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ABSTRACT

This thesis attempts to investigate, theoretically and empirically, whether financial
development (bank development and stock market development) has led to economic
growth 1n Bangladesh, and it explores the important factors behind the evolution of
the financial system itself. The literature survey in Chapter 2 argues that finance
enhances growth while banks and stock markets are complementary in development;
however the application to low-income countries is unclear. After reviewing financial
sector policy and institutional background in Bangladesh in Chapter 3, a combination
of various theoretical insights into one structural framework is proposed in Chapter 4.
Our empirical findings for Bangladesh in Model 1 using the ARDL cointegration
method are as follows. Both banks (quasi-money/GDP) and the stock market (number
of listed companies) have enhanced physical capital accumulation from 1980 to 2005.
Using the same cointegration technique, growth in GDP per capita is found to lead to
growth 1n banks (private-credit/GDP ratio). And there is a cointegrating relationship
between banks and the stock market which indicates that debt and equity are
complementary. The main message from Chapter 6 is that the finance-growth nexus
can be shown to operate in the case of Bangladesh where banks are the main
providers of finance. The key policy implication of Model 1 is that overall financial
development (banks and stock markets) can lead to economic growth, while feedback
effects promote further financial activity. We then identify and assess relationships
that operate within the stock market itself. Model 24 begins the analysis of the stock
market infrastructure by relating the number of listed shares to the value of traded
shares or turnover (market liquidity). Empirical results in Chapter 7 for Bangladesh
using the ARDL approach show support for cointegration from 1990Q1 to 2005Q4.
Model 2B then investigates the relationship between trading activity and price
volatility on the stock exchange. Using a GARCH framework and Granger Causality
tests, empirical results in Chapter 8 indicate that trading volume and particularly
trading value carry predictive power for price volatility with daily data from 1995 to
2007. The overall conclusion in Chapter 9 is that to understand the finance-growth
nexus in Bangladesh it is necessary to appreciate the essential role played by banks as
well as the forces behind the stock market. The encompassing framework presented
here along with its reinforcing and constrained features points to a growth-promoting

and sustainable financial structure for central bank regulators to target.
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CHAPTER 1
INTRODUCTION

1.1 The main motivation and research questions

This study examines the Finance — Growth Nexus and the Stock Market Infrastructure in
Bangladesh. Our objective is to answer the following questions: 1) what has been the
impact of finance (banks and stock markets) on economic growth? 2) what are the

determinants of bank development and stock market development?

Such an analysis of the Bangladesh financial system is warranted for three reasons. The
first reason is that economic theory predicts a positive, possibly two-way causal
relationship between financial development and economic growth, as well as a changing
financial structure in the process of development and liberalization (Levine, 1997;
Auerbach and Siddiki, 2004). The second reason is to come up with an explanation as to
why we obtain the results we do. Bangladesh is a poor developing country which has a
banking sector with non-performing loans and other structural deficiencies, a stock
market which although growing remains relatively small and susceptible to manipulation,
and a political system plagued by unrest and corruption'. Given this description of the
institutional environment in Bangladesh, how are we able to explain our results,
particularly those involving the stock market? And the third reason why this study may
prove useful is in suggesting directions for future research on the finance-growth
relationship and on stock markets. Our findings are that economic growth in Bangladesh
is partly explained by bank development and stock market development, both of which in
turn are explained by the overall growth process and by financial sector interactions. The

stock market is also developing according to its own specific features.

! Manipulation and corruption are of course global phenomenon. Bernard Madoff’s $50bn fraud originally
uncovered in December 2008 involved a ‘Ponzi-type’ scheme where existing investors were paid by funds
from new investors. In January 2009, Ramalinga Raju, founder of Satyam Computer Services, confessed to
having manipulated the accounts of India’s fourth largest IT outsourcing company and inventing a $1bn
cash pile. In June 2008, Viren Rastogi, a metals trader and company owner based in the UK, was convicted
for conning banks out of £350 million. He claimed to have a network of ‘client companies’, two of which
in fact turned out to be a cow shed in India and an American laundrette. And in 2007, Jerome Kerviel, an
equities trader, generated a €4.9bn loss for France’s second largest bank SocGen by placing unauthorised
bets on futures markets, faking documents, exceeding trading limits, and hacking computers.



