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Dear S ir, 

I am pleased to 

Banking 

fulfil lment 

insight 

reforms on 

I have 

report . I col 

my report as 

I 

the report on "The Impact A1arket and 

Interest Rate Deterrnination in Bangladesh", for 

requirement. This 

aspects of The 

rate behavior in 

to fol low your guidel ines 

I bel ieved to be the most 

and coherent as possible. 

this report because it 

wi l l  provide you with a 

and an 

impact of financia l  

preparing thi s  

t o  make 

understanding of a 

me an opportunity to 

topic. I appreciate this 

to this report. I wi l l  

Sabrina Anis 

# 10-050 
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EXECUTIVE SUMMARY 

rate plays a vital role in a country's economy, It is predisposed by 

numerous and simultaneously influences "I-"\I<-"'r<-> 

a slight change in the interest rate structure 

can have major influence on country's of payments. On the other hand, 

and a more dominant one, interest rate is one the key factors in a country's 

banking system. Banking activities are all dependent on interest rates. 

country's is based on the mobilization of wealth or 

funds. most actor in such channeling IS business sector, 

the life-blood is the flow of that is provided the 

banking sector of the economy. 

A sudden m interest rates structure instantaneously inf1uences 

of such investment funds, which ultimately bears impact on 

ind ustrial izati on Such susceptibility 

important tool that the govemment 

made 

attention to. 

rate an 

This is an endeavor to rate movements. It 

includes statistical 

concemed variables. 

done on of among the 

The study 

with a 

that have 

the current macroeconomic scenano of 

the financial sector. Next, 

in d.ifferent 

developments from such The , .... ""_, .... " of such 

alterations have been pointed out appraised in terms of their consequences 

on economy. Then the study explores the rates theoretical 

covers major rates npj'pr,'Yl 
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analytical part 

movements. 

statistical and 

outputs but includes 

Bank rate, deposit 

period of sixteen 

these rates have 

on determining the interest rates 

the incorporation of 

precludes the abstract 

to the analysis .  

advance rate statistics have 

1 98 8-89 to 1 999-04. 

positive. 

a 

shows an esoteric nature. advance rate is s ignificantly 

of loan classification, rather 

rate. 

rate 

nUemc��a by 

a bank's exogenous factors 

d iscretion of 

Several 

time 

extends a 

dependents 

the 

by the 

only 

anomalies 

generated against each the 

case it was found that the polynomial 

study 

tries to 

excavates 

bank branch is  

the study reveals 

is ins ignificant i n  

qualitatively. 
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rates on a 

curve 

Such as 

such 
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PREMIER BANK 

OVERVIEW OF THE PREMIER LIMITED 

company on 1 0  

City. 

Road, Mohakhali 

Chirtagong, 

VISION 

Premier 

bank 

L imited was as banking 

1 999 under Bank, the 

issued banking 1 999 under 

1 99 1 .  The Head Office located at 

growing commercial and area of Dhaka 

1 0  branches located at Dilkusha, Elephant 

Banking Branch), Imamganj Agrabad in  

Ashugonj, Khulna and Sylhet. 

PREMIER BANK 

to meet the challenges of 2 1  The 

of having talented, efficient, brilliant dedicated 

professionals, as 

engages in wide 

project financing 

expatriate Bangladeshis 

with state of the art bank 

from small scale lending to 

household savings of neighborhood to of 

abroad . 

Offering efficient, 

customer friendly 

is Premier Bank's  

serVIces a 

at an affordable price a quick 

constantly make 

explore the new the needs of the clients. 

to 

confidently looks to a new horizon with a distinctive vision for 

making this Bank a most modem, and transparent 

commercial banking institution with any modern bank of 

country. 
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OBJECTIVES OF THE PREMlER BANK LIMfITD 

o Boosting 

syndication 

private sector by or 

o new to establish industries 

business in 

o model 

Q Financing foreign 

o Developing standard 

consumer credit. 

the country both i n  

living the limited 

o Finance and commerce through 

as by various customer friendly credit products. 

o Enhancing of the people 

new savings schemes. 

o up mobilization of both from 

o Developing competitive, most modern, 

banking institution of country. 

ADMINISTRATION OF THE PREMlER 

Board Directors: Management and direction the 

the Bank are entrusted to the Board of 

and do the acts and that may 

Presently there are thirteen 

of the Board of 

position in  

industry in Bangladesh. 

are from highly 

B M Iqbal is 

Import. 

group by offering 

as well 

and 

area. 

social welfare 

LIMITED 

o f  

one member 

a 

of and 

of 

Directors. is  a well-known personality with excellent record 

of success in business and Kazi Abdul Maj IS 

the Bank who is the \1ember Board. 
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members of the Board are: 

" Vice Chairman 

" B. 

" 

" 

" Murshedy 

" Shafiqur 

• 

" Mohammad Mazharul Isl am 

" Nawrin Iqbal 

• Faiza 

• Shaila 

THE PREMIER 

ClDEF THE BRANCH 

Presently Branch of Premier Bank 

posi tion of  Manager i s  the 

representati ve area. He is responsible for 

the affairs of  things done by 

to him. of manager, he 

and business exercised 

LIMITED 

is holding the 

and 

of 

financial 

Duties and a Manager of Premier Bank are below. 

ADMINISTRATIVE DUTIES 

• A manager has a l l  

the branch for 

to directions to officers 

work. 

o 

of 



• wi l l  train  up so that of can be done them 

independently. 

• He a l l  authority to do any work for the of 

But he must not do 

• 

for which has not authorized. 

develop consciousness 

• smooth functioning of the branch, the manager 

chart allocation work He 

sha l l  duty at shall ensure that no 

for working under a junior one and no occasion 

complexity staff il"""lUV'''''" 

• The LUUlllUF;vl a draft copy schedule  passing and s igning 

l im it the of the considering their grade, abi l ity, and 

m trip l icate and froward same to head office 

approval. 

• A voucher requiring counter s ignature shall be by officer-in

and the depariment from where transaction 

• shal l  i mpart ia l ly the Annual Performance Appraisal 

• 

(AP A) and Periodical 

all empl oyees of the branch. 

case of any doubt, 

presence of another 

may check the 

or staff. 

(PPR), personal l y  on 

and staff 

occaslOn anses 

negl igence duties, insubordination etc. 

reported to the Head concrete shape 

necessary 

• The has to maintain relat ionship 

output. 

staff 

members and motivate for 
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MAIN RESPONSIBI 

lit Mobilization of deposit  

lit Maximization of profit 

lit and security of 

business. 
. . 
IncreaSIng economlzmg 

lit conduct of of the branch. 

lit and of bil l s  and of the 

BUSINESS POWER 

should not exercise any 

Business nn"HA'rC' of the 

Office to time. 

business 

FINANCIAL 

Financial power m anager 

taxes, bi lls, 

expenses 

will be guided Office 

power not 

be as 

should  be 

incurring expenditure 

, D.A., 

etc. 

issued from 

12 

by 

conversant 

payment of 

etc. and for 

payment of 

to time. 



should not incur any WhICh IS not Head The 

HU11UI"ivl should be fully conversant with his  

POINTS 

• In of manager cannot d ismiss 

and s ign dismissal, suspension, and 

letter. 

• cannot staff 

• cannot increment to staff Special or 

withhold ing of n"r'PrnpnT 

to any staff and of • Manager is not 

appointment, nor 

cannot transfer 

can promote! s ign 

nor can accept 

promotion any staff. He 

res ignation of any 

AND RESPONSmlLITIES OF 

THE BRANCH 

a concerned 

supervision 

responsibi l ities 

should consider and forward the 

is any officer entrusted with the 

work of that department. The 

are as 

appl ications 

under his  

action. 

to the manager!authorized 

staffs worki ng 

for necessary 

• In  case any deviation and 

compl iance 

!solve 

for 

instructions by 

wi l l  take 

and 

13 

the 

steps to 

he wi l l  

or non-

the C0I1cernt�a 

situation 

matter to 



• He shall attend 1 5  m inutes ahead of and shal l  not leave 

office w ithout completion of dai ly works intimation to supervlsmg 

• He shal l  the voucher as 

• He should act as an 

concerned department 

supervi sing for staff working in 

CASH IN CHARGE 

• Holds key cash safe.  

other 

with other personnel the keys .  

• payment of cash. 

carrying of the to the 

and 

commencement of 

cashiers on a memo. 

• Countersigns 

• AlTanges sending 

i f he i s  an attorney. 

to other branches . 

and 

them . 

• Writes cash balance book cash position memo 

• Maintains of  forms. 

payment 

• Investigate manager about excess or shortage cash. 

• Gets by the or authorized officer . 

where 

a long 

• S upervises the custody of cash m strong room. 

• Checks the of the office. 

ACCOUNTS IN CHARGE 

• Supervises keeping books and 

• book, book and subsidiary ledgers balance. 

14 



and SIgns the books and vouchers passed In the 

• Holds custody stitched and vouchers . 

• statements returns to Head 

• Gets adjusting, closing and entries. 

CLEARING IN CHARGE 

a l l  standard from the 

,--",,",vi"" the schedules. 

• and signs the books the 

Bank . 

of the entries outstanding sundry asset account and 

account of c learing and 

• undelivered instruments 

overnight the strong room . 

security box which IS kept 

ACTIVITIES OF THE PREMIER BANK LIMTIED 

fol l o wing list 

Bank Limited. It 

in the 

[J LAONS AND ADVANCES 

acti vities taking 

activities that bank 

In 

Working capital l oan for 

15 

export ,.,AynPfl industry 

Loan 

Cash Credit 

Overdraft 

Packing Credit and 

p lans to 



a DEPOS IT 

a TRADE FINANCE 

a 01HER SER VICES 

16 

Building 

Bank 

Current Account 

Savings Account 

Short 

F ixed Deposit 

Deposit 

Export 

Import 

Deposit (BCD) 

Fore ign Currency 

(NFDC) 

(Locker) 

Se lling 

Transfer 

Foreign 

Instructions 

Card 

Machine (A TM) 

Onl ine 



Value 

OF INTEREST ON DEPOSIT AND LENDING 

RATE OF INTEREST ON DEPOSITS 

of Deposit IS 

following 

17 

6.50% 

1 0 . 50% 

1 1 .00% 

FDR rate as per 



CONSOLIDATED STATEMENT Of AffAIRS Of THE PREMIER 

BANK L IMITED AS ON APRIL 30, 2004 

ASSETS 

& Balance 

Money at cal l  

Investments 

and 

against imported merchand i se 

Loan (LTR) 

Credit 

House Bu ild ing Loan 

Credit 

(Current A/C) 

