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Poliq-mnkus around the warld haae ernphasized the airtues of dnegulati,on since
the 1980s. In f,nancial markets, deregulation has taken the form of remoual of
bh,nius to mtry and licmsing pol;icies, as well as the dismantkng of regulated
interest rate regimes. These rneasures haae been widely acclaimed as the harbingers
of competition, competition being the stepping stone to highrr leuek of fficimq.
Using thearetical caaeats.fro* the industrial organization literature and empi,rical
nidence from the Indian banking industry, this papu a,rgues that mtry and branch-
ing deregulation and interest rate libnalization might not be the panacea that many
pokq-makers make them cut to be. Specif,cally, the paper argues that competition
might not naturally follow such dnegulation if the incurnbmts are well entrenched
in their markct segmcnts by uirtue of sheer size and greatu accessibility to customers.

I
INTRODUCTION

Enu-y-andinterestratederegulationhavebeen
key elemens of banking sector liberalization
programmes in a number of developing and
transitional economiessince the early 1980s. The
primary motivation behind such deregulation
has been to generate increased competition in
the banking system so as to increase its opera-
tional efiiciency. Such a prescription finds its
theoretical roots in the industrial organization
I i te ra ture, specifi cally in the economics of imper-
fect information, imperfect competition and
drn anr ic processes, that has established a positive
re lation sh ip benrreen competition, incentives and
drnamic efficiency.

The objective of this paper is to analyse the
impact of deregulation on competition in deve-
Ioping countn' banking systems where incum-
bent banks have been 'ruling the roost' for years
throtrgh an extensive branch network. In these
countries. enqv and interest rate deregulation
have npicallv come after the banking systems
have been used for long by the government, as
instrtrments for serving national priorities and
objectives. Indeed, attemptswere made to attain

the goal of growth with distributive justice
through the nationalizattonof banks, the rapid
expansion of the banking system through ex-
tensive branching and the protection of banks
from private sector competition through entry
and branch licensing restrictions and through
administered interest rates. Subsequently, bank-
ing sector liberalization in these countries has
typically emerged in the form of entry and
interest rate deregulation.

The present case-study, focusing on the im-
pact of deregulation on competition in the
Indian banking sector, highlights the point
that while policy-makers often seem to be con-
fident that such deregulation would generate
the much needed competition for incumbent
banks, in practice, given the aforementioned
initial conditions, the impact of deregulation
could be way below the critical level needed to
generate elficiency gains for these banks. In
India, private entry into the banking sector,
hitherto dominated by public sector banks, was
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deregulated in January 1993. Between.fanuary
1993 and March 1998, 24 new private sector
banks - nine domestic and 15 foreign - en-
tered the market, thereby increasing the total
number of scheduled commercial banks, eX-
cluding specialized banks such as the regional
rural banks, from TSin 1991-92 to 99 in 1997-98.
The policy of entry deregulation was accompa-
nied by progressive deregulation ofinterest rates
on deposits and advances. Prior to 1994, the
entire term structure of term deposits as also
intere st on advances was fixed and administered
by the Reserve Bank of India (RBI). Starting
October 199 4, interest rates were deregulated in
a phased manner and by October 1997, banks
were allowed to set interest rates on all term
deposits of maturityof more than 30 days and on
all advances exceeding Rs. 200,000. These steps
were taken to put increased pressure on banks to
adopt more competitive practices in the pricing
of loans and deposits and make these institu-
tions more efficient in the business of financial
intermediation.

The expectation of increased efficiency of
banks notwithstanding, postderegulation trends
ih different banking efficiency indicators of the
major bank groups do not reveal any marked
changes in the efficiency levels of either the
public or the private sector banks. Moreover,
efficiency differentials between the different
bank groups have continued to persist despite a
more deregulated environment. Indeed, as re-
vealed by Table 1, the efficiency of public sector
banks, which control around 85 per cent of
banking business, has shown little improvement
over the I 99 1-92 levels with respect to key indica-
tors. Worse, if we filte.r out the impact of large-
scale technological upgradation on the expen-
ditures of the banks, the data indicate that there
has actually been a decline in efficiency levels of
the public sector banks. As shown in the Table,
the proportion of staff expenditure in working
funds, which is an indicator ofvariable costs, has
somewhat increased for public sector banks.
Among the private sector banks, this proportion
has increased for the foreign banks, but has
significantly declined for the old domestic pri-
vate sector banks. A similar picture emerges with
respect to the trends in operating profitper staff
expenses, a measure of labour productivi ty. Data
indicate that labour productivity has declined
for the public sector and foreign banks, but has
increased significantly for the domestic private

Table I
Efficiency Indicators of Bank Groups:

l99l-92 and 199&97

l99i -92 | 199G97
PB DP\B FB NDPVB
3.2 3.0  4 .1  2 .9

2.9 2 .5  3 .0  1 .9

2 . r  1 .5  1 .0  0 .3

0.8 t .2  3 .4  10.0

PB DP\ts FB

Net interest margin 3.4 4.0 4.9
as Vo of working funds

Operating cost as 2.6 3.0 2.2

% of working funds

Staffexpenditure as 1.9 2.1 0.7

% of working funds
Operating profit/ 1.0 1.0 6.8

Staff expenses

Note: PB: Public sector banks; DPVB: Old domestrc private

sector banks; NDPVB : New domestic private sec tor banks; FB :

Foreign banks.
Source: Pnfrnmanu Highlights of Banks,IBA, several issues.

banks. Finally, one cannotbuttake cognizance of
the large differentials between the efficiency of
incumbent public and old private sector banks
and the 'best-practice' levels as reflected in the
efficiency levels of the new domestic private sec-
tor banks.

The absence of any indication of quantitative
improvements in the efficiency parameters of
incumbent public sector banks may essentially
be due to two reasons. First, it can be argued that
increased competition in the banking market, if
any, isyet to manifestitself in efficiencyimprove-
ments, given that the impact of cost-cutting exer-
cises and restructuring of banks on the efficiency
levels usually appear with a lag. Second, it is
unlikely that there would be much meaningful
competition in the early years because entrants
need time to build up sufficient capacity to com-
pete on a level plapng field with the more estab-
lished incumbents.

Nonvithstanding the above-mentioned line of
reasoning, we present an alternative hypothesis
about the absence of efficiencv improvements in
incumbent banks subsequent to deregulation.
We argue that, given the inherent structure of
the Indian banking industn', there is very little
potential for a'critical level' of competitive pres-
sure to be generated in the aftermath of deregu-
lation that should, in principle, motivate incum-
bentbanks to improve their efficiencylevels. We
present the theoretical arguments and empirical
evidence in support of this alternative hypothesis
at three levels.

First, we offer theoretical justifications from


