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Abstract

Under World Trade Organization (WTO), the openirfgthee Indian banking sector fully to the foreign
players will pose a keen competition for the bamkdndia. Under Commercial presence (Mode 3) of
General Agreement on Trade in Services (GATS),idordbanks with branch presence were allowed
Foreign Direct Investment (FDI) in private sectanks in 2005. These developments have a tremendous
impact on overall functioning of Indian banks amth@&hcement of competition . The objective of thulgt

was to assign ranks to different bank groups onbms of their overall performance scores. Theystu
concludes that although foreign banks and new faigector banks (modern) were significantly better
than the public sector banks and old private bdteslitional)but the traditional banks had imprdve
their performance post WTO. This study will hopéfudlaim the attention of our policy makers, barsker
corporate executives and other interested parties.

Keywords: GATS, WTO, Indian banking sector, Productivity, fability, Efficiency, Composite Index,
Intergroup variation

1. Introduction

Banking all over the world during the last decadm@ssed changes, which perhaps it did not seagluri
the entire history. The changes are witnessed tin, ieveloped and developing countries. It is nyathle

to liberalization of economies and globalization wbrld markets, especially, because of increasing
interdependence of developed and developing casntfinancial deregulation has led to competitive
banking practices in most emerging economies. ligliao exception, and as an emerging market, is
becoming a competitive and important market, ndy éor financial products but also for other prothicA
basic indicator of financial development of an emony is the contribution of finance-related actetito
Gross Domestic Product (GDP). The share of real @figinating from finance-related activities in lad
tripled from just around 2 per cent during the 1876 around 6 per cent during the 1990’s and f&ntb 7

per cent during the first half of previous decadéthin the services sector, the share of finans foom
less than 5 per cent to more than 13 per centtbeesame period (Reserve Bank of India Bulletin).

The Indian banking system has undergone signifistmictural transformation since the 1990s. Prior t
1991, India’s economy and financial system was ineasgulated and dominated by the public sectsraa
result, the banking sector in India has become desspetitive, as reflected in the low profitabilitarge
non-performing assets, low capital base, and loeratponal efficiency. Since 1991, the Government of
India, to increase the efficiency, productivity awmicbility of Indian banks, has undertaken numerous
reforms. The reforms which have greatly changedfabe of Indian banking are: de-regulation of iaggr
rates, reduction in Statutory Liquidity ratio (SLReduction in Cash reserve ratio (CRR), reforms on
capital adequacy, setting-up of new private aneifpr banks, prudential accounting standards, branch
licensing liberalized etc. In fact the policy mekéave recognized that inefficiency is an impdrfantor
contributing to the cost of banking services inifndRecommendation on entry of additional foreigmks
was made by Committee on the Financial System (GBS)s to improve the competitive efficiency and to
upgrade banking technology. But these recommentaticere not accepted until April 1994, when the
government agreed to allow for an expansion ofifordanks under the WTQO’s General Agreement on
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Trade in Services (GATS).

Under the WTO regime, India has to open its bankiactor to foreign competition, because India  had
signed the General Agreement on Trade in servieéating to financial services. The liberalisation
measures adopted during the beginning of 90s ateship reduce entry barriers by withdrawing thdiear
license —permit regime. Measures have also beeptedido gradually lift restrictions on foreign bank
while certain limits on foreign competition willmein until 2009.

There were number of new entrants in the bankirginess. During the period of 1990-2001, 33 new bank
arrived among which 24 are of foreign origin. Moéthe foreign banks arrived during the later parie.
1995 onwards (Reserve Bank of India Occasionalgapelume 24, 2003). These steps have enhanced the
competitive framework for banking. Initially, und&ATS India committed to allow 5 additional branshe
to both new and existing foreign banks. Subsequeintla supplementary agreement signed in July 1995
this limit of 5 was increased to 8 branches anth&rrto 12 in February 1998. However, India hasegon
beyond the WTQO’s commitment of 12 branches andneasallowed 20 branches in revised offer in 2005.
Further, in consultation with Government of Indtze Road map for the presence of Foreign Banksdial
divided into two phases was unveiled in Februar@32@y Reserve Bank of India (RBI), due to the
commitments made at WTO.
Road map has two phases for implementation (asrshotble 1). These are as follows:

