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Foreword 

Reforms of the financial and banking sector are of utmost importance for 
emerging economies as well as economies in transition especially due to 
the fundamental importance of these sectors for economic development 
processes. In this context, the extent of government intervention in these 
areas plays an important role, which has been controversially discussed in 
the literature. While market optimists assign a very restricted to the gov-
ernment and argue that a market-determined banking and financial system 
will have sustainable positive effects on the allocative and dynamic effi-
ciency and eventually economic growth, market pessimists point out that, 
particularly in less developed countries, emerging economies as well as 
economies in transition, the government should assume an active role (at 
least) in the phases of reform and transformation. In that case, the govern-
ment is particularly supposed to address market failure, but also to bring 
about an economically effective and politically feasible sequencing and 
timing of institutional and economic reforms in the overall economy. Em-
pirical investigations regarding the dichotomy of market and state have not 
yet yielded clear analytical results or straightforward policy recommenda-
tions. 

Starting from this controversy, this book addresses the reform and de-
velopment process in India since the mid-1980s and compares it with the 
Chinese reform process which has been taking place since the end of the 
1970s. Thereby, the author chooses two of the currently most intriguing re-
form countries, both of which are amidst a comprehensive transformation 
process from a state-led economy towards a liberalized market economy. 

The analysis actually represents a comparative, empirically oriented, yet 
theoretically sound country study. Its overall objective is to undertake a 
comprehensive, profound assessment of the distinct transformation steps in 
the Indian banking sector and to compare this with corresponding reform 
and transformation steps in China. More specifically, the study pursues the 
goals 
• to identify the potential reasons for government intervention into the 

banking sector of a country as well as for financial-market liberaliza-
tion; 
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• to discuss the crucial policy recommendations of general transformation 
studies in the context of the transformation of the banking sector; 

• to link transformation studies and the works about financial-market lib-
eralization and thereby to craft a theoretical framework for the liberali-
zation of the banking sector in a transformation country; 

• to discuss the necessary extent of government activities in the banking 
sector; 

• to identify suitable indicators for assessing banking sector reforms; 
• to compare the status and the consequences of banking sector reforms in 

India and China; and 
• to discuss necessary steps for further reaching reforms of the banking 

sector in these countries. 
 
In the course of his study, the author succeeds in accomplishing these 

objectives in an impressing differentiated, independent, and innovative 
way. 

As a key outcome of this book, the reader will recognize and acknowl-
edge that the dichotomy of the market and the state regarding the trans-
formation of a banking sector exists only seemingly. In fact, an active role 
of the government proves to be a key factor during the transition towards a 
market-determined financial and banking system, i.e. in an environment 
characterized by market and coordination failure. 

The author does not develop a novel theoretical approach for systemic 
transformation. Rather, Christian Roland suitably links two strands of the-
ory in an impressing way: he combines the theoretical transformation stud-
ies with the works on financial market and banking sector liberalization 
and develops thereby a theoretically founded concept which can also be 
applied in empirical analyses. This approach to analyze banking sector re-
forms in a transformation context is successfully applied to India and 
China and brings about novel insights and policy implications. In this con-
text, it is remarkable that the author explicitly focuses on the process of 
liberalizing the banking sector as well as complementary reform steps in 
other sectors. This process has not yet been explored in the research com-
munity. 

To conclude: "Banking Sector Liberalization in India" is, without doubt, 
one of the best books on the economics on policy, particularly banking 
sector, reform in emerging economies. It is a must-read not only for schol-
ars interested in financial sector reform, but also for those interested in the 
region and, of course, for all students of economic transition. The book is a 
concisely written, excellent addition to the everlasting debate on the role of 
institutions and policies for economic development. The author’s judge-
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ments and recommendations are based on actual policy alternatives which 
are available to policymakers rather than on theoretical reference models. 
By demonstrating the central role of institution building and highlighting 
the crucial complementary role which governments need to play in order to 
support the emergence of markets, the study provides a sound theoretical 
analysis and instructive empirical evidence, which will enhance readers’ 
understanding of reforms in India and China. 

 
 

Joachim Ahrens 
Professor of International Political Economy 

European Business School International University  
Oestrich-Winkel, Germany 

and 
Private University of Applied Sciences Goettingen 

Goettingen, Germany 



Preface 

This book was written during my time as a doctoral student at the Euro-
pean Business School, Oestrich-Winkel from 2004 until 2006. A number 
of people have supported me during this journey – my special thanks go to 
them.  

First and foremost, my gratitude goes to my "doctoral fathers" Prof. Dr. 
Jürgen Bunge and Prof. Dr. Joachim Ahrens. They gave me a great degree 
of freedom in pursuing the topic, while at the same time sharing their in-
sights and experiences with me. Professor Bunge's advice in late 2003 was 
invaluable: at a time when most people were still focusing exclusively on 
China, he suggested to look at India and compare it to China, and thus 
showed clear foresight of the emerging importance of India on the global 
stage. Being his last doctoral student, he showed great personal interest in 
the development of this thesis. Professor Ahrens helped me greatly in 
shaping the theoretical foundations of this book and always had an open 
ear to my questions.  

I have benefited tremendously from a research trip to India in 2005. 
Many people have taken the time to share their knowledge on the Indian 
banking sector with me. These include Dr. Anand, Ms. Das and Dr. Ram 
Mohan (State Bank of India); Mr. Dixit, Mr. Gadgil, Mr. Gupta and Mr. 
Otte (Deutsche Bank India); Mr. Steinrücke (Indo-German Chamber of 
Commerce); Mr. Menon and Mr. Umamaheshwaran (Development Credit 
Bank); Prof. Vaidya (Indira Gandhi Institute of Development Research); 
Dr. Kohli and Mr. Wattleworth (International Monetary Fund); Dr. Patnaik 
(Indian Express); Prof. Varma and Dr. Ram Mohan (Indian Institute of 
Management Ahmedabad); Dr. Basu (World Bank); Prof. Correa and Prof. 
Nadkarni (University of Mumbai); Mr. Puri, Mr. Sengupta and Mr. Tho-
mas (McKinsey & Company).  

Their perspectives on the changes in the industry have helped me tre-
mendously to gain deeper insight into the sector. Special thanks go to Pro-
fessor Sunder Ram (NMIMS) who met several times with me, Dr. Leicht-
fuß (McKinsey & Company, now The Boston Consulting Group) for 
facilitating my trip to India, and Mr. Tahilyani (McKinsey & Company) 
for being my point of contact while in Mumbai and helping me in setting 
up some of the interviews. 
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From my friends, Timo Schretzmair helped with the proofreading and 
provided helpful inputs, Jens Wimschulte always took the time to discuss 
new approaches with me, while Dirk Eichler ensured that I would get suf-
ficient time away from my desk through our tennis matches.  

Last, but certainly not least, I have to thank my parents Agnes and 
Gregor Roland, and my brother Björn for their support during my years of 
study. My spouse Leonie Staude was a constant source of encouragement 
and motivation throughout the time I was writing this book. Furthermore, 
she helped me advance my thinking on the topic by pointing to flaws in 
my argumentation, and spotting errors in the text. I dedicate this book to 
my family and Leonie.  

 
       Christian Roland 
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1 Introduction 

1.1 Original problem and objectives 

A banking sector performs three primary functions in an economy: the op-
eration of the payment system, the mobilization of savings and the alloca-
tion of savings to investment projects. By allocating capital to the highest 
value use while limiting the risks and costs involved, the banking sector 
can positively influence the overall economy and is thus of broad macro-
economic importance.1 

There is broad consensus in the literature that the mobilization of sav-
ings and the allocation of capital have positive repercussions on the overall 
economy.2 This suggests two questions: Under which coordination mecha-
nism – state or market – does the banking sector best perform its func-
tions? And how can a country move towards this coordination mechanism 
given the associated adjustment costs of the change? 

From both a development and a political perspective on state involve-
ment, the state is better suited than the market to ensure that the banking 
sector performs its growth-enhancing functions. A government can achieve 
this either through either direct ownership of banks or with restrictions on 
the operations of banks. It is argued that the government can ensure a bet-
ter economic outcome than the market, for example by channeling savings 
to strategic projects that would otherwise not receive funding or by creat-
ing a branch infrastructure in rural areas. In this context, active govern-
ment involvement in the banking system is the trigger for the growth-
enhancing effect.3  

                                                      
1 See Bonin and Wachtel (1999), p. 113; Jaffe and Levonian (2001), p. 163; Rajan 

and Zingales (1998), p. 559; Wachtel (2001), p. 339.  
2 See Bonin and Wachtel (1999), p. 113; King and Levine (1993), p. 719; Levine 

(1997), p. 691; Quispe-Agnoli and McQuerry (2001), p. 22; Wachtel (2001), pp. 
357-359.  

3 See Arun and Turner (2002c), p. 93; Denizer, Desai and Gueorguiev (1998), p. 2; 
Gerschenkron (1962), pp. 19-22; La Porta, Lopez de Silanes and Schleifer 
(2002), p. 266f.  
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The proponents of financial liberalization take an opposite stance. They 
argue that imposing repressive policies such as artificially low real interest 
rates, directed credit programs and excessive statutory pre-emptions on 
banks can have a negative effect on both the volume and the productivity 
of investments, which in turn inhibits economic growth. Removing these 
repressionist policies and giving more weight to market forces will, it is 
argued, stimulate financial development and promote stronger economic 
growth.4  

These two opposing views and the effects of banking sector liberaliza-
tion are subject to much debate in the literature. The majority of empirical 
studies support the view that repressive policies have a negative effect on 
both the banking sector and the economy as a whole. These studies rec-
ommend that repressionist policies be abolished and banks privatized to 
reduce the government's influence in the sector. Less clear, however, is 
how to best manage the change of the coordination mechanism from state 
to market. This is especially important given the perils of the liberalization 
process – McKinnon (1991) notes that "liberalizing a highly repressed 
economy has been likened to walking through a minefield: your next step 
might be your last"5. While studies investigating the effects of financial 
liberalization abound, there is a distinct lack of research into how to actu-
ally conduct a liberalization program. There is still no clear outline of how 
to best manage the transition from a state-directed to a market-based bank-
ing sector.6  

India's recent history exemplifies the tensions between the two different 
views. After increasing government involvement from the 1960s until the 
end of the 1980s, India's banking sector is now transforming from state di-
rection to a market base. Prior to 1991 India's banking sector showed a 
significant degree of state ownership and extensive regulation, among oth-
ers of the allocation of credit and the setting of interest rates. Following the 
balance of payments crisis in 1991, structural reforms were introduced that 
were a clear departure from the previous economic policy, in which the 
state was supposed to take the "commanding heights" of the economy.7 

                                                      
4 See Demetriades and Luintel (1997), p. 311; Denizer, Desai and Gueorguiev 

(1998), p. 3; King and Levine (1993), p. 730; McKinnon (1991), p. 12; Shaw 
(1973), p. 3f. 

5 McKinnon (1991), p. x. 
6 See de Gregorio and Guidotti (1995), p. 433f.; Fry (1997), p. 768f.; King and 

Levine (1993), p. 734f.; Wachtel (2001), pp. 357-359. 
7 See Acharya (2002), pp. 2-4; Budhwar (2001), p. 552; Forbes (2001), p. 5; 

Mohan (2004), p. 851; Singh (2003), p. 1f. 
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The blueprint for the initial reforms was the report of the Narasimham 
Committee published in 1991. Subsequent steps have included the deregu-
lation of interest rates, the easing of directed credit rules under the priority 
sector lending arrangements, the reduction of statutory pre-emptions and 
the lowering of entry barriers for both domestic and foreign banks.8  

Yet despite these reforms, the state still plays an important direct role in 
the Indian banking sector.9 One of the major goals of the current ruling 
coalition is to achieve a sustainable growth rate of 7-8%.10 In fact this may 
be difficult, or even impossible, since a higher degree of state involvement 
is commonly associated with lower growth. The questions at hand are 
therefore how far the reforms have actually proceeded, what their effects 
on the banking sector and the economy have been so far, and what further 
reforms are necessary. The Deputy Governor of the Reserve Bank of India 
has stressed the importance of finding answers to these questions:  

 
"India has had more than a decade of financial sector reforms during which there 
has been substantial transformation and liberalisation of the whole financial sys-
tem. It is, therefore, an appropriate time to take stock and assess the efficacy of 
our approach. It is useful to evaluate how the financial system has performed in an 
objective quantitative manner. This is important because India’s path of reforms 
has been different from most other emerging market economies: it has been a 
measured, gradual, cautious, and steady process, devoid of many flourishes that 
could be observed in other countries."11 

 
Evaluating India's reform experience yields a number of insights into 

changes in the banking sector. However, it is difficult to identify clear les-
sons learned, as it is not always straightforward to distinguish factors that 
have a general application from those that are specific to India. One solu-
tion is to compare India's reform experience and its outcomes with that of 

                                                      
8 See Bhide, Prasad and Ghosh (2001), p. 7; Hanson (2001a), pp. 5-7; Shirai 

(2002a), p. 54. 
9 For example Public Sector Banks still account for about 80% of bank assets, for-

eign banks are bared from taking majority ownership of privately owned Indian 
banks until April 2009 and the 40% target for credits to priority sectors has re-
mained unchanged. See Bowers, Gibb and Wong (2003), p. 85; Gupta and Jaya-
kar (2005), p. 60; Hanson (2001a), p. 7; Reserve Bank of India (2004b), p. 60. 

10 See La Porta, Lopez de Silanes and Schleifer (2002), p. 26f. One of the main 
priorities of the United Progressive Alliance government elected in 2004 is 
achieving a sustainable growth rate of 7-8% over a period of 10-15 years to sig-
nificantly reduce poverty. See Gupta (2005), p. 116; United Progressive Alli-
ance (2004), p. 2. 

11 Mohan (2004), p. 851. 
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other countries, which will help to identify peculiarities of the liberaliza-
tion process in India. 

A prime candidate for such a comparison is the People's Republic of 
China. Like India, China is in the process of creating a more market-based 
banking system. Since the opening up of its economy in the late 1970s, 
China has been trying to reform its banking system. This has been 
achieved first by creating commercial banks and later by a gradual easing 
of restrictions such as interest rate controls. China and India thus face a 
similar reform agenda, and a comparison of the two countries in terms of 
banking sector liberalization may reveal a number of interesting insights.12   

The thesis of this study – based on the policy changes that have oc-
curred in the banking sector and the literature on financial liberalization – 
is that India has proceeded faster with reforms than China, but still needs 
to make progress in creating a market-based system. Even when allowing 
for market failure arguments, the reforms in India have not been far-
reaching enough, especially as far as state-owned banks are concerned. 
The positive liberalization effects on the sector and on the economy as a 
whole thus remain limited, jeopardizing India's economic growth targets. 
Transformation studies offer a framework that can be transferred to the 
banking sector, allowing us to flesh out the changes required to the alloca-
tion and coordination mechanism. The objectives below briefly describe 
the issues that must be addressed in order to test the thesis of this study. 
 

Objective 1: To review potential reasons for state involvement in a  coun-
try's banking sector and the rationale for financial liberalization 
According to the proponents of financial sector liberalization, a banking 
sector can fulfill its functions of mobilizing and allocating savings better if 
repressive policies are removed. However, there are several arguments 
from economic, developmental and political standpoints that state in-
volvement in the banking sector has a positive effect. This study conse-
quently attempts to review the basic rationale for liberalizing the banking 
sector, given its function in the economy, and look at the differing views 
on the role of the state. 

 
Objective 2: To review key policy recommendations of transformation 
studies in the context of the transformation of a banking sector 
Since the beginning of the transition in the Central and Eastern European 
countries, a vast amount of different and at times conflicting policy rec-

                                                      
12 An in-depth discussion on the comparability of the banking sectors in India and 

China follows in section 3.3. 
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ommendations has been given. This thesis attempts to review the key pol-
icy recommendations on how to transform a banking sector and discuss 
which of these recommendations have proven successful given the histori-
cal experience of transition countries.  

 
Objective 3: To integrate transformation studies and financial liberaliza-
tion studies and thus provide a framework for banking sector liberalization  
Transformation studies and financial liberalization studies both deal with 
changing the prevailing coordination mechanism from plan to market.13 
These approaches have complementary elements, such as recommenda-
tions concerning the timing and sequencing of reforms. Integrating the two 
concepts is likely to provide a more holistic picture on how to transform a 
banking sector.  

 
Objective 4: To discuss the necessary extent of state involvement in the 
banking sector 
The focus of both transformation and financial liberalization studies is the 
change from a state-controlled coordination mechanism to market-based 
system. While these changes lead to a significant reduction of direct state 
involvement in the economy, they do not imply the complete retreat of the 
state. This is because "state" and "market" are not discrete variables, but 
rather constitute two opposite ends of a continuum.14 The extent to which a 
country can shift along the continuum depends on the overall economic 
order as well as sector-specific issues such as the existence of market fail-
ures.15 Under the assumptions that market failures are more prevalent in 
developing countries and that banking is even in the most developed coun-
tries characterized by market failures, it is necessary to define a level of 
state involvement that ensures the proper functioning of the market.16  

 
Objective 5: To identify a set of indicators for evaluating banking sector 
reforms 
The purpose of indicators is to give guidance to decision makers. This is 
especially important during the complex task of transforming the banking 

                                                      
13 See Csaba (1993), p. 100; Gibson and Tsakalotos (1994), p. 579; Wagener 

(1996), p. 2. 
14 See Kloten (1991), p. 8f. The continuum problem is discussed by Pryor (1985), 

pp. 18-20. 
15 Market failures can be caused by information asymmetries that can for example 

lead to credit rationing as shown by Stiglitz and Weiss (1981). See Aschinger 
(2001), pp. 66-68 for a general overview of market failures. 

16 See Stiglitz (1996), p. 14f.; Stiglitz (2004), p. 21. 
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system. The objective is to develop a set of indicators based on transforma-
tion and financial liberalization studies that can be used to evaluate the 
process of reforms and their results. 

 
Objective 6: To compare and evaluate the status and effects of banking 
sector reforms in India and China  
A set of indicators is used to evaluate reforms in the banking sector in In-
dia. This evaluation looks at both the progress of reforms and their out-
comes along several dimensions. In addition, a comparative perspective to 
the reforms of the Chinese banking sector is taken.  

 
Objective 7: To discuss further necessary steps for banking sector reforms 
in India and China 
This objective is achieved by discussing the current status of liberalization 
in India and China and comparing it to policy recommendations given by 
transformation studies and the literature on financial sector liberalization.  

 
This thesis advances the existing literature in four areas. First, insights 

from transformation studies and the literature on financial liberalization are 
integrated with each other to mould a framework for managing banking 
sector liberalization. Second, the progress of the transition of the Indian 
banking sector is evaluated using a comprehensive set of indicators, rather 
than using a single indicator or looking at a specific aspect of the reforms. 
Third, while it is generally acknowledged that market failures affect the 
potential degree of liberalization, this study attempts to incorporate them 
explicitly in its evaluation of the reforms. And fourth, although many stud-
ies have previously compared the performance of the Indian and the Chi-
nese economies, there is a dearth of comparative investigations of their 
banking sectors.  

1.2 Methodology 

It is not the goal of this thesis to develop a new theory of either system 
transformation or financial liberalization. Rather, elements of existing 
theories are integrated and applied in a new context – the liberalization of 
the banking sectors in India and China. 

To address the research objectives, a multi-method approach combining 
qualitative and quantitative research methods is employed. Transformation 
studies and financial liberalization studies are integrated in order to de-
velop propositions on how to liberalize a banking sector. These proposi-
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tions then form the basis for a discussion of how the reform process should 
be managed. Indicators are identified for the process elements and the re-
sults that are expected based on causal relationships. Subsequently, these 
form the basis for a quantitative evaluation of the reforms. Finally, the 
process indicators are integrated to construct a process index.  

The process index is constructed in line with the steps identified by 
transformation studies for evaluating the progress of reforms, their current 
status and further steps necessary. With the help of econometric methods, 
the process index can be used to test the effects of liberalization, for exam-
ple on saving rates, capital accumulation and financial development over 
time. Wherever possible, data for both India and China for the period 1980 
to 2004 is included. However, since better data is available for India, some 
analyses use data from 1960 to 2004, which allows a clearer evaluation of 
the effects of different policy regimes.17 

The results of the qualitative and quantitative evaluations of the reform 
process form the foundation for recommendations on further steps for 
banking sector liberalization. They are also used to identify aspects of the 
political and economic environment that are peculiar to India and that 
might affect this process. 

Since the main research focus of this thesis is on India, this thesis pro-
vides an in-depth country case study as opposed to a cross-country study. 
From a methodological point of view this is in line with a growing recog-
nition that country case studies are an important complement to the still 
dominant cross-country case studies since they allow for a more careful 
consideration of specific political, economic and institutional circum-
stances.18 The inclusion of China as a comparator country allows combin-
ing the advantages of an in-depth country case study with the greater abil-
ity to deduct generalizations of cross-country studies.  
 

                                                      
17 In addition, this will help to account for the growing evidence that the accelera-

tion of India's economic growth already began in the 1980s, and not in the 1990s 
as commonly assumed. See DeLong (2003), p. 195f.; Rodrik and Subramanian 
(2004), p. 6. 

18 See Bell and Rosseau (2001), p. 154; Kirkpatrick (2005), p. 633; Ram (1999), p. 
173. 
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1.3 Categorization of topic  

The theoretical foundations of the thesis are transformation studies and fi-
nancial liberalization studies.  

The first theoretical framework to explain and guide the transition in 
Central and Eastern Europe was the so-called "Washington Consensus", 
whose main policy recommendations focused on the triad of liberalization, 
stabilization and privatization. However, these policy recommendations 
came under intense scrutiny soon after the start of the transition for offer-
ing a "one-size-fits-all" model of transformation. It was claimed that this 
neglected the importance of institution building as well as the need for 
structural change in the transformation countries.19 

Despite considerable discussion in the literature following the Washing-
ton Consensus, there is still no agreement as to a general theory of trans-
formation. Since it is beyond the scope of this thesis to propose such a the-
ory, the focus will instead be on the key elements necessary to manage a 
transformation process, with emphasis on the transformation of the bank-
ing sector.20  

Financial liberalization studies date back to the seminal works of 
McKinnon (1973) and Shaw (1973). The basic argument is that freeing a 
financial sector from repressionist policies, such as interest rate controls or 
directed credit rules, will enable the sector to perform its functions of mo-
bilizing savings and allocating capital more efficiently. This then has a 
beneficial impact on growth. The positive effects of financial liberalization 
and the negative effects of financial restraints are generally accepted in the 
literature.21  

However, the link between financial liberalization and economic growth 
has been subject to intense debate over the last years. An important factor 
here is market failures, which affect the degree of state involvement 

                                                      
19 See Csaba (1997), p. 8; Ghose (2000), p. 2; Murrell (1995), p. 175; Rodrik 

(2000), p. 86; Roland (2001), p. 32; Seliger (2002), p. 41; Stiglitz (1999), p. 30; 
Stiglitz (2004), p. 22.  

20 See Ahrens (1994b), p. 18; Pickel (2002), p. 113; Schulders (1998) p. 3; Seliger 
(2002), p. 51; Wagener (1996), p. 5. There are several related approaches that 
can help explain transformation and its problems, such as public choice theory, 
new institutional economics, development economics, political-economy argu-
ments and ordo-liberalism. These approaches will be referred to where appro-
priate.  

21 See McKinnon (1973), pp. 1-3; Shaw (1973), p. 3f.  
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needed. Thus, it is still open to debate how much state involvement is nec-
essary in the banking sector in order to promote economic growth.22 

Financial liberalization studies and transformation studies are to a cer-
tain extent complementary; both, for example, are concerned with the tran-
sition from a state-dominated system to a market-based one. Within this, 
financial liberalization studies emphasize why changing the coordination 
mechanism provides benefits whereas transformation studies focus more 
on how to manage the transformation process. A unifying element in both 
approaches is the desire to overcome the limitations of state involvement, 
which supposedly inhibits economic growth. Furthermore, as regards man-
aging these changes, both approaches address issues such as the timing and 
sequencing of reforms. 

This thesis attempts to integrate these common elements to form a 
framework for the evaluation of the liberalization of the banking sector. 
These insights are then applied to the banking sectors in India and China, 
which are cases in point for banking sectors currently undergoing liberali-
zation.  

1.4 Definition of key terms 

For the sake of clarity it is necessary to first define three key terms used in 
this study: "liberalization", "banking sector" and "financial sector".23 This 
is done in the following sub-sections. 

It is also necessary to point out two Indian peculiarities. First, the fiscal 
year in India is distinct from the calendar year and runs to the end of 
March. For example, official publications use the form of "2002-03" to re-
fer to the fiscal year 2002, which runs from April 2002 to March 2003. 
Since most of the international data used for comparison purposes covers 
the calendar year, the simplifying assumption has been made that data for 
the fiscal year is equivalent to that for the calendar year (i.e. data for 2002-
03 is treated as if it were year-end data for December 2002). Second, in 
India the numerical units lakh ("100,000") and crore (10,000,000, or 100 
lakh) are commonly used. Thus, for example, twenty million Indian rupees 
may be referred to as two crore.  

                                                      
22 See for example Arestis and Demetriades (1997); Balassa (1990); King and Le-

vine (1993); Levine (1997); Rajan and Zingales (1998).  
23 A discussion of the terms "transformation" and "transition" follows at the be-

ginning of section 5.1.1. 
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1.4.1 Liberalization 

In relation to the banking sector of a country, the term "liberalization" can 
be used in both a narrow and a broad sense.  

In the narrow sense, financial liberalization refers to the removal of rep-
ressionist policies, especially interest rate restrictions and direct credit 
rules. Since these constitute price and volume restrictions, liberalization in 
the narrow sense can be essentially thought of as the restoration of the 
price and allocation mechanism in the financial sector. Williamson and 
Mahar (1998) define liberalization in this narrower sense as "[…] giving 
the market the authority to determine who gets and grants credit and at 
what price."24 

In its broader sense, the term liberalization refers to a range of different 
economic policies designed to open up the banking sector.25 In this sense, 
liberalization is the process through which market forces as opposed to the 
government gain importance in allocating resources and setting prices.26 
Liberalization of the banking sector in this broader sense can thus be un-
derstood "[…] as a set of operational reforms and policy measures de-
signed to deregulate and transform the financial system and its structure 
with the view to achieving a liberalized market-oriented system within an 
appropriate regulatory framework."27 

In this thesis, liberalization is used both the narrower and the broader 
sense. The general topic of this thesis is liberalization in the broad sense, 
since it focuses on the overall set of policies needed to change the coordi-
nation mechanism of a banking sector. Liberalization is used in the narrow 
sense to refer to the easing of repressionist policies such as interest rate re-
strictions and directed credit rules. In its narrow sense, liberalization is just 
one of the necessary policy steps needed to transform the banking system.  