1.2 A description of Bangladesh at a glance
Bangladesh is a densely populated country of around 150,000 square kilometres and a

population of approximately 140 million. The country has a limited natural resource base
and is subject to regular natural disasters such as floods and cyclones. There are however
sizeable reserves of natural gas which have sparked international interest in the form of
FDI. Power and telecommunication industrics are also the key recipients of foreign
investment. While geographically small, the population of Bangladesh is ethnically
homogenous compared to other countries in South Asia. Bangladesh is the 50th-largest
economy in the world if judged by its gross national income, and the 10th-largest state in
the world if judged by its population. With a growing labour force of approximately 50
million, the country is witnessing a demographic transition resulting in a surge of young
entrants into the labour market, a rise in female labour force participation, and substantial
rural to urban migration. There is a growing primacy of the capital city Dhaka which now
accounts for one third of the urban population. The urban sector’s share in population 1s

projected to further increase to 40 percent by 2030.

The need for an efficiently operating financial system to provide the necessary funds and

services for innovative and growth enhancing projects in Bangladesh cannot be

emphasized enough.

Bangladesh is often characterized by its volatile political situation, inadequate
infrastructure, frequent power failures, labour unrest, and rampant (some would even
argue institutionalized) corruption. It is in light of these bleak assessments that the
country remains an interesting case study. Performance in the Bangladesh economy has
been reasonably consistent’. GDP per capita growth averaged 3.3% over the FY01-05
period, which has been the highest S-year average since the country’s independence. The

explanation behind this growth is obviously important. We believe that part of the reason

lies 1n the activities of the financial sector.

? Bangladesh has been recently included by Goldman Sachs in a list of 11 developing countries that,

according to its analysts, have the greatest potential to emulate the long-term economic success expected
from China and India.

2



1.2.1 A historical overview of Bangladesh

The development process in the economy can be broadly categorized into three phases.
The first phase of development (1972-1978) witnessed a period of reconstruction after a
brief experiment with socialist planning whereby the private sector was under a centrally
regulated system. The second phase of development (1979-1990) was a period of gradual
withdrawal of government intervention towards achieving the free play of market forces.
Beginning in 1980 the Government of Bangladesh took its first real steps towards
institutional reform. Importantly for the purposes of this study, policies were
implemented in order to promote financial liberalization and financial development. The
government pushed for greater export-oniented industrialization and encouraged more
involvement from the private sector in the development process. During this period, the
emergence of competitive industries such as ready made garments contributed substantial
foreign exchange for Bangladesh in addition to remittance flows from nationals working
abroad. The third phase began in 1991 and represented a period of further significant
structural reform of the economic system. The government continued with financial and

trade liberalization, policies to encourage greater emphasis on investment, and a

privatization policy for state-owned companies.

Problems continue to curtail any positive developments observed in Bangladesh. Poor
quality of infrastructure remains a significant barrier towards achieving growth. The lack
of transparency, accountability, regulatory effectiveness, and incentive to monitor has
created a culture of default and secrecy in the financial sector. Deterioration of law and
order, government ineffectiveness, and large-scale corruption all point towards
governance 1ssues that could derail the country's progress, thwart democratic
development, and threaten stability. At the heart of the country's governance difficulty is
the longstanding political struggle between the two major parties, the BNP (Bangladesh
National Party) and Awami League. While Bangladesh has been largely unable to solve
its economic and political difficulties and to eliminate poverty, as mentioned before it has
still managed to achieve positive, if modest rates of economic growth. The prevailing
view however is that annual economic growth of at least 7 to 8 percent is needed to

eliminate widespread poverty by 2015 as laid out by the Millennium Development Goals.

Agriculture is still the single most important sector of economy. The role of the

manufacturing sector has nevertheless been slowly growing. According to a recent study
3



by the World Bank’, the manufacturing sector over 1991-2005 increased its share in GDP
from 13 percent to 16 percent while manufacturing exports and garments now account for
90 percent of total exports. A number of other products such as ceramics,
pharmaceuticals and food products have experienced growth over the last decade, but

these still remain small compared to the garments sector. Bangladesh has also attempted
to promote its service sector, especially the tourism and information technology sector.

However 1n doing so it increasingly competes with neighboring India and other countries.