e Phase | — March 2005 to March 2009 and

e Phase Il — Review on April 2009 and onwards.
The road map included successive relaxation to wstaolly owned subsidiaries, relaxed branch expamsi
acquisition in private sector banks up to 74 perceslaxation in the priority sector's composition,
repatriation of profits, capital requirements, etd.hese developments have a tremendous impact on
overall functioning of foreign banks and enhancenuércompetition. Under Commercial presence (Mode
3) of GATS foreign banks with branch presence waltewed FDI in private sector banks. With
liberalization of the FDI regime, FDI in bankingcser was brought under automatic route. In manyaold
new private banks, the non-residents of India hajdity such as in ICICI Bank Ltd., the non-resident
share is 72 percent. All these measures have edsiltfierce competition to the public sector bardssthe
new private sector banks having majority equityrehalding of Foreign Institutional investors ardiyfu
computerized and equipped with latest technology professionals. The underlying factor was the
availability of sufficient capital for appropriatgperations. Most of foreign banks, however, hadubeg
operations before India’s first nationalizationpoivate banks in April 1969, and only seven newnblhees
had opened since 1990. The number of foreign banksdia increased from 24 in 1990 to 41 during
2000; although their number consequently declimea®in 2007 on account of merger between the india
branches of foreign banks, merger of banks at laaglevel and closure of some foreign banks. Inyters
preceding the signing of the GATS agreement (1998)y few licenses for new foreign bank branches
were granted, and the presence of foreign bankwlia was limited.
In order to study the performance banking sectergmd post GATS period, the assessment of effigienc
and productivity of banking, in the global enviroemt thus assumes great importance. Moreover,
efficiency or productivity measures could act aadiag indicators for evolving strengths and weakess
of the banking system. Efficiency and productiatyalysis is of great relevance because if bankerhec
better functioning entities, as the domestic arn@rirational competition intensifies, this increasies
reliability and security of banking system in Indiad ultimately led to increase in rate of econognmnth.
The objectives of present study are:

a. To develop a composite index of performance ofedéiit bank groups operating in India on the basis
of overall performance scores.

Freedom of entry into the financial system shoudliberalised and the Reserve Bank should now pdhmai
establishment of new banks in the private sectoniged they conform to the minimum start up cdptad other
requirements and the set of prudential norms wahard to accounting, provisioning and other aspetts
operations, (Government of India, 1991, p.72).
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b. To analyze the gap between efficient and ineffickamk groups.
c. To suggest measures to improve the performancar groups due to the implications of GATS.
2. Literature Review

As banking is a pivot around which economic develept of a nation depends. A number of studies were
conducted to compare different types of banks dipgran India based on different performance/effiay
criteria/ parameters from time to time. Few of thkave investigated empirically the effects of fgrei
bank entry on the efficiency of the financial secto

Borner, Brunetti and Weder (1996); World Bank (18p&xplained that the opportunities arising frormgs
financial services trade liberalization as a prexwotment device for complementary reform in  these
areas have been less well publicized. Pre-committoesimultaneous financial services trade libegdlbn,
and macroeconomic and regulatory reform can helpgkabout the benefits from more trade as well as
from more financial and macroeconomic stability.fact, credible policy pre-commitments to good and
stable policy making are now considered key in &ixjphg rapid growth and development.

Buch (1997) asserts that foreign-owned banks usgemotechnology and rely on the human capital of
their parent banks, so that they would be expeiguerform better than government-owned or domestic
private banks in transitional economies. On sinlilas, private banks would be expected to perfoetter
than government-owned banks. Claessens et al. 2@0&stigated performance differences between
domestic and foreign banks in eighty countrieshli#veloped and developing, from late-1990’s to mid
2000’s and found that foreign bank entry was gdhei@lowed by a reduction in both profitabilityna the
overhead expenses of domestic banks, suggestingateagn participation improves the efficiency of
domestic banking. Foreign bank entry may also lorgk through improved risk management techniques
and more realistic provisioning against bad loasthose techniques become more deeply rootedein th
local banking culture (and perhaps as the qualitgupervisory oversight improves), the stabilitytbé
local financial system should improve.

Uhomoibhi toni Aburime (2008This paper has extensively reviewed the pros amd ob foreign bank
penetration. The pros, as identified by the reviealude better resource allocation, higher contipetiand
efficiency, lower probability of financial crisienhanced public confidence in the banking sectdraeced
access to international capital, and developmertiank supervisory and legal framework. On the other
hand, the cons of foreign bank penetration inclieds of domestic banks’ market share, instabilityhe
domestic deposit base, credit rationing to smalhdi loss of domestic banks’ profitability, foreign
domination and control of the banking system, Vlithatof domestic financial markets, and worsenioig
the domestic financial system’s ability to respdadarge internal and external shocks. Bank regwat
authorities, especially in developing countriespudtl put these pros and cons into considerationnwhe
deciding whether to relax or tighten restrictioms foreign bank penetration into their respectivakag
systems. This will help them to simultaneously m#xe the pros and minimize the cons.

Sarkar et al (1998) compared public, private amdi¢m banks in India to find the effect of owneshipe

on different efficiency measures by using regressinalysis. Rammohan (2002, 2003) also used finhnci
measures for comparing operational performancéffafrent categories of banks in the post liberdlma
period. However, most of the studies, which lookhat efficiency of Indian commercial banks, concatet

on cost, profit, and income or revenue efficienciesng DEA as a technique of analysis. Rammohah an
Ray (2004) compared the revenue maximizing efficjenf public, private and foreign banks in India
during 1999-2000, using physical quantities of ispand outputs in the 1990’s, using deposits and
operating costs as inputs, and loans, investmewt®tner income as outputs. They found that piggiztor
banks were significantly better than private seti@mks on revenue maximization efficiency, but heetw
public sector banks and foreign banks the diffeeeimc efficiency was not significant. Kumbhakar and
Sarkar (2004) estimated the efficiency of publid arivate banks using stochastic frontier produrctio
model with data from 1986- 2000. They found thaitdo efficiency has declined over time, but thie raf
decline slowed down after the reforms. ShanmugadnCas (2004) has analysed the efficiency of 94 bank
belonging to four different ownership groups in imdduring 1992-1999 using stochastic frontier
production model. The banking industry has showmragress in terms of efficiency of raising
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non-interest income, investments and credits. Tfieiency improvement is considerable in the cage o
investments in all banks, particularly in privat@nks. Thus, the result matches with the econonuw/igr
objective of the reform measure. It was found thathe State bank group and foreign banks are more
efficient than their counterparts. However, theyrfd that there are still larger gaps between theabhand
potential performances of banks. Sathye (2005)iestiuthe impact of privatization on banks perforn&anc
and efficiency for the period 1998-2002 and fouhdt tpartially privatized banks have performed lette
than fully public sector banks and they are caighip with the banks in the private sector.

