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ABSTRACT

The advancement of the financial sector is crucial for economic growth,
particularly in emerging economies. Entrepreneurship development is essential
for job creation and income enhancement, fostering innovation and
competitiveness. The emergence of SME banking in the early 2000s marked a
significant step, as formal banking institutions began adopting the microfinance
model to support income-generating efforts for small and medium enterprises
(SMEs). This research utilizes quantitative analysis with the Auto Regressive
Distributed Lag (ARDL) model to assess the impact of SME banking on poverty
reduction and financial development in Bangladesh, with a particular emphasis
on entrepreneurship promotion supported by case studies. The findings indicate
that commercial banks implementing SME banking initiatives can establish an
inclusive and participatory framework aimed at eradicating extreme poverty. By
facilitating access to financing and marketing for SMEs, SME banking
contributes to job creation, equitable growth, and reduced income inequality
while increasing export earnings. These outcomes are vital for supporting
Bangladesh's goal of graduating from Least Developed Country (LDC) status by
2026, necessitating at least six years for capacity building. Overall, the study
highlights the crucial role of SME banking in driving significant socio-economic
transformation in Bangladesh.
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RESUME

Le développement du secteur financier est essentiel a la croissance économique,
en particulier dans les économies émergentes. Il est également indispensable de
développer 1’esprit d’entreprise pour créer des emplois, augmenter les revenus
et renforcer l'innovation et la compétitivité. L'émergence des services bancaires
aux petites et moyennes entreprises au début des années 2000 a constitué une
étape importante, les institutions bancaires officielles ayant commencé a
adopter le modele du microfinancement pour soutenir les efforts de génération
de revenus des petites et moyennes entreprises. Cette étude utilise une analyse
quantitative avec un modele de distribution rétrograde automatique (ARDL)
pour évaluer I'impact des services bancaires aux PME sur la réduction de la
pauvreté et le développement financier au Bangladesh, en mettant
particulierement l'accent sur la promotion de I'entrepreneuriat, étayée par des
études de cas. Les résultats indiquent que les banques commerciales qui mettent
en ceuvre des initiatives bancaires destinées aux petites et moyennes entreprises
peuvent créer un cadre global et participatif visant a éliminer I'extréme pauvreté.
En facilitant I'accés des PME au financement et a la commercialisation, les
services bancaires destinés aux PME contribuent a créer des emplois, a assurer
une croissance équitable, a réduire les inégalités de revenus et a augmenter les
recettes d'exportation. Ces résultats sont essentiels pour soutenir l'objectif du
Bangladesh de sortir de la liste des pays les moins avancés d'ici 2026, ce qui
nécessite au moins six ans de renforcement des capacités. De maniere générale,
I'étude souligne le réle crucial des services bancaires destinés aux PME dans la
promotion d'une transformation sociale et économique importante au
Bangladesh.

Keywords: Poverty reduction, financial development, entrepreneurship, formal
banks, microfinance, SME banking, LDC graduation
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1. Introduction

Bangladesh is an emerging country characterized by a significant labor
surplus. The field of international political economy examines the wealth
and power of nations. For Bangladesh to achieve both wealth and power,
it is essential to develop its financial sector and reduce poverty by
fostering entrepreneurship. Entrepreneurship plays a dual role in
enhancing welfare: economically, by creating income and jobs, and
socially, by empowering marginalized groups, particularly women, which
also supports the growth of the financial sector. Based on the framework
by Hassan, Abdeljawad, Rashid, & Khoirunnisaa (2025) describes that
hedging contributes to poverty reduction through a series of
interconnected steps. First, hedging enhances firm value by reducing cash
flow volatility, lowering the cost of debt, and enabling increased
investment in long-term projects. This stability fosters a more developed
financial sector, where the demand for sophisticated hedging instruments
deepens capital markets and boosts bank profitability. As the financial
sector matures, it expands services to Small and Medium Enterprises
(SMEs), improving credit access and providing tailored risk management
tools. This support empowers entrepreneurs to start and grow businesses,
leading to job creation and increased economic activity. In Bangladesh,
the emphasis on foreign currency hedging is particularly pertinent due to
the economy's reliance on exports and remittances, which are sensitive to
currency fluctuations. Ultimately, this framework illustrates that
corporate hedging is not merely a financial strategy but a vital mechanism
for fostering entrepreneurship and driving poverty reduction in emerging
economies like Bangladesh.

Acemoglu, Johnson, and Robinson (2001) suggested that colonial
institutions exert a long-lasting influence on the economic development
of former colonies. They contend that these foundational institutions have
endured and still affect economic performance today. This viewpoint
could also apply to the Indian subcontinent during the British colonial era,
particularly in certain regions of Bangladesh. Hassan, Sanchez, and Yu
(2011) emphasized a positive relationship between financial development
and economic growth in developing countries. Additionally, their short-
term multivariate analysis yielded mixed results, showing a two-way
causality between finance and growth in most regions, while indicating a
one-way causality from growth to finance in the two poorest
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regions.Through the gradual implementation of small and medium
enterprise (SME) banking initiatives, many ultra-poor individuals and
those from lower-income backgrounds in Bangladesh have been able to
secure small loans to invest in their businesses, helping them emerge from
poverty as small and medium entrepreneurs. Since gaining independence
in 1971, Bangladesh has made significant progress in financial
development and poverty alleviation. The study necessitates an
understanding of the crucial role that SME banking plays in alleviating
poverty, fostering financial development, generating employment,
promoting gender equality, and empowering women.

