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Emerging macroeconomic imbalances and roles of BB

AHSAN H MANSUR

policy statement at a time
when the economy is at a crossroad
due to the emergence of serious
imbalances in both the money mar-
ket and the balance of payments.

The external trade account deficit
widened to more than $7.5 billion in
first five months of fiscal 2017-18,
contributing to a current account
deficit of $4.4 billion over the same
period, compared with less than $0.7
billion recorded in the same period a
year earlier.

Exacerbating the situation, a wide
gap 1s also emerging in credit and the
deposit growth rates in the banking
system, contributing to an acute
liquidity crisis in the banking system.

This note tries to analyse the ade-
quacy and the relevance of the new
MPS in addressing the emerging twin
imbalances in the economy, both in
terms of its explicitly stated actions
and messages conveyed to the
policymakers and markets.

At the outset, we need to under-
stand why did the liquidity crunch
emerge and why it was not felt until
recently?

The ingredients for the liquidity
problem was in the making for the
last several years as the banking sys-
tem was experiencing a declining
growth in its deposit rate, primarily
due to the diversion of household
financial savings to National Savings
Directorate instruments/bonds offer-
ing interest rates well-above the mar-
ket rates.

Although this diversion of deposits
away from the banking system has

been going on for the last several years,

its impact on liquidity was not felt
until recently, as the banking system
was flushed with excess liquidity.

ANGLADESH Bank issued its
new six-monthly monetary

Since the growth in bank deposits
continued to plunge and eventually
declined to only 11 percent in fiscal
2016-17 and growth in private sector
lending accelerated to 18-19 percent,
the excess liquidity evaporated rap-
idly. And the tightening of the liquid-
ity situation intensified.

The liquidity problem was also
accentuated by the increasing burden
of non-performing loans.

In order to sustain profit growth,
many banks have started to violate
macro-prudential conditions like the
loans-deposit ratio. The violations
have pushed the ratio of many banks
to the 90-92 percent range, well
above the prudential norm of less
than 85 percent.

Due to this excess lending, some
banks are on the verge of becoming
illiquid and scrambling for deposits,
thereby pushing up the deposit rates.

Deposit rates of banks have
already increased by 4-5 percentage
points -- more than 75 percent above
the levels prevailing only a few
months back.

The outcome of the process is
already visible in the permanent loss
of “single-digit lending rate” that
Bangladeshi entrepreneurs and other
borrowers used to enjoy in recent
months.

Can we blame the BB for the
liquidity crisis and the surge in the
interest rate structure against this
background? Could Bangladesh Bank
prevent this situation on its own?

Since the policy with regard to
savings certificate interest rates is
dictated by the government and in
recent times against the advice and
plea by the BB, we should not blame
the central bank.

The central bank has to minimise

the damage by focusing rightly on the

macro-prudential condition with
respect to loan-deposit ratio and has
instructed all commercial banks to
reduce their ratios to 83.5 percent
and to 89 percent for Islamic banks.

It has also given the banks five
months to improve their liquidity by
lowering their ratios as appropriate.

Question may arise whether the
BB can and should prevent the rise in
the interest rate structure.

The interest rates offered for sav-
ings instruments are currently serving
as the anchor for the deposit rates in
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the banking system.

As long as they remain well above
the deposit rates in the banking sys-
tem, the deposit growth will remain
subdued and there will be pressure to
mobilise deposits and the deposit
rates would continue to rise.

As a matter of fact, much of this
adjustment has already happened
with the deposit/FDR rates increasing
by 4-5 percentage points in recent
weeks.

Historical data indicate that once
bank deposit/FDR rates come up to
within 1 to 1.5 percentage points of
the savings certificate rates of same
maturities, the deposit rates will
stabilise and deposits will start flow-
ing back in to the banking system.

The adjustments brought about by
market forces will surely help acceler-
ate deposit growth from its recent
historic lows, and at the same time
help decelerate credit growth due to
the combined pressures of lower loan-
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deposit ratio and higher interest rates.

This convergence of the lending

and deposit growth rates will be
critical for easing the liquidity crisis
in the banking system, although at a
substantial cost to the economy.

I essentially view this development

as the punishment enforced by the
market forces -- an outcome that is
undesirable, unfortunate and could
have been avoided had the govern-
ment brought down the savings cer-
tificate interest rate structure when
the market interest rate structure was
at its lowest points.

It is well established in economic

theory that there cannot be two prices
or rates of return for the same/similar
financial instruments in a unified
financial system.

Since administered savings certifi-

cate interest rates were not allowed to
come down to the levels of market
determined rates, the market rates
had to move up towards the savings

certificate rates to ensure market
equilibrium.

The second major problem that
the BB is facing is in managing the

exchange rate in the face of mounting

balance of payments imbalance.

The monetary policy states the
issue but does not go into deeper and
convincing discussion of the BB's
exchange rate policy in the coming
months.

