
Bangladesh Bank (BB) adjusted its monetary policy stance during 2005 in order to contain inflationary

pressures and facilitate stability in the foreign exchange market. At the end of 2005, interest rates on NSD

certificates were also adjusted upward. The latter development, however, raised some concern among

different economic agents regarding its possible impact on the country's capital market. In this paper we

attempt to closely inspect the evolvement of monetary policy and capital market indicators in recent years

and their possible interrelationship to shed some light on the issue. Since prices of stocks are mainly

determined by company fundamentals, monetary policy can have only short term effect on stock prices.

Even in the short run, effect of interest rates on stock prices is less clear-cut, and in a less developed

capital market like Bangladesh, stock prices do tend to respond, for short term, to new reform measures

and government incentives.

1. Introduction

Bangladesh Bank (BB) adjusted its monetary policy stance during 2005 in order to contain
inflationary pressures and facilitate stability in the foreign exchange market. At the end of 2005,
interest rates on NSD certificates (government borrowing instruments from the non-bank public)
were also adjusted upward. The latter development, however, raised some concern among
different economic agents regarding its possible impact on the country's capital market. One
recent study by Ahmed et. al. (2006) for Bangladesh found that contractionary monetary policy
shock, measured by increases in short term policy interest rates have small, negative and short
lived effect on the stock price index. In this paper we attempt to closely inspect the evolvement of
monetary policy and capital market indicators in recent years and their possible interrelationship
to shed some light on the issue. We focus our analysis on the period, January '02 to December '06.
Data on capital market indicators are collected from monthly reviews of Dhaka Stock Exchange
(DSE), while interest rates and Treasury bills data are taken from various Bangladesh Bank's
sources.

In a modern monetary system central banks have control over very short term (overnight) or short
term (covering several months) interest rates; long term (1-year or more) interest rates, however,
are determined by inflation expectations and real activities.1 Relationship between monetary
policy and stock prices can be understood within the stock price valuation model. When central
bank raises the interest rates on monetary policy instruments, expected return on alternative assets
(other than equity) rise, reducing the present discounted value of future cash flow or price of
stocks.

The rest of this paper is organized as follows. Section 2 provides a brief discussion on recent
changes in monetary policy stance while Section 3 discusses the changes in yields and stock of
Government T-bills and NSD certificates. Section 4 provides a review of recent development in
the capital market. A parallel analysis is conducted in Section 5 and finally, Section 6 concludes
the paper.

* The authors are Research Economists of the Policy Analysis Unit at the Research Department of Bangladesh Bank and would
like to thank Prof. Syed M. Ahsan, Resident Economic Adviser of Bangladesh Bank for his helpful suggestions and comments.
The views expressed in this Note, however, are authors' own and do not necessarily reflect the views of the Bank.

1 The latter requires that there is a well developed secondary market for long term treasury bonds, which is still in its rudimentary
stage in Bangladesh.
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7 It is worth noting that the high yield level of treasury bills and bonds contributed to the stable launching of the floating exchange
rate regime in May '03.

8 Outstanding stock of 364-day treasury bills increased to BDT 6.3 billion in December '06 from BDT 5.0 billion in December
'05. During the period outstanding stock of 5-year and 10-year BGTBs increased from BDT 9.5 and 6.9 billion in June '06 to
BDT 28.5 and 32.6 billion respectively in December '06.

T-bill yield of all maturities rose sharply during FY03, but fell sharply at the start of FY04 and
remained stable up to March '05, after that these started to rise steadily but gradually.7 Yields on 5
and 10-year BGTBs also show rapid rise since April '05. Following the rise in the yield of T-bills
and bonds, growth of outstanding stock of these instruments reached its peak at the end of June
'03. However, with the sharp fall in yields the growth of total outstanding stock started to decline
rapidly from Sep '03 and fell to around 5.2 percent at the end of June '05. Despite the gradual
recovery in the yields, growth of stock of government securities remained negative during FY06,
and turned into positive figures only in the first half of FY07.8