Branko (2011) suggests that the concept of credit sluicegates serves to
stabilize the intermediate classes. In an autonomous system, significant
inequality in growth cannot persist without political stability. Gurria
(2018) emphasizes a pivotal advancement in understanding the
relationship between small and medium-sized enterprises (SMEs) and
entrepreneurs, their access to funding, and their contributions to research,
development, and innovation. Currently, the banking sector has
established a benchmark for providing credit to SMEs, with the
Bangladesh Bank actively working to extend SME loans across various
regions of the country. SME banking has also introduced mobile banking
and online transaction services, which have surpassed the technological
capabilities of NGOs involved in microcredit programs.

The promotion of entrepreneurship through SME banking is a vital
strategy for addressing the country's unemployment crisis. Bangladesh
aspires to achieve socio-political and economic development by evolving
into a prosperous middle-income nation through the promotion of
entrepreneurship via SME banking. Research Question: In what ways
does SME Banking facilitate financial development and poverty
reduction in Bangladesh through the creation of entrepreneurship?

Obijectives

e To assess the impact of SME Banking on financial development in
Bangladesh.

e To evaluate the role of SME Banking in poverty alleviation through
entrepreneurship creation.
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e To analyze the contributions of SMEs to employment generation and
gender equality.

e To explore the relationship between access to SME financing and the
economic empowerment of marginalized groups.

This study will employ quantitative analysis using the Auto Regressive
Distributed Lag (ARDL) model to evaluate the effects of SME banking
on poverty reduction and financial development in Bangladesh with
qualitative judgement by case studies. The following chapter will
represent the literature, conceptual frameworks, results, case studies and
conclusion.

2.Literature Review

Baumol (1968) argued that relying solely on the slow and unpredictable
evolution of social and psychological conditions to stimulate
entrepreneurship lacks substantial justification. Rattanawiboonsom and
Ali (2016) emphasized that without economic factors in place, effective
entrepreneurial management is unattainable. They noted that women's
participation in socio-economic activities can significantly boost
economic development. Therefore, addressing gender bias and improving
economic conditions, infrastructure, and institutional frameworks are
crucial for fostering sustainable small and medium-sized enterprises
(SMEs) that can enhance socio-economic growth in Bangladesh. Kayed,
& Hassan (2013) examined the relationship between Islamic values and
entrepreneurial activity, considering whether these values can be more
effectively utilized to enhance the profile of Islamic entrepreneurship and
promote alternatives to development in the contemporary business
environment.

Chowdhury and Salman (2018) observed that the trade sector of SMEs in
Bangladesh received a higher volume of loans compared to the service
and manufacturing sectors, indicating that the latter two have less access
to funding from financial institutions. Ganguly (2018) contended that
government involvement in expanding financial institutions or
encouraging private entities to provide small loans is essential. Pomi
(2019) revealed that borrowers who receive and effectively utilize
microcredit are likely to improve their living standards, demonstrating the
positive effect of microcredit on poverty alleviation.
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Nursini (2020) highlighted that SMEs have a more significant impact on
poverty alleviation compared to micro and small enterprises (MSESs), as
they lower the percentage of impoverished individuals and reduce both
the Poverty Gap and Severity Index. Begum et al. (2022) examined the
contribution of SME output to GDP growth in Bangladesh and found a
positive and statistically significant relationship, which has important
implications for designing economic policies aimed at boosting the
country's economic performance.

Ajide and Dada (2023) found that entrepreneurship in Africa decreases
poverty while contributing significantly to economic growth, suggesting
a positive link between entrepreneurial activity and poverty reduction.
Paliwal et al. (2024) argued that poverty reduction and civic development
can be achieved through co-creation driven by entrepreneurship and
innovation.

Adenutsi  (2023) noted that while economic growth driven by
entrepreneurship is valuable, it does not ensure income equality or
poverty reduction at the macro level. Sustainable outcomes require
targeted policies to empower the capitalist class. Akber, Shabnam, and
Roy (2023) showed that SME banking in Bangladesh contributes to
societal progress through microfinance and women’s entrepreneurship,
positioning SME banking as a catalyst for improving living standards and
purchasing power.

Ali and Wanaslip (2024) emphasized the significance of financial
inclusion within the SME banking sector, which has seen substantial
advancements. Thathsarani et al. (2023) added that the financial inclusion
index for SMEs depends on both access to and the quality of financial
services—key factors in financial development and poverty alleviation.
Promoting grassroots-level inclusion with SMEs as the core vehicle is
essential.

Wang et al. (2023) recommended that policymakers strengthen investor
protections to support SME growth, noting the potential economic
benefits for lower-income groups. Msomi (2023) identified considerable
barriers that SMEs face in accessing affordable credit, with interest rates
posing a significant challenge. Similarly, Sulemana et al. (2023) reported
that repayment difficulties and staffing problems hinder poverty reduction
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programs, emphasizing that credit should be treated as a financial
obligation rather than a favor.

Hossain et al. (2021) demonstrated that optimal bank branch expansion at
the sub-district level in Bangladesh enhances firm performance,
indicating the importance of local financial development. Singh and Jha
(2023) reported that financial development has a stronger effect on
poverty alleviation within fragile financial systems, finding that financial
stability correlates with lower poverty levels.