The external current account defi-
cit has surged to $4.76 billion in the
first half of fiscal 2017-18, compared
with a deficit of $0.54 billion a year
earlier.

The corresponding trade account
deficit was $8.6 billion, almost dou-
ble the level of deficit from a year
earlier. This situation is creating
imbalances in the foreign exchange
market, forcing the BB to sell dollars
in the interbank foreign exchange
market to stabilise the exchange rate.

The BB has already injected dollar
liquidity by selling about $1.5 billion
in the interbank market, but there is
no end in sight.

In this respect, my advice to the BB
will be to stop injecting dollars into
the interbank market to prevent
further depreciation of taka against
the dollar because such interventions
would lead to further withdrawal of
liquidity from the banking system.

Moreover, such interventions
should not be used and cannot be
successful in changing the market
dynamics when the fundamentals
indicate continued large imbalances

in the balance of payments and in the

interbank foreign exchange market.

Interbank exchange rate has depre-
ciated to almost Tk 83 per dollar, and
this is happening despite the BB's use
of moral situations and arm-twisting
of banks while at the same time
pumping of foreign exchange in the
interbank market, which, in turn, is
draining down its own reserves.

This cannot continue for long. The

country cannot afford to run down its

reserves significantly without address-
ing the fundamental factors contrib-
uting to the growing imbalances.

The pipeline for import is very
strong. The value of new import
letters of credit opened during the
July-November period stands at
$20.6 billion, and the outstanding
stock of import LCs opened as of

November was $36.4 billion.

As this large stock of LCs gets
settled, there will be further pressures
on the BB's foreign reserves.

Unless these imports are backed by
foreign financing associated with
mega projects, there will be a large
drop in reserves, which may not be
good for the economy.

It is therefore important that the
government contains the domestic
demand pressure by pruning the self-
funded projects that do not have
counterpart foreign financing,.

Some form of belt tightening will
be absolutely essential for the next 6
months to 1 year.

Higher interest rates and a further
depreciation of the currency to dis-
courage imports and encourage
exports are important elements to
address the imbalances.

Tightening the belt in an election
year when political economy calls for
stimulating economic activity will
certainly not be an easily agreeable
step politically.

Given the unpleasant scenarios
that are unfolding, we believe that
the BB is right in enforcing the
macroprudential condition related to
loan-deposit ratio.

The tightening of monetary policy
stance is already underway through
market forces as the interest rates are
increasing rapidly.

Allowing the interest rates to go up
is not a choice for the BB; it is fait
accompli.

The higher interest rates, although
costly for the economy in many ways,
will, however, enhance the attractive-
ness for holding taka assets, contain
domestic demand and thereby also
help stabilise the exchange rate over
time.

Some degree of depreciation of
taka is unavoidable -- a part of the
required adjustment has already
happened and more will probably be
needed.

It is important that the process is
managed through appropriate policy
adjustments before being over-
whelmed by the brutal force of the
market, which will be disorderly and
much more costly for the economy.

The writer is the executive director of the
Policy Research Institute of Bangladesh.

Inequality widens as efforts
fizzle out: economist

BIDS Director General KAS Murshid, SANEM Chairman Bazlul Haque Khondker and Executive Director Selim Raihan
attend a book launching ceremony at the SANEM Annual Economists Conference at Brac Centre Inn in Dhaka yesterday.
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continue to mount in the coming

days in absence of dialogue and
social and political pressure aimed at
curbing disparity, said a noted econo-
mist yesterday:.

KAS Murshid, director-general of
the Bangladesh Institute of
Development Studies (BIDS), said,
“Only a handful of economists and
politicians talk about inequality.”

“Apart from them, there is no
discussion on inequality,” he said
while presenting a keynote on
inequality at the inaugural of the 3rd
SANEM Annual Economists
Conference 2018 at the Brac Centre
Inn in the capital.

Murshid said it appears that
inequality has been accepted as a
natural law. “There is also no discus-
sion on how much inequality is
tolerable or acceptable. There is no
demand, no activism.”

He suggested targeting health,
education, public service, and nutri-
tion in order to reduce disparity.

The South Asian Network on
Economic Modeling (SANEM), a
think-tank, has organised the event.

On the Sustainable Development

IHEQUALIT’T is rising and will

Kunal Sen, a professor of University
of Manchester, delivers a speech.

Goals (SDGs), Murshid said the

process of attaining the goal is impor-

tant instead of the outcome,

“The SDGs will not be automati-
cally achieved. There is a process
behind it. And whatever the outcome,
it would be very difficult to accept it
processes are not fair.”

Kunal Sen, a professor at the
Global Development Institute of the
University of Manchester, presented a
keynote on “Leaving No One Behind
in South Asia: What can states do?”

He recommended prioritising
goals such as eradicating extreme
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poverty and ensuring decent jobs
among the 17 SDGs.

He said it is very difficult to attain
everything at a time. “So, prioritising
will be helpful in achieving some of
the goals so that we don't find that
we have wasted our time.”

