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ABSTRACT

Financial intermediation is not an extra ordinary activity in modern day Business World. There
are many factors to investigate in this particular activity. Many analysts have been conducting
various types of analysis under various economic environments, based on various economic
tools, and various methodologies. For this research data were collected from the Central bank of
Sri Lanka. Central bank web site provides this information. Banking sector performance for the
period of 1998 -2011 was investigated for this thesis. The selected data set covers the entire
banking sector of Sri Lanka as well as more than 90% of financial intermediaries. Assets of the
banking sector, Staff cost, Deposits, Net interest income, Non performing advances, Capital
funds, Borrowing, Profit before tax & Gross domestic product were considered as variables.
Johansen co-integration test, Granger causality test and Regression Analyze were used to
identify the relationship between above mentioned variables with the country’s GDP. Eveiws
software was used to get the statistical test outputs. The final regression model was confirmed
via Breusch Godfrey Serial Correlation LM test, Breusch Pagan Godfrey Heteroscedasticity test
and Jarque Bera test statistics.\ The'profitlof bankinglsector hasincreased By 844.47% for the last
fourteen years of tirr?t;:%eriod pit-during‘this' pertot ‘the'cotmntry’s ' Gross domestic product has
increased only by 545°83%. It IS Clear that growth of profit is approximately 1.5 times when
compared with the country’s GDP. This uneven margin will be the borrowing cost of another
sector like construction, industry etc. The regression model provides the negative consequence of
the uneven growth of financial intermediaries. Then this higher performance will definitely
disappoint other sectors. If the financial intermediaries reinvest their profits & excess money in
the channels which do not contribute to the development of country, it will be a serious issue

which has to be urgently addressed.



Abbreviation

ABS - Asset backed securities
AST - Assets
ATM - Automated teller machine

BO - Borrowings

CF - Capital Funds

CPs - Commercial papers
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S&LSf _ Savipgsiand lldanassogiations
SC - Staff Cost

SPV - Special purpose vehicle



TABLE OF CONTENTS

Declaration of the candidate

Declaration of the supervisor

Acknowledgement
Abstract
Abbreviation
Table of content
List of Figures

List of Tables

Chapter 1: ﬁﬁtroduction

)
1.2
121
122
123
124
125
126
127
128
13
14
141
142

Page

[

i
i
WY

Y%
vi

X
Xi

1

Défiminglthd Rinanciakintermediary 1
Types of Financial Intermediaries 1
Commercial Banks 1
Finance Companies 2
Life Insurance Companies 2
Credit Unions 3
Mutual Funds 3
Private Pension Funds and Government Retirement Funds 4
Savings and loan associations 4
Mutual Savings Banks 5
Financial Instruments 5
Types of financial Instruments 5
Deposits 6
Loans 6

Vi



Chapter 2:

Chapter 3:

1.4.3
1.4.4
1.4.5
1.4.6
1.4.7
1.4.8
1.4.9
1.4.10
15
15.1
1.5.2
1.6
1.6.1
1.7
18

Y.

1.11
1.12
1.13

Treasury Bills and Bonds
Repurchase Agreements
Commercial Paper

Corporate Bonds and Debentures
Asset-backed Securities

Financial Leases

Shares

Financial Derivatives

Sri Lankan Economy

Gross Domestic Product

GDP - Composition by sector
Non Performing Loans

Margin of a Financial Intermediary
Background

Problem Statement

Objectives

Sigitficance af-the sesearch
Theoretical tools

Scope & Limitations

Contents of the thesis

Literature Review

Methodology

3.1 Introduction

3.2  Data Collection

3.3  Johansen Co-integration Test
3.4  Granger Causality

3.4.1 Definition of Granger Causality
3.4.2 Limitations of Granger Causality

© ©O© 00 00 0 0O N N o

e el ol o o o o = =
A W W N NN P RFPR R O O

16

21

21
21
22
24
24
26

Vi



3.5  Regression Model

3.5.1 Assumption behind the Linear Regression Model
3.5.2 Linearity

3.5.3 Independence

3.5.4 Homoscedasticity

3.5.5 Weak exogeneity

3.5.6 Lack of multicollinearity

3.5.7 Simple Linear Regression

3.5.8 Test Statistics and p — Values

3.5.9 Co efficient of Determination

3.5.10 Adjusted R 2

3.6 Characteristics of the beat regression Model
3.7 Breusch Godfrey Serial Correlation LM test
3.8 Breusch Pagan Godfrey Heteroscedasticity test

o). s 404 YU DTl dad
2 1

e

Chapter : “A‘{na st O Y ata

Chapter 5:

