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A contractionary policy stance for H1FY24

Md. Adnan Ahmed

The implementation of a contractionary monetary policy,
characterized by its inclination towards fiscal restraint and tight
monetary control, is an instrumental strategy employed by
central bank to curtail inflationary pressures and stabilize an
overheating economy. In parallel with global economy,
Bangladesh Bank (BB), central bank of the country, has followed
the same suit, depicted in the monetary policy for first half of
fiscal year 2023-24 (H1FY24).

Taking into account several difficulties such as rising
inflationary pressure, currency rate pressure, and rapid loss of
foreign exchange reserves, BB adopted a contractionary
monetary policy stance along with specific policy actions.

Flashback of Monetary Policy for H2FY23

With the objectives of mitigating inflationary pressure,
addressing exchange rate pressure, ensuring stability and
supporting economic growth, BB devised such policy for the
second half of fiscal year 2022-23 (H2FY23) to achieve the real
GDP target of 6.50 percent while keeping inflation within 7.50
percent. The following infographic vignettes the performance of
key indicators for H2FY23, based on the policy support taken
then. To combat the inflationary pressure, repo and reverse repo
rate were uplifted by 25 basis points to 6.00 percent and 4.25%
respectively. In response to increasing pressure on exchange
rates, a number of policy actions were adopted to encourage
foreign exchange inflows while limiting foreign exchange
outflows. BB has allowed to depreciate BDT by 13 percent by
injecting USD 12.62 billion during July and May of FY23.

Export & Import: Export being an indicator of external demand,
grew by 7.11 percent resulting from prevailing global economic
turmoil and uncertainties. Owing to a number of restrictions on
imports, the indicator grew negatively by 14.44 percent.

Private Sector Credit Growth: Private sector credit growth
remained low compared to its target, owing to tight liquidity in
banking sector as well as low demand from borrowers’ end.
Public Sector Credit Growth: Public sector credit growth
remained buoyant owing to a number of government mega
projects thus depending on borrowing from banking sector.
Inflation: Inflation remained dominant in H2FY23 mainly from
increase in domestic commaodity price.

Broad Money Growth (M2): Broad money growth, being a
demand influencing factor, remained below the program 10.50
percent in H2FY23.

Reserve Money Growth: Reserve money accounted for below
programmed path of 10 percent, primarily resulting from
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significant decrease in net domestic assets which further
mitigated by the liquidity support from BB.

Figure 26: Performance of Key Indicators for H2FY23
[Source: Bangladesh Bank, Infographic: Author Developed]

Global Outlook

The following table highlights the global outlook about the
economic growth where world economy has been projected to
grow by 2.8 and 3.0 percent in 2023 and 2024 respectively.
Emerging market and developing economies will grow more than
advanced economies where Bangladesh is projected to grow by
5.5 and 6.5 percent in 2023 and 2024 respectively.

Growth (%)
Region Actual Projection
2021 2022 2023 2024

World 6.3 34 28 3.0
Advanced Economies 5.4 27 1.3 1.4
USA 59 241 1.6 1.1
Euro Area 5.4 35 0.8 1.4
Other Advanced Economies 5.4 26 1.8 2.2
Emerging market and Developing Economies 6.9 40 39 4.2
China 85 3.0 52 4.5
India 9.1 6.8 59 6.3
Bangladesh 6.9 7.1 55 6.5
Pakistan 5.7 6.0 0.5 35
Sri Lanka 33 -8.7 3.1 1.5
Indonesia 37 5.3 5.0 5.1
Vietnam 26 8.0 58 6.9

[Source: World Economic Outlook, April 2023, International Monetary Fund]

> The Asia-Pacific region, which accounts for 70% of global
growth, has shown remarkable endurance and vibrancy as a
result of the new energy brought on by China's reopening and
rising external demand.

> Since mid-2022, global headline inflation has been gradually
reducing, primarily as a result of declining fuel and energy
prices. Inflation in advanced economies is predicted to decline
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from 7.3 percent in 2022 to 4.7 percent in 2023 as a result
of falling commaodity prices and global monetary tightening
by the majority of advanced countries. On the other hand,
developing and emerging market economies may continue
to see higher inflation rates, with a potential 8.6% inflation
rate in 2023.

> Most of the developed and developing counties' long-term
interest rates have been rising. This indicates investors'
worries about ongoing inflation despite tight monetary
policies from central banks.