Wasting time can't be an excuse,
especially for countries in South Asia
where many people suffer from pov-
erty. “For them, SDGs agenda is very
important,” said Sen.

South Asia is home to two-thirds
of the world's poor and countries in
South Asia, including Bangladesh
suffer from high levels of deprivation.

“Development in the region will
not take place and remain poor if the
region fails to attain SDGs,"” Sen said,
suggesting countries to boost spend-
ing on health and education.

South Asia also suffers from the
problem of state inefficiencies,
according to Sen.

To improve effectiveness, he said,
“Start smart, find pockets of effective-
ness, nurture them, and use them as
examples for others to follow. Find
champions of reforms among
bureaucrats.”

SANEM Chairman Prof Bazlul
Haque Khondker and Executive
Director Selim Rathan spoke.

Unpublished data shows India's fraud
problems exted far beond PNB

REUTERS, New DelhifMumbai

NVESTORS may have been

shocked when one of India's

biggest banks disclosed a $1.77
billion fraud by billionaire jeweller
Nirav Modi, but the central bank has
recorded data that shows the prob-
lem runs far deeper and wider.

Reserve Bank of India (RBI) data,
which a Reuters reporter obtained
through a right-to-information
request, shows state-run banks have
reported 8,670 “loan fraud” cases
totalling 612.6 billion rupees ($9.58
billion) over the last five financial
years up to March 31, 2017.

In India, loan frauds typically refer
to cases where the borrower inten-
tionally tries to deceive the lending
bank and does not repay the loan.

The figures expose the magnitude
of the problem in a banking sector
already under pressure after years of
poor lending practices. Bad loans
surged to a record peak of nearly
$149 billion last year.

Bank loan frauds have steadily
increased as well, reaching 176.34
billion rupees in the latest financial
year from 63.57 billion rupees in
2012-13, according to the data,
which doesn't include the PNB case.

Punjab National Bank, India's
second-largest state lender, said on
Wednesday two junior officers at a
single branch had illegally steered
$1.77 billion in fraudulent loans to
companies, most of them controlled
by billionaire jeweller Nirav Modi. It
was India's biggest fraud ever.

“This might be the tip of the
iceberg or the middle, and that is the
worry,” said Pratibha Jain, partner at
law firm Nishith Desai Associates,
who advises on bankruptcy cases.

“The fact is we don't know what
else is out there.”

The RBI did not immediately
respond to a request for comment.
But in June 2017 the central bank, in
its Financial Stability Report, called
frauds in banks and financial institu-
tions “one of the emerging risks to
the financial sector”,

“In a number of large value
frauds, serious gaps in credit under-
writing standards were evident,” the
RBI said, adding that some of the
gaps include lack of continuous
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An activist of the youth wing of India's main opposition Congress party
holds a cut-out with an image of billionaire jeweller Nirav Modi during a

protest in New Delhi on Friday.

monitoring of cash flows and cash
profits, diversion of funds, double
financing and general credit gover-
nance issues in banks.

The RBI has been commended for

forcing Indian banks to fully dis-
close its bad loans, speed up their

recovery, and stop hiding fraud cases

as non-performing assets.

Yet to some critics, the RBI has, at

the same time, been too guarded

about publicly sharing data on loan

defaults or fraudulent loans. This is
partly due to legal constraints on
disclosing individual cases and

wortries investors would pummel the
affected banks, making loan recovery

even harder.

In fact, the numbers of loan fraud

cases across India could be even
higher since they only include cases
reported to the RBI, which involve
only loans of 100,000 rupees or
more. In its right-to-information

request, Reuters sought data from 20

of India’s 21 state-run lenders and
obtained 15 replies.

PNB topped the list with 389
cases totalling 65.62 billion rupees
($1.03 billion) over the last five
financial years, in terms of the total
amounts involved.

Reuters was unable to obtain a
detailed breakdown on the exact
nature and method of the loan

frauds the banks reported to RBI
over the last five financial years.

After PNB, Bank of Baroda had
the highest amount of loan fraud
reported, with 44.73 billion rupees
from 389 cases and Bank of India
ranked third, with loan frauds total-
ling 40.5 billion rupees from 231
cases over the same period, the data
shows.

India's biggest lender, State Bank
of India reported 1,069 loan fraud
cases in the last five financial years
but did not disclose the amount.

It was also unclear how much has
been recovered by the banks over the
years. The magnitude of the bad
debt in India forced the government
last year to bail out the sector by
pledging to inject $32 billion over
this financial year and next.

Yet analysts and credit rating agen-
cies have long warned that solving the
bad debt at India's banking sector
needs to also involve wholesale
reforms of the lending practices that
led to the surge in bad loans.

Bankers have been blamed for
steering funds to politically con-
nected business tycoons, such as
Vijay Mallya, without due diligence,
or after being pressed by govern-
ment officials to steer funds to sec-
tors it wanted to promote, such as
infrastructure.