Consumer's Credit Scheme 

B i l l  Purchased/Discount 

Other 

A/C 

Assets as per Contra 

General AIC 

Profit and 

LlABBILITIES 

Paid Capital 

Deposits 

Current 

18 

AMOUNTS IN TK 

1 ,265, 1 46,753.99 

1 75,000,000.00 

60,008 ,700.00  

1 0,733,298.33 

765 ,07 1 . 02 

270,862.52 

1 ,750,45 1 

3 1  1 1 ,6 1 1 . 83 

1 62 ,090.24 

1 99,658 . 00 

6,773,555 . 1 5  

.68 

24,356,600.40 

1 2 ,088,670.25 

2 1  86 

( 1 5 1 ,868 .40) 

1 ,693.94 

2 ,006,847 ,007.99 

AMOUNTS IN TK 

222,000,000.00 

64,070,49 1 



Sav ings Deposit 

Term 

Fixed Deposit 

Bearer Certificate of Deposit  

Foreign 

Monthly Scheme 

Monthly Income 

Sundry 

Payable 

Other Liabilities 

Adjusting AIC 

as 

Total Income 

Total 

Scheme 

19 

6 1 ,529,205 

8 1 0,933,958 .00 

1 5 ,082,248.00 

9,995 .00 

1 ,676,605.67 

850 ,000 .00 

8 1 .00 

30,047, 1 89 .26 

4,8 1 0, 1 98 .39 

436,000,000.00 

1 7,479,1 

2 1 3  

78 ,058 ,5 89.34 

2 ,006,847,007.99 



LIST OF 

MONTHLY 

bank introduces 

savings, where individuals 

month for a certai n  

savings of Tk. 500 or 

amount after 3 or 5 

if he depos i ts 

day of every 

is as follows: 

amount for each month 

after three years 

after five years 

i s  up  to 85% 

account. Photographs 

to faci l i tate the 

can save sma l l  amount 

this scheme, a 

thereof per 

month 

for instal lment 

Tk. 500 

20,900 (with 

800) 

rate per 

smal l  amount 

account each 

regu lar 

to extra 

the 

500 1000 

Tk. 1000 

rate 

annum is 00.0% 

42,500 (with Tk. 85,000 (with 

Tk. 2,500) bonus 5,000) 

rate per 

annum is 13.5% 

rate 

annum is 13 

amount. Any indiv idual may 

is not required to open this account. 

be opened i n  the name a minor. A person can more 

one account for d ifferent at any branch of the bank. case 

of extreme emergency, the person can enactment; 

wil l  paid at savings rate. 



, 

\ittONTHL Y INCOME SCHEME 

Under this scheme an individual can deposit in Tic 50,000 or in multiples 

thereof for a period of three years or five years, which would generate a regular 

monthly income for that particular period. The payoff for the deposit of Tk. 

50,000; Tk. 100,000; Tk. 200,000 and Tk.500,000 are as follows: 

Deposit amount Tk. 50,000 Tk. 150,000 Tk. 200,000 Tk. 500,000 

Benefit for 3 Tk.450 Tic 1350 Tic 1,800 Tk.4,500 

years 

(each month) 

Benefit for 5 Tk.500 Tk.l,550 Tk.2,000 Tk. 5,000 

years 

(each month) 

Interest rate earned for three-year period is 11.25% and for five-year period is 

12.50%. Benefits are negotiable for deposit of Tk. 1,000,000 or above. 

Payment of benefit starts after 30 days of deposit. In case of extreme 

emergency, the person can make premature encashment; in that case, interest 

will be paid at savings rate. Loan is available up to 85% of the deposit. 

Nomination is also acceptable. No photograph or introduction is required to 

open this account. Bangladeshis living abroad may also open this account for 

providing fixed amount of income to their dependent residing in Bangladesh. 

This scheme provides the opportunity for meeting the educational expenses of 

an individual's children at school, college or university. Deposit ofTk. 25,000 

or any multiple thereof for five year is required to open this account. Thus, the 

person can enjoy monthly benefit for 5 years or a lump sum payment at the end 

of fifth year. Loan is available up to 85% of the deposit. In case of extreme 
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ONTHL Y INCOME SCHEME 

Under this scheme an individual can deposit in Tk. 50,000 or in multiples 

thereof for a period of three years or five years, which would generate a regular 

monthly income for that particular period. The payoff for the deposit of Tk. 

50,000; Tk. 100,000; Tk. 200,000 and Tk.500,000 are as follows: 

Deposit amount Tk.50,000 Tk. 150,000 Tk. 200,000 Tk. 500,000 

Benefit for 3 Tk.450 Tk. 1350 Tk. 1,800 Tk. 4,500 

years 

(each month) 

Benefit for 5 Tk. 500 Tk.1,550 Tk.2,000 Tk.5,000 

years 

(each month) 

Interest rate earned for three-year period is 11.25% and for five-year period is 

12.50%. Benefits are negotiable for deposit of Tk. 1,000,000 or above. 

Payment of benefit starts after 30 days of deposit. In case of extreme 

emergency, the person can make premature encashment; in that case, interest 

will be paid at savings rate. Loan is available up to 85% of the deposit. 

Nomination is also acceptable. No photograph or introduction is required to 

open this account. Bangladeshis living abroad.may also open this account for 

providing fixed amount of income to their dependent residing in Bangladesh. 

V
�ON SAVING SClIEME 

This scheme provides the opportunity for meeting the educational expenses of 

an individual's children at school, college or university. Deposit of Tk. 25,000 

or any multiple thereof for five year is required to open this account. Thus, the 

person can enjoy monthly benefit for 5 years or a lump sum payment at the end 

of fifth year. Loan is available up to 85% of the deposit. In case of extreme 
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emergency, the person can make premature encashment; in that case, interest 

wi l l  be paid at savings rate. The students in the merit l ist wi l l  be awarded 

special stipend/gift. Benefits under this scheme are as fo llows: 

Term 

or 

Deposit Monthly benefit 

Lump sum for five years payment 

5 years Tic 25,000 Tk. 980 

44,000 

5 years 

88,000 

Tic 50,000 Tic 1,960 

Tic 

Tk. 

Interest rate for this scheme is 12% per annum in case of lump sum payment 

and 1 1 .50% per annum for monthly benefit. 

ENfS CREDIT PROGRAM FOR IDGHER EDUCATION 

In Bangladesh, the l iteracy rate is too low. To make the country develop, it is  

utmost necessary to make the people educated. The main reason for the poor 

education in the country is  the low income of the people. To promote higher 

education in Bangladesh Premier Bank Limited has introduced this credit 

scheme which is the first of its kind in the country whereby the meritorious 

students wi l l  enjoy credit faci l ity in each month to defray educational expenses. 

TARGET GROUP 

Target Group: Meritorious undergraduate and graduate students of recognized 

universities and col leges .  

22 



OBJECTIVE OF SCHEME 

o provide assistance to 

o To one the 

PURPOSE OF THE LOAN 

students 

of 

loan will  to meet the "",,,,_'VUe''-' 

stationary, instmments, monthly 

admission books and 

board ing and 

ELIGIBILITY 

undergraduate students mmimum 70% and 

and 70% 

bank's 

Department or 

For students 55% 

examinations . 

may apply with m 

m 

to any branch duly recommended by the of the 

the loan i s  to disbursed 

in a lump sum amount monthly insta l lments. The amount 

and the loan wi l l  on case to  case 

institution at which the is  enrol led or to be enrol led . 

Monthly installment Tk. 1,000 to Tk. 1,500 for a period of 

36 equal 

course or 

to be 

,n�,��=,-� rate i s  11 % 

installments one year 

ever IS 

to bank to 

23 

annum. IS 

loan period 

cel1iticates a l l  



examinations and personal guarantee of the parents, student and third party i s  

required as  security .  

CONSUMER CREDIT SOIEME 

The Consumer Credit Scheme has been devised and introduced by The Premier 

Bank Limited to extend credit faci lity to the l imited and fixed income group to 

improve their standard of l iving. Under this scheme, the bank finances the 

purchase of consumer durable l ike Air Conditioner, Freeze, Televis ion, 

Washing Machine, Private Cars, Personal Computers, intangibles such as 

medical expenses, hol idays, marriages and others l ike horne repair, renovation 

etc. The consumer repays the loan in  easy monthly instal lments stretching from 

24 to 48 instal lments. Credit is available for the individuals such as confirmed 

personnel! executives of government Isemi-government organizations, 

autonomous bodies, corporations, multinational companies, banks, insurance 

companies, teachers and educational institutions, personnel of armed forces and 

other self employed persons. The loans under this scheme ranges from Tk. 

1 0,000 to Tk. 300,000. Equity in the form of margin should be at least 1 5% of 

the value of the item, in case of vehic le it should be at least 30%. The amount 

of equity should be deposited by the c l ient/borrower before disbursement of the 

loan. The loan amount is disbursed through AIC Payee Pay Order! Demand 

Draft directly to the sel ler! manufacturerl agents of the products except for 

intangibles, renovation, home repair and redecoration. Interest rate is 1 4% per 

annum. Other fees included 1 % of the loan amount as risk fund and 2% as 

service charge. 

RllRAL CREDIT SCHEME 

For poverty al leviation in  the rural area and mobil ization the rural savings, the 

bank has introduced this loan scheme. Low income group of the rural area are 

the target group for lend ing. The loan is a l lowed for the purpose of establ i shing 
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Poultry, Agro-based Handicrafts, 

Sewing Machine, Mi lking Cow, Grocery 

Purchase Rickshaw-van, 

'--"Hll\..-,''') etc . loan i s  

term nature for one maximum amount of IS 

1 0,000 per No security or equity is requ ired but personal and 

group IS necessary . prospect ive borrower wi l l  

have to Authorized bank officer w i l l  make on the 

to be 

about the 

in l ump sum amount. The 

borrower. IS 

two members group wi l l  a l lowed 

loan after group formation, which must of members and two 

same fami ly, and completion 7 days and 

approval of by the branch manager. Another two 

loan after 1 5  days of sanction. Remaining member wi l l  a l lowed 

second disbursement. Loan is repayable in 50  

starting 7 days of  loan d isbursement. rate of and 

charge are 1 4% and annum of loan amount. 



INTRODUCTION 

2.1 ORIGIN OF 

The repOli has 

under the Bachelors 

University. 

My area of concentration is 

response to 

Associate 

Interest rate 

through 

analysis form 

to fulfill the partial  requirement of the 

Administration program of 

interest rate, which I had 

behavior of the interest rate 

our course 

decade, in roA""",O! 

( linear, log- l inear 

the report. 

2.2 OF THE REPORT 

The of report are exhibited as 

In 

s. 

o I n  

relationshi ps 

interest rates by 

concrete 



SECONDARY OBJECfIVES 

o reform pol icies i nterest 

rates. 

o To an in depth understanding of the functions rates in  

the economy in  general and l",,-",,"U'_JU economy in 

o To associate of i nterest rate empirical 

SCOPE REPORT 

scope of the is dedicated to of the 

overVlew of an overVieW sector of 

B angladesh in  terms and 

rate i nterest rate behavior rates 

to and rate determi nation. 