> Trade restrictions and USD strengthening would cause a fall
in global trade volume to 2.4 percent in 2023 from 5.1
percent in 2022. The cost of traded goods increased as the
USD gained strength for other countries. Consequently,
trade growth in 2023 will be lower.

Looking Forward and Possible Implications of Changes:
Monetary Policy Stance for H1FY24
BB will adopt a contractionary policy for the first half of fiscal
year 2023-24, thus making a transition from a monetary
targeting to an interest rate targeting framework. The policy
focuses the following:

> To contain inflation

> To improve current account balance

> To reduce exchange rate volatility

> To protect foreign exchange reserves

> To stabilize the financial sector

MPS H1FY?24 Highlights

Indicators Existing Target
Removal of ending rate and introducing market-based

Lending Cap except Credit Card interest rates

Interest Rates
Domestic 16.40%
Private Sector 11.00%
Public Sector 40.00 %

Domestic 1690%
Private Sector 10.90%
Public Sector 43.00%

Credit Growth

Reserve Money 10.00%
Broad Money 10.50%

Reserve Money 6.00%
Broad Money 9.50 %

Money Flow
Inflation Target 7.50% 6.00%

Repo 6.00%
Reverse Repo4.25%

Repo 6.50%

Policy Rates Reverse Repo 4.50%

Current A/C 40 Billion [Revised Estimate FY23] -2.7 Billion

Overall Balance -8.7 Billion [Revised Estimate FY23] 1.5 Billicn

Figure 27: MPS H1FY24 Highlights
[Source: Bangladesh Bank, Infographic: Author Developed]

> BB will lift the lending rate cap from July 01, 2023 and
introduce market-based lending rate. Thus, there will be a
base rate titled by SMART (Six-month Moving Average Rate
of Treasury Bills) plus a market on up to 3.0% for banks and
5.0% for NBFIs. However, an additional 1% will be imposed
for CMSMEs and consumer loans whereas there is no limit for
credit card loans.

> The high public sector credit growth which is 43 percent for
December, 2023 and 30 percent for June 2024 may pose
crowding out situation in banking sector.

> The foremost policy measures that BB has taken is to
increase the policy rate by 50 basis points (bps) to 6.50
percent along with a corridor of £200 bps including Standing
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Lending Facility (SLF) or Special Repo Rate at 8.50 percent.
The reverse repo which has been renamed to Standing
Deposit Facility has been set at 4.50 percent. An increase in
overall rates will increase cost of borrowing. However, this has
aimed to keep the interbank call money rate within lower and
upper band.

> BB projects FY23 will end with USD -4.0 bn current account
balance and aims at -2.7 bn for FY24. In addition, central bank
expects overall balance to be USD 1.5 bn in FY24.

> BB will introduce a unified and market-driven exchange rate
from July 01, 2023 by eliminating multiple rates. This move will
stabilize the forex market.

> As per International Monetary Fund (IMF) condition, BB will
calculate and publish Gross International Reserves (GIR) in
accordance with IMF’s Balance of Payments and International
Investment Position Manual (BPM6). This would help to
manage the forex more efficiently with greater transparency.

> BB has projected the private sector credit growth rate for FY'24
at 11.0%, in line with its supply-side actions to encourage the
necessary investment and job creation for targeted GDP
development.

> BB has aligned with Government’s budgetary target of GDP
around 7.5% and set target for inflation at 6.0%. The ongoing
economic slowdown as well as global turmoil may pose a great
challenge in achieveing the target.

Impact on Capital Market

The removal of lending cap for both banks and NBFIs will
positively affect the profitability of the financial institutions. This
will enhance the capital market as well. Listed companies which
are export oriented will be positively impacted, owing to high
conversion rate for foreign currency. On the contrary, listed
companies which rely on imported raw materials will face high
cost of production owing to high price of dollar. BB has also
acknowledged the importance of capital market in long-term
economic development as well as emphasized bond market
development in its recent monetary policy. This may create an
effective coordination among the regulators, needed for the
financial markets of the country.

The macroeconomic outlook of the country is expected to be
stable yet rising inflation and continuous pressure on forex
reserve may pose challenges. This may also create a challenging
situation to attain GDP growth, keeping the inflation at targeted
level. Acknowledging these challenges, the recent MPS prioritizes
containment of inflation and promoting exchange rate stability to
attain the MPS’s goals.

[Source: Monetary Policy Statement H1FY24, Bangladesh Bank]
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