Treasury bills with maturity period of 28, 91 and 182 days also rose sharply during FY03, only to
drop sharply by the first half of FY04 to their former level. Annual growth of outstanding stock
was negative during September '02 to September '04. The weighted average yield on the 28-day
and 91-Day T-bill started to increase again from the final quarter of FY05 though at a moderate
pace, and reached 7.10 and 7.43 percent respectively at the end of FY06 from 4.71 and 5.45
percent in March '05. At the same time there was a gradual rise in the 1-2 day and 3-11 day
reverse repo rates during the same period. After a positive episode of growth from December '04
to September '04, growth of stock remained negative during December '05 to September '06,
despite the rising trend of yields. However, the real return on 28-day T-bills (which accounts for a
very large share of outstanding stock of T-bills) remained negative during the most part of FY06.
Outstanding stock of treasury bills (up to 182 days) stood at BDT 48.09 billion at the end of
December '06 from BDT 40.07 billion in December '05.
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Figure 2: Treasury Bills (up to 182 days): Yield and Growth of Stock

Figure 3: Rate of Interest and Change in Outstanding Stock on NSD Certificates

Source: Monetary Policy Department, Bangladesh Bank Quarterly

Source: Bangladesh Bank Quarterly
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Figure-3 shows the rate of interest on NSD Certificates of 5 and 3-year maturities along with the
change in outstanding stock of the same. To boost private sector economic activity, rate of interest
on 5-year and 3-year NSD certificates were reduced by 200 and 150 basis points respectively to
12.5 and 12 percent in October 2001. Consequently, annual average growth (measured by
averaging annual growth rate at the end of each quarter) of the outstanding stock of NSD
certificates fell from 24.6 percent in FY02 to 19.3 percent at the end of FY03. Both the NSD
certificate rates were further adjusted downward by 150 basis points effective January '04 and by
another 50 basis points from July '04. Eventually annual average growth of the outstanding stock
dropped to 11.76 percent in December '04 and to 7.05 percent in December '05. In view of low
public demand, NSD certificate rates were revised upward to 11.50 and 12.0 percent from
December 2005 as alternative sources of financing budgetary deficit were drying up. However,
despite the rise in NSD rates annual growth of outstanding stock increased only marginally; from
March '06 to December '06 the average growth rate of outstanding stock was 9.01 percent. From
the above analysis it appears that though the growth of NSD showed rapid decline in response to
downward adjustment of the rates, there was only muted response when the rates were adjusted
upward. Rising inflation which mitigated the rise in real return plausibly caused the demand for
NSD certificates to respond only marginally (e.g. 12-month average CPI general inflation
increased by 68 basis points from June '05 to June '06).

4. Recent Development in the Capital Market

The role of capital market in financing private investment remained at a nascent stage in the
context of Bangladesh. Banks and financial institutions disbursed BDT 96.5 billion as industrial
term loans during FY06, whereas only BDT 1.7 billion was raised in the capital market through
private placements and public offerings (BB Annual Report FY06). As of December, 2006 a total
of 310 securities were listed at DSE comprising 255 companies, 13 mutual funds, 8 debentures
and 34 treasury bonds as opposed to a total of 249 securities comprising 230 companies, 10
mutual funds and 9 debentures as of December 2001. Thus during the last five years only 54 new
companies got listed in the DSE of which only three were listed by direct listing route, and the
rest were listed by public offering. Total market capitalization of all listed securities in DSE,
however, increased substantially (by around 130 percent) in 2004 to BDT 224.9 billion. At the
end of December '06 it stood at BDT 323.4 billion. DSE market capitalization as share of GDP
fell to 5.41 in June '06 from 6.06 in June '05.

