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ABSTRACT

This dissertation examines how development of financial sector and monetary policy
instruments affect sector-wise growth rates of the economy. The main intuition behind
the dissertation is that if the responses in the three major sectors (agriculture, industry
and services) of an economy are found to be heterogeneous, it is worthwhile to
determine the impact of financial developments on each sector of the Bangladesh
economy individually. Therefore, the research objectives of the thesis are (i) to examine
the link between financial development and economic growth in Bangladesh; (ii) to
analyse the relationship between sector-wise financial development and sector-wise
economic growth in Bangladesh; and (iii) to investigate the effects of monetary policy
on sector-wise economic growth of Bangladesh. The study uses the macro level
quarterly data for the period 1980Q1-2016Q2. The full sample period of about 36 years
is divided into two subsamples (1980Q1-1990Q4 and 1991Q1-2016Q?2) to investigate
the structural changes in the economy after financial liberalisation took place in early
1990s. The study employs autoregressive distributed lag (ARDL) and structural vector
auto regression (SVAR) models for econometric specification and analysis. The
dissertation, overall, in aggregated levels, finds that real domestic credit has significant
impact on real GDP both in the long run and short run during full sample and sub-
sample periods. However, the real lending rate is found to be statistically significant
only for the first sub-sample period (1980Q1-1990Q4) in the long run. On the
disaggregated levels, overall, in the long run, the research finds that while agriculture
and services sectors are significantly positively responsive to the shocks of real
domestic credit, industry sector is not found to be positively responsive for the first sub-
sample period (1980Q1-1990Q4). On the other hand, the short run stability estimates at
the disaggregated levels find mixed results of responsiveness that varied between
different sample periods. The thesis concludes that the monetary policy and external
sector variables have an impact on sector-wise economic growth but varied between
sectors at different sample periods both in the long run and short run. Therefore, this
dissertation suggests that regulatory authorities and policymakers should think of
appropriate policy measures customized to sector-specific issues rather than a single
policy for all sectors because the response of each sector against a shock in financial
development varies across different sectors.
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CHAPTER ONE
INTRODUCTION

1.1 BACKGROUND OF THE STUDY
Bangladesh experienced low economic growth in the first decade after independence in
1971. In the 1980s, the growth rates started to increase steadily. Bangladesh entered
into trade liberalisation regime undertaking a number of financial sector reform
measures during the 1990s. The country begins its trade liberalisation through several
financial reform measures during the 1990s, which led to a remarkable change in the
growth rates of the Bangladesh economy. The Bangladesh economy grew at a rate of
5.0% on average during the 1990s while they were 4.0% during the 1980s. The
impressive growth rates were achieved during the 2000s and it continued at 6.0%
growth on average. The Bangladesh economy has been consistently maintaining the
high growth rates during the last ten years at more than 6.2% on average. However, the
growth rates are uneven across economic sectors; the agriculture sector has been
growing at a slower rate than the industry and services sectors. At the end of June 2016,
the contributions to the gross domestic product (GDP) for agriculture, industry, and
services sector are around 19%, 30% and 51%, respectively. The most noticeable point
is that while more than 60% of the labour force is involved in agricultural activities, the
share of agriculture in GDP is only around 19%. This situation poses a question on how
the large segment of the employed labour force can be benefitted from the impact of
financial development.

In the discussion of financial development and its impact on different sectors of

the economy, it is important to understand the decomposition of various sectors and its



development throughout the period. Each of the three major sectors (agriculture,
industry and services) of the Bangladesh economy comprises several sub-sectors. The
agriculture sector contains value added of crops and horticulture, animal farming,
forestry, and fishery. The industry sector includes value added of mining and quarrying,
manufacturing, power, gas and water supply, and construction. The services sector
encompasses value added of wholesale and retail trade, hotel and restaurants, transport,
storage and communication, financial intermediations, real estate, renting and business
activities, public administration and defence, education, health and social work, and
community, social and personal services. List of major sectors/subsectors and data
sources used for calculation of GDP in Bangladesh are given in Appendix A.

Figures 1.1 and 1.2 show the development of long-run trend and sectoral
transformation in three main sectors of the country. Figure 1.1 shows tend in sector-
wise output levels and Figure 1.2 shows the output share at constant prices for each of
the three major sectors. It is evident from both the figures that agriculture was a
dominant sector far above the industry sector and below the services sector both in

growth and share aspect at the beginning of the sample period from 1974 to 20162,

! The financial year of Bangladesh starts in July and ends in June.
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Figure 1.1 Trend in Sector-wise Output levels (constant prices)
Source: Bangladesh Bureau of Statistics
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Figure 1.2 Trend in the Share of Sector-wise Output levels (constant prices)
Source: Bangladesh Bureau of Statistics

Figure 1.2 shows that the share of agriculture sector decreased gradually from
37.98% in 1974 to 14.72% in 2016. On the other hand, the share of industry sector

increased steadily to more than 30% from 10% during the same time period, while the



services sector maintained the largest share over the time and reached about 51% in
2016.

Domestic credit is one of the leading indicators of financial development which
is directly linked to private investment activities. Domestic credit is the aggregate credit
provided to both the public and private sectors. Figures 1.3 and 1.4 show the trend of
the ratio of domestic credit to nominal GDP and private sector credit to nominal GDP.
The ratio of domestic credit to nominal GDP in 2016 is nearly 2.5 times compared to
that of the beginning of 1974, while the ratio of credit to private sector to nominal GDP
is about 9 times compared to that at the beginning of 1974. This reflects the steady
growth of financial development and increased activities both in the public and private
sector of the country. Credit to the private sector started to increase substantially after
the trade liberalisation in the early 1990s that activated huge investment in industry and
manufacturing sector. Figures 1.5 and 1.6 show that the growth rates of domestic credit
as well as private sector credit, respectively, were more volatile before the mid-1990s.
However, the growth rates in real terms (Figures 1.7 and 1.8) were more stable during
and after the 1990s, reflecting discipline in the financial sector after the financial sector
reform in the early 1990s. But the trends show contractions of credit growth in real
terms, particularly after the mid of the 1990s. The occurrence of these contractions
necessitates the need for understanding policy variables (for example, inflation and

interest rates) which may affect the credit growth.
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Figure 1.3 Trend in Domestic Credit as the Ratio of Nominal GDP
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Figure 1.4 Trend in Credit to Private Sector as the Ratio of Nominal GDP
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Figure 1.5 Trend in the Growth Rate of Domestic Credit as the Ratio of Nominal GDP

Percent

Figure 1.6 Trend in the Growth Rate of Credit to Private Sector as the Ratio of
Nominal GDP