RESEARCH METIIODOLOGY 

pnmary focus study was on the or non-

<ot",.')""" of relationships 

m a computer . The 

was done by 

analys is  contains 

prudently 

of a statist ical ... ",,,,,y,,.,., 

rates against time and other i nfluencing 

regression of 

to estab l ish 

Regression 

one, which would 

KeQn�SSlon l ines generated 

With 

R2 measure 

to information, 

data. For this 

publ i shed by 

with 

were subsequent ly to determine the most 

most accurate and 

methods are for best-fit 

author of the 

the September 

of 

exclusively to 

Issue of Economic 

Bank was 

same complementing 

additional information. 
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With to prepanng 

time-to-time advice from Kazi Chisty, Procter, 

2.5 LIMITATION OF THEREPORT 

I sought and 

West University. 

The limitation the report I in the limited exposure of author in the 

In 

field 

by the author. 

rates. 

his 

effort was 

somewhat naIve elucidations a couple 

for 



MACROECONOMIC 

PERFORMANCE 

ONANCIAIJ 

3.1 BANGLADESH: 

S THE 

RECENT MACROECONOMIC PERFORMANCE 

the year due to the bumper 

gro"wth rate more than 

Bangladesh. Aman production 

This t ime i t  is 

year has 

a 

the main crop of 

records.  

a 9.5 mill ion, i t  is expected the production wi l l  10  

mi l l ion. So far there not been import food 

last around 4 mi l l ion food to be i mported. One the 

i mpacts of the bumper production of Aman the l evel of 

(below 4% as of November). 

not a l l  news IS for the 

result of poor performance the malO 

garments knitwear). poor performance 

Export continues to suffer as a 

(ready-made 

the sector is heavi ly 

1..0>1\,\.>"\.",.[ in the overal l  i n  the manufacturing sector. 

are some news the 

d istribution from banks, there are a lso 

rate of private sector 

of even higher 

growth government borrowing which many bel would crowd out 

if industry to 

higher amount of 

in the revenue earning. Whi le 

income tax revenue, 

been well. It i s  

has been sluggish 

situation the economy. 

revenue sources-

not 

the 

29 

up. 

1S mainly result of 

is  some good groVvth in 

the customs revenue has not 

because of fact that overa l l  

of the year to 



The fol lowing the recent some of important 

economic macro economic parameters. 

INDUSTRIAL GROWfH 

July -October period in current fiscal year (Fiscal year 2003) 

Manufacturing growth (based on quantum of rate 

at 5.2% to same period last year). 

first (July-September) period growth it i s  

considered that thi s  growth rate i s  same period last 

were terrib ly affected the worst flood, 

a period 

growth 

figure is definitely worrying. What is more d isturbing i s  that there 

been a decl ine of industrial act iv i ty of October'03 compared 

to prevJOus month, 

medium and was 200 .23 

quantum index manufacturing 

. I t  carne down to 

199.68 October'03. C learly the s lowdown fal len upon heav i ly on 

the the country . 

SOtlrl'e: BBS 

EXPORT 

Export Growth rate has at only 7 . 18% the of 

(Ju ly'03-Dec03), s l ightly up 6.98% 

compared to the same 

(more than 

(around 30% growth) 

throughout the previous 

sectors &\1G 

year. Thi s  growth has been below than 

below target). some 

(24.78%), which been poorly 

year have done remarkably well ,  some important 

frozen food tea poorly throughout the 



Growth 

1MPORT 

sectors 

UP 

Woven Garments 0 .32% 

94% 

Leather 24.78% 

Raw 

Goods 4.24% 

Frozen 9 .2% 

Source: EPB 

July'03-Dec'03 of 

DOWN 

-63 

2 003 

Total July -August current period 

by 4.3% compared to the same period of . The dec l ine was mainly 

import of consumer by more than 25%.  A lso lower 

i nvestment has dec l ine of i mport 

Cap ital by 3 industrial raw material by 1 and 

goods by 1.6%. 

LlC 

quarter figures are not 

show that during the 

import has very 

8%.  

the period by 4.3%. 

for actual import. the avai lab le  

period quarter of 2003, 

quarter 

amount of LlC settlement has actual ly 

reserve at $ 1  b i l l ion a s  of 31. On 30th 2 003 

the FOREX reserve was US $ 1.57 b il l ion 



REVENUE EARNING 

Revenue 

2003) is not 

of government the S IX of the 

tax revenue 

to the same ( 1 2.4% 

shortfa l l  than targeted). the revenue sources-

customs duty, VAT income tax been below dur ing first 

of fiscal, though they been s lightly better (except customs 

duty) than same previous 

that revenue col lection 

But it has to taken into 

abnormal ly due to flood. The 

growth rate in revenue col lection "".<.,'-"'.., it further the 

economy, the sector. 

the 

GROwrn OF REVENUE EAR�G DURING 1ST 6 MOl'lTIIS (JULY

DEq OF FY 2003 

3.2 PRECIS OF THE FORMAL FINANCIAL SECTOR 

CENTRAL BANK 

Bangladesh IS the 

promoting growth 

overal l  control 

development 

activities of a l l  other 

contro l department to 

monetary po licy and to 

out objectives, to 

international 
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which i s  

in the country 

an 

the 

for 



COMMERCIAL BANKS 

The banking sector experienced a major j olt after the 80s when due to new 

a number of private came The number 

largely last few years. This has changed the banking sector in terms of 

inception newer services and accommodation of customer This 

sector dominated by 

are more private 

Now there 

resulted i n  

a consequence the banks 

are newer facilities like credit cards A TM 

etc. However, 

overall 

nationalized banks have a much more influence 

than ones. 

INSURANCE 

field msurance government has allowed both public and private 

sectors to r.n,�r""cP business i n  order to develop a 

healthy competit ion. the public sector Jiban Corporation Postal 

Insurance are on life and Shadaran 

Corporatio n  is focused on general insurance. In sector more 

twenty are life and 

private insurance companies Delta and Popular Insurance are a 

couple of renowned names. Bangladesh 

over compames, which 

Company (ALICO) is one of the major players. 

control 

Insurance 

Leasing companies provide hedging and as a source of fund to 

type of financial institutions is relatively new in 

the inherent nature o f  institution and the pervasive advantage to 

the business sector of the inception of such an 



By now Bangladesh quite a few numbers companies 

and IS year. 

MERCHANT BANKS 

Merchant banks in are not in Bangladesh. 

this IS 

(ICB). is a government organization, which IS an 

market. It 

form of ICB units to secondary 

functions are similar to banks. Lately 

Apparently there 

has 

as the merchant bank, though they are yet to 

a full H,",\.L�,",'U one. 

SAVINGS BANKS AND BUILDING 

These are basically credit formed m similar congregation 

i. e., individuals UVU'vv.'� 

o f  

recognized i n  a formal way i n  

POSTAL SAVINGS NETWORKS 

acquaintances; 

yet to and 

Perhaps the most traditional and well known for institutions largely 

extended to people common m 

which numerous post 

throughout the It is distinct in as 

in prescribed without aid of any 

postal savmgs 

situated 

are readily 



SPECIAL SCHEMES AND INSTITUTIONS 

In Bangladesh these institutions basically take the form rural which 

and to provide credit for the and women in 

activity, which basically 

training along with credit extensions. An example the former 

is BRDB or Rural Board the MIDAS. 

SOCIAL SECURITY INSTITUTIONS 

Such institutions are not a common phenomenon in are 

basically net social security unemployed. 

current initiated a "Old Age Allowance". 

PROVIDENT AND PENSION FUNDS 

These are a common phenomenon our country. may 

public or private. the real distinction In two forms; 

}> Contributory and and 

}> Provident and pensions 

case, 

contribution of the 

makes equal 

individual's 

to predetennined 

The are 

understandably lower amounts. In the latter case, the income set is 

exclusively from individuals' own salary. 

STOCK MARKET 

are to recover the boom and bust episode 1996. 

All index the was 23002.2 in ��',�UA 

1996, steadily declined to 487.8 by the end of 2003. With objective of 

infusing funds the in principle to amend 



the Insurance 1938 the Act 1 allowing insurance and trust 

funds for investment in the stock market. 

MONEY, AND CAPITAL MARKET 

A variety of measures have taken for macro-economic stability, 

investment, balance inflation, creation 

of favorable climate foreign investment including discipline in financial 

sector. flood 1998 adversely and 

industries sectors. momentum these sectors quick 

rehabilitation, appropriate policies were formulated banks for 

flow of credit. 

OTHER SPECIALIZED GOVERNMENT INSTITUTIONS 

are financial institutions (autonomous 

bodies), 

};> House Building Corporation 

};> Bangladesh Krishi Bank (BKB) 

� Bangladesh Bank (BKB) 

};> Bangladesh Shilpa Reen Sangstha 

are operating in their fields to help sectors by 

credit at convenient terms. Industrial and 

Development Corporation has also set by the 

Government to provide equity support to public limited companies in the 

private sector. 

OTH NON-BANKING FINANCIAL INSTITUTIONS 

institutions were set up in 

last years or so financing institutions 

36 

1980s. the 

an important 



m alternative sources of term 

private sector. Primary those 

capital asset financing to 

was in  the area of 3-5 

tenn financial 

replacement 

institutions expanded 

on balancing, modernizing, 

units. financing 

by introducing 

customers' household which Term 

have broadened further d iversificat ions, those 

instituti o ns i nit iated operation on 

Management other 

Financing, 

Mainly because operation of new 

industry 

tenn finance 

38% over the 

into 

banks. 

as well as 

at 17 at the of 

financial institut ions VU!" .... F,vU m 

INTEREST RATES 

4.1 INTRODUCTION 

1990s .  

companies, leas ing 

Competit ion 

by the comm ercial 

operation stood 

Money and capital  are vast pool of depleted the borrowing 

of governments and replenished by 

by these sectors and to financial system. 

system a through whi ch a borrower can 

d ifferent sources and a saver can (or 

i nvestment The and capi tal markets of an 

the 

productive 

and economic growth poss ib le providing 

of equ ipment, construction of 

activ i ties .  

financial 

make 

for 

and other 

The act savmg and lending, borrowing i nvesting are closely l inked 



financial 

of them together is 

and one 

rate of 

that significantly and 

The rate is a that the borrower must to the order to 

the 

risk that is involved with investment and to a premium 

saver consuming the jimd for a better in 

Like markets in a 

"'''''''<'<''>1"1 as interest rate. 

economy, market 

4.2 FUNCTIONS 

The rate 

o It 

economIc 

INTEREST 

important 

o I t  the available supply o f  credit, 

funds to those investment with 

o It 

economy. 

into investment to 

providing 

expected returns. 

public's balance 

supply the is low, interest rate 

the scope of more investment and ensures investment into 

and high-yiel d  

o I t  is 

the 

s lowly 

an important tool government policy through its on 

of saving 

interest rates 

If 

the 

order to 

On the other an economy 

has cal led for a government policy 

to slow borrowing and 

o A recent study showed 

is too 

can use its 

borrowing and 

rapid inflation 

interest rates 

bank of 

an 

outcomes: 

to contro l  short-term nommal interest rate yield in two 

II It aggregate from the demand-side 



disturbances. 