In Figure-4 monthly data of DSE general (DSE-Gen from hereafter) and DSE-20 index are
plotted. Monthly turnover are also plotted in the same diagram. Looking back, secondary market
activities had exhibited some sign of dynamism during January-October '02 as reflected in the
volume of turnover and market indices. However, daily average turnover dropped to BDT 63
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Figure 4: DSE General, DSE-20 Index and Turnover (in Millon BDT)

Source: Bangladesh Bank Quarterly



9 In order to attract companies into the capital market, a few more steps were also taken. For example corporate tax rate for non-
listed companies was fixed at 37.5 percent and for listed companies it remain unchanged at 30 percent (and 45 percent on banks,
insurance and financial institutions). However, 10% tax rebate was allowed for companies declaring a 20 percent or more in
dividend.

10 The DSE-general index increased by 52 percent during July to December '04 and the daily average turnover increased from
BDT 140 million in March-July'04 to BDT 316 million in August-December '04.

11 Around 58.5 percent of the turnover was attributed to banking sectors
12 DSE General Index stood at 1587.08 in August '06 from 1339.53 in June '06. Rising prices of Rupali Bank and selected power
sector securities partly contributed in raising the index. It is worth to note that DESCO was the first state owned enterprise to be
listed with the DSE under direct listing regulation of 2006.

million during November '02 to October '03 period from BDT 127 million during January-
October '02. Market indicators started to show new dynamism from November 2003 and reached
new heights at the end of December '03 as the daily average turnover jumped to BDT 136.92
million from the recorded low of the year of BDT 30.29 million in September '03.

Declaration of lucrative incentives in the FY04 national budget, floatation of some quality IPOs
along with several important reform measures initiated by the SEC helped to regain investor's
confidence back to the capital market. The national budget exempted purchasers of listed equities
of any taxation queries as to the source of the funds so long as purchased shares were not sold or
transferred within two years of purchase. This was effective for a limited time (FY04 to FY05).
In addition, dividend-income tax was exempted and a new dividend distribution tax was imposed
on the companies paying dividend.9 One important capital market development of the in 2004
was the initiation of electronic settlement through the Central Depository System (CDS) from 24
January '04. In order to prevent market manipulation by in-house officials of listed companies,
SEC banned purchasing or selling shares of a company by their beneficiary owners during the
interim period (from the date of the financial year closure and the day of approval of accounts by
company's board), promulgated by a circular on 11 July 2004. De-listing of 13 companies in
August 2004 by DSE due to their repeated failure in complying with the listing rules was also an
important step toward bringing orderliness in the stock exchange.

The DSE general index started rising significantly from November '03, which stood at 1318.9 at
the end of June '04 thereby increasing by around 58 percent (or 50 percent in real terms). The
sharp rising trend continued up to the end of December '04, as the DSE-Gen index reached its
peak at 1971.3. This development owed significantly to the banking sector performance, as
indicated by market capitalization and total turnover.

As a stepping stone towards an emerging secondary market in public debt, trading on BGTBs
started on DSE from the 1st January '05. However, in order to temper the rising trend of stock
index and control excess liquidity in the capital market, SEC decided to suspend credit facility
extended by brokers to their clients until further notification.10 At the same time, SEC also
increased members' trade margin requirements by reducing the free trading limit from BDT 10
million to BDT 5 million. In response to the above initiatives, secondary market activities became
quiet during January-February '05 and the daily average turnover reduced to BDT 245 million
from BDT 402 million in November-December '04. However, in March '05 daily average turnover
of DSE rapidly increased to BDT 447 million, which significantly surpassed the level of daily
average transactions during the 2001-05 period11. Considering the interest of investors, on 12
February 2004 SEC amended the margin rule by increasing the free limit up to BDT 10 million;
later on 18 April 2005, it withdrew the order related to the suspension of margin rule, 1999. At the
end December '05 the stock index stood at 1677.3, which was higher by 11 percent from the July
'05 figure. The market observed a downward trend during January-June '06 and then turned to a
positive mode from July '06. In August '06 daily average turnover at DSE reached BDT 561
million, thereby exceeding the previous record level of March '05, where Dhaka Electric Supply
Company (DESCO) and Rupali Bank respectively accounted for around 13 and 4 percent of the
total turnover.12 In the wake of political instability the market witnessed fluctuations during the
last two quarters of 2006; however, the index increased to 1609.51 at the end of 2006.
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5. A Parallel Analysis