1.2.2 How effective has existing financial policy reform been in Bangladesh?

Bangladesh began its first proper attempts at financial reform in 1980 when it privatized
some of its state-run banks and allowed banks to lend to the private sector. Formal
restructuring of its financial system took place under the appointment of the National
Commission on Money, Credit and Banking in 1987 which recommended broad
structural changes. The main objective was to improve the soundness, competitiveness
and efficiency of financial intermediation (Bangladesh Bank, 2006). The major focus was
on deregulating interest rates, strengthening loan classification standards, and reducing
the Bangladesh Bank’s direct involvement and control over banking operations. This
policy has led to an upward trend in measures of bank development such as deposit-
taking and private-credit (see Chapter 3). It has also resulted in a greater push for stock
market growth, more emphasis on institutional capacity building, and higher
accountability. A key finding of this thesis is that while looking good on paper, these
financial policies and structural reforms have in fact been implemented without a firm
understanding and appreciation of the way the finance-growth nexus operates within the
economy. In particular, the ultimate goal of any policy should be to encourage and if
necessary force a culture of disclosure which would lead to improved information
production and dissemination. The role of both banks and stock markets is somehow
better at characterizing this particular growth-enhancing feature of the financial system,

In addition to the normal growth-accelerating effects such as enhanced liquidity

provision. These ideas will be expanded on further as we proceed.

3 “Bangladesh: Strategy for Sustained Growth”, Bangladesh Development Series Paper No. 18 (2007). The
World Bank Office, Dhaka.
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1.3 What is financial development, and why is it important?

The financial sector represents the institutions in an economy offering financial services
to consumers and firms. It can include everything from banks, stock exchanges and
insurers, to credit unions, microfinance institutions and local money lenders. The focus
here though shall be on the formal financial sector, that is, financial intermediaries or

commercial banks, and the stock market which we will also refer to as the equity market.

In Chapter 2, we present the main theoretical background on why financial development
enhances capital accumulation and growth. The basic argument made by the New Growth
or Endogenous Growth theory is that financial development helps to enhance liquidity of
the financial system by reducing the amount of investment capital that is ‘lost’ 1n the
intermediation process between savers and borrowers. Banks — and to an extent the equity
markets — thus make it easier for investors to diversify and to minimize risk (particularly
liquidity risk*), and growth is accelerated. While we agree with the main thrust of the
New Growth theory, throughout the course of this study we intend to show that this

definition needs to be sufficiently enriched in order to allow a greater role for interactions

within the financial sector along with other feedback effects.

Whether higher growth is due to financial development or whether financial development
is the result of growth, the results have important implications for developing countries.
From a policy perspective, a finding that finance leads to growth means that greater
investment in the size, efficiency and soundness of the financial sector will result in
higher growth for the economy. The need for a healthy and vibrant financial sector will
motivate domestic regulators and international organisations to ensure that there 1is
enough liquidity in the banking system and strong enough regulation. On the other hand,
if growth is found to lead to finance then the need to have a large financial sector 1s
dampened somewhat. Financial development here would simply be the by-product of the

overall process of economic development, and higher growth would be better achieved
through other factors.

* We note here that the model by Pagano (1993b) also uses risk diversification and liquidity-externalities to
explain the growth in firm listings and investor trading on the stock exchange.
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1.3.1 Importance of the finance-growth effect for poverty alleviation

A growing literature argues that financial development can reduce income inequality and
poverty levels, directly through widening access of the poor to financial services, and
indirectly through the impact of finance-led growth on poverty reduction. Green,
Kilpatrick, and Murinde (2005) for instance state that:

“in order to design effective financial sector policies for growth and poverty reduction, it is
imperative to have an intimate understanding of the key relationships between the financial

sectors of the economy and the role of the financial sector in the development process”™
(2005:p.17).

The relationship between financial market development and growth should therefore be
of particular relevance to low income countries, given the linkage between growth and
poverty alleviation. The International Conference of Financing and Development, which
was held in Monterrey in March 2002, highlighted the initiatives as well as serious
difficulties towards achieving the Millennium Development Goals including halving
world poverty by the year 2015. A greater understanding of the ways in which finance
contributes to economic growth and poverty reduction is imperative in order to achieve
these goals. Berthelemy and Varoudakis (1996) suggest that insufficient financial
development may leave a country in a ‘poverty trap’. They argue that, because of
increasing returns to scale in the financial sector, a vicious circle can be created, where
low levels of financial intermediation result in only a few market players. The lack of
competition results in high costs, leading to low real deposit rates and hence low savings,
which in turn limits the amount of financial intermediation and therefore economic
growth. Financial sector underdevelopment can therefore be a serious obstacle to growth,

even when a country has established other conditions necessary for sustained economic

development such as educational attainment.