1.4.2 Banking sector and financial sector 

Before discussing the difference between the "banking sector" and the "fi-
nancial sector", it is necessary to define what institutions make up the 
banking sector.  

Banks, like for example non-bank financial intermediaries or credit un-
ions, can be categorized as financial institutions. The distinguishing feature 
                                                      
24 Williamson and Mahar (1998), p. 2.  
25 See Raje (2000), endnote 1. 
26 See Quispe-Agnoli and McQuerry (2001), p. 3. 
27  Johnston and Sundararajan (1999), p. 2f. (quoted from Quispe-Agnoli and 

McQuerry (2001), p. 3). 
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of banks from other institutions is that they can both receive deposits and 
grant loans. In addition, they generally hold a banking license issued by a 
regulatory authority, which makes them subject to banking supervision. A 
further type of formal financial institutions are development financial insti-
tutions. These institutions mostly have a relatively narrow business scope 
that distinguishes them from commercial banks – in general, they try to 
foster the development of a certain sector and cannot take deposits. Semi-
formal financial institutions provide certain banking services but do not 
hold a banking license. They include non-bank financial intermediaries 
like insurance companies, investment banks, finance companies, pension 
funds and also credit unions, for example. Furthermore, informal financial 
institutions are, for example, self-help groups or moneylenders that operate 
outside of government regulations. 

For the purposes of this study, the banking system includes formal and 
semi-formal financial institutions (Figure 1).28 The main research focus of 
this thesis is commercial banks in the formal sector, which make up the 
banking sector of a country. The reason for this focus is that better data is 
available for these banks, and policy changes such as financial liberaliza-
tion are geared towards the formal sector, so the main effects can be ex-
pected here.  

The terms "banking sector" and "financial sector" are often used inter-
changeably. In fact, a distinction should be made between the two. While 
the banking sector comprises only the commercial banks of a country, the 
financial sector consists of both the banking sector and securities markets. 
Thus, the banking sector is in fact a sub-section of the financial sector.29  

Although this thesis focuses on the banking sector, it will also be neces-
sary in places to refer to the financial sector as well. In fact, findings for 
the financial sector should also apply to the banking sector of a country. 
This is because banks are the major player in the financial sector, particu-
larly in developing countries. Securities markets, on the other hand, are of 
relatively minor importance. Accordingly, the financial system of these 
countries is often described as "bank-based". This is true for both India and 
China, where the banking sector accounts for over 80% of the funds flow-
ing through the financial sector. In this case, then, banking and financial 
sector are virtually identical and it can be assumed that the effects of liber-

                                                      
28 See Freixas and Rochet (1998), p. 1; Krahnen and Schmidt (1994), p. 35. Some-

times an argument is made that formal and informal sources of finance are func-
tionally equivalent. This however is not the case since informal finance is gen-
erally insufficient to fund large-scale projects. See Huang (2006), p. 300. 

29 See Platek (2002), p. 9. 
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alization in the financial sector largely coincide with those in the banking 
sector.30 
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Fig. 1. Differentiation between financial sector and banking sector31 

Furthermore, even though the financial sector is often discussed in the 
context of financial liberalization, the banking sector is a good proxy for 
this as most early adjustments actually occur there.32  

The main focus of this thesis is on formal sector institutions, as dis-
cussed above. Semi-formal sector institutions such as cooperative banks, 
non-bank financial intermediaries and donor-sponsored programs, as well 

                                                      
30 See Berglof and Bolton (2002), p. 92; Indian Banks' Association (2003), p. 9; 

Mohan (2006a), p. 17; McKinsey Global Institute (2006b), p. 27; Quispe-Agnoli 
and McQuerry (2001), p. 2; Werner (1999), p. 5. Commercial banks are the 
most important players in these countries since development financial institu-
tions such as agricultural banks are also comparatively small. See Fry (1997), p. 
754.  
The importance of securities markets increases when a country becomes more 
advanced economically. An important reason is that banks are generally super-
vised by the state and thus offer better protection for small investors when regu-
latory and contractual enforcement institutions in securities markets are weak. 
See Berglof and Bolton (2002), p. 92. 

31 Author’s presentation based on Krahnen and Schmidt (1994), p. 7 and Platek 
(2002), p. 9. 

32 See Fry (1997), p. 754; Quispe-Agnoli and McQuerry (2001), p. 1.  
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as informal sector "institutions" such as money lenders or rotating saving 
and credit associations, are largely excluded from the analysis.33 

1.5 Structure of the thesis  

The structure of this thesis can be seen in Figure 2. Chapters 2 and 3 deal 
with the development of the banking sector in India and China. These 
chapters precede the discussion of the theoretical framework of the thesis 
so that it is possible to connect the theoretical underpinning with the ex-
periences of the two countries. 

Chapter 2 provides a detailed overview of the Indian banking sector. 
The starting point is the development of the banking sector since Inde-
pendence in 1947. This is necessary in order to gain an understanding of 
changes in the policy environment. However, the main focus is on policy 
changes after 1991, which are the basis for the later evaluation of the re-
forms. Banking sectors are closely integrated with the rest of the economy; 
therefore the structure and political, economic and institutional setting of 
the banking sector are also presented.  

Chapter 3 provides an overview of the Chinese banking sector. The 
main issues covered are the development of the sector over recent decades 
and the current reform areas. As for India, an overview of the structure of 
the sector is provided. Even a cursory look at developments in India and 
China reveals that there are, in fact, numerous differences between the two. 
Therefore, to determine whether a common assessment of the two coun-
tries is meaningful, the issue of comparability with the Indian banking sec-
tor is also discussed. 

Chapter 4 focuses on financial liberalization. It begins by presenting the 
functions of a banking sector that include the mobilization of savings and 
the allocation of capital. These functions can be provided under different 
coordination mechanisms ranging from "state" to "market", as the two ex-
tremes, which both have advantages and disadvantages. Therefore, first an 
overview of arguments for state involvement and possible instruments for 
the state is given. This is followed by a discussion of the main elements of 
the financial liberalization hypothesis of McKinnon and Shaw, as an ar-
gument for market coordination of the banking sector. As there are com-
pelling theoretical arguments for both the state and the market as the pre-
dominant coordination mechanism of the banking sector, chapter 4 con-

                                                      
33 For an overview see Krahnen and Schmidt (1994), p. 7. 
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cludes with a detailed overview of the empirical evidence on their relative 
merits.  
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Fig. 2. Structure of the thesis 

The main emphasis of the financial liberalization literature is on the ad-
vantages of one particular coordination mechanism. Little advice is given 
on how to achieve it. This void can be filled by transformation studies – 
the major focus of chapter 5. The starting point here is the initial recom-
mendations of the Washington Consensus and the additional recommenda-
tions based on the experience of the transition countries. Chapter 5 dis-
cusses the necessary elements of the transformation process – such as 
liberalization, privatization and institution building; it also discusses issues 
in the management of the transition from a state-dominated to a market-
based system, such as speed and sequencing of reforms. The focus is on 
the level of the overall economy as the necessary basis before the insights 
can be applied to the banking sector. 

Chapters 4 (on financial liberalization) and 5 (on transformation studies) 
form the basis for chapter 6, in which a framework is developed for man-
aging the transformation of a banking sector. The recommendations of 
transformation studies generally apply to the overall economy, so they 
must first be adapted to the level of the banking sector. After this, the 
process elements of transformation studies serve as the structure for deriv-



1.5 Structure of the thesis      15 

ing propositions for managing the liberalization of a banking sector. Be-
sides the derivation of qualitative proposition, possible indicators for the 
process and results along the process steps are identified. As discussed, 
market failures are an important factor in developing countries like India 
and China. Since they influence both the reform steps and the evaluation of 
the results, they are also discussed in detail. Finally, chapter 6 presents 
some hypotheses on the macroeconomic effects of liberalization. 

The propositions and indicators from chapter 6 are used in chapter 7 for 
a comprehensive evaluation of banking sector reforms in India and China. 
The discussion of the results forms the basis for recommendations for fur-
ther reforms and policy changes.  

The final chapter summarizes the main findings of this study and gives 
recommendations for further reforms. It also attempts to determine which 
findings are due to country-specific factors and which apply equally to 
other settings. 

 
 



2 The Indian banking sector 

This chapter gives an in-depth overview of the Indian banking sector and 
its structural setting. The focus is on the development of the sector since 
1947, with special emphasis on the reforms that have taken place since 
1991. Furthermore, it examines the structural setting of the Indian banking 
sector and its political, economic and institutional environment.  

2.1 Development of the Indian banking sector  

The Indian banking sector has undergone several major policy changes 
since Independence in 1947, at which time it had a relatively market-
friendly system. With the creation of the State Bank of India in 1955 and 
two waves of bank nationalization in 1969 and 1980, the state gained con-
siderable influence over the sector. This influence was subsequently re-
duced after an external crisis in 1991. The following sections describe 
these developments as well as their underlying causes. 

2.1.1 Development from 1947 to 1991 

When India achieved independence in 1947, its banking system was al-
ready fairly well developed. The Reserve Bank of India (RBI) had been es-
tablished in 1935 following the passing of the Reserve Bank of India Act 
in 1934. At the end of 1947, over 600 commercial banks were operating in 
India.1 However, soon after Independence the view gained prominence that 
the banks founded in colonial times were biased in favor of working-
capital loans for trade and large firms, and against extending credit to 
small-scale enterprises, agriculture and ordinary citizens.2  

To counter these imbalances, the 1951 Committee of Direction of All In-
dia Rural Credit Survey recommended founding an integrated state-

                                                      
1 See Cygnus Economic & Business Research (2004), p. 5; ICRA (2004), p. 4; 

Reddy (2002b), p. 337. 
2 See Joshi and Little (1997), p. 110f.; Shirai (2002c), p. 8. 
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partnered commercial bank in order to stimulate banking development and 
credit extension to rural constituencies. This was the starting point for the 
nationalization of commercial banks in India. The Government of India as-
sumed ownership of the Imperial Bank of India and, in 1955, it was estab-
lished as the State Bank of India (SBI) to ensure better coverage of the 
banking needs of larger parts of the economy and the rural population. In 
1959, the State Bank Group was founded by adding eight state banks to the 
SBI.3 

Despite progress in the 1950s and 1960s, the creation of the SBI was felt 
to be insufficient: the banking needs of small-scale industries and the agri-
cultural sector were still not covered adequately. This was partly due to the 
close ties commercial and industry houses maintained with the established 
commercial banks, which gave them an advantage in obtaining credit. Fur-
thermore, there was the perception that banks should play a more promi-
nent role in India's development strategy by mobilizing resources for sec-
tors that were considered a priority for economic development. As a 
consequence, in 1967 the Indian government imposed a policy of social 
control over banks with the aim of forcing changes in the management and 
distribution of credit by commercial banks.4  

Following the Nationalization Act of 1969, the 14 largest public banks 
with deposits above a certain cut-off point were nationalized. This measure 
raised the Public Sector Banks' (PSB) share of deposits from 31 to 86%. 
The two main objectives of this first wave of nationalization were rapid 
branch expansion and the channeling of credit in line with the priorities of 
the five-year plans.5 To achieve these objectives, the newly nationalized 
banks received quantitative targets for the expansion of their branch net-
work as well as targets for the percentage of credit that they had to extend 
to priority sectors.6 

Besides introducing priority sector lending, the government raised the 
statutory liquidity ratio (SLR) and cash reserve ratio (CRR) for banks, 

                                                      
3 See Bhide, Prasad and Ghosh (2001), p. 3f.; Cygnus Economic & Business Re-

search (2004), p. 5; Hanson (2001b), p. 261; Kumbhakar and Sarkar (2003), p. 
406f.; Reddy (2002b), p. 337. 

4 See ICRA (2004), p. 5; Reddy (2002b), p. 338; Shirai (2002c), p. 8.  
5 The launch of the first Indian five-year plan was in 1951. The plans provided a 

general framework for the allocation of capital and lined out key policies such as 
"import substitution", but were not as extensive as the five-year plans in the So-
viet Union or in China. See Jalan (2005), p. 46f. 

6 See Arun and Turner (2002a), p. 184; Bhide, Prasad and Ghosh (2001), p. 4; 
Hanson (2001a), p. 2; Joshi and Little (1997), p. 111; Kumbhakar and Sarkar 
(2003), p. 407; Reddy (2002b), p. 338. 
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which gave it greater control over banks' funds.7 The consequence was that 
"[…] companies became dependent on government banks for short-term 
capital and on financial institutions funded by the banks, for long-term 
capital. In this way the government monopolized the access of private – 
and government – companies to private savings".8 

From 1975 onward the SBI and the nationalized banks were required to 
set up and sponsor regional rural banks. This had to be done in partnership 
with individual states. The goal was to provide low-cost financing and 
credit facilities to the rural population.9 

In 1980 the nationalization of six more banks raised the public sector's 
share of deposits to 92%. The rationale for this second wave of nationali-
zations was the increasing importance of state control over the banking 
system as a means to ensure priority sector lending, to reach the poor 
through a widening branch network, and to ensure funding of rising public 
deficits.10 

However, the policies that were supposed to promote a more equal dis-
tribution of funds also led to inefficiencies. To counter these inefficiencies, 
attempts to deregulate the sector were made from the second half of the 
1980s. This included the introduction of Treasury Bills, the creation of 
money markets, and the partial deregulation of interest rates. In 1985, there 
was a gradual increase in interest rates on government bonds to better re-
flect supply and demand. The following year, a 182-day Treasury Bill was 
introduced. In 1988, the Discount and Financial House of India was estab-
lished with the purpose of enhancing liquidity in the financial market. As 
part of the simplification of interest rate categories, ceiling lending rates 
and ranges in minimum rates were unified in 1988 and a new minimum 
lending rate introduced. In 1989, the maximum interest rate on call money 
was liberalized and commercial paper and certificates of deposit intro-
duced.11  

With hindsight, the reforms enacted between 1985 and 1989 can be seen 
as paving the way for the reforms of the 1990s. They were more far-
reaching than the isolated reforms of the 1960s and 1970s, which were of-

                                                      
7 The SLR refers to funds that have to be kept in cash or government bonds, the 

CRR is a percentage of funds that have to be deposited with the RBI. In section 
2.1.2.2.1, a more detailed description of the SLR and CRR follows. 

8 Desai (1999), p. 14. 
9 See Deolalkar (1999), p. 61. 
10 See Arun and Turner (2002a), p. 184; Hanson (2001a), p. 2f.; Kumbhakar and 

Sarkar (2003), p. 407. 
11 See Bhide, Prasad and Ghosh (2001), p. 5; Shirai (2002c), p. 9.  
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ten reversed soon after their introduction. However, the reforms were not 
enough to ensure an efficient distribution of funds.12 

India's banking system prior to 1991 was an integral part of the govern-
ment's spending policies. Through directed credit rules and statutory pre-
emptions it was a captive source of funds to prop up the fiscal deficit and 
promote key industries. With the CRR and the SLR more than 50% of sav-
ings either had to be deposited with the RBI or to be used to buy govern-
ment securities. Of the remaining savings, 40% had to be directed to prior-
ity sectors as defined by the government. Besides these restrictions on the 
use of funds, the government also had control over the price of the funds, 
i.e. the interest rates on savings and loans. This changed at the beginning 
of the 1990s when a balance-of-payments crisis triggered a number of far-
reaching reforms.13 

2.1.2 Development from 1991 to 2005 

Although some reforms were initiated during the 1980s, the 1991 crisis 
marked a turning point for the Indian banking sector. To gain an apprecia-
tion of the triggers for change, the background and goals of the reforms are 
first presented below. This is followed by a description of the policy 
changes in the six main reform areas. 

2.1.2.1 Background and goals of reforms 

The impetus for the changes in the Indian banking sector and the rest of 
the economy was a balance-of-payment crisis in 1991. The reforms that 
followed the crisis were unquestionably more comprehensive than previ-
ous reform attempts. While the reforms of the 1980s had aimed at improv-
ing the functioning of the sector within the existing coordination frame-
work, the reforms of the 1990s marked a fundamental break with the past.  
Before turning to the changes that have taken place in India's banking sec-
tor, it is worth looking at the economic environment at the start of the re-
forms and the events immediately leading up to them. The distortions that 
triggered the changes were not, in fact, confined to the banking sector. 
There were also problems in other parts of the economy and these had fur-
ther repercussions on the problems in the banking sector.  

In the 1980s, India's fiscal deficit grew from 6 to 8.4% of GNP. This 
was due to higher public spending, financed by India's central bank. As a 

                                                      
12 See Panagariya (2004), p. 5. 
13 See Mukherji (2002), p. 39. 
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consequence, inflationary pressures increased. As an additional means to 
obtain funds, the government increased the CRR and SLR so that private 
funds could be used to pay for public consumption. This, in turn, led to a 
crowding out of private investment.14  

With this expansive fiscal policy, India's current account deficit in-
creased significantly in the 1980s. While the current account deficit stood 
at an average of 25% of exports from 1982 to 1984, it increased to an av-
erage of 40% of exports in the period from 1985 to 1990. The shortfall in 
the balance-of-payments was covered by borrowing from the International 
Monetary Fund (IMF) and from commercial sources. India's exchange rate 
policy is partially to blame for the deficit, at least for the period from 1982 
to 1985. Between 1979 and 1981 the real exchange rate appreciated by 
15% and stayed at that level for the next four years. The result was an al-
most complete stagnation of exports. However, the main culprit for the 
structural problems was the deterioration of fiscal discipline, as described 
above.15 

The full extent of the structural problems was exposed at the start of the 
Gulf War in early 1991. The war led to an increase in oil prices, cut off 
Iraq as an export market for Indian goods and stopped the remittances 
from Indians working in Kuwait. The result was a major balance-of-
payment crisis during which foreign exchange reserves dropped to less 
than the cost of two weeks' imports. Gold reserves had to be flown to Lon-
don as collateral for loans. Other factors aggravating the situation in India 
were a general slowdown in world trade due to recessions in developed 
countries, the breakup of Eastern Europe, and tight liquidity in global capi-
tal markets.16  

But these external factors were only the trigger of the balance-of-
payment crisis: the root causes lay elsewhere. The events of the 1990s ex-
posed the structural problems created by India's economic policies in pre-
vious decades, such as its inward-looking nature and its mistrust of foreign 
direct investment. Consequently, India's inability to receive capital from 
the international markets to cover its current account deficit was not neces-
sarily an exogenous shock but at least partly a result of the previously pur-
sued macroeconomic policies. The balance-of-payments crisis also showed 
that the economic policies of the time were out of line with the changing 

                                                      
14 See Desai (1999), p. 20; Oschinski (2003), p. 7. 
15 See Joshi and Little (1997), p. 14f; Oschinski (2003), p. 7.  
16 See Desai (1999), p. 24; Oschinski (2003), p. 7; Singh (2005), p. 4f. 
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environment. Indeed, in many ways the crisis of the 1990s facilitated radi-
cal change because the old order had been discredited.17  

The banking sector in India also suffered from severe structural prob-
lems. The major issues were summarized by the Narasimham Committee 
that was charged with proposing reforms for the sector:  

 
"despite impressive quantitative achievements in resource mobilisation and in ex-
tending credit reach, several distortions have, over the years, crept into the finan-
cial system, especially in respect of allocation of financial resources. […] Several 
factors have contributed to this […] but perhaps the most important among them 
has been the impact of policy induced rigidities such as an excessive degree of 
central direction of their [the banks'] operations in terms of investments, credit al-
locations, branch expansion, and even internal management aspects of the busi-
ness."18  

 
These policy-induced rigidities severely undermined the viability of the 

banking sector. Joshi and Little (1997) characterize the sector as it was in 
1991 as "[…] unprofitable, inefficient, and financially unsound".19 By in-
ternational standards, Indian banks were extremely unprofitable, despite a 
rapid growth in deposits. In the second half of the 1980s, the average re-
turn on assets (ROA) was around 0.15%. The return on equity was consid-
erably higher at 9.5%, but this merely reflected the low capitalization of 
banks. While capital and reserves stood at about 1.5% of assets in India, 
the level in other Asian countries stood at about 4 to 6%.  

Moreover, these differences do not take into account the fact that India 
at the time did not utilize the tighter internationally recognized income 
recognition and loss provisioning standards, which would further deterio-
rate the relative position of Indian banks.20 Policies used by the state to 
gain influence over the banking sector between the 1960s and the mid-
1980s, including statutory pre-emptions, interest rate controls and priority 
sector advances, adversely affected the performance of the banking sec-

                                                      
17 See Halbach and Helmschrott (1994), p. 34; Joshi and Little (1997), p. 14. In 

fact, before the economy was opened up, other policy measures such as increas-
ing restrictions or restraining growth were tried unsuccessfully to stabilize the 
economy. See Desai (1999), p. 8.  

18 Government of India (1991), p. 3f. 
19 Joshi and Little (1997), p. 111. 
20 See Joshi and Little (1997), p. 111. In addition to their weak financial perform-

ance, the banks also provided a very low quality of service despite a large per-
sonnel overhang. See Halbach and Helmschrott (1994), p. 53; Joshi and Little 
(1997), p. 112. 
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tor.21 As a result, despite the reform efforts of the mid-1980s, India's bank-
ing sector was still highly regulated and financially repressed. 

The objective of the banking sector reforms after 1991 was in line with 
the overall goals of the concurrent economic reforms. They aimed to open 
up the economy, give a greater role to market forces in setting prices and 
allocating resources, and increase the role of the private sector. Specific 
objectives were abolishing repressive policies, creating a productive finan-
cial sector, increasing the profitability and efficiency of Public Sector 
Banks, providing institutions with operational and functional autonomy, 
enabling price discovery through the deregulation of interest rates, and 
promoting financial stability. By overcoming the shortcomings and distor-
tions of the previously heavily administered banking sector, the reforms 
hoped to give the private sector better access to financial savings, reduce 
interest rates and distortions in credit allocation, and ultimately aid eco-
nomic growth.22  

2.1.2.2 Reform areas  

The Narasimham Committee provided the blueprint for the initial reforms 
in the banking sector following the balance-of-payment crisis in 1991. The 
reforms enacted can be grouped into three large areas. First, reforms liber-
alizing the sector by dismantling interest rate controls and reducing the 
statutory pre-emptions that required banks to hold government securities. 
Second, reforms increasing competition in the industry by granting li-
censes to new banks and lowering restrictions on the expansion of foreign 
banks. And third, reforms that improved financial soundness, such as the 
introduction of capital adequacy requirements and the strengthening of 
bank supervision.23 A detailed description of each area is given below. 

 
2.1.2.2.1 Statutory pre-emptions 

An important step towards a more efficient and market-oriented banking 
sector was the lowering of the CRR and the SLR. 

                                                      
21 See Demetriades and Luintel (1997), p. 314f.; Shirai (2002c), p. 8. 
22 See Arun and Turner (2002a), p. 183; Guha-Khasnobis and Bhaduri (2000), p. 

335f.; Hanson (2001a), p. 5; Mohan (2004), p. 852; Shirai (2002c), p. 7; Werner 
(1999), p. 6. 

23 See Ahluwalia (2002), p. 81. 
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The CRR is a percentage of Reservable Liabilities24 that banks25 have to 
keep with the RBI. During the 1960s and 1970s the CRR was mostly be-
low 5%, but by 1991 it had increased to its maximum legal limit of 15% 
(Figure 3). The high CRR was identified as one of the main causes of low 
profitability and high interest rate spreads in the banking system; accord-
ingly, it was gradually reduced in line with the recommendations of the 
Narasimham Committee. From a peak of 15% in 1991, it declined gradu-
ally to a low of 4.5% in June 2003. In October 2004 it was increased to 5% 
to counter inflationary pressures, but the RBI so far remains committed to 
decreasing the CRR to its statutory minimum of 3%.26 

The SLR refers to the reserves that banks have to keep in cash, govern-
ment bonds or other approved securities. It is calculated as a percentage of 
the higher of net demand and time liabilities (NDTLs) or reservable liabili-
ties. At its peak in February 1992, the SLR stood at 38.5%, slightly below 
the legal limit of 40%. Since then it has been gradually lowered to the 
statutory minimum of 25%, its level since October 1997 (Figure 3).27  

Lowering the SLR was expected to reduce the captive market for gov-
ernment bonds, forcing the government to pay higher interest rates due to 
the lower demand for its securities. Contrary to expectations, however, 
banks have not reduced their holding of government bonds. In March 
2004, banks held SLR securities at a level of 41.3% of NDTLs; this fell 
slightly 38.4% in March 2005.28  

                                                      
24 Reservable Liabilities are net demand and time liabilities less all liabilities ex-

empted from statutory reserve requirements. See Shirai (2002c), p. 11. 
25 Regional Rural Banks are not required to deposit the CRR. See Shirai (2002c), 

p. 11.  
26 See Ghose (2000), p. 199; Government of India (1991), p. 26f.; Reserve Bank of 

India (2004b), p. 10; Shirai (2002c), p. 12. 
27 See Ghose (2000), p. 199; Reserve Bank of India (2004b), p. 10; Shirai (2002c), 

p. 12. 
28 See Government of India (1991), p. 25; Reserve Bank of India (2004b), p. 10; 

Reserve Bank of India (2005c), p. 3; Shirai (2002c), p. 12. The interest-rate en-
vironment contributed to the increased demand for government securities, since 
banks could profit from falling interest rates. See Sy (2005), p. 3. 
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Fig. 3. Development of CRR and SLR29 

Reducing the CRR and the SLR gave banks increased flexibility to de-
termine both the volume and the terms of lending. It also enabled a shift in 
monetary policy from direct controls to indirect market-based instru-
ments.30  

Despite reductions in the CRR and SLR, the combined share of funds 
that flows to the government today stands at about 30%. Banks serve as 
sort of "quasi-fiscal instruments"31 for the government. Further reductions 
of the CRR and SLR will therefore depend on a lowering of the budget 
deficit. 

 
2.1.2.2.2 Priority sector lending  

Since 1969, Indian banks have been required to allocate a predetermined 
portion of credit to specific end-users – the so-called priority sectors – so 
as to extend the geographical and functional reach of bank credit. Priority 
sectors include sectors areas as agriculture, small-scale industry, small 
                                                      
29 Demetriades and Luintel (1997), p. 320; Reserve Bank of India "Report on 

Trend and Progress of Banking in India", various issues. The 25% SLR ratio 
was between 1993 and 1997 applied to increases over deposits on a base date. 
See Hanson (2001a), p. 4. 

