted  fo r  the "buy-side " o f  
the market with the term 'securities h o u se ' generally implying the 'sell s i d e I t  is useful to discuss institutions 
since their business goals and the instruments they trade determine to  a large extent the roles o f  em ployees o f  
that institution. The financia l market consists o f  international and domestic institutions. International 
institutions deal with international loans, import/export finance, and foreign  exchange dealing. Domestic 
in.^littitions deal with banking and monetary issues in their respective countries (although some domestic 
institutions are becoming increasingly global).A financia l institution such as a bank, uses investors, 
depositors or its own fu n d s to invest in financial assets such as equities or bonds to make profit. Examples o f  
institutions are: banks, building societies, broking firm s, corporations, local authorities, fu n d  management 
and insurance companies. Building Societies (known as Savings and  Loans in the United .States) are 
organisations which are set up to pool depositors’ fu n d s so  that they m ay be lent to other members to 
purchase real estate. In general they have a f a r  smaller asset base than com m ercial banks, but they operate 
in a sim ilar way, that is. they take deposits and make loans. Traditionally they have restricted their lending  
to mortgages against real-estate. Recently there has been a trend fo r  building societies to merge and/or gain  
licences to become hanks.
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Money mark,et transactions are relatively cheap and it is easy to take advantage o f any 
emerging arbitrage opportunities in these transactions. The closed arbitrage links between 
the money market and other financial markets would probably be those with the short-term 
government bond market. A sound and m odem  money m arket holds the following key 
characteristics:

o a high degree of safety of principal;
o operation is informal ‘telephone’ markets with low transaction costs, often behaving said as 

over the counter (OTC) market;
o issue of assets in large denominations (for instance, $1 million or more in the U.S money 

markets);
o most money market instruments are liquid (quickly convertible into cash assets without a 

sizeable loss), although offer lower return as compared to other securities;

o specialization of the money market in debt securities that mature in less than one year;

o easy access to the money market through mumal fund, bank accounts, etc.;
o transactions in treasury bills (T-bills) that do not give high returns but considered as one of

the safest investments;
o issue of Certificate of Deposits (CDs), as an effective tool of investment by the supply-side 

and also a source of procuring short-term fmance by the demand-side; and
o transactions in commercial paper (an unsecured, short-term loan issued by a corporation), 

bankers' acceptances (negotiable time draft for financing transactions in goods, including in 
intemational trade), and repurchase agreements (repos) and reverse repos (fonns of 
overnight borrowing backed by government securities in the money markets).

5.4 Foreign E xchange M arkets

Foreign exchange market (FX Market or Forex market) is an essential part of tlie money market 
concerned with the trading in foreign currencies and settlement o f  cross-country financial claims. 
The FX market is an intemational market where cunencies are exchanged for spot or forward 
delivery. The ‘prices’ of the various currencies are in most cases quoted against the US dollar. 
When this is not the case, tlie price is called a cross rate. Hie foreign exchange market is, by most 
accounts, the oldest, largest, and most extensive financial market in the world. In 2004, average 
volume of world transaction foreign exchange exceeded US$1.5 trillion per day while US$25 
billion per day was traded on the New York Stock Exchange. Table 5.2 shows global foreign 
exchange transactions during the period 1992-2004. Tlte high volume of foreign exchange 
transactions is a reflection of the advantages that transactions in the foreign exchange market can be 
executed quickly and witli low costs.

Table 5.2: Reported Global Daily FX Trading Volume (in Billion USD)

Year 1992 1995 1998 2001 2003 2004

Total volume 394 494 568 721 799 866
With other dealers 282 325 348 417 467 511
With other fmancials 47 94 121 198 213 226
With non-financials 65 75 99 106 119 129

Source: Alain C. and Steven Weinberg, 2004
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Foreign exchange trading has long been recognized as a superior investm ent opportunity by 
banks, m ultinational corporations and other institutions. A true 24-hour m arket, Forex 
trading begins each day in Sydney, and moves around the globe as the business day begins 
in each financial center, first to Tokyo, then London, and N ew York. Unlike any other 
financial market, investors can respond to currency fluctuations caused by economic, social 
and political events at the time they occur -  day or night. The FX m arket is considered an 
over the counter (OTC) or ‘inter-bank’ market because transactions are conducted between 
two counterparts over the telephone or via an electronic network and trading is not 
centralized on an exchange, as it is with the stock and futures markets. In a floating 
exchange rate environm ent, the exchange rate between two currencies responds to many 
factors including the flow o f  imports and exports, the flow o f  capital, relative inflation rates 
etc. The flow o f funds between countries to pay for stocks and bonds purchases also 
contributes to the currency exchange rate between countries. These capital flows are 
greatly influenced by yield differentials.

M atured foreign exchange m arkets offer the following short-term  instrum ents and interest 
rate products:

• Repurchase and reverse repurchase agreements

• Euro time deposits

• Commercial papers

• Asset-backed commercial papers

• Certificates of deposits

• Bankers acceptances

• Bank notes

• Federal funds/central bank funds

• Sliort-dated treasury and agency securities

• Interest rate swaps, caps and floors

The Forex m arket is continuously changing with the rapidly changing dem and for 
advanced financial services and mechanics. Thus invention and innovations is an ever- 
going phenom enon in the international forex markets.

5.5 F inancia l D erivatives M arkets
Derivatives markets and future markets are often considered as innovative com ponents of 
the money market. Derivatives markets provide instrum ents for handling financial risks. 
Futures markets provide standardized contracts for trading in assets at som e forward dates. 
Derivative instrum ents are increasingly used in developed, as well as em erging markets, 
and they have significant contributions to financial and overall developm ent o f  an 
economy. Derivatives can expand risk management capabilities, im prove credit allocation 
and risk sharing among economic agents, reduce the transaction costs o f  achieving desired 
risk profiles, increase the pricing efficiency o f  financial m arkets, and provide new 
instruments for dealing with contractual and informational problem s. The m aturity o f  a

Derivatives trading are a relatively new activity. Traders buy and sell derivative instruments such as swaps, 
futures and options for customers and for their own account, and operate across money, bond, equity and 
commodity markets. Derivatives traders require a wide variety o f  information, including data, which relates 
to the underlying instruments o f the derivatives they trade. They need access to exchange and O TC prices, 
both real time and historical, plus o f  course, relevant new or fresh news.
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derivatives market depends on structure o f derivatives exchanges and utility o f  p ro d u c t 
traded in terms o f  their benefits such as risk transfer, price discovery, and more public 
information.

Derivatives are agreem ents (contracts), which confer rights and/or obligations based on 
some underlying interest. The specific rights and obligations encom passed by a derivative 
contract m ay be cash settlem ent, delivery of, or the transfer o f  rights to, the underlying 
interest. The derivative contract is not in itself a transfer o f the underlying interest. The 
transfer occurs as part o f  a separate transaction unless the contract is extinguished by 
offset. The underlying interest o f  a derivative m ay include physical assets such as 
commodities {e.g., gold, wheat), equities or equity indexes and the debt instruments. The 
movements over time o f  the consumer price index (CPI) or freight rates im pact the 
functioning o f  the derivative markets. W hen the underlying interest is in financial 
instruments, they necessarily im pact the financial m arket exposures in foreign exchange 
side by side with local operations.

Derivative users such as mutual funds, hedge funds, securities firms, and even banks may 
also incur derivatives-related losses caused due to inadequate risk-m anagem ent systems 
and poor operations control and supervision. By practicing the developm ent o f  better risk- 
managem ent and operational controls, participants them selves can respond prudently, 
quickly and innovatively to market conditions.

Derivative instrum ents perform  a valuable economic function by facilitating the transfer o f  
price risks o f  com m odities, foreign exchange and interest rates to investors w illing to 
accept the risk for a fee or profit. However, developm ent o f a derivatives m arket is not a 
substitute for reform  o f  financial, capital, and com m odity m arkets. Derivative m arkets 
allow businessm en or bankers to concentrate on their core business through hedging 
exposures to the uncontrollable external factors. Financial institutions using the derivatives 
m arkets, especially the banks and large bond m arkets, need to assum e large speculative 
positions.

5.6 C apital M arkets

Capital markets, in distinction from other parts o f  the financial m arket i.e., the money 
markets, are those for long-term government securities, corporate bonds , stocks, 
municipal bonds issued by state and local govem m ent units, and mortgages. A sound 
capital m arket facilitates efficient transfer o f  resources from  savers to investors and 
becomes conduits for channeling investm ent funds from investors to borrowers. As an 
integral part o f a national financial system, capital m arkets also provide risk and liquidity 
management, and corporate governance. M oreover, they facilitate govem m ent debt 
m anagement, conduct o f  m onetary policy and provide a channel for privatization. The 
capital market commonly m eets at least two basic requirem ents: (a) it supports

Bonds are fixed income securities. Thus the bonds o f  different types arc traded in the fixed income (FI) 
market. A  bond is a contract o f the indebtedness o f  one organization to the holder o f  the bond. The different 
types o f bonds purchased within the fixed income market include; corporate, euro, government and asset- 
backed bonds, which include mortgage bonds. The most important type o f  bond in the market is usually a 
government bond because the govemment is normally the largest organization that issues bonds, in a given 
country. Also, govemment bonds in developed countries are considered risk-fi'ee. Maturities in the fixed 
income market tend to be longer, which is a  factor that distinguishes the fixed  income market from the money 
market. In general terms, any debt instrument that matures in over 1 year is regarded as a fixed  income 
mstrumeni, or bond. However, the one-year boundary is not strictly adhered to, for exam ple, Treasury bills o f 
over one year, but considered as money market instruments.
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industrialization through savings mobilization, investment fund allocation and m aturity 
transformation and (b) it must be safe and efficient in discharging the aforesaid functions. 
Industry and com m erce, as well as government and local authorities raise capital from the 
capital markets.

Participants in the capital markets include the com m ercial banks, saving and loan 
associations, credit unions, mutual saving banks, finance houses, finance com panies, 
m erchant bankers, discount houses, venture capital com panies, leasing com panies, 
investment banks, investm ent companies, investm ent clubs, pension funds, stock 
exchanges, security com panies, securities brokers, underwriters, portfolio-m anagers, 
insurance companies and the general public. With the increasing m om entum  in the years 
leading to 2 1 "’ century, global capital markets have displacing traditional banking system  as 
the leading sources o f  corporate and even personal finance. In the m ost developed 
economies, this transition is more advanced. The advantages the deep and liquid capital 
markets offer to national economies help them to enhance capacity for econom ic growth. 
Capital markets encourage entrepreneurship, innovation and m ore rapid economic growth 
by ‘splitting the atom ’ o f risk. The forces driving the rise o f  capital m arkets remain 
strong. This ranges from the aging o f the global population, the attendant o f  m ulti-trillion 
Dollar rise in retirem ent savings, the continuing triumph o f  capitalism  itself, progress in the 
applications o f  com puting power and quantitative strategies to investing the explosively 
growing derivatives and hedging funds. Today, with the internet, the capital m arkets make 
possible the ubiquitous availability o f information to guide and execute investm ent and 
trading strategies on a global basis. A national capital m arket usually com prises two 
segments, namely, securities segments and non-securities segments. Two common 
financial instrum ents, traded in the securities segm ent o f  capital m arkets are stocks’® (or 
equities) and bonds'^. The non-securities segment is concerned w ith  the loan market, 
where the individual and corporate borrowers procure funds from the organized banking 
system.

5.6.1 Capital Market: Securities Segment
The securities segm ent o f capital market consists o f  the prim ary m arket and the secondary 
market. In primary markets, newly issued securities are offered for sale to buyers and these 
markets are commonly known as markets for Initial Public Offerings (IPOs)^^. In

This refers to breaking and diversifying the risks elernents. The objective is to m inimize risks available to 
the capital market participants and the market in general.

A share o f  stock conveys certain ownership rights to the holder such that this person may share in the 
profits or earnings o f  a publicly held corporation and. in some cases, have voice in how  that company is 
managed.

A bond is a medium or long-term debt contract explicitly stating the amount borrowed and to be repaid, 
date o f  repayment, and interest to be pa id  by the borrower to the lender. Bonds m ay be issued (sold) by large 
corporations, municipal governments, or the federa l government to meet budgetary needs. Capital markets 
can also be a driving fo rce  fo r  and benefit from  the development o f  institutional investors (pension funds, 
insurance companies, and  m utual funds), efforts in fisca l decentralization and the development o f  mortgage 
markets.

One o f  the most seem ingly attractive areas o f  investment is that o f  initial public offerings (IPOs). Buying  
shares the fir s t time they are offered to the public has considerable natural appeal, especially in a bull 
market, tempting investors with potentially phenomenal short-term returns as w ell as exposure to exciting  
new companies and industries. The privatizations o f  state-owned corporations around the world have become 
an additional source o f  new issues, providing investors with the opportunity to g e t low-priced stakes in big, 
stable businesses, often the dom inant incumbents in core sectors o f  the global economy. The objective o f  any 
new issue is to achieve the highest value fo r  the issuer, while ensuring a buoyant start to secondary trading. 
Shares are generally offered at a fix ed  price, set by the .sponsors o f  the issue, and  based on multiples, 
forecasts o f  likely fu ture  profits, or a combination o f  multiples and forecasts. Alternatively, in countries
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Secondary m arkets, participants buy and sell existing securities, i.e., the previously issued 
securities are traded. Activities in secondary m arkets are also know n as ‘after m arkets , 
which often reflect the changes in the economic environm ent. In the after m arket, buying 
and selling are driven by changes in inflationary expectations, changing attitudes towards 
credit and interest rate risk, and changes in perceived uncertainty about the future.

Securities markets are concerned with the process o f  distribution and redistribution of 
securities. The initial issuers raise funds only through the prim ary m arkets, where security 
is purchased directly from the issuer and/or through the underwriters. W hen IPOs are 
made directly to the potential buyers in bulk or in bundles, such offers and the subsequent 
sells combine an over the counter (OTC) market transaction. This differs from the 
secondary m arket, where secondary listings usually takes place as an attem pt to access new 
markets in order to raise capital if  the primary m arket is saturated .

The secondary or afterm arket provides liquidity support to the holders o f  securities and it is 
important that the secondary m arket be highly liquid and transparent. The m ore the num ber 
and volume o f  outstanding securities, the more liquid are the securities markets. The 
eligibility o f  shares and bonds for trading in the secondary m arket is regulated through 
financial supervisory authorities, such as Securities and Exchange Com m ission) and the 
rules o f  the m arket place in question, which could be a stock exchange.

A stock is a share in the ownership o f  a corporation, and through the stock exchange one 
can buy and sell ownership in most large businesses. In the stock m arket, investors are to 
operate through stock brokers who m ay not always suggest the w ay o f  best using the fund 
and too often, an investor does not know whether his m oney is put in a stock with a sound 
institutional and legal fram ework so that the concerned com pany can invest it in profitable 
projects to ensure good returns. Contrarily, the decision to put m oney in a savings account 
is m uch complicated. In this case, the investors can only check that the bank will keep 
his/her funds safe, accurately pay the interest due, and return the accum ulated funds upon 
demand.

The stock markets facilitate equity investment and buying and selling o f  shares, debentures 
and mutual funds, while bond markets, the other im portant part o f  the securities market,

outside the United States like the UK, there might he a tender offer, where no price is set in advance, leaving 
it to the market fo rces o f  demand and supply.

Fixed price IPOs are frequently under-priced, providing opportunities fo r  'stags', investors who buy in 
anticipation o f  an immediate price rise. B ig instant profits may often be made i f  shares can be purchased at 
the ojfer price and sold soon after dealing begins - returns in the order o f  5-15%  in one day, but with high 
variance across offerings. Understandably, such offers are often oversubscribed, leaving the sponsors to 
decide on the appropriate equity allocation: by ballot, by scaling down large applications, or by giving  
preferential treatment to certain investors, typically their favored  clients though in som e cases the private 
investor. The method varies by country: in some countries, like the United States, it is discretionary: in 
others, it is mandated equal fo r  equal submissions.

■ '  Saturated market: In economics, "market saturation" is a term used to describe a situation in which a 
product has become diffused (distributed) within a market; the actual level o f  saturation can depend on 
consumer purchasing pow er; as well as competition, prices, and technology.

For example, in advanced economies an extremely high percentage o f  households own refrigerators (more 
than 97% o f  household.^) i.e. the diffusion rate is more than 97%, and the market is said to be saturated i.e. 
further growth o f  sales o f  refrigerators wilt occur basically only as a result o fpopu la tion  growth and in cases 
where one manufacturer is able to gain market share at the expense o f  others. Source: fVikipedia, the free  
encyclopedia  ©  2001-2006.
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provides financing through the issue o f debt contracts and the buying and selling o f  bonds. 
Insurance market, pension/provident funds, leasing and m ortgage m arkets and such other 
institutional investors are the strong sources o f  funds in the capital m arkets as they invest 
their funds in the long-m aturity securities. Such investments m ade by these institutional 
investors greatly help the developm ent process o f the securities m arket in specific and the 
financial markets in general. The economic basis o f  the securities m arket is the 
geographically scattered investors’ class, which creates the dem and for trading m arkets and 
provides liquidity to stockholders. In these markets, prices o f  securities are detem iined by 
the interaction o f  their supply and demand. Thus the analysis o f  both  supply and demand 
side o f  the securities m arket grasp huge attention and research initiatives in dom estic as 
well as international securities markets.

However, markets for loans are much larger than the stock m arket in term s o f  their number 
and the volume o f  daily transactions. Contrary to the securities m arkets, the loan m arkets 
have less visibility because many require hundreds o f thousands or even m illions o f  dollars 
to enter directly. These m arkets for loans play an im portant role in m acroeconom ic theory.

Functional set up of Securities Market
From the ftmctional points o f  view, the structures o f  securities m arkets take the following
four basic forms:

o Auction markets conducted through brokers;
o Over-the-counter (OTC) markets conducted through dealers;
o Organized Exchanges, such as the Stock Exchanges, which combine auction and OTC market 

features. Specifically, organized exchanges permit buyers and sellers to trade with each other in 
a centralized location, like an auction. However, securities are traded on the floor of the 
exchange with the help of specialist traders who combine broker and dealer functions. The 
specialist brokers trade but also stand ready to buy and sell stocks from personal inventories if 
buy and sell orders do not match up; and

o Intennediation financial markets conduct through financial intermediaries;

Financial markets that take the first three forms are indeed referred to as securities markets. 
Some financial m arkets combine features from more than one o f  these categories 
depending on the financial and economic strength, d e ^ e e  o f  integration with other 
countries and above all the willingness and policy decision o f  the concerned market 
authorities.

Auction Markets
An auction market is some form o f  centralized facility (or clearing house), where buyers 
and sellers execute trades through their com m issioned agents (brokers) in an open and 
competitive bidding process. The ‘centralized facility’ is not necessarily a place where 
buyers and sellers physically meet. It is an organized forum that provides buyers and sellers 
with a centralized access to the bidding process. All o f  the needed inform ation about offers 
to buy (bid prices) and offers to sell (asked prices) is centralized in the auction m arket and 
the information is readily accessible to all would-be buyers and sellers usually, through a 
com puter network. No private exchanges between individual buyers and sellers are made 
outside o f the centralized facility.

An auction m arket is typically a public market and it is open to all w illing participants. 
Auction markets can either be call markets (for example, auction o f  a painting, for which 
bid and asked prices are all posted at one time), or continuous m arkets (such as stock 
exchanges and real estate m arkets, for which bid and asked prices can be posted at any time 
the market is open and exchanges/trades take place on a continual basis). M any auction 
markets trade in relatively hom ogenous assets such as, treasury bills, notes and bonds to cut
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down on inform ation costs. The size o f auction markets depends on the num ber o f  different 
types o f  assets on the bid, as well as on the value o f those assets. The costs o f  collecting 
in fom ation  about any one type o f asset are sunk costs independent o f  the volume o f 
trading in that asset and auction markets spread these costs over a wide num ber o f 
participants,

Over-the-Counter Markets
An over-the-counter market is not a centralized mechanism  or facility for trading. Instead, 
it is a public m arket consisting o f  a number o f  dealers spread across a region, a country, or 
even the world, who post bid and asked prices for the asset on sale and then stand ready to 
buy or sell them with anyone who chooses to trade at these posted prices. The dealers 
provide custom ers more flexibility in trading than brokers, because dealers can offset 
imbalances in the demand and supply o f  assets by trading out o f  their own accounts. Many 
well-known common stocks are traded over-the-counter in the U nited States through 
NASDAQ (National Association o f  Securities Dealers' A utom ated Quotation System),

Financial Markets and the Financial Intermediation

In the interm ediation financial m arket, financial interm ediaries help transfer funds from 
savers to borrowers by issuing certain types o f  financial assets to savers and receiving other 
types o f  financial assets from borrowers. To financial interm ediaries, the financial assets 
issued to savers are liabilities because those are claim s against financial intermediaries, 
whereas the financial assets received from borrowers are assets to the intermediaries 
because these are claim s against the borrowers.

Unlike brokers, dealers, and investment banks, financial interm ediaries are financial 
institutions engaged in financial asset transformation. That is, financial interm ediaries 
purchase one kind o f  financial asset from borrowers -  generally some kind o f  long-term 
loan contract whose terms are adapted to the specific circum stances o f  the borrow er (e.g,, a 
mortgage) - and sell a different kind o f  financial asset to savers, generally some kind o f 
relatively liquid claim  against the financial interm ediary (e,g., a deposit account). In 
addition, unhke brokers and dealers, financial interm ediaries typically hold financial assets 
as part o f  an investm ent portfolio rather than as an inventory for resale. Financial 
intermediaries m ake profits on their investm ent portfolios by charging relatively high 
interest rates to borrowers and paying relatively low interest rates to savers. Figure 5(iii) 
demonstrates a diagram matic example o f  a financial intermediary, particularly a bank that 
performs financial intermediary functions.

Figure 5(iii): Diagrammatic Example of a Financial Interm ediary: A Commercial Bank
Lending by B Borrowing by B

deposited
-------  funds -------  funds -------

..........................> I B 1 .................................> I H
-------  loan -------  deposit -----

contracts accounts

Loan contracts Deposit accounts
issued by F to B issued by B to H

are liabilities of F are liabilities of B
and assets of B and assets of H

NOTE: F=Firms, B=Commercial Bank, and H=Households
ISource: Mishkin, 2004|
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Types o f  financial intermediaries include; depository institutions {commercial banks, 
savings and loan associations, mutual savings banks, credit unions); contractual savings 
institutions (life insurance companies, fire and casualty insurance com panies, pension 
funds, government retirem ent funds); and investm ent interm ediaries {finance companies, 
stock and bond mutual funds, money market mutual funds).

Role of Government Securities and Mortgage Markets in Financial Market Development

Government bonds and other securities markets, mortgage m arkets, and non-bank financial 
institutions are vital components o f financial markets. These com ponents have now become 
important vehicles o f  financial market development throughout the globe because o f  their 
increasingly significant role in both money and capital markets. These instrum ents and 
institutions make an economy more capable o f  efficiently raising and allocating funds.

Government Securities Market
Government bonds and treasury bills are strong constituents o f  governm ent securities 
markets. The sw itchover to borrowings by government at m arket related interest rates, and 
recent abolition o f  the system o f automatic m onetization in m any econom ies contributed to 
developm ent o f  genuine markets for government securities. Rigorous m om entum  can be 
brought into the financial markets o f  developing countries by (i) selling government 
securities through auctions; (ii) introducing new instrum ents such as zero coupon bonds, 
floating rate bonds and capital indexed bonds, (iii) introducing Treasury bills o f varying 
maturities; (iv) establishing specialized institution, viz., Securities Trading Corporation; (v) 
introducing system o f  prim aiy dealers and satellite dealers and the system o f  delivery 
versus payment; (vi) adopting standard valuation norms; and (vii) bringing transparency in 
operations through m arket process and dissem inating inform ation. Stocks represent risk 
capital, while bonds really represent borrowing against assets or cash flows. The former 
tends to attract investors seeking capital gains, while the latter, to attract those seeking 
income. All o f these constitute part o f capital markets.
Corporate Bond Markets
Corporations in countries that rely heavily on a com bination o f  internal earnings and bank 
debt to finance their fixed investments can diversify their sources o f  finance through 
issuing bonds o f  their own. This requires active and liquid secondary m arkets for trading 
on those bonds in the concerned economies.

Internal earnings becam e increasingly insufficient to finance the growing volume o f  fixed 
investment during the late 1980s and early 1990s and bank loans, em anating flrom both 
domestic and foreign banks, were increasingly utilized. Equity finance also grew as 
corporate debt/equity ratios rose and foreign portfolio capital flown in at increasing 
magnitudes. The floatation o f  corporate bonds in a conducive and full-fledged market 
environm ent [see figure 5 (iv)] featured by com petition, prudenfial regulation and optimal 
structure o f  institutions, instruments and m echanism m ay provide the issuers better flow of 
funds for long-term investments. However, there are institutional constraints to corporate 
bond market developm ent in developing countries. The interlocking relarionships between 
corporations, banks and governments dissuade bond issuance by com panies and also 
contributed to restricting the development o f  the dem and side o f  the m arket. However, the 
size and growth o f  corporate bond markets ultim ately hinge upon the financing patterns of 
companies.
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Figure 5(iv): Environment of Bond M arkets

A round
•Political
•Macro
•Boarder, Laws &
•Regulators
•Taxation

A cross
•Government 
Securities Market 

•Competing Financial 
Products (Bank, Loans 
equity)

Source: Alison H, (1999)

Mortgage Market
Mortgage m arket and the mortgage-backed securities contribute immensely to the 
operations o f  the financial markets through increasing the num ber o f  instruments. An 
efficient mortgage m arket is one with a wide range o f  loan products available to m eet the 
varied financial needs o f  consumers. A m ortgage is a long-term  liability collateralized by 
real property. It is a kind o f  security by virtue o f  which a person or an organization 
acquires the rights in the specific immovable property o f  another for paym ent o f  money 
lent or to be lent under an agreement. M ortgage-backed and asset-backed securities are 
securities collateralized by assets that are not m ortgage loans. These securities help 
stimulate both the demand and supply sides o f the capital markets.

5.6.2 Capital Market: Non-securities Segment

Non-securities segm ent o f the capital market com prises m ainly com m ercial banks that 
make long-term and medium-term loans, non-bank financial institutions, contractual 
savings institutions, investm ent bankers, investment com panies, venture capital com panies, 
leasing com panies, pension funds and various other long-term  service providers. A strong 
institutional base is the pre-requisite for a sound financial m arket. Institutions mobilize 
savings and allocate those to the borrowers through the loan m arket. The operations and 
efficiency o f  securities markets depend m ostly on the fund m obilization and allocation 
efficiency o f  institutional segment. Thus, the securities segm ent and the non-securities
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segment o f a capital market are interdependent. Following sub-sections state the role and 
contributions o f some o f  the capital market institutions o f  non-securities segment.

Commercial Banks

Commercial banks are key investors o f  governm ent and quasi-govem m ent securities. 
Their traditional role consists o f  mobilizing resources from the sectors generating surpluses 
and channeling them to the sectors that need them  and by m eeting the investm ent 
requirements o f  the economy, the banking system facilitates the process o f  capital 
formation. W hen domestic savings fall short o f  the investm ent requirem ents o f  the 
economy, the gap is m et by way o f  borrowing from abroad. Banks also play an im portant 
role by facilitating international trade and service payments. Thus the banking systems 
facilitate the functioning o f  securities segment o f  the capital m arkets through providing 
payments and other services to mobilization, formulation and distribution o f  capital fiinds.

Banks occupy a unique place within the financial system. They operate with a wide variety
o f assets and liabilities. Financial intermediaries have recently undergone a profound
transformation in developed markets with the ongoing changes in the global financial 
system. In developing countries, banks still play a preponderant role in financial
intermediation. A system in which capital markets are the principal m eans o f  corporate 
finance is very different from one in which loans or credits predom inate. In well-developed 
markets, high-quality borrowers often raise funds by approaching investors directly 
(disintermediating the banks). A loan-based system o f  corporate finance is more
pronounced in debt markets with limited institution and specialization and small secondary 
market.

Non-bank Financial Institutions
Non-bank financial institutions (NBFIs)^^ are rapidly becom ing a vital segm ent o f  the 
financial system in developing countries. These institutions render invaluable contribution 
to the deepening and developm ent o f both money and capital markets. However, in market- 
based financial systems, such as those in most developed countries, the m ajor portion o f 
financing and services come fi-om the capital market. D eveloped financial m arkets shifted 
fl-om being bank-based to market-based because by the nature o f  their business, banks are 
not the m ost efficient institutions for providing all types o f  financial services. Banks are 
good in m obilizing savings and providing paym ent services and liquidity but they are 
constrained in providing store o f  value services. Therefore, bank-based financial markets 
tend to have a sm aller range o f  equity type services. Non-bank financial institutions offer 
those services more efficiently. By adding liquidity, divisibility, inform ational efficiencies 
and risk pooling services, NBFIs have a m ajor role to play in the developm ent o f  the 
financial market by broadening the scope o f  m itigation o f  risks the investors encounter. 
Thus, NBFIs com plem ent banks by providing services that are not well suited to banks. 
They fill the gaps in financial services that otherw ise occur in bank-based financial 
markets. The non-bank financial sector plays im portant role in providing term financing 
through leasing, project financing and merchant banking activities. N BFIs also compete 
with commercial banks by unbundling the services provided by banks and force them to be 
more efficient and responsive to the needs o f their custom ers. M ost N BFIs are also actively 
involved in the securities m arkets and in the m obilization and allocation o f  long-term

NBFIs comprise a mixed bag o f insiitutions, ranging from leasing, factoring, and venture capilai companies to various 
types of contractual savings and institutional investors (pension funds, insurance companies, and mutual funds). The 
common characteristic o f these institutions is that they mobilize savings and facilitate the financing o f different activities, 
but they do not acccpt deposits from the public.
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financial resources. The state o f  development o f N B Fls is usually a good indicator o f  the 
developm ent o f  financial m arket in general and the capital m arkets in particular-

institutional Investors

As a consequence o f  the overall expansion o f financial sectors relative to GDP, institutional 
investors have grown strongly in the past few decades, and dem onstrated a boost in their 
share o f total financial claims. Davis and Steil (2001) notes that the grow th o f  institutional 
investors can be traced to various supply and demand factors that have m ade investing via 
institutions attractive to households. Supply-side factors suggest that institutional investors 
have offered their services relatively more efficiently than banks and direct holdings, thus 
fulfilling the functions o f the financial markets more effectively. In the supply side, there 
is, inter alia, the ease o f  diversification, liquidity, improved corporate control, deregulation, 
and ability to take advantage o f  technological developm ents, enhanced com petition and 
fiscal inducements. So, the prospective developm ent o f  institutional investors has m ajor 
implications for the structure and performance o f  financial markets. A dam  Smith(1776) in 
“The W ealth o f  N ations” strongly viewed that better institutions lead to greater financial 
development and better economic performance. He wrotes,

C om m erce  a n d  m a n u fa c tu res can  se ld o m  flo u r ish  long  in a n y  s ta te  w h ich  d o e s  n o t en jo y  a reg u la r  
adm in istra tion  o f  ju s tic e , in w hich  p e o p le  do no t f e e l  th em se lves  se c u re  in th e  p o sse ss io n  o f  the ir  
property , i/t w hich  th e  fa i th  o f  con trac ts  is n o t su p p o r te d  b y  law , a n d  in w h ich  th e  a u th o r ity  o f  the  
sta te  is no t su p p o sed  to  he reg u la r ly  em p lo yed  in en fo rc in g  th e  p a y m e n ts  o f  d eb ts  fr o m  a ll  th o se  
w ho a re  a b le  to  p a y . C o m m erce  a n d  m anu factures, in short, ca n  se ld o m  f lo u r is h  in  a n y  s ta te  in 
w hich there  is n o t a  certa in  d e g re e  o f  con fid en ce  in th e  ju s t ic e  o fg o v e r n m e n t .

This view receives support from a number o f  recent em pirical studies, including those by 
Knack and Keeffer (1995), Hall and Jones (1999), Acemoglu, Johnson and Robinson (2001 
and 2002), and La Porta at al. (1998). In addition, Rodrik, Subram anian and Trebbi (2002) 
present evidence that, not only do high quality institutions contribute to economic 
development; such institutions are, in fact, the key determ inant o f  economic developm ent.

Anglo-American experience suggests that institutional investors can provide a strong 
stimulus to financial m arket development. This takes time and requires both critical m ass 
and enabling regulations. Institutional investors com prise pension funds, insurance 
companies, and mutual funds, etc. The financial m arket activities o f  insurance and 
reinsurance com panies and the insured greatly influence the stability and efficiency o f 
financial markets. Insurance companies are becoming m ore exposed to m arket and credit 
risks, especially those transferred to them by banks. A lthough the profitability and 
occasional failures o f  insurance and reinsurance com panies are a source o f  potential 
vulnerability for global financial markets, it is unlikely that insurance com pany 
insolvencies would have serious systemic effects. By improving the disclosure o f  the 
financial activities o f  insurance companies and, particularly, o f  reinsurance com panies, in 
order for markets to understand the size and the profile o f  the risks present on their books, 
it is possible to eliminate the risk factors and stimulate their financial m arket participation. 
However, a vital question is: should a country prom ote the creation o f  institutional 
investors if  it lacks well-developed securities markets? The answ er to this question, says 
Vittas (1998), varies by type o f  investor and fund m anagers’ role. He argues that pension 
funds and insurance com panies should be prom oted for their own sake, but m utual funds 
are unlikely to thrive w ithout well-regulated securities markets.

Long-term relationships between business firms and investm ent banks are pervasive in 
developed security m arkets and there is evidence that better m onitoring and inform ation
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result from these relationships. Therefore, security m arkets should allocate resources better 
when an investm ent banking industry exists.

Recent research put focus successively on the impact o f the institutional investor’s on the 
efficiency and stability o f  financial markets. Merton and Bodie (1995) defines efficiency 
broadly in term s o f  the ability to perform the underlying functions o f financial markets,
which are: j

o Tlie provision of ways of clearing and settling payments to facilitate exchange of goods,
services, and assets;

o Tlie provision of a mechanism for pooling of funds from individual households to tacilitate 
large-scale indivisible undertakings and the subdivision o f shares in enterprises to facilitate
diversification; ,

o The provision of ways to transfer economic resources over time, across geographic regions,
or among industries;

o The provision of ways to manage uncertainty and control risk. Through securities and 
financial intemiediaries, risk pooling and risk sharing opportunities are inade available to 
households and companies, The three main ways to manage risk are: hedging, diversifying,
and insuring; and j • •

o The provision o f price information, thus helping to coordinate decentralized decision
making in various sectors of tlie economy.

Contractual Savings Institutions
Contractual savings institutions (pension funds and life insurance com panies) change depth 
o f the domestic stock and bond markets and also liquidity in the former. Institutionalization 
o f savings m ay m odify financial markets through lengthening m aturity o f  securities. First, 
an increase in the proportion o f  assets o f  contractual savings institutions in the domestic 
financial assets has a positive impact on depth and liquidity in the depth o f  stock and bond 
m arkets on average. Second, the impact on depth and liquidity in stock m arket is nonlinear 
(Impavido, M usalem, and Tressel, 2002a). It is stronger in countries w here corporate 
information is more transparent. Third, there is evidence o f  a significant heterogeneity 
among countries. Contractual savings have a stronger im pact on securities m arkets in 
countries where: a) the financial system is market based; b) pension fund contributions are 
mandatory; and c) international transactions in securities are lower. A lthough the prim ary 
function o f these institutions is to provide sufficient, sustainable and affordable benefits for 
old age, recent research suggest that the spillovers on the financial system are significant 
[see Catalan, Impavido and M usalem (2000) and Impavido and M usalem  (2000)] as they 
modify financing patterns o f  firm s’ and banks’ [Impavido, M usalem  and Tressel (2002a 
and 2002b)] by increasing the maturity o f  their liabilities. However, the nature o f the 
impact o f  contractual savings institutions on stock m arket depends on m any underlying 
factors such as the level o f  economic developm ent, the legal environm ent and the 
demographic trends.

As argued by Vittas (1999 and 2002), preconditions for the developm ent o f  contractual 
savings, and particularly pension reforms, are less stringent than expected if  a gradual 
approach is chosen. Impavido, M usalem and Vittas (2002) provide an analytical framework 
for countries with a small financial system. They include sound m acroeconom ic policies, 
the existence o f a core o f  efficient and sound banking and insurance institutions, and a 
lasting com m itm ent for the creation o f  an effective regulatory and supervisory agency and 
reform o f the capital markets. The long-term com m itm ent o f  governm ents is particularly 
crucial, as a volatile macroeconom ic environm ent would underm ine the developm ent o f  
contractual savings. This suggests that the fiscal policy m ust be prudent.
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5.7 C entral B anks and the F inancial M arkets

Financial markets are important for achieving central banks’ objectives: they are used by 
central banks to implement m onetaty policy and to extract the inform ation they need to 
function. Central banks shape financial markets through interventions designed to prom ote 
financial stabihty and efficiency. Thus the financial m arkets are vital to the v^ork o f  central 
banks.

In the im plementation o f  monetary policy, it is often very useful for a central bank to be 
aware o f the m arket’s expectation o f upcoming policy developm ents. M any central banks 
have long considered issues related to the stability o f  the com ponents o f  the financial 
system (financial markets, financial institutions, and clearing and settlem ent systems). 
Recently, a num ber o f central banks have taken a more integrated and focused interest in 
financial stability. This interest arises from the im portance o f  the financial m arkets in a 
m odern economy, the recognition o f the high degree o f  inter-relationship o f  the 
components o f  the financial system, and the role o f  central banks in supporting a well- 
functioning financial market, for example, through short-term lending to solvent financial 
institutions with temporary liquidity problems. Given the growing im portance o f financial 
markets, the stability o f  financial system is an essential requirem ent, w hich calls for good 
understanding o f  how these markets operate, particularly in times o f  stress.

4 0 4 i  ci P
Central banks formulate and implement m onetary policy and in som e cases, conduct other 
business lines to reinforce financial stability. For m any central banks, financial m arket 
operations include m anaging foreign exchange reserves and forex m arket interventions. 
Moreover, as the fiscal agent o f  the government, a central bank has active interest in 
improvement o f  functioning and liquidity o f  government securities m arkets. W ith falling 
level o f  government debts in the developed countries and increasing level o f  that in the 
developing ones, m any central banks are now contem plating to hold alternative asset 
classes, which carry implications for the degree o f liquidity and credit risks as those assets 
bear. Central banks traditionally remain the regulator o f  m oney m arkets and as m arket 
structures evolve. It is important for them to have a profound grasp o f  the requirem ents for 
well-functioning financial markets.

5.8 L iqu id ity  and the F inancial M arket D evelop m en t
Liquid financial markets are generally perceived as desirable because o f  the m ultiple 
benefits they offer, including improved allocation and inform ation efficiency. Liquid 
financial m arkets (a) allow a central bank to use indirect m onetary instrum ents and 
generally contribute to a more stable monetary transm ission m echanism ; (b) perm it 
financial institutions to accept large asset-liability m ism atches, both regarding m aturity and 
currency; (c) enable fostering more efficient crisis m anagem ent by individual institutions, 
and reducing the risk o f  the central banks to act as 'lender o f  last resort' for solvent but 
liquid credit institutions; and (d) render financial assets m ore attractive to investors, who 
can more easily transact in them.

M arket participants perceive a financial asset as liquid, if  they can sell large am ount o f  the 
asset without adversely affecting its price. Liquid financial assets are thus characterized by 
having small transaction costs, easy trading and tim ely settlem ent, and the pow er to lim it 
influence o f large trades on the m arket price.

Liquid markets tend to exhibit five characteristics: (i) tightness, (ii) im m ediacy, (iii) depth,
(iv) breadth and (v) resiliency. Tightness refers to low transaction costs, such as the 
difference between buy and sell prices like the bid-ask spread in quote-driven m arkets, as
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well as implicit costs. Immediacy represents the speed with which orders can be executed 
and in this context, also settled, and thus reflects, among other things, the efficiency o f  the 
trading, clearing and settlem ent systems. Depth refers to the existence o f  abundant orders, 
either actual or easily uncovered from potential buyers and sellers, both above and below 
the price at which a security now trades. Breadth m eans that orders are both num erous in 
number and large in volume with minimal impact on prices. Resiliency is a characteristic 
o f markets in which new orders flow quickly correct the order im balances, which tend to 
move prices away from what is warranted by fundamentals.

It is important to note that the concept o f liquidity is also used to discuss other types o f 
liquidity. A distinction can be made between: (a) asset liquidity, (b) an asset s m arket 
liquidity, (c) a financial m arket’s liquidity, and (d) the liquidity o f  a financial institution. A 
liquid asset can easily be converted into legal tender, which per defmition is fully liquid. 
Some financial claims, like demand deposits, are virtually fully liquid-as long as the credit 
institution is liquid since they can be converted w ithout cost or delay into m oney during 
normal circum stances, while the transformation o f  other claim s into legal tender may 
involve brokers’ com m ission, settlement delays, etc. The em phasis here is on transaction 
costs and immediacy. The concept o f  an asset’s m arket liquidity is broader and related to 
the ease with which, in the absence o f new inform ation altering an asset s fundamental 
price, large volum e o f  the asset can be disposed o f  quickly at a reasonable price.

Institutional liquidity, on the other hand, refers to how easily financial institutions can 
engage in financial transactions with a view to quickly covering m ism atches between their 
assets and liabilities (which may be measured by liquid assets ratios, etc.), and settle their 
obligations. The more liquid the assets in its portfolio are and the less liquid the liabilities 
are, the greater the flexibility in managing asset-liability m ism atches and its ability to m eet 
settlement obligations. The risk management system o f  financial institutions relies 
increasingly on the assumption that their financial assets are liquid.

The liquidity o f  a financial m arket as a whole depends on the substantiality o f  liquidity in 
each liquidity class. If  there are different issuers, particularly in the corporate bond markets 
and equities m arkets, credit risk can be prevented substantially and there m ay be a 
significant segmentation o f  the market. But even there is a single issuer, individual assets 
may still have different characteristics, such as different m aturities in the m arket for 
government securities o f  different voting rights for preference shares.

5.9 Securities Settlem ent System  (SSS)

Securities settlem ent systems (SSSs) are a critical com ponent o f  the infrastructure o f global 
financial markets. In recent years, trading and settlem ent volum es have soared, as securities 
markets have becom e an increasingly important channel for interm ediating flow s o f  funds 
between borrowers and lenders and as investors have m anaged their securities portfolios 
more actively, in part because o f declining transaction costs. V olum es o f  cross-border 
trades and settlem ents have grown rapidly, reflecting the increasing integration o f  global 
markets. W eaknesses in SSSs can be a source o f  system ic disturbances to securities 
markets and to other paym ent and settlement systems. A financial or operational problem  at 
any o f  the institutions that perform  critical functions in the settlem ent process or at a m ajor 
user o f  an SSS could result in significant liquidity pressures or credit losses for other 
participants. Any disruption o f  securities settlements has the potential to spill over to any 
paym ent systems used by the SSS or any paym ent system. In the securities markets, 
liquidity is critically dependent on confidence in the safety and reliability o f  the settlement
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arrangements. Traders will be reluctant to trade if  they have significant doubts as to 
whether the trade will in fact settle.

The Securities Settlement System broadly includes the full set o f  institutional arrangements 
for confirmation, clearance and settlement o f  securities trades and safekeeping o f 
securities. In recent years, most markets have established central securities depositories 
(CSDs) that immobilize physical securities or de-m aterialize them  and transfer ownership 
by means o f book entries to electronic accounting systems.

Securities Settlement Systems must have legal fram ework, trade confirm ation system, 
settlement cycles, central counter parties (CCPs), securities lending system, central 
securities depositories (CSDs), delivery versus paym ent (DVP), tim ing o f  settlem ent 
finality and cash settlem ent assets, CSD risk controls to address participants’ failures to 
settle, operational reliability, protection o f custom ers’ securities access, com m unication 
procedures and standards, efficiency and transparency, and the ability to m anage cross
border risk-links, and regulation and oversight.

The reliable and predictable operation o f an SSS depends on (a) the laws, rules and 
procedures that support the holding, transfer, pledging and lending o f  securities and related 
paym ents; and (b) how these laws, rules and procedures w ork in practice, that is, whether 
system operators, participants and their customers can enforce their rights. I f  the legal 
framework is inadequate or its application is uncertain, it can give rise to  credit or liquidity 
risks for system participants and their customers or to system ic risks for financial markets 
in general.

5.10 R ural F inancia l M arket

Financial markets that serve rural areas are norm ally treated as rural financial m arkets and 
in m any aspects, they differ from urban markets, largely because o f  the nature o f  the rural 
borrowers. Developed country experiences show that when urban and rural loans are 
compared, average interest rates, collateral requirem ents, and other term s are nearly 
identical, The nature o f  rural economies-small com m unities, small borrow ers, and 
undiversified industries-can lead to disparities in the availability o f  financial services 
among individual borrowers and communities, but financial m arket im perfections have 
detracted substantially from overall rural grovrth.

Observations on com m ercial banks, the farm credit system , governm ent financial 
assistance programs, and a range o f other rural lenders together w ith  inform ation on rural 
and urban loans and borrowers show that, on average, rural financial m arkets work fairly 
well in developed countries. But the situation in developing countries is different. Sporadic 
problems exist for some borrowers in some m arkets, risk financing (such as equity for new 
businesses and long-term operating loans for businesses and com m unity organizations) is 
difficult to find, and m any rural villages/communities lack com petitive banking markets.

Rural borrowers are served by a wide variety o f  financial service providers. The m ost 
visible sources elsew here in the world including Bangladesh are regulated financial 
institutions such as com m ercial banks and credit cooperatives societies, and non-regulated 
institutions, predominantly the m icro finance instotitions/N GOs in a large number. Other 
community-based village and char savings and loans associations (VSLA and CSLA) in 
Bangladesh are different types o f  ROSCAs (Rotating Savings Institutions) run through the 
systems o f  savings and lending and farm credit. Some other institutions and individuals 
also play important roles by supplying credit or by enhancing the com petitiveness o f  rural
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financial markets. More than three thousand m icro finance institutions (M FIs) in 
Bangladesh as a special group o f  rural financial service providers has gradually been 
replacing the dominance o f  traditional m oneylenders in the rural areas. Most prom inant 
MFIs in Bangladesh are Gram een Bank, Association o f  Social A dvancem ent (ASA), 
Bangladesh Rural Advancement Committee (BRAC) and Proshika. Some governmental 
organizations are also engaged in micro finance activities such as Bangladesh Rural 
Development Board (BRDB), M inisdtry o f Youth and Sports, etc.

Retail lenders are responsible for originating loans in the rural financial markets. The 
degree o f com petition am ong them can determ ine how efficiently the rural financial 
markets ser\'e borrowers. Government-supported credit enhancem ent program s help foster 
greater com petition for eligible loans. They encourage the creation o f  new com petitors, or 
increase the size o f  the market served by existing lenders and increases the lending capacity 
o f financial institutions within a given market.

Three critical issues are crucial: (a) whether rural financial institutions have an ample 
supply o f funds available to finance local economic developm ent, (b) whether rural 
borrowers pay more for credit than do urban borrowers, and (c) w hether rural financial 
markets satisfy viable dem and for credit. For private lenders, the underlying concern is 
whether financial markets are economically efficient. An efficient financial market offers 
borrowers equal opportunities by allocating credit to its m ost profitable uses. But even this 
equality o f opportunity may not yield a socially equitable allocation o f  resources. For 
example, the uneven distribution o f  education and w ealth w ithin the rural population 
creates an uneven distribution o f  creditworthiness.

The com m ercial banking system is the largest supplier o f  credit services to rural 
businesses. O ther developm ent organizations serve the widest range o f  borrow ers and loan 
types in rural areas. Rural banks provide home m ortgages, consum er loans, agricultural 
loans, and com m ercial/industrial loans. As the dom inant lender in m any m arkets, rural 
banks are well positioned to provide the com m ercial credit needed to finance rural 
development. The banking system as a whole and rural-headquartered banks in particular, 
are well positioned to m eet the credit needs o f  rural com m unities in industrialized 
countries. W hatsoever, observations indicate that rural bankers are anxious to m ake loans 
to creditworthy borrowers.

Non-bank depository institutions, such as savings and loan associations, cooperafives and 
credit unions, typically serve a much narrower m arket than com m ercial banks, but these 
institutions, too, are well situated to m eet the credit needs o f  their clientele. Savings and 
loans associations (S&LAs) are a major source o f hom e m ortgage credit in the rural areas, 
and credit unions provide consum er credit to their mem bers. In m arkets served by  S& L A ’s, 
these institutions act as strong competitors with com m ercial banks and other m ortgage 
lenders providing hom eowners with a ready supply o f  m ortgage credit. Credit unions rely 
on low operating outlays to hold down the cost o f  their loans. Nonetheless, their small size 
and membership restrictions keep them from being a m ajor source o f  credit in m ost rural 
financial m arket places.

Implicatioas for the Rural Policy Agenda

Efficiently functioning rural financial markets are im portant to the long-term  economic 
well being o f rural areas. However, efficient financial m arkets m ay not provide adequate 
capital to support all o f  the economic development goals o f  particular rural communities. It 
is the role o f  policy m akers to evaluate what type o f  policy interventions should be
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designed to help rural communities to ieve greater levels o f  economic development. The 
high degree o f diversity within rural areas in developed econom ies suggests that 
appropriate policy responses will likewise be quite diverse.

From the discussion o f  issues presented here, it is clear that there is a role for public sector 
intervention in rural financial markets if  rural professions are to achieve their economic 
potential. There is evidence o f  capital shortage problem s for rural businesses, households, 
and com m unities and this can have a detrimental im pact on the economic developm ent 
process. Some program s or structures are alredy in existance to help address these 
problems, such as m icro fmance/micro-credit for micro and small enterprises development, 
etc. But these are not effectively by the rural communities. The im portant question is why 
these m echanisms can not be properly used, and w hat changes can be m ade to ensure 
greater supply o f funds in the rural areas. Possibly, there is am ple scope to resorting policy 
alternatives to respond to the real needs o f rural communities.

Public policies should be designed to encourage private sector institutions to meet 
economic developm ent goals through their activities in the country-sides. These policies 
should be designed to support the efficient functioning o f  financial m arkets, rather than 
creating alternatives to private sector markets. At the same time, it is im portant to identify 
ways to encourage greater uses by rural banks.

While financial m arkets alone cannot create economic developm ent in the rural 
communities, access to capital for businesses, entrepreneurs, households, and communities 
is a necessary condition for economic growth. The ability o f  a rural com m unity to adapt to 
changing economic circum stances depends, in part, on the availability o f  capital to support 
income and em ploym ent generating activities. And, the capacity o f  financial markets to 
provide this capital depends to a greater extent upon the w illingness o f  governm ent policy 
makers to address the critical issues related to the rural financial markets,

5.11 F unctional A ssessm en t o f  F inancial M arkets

The developing and less developed countries often suffer from structural, operational and 
regulatory weaknesses in their financial markets. Table 5.3 gives a picture o f  the poor 
financial m arket situation in developing countries.

Function Assessm ent

Capital mobilization instruments Limited instruments and exit is not easy from markets except for bank 
deposits. Debt and deposit instruments are predominantly o f  a shorter 

term.

M anaging risk No derivative markets. Lim ited ability to d iversify  across markets.

Diverse ownership Poorly supervised stock markets do not inspire faith in the small 
investors limiting the pooling and diversity o f  ownership.

information development and price 
discovery

Thin and poorly supervised stock markets inhibit the process o f price 
discovery. No takeover threat as a disciplining dcvice. Lim ited ability 
to arbitrage across markets.

Clearing and settlement Non-compctitive institutional structures combined with weak 
regulation leads to inadequate development o f  clearing and settlement 
systems.

Dealing with agency issues in the absence o f market discipline, optimal contracting is difficult for 
overcoming agency problems. Lim ited ability to allow use o f  different 
markets for this purpose.

Attracting inflows Volatile inflows to take advantage o f  arbitrage situations only.

Source: Compiled and developed by Author
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The financial markets have expanded and deepened rapidly over the last decade and more 
specifically during the 1990s throughout the world. Despite their rigorous strives and also 
some visible changes, financial market in developing and least developed countries 
remained underdeveloped mainly due to technological backw ardness, structural and 
regulatory weaknesses. O n the demand side, the current expansion o f the financial markets, 
especially the stock markets have been supported by the structural transform ation in many 
economies, which is the direct outcome o f the capital market developm ent program s. On 
the supply side, the grovrth o f savings from the household sector in addition to external 
funds in the form o f foreign direct investment (FDI) and investm ents made by the financial 
institutions in the secondary markets have m ade the m arket more innovative and 
competitive, and enabled the issuers o f  securities and interm ediaries to grow.

But the financial markets in developing countries are fragm ented and face m any other 
problems such as, repressive regulatory blockages, taxation absurdities, and ingrained 
cultural barriers acting as a disincentive to risk taking and entrepreneurship development. 
Further, the com plex and expensive bureaucracy discourage the people who are willing to 
act in the financial markets, particularly in securities markets. The draw backs in the 
emerging financial markets, which include shortage o f  the right type o f  skilled people, 
paucity o f high-tech small and medium size enterprises (SM Es) and the reduction of 
institutional investors to take active part in financial m arkets. Concerns o f  the market 
policy makers, operators, participants, and stakeholders are how efficiently the local capital 
markets respond to the challenges o f  limited local and foreign investm ents, how the capital 
controls impact the activity in the m acro economy that rapidly changing capital m arket and 
what their implications for monetary policy success are. The im pact o f  various forms o f 
capital markets including the government securities m arket and capital restrictions on the 
growth o f  an equity culture, IPOs, explosion o f  pension funds, increase in supply o f 
domestic capital investm ent and economic growth are now enhanced dim ensions o f 
m odem  theory o f  financial markets. Increasingly, there is a blurring o f  the distinction 
between banks, securities firms and insurance com panies. Financial conglom erates 
undertake all activities through their subsidiaries. There is therefore, an increasing need for 
consolidated supervision and coordination among regulators.

Efficient financial sector strategy rationalizes the financial system  and upgrades the 
efficiency o f the financial m arkets to assist the econom ies in transform ing from directed to 
market-led operations. The overall development o f  financial m arkets is seriously restricted 
if  the stock market in any economy is stagnant with the weak and ill-equipped capital 
market regulator to m onitor the activities o f  m arket participants and the legal and 
regulatory framework lag behind the international standards. Therefore, any strategy o f 
financial markets developm ent should address these issue and aim at (i) stock market 
development, (ii) efficiency enhancem ent o f the mutual fund industry, and (iii) long-term 
resource m obilization for the leasing industry.

The objectives o f  capital market development should include the (i) enhancem ent of 
prudent managem ent o f efficiency level and transparency o f  stock m arket as a reliable 
mechanism for m obilizing long-term debt and equity resources for the private sector; (ii) 
study o f  the constraints on and potentials o f the mutual fund industry w ith particular focus 
on the institutional framework and operational efficiency o f  the m ajor participants, viz., the 
government-owned investm ent com panies, National Investm ent Trust (NIT) and 
investment corporations; (iii) exploration o f new long-term financing alternatives including 
scrutinizing lease receivables to expand the resource base o f  the leasing industry; and (iv) 
building up capacity o f  regulatory authority.
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Improvements in the operations, governance and m anagem ent of the stock exchanges, 
establishment and prudent management o f the centralized depository and clearing and 
settlement system, and strengthening regulations are essential for developm ent o f  the stock 
market. Under the mutual fund component, am endm ents on regulations to be made to (i) 
expand investment options o f  mutual funds; (ii) allow for the establishm ent o f  special 
purpose funds; (iii) prevent conflicts o f interest between fund m anagers and brokers; (iv) 
enhance the role o f  tm stees; (v) implement disclosure requirem ents o f  net asset value on a 
daily basis; (vi) prom otion o f  contractual savings institutions, (vii) rem ove restrictions on 
investments in various funds by other institutional investors, and (viii) stream line taxes to 
avoid double taxation.

5.12 R egu lation  o f  F inancia l M arkets

Prudential regulation is important for ensuring the properly functioning financial markets 
irrespective o f  size and financial strength o f  the countries. The essential features an 
efficient regulatory system o f financial markets should include:

a. Rules for the maikets and the participants, which are in line with market conditions and, at 
tlie saine time, underpin the stability of the financial system;

b. Organizational forms of financial market supervision which should mirror market 
structures, but not run ahead of them;

c. Harmonized supervisory practices in order to improve and safeguard the ‘level playing 
field’;

d. A sufficient quantity of highly qualified experts in the field of supervision,
Globalization, technological progress and international com petition are the factors that re
shape all the financial markets and of course, the stock markets throughout the world. The 
stock markets are engaged in fierce com petition with each other. Issuers and investors want 
a liquid market that is efficient, secure and as cost-effective as possible in term s o f  both 
trading and settlement. Alliances and m ergers are strategic options for strengthening 
competitive positions. These changes are taking place in a setting w here there is 
comparatively little harmonization in the regulatory environm ent provided by securities 
and stock exchange laws. Relatively new com petitors have been entering the field in the 
shape o f electronic communication networks (ECNs). These are electronic trading 
platforms but are not licensed stock exchanges. In terms o f  turnover, ECNs do not play a 
major role at present but, even so, there arises the problem  o f  com petition between licensed 
and regulated stock exchanges and the scarcely regulated ECNs.

Over the years, financial regulation and supervision in m any countries have been organized 
around specialist agencies that have distinct and separate responsibilities for banking, 
securities and insurance sectors. But there has been an apparent trend tow ards restrucm ring 
the financial regulatory and supervisory functions in many countries in recent years. One o f 
such restnicturing m easures is the formation o f unified regulatory and m onetary agencies 
that supervise one or more o f these areas (see table 5.4 in annex 2).

The main stimulants behind the current tendency o f separating banking and financial 
regulation and supervision from the central bank and assigning it to an independent agency 
are the worldwide economic reforms and more im portantly the financial liberalisation. 
Under the philosophy o f  ongoing worldwide financial liberaUsation and integration of 
financial markets, the dividing lines between financial and even financial and non-fmancial 
institutions have become increasingly blurred. The argum ents for separation o f  banking 
supervision from the central bank are that potential systemic financial crises w ould have to 
be handled by a com m ittee, not a unified Central bank, w hich will enable each individual 
authority to tackle the problems in an unbiased m anner and allows the m arket forces to

99

Dhaka University Institutional Repository



Chapter 6 
Financial Markets in Bangladesh

6.1 Introduction
The fundamental roles the financial markets play in fostering broad based economic growth 
are evident in many developed countries. A careful study o f  certain episodes and issues in 
financial history can help us make more informed decisions about the financial world o f  
today w hether we are bankers and traders, policy-m akers, private investors or academics. 
In developing countries, policy and research focuses have been placed prim arily on the 
improvement o f  the ‘rea l’ side o f  the economy rather than on the institutional aspects. 
Empirical literature and research often show that financial developm ent, particularly the 
developm ent o f  money and stock markets is correlated to current and ftiture economic 
growth, capital generation and accumulation, and productivity im provem ents (Levine and 
Zervos, 1996). To bring these roles into full effect and reap their econom ic benefits, a 
financial market needs to be strategically developed, structurally sound and inform ationally 
and operationally efficient.

The previous five chapters have laid down the foundation o f the thesis by elaborating the 
nature, structure, institutions, tools and instruments, stability and soundness requirem ents, 
operational m echanism and developm ent impact o f  financial system s and financial markets 
in general with particular emphasis on those in developing countries. The general features 
found stand still through literature review in chapter 3, financial system s and markets in 
chapter 4 and 5 respectively, have facilitated the checking o f  com parative stance of 
financial markets in Bangladesh, their strength and weaknesses and the developm ent 
requirements and potentials.

Bangladesh is a less developed country and its economy is dom inated by informal sector 
(55%). The share o f  private and government formal sectors is 35 percent and 10 percent 
respectively. The inform al financial activities in the country account for a large part o f  its 
financial markets, and have long been playing a significant role in the rural financial 
intermediation process. Institutions o f  informal financial m arket m eet the credit needs o f 
small and m icro-enterprises; both farm and non-farm. Graph 6.1 presents the share of 
informal finance and a picture about how informal finance serves the credit requirem ents o f 
those, which are often regarded as unbankable by the formal financial institutions.

Graph 6.1: Share of Rural Credit from Informal Sources

10% 20% 30% 40% 50% 60%

Sourca: Data used for developing this graph are adopted from 
Aslan Development Bank, 1990

70%
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However, the area o f  concentration o f this dissertation, as has m entioned above, is the 
fonnal part o f financial m arket in Bangladesh. This chapter draws an overview o f 
structural, instiliitional and operational framework o f  the country's formal financial market 
along with the evolutional^ process o f  various segments o f  the market. The following few 
chapters have made analytical and empirical evaluations on the perform ance o f  money 
market, foreign exchange m arket and capital m arket inclusive o f  testing the adopted 
research hypotheses.

6.2 F inancial M arket in B angladesh: Structure and D epth
The ongoing wave o f  deregulation, globalization and advancem ents in information 
communication technology (ICT) continues to im pact the structure o f  dom estic and 
international financial m arkets and the nature o f financial service firms. Currently, 
governments and regulators around the world are evaluating their rapidly changing 
financial systems and the ways those systems influence national economies. As the 
country’s financial m arket remains infant and weaker, Bangladesh needs to develop and 
strengthen the structure and policy and operational efficiency o f  its financial markets to 
cope with and avail the benefits o f  long-going w orld-w ide wave o f  financial market 
development.

Two m ajor com ponents o f  the country’s formal financial system , m oney m arket and the 
capital market form the general structure o f  the financial m arket o f  Bangladesh. The 
current structure o f  the country’s financial system and the financial m arket is depicted in 
figure 4(iv) in annex 1.

Few people are aw are o f the size and dimensions o f the country’s m oney m arket because 
the general public do not participate in many o f  its com ponents, especially in the call 
money transactions and most businessmen don't encounter it in their daily activities. The 
money m arket o f the country is mostly bank-based and its current structure com prises 49 
scheduled banks that are in operation. Non-bank financial institutions established under the 
Financial Institutions Act, 1993 have been accorded perm ission by the Bangladesh Bank to 
participate only in the inter-bank money m arket transactions. Dom estic foreign exchange 
market has greater impact on the functioning o f  the country’s m oney m arket as the interest 
and inflation rates, and other economic and non-econom ic factors in this m arket heavily 
influence the prices o f  foreign exchange.

The formal capital m arket in Bangladesh com prises two segm ents; securities m arket and 
the non-securities m arket or institutional investors’ part. The securities m arket operates 
through the stock exchanges as well as over the counter (OTC)^^. The non-securities 
segment concerns the banks and non-bank financial institutions that are engaged in 
providing short, medium  and long-term financing.

Nevertheless, the financial market o f  Bangladesh serves the econom y by way o f  both (a) 
indirect lending/financing through financial interm ediaries and (b) direct lending/financing 
through securities markets. However, analyzing evolutionary process o f  the country’s 
money and capital markets would certainly add som e new inputs to the empirical 
examination initiatives made in the following chapters. Because a careful study o f  certain

“  Over the Counter Market (O TC): W hen the broker/dealers negotiate directly with one another over 
computer networks and by phone to make pre-IPO placements or ,A  security, which is not traded on an 
exchange, usually due to an inability to meet listing requirements. These securities and their 
/performance/activities are monitored by the Regulators. O TC stocks are usually very risky since they arc the 
stocks that are not considered large or stable enough to trade on a major exchange. They also tend to trade 
infrequently, making the bid-ask spread larger.
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episodes and issues in financial history can help us make m ore informed decisions about 
the financial world o f  today whether we are bankers and traders, policy-m akers, private 
investors or academics.

6.3 E volution  o f  M oney M arket in B angladesh

The bank-based money m arket in Bangladesh has evolved through a series o f  changes and 
reforms. Before the independence o f  the country in 1971, there were 1130 branches o f  12 
banks in operation in East Pakistan. Bangladesh inherited those banks and the journey of 
the country’s money m arket began with them. The foundation o f  independent banking 
system in Bangladesh was laid through the establishm ent o f  the Bangladesh Bank (BB) in 
1972 as the country’s central bank by the Presidential Order No. 127 Of 1972 (which took 
effect on 16'’’ D ecem ber 1971). Through the Order, the eastern branch o f  the former State 
Bank o f  Pakistan at Dhaka was renamed as Bangladesh Bank as a full-fledged office o f  the 
central bank o f  Bangladesh and the entire undertaking o f  the State Bank o f  Pakistan in, and 
in relation to Bangladesh has been delivered to the BB.

Bangladesh Bank has been entrusted with all o f  the traditional central banking functions 
including the sole responsibilities o f issuing currency, keeping the reserves, formulating 
and managing the m onetary and credit policy, regulating the banking system , stabilizing 
domestic and external monetary value, preserving the par value o f  Bangladesh Taka, 
fostering economic growth and development and the developm ent o f  the country’s m oney 
market (Bangladesh Bank Order, 1972). Nevertheless, the post-liberation government took 
initiatives and adopted measures to restructure the bank-based m oney m arket o f  
Bangladesh. Initially, the government through the Bangladesh B anks (Nationalization) 
Order 1972 took the ownership o f  all inherited banks except foreign ones and formed six 
nationalized com m ercial banks (see table 6 .1).

Table 6.1: Nationalized Banks under Banks (Nationalization) Order 1972

N ew  B anks (N C B s) O riginal B anks

Sonali Banks

The National Bank o f  Pakistan 
The Bank o f  Bahowalpur Ltd. 
The Premier Bank Ltd.

Agrani Bank
The Habib Bank Ltd.
The Com m erce Bank Ltd.

Janata Bank
The United Bank Ltd. 
The Union Bank Ltd.

Rupali Bank
The M uslim Com m ercial Bank Ltd. 
The Standard Bank Ltd.

Pubali Bank
The Australian Bank Ltd.
The Eastern Mercantile Bank Ltd.

Uttara Bank The Eastern Banking Corporation Ltd.

During 1972-83, the nationalized commercial banks perform ed the m oney market 
activities under a rigid regulatory regime. Throughout this period, the NCB-led money
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market o f  Bangladesh suffered an infirmity due to absence o f  com petition, and also from 
both allocation and operational inefficiency. On the other hand, the country lacked capital 
market because o f  absence o f institutional investors and securities m arket until ] 976. Thus 
the money market went on a long way with a thin instrumental and institutional structure. 
With the opening o f  the market for private sector banks, insurance and other financial 
institutions in 1984, the m oney market o f the country started to get institutional 
stimulation. The financial sector reform project (FSRP) im plem ented in the country in the 
early 1990s placed particular emphasis on banking sector liberalization and development, 
The impact o f the reforms has been investigated in chapter 10.

The formal m oney market institutions include the central bank (Bangladesh Bank) at the 
core as the regulator, 4 nationalized commercial banks (NCBs), 30 dom estic and 10 foreign 
private com m ercial banks, and 5 specialized (developm ent) banks. A  total o f  49 banks with 
over 6000 branches conduct money market operations. The non-bank financial sub-sector 
now com prises 28 non-bank financial institutions com m only know n as leasing companies 
and 64 insurance com panies, which are also perm itted by Bangladesh Bank to participate in 
the inter-bank m oney m arket transactions. There is a large inform al m oney m arket in the 
country that encompasses mainly the moneylenders o f  various types, sm all co-operative 
societies, a num ber o f  non-scheduled banks and micro finance institutions (MFIs). The 
MFIs and other non-bank financial institutions and agents are not under the regulatory 
purview o f the central bank and therefore, kept o ff from the scope o f  this dissertation.

It is worth m entioning that the scheduled banks^'*, in addition to taking deposits through 
various types o f  traditional bank accounts, m aking short-term  lending and undertaking 
short-term investments, are now heavily involved in long-term  lending. Long-term lending 
is taking place through large loan exposures either by a bank solely or through syndications 
o f  more than one bank. Under the provision o f  C lause 27 (3) o f  the Bank Com pany Act, 
1991 in force in the land, if  a particular loan amount to a single borrow er exceeds 15 
percent o f  the ban k ’s own capital, such a loan is defined as large loan. However, no bank 
com pany in Bangladesh is permitted to lend ICO percent equivalent o f  its capital or more to 
one borrower. The practiced credit-deposit ratio is 80 percent, i.e., a bank can lend up to 80 
percent o f  its total deposit receipts. Banks provide large loans for buying capital machinery 
and m eeting other long-term fund requirements. Side by side w ith short-term  financing, the 
country’s banking system has also been contributing to both  m oney and capital market 
development process. Besides the banks, their branches licensed and authorized by 
Bangladesh Bank to deal in foreign exchange (ADs), the approved m oneychangers and the 
central bank at the core, no other formal or informal institutions are perm itted to involve in 
the foreign exchange m arket activities.

6.4 E volution  o f  C apita l m arket in Bangladesh^^

The present shape o f  capital market in Bangladesh has been evolved through a series o f 
changes and refonns. The history o f  capital market in Bangladesh dates back to the Mughal 
era in the early 17th century, when limited scaled, but organized m oney and capital market

It is mandatory for both domestic and foreign banks engaged in banking business in Bangladesh lo be 
scheduled with the Bangladesh Bank under the provisions o f  the Bangladesh Bank Order 19 72  (Presidential 
Order No. 127  o f 1972).

Information for this section (6.4) and the subsections under it (i.e. 6 .4 .1, 6.4.2, 6.4.3 and 6.4.4) have been 
adopted from various articles published in "History o f  Bangladesh: 17 0 4 - 19 7 1  (Econom ic History). V ol-2, 
edited by Sirajul Islam, published by Asiatic Society o f  Bangladesh, Dhaka, 19 9 7  and Tw enty Y ears o f  
Pakistan; \9Al-67, Altaf Gauhar (1967): Pakistan Publications, Rawalpindi-Dhaka.
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activities begun in Suba-e-Bangala. Since then the m arket underwent three different waves 
o f state adm inistrative regim es, namely the Mughal or Naw abi, British colonial and 
Pakistani regimes until the country’s independence in 1971.

6.4.1 M ughal R egim e

Although at a lim ited scale, the idea o f  capital m arket transactions started to consolidate in 
the very early stage o f  M ughal administration in the greater India including Bengal in 
seventeen century. Bengal under the Nawabs was fairly developed in trade and 
communication. One English historian described Bengal o f the N awabi period as “ easy in 
its finances, moderate in its expenditure, free from charges and cares o f  independent 
dominion, its inhabitants enjoying in the occupation o f  agriculture and com m erce, public 
peace and abundance”  (cited in Chaudhury, 1997). The prosperity o f  Nawabi Bengal was 
attributed to large investm ents by European nations and dispersal o f  Bengal raw silk, cloths 
etc. in vast am ounts to the west and north and inland as far as Guzrat, Lahore and even 
Ispahan. Bengal exported large volumes o f agricultural and industrial products to Asia and 
Europe. Asian m erchants and Europeans, especially the English and Dutch East India 
Companies invested their money to buy exportable goods and som etim es provided local 
producers with loan funds. The volume o f  production o f  farm ers and artisans were 
dependent on the supply o f  credit by local and foreign m oneylenders and merchants. But 
the cost o f  borrowing m oney was very high. In 1720-21, the English com panies’ debt in 
Bengal am ounted to Rs 2,4 million. The Dutch com pany also borrow ed from the local 
capital market. Their debts to the Kashimbazar m erchants with interest am ounted to about 
Rs 1.5 m illion in Septem ber 1724. In March 1754, Dutch borrow ings in Bengal stood at Rs 
2.83 million, Jagat Seths had been the main creditor o f  the European com panies. The 
French and the Ostend Companies also borrowed freely from the local m oney markets. The 
Ostend Com pany borrowed money from local Sarafs and m erchants. In the three years 
between 1755 and 1757, the Dutch debt to the Houses o f  Jagat Seth am ounted to Rs 2.386 
million. At the time o f  the fall o f  Chandranagar in M arch 1757, the French owed Rs.1.5 
million to the Jagat Seths.

The capital m arket o f  the 17th century Bengal often faced scarcity o f  funds. A vailability o f 
investible funds in Bengal was dependent on the exchange rate in A gra since local Sarafs 
and money merchants directed their funds to Agra to avail o f  the benefits o f  higher 
exchange rates. Com mercial banks established in the second h a lf  o f  the 17th century were 
engaged in providing short, medium and long-term loans and trade financing. The growing 
pace o f trade in Bengal resulted in substantial increases in the circulation o f  m oney that led 
to the developm ent o f  banking and finance throughout M ughal B en g al Generally, 
moneylenders, m oneychangers, village merchants (m ahajans) and shopkeepers perform ed 
the function o f banks and advanced both long and m edium  term  loans to rulers when the 
latter were in financial hardships. Indigenous bankers also issued and discounted hundies 
(bill o f exchange) and bank drafts. Apart from their financial transactions with government, 
these banking houses also extended loans to private parties m ostly on mutual trust and 
sometimes without a docum ent, or even a witness. Long-term  loans were also granted on 
mortgages o f  lands, ornaments and other properties.

6.4.2 B ritish  Regim e

The British East India Com pany controlled both the adm inistration and trade o f  Bengal 
until 1813. Later on, other British companies were allowed to enter into and conduct 
business in the Bengal area. To operate and manage production, and trade and commerce, 
the Houses o f  A gencies started coming into being under partnership arrangem ents with the 
British private traders and Calcutta-based merchants. But these agency houses and private
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traders did not have sufficient money, technical knowledge and expertise. As a result, huge 
amount o f capital and technical know-how was im ported from Britain for investm ent in 
Bengal. All new firms, private traders and agency houses also used to borrow large am ount 
o f money from local sources. Issuance o f  paper certificates or bonds by the East India 
Company made the transfer o f funds easier. The flow o f  long-term  capital started to 
increase in Bengal with British investment in the railway sectors in 1854. Local 
moneylenders and landlords then lent their money to indigo planters. The existing banks 
were also involved in extending capital finance to various professionals and artisans. The 
Bengal Bank was the oldest bank in the British era. Three Presidential banks that followed 
the establishm ent o f  the Bengal Bank were the Bank o f  Calcutta (1806), Bank o f  Bombay 
(1840) and Bank o f M adras (1843), After 1850, banks in British India started to extend 
long-term loans abreast o f  short-tenn lending. Seventeen loan offices were established 
throughout the Bangladesh region between 1850 and 1894, The various banking and 
financial institutions established in the present Bangladesh area during the British period 
include those in the name o f  loan office at Faridpur (1865), Bogra (1872), Barisal (1873), 
M ymensingh (1873), Nasirabad (1875), Jessore (1876), M unshiganj (1876), Dhaka (1878), 
Sylhet (1881), Pabna (1882), Kishoreganj (1883), Noakhali (1885), Khulna (1887), 
M adaripur (1887), Tangail (1887), Nilphamari (1894) and R angpur (1894).

The Bengal Bank had opened its first branch in Dhaka by purchasing the Dhaka Bank in 
1862. In 1873, it opened two branches in Sirajganj and Chittagong. A nother branch o f 
Bengal Bank was opened in Chandpur in 1900 AD. Six branches o f  Bengal Bank were in 
operation in the Bangladesh region until the partition o f  India in 1947 and these branches 
were located at Dhaka, Chittagong, M ymensingh, Rangpur, Chandpur and Narayanganj. In 
combination o f  the three presidential banks, the Im perial Bank o f  India was set up in 1921. 
The Reserve Bank o f  India came into being in 1935. In addition to those banks mentioned 
above, there were other banking and financial institutions throughout the British India 
including the territory o f  Bengal.

The bank-finance run capital m arket was augmented significantly by the establishm ent o f 
15 new com m ercial banks in the region between 1896 and 1942. Banks established in this 
period were the Kurigram Bank (1887), Kum arkhali Bank (1896), M ahaluxmi Bank, 
Chittagong (1910), D inajpur Bank (1914), Com illa Banking C orporation (1914) and 
Comilla Union Bank (1922). M ajor Indian banks o f  the period having branches in the 
territory were the National Bank o f  India (1864), Bengal Central Bank (1918), New 
Standard Bank (1920), Imperial Bank o f  India (1921), P ioneer Bank (1923), Bank o f 
Commerce (1929), United Industrial Bank (1940), Habib Bank (1941) and United 
Commercial Bank (1942).

6.4.3 Pakistani Regime

Following the partition o f  British India in 1947, Pakistan inherited banking and credit 
structure com prised o f 631 branches o f  various banks, including som e foreign ones, having 
no formal securities m arket, i.e., stock exchanges. As the headquarters o f  m ost o f  these 
bank offices were located in India, 436 bank offices had to shut dow n within six months o f 
partition. Until the establishm ent o f  the State Bank o f  Pakistan-the central bank o f the 
country in July 1948, the Reserve Bank o f  India perform ed central banking functions for 
both countries under the partition agreement. A long with the norm al central banking 
activities, the State Bank o f  Pakistan was entrusted with the responsibility o f  operating and 
fostering the growth o f  the country’s monetary and credit system. The Bank took 
significant steps to develop the country’s banking system through setting up o f  commercial 
banks and credit institutions.
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The National Bank o f  Pakistan, a commercial bank was set up in 1949. In all, 36 scheduled 
commercial banks were in operation in the united Pakistan. M ost o f  these banks were 
owned by the Pakistanis and only three o f  them namely, National Bank o f  Pakistan, Habib 
Bank and the Australasia Bank, each had a branch in the East Pakistan in 1949. During 
1950-58, three other Pakistani-owned banks, the Prem ier Bank, Bank o f  Bawalpur and 
Muslim Commercial Bank had opened branch o f  their own in East Pakistan. Four 
Pakistani-owned banks, the United Bank, Union Bank, Standard Bank and Commerce 
Bank conducted business in the province during 1959-1965, A part from the progress in 
commercial banking, other expansions had there been taken-place to m eet m edium  and 
long-term credit requirem ents o f agriculture, industry and housing through setting up o f 
several specialized financial institutions during the period from 1947 to 1970.

The eastern province o f  Pakistan (East Pakistan) had only two banks owned by local 
business groups with headquarters at Dhaka, the Eastern M ercantile Bank (presently Pubali 
Bank) and Eastern Banking Corporation (presently U ttara Bank) established in 1959 and 
1965 respectively. Bank fund-based capital m arket in the territory o f  Bangladesh 
experienced a slow growth during the British and Pakistan periods. There had been only 25 
bank branches in 1901 and the num ber grew to 6 6 8  in 1946, A fter the creation o f  Pakistan 
in 1947, a total o f  148 branches o f different banks had been closed by 1950, The num ber of 
branches reduced to 520 by 1965, The later years, however, show som e dram atic changes 
in the situation and the num ber o f  bank branches increased to 1025 in 1970.

The institutions and instrum ents that comprised the capital m arket in Pakistan included: (a) 
post office saving banks, postal life insurance, defense saving certificates and prize bonds;
(b) the National Investm ent (Unit) Trust; (c) the Industrial Corporation o f  Pakistan; (d) 
specialized credit institutions for agriculture, industiy, and house-building viz. the 
Agricultural D evelopm ent Bank, Industrial Developm ent Bank, Pakistan Industrial Credit 
and Investm ent Corporation, and the House Building Finance C orporation o f  Pakistan.

As the first stock market in Pakistan, Karachi Stock Exchange was established and 
registered in 1949 at Karachi. At that time, some organized stock dealings also took place 
in Lahore, The East Pakistan Stock Exchange Association Limited was founded in 1954 in 
Narayanganj, which com m enced operations in 1956. However, the really  active m arket was 
the Karachi Stock Exchange. Initially, the Karachi Stock Exchange and the East Pakistan 
Stock Exchange Association Limited provided m arket places for gilt-edged securities as 
well as for equity issues o f  public limited companies. The East Pakistan Stock Exchange 
Association Limited w as renam ed the Dacca Stock Exchange Ltd (DSE) on 23 June 1962 
and was shifted to Dhaka.

The insurance industry in the country had substantially contributed to  the capital m arket 
developm ent in Pakistan. With 81 companies including 40 indigenous ones, the insurance 
industry was a m ajor supplier o f  long-term funds in the capital market. O f the 40 
indigenous insurance com panies, 10 were registered in East Pakistan. L ife insurance 
became an important source o f  capital formation in the econom y. Total investm ent o f  all 
insurance companies at the end o f  1964 was Rs.386.81 m illion.

6.4.4 B angladesh P eriod

In 1971, the independent Bangladesh inherited from Pakistan a very sm all financial market 
consisting o f 1130 branches o f  12 commercial banks, the Dacca Stock Exchange Ltd, 10 
insurance companies established between 1958 and 1971, and the Sam abaya (co-operative) 
Bank Ltd, After the independence o f Bangladesh in Decem ber 1971, the bank-led financial 
market in the country started operations with the inherited bank branches, which were
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merged into six banks, all nationalized and renamed. The new nam es o f  the banks were the 
Sonali Bank (The National Bank o f  Pakistan, The Bank o f  Bawalpur, The Prem ier Bank), 
Agrani Bank (Habib Bank, Commerce Bank), Janata Bank (U nited Bank, Union Bank), 
Rupali Bank (M uslim Com mercial Bank, Standard Bank), Pubali Bank (Australasia Bank, 
Eastern M ercantile Bank) and Uttara bank (Eastern Banking Corporation). Bangladesh 
Bank, the central bank o f  the country, was set up on 16 D ecem ber 1971 by virtue o f  the 
Bangladesh Bank Order, 1972. The government had accepted the assets and liabilities of 
the Deputy Governor's office o f  the State Bank o f  Pakistan in Dhaka and vested them  to 
Bangladesh Bank.

The activities o f  the DSE went suspended in 1971 due to the w ar o f  liberation and also 
remained dorm ant in the post-liberation years until the middle o f  1976. The DSE resumed 
its operations in mid 1976. As a step towards the developm ent o f  capital market for 
encouraging the base o f  investm ent in the countiy, the governm ent o f  Bangladesh 
established the Investm ent Corporation o f  Bangladesh (ICB) on I®' October 1976. A nother 
significant developm ent was setting up o f  the International Finance and Investm ent (IFI, 
currently IFIC Bank) for the purpose o f undertaking banking and other financial business 
outside Bangladesh either singly or in collaboration with com panies, financial institutions 
and banks. The principal objective o f establishing the IFI was to develop and strengthen 
banking and financial relationship between Bangladesh and im portant financial centers in 
other countries, particularly the oil-rich Arab countries o f  the M iddle East.