1.3.2 A justification for our focus on the formal financial sector

While the focus of this work is on the formal financial sector, Bangladesh is in fact better
known for its ‘micro finance’ industry than for its commercial banks or its stock market.
Grameen-style informal lending in Bangladesh has recently achieved high status and
popularity after the Nobel Prize was awarded to its founder Dr Mohammad Yunus in

2006. Micro finance is undoubtedly effective at helping the extremely poor and

disadvantaged sections of society, particularly women who are often discriminated
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against in the society. But micro finance in Bangladesh is small in relative terms to the
overall financial sector, and also in terms of the contribution of finance to economic
growth. In addition, while it is an interesting concept to be admired, micro finance and
informal lending practices are less useful in reaching large numbers of people in sizeable

amounts. The poor in developing countries often do not have access to ongoing, formal
financial services, and are forced to rely instead on a narrow range of sometimes risky
and expensive informal services (DFID, 2004). A widening of financial services
provision by formal private sector institutions (such as commercial banks) is necessary to
tackle this problem on an adequate scale, and the barriers to achieving this must therefore
be identified and addressed where possible. Rather than focus narrowly on one type of

financial service it is wiser instead to consider the financial sector in broader way.

1.3.3 Why is our analysis of finance an effective policy tool for Bangladesh?

We are faced with two challenges which need to be addressed in order for our policy
suggestions to be of use in the future development of Bangladesh. Firstly, we need to
carefully i1dentify and explain the mechanisms relating banks and stock markets to
economic growth. Here it is important that we discuss some of institutional features in
Bangladesh such as inefficiencies in lending and non-performing loans in the banking
sector, misreporting and manipulation on the stock market, and so on. Secondly, we need
to justify the finance-growth relationship by accounting for the development of the banks
and stock markets themselves. In highlighting these issues for a country like Bangladesh,
we are therefore following in the footsteps of previous authors who have also studied the
(two-way) causal relationship between finance and growth as well as assessing the merits

of different financial structures (“bank-based” versus “market-based” systems).

1.3.4 The relevance of the stock market for Bangladesh

It 1s important at the beginning to have a very clear focus on our objective. Our intention
1s to show that knowledge of bank development in addition to knowledge of stock market
development is important in order to fully appreciate the finance-growth nexus in
Bangladesh. In the course of our presentation we shall attempt to build a richer, more
sophisticated model which can hopefully be used to show how overall financial
development contributes to economic growth. But a difficulty immediately arises at this

point: how can we be so sure that the stock market itself is relevant, particularly when



given the background of the country we are working with and the key position held by

banks 1n almost every economy around the world?

The problem regarding the relevance of equity (and any focus on the stock market for
that matter) is found not only in application to Bangladesh but for richer economies as
well. Mayer (1988) has shown that even large, established stock markets in industrialized
countries have been relatively unimportant sources of corporate finance. More recently
Henderson et al. (2006) find that equity issues are dwarfed by debt issues worldwide. In
contrast, Singh (1997) notes that companies in emerging economies have made
significant use of equity finance — despite this Singh has grave reservations about relying
on stock markets for achieving economic growth. The question of stock market relevance

has not therefore been resolved satisfactorily’.

We argue that the missing piece of the story is a thorough understanding of the stock
market infrastructure. By stock market infrastructure we are referring to the setup and
operation of the stock exchange — the listing of shares by firms, the trading of those
shares by investors, and the method of forming prices at which buyers and sellers agree to
exchange their assets and wealth. When this piece is incorporated, the puzzle is solved.
The financial system (banks and stock markets) helps to resolve asymmetric information
1ssues, enhance liquidity provision, and accelerate growth in Bangladesh, while financial
development itself 1s endogenously determined. To get to that point will take a lot of
work — this thesis will be seen by many as being left incomplete. But we can be confident
that we have at least presented the important questions, allowed for some theoretical

justification, and provided firm empirical support for our main ideas and motivation.

1.4 What this thesis will attempt to do

Given the pressing need for higher economic growth in Bangladesh, what role, if any, can
the financial sector play? We first present three theoretical models that when integrated
together are shown to form the finance-growth nexus in Bangladesh. We will refer to this

model as Model 1. The following papers are important in describing Model 1.