Das et al (2005) analyzed and estimated the dfiiigieof Indian banks using data envelopment analysis
during 1997-2003 and found that, despite liberéilmameasures aimed at strengthening and impraviag
operational efficiency of the financial system, immd banks were still not much differentiated innterof
input- or output-oriented technical efficiency aodst efficiency; however, they found that they efiff
sharply in terms of revenue and profit efficienci€sey also found that bank size, ownership, aedfict

of its being listed on the stock exchange had &ipesmpact on the average profit efficiency andsbme
extent, revenue efficiency scores. Dash & CharB&09) investigated the technical efficiency of bndi
banks, using the Data Envelopment Analysis (DEAXelosegmented in terms of ownership during the
period of 2003-08. The efficiency scores werewaked for a sample of forty-nine major banks opega

in India. The results of the study showed thatitprebanks were slightly more efficient than puldicd
private banks, and that there was not much offaréifice in the efficiency of public and private kan

Literature suggests that impact of foreign bankf&yenn domestic banks is not uniform across the
developed and developing countries. In developmgntries the entry of foreign banks lead to incecias
competition, transfer of technology, increase ificigincy, reduction in profitability and margins rfo
domestic banks, foreign banks had higher profigs thomestic banks in developing countries, whigeith
developed countries the results were in reverse tr&lthough large number of studies was takereither
the variables are few or number of years is letss Tesearch paper tries to fill the gap by analyzhe
performance of different ownership of bank groups a result of increase in competition due to
commitments at Multilateral Trading system.

3. Research M ethodology
3.1Research Design

This paper focuses on the performance of bankiotpséy analyzing the profitability and productiviof
Public Sector Banks vis-a-vis Private Sector Baarkd Foreign Banks. The objective of the study was t
assign ranks to different bank groups on the baftheir overall performance scores. The said esor
were calculated on the basis of weighted aggregaftesperating efficiency and financing effectiveses
based on accounting ratios. The weights were tbgyg derived by the application of Principle
Component method using the said variables. Thenpetexs selected for evaluation of performance of
various categories of banks relating to efficigengrofitability and  productivity are given below
Operating Costs to Total Assets, Cost to IncomaoR&ntermediation Cost, Labour Cost per unit of
Earning Assets, Ratio of Labour Cost to Non-LabGost, Ratio of Net Interest Margin (NIM) to Total
Asset, Business per Employee, Business per Br&hwdiness per Unit Labour Cost, Share of other ircom
to total income, Return on Assets (ROA), Returreguity (ROE).

The data on these parameters during 1991-92,969%99-2000, 2003-04, 2007-08 period  have
been analyzed to observe the trend and the impaarmus reform measures taken by traditional lsank
(Public sector banks and Old private banks) to theechallenges posed by the modern banks (New and
Foreign banks) .The different periods have beeectstl to take in to consideration the period when t
reforms were initiated (1991-92) and in 1995-96 meivate banks came into operation and agreemeht wi
WTO signed and in further years the policy regagdime foreign banks were liberalized and foreign
direct investment was encouraged which led to ghahges in performance of varidoanks. Banking
sector is divided into nine banks groups for anedytpurposes, as each group represents a digdientity

of its own. The nine groups of banks studied dateShank group (8), Nationalized banks (19), abljc
sector banks (27) old private sector banks (19)y pevate sector banks (8), all private banks (2If)
domestic banks, foreign banks (29), all commetugadks (79)
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3.2. Data Collection.

The study relies on secondary data published bitutisns and organizations concerned with comnagrci
banks. The publications of the Reserve Bank ofdrdReport on Trend and Progress of Banking inalndi
(Annual), Report on Currency and Finance (AnnuRB| Bulletins (Monthly) various issues has beenduse
to collect data.

3.3 Data Analysis Tools
Factor Analysis

In this study all the divergent dimensions of therformance of banks is taken up to evaluate their
performance scores and to rank different bank graup the basis of their respective composite irdice
based on sufficiently large number of indicatordahking development. There are two ways of assggni
weights to calculate composite index;

. Equal weights
*  Weighted Average

In many composite indicators all variables are gitke same weight when there are no statistical or
empirical grounds for choosing a different scheggqual weighting could imply the recognition of an
equal status for all indicators. The method ofgssig equal weights may not be a realistic one. gkam
reasonable and logical approach is to assign weightach indicator as per their importance ané tak
weighted average of the signal generated by thaliedtors to form what is called composite index.