4.2 Determination of Outliers and Preparation of Data
4.3  Preparation of Data

4.4  Johansen’s Co integration Test

45  Granger Causality Test

46  Regression Analysis

4.7  Breusch Godfrey Serial Correlation Test

4.8  Breusch Pagan Godfrey Heteroscedasticity Test
4.9 Jarque Bera Test

Discussion, Conclusion and Further Studies

51 Discussion
5.2 Conclusion
5.3 Further Research

26
27
28
28
29
30
30
31
31
32
34
35
35
36
38

39

39
39
42
43
52
57
62
63
64

65

65
69
70

viii



Reference List
Appendices

University of Moratuwa, Sri Lanka.
Electronic Theses & Dissertations
www.lib.mrt.ac.lk

71
72



Figure 1.5.2
Figure 4.2.1
Figure 4.2.2
Figure 4.2.3

LIST OF FIGURES

GDP Composition by sector -2011
Outliers Plot for Assets & Deposits
Outliers Plot for Investments, Capital Funds & Borrowings
Outliers Plot for Staff Cost, NI, NNPA, PBT, PBDA, GDP

abd

é‘

10
40
41
41



Table

Table

Table
Table
Table
Table
Table
Table
Table
Table
Table
Table
Table
Table
Table
Table
Table
Table
Table
Table

Table

421

4.2.2

441
4.4.2
443
44.4
445

446

LIST OF TABLES

Assets, Net Non Performing Advance, Provisions for Bad
& Doubtful Advance, Investments, Capital Funds of the
Banking sector

Deposits, Borrowings, Net Interest Income, Staff Cost,
Profit before Tax & Gross Domestic Product

Johansen Co-integration test for AST & PBT
Johansen Co-integration test for DE & PBT
Johansen Co-integration test for NNPA & PBT
Johansen Co-integration test for SC & PBT
Johansen Co-integration test for CF & PBT

Johansen Co-integration test for BO & PBT

4.47 deﬁhansen &d%iRtegratidn test O INI& BT
=)

4.4.8
4.4.9
451
45.2
453
454
455
45.6
45.7
4538

45.9

_-j_'{_jhansen Co-integration test for PBDA & PBT

Summary of Co-integration test output
Granger Causality test for AST & GDP
Granger Causality test for NNPA & GDP
Granger Causality test for PBDA & GDP
Granger Causality test for IN & GDP
Granger Causality test for CF & GDP
Granger Causality test for DE & GDP
Granger Causality test for BO & GDP
Granger Causality test for NIl & GDP

Granger Causality test for PBT & GDP

4.5.10 Summary of Granger Causality test output

39

40
43

44
45
46
47
48
49
50
51
52
52
53
53
54
54
55
55
55

56

Xi



Table

Table

Table

Table

Table

Table

Table

Table

Table

Table

Table

46.1

4.6.2

4.6.3

4.6.4

4.6.5

4.7

4.8

4.9

5.1.1

5172

Regression Analysis Output

Regression Analysis Output without CF

Regression Analysis Output without CF and IN
Regression Analysis Output without CF, IN and NII
Regression Analysis Output without CF, IN, NIl and SC
Breusch Godfrey serial correlation LM test

Breusch Pagan Godfrey Heteroscedasticity test

Jarque Bera Test

Summary of Johansen Co-integration Test

Siimmarv nf Grannar Carcality Toct

57

58

59

60

61

62

63

64

66

68

69

Xii



University of Moratuwa, Sri Lanka.
Electronic Theses & Dissertations
www . lib.mrt.ac.lk

:

7

xiii



