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Es ti111ntio11 results shaw that.financial i11termediation deteriorated duri11g the post 

reform period, i.e. duri11g 1990-2002. Statistical test is conducted to examine whether 

effectiveness of fi11ancial intermediation, measured by the ratio of reserve 111oney to total 

deposit a11d ratio of reserve money to quasi money, has been improved i11 t!,e post-reform 

period a11d it is found that effectiveness of financial intermediation has not been improved 

during post reform period compared with pre-reform period. This deterioration of 

fi11an cial i11ter111ediatio11 may be attributed to the stringent supervision on the banking 

sector i11 011e /Jn11d n11d lack of effective legal support to recover bad debts 011 the other 

'1a11d. Ba11ks did 11ot have suitable credit avenues that could be recovered wit'1out putting 

lendi11g banks i11 trouble. 

111 order to make the i11 ter111ediary fun ctions of banks 111ore effective and efficie11 t, 

t'1e study makes some reco111111endatio11s whic'1 include (i) providing Bangladesh Ba11k 

with greater amount of autonomy so that it can conduct monetary operation 

indepelldently; (ii) 111aki11g legal procedure regarding loan recovery more easier and 

flexible; (iii) proper training of credit officials; (iv) seeking help from political 

organ izntions to prohibit unethical activities of Collecting Bargaining Agents (CBA); (v) 

ensuring lmv and order situation, corporate governance and accountability on the part of 

bank 111a11age111e11ts and; (vi)e11courrzgi11g the development of more Non-bank Financial 

lllstitutio11s (NBFis) to 111ake the intermediary function of the finan cial sector, which is 

mostly comprised of co111111ercial banks, 1110-re competitive, hence efficient and effective. 

V 



TABLE OF CONTENTS Page 

Statement of Authorship 
. 
1 

Certificate 11 

Acknowledgement iii 

Abstract iv 

List of Tables viii 

Chapter 1 Introduction 1 

1.1 Statement of the problem 3 

1.2 Objectives of the study 5 

1.3 Review of literature 5 

1.4 Limitations of the study 23 

1.5 Organization of the thesis 23 

Chapter 2 Financial sector reforms in Bangladesh-An overview 25 

2.1 Reasons for financial sector reforms in developing countries 25 

2.2 Financial sector reform in Bangladesh-Background 28 

2.3 Reform measures initiated under FSRP 32 

Chapter 3 Methodology 52 

3.1 Sources of data 52 

3.2 Specification of model 53 

3.3 

3.4 

3.2.1 Measures of financial intermediation 

3.2.2 Determinants of financial intermediation 

Diagnostic check~ng 

3.3.1 Stationarity test 

3.3.2 Autocorrelation test 

Effectiveness of financial intermediation 

VI 

53 

56 

63 

63 

64 

65 



Chapter 4 Findings of the study 

4.1 Various tests 

4.1.1 Granger-causality test 

4.1.2 Stationari ty test 

66 

66 

66 

67 

4.1.3 Co-integration test 67 

4.1.4 Multicolinearity test 68 

4.2 Es timation results of finally selected regression models 69 

4.3 Test of effectiveness of financial intermediation 74 

4.4 Analysis of findings 75 

Chapter 5 Summary, Conclusion and Recommendation 83 

5.1 Summary and Conclusion 83 

5.2 

References 

Appendix-2.A 

Appendix-2.B 

Appendix-2.C 

Appendix-3.A 

Appendix-4.A 

A ppendix-4. B 

Recommendations 

Vil 

89 

95 

101 

108 

112 

119 

123 

127 



LIST OF TABLES Page 

Table Title ----

2.1 Interest Rates on Deposits 29 

2.2 Large Loan Limit 50 

4.1 Unit Root Tes t 67 

4.2 Correlation Matrix 68 

4.3 Estimation Results of Regression equation la and lb 70 

4.4 Estimation Results of Regression equation 2a and 2b 72 

4.5 Estimation Results of RE:gression equation 3a and 3b 73 

4.6 Excess Reserve as a percentage of total deposit 78 

4.7 Classified Loan: 1990/ 91 - 2001/ 02. 80 

4.8 Aging Schedule for Suits Filed as on December 31, 2000. 81 

VI II 



Chapter - One 

INTRODUCTION 

Financial sector of a country plays a critical role in the process of economic 

development by efficiently mobilizing financial resources among the most 

productive uses. Development of financial sec tor, by reducing information 

asymmetry and transac tion costs, encourages financial savings and investment. 

Since investment is critical for economic development, growth impact of financial 

intermediation (financial deepening) and development is significant. But this role of 

financial sec tor in the development process of a country was overlooked until mid-

1970s. According to the early development economis ts, underdevelopment was 

caused primarily by market failure. So the policy prescription that follows this view 

was to impose economic regulation on financial sector in the form of interest rate 

ce iling (which is often referred to as 'financial repression'), selective credit allocation 

etc. This view of development economics came under severe attack with the 

publication of two seminal works by McKinnon(1973) and Shaw(1973). These two 

li tera tures generated a new dimension in the analysis of the relationship between 

economic development and financial deepening. They suggested that financial 

deepening or development (depth of financial intermedia tion) is a n essential 

ingredient of the process of capital accumulation as reflected in savings and 

investment r atios and their productivity. This, in turn, contributes to economic 

growth. Financial Intermediation (FI) is best facilitated by a competitive financial 

system in which interest rates are market de termined and administratively directed 

selective credit allocation is absent. It follows from this that both financial and real 



sec tor development require a comprehensive package of financial liberalization that 

frees up interes t rates to their market-clearing levels and el iminates administratively 

determined selec tive credit allocation (Chowdhury 2000). 

Realizing this importance of financial sec tor, almost all countries in the world 

have been undertaking reform measures since 1970s. Motivation for reforming 

financial secto r was d ifferent for developed and developing countries. In industrially 

developed countries it was triggered, to a large extent, by the phenom enon called 

"Globalization" of thei r banks and financial markets. But financial sec tor reform 

meant d ifferent thing in developing countries' context. Due to adoption of 

interventionist development strategy by the government of developing countries 

during the period preceding the reform, mainly in terms of d irecting the resources of 

financial institutions (which were largely owned by the government) to state owned 

enterprises and priority sectors at below market interest rate, left them (financial 

ins ti tutions) financially ' repressed' or 'distressed ' (Chowdhury, Moral and Banerjee, 

2000). Therefore, the major aim of financia l sector reform in developing countries 

were to liberalize the financial sector from repression with a view to improving 

saving-investment process, that is, improving financial in termediation and 

accelerating the process of economic growth through enhancing the efficiency of 

their financia l sectors. Before 1990 Bangladesh had a financially repressed economy. 

So, like other developing countries, Bangladesh also started adopting a number of 

financia l sec tor reform measures since 1990 with a view to enhance the efficiency of 

its financial system to mobilize financial resources and channel them in profitable 

inves tment opportunities. In this backdrop, this research study attempts to assess 
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whether the financial sector reform measures undertaken have been instrumental in 

bringing about positive change in financial intermediation. In other words, this 

study attempts to evaluate the impact of financial sector reform measures on 

financial intermediation in Bangladesh. 

1.1 Statement of the problem 

Traditionally economic growth has been analyzed within the macroeconomic 

framework where there is an obvious link between investment, savings and national 

production. Role of capital accumulation has been the most important determining 

factor of economic growth in all growth models. But no explicit inclusion of financial 

sector was made in those models. It is assumed that FI between savers and investors 

is perfect and cos tless. Challenges to this assumption assigned crucial role on Fl in 

development process. It is argued that though FI does increase the transfer of funds 

across the economy, it is not costless and several types of leakages can occur between 

savers and inves tors (Gross, 2000). Presence of financial intermediaries helps 

improve efficiency in the distribution of capital but not at zero costs. When FI is 

imperfect and costly, a proportion of savings is lost such that the whole saving is not 

available for investment. Hence costly and imperfect Fl leads to a direct negative 

effect on growth process. Thus Fl occupies the central role in channeling saving into 

investments in economic development process of a country. This role of Fl in 

economic development has received both theoretical and empirical support. 

However, the literature does not unanimously support this link of FI with economic 

growth where Fl causes growth. Some studies support the view that there is no 

cause-effect re~ationship betw~en FI and growth. According to this view the 
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functioning, competitive financial system is present. Without a well functioning 

financial system efficient FI is not possible and without efficient FI society's savings 

cannot reach the right investment. Therefore, for a country that has undertaken 

financial sector reform measures, it is of paramount importance whether those 

reform measures have improved the FI in the economy. From this point of view the 

present research study aims to examine the impact of financial sector reform 

program on financial intermediation in Bangladesh. 

1.2 Objectives of the study 

The main objective of this study is to examine the impact of financial reform 

measures on the intermediative role of the banking sector in Bangladesh. In other 

words, this paper will investigate whether the financial reform measures have 

improved the intermediative efficiency of the banking sector. In doing so, two 

dimensions of financial intermediation will be examined - volume of intermediation 

and effectiveness of intermediation. Therefore, the specific objectives of this study 

may be outlined as under: 

1. To examine whether the volume of financial intermediation has been 

increased in the reform period as compared to the pre-reform period. 

2. To examine whether the effectiveness of financial intermediation has been 

improved in the reform period as compared to the pre-reform period. 

1.3 Review of literature 

Reforms of financial sector have been pursued over the last two decades in many 

developing countries as a part of broader structural adjustment programs. Reforms 
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of financial sectors were expected to bring about significant economic benefit, in 

particular, through a more effecti ve mobilization of domestic savings and a more 

efficient allocation of resources. Reforms of financial system aimed at strengthening 

the role of market forces and competition in financial market through liberalization 

of interest rates and the introduction of indirec t mone tary policy instruments, by 

enhancing banks' financial soundness, and by promoting equity market. A number 

of studies have been conducted nationally and internationally, examining the impact 

of Financial Sector Reform Project (FSRP) on different aspects of economy. These 

research studies mainly focused on whether FSR measures have brought about any 

significant positive change in the desired fields of economy. This section presents the 

review of some literature related to the FSR in Bangladesh, then reviews some 

studies cond ucted on other developing countries. 

Ahmed (1993) discusses various aspects of interest rate flexibility introduced 

in the banking sector since 1990 and its impac t on savings and investment. By 

analyzing interest rate structure in Bangladesh for the period from 1985 to 1992 he 

shows that financial markets remains largely repressed even after flexibility 

introduced in de te rmining interest rate on 1990 through Financial Sector Reform 

Project (FSRP). He observes that in the pre-flexible interes t rate regime the real 

deposit or interest rate was negative, tha t is, nominally fixed interest rate lagged 

behind the prevailing inflation rate. In the administered interest rate period real 

return on savings was positive for the te rm-deposit, almost at par for saving deposit 

and negative for overall deposit when weighted average interest rate is considered. 

The same was also true for the post-flexible interest rate regime (1990-1992). In this 
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period though the rate of interest on one-year term deposit fell by 1 to 1.5 percent 

compared to that in the pre-flexible rate period, the weighted average rate of interest 

rate went up by 0.50 to 1 percent. In th is period the inflation rate went down. Thus 

he argues that there was not much repression in money market in terms of interest 

rate for term and saving depos it in the pos t-flexible period. Ahmed concludes that 

flex ibility of in terest rate d id not stimulate saving rate. He noted several reasons fo r 

this unexpected outcome: the flexible in terest ra te though seemed to be responding 

with the market forces, in reality it was not responding that way, the rates were 

periodically fixed up by the banks through informal discussion among them; also 

flexible in terest rate alone could not bring the desired results, they could only bring 

it in conjunction w ith other rates in the money market, such as, bill rates and foreign 

exchange rates. He suggests tha t to make flexible interest rate functional, the 

authori ties must introd uce d ifferent short-term monetary instrument so that 

investors get the option to choose from and also money can change hands easily. He 

also notes that there should be an organized form al repurchase market where 

moneta ry instruments w ill bought and sold after the first issue. Inte rest rates 

fl uctua te in competition with the other money market ra tes in a dynamic money 

market. If other reform measures are not brought forth, the flexible interes t ra te will 

be partially effective in influencing savi ng and investment decision . 

Hassan (1997) examines the accomplishments of FSR measures undertaken in 

Bangladesh in four areas, namely (a) bad d ebt and loan recovery, (b) market reform 

and interest ra tes, (c) pr ivatization of Nationalized Commercial Banks (NCBs) and 

development of private sector banking and (d) centra l bank autonomy. He examines 
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loan recovery situation in Bangladesh for the period 1989-1994 by analyzing d ata 

from (i) CBS' loan classification data and (ii) Credit lnformation Bureau (CIB) data 

fo r the enti re banking sector. He finds that in agriculture sector the rate of 

performing loan declined at an annual rate of 1.17% during the period 1989-1994 

w hereas loan portfolio grows at an annual rate of 11.07% in the same period. The 

loan default rate, howeve r, improved from 36.58% in 1990 to 25% in 1994. Term loan 

grew at 30% per year and performing loan increased from 48% to 81 % during the 

period 1989-1994. The non-repayment of loan declined from 20% in 1989 to 11.40% in 

1994. Export le11ding grew at 33% during the period while performing loan increased 

from 80% to 87% from 1989 to 1994. Non-repayment rate varied from Oto -0.25% in 

1994 implying improved loan recovery position. Commercial lending grew at 9% 

over the study period . Non-repayment increased from - 0.16% in 1991 to 6.62% in 

1992. However it declined to 4.27% in 1994. Small industry loan increased at 23% 

during 1989-1994 period . Performing loan increased from 28% in 1989 to 35.72% in 

1994. on-repayment rate increased from 11.56% in 1989 to 56.62% in 1993 and 

declined to - 27.60% in 1994. The overall portfolio (all sector combined) grew from Tk 

90 billion to Tk 139 billion during the period 1989-1994 recording an annual growth 

rate of 11.60%. The study finds that domestic private banks increased their market 

share from 20% in 1986 to 27% in 1993. It also finds that private banks are better in 

terms of rendering services. However, denationalized banks were fo und to share 

many of the same problems as NCBs. Performance of private sec tor banks are 

generally found better than NCBs in terms of productivity and operational efficiency 

cri te ria but worse than NCBs in terms of allocative and distributive criteria. 
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In evaluating the impact of FSR on interest rates Hassan (1997) fi nds that the 

consequences of changes in interest rates are remarkable. The inflation dropped 

sharply which led to an unexpected increase in real interest rate. The high real 

interest rate fo r loan red uced demand for credit, while corresponding high rate on 

deposit rate increased flow of funds into banks. However due to rigidities in 

financial system, the desired flexibility of nominal interest rates and stability of real 

interest rate have not been achieved . The study concludes that the pricing by banks 

of their loan is not truly competiti ve. Finally the study discusses the twin issues of 

autonomy and independence of central bank of Bangladesh, Bangladesh Bank, 

which are very much essential from the perspective of financial sector in Bangladesh 

and forwarded some suggestions in order to make Bangladesh Bank a truly 

autonomous and independent institution. 

Raquib (1999) makes an overall evaluation of different measures of FSRP. He 

notes that because of psychological rigidities to accept anything new, the speed of 

adaptability to reform was much slower than expected. Although initially included 

in the agenda, the restructuring of NCBs received less or slower attention. 