30 See Kamesam (2002), p. 379; Reddy (2002a), p. 364; Reserve Bank of India 
(2003), p. 11. 

31 Bhattacharya and Patel (2004), p. 17. 
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transport operators and the export sector. Thus, it favors areas that are 
most likely to suffer from a shortage of credit because of a lack of credit 
history, high risks and high relationship maintenance costs for banks. In 
1985 the target for priority sector advances in India increased to 40% of 
net bank credit. At the same time, additional sub-targets were introduced 
for sectors such as agriculture (18%), small-scale industry (10%) and 
weaker sections of the population (10%).32  

As early as 1985, the Report of the Committee to Review the Working of 
the Monetary System observed that loans extended to priority sectors had 
relatively low interest rates. This was identified as one of the main reasons 
for the low profitability of the banking system. Advances in the priority 
sector furthermore led to an expansion of different credit and interest rate 
categories depending on the sector, the size of the credit, and the use of the 
funds. Thus in the fiscal year 1989-1990 more than 50 credit categories 
were in place. Naturally, this increased the complexity – and cost – of do-
ing business for banks and borrowers alike.33 

The directed credit program helped to broaden the reach of bank credit. 
However, the adverse effects on banks included a reduction of the quality 
of the loan portfolio, an increase of non-performing loans (NPLs), and 
lower profitability. As a result the Narasimham Committee recommended 
reducing directed credit from 40 to 10%.34 This recommendation has not 
been implemented and the targets of 40% for domestic banks and 32% for 
foreign banks have remained. Although the nominal target has remained 
unchanged, the burden of directed credit has been reduced by expanding 
the definition of priority sector lending to include for example information 
technology companies and by liberalizing lending rates on credit in excess 
of Rs 200,000. These measures have increased the profitability of priority 
sector loans. Shortfalls in meeting the priority sector targets can be com-
pensated through loans to certain development financial institutions.35 

The issue of priority sector credit remains controversial. Sectors such as 
agriculture, road and water transport operators and small-scale industries 
                                                      
32 See Ganesan (2003), p. 14; Government of India (1991), p. 27; Raje (2000), p. 

28; Reserve Bank of India (2004b), p. 16; Shirai (2002c), p. 18. 
33 See Ganesan (2003), p. 14; Joshi and Little (1997), p. 130. Hanson (2001b) re-

ports that in 1988 the overview of the various lending rates covered ten pages. 
See Hanson (2001b), p. 246. 

34 See Government of India (1991), p. 29 and p. 44.  
35 See Hanson (2001a), p. 8; Reserve Bank of India (2004b), p. 16; Shirai (2002c), 

p. 18. Priority sector lending requirements for foreign banks stand at the current 
level of 32% since 1993. The sub-targets for foreign and domestic banks are dif-
ferent as well. Foreign banks for example have a 10% target for the export sec-
tor, which is not the case for domestic banks. See Shirai (2002c), p. 18.  
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often suffer for various reasons from a lack of credit from the formal sec-
tor, which may hinder economic development. These issues will be dis-
cussed in detail in section 6.3.3. 
 

2.1.2.2.3 Interest rate deregulation 

Prior to the reforms, interest rates were used to cross-subsidize different 
sectors of the economy. To achieve this objective, the interest rate struc-
ture had grown increasingly complex. Moreover, both lending and deposit 
rates were set by the RBI and rates on postal savings were set by the gov-
ernment. The deregulation of interest rates was a major component of the 
banking sector reforms aimed at promoting financial savings and the 
growth of the organized financial system.36  

The government-set lending rate for loans in excess of Rs 200,000, 
which accounts for over 90% of total advances was abolished in October 
1994. At the same time banks had to announce a prime lending rate that 
under RBI guidelines had to take into account the cost of funds and trans-
action costs. For loans under Rs 200,000, interest rates can be set freely 
since April 1998 as long as they do not exceed the prime lending rate. Eas-
ing the priority sector lending requirements (see above) also reduced the 
number of rate categories. In addition, interest rates on priority sector 
credit rates were gradually liberalized.37 

On the deposit side, there was a gradual liberalization for the rates on all 
term deposits, which account for 70% of total deposits. Deposit rate liber-
alization started in 1992, when an overall maximum rate for term deposits 
was fixed. From October 1995 onward, interest rates for term deposits of 
two years were liberalized. This threshold was reduced to one year in 
1996, while the minimum maturity was lowered from 46 days to 30 days, 
which was further reduced to 15 days in 1998 and 7 days in 2004. Term 
deposit rates were fully liberalized in 1997. As of 2005, the RBI only sets 
the interest rate for non-resident Indian deposits and the savings deposit 
rate. The RBI's stated rationale for continuing to set the deposit rate is that 
households in rural and semi-urban areas hold the bulk of these deposits. 

                                                      
36 See Arun and Turner (2002b), p. 437; Government of India (1991), p. 46; Sen 

and Vaidya (1997), p. 75; Singh (2005), p. 18; Varma (2002), p. 10.  
37 See Arun and Turner (2002b), p. 437; Hanson (2001a), p. 8; Hanson (2001b), p. 

250f.; Reserve Bank of India (2005c), p. 15;  Shirai (2002c), p. 13. An early at-
tempt to liberalize loan rates actually started in 1988 by turning the maximum 
rate on non-directed credit into a minimum rate. See Hanson (2001a), p. 8. 
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For all other deposits above 15 days, banks are free to set their own inter-
est rates.38  
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Fig. 4. Development of nominal interest rates39 

The deregulation of interest rates marked an important move towards 
market-oriented banking as it gave banks the flexibility to devise their own 
deposit and lending rate structures. This increased the level of competition, 
as interest rates can now be used by banks to differentiate themselves in 
the marketplace. With increased competition, banks cannot cross-subsidize 
between different activities and customers as easily as before, which 
means that they have had to become better at assessing and pricing risk. In 
addition, the lifting of interest rate restrictions has benefited customers by 
lowering lending rates and reducing the spread between deposit and lend-
ing rates (Figure 4).40 
 

2.1.2.2.4 Entry regulations 

Two important measures to infuse more competition into the banking sys-
tem in India were entry deregulation and the deregulation of branch restric-

                                                      
38 See Mohan (2006b), p. 2; Reserve Bank of India (2005c), p. 14; Shirai (2002c), 

p. 13f. 
39 See Reserve Bank of India (2005a); Shirai (2002c), p. 10. 
40 See Hawkins and Mihaljek (2001), p. 3; Reserve Bank of India (2004b), p. 11. 



2.1 Development of the Indian banking sector      29 

tions. Before the start of the 1991 reforms, there was little effective com-
petition in the Indian banking sector for at least two reasons. First, the de-
tailed prescriptions of the RBI left banks with a limited degree of freedom 
to differentiate themselves in the marketplace. Regulated interest rates are 
a case in point. And second, India had strict entry restrictions for new 
banks, which effectively shielded the incumbents from competition.41  

In 1993 the RBI issued guidelines concerning the establishment of new 
private sector banks. It specified six major requirements for setting up a 
bank. These were as follows: to maintain paid-up capital of at least Rs 1 
billion; to list shares on stock exchanges; to fulfill priority sector credit re-
quirements; to have a ceiling of one percent of total voting rights held by a 
single foreign shareholder; not to set up a subsidiary or mutual funds for at 
least three years; and to use modern infrastructure facilities to provide 
good customer service. Foreign banks have three options to conduct busi-
ness in India. They can operate either through wholly-owned subsidiaries, 
through branches, or through a subsidiary with a foreign investment below 
74% in an Indian private bank.42  

With the lowering of entry barriers, competition has significantly in-
creased since the beginning of the 1990s. Nine new private banks have en-
tered the market after the introduction of the new entry guidelines at the 
beginning of 1993. In addition, over 20 foreign banks have begun opera-
tions in India since 1994. By March 2005, the new private sector banks 
and the foreign banks had a combined share of almost 25% of total assets.43 

The deregulation of entry requirements and the subsequent arrival of 
new players has benefited the Indian banking system. Following the mar-
ket entry of new private sector and foreign banks, most PSBs upgraded 
their customer service standards and technology, as well as their risk man-
agement skills, so as to be able to compete. A further advantage of the en-
try of foreign banks has been the exposure of unsustainable lending prac-
tices at some domestic banks, such as lending to chronically loss-making 
enterprises, which were not viable anymore in the new competitive envi-
ronment.44 

                                                      
41 See Deolalkar (1999), p. 60; Joshi and Little (1997), p. 148; Kamesam (2002), 

p. 380; Reddy (2002b), p. 340. 
42 See Reserve Bank of India (2005b), p. 1; Shirai (2002c), p. 19f. The ceiling on 

individual shareholding was increased to 10% after the amendment of the Bank-
ing Regulation Act in 1994. See Shirai (2002c), p. 20. 

43 See Arun and Turner (2002b) p. 439; Hanson (2001a), p. 6; ICRA (2004), p. 23; 
Reserve Bank of India (2005c), pp. 231-233; Shirai (2002c), p. 20. 

44 See Fitch Ratings (2003), p. 2; Koch (1998), p. 76f.; Reserve Bank of India 
(2004b), p. 167. 
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It was originally expected that the government would lift the barriers to 
foreign banks entering the market, allowing global operators to acquire 
controlling stakes in Indian banks. However, the requirements on foreign 
banks wanting to acquire Indian banks instead increased at the beginning 
of 2005 with the issuing of a two-phase roadmap by the RBI. According to 
this roadmap, between 2005 and 2009 foreign banks may acquire a maxi-
mum of 74% of those private sector banks the RBI identifies as in need of 
restructuring. The situation will be reviewed in Phase two of the roadmap 
will start in April 2009 with an evaluation of the experiences of the first 
phase. Depending on the outcome of this review, foreign banks may be al-
lowed to list their wholly-owned subsidiaries on the stock-market if they 
ensure that resident Indians own at least 26% of the equity.45 

Entry barriers were also lowered through changes in branch restrictions. 
As mentioned above, the extension of banking services to larger parts of 
the population was one of the main priorities of the policy of social control 
of banking from 1967 onward. In terms of the number of bank branches – 
up from about 8,250 in 1969 to over 68,000 in 2005 – significant progress 
has been made. The main thrust for this came from rural branches, that in-
creased by about 30,000 branches. At the same time, the average popula-
tion served per branch fell from 64,000 to 16,000. Yet despite this, only 
around 60% of India's adult population have a bank account, a figure that 
compares to over 90% in developed countries.46  

In line with the recommendations of the Narasimham Committee, the 
RBI changed its licensing policy in 1992 to give banks greater autonomy 
in opening, transferring and  closing branches. Banks may now shift 
branches within the same locality, open special branches, convert non-
viable rural branches into satellite offices and open extension counters 
without prior approval from the RBI. Regulations were eased still further 
in 1993-94, when banks received permission to close one loss-making 
branch in rural centers. The prerequisites are that the area is not left "un-
banked" – this means that at least two other commercial banks have to 
maintain branches there, mutual consent must be reached, and the RBI 
must approve the closure.47 

Quantitative branch licensing restrictions were also eased. In 1995-96, 
the RBI gave banks complete discretion to open branches if they meet a 
capital adequacy ratio of nine percent, have earned a net profit for three 

                                                      
45 See Gupta and Jayakar (2005), p. 60; Indian Banks' Association (2003), p. 19; 

Reserve Bank of India (2005b), p. 2. 
46 See Leeladhar (2006), p. 75; Reserve Bank of India (2004c), p. 1; Reserve Bank 

of India (2005c), p. 101. 
47 See Fitch Ratings (2003), p. 3; Shirai (2002c), p. 21. 



2.1 Development of the Indian banking sector      31 

consecutive years, and have NPLs of less than 15%. In 1998-99, foreign 
banks also received permission to open twelve branches a year instead of 
eight.48 

Lowering entry barriers has led to a more competitive environment. 
While the incumbent banks now have increased flexibility to expand their 
operations, they also face greater competition following the appearance of 
new private banks and foreign banks. However, despite the increase in 
competition, the PSBs have until now been able to defend their dominant 
position. Several factors account for this. First, the new entrants have 
needed time to scale up their operations, which is a multi-year task. Sec-
ond, the sheer size of the state-owned banks means that they are the default 
partner in large credit deals; new entrants have not had the balance sheets 
and the sophistication to handle large transactions. Third, the government 
required state-owned banks to open branches in rural and semi-urban areas 
in line with its policy of social banking. It can be assumed that many of 
these branches are only marginally profitable, or even make a loss; accord-
ingly profit-oriented private banks will not enter these markets.49 However, 
overall these branches provide the state-owned banks with a relatively 
steady flow of business, which helps to compensate for lost market share 
in other areas. A likely scenario is that the new entrants will make further 
gains in urban markets – where it is easier to establish a presence – while 
state-owned banks will remain important players in the banking sector. 
 

2.1.2.2.5 Prudential norms  

The banking sector is vulnerable to systemic crises that may arise from 
problems at a single institution. Therefore, it is commonly recognized that 
the banking sector needs supervision and protection to guarantee a certain 
degree of stability. The establishment of explicit deposit insurance 
schemes or lender of last resort facilities to provide liquidity in times of 
crises are common government responses to enhance the stability of the 
system. However, these measures are not sufficient in themselves and must 
be complemented by bank regulation and supervision.50  
                                                      
48 See Shirai (2002c), p. 21. 
49 The average sum of deposits and credit in rural branches stood at about Rs 

870,000 (approximately EUR 14,900 based on an exchange rate of 58.54 
Rs/EUR as of June 30th 2006) in 2004, which is likely to be insufficient to cover 
costs. In comparison, the volume of deposits and credit was 4.7 times higher in 
urban branches and about 15 times higher in metropolitan branches. Calcula-
tions based on Reserve Bank of India (2004a), p. 3. 

50 See Joshi and Little (1997), p. 115; Reserve Bank of India (2004b), p. 24. 
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On the question of prudential norms and the supervisory system, the Na-
rasimham Committee recommended strengthening and upgrading the sys-
tem. 51  The strengthening of the prudential and supervisory framework 
started with the guidelines on income recognition, asset classification and 
provisioning issued by the RBI in 1992-93. Capital adequacy rules were 
also introduced. Since then, there have been continuous efforts to enhance 
the transparency and accountability of the banking sector. These have in-
cluded requirements for increased disclosures in the annual reports of 
banks, allowing stakeholders to make a better risk-return assessment.52  

A further important step was the adoption of the Basel Accord Capital 
Standards in April 1992.53 An 8% capital adequacy ratio was introduced in 
phases between 1993 and 1996, according to banks' ownership and the 
scope of their operations.54 Following the recommendations of the Nara-
simham Committee the regulatory minimum capital adequacy ratio was 
later raised to 9%.55 As of March 2005, all but two commercial banks met 
the capital adequacy requirements; the capital adequacy ratio for the bank-
ing sector stands at 12.8%.56 

Significant changes also occurred in the rules guiding the recognition of 
non-performing loans. Loans with unpaid interest of two quarters are now 
defined as non-performing, as opposed to four quarters in 1992-93. For ac-
counting purposes, non-performing loans are classified as either substan-
dard, doubtful, or as a loss, with provisioning requirements attached to this 

                                                      
51 See Government of India (1991) pp. 51-59. 
52 See Chipalkatti and Rishi (2003), p. 2f.; Reserve Bank of India (2004b), p. 24; 

Shirai (2002c), p. 21. 
53 The Basel Accord Capital Standards were introduced in 1988 and – among oth-

ers – include provisions for the amount of equity capital banks should hold 
based on their risk exposure.  

54 See Joshi and Little (1997), p. 117; Shirai (2002c), p. 21f. The 8% capital ade-
quacy ratio is based on risk-weighted assets. At least half of the capital has to be 
tier 1 capital (equity and disclosed reserves). Tier 2 capital includes among oth-
ers hybrid debt capital instruments. The risk-adjusted assets include both on- 
and off-balance sheet items and receive risk weights of 0%, 20%, 50% and 
100%. See Basel Committee on Banking Supervision (1997), p. 23f.; Santos 
(2000), p. 17. 

55 See Reserve Bank of India (2000), p. 5. The Narasimham Committee had sug-
gested to increase the minimum capital to risk assets ratio from 8% to 10% to 
account for the increased off-balance sheet exposure of banks. See Government 
of India (1998), p. 22.  

56 See Reserve Bank of India (2005c), p. 95. The rating agency Fitch estimates that 
the effective level of NPLs in India could be twice as high as reported due to 
less stringent classification norms. See Fitch Ratings (2003), p. 4. 
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classification.57 Even though these changes mark an improvement, the ac-
counting norms for recognizing NPLs are still less stringent than those of 
developed economies, where a loan is already considered non-performing 
after one quarter of outstanding interest payments.58  

Besides improving capital adequacy standards and accounting norms, 
the RBI has also attempted to strengthen the supervisory authority by es-
tablishing the Board of Financial Supervision (BFS) in 1994 as part of the 
RBI. The BFS has the dual task of ensuring that commercial banks have 
adequate internal control systems and performing off-site inspections to 
ascertain the financial condition of commercial banks in the periods be-
tween on-site visits. The BFS triggers supervisory action as needed. The 
improvements in the prudential and supervisory framework were also ac-
companied by a paradigm shift from micro-regulation of the banking sec-
tor to a strategy of macro-management. This has resulted in a shift of the 
supervisory role from on-site inspections to off-site surveillance, with a 
corresponding increase of risk-based supervision.59 

A further step in enhancing the regulatory structure was the adoption of 
the CAMEL framework by the RBI in 1999-2000. This is a rating model 
based on a bank's capital, assets, management, earnings and liquidity. It 
aims to allow a more accurate assessment of the performance of individual 
banks and the overall strength of the banking system.60 

The upgrading of the framework of prudential norms and supervision af-
ter 1991 has led to an overall strengthening of the banking sector. After 

                                                      
57 See ICRA (2004), p. 22f.; Joshi and Little (1997), p. 117; Shirai (2002c), p. 22. 

Loans are classified as substandard if they have been non-performing for up to 
two years and require a 10% provision. If the loan has been non-performing for 
more than two years, it is classified as doubtful and a provision of between 20-
50% is made. To be classified as a loss, a loan has to be certified as a loss by an 
external auditor. In this event a 100% provision for the loan is made. See ICRA 
(2004), p. 22f. 

58 See Madgavkar, Puri and Sengupta (2001), p. 114.  
59 See Indian Banks' Association (2003), p. 29; Joshi and Little (1997), p. 117f; 

Reddy (2002a), p. 364; Reddy (2002b), p. 340; Reserve Bank of India (2004b), 
p. 24f.; Singh (2005), p. 23. 

60 See Shirai (2002c), p. 23. The acronym CAMEL stands for Capital adequacy, 
Asset quality, Management soundness, Earnings and profitability, and Liquidity. 
Commonly, the sensitivity to market risk is included as a sixth component of the 
framework. See International Monetary Fund (2000a), pp. 4-9 for a detailed de-
scription of the elements of the framework.  
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gradual improvements in the supervisory system over the last years, it now 
largely meets international standards.61  
 

2.1.2.2.6 Public Sector Banks 

At the end of the 1980s, operational and allocative inefficiencies led to a 
deterioration of Public Sector Banks' profitability. Enhancing the perform-
ance of PSBs was thus an important reform task in ensuring the stability of 
the financial system.62  

In its report, the Narasimham Committee suggested to significantly re-
duce the number of PSBs.63 However, the government decided against liq-
uidation, which would have involved significant losses accruing to either 
the government or depositors, and opted instead to maintain and improve 
operations. This was done in order to provide a good starting basis before 
possible privatization.64 The subsequent restructuring measures for PSBs 
were threefold and included recapitalization, debt recovery and partial pri-
vatization.  

At the beginning of the 1990s, Indian banks had accrued a significant 
level of NPLs due to directed lending practices and poor risk management 
(Figure 5). In 1993, NPLs stood at 23.2% of gross advances and 11.8% of 
total assets so that India's banking sector was technically insolvent.65 As a 
consequence, prior to any privatization, the balance sheets of PSBs had to 
be strengthened by means of capital injections.  

In the fiscal years 1991-92 and 1992-93 the Government of India pro-
vided almost Rs 40 billion to clean up the balance sheets of PSBs. Be-
tween 1993 and 1999 another Rs 120 billion was injected into nationalized 
banks through the issuance of bonds with fixed coupon rates. In total, the 
recapitalization amounted to 2% of gross domestic product (GDP).66 

                                                      
61 See Bhide, Prasad and Ghosh (2001), p. 28; Mukherji (2002), p. 40. For a com-

prehensive overview of applicable prudential norms in the Indian banking sector 
see Reserve Bank of India (2004b), pp. 206-210. 

62 See Kamesam (2002), p. 377; Reddy (2002a), p. 358. 
63 See Government of India (1991), p. 67.  
64 See Shirai (2002c), p. 26. 
65 See Deolalkar (1999), p. 66f.  
66 See Reddy (2002a), p. 359; Reserve Bank of India (1999), section 5.1; Reserve 

Bank of India (2001b), p. 26. Table 13 in the appendix provides an overview of 
the recapitalization amounts.  
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Fig. 5. NPL level in India as percent of total loans67 

However, the RBI itself recognized that recapitalization programs were 
not only costly to the public budget but are also highly uncertain in their 
outcome, resulting in significant moral hazard.68 In an attempt to overcome 
these problems, after 1992-93 performance obligations and commitments 
were outlined in a Memorandum of Understanding with banks receiving a 
capital injection. Yet despite the memorandums, the inherent moral hazard 
problems could not be resolved: banks faced no penalty despite frequently 
failing to meet performance targets.69  

The need to recapitalize PSBs was to a large extent caused by NPLs. 
Debt recovery was therefore an important part of the reform package. 
Bankruptcy is one of the central features of capitalist economies due to the 
limited liability feature of corporations. To be able to deal with the conse-
quences of bankruptcy in an orderly fashion, comprehensive laws are nec-
essary to mitigate the consequences of bankruptcy.70 In the case of India, 
the lack of a comprehensive bankruptcy law combined with directed lend-
ing practices was one of the major causes for the high level of NPLs at the 
                                                      
67 See Muniappan (2002), p. 2f.; Reserve Bank of India "Report on Trend and Pro-

gress of Banking in India", various issues. Note: (1) values for 1992-1996 in-
clude only PSBs; (2) net NPLs are gross NPLs less provisions made for non-
performing loans. 

68 See Reserve Bank of India (2001b), p. 24.  
69 See Mukherji (2002), p. 40; Reserve Bank of India (1999), sections 5.2 and 5.4. 
70 See Stiglitz and Bhattacharya (1999), p. 114.  
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start of the reforms. The speedy enforcement of creditors' claims was im-
possible, which in turn led to a further deterioration of banks' balance 
sheets.71 

The first step in improving the recovery of bad loans was the passage of 
the "Recovery of Debts Act" in 1993. This led to the setting up debt recov-
ery tribunals in major cities. However, the effectiveness of the tribunals 
was rather weak at first because their constitutionality had been challenged 
in court. As of June 30, 2004, the tribunals had adjudicated about 28,000 
cases out of 63,600, with an overall recovery rate of about 30%. Due to 
these unsatisfactory results, in July 2004 a working group was charged 
with coming up with suggestions to improve the functioning of the debt 
recovery tribunals.72 

Another step forward in the faster recovery of NPLs was the 2002 "Se-
curitisation Bill" that allowed banks to seize collateral if payment in full 
was not made by the borrower within 60 days of receipt of a notice. How-
ever, like the debt recovery tribunals, the bill was challenged in court. In 
2004 the Supreme Court ruled that parts of the bill were unconstitutional, 
making the recovery of NPLs more difficult for banks.73 

Recapitalization and debt recovery are also necessary to prepare banks 
for a privatization. Prior to 1991, the government owned all commercial 
banks with the exception of 22 relatively small private sector banks and 
the foreign banks. This dominant role declined somewhat following the 
partial privatization of several PSBs in the 1990s. In 1993, the SBI Act 
was amended to promote partial private shareholding. The SBI became the 
first PSB to raise equity in the capital markets. After the 1994 amendment 
of the Banking Regulation Act, other PSBs were allowed to offer up to 
49% of their equity to the public. Since then, 20 PSBs have been partially 
privatized. At the end of 200%, the government continued to hold over 
80% of the overall paid-up capital of nationalized banks and had at least a 
51% stake in every nationalized bank.74  
                                                      
71 See Ahluwalia (2002), p. 82; Madgavkar, Puri and Sengupta (2001), p. 114; Re-

serve Bank of India (2001a), p. 11. Equally important is that adequate bank-
ruptcy laws can reduce incentives for deceptive practices by borrowers. Conse-
quently, bankruptcy laws are not only important to clean up the bad loans of the 
past, but also to prevent them in the future. See Buiter, Lago and Rey (1999), p. 
146. 

72 See Reserve Bank of India (2004b), p. 35; Reserve Bank of India (2005c), p. 37; 
Shirai (2002c), p. 25. 

73 See Center for the Advanced Study of India (2004), p. 33; Reserve Bank of In-
dia (2004b), p. 35.  

74 See Arun and Turner (2002b), pp. 436-442; Bhide, Prasad and Ghosh (2001), 
pp. 7-13; Economist Intelligence Unit (2005), p. 10; Fitch Ratings (2003), p. 2; 
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Partial privatizations have largely been used to raise new funds for 
PSBs. Despite the dilution of the government's ownership position, it con-
tinues to be the dominant shareholder and can still exercise extensive con-
trol. Since individual shareholders are subject to a 10% cap on total voting 
rights, it is unlikely that greater non-governmental influence will appear. 
Even if the minimum government stake were lowered to 33% – as pro-
posed by the former BJP-led National Democratic Alliance government – 
PSBs would be likely to remain under government control and thus retain 
their character as public enterprises.75 

The problems of the Public Sector Banks illustrate the interrelated na-
ture of the reforms needed in the Indian banking sector. Mandatory branch 
expansion to rural areas and priority sector credit have led to a lower prof-
itability of banks, a higher level of non-performing loans and a weaker 
capital base. However, from a developmental point of view the rural 
branches are needed to provide banking services to large parts of the popu-
lation and priority sector credit may be needed to overcome the credit con-
straints of certain sectors. Reforming the banking sector therefore does not 
only have an economic dimension, but also a political and a developmental 
one that have to be considered.  

2.2 Current structure of the banking system 

After the overview of the development of the Indian banking sector since 
1947, this section focuses on the structure of the banking system as it pre-
sents itself today. In many respects the current structure can be directly re-
lated to the policies described in the previous sections, including the na-
tionalization of banks in 1969 and 1980 and the opening up of the banking 
sector for new players after 1991. 