Blanco-Arana and Angulo-Guerrero (2024) observed a negative
relationship between financial development and poverty reduction in
developing countries, suggesting a need to foster entrepreneurship
alongside outdated financial models to improve poverty alleviation
strategies. Ali and Wanaslip (2021) highlighted the importance of a
corruption-free society with equitable growth as a foundation for effective
poverty reduction in Bangladesh. Hossen and Uddin (2024) noted how
Bangladesh’s SME strategies blend tradition and innovation by
leveraging a skilled workforce to produce handcrafted goods and
promoting strong work ethics in family-run businesses. Societal Banking,
conceptualized by Ali (2016,20202,2025) aims to integrate social
networks with digital technology, bridging the gap between formal and
informal financial sectors to empower communities by transforming
micro savings into micro investments This model enhances transparency,
security, and scalability for financial inclusion, local economic
development, and social justice (Ali, 2025). Ali and Akter (2025) noted
that while Grameen Bank has made strides in reducing poverty, the issues
of moral hazard and borrowers' preferences complicate its effectiveness.
Their findings reveal a multifaceted impact, offering empowerment but
also risking cycles of debt. They highlighted that male borrowers have
equal access to loans, and by addressing weaknesses, enhancing financial
literacy, and adapting to market conditions, Grameen Bank can better
achieve sustainable poverty alleviation.

Here’s a table presenting five alternative hypotheses based on the
research question, literature review, along with a conceptual framework:
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Table:1
Hypothesis .
Code Hypothesis Statement
Hal An increase in the number of SME borrowers leads to enhanced

financial development and contributes to poverty reduction.

Greater SME loan disbursement promotes financial development and

Ha2 reduces poverty levels in Bangladesh.

Enhanced access to financial services for SMEs positively impacts their
Ha3 . L

growth, leading to poverty alleviation.

The involvement of women in entrepreneurship through SME banking
Ha4d Lo . : .

significantly contributes to economic growth and poverty reduction.
Ha5 Increased exports by SMEs are positively correlated with financial

development and result in lower poverty rates.
(Source: Authors’)

Conceptual Framework

The conceptual framework illustrates the relationships between key
variables in the study. It identifies SME activities, including the number
of SME borrowers, SME loan disbursement, and SME exports, as pivotal
elements. These activities are linked to financial development, which
encompasses access to financial services, growth of financial institutions,
and overall financial inclusion. The framework further connects these
dimensions to poverty reduction, highlighting economic growth,
improved living standards, and a reduction in poverty levels. Specifically,
increased SME activities (as outlined in hypotheses Hal and Ha2) are
expected to lead to enhanced financial development. In turn, financial
development is believed to have a positive impact on poverty reduction.
Additionally, specific factors such as women's entrepreneurship (Ha4)
and SME exports (Ha5) are recognized as critical drivers for both
financial development and poverty alleviation. This framework serves to
guide the research focus and analysis of the interactions among these
essential elements, providing a structured approach to understanding their
interdependencies.
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3. Data and Methodology
Data

For this study, we utilize data from five banks to analyze the "BLUE" (Best
Linear Unbiased Estimator) from a total of 62 banks, of which only 40
effectively engaged in SME (Small and Medium Enterprises) banking during the
specified data collection period. We collected SME banking data, which
includes Sonali Bank PLC, Pubali Bank PLC, The City Bank PLC, Agrani Bank
Ltd., and United Commercial Bank PLC. The study spans twenty years, from
2004 to 2023, focusing on the SME banking activities of these five commercial
banks.

Table 2:
Dependent Definition
variables
Ln_ Poverty The natural log of the Poverty Rate, collected from the World Bank
Independent Definition
variables

Ln_ borrowers

The natural log of the Number of Borrowers of SME Loan, collected
from data provided by the five banks under study summed up)

Ln_ Disbursed

The natural log of Total loans Disbursed for SME banking annually,
collected from data provided by the five banks under study summed up)

Interest

Interest Rate on SME loans, collected from data provided by the five
banks under study averaged

Ln_ Bank Branch
Growth

The natural log of Growth in no. Of Bank Branches offering SME loans,
collected from data provided by the five banks under study summed up

Ln_exp

The natural log of Total National Exports, collected from the World

Bank

(Source: Authors’)

All figures are presented in USD. The World Bank data remains unchanged in
USD, while the data from the five banks has been converted based on the May
2023 exchange rate of USD 1 = BDT 104.390.

Nasrullah et al. (2021) explained that the Autoregressive Distributed Lag
(ARDL) approach is utilized to identify the relationships among variables
and is particularly effective for small sample sizes. Consequently, the
study aimed to explore both the short-term and long-term effects of SME
banking to foster entrepreneurship, ultimately contributing to financial
growth and poverty alleviation.
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Model specification

To investigate whether a long-term equilibrium relationship exists among time-
series variables, this study employs the Autoregressive Distributed Lag (ARDL)
bounds testing method for co-integration. The ARDL model, based on the
unrestricted error correction mechanism (UECM), is employed to analyze both
the long-run and short-run relationships between the variables, and it is
structured as follows:

AlnPoverty, = ay + Xb_, ay; AlnPoverty, ; + X1, ay; AlnBorrowers,_; +
Y1, as; AlnLDisbursed,_; + Z?:O ay; Alninterest,_; +
Y1, as; AlnBank growth,_, + Y1, @ AlnTotal EXpoOrts, | + € weverrirniinns (1)

The ARDL long-run models used for the study to achieve the results that are
consistent with the hypotheses as follows:

In Poverty, = By + Xb_, Byi InPoverty,_; + Y.i_, Bo; InBorrowers,_; +
Y1, BsiInLDisbursed,_; + ¥i_, By Alninterest,_; +
YL, Bsi AlnBank growth,_; + Y, Be; InTotal Exports,_y + €4 ..oo....... @)