The ICB (Investment Corporation o f  Bangladesh) and the IFI (International Finance and 
Investment) helped substantially in adding mom entum  in the country’s capital market. The 
ICB was also entrusted with the responsibility o f  accelerating the pace o f  industrialization, 
developing a vibrant capital m arket and providing institutional support to m eet the equity 
and knowledge gap o f  public limited companies in the industrial sector. O ver time, ICB 
expanded its area o f  operation. It now underwrites public issue o f  shares and provides 
bridging loans to priority sectors. It also participates in direct purchase o f  shares, and the 
underwriting, purchase, and sale o f  debentures, and bonds. It has been m anaging investors’ 
accounts, mutual funds and unit funds and participating in trade in the stock exchanges. In 
the mid-1980s, two private investm ent companies nam ely. N ational C redit Ltd. and 
Bangladesh Com merce and Investm ent Ltd., were perm itted to participate in the capital 
market, but their activities rem ained limited.

The growth o f  capital market in Bangladesh had been very slow  because o f  a num ber o f 
reasons including m arket impecfections and weaknesses in the regulatory framework. 
Long-term funds required by industrial enterprises w ere generally provided by 
government-owned developm ent finance institutions (DFIs) a t concessional and directed 
interest rales. These DFIs included the Bangladesh Shilpa Bank, B angladesh Shilpa Rin 
Sangstha, Bangladesh Krishi Bank, Rajshahi Krishi U nnayan B ank and Bank o f  Small 
Industries and Commerce. Bangladesh Small & Cottage Industries C orporation (BSIC) is 
another institution that provides medium and long-term  loans to small industries either 
directly or through consortium  o f  commercial banks. Bangladesh House Building Finance 
Corporation (HBFC) provides long-term loans for construction o f  residential houses. DFIs 
generate their investible funds through allocations from governm ent sources, credit from 
international financial institutions, and borrowings from the B angladesh Bank, C o
operative banks in the country provide medium  and long-term  credit for purchase o f  land 
and agricultural equipment.
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During the early 1970s, the debt-eqiiity ratio in borrowings from the DFIs was relatively 
high. Yet, in the absence o f a securities market, com panies had to borrow from the debt 
market. They avoided the securities market even after its revival through the reactivation o f 
the DSE in 1976. Small savers were also reluctant to invest their surplus funds in the 
capital market because o f  lack o f  confidence, Commercial banks and DFIs were preferred 
sources o f capital for people having proxim ity to pow er and the intention to appropriate 
public funds through defaults in payment. The borrow ers took advantage o f  the 
environm ent in which the loan recovery m echanism  was ineffective. There were no 
stringent m easures to recover overdue loans or prevent their turning into bad debts.

6.4.5 R ecent Developments^*

The capital m arket in Bangladesh, particularly the securities segm ent was almost 
unregulated in the absence o f  any exclusive statutory regulatory agency until 1993. The 
Ministry o f  Finance governed the activities o f  the DSE, which said to have been very much 
routine and nominal in actual sense. The market started to get a disciplined shape since the 
early 1990s. To activate the country’s securities m arket, the governm ent in 1993 founded 
the Securities and Exchange Com mission (SEC) as the regulator o f  the capital market. 
M ajor objectives o f establishing the SEC are to protect the interests o f  investors in 
securities, develop the securities market, and ensure com pliance o f  laws relating to proper 
issuance and exchange/trading o f  securities. In the subsequent years o f  1990s, some more 
important laws were enacted.

The government policy shift from state-ownership to private sector-led economic growth 
initiated in the early 1980s stimulated huge private sector responses and m otivated &e key 
players in the capital m arket viz. the investors and the issuers. This has helped in 
expanding the securities m arket activity. W ith the com m encem ent o f  functioning o f  the 
SEC, Bangladesh securities market statistics have been included in the Em erging M arkets 
Fact Book o f  the International Finance Corporation (IFC). O ver tim e, m ore initiatives have 
been taken to deepen and develop the market. As a part o f  expanding the size o f  non
securities segment, a num ber o f  institutions have been allow ed to undertake merchant 
banking in Bangladesh.

The establishm ent o f non-bank financial institutions under the Financial Institutions Act
1993 has expedited the process o f  capital m arket developm ent. The private sector 
entrepreneurs responded quickly by establishing a rem arkable num ber o f  leasing-centric 
non-bank financial institutions, which are now 28 in num ber upto D ecem ber 2005,

To broaden the institutional and functional structure o f  the country 's securities m arket, the 
second stock exchange in the country, the Chittagong Stock Exchange (CSE) was 
established on 1 April 1995. The CSE commenced its operation on 10 O ctober 1995 by 
adding substantial m ovem ents in the securities m arket activities. During 1998-2000, the 
government implemented a capital m arket developm ent project (CM DP) under the 
financial assistance o f  the Asian Development Bank. The objectives o f  the CM D P were to 
broaden the capacity o f  the equity market and to develop a fair, transparent, and efficient 
capital market. The specific targets o f  the CM DP were to (i) strengthen m arket regulation

Information for this sub-section have been adopted from ‘ Activities o f  Banks and Other Financial 
Institutions in Bangladesh', various issues published by the M inistry o f  Finance, G O B, Annual Reports o f 
concerned years o f Bangladesh Bank, Commercial Banks and Non-Bank Financial Institutions in Bangladesh 
and related monthly, quarterly publications and annual reports o f  Securities and Exchange Com m ission and 
Dhaka and Chittagong Stock Exchanges.
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and supervision, (ii) develop capital m arket infrastructure, (iii) m odernize capital market 
support facilities, (iv) increase the supply o f  securities in the m arket, (v) develop 
institutional sources o f  capital to improve the demand for securities, and (vi) improve 
policy coordination. Although the outcomes o f  the reform s were not significant, the CM DP 
helped in bringing into light the institutional and operational efficiency developm ent 
requirements o f the capital market.

In continuance o f  efforts to bring positive changes in the capital m arket regulation and 
performance developm ent, more reforms have been made in the securities m arket related 
laws. Some new laws have been introduced during 1976-2004, At present, the securities 
business in Bangladesh is regulated by Capital Issues (Continuance o f  Control) Act 1947, 
Companies Act 1994, Securities and Exchange Ordinance 1969, Securities and Exchange 
Rules 1987, Securities and Exchange Act 1993, Securities and Exchange Commission 
(Amendment) Act 1993, Securities and Exchange Com m ission (Brokers, Stock Dealers, 
Sub-Brokers) Regulation 1994, Securities and Exchange C om m ission (Insider Trading) 
Regulation 1994, Securities and Exchange Com mission (M erchant Bankers and Portfolio 
M anagers) Regulation 1994, Initial Pubhc Offering (IPO) Rules 1998, The Central 
Depository Bill 1999, M argin Rules 1999, Trust Act 1882 and Securities and Exchange 
Com mission (Mutual Funds) Regulation 1994. M oreover, there are specific rules and 
regulations for controlling the operation o f stock exchanges. Table 6.2 in annex 3 shows 
the developm ent indicators o f  securities market in Bangladesh throughout the period o f 
1997-2004. It is evident from the table that none o f  the m arket indicators experienced 
stable growth pattern except in case o f  a number o f  listed com panies.

On 10 August 1998, autom ated online screen based trading system  began in the securities 
market o f  Bangladesh with adoption o f the Central Depository System  (CDS) for electronic 
settlement o f  share trading in the DSE (SEC, 2005). On 24 January 2004, the DSE becam e 
a full depository participant (DP) o f  the Central Depository o f  B angladesh Lim ited (CDBL) 
to facilitate trading o f  and provide its non-DP m em bers with accounting and clearing 
services. The ultimate objective is to stimulate the stock trading activity.

Initially, the listed shares in the stock m arket were grouped into 13, w hich have later been 
extended to 16 on the basis o f  nature o f  businesses o f  sponsor/issuing com panies. Table 6.3 
in annex 3 shows the group-wise market capitalization perform ance o f  traded shares at the 
stock exchanges during 1996-2004.

In the mid-1990s, capital m arket o f  Bangladesh faced a num ber o f  critical issues, especially 
the share price bubbles and the m arket crash in 1996-97 due to various reasons, w hich has 
been examined in a latter section. Following the severe consequences o f  debacle in the 
stock market, some new policy and regulatory stringencies have been adopted, w hich are 
also discussed in later sections.

The non-securities segment is now constituted by institutional investors such as 
commercial banks (49), investm ent bankers and com panies, m erchant bankers (26), 
insurance companies (6 8 ), pension funds and schemes, DFIs (5), postal saving bank and 
schemes, postal life insurance, deposit pension schemes, em ployees insurance fund, 
security deposits, gift certificate deposits, sundry deposits, leasing com panies and other 
non-bank financial institutions and co-operative land m ortgage banks.
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Chapter 7

Money Market in Bangladesh; 
Performance Analysis and Development Implications

7.1 Introduction

A money market^^ integrates a set o f  institutions, instrum ents, conventions, and practices 
with the aim o f facilitating lending and borrowing o f  money and a range o f  m onetary assets 
on a short-term basis different firom the capital market, w hich is concerned with m edium - 
and long-term credit. Thus, money m arket constitutes the short-term  part o f  a financial 
system. The operational fram ework o f  financial system provides the key link betw een its 
monetary policy strategy and the money market. The m oney m arket is the first step in the 
transmission m echanism  o f  monetary policy and a key source o f  inform ation on 
expectations about m onetary objectives. The monetary policy im plem entation is based on 
the control o f  very short-term, money market interest rates

The role o f  money m arket is commonly seen as the provision o f  short-term  funds and the 
distribution o f  liquidity within the financial system. As the m ost dom inant part o f  financial 
market in Bangladesh, the money market works both as a wholesale m arket at the inter
bank level and retail market at customers end. The m arket provides highly liquid, short- 
tem i lOUs. Banks and other non-bank financial institutions m anage their liquidity through 
money m arket operations. They utilize their surplus liquidity by investing in the money 
m arket and fund their shortage o f  liquidity through borrow ing from this m arket. M ajor 
participants in the m oney m arket o f  Bangladesh include all scheduled banks (dom estic and 
foreign), leasing com panies and the members o f  the public and other institutional and non- 
institutional entities in retail transactions.

This section provides an analytical profile o f  the formal m oney m arket in Bangladesh, 
focusing on the m arket’s evolution, structure, tools and instrum ents, perform ance o f  its 
various com ponents and the m arket’s aggregate efficiency level.

7.1.1 Money Market Instruments^* in Bangladesh

The money m arket o f  Bangladesh functions with a few traditional instrum ents and paym ent 
system tools. The list o f  existing money market products includes bank deposits o f  various

The money market is the market that involves the short-term lending and borrowing o f  funds among a 
range o f participants. The typical instruments traded in a money market have a short maturity and inciudc 
treasury bills, central bank bills, certificates o f deposit, fixed term deposits receipts (FR D s), banker’ s 
acceptances, and commercial papers. They also include borrowing through repurchase agreements and similar 
arrangements. Money market provides short-term liquidity to governments and financial and non-financial 
corporations. An active m oney market allow s entities to manage their liquidity in an efficient manner by 
facilitating investment o f excess holdings o f  cash in interest-bearing assets, which can be drawn upon when 
needed, and by providing a source o f funds for those short o f  liquidity, or who wish to finance short-tenn 
positions in other markets.

Generally, the maturity o f  all m oney market instruments is less than one year. But in som e countries, the 
maturities vary up to five years depending on the policy o f  the respective monetary authorities. For example, 
2 and 5 years Bangladesh government treasury bills arc treated as m oney market instruments. However, 
money market instruments are, as a  general rule, bearer documents and thus freely transferable m erely by 
delivery, A ny bearer o f one o f  these instruments is deemed to be a holder for value and the financial 
institution on whom the instrument is drawn and to whom it is presented for payment is thus bound to honor 
its obligation thereon.
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kinds such as dem and, short-term (STD) and fixed deposits (FDRs), non-interest bearing 
current accounts deposits, special deposit schemes offered by banks, certificate o f  deposits 
(CDs), government treasury bills, bearer certificate o f deposit and bills payable that 
constitute the liability side, and the loans and advances o f  different types that form the 
assets portfolio o f  the banks’ balance sheet. There are no short-term tradable instruments 
and money m arket funds that are available in developed markets as shown in table 5.1 in 
chapter 5.

The list o f  government sponsored money m arket instrum ents includes m ainly government 
treasury bills and several other interest bearing saving certificates. Interests on government 
saving certificates are payable to the buyers/holders quarterly, sem i-annually and annually 
at rates fix up by the government from time to time. The treasury bills m arket at present 
operates with 6 different m aturity government treasury bills, sold through regular weekly 
auctions on discount basis. Another non-tradable but easily convertible governm ent debt 
security is one hundred taka denom inated prize bond. Handsom e am ount o f  cash prizes are 
paid to the holders for the winning numbers drawn through quarterly lotteries under strict 
government supervision. Deposit taking and lending activities o f non-governm ent 
organizations (NGOs) and m icro finance institutions (M FIs) are lim ited only to their 
members. Although the activities o f these institutions help prom oting the perform ance o f 
money market, they are yet to be recognized as formal m oney m arket institutions.

7.1.2 Functional Structure of Money Market in Bangladesh

The formal money m arket o f  Bangladesh mainly consists o f  three com ponents [see figure 
7(i)]: inter-bank money market, bills market and the foreign exchange m arket. The inter
bank m oney m arket again comprises the call and inter-bank deposit markets.

Figure 7(i): Structure of Money Market in Bangladesh

Source: Developed by the Author 
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Sometimes, the inter-bank deposit money m arket is also called term  m oney m arket, as the 
deposits are made for various specified tenures. The bills m arket has two components: 
government treasury bills and the commercial bills. Foreign exchange m arket traditionally 
encompasses the inter-bank foreign exchange m arket and the approved moneychangers. As 
the presence o f parallel or informal kerb market in foreign exchange is dom inant in the 
country, it is shown in the m arket’s m icrostructure in figure 7(i) at the previous page.

The operational framework o f  money market in Bangladesh is based on two main 
instruments; m aintenance o f  fractional reserve requirem ents and open m arket operations 
applied through the issuance o f  government treasury bills, their ‘repo’ and ‘reverse repo’ 
transactions. Open m arket operations provide the m oney m arket with liquidity in exchange 
for eligible government securities, the government treasury bills and are mainly conducted 
by the country’s central bank.

7.1.3 Inter-bank Money Market^^ in Bangladesh -  Basic Characteristics

Inter-bank money m arket (IMM) is an organized m arket in w hich the participating 
institutions exchange funds represented by deposits w ith the Bangladesh Bank (BB). 
Participation in this m arket is allowed to institutions that are established and/or operate in 
the Bangladesh territoiy and are subject to the minimum reserve requirem ent system, and 
to those which, through the nature o f  their activity, are related to the m oney m arket. Inter
bank call m oney represents over 90% o f  total inter-bank transactions and the residual 
comprises inter-bank term m oney or notice deposits. The term deposits take the form o f 
short-term deposits (STDs) and fixed deposits (FDs). There is no prescribed bottom or 
upper time limit for inter-bank term deposits from regulator’s part. The participating banks 
can make such deposits for any m aturity as per their requirem ents. Central ban k ’s reserve 
requirements, such as SLR and CRR are not applicable on inter-bank deposits, as these are 
not considered as a constituting part o f  base money^'’. On the other hand, no withholding 
tax”  for call deposit is required, but for STD & FDRs, this tax is 10 percent. Inter-bank 
money m arket o f  Bangladesh is m ostly based in Dhaka. However, the IM M  in Bangladesh 
is not com pletely an inter-bank m arket hence non-bank institutions are allowed access to 
this market.

Inter-bank market is the market in which hanks lend or borrow reserve deposits to each other. This market 
allows hanks with excess liquidity to lend these fu n d s to hanks with a shortage o ffunds, often overnight and 
usually on an unsecured basis. An efficient inter-bank m arket improves the function ing  o f  the financ ia l system  
by enabling the central hank to add or drain liquidity from  the system more effectively and banks to 
redistribute their individual excesses and shortages o f  liquidity amongst them selves without causing undue 
interest-rate volatility. I f  funds do not flo w  free ly  am ong hanks in the inter-bank market, this impedes 
liquidity management by individual banks, posing a risk to financia l stability, and could result in the central 
hank having to supply liquidity to banks on a case-by-case basis, com plicating the management o f  monetary 
policy.

Base money or monetary’ base/money base: The base money (often called narrow money) comprises only 
o f  currency (banknotes and coins) and commercial banks' reserves/deposits with the central bank. As such, it 
is a narrow definition o f  money supply, consisting o f  only the most liqu id form s o f  money. Wider definitions o f  
the money supply include the public's hank deposits and are therefore larger in volume and encompass 
money o f  a lower liquidity.

The principle o f  a  w i t h h o l d i n g  t a x  is that it is withheld (retained) by the payer and  given directly to the 
taxation authorities. The payee is given only the balance. The prim ary motivation is to reduce  t o  evasion or 
failure to pay.
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(i) The local m oney m arket is restricted to dom estic users;
(ii) The m ajor transactions in the IM M  take p lace  m ain ly in D haka w here the head o ffic es  o f  all 

banks and other financial institutions are located. Sub-urban and m ral branches o f  banks usually  
remit their e xcess  funds to their respective head o ffic es  on w hich  the head o ffic es  pay interests. 
The head o ffic es , a fter m eeting their liquidity requirem ent, invest the surplus fitnds in the call 
m oney m arket or m ake loans and advances to various users;

(iii) The IM M  is a telephone call-based  over the counter (O T C ) m arket. T h ere  is no brokerage house 
or interm ediary organizations; the transactions in call m oney m arket usu ally  take place on the 
basis o f  bilateral negotiations. Since call loans are m ade on clean  b asis, i.e ., without any 
security, lending institutions/banks are a lw ays cautious m the selection o f  borrow ing 
banks/institutions;

(iv) The ratio o f  non-perform ing loans (N PL) o f  dom estic banks is h igher than that o f  the foreign 
banks operating in Bangladesh . The loan default culture is an obstacle to the developm ent o f  
m oney m arket in the country. L o cal private banks appear to b e  tlie regular borrow ers in the call 
m oney m arket;

(v) Inform ation processing and dissem ination system s o f  banks in B an glad esh  are outdated. M arket 
players are therefore unable to forecast the dem and and supply leve ls  o f  funds in the IM M . The 
asym m etries in the inform ation system  induced the vast liqu id ity holder banks and financial 
institutions to charge high interest rates in tlie IM M . T h is  situation revea ls  the m arket’ s 
in effic ien cy  and the level o f  im perfection;

(vi) There is no recom m ended code o f  conduct for m oney m arket p layers and participants. 
Participation in the inter-bank call m oney m arket is not m andatory fo r banks. H ow ever, 
inducem ent from  B angladesh  B a n k 's  part is that banks should m ake ca ll loans considering the 
liquid ity and so lven cy  o f  borrow ing-banks and other financial institutions;

(vii) Inter-bank ca ll m oney (ovem ight) rates are very  vo latile , and occasio n a lly  sp ike as h igh as 2 0 
3 5 %  and drop as low  as 4 -5% , Recently, the rate has been  recorded even higher than 70 
percent, w hich  prevailed  fo r a w hile , gradually declined and stabilized  at around 45 percent for 
som etim es.

7.1.4 Call Money Market

The call m oney market functions within the fram ework o f  the inter-bank m oney market. 
Call money is an am ount borrowed or lent on demand for a very short period, usually 
ovemight. If the period is more than one day, it is called notice money. As per usual 
practice, if  the borrowing and lending occur for more than 7 days to any longer m aturity, 
these are termed as inter-bank deposits or term money. Call m oney captures over ninety 
percent o f  total IM M  transactions. It is found that inter-bank deposits generally took the 
maturity o f 7 days to 3 months, but longer tenure is not restricted. Such deposits for more 
than six months and above are very infrequent in the IM M . Intervening holidays and/or 
Fridays are excluded for this purpose.

The inter-bank call m oney m arket in Bangladesh is not quote-driven (brokers/dealers 
market). It is rather an order-driven market. In a quote-driven m arket, dealers quote bid and 
ask prices, i.e., two-way rates o f  interest and dealers m ay take positions, w hile in a pure 
order-driven (by negotiations) market, potential buyers and sellers contact each other, 
submit orders. There is no third party involvem ent in the inter-bank m oney m arket in 
Bangladesh. The borrowing and lending institutions directly negotiate the transactions and 
process and settle them through the central bank. N o collateral security is required to cover 
these transactions. In this non-collateralized operation, the institutions provide, on a trust 
basis, to other institutions authorized to operate in the m arket, through their funds held in 
their local currency (current) accounts with the Bangladesh Bank.

The call money m arket in Bangladesh is now functioning in an  open m arket environment. 
In fact, there is no set pricing mechanism in the IMM. The intervening institutions are free

The com m on characteristics o f  IMM in Bangladesh are summarized as follows:
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to negotiate the am ounts to be borrowed or lent, interest rates, m aturities (from  overnight to 
any longer), and value date (i.e. the day o f m aking or receiving paym ents, which m ay be on 
the same business day, or on the first or second following business day). TTiere is no 
minimum or m aximum threshold amount to be negotiated/transacted in a deal, but the 
market practice is usually 10 million, i.e. 1 crore Taka. However, m arket records show that 
towards the end o f  the day o f  business or during liquidity crisis period, banks borrow/lend 
Taka 5.0 million or even less than that.

The Bangladesh Bank needs to be informed o f  each deal in order to processing the 
financial settlem ent and m aking accounting entries in the taka current accounts o f  the 
banks and institutions involved. O n the maturity date, Bangladesh Bank autom atically 
makes the reim bursem ents o f  principal and interests to and from  their taka current accounts 
maintained with it without intervention o f the counter-parties.

Collateralized operations are in practice in the treasury bills m arket in the form o f 
repurchase agreements^^ (repo) and reverse repurchase^^ agreem ents (Reverse repo) 
keeping or taking treasury bills as collateral security, whose m anagem ent and operations 
are entrusted to the Bangladesh Bank. The treasury bills m arket in the country now 
operates with dem aterialized instruments, where no physical scrip is transferred to the 
buyers. All T-bill related transactions are settled and recorded through the recently 
introduced 'central depository system (CDS)^‘*. Bangladesh Bank has its special T -bills 
Electronic Registry^^' with the CDBL run under the central depository system  (CDS). The

Rcpo/Repav, short for repurchase agreements, arc contracts for the sale and future repurchase o f  a financial 
asset, most often treasury securities. On the termination date, the seller repurchases the asset at the same price 
at which he sold it, and pays interest for the use o f  the funds. Although legally  a sequential pair o f  sales, a 
repo is essentially a short-term interest-bearing loan against collateral.

A contract in which the seller o f securities, such as treasury bills, agrees to buy them back at a specified time 
and price. A lso called repurchase agreement or buyback.

The annualized rate o f interest paid on the loan is known as the repo rate. Repos can be o f  any duration but 
are most com m only overnight loans. Repo for longer than overnight is known as term repo. There is also 
open ‘ repos’ that can be terminated by either side on a day’ s notice. In common parlance, the seller o f 
securities does a repot and the lender o f  funds does a reverse. Because m oney is the more liquid asset, the 
lender norm ally rcccives a margin on the collateral, meaning it is priccd below market value, usually by 2 to 
5 percent depending on maturity.

Reverse Repo - Reverse Repurchase Agreement -  Reverse repo w as introduced in Bangladesh on 3 M ay 
2003. It is a purchase o f  securities with an agreement to resell them at a higher price at a specific future date. 
This is a w ay to borrow m oney and allow  the securities to be held as collateral. Reverse repos occur most 
often in government securities, and often also in other securities that are highly valued and thus considered a 
good source o f  collateral.

CD S - Central Depository System  is a computer based Electronic Book Entry System  to record and 
maintain securities and to register their transfers. It facilitates holding o f  securities in electronic accounts and 
faster and easier processing o f  transactions for securities (shares, bonds and treasury bills), in Central 
Depository System, ownership w ill be changed without physical movements o f  securities or execution o f  
transfer deeds. The ownership w ill be transferred as soon as securities move from one account to another. 
CD S is purely a settlement vehicle and w ill not affect the trading in any manner whatsoever.

The purpose o f  Electronic T-bills Registry- Issuing scrip-less T-bills and recording them in an electronic 
registry at C D B L , results in: (a) eliminating the need to issue and keep track o f  paper certificates; (b) 
facilitating transfers o f  ownership arising from secondary market transactions; (c) elim inating the need to 
present certificates upon maturity; and (d) ensuring an up-to-date record o f  owners, which would be as
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Central Depository o f  Bangladesh Ltd (CDBL)^^ is a private sector lim ited com pany that 
sells CDS services in the country on commercial basis. Electronic entries are made for 
each transaction as and when necessary in B B ’s T-bills Electronic Registry. The CDS has 
provided the infrastructure and facility for centralized as well as electronic same day 
settlement o f T-bill transactions through linking up all participating banks and other 
institutions with online transm ission system.

A high profiled com m ittee (T-bills Auction Committee) in the Bangladesh Bank conducts 
the T-bill auctions for issuance, repo and reverse repo deals. A fter the com pletion o f  the 
auctions, BB makes required debit and credit entries in its com puter-based subsidiary 
ledgers for each participating bank having online connection with the CDS. Entries made in 
the subsidiary ledgers o f  the BB automatically reach the BB's Electronic T-bills Registry 
with the CDBL, The CDBL then m akes subsequent postings into the CDS-based accounts 
o f  the participating banks and institutions.

7.1.5 Performance of Inter-bank Money Market

Call money transactions are at the central focus o f  inter-bank m oney m arket (IMM). The 
call money transactions do occur as overnight borrow ing and lending am ongst the 
participating banks and leasing companies. The perform ance o f  call m oney m arket is 
measured in term s o f  m ovem ent o f  in terest ra tes, num ber o f  deals held, am ount 
involved and the m arket turnover in relation to GDP. M arket turnover reflects the ease 
with which institutions can manage their liquidity, w ithout having a m ajor influence on 
interest rates or exceeding credit limits. Turnover depends on several factors, including the 
type o f  instrum ents traded, interest rate flexibility, the m aturity profile o f  inter-bank loans 
and the nature o f  m arket regulations. The inter-bank m oney m arket in Bangladesh is 
institutionally deep but thin in instruments. There is no local currency interest rate o r 
other financial derivatives in the money market o f  Bangladesh. In general, trading o f  debt 
securities, other than govem m ent treasury bill, is not a strong feature o f  the c o u n try ’s 
money market. T here  a re  no  p riv a te  sec to r p ap e rs  in the m oney m arket that can 
function as a substitute for direct bank loans. Thus the inter-bank m oney m arket o f 
Bangladesh suffers short supply o f  instruments and other structural and strategic 
shortcomings.

The movements o f  call m oney interest rates during 1997-2004, as show n in tables 7,1 in 
annex 4), and graph 7,1 reveal the m arket’s overly fluctuating behaviour throughout the 
entire period in question. Both borrowing and lending rates reached their highest in June 
2003 and stood at 33.25% and 34.99% respectively. Their average positions were also

currcnt as the last transfer recorded in the system, Other operational facilities provide by the Electronic T- 
bills Registry includes doing aw ay with the need to store (in vault or safe) and account for physical 
certificates, strengthening controls over T- bilts under custody on beh alf o f  third parties as proper segregation 
can be effectively enforced at the registry level; protecting investors’ T-bill holdings from potential misuse 
by intermediaries since their holdings can be kept under their names at the registry; promoting secondary 
market trading with a reliable and efficient infrastructure that facilitate transfers o f  ownership; and ensuring 
timely receipt o f  maturity payments by enhancing investors to designate bank accounts where payments can 
be credited.

“  C D BL-The Central Depository o f  Bangladesh Limited (C D B L ) is a com pany set up by the banks, stock 
exchanges and other institutions to operate the central securities depository in Bangladesh. A  depository is 
like a bank for shares instead o f  money. Instead o f  holding shares in the form o f  certificates, investors have 
accounts in the depository and are able to move securities and settle stock exchange transactions by an 
electronic update o f  their accounts. The core service o f  a depository is the efficient delivery, settlement and 
transfer o f securities through a computerized book entry system. V irtually, all established markets including 
Japan, India, M alaysia, Pakistan, Sri Lanka, Thailand and most developed countries have central depositories.
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highest; borrowing 10.80% and lending 12% in the same month. This rates hike followed 
the previous m onth’s up surges, when the highest borrowing and lending rates were 
25.78% and 28.59%  in May 2003. This m onth’s average borrowing and lending rates were 
13.44% and 14.80% respectively. Since July 2003, the rates declined and the trend 
continued up to Decem ber and then started increasing again in January 2004. Both 
borrowing and lending rates rose to 50% and 54.66%, registering a wide spread or rate 
differential o f 4.66%  for a couple o f  days. The average borrowing and lending rates in 
January 2004 were 7.87% and 9.66% respectively. Since February 2004, the rates started 
to decline and continued up to June 2004, the end o f  the period under analysis (see also 
graph 7.2).

G raph 7.1 Movements of Call Money Borrowing and Lending Rates
and

The Trends in Rate Differentials

Borrowing Rates — Lending Rates Spread

Graph 7.2; Monthly Weighted Average Interest Rates of Call Money Market
2003-04

Months

■ Borrowing Ratest - Lending

Table 7.2 in annex 4 and graph 7.2 present the borrowing and lending rate differentials or 
spread in percentile terms. The rate differentials were narrow during 1997-2002, moved 
between 0.12% lowest to 0.55% highest, only except the O ctober-D ecem ber quarter of
2002, when it was 2.16%. M onthly interest rate differentials or spread were m oderately 
higher in 2003, moved between 0.34% and 1.76% with an exception o f  2.82%) in the month 
o f  February o f  the same year. The early six m onths o f  2004 experienced lower m arket rate 
differentials excepting the highest 1.79% in January and 1.05%i in May. The differential
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again dropped to 0.94% in June. The wide variations in the call m oney rates show a 
volatility o f  this market caused mainly by supply side instability. The w idely varied interest 
rate differentials express the instable behaviour o f  the market. Hence, widening spreads 
over time increases risk exposures rather than lessening o f  com petitive pressures in the 
market.

Table 7.3 in annex 4 presents the comparative state o f  call m oney rates with other market 
rates including commercial lending and deposit rates o f  banks, yields on treasury bills and 
stock m arket (DSE) dividend. Although little declines w ere being evident in the 
commercial lending rates o f  banks during the financial year 2003-04 com pared to bank 
deposit rates and the rate o f returns on treasury bills and stock m arket yields, the lending 
rates were still higher com pared to call money and custom er deposit rates in 2003-04, This 
situation states that there was no benchmarking effect o f  m arket rates for m oney market 
retail rates and the money m arket retail rates for custom ers did not follow the track o f  the 
inter-bank m arket rates. The lending rates were excessively above the deposit rates, which 
is apparently anom alous also to the “bank rate^^” . A lthough the inflation rate slightly 
increased, the bank rate has decreased significantly from 6  to 5 percent, which prevailed 
during the latter months o f  the financial year 2003-04. Usual expectation is that the lower 
the bank rate and the call m oney rates, the lower are the retail lending rates in an efficient 
credit market. But the interest rate perform ance o f  m oney m arket in Bangladesh remained 
sub-optimal as the inter-bank m arket did not work as benchm ark for retail operations rates 
for customers.

M arket turnover m easures activity, or amount o f  transactions, in the m arket. It reflects the 
ease with which institutions can manage their liquidity, w ithout having a m ajor influence on 
interest rates or exceeding credit limits. Transactions em body new  inform ation, which is 
rapidly absorbed into interest rates in active markets. Turnover depends on several factors, 
including the type o f  instrum ents traded, interest rate flexibility, the m aturity profile o f  inter
bank loans and the nature o f  m arket regulation.

Table7.4: Turnover Ratios of Call Money Market: 1999-2004

Year Borrowings Lending Total GD P Turnover
Ratios

1999-00 10 274 1.9 5 170066.2 272 8 0 8 .15 2 3 7 0 8 6 1 . 1 5

2000-01 457528.25 677762.84 1 1 3 5 2 9 1 . 1 2 5354 6 4.48

200 1-0 2 338 543 .3 334 54 5.6 7 673088.97 2 7 3 2 0 1 2.46

2002-03 17087.6 1 375889.57 39 2 9 7 7 .18 300580 1 .3 1

2003-04 2 12337 .9 8 441464 .4 1 653802.39 332 56 0 1.9 7

Source: Bangladesh Bank

Bank Rate: The rate at which, the central banks discount firs t class com mercial bills (lending rate to the 
scheduled hanks that borrow through the Discount iVindowJ. 'Bank R a te ' varies fro m  time to time as and  
when re-fix by the central bank.
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Graph 7.3: Call Money Market Turnover Ratio In Terms of GDP

- Total 272808 15 
-GDP 237066___

Years

Graph 7.3(a): Trading Performance of Call Money Market:

Vear/Monlhs

-Borrowings -Lending Total

However, yearly inter-bank money market turnovers and the turnover ratios in relation to 
GDP were found to be m oderately significant during 1999-2004 [see table 7,4 above, and 
table 7.5 in annex 4), and graph 7,3 and 7.3(a)], The overall transaction volum es show 
fluctuations with declining trend. This situation implies that the IM M  in Bangladesh is not 
a robust one.

7.2 B ills m arket

The bills m arket deals m ostly with government treasury bills, only w ith lim ited num ber o f 
commercial bills such as im port and inland bills. Treasury bills are the low est risk category 
short-term governm ent debt instruments. Bangladesh Bank issues these at pre-fixed and 
pre-declared weekly auctions on discount basis. There are now  six types o f  government 
treasury bills in the market. The perform ance o f  the foreign exchange m arket in the country 
is investigated in chapter 8 . In fact, the treasury bills m arket is a guih-edged m arket where 
the paym ent o f both principal and interest on those bills are guaranteed by the government.
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Bangladesh Bank as the banker to the government and public debt m anager manages the 
issuance, sells and repurchases o f government treasury bills.

The issuance and redem ption/retirem ent o f governm ent treasury bills depends on the fiscal 
consideration o f  the government. The government finances its budgetary deficits by selling 
treasury bills and decides how m uch o f the public expenditure is to be financed through 
selling treasury bills. O ther vehicles o f  public borrowing from the m oney m arket (i.e., 
banking system) include;
(a) Credit by the Bangladesh Bank, which represents;

(i) O verd ra ft to the governm ent
(ii) O utstanding w a y s  and m eans ad van ces
(iii) B a n g la d e sh  B a n k ’s  h o ld in gs o f  go vern m en t secu rities  and treasu ry  b ills  in clu d in g

sp ecia l ad hoc and other sp ecial ad h o c treasu ry  b ills

(iv) B a n g la d e sh  B a n k ’s h o ld in gs o f  B a n g la d e sh  S a v in g s  C e rtific a te
(v ) G o v ern m e n t debtor b a lan ces
(v i) L o a n s  to auton om ous and sem i-auton om ous b o d ies

(b) Credit by deposit m oney banks represents:

(i) T o ta l outstand ing a d van ces and b ills  to the g o vem m en t b y  the d ep o sit m o n e y  b an ks

(ii) D ep o sit  m o n ey  b a n k s ’ h o ld ings o f  g o vem m en t secu rities  and treasu ry  b ills , and
(iii) D ep o sit m o n ey  b a n k s ’ h o ld ings o f  S an ch ayap atra  and p riz e  b ond s.

Since the treasury bills are sold through com petitive weekly auctions on discount basis, 
yields on these bills are determ ined not arbitrarily by the issuer, but by the market. 
However, the supply is still dependent on the governm ent’s decision on how  m uch to be 
borrowed by using this window.

7.2.1 Treasury Bills Market in Bangladesh: Development and Behaviour

Treasury bills are direct and unconditionally guaranteed short-term  govem m ent debt 
instruments in the form o f  marketable securities that were originated in Great Britain in 
1877 and have long been using as a means o f  short-term  borrow ing by governm ents to 
cover budgetary deficits and sometimes, to refinance other m aturing short-term  obligations. 
As the main com ponent o f  'floating debt' o f  a govem m ent and a strong m oney m arket 
instrument, treasury bills play a crucial role in raising short-term  funds and are often used 
as an effective tool o f  achieving monetary policy targets. The govem m ent treasury bills (T- 
bills) do not bear default risk since these are issued and guaranteed by sovereign 
govem m ents. Other salient features o f these bills am ongst m any are high quality, low 
minimum denom ination and a favourable tax status. So, a w ide variety o f  investors prefer 
investing in these bills. Available information from developed and some em erging 
countries suggest that com m ercial banks, individuals, m oney m arket m utual funds, pension 
funds and foreigners are am ong the largest investors in govem m ent treasury bills. N on
bank financial institutions namely, insurance com panies and state and local govem m ent 
bodies also invest in these bills.

The government o f Bangladesh introduced T-bills in three d ifferent phases. On the basis of 
issuing period, T-bills m ay be classified into three generations: first, second and third 
(Azad, 2002). The first generation T-bills issued during 1972-1977 include (i) 90-day ad- 
hoc treasury bills issued in June, 1972; (ii) 3-month govem m ent treasury bills @ 3%  
interest issued in August 1972; (iii) 90-day special treasury bills @ 6 % interest issued in 
June 1976 and (iv) 6 % special treasury bills issued in February, 1977. These were 
introduced mainly to raise short-term funds to m eet governm ent’s specific cash
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requirement arising from mismatches between revenue incom es and expenditures. These T- 
bills had also been used to implement and control m onetary policy issues during the first 
few years after the independence o f the country. However, sale o f  three o f  the four first 
generation T-bills had been totally closed by Decem ber 1985 in different phases. The 90- 
day m aturity T-bills had continued until 18 Decem ber 1994, when its sale was also 
stopped. The redem ption/retirem ent o f all first-generation T-bills had created supply- 
shortage o f  m oney m arket securities and squeezed the short-term  investm ent opportunity 
for banks and other approved non-bank investors. The situation helped accum ulation o f 
huge excess cash reserves in tills o f  banks.

To reactivate the bills m arket, the government on 25 N ovem ber 1995, introduced weekly 
auction-based sale o f new T-bills o f  30-day and 90-day m aturities. These bills, however, 
did not receive expected response from the investors including the banks, A t that time, 
Bangladesh Bank issued a new Bangladesh Bank bill (BB-bill) o f  30-day maturity. 
Because o f relative ease o f  handling and conversion, BB-bills continued absorbing larger 
investments over T-bills. Following the declines in the demand for T-bills, Bangladesh 
Bank conducted a study which had identified several factors that induced the banks to buy 
more BB-bills instead o f government T-bills. These are: (i) higher tax rebate for local 
banks on their incom es derived from BB bills than that o f  T-biils, (ii) relatively easy and 
less cum bersome process o f  tender/bid submission, and quick issuance and prompt 
encashm ent options o f  BB-bills, (iii) easy process o f  transferring ow nership o f  BB-bills,
(iv) lower transaction costs for BB-bills, (v) known inform ation about the higher yield on 
BB-bills beforehand the auctions, (vi) shorter interval betw een the auctions for BB-bills 
and treasury bills that caused scarcity o f sufficient investible funds in the hands o f  deposit 
money banks (DM Bs), (vii) higher yields on the investm ent in the call m oney market 
above the treasury bill rates, (viii) in-adequate supply o f  T- bills, (ix) preference o f  DMBs 
to invest in very short-term  instruments such as 7-day or 15-day T-bills, w hich were non
existent, and (x) absence o f  active secondary m arket. To rem ove sluggishness in the 
demand level o f  T- bills, Bangladesh Bank had decided to  gradually w ithdraw  BB-bills 
from the market. The sale o f BB-bills had been closed in M arch 1997. To stim ulate the T- 
bills m arket, on the other hand, the government issued new T-bill o f  180-day on 7 February 
1996 and 1-year on 16 March 1997. These 30-day, 90-day, 180-day and 1-year m aturity T- 
bills o f  second generation had been sold regularly through weekly auctions up to August 
1998.

Pursuant to the objective o f  strengthening T-bills m arket by m itigating the aforesaid 
problem s and standardizing accounting procedure and auctioning schedules; the 
government on 6  Septem ber 1998 introduced six restructured-m aturity 28-day, 91-day, 
182-day, 364-day, 1-year and 5-year T- bills, w hich had replaced all o f  the second- 
generation T- bills. These newly introduced bills are designated as third-generation T-bills. 
The treasury bills m arket in Bangladesh now perform s w ith these third generation T-bills. 
Following three subsections present an analysis on the bbehavioural patterns o f  T-bills 
market in Bangladesh.

Performance of First Generation Treasury Bills

The first generation governm ent T- bills that introduced in 1972 -1977 w ere sold at pre
fixed rates o f interest to selected buyers, particularly to the com m ercial banks { the deposit 
money banks-DM Bs) and a very few non-bank financial institutions. Holding o f  T-bills by 
these institutions had varied extensively throughout the period firom June 1980 to April 
1994 (see table 7.6 in annex 4) due to variations in the governm ental need for short-term 
financing.
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Graph 7.4: Rate of Interest on First Generation Treasurj' Bills

Graph 7.5: First Generation Treasury Bills: Interest and Inflation Rates (%)
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Interest rate structure on these first-generation T-bills m ay be seen on graphs 7.4 and 7.5 
above, which recorded downward trend since June 1986. Absence o f  secondary market or 
lack o f  conversion facility for government T-bills to m eet im m ediate liquidity requirem ent, 
but simple process o f  buying from and selling o f  BB-bills to the central bank before 
maturity had also prom pted the declines in the perform ance o f  T -bills market.

The D M B s’ holding o f  T-bills amounted to Tk.2.35 billion as on 30 June 1980 
accompanied by 6 percent constant rate o f interest. In the following years the volum e o f 
such holdings and the corresponding interest rates had increased, but rem ained static up to 
June 1985. At the end o f  June 1981, total holding o f  T-bills by the DM Bs stood at Tk.3.33 
billion against Tk.2.35 billion in June 1980. The interest rate also increased from 6 percent
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in June 1980 to 8.55 percent in O ctober 1980 and kept unchanged until 15 Septem ber 1985. 
From 1985 through June 1987, the volume o f  holdings o f  T-bills by the DM Bs increased 
moderately by an accom panying change in the rate o f  interest. The interest rate was fixed- 
up at 9 percent on 15 Septem ber 1985 and continued up to 21 January 1987, which had 
later been reduced to 8 percent and continued until 5 M ay 1990, During the period from 
June 1989 to January 1993, holding o f T*bills by the DM Bs rose sharply than the preceding 
years but dropped to only Tk.0.42 billion and Tk.0.46 billion at the end o f  April and June
1994 respectively. The respective interest rates had also gradually been reduced and 
lowered further from 8 percent in 1990 to 7.5 percent in 1991, and 3.5 percent on 16 June 
1994. The supply side o f  T-bills during 1972-1994 had been driven m ainly by the 
government’s requirem ent for short-term funds rather than m arket forces. The higher rates 
o f interest on BB-bills also contributed to the sluggishness in the dem and for T-bills.

Performance of Second-Generation Treasury Bills

With the com m encem ent o f  competitive auctioning o f  two initial second-generation T-bills 
o f  30-day and 90-day m aturity on 25 October 1995, the behavioural pattern o f  bills m arket 
in Bangladesh took a new turn and got some m om entum. The approved investors, 
particularly the com m ercial banks (the DM Bs) have shown m uch interest in investing in 
these government securities as they provided alternative m aturity choices (see table 7.6, 
column 3 in annex 4). Table 7,7 and the corresponding graph 7.6 show s the increasing 
trend in bids offered and accepted for 30-day and 90-day T-bills throughout 1996-98 with 
only a little exception for I-year and 180-day T-bills in 1998. It could also be seen on 
graph 7.6 that bids for maxim um  amounts were subm itted for 30-day T-bills throughout 
1996-98, which was the shortest maturity one am ongst the second-generation T-bills. 
Highest number o f  bids and their corresponding value for 30-day m aturity treasury bills 
clearly reveal the investors’ preference for shorter m aturity investm ent opportunities. Value 
o f bids offered and accepted for 30-day maturity bills were Tk. 11.09 biUion and Tk.6.97 
billion in 1996, Tk. 164.37 billion and Tk. 123.79 billion in 1997, and Tic. 170.66 billion and 
Tk.86.41 billion in 1998 respectively (see table 7,7). Both offers and acceptances were 
many times greater than for 90-day, 180-day and 1-year T-bills during the same years. 
This reflects the huge demand for short maturity T-bills.

Table 7.7
Demand Level of Different Maturity Second Generation Treasury Bills: 1996-98

Period 30-Day 90--Day 180-Day 1-Year
Bids Bids Bids Bids Bids Bids Bids Bids

Offered Accepted Offered Accepted Offered Accgjted Offered Accepted
1996 11.09 6.97 5.29 2,34 0,42 0.20 0 0
1997 164.37 123.7^ 10,46 5,95 2.45 0.49 13.52 6.25
1998 170.66 86.41 4.32 1.12 2.21 0 51.46 21.54

Source: Bangladesh Bank Bulletins, various issues
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Graph 7.6:
Demand Level for Different Maturity Second Generation Treasury Bills
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Table 7.8 in annex 4 shows the quarterly m ovem ent o f interest rates on second-generation 
T-bills. Although the interest rates on 30-day T-bills have varied, an upward trend in the 
rates o f 90-day T-bills has prevailed up to second quarter (A pril-June) o f  1998 above the 
average bank deposit rates.

Table 7.9 shows that annual interest rates/returns on 30, 90 and 180-day m aturity T-bills 
have increased gradually and remained above the average bank deposit rates but almost 
parallel to the call money rates. Average annual inflation rates have experienced declines 
from 5.20 percent in 1995 to 4.07 percent in 1996 and 3.89 percent in 1997. So the im pact 
o f  inflation on the real rate o f  returns on treasury bills was lower. It is im portant to note 
that m ost o f  the bids offered for 180-day and 1-year T-bills w ere not accepted as the 
bidders claimed excessively higher rates o f  discount.

Table 7.9: Annual Weighted Average Rate of Returns, by type of investraent(%)

Period

Second G 
Government

eneration 
Yeasury Bills

Bank
Deposits

Stock
Dividend

Yield
(DSE)

Call
Money

Rate
(Lending)

Returns
on

BB-bills

Inflation
(12

Months
Average)

30-
Day

90-
Day

180-
Day

1-
Year

1995 — 5.82 . . . — N/A 5.20 N/A 5.20 N/A
1996 6.38 6.89 7.80 — 6.77 4.07 N/A 4.07 6.77
1997 7.49 8.54 9.70 11.08 7.86 3.89 8.56 3.89 7.86

Source: Bangladesh Bank Bulletins and Bangladesh Bank: Monthly Econom ic Trends, concerned issues

Despite upward movem ent o f  interest rate on the second-generation T-bills significantly 
above the bank deposit and call money rates, investors’ inclination for investm ent in BB- 
bills still remained greater than the T-bills mainly due to hassles in dealing w ith the later 
bills (see table 7.9),

I
Performance of Third Generation Treasury Bills

It has mentioned above that the third-generation o f T-bills com bines 28-days 91-days, 182- 
days, 364-day, 2-years and 5-years m aturity government short-term  debt securities. Table 
7.10 in annex 4 and graph 7.7 indicate that the dem and for shorter m aturity, i.e., 28-day 
maturity T-bills was much higher than all other third-generation T-bills throughout the 
period 1998-2001. The second highest bids were offered for 2-year T -bills, while the 364- 
day and 182-day bills possessed the fourth position in the bidding race. Bids offered and
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accepted for 91-day and 5-year T-bills were not significant enough to com pare with 28-day 
T-bills.

Graph- 7.7: Aggregate Demand Level of Second Generation Treasury Bilis: 1998-2001
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Data presented in table 7.11 express the volatile conditions in the annual w eighted average 
rate o f  returns on third-generation T-bills o f  all maturities. Stock m arket (DSE) dividend 
yields were below the bank deposits and call m oney but m oved around the rates on 28-day 
and 91-day T-bills in the years 2000 and 2001.

Table 7.11: Annual Weighted Average Returns 
by type of investment, September, 1998-2001

Period Govemment Treasury Bills Bank
Deposit
Rates

Stock
Dividend

Yield

Call
Money

Rate
(Lending)

Inflation
(12

Months
Average)

28-
Day

91-
Day

182-
Day

364-
Day

1-
Year

5-
Year

1998 8.33 9.03 — 10.60 11.57 7.1] N/A 8.64 6.99
1999 9.09 7.66 8.18 9.02 9.35 ~ 7.26 N/A 7.61 8.91
2000 6.19 6.35 7.18 8.00 8.64 13.83 7.08 6.83 7.21 3.41
2001 5.91 6.49 6.20 7.75 8.05 10.54 6.75 6.35 8.57 1.59

Source: Bangladesh Bank Bui etin, Annual Reports and 
Monthly Economic Trends, concerned issues.

Table 7.12 shows the weighted average annual rates o f  return on governm ent T -bills and 
their percentage changes compared to returns on other investm ent opportunities. A 
significant extent o f  fluctuations in the rates o f  return/yield on various m aturity T-bills and 
other investments was prevailed in the bills m arket during 1996-2001 (see table 7.12).
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Table 7.12: Annual Weighted Average Rate of Return on Government 
Treasur> Bills and Percentage Change compared to other Investment Returns

_________ (Percent)
Period Movement 

o f  T-bills 
Rates

Average
T-bill
rates

Percentage
Change

Bank
Deposit

Rates

Stock
Dividend

Y ield

C all M oney 
Rates 

(Lending)

Inflation 
( 12  Month 
A verage)

1996 5.68-7,87 6.78 6.49 N/A N/A 4.07

1997 7.1 l - n .7 7 9.44 39.23 6.98 N/A 8.55 3.89

1998 7 .8 4 -12 .14 9.99 5.83 7 .1 1 N/A 8.64 6.99

1999 6 .20-10 .44 8.32 (-) 16 .72 7.26 N/A 7.61 8.91

2000 5.98-16 .65 1 1 .3 2 36.06 7.08 6.83 7 .2 1 3 .4 1

2001 3 .38 -10 .65 7.02 (-) 37.99 6.75 6.35 8.57 1.59

Source; ( I ) Bangladesh Bank-Econom ic Trends (2) Monthly Review -D haka Stock exchange

Monthly data (see table 7.13 in annex 4) regarding the rates o f  return on T-bills, stock 
market dividend (DSE), bank deposits and call m oney m arket rates during January, 2 0 0 1 - 
June, 2002 express that the returns on all o f these investm ents were less volatile except the 
call money rates com pared to previous years.

Interest rates on 28-days and 91-days T-bills had slowly declined from 5.89 per cent in 
October 2001 to 3.38 percent in June 2002. Call m oney m arket rates had fluctuated widely 
during January 2001-June 2002 because o f m ism atches in the dem and for and supply o f 
short-term funds in the call money market, During January-June 2002, the average call 
money rate increased to its highest o f 16.75 percent due to shortage o f  liquidity in the 
market caused by excessive credit expansion by banks above the credit-deposit ratio o f  80 
percent (see table 7.14 in annex 4).

Consequently, they had faced problems in m aintaining statutory liquidity requirem ents 
(SLR) o f 20 percent o f  their total deposit liabilities. In this situation, the deficit banks 
sought more short-term funds in the money m arket to fulfil the cash reserve ratio (CRJl). 
This had pushed the call money interest rates up. The inflation rates during the period in 
question did not cross the single digit; moved between 1.47 percent and 2.18 percent during 
January-Decem ber 2001 and early two months o f  2002, but continued to rise during M arch 
-  June, and stood at 2.39 percent at the end o f June 2002.

Table 7.15: Premature Encashment of 
Government Treasury bill

Period Amount 
(Million Taka)

Nov-Dec’92 265.5
Jan-June’93 1716
Ju!y-Dec’93 n o
Jan-June’94 165
July-Dee’94 N/A
Jan-June’95 N/A
Ju1y-Dec’95 390
Jan-June’96 300
July-Dcc’96 IZIO
Jan-June’97 5770

July-Scpt,’97 4530
Oct-Dec’97 3620
Jan-Junc'98 17620
July-Dec’98 9870
Jan-June’99 9265
July-Dee'99 1320
Jan-June'OO 37090
July-Dec’OO 4370

Source; Bangladesh Bank
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Although characterised by wide fluctuations, the bids offered and accepted in the prim ary 
market o f  government T-bills had substantially increased. However, the absence o f 
secondary m arket forced the holders to do premature encashm enl/discounting o f  T-bills 
with the Bangladesh Bank to meet their emergency cash requirem ents (see table 7.15). 
Premature encashm ent was subject to penalty imposed by the Bangladesh Bank. Premature 
encashm ent thus enhanced the operating expenses o f  holders o f  T -bills and ultimately 
increased their cost inefficiency. On the other hand, dealing cost for the discounted treasury 
bills including the cost o f  their re-issuance unnecessarily raised the government 
expenditure.

Steps Pursued to Develop Market Performance During 1995-2002

In addition to introducing and regular auctioning o f  a good num ber o f  treasury bills, 
investors’ base for government T-bills has been extended through allow ing non-bank 
financial institutions (leasing companies) and insurance com panies to transact in inter-bank 
call money market. 'Delivery versus Payment (DVP) system was introduced for issuing T- 
bills against accepted bids within 24 hours o f announcem ent o f  auction results. Transfer 
process o f  the bills has been made easier. W ith the opening o f  ‘R epo’ (Repurchase 
Agreement) for 28-day maturity T-bil!s on 2 July 2002, a secondary m arket option for those 
T-biils has been com m issioned. For smooth functioning o f  'Repo' m arket, physical transfer 
o f  scrip o f  T-bills has been discontinued. Instead, the system o f  opening custodial account 
under title ‘ 28 days Treasury bills SGL’ with Bangladesh Bank in the nam e o f  purchasers 
o f  the bills was introduced. Under this arrangement, B angladesh Bank while selling 28- 
day T-bills m akes firm com m itm ent to buy them back at a specified price and date.

In spite o f  adoption o f  various reforms, the T-bills m arket in the country still rem ained less 
attractive. None o f the non-bank financial institutions transacted in governm ent T-bills till 
the end o f  2001. Only one private sector insurance com pany (Delta Life Insurance Co.) 
and the state-owned Jiban Bima Corporation (Life insurance Com pany) have invested in T- 
bills. Delta Life's investm ent in T-bills was Tk.271,78 m illion in 1999 and Tk.272.75 
million in 2000, which were 27.57%  and 21,68% o f  its total investm ent in the respective 
years. But records show that these two companies encashed their holdings o f  T-bills with 
the Bangladesh Bank m any times before maturity. The absence o f  secondary m arket was 
again made liable for such disposals. Although there was no shortfall in aggregate liquidity 
in the banking system after 1990, some individual banks faced fund-shortages in 
maintaining SLR and CRR. W hile lending, some banks have exceeded the practiced credit- 
deposit ratio o f 80% (total credit to total deposit) and thus, experienced liquidity shortfalls. 
On the other hand, most o f  the DMBs as a part o f  enhancing efficiency in asset 
management have reshuffled and re-diversified their lending and other investm ent 
portfolios, which pushed them  to seek more liquid funds. Besides, the DM Bs required cash 
to pay back term deposits such as FDR, DPS, etc. on or before maturity. All o f  these have 
compelled the banks to do encash T-bills o f their holdings before m aturity. Table 6.15 
exhibits the picture o f  premature encashment o f  T-bills, rose from Tk. 1716.0 m illion or 
31% o f  total holdings o f  DM Bs in June 1993 to T k .5770.0 m illion or 47%  in June 1997, 
and Tk.37090.0 million or 48%  in June 2000.

Treasury Bills Market: Current Scenario

As explained earlier, sell or issuance o f T-bills in Bangladesh was lim ited to DM Bs and 
approved non-bank financial institutions through weekly com petitive biddings. Investors’ 
base in the T-bills market has further extended in 2002. O n 7 A ugust 2002, Bangladesh 
Bank allowed pension and provident funds access to the T-bills m arket. Currently, the T- 
bills are sold on both com petitive and non-competitive biddings. The com petitive bidding
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system for DMBs and non-bank financial institutions rem ained same. The non-com petitive 
bidding is specialized for pension/provident funds, which do not require quoting discount 
rates. They offer only the volumes they are interested to buy and such offers are not 
subject to a minimum size. Offers o f  the pension/provident funds are accepted fully at the 
weighted average rate o f  competitive bids accepted in case o f  DM Bs and non-bank 
financial institutions. Thus, the investors’ base for governm ent T-bills in Bangladesh 
currently com prises deposit money banks (DM Bs), non-bank financial institutions 
especially leasing com panies, insurance com panies and pension and provident funds. 
Settlements and records o f  m arket operations are m ade through the central depository 
system (CDS).

The T-bills market in Bangladesh get stimulant with the introduction o f  Repo auctions for 
commercial banks and financial institutions on 2 July 2002 and the Reverse Repo on 3 M ay
2003. The ultimate objective o f  introducing ‘repo’ and ‘reverse repo’ is to  suck-out liquidity 
from and inject to the m arket as and when necessitates, in addition to providing the holders 
with the facility to convert the bills into cash and option to borrow  keeping the holdings o f 
treasury bills as collateral security. The broad objectives o f  repo and reverse repo are as 
follows:

• To provide Bangladesh Bank witli greater flexibility in detennining botJi 
the quantum of adjustment as well as the rates by responding to the 
monetary system on a daily basis;

• To help Bangladesh Bank ensure that the injected funds are being used to 
fund day-to-day liquidity mismatches;

• To help Bangladesh Bank set up a corridor for monitoring short-term rates, 
which should ideally be governed by the reverse repo and repo rates and 
impart greater stability in the market.

The secondary or after-m arket trading o f  T-bills through repo and reverse repo brought 
new dimension in the bills market. These operations enabled the com m ercial banks/DM Bs 
managing their liquid assets profitably and m inim izing their reliance on central bank for 
liquidity. During January-D ecem ber 2003, the T-bills m arket was rem arkably active 
featured by greater num ber and volume o f  bids offered and accepted along with substantial 
amount o f outstanding bills (see table 7.16). Large volum e o f  outstanding bills in the 
market m eant to their supply adequacy. On the other hand, large offers o f  bids imply larger 
demand level. Thus the T-bills market during 2003 seemed to be perform ed well. However, 
in January-June 2004, m arket experienced declines, as the bids offered and accepted, and 
the volume o f  their outstanding decreased. Decrease in outstanding in this case m eant to 
reductions in governm ent’s borrowing through T-bills, W hen certain securities are in short 
supply, it weakens the m arket activity. Presence o f abundant outstanding bills accom panied 
by secondary trading facilities ensures higher degree o f  liquidity for floating securities, On 
the other hand, an increase in liquidity tends to increase investor confidence and prom ote 
broader market participation. The T-bills m arket in B angladesh now possesses som e o f 
these structural and institutional features and can be said as a m oderately perform ed one.
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able 7.16: Q uarterly Auctions of Government T reasury Bills: 2003-04
[28-Day. 91 -Day. 182-Day. 364-Day. 2-Year and 5--Year] (Biliion Taka)

Period
Quarter

B ids Offered
No. o f  

Bids
Face

Value

Bid Accepted
No. o f 

Bids
Face

Value

Bids
Retired
Retired

Outstanding 
B ills 

each quarter

Weighted 
A verage 

Annual Rate 
o f  Return (% )

Jan-M ar’ 03 610 119 .6 1 460 106.80 1 12 ,7 5 12 8 .12 7 .6 0 -  11,50

A pr-Jun’ 03 507 95,46 327 79,54 7 3 .2 3 134 .4 1 7 ,0 0 -  11.45

Ju ly-Scp '03 1121 177 .36 562 115 .7 2 90 ,14 160.05 5 .0 8 - 1 1 .0 0

Oct-Dec’03 624 101.51 380 80,05 9 1.9 9 18.05 3 . 9 3 -  8.60

Jan -M ar’04 346 58,17 274 55,49 51,73 151,81 3 . 9 3 -  8.00
A pr-Jun’ 04 242 42.23 195 39 ,10 4 3.72 145.80 3.99 -7.00

Total 2003-04 3 4 5 0 5 9 4 .3 4 2 19 8 4 7 6 .7 4 6 3 .5 6 7 3 8 .2 4

Source: Bangladesh Bank

Initially, the ‘repo’ m arket has performed well, as evident by  greater num ber o f  auctions 
held during the financial year 2002-03 (see table 7.17 in annex 4). In 2003-04, the num ber 
o f auctions declined to around h a lf o f the preceding year. It indicates that banks hold 
sufficient liquidity and their reliance was sm aller on central bank (CB) for cash. 
Noteworthy, ‘repo’ and ‘reverse repo’ auctions were held for one, two and seven days, 
which indicate that banks have availed this m arket for accom m odating veiy short-term 
liquidity requirements.

In the repo m arket, the BB buys/repurchases T-bills from the banks referring to their 
borrowings from the central bank. Reverse repo works as counterpart to the repo auctions. 
Under a ‘reverse repo’ deal, the purchaser o f  T-bills/securities m akes agreem ent(s) to resell 
them at a higher price at a specific future date. This is a way to borrow  m oney and allow 
the securities to be held as collateral. Thus the ‘Reverse repo’ m arket offer the holders of 
T-bills with the facility to adjust their short-1 iquidity position taking the bills as collateral, 
and the purchasers with a tool o f  managing and/or investing their excess liquidity in the 
money market. However, in the initial quarter o f  its introduction on 3 M ay 2003, the 
reverse repo m arket was active in terms o f  num ber and volum e o f  bids offered and 
accepted (see table 7.18). Later on, it declined but still rem ained satisfactory. Table 7.19 
exhibits the interest rate structure o f three different types o f  transactions o f  governm ent 
treasuiy bills in Bangladesh.

Table 7.18: Reverse Repo Auctions (Billion Taka)

(Billion
Taka)
Period
2003-04

No of 
Auctions 

Held

Bids
Offered

(Face
Value)

Bids Accepted 
(Face Value)

Weighted 
Average Rate of 

Interest (%)

July-Sep’03 59 183.50 166.20 2.50-3.95
Oct-Dec’03 32 46.75 36.85 2.33-2.50
Jan-Mar’04 14 22.72 21.08 2.50-3.00
Apr-Jun’04 16 47.17 47.17 2.50-2.90
Total 121 300.14 271.3

Source: Bangladesh Bank
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T a b le  7 .1 9 ;  In te rest R a te s  on T re a s u r j ' B ills  issu ed . R e p o  and  R e v e rs e  R e p o  A u ctio n s: 2003-04

Weighted Average (%)
Year/Quarters

Jul-Sep-Q2
Oct-Dec-02
Jan-Mar’03
Apr-Jun’03
July-Sep’Q3
Oct-Dec’03
Jan-Mar’04
Apr-Jun’Q4

Treasury Bills 
Auctions (issue)

8.89
9.55
9.23
8.04
6.27
5.97
5.50

Repo
Auctions

6.06
7.85
8,50
19.03
5.01
4.75
4.75
4.75

Reverse
Repo

Auctions

3.23
2.42
2.75
2.70

Fnter-bank 
Call M oney 
Market Rates

4.78
5.75
10.36
11.20
4.58
3.42
6.55
5,26

Source: Bangladesh Bank Bulletins, Various issues

Government T-bills are approved securities for banks to be held as a part o f  m aintenance o f 
their SLR in addition to a short-term investment vehicle. O f  the banks' SLR requirement, 
at least 12 percent need to be kept in the form o f  T-bills, In recent tim es, banks have shown 
much interest in investing their funds in govem m ent T-bills. The “Repo”, and “ Reverse 
Repo,” m arkets prom pted such interest. The m em bers o f  the public can buy and hold T- 
bills. But they are not allowed direct participation in auctions. Banks can buy T-bills for 
their custom ers and hold until maturity or re se ll However, the buying o f  T-bills by  the 
general public has been found very insignificant till 30 June 2004. The non-participation o f 
public in T-bills has been influenced mainly by higher interest rate structure o f  other 
investment vehicles such as bank deposit, post office savings, governm ent-saving 
certificates and stock m arket retum s (see table 7.20 in annex 4).

The inter-bank m oney m arket activities are causally related to the entire m oney and credit 
system o f  the economy as the liquidity and the interest rate structure in this m arket 
including the ‘bank ra te’ have their sensitive impacts on the real, trade and other service 
sector productivity. The m oney m arket and the financial m arket as a w hole cannot operate 
independently without a strong demand side. This requires developm ent o f  productivity o f 
both real and service sectors in the economy.

7.2.2 Commercial Bills Market

The com m ercial bills m arket remained veiy narrow in the country largely because o f  lower 
level o f  industrialization and a slow growth o f  trade and com m erce. Banks traditionally 
finance two broad categories o f  commercial bills viz. inland bills^® and import bills. The 
recipients/holders discount/sell these bills for cash to the banks, which pay the holder with 
the face value o f  the bills less collection charges and the interest for the rem aining period 
o f maturity. Bangladesh's credit market is heavily cash-based. N um ber o f  inland bills - 
usance and back-to-back and foreign back-to-back letters o f  credit are sm all in num ber as 
well as in value. M oreover, contract based exports are now increasing gradually from 
Bangladesh under w hich export proceeds in most cases are received through telegraphic 
transfers (TTs). This is because o f  the foreign buyers’ reluctance to  take the hassles o f 
handling docum ents and other formalities in settling letters o f  credits (L/Cs). So the 
number o f  foreign receivables has been reducing over time. Som e docum entary collections 
are made through the exporters' banks against contract-based exports. But contracts are not 
resell/discountable, as the Uniform Customs and Practices for Docum entary Credits 
(UCPDC) and other international trade agreem ents and laws do not provide recourses 
against certain risks, such as non-delivery o f  goods, non-paym ent o f  bills, settlem ent

Inland Bill is a bill o f  exchange( a negotiable instrument) drawn and m ade payable in the same countryK
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discrepancies and other disputes unlike the letter o f  credit (L/Cs). So the contracts are not 
accepted by banks for discounting or resell. All o f  these have serious bearings on the 
developm ent o f  com m ercial bills market in the countiy. There is no central bank sponsored 
instruments in Bangladesh like federal bills or federal funds in the USA and other 
countries. Two Bangladesh Bank bills (BB-bills) o f  91 and 30-day m aturity with 100 Taka 
par value that introduced in D ecem ber 1990 and 1995 respectively, were in floatation until 
March 1997. Since their withdrawal from the m arket in April 1997, the m oney m arket of 
the country has been going without any central bank sponsored instrum ents.

Tables 7.21 and 7,22, and graph 7.8 reveal a m iserable perform ance o f  the country’s 
commercial bills m arket during 1991-2004. The inter-bank bills m arket w ent w ithout any 
transaction since 1997-98. There is no instrument to be traded in this m arket. Although 
selling or rediscounting o f  public and private bills experienced upw ard trend, this is quite 
sm aller and insignificant both in number and amount.

Table 7.21; Performance of Commercial Bills Market in Bangladesh: 1991-2004

Y ear

Import and Inland B ills  Purchased/Discounted: 
1997-2004

Inter
bank
Bills

Public and Private B ills

1990-91 25.8 640.80
19 9 1-9 2 32 .4 697.70
1992-93 25,2 762.60
1993-94 17.0 745.40
1994-95 - 1 1 2 1 . 2
1995-96 - 12 3 3 .0
1996-97 0.60 16 8 1 .3
1997-98 - 2005.5
1998-99 - 2040.2
1999-00 - 2270.8
2000-01 - 35 23 .6
20 0 1-0 2 • 36 39 .1
2002-03 - 4 2 2 3 .1
2003-04 - 6 9 15 .9

Source: Bangladesh Bank, Economic Trends, concerned issues 

Table 7.22: Month-Wise Performance of Commercial Bills Market: 2003-04

Months
Import and Inland B ills  Purchased/Discounted 

2003-04
Intcr-bank
Dills

Public and Private B ills

Jul-03 - 4 12 6 .3
A ug-03 - 4 14 1 .3
Sep-03 - 4455.4
Oct-03 - 4 6 16 .9
N ov-03 - 5006.3
Dec-03 - 5238 .5
Jan-04 - 5 3 3 3 ,3
Feb-04 - 5320 .7
Mar-04 - 5694.6
Apr-04 - 5883.5
M ay-04 - 6 4 71,9
Jun-04 - 6 9 14 .9

T o ta l  (2003-04) - 6 3 2 0 3 .6
Source: Bangladesh Bank, Economic Trends, concerned issues
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Graph 7.8: Performance of Commercial Bills Market in Bangladesh: 1991
2004
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7.3 L iquid ity  in the M on ey  M arket

Importance o f  liquidity in the m oney m arket lies in the fact that it allows the investors 
m anaging their portfolios and risks more efficiently and thus helps in reducing the cost o f 
borrowings. Four m ajor dim ensions o f  liquidity are tightness, depth, immediacy, and 
resilience. Tightness is the market's ability to m atch supply and dem and efficiently, which 
can be measured by the bid-ask spread. Depth is related to the ability o f  a m arket to absorb 
large trade volum es without any significant im pact on prices, and can be approxim ated by 
the am ounts traded over a period o f  time (turnover) and quote sizes. Im m ediacy is the 
speed with which orders can be executed and settled, and resilience is the speed with which 
price fluctuations arising from imbalances in trades are dissipated.

However, these dimensions o f  liquidity are particularly absent in the m oney m arket o f  
Bangladesh. Participating banks in the inter-bank m arket do not quote two-way rates: bid 
and ask for borrowing and lending. So there is no scope o f  finding and investigating into 
spread differentials for checking market tightness. Inter-bank m arket transactions and trade 
turnovers are not publicly known. O n the other hand, no system atic and separate records o f 
call, notice and term m oney (inter-bank deposits) are maintained. As a result, there is no 
scope o f m easuring the transactional depth o f the market. A central inform ation processing 
point in the financial m arket is an essential in order to get signals on price m ovem ents in 
the money market.

As the agreed or accepted orders originated in the inter-bank m oney m arket are settled 
through a lengthy and cum bersom e process, the immediacy condition in the m oney market 
o f  the country does not exist, even at the level it does in the em erging A sian markets, The 
orders are executed through the participating banks’ Taka current accounts m aintained with 
the Bangladesh Bank. The lending institutions draw Bangladesh Bank cheques in favour o f 
their counter-parties. Once the cheque(s) are received, B angladesh Bank m akes debit and 
credit entries simultaneously from and to the deposit accounts o f  lender and borrower 
respectively. This process is completed manually and takes time. A n electronic transfer 
system is yet to be established. Lastly, there is no set pricing m echanism  in the inter-bank 
market. The inter-bank m arket is not screen-based, and is highly unstructured one where 
the participants negotiate their transactions mostly by telephonic conversation. There is no 
central adjustm ent tool/m echanism  for observations on the price m ovem ent and the volume 
traded and also no m echanism o f  adjustm ent o f  the price, and supply and demand
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imbalances in the market. Each participating bank reports their volum e o f  transaction and 
both borrowing and/or lending rates to the central bank individually on the following day 
o f particular trading date. Processing these information takes at least two days and 
meanwhile, the m arket scenario gets significantly changed. It is, therefore, almost 
impossible to achieve m arket resiliency in the m oney m arket o f  Bangladesh under the 
existing system.

It has been mentioned earlier that non-bank financial institutions, especially the leasing 
companies have been allowed access to the inter-bank m oney m arket. The objective was to 
strengthen the market trading. But m arket survey shows that the leasing com panies are 
engaged only in borrowing activity in the market. There is no evidence o f  their 
participation in lending in the inter-bank money market. They borrow  at lower cost in this 
market and re-lend the borrowed funds to their custom ers in the form o f  leased properties 
or else. They invest the funds to finance more perm anent assets. In m ost cases, the leasing 
companies renew and roll over the overnight borrowings again and again instead o f 
repaying or re-channeling the funds to the lending bank or to the m arket by repaying or re 
lending. This is absolutely against the market norms and the practice erodes liquidity from 
the market.

Accumulation o f  liquid funds by banks in the m oney m arket depends on a num ber o f 
factors. M ajor source o f liquidity is demand and time deposits, which form the demand 
and time liabilities o f  banks in the liability side o f  their balance sheet. F igures 7(ii) and 
7(iii) reflect the primary sources o f  liquidity in the banking system  in Bangladesh and their 
uses respectively. Figure 7(ii) tells that the largest share o f  m oney m arket liquidity is 
sourced from the banking system in the form o f  dem and and tim e liabilities, which has now 
approximated as 87 percent. The inter-bank money m arket, refinancing and rediscounting 
together provided the rest 13 percent of the total liquidity. F igure 7(iii) reflects the facts 
that 81 percent o f  banks’ liquid assets are used for lending purposes and the rest (19%) are 
invested in government securities.

Figure 7(ii): Sources of Money Market Liquidity and Their Shares
(%)

Intaf-bank

87%
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F ig u re  7 (iii): Us es  oT L iq u id i ty  in M o n e y  M a r k e t  o f  Bnnglat lush:
200 3 -0 4

A d v a n c e s  a n d  
C r e d i t s  

81^

G o v t  Socur l t l e f i

7.3.1 Determinants of Money Market Liquidity

Money m arket institutions especially, banks are subject to statutory liquidity reserve 
requirem ent system im posed and overseen by the central bank. The reserve requirem ents 
are imposed in the form  o f  Statutory Liquidity Reserve (SLR^’) and Cash Reserve Ratio 
(CRR), which are changed from time to time by the central bank in accordance with its 
ultimate objective o f  establishing price stability and credit and interest policy. The central 
bank pursues its goals operationally by periodically intervening in m oney m arket to affect 
the level o f bank reserves and observes overnight rates o f  interest in the call m oney market. 
Excessive volatility in the m oney m arket interest rate structure is view ed as an inability o f 
the central bank to achieve its intermediate m onetary goals and stabilize market 
expectations.

The first and foremost determ inant o f  money m arket liquidity is the level o f  SLR and CRR, 
Current structure o f  SLR requirem ents o f banks in Bangladesh is presented in table 7.23. 
Table 7.23.1 shows the general structure o f CRR requirem ents for the years prior to 1999.

T able  7 .2 3 : C u rren t Stru ctu re  o f S L R  and C R R  R equirem ents o fB an k .s in Bangladesh
O ctobcr 1 ,  1999 -  F e b ru a ry  28, 2005)

Category o f Banks SL R
(%)

C R R  Portion 
(% )

Rem arks

N C B s 16 4 -

PC Bs 16 4 Except Islamic 
Banks

SP B s - 4 O nly C R R  Portion

FC B s 16 4 -

Islamic Banks 10 4 -

Note: S L R  comprises the liquid assets that can be converted im m ediately into cash and the Cash 
Reserve Ratio (C R R ) kept in currents accounts o f banks maintained with Bangladesh Bank,

S L R  represents the total percentile reserve requirements under fractional reserve system  o f  banking. C R R  
is the pcrcentilc portion o f SL R ,
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The higher the reserve requirements, especially the CRR, the lower is the liquidity in the 
banking system and lesser is the lending capacity o f  deposit m oney banks (DIVIBs). Prior to 
2002, the SLR was 20 percent o f  banks’ total deposits receipt, w here the CRR was 5 
percent. Bangladesh Bank has restructured and lower the reserve requirem ents (see table 
7.23) in order to make availability o f more liquidity in the m arket and enable the banks to 
extend more credit facilities to the retail customers. At present, the general structure o f 
SLR and CRR is 16% and 4% respectively, excepting Islamic and specialized banks.

The specialized banks need to maintain only the CRR, w hich is now 4% . The SLR and 
CRR for Islamic banks are 10% and 4% respectively.

Table 7.23.1: General Structure of SLR and CRR Requirements of Banks

Duration

1 -------

C R R  Requirements (%)

Upto October 1987 5

October 1987 
to

April 3 , 1991
10

April 4-24, 19 9 1
9

April 24 -  Novem ber 29, 1991 8

November 30, 1991 
to

March 3 1 ,  1992
7

April I, 1992 
to

M ay 27, 1992
6

M ay 28, 1992 
to

September 30, 1999
5

Source: Elangladesh

It was expected that the decrease in CRR would results into lesser funds to be locked up in 
Bangladesh B ank’s vault, rather further infusion o f  fimds into the m onetary system, 
Another objective o f  reducing the CRR was to enhance liquid funds with the banks to 
stimulate the call and term money market. This would in turn reduce the call rates and the 
borrowing cost o f the real and trade sector entities in the retail m arket. Because the interest 
rates in the inter-bank m oney m arket have benchm arking effect on the retail reposit and 
lending rates. But the CRR cut has created a terribly uncom fortable situation flushing the 
banking system with surplus liquidity (see table 7.24 in annex 4). The lim ited investment 
opportunity other than the govem m ent T-bills is a basic problem  for banks in Bangladesh 
to utilize their liquid assets for earnings. A nother im portant reason for huge liquidity 
accum ulation in the m arket is increased num ber o f  custom er approaches for opening 
deposit accounts that increased the inflow o f  cash to the banking system. Table 7.24 in 
annex 4) further shows that total liquidity in the m oney m arket increased from Taka
27337.25 crore in financial year (FY) 2002-03 to Taka 28685.64 crore in FY 2003-04, by 
recording an annual growth o f  5 percent. The surplus liquidity has also grown to aka
11754.25 crore in 2004 from Taka 10897.33 crore in 2003 exposing a growth o f  8 percent.
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However, bankers now consider that minimal investm ent avenues and high risks 
characterize the existing credit market in the country. So it is not a very fruitful exercise o f 
going speedily with credit expansion plan. M oreover, credit risk has always been there in 
the banking industiy because o f  the very nature o f  the business. The risk level in credit 
market is also increasing because o f  m ounting non-perform ing assets (NPAs). Alm ost all 
banks have been facing the problem o f bad loans, burgeoning non-perform ing assets, 
thinning margins, etc. as a result o f  which, banks loose interest in granting loans to 
corporate and other borrowers. These factors, as well as the increased deposits resulted in a 
liquidity flush in the banking system leading to a situation in which m obilization o f  funds 
for productive purposes is much more risky the bankers are concerned for possible non
recovery o f advances.

In addition to the above reasons, high lending rates are often m ade responsible for sub- 
optimal investments in manufacturing, which create vast array o f  liquidity in the banking 
system. On the other hand, increases in the country’s net foreign assets have contributed to 
the huge liquidity accum ulation in the money market. Growth in reserve m oney also 
provided the m oney m arket with increased liquidity. Reserve m oney recorded an increase 
o f  Tk. 1724.0 crore or 7.09 percent during July-M ay, 2003-04 against the decrease o f 
Tk.67.00 crore or 0.28 percent during July-M ay, 2002-03.

Graph 7.9: Reserve Money Growth in Bangladesh: 1993-2005
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Table 7.25 in annex 4 and graph 7.9 reveals the financial year w ise trends in reserve money 
growth in the economy during 1993-2005, The money multiplier''*^ also increased from 4.69 
at the end o f  .lune 2003 to 4.76 at the end o f  M ay 2004. All o f  these factors helped the 
market liquidity to grow. Increases in monetary base"** also help increase liquidity in the

‘'“Money multiplier asserts that the lending o f banks autom atically expands the credit m oney supply to a 
multiple o f  their aggregate reserves, In its basic form, that multiple is equal to the reciprocal o f  the required 
reserve ratio.

The monetary base exists in two forms; (1) banks' own deposits at Uie central bank and (2) cash, i.e. notes and coins- 
Banks maintain accounts at the central bank for check clearing requiring tlie inter-bank transfer o f  deposits. Each bank 
must hold enough reserves on deposit at the central bank to cover the checks written by its owfn depositors. Normally the
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money market. The increasing inflow o f foreign exchange, especially as workers 
remittances from various countries heavily influenced the growth o f  the econom y’s reserve 
money. The state o f m igrant w orkers’ remittances is analysed in chapter 8 .

The discount window through which the central bank provides liquidity/cash support to the 
banks that are tem porarily in shortage o f  cash, ultimately helps in stabilizing the money 
market liquidity. However, receiving liquidity support from the central bank through the 
discount w indow is a cost bearing tool. The central bank charges interest on the amount 
availed by the banks at a rate commonly known as ‘bank ra te’, w hich has been changed 
many times during the last three decades (see table 7.26 in annex 4).

Nonetheless, frequent use o f discount window exposes a b ank’s low er capacity o f  m eeting 
the custom er dem ands against demand deposit withdrawals. This criterion is also used by 
the central bank as a regulatory yardstick to evaluate the level o f  liquid assets o f  banks. The 
central bank discourages frequent use o f the discount window. The rates in the inter-bank 
foreign exchange m arket also significantly influence the m oney m arket liquidity, especially 
because the m oney m arket provides local cun-ency counterpart for dom estic foreign 
exchange m arket transactions either for their own trading or as loans and advances to the 
customers. Further, the contributions o f  the banks to the ‘D eposit Insurance Schem e’ 
managed by the central bank as a safety vehicle o f  depositors m oney, im pact the liquidity 
position o f  m em ber banks. It is compulsory for each scheduled bank in Bangladesh to pay a 
premium o f  Tk.0.07 for each one hundred Taka o f  its total deposits. The central ban k ’s 
monetary policy, particularly the growth o f  money supply and the developm ent o f  reserve 
money help increase the activity o f the money market.

7.3.2 Government’s Fiscal Operations and the Money Market Liquidity

There are some other factors that impact the liquidity in m oney m arket both positively and 
negatively depending again on their application and objectivities. Im portant am ongst the 
factors are the extent and volum e o f  trade transactions including im port and exports, 
savings behaviour and bank-habit o f  household and institutions and corporate bodies. 
Fiscal operations, especially public savings and expenditure o f  the governm ent also impact 
the liquidity in the economy. Public borrowings from the banking system  that take place in 
case o f  mismatches between public expenditure and revenue receipts squeeze the m arket’s 
liquidity level and limit the credit-flows to the private sector. Dom estic price level, 
movements in consum er price indices and industrial investm ents greatly help the demand 
for liquidity to rise. Excessive lending rates are proved to be deterrent to the private sector 
investments initiatives. G iven the available investm ent avenues, excessive government 
borrowing from the m oney m arket for financing budgetary deficits put pressure on the

inter-bank lending market serves to redistribule banlc reserves where they arc needed. However when aggregate bank 
lending increases, the central bank is obliged lo add reserves in order to maintain the inter-bank lending rate on target. It 
does so by buying Treasury securities from the public. Tlie selection and control o f  the short-term interest rate is the 
primary monetary policy tool o f  the central bank.