For this purpose ‘Factor Analysis’ a multivariagztinique known for data reduction is used. Onlys¢ho
factors were retained which have Eigen value ¢éadt 1. The communalities, which give the proportf
variance for each of the original variables, preserin the factor solutions (denoted By &are also shown.
One of the methods of factor analysis is the ‘RpilecComponent Analysis’, widely used in literaturdn

the first principle component analysis, the guidprinciple for determining individual or group irditor
weights is the inter—correlation between them. Higdights being assigned to those variables having
higher contribution and vice versa. Any principl@rponent is actually a weighted sum of all the dasi
series. The weights in the principle component eltesen such that the following requirements are
satisfied.

a. The values of the factor loading of the principtenponents are uncorrelated.

b. The variables of the principle component (Eigenuga) are in decreasing order from the principle
component 1 to the principle component n.

c. First principle component should explain greatestsible variation of the data set, the second the
greatest possible variance among those componéith are uncorrelated with the first, and so forth.

In the present study, ‘The First principal Compaherethod has been adopted. The statistical madigl i
the terms of the first principal component and whgexpressed as:

P=23a,Z,

zai.
Where "' denotes the factor loading i variable and i indicate the factor number it factor:
Zj = Standardized jth variable and is expressed as

Z = ) , % =Original variable, S.D x | = Standard Deviation of thth variable

Compos[ge ||11dex is calculated for the sub perioddeu study .The sub periods are 1991-92, 1995-96,
1999-2000, 2003-04, and 2007-08. In calculatingnmosite index, five indicators of efficiency, three
productivity and four of profitability have beenclnded in the construction of overall performanceex.
This gives adequate representation to each dimemgidank’s performance. No doubt, there are other
indicators, which do reflect some dimension of afincy/ productivity or profitability, but the seled
indicators are well-accepted indicators and areelyidsed by Reserve Bank of India (Report on Cayen
and finance, 2007-08).

4, Data Analysisand Discussion
12
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4.1 Factor Analysis

For the present study, the First Principal Compomeathod has been used to determine the relative
weights of various indicators pertaining to bankidgvelopment. In the First Principal Component
Analysis, the guiding principal for determining imdiual or group indicator weights is the inter-mation
between them. High weights have been assignedriables having higher contribution, and vice-veisa.

at the same time bypasses the problem of multiemily. The Component analysis produces components
in descending order of their importance. Thereféiest Principal Component or Factor can be usednas
index for assigning weight to various parametemosx all the bank groups. The factor loadings ef th
selected twelve indicators of banking developmeméasured in terms of efficiency, productivity and
profitability for the years 1991-92, 1995-96, 199@030, 2003-04 and 2007-08 are discussed as follows:

4.1.1 Factor Analysis of 1991-92

Table 2 shows the analysis of 1991-92. It clearhemyes that the selected variables represented/dy t
components explains 90.64 per cent of variancesactioe inter-bank groups. But, the first component
explains 78.29 per cent of the inter-bank variaamnoss the eight bank groups. Except operatints,cos
NIM and return on equity, all other factors werewamportant in explaining the differentials acrabe
banks. The operating cost indicator in coefficiehtvariation was also very less, as compared t@roth
variables. These three variables were importatihénsecond component, which explained only 12.35 pe
cent of inter-bank differentials. Even, from thenwounalities column, it was quite evident that the
operating cost value was very low and hence naingmrtant in explaining inter-bank differentialsress
various bank groups. But, it was clear that allttiree productivity variables were very dominantatales

in explaining differential across bank performanteing 1991-92. But, in case of efficiency variahle
three variables namely X3 (Labour cost to earnisgeg, X4 (Labour cost to non labour cost), X5
(Intermediation cost), and X7 (Non-interest incomegre significant and contributory variables in
explaining inter-bank groups differential. Similarin terms of profitability variables, the X{deturnon
asset) was relatively more important than XifE2urnonequity).

4.1.2 Factor Analysis of 1995-96

From the results of 1995-96(Table 2), it followsttitwelve variables can be easily classified im@e
broad components, and they together explains 9p&3cent of inter-bank group variance. But the
dominance of first component had relatively gonevdoas it explained only 59.45 per cent variancess
bank groups. X1 (Operating cost), X2 (Cost/Incom&,(Labour cost/asset) X4 (Labour cost/non labour
cost) amongst the efficiency parameter and X8 (mss /employee), X10 (business per unit  labost) co
amongst the productivity indicators, were the daminvariables of first component. But the two
profitability indicators, namely return on assetlarturn on equity are two dominate indicatorsenasd
component and account for 26.74 percent of variaBae along with it, non-interest income was anothe
significant factor in explaining inter-bank groupmriations. Hence, non-interest income, which was in
dominant position in 1991-92, was placed in secommponent in 1995-96. This fact was also clear from
the coefficient of variation (COV) value of thigdicator (non-income), which had gone down from 36.7
15.29 percent in 1995-96. Indicators namely XBitermediation cost) and X6NIM/asset), business
per branch (X9) were the dominant variables in tihied component. The relative importance of few
indicators had gone down, during 1995-96 as contptrel991-92. The third component explained only
9.028 per cent of inter-bank group variances assored by twelve selected variables.

