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ABSTRACT

Financial sector of a country plays crucial role in the process of economic development by
efficiently mobilizing financial resources among the most productive uses. This role of
financial sector came in the forefront of development econontics with the publication of
two seminal works by McKinon (1973) and Shaw (1973). Since then numerous empirical
works supported the positive role of financial development in the process of economic
development. Realizing this tmportance of financial sector, almost all developing
countries in the world started reforming their financial sector since 1990 to make it more

conipetitive and efficient.

Like other developing countries Bangladesh also started reforming its financial
sector since early 1980s by privatizing two nationalized commercial banks. Formal
Financial Sector Reform (FSR) was started by launching the Financial Sector Reform
Project (FSRP) in 1990. This study makes an evaluation of FSR with respect to its
impact on volume and effectiveness of financial development or intermediation. An
econometric model 1s estimated for this purpose. Three measures of volume of financial
intermediation used in the model as dependent variables are broad money (M2), private
credit and bank deposit liabilities - all as percentage of Gross Domestic Product (GDP).
Independent variables in the model are inflation, nominal exchange rate, interest rate
differential, trade openness [= (lmport + export)/GDP] and a dummy variable which
takes ‘0" value for 1974-1989 and ‘1" for 1990-2002. Granger causality test shows that
financial intermediation causes economic growth, for this reason economic growth is not
included in the regression model as an independent variable. Before estimating the model
time series property of the data series are examined and it is found that all variables are
co-integrated, that is, long run equilibrium relationship exists among the variables. Two
variables - exchange rate and trade openness - are found to be highly correlated. To avoid
the problem of multicolinearity these two wvariables are included in regression model

separately.
























observable btween Fl is merely the result of historical accident.

As economies grow, so their financial sectors, but where each is influenced by
separate external variables (Graff, 2001). The view that Fl cause growth is known as
‘supply-leading finance theses’. According to this view the direction of causation is
from financial development to growth. The findings in McKinnon (1973) Shaw (1973)
and King and Levine (1993 a,b,c) support this view. In contrast to the supply-leading
thesis there is ‘demand-leading thesis” which views that the demand for financial
services as dependent upon the growth of real output and the commercialization
and modernization of agriculture and other subsistence sectors. Thus, financial
system adapts itself to the financial needs of the real sector and fits in with its
autonomous development, playing a passive role in the growth process (Garcia and
Liu 1999, Berthelemy and Varoudakis, 1996a). Still there is another view towards the
link between Fl and growth. According to this view, a reciprocal relation exists
between Fl and growth. The reasoning underlying this view is that economic growth
makes the development of FI system profitable. The establishment of an efficient
financial system in turn permits faster economic growth. Thus there is a two-way

cause-effect relationship between Fl and growth.

From the above discussion it is clear that whatever the direction of causality, Fl
has been empirically proved to be an important factor in the growth process of an
economy. Improved Fl reduces cost and information asymmetry and keeps the

wheel of the economy greasy. This efficient Fl is possible only when a well



































































































































































































































































































































































