Cash is by far tbe largest component o f the monetary base, and used primarily as street money. The amount of cash m 
circulation depends entirely on how the public chooses (o divide its money between bank deposits and cash. Since cash is 
not interest bearing, the public normally holds no more than it needs. However as the economy grows, there is an 
increasing demand for cash. Withdrawals o f  cash reduce a bank's reserves, which forces the central bank to replenish 
those reserves in order to defend its interest rale target. In effect, when the public needs more cash, it sells some o f  its 
Treasury securities lo the central bank.

Banks are at the very center of the payment system. One of the key roles o f the central bank is to ensure tlie liquidity o f  
that system. The central bank Iherefore cannot arbitrarily target the quantity o f bank reserves it issues. It must provide 
whatever reserves are needed to support cash withdrawals from banks as well as changes in aggregate bank lending.
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level o f  liquidity. Table 1 2 1  depicts the governm ent’s fiscal operations and the deficit 
financing strategies.

__________ T a b le  7 .2 7 :  G O B ’ s D e fic it  B u d g e t  F in a n c in g  (In Billion Taka)_________

Sources
Financing

Domestic
Financing

Bank
Financing

Non-bank
Financing

Foreign
Financing

Total

FY 02

55.9
(2 .0 )

16.8
(0 .6 )

(39 .1)
(1.4)

62,4
(2.3)

1 18 .3
(4.3)

FY 03

57.9
( 1.0)

15 .0
(0.5)

42.9
(1-4)

69.9
(2.3)

127,8
(4.3)

FY 04

59.7
( 1,8)

15 .0
( 0 - 5 )

44.7
(1.3)

80.0
(2.4)

139 .7
(4,2)

Q1

10,1

(0.3)

-3.6
(-0.1)

13 .7
(6.4)

- 2.0
( -0 . 1)

8,0
(0 ,2)

F Y  04 (Quarterly)
Q2

7,0
(0.2)

-4.6
(-0 . 1)

11.6
(0.3)

-4.8
(-0 . 1)

2.2
(0.!)

Q3

12.2
(0.4)

5 ,1
(0 .2)

7.1
(0.2)

16.6
(0.5)

28.8
(0.9)

Q4

30.4
(0.9)

18 .1
(0.5)

12 .3
(0.4)

70.2
(2,1)

100.7
(3.0)

Source: Bangladesh Bank; Note: Figures in parenthesis arc percentages o f G D P

G overnm ent’s revenue receipts largely influence the public borrow ing needs from the 
money m arket via the banking system. Table 7,27 shows that there were budgetary deficits 
in each financial year during 2002-2004. However, revenue receipts by the government 
fluctuated w idely during the financial year 2003-04, w hich has driven the governm ent’s 
borrowing needs from the banking system.

The government o f  Bangladesh used to fund its deficits m ainly by selling treasury bills and 
borrowing from the banking system. Table 7,27 also exhibits the picture o f  mismatches 
between the governm ent’s revenue earnings and expenditures throughout the period 2 0 0 1 
04. When funds from foreign and other domestic sources are not sufficient to finance 
deficits, the governm ent borrowed directly from the banking system. But such borrowings 
from banks and non-bank financial institutions in the recent past did not constrain the 
growth process o f  liquidity in the banking system. However, m arkets with lower liquidity 
have been affected m ore by the govem m ent borrowings since such borrowings lim it the 
lending capacity o f  banks to the private sector. Section 7.2 earlier incorporates the 
instruments or tools o f  govem m ent borrowing from the banking system.

7.3.3 Money Supply and the Money Market in Bangladesh
Like monetary authorities o f  m ost other nations, Bangladesh Bank, the central bank and 
monetary authority o f  Bangladesh pursues its m onetary policy through ‘firactional reserve’ 
system, which refers to m aintenance o f a certain percentage o f  bank deposits as reserves. 
Deposit money banks (DM Bs) are able to create credit m oney in fractional reserve system, 
thus play fundam ental role in the m oney supply process. The DM Bs create credit m oney in 
the form o f taking deposits and issuing loans and advances. C redit m oney is by far the 
largest part o f the money supply. The CB creates the base money, com prising currency 
{only o f  notes and coins) and deposits o f the scheduled at the CB issued to banks. The CB 
deposits, together with the vault cash that banks hold, are known as reserves. Banks m ust 
hold enough reserves to convert customer deposits into base m oney on demand. In a 
fractional reserve system, banks play two distinct roles. A s depositories, they are key 
players in the m onetary and paym ent system: accepting deposits, paying on behalf o f  
depositors, and exchanging currency and deposits on dem and. As profit-seeking
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enterprises, banks create interest-earning assets for them selves by issuing loans, thereby 
increasing the m oney supply.

7.3.4 M oney S upply  and  the M o n etary  A ggregates in B ang ladesh

In money supply mechanism, Bangladesh Bank mainly tracks two m onetary aggregates, 
Mi and M 2. Mi com prises the traditional definition o f  m oney as a m eans o f  payment. It 
includes currency outside banks plus the checking or dem and deposits in DM Bs plus 
banks’ deposits at the Bangladesh Bank. Demand deposits in Mi are interest-bearing 
deposits with no restrictions on checking. Currency outside banks again includes 
Bangladesh Bank notes and coins plus government notes and coins plus currency in tills o f 
deposit money banks. Currency in Bangladesh Bank vault is not a part o f  M i, although they 
are part o f  the m onetaiy base, sometimes designated as Mq.

M 2 includes Mi plus time deposits. In Bangladesh, inter-bank or w holesale deposits are not 
included in monetary aggregates. M |, M^ and post office deposits together form the 
monetary assets in the Bangladesh economy. Each o f  these m onetary aggregate serves 
different purpose for the Bangladesh Bank. Table 7.28 in annex 4, and graph 7.10 shows 
the increase in each m onetary aggregate during the financial years 1999-2000 to 2003-04. 
The basic aggregates, i.e., Mi and M 2 continued to increase with the increased volum es o f 
demand and time liabilities o f  banks in the economy. The growth o f  M2 was remarkably 
prom inent as the time deposits increased gradually each year throughout the period. 
Despite small in size com pared to both demand and tim e liabilities o f  banks, post office 
deposits also registered accelerations in its growth and contributed to the developm ent o f 
the econom y’s m onetary assets.

Grapg 7.10: Growth in Monetary Aggregate and Its 
Components: 1999-2004
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Yĝrs

2002 -0 ^ 2003-04

Combined growth o f both net domestic and foreign assets o f  the country helped increase the 
reserve m o n e y i n  Bangladesh economy during the financial years 2002-03 and 2003-04 
(see table 7.29 in annex 4 and graph 7.11), which in turn added positive contribution to overall 
monetary growth process.

Reserve money equals net domestic assets plus net foreign assets.
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Graph 7.11 : Growth of Net Domestic and Net Foerign Assets, and 
Reserve Money: 1993-2004
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7.3.5 Money Market and Monetary Policy Implementation

The basic goal o f  monetary policy is to provide the financial liquidity needed for a growing 
economy while lim iting consum er price inflation to som e sm all positive value, M onetaiy 
policy can be im plemented in two different ways: ( 1) selection and control o f  the money 
supply growth rate, leaving the money market interest rate as a residual, or (2 ) selection 
and control o f  the m oney m arket interest rate, leaving the m oney supply as a residual. The 
money market rate is the interest rate at which financial institutions lend deposits to each 
other overnight i.e., inter-bank call m oney rates.

The first option is feasible only if  the central batik has direct control on the m oney supply. 
Some econom ists consider that such a system should operate with a fixed m oney supply 
growth rate at about 4%  per year, consistent with the potential growth rate o f  the real 
economy plus a small inflation rate (Friedman, 1953). A key objection to this option is its 
inflexibility. Certainly, there are significant external shocks that arise and impact the 
economy from tim e to time. The damage o f  shocks could be am eliorated with temporary 
changes in interest rates that a fixed m oney growth rate policy w ould not allow.

Accom modation o f  m onetary policy operations is an im portant function o f  m oney m arkets in 
liberalized financial sectors and Bangladesh is not an exception. In controlled regimes, the 
monetary authority direcfly controls credit as a tool o f  econom ic m anagem ent and financial 
institutions ration the credit re leased  by the  cen tra l b an k . In liberalized regim es, the 
authority must m anage monetary conditions indirectly, through operations that affect the 
price o f money and credit. This is achieved by altering the banking system ’s net liquidity to 
induce desired interest rate changes in a liberalized economy. Various m echanism s facilitate 
monetary m anagem ent, including changes in banks required reserves, discount window 
arrangements, central bank securities issues, treasury bills tender arrangem ents and open 
market operations. So, the latter is the m ost flexible m ethod for m anaging the banking 
system ’s liquidity in liberalized financial sector. Bangladesh Bank pursues the later policy 
option.

Figure 7{iv) in annex  4 adop ted  from  L ynch  (1996) provides a schem atic oufline o f  a 
standard transm ission process for open m arket operations. The figure, for exam ple, assumes 
that the m onetary authority tightens liquidity to drive up m oney m arket interest rates. This
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directly affects borrowers in the money market; both financial institutions and com panies that 
obtain working capital through availab le  bank in stru m en ts  such  as sh o rt-te rm  bills, 
commercial paper, or other loan facilities that are tied to m oney m arket interest rates. 
Sustained changes in in ter-bank money m arket (IM M ) interest rates feed through to banks’ 
retail interest rates, which affect sm aller business and individuals.

The cost o f  money and credit impacts the real economy, affecting investm ent and 
consum ption decisions and ultim ately feeds into the variables like the balance o f  paym ents 
and economic growth, which are the usual eco n o m ic  policy targets. There are subsequent 
feedback effects, which restore balance to bank reserves at a new  level that is consistent with 
the target variables.

The implementation o f  m onetary policy o f this pattern depends on the degree o f  openness 
o f the economy (especially the capital account), the exchange rate regim e, the financial 
structure and level o f  financial development. T his affects the speed and potency o f 
different elem ents o f  m onetai^ transmission process and influences th e  selection o f 
intermediate targets for monetary policy.

Several conditions m ust be m et for the successful operation o f  m onetary policy under a 
liberalized regime. First, the m oney market must be deep enough to facilitate effective open 
market operations. Money markets must emit continuous price signals, w hich the monetary 
authorities can shade through intervention, as warranted by monetary policy considerations. 
This requires a viable m arket independent o f  the m onetary authority ’s transactions, a 
further advantage o f  which is anonymity afforded to the m onetary authority  in its actions 
(Lynch, 1996). Bangladesh could not pass this hurdle cleanly, w ith  the result that the 
m onetary authority unable to influence m onetary conditions and interest rates without 
resort to direct controls, or other ad hoc solutions. B angladesh Bank intervenes in the 
money m arket through repurchase agreements, but this has lim itations, as the supply and 
market outstanding o f  governm ent treasury bills depend on the borrow ing needs o f  the 
government from the banking system. However, when the m arket rate rises abruptly, the 
central bank purchases treasury bills from the banks to increase the aggregate supply of 
liquidity. W hen the market rate falls below the target, the central bank sells treasury bills 
to reduce liquidity in the market. In this way the central bank continually adjusts the 
supply o f  loanable funds to meet the demand at approxim ately the expected rate.

In m ost developed economies, foreign exchange derivatives are used as an effective 
mechanism for m anaging liquidity. Effective intervention requires a deep foreign exchange 
market, with large outright forward and swap markets. B an g lad esh  lack s  such  a m ark e t. 
Developing countries lack depth to facilitate liquidity m anagem ent (see ADR, 1993, and 
Lynch and Norton, 1992) and capital controls inhibit the integration o f  dom estic money and 
foreign exchange markets. Financial market o f Bangladesh characterizes by those lacks. If 
changes to money m arket interest rates can be effected through open m arket operations, a 
further requirem ent for successful implementation o f  m onetary policy is the existence of 
stable relationships between;

o Money market interest rates and bank retail interest rates; 
o Interest rates (wholesale and retail) and money and credit demand, 
o Credit demand, savings and economic activity, and 
o Money demand and economic activity.

Establishing such relationships is important for Bangladesh econom y, because flie direct
transm ission o f m oney m arke t interest rates changes to credit is weak in the absence o f
significant number o f instmments, such as com m ercial bill and com m ercial papers and other
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short-term tradable securities and money m arket funds. On the other hand, thin inter-bank 
money and foreign exchange markets limit the sensitivity o f  banks’ marginal funding costs to 
money market interest rates.

7.3.6 F ind ings and Im plications
(a) F indings
The institutional structure o f money market in Bangladesh is deep enough as there are a 
remarkable num ber o f  deposit money banks and leasing com panies acting in the inter-bank 
and retail custom er niches o f  the money market. The m oney m arket in the country is now 
working in an open economic environment. However, the m arket has not attained a 
significant level o f  dynamism even after the im plementation o f  decade long reforms. It is 
still functioning with a set o f traditional and thin instrum ents and tools having any 
convertible certificates/papers or tradable securities except governm ent treasury bills. The 
inter-bank market, the building block o f  the m oney m arket also rem ains stereotyped in 
borrowing and lending having no inter-bank bills.

The transaction volume in the inter-bank m oney m arket has not increased significantly. 
Money markets o f  Bangladesh are not integrated. The interest rates are very high. There 
are wide differences between lending and deposit rates and the absence o f  optimal 
instruments discourages investm ents In this m oney m arket. The m oney m arket o f  the 
country is highly concentrated to inter-bank call m oney transactions and the trading o f 
restricted supply-led governm ent treasury bills. A ctivities o f  the leasing com panies are 
extremely limited to only in borrowings in the inter-bank m oney m arket inconsistently with 
the market norms. In most cases, leasing com panies offer higher rate o f  interest on their 
borrowings to attract the lending banks, violating the m arket rules. In this situation, lending 
banks also show m uch interest to lend to the leasing com panies for higher yields, creating 
instability in the m arket rates. Moreover, non-pay-back and frequent renewal and rollover 
o f  overnight loans by the leasing firms create m arket distortions. O ther constraints o f 
money m arket in Bangladesh are:

• poor technological infrastructure, especially networks that make it difficult to implement 
electronic settlement;

• lack of technical expertise in market operations and infomiation teclmology; and
• uncertainty and instability of dematerialized financial transactions because o f weaknesses 

of the existing legal framework.

(b) Im plications

Money markets ought to allocate finance where it is m ost needed, and thus contribute to 
greater productivity, employment and the reduction o f  poverty. Yet, in practice, they have 
not perform ed this function at all well. Vast segm ents o f  the population are still un-served, 
and inappropriate financial services are offered and inflexible contracts are extended. Poor 
farmers and small businesses are generally excluded from  conventional the services o f 
financial institutions like the commercial banks.

A good working money m arket allows retention o f  private sector savings in the country, 
which prom otes investm ent and growth. In addition, an effective m oney m arket allows for 
price stabilization and positive real interest rates m aking deposit m oney attractive 
compared to cash. A nother key factor is building-up an efficient national paym ent system 
that transfers money, meets the needs o f  econom ic agents, and provides cost efficiency, 
timeliness and predictability, and security and transparency.
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The above stated situation necessitates that the policy m easures for attaining structural, 
instrumental and operational soundness in the m oney m arket o f  Bangladesh m ust cover the 
following aspects:-

Unless there is a system o f  a two-way quote in the inter-bank m arket, m arket players tend 
to m anipulate the m arket mechanism. The introduction o f  two-w ay quote system  will help 
increase com petitiveness in the market. If  established, there should be spread band 
prescribed by the central bank, which could be changed from time to time as needed for 
market stability. This arrangement may prevent abnormal price hikes in the inter-bank 
money market.

The wave o f liberalization requires presence o f  more instrum ents to increase the m arket 
liquidity and the competitiveness. Along with making enhanced supply o f  T-bills, various 
types o f  central bank bills or funds may stimulate the present state o f  m oney m arket in the 
country. Deepening o f  m arket transactions essentially requires increased num ber o f 
instruments and the volum es o f  their outstanding. It could be an effective strategy to 
increase the com petitiveness in the inter-bank m oney m arket by introducing quote-driven 
dealings instead o f  ongoing order-driven practices. A llow ing brokerage houses in the 
inter-bank m arket will add new dimension and increase m arket depth.

The activities o f leasing companies in the m oney m arket be review ed and monitored 
intensively so that they behave in the market in accordance w ith the m arket norms. A 
better option m ay be withdrawal o f  their access from the inter-bank m oney m arket. The 
leasing firm s are by nature long-term lending institutions in the capital market, Picking 
funds by them  from the call money market dries up the liquidity and channel those to long
term investm ents, which create supply shortage o f  liquidity in the m oney m arket and drives 
up the m oney m arket interest rates.

Bangladesh Bank needs to have a concrete and clear role in the dom estic foreign exchange 
market and dem arcated its regulatory fimctions with those o f  BAFEDA (Bangladesh 
Foreign Exchange D ealer’s Association). At present, com m ercial banks are being 
habituated to refer everything to central bank despite having a set o f  guidelines. The plea is 
to shift the liabilities o f  their inability to shoulder responsibility on the central ban k ’s neck. 
This is because the com m ercial banks in the country are suffering from efficient and 
responsible hum an capital. Bangladesh Bank must com e up with clear compliance 
guidelines and adopt progressive policies that will com pel the conm iercial banks to 
shoulder responsibilities. These steps will develop m arket norm s and discipline, and 
activate m arket operations.

Both dom estic inter-bank m oney and foreign exchange m arkets are inter-dependent for 
liquidity. Dealing in foreign exchange market involves two currencies: local and foreign. 
Buying foreign currency in the domestic market requires local currency, w hich is financed 
by the m oney market affecting the local currency liquidity position o f  banks. Shortage of 
local currency liquidity increases the interest rate on borrow ings for financing the foreign 
currency buying by banks or customers. Increased inflow o f  foreign currency in the 
domestic foreign exchange m arket and their subsequent sells diversify and balance the 
liquidity between these tft'o markets. This needs extended coordination betw een these 
markets.

The issue o f  risk is especially crucial for high value transaction in the m oney market. 
Effective risk reduction requires an overall solution involving all high value paym ent 
system participants. The solution lies in the full im plem entation o f  an RTGS (Real Time
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Gross Settlement System), where the settlement is done in real time on an individual basis 
and on central bank accounts.

Bangladesh Bank introduced RTGS, but the efficiency o f  the system needs im provem ent 
for elimination o f  inter-bank settlement risk. Its operational im plications are:

• the intra-day settlement cash and the scheduling of outgoing payments must be carefully 
managed because each bank must ensure sufficient liquidity for immediate settlement of its 
payments;

• the intra-day customer exposures must be monitored;
• tlie central bank must provide intra-day overdraft facilities and potentially intervene in

order to avoid gridlock;
• in addition to government treasury bills, the securities market must be develop in order to 

provide an adequate supply of eligible securities as collateral;
• inter-bank markets must develop in order to recycle settlement cash; and
• the access to tlie RTGS system must be restricted to actors with sufficient financial and

technical strengths, complying furthermore with technical standards and risk management 
procedures.

In setting up an effective national money m arket, it is necessary to exploit common 
interests without inhibiting m arket forces such that;

• all interested parties should be involved in the money market reform process;
• banks should cooperate in establishing the inter-bank money market and the payments

infrastnicture;
• commercial banks should compete in the market for intra-day credit with the central bank 

as lender of last resort; and

In many cases, im plem ention o f a national m oney m arket operations system  means 
streamlining rules and automation o f  a process through different means. But all 
requirements are never known at the start. This is why it is im portant in the im plementation 
process:

• to establish a mechanism of responding to new requirements and changes;
• to focus on software rather than hardware as a way to continuously ensure that the solution

meets the requirements;
• to look for modular solutions;
• to put emphasis on user education and change management strategy; and
•  to ensure security.

Development o f  infrastructure is also important for m oney m arket developm ent. First, an 
efficient trading system is required; introduction o f  a dealer m echanism  a n d  
developm ent o f short-term  securities trading in the m oney m arket m ay be the initial steps. 
M odernization in financial sector regulations and the tax regim e can affect m oney m arket 
development, The private sector orientation, liquidity and the institutional and instrumental 
efficiency o f  the national financial sector can ensure the efficient operations o f  the money 
market in the country. The rationale is: transaction costs in m ore active m arkets are lower 
and therefore, an active m arket facilitates further trading. The m arket players need to be 
much more aware and skilled for better managem ent o f  their funds. This requires imparting 
them with practical and need-based education and training either through the concerned 
banks or government sponsored programs. Foreign banks w orking in the m arket and have 
long experience may sponsor such skill and capacity building program s for local bankers.
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Exogenous factors such as growth potentials in factor m arkets, their structure and 
behaviour impact operations o f  financial markets, especially the m oney markets. Labour 
market has also remarkable impact on the operations o f  short-term  m oney market. 
Theoretical linkages between factor market, labour m arket, financial m arket and economic 
growth have been found in various studies, Adeola, et al (2000) argues that that the 
structure and operations o f  labour market influence the perform ance o f  financial markets, 
and ultimately impact the economic growth. Sharp falls in real w ages have profound 
impact on productivity in both private and public sectors. M easuring the impacts o f  both 
factor and labour markets is important prior to initiation o f  strategic plan for money and 
financial m arket developm ent in Bangladesh, as these issues have hardly been received any 
attention.

The low rate o f  financial deepening in terms o f  institutions, instrum ents, custom ers and 
other agents contribute to the slow growth o f  the financial system. A lthough the country’s 
financial market experienced deepening in institutions, instrum ental and custom er bases are 
extremely weak. Developm ent initiatives for money m arket in particular and the financial 
market in general must put due emphasis on these particular aspects.

7.4 Interest R ate Pass-through  in the M oney M ark et o f  B angladesh:
A n Enfipirical E xam ination

7.4.1 T heoretical B ackground
Inter-bank m oney m arket interest rates, commonly denoted as m oney m arket rates, pass
through to and benchm ark banks’ retail interest rates for custom ers. In general, changes in 
policy (adm inistered/official) or money market interest rates adjust to retail interest rates 
with a delay. The retail rates refer both to interest rates that banks charge on loan customers 
and pay to depositors. Such a transmission process is term ed as interest rate pass-through. 
Bredin et al (2001) notes that the term pass-through refers to the extent to which changes in 
money market rates are reflected in changes in retail rates both in the short and long run. 
Complete pass-through occurs when a movement in the money market rates leads to a one for 
one change in retail rates. Retail rates are said to be ‘sticky’ when there is a slow response of 
these rates to movements in the money market rate. The rate o f  interest charged by a financial 
institution is a function o f  the marginal cost o f  funds to that institution. Thus, changes in 
money market rates are likely to feed into changes in the rates charged to customers since this 
represents a change in the financial institutions’ marginal cost. One useful proxy o f  this cost is 
the wholesale m oney m arket rate i.e. the cost to a bank o f  borrow ing from other banks in 
the inter-bank money m arket. O ther possible proxies o f  the opportunity cost o f  fijnds are 
the short-term lending facility provided by the monetary authority to banks and the deposit 
rates offered to or lending rates charged on their custom ers by financial interm ediaries.

The changes in m oney m arket interest rate and the process o f  their pass-through to the retail 
market rates requires a stable long-run relationship betw een them. A djustm ent o f  money 
market rates to retail rates, or changes in retail customer rates to m oney m arket interest rates 
is not im mediate, as interest rate sensitivity differs am ongst bank custom er categories. Other 
influencing factors are fixed or transaction costs, credit constraints, risk aversion, volatility 
o f the end-of-day liquidity, etc. The extent and speed o f  adjustm ent betw een  m oney m arket 
rates and b anks’ retail rates also depends on the com petitiveness o f  the financial system 
concerned. The speed o f adjustm ent o f  in terest rates betw een m arkets m ay also  vary with 
the economic cycles. Economists argue that the pass-through and benchm ark relationship is 
tighter in developed  and e ffic ien t money markets. In o th er w ords, the m oney  m arkets 
in w hich the in te re st ra te s  pass-th rough  takes p lace  in fu ll and b en ch m ark  the rates
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As the money market is a source o f banks’ marginal funds, changes in interest rates in this 
m arket usually pass on to loan-customers to maintain profitability (subject to the market 
size limitation). M oney m arket instruments provide com petition for bank deposits. Even 
where money markets are small, contestable market theory'^^ applies to place a limit on the 
diiference between wholesale and retail interest rates. M ost importantly, m oney market 
participants are efficient at collecting, analyzing and absorbing new inform ation flows that 
affect interest rates, given their communications and analytical resources.

These propositions have been widely discussed, but were never system atically put to test in 
Bangladesh. This study attem pted to perform such a test in particular, by estim ating the 
interest rate reactivity in the m oney m arket o f  Bangladesh (in both inter-bank and the retail 
customers' parts). In the absence o f a yield curve or any benchm ark rate, there is no scope 
o f  analyzing the interest rate benchmarking relationship in Bangladesh. Thus this study is 
conducted to investigate the effectiveness o f pass-through o f  m oney m arket interest rates to 
retail custom ers’ lending rates in the country.

Num erous studies have provided estim ates on the pass-through o f  interest rates in recent 
years. BIS (1994), Borio & Fritz (1994), Cottarelli & Kourelis (1994), Lowe (1994), 
M ozzami (1999) and M ojon (2000) have attem pted to quantify the degree and speed of 
pass through from money m arket rates to retail rates for a num ber o f  countries. In general, 
these studies have found that the degree o f pass through varies across particular retail rates 
and there are also significant differences across countries. For exam ple, Borio & Fritz 
(1994) conducted point estim ates o f  the long run response o f  loan rates to  m oney m arket 
rates and found that the changes ranged between 0 .8  and 1.1 across a num ber o f  countries. 
W hile Cottarelli & Kourelis (1994) found a long run pass through coefficient on average o f
0.97 with a range o f  0.75 to 1.25 approxim ately using one lending rate. The speed at which 
changes in money m arket rates are completely transm itted to retail rates can vary from 
anything betw'een 3 months to 2 years.

Cottarelli & Kourelis (1994) and M ojon (2000) have tried to relate country specific 
characteristics to the degree o f  pass through in the short run. Both studies use a panel data 
approach to relate estim ates o f  the degree o f  short run pass-through to variables such as 
banking com petition, money market factors, financial structure, and bank costs. These 
researchers noted that m ainly the inflation, a volatile m oney m arket rate, and lack of 
competitions are the main factors positively related to stickiness.

Lynch (1996) used a simple model o f interest rate changes to test the p ass-th ro u g h  
relationship in m oney and retail interest rates. Lynch (1996) found that in a perfect 
benchmarking relationship, the coefficient equals one, and further aw ay from one it 
moves the less is the influence o f  money m arket interest rates on the general structure o f 
retail interest rates. L ynch’s (1996) model is as below:
DEP, = a î + a,*MM^ +

for other financia l in stitu tion s is  a d evelop ed  and e ff ic ie n t  m o n ey  m arket.

Contestable Markets Theory: A perfectly contestable market is one in which entry and exit is absolutely 
costless. In such a market, competitive pressures supplied by the perpetual threat o f  entry, as w ell as by the 
presence o f  actual current rivals, can prevent monopoly behaviour. In recent years the term contestable 
markets has been used by Baumol, Panzer and fVillig. A contestable m arket requires harriers to entry to he 
low, and a perfectly contestable market requires a total absence o f  barriers to entry. Barriers to entry fo r  
example being, special licenses, patents, copyrights, high fix ed  costs, m arketing barriers (legal and illegal) 
constructed by incumbent firm s.
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DEP - (n om inal) bank  d eposit interest rates.

MM - (n om inal) m on ey m arket interest rates.

However, so far there is no consensus regarding the most appropriate test for association or 
C O -integration in the money market interest rates and there is no general em pirical approach 
to report results for a variety o f  tests. Three general approaches are w idely used for testing 
whether the economic time series are associated or co-integrated. These are:

1. single equation static regressions (Engel & G ranger,!987)
2. vector auto regressions ( Johansen 1988, 1991 & 1995),
3. single equation error correction models.

Both Cottarelii & Kourelis (1994) and M cjon (2000) studies have adopted a single 
equation error correction model (ECM) in order to quantify the dynam ics o f  retail rate 
adjustment following a change to market interest rates. Lynch (1996) adopted the vector 
auto regressions (Johansen, 1988, 1991 & 1995) to test the co-integrated and benchm arking 
relationships between m oney m arket rates and retail custom ers’ deposit rates.

7.4.2 T he M odel and  the V ariables

The following model has been used for testing hypothesis 1 o f  the study: The changes in 
the inter-bank money m arket interest rates pass-through to banks’ retail custom er lending 
rates.

Lend_Rate = a  + pJM M B on  _Rates, + P^Inflation^

Dependent variable: Lend_Rate (nominal annual average bank lending interest rates)
Indepeiident variables: IM M Borr_Rates (nominal annual average inter-bank m oney m arket 
borrowing interest rates 
Infl_Rate-(annual average inflation rates)

Inter-bank borrowing and banks’ custom er lending rates are required to be positively or 
progressively related. Increases in inter-bank borrowing rate tended to be passed-through or 
shifted to custom er lending rates as the lending banks have to cover the cost o f  funds and 
maintain profitability.

The adopted research hypothesis is that the changes in the inter-bank m oney m arket interest 
rates pass-through to banks’ retail customer lending rates. The null hypothesis (Ho) is that 
the inter-bank borrowing interest rates didn’t pass-through to retail bank lending rates.

In general, nominal interest rate is not a good unit in which to m easure association or 
variance because the units become inflated over time. For exam ple, the 
association/variance o f  the later half o f  the series m ay be m uch greater than the first half, 
may be due to inflationary effects. So inflation is included as a predictor in the model, 
which tells us how the inflation is correlated to both dependent and the other independent 
variable in the model. According to Lynch (1996), in a perfect benchm arking relationship, 
the a ,  coefficient equals one, and further away from one it m oves the less is the influence o f 
money m arket interest rates on the general structure o f  retail interest rates. In line with 
Lynch (1996), we m ay stand and state that in a perfect pass-through relationship, the 
coefficient R squared equals one, and further away from one it m oves the less is the influence 
o f  money market interest rates on the banks retail lending interest rates.
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7.4,3 R egression  R esults and the E xp lanations  

Statistical Description of Data

Table 7.30 shows that spread between standard deviations and the m inim um , m aximum 
and mean o f  both dependent and independent variables are larger, indicating the dispersed 
or scattered distribution o f  data in the model and their distant location and variability. The 
large differences in them are also supported by large value o f  skewness and kurtosis 
substantially greater than and distant from zero, the critical level to prove normal 
distribution.

The skewness measured in our case is -.554 for IMM Borrowing, -2.230 for retail lending 
and 0.660 for inflation rates. Kurtosis for IMM borrow ing rates is 0.525; retail lending 
rates 5.532 and inflation rates -.643. Thus the non-sym m etry betw een call money 
borrowing, retail custom er lending and inflation rates are largely dispersed. The departures 
from symmetry therefore, indicate none or lower level o f  pass-through had taken place in 
the broader m oney market o f  Bangladesh,

Table 7.30:Descriptive Statistics (continued)

N Minimum Maximum Mean Std.
Dev

Statistic Statistic Statistic Statistic Std.
Error

Statistic

IMM Borrow 8 4,93 9.49 7.4875 .49520 1.40063
Lending Rate 8 11,15 13.46 12.8212 .25325 .71629
Inf Rate 8 1.94 8.66 4.6763 ,82470 2,33261
Valid N 
(listwise)

S

Descriptive Statistics (continuation)
N Skewness Kurtosis

Statistic Statistic Std. Error Statistic Std. Error
IMM Borrow 8 -.554 .752 ,525 1,481
Lending Rate 8 -2.230 .752 5,532 1,481
[nf Rate S .660 ,752 -.643 1.481
Valid N 
(listwise)

8

Correlation M atrix (see table 7.31) shows that IMM borrow ing rates are correlated with 
retail custom ers’ lending rates with coefficient value o f  0.641. But inflation is negatively 
correlated with both IMM borrowing and retail lending rates, In statistics, random variables 
whose covariance is zero are called uncorrelated. In other w ords, i f  the random variables 
are independent, then their covariance is zero. Coefficient Correlations (see table 7.32) 
exhibits that covariance o f  IMM borrowing rate and the rate o f  inflation is very close to 
zero (0.004), in addition to their negative correlation as estim ated in correlation m aliix (see 
table 7.31). So these variables are nearly independent, i.e., their level o f  co-m ovem ent is 
very little or drastically insignificant with IMM borrowing and inflation rates. Thus we can 
exclude inflation rate while we analyze the covariance or level o f  co-m ovem ent o f  IMM 
borrowing rates with the retail lending rates separately. The level o f  variance o f  IMM 
borrowing rate and inflation rate is 0.032 and 0.015 with retail lending rate (the dependent 
variable) respectively. This helps us estimating the individual level o f  association o f  IMM 
borrowing rate with dependent variable (retail lending rates) from R squared value 
produced in the model summary (see table 7.33),
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T able  7.3 J : C o rre la tio n s

Lending Rale
lMM_Borro

wing Inf Rate
Pearson Correlation Lending_Rate 1.000 .641 -.131

IMM_Bon-owing .641 1.000 -.213
Inf_Rate -.131 -.213 1,000

Sig. (l-tailcd) Lending_Rate ,043 .378
IMM_Borrowing .043 .306
lnf_Rate .378 ,306

N L endingR ate S 8 8
IMM_ Borrowing S 8 8
Inf_Rate 8 8 8

Model
1

Table 7.32: Coefficient Correlations(a)

Correlations

Covariances

Inf Rale

[MM_Bonowing

Inf Rate

IM M _B orrow iTig

Inf Rate
1.000

.213

.012

.004

IMM Borrowina
.213

1.000

.004

.032
a Dqjcndenl Variable: Lending Rate

Model summary (see table 7.33) exhibits the R, R squared and adjusted R square values. R 
squared is 0.411, which is only marginally significant, does not reflect the com plete 
association o f  independent variables with dependent variable. The jo in t level o f  variance of 
independent variables with dependent variable is larger (i.e. 1- R ^). The low er level o f  jo in t 
association o f  independent variables (given the negative correlation o f  inflation with the 
dependent variable, and the negative or insignificant correlation and covariance with the 
other independent variable, i.e., IM M  borrowing rates) help us m aking a general inference 
that IMM borrow ing rates d idn’t completely passed-through to banks’ retail lending rates. 
The adjusted R^ value'*^ (0.175) and F-value in table 7.34 also supports the above inference.

Table 7.33: Model Summary(b)

Model R R Square
Adjusted 
R Square

Std. Error of 
the Estimate Change Statistics

R Square 
Change F Change dn df2

Sig. F 
Change

1 .641(a) .411 .175 .65060 .411 1.742 2 5 .267
a Predictors: (Constant), Inf_Ratc, lMM_Borrowing 
b Dqicndent Variable: Lending Rate

Adjusted R-scjuared is com puted using the form ula R ' - (k - 1) /  (n - k) * (I  - R^j, where: n = U o f  
observations, k  = # o f  independent variables. Accordingly: sm aller n, decreases R^ value; larger n, increases 
R value; sm aller k, increases R^ value; larger k, decreases R‘ value. A s p e r  the fo rm ula , when the num ber o f  
observations is sm all and the number o f  predictors is large, there will be a much greater difference between 
R-square and adjusted R-square and the adjusted R-square will be much less than 1). By contrast, when the 
number o f  observations is very large com pared to the number o f  predictors, the value o f  R-.%quare and  
adjusted R-square will be m uck closer. The fir s t proposition is true in this analysis, i.e., adjusted R-square 
lesser than R-square. which is again much less than 1 means the dependent variable (retail bank tending  
rates) w a r  insignificantly correlated with independent variables (m oney m arket borrowing rates and 
inflation). Their non-linear and distant moves reflect their dissociated behaviour.
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Table 7.34: ANOVA(b)

Model
Sum of 
Squares cir Mean Square _Si£^

1 Regression 1.475 .738 .742 .267(a)
Residual 2.116 .423

Total 3.591
a Predictors: (Constant), lnf_Rate, IMM^Borrowing 
b Depcndeni Variable: Lending_Rate

Testing the Null Hypothesis (Ho)

The t-values shown in table 7.35 are 2-tailed in Pearson correlation. W e want 1-tailed t- 
values. The one-tailed significance level is twice the tw o-tailed probability level: If  SPSS 
reports 0.05 for 2-tailed, then the one-tailed equivalent significant level is 0.10. The t- 
values exceeded the significant level o f 0.10 in our test. That is, it gives the "direct" or 
"net" effect. Here, the ‘sig’ column (see table 7.35) shows the highly correlated 
coefficients, which have crossed the critical level o f  0.10 at 1-tailed Pearson Correlation 
rejecting the null hypothesis, Thus the research hypothesis is true and valid. In other words, 
the model satisfies the research hypothesis that the interest rate pass-through from m oney 
market to banks retail custom er lending rate took place in Bangladesh during the period 
under investigation. But com pletely rejecting the (Ho) tended to be Type 1 error, as the R 
squared with 0.411 is lower and reflect the greater fraction o f  variations o f  independent 
variables with dependent variable. So we can draw an inference that the observed pass
through did occur in the m oney m arket o f  Bangladesh only m arginally, rather than fully. 
On the other hand, the fraction o f  covariance o f  IMM borrowing rates and the retail bank 
lending rates is extrem ely lower and it reflects larger spread betw een them  and their distant 
m ovements from one another. So we cannot reject the Ho com pletely. The residual statistics 
(see table 7.36) also tell about the dispersed m ovem ent in m oney m arket borrowing and 
retail lending rates.

Table 7.35: Coefllcients(a)

Model
Unstandardized

Coefficients
Standardized
Coefficients t Sig.

B Std. Error Beta
1 (Constant) 10.355 1.551 6.675 .001

IMM_Borro
wing .328 .180 .642 1.827 .127

lnf_Ra(e .002 .i08 .005 .016 .988

Table 7.36: Residuals Statistics(a)

Minimum Maximum Mean Std. Deviation N
Predicted Value 11.9835 13.4755 12.8213 .45905 S
Residual -.83349 .69094 .00000 .54986 8
Std. Predicted Value -1.825 1.425 .000 1.000 8
Std. Residual -1.281 1.062 .000 .845 8

a Dependent Variable; Lending_Rate
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Fitness of the Model

In our model, F = 1.742 (Sig. 0.267) shown in table 7.33 and also found in ANOVA (see 
table 7.34) is thus statistically significant and clearly expresses the m odel’s goodness-of-fit,

7.4.4 G raph ical E stim ations
Graphical estim ation also reveals the partial pass-through o f  IM M  interest rates to banks 
retail lending rates in Bangladesh.

Table 131'. Basic Data-Yearly Average Call Money Borrowing and Retail Lending 
Interest Rates and the Rate o f Inflation

Y e a r

IMM Borrowing Rates 
(Yearly Average Nominal 

Borrowing)

Retail Lending Rales 
(Nominal Average Yearly)

inflation 
( 1 2  M onths A v e ra g e )

19 9 7 8.16 13 ,46 3 .9 6
19 9 8 8.43 12 .96 8 ,6 6
19 9 9 7 .15 13 .0 9 7 ,0 6
20 0 0 6.82 13 .0 3 2 .7 9
2 0 0 1 8.26 12 .6 2 1 .9 4
2 0 0 2 9.49 13 .0 2 2 ,7 9
2 0 0 3 6.66 13 ,2 4 4 .3 8
20 0 4 4.93 1 1 . 1 5 5 ,8 3

Source: Bangladesh Bank

Graph 7.12
Movement of Inter-bank Money Market Borrowing 
and Banks Retail Lending Rates during 1997-2004

IMM_Borro -Hi—R_Lending
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Graph 7.13 
Movement of Inter-bank Money Market 

Borrowing and Banks Retail Lending Rates during 1997-2004

Sequence number 

Transfonns: natural Jog

Graph 7.12 drawn from basic data (see table 7.37) in Excel shows the skewed movements 
o f  both inter-bank borrowing and banks retail custom er lending interest rates during 1997
2004. The varying trends in the curves at various points o f  tim e reflect their unparallel 
behavior accom panied by larger spread, which do not satisfy the com plete pass-through o f 
said interest rates. Time series plot drawn under natural log transform ation in SPSS (see 
graph 7.13) shows the sim ilar un-parallel m oves between the IM M  borrow ing and retail 
lending rates and therefore, there was no sequence in their movem ents.

7.4.5 F indings and Im plications

The main finding o f  the analysis is that pass-through o f  interest rate from the inter-bank 
money market to retail custom er market is incom plete and registered scattered movements 
in Bangladesh. These findings do not reflect the efficiency and soundness o f  m oney m arket 
in Bangladesh.

Many factors m ay be m ade liable for small and slow transm ission o f  m oney m arket rates to 
retail customers m arket in Bangladesh. The sensitivity effect o f  m oney m arket interest rates, 
i.e., the marginal cost o f  bank funds in the inter-bank m oney m arket with the rates that 
apply to loan customers is hardly monitored in Bangladesh. There is no target interest rate 
or yield curve'^^ in the country's financial markets to benchmark. The m oney m arket o f  the 
country does not fulfill the efficiency and structural criteria as stated earlier. The central 
bank (Bangladesh Bank) pursues open m arket operations through issuance, 'repo' and 
'reverse repo' o f  Governm ent T-bills. The m oney m arket o f  Bangladesh lacks cross-m arket

The y ie ld  curve refers to the slope o f  rates in the Treasury bond market, and an inverted yie ld  curve 
traditionally signals a slowitig economy or a recession.
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linkages'^* due to its non-integration with regional and international financial m arkets. It still 
suffers from the problem o f  a set o f  developed financial instrum ents and severe information 
asymmetry. In ad eq u a te ly  s truc tu red  data sou rces, inefficient data collection and data 
dissem ination processes have contributed to the severity o f  inform ation asym m etry. Under 
the deregulated interest rate regime, banks followed their own interest rate policies, which 
were in m ost cases heterogeneous in the absence o f  spread or margin m anagem ent 
mechanism and a benchmarking interest rate or yield curve. Bangladesh Bank does not 
follow suit any target or policy rate o f interest. In case o f  rate hikes in the m arket, BB thus 
applies open market operations and moral suasion techniques and asks the large banks, 
especially the NCBs, to release more fund in the inter-bank m oney m arket in order to 
provide additional liquidity and drive-out the rates. In an ideal situation, the margin 
between m oney market interest rates and bank retail rates is determ ined by the structure o f 
the financial system. An efficient financial system absorbs small or transitory m ovem ents in 
money market rates and vis-a-vis. As the country’s financial system  is weak in structure and 
operations and in providing speedy paym ent/fund transfer facilities, it couldn’t absorb even 
the impact o f  small changes in the money market, which resulted abnorm al rate hikes for a 
number o f  instances. Several factors can alter the structural relationship, or spread, between 
interest rate categories. These include changes in the internal com petitiveness o f  the 
financial system under deregulated regimes, technology developments, bank m arketing policy 
and other m acroeconom ic factors. Not much attention has been paid on to these structural 
factors in the financial market o f  Bangladesh. But in a developed and efficient m oney 
market, pass-through o f  interest rates takes place fully and speedily, as they properly 
address those structural changes.

The spread between the IMM borrowing and retail lending rate, and retail deposit and 
lending rates are found extrem ely larger. Several factors are likely to explain the spread 
between the retail rate and the marginal cost o f  fiinds in Bangladesh. - the rates on which 
the banks borrow from the inter-bank money m arket, or the rates they pay on their deposit 
liabilities. A lthough the m arket is highly deep with a m entionable num ber o f  banks and 
other financial institutions and the market has been w orking under a deregulated 
environment, collusion on the part o f  financial institutions and high fixed costs o f  entering 
the market are liable for larger differences in the price o f  funds. Asym m etric information 
between borrowers and lenders may cause this prem ium  to vary depending on the market 
or the state o f  the economy. Differences in rates charged on to different custom ers m ight be 
based on the differences in credit worthiness or riskiness o f  particular borrowers. But this 
rule is hardly followed in Bangladesh. In such a situation, borrow ers have become 
habituated to non-paym ent o f  bank loans; rather shown much w illingness to borrow m ore 
without considering the increases in interest costs. This has ultim ately helped inflate the 
banks’ non-perform ing assets and weaken their asset portfolios.

Lags in the full adjustm ent o f  retail rates are likely to occur due to the difficulty o f 
determining w hether changes in IMM rates are perm anent or tem porary or w hether changes 
in policy rates are expected or unexpected. The banking sector m ay be slow to respond to 
temporary changes in the IMM rate but quicker to respond to m ore perm anent changes in 
interest rates.

Another consideration is the relationship between short-term  and long-term  interest rates
i.e., the term structure o f  interest rates and how this relationship affects retail rates. This is 
important for a num ber o f  reasons. Firstly, depending on the proportion o f  retail rates

"  Cross-market linkages: linhiges across the W o or more most active m arkets where m arket impulses, 
expectations and shocks transmit amongst markets.
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which are fixed or variable, determine the relative im portance o f  m ovem ents in short-term 
or long-term interest rates and influence the degree o f  pass through from m oney market 
rates to retail rates. Secondly, is the main concern from which source o f  funds for financial 
intermediaries derived: short-term or long-term capital market.

If the main source o f  financing is from the short-term source, then changes in short-term 
rates are likely to feed into retail rates. Alternatively, if  the main source is from long-term 
capital markets, then there will be a weaker link betw een changes in IM M  rates and retail 
rates. In Bangladesh, until recently variable interest rates are the norm and the main source 
o f funds are from wholesale money markets and deposits that are closely connected to 
short-term money m arket rates. But due to pre-announced interest rate structure, the 
changes in IMM rates could not apply on the existing borrow er-custom ers, but on to new 
comers. Thus the partial pass-through o f IM M  interest rates to retail custom ers’ rate 
remained incomplete in Bangladesh.

The relative elasticity o f  the supply and demand for loans is im portant determ inants o f  the 
degree to which interest rate movements do pass through to custom ers. I f  one thinks o f  a 
change in the money m arket rate as an exogenous change in the m arginal cost o f  funds for 
financial institutions, then the elasticity o f supply and dem and, in a particular retail market, 
will determine how m uch o f  such a change in cost is passed on to the consum er or 
absorbed by the financial institution. In monopolistic or oligopolistic settings there 
generally w on’t be a one for one movem ent in retail rates in response to changes in money 
m arket rates. In spite o f  an institutionally depth and com petitive environm ent, the interest 
rate-pass-through effects have been found very limited in extent. This m ay be due to small 
size o f the credible and reliable customer base and the higher level o f  intra-industry 
competition.

A crucial issue here is the degree o f  substitutability betw een funds raised on both short
term and long-term capital markets. Recently, the non-bank financial institutions have 
substituted the services and products o f  banks and developm ent o f  capital m arket m ay have 
significant influence on the incomplete pass-through to take place in the m oney m arket in 
Bangladesh.

These sam e factors are likely to influence both the degree to which changes in the m oney 
market rate are passed through to retail rates as well as the speed at which such pass 
through occurs. Consum ption and investment decisions made by households and firms are 
affected by the rate o f  interest charged on them by banks and other financial intermediaries. 
A critical elem ent o f  the transm ission o f monetary policy is the degree and speed at which 
changes in the short-term policy rate are transm itted to retail rates faced by firm s and 
households.

Many other factors m ay have their contribution to the low er level o f  interest rate pass
through between inter-bank money m arket and the retail custom ers’ m arket in Bangladesh. 
The environm ents in which banks operate have changed substantially during the sample 
period. A  num ber o f  structural changes in the money m arket in particular and in the entire 
financial market o f the country have im pacted the m arket perform ance including the 
institutional changes as well as the exchange rate regime changes w itnessed during this 
period. These changes have not been taken into consideration. These m ight have substantial 
impact on the m ovem ent o f  interest rate structure and m ore specifically on the money 
market rates. The em pirical results are consistent with previous studies, although the degree 
o f pass through found here is relatively lower. However, for the vast m ajority o f  retail 
lending rates, pass-through is less than complete, while the speed o f  adjustm ent varies
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across series. The ultimate implication is that the interest rate hikes the inter-bank m oney 
market o f  Bangladesh experienced at several points o f  time d idn’t com ply with the pass
through rules, by caused by the influence o f different stnictural factors. This situation 
requires that the market needs develop its efficiency in all areas to com bat the influencing 
non-m arket and other structural factors.

7.4.6 L im ita tions o f th e  A nalysis

This analysis d idn’t attem pt to quantify the degree and speed o f  pass-through betw een the 
inter-bank m oney m arket rate and retail lending and deposit rates. A s has been discussed, 
this process is important since it will determine in part how sensitive the dom estic economy 
is to monetary policy changes as well as determining the speed at w hich the real economy 
responds to such policy rate changes. However, the aim o f  the analysis is to increase our 
understanding on this particular aspect o f  monetary transm ission m echanism  in Bangladesh 
context, which is achieved to a substantial extent. U nderstanding the interest rate pass
through process is important since it will determ ine in part how  sensitive the domestic 
economy is to those changes in the structure o f  interest. N evertheless, an im portant issue 
not dealt in the study is structural change that occurred in the financial sector during the 
period in question. Further work in this area m ight consider issues relating to the degree o f 
pass through and the speed o f  adjustment.
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Chapter 8 
Foreign Exchange Market

8.1 Introduction

The Foreign exchange (forex) market performs an international clearing function by 
bringing two parties w ishing to trade currencies at agreeable exchange rates. M oney 
market and forex market are inseparable as the demands for foreign exchange originate in 
the domestic financial m arket, which is again financed by the dom estic m oney markets. 
Transaction in the foreign exchange (forex) m arket inevitably involves tw o currencies: 
local and foreign. An im porter borrows local currency from the dom estic m oney m arket to 
buy foreign exchange to m ake import paym ents or else. The export earnings or receivables 
are sold to banks against local currency to pay back the loans he owes to banks in domestic 
money market. The interest rate structure in the dom estic m oney m arket and the exchange 
rate o f  local currency against foreign currencies has significant im pact on the dem and for 
forex in the dom estic m arket. Thus the money and forex m arkets o f  an econom y are 
causally inter-linked.

In this chapter, the soundness o f  foreign exchange m arket o f  Bangladesh is exam ined by 
analyzing regulatory stance, size and transaction volum es in inter-bank m arket, distribution 
o f  authorized dealer (AD"*^) branches o f participating banks, their shares in the country’s 
foreign exchange holdings, behaviour o f  exchange rate m ovem ents and the level o f  A D s’ 
involvement in forex m arket dealings.

Foreign exchange m arket o f  Bangladesh is limited in size and structure, instruments, 
transaction volume and the extent o f  participation o f  ADs in trading in foreign exchange in 
international financial m arkets. In essence, foreign exchange m arket in Bangladesh is 
mostly based on inter-bank transactions amongst 49 com m ercial banks (both local and 
foreign) through their 658 AD branches (see table 8.1 in annex 5). A D s adjust their 
exchange position in the inter-bank market. They are the only resident entities in the 
foreign exchange m arket to trade and hold foreign exchanges both  at hom e and abroad. 
Bangladesh Bank issues licenses o f  authorized dealership in foreign currencies only to 
selected branches o f  scheduled banks after intensive review  o f  each bank’s past 
performance, branch network, level o f  skill to deal in foreign exchange and overall 
financial strength. The am ount o f  foreign exchange holdings by  the authorized dealers is 
subject to open position limits prescribed by Bangladesh Bank. In addition to authorized

dealers, there are now 260 approved moneychangers throughout the country to buy foreign 
currencies from tourists and sell them to outgoing Bangladeshi travelers as per annual 
entitlement fixed up by Bangladesh Bank from tim e to time. M oneychangers’ excess 
holdings beyond the perm itted balance (currently USD 25 thousands or its equivalent in 
other single or com bination o f  currencies) are to be sold to ADs in the respective areas. The

Autlioriz.ed Dealer branches (A D s) o f  commercial banks are licensed b y  the Bangladesh Bank under the 
provision o f the Foreign Exchange Regulation Act 1947. No resident individual and entity except the 
authorised dealers in foreign exchange can maintain foreign currency accounts and trade in foreign exchanges 
without license from the central bank. Exceptions in this regard are the exporters entitled to avail retention 
quota from their export earnings provided they spend their retained foreign currency for export business 
development. But release o f  foreign currecy by the A D s in favour o f  such exporters needs approval from the 
Bangladesh Bank.
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retainable amount o f  USD25000.00 to be retained with concerned AD bank. Some service 
institutions like hotels and shops have also obtained limited money changing licenses to 
accept foreign currencies from the foreign tourists, but they can sell such currencies only to 
authorized dealer banks. Transactions in foreign exchanges by custom ers take place mainly 
to meet their demand for individual needs such as paying educational and m edical expenses 
and facilitating export, import, and cross-country outward remittances. Uses o f  foreign 
exchange by government and public sector enterprises are connected to im port o f  food, 
fuel, m achineries, m ilitary equipment, repaym ent o f  foreign public debt, pay and 
allowances o f em ployees in foreign missions, paym ent o f subscriptions to international 
organizations, etc.

8.2 D evelop m en t o f  Foreign E xchange M ark et in B angladesh

The foreign exchange m arket o f  Bangladesh evolved in phases with the adoption o f  forex 
regimes from time to time. At present, the foreign exchange regim e in Bangladesh is a free- 
floating one in current account transactions, given the capital account non-convertible. 
Bangladesh Bank has declared exchange rate o f  the country’s currency (B angladesh Taka- 
BDT) as free floating against the United States Dollar (US$) on 29 May 2003 and the 
regime was given with effect from 31*' day o f  the month.

Immediately after independence o f  the country in 1971, Taka w as brought at par w ith the 
Indian rupee and pegged with pound sterling. W ithin a short time, the value o f  Taka 
experienced a rapid decline against foreign currencies and in M ay 1975, it was 
substantially devalued (see table 8.2 in annex 5). In 1976, Bangladesh adopted a regim e o f 
managed float, w hich continued up to August 1979, w hen a currency-weighted basket 
method o f  exchange rate was introduced. The exchange rate m anagem ent policy was again 
changed in 1983 by the trade-weighted basket m ethod and the U S D ollar was chosen as 
intervention currency. At the same time, a secondary exchange m arket (SEM ) was allowed 
parallel to the official exchange rate. The objective o f  perm itting the SEM  w as to 
encourage the Bangladeshi expatriates with premium  exchange rate above the official rates 
to send their hard-earned m oney to their hom e country through banking channels. But this 
has facilitated the rising o f  inform al kerb market in the economy.

Up to 1990, multiple exchange rates were allowed under d ifferent nam es o f  export benefit 
schemes such as. Export Bonus Scheme, XPL, XPB, EFAS, lEC S, and Home Remittances 
Scheme, This led to a w ide divergence between the official rate and the SEM  rate creating 
instability in the dom estic price level. This situation gradually gave rise to a num ber o f 
stringent and repressive regulations and forced the governm ent to introduce various types 
o f implicit or explicit guarantees for the users o f  foreign exchange, w hich again resulted in 
a number o f  m acro-economic imbalances in the country. These conditions prom pted the 
government to adjust the official exchange rate in phases and liquidate the difference o f 
official rates with the rate at SEM. The two rates were finally unified in January 1992 and 
the SEM was officially declared closed. However, the inform al or parallel m arket in 
foreign exchange was still growing.

In reality, Bangladesh did not have foreign exchange m arket up to 1993. Bangladesh Bank 
as the agent o f  the governm ent played the role as sole purveyor o f  foreign currency am ong 
users. It tried to equilibrate the demand for and supply o f  foreign exchange at officially 
declared exchange rates determ ined by it. However, Bangladesh Bank later on started to 
make policy shifts and adopted the policy o f  easing controls on foreign paym ents and 
exchange rate arrangements, leading to liberalization o f  the country’s foreign exchange 
regime.
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W ith the view to creating a competitive m arket in line with the country’s trade 
hberalization and export-led growth strategy, the government planned to undertake reform 
measures and subsequently adopted the terms o f  Article VIII o f  the IMF Articles o f 
Agreement. U nder the Agreement, exchange rate system was m ade partly floating for 
current account transactions on 24 M arch 1993. This declaration sym bolized a turning 
point in the country's exchange management and exchange rate system. The liberalization, 
although limited, abandoned m ost restrictions and gave m ore freedom  to outward travel 
expenditures, and additional channels o f cross-border payments.

The second round o f  currency convertibility took place on 17 July 1993 and this marked 
the beginning o f  a relatively open foreign exchange m arket in Bangladesh. Until then the 
Bangladesh Bank used to declare mid-rate along with the buying and selling rates for dollar 
applicable to authorized dealers. Initially the spread was Taka 0.10, which w as gradually 
widened to Tk0.30. Bangladesh Bank closely m onitored the system  o f  exchange rate 
managem ent and the movem ent o f  the exchange rate o f  Taka against a basket o f  currencies 
through a m echanism  o f  real effective exchange rate (REER"*®), w hich intended to keep the 
exchange rate close to the equilibrium level.

Introduction o f the free-floating foreign exchange regime was expected to create a 
competitive environm ent in the forex market, prom ote the country’s international trade, 
enhance the external viability o f the economy, boost up the export-eam ings by im proving 
the competitiveness o f the exportables, enhance the inflow o f  foreign capital both as FDI 
and portfolio investm ents and ultimately, upgrade the econom y’s international credibility.

8.3 M arket O perations
Trading in foreign currencies in international financial m arkets by Bangladeshi banks is 
restricted. As per the Bangladesh B ank’s guidelines for forex transactions, banks operating 
in Bangladesh are free to buy or sell foreign currencies forward w ith the intention to 
neutralize the risks arising from definite and genuine transactions. All forward contracts 
should be treated as firm and should be closed out on expiry. Forward contracts cannot be

REER-The real effective exchange rate (REER) (or, equivalently, the "Relative price and cost 
indicators") is calculated as the sum o f  the nominal rate and a trade-weighted price or cost deflator. The 
REER attempts to show the movement in the prices or costs o f  production o f  dom estically produced goods 
relative to the prices or costs o f  goods produced by com petitor countries, when expressed in a common 
currency. Double export weights are used to calculate NEERs and  REBRs, reflecting not only competition in 
the home markets o f  the various competitors, but also competition in export m arkets elsewhere. DG E C F lN 's  
system fo r  the calculation o f  effective exchange rates perm its the user to make individual choices o f  
competitor countries, reference period, and method to calculate trade weights and, in the case o f  real 
effective exchange rates, price or cost deflators.

The NEER is a weighted average o f  major bilateral nominal exchange rates, with weights based on the trade 
shares reflecting the relative importance o f  each currency in the effective exchange rate basket. The REER is 
obtained by adjusting the NEER fo r  inflation differentials with the countries whose currencies are included in 
the basket. As the inflation rate in each country is assumed to broadly indicate the trends in domestic costs o f  
production, the REER is expected to reflect foreign competitiveness o f  dom estic products. However, one 
cannot solely rely on the REER indicator to gauge the variations in competitiveness, as it does not adequately 
capture the impact o f  a host o f  other factors such as the changes in macro-econom ic policies, changes in the 
trade and exchange system including the changes in the regulatory and institutional environment and 
productivity changes. In addition, there could be data deficiencies, particularly in the price indicators. 
Nevertheless, effective exchange rate indicators are widely used to  assess competitiveness. The main focus o f  
the NEER and the REER is on the trade balance, particularly the exchange rate induced changes in trade 
flows. A trend appreciation o f  the real effective exchange rate is considered unfavourable fo r  the growth o f  
export and import competing industries,
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rolled-over. In order to extend forward period, the existing forward m ust be ‘buy back” , or 
“sell back”, with the bank’s, “TT Clean Buying Rate”, or “TT and OD  Selling Rate”, 
which is lower, or higher as the case may be. This rule is m ade with the view to preventing 
the banks from engaging in speculative forward deals in the forex m arket. The banks may 
undertake swap transaction to cover their risks arising from forward transactions. But 
foreign currency-foreign currency (FCFC) forward and swap transaction is restricted.

Authorized dealer banks are subject to open position. They may hold with either short or 
long position up equivalent to 12.50 percent o f their core capital . In the event o f  
speculation on an appreciation o f  the value, an authorized dealer m ay buy m ore foreign 
currencies than it needs, but at the end o f  the day it must m aintain its lim it by selling excess 
currencies either in the inter-bank market or to custom ers. Authorized dealers maintain 
forex-clearing accounts with Bangladesh Bank in US D ollar to settle their m utual claim s at 
home or abroad. Bangladesh Bank pays interest on the credit balance o f  forex clearing 
account o f ADs at the rate Bangladesh Bank (BB) receives from Federal Reserve Bank o f 
New York (FRB) on its investm ent in US government treasury bills. However, ADs have 
open permission from the Bangladesh Bank to establish correspondent relationships with 
foreign banks (foreign correspondents) in different countries and to maintain “nostro 
accounts” with them in US Dollar, Pound Sterling, Euro, Yen or else as per their 
requirements and preferences. It is mandatory for banks to report the balances o f  their 
nostro accounts to Bangladesh Bank on daily basis. Banks require reconciling their nostro 
account balances and Bangladesh Bank monitors the regularity o f  the reconciliation.

The inter-bank foreign exchange market o f  Bangladesh is m ainly confined to the city o f 
Dhaka. The participants in the domestic foreign exchange m arket, apart from banks, are 
traders, importers and exporters, members o f  the public, private and public corporate 
bodies, and the government.

By virtue o f  the authority entrusted to it under provisions o f  the Foreign Exchange 
Regulation Act, 1947 (FERA) in  force in the land, Bangladesh Bank regulates and overseas 
the foreign exchange system and the forex m arket in the country. H ow ever, it does not 
operate directly and instead, regularly watches activities in the m arket and intervenes, if  
necessary, through com m ercial banks. From time to time, it issues guidelines for m arket 
participants in the light o f  the country’s m onetary policy stance, foreign exchange reserve 
position and balance o f  paym ents (BOP) in order to stabilize the overall m acro-economic 
situation including stabilizing dom estic monetary value and m aintaining a competitive 
external par value o f  Bangladesh Taka, Bangladesh Bank issues foreign exchange 
guidelines through a regularly updated Exchange Control M anual. Detail operational 
procedures for the forex m arket and the instructions o f  the FERA are explained in the book 
titled "Guidelines for Foreign Exchange Transactions (GFET) by Bangladesh Bank, 
updated periodically to incorporate amendments and additions. The ADs have to follow the

Core Capital: Each scheduled hank in Bangladesh now requires m aintaining a 9% capital adequacy ratio 
(CAR) on its total risk-weighted  a s s e t s .  O f CAR. at least 4.5 percent as Core capital, which is Tier I capital. 
Core or Tier I capital  =  Paid up capital  +  nan-repayable share prem ium  +  statutory reserves + general 
reserves + retained earnings + minority interest in subsidiaries  +  non-cum ulative irredeem able preference  
shares.

Another 4.5 percent is Tier 2 capital or Supplementary capital = General provisions (1%  o f  unclassified  
loans) + asset re-valuation reserves  +  perpetual subordinate debts  +  all other preference shares + exchange 
equalization fund.
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instructions and procedures o f  the GFET while engaging and making transactions in 
foreign exchanges.

8.4 M arket A nalysis
Before the introduction o f free-floating exchange rate system in May 2003, the ADs had 
assured access to funds fi'om Bangladesh Bank at known cost and assured buy-sell margins. 
Transaction fees were also included in the pre-determ ined exchange rate m ade by the 
central bank. With these given facilities, the ADs were reluctant to involve in competition 
and engage in inter-bank transactions. So the users o f  foreign exchange were deprived of 
competitive prices at both supply and demand ends. The situation has now changed and the 
reliance o f  authorized dealers on Bangladesh Bank for funds has been gradually reduced 
with the com m encem ent o f  free-floating exchange regime. It was assum ed that in addition 
to achieving m acro-economic objectives as m entioned, the free-floating exchange rate 
mechanism would activate the inter-bank forex m arket by increasing turnover and 
stimulate com petition in retail market operations. But there had been no significant 
improvement in this regard.

8.4.1 Transaction Volume in the Forex Market
Contrary to the expectation, the inter-bank forex m arket transactions declined in 2003-04, 
the first year under the free-floating exchange regime. Tables 8.3 and 8.4, and graphs 8(a) 
and 8 (b) show the trend in forex market transaction volume betw een the period 1994-95 
and 2003-04, The declines in the transaction volum es continued in both m onthly and yearly 
figures.

T a b le  8 .3 ; Y e a r ly  In t e r -b a n k  T ra n s a c t io n  in F o r e ig n  E x c h a n g e  M a r k e t  in  B a n g la d e s h

Financial Years
Volum e o f  Transactions

1994-95 2 ,305 .8 7

1995-96 4 ,723 .6 3

1996-97 7,278 .42

1997-98 11,2 0 0 .8 9

1998-99 12 ,4 17 .5 3

1999-00 24,282.04

2000-01 56,909.54

200 1-0 2 9 8 ,158 .72

2002-03 9 1,6 9 3 .5 3

2003-04 56389 .27

So urce: Bangladesh B an k  and B A F E D A
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T a b le  8 .4 : M o n th ly  T re n d s  in the In te r -b a n k  F o re ig n  E x c h a n g e
(M illion

T ra n sa c tio n s

USS)
Month Spot Forward Total Transactions
M ’03 6412.00 3040.23 9452.25

Aug’03 4176.06 2113.74 6289.80
Sep’03 4374.75 2300.75 6675.50
0 c t’03 5332.97 2145.41 7478.38

Nov’03 2853.96 1825.78 4679.74
Dec’03 4762.31 2210.03 6972.34
Jan’04 5074.29 1563.96 6638.25
Feb’04 2181.26 427.14 2608.40
Mar’04 1281.99 0.42 1282.41
Apr’04 1184.48 0.00 1184.48

May’04 1413.77 0.00 1413.77
Jun’04 1713.85 0.10 1713.95
Total 40,761.69 15627.56 56389.27

G raph 8(a): M onthly T rends in Foreign Exchange M arket T ransaction: 2003 '04
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The present free-floating exchange rate regime o f  Bangladesh for current account 
transactions has been evolved through passing over three decades long controlled, managed 
and partly float system. The exchange rate o f  Taka against US Dollar has been devalued or 
re-fixed as m any as 131 times during 1972-2003 (see table 8.2 in annex 5). Table 8.5 
summarizes the average yearly exchange rates for the period betw een 1991-1992 and 2003
04. Table 8 .6  incorporates the movements o f average m onthly exchange rates during the 
financial year 2003-04, the first post-floating period. The corresponding graphs 8(c) and 
8(d) similarly dem onstrate the yearly and m onthly average exchange o f  Bangladesh Taka 
against UD Dollar.

Table 8.5: Average Yearly Exchange Rate (Taka per USD): 1991-2004

8.4.2 Exchange Rate Movements

F in a n c ia l

Year
R a te S ta n d a r d

D e v ia tio n

Mean M edian

1991-92 38.15
199-93 39.14

1993-94 40.00
1994-95 40.20
1995-96 40.84
1997-98 42.70 6 .513935 45.11364 42.7
1998-99 45.46
1999-00 48.06
2000-01 50.31
2001-02 53.96
2002-03 57.43

Source; Bangladesh Bank and BAFEDA

Table 8.6: Average Monthly Exchange Rate (Taka per USD)

2003-04 58.98

Ju ly 58.40

August 58,42

September 58.43

Octobcr 58.42

Novem ber 58.45

December 58 ,55

January 58 ,9 1

February 59.88

March 59.01

April 59.04

M ay 59,65

June 60,57

Source; Bangladesh Bank and BAFEDA
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Graph 8{c): Average Yearly Exchange Rate: Taka per USD
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Graph 7(d); Monthly Average Exchange Rate 
(Taka per USD)
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Table 8.5 and graph 8 (c) expose that yearly average exchange rates o f  Taka against US 
Dollar m oved up reflecting the T aka’s weaker position during 1991-2004. The difference 
betw een the mean and median and the standard deviation exhibit their random  increases 
without indicating linear predictabiUty or causality relationship. This situation is seemingly 
opposite to G ranger causality theory^®. The average m onthly exchange rates that are shown

Granger causality is a technique fo r  determining whether one tim e series is uxeful in forecasting  another. 
Ordinarily, regressions reflect "mere" correlations, but Clive Granger, who won a N obel Prize in Economics 
argued that there is an interpretation o f  a set o f  tests as revealing som ething about causality A time series X  
is said to Granger-cause Y i f  it can he shown, usually through a series o f  F -tests on lagged values o f X  (and 
with lagged values o f  Y also known), that those X  values provide statistically significant inform ation on fu ture

values o f  Y. This study, however, didn 't look fo r  testing the G ra iig e r -c a u s e s .
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in table 8 .6  and graph 8 (d) reflect that Taka was slightly stronger against US Dollar in 
February, M arch and April o f the financial year 2003-04. But the exchange rate o f  Taka 
again deteriorated in June 2004, at an average o f  Tk.60.57 per US Dollar.

8.4.3 Formal versus Informal Kerb Market Exchange Rates in Bangladesh

Table 8.6  and the corresponding graph 8(e) dem onstrate the presence o f  inform al kerb 
market in Bangladesh with huge exchange rate differentials. The kerb m arket sellm g rates 
o f  US Dollar against Taka widely varied during July-D ecem ber 2003 except the m onth of 
November. Thereafter, the kerb market rates were alm ost elim inated during January- 
March, 2004. However, the rate differentials revived since April 2004 and continued to 
move up parallel to the uprising movement o f  formal m arket exchange rates. The kerb 
market exchange rates were found still remarkably higher than the formal forex market 
rates up to June 2004 (see table 8.7 and graph 8 (e).

Table 8.7: Average Exchange Rate (Taka per USD)
V S

K e r b  M a r k e t  S e llin R a te s

F X  M arket R ates K e rb  M a rk e t R ates (Sell)

2003-04 58.98 6 0 .7 1

(Y e a r  A verage) (Y e a r  A verage)

Ju ly 58.40 60.45 (60.00-60.90)

August 58.42 60.30 (5 9 ,50 -6 1.10 )
O’----------- ----------

September 58.43 6 1.7 5 (61.50-62.00)

October 58.42 n 60.30 (60.00-60.60)

November 58.45 59.50 (59.00-60.00)

December 58.55 6 1.2 0 (6 1.0 0-6 1.40 )

January 58 .91 59.45 (59.00-59.90)

February 59.88 6 1.2 0 (6 1.0 0 -6 1.4 0 )

March 59.01 59.80 (59 .50-60 .10)

April 59.04 60.58 (59 .95-6 1.20)

M ay 59.65 6 1.2 5 (60.50-62.00)

June 60.57 62.75 (62.00-63.50)

direct monthly interviews and observations on condition that they be kept anonymous.

Graph 8{e); Average Formal Exchange Rates VS Kerb Market Rates (Taka 
per US Dollar): 2003-04
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informal value transfers through Hundi and other m eans are non-docum ented transactions 
and as such do not register on the radars o f  the financial m arkets, leading to anom alies and 
distortions which in turn can cause instability in the national and global financial markets. 
This is all the more im portant because o f the sheer size o f  these non-docum ented 
transactions, with estimates in the range o f  several billions o f  dollars.

8.4.4 Exchange Rate Spread and the Market Competitiveness

One o f the major objectives o f  introducing free-floating exchange rate system was to 
enhance the com petition in the domestic foreign exchange m arket. However, analysis o f 
average monthly and weekly spread between spot buying and selling rates for the last six 
months o f the Financial Year 2003-04 reflect their wide fluctuations and higher spread 
differentials (see table 8 ,8 ).

Table 8.8: Monthly Movement of Spread 
on Spot Buying and Selling of Foreign Currencies

Months Spread Spread Spread
NCBs PCBs FCBs

Jan 04 0.7734 0.9722 0,9184
Feb 04 0.8159 0.9825 0.9305
Mar 04 0.8560 1.0090 0.9007
Apr 04 0.8440 1.0254 0.9035
May 04 1.0360 1.2936 1.1599
Jun 04 0.8015 1.6613 1.1552

Source: Bangladesh Bank

Tables 8.8  above and 8.9 in annex 5), and graph 8 (f) show that since M ay 2004, spread on 
spot buying and selling o f  foreign currency (USD) by N CBs follow ed a downward trend, 
while in the cases o f  domestic private commercial banks (DPCBs) and the foreign private 
commercial banks (FCBs) working in Bangladesh, the spread continued to go up.

Graph 8(f): Monthly Movement of Spread Between Spot Buying and Selling Rates 
of Foreign Exchanges By Category of Banks

Jan' 04 Feb' 04 Mar’ 04 Apr' 04 
Months

May' 04 Jun' 04

The large spread and variations in exchange rate movem ents dem onstrate that the foreign 
exchange m arket o f  Bangladesh is a volatile and price-inefficient one. The m onthly and 
weekly average spread (see tables 8.9 in annex 5 and graph 8(f)] m oved between as high as
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Tk.0.72 and Tk.1,62, which is quite abnormal com pared to m atured and efficient markets 
where the spreads are so small calculated on “pips basis. Hence, the low er the spread, 
the greater is the competitiveness in the market. The divergence in the exchange rate 
movements and unusually large spread in spot transactions indicate that the forex market 
suffers from indiscipline and inefficient operating system and does not satisfy the strongly 
desired exchange rate com petitiveness in the country’s foreign exchange m arket. .

8.4.5 H olding o f Foreign E xchange by B anks

Aggregate holding o f  foreign exchange by the banking system  and the individual banks in 
Bangladesh is not very large. Table 8.10 and graph 8 (g) shows a declining trend in monthly 
holdings o f  foreign currency by NCBs, the m ajor players and suppliers o f  funds in the 
foreign exchange market, while there had been a slight increase in the forex holdings by 
domestic private com m ercial (PCBs) and foreign private com m ercial banks (FCBs) in June
2004. As the share o f  specialized banks (SPBs) in com m ercial banking is very small, their 
forex holdings rem ained insignificant com pared to other categories o f  banks. D uring the 
months prior to June 2004, the forex holding level o f  all categories o f  banks experienced 
fluctuations accom panied by declines.

Table 8.10: Foreign Exchange Holdings of Banks in Bangladesh by Categor)-

Dates NCBs PCBs SPBs FCBs

3 1/ 12 /0 3 214.6 221.766 11.37 201.568
31/0 1/0 4 232.654 231.559 7.619 208.307
29/02/04 195.556 257.268 7.619 214.604
31/03/04 233.53 256.763 13.248 201.185
26/04/04 233,209 252.573 13.583 188.997

2/5/04 273.298 234.028 14.502 190.067
31/05/04 217.224 232.623 13.113 191.628

1/6/04 201.551 231.398 13.512 ^ 186.426
30/06/04 132.443 248.809 13.971 214.988

Total 1934.065 2166.787 108.537 1797.77

Sourcc: BAFEDA nad Bangladesh Bank

Graph 8(g): Foreign Exchange Holdings by Category of Banks
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Pip refers lo the smaUesi price movement available in an insinimenr. F or example. iJSD.OPY 118.48/53 
shows (I 5-pip spread, and E (/R /i/SD  al 0.9517/22 also shows a 5 pip spread. F or most currency pa ir quotes 
I p ip  is equivaktU  to I b a s is  poim  (0.01%).
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Table 8.11 in annex 5 shows monthly volumes o f  total credit (colum n D), total debit 
(column G) and net balances (column H) o f foreign exchange holdings o f  ail banks during 
the period between July 2001 and July 2004. The net credit balance had varied largely and 
continued to decline over time. The situation started to deteriorate since Decem ber 2003 
and became negative in June 2004. Table 8.11 in annex 5), and graphs 8 (h) and 8(i) 
exhibits the individual bank’s possession o f foreign exchanges at end o f  M arch, April and 
June 2004, This picture exposes the limited and weak position o f  banks in the country to 
meet large-scale custom er dem ands for foreign exchange and to deal in com petitive cross
boarder markets.

Graph 8(h): Total and Net Foreign Currency Holdings of all Banks during 2001-2004

Graph 8(i): Daily Foreign Currency Holdings of all Banks:

8.4.6 Sources of Foreign Exchange Inflows

Major sources o f  inflow o f  foreign currency into Bangladesh include the export-eam ings, 
foreign aid (loans and grants) and migrant w orkers’ remittance. O ther sources include 
foreign direct investm ent, portfolio investments, capital brought by foreign entities 
working/operating in Bangladesh, interest earnings on the central ban k ’s reserve funds kept 
and invested abroad, interest received by banks from their foreign counterparts and 
investment in foreign markets, and service charges and exchange com m issions received in 
foreign currencies.
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8.4.6.1 Migrant Workers’ Remittances

Inflow o f  m igrant workers’ remittance to Bangladesh is a growing and regular source o f 
funds in the country’s foreign exchange market. The com m ercial banks have t eir 
drawing/remittance transfer arrangements with foreign exchange houses to ch an n d  the 
homebound remittances o f  Bangladeshi expatriates working m foreign destm ations. These 
remittances greatly contribute to the individual bank's holdm g o f  foreign exchange, and 
ultimately to the country’s international reserve position accounted at and m anaged t>y 
Bangladesh Bank. Inward flow o f m igrant workers' rem ittances is dem onstrated m tab e 
8 13 and graph 8 {j) and their contributions to the country’s international reserves in table 
8 in annex 5) and graph 8(k). The flow o f m igrants’ rem ittance recorded upward trends 
and continued to hold the second largest position as a stable and regular source o f  foreign 
currency receipts o f the country.

Year
Remittance
Received

1997-98 1525.43

1998-99 1705.74

1999-00 1949.32

2000-01 1882.10

2001-02 2501.13
2002-03 3061.97

2003-04 3371.97

Source; Bangladesh Bank

O)3

G r a p h  8Cj): M ig r a n t  W o r k e r s  R c m ilta n c c  ( I d M ill io n  USD)
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It can be viewed in tables 8.13 above and 8.14 in annex 5), and graph 8 (k) that dunng the 
review period, the remittance contributed substantially to the country’s foreign exchange
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reserves. Remittances were higher than the country’s foreign exchange reserves in each 
year since 1997-98. _

Graph 8(k): Trends of International Reserves, Export Receipts, Import 
Payennnts and Inward Migrant Workers' Remittances
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Further, table 8.14 in annex 5 and graph 8 (k) presents the gross and percentile share o f 
migrant remittances in the country’s export earnings and im port paym ents. In 2003-04, 
receipt o f  m igrants’ remittance was 124.35% o f international reserves, 44.34%  o f export 
earnings and 35.03%  o f  im port payments. The m igrants’ rem ittances, therefore, deserved 
greater attention o f  the governm ent and the central bank for facilitating their increased 
inflows. It needs to be mentioned here that simultaneous outflow  o f foreign exchanges 
from the economy do occur against the same sources as and w hen the foreign paym ents are 
made and liabilities/payables are settled. However, m ajor outflows are concerned with 
import paym ents and foreign debt repayments and servicing,

S.4.6.2 Foreign Aid

Foreign aid^^ (loans and grants) com prises a m ajor com ponent o f  foreign exchange reserve 
o f  Bangladesh. But the inflow o f  loans and grants often depends on the outcom e o f

In simple terms foreign  aid is the flo w  o f  official resources from  the rich countries la the poor nations. A id  
is defined as “Any action by a governm ent or citizen o f  one country, which helps to prom ote economic 
development in another country". A id to developing nations has not been always o r  prim arily fo r  helping 
economic development. O fficial Development Finance (ODF) covers all grants and loans that are undertaken  
by the official sector with prom otion o f  economic development and welfare as the main objective, including 
loans from  IM F and other international financial institutions, SAPs, as w ell as technical assistance grants.

A id normally includes all grants and loans in cash or kind, made by the governm ent o f  one country to the 
government o f  another country. Official government aid excludes "private a id "  in the fo rm  o f  donations by 
private foundations. In general aid takes the fo rm  o f  grants, concessional loans that have at least a 25%  
grant component, commodities, and technical assistance from  governm ents (bilateral or intergovernmental 
aid) and m ultilateral institutions or International agencies (m ultilateral aid).

In recent times much o f  the increase in non-project aid has come in the fo rm  finance  fo r  developing countries 
to undertake program s o f  "Structural adjustm ent", (i.e. adjusting the structure/m echanism s o f  the economy 
to try to make it/them more efficient). A id  to developing nations is presum ed to be an instrument o f  
development support or development assistance. This is to say that the assum ed purpose o f  fo re ign  A id  is that 
o f  assisting poor nations to graduate from  poverty and vulnerability to prosperity and security. H owever as 
the Reality o f  A id  reports noted in a 1998/1999 issue " I f  policies were program s and prom ises well dollars. 
The Reality o f  Aid_could report great progress an the road to eradicating global poverty. " "The fa c t is that 
more than a billion people arc living or dying in poverty is not a tragic twist o f  fate, but a deliberate turning  
o f  heads.
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negotiations o f  the government with the donor agencies and the developm ent partner 
countries; more importantly on the mode o f receiving that money. Donor funds are 
conditional and the conditionality in most cases includes stringent procurem ent procedure. 
Some donor funds are given in the form o f machinery and equipm ent. This means that all 
loans and grants are not received in cash form. Only that portion o f  the loans and grants 
received as dircct transfer o f  foreign currency contribute to the foreign exchange reserve of 
the government,

'lab le  8.15 shows the annual receipts and payments o f  foreign loans and grants during 
2001-2003, when total receipts showed a moderate increase in total, but if  the components 
are considered, the food and project aid inflows declined rem arkably in 2003 as against a 
sharp increase in com m odity aid.

Years

Particulars FYOl FY02 FY 03 FY04

1. Receipts U 6 9 1,441 1,553 1,034
(i) Food Aid 51 36 29 32
(ii) Commodity Aid 184 155 484 -
(iii) Project Aid 1,134 1,250 1,040 1002

2 Repayments 570 570 584 562
(i) Principal 418 421 431 397
(ii) interest 154 148 153 165

3. Outstanding External Debt 14,902 18,157 18,930 17,953

4. Outstanding External Debt 
as Percentage of GDP

31.71 23.98 32.84 31.80

5. External Debt Services (MLT) 
as Percentage of Exports

8.50 9.52 8.92 7.50

Source: Bangladesh Bank

Graph 8(1): International Reserves
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Forex earnings o f Bangladesh from various sources other than the rem ittances of 
expatriates had not been stable during 1991-2004 causing volatility in the supply o f
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liquidity in the country’s forex market and also fluctuations in the international reserve 
position o f  the country, which m ay be seen in graph 8(1).