The importance of all twelve variables in explamiimter-bank variation could be easily seen fromirth
very high communalities, where each variables comatity was higher than 0.8. But the results pointed
out that as compared to 1991-92; during 1995-9ftheas trend towards greater uniformity acrossouesi
banks groups, as measured by efficiency paramBtgy.two productivity indicators had emerged as an
important factor during 1995-96.

4.1.3 Factor Analysis of 1999- 2000

The results of factor Analysis for the years 1999 (Table 3) showed that three broad componemts ha
emerged which together explained 97.35 percentaofation across inter-bank groups. Three variables
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namely X3 (Labour cost to earning asset), X2 (Qosdime) and X4 (labour cost/ non labour cost) from
efficiency parameter and one from productivity X(husiness per unit of labour cost) were the dontinan
variables in the first component. The dominant afales of second component were NIM /asset,
intermediation cost, business per employee aloitiy btisiness per branch were four dominant variadfles
second component, which explained 34.26 percemagftion  across bank groups. Return on equity
was the only dominant variable in third componevttich explained nearly 10 percent of variance acros
inter-bank groups. This clearly showed that, duti9§9-2000, the relative importance of return ouityq
had gone down in explaining inter-bank group véoiet. This fact was also seen form the relatively |
coefficient of variation (COV) value of 20.96 dugii999-2000 compared to 112.23 during 1995-96. The
high Communalities values of all the twelve varebtio point out that three derived components agida
sufficiently high (97.35) percent of inter-bank iadions during 1999-2000.

4.1.4 Factor Analysis of 2003-04

Table 3 indicated the results of factor analysisntér-bank group data for twelve variables for lear
2003-04. Two-factor broad component had been derivhich together explained 94.02 per cent of
variance across inter-bank group variable setHerytear 2003-04. The first Component explained $4.8
per cent of variance and it was broadly represehtethree efficiency parameters namely, labour ¢ost
asset (X3), labour cost to non labour cost (X4) artdrmediation cost (X5), along with productivity
variables like business per employee (X8), busipessunit labour cost (X10) and one from profitail
indicator, namely return on equity (X12). The fivariables namely operating cost/asset, cost/Income,
NIM/asset, business per branch and return on asm®et dominate variables of second component, which
explained 39.13 per cent of variance across iraekbgroups. Business per branch was the important
indicator in both the groups. This could also bensom the very high coefficient of variation valof
business per branch (160.11 percent) for the ye@B-D4. The cost to income indicator considered had
lowest communality value of 0.781 across all thdidators, and it was not considered important ithbo
derived components. Also this fact was validatedhsy very low coefficient of variation (4.06 pemte
across all the selected variables but, all othalicators depicted very high communalities, which
underscores the importance of all other elevencatdrs in explaining variance across inter-bank
indicators.

4.1.5 Factor Analysis of 2007-08

It is clear from the Table 3 that two broad compusemerged from the factor analysis results feryésar
2007-08. The first component explains 66.28 peroémariance across the interbank groups in thecsed
twelve indicators. The variables in first componarg predominantly represented by (&8st to income),
X1(operating cost /asset), Xl3abour cost to earning asset), X9(Business pandima X6(NIM/asset), X8
(business per employee) and X10 (business petdabwur cost). All the three productivity indicatcase
significant in the first component. The X4labour cost to non labour cost) of efficiency aftR return

on equity) from profitability have very low presenin the first component. The second component is
dominantly represented by labor cost to non-lalmmst and operating cost. This component could @xpla
19.49 percentage of variance across the variablef see year. The two components during 2007-08)c
explain nearly 85.77 per cent of variance littlssl¢han other years, where it was over 90 peragntflwe

do consider third component the value goes up t849@ercent. But, the third component Eigen vatue i
less than one (0.848). The communalities in twaesasamely, return on equity (0.471) and NIM/asset
(0.578) is relatively low. This shows that these tvariables do not represent two derived components

4.2 Relative Weights of Banking Variable

Table 4 showed the relative weights of banking alalgs, for the years 1991-92, 1995-96, 1999-2000,
2003-04 and 2007-08. The weights have been cafziifadbm the factor analysis results (shown in Tale