In India, the most important intermediaries in the banking system today 
are scheduled commercial banks, co-operative banks, development finan-
cial institutions (DFI) and non-bank financial companies. The large state-
owned and private-sector banks that form part of the scheduled commer-
cial banks are the most visible representatives of the banking system. 
While the scheduled commercial banks hold more than 80% of the banking 

                                                                                                                          
 

Hanson (2001a), p. 8; ICRA (2004), p. 23; Saez and Yang (2001), p. 80; Shirai 
(2002a), pp. 54-56; Shirai (2002c), p. 26. An overview of the government hold-
ings in state-owned banks can be found in Table 14 in the appendix.  

75 See Ahluwalia (2002), p. 82; ICRA (2004), p. 23f. 
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system's assets, they represent a minority in terms of numbers.76 The main 
focus of this study is scheduled commercial banks; however, a brief de-
scription of the four most important types of institutions will enable a bet-
ter overview of the structure of the banking system in India. 
 

Scheduled commercial banks 
Scheduled banks are banks that fulfill the two provisions of section 42 (6) 
of the RBI Act. First, it must maintain paid-up capital and reserves of more 
than Rs 500,000. Second, it must satisfy the RBI that its business is not 
conducted in a manner that is detrimental to depositors' interests.77 Sched-
uled banks can be either commercial banks or co-operative banks. While 
scheduled banks have to fulfill certain provisions in line with the RBI Act, 
the advantage of the status is that they have access to credit from the RBI.78 

As of March 2005, there were 284 scheduled commercial banks in In-
dia. These can be further divided into four subcategories: public sector 
banks, private sector banks, foreign banks, and regional rural banks (Fig-
ure 6). The 28 public sector banks can be further grouped into those banks 
that were nationalized in 1969 and 1980 and the State Bank of India 
Group.79 The 29 private sector banks comprise the old private sector banks 
that were in existence before 1994 and the new private sector banks that 
entered the market after 1994. In 2005, 31 foreign banks held the status of 
scheduled commercial bank. 

With 196 institutions, the regional rural banks form the largest group 
among the scheduled commercial banks. They were set up from 1975 on-
wards with the aim of enhancing the availability of credit for the rural 
population. The SBI and the nationalized banks were required to set up 
these institutions together with individual states.80 

                                                      
76 See Reserve Bank of India (2005c). 
77 See Reserve Bank of India Act 42 (6).  
78 See Fitch Ratings (2003), p. 7. 
79 Besides the earlier foundation of the SBI, a major difference between the na-

tionalized banks and the SBI is their ownership. Whereas the Indian government 
is the majority owner of the nationalized banks, the RBI is the majority share-
holder of the SBI.  

80 See Deolalkar (1999), p. 61. 
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Fig. 6. Overview of scheduled banks in India81 

Co-operative banks 
There are two main differences between commercial and co-operative 
banks. First, the RBI exerts only partial control over co-operative banks, 
since the Banking Regulation Act is not fully applicable to them. Second, 
co-operative banks – as their name implies – function on the basis of coop-
eration, so profits are not their primary motive.82 Currently there are almost 
107,000 rural co-operative credit institutions and 2,000 urban co-operative 
banks in India, holding about 11% of the assets in the banking system. 
Only a small fraction of these co-operatives – some 71 in total – have the 
status of scheduled banks with the ensuing responsibilities and benefits. 
The formal co-operative banking structure dates back about 100 years to 
the Agricultural Credit Co-Operative Societies Act of 1904. The co-
operative banks are an important instrument in bringing financial services 
to the rural constituencies. Their focus is on mobilizing deposits and hand-
ing out agricultural and rural credit.83 

A fairly new aspect of the co-operative sector is the microfinance 
movement. It follows up on previous attempts to improve the access of In-
dia's poor to financial services. Despite efforts such as the creation of the 
network of rural co-operative banks in the 1950s and the nationalization of 
commercial banks from 1969 onward, the poor still have to rely to a large 
extent on informal sources of finance such as moneylenders. The formal 
microfinance program in India started in 1992 and has made considerable 

                                                      
81 See Reserve Bank of India (2005c). 
82 See Deolalkar (1999), pp. 64-66. 
83 See Reserve Bank of India (2005c), p. 108. 
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progress. Its nucleus are self-help groups that are linked with non-
governmental organizations and commercial banks ("Self-Help Group-
Bank Linkage") to provide very basic banking services to disadvantaged 
groups of the population. Through innovative contractual structures and 
organization forms, microfinance institutions can extend small, uncollater-
alized loans to poor households that would otherwise be excluded from the 
formal banking system. In addition, many microfinance institutions also 
offer saving facilities. Despite the progress made over the last years – 1.6 
million self-help groups were participating in the Self-Help Group-Bank 
Linkage Programme by March 2005 – most of India's poor still have no 
access either to formal finance or to semi-formal microfinance, and instead 
have to rely on moneylenders, friends or relatives for credit.84  

 
Development financial institutions 
Development financial institutions (DFIs) play an important role in provid-
ing broader access to financial services and enhancing competition in the 
banking system. Most DFIs were funded as part of India's development 
strategy to provide long-term financing for certain sectors. Currently, they 
hold about 5% of the banking system's assets.85  

The first DFI, the Industrial Finance Corporation of India, was estab-
lished in 1948. This was followed by the Industrial Credit and Investment 
Credit Corporation of India in 1955 and the Industrial Development Bank 
of India in 1964. Other DFIs serve particular sectors of the economy or 
special purposes, such as the National Bank for Agriculture and Rural De-
velopment, the Export Import Bank of India, the National Housing Bank, 
and the Small Industries Development Bank of India. Based on their geo-
graphical coverage, financial institutions can be classified as either all-
India or state-level institutions.86  

Over the last years, the importance of DFIs has decreased due to in-
creased competition in the market, reduced access to concessional funds, 
and problems with the traditional client base due to excess industrial ca-
pacity and increased imports.87 

 

                                                      
84 See Basu and Srivastava (2005), p. 138f. and p. 150; Morduch (2000), p. 617; 

Reserve Bank of India (2005c), p. 129f.; Swain (2002), p. 18. 
85 See Reserve Bank of India (2005c), p. 139.  
86 See Deolalkar (1999), p. 62f.; Reserve Bank of India (2005c), p. 140; Sunder 

Ram (2001), p. 56. 
87 See Basu (2005), p. 8. 
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Non-banking financial companies 
The majority of non-banking financial companies (NBFCs) are private sec-
tor entities. They can be categorized according to their primary activities 
into equipment leasing companies, hire purchase companies, loan compa-
nies, and investment companies. As of mid-2005, over 13,000 NBFCs 
were operating in India. Their asset share in the banking system is negligi-
ble at about 1%. They are regulated according to chapter III B of the Re-
serve Bank of India Act of 1934.88 

During the 1990s, the number of NBFCs grew rapidly thanks to less 
stringent regulation compared to banks. Unlike banks, NBFCs did not face 
cash, liquidity, or priority sector requirements. In addition, they were ex-
empt from minimum capital requirements. After a strong growth in the 
number of NBFCs in the 1990s, several regulatory initiatives attempted to 
align the regulation of NBFCs with that of banks and improve protection 
for depositors. These initiatives included compulsory registration, pruden-
tial regulations, investment norms, disclosure standards, and the tightening 
of the supervisory oversight.89 

 
The banking system's structure with its emphasis on state-owned com-

mercial banks and development financial institutions reflects the state-
dominated development strategy of the 1960s and 1970s. It lies beyond the 
scope of this thesis to determine if this structure is still appropriate for In-
dia's economy. However, it is important to discuss the effects of the struc-
ture of the banking system on the reforms. Here, it can be argued that those 
elements of the banking system that were necessary to help develop India 
and create a nationwide bank network – i.e. large state-owned banks that 
were not operating purely on commercial principles – now make reforms 
for the overall system more difficult. Disrupting state-owned banks would 
affect large parts of the population and the economy. The scarcity of alter-
native providers of banking services makes comprehensive reform of the 
sector more difficult. For example, the threat to let a major bank fail would 
not be credible because this would leave large parts of the population 
without formal banking services.  

Of course, the structure of the banking system is not the only determi-
nant of performance. The external environment in which the sector is em-
bedded also plays an important part. Accordingly, the following section at-
tempts to explore the political, economic and institutional factors 
influencing the banking sector. 
 
                                                      
88 See Reserve Bank of India (2005c), p. 139 and pp. 149-152. 
89 See Basu (2005), p. 7; Reserve Bank of India (2004b), p. 146. 
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2.3 Political, economic and institutional environment of 
the banking sector 

A country's banking sector is tightly integrated into the overall political, 
economic and institutional setting. These factors influence the conduct and 
performance of the banking sector by providing incentives and restraints. 
To allow a better appreciation of the overall environment of the banking 
sector in India and its influencing factors, the following subsection exam-
ines the political, economic and institutional setting in more detail.  

2.3.1 Political environment 

India is a federal state with a demarcation of duties and funds between the 
center and the States. At both levels separate legislative, executive and ju-
dicial arms of government exist. Important functions that are assumed at 
the central level include money supply, external borrowing, international 
relations, defense, national highways and airways, as well as functions 
whose provision involves significant scale economies. The center and the 
States jointly undertake functions that affect several States or issues with 
major developmental potential – such as economic planning, education and 
welfare. Matters with statewide implications are assigned to the States.90  

This federal setting has important implications for the current reform 
process. As a federal democracy, India has to implements reforms slower 
than other countries. However, the federal system has ensured both a wider 
and deeper sharing of the reform impulses. Despite periodic setbacks, it is 
thus likely that the overall reforms will continue This is shown by the fact 
that the seven consecutive governments between the start of the reforms in 
1991 and 2006 have not reversed any major economic decisions and have 
continued pursuing the overall reform agenda.91  

The rise of single-state parties represents an important change in the 
overall political setting and is likely to have repercussions on economic re-
forms. It has led to a proliferation of state-level considerations at the ex-
pense of national issues.92 Echeverri-Gent (2001), for example, argues that 
the fragmentation of the national party system poses challenges not only 
for coalition politics, but also for economic reforms because an overarch-
ing coordination mechanism is lacking. When the Congress Party domi-
nated both the central and state governments, it could coordinate policies 

                                                      
90 See Rao (2002), p. 4f. 
91 See Mukherji (2002), p. 59; Singh (2003), p. 9. 
92 See Echeverri-Gent (2001), p. 3; Jalan (2005), p. 89. 
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across different levels of government. This is no longer possible in the cur-
rent fragmented political landscape.93 

2.3.2 Economic environment 

After Independence in 1947, India focused on accelerating economic 
growth in order to achieve social justice and economic self-sufficiency. 
Under Nehru and his successors, governments saw their role not only as 
supplying the infrastructure and regulatory framework for economic activ-
ity, but also as actively shaping economic development. Investment plan-
ning was exercised through Five Year Plans and became an important tool 
for implementing the development strategy. This strategy was marked by a 
duality between the public and private sectors of the economy, since in 
some sectors investments were made through public enterprises, while in 
others the private sector was supposed to take the lead. Public enterprises 
were effectively shielded from competition from the private sector.94  

The private sector was also highly regulated through detailed licensing 
requirements – the so-called "license-raj" system. India relied on the bu-
reaucracy it had inherited from the British to manage both the public and 
the private sector. Despite the approach of state-led development that was 
inspired by the Soviet Union, India never abandoned market structures 
completely.95  

This regime prevailed at least until the early 1980s, when the attitude of 
the top political leadership shifted toward a more market-friendly policy 
framework. The average GDP growth rates per decade reflect the changes 
of the economic policies. While the average growth rate stood at 4.1% dur-
ing the 1960s and 3.1% during the 1970s, it increased significantly to 5.8% 
in the 1980s. During the 1990s, the growth rate declined slightly to 5.5% 
before accelerating to an average of 6.4% at the beginning of 2000 (Figure 
7). The main factors behind the increase in the growth rate at the beginning 
of the 1980s were loan-financed imports, increased public investments and 
a rise in exports in textiles and chemicals.96 

 

                                                      
93 See Echeverri-Gent (2001), p. 5. 
94 See Datta-Chaudhuri (1990), p. 29f.; Oschinski (2003), pp. 3-5. 
95 See Datta-Chaudhuri (1990), p. 29; Mukherji (2002), p. 31.  
96 See Rodrik and Subramanian (2004), p. 4; Swamy (2005a), p. 81. See Kohli 

(2006a) and Kohli (2006b) for a detailed discussion of the political-economy 
factors leading to India's growth acceleration. 
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Fig. 7. GDP and GDP per capita growth rates97 

Budget deficits persist at the level of central government and the states 
despite the increasing growth rate. For the central government, the average 
budget deficit in 1993 stood at about 5.5%, with a downward trend since 
then (Figure 8). While central government's finances have improved 
somewhat, those of the states have deteriorated. Today, the aggregate 
budget deficit remains at 8-9% of GDP.98 The high budget deficits stem in 
part from the political competition that led to expensive campaign prom-
ises to important interest groups. For example, subsidies from state gov-
ernments amount to about 10% of GDP, the majority going to power, irri-
gation, transport and higher education. And as expenditure has grown, tax 
revenues as a percentage of GDP have steadily declined since the mid-
1980s.99 

                                                      
97 Author's calculation based on International Monetary Fund (2006b). 
98 See Acharya (2002), p. 11; Government of India (2006); Pandit (2005), p. 135f.  
99 See Deutsche Bank Research (2006), p. 2; Echeverri-Gent (2001), p. 9. 
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Fig. 8. Fiscal deficit and debt as a percentage of GDP100 

The effect of the fiscal deficit on the banking sector and the economy as 
a whole is that the government pre-empts a large share of financial savings 
that could otherwise go to the private sector. In addition, government de-
mand also puts upward pressure on interest rates.101 

With high public deficits, the level of domestic debt as a percentage of 
GDP has steadily increased despite the acceleration of GDP growth. At the 
beginning of 2000, the level of domestic debt crossed the 50% mark for 
the first time (Figure 8). Servicing the debt makes fiscal consolidation 
harder and takes away funds for investment in other areas.  

Another important element in economic policy is capital mobility. The 
extent to which the capital account is liberalized is important for banks 
since capital flows can affect exchange rates, interest rates, savings and in-
vestments. India's overall reform strategy in the financial sector has in-
cluded a limited opening of the capital account. Prior to 1991, the capital 
account was largely closed, with capital flows being restricted through far-
reaching administrative controls that were influenced by the balance-of-
payment situation and exchange rate movements. With the improvement of 
the balance-of-payments situation in 1992-93, the capital account was par-
tially liberalized for Indian companies; they are now allowed to obtain 
funds from international bond markets so that larger companies can bypass 
                                                      
100 See Government of India (2006); International Monetary Fund (2006b). 
101 See Basu and Srivastava (2005), p. 146; Mukherji (2006), p. 6; Pandit (2005), 

p. 136. 
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the banking system to obtain funding. Capital flows by residents are still 
forbidden or highly restricted. Consequently, the choice for investment op-
portunities remains largely domestic, which creates a certain degree of sta-
bility for the banking sector.102  

The exchange rate system is also a key factor in a country's economy. Its 
significance relates to the "unholy trinity" – the incompatibility of having a 
fixed exchange rate, an open capital account, and discretion over domestic 
monetary policy. Especially the combination of a fixed exchange rate and 
an open capital account can in the case of capital inflows lead to monetary 
expansion and inflationary pressures that also affect bank lending. 

Economic liberalization in India also included changes in the manage-
ment of the exchange rate. From an adjustable nominal peg tied to a basket 
of currencies in the pre-reform area, India has moved to a largely market-
determined exchange rate in March 1993. Consequently, India today has a 
fairly high degree of monetary policy independence and foreign exchange 
fluctuations should not overly affect the banking sector. 103 

2.3.3 Institutional environment 

The institutional setting of the banking sector in India is largely influenced 
by the RBI and the central government. The RBI is the main regulatory au-
thority for the Indian banking sector. Under the Banking Regulations Act 
of 1949, it has extensive powers for licensing, supervising and controlling 
banks.104 

While the Banking Regulations Act provides the general legal and insti-
tutional framework for banking regulation, the Banking Companies Acqui-
sition & Transfer of Undertaking Acts of 1969 and 1980 are the enabling 
acts for nationalization. These acts also provide the legal basis for the op-
eration and management of state-owned banks. In addition, the Indian Par-
liament has also directly established some banks, including the State Bank 
of India in 1955, the Industrial Development Bank of India in 1964, the 
Export-Import Bank of India in 1981, the National Bank for Agricultural 
and Rural Development in 1982, and the National Housing Bank in 
1987.105 

While the RBI is charged with the ongoing supervision and control of 
the banks, the nationalized banks are ultimately accountable to the Indian 
                                                      
102 See Joshi and Little (1997), p. 166f.; Kohli (2001), p. 3; Mohan (2006b), p. 4f. 
103 See Kohli (2001), p. 7 and p. 11; Mohan (2006b), p. 6f. 
104 See Cygnus Economic & Business Research (2004), p. 5; Fitch Ratings (2003), 

p. 5. 
105 See Fitch Ratings (2003), p. 5. 
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Parliament since the shares are held by the state. Key policy changes and 
appointments to senior positions require the approval of the government. 
Thus the Banking Department within the Ministry of Finance is charged 
with processing senior appointments. Based on a recommendation by the 
Finance Minister, the appointments are then made by the Prime Minister. 
The reason for making the appointments at the highest level of government 
is commonly believed to be the powerful patronage involved between poli-
ticians and bank officials.106  

The government's influence on key policy decisions in nationalized 
banks has important consequences on the establishment of market disci-
pline in state-owned banks. As long as the government exerts its influence 
over state-owned banks at the expense of minority shareholders, it will be 
difficult (if not impossible) to credibly impose market discipline. More-
over, the RBI plays a dual role as regulator and merchant bank for the gov-
ernment, which can lead to conflicts of interest.107 Thus, the current institu-
tional setting helps to maintain an element of stability in the sector by 
relieving banks from competitive pressures at the cost of a somewhat 
lower efficiency. 

 
The interplay of political, economic and institutional factors also exerts 

an important influence on reforms in the banking sector. The fragmenta-
tion of the political landscape in India makes it more difficult to reach a 
consensus about reforms. Indeed, it is sometimes necessary to "buy off" 
coalition partners and special interest groups. The extent of the overall 
budget deficit makes this even more challenging. Besides making reforms 
more difficult, budget deficits mean that restraints in the banking sector are 
likely to continue, since a banking sector controlled by the government can 
be used as a captive source of finance.108 The institutional setting of the 
banking sector and the resulting conflicts of interests exacerbate this. 
Since, to an extent, politicians can use the state-owned banks for patron-
age, they are less inclined to abolish these relationships.  

On the economic side another important influencing factor for the re-
form process is the overall economic environment. The benign macroeco-
nomic environment in India of the last years has certainly contributed to 
the stability of the banking sector. However, it does not bode well for fur-

                                                      
106 See Desai (1999), p. 36; ICRA (2004), p. 23.  
107 See ICRA (2004), p. 23; Sunder Ram (2001), p. 54. 
108 Some observers even regard the budget deficits in India as the main source of 

danger for the reform process. Manor (2005) for example argues that "the main 
threat to liberalization is not a U-turn, but fiscal indiscipline – budget deficits 
that result from overspending by ministers." Manor (2005), p. 102. 
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ther reforms. Indeed, the political-economy of reforms suggests that crisis 
is a more effective trigger for reforms than relatively prosperity.  

2.4 Conclusion  

The character of Indian banking has changed decisively several times since 
Independence. From the creation of the SBI in 1955 up until the second 
wave of nationalization in 1980, the degree of state involvement in the 
banking sector increased steadily. During the 1980s, the first efforts to re-
form the banking sector were enacted as the result of increasing inefficien-
cies in the sector. Yet these measures failed to avert the 1991 crisis. Since 
the crisis, India has followed a path of gradual reform, with the aim of in-
creasing the stability of the banking sector and of fostering competition.  

Two broad reform phases can be distinguished in the post-1991 reforms. 
At the beginning of the 1990s, the focus was on the creation of an efficient 
and productive banking sector in a competitive environment. Later, from 
the mid-1990s, the focus was on strengthening systemic safeguards and 
improving the structural environment.109 

The Indian banking sector has come a long way since the start of the re-
forms in the early 1990s. But the reform process is not over yet. Further re-
forms cannot occur in isolation, but must take the overall political, eco-
nomic and institutional setting into account. However, there are several 
impediments to further reforms. One important immediate factor for the 
slow pace of reforms is the fragmentation of the political landscape in In-
dia that makes it more challenging to find broad support for reforms. 
Closely related to the fragmentation of the political landscape are the high 
budget deficits. Under government control the banking sector can be a 
convenient tool to fund these deficits by for example requiring banks to 
buy government bonds. Finding alternative sources of financing or curbing 
the deficit will be necessary if the state disengages from direct involve-
ment in the banking sector so that the high budget deficits in India serve as 
a strong disincentive for further reforms. Despite these difficulties, reforms 
have shown good progress in recent years. This can be attributed to a posi-
tive macroeconomic environment and consistently high growth rates; these 
have made it easier to implement reforms with distributive consequences. 

Regardless of the difficulties to conduct further reforms, it is possible to 
evaluate the present situation and the progress made to date. While it is 
feasible to individually evaluate the reform progress of a country, it is 

                                                      
109 See Indian Banks' Association (2003), p. 17; Mohan (2004), p. 853. 
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more instructive to include the experiences of a comparable country with a 
similar task of banking sector reform. In this respect, China is a good 
choice for comparison. Like India, it is currently liberalizing its banking 
sector, it is a large country with a fast-growing economy, and it faces 
structural issues such as high levels of state ownership and legacy NPLs. 
The next section therefore gives an overview of the development of the 
Chinese banking sector and addresses the issue of comparability with In-
dia.  

 
 
 



3 The Chinese banking sector 

Like the Indian banking sector, the banking sector in China is currently 
undergoing a profound transition.1 Since China will be used to compare the 
progress and performance of reforms in India, this section attempts to give 
an overview of relevant aspects of the Chinese banking sector. The focus is 
on the development of the banking sector, its current structure and the ma-
jor reforms initiated over the last years. In addition, relevant similarities 
and differences of the banking sectors of the two countries are discussed, 
as well as the possibilities and limitations of a comparison.  

3.1 Development and structure of the banking sector 

As in other countries, the development and the structure of the banking 
sector in China has been strongly influenced by the pre-dominant political 
philosophies. Since the foundation of the People's Republic of China in 
1949, the banking sector has undergone several distinct policy changes. A 
watershed was been the opening up of the Chinese economy in 1979. Since 
then the banking sector has steadily evolved from a state-directed mono-
banking system into a fairly open commercial banking system. The major 
changes and the current structure are described below. 

3.1.1 Development of the banking sector 

The major development phases since 1979 have been: the creation of a 
two-tier system between 1979 and 1985; the commercialization of the 
banking system through the foundation of new (policy) banks between 
1985 and 1994; the build-up of infrastructure and regulation between 1995 
to about 2002; and the preparation for the opening up of the banking sector 
between 2002 and 2006 after the accession to the World Trade Organiza-

                                                      
1 Throughout this thesis, "China" refers to the People's Republic of China; the spe-

cial administrative zones Hong Kong and Macao are not included in the analysis.  
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tion (WTO). These phases and their implications are described below in 
more detail.  
 

Until 1978: Mono-banking system 
When the People's Republic of China (PRC) was declared in 1949, the 
mono-banking system of the Soviet Union was taken as a model for the 
banking system. The People's Bank of China (PBOC) stood at the center of 
a de-facto mono-banking system since it had the main responsibility for 
cash, credit and settlements. Even though other banks existed at the begin-
ning of the 1950s, such as the Bank of China (BOC), the Bank of Commu-
nications, the Agricultural Bank of China (ABC) and rural cooperatives, 
they merely functioned as extensions of the PBOC, and were formally 
merged into the PBOC system in 1955.2  

Under the central planning system, enterprises had two sources of funds: 
the state budget and the banking system. Companies received most of their 
funds through the official state budget. The remainder of the funds – pri-
marily for working capital – were provided by the PBOC based on a na-
tional credit plan prepared by the State Planning Commission of the State 
Council. In turn, the enterprises had to settle their transactions through ac-
counts with the banking sector. In addition, enterprises and public institu-
tions had to deposit their cash with the PBOC. As the mono-bank, the 
PBOC combined central banking and commercial banking functions, and 
served as a tool for the implementation of the Five-Year Plans. The PBOC 
did not have any degree of freedom in its lending decisions – the size, term 
and interest rates of loans were all set administratively.3 As pointed out by 
Anderson and Kegels (1998) "socialist banking is the monetary adjunct of 
the planning process. It allows for an accounting of real activities in mone-
tary terms."4  

Besides the PBOC, the People's Construction Bank of China (PCBC), 
established in 1954 as a successor to the Bank of Communications, pro-
vided funds in the form of non-repayable and interest-free grants for the 
creation of new enterprises or the extension of existing ones. The PCBC 
effectively acted as an agent for the Ministry of Finance, rather than a 
bank, since it merely distributed funds for fixed investment projects as part 
                                                      
2 See Lo (2001), p. 16; Staude (2002), p. 5;  Wolken (1990), p. 54; Yang (2004), p. 

2.  
3 See Chen and Thomas (1999), p. 16; Lardy (1998), p. 60; Lo (2001), p. 16; 

Nanto and Sinha (2002), p. 472; Wolken (1990), p. 55. The only financial assets 
available pre-1979 were cash and bank deposits. See Nanto and Sinha (2002), p. 
472. 

4 Anderson and Kegels (1998), p. 2. 
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of the overall economic plan. In addition to the PBOC and the PCBC, a 
network of rural credit cooperatives existed prior the opening of the Chi-
nese economy. Overall, it can be concluded that prior to 1979 the banking 
system had little or no relevance for China's macroeconomic performance.5 

 
1979-1985: Two-tier banking system 
In 1979, China established a two-tier banking system. It founded three 
state-owned banks – the Agricultural Bank of China (ABC), the Bank of 
China (BOC) and the China Construction Bank (CCB).6 The ABC was 
charged with the task of providing banking services to rural areas and 
townships. The BOC, which was separated from the PBOC, was supposed 
to act as an urban bank providing different banking services, while the 
CCB, as the successor of the People's Construction Bank, took responsibil-
ity for financing large capital intensive projects, especially in the construc-
tion sector. This was an important first step in creating a more diversified 
and specialized banking system. 