> The over-reliance on debt instead of equity has not been without its consequences. In the aftermath of the

credit crunch companies have had to raise approximately $150bn globally through rights issues in 2008, a
66% increase over the amount raised in 2007 (Source: Thomson Reuters).
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Figure 1.1
Model I: The finance-growth nexus

MODEL 1

“The Finance-Growth Nexus”

1) Greenwood and Smith (1997)
2) Harrison, Sussman, Zeira (2004)
3) Besanko and Kanatas (1993)

Model 1 says that both banks and stock markets enhance economic growth, economic
growth leads to bank development, and banks and stock markets are complementary in
the process of development. Model 1 therefore encompasses a number of different
mechanisms. Expanding our focus in this way allows for greater insights to be achieved

as well as stronger policy recommendations to be given.

In addition to establishing relationships within the finance-growth nexus where banks and
stock markets are shown to coexist in the process of development, the stock market itself
will be shown to develop according to its own infrastructure. What this means is that,
although the stock market may be tied to the overall growth process and to the
development of banks (as in Model 1), the stock market in Bangladesh is also impacted
by the development of its own factors. Stock market liquidity or trading, the number of
listed shares, and the trading volume — price volatility aspects are important for Model 2.

This we will refer to as the stock market infrastructure. The following papers are

important in describing Model 2.



Figure 1.2
Model 2: The stock market infrastructure

MODEL 2

“The Stock Market Infrastructure”

1) Pagano (1993b)
2) Lamoureux and Lastrapes (1990)
3) Suominen (2001)

Model 2 (two sub-models: 24 and 2B) says that the listing of shares by firms and the
trading of shares by investors are related, trading volume and conditional price volatility

reflect information flow arrivals to the stock market, and stock returns are causally

related to trading volume.

This thesis argues that Model 1 together with Model 2 adequately captures the main
dynamics of the finance-growth nexus and stock market infrastructure in Bangladesh. We
avoid the highly ambitious task of delicately integrating all six theoretical models shown
above. Instead, we give suggestions as to how the main insights of Model 1 and Model 2
can be combined into one diagram (figure 4.1, Chapter 4). It is only when all the six
models are described together within an overall structured framework that we can

appreciate the role of the financial system and also reconcile existing theory with our

empirical findings for Bangladesh.

1.5 Main contributions — What do our results show?

This 1s the first work that relates financial development and financial structure to the
process of economic development in Bangladesh using advanced time-series techniques.

The analysis for the Dhaka Stock Exchange (DSE) by itself represents a new contribution

to the literature. As above, we separate our results into two main blocks. Model I's

results on the finance-growth nexus are the following.
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1.5.1 Results for Model 1: “The finance — growth nexus”

e Bank development has enhanced economic growth. For Bangladesh, the channel of
finance-to-growth operates via the capital stock with bank deposits representing
financial development.

o The growth-enhancing effect is present only when banks enter with the stock market.
In other words, the financial sector needs to be seen in its aggregate form if a positive
finance-to-growth effect is to be observed.

e Banks and stock markets are complementary. Bank activity appears to promote stock

market activity.

o FEconomic growth leads to more bank development. Banks respond to greater demand

by extending more credit.

Model 2’s results on the stock market infrastructure are the following.

1.5.2 Results for Model 2: “The stock market infrastructure”
o Trading in stocks leads to more shares being listed. As long as companies decide to
list shares and investors wish to trade them, the stock market can develop somewhat

independently of the banks and the growth process.

o Trading can predict stock returns and stock returns can predict trading.

o Trading can improve the prediction of future volatility.

 Trading value is superior to trading volume in all of the above.

1.6 The entire picture

Not only is evidence for such relationships of interest in its own right. This thesis for the
first time attempts to unify the two areas in the literature — the finance-growth nexus and
stock market infrastructure — that were previously considered to be separate. And we do it
for the case of Bangladesh, one of the poorest countries in the world. It is only when the
evidence is seen in the context of the integration of the ‘entire picture’ and the ‘five main
effects’ that the findings and theory make sense. Using such an approach which combines
the elements of different theoretical insights with our own intuition is the best way to

reconcile our empirical findings with existing theory.
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The five main effects or relationships with help to drive this structural model of the
financial system and real economy are : (i) the finance-to-growth effect; (11) the growth-
to-finance effect; (iii) the banks-to-stock market effect; (iv) the listing-trading effect; (v)
the trading — volatility effect, and the trading — stock return effect. We discuss each of

these 1n turn.