Continuous increase in the number of new private sector banks with rapid 

expansion of their branch network on the one hand and limiting further expansion of 

the CBs on the other hand are found to be quite in line with the public banking 

pol icy of the government to promote free market oriented, competitive, sound and 

effective banking system in the country. But at the same time Raquib observes that 

the performance of the private sector banks as a whole are not up to the expectation 

in terms of qual ity of lending, non-performing loan, loan classification status and 
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overall management, as to create greater confidence among the customers, which, he 

notes, is responsible for not being able to capture the desired market share in the 

banking sector, although they offer be tter and qualified services. The study finds 

that substantial headway has been made in the areas of interest rate structure, 

monetary policy, bank regulation and supervision in establishing a market 

determined inte rest rate sys tem in deposit banking and lending operation, activation 

of money market and foreign exchange market w ith least interven tion of centra l 

bank. Despite these improvements benefits of market determined interest rates are 

yet to accrue to the depositors and new borrowers due to high interest rate spread 

(about 6% to 7%). ln the area of bank supervision and regulation the impact of 

adoption of up-to-date modern supervisory technique both in off-site and on-site 

area and close monitoring of problem banks by Bangladesh Bank have arrested 

further deterioration in overdue and classified loan position of banks. At the same 

time the study observes tha t with the opera tion of task force of each bank including 

Bangladesh Bank for recovery drive the loan recovery position and quality of new 

lending have been improving. However, Raquib opines that a reform should have 

been made first to have a strong autonomous and independent Central Bank for a 

sound effective financial sector. 

Chowdhury (2000) looks at the outcome of the FSRP from a different 

perspec tive. According to him success of any institutional reform largely depends 

upon the improvements of the moral norms that guide transactions among social 

agents. The study finds that some improvements have been recorded in competition 

and operational efficiency in banking sector. In the mid-1980s the NCBs had a share 
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of 69% in total deposits and 56% in total advances. Due to increased competition 

with private sector banks this shares declined to 60% and 51 % respec ti vely by the 

mid 1998. On the other hand private sector banks have increased their market share 

of deposit from 20% to 27% over the period from 1986 to 1998. With regard to 

efficiency, fo reign commercial banks (FCBs) are found to have the best performance 

although they are not directly comparable with domestic banks as they have better 

technology and they serve niche marke t. Net profit per employee is found to be 

highest in FCBs with PCBs and NCBs in the second and third positions respectively. 

FCBs and PCBs are found to have better operational efficiency and productivity than 

NCBs and denationalized commercial banks (DNCBs). Deposit per employee in 

FCBs and PCBs are almost twice that in NCBs. An examination of cost structure 

shows that wages and salaries dominate NCBs expenditure, whereas it is interest 

payment that dominates PCBs and FCBs expenditure. Thus study finds positive 

impact of FSRP on efficiency, competition and productivity of banking sector. At the 

same time the study finds the performance of the banking sector in the area of loan 

default unsatisfactory. About 72% of total classified loan was categorized as bad as 

on 30 June 1997. The proportion of classified loan attributable to NCBs was about 

66% in 1997. The study also finds urban bias in loan allocation and shift of resources 

away from the rural sector. Share of rural advance in total advance gradually 

declines, whereas share of rural deposit in total deposit secularly increased 

indicating a transfer of funds from rural to urban areas. The study also finds that 

there is a decline in rural branches, while the number of urban branches increased by 

nearly 8% during 1998. 
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In assessing the outcome of the reform measures Chowdhury (2000) ci tes 

political in terference as the main obstruction in the area of loan recovery. He argues 

that without moral norms that guide transactions among social agents, donor­

engineered formal institutional reforms become meaningless. He also emphasizes 

the role of civil society organizations in creating and maintaining e thical social 

behavior, especially when state agents themselves are involved in fraudulent 

ac tivities. He also notes that in the absence of generalized morality and in a society 

where transac tions are still guided predominantly by re lationships, perhaps market 

oriented policy reforms may increase transaction costs. He concludes that effective 

implementation of an optimal policy mix depends on complex political and 

ins titu tional factors- both fo rmal and informal. 

Stabil ity of money demand function is a pre-requisite for the successful and 

sou nd operation of monetary policy having monetary aggregates as intermediate 

target. Latif and Bashar (2000) performed an econometric tes t of the impact of 

financial reform measures on the stability of money demand function in Bangladesh. 

They used quarte rly data from International Financial Statistics (IFS), a publication 

of IMF fo r the pe riod from 1974:2 to 1998:2. They used a very simple money demand 

function wherein aggregate real cash balances at time t is the function of nominal 

interest rate and aggregate real GDP at time t. The study uses both narrow and 

broad definition of money but reported only the estimation result using narrow 

money because statis tical result obtained through using broad money was not 

sa tisfactory. Measured income and quarterly average time deposit rate are used as 

aggregate real GDP and interest rate variable respectively. In order to test the 
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stability of money demand function Chow's test of stability and CUSUM tests were 

conducted. Assuming that money demand might have become unstable since 1982 

they split the sample in the 1982:2 for stability test. The first sub-sample is then 

extended by 2 years each time. Both short-run and long-run income elasticity are 

calculated fo r each sub-sample. They find that only for break points of 1982:2 and 

1990:2 the Chow test statistic reject null hypothesis of parameter stability a t 5% and 

10% level of significance respectively. They also examined the pattern of change 

throughout the 1980s and 1990s using CUSUM and CUSUM SQ tes ts. They find that 

plotted cumulative residuals for the narrow money cross the upper critical limit a t 

5% level during 1982-87 and again during 1992-98. Thus their econometric 

estimation shows that real income and interest rate are the major determinants of 

money demand in Bangladesh and it also shows that money demand function 

became unstable during mid-1980s and during 1990s. However, they conclude that 

since the effects of financial reform measures are ye t to complete, the stability of the 

money demand function should not be taken as guaranteed. 

Introduction and implementation of FSR measures was a turning point in the 

conduct of mone tary policy in Bangladesh. Khan (2002) assesses the impact of FSRP 

on d ifferent instruments of monetary policy operation. Bank rate, an important 

monetary policy instrument, has been changed more frequently afte r introduction of 

FSRP. It was changed only once during the period from FY 1973-74 to FY 1979-80, 

five times during FY 1980-81 to 1989-90. But after FSRP is launched it was chan ged 

fifteen times during FY 1990-91 to FY 2001-02. Thus after FSRP Bangladesh Bank 

used this monetary policy instrument more frequently than before to control 

- 13 -



monetary aggregates. Reform in fin ancial sec tor was expected to increase 

competition in banking sector. But Khan finds that competition in banking sector in 

terms of interest rate spread was in lesse r degree as compared to pre-reform period. 

The spread between weighted average rate on advances and deposits increased from 

5.87% in 1989-90 to 7.44 % in 1993-94 and to 7. 08 % by the end of 2000. Th us he 

observes that interest rate spreads is increasing over the years in Bangladesh 

indicating lack of compe titiveness in banking sec tor. With respec t to Cash Reserve 

Requirements (CRR) and Statutory Liquidity Ratio (SLR) Khan finds that the use of 

reserve requirements as tool of monetary management was infrequent in Bangladesh 

before FSRP. r mpac t on loan classification of FSRP was found to be positive. The 

implementation of new loan classification procedure introduced transparency in the 

preparation of Profit and Loss statements and bank Balance Sheets. The capital 

adequacy standard of the banking system as a whole in found to have increased 

from 5.81 % in 1992 to 6.30% in 1995 and further to 7.54% in 2000. This increase is 

impressive in case of Private Commercia l Banks (PCBs), from 5.00% in 1992 to 

11.29% in 2000, whereas in case of NCBs, it increased from 4.29% in 1992 to 5.36% in 

1996 but fur ther dec lined to 5.04% in 2000. Financial Loan Court and The Bankruptcy 

Act, enac ted in 1990 and 1997 respectively, were intended to reduce loan default 

tendency. But V--han finds that by the end of 1999 the banks could recover only 9.41 % 

of total litigated amount. The Bankruptcy Court at Dhaka settled 97 cases out of 177 

suits up to December 2000. Out of 97 cases only 44 cases were declared bankrupt. 

Khan notes that big and influential defaulters remain outside the legal framework 

because of known reasons. 
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Choudhury, Moral and Banarjee (2000) made an evalua tion of the impact of 

reforms in financ ial sector in Bangladesh. The objectives of their work were to study 

the pre-reform situa tion in the financ ial sector of Bangladesh, to examine reform 

objecti ves and measures, to evaluate the impact of reform measu res and to offer 

suggestions for achieving the goal of financial discipl ine with operational efficiency 

in the banking sector. The study is conducted over the period 1990-1995. Afte r a brief 

review of pre-reform situa tion in financial sector and different fina ncial sector 

reform (FSR) undertaken, they review examine the impact of FSR on the financial 

sector, specially, on the banking sector. They evaluate the impact of FSR on the 

banking sector in terms of interest rate liberalization, capital adequacy requirements, 

loan classifica tion, indirect monetary policy instruments, bank supervision, private 

sec tor banks, deposit growth, financial deepening, operational effi ciency, 

profitabil ity anri productivity. 

FSRP gave the banking sec tor almost full freed om to de termine their own 

deposit and le nd ing rates. In case of lending rates, banks enjoy full autonomy not 

only to determine the ir own rates for d ifferent borrowers, but also to charge different 

ra tes for different borrowers of the same lending class depend ing on the r isk 

involved and maturity factors. The study obse rves that despite these fl exibili ty and 

au tonomy in fixing interest rates, the desired degree of competition is yet to be 

appreciably visible in the banking sector. The long prac tice o f contro lled and 

directed banking is cited as one of the important reason for this lack of compe titio n. 

The study next eval uates FSRP's impact on capital adequacy and classification and 

provisioning of loans. Capital positio n of both NCBs and PCBs are fo und to have 
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improved in the post-reform period but it was still below the required level. Capital 

shortfalls as on 31-12-94 were around 8% and 13% on the part of the NCBs and PCBs 

respectively. This improvement in NCBs capital position was due to huge amount of 

capital injection (Tk 3000 crore) by the government. With regard to classified loan, it 

increased from 27% to 35% of total outstanding loan over the period 1990-1994. At 

the same time provisioning shortfalls increased from 32% to 40% of required 

provision. Th€ study notes that the overall deterioration in respect of loan 

classification and provisioning was due to the inability in bringing about 'financial 

discipline' in the banking sector. 

One important aspect of reform was strengthening of Bangladesh Bank in 

respect of introducing indirect monetary policy instrument and supervision over 

banks. The study observes that FSRP was instrumental in introducing indirect 

monetary management by way of providing technical assistance and training to 

Bangladesh Bank executives. The banking supervision by Bangladesh Bank has been 

restructured giving emphasis more on prudential aspects, than on economic aspects 

and off-site surveillance function. Improvement in the operation of NCBs was one of 

the important aspects of FSRP in Bangladesh. To achieve this objective FSRP 

introduced a number of effective and new management and operational tools, such 

as, Lending Risk Analysis (LRA), Large Loan Reporting System (LLRS), New Loan 

Ledger ( LL), Performance Planning System (PPS), Management Information 

System (MTS) etc. The s tudy mentions that as on July 1995 around 15000 new large 

loans (of CBs) have been sanc~ioned by applying LRA technique, 78% of new large 

loans have been covered under LLRS, 2400 branches are using NLL system, 4700 
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bankers are actively using computers and 225 personal computers (PCs) have been 

installed, monthly MIS reporting has been started and around 54000 days of training 

on various aspects of FSRP tools have been imparted. In evaluating FSRP' s objective 

of expanding banking in private sector, the study finds that over the period from 

1989-90 to 1993-94, the share of PCBs in total number of branches increases from 

14.85% to 16.37%, in case of deposit, from 25.62% to 24.28%. 

It is also observed that financial deve lopment, measured as the ratio of M2 to 

GDP has increased in the post-reform period-from 30.23% in 1989-90 to 35.16% in 

1993-94. But the study did not find any improvement in the performance of the 

banking sec tor in the context of branch and branch related variables - such as, 

growth rate of branch, urban-rural proportion, population coverage, effective 

coverage - all remained standstill. In terms of operational efficiency, profitability 

and productivity both decl ined in the post reform period. The overall finding of 

Choudhury, Moral and Banarjee (2000) was not very encouraging. "The banks and 

bank managements are yet to be guided adequately by the market forces, finan cial discipline 

has not yet been brought back (rather deteriorated in terms of loan classification and 

provision) .... ... , legal framework is still inadequate, especially in terms of enforcing lenders' 

resources on defaulting borrowers, ... appreciable change in management attitude, operational 

efficiency of NCBs, and share of PCBs are yet to be seen, overall financial development/ 

deepening has been observed but overall efficiency in terms of making the total banking 

system profitable is yet to be achieved". 

Baden (1996) raises the gender issue in financial liberalization (FL) and 

financial sector reform (FSR). He argues that FL and FSR are not gender-neutral and 
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therefore, gender analysis has a place in the design and implementation of financial 

sector restructuring. He analyzed gender biases in financial markets in terms of 

borrowing, saving and lending. In general access to formal credit is limited for the 

non-corporate sector in developing countries (i.e. household, small enterprises and 

farms). Women's access to the formal credit is known to be even lower than this 

general low level. He showed that in Peru , Ind ia, Zaire, Chile, Morocco and Kenya 

women's share in credit ranged from me rely 12% to 20% only. With regard to 

saving, limited access to formal financial ins titutions prevents women's savings from 

being used productively. Biases against women opening of savings account and 

women's need to have regular access to savings in order to meet emergency 

household expenses may exclude them from using interest bear ing deposit accounts. 

With regard to lending, Baden (1996) mentions women's weaker position relative to 

men in recovering credit from male borrowers. As a result women lender supply 

cred it to other women suggesting a market-segmentation along gender lines. Gender 

bias is also observed in the structure and organization of lending insti tutions and 

cred it programmes, for example, the composition of staff by gender; the rela tive 

status and conditions under which women and men work; and the nature of 

interactions with potential and ac tual clients. Baden (1996) opines that these issues 

should be addressed while designing financial sec tor reform programmes to remove 

biases against women. 

Brownbridge and Gayi (1999) evaluates the achievements, limita tions and 

constraints of financial sec tor reform in eight Least Developed Countries (LDCs), 

namely, Mad agascer, Malawi Tanzania, Uganda and Zambia in sub-sharan Africa 
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and Bangladesh, Laos and Nepal in Asia. The study finds that financial depth, as 

measured by bank deposit and M2 as percentage of GDP, were facilitated in three 

Asian countries-Bangladesh, Nepal and Laos- after financial sector reform measures 

were undertaken. In Bangladesh bank deposit/GDP ratio rose from 20.84% to 

28.90% and M2/GDP ratio rose from 24.55% to 33.80% between 1985 and 1995. But in 

the African countries, it did not occur. This positive impact of financial sector reform 

on financial depth in Asian countries is attributed to greater macroeconomic stability 

in these countries. All the LDCs experienced some new entry from private sector 

banks. For example, there were 20 private banks in Bangladesh in the mid-1990s 

with 28% share in the deposit market. But the increase in competition and its impact 

on efficiency was limited. The study identified some reasons for this limited impact; 

such as greater market power of the state-owned banks, slow pace of reform, private 

sector and / or foreign banks' reluctance to extend credit in rural areas, segmented 

credit market etc. 

1 n examining the impact of financ ial sector reform on lending, the study finds 

that bank credit to the private sector as a percentage of GDP expanded strongly in 

epal since the mid-1980s and in Laos in the 1990s, while there was a small increase 

in this ratio in Bangladesh. But, except Uganda, that registered a small increase, all 

four African countries suffered sharp decline in private sector credit in the 1990s. 