In 1984, the Industrial and Commercial Bank of China (ICBC) was es-
tablished and complemented the three other state-owned commercial banks 
by taking over the commercial banking functions and the branch network 
of the PBOC. The PBOC subsequently assumed the role of a central bank 
with responsibility for three main tasks: formulating and implementing 
monetary policy, regulating financial institutions and securities markets, 
and serving as the government's banker.7 

To sum up, in the early years of the reforms the main focus was on 
breaking up the mono-bank system and establishing specialized intermedi-
aries. Furthermore, for the first time banks had to incorporate profitability 
considerations in their operations.8 

 
1985-1994: Commercialization of the banking system 
Between 1985 and 1994, several important steps were taken to further 
commercialize the banking system. They included the replacement of di-
rect grants with interest-bearing loans to harden the budget constraints of 
state-owned enterprises (SOEs), granting the PBOC formal responsibility 

                                                      
5 See Girardin (1997), p. 21; Lardy (1998), p. 61f.; Lo (2001), p. 16; Wolken 

(1990), p. 55. 
6 In fact, the BOC and CCB were founded as separate entities with a new legal 

status since they were previously integrated into the PBOC mono-bank structure. 
See Lardy (1998), p. 62. 

7 See Chen and Thomas (1999), p. 17; Lardy (1998), p. 64; Lowinski and Terber-
ger (2001), p. 5f.; Nanto and Sinha (2002), p. 472; Wolken (1990), p. 57. 

8 See Girardin (1997), p. 21. 
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over monetary policy and the supervision of the financial system in 1986, 
and the formulation of a credit plan that instituted an aggregate credit ceil-
ing for each PBOC branch. Within these credit ceilings, the branches 
gained increasing autonomy to make credit decisions.9 

Between 1988 and 1992, banking sector reforms were limited and ex-
perimental; the authorities had to focus on inflationary pressures. Reforms 
resulted in new loan products being offered by specialized banks and al-
lowing the emergence of new financial intermediaries. In 1993 the State 
Council initiated further reform steps, including the transformation of the 
PBOC into a modern central bank with added responsibility for monetary 
policy, and the decision to separate policy and commercial lending. The 
latter was the basis for the transformation of state banks into commercial 
banks.10  

In 1994, three policy banks were established in addition to the four large 
state-owned commercial banks: the State Development Bank, the China 
Export-Import Bank, and the China Agricultural Development Bank. This 
meant that the four state-owned commercial banks (SOCBs) could be re-
leased from their policy lending duties.11 

 
1995-2002: Build up of infrastructure and regulation  
A further important step toward the establishment of a more market-based 
banking sector was the enactment of the Commercial Banking Law of 
1995. This law required the four SOCBs to operate as commercial entities 
with responsibility for profits and losses. This, along with the creation of 
the policy banks, marked an important step toward ensuring that loans 
were extended on economic and not political grounds. The Commercial 
Banking Law also required banks to focus on efficiency and liquidity in 
their operations, as well as to make inquiries into the creditworthiness of 
their customers. In addition, it mandated that banks should maintain an 8% 
equity ratio and introduced a classification system for non-performing 
loans.12 

                                                      
9  See Qian and Weingast (1996), p. 17; Shirai (2002b), p. 21; World Bank 

(1996a), p. 27. 
10 See Girardin (1997), p. 22; Lo (2001), p. 20; World Bank (1996a), p. 27. 
11 See Chen and Thomas (1999), p. 17; Lo (2001), p. 20; Lowinski and Terberger 

(2001), p. 9; Nanto and Sinha (2002), p. 472f. In China, the state-owned banks 
are commonly referred to as "State-owned commercial banks", whereas in India 
they are commonly called "Public Sector Banks".  

12 See Lowinski and Terberger (2001), p. 10; Nanto and Sinha (2002), p. 472f.; 
World Bank (1996a), p. 27. 
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Enacting the 8% equity ratio in the Commercial Banking Law was how-
ever not sufficient. With an NPL of over 20%, the capital base of the Big 
Four banks was largely eroded, so that massive recapitalizations were 
needed. As a result in 1998, the equivalent of over USD 30 billion were in-
jected in the form of special government bonds into the four SOCBs.13 In 
1999, the government established four Asset Management Companies 
(AMCs) whose task is to take over NPLs from the Big Four banks. The 
AMCs then try to either sell or collect the bad loans. Overall, the AMCs 
purchased RMB 1.4 trillion of NPLs, equivalent to roughly 16% of the to-
tal assets of the Big Four banks.14 

Starting in the second half of the 1990s, the state-owned commercial 
banks saw an increase in competition through the establishment of new 
commercial banks. Most of the shares in these banks were owned by pub-
lic authorities, but some were owned by individuals. The China Minsheng 
Bank entered the market in 1996 as the first non-state commercial bank. 
Other new commercial banks included the Shenzhen Development Bank, 
the Guangdong Development Bank, and Everbright Bank. Some of the 
new banks were the result of merging urban credit cooperatives into city 
commercial banks.15 

 
2002-2006: Opening of the banking sector 
Accession to the WTO required China to successively open up its banking 
sector between 2002 and 2006 in terms of business reach and geography. 
Until 2002, foreign banks had only been allowed to serve foreign compa-
nies and foreign individuals. This was extended to Chinese domestic com-
panies in 2005, with the commitment to lift all restrictions in 2006 so that 
services can be offered to Chinese individuals as well. In geographic 
terms, the liberalization is proceeding in a phased manner; 2006 is the 
deadline for lifting all geographic restrictions on foreign banks' business in 
China.16 

                                                      
13 See Mo (1999), pp. 106-108 for an overview of the mechanics of the recapitali-

zation. 
14 See Mo (1999), p. 93; Pei and Shirai (2004), pp. 10-12; Staude (2002), p. 10.  
15 See Hope and Hu (2006), p. 38; Lardy (1998), p. 70; Nanto and Sinha (2002), p. 

473f. 
16 See Deutsche Bank Research (2004), p. 2; Economist Intelligence Unit (2006), 

p. 17f.; Woetzel (2003), p. 17f.; Wong and Wong (2001), p. 19. While the WTO 
agreements grant foreign banks more freedom to conduct business in China, tak-
ing advantage of these freedoms is more difficult since the working-capital re-
quirements will be increased six-fold to USD 72 million. See Economist Intelli-
gence Unit (2006), p. 18. 
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3.1.2 Structure of the banking sector 

The historical changes described above have also influenced the structure 
of the banking sector. Today, the banking sector in China is composed of a 
variety of different institutions. At the core of the sector are the four large 
state-owned commercial banks – the ABC, BOC, CCB and ICBC ("Big 
Four") – and the three policy banks – the Agricultural Development Bank 
of China, the Export-Import Bank of China, and the China Development 
Bank. In addition, there are over 120 domestic commercial banks, around 
36,000 credit cooperatives17, about 200 foreign banks, and a diverse set of 
non-bank financial institutions.18 These institutions and their importance 
are briefly described below.  

By far the largest players in the Chinese banking sector are the four 
SOCBs that were established in the early 1980s. After the establishment of 
policy banks in 1994, their business focus shifted from policy lending to 
commercial lending. Despite falling market shares, the four SOCBs still 
accounted for about 60% of assets in the banking system at the end of 
2004, and they continue to be the most important providers of finance for 
SOEs. The fact that SOEs in the past were not subject to hard-budget con-
straints partly explains the low profitability and high NPL levels of the 
SOCBs. The three policy banks were established in 1994 to relieve the 
SOCBs of their policy lending responsibilities. Their business focus is on 
agricultural development, infrastructure and foreign trade, with a special 
emphasis on the poorer regions in Central and Western China. Together 
they hold about 10% of overall bank assets, which shows the continued 
importance of state-directed lending.19 

Besides the Big Four and the policy banks, there are currently about 120 
additional commercial banks collectively accounting for about 18% of to-
tal banking assets. This group can be further divided into shareholding or 
joint-stock commercial banks, and city commercial banks. Currently, there 
are 11 shareholding banks that are incorporated as joint-stock limited 
companies under the PRCs Company Law. These are still mostly state-
                                                      
17 The number of Chinese credit cooperatives varies greatly in the literature. While 

Garcia-Herrero and Santabarbara (2004) put the number at 36,0000, Shirai 
(2002b) estimates about 45,000, while Nanto and Sinha (2002) arrive at an even 
higher figure of 75,000 credit cooperatives. The discrepancies are probably due 
to the merging of urban credit cooperatives into city commercial banks in the 
late 1990s. See Bowers, Gibb and Wong (2003), p. 102. 

18 See Garcia-Herrero and Santabarbara (2004), p. 13; Nanto and Sinha (2002), p. 
474; Shirai (2002b), p. 20. 

19 See Deutsche Bank Research (2004), p. 4; Garcia-Herrero and Santabarbara 
(2004), p. 14. 
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owned. They include the Bank of Communications, China Minsheng 
Bank, China Everbright Bank, Shenzhen Development Bank and the 
Shanghai Pudong Development Bank. Unlike the four SOCBs, their busi-
ness focus is on the small and medium enterprise market. In terms of ser-
vices offered and geographic reach they face few restrictions. City com-
mercial banks, unlike joint-stock commercial banks, are not allowed to 
operate at the regional or national level and are mostly confined to the city 
where they are located. They were created in the mid-1990s by consolidat-
ing urban credit cooperatives. In general, local enterprises or governments 
hold their capital.20 

The cooperative sector in China is divided into rural and urban credit 
cooperatives that account for about 10% of banking assets. In recent years, 
the number of urban cooperatives has significantly declined as they have 
been merged into the city commercial banks. However, rural cooperatives 
are still important for the extension of credit to the agricultural sector, in-
dividuals and small- and medium enterprises. Nevertheless, they are bur-
dened by NPLs that are estimated to be as high as 50%. The credit coop-
eratives are collectively owned and as such subject to state control. As a 
result, their lending decisions are often influenced by local political con-
siderations.21 

Several types of non-banking financial companies emerged in China af-
ter the mid-1980s. Most notable among these are trust and investment 
companies, asset-management companies whose purpose is to manage the 
NPLs that were transferred from the balance sheets of the Big Four banks, 
securities companies, leasing companies and insurance companies. NBFCs 
are mostly engaged in lending activities – together they hold about 1% of 
banking assets. However, this does not fully reflect their importance as al-
ternative providers of finance and for the development of the stock mar-
ket.22 

Foreign banks play a limited role in the Chinese banking sector. About 
200 foreign institutions currently operate in China, accounting for about 
1% of total banking assets. However, the WTO-related opening of China's 
banking sector will most likely lead to an increase of the role of foreign 
banks in China over the coming years.23  

                                                      
20 See Chen and Thomas (1999), p. 18; Deutsche Bank Research (2004), p. 4f; 

Garcia-Herrero and Santabarbara (2004), p. 14. 
21 See Deutsche Bank Research (2004), p. 5; Garcia-Herrero and Santabarbara 

(2004), p. 15. 
22 See Deutsche Bank Research (2004), p. 6; Lardy (1998), p. 71. 
23 See Deutsche Bank Research (2004), p. 5; Garcia-Herrero and Santabarbara 

(2004), p. 15; Hope and Hu (2006), p. 9. 
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Despite the liberalization that has been enacted, the SOCBs continue to 
dominate the sector. This is due to a combination of factors, including their 
historical ties to the largest enterprises, the advantages of having an exten-
sive branch network, and privileged access to the top policymakers in the 
country. 

3.2 Major reform areas and status of the sector 

The overview given in the previous section showed that the Chinese bank-
ing sector has undergone major changes since the early 1980s. In this sec-
tion, the major reform areas are discussed in more detail to allow a more 
subtle view of the changes and challenges in the Chinese banking sector. 
The Chinese state-owned banks suffer from several major, inter-related 
problems that require reforms in key areas. These include the management 
of NPLs, recapitalization of banks, the upgrading of the supervisory sys-
tem and regulatory environment, the liberalization of interest rates, the re-
duction of reserve requirements, the lowering of directed credit and the 
partial privatization of banks. 

The profitability of Chinese banks has deteriorated over the past decade. 
While reported profitability was in line with international banks in the 
mid-1980s, by the mid-1990s it was below comparable banks in most mar-
kets. This trend has not reversed since this point. Between 2000 and 2002 
the return on assets of Chinese banks stood at a mere 0.1%. By 2004 the 
figure had increased to 0.4%, compared to a 1.2% return for global bank-
ing institutions. The return on equity in 2004 was closer to international 
standards – 11% for the SOCBs versus 16% for global banks – but this re-
flected the lower capital basis of Chinese banks. In addition, there are rea-
sons to believe that the true state of Chinese banks is worse than that re-
ported. The most important factors include that Chinese banks often 
overstate interest income by capitalizing interest payments on NPLs; the 
provisioning for NPLs is inadequate; Chinese banks do not have to pay in-
surance premiums since a deposit insurance system does not exist; and the 
investments of SOCBs in trust-and-investment companies are often not 
consolidated so that losses are not reported on the banks' balance sheets.24 

Given the low profitability and the high level of NPLs, the capital ade-
quacy ratios of the large SOCBs have also deteriorated. While the un-
weighted capital to risk-adjusted assets ratio (CRAR) for the four SOCBs 
stood at 13.2% in 1985, it had declined to 2.8% by the end of 1997. In Au-
                                                      
24 See Anderson (2005), p. 11; Anderson (2006), p. 250; International Monetary 

Fund (2005), p. 200f.; Lardy (1998), pp. 101-105. 
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gust 1998, RMB 270 billion (USD 32.5 billion) was injected into the 
SOCBs to raise their capital. Despite transferring bad loans of the Big Four 
to AMCs and recapitalizing two of the SOCBs in preparation for their 
stock market listing, the ratio of bank capital to assets deteriorated from 
5.3% to 4.1% between 2000 and 2004. In total, the three recapitalizations 
between 1998 and 2003 amounted to about USD 250 billion and were 
equivalent to 30% of banks' loan portfolio.25 

A further major reform task was to bring the capital level of China's 
banks into line with international standards. As a first step, the PBOC in-
formed the commercial banks in 1994 that they would have to fulfill the 
Basel Capital Standards. In 1995, the minimum 8% capital adequacy ratio 
was included in the PRC's Commercial Banking Law that came into effect 
in the same year. However, the PBOC neither issued guidelines on how to 
calculate capital adequacy nor enforced the rules. A significant step to-
wards international best practice and the modernization of the capital ade-
quacy rules was the adoption of a risk-based, five category loan classifica-
tion system in 2002, which banks had to implement until the beginning of 
2004. Furthermore, Capital Adequacy Procedures were promulgated in 
2004 that included precise mechanisms for calculating capital based on the 
Basel I standards and including some aspects of Basel II. 26  

Prior to the enactment of far-reaching economic reforms in the late 
1970s, the Chinese mono-banking system collected savings and channeled 
them into investment projects based on quotas set by the central govern-
ment. Banks merely executed government policies and consequently had 
no need to build up skills to evaluate loan holders or manage risks. The de-
teriorating performance of large SOEs led to the build-up of a large stock 
of NPLs. Since 1997, the level of NPLs of China's SOCBs did not decrease 
significantly, despite several recapitalization attempts and a strong growth 
in loans. The development of NPLs from 1997 to 1999 was noteworthy 
because the transfer of loans to AMCs had virtually no effect in lowering 
                                                      
25 See Anderson (2006), p. 246; Holland and Lague (2004), p. 26; International 

Monetary Fund (2005), p. 194; Lardy (2000), pp. 8-12; Mo (1999), p. 32. The 
official CRAR figures probably overstate the true level since the amount of non-
performing loans that can be written-off is restricted. See Lardy (2000), p. 8f.  
In 2005, a further USD 15 billion were used to recapitalize ICBC in preparation 
for its stock market listing. See Hope and Hu (2006), p. 40. 

26  See DeSombre and Chen (2004), p. 12; Garcia-Herrero and Santabarbara 
(2004), p. 22f.; Lardy (1998), p. 93; Shirai (2002b), p. 25. Before the adoption 
of the loan classification system the quantity of provisions for NPLs was linked 
to the volume of outstanding loans and not their quality. As a consequence, Chi-
nese banks did not have to increase their provisions as the quality of their loan 
portfolio declined. See Lardy (1998), p. 97. 
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the NPL level. At the end of 2004, it still stood at about 16% of total loans 
(Figure 9). However, these numbers do not take into account the NPLs 
transferred to AMCs. Considering the overall financial system, including 
the AMCs, the NPL level at the end of 2005 stood at an estimated 30% of 
GDP, down from about 39% in 2004. Some analysts put the number even 
higher, at 50% of GDP. This means that the banking system of the PRC is 
technically insolvent.27  

Attempts to stabilize banks and upgrade the capital adequacy rules were 
accompanied by other regulatory efforts. For example, the first capital 
adequacy regulations were followed by other prudential rules, such as lim-
its on the loan-to-deposit ratios and asset-to-liquid-liabilities ratios. In ad-
dition, attempts were made to enhance information disclosure. Thus, for 
example, listed banks have to go through an auditing process and must 
publish more comprehensive financial information. A further important 
step was the creation of the China Banking Regulatory Commission 
(CBRC) in 2003. It took over from the PBOC the task of regulating and 
supervising the banking sector. Current main objectives of the CBRC are 
the reduction of NPLs and the upgrading of financial institutions' indica-
tors to international standards.28 

                                                      
27 See Chen and Thomas (1999), p. 19; Deutsche Bank Research (2004), p. 10; 

Garcia-Herrero and Santabarbara (2004), p. 17; International Monetary Fund 
(2005), p. 196; Pei and Shirai (2004), p. 7; Setser (2006), p. 18. The four Asset 
Management Companies were founded in 1999 to deal with the NPL problem. 
They bought NPLs at face value from the banks in exchange for equity positions 
in the borrowing firms, and have tried to recover as much as possible from the 
loans various means including auctions, liquidation, sale of equity, or securitiza-
tion. The AMCs finance themselves through the issuance of government-backed 
bonds. See Lardy (2000), p. 12. 

28 See Deutsche Bank Research (2004), p. 8; Garcia-Herrero and Santabarbara 
(2004), p. 22f.; Shirai (2002b), p. 25. 
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Fig. 9. NPL level of China's SOCBs as percent of total loans29 

Besides attempts to stabilize the banking system and upgrade the super-
visory system, significant steps have also been taken in the areas of interest 
rate liberalization, reserve requirements and directed credit.  

In the late 1980s, Chinese banks gained the flexibility to adjust interest 
rates for lending within a certain range around the administered rate. De-
posit rates, however, continued to be fixed. As part of the austerity pro-
gram in 1989, interest rates were once again set centrally.30 In 1993, some 
flexibility was re-introduced on the lending side. The PBOC set a lending 
rate ceiling of 20% of the basis rate and a floor of 10% for commercial 
banks; the ceiling rates were set higher for credit cooperatives. The ceiling 
interest rate for commercial bank lending was lowered to 10% in 1996 so 
that both the ceiling and floor rate stood at 10% of the basis rate.31 

                                                      
29 See Hope and Hu (2006), p. 45; International Monetary Fund (2005), p. 196; 

Lardy (1998), p. 119 and 122; Pei and Shirai (2004), p. 7. Note: NPLs shown 
are gross of provisions. Some analysts estimate significantly higher NPL levels. 
See for example Setser (2006), p. 11. 

30 See Shirai (2002a), p. 21; Shirai (2002b), p. 23. 
31 See Shirai (2002b), p. 23. Between 1993 and 1995 real interest rates were actu-

ally negative since deposit and lending rates were set below the inflation rate. 
The government however subsidized the difference between the inflation rate 
and the deposit rate, so that the effective real interest rates stood at 0%. See 
Shirai (2002a), p. 23. 
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In 1998 and 1999 attempts were made to increase the flow of credit to 
small- and medium sized enterprises. This involved first increasing the in-
terest ceiling on loans to these enterprises to 20% in 1998, and then to 30% 
in the following year. From 2002, banks received more flexibility in set-
ting their interest rates on loans by being able to charge up to 1.3 times the 
central lending rate. This was raised to 1.7 times the central lending rate in 
2004. This provided incentives for banks to upgrade their credit-evaluation 
skills. While substantial progress has been made in making lending rates 
more flexible, deposit rates continue to be regulated and fixed. By contrast, 
interest rates on foreign currency loans and deposits above USD 3 million 
have been fully liberalized. In addition, the PBOC instructed the China As-
sociation of Banks, a national level non-governmental organization, with 
setting the interest rates on foreign currency deposits below USD 3 mil-
lion. More flexibility was also introduced in setting interest rates in the 
wholesale market and by lifting the ceiling on inter-bank rates.32 

Significant improvements have also been made in the area of reserve re-
quirements. In 1992, the reserve requirement in China was increased from 
13% to 20%. It was lowered to 8% in 1998 and to 6% in 1999. To discour-
age banks from amassing liquid assets, the remuneration of excess reserves 
was also lowered.33  

Progress has also been made in the area of directed credit. Here, several 
reform steps have been taken. Prior to the reforms, the allocation of credit 
was based on the credit plan that outlined a lower limit for the level of 
loans to be extended as well as the allocation of these funds to specific sec-
tors. In 1986, the PBOC formulated a credit plan that would set an aggre-
gate credit ceiling on every PBOC branch, thus giving more autonomy to 
the branches to collaborate with local governments in their credit deci-
sions. The credit plan for working capital loans and fixed investment loans 
was replaced in 1998 with an indicative, non-binding target. In addition to 
setting up policy banks, this has helped banks to extend loans based on 
commercial considerations within the framework of the existing regula-
tions. Yet government bodies still have some influence over credit deci-
sions: for example, the Commercial Banking Law mandates that state 
banks have to provide credit for projects approved by the state council.34 

                                                      
32 See Barnett (2004), p. 49; Garcia-Herrero and Santabarbara (2004), p. 19; Shirai 

(2002a), p. 23; Shirai (2002b), p. 23. 
33 See Garcia-Herrero and Santabarbara (2004), p. 19; Shirai (2002a), p. 23.  
34 See Mo (1999), p. 99; Shirai (2002a), p. 21; Shirai (2002b), p. 24. Nonetheless, 

a significant bias towards providing credit to state-owned enterprises and 
against private sector undertakings remains. For a discussion see Huang (2006), 
pp. 289-297. 
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Besides the attempts to strengthen and liberalize the domestic banking 
sector, entry barriers for foreign investors have also been lowered. Foreign 
investors can now take stakes of up to 20% in a Chinese bank. While this 
is a rise of five percentage points compared to the previous level, the 
maximum cumulative stake for foreigners in a single bank continues to 
stand at 25%.35  

Closely connected to this are the partial privatizations of state-owned 
banks. The first partial privatizations of Big Four banks were the global 
initial public offerings of the China Construction Bank in October 2005 
and of the Bank of China in June 2006. In addition, foreign investors have 
taken ownership stakes in second-tier banks. The first of these acquisitions 
was HSBC's purchase of an 8% stake of the Bank of Shanghai, a local 
joint-stock commercial bank, which took place in December 2001.36 

For China, the legacy of state-led development has led to serious diffi-
culties for the pursuit of banking sector reforms. After all, a mono-banking 
system combined with a command economy is arguably the most far-
reaching form of government intervention possible in a banking sector. 
The resulting structural issues – such as the dominating role of first one, 
and later a handful of banking institutions – represent a major challenge 
for the transition process. Reforming these banks is extremely difficult 
since the changes affect virtually the entire economy. Moreover, the mono-
bank did not work as a commercial bank, but as an administrative unit for 
the distribution of funds in line with economic plans. Skills such as the 
evaluation of credit proposals or risk management know-how were not 
necessary in such a system and had to be build up after liberalization. This 
helps to explain the extent and the persistence of NPLs in China, as well as 
the insufficient capital base and low profitability of banks. Again, these 
problems are aggravated by the fact that they are concentrated in a small 
number of banks holding a large percentage of overall assets. 

Despite these challenges, China has made progress in reforming the 
banking sector over recent years, and especially so after WTO accession. 
But a significant reform agenda remains. This includes further upgrading 
of the regulatory system, disengagement of the state, management of 
NPLs, and further liberalization of interest rates. There are similarities here 
with India, although the reform context and the political and economic sys-
tem differ. Many of the necessary reforms in China – such as recapitaliza-
tion of banks, management of NPLs, privatization, entry of new banks – 
are shared with India. Thus it would appear to be useful to look at the ex-

                                                      
35 See Anderson (2005), p. 9; Choi and Kan (2004), p. 11; Kynge (2003), p. 15. 
36 See Bremner (2005), p. 26; Bremner (2006), p. 1. 
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periences with banking sector reforms in both countries. The next section 
further investigates the issue of comparability. 

3.3 Similarities and differences to the Indian banking 
sector 

Comparisons of China and India abound in the media. These often focus 
on the economic rise of the two countries. 37  Long (2005) for example 
points out that  

 
"comparisons between the two are inevitable. Both are poor, largely agricultural, 
countries that have made great strides in reducing poverty, especially since em-
barking on radical, liberalizing economic reform. But India and China, always 
very different civilizations, have followed very different paths to growth. Under 
reform they have converged somewhat in the past two decades, but will remain 
distinctive."38  

 
For the purpose of this thesis the relevant question is whether the different 
political, economic and institutional environments allow a comparison of 
reforms in the banking sector. In this section the focus is on the compara-
bility of the reform experiences in the banking sector; a broader discussion 
of the different conditions for the transformation follows in section 5.5.  

Perhaps the most obvious difference between India and China is the po-
litical system. While India is a democracy, China is a one-party autocracy 
ruled by the Chinese Communist Party. Differences in the political system 
influence the reform process in the areas of speed and the depth of re-
forms. The general assumption is that China is able to push through re-
forms faster than democratic India. However, this is not necessarily always  

                                                      
37 See for example Business Week (2005) "China & India"; Huang and Khanna 

(2003) "Can India overtake China?"; The Economist (2005b) "The tiger in front 
– A survey of India and China". Henley (2004) points out that "China is a natu-
ral comparator for India for obvious geopolitical, economic and demographic 
reasons. They both have populations in excess of one billion – China with 1.27 
billion and India with 1.03 billion people in 2001. […] on a purchasing power 
parity (PPP) basis, they are respectively the second and fourth largest economies 
in the world." Henley (2004), p. 1041. 