Table 8,16: Forex Reserve of Some Selected Countries
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Graph 8{m): Forex Reserve of Some Selected Countries in 2004

A comparative state o f official foreign exchange reserve o f  Bangladesh in 2003 w ith some 
other selected countries is drawn in table 8.16 and graph 8 (ni) and both reveal the country s 
weaker liquidity condition to settle current external transactions. Since the country’s 
independence in 1971 to date {30 June 2004), average annual holdings o f  forex reserve by 
the central bank (BB) did not crossed the level o f  US D ollar 3.0 billion, only except the 
financial year 1994-95, when it was US Dollar 3.07 billion.
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8.5 O ffshore B anking in Bangladesh
The size o f  the offshore banking market in Bangladesh is quite limited. In M arch 1996, 
Bangladesh Bank for the first time accorded permission to 6  banks to com m ence offshore 
banking in two main cities o f the country - Dhaka and Chittagong (see table 8.17).

Table 8.17: Banks Obtained Permission from Bangladesh Bank 
to Operate Offshore Banking iinils

Name of Banks

Afflani Bank
Standard Chartered Bank
Hanvit Bank
(Renamed as Woori Bank)
HSBC
American Express Bank
Prime Bank

Number of 
Offshore Units

1
1

Location

Chittagong
Dhaka - Savar
Dhaka - Savar

Dhaka - Savar
Chittagong
Dhaka -  Savar- 
Chittagong

Source: Bangladesh Bank

O f these banks. Standard Chartered, Hong Kong Shanghai Banking C orporation (HSBC) 
and W oori Bank have started offshore banking operations, while Agrani Bank and Prime 
Bank are yet to do so even approxim ately after one decade o f  receiving perm ission. The 
principal objective o f allowing offshore banking was to enhance the foreign currency credit 
facilities in Bangladesh from foreign sources. Nevertheless, no bank in Bangladesh can 
undertake offshore banking without having perm ission from the Bangladesh Bank. 
M oreover, such perm ission is not unconditional and following are the m ost im portant 
among the conditions.

8.5.1 D eposit T ak in g

Offshore banking units (OBUs) are free to accept deposits or borrow  from persons or 
institutions not resident in Bangladesh, including Bangladeshi nationals working abroad 
type - B entities (joint venture) and type-C entities (fully local ow ned units) in the EPZ. 
They can accept deposits or borrow from type-A entities o f  Export Processing Zones 
(EPZs) in the country.

8.5.2 M ain ta in in g  C o rre sp o n d en t A ccount
Banks functioning in Bangladesh m ay also maintain correspondent relation with the OBUs 
in the m anner they m aintain such accounts with their foreign correspondents.

8.5.3 A dvances
OBUs are free to make loans/advances to persons/institutions not resident in Bangladesh 
and also to make loans/advances to type A entities (fully foreign owned units) in 
Bangladesh. All OBUs m ay extend term loans in foreign currencies to industrial units 
outside the EPZs and to type B and type C industrial units w ithin the EPZ subject to 
compliance with the guidelines issued by the Board o f Investm ent (BOI) for borrow ing by 
industrial units in Bangladesh.

In addition to the above, there are some regulatory requirem ents for the OBUs, w hich 
however, are given som e facilities by Bangladesh Bank such as unrestricted taking of 
insurance abroad, legal coverage under the EPZ Act 1980, exem ptions from the purview o f
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provisions o f  the Banking Com panies Act 1991 except those o f  the sections^^ 31, 32, 36{2), 
3 7 , 4 4 , 4 5 , 4 9 , 109(2), 109(4), 109(7), 113, 121 and 122 , which are concerned respectively 
to issuance o f  banking license, restricLions on opening new business centers or shifting o f 
existing business from one place to another, submission o f  half-yearly reports, inspection 
by Bangladesh Bank, discretionary power o f Bangladesh Bank, im position o f  penalty, 
utilization o f realized money, Bangladesh Bank’s pow er to exem pt in som e cases/fields, 
etc. OBUs are also exempted from Article 36(1) o f  Bangladesh Bank O rder 1972, which 
requires that every scheduled bank shall maintain with the B angladesh Bank a balance, 
which shall not be less than such portion o f  its total demand and tim e liabilities as m ay be 
prescribed by the Bank pursuant to its m onetary policy objectives by notification in the 
official Gazettes.

The inform ation regarding the offshore operations o f  OBUs are not publicly available and 
so far no study/research has been conducted on the offshore banking m arket in Bangladesh, 
Table 8,18 shows the perform ance o f OBUs in Bangladesh as o f  31 D ecem ber 1999.

Table 8.18: Performance of Offshore Banking Units (OBUs) in Bangladesh
A s o f3 1 - 1 2 - 1 9 9 9  '

Particulars
Standard
Chartered H SBC

Woori Bank 
(Previously 

Hanil/Hanvit 
Bank)

Total

Total Assets 366.47 50.54 60.59 477.60

Total Deposit 304.53 48.63
29,42

382,59

Total Loans/Advances 29.47 0.00 3 4 4 1 63.88

Ratio o f  Loans and 
A dvances to Total 

Deposit
9.68% 0.00% 116 .9 6 % 16 .70 %

Assets invested Abroad
3 3 6 .10 48.69

8,75 39 3,54

Ratio o f  Foreign 
Investment to Total 

Deposits
110 .3 7 % 10 0 .12 % 29 .74% 10 2.86 %

Table 8.19: Structure and Sources of Deposits Received by OBUs: 31-12-1999

Bank Deposit 
Received from 

Bangladesh

Deposits Received 
from Type A 

industries in the 
EPZs

Deposits R eceived 
from Overseas

Total
Deposits

Standard
Chartered

304,53 0.00 0.00 304,53

H SB C 48,62 0.0048 0.00 48.63

Woori 0.00 10.02 19,40 29.42

Total 3 5 3 .15
(92,30% )

10.03 (2.62% ) 19 .40 (5 .07% ) 382.58

Source: Bangladesh Bank

See Bank Company Act 1991 fo r  fu l l  explanations and provisions o f  the fo llow ing  sections referred: 
Section 31: 32. 36(2). 37, 44. 45. 49, 109(2), 109(4), 109(7), 113, 121 and 122.
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Table 8.20: Loan and Advances Made to EPZ Units and Investments Made Abroad
(In Crore Taka)

Bank

Standard
Chartered

H SBC

Woori

Total

Type A 
Units in 

E PZ

29.47

0.00

34 .4 1

63,88

Type B Units 
in EPZ

0.00

0.00

0.00

0.00

Type C  Units 
in EPZ

0,00

0.00

0.00

0.00

Total Loans 
and Advances

29.47

0.00
34 .4 !

63.88

Overseas
investments

33 6 .10

4S.69

8.75

393.54

Source; Bang adesh Bank

Table 8.18 shows that 92,30%  o f  total OBU deposits were received from the domestic 
sources and deposits received from external sources and type A units in EPZs com prised 
5.07% and 2.62% respectively. N o loans and advances have been extended to type B (joint 
venture) and type C (wholly local owned) units (see table 8.20). This m eans that locally 
procured funds have been channeled to foreign m arkets, contrarily to the objective of 
establishing offshore banking in the country to prom ote the inflow o f  forex into the 
economy, Thus the objective o f  accum ulation o f  funds into Bangladesh from foreign 
sources through the OBUs remained unattained and instead o f  contributing to expansion o f 
the forex market in the country, offshore banking is draining out the forex and adversely 
affecting the dom estic economy.

8.6 Off-balance sheet Activities/Contingent Liabilities of Baak.s in Bangladesh
Commercial banks throughout the globe are now extensively involved in off-balance-sheet 
financing and non-fm ancing activities, including the issue o f  guarantees (letters o f  credit), 
loan com m itm ents, loan syndication or structured loans^** and derivative transactions 
(futures, forwards, options and swaps). Banks earn fee incom e through off-balance-sheet 
activities to com plem ent declining m argins or spreads on traditional lending activities. Off- 
balance-sheet activities (see table 8 .2 1 ) are conventionally not shown on the current 
balance sheet but are m aintained as off-balance-sheet asset or liabilities. Derivative 
instruments enable a bank to hedge against liquidity, credit and insolvency risk without

’ ■* Structured loan or finance describes any "non-standard" w ay o f  raising m oney. These tailor-made securities 
go beyond "standard" securities like conventional loans, debentures, debt, and equity. The reason to structure 
a more advanced security may be that conventional securities m ay be unattractive, unavailable or too 
expensive.

Structured finance often refers to using loopholes in a country’s tax law to obtain some unintended tax benefit 
which is used to provide a cash flow  benefit to a borrower. Generally these structures result in the following:

•  create tax deductions where there has been no economic expense; or
•  convert taxable income into tax exempt income; or
•  convert non-tax deductible expenses into tax deductible expenses.

The structured finance industry has flourished as tax laws have become more and more com plex, and as cash 
flow modeling techniques have become more sophisticated. The globalization o f  finance has also pushed 
growth in this area.
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making extensive changes on the balance sheet. However, dealing in off-balance sheet 
instruments bring changes in a bank’s or a company's risk profile.

Table 8.21: The Typical Off-balance Sheet Activity and Instruments.

T y p ic a l  O ff -b a ia n c e  sh eet rm a n c ia l in s tru m e n ts , c o n tin g e n t  l ia b ilit ie s  a n d  
co m m itm e n ts  in fo re ig n  e x c h a n g e

1
F o re ig n  exch an g e  d e riv a tiv e s  

Fo rw ard  fo re ig n  e x ch a n g e

2 C u rre n cy  sw a p s

3 OTC^^ O ptions b ough t and so ld

4 O ther fo reign  e xch an g e  con tracts

5 O T C  d e riv a tiv e s

6 E x ch a n g e  traded futures— b ough t and so ld

7 E x ch a n g e  traded optio ns b o u gh t and so ld

Authorized dealer banks in Bangladesh are restricted, but not prohibited to deal in forex in 
international markets. As a result, these banks have limited scope o f  involvem ent in foreign 
currency off-balance sheet activities. These banks undertake off-balance sheet exposures 
on a limited scale by issuing and accepting guarantees, and extending com m itm ents. T^ese 
activities o f  Bangladeshi banks facilitate the perform ance o f  the country’s international 
trade activities and through shouldering off-balance sheet liabilities; the banks can increase 
the external viability and credibility o f  the economy.

Table 8.22 sum m arizes the off-balance sheet activity o f  com m ercial banks o f  Bangladesh. 
The graph 8 (n) shows an increasing trend o f participation o f  all categories o f  banks o f  the 
country, except the specialized banks (SPBs) in off-balance sheet activities during the 
period 1999 to 2003.

Table 8.22: Off-Balance Sheet Performance of Banks in International Markets

Year A ll Banks N C B s PCBs SP B s F C B s Islami
Banks

1999 18 5 15 .3 8 8764.33 6868.34 710 .66 2 17 2 ,0 5 1072.69

2000 20882,89 8366,00 7 5 13 ,5 9 7 6 1.7 1 4 2 4 1.5 9 1139 .0 0

2001 3 1 3 1 7 , 1 0 12497.07 10959.85 747.78 7 1 12 ,4 0 14 9 3.57

2002 32672.86 119 9 3 .7 4 118 2 0 ,6 3 1205 .65 n 7832,84 13 7 2 .4 3

2003 38030.70 14939.70 14004.85 4 0 7 .10 8679.05 2 15 9 .6 1

O TC— Over-the-counter— a market in which securities or other financial products are traded by direct 
dcaler-to-dealer communications as opposed to formal markets such as L IF F E  or stock exchanges,
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It is a received wisdom that when the banks o f  a country operate in the international 
financial arena with diversified investment portfolios and w ell-structured foreign currency- 
mix, this helps in increasing the nation’s international financial integrity. A lthough the 
banks in Bangladesh have now increasingly participating in off-balance sheet activities, 
growth rate is very slow as all categories o f  banks are not going forward w ith same extent, 
may be due their shortcomings in foreign currency denom inated asset holdings,

8.7 M on eych an gers in Bangladesh

Licensed moneychangers form a small niche o f  the dom estic foreign exchange m arket in 
Bangladesh. At present, there are about 260 approved m oneychangers working throughout 
the country. W ith the objective o f helping the tourists and native travelers w ith foreign 
exchange related services, Bangladesh Bank opened a new window  o f the country’s foreign 
exchange m arket in 1993 and issued license to more than 600 m oneychangers during the 
1990s. However, the moneychangers thought them as part o f  the inform al kerb market. 
Most o f  them engaged in unauthorized dealings o f  foreign exchange violating the business 
norms prescribed by Bangladesh Bank. In addition to conducting unapproved transactions 
in foreign exchange, they have been found to submit false/m anipulated statem ents o f  their 
forex transactions. M ost o f  the funds they bought at prem ium  rates were channeled to 
smugglers and to finance import expenses o f  restricted andVor prohibited item s from 
foreign sources. Under such a circumstance, Bangladesh Bank brought them  under its 
intensive monitoring. Bangladesh Bank cancelled license o f  about 400 o f  them  during the 
past five years. In spite o f  stringent supervision, the activities o f m oneychangers continued 
to remain highly suspicious, which forces further intensification o f  Bangladesh B ank’s 
supervision on them.

The activities o f  m oneychangers are lim ited largely with personal level transactions and 
their real business perform ance remained unearthed due subm ission o f  falsified and 
fabricated statem ent/retum s. Table 8.23 shows the region-wise forex transaction of 
m oneychangers prepared on the basis o f  statements they subm itted to Bangladesh Bank 
upto 2002. The m iserable state o f  performance o f  the m oneychangers do not justified their 
presence any longer.
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Table 8.23: Volume of Forex Transactions by Money Changers

Region

Dhaka

Amount in 
Million US Dollar

$49.06

Chittagong

Kliulna

S12.71

S3.73

Sylhet S7.I0

Rajshahi S2.15

Barisal

Bogra

$1.30

$3.17

Source: Bangladesh Bank

8 .8  F ind ings an d  Policy Im plications

8.8.1 F indings

The foreign exchange m arket o f Bangladesh, especially the inter-bank m arket is still at its 
rudimentary stage. The m arket is dominated by a few relatively large banks, which have 
remained only as dealers instead o f  developing them selves into buyers or sellers. The forex 
market also holds inefficiency. The pricing method in the m arket could not bring down the 
spread between buying and selling o f foreign currencies. The introduction o f  free-floating 
exchange rate regim e could not w ipe out the existence o f  inform al kerb m arket, where 
currency racketeers transact in foreign currencies at prem ium  rates well above the market 
rates through a chain o f  middlemen and create distortions in the m arket and in the 
macroeconomic indicators. Although the kerb m arket em erged in the restricted regim e of 
foreign exchange, it continued to operate in growing scales in the alleys or lanes and by
lanes o f  Dhaka and other cities around the foreign exchange branches o f authorized banks 
(ADs), Dealers o f  hundi also form part o f  this market. A sizeable am ount o f  foreign 
currencies is channelled through this market every year. Dealing o f  authorized dealer banks 
in international foreign exchange markets is restricted to buying and selling o f  foreign 
currencies to settle import and export bills and other custom er liabilities. ADs are not 
capable o f  participating in hedging and forward, swap, options and other derivative 
transactions and their ability is constrained by sm aller holdings o f  forex, as well as by 
regulatory impositions, Only forward transactions in lim ited scale are allow ed to m eet the 
specific custom er needs, which offer protection to banks against their foreign exchange 
risks in the international markets. Spot transactions, the m ost w idely used practice, covers 
90 percent o f total market transactions. But the spot m arket is found volatile and discrepant 
in terms o f pricing efficiency, small holding o f  forex (both gross and net) and irregular 
supply chain, etc.

Activities in the forex m arket o f  Bangladesh experienced shrinks in volum e during late 
1990s. Both spot and forward transactions were the m ain source o f  this decline throughout 
the period. The decline m ay also be prompted by factors such as absence o f  consolidation 
in the banking industry, low level o f  electronic trading and the shortage o f liquidity in the 
market. Restrictions on banks portfolio diversification through cross-border investm ents 
and corporate trade bodies, inadequate understanding in forex m arket and forex risks of 
domestic users and institutional investors have reduced the volum e o f  foreign exchange
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market activity in Bangladesh. Also lower turnover in the spot m arket reflects the lower 
level o f  public participation in the domestic market and the m arket’s lower absorptive 
capacity.

Banks have prim arily sought to make outright gains from foreign exchange dealings 
without standardizing their relevant human resources who could be aggressive in taking 
positions even with taking risk in international forex trading in the face o f supply-side 
weaknesses and liquidity conditions o f  their own and shortage o f  the overall liquidity in 
hard currencies.

The structure o f  foreign exchange market o f  Bangladesh is different from those in 
developed countries. A perfect and efficient forex m arket has four m ajor com ponents; (1) 
foreign exchange, (2) offshore markets, (3) derivative securities, and (4) the m arket for 
international asset portfolios. All these market com ponents are system atically and causally 
inter-linked and they supplem ent one another. But in Bangladesh, these com ponents are not 
distinctly visible. N either do they have any revealed relationship. How do the com petitive 
pressures and the use o f  markets by private firms affect the foreign exchange m arket, and 
how the efficiency in forex trading help the m arket to function well -  these issues are not 
well focused in the foreign exchange market o f Bangladesh.

There had been no systematic efforts to make the forex m arket m ove gradually towards an 
exchange model. One m ajor feature in today’s international forex m arket is the ever
growing role o f  electronic trading systems, which brings dynam ism  in inter-bank spot 
trading. Electronic trading system as well as online bank-to-custom er platform s has yet to 
be developed in Bangladesh to m eet custom er needs o f  foreign exchanges. One structural 
element for the matured and developed forex m arket is continuous linked settlem ent (CLS) 
system, which elim inates forex settlem ent risks. But the system requires timed payments 
and intra-day liquidity m anagem ent, which are lacking in the foreign exchange m arket o f  
Bangladesh.

Forex transactions in Bangladesh take place mainly in the inter-bank m arket. Nearly two- 
third o f  daily foreign exchange transactions are made am ongst authorized dealer banks 
(ADs), Approxim ately 13 percent o f  transactions involve non-fm ancial customers, 
comprising prim arily those who execute transactions related to international trade. It hardly 
includes international investors, speculators, and other new players. O n the other hand, the 
retail custom er base is narrow and not very diversified. This situation is evident from the 
data presented earlier. The small and instable inflow o f  foreign currency into the economy 
compared to increasing external payments shows the liquidity m ism atches in the country’s 
forex market.

Foreign exchange m arket o f  Bangladesh is vulnerable to international settlem ent risks. In 
the international financial centers, forex transactions take place at all hours o f  the day and 
night and, more often than not, involve institutions under d ifferent national jurisdictions. 
The cross-border, cross-tim e-zone nature o f the transactions poses the greatest challenge 
for efficient daily settlem ent o f  exchanges o f  currencies. But since the holidays in 
Bangladesh are inconsistent with the time zones o f  the source m arkets and financial 
centers, settlem ent o f  receivables take place in delayed m anner and keep the country's 
foreign exchange m arket o ff  from the international m arket. This also slows down the 
inward flow o f  foreign rem ittances to the country. Banks are exposed to large am ounts o f 
cross-border settlem ent risk because irrevocable settlem ent o f  separate legs o f  a foreign 
exchange transaction m ay be m ade at different times. For exam ple, delivery o f  yen to a
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Bangladeshi bank's Japanese correspondent bank in Tokyo takes place during Tokyo 
business hours, while the corresponding delivery o f  dollars by a N ew York bank to its 
correspondent American bank o f  a Bangladeshi counterpart in New York occurs dunng 
New York business hours. Since the two national paym ent system s are never open at the 
same time, there is the risk that after the first counterpart has delivered one side o f  the 
transaction, the other counterpart may go bankrupt and fail to deliver the offsetting 
currency. M oreover, such delayed receipts cause interest rate and exchange losses as the 
exchange and interest rates vary in alm ost every minute, 24 hours round the clock.

The factors explained above have adversely impacted the liquidity position in the short
term money m arket and on m anagem ent o f liquidity by the central bank, and perhaps, on 
monetary policy objectives. As the country more frequently requires paying large sums of 
money to foreign counterparts, it drains liquidity from domestic m oney markets. 
Implications o f these situations are that the participants in the foreign exchange m arket in 
Bangladesh cannot devise some techniques that can be used to predict future m ovem ents of 
an exchange rate from its past values. In addition to these shortcom ings, the foreign 
exchange m arket in Bangladesh is seemingly weaker in respect o f  skilled hum an resources, 
technological backwardness and international fund m anagem ent expertise.

The foreign exchange m arket in Bangladesh is still largely regulated and buying and selling 
foreign currencies is yet to be considered the exercise o f  an express banking power. Thus, a 
commercial bank in Bangladesh needs authorization to trade or deal in foreign exchange. 
There are official rules or restrictions governing the conditions o f trading. M arket 
participants have not developed the trading conventions, There is no prudent official code 
prescribing what constitutes good market practice.

The linkage betw een exchange rate and interest rate is direct, the exchange rate policy did 
not always operate in synchronization with the interest rate policy in Bangladesh, leading 
to imbalance in balance o f  trade and balance o f payments, and ultim ately disequilibrium  in 
the economy. This is because these two related policies im pact different segm ents o f the 
population differently. Thus various conflicting, especially the political dynam ics pushed 
them in conflicting directions in the country during the past couple o f decades. This has 
adversely impacted the flow o f  foreign capital into the econom y and m ade the fimds costly. 
Suppliers o f  foreign capital generally prefer a strong currency since it reflects financial 
strength o f the recipient country capable o f  paying back principal and high interest rates for 
better returns.

8,8.2 Policy Im plications

The exchange rate betw een domestic and foreign currency is a m ajor economic policy 
variable. Therefore, the efficiency or otherwise o f  a foreign exchange m arket is very 
important for policy m akers o f  any country. An efficient foreign exchange m arket indicates 
that a government cannot influence the m ovem ent o f  exchange rates as the exchange rates 
are not predictable. The results o f  this analysis have im portant policy im plications as they 
indicate that the foreign exchange market o f Bangladesh is not efficient. The government 
can make informed decisions on exchange rates, take actions to reduce exchange rate 
volatility and evaluate the consequences o f various econom ic policies for exchange rates. 
Participants in the foreign exchange market can devise various trading rules or techniques 
to make abnormal profits from transactions in the foreign exchange market. However, they 
should consider the costs involved in such activities to determ ine their profitability. Future 
researchers can corroborate the results o f this study by em ploying other econometric 
techniques such as asym m etric and nonlinear models and high-frequency data,
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Exchange rate modelling is a fundamental need for attaining m arket efficiency and 
exchange rate forecasting. This requires market awareness am ongst the m arket m akers and 
stakeholders, regulators, private individuals and institutions, public officials and the 
corporate users. It is necessary to upgrade central bank’s supervision and m onitonng 
system consistently with the changing trends in global forex m arket operations. Side by 
side, streamlining the structure o f both domestic m oney market and forex m arket and 
upgrading their operational procedures are inevitable for the developm ent o f  forex m arket 
in the country. Expanding m arket for new financial derivative products encompassmg 
futures options, and swaps and consolidating institutional features and pricing 
relationships is also necessary for this development. Central b ank’s m arket intervention 
may be applied to efficiently manage the behaviour o f  exchange rates.

As the domestic paym ent system is structurally w eak and the participating banks are not 
efficient to trade in foreign exchange internationally, one w ay to reduce settlem ent n sk  
would be altering or augmenting bank risk-m anagem ent techniques. Im proved front, 
middle and back office processing, correspondent banking arrangem ents, and bilateral 
netting capabilities may improve the banks’ efficiency to engage in trade in foreign 
exchange and also reduce settlem ent risks. A ltering the timing o f paym ents and identifying 
final or failed receipts as soon as possible can also help banks shorten the duration o f 
settlement risks. These solutions require no public sector involvem ent and can substantially 
reduce settlement exposures.

Appropriate rules, opportunities and instruments are to be introduced so that the 
participants in the foreign exchange market can engage in profitable transactions in the 
short run. The central bank can make informed decisions on exchange rates, take actions to 
reduce exchange rate volatility and evaluate the consequences o f various economic pohcies 
for exchange rates. Participants in the foreign exchange m arket m ay be allowed to devise 
various trading rules or techniques to make profits from transactions in the foreign 
exchange m arket under the flexible but prudent regulatory provisions.

Common m arket practices with respect to trading activities, relationships, and other m atters 
are absent in Bangladesh. Bank examiners look at paper-evidences o f  transactions, and not 
at the trading systems, activities and exposure. Exam iners do not focus on the safety and 
soundness o f  the banks especially in regard to foreign exchange. It is also im portant to 
correlate the foreign exchange activities o f authorized dealer banks (ADs) with their capital 
adequacy, control systems, disclosure, sound banking practice, legal com pliance, and other 
factors while examining the foreign exchange perform ance o f banks for the sake o f  safety 
and soundness o f the banks, as well as o f  the m arket users. Concrete steps are essential for 
improvement o f the risk m anagem ent practices o f  dealers in the foreign exchange market, 
and ensuring greater transparency and disclosures. Bangladesh Bank is to m onitor the 
activities o f moneychangers more closely so that they do not c a ^  out illegal transactions 
in foreign exchange. A large portion o f  migrant workers rem ittances is com ing to the 
country through informal channels. Taping these informal value transfers m ight help die 
economy in building its foreign currency denom inated assets in general and the receiving 
banks in particular.

The size and number o f transactions and the increased concentration o f  transactions in a 
handful o f  international banks place the foreign exchange m arket at the nexus o f  the global 
network o f inter-bank payments. Any disruption in the settlem ent o f foreign exchange 
transactions could have serious consequences for global trade and finance and for the 
domestic and international banking system. One o f  the m ain difficulties in settling foreign
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exchange paym ents is that it is not always possible to m ake final paym ents simultaneously^ 
I ’his creates a w indow in which one o f  the counterparties could fail to deliver, wit 
possible repercussions for the international banking system. Both the private and the public 
sectors in Bangladesh should be aware o f this difficulty and pursue cause-effective 
initiatives that can enable the dealers, market makers, users and other stakeholders to 
reduce and better manage foreign exchange settlem ent exposures. The forex dealer banks 
and related service providers should come forward to develop their ability to extend torex 
risk managem ent services to the users/customers.

As the exchange rate policy has greater impact on the strength o f  the dom estic economy 
through the domestic interest rates, the issue o f  their causal dependence might be 
considered while making policy interventions in the interest rate policy in the country^ 
There are a number o f  instances that interest rates have been changed on the basis of 
prescriptions o f  the donor agencies without considering the question o f  flow o f  foreign 
funds into the economy and the dynamics o f  domestic investm ent in the real sector.
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Chapter 9 

Capital Market in Bangladesh

The capital m arket o f  Bangladesh comprises both securities and non-securities segments. The 
securities segment combines two stock exchanges - Dhaka Stock Exchange Lim ited (DSE) and 
Chittagong Stock Exchange Limited (CSE). The securities m arket instrum ents include shares 
and debentures o f  com panies, mutual funds and unit certificates o f  the state-ow ned investment 
company- the Investm ent Corporation o f  Bangladesh (ICB), governm ent bonds, and 
specialized bonds such as industrial developm ent bonds issued by two com m ercial banks. A 
few other specialized bonds such as wage earners developm ent bond, U.S. D ollar investm ent 
bond and U.S. Dollar premium bond introduced as investm ent vehicles for the expatriate 
Bangladeshis. These special bonds are not tradable on the secondary m arket but the holders 
enjoy easy conversion facility. Fixed deposit receipts and a num ber o f  other fixed income 
term-deposit certificates and accounts sold by the banks and non-bank financial institutions, 
which helped in accum ulation and intermediation o f  small savings from  the individual and 
household savers. The government sponsored saving certificates o f  various denom inations and 
maturities (5-years Bangladesh Sanchaya Patra, 3-years saving certificate, 3-years National 
Investm ent Bond, 5-years family saving certificate, 8 -years pratirakkha sanchaya patra) and 
100 Taka prize bonds are sold under the national savings schem es, w hich also contribute to the 
movement o f  capital funds in the financial system. The m arket for the later instrum ents is 
blocked to only issuance by the government or its designated agencies, having no secondary or 
after market trading, i.e., these instruments are non-tradable on the secondary markets. The 
bond m arket was also entirely blocked until 28 D ecem ber 2003, when the government 
introduced bi-m onthly auction-based trading o f its 5*year and 10-year m aturity treasury bonds 
through the stock exchanges that bear half yearly interest coupons.

Analyzing and m easuring capital market perform ance involves a w ide range o f  activities, 
including analysis o f  institutional and instrumental depth, level o f  adopted information 
communication technology (ICT), sophistication in instrum ents and m arket m echanisms, and 
strength and enforcem ent level o f  legal and regulatory m easures, in addition to price behaviour 
o f  traded securities and capital channeling performances. A sound and efficient capital market 
is equipped with a broad range o f  tools including debt instrum ents, guarantees, advisory and 
technical assistance work, equity and quasi-equity by virtue o f  w hich it can pave the 
environment for fair and consistent price behaviour and capital m ovem ents and liquidity 
enhancement.

This chapter is divided into five sections and the current section presents the introduction as 
already made above. Section 9.2 encompasses the discussion on and analysis o f  performance 
o f the primary market. The performance o f  secondary or securities m arket is evaluated in 
section 9.3. The second hypothesis o f  the dissertation is tested in section 9.4 to examine 
empirically the impact o f  macroeconomic factors on the developm ent o f  stock market in 
Bangladesh. Lastly, the non-securities segment o f  the country’s capital m arket is critically 
examined in section 9,5,

9.1 Introduction
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9.2.1 O verview

As elsewhere on the globe, the securities market in Bangladesh functions with two sets o f 
markets: prim ary and secondary. The first set is the prim ary m arket where the owners sell shares, 
diversify personal wealth and liquidity by initial public offerings (IPOs) o f  new and seasoned 
equity offerings (SEOs). In the primary market, seller o f  a financial instrum ent represents the 
borrower and the buyer o f  that instrument represents the lender. In the prim ary market, all new 
borrowing and lending take place via direct finance. In other words, the securities m arket involve 
in both initial public offerings (IPOs) o f  shares and securities through the prim ary m arket and 
their re-sell on the after or secondary m arket through the stock exchanges.

The primary m arkets that deal with IPOs is said to be the entry gate o f  securities market. The 
IPO issues are traded in the secondary market after m aking listings necessitates by the concerned 
laws. The myth is that the lower the number o f  IPOs, the low er the rate o f  listings o f  shares and 
num ber o f  outstanding securities in the after or secondary market. The prim ary or IPO m arket in 
Bangladesh recorded extrem ely slow growth during the period in question ranged between 1985 
and 2004 (see table 9.1), As the IPOs were very small in num ber and volum e, listing o f  new 
shares on the stock exchanges did not increase m uch over the total. De-listing continued and new 
listings were not always sufficient to offset the m aster IPOs. N ew  listing activity also recorded 
instable and non-progressive movements. The total num ber o f  listed com panies and securities 
has also increased at a sluggish rate [see table 9 .1, graphs 9 (i) and 9 (ii)].

Table 9.1: Performance o f the Primary M arket in Bangladesh

9.2 The Primary Market

Year No. of IPOs No. of Listed 
ComDanies

No. of Listed 
Securities

1985 19 69 72
1986 9 29 82
1987 9 92 92
1988 21 101 111
1989 12 116 116
1990 11 134 134
1991 9 138 138
1992 11 134 149
1993 4 ^  143 153
1994 26 157 170
1995 24 183 201
1996 24 186 205
1997 12 202 222
1998 6 208 228
1999 11 211 232
2000 7 221 241
2001 11 230 249
2002 8 241 260
2003 14 248 267
2004 3 236 255
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Graph 9(i): Trend in IPO Market Growth in Bangladesh

1990

■No. of IPOs

Graph 9(ii): Growth Pattern of IPO Market in Bangladesh

Altogether the number o f  listed companies stood at 236 and the num ber o f  listed securities at 
255 inclusive o f  11 mutual fiinds and 8 debentures up to the end o f  2004. O f the listed 
companies, most are ordinary businesses with ordinary shares, having no venture capital 
businesses.

9.2.2 Institutional and Legal Structure

Companies registered under the Company Act o f  1994 (form erly 1913) as a public limited 
company or set up under a statute with a minimum paid-up capital o f  Tk.lO  m illion are eligible 
to apply for listing in the stock markets. The Securities and Exchange C om m ission (SEC) 
administers the listing process. A formal procedure in this regard was laid out by the SEC and 
formalized by the Securities and Exchange Com mission, Public Issue Rules, 1998. A 
consortium o f  financial institutions, insurance com panies, brokerage houses and m em bers of 
the stock exchange underwrite a typical public issue in B angladesh on ‘pre-detem iined’ ratio. 
The issuing com pany contracts underwriters on a ‘firm com m itm ent’ basis to ensure successful 
first public offering. The underwriters take up shares in case not subscribed by the public and 
for that, additional com m ission is added to the base com m ission o f  the underwriters. An 
independent third party or, often, a member o f the underwriting consortium  is designated as the 
‘M anager to the Issue’, which typically serves as the go between the issuing com pany and the 
SEC and helps the m anagem ent o f  the company with the process o f  determ ining the num ber o f 
shares to be issued, the offer price and development o f  prospectus in conform ity with the SEC 
regulations. The issuing com pany also designates a num ber o f  financial institutions, mostly 
commercial banks, as ‘Banker to the Issue’, which handles share applications and collects
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money from investors. On average, fifty percent o f  the total issued capital is retained by the 
insiders (directors/sponsors) o f  the company intending to go public and the rem aining portion 
is distributed to three parties - institutional investors [generally, the Investm ent Corporation o f 
Bangladesh (ICB)], em ployees o f  the com pany going public and the general investors (both 
foreign and domestic).

9.2.3 Allotment Procedure

When the issuer com pany invites applications for allotm ent o f  shares to the general public 
(investors) through publishing prospectus in the new spapers, the public m akes their 
applications through the ‘Bankers to the Issue’ within the stipulated time. After com pletion o f 
subscription period, the Issue M anager collects all the applications and com plete data entry 
through com puterized system. Then the Issue M anager seeks perm ission from SEC for 
conducting lottery for selecting successful applicants. The D epartm ent o f  C om puter Science of 
the Bangladesh University o f  Engineering and Technology (BUET) conducts the electronic 
lottery in the presence o f  representatives from DSE, CSE and ICB. The successful applicants 
are provided with allotment letters. Thereafter, the issuer com pany needs to com ply with all 
necessary formalities for getting listed at the DSE. The listing procedures are to be completed 
within 5 weeks o f  the IPO date. After listing, the trading o f  the securities starts at stock 
exchanges - the DSE and/or CSE, where the listing is made.

While allocating IPOs, the issuers in Bangladesh, favor small over large investors. The ICB, 
however, gets a preferential allocation. The distribution o f  the allotm ent to the general public, 
as estimated from figures for the period between 1985 and 2004 had been as under:

i) 50% to 55% to the applicants for up to 50 shares;
ii) 10% to applicants for shares 50 and 500;
iii) 10% to applicants for shares between 500 and 1000;
iv) 10% to applicants for shares between 1000 and 5000; and
v) 15% to 20% to applicants for shares over 5000. Tliis last group comprises only the 

local institutional investors.

In case of over-subscription, the lottery for allotment is conducted w ith provision for m aking the 
distribution proportionately am ong the above five categories.

9.2.4 Process of Determining Offer Prices

The issuing com pany in consultation with the M anager to the Issue determ ines the offer price o f  
its IPOs and the number o f  securities to be offered. The SEC has to agree with this process 
before the offering is announced. Normally the IPO price is determ ined on the basis o f  Net Asset 
Value (NAV) o f  the company, i f  the NAV per share is considerably higher, the issuer com pany 
likes to do IPOs at premium  price. Companies calculate NA V  on the basis o f  types o f  their 
business. If  a com pany is a seasoned one, its NAV is calculated as total assets minus total 
liabilities divided by num ber o f  outstanding shares o f  the com pany in the m arket. In case o f 
Greenfield com panies (new entities), IPO price m ay be calculated on the basis o f  the value o f  the 
company determined by the M anager to the Issue by using a m ethod know n as ‘Project C ost’, 
which is estimated by summing up the value o f  total fixed assets and initial net working capital. 
Total fixed assets includes historical cost o f  all fixed assets like land and land developm ent, 
building and other construction, machinery and equipment, contingencies, security deposit, 
prelim inary or pre-operating expenses etc. Once the project cost is estim ated, the next step is to 
determine the sources o f  financing. The Issue M anager and the com pany decides how m uch o f 
this cost will be financed by debt and how m uch through issuance o f  equity. To estim ate the 
‘par’ value o f  the IPOs o f  the pre-determined num ber o f  com m on stocks, that num ber o f 
common stock is divided by that part o f the project cost decided to be financed through equity. 
Companies going public, typically, set the offer price at ‘p ar’.
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9.2.5 Offering at ‘Par’ or ‘Premium’ -  Norms of Determination

In the case o f ‘prem ium ’, the issuing company sets the offer price above the par, calculated 
according to the process stated in the preceding paragraph. In this case, the issuing com pany is 
said to be offering stocks at ‘prem ium ’. It is the responsibility o f  the com pany and the Issue 
M anager to convince the SEC that the stock they decided to float at ‘prem ium ’ deserves the 
qualities for premium pricing. Historical observations on com pany policies reveal that the only 
companies offering further or seasoned IPOs deserve options for prem ium  pricing. Officially, 
the issuing com pany {or the M anager to the Issue on its behall) is supposed to take the average 
market price per share or net asset value per share or earning based value p er share to the SEC to 
negotiate for approval o f  the ‘prem ium ’ on the new issue. The average m arket price per share is 
calculated by taking the average o f  past three m onth’s price o f  stocks outstanding in the 
secondary m arket prior to the new issue. The net asset value per share is calculated by dividing 
the difference betw een total assets and total liabilities o f  the com pany by the total num ber o f 
common stocks outstanding prior to the new issue plus the proposed new offering o f  com m on 
stocks. The earning based value per share, on the other hand, is calculated by dividing the 
estimated net incom e after taxes in the first year following the earlier issue o f  com m on stocks by 
the total num ber o f  shares outstanding including the proposed public offering.

9.2.6 Underpricing and Overpricing - Determination Basics

Underpricing and overpricing o f  shares have substantial im plications on the investors’ 
confidence and inclination and the m arket operations. U nderpricing refers to issuing securities at 
lower than their m arket value. Underpricing is estim ated as the percentage difference between 
the price at which the IPO shares are sold to investors (the offer price) and the price at which the 
shares are subsequently traded in the secondary market. In w ell-developed capital m arkets and in 
the absence o f  restrictions on how much prices are allowed to fluctuate in day to day trading, the 
full extent o f  underpricing is evident fairly quickly, certainly by the end o f  the first day o f 
trading the first-day closing price is therefore, most com m only used in com puting initial 
underpricing returns. Using prices o f a later period, say o f  the end o f  the first week o f  trading, 
typically makes little difference. In less developed capital m arkets, or in the presence o f  ‘daily 
volatility lim its’ restricting price fluctuations, afterm arket prices m ay take som e time before they 
equilibrate supply and demand.

W hen companies go public for the first time, the shares they sell tend to be underpriced and in 
that case the share price jum ps substantially on the first day o f trading. Nevertheless, 
underpricing is costly to a firm ’s owners: shares sold for persona! account are sold at too low a 
price, while the value o f  shares retained after the IPO is diluted.

In the U,S. and increasingly in Europe, the IPO price is set ju s t days (or even more typically, 
hours) before trading on the stock m arket begins. This m eans that m arket m ovem ents between 
pricing and trading are negligible and so usually ignored. B ut in som e countries (for instance, 
Taiwan and Finland), there are substantial delays between pricing and trading, and so it makes 
sense to adjust the estimate o f  underpricing for interim  m arket m ovem ents. This is the case also 
in Bangladesh, where first day trading o f  already offered stocks starts after long time o f  their IPO 
dates. The maxim um  time lim it o f  placing the shares for trading on the stock exchanges is five 
weeks from the date o f  IPOs in Bangladesh. So tiie differences o f  offer price and the first day 
trading have been apparently wider. The evidences o f  underpricing o f  IPOs in Bangladesh are 
presented in table 9,2 in annex 6 .

The difference o f  IPO price and after m arket/secondary m arket trading price is calculated by 
multiplying their difference by the number o f shares sold at the IPO. The implicit assum ption in 
this calculation is that the shares sold at the offer price could have been sold at the afterm arket 
trading price im plying that the aftermarket demand is price-inelastic.
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Explanations to underpricing can be grouped under four broad headings: asymmetric 
information, institutional reasons, control considerations, and behavioral approaches. The most 
established one o f  these is the asym m etric inform ation based models. Asym m etric information 
models assume that one or a group o f  investors know m ore than the others. Baron (1982) 
assum es that the bank is better informed about demand conditions than the issuer, leading to a 
principal-agent problem  in w hich underpricing is used to induce optimal selling effort.

9.2.7 Underpricing and Spinning of Shares; Harm to the Investors in Bangladesh

Underwriters always allocate shares in initial public offerings. A llocation is a com m on part o f  
managem ent o f  underpricing by the underwriters (m ost com m only investm ent banks), and most 
allocated shares go to institutional investors, but not all (Griffith, 2004). W hen the underwriter 
offers particular individuals the right to buy unrestricted shares in popular initial public 
offerings, the underw'riter is engaged in the practice o f  spinning. U nlike the shares bought by 
other retail purchasers o f  IPO stock, spinning shares bear no resale restriction, Influential 
purchasers receive this preferential treatment because they are in a position to provide future 
business to the underwriter-investm ent bank. Spinning and underpricing are directly coimected. 
Since IPOs are often significantly underpriced, the price o f  the shares m ay rise dram atically 
when the offering com es to m arket for trading. The individuals who receive spinning shares are 
free (and likely) to flip or resell their holdings on the day o f  the public offering, reaping a 
tremendous profit. Spinning also acts as a form o f insurance to  the underw riter that has m ade a 
firm com m itm ent to buy the shares, should an issue prove difficult to sell.

Most retail investors feel that spinning is unfair because they do not have access to these 
underpriced shares. It is argued that the executives who accept underpriced shares before their 
own IPO are usurping a corporate opportunity, which should have been m ade available to the 
company. In determ ining whether usurpation has occurred, the regulators focus on the com pany's 
line o f  business and consider whether it could have taken advantage o f  the opportunity to 
purchase the shares. As the shares in spinning transactions are offered to influential individuals 
in the hope that they will provide ftiture business to the underwriters and accept underpricing at 
that time, spinning m ay also create a conflict o f  interest for the m anagers who are allocated the 
shares. It could be considered an undisclosed com pensation arrangement.

Table 9.3: Performance of the IPO Market in Bangladesh (In M illion Tk.)

Year No.

of

IPOs

Issued
Capital
(Million

Tk.)

Public Offer
(Million Tk.)

Pre-IPO
Placement
(Million
Tk,)

Public
Subscription
(Million Tk.)

Over
Subscription

% Times

1994 26 2870.55 744.33 - 3829.90 415 5.15
1995 21 2933.60 1158.90 - 5725,89 340 4.96
1996 22 4390.98 1914.59 - 16805.87 778 8.78
1997 12 1393.00 586.90 - 2741.88 367 4,67
1998 6 869.200 352.10 - 593.45 68.55 1.69
1999 11 2006.48 345.00 650.00 752.71 118.18 2.18
2000 7 980,00 122.50 290,25 492.03 301.66 4.02
2001 11 1,389.64 220.00 309.64 1,276.78 480.04 5.80
2002 8 881.00 198,00 252.19 938.19 373.83 4.74
2003 14 9776.70 1351.17 1626.50 25823.61 1811.20 19.11
2004 3 877.75 473.88 20.00 6,233.36 1215.39 13.15

Source: SEC, DSE and Bangladesh Bank 
Note: refers no figure

187

Dhaka University Institutional Repository



In Bangladesh, spinning is in practice. This phenom enon is established by preferential allocation 
o f IPOs to ICB and company employees, and to some extent by 10 percent reserved quota for 
non-resident Bangladeshis (see table 9.3 at previous page).

9.2.7 Inducem en ts fo r U nderp ric ing  o f IP O s

Underpricing in IPOs is a significant cost o f  raising capital that arises m ainly from information 
asym m etry at the IPO date. Underpricing harms the issuer financially to a far greater extent 
than it does to the underwriter: the issuer loses capital w hile the underw riter gains future 
business, goodwill, and firm -com mitm ent insurance. There are several explanations for why 
issuers agree to this practice. For example, managem ent m ay see underpricing as a success 
signal, reasoning that the issuer will look successful to investors and custom ers w hen the stock 
price skyrockets im mediately after the IPO even though there are more cost-effective methods 
to obtain positive publicity. Perhaps they agree to the underpricing because they lack adequate 
information on the market demand for the offering, Underpricing is helpful to attract the 
institutional investors in buying the IPO (see table 9.3). The inherent benefits and costs o f  
underpricing o f  IPOs are reported on table 9,4.

T ab le  9.4: Stylized F acts o f  IP O  U nt erpricing
Benefits o f  G oin g Public C ost o f  G oin g Public W in ner’ s C u rse
•Ovei'coniing Borrowing 
Constraints
•Greater Bargaining Power with 
Banks
•Liquidity and Portfolio 
Diversification 
•M onitoring 
•Investor Recognition 
•Change o f  Control 
•W indows o f  Opportunity

M ethods o f  going public 
•O ffer for Sale  at Fixed Price 
•O ffer for Sale by Tender 
•Placing
•Intermediaries O ffer 
•Introduction 
•O ffer by Subscription 
•Firm Commitment 
•Best Effort (U S)
•Book Building 
•Bought Deal

■Going public is a costly 
undertaking
•Significant Positive First Day 
Returns
•Possible explanations to short
run under-pricing
•Long run market
underperformance
•Long run operating
underperformance

W hy under pric in g? 
•W inner’ s Curse 
•Signalling 
•B anker's Protection 
•Legal Liability 
•Market Overreaction 
•Misvaluation

•Highest bidder in an auction has 
m ostly overestimated the value o f  the 
object!
• I f  one apply for every  new issue 
'h e  w ill receive as much as he wants 
i f  the issue is not attractive!
-H e  will not receive as much as he 
wants i f  the issue is oversubscribed! 
•So , he w ill play the game i f  there is 
substantial underpricing on average! 
•But the good companies tolerate 
underpricing o f  their shares for 
attracting uninformed investors to 
other issues.

Source; Compiled by the author from various literature

9.2.9 IP O s, A sym m etric  In fo rm atio n  and th e  W in n e r’s C u rse ; Im p ac t on  M a rk e t

The key parties to an IPO transaction are the issuing firm, the bank  underw riting and m arketing 
the deal, and the investors buying the stock. Asym m etric inform ation m odels o f  underpricing 
assume that one o f  these parties knows more than the others. Rock (1986) assum es that some 
investors are better informed about the true value o f  the shares on offer than are investors in 
general, the issuing firm, or its underwriting bank. Inform ed investors bid only for attractively 
priced IPOs, w hereas the uninform ed bid indiscriminately. This im poses a ‘w inner’s curse’ on 
uninformed investors. In an unattractive offering, uninform ed investors receive all the shares 
they have bid for, while in attractive offerings, their demand is partly crowded out by the 
informed. Thus, the return the uninformed investors earn conditional on receiving an allocation
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is below the simple average underpricing return. In the extrem e cases, the uninform ed are 
rationed com pletely in underpriced IPOs and receive 100 percent allocations in overpriced 
IPOs, resulting in average returns that are negative. W hen conditional expected returns are 
negative, uninform ed investors will be unwilling to bid for IPO allocations, so the IPO m arket 
will be populated only with (equally) informed investors.

Rock (1986) notes that the primary m arket is dependent on continuous participation o f 
uninformed investors in the sense that informed dem and is insufficient to take up all shares on 
offer even in attractive offerings. This requires that conditional expected returns are non
negative. There are counter arguments that such ad hoc assum ption is actually unnecessary, 
because a situation where everyone is informed is not in fact equilibrium . W hen all remaining 
investors are informed, only attractively priced IPOs will succeed and all others will fail for 
lack o f  buyers. But becom ing informed is costly, which creates an incentive to stay uninform ed 
and to free-ride on the information o f  the other investors instead. The investor would simply 
bid for IPO shares indiscriminately, receiving shares in the attractive IPOs but not in the 
unattractive ones (which will still fail) -  clearly a profitable strategy. Since every investor 
faces the same incentive, no one would choose to become inform ed, so unattractive offerings 
would no longer fail. But if  no one is informed, there is incentives to becom e uninform ed at 
least break even.

The concept and impact o f  asymmetric information and inefficiency-cost o f  it in Bangladesh is 
not well understood by investors, particularly by the general m em bers o f  the public who form 
the m ajor investors group, but generally remain uninform ed. As a result, IPO issues always 
grasped huge over subscriptions. For example, o f  the total IPOs o f  141 made during 1994 - 
2004, all were oversubscribed (see table 9.3).

9.2.10 IP O  M ark e t in B angladesh  - M ovem ent A nalysis

As shown in table 9.1, the IPO market in Bangladesh did not reflect rigorous progress in term s 
o f num ber o f  IPOs, instead experienced instability throughout the period o f  1985-2004. The 
financial sector reform measures implemented in the early 1990s helped in bringing some 
positive changes in the m arket’s micro structure and m arket operations, which, however, turned 
out to be short lived as the num ber o f IPOs during the subsequent years declined remarkably 
since 1994 after a surge com pared to previous years. The m ost significant event o f  the reforms 
was opening up o f  the country’s securities m arkets to non-resident Bangladeshis/foreign 
investors in 1991-1992. Foreign investors/institutions were allow ed participation in the 
primary (IPO) m arket only in the financial year (FY) 1992-1993 subject to some ceilings, 
which were, however, w ithdrawn in the later years. A llowing foreigners’ access to the stock 
market enorm ously influenced the performance o f the dom estic capital m arket.

The primary capital m arket in Bangladesh has also been confronting the problem  o f  lack o f 
adequate good scripts. M ore than 4000 limited-Iiability com panies, only 267 are on issue. A 
large num ber o f  com panies kept themselves o ff fi-om the securities market. The governance 
structure o f  these com panies is also liable for the weak condition in that these com panies prefer 
to keep the ownership holdings within the ‘family connections’ (i.e. closely-held companies). 
Moreover, the ICB disbursed huge loans to the m em bers o f  the public for investing in the IPO 
m arket with the view to increasing market liquidity and the dem and for those shares going 
public for the first time.
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Table 9.5: Loan Disbursed to Publ ic by the ICB for Investment in IPO
Period Tk. in Million

1992-93 19.40
1993-94 42.60
1994-95 418.50
1995-96 374.00
1996-97 1561.60

Source: ICB annual reports

As shown in table 9.5 above, the total amount o f  loans disbursed by the ICB for this purpose 
during tlie FY 1992-1993 am ounted to Tk. 19.40 million w hich was increased to Tk. 1561.60 
million by the end o f the FY 1996-1997.

Table 9.6: Performance of the IPO Market in Bangladesh
Year No. of 

IPOs
P re-IP O  Placement

(M illion Tk.)
Public Subscription

(M illion Tk.)

1994 26 - 3829.90
1995 24 - 5725.89
1996 24 - 16805,87
1997 12 - 2 74 1.8 8
1998 6 - 593.45

1999 1 1 650.00 752 .7 1
2000 7 2 9 0 ,2 V 492.03

2001 1 1 3 0 9 .6 4 1 ,2 7 6 .7 8
2002 8 2 5 2 ,19 9 38 .19
2003 14 1626 .50 2 58 2 3 ,6 1
2004 3 20.00 6 ,2 3 3 .3 6

Source: SE C

Table 9.7: Init al Public Offering during 200Q-2004 at DSE
Particulars 2000 2001 2002 2003 2 0 0 4

No. o f  Public Issues

Size o f  the Public Offer 
Tk, Million 
U SS Million 
% of annual growth

7

122,50
2,27

1 1

220,00
3,86

79,59

8

198,00
3 ,4 1

(10 .0 0 )

14

1 3 5 1 . 1 7
2 3 .30

5 8 2 4 1

3

473.88
8 .10

(64.99)

Size of Pre-IPO Placement

Tk. Million
USS Million
% of annual growth

290.25
5.38

(55,35)

309.64
5.43
6.68

2 5 2 ,19
4.35

(18 .55 )

1626 .50
27.85

544.95

20.00
0.34

(98.77)

Public Subscription

Tk. Million
U SS Million
% of annual growth

492.03
9 ,1 1

(34.69)

1276 .78
22.40

159.49

9 3 8 .10
16 .18

(26,52)

26 ,305.70
4 53.55

2700.56

6 233 .36
105.83

(76.30)

Over Subscription Times

Value (Tk. Million)
Vo of annual growth

4.02
84.10

5.80
44.49

4 7 4
(18 .36 )

19 .47
3 10 ,8 8

13 .15
(32.44)

Source: DSE

On the other front, progress in the IPO m arket has been slow due to slow process o f 
privatization o f  public sector enterprises as well as nominal or non-issuance o f  shares o f stock 
o f already privatized parastatals to the public. M oney raised through the prim ary m arket by
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IPOs during 1994-2004 is reported in tables 9.6 and 9.7. These tables further show that the 
amount o f  money raised through public offerings also fluctuated during the entire period under 
review.

9.3 Secondary M arkets

The two functional w ings o f  securities market in Bangladesh: DSE and CSE are non-profit- 
making m em bership institutions directly governed by their own rules and also by the Securities 
and Exchange Com m ission [the Securities and Exchange Com m ission, 1969, the Companies 
Act, 1994 and the Securities and Exchange Commission Act, 1993 (DSE, 1999)]. The DSE 
has the status o f  a public limited com pany and has its A rticles o f  Association. Both CSE and 
DSE have started autom atic trading services in July and A ugust o f  1998 respectively.

The securities market activities rem ained dormant in 1971 due to the W ar o f  Liberation, which 
continued in som e post-liberation years. The market resum ed its first formal trading in the 
middle o f 1976 through the DSE, which initiated its operations w ith only 9 listed companies 
having a total paid up capital o f  Tk. 137,52 million. On 30 June 2004, total num ber o f listed 
companies and listed securities at the DSE stood at 248 and 267 respectively with a total 
market capitalization o f  Tk.14.24 billion.

At present, the trading at the DSE is run through autom ated on-line system  every day except 
Friday and other governm ent holidays. Trading at the exchange goes through four different 
types o f  markets: (a) Public Market, in which trading o f  only m arket lot shares is done through 
automatic matching. This m arket niche is for general trading o f  shares and securities, (b) Spot 
M arket, where spot transactions are done through autom atic m atching and compulsory 
settlem ent within 24 hours, (c) Block M arket, where bulk quantities o f  shares are traded 
through pick and fill basis, and (d) The Odd Lot m arket that deals w ith the trading o f  lot scripts 
based on pick and fill basis. After netting, all transactions in public m arket o f  a day need to be 
settled and cleared through the DSE Clearing House. M embers o f  the stock exchanges are also 
allowed to carry out transactions for foreign buyers and/or sellers through a custodian bank.

Table 9.8: Growth in No. of Listed Companies at the DSE

Year Num ber of 
Listed Companies

Paid up Capital 
(Million Tk.)

December 1976 9 137.52

June 1977 9 137.95

June 1978 14 210.90

June 1979 17 276.00

June 1980 18 282.60

June 1981 18 285,00

June 1982 29 437.32

June 1983 33 530.50

June 1984 49 1190.00

June 1985 69 2017.50

June 1986 78 2098.50

Source: Annual Reports of Bangladesh
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During the initial years o f its operation since reopening in mid-1976, the DSE recorded some 
improvements in listing o f  companies (see table 9.8 at previous page). The stock exchange 
performed mainly with the trading o f  equity shares o f listed com panies. Besides, Advance 
Import Permits (AIP) in term s o f US Dollar and Pound Sterling had been regularly quoted m 
the DSE during the period between 1976 and 1981.

The trading activities at the DSE did not expand due to small num ber o f  new issues, closely 
held shares o f  multinational corporations, lack o f interest o f  m em bers o f  the Exchange in new 
issues, inadequate knowledge o f  investors in shares as investm ent vehicle and very small 
number o f transactions in the Exchange. W ith an insignificant num ber o f  investors, the daily 
average transactions were confined to the range o f  5-10 a day up to June 1980.

As a part o f the countiy’s capital market developm ent, the governm ent took initiatives to 
motivate foreign private investm ents into the economy. In line with that policy objective, the 
government prom ulgated the “Foreign Private Investm ent (Prom otion & Protection) Act, 
1980”, which provided the foreigners' investments in Bangladesh w ith legal guarantee against 
nationalization and expropriation. The Act also guarantees repatriation o f  capital and dividend, 
and equitable treatm ent with local investors.

Since the FY 1984-85, the investment clim ate in the m arket had im proved to  some extent 
mainly due to governm ent’s placem ent o f  heavy em phasis on faster growth o f  the private 
sector expressed through its new Industrial Policy. W ith the declaration o f  the Industrial 
Policy, the investors’ response to the public offering o f  new shares encouraged and enhanced. 
The number o f  listed com panies at the DSE rose to 78 in 1985-86 than 49 in 1983-84 and 69 in 
1984-85 (see table 9.8). The total paid up capital o f  the listed com panies at the DSE also rose 
to 2098.00 m illion in 1985-86 significantly over the previous years registering growth rates o f  
69.54 and 4.01 percents respectively. Trading on the floor o f  the DSE also took upward trend. 
O f the 19 companies that offered new public issues o f  Tk.338.50 m illion in 1984-85, 16 were 
oversubscribed. In some cases, the premium  on shares ranged from 50 percent to 400 percent 
o f their offered values. Against the offer value o f  Tk.338.50 m illion in this year, the 
application for public subscription was o f  the am ount o f  Tk.517.10 m illion i.e., the 
oversubscription was 52.76 percent (see table 9.9).

Table 9.9: State of Public Interest in IPOs during 1984-87
(M illion Taka)

Year No. of 
IPOs

Issued
Capital

Subscription
received

Over
Subscription

Over
Subscription

(%)
1984-85 19 338.50 517.10 178.60 52.76
1985-86 9 49.00 83.10 34.10 69.60
1986-87 9 220.90 411.40 190.50 86.30

Source: Annual Reports o f  Bangladesh Bank

In 1985-86, non-residents, a new class o f  investors w as allow ed participation m the stock 
market. Besides, the disinvestment policy o f  the governm ent and subsequent privatization o f 
some public sector enterprises helped the investm ent clim ate to im prove and encouraged more 
companies to enlist their shares at the DSE. Further, a total o f  40 listed com panies declared 
dividends in 1985-86 ranging from 8-60 percent, w hich had greatly m otivated the investors to 
play in the stock market. However, the overall securities m arket perform ance followed a 
sluggish developm ent trend during 1987-1991 (see table 9.10 in annex 6 ). The DSE share price 
indices moved between 193.93 and 334.53 points w ithout abnorm al fluctuations and up surges 
during 1987-1991. However, since the beginning o f  1992, the m arket perform ance showed an
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upward turn and went consistently up to the end o f  June 1996. These developm ents in the stock 
market perform ance have been reflected in all o f its indicators as assem bled in tables 9.10 and 
9.11 in annex 6 .

One o f the m ajor factors that influenced these developm ents was the increased participation o f 
foreign investors in the market. The government continued its efforts to make the market 
attractive to the investors by improving the investm ent environm ent and m arket regulation. In 
the financial year (1993-94), the government for the first tim e introduced ‘National A w ard’ for 
remarkable contribution to the capital market. Accordingly, 10 organizations including, a 
private commercial bank have been adorned with the National Award. The Securities and 
Exchange Com mission (SEC) was founded as the regulator and w atchdog o f  the capital 
market. The SEC commenced working on 14 N ovem ber 1993. It has been assigned with the 
important responsibilities o f  ensuring proper issuance o f securities and protection o f  investors' 
interest in the securities market. W ith the objective o f  strengthening m arket perform ance along 
with increased num ber o f  securities and enhanced am ount o f liquidity, the SEC in 1994-95, 
imposed some restrictions on handling o f  shares and securities by the foreigners in the stock 
market. The restrictions included one-year lock-in and non-issuance o f  more than one-third o f 
IPOs to the foreign investors.

During the period o f 1991-96, a number o f measures have been im plem ented to develop the 
market in line with the broader economic policy liberalization in the country. A num ber o f 
incentives has been offered to attract foreign direct (FDI) and portfolio investm ents in 
Bangladesh. Accordingly, the stock m arket was opened up for foreigners m A pnl 1992. By 
government declarations, foreign private investments have been welcom ed in all areas except 
five-reserve industries for public sector investments. Restriction on the am ount o f  investment 
in equity shares by foreigners has been withdrawn. As a result, 100 percent foreign investment 
and jo in t ventures with local private partners or with the public sector were allowed and still in 
force. The government offered special incentives for N on-resident Bangladeshis (NRBs) to 
encourage their remittance and investments in the country. The N R B s were allowed buying 
shares in both prim ary and secondary markets including the debentures o f Bangladeshi 
companies. A  10 percent reserve quota has been fixed for foreigners including the NRBs in 
IPOs o f shares o f local companies. The foreigners were also perm itted to buy debentures o f 
local companies. U nder the liberalized and extended banking facilities, N R B s were also 
allowed opening and m aintaining interest bearing non-resident foreign currency deposit 
accounts (NFCDA) with authorized dealer banks (in foreign exchange) in Bangladesh and 
unrestricted transfer o f  foreign currencies from those accounts. In addition, the N RBs were 
accorded perm ission to invest in 'Industrial D evelopm ent Bond' schem e o f  the Agrani Bank, a 
nationalized com m ercial banks (NCBs) in Bangladesh.

Side by side with offering o f  the aforesaid incentives, the governm ent adopted more security 
measures for foreign investm ent in Bangladesh under the M ultilateral Investm ent Guarantee 
Agency (M IGA) agreements. The M IGA agreem ents insured non-com m ercial risks o f 
foreigners' investments in Bangladesh. Foreign exchange regulations in the country have been 
relaxed by introducing free convertibility o f  Taka. The process o f repatriation o f  foreign capital 
invested in Bangladesh along with profits/dividends earned from stock m arket transaction 
made easier under which no prior perm ission is required for such transfers. Because o f  these 
developments, the securities market in Bangladesh received huge attention o f  foreign investors, 
despite its small size.

A num ber o f other factors had also been contributed to the upward trend in market 
performance up to N ovem ber 1996. The ‘bank ra te ’ o f  the central bank was reduced from 6
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percent to 5.5 percent in M arch 1994. This reduction in bank rate influenced the interest rates 
on bank deposits to go down, which in turn, encouraged the surplus units/individuals to play in 
the securities market even with borrowed m oney from the banking system. Reduction o f  prize 
money on prize bonds, especially the first prize o f  Tk, 10.00 lakhs to Tk.6.00 lakhs 
substantially helped in diverting the small investors' concentration to the share market for 
quick gains. Access o f  foreign investors to the m arket and the subsequent inflow o f capital, 
and loans disbursed by the ICB for investment in securities m arket flashed the m arket with 
huge investors and funds (see table 9.12 in annex 6 ).

The average investing population in Bangladesh, being unaw are o f  investm ent basics, started 
to pour their m oney into the stock markets thinking m arket as a one-way ladder (it can only go 
up). M any com panies used the opportunity and went public during 1995-1996 for raising a 
record am ount o f  m oney from the stock market through IPOs (see table 9.2 in annex 6 ).

As demonstrated in tables 9.13 (column 3 and 8 ) and 9.14 in annex 6  and graph 9(a), the 
amount o f  investm ent by non-residents in the stock m arket stood at T k .387.50 million at the 
end o f the financial year (FY) 1992-1993, shot up to a record am ount o f  T k .3101.80 m illion at 
the end o f  financial year 1993-94. Further ease has been offered to the foreign investors in FY 
1993-1994 by abolishing the provision o f  previously im posed capital gain tax on their earnings 
originated from securities m arket transactions.

Graph 9(a): Trends in Non-resident Portfolio Investment in Bangladesh

Establishment o f  the country’s second stock exchange, the Chittagong Stock Exchange (CSE) 
on April 1, 1995 and com m encem ent o f  its operations on October 10, 1995 has m ade a record 
in the developm ent process o f the country's capital market. Perform ance o f  the CSE has been 
reported in table 9.15 and 9.16 in annex 6 ,

Up to June 1996, the stock m arket performed more or less consistently and registered a 
significant developm ent with tolerable level o f volatility. The stock m arket o f  Bangladesh 
became the top perform er in the world in 1996. By Septem ber 1996, the International Finance
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Corporation (IFC) recognized the capital market o f  Bangladesh as one o f  the fourteen frontier 
markets o f the world. The market capitalization increased by 244%  in 1996 com pared to the 
previous year and stood at US$ 4.6 billion.

9.3.1 Market Bubbles

The stock m arket took an irrational turn since July 1996, which continued till N ovem ber o f that 
year. The share price index at both stock exchanges increased sharply during July-November, 
1996. Tables 9.17 and 9.18, and graphs 9(b), 9(c) and 9(d) present the trends in the share 
price index at DSE and CSE during July-Decem ber, 1996. The three-digit index o f  956,70 at 
DSE on July 2, 1996 jum ped up to all time record high o f  3684.75 on N ovem ber 5, 1996 and 
showed an increase by 2692,05 points or 281,39%, The share price index at the CSE also went 
high from 410.85 in the first week o f  July to 1730.53 points in D ecem ber 1996, As a result, 
the market experienced an unprecedented price bubbles.

Table 9.17: DSE Share Price Index during July-December* 1996

Months Dates Index
Ju ly 02-07-1996 956.70

31-07-1996 1 15 6 . 18

August 01-08-1996 114 5 .5 4

31-08-1996 12 17 .7 4

September 01-09-1996 1249 .9 1

30-09-1996 1690.25

Ociobcr 0 1-10 -19 9 6 1688.88

3 1- 10 - 19 9 6 2986.29

Novem ber 0 2 -11- 19 9 6 3 15 7 .4 6
0 5 -11- 19 9 6 3648.75

December 0 1- 12 - 19 9 6 3 0 12 ,9 7

3 1- 12 - 19 9 6 2 3 0 0 .15

Source: DSE
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Graph 9(c): DSE Quarterly Price Index During 1985-2004

T ab le  9.18:C SE  all S h are  P rice Index: Ju ly -D e cem b er’ 1996

Months Dates Index

Ju ly 02-07-1996 4 10 .8 5

3 1-0 7 -19 9 6 467.94

August 0 1-08 -19 9 6 469.25

31-0 8 -19 9 6 506.38

September 0 1-09-1996 5 14 ,7 5

30.09-1996 694.99

Oclober 0 1- 10 - 19 9 6 699.73

3 1- 10 - 19 9 6 13 15 .9 0

Novem ber 0 2 - 11- 19 9 6 170 8 .0 1
0 5 - 11- 19 9 6 1472.68

16 - 11- 19 9 6 17 3 0 ,5 3

December 0 1- 12 - 19 9 6 14 28 ,2 3

3 1- 12 - 19 9 6 7 5 1 ,3 9

Source; SEC
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This rise in DSE and CSE all share price index was accom panied by
market turnovers (see table tables 9.19 and 9.20; also see tables 9^15 and 9 J 0 ) .  Total m m over
in (he month o f October and Novem ber was all time record high, as both D Sh 
experienced steeper growth in stock prices in a similar manner.

T ab le  9.19: DSE T u rn o v er: Ju ly -D ecem b er’ 1996

Month No. of 
Days 

Market 
Traded

Value in Million Tk. Volume in Millions
Monthly

Total
Daily

Average
Monthly

Total
Daily

Average

July 24 2560.18 106.67 11.43 0.476

August 25 2762.75 110.51 13.70 0.548

September 25 4490.68 1 179.63 19.77 0.790

October 26 7075.77 272.14 21.58 0.830

November 26 8058.S4 350.38 13.63 0.593

December 23 974.28 46.39 2.36 0.113

Table 9.20: CSE Turnover; July-December’ 1996

Month No. of Days
Market
Traded

Value in Million Tk. Volume in Millions
Monthly
Total

Daily
Average

Monthly
Total

Daily
Average

July 25 1177.20 7.00 0.60 0.02

August 25 227.61 9.1"^ 1.03 0.041

September 25 7679.84 27.19 3.60 0.14

October 26 2063.23 79.35 8.45 0.32

November 22 2730.44 124.11 4.93 0.22

December 23 94.08 4.090 0.27 0.01

The bullish run in  both stock exchanges during July-D ecem ber’1996 recorded growth m 
market capitalization by 265 percent, average daily turnover by  1000  percent, and jum p in 
share price index over 260 percent (see table 9.21 and 9.22). Table 9.21 reports the DSE 
market capitalization during July-Decem ber 1996.

T ab le  9.21:

Montlis Market Capitalization 
(Million Tk.)

July 69763.00
Auirust 759683.40
Seotember 102566.90■I------------ ----------- -----------
October 139631.20
November 226630.70
December 173052.20
January'97 141564.70

Source Bangladesh Bank, Econom ic Trends and D SE
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M ovements in the share prices o f most advanced companies w ere not uniform  but followed 
upward trends throughout August-November, 1996. The trends reveal that share prices o f some 
com panies’ increased 4 to 5 limes up to October and 6  to 8 times during October-Novem ber, 
1996.

O f these com panies, the remarkable increases were apparent in the share price o f  Shine Pukur 
Holdings, Beximco Limited, Quasem Dry Cells, Quasem Silk M ills, Am bee Pharm aceuticals 
and Chittagong Cem ent as shown in table 9.22.

T ab le  9.22; M ost A dvanced Issue d u rin g  Ju ly -N o v em b er’1996

Companies Price Changes (%)

Shine Pukur Holdings 70L06

Beximco Ltd 690.46

Quasem Dry Cells 671.66

Quasem Silk Mills 502.61

Ambee Pharmaceuticals 440.50

Chittagong Cement 433.69

Source: DSE

The increases were very sharp in the prices o f m ost actively traded com panies, which are 
shown in graph 9(e). These companies were Chittagong Cem ent, Confidence Cem ent, Singer 
Bangladesh, M eghna Cem ent and BOC BD Ltd.

Graph 9(e): Pricc Movement of Five M ost Actively Traded Com panies: 
__________________________July-Novem ber’1996_________________________
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The differences between highest and the lowest price o f  the issues o f  m ost advanced 
companies are found exceptionally wide and conspicuous. G raph 9(f) dem onstrates these 
critical conditions in the m ovem ent o f share prices o f  m ost advanced traded com panies.
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Graph 9(f)
Movement in Shares Prices of 5 Most Advanced Companies

________________During July-December’1996_______________
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The shares o f those com panies that under perform ed before July 1996 have also outperform ed 
in their prices during July-N oveniber o f the year by  taking the advantages o f  bubbles in the 
stock market. Tables 9.23 and 9.24, and graph 9(g) show the price trends o f  m ost sluggishly 
weak-traded companies.

Table 9.23: Most Actively Traded Weak Issues During July-Novem ber’1996
Companies Price Changes (%)

Olympic Industries Ltd 403.98

Beximco Phamia 348.27

Bata Shoes 149.70

Meghna Cement 197.70

Square Pharmaceuticals 174,85

Zeal Bangla 603.22

Ambee Pharma 440.50

Rupon Oil 287.60

Paper Processing 197.07

Swan Textile 137,50

Source; SEC

W hereas, these w eak companies had discontinued their operations before the market surge due 
to sufferance fi om perennial losses with negative net worth.

199

Dhaka University Institutional Repository



Table 9.24: Trends in Share Price of 5 W eak Companies: July-November 1996

Name of Companies July August September October November
Ambee Pharmaceuticals 22 43 45 83 119
Zeal Bangla 9 17 20 37 65
Eagle Box 44 80 70 70 70
Paper Processing 29 84 70 86 86
Quasem Textiles 15 12 15 15 29

Source; SEC and DSE

The price trend o f the weak companies shows that they also reaped the benefit o f  price hike 
both at the DSE and CSE during July-November 1996 alm ost sim ilar to the actively traded 
companies.

Graph 9(g): Share Price Trends 5 Weak Companies: 
July-Novembor 1996

Ambee Pharmaceilicals 

------ Paper Processing
- Zeal B angta

- Quasem Textiles
--------Eagle Box

The issues o f  the com panies belonging to these categories were not expected to  be traded and 
command high prices in the market. It is, however, observed that the price o f  som e o f  the 
issues o f this category also increased substantially, nam ely Zeal Bangla Sugar increased by 
603%, Ambee Pharma by 440% , Rupon Oil 287.60%  Paper Processing by 197% and Swan 
Textile by 137.50%. This phenom enon o f  share price increase reflects the craze and erratic 
behaviour o f  the stock market. It has been evident from the above tables and graphs that during 
July-November 1996, prices o f the issues, strong or weak, increase indiscrim inately without 
any relevance to the price earning and payout ratios.
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Table 9.2S: Price-Earning Ratios of Selected Companies: July-November’1996

N a m e o f  
C o m p a n ies

the

Chittagong Cement 

Confidence Cement 

Singer BD 

Shine Pukur 

Tripti Industries 

AMCL- Praii 

Chic Tex

J u l y
/O/

74.41

95.53

114.47

42.05

34.07

22.46

32.14

A u gu st

81.93

136,18

58.20

51.28

31.55

31.59

32.14

S ep tem b er

92.29

235.18

123.83

60.00

59.22

61.54

42.86

O c to b e r

60.87

441.60

207.04

105.64

143.29

134

96.43

November
C%)

368.36

784.82 

204.66

272.82 

264.46 

206.18 

214.28

Source: D SE

Graph 9(h):Prlce Earning Ratios of Selected Com panles;Jul-Nov
1996
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During this period, the stock market recorded high price-earning (P/E) ratio along with 
increased share price index (see table 9.25 and graph 9(h)]. But the dividend payout ratios 
were abnormally lower. The price-earning ratios and the payout ratios o f  out-perform ed shares 
during July-Noveniber 1996 are drawn in table 9.25 and 9.26 respectively.
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T a b le  9.26: P ayou t (D iv id en d /E a rn in g ) R a tio s

Name of Companies Payout (Dividend/Eaming) Ratios

Shine Pukur Holdings 12.82

Delta Millers 7.32

Apex Tanneries 1,14

Eastern Housing 0.88

Meghna Shrimp 0.87

Singer BD 0.85

Chittagong Cement 0.79

Prime Textile 0.79

Source; SEC Inquiry Committee Report 1997

It appears from the above placed data tables and graphs that the price hike during July- 
November 1996 did not follow the ftindamental m arket rules; w hen the price earning ratios are 
higher, the dividend payout ratios are greater. In reality, the price-earning ratios o f  these 
actively and advanced traded companies appear to be unusually high and suffered exceptional 
distortions. I f  the standard P/E ratio is 10, then the m arket P/E ratio has been found abnormally 
higher (see table 9.26).

It is the received wisdom that in an ideal situation, the higher the payout ratio, the greater is the 
demand for shares o f those companies. But it was a fact that before and during the m arket 
surges, the pay-out ratios o f  sponsor companies o f  advanced and actively traded shares were 
remarkably low as reported in table 9.26. In spite o f  this, share prices o f  these companies 
soared up exorbitantly during July-November 1996. This situation clearly justifies share price 
manipulation in the capital m arket o f  Bangladesh in 1996.

9.3.2 M ark e t C ra sh

The stock market, however, could not withstand the rising trends in share prices; rather 
declined sharply and encountered a severe crash in Decem ber 1996. The share price indices at 
DSE and CSE rapidly took downward turns and dropped to ever low est o f  757.82 points at 
DSE and 332.98 in CSE in the last week o f D ecem ber 1996. (see tables 9.17 and 9.18; also see 
table 9.10 and graphs 9(b), 9(c) and 9(d). M any factors have been m ade liable for this severe 
and unprecedented debacle in the country's stock market.

First o f all, it was alleged that a number o f big trading houses arranged trades among 
themselves and thereby created an illusion o f  strong dem and for certain stocks. A number o f  
dealers bought and sold shares in the unauthorized/illegal ‘kerb’ m arket. Share prices in the 
‘kerb’ market were about 2 0 % higher on an average com pared to the prices on the exchange 
floors during the later part o f  1996. Reputed brokerage houses o f  the country were said to have 
been involved in buying shares from the trading floor o f  the DSE and selling them illegally in 
the ‘kerb’ market for skyrocketing profits.
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The SEC has been charged for turning its eyes bhnd to several irregularities, which has 
facilitated m assive price manipulations^ in the market. Trading o f  fictitious shares and fake 
bulk trading went unhindered during the mid-1990s. There were serious drawbacks in the area 
o f enforcement o f  contracts, settlement procedures, law s related to insider trading, 
transparency, accounting standards and ethical standards o f  accounting firms that audited and 
certified the financial affairs o f  the listed companies.

W ithdrawal o f  ‘lock-in’ period o f  one year in 1996 helped the speculation activity and eased 
the process o f  off-loadin^disinvestm ents by foreigners. Foreign and som e local investors took 
profit and closed out their positions in the market apparently sensing instability. The non
resident investors, as reported in tables 9.13 and 9.14 took out Tk,6332,10 million (USD 
148,29 million) from the stock markets during the FY 1996-1997. By January 25, 1997 the All 
Share Price Index o f  DSE m oved down to 1874 from the record highest o f  3648.75 points on 
Novem ber 5, 1996, dem onstrating the burst situation in speculative bubbles in the market. All 
share price index o f  the CSE also declined irom  1730.53 in m id-N ovem ber to 751.39 points at 
end D ecem ber 1996. A nother m ajor policy decision o f  the governm ent prom ulgated in 1997 
allowing the investm ent o f  m oney in the market w ithout disclosing the sources o f  earnings, but 
on conditions o f paying tax @  7.5% and retaining the invested am ount in the securities markets 
for one year furthered the aggressive injection o f  funds in the m arket. This option extended for 
whitening black m oney im pacted the m arket perform ance in tw o ways. It facilitated vast 
amount o f  liquidity into the m arket, which boosted the bubbles. The holders o f  such illegal 
monies im mediately availed o f  the governm ent’s policy declaration as opportunity-option and 
poured the stock m arket with ‘black m oney’, ‘laundered or white w ashed’ their corrupt funds 
and then withdraw n from the m arket after the expiry o f  the retention period o f  one year by 
m aking further profits in the eve o f  excessive hike o f  share price index. The phenom enon also 
contributed further to the downslide o f the share market.

9.3.3 Lock-in and Circuit Breaker; Impact on the DSE Returns

In order to curb speculation in the equity market, the Goverrtment introduced a system o f lock- 
in for prim ary securities on February 11,1995, U nder this lock-in provision, no investors, either 
local or foreign, were allowed to sell/transfer their holding o f  shares received through IPO ’s 
for a year. However, this lock-in system was abolished on July 11, 1996 to encourage foreign 
investment in the equity m arket. Under post-lock in rule, foreign investors were allow ed to 
sale/transfer prim ary shares o f  their holdings and to deal in secondary m arket activities. 
However, unlike the foreign investors, native investors had to face a 3-year lock-in period in 
sponsor’s equity. For secondary shares, an investor had to register to the Securities and 
Exchange Com m ission (SEC) if  he/she acquires at least 10% o f  any publicly listed com pany’s 
equity.

The circuit breaker system was introduced within three m onths during the stock m arket bubble 
in 1996. As per m arket theory, price limit may represent a barrier to m arket clearing, and 
prevent m arket growth, rather than enhance the share price level. Price lim its may also create 
liquidity problems, to the extent that buyers (sellers) are unw illing to enter the m arket as a 
result o f further anticipated price decreases (increases). The distortions m ay also make price

Manipulation: Stock manipulation, which essentially is an attempt to rig the market, is absolutely 
banned by law, In other words, it is illegal. Surprisingly, the domestic media talk about such activities in an 
open manner.
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limits self-fulfilling. For instance, the fears o f  illiquidity or o f  rem aining locked into an 
investment position may increase early trading, as participants recognize the risk o f being 
unable to trade when prices move closer to the limit.

Trading on the other hand m ay be impaired if  market participants act to prevent the limit from 
being hit, for instance as they recognize that their ability to trade or m odify their positions 
could then be adversely affected. On the other hand, how ever, price lim its may provide 
markets with a cooling o ff  period preventing investors from panicking, and favoring a 
substantial reduction in volatility, particularly in periods o f  significant uncertainty that may 
lead to m arket overreaction to news. (Cox, 1998, M a, Rao and Sears, 1989; Lauterbach and 
Ben-Zion, 1993; Chowdhury and Nanda, 1993 and Koders, 1993).

Nevertheless, the lock-in system in Bangladesh surpassed the fundam ental rules o f  the market 
by putting a positive im pact on stock return variability. H owever (Kabir, H. et al, 2000) finds 
that the lock-in period helped stabilize the volatility o f  the DSE m arket during February 11, 
1995 through July 8,1996. The nm -up o f IPO share prices was, to som e degree, contained 
during this time period by the imposition o f the lock-in period. (Kabir, H, et al, 2000) notes 
that, the overall coefficient value becomes positive, suggesting that a loose circuit breaker help 
the process o f  price discovery and establish a positive liquidity prem ium  in the market. 
However, all share price index, the imposition and the subsequent repeal o f  circuit breaker did 
not have any impact on the Dhaka stock m arket volatility, so far we see.

Following the crash, the foreigners have withdrawn their capital, m aking the market 
responsible for its attribution to the lack o f quality securities, absence o f  sound handling o f  the 
bourse, a dearth o f  efficient market players such as m erchant banks, inadequate dissem ination 
o f sensitive information, lower participation o f  institutional investors and the like. As a result, 
foreign portfolio investm ents have virtually disappeared fi'om the m arket. Consequently, stock 
investors in Bangladesh lost money. The nation's stock investors have suffered more family 
tragedies, social conflicts and crimes than the workers did in other occupations due to crash. In 
ail, the crash trem endously affected the demand and supply sides o f  the securities market in the 
country.