to 3). The weights derived on the principle of &iprincipal component’ analysis showed how the
importance of different variables had changed @vperiod of time, in understanding the interbandugr
variation across variable set. It was seen thahdur991-92, labour cost/ earning asseBjXabour cost to
non labour cost ratio (%), business per unit labour cost (X10), businessemployee (X8), other income
to total income ratio (X7), business per branch)(X8d intermediation cost (X5) were the most imaairt
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variables. The operating cost (X1), NIM/Asset (Xf9turn to equity (X12) were three variables, which
were of least importance in explaining inter-bam&ups’ variance. This might be due to less comipetit
less exposure to capital market and less operafilexéility of the banks. Rate of interest wagulated,
which got almost reflected in the final spreadha bank. After only few years of broad economiomefs
undertaken in various sectors of the economy, tiative importance of various variables changed
drastically. The most important variables in desieg order of importance were business per employee
(X8), business per unit labour cost (X10), laboastcper unit of earning asset (X3) labour costda n
labour cost (X4) and operating cost (X1). Five aadors namely, X5 (Intermediate cost), X6 (NIM/djse
X7 (other income/total income), X9 (business pesnich) and X12 (return to equity) were the least
important during 1995-96. During 1999-2000 labostcm asset ratio (X3) was relatively most impattan
indicator in explaining interbank group variandewas followed by X2 (cost to Income), X10 (busisysr
unit Labor Cost) and X4 (labour cost to non laboost). The least important were X8 (business per
employee), X9 (business per branch), X5 (intermtemtiacost), X12 (return on equity) and X6 (NIM/ase
Labor cost continues to be one of the most impobiitadicators during all the selected years. Butirdur
1999-2000, its relative importance was highest agaball the years. Similarly, labor cost to nondab
cost was very important in first four periods, bdtring 2007-08, its relative weight — across iatlcs
went down to last position. During 2003-04, thesteanportant variables were X1 (operating costfasse
X2 (cost to income), X6 (NIM /asset) and X11 (reten asset). While X12 (return on equity), X4 (labo
cost to non labor cost), X8 (business per emplgyeg)labour cost /earning asset) and X5 (intermaioin
cost) were the top discriminators. During 2007-0®Xbusiness per unit labour cost), X11 (returrasset),
X9 (business per branch), X3 (lakmmst to asset), X2 (cost to income) and X6 (NIMégsare the top
indicators in explaining variance across interbgroups. But, over a period of time X11 (return eset),
X10 (business per unit labor cost), X&st to income), X6 (NIM/asset), X9 (business peanch)
importance has increased over a period of timeréfbee, it is imperative that Indian banks must do
introspection to improve, return on asset in chdnggenario characterized by openness, competitidn a
prudence. The cost of labor is increasing, theegfimn an era of competition some efforts must be
undertaken to increase the efficiency of labor d artrease turnover to remain competitive. Thuss it
quite clear that during the study period, the re¢atweights of all the undertaken parameters have
fluctuated a lot except X3 (labocwst/earning asset) and X10 (business per uniulatmst). This calls for
the need to look into totality or composite indeixbanks performance, as seen from combining all the
indicators and not a single indicator.

4.3 Weighted Composite index of Overall performance

Table 4 and Figure 1 depicted the weighted com@dsiex of overall performance as measured from all
the selected 12 Indicators. It was observed thatiga banks, occupied the first position during 1-92,
2003-04 and 2007-08. Even, nationalized, State 8akup and all public sector groups were slightly
better than national average of 63.48 in 1995-86 pbivate banks, dominated during 1999-2000. DOwrin
2003-04, foreign banks regained their top positirt, nationalized banks, State Bank group anduwdilip
sector banks were below the national average of5B6®uring 2007-08, almost same position remained,
but overall performance of Indian banks in thedithieed environment was good. The variance actoss t
groups had increased in 1995-96 (56.37) as compar&891-92 (42.53). But after that inter-bank grou
variance has decreased. In 2007-08 the varianceldmeased to 19.49 from 27.16 in 1999-2000.This is
healthy indicator of Indian banking industry asigions in different groups have remarkably decedas
due to number of measures taken by the governmergtiti foreign banks are enjoying the top positio
This is definitely an outcome of liberalized andretpilated environment provided by the post GATS
period.

5. Findings of the Study

Overall performance index revealed that new prigatetor banks occupied the top position in 1995496

1999-2000 and thereafter they  occupied the sestoidand  that foreign banks maintained their top
position in 1991-92, 2003-04 and 2007-08. Theqrarance of SBI group, nationalized banks and old
private banks were below the mean value of 24&0dllithe selected years. Only new private banks an
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foreign banks were above the mean ratio. New privEtnks have given a tough competition to foreign
banks. On the whole public sector banks and oldapei sector banks have improved their performance
from previous years as seen from the figure 1. Theedalifferences in interbank performance fromvéey
beginning. One of the reasons for the low perforrean productivity is Business per branch and essn
per employee. Business per branch and employeeryshigh in case of foreign banks, followed by new
private banks and then public sector banks. Caefficof Variation revealed that Inter-bank group
differences reduced from 56.37 in 1995-96 to 1942007- 08. This shows that with the implementatio
of GATS, various reforms measures were taken lierational flexibility, FDI in banking sector, ogeg

of economy and more transparency and autonomy Iticpsector banks, their efficiency has improved,
though they still lag behind private sector bankedern banks).

6. Recommendations

It becomes clear that with GATS, India’s policy @ening the banking sector to domestic and foreign
competition has borne favorable results. The neivage sector banks with latest technology and
professional staff has given a dent on the perfapmaaf foreign banks which were occupying the no. 1
position in 1991-92, before the coming of new piévlanks. But, with the further opening of econdmy
foreign players there is need to increase the mtddty and efficiency of public sector banks and
consolidating the weak banks. In order to sustaowth of public sector banks (traditional bankéey
have to enhance their technological innovation ketang skills, product development, tapping norefest
sources of income, reducing operating cost, skilamcement of human resources of public sectookhd
private sector banks. As there is huge gap irpgréormance of Public and Private banks  and dne o
the reasons for the low productivity of traditionnks is business per branch, hence, in orderctease
business per branch of public sector banks who$% Banches are in rural areas, firstly, they sthdwalve
strategic tie up with regional rural banks- fordieiag the far-fetched areas instead of openingdhes
themselves in the areas, which cannot provide tti@rbreak even business, secondly, they should use
more affordable technology, so that transactiost @d rural operations could come down and rural
branches could become profit centers . Curretity,financial service agreement reflects the stqtus

but India cannot keep the foreign banks entry r&ipis and stake of investment, restricted forever.
Keeping this in mind India should improve and lempent fast financial sector reforms and make this
sector more competitive.  The*2tentury mantra is to “Consolidate, Compete andveaye”. Hence,
there is a need for consolidation to compete ololaad) platform.