Thus the overall impact of financial sector reform on financial system in the eight 

LDCs was not up-to the expectation. The study agrees that despite reform all LDCs 

face a number of constraints to the effective regulation and supervision of the 

financial system. Supervision is impeded by human resource constraints and there is 
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a shortage of qualified professionals in developing coun tries. Political in terference is 

also cited in the study as ano ther constrain t. However, the study forwarded some 

suggestions in order to make future policy more effective, first, new entry by banks 

and non-bank fina ncial institutions (NBFis) should be allowed through cautious 

licensing procedure to ensure the probity and expertise of new entran ts and to avoid 

supervisory capacities being overwhelmed by the number of financial institutions 

needing supervision, second, growth of different types of N BFis to be encouraged to 

serve the segments of financial markets which are una ttractive to the commercial 

banks, third, Micro Finance institutions (MFis) to be encouraged to serve small scale 

borrowers without collateral, fo urth, government commercial banks should be 

closed down or sold to private sectors whatever parts of them are saleable, because, 

with the exception of Malawi, none of the dis tressed government commercial banks 

in the sample countries is found to have demonstrated conclusively that it can be 

commercially viable on a sustained basis, despite costly and leng thy restructuring 

programs. The study concludes that the reforms have to be accompanied by sound 

macroeconomic, monetary and fi scal policies designed to attain low and sustainable 

ra te of inflation. In addition, the financial position of banks and other financial 

insti tutions must be strong and programs for re-capitalizing weak banks have to be 

agreed. 

Research studies concerning financial sector reform in Bangladesh so far 

conducted mainly focus on the impact of different financial sector reform measures 

on the overaH financial system. Hassan (1997) reviews the performances of FSRP on 

different finan cial sector aspects like interest rate, bad debt and loan recovery, 
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privatization of banks, central bank autonomy etc. Raquib (1999) makes an overall 

evalua tion of FSRP. Brownbridge and Gayi (1999) assess the progress, constraints 

and limitations of FSRP in some selected LDCs including Bangladesh. Choudhury, 

Moral and Banerjee (2000) evaluate the impact of reform in financial sector on the 

financial sector of Bangladesh, especially, on the banking sector. Chowdhury (2000) 

studies effects of national politics on the outcome of FSRP. However specific 

attention has also been given in some studies. Khan (2002) examines the evolution of 

monetary policy in Bangladesr, in the pre and post reform period. Ahmed (1993) 

looks at the outcome of FSRP in respect of interest rate liberalization measure. Latif 

and Basher (2000) studied the impac t of FSRP on the stability of money demand 

functi on in Bangladesh . Among these, no study paid special attention to the issue of 

financial intermediation. Although two studies (Brownbridge and Gayi, 1999 and 

Choudhury, Moral and Banerjee, 2000) discuss the impact of FSRP on, among other 

aspects, financial depth, it was in very limited form. They simply took the ratio of M2 

to GDP and compare them between pre- and post-FSRP period. No model building 

and econometric estimation of financial intermediation have been done so far. So it 

is seen that the existing literature seem to lack research works on some other aspects 

of financial sector reform in Bangladesh. Following issues still remain open to future 

research 

(i) In order to enhance the efficiency of bank personnel FSRP introduced a 

management too l called Performance Planning System (PPS), which 

comprises of setting a concrete goal on the part of a banker based on his 
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priorities to be achieved by w ell-defined action plan. Implementation and 

success of PPS still remains an untapped area of research; 

(ii) FSRP placed greater emphasis on proper training of bank personnel. How 

far this objective has been ach ieved deserves sincere research; 

(iii) Financial sector reform has important effect upon savings. o study 

covered this area so far. 

(iv) Baden (1996) raises the gender issue in financia l libe ra lizatio n (FL) and 

fi nancial sector reform (FSR). He argues that FL and FSR are not gende r­

neu tra l and therefo re, gender analysis has a place in the design and 

implemen tation of financial sector restructuring. In the context of 

Bangladesh, this aspect has not yet been examined. 

(v) Although two studies (Brownbridge and Gayi, 1999 and Choudhury, 

Moral and Banerjee, 2000) discuss the impact of FSRP on fin ancia l depth, it 

was in very limited form . They simply took the ratio of M2 to GDP and 

compare them be tween pre and pos t FSRP period. But no research work 

focused on financial intermediation alone. 

The role o f financial inte rmed iation in economic growth process is a recognized 

fact. So, this issue deserves serious attention. Moreover, financial in termed iation has 

not been examined through econometric modeling in the context of Bangladesh. 

Thus it remains an area yet to be investigated in detail. From this view point, present 

study is an a ttempt to fill up this research gap. 
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1.4 Limitations of the study 

The study is based on secondary d ata over the period 1974-2002, that is, 29 yearly 

observations are used. Thus the study is a small sample study. Data for longer 

period is not available. So the inferences made on the basis of econometric 

estimation would have been more reliable if the sample period were longer. 

Unavailability of data fo r longer period is a major limitation of the study. Another 

data re lated limitation of the study is frequ ency of observations. Annual 

observations on d ata are used in the study because of unavailability of data in 

shorter frequency. In case of shorter frequency data, such as quarterly or monthly, 

the econometric estimation proced ure becomes more reliable and efficient. Besides, 

time cons traint was another important limitation of the study. Had more time been 

devoted, quality of the research work w ould have been improved. 

1.5 Organization of the thesis 

The focus of this thes is is to explain the behavior of financial intermediation in 

Bangladesh before and after financial sector reform programs initiated by the 

Govern ment in 1990. The w hole thesis is organized in fi ve chap ters as follows: 

Chapter One: In this chapter, after an introductory section, statement of the problem 

is narrated followed by objectives of this study. Next review of literature is 

presented which includes research work conducted at home and abroad in the 

related field. From this review research gap is pointed out and rationale of the 

present study is focused. Finally some limitations of the study is outlined . 

Chapter Two: An overview of financial sector reform in Bangladesh is presented in 

this chapter. After brief discussion of the reasons for financial sector reform in 
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developing countries, background of financial sector reform in Bangladesh is 

discussed. ext different financial sector refo rm measures under Financial Sector 

Reform Project (FSRP) and Commercial Bank Restructuring Project (CBRP) are 

d iscussed. 

Chapter Three: Chapter three presents methodology of the study. This chapte r 

incl udes data sources, econometric model specification and di fferent econometric 

diagnostic tests. In th e specified model, fi nancial intermedia tion is treated as the 

dependent variable and one period lag value of financial intermedia tion, infla tion, 

interest rate differential, trade openness and financial sector reform are taken as 

independent variables. Thus the specified model turns to be an autoregress ive 

model. Unit root and au tocorrelation tes t procedures are described examining 

stationarity of time series and correlation among distu rbances. 

Chapter Four: Empirical results are presented in this chapter. Estimated coefficient 

of the regression model ind icates the deterioration of financial intermediation after 

financial sec tor reform sta rted in 1990. The chapter also presents emp irical result of 

test of difference of efficiency in financial intermediation between pre and post 

reform period. The result shows that efficiency has de teriorated during pos t reform 

period . 

Chapter Five: This is the conclud ing chapter of the thesis. The chap te r begins with 

the summery and conclusion of the thesis. Afte r summery and conclusion some 

specific recommendations are made so as to improve the volume and efficiency of 

financial inte rmediation in Bangladesh. The chap ter and hence the thesis is 

concluded presenting some guideline for further research in this study related field. 
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Chapter - Two 

FINANCIAL SECTOR REFORMS IN BA NGLADESH- AN OVERVIEW 

Financial sector reform that was sta rted in Bangladesh in the 1980s gets 

momentum in the early 1990s by the in troduction of FSRP. This chapter discusses 

different financial sector reform measures undertaken so far. The chap ter begins 

wi th the identification of some reasons for initiating financial sector reforms in 

develop ing countries. Then the background of financial sector reform in Bangladesh 

is discussed followed by the descriptions of d ifferent reform measures undertaken 

so far in Bangladesh . 

2.1 Reasons for Financial sector reform in developing countries 

Since the early 1980s many developing coun tries started liberalizing their financial 

sector as a part of wider struc tural adjus tment programs that included fiscal 

consolidation, reforms of exchange rate and foreign trade system, price 

liberalization, deregulation ac tivities and other reforms with a view to enhance the 

functioning of their economy. The prime impetus behind liberalizing fi nancial sector 

was financiaJly repressed economy characterized by interest rate cei ling, 

government direc tives over allocation of credit and government ownership of 

financia l institutions. 

Financial markets subject to excess ive controls are often termed as repressed 

financial system because such controls generally impede development of financial 
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sector. Authorities of developing countries often favor a repressed financial system 

since it allows them to exercise control over resource allocation. Beside direc t and 

indirect interest rate control, other forms of interventions in the financial sector 

include large directed credit programs, public ownership of fi nancial institutions 

and sizable public sector borrowing. In a financially repressed economy interest 

rates remain below its market-clearing figure thereby genera ting less tha n optimum 

amount of savings and thus detracting from the pool available for investment 

(McKinnon, 1973 and Shaw, 1973). 

Ceiling on interest rate are maintained partly to encourage investment, partly 

to redistribute income and partly because government itself wishes to borrow 

cheaply. These ceiling in some countries have resulted in high negative real interest 

rate, especially in countries with rapid inflation. The negative real interes t rate that 

many countries experienced during the 1970s discouraged the holding of financial 

assets (Hanson and Neal, 1985). Cei ling on interest rate hinders the growth of 

financial savings and reduce the efficiency of investments. 

Another aspect of financially repressed economy is government intervention 

in credi t allocation in order to direct credit toward the sectors that are to be at the 

forefront of development. Main instruments include required lending by financial 

institutions to specific activities, central bank rediscounting of credits to key sectors 

often at subsidized rates and the control of the financial intermediaries through 

direct ownership. The evidence suggests that government intervention in credit 

allocation has been an inefficient way of redistributing income. A World Bank study 
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has also fou nd that the paucity of financial savings, due to government rationing of 

available credit to so-called priority sectors, has an adverse effec t on economic 

growth by reducing both the volume and productivity of investment (World Bank, 

1989). 

Political institutions in developing countries are not transparent. They 

politicized the credit allocation process, which often lead to leakages of resources 

from the target groups or sectors. In many developing countries rapid credit 

expansion in priority sectors as per government direc tives without due attention to 

the quality of loans have left financial intermediaries unprofitable and in many cases 

insolvent. Weokened by large losses many financial institutions in developing 

countries have become less able to provide the various services desired from them. 

Their diminished capacity to improve allocation of resources has hampered growth 

and undermined some counties' attempts at structural adjustment (Long and 

Even.house, 1989). 

Thus financially repressed economy characterized by administered interest 

rate, directed credit allocations and government ownership of financial ins titutions 

necess itated introduction and implementation of financial sector reform measures in 

developing countries. The most significant liberalization programs feature an 

interest rate policy, either in the form of interest rate liberalization or a more flexible 

management of administered interest rate. Many countries have curtailed their 

directed credit programs while few have eliminated them entirely. Competition 

among financial ins titu tions has been prompted by opening domestic market to 
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foreign banks and easing restrictions on entry by domestic banks and non-bank 

financial insti tutions (H uda, 1992). 

2.2 Financial sector reform programme in Bangladesh-Background1 

Until the early 1980s, Bangladesh had a highly repressed financial sector 

charac te rized by administe red interest rate, government ownership of financial 

institutions, directed credits etc. In the early 1980s denationalization of public banks 

and permitting banks in private sector were introduced, but administered interest 

rate policy was in operation until introducbon of FSRP in 1990. Lending interest rate 

was same for all banks, irrespective of ownership (public, private or foreign) though 

the factors influencing interest rate (i.e. cost of funds, risk involved, administrating 

expenses etc) were different for different banks. Borrowing rates was also fixed for 

all banks. The fixed borrowing rates for all banks ignored the varying liquidity 

preference/ requirements for different banks (Rashid, 1994). The main demerit of 

administered interest rate is that it often leads to negative real interest rates. During 

the pre-reform period, nominal interest rates were lower than the prevailing 

inflation ra te, i.e., real interest rate was nega tive. Ahmed (1993) showed that the 

financia l sec tor was repressed in terms of real interest rates on savings through 

banks. He showed that during the period 1986-89 real interest rate on savings 

deposit was ze:-o, it was positive in case of one-year term deposit and negative for 

overall deposit when weighted average rates are considered (This is shown in Table-

2.1). 

1 Structure of the financial sector in Bangladesh is presented in Appendix-2./\ 
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Table-2.1: Interest Rates on Deposits 

Yea r Ra tes o n Ra tes on 1 Yr. Weig hted A veraP,C Inna tion Real Interest Rc1te 

Saving Dcrosit Term Deeosit Inte rest Rc1tes 

1986-87 10% 14% 8.30% 10% (1.70%) 

1987-89 10% 13.25% 8.55% 10% (1.45 %) 

Source: Ahmed (1993). 

Until early 1980s there was no private domestic bank in the country. The 

government owned al l banks. After liberal ization, banks operating in Bangladesh 

(except those incorporated abroad) were nationalized. These banks were merged and 

g rouped into six commercial banks, namely, Agrani, Janata, Sonali, Rupali, Pubali 

and Uttara Bank. Of these six commercial banks, Pubali and Uttara Bank Ltd. were 

subsequently transferred to private sec tor in the early 1980s. Due to this 

monopolistic exis tence, government intervened extensively in the credit allocation 

programs. These programs designated priority sectors, imposed compulsory lending 

targets and established refinancing facilities. 

It has been recognized that the system of credit ceilings, refinancing (at 

concessionary rates) of loans to priority sectors and administered interes t rate 

structure have been inimical to resource mobilization and efficient credit allocation. 

Credit had been largely disbursed in publicly direc ted sectors without commercial 

considerations. Administrative inte rest rates and rigid monetary policies crea ted a 

non-competitive envi ronment, which discouraged efficiency and service oriented 

banking (Huda, 1997). Financial sector was being used to service the need of the 

government and a few business houses with concomitant consequences of shallow 

financia l sys tem. The demand management aspect of macroeconomic variables was 

not properly taken care of. 'The internal control system of banks was weak, the 
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books of accounts did never reflec t the actual health of the banks, the quality of 

assets of banks was never evaluated on strict accounting principles, the MIS was 

virtually non-existent in the banking sec tor, profitability and liquidity aspec ts of 

portfoli o management was unfamiliar concept among the bank management 

personnel, the element of cap ital adequacy for banking operation were never given 

due weight' (Raquib, 1999). Along with this poor management aspect of banking 

sector, unwise government intervention in credit allocation and fixation of inte res t 

rates made the quality of asset portfolio of banks very weak. Lending rates, specially, 

in priority sec tors, were kept at such a lower rate that did not cover risk factor and 

actual cost factors. As a result a huge proportion of asset portfolio became overdue. 