An inquiry report o f  the SEC (1997) unveiled that the worst stock m arket crash in the history 
o f Bangladesh has been the result o f market m anipulation by  a section o f  stockbrokers in 
collaboration with some other market participants. A hm ed (1998) notes that the stock m arket 
crash in 1996 may be interpreted as a disastrous bubble, caused by  unchecked investors 
euphoria and unawareness to the relation between stock price and econom ic, and/or company 
fundamentals. In addition, Osm an (1999) notes that the collusion betw een prom oters/di rectors 
o f the listed companies and a handful o f  unscrupulous broker-m em bers m ay be responsible to 
be at work for m anipulating share prices.

The concerned regulatory and administrative agencies could not react in tim e w ith effective 
measures against unusual developm ent o f share prices; instead felt com fort seeing the sharp 
growth trends in the price index along with increased num ber o f  investors in the m arket 
without looking at the m arket fundamentals and deviations therefrom . Osm an, I, (1999) argues 
that the SEC at that tim e was not fully equipped with expertise and organizational strength to 
cope with the situation. M ore importantly, the absence o f  a legal fram ew ork for securities 
markets rendered the w atchdog (SEC) helpless against a disastrous situation.

During the post-crisis years, a number o f  new strategies have been adopted to bring the m arket 
into motion. The list o f which includes (i) enhancem ent o f  advances by scheduled banks
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against the collateral security o f  shares and debentures from 50 percent to 60 percent to 
common investors (1997-98), (ii) advances to m em bers o f  the stock exchanges from Tk.50 
lakhs to Tk.75 lakhs each (1997-98), (iii) enhancement o f  non-resident quota in IPOs from 5 to 
10 percent (iv) re-tlxation o f  circuit breaker from 10 to 6  steps (v) introduction o f  automated 
trading system., (vi) exem ption o f  tax on income from mutual funds accruing to the issuing 
companies, (vii) establishm ent o f  central depository system (CDS) in the stock market, (viii) 
permission to float private sector mutual funds, (ix) imposition o f  1-year lock-in on transferring 
IPO shares, (x) formation o f Investors Protection Fund, (xi) declaration o f  10 percent tax rebate 
(xii) classification o f  issuing companies into 3 groups (A, B and Z), and a num ber o f  legitimate 
enactments and regulatory surveillances.

Table 9

Y e a r

1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004

.27: Development of Non-equity Securities: 
M utual Funds and Debentures

No. of 
Securities

149
153
170
201
205
222
228
232
241
249
260
267
267

No. of Listed 
Companies

134
143
157
183
186
202
208
211
221
230
241
248
248

No. of 
Mutual 
Funds

6

10
10
10
11
11

No. of 
Debentures

8
Source: D SE and S E C

But the eroded confidence o f  the investors is yet to be restored. The m arket still could not have 
been able to attract foreign portfolio investments (FFIs). The bearish situation in the m arket 
performance has continued up until 2004. Presences o f  hidden m anipulating syndicates that 
crowd out the real retail investors from the equity m arket in 1996 are still apparent. Poor 
performance o f shares o f  majority listed firm s stand in the way o f  restoring investors’ 
confidence. Besides, the stock market has still been suffering from  the short supply o f  both 
equity and non-equity instruments/securities. Table 9.27 exhibits the stagnancy in growth o f 
mutual funds and corporate debenture.

F indings an d  Policy Im plications

The weaknesses in the listing procedures o f securities, lacks in the regulatory m echanism , 
unusual behaviour o f  m arket players, lower level o f  investors’ m arket aw areness, short- 
supply o f  good securities, presence o f informal m arket for securities trading, m anagem ent 
inefficiency o f the stock exchanges, tendency to exploit the uninform ed investors, etc 
clearly express the serious weaknesses in the securities segm ent o f  capital m arket in 
Bangladesh. These flaws and problem s had distorted the m arket perform ance, and will 
continue to destabilize the functioning o f  the market i f  necessary m easures are not taken 
immediately. The market crash had been possible due mainly to the m arket’s extrem ely 
lower infom iation efficiency. Immediate actions are required to establish m arket norm s and 
discipline to restore the investors’ confidence in the market. Build up professional ethical
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standards and guides for all members may ensure the trustworthiness o f  securities trading 
activities. However, matters relating to ethical standards are som etim es difficult to be 
regulated by laws. If  the professional guides are agreed upon am ong the m em bers with 
their own inputs, greater com pliance will be attained. For effective functioning o f  the 
m arket, issues m entioned in the following paragraphs also carry huge development 
implications.

Initially, it is highly im portant to widen investor base through broad banding o f 
pension/provident fund and insurance industries. An increase in the num ber o f well- 
capitalized players w ill help increase trading and also result in decreasing spread and 
efficient pricing in the secondary m arket

Liberalizing investm ent norm s and encouraging active m anagem ent in contractual funds 
might help stimulat m arket activities in the country. In addition to helping funds generate 
higher returns, increased activity by long-term players will help increase trading and 
narrowing spreads and improve pricing eflficiency. Initiating steps to retail government 
securities through primary dealers, NBFIs and bank networks will significantly enhance the 
investors’ interest in trading in these securities. It will, on the other hand, perm it the 
government to borrow m ore efficiently, m ainly at low er cost from the m arket rather than 
directly from the banking system. Providing hedging opportunities to prim ary dealers will 
put acute positive impact on the m arket activity, Inroduction o f  hedging instrum ents will 
enable m arket m akers giving two way quotes with low er spreads and im part meaningful 
liquidity to the securities market. Presence o f  derivatives, such as interest rate swaps and 
bond fiitures will help classify exposures and efficient m anagem ent o f  liability m is
matches. The ultim ate results are increase in activity in the debt m arket and attaining 
efficiency in pricing o f  securities.

Trading and settlem ent processes to be m ade m ore efficient through setting up o f 
depository for fixed income securities. Currently, this facility is available only on 
government treasury bills. A  separate depository or providing such facility under the 
existing depository would help establish an efficient clearing and settlem ent system and 
reduce cost on transactions, which in turn, w ill lead to an increase in activity and market 
liquidity. Lower trading costs and increased num ber o f  players in the m arket would bring 
in efficiency in the pricing process. Debt securitization is another facility, which can be 
effected through reduction in stamp duties, sim plification o f  legal procedures, allowing 
investment o f  pension/provident lunds in these instruments. This requires w idening in the 
range o f assets for securitization. Debt securitization provides liquidity to otherw ise illiquid 
assets and would also provide new instruments with different risk and m aturity profiles to 
the market However, necessary supervisory control would need to be instituted to oversee 
this.

Introduction o f  tax incentives like indexation benefits on long term  capital gains in fixed 
income securities (currently only available through incom e schem es o f  m utual funds) will 
help rectify anom alies in the tax structure for the same class o f  securities and lead to 
increase in trading in the secondary market. Attracting foreign institutional investors (FIIs) 
in debt m arket with reduced rate o f  withholding tax and other incentives m ay encourage 
participation o f  such players in the market. Debt instrum ents being traded by sim ilar 
entities are subject to different regulations. The lack o f  clear regulatory jurisdiction and 
responsibility negatively im pact the developm ent o f  the debt m arket. The role o f 
Bangladesh Bank and the SEC on debt market regulation should be distinct. For the sake o f 
development o f  the country’s securities market, rationalization o f  the stamp duty structure
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is an essential. M oreover, rationalization o f  the tax structure w ould help rectify anomalies 
in the yield structure among the same class o f  securities and also help develop a standard 
issue and transfer system.

An informal and unorganized secondary debt m arket exists m  the country. It is necessary to 
encourage informal debt m arket participants to becom e participants in the m am stream  of 
the market. It should be mandated by the SEC that all m arket interm ediaries be registered 
and be governed by uniform  set o f registration, capital adequacy and accounting and 
disclosure norms. A uniform compliance and valuation procedure is also necessary to make 
perform ance com parison o f  individual securities on a com m on platform , which will expand 
credibility o f  and investors’ confidence to the m arket system.

Standard disclosure and reporting norms will help com pare secondary m arket yields 
enabling the players to trade and take positions in the m arket. The SEC should w ork with 
DSE and CSE to reform the existing code o f  conduct for the m arket players. M aking 
mandatory the listing requirem ents and credit rating for private placem ent and introduce 
guidelines for m aking and issuance o f documents, post-issue reporting and disclosure are 
immediate needs in the securities market o f Bangladesh. This will provide transparency 
and help inform ation flow in the market. Transparancy and disclosures are necessary 
contionds for achieving the efficiency in the securities m arkets. Encouraging book building 
(through close dialogue with prospective institutional investors) and auctions (w hich can be 
done over com puter systems to thousands o f market participants) w hereby the IPO does not 
come to the m arket with a stated offer price will help developm ent o f the securities market. 
In this mechanism, the price would come out o f  the fixed supply o f  shares coupled with the 
demand from informed investors who participate in ± e  IPO. These m ethods can also be 
used for pricing the share o f  public sector enterprises under the governm ent’s 
disinvestment programs.

Government divestm ent program can provide m ultiple benefits to the equity m arkets as it 
sends signals o f reform  in the market and such signals encourage the enhanced supply o f 
good quality equity and other security papers into the m arket. The negative im pacts o f  this 
method o f increasing m arket instruments are -  flood o f  paper and their liquidation at low 
prices. This negative phenom enon can be countered by com bining the public sale o f  shares 
with a thrust towards large strategic sales. Sale o f G overnm ent’s equity in public sector 
units should be made to strategic investors in addition to  portfolio investors. The sale of 
controlling interests to strategic investors can be m ade at significant prem ium s to market 
price and hence will improve the secondary m arket dem and and prices o f  the stocks. These 
will have positive im pact on the market because they w ill reduce supply overhang o f  stocks 
and also add to the list o f  stocks that are investible. Stocks owned by the governm ent in 
private sector entities should be offered at attractive valuations to retail investors. This will 
allow retail investors to acquire quality stocks at bargain prices and revive the dying equity 
cult in the country, since this is an offer o f  sale o f  governm ent shares.
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Financial markets, particularly the stock markets, have grown rem arkably in developed and 
developing countries during the past few decades. A num ber o f  factors have assisted in 
their grow'th, m ostly improved macroeconomic fundamentals including m onetaiy stability 
and higher rate o f  economic grovvfth. Broader economic, particularly capital m arket reform s 
along with privatization o f  public sector enterprises, financial liberalization, and a forward 
looking institutional framework for investors’ have furthered the pace o f  capital market 
developm ent throughout the globe.

The relationship between stock market returns and fundam ental econom ic activities in 
developed countries are well documented in Fama (1970 and 1991). A num ber o f  studies 
[Fama (1991), H uang and Kracaw (1984), Chen, Roll, and Ross (1986), Pearce and Roley 
(1988), Fung and Lie (1990), Chen (1991), and Wei and W ong (1992)] have m odelled the 
relation between asset prices and the real economic activities in terms o f  production rates, 
productivity, growth rate o f  GNP, level o f  unemployment, yield spread, interest rates, 
inflation, dividend yields, etc. However, the im pact m easurem ent o f  these issues on the 
stock markets in relatively less developed Asian countries including Bangladesh is yet to 
receive sufficient attention. So a question arises: how do these less developed markets can 
respond to changes in their fundamental economic variables, when com pared to the well 
developed, well organized, and more efficient m arkets? Sim ilar askings m ay be equally 
timely for the case o f  Bangladesh - how do the m acroeconom ic factors im pacted the 
developm ent o f  the country's stock market? Finding out answ ers to this question is the 
thm st o f  this section

Many papers have explored that the economic factors influence the dom estic stock market 
developm ent process. Available literatures show that better institutional and 
macroeconomic environm ents spur more developed dom estic stock m arkets and therefore, 
reduce the need and desire to use international markets. A ccording to this view, poor 
domestic environm ents and stock markets with sub-optim al services and weak institutions 
prompt firms and investors to escape domestic m arket, but to use international markets 
more intensively. A poor dom estic environment has long been considered one o f the main 
reasons for capital flight. Levine (1997 and 2003) docum ents the foundations o f financial 
markets and the relationship o f financial m arket developm ent w ith m acroeconom ic 
variables, financial reform , and other country factors. The general finding o f  these studies 
is that financial markets tend to develop as income per capita grows, financial reform 
progresses, and institutional environm ent improves. By using the sim ilar framework, this 
study attempts to explore the im pact o f  macroeconom ic factors on the domestic stock 
market developm ent in Bangladesh.

The specific objective and purpose o f  this section is to analyze and find em pirically how a 
set o f  macroeconom ic factors drives domestic stock m arket prom otion in Bangladesh. 
Accordingly, 10 indicators: m arket capitalization, m arket turnover, num ber o f  listed 
companies, num ber o f  listed securities, number o f  initial public offerings (IPOs), DSE 
index, GDP at current m arket price, inflation, index o f  industrial production (IIP) and 
deposit rates on bank savings are included in the data set. The study takes ‘m arket 
capitalization’ as the indicator o f  stock market developm ent (the dependent variable-DV), 
which in turn depends on other factors (independent variable-InV s) in the selected data set.

9.4 Stock Market Development in Bangladesh: An Empirical Analysis
9.4.1 Introduction
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9.4.2 Determinants of Stock Market Development

Many literature have used ‘market capitalization’ as the more transparent and effective 
indicator o f  stock m arket developm ent [see Levine (2003), Beck, Demirguc-Kunt, and 
Levine (2003), Beck et al.(2001); La Porta et al (1997, 1998, 2000) and Pistor, Raiser, and 
Gelfer (2000)]. This study thus used ‘market capitalization’ as a m easure o f  stock market 
development in Bangladesh (the dependent variable-DV). O ther m acroeconom ic factors as 
mentioned in earlier paragraph are used as predictors or independent variables (IVs). 
Bencivenga and Smith (1992), Boyd, Levine, and Smith (2001) and Huybens and Smith
(1999) note that inflation, per capita GDP and fiscal deficit are better indicators of 
macroeconomic soundness and given that a better m acroeconom ic environm ent help 
promote the financial markets. Bekaert and Harvey (2000, 2003) Edison and W am ock 
(2003a), Hargis (1998) Henry (2000), Kaminsky and Schm ukler (2003), Kim and Singal
(2000) and Levine and Zervos (1998) argue that level o f  stock m arket activities and real 
sector productivity along with financial openness and liberalization affect local stock 
market development. Stock m arket activities are reflected through listings, capital raising, 
trading, market price indices, turnover, market capitalization, etc and the productivity o f  
industrial m anufacturing is indicated by index o f  industrial production (IIP). All o f  these 
arguments rationalize the use o f  above stated factors as independent variables in the study 
to predict the dependent variable (market capitalization) as an indicator o f  stock m arket 
development in Bangladesh.

9.4.3 Empirical Models, Data Descriptions and Interpretation of Regression Results

The regression model tested in this part o f  the dissertation took m arket capitalization as 
dependent variable (DV) and m arket turnover, num ber o f  listed securities, num ber o f  listed 
companies, number o f  initial public offerings (IPOs), DSE Index, G D P at current market 
price, inflation, index o f industrial production (IIP) and deposit rates as independent 
variables (IndVs), It is assum ed that the abovem entioned m acroeconom ic factors, 
hereinafter designated as independent variables (InDVs) im pacted the growth and 
developm ent o f  m arket capitalization (the DV) in the stock m arket o f  Bangladesh. This 
model is prim arily chosen irrespective o f  interrelationship structure o f  all independent 
macroeconomic variables and the issue o f relevant data non-stationarity.

M odel -1

MarCap, = a  + j3;rurnover^ + P^NoTotalSec,+P^NoCom,+p^NoIPOs ,^ p p S E In d ex ,

+ PfGDP P JIP  ̂ +p^DepRates, (i)

The research hypothesis adopted is that the selected m acroeconom ic factors (IndVs) 
influence the value o f  dependent variable (DV) in the stock m arket o f  Bangladesh. The 
research hypothesis is tested through testing the null hypothesis that m arket capitalization 
is not affected by any or all o f  the independent variables.

The test is conducted by analyzing twenty years data decom posed into quarterly ranging 
between 1985 and 2004, which are compiled from relevant publications o f  Securities and 
Exchange Commission, Dhaka Stock Exchange Limited and Bangladesh Bank. The test 
pursued m ultiple regression analysis by using Statistical Package for the Social Sciences 
(SPSS). The num ber o f observations in the data panel is 80, which provide the larger 
degrees o f  freedom  to vary the values in the probability distributions.
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The Model and the Descriptive Statistics
The descriptive statistics on the dependent and all selected independent variables produced 
by the linear regression are shown in table 9.28. The stock m arket has a m arket 
capitalization o f Tk.45.9 billion on an average in the sam ple period o f  1985-2004 with a 
high standard deviation o f Tk.43.6 billion. This shows the high dispersion o f  the market 
capitalization around the sample period with a m inim um  o f Tk.0.31 billion and m aximum 
of Tk.224.9 billion. Sim ilar w ide scale dispersions are also apparent in the statistical values 
o f other variables in the model (see table 9.28). The wide dispersions am ongst the standard 
deviations and the m aximum and minimum values o f  other variables clearly reveal that the 
stock m arket activity in Bangladesh experienced a scattered path, i.e., registered a 
fluctuating behaviour in performance.

Table 9.28: Descriptive Statistics

N Mean Std. Deviation Minimum Maximum Percentiles

2Sth
50th

(Median) 75lh

MaK'ap 80 45881.0558 43577.18624 305.44 224923.00 12054.0175 45041.2350 65339.2500

TumOver 80 4011.7061 5449.29213 5,41 23000,66 40.5950 1157.0900 6759.6375

NTotal_
Securities 80 174.1500 65.67201 56.00 268.00 113,7500 174.5000 233.5000

No_
Comp

80 159.1500 60.43033 58.00 249.00 103.7500 152.5000 214.0000

No_IPOs 80 3.1250 2.38335 .00 11.00 1.0000 3,0000 4.7500

DSE_Index 80 643.6896 387.71499 140.72 2300.15 387.7450 550.9700 794.4275

GDP
CRMP 80 1688536.187

5 912717.7506 446956.00 3679576.00 1009429.000 1541881.000 2400950,000

Inflation 80 5.3742 2,98530 -1.35 12.85 3.2500 5.2550 7.3275

IIP 80 205.4250 48.83912 118.00 295.00 168,0000 202.5000 252.2500

Deposit Rate 80 7.7315 1.60372 4.50 9.74 6.0000 8.5000 9.0000

Table 9.;29, 9.30, 9.31 and 9.32, each separately shows the results o f  correlations, co-
efficient correlations and co-efficient values respectively.

Correlation M atrix (see table 9.29) shows that num ber o f  IPOs, inflation and deposit rates 
are negatively correlated with the market capitalization (DV), N um ber o f  IPOs also has 
negative correlation with other variables in the regression equation except DSE Index 
(0.073), inflation (0.056), index of industrial production (0.023), which is very 
insignificant. In addition to dependent variable (m arket capitalization), inflation is 
negatively correlated to other variables except num ber o f  IPOs (0.056) and deposit rates 
(0.326); but none is significant. Deposit rate is also negatively correlated with all other 
independent variables except m arket turnover (0.078) and inflation (0.326), w hich is again 
insignificant. M ost other variables are moderately correlated w ith m arket capitalization (the 
DV), but DSE index is highly correlated with the DV where it is 0.929 at 1 point 
significance level. The levels o f  correlation o f  independent variables/predictors with 
dependent variable are rearranged and shown in table 9.30 in descending order, which 
suggest the extent o f  relative and com parative influence o f  each o f  them  in the 
developm ent o f  securities m arket in Bangladesh.
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Table 9.29: Correlations

Mar_Ca TumOv
er

Total
Sccur

Total
Com

No
IPOs

DSE
Indx

GDP
cmr ' p Inflation IIP

Dep_
Rale

Mar_Cap 1.000 .747 .752 .721 -.054 .929 .784 -,169 ,623 -.261

BO TumOver .747 1-000 .718 .696 -.169 .621 .734 -.102 .462 ,078

TotalSecur .752 .718 1.000 .988 -.140 .603 .965 -.319 .780 -,117

Tolal_Com .721 .696 .988 1.000 -.164 .554 .965 -,304 .794 -.106

O No_IPOs .,054 -.169 -.140 -.164 1.000 .073 -.208 .056 .023 -.202
oVi DSE_lndx .929 .621 .603 .554 .073 1.000 .604 -.169 .538 -,341
a GDP_MRP .784 .734 .965 .965 -.208 .604 1.000 -.272 .774 -.141

Inflation -.169 -.102 -.319 -.304 .056 -.169 -.272 1.000 -.449 .326

IIP .623 .462 .780 .794 .023 .538 .774 -.449 1.000 -,528

Dep^Rate -.261 .078 -.117 -.106 -.202 -.341 -.141 ,326 -.528 1,000

Mar_Cap .000 .000 .000 .317 .000 .000 .067 .000 ,010

TumOver .000 .000 .000 .067 .000 .000 ^ .183 .000 .246

TotalSecur .000 .000 .000 ,108 .000 ,000 ,002 .000 ,151

S ' Total__Com .000 .000 .000 .074 .000 .000 .003 .000 ,174

'b No_[POs .317 .067 .108 .074 .260 ,032 .310 ,420 ,036
1

■w DSE_Indx .000 .000 .000 .000 .260 .000 .067 ,000 ,001

(Z
GDP_MRP .000 .000 .000 .000 .032 .000 .007 .000 ,106

Inflation .067 .183 .002 .003 .310 .067 ,007 ,000 ,002

IIP .000 .000 .000 .000 .420 .000 ,000 .000 ,000

Dep_Rate .010 .246 .151 .174 ,035 .001 .106 ,002 ,000

Oh
N o. of 

servation (N) 80 80 80 80 80 80 80 80 80 80

Table 9.30: Levels of Correlation of InDVs with Dependent Variable

(in ascending order)
M ar_Cap

05 Mar Cap 1 .000
O D SE  Indx 0,929
S GD P M RP 0.784

t TotalSecur 0 .752
or TumOver 0.747

c Total Com 0 ,721
o IIP 0,623

No IPOs -.054V
Oh Inflation - .16 9

1 Dep Rate -.26 1

Nevertheless, the regression results show that some independent variables in  the model are 
fully or partially co-dependent with equal or near-equal inter-correlation values and thus 
afflicted the model with multi-collinearity^’ problem. N either multi-colHnearity, nor

Multi-coUinearity- Multi-collinearity is when independent variables are highly correlated (0.90 and 
above), and singularity' is when the variables are perfectly correlated (cent percent). M ulti-collinearity and  
singularity expose the redundancy o f  variables and the need to rem ove variables from  the analysis. Multi- 
collinearity and singularity can cause both logical and statistical problems. The higher the multi-collinearity 
is. the greater the difficulty in partitioning out the effects o f  individual independent variables. IVhen f i v o  

independent variables are highly correlated, they both convey essentially the sam e information. In this case, 
neither may contribute significantly to the model after the other one is included. But together they contribute 
a lot. I f  removed both variables from  the model, the f i t  would be much worse. So the overall m odel f i ts  the

211

Dhaka University Institutional Repository



singularity is expected. Because once they exist, then the IndVs are redundant with one 
another. In such a case, one IndV doesn't add any predictive value over another IndV, but 
lose a degree o f  freedom. As such, having multi-collinearity or singularity can weaken the 
analysis. In general, researchers do not want to include two IndVs that correlate with one 
another at 0.70 or greater.

Thus, Model-1 has been found suffering from m ulti-colinearity problem . Regression 
results, particulariy the colinearity diagnosis shows the co-dependence o f  several variables 
namely, m arket turnover, num ber o f  listed securities, num ber o f  listed com panies, num ber 
o f IPOs, inflation, deposit rates and GDP (see table 9,29)

The co-movem ent o f m arket turnover and total securities with same inter-correlation value 
o f 0,718 and total com panies with 0,721 indicate their higher degree o f  collineariry. The 
first pair is fully collinear at 0.718 and the number o f total com panies is close to that o f  the 
pair at correlation value o f  0.721, clearly indicates their co-dependence and thus the multi- 
collinear relationship. Co-dependence o f  total securities and num ber o f  IPOs at same 
correlation value o f  -0.140, and GDP-deposit rates at -0.141 further reveal the multi- 
collinear behaviour o f  these variables. Same value driven inter-correlation and co
m ovem ent o f inflation and DSE Index with -0.169, and very close value-run inter
relationship o f total securities and total companies with a 0,.718 and 0,721 respectively 
describe their higher co-dependence and thus affected the m odel w ith multi-collinearity 
problem. The co-efficient correlation matrix (see table 9.31) also confirm s the affliction o f 
the model with m ulti-collinearity.

Table 9.31: Co-efficient of Correlations

Model Dep_Rat TumOve No IPOi Infation Total Coi DSE Inc IIP GDP MF TotalSeci

1 Correlations Dep_Rate 1.000 -.283 .035 -.101 -.213 .329 .626 .157 -.010

Turnover -.288 1.000 .051 -.035 .069 -.405 .001 -.230 -.060

N oJPO s .035 .051 1.000 -.178 .091 -.140 -.189 .306 -.194

Inflation -.101 -.035 -.178 1.000 -.159 -.104 .243 -.174 .259

Total_Con -.213 .069 .091 -.159 1.000 .287 -.378 -.269 -.827

DSE_lndx ,329 -.405 -.140 -.104 .287 1.000 .010 -.084 -.309

IIP ,626 .001 -.189 .243 -.378 .010 1.000 -.050 .176

GDP_MRF .157 -.230 .306 -.174 -.269 -.084 -.050 1.000 -.229

TotalSecu -.010 -.060 -.194 .259 -.827 -.309 .176 -.229 1.000

Covariances Dep_Rate 132399 -118.57 21573.7^ -52543. -36075.5; 1779.69 42448.77 1.003 -1443.91

TumOver -118.57 .128 9.945 -5-604 3.669 -.681 ,017 .000 -2.007

N oJPO s 21573.72 9.945 291288 -43140, 7242.66 -354.73 -6023,90 .917 •13800.57

Inflation -52543.3 -5.684 -43140. 202704. -10539.9E -219.82 6447.96 -.434 15352.25

Total_Corr -36075.5 3.669 7242.66 -10540. 21758.11 190.76! -3291.95 -.220 -16063.7f

DSEJndx 1779.69 -.681 -354.73 -219.82 198.76' 22.O0f 2.696 -.002 -190.96

IIP 42440.77 .017 -6023.90 6447.96 -3291.95 2.696 3477.45 -.016 1366.93

GDP^MRF 1.003 .000 .917 -.434 -.220 -.002 -.016 .000 -.167

TotalSecu -1443.91 -2.807 -13BOO.I 15352.2' -16063.7( -190.96 1366.93 -.167 17337.47

a. Dependent Variable; Mar_Cap

data well, but neither the particular variable makes a significant contribution when it is added to the model. 
When this happens, the independent variables are collinear and the results reflect multi-collinearity, when 
makes the partial regression coefficients unstable and unreliable. Statistically, singularity or multi- 
collinearity is not wanted because calculation o f  the regression coefficients is done through matrix inversion. 
Consequently, i f  singularity exists, the inversion is impossible, and i f  multi-collinearity exists the inversion is 
unstable.
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The common tools used for determining^® the m ulti-coilinearity in regression models are 
tolerance, variance inflation factor (VIF), Eigenvalues and condition index. If  the values o f 
any two o f these indicate co-movem ent o f  a pair o f  the independent variables (Indvs), then 
the model suffered from multi-collinearity. The results o f  collinearity diagnosis are 
reflected in table 9.32, w hich tell that tolerance values o f  num ber o f  total securities, total 
listed companies and GDP are close to zero characterized the m odel’s affliction o f multi- 
collinearity, i.e., these variables can not move independently. The VIF in case o f all 
variables are larger than the critical value 1, the condition indices in case o f  inflation, IIP 
and deposit rates have crossed the acceptance level o f  30 and the m ultiple Eigenvalues in 
case o f the abovem entioned variables are very close to 0  (zero) indicate an ill-conditioned 
cross-product matrix, m eaning there may be a problem  o f  m ulti-collinearity.

T ab le  9.32: C oefficients(a)

Unstandardized
Coefficients

Standardiz
ed

Coefficien
ts

t S ig Colinearity Diagnoisis

B Std. Error Beta
o

S V IF tu ;

C o  . 
o  c  

U  ^  .

(Constant)
17 9 6 3 .9 10

15596.386 - 1 . 1 5 2 .253 8.388 1.000

T urnover .778 .358 .097 2 .17 2 .033 .335 2.983 .8 15 3.208

TotalSecur -225 .0 27 13 1 .6 7 2 -.339 -1.70 9 .092 .0 17 58 .6 10 .325 5.079

Total^Co. 9 1 . 3 1 9 n 147.500 .12 7 .6 19 .538 .0 16 62.276 .244 5.868

No_lPO s -177 .8 20 5 3 9 .7 11 -.0 10 -.329 .743 .771 1.29 7 .12 2 8.282

D SE_lndx 79.934 4.700 .7 1 1 17.009 .000 .384 2.602 .072 10.809

G D P_M R P .025 .006 .521 4.487 .000 .050 20.078 .024 18 .629

Inflation 270.755 4 50.227 .019 .601 .550 .706 1 .4 16 .006 37.062

IIP -35 .59 7 58.970 -.040 -.604 .548 ,15 4 6.502 .003 5 1 . 1 7 6

Dcp^Rate -2 15 .5 2 9 1150 .6 4 9 -.008 -.18 7 .852 .375 2.669 .001 87.987

Dependent Variable: M ar_Cap

Delerminanis o f Muiti-coUinearity and ejfects: At pair-wise refalio/isfiips betv.^een independent variables, i f  r values 
are greater rhan | 0 . 5 0 |  ihe variables are strongly inter-correlated and affected by multi-collinearity. To identify multi- 
collinearity. following parametric results are checked:

(ij Tolerance o f variable: tolerance is I- R .̂ a value o f near one indicates independence. I f  the tolerance value is
close to zero, the variables are multicollinear:

(it) VIF, variance inflation factor, i f  highly collinear a high value is calculated. When a high VIF, larger than
one, the variable may he affected by niulticollinearity. The yIF has a range I lo infinity:

(Hi) Eigenvalues: High eigenvalues indicate dimensions (factors) which account fo r  a lot o f  the variance in the
cross-product matrix. Eigenvalues close to 0 indicate dimensions, which explain lillle variance. Multiple 
eigenvalues close lo 0 indicate an ill-conditioned cross-product matrix, meaning there may be a problem with 
multicolhnearity. which requires examining condition indices; 

fiv) Condition indices It is possible fo r  the rule o f thumb fo r  condition indices (number o f index over 30) may
indicate muhicollinearity, even when the rules o f thumb fo r tolerance or VIF < = " , 2 ,  ”>=4) are met. Condition 
indices are used to flag excessive collinearity in the data. A condition index over 30 suggests serious 
collinearity problems and an index over IS indicates possible collinearity problems. I f  a factor (component) 
has a high condition index, one looks in the variance proportions column to see i f  that factor accounts for a 
sizable proportion o f variance in two or more variables (that is, i f  two or more variables are most heavily 
loaded on that factor). I f  this is the case, these variables have high linear dependence and multicollinearity is a 
problem, with the effect that small data changes or arithmetic errors may translate into very large changes or 
errors in the regression analysis.
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Testing the Null Hypothesis

Table 9.32 demonstrates the values o f b coefficients and their respective standard error 
both unstandardized and standardized forms, and the t values^® o f  coefficients with level o f 
significance. The com puted t values o f the estim ated coefficients are: m arket turnover 
(2,172), num ber o f  total listed securities (-1.709), number o f  total listed com panies (0.619), 
number o f  total IPOs (-.329), DSE Index (17.009), GDP (4.487), Inflation (0.601), IIP (
.604), and Deposit rates (-.187). If  the computed t value exceeds the c r it ic a l‘t ’ value at the 
chosen level o f  significance, we may reject the null hypothesis; otherw ise we m ay not 
reject it. Here, the critical t-value is 0.10 (1-tailed). In table 9.32, we see that the highly 
correlated coefficients have crossed the critical level o f  0.10 at I-tailed Pearson Correlation 
rejecting the null hypothesis. In other words, model-1 satisfies the research hypothesis that 
selected macroeconomic factors/variables positively im pacted the stock market 
developm ent in Bangladesh.

Testing Model Fitness and Significance

The regression results sum m arized in tables 9.33 shows that =  0.953 and adjusted = 
0.947, which are individually near to 1 and thus highly significant.

Table 9.33; Model Summary(b)

Model R
R

Square
Adjusted 
R  Square

Std, Error o f  
the Estimate Chang e Statistics

R
Square
Change

F
Change d fl df2

Sig.
F

Change
1 .976

(a)
.953 .947 10039.20409 .953 15 7 .6 10 9 70 ,000

a  P r e d i c t o r s :  ( C o n s t a m ) ,  D e p _ R a t e ,  T u m O v e r ,  N o J P O s ,  I n f l a t i o n ,  T o t a l _ C o m ,  D S E _ I n d x ,  I I P ,  G D P _ M R P ,  T o t a l S e c u r  

b  D e p e n d e n t  V a r i a b l e :  M a r _ C a p

M ultiple regression results with significant R^ value o f  0.953 and adjusted R^ values 0.947 
explains the collective association (or conversely the variance) o f  all o f  the independent 
variables. To state differently, collective regression values o f  independent variables are 
highly associated with the dependent variable (market capitalization) w ith small variances. 
When the Pro(F) <0.05 at 0,05% level o f  significance, then it is significant and justifies the 
overall fitness and significance o f  the model. F =  0.000 (sig) appeared in table 9.33 is thus 
statistically significant and clearly expresses the m odel’s goodness-of-fit at significant level 
o f R^ = 0,953 and adjusted R^ =  0.947. Table 9.34 consolidated the sum m ary o f  regression 
values o f coefficients, Rule o f thum bs for acceptance and m ade inferences in the right-hand 
column.

59
T-values and t-text: i-rcxt is used to assess the significance o f individual b coefficients specifically, testing the m il 

hypothesis that the regression coefficient is zero. To say differently, the t-test is a tesl only o f the unique variance an 
independent variable accounts for, not o f shared variance. Becattse, shared variance white incorporated in R~, is not 
reflected in the b coefficient.

I lesi in SPSS is two-tailed which means they tesl the hypothesis that ihe b coefficient is either significanl/y higher or 
lower than zero. The t-values shown in table 8.4.5 are 2-tailed in Pearson correlation. fVe want I-tailed l-values. So we 
can rule out one direction (exclude negative coefficients) and lest only i f  the b coefficient is more than zero. The one
tailed significance level will be twice the two-miled probability level: I f  SPSS reports 0.05 fo r  2-tailed, then Ihe one
tailed equivalent significance le\'el is 0.10. ffw e exclude the negative coefficients to get I-tailed t-value. the t-values now 
exceeds the significant level o f  0.10 in our tesl. That is, it g i v e s  t h e  "direct" or "net" effect. Here, the 'sig' column (see 
table 8.4.5 shows the highly correlated coefficients crossed the critical level o f  O.IO at J-tailed Pearson Correlation 
rejecting the null hypothesis. Thus the research hypothesis is true and valid.
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Table 9.34: Test Results, Level of Significance/Rule of Thumbs and Inferences

T e s t s

A d j u s t e d

F

Sig(a)

t  ( 1 - t a i l e d )  

I ( 2 - t a i l e d )

R e g r e s s i o n

V a l u e s

0.953

0 . 9 4 7

0.00

t  > 0 . 1 0  

t  >  0 . 0 5

R u l e  o f  T h u m b s

T h e  v a l u e  o f  l i e s  b e t w e e n  0  a n d  1 .  I f  t h e  o f  

v a l u e  o f  R ^  c l o s e  t o  I ,  t h e n  i t  i s  s l B n i f i c a n t

A n  a d j u s t e d  R - s q u a r e ,  t a k e s  t h e  s i z e  o f  t h e  

s a m p l e  i n t o  e f f e c t .  U s e d  w h e n  n e e d  t o  

c o m p a r e  t h e  r e s u l t s  o f  m o d e l s  w h i c h  h a d  a  

d i f f e r i n g  n u m b e r  o f  o b s e r v a t i o n s  o r  

i n d e p e n d e n t  v a r i a b l e s ,  o r  t o  t e m p e r  t h e  r e s u l t s  

o f  a n  a n a l y s i s  w i t h  s u s p e c t  r e s u l t s  d u e  t o  a  

s m a l l  n u m b e r  o f  o b s e r v a t i o n s .

a d j u s t e d  R ^  =  -  ( k  -  1 ) /(n -  k )  *  ( I  -  R = )

W h e r e :  n  =  #  o f  o b s e r v a t i o n s ,  

k  =  #  o f  i n d q j e n d c n l  v a r i a b l e s .

A c c o r d i n g l y ;  s m a l l e r  n ,  d e c r e a s e s  R ^  v a l u e ,  

l a r g e r  n ,  i n c r e a s e s  R ^  v a l u e ,

s m a l l e r  k, i n c r e a s e s  v a l u e ,  

l a r g e r  k .  d e c r e a s e s  R ^  v a l u e .

I f  P r o b  ( F )  <  0 . 0 5 ,  t h e n  t h e  m o d e l  i s  

c o n s i d e r e d  a  b e t t e r - f i t  o n e .

I f  t h e  r e s u l t e d  t  v a l u e s  a r c  >  0 . 1 0  f o r  1 - t a l e d  

a n d  0 , 0 5  f o r  2 - t a i 1 e d  P e a r s o n  C o r r e l a t i o n ,  t h e n  

i t  i s  c o n s i d e r e d  s i g n i f i c a n l  t o  r e j e c t  t h e  n u l l  

h y p o t h e s i s  a n d  v i c e  v e r s a . ___________________________________

I n f e r e n c e s

H i g h l y  S i g n i f i c a n t

H i g h l y  S i g n i f i c a n t

S i g n i f i c a n t

S i g n i f i c a n t  t o  r e j e c t  

t h e  n u l l  h y p o t h e s i s

Despite severe multi-coilinearity, it can be 
resulted in multiple regression are found to 
as a goodness o f  fit one. Hence, this model 
value predictors directly but moderately 
performance. Three other variables o f  the 
(IPOs), inflation rates and the retail saving 
stock market developm ent in the country.

seen on table 9.34 that all param etric values 
be statistically significant referring the model 
explains that com bined grow th in the positive 
im pacted the growth o f  securities market 

sam ple-the num ber o f  initial public offerings 
deposit rates o f  banks m arginally im pact the

Despite the m odet’s goodness-of-fit is established, it is found to be problem atic with high 
multicollinearity and autocorrelation at Burbin-W atson statistics. To address these issues, 
model -2  has been run.

M odel -2

Model-2 is derived from model-1. While building model-2, the DV (m arket capitalization) 
and two IndVs (GDP and IIP) are logged and four original IndVs, nam ely num ber o f  listed 
securities, DSE Index, m arket turnover and num ber o f  IPOs are dropped, given the num ber 
o f  total com panies, inflation and deposit rates. The three dropped IndVs were found 
perfectly collinear in model-1. One new variable ‘tim e’ has been included in the model-2, 
Reasons for inclusion o f  ‘tim e’ as a new variable in raodel-2 is that, time impacts the 
macro economic conditions both in short and long-runs as the econom ic developm ent 
process is not straight forward. It goes in a cyclical m anner rather than fully equally 
throughout the years. Equation (ii) presents M odel-2 as below. It is expected that model-2 
would be a m ulti-collinearity or singularity and autocorrelation free one.
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Ln{Mcap) , = a  + (}\in{GDP)i+(}i{NCom),+l3^{Inflation)i-\-l3dri{IIP),+j3i{Drate),-^(if>{time), 

....(ii)
Table 9.35: Descriptive Statistics

Mean Std. Deviation N

Inmktcap 10.0796 1,4 7570 80

InGDP 14 .17 10 .6 15 59 80

N o ,o f Com 159 .15 60.430 80

InllP 5.2957 ,24770 80

Dep Rates 7 .731 1.6 0 37 80

Inflation 5.3743 2,98530 80

Tim e 40.5000 2 3 .2379 0 80

Explanation o f Regression Results (ModeI-2)

Second regression has been run to test the fitness and significance o f  m odel-2 . 

Table 9.36: Correlations
Inmktca

___e___ InGDP
No. o f 
Com InllP

Dep
Rates Inflation Tim e

i
u

Inmktcap

InGDP

No, o f Com

InllP

Dep Rates

Inflation

Tim e

1.000 .872 .832 .781 -.228

.872 1.000 .976 .829 -.19 9

.832 .976 .000 .811 -.106

.781 .829 .811 1.000 -.507

-.228 -.199 -.10 6 -.507 1.000

-.330 -.349 -.304 -.487 .326

.849 .987 .985 .8 19 - .16 2

-.330
-.349
-.304
-.487

.326

1.000

-.329

.849

.987

.985

.8 19

- .16 2

-.329
1.000

Inmktcap

InGDP

-ou

oy
cn

N o ,o f Com

InllP

Dep Rates

Inflation

Tim e

.000 .000 ,000 .021

.000 .000 .000 .038

.000 .000 .000 ,17 4

.000 .000 .000 .000

.021 .038 .17 4 .000

.001 .001 .003 .000 .002

.000 .000 .000 .000 .076

,001
.001

,003

.000

.002

.001

.000

.000

.000

.000

.076

.001

Observations
80 80 80 80 80 80 80

It is observable from descriptive statistics (see table 9.35) that standard deviations and 
mean differences o f  logged variables in model-2 have been  reduced substantially. This has 
provided the model with little improvement by reducing the degree o f  dispersion and 
collinearity com pared to m odel-1. Nonetheless, the m ulti-collinearity (see table 9.36) and 
autocorrelation (see table 9.37) still persist as num ber o f  listed com panies and IIP are 
perfectly collinear.
The (0.786) and adjusted values (0.769) for m odel - 2 are still significant (see table 
9.37) with significant F changes. But R values have reduced in m odel-2 com pared to the 
same in model -  1, showing the increases in variance level.
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Table 937: Model Summarj'{b)

■g
s R

R
Squar

e

Adjuste
d R

Square

Std. 
Error o f 

the 
Estimate Change Statistics

Durbin-
Watson

R F 
Square Chang 
Change e d fl df2

S ig .F
Chang

e

1 .887(a

)
.786 .769 .70960 .786

1 /
6 73 .000 .346

b  D e p t n d e n i  V a r i a b l e :  I n m k t c a p

The collinearity statistics shown in coefficient matrix (see table 9.38 and 9.39) also reveal 
the presence o f  m ulti-collinearity in terms o f  tolerance value, VIF and condition index. 
Hence, if  at least two collinearity parameters show the presence o f  collinearity, the model 
is then suffers from m ulti-collinearity problem. The tolerance in cases o f  m ost o f  the 
variables is closer to zero instead o f  closer to 1, only except deposit rates and inflation. The 
VIF for all variables are greater than the critical value o f 1, indicating the m odel’s affliction 
with m ulti-collinearity. A condition index over 30 suggests serious collinearity problem s 
and an index over 15 indicates possible collinearity problem s (also see table 9.39). The 
Durbin-W atson again shows the presence o f autocorrelation (see table 9.37).

T a b le  9 .38: C o effic ien ts(a )

■S
s

Unstandardized
Coefficients

Standard
ized

C ocffici
ents t Sig,

Collinearity Statistics

B

1

Std.
Error

1

Beta

1
1
1
1

$

u.
>

O

>■
sISO

ijj

co
o

1 1
u

(Constant)
^44.052

1 2 . 1 1
8

-3.635 .001 6.462 1.000

InGDP 3 .18 7 ,844 1.330 3,775 .000 .024 4 2 .38 1 .393 4.054

N o ,o f Com -.0 15 .009 -.604 -1,6 4 2 .10 5 ,022 4 6 .18 2 . 1 1 3 7 .559

InllP 2 .0 19 .847 .339 2,383 .020 ,14 5 6 .9 12 .029 14 .934

Dep Rates .10 4 .078 . 1 1 3 1.3 36 .18 6 .4 12 2,427 .002 54.621

Inflation .020 ,032 .041 .647 .5 19 .720 1.389 .000 17 5 .5 0 1

Tim e -.007 ,027 - .1 14 -,267 .790 ,0 16 62.224 .000 537.698

a Dependent Variable: Inmktcap

The t values in cases o f  LnGDP, LnllP , Deposit rates and 
critical value o f  0.10 (1-tailed) in Pearson correlation (see 
hypothesis.

inflation are still above the 
table 9.38), rejects the null
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Table 9.39: Coefficient Correlations(a)

T i m e D e p  R a t e s [ n f l a t i o n I n l l P I n G D P N o , o f  C o m

T i m e 1 . 0 0 0 . 0 8 2 . 0 2 5 . 0 6 1 - . 6 1 6 - . 5 8 4

D c p  R a l e s . 0 8 2 1 . 0 0 0 . 0 6 0 . 6 7 4 . 2 1 9 - . 4 8 3

c
I n f l a t i o n . 0 2 5 . 0 6 0 1 . 0 0 0 . 3 2 7 . 1 0 6 - . 1 7 6

o
• C
n

I n l l P . 0 6 1 . 6 7 4 . 3 2 7 1 . 0 0 0 . 0 2 8 - . 3 7 7

I n G D P - . 6 1 6 . 2 1 9 . 1 0 6 . 0 2 8 1 . 0 0 0 - . 2 2 9

c S N o , o f  C o m - . 5 8 4 - . 4 8 3 - . 1 7 6 - . 3 7 7 - . 2 2 ^ 1 . 0 0 0

T i m e . 0 0 1 . 0 0 0 . 0 0 0 . 0 0 1 - . 0 1 4 . 0 0 0

D e p  R a l e s . 0 0 0 . 0 0 6 . 0 0 0 . 0 4 4 . 0 1 4 . 0 0 0

iS
I n f l a t i o n . 0 0 0 . 0 0 0 . 0 0 1 . 0 0 9 . 0 0 3 . 0 0 0

I n l l P . 0 0 1 . 0 4 4 . 0 0 9 . 7 1 8 . 0 2 0 - . 0 0 3

> I n G D P - . 0 1 4 . 0 1 4 . 0 0 3 . 0 2 0 . 7 1 3 - . 0 0 2

o
u N o , o f  C o m . 0 0 0 . 0 0 0 , 0 0 0 - . 0 0 3 - . 0 0 2 . 0 0 0

a  D q i c n d e n t  V a r i a b l e :  I n m k t c a p

M odel-3

With the view to finding an ideal as well as a robust model free from m ulti-collinearity and 
autocorrelation, the third model has been developed through changing, dropping and 
inclusion o f  some independent variables, and regressed.

E quation  (iii):

h{Mcap)  ,= a  + ̂ iA(GDP),+j0jA(Com),+y93A(7/P),+^,A(£irafe),+/?sA(/n/7),+/?,A{Z)iWet),

(iii)

This model took changed values o f both dependent variable (DV) and all independent 
variables included in it. Changed market capitalization is DV and changed IndVs included 
in Model-3 are GDP, num ber o f  total listed companies, index o f  industrial production (IIP), 
interest rates on bank deposit, inflation and DSE Index (see table 9.40).

Table 9.40: Descriptive Statistics

M e a n S t d .  D e v i a t i o n N

c l i g n i c a p 2 8 4 3 . 2 6 0 3 1 7 4 6 3 . 5 7 6 0 9 7 9

c h g t i p 4 0 9 1 9 . 2 4 0 5 2 3 9 9 6 . 0 7 1 5 2 7 9

c h g n l c o m 2 . 1 2 6 6 1 2 . 8 8 0 4 8 7 9

c h g i i p 2 . 1 7 7 2 2 0 . 6 2 9 6 8 7 9

c h g d r a t e - . 0 3 9 0 . 5 4 0 6 8 7 9

c h g i n f - . 0 1 6 7 2 . 3 7 3 1 2 7 9

c g i n S D i n d e x 2 3 . 1 7 2 0 1 9 3 . 0 6 4 8 2 7 9

The regression results show that model-3 is more robust with m ore significant R, R square 
and adjusted R square values (see table 9.41) than m odel 1 and 2 as run earlier.
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Table 9.41: Model Summar>'(b)

■g
R

CO3 1  ^ 
S §■

<  K

= 1  
g l

C h a n g e  S t a t i s t i c s

D u r b i n -

W a i s o n

S i g .

R  S q u a r e F
C h a n g e F  C h a n g e dn df2 C h a n g e

.910(a) .828 .814 7532,25610 .828 57.88! 6 72 .000 2.268

a  P r c d i c t o r s :  ( C o n s t a n t ) ,  c g m i n d e x ,  c h g i n f ,  c g n l c o m ,  c h g d p ,  c h g d r a t e ,  c h g i i p  

b  D e p e n d e n t  V a r i a b l e :  c h g m c a p

The correlation and coefficient matrix (see table 9.42 and 9.43), however, exhibit the 
presence o f m ulti-collinearity and autocorrelation in model -3, but with more significant R 
(0.828) and adjusted (0.814) as shown in table 9.41. The collinear IndVs are A GDP and 
A number o f listed companies and All P. The third regression run for m odel-3 also resulted 
in autocorrelation in Durbin W atson statistics (table 9.41).

T ab le  9.42: C o rre la tio n s

P e a r s o n

C o r r e l a t i o n

c h g m c a p c h g d p c h g n l c o m c h g i i p c h g d r a t e c h g i n f c h g D i n d e x

c h g m c a p 1 , 0 0 0 . 1 7 5 - . 0 8 0 - . 0 5 2 - . 3 0 7 - . 0 1 1 . 8 9 2

c h g d p . 1 7 5 1 . 0 0 0 - . 0 3 0 - . 0 7 9 - . 0 2 7 . 1 9 8 , 0 7 1

c g n l c o m - . 0 8 0 - . 0 3 0 1 . 0 0 0 . 4 4 4 . 1 0 1 , 0 9 6 - , 1 0 3

c h g i i p - . 0 5 2 - . 0 7 9 . 4 4 4 1 . 0 0 0 , 0 0 5 - , 2 3 5 - , 1 9 1

c h g d r a t e - . 3 0 7 - . 0 2 7 . 1 0 1 . 0 0 5 1 . 0 0 0 - . 0 1 3 - . 3 5 9

c h g i n f - . 0 1 1 . 1 9 8 . 0 9 6 - . 2 3 5 - . 0 1 3 1 . 0 0 0 - , 0 1 4

C h g D i n d e x . 8 9 2 , 0 7 1 - . 1 0 3 - . 1 9 1 - . 3 5 9 - . 0 1 4 1 , 0 0 0

S i g .  ( I - t a i l e d ) c h g m c a p . 0 6 1 . 2 4 2 . 3 2 4 . 0 0 3 . 4 6 2 , 0 0 0

c h g d p . 0 6 1 . 3 9 7 . 2 4 5 . 4 0 8 . 0 4 0 , 2 6 6

c h g n l c o m . 2 4 2 , 3 9 7 . 0 0 0 . 1 8 9 . 2 0 1 . 1 8 3

c h g i i p . 3 2 4 . 2 4 5 . 0 0 0 . 4 8 1 . 0 1 8 . 0 4 6

c h g d r a t e . 0 0 3 , 4 0 8 . 1 8 9 . 4 8 1 . 4 5 3 . 0 0 1

c h g i n f . 4 6 2 , 0 4 0 . 2 0 1 . 0 1 8 , 4 5 3 . 4 5 1

c h g D i n d e x . 0 0 0 . 2 6 6 , 1 8 3 . 0 4 6 . 0 0 1 , 4 5 1

N 7 9 7 9 7 9 7 9 7 9 7 9 7 9

U n s l a n d a r d i z e d

C o e f f i c i e n t s

S t a n d a r d i z e d

C o e f f i c i e n t s t S i g . C o l l i n e a r i t y  S t a t i s t i c s

B S t d .  E r r o r B e t a

Oi
u
c

g

u .

>

u
a

" 3
>
c
O)
DO

W

c

■ 2  X

o  —
U

1
( C o n s t a n t ) - 2 6 4 7 . 5 4 8 1 7 2 4 . 4 5 5 - 1 . 5 3 5 . 1 2 9 1 . 9 9 3 t . o o o

1 c h g d p . 0 8 5 . 0 3 6 . 1 1 7 2 . 3 3 2 . 0 2 3 . 9 5 4 1 . 0 4 9 1 . 6 0 0 1 . 1 1 6

c g n l c o m - 8 1 . 6 5 0 7 6 . 5 4 3 - . 0 6 0 - 1 . 0 6 7 . 2 9 0 . 7 4 8 1 . 3 3 6 1 . 1 9 3 1 . 2 9 3

c h g i i p 1 4 0 . 1 1 0 4 9 . 6 8 1 . 1 6 6 2 . 8 2 0 . 0 0 6 . 6 9 2 1 . 4 4 4 1 . 0 1 8 1 , 3 9 9

c h g d r a t e 1 0 5 8 . 9 9 8 1 7 0 8 . 0 9 2 . 0 3 3 . 6 2 0 . 5 3 7 . 8 5 3 1 . 1 7 3 . 6 6 1 1 . 7 3 6

c h g i n f 1 7 8 . 2 8 5 3 8 8 . 6 9 7 . 0 2 4 . 4 5 9 . 6 4 8 . 8 5 5 1 . 1 7 0 . 4 0 8 2 , 2 1 1

c h g D i n d e x 8 3 . 3 4 5 4 . 8 6 1 . 9 2 1 1 7 . 1 4 5 . 0 0 0 . 8 2 6 1 . 2 1 1 , 1 2 9 3 . 9 3 6

a  D e p e n d e n t  V a r i a b l e :  c h g m e a p
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To address the problems, second change or transform ation has been m ade in GDP, and 
model-4 is run.
^{Mcap) = a  + p^A{^GDP),+/3^^^Com),+p,^{nP),+|3,^{Drate),+pi^i!nfl),+p,^(Dindex),

Model - 4

(iv)

The correlation matrix {table 9.44) and coefficient correlation m atrix (table 9.45) do not 
reflect co-movem ent o f  any pair o f  independent variable in model-4.

T ab le  9 .44: C orre la tion s

chqmcap Schgdp chgnlcom chgiip chgdrate chginf chgDindex
c
o chgmcap 1.000 .031 -.082 -.053 -.307 -,011 ,892

Schgdp .031 1.000 -.015 -.270 .142 .460 .011
to chgnlcom -.082 -.015 1.000 .443 .102 ,093 -.104
O
c chgiip -.053 -.270 ,443 1.000 .006 -.237 -.192

chgdrate -.307 .142 .102 .006 1,000 -.013 -.359

CL chginf -.011 .460 .093 -.237 -.013 1,000 -.014
chgDindex .892 .011 -.104 -.192 -,359 -.014 1.000
chgmcap .395 .239 .323 .003 .461 .000
Schgdp .395 .450 .008 .108 .000 .462

_a; chgnlcom .239 .450 .000 .188 .208 .182

'r- chgiip .323 .008 .000 .480 .018 .046

d) chgdrate .003 .108 ,188 .480 .455 ,001
w chginf .461 .000 .208 .018 ,455 ,451

cgmindex .000 .462 .182 .046 .001 ,451

«
chgmcap 78 78 78 78 78 78 78

o Schgdp 78 78 78 78 78 78 78

t cgnlcom 78 78 78 78 78 78 78
UlJD chgiip 78 78 78 78 78 78 78
o chgdrate 78 78 78 78 78 78 78
u
d chginf 78 78 78 78 78 78 78
z chgDindex 78 78 78 78 78 78 78

Model cgmindex Schgdp cgnlcom chgdrate chginf chgiip
1 Correlation

s
cgmindex 1,000 -,047 -.037 .370 .091 ,196

Schgdp -,047 1,000 -.007 -.173 -.422 ,158
cgnlcom -.037 -.007 1.000 -.119 -,208 -.475
chgdrate ,370 -.173 -,119 1.000 ,131 .094
chginf .091 -.422 -.208 ,131 1,000 .221
chgiip ,196 .158 -.475 ,094 .221 1.000

Covarianc
es

cgmindex 25,430 -,021 -14,962 3361.966 200.928 51,522

Schgdp -.021 .008 -.049 -27.998 -16.534 .740
cgnlcom -14.962 -,049 6347.717 17085.021 -7232.352 -1977.150

chgdrate 3361,966 -27.998 17085,021
3244447.7

25
102886,62

9 8851.075

chginf 200.928 -16,534 -7232,352 102886,62
9

190899.86
2 5052.224

chgiip 51,522 ,740 -1977,150 8851.075 5052.224 2730.176
a Dependent Variable: chgmcap
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Collinearity checking in terms o f  critical values o f  both 'tolerance' and 'variance inflation 
factor (VIF) in table 9.45 and 9.46 does not show co-m ovem ent or inter-correlation o f  any 
pair or more o f  independent variables in the model. The D urbin-W atson test also shows 
that values o f  all independent variables are significant (see table 9.47). Both multi- 
collinearity and autocorrelation are addressed in model-4 and thus this model. The adusted 
R Squared is a highly significant in this model that fully satisfies the research hypothesis.

Table 9.46: Coeffidents(a)

Unstandardized
Coefficients

Stand ardiz 
ed

Coefficient
s ^ t Sig. Collinearit' 1 Statistics

B
1

Std. Error Beta Tolerance VIF
(Constant 743.191 918.393 ,809 .421/
Schgdp .078 .090 .051 ,864 ,391 .737 1.357«C- cgnlcom -90,363 79.673 -.066 -1,134 .261 .751 1,332
chgiip 147.436 52.251 .174 2,822 .006 ,676 1,479
chgdrate 819.284 1801.235 ,025 .455 .651 .827 1.209
chginf 191.963 436.921 .026 .439 .662 .730 1,369
cgmindex 83.893 5.043 .928 16.636 ,000 ,828 1,208

a Dependent Variable: chgmcap

Table 9.47: Collinearity Diagnostics(a)

Â odel
Dimensio
n Eigenvalue

Condition
Index Variance Proportions

c
3
lA
C
o

o

CD 8 
1 x :  ■=

w S'

' <D

f  I
D

^  s 
■1 1  
-  1

1 1 1,728 1.000 .00 .10 .06 .14 .00 .09 .02
2 1,494 1.076 .00 .08 .08 .01 .15 .07 .13
3 1,340 1.135 .23 .02 I .10 .02 .10 .03 .11
4 .871 1.409 .57 .01 .07 .03 .16 .14 .00
5 .656 1.623 .14 .02 .12 .00 .33 .07 , .57
6 .514 1.833 .05 .69 .11 .29 ■ .06 .21 ' .00
7 .398 2.083 .01 .08 : ,47 ,50 .20 .39 .17

a Dependent Variable: chgmcap

Table 9.48: Model Summ ary(b)

R
R

Square

Adjusted
R

Square
Std. Error of 
the Estimate Change Statistics

Durbin-
Watson

ffl
E
5  ^

R Square 
Change ,

F
Change dfl df2

Sig.
F

Change
.904

(a) .817 .802 7822.63818 i .817 52.936 6 71 .000 2.108

b Dependent Variable: chgrncap
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M oreover, Ihe Unit root test done under ADF m ethod confirm s the non-stationarity in the 
panel data used in the regression (see table 9.49) and therefore, establishes the model's 
robustness to explain the positive but substantial impact o f  highly significant 
macroeconomic factors on the development process o f  stock m arket in Bangladesh.

Table 9.49: Test for S ta tio n a rity  of Variables - Order of Co-intcgration

V a ria b le s Test for Unit 
Root in

ADF Test 
Statistics

Null
Hypothes 
is (HQ)

Inference Order of 
Co
integration

Variables
Chosen

IIP
Level (4)
1®' Difference (4)

-1.304 
-4.337**

Accepted
Rejected

Non-stationary 
Stationary

I (1) A( lip)

Inflation
Level (4)
1 Difference (4)

-  2.220 
■ 5.887***

Accepted
Rejected

Non-stationary
Stationary

1 ( 1) A(Infl)

Deposit
Rates

Level (4)
1 Difference (4)

- 1.774 
■ 2.956 **

Accepted
Rejected

Non-stationary
Stationary

1 ( 1) A (DeRate)

No. of 
Listed 

Companies

Level (4)
1 Difference (4)

-0.862
■5.718***

Accepted
Rejected

Non-stationary
Stationary

1 ( 1) A (NLcom)

D S E
Index

Level (4) 
r '  Difference (4)

- L189 
■ 3.804***

Accepted
Rejected

Non-stationary
Stationary

1 ( 1) A(DIndex)

GDP
Level (4)
1®* Difference (4) 
2“‘‘Difference

3.03 
- 1.101 

■4.975***

Accepted
Accepted
Rejected

Non-stationary
Non-stationary
Stationary

1(2 ) A (AGDP)

Notes: *** and ** indicate significant at 1% and 5% level of McKinnon critical value.
First bracket of the second column represents the lag length that is considered to this analysis.

9.4.5 Findings and Policy Implications

Capital market in Bangladesh achieved som e institutional depth at the non-securities 
segment; but there had been little instrumental growth even after three decades o f  its 
operations. The securities segment, although going with a m oderately developed legal 
framework, is yet to achieve efficiency and soundness. In its early stage, the securities 
market in Bangladesh was indeed irregular with only one stock exchange- the DSE, the 
prem ier bourse in the country that has started functioning w ithout standardized operational 
methods. It suffered m uch by prevalent fraud and illegal trading that kept investors Irom 
harvesting returns, but turned into a paradise for profiteers. There are still so m any 
underhanded dealings, cheating and swindling, some people’s wrongdoings, including 
stock manipulation, speculation, and the m arket rigging. The capital m arket o f  Bangladesh 
experienced bubbles in its securities segment in 1996. The speculative bubbles harm ed the 
interests o f  investors with small and medium -sized investm ents and brought the 
price/earning ratio (P/E ratio) o f  the stock m arket higher boosting by internal instability, 
weak structure, lack o f  appropriate governance and lower profitability o f  listed companies.

The stock market o f  Bangladesh has become a subject o f  serious debate in academ ic circles 
in recent times. The post-debacle situation o f trading on Dhaka and Chittagong stock
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exchanges indicates conflicts in theories putting an enorm ous im pact on the developm ent 
process and perform ance o f  the whole market. The debacle o f  1996 has obstructed the 
developm ent o f  the country’s stock market. The m arket could not perform  as an important 
way o f increasing social wealth and paying bonafide investors. However, the painstaking 
efforts o f  the few years have made some headw ay in the developm ent process; but the 
capital market continues to suffer at the securities segment.

The empirical analysis made above in this sub-chapter confirm s us about the positive 
contribution o f  m acroeconom ic factors on the stock market developm ent in Bangladesh as 
also found in studies o f Fam a (1970, 1990, 1991), Huang and Kracaw (1984), Chen, Roll, 
and Ross (1986), Pearce and Roley (1988), Fung and Lie (1990), Chen (1991), and W ei and 
W ong (1992), Levine (2003), Beck, Demirguc-Kunt, and Levine (2003) and B eck et 
al.(2001). Most importantly, the analysis found positive relationship o f  GDP with the 
developm ent o f  m arket capitalization.

Although some analysts viewed the stock markets in developing countries as “casinos” and 
argued that they are hardly able to put positive im pact on econom ic growth, there are, 
however, more strong views that stock markets affect overall economic developm ent. Stock 
m arkets m ay affect econom ic activity through the creation o f  liquidity. M any profitable 
investments require a long-term commitment o f  capital, but investors are often reluctant to 
relinquish control o f  their savings for long periods. Liquid equity m arkets m ake investm ent 
less risky-and m ore attractive-because they allow savers to acquire an asset-equity-and to 
sell it quickly and cheaply i f  they need access to their savings or w ant to alter their 
portfolios. At the same time, companies enjoy perm anent access to capital raised through 
equity issues. By facilitating longer-term, more profitable investm ents, liquid markets 
improve the allocation o f  capital and enhance prospects for long-term  econom ic growth. 
Further, by m aking investm ent less risky and more profitable, stock m arket liquidity can 
also lead to more investment. Put succinctly, investors will com e if  they can leave.

There are alternative views about the effect o f  liquidity on long-term  economic growth. 
Some analysts argue that veiy liquid m arkets encourage investor myopia. Because they 
make it easy for dis-satisfied investors to sell quickly, liquid m arkets m ay w eaken investors’ 
com m itm ent and reduce investors’ incentives to exert corporate control by overseeing 
managers and m onitoring firm performance and potential. A ccording to this view, enhanced 
stock m arket liquidity m ay actually hurt economic growth. The em pirical evidence, 
however, strongly supports the belief that greater stock m arket liquidity boosts-or at least 
precedes economic growth.

The em pirical analysis made above reveals am ong other things the significant correlation o f 
GDP with m arket capitalization and other variables. M any studies argue for the positive 
impact o f  stock m arket on economic growth. But the im pact o f  G D P growth on the stock 
market developm ent may be a new finding that requires further investigation to prove it 
empirically. The thesis leaves it for future research,

9.4.6 L im ita tions of the  A nalysis

Changes in structural factors im pact the market perform ance and m arket structure along 
with developm ent potentials. W e observed a num ber o f  such changes in the entire 
financial, particularly in the stock m arket o f  Bangladesh during the 1990s. Nevertheless, 
this study didn’t m ake any investigation to see the degree o f  im pact o f  structural changes.
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The financial system o f  Bangladesh is bank-based and the com m ercial and specialized 
banks play dom inant role both in deposit and credit markets. W ith the bank-led financial 
market, the country has been following a gradual move towards private sector orientation 
since early 1980s. Pursuant to this, promoting a multitude o f  banking and non-bank 
financial institutions (NBFIs) has become an im portant item o f  the country's financial 
market developm ent agenda since the early 1990s. The governm ent has im plem ented a 
financial sector refoim  project in 1990-96 with special concentration on the developm ent of 
the country’s banking system. However, reforms in the financial sector developm ent have 
still been going on. Side by side with the banking reform s, the governm ent enacted the 
Financial Institutions Act, 1993 as a part o f  series o f  overall capital m arket developm ent 
initiatives. This Act allowed entry o f  new non-bank financial institutions in the country’s 
financial market. W ith the same objective, the governm ent adopted and im plemented a 
project named Financial Institutions Development Project in  2001-04 w ith financial 
assistance o f  the W orld Bank. Moreover, a $57 m illion A D B-funded capital m arket 
developm ent project (CM DP) was implemented in 1997. The objectives o f  the project were 
to develop dom estic capital m arket, strengthen and building capacity o f  the Securities and 
Exchange Com m ission (SEC), and pave the way for greater private sector participation in 
merchant banking and mutual fund operations. The Project aim ed at strengthening SEC’s 
market regulation and supervision capacity, developing capital m arket infrastructure, 
modernizing capital m arket support facilities, increasing the supply o f  securities in the 
capital market, and developing institutional sources o f  m edium  and long-term  funds to 
raise the dem and for financial securities.

9.5 Capital Market in Bangladesh -  Non-Securities Segment

As a result o f  these efforts, the non-securities segm ent o f  capital m arket in Bangladesh has 
been strengthened to som e extent with the establishm ent o f  a m entionable num ber o f  non
bank financial institutions (NBFIs), especially leasing com panies during 1980-2002. There 
are now 28 non-bank financial institutions in  Bangladesh w hose ow nership pattern is 
shown in table 9.5.1.

T a b le  9 .5 .1: O w n ersh ip  S tru ctu re  o f

Government Owned 1

Domestic Private Sector 15

Joint Venture 
(Local -  Foreign)

12

Total 28

O f the 28 licensed non-bank financial institutions, 20 work as M erchant bankers & 
portfolio managers, 7 as Issue M anagers and l(one) as both  Issue M anager and 
Underwriters, in addition to their traditional activities. These institutions, in general, are 
engaged in the following areas:

a) Industrial developm ent financing
b) House m ortgage financing
c) Lease financing
d) Project financing
e) Investment financing
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The NBFIs are also allowed to undertake the business o f  investm ent advisory services, 
asset m anagem ent services (open-end and closed-end mutual funds) including housing 
finance within the broader purview o f  the country’s financial system.

The scheduled banks in Bangladesh greatly contribute to the country’s non-securities 
segment o f capital market. The commercial banks and specialized banks (SPBs/DFIs) are 
heavily involved in long-term  lending and their share is still quite larger com pare to capital 
raised through the stock m arkets and institutional investors. The com m ercial banks are also 
involved in investm ent banking. Apart from the aforem entioned 28 non-bank financial 
institutions and 49 scheduled banks, the non-securities segm ent encom passes a state-owned 
investment com pany-the Investm ent Corporation o f  Bangladesh (ICB) and 27 merchant 
bankers. The largest part o f  private sector credit for industry, trade and other economic 
purposes is extended by the banking system in Bangladesh; while in m arket-based financial 
systems, corporate financing is mostly done through the securities m arket. Table 9,5.2 
shows the structural depth o f  banking system in Bangladesh.

T ab le  9 .5 .2 : S tru ctu ra l D ep th  o f  B an k in g  Industrj' in  B a n g la d esh  (as on  3 0  J u n e  2 0 0 4 )
’  (Billion Ik .)

T y p e s  o f  B a n k s N u m b e r N u m b e r

o f

B r a n c h e s

T o t a l

A s s e t s

B i l l i o n

T f c ,

%

T o t a l

D e p o s i t s

B i l l i o n

T k .

%

T o t a l  C r e d i t s

B i l l i o n

T k ,

C r e d i t  -  

D e p o s i t  

R u t i o

%

N a t i o n a l i z e d  C o m m e r c i a l  

B a n k s  ( N C B s )

3 3 8 8 6 8 4 4 0 5 6 8 4 2 3 7 7 4 0 66.37

D o m e s t i c  P r i v a t e  

C o m m e r c i a l  B a n k s  ( D P C B s ) *

3 0 1 5 5 0 168 10 5 1 0 4 4 5 0 8 4 2 99.60

S p e c i a l i z e d  B a n k s  

( S P B s / D F I s )

1 3 2 8 1 2 5 7 5 1 0 5 I I 1 4 0

F o r e i g n  C o m m e r c i a l  B a n k s  

__________________ ( F C B s ) __________________

10 37 7 4 9 4 3 S 4 66 7 9

Total 4 9 6 3 0 3 1725 100 1237 100 1056 100 96.24

* D PC Bs- Domestic Private Commercial Banks includes Islam ic Banks

9.5.1 Performance o f Banks in the Capital Market of Bangladesh

Banks play a key role in the monetary and credit system, as their lending now accounts for 
more than 96% of the total credit market in Bangladesh. Table 9.5.2 reveals the dominance 
o f  nationalized com m ercial banks in the financial m arket o f  Bangladesh. A s on 30 June 
2004, credit m arket in the country is structured as: private com m ercial banks 42%, the 
NCBs (40%) and other financial institutions 18%, O f the total assets o f  banking industry in 
the country, 40 percent belong to 4 NCBs and the rest is lying with other categories o f  
banks: domestic private commercial banks 10 percent, foreign private com m ercial banks 
43% and the specialized banks 7%, In the structure o f  deposit-holdings, the foreign banks 
also shared greater percentage com pare to the domestic private com m ercial banks.

At the non-securities segment o f  the country's capital m arket, the com m ercial and 
specialized banks are m ajor providers o f long-term finance, in addition to their general 
commercial lending activities. Tables 9.5.3 and 9.5.4, annex 6  record and graph 9.5(a) 
shows the credit structure o f  scheduled banks for the period o f  1990-2004.
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Graph 9.5(a): Growth Trend in Bank Credit in Bangladesh
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Tables 9.5.3 and 9.5.4, annex 6  show that a large volum e o f  industiial credit is provided by 
the banking system. G raph 9.5(a) draws the growth trend o f  total, and short and long-term 
industrial credit extended by the banking system. The trend indicates the growth o f demand 
for such credit in the economy. Besides the direct disbursem ent o f  industrial and other 
economic purpose-led short and long-term financing, scheduled banks in Bangladesh also 
extended advances to the m em bers o f the public against collateral security o f  their holdings 
o f  corporate equity shares and debt securities (see table 9.5.5, annex 6 ). Such advances 
rendered remarkable help in increasing the stock m arket liquidity and overall market 
performance. Graph 9.5(b) shows the growth characteristics o f  such advances o f  banks in 
Bangladesh.

Table 9.5.6, annex 6  and the corresponding graph 9.5(b) shows the significant contribution 
o f  banking system in financing the securities market through providing advances against 
stock m arket securities. Such advances given by the banking system  during the period 
1989-2004 were equivalent to significant percentages o f  total m arket capitalization, as 
shown in table 9.5.6, annex 6 .

Graph 9.5(b); Growth in Sceduled Banks Advances Against Shares and
Securities
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Table 9.5.7 also shows that the capital raised through initial public offering o f  shares 
(IPOs) and securities during 1990-2004 is very insignificant com pared to industrial credit 
and the total credit provided by the banking system.

Table 9.5.7(1) reveals a m iserable contribution o f  the country's securities market in 
providing capital to the corporate real and service sectors com pared to both industrial and 
total credit financing provided by the banking system in Bangladesh.

T ab ic  9 .5 .7 ; C o m p a r iso n  o f  Capital Raised th rou gh  S to ck  M a rk et and Bank Credits
(In B illion Tk.)

Financial
Year

Total 
Capital Raised via 

IPOs

Total Industrial 
Credit by 

Banks

IPO Capital as %  
o f  Banks’ Total 
Industrial Credit

1993-94 8 1 1 3  n 7.08

1994-95 12 74 16 .22

1995-96 19 13 7 13 .87

1996-97 6 16 1 3.73

1997-98 4 193 2.07

1998-99 II 2 10 5.24

1999-00 4 229 1.75

2000-01 5 238 2 .10

2 00 1-0 2 5 298 1.68

2002-03 29 3 18 9 .12

2003-04 6 359 1.67

1 1  Y e a rs  A verage 5,702479 69.61983 4.149917
Source: SE C , D SE  and Scheduled Bank Statistics, Bangladesh Bank 

T ab le  9 .S .7 (1) : C ap ita l R aised  through IPO  as Percentage o f  T o ta l B a n k  C red it to Ind u strj'

Years Total 
Capital Raised via 

IPOs

Total 
Bank Credit

Total Capital Raised 
Through IPOs as %  

Total 
Bank Credit

1993-94 8 287 2.79

1994-95 12 205 5.85

1995-96 19 284 6.69

1996-97 6 4 14 1.45

1997-98 4 482 0.83

1998-99 1 1 520 2 .12

1999-00 4 477 0.83

2000-01 5 692 0 .72

200 1-0 2 5 783 0.64

2002-03 29 862 3 .36

2003-04 6 951 0,63

1 1  Years A verage 5 .7 0 2 4 7 9 2 0 3 .9 6 6 9 1 .6 8 5 1 2 4

Investments of Scheduled Banks in Capital Market Securities

Direct investm ent o f  banks in shares and other securities as shown in table 9,5,8, annex 6 is 
significant in term s o f  percentile share o f m arket capitalization. O utstanding advances o f  
scheduled banks against shares and securities am ounted to Taka 7.29 billion at the end o f 
June 04 com pared to Taka 6.87 billion o f end June 2003, G raph 9.5(c) reflects the trends 
in the overall loans and advances by banks to various sectors o f  the economy.
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Graph 9.5(c): Growth of Domestic Bank Credit Market in Bangladesh
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Table 9,5.9, annex 6 presents the performance o f shares o f  scheduled banks in stock market 
during the period 1989-2004. Prices o f shares o f  those banks and financial institutions that 
are enlisted and offered shares to the public perform ed well above the shares and securities 
o f other companies in the secondary market both at DSE and CSE during the reference 
period under review. The percentiles o f shares and securities o f  banks and other financial 
institutions in the total m arket capitalization at DSE during 1990-2004 w ere appealing and 
influencing. This situation again reflects the dominance o f  contributions o f  banking system 
in the capital m arket developm ent o f  Bangladesh.

9.5.2 Performance of Institutional Investors and Non-Bank Financial Institutions

The Investm ent Corporation o f  Bangladesh (ICB), and leasing and the insurance com panies 
mainly form the institutional investors’ niche o f  financial m arket in Bangladesh. Although 
the pension system in the country provides substantial financial supports to the pensioners, 
the pension and provident funds are yet to be institutionalised and allow ed to perform  in 
the capital market. Housing finance market in Bangladesh also plays a crucial role in the 
development o f  house-building and real estate sub-sectors. A n evaluation on the 
performance o f these institutions has been made in the following sub-sections.

9.5.2.1 Investment Corporation of Bangladesh (ICB)

ICB is the pioneer institutional investor in Bangladesh owned by the government. It 
commenced business in 1976. The purpose and objectives o f  setting up the ICB were to 
encourage and broaden the base o f industrial investm ent in the country. O ver time, it has 
diversified its activities and now underwrites issues o f  securities, provides bridge- 
financing, maintains investm ent accounts, floats and m anages closed-end & open-end 
mutual funds, and closed-end unit funds. It also operates in the DSE and CSE as dealer. 
The activities o f  the ICB greatly help the developm ent o f  the country’s capital market.

With the view to diversifying its role and expanding the coverage o f  operations, the ICB 
has been restructured in 2003 with establishm ent o f  three subsidiaries, nam ely (i) ICB 
Capital M anagem ent Ltd (ICML), (ii) ICB Asset M anagem ent Com pany Ltd. (lAM CL) 
and (iii) the ICB Securities Trading Company Ltd. (ISTCL). The capital m anagem ent 
subsidiary ICM L acts as underwriter, issue m anager and provides placem ent services, with 
net investm ent o f  Tk.10.90 m illion in 2003-04. The asset m anagem ent subsidiary lAM CL 
is particularly involved in m anaging mutual funds. It has floated a closed-ended and an
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open-ended mutual fund with net investment o f  Tk.30.80 m illion in 2003-04, whose m arket 
value stood at T k.36.40 million in the same year. The securities trading subsidiary ISTCL 
occupies the position o f largest stockbroker in the country and handled a total am ount o f 
T k .l, 045.50 million in 2003-04, which is 1.97 percent o f  total m arket turnover o f  Tk 
53181.79 million at DSE and 0.03 percent o f GDP in 2003-04. The parent com pany, ICB 
itself transacted in unit certificates worth T k .l86.6 m illion and Tk.207.8 million 
respectively during the financial year 2003-04. The deposits received by the ICB in the 
same year am ounted to Tk.263.1 million and the loans approved in investors’ accounts 
amounted to Tk.287.8 million. The volume o f  securities traded by the ICB in 2003-04 
increased to T k .l2 , 346.60 million from Tk.lO, 443.10 m illion in 2002-03. IC B ’s 
com m itm ent o f investm ent for the financial year2003-04 was Tk.455.1 m illion in the form 
of: (a) direct investm ent (pre-IPO placem ent) in shares Tk.5.0 m illion, (b) debentures 
Tk.207.5 million and (c) preference share Tk.30.0 m illion as against ITc. 154.0 million, 
Tk.25.0 m illion and Tk,7.5 m illion in 2002-03 respectively. Perform ance o f  ICB in both 
securities and non-securities segments o f the country’s capital m arket are shown in table 
9.5). Critical analysis and evaluation show that ICB played a key role in the country’s 
capital market developm ent, in addition to m obilize and re-channeling o f  funds to 
industrial sector development.

9.5.2,2 Performance of Leasing Companies

Non-bank financial institutions (NBFIs), com m only know n as leasing com panies, 
constitute an important part o f  the financial system o f  Bangladesh. It has m entioned above 
that starting from the Industrial Promotion and D evelopm ent C om pany (IPDC) in 1981, the 
NBFIs are now num bered 28, w ho’s paid up capital and reserves stood at T k .l I, 800.00 
million as on 30 June 2004.

Businesses o f  NBFIs are m ostly centred in specific activities o f  leasing and m ortgaging o f 
various items m ainly capital machinery, heavy construction equipm ent, m arine transport, 
generator and boiler, air-conditioning and ice-plants, elevators/lifts, vehicles like luxury 
and mini buses, trucks, cars, pick-up vans, medical equipm ent, tractors/pow er tillers/trailers 
and various types o f  consum er durables. Tables 9.5.10 and 9.5.11, annex 6 shows the 
growth pattern o f  leasing industry in Bangladesh, V alues o f  statistical param eters derived 
from table 9.5.10 and shown in table 9.5.11 (annex 6) reveal the poor average growth rate 
o f 6.73 percent in paid up capital and reserves, and 0.065 percent in outstanding term  loans 
and lease business in 19 years ranging from 1985-86 to 2003-04, The slow growth trends 
in paid up capital expresses the weaknesses in the capital structure o f  leasing companies; 
while the extrem ely lower growth trends in outstanding term loans and lease balances 
reflect insignificant presence and contribution o f  the leasing com panies in the market.

Table 9.5.12 and 9.5.13, annex 6 jointly reflect the growth trend in total lease business o f 
leasing com panies in Bangladesh, Table 9.5.12 exhibits the annual developm ent in total 
lease business. On the hand, table 9.5.13 presents the statistical param etric values o f  lease 
in nominal and real figure for the entire period between 1985-86 and 2003-04,

Both absolute and com ponent wise parametric values support a substantial growth in 
leasing business in the country. But the weak capitahzation and m arket outstanding o f 
long-term loans and leases do not justify the real growth o f  the country’s leasing industry. 
The developm ents in the business m ust be reflected in the developm ent o f  capital structure. 
More outstanding o f  loans and leases in the m arket carry the signal that both supply and 
demand sides are interactive in the finance m arket w ith huge liquidity at com petitive
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prices. Continuous rollover o f funds ensures the robustness in m arket activities. The 
analysis m ade above does not satisfy the condition that the leasing m arket in Bangladesh is 
a vibrant one and inefficient in fund management and price determ ination.

Table 9.5,14, annex 6 apparently demonstrates the sm aller size and thin business 
perform ance o f  the leasing industry in Bangladesh in com parison to other developing and 
higher income countries in South America and Southeast Asia,

9.5.2.3 Performance of Merchant Bankers

The state o f  m erchant banking in the country is quite unsatisfactory because o f  the banks’ 
reluctance to involve in this activity. The SEC has stalled issuing authorization to the 
commercial banks in the country to undertake m erchant banking activity since January
1998 and up to the end o f  2004, forty two banks have received authorization. O f these 
banks, 18 received full-fledged m erchant banking license and the rests were authorized to 
work as Issue M anagers and Underwriters. The m erchant banks were allowed by the 
government as an interm ediary group to develop the capital m arket. But their perform ance 
has been found very depressing. They are yet to establish and follow professional 
standards. In a bid to m ake them interested and stream line their activities, the SEC has 
recently enhanced their annual fees from Taka ten thousand to Taka fifty thousand.