7. Implication of the study

GATS commitments if made by India will lead to iease in market access of foreign banks. Therefore,
guarded approach is necessary  while making futbenmitments, since unrestricted entry of foreign
banks may marginalize public sector and old priveteks.Public sector banks (PSBs), with a share of 70
per cent in credit and deposits, still hold dominpasition in Indian banking system followed by new
private sector banks (21.6 percent) and foreignk®a(B8.4 percent) in 2009-10. Hence, overall
strengthening of our financial institutions is nes&ry both to face competition from foreign bankthiw

the country and to increase India’s presence abroad

8. Limitation of the study and Direction for Future Research

Due to constraint of time, soundness and assetityjuatlicators cannot be undertaken to calculate
composite index. The technique of Balanced Scodecan also be used as a tool for comprehensive
evaluation of performance

9. Conclusion

The study has analyzed overall performance of mankector divided into nine groups on 12 selected
variables relating to efficiency, productivity apdofitability for five different periods (1991-92,995-96,
1999-2000, 2003-2004, 2007-2008) to take theceffef different reform measures and GATS
commitments to open up the economy taken by RBIver@l performance index, revealed that new
private sector banks occupied the top position 995196 and 1999-2000 and after that foreign banks
maintained their top position (2003-04, 2007-08plRusector banks and old private banks had imptove
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their performance from 1991 and inter-bank groujfedBnces were reduced from 56.37 in 1995-96 to
19.49 in 2007- 08 showing the impact of variousomaf measures taken by government to enhance
competition. Thus, the policy changes on entryaryeign banks in India implemented during 1995 and
2004 had significant impact on their presence éndnucture of Indian banking industry.

Reforms should be taken to strengthen the regylatchanism to avoid potential conflicts between
home country regulators of Foreign Service prowdand host country regulators. India's  stratefyy
opening the banking sector for new private banks dextainly yielded good returns and has also ded t
increase in the efficiency of public sector bankd eneasures should further be taken to reform tiidi
sector banks by adopting the strategies of coretidid and improving productivity and bringing down
operating cost which eventually will lead to prsfit Hence, overall strengthening of our financial
institutions is necessary both to face competifimm foreign banks within the country and to ingea
India’s presence abroad. It can be concluded diat to the changing banking landscape number of
opportunities and challenge have arisen. Hencsuteive in the environment of intense competitithe
focus should be on “"Growth based on calculatekl’rioday, the Darwinian dictum on evolution is raor
relevant than ever beforelt is not the strongest (of the species) that siiltvive, nor the most intelligent;
but the ones most responsive to chdnge
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Table 1 Road Map for Foreign Bank Preseft®@®urce: Road map of RBI, February, 2005)
Announced Reforms Prior to March 2005-2009 2009 Thereafter
200k
Structure of foreign bank presence in  Branches only Branches or wholly-owned Full national treatment,
India subsidiarie includina IPO. subiect tao 26¢
Aggregate foreign direct investment 49% 74% for banks identified as 74%
limit in orivate bank distressed hv R
Foreign voting rights limit 10% Proposed amendnteratllow voting rights to reflect ownership
level
Branching limit per year 12 20, subject to RBI apyal
UNCHANGED

Five percent foreign investment limit in privatenka by individual foreign banks

Ten percent foreign investment limit in private kaby foreign institutional investors or individuadrporate entities