Moreover debt recovery performance was also poor due to inadequate law for debt 

recovery and ineffective efforts on the part of the bank officials themselves. All these 

led to decline in the profi tability of the NCBs (Choudhury and Moral, 1999). With 

this background the government of Bangladesh started taking re form measures in 

the banking sec tor in the form of denationalization and privatization of commercial 

banks since the early 1980s. As a result two NCBs - Pubali and Uttara Banks were 

transferred to private sector with effect from January 19852 and Rupali Bank was 

partly denationalized in 1986 and 8 new private commercial banks (PCBs) were 

permitted to function in the banking sec tor (Chaudhuri and Choudhury, 1993). It 

was believed tha t this re form w ould bring about compe tition and effi ciency in the 

ban king sec tor. But as the regulatory s tructure and lega l framework for debt 

recovery was not reformed, the post-1982 period witnessed furthe r deterioration in 

operational efficiency. Undue influence of vested interest groups in the credit 

2 Schedule Bank Statistics, January-March Issue, 2003 
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decision-making process of banks, both NCBs and PCBs, was also p revalent in the 

same period, which gave rise not only to misallocation but also no-repayment of 

credit. Banks were not even required to report the status of their asset portfolio (loan 

classifica tion, provisioning and loan losses) in their fi nancia l statements. The 

profitability of banking institutions dec lined from 0.32% to 0.11 % during 1982-83 to 

1989-90 period (Choudhury, Mora l and Banerjee, 2000). In short banking structure in 

Bangladesh du ring 1972-89 was ch aracterized by excessive government interference, 

absence of prudential and information regula tions in the overa ll regula tory structure 

and inadequate legal support fo r debt recovery, which ultimate ly re flected in 

declining profitability of th e banking system (Choudhury and Moral, 1999). 

Consequently need for a structured reform measures was fe lt which was resulted in 

the appointment by the government of National Commission on Money, Banking 

and Credit (NCMBC) in 1984 in o rder to identify the problems and suggest means 

for efficie nt management of the banking system in Bangladesh . The NCMBC 

submitted its report to the government in 1986 identifying the problem areas in the 

financial sector with specific recommendations to bring about the s truc tural, 

institutio na l, policy and legal reforms. Subsequently a World Ba nk Mission made an 

in-depth s tudy of the banking sector and suggested reforms rela ting to (a) fixation of 

inte rest ra tes on deposit and advances, (b) classifica tion of overdue credits, (c) 

restructuring cf capital of NCBs and PCBs and Market orientation of banking 

transactio ns (Task Force Report-1991). In resp on se to the above reports the 

government of Bangladesh launched the Financial Sector Reform Project (FSRP) in 

1990 under a financ ial secto r adjustment credit of the In ternational Development 
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Agency (IDA) (Chowdhury, 2000). The first phase of which is comple ted in 1996. The 

financial sector reform is a continuous process, which is being carried out in its 

second phase under the name of Commercial Bank Restructuring Projec t or CBRP 

(Raqu ib, 1999). 

2.3. Reform measures initiated under FSRP 

Although reforms in banking sec tor in Bang ladesh started in the early 1980s through 

privatizing banking institutions, the first comprehensive and well designed reform 

process started by launch ing FSRP in 1990. It took into account the then problems in 

the banking sector and addresses the fo llowing issues: 

Interest rate liberalization, 

Loan Classification and provisioning, 

Capital adequacy, 

Indirect monetary management, 

Legal reforms, 

Strengthening of central bank, 

Strengthening of bank supervision, 

Improving operational efficiency of commercial banks. 

lllterest rnte lil.Jeraliz atioll: The single most important aspec t of FSRP was to 

liberalize the interest rate policy. In January 1990 Bang ladesh Bank introduced a 

flexible, m arket oriented approach to interest rate determination with lending 

rates that be tter reflect cost of lending and deposit rates tha t better reflect market 

forces in place of centrally administered interes t rate policy. It also abolished 
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sector specific concessional refinance facilities. Under the liberalized interest rate 

policy, individual banks were allowed to fix their own rate of interest freely 

within the interes t rate band prescribed for different types of loans, advances and 

deposi ts. Lending band were dete rmined on the basis of shadow rates, i.e., on the 

basis of cost of funds, returns on capi tal, r isks and operating cos ts and deposi t 

rate bands were determined taking into consideration the expected rate of 

inflation so that the real ra tes of inte rest become positive. In 1992 (vide BCD 

Circular No.7, dated 09-03-1992) this interest rate band system was withdrawn 

except for three sector-export, agriculture and small & cottage industries. Now 

banks are free to fix the interest rates for lending on the basis of commercia l and 

financial considerations. Banks a re also allowed to charge diffe rential interest 

ra tes on the basis of risks attached to the borrowers and term loans on the bas is of 

maturity periods (Chowdhury, 2000). In 1997, vide BRPD Circular No.01, da ted 

11-02-1997, Bangladesh Bank removed the floor rate on deposits and at present 

banks are free to fix up their deposit ra tes on the basis of market fo rces. 

Loa11 Classificatio11 and provisio11i11g3: There is always a requirement for 

banks to systematically and realistically identify their problem assets and provide 

adequate reserves for possible losses. But, in the past, the commercia l banks did 

not follow any norms to classify their bad and non-performing loans and there 

was no un iform system with regard to interes t suspense. Banks did not keep 

provisions for their poor quality assets. As a result the balance sheets did not 

reflec t the banks' actual condition and the income sta tements overs ta ted profits 

3 A review of loan classificat ion and provisioning is presented in Appendix-2.B 
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upon which dividends and taxes were paid (Moral, 2000). To get rid of this 

problem Bangladesh Bank issued guidelines in 1989, vide BCD Circular No. 34, 

dated 16-11-1989, regarding the classification and provisioning procedure. Loans 

are classified into four categories: unclassified, substandard, doubtful and bad 

loss. 

Capital Adequacy: Capital is an important internal insurance to cover losses of 

loans and capital adequacy is the measure of the soundness and financial health 

of a bank which deserves very much importance in current competitive and 

innovative hanking to command credibility with bankers and cus tomers at home 

and abroad (Moral, 2000). Before introduction of FSRP this importance of capi tal 

adequacy of banking institutions in Bangladesh was not given due attention. 

Almost all banks were under capitalized and because of provision shortfall and 

deteriorating condi tion of asset qua lity, the banking sector faced further erosion 

of capita l. Keeping in mind the importance of capita l in the banking business, 

minimum capita l adequacy guidelines based on Capital-to-Liabilities was 

incorporated in section-13 of the Banking Companies Ac t, 1991 which 

necessitated banks to maintain 6% of total time and demand deposit as capital. 

But very few oft.he banks could fulfill this requirement (Raquib, 1999). Hence to 

safeguard the interest of the depositors and bring about a universa lly accepted 

status of the banking sector, risk weighted capital adequacy requirement is 

introduced in January 1996 (vide BPRD Circular No.01, da ted 08-01 -1996), which 

made it mandatory for banks to maintain 8% of the assets in risk weighted 
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manner . ..i The risk based capita l system primarily deals with credit risk and 

explores the possible ways to handle other risks. It is, in fact, a signi ficant 

prudentia l regulatory ins trument in assessing banks' capital posi tion and 

disc iplining their market behavior (Moral, 2000). 

Iudirect Mouetary Mauagemeut Prio r to 1990, Bangladesh Bank relied upon 

certain d irec t controls to execu te monetary policy such as adminis tered interest 

rates on lend ing and borrowing, credit quo tas and ceiling, margin on imports etc. 

FSRP emphasized on the movement toward more flexible control of monetary 

instruments. It emphasized on the introduction of indirect instruments of 

monetary management to mop up excess liquidi ty of banks to con tain 

inflationary pressure of the economy. Accord ingly 91-day Bang ladesh Bank Bill 

was introd uced in December 1990 to fulfill this objective. Banks, fina ncial 

institu tions, corporate bodies and individ uals are allowed to purchase these bills 

through tender. 

Legal Reforms: A suitable and effective legal framework is of crucial importance 

for the central bank in order to enforce prudential regulation on the fi nancial 

insti tu tions in the economy. Because, if, d ue to lack of suitable and effec ti ve legal 

framework, banks cannot take necessary actions against defa ult borrowers, flow 

of cred it in the financial system would be d isrupted . In order to enable financia l 

institutions, especia lly banks, to resort to legal actions in case of non-paymen t of 

loan, a variety of legislations were enacted. These legal reform are as follows: -

4 Risk-based Capital Adequacy Plan is presented in Appendix-2 .C 
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i. Before 1990 banking companies in Bangladesh were guided by the 

Bank Companies Act-1962 which became outdated wi th respect to 

meet the needs of private banks and NCBs in the changed 

env ironments and called for a change. As a result it was rep laced by 

the Bank Companies Act-1991, which provides with wide range of 

power to Bangladesh Bank to deal with banking sectors' 

monitoring, regula tion and supervision. 

ii. Financial Institutions Act-1993, replacing Non-Bank Financial 

Institution Order-1989, was fo rmulated to deal with the affairs of 

Non-Bank Financial Insti tutions (NBFis). As per prov ision of this 

Act, cautious approach is taken to issue license for new NBFis and 

mo nitoring and supervision of the existing NBFis are made to 

ensure their so und operation. 

iii. In addition to the above, the Money Loan Court Act-1990; the 

Securities and Exchange Commission Act-1993; the Depository Bil l-

1999 and the Bank Depository Insurance Act-1999 have also been 

enacted to deal wi th problems in respective areas. Adequate 

number of fina ncial loan court has been created to deal exclusively 

w ith bank loan defaul ters. 

iv. Besides, suitable amendments of Bangladesh Bank Order-1972 were 

done to ensurE. Bangladesh Bank's regulation over all banking and 

non-banking financial institu tions (NBFls). The Bank Companies 

Act-1991, the Money Loan Court Act-1990, the Securities and 
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Exchange Commission Act-1993 and the Nego tiable Instruments 

Act of 1881 were amended in the light of the experience of their 

applications and as, the Insolvency Act-1920, the Insolvency Act, 

Dhaka-1909 were found to be totally inadequate to deal with the 

problem of bankruptcy, a new Bankruptcy Act was passes in 1997 

(Choudhury 2000). 

Strengtheniug of Ceutral Bauk: For efficient mone tary management existence 

of a strong Central Bank is of crucial importance. FSRP placed due emphasis on 

this aspect of monetary affairs of the economy. A full-fledged new department, 

called Monetary Management and Technical Unit, is es tablished with the 

responsibilities of formula ting monetary, credit and reserve money programs, 

in terest rates and exchange rate policies. The unit also monitors the 

developments in the fields of money and banking. A Credit Information Bureau 

(CIB) has bP.en set up to provide ready information on default borrowers to the 

banks. The following steps were taken to strengthen the institutional capability of 

Bangladesh Bank:-

v. The Bangladesh Bank has been empowered to issue license, monitor 

and supervise the activities of NBFis through the Financial 

Insti tutions Act-1993; 

vi. The appointments of Chief Executive Officer (CEO) of PCBs have 

been made subject to the approval of Bangladesh Bank and 

Bangladesh Ba.nk has been given the power to remove the 
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directors/ board of directors of PCBs under the Bank Companies 

Act-1991; 

vu. The appointments of chairmen, managing directo rs and directors of 

NCBs and government owned financial institutions have been 

made subject to the approval of Bangladesh Bank and Bangladesh 

Bank has been given the authority to recommend the removal of 

members of the board of directors of NCBs; 

viii. Approval from Bangladesh Bank has been made necessary in cases 

of large loan exposures of banks and financial institutions, and 

ix. The Bangladesh Bank has been empowered to impose penalty 

without resorting to co urt proceedings. 

Streugtheuiug of bauk supervisiou: Bank supervision is necessary to ensure the 

inte rmediation function of banking institutions properly. Before 1990, bank 

superv ision focused on the implementation of economic directives, or to ensure 

banking acti vi ties in compliance with government directives (Choudhury et al 

2000). Since 1990 bank supervision has become concerned more with prudential 

aspec ts and less on economic aspects. FSRP introduced a number of measures to 

strengthen the bank supervision function of Bangladesh Bank. Some important 

aspec ts of bank supe rvision introduced by FSRP a re as follows:-

1. Off-site supervision has been introduced and a unit has been set up for 

this purpose in the Department of Banking, Operation and 

Development. Off-site supervision is conducted through monitoring 

reports and statements submitted by banks to Bangladesh Bank. The 
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centra l issue of off-site supervision is to ensure overall soundness o f 

the banks. The banking system in Bangladesh suffered a serious se t 

back d ue to widespread loan default which resulted in a substantia l 

ca pital erosion. This trend is a serio us threat to the viability of the 

banking system and as such early warn ing system on the basis of 

CAMEL rating has been introduced by Bangladesh Bank, which form 

the most essential element of Off-site supe rvision (Moral, 2000) . 

According to CAMEL, overall strength of a bank is determined o n the 

basis of information collected from individual bank with respec t to 

rapita l adequacy, Asset quality, Management effec tiveness, ~arning 

performance and 1,iquidity, which is known as CAMEL rating. O n the 

basis of this rating Bangladesh Bank has started giving Early Warning 

Signal (EWS) to banks wi th unsatisfactory rating. 

2. To help in asset qua li ty supervision, one Credit Informa tion Bureau 

(CIB) has been set up in Bangladesh Bank. The main function of CIB is 

to supply report to the commercial banks about the s tatus of a 

borrower with regard to his liabilities outstandi ng with any other 

banks before co nsidering his loan proposal. The aim of CIB re port is to 

avoid duplication of credit facility, to avoid credit facilities to 

defaulters and to justify the status of the borrowers. 

3. Lending Risk Analysis (LRA), another aspect of bank supervision, is a 

new management and opera tion tool for improving the credit risk 

calcu latio n initiated by FSRP in 1993. It focuses on the determination of 
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the degree of risk of non-repayment of loan by a particular loanee and 

thus has been helping bank managements in taking loan decisions on 

the basis of this ana lysis. It has been made mandatory for all banks to 

follow this technique for loan above Tk. 1.00 crore. Even some banks 

are using this technique for gran ting loan below this limit. Sonali and 

Janata banks have reduced the LRA limit from Tk.1.00 crore to Tk.50.00 

lac. Agrani bank uses this technique for loans above Tk.25.00 lac, 

followed by National Bank Ltd. for Tk.20.00 lac, Rupa li bank has 

reduced th is limit to Tk.75.00 lac (Moral, 2000). According to FSRP's 

own es ti mate, as on July, 1995, around 1500 new large loans (of CBs) 

have been sanctioned by applying LRA technique (Choudhury et. al; 

1996). Throu gh determining a particular risk level, the LRA technique 

is supposed to ensure that low risk borrowers should pay lower 

lending prices and high-risk borrowers should pay higher prices as risk 

premium. 

4. One of the prime causes of loan default is extending cred it to 

privi leged group. This group may consist of insider parties or 

individuals or firms connected through ownership or wi th the abili ty 

to exert control-directly or indirec tly. Such credits generally do not 

meet the same s tandard as that extended to outside borrowers and the 

amount of credit often exceed prudent limit. In order to supervise this 

issue and prelude the problem of connected lending Banking 

Companies Act has been amended suitably. 
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revamping compensation packages with sound personnel policy and human 

resource development in line with Bangladesh Bank, formation of an Asset 

Management Company for carving o ut bad loans or appointment of recove ry 

agents, financing large loan through syndication/consortium, inc rease of fee 

based income etc. 