.. It supports an economy to quickly recover from supply-side 

with the of a persistent lowering short-term 

nominal rates. * 

*(Peter N. Ireland, 

Policy 

Banking, 

Inflation, and }iederal 

1980 ", Journal a/Money, Credit, and 

3 2000, Part 

4.3 NOMINAL AND INTEREST 

inflation causes rates to be two distinctive 

definitions. The nominal interest rate is expressed in terms current 

or Dol lar) value. rate i s  terms of  constant 

or  adjusted value. 

the rate of inflation. 

I t  is not the 

investment decisions. 

OF 

" .. t,"r",C't rate i s  

rate, 

nominal rate 

IS important 

A lthough find it convenient to think in 

terms a a cluster or  of 

several interest rates. The differences these rates occur because 

reasons . 

R ISK 

on loans are important factors, 

the borrower be to pay the more the lender 

w i l l  charge to vv,u "'IJ""�AY ''''''Ju. '>"f,"',., for this risk. 



MATURITY 

or maturity a loan the rate . Other things be ing 

equal, loans usual ly command h igher rates return than short-

term loans, because the long-term lender suffers 

possible forgoi ng uses for or her money for a 

time. 

LOAN S IZE 

two loans of length and rate usual ly wi l l  be  

the two loans . This IS so  on  

admin istrative costs of  a and a smal l  l oan are same absol utely. 

TAXABILITY 

are rate and 

taxation attract investors. high- income-tax-payer lender would be 

incl ined to invest into tax-exempted investments. 

MARKET IMPERFECTION 

Market imperfections are also important m some 

uncover basic rate-determining forces it IS necessary to 

s impl ifying assumption: 

There is one jimdamental interest rate in 

which is a common 

economy known as 

of all interest rates. 

or 

closest thi s  rate 

rate of 

world is the market 

on government bonds. Once the IS a l l  

rate 

a 
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interest rates can be determined from it by examining the special characteristics 

of the securities issued by indi vidual borrowers. 

The forces determining the real rate of interest is a controversial issue in 

macroeconomics and finance. Some theories are placed by different authors 

and are explained in the following. 

4.4 THE CLASSICAL THEORY OF INTEREST RATES 

One of the oldest theories concerning the determinants of the risk-free interest 

rate is the classical theory of interest rates, developed during the 18th and 19th 

centuries by number of British economists and elaborated by Irvin Fisher 

( 1930) earlier in this century. The classical theory argues that the rate of 

interest is determined by two forces: 

o The supply of saving, which is derived mainly from households. 

o The demand for investment capital, coming mainly from the business 

sector. 

SUPPLY OF FUND 

Savings generates investment, and the households, businesses, and the 

government saves funds for investment. Interest rate affects the saving decision 

of any individual and business. 

In making the decision on the timing and amount of saving to be done, 

households typically consider several factors: the size of current income, the 

desired savings target, and the desired proportion of income to be set-aside in 

the form of savings (i. e . ,  the propensity to save) . General ly the volume of 

household savings rises with income .  Although income levels probably 

dominate saving decisions, interest rates also play an important role. Interest 

rates affect an individual's choice between current consumption and saving for 

future consumption. The classical theory of interest assumes that individuals 

41 



have a definite current enjoyment of 

over future enjoyment. the only way to 

fami ly to consume now and save more is to offer a 

or a 

rate of i nterest 

on current theory considers of a 

reward for postponement of current In favor of 

attractiveness of 

more individuals to 

greater 

savIng 

substitute current 

cal led 

rates and 

Not only 

savings into 

interest rates 

spending, 

some quantity of current This i s  

that entails a relationship 

but also businesses, save and 

markets to purchase 

balances in the form of 

a p0l1ion of their 

and make loans . Most 

'-''-'1'-''-'!1'-'0 on  two key 

The volume of 

business profits and 

are summarized in  

interest rates 

corporations. 

the principal 

a role  in  the 

saVIng I S  

proportion of current 

operating costs l ong-term investment 

internally what proportion externa lly. 

should be 

l"IT"',...""OT rates i n  the 

markets 

heavi ly 

encourage firms to use generated funds more 

projects .  l ower interest rates 

funds from the markets. 

though 

In fact most 

than househol ds 

surplus) to 

that arises spending is than revenue. 

DEMAND FOR 1NVESTMENT 

1.4',,"',",0'," require huge amounts 

and inventories to 

faci lit ies. 

year to purchase 

construction of new 

business 

and 



consists what is ,  

expenditures to replace equipment and fac i lit ies that are out or are 

techn ologically obsolete. of capital 

spending is 

equipment and 

net to acqu ire additional (new) 

to output. The sum 

net gross investment. 

A lthough the internal rate return provides a for 

potentially profitabl e  investment how much to spend on po int of 

IS nnuel1ce:a by f inancial markets . It is through 

funds that the financial can exert a powerfu l  on  the 

cost 

firms .  

borrowed capital 

credit becomes scarcer 

e l iminating some 

more 

from cons ideration. 

Thi s  in  why demand capital by 

by classical  as negatively to 

become 

a longer l is t  of economical ly 

hand, 

investment projects will be 

rates, more investment 

requIre more 

interest 

and funds 

EQUIUBR IUM RATE OF INTEREST 

The c lassical economists 

by the supply 

the equil ibrium rate of 

levels, 

be requ ired 

markets 

the demand for were 

investment. 

point where quantity of suppl ied to the IS 

at the 

equal to 

the of for investment. 

market rate interest moves its equi l ibrium 

supply and demand so fast that the rate 

43 
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opportunity to settle in at a specific equilibrium level .  At any given time, the 

rate is probably above or below its true equi l ibrium level but moving toward 

that equil ibrium. If the market rate is temporarily above equ i l ibrium, the 

volume of savings exceeds the demand for investment capital, creating an 

excess supply of savings. S imi larly, if the market rate l ies temporarily below 

equi l ibrium, investment demand exceeds the quantity of savings available. The 

c lassical theory of interest rates helps to understand some long-term forces 

driving interest rates. 

LIMITATIONS OF THE CLASSICAL THEORY OF INTEREST 

The classical theory sheds considerable l ight on the factors affecting interest 

rates. However, it has some serious limitations. The central problem is that the 

theory ignores factors other than saving and investment that affects interest 

rates. For example, many financial institutions have the power to create money 

today by making loans to the publ ic. When borrowers repay their loans, money 

is destroyed. The volume of money created or destroyed affects the total 

amount of credit available in the financial  system and therefore must be 

considered in  any explanation of the factors determining interest rates. 

In addition, the classical theory assumes that interest rates are the principal 

determinant of the quantity of savings available. Today economists recognize 

that income is more important in determining the volume of saving. Finally, the 

c lassical theory contends that the demand for borrowed funds comes 

principally from the business sector. Today, however, both consumers and 

governments are important borrowers, s ignificantly affecting credit avai labi l ity 

and cost. 
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4.5 LIQUIDTIY PREFERENCE THEORY 

classical theory of interest been called a long-term 

interest rates because it on the thrift habits 

s lowly. During 

of 

productivity 

1930s, British of to 

VU'-'UU,,, John Maynard Keynes (1936) developed a short-term of 

rate of n'tp,·pc't that, was more for policy and 

explaining near-term rates. theory is known as the 

liquidity theory interest rates. 

DEMAND FOR liQUIDITY 

argued the rate of IS a payment for use of a 

scarce resource, money. and individuals to hold money 

out daily and also as a precaution UF,U'HhJ 

needs even though yield is low or nonexistent. Interest are 

the that must be to induce money holders to surrender a perfectly 

asset assets 

liquidity grows strong. 

carry more risk. times preference 

expands the money 

supply, interest rates will r ·'e. In the of l iquidity only two 

of 

for funds are vVl.hHUv! 

fal l s; 

rates 

investor would 

and money (including bank 

value of paying a fixed rate 

bonds were 

into 

bond prices; 

bonds for 

On other 

bondholdei wil l  

To holding of 

a capital is 

could 

rate results higher 

off 

rational 

it act classical econc it was irrational to hold 

little or no if rates were expected to rise, because 

rates can result in suly;tantial losses for in bonds .  



l"IOTIVES MONEY 

HIU.,LlUJ money for three 

(motives) :  

and 

to meet dai ly v/.�/vHJv" 

anses 

what 

and to cover 

or wi l l  

the demand for to 

and outflows of money are not 

or amount and because it is costly to 

and other assets, businesses, households,  

i n  the til l  or in  demand accounts simply 

also must be held as a reserve for future 

expenses. This precautionary motive 

uncertainty and cannot predict exactly 

the future. 

Keynes assumed that transactions and precautionary 

purposes is dependent on "UV"VUA'�, business sales, and 

prices. Reflecting money's role  as a " " '-,,"U I  • .I1U of exchange, higher levels of 

mcome, or out transactions 

and to respond to future 

the transactions demand for 

the i nterest rates, 

and transactions 

however, these demands as 

term. 

nor 

changes in 

long run, 

rates were to a i rd motive 

holding speculat ive mo t '  

future prices of bonds .  If 

them will demand money or near-money assets 

believe bond prices wi l l  fall. As the expectation that 

about 

many of 

u"",\",u ,",,,\" they 

rates will  

grows strong in the marketplace, the 

value increases. 

: llld for money as a secure store 

At low interest rates, many investors :: : ve that interest rates are soon to 

( i. e. , bond prices are going to fal l ), and I I  more is  



high :':1tes of interest, on the other hanL: , many investors will conclude that 

interest rates soon wil l  fal l  and bond prices rise, so the demand for money 

decreases while the demand for bonds j I1 C 'cases. 

THE ','UPPLY OF MONEY 

The o ther major element determining ir i crest rates in  l iquidity preference 

theory is the supply of money. In modern economics, the money supply is  

contro l led, or at least closely regulated, by government. Because government 

decisiuJls concerning the size of the money supply presumably are guided by 

the public welfare, not by the level  of interest rates, it is assumed that the 

supply of money is inelastic with respect 1u the rate of interest. Such a money 

supply  curve is represented in the fol lowin� figure by the vertical l ine M. 

THE LQUILIBRIUM INTEREST RATE 

The i nterplay of the total demand for and the supply of money determine the 

equil i b rium rate of interest in the short fUl i .  As shown in the fol lowing figure, 

the eCl" i librium rate is fOlli1d at point iE, where the quantity of money demanded 

by the l)ubl ic equals the quantity of money suppl ied. Above this equi l ibr ium 

rate, i h.e supply of money exceeds the quantity demanded, and some 

businesses, households, and units of govemment will try to d ispose of their 

unwal l  �cd money balances by the purchasi i lg bonds. The prices of bonds wi l l  

rise, l [ v i ng i nteres t  r(1tes down toward equ i l ibrium at iE .  On the other hand, at 

rates l .:: low equi l ibrium, the quantity of mo ney demanded exceeds the supply. 

