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Abstract

The research aims to study the impact of finandi&ralization on broad money in Sri Lanka durig t
period 1977-2011.Financial liberalization index veadculated for evaluation the complex processirdricial
liberalization in Sri Lanka by focusing on importafanges in the financial sector. The study has tesn major
policy components of financial liberalization tonstruct financial liberalization index at a partautime. In
order to derive the index, Principle Component Métis employed. Impact of financial liberalization broad
money is examined by using computed index and otékated variables for money demand in economics
literature. The study reveals that there is a p@sielationship between broad money and finarifiatalization
in Sri Lanka in the short run. Therefore, this stugens the door to examine whether financial &beation
positively impacts on broad money in Sri Lankahia tong run as short run.

Keywords: Financial liberalization, broad money, Princigaimponent analysis.

Introduction

A major turning point in the financial sector ini 8anka came after liberalization policies wergraduced in
1977. Financial Liberalization was part of the mmmic policy package. Financial Liberalization h&some an
emerging trend in both developed and developingicms from 1970s. Since the mid 1980s the WorldkBa
and the International Monetary Fund (IMF) startegtescribe financial liberalization as a basierfeavork for
developing member countries to accelerate econgmuwth. Financial liberalization in Sri Lanka stdtin
1977 with the specific aim of developing the ecogom

Sri Lanka has implemented financial liberalizatiafiorm in order to widen and deepen the financystem
under open economic framework. The whole libersiirareforms can be divided into two phases. Thaéope
from 1977-1989is known as the pre and after 198&#& known as post 1989 period. The first phasesied on
interest rate, exchange rate and banking reform thadsecond phase focused on stabilization andhefurt
relaxation of remaining restriction on trade angirpants (Cooray 2003).

Researchers have identified many channels througbhvithe financial liberalization may affect broamney.
But, very little researches have been undertakavatuate the impact of financial liberalizationngsan index.
Therefore, the objective of this study is to examihe impact of financial liberalization on broadmey with
the help of the constructed index calculated byrédsearcher. The index reflects the level and apreseces of
financial liberalization policies in Sri Lanka. Bilis study covers the short run relationship only.

Literature Review

Financial liberalization refers to the processibenalize the financial sector of a country witham to create
favorable environment to increase the money deniaritde economy. It takes place either by increasirey
financial resources to lead a supply induced denfianchoney or by creating a suitable environmentfiaking

an investment in the economy.

The study of impact of financial liberalization amrious aspects of the economy is quite interested
debatable area among economists. Conceptually dimlatiberalization aims to improve management and
resource allocation in an economy. The financiaédalization ultimately has a positive impact oe tleal
economy. But increased competition between findneiitutions, enhanced intermediation, increasathber
of banks and availability of financial instrumerd money may affect lowering the demand for money.
Furthermore there can be shifts between the vadategories of money. As interest rates are libmrdlon time
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deposits, private agents may shift their asseta frorrency and demand deposits, raising the vgloginharrow
money, but lowering the velocity of broad moneynéa 2005).

Perera et al. (2007) examines the role of finankimralization on money demand and economic growth
employing Autoregressive Distributed Lag ApproactSii Lankan data for the period of 1963-2006. Tassert
that financial liberalization has a significant aége impact on narrow and broad money demand énlahg
run, while such impact is found to be positivehie short run but not significant.

Blevins (1999)xamined the effects of financial liberalizationtbe money demand in Peru for the period 1979-
1997.Author has presented evidence of a chandeitohg run elasticity of money demand and its meitgants
which occurred in 1991.The shift in the money dethdmnction was caused by the measures which the
government took to bring down inflation as wellgsthe financial reforms that have been institui2espite the
changes in the structure of the financial systéere has been a close relationship between thefrgtewth of
money and the rate of inflation in Peru. He conetlithat there is no consensus about the sequesicentist be
followed in a process of financial liberalizatiortivcomplete opening of the capital account in ordereach
price stability and economic growth.