D. Restructuring of Legal Framework: BRC/CBRP recomme nded training for 

the judges of courts that deals with loan defaulters. Besides, to prevent 

connected lending some new a mendments have been p roposed by 

BRC/CBRP, such as 

1. the directors who are removed for being loan defaulter will not be 

reinstated before loan repayment; 

11. the loan defaulter d irec tor should be compulsorily notified by the 

concerned bank management with in 60 days of overdue, failing 

which will enta il a punishment of one month imprisonment or a 

fine of Tk.25,000.00; 

m . rescheduling of directors' loan more than two times without the 

permission of Bangladesh Bank has to be prohibited; 

iv. interes t waiver not only for direc tors but also for other parties has 

a lso been sugges ted to be prohibited; 

v. BRC/CBRP a lso suggested penalizing the violation of Bank 

Companies Act-1991 with regard to interes t waiver a nd providing 

loans to directors. 
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In the light of the above financial sector reform initia tives/ measures, Bangladesh 

Bank, from time to time, has taken necessary actions/steps to bring about discipline 

in the banking sector. Some important measures are described under:-

a. In order to monitor loan and advances extended to different government 

institutions, au tonomous and semi-autonomous bodies, non-financial public 

enterprises and the ir units, Bangladesh Bank made it mandatory for al l banks 

to submit monthly statements of loans a nd advances given to these bodies to 

Bangladesh Bank (BCD Circular Letter No.31, December 14, 1992). 

b. Maximu:n limit of creel.it facility for directors of private banks or their 

relatives is d e termined to be Tk. 50.00 lac in case of contingent credit in the 

form of performance bid, bid bond or guarantee and Tk.10.00 for cash facility 

in the form of cash credit, overdraft, pre-shipment credi t etc., provided total 

of cash and contingent credit must not exceed Tk.50.00 lac (BCD Ci rcular 

Letter o.02, 13-01-1993). 

c. Q uarterly statement of credit faci lities extended to direc tors of private banks 

is made mandatory for all private banks (BCD Circular Letter No.07, 02-03-

1993). Private banks are also instructed to give undertaking to the effec t that 

no director or his affiliated establishment has availed of any credit facility 

other than mentioned in the quarterly statement (BCD Circular Letter No.10, 

16-03-1993). 

d. A uniform New Loan Ledger Card (NLLC) was introduced under FSRP to 

monitor loan after disbursement. But the implementation of this system was 

not encouraging. Ins tead of uniform NLLC, Bangladesh Bank allowed 
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individua l banks to maintain each loan account bringi ng about change in 

LLC so tha t th ree colu mn a re maintained to show principa l, inte rest and 

total outstanding (BRPD ~ ircu la r Lette r No.03, 19-04-1999). 

e. Bangladesh Bank specified some conditions (vide BRPD Circular Letter No.11, 

dated 04-05-1999) while appointing advisers of a ny bank to be followed by 

each banking institution in order to enhance the operational efficiency of 

banking companies and prohibit connected lend ing. Conditions tha t mention 

worthy are: 

i. The person nomina ted fo r the post o f ad v isor must have minimum 

15 years of experience in any bank/ financial institution as executive 

and minimum 10 years of experience in a h igher management 

position; 

ii. Office bearer of any poli tica l party shal l not be deemed to q ualified 

for the post of advisor; 

iii. The person nominated for the post of advisor must not have any 

crimi na l record in his career. 

iv. A person cannot hold the position of advisor mo re than two years. 

v. In case of such appointment prior written perm1ss1on must be 

obtained from Bangladesh Bank 

f. As a part of interest ra te deregula tion following changes a re made in 1999: 

Interest rate bands on cred it to agriculture, export and small & cottage 

industries were de termined by Bangladesh Bank vide BCD Circula r 

o. 07, dated 25-04-1994. De termina tion of interest rates on small & 
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cottage industries (v ide BRPD Circular Letter No.OS, dated 12-07-1999) 

and export (vide BRPD Circular o.06, dated 26-07-1999) are left on 

individual banks. 

g. Bangladesh Bank imposed res trictions o n credit ex tended to the directors of 

private banks or to their relatives in s uch a way that directors or their 

relatives shall not be allowed credi t more than 50% of their subscribed capital. 

In case of credit exceeding th is amount, prior permission from Bangladesh 

Bank is made essential (BRPD Circu lar Lette r No.07, 05-08-1999). Bangladesh 

Bank also imposed restriction on release of securi ty of directors of private 

banks or the ir relatives against credit extended to them without prior 

permission from Bangladesh Bank (BRPD Circular Letter No. 11, 20-09-1999) . 

h. To streng then bank supervision Bangladesh Bank decided to prepare off-site 

su pervision s tate ment on quarte rly basis instead of semi-annual basis (DBOD 

Circular Letter No.03, dated 07-12-1999). 

1. To strengthen loan monito ring Bangladesh Bank, has made it mandatory for 

all banks to collect CIB report before sanctio ning, renewing and re-scheduling 

of large loan in favor of an y borrower (BRPD circular No.13, dated 26-10-

2000). 

J. When loans and advances of a bank are concentrated in a certain person or 

group of person and when those loans are not regularly repaid risk of that 

bank increases to a large extent. For this reason Bangladesh Bank imposed 

restriction (vide BRPD Circular Letter No.13, dated 10-10-2000) on the limit of 

large loan on the basis of total classified loan of respective banks as follows: 
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Table:2.2: Large Loan Limit 

Percentage of classified Joa n 

Up to 5% 
From more than 5% to 10% 
From m ore tha n 10% to 15% 
From more than 15% to 20% 

Mo re than 20% 

Maximu m amoun t of la rge Joa n as a 
p e rcentage of to ta l loa ns a nd advances 

80% 
60% 
--10% 
30% 
20% 

Source: BRPD Circular Letter No.13. 

That is, a bank whose classified loan is not more than 5% of to tal loan can 

sanction large loan up to 80% of its total loans and advances. Similarly if more 

than 20% loan of any bank become classified, it can sanction maximum 20% of 

its total loans and advances as large loan. 

k. In order to encourage good borrowers and discou rage bad borrowers 

Ba ngladesh Bank introduced differential interest ra tes on d iffere nt borrowers 

on the basis of ri sk attached to them. Maximum amount of interest rate 

di ffere ntial between a good borrowe r and a bad borrower was se t (vide BCD 

Circula r Le tter No. 2/ 8/1 . dated 12-06-1991) to be 2% . This rate is increased to 

3% in 2001 (vide BRPD Circular Letter o. 21, dated 01-11-2001). 

I. Fund dive rsion in an impor tan t source of loan default. When a borrower uses 

fund in the pu rpose other than the purpose the loa n is granted for, the loan 

becomes classified due to non-payment of outstanding amount. To prevent 

this sort of loan d efault from ta king place Bangladesh Ban k, vide BRPD 

Circ ula r Letter No. 01, dated 13-01-2003, instructed a ll banks not to consider 

the application for rescheduling of this type of loan. 

m. Ensurin£ capital adequacy was an importa nt aspect of FSRP. In this respect 

the la test amendment of Bank Company Act-1991 in enacted in March 10, 
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2003 as Bank Company Act-2003 wherein, by amending sec tion-13 of Bank 

Company Ac t-1991, it is made compulsory for all banking companies 

func tioning in Bangladesh to maintain Tk.100.00 crores as subscribed capital 

and reserve fund . However, if any bank does not meet th is requirement, it has 

to make up the shortage of capita l in the following manner: 

i. 50% of capi tal shortage will have to be made up within o ne year; 

11. The rest 50% will have to be made up within the next one year; 

ii i. No bank shall be allowed to distribute dividend during the period 

it runs capita l shortage. 

iv. In case of foreign banks, they shall not be allowed to re patriate 

profit and their capital shortage will have to be made up by 

im porting capital from ab road. 

Besides, banks can consider issuing !PO or right shares or merging with other 

ban ki ng company to meet up the capita l sho rtage (BRPD Circular Letter No.10, 

dated 30-03-2003). 

The reform measures described above are not exhaustive. It is a continuous 

process. As a part of this continuous reform initiative another project has been 

approved by the World Bank entitled "Central Bank Strengthening Project" for 

Bangladesh on June 19, 2003. The objective of the projec t is to achieve a strong and 

effective regu la tory and supe rvisory system fo r Bangladesh's banking system, which 

will be accompl ished by supporting the overal l streng thening of Ba ngladesh Ba nk to 

enable it to play its due role as the country's monetary authority and bank regula tor 

and supervisor (www.wb.org). 
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Chapter - Three 

METHODOLOGY 

This chapter contains methodology of the research study. The objectives of the study 

are to examine the behavior of financial intermediation in terms of volume and 

efficiency before and after 1990. After desc ribing data sources, theoretical framework 

of the regression model for volume of Fl is described. Afte r specifying the 

econometric model, two diagnos tic tests procedures are prese nted . Finally statistical 

procedure to test the d ifference of efficiency of Fl before and after 1990 is described. 

3.1 Sources of data 

This research study is based on published data. Majority of data have been taken 

from various issues of Econo mic Trend, published by Statistics Department, 

Ba ngladesh Bank. Some data have also been take n from International Financial 

Statistics (IFS)-2003 online edition (www.imf.org). Data that have been taken from 

Econom ic Trend are (i) Broad Money (M2), (ii) Private Credit (iii) Demand Deposit, 

(iv) Time Deposit (Quasi-Money), (v) Rese rve Money, (vi) Nominal Exchange Rate, 

(vi i) Deposit Rc-.te (Weighted ave rage deposit ra te of different types of deposi ts) and 

(viii) Lending Rate (Weighted average lending rate of different types of loans and 

advances). Data that have been taken from International Financial Sta tistics are (i) 

Export of Goods and Services, (ii) Import of Goods and Services, (iii) Gross Domestic 

Product (GDP) and (iv) GDP Deflator (1995=100). 

Al l data are o f annual frequency. Quarterly or monthly data on GDP is not available 

in Bangladesh. The analysis would have been improved had higher frequency GDP 
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d a ta been available. All other data are avai lable in quarterly freque ncy. But as GDP 

data is not available, yearly data from 1974 to 2002 are used in the ana lys is . 

3.2 Specification of the model 

3.2.1 Measures of financial intermediation 

Any a tte mpt to assess the re latio nship be tween Fl and othe r m acroeconomjc 

variables faces a d efinitiona l problem - what FI is. According to Levine et al (2000) an 

ideal m easure of financial d evelopment or Fl should re flec t the abi lity of different 

fina ncial system s to resea rch and identify profita ble ventures, mo nito r and con trol 

manage rs, ease risk ma nagement a nd facili ta te resource mobilization. According to 

this v iew a single ind icator is no t sufficient to refl ec t the function of Fl. 'In m os t 

empirical studies some electivity is usually exercised in ch oos ing which m easures to 

employ si nce some a re m o re accepta ble than othe rs for different countries and in 

some cases poor d a ta may fu rther constraint the choices' (Aziakpono, 2003). On the 

basis of the availability of data fo llowing m easures of FI a re conside red primarily: 

i. Money as a percentage o f GDP 

11. Bank Deposit Liab ili ti es as a percen tage of G DP 

iii. Domestic Cred it as a percentage of GDP 

1v. Private cred it as percentage of GDP 

(i) Money as a percentage of GDP (MG): The most commonly used measure of FI 

is the sha re o f some broad measure of m oney stock, usually M2, in the nominal 

income, i.e. nominal GDP (King and Levine,1993a, 1993b; Wood, 1993; M urinde a nd 

Eng, 1994; Lyons and Mu rinde, 1994; Agung and Ford 1998). The m easure shows the 
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real size of a growing economy in which money provides valuable pay ment and 

saving service. The narrow money stock (Ml ) best reflects the payment service while 

the broad money stock (M2) reflects the saving and precautionary functio ns. Narrow 

money balance shou ld rise with economic transactions bu t broad money should rise 

at a faster pace if financial deepening is occurring (Lynch, 1996). As noted by Wood 

(1993) an increase in the share of M2 in GDP re flects a highe r degree of division of 

labor and specialization in both real and financial sector. 

Though commonly used these measures and especia lly the use of narrow 

money aggrega te have a number of limita tions that may make them poor indicator 

of the vo lume of FI. Aziakpono (2003) noted tha t the use of na rrow money as a 

percentage of income (GDP) as a proxy for FI could be criticized on the ground that a 

high level of monetiza tion is mos t likely the result of fi nancial underdevelopment, 

while a low level of monetization is the result of a high degree of financ ia l 

sophistication which allows ind ivid ual to econo mize on their money ho lding. Lynch 

(1996) no ted that monetary aggregate might be mislead ing, since they may indicate 

monetization rathe r than financial sophistication. Bearing in mind some of these 

limita tions, De Gregorio and Guido tti (1995) suggest the use of a less liquid 

monetary aggregate (M2 or M3) as a proxy fo r financial intermedia tion. In the 

present study, broad money (M2) as a percentage of GDP (MG) is used as the proxy 

for the vo lume of FT. 

(ii) Bank Deposit Liabilities as a percentage of GDP(BDG): This provides an 

alternative to MG especially when dealing with developing economies. This is 
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because in developing countries a large component of broad money is in the fo rm of 

currency he ld outs ide the banking system. Therefore a rising share of M2 in GDP 

may reflect the more extensive use of currency than an increase in the volume of 

bank deposit. Therefore, bank deposit liabilities which excl udes currency outs ide the 

banking system from the broad money may provide a better measure of financial 

depth and thus of the ove rall size of FL Despi te its improvement over MG, th is 

measu re has been criticized on the ground that it may not accurately gauge the 

effectiveness of the financial sector in ameliorating information asymmetries and 

easing transactions costs (Levine et a l, 2000). However under the assumption that the 

size of financial intermediary sector is positively correlated with the provision and 

qual ity of financial services, many researcher have used this measure of Fl 

(Goldsmith,1969; King and Levi ne, 1993a; and McKinnon 1973). In the present study 

sum of demand and time deposit is used to denote tota l bank deposit liabilities. 

(iii) Domestic Credit as a Percentage of GDP(DCG): This proxy fo r FI represents 

domestic assets of the banking sector. This is the major item on the asset side of the 

consolidated balance sheet of the financial sector. It tries to capture the uses of 

deposits with the financial sector. It is expected to increase in response to improved 

price signals represented primarily by the establishment of positive real inte res t rate. 

(iv) Private Credit as a percentage of GDP(PCG): This is closely related to DCG. It 

provides a more d irect measure of the volume of Fl than DCG. It iso lates credit 

issued to the private sec tor from credi t issued to government agencies and public 

enterprises. 1 t also excludes credit issued by central bank (Levine et al, 2000). The 
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underlying assumption is that credit ex tended to the private sector generates 

increases in investmen t and productivity to a much larger extent than do credit to 

the public sec tor. lt is also argued that loans to the private secto r are given under 

more stringent conditions and tha t the improved quality of investment emana ting 

from financial intermediaries' evaluation of project viability is more significant for 

private sec tor credits (Levi ne a nd Zervos, 1998; Levine, 1998). In general this 

measure of Fl is preferred to DCC. 

Considering the practical importa nce, three measures of FI discussed above 

(excluding DCG) are used in this study as dependent variables. 

3.2.2. Determinants of Financial Intermediation 

Two approaches are commonly used in analyzing the determinan ts of financial 

intermed iatio n, na me ly (i) [nstitu tiona l/structu ra l approach a nd (ii) Macroeconomic 

approach. The institu tio na l approach focuses on such facto rs as ca pita l adequacy 

ra tio, minimum reserve requirements, non-performing loans, property rights, legal 

environments, accounting standards, transparency and taxation issues, 

concentration ratio and inside information problems. On the other hand 

macroeconomic approach focuses on such factors as income growth, interest rate 

measures, infla tion, exchange rate e tc. (Rother,2000; and Garc ia and Liu, 1999). 

Though both ins titutional and macroeconomic approaches a re important for 

ana lyz ing financia l intermediation, accurate data relating to ins titutional a pproach 

are difficult to obtain in developing countries like Bangladesh. For example data on 

property rights, legal environmen t, accou nting sta ndards, transpare ncy and 

specially, inside information are not ava ilable in desired form and accuracy. For this 
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reason the present resea rch study fo llows macroeconomic approach in analyzing 

financial intermediation in Bangladesh. Following macroeconomic variables are 

considered as the determining factors of financial intermediation. 