Some l : ecision makers in the economy wi l l  se l l  their bonds to raise additional  

cash, d J' l  v ing bond prices down and interest lates up toward equil ibrium. 
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UQl< 

INSIGHTS 

PRE � THEORY PROVIDES SOME USEFUL 

I t  ill the 

suggests it  is at times for public to hoard many and at 

, [Ill es to disho 

I t  

a t  least short run. 

the c ' al bank c[r �nntract the size 

will k 11t .  to 

Subse, 'ot research Friedman ( 1 968), 

interest rates ill the 

if the rates are desired, 

money and rates  

( 1  and other suggests 

that 1il .:e ,_'JTects on the equilibr l ,un rate when 

mane . pply chaw 

( 1) n m itial l iquidity 

money-supply income 

) .: price 

m 

rates fal l .  

j spending ' I  the 

over a 

Iy creates excess liquidity, at  

excess will 

mcome and 

time 

money supply 

will begin 

mcon � . 

Final ly, an 

wi l l  l .e to expecl ; ng 

wil l  

effects . .  ; terest rates end 

supply 

leve l ! . .T a dependi] on the 

, -.:cts . 

and consumers 

P1"",,1"(>,-p. will 

liquidity 

than 

strengths of 



LIM 

The 

infla l '  

more 

OF � liQUIDITY PREFERENCE THEORY 

u idi ty ' Ice i s  a approach to rates 
. nat ion unles<: 

i nk �t rates are atIected by m and 

3. Indeed, it i s  a stable-equ i librium 

rate w ithout �; : so reaching an equi l i brium of income, 

: l : ent i n  eCl 

.,md demand 

lent demanc; 

iny. Also ,  l iquid i ty p theory 

dew of 

of whereas business, consumer, 

have a n  i mpact on 

raLes IS 

A 

impo l : ::mt roles  pIa: 1 by a l l  actors 111 financia l  

) lds, and nent 

4.6 .. DANAE . FUND 

VIC that overcon 

l oan: I I.� 

'. rate i s  deter' 

credit  

cred i t  

a lso " Towing t !  

' ems from 

mom by t 

1l1dividuals CI 

DEIV FORLC 

The ( l and for 

First i , 

goods " 
{ .  

conSL �rs are not p 

credi t  lut instl 

l imitations 

,,1-"'''''''0 1- rates. i I  s 

theories i s  

'ed and 

of 

businesses, consumers, 

,)urces : domestic sm . 

supply of l oanabl e  

demand for money, 

system, anc1 lending in  

llstitut ions . 

FUNDS 

comes froJ� : our sources as 

msumers demand 

services on  

funds to purchase a 

�l larly to rate of vvhen they 

by 

nrincipa l ly on the no n-price terms of l oan, such as the 



down ' :lyment, mat ' /, and instal lment payments. This impl ies 

consumer demand f( is relatively with to the rate of 

a r 

o f  cOI: ;umer 

credit i s  involved), 

additi, cd consume: 

inelast i 

occur I. 

Cl ' d it demands 

) m rate 0 

is for : 'Jch 

and ec 

from co nsideration ( : 

hand, ; l ower rates 

e 

l oanab ' 

fal ls .  

' le nt 

retun 

but d oes no t  

In rece i t  forei 

co ' :  This f 

domes ' l ending r; , 

intere;-, ,'aies 

to borrow n 

lendin� and 

n 

borro\'-

is t l  

and dom, 

l; 

n1-",.,."",,1- rates to some 

(particular ly 

a decline m 

However, along the 

a substantial 

consumer for funds 

in t he quantity 

some 

relatively 

interest must 

Jomestic general ly are more responsive to 

crest than is consumer borrowing. Most credit 

Llrposes as the o f  inventories new p lant 

rates eliminate business invl:Cstment 

m classical approach). On the other 

m any investment look profitable, with 

the quantity o f  

I b y  the U UJ'lH"- sector increases as tie rate 

IS a 111 financial 

significantly on the level of rates. 

and corporations have 

credit IS 

md 

to 

l oanable 

economy of 

to 

marke t s ,  a country' s  

borro\\ TS will more 

\YJ 

; a or mverse relationship )ctween foreign 

nterest rates relative to  � rates. 



loanable the sum consumer, business, 

and credit the 

SUPPLY OF LOANABLE FUNDS 

Loanable  flow 

sources :  

(1) 

(2) 

Creat ion of 

(4) to 

DOMESTIC SA VING 

The supply 

dominant 

lUvJ",",v that 

called i ncome 

money ant icipation 

indiv idual 

enable the saver to 

the money and capital markets at least 

and 

excess money held by 

by and 

rr""fPr<.: by foreigners. 

is the principal source of 

that income 

of 

mther 

and 

funds. Most 

are 

to save. But there i s  

and household may oriented : so-

an individual  wishes to accumulate some 

Interest rates 

less VvvuuoJ rates wi l l  

of cun-ent income. 

then, have the opposite on volume 

saving than the substitution effect in the vlU . .., .., l v(,.U 

rates. The substituti on 

of  the volume 

relationship between 

for a posit ive rel ationship 

research model s  has 

rate 

a 

another 

factor-the wealth int1uencing saVIngs Ind ividuals 

accumulate In 

lands) financia l  assets (stocks, 

assets (automobiles,  

rates r ise,  



assets yield 

levels .  Therefore, a rates wil l  result 

wealth held in the to save more 

to or her wealth position. i nesses and on 

however the opposite ensue. When interest rates debt 

in  earlier periods interest ra tes were lower seems of a 

Therefore a rise in  rates tends to make units 

a l arge volume to thei r  financial assets better off. 

tend to save 

net effect of the 

relatively interest-inelastic 

interest rates usual ly are 

saving in  the economy. 

substitution, and 

savmgs curve. 

to bring s ign if1cant 

DISHOARDING OF BALANCES 

another source 

relative to 

IS 

supply of 

on 

varies with interest rates and income 

hand, as 

demand and money 

by the government. 

not be the same. 

to a 

m 

volume of 

demand for 

demand 

money on 

the two-money 

difference between 

pub lic' s total money and the money supply is  known as hoarding. 

the public ' s  

money 

their  cash lJ<A'<Al1'�'" 

loanable funds 

public ' s  demand 

balances 

as some individuals 

financial 

money is less then 

(dishoarding) occurs. Some individuals 

excess 

financial 

i ncreasing the supply 

posit ive hoardi ng 

to 

reduces the 

hand, 

avail able, negative 

wil l  

funds avai lable 



CREATION OF CREDIT BY DOMES'llC BANKING SYSTEM 

Commercial  banks and nonblank thrift institut ions offering payments accounts 

have the unique abil ity to create credit by lending and investing their excess 

reserves. Credit created by the domestic banking system represents an 

additional source of loanable funds, which must be added to the amount of 

saving and the dishoarding of money balances (or minus the amount of 

hoarding) to derive the total supply of loanable funds in the economy. 

FOREIGN LENDING TO THE DOMESTIC FUNDS MARKET 

Final ly, foreign lenders provide large amounts of credit to domestic borrowers. 

These inflowing loanable funds are particularly sensitive to the difference 

between the country' s  interest rate and interest rates overseas . If domestic 

interest rates rise relative to that of offered abroad, the supply of fore ign funds 

to domestic market wou ld tend to rise. Foreign lenders wil l  find it more 

attractive to make loans to domestic borrowers. At the same t i me, domestic 

borrowers wi l l  tum more to foreign markets for loanable funds as domestic 

interest rates climb rel ative to foreign rates. The combined result is to make the 

net foreign supply of loanable funds to the domestic credit market positively 

related to the spread between domestic and foreign rates of interest. 

The total supply of loanable funds, including domestic saving, foreign lending, 

dishoarding of money, and new credit created by the domestic banking system 

is depicted in the fol lowing figure. 

THE EQUILIBRIUM RATE OF INTEREST 

The two forces of supply and demand for loana ble funds determine not only the 

volume of lending and borrowing on in the economy, but also the rate of 

interest. The interest rate tends toward the equi l ibrium point at which the 

supply of money of loanable funds equals the demand for loanable funds. This 

point of equi l ibrium is shown in the fol lowing figure as iE. If the interest rate is 
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above equi l ibrium, quantity loanable suppl ied 

domestic savers and lenders, by banking system, from the 

total 

rate wi l l  b id 

equ i l ibrium, loanable funds demand wil l 

for funds, the 

i nterest rate is temporar i ly 

the supply. 

rate wi l l  be by "ArrAn at equ i li brium once The 

is only a part ial 

condit ions 

rate wi l l  

o saving 

o Money supply = 

and economy. 

by the fol lowing: 

Planned investment 

rates are affected 

o Quantity 

demand 

suppl ied Quantity of loanable funds 

o demand loanable  and 

volume l oanable  funds by 

economy The current 

domestic 

THE 

In recent 

rates has and now appears to gammg 

expectations of interest rates. I t  

the capital markets are h ighly 

d igesting new information affecting raks 

assumptions conclusions 

are that : 

rational 

to domestic 

from and imports 

rational 

institutions 

theory 



) The and interest rates 

uses a l l  of 

probability expected 

a l l  available 

to establish a 

interest rates ; 

(2) Changes rates and security only 

unanticipated, not anticipated, infom1ation; 

(3) The rates of return time periods is 

zero ; 

(4) opportunities for proIl l  a normal return) can 

found markets ; 

(5) costs are negligible 

A HA. 'LVU costs are smal l  

and 

(6) prices and interest rates are 

formed 

concernmg future 

ly and efficiently. 

This last 

rational 

pnces 

made from 

Moreover, a 

security 

no SYSlefIlall 

means that individuals are assumed to 

expectations about distribution of 

rates that do not from 

the available marketplace 

wil l  tend to unbiased forecasts 

interests rates, and That is, he or she 

errors and wil l  l y  spot past patterns 

errors correct them quickly .  