Aktham (2003) tests empirically whether there exsststable function of demand for money in Jordaar the
period of 1976 — 2000. A stable money demand fonds considered essential for the formulation emaduct

of efficient monetary policy. An accurate caliboatiof the long- run and dynamics and effects of adtreturn

on the demand for money are important in the deaigth assessment of the macroeconomic implicatiéns o
financial liberalization and for the adoption oflirect monetary policy instruments. The empiricalridation

for the conduct of a stable money demand functioddrdan is evaluated using the co integrationyaisahnd
error correction model. The results indicate thatrcial liberalization since 1988 may have induced
significant change in money demand in Jordan byelsing financial savings in the form of money haid in

the domestic banking system.

Reinhart et al. (2005) studied what happens torkagroeconomic variables following domestic and ek
financial liberalization. Their sample covers 5Qewies, 14 developed countries and 36 developmmiries
for the period 1970-1998.The selected annual daiasswere gross national savings, gross investroanient
account balance, gross private capital flows, thradirect investment, GDP growth, consumption, fetdrest
rate, their ration of narrow money to broad monegy1(M 2), credit to private sector and the spreativeen
lending and deposit rates. He analyzed what hafipéme variables before and after financial libieetlon. He
compared pre and post liberalization means for é@adicator and test for differences, allowing thesgibility
that the variances may have also changed acrosmezfReinhart concluded that; with greater cemaint
financial liberalization appear to deliver; highakanterest rates, lower investment, but not logeswth; a
higher level of foreign direct investment; and higloss capital flows the catch is that occurs amlthe higher
income countries. Liberalization appears to delfirggincial deepening, as measured by the creditnamaktary
aggregate but again, low income countries do npéapto show clear signs of such a benefit. Asrcegavings,
savings increased following financial sector refsimsome regions, but in the majority cases savileglined.

Khan et al. (2011) examine the effect of finandibkralization on demand for money in Pakistan. yrhe
employed Co integration and Auto Regressive Digtetl Lag to co integration in order to determine libng
run relationship between broad money (M2) and Giasmestic Product, financial liberalization inderal
deposit rate and exchange rate. The short as welbrag run results indicate that Gross Domesticd&cb
Jfinancial liberalization index ,real deposit rgtesitively influence the long run demand for momeyakistan.
The results suggest that financial liberalizatioodts demand for money in the long run.

The effect of financial liberalization in four ASHEA countries i. e.0 Indonesia, Malaysia, Singapond a
Thailand on real money demand has been estimate®diye and Pradhan (1999).Using Johansan Full
Information Maximum Likelihood procedure for longrr real money demand, the study found that demand
equation was cointegrated.The real money and itserménants (interest rate, real income and findncia
innovation index as a proxy for financial liberaliion) move together in the long run. They concltlalgt
demand for money remained stable despite finaheiaking market and liberalization for restricticors cross-
broader capital flows remained considerably high¢hese countries than other developing economies.

Akhtaruzzaman (2007) analyzed the effect of glaadibn and financial liberalization on demand fasrmay in
Bangladesh by using Co integration and vector E@orrection Model. The study concluded that proaafss
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globalization has no significant influence on decthdor money but financial liberalization has a sigant
effect.

Materials and M ethods

This study is mainly based on secondary data phagisrom Central Bank of Sri Lanka and Department o
Census and Statistics of Sri Lanka. The time seféa of 35 years (1977-2011) is collected to constthe
index. In order to construct the financial libezation index, the Principal Component Method is eygd. To
achieve the objective of examining the impact ofaficial liberalization on money demand Ordinary dtea
Square (OLS) method is employed.

Results and Discussion

The study used directly related 10 major policy ponents of financial liberalization package in Sainka to
construct the index; Interest Rate (IR), Decontrblexchange rates(ER),Reserve Requirements (RRIjiCre
Supply (CS),Capital Account Liberalization (CAL),uent Account Liberalization (CAAL), Share Market
Reform (SR), Bond Market Reform (BMR), Money Markeform (MMR),Banking Policy Reforms (BPR).