(i) Economic growth(GR): A large and growing body of literature have 

demonstrated the strong link be tween financial sector and economic growth over the 

last two decades. But opiruon d iffers o n the direction of ca usality. Because high rate 

of economic growth is positively associated with a higher rate of fina ncial 

intermediation, it does no t fo llow that high Fl is the cause and economic growth is 

the effec t (McKinnon,1989). Four school of thoughts a re found on this issue: 

a. Fl and economic growth are not causally related: According to this view observed 

correlation between FI and economic growth is merely the result of a historical 

accident. As economies grow, so do their financial sectors, where each is influenced 

by separate external fac tors. While modern economic growth is governed by real 

factors, the financial development is rooted in the his tory of financia l institutions. 

This view is supported by Graff (2001). 

b. Fl causes economic growth: According to this view effec tive Fl causes accelera te 

economic growth. Financial sector transfers resources from low-growth sectors to 

modern hig h growth sectors and thereby accelerate econo mic growth by promoting 

and stimu lating entrepreneurial responses in those high-growth secto rs. Provided 

that there is no real impediment to economic development, sophistica ted financial 

system can genera te high and sustained rates of economic growth. This is known as 

Supply side Hypothesis as resources required for economic growth a re supplied 
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though financial sys tem . McKinnon (1973), Shaw (1973) and King and Levine (1993a, 

1993b, 1993c) support this view. 

c.FT follow s econom.ic growth: This school of thought views the demand for financial 

services as de pendent upon the growth of real output. Thus the creation of modern 

financial insti tu tions and fi nancial services a re the responses to the demand for these 

services by investors and savers in the real economy. The financial system adap ts 

itself to the financial needs of the real sec tor and fits in wi th its autonomous 

development playing a relatively passive role in economic growth process (Garcia 

and Liu 1999; Berthelemy and Varo udakis 1996). 

d. Relationship between FI and economic growth is reciprocal: According to this 

view economic growth makes the development of FI system profitable. The 

establishment 0f efficient financial system in turn permits faster economic growth. 

By specializing in fund pooling, risk d iversification, liquidity management, and 

project evalua tion and monitoring, the financial system improves the efficiency of 

capital a lloca tion and increases the productive capacity of the real sec tor 

(Aziakpono, 2003) 

From the above discuss io n it is clear tha t there exists h igh positive correla tion 

between Fl and economic growth, but there is differing views as to the direction of 

causality. However in order to get rid of this confusion, Granger causality test is 

performed to ascertain whether economic growth causes financial development. 

Accordomgly fo llowing regressions are run to test the causa lity between economic 

growth and FI: 
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n m 

Y, = L aS,-i + L PJFI,_j + tt11 (i) 
1=1 .I I 

11 m 

FI, = L aY,-i + L PJFI,_j + ll 11 (ii) 
1=1 ;=I 

Where, Y1 CDP growth ra te in rea l term 

= Indicator of financia l intermediation 

As Granger causality test is very sensitive to the number of lags used in the 

analysis (Gujarati 1995), optimum lag length are de termined by applying Schwarz 

cr ite rion (SC). According to this criterion optimum lag length m is found by 

minim izing the function 

SC = ln a.2 + mlnn, where 6 2 is the maximum likelihood estima te of a 2 (RSS/n). 

The analysis shows that there is un idirectional causality from Fl to Y. For this reason, 

the variable economic growth is no t incl uded in the regress ion mode l. 

(ii) Interest Rate Differential (ID): Interest rate d ifferential or interest rate sp read, as 

measured by the difference between lending and borrowi ng rate, is a measure of 

competitive fina ncial system. In a compe titive system the spread represen ts the cost 

of FI and is good m easure of efficiency in the banking sec tor as it describes the 

transactio n costs in the secto r (Graff 2001). A compe titive banking sector faci lita tes 

FI, so the re ex ists a negative relationship be tween Fl and interest rate diffe rential 

that is, high er spread means less competitive banking sector a nd less FI an d the vice 

versa. 

(iii) Exchange Rate (ER): Bangladesh followed fixed exchange ra te policy until it 

moved in to flex ible exchange rate regime recently. From time to time Banglad esh 
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taka has been devalued against dollar. Inclusion of nominal exchange rate in the 

model is based on the premise that devalua tion of currency has important influence 

on real sec tor. There is an impressive body of litera ture that shows tha t devaluation 

lowers both aggregate demand and supply and thus the level of output (Agenor and 

Montiel 1996; Kamas 1992; Lizondo and Montiel 1989). Devalua tion lowers 

aggregate d emand through d iffe rent channels. For example it raises price level and 

creates a negative real balance effec t (Bruno 1979; Gylfason and Schmid 1983; 

Gylfason and Radetzki 1985; Hanson 1983), it also raises nominal interest rate and 

lowers investment (Bruno 1979; van Wijnbergon 1986). Deval uation a lso lowers 

output through a number of channels, for example it increases the cost of imported 

input (Bruno 1979; Gylfason and Schm id 1983; Gylfason and Radetzki 1985; Hanson 

1983), it increases the cost of working capital because of reduc tion in working capital 

(Bruno 1979; van Wijnbergon 1986) and it increases wages due to indexation to 

goods prices (Edwards 1986; Gylfason and Risager 1984; Hanson 1983; van 

Wijnbergo n 1986). 

On the other hand arguments have also been p laced in favor of devaluation. 

World Bank and IMF has a strong fai th in deva luation as an instrument fo r both 

expanding output and reducing trade defic it in developing cou ntries (Hossain 2000) . 

Accord ing to The Australian Dependent Economy Model of deva lua tion developed by 

Trevor Swan (1960) and W. Salter (1959), devaluation expands o utp ut by both 

ind ucing an efficient allocation of reso urces from non-tractable sector to tractable 

sec tor and changing the composition of private spending between domestic and 

foreign goods and services (Agenor and Montiel 1996). Sta rting from a si tuation o f 
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sub-optimal alloca tion of resources, any shift of resources from the non-tractable to 

tractable sector would be productive enhancing (Hossain 2000). The reason is that the 

tractab le sector remains under international competitive pressure, and this leads to 

the introduction of productive enhancing techno logy, management practices and 

ski lled labor in the production process (Sachs and Larrain 1993). The World Bank 

a nd IMF are also op ti mis tic tha t d evalua tion is effecti ve in improving the trade 

balance posi tion of a developing country by increasing export a nd loweri ng im ports. 

The im pact on the real sector of a n economy of exchange rate devalua tion, as 

explained by d iffe ren t studies mentioned above, will be reversed when cu rrency is 

revalued, i. e. whe n the number of domes tic currency per fo reign currency is 

reduced. Therefore, the impact of exchange rate on Fl is not clear a priori. It might 

have positive or negative relationship with exchange rate. 

(iv) Inflation (I): In gene ra l inflation is considered as a measure o f macroecono mic 

sta bili ty /vola tili ty. Theoreti cally macroeconomic volatility will have nega tive impact 

on FI. Savers have low incentive to save as they expec t a fall in the value of thei r 

wea lth wi th r ising inflation. O n the other ha nd borrowers tend to de ma nd more 

credit since they ex pect to pay less in real terms in future. However, banks in an 

attempt to cov2r the cos t of infla tio n while provid ing additiona l FI will tend to 

increase lending interest rate, which in turn reduces demand for credi t. Several 

empirical studies have confirmed this pred iction by obta ining a significant nega tive 

rela tionship between infla tion and FI (For example Boyd, Levine and Smith 1996; 

Garcia and Liu 1999 a nd Rother 2001). 

- 6 1 -



(v) Trade Openness(XM): Ginebri, Petrioli and Sabani (2001) find trade openness to 

have significant posi tive effect on financial development. Theoretically trade 

openness shou ld have ind irect effect on Fl through its effect on growth, but Ginebri, 

Petrioli a nd Sabani (2001), while working on Italian and Spanish data, find that trade 

fos ters financial development even when growth is kept constant. Thus trade 

openness evolves as an important determinant of Fl. Due to various liberalization 

measures undertaken, Bangladesh econom y is experiencing growing trade openness. 

So, this study includes the trade openness variable assuming a positive rela tionship 

with FI. 

(vi) FSRP: Finally the model includes FSRP as a dummy variable (D) representing 

financia.l sector reform measures undertaken since 1990. FSRP is expec ted to enhance 

Fl a nd hence a positive relationsh.ip is postulated between Fl a nd FSRP. 

From th e above description, the follow ing linear regression model is specified for 

es timation purpose: 

Fir= a1 + P1Flr-J + P2IDr + P1ERr + P,,Ir + PsXM, + flJ ----- ( l) 

where, 

Fl = 

10 = 

rate) 

ER = 

= 

XM = 

(P1 Ps >O and P2 P-! <O and p3 >O or <O) 

Measures of the volume of financial intermediation 

Interest Ra te Differentia l (difference between lending and borrowing 

Nominal exchange rate, i.e. number of units of taka per US dollar 

Inflation, measured by the growth rate of GDP deflator 

Trade openness (the sum of total export and import as% of G DP) 
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In order to capture the effec t o f financial sector reform measures, dummy 

variable method is applied in the study. The main objective of this study is to 

examine whether financial sec tor reform has brought abou t any change in financial 

intermediation in Bangladesh, that is, whether financial sector reform has brought 

about any structu ral change in the regress io n equa tion (1). This structural change 

can be due to a d ifference in the intercept values or the slope values or both. As the 

number of observation is small, this study performs the test of whether the intercept 

has been changed between the pre and post reform period (Details in Appendix-

3.A). The dummy variable is included in the regression model as under: 

FI,= o., + P,FJ,_, + P2ID, + P-1ER, + p4], + PsXM, + P6Dt + flJ (2) 

(~1 ~s ~ 6 >O and ~2 ~ -! <O and ~ 3 >O or <O) 

where, 

D A dummy variable representing Financial Sector Reform, which takes 

value 'O' for the period 1974-1989 and '1' for the period 1990-2002. 

3.3 Diagnostic checking 

3.3.1 Stationarity Test: The estima tion procedure begins with the examination of 

stationary property of the underlying time series data. By stationary it is meant that 

the mean and variance of a time series data do not vary systematically over time. In 

contrast a time series data is said to be non-stationary if its means and variance are 

variant with time. Besides, there may be serial correla tion between time series 

va riables if the data is non-stationary. Thus OLS es timation providing biased and 

inconsistent es timation of the parameters decreases the credibility of the regression 

output. So the first step is to exami ne the data for stationarity. Statistical tests tha t 
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are available for identifying sta tionary prope rty of time series data are Dickey-Fuller 

(OF), Augmented Dickey-Fuller (ADF), Phillips-Peron test, KPPS test. As Phi ll ips­

Peron test is the most powerful o ut of these tes ts, the present study relies upon this 

test. If d a ta have unit roots, the regress ion result will be reliable if data are co­

integrated. Engle-Granger (EC) co-integra tion test is cond ucted as under to check 

whe ther the data are co- integra ted. Residual fro m regression (i) is obta ined a nd OF 

u nit roo t test is performed as under 

yµ ,-1 + Et where,~µ , = µ, - µ ,-1 (ii) 

If the estimated T (tau) value (which is equivalent to t s ta ti stic in genera l OLS) 

exceed s Engle-Granger critical values at chosen level of significance, the conclusion 

would be that the estimated µ, is stationary (i.e. it d oes not have a unit root), and, 

therefore, de pendent and independe nt variables are co-integrated. 

3.3.2 Autocorre lation Test: One major problem often encountered whi le working 

with time series data is autcorrela tion. As the sample data in the present s tudy is not 

large Breusch-Godfrey (BG) tes t, also known as Lagrange Multiplier (LM) test, is 

employed here to examine whether au tocorrela tion exist in the data series because it 

has been suggested that BG test is s tatistically more powerful not only in large 

samples but also in finite or small samples (Gujarati 1995). The BG test assumes that 

the disturbance term µ, is genera ted by the following pth order autoregressive 

scheme 

µ , = p1 µ 1-1 + p2 µ1-2 + p:i µ1 -3 + ........ + Pr µ1-p + £1 (iii) 

whe re E1 is a purely random d isturbance w ith zero mean a nd constant variance. The 

Null Hypothesis Ho is: p1= p2 = p:i = .......... = PP =O 
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The procedu re of the test is as fo llows: 

1. First, regression models (1) is estimated and residuals (µ1) are obtained; 

2. ext these residuals (µ1) are regressed against a ll the regressors plus the 

lagged values of the estimated residuals. In choosing the number of lag of the 

resid ua l Schwarz (1978) Crite rion (SC) is followed. 

3. Finally regression (iii) is estimated by taking lag(s) of residual. The BG 

sta tistic, given by (n - p).R2 (where R 2 is obtained from step 2), fo llows x2 

distri bution wi th p degrees of freedom. ln case BC statistic exceeds x2 cri tica l 

value at the chosen significance level, the null hypothes is is rejec ted, which 

means there is au tocorrela tio ns in the residuals. 

3.4. Effectiveness of financial intermediation 

Effectiveness of financial intermed ia tion is the efficiency of the banking sector in 

mobilizing deposi ts and measured by both the (i) ratio of reserve money to total 

deposit and (i i) reserve money to quasi-money. In o rder to examine whether 

effecti veness of financial intermediation has been improved in the pos t-reform 

period, total period covered by the study is divided into two sub-periods: 1974-1989 

and 1990-2002. It is assumed that mean values of the measure of effectiveness of 

financial intermedia tion of these two periods are µ1 and µ2 respecti vely. Then 

sta tistical test fo r differences between means (small sample) is conducted to test the 

null hypothesis that there is no difference between the means that is µ 1 = µ2 against 

the alternative hypothesis tha t µ1 ;c µ2. It is assumed tha t the observations are 

normally dis tri bu ted with equal variance. 
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Chapter- Four 

FINDINGS OF THE STUDY 

Specification of regression model for estimation purpose is followed by some tes ts, 

such as Granger causality, unit root, co integration and multi- co linearity tests. 

Granger causality tes t is performed to ascertain the direction of causality between 

economic growth and financial intermediation and this is done in order to dete rmine 

whether economic growth variable will appear as an independent variable in 

regress ion model. As the models are linear models and will be solved by Ordinary 

Least Square (OLS) method, some assumptions regarding the data set are examined. 

As the data is of time series natu re, it is essential the data series to be stationary. So 

unit roo t test is performed for this pu rpose. It is assumed the da ta are free from the 

problem of heteroscad icity. If some of the independent varia bles a re highly 

correlated reliable estimation is not possible to obtain. So multicolinea rity is 

examined through correlation matrix. Then au tocorrela tion problem is checked in 

finally selec ted ind ividual models. The fo llowing analysis has been divided into two 

parts. In the first part different tests used to conduct the study have been considered. 

In the seco nd part the estimated results have been analyzed. 