Table 2 Result of Factor Analysis 1991 — 92, 1996 —

1991 - 92 1995 - 96
Sr. Variables Rotated Cqmmunalit Rotated Component Matrix _Communa'
No. Components ies (i) ies ()
1 2 1 2 3
X1 | Operating cost to Total Asset 0.26b 0.508 0.329 0.821 0.363 0.375 0.946
X2 | Costto Income 0.776 0.489 0.841 0.6p2 0.712 03.1 0.997
X3 Labour cost/Earning Asset 0.994 0.o0pn 0.987 ®.890.391 0.036 0.961
X4 | Labour cost to non labour Cost 0.971L 0.232 0.994 0.915| 0.155 0.355 0.987
X5 | Intermediation cost 0.904 0.42 0.994 0.196 0.04 0.885 0.824
X6 | NIM to Asset 0.033 0.967 0.936 0.1B 0.37% 0.898 .976
X7 | Other income to total income 0.937 0.318 0.978| .326| 0.722 0.455 0.835
X8 Business per employee 0.95% 0.289 0.996 0963 22 0 0.02 0.976
X9 | Business per branch 0.934 0.34f7 0.995 -0.36.187 0.907 0.994
X10 | Business per unit labour cost 0.96p 0.232 0.993 0.922 0.196 0.31 0.984
X11 | Return on asset 0.791 0.544 0.928 -0/650.733 0.121 0.983
X12 | Return on equity 0.534 0.787 0.904 -0.200.957 0.096 0.966
Eigen Value 9.395 1.482 7.135 3.21 1.08
%age of variance explained to tofal  78.2p4  12.353 59.45| 26.747 9.028
Cumulative variance 78.294  90.647 59486.206 | 95.234
Table 3 Result of Factor Analysis 1999 — 2000, 20832007-08
1999 — 2000 2003-04 2007-08
Rotated Component Com | Rotated Com | Rotated Com
Sr. Variables Analysis munal [ Component munal | Component munal
No. ities | matrix ities ities
1 2 3 () 1 2 () 1 2 ()
X1 | Operating cost to Total | 0.673| 0.724f 0.103 0.98f 0.201 0.9B7 0.918 0.6¢4 420{70.965
X2 | Costto Income 0.92213 0.169 0.332 0999 0.382 19pB0.781| 0.912 0.057 0.8
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X3 | Labour cost/Earning Assét 0.948 0.1 0.11 0.998.934 | 0.333| 0.984 0.925 -0.31 0.953
X4 | Labour cost to non labour 0.909( 0.36| 0.174 0.986 0.964 045 0941 0.12 -0.9¥955
X5 Intermediation cost 0.314 0.814 0.421 0.938 9.9D 0.092( 0.835 0.519 0.556 0.578
X6 | NIM to Asset 0.403] 0.893 0.00p 0.9 0.30R 0.p4.976( 0.858 | 0.33 0.848
X7 | Other income to total 0.713| 0.624| 0.3141 0.99¢ 0.791 0.584 0973 0.7/1 520{50.899
X8 Business per employee 0.143 0.965 0.096 0.,9619610.] 0.21| 0.967 0.847 0.427 0.899
X9 | Business per branch 0.333 0.9p5 0.046 0.p62 90.660.729( 0.979] 0.928| 0.346 0.8p
X10 | Business per unit labour| 0.915| 0.253| 0.014 0.90fL 0.852 0.5p3 0.979 0.9p7 050|10.927
X11 | Return on asset 0.623 0.607 0.492 0.999 0.069.98 @ 0.966 0.954 0.272 0.983
X12 | Return on equity 0.267 0.082 0.9%6 0.993 0.98®.113 | 0.985 0.22 -0.64 0.471
Eigen Value 6.384 4.111 1.196 6.58)7 4.495 7.952.339
%age of variance 53.21| 34.26] 9.88 54.889 39.13 66.282 19,49
explained to total
Cumulative variance 53.2L 87.47 97.B5 54.2]39 BD4.0 66.28 85.77]

Table 4 Relative Weights of Banking Variables, Witégl Composite Index of Performance of Bank Groups

Weinhted Comnosite Index of Performance
Variables in| 1991-| 1995-| 1999-| 2003-| 2007- Bank group 19914 1995-( 1999- 2003- 2007-
Table2 &3 | 1992 | 1996 | 2000 | 2004 | 2008 1992 | 1996 | 2000 2004 2008
X1 0.88 | 12.58| 8.54 0.61 5.76 1.SBI Group109.1| 70.95| 131.2¢ | 238.4¢ | 204.3¢
X2 7.58 8.94| 16.24 1.67 11.56 2. Nationalizeglo7.7 1 65.7¢| 102.13 | 241.42 | 219.01
X3 12.4¢ | 15.62 | 18.3¢ | 13.2¢ 11.8¢ | 3. All Public 108.21 65.811 112.4¢ | 240.25 | 203.21
X4 11.87 | 15.62 | 15.5¢ | 14.2¢ 0.61 4.0ld Privat | 106.5 | 75.9¢<| 134.97 | 246.4C | 204.87
X5 10.2¢ | 0.71 1.8€ | 13.0C 3.74 5. New Privat - 234.C| 233.7¢ | 300.0C | 255.2¢
X6 0.01 0.60 3.05 1.38 10.24 6. All Privatg 106.4] 83.52| 151.32 | 265.1C | 246.1¢
X7 11.08 | 1.9¢ 9.57 9.6( 8.2¢ 7. Domesti 108.1161.2C| 116.7¢ | 239.4< | 221 4¢
X8 11.4¢ | 17.3¢ | 0.3€ | 14.0% 9.9¢ 8. Foreig! 274.71136.71 177.2¢ | 311.37 | 337.3¢
X9 11.0C | 2.54 1.9¢ 6.8(C 11.9¢ | 9. All Banks 113.21 63.4¢ | 121.472 | 266.5¢ | 222.9¢
X10 11.82| 15.06] 15.77 11.0B 12.72 X (Mean)} 129.2|95.31| 142.35 | 260.9¢ | 246.01
X11 7.9€ | 802 | 7.31 | 0.0¢ | 12.6¢ g 55.0C|53.72| 3862 | 26.2C | 47.9¢
X12 3.5¢ 0.7t 1.34 | 14.7¢ 0.67 COV. 42.52156.37| 27.16= 9.97 19.4¢

Figure 1: Overall Performance of Bank Groups
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