In order to construct the financial liberalizatiomex, some arbitrary value is assigned to eacthefselected
policy components. Each policy component takesesaktween 0 and 1depending on the implementatainsst
of the policy. When a particular policy componenfully liberalized, that variable takes a valueladind when
the variable remains regulated it takes a valu@ lbfiberalization occurs in a gradual processame contexts
0.25,0.5 and 0.75values are assigned as someéesklariables have been liberalized in differeragds. The
assigned values presented in their implementatatus are used to construct the index .The weifjeioh of
the component is calculated by employing the PplecComponent method. The index can be expressed as
following formula.
FLI =w;IR+W,ER+WRR+W,CS+WCAL+wWsCAAL+W,;SR+WBMR+WgMMR+wW;BPR.................... @
Where:
FLI, = Financial Liberalization index at respective lyea
W, = weight of the component given by the respectigerevector of the selected principle component. The
Eigen values and Eigenvectors of the correlatiotrimaf financial liberalization policy variables@shown in
tablel.

Table. 1Eigen values and Eigen vectors of policy components

Variables Eigenvector
A

IR -0.328164
ER -0.341778
RR -0.174694
CS -0.234072
CAL -0.331626
CAAL -0.336129
SR -0.341567
BMR -0.338313
MMR -0.356663
BPR -0.329996
Eigen value 7.489961

Source: Authoccomputed using E-views

For the analysis, the first principah) component is selected, because it covers 74%talf\tariance.
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Table.2 Weight of selected policy variables

Variables Eigenvectors Weight of variables
A 1 Wi= A 1/ Z}L 1
IR -0.328164 0.105417
ER -0.341778 0.109790
RR -0.174694 0.056118
CS -0.234072 0.075192
CAL -0.331626 0.106529
CAAL -0.336129 0.107976
SR -0.341567 0.109723
BMR -0.338313 0.108677
MMR -0.356663 0.114572
BPR -0.329996 0.106006

Total 3\ 1) -3.113

Source: Authoccomputed using E-views
The index equation (1) with the fixed values weigased on arrives at equation (2) as:

FLI; = 0.105417IR + 0.10979ER + 0.056118RR + 0.0751920.06529CAL + 0.107976CAAL +
0.109723SR + 0.108677BMR + 0.114572MMR + 0.106008BP.....(2)

Then equation (2) with weight of variables muljiphe correspondent value for all ten variablesittaex for
the individual policy components was calculatechahly the financial liberalization index for eaclear is
obtained by summing up the calculated values dE@lbolicy variables for the respective year.

In the economic literature, there is a general egent that demand for money is primarily a demamddal
balances. Keynes postulated three motives for hgldeal money balances: transaction, precautioaad/
speculative. Following the liquidity preference dahg economist have questioned Keynes’ rational dor
speculative demand for money and have contribudettheé theoretical literature by distinguishing beén the
transaction demand for money and the assets m@tedman 1956; Tobin1958).

To investigate the association between demand fovem and financial liberalization the following ldigear
model has been used with the help of economiaslitee on money demand.

Ln (M,) = a+aL RGDP+aRDR+gFLI+asER+e;

Where: M =Real money demand (Broad Real Money Deinhég)

a,= intercept

&, & &, & = Coefficients of relevant variables

RGDP =Real Gross Domestic Product

RDR=Real Deposit Rate

FLI =Financial Liberalization Index (Constructediex by the author)
ER=Exchange rate

e= Error tem

According to computed OLS results, the model cam he mathematically expressed in the short run as;
M, = 6.434+.642LRGDP+.041RDR+2.078FLI+.000ER+e

Dependant Independent Variables Summary of Results

Variable
M, constant | RGDP FLI ER RDR R Adj.R*
6.434 .642| 2.078| .000 .041 .962 .925

Table no: 1 Summery of OLS Results

Source: Author computed using SPSS
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From the regression analysis results, it couldniberied that the constant parameter is positivelgted to
broad money. This is implies that if all the exg@ltory variables are held constant, broad money lwisiche
explained variable will increase by 6.434 unitse doefficient of FLI is 2.078.1t reveals that thésea positive
relationship between broad money and financialréiization in Sri Lanka in the short run. The casént of
multiple determination denoted a With a value of 0.962 shows that 96% of total atoin in broad money can
be explained by RGDP, RDR, FLI and ER while remadni%is being explained by the stochastic/erran tier
the model.