4.1. Various Tests 

4.1.1 Granger-causaliti; test: Granger causality test results are presented in 

Append ix-4.A. From these resul ts it is confirmed tha t economic growth does not 

Granger causes financia l intermediation, rather financial intermediation Granger 

ca uses economic growth. That is financial intermediation precedes economic grow th, 

so economic growth can not appear as an independent variable in the regression 
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models. Accordingly economic growth (EG) variable is excluded from the regress ion 

models and three regression models are specified for estimation purpose as under: 

MG, = 

PCC, = 

a.1 + /J1MGt-1 + /J2ID1 + /33£R1 + /J.1I1 + {JsXMt + /36D1 + 1t1 (1) 

a.2 + /J1PCC 1-1 + /J2ID1 + /J::iER , + /J,il, + {JsXMt + /36D1 + µ2 (2) 

BOG, = a.3 + /J1BDG1-1 + /h lD1 + /hER , + /3-1 ft + /JsXM1 + /36Dr + 1'3 (3) 

Where (~1 ~s ~ 6 >O and ~ 2 ~ -1 <O and ~3 >O or <O) 

4.1.2 StatioanritiJ Test: Next data series are checked for their s ta tionarity property. 

Phillips-Peron unit root test is performed for this purpose a nd the test results are 

presented in Table-1. 

Table-4.1 : Unit Root Test 

Variable Test Sta tis tic 
Wi thout trend With trend 

MG 0.015082 -1.7975 
PCG -0.52730 -1.9015 
BOG -0.67072 -2.4989 
I -2.4475 -2.5924 
ID -2.4743 -3.7068 
XM -0.60693 -2.5942 
ER -0.13070 -2.4217 
A~y. Critica l value at 
10% significance level -2.57 -3.13 

From Table-1 it is clear that only fD (with trend) is s tationary. All other variables a re 

non-stationary a t level, that is, all other variables have uni t root. 

4.1.3 Co-integration Test: Unit root test results call for tes ting the long-run 

equi librium relationship be tween the variables. In other words, it wi ll be examined 

whether the variables are co-integrated. So Engle-Granger co-integration test is 

conducted and the following results are obtained: 
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L\µ1 = -0.98404µ ,-1 (Model-1) 
T = (-'..> .201) 
L\µ, = -0.83023µ1-J (Model-2) 
T = (-4.454) 
L\µ , = -1.0980µ1-1 (Model-3) 
T = (-5.756) 

Engle-Granger 1 %, 5% and 10% critical values of 1 (tau) statis tic are, - 2.5899, -1.9439 

and - 1.6177 respec tively. Since in a bsolu te term the ca lculated 1 va lues in the fo ur 

cases (5.201, 4.295, 4.456 and 5.756) exceed all of these critica l values, the conclusion 

is that the estimated µ,s are s ta tionary (i.e. they do not have unit root) a nd therefore, 

the variables in the models are co-integrated. 

4.1.4 Multicolinearity Test: Examinations of estimation res ults of regression mod el 1 

to 3 (presented in Appendix-4.A) raise the possibility of having high correla tion 

between some of the inde pendent va riab les, beca use desp ite high R2 a nd significant 

F ra tios, some t ra tios a re highly insigni fica nt. To check this, correla tion matrix, 

presented in Table-4.2, is exam ined. 

Table-4.2: Correlation Matrix 

lnOa tion 1.0000 

Exchan ge Rate -0.370?? 

lnleresl ra te differential 0.12357 0.071235 

Trade openness -0.49039 0.88142 -0.065166 

inflation Exchange rate lnlcresl rale 

differcnlial 

1.0000 

Trade 

openness 

From th is correla tio n ma trix it is seen that there is high correlation between 

trade openness (XM) a nd exchange rate (E R) (r 2:-.~1.ER is 0.88142). To avoid this 
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differential has positive sign, which is in contrary to the expectation. Financial sector 

reform dummy has negative sign, which is also contrary to the expectation. Results 

show tha t after financ ial sector reform measures a re undertake n, MG has been 

red uced almost 4.50%, which was supposed to have positive sign. 

The model is free from autocorrelation, because x2 value w ith 2 d egrees of 

freedom (i.e. optimum lag length is 2, see Table-4.A.7 in Appendix-4.A) and at 5% 

signifi cance level is 5.99147, that is, BG statistic (4.6950) does not exceed critical x2 

value in which case null h ypothesis of autocorrelation is rejected. Th is model also 

performs well in terms of i.ts explanatory power as ind icated by high R2 (0.9574) and 

adjusted R2 (0.9477). 

Table-4.3: Estimation Result of Regression equation l a and 1 b 

Variable/ constant ___ E_g...._u_a_t_io_n_-_la _ _____ E__,gL...u_a_ti_o_n_-l_b _ _ _ 
Coefficient 't' ratio Coefficien t 't' ratio 

CONSTANT 1.5634 0.2541 -1 .2954 -.1948 
MGi-1 0.7321.7 4.835* 0.95410 8.069* 
11 -0.13279 -5.360* -0.15244 -5.585* 
ER1 0.22283 2.388** 
ID1 0.30096 0.3883 0.45766 
XM1 .; ' 0.11365 
Di -4.4815 -2.908* -2.1605 
R2 0.9574 0.9490 
Adjus ted R2 0.9477 0.9375 
BG statistic6 4.6950 0.1328 

0.5421 
1.077 

-1.746*** 

Note : *: Significant at 1 % , **: Significan t at 5%, ***: Signi ficant at 10% 
In model (lb) exchange rate variable is dropped and trade openness (XM) is 

introduced . In this model, except interest rate differential and trade openness, all 

other variables are found to have statistically significant impac t on MG. Like model 

(la), coeffic ients of significant variables, except financial sector reform dummy and 

0 Optimum lc1g length of residual in calcu lating BG statistic for a ll models are given in Ta ble--l.A.7 
in Appendix---l.A 
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interest rate differen tial, have expected s igns. A 1 % increase (t-1) period's MG 

contributed to 0.95% increase in current period's MG. 1 % increase in current 

period's inflation rate decreases MG by 0.15%. Coefficient of inte rest rate 

differential, though not significant, is positive, which is contrary to the expectation. 

Financial sector reform dummy also has negative sign, which was postulated to be 

positive. Afte r financ ial sec tor reform, MG has dec reased by 2.16 %. 

This model is also free from the problem of autocorrelation, as BG statistic does 

not exceed critical x2 value at 5% significance level. High R2 and adjusted R2 values 

indicate that the independent variables explain the behavior of the dependent 

variable fa irly well. 

Estimation results of regression (2a) and (2b) are presented in Tabe-4.4. In model 

(2a), a ll variables, except interest rate differe ntial, have significant impact on the ratio 

of priva te credit to GDP (PCG) . A 1 % increase in PCG-1 increases PCG by 0.66%. 

Inflation's impact, though significant, on PCG is not so high. A 1 % increase in 

inflation reduces PCG by only 0.04%. Exchange rate's impact is considerably higher. 

1 % devaluation of taka against US dollar increases PCG by nearly 0.29%. Coefficient 

of Interest rate differential is neither sig nificant nor has expec ted sig n. Financial 

sector reform exerts nega tive impact on PCG, that is, PCG has been reduced by 

4.35% a fter fina ncial sector reform. 
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Table-4.4: Estimation Result of Regression equation 2a and 2b 

Variable/ con stant Eguation-2a Eguation-2b 
Coefficient ' t' ra tio Coefficien t 't' ratio 

T -2.0019 -0.3376 -6.9947 -1.127 

PCG1.1 0.65798 4.253* 0.90058 8.832* 
11 -0.040055 -2.022*** -0.037279 -1 .725*** 
ER1 0.28919 3.048* 
101 0.13954 0.1600 0.80749 0.9285 
XM1 0.23955 2.644** 
01 -4.3586 -2.973* -2.5470 -1 .873*** 
R2 0.9662 0.9635 
Adjusted R2 0.9585 0.9552 
BG s tatistic 1.05854 0.6265 

Note: *: Significant at 1 %, **: Sign ificant at 5%, ***: Significant a t 10% 

ln model (2b) al l va riables, except, inte res t rate differentia l, h ave sig nificant 

impact of PCG and coefficien ts of all variables, except inte res t rate diffe rential and 

financial sector reform, have expected signs. PCGt-1 has the highes t impact on PCGt. 

A 1 % increase in PCGt-1 leads to 0.90% increase in PCGt. Impact of inflation on PCGt, 

is, like model (2a), is very low here too. 1 % increase in infla tio n causes PCGt to 

decrease by o nly 0.037%. Trade openness (XM) contr ibutes to PCG significan tly as 

per expectation. 1 % increase in trade openness increases PCG by almost 0.24%. 

Financial sector reform measures did not improved PCG, rather it was red uced in 

the post reform period. In the post-reform period PCG has been reduced by nearly 

2.55%. 

BG statistics in both the models, which do not exceed critical x2 va lue a t 5% 

significance level, indica te absen ce of a utocorrelation in data. High R2 and adjus ted 

R2 in both models imply that the models a re quite re liable in terms of their 

explanatory power. 
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Estimation results of regression model (3a) and (3b) are presented in Table-

4.5. In model (3a) coefficients of all variables, except interes t ra te differen tial (ID), a re 

statistically significant. Coefficients of interest ra te differential va riable a nd financial 

sector reform dummy (D) do not have expected signs. One period lag value of bank 

deposit as a percentage of GDP (BDGt-1) has the highest impact (0.70%) o n its current 

period's value. Inflation's (11) impact is quite low. A 1 % increase in infla tion rate 

leads to 0.098% decrease in BDG1. Exchange rate has moderate impact on BDGt. A 

1 % devaluation increases BDGt by 0.21 %. In terest rate differential has higher impact 

(0.35%) than excha nge rate, but it is statis tically insignifica nt. Result shows tha t 

finan cial sector measures red uced BDGt during the post reform period by 4.21 %. 

Table-4.5: Estimation Result of Regression equation 3a and 3b 

Variable/ constant Eguation-3a Eguation-3b 
Coefficient ' t' ra tio Coefficient 't' ratio 

co STANT 0.44543 0.08947 -2.1123 -0.3647 
BDGt-1 0.70359 5.543* 0.95792 9.203* 
I 1 -0.09889 -5.482* -0.11694 -5.432* 
ER, 0.21629 3.034* 
101 0.35295 0.5459 0.57155 0.7642 
XM1 0.087774 1.036 
01 -4.2112 -3.464* -2.1362 -1.887*** 
R 2 0.9668 0.95792 
Adjus ted R2 0.9592 0.9448 
BG sta tis tic 4.5974 0.01266 

Note: *: Significan t at 1 %, **: Significant a t 5%, ***: Significant at 10% 

ln model (3b) in terest rate differential and trade openness are fo und to have 

insignificant impact on BDGt, of which trade openness has the expected sign. AIi 

other variables are found to be statistically s ignifica nt. Except financial sec tor reform 
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dummy, all coefficie nts have expected signs. O ut of these variables, 1 % increase in 

BDGt., causes BDGt to increase by 0.96% . Inflatio n's impact is not so large. 1 % 

inc rease in inflation rate leads to 0.12% decrease in BDGt. Though insig nificant and 

have wrong sign, interes t rate d ifferential's impact is quite subs tantial. 1 % increase 

in interes t rate d ifferential leads to 0.60% increase in BDGt. Impact of trade openness 

(XM1) is very minimum a nd insignificant. 1 % increase in trade openness causes BDGt 

to increase only by 0.09%. Financia l sector reform measures reduce BDGt 

significantly (2.14%) in the post reform period. 

Both models are free from au tocorrelation problem as their BG statistics does 

not exceed critical x2 value at 5% significance level. Also the models have quite high 

explanatory powe r as indica ted by their R2 a nd adjusted R2 values. 

4.3 Test of Effectiveness of Financial Intermediation 

Effectiveness of financial intermediation is m easured by both the (i) ratio of reserve 

money to total deposit and (ii) ratio of reserve money to quasi-money. If these ratios 

decrease in the post reform period, it will be concluded that the banking sys tem 

achieved grea ter effi cie ncy in mobi lizing deposits, that is, effectiveness of financ ial 

intermediation has been improved in the post reform period. In order to examine 

whether effectiveness of financ ial intermediation has been improved in the pos t­

reform period, total period covered by the study is divided into two sub-periods: 

1974-1989 a nd 1990-2002. It is assumed tha t mean va lues of the measure of 

effecti veness of fi nancial intermediation of these two periods a re µ1 and µ2 

respec tively. Then statistica l tes t for differences between means (small sample) is 
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conducted to test the null hypothesis that there is no difference between the means 

that is µ2 = µ1 agains t the alternative hypothesis that µ2 * µ1. It is assumed that the 

observa tions are normally distributed with equal va riance. The tests results 

(presented in Appendix-4. B) show tha t in case of ratio of reserve money to total 

deposi t null hypothesis Ho: µ 1 = µ2 is rejected a t 1 % significance level against the 

alternative hypothesis Hi: µ1 > µ2 which means effectiveness of financial 

intermediation as measured by this ratio has been deteriorated in the post reform 

period. In case of the ratio of reserve money to quasi money null hypothesis Ho: µ1 = 

µ2 is not rejected at 1 % significance level against the a lternative hypothesis H 1: µ1 < 

µ2 which means effectiveness of financial intermediation as measured by this ratio 

has not recorded any improvement during the pos t reform pe riod . Thus no measure 

does present any evidence that financial sector reform measures undertaken have 

improved the efficiency of the banking sector in mobi lizing deposits. 

4.4 Analysis of findings 

In general all models performed quite well in terms of their explanatory power as 

indicated by the adjusted R2. With regard to variables only interest rate d ifferential is 

fo und to be insignificant and has sig n contrary to expectation in all specifications. 

This resu lt indica tes that deposits and advances are not inte rest sensitive. For that 

reason, measu res of fi na ncial intermedia tio n does no t have statistically sig nificant 

expected relationsh ip with in terest ra te d ifferential. Another factor is also 

noteworthy in this respec t. In terest rate on deposit and advances are not de termined 

by marke t forces in Bangladesh. The behavior of commercial banks in the 

determination of interest ra tes on deposits and advances indicates that banks as a 
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group fix their interest rates at a uni fo rm level with minor deviations among the 

group of banks (Khan, 2001). Had interest rates been dete rmined by market forces, 

financial in termediation would have shown clear and predictable rela tionship with 

interest rate d ifferential. 

Inflation has statistically significant negative impact on all measures of 

financial intermediation as expec ted. Th is implies that increased macroeconomic 

instabi lity reduces the vol ume of financial intermediation. It has also nega tive 

impact o n economic growth. From Granger-causality tests it is found tha t financial 

intermediation Granger causes economic growth. Therefore, inflation exerts its 

negative impact on economic growth indirectly through financial intermediation. 

Positive and statis tically significan t impact of exchange ra te on all measures of 

financial intermediation supports the view that devaluation expands output by both 

inducing an efficient alloca tion of resources from non-tradable sec tor to tractable 

sector and changing the composition of private spending between domestic and 

foreign goods and services (Agenor and Montiel 1996). This positive impact on 

output of deval uation is channeled through financial intermediation. 

Trade openness has s tatistically significan t positive impact on priva te credit 

as a percentage of CDP. This is because increased imports and exports necessitate 

increased amount of credit in these sec to rs. Private credit is needed to finance 

importation of capita l machinery and raw materials for production a t home. O n the 

other side, exporting firms also need credit to facili ta te production required to meet 

increased export demand . For this reason trade openness has positive impact on 
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financial intermediation as measu red by the private credit as a percentage of GDP. 

Trade openness also contributed to the increased volume of broad money and total 

bank deposit, but they were not statistically significant. 