38 Long (2005), p. 3. 
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the case: the Chinese leadership has often followed a trial and error ap-
proach to reforms as well.39 Besides affecting the ability to pursue reforms, 
the different political systems influence the institutional framework of the 
two countries in general, and the judicial system in particular. The Chinese 
legal system is reliant on informal relations and often described as a "semi-
legal system" by Western standards. More importantly however, the Chi-
nese Communist Party's claim of absolute power means that it de facto 
stands above the law. By contrast, India's legal system was based on Brit-
ish Common Law and is fairly well developed, but suffers from a lack of 
resources that may lead to delays in law enforcement.40 Nonetheless, these 
differences should not overly affect the comparability, since both countries 
have to upgrade their institutional infrastructure to meet the requirements 
of a market-based banking sector. While their respective institutional leg-
acy may lead to different reform paths, the general institutional founda-
tions for a well-functioning banking sector are to a large extent independ-
ent of these differences. 

On the economic side, there are historical similarities between India and 
China. During the 1950s and 1960s, both countries followed development 
strategies that were based on the concepts of self-reliance, import-
substitution and state-led development. Both focused on state enterprises 
in heavy industries to achieve their respective goals, which led to a neglect 
of the agricultural sector. Economic liberalization in both countries was 
triggered after the failure of their previous development strategies. Despite 
different outcomes of the reforms, there are similarities between the two 
during this phase as well: both have followed a gradual path to reforms, 
have made relatively little progress in changing the ownership structure of 
the state sector, and take a cautious stance toward the liberalization of the 
capital account.41  

An important difference between the two is their exchange rate system: 
China's Renminbi is narrowly pegged to a basket of currencies, whereas 

                                                      
39 See Manor (2005), p. 105; Mukherji (2005), p. 61; The Economist (2005a), p. 

11f. Cases in point for the trial and error approach are the gradual and cautious 
establishment of special economic zones in China during the early reform 
stages, or the "percolation model" by which reform measures are first tried out 
in selected localities before they are rolled out at the national level. See Heberer 
and Schubert (2006), p. 16; Seitz (2000), pp. 245-247. 

40 See Chow (1997), p. 322; Chow (2004), p. 145; Desai (2003), p. 3; Jalan (2005), 
pp. 64-67; Wu (2006), p. 44. 

41 See Bhalla (1998), p. 152; Mukherji (2005), p. 61; Swamy (2005b), p. 78f.  
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the value of the Indian Rupee can float relatively freely.42 With the interest 
rate and the exchange rate, China administers two key prices in the econ-
omy. This has significant implications for the banking sector as the Chi-
nese central bank has to build up foreign exchange reserves to maintain the 
fixed exchange rate when capital flows into the economy, which leads to 
an increase of the monetary base. The subsequent monetary expansion can 
lead to inflationary pressures as well as to an increase in bank lending. 
Since interest rates also cannot fluctuate freely, administrative controls are 
needed to restrain credit expansion.43 Despite these differences, key reform 
tasks in the banking sectors in India and China are independent of the pre-
vailing exchange rate system – such as lowering non-performing loans, 
building an institutional infrastructure or privatizing banks. Therefore, 
while its important to appreciate the different exchange rate system, this 
does not limit the comparability with regard to the banking sector.  

In the banking sector the two countries face similar problems stemming 
from their prior development strategies. In line with the paradigm of state-
led development, the state controlled large parts of the banking system in 
both countries. Domestic savings were the main source of financing for 
economic growth and the banking sector has traditionally played an impor-
tant role in the development strategies by channeling domestic savings to 
investment projects. This legacy is still present in both countries today. In 
2004, state-owned banks in India and China still controlled about 75-85% 
of total assets in the banking sector.44 Policy-lending is also still common 
in both countries. In India, banks have to extend 40% of loans to priority 
sectors, whereas in China a disproportionate share of loans goes to state-
owned enterprises.45 

Overall, the financial systems of both countries can be characterized as 
"bank-based" as opposed to "market-based" due to the predominance of 
banks. However, while China had a mono-bank system, India continued to 
have a variety of banking institutions and even some private-sector banks. 
Despite attempts to provide banking services to the population in rural ar-
eas, both countries face a dualism between the well-covered urban areas 

                                                      
42 The peg of the Renminbi to a basket of currencies was introduced in July 2005. 

Between January 1994 and July 2005, the Renminbi was de-facto fixed to the 
US-Dollar. See Economist Intelligence Unit (2006), p. 9. 

43 See DeRosa (2005), p. 51f.; Dorn (2006), p. 2; Goldstein (2006), p. 260; Kohli 
(2001), p. 7; Prasad and Rajan (2006), p. 5; Rajan (2006), p. 272. 

44 See Garcia-Herrero, Gavila and Santabarbara (2005), p. 40; Reserve Bank of 
India (2005a).  

45 See Huang (2006), p. 289. 
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and poorly-covered rural areas.46 Furthermore, the legacy of state-led de-
velopment leaves especially state-owned banks with similar problems. In 
both countries, banks were at the beginning of the reforms burdened by 
non-performing loans from state-owned enterprises; as shown above, over 
20% of the loan portfolio was considered non-performing at the beginning 
of the 1990s in both countries. Banks had excessive staff levels and were 
effectively shielded from competition – which made them vulnerable to 
the opening of the banking sector.  

Despite differences in the political, economic and institutional systems, 
India and China today face comparable problems in their banking sectors. 
At the beginning of economic reforms, protected state banks dominated a 
sector in which the respective governments took many business decisions. 
This has resulted in a variety of common problems such as the need to up-
grade regulations, reduce non-performing loans and privatize state-owned 
banks, where the two countries can learn from each other. While the gen-
eral conditions in India and China are different, the similarity of the chal-
lenges faced in the banking sector are sufficient to warrant a deeper analy-
sis. In fact, as noted by Saez (2001), "China and India's case is of 
particular importance because they offer insight into other low-income 
countries that have yet to initiate substantial financial liberalization."47  

3.4 Conclusion 

The Chinese banking sector has undergone significant changes over the 
last 25 years. After the abolishment of the mono-banking system and the 
establishment of a two-tier banking system, the country made significant 
progress towards the creation of a market-based banking system. It is, 
however, noteworthy that major progress in reforming the banking sector 
has only been made after accession to the WTO, which resulted in com-
mitments to open up the banking sector. Reforming the banking sector also 
started noticeably later than reforms in other parts of the economy. These 
deviations from the pattern of reforms in other sectors signals both the 
special importance of the banking sector as an intermediary with close 
connections to enterprises and households, and the extent of the problems 
in the banking sector. 

Despite progress made over the last decades, the Chinese state still plays 
an important role in the banking sector – both directly through ownership 
of banks and indirectly through various restrictions. There are still impor-
                                                      
46 See Tsai (2005), p. 123. 
47 Saez (2001), p. 235. 
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tant areas where further reform is required. These include the recapitaliza-
tion of SOCBs, the lowering of NPLs, the introduction of prudential norms 
in line with international standards and the privatization of state-owned 
banks. The need to provide further capital to the SOCBs and the high level 
of NPLs in particular are evidence of the fundamental structural problems 
of the Chinese banking sector. These have not been solved despite an ex-
tremely favorable macroeconomic environment with strong credit growth 
and ample opportunities for profit through the asymmetric liberalization of 
interest rates.  

The reform agendas in China and India contain similar elements. Both 
countries can learn from their respective experiences with banking sector 
liberalization. As stated above, comparability between the two countries is 
sufficient to allow a meaningful analysis. Despite the difficulties of enact-
ing further reforms in both countries, the current status of reforms in India 
and China can be evaluated. The financial liberalization literature has dealt 
with the question of reforming state-dominated financial systems in detail 
and can thus provide a theoretical basis for an evaluation of the progress 
made. As a basis for this, the following section gives a detailed overview 
of the financial liberalization literature and its recommendations for coun-
tries wanting to liberalize their banking sectors. 



4 Banking sector functions and coordination  

Since the seminal works of McKinnon (1973) and Shaw (1973), there has 
been a considerable body of literature covering the topic of financial liber-
alization and the importance of the financial sector for the overall econ-
omy. A recurring recommendation in these studies is that the direct in-
volvement of the government in the banking sector should be reduced in 
order to allow the sector to perform its functions better. 

The following section begins with an overview of the functions of a 
banking sector. The discussion then moves on to present the two possible 
coordination mechanisms – state or market – and the rationales for their 
usage. Special emphasis is given to the financial liberalization literature in 
which possible forms of state involvement in the banking sector and the 
likely effects of the removal of these policies is discussed. The section 
closes with a discussion of empirical studies on the effects of banking sec-
tor liberalization.  

4.1 Functions of the banking sector 

The banking sector serves three important functions in an economy. First, 
it ensures the orderly flow of funds between economic agents through the 
provision of payment services. Second, it mobilizes resources in the form 
of savings by offering attractive investment opportunities. And third, it 
pools savings and allocates them in the form of loans to investment pro-
jects.1 The banking sector thus acts as an intermediary between savers and 
investors in an economy and as a result enables the decentralization of 
economic decisions in a market economy. However, the banking sector has 
more importance than its role as an intermediary might suggest, since the 

                                                      
1 The literature frequently mentions further functions of the banking system such 

as exercising corporate control or risk management (see for example Levine 
(1997), p. 691). These services of the banking system however have to be seen in 
connection to the allocation function and are therefore not explicitly discussed. 
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mobilization of savings and the allocation of capital can positively influ-
ence economic growth.2 

In the following sections, the focus is on the mobilization and allocation 
functions of the banking sector, and their influence on economic growth. 
As in other studies focusing on the effects of the banking sector on growth, 
the provision of payment services is not discussed.3 

4.1.1 Mobilization of resources 

Households can use their disposable income either for consumption or for 
saving.4 Savings can either be accumulated by households themselves or 
through the banking sector. The mobilization of savings through the organ-
ized banking sector has certain advantages for the providers and users of 
capital such as size transformation, maturity transformation and liquidity 
enhancement.5  

Size transformation is achieved through the provision of small-
denomination instruments that help to overcome the mismatch between the 
suppliers and users of capital. The suppliers of capital generally consist of 
a multitude of savers that save comparatively small amounts; the users of 

                                                      
2 See Allen and Gale (2000), p. 3; Jaffe and Levonian (2001), p. 163, Lane (1994), 

p. 233; Megginson (2005), p. 1932; Quispe-Agnoli and McQuerry (2001), p. 2; 
Shirai (2002c), p. 4; World Bank (2001), p. 313. Theoretically, both banks and 
securities markets can provide the mobilization and allocation function. In the 
case of transition and developing countries, however, the banking system will 
play the dominant role because capital markets lack sufficient depth and banks 
provide better protection of small investors. See Berglof and Bolton (2002), p. 
92; Lane (1994), p. 233; Quispe-Agnoli and McQuerry (2001), p. 2.  

3 See, for example, the studies by de Gregorio and Guidotti (1995), King and Le-
vine (1993), Levine (1997) or Wachtel (2001) that do not focus on the effect of 
the payment system.  

4 Total domestic savings in a closed economy is the sum of the savings from 
households, enterprises and the state. For the mobilization of resources, savings 
from households are the most relevant, since in most cases the state produces 
negative savings (i.e. budget deficits) and enterprises often use their savings (i.e. 
retained earnings) as a source of internal financing. See Schmidt-Hebbel and 
Serven (1997), p. 56; World Bank (1989), p. 28f. 

5 These functions can in theory also be performed by the informal financial sector. 
However, the informal sector lacks the legal enforcement mechanisms of the 
formal banking sector, and so a close bond between borrower and lender is nec-
essary. This in turn restricts the reach and reduces the overall economic benefits 
of the informal sector. See Krahnen and Schmidt (1994), pp. 36-38 for an over-
view of the characteristics of the informal financial sector.  
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capital generally need larger amounts of financing that an individual saver 
cannot provide. Size transformation enables the creation of small denomi-
nation instruments so that households have the opportunity to hold diversi-
fied portfolios, increase asset liquidity and invest in firms with an efficient 
scale. The provision of a set of attractive investment vehicles can accord-
ingly support the mobilization of resources.6 

Banks also provide maturity transformation. As well as different capital 
requirements, suppliers and users of capital often have different time hori-
zons. While most private savers have a short- to medium-term horizon, af-
ter which they want to use their funds, investment projects can run over 
more extended periods. Here, again, banks facilitate the mobilization of 
savings by offering instruments with the maturities wanted by savers and 
borrowers. This has positive effects on the mobilization of resources 
through the organized banking sector. In addition banks, in their role as in-
termediaries, relieve savers from the task of finding and screening inves-
tors, and thus help them to deploy their savings more efficiently.7 

Providers and users of capital also have different liquidity preferences. 
Savers prefer to hold liquid instruments that they can sell at short notice if 
they need funds. In contrast, the users of capital need long-term fixed 
commitments. Without this commitment, they are unable to invest in long-
term projects. Banks are in a position to accommodate both types of liquid-
ity preferences, which in turn helps to mobilize savings.8  

Thus the banking sector encourages the mobilization of savings by of-
fering attractive saving instruments that help to overcome liquidity, time 
and size constraints. 

4.1.2 Allocation of resources 

Yet the mobilization of savings alone is not sufficient to generate positive 
effects for the economy. It is equally important to bring the savings to pro-
ductive use. Besides mobilizing sufficient savings, the banking sector has 
to ensure efficient allocation.  

There are at least three ways in which banks can improve the allocation 
of resources. First, banks have a comparative advantage in screening fund-
seekers and monitoring investment projects, which lowers the cost of in-
termediation. Second, as discussed above, banks transform claims of dif-
ferent maturities (i.e., from short-term savings to long-term loans) and 

                                                      
6 See Achleitner (2000), p. 24f.; Levine (1997), p. 698f.; Wachtel (2003), p. 35. 
7 See Achleitner (2000), p. 25; Wachtel (2003), p. 35. 
8 See Achleitner (2000), p. 26; Wachtel (2003), p. 35. 
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consequently help to increase the liquidity in the market. Third, the bank-
ing sector provides risk management services, which makes it possible to 
fund high-risk, high-return projects.9  

The efficient allocation of capital is however not only influenced by the 
services of monitoring, screening and risk management that the banking 
sector provides. The real interest rate is also an important factor in the effi-
cient allocation of capital. A market-based real interest rate will prevent 
capital being allocated to projects that destroy value. Excluding these low-
return projects increases the overall economic efficiency of the projects 
funded.10 Stiglitz and Weiss (1981), however, argue that a market-based 
real interest rate does not necessarily improve the allocation of credit in 
markets with information asymmetries because banks react to the adverse 
selection problem in these markets by rationing credit. This lowers the 
overall economic welfare since some projects with positive returns do not 
get funding.11 One possible solution to this problem is to set risk-adjusted 
interest rates.  

A further way in which banks indirectly help to improve the allocation 
of resources is by reducing the fragmentation of financial markets. The set-
ting of market-based real interest rates and the wide availability of banking 
services both help to reduce the attractiveness of fragmented curb markets. 
The organized financial sector has economies of scale in the allocation of 
savings to investment projects. Thus the overall efficiency of capital allo-
cation is improved when funds flow through the formal banking sector.12  

Allocating capital to the highest value use while limiting the risk of loss 
through moral hazard, adverse selection or transaction costs, is likely to 
have a positive effect on economic growth. Banks serve as the primary 
transmission channel for this allocation process. So it can be assumed that 
there is a positive relationship between the deepening of the banking sector 
and growth. This is discussed in the next section.  

4.1.3 Fostering economic growth 

Mobilizing savings and allocating them to the highest value use are of 
overall importance for the economy. However, this does not imply that is 
naturally causes economic growth. It is necessary to explore this relation-
ship in more depth. Insights can be gained from the two main schools of 
                                                      
9 See Achleitner (2000), pp. 24-26; Wachtel (2001), p. 339. 
10 See Deckert (1996), p. 25f. 
11 See Stiglitz and Weiss (1981), p. 408f. 
12 See Balassa (1990), p. 59; Loayza and Ranciere (2006), p. 1052; Lynch (1996), 

p. 5.  



4.1 Functions of the banking sector      73 

economic growth theory: the neoclassical and the endogenous growth the-
ory. 

Neoclassical growth theory dates back to the seminal work of Solow 
(1956). In its most basic version, it is based on a production function in 
which output is a function of capital, labor and the level of technology. 
Several predictions can be derived from this.13 First, the steady state level 
of income per person is a positive function of the saving rate and a nega-
tive function of the rate of population growth. An increase in the saving 
rate will consequently increase the steady-state level of income per person. 
Second, in steady state the growth rate of income per person is a positive 
function of the rate of technological progress, and is thus independent of 
both the saving rate and the rate of population growth. Third, the capital-
to-income ratio in steady state is constant since capital and income grow at 
the same rate.14 

The standard neoclassical model explains the growth rate of an economy 
by population and productivity growth. Since both are exogenous to the 
model, macroeconomic policies do not influence the long-term growth 
rate. For this reason, the neoclassical model is not well-suited to explain 
the effect of policy changes such as liberalization on growth. A further im-
plication is a significant reduction of the importance of financial interme-
diaries. An increase in the saving rate will lead to an increased level of in-
come, but not to an increased growth rate of income. Consequently, even if 
banks contribute to an increase in the saving rate, this will have no influ-
ence on the rate of growth in an economy.15  

These shortcomings have prompted the development of models that 
avoid the assumption of exogenous progress in technology in explaining 
growth. The main difference between this new approach – the endogenous 
growth theory – and the neoclassical model is that it treats growth as an 
endogenous outcome from an economic system and not merely as a result 
of outside forces such as exogenous technological progress. Another dif-
ference between the two approaches is that the endogenous growth theory 
does not require the assumption of exogenous technological progress as a 
driver of growth. Thus, while in the neoclassical model savings only have 
a temporary effect on growth and the economy eventually approaches a 

                                                      
13 Only those predictions relevant to the functions of the banking sector are dis-

cussed here. For a complete overview, see Mankiw (1995), p. 277. 
14 See Mankiw (1995), p. 277. 
15 See Auerbach and Siddiki (2004), p. 234; Organization for Economic Coopera-

tion and Development (2003), p. 5. 
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steady state, in the endogenous growth model savings can lead to perma-
nent growth.16 

A further difference between the two approaches is that the endogenous 
growth model assumes constant returns to scale, which is contrary to the 
generally assumed diminishing returns to scale. This apparent problem is 
overcome by assuming positive externalities from the creation of knowl-
edge that cannot be kept perfectly secret. These spillover effects are used 
to explain the existence of constant returns: the benefits from increases in 
productivity are not only reaped by one company, but from the industry as 
a whole. In such an environment, increased growth can result from in-
creased investment. The assumption of spillover effects from investment in 
the endogenous model also helps to establish a relationship between the 
functions of a banking sector and economic growth. This is because poli-
cies that influence the rate of saving and investment have an effect on the 
steady state rate of growth. As discussed in the previous two sections, a 
banking sector facilitates the mobilization of savings and the allocation of 
these savings between competing uses in an uncertain environment. Exert-
ing the financial functions of savings mobilization and capital allocation 
affects two channels to growth: capital accumulation and technological in-
novation. Since a major determinant of long-term economic growth is the 
rate of capital accumulation, a well-functioning financial sector is a poten-
tial enabler for long-term growth, so that a causal relationship between fi-
nance and growth can be established.17 

The question arises under which coordination mechanism – state or 
market as the two theoretical extremes – the sector can best perform its 
functions. In the next section, first different arguments for the involvement 
of the state in the financial sector are presented and the effects of such in-
volvement discussed. Following this, arguments for a market-based bank-
ing sector are discussed in the context of the financial liberalization hy-
pothesis, which argues the case for a market-oriented banking sector.  

4.2 State involvement in the banking sector  

After the Second World War, economists and governments alike advo-
cated government ownership of enterprises in order to circumvent possible 
inequities or imperfections in the markets. As a result, many countries na-
                                                      
16 See Mankiw (1995), p. 296f.; Romer (1994), p. 3. 
17 See Auerbach and Siddiki (2004), p. 234; Greenwood and Jovanovic (1990), p. 

1078f.; Lane (1994), p. 234; Levine (1997), p. 691; Romer (1986), p. 1003; 
Roubini and Sala-i-Martin (1992), p. 5.  
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tionalized "strategic" sectors of their economies – including banks. An-
other strategy besides outright nationalization of banks was the imposition 
of restrictions and regulations. The underlying rationale for these policies 
was the desire to achieve higher investment and saving ratios in a con-
trolled financial sector.18  

Thus there are different rationales and measures for state involvement in 
the banking sector. The next section first explores reasons for state in-
volvement in the banking sector and then discusses different instruments 
of state involvement.  

4.2.1 Reasons for state involvement 

Broadly speaking, proponents of a controlled banking sector hope to 
achieve three types of goals through state ownership of banks or restric-
tions on their operations. These goals – economic, developmental and po-
litical – are explored in the following section.  

4.2.1.1 Economic goals 

Enhancing economic efficiency in the light of market failures is one of the 
key reasons for state involvement in the economy. This also holds true for 
the banking sector.19  

Market failures occur where the conditions for the proper functioning of 
markets are not fulfilled. This results in welfare losses for consumers or 
producers. The most frequent types of market failures are natural monopo-
lies, external effects, ruinous competition, and information asymmetries. In 
a natural monopoly, economies of scale persist through the whole range of 
possible outputs so that only one company will survive. External effects 
distort the allocative function of prices. In the case of a positive external 
effect, the beneficiary does not have to pay for the effect; in the case of a 
negative external effect, losses are not compensated.20 Ruinous competition 
is the result of a distorted allocation mechanism in an industry combined 
with high exit barriers: the result is too much competition, which is prob-
lematic if some companies are also active in other industries and use the 
funds generated in that industry to cross-subsidize their products or ser-
                                                      
18 See Beck (2006), p. 13; Denizer, Desai and Gueorguiev (1998), p. 2; Shleifer 

(1998), p. 133f. 
19 See Megginson (2005), p. 1933.  
20 Public goods are an extreme case of external effects since nobody can be ex-

cluded from their consumption. An individual will thus not be willing to pay for 
them. See Schmidt (1999), p. 38. 
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vices. In this situation it is not necessarily the most efficient company that 
survives. In the case of asymmetric information, one side has privileged 
knowledge about decision relevant factors of a transaction and can use this 
information to its advantage. Information asymmetries can lead to adverse 
selection and moral hazard. Adverse selection problems arise because of 
uncertainty about decision-related variables before a contract is closed: as 
a result, the party that is most likely to produce an undesirable outcome is 
selected. In the case of a bank, borrowers with high risk, high return pro-
jects are most eager to get a loan because they are less likely to pay it back. 
After closing the contract, privileged information concerning fulfillment of 
the contract or the engagement in undesirable activities leads to moral haz-
ard. For example, after having received a loan, a borrower might invest the 
money in a high risk venture, which is undesirable for the bank. If the pro-
ject fails the bank bears most of the loss; on the other hand, it has no up-
side if the project succeeds.21 

How relevant are these four types of market failures for the banking sec-
tor? Natural monopolies are no particular concern, since branch-based 
banking exhibits decreasing economies of scale. External effects exist to 
some extent in the financial sector. Examples are the provision of a stable 
currency or a well-functioning banking system, which both have positive 
repercussions on overall economic activity. But since the currency is pro-
vided by a central bank and banks also profit from a stable banking sys-
tem, external effects should not play an important role for market failure. 
Ruinous competition in the banking sector is most likely to happen in the 
case of government involvement. When the government explicitly or im-
plicitly guarantees the survival of banks, they will have an incentive to en-
gage in price competition to drive competitors out of the market. This ru-
inous competition is however the result of a failed intervention and thus 
constitutes a case of state failure, rather than market failure. Natural mo-
nopolies, external effects or ruinous competition are thus not of major con-
cern in the banking sector.  

By contrast, information asymmetries are prevalent in various forms be-
tween shareholders, depositors, borrowers and banks' management. These 
information asymmetries can seriously undermine the stability and well-
functioning of a banking system and – from an economic point of view – 
justify government involvement. They therefore warrant closer examina-
tion.  

                                                      
21 See Aschinger (2001), p. 64f.; Besley (1994), p. 29; Döring (2003), p. 97; Fees 

(1997), p. 639; Feld and Kirchgässner (2003), p. 260; Mishkin (1996), p. 30f.; 
Schmidt (1999), pp. 36-40; Sheshinski and López-Calva (1999), p. 5. 
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Information asymmetries arise from the principal-agent relationship be-
tween a bank and its depositors. Depositors provide the funds a bank can 
use to award loans. However, since the depositors have limited or no in-
formation concerning the riskiness of loans, an information asymmetry ex-
ists that can lead to moral hazard. This is exacerbated by the moral hazard 
between banks and borrowers since borrowers may divert funds from the 
intended usage. To reduce these information asymmetries, banks have an 
incentive to provide depositors with additional information ("signaling"). 
Furthermore, given the "first come, first served" nature of withdrawals, the 
depositors themselves have incentives to monitor the bank.22 However, de-
pending on the overall perceived riskiness of the banking system, deposi-
tors might be inclined not to deposit their funds at all. There are two possi-
ble solutions to overcome such a situation: confidence can be restored 
either by outright ownership of banks by the government or by the intro-
duction of deposit insurance.  

Stiglitz and Weiss (1981) demonstrate that information asymmetries be-
tween bank and borrower over the riskiness of a project can lead to credit 
rationing. The reason is that charging higher interest rates can increase the 
riskiness of a bank's loan portfolio, since higher average interest rates 
make safer projects unprofitable. Thus despite excess demand for credit in 
the market, banks will not make further loans because the higher risk pro-
jects could crowd out lower risk projects.23 

Apart from information asymmetries there are a multitude of other im-
perfections in the financial markets which may warrant government action. 
They include the major difference between the social and the private cost 
of bank failure, the public good nature of banks' solvency, negative exter-
nalities from bad banks on the overall confidence in the sector, and the 
discrepancy between the private and the social benefits of loans.24 

It is unlikely that the conditions for the proper functioning of markets 
are fulfilled in any economy. This explains why governments play an im-
portant role even in the most developed economies. Since market failures – 
especially those related to asymmetric information – are much more preva-

                                                      
22 See Aschinger (2001), p. 66. As pointed out by Diamond and Dybvig (1983), 

the loans a bank hands out are illiquid – they are longer-term commitments that 
cannot be readily called if a bank needs cash for withdrawals. While liquidity 
transformation is one of the main purposes of banks, it also makes them vulner-
able to bank runs since they only hold a fraction of their assets in cash. See 
Diamond and Dybvig (1983), p. 403. 

