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ABSTRACT

The interest rate offered by the banks against their lending and their different
influencing factors are matters of immense importance for a growing economy like
us. There are several factors that influence the asset price like demand for and
supply of fund, cost of collecting and maintaining fund, market competition, etc.
The study focuses on the status of different cost components of the asset price of
commercial banks of Bangladesh. The paper is shaped to determine the asset price
Jor scheduled commercial banks in Bangladesh and to sketch the inter-group
comparison among them. It covers forty three commercial banks grouping in terms
of ownership structure. The results show the average asset price of 15.97% and the
state owned commercial banks are in good position in terms of cost of doing
business and base rate but, they have the highest level of risk premium that
squeezing the profit margin.
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BACKGROUND

The financial system of Bangladesh is dominated by the banking financial
institutions (BFIs) and thus, the surplus units of the economy are heavily dependent
on the indirect finance. So, the interest rate offered by the banks against their
lending is a matter of immensc importance for a growing economy like us. It is also
very important to understand the factors that influence the lending rate. Therc are
several factors that intluence the interest rate policy of the banks. These factors
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include demand for and supply of investable fund, cost of collecting and
maintaining fund, market competition, different regulations, economic policy etc.
But the most influential factor of fixing a price is the cost of generating assets.
These cost components include the interest against the deposits, the administrative
cost of generating assets and maintaining them properly and other costs. According
to Madura (1998), the loanable funds theory suggests that the market interest rate is
determined by the factors that control the supply of and demand for loanable funds.
Besides, there is a possibility of defaults and thus, banks are to charge additional
amount for mitigating the risk. _

Other key factors for determining interest rate are banks’ profitability and
efficiency. The continuous trend of expanding bank activities in recent years and
expansion in high interest bearing assets’ portfolio have a direct positive impact on
the banks’ profitability and efficiency. The degree of competition in the banking
system is also considered a very important factor which influences the banks’
interest rate policy. The factors affecting lending rates are initially examined by

ank characteristics. It 1s also expected to have a strong influence of depo :
bank assets, market share, bank liquidity, capital adequacy, the share of foreign
capital etc on lending rates. Along with these, non-performing loans in the balance
sheet of domestic banks are usually treated as one of the main determinants of high
lending rates. Banks with a higher proportion of non-performing loans also tend to
offer less favorable terms. Lown and Peristiani (1996) found that during the 1990
credit slowdown, undercapitalized banks charged higher than average rates for
consumer lending relative to better capitalized institutions.

There are different cost components in asset pricing, like operating cost,
financing cost, cost of capital etc. Of these, operating costs play an important role
in the interest rate policy of the banks. The decrease in the cost of financing
(deposit rate) will certainly cause a decrease in the price of asset. It has been
observed that, capital-constrained banks tended to cut back on lending activittes
which may increase their ultimate pricing for loan and have to offer at
comparatively higher rate. Hassett and Hubbard (1998) found that, all else being
equal, firms citing high costs of obtaining external financing use higher “hurdle
rates”? for investment projects than do other firms. This study tends to assess the

% The minimum Tate of return on a project or investment required by a manager or investor. In order to
compensate  for  risk, the miskier  the? project, the  higher the hurdle  rate
http:/fwww.investopedia.com/terms/h/'hurdlerate.
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structure and status of cost specially the components of price of banking assets in
Bangladesh. Although the other. factors are very influential for the pricing of
banking assets or the lending rates but they have been disregarded. The cost
components are quite different across banks in Bangladesh. This is why the lending
rate is a much debated issue in the country. The business bodies, government,
central bank and other parties are very much concerned about the existing lending
rates but the issue is less studied. So, this study is an effort to get the proper insights
regarding the cost components that directly influence the asset price (AP) offered
by the commercial banks against their different assets.

OBJECTIVE

As the pricing of an asset of a commercial bank depends on lots of factors, there
is a chance of variation of asset price of the banks. Among others, the most
influential factor of fixing asset price is the cost. The cost components include the
interest against the deposits, the administrative cost and other costs. Considering
the significance of the cost components, in this study, the effort was to determine
and develop a comparative scenario in banking sector of Bangladesh in regard of
their pricing. Thus, the paper is shaped with the following objectives:

a) to determine the asset price for scheduled commercial banks in Bangladesh.
b) to sketch the inter-group comparison among the scheduled commercial
banks in terms of asset pricing.

LITERATURE REVIEW

The Bangladesh Bank introduced the flexible interest rate in 1989 allowing
banks’ freedom in setting both lending and deposit rates (Jesmin, 2005). Thus, now
banks are permitted to set their lending rate based on market mechanism. For
example, an increase in investment demand causes interest rate to rise (Kamal,
2012). Accordingly, the loan interest rate charged by a bank to a borrower should
retlect the bank's cost of funds and the risk characteristics of the borrower. Any
change in borrower’s risk will affect the risk premium in the loan (asset) price. As
per Bangladesh Bank (1993) a loan pricing methodology must past three tests,
specifically, it must accurately reflect the bank’s true cost of funding, be risk based
and realistically capture the bank’s cost of servicing. Rose (1996) stated that there
















