Coefficie nts of financial sector reform indicate that the vol ume of financia l 

sec tor reform has been decreased in the post-reform period as compared to the pre­

reform period. Tests of effectiveness of financial intermediation also indicate that no 

improvement has been recorded in the effectiveness of financial inte rmediation 

during the post reform period. Even the effectiveness has been deteriora ted when 

measured by the ratio of reserve money to total deposit during the post reform 

period. The reform measures were taken to enhance the efficiency of the financial 

system, main ly banking sector, by smoothing its intermediative function . But tha t 

objective has not been fulfi lled. Th is failure of financial sector reform measures to 

enhance financial intermediation may be assigned to the stringent regulation 

imposed on banking institu tions with regard to classifica tion, provisioning, capita l 

adequacy etc. on one hand and lack of effective lega l support to recover bad debts on 

the other hand. As banks do not have effec tive au thority to recover thei r bad debts, 

they became reluctant to extend credit to avoid the risks of being classified as 

p roblem bank by cen tral bank as per its off-site (CAMEL ra ting) and on-site 

supervision. This can be explained with the help of Table-13 below: 
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Table-4.6: Excess Reserve as a percentage of total deposit 

(Amoun t in Tk. Cr) 

Total Excess Excess Reserve as % 
Year Deeosil Reserve of TD 

1973-7-! 913.-! 39.9 -!.36829-l 
197-1-75 969.-! 38 3.91995 
1975-76 1067 36.-! 3.-!11-!3-l 
1976-77 1383.6 28.8 2.081526 
1977-78 1636.7 17.-! 1.063115 
1978-79 21-!6.7 36.7 1.709601 
1979-80 2551.5 106.8 -!.185773 
1980-81 3221.2 89.7 2.78-!677 
1981-82 3671.2 56.9 1 .5-!9902 
1982-83 -!759.7 0.6 0.012606 
1983-8-l 6829.5. 34 0.4978-l 
198-1-85 8811.3 135.2 1.53-1393 
1985-86 10385 106.8 1 .028406 
1986-87 12278.2 29-!.-! 2.3977-!6 
1987-88 13993 277.9 1.985993 
1988-89 16-162.5 191.8 1.165072 

,)i.c\_verage .· .. }:ft~Q,6.Q?,1;. 
1989-90 19109.3 114 0.5%568 
1990-91 21392.6 389 1.818386 
1991-92 2-!453.3 619.3 2.532583 
1992-93 27055.5 2290.1 8.-!6-l-!53 
1993-9-! 30987 3095.2 9.988705 
199-1-95 356-!7.2 1753.1 -!.917918 
1995-96 38561 1125.9 2.919789 
1996-97 -!3136.-! 167-!.-! 3.8816-!1 
1997-98 47715.7 2002.1 4.19589-l 
1998-99 5-!3-1:0.1 2611.3 4.805-!75 
1999-00 64586.4 2906.6 4.500328 
2000-01 75695.9 3271 4.321238 
2001-02 86075.3 5957.2 6.920917 
Averag_e 4.604915 

Source: Economic Trend, various issues. 

Excess reserve as a percentage of total deposit increased during the post­

reform period. During the pe riod 1973/74 - 1989/90 excess reserve, on average, was 

around 2% of total d eposit (demand deposit plus time d eposit), but this figure 

increased to around 5% during the period 1990/91 to 2001 /02. This implies that 

banks do not have enough suitable credit avenues that could be recovered without 
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putting the lending banks in trouble. This point is also supported by Choudhury, 

Moral and Banarjee (2000) as follows : 

Financial measures give greater freedom and autonomy to the banks in the fo rm of 

financial discipline (.rnch as loan classification and provisioning, applying LIU etc) 

to improve their quality of lending. 1he "autonomy " measures are supposed to raise 

the aggregate lending of banks. But, instead of raising, growth in lending has 

declined, because of more concerns of bankers regarding financial discipline. 

Excess reserve also leads to decline in deposit growth, because if banks can 

not earn income by lending deposits to borrowers, they will not increase their 

interest expenses on deposit by ,3.ccepting new deposits. 

During the period 1990/91 - 2001/02 the situation of classified loan did not 

improve a t a ll. From Table-4.7 below it is clear that classified loan as a percentage of 

total loans of the banking sector remained almost same in the years 1990/91 and 

2001 / 02. Moreover, du ring the periods 1992/ 93 - 1999/00 it shows steady increase 

in the amount of classified loan. Revised provisioning system causes classified 

amount to be so high. Bulk of this classified loan was bad/ loss, against which banks 

are required to maintain 100% provision, which, in turn, reduces their profit. 
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Table-4.7: Classified Loan: 1990/91 - 2001/02. 

(Taka in billion) 

Year Total Total Classified loans Bad/ loss as 
Loans classified loan as a % of total % of TCL 

(TCL) loans 
1990-91 177.12 46.21 26.09 NA 
1991-92 185.60 46.54 25.00 A 
1992-93 214.36 65.74 30.67 NA 
1993-94 244.28 85.16 34.86 NA 
1994-95 262.78 91 .56 34.85 N A 
1995-96 31 0.29 99.42 32.04 74.56 
1996-97 351 .00 110.54 31.49 74.31 
1997-98 462.27 173.32 37.49 80.42 
1998-99 312.95 199.03 39.18 87.62 
1999-00 342.04 238.79 41.11 86.47 
2000-01 552.65 164.84 29.83 89.01 

641.64 169.35 26.39 88.53 
ot available 

Source: Adhikary (2003). 

Had the legal env ironment relating to the recovery of bad loans been 

effective, banks could have extend loans and recovered them and kept their financial 

strength favorab le enough to be considered as good banks. 

Ineffec tive legal env ironment to deal with the default cases can be judged in 

terms of the performance of Artha Rin Adalat. Performance of Artha Rin Adalat 

(ARA), established as pe r Artha Rin Ada lat Ain-1990 to exclusively try suits rela ting 

to recovery of loans dues to banks and financial institutions, is not sa tisfactory. 

Haque (2003) in h is study on the performance of financial courts in Bangladesh finds 

that recovery of bad loans through ARA is very poor. For example, Agrani Bank, 

between December 1995 and December 2000 could recover only 8.00% of due 

amount through ARA. This legal process required to recover due loans consumes 

long ti me and huge amount of legal expenses. For Agrani Bank, cumu la tive legal 
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expenses for the above mentioned period was Tk.5.6 crores. Haque (2003) also shows 

the agi ng schedule of su its filed at ARA by Bangladesh Shilpa Bank (BSB). 

Table-4.8: Aging Schedule for Suits Filed as on December 31, 2000. 

Years Suils pending No. of % of total Amount % of tolal 
Sui ls claimed (Tk. Cr) claimed 

10 years and above 1788 24.63 42.32 -l.31 

Above 7 and below 10 years 1161 16.00 163.16 16.62 

Above 5 and below 7 years 1586 22.00 115.95 11.81 

Above 3 and below 5 years 1898 26.1-:1: 212.80 21.67 

Below 3 years 827 11 .39 -!-!7.71 -!5.59 

Tola! 7260 100% 981.97 100% 

Source: Haque (2003). 

From Table-4.8 it is seen tha t about one quarter of the sui ts filed are pending 

for mo re than 10 years and 88% of suits, filed for about 55% of total amount claimed, 

are pending for more than three years. During such a long period more asset 

stripping takes place by the borrowers a nd that is why so little is ac tually realized by 

ban ks (Haque 2003) . Besides, in terms of present value the amount recovered is of 

much lower value to the bank. This is a reflection of the overall recovery situation in 

the banking sec to r. Due to this inefficien t legal e nvironmen t banks can not realize 

their due amount, which soar their bad loan portfolio. 

So it is seen that after financial sec tor reform measures undertaken, effective 

legal support for the banking institutions were not built up. They do not take the risk 

of being classified as problem bank as per on-site and off-site supervision of 

Bangladesh Bank. If effec tive legal support is not available, negative effect of bad 
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loans are two fold: they raise the possibility of a banks categorization as problem 

bank and second, provision against bad loan reduces profit of the bank. Besides, the 

situa tion has been furthe r aggravated by the government's branch rationalization 

program under which many loss making rural branches has been closed down 

(Bhattacharya and Titumir, 2001). All these aspects contributed to the decline in the 

volume of financia l intermediation in the post-reform period. 
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Chapter- Five 

SUMMARY, CONCLUSION AND RECOMMEND A TIO NS 

This concluding chapter contains summary a nd conclusion of the thesis and 

recommendatio ns in the ligh t of the findings of the study. The chapter begi ns with 

summary and concl usion of the thesis which narrates how the e ntire research work 

is conducted in:::luding methodology and find ings. Next some recommendations are 

made based on empirical findings be tween FSR and Fl in Bangladesh. 

5.1 Summary and conclusion 

Financial sec tor of a country plays a cr itical role in the process of economic 

development by efficiently mobi lizing financial resources among the most 

prod uctive uses. Development of financial sec tor, by reducing information 

asymmetry and transaction costs, enco urages financial savings and investment. 

Since investmen t is critica l for economic development, growth impac t of financial 

intermediation (financial deepening) and development is significa nt. 

But this role of financia l sector in the development process of a country was 

overlooked until mid-1970s. According to the early development economis ts 

underdevelopment was caused primari ly by ma rket failure. So the policy 

prescri ption that fo llows th is view was to impose eco nomic regulation on financial 

sector in the form of interes t rate ceiling (which is often refe rred to as 'financial 

repression' ), selective credit allocation etc. This view of development economics 

came under severe a ttack with the publica tion of two sem inal works by McKinnon 

(1973) a nd Shaw (1973). These two litera tures generated a new dimension in the 
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analysis of economic development-financial deepening relationship. They suggested 

that financial deepening or development (depth or vo lume of financial 

intermedia tion) is an essential ingredient of the process of capital accumulation as 

reflected in savi ngs and investment ratios and their productivi ty. This, in turn, 

contributes to economic growth. 

Realizing th is importance of financial sector, almos t all countries, develo ped 

as well as developing, in the world have been undertaking reform measures since 

1970s. The major aim of financia l sec tor reform in developing countries were to 

li beralize the financial sector from repression w ith a view to improving saving­

inves tment process, that is, improving financia l intermediation and accelerating the 

process of economic growth through enhancing the efficiency of their fi nancial 

sectors. Before 1990 Bangladesh had a financially repressed economy. So, like othe r 

developing countries, Bangladesh also started adopting a number of financial sector 

reform measures since 1990 wi th a view to enhance the efficiency of her financial 

system to mobilize financial resources and channel them in profitable investment 

opportun ities. 

Research stud ies concerning financia l sector reform in Bangladesh so far 

conducted mainly focus on the impac t of d iffe rent financial sector reform measures 

on the overal l financial system. Hassan (1997) reviews the performances of FSRP on 

different financia l sector aspec ts like inte rest rate, bad debt and loan recovery, 

privatization of ban ks, central bank autonomy etc. Raquib (1999) makes an overall 

evalua tion o f FSRP. Brownbridge and Gayi (1999) assess the progress, constraints 

and limitations of FSRP in some selected LDCs including Bangladesh. Choudhury, 
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Moral and Banerjee (2000) evaluate the impact of refo rm measures on the fi nancial 

sector of Bangladesh, especially, on the banking sector. Chowdhury (2000) stud ies 

effects of national politics on the outcomes of FSRP. Specific attention has also been 

given in some studies. Kha n (2002) examines the evolutio n of monetary policy in 

Bangladesh in the pre and pos t reform period. Ahmed (1993) loo ks at the outcome of 

FSRP in respec t of interes t rate liberaliza tion measu re. La ti f and Bashe r (2000) 

studied the impact of FSRP on the s tability of mo ney demand function in 

Bangladesh. Among these, no s tud ies paid special attention to the issue of financial 

intermediation. Although two studies (Brownbridge and Gayi, 1999 and Choudhury, 

Moral and Banerjee, 2000) discuss the impact of FSRP on, among o ther aspects, 

financia l depth, it was in very limited fo rm. They simply took the ratio of M2 to GDP 

and compare them between pre and pos t FSRP period. No model build ing and 

econometric es ti ma tion of financia l in termediation. 

The role of financ ial intermediation in economic growth process is a 

recognized fact now. So, this issue deserves serious a ttention. Moreover, financial 

intermediation has not been examined through econometric modeling in the context 

of Bangladesh. Thus it remained an area yet to be investigated in detail. In this 

backdrop, the objectives of this research study were to examine the impact of 

fi nancial refo rm measures on the intermed ia tive role of the banking sec to r in 

Bangladesh. ln oth er words, th is study investigated whethe r the financial reform 

measures have improved the volume and efficiency of financial intermediation of 

the banking sec tor in Bangladesh. 
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Since the early 1980s many developing countries started liberalizing their 

financial sector as a part of wider structural adjustment programs. The prime 

impetus behind liberal izing financia l sector was financially repressed economy 

characterized by inte res t rate ceiling, government directives over allocation of credi t 

and government ownership of financia l institutions. 

Although ceiling on inte res t rate are mainta ined partl y to encourage 

investmen t, partly to redistribu te income and partly because government itself 

wishes to borrow cheaply, these ceiling in some countries have resulted in high 

negative real interest rate, especially in countries with rapid inflatio n. Ceiling on 

interest ra te hinders the growth of financial savings and red uce the efficiency of 

investments. The evidence suggests that government intervention in credit 

alloca tion, ano ther aspect of financial repressio n, has been an inefficien t way of 

redistributing income. Thus financially repressed eco nomy charac teri zed by 

administered interest rate, directed credit alloca tio ns and government ownership of 

financial institutions necessi tated introd uction and implementation of financial 

sec tor re form measures in developing countries. The most s ignificant liberalization 

programs fea ture an interes t rate policy, either in the form of interest rate 

libera liza tion or a more flexible manageme nt of administered in terest rate. 

Until the early 1980s, Bangladesh had a highly repressed financial sector 

charac te rized by administered in terest rate, government ownershi p of financial 

ins titutions, directed erect its e tc. It started reform ing its financial sector by 

denationalizing government owned bank and permitting private banks to operate in 

the financial sec tor in the early 1980s. But these refo rm measures could not bring 
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about desired level of competition and efficiency in the banking sector. As a result, 

as per suggestion made by two reports, one by World Bank Mission and the other by 

the National Commiss io n on Money, Banking and Credit, Financial Sector Reform 

Project (FSRP) was launched in 1990, which ended in 1996. The issues addressed by 

the FSRP were (i) In terest ra te liberalization, (ii) Loan Classification and 

provisioning, (iii) Capita l adequacy, (iv) Indirect mone tary management, (v) Legal 

reforms, (vi) Strengthening of central bank, (vii) Strengthening of bank supervision. 

(viii) Improv ing operational efficiency of commercial banks. 

In May 1997 a Commercial Bank Restructuring Project (CBRP) is al so 

undertaken to take the stock of progress on key issues and identi fy urgent actions 

that need to be taken for the development of comme rcial banks in Bangladesh. CBRP 

placed some recommendation for improving the overall situa tion of banking sector 

which may be put into following headings (i) Supervisory and Regu latory 

Restructuring; (ii) Reforms of Bangladesh Bank; (iii) Restructuring of NCBs; a nd (iv) 

Restructuring of Legal Framework. 

As a part of this continuous reform initiative ano ther projec t has been 

approved by the World Bank e ntitled "Cen tral Bank Strengthening Project" for 

Bangladesh on June 19, 2003. The objective of the project is to achieve a strong and 

effective regulatory and supervisory system for Bangladesh's banking system. 

As the major and comprehensive reform measures of the fi nancial sector of 

Bangladesh was started by launching Financial Sector Reform Project (FSRP) in 1990, 

this study takes the period prior to 1990 as pre-reform period and period onward 
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