23 See Stiglitz and Weiss (1981), p. 393f. 
24 See Arestis, Nissanke and Stein (2003), p. 6; Yeyati, Micco and Panizza (2004), 

pp. 6-9. 
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lent in developing countries, a higher degree of state involvement may be 
necessary to guarantee a proper functioning of the markets. Thus there are 
convincing arguments for state involvement in the banking sector on eco-
nomic grounds. Government intervention to counter market failure can 
range from increased supervision of banks and tighter disclosure standards 
to outright ownership of banks. As a consequence it is necessary to define 
the appropriate role of government in the banking sector that has both the 
possibility of market and state failure.25  

4.2.1.2 Developmental goals 

Another argument for government involvement in the banking sector is 
that it supports the development of the domestic economy. This develop-
ment view dates at least back to Gerschenkron (1962), who stressed the 
necessity of financial development for economic growth. The starting 
point for Gerschenkron's analysis was a comparison of industrializing 
countries in the second half of the 19th century. He noticed that in some 
countries like Germany banks had played a vital role in channeling savings 
into industry. In other countries, most notably Russia, banks were not able 
to play an important role in development since economic institutions were 
not sufficiently developed. This led to a shortage of capital for large scale 
projects. Gerschenkron argued that where banks are not able to fulfill their 
economic role, governments could use state-owned banks to provide the 
stability and safety needed for financial and economic development. This 
was the case in Russia during the 1890s, where the government had to ful-
fill many of the functions of commercial banks.26  

In the developmental view, the main argument for owning banks is that 
the government can collect savings from households and channel them into 
long-term strategic projects. Failures of private capital markets can be 
overcome, which allows a faster pace of development than with private fi-
nancing. Furthermore, the government can provide funding to projects 
with low financial but high social returns, which presumably would not get 
sufficient financing from private banks.27  

                                                      
25 See Ahrens (1998), p. 24f.; Stiglitz and Bhattacharya (1999), p. 96; Stiglitz 

(2004), p. 21; Wachtel (2001), p. 354. A more in-depth discussion of market 
failures and their effect on the liberalization of the banking sector follows in 
section 6.3.3. 

26 See Gerschenkron (1962), p. 22. 
27 See Denizer, Desai and Gueorguiev (1998), p. 5; La Porta, Lopez de Silanes and 

Schleifer (2002), p. 267; Megginson (2005), p. 1933; Yeyati, Micco and Panizza 
(2004), p. 8. 
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Another positive effect of public sector banks may be the creation of a 
branch network in less privileged regions. The provision of branch-
banking services in these regions can help mobilize savings and give local 
firms access to credit, which contributes to economic growth.28 In fact, 
these developmental goals do not necessarily require the state ownership 
of banks: they can also be achieved by means of regulations such as credit 
quotas for certain sectors and incentives to open branches in rural areas. In 
recent years, microfinance institutions have also attempted to serve these 
clients. 

There is some overlap between the development view and the economic 
arguments for state involvement in the banking sector. In both approaches 
the private sector alone is considered insufficient to ensure a well-
functioning banking system. The difference between the two approaches is 
that, according to the economic view, state involvement restores the effi-
ciency of the market, while the developmental view advocates active inter-
vention in the banking sector as part of the overall development strategy of 
a country. 

4.2.1.3 Political goals 

The political goals for state involvement in the banking sector are closely 
connected to the development goals discussed in the previous section. 
While the development view stresses government involvement in order to 
achieve social objectives, the political view emphasizes political objectives 
as the main motivation for intervention. In this view governments take 
control over banks to provide direct or indirect benefits for their support-
ers. Such political goals can be achieved either through outright ownership 
or through regulations.29 

Besides financing politically desirable projects, state-owned banks can 
also be an easy source of money for the government to finance budget 
deficits. This can be achieved through reserve requirements, provision of 
credit to the government at artificially low rates, or by demanding that 
banks hold government bonds.30  
                                                      
28 See Arun and Turner (2002c), p. 93. 
29 See La Porta, Lopez de Silanes and Schleifer (2002), p. 266f.  
30 See Denizer, Desai and Gueorguiev (1998), p. 2; Giovanni and de Melo (1993), 

p. 954. These instruments are discussed in more detail in section 4.2.2. China is 
a prime example for the use of banks to achieve political goals. Since the Chi-
nese government was neither prepared to let large state-owned enterprise fail 
nor to provide further direct subsidies, the state-owned banks had to extend 
loans to keep these firms in operation. See Broadman (2001), p. 17; Lardy 
(1998), p. 38. 
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Another motive for political intervention in the banking sector can be 
the creation of a politically desirable infrastructure, such as a branch net-
work. 31 Again, while the means are the same as in the developmental view, 
the underlying motivation is different. In the developmental view, a branch 
network is used as a development tool by providing banking services and 
credit to underserved parts of the economy; in the political view it is inter-
preted as a tool for patronage that can be employed for providing credit to 
political supporters, for example. 

Megginson (2005) points out some other politically motivated reasons 
for state involvement in the banking sector. These include the desire to 
maintain control over the national financial system, ideological reasons 
such as punishing capitalists, the disenfranchisement of unpopular groups, 
or – in the case of many former colonies – a counter-reaction to former 
foreign dominance.32 

Most of the politically motivated goals – such as the financing of firms 
or establishment of a branch network – could also be achieved by regula-
tion or persuasion. This leaves the question of what the advantages of 
ownership are for a government. La Porta, Lopez de Silanes and Schleifer 
(2002) argue that the main advantage of ownership is that it gives the gov-
ernment the option to choose projects, while implementation can be dele-
gated to the private sector. In countries with relatively poorly developed 
financial systems and property rights that are difficult to enforce, the bene-
fits of political control over banks are probably the highest: here, state-
owned banks have less competition for funds from private banks.33 

Using banks to achieve political goals will most likely lead to ineffi-
ciencies. While the economic and developmental views of state involve-
ment in the banking sector were concerned with increasing overall welfare, 
the political view only tends to increase the welfare of special-interest 
groups. Based on welfare arguments, political goals are thus not viable 
reasons for state involvement in the banking sector.  

Besides outright ownership of banks – the most visible form of state in-
tervention – a wide array of other instruments exists. These are discussed 
in the following section. 

                                                      
31 See Schmidt (1999), p. 41. 
32 See Megginson (2005), p. 1933. 
33 See La Porta, Lopez de Silanes and Schleifer (2002), p. 266f. 
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4.2.2 Instruments of state involvement 

There is a large array of financial restraints and competitive restrictions 
that governments can use to intervene in a banking sector. Before discuss-
ing these policies, it is important to note that not all forms of government 
intervention constitute repressionist policies. As has been discussed, there 
are cases in which government involvement can enhance the functioning 
of markets. Financial repression or financial restraints on the other hand 
are policies that inhibit the operation of the banking sector at its full poten-
tial.34 In the classical McKinnon-Shaw framework they refer to "[…] dis-
tortions of financial prices including interest rates and foreign exchange 
rates and by other means [that reduce] the real rate of growth and the real 
size of the financial system relative to nonfinancial magnitudes."35 In this 
section, first measures of financial repression and then other competitive 
restrictions in the banking sector are discussed. 

Financial repression can take various forms. Three frequently-used poli-
cies are statutory pre-emptions, regulated interest rates, and directed credit 
programs.  

Statutory pre-emptions can take the form of reserve and liquidity re-
quirements. Reserve requirements oblige banks to deposit a certain per-
centage of deposits at the central bank. While this is common practice in 
many countries, it becomes a repressive policy if the amount of funds pre-
empted is above the level required to ensure an orderly functioning of the 
monetary policy. Liquidity requirements are similar in nature and oblige 
banks to keep a certain percentage of deposits in government bonds or 
other approved securities. Statutory pre-emptions result in an under-supply 
of credit by taking liquidity out of the market and in an artificial demand 
for government securities.36 

Interest rate controls take several forms. Frequently controls include 
ceilings, floors and fixed rates on both deposits and loans.37 These controls 
constitute either incentives or disincentives for investment or saving. The 
controls on the lending side are especially important since they can affect 
the riskiness of the loan portfolio. Fixed lending rates or floors on the lend-
ing rate tend to crowd out "low-risk, low-return" projects that become un-
profitable with higher financing costs. A ceiling on the lending rate can re-
sult in a de-facto subsidy for "high-risk, high-return" projects, if banks lack 

                                                      
34 See Wachtel (2001), p. 336. 
35 Shaw (1973), p. 3.  
36 See Demetriades and Luintel (1997), pp. 311-314; Denizer, Desai and 

Gueorguiev (1998), p. 3 and p. 10f.; Joshi and Little (1997), p. 112 and p. 125. 
37 See Demetriades and Luintel (1997), p. 314. 
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credit evaluation skills. This can lead to inadequately low financing costs 
for high-risk ventures because the interest rate does not fully reflect the 
risk level.  

Under a directed credit program, a certain portion of bank credit is allo-
cated to specific sectors in the economy. In the case of India, for example, 
40% of the total credit of domestic banks has to go to priority sectors such 
as agriculture, small-scale industries, small transport operators or the ex-
port sector. The rationale for directed credit programs is that banks might 
not otherwise allocate funds to projects with high social but low economic 
returns; the resulting lack of credit for certain sectors thus requires gov-
ernment intervention.38 

The results of statutory pre-emptions and regulated interest rates are a 
forced low return on assets and high levels of reserve money. This helps to 
finance budget deficits. But it also leads to disincentives to save because of 
low real interest rates while at the same time creating demand for credit 
due to relatively low lending rates. Excess demand for credit permits the 
government to allocate it among competing users – for example via a di-
rected credit program. To prevent capital from leaving the country in such 
an environment, governments have to institute capital controls on foreign 
exchange; otherwise the domestic restrictions could easily be circum-
vented.39  

As a result of these interventions, banks become quasi-fiscal entities and 
are no longer autonomous profit-seeking enterprises. The problem is that 
these interferences can undermine the solidity of the sector and lead to a 
vicious cycle in which repressive policies can make further repression nec-
essary. For example, an increase in the pre-emption of funds from the 
banking system can cause an erosion of banks' capital base and the build 
up of non-performing loans. This makes banks more vulnerable to shocks 
and may prompt the government to provide opportunities for banks' to earn 
profits through limits on competition or the imposition of ceilings on de-
posit rates.40 

 
Competitive restrictions are closely related to the repressive policies de-

scribed above. Both are politically motivated restrictions imposed on the 
banking sector. The difference between the two is that financial repression 
refers to restrictions on the use of funds, while competitive restrictions 
limit competition in the banking system. Two major forms of competitive 

                                                      
38 See Ganesan (2003), p. 14; Shirai (2002c), p. 18; Stiglitz (1994), p. 42. 
39 See Caprio, Hanson and Honohan (2001), p. 5f.; Denizer, Desai and Gueorguiev 
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restrictions in the banking sector are entry and branch restrictions. Through 
restrictions on the entry of new domestic or foreign banks, the incumbent 
banks are protected. This results in a lower competitive intensity at the ex-
pense of consumers. Branch restrictions limit a bank's ability to open new 
branches. They come in various forms. Banks can face a cap on the num-
ber of branches in the country, the maximum number of new branches that 
can be opened during a year can be limited, or branches can be restricted to 
certain areas. These restrictions also reduce competition, which again 
benefits incumbents at the expense of consumers.41 

Many development economists favored the measures of financial re-
pression and competitive restrictions outlined above. Their arguments were 
that by intervening in the market mechanism, interest rate usury could be 
prevented and the cost of servicing the budget deficit be reduced. In addi-
tion, it was believed that governments are more efficient than banks in 
identifying socially desirable investments.42  

The potential benefits of financial restraints are that governments – es-
pecially the governments of capital-scarce countries – can use capital to 
promote economic development. This is in line with the development ar-
gument for state intervention discussed above. There are three potential 
channels through which financial restraints can have a positive effect on 
growth. First, credit can be channeled into investment projects in certain 
priority sectors that otherwise might not receive the necessary financing. 
Second, interest rate ceilings may have beneficial effects by reducing 
moral hazard and adverse selection through improving the average quality 
of the pool of loan applicants. Third, regulations that set artificially low in-
terest rates increase firm equity through a lower cost of capital.43 

Two examples for the beneficial effects of an active government role in 
the banking sector are South Korea and Taiwan. Both started their eco-
nomic take-off in the 1960s with highly regulated financial systems, which 
they did not start liberalizing until well into the 1980s. Early in their eco-
nomic take-off, both countries raised real interest rates for deposits to lev-
els that were only mildly negative or positive in order to mobilize savings. 
The savings mobilized in this way could then by allocated through directed  
credit.44  

                                                      
41 See Shirai (2002c), pp. 19-21. 
42 See Roubini and Sala-i-Martin (1992), p. 7. 
43 See Arestis and Demetriades (1997), p. 793; Denizer, Desai and Gueorguiev 
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44 See Park (2004), p. 35; Rodrik (1995), p. 56 and p. 74; Rodrik (2004), p. 6. An-
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Financial restraints and competitive restrictions constitute measures un-

der which a government can intervene in the financial sector. They may be 
connected to the economic, developmental and political arguments for 
state involvement in the financial sector. However, despite the positive 
case examples of South Korea and Taiwan, the idea that a government can 
positively intervene in the financial sector to enhance the outcome of the 
market process is contested by the financial liberalization literature. Here, 
it is claimed that state involvement is detrimental to the performance of the 
banking sector. A closer examination of these arguments follows in the 
next section. 

4.3 The financial liberalization hypothesis 

Up until the beginning of the 1970s it was a widely accepted tenet in de-
velopment economics that the state should play an active role in the bank-
ing sector through regulations and ownership of banks. This view began to 
change after the publication of the seminal works of McKinnon (1973) and 
Shaw (1973), who argued that interest rate regulations and other restric-
tions adversely affect saving and investment and have a negative effect on 
economic growth.  

Central for the understanding of the McKinnon-Shaw paradigm are the 
differing assumptions on the relationship between money and real capital. 
Both neoclassical theory and Keynesian theory assume a substitutive role 
between the two and thus recommend lowering the real interest rate to 
support the formation of capital.45 The works of McKinnon (1973) and 
Shaw (1973) mark a deviation from the previously assumed trade-off be-
tween money and real capital. The starting point for their arguments are 
the shortcomings of the financial sectors in some developing countries 
where government-imposed restrictions have led to shallow finance. The 
McKinnon-Shaw framework assumes a fragmented economy46 character-
ized by financial repression, where interest rates and exchange rates are 
distorted through a set of formal regulations and informal controls imposed 

                                                                                                                          
in the 1950s and 1960s the government was actively involved in pricing and al-
locating credit. See Arestis and Demetriades (1997), p. 791. 

45 See Deckert (1996), p. 11. 
46 McKinnon (1973) defines a fragmented economy as one where "[…] firms and 

households are so isolated that they face different effective prices for land, la-
bor, capital, and produced commodities and do not have access to the same 
technologies." McKinnon (1973), p. 5. 
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by the government. Due to these restrictions, banks and capital markets are 
underdeveloped and the financial sector remains below its full potential. 
Financial deepening – i.e. increases of financial depth as measured by the 
stock of liquid liabilities in an economy – occurs outside the organized fi-
nancial sector in curb markets.47  

Financial repression has according to the proponents of financial liber-
alization several adverse effects on the quality and the quantity of invest-
ment in an economy. First, investment decisions may not be based on eco-
nomic criteria but rather on personal ties to the relevant decision-making 
bodies. Second, interest rates are often set at artificially low rates to reduce 
the cost of capital for favored debtors. This leads to a crowding out of 
high-yielding investment and discourages savings due to low real interest 
rates. Third, due to the low or even negative real interest rates, instead of 
using the financial sector for saving, less efficient self-investment occurs.48  

The essential elements of the models by McKinnon and Shaw are the 
same. In terms of savings and investments, they assume that savings are a 
positive function of both the real rate of interest and the real rate of output 
growth, and that investments are a negative function of the real loan rate 
and a positive function of the growth rate of the economy. In terms of gov-
ernment intervention, both McKinnon and Shaw assume a non-price ra-
tioning of loans in combination with an administratively fixed nominal in-
terest rate that holds the real rate below its equilibrium level.49 

The effects of interest rate ceilings are illustrated in Figure 10. If the 
government limits the real deposit rate with a ceiling to a level of r1, which 
is below the equilibrium interest rate of re, the level of saving is equal to I1. 
The level of saving at the administered interest rate is below the equilib-
rium level of Ie and the demand for credit that stands at I2. The effect of 
this disequilibrium is two-fold. First, since the demand for credit exceeds 
saving, credit is rationed and some otherwise profitable projects do not re-
ceive funding. As a result overall welfare is reduced. Second, if there is no 
ceiling on lending rates, banks can set the lending rate at r2, which in-
creases their net-interest margin by r2 – r1.50 An increase of the deposit rate 
would in such a situation increase savings and reduce the demand for 
loans. Due to higher savings, more capital would be available for produc-
tive investments, which has positive effects on growth. Furthermore, the 

                                                      
47 See King and Levine (1993), p. 718; McKinnon (1973), p. 68f.; Shaw (1973), p. 
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48 See McKinnon (1973), p. 68f and p. 73; Shaw (1973), p. 85f. 
49 See McKinnon (1973), pp. 71-77; Shaw (1973), pp. 81-87. 
50 See Auerbach and Siddiki (2004), p. 248f. 
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excess spread for the bank (r2 – r1) would be reduced and thus benefit 
banks' customers. 
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Fig. 10. Effects of interest rate ceilings in the McKinnon-Shaw model51 

As a result of repressionist policies, banks do not necessarily allocate 
credit on the basis of the economic fundamentals of the projects. Instead 
they base their decisions on political pressure, the status of the borrower, 
the size of the loan, or the covert benefits to the loan officers. Due to the 
artificial low interest rate on loans, previously unprofitable projects be-
come profitable and more firms enter the credit market. As a result adverse 
selection may occur, lowering social welfare.52 

McKinnon and Shaw point out that interest rate ceilings in particular 
have at least six distinct distorting effects in such an environment. First, 
low interest rates cause a shift to current consumption since they provide 
disincentives for saving. Second, potential lenders may resort to low-
yielding self-investment instead of providing the funds for more high-
yielding investments in the form of savings that can be intermediated by 
banks. This also means that borrowers have to rely more on self-finance, 
since the amount of loans from the organized banking sector falls. Third, 
favored borrowers will tend to over-invest in capital-intensive projects. 
Fourth, as mentioned above, low-yielding interest rates attract borrowers 
with projects that would otherwise not receive funding, which lowers the 

                                                      
51 Adapted from Auerbach and Siddiki (2004), p. 248. 
52 See Shaw (1973), p. 85f. 
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overall return on capital. Fifth, the setting of interest rates between differ-
ent classes of borrowers contains an element of cross-subsidization, which 
provides disincentives for certain classes of borrowers to fulfill their bank-
ing needs through the organized banking sector. And sixth, access to for-
eign capital may be cut off or, if allowed, may be unproductive due to the 
restrictions in place.53  

 
The general tenet of the McKinnon-Shaw framework is that financial 

repression adversely affects the functioning of the financial sector. From 
the discussion above and Figure 10, several implications can be derived. 
First, raising the real interest rate provides incentives to increase savings, 
which in turn leads to an increase of the available capital in an economy. 
Second, the removal of repressionist policies such as interest rate ceilings 
or directed credit increases the efficiency of capital allocation. And finally, 
increased availability of capital combined with a more efficient deploy-
ment, positively affects the growth rate.  

The policy recommendation in the McKinnon-Shaw framework is either 
to raise the nominal interest rate and reduce the rate of inflation or to abol-
ish the interest rate ceilings in order to achieve equilibrium in the market. 
Higher real interest rates provide incentives to increase savings and to pro-
vide those savings through the organized financial sector instead of frag-
mented curb markets or self-investment. This improves the allocation of 
savings. The higher savings rate then serves as the basis for the accumula-
tion of capital. The increase in the savings rate and the investment rate 
should, as discussed in the context of the endogenous growth model, con-
tribute positively to economic growth. Closely connected to this is the rec-
ommendation to reduce the non-price allocation mechanisms such as di-
rected credit programs.54 Overall, then, the McKinnon-Shaw school makes 
a case for a market-determined banking sector. 

Of course, these recommendations are not undisputed. There have been 
at least two important lines of criticism. First, depending on the structure 
of the official and unofficial financial markets in a country, raising the in-
terest rate might not in fact yield the desired effect of increasing savings 

                                                      
53 See Fry (1997), p. 755; McKinnon (1991), p. 11f. McKinnon and Shaw reach 

similar conclusions with different explanations. While McKinnon introduces the 
complementarity hypothesis between money and real capital, Shaw uses the 
debt intermediation view. See McKinnon (1973), p. 3; Shaw (1973), p. 47f. 

54 See Balassa (1990), p. 58f.; Das (2003), p. 346; Deckert (1996), p. 13; Gemech 
and Struthers (2003), p. 3; McKinnon (1973), pp. 59-61; Shaw (1973), pp. 81-
86. Figure 10 showed that despite an increase of the interest rate, the volume of 
loans should increase. 
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and investment if the increase in savings through the official financial sys-
tem merely happens at the expense of curb markets. Second, higher inter-
est rates may increase adverse selection and moral hazard problems in 
credit markets. This may raise the probability of a banking crisis, since 
higher interest rates provide incentives to increase risk-taking. Conse-
quently, interest rate restrictions may in fact improve the stability of the 
banking sector.55 

Thus the question whether financial liberalization has beneficial effects 
on savings and investments becomes an empirical one. A review of em-
pirical studies on these issues follows in the next section. 

4.4 Evaluation of financial liberalization  

Financial sector liberalization should not be carried out for its own sake. 
As with any policy choice, pursuing this strategy is only worthwhile, if the 
benefits exceed the costs. Financial repression can be regarded as a tax the 
government imposes on the financial sector, as well as on the providers 
and users of funds.56 Lifting the "repression tax" should have positive ef-
fects on the development of the financial sector and its stakeholders. Be-
sides a lower quasi-tax, liberalization should help the sector to better per-
form its functions of mobilizing savings and allocating capital. The 
positive effects should accrue to both the financial sector and the overall 
economy. However, financial liberalization may not always be beneficial: 
in recent years there has been increasing evidence linking financial liber-
alization with financial crises. 

The next section examines the evidence for the welfare-enhancing effect 
of financial liberalization according to the functions of a banking sector. It 
also looks at possible downsides. Wherever available, studies that cover 
the Indian or Chinese banking sector are included. 

4.4.1 Financial liberalization, savings and capital formation  

In the McKinnon-Shaw framework, financial liberalization has positive ef-
fects on both saving and capital formation. Removing interest rate restric-

                                                      
55 See Demetriades and Luintel (2001), p. 461; Stiglitz (1994), p. 39. 
56 The size of this tax can be substantial, as a study by Giovanni and de Melo 

(1993) found. The average revenue from financial repression across a sample of 
24 countries was equivalent to about two percent of GDP or nine percent of total 
government revenue. See Giovanni and de Melo (1993), p. 962.  
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tions – especially the ceilings on deposit rates – should increase the overall 
quantity of savings (or at least the savings that are intermediated through 
the formal banking system). The lowering of statutory pre-emptions and an 
increased quantity of savings should increase the amount of capital avail-
able for productive investments. And if directed credit policies are abol-
ished, a more efficient allocation of investments should be possible.  

However, the empirical evidence is mixed. Schmidt-Hebbel and Serven 
(2002) investigate the relationship between financial liberalization and 
saving. They find a positive and significant relationship between the de-
gree of financial liberalization and saving, but do not test for causality. 
Therefore it is not possible to state if countries with a liberalized financial 
system save more or if countries with a higher saving rate are more in-
clined to liberalize their financial system.57 

A different approach is taken by Bandiera et al. (2000). They use an in-
dex of financial reforms to assess the impact of financial liberalization on 
private savings in eight developing countries over a 25-year period. They 
find no evidence that financial liberalization increases savings. Indeed, 
more often the opposite appears to be the case.58 

Applying the approach of Bandiera et al. (2000) to India, Nair (2005) 
comes to a similar conclusion. The reason for this outcome is probably that 
even though financial liberalization improves saving opportunities, the in-
creased availability of credit may have resulted in a shift from saving to 
consumption.59 

Evidently the support for the hypothesis that financial liberalization 
positively influences saving is weak. This may be because of the multitude 
of saving motives – ranging from building reserves for unforeseen events, 
over the smoothing of consumption over the life-cycle to pay for consump-
tion in the future.60 Many of these motives – such as precautionary or in-
surance motives – are largely independent of the effects of changes in the 
real interest rate. In addition, a government-controlled banking system may 
have a higher degree of stability because of the explicit government-
backing, which can positively influence the level of savings through in-

                                                      
57 See Schmidt-Hebbel and Serven (2002), p. 12. 
58 See Bandiera et al. (2000), p. 239 and p. 257. The composition of the index is 

discussed in section 6.3.2. 
59 See Nair (2005), p. 18. 
60 Browning and Lusardi (1996) provide a comprehensive overview and discussion 

of saving motives. Modigliani and Cao (2004) try to explain the level of Chi-
nese saving by the life-cycle hypothesis. They argue that the two main drivers of 
the saving rate in China are income growth and demographic changes caused by 
the one-child policy. See Modigliani and Cao (2004), pp. 165-168. 
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creased confidence. Therefore, as the empirical evidence shows, the effects 
of financial liberalization on savings are ambiguous and can even be nega-
tive.  

A second hypothesized effect of financial liberalization is that it in-
creases the availability of capital in an economy, and improves the effi-
ciency of its usage. 

Through an increased availability of capital, financial liberalization 
might help to reduce the financing constraints of firms. Laeven (2003) 
tests this relationship with panel data for firms in 13 developing countries 
from 1989 to 1998 using an index of financial liberalization. His findings 
are that financial liberalization affects small and large firms differently. 
While the financing constraints of small firms are reduced after liberaliza-
tion, those of large firms increase. A probable reason is that larger firms 
have better access to directed credit prior to liberalization.61 

The efficient allocation of capital to the highest value use may also be 
affected by financial liberalization. Using a summary index of capital allo-
cation efficiency for twelve developing countries including India, Galindo, 
Schiantarelli and Weiss (2003) find evidence that financial liberalization, 
as measured by different indicators relating to the start of banking sector 
reform, improved the allocation of investment funds.62 Abiad, Oomes and 
Ueda (2004) come to a similar conclusion in their examination of the link 
between financial liberalization and access to credit. They establish a link 
between both factors that results in a reduced variation of expected returns 
across firms, which is positively associated with allocative efficiency.63 

Guha-Khasnobis and Bhaduri (2000), however, cannot find evidence for 
more efficient allocation of capital following financial liberalization in In-
dia. For the 1989 to 1998 period they examine whether debt and equity 
capital flowed to more efficient firms after liberalization. They conclude 
that in India there was no significant rise in the efficiency of investment al-
location in the early post-liberalization period. A possible reason for this 
                                                      
61 See Laeven (2003), p. 5 and p. 25. The financial liberalization index used by 

Laeven is described in section 6.3.2. 
62 See Galindo, Schiantarelli and Weiss (2003), p. 25. The efficiency of capital al-

location is measured by the sales per unit of capital and the operating profits per 
unit of capital. Financial liberalization is measured by two dummy variables. 
The first is a summary variable that includes interest rate deregulation, reduction 
of entry barriers, reduction of reserve requirements, reduction of credit controls, 
privatization of state banks, and strengthening of prudential regulations. The 
second is a dummy variable that is set to one in the year after the removal of the 
main restrictions on interest rates and credit allocation. See Galindo, Schian-
tarelli and Weiss (2003), p. 7 and p. 13f. 