Securities and Exchange Commission (SEC) has allowed the listed private commercial 
banks to conduct m erchant banking through a separate w ing in each bank  instead of 
establishing subsidiaries. They are now allowed to m ake investm ent in their own accounts 
and permitted to invest client's accounts with prior consent o f respective client. As a further 
step towards capital m arket development, the Securities and Exchange C om m ission (SEC) 
has invited the foreign banks operating in the country to do m erchant banking without 
creating a separate entity for same activity as allowed to dom estic private banks.

All efforts, however, failed to bring the banks into m erchant banking. Only 3 banks sought 
and received perm ission from the SEC to undertake m erchant banking. O f them, only the 
Arab Bangladesh Bank Ltd (AB Bank) commenced business in early 2003 by establishing 
a separate merchant banking wing. It gradually expanded its m erchant banking operations 
both in prim ary and secondary markets. The M erchant Banking W ing (M BW ) o f  AB Bank 
has been operating in the following areas:

o Portfolio m anagem ent; 
o Underwriting; 
o Advisory services, and
o Banker to the issue.

Under the portfolio managem ent, AB Bank’s m erchant banking w ing offers tw o years 
Portfolio M anagem ent Schem es namely (a) Investors’ D iscretionary Accounts (IDA), and 
(b) Bank’s Discretionary Account (BOA). In the case o f  IDA, the account holders 
themselves build up their portfolio through choosing from the basket o f  shares having 
strong fundamentals, while incase o f BDA, the AB Bank m anages the portfolio for and on 
behalf o f the portfolio account holders. Table 9.5.15 and 9.5.16 present the m erchant 
banking perform ance o f  the AB Bank Ltd.
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Table 9.5.15: Portfolio Management Operations by AB Bank Merchant Banking Wing

Year

No, of Accounts Deposits 

(Million Taka)

EDA IDA BOA IDA

2003 108 248 147 110

2004 295 875 221 783

Source: Arab Bangladesh Bank Ltd, Merchant Banking Wing

Table 9.5.16: Portfolio Size
(Million Taka)

Types of 

Accounts

Cost Price 
in 

2003

Cost Price 
in 

2004

Total Market Price 
in 

2004

BDA 175 338 689

IDA 272 2213 2551

Total 447 2551 3234

Source: Arab Bangladesh Bank Ltd, Merchant Banking Wing

The underwriting services provided by AB Bank’s m erchant banking w ing (M BW ) seem to 
be significant as shown in table 9.5.17.

Table 8.5.17: Underw riting Performance of AB Bank's Merchant Banking Wing
(Million Taka)

Year of Service Underwriting Amount Underwriting Commission 

Received

2003 112.80 1.420

2004 16.83 0.034

Source: Arab Bangladesh Bank Ltd, Merchant Banking Wing

The merchant banking perform ance o f  the AB Bank Ltd covers around 30 percent o f  total 
market turnover at DSE in 2004. Table 9.5.18 shows the share o f  AB Bank in DSE 
monthly turnover during the year 2004 and graph 9.5(d) draw s the trend.
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Table 9.5.18: AB Bank’s Share in DSE Monthly Market Capitalization (%)
Feb 9.9

Mar 14.95

Apr 14.7

May 14.98

Jun 15

Jul 17

Aug 22.5
Sep 22.4

Oct 26.5
Nov 33
Dec 31.5

Source: Merchant Banking Wing, AB Bank

G r a p h  9 . 5 ( d ) ;  T u r n o v o r o f A B  B a n k ’ s  M e r c h a n t  B a n k i n g  W i n g  A s  
o f  M o n t h l y  T u r n o v e r  a t  D S E - 2  0 0 4

Months

The gradual im provem ent in m erchant banking perform ance o f  Arab Bangladesh Bank Ltd 
indicates the prospects for other banks in this business. Hence, banks larger participation in 
merchant banking m ight stimulate the on going developm ent process capital m arket in 
Bangladesh, particularly the securities segment.

9.5.2.4 Pension F unds

Pension systems are the pillars o f  old-age finance. A lthough the principal objective o f 
pension funds is to ensure income security in old age at a less costly m anner, it has some 
macroeconomic benefits both in quantitative and qualitative terms: positive effects on 
personal savings, capital building, enhanced productivity and ultim ately, prom otion in 
economic growth rate, Through building capital, pension funds put pow erful effects on 
financial market development. On the other hand, growth in pension funds tends to shift the 
financial markets toward a "capital market-based" stage o f  financial developm ent, where 
the functions o f  the financial system may be fulfilled m ore efficiently than in an economy 
dominated by banks. Pension schemes promote a rapid accum ulation o f  long-tem i funds 
through a switch to funding, which increase the supply o f  long-term  funds to capital 
markets and notably improve the resource transfer and allocation perform ance o f  financial 
markets. Such shifts to long-term assets tend to reduce the cost and increase the availability
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o f equity and long-term debt financing to the companies, and hence prom pts the formation 
o f  productive capital.

Funded pension systems in developed countries, with large am ounts o f  assets, are the key 
institutional investors in the capital markets. Sanchez (1998) states that after the 
establishm ent o f a funded pension system, social precautionary savings, as well as national 
savings will increase substantially. So much more m oney will be available for investm ent 
in capital markets. W ang (2001) notes that the pension system  and capital m arket 
development are so closely connected that it is hard to answ er the question: which comes 
first?

Moreover, pension systems accelerate financial innovation in the econom ies and 
increasingly play im portant role in corporate governance developm ent. The developm ent o f 
mortgage bonds, corporate bonds, and public agency bond m arkets in m any countries have 
been largely attributed to pension system development. In recent tim es, the em ergence and 
growth o f venture capital and infrastructure funds in developed and m any developing 
countries have attracted more and more pension investm ent. Furtherm ore, pension 
investment has been the driving force behind the evolution o f  financial derivatives. In 
Germany and Hong Kon^^ pension funds are allowed to m ake alternative investm ents for 
the purpose o f  arbitrage 'fhus the growing role the pension funds play in corporate 
governance may be a big plus in the im provem ent o f  listed com panies and the healthy 
development o f  a securities market.

Wang (2001) further notes that in recent years, pension system s in China, Eastern Europe 
and some Latin Am erican countries went intensive reform s from pay-as-you-go to funded 
systems, where the retirees’ pension benefits come m ainly from their individual accounts, 
not from the contributions o f  the next generations. As a result, pension assets have 
increased dramatically, accounting for an increasing percentage o f  GDP. Because o f  the 
immediate im pact o f  the investm ent performance o f the pension funds on the retirees' 
pension benefits via their investm ent in the capita! m arkets, m any countries are paying 
close attention to the diversification o f  pension investm ents, resulting in the developm ent 
o f domestic capital markets.

A funded pension system, however, requires such preconditions as m arket stability, 
institutional infrastructure, sound commercial banking and com m ercial insurance systems, 
and effective financial regulation, where the investors can m ake greater and diversified 
investment choices with safety and sophisticated instruments. W ithout such preconditions, 
it would be hard to imagine a deepening o f  the pension reform .(V ittas, 1998).

Arbitrage - The purchaae o f  securities on one market fo r  immediate resale on another market in order to 
profit from  a price discrepancy. It is a kind o f  hedged investment meant to capture slight differences in 
price: when there is a difference in the price o f  something on two different m arkets the arbitrageur 
simultaneously buys at the lower price and sells at the higher price. Arbitrage houses do engage in such 
activities, which are financia l institutions. Such firm s look fo r  market inefficiencies and  securities, which they 
feel, are mispriced, and then undertake trades, which allow them to make riskless profits. Arbitrage 
opportunities are often ver)’ difficult to detect, since m ispricings can he very small. Further, arbitrage 
opportunities tend to disappear almost immediately since m arket fo rces act to reverse the opportunity. Given 
these characteristics o f  arbitrage, many arbitrage houses are equipped with very sophisticated com puter 
software and hardware to help them identify potential opportunities and act on them  very quickly. Many 
arbitrage houses also develop comple.x software-driven m athematical models to identify m ispricings and 
market inefficiencies.
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The pension system in Bangladesh is mostly govem m ent-run. The different sources o f 
pension finance are typically divided into three in Bangladesh: (i) a governm ent budget- 
financed mandatory public pillar; (ii) a mandatory, fully funded, publicly regulated and 
supervised, yet privately managed pillar; and (iii) a voluntary, privately managed, fully 
funded pillar.

The Governm ent pension system in Bangladesh is generous relative to in-service 
compensation, while formal private sector employees suffer from inadequate coverage. 
Many old people slip into poverty when they lose their earning ability. Private sector 
companies have no pension obligations to em ployees. A vailable private sector pension 
funds are typically small and largely unregulated. C om panies establish, adm inister, and 
maintain their own funds.

In Bangladesh, the present pension and provident fund system provides com paratively high 
benefits (on the basis o f  low wages) for only 2,6 percent o f  the w orking age population, 
mainly the civil service (ADB, 2002). Bangladesh Railway, and pow er and water 
developm ent boards are other government bodies with large pension schemes. In the civil 
service, pension benefits are over 95 percent o f the last drawn salary. The pension system 
now chiefly consists o f  a one-pillar system for G overnm ent em ployees. The system 
operates on an un-funded pay-as-you-go basis and it im poses an increasing burden on the 
Governm ent’s budget. In 1998, actual pension paym ents w ere Tk7.14 billion {about $140 
million out o f  a $2.5 billion budget) against the budgeted figure o f  Tk6.00 billion. ADB 
(2002) estim ates that cash flow projections made under the budget outlay for pensions and 
commutation o f  pensions will increase to about Tk22.00 billion (S440 m illion equivalent) 
in the fiscal year 2007.

Like m ajor South Asian countries, Bangladesh will experience an  increasing percentage 
and num ber o f people over the age o f  60. In Bangladesh, 5.1 percent or about 6.5 million 
people were in this age bracket in the year 2000, and the percentage is estim ated to rise to
7.4 in 2020 and 12.1 percent to 2040 (ADB, 2000). A n increasing num ber o f  nearing- 
retirement people will need to protect their capacity to secure their earning capacity to 
provide for life after work. The traditional informal m ethods for incom e and old age 
security, such as the extended family system in Bangladesh, are increasingly unable to 
cope. So the institutionalization o f pension funds and their investm ent in capital m arket 
will generate incom es for the retired population in the first hand, while the huge inflow of 
resources due to such investm ent will certainly increase the capital m arker liquidity, 
particularly in the securities market.

Unlike the developed countries as explained above, the G overnm ent o f  Bangladesh 
mandates the placem ent o f  pension funds in Governm ent Savings Certificates, Governm ent 
Defense Savings Certificates, or fixed-term bank deposits. M ore profitable placem ent, for 
example in capital markets, is prohibited. On the other hand, pension system in Bangladesh 
is yet to be institutionalized so that the funds can be channeled to the capital market. A 
conducive and effective pension managem ent and regulatory infrastructure is absent in 
Bangladesh. The central characteristic o f developm ent o f  growth oriented pension system 
is to provide the system with a stable transition to financially sound, operationally efficient, 
and more inclusive pension structure side by side with a legal and regulatory framework, 
sound financial m arket with accompanying m ulti-m odal investm ent avenues for 
individuals, which are short supplied in Bangladesh.

9.5.2.4.1 Pension System in Bangladesh
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The insurance sector is another emerging niche o f  institutional investors' m arket in 
Bangladesh, which is regulated by the Departm ent o f Insurance o f  the M inistry of 
Commerce under the Insurance Act, 1938. After the opening up o f  the m arket for private 
sector entrepreneurs in 1984, the insurance industry has grown rapidly w ith the num ber of 
companies nearly doubling to 64. Two state-owned com panies, the general insurer 
Sadharan Bima Corporation (SBC) and the life insurer Jiban Bima Corporation (JBC), 
products o f the 1973 nationalization, still play an im portant role in the industry. Includm g 
the state-run Shadharan Bima Corporation, 46 com panies provide general insurance and 
including the state-owned Jiban Bima Corporation, 18 com panies provide life insurance 
services. The two large state-owned companies dominate the insurance with about 66 
percent o f  assets o f the industry (ADB, 2003).

Pursuant to the provisions o f  Section 88 o f the Insurance Act 1938, insurance com panies in 
Bangladesh upon com pliance o f  certain rules as laid in Section 95 and other relevant 
sections o f  the same A ct may go for investment in the following manner;

50% in government securities
30% in government or other approved securities, and
20% in other approved investments

Approved areas o f investm ent for the insurance com panies are both preference and 
ordinary shares and debentures o f companies, im movable property in certain town and 
cities, m ortgage loan for im movable property, and current, short and long-term  deposits 
with banks. Although the insurance companies are allowed to play directly in the inter
bank m oney m arket particularly by transacting in governm ent treasury bills, their 
participation in that m arket is still very insignificant.

An analysis has been conducted on the capital m arket perform ance o f  insurance sector in 
Bangladesh by applying variables mainly the investm ent, investm ent and prem ium  
incomes, underwriting profit and total assets. However, the em phasis has been put on the 
investment perform ance that directly impacts the flow o f  funds to the capital market. As 
the private sector-owned general and life insurance com panies are heterogeneous in size 
and structure, and financial wealth, the evaluation is m ade on the perform ance o f  some 
selected first generation companies-11 from general including the SBC and 5 fi'om life 
including the JBC (see table 9.5.19), which have withstand for long in the m arket and 
thought to be representative o f  the whole insurance sector. The evaluation covers the period 
1996-2004.

Table 9.5.19: Selected General and Life Insurance Companies reviewed

9.5.3 Capital Market Performance of Insurance Sector

A  -G en era l Insurance 
C om panies

Established
on

B -L ife  Insurance 
C om panies

Established
on

1. Sadharan Biina Corporation
2. Bangladesh General Insurance
3. Peoples Insurance
4. United Insurance.
5. Green Delta Insurance
6. Pragati Insurance
7. Eastern Insurance
8. Eastland Insurance.
9. Kam apliuly Insurance
10. Janata Insurance
1 1 .  Phoenix Insurance

H -0 5 -19 7 3
29-07-1985 
15 -10 -19 8 5
24-10 -19 8 5  
15-07-1986  
2 2 - 11- 19 8 6
2 5 - 11- 19 8 6
3 0 -11- 19 8 6  
0 1- 12 - 19 8 6  
17 - 1 1 - 19 8 7  
3 0 - 1 1 - 19 8 7

Jiban B im a Corporation 
National L ife  Insurance 
Delta L ife  Insurance 
Meghna L ife  Insurance 
Homeland L ife  Insurance

14 -0 4 -19 73  
23-04-1985 
2 7 - 1 1 - 19 8 6  
0 1-0 6 -19 9 6
15-09 -19 9 6

Source: Compiled from annual reports o f  the companies

235

Dhaka University Institutional Repository



Tables 9.5.19(a) and (b), annex 6 respectively reveal the changes and developm ents in all 
o f  the aforem entioned variables o f selected private general insurance com panies and the 
SBC in a com bined manner. Table 9.5.19(c), annex 6 exclusively presents the similar 
performance o f  the private-owned general insurance com panies (10) during 1996-2004.

On the other hand, the same changing situations in the perform ance o f  selected private 
sector-run life insurance com panies (4) and the state-run JBC have been reflected in table 
9.5.19(d), annex 6, while the exclusive perform ance o f  JBC has been drawn in table 
8.5.19(e), annex 6. Table 9.5.19(f), annex 6 separately shows the perform ance o f the 
selected private life insurance companies. Table 9.5.19(g), annex 6 and graph 9.5(e) expose 
the percentile equivalence o f  com bined investment perform ance o f  selected private general 
and life insurance, and table 9.5.19(h), annex 6 and graph 9.5(f) dem onstrate the same of 
the selected private and public general and life insurance com panies (both public and 
private) to GDP.

Graph 9.5(e): Combined Investment Volume of Private Sector General and 
Life Insurance Companies During 1996-2004 and Its Comparative Trend 

with GDP Growth
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The total investm ents and investm ent in shares and debentures o f  Shadharan Bima 
Corporation and 10 selected private sector-owned general insurance com panies have 
increased during 1996-2004, the period under review w ith only a slight variations in 1999 
and 2004 [see table 9.5.19(a), annex 6]. It can be seen in the table that investm ent income 
o f this group o f  insurance companies was greater than their underw riting profit, but below 
the premium income. Developm ent o f  total assets o f  the general insurance com panies has 
also continued to grow during the entire period. Shadharan Bima Corporation, the leading 
state-owned general insurer, has also recorded growth in its asset accum ulation, investment 
and premium income and underwriting profit despite its m arket share in business has been 
reduced due to inter\'ention o f  private insurance com panies [see 9.5.19(b), annex 6], As 
shown in table 9.5.19(c), annex 6, private-owned general insurance com panies registered 
improvements in all respect, e.g., total investment, investm ent and prem ium  income, 
underwriting profit and total assets. The perform ance o f  private sector owned insurance 
companies m ay be more if  they are allowed fi-ee access to the business, w hich is now 
constrained by partial reservation o f  market share for Shadharan Bim a Corporation.

Similar situation has also been prevailed in case o f  life insurance com panies as shown in 
tables 9.5.19(d) and 9.5.19(e), annex 6. The life insurers have continued to grow in the 
context o f  increased assets, investm ent and investm ent incom es, building life fund and 
premium incomes. But the share o f  state-run Jiban Bim a C orporation was m uch greater 
over the private sector-run life insurers [see table 9.5.19(f), annex 6].
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Table 9.5.19(g), annex 6 dem onstrates the overall investm ent perform ance o f  the selected 
private general and life insurers in comparison to the GDP at current m arket price during 
1996-2004. Although the insurance sector has recorded a rem arkable growth pattern, its 
contribution to capital m arket strengthening is yet to be significant as shown in table 
9.5.19(g) as percentile share o f  GDP. Table 9.5.19(h), annex 6 and graph 9.5(f) expose the 
overall investment perform ance o f the selected general and life insurance com panies. The 
volume o f  investm ent o f these firms did not reach even V2 percent o f  GDP, which reflects 
the sector’s poor contribution to the developm ent o f  the country’s capital market.

Graph 9.5(f):Total Investment by Both Selected General and Life 
Insurance Companies {Public and Private) and GDP
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9.5.4 Equity Entrepreneurship Fund (EEF): Contributions to Capital Flow

The Equity and Entrepreneurship Fund (EEF), launched in 2001 by the Bangladesh Bank to 
finance innovative agro-based and information technology (IT) projects, has disbursed 
T kl.68 billion as equity fund, A total o f 179 projects W orthing Tk.6.73 billion were 
approved where total investm ent was T kl7 .26  billion. D uring the first h a lf o f  FY2004-05 
some 64 projects (58 agro-based and 6 IT) received financing o f  T k.7.00 billion. The list o f  
EEF’s targeted projects include various sub-sectors like poultry, fish feed, m ilk processing, 
potato flex, fruit processing, m eat processing and ostrich bird hatchery. D uring the initial 
phase, agro-based food processing and IT was targeted, but the strict regulations, 
cumbersome approval and disbursem ent procedures could not m ake its w ay out. Table 
8.5.20 shows the activity scenario o f  the EEF.

T a b le  9 .5 .2 0 ; F und  D isb u rsed  by  E E F  (In billion Taka)

Year No of Project Project size Allocated Disbursed
2001-02 2 0.22 NA NA
2002-03 81 2.51 0.97 0.41
2003-04 12 10.07 3.76 510

In spite o f sm aller in am ount, the EEF added some extra pulse to the institutional investors 
market in Bangladesh.
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9.5.S Housing Finance in Bangladesh: Performance, Problems and Prospects

9.5.5.1 An Overview

Housing finance sector in Bangladesh has been facing m ajor problem s since long. W ith a 
very low GNP per capita per year ($250), very high population densities (over 750 persons 
per square kilom eter in urban areas), and a high percentile growth in population, living 
condition o f  the people is not very satisfactory. A pproxim ately 77 percent o f  urban 
dwellings and over 98 percent o f the rural ones are temporary. O vercrow ding and minimal 
or no infrastructural support services have aggravated the problem s. The situation has not 
improved significantly over the past decades.

The residential housing sector o f Bangladesh is characterized by a three-tier market. 
Households with the highest disposable income are able to afford high quality housing in 
fully serviced neighbourhoods to utilize bank financing or specialized housing finance 
institutions. This group represents less than 3 percent o f  the housing m arket (ADB, 2000). 
The second tier is the relatively narrow stratum o f  m iddle-incom e households that are the 
main users o f  specialized housing financial institutions such as the Bangladesh House 
Building Finance Corporation (BHBFC). This group is the m ajor beneficiary o f  available 
public subsidies and is com posed predominantly o f  public servants and w age/salaiy earners 
o f  large private com panies and public sector corporafions. It represents 12-15 percent o f 
the housing market. The third and largest o f the tiers is the low -incom e households, for 
which housing is provided largely by the private sector, often under illegal and 
unsatisfactory site conditions. Their access to loan m arket is lim ited. Table 9.5.21 reflects 
the com parative profile o f  urban population with some neighbouring countries.

Table 9.5.21: Urban Population Profile

Country Urban Population *AnnuaI Growth 
Rate o f  Urban 
Population

U rban Population in 
Poverty

Bangladesh 25% 3.7% 37%
India 28% 2.7% 31%

Nepal 12% 4.9% 23%
Sri Lanka 24% 3.1% 25%

♦Estimates for the period 2000-2015
Source; Urban Fact Sheets, USAID

It is estimated that close to half o f all housing units in B angladesh are m ade o f  tem porary 
materials. ADB (2003) estim ates the requirements for housing in urban areas from 300,000 
to 550,000 units annually for the fifteen-year period betw een 2000 and 2015. The main 
constraint to housing production is the high cost o f  land in relation to incomes, particularly 
in urban areas. The gap between income and housing prices has som e m ajor consequences; 
i) developm ents o f moderate income households in urban areas since m ost em ploym ent 
opportunities are still located in inner city areas, ii) a sm all proportion o f  all required 
houses is built only in the formal sector, iii) high land prices in urban areas cause m ulti
family units to becom e the predominant house-type.

In rural and informal urban areas, incremental single-fam ily house-construction is the 
prevalent way o f  house building. The lack o f  housing finance and limited access to 
available financing opportunities sharpened throughout the country. The private real estate 
sector has shown interest in building houses for m iddle-incom e households, which have
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been under-served until now mostly because o f high costs o f  construction materials in 
addition to higher land prices. NGOs are implementing plans for the developm ent o f new 
lower income housing projects for low-income group population o f  rural and peri-urban 
areas. But without access to finance, their move to a dow n-m arket in the formal housing 
sector is virtually difficult.

Inefficiencies in the public sector housing in Bangladesh have been com pounded by a 
number o f  reasons: (i) a m ultitude o f  authorities involved in both land and housing, leading 
to uncoordinated and disjointed approaches; (ii) the uncertain title to lands; (iii) lim ited and 
restricted access to housing finance from formal lending institutions; (iv) very low  rate o f 
loan recovery in the public sector; and (v) constraints in m aintenance o f  infrastructure to 
service the housing stock.

Centre for Policy Dialogue (2003) notes that financial interm ediation in the housing sector 
is not found adequate because o f  high interest rates and lim ited sources o f  funds, which is 
applicable both for financing o f  the developers and the purchasers. The state-owned 
Bangladesh House Building Finance Corporation (BHBFC) is burdened with bad loans, 
and loan disbursem ent tends to become lower in recent years and thereby constrained by 
lower recovery and lack o f  fresh funds. The BHBFC finances its loanable funds through 
government allocations and borrowing from the Bangladesh Bank, thus constrained with 
shortage o f  own resources. Delta-BRAC Housing came into this m arket as private-NGO 
collaboration, but their interest rates are as high as 16 per cent, w hich is higher than even 
that o f the HBFC by one per cent.

CPD (2003) further notes that the m ost critical issue is financing the purchase o f houses. 
The interest rate is so high that it is extremely difficult for a purchaser to pay the 
installments o f  the loan from the rental income. In m any cases their projections go wrong 
because there are instances when the apartments rem ain vacant for months. Unless they 
have some additional capacity to repay the loan, they becom e defaulter and it becomes 
difficult for the financing organizations to manage the loan. The specialized organizations 
which finance the housing sector have nothing to do w ith it, as they are borrow ing from the 
banking sector at a 13 to 13.5 per cent rate o f interest on an average. A s per the banking 
laws o f  the country, they cannot secure any deposit fund if  its m aturity is less than one 
year. Thus these institutions are dependent mostly on borrow ed funds from the banking 
system.

On the other hand, both demand and supply sides o f  housing m arket in Bangladesh are 
heavily constrained by a num ber o f  market failures such as (i) ineffective private property 
rights and expensive rights transfers, (ii) ineffective system s o f  recording ownership, (iii) 
under-investm ent in key service infrastructure, (iv) governm ent m onopolies in the 
availability o f  land and building materials, and (v) inability o f  public agencies to provide 
local services such as waste disposal and security. The developm ent o f  building industry is 
further constrained by limited entry o f  small firms because o f  regulatory restrictions, 
restrictions on the import o f  building materials, and limited access to latest building 
technology and appropriate techniques for low-cost construction.

Due to afore-explained constraints, trends in the output o f  housing business were also not 
impressive com pared to the trends o f  investment in this sector. D uring the peak years o f  the 
early 1990s, developers built over 3,000 apartm ent units every year. In 2002-03, around 
2000 units were built, w hich indicates a decline in output by m ore than 30 per cent. Besides 
the general consequences, this slump leads to delayed delivery o f  apartm ents by an average
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o f six months. The sluggish state o f  housing is also a consequence o f the global economic 
downslide and recession, and the poor law and order-prone adverse situation in 
Bangladesh. In addition to these, the uncertainty created by the incidence o f  9/11 o f  2001 
(bombing on the Tw in-Tow er in America) seriously affected the international migrant 
workers including the Bangladeshi expatriates, specially due to restrictions and 
unprecedented but close m onitoring by the host country authorities on sending their hard- 
earned foreign exchange to the home country.

Unlike other Aslan countries, the overall size o f  the capital m arket in Bangladesh in 
particular and the financial market in general remains sm aller relative to  GDP. There are 
also critical weaknesses related to poor economic and financial m anagem ent practices. The 
housing sector in the country, which is highly financing dependent, is acutely affected by 
such market weaknesses and inefficiencies.

Along with the sub-optim al perform ance o f the capital m arket, the housing finance system 
in Bangladesh is underdeveloped and highly segmented. The formal mortgage finance 
system is sm aller com pared to new housing constructions, w hich only serves the highest 
income groups - households with incomes above Tk.25, 000 per m onth. Formal financing 
is restricted to selected high-incom e housing sub-m arkets in m ajor cities. The formal 
housing system again suffers from weak underwriting and inefficient loan adm inistration 
and risk m anagem ent practices and a segregated structure that provide advantages to the 
government owned BHBFC, which operates in the same higher incom e market. The 
emerging specialized private housing finance institutions (HFIs) shed som e hopes for a 
more healthy developm ent o f the mortgage market. However, these HFI are facing 
difficulty in m obilizing adequate resources because o f  slow m otion in financial market 
development, weak banking system and sharp com petition with governm ent savings 
schemes. The banking system is heavily troubled by bad and non-perform ing debts and is 
hardly able to provide wholesale or individual long-term  funds at an efficient rate for 
housing purposes. The interest rates for fixed rate m ortgages vary fi-om 13 to 16.5 percent 
for periods o f 10 to 15 years, which is the outcome o f  w eak structure and perform ance o f 
the domestic financial markets.

At the informal front, non-collateral-based credits for house construction are providing by 
three o f the four large micro-fm ance institutions in B angladesh (G ram een Bank, BRAC 
and Proshika). The recipients get loans from these institutions on the basis o f  membership 
in the lending program s o f  those institutions and a track record o f  repaym ents o f  previous 
loans. Housing loans form only a small part o f  the total loan portfolio o f  MFIs 
(approximately 2-3 percent) and are available to only the rural landless borrowers, m ostly 
women. A total num ber o f  700,000 housing loans have been extended by the M FIs since 
the inception o f  the program s in two phases in the 1970s and 1980s. Such housing loans 
carry flat interest rates ranging from 5 to 10 percent. The term varies from 6 years for 
Proshika to 15 years with the Grameen Bank. Simple application and approval procedures 
are followed and assistances are provided with the design and purchase o f  cheap and 
appropriate building materials.

An important, but less exposed source o f  housing finance in B angladesh is staff housing 
loans. Many governm ent and semi-government institutions provide housing advances to 
their staff-m em bers for building residential houses. The public and dom estic private sector 
banks also provide such housing loans. O f the one m illion approxim ated num ber of 
government em ployees in the country, about 60 percent has availed the staff house
building loan facilities from their employers (M arja, 1998).
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The m ajor financing organizations for housing in Bangladesh are the HBFC and the 
commercial banks while financing by other organizations like D elta-BRAC, National 
Housing and micro credit lenders are insignificant. The trend in housing finance extended 
by the country's banking system is presented in table 9.5.21(a), annex 6, and graphs 9.5(g) 
and 9.5((h). The figures and graph expresses that the situations o f  housing finance made 
by banks in term s o f  GDP were insignificant except the year 1996 when such financing 
was over Tk.90 billion or 5.42 per cent o f  GDP.

9.5.S.2 State of Housing Finance Market in Bangladesh

Graph 9.5(g): Growth In Housing Finance by the Banking System
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Table 9.5.21(b) shows the com parative position o f  volum es o f  housing loans provided by 
the BHBFC and other financial institutions with banks during 1990-2004. It is again 
important to observe that banks are still the m ajor financiers o f  housing sector in the 
country.
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Table 9.5.21(b): Outstanding Housing Finance of BHBFC and Other Financial

Years Institutions 2002 2003 2004

H BFC 28,90 29.20 28.80

Delta-Brac Housing 2,20 3.00 3.40

National Housing 0.80 1.00 1.30

Other Financial Institutions 0.50 0.70 1.00

Sub-total 32.40 33.90 34.50

Housing Financc by Banks 40.95 43.24 44.36

G ran d  T otal 73.35 7 7 .14 78.86

Source: Bangladesh Bank and BH B FC , Annual Reports o f  the years concerned

The government has been pursuing a funded rural housing program  titled ‘Grihayan 
T ahbir through N G O s since 1998. The NGOs receive low rate funds from "Grihayan 
Tahbil" {housing fund) and m ake onward lending to the rural poor for building kancha and 
semi-pacca residential houses. Financing the program  has been suspended several times 
due to non-release or non-availability o f  funds. However, the Tahbil has disbursed a total 
o f  Tk.890.00 m illion during the period o f its beginning in 2001 to end June 2004 (see table 
9.5.21(c).

Table 9.5.21(c): Housing Finance Disbursed through Grihayan Tahabil

Year Am ount D isbursed

(M illion Taka)

2001-02 340

2002-03 350

2003-04 200

Total 890

Source: Bangladesh Bank

9.5.S.3 Policy Implications

(a) Industry Development

The state o f  housing finance exam ined above necessitates strengthening o f  the institutional 
and financial capabilities o f  the various housing sector agencies and developm ent o f 
housing finance market. This could be done through (i) restructuring the existing housing 
finance institutions, (ii) m obilizing and channeling the resources o f  the private sector, and
(iii) designing and implementing effective low-income housing program s. To determ ine the 
financial requirem ents for the country’s housing developm ent, realistic attem pts to be made 
to (i) assess the size o f  housing sector, including the estim ation o f  shelter requirem ents and 
housing dem and/supply characteristics, (ii) identify and m easure the depth o f  existing 
housing constraints; (iii) assess the strength and capability o f  the various sectoral 
institutions involved with housing and identify ways to im prove their perform ance; (iv) 
assess the financial strength o f  the institutions involved in housing finance; (v) detail
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review o f  land tenure, land use planning and building laws for m aking standards and 
service planning, (vi) plan for urban land m anagement; and (vn) developm ent ot sector 
strategy and program  proposals, including new m easures for m obihzm g resources.

One o f the challenges that the housing finance sector in Bangladesh is now facing is the 
narrowing o f the excessive gap in access to housing credit by m inim izing the shortages ot 
financial resources. A  number o f  strategies m ay be effective. First, m creasing the num ber 
o f  households that have access to formal construction and m o rtg a g e  finance to build or 
purchase a home in the formal urban housing sector. Second, extending credit ^  Jow et- 
income urban households that already own a house in the inform al sector or could, with 
special assistance, acquire an apartm ent or plot but would not qualify for formal m o rtg a p  
programs. Thirdly, enhancing and expanding rural housing lending program s by 
government sponsored institutions.

For a down-m arket expansion o f formal mortgage lending for housing, follow ing reform s 
seems to be supportive;

(iv) changing the Trust laws and Insurance Act in order to allow long-term investors to 
participate more freely in the housing finance sector;

( V )  assisting the development of a debt market that would facilitate the hnk beUveen
housing finance institutions and long-term investors;

(vi) encouraging the larger and professionally run MFls to enhance their low cost 
housing programs in order to support the emerging housing finance sector and its 
move towards middle-income lending with a rationalized rate o f interest;

(vii) stimulating foreign investment in, and foreign lending and guarantees to tlie new 
housing finance instimtions (HFIs) by carefully selected parties;

(viii) declaring the housing as a thrust sector and adopting a national housing policy 
pragmatically adherent to the problems of the sector;

(ix) introducing govemment backed housing bonds through the securities market wi 
the qualification of secondary or after-market trading in order to stimulate the 
inflow of funds in the housing finance market, which in turn, will contribute to the
development of the country's capital market;

(x) enhancing the financial strength and management capability of the BHBFC to 
change to an efficient and innovative middle and lower-income mortgage lender;

(xi) adjusting the BHBFC’s borrowing/debt raising privileges in order to discourage Us 
competition with the newly developing private HFIs for the same customers;

(xii) patronizing the development of housmg mortgage market and increasing access to 
formal mortgage finance by middle-income households;

(xiii) introducing alternative subsidiary instruments for the under-served lower and 
middle-income households in specific housing markets;

(xiv) decreasing the administrative costs related to mortgage lending;
(xv) improving the efficiency of the primary mortgage market;
(xvi) adopting in state-of-the-art mortgage lending and servicmg operations and 

technologies and imparting training to those actively involved in changing the
mortgage industry in the country; . -, ,

(xvii) improving the regulatory system for new HFIs which is now divided among 
various agencies, none of which have experience with mortgage lending operations
and risks management;

(xviii) expanding and improving the sustainability of micro-finance housmg programs;
(xix) assessing housing quality and location for disaster vulnerability;
(XX) a n a ly z in g  len d in g  options w ith  jo in t  land  o w n ersh ip  fo rm s fo r lo w -in co m e  urban 

h o u sin g  p ro je c ts ;
(xxi) establishing more professional micro- finance and mortgage lending conditions, 

procedures and instmments for urban housing; and
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(xxii) creating an apex funding and monitoring window for housing finance. Such a fund 
should have the capacity to carefully monitor the housing loan programs 
implemented by participating HFIs and MFIs and provide technical assistance in 
the specialized field of housing lending where necessary.

The weak formal financial sector in the country is m eeting only 5 percent o f  the m arket’s 
large demand for housing finance. The government can m ake the housing sector more 
capable and efficiently functioning by establishing a new set o f  hom e m ortgage banks. It 
will originate new mortgages and, over time, issue local currency m ortgage-backed 
securities that will make new and existing hom es more affordable to lower income 
families. Increased role o f  non-bank financial institutions in housing finance can be a 
catalyst for much needed capital market development in the country.

(b) Exploring Economic Benefits of Housing Industry
It is important to have a developed housing sector that w ill have significant contribution to 
the economy in terms o f  em ploym ent generation, accrual o f  investm ent, contribution to 
exchequer, output trends and linkage. By proper state-policy patronization, it is possible to 
reap even the direct benefits o f housing m arket for economic developm ent o f  the country in 
addition to its contributions in capital m arket development.

The housing sector is at present creating em ploym ent for about 10 lakh people who are 
directly or indirectly involved in the sector. A ccording to the LFS, 2.1 per cent o f the 
labour force was engaged in construction in 1999-2000, w hereas the figure w as 1.8 per cent 
for 1995-1996. These figures include workers engaged in brick chipping and working m 
delivery trucks to architects, engineers and entrepreneurs. Some 5,000 engineers and 6,000 
managem ent staff are engaged in this sector.

Recent inform ation concerning investment In the housing sector shows steady grow th both 
in absolute terms and as a percentage o f total private investm ent and GDP. Private 
investment in housing and construction has m ore than doubled from Tk.7 billion to Tk. 15.9 
billion during the Fourth Five Year Plan period (1994-1999). The proportion o f  investment 
in housing and construction in GDP increased from 3.4 percent in FY 1997 to 4.1 percent 
in 1999. During the first three years o f  the Fifth Five Y ear Plan period the average annual 
investm ent in housing and construction was Tk.7.6420 billions. Private investm ent in 
housing and construction in total private investment in the econom y in the period betw een 
1997 and 1999 was 47.3 per cent, while the planned target figure for the share was 16.35 
per cent for this period.

The contribution o f  the real estate sector to the exchequer is substantial revenues o f  various 
forms, such as VAT, registration fees and utility connection fees generated in the real estate 
sector am ount to about Tk.360 millions per year. The real estate sector has also made 
substantial contributions to the growth o f  a host o f  backward and forw ard linkage sectors, 
which include paints, ceram ics, aluminium, furniture, consultancy and m any others.

However, the housing finance and the housing industry related problem s are to be 
addressed more effectively. H ousing policies m ust consider the causes rather than the 
symptoms o f  policy failures. Stronger and more effective enabling strategies m ust be 
developed by the public sector to allow housing m arkets for the various tiers to leverage 
the activities o f  the private sector.
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9.5.6 F indings and  Policy Im plications 
a) F indings

The institutional investors market in Bangladesh is very thin in structure and small in size, 
featured with small real investment activities. Except the state-ow ned ICB, investment 
performance o f leasing, insurance and pension funds is very negligible. In addition to small 
asset-holdings, these institutions are constrained to invest in the capital m arket by 
regulatory impositions. The merchant banking did not flourish due to non-inclination o f 
banks to involve in such activities.

As m entioned in sub-section 9.5.2 earlier, the NBFIs and other institutional investors in 
developed, even in many developing countries are largely involved in industrial 
developm ent financing, house mortgage financing, lease financing, project financing, 
investment financing and m any more. Compared to those, N BFIs in Bangladesh are far 
behind and going on with som e selected traditional activities.

The activities o f  non-bank financial institutions in Bangladesh in reality are not pro-capital 
generation- These institutions are financial interm ediaries having no scope o f  creating 
credit money in the economy unlike the deposit money banks (DM Bs); their activities only 
provide the financial markets with expansion o f m arket size and help expediting allocation 
o f investible funds. These institutions fund them m ostly by  borrow ing from the banking 
system.
Insurance sector in Bangladesh is often dominated by  state-owned entities. There is only 
one foreign company, whose investm ent in local capital m arket is extrem ely little. The 
private sector-run general and life insurance com panies are characterized by inadequate 
capital, high operating costs, lim ited product iimovation, low er investm ent returns, lose 
ontrol over brokers, high levels o f receivables, extensive fraud and m any other m is
dealings.

Regulation and supervision o f  pension and insurance in Bangladesh are extrem ely weak, 
putting participants in uncertainty and retarding the m obilization o f  long-term  savings. The 
Ministry o f  Com merce oversees the insurance industry through its D epartm ent o f  Insurance 
(DOI), where the staff m em bers hardly possess an industry background or formal training 
in insurance or actuarial matters, DOI also suffers from deficiencies in organization, 
policies and procedures, and lack o f computerization. Consequently, it is unable to 
effectively enforce existing insurance laws and regulations.

Bangladesh’s rudim entary pension system and insurance sector offer a constrained set o f  
interventions. The present pension and insurance schemes cover only a sm all percentage o f 
the population without paying due justice to the increasing need for old-age and income 
security. U ltimately, a m andatory second-pillar schem e requires a trustw orthy legal, 
regulatory, and supervisory environment. Such legal and institutional environm ent does not 
exist at present in Bangladesh. Pension fxmds are prohibited to invest in securities market, 
while the securities market investment by insurance com panies are constrained by ceilings 
imposed by regulator and the concerned legislation.

(b) Policy Im plications
The government should prepare for legal and institutional strengthening o f  pension and 
insurance in the country. Transition to a m andatory, supervised, and regulated second pillar 
will lead to new  opportunities for long-term domestic debt markets. D eepened long-term 
m arkets will benefit from well-m anaged and regulated institutional investors in the 
insurance and pension sectors. Professionally m anaged private pension funds will enable 
companies to attract and retain better employees.

245

Dhaka University Institutional Repository



To establish an efficient pension fund and an insurance system  in the country, rigorous 
reforms need to be done. For the development o f  the country's insurance sector, several 
issues need to be placed at the top o f the reform agenda: (1) To strengthen their capital 
bases by listing initially, at least, domestically so that they are more capable o f  
w ithstanding the risks; (2) To allow and facilitate the insurance com panies to invest in a 
wide range o f  financial instruments and to build up their own asset m anagem ent teams, 
and, (3) To encourage insurance companies to expand a m arket-oriented basis so that their 
competitiveness is quickly increased and their services cover larger population,

For strengthening o f the structure o f pension and insurance system s and increasing liquidity 
in the capital market, following measures may me considered:

(i) Establishing and strengtliening of the legal framework and building institutional 
capacity to regulate and supervise the insurance and pension sectors;

(ii) Setting in place the necessary components leading to the development of a multi-pillar 
pension system;

(iii) Reviewing and modernizing all insurance and pension legislation and regulations, and 
draft model acts, amendments, and regulation necessary to create a full-fledged 
regulator/supervisor;

(iv) Appointing a competent regulator/supervisor with ample oversight and enforcement 
authority and capacity;

(v) Allowing entry to responsible ftmd and invesmient management companies in the 
pension fiind system;

(vi) Ensuring employee pension rights and considering the establislunent of a single 
regulator/supervisor for the insurance and pension sectors;

(vii) Developing options for partial or full migration to such schemes by the private sector, 
public enterprise, public authority, and Government employees;

(viii) Formulating and providing the basis for fund investment guidelines, gauge additional 
net returns and risks under the investment guidelines, and estimate ftinds available to 
domestic equity and long-term debt markets;

(ix) Reviewing the Insurance Act (1938), identifying constraints or weaknesses in the act, 
which hinder the functioning and sustainability o f an effective regulatory system or the 
effective operation of the insurance market; and propose appropriate amendments;

(x) Considering the above findings, setting a suitable governance structure and prepare the 
corporate plan for the insurance regulator, with tlie view to having one combined 
insurance and pension regulator;

(xi) Detailing the condition for foreign direct investment in tlie insurance sector, and related 
transfer of know-how;

(xii) Analyzing the possibility of extending insurance schemes to larger groups of regular 
and even casual workers. This may involve collecting data on employment, income, 
and expenditure situation of non-covered groups; and

(xiii) Detailing possible solutions for up-scaling micro-insurance schemes or similai' 
schemes. Prepare an investment plan; this will relate among others to monitoring and 
regulation, risk diversification, and re-insurance.

It is to mention further that banks and other financial institutions are the drivers o f  the 
financial industry; they provide the real sector industries and other sub-sectors o f  the 
services industry including the financial sector itself with financing facility and other allied 
services. Nevertheless, their role should be properly defined and well directed. It is 
observed that non-bank financial institutions have been creating unbalanced growth 
because their business has been overly concentrated to a few areas like housing finance, car 
leasing, consum er financing, etc. They should throw focus on the lending in sm all and 
medium enterprises (SM Es) for short and medium term s. Investm ent banks should focus on
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the equity and debt financing for long-term ventures. M ore im portantly, investment 
advisory and asset m anagem ent companies need to be established to increase the supply o f 
above stated services. Instead o f  providing direct lease financing, the leasing companies 
should prom ote the operating lease, which would have positive im pact in the process o f 
capital market developm ent in Bangladesh.

It is an established wisdom that the institutional investors greatly bring dynamism in the 
financial markets. To patronize the promotion o f  the institutional investors’ m arket m 
Bangladesh, three preconditions need to be fulfilled, which would allow even a country 
lacking all the essential elem ents o f a well-developed financial system. These include: a 
strong, long-term and persistent government com m itm ent to im plem ent a successful 
pension reform ; introduction o f  effective arrangements for the safe custody o f  pension fimd 
assets (to prevent theft and m isuse o f assets) and free access to foreign expertise. These 
preconditions are not easy to fulfill. The first im plies a holistic approach to economic 
reforms and a willingness to proceed with banking, insurance and capital m arket as well as 
macroeconomic and fiscal reforms. It also implies that successive governm ents even if  they 
come from different political parties should be com m itted to  the success o f  pension 
reforms. Such reform s can be accompanied by undertaking o f  system ic pension reforms 
with a com pulsory fiilly funded pillar in the absence o f  w ell-developed securities markets. 
The second option may be tax incentives for the voluntary creation o f  funded pension 
schemes.

A country that lacks all the fundamental elem ents o f  a well functioning financial system: 
no solvent banks and insurance companies; no m utual funds and securities m arket for 
bonds and equities; no long-term financial instrum ents and annuity products; no 
experienced regulators and supervisors; no bankers and actuaries; no accountants and 
lawyers; and no rating agencies should not reform its pension system , rather better to 
introduce a m andatory retirem ent savings scheme. Even if  there is no existence o f  a 
traditional un-funded social security system, the financial system  o f  that country will be 
m alfunctioning due to suffering firom evasion, incom plete records, administrative 
inefficiencies and strategic m anipulation. Although weak, B angladesh has a financial 
infrastructure where all o f  the above stated m arket elem ents are present. So pension and 
insurance reform s in Bangladesh certainly be feasible and viable. As a part o f  developm ent 
o f financial m arkets and instruments, an enabling legal and legal enforcem ent system is 
essential for the developm ent o f the financial m arket in general and the pension system in 
specific.

Mutual funds are significant instrument, which rigorously help the capital m arket activity 
to go robustly. So, Bangladesh should encourage the origination and trading o f  more 
private sector mutual funds. However, passing m utual fiind legislation and creating an 
enabling environm ent for their establishm ent is an integral part o f  developm ent measures 
o f capital m arket developm ent and therefore, should receive due attention. In m any 
developing countries, the mutual fund industry is dom inated by funds investing in 
government bonds or bank deposits, with only a small part accounted for by  equity funds. 
This situation, in most cases, created high level o f  real interest rates on debt instruments 
and lack o f  confidence in equity markets. L iterature and experience suggest that mutual 
funds follow the developm ent o f  securities markets, unlike pension funds, which often 
predate them, and insurance companies.

It is to note that the efficiency gains from the developm ent o f  institutional investors are not 
automatic at all times. It is less likely to materialize if  institutional investors are required to 
invest only in non-m arketable government securities, which has long been the case with the
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national provident funds in Bangladesh. The pension and provident funds must be allowed 
to diversify their investment-mix in all legitimate and m arketable securities.

More importantly, the prom otion o f private pension funds and insurance com panies should 
be pursued for their own sake and their potential econom ic, fiscal and financial benefits 
and should not be dependent on the prior developm ent o f  securities markets. The limited 
supply o f suitable financial instruments should not be a m ajor obstacle for the creation of 
pension funds and insurance companies. These institutions will accum ulate their long-term 
financial resources on a gradual but steady basis. A far more im portant factor than the state 
o f developm ent o f securities markets would norm ally be the existence o f  strong political 
com mitment to a holistic reform  program that would need to cover not only pension and 
insurance reform but also broader macroeconomic, fiscal, banking and capital market 
liberalization. G iven this com m itm ent, institutional investors can provide a strong stimulus 
to the developm ent o f securities market in Bangladesh. They can act as a countervailing 
force to the dom inant position o f  commercial banks, stim ulate financial innovation, 
modernize capital m arkets, enhance transparency and inform ation disclosure, and 
strengthen corporate governance. In order to attract the desperately needed managem ent 
skills and capital, the financial opening and cooperation related to pension funds, mutual 
funds, and com m ercial com panies should be accelerated. A greater num ber o f  specialized 
and objective oriented funds such as EEF would certainly add value to the developm ent o f 
resource bases in the capital market. The so-called institutionalization o f  savings - that is, 
choice o f  pooled funds held by pension funds, insurance com panies, mutual funds and 
investment trusts as repositories for the majority o f  savings -  can increase the share o f  
funds invested in securities and enhance the role o f institutional investors.
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Chapter 10

Financial Sector Reforms in Bangladesh:
A Post-Event Impact Analysis

10.1 In troduction

Financial reform with conditions in formal financial m arkets and macroeconom ic 
aggregates (the interest rates, savings and investment) generally refers to opening up o f  the 
economy to free flow o f  international finance and removal o f  governm ent control and 
restrictions on the functioning o f  banks and other financial institutions. Financial reforms 
complement the financial liberalization and include a broad range o f  m easures aim ing at 
improving regulatory and supervisory environm ent in the financial sector and restructuring 
and developing financial institutions. Interest in financial reform  increased in the early 
1980s as a consequence o f  reduction in international lending by com m ercial banks and the 
desire o f  governments to prom ote mobilization and m ore efficient use o f  domestic 
resources. The main objective o f  financial sector reforms is to enhance the efficiency level 
o f  the financial system in order to enable it to function rationally and efficiently to ensure 
the safety o f  the public money, increase the investors’ returns and accelerate the 
productivity o f  the real sectors.

Financial sector reforms in Bangladesh are still underway since 1984. But the first 
systematic effort towards financial liberalization in the coun tiy ’s history.w as reform  
initiated in the early 1990s under the Financial Sector Reform  Project (FSRP)., Before the 
FSRP, a num ber o f  scattered piece-meal initiatives have been m ade, but the outcome has 
not been evaluated.

This chapter o f  the dissertation will try to identify the em erging issues and explore the 
prospects for future reforms in the country’s financial sector. It also has an objective o f 
making policy recom m endations for improving the efficiency o f  financial sector in order 
for enabling it to play more conducive role to the upliftm ent o f  the country’s financial and 
economic perform ance and with this and in view, it w ill test the hypothesis that the post- 
FSRP financial sector in Bangladesh has achieved the envisioned financial developm ent, 
and eventually, contributed to economic growth o f  the country.

The indicators o f  financial development that have been evaluated in this study are deposit 
mobilization and lending perform ance o f  banks, their branch expansion, capital adequacy, 
asset quality, non-perform ing loans (NPL) and loan loss provisioning, institutional 
deepening, and profitability and productivity o f  banks. The m acro-econom ic factors that 
have been applied are interest and inflation rates, GDP growth, and per capita income level. 
Trends o f  domestic savings and investment in relation to GDP have also been analyzed. 
The study has applied the data for a period o f  15 years ranging betw een 1987 and 2004. 
The study period is divided into three sub-periods: pre-FSRP (1987-1990), FSRP (1990
96) and post- FSRP (1997-2004). The yearly data applied in the analysis have been
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collected directly from central bank records and its other official publications, which are 
secondary in nature and source.

10.2 Pre-F SR P  Situation  and the B ackground o f the FSR P

It has been discussed in chapter 4 earlier that independent B angladesh inherited a thin 
financial system with only 1130 branches o f  12 com m ercial banks in 1971. By re
distributing those branches, the government had formed six nationalized com m ercial banks 
(NCBs) in 1972 keeping the branches o f the foreign banks w orking in this region 
untouched (see table 6.1, chapter 6).

During the early years o f  independence, the bank-based financial sector o f  Bangladesh 
suffered from the absence o f  effective legal, adm inistrative, operational and institutional 
settings. The financial sector was characterized by a weak structure o f  financial markets. 
The real sectors o f  the country were also very fragile with lower productivity due to lack o f 
sufficient financing facilities, technological backwardness, political instability, labour 
unrest and sub-optim al level o f  national savings and investm ents. The country had to 
import huge am ount o f  food grains and other consum er items, raw  m aterials and capital 
goods. But its exports were limited and the export receipts w ere far less than what was 
required to offset the trade imbalances. M oreover, the governm ent had to m ake huge 
capital expenditures on the re-building o f the war-shattered country

Nevertheless, the network o f  the country’s banking system that com prised o f  N C B s and a 
few branches o f  foreign banks had expanded rem arkably during the 1970s. The total 
number o f bank branches increased by 13.36 percent during 1973-83, This has resulted in a 
sizeable reduction in the population per branch from 50,946 in 1973 to 20,716 in 1986 due 
m ainly to little increases in bankable population with income surpluses. The proportion o f 
branches o f  banks and the volume o f  credit allocation had been expanded substantially to 
the rural areas during 1973-83. The principal objective w as to help rural poor in 
undertaking income generating activities on self-em ployment basis. The N C B s had pursued 
a policy o f  rapid credit expansion to priority areas in response to governm ents’ directives 
for facilitating social welfare and socio-economic developm ent, but w ithout or with little 
regard to the quality o f  loanees and the inherent risk elem ents. Lending rates for priority 
sectors were kept low, which could not cover the risk, and even the cost. Further, the rural 
credit system had gone ahead without stringent supervision and monitoring. The asset 
profiles o f  the NCBs rem ained highly unpaid and becam e overdue. The financial 
institutions used to operate under a regime o f  rigid governm ent control and central bank 
regulations. The Nationalised Commercial Banks (NCBs) continued to suffer from  declines 
in their profitability®’ and faced severe operational difficulties. The profitability o f  the 
NCBs has gradually declined from 0.35 percent in 1973-74 to 0.001 percent in 2001-02 
(see tablelO .l in annex 7). Thereafter, it shows slight im provem ents but not remarkably.

The above stated situation had prompted the government to re-think on the perform ance o f 
existing financial and economic development strategies. A ccordingly, the governm ent of 
Bangladesh (GOB) started to make gradual policy shifts since m id-1980s and prom ote 
private entrepreneurship. At the initial stage, 2 NCBs (Uttara and Pubali Bank) had been 
denationalised in 1982 and the government accorded perm ission for opening private 
commercial banks, the num ber o f  which was 12 by D ecem ber 1986.

It was expected that denationalization and privatization initiatives w ould prom ote

Profitability is defined as net profit defiated by total o f  balance sheet.
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The five years-long multi-facet FSRP was adopted in 1990 and its im plem entation took 
place during 1991-96 under the direct supervision o f  four foreign experts placed in the four 
NC13s. A team o f  experts was stationed in the Bangladesh Bank to assist the later in 
reforming its supen^isory system and strengthening human resource m anagem ent.

The main objectives o f  the planned financial sector reform project were liberalization o f 
interest rates, im provem ent o f monetary policy, abolition o f  priority sector lending, 
strengthen the central bank’s regulatory and supervisory capacity, im provem ent o f  the 
scheduled banks’ debt recovery capability and deepening the capital market.

The FSRP under the FSAC was designed with several tranche conditions covering the 
following areas:

i) In trod ucin g a  n ew  interest rate p o lic y , w ith  the firm  in tention to estab lish  m arket 

determ ined  rates and reim bursem ent o f  interest rate su b sid ie s  to the b an k s b y  G O B  
d u rin g tlie p eriod  o f  im plem entation o f  the p ro ject; 

li) S tren gth en in g  the central b an k 's su p e rv iso ry  ca p a c ity  and  d evelo p m en t o f  e ffe c t iv e
bank  reporting system  together w ith re v ise d  p rudential stand ard s;

iii)  R atio n a liz in g  and re c la ss ify in g  the loan p o rtfo lio s  o f  the N C B s  w ith  ap p ropriate 
p ro v is io n in g ;

iv) R eca p ita liz in g  the N C B s  through issu an ce  o f  go vern m en t bonds o f  v a rio u s  m aturity  in 

order to enh ance the capital ad e q u a c y  ratio  to the extent o f  5  p ercen t o f  deposits 
re c e ive d ;

v )  A tta in in g  loan  re c o v e ry  and co llectio n  targets b y  the N C B s  from  the ] 00 b ig  d efau lters;

v i)  E sta b lish in g  a  cred it in form ation  bureau in the central b an k , w ith  d ie  reg u latio n  that 

banks w o u ld  not be a llo w e d  to lend to d efau lters id en tified  b y  th is B u re a u  and w ithout 
letters o f  no ob jection  from  the lender w h o  h old s the d e fau lted  lo a n ; and

v ii)  Im p lem en tin g  the F in an cia l L o a n  C ourt A c t.

In line with the above, following broad policy objectives w ere set out for FSRP:

•  L ib e ra liz e  in terest rates;

•  h n p ro v e  b a n k in g  su p erv is io n ;

•  Im p ro ve  loan re c o ve ry ;

•  A d o p t international standards o f  loan  c la ss ifica tio n  and rea lize
•  E n su re adequate cap ital reserves

•  h n p ro ve  the operation  o f  m o n ey  and cap ital m arkets

•  Institute m anagem ent re fo rm s acro ss  the sector

•  E lim in ate  d irected  loans and fo rce d  len d in g

•  P rivatize  state-ow n ed  banks

•  R e m o v e  requ irem en ts on  b an ks to lend to sp e c if ic  secto rs

•  A llo w  easier en try  fo r private  sector b anks in c lu d in g  fo re ig n  b an ks

•  A llo w  entry to non -bank fin an cia l institutions (N B F Is )

•  p rom ote soun d  b an k in g  and help protect bank depositors

•  Strengtlien  the p rudential regulation

•  S u p e rv is io n  o f  b an ks b y  im p ro v in g  b an k in g  la w s  and e x p a n d in g  su p e rv iso ry  cap acities

•  Strength en  the co u n try ’ s  central bank  (B a n g la d esh  B a n k ).

The reform agenda also had included some specific issues, nam ely introduction of 
rediscounting facility instead o f  subsidized re-fm ancing to N C B s and special purpose 
banks, restructuring the capital structure o f  N CBs and im posing capital adequacy standard, 
legal refonns and enactm ent o f  new laws conducive to financial infi-astructure 
development, formulation and implementation o f new rules for loan classification and
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provisioning, reform s in the foreign exchange and capital markets, developm ent of 
management inform ation system (M IS) and hum an capital.

10.3 Im plem entation  o f  the FSR P (1991-96)

The FSRP vi âs im plemented in two m ajor streams o f  the coun tiy ’s financial sector: 
banking reforms and the reforms o f  the domestic foreign exchange m arket. The project 
also intended to develop capital market and encourage the grow th o f  non-bank financial 
institutions (NBFIs) such as leasing and finance companies in the later years.

B anking  R eform s

The reform program was both "Anti-repressionist" and "Structuralist" in approach. 
Reforms initiated in 1983 got momentum in 1990, w hen Bangladesh Bank introduced a 
flexible m arket oriented interest rate policy abolishing the previous system  o f  pursuing 
centrally determ ined interest rate structure. The central bank started to prescribe band rates 
for different categories o f loans, advances and deposits w ithin which banks were free to fix 
their own rates. The bands were initially prescribed on six m onthly basis. Afterwards, the 
bands were widened and banks had been allowed to charge interest rates on m onthly basis. 
Later, through a series o f  relaxation steps at different tim es, band rates for loans and 
advances were totally dropped on 26 July 1999 except for export financing. The floor rates 
for all types o f  deposits were also dropped on 2 February 1997. On the other hand, all the 
refinance facilities offered to some priority sectors were abolished and a single Discounting 
W indow was introduced to accommodate the genuine credit needs o f  the scheduled banks 
from the Bangladesh Bank. Prior to this policy relaxation, a new system o f  loan 
classification was introduced through the Banking Control D epartm ent (BCD) Circular 
No.34 o f  1989, which was further tightened through BCD C ircular N o.20 o f  1994 with the 
intention to move to international standard in phased m anner over a period o f  five years. 
Under specific definitions, loans started to have been classified as (a) Sub-standard, (b) 
Doubtful, and (c) Bad, The com pulsory provision requirem ents (as % o f  the classified loan) 
for each o f  these classes, to be maintained from profit was fixed at 20% , 50%  and 100% 
respectively.

In line with the international standard, uniform rule o f  capital adequacy requirem ent for the 
banks has been established under which banks were initially required to keep 5% o f  total 
deposit as capital. This rate was later raised to 6% o f  total liabilities and in January 1993, to 
8% o f total risk weighted assets o f  a bank. The governm ent recapitulated the capital-deficit 
o f  NCBs by issuing bonds under its own guarantee. The capital adequacy rules have 
restored the confidence o f  the depositors and also in undertaking international business. For 
improving the operational efficiency o f NCBs and dom estic private banks, m ajor policy 
changes have been made, and strategic plans, such as Perform ance Planning System (PPS), 
New Loan Ledger (NLL), New MIS, com puterization. C redit Im provem ent Actions, 
Lending Risk Analysis (LRA), and Large Loan Review  System  (LLRS) had been 
introduced (see table 10.2).
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Table 10.2: New Loan Regulations
Screening Monitoring Transparency Lenders recourse
I) LR A
ii)C IB
iii) Loans to Insiders and 
Connected Parties
iv) Interest Rate Deregulation

i) N L L C
ii) L L R S
iii) PPS
iv) Off-site 
Supervision

i) Loan Classification 
and Provisioning
ii) R isk based Capital 
Adequacy

i) M oney Loan Court 
Act, 1990
ii) Bankruptcy Act, 
1997

Source; Adopted from Chowdhury and Moral, 1997,

Further, foreign banks were given greater access to the dom estic m arket, both as 
subsidiaries and branches, subject to the maintenance o f  a m inim um  assigned capital and 
the observance o f the same rules that applied to dom estic banks. The pace o f  liberalization 
has been accelerated with the strengthening o f  the central bank. W ith a view to pursuing 
dynamic credit policy and improving prudential supervision o f  banks and financial 
institutions, the institutional capacity o f  Bangladesh Bank has been strengthened. M onetary 
M anagem ent and Technical Unit (MMTU), a newly established full-fledged departm ent in 
the Bangladesh Bank, has been assigned with the responsibility o f  form ulating and 
suggesting appropriate policy measures on m onetary and credit policy reform s, and other 
aspects o f  m oney and banking in the country. Inspection and supervision departm ents o f 
Bangladesh Bank have been strengthened in terms o f  strategy and hum an resources.

The Financial Institution Act has been enacted and enforced in 1993 and a separate 
department was set up to oversee the activities o f  the non-bank financial institutions. A 
Credit Information Bureau (CIB) has been set up in the Bangladesh Bank in order to 
provide ready inform ation on default borrowers to the banks. U nder the Bank Com panies 
Act 1991, Bangladesh Bank has been made em pow ered to rem ove directors and chief 
executive officers (CEOs) o f  private banks when deem ed necessary. A ppointm ent o f  CEOs 
o f  banks has been m ade subject to the approval o f  the central bank. Approval o f 
Bangladesh Bank is also com pulsory in case o f  large loan exposures o f  the banks under 
section 27 o f  the Bank Com panies Act 1991. By virtue o f  enhanced power, Bangladesh 
Bank can impose penalty on the regulated banks w ithout resorting to court proceedings. 
Banking supervision capacity o f  Bangladesh Bank has been strengthened through 
improving techniques in both off-site and on-site supervision. On the basis o f  the 
experience o f  developed countries, the “CAM EL” rating (Capital A dequacy, A sset Quality, 
M anagement, Earnings and Liquidity) system has been introduced to evaluate the 
perform ance o f  the scheduled banks. Money Loan Courts have been established under the 
Money Loan Court Act 1999 to accelerate the recovery o f  default loans through the legal 
proceedings. The insolvency law has been m odernized through enactm ent o f  Bankruptcy 
Act 1997 that replaced the former Insolvency Act 1920. One o f  the m ain objectives o f 
enactment o f this Act is to prevent bankruptcy in banking as a part o f  liberalization o f  entry 
and exit barriers for banks and financial institutions. W ith the increasing em phasis on 
strengthening o f  supervision o f  banks, im provem ent has been m ade in their accounting 
standards. Bangladesh Bank has recently introduced the practice o f  IAS-30 (International 
Accounting Standard) for banks in order to evaluate the financial position banks through 
maximum disclosure o f  information. Other fields o f  reform include decontrol o f  foreign 
exchange regime and credit policy, opening up o f  current account and m aking Taka 
convertible.

Foreign E xchange R eform s

Declaration o f  making Bangladesh Taka convertible for current account transactions in 
terms o f  Article VIII o f  the IMF Articles o f  Agreem ent on 24 M arch 1994 w as a tum ing
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point in the country's foreign exchange management and exchange rate systems. The period 
preceding this declaration saw an intensification o f  reform s undertaken by Bangladesh 
Bank to ease controls on foreign payments and exchange rate arrangements. The changes 
include withdrawal o f  requirements o f  prior approval from Bangladesh Bank for sale o f 
foreign currency by com m ercial banks, accord permission to exporters to retain a portion o f 
their export earnings in foreign exchange for spending on business developm ent and related 
activities, withdrawal o f  restriction on the borrowing capacity o f  foreign firms from 
domestic banks, and withdrawal o f  restrictions on non-residents' portfolio investments. On 
the exchange control front, the second round o f  liberalization abandoned m ost restrictions 
and allowed more freedom to outward travel expenditures, and additional channels o f 
cross-border payments. Legal and regulatory requirem ents have been liberalized to attract 
foreign capital into Bangladesh. M ajor laws that regulate and prom ote foreign investment 
in Bangladesh are: (a) The Foreign Private Investm ent Act o f  1980, (b) The Industrial 
Policy, 1999, (c) The Bangladesh Export Processing Zones A uthority Act, 1980, and (d) 
The Companies Act, 1994. Bangladesh has signed bilateral investm ent treaties with 11 
countries, including the United States and tax treaties with som e o f  these and several other 
countries. Support services to the foreign investors are extended the Board o f  Investment 
(BOI) established under the direct supervision o f the Prime M inister’s Office. In line with 
the objectives o f  easing procedures for foreign investm ent in Bangladesh, attractive 
packages o f  incentives have been offered.

Bangladesh Bank undertook steps to stimulate and activate the inter-bank foreign exchange 
market. Accordingly, it has stopped selling and purchasing foreign exchange to and from 
authorized dealers in foreign exchange (ADs) other than the US D ollar with the view to 
encouraging inter-bank cross currency transactions. To encourage inter-bank deals and to 
dissuade frequent recourse to transactions with the central bank, Bangladesh Bank has 
raised its transaction threshold to US$ 50000 with values in m ultiples o f  US$ 10000, for its 
deals with ADs. Bangladesh Bank's purchases and sales o f  US D ollar from and to the ADs 
take place within a rate-band o f  width o f  Tk.1.00 (currently, betw een Tk.56.50 and 
Tk.57.50). Bangladesh Bank did not undertake any forward transaction with the ADs. The 
ADs are free to quote their own spot and forward exchange rates for inter-bank transactions 
and for transactions with non-bank customers, To provide greater flexibility in the foreign 
exchange transactions o f  ADs, Bangladesh Bank has abolished their foreign exchange 
holding limits. Bangladesh Foreign Exchange Dealers A ssociation (BAFEDA) has been set 
up and a “Code o f  Conduct” for treasury operations and inter-bank foreign exchange 
market has been formulated. ADs have been allowed to m aintain their Foreign Currency 
Clearing Accounts (FC Accounts) with Bangladesh Bank in US D ollar, Euro, Deutsche 
Marks, Japanese Yen and Pound Steriing. On 29 M ay 2003, Bangladesh declared its 
cunrency (Taka) free floating and fiilly convertible against US D ollar for current account 
transactions. However, the country being a capital im porting one is far from declaring its 
cunrency convertible for capital account. The evolutionary process and the post-FSRP 
developments in the domestic foreign exchange m arket o f  the country have been analyzed 
in chapter 8 earlier.

10.4 The FSRP: A Post Implementation Impact Analysis
A solid and w ell-functioning financial sector is a powerful engine behind economic 
growth. It generates local savings, which in turn lead to productive investm ents in local 
business. Furtherm ore, effective banks can channel international stream s o f  private 
remittances. The financial sector therefore provides the rudim ents for em ploym ent creation 
and income-growth. Financial sector developm ent is a part o f  the private sector-led growth
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strategy, and reforms in this sector are expected to stimulate the functioning o f  financial 
markets, which in turn, would contribute to the promotion o f  real sector productivity and 
economic growth. It has m entioned earlier that most financial reform s had been taken place 
in banking and foreign exchange markets o f  the country. Follow ing pages cover the 
analyses on the impact o f  the FSRP on these markets and the econom ic growth process of 
Bangladesh.

10.4.1 F inancia l D evelopm ent
The projections behind the financial reform program s in B angladesh were that gradual 
removal o f  distortions in the interest rate structure would im prove the allocation 
efficiency*^ o f  resources by banks and other financial institutions; the system o f  paym ent o f 
subsidies to the priority sectors would be more transparent and enable the authority to 
apply appropriate m onetary policy tools for inflation control. It w as also expected that 
adoption o f  appropriate accounting policies, recapitalization o f  NCBs, developm ent o f  
banking regulation and supervision, establishm ent o f  effective m anagem ent and 
improvement o f  debt recovery environm ent would put the country’s financial system, more 
specifically the banking sector on a sound financial basis. B ut the analysis on the post
implementation impact o f  the FSRP shows that only a very little im provem ent has been 
there in both financial deepening and economic growth process, the net effect o f  which is 
very insignificant. The increases in the rate o f  classified loans, shortfall in NPL- 
provisioning and deficit in capital adequacy o f  NCBs, dom estic PCBs and specialized 
banks (SPBs) had continued even after the post-reform  days (see tables 10.3, 10.4, 10.5 and
10.6 in annex 7).

Table 10.3 (annex 7) expresses the bank-wise percentile share o f  classified loans and the 
same o f the entire banking system in Bangladesh. Am ongst the com m ercial banks, the 
largest portion o f  classified loans is with the NCBs and the dom estic private commercial 
banks as a group is carrying the curse o f  second largest share o f  the same. The greater part 
o f lending assets o f  the specialized banks has become non’perform ing, w hich is the main 
constraint in perform ing their basic function o f  expansion o f  medium  and long-term 
industrial developm ent financing in the country. A lthough there w ere som e im provem ents 
in the situation o f classified loans, the overall position is still alarm ing. The aggregate rate 
o f classified loans had increased fi-om 27,00 percent in 1990 to 27.87 percent in 1992, the 
second year o f FSRP. This rate also continued to increase in the subsequent years o f  the 
FSRP period with little fluctuations between 35,01 percent in  1993 and 36.86 percent in 
1996. But sharply rose to 37.48 percent in 1997 to 41.07 and 43.07 percent in 1998 and 
1999 respectively. Thereafter, it reduced to a little extent in the subsequent years and 
continued up to 2004, but still remains higher than the pre-FSRP period.

Table 10,4 in annex 7 demonstrates the com parative position o f  growth pattern o f  bank 
loans and loan classification. In many cases, the growth rates o f  classified loans exceeded 
the growth rates o f  bank loans during and after the im plem entation o f  the FSRP in contrast 
to the main objective o f  the reform program. Table 10,5 in annex 7 shows the deficits o f 
banks in m aintaining provisions against classified loans. Shortfalls in provisioning 
requirem ent against the non-perform ing classified loans increased rapidly from Tk, 1059.99

Allocation Efficiency: Allocation efficiency entails two components: (a) im proved credit allocation (i.e., 
credit allocated to borrowers with higher expected returnx fo r  given levels o f  risk) and  high quality financial 
services fo r  a given level o f  inputs (e.g.. bank staff) and (b) increased competition resulting from  liberalized 
entry and/or removal o f  regulations that restrict competition, such as interest rale controls. Improved credit 
allocation could be derived from  reduced government intervention in directing credit or setting interest rates 
so that banks- would have more freedom  to allocate credit according to com m ercial criteria.
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crore in 1992 to Tk.2721.12 crore in 1996, Tk.4347.97 in 1998 and Tk.4866.72 crore in 
1999, After showing a little decrease in 2000 and 2001, the provision shortfall sharply rose 
to Tk.4707.10 crore in 2002 and T k.5660.29 in 2004. The share o f  N C B s in the total 
provision shortfall is many times greater than that o f  the private com m ercial banks in an 
aggregate.

Total capital shortfall o f  the coun tiy ’s banking system rose from Tk.632.58 crore in 1996 to 
Tk. 143 8,13 crore in 2000, even after recapitalization o f  the N C B s by the governm ent under 
the FSRP. Thereafter, it reduced to Tk. 1225 .18 crore in 2001, Tk.887.28 crore in 2002 and 
Tk.615.32 crore in 2003. But later on increased to Tk. -1018.77 in 2004 and Tk.3157.32 in 
2005 (see table 10.6 in annex 7). The banking system o f  the country still rem ains far from 
being apital-solvant. The growth rates in the financial system during the period under review 
were alm ost static with narrow or no changes (see table 10.7 in annex 7.

Table 10,8 in annex 7 exhibits rapid developm ent in num ber o f  banks and expansion of 
bank branches in Bangladesh. The num ber o f  population per branch, however, has declined 
with the increases in braches. Branch expansion also has declined sharply from 202% in 
1982-83 to 22.94%  in 1990-91 and 0,57% in 1998-99. Since 1999-00, the growth rate in 
branch expansion was very slow; 1,14% in 2002 to  1.65% in 2003 and 2.23% in 2004, and 
(see table 10.8, annex 7). Increases in total deposit o f  banks are apparent. TTie growth rates, 
however, were sluggish and drastically reduced since the financial year 1995-96 and 
continued throughout the post-reform  years up to the end o f  the sam ple period. D eposit per 
branch has also increased, but the growth o f  branch-w ise deposits also recorded sharp 
declines alike the growth rate o f  total deposits. There was no significant im provem ent in 
the average deposit per account.

Table 10.9 in annex 7) records the position o f bank advances, its growth rates, advance per 
account and advance-deposit ratios. The total advance increased in volum e, but rate o f  
increases were declining during and after the FSRP. TTiere w ere also fluctuations in 
average advance per account with slow growth rates. The advance-deposit ratios o f  bank 
lendings were higher than the generally followed rule o f  80 percent in m ost cases. In spite 
o f  that, there was no shortfall in the aggregate liquidity o f  the banking system  under the 
ongoing fractional reserve system. The banking industry o f  the country rather held huge 
surplus liquid assets (see table 7.24 in annex 4). TTie liquidity accum ulation in banks 
reflects their inefficiency in cash management.
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Graph 10(b): Urban and Rural Banking
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Operational efficiency o f  both N CBs and PCBs in term s o f  their profitability and 
productivity have shown m ixed conditions without any significant im provem ent during and 
after the FSRP (see tables 10.1 and 10.10 in annex 7) and graph 10(a). Table 10.11 (annex 
7) and graph 10(b) sim ultaneously demonstrate the share o f  urban and rural banking in 
terms o f  increase in bank branches, deposit collection and credit expansion. Branches o f 
banks have increased slightly both in urban and rural areas in the later years o f  the sample 
period, where rural branches rem ained greater in number, There was a m odest increase in 
urban deposits, but the rural deposits have been declined. The share o f  urban credit 
continued to grow contrary to rural credit, where the later w as declining.

Data in table 10.11 in annex 7 also indicate that there had been no effective developm ent in 
the rural banking in Bangladesh. The rate o f  branch expansion o f  banks in the rural areas 
had declined during and after the implementation o f  the FSRP. There had been a somewhat 
consistent growth o f  deposits in the rural areas till 1999 and later, the rural deposits 
declined. The share o f  rural credit in total bank credit fell from  23.06 percent in 1989 to
17.01 percent 2001, 14.62 percent in 2002, 13.79 in 2003 and 13.03 percent in 2004. On an 
average, the changes and developm ents in the rural and urban banking can hardly be said as 
significant and meaningfiil.

Table 10.12 in annex 7 reveals that the share o f  the private sector banks lagged behind 
NCBs in terms o f  branch expansion, deposit m obilization and lending activity. However, 
there were slight im provem ents in branch expansion, deposit collection and credit giving 
by the dom estic private banks during the post FSRP period. Overall, the FSRP did not 
bring any significant changes in the share o f  private sector banking in B angladesh as the 
NCBs are still dominating deposit and credit market both in urban and rural areas with a 
large network o f  branches.
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Table 10.13 in annex 7) and graph 10(c) shows the growth pattern o f  bank credit to the 
country’s private sector in volum e and percentile term and the private sector to GDP ratios. 
Bank credit to the private sector has increased in amount, but started to decline from the 
third year o f im plementation o f  the FSRP, Later on, the trend was fluctuating and declined 
in the post-FSRP periods. On the other hand, the private sector credit to G DP ratios has 
shown gradual but slight increases, which were quite insignificant; ranging 0.15 to 0.27 
betw'een 1993 and 2004.

Table 10.14 in annex 7 produces the perform ance o f  the country’s Loan C ourts, which has 
been found extrem ely poor. Over fifty thousand cases are pending w ith  M oney Loan 
Courts for a long time, and hence, the country’s banking system  continued to fail in getting 
back its lending assets. A m ong the cases, about 22,000 rem ained pending for over five 
years, 5700 for four years, 4600 for three years and 4300 for two years. In 2004, hearing o f 
3400 cases did not take place. Borrowers who default often take the advantages o f  the fact 
that they manage loans without proper security and docum entation, and som etimes they 
show collaterals, which are also over-valued in papers.

Table 4.4 (chapter 4) in annex-1 summarizes the indicators o f  developm ent o f  the banking 
system, which reflect the weak capital base, unsatisfactory asset portfolio, sluggish earning 
capacity and profitability growth, and excessive surplus liquidity o f  banks. The overall 
situation states the poor perform ance o f the banking system in Bangladesh before, during 
and after the im plem entation o f  the financial sector reform  project (FSRP).

Thus the analysis only suggests that the banking sector o f  B angladesh could not attain the 
desired level o f financial developm ent even after eight years o f  im plem entation o f  the 
FSRP. Financial discipline o f  a desired level is still lacking largely due to slow growth rate 
o f  the financial system, inadequate and inconsistent com petition am ong public, private and 
foreign commercial banks, and predominance o f  weak m arket forces. All o f  these have 
restrained the financial markets to work in an intervention-free environm ent. A nother 
important reason for poor performance o f  the country’s banking system is the 
backwardness and lack o f  initiatives in re-engineering in the banking system.
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Economic growth usually refers to the growth o f  one or all o f  three inter-relatcd 
macroeconomic variables: aggregate output/incom e (GDP), GDP per capita, and 
productivity on GDP produced from each hour (or year) o f  a w orker’s time. As we have 
seen in the earlier sections that the overall growth pattern o f  banking sector in Bangladesh 
is quite insignificant and inconsistent with the objectives and costs o f  the reforms. The 
situation also shows a failure o f  the FSRP in achieving the m acro 'econom ic growth 
objective.

The progresses achieved on most macroeconomic indicators were quite insignificant. GDP 
growth for the period 1984-2004 averaged 4.52% p.a.m oved w ithout any sustainable trend 
(see table 10.15, Colum n 1 in annex 7), Although some increase in the per capita income in 
the period o f  implementation o f FSRP and later have been observed, it was US$470.00 at 
its highest in 2004. This is much lower than the per capita income o f  neighbouring 
countries o f  South and Southeast Asia. As the import paym ents in percentile term s o f  GDP 
always rem ained above the export-GDP ratio in the post-FSRP period, the trade imbalances 
have continued to rise during the post-FSRP period (see table 10.15, Column 5 and 6 in 
annex 7). Growth rates in index o f industrial production (IIP) do not reflect a stable and 
progressive trend in the productivity o f the real sector m anufacturings in the country. 
Table 10.15(a), annex 7 reveals more or less satisfactory groths in gross national savings 
and investments. But the insignificant or no growth in the index o f  industrial production 
indicates that the increased savings were invested other than productive purposes. Because 
m anufacturing sector is the engine o f  economic growth.

Table 10.16 in annex 7) expresses the wide differentials between interest rates on deposit 
and lending during the entire sample period in both m arket and real terms. The w eighted 
average m arket interest rates on lending were quite larger than the rates on deposit. The 
similar situations have prevailed in case o f  real interest rates. W hen the real interest rates 
on deposits were negative, the real lending rates still rem ain rem arkably greater. This 
implies that the w ide range o f  reforms in the financial sector o f  Bangladesh could not 
rationalize the interest rate structure in the country. W ide divergences or differentials 
between bank deposit and lending rates clearly reveal that the financial m arket o f  
Bangladesh has been operating in a non-competitive environm ent, w hich prom pted 
reductions in the productivity o f  the real sector due to high cost o f  funds. A n inference may 
be made that high funding cost has discourage the investm ents in productive sectors in the 
economy o f  the country.

Table 10,17 in annex 7) portrays that the share o f  the country’s financial sector to GDP 
compared to some other m ajor sectors during 1996-2004 rem ained static and there had 
been no expansionary m ovem ents in the productivity o f  m ajor real sectors during the same 
period, except the trade and construction sectors.

10.5 F ind ings and P olicy Im plications

The analyses made above shows that only a very little im provem ent in the financial growth 
and financial deepening, as well as in financial interm ediation process had taken place 
during and after the im plementation o f the FSRP. M any factors have contributed to the 
unsatisfactory outcom es o f  the FSRP. The im plem entation o f  the FSRP had undergone 
through models that largely ignored the country’s specific socio-econom ic milieu and 
therefore, tiie achievem ents failed to reach expectations. The reform  agenda did not pay 
adequate attention to the role o f banks and financial institutions in  the future growth o f  the

10.4.2 Economic Growth in Bangladesh
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economy. Financial developments do not only m ean ATM s, com puterization o f  treasury 
operations, credit cards, and dealing in derivatives. They also involve lending to  the 
productive sectors, including especially the priority areas and small and medium  scale 
enterprises. The reasons for failures in FSRP also include the wrong sequencing and 
piecemeal approach, and the inadequate attention to strengthening o f  the regulatory and 
supervisory fram ework. The segmentation o f  financial m arkets betw een formal and 
informal sectors impedes the efficacy o f  reforms towards enhancem ent o f  com petition and 
efficiency. The inter-play and inter-actions o f the segm ents were also not taken into proper 
consideration in designing and im plementing the FSRP.

Financial discipline o f  a desired level in the financial system  o f  Bangladesh is still lacking 
largely due to underlying features o f the financial system, such as inadequate and 
inconsistent com petition am ong public, private and foreign com m ercial banks, and 
predominance o f  weak m arket forces. All these have restrained the financial markets to 
work in an intervention-firee environment. Other reasons for poor perform ance in the 
banking system are lack o f  financial innovations in the country.

The operating system  o f  the country’s financial sector as a whole and efficiency level o f  its 
banking system leaves m uch room  for improvements. This study therefore, strongly 
suggests further reform s in the issues as identified and m enfioned in the following pages.