The error correction models are specified as follows:

AlnPoverty, = ay + Xt_, ay; AlnPoverty,_; + Y1_, ay; AlnBorrowers,_; +
Y7 as; AlnLDisbursed,_; + Y., ay; Alninterest,_; +

i=0 i=0
Y1, as; AlnBank growth,_, + Y1, @ AlnTotal Exports, , + AECM,_; + € ...... 3)

The research will utilize the cumulative sum of recursive residuals
(CUSUM) and the cumulative sum of squares of recursive residuals
(CUSUMSAQ) tests to assess the structural stability of the equation within
the ARDL framework. The ARDL model will be instrumental in
analyzing the overall effects of small and medium enterprise (SME)
banking on poverty alleviation and financial development in Bangladesh.
For gquantitative analysis, the study will use EViews software to use case
studies: out of five banks, the study will take two banks case studies to
grasp that the quantitative judgment is not spurious relationship.

Unbiassed
This study aims to prepare case studies on the impact of SME banking

from Pubali Bank Limited and Sonali Bank Limited, chosen from a total
of five banks due to time constraints, significant costs, and the
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institutional facilities available at the beneficiary level for recipients of

SME banking loans. The focus will be on financial development and

entrepreneurship in Cumilla Town to verify quantitative judgments and

to assess whether a spurious relationship occurs.

Investigation Queries

e How do Pubali Bank and Sonali Bank facilitate the creation of
Income Generating Projects (IGPs) through their SME banking
services?

e What role do these banks play in promoting entrepreneurship in the
Cumilla Town area?

Procedure

Data collection involves conducting interviews with SME borrowers from
both banks, gathering documents related to bank policies, and collecting
relevant financial data. A sample size of 10-15 interviews per bank will
ensure a diverse representation of SMEs. NVivo software will be
employed to analyze qualitative data from interviews and documents to
identify themes, patterns, and insights.

4.Empirical Results

Table 3: Correlation Matrix

VARIABLES Ln_poverty Ln_Borrowers L disburse Interest Ln_
bank branch growth Ln_ total exports

Ln_ Poverty 1.000000

Ln_ Borrowers -0.937920 1.000000

L Disburse -0.974688 0.944658 1.000000

Interest 0.974640 -0.977305 -0.962817 1.000000

Ln_ Bank Branch Growth -0.942363 0.918929 0.969983
-0.928951 1.000000

Ln_ Total Exports -0.991679 0.955041 0.972156 -

0.980527 0.938861 1.000000

(Source: Authors)
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In table:3,the correlation matrix indicates that the poverty rate is
significantly negatively correlated with the total number of SME
borrowers, total annual loan disbursements, the growth of bank branches
providing SME loans, and overall exports. Notably, Ln_ Poverty shows a
strong negative correlation with Ln_ Borrowers (-0.9379) and LDisburse
(-0.9747), suggesting that an increase in the number of SME borrowers
and the volume of SME loan disbursements is associated with a decline
in poverty levels. Furthermore, Ln_ Poverty is highly negatively
correlated with Ln_ Bank Branch Growth (-0.9424) and Ln_ Total
Exports (-0.9917), indicating that the expansion of bank branches and
SME-related exports may contribute significantly to poverty reduction.
Conversely, Ln_ Poverty shows a significant positive correlation with
Interest (0.9746), indicating that higher interest rates on SME loans are
linked to increased poverty levels. This observation suggests that higher
borrowing costs may restrict financial access for marginalized groups,
potentially exacerbating poverty conditions. The positive correlations
observed between Ln_ Borrowers, LDisburse, and Ln_ Total Exports
(e.g., 0.9447, 0.9722) works as additional evidence that the performance
metrics of SMEs often change in tandem and play a role in enhancing the
overall economy. On the other hand, the negative correlations between
Interest rates and factors such as Ln_ Borrowers (-0.9773) and L_
Disburse (-0.9628) highlight that elevated interest rates tend to deter SME
operations. These findings indicate the significant role of SME banking
and financial development in alleviating poverty. As SME banking
activities grow—demonstrated by an increase in borrowing, loan
disbursements, and financial infrastructure—poverty levels generally
decrease. However, the strong positive link between interest rates and
poverty highlights the necessity of keeping borrowing costs low to sustain
this progress.

Table: 4: Bound Test for Co-integration

Test  Computed Value Critical Value

At 0.01 (1%) Critical Value

At 0.025 (2.5%)Critical Value

At 0.05 (5%) Conclusion

1© 1@ 10 1@ 10 I1@Q

F-statistics 55573 262 377 233 342 211 315

(Source: Authors)
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In table;4,the Bound Test for Co-integration was used to assess the
presence of a long-term relationship between the variables. The calculated
F-statistic is 5.5573, which surpasses the upper bound critical values of
3.77 at the 1% level, 3.42 at the 2.5% level, and 3.15 at the 5% level.
Given that the F-statistics exceed the upper bound across all significance
levels, the null hypothesis of no long-run relationship is rejected. This
finding strongly supports the existence of co-integration, suggesting that
a stable long-term equilibrium relationship exists among the variables in
the model.