If markets are in the way 

rates near 

Any from the equilibrium rate by demand 

will instantly traders who hope to consistently 

earn profits from correct ly whether rates are too high 

(and wil l  probably fal l )  or are too low (and wil l  probably 

to 

to be the run. Moreover, knowledge of the 

rates wil l  not of where rates are likely 

Old  news not rates those 



impounded the old news. 1 nterest rates wi l l  only if  rates a lready 

entirely new unexpected 

We can about expectations theory of 

interest modifying the funds theory so that demand 

and supply reflect not actual and supply the 

expected for and supply loanable to 

lets actual and 

demand funds current period, DF reflects the actual 

demand for funds that prevail  i n  the next period. supply 

of loanable is  assumed to same in both periods 

l et ' s  assume during current period, government 

unexpected announcement of increased need to borrow more 

an 

In 

period F to an unusually budget The result is a new 

expected demand loanable to preva i l  next 

period F as viewed by In 

0. case, equ i l ibrium rate in the current period wi l l  not 

rather iE, the expected demand curve intersects the 

supply curve equi l ibr ium quanti ty of loanable funds traded 

current period be CE not is because, to the 

I act as a l l  

possess expected such as 

it wi l l  need to borroYl more in a future 

to future period the equ i librium 

to rate iF and of loanable  traded 

rate moves upward because demand for 

funds in  F i s  more expected loanable-funds 

as seen by partic ipants 0. 

hand, that period F 

but amount than was antic ipated 

by in the od schedule then fal l  



between interest rate (with the supply 

curve UH'�lW'H would be than iE, lying somewhere between io 

conclusion that demand (above Do, 

not to 

interest rate 

world 

with supply equilibrium 

know which way mterest rates will 

sense when we assume that the 

expectations To 

we must know 

to b egin 

high as 

the demand loanable funds rose but not as 

expected. rates will decline factors 

held constant . 

The rational expectations that interest rates requires 

If new infonnation is knowledge public's current set 

to alter expectations, 

portion the rational 

policymakers. I t  

rates to move 

�HC<'U"'�, If  

c reates significant 

cannot cause interest 

public 

indeed, cannot change 

government officials can 

warranted. what 

a new set expectations is 

publ ic 's  are IS 

theorists 

from 

"'",,;;,v, n  that rate 

interest rates 

preferable to rate Indeed, to a consistently correct interest rates 

theory one must know what 

(b) what new information will arrive 

actually a rrives. m 

participants 

before 

A growing 

behavior. 

studies today 

that past rate movements are not 

return on bonds or stock, as 
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do m actual 

( 1 976) find 

related to cun-ent rates of 

predi cts .  studies 



1 974) that 

movements also 

to observed 

information on economic cond itions and supply 

to bear correlation to today ' s  rate levels o r  

in  current interest rates. 

the and the do 

bond and stock especial ly with short-term rates noted by 

and 

prices to new 

LIMITATIONS RATIONAL EXPECTATIONS THEORY 

Hlv1'-'00, the rational expectations is stil l  in  development 

how One problem is we do not know very 

its expectations-what are weights are appl ied to 

individual data, and fast people 

mistakes. Bu llard ( 1  1)  notes, Llv,",'UUC' ''' the rat ional AV,,,,,,,,,·t'lt IS 

not defined, 

information relevant to 

as assumed 

lenders and borrowers 

rules) that are not fully 

expectations u,1J�''''('U to exist in  

government or l i sted common 

case for financial 

some current interest rates 

exhibit s ignificant correlations with 

rates security 

by the 

errors are by market 

are not convincing. 

seem at with 

and 

is not 

l enders many 

expectations rules thumb 

rat ionality formed 

(such as markets 

interest rate movements .  

k ind 

such is 

not a l l  

impli ed 

of research work remains to 

on how systematic 



4.8 

POLICY 

A lthough 

or even cannot the 

RATES IN GOVERNMENT 

states 

of national 

can subtly 

i nterest earl ier supporting abi lity to 

both possible control the economy with manipulat ing interest rates 

and rationaL government can money supply by the , nT?'''''''' 

can to market 

under environment of economy, the 

control the rates are under the authority of the central 

or 

interest rates. 

government can 

bank, and that 

facing most 

government bonds. In respect, one problems 

scarcity of capital in 

investment h igh 

raters of  

accumulation of 

rea l  Income. the 

of economic growth, its 

as a 

development of 

even if  not a condition 

countries is widely recognized. 

economic 

importance 

capital accumulation is also reflected use of 

in most growth example which i s  the 

model . the crucial capital 

accumulat ion, the capital as measured by the level and structure of 

to 

rates may justifiably be expected to assume an important i n  the 

pol icies of developed 

rate polic ies 

a 

depicted in the development of 

the tool  of 

and where 

rate to stable 

Even 

behavior, 

l i terature the has been more on 

concerned 

as a means of 

rates then on 

developed countries 

with the role mterest rates as loan 

cost and availability of credit. 

IS 



rate policy relevant than monetary, 

interest rates can be 

(as 

mob i l ization of 

rea listic rates on monetary 

cla ims on 

viewed as a soci al rate 

d iscount to determine optimum allocation 

investment and as a 

consumption 

allocation among 

forms investment. 

hpr'p"t/ rp a interest rate 

phases of 

has different each 

i s  relevant for 

i nterest rate policies 

or planning. 

the conflict ing 

of rates that are appropriate to 

and also 

at an optimum of 

between different rates in  keeping with 

and 

interest rates in top mobi voluntary domestic 

of on closer 

growth of the less countries but also because of the general 

of rates in mobil izing This 

lack a determinate causal between 

interest rates and nat ional accounts or even 

interest rates and Moreover, even for personal 

savmgs, econometric 

such variables as the level, and rate of grovvth 

mcome, pnce 

influential than rate 

industrial ization. and 

in explain] 

to 

as taxes and rates, not 

the inductive evidence to much of 

on the un importance of interest rates as an 
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more 
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rece ived 

for 



Al l  this the the motives, and 

which 

for unknown future even debatable  

which i s  real ly a mcome 

nature of del iberate and purposlve behavi or ,  

compulsory Strictly, which i s  something 

resource or a quas i-resource and cannot 

growth, can act as a 

,or,orr"',,, be an overal l 

on households 

uncritical treatment of as a resource and impl i c it use as a 

mis leading, But for resources can 

be for a 

or 

or 

is not a 

on 

concept of as a IS true aggregate i n  the typical 

model 

hold good 

an economy at tha n ful l  employment, it  not 

componen ts of saving, 

by or groups such as 

assets. It would be unreal ist ic to deny the ex is tence an ex ante savings 

that acts as a constraint on rate of growth. 

LIMITATIONS OF 'A PRIORI' 

RATE POLlOES 

S ince capital i s  scarce, it fol lows that 

well as a its 

FOR ASSESSING 

should be an for 

alternative uses. 

al though with varyi efficiency, through the 

rate But even a perfectly market 

as 

twin 

not 

ensure an optimum l eve l des irable pattern of 

investment. the 

to even more imperfections 

of i nterest rates as 

are 

of deve loped countries, the structure and 

p lay supply do 

not always reflect the true economic cost of cap ital . This the 

what, if any, rat ional and criteri a  are for an interest rate po licy i n  



made to derive a conceptual rate 

as rate interest, as a 

theoretical norm with 

or 

to measure the rates of 

their 

o First, such 

based on h ighly 

are essentia l ly equi l ibrium 

and unreal ist ic assumptions, such as a c losed 

economy, competi t ion,  production 

returns to 

to 

developing 

constant savings 

of state 

increasing rate to attain 

constant 

to 

and the 

relevant to the 

constant 

of  

a t  an 

o such of measurement 

of relevant variables such as the of  cap i ta l ,  

which are no 

of paucity 

o Third, the models yield a unitary rate interest for the whole 

that, however 

appropriate 

theoretical ly, can SCarcelY !UnctIOn as even an 

the cost availabi l ity of 

market s the multipl ic i ty customer 

interest rates that is of  countries. 

o Fourth, the impracticab i l i ty of identifying optimum rates 

more !Unaamental of finding 

' optimum ' saving or 'optimum ' . 

of 

and future, 

IS 

this  cannot be 
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temporal value same objections wou ld  to  optimum 

rate . 

SOME POSSlBLE CRITERIA 

there are no operat ional l y  a priori criteria cons titutes 

a realistic appropriate l evel  and structure of economy, 

policy in  IS to a matter of judicious empir ic ism, 

the objectives are to be through 

policy 

of interest rates. Therefore, 

as 

rates 

rates are best 

economic policy. 

must be judged 

depending on the of interest rates that is to 

as 

to 

, their possib le role  as an to financial savings 

( income factor) or as an instrument of credit po l icy factor). 

policy has to be based on a de l icate balancing of multiple ro les 

mobi lizing financial 

IS with thei r  

in  the organized sector. 

In this a useful  but not whol ly unambiguous is to 

ill 

the money rates of on typical as bank 

are pos 

10 purchas ing power of money as 

the the rate wou ld 

depend on the indices used, terms and maturity of 

etc. cost of l iv ing being more re levant to 

variations in  the wholesale price would be a fairly 

are 

other possible appropriateness of interest rates the 

sector the 

sector in  

countries are 111 ( 1 )  

same country and, (2) developed economies. 
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But the rates organized sector is not 

one of 

the usunous 

hardly appropriate to 

sector. 

former 

costs 

policy i n  the less 

rates in  

them as  a for 

unorganized 

rates 

monopoly 

Moreover, as 

i s  to 

it i s  

i n  the 

LIMITATIONS OF INlEREST RATE STATISTICS 

discussio n  interest rate policies has necessarily to account of the 

limitati o n  of 

the 

the 

on structure and level of 

adequate data on the structure and behavior 

rates. In 

i nterest rates in 

sector, as 

' orders of magnitude. ' 

nominal rates (for 

for ( 1 )  

rates help to convey some 

m order to  arrive at the actual 

to 

Moreover, evaluation o f  'the 

o ne would 

with the the of 

at  each quoted or customer rate o f  interest. data, however, are 

virtually i mpossible to 

'weighted ' rates of 

whole rates, but also a 

to at a 

not o nly i s  a 

conditions that may be 

attached to a loan. transacti on, therefore, i ts characteristics. As 

a borrowing operat ion there is one particular rate i nterest, 

which i s  rate 

Information on as well as bond rates to be suitably qualified to 

account of 

which 

tax privileges, and other 

and bondholders benefit. For 

from 

extent of official support is  an i mportant factor, such 

whatever that resultant rates are not strictly 
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rates. that extent do not 'pure' rate of 

But this  l imitation, yields on 

the nearest approximation In to a pure rate of  as 

measured the obl igation is bas ical l y  risk and most held. 



THE IMPACT OF MARKET 

AND ON 

DETERMINA TION IN BANGLADES H 

5.1 INTRODUCTION 

This section critically examines the impact of the financial and banking 

on interest rate Such lessons learned can 

prove serviceable to process 

4HU.UV�".H Sector RefOlm of 

has been to 

were set 

rates are high 

nominal interest rates 

a l lowing for rates to 

l:-lUUvCHl the nominal 

to what may a regIme 

Collusive and misconceived pncmg 

have resulted in interest rates. Deposit 

by public banks (NCBs) is conservative a to deposit 

growth. 

low-risk loans and 

to obtain a greater market 

have generally not introduced transparent discounts 

are apparently reluctant to so, may 

have a serious misallocation resources in  

1 was an e laborate structure of nominal lending and interest 

rates that were essentially kept constant. The deposit rates 1 980s 

were generally for the innation rate and, lending rates were 

to and direct costs without of 

risk 

po litical and 

rate 

liberation 

structure o f  rates 

choices supporting particular 

Bangladesh can 
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into four stages since 



INTEREST RATE POLICY: FIRST STAGE 

The first decade was rates being fixed by 

both d irection credi t  to 

that fel t  appropr iate, and 

pervaslve rates, 

The financial  pol icy of 1 970s  reflected the economic 

rather than 

the real economic 

rates (prices) . 

arbitrarily establ i shed 

low as a 

the 

to 

SECOND 

that 

investment. 

were 

the 1 980s, the second stage of i n terest rate policy was characterized by an 

i mportant that rates to a than 

inflat ion in  posit ive returns to 

usual ly one of important objecti ves of a 

was thus, a UI,,,,.,,",,,"I,., in advance startup 

fixed 

sector reform, 

the ful l  reform 

rates was raised only 

changes were made the next decade, General ly, more and more 

were or special lending were for 

purposes of  d i rect ing credit. the volume and direction of credi t  

continued to be d ictated by the government. 