If the banking system is to continue to serve as a locom otive o f  econom ic growth, 
banking reform s m ust be sustained. Bangladesh Bank should take an activist stance in 
pursuing a m ulti-pronged banking reform agenda: (i) continuous strengthening and 
upgrading o f  the supervisory framework; (ii) restructuring the local banking system for 
greater safety, efficiency, and competitiveness in scheduled banks; and (iii) prom oting 
good corporate governance. The legal basis for m any o f  these reform s is now in place 
through the Bank Com pany Act, 1991 and other related laws. M oreover, although the 
country has already issued the critical mass o f  its im plem ention rules and regulations, the 
real challenge lies in thir effective enforcement.

On the restructuring o f  the domestic financial markets, the m ain agenda should be 
promoting stronger banking organizations and a vibrant capital m arket with due 
importance on the developm ent o f  stock m arkets so that the banking system can share a 
healthy and balanced partnership with a more developed dom estic capital market.

Further reforms in the country’s financial sector must address several key issues, including 
rationalization o f bank-licensing policy, development o f  NBFIs and overall application of 
financial regulations. New entry by NBFIs should be encouraged but licensing policy should 
be cautious to ensure both probity and expertise o f  new entrants. The entry o f  local private 
sector NBFIs can widen the range o f financial services and access to credit, especially of 
SMEs, and stimulate more competition, particularly in retail banking markets. But their 
vulnerability to financial distress means that strong pmdential regulation and close supervision 
is essential. Leasing should be commercially viable, but the legal framework needs to be 
conducive to the fair development o f the capital market as a whole and leasing in particular.

The government will have to decide either to sell NCBs to private entrepreneurs or to 
consolidate them by merger. Because the NCBs have failed to demonstrate that they can be 
commercially viable on a sustainable basis. In spite o f  huge recapitalization and 
implementation o f  costly and lengthy restructuring programs, the future o f  the NCBs remains 
unresolved. Some o f  these banks have made little progress in reducing the volume o f overdue
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loans by resclieduling and waving substantial amount o f  principal and interest without or with 
very small real recovery. This has put heavy pressure on the overall financial strength o f  the 
NCBs and forced their net worth to become negative. The NCBs are surviving in the market 
only under the shadow o f  sovereign guarantee. They have not been able to build a viable base 
o f  creditworthy borrowers. So question o f their future should be resolved soon.

It is very revealing that the cost-to-income ratio o f  the country’s com m ercial banking 
system is around 77 percent, which stands out as am ong the highest com pared to peer 
countries. This is a sad reflection o f  com placent governance. This problem  must be 
addressed properly in order to rationalize the expenditure pattern o f  banks, especially in the 
private-owned banks.

It will be important to continue strengthening competition in the financial markets, which 
should cut interest rate spreads and odier forms o f  service costs, such as commissions and 
charges on foreign exchange dealing and other services provided to customers. Many new 
banks lack adequate resources and experience o f the markets, and some are found to be 
engaged in fraud and illegitimate lending and other unusual banking. Liberalised interest rates 
and foreign exchange regime expose the banks to new sources o f  risk, but they have little 
experience for coping with. A set o f  appropriate and effective strategy needs to be adopted to 
increase the banks’ skill and experience in risk management.

Reforms o f the prudential system should be a process instead o f  an event. Some aspects o f  the 
pmdential legislation m ay need to be revised to take account o f  the particular circumstances of 
financial markets in the country, for example, it m ay be appropriate to impose higher capital 
adequacy requirements. The regulations should include provisions for incentives separately 
and distinctly for prudent development and management efficiency on the part o f  bank owners 
and management executives. Close supervision, particularly o f  lending policies and o f  recent 
entrants, is highly needed to detect problems at an early stage.

The central bank o f  the country must redesign its market intervention policy and make the 
policy options flexible and bank specific on the basis o f  individual bank’s exposure to risks 
and management efficiency to be calculated under CAMELS Ratings. Central bank’s market 
monitoring and interventioning capacity should be increased and modernize on a continuous 
basis. The current system o f CAM EL Rating is slow and indeed, wastage o f  time and 
improper use o f  workforce, as it is based on statements submitted by banks traditionally very 
lately and slowly. While the central bank prepares the rating sheets, it becomes too late to 
warn the concerned bank with its risk exposures because time has already elapsed and banks 
enter into next supervisory time horizon with huge risk elements. The central bank should 
immediately increase and strengthen both its on-site and off-site supervision capability.

Further reform agenda m ust include the review o f  insurance industry in the country to 
determine areas where am endm ents in existing laws or new legislations can be more 
stakeholder/niember-friendly. Undertaking a review program  for legal fram ew ork o f  other 
institutions, such as the savings and micro-finance institutions and the paym ents system 
might help bringing soundness and dynamism in the perform ance o f  the financial sector 
and enable the financial institutions to reduce business costs. The review m ay cover 
different forms o f  paym ents, clearing-house, currency banknotes and coin distribution and 
withdrawal methods.
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Reforms are inevitable in the country’s stock market. Because absence o f  a well develop 
stock market is a serious constraint to the developm ent o f  financial m arket, which is 
disadvantageous for an economy.

Increasing the number o f  various types o f  money m arket instrum ents is highly important. 
At present, the monetary and debt management policies are underlined by excessive 
monetization o f  the governm ent's fiscal deficit in Bangladesh. M oney and government 
securities markets are yet to display any vibrancy due to short-supply o f  public debt 
instruments and have limited significance in the indirect conduct o f  m onetary policy. This 
situation needs to be improved by giving proper concentration and due diligence. 
Improving the liquidity o f  government securities by issuing m ore instrum ents and 
developing an active secondary market with more public borrow ing instrum ents will make 
the government securities m arket vibrant, broad-based and efficient.

Rationalizing the public borrowing system is another im m ediate issue to be restructured. 
Government borrowings are done at rates far below the m arket rates. Such an interest rate 
policy leads to distortions in the banking system with high lending rates on certain 
segments com bined with relatively low interest rates on deposits. This situation needs 
further review and restructuring.

Participation o f the NBFIs in the call money m arket m ust be m ade only as lenders. At 
present, these institutions are only borrowing from the inter-bank m oney m arket at above 
the normal m arket rates, which are sometimes 3 to 5 times greater than the norm al rates. 
This has been destabilizing the m arket activity and driving out the liquidity from the money 
market to long-term usage. Steps should be taken to phase out non-bank participants from 
the m arket by granting them permission to operate in the repo m arket. D ecision should be 
taken to restrict the call, notice, term  m oney m arket as a pure inter-bank market.

The big corporate entities m ay be allowed to float low interest bonds (to w hich banks 
subscribe) or access overseas funds to finance expansions and acquisitions. Till today, the 
banking system has been averse to finance farmers or the small and m edium  sectors. Some 
o f  the new private banks cannot think rural as they have little torque. Funding poor farmers 
or the SM E sector through a warren o f rural branches should be m ade m andatory for 
domestic and foreign private banks.

The whole set o f  regulations for measuring the perform ance o f  credit institutions and the 
report submission procedure are to be redesigned in part or full to conform  to the disclosure 
standards at international levels.

Financial development has been shown to depend on: (i) good property rights and laws 
combined with a judicial system that enforce those; (ii) access to credible information on 
borrowers and consumers and on financial intermediaries; (iii) proper regulation and 
supervision o f financial intermediaries and markets; and (iv) a competitive/contestable market 
structure. Designing further reform package for the fmancial sector o f  Bangladesh must 
concentrate on these issues with enhanced importance. M oreover, the reform agenda must 
include the following:

(a) establishing an eflfective legal system for financial market development, external 
financing, dividend patterns, growth, fmn valuation, etc;

(b) ensuring a proper legal base for equity and creditor rights, including a well functioning 
judicial system;

263

Dhaka University Institutional Repository



(c) developing an effective MIS with reforming with Bangladesh Bank data base;
(d) reducing dependence of govemnnent for funds on the banking system, rather shi(\ing it 

to market borrowings;
(e) deepening corporate debt market witli enhanced issuance of derivative securities under 

stringent regulatory environment;
(0 enhancing the stability and integrity of the financial market, especially the securities 

market to minimize the (potentially large) adverse knock-on effects that an unstable 
financial sector can have on the rest of the economy;

(g) re-establishing investor confidence in the securities market;
(h) alleviating macro-economic imbalances by improving performance in inflation and 

savings in particular, tlie removal of restrictions on balance-sheet structures that is, 
restrictions on assets and liabilities, lending controls and so on;

(i) removing those inconsistencies and overlapping in the legal and regulatory framework 
for banking tliat have ambiguity regarding the enforcement authority of Bangladesh 
Bank, which prevents from effectively enforcing legislation and regulation; and

(j) eliminating the remaining gaps in banking sector regulations and supervision.

A significant risk confronting the financial system is that, while many banks have started to enter 
into new business areas and credit is growing, most banks have neither adequate understanding nor 
capacity to manage credit risks associated with lending. On tlie otlier hand, BB has yet to establish 
regulatory guidelines for banks in tlie area of managing market risk, and country and transfer risk. 
BB also has yet to be equipped it to assess, evaluate, and monitor risk management in banks.

Serious weaknesses in the current laws on securities m arkets are com m only acknowledged 
among m arket participants. The laws do not give the regulatory body sufficient authority to 
effectively supervise the m arket and enforce securities m arket regulations. Further, the 
laws do not establish clear accounting and auditing principles for the issuer o f  securities, 
which could enable investors to make informed investm ent decisions. The laws also do not 
distinguish between private placem ents and public issues. Public issues should be subject 
to stricter corporate governance and disclosure standards to protect investors.

The current taxation o f income (in the form o f  interest, dividends, and capital gains) from 
investment in corporate securities discriminates against particular types o f  investors and 
investments, leads to m arket distortions, and prevents investments.

Sell o f  NCBs and other public sector enterprises through the stock m arket w ill be treated as 
a rationale decision by the government. The planned privatization o f  SOEs has been taking 
place outside the stock market, which maximises privatization revenues. The sale o f  blocks 
o f  SOE shares to the public through stock m arket can increase the transparency of 
privatization, strengthen governance and perform ance o f  SOEs, and therefore could 
maximize the price o f  the sale o f  state assets over the medium  and long term. Privatization 
through a stock exchange can also foster capital m arket developm ent, as it would 
significantly increase the supply o f shares and introduce m arket discipline to firms 
previously owned by the government.

G overnm ent’s com m itm ents for development o f  financial infrastructure for attaining 
private sector-led growth targets in the country can be fulfilled through: (i) an increase in 
capital requirements for banks instead o f recapitalization by government; (ii) further 
development in the legal and regulatory basis for banking; (iii) strengthening corporate 
governance, risk managem ent and internal control and governance in banks; (iv) 
facilitating com petition between banks and widening the scope o f  banking products and 
services; (v) privatization o f  the remaining state-owned banks; (vi) paym ent system
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reforms; (vii) strong implementation o f anti-money laundering and financing terrorism 
legislation; and (viii) developm ent o f  SME and m icro-enterprises sectors.

A comprehensive reforms in the capital market will call for; (i) increasing securities 
market transparency; (ii) stronger regulatory requirem ents for public offers, com pared 
with private placements; (iii) establishm ent o f  a m arket segm ent for high-quality shares;
(iv) unified standards for securities trading; (v) introduction o f  new types o f  securities;
(vi) developm ent o f  institutional investors; (vii) building regulatory capacity o f  the SEC;
(viii) integration o f  the securities market with m arkets o f  other South and South East 
Asian countries; (ix) enforcem ent o f  banking legislation and regulation to remove 
banking sector regulatory gaps and prom ote com petition; (x) strengthening supervision of 
securities markets to improve m arket transparency and protect investors; (xi) elim ination 
o f policy distortions that undermine the developm ent o f  capital markets; (xii) 
demutualization o f  stock exchanges; (xiii) effective cross-border banking and financial 
supervision; (xiv) im proved governance in non-bank financial institutions; (xv) 
rationalized taxation on capital gains, dividends and interest, and (xix) reform s in the 
legal framework.

The dilemma in the rural banking sector is that it suffers sim ultaneously from insufficient 
delivery system and severe non-payment o f  debts, which deteriorate the financial viability 
o f the institution. Also the rural economic units suffer from shortage o f  funds. W hile 
making further reforms in the country’s banking sector, due attention should be placed to 
correct the anom alies in the system with substantial restructuring in the institutional 
arrangement for rural credit. The organized or formal financial sector in Bangladesh is 
either unable or unwilling to finance a range o f  activities that are o f  crucial importance 
both for growth and development. Agriculture, unorganized m anufacturing and m any types 
o f  infrastructure are instances o f such sectors.

There are evidences that financial institutions are involved in financial crim es in many 
ways, such as different types o f  fraud or abuse and also they can be used by third parties to 
com m it crime. One or all o f  these have serious im plications for financial markets. In recent 
years, financial institutions are used for channeling funds. The financial regulatory system 
should be capable o f  com bating such activities, which essentially requires further reforms 
in the regulatory System uin Namgladesh in Bangladesh.

Despite liberalization and market determined exchange rate, forex m arket in the country 
remained stable barring a few episodes o f  volatility. Bangladesh banks’ intervention in 
the foreign exchange m arket has been relatively small. Further reform s m ust put em phasis 
on activation o f  the country’s foreign exchange m arket, financial stability, increase 
competition, better risk managem ent in banks and orderly w orking o f  financial m arkets as 
a whole. Shift towards risk-based supervision, developm ent o f  prom pt corrective actions, 
deepening o f  forex market with opening o f  derivatives, continued em phasis on price 
stability and technology adoption are immediately needed for attaining greater efficiency 
in financial market operations.

Implementation o f  financial sector reforms requires successful reform s in the public sector 
financial management. The liberalization measures tend to increase financial fragility and 
susceptibility to exogenous*'* shocks over which dom estic policies have limited control.

*■' Exogenous shocks: When economic /luctuations arise simply fro m  unexpected external events (that is. 
"shocks"), create pressttres on vulnerable financial markets and lead to a sudden collapse, with severe
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This m eans that the country should develop a dynamic risk m anagem ent system that can 
identify opportunities, assess risks and act in time to prevent financial sector vulnerabilities 
created by both exogenous and endogenous factors/shocks. There was no preventive action 
plan to com bat the potential shocks in the whole RSRP in Bangladesh, which is a m ajor 
policy-weakness.

A period o f  instability in financial markets appears to be inevitable during the transition to 
financial deregulation: the relationships between m onetary aggregates, economic activity, 
interest rates and prices change in ways that defy easy prediction and therefore policy 
prescription. This m akes the managem ent o f  m onetary policy during financial sector 
reforms extrem ely difficult due to weak institutions and skill shortages. There is the need to 
corroborate monetary policy with effective regulation and supervision o f  financial 
institutions including, improved banking legislation (e.g. stringent capital adequacy 
requirem ents), and adequate enforcement o f  such legislation (e.g. effective bank 
supervision) alongside the introduction o f m arket-based instrum ents (open m arket 
operations) to attain monetary targets.

Building a m ore efficient and com petitive financial system is necessary for accom m odation 
o f  domestic and global challenges. Today, it is the real econom y that is supposed to 
become a prisoner o f  a weak financial system. In other words, proper developm ent o f  the 
financial system is no longer regarded as an "ancillary" or an adjunct to the developm ent o f 
the real sector, but as a necessary pre-condition for “growth." Thus, the reform s should be 
expanded to other com ponents o f the financial m arket in Bangladesh.

There are, however, challenges in implementing reform s in financial markets. Peterson 
(2005) notes “Reform  o f  finances is veiy context-specific. It requires an understanding o f 
how governm ent procedures operate. It requires an understanding o f  the direction o f  public 
and private finance in the country. There is a tendency to look for a m odel or an approach 
for a country to adopt, and ironically, there are very few m odels o f  success. This is a field 
that is littered with starts and stops.” This statement carries huge indications to the potential 
challenges to the process o f  financial reforms, which m ay me kept in m ind in designing 
further reform programs in Bangladesh. Growth economists support that finance is a leading 
sector in the process o f economic development. But the relationship between financial 
development and economic growth is highly country-specific.

Moreover, a stable macroeconomic environment is a sine qua non for the success o f  financial 
liberalisation. Further reform initiatives should be accompanied by sound macroeconomic, 
monetary and fiscal policies in order to attain low and sustainable rates o f  inflation and siiould 
be targeted to enhance the role and use o f m onetary policy in overall macroeconom ic 
development.

consequences also fo r  non-financial sectors. F or example, a shock to the technological efficiency o f  firm s ’ 
production o f  goods and services. A change in the desired distribution o r  allocation o f  econom ic resources 
across firm s, industries, and regions. Like random shocks, the exogenous shocks are relatively 
unpredictable, but have significant effect on the economy.
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Chapter 11 

Conclusion

Bangladesh em erged as an independent country following the w ar 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 som e m easures for strengthening the sector and ensuring its operations 
in a regulatory framework. The financial market o f  the country w orked under stringent 
regulations for quite a long period up to the early 1980s, when the governm ent has decided 
to make policy shifts. The first strategic shift in the official policy was the decision o f 
opening up the financial market for private entrepreneurship. Further policy shifts entailed 
the decisions for fiscal and m onetary reforms, particularly restructuring the banking system 
and privatization o f  state-owned enterprises (SOEs), A num ber o f  other scattered and 
piece-meal steps have been taken, including the expansion o f  banking service to rural areas 
under the policy instructions o f  the government, developm ent o f  capital m arket, divestm ent 
from state-owned banks and legislative changes to accom m odate the planned policy shifts. 
Consequently, a good num ber o f  banks, insurance and other non-bank financial institutions 
came into business, deepening the structure o f the country’s financial market. To liberalize 
the financial sector, the government has implemented a financial sector reform  project 
(FSRP) during 1990-96, which was the first systematic reform  initiative with wide ranging 
agenda, from interest and exchange rates to policy liberalizations.

In spite o f  having a progressively developing background, anticipating operations with a 
basic institutional and legal framework, and a working record o f  m ore than thirty years, the 
financial market in the country continues to remain a low perform ing one in term s o f  its 
contribution to financial and economic development, providing the service o f  financial 
intermediation with integrity and at competitive costs, im proving self-efficiency and 
resiliency to vulnerability. Although the changes are taking place in the m arketplace in 
terms o f reforms and am endm ents in banking and securities m arket laws, entry o f  private- 
owned new domestic banks and expansion in their branch network, and opening o f 
branches o f  some foreign banks and insurance firms, the financial m arket in Bangladesh is 
yet to gain a sound ground for m aking a better contribution.

The existing situation thus necessitates effective initiatives for further developm ent o f the 
country’s financial market. The objectives o f this im portant econom ic agenda would be 
making the financial m arkets efficient in both structure and activity and strengthening o f 
the market in assets and capacity.

Pursuant to the developm ent needs and thrust o f  the financial m arkets, this dissertation has 
made an attem pt to identify the strengths and weaknesses o f  the m arkets and determine 
effective and need oriented measures for addressing them.

The existing literature covered m any aspects o f financial m arkets and em phasized on the 
role o f  these markets in economic growth. But literarure pays little attention to m any real 
problems o f  the financial m arkets o f developing and less developed countries such as 
efficieny o f  paym ens system, m arket imperfections and inform ation asym m etries, causes o f  
liquidity constraints and high cost o f  funds, peculiarities o f  securities m arket and inter-bank 
money and foreign exchange markets. Development o f  financial tools and instrum ents is a
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key element o f  financial m arket development. The existing literature, in fact, does not give 
any details o f  evolution o f  these tools and instrum ents in developing countries like 
Bangladesh. The present dissertation made an attem pt to fill in the above gaps.

The dissertation (a) reviewed the financial system o f  the country including its structure,
i.e., markets (money m arket, foreign exchange m arket and capital m arket), institutions 
{banks, non-bank financial institutions) and tools and instrum ents (reversible and non- 
reversible instruments); (b) analyzed operational m echanism s o f  the various com ponents of 
the financial market o f  the country; and (c) looked at the efficiency o f  operations o f these 
different components.

It pursued a com parative study on the financial system and financial m arkets from the 
perspective o f  both developed and developing countries, in addition to empirical and 
analytical investigations. The comparative analysis reveals serious drawbacks o f  the greater 
financial system in the country and the financial market. The com parison traces remarkable 
peculiarities in the financial system o f  the country, w hich are unlikely to persist in a sound 
and professionally efficient marketplace. The list o f  peculiarities o f  the financial system in 
Bangladesh includes the followings:

o bank-based financial system with insignificant role of securities market;
o limited ways of raising non-deposit funds by the commercial banks to manage liquidity;
o openness of the economy to foreign direct investment but a heavily restricted capital

account;
o lack o f profoundness of stock and fixed-income securities markets;
o lack of accurate credit information and similar types o f financial ancillaries, such as credit

rating agencies or equity analysts; 
o serious risk management problems in banks;
o high nonperforming loans in the balance sheets o f  banks;
o low capital bases in both state and private-owned banks and non-bank financial institutions;
o thin structure of institutional investors’ market with a few non-bank and their poor

contribution to financial intermediation process; 
o limited intra-sector activity and cooperation;
o less focused semi-fomial and informal fuiancial mechanism and institutions;
o restrictions on investment of public pension/provident funds in the securities market but use

of those funds by the government; 
o dual and overlapping regulation of state-owned banks by both central bank and the ministry

of finance;
o reluctance of listed corporate entities in holding annual general meeting and declaring

dividend;
o reluctance and/or inability of public sector enterprises to repay bank loans or funds

provided by the government through budgetary provisions; 
o short-supply of instruments and tools in both money, stock and foreign exchange markets;
o lack of provisions to foster the development o f human resource/human capital;
o long going deficits in capital adequacy ratio o f banks;
o recurrent re-capitalization of NCBs by tlie government,
o presence of exit barrier for banks;
o unusual and unethical practices in banking and other financial institutions;
o financing government’s budgetary deficits directly from the banking system;
o imperfect competition and inadequate access to technology and technical know-how;
o high cost of financial services;
o regulatory overlapping role of the SEC and Bangladesh Bank;
o dominance of NCBs in both deposit and lending, and in the domestic foreign exchange

market;
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imperfect information that create asymmetries in information processing and adverse 
selection and moral hazard problems; 
absence of arbitration institutions;
shortage of experienced professionals in finance and banking;
backwardness in ‘research and development’ (R&D), especially in financial markets;
short supply of government debt instruments;
limited scope for secondary market trading of existing government debt instruments; 
inferior interest rate structure with high and increasing inflation rate; 
imprudent regulatory and supervisory system for financial markets; 
traditional and cash oriented payment system;
loan exemption/remission culture either by sovereign authority with a mode of helping the 
poor, or by the board of directors of the banks, in many cases without regard to the interest 
of the banks concemed and safety of public money;
culture of getting default willfully by borrowers and seeking loan remission by the large 
borrowers;
limited service coverage of foreign banks only to selected corporate elite customers without 
satisfactory contribution to the rural economy of the country;
sharp competition amongst domestic commercial banks that prompted aggressive banking; 
overlapping in lending to same customer(s) by more than one bank that expands the size of 
non- performing loans and loan concentration to few customers; 
weak intemal governance in banks and other financial institutions;
restricted participation of banks in dealing in foreign exchange in international financial 
markets;
traditional, inefficient and stereo typed extemal/commercial auditing system for banks and 
non-banks; and
lack of skilled personnel in banks to carry out operations in a competitive environment.

In course o f the empirical investigations and evaluations o f  the current status o f  financial 
market in Bangladesh, the dissertation has conducted tests on three hypotheses;

• The changes in the inter-bank money market interest rates pass-through to banks’ retail 
customer lending rates;

• The macroeconomic factors/variables have a positive impact on the development of stock 
market in Bangladesh; and

• Tlie Financial Sector Reform Project has achieved the envisioned impact and contributed to 
the country’s fmancial development and economic growth.

Complete shifting o f  changes (increases or decreases) in interest rates in inter-bank money 
market to retail custom er lending and deposit rates is reflexive o f  operational efficiency 
and level o f  developm ent o f  money markets. The regression results found under the first 
hypothesis test show only partial (0.411) pass-through effects o f  inter-bank borrow ing rates 
to retail custom er lending rates, and thus recorded the poor efficiency level o f  money 
market in Bangladesh. On the other hand, graphical estim ation shows that banks’ retail 
deposit and lending rates d idn’t com ply w ith the full pass-through rule. Generally, the 
increase in the retail rates on bank deposit is followed by subsequent enhancem ent in their 
lending rates to custom er at least to off-set the increased interest and other costs on 
deposits. The panel data based regression analysis show that, in fact, both rates m oved with 
disparity and larger spread. The larger spread betw een the inter-bank borrow ing and retail 
lending rates with w ider fluctuations, and retail deposit and lending rates clearly reflects 
the m arket’s inefficiency in pricing and weakness in structure and operations. Thus, 
hypothesis 1, the changes in the inter-bank money market interest rates pass-througli to banks’ 
retail customer tending rates, is tlius rejected.
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The second hypothesis tested through the multiple regression m odels constructed with 
macroeconomic factors (stock market capitalization as dependent variable and the number 
o f listed com panies, num ber o f  listed securities, num ber o f  initial public offerings, stock 
market turnover, DSE Index, GDP at current market price, inflation, index o f  industrial 
production and bank deposit rates as independent variables/predictors) using twenty years 
quarterly data ranging betw een 1985 and 2004 shows that m acroeconom ic factors have a 
positive impact on the stock m arket performance in the country. One im portant finding is 
the G D P’s significant association with market capitalization. O ther variables such as DSE 
Index, num ber o f  total securities, market turnover, num ber o f  total listed com panies and 
index o f industrial production- each one is significantly correlatd with market 
capitalization. The rest independent variables, namely num ber o f  IPOs, rate o f  inflation and 
bank savings deposit rate are moderate to marginally associated with m arket capitalization. 
The highly significant correlation o f  GDP growth with m arket capitalization in all four 
models is a new and interesting finding. However, the dissertation didn’t attem pt to see the 
extent, reasons and context o f  GDPs influence on the stock m arket developm ent, rather left 
the issue for future research.

The impact o f  financial sector reform project (FSRP) has been evaluated by adjudging the 
hypothesis 3 under the K ar and Pentecost (2000) analytical fram ework by using a num ber 
o f  factors nam ely num ber o f  banks and bank branches, urban and rural banking, deposits 
and advances, private and public sector credit, asset quality o f  banks, classified loans, 
provision requirem ents and provision shortfall, capital adequacy ratio, capital shortfall, 
GDP, gross dom estic savings, gross dom estic investm ents, per capita income, exports, 
imports, trade account imbalances, interest rate, inflation rate, share o f  public and private 
sector banks in deposit and lending, total expenditure and total assets o f  banks, net profits, 
earning per share, earnings per employee, profitability, productivity o f  the banking system, 
perform ance o f  m oney loan courts, liquidity in the banking system  and share o f 
contributions o f  the financial sector to GDP. The evaluation m ade under analytical 
approach produced only partial outcomes, which do not indicate causality relationship 
between the post-FSRP financial developm ent and econom ic growth. A lthough some 
m icro-economic developm ents have been witnessed, there had been little shifts in m acro
level growth rates o f  the country’s economy before, during and after the financial sector 
liberalization.

The study shows that the sluggish expansion and low diversification in the activity o f 
financial markets and their institutions and instrum ents acted as reasons for why the 
financial and economic growth rates could not go up. M oreover, im plem entation o f the 
reform measures were not well-sequenced and not supported by well coordinated policy 
measures to make the country’s financial sector reasonably com petitive, efficient, and 
stable. Concom itantly, effective monetary m anagem ent has not been achieved to establish 
price stability and ensure channeling o f  available credit to support real productive 
investments, reflected through the sluggish growth in the index o f  industrial production and 
thus, the research hypothesis has been rejected.

In addition to testing the above stated hypotheses, the dissertation has critically reviewed 
and examined the soundness o f  the country’s financial system, including the perform ance 
o f payments system, m oney and foreign exchange m arkets and all com ponents o f  the 
country’s capital market, including primary and secondary segm ents and institutional 
investors’ niche, particularly the leasing companies, pension system, insurance and housing 
finance sub-sectors. Following are the summary o f  m ajor findings (as detailed in concerned 
chapters and sections in the text) o f the dissertation:
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}. Low productivity, sm all size and shallowness, weak securities market and low  
performing institutional investors, inefficient paym ents system and many other fac tors have 
given the country's financial system with peculiarities, which have contributed to reduce 
the system 's resources allocation efficiency.

2. Low and incomplete interest rate-pass-through, unorganized inter-hank money market, 
despair interest rate fluctuations and movements and shortage o f  instruments characterized  
the money market o f  the country as a low performing one.

3. Higher exchange rate spread and lack o f  competition, low er 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 o f  them hindered the development o f  the country's foreign  exchange 
market.

4. Development o f  prim ary or IPO market in Bangladesh is obstacled by listing o f  small 
number o f  companies and securities, share spinning, discrim inatory allocation system, 
market entrance o f  weak companies and insiders ’ interventions.

5. Short-supply o f  a good number o f  securities, regulatory inefficacy and market crash, 
loss o f  public/investors ’ confidence, involvement o f  market makers in p r ice  manipulation, 
traditional and slow  clearing system, non-compliance o f  securities rules by the issuers and 
breach o f  fidelity rules by the insiders, inactive merchant hankers, weak market structure, 
thin institutional investors niche etc.. seriously barred the process o f  flourishm ent o f  the 
country’s stock market in particular and the capital market in general.

6. The thin structure o f  institutional investors market only with leasing-centric institutions, 
restrictions on pension funds and insurance companies in investing their funds in the stocks 
markets are the hindrance to performance improvement o f  the non-securities segment o f  
the capital market. Commercial banking sector continues to p rovide the lion share o f  
industrial and other long-term finance, with only a negligible contribution o f  the thin 
institutional investors.

7. Regidatory and supervisory weaknesses and gaps and overlaps prom pted their non or 
lower compliance by the financial institutions and lack o f  stringent monitoring thereon kept 
the financial market abreast o f  attaining internationally acceptable standards

However, the findings o f  this study in regard to the relationship between financial 
development and economic grovrth are similar to those in existing literature:

(i) supply-led financial developm ent causes economic growth by allocating resources to 
more productive sectors; the argument under this phenom enon is that the transfer o f  
resources from traditional, low-growth sectors to m odem , high-grow th sectors 
stimulates an entrepreneurial response and pushes the traditional ones to m odem  and 
developed sectors over time; and

(ii) dem and-led economic growth creates demand for developed financial institutions 
and serv'ices, the creation o f m odem  financial institutions, their financial assets and 
liabilities and related financial services are a response to the dem and for these services 
by investors and savers in the real economy.
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The financial market o f  Bangladesh suffers at both edges from low er dem ands and tower 
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 dissertations suggest that the financial m arket o f  Bangladesh in its present condition is 
not able to provide the nation with optimum level o f  financial services and push the 
economy to take a sustainable upward shift.

On the basis o f the analytical and empirical findings, the dissertation suggests the 
following policy, functional and operational strategies to be considered for 
implementation.

R ecom m endations

The country needs to im plem ent a real need and knowledge-based long-term  plan for the 
development o f the financial markets and institutions. This requires establishing effective 
relationship between the strategy for financial m arket developm ent and perform ance- 
oriented growth strategy for real sectors in the economy.

Following are various m easures and actions (in summary form s and explained in relevant 
chapters/Sections) this dissertation considers im portant for inclusion in the policy reform s 
and structural and functional improvement o f  the financial m arket and institutions in 
Bangladesh:

A. For overall development of the financial market:

•  introduce financial education in order to assist the general people to improve their 
understanding and knowledge in financial market activity and investment opportunities in 
the market, i.e., to create a group of informed investors or users and enrich both supply 
and demand-sides;

• ensure market liquidity that enables execution of large number o f transactions;
• strengthen and support the fmancial regulatory authorities in discharging their 

responsibilities for monetary and fmancial stability;
• identify and assess potential sources of stress in the country’s financial environment 

tlirougli a regular and systematic monitoring system;
• pay particular attention to the nexus between monetary and financial stability, linkages 

between institutions, infrastructures and markets, actual and potential changes in financial 
intermediation and an incentive structures into markets;

• increase transparency in financial markets by promoting the design, production and 
publication of statistics and other information and by the adoption o f appropriate disclosure 
standards for all classes of financial institutions;

• take initiatives to cooperate with other national, supranational and international institutions 
with responsibilities for pursuing related objectives through the central bank;

• identify the factors that influence the growth process of fmancial markets and institutions 
and set priorities for necessary reforms;

• improve urgently the legal enforcement environment in which enterprises operate and 
ensure squarely addressing of policy, institutional, and governance issues;

• take effective initiatives for innovations in finance and step up the rate of technological 
adoptions in financial sector and initiate and patronize research and development (R&D) in 
finance;

• develop physical, social, and legal infrastructures, as well as institutional and policy 
framework adhere to certain standards of global acceptability;
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ensure fiscal stability that leads higli rates of savings and re-channeling of savings to 
productive investments;
pursue human resource development continuously to ensure an educated and creative 
workforce;
establish price stability in all segments of the financial market to encourage investment and
provide a sound framework for resource allocation;
rationalize tax policy as lower tax burdens bring incentives for investors;
make public borrowings from the market at market rates rather than direct borrowing from
the banking system and thus tap private savings;
rationalize and reform public sector spending to reduce public borrowings from the 
banking system;
make tlie public sector borrowing and public sector spending outcome-oriented to 
improve the sector’s resource allocation and spending efficiency on a sustainable basis; 
rationalize and reform public sector spending to reduce public borrowings from the 
banking system;
make the public sector borrowing and public sector spending outcome-oriented to 
improve the sector’s resource allocation and spending efficiency on a sustainable basis; 
make full shift to risk-based financial supervision consistently with international standards, 
including continuous improvement of supervision and examination capacity o f tlie banking 
and securities regulators;
ensure adequate and consistent competition among public, private and foreign commercial 
banks and establish a competitive/contestable market structure with more institutions and 
instruments;
set up financial reporting standards and improve the report submission procedures for 
banks and other financial institutions that can comply with full disclosure requirements. 
Develop alternative financial instihitions, which can fill up the gap between the demand 
and supply for finance in SMEs.
reform further the legal and judiciary framework to establish more autonomy for the 
supervisory authorities and promote good corporate governance;
ensure access to credible information on borrowers and consumers and on financial 
intermediaries,
upgrade MIS and data management system for all financial institutions; 
recast norms and responsibilities on terms of reference for external auditors and internal 
controls that will lead establishment of good corporate governance and corporate culture in 
banks and other financial institutions;
establish good property rights and laws in combination of a judicial enforcement system 
that enforce those;
strengtlien nation-wide payments and clearing system;
prevent inappropriate uses and/or re-channeling of borrowed funds;
reduce market segmentation in the financial sector through increased inter-linkages
between various segments of the financial market, including money, stock and forex
markets;
strengthen the peer review of the banks and otlier financial institutions on a periodic, but 
regular basis to examine their competitive performance level and contributions to the 
national economy;
undertake regulatory and oversight actions on priority basis for valuation of pension tund 
assets and liabilities, including review of rules to establish discipline and efficiency in the 
investment process o f tliose funds;
create necessary conditions tliat facilitate inflow of financial resources for investment; 
establish collateralized securities or asset management conpanies for handing NPLs; 
facilitate FDI inflows througli: (i) internationally acknowledged legal framework, (ii) 
macroeconomic and monetary stabilization, and (iii) business friendly environment 
comparable with international standards witli tlie objectives o f accelerating financial 
market activity and channeling inflow of liquidity;
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• facilitate the financial market to play fully its role through all of its components in 
enterprise development by establishing a favorable investment climate for domestic and 
international investors in the country through attaining a relatively dynamic economic 
growth rate, diversified financial instmments and services-mix, creating strong demand 
for funds in the real sectors and diverting the funds of insurance companies and pension 
schemes to investment in securities market to meet the capita! need of the real sector 
entities;

• (i) strengthen the legal framework, (ii) remove market distortions, (iii) disengage the 
Government from commercial activities, (iv) strengthen financial intermediation, and (v) 
implement accounting and auditing standards; and

• boost fund supply in the market through giving wider access to institutional investors like 
insurance companies, social securityand Trust funds and qualified foreign institutional 
investors (QFIIs).

B. For the development of banking system and the money market

fill in the skill and knowledge gaps in critical areas o f  banking, such as credit evaluation 
and risk management; fmancial analysis of enterprises; management and monitoring of 
credit facilities; and asset and liability management;
expose the banking system to international standards and procedures in banking regulation 
and supervision;
ensure increased supply of instruments to achieve instrumental diversification;
modify the securities laws that will simplify the authorization process for issuance of
money market instruments by commercial banks,
remove non-performing loans from the balance sheets of banks;
restructure local banking system for greater efficiency of banks and safety of public money 
with tliem;
rationalize bank-licensing policy and the expenditure pattern of banks;
improve the risk resilience and risk management capacity of banks;.
ask the overseas banks in business in Bangladesh to expand their service coverage and
customer bases fi'om corporate to SMEs and other rural enterprises;
make stringent provisions for punishment of employees of banking sector for violation of
laws and regulations;
delegate complete authority to central bank for overseeing and regulating the state-owned 
banks in order to avoid regulatory overlapping and conflicts with the concerned ministry 
government;
ensure strong implementation of anti-money laundering legislations;
make provisions for incentives separately and distinctly for prudent development and
management efficiency on the part of bank owners and management executives;
redesign the central bank’s market monitoring and intervention process towards a pragmatic
one and make the policy options flexible and bank specific on the basis o f individual bank’s
exposure to risks and their management efficiency;
avoid excessive monetization of government's fiscal deficits through banking system by
making public borrowings through the market at market determined rates;
allow leasing companies in tlie call money market to operate only as lenders, not at all as
borrowers;
phase out immediately the non-bank participants from inter-bank market by granting them 
permission to operate in tlie ‘repo’ market;
ensure central bank’s online access to banks’ data base for regulatory purpose and make the 
existing early waming system timely, useful and pragmatic;
develop standards for performance and risk management capacity o f clearing and 
settlement systems;
root out the increasing trend of exemption of loans by the boards and emerging culture o f 
seeking loan remission/exemption by the borrowers,
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• even out tlie liquidity imbalances in the banking system to balance the demand witli the 
supply for short-term finance in the money market;

• increase short-term money market instruments and promote secondary market for them;
• establish strong and credible rating agencies in the country and make the rating of banks 

and otlier financial institutions mandatory;
• facilitate money market transactions for small and medium sized institutions who are not 

regular participants in the market;
• establish effective intersection between financial intermediation and remittance transfers to 

facilitate relationship intensification between remittances and development througli 
enhanced inflow o f liquidity;

• strengthen rules on the methods used money markets to provide finance for capital market 
intemiediaries, notably underwriters, brokers, and traders, and investors against their 
holdings of securities;

• strengthen tlie capacity of the central bank to apply indirect instruments of monetary policy 
by developing a liquidity management framework and by designing instruments to 
supplement the auctions of treasury securities;

• 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 fiill implementation of 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 of central bank 
bills/securities in order to increase market orientation; (iv) enhance the credit appraisal, 
portfolio management, and debt-recovery capabilities of banks and non-bank institutions; 
and (v) introduce and develop the investment management capability of those regulated 
institutions.

C For the development of the Foreign Exchange Market

• develop market micro-structure including information management system;
• transform the market from direct inter-dealer trading to broker-inter-dealer trading;
• encourage real trading in the inter-bank foreign exchange market as a measure for

operational and structural shift towards more activation of the market;
• allow access of new participants access to the foreign exchange market, specifically hedge 

funds and foreign currency denominated proprietary traders who have experience of 
accessuig markets through auto-dealing interfaces;

• develop the foreign exchange market for efficient and effective foreign exchange dealing, 
instead of mere buying and selling;

• establish structure to begin foreign exchange electronic dealing in the bank-to-bank market;
• improve the overall operational efficiency of the dealer banks in foreign exchange by

increasing deal flow, risk management capability and botli theoretical knowledge and 
practical working skills;

• increase transparency of dealer banks in price and pricing methods;
• make the market more competitive by reducing bid-offer spread and rationalizing margins 

eamed by market-making banks;
• remove tlie time-zone inconsistencies of the country’s forex market witli international 

financial centers;
• facilitate introduction of derivatives trading, such as interest rate swaps and bond futures, 

and otlier workable instruments and mechanisms;
• intensify competition in the market to provide tlie users witli benefits of competitive 

exchange rate;
• close down tlie moneychangers to protect the exchange rate from unusual instability;
• intensify monitoring on the off-shore banking luiits in the country to prevent them from 

unlawful and unethical financial transfers and handlings; and
• facilitate further tlie remittance inflow process into tlie country to achieve liquidity 

sufficiency.
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o implement comprehensive reforms in the capital market to: (a) achieve complete 
transparency in securities market, (b) strengthen and rationalize regulatory requirements 
for public offers, compared with private placements; (c) unify standards for securities 
trading; (d) attract and encourage introduction of new types o f securities; (e) develop 
institutional investors market; (f) ensure investors’ protection; (g) eliminate policy 
distortions that undermine the development of capital markets, and (h) improve good 
governance in non'bank financial institutions; 

o enhance protection for small investors in the securities markets and minority shareholders
of issuing companies;

o  allow big corporate entities to float low interest bonds and tlie banks to subscribe them;
o privatize NCBs and SOEs through the stock market;
o  develop the SME and micro-enterprise sectors to expand the demand side o f  the financial

markets.
o review and rationalize the existing restrictions on the investment options of the pension

and insurance funds in order to enable them to invest more in the stock market; 
o improve the liquidity of government securities by issuing more tradable instruments;
o deepen tlie corporate debt/bond market with enhanced issuance o f derivative securities

under stringent regulatory environment; 
o  consider the issue of carrying out on-site prudential inspections o f financial condition for

firms that are handling client assets in addition to banks and other financial institutions; 
o impose insider trade reporting requirements with stringent transparency;
o  regulate insider trading and market manipulation;
o create a separate internal process for reporting under tlie employee code of conduct;
o develop clear and transparent rules related to take-over bids, mergers, changes of control

and related party transactions; 
o establish a market segment for high-quality shares;
o integrate the securities market with markets of other South and South East Asian

countries as a furst step towards market internationalization; 
o demutualize stock exchanges,
o rationahze taxation provisions on capital gains, dividends and interest conducive to

market development;
o widen tlie investors base through broad banding of pension/provident fund and insurance

industries;
o make repos applicable across wider range of securities;
o make the stock market trading and settlement process efficient through setting up

depository for fixed income securities; 
o establish nationwide access to trading infrastructure at affordable costs;
o enforce compliance with uniform valuation procedures by all players;
o ensure transparency in listing of companies and IPO processes;
o make credit rating o f companies compulsory as a condition of listing;
o review existing regulatory provisions for public issuances and strengthen them, and

introduce prudent guidehnes for issue documentation, post-issue reporting and 
disclosures;

o encourage book building througli close dialogue with prospective institutional investors
and auctions whereby the IPO does not come to the market with a stated offer price; 

o create conditions for easy and reliable transfer of ownership for the holder o f securities,
and establish a user-friendly clearing mechanism for securities transactions; 

o revise and rationalize the existing code o f best practices for stock exchanges and ensure
their compliance;

o facilitate foreign participation in the financial market, which is beneficial for better access
to capital and know-how from foreign sources;

D. For the development of the capital market
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o strengthen the institutional investors’ market for it to play an increasing role in the capital
market by funding and providing a strong impetus towards better corporate governance in 
tlie companies in which they invest; 

o promote venture capital financing companies or venture capital market as a separate niche
of the country’s capital market to promote risk capital and liquid equity markets for the 
development of small, high-growth and young, high-risk and often high-technology firms; 

o  consider targeted tax incentives for venture capital investment and consider phasing out
those failing to meet a cost-benefit test; 

o ease quantitative restrictions on institutional investors to diversify sources of funds;
o support the development o f  a private equity culture among institutional investors;
o focus venture funding on knowledge-based clusters of enterprises, educational

institutions, support services, etc.; 
o  introduce and enhance alternative exit routes for loosing and low performing companies,

such as mergers and acquisitions (M&As); 
o create an entrepreneurial and risk-taking culture, which will contribute to both demand

and supply sides of the capital market; 
o ensure safety of the market for domestic and foreign investors;
o mount a massive effort to promote investor protection in the country;
o initiate financial education for tlie general public and create a fund for investors’

education;
o make consequential am endm ents in the existing securities-related ordinances and

remove inconsistencies; and
o attract more retail investors to financial markets by taking up appropriate measures,

especially in improving the level o f public confidence on financial markets; and above all, 
make the country’s securities market a choice for investors.

N otes on Im plem entation  o f  the R ecom m endations

Implem entation o f  the recom m endations listed above requires prioritizing and sequencing 
on the basis o f  needs and stages o f  developm ent process, and the issues are to be 
addressed under a prudent legal and regulatory framework. U nless som e bold steps are 
taken, financial m arkets in the country will likely be left far behind, w hich in turn may 
hamper the country's economic growth. Financial institutions should be prevented from 
getting involved in any financial crim es and including financing terrorist activity. Further 
reform initiatives should be accompanied by sound macroeconomic, monetary and fiscal 
policies, and foliow-suit a set o f  cost-effective procedures.

Financial developm ent cannot happen in a vacuum. Econom ic, social, political and 
financial aspects interact in a number o f very com plex ways. G overnm ent and concerned 
authorities/organizations m ust constantly monitor all aspects o f  the environm ent in order 
to develop strategies, set goals and determine objectives that will help achieve the desired 
results for the developm ent o f  the country’s financial system and m arkets. Understanding 
the structure and behaviour o f  the factor markets is quite vital in finding a solution to the 
problems o f  financial m arkets in Bangladesh. To tap and harness the potential o f  the 
informal m arket for developm ent, there is a need for linking and eventually, integrating 
the infonnal financial sector so that it can play a com plem entary role to the formal sector,

In order for financial regulations to be able to keep up with the rapid developm ents in the 
financial markets, it must be continually monitored and optimised. In order to structure 
regulations as effectively as possible, the m arket regulators should jo in tly  draw  up 
"Guidelines for Financial M arket Regulations". In accordance with these guidelines, 
regulatory processes should be transparent, those concerned should increasingly be
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involved and the economic impact o f  regulation should be taken into account as early on as 
possible. Financial m arket regulations should be forward looking and prudential and p ro
development.

Finally, it m ay be suggested that a forum for perm anent financial m arket dialogue may be 
created in the country to discuss issues arising in connection with m oney and capital 
m arket development. The forum will suggest recom m endations that can generate real 
benefits for savers and investors through efficient and open m oney and capital markets. It 
will discuss whether the technical, financial, regulatory and prudential issues are best 
handled by the appropriate financial and regulatoiy authorities. The final objective is to 
make the country’s financial m arket an efficient and well-regulated one capable o f 
producing leading-edge products and technology, which will facilitate international capital 
flows and benefit dom estic firms and investors and stimulate econom ic growth in the 
counti-y.

Suggestions for further research

This dissertation leaves three issues for further research (1) to  exam ine how do the GDP 
growths influence the stock m arket development, (2) to explore the dynam ics o f  the 
informal financial m arkets and their influence on the developm ent o f  formal financial 
m arkets, and (3) to develop strategies o f linking formal and inform al financial m arkets for 
m eaningful financial and economic development.
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Annex 1
(Chapter 4)

Figure-4(i): Fund Flow Process in the FinaDcial System

Sourcc: Developed by the a u t h o r
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Table 4.3 Summary of IMF’s Macroprudential Indicators (MPIs)

Aggregated M icroprudential Indicators M acroprudential Indicators
C ap ita l ad equacy: Econom ic grow th

Aggregate capital ratios A ggregate  grow th  rates:
Frequency distribulion o f  capital ratios Sectoral slumps

A sset quality: Balancc o f  paym ents:
Lending institution Current account deficit
Sect oral credit concentration Foreign exchange reserve adequacy
Foreign currcncy-denominated lending External debt (including maturity structure)
Non-performing loans and provisions Terms o f trade
Loans to loss-m aking public sector entities Composition and maturity o f  capital flow s
Risk profile o f  assets In flation :
Connected lending Volatility in inflation
Leverage ratios Interest and exch ange rates:

B orrow in g entity: Volatility in interest and exchange rates
Debt-equity ratios Level o f  domestic real interest rates
Corporate profitability Exchange rate sustainability
Other indicators o f  corporate conditions Exchange rate guarantees

Household indebtedness Len ding and asset p rice  boom s:
M anagem ent soundness: Lending booms

Expense ratios A sset price booms
Earning per em ployee C ontagion  effects:
Growth in the number o f  financial institutions Trade spill-overs

E arn in g  and pro fitab iiity : Financial market correlation
Return on assets O ther fac to rs :
Return on equity Directed lending and investment
Income and expenses ratios Government recourse to the banking system
Structural profitability indicators Arrears in the economy

Liq u id ity :
Central bank credit to financial institutions

Segment o f  inter-bank rates
Deposits in relation to monetary aggregates
Loans-to-deposits ratios

Maturity structure o f assets and liabilities
(Liquid assets ratios)

Measures o f secondary market liquidity
Sensitiv ity to m ark et risk :

Foreign exchange risk
Interest rate risk
Equity price risk

Commodity price risk
M arket-based  in d icators:

Market pricc o f  financial instruments.
including equity
Indicators o f  excess yields
Credit ratings
Sovereign yield spreads

Source: IM F -Staff Paper N o .l9 2 , April 2000
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Table 4.7: Micro- Credit Operations of the Granieen Bank and Large NGOs
(In billion Taka)

Institutions FY2002 FY 2003 FY2004 FY 2005

1. T otal d isbursem ent
i) Grameen Bank
ii) BRAC
iii) ASA
iv) Prosaic
2. T otal recovery
i) G ram een Bank
ii) BRAC
iii) A S A
iv) Proshika
3. L oans ou tstanding
4. L oans overdue
5. O verdue as percen t o f  
outstanding

49.2
14 .2  
15 .7
15 .2  
4 .1  

48.6
15 .2  
17 .5  
1 1 .9
4.0

3 4 .3
2.1 
6.2

6 2 .2
18 .8

18 .6
20.9
3.8

58 .4
16 .8  
18 .8

18 .5  
4.4 

4 0 .7  
2.1 
5 .2

76.0
2 3 .4  

2 3 .3
2 6 .1
3 .2

69.9
19 .8
2 3 .2  
2 3 .0
3.9

49.9
2 .4
4 .8

9 5 .3
3 1 . 5
2 9 .1  

3 1 .9  
2.8 

85.8
2 5 .5
29 .4

2 7 .7  
3.2

60.8
3 . 1
5 . 1

Source; Bangladesh Bank and Annual Reports of NGO/MFIs
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Annex 2
(Chapter 5)

Table 5.4: Structure of Regulatory Agcncies in Selected Countries
Country M onetary Policy Agency Bank Supervisory Agency Status

Australia Reserve Bank o f Australia
Australian Prudential Regulatory 
Authority (A PRA ) Separated

Austria National Bank o f  Austria Ministry o f  Finance Separated
Belfiium National Bank o f Belgium Banking and Finance Commission Separated

Canada Bank o f  Canada
Office o f the Superintendent o f 
Financial Institutions Separated

Denmark Danmarks National bank Finance Inspectorate Separated

Finland Bank o f Finland
Bank Inspectorate, Bank o f 
Finland Separated

France Banque de France
Banque de France, Commission 
Bancaire Combined

Germany Deutsche Bundesbank
Federal Banking Supervisory 
Office (FBSO ) Separated

Grccce Bank o f  Grccce Bank o f  Greece Combined
Hong Kong Hong Kong Monetary Authority Hong Kong Monetary Authority Combined
Ireland Central Bank o f Ireland Central Bank o f Ireland Combined
Italy Banca d'ltalia Banca d'ltalia Combined

Japan Bank o f Japan
Ministry o f  Finance, Bank o f  
Japan Separated

Luxembourg Luxembourg Monetary Institute Luxembourg Monetary institute Combined

Mexico Banco de Mexico
National Banking and Securities 
Commission Separated

Netherlands De Nederlandsche Bank De Nederlandsche Bank Combined
New Zealand Reserve Bank o f New Zealand Reserve Bank o f N ew  Zealand Combined

Norway Norges Bank
Banking, Insurance and Securities 
Commission Separated

Portugal Banco de Portugal Banco de Portugal Combined
Spain Banco de Espana Banco de Espana Combined

Sweden Sveriges Riksbank
Swedish Financial Supervisory 
Authority Separated

Switzerland Swiss National Bank Federal Banking Commission Separated

United Kingdom Bank o f England

Financial Services Authority 

(FSA )
Separated

United States Federal Reserve System
Federal Reserve System, OCC, 
FDIC, State governments Separated

Source; Adapted from Charles Goodhart and Dirk Schoenmaker (1995) and updated by the author upto 2005
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Annex 3
(Chapter 6)

Table 6.2: Indicators o f Capital M arket D evelopm ents

Items FY97 FY98 FY99 FYOO FYOl FY02 FY 03 FY 04

Number of listed securities 2 14 224 230 239 244 257 260 267

Issued equity and debt (billion Taka) 26.9 28.3 28.7 30,5 32.2 35.0 36.1 49.0

iMarket capitalisation (billion Taka) 107,8 59,0 50.7 54.0 72.2 65.5 69.2 142,4

Turnover (billion Taka) 10.2 12.6 51.9 27.7 49,1 34,9 30.6 24.8

All-share pricc index 1 1 1 1 .6 676.5 546,8 561.0 716 .0 793.0 830,0 13 19 ,0

Growtii (in percent)'

Number o f listed securities . 4.7 2,7 3.9 2.1 5.3 1,2 2,7

Issued equity and debt {billion Taka) _ 5.2 1.4 6.3 5.6 8.6 3.1 35 .7

Market capitalization (billion Taka) _ -45.3 -14 ,1 6.5 33.7 -9.2 5.6 105.8

Turnover (billion Taka) _ 23.5 3 1 1 .9 -46.6 77,3 -28.9 -12 .3 -19 .0

All-share price index (DSE) -39.1 -19 .2 2.6 27.6 10.8 4,7 58,9

Source: D haka S tock E xchange
1 G row th ra te refers g row th  over prev ious year.

Table 6.3: Group-wise Market Capitalization o f Dhaka Stock Exchange
(In billion Taka)

Name of Group FY96 FY97 FY98 FY99 FYOO FY01 FY02 FY03 FY04

Banks 8.5 10.4 5.7 5.7 8.9 20.1 19.3 20.4 50,8

Investment 0.9 1.4 1.0 0,8 0.8 1,0 1.1 1.0 1.4

Enqineerinq 17.6 17.9 7.8 4,6 4.7 4.9 4,4 5.5 6.9

Food & Allied Products 8.9 10.3 7.5 8,7 6.7 6.9 8.3 8.6 11.6

Fuel and Power 3.6 3.8 2.2 2.6 2.6 2.7 2.5 3.8 4.2

Jute Industries 0.2 0.1 0.1 0.2 0.2 0.1 0.1 0.1 0,1

Textile Industries 8.8 9.5 7,7 6.5 6.1 7.4 6.0 6.2 7.5

Pharmaceuticals and Chemicals 10.4 13.7 9.1 7.4 10.8 11.0 9.4 11.2 24.0

Paper and Printing 0.4 1.9 0.5 0.6 0.3 0.3 0.3 0.3 0.3

Service and Real Estate 3.1 4,5 3.1 2.5 2.3 2.3 1.5 1,6 2,1

Cement Industries 5.9 7.8 3,2 2.6 4.5 6.0 3,8 3.7 19.3

Insurance 5.4 4,2 3.1 2.8 2.7 2.9 3.0 3.8 6,5

Miscellaneous 5.8 20,4 6.4 4.9 5.7 5.7 4.9 5,9 7,1

Total Market Capitalization 79.4 105.8 57.8 49.7 56.3 71.4 64.7 72.2 141,9

Growth Rate 33.3 -45.3 -14.1 13.2 26.9 -9.4 11.6 96.6
S ource; B angladesh  Ban k and  S EC
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Annex 4
(Chapter 7)

TableV.l:
Yearly, Quarterly and Monthly Weighted Average Call Money Market Rates

‘  (% )

PERIOD
Borrowing Rate Lending Rate

Highest Lowest Average Highest Lowest Average

1997 23.45 7.08 8.16 22.87 7.38 8.55

1998 20.61 6.90 8.43 21.89 7.02 8.64

1999 12.80 5.05 7 .15 13.68 5.03 7.61

2000 14.22 4.82 6.82 10.95 5.20 7.21

2001 18.29 4.53 S.26 19 .16 4.79 8.57

Jan-Mar. 16.81 5.93 9.05 18.14 6.10 9.17

Apr-Jwi. J4.86 6.06 10.48 15.77 6.17 10.99

July-Sep. 8.12 4.80 6.15 8.43 5.14 6.54

Oct-Dec. 18.29 4.53 7.94 19.16 4.79 8.34

2002 33.53 2.05 9.49 35.39 2.77 9.56

Jan-Mar 33.53 6.02 11.13 35.39 6.98 11.68

April-Jime 27.33 3-08 n .4 9 28.21 3.64  - - 11.86

July-Sep! 9.04 2.05 4.58 9.72 2.77 4.97

Oct-Dec 13.59 4.19 7.14 14.63 4.98 4.36

2003 14 .17 4.28 7.28 15.49 5 .18 8.41

Jan u ary 13.87 6.28 7.60 15 . 17 6.89 7.77

February 30.33 5.65 12 .18 3 1.4 7 6 .17 15.00

M arch 14.76 7.04 9.59 15 .3 1 7.53 10.02

April 8.36 7,04 7.86 8.72 7.50 8.20

M ay 25.78 7 .15 13.44 28.59 l A l 14.8

Jun e 33.25 2.64 10.80 34.99 4.25 12.06

Ju ly 4.74 2.63 3.68 5.95 4,38 5.09

August 4.33 3.23 4.02 5.66 4.49 5.22

September 8,83 2.37 4.00 9.80 3.92 5.47

October 7 .3 1 1.82 4.19 8.67 2.56 5.23

November 9.81 2.98 5.35 12 .53 3.72 6.42

December 8.61 2.50 4.60 8.99 3.35 5.58

2004 14.27 2.9 5.08 15.24 3.57 6.06

Januarv' 50.00 3.25 7.87 54.66 3.83 9.66

Februarj 16..33 2 .10 5.09 16.97 1.89 5.85

Marcli 7.29 2.68 5 .18 9.40 2.50 5.68

April 6.03 3.33 4.32 6.74 4 .13 4.95

M ay 1 1 . 1 7 3.28 5.53 12 .39 3.9 1 6.58

Jun e 5.68 2.54 4.43 6.61 3.74 5.37

Source: Bangladesh Bank

305

Dhaka University Institutional Repository



Table 7.2
Spread of Annual, Quarterly and M onthly

PERIOD Borrowing Rates % Lending Rates % Spread (%)
1997 8.16 8.55 0.39
1998 8.43 8.64 0.21
1999 7 .15 7.51 0.46
2000 6.82 7.21 0.39
2001 8.26 8.57 0.31

Jan-Mar. 9.05 9 .17 0 .12
Apr-Jun. 10.48 10.99 0.53
July-Sep. 6 .15 6.54 0.39
Oct-Dec. 7.94 8,34 0.40

2002 9.49 9.56 0,07
Jan-Mar 1 1 . 1 3 11.6 8 0.55

April-June 11.4 9 11.8 6 0.37
July-Sept 4.58 4.97 0.39
Oct-Dec 7 .14 4.36 2.76

2003 S.59 8.22 1.02
January 7.60 7.77 0 .17
February 12 .18 15.00 2.82

March 9.59 10.02 0.43
April 7.86 8.20 0.34
May 13.44 14.8 1.36
June 10.80 12.06 1.76
July 3.68 5.09 1.40

August 4.02 5.22 1.20
September 4.00 5.47 1.47

October 4 .19 5.23 1.04
November 5.35 6.42 1.07
December 4.60 5.58 0.98

2004 7.28 8.41 1 .1 2
January 7.87 9.66 1.79
February 5.09 5.85 0.76

March 5.18 5.68 0 .10
April 4.32 4,95 0.63
May 5.53 6.58 1.05
June 4.43 5.37 0,94

Note: Spread shown in this table are differences of inter-bank lending and borrowing rates.
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Table 7.3 Comparative State of Monthly Call Money Market Rates and other
M o n ey

Month

C all M o n ey  M arket 
R ates

C om m ercial Lending 
and D eposits R ates o f  
the B anking System  

(3-6  months

Yield
on

T-bills

Y ie ld  
on the 
D S E

Bank
Rate

Rate o f 
Inflation

Borrowing
Rates

Lending
Rates

Com m erci 
al Lending 

Rate

D eposit

R ates

J u ly ’03 3.68 5.09 12 .0 4 6 .95 n . o o 6 .0 9 6 .0 0 4 ,5 1

A u g ’03 4 .0 2 5 .22 12 .0 2 7 .09 5 .0 8 5 .8 8 6 .0 0 4 .5 9

S e p ’ 03 4 .0 0 5.47 12 .0 4 7 .0 2 9 .2 3 6 .7 3 6 .0 0 4 .7 1

0 c t ’03 4 .19 5 .23 1 1 .9 4 6.95 6 .2 7 6 .6 8 6 .0 0 4 .9 0

N o v ’03 5 .3 5 6.42 1 1 .9 6 6 .59 3 .9 3 5 .9 9 5 .0 0 5 . 1 4

D e c ’ 03 4.60 5.58 1 1 .9 4 6 .34 8 .6 0 6 .0 1 5 .0 0 5 .3 6

Ja n ’ 04 7 .8 7 9.66 10 .7 4 5 . 1 5 3 .9 3 6 .5 0 5 .0 0 5 .5 1

F e b ’04 5.09 5.85 10 .7 6 6 .12 3 .9 4 6 .5 9 5 .0 0 5 .5 6

M a r '04 5 . 1 8 5.68 10 .2 0 5.86 8 .0 0 6 .4 6 5 .0 0 5 .6 6

A p r’ 04 4 .3 2 4.95 1 0 . 1 2 5.90 3 .9 9 5 .9 0 5 .0 0 5 .7 5

M a y ’ 04 5 ,3 3 6 .58 10 . 1 2 5 .8 3 7 .0 0 5 .5 4 5 .0 0 5 .7 9

Ju n e ’ 04 4 ,4 3 5 .3 7 10 .09 6 .06 5 .5 0 4 .8 3 5 .0 0 5 .8 5
Source: Compiled from various publications of Bangladesh 
publications.

Bank, DSE Monthly Review-various issues and BBS

Table 7.5: Trading Performance o f Inter-bank Call Money Market: 1999-2004
(In  C rore 1faka)

Y ear B orrow ings L ending T otal
1999-00 102741.95 170066.20 272808 .00
2 0 0 0 -0 1 4 5 7 5 2 8 .2 5 6 7 7 7 6 2 .8 4 1 1 3 5 2 9 1 .0 0

2 0 0 1-0 2 3 3 8 5 4 3 .3 0 3 3 4 5 4 5 ,6 7 6 730 8 9 .0 0

200 2-0 3 17 0 8 7 .6 1 3 7 5 8 8 9 .5 7 39 2 9 7 7 .0 0

2 0 0 3-0 4 2 12 3 3 7 .9 8 4 4 14 6 4 .4 1 6 5 3 8 0 2 .0 0

j u r  03 14 4 2 3 .5 0 3 7 6 0 7 .0 5 52 0 30 .6 0

A u g ’ 03 16 0 2 7 .7 0 4 0 5 5 1 .5 5 S6 S 7 9 .30

S e p ’ 03 2 0 5 3 4 .12 4 19 4 8 .6 2 6 2 4 8 2 .70

O c t ’ 03 2 20 0 7 .50 3 7 4 1 8 . 1 8 5 9 4 2 5 .7 0

N o v ’ 03 17 0 1 2 .2 6 3 1 1 1 0 .8 9 4 8 12 3 .2 0

D e c ’ 0 3 2 29 5 9 .50 35 5 0 9 .8 0 58 46 9 .30

J a n ’ 04 2 1 4 2 1 .7 0 3 5 3 5 7 .7 7 5 6 7 7 9 .5 0

F e b ’ 04 1 3 1 1 9 .6 0 2 8 4 3 5 .10 4 15 5 4 .7 0

M a r ’ 04 16 9 3 0 .7 0 3 9 4 6 0 .4 1 5 6 3 9 1 . 1 0

A p r ’ 04 14 7 2 7 .4 0 3 6 0 3 3 .0 3 50 76 0 .4 0

M a y ’ 04 1 3 8 7 1 .0 0 3 5 4 3 9 .7 2 4 9 3 10 .7 0

J u n ’  04 19 3 0 3 .0 0 4 2 5 9 2 .19 6 18 9 5 .2 0

Source: B angladesh  B ank
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Table 7.6: Holding of Government Treasury Bills by Banks and interest rate
structure

_________(Taka in million)__________________

Period

June, 19 8 0  
June, 19 8 1  
June, 19 8 2  
June, 19 8 3  
June, 19 8 4  
June, 19 8 5  
June, 19 8 6  
June, 19 8 7  
June, 1988 
June, 19 8 9  
June, 19 9 0  
June, 19 9 1  
D ecem ber, 9 1 
Janu ary, 92 
June, 92 
O ctober, 92 
N o v , 92 
January, 93 
M arch, 93 
A pril, 93 
Jun e, 19 9 3  
D ecem ber, 93 
January, 94 
A pril, 94 
June, 94

Holdings of Treasury Bills by
B an glad esh
B an k

406 3
24 5 8
2 3 0 7
6 8 4 1
6 1 5 7
6 20 7
7 36 6
7 0 6 1
8990
6 378
13 4 4 5
14 0 0 3
7 4 6 7
7884
9 8 33
12 8 1
1 8 8 1
1 1 9 5
3 6 2 2
2886
12 8 7 6
2 2 6
18 9
23
8 6 73

C om m ercial 
B anks

2 3 5 4
3 3 2 8
3 6 2 3
6 19 4
8878
8 5 10
9 538
1 2 5 1 0
9 9 9 1
12 6 9 1
1 1 8 5 6
1 5 7 1 6
2 3 17 4
2 0 728
226 4 5
2 2 4 17
2 4 17 0
2 5 4 5 5
18 7 5 5
13 5 4 4
5440
1 1 9 3 9

10 10 4
4 23
4 06 7

Total
Holdings
4=(2)+(3)
6 4 17
12 7 8 6
12 9 3 0
13 0 3 5
1 5 3 3 5
1 5 4 1 9
16 9 0 4
19 5 7 1
18 9 S 1

19069
2 5 3 0 1
2 9 7 19
30 6 4 1
2 8 6 12
32 4 7 8
2369 8
2 6 0 5 1
26 6 50
2 2 3 7 7
16 4 3 0
18 0 16
1 2 1 6 5
10 2 9 3

4 46
12 7 4 0

Interest rate structure

6 %  up to 15 - 10 - 8 0
8 .5 %  from  16 - 10 -8 0  to 15 -9 -8 5
8 .5 %
8 .5 %
8 .5 %
8 .5 %
9 %  from  15 -9 -8 5  to 2 1 - 1 - 8 7  
8 %  fro m  2 2 - 1 - 8 7  to 13 -5 -9 0  

8%
8%
7 .5 %  from  14 -5 -9 0  to 2 1 - 1 2 - 9 1  

7 .5 %
7 .5 %
7 %  from  2 2 - 12 - 9 1  to 13 - 10 - 9 2  

7 %
7 %
6 .2 5 %  from  14 - 10 - 9 2  to 8-3-93 
6 .2 5 %
6 .2 5 %
4 .7 5 %  from  9 -3-9 3  to 30 -5 -9 3  
4 .2 5 %  fr o m 3 1 - 5 - 9 3  t o l 7 - l l - 9 3  
4 .0 0 %  from  1 8 - 1 1 - 9 3  to 15 -6 -9 4  
4 .0 0 %
4 .0 0 %
3 ,5 %  from  16 -6 -9 4  to 17 - 10 -9 4

Sources: 1 . B an glad esh  B a n k ; 2 . A zad , A .K  (20 0 2): B eh av io u r o f  T reasu ry  B il ls  M arket in B an glad esh
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Table 7.8: Average Quarterly Returns on Second-Generation 
Government Treasury Bills Compared to other Investments (%)

Period Government"Teasury Bills Deposit
Rates

Call Money 
Rate 

(Weighted 
Average)

Inflation30-
Day

90-
Day

180-
Day

1-
Ycar

O ct-D ec, 95 _ 5.82 - - 5.26 N /A 5.79

Jan-M ar, 96 - 6.22 - - 5.86 N /A 4.98

A pr-June, 96 7,07 7.16 7.31 - 6.11 N /A 4.07

July-S ept, 96 6.70 6.88 - - 6.34 N /A 2.94

O ct-D ec, 96 6.31 7.20 7.48 - 6.49 N /A 2.71

Jan-M ar, 97 7.56 7.81 - - 6.68 7.10 3.17

A pr-June, 97 8.51 8.96 9.78 11.08 6.67 10.57 3.89

Ju ly-S ep t, 97 8.50 8.79 8.69 - 6.97 8.19 5.22

O ct-D ec, 97 8.32 8.76 - - 6.98 8.81 5.66

Jan-M ar, 98 8.29 8.99 - 10.57 7.02 8.65 6.12

A pr-June, 98 8.34 9.12 - 10.29 7.07 10.42 6.34

July-S ep , 98 8.39 9.07 " 10.27 7.26 7.45 7.27

I3 0 u r i : t : :  o a i jg  aucr>ii u a im .

‘ ‘ No bid was accepted; N/A= N ot Available (N/A = 0, is applied m case o f  graphs).

Table-7.10: Demand Level of Different Maturity Third Generation Treasury Bills
During 1998-2001

(Figures in Billion Taka)
Period 28-Day TB 9 1-D a y T B 182-D ay T S

Bids Bids Bids Bids Bids Bids

Offered Accepted Offered Accepted Offered Accepted

1998 114 .75 81.49 4.01 1.69 0.30 0

1999 256.65 195.94 18.24 9.27 22.31 7,43

2000 566.42 130.22 1.33 0 .13 2 1.26 10 .1 1

2001 795.13 602.32 27.71 11 .8 7 10.54 3.76

(Cont’d)

Period 364-Day TB 2-Ycar TB 5-Year TB

Bids Bids Bids Bids Bids Bids

Offered Accepted Offered Accepted Offered Accepted

1998 3.20 0.37 18.64 4.33 1.20 0

1999 48.15 19 .19 28,91 6.75 0.39 -

2000 89.05 29.07 29.60 12.70 18 .21 1.02

2001 2 1.4 0 14 .10 3 1 .8 1 1 14.30 4.75 0 .16

Source; Bangladesh Bank Bulletins, various issues
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Table 7.13: Monthly Average Treasury bill Yields During January, 2001- August 2002

■ao
'uui.

■o

91 "day 
T-bitls

182-
day
T-bills

364-
Day
T-bills

2 -
Years
T-bills

5 -
Y ears
T-bills

Stock
Dividend
Yields
(D SE)

Bank
Deposit
Rates

Call
Money
Rate
(Lending)

Inflation
(A verag

e)

1 2 3 4 5 6 7 8 9 10 1 1

20 0 1
Jan 6.44 6.87 7 .3 3 7 .46 8 .50 10 .6 5 5 .8 1 7 ,0 6 8.67 2 .18

Feb 6 .53 6.88 7 .2 7 7 .46 8.49 10 .5 0 5 ,9 2 7 . 1 1 10 .0 1 2 .04

M ar 6.52 6.97 7 .2 3 7 ,5 3 8,49 — 6 .10 7 , 1 3 13 .0 7 1.9 0

A p r 6.54 6 .9 1 7 .2 0 7 .57 8.48 — 5,98 6,99 1 1 .4 6 1 .7 8

M ay 6 .53 6 .90 7 .1 3 7 .59 8 ,43 — 5 .5 2 7 ,0 2 9 ,79 1.6 8

Jun 6 .6 1 6.88 — 7 .53 8,38 — 5,88 7,08 1 1 . 7 1 1 .5 9

Jul 6 .0 1 6.74 7.0 2 7 .2 5 8 ,0 1 10 .4 8 6 ,54 7 , 1 0 5 .8 7 1 .5 9

A u g 6.03 6 .6 7 7 .0 0 7 .18 7 .9 7 — 6.85 7 . 1 7 6 .65 1 ,5 1

Sep 6.06 6.62 6.98 7 .18 7 .9 7 ~ 6 ,53 7 . 1 2 7 .2 0 1,4 7

Oct 5.89 6 .57 6.90 7 . 1 3 7 .97 — 6.75 6.63 7 .5 5 1.4 8

N ov 4 .42 5 .0 0 5 .38 5 .8 3 6.96 — 7 .2 1 6.86 5,6 6 1.4 8

Dec 3 .38 4 .85 4 .9 6 5.54 6.89 8 .10 6 .76 1 1 .9 5 1.5 6

2002
Jan 3,4 5 — 4.90 5 .24 6.79 9 .50 9 .1 0 6 .79 9.04 1.8 0

Feb 4 .3 3 4 .85 5.00 5 . 16 6.74 9.45 8 .54 6 .95 16 .7 5 1.9 3

M ar 4 .50 5 .3 1 — 5.82 6.83 9 .24 8 .2 1 6 .60 1 0 . 1 6 2 .0 5

A p r 4.08 5 . 14 — 5.78 6 .79 8.88 8.56 6.88 9.90 2 .1 6

M ay 4 .1 2 5 .0 5 — 5.9 0 6.75 8.74 8 .53 6 .79 15 .6 6 2 .2 8

Jun 4 .5 5 5 . 1 1 5 .5 0 5 .79 6.86 8.62 8.29 6 .52 9 . 1 3 2 .39

Source; ( 1 )  B an glad esh  B an k ; E con om ic Trends, related issues (2) D h aka S to ck  E x ch a n g e ; M onthly
R e v ie w , related issues;

Table 7.14: Credit -  Deposit Ratios of DMBs Practiced during 1993-2005

Y e a rs D eposit R atio s o f  B a n k s  (% )

19 9 3-9 4 87 .88

19 9 4-9 5 9 5 .3 9

19 9 5-9 6 1 0 1 .3 5

19 9 6 -9 7 1 0 1 .2 1

19 9 7-9 8 10 2 .3 3

1998-99 1 0 1 .2 3

19 9 9 -00 96 .26

20 0 0 -0 1 9 6 .19

2 0 0 1-0 2 10 2 .2 8

200 2-0 3 1 0 1 . 1 0

20 0 3-0 4 9 3 ,9 3

2004-05 9 8 .4 7

Source: B angladesh  B ank, E conom ic T rends
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Table 7.17: Repo Auctions
(In Billion Taka)

Period N o. o f
A u ction s

H eld

B id s  O ffered 
(Face V alue)

B id s  A ccep ted  
(Face V alue)

W eighted 
A v e ra g e  R ate  
o f  Interest (% )

Ju !y -S e p ’02 65 6,00 3 ,2 0 5 .2 5 -6 .8 8

O ct-D ec’ 02 57 22.78 10 .6 6 6.80-8.90

Ja n -M a r ’03 60 36 .44 28 .6 7 9 .5 0 -7 .5 0

A p r-Ju n ’ 03 63 10 6 .59 38 .9 0 8 ,0 1-3 0 .0 5

T o ta l (2 0 0 2-0 3) 2 4 5 1 7 1 . 8 1 8 1 .4 3

Ju ly -S e p ’ 03 10 2 1 .5 6 16 .3 3 4 .5 2 -5 .5 0

O ct-D ec’03 32 12 3 .4 8 9 3 .2 3 4 .0 0 -5 .5 0

Ja n -M a r’ 04 37 88 ,55 5 8 .5 1 4 .5 0 -5 .0 0

A p r-Ju n ’ 04 32 104 .93 62.96 4 .5 0 -5 .0 0

T o ta l (20 0 3-0 4) 1 1 1 3 3 8 .5 2 2 3 1 . 0 3

Table7.20: Bank Rate and Interest Rate Structure of Post Office

Particulars

With
Effect
From

22,02.9
7

With Effec 
t From 

01,07.97

With
Effect
From

2 4 .11.9
7

With 
Effect Fro 

m 29.08.99

With
Effect Fro 
m 24 .10 .0 1

With
Effect Fro 
m 0 8 .11.0 3

With
Effect Fro 
m
17.07.04 
and on 
words

A. Bank Rate 7.00 7.50 8.00 7.00 6.00 5.00 5.00

B Interest Rates on Deposits with Post Office Savings Bank

a

)

Ordinary
Account

8.50 8,50 8.50 8.50 8.50 8.50 7.50

b) Fixed Deposit Account (Interest After Maturity)

1) For one year 10.50 10.50 10.50 10.50 10,50 10 ,50 9,50

ii) For two years M.50 11 .5 0 11.5 0 11.5 0 11 ,5 0 11,5 0 10,50

iii) For three 
years

12 .50 12.50 12.50 12.50 12 .50 12,50 11 .5 0

c) Fixed Deposit Account (Interest After 6 months)

I) For one year 9,50 9,50 9.50 9,50 9.50 9.50 8.50

11) For two years 10.00 10.00 10.00 10,00 10.00 10,00 9.00

iii) For three 
years

10,50 10,50 10.50 10.50 10.50 10 .50 9.50

d) Interest Rates on Construction Loans Provided by House Building Finance Corporation.

I) Dhaka and Chittagong Metropolitan Cities

a) Loan unto 
TK. 15 laccs

13.00 13.00 13.00 13.00 13.00 13.00

b) Loan 
above T Y K . IS 
laces

15,00 15.00 15.00 15.00 15.00 15.00

ii) Other
Divisional/Distric 
t Head Quarters.