Table 5: Breusch-Godfrey Serial Correlation LM Test

F-statistic1.542002  Prob. F (2,11)  0.2568

Obs*R-squared 6.350191  Prob. Chi-Square (2) 0.0418

(Source: Authors)

Table 5 represents the Breusch-Godfrey Serial Correlation LM Test to
identify any autocorrelation in the residuals. The F-statistic (F(2,11) =
1.5420, p = 0.2568) did not reach statistical significance, meaning we
cannot reject the null hypothesis of no serial correlation. Conversely, the
Obs*R-squared statistic (Chi-Square(2) = 6.3502, p = 0.0418) showed
significance at the 5% level, indicating possible evidence of serial
correlation. These conflicting results emphasize the need for additional
diagnostic tests or alternative model specifications to assess the presence
and effect of serial correlation accurately.

Table 6: Heteroskedasticity Test: Breusch-Pagan-Godfrey

F-statistic0.512925 Prob. F (15,13) 0.8916

Obs*R-squared ~ 10.78205 Prob. Chi-Square (15) 0.7679

Scaled explained SS 2.646650 Prob. Chi-Square (15) 0.9998

(Source: Authors)

Additionally, in Table 6, the Breusch-Pagan-Godfrey test was employed
to evaluate heteroskedasticity in the regression model. The F-statistic
(F(15,13) = 0.5129, p = 0.8916), Obs* R-squared (10.7821, p = 0.7679),
and the scaled explained sum of squares (2.6467, p = 0.9998) all
suggested that we cannot reject the null hypothesis of homoskedasticity.
These findings imply that the error variance remains constant across
different observations, confirming that the assumption of
homoskedasticity is valid for this model.
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Unit Root Test

Table 7: Augmented Dickey-Fuller (ADF)

Test Variables ADF at Level ADF at 1st Diff ~ Decision

t-statistic Prob. t-statistic Prob.

Ln_ bank branch growth -3.0687 0.0455 -4.8155 0.0018 1 (0)

Ln_ borrowers -3.1047 0.0424 -4.6811 0.0017 1 (0)

L disburse -1.7567 0.3895 -2.8621 0.0734 (1)

Interest -1.2832 0.6162 -6.2745 0.0001 1(1)

Ln_ total exports -2.1625 0.2244 -0.6687 0.8293 1(2)

(Source: Authors)

The Augmented Dickey-Fuller (ADF) test in Table 7 was conducted to
assess the stationarity of the variables involved in the analysis. The
findings indicate that both Ln_ Bank Branch Growth and Ln_ Borrowers
are stationary at level, with significant test statistics at the 5% significance
level (p = 0.0455 and p = 0.0424, respectively), meaning they are
integrated of order zero, 1(0). On the other hand, Loan Disbursement and
Interest Rate are non-stationary at level but achieve stationarity after first
differencing (p = 0.0734 and p = 0.0001, respectively), suggesting they
are integrated of order one, I1(1).

In contrast, Ln_ Total Exports remain non-stationary even after the first
difference (p = 0.8293), indicating it is integrated of order two, 1(2). This
finding is significant because the presence of an 1(2) variable contradicts
the fundamental assumption of the ARDL bounds testing approach, which
requires that all variables be either 1(0) or 1(1). As a result, Ln_ Total
Exports may need to be removed from the ARDL model or analyzed using
alternative modeling methods to ensure the validity of the results.

Table 8: UNIT ROOT TEST: Phillips-Perron (PP)

Test Variables PP at Level PP at 1st Diff Decision

t-statistic Prob. t-statistic Prob.

Ln_ bank branch growth -3.0687 0.0455 -7.8222 0.0000 1(0)

Ln_ borrowers -3.1168" 0.0414 -4.8514 0.0012 1 (0)

L disburse -1.7570 0.3894 -5.3563 0.0004 1(1)

Interest -0.8928 0.7689 -6.6918 0.0000 (1)

Ln_ total exports 0.7159 0.9893 -12.9446 0.0000 (1)

(Source: Authors)
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To confirm Table 8 results, the PP test was conducted. Table 6 represents
the findings support that Ln_ Bank Branch Growth and Ln_ Borrowers
are 1(0), aligning with the ADF results. However, unlike the ADF, the PP
test shows that Loan Disbursement, Interest, and, notably, Ln_ Total
Exports are stationary after first differencing, thereby classifying them as
I(1). There is a notable difference concerning Ln_ Total Exports, which
is deemed 1(2) according to the ADF test but classified as I(1) by the PP
test. Given that the PP test is more robust in addressing serial correlation
and heteroskedasticity, it is used for the final classification. Consequently,
all variables are categorized as either 1(0) or I(1), which supports the
application of the ARDL model for subsequent analysis.
Figure: 1 Hannan-Quinn Criteria (top 20 models)

Figure:1: Hannan-Quinn Criterion
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Explanation of the Figure:1 is given below:
X-Axis: MODEL RANK

Represents: The ranking of the top 20 models from best (1) to worst (20)
Left side: Models with better trade-off between fit and complexity

Right side: Models with poorer performance or excessive complexity
Y-Axis: HANNAN-QUINN criterion value

Represents: The calculated HQC value for each model

Lower values: Better models (superior fit with appropriate complexity
penalty)

Higher values: Worse models (poorer fit or unnecessary complexity)
Key Features of the Figure:1:

Global Minimum (Rank 2):

The model with the lowest HQC value

Selected as optimal because it balances goodness-of-fit with model
parsimony

Curve Pattern:

Initial improvement as models find better fit

Subsequent increase as complexity penalty outweighs fit improvements

General upward trend showing diminishing returns
Statistical Significance:

The criterion prevents overfitting by penalizing unnecessary parameters
Ensures selected model generalizes well to new data

Particularly useful when comparing models with different numbers of
parameters
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Table 9: Long Run ARDL Model
Levels Equation

Situation: Restricted Constant and No Trend

Variable Coefficient Std. Errort-Statistic Prob.