1.7 The five main effects

1.7.1 The finance-to-growth effect
Our principal finding is that both banks and the stock market can accelerate growth via

physical capital accumulation. This result is established through a liquidity provision
argument and it is the main theoretical prediction of the Greenwood and Smith (1997)
model. At first glance this result will seem surprising to many. Bangladesh 1s a low-
income country — how is it possible that the stock market may have helped accelerate
growth? Later we will see why this result is possible by combining insights of different
theoretical models. The bank development indicator is the finance-to-growth effect 1s

quasi-money/GDP, while the stock market indicator is the number of listed companies.

1.7.2 _The growth-to-finance effect

We find that economic growth leads to bank development. More growth leads to more
bank branches entering the financial sector, and higher competition will usually reduce
the cost of financial intermediation. The level of private credit — which here now
represents bank development — is then increased. This is the main theoretical prediction
of Harrison, Sussman and Zeira (2004). In contrast to the positive finance-growth result

above, this result seems to be more reasonable for a developing country like Bangladesh.

1.7.3 The banks-to-stock market effect
While equity plays a relatively small role in corporate financing and debt a much greater

role®, through bank-stock market interactive channels’ financial development may

® See also Fry (1995, 1997).

" These are admittedly complicated linkages, but for now it will help to think of the following ordering of
events: 1) Economic growth leads to bank development. 2) Bank development encourages stock market
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enhance growth. There are various models which can help to explain why a connection
between bank development (here now taken to be private credit) and stock market

development might occur. For reasons that later shall become clear we focus on Besanko
and Kanatas (1993).

1.7.4 The listing - trading effect

As more companies list their shares on the stock exchange, trading in those shares will
increase. Here the number of listed companies is replaced by the total number of all listed
shares. This higher level of trading or market liquidity will again encourage more firms
to list their shares, thereby fulfilling expectations. This ‘listing-trading’ effect is
identified in the Pagano (1993b) model. This result represents an important additional
aspect of the finance-growth nexus, since it establishes how the stock market may

essentially develop according to its own forces.

1.7.5 The volume - volatility and trading - stock return effect

The persistence in volatility and other features of stock returns is well documented in the
literature. But what drives the volatility process? Empirically for the Dhaka Stock
Exchange we find that the GARCH (1, 1) framework is made stable when indicators of
trading activity (volume and value) are incorporated. Trading volume and trading value
are also causally related with stock returns and returns volatility. These theoretical
predictions are established in the Lamoureux and Lastrapes (1990) and the Suominen
(2001) models. However, trading value rather than trading volume is found to be the

preferred measure of trading.

1.8 Outline of chapters
The rest of the thesis is structured as follows. Chapter 2 is a literature review. Chapter 3

describes the institutional aspects of the financial sector in Bangladesh and the reforms

which have been implemented. Chapter 4 offers a theoretical overview the encompassing

development (or economic growth may, indirectly through banks, encourage the stock market to develop).
3) Through the liquidity-enhancing effect and the information-enhancing effect both banks and the stock
market accelerate economic growth. And 4) The stock market infrastructure responds to its own factors. In
(1) and (2), bank credit to the private sector represents bank development. In (3), quasi-money represents
bank development. In (2) and (3), the number of listed companies represents stock market development.
Together, the events (1), (2), and (3) represent the finance-growth nexus. In (4) the total number of listed
shares, value of shares traded, turover and volatility represent the stock market infrastructure.
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finance-growth nexus and stock market infrastructure framework. Chapter 5 explains the
data and methodology. Chapter 6 presents the finance-growth nexus theoretical and

empirical model. Chapter 7 presents the first stock market infrastructure theoretical and
empirical model. Chapter 8 presents the second stock market infrastructure theoretical

and empirical model, and Chapter 9 concludes.
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CHAPTER 2

LITERATURE REVIEW

2.1 Introduction

In this chapter we present the main theoretical background for the thesis. It 1s important
to note that the literature review here does not aim to isolate any theoretical model in
particular. Rather it seeks to present a wide ranging review of the different ways through

which finance operates in the economy, as well as explaining stock market activity.

We begin by explaining the terminology of financial development i.e<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>