10.00 10.00 10.00 10.00 10.00 10.00

Source: Economic Trends, Various issues, Bangladesh Bank
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Table 7.24: W eekly A verage L iquidity  Position of C om m ercial B anks in B angladesh
(Taka in Crore)

Name/Category o f 
Banks

A s on 31-12 -2 0 0 3 A s on 30- 06-2004

Total
Liquidity

Liquidity
Ratio
(%)

Liquidity 
Surplus/ 

Deficits (-)

Total
Liquidity

Liquidity
Ratio
(%)

Liquidity 
Surplus/ 

Deficits (-)

!VCBs

Sonali
4927.06 23.89 1627,46 5 15 7 ,4 7 24,68 18 13 ,6 7

Agrani

34 12 .2 3

29.66 157 1,4 0 33 36 .15 29.22 1509.35

Janata
2614 ,35

29.48 570.71 2899.45 22.71 857,08

Rupali

1498.81

24.59 488,72 1375.89 23,74 448,74

Sub-Tota]
(Required
Liquidity)

12358 .39 24.41
(16%  o f 

which, 4% 
is CRR)

42.57.65 12768.96 25.87 
(16 %  o f 

which, 4%  
is C R R )

4628.84

PCBs (30) 
(Required 
Liquidity)

119 49 .27 24,41 
(16 %  o f 

which, 4%  
C R R )

4 432.14 119 36 .84 24,89 
(16 %  o f 

which, 4% 
C RR )

4956.43

SPBs (5) 
(Required 
Liquidity)

741.56 11.9 9
(4% C RR  

only)

369.72 883.53 12 .94
(4% C RR  

only)

445.71

FCJJ^(IO)
(Required
Liquidity)

3188.92 37.89 
(16 %  o f 

which, 4% 
is C RR)

1846.56 510 0 .35 35 .85
(16 %  o f 

which, 4%  
is C R R )

1724 .22

Sub- Total
15 8 7 9 .7 5

24.74
6648.42 17 9 2 0 ,7 2 24.56

7 12 6 .3 6

G rand Total 27337.25 24.74 10897.33 28685.64 2 5 .10 117 5 4 .2 5
Sources: B angladesh  B an k
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Table 7.25: Reserve Money Developments in Bangladesh

Financial Years Reserve Money (in Crore Taka)
1993-94 11307.9
1994-95 10630.0
1995-96 11003.0
1996-97 12394.5
1997-98 13617,6
1998-99 14742.7
1999-00 17064.1
2000-01 18927.4
2001-02 23533.6
2002-03 24313.1
2003-04 26256.4
2004-05 29547.3

Source: Bangladesh Bank

T a b l e  7 . 2 6 :  Bank Rate (% )

From To Rate
1 6 -  1 2 - 7 1 20 - 06 - 74 5.00%
21 - 0 6 - 7 4 1 5 - 1 0 - 8 0 8.00%
1 6 - 1 0 - 8 0 3 1 - 1 2 - 8 4 10 .50%
0! - 0 1 - 8 5 1 5 - 0 9 - 8 5 11.0 0 %
1 6 - 0 9 - 8 5 30 - 06 - 86 11 .2 5 %
01 - 0 7 - 8 6 3 1 - 1 2 - 8 9 10 .75%
01 - 0 1  -9 0 1 6 - 1 1  -9 1 9.75%
1 7 - 1 1 - 9 1 1 4 - 0 3 - 9 2 9.25%
1 5 - 0 3 - 9 2 02 - 06 - 92 9.00%
03 - 06 - 92 2 3 - 0 !  -9 3 8.50%
24 - 01 - 93 23 - 02 - 93 8,00%
24 - 02 - 93 23 - 04 - 93 7.00%
24 - 04 - 93 1 7 - 0 9 - 9 3 6,50%
1 8 - 0 9 - 9 3 02 - 03 - 94 6.00%
03 - 03 - 94 09 - 09 - 95 5.50%
1 0 - 0 9 - 9 5 0 6 - 10 - 9 5 5.75%
0 7 - 1 0 - 9 5 3 1 - 0 1 - 9 6 6.00%
01 - 0 2 - 9 6 3 0 -  10 -9 6 6.50%
3 1 - 1 0 - 9 6 1 8 - 0 5 - 9 7 7.00%
1 9 - 0 5 - 9 7 23 - 1 1  - 97 7.50%
24 - 1 1 - 97 28 - OS - 99 8.00%
29 - 08 - 99 24-10-2001 7.00%
25-10-2001 7-11-20 03 6.00%
8-11-20 03 Ongoing 5.00%

Source: Bangladesh Bank
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Table 7.28: Monetary Aggregates and Money Supply in Bangladesh 1999-2004 (Crore Taka)

Components of Money Supply 1999-00 2000-01 2001-02 2002-03 2003-04

Currency outside Banks
(Currency in circulation + Currency in Tills of 
DMBs)

1088.4 1354.5 1348.8 1440,5 1465.5

Demand deposits 9705,3 10869.1 11620.4 12827,9 14612.6

Deposits with Bangladesh Bank other than 
DMBs 19881.3 22347.4 24161.1 26743,4 30456.9

Narrow Money (M|) Total 30675.0 34571.0 37130.3 41011.8 46535

Time Deposits
54881.1 64826.8 74454.9 87251.1 99220.9

Broad Money (M2)
Total

(M i + Time Deposits)
85556.1 99397.8 111585.2 128262.9 145755.9

Post Office Deposits
967.0 1039,2 1385.4 2208.0 3399.5

Monetary Assets 
(M2 + Post Office Deposits) 75729.4 88213.3 101001.4 116202.5 133077.3

Monetary Aggregates 
(M| + M2 + Post Office Deposits + Monetary 

Assets)
192927.5 223221,3 251102.3 287685,2 328767.7

Source; Economic Trends, various issues, Bangladesh Bank
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Table 7.29: Growth of Net Domestic and Net Foreign Assets 
And Reserve Money in Bangladesh

Period Net Domestic 
Assets

Net Foreign 
Assets

Reserve
Money

1993-94 3057.1 8250.8 11307,9
1994-95 1766.8 8864.1 10630.9
1995-96 5614.3 5388.7 11003.0
1995-97 7382.4 5012,1 12394.5
1997-98 8220.8 5396.8 13617.6
1998-99 10033.8 4708.9 14742,7
1999-00 11093.2 5971.3 17064.5
2000-01 13783.4 5144.0 18927.4
2001-02 15943,4 7590.2 23533.6
2002-03 12000.6 12312.5 24313.1
2003-04 12195.4 15961.6 26157,0

Source: Economic Trends, Bangladesh Bank, various issues
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Figure 7(iv): Monetary Policy through Open Market

T ran sm issio n  process Feedback effects

Source: Lynch, 1996
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Annex 5
(Chapter 8)

Table 8.1: Distribution of AD branches of Banks in Bangladesh (30 June 2004)
Nationalized Com m ercial Banks

Janata Bank 54
Sonali Bank 48
Agrani Bank 41
Rupali Bank 27
Private Com m ercial Banks
Uttara Bank Ltd. J8
Islami Bank Bangladesh 33
National Bank 30
Pitbali Bank 29
Arab Bangladesh Bank 28
Prime Bank 22
The City Bank 20
IF 1C Bank 20
National Credit and Commerce Bank 17
United Commercial Bank Ltd. 17
Eastern Bank 15
Oriental Bank 14
Al-Arafah Islami Bank 14
South East Bank 12
Dhaka Bank Ltd. 12
The Premier Bank Ltd. 11
Mercantile Bank 11
Standard Bank 10
Social Investment Bank 9
Exim Bank 9
Dutch-Bangla Bank 9
Jamuna Bank 8
Bank Asia 8
First Security Bank 7
Mutual Trust Bank 6
One Bank 6
The Trust Bank Ltd. 4
Bangladesh Commerce Bank 4
BRA C  Bank 3
Specialized Bank
B A SIC  Bank 15
Bangladesh Krishi Bank 14
Rajshahi Krishi Unnayan Bank 1
Bangladesh Shilpa Bank 1
Bangladesh Shilpa Rin Sangstha 1
Foreign Com m ercial Banks

Standard Chartered Bank 12
American Express 3
H SBC 3
Citi Bank NA 2
Commercial Bank o f Ceylon 2
Habib Bank 2
State Bank o f India 2
National Bank o f Pakistan 1
Woori Bank 1
Shamil Bank o f Bahrain 1
Total Num ber o f ADs 6S8

Source: Bangladesh Bank
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Table 8.2: Taka per Pound Sterling (continuous pages)

Date Buying Selling Mid value
03-Jan-72 18.9677 18.9833 18.9755
03-Jul-72 18.9002 19.0000 18.9501
06-Jul-72 18.7501 18.8501 18.8001
31-Dec-74 18.9521 18.9990 18.9756
17-May-75 29.9844 30.0313 30.0079
26-Apr-76 27.5000 27.6000 27.5500
07-Jun-76 26.6500 26.7500 26.7000
I6-Aug-76 27.1500 27.1700 27.1600
lO-Sep-76 26.6500 26.7500 26.7000

03-NOV-76 25.4000 25.5000 25.4500
3 1-Dec-76 25.9500 26.0000 25.9750
18-Jan-77 26.6500 26.7500 26.7000
17-Oct-77 26.9000 26.9500 26.9250

09-NOV-77 27.3500 27.4000 27.3750
09-Dec-77 27.6000 27.6500 27.6250
30-Jan-78 28.7000 28.7500 28.7250
24-Apr-78 28.0000 28.0500 28.0250
22-Aug-78 28.5000 28.5500 28.5250
I8-Sep-78 29.5000 29.5500 29.5250
23-Oct-78 30.5000 30.5500 30.5250
15-Jan-79 31.1000 31.1500 31.1250
16-Apr-79 32.0000 32.0500 32.0250

28-May-79 32.9750 33.0250 33.0000
13-Aug-79 34.6865 34.7368 34.7117
29-Jul-80 36.2500 36.3000 36,2750
13-0ct-80 38.4000 38.5000 38.4500
27-Oct-80 38.8700 38.9700 38.9200
17-Nov-Ol 38.8700 38.9700 38.9200
26-Feb-81 37.1000 37.2000 37.1500
23-Mar-81 37.5220 37.6220 37.5720
24-Apr-81 37.2000 37.3000 37.2500
08-May-81 36.6800 36.7800 36,7300
25-M ay-8i 36,3100 36.4100 36.3600
04-Jun-81 35.9500 36.0500 36.0000
06-Jun-81 34.7800 34.8800 34.8300
19-Jun-81 35.3643 35.4643 35.4143
30-Jun-81 34.8700 34.9700 34.9200
03-Jul-81 34.3125 34.4125 34.3625
23-Jul-81 33.6090 33.7090 33.6590

24-Aug-81 33.9630 34.0630 34.0130
17-Sep-81 34.7300 34.8300 34.7800
12-Oct-81 35.5125 35.6125 35.5625
I 8-N0V-8 I 36.2250 36.3250 36.2750

318

Dhaka University Institutional Repository



30-Nov-Sl 37.0345 37.1545 37.0945
30-Dec-81 37.9568 38.0568 38.0068
11-Jan-82 38.3720 38.4720 38.4220

24-Aug-82 38.9500 39,0500 39.0000
Taka per U.S. Dollar

Date Buying Selling Mid value
11-Jan-83 24.48 24.52 24.50

28-Aug-83 24.53 24.57 24.55
23-Sep-83 24.72 24.78 24.75
12-Oct-83 24.97 25.03 25.00
23-Feb-84 25.17 25,23 25.20
21-Aug-84 25.32 25.38 25.35
22-Sep-84 25,47 25.53 25.50
23-Oct-84 25.72 25.78 25.75
03-Nov-84 25.97 26.03 26.00
12-Feb-85 26.22 26.28 26.25
25-Feb-85 26.47 26.53 26.50
28-Apr-85 26.98 27.02 27.00
20-Jul-85 28.22 28.28 28.25

01-Aug-85 28.47 28.53 28.50
17-Aug-85 28.87 28.93 28.90
31-Auf?-85 29.22 29.28 29.25
30-Sep-85 29.72 29.78 29.75
31-Oct-85 29.97 30.05 30.01
25-NOV-85 30.47 30.53 30.50
22-Dec-85 30.97 31.05 31.01
18-Jan-86 30.12 30.78 30.45
28-Jan-86 30.47 30.53 30,50
11-Feb-86 30.27 30.33 30.30

2O-N0 V-86 30.77 30.83 30.80
13-Apr-87 30.87 30.93 30.90
07-Jun-87 30.97 31.05 31.01
21-NOV-87 31.17 31.23 31.20
02-Jan-88 31,32 31.38 31.35
01-Mar-88 31.47 31.53 31.50
14-Jul-88 31.76 31.84 31.80

01-Aug-88 31.96 32.04 32.00
I 2 -N0 V-88 32.23 32.31 32.27
05-Mar-90 33.84 33.92 33.88
29-Apr-90 34.18 34.26 34,22
20-May-90 34.85 34.95 34.90
04-Aug-90 35.54 35.64 35.59
08-Sep-90 35.64 35.74 35.69
24-NOV-90 35.74 35.84 35.79
02-Jul-91 35.94 36.04 35.99
07-Jul-91 36.44 36.54 36.49

20-Aug-91 36.84 36.94 36.89
14-Sep-91 37.64 37.74 37.69
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09-NOV-91 38.04 38.14 38.09
01-Dec-91 38.19 38.29 38.24
09-Dec-91 38.35 38.45 38.40
21-Dec-91 38,53 38.63 38,58
01-Jan-92 38.75 38.85 38,80
31-Mar-92 38.95 39.05 39,00
24-Apr-93 39.75 39.85 39.80
17-Jul-93 39.70 39.80 39.75

01-Aug-93 39,80 39.90 39.85
08-Aug-93 39.70 39.90 39.80
12-Aug-93 39.75 39.95 39.85
02-Jan-94 39.97 40.17 40.07
24-Feb-94 40,03 40.23 40.13
27-Mar-94 40,15 40.35 40.25
07-Mar-95 40.00 40.20 40.10
lO-Sep-95 40,15 40.35 40.25
01-Oct-95 40.40 40.60 40.50
28-Oct-95 40.65 40.85 40.75
08-Jan-96 40.90 41.10 41.00
08-Apr-96 41.40 41.60 41.50
20-Apr-96 41.65 41.85 41,75
15-Jul-96 41.80 42.00 41.90

01-Aug-96 42.05 42.25 42,15
07-Sep-96 42.20 42.40 42,30
23-Sep-96 42.35 42.55 42.45
08-Feb-97 42.65 42.85 42.75
19-Mar-97 43.10 43.30 43.20
07-Apr-97 43.55 43.75 43.65
21-Jul-97 44.00 44.20 44.10
18-Aug-97 44.45 44,65 44.55
26-Oct-97 44.85 45.15 45.00
24-NOV-97 45.30 45.60 45.45
02-Feb-98 46.15 46.45 46.30
05-Jul-98 46.95 47.25 47.10
18-Oct-98 48,35 48.65 48.50
18-Jul-99 49.35 49.65 49,50

30-NOV-99 50,85 51.15 51,00
13-Aug-00 53.85 54.15 54.00

Taka per U.S. Dollar (Band)
Date BB’s Spot Buying & Selling

04-Dec-00 53.85 to 54.15
25-May-Ol 56.50 to 57.50
06-Jan-02 57.40 to 58.40

31-May-03 Free Floating for current account 
transactions

<
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Table 8.9: Average Weekly*® Spread of Spot Buying and Selling Price 
of Foreign Exchange by Category of Banks in Bangladesh

D u n ng J a n u a ry - Ju n e  2004
NCBs PCBs FCBs

Months
Spread Spread Spread

January’04
Week 1 0.7214 0.9644 0.9167
Week 2 0.7692 0.9712 0.9102
Week 3 0.7842 0.9788 0.9325
Week 4 0.8133 0.9838 0.9149
February 04
Week 1 0.7983 0.9565 0.9319
Week 2 0.8400 0.9860 0.9004
Week 3 0.8100 0.9902 0.9022
Week 4 0.8114 0.9847 0.9757

M arch 04
Week 1 0.S470 1.0115 0.8590
Week 2 0.8588 1.0212 0.9020
Week 3 0.8630 1.0226 0.9136
Week 4 0.8550 0.9816 0.9113

April 04
Week 1 0.8292 1.0240 0.9126
Week 2 0.8253 1.0208 0,9023
Week 3 0.8350 1.0174 0.9025
Week 4 0.8449 1.0254 0.9035

May 04
Week 1 1.1441 1.1394 0.9223
Week 2 1.0854 1.1139 0,8871
Week 3 1.1130 1,4069 1.2310
Week 4 0.8014 1.3144 1,5993

June 04
Week 1 0.7836 1.4890 1.5606
Week 2 0.7927 1.7309 1.4597
Week 3 0.7961 1.7638 1.5710
Week 4 0.8300 1.6523 1.6236

Source: B A FED A  (Bangladesh Foreign Exchange Dealers Association)

Weekly average spreads are calculated from the daily spot buying and selling rates as maintained by 
BAFEDA-Bangladesh Foreign Exchange Dealers Association.
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As at the 
Close o f 
Business

Credit balances 
held abroad

Credit balances 
held with B E  PC 

Clearing A/C
Total Credit 

balances

PC held on 
account 

Customers i.e. 
outside Bank’ s 

Exchange 
Position

FC held within 
Bank’s 

Exchange 
Position

Total Debit 
Balances

Net Credit 
Balances

A B C D = B-i-C E F = D-E G H= F-G

26-Jiil-Ol 491,871 374,247 86 6 .118 398.344 467,774 224,563 2 4 3 .2 11

30-Aug-0l 508 .133 363,791 871.924 394.408 4 77 ,5 16 2 4 1.18 2 236.334

27-Sep-Oi 5 7 3 ,9 17 375,347 949.264 426.307 522,957 281.473 241,484

25-Oct-Ol 620,652 340.643 961.295 4 31.588 529,707 3 1 1 .9 1 5 2 17 ,7 9 2

29-Nov-Ol 504.557 335.074 839.631 425.202 414,429 207,686 206,743

27-Dec-Ol 479,887 381,049 860.936 426 .8 11 4 34 ,12 5 244.585 189,540

3 1 -Jan-02 4 79 .213 400,543 879.756 430.567 449.189 238,465 2 10 ,724

2S-Fcb-02 462.359 426.572 888.931 4 3 1.7 38 4 57 ,19 3 284.034 17 3 ,15 9

28-Mar-02 384.882 458.445 843,327 437.588 405.739 249 .310 156.429

24-Apr-02 429.831 449.969 879.800 4 13 .28 2 466.518 273,261 193.257

30-May-02 409.320 424.692 834.012 4 10,992 423.020 286.989 136 .031

27-Jun-02 409.075 460,771 869.846 414,045 455.801 3 17 .7 3 4 138.067

2S-Jul-02 433.652 468,432 902.084 404.855 497,229 37 1,2 3 3 125.996

29-Aug-02 469,959 463,998 933.957 400,294 533.663 389,922 143.74 1

26-Sep-02 462,332 431.993 894.325 397.505 496.820 3 2 8 ,1 10 16 8 .7 10

3l-0 ct-0 2 323.936 455,4 12 779.348 366.380 412.968 234,676 178.292

30-NOV-02 361,609 352,335 713.944 363.878 350.066 208,574 14 1,4 9 2

30-Dec-02 390,067 358.360 748.427 352.245 396 .182 28 4 .157 112 .0 2 5

30-Jan-03 330.544 460,036 790.580 425.279 365.301 275.636 89,665

27-Feb-03 304,295 408.525 712 .820 383.350 329,470 252,996 76.474

31-M ar-03 35 1,354 4 27 ,0 11 778,365 3 9 1 .2 12 38 7 ,153 158 ,146 229.007

30-Apr-03 3 18 ,7 14 400.949 719.663 382.554 337 .10 9 255,901 81.208

3 1 -May-03 366,875 419.972 786.847 444,508 342.339 272 .331 70,008

30-Jun-03 339,768 441.888 781.656 442.090 339,566 249.551 90,015

3 1 -Jul-03 348,874 431.004 779.878 440 .147 339 ,731 262.074 77.657

3 1 -Aug-03 386.373 444,668 831,041 4 3 1.3 4 3 399.698 295,436 104,262

2 5-Sep-03 376.248 459.214 835,462 433.203 402,259 309,700 92,559

30-0ct-03 352.595 420,989 773,584 440.585 332,999 262.687 7 0 .3 12

30-NOV-03 318 ,9 71 4 11.8 4 7 730,818 4 28 .214 302,604 209,404 93.200

30-Dec-03 304,403 337.507 64 1,9 10 423.599 2 18 .3 1 1 153 .9 53 64,358

3 1 -Jan-04 347,090 328.300 675.390 429.433 245,957 207,445 38 .5 12

29-Feb-04 316,888 352 .8 17 669,705 4 31.4 6 1 238.244 240.430 -2 .186

3 1 -Mar-04 3 12 ,6 1 1 375,634 688,245 420.075 268.170 223.592 44.578

2 9-Apr-04 301,298 372,708 674.006 404.670 269.336 236 .6 14 32.722

3 1 -May-04 3 3 1 .19 2 30 5 .4 15 636,607 4 30 .130 206.477 177 .32 1 29 .156

3fl-Jun-04 295.957 298.782 594,739 408,467 186.272 20 3 ,7 15 -17.443

31-Ju!-04 2 9 7 .1 1 1 301.948 599.059 431,8 4 7 16 7 .2 12 216 ,746 -49.534
Source: Bangladesh Bank
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T able 8.12: Ind iv idual Bank wise Foreign C u rren cy  Holdings

(M illion  U S  D ollar)

B a n k s 3 1 / 3 / 0 4 6 / 1 / 0 4 3 0 / 6 / 2 0 0 4

S o n a l i 1 1 7 . 5 7 5 1 1 1 . 6 0 1 4 2 . 5 1 3

A g r a m 3 7 . 1 3 3 0 , 4 1 6 3 9 . 1 0 8

l a n a t a 5 7 . 0 9 5 4 . 4 4 3 4 5 . 2 6 8

R u p a l i 5 . 4 2 9 5 . 0 9 1 5 . 5 5 4

B S B 0 . 4 1 0 . 4 1 0 . 4 6 4

B S R S 0 . 0 2 7 0 , 0 2 7 0 . 0 2 7

B K  B 6 . 5 4 9 6 . 6 3 S 5 . 9 6 3

B A S I C 6 . 1 2 7 6 . 4 3 7 7 . 5 1 7

I s l a m i 2 9 . 1 % 2 9 , 4 5 2 7 . 3 8 9

O r i c n l a l 5 . 9 0 2 6 . 4 3 7 8 . 3 6 9

A l - A r a f a h 1 . 8 4 4 2 . 4 2 5 1 . 4 0 1

S h a h j a l a t 1 . 8 2 4 1 . 8 2 4 2 . 6 8 9

S I B L 2 . 5 5 5 2 . 3 1 6 2 . 3 9 1

P u b a l i 1 0 . 2 2 3 9 . 1 7 2 9 . 1 0 5

U t t a r a 1 2 8 . 8 7 3 1 1 . 1 5 8

A B B L 3 7 . 3 2 9 3 7 . 8 7 1 3 0 . 3 5 6

N B L 1 5 . 0 8 3 1 5 , 1 1 9 2 2 . 9 9 7

C i t y  B a n k  L t d 3 . 5 3 S 3 . 5 7 4 . 8 4 6

U C B  L 9 . 6 8 2 9 . 6 4 . 3 5 4

E a s t e r n 1 1 . 9 5 2 9 . 0 3 5 1 0 . 6 6 7

I F I C 2 9 . 5 2 1 3 0 . 1 8 3 2 9 . 7 4

P r i m e 8 . 5 8 4 7 . 7 4 2 1 4 . 3 1 2

D h a k a  B a n k 9 . 7 7 4 9 . 3 6 6 1 1 . 7 9 2

S o u t h  E a s t  B a n k 1 . 8 6 2 2 . 3 4 1 1 . 9 5 2

Source: Bangladesh Bank

N C C B L 0 . 3 7 7 0 . 0 8 6 1 . 7 2 9

Standard Bank 0 . 3 9 2 0 , 9 6 4 2 . 5 3 8

Mercantile Bank 0 . 8 7 2 4 . 1 6 1 1 . 0 4 4

One bank 3 . 7 7 8 4 . 0 9 5 . 8 6 6

Exim Bank 4 - 3 1 3 4 . 2 5 5 6 . 3 8 3

Mutual Trust Bank 3 . 0 1 7 2 . 8 6 8 2 . 4 3

First Security 2 . 6 4 5 2 . 6 7 2 1 . 7 6 3

Bank Asia 4 . 2 3 8 3 . 8 9 9 5 . 5 9 2

Premier Bank 4 , 7 7 5 . 7 6 6 7 . 1 0 8

Commerce Bank 1 . 4 2 8 1 . 4 4 1 1 . 5 5 5

Trust Bank 1 . 0 0 4 1 . 6 7 9 1 . 8 4 7

BARC Bank 2 , 3 8 4 2 . 2 6 3 2 . 5 1 1

lamuna Bank 1 , 8 3 5 1 . 8 9 6 3 . 1 4 4

Dutch Bangla 1 0 . 7 0 1 1 0 . 0 3 4 1 1 . 7 8 1

American Express. 4 1 . 6 4 7 4 2 . 6 9 1 4 3 . 0 9 4

Stand. Chartered 6 6 . 2 1 1 6 8 . 4 5 5 7 0 . 9 8 8

Commercial Bank 1 9 . 9 4 9 2 0 . 2 3 2 2 5 . 5 5 2

State bank of India 4 . 4 2 9 3 . 6 9 3 . 3

H a b i b  B a n k 2 . 7 1 6 3 . 2 7 2 5 . 2 4 7

National bank o f P a k . 1 . 9 7 5 1 . 9 7 4 3 . 0 9 1

C i t !  Bank N.A. 4 2 . 4 4 8 3 5 . 5 7 4 4 2 . 3 0 9

Woori Bank 4 , 1 0 9 3 . 8 4 3 5 . 5 1 3

H S B C 7 . 8 2 5 6 . 3 7 6 1 4 . 8 4

Shamil 0 . 3 1 9 0 . 3 1 9 1 . 0 5 4

Total 6 5 4 . 5 8 8 ' 6 3 2 . 8 8 7 6 1 0 . 2 1 1
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Table 8.14; Migrant Remittances, International Reserves, Export and Import

( in  Billion US Dollar)

Year

Infi
Reserves"'

Migrant
Remittances

As % of 
Inl’l 

Reserves

Export
Receipts

Migrant
Remittances

As % of 
Expgrls

Import
Payments

Migrant
Remittances

As % of 
Imports

1990-91 0.88 0.76 86.36 3.13 0,76 24.28 3.51 0.76 “ 1 21,65

1991-92 1.61 0.85 52,80 3.12 0,85 72.24 3.53 0.85 24,08
1992-93 2.12 0.94 44,34 3,57 0.94 26,33 4.07 0.94 23,10
1993-94 2,76 1.09 39.49 3,77 1,09 28,91 4.19 1,09 26.01
1994-95 3.07 l.lg 38,44 5,25 1.18 22,48 5.83 1,18 20.24
1995-96 2.04 1.22 59.80 6,19 1,22 19,71 6.95 1,22 17.55
1996-97 1.72 !.48 86.05 6,37 1,48 23,23 7,16 1.48 20.67
1997-98 1.73 1.53 88.44 6,77 1,53 22,60 7.52 1.53 20.35
1998-99 1.52 1,71 112.50 7,22 1.71 23.68 8,02 1.71 21,32
1999-00 1,60 1.95 121.87 7,57 1.95 25.76 8,40 1.95 23,21
2000-01 1.31 1.88 143.51 8.43 1,88 22.30 9.36 1,88 20.09
2001-02 1.58 2.50 158.23 7.69 2.50 32.51 8.54 2.50 29.27
2002-03 2.47 3,06 123.89 7,89 3,06 38.30 8.97 3.06 34.11
2003-04 2.71 3,37 124,35 7.99 3,37 44,34 9.62 3,37 35.03

S o u r c e :  B a n g l a d e s h  B a t i k

International reserves represent aggregate o f  Bangladesh Bank’ s holding o f  gold, foreign exchange, and 
SD R  and reserve position in the IMF.
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Annex 6

(Chapter 9)

Tabic 9.2: IPO M arket in Bangladesh: Evidence of U nderpricing in 1993-2004

Year
o f

Listing

No. o f 
IPOs

Average 
Face 

Value Per 
Share 

Tk.

a

Average 
Offer Value 

Per 
Share 

Tk,

A verage
Premium

Per
Share

Tk,

A verage 
opening 

or First D ay 
Trading Price 

Per Share 
Tk,

Average 
Under pricing 

Per Share 
Tk

1 2 3 4 5 ( = 4 - 3 ) 6 7 (=  6 -  4)

1993 4 100.00 125.00 25,00 2 12 .7 8 87,78

1994 24 92.5 138 .96 46.46 205.09 6 6 .13

1995 22 9 1.8 2 9 1,8 2 0 160 ,24 68,42

1996 23 96.07 96.07 0 4 18 ,12 322.05

1997 12 92.05 92,5 0 12 1 ,0 2 28,52

1998 5 280.00 280,00 0 295,52 15 .5 2

1999 10 55.00 55.00 0 76.00 2 1,0 0

2000 7 163.00 163,00 0 190 ,74 2 7 ,74

2001 11 26 .36 26.36 0 57 ,79 3 1 ,4 3

2002 9 18,89 18.89 0 29.61 10 .72

2003 14 59.00 59.20 0 89,03 30.03

2004 3 100.00 110 .0 0 10.00 385,50 275 .50

Source; D SE  and SE C  

Table 9.10: DSE Performance: 1985-2004

Year
No, o f  
IPOs

No, o f  Listed 
Securities

No. o f  Listed 
Companies

No, o f  
Securities 

T  raded 
(In 

Million)

Market 
Capitalization 

(In Million 
USD)

Market 
Turn 

Over (in 
Million 
USD)

D SE
Index

D SE
Dividend

Y ield
%

1985 19 72 69 86,451 8 9 2 8 0.85 19 3 .9 3 n.a

1986 9 82 78 99.591 146.49 1.2 6 2 10 ,5 6 n,a

1987 9 92 92 105.28 322.98 4.68 3 2 3 .3 1 n.a

1988 21 1 1 1 10 1 123 ,0 6 3 346.55 3 .4 2 329 .42 n.a

1989 12 1 1 6 1 16 149,69 392.40 4 .57 33 4 ,5 3 n.a

1990 11 134 134 16 1 .3 7 29 3,6 1 5 . 12 320 ,64 n,a

1991 9 138 138 167,64 265,78 2.95 3 17 .8 9 n.a

1992 1 1 149 134 172 .34 3 14 ,3 9 1 1 . 1 7 36 9 .53 n.a

1993 4 15 3 143 195.06 452.47 14 .47 398,97 n.a

1994 26 170 157 2 4 1.50 1044.27 10 7 .2 845.7 n.a

1995 24 201 183 29 1.6 5 14 13 ,0 0 267.99 835,83 4.85

1996 24 205 186 397,43 4 6 02.53 7 17 .5 5 230 5.75 3.53

1997 12 222 202 500.99 1099.43 382.94 757 .82 5.37

1998 6 228 208 50 9 .16 10 3 6 .17 708.63 5 4 1 . 1 9 7.88

1999 11 232 2 1 1 560,21 869.54 756.6 488,01 7.44

2000 7 241 2 2 1 7 13 .19 116 5 ,2 5 745.8 6 4 1.9 2 5.85

2001 1 1 249 230 850.64 1 1 1 8 ,7 5 699.46 662.4 8 .10

2002 8 260 241 1026 .72 1228 .65 6 0 3 .18 484,43 7.49

2003 14 267 248 1 1 5 1 ,5 8 16 7 1 ,0 1 327 .9 5 967.99 6.23

2004 3 267 248 118 7 ,0 0 3 4 6 9 17 628 .73 13 18 .9 2 4 .9 1

n .a -  Not Available; Sources: SEC, DSE, Bangladesh Bank-Economic Trends concerned issues.
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M ark et Indicators D SE

D SE  Central/CSE All Share Index 1 9 7 1 . 3 1 3 3 1

Changes in the Price Index 10 3 .6 738 %

Total Turnover (M illion Tk.) 5 3 18 1 .7 9

Change in T umover (% ) 177 .6 5 %

Total Turnover (Volume) 6 8 1,38 4 ,0 6 1

Number o f  Contract 2 ,2 4 1,2 4 6

Total Traded Issues 243

No. O f Issue Gain (Average Price Basis) 159

No. o f  Issue Loss (Average Price Basis) 79

No. o f  Unchanced Issue (Average Price Basis) 5

Market Capitalization (M illion Tk.) 2 2 4 ,15 9 .2 1

Change in Market Capitalization (% ) 130 .04 %

Market Capitalization (M illion U S$) 3,86 4.8 1

Total No. o f  Listed Securities 256

Total No. o f  Listed Companies 237

Total No. o f  Listed Mutual Fund 1 1

Total No. o f  Listed Debenture S

Total No. o f  Shares 5 2 5 ,32 9 ,8 10

Total Issued Capital (Share) 49,845,894,860

Source: SE C

Table 9.12: ICB’s Securities M arket Perform ance
(In M illion Tk.)

Year D SE C S E

Total
Market

Turnover

IC B ’ S
Share

Total Market 
T  urnover

IC B ’ s
Share

Million Tk. M illion Tk. % M illion Tk. M illion Tk. %

1994-95 6380.92 66.75 1 5 . 1 5 7520 .50 92.90 1.24

1995-96 3 0 1 3 1 . 1 0 510 4 .0 0 16.94 8 10 0 .8 2 6 6 .13 0.82

1996-97 70827.50 4 36 1.4 3 6 .16 8230.95 89.20 1.08

1997-98 25233 .88 1447.67 5.74 8590.70 78.50 0.91

1998-99 10 3787 .55 1542.36 1,49 9 19 5 .00 93.40 1.0 2

1999-00 5 5 39 1.4 6 3025.95 5.46 1 17 2 5 .5 0 95.76 0.82

2000-01 98187.98 30 14 .4 7 3.07 14 4 8 1.7 0 10 2.70 0 .7 1

2 00 1-0 2 34936.00 2258.00 6.46 15 8 4 1.3 4 3 3 4 5 .10 2 1 . 1 2

2002-03 30597.00 7 28 9 .10 23.82 10 9 12 .4 0 5 12 0 .8 0 46.93

2003-04 2 4 771.0 0 6 3 12 .6 0 25.48 8377.60 4 263.30 50.89

Source: IC B  annual reports
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Table 9.13:
Portfolio [nvestmcnt by the Non resident Bangladeshis (yearly sta tistics , in M illion Tk.)

P e r i o d Deposit in 
N R IT A

Investm ent
in

Securities

Amount
sold

Purchase 
price o f  
the sold 

share

Capital
gain/loss

Dividend
excluding

capital
gain

O utflow  o f 
sold 

am ount

I s
April - June 92 

1 9 9 2 - 9 3  
19 9 3 - 9 4
19 9 4 - 9 5
1 9 9 5 - 9 6
1 9 9 6 - 9 7
19 9 7 -9 8
19 9 8 - 99 
18 9 9 - 0 0  
2000-01 
2001-  02
2002 -  03

2003 -  04

57 .30
316 .9 0  

319 6 .6 0  
3094.40

738.50
527.80
309.80 

9 5 .10
278.90 
304.40

29.00
116 ,6

298.9

50.80
387.50 

3 10 1 .8 0  
2982.70

716 .80
518 .00
316 .0 0  

95.60
393.600

32 3 .50  
28.70 
120.1

2 4 3 .10

8 1.20
9 6 5.10

1334 .20
18 7 7 .10
6186.80

5 17 .5 0
4 10 .70  
584.40 
344,30
287.70 

5 1 .3

2 5 .10

35 .4 0
5 10 .5 0
9 2 8 .10

1893.40
3443.40

69 3 .10  
53 1,6 0

8787,00
337.90
400,70

73,00

16,60

5.80
404.60
4 0 6 .10
(16 .30 )

2743.40
(17 5 .6 0 )
(120 ,9 0 )
(294,30)

6.40
(1 13 .0 0 )

29.9

12 .70

3.30
17.60
92.70

146.80 
122.90  
9 7 .10  
43.40 
54.50
5 1.8 0  

32,945
30.9

30.20

38.60
9 18 .40

1388.90
1972.00
6 3 3 2 .10

601.80
4 5 1 .10
6 13 .4 3
377 .60
324.60 

77 ,1

55,8

Source; Bangladesh Bank a n d  S E C

T ab le  9 .14 : Portfolio  Investm ent by N on-Resident B an glad esh is at D SE

Year Deposit in N R IT A Investment in Securities Outflow o f  Sold Amount
1992 1.50 1.3 3 0.00
1993 8.09 9,90 1.0 1
1994 79.92 77 .55 23.46
1995 76.98 74.20 34 .55
1996 18.08 17 .7 1 48,72
1997 7.26 12 .1 3 148 ,29
1998 2.09 6.95 13 ,2 4
1999 5.80 1.99 9.39
2000 5.54 7.82 12 .18
2001 5.64 5.99 6.99
2002 r  0.50 0.50 5.66
2003 2.01 2.09 1.3 3
2004 5.07 4 ,13 0.95

Source: S E C  

T ab le  9 .15 : Perform ance o f the C S E : 1995-2004

Y ear

No. o f 
Listed 

Securities

Total No. o f  Securities 
Traded 

(in Million)

C S E  Share Price 
Index

1995 6 1 148.69 409,43
1996 1 1 7 30 7 .14 115 7 .9 0
1997 1 4 1 389.84 332 .9 8
1998 14 4 4 2 4 . 1 1 294.72
1999 1 5 4 4 7 9 .14 223.65
2000 1 6 3 587.81 1 17 3 .8 9
2001 1 7 1 6 12 ,5 3 150 2 .39
2002 184 805.65 13 16 .0 0
2003 185 9 88 .8 0 134 5,0 0
2004 195 1062.05 2329 ,46

Note: Number o f  listed securities includes number o f  mutual fiinds and debentures. 
Sources: C S E , D SE , Bangladesh Bank-Econom ic Trends concerned issues.
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'  -  December’ 2004

'•W

M arket Indicator*! CSE
DSE Central/CSE All Share Index 3597.7014

Changes in the Price Index 118.9995%
Total Turnover (Million Tk.) 14807.72

Change in Turnover (%) 120.38%
Total Turnover (Volume) 332,534,606

Number of Contract 550,728
Total Traded Issues 185

No. Of Issue Gain (Average Price Basis) 120
No. of Issue Loss (Average Price Basis) 55

No. of Unchanged Issue (Average Price Basis) 10
Market Capitalization (Million Tk.) 215,202.15

Change in Market Capitalization (%) 151.88%
Market Capitalization (Million USS) 3710.38

Total No. of Listed Securities 198
Total No. of Listed Companies 185

Total No. of Listed Mutual Fund 11
Total No. of Listed Debenture 2

Total No. of Shares 414,612.267
Total Issued Capital (Share) 45,737,339.090

Source: SEC

Table 9.5.3: Economic Purpose-wise Credit of Scheduled Banks in Bangladesh

Financial
Y ear

Agriculture, 
Forestry 

And Fishing

Industry Working
Capital

Financing

Construction Transport
&

Com m u
nication

Trade Others Total

1989-90 46 55 20 8 15 56 9 209

1990-91 45 57 19 10 5 69 10 2 15

19 9 1-9 2 44 65 26 13 4 76 12 240

1992-93 48 74 24 15 14 87 16 278

1993-94 53 83 30 16 5 81 19 287

1994-95 23 52 22 13 29 43 23 205

1995-96 64 98 39 2 1 25 12 25 284

1996-97 67 1 1 2 49 25 8 12 1 32 4 14

1997-9S 70 142 51 26 18 13 3 42 482

1998-99 75 150 60 37 8 14 5 45 520

1999-00 87 17 2 57 53 33 12 63 477

2000-01 95 178 60 38 12 2 1 2 97 692

2001-02 92 163 135 52 1 1 253 77 783

2002-03 92 17 ! 147 59 12 293 88 862

2003-04 98 184 175 64 12 320 98 9 5 !
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Table 9.5.4; Scheduled Banks Industrial Credit

Years Industry

I
] 989-90

1990-9)

19 9 1-9 2

1992-93

1993-94

1994-95

1995-96

1996-97

1997-98 

199S-99

1999-00

2000-01 

2001-02

2002-03

2003-04

2
55

57

65

74

83

52

9S

112

142

150

172

178

163

17 1

184

Working
Capital

Financing

3

20
19

26

24

30

22

39

49

5 1

60

57

60

135

147

175

Total
Industrial

Credit

4
75

76 

91 

98 

1 1 3  

74 

137  

16 1 

193 

210 

229 

238 

298 

3 18  

359

Total
Bank

Credit

5
209

215

240

278

287

205
284
414

482

520

477

692

783
862

951

%  o f Total 
Bank 

Credit

(6 -5 )x l0 0

6
36

35

38

35

39
36 

48 

35
40 

40 
48 

34 

38

37

38

G D P
at

Current
Market

Price

7
10 0 3 .2 9

1 10 5 .18  

119 5 .4 2  

12 5 3 .7 0  

13 5 4 .12

15 2 5 . 18  

1663 .24

180 7 .0 1 

2 0 0 1.7 7  

2 19 6 .9 5  

2370.86 

2 535 .4 6

27 3 2 .0 1 

3005.80  

33 2 5 .6 7

(In Billion Tk.)
Total 
Bank 

Credit as 

%  
o f  G D P

20.83

19.45

20.08

22.17

21.19
13.44

17.08 

22.91
24.08
23.67 

20.12 

27.29 

28.66

28.68 

28.60

Total 
Industrial 
Credit as 

%  
o fG D P

7.48

6.88

7.61
7.82

8.34

4.85
8.24

8.91 
9.64 

9.56 
9.66 

9.39

10.91 
10.58 

10,79

Source; Bangladesh Bank 

Table 9.5.5; Scheduled Banks’ Advances against Shares and Securities

Year Advance G D P %  o f  GD P

1990 155 5 .30 1003290.00 0 .14

19 9 1 316 4 .50 110 5 18 0 .0 0 0.29

1992 39 12 .0 0 119 54 20 .0 0 0.33

1993 4468.50 125370 0 .0 0 0.36

1994 2570.50 135 4 12 0 .0 0 0 .19

1995 3293.70 152 5 18 0 .0 0 0.22

1996 5347.60 1663240.00 0.32

1997 6769.80 180 7 0 10 .0 0 0.37

1998 5544,80 200 1770 .0 0 0.28

1999 5824.70 219 6 9 50 .0 0 0.27

2000 4263.60 2370860.00 0 .18

2001 4292.80 2535460.00 0 .17

2002 5 17 4 .10 2 73 20 10 .0 0 0 .19

2003 5204.60 3005800.00 0 .17

2004 4995.80 3325670.00 0 .15

Source; Economic Trends, Bangladesh Bank 
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Table 9.5.6; Advances by Scheduled Banks Against 
Shares and Debentures

(B illion  Tk.)

Year Outstanding Advances o f 
Scheduled Banks Against 

Shares and Securities

Market
Capitalization

(D SE)

A dvances as 
%  
o f  

Market 
Capitalization

1989-90 7,53 14 .20 53.02

1990-91 2.62 1 1 ,4 3 22.92

19 9 1-9 2 0.06 10 .05 0.60

1992-93 2.37 12 ,8 2 18.49

1993-94 0.03 2 1 ,7 0 0 ,14

1994-95 0,55 14 .13 3.89

1995-96 5.35 79,36 6.74

1996-97 5.68 10 5 .76 5 .37

1997-98 5.54 57 .84 9.58

1998-99 5.82 49.68 !1 .7 t

1999-00 4.26 56.26 7.57

2000-01 4.57 7 1 .3 7 6,40

200 1-0 2 4.20 64.69 6.49

2002-03 7,20 7 2 .17 9.98

2003-04 5.60 14 1 .8 5 3.95 1
Source: Bangladesh Bank, Scheduled Bank Statistics and S E C

Table 9.S.8: Scheduled Banks Investments in Private Sector 
Shares and O ther Securities in the Capital M arket

Y ear Investments in Equity Market Share o f  Market
and Capitalization Capitalization

Debentures at D SE %
1989-90 0.22 14 ,20 1.5 5

1990-91 0.26 1 1 , 4 3 2 ,27

19 9 1-9 2 0,29 10.05 2.89

1992-93 0.48 12 .8 2 3,74

1993-94 0.72 2 1 .7 0 3 .32

1994-95 7.96 1 4 . 1 3 56 .33

1995-96 8.44 7 9 .3 6 10.64

1996-97 8,60 1 0 5 .7 6 8 .13

1997-98 6.36 5 7 .8 4 11 .0 0

1998-99 8.06 4 9 .6 8 16 .2 2

1999-00 5,90 5 6 .2 6 10.48

2000-01 6 . 1 1 7 1 . 3 7 8,56

200 1-0 2 4.03 6 4 .6 9 6.23

2002-03 6.87 7 2 . 1 7 9.52

2003-04 7.29 1 4 1 .8 5 5 .14
Source: Bangladesh Bank; Economic Trends
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T a b le  9 .S .9 : C o n tr ib u t io n s  o f  S l ia r e s  o f  B a n k  a n d  O t h e r  F in a n c ia l  In s t itu t io n s  in 
M a r k e t  C a p ita liz a t io n  at D S E

Y e a rs
M arket C apita lizatio n

B anks and Financial 
Institutions

T otal M ark e t 
C apita lization

S lia re  o f  B anks 
in total M arket 
C apitalization

%
1989-90 3 .12 14 .20 2 1.9 7
1990-91 2,74 1 1 . 4 3 23.97
19 9 1-9 2 2,87 10,05 28.55
1992-93 3 .13 1 2 .8 2 24.42
1993-94 4.29 2 1 .7 0 19 .77
1994-95 5.67 1 4 . 1 3 4 0 .13
1995-96 8,51 7 9 .3 6 10 .72
1996-97 10 .36 10 5 .7 6 9,80
1997-98 5.74 5 7 .8 4 9,92
1998-99 5.69 4 9 .6 8 1 1 .4 5
1999-00 8.94 5 6 .2 6 15 .89
2000-01 20.05 7 1 . 3 7 28.09
20 0 1-0 2 19 .32 6 4 .6 9 29,87
2002-03 20.43 7 2 . 1 7 28 ,31
2003-04 50.79 1 4 1 .8 5 35 .8 1

15 Years 
Average 
Development

8.642222 30.87129 7.803467

Source: D SE  and Bangladesh; Econom ic Trends
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Table 9.5.10: Growth Pattern of Leasing Industry in Bangladesh
(In M illion Tk)

Years Paid-up

Capital

and

Reserves

GD P

Paid up 

Capital as 

%  

o f  GD P

Outstanding 

Term  Loans 

and Leases

1 2 3 4 5

1985-86 150 466227.00 0.032 0.08

1986-87 150 539 20 1.00 0.028 0 .10

1987-88 15 0 59 7136 .0 0 0.025 0 .12

1988-89 378 659598.00 0.057 0 .15

1989-90 378 1003290.00 0.038 0 .18

1990-91 378 110 5 18 0 .0 0 0.034 0.29

19 9 1-9 2 403 119 54 20 .0 0 0.034 0.43

1992-93 403 1253700 .00 0,032 0.49

1993-94 573 135 4 12 0 .0 0 0.042 0.55

1994-95 931 152 5 18 0 .0 0 0.061 0.76

19'95-96 152 2 1663240.00 0.092 ^ 2 ,55

1996-97 159 0 180 70 10 .00 0.088 6.55

1997-98 1598 200 1770 .0 0 0.080 7.20

1998-99 1844 2196950 .00 0.084 9.90

1999-00 1844 2370860.00 0.078 1 1 ,8 7

2000-01 6900 2535460.00 0 .272 13 ,5 5

2001-02 8 100 27320 10 .0 0 0.296 15.9 0

2002-03 9900 3005800.00 0,329 22.50

2003-04 118 0 0 3325670.00 0 .355 27,30

Source: Annual Reports o f  Financial Institutions; G D P complied from 
Economic Trends, Bangladesh Bank 

Table 9.5.11; Capital Structure of Leasing Companies

1985-86

to

2003-04 

( 19  Years)

Paid-up

Capital

and

Reserves

G D P

Paid up Capital 

as %  

o fG D P

Outstanding Term 

Loans and Leases

Statistical 1985-86 1985-86 1985-86 1985-86
Parameters to to to to

2003-04 2003-04 2003-04 2003-04

Growth 6,730596 5 5 16 5 1 ,3 0 .000166 0 .0 5 5 12 4

ST D E V 3654,204 8 6 52 13 .5 0 .0 0 1 1 14 8 .385623

M A X 118 0 0 3325670 0.0035 27.3

MIN 15 0 466227 0.0002 0.08

Median 9 31 15 2 5 18 0 0.0006 0.76

Note: Parametric values are calculated in Excel.
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Table 9.5.12; Growth trend in Total Lease Business of Leasing Companies

Years Amount
(Nominal Figure)

Percentage 
Changes Over 
Previous Year

Amount 
(Real Figure)

Percentage 
Changes Over 
Previous Y ear (%)

1985-86 440 - 733 -

1986-87 820 86,36 12 6 1 72.03

1987-88 116 0 41.4 6 16 3 7 29.65

1988-89 1680 44.83 2028 2 3.76

1989-90 2620 55.95 3 15 7 56 .16

1990-91 3650 39 .31 4244 34 .33

19 9 1-9 2 4 15 0 13 .70 4825  ̂ 13 ,6 4

1992-93 5240 26,27 5887 22.04

1993-94 ■ 7 4 10 4 1.4 1 7 7 18 3 1 , 1 3

1994-95 12 5 3 0 69.09 12 5 30 62,29

1995-96 20330 6 3 ,16 20223 6 1,4 3

1996-97 27440 34,97 2 5 17 4 24.48

1997-98 27940 1.82 24508 2.56

1998-99 36990 32,39 3 18 8 7 3 0 .12

1999-00 49250 3 3 .14 4 17 3 7 30.89

2000-01 6 2 16 0 2 6 .2 ! 5 18 0 0 24.09

2001-02 65660 5.56 55300 6.76

2002-03 67330 2.54 58 12 0 5 .10

2003-04 69200 2,78 6 110 0 5 ,13

Note: i) Base year o f  Index 1986
ii) Compound Annual Growth Rate (C A G R ) calculated from the trend equation.

Table 9.5.13: Trends in Lease Business in Bangladesh

1985-86

to

2003-04 

(19  Years)

Total Lease 

Business 

(Nominal Figure)

Annual

Percentage

Change

Total Lease 

Business 

(Real Figure)

Annual

Pcrccntagc

Change

Statistical 1985-86 1985-86 1985-86 1985-86

Parameters to to to to

2003-04 2003-04 2003-04 2003-04

ST D E V 259 16 .9 24 .134 6 5 2 17 9 5 .5 7 20.95956

M A X 69200 86,36 6 110 0 72.03

MIN 440 1.82 7 33 2.56

M ED IA N 12530 34.055 12 5 3 0 27.065

M EAN 24526.32 34.49722 2 17 8 2 ,5 8 29,755

Growth 730 .5635 79.09979 10 6 0 .6 37 5 3 .17 3 4

Note: Parametric values are calculated in Excel
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Years Leasing 
as a

Percentage o f  Gross Domestic Investment 
%

Leasing A s a 
Percentage o f  G D P

Bangladesh South Korea Brazil Bangladesh

1986 0.77 7 .10 N A 0.09

1987 1.2 1 1 1 .4 0 NA 0 .15

1988 1.6 1 12 .50 4.00 0 .19

1989 1.96 10,90 1.00 0.24

1990 1.53 16 .10 1.00 0.26

1991 1.96 2 1.5 0 4,00 0 .33

1992 2.01 20.00 8.00 0.35

1993 2,33 23.00  1 10 .00 0.42

1994 2,97 26.20 20.00 0.55

1995 4.3 30.00 20,50 0.82

1996 6.26 26.50 1 . 1 0 1.2 5

1997 7.33 28.30 20.70 1.5 2

1998 6.45 13 . 10 20,70 1,40

1999 7.59 2.80 12 ,50 1.68

2000 9.02 16 .32 N A 2.08

2001 10.62 16.05 N A 2.45

2002 10.96 18 .22 22.29 2.65

2003 12 .0 ! 22.56 23.90 2.70

2004 13.9 0 23.72 2 1 .3 0 3 . 1 1

. 3 u u r c : c ^ .  [ i )  H ^ U L I ip u lC U  I I U I M  j i j u i v a i v i  j  a . v v - ' ,  j  r .  v * * -  ■ -----------------,

(ii) Data on leasing in Bangladesh are compiled from the records/publications 
o f  Bangladesh Bank and Annual Reports leasing companies.
N A * Not available, G D I-G ross Domestic Investment

Table 9.5.19(a): Aggregate Investment and O ther Perform ance of SBC and Selected Private

Year
Total

Investment
Investment 
in Shares 

and 
Debenture

Other
investmen

ts

Investmen 
t Income

Underwritin 
g Profit

Premiu
m

income

Total
Assets

1996 4 2 3 1 .3 1 7 5 4 .18 3 4 7 7 .13 4 3 4 .1 1 245 .22 15 0 1 .7 4 9 8 13 ,5 3

1997 4 572 .35 8 17 .9 2 3754.43 480.84 300.74 16 16 .7 1 99 15 ,20

1998 4930.70 905.22 4025.48 445.30 342,20 1569,98 9934.22

1999 5455.83 i 883.34 4572,49 454.98 327 ,4 2 158 8 .43 9950.43

2000 5 7 2 7 ,12 8 7 1.3 8 4855,74 499.39 3 7 2 .14 16 7 3 .7 2 10246.83

2001 5894.24 940,55 4953,69 516 .40 3 9 7 .15 178 5 .8 2 10 6 10 ,2 2

2002 5988.50 975.00 50 13 .5 0 5 9 5 ,15 445.05 1800.65 10766,00

2003 6092.55 996.00 5096.55 619 ,00 496.85 19 73 .8 0 10852.00

2004 6214 .0 0 10 15 .0 0 5199 .00 678,25 5 13 .9 5 2 12 3 ,0 0 10967.45

institutions. Various issues, Ministry o f Finance.
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T a b le  9 .5 .1 9 (b ): P e r f o rm a n c e  o f  S a d h a r a n  B im a  C o r p o r a t io n  (1 9 9 6 -2 0 0 3 )
(Tk. In

Year Total
Investment

Investment 
in Shares 

and 
Debenture

Other
investments

Investmen 
t Income

Underwriting
Profit

Premium
income

Total
Assets

1996 2837.00 206.56 2630.44 2 3 1.4 0 H i . 86 641.00 57 9 1.2 0

1997 3130 .0 0 220.59 2909.41 294.28 13 1 ,7 0 645.70 5824 .21

1998 3472.00 327 .50 314 4 .50 256.66 192.90 636.38 5 5 18 .4 1

1999 4 0 17 .0 0 3 17 .4 6 3699.54 274.26 163.86 616 .86 5 3 5 3 .19

2000 4 325 .35 325.90 3999.45 3 13 .6 9 199.45 6 15 ,9 5 5652.72

2001 4295.60 369.00 3926.60 430.00 2 11 ,0 0 676.00 5880.56

2002 4356.00 320.55 4035.45 405.90 236.97 7 1 1 . 3 0 5996.00

2003 4425.00 333.40 4091.60 4 10 .30 259.00 745.60 6056.00

2004 4487.09 4 15 .0 5 4071.98 4 13 .0 8 3 0 1 . 10 7 7 1 .5 0 6162 .00

Vltllion)

Institutions, Various issues, Ministry o f  Finance.

Table 9 .5 .19© : Perform ance of Selected Private General Insurance Cos. (1 9 9 6 -2 0 0 0 )

Y ear Total
Investment

Investment in 
Shares and 
Debenture

Other
investments

Investment
Income

Underwriting
Profit

Premium
income

Total Assets

1996 139 4 .3 1 547.62 846.69 202 .7 1 13 3 .3 6 860.74 4022 .33

1997 1442 .35 59 7 .33 845.02 186 .56 169.04 9 7 1.0 1 4090.99

1998 1458 .70 577 .72 880.98 188.64 14 9 .30 933.60 4 4 15 .8 1

1999 1438 .83 565.88 872.95 180 .72 16 3 .56 9 7 1 .5 7 4597.24

2000 14 0 1 .7 7 545.48 856.29 185 .70 172 .69 10 57 .77 4 59 4 .11

2001 14 14 .3 3 549.34 864.99 189.24 197.00 110 3 .8 8 4729.66

2002 1552.60 687.61 883.82 220.59 2 15 .0 0 119 0 .9 0 4770.00

2003 1667.55 696.55 9 71,0 0 256.90 240.60 1230 .05 4796.00

2004 1728 .00 7 0 1 .10 1026.90 599.00 285.40 1269.45 4 8 0 5 .15

Institutions. Various issues, Ministry o f Finance.
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T a b le  9.5.19(d); C o m b in ed  P erform an ce  o f  JB C  and  S e lec ted  P r iv a te  L ife  In su ran ce  
C o m p a n ies d u rin g  (1996-2000)

Year Total
Investment

Investment in 
Shares and 
Debenture

Other
investments

Investment
Income

Life Fund Premium
income

Total Assets

1996 2938.78 127.48 2811.20 281,38 3351.15 1902.57 4532.96

1997 3518.75 147.25 3371.50 310,80 4352.91 2627.75 5783.58

1998 4285.33 163,26 4122.07 355.56 5600.38 3199.05 7247.48

1999 4992.60 189.02 4803.58 529.62 ^ 7010.08 3601.87 8768.57

2000 4733.03 229.81 4523.22 570.41 8693.23 4249.12 10406.08

2001 4880,30 295.90 4584.40 605.70 8792.00 4419.67 10915.35

2002 4910.00 349.00 4561.00 679.45 8852.35 4595.58 1)241.00

2003 4992.90 391.00 4601.90 710,90 8893.32 4669.36 11316.94

2004 5041.69 446.05 4594,60 747.50

i n  . . _ J

9913.69

7 A \ ̂ ,1 A-1 r\i

4826.10 11825.45

Sourcc; Annual K.epons o i me ajiu ----------------
and Financial Institutions, Various issues, M inistry o f  Finance.

Table 9.5.19(e): Investment by Jiban Bima Corporation (1996-2004)
fT k  In M illinn ’t

Y ear Total
Investment

Investment in 
Shares and 
Debenture

Other
investments

Investment
Income

Life
Fund

Premium
income

Total
Assets

1996 2514.30 38.00 2476.30 196.70 2620.70 1089.20 3167.47

1997 2853.20 36.70 2816.50 217.30 3099.50 1275.70 3705.17

1998 3328.60 35.70 3292.90 237.50 3568.60 1402,80 4340.49

1999 3697.90 44.60 3653-30 346.60 4166.00 1642.40 4969.19

200oi 3106.59 40.48 3066.11 320.59 4877.30’' 1864.42 5492.20

2001 3151.59 45.00 3106.59 372.90 4923.97 2054.66 5900.35

2002 3292.39 46.00 3246.39 384.80 5009,80 2300,70 6120.95

2003 3343.00 51.90 3291.10 401.00 5200.35 2495,00 6340.00

2004 3362.30 56.55 3305.75 432,00 542395 2698.05 6523.00

1

Institutions, Various issues. Ministry o f Finance.
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Table 9.5.19(0: Performance of Selected Private Life Insurance Companies (1996-2004) Tk.

Year Total
Investment

Investment in 
Shares and 
Debenture

Other
investments

Investment
Income

Life  Fund Premium
income

Total Assets

19 % 444,48 109.58 334,90 84.68 730.45 8 13 .3 7 1365.49

1997 684.85 110 .6 5 574.00 93.50 12 5 3 .4 1 1352 .0 5 2078.39

1998 979.83 127 .56 8 29 .17 118 .0 6 2 0 3 1.7 8 1796 .25 2906.99

1999 1294,70 144.42 115 0 .2 8 183 .02 2844.08 1959.47 3799.38

2000 1672.84 189.33 14 5 7 ,1 1 249.82 3 8 15 ,9 3 2384.70 4 9 13.8 8

2001 1668.75 206.90 1462.66 263,50 4490.62 26 13 .0 0 50 15 ,0 0

2002 2 318 .0 0 2 3 9 .15 2078.89 29 6 .15 4 72 3 .55 3059.45 512 0 ,0 5

2003 2339 .50 282.94 2056,56 3 3 1 ,4 5 5 10 3 .5 0 3362.75 5 19 5 .9 9

2004 3024.70 3 13 .5 5 2 7 1 1 . 1 5 3020-50 5 3 6 9 .15 36 01.6 2 5302.45

Source: Annual Reports of the companies and 
Institutions, Various issues, Ministry of Finance.

Resume of Activities of Banks and Financial

Table-9.5.19(g): Combined investment of selected private sector general and life insurance 
Companies a n d  s h a r e  of GDP during 1996-2000

Year Total
Investment

GDP 
(At Current 

Market Price)

Percentile share of GDP 
at current market price

1996 1838.79 1663240.00 0.113%

1997 2141.20 1807010.00 0.123%

1998 2438.53 2001770.00 0.121%

1999 2733.53 2196950.00 0.124%

2000 3074.61 2370860.00 0.129%

2001 3101.55 2535460.00 0.122%

2002 3149.93 2732010.00 0.115%

2003 3184.15 3005800.00 0.106%

2004 3206.56 3325670.00 0.096%

Source: Annual Reports o f the companies and Resum e o f  Activities o f  Banks 
and Financial Institutions, Various issues, M inistry o f  Finance.
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Tabic 9.5.19(h): Total Investment by Both Selected General 
and Life Insurance Companies (Public and Private) and GDP

(In M illion Taka)_________

Y e a rs

Total
Investment

GDP % o f  GDP

1996 7170.09 1663240.00 0.43%
1997 8091.10 1807010.00 0.45%
1998 9216.03 2001770.00 0.46%
1999 10448.43 2196950.00 0.48%
2000 10460.15 2370860.00 0.44%
2001 10774.54 2535460.00 0.42%
2002 10898.50 2732010.00 0.40%
2003 11035.45 3005800.00 0.37%
2004 11255.69 3325670,00 0.34%

Source: Annual Reports o f the companies and Resum e o f A ctivities o f  Banks 
and Financial Institutions, Various issues, M inistry o f  Finance.

T ab le  9 .5 .2 1(a ) : H ousing Loans and A dvances D isbursed b y  Scheduled B an ks

Years
Housing
Societies

and
Companies

Urban
Housing

Rural
Housing

Total GDP
At

Current
M arket

Price

%
o f

GDP

1990 1760.4 2440.12 1008.65 5209,17 759837 0.68
1991 704.70 2593.00 1566.00 4863.70 1105180 0.44
1992 1592.95 6695.20 4573.62 12861.80 1195420 1.08
1993 1978.70 4386.20 2002.00 8366.90 1253700 0.67
1994 1978.60 6275.00 2100.00 10353.60 1354120 0.76
1995
1996
1997
1998
1999
2000 
2001 
2002
2003
2004 

Soui

2338.20
966.80 

4138.40 
3496.10 
4233.60 
2185.70
3262.20
8977.80
11829.00
11968.00 

ce: Schedulec

7015.00
8316.90
9355.20 
9061.55 
18720.70
22372.20
22905.80 
30178.50
29940.90
30695.80 
Bank Statis

3210.75
5990.10 
4583.00
8063.75 
1101.70
1627.30
1661.10
1792.30 
1471.40 
1698.10

itics, Bangli

12564.00 
15273.80
18076.60 
20621.40
24056.00 
26185.20 
27829.10
40948.60 
43241.30 
44361.90

idesh Bank-

1525180
1663240
1807010
2001770
2196970
2370860
2535460
2732010
3005800
3325670

■concerned

0.82
0.91
1.00
1.03
1.09
1.10 
1.09 
1.50 
1.44 
1.33

issues
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A nnex 7
(Chapter 10)

Table 10.1: Profitability of Banks {%)

Year 1982-83 1990-91 1995-96 1998-99 1999-00 2000-01 20 0 1-0 2 2002-03 2003-04

N C B s 0.26 -0.23 0 .16 0.002 0.023 0.003 0.001 0 .021 0.085
PCBs - -0.02 0,29 0.44 0 .551 0.81 0.801 0 ,5 13 0 .7 19

SPBs 0.45 0 .15 -1.7 9 -1 ,3 2 -1.0 4 2 0.27 0.280 -0.007 -0,244

FC Bs 0.73 0.35 1,28 1.50 2 .16 8 1.50 1.4 9 1 1 . 1 1 2 1.999

All Banks 
(except BB)

0 .32 -0.05 0.05 0.004 0 .19 2 0.01 0 .10 3 0 .17 1 0 .17 8

Source: Bangladesh Bank, Note: Profitability =  Net Profit to Total o f Balance Sheet (%);

Table 10.3: Bank-wise Classified Loans In Bangladesh (In Percent)

Year N C Bs PCBs SP B s F C B s A ll Banks
1989 28.55 25.23 n/a 18 ,55 27,06

1990 29,00 25,00 n/a 2 1.0 0 27.00
1992 27.49 3 1 . 1 0 n/a 12 .64 27.87
1993 32 .22 44.80 n/a 10,46 35 ,0 1
1994 3 1 ,9 3 44.32 64.90 8.82 34,65

1995 3 1,0 0 39 ,21 63,55 5,40 31,9 8

1996 32 .55 34 ,77 64.49 4.72 36.86
1997 36.57 3 1 .3 8 67,78 3.58 37.48
1998 40.38 32.96 6 7 .13 4 .14 4 1.0 7
1999 46.98 28.98 63.56 4 .19 43,07
2000 36.46 2 1 .6 1 60.25 3 ,30 33 .70
2001 34,69 16.65 59.25 3.25 30 .23
2002 33 .73 16.65 56 .19 2.61 2 8 ,10
2003 32 .7 1 14.92 49.33 1,98 24.74
2004 28.81 1 1 .3 6 2 1 .5 1 1,45 2 1 .6 1
2005 24.97 7,76 35.20 1.54 15 .79

Source: Bangladesh Bank
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1994 15 .6 3 35 .5 1 12 .70 62.32 10.21I -8.79 14 .45 43.78

1995 4.35 3.42 12 .63 11 .4 2 19.88 1.01 7.62 6 .51

1997 15.9 7 12 .57 17 .46 3.92 4 0 .14 - 14 .2 2 17 .74 8.67

1998 13.45 19 .14 12 .05 -0.63 12 .12 -2.01 33 .82 54 .23

1999 11 .7 4 25.54 13.84 2.74 17.96 -10 .4 3 1 1 . 1 7 13 .0 3

2000 9.38 20.78 12 .8 1 18.48 16 .30 34.42 13 .78 24.68

2001 12.90 19 .92 22.20 -3.44 9.70 2.27 14 .78 10 .50

2002 8.29 -7.94 22 .33 -0.37 17 .78 0.69 12 ,4 3 -4 .16

2003 8.28 3.02 28.91 -0.71 10 .57 8.99 14 .30 2,53

2004 7.45 -0.43 24.50 22.77 15 .5 7 -2.95 14 .15 2 .13

t> a i 151 a u t.a u

Note' N C B s =  Nationalized Commercial Banks; D PC Bs =  Domestic Private Com m ercial Banks; SP B s ■ 
Specialized Banks, FC Bs =  Foreign Com m ercial Banks.

C rore Taka)
Year N C B s P C B s SP B s F C B s A ll Banks

1992 -753.00 -308.99 - 2,00 -10 59 ,9 9

1993 -744.82 ■ 1 12 6 .5 9 - 3 .10 - 18 6 8 .3 1

1994 -841.88 -776.66 -287.55 2 .7 1 -19 0 3 .38

1995 -15 8 1.0 4 -865.88 162.93 16 .0 7 -2267.92

1996 -17 19 .4 9 -783.40 -236.90 18,67 - 2 7 2 1 . 12

1997 -2222.46 -825.52 - 2 1 1 .8 2 26.77 -3223 .8 3

1998 -3 15 7 .0 2 -958.08 -261,94 29,07 .4 347 .97

1999 -3 7 2 1,0 9  ^ -857,62 -285.72 -2.29 -4866.72

2000 -3484,26 -565.35 -9.33 29,02 -4029.92

2001 -3749.64 -326.26 -43.56 3 1 .4 2 -4088.04

2002 -4257.99 -504,58 -2 1.7 0 33 .76 -4 70 7 .10

2003 -5324,68 -4 2 1,56 56.99 28.96 -5660.29

2004 -6 2 12 .9 2 4 37 ,0 1 78.20 29,96 -5 12 8 .2 1

2005 -3656.68 -320.28 -3 14 ,7 0 24,77 -4266.89

Source: Bangladesh Bank

Y ear N C B s PCBs S P B s F C B s A ll Banks

1992 -299.43 -76.20 263.67 5 1 .8 2 -60 .14

1993 - 1 2 .3 1 -58.37 268.28 7 0 .16 267.76

1994 -180 .25 - 13 .5 1 339.64 10 1.9 8 247.86

1995 -268.55 -200.08 355 .75 127.84 14.96

1996 -607.30 -176 .44 -56 .14 207.29 -632,58

1997 -650.79 -126 ..99 -19 9 .3 1 277.60 -699,49

1998 -673,57 2 130 .7 8 - 12 7 .0 3 277 .29 -39 2 .53

1999 -845.28 273.09 -289.83 1 2 7 1 . 1 2 -590.90

2000 - 1 17 3 .7 5 463.64 -72 1.9 7 -6.05 - 14 3 8 ,13

2001 - 1 1 6 1 . 1 9 336 .5] -4 15 .7 6 15 .26 - 12 2 5 .18

2002 -14 5 6 .4 3 478,90 -227.65 3 17 .9 0 -887.28

2003 - 16 5 3 .3 2 379.24 196.96 4 6 1.8 0 -6 15 .3 2

2004 -19 38 .9 7 4 6 1.3 2 -93.81 55 3 .79 - 10 18 .7 7

2005 -3765.62 -56.42 -54 .37 699.08 - 3 15 7 ,3 2

Source; Bangladesh Bank
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Table 10.7: Growth Rate of Financial System (%)
Y ears Broad

M oney*
G D P* at 
current 

market price

Growth Rate o f 
the Financial 

System

Increases in Growth 
Rates from the 

previous year (% )

1982-83 5898.3 4 16 2 3 1 0.0 1

1989-90 22297.6 759837 0.03 200.00

1990-91 25004.4 1 10 5 18 0 0.02 -33.00

19 9 1-9 2 28525.9 119 54 20 0.02 00

1992-93 3 15 3 5 .6  1 125370 0 0.03 50.00

1993-94 36403.0 13 5 4 12 0 0.03 00.00

1994-95 4 2 2 12 .3 15 2 5 18 0 0.03 00.00

1995-96 45684.9 1663240 0.03 00.00

1996-97 5 0 7 11 .0 18 0 70 10 0.03 00.00

1997-98 55869.0 2 0 0 1770 0.03 00.00

1998-99 63026.7 2196970 0.03 00.00

1999-00 85556 .1 2370860 0.04 33.00

2000-01 99397.8 2535460 0.04 00.00

200 1-0 2 1 1 1 5 8 5 .2 2 7 3 2 0 10 0.04 00.00

2002-03 128262.9 3005800 0.04 00.00

2003-04 14 5755 .9 33256 70 0.04 00.00

* Broad M oney and G D P in crore Taka

Table 10.8: Growth Rate in Number of Banks, Bank Branches and Deposits
(Taka in Billion)

Y e a r 19 73-74 19 82-83 1990-91 1995-96 2000-01 20 0 1-0 2 2002-03 2003-04

No. Banks 1 1 21 24 36 48 49 52 50

No. Branches
1486 4 572 5621 5866 5988 6056 6 15 6 6293

Growth 
Rate o f 
Braches (%)

32 202 22.94 1.86 0,57 1 .14 1.65 2 .23

Population/
branch

50946 20035 19302 208 14 2 13 9 2 2 14 9 9 2 12 8 0 20978

Total Deposit 9 .15 50.98 2 28 .18 4 19 .4 1 555.79 706.70 8 16 .50 960.63

Growth Rate 
o f Deposits 
(%)

2S6 457 348 84 33 27 16 18

Average 
deposit per 
branch

62.0 1 1 1 . 5 405.9 7 14 .9 928.2 1 1 6 7 132 6 .35 1526.48

Growth Rate 
o f Deposit 
per Branch 
(%)

- 80 264 76 30 26 14 15

Average 
deposit per 
Account

-
0.05 0 .12 0 .19 0 .2 ! 0.26 0.29 0.32

Source: Bangladesh Bank
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Y e a r  ----------►
Total Advance 
(Excluding Inter
bank)

1973-74

554,25

a u ic
1982-83

502,099

1990-91

2 13 8 ,7 19

1995-96

37 16 ,6 04

2000-01

6 10 29 60

20 0 1-0 2

69 6159 0

2002-03

S 4 5 7 15 0

2003-04

9500400

Growth Rate (% ) - 88.96 326.00 3 1 .2 0 9 .32 14 .07 2 1.0 0 12.00

Average 
Advance per 
Account

-
0 .12 0.49 0.77 0.84 0.98 1.04 1.34

Advance
to

Deposits_________
0.61 0.98 0.98 0.89 0.85 0.82 0.83 0.91

Year 1982-83 1990-91 1995-96 1998-99 1999-00 2000-01 2 0 0 1-0 2 2002-03 2003-04

N C B s 1 .18 -0.97 1 . 1 2 1.002 1.003 1.0 1 1.0 2 1.08 1,09

PCBs 1.05 1 . 1 3 1 . 1 6 1 .16 1.38 1.3 4  ^ 1,30 1.38

SPBs 1.24 1.05 -0.45 -0.61 -0.82 1 . 1 1 1.20 0.96 0.89

FC Bs 1.90 1,3 3 2,22 1.79  ^ 1.60 1.8 2 1.77 3.06 2,90

A ll Banks 
(Except 
B. Bank)

1.23 1.02 1.07 1.04 1.0 7

k _ . i_»_ ___ .

1 . 1 2

n ________ 1

1 . 1 7 1.25 1.3 2

Bank Statistics and Bangladesh Bank Bulletins.
Note: Productivity =  T o t a i ln c o m e T o t a l  Expenditure;
Notes- ‘ -  ‘  Indicates not available; Deposits include Demand and Tim e Deposits (excluding Govt, and inter
bank deposits); N C B s =  Nationalized Commercial Banks; P C B s = Private Com m ercial Banks; SP B s -  

Specialized Banks; F C B s =  Foreign Com m ercial Banks;

Year Branches Deposits Creclits

Urban Rural Urban Rural Urban Rural

1982 35.97 64.03 84,01 15 .9 9 8 8 .12 11 ,8 8

1983 34.58 65.42 83.55 16.45 86.97 13 ,0 3

1984 33.09 66.91 S2.34 17.66 80.52 19.48

1985 32.96 67,04 82,02 17,98 7 4 .15 25.85

1986 32 .73 67.27 81.68 18 .32 73 .8 3 2 6 .17

1987 33.06 66,94 80.74 19 ,26 7 4 .13 25.87

1988 3 3 .1 3 66.87 80.89 1 9 . 1 1 76.80 23,20

1989 33.44 66.56 79,58 20,42 76.94 23.06

1990 33 .7 1 66,29 79.68 20.32 76.84 2 3 .16

1991 34.02 65.98 78.83 2 1 . 1 7 76.59 23.4 1

1992 3 4 .12 65.88 78.72 2 1.2 8 80.75 19 .25

1993 35,93 64.07 7 8 .15  ^ 2 1,8 5 8 0 ,16 19 .84

1994 3 7 ,13 62.87 77.26 22.74 80,74 19 .26

1995 37 .78 62.22 7 8 ,1 1 2 1 .8 9 80.08 19 .92

1996 38 .3 1 6 1.6 9 77.90 2 2 .10 80.22 19 .78

1997 38.74 6 1.2 6 77.93 22.07 80,93 19 .07

1998 38,96 6 1.0 4 76,86 2 3 .14 82,2 17 .80

1999 39 .34 60.66 77.38 22,62 82.89 1 7 . 1 1

2000 39.34 60.66 77.48 22.52 82.97 17 .0 3

2001 39.95 60.05 77.35 22.65 82,99 17 .0 1

2002 40,20 59.80 80,49 19 .5 1 85 .38 14.62

2003 40.47 59.53 80,39 19 .6 1 86.21 13 .7 9

2004 40.90 59 .10 81,05 18,95 86,97 13 .0 3

Source: Bangladesh Bank, Scheduled Bank Statistics, concerned issues
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Table 10.12: Proportionate Share of Private Commercial Banks (PCBs)

Y e a r B ranches Deposits C red its

N C B s P C B s F C B s N C B s P C B s F C B s N C B s P C B s F C B s

1987 80.60 0.42 8 3 .13 3.61 7.4 70.39 2 ,14 5.01

1989 67.00 12.89 0.42 70,89 18.34 6.37 58.26 13 .5 1 5.29

1990 65.59 13 .4 7 0.42 67.59 2 1.4 9 7.24 53 .9 3 17 ..8 2 6.25

1991 64.01 14 .87 0.40 64.04 24.41 7 .15 53.88 19 .39 5.92

1992 63.65 15 .45 0.39 62.43 26.06 7 .14 52.78 2 1.0 5 5.75

1993 63.20 15.88 0.39 64.05 2 6 .12 5.27 53 .8 1 2 3 .5 1 4.03

1994 62-78 16.44 0.31 63.63 27.06 4.52 5 2 . 1 1 25.08 3.97

1995 62.54 16.59 0 .3 1 ^ 62,41 27 .55 3.99 53 .4 7 2 5 . 1 1 3.86

1996 62.31 17 .25 0.36 6 1.8 4 27.66 4.66 52 .2 1 25.47 4.34

1997 6 1.7 7 18 .22 0.38 62.07 2 1.8 5 5 .18 52 .36 2 5 .13 5 .32

1998 61.4 0 18 .32 0.44 6 0 .8 7 ^ 28.45 6.00 52 .73 25.6 5 .16

1999 60.95 18.82 0.46 6 1,5 3 2 7 . 1 1 6.25 53.65 25 .57 5.43

2000 60.58 19.26 0.49 60.22 27,22 7.36 5 1.0 9 25.58 5.40

2001 59.89 2 0 .1 1 0.51 57 .73 28.99 7.41 49 .4 1 27.96 5.37

2002 58.96 20.66 0.56 5 5 .7 1 3 1.0 6 7.76 48.95 32 .38 6.29

2003 58 .33 2 1.4 6 0.53 52.75 34.25 6.92 45.05 34.88 5 .19

2004 56.90 2 1 .7 6 0.49 5 1,7 2 35 .2 1 7.73 4 4 ,17 36 .28 5.43

Source; Bangladesh Bank

Years Total 
Domestic 

Bank Credit

Bank Credit to 
Private Sector

%
Changes

Private Sector Credit 
to 

G D P
(at current market price)

1993-94 3 0 3 10 20973 45 0 .15

1994-95 40328 30023 34 0.20

1995-96 46868 34670 35 0 .2 1

1996-97 53086 38948 36 0.22

1997-98 59970 44206 36 0.22

1998-99 68003 50429 35 0,23

1999-00 77030 55732 38 0.24

2000-01 90169 64782 39 0.26

2001-02 10 139 8 73555 38 0.27

2002-03 10 9 7 17 82894 32 0.28

2003-04 12 5 5 5 1 94635 33 0.28
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Table 10.14: Performance of Money Loan Courts

No, o f  su its  a n d  am ouD t* %  o f  se ttle d  su its % o f rec overed 1 am o u n t
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* Notes: Amounts in parenthesis are in Million Taka
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Table 10.15: Some Macroeconomic Indicators in Bangladesh
(in Billion Tk.)

Year
Growth 
Rate o f 
GD P 
(%)

Per Capita 
Income
uss

(Amount 
in Unit)

Inflation
Rater
(%)

Bank
Rate
(%)

Export 
as % o f 

G D P (f.o.b)

Import 
as %  

o f  G D P 
(c.i.f)

Balance 
o f  Trade 
(Billion 

Tk.)

IIP*
Growth

Rates

(%)

1984-85 3.7 157 10.94 1 1 . 1 3 3 1 . 1 6 84.97 -4 3 .5 3 4

I9S5-86 4.4 147 9.95 11 .0 0 5.83 1 5 . 1 5 -4 3 .4 8 3

1986-87 4.5 160 10.35 10 .75 5.68 14 .88 -4 9 .6 2 14

1987-88 2.9 19 1 1 1 .4 2 10 .75 6.20 15 .6 2 -56.24 1

1988-89 2.5 201 8.00 10 .75 6.47 16 .52 - 66.29 2

1989-90 6.61 2 15 9.30 10 .25 6.78 16 .9 2 - 74.76 1 3

1 9 9 0 - 9 r 1 3.34 279 8.94 9.50 1 . 1 5 3 .18 - 63.96 2

19 9 1-9 2 5.04 277 5.09 8.92 1.59 2.95 - 5930 1 1

1992-93 4 .57 277 1.3 3 7 .17 1.7 1 3 .25 - 7 1 3 4 1 3

1993-94 4.08 288 1.83 5.75 1.86 3.09 - 69.66 -0 .26

1994-95 4.93 3 16 5.20 7.75 2 .27 3.83 - 103.24 6
1995-96 4.62 334 6.65 6.75 2.34 4 .18 - 15.69 7

1996-97 5.39 340 2.52 7.50 2.43 3.96 - 86.00 3

1997-98 5.23 348 6.99 7.75 2.58 3.76 - 7 3 . 1 7 9

1998-99 4.87 35 7 8.91 7.00 2.42 3.65 - 9 1 .6 2 4

1999-00 5.94 363 3.4 1 7.00 2.42 3.54 - 9 2 .2 1 5

2000-01 5.27 364 1.58 7.00 2.55 3.69 - 105.90 7

2001-02 4.80 360 2.79 6.00 2.20 3 . 15 - 1 0 1 .6 9 5

2002-03 5,26 407 4.38 5.00 11.00 19 .00 -22676 7

2003-04 6.27 440 5.83 5.00 12.00 19 .00 -23676 7

2004-05 5.38 470 6.48 5.00 14.00 22.00 -30060 7

*IIP  =  Index o f  Industrial Production (manufacturing).

Table 10.15 (a): Gross National Savings and Investment in Bangladesh
(percent)

Years National Savings as 
%  o f  GD P

National
Investment as %  o f 
G D P

Growth in Index o f  
Industrial 

Production

1994-95 19 .12 19 .12 6

1995-96 2 0 .17 19.99 7

1996-97 2 1.5 8 20.72 3

1997-98 2 1 .7 7 2 1 .6 3

1998-99 2 2 .3 1 2 2 .19 4

1999-00 2 3 .10 23.02 5

2000-01 2 2 .4 1 23.09 7

200 1-0 2 23.44 2 3 ,15 5

2002-03 24.45 2 3.4 1 7

2003-04 25.44 2404 7

2994-05 26.49 24.43 7

Sourcc: Bangladesh Bank Economic Trend
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Table 10.16: Interest Rate Structure in the Scheduled Banks (Weighted Average)

Year Interest 
Rate on 

Deposits

Interest Rate 
on Advances

Inflation
Rate

(1990-100)

Real Rate 
o f Interest 

on Deposit

Real Interest 
Rate on 

Advances

Bank
Rate

1987 8.62 14.59 10.45 -1.83 4.14 10.75
1988 8.8 14.62 11,30 -2.50 3,32 10.75
1989 8.94 14.66 8,03 0,91 6.63 10.75
1990 9.12 14.87 9.30 0.18 5.57 9.75
1991 9,07 14.91 8.9 0.17 6.01 9.25
1992 8.11 14.98 5.14 2,94 9.84 8.50
1993 6.6 14.17 1.31 5,47 12.86 7.00
1994 5,48 12.79 1.81 3.67 10,98 5.50
1995 5,04 12.47 5.25 -0.21 7.22 6.00
1996 6.20 13.37 4,02 2.18 9.35 7.50
1997 6.83 13.82 3.87 2.96 9.95 8.00
1998 7.12 14.04 4.48 2,64 9.56 8.00
1999 7.26 14.01 5.12 2.14 8.89 7.00
2000 7,21 13.86 3.41 3.80 10.45 7.00
2001 7.03 13.75 1.54 5.49 12.21 6.00
2002 6.74 13.10 2.79 3.15 9.51 6.00
2003 7.54 12.24 4.38 3.17 7.86 5.00
2004 6.38 11.16 5.83 0,55 5.33 5,00

Source: Bangladesh Bank, Economic Trends, Various Issues 

T ab le  10.17: S h are  of F inancial S ecto r to  G D P  C o m p ared  to Som e o th e r
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*  oi
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1975 0,80 62.53 n/a 0.78 6,66 0.10 4,51 8.73 n/a 4.49
1980 1.57 50.26 n/a 0.75 8.23 0,31 4.70 9.62 n/a 5.82
1985 1.69 41.77 n/a 0.80 8.85 0.58 5.53 9.54 n/a 11.22
1990 2.05 36.89 n/a 0.81 8.75 1.20 5.84 8.35 n/a 10.18
1991 1.34 25.91 3.59 0.82 13.03 1,50 5.77 12.08 0.57 9.37
1992 1.37 24,70 3.69 0.88 13.44 1.50 5.99 11,84 0.57 9.38
1993 1.44 20.89 4,39 1.01 14.35 1.56 6.01 11.95 0.58 9.53
1994 1,48 19.87 4.86 1,01 14.75 1.56 6,14 12.08 0.59 9.37
1995 1.47 20.33 5.00 1,01 14.72 1.49 6.36 12.37 0.58 8.87
1996 1.51 19.50 5.14 1.00 14,81 1.44 6.61 12.39 0.59 8.71
1997 1.53 19.39 5.34 1.00 14,98 1.41 6.73 12.20 0.57 8.62
1998 1.49 19,05 5.43 0.98 15.62 1.32 6.93 12.41 0.58 8.36
1999 1.53 19.57 5.68 0.94 14.92 1.29 7.11 12.40 0.60 8.21
2000 1.54 18.85 5.77 0.97 14,69 1.30 7,43 12.32 0.62 8.33
2001 1.54 18.00 5.29 1.04 15,08 1.32 7.63 12.81 0.63 8.73
2002 1.54 17.45 5.07 1.08 15.20 1.35 7.74 13.09 0.64 8,89
2003 1.57 16.23 4.74 1.10 15.24 1.33 7.66 13.01 0.65 10.55
2004 1.56 15.74 4.40 1,09 15.47 1.33 7.63 13.27 0.66 10.34

Source; Bangladesh Bank, Economic Trends, related Issues
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