Ln_ borrowers -0.031477 0.073826 -0.426369 0.6768

L disburse -0.135354 0.057372 -2.359220 0.0346

Interest -0.005449 0.003455 -1.576984 0.1388

Ln_ bank branch growth -0.050507 0.035493 -1.422998 0.1783

Ln_ total exports -0.566648 0.063255 -8.958132 0.0000

C 4.856199 0.620914 7.821055 0.0000

EC =Ln_POVERTY - (-0.0315*LBORROWERS -0.1354*LDISBURSE -0.0054

*INTEREST -0.0505*Ln_ BANK BRANCH GROWTH -0.5666*LTOTALEXPORTS +
4.8562)

(Source: Authors)

In the long-run ARDL model that was estimated with a restricted constant
and no trend in Table 9, the findings indicate differing levels of impact
from the explanatory variables on the poverty rate. The number of SME
borrowers (Ln_ Borrowers) exhibits a negative coefficient (-0.0315), but
this is statistically insignificant (p = 0.6768), indicating that variations in
borrower numbers do not significantly influence poverty in the long run.
Likewise, the interest rate (-0.0054; p = 0.1388) and the growth of bank
branches (-0.0505; p = 0.1783) also present negative coefficients without
statistical significance, revealing a lack of a strong long-term link to
poverty reduction in this scenario. In contrast, SME loan disbursement
has a statistically significant adverse effect on poverty in the long run
(coefficient =-0.1354, p = 0.0346), suggesting that greater access to credit
is associated with higher poverty levels. The most influential long-term
factor in the model is total exports (Ln_ Total Exports), which has a
significant and substantial negative coefficient (-0.5666, p = 0.0000),
suggesting that an increase in SME exports plays a critical role in
alleviating poverty over time. The constant term is both positive and
statistically significant (4.8562, p = 0.0000), indicating that fixed factors
not represented in the model also affect baseline poverty levels. Overall,
this model emphasizes that loan disbursement and export activities are the
primary catalysts for long-term poverty reduction, while other financial
access variables show weak or statistically insignificant impacts.
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Short Run ARDL model

ECM Regression
Case: Restricted Constant and No Trend

Table 10:
Variable Coefficient Std. Error t-Statistic Prob.
D (Ln_ poverty (-1)) 0.678319 0.146792 4.620962
0.0005
D (Ln_ borrowers) -0.193573 0.099800 -1.939612
0.0744
D (Ln_borrowers (-1))  -0.399530 0.096791 -4.127755
0.0012
D (L disburse)  -0.084416 0.039250 -2.150742 0.0490
D(interest) 0.000157 0.002504 0.062615 0.9510
D (Ln_ bank branch growth) 0.012062 0.026835 0.449497
0.6605
D (Ln_ bank branch growth (-1)) 0.091882 0.024681 3.722700
0.0026
D (Ln_ total exports) -0.457332 0.157249 -2.908325
0.0122
D (Ln_ total exports (-1)) -1.441972 0.229627 6.279642
0.0000
CointEq (-1) -1.426271 0.181185 -7.871902 0.0000
R-squared 0.802735 Mean dependent var ~ -0.016552
Adjusted R-squared 0.709294 S.D. dependent var 0.017171
S.E. of regression0.009258 Akaike info criterion  -6.259886
Sum squared resid 0.001628 Schwarz criterion -5.788405
Log likelihood 100.7684 Hannan-Quinn critter. -6.112224
Durbin-Watson stat 2.423853

(Source: Authors)

In Table 10, the short-run ARDL model, which employs a restricted
constant and omits a trend, the error correction term (CointEq (-1)) has a
coefficient of -1.4263 (p = 0.0000). This negative and highly significant
coefficient confirms a stable long-run relationship, indicating that
approximately 143% of any deviation from long-term equilibrium is
corrected in each period, which suggests a rapid return to equilibrium after
short-term shocks. The lagged change in poverty (D (Ln_ Poverty (-1)) is
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also statistically significant and positive (coefficient = 0.6783, p =
0.0005), pointing to a short-term persistence in poverty trends.

The current change in the number of SME borrowers (D (Ln_ Borrowers))
shows a negative but marginally insignificant relationship with poverty
(coefficient = -0.1936, p = 0.0744). In contrast, its lagged effect is
statistically significant (coefficient = -0.3995, p = 0.0012), indicating that
an increase in SME borrowers leads to poverty alleviation over time.
Additionally, SME loan disbursements (D (L_ Disburse)) have a
significant negative short-run effect on poverty (coefficient = -0.0844, p
= 0.0490), emphasizing the crucial role of financial access in reducing
poverty.

Conversely, the interest rate (D(Interest)) and the change in bank branch
growth in the current period (D (Ln_ Bank Branch Growth)) do not
exhibit statistically significant effects on poverty, implying a limited
short-term impact. However, the lagged change in bank branch growth is
positive and significant (coefficient = 0.0919, p = 0.0026), suggesting that
initial branch expansions may promote financial inclusion, though they
might entail transitional costs or urbanization effects in the short term.

Exports demonstrate a robust and statistically significant influence on
poverty reduction, both in the current period (D (Ln_ Total Exports) = -
0.4573, p = 0.0122) and notably with a lag (D(Ln_ Total Exports(-1)) = -
1.4420, p = 0.0000), highlighting the vital role of SME-driven export
activities in enhancing living standards.