INTEREST RATE POLICY: 'IHIRD 

In 1 990, the thi rd stage was rate bands were establ ished 

e leven that covered al l  possible For lending rates 

below a shadow rate the paid 

subs idies to bank, thus subsidies transparent. 

banks to set interest rates freely as as they inside 
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that a for and Deposit rates were freed 

deposits were establ ished. 

the central bank initiated a 

same 

ntp<1rpIOt rates banks-at a uniform 

menu of refinance rates. 

bank 

was stopped and 

for lending to the 

thereby replacing an entire 

5.5 INTEREST FOURTH STAGE 

Final ly, the 

al l  but three of the 

. The bands were removed from 

sectors (exports, agriculture, and smal l  

to set  any rates for advances that they 

say and fixed deposits were 

The central bank has consequently 

defined an is essential ly free. Only a small  of 

loan of the three specia l  bands.  The 

months to 

risk 

between 

most 

an initial 

to 

with the 

rates not exceeding two percent. 

portfo lio,  banks are essentially  free to ri cir"'r11""< 

rates structure that i s  appropriate to their assessment of 

bands were to determined by calculating, for each 

to 

,.,,.�.,."',",. rate related to the cost of funds, return on 

shadow interest rate was meant to determine 

government would  be able to adjust the band 

the shadow rate was greater than 

was forced to charge a rate below cost) then the 

through the budget. Deposit rates on 

were to be control led through bands. 

rate were to be related to inflation 

- %  rate. was to ensure 

6 8  

an 

a 



rates were above 

not follow 

high cost 

rate. was meant to ensure 

rate l inked with loans 

to 

EFFECT OF INTEREST RATE 

been the actual outcome attempts to keep rates more 

determined? Since 

kept l ow so that 

in negative 

uses 

assets are usually l and or 

returns lead to capital fl ight 

an offer from returned 

rates is to the effectiveness 

pol icy, rates 

banks can 

promotes d i sinter 

In developing 

stocks. This of 

domestic return appears 

The effect of the low 

of the depos itor ' s  

funds have 

typically fol low 

abil ity to ident ify 

conservative asset 

government to 

sectors in effect moves 

interest rate In d ifferent 

resource al location decisions out 

hands and financial  system and hands of the p lanners. 

This is to do. For example, two of most rap id ly growing sectors 

In  Bangladesh are r i ce  mi l l ing in neither sector 

the government or identify more 

IS  cannot ensure 

which it is rate policy to 

a endeavor for B angladesh' s  

The real interest rates sharply but are now 

from nominal and also due to the rate of 

real interest rates we deposit floors are 

the start of Al though the 
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makers. 
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floors 

real deposit rates 

significant 

increased 

remain far 

Table: 

Average 

recent 

1 993 and had 

rates before 

post behavior 

rate 

rate 

credi t  

deposit 

rates were maintained 

1 99 1  

l ending rates 

to dec l I ne in 1 994. 

program was initiated . 

Rates, Credit 

B efore After 

- 1 . 02 

% 

% 

% 

in public deposit (annual) 

8 . 1 0 

4. 

4.20 

9.6 1 

3 .47 

6 .24 

3 . 1 0  

3 . 3 0  

1 . 70 

1 . 70 

TK. 

SOEs 

public credit 

to 

net deposit to 

(Real 

net financing to 

Crore (Real 

& SOEs 

and 

& 

L(C •• ...,"".'" compiled by FSRP 

period the 

constant with a very 

rate spread 

tendency to 

4988 .0  5979.0  

5967. 0  

.0  1 2. 0  

Bank Technical Unit. 

rate - depos it 

Table 3 .6. 1 

1 994. The 

has been a 

these rates 

Period 

1 

6.00 

3 

3 . 80 

2. 1 0  

. 0  

- 16 1 .0 

the 

of interest rates over 1 4  quarters 1 986.2 up to 1 989.4 with 1 4  

the real I nterest rates have The 

lending rate by 5 average rate has 

about 4 .5%. spread had by 

IS no doubt real interest rates deposits 

substantial ly. spread has fairly stable .  It is 



banks 

the spreads 

loans compared to the NCBs.  

higher deposit and lending rates 

on 

a lso explain 

private bank' s  

private 

have been superior measures of productiv ity. 

been quite 

resources 

and state 

IS 

available to 

from 

the banking 

financial system has 

i ncreased 

Whi le it is commonly c laimed that enterprises are a 

this from the 

on  the financial 

for publ ic  sector system 

borrowing 

IS  no manifestation 

from banks . 

Government 

These are equal to lending t10ws to 

have been 

so that IS  no 

net LlU'''-U'-''" the publ ic  sector. It is to be noted that the financing from 

government securities and certificates is  not included the PSB 

This 

deposits .  

however 

remained 

5.7 

The 

have 

most 

on the ba nking through loans 

of add reaJ credit to private sectors 

steadi ly while rat io to deposits 

IMPACT THE FSRP ON INTEREST RATE 

rate pol icy 

fol lowed the rules by the Only 

establ ished for NCBs and 

not set such This results a cross-subsidy with 

paying more and borrowers less than what cost 

banks. serves to expansion of 

Increases weaker more 

the commercial have s imply to 

among borrowers. This undermined working of financia l  
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an 

This cross-subsidy from good to poor borrowers may thus to be 

error made by private banl(s NeBs. 

NeBs it is risks cannot be handled due to : 

o Inabi l i ty to work out procedures. 

o 

of  

and lending IS 

NeBs appear to 

banks are 

to put borrowers to the 

from 

posit ioned to systematically 

category . 

r isk 

financial system. The 

rates 

on a case-by-case basis. 

differentials, but in  a 

some private banks do 

do not to the rates . IS known 

conditions as minimum levels or 

be introd uced commercial banks. private 

are probably not in the prevai ling rate po licy. 

resort to ' lending within pri vate banks has the non-

transparency in lending practices these the costs of  

d iscretionary as  between one borrower 

pos itions 

an 'U.",vV'"'-' position vis-a.-vi s  

o r  with 

general c lients 

banl( 

banks . 

put 

Agricultural l oans, which are now PT,Pf'1-",P without compensation 

volume 

shadow 

that the 

to this sector by 

losses on these 

under administrative 

also 

lending to agriculture has 

rates to this at 

rate is too low. 

from 

NeBs 

W ith banks inevitable 

only to make 

bank 

l ending thi s  sector. The real 

constant over the 

tart of period were to 



about 25% nominal or 1 5% The gap never rea l ly c losed 

between the rate and the 

In interest rate policy 

the extent direct 

financial reforms have 

of interest rates by central 

bank the This has resulted in greater flexibi lity and more 

rate sett ing. In comparison to s ituation 1980  I S  

now much greater In rates. However, the s tructure of 

the banking industry i s  IS I i nsufficient competition 

The 

to advantage 

cl ients. 

pol ic ies fol lowed 

flexibi l ity permitted to them pricing their 

the thus seem to driven by 

compuls ion to 

behavior .  

past not 

are a sunk cost and should not l U '-' lll'-'v their current 

the 

costs not influence 

l ikely that is consul tation and some 

debt 

to lower rates .  This is not to IS 

the inab i l ity to control costs, 

work on 

However, the 

bad debts costs should be new 

as if one does 

not l oan recovery to improve. But loan recovery it i s  

not possible to  sustain viable banks . motivates 

have only slow lending rates. As 

noted apparently arises from 

costs past l oans . 

inheritance concentrate on future . 

Private 

Sonali Bank, 

loans following the 

largest bank 

ro le the NeBs. There are four 
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to recover bad debts 

would to ignore 

who act as 

tradi t iona l ly 

b leak 

w ith 

l eading 

private bank behavior  



have in the last three corruption at means that 

the NCBs and bank lend ing rates in practice 

it appears. not thus capture the benefit 

lower 

associated 

the NCBs can 

compared to the private banks. 

Whi l st NCB's  competitive 

uncosted 

of 

are III 

Several of the 

costs but sti l l  maintain high 

a 

rates charged 

erode thi s  

spread of  

in  credit pricing may 

transaction costs to 

by the 

to 

not ful l y  

rates. This permits 

at government 

It is thus 

rates 

l argely i l lusory 

borrower, there is  

Essentia l ly, 

competit ion IS 

of rent 

both at the <>V1nptl C P  of their being depositors and their borrowers. 

there is some d ifferential rates being offered to 

establ ished from their 

banks 

of loan pricing 

rates. 

three 

the banks cannot 

the 

deposits more rapidly than NCBs and in real terms more rap id ly than in  

three years hence appear to  have increased their 

Such 

a res0l1 to 

to maintain 

to fund 

face of r i s ing 

practices. 

risky 

may have been d irected loans to ' insiders' 

It is,  however, that the 

over the past three to this adverse 

With these at work, banks 

made profits. 

incentive to i nterest rate, 

real interest rates 

deposit rates were 

of deposits was 

IS 

portfolios have 

their rates 

an 

that, 



accounting 

for the owners 

lvU.',HJll for makes it possible 

' insider' trading. 

the inflation rate to 

been rather remarkable. 

reduced government deficit 

and improved food avai labi lity. 

interest rates. The h igher rates 

environment for business than had 

to an unexpected increase in real 

a different economic 

real rates for loans 

correspond ing high deposit rates 

The higher 

credit, whi le the 

the banks. 

The rigid ities of the financia l  

led to the exact oppos ite of the 

rates from fal l ing. Thi s  

credit and an  excess of liquid ity, which 

disequ i l ibria. There has been a 

were 

a 

not 

NeBs were s low to disburse 

increase credit. The 

borrowers despite nU'rp'Q, rates. It is 

to the process of adverse 

were more careful  in 

made s ignificant loans, cannot now 

to their own bank d irectors. In 

lending by selecting c l ients who could avo id 

rates 

to borrow at the h igher rates. 

their lending rates ;  this 

interest rates and greater 

became much riskier during 1 992/93, 

1993/94. 

flexib il i ty of nominal interest rates and 

pricing by banks of their 

not managed to reduce excess 

7S  

vHHe<llU for 

a state 

had to 

rapid ly, 

PSBs 

to riskier 

who 

hence, 

1 993, 

as 

rates 



1 

1 992 

1993 

NeBs p erforma nce 

LoanlDeposit Ratio 

75  

77 . 0% 

69 . 3 %  

6 1 .  