Conclusion

Most of the past studies considered only full l@ation level or non liberalization level for the
evaluation of impact of financial liberalization earious aspects. But, this study has presentedetilepicture
of financial liberalization process in Sri Lanka bgnsidering various phases of policy reforms imaficial
liberalisation.This index would make it easy totfier studies on financial liberalization Sri Lankaurther, the
study reveals that there is a positive relationgld@fween broad money and financial liberalizatiorsii Lanka
in the short run.Therfore, this study opens ther do@xamine whether financial liberalization pogty impacts
on broad money in Sri Lanka in the long run as tshor.

References
e Central Bank Annual Reports (various annual repogatral Bank of Sri Lanka,Colombo.

e Cooray.A. (2003) Financial Reforms: Sri Lanka, Sftaneh Lake Publication, Sri Lanka.

e Friedman .F.(1956) The Quantity theory of Money-8sRitement ,University of Chicago Press.

e James.G.A. (2005) Money Demand and Financial Lilzt#on in Indonesia. Journal of Asian
Economics.Vol.16, No.5, PP817-829.

e Laeven. L. (2003), “Does Financial LiberalizatiBeduce Financing Constraints?”, Financial
Management, Vol. 32, No. 1, pp. 5-34.

* Perera N. and Paudel C. R. and (2007), How DoeanEial Liberalization Impact of Money Demand
and Economic Growth? Evidence from Sri Lanka, ®ydRusiness School, University of Wollongong.
Australia.

e Quinn, D. P. (2003), “Capital Account Liberalizatiand Financial Globalization, 1890-1999: A
Synoptic View”, International Journal of Financedéfconomics, Vol. 8, No. 3, pp. 189-204.

e Tobin.J. (1958) Liquidity Preference as Behaviardads Risk, Review of Economic Studies, Vol.25,
No.2, pp65-86.

115



This academic article was published by The International Institute for Science,
Technology and Education (IISTE). The IISTE is a pioneer in the Open Access
Publishing service based in the U.S. and Europe. The aim of the institute is
Accelerating Global Knowledge Sharing.

More information about the publisher can be found in the IISTE’s homepage:
http://www.iiste.org

CALL FOR JOURNAL PAPERS

The 1ISTE is currently hosting more than 30 peer-reviewed academic journals and
collaborating with academic institutions around the world. There’s no deadline for
submission. Prospective authors of IISTE journals can find the submission
instruction on the following page: http://www.iiste.org/journals/  The IISTE
editorial team promises to the review and publish all the qualified submissions in a
fast manner. All the journals articles are available online to the readers all over the
world without financial, legal, or technical barriers other than those inseparable from
gaining access to the internet itself. Printed version of the journals is also available
upon request of readers and authors.

MORE RESOURCES

Book publication information: http://www.iiste.org/book/

Recent conferences: http://www.iiste.org/conference/

IISTE Knowledge Sharing Partners

EBSCO, Index Copernicus, Ulrich's Periodicals Directory, JournalTOCS, PKP Open
Archives Harvester, Bielefeld Academic Search Engine, Elektronische
Zeitschriftenbibliothek EZB, Open J-Gate, OCLC WorldCat, Universe Digtial
Library , NewJour, Google Scholar

e BSCO INDEX@ COPERNICUS
ros INFORMATION SERVICES DN RSN B LI AR

@ vmensyize sourmaocs @

£z Elektronische
@0® Zeitschriftenbibliothek

open

GEORGETOWN UNIVERSITY

LIBRARY



http://www.iiste.org/
http://www.iiste.org/journals/
http://www.iiste.org/book/
http://www.iiste.org/conference/