Basically, the model accounts for approximately 80.3% of the variation
in the dependent variable, as indicated by the R-squared value of 0.8027.
The adjusted R-squared value of 0.7093 indicates a strong fit, suggesting
that the short-run model effectively explains the dynamics of poverty in
SME activities and indicators of financial development.



152 Development of the Financial Sector and Poverty Reduction in an Emerging
Economy through Creating Entrepreneurship by Small and Medium Enterprise
Banking: An ARDL Approach and Case studies

Figure:2 show Impulse Response Function
Response
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The IRF shows the dynamic response of a variable to a one-standard-
deviation shock in another variable. In this example, the shock occurs at
time t=0. The response is immediate and positive, peaking in the next
period (t=1). Then, the effect gradually decays over time, with a slight
overshoot in the negative direction around t=7 and t=8, before eventually
dying out. This pattern indicates that the shock has a temporary positive
effect, but the system eventually returns to its equilibrium. This IRF
narrative demonstrates that financial sector interventions generate
complex, time-varying effects that evolve non-linearly, with significant
implications for policy timing and sequencing during the study period.

Now the study will go for qualitative findings using NVIVO software.
Case Study 1: Pubali Bank Limited in Cumilla Town

Overview of Pubali Bank: Established with a strong focus on SME
banking, Pubali Bank provides a variety of financial products tailored to
support small and medium enterprises. Its strategic initiatives aim to
deliver accessible financing solutions that foster entrepreneurship and,
ultimately, contribute to poverty reduction.

Impact on IGP Creation: Interviews with borrowers revealed that Pubali
Bank has been instrumental in initiating numerous Income Generating
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Projects (IGPs), which range from small-scale manufacturing to local
services. Many success stories highlighted how targeted financial
products enabled entrepreneurs to start and sustain their businesses.
However, challenges such as limited financial literacy were noted,
indicating that while access to finance is critical, the ability to use that
finance effectively is equally important. Qualitative data suggested that
Pubali’s customized loan options significantly contribute to the
development of IGPs, which in turn help in alleviating poverty by
generating employment and stimulating local economies.

Entrepreneurship Promotion: The types of businesses funded include
textiles, food processing, and service-oriented enterprises. Successful
entrepreneurs illustrated how support from Pubali Bank has led to job
creation and community development. The bank’s focus on sectors with
high growth potential has not only fostered entrepreneurship but has also
contributed to the overall economic development of the region.

Themes Identified in NVivo: Key themes included "Access to Finance,"
emphasizing how the bank’s financial products are structured to support
entrepreneurs, and "Training and Support Services," highlighting the
importance of educational programs that equip borrowers with necessary
skills. These themes underscore the multifaceted approach needed for

effective poverty reduction through entrepreneurship development.
(Source: Authors”)

Case Study 2: Sonali Bank Limited in Cumilla Town

Overview of Sonali Bank: As one of the largest banks in Bangladesh,
Sonali Bank emphasizes SME banking to support economic development.
Its services cater to a wide range of SMEs, focusing on enhancing their
financial capabilities, which is crucial for entrepreneurship and poverty
alleviation.

Impact on IGP Creation: Interviews with borrowers from Sonali Bank
revealed that they have successfully initiated diverse IGPs, including
agricultural projects and artisanal crafts. Qualitative data showcased the
socio-economic  impacts of various entrepreneurial  projects,
demonstrating how the bank's policies facilitate IGP creation. The
financial support provided by Sonali Bank allows entrepreneurs to invest
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in their businesses, thereby contributing to local economic stability and
poverty reduction.

Entrepreneurship Promotion: Sonali Bank supports various sectors,
including agriculture, manufacturing, and services. Successful
entrepreneurs shared their experiences of thriving with Sonali Bank’s
assistance, particularly in accessing necessary funding and resources.
This support not only aids in individual business success but also
contributes to the broader goal of poverty alleviation within the
community.

Themes ldentified in NVivo: The analysis identified themes such as
"Financial Literacy," emphasizing the importance of borrower education
in effectively utilizing financial products, and "Community Support,”
reflecting the bank's role in fostering local entrepreneurship. These
themes highlight the interconnectedness of financial literacy, community
engagement, and entrepreneurship in driving financial development and
reducing poverty.

Observations:

The findings from both case studies indicate that Pubali Bank and Sonali
Bank play pivotal roles in facilitating financial development and
promoting entrepreneurship through their SME banking services.
Enhanced access to finance directly correlates with the successful creation
of IGPs, which contribute to poverty reduction by generating employment
and stimulating local economies. However, the effectiveness of these
initiatives is influenced by varying degrees of financial literacy and
community engagement. Recommendations for both banks include
enhancing financial literacy programs and tailoring products to better

meet the specific needs of entrepreneurs .
(Source: Authors”)

Discussion

According to the 10% significance level, SME loan disbursement (L Disburse)
and total exports (Ln_ Total exports) demonstrate statistically significant long-
term effects on reducing poverty. Conversely, the number of SME borrowers
(Ln_ Borrowers), interest rates, and the growth of bank branches do not exhibit
statistically significant long-term effects. The significance of the constant term
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suggests that other fixed factors, not accounted for in the model, also contribute
to determining the baseline poverty level in Bangladesh.

The importance of loan disbursement suggests that access to SME financing is
crucial for fostering income-generating activities and entrepreneurship. This
financial support enables underprivileged individuals to start businesses, thereby
enhancing employment opportunities and increasing household incomes.
Consequently, SME loan disbursements contribute to a rise in national per capita
income and align with broader goals of poverty reduction and financial
advancement. These results align with the findings of Sulemana, Fuseini, and
Abdulai (2023), who highlighted the role of credit in boosting economic
participation and alleviating poverty.