{)3 . 3 %  

Excess Liquidity 

SOllrce: Data compiled by FSRP and Bangladesh Bank Technical Unit. 

1 

3 . 0% 

4. 0% 

3 .  

Table 3.7.1 shows that the in the loan/deposit ratio  i s  a matter 

provls IOnmg, the l iquidity HA"",,",UC"VC> room for 

The i mproved 1993 as rigidity of loan pricing 

weakened. 

Deposit rates have remained high due to the floors being maintained 

above inflation rate. purpose floor has, 

to depos it above 

the i nflation rate was one 111 lending i nterest rates from 

downwards more rapidly.  

5.8 FINANCIAL SECTOR REFORM: STATUS QUO 

To ensure an effective role o f  financial  sector in  

the measures adopted 

Reform Program (completed 1996) 

recovery overdue l oans, of two Artha Rin 

act iv it ies 

F inancial 

the 

the 

and one A (Bankruptcy C ourt) were estab l i shed i n  

Dhaka and one Rin Adalat one A Adalat at 

Chittagong were set up. Moreover, Commercial Banking Restructuring 

(CBRP) , which was in i t iated in 1 continued to overcome the 

o f  banking sector to foster m 
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CONCLUSION 

rate plays a vital role in a country 's  economy. It is predisposed by 

numerous macroeconomic factors and simultaneously influences several 

a slight 

can have major influence on country's  

m n,p,epet rate structure 

the other hand, 

T Sl t" C'-H"C in a country ' s  a more rate is one of 

are on rates. 

A is on mobilization of wealth or 

The most impOltant actor in such is the sector, 

where life-blood is consistent flow of investment that is provided by 

banking sector the economy. 

A sudden 

flow such 

industrialization 

tool that 

m interest rates structure instantaneously inlluences the 

funds, which impact on 

Such rate an 

attention to. 

able to coll ect the optim um output wielding 

it over rates. Outside natural 

load shedding etc, are regularly hampering business industry. 
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APPENDIX 

BEHAVIOR 

Growth 

phenomenon. It I S  

because 

for such 

value ' of such 

The study of 

m aximization 

which 

During 

DEPOSITS IN 

system 

more important 

imbalance the 

rates of interest do not 

demand naturally 

of bank deposits is 

to the central banle It i s  

schemes and to 

a 

control .  

years, bank 

is a welcome 

scarce country 

supply. 

demand 

' scarcity 

both to the profit 

to former for 

formulating a proper 

aggregate over 

a 

tremendous rate gro'wth. Changes in a s well as some 

ratios provide a broad indication of the bank deposits. 

deposits by TK. 1 788 .67 Crore (or 178%) to TK. 2806.86 

which again increased, by 

( 1980-85) when major 

1 980). The same has 

1 985-90. an 

during 1975-80.  

d ifferent trend. The 

to broad money c learly 

taking 

is  

in B angladesh from 1 

of  factors that 

country. At 

by the i nteraction 

990. 

6549.46 Crore (or 233%) to 

of interest rate was 

by TK. 1 10 10.78  

the rate of  growth of  

In  terms 

behavior of the growth 

the volume of deposit in 

of and demand for 

bank 



1 he ot by the bankmg is generally 

components of reserve bank d eposits is 

'''' '''UB',",,,, by l ike i ncome, rate of i nterest, and sometimes by 

bank branches of  bank etc. and 

In addition to traditional factors, some 

factors like monetisation, financial i nnovation, literacy rate etc. also 

bank 

The demand bank deposits is positively related to the return on itself and 

negatively to the on assets considered to Magni tudes of 

on the portfolio  choi ces of and 

may to hold bank deposit i f  financi al assets are not available 

or not considered to substitute. On the other hand, of 

the households for l iqu i ds other financial assets is holding s of  

bank may not be much by in the rates 

offered on alternative financi al assets. 

the theoretical point view we know that income i s  most important 

influencing deposits. The higher the i ncome of  the 

will be ability to acquire which can be deposited 

with the bank. Again higher income levels w ill the need 

for assets as a mean payment. Income is  also related to variety 

factors as urbanisation which exert 

influences on the growth and l i nk 

and current i ncome dates back to Keynes. On the 

hand hypothesis advanced by states that ind ividual 

savings behaviour of the household not only depends upon mcome 

upon the of Milton l inked savings 

w ith ' permanent incom e ' .  

The sensitivity o f  deposit t o  the rate will mai nly depend the 

portfolio preference of the depositors. In  the ownership of  

the various of  may a significant bearing. The effect 



me mterest rate IS a controverSial Issue. 1 he rIndIngs or 

rate no was subsequently contradicted by 

the importance 

is a function o f  

rate. The study 

intentions of the 

rate might, by discouraging investments, 

study showed rate of significantly and 

the per capita savings. higher rate 

seen that people have nr�'tp.·p for current consumption 

a 

he is  paid a equal to or 

consumption 

rate of 

Presumable a rate of interest wi l l  as i nd ividual to 

consumption. words the higher interest 

be the might be to save. When 

rate changes there is always a chance of changing o ne to other. 

the rate of on fixed deposit there is some 

current Isavings deposits to fixed d eposits and v ice-

This means that any of should respond to on 

to assets. it may be 

somewhat difficult to 

adj usted more and less  at 

these influences SInce interest rate 

same and hence may create the 

of to January, 1 990 interest rate 

not change from year to year, but they only at loan periodic 

not the individual ' s  capacity to save, but 

exerts a d irect on his to save and form to save. 

imposition of tax/surcharge on the volume of the d eposits 

amount or a certain rate on the income eamed on deposits 

of deposits the 
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a and 

bank branches in the an 

total number of branches 

t.+)."�H'-'''' for urban 

and the inflationary 

overall 

of total 

from deposi ts to 

assets act as a 

are 

the 

have some 

system. I t  i s  

related 

people wil l  

of 

India i t  was found 

m a  

impact 

bank In the case of A-I .... uF" ... ,.",,'" 

UUJ;lU.'U,""",l1 Bank shows that deposit is negatively related 

FLOW LIDERALIZATION 

UULun,HU l iberal ization has 

,ct,,,fh""O',,, rl momentum 1 980 ' s  in 

It  was 

The pioneering 

A 

vehicles are 

that financial 

who co llect 

that 

provided a 

for financial  I t  

I S  an to economIC 

with economIC development 

and return on 

but do not al locate 

to numerous 

i s  negative on 

fac ing 

mandatory interest rates on loanable 

natural ly tended to 

at levels well below market 

rate. 

the rationed credi t  t o  l arge In to avoid 



<�"<rt'"","1i cost. The net 

number of 

the officially adm inistered rate is to 

investors to  curb market. 

OF FINANOAL LIBERALIZATION 

"'''*!'''"F,<" • .,L'-'", problem to the problem was to the sector by 

interest rate to 

would cause 

from and 

i nterest rate to pos it ive 

level to 

and remove explic i t  

accorded to prefelTed borrowers . i nterest rate 

more domestic and permit  some 

to curb market to credi t  

World Bank has c ited evidence a number of countries such as 

where e liberalization 

more sav i ngs and 

a repressed system . 

F inancial  

to smal l and 

of 

that more the 

the incentive to save and i nvest, In  

demand for money wil l  money w i l l  be the 

of This is the 

between the money and hypothized 

that as financial intermediat ions between savers 

expand expands as the 

so the 

of higher i nterest rate to save 

EXPERIENCE WITH FINANOAL LIBERALIZATION 

It been 

in the face of macro 

hardly serve the 

capital 

credit 

most of 

even though i t  

e l imination i nterest rate 

i nstab i l i ty and market 

which is only 

and other 

w i l l  

developed countries cannot allocate 

rate 
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the course of abrupt waiving of the administratively 

is not surprising. The repressed financial markets are 

competitive; market imperfections and ineffic iencies 

oligopol istic manipu lations holding down deposit rates 

even though official l y  imposed cei lings may not exist. 

FOR IMPERFECf INFORMATION 

constraint can be a significant barrier to efficient credit 

when interest rate cei l ing are el iminated. This  is especial ly true 

capital is a l located only through banking system, which i s  

(l+r�!anllZI:�U market as stated earl ier .  

Wess ( 1 98 1 )  showed that banks are concerned about the interest 

on loan and the risky-ness of the loan .  However the interest 

charges may itself affect the risky-ness of the pool of loan by e ither a. 

borrowers b. effecting the actions of the borrowers . Both 

directly from the residual of the imperfect information, which is 

�sel'lt in the l oan market. 

adverse selection effect of interest rate is a consequence of different 

having d ifferent probabi lities of paying their loans .  The expected 

of bank depends on the probabi lities of repayments, so that the bank 

be able to identify the borrowers who are l ikely to repay. To identify the 

bank use the interest rate as screening device. Those who are wi ll ing 

pay highest interest rate are i n  the worse risk bracket, since they are wi ll ing 

to pay high interest rate they perceive their repayment to be low. As the interest 

rate rises, the average risky-ness of those borrowers increases, poss ib ly 

lowering the banks profit. 

S imi larly as the interest rate and other terms of the contract changes, the 

behavior of the borrower is l ikely to change. For instance, raising the i nterest 
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return on interest rate induces to 

N,."'''TC'1<' return. When the .... 1<'r " Dd�T turn out to 

rate 

the borrower, 

be reinforced by 

entire excess of return on over 

with the interest. On 

the (if but 

expected profit of a 

of his project whi le  

risky-ness of the proj ect  

constant. High rate 

bank prefers . The 

effect, d iscouraging 

to an excess demand of fund .  

withdrawal alone not serve result i f  

the context instabi lity. 

VU''-'M'�' deficit etc . may work as In the mid 1 970 'd  

and Uruguay went for rate l iberal ization along with 

The process of Chile was from the start w ith 

imbalance but seemed in itially to 

in all  the three countries 

to irresponsible risk 

l 1<'r, lnrn.ont wi l l  not 

domestic financia l  

wel l  in  other two 

laissez faire 

highly unstable 

those 



�� r . L �FLlJ�NCI!: 

organized and curb market has to be taken into account 

rate . Fund flows freely between organized and curb 

investors (especially in LDCs) either use one or both 

'ing system raises the rate of interest the curb market also 

ecause the fund flows freely between them. Some structural 

__ � - �  - i d out that effect of interest rate is to produce a reduction in 

redit. Increased rate of interest in banking system attracts funds 

- et and currency to transfer into time deposit. High reserve ratio 

_ _ i ic in most of LDCs. F inancial intermediation is not one to one. 

e fund goes to the Central Bank as reserve requirement thus total 

_ _  it alances . 

THE END 
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