In Figure-5 capital market indices and various interest rates are plotted on a quarterly basis from
December '01 to December '06. It is observed that the exuberance in the market indices which
started in December '03 actually preceded the fall in the rate of NSD certificates and fixed deposit
rates. However, the falling yields on all treasury bills and bonds might have exerted some positive
influence on the revival of capital market activities. The rates of interest on NSD certificates
which were reduced from January '04 by 150 basis points appear to coincide with the reduction in
stock index growth to 11.76 percent in December '04 against 19.32 percent in December '03. At
the same time the fall in interest rates on fixed deposits by 86 basis points from December '03 to
December '04, which slowed down the average (quarterly observations of annual change) time
deposit growth was also favorable to the rising stock indices.

However, the trend of stock indices started to move in the opposite direction from the beginning
of 2005 (with some month to month fluctuations as discussed earlier), while NSD rates remain
unchanged and fixed deposit rate was also stable. One interesting observation during the period
was that CRR increased from 4.0 percent to 4.5 percent from 1 March 2005, while the capital
market turnover reached a new height in the same month. It is worth noting that, even though the
yields on bills started to increase from March '05 and on bonds from June '05, the annual growth
of outstanding stock of all bills and bonds fell from 25.6 percent in December '04 to 9.0 percent in
March '05 and 11.9 percent in June '05. Therefore, the impact of rising yields (of bills and bonds)
is deemed to be minimal on the capital market indicators during the period examined. Indeed,
DSE-Gen stood higher in May '05 over April '05 and DSE-20 index in June '05 over June '04 (see
Figure-5).

During July-December '05, DSE-Gen was in an increasing trend, while DSE-20 was in a
declining mode during September-December '05. The NSD rates were adjusted upward from
December '05 (see figure and related discussion) and weighted average fixed deposit rate also
increased by 127 basis points in June '05 over December '05 as the growth rate of time deposit
increased from 16.8 in December '05 to 18.9 in June '06. On the other hand, both the indices
experienced a continuous downward trend during January-June '06. Therefore, the rising interest
rate plausibly generated some impetus in the falling trend of stock indices; but as there was
modest increase in annual growth rate of outstanding stocks in response to the rise in rates, their
net impact on stock prices was moderate. This argument would be more convincing if we consider
the rise in stock indices and turnover during the July-September '06 period. In September '06
growth rate of outstanding stock of NSD certificates, all treasury bills and bonds, and that of time
deposits stood at 9.77, 5.2 and 19.1 percent, respectively in September'06 from 8.11 percent,
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Figure 5: Stock Indexes and Interest Rates

Source: Bangladesh Bank Quarterly and Monthly Review, DSE



(-)8.8 percent and 18.9 respectively in June '06. The upshot of the above discussions is that the
impact of rise in interest rates on capital market indicators was minimal, short lived and not very
precise.

6. Concluding Remarks

Stocks prices are mainly determined by company fundamentals, while monetary policy can have
only short term effect on stock prices. Even in the short run, the effect of interest rates on stock
prices is less clear-cut, and in a less developed capital market like Bangladesh, stock prices do
tend to respond, even over short term, to new reform measures and tax incentives as discussed
above. Therefore, there remains a greater scope for capital market development independent of
the monetary policy stance. Increasing public confidence in the stock market through
strengthening the regulatory mechanism and ensuring transparency and accountability in financial
disclosure of companies are crucial. Government support is much needed to bring in profitable
SOE's and private sector enterprises in the capital market. A well developed capital market is also
helpful to the central bank in the formulation of the monetary policy through which it can gain
information about public perception (e.g. inflation expectations) and hence increase the efficacy
of monetary policy using the stock market channel.
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