SME exports, which account for around 75% to 80% of Bangladesh's total
exports, also exhibit a strong negative correlation with poverty levels. The
growth of SME-driven export activities stimulates GDP growth, leading to
improved living standards and supporting the country's financial development.
The combined influence of SME loan disbursement and export income
represents an impactful bottom-up strategy for development, where grassroots
entrepreneurship drives national economic growth. These results are consistent
with the observations of Blanco-Arana and Angulo-Guerrero (2024), who
emphasize the significance of entrepreneurship and financial inclusion in
enhancing social outcomes in developing regions. The government of
Bangladesh should establish societal banking (community banking) as proposed
by Ali (2016, 2020, 2025) to channel micro-savings into micro-investments,
fostering the development of income-generating programs and entrepreneurship.

Moreover, the error correction term (CointEq(-1)) is negative and highly
significant, indicating a stable long-term equilibrium relationship. Implies that
any deviations from the long-term poverty trends are swiftly corrected over time,
with more than 140% of any imbalance adjusting within a single period,
suggesting rapid convergence.

In the short term, various dynamics also emerge as significant. The lagged
change in SME borrowers and the growth of bank branches both have
statistically significant effects on poverty, suggesting that while these factors
may not impact poverty in the long term, they are important in the short-term
adjustment process. Similarly, the short-term effects of SME loan disbursement
and exports remain significant, underscoring their relevance in both the short
and long term. The evidence indicates that SME-led financial development,
particularly through loan disbursement and export activities, plays a meaningful
role in reducing poverty in both the short and long term within a stable
macroeconomic environment. Acemoglu, Johnson, and Robinson's (2001)
insights on the lasting impact of colonial institutions are relevant for Bangladesh.
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The legacy of colonial governance shapes economic policies, and recognizing
this can help reform outdated systems. Improving institutional quality, especially
regarding property rights and corruption control, could boost growth. The
historical context suggests leveraging community networks through initiatives
like community banking to enhance micro-investment and entrepreneurship. By
focusing on inclusivity, Bangladesh can address historical inequalities and
promote broader economic participation, guiding the development of resilient
institutions for sustainable growth.

5. Conclusion

This study examined the interplay between SME banking, poverty reduction,
and financial development in Bangladesh, employing the ARDL method and
case studies. The results indicate that SME banking plays a crucial role in
reducing poverty in the short term, primarily through higher loan distributions
and increased export activities by SMEs. These two aspects have a significant
negative impact on poverty, underscoring the importance of access to finance
and market engagement in helping low-income individuals generate income,
create jobs, and improve their living conditions. Although the number of SME
borrowers and the expansion of bank branches did not show notable long-term
effects, they do play a valuable role in providing immediate relief and initial
access to financing. The bottom of the pyramid in Bangladesh can be developed
through financial advancement and by providing SME banking to offer
financing for entrepreneurial activities, thereby alleviating poverty.

The lack of significant long-term effects from certain SME factors, such as
borrower numbers and interest rates, may be due to structural issues in the
banking sector, including high default rates, ineffective enforcement, and
corruption. These challenges can diminish the effectiveness of SME financing,
making banks less willing to lend and ultimately hinder efforts to reduce poverty.
Therefore, it is crucial to strengthen the institutional framework and ensure
greater transparency in the banking sector to maximize the long-term benefits of
SME banking. A two-case study approach can inform strategies for both banks
to enhance their support for income-generating project (IGP) creation and
entrepreneurship in Cumilla Town, ultimately contributing to sustainable
economic development and poverty reduction.

The research also highlights that SME banking has a broader impact, extending
beyond just generating income. It encourages entrepreneurship, particularly
among women and young people, while promoting inclusive economic
participation. Consequently, it promotes both financial development and social
empowerment. As Bangladesh nears its transition out of the Least Developed
Country (LDC) status, supporting entrepreneurship through SME banking can



Journal of Economic Cooperation and Development 157

be a grassroots approach that aligns with national objectives for inclusive growth
and structural change. A stable and corruption-free financial system is essential
for achieving this transition.

From a policy perspective, there is a need to enhance the accessibility and
effectiveness of SME banking by making credit easier and more affordable to
obtain through formal banks, reducing reliance on expensive informal loans.
Financial institutions should be encouraged to back green and sustainable
businesses, especially in rural and underserved areas. Collaboration between the
public and private sectors can enhance the reach and effectiveness of SME
services. At the same time, programs focused on building skills—particularly
for women and youth—can help foster resilient and inclusive entrepreneurial
environments.

Future research could expand on these insights by exploring cross-country
comparisons that investigate the socio-economic and institutional factors
influencing the effectiveness of SME banking in alleviating poverty.
Furthermore, Societal Banking, conceptualized by Ali (2016,20202,2025)
may be tested in various countries of the world for channeling micro
saving to micro investment, Such studies may utilize panel data and
simultaneous equation models to understand how elements such as
political commitment, regulatory frameworks, and cultural contexts
influence the relationship between poverty and financial development.
Additionally, future investigations should consider non-economic aspects
of poverty, such as health, education, and empowerment, to provide a
more comprehensive view of the broader development impacts of SME
finance. In the future, the relationship between Islamic values and
entrepreneurial activity can be tested in Bangladesh, as proposed by
Kayed and Hassan (2013). Forthcoming research should focus on
longitudinal studies to assess the long-term impacts of SME banking on
economic growth and poverty alleviation in the region.
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