63 See Abiad, Oomes and Ueda (2004), p. 27. 



4.4 Evaluation of financial liberalization      91 

may be the misallocation of funds after liberalization in 1991, when funds 
were not channeled to the most productive investments.64  

Misra (2003) also examines the allocative efficiency – defined as the 
elasticity of output with respect to credit – of the Indian banking system. 
The allocative efficiency is studied for 23 Indian states for the time periods 
1981-1992 and 1993-2001. The finding is that the allocative efficiency al-
most doubled in the post-reform period. However, there were marked dif-
ferences between sectors: while the allocative efficiency significantly im-
proved in the service sector, it deteriorated in agriculture and industry in 
most states.65 

These studies largely support the hypothesized positive effect of finan-
cial liberalization on capital formation and efficiency. It should be kept in 
mind, however, that the evidence presented is not unambiguous: the effects 
appear to be dependent on country factors and the methodologies used. 

4.4.2 Financial liberalization, financial development and growth  

Financial development refers to the size and composition of the financial 
system of a country. Typical indicators of financial development include 
the size of the formal financial system, measured by the ratio of liquid li-
abilities to GDP (financial depth) or the relative shares of deposit banks 
vis-à-vis the central bank in extending credit.66 Financial liberalization and 
financial development are closely connected. Financial policies such as in-
terest rate restrictions or reserve requirements may adversely affect the de-
velopment of the financial system. If these restrictions are removed during 
the process of liberalization, this may help develop the financial sector 
(Figure 11). A more developed financial system may in turn be able to 
spur growth through higher capital accumulation and improved efficiency, 
which in turn might positively affect financial development through an in-
creased demand for financial services. These relationships have been sub-
ject to intense debate in the literature in recent years.67 

 

                                                      
64 See Guha-Khasnobis and Bhaduri (2000), p. 345. 
65 See Misra (2003), p. 161 and p. 175. 
66 See King and Levine (1993), p. 718. 
67 See Arestis et al. (2002), pp. 110-112; Levine (1997), p. 691; Mavrotas and 

Kelly (1999), p. 4; Shan and Morris (2002), p. 156. The relationship may also 
work in the other direction: more repressive policies may impede financial de-
velopment, which in turn may negatively affect capital accumulation and capital 
efficiency.  
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Fig. 11. Relationship between financial liberalization, financial development and 
growth68 

Arestis et al. (2002) tested the effects of financial policies such as inter-
est rate restrictions and statutory pre-emptions in six countries including 
India. They find that financial policies have a direct effect on financial de-
velopment. This effect varies across countries. In most countries, financial 
liberalization contributes positively to financial development. There are 
however exceptions where financial restraints have positive effects on the 
development of the financial sector, which may be the result of market im-
perfections.69 

A seminal work on the relationship between the development of the fi-
nancial sector and growth is that of King and Levine (1993). In their study 
they found that financial development positively influences the rate of 
economic growth, physical capital accumulation and economic efficiency 
even after accounting for country-specific factors and policy differences. 
They also found a positive correlation between the average level of finan-
cial sector development between 1960 and 1989 and the average annual 
rate of real per capita GDP growth after controlling for initial conditions. 
They conclude that there is a causal relationship that runs from finance to 
growth. 70  

                                                      
68 Author's presentation based on Levine (1997), p. 691 and Shan and Morris 

(2002), p. 156. 
69 See Arestis et al. (2002), p. 119. 
70 See King and Levine (1993), p. 719f. 
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Roubini and Sala-i-Martin (1992) take a different research approach. 
They explore the negative effects of financial repression – defined by 
negative real interest rates – on economic growth in a cross-country 
growth regression. After controlling for other determinants of growth, they 
conclude that the financial underdevelopment associated with financial re-
pression will result in lower economic growth. This adverse effect on 
growth depends on the degree of financial repression. While a relatively 
low degree of financial repression will only have a moderate effect on eco-
nomic growth, high levels of financial repression have a significant nega-
tive effect.71  

Rajan and Zingales (1998) instead explore whether firms that have a 
higher dependency on external finance develop better in countries with 
higher levels of financial development. Their findings suggest a positive 
link between financial development and growth. Specifically, they find 
that the ex-ante development of the financial sector positively influences 
the ex-post growth of sectors that depend on external finance.72  

A positive correlation between financial development – defined as the 
ratio of bank credit to the private sector as a percentage of GDP – and 
long-term growth is found by de Gregorio and Guidotti (1995) in a study 
of about 100 countries for the 1960-1985 period. They find that the main 
channel from financial development to growth is the efficiency, and not 
the volume, of investment. However, this growth-enhancing effect varies 
across countries and time. Most notably, in Latin America the relationship 
was negative, which might be due to financial liberalization in an unregu-
lated environment.73 

Further evidence for a positive link between financial development and 
growth comes from Calderón and Liu (2003), who conducted a panel 
analysis on pooled data from 109 industrialized and developing countries 
for the 1960-1994 time period. They find evidence that financial develop-
ment causes economic growth and that the growth-enhancing effect of fi-
nancial development is more pronounced in developing countries. Con-
cerning the channels through which financial development contributes to 
growth, they find positive effects from both faster capital accumulation 
and improved total factor productivity.74 

Sylla (2000) takes a historical perspective on the relationship between 
financial development and growth. His argument is that the economic 
leaders of the past four centuries including the Dutch Republic in the 17th 

                                                      
71 See Roubini and Sala-i-Martin (1992), pp. 25-27. 
72 See Rajan and Zingales (1998), pp. 559-561. 
73 See de Gregorio and Guidotti (1995), p. 445.  
74 See Calderón and Liu (2003), p. 323 and p. 331. 
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century, Great Britain in the 18th century and the United States of America 
in the 19th century developed a strong financial system before they 
emerged as economic leaders. In other words, financial development pre-
ceded economic growth.75 

However, the positive effect of financial development on growth is not 
confirmed by all studies. In a study of 95 countries, Ram (1999) focuses on 
the correlations between financial development as measured by liquid li-
abilities to GDP and economic growth. In just 39 of the 95 countries could 
a positive correlation be established – the remaining countries exhibited a 
negative correlation between financial development and growth. The con-
clusion from this study is that financial development does not have a sig-
nificant positive effect on growth. 76  

A similar conclusion is reached by Demetriades and Hussein (1996) 
who measure financial development as the ratio of bank deposit liabilities 
to nominal GDP, and the ratio of bank claims on the private sector to 
nominal GDP. In their study of 16 developing countries, they find little 
support for the hypothesis that finance leads economic development. How-
ever, they are able to show that there is a bi-directional relationship be-
tween the two.77  

Shan and Morris (2002) examine 19 OECD countries and China. They 
define financial development by the level of credit and by financial effi-
ciency as measured by the interest rate spread. They test for causality be-
tween different indicators of financial development and growth – such as 
total credit and economic growth – as well as total credit and productivity 
growth. In most of the countries they look at they could not find a causal 
relationship between the measures of financial development and growth 
for the 1985 to 1998 period.78  

For India, Bhattacharya and Sivasubramanian (2003) examine the rela-
tionship between financial development as measured by M3 and economic 
growth. For the 1970-1971 to 1998-1999 period they find a one-way 
causal relationship that runs from M3 to GDP growth.79 

In another study in the Indian context, Bell and Rosseau (2001) investi-
gate if financial intermediaries have played a significant and leading role 

                                                      
75 See Sylla (2000), p. 2. 
76 See Ram (1999), p. 168f. 
77 See Demetriades and Hussein (1996), p. 395 and p. 406. 
78 See Shan and Morris (2002), p. 153f. and p. 166. 
79 See Bhattacharya and Sivasubramanian (2003), p. 929. The results should be in-

terpreted with caution: M3 is not always regarded as a reliable indicator for fi-
nancial development as it is influenced by factors other than financial depth. See 
de Gregorio and Guidotti (1995), p. 438.  
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in India's economic development. They try to evaluate the strength and di-
rection between indicators of formal financial intermediation and macro-
economic indicators. Their finding is that investment, aggregate output and 
structural change in India's industry were enabled by the financial sector, 
rather than by increased public sector spending. Specifically, they find that 
the financial sector played an important role in promoting capital accumu-
lation and leading the shift in output from agriculture to industry. There is, 
however, no evidence that the financial sector contributed to an increase in 
total factor productivity. Their main conclusion is that a positive link be-
tween financial development and economic growth exists even in a highly-
regulated environment.80 

For China, Aziz and Duenwald (2002) investigate the relationship be-
tween bank credit and economic growth. They cannot find a statistically 
significant influence of credit on growth, which they attribute to the rela-
tively large share of credit going to less productive SOEs.81 Further evi-
dence of the negative impact of credit going to the state sector in China is 
also found in another study by Boyreau-Debray (2003). The author also 
finds that financial development as represented by the ratio of deposits to 
GDP has no statistically significant influence on economic growth.82 A fur-
ther study by Chang (2002) uses Granger causality tests for the period be-
tween 1987 and 1999 in China; it, too, finds no relationship between fi-
nancial development and growth.83  

The majority of the studies discussed above find that financial policies 
affect financial development, which in turn influences economic growth 
through capital accumulation and the efficiency of capital usage. However, 
not all studies agree and so one may conclude that the predictions of the 
financial liberalization hypothesis are not valid in all settings. This appears 
to be the case especially for China, where the continued extension of loans 
to less efficient SOEs is a possible reason that the relationship does not 
hold.84 

                                                      
80 See Bell and Rosseau (2001), pp. 153-155 and p. 173. It is important to note that 

Bell and Rosseau (2001) do not investigate alternative policies, so it is not pos-
sible to make conclusions about the effects of different policy regimes on eco-
nomic growth. See Bell and Rosseau (2001), p. 155. 

81 See Aziz and Duenwald (2002), p. 11. 
82 See Boyreau-Debray (2003), p. 20. 
83 See Chang (2002), p. 872. Granger causality tests are described in more detail in 

section 7.2.2.2. 
84 It is also worth remembering that "finance cannot create opportunities. It only 

makes it easier to exploit them […]." Rajan and Zingales (2003b), p. 112. 
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4.4.3 Financial liberalization and banking sector performance 

The two previous sections have dealt with the effects of financial liberali-
zation on macroeconomic variables. In addition, financial liberalization is 
likely to affect the sector level as well: the lowering of restrictions can al-
ter the competitive dynamics of the banking sector. Liberalization can lead 
to a more flexible and competitive environment in which banks have to in-
crease their performance in terms of efficiency and productivity to survive.  

However, it is difficult to establish a clear cause-and-effect relationship 
between liberalization and bank performance. There are overlapping ef-
fects on the revenue and cost side. On the cost side, banks are likely to face 
increasing interest costs as competition for deposits augments, while it 
may be easier for them to either reduce costs by closing branches or pass-
ing costs on to their clients. On the revenue side, greater competition in the 
lending business is likely to lead to lower margins, while at the same time 
banks may have opportunities to increase revenues by expanding their 
business into new areas.85  

An important policy change at the sector level is the deregulation of 
branching restrictions. Jayaratna and Strahan (1996) investigate the effects 
of this in the United States. They find evidence that the competition-
enhancing effect of deregulation has led to an increase in the growth rate 
through increases in the quality of banks' loan portfolios, but not through 
an increase in the volume of loans.86 

In a study of the effects of liberalization in the Pakistani banking sector 
in the early 1990s, Bonaccorsi di Patti and Hardy (2005) find positive ef-
fects on the profit productivity of banks, whereas the cost productivity has 
not improved significantly. In terms of average efficiency, new domestic 
banks were found to be more efficient than foreign banks that in turn out-
performed state-owned banks.87 

For the Indian banking sector, most studies find positive effects of liber-
alization on the banking sector. For example, Ataullah, Cockerill and Hang 
(2004) conclude that the efficiency of the banking sector improved after 
liberalization in 1991.88 In a study of Indian Public Sector Banks, Ganesan 
(2001) finds that the liberalization of the banking sector has increased the 
profitability of PSBs as measured by ROA. The main factor for the im-

                                                      
85 See Ataullah, Cockerill and Hang (2004), p. 1916; Galindo, Micco and Ordonez 

(2002), p. 7f.; Humphrey and Pulley (1997), p. 91. 
86 See Jayaratna and Strahan (1996), p. 641f. 
87 See Bonaccorsi di Patti and Hardy (2005), p. 2402. 
88 See Ataullah, Cockerill and Hang (2004), p. 1924. 
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proved profitability was an easing of the priority sector lending require-
ments.89  

An important competition-enhancing factor in a financial liberalization 
program is the opening up of the banking sector for new domestic and for-
eign entrants. Even if formerly state-owned banks are not privatized, entry 
liberalization and the subsequent increase in competition can have a posi-
tive effect on the performance of banks. This is shown by Bhaumik and 
Dimova (2004) for the Indian banking sector in the period between 1995 
and 2001. Their conclusion is that the performance gap between public 
sector banks and foreign banks was closed due to increased competition af-
ter liberalization.90 

Kumbhakar and Sarkar (2003) investigate the relationship between de-
regulation and productivity growth for the Indian banking sector between 
1985 and 1996. For both public and private sector banks they find a higher 
productivity growth rate after liberalization in 1991. For public sector 
banks, however, the improvement is not statistically significant. Overall, 
they conclude that the decline in distortions has not led to the expected 
productivity increases. A possible reason – one that not only applies to In-
dia but to other developing countries with large state-owned banks – is that 
the incumbent banks are so dominant that they can insulate themselves to a 
certain degree from the necessary changes.91 

Despite their limited scope, the above studies provide evidence that fi-
nancial liberalization has performance-enhancing effects on the banking 
sector through increased efficiency and productivity. The two main driving 
factors appear to be an easing of restrictions and an increasing competitive 
intensity in the sector. 

The studies cited in the previous three sections show that financial liber-
alization indeed influences the banking sector as well as the economy. 
Therefore, financial policies clearly matter. The positive effects of liberali-
zation are especially pronounced with respect to the performance of the 
banking sector, the efficiency of capital allocation, financial development 
and economic growth. Whereas financial liberalization generally increases 
the efficiency with which capital is allocated, it does not lead to an in-
crease of capital. For India and China these studies provide evidence that it 
is possible to positively influence the rate of growth through liberalization 
of the banking sector. Since the cited studies for the two countries have 
provided a mixed picture with respect to the liberalization results. This in-

                                                      
89 See Ganesan (2001), p. 36. 
90 See Bhaumik and Dimova (2004), p. 177. 
91 See Kumbhakar and Sarkar (2003), p. 405 and p. 421. 
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dicates that either the cause-effect relationships do not hold in the two 
countries, or more likely that the reforms are incomplete. 

Nonetheless, the various studies have also shown that there is no general 
agreement on any of the investigated relationships. Therefore, the results 
are to a certain extent dependent on the context, the methodology and the 
operationalization of the variables.92 Moreover, while the studies explore 
the effects of certain policy changes, they do not give advice on how to ac-
tually attain these results – i.e., on how to successfully manage the changes 
and on complementary reforms. This neglect is becoming more important 
in the light of recent evidence that financial liberalization may increase the 
likelihood of a banking crisis, which is discussed next. 

4.4.4 Financial liberalization and financial crisis 

Many of the cross-country studies cited in the previous sections establish a 
positive relationship between financial liberalization and the functions of a 
banking sector. However, these results may not hold for all countries at all 
times. Even though financial repression is generally regarded as negative 
in that it retards the development of the financial sector, it also shields the 
domestic financial sector from competition, which may increase its stabil-
ity. Liberalizing the financial sector may therefore have a destabilizing ef-
fect, such as increased fragility of banks. Over the past years, there has 
been increasing evidence that financial liberalization can have severe nega-
tive effects in the form of financial and banking crises, whose likelihood 
increases after liberalization. 

The classical article on financial crises in the aftermath of liberalization 
comes from Diaz-Alejandro (1985). This work describes the effects of fi-
nancial liberalization in South American countries. According to Diaz-
Alejandro, the "pessimum 'middle way': de facto public guarantees to de-
positors, lenders and borrowers, and no effective supervision and control 
(until it was too late) of the practices of financial intermediaries"93 led to 
disastrous results of financial liberalization policies including widespread 
bankruptcies and government interventions to save failing banks.94  

                                                      
92 Financial development is certainly a case in point. The various studies cited de-

fine financial development as liquid liabilities to GDP, the ratio of bank credit to 
the private sector as a percentage of GDP, M3, the ratio of bank deposit liabili-
ties to nominal GDP, the ratio of bank claims on the private sector to nominal 
GDP and the level of credit.  

93 Diaz-Alejandro (1985), p. 17. 
94 See Diaz-Alejandro (1985), p. 1f. 
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These negative outcomes are not confined to South American countries. 
According to a survey by Kaminsky and Reinhart (1999) the likelihood of 
a banking crisis increases with liberalization of the financial sector. Of the 
total of 26 banking crises studied, 18 occurred in countries that had liberal-
ized their financial sector less than five years earlier.95 The most common 
immediate causes of a banking crisis after liberalization are, according to 
Caprio and Klingebiel (1997) general uncertainty, asymmetric information, 
and speculative bubbles led by excessive credit growth.96 

In a study of 53 countries between 1980 to 1995, Demirgüc-Kunt and 
Detragiache (1998) come to the similar conclusion that the likelihood of a 
banking crisis increases in countries with a liberalized financial sector. 
They find that increased fragility of the banking sector occurs with a time 
lag of several years, so that it is not contingent on the start of the liberali-
zation process. Overall, their conclusion is that financial liberalization 
leads to increased financial fragility, which is particularly dangerous in de-
veloping countries that are less likely to have established the institutions 
for supporting a well-functioning financial system.97 In a further study, Ei-
chengreen and Arteta (2002) show that financial crises are more likely 
when domestic financial markets are liberalized.98 

Unlike bankruptcies in other industries, bank failures can have repercus-
sions that are far larger than the direct negative effects of the loss of banks' 
profits and wages on GDP. Of particular importance are the indirect effects 
of a bank failure that arise from the possibility of contagion of the overall 
banking system. This contagion effect can be spread through bank runs, 
which can cause other bank failures and lead to a shutdown of the pay-
ments system. Bank crises associated with financial liberalization can thus 
result in significant output losses.99  

As described above, there seems to be a relationship between the liber-
alization of the financial sector and the occurrence of banking crises. Iden-
tifying the root causes of the problems in the early stages of the liberaliza-
tion process can help circumvent this. On the microeconomic level, 
Barton, Newell and Wilson (2003) identify weak credit evaluation skills 
combined with directed lending practices as the main factors explaining 
banking failures that lead to banking crisis in transition and developing 
countries that are liberalizing their banking system.100  

                                                      
95 See Kaminsky and Reinhart (1999), p. 479f. 
96 See Caprio and Klingebiel (1997), p. 9. 
97 See Demirgüc-Kunt and Detragiache (1998), p. 6f.  
98 See Eichengreen and Arteta (2002), p. 67. 
99 See Blejer (1999), p. 388; Caprio and Klingebiel (1997), p. 4. 
100 See Barton, Newell and Wilson (2003), p. 58f.  
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Financial crises have a high economic and social cost. They can derail 
the transition process or severely damage the popular backing for reforms. 
Thus it is necessary to prevent a crisis from occurring by strengthening 
system safeguards. The policy implication is that strong regulation and su-
pervision of banks should be established during liberalization. Addition-
ally, countries that liberalize their financial system should make efforts to 
increase transparency, which is necessary to improve the flow of informa-
tion. Along with strong regulation, this is needed to reduce the possibility 
of moral hazard that arises from explicit and implicit deposit insurance. 
Deposit insurance can lead to excessively risky lending and to the percep-
tion that the government will bail out banks should the overall reform pro-
gram fail.101  

The increased possibility of a banking crisis accompanying financial 
liberalization alters the cost-benefit calculations. Policy-makers have to 
weigh the possible short-run costs of a banking crisis against the benefits 
of financial liberalization that accrue over the long run. This has given rise 
to the view that some degree of financial regulation is preferable to prema-
ture liberalization where systemic safeguards are not yet in place. Also, a 
certain degree of political accountability is needed to reduce the risk of 
opportunistic defaults by banks.102 

To sum up, financial liberalization can have both positive macroeco-
nomic (through an increased mobilization and a more efficient allocation 
of resources) and microeconomic effects (through increased competition in 
the sector). Nonetheless, there is a substantial downside risk due to the 
danger of financial crisis, which can be mitigated to some extent by regula-
tion and supervision. Overall, this requires a careful evaluation of the po-
tential medium- to long-term benefits of liberalization and the costs in the 
short term.  

In addition it is necessary to focus more on the process of liberalization 
and complementary reform steps. The academic literature has provided 
evidence on the risks and rewards of banking sector liberalization, and 
given some suggestions on ways to mitigate some of the potential costs. 
The necessary next step is to focus on the process of liberalization and give 
advice to policy makers regarding the necessary process elements for man-
aging the transition to a liberalized banking sector. 

                                                      
101 See Blejer (1999), p. 387f.; Caprio, Hanson and Honohan (2001), p. 16; Ei-

chengreen and Arteta (2002), p. 72; Kaminsky and Reinhart (1999), p. 496; 
McKinnon and Pill (1997), pp. 191-193; Mehrez and Kaufmann (2000), p. 2f. 

102 See Demirgüc-Kunt and Detragiache (1998), p. 5; Loayza and Ranciere (2006), 
p. 1069; World Bank (2005), p. 182.  
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4.5 Conclusion  

This chapter began with an overview of the functions performed by a 
banking sector in an economy: mobilizing savings, allocating these savings 
to investment projects and contributing to economic growth. It then dis-
cussed possible coordination mechanisms – i.e. state versus market. The 
three main rationales for state involvement in the banking sector are eco-
nomic, developmental and political in nature. The proponents of financial 
liberalization challenge these views. On the evidence of empirical studies – 
and despite the potential problems with liberalization such as an increased 
risk of a banking crisis – it was shown that a market-based banking sector 
is likely to yield better economic outcomes.103 Thus, the general policy 
recommendations are in line with the proponents of financial liberalization 
who argue that countries should abolish repressionist policies and privatize 
state-owned banks. Countries with a state-run banking sector thus face the 
task of changing the prevailing coordination mechanism from state to mar-
ket. Despite some evidence on the pre-conditions for financial liberaliza-
tion and the necessary reform steps, a coherent blueprint on how to man-
age transition is still lacking.104 

Similar problems have been faced by the countries of Central and East-
ern Europe since the late 1980s. These countries have undergone the dual 
task of changing their political and their economic systems. Their experi-
ence managing change can offer insights for countries facing such a proc-
ess – as will be discussed in the following section. 

 
 
 

                                                      
103 See Fry (1997), p. 768; King and Levine (1993), p. 734f.; Wachtel (2001), pp. 

357-359. 
104 See Deckert (1996), p. 3; Fry (1997), p. 768f.; Wachtel (2001), p. 357. 



5 Management of transformation processes 

Transformation studies attempt to explain the trigger, process and results 
of long-run systemic changes.1 When the transformation in Central and 
Eastern Europe (CEE) started in 1989, only limited guidance existed on 
how to manage the transition from a command to a market economy.2 
Since then, numerous and often conflicting policy recommendations have 
been given on how to best manage such transformations. With the benefit 
of hindsight it is possible to evaluate the validity of these recommenda-
tions and assess the historical experience of the transition countries.  

This section gives a brief overview of transformation studies. It attempts 
to identify phenotypical elements of the transformation of an economic 
system. These elements are then used in the next chapter to develop a 
framework for changing the coordination mechanism in the banking sec-
tor. Since the overall transformation process in an economy also influences 
the changes at the sector level, and because different countries have differ-
ent transformation approaches, the transformation experiences of India and 
China are also briefly described; this makes it possible to put the two coun-
tries in a comparative perspective.  

5.1 Classification of transformatory changes and 
applicability to India 

The implications and "lessons-learned" from the transformation of former 
communist countries have been extensively discussed in the academic lit-
erature. Yet, to date there seems to be no general consensus on the defini-
tion of the term "transformation" and the constitutive elements of a trans-
                                                      
1 There is still some disagreement in the literature whether a general "transforma-

tion theory" exists. Because of the controversy, the rather general term "trans-
formation studies" is used in this thesis to refer to a set of hypotheses describing 
the process of transition from a state-directed system to a market-based one. For 
a discussion see for example Pham-Phuong (2003a), Schulders (1998) and Solarz 
(1998).  

2 See Minsky (1991), p. 1. 



104      5 Management of transformation processes 

formation. Therefore, before discussing the constitutive elements of a 
transformation in greater detail, two questions have to be answered. First, 
what distinguishes transformatory changes from other types of changes, 
namely a transition, evolutionary change and reforms? This distinction has 
important implications for the elements and the management of a trans-
formation. Second, are the insights from transformation studies applicable 
to India, and more specifically to the Indian banking sector? This question 
is especially important since India is generally not included in the list of 
classical transformation countries. China, by contrast, is a frequently men-
tioned case example in the transformation literature. 

5.1.1 Definition of transformatory changes 

This section attempts to provide a definition of transformatory changes by 
contrasting them with three other forms of change: transition, evolutionary 
change, and reforms.  

Dictionaries only slightly distinguish between the terms "transforma-
tion" and "transition": transformation is defined as "completely changing 
the appearance or character of something"3 while the meaning of transition 
is "changing from one state or condition to another"4. However, the use of 
the two terms differs in the literature. This has implications on what can be 
deemed as a transformation, and which countries are actually undergoing 
one. 

For Kloten (1991), the transformation of an economic system is trig-
gered by political decisions and subsequent actions to replace characteris-
tics of the current economic order so as to achieve a qualitative leap for-
ward. The overall result is the substitution of the old economic order for a 
new one.5 Like Kloten, Hermann-Pillath (1999) stresses that transforma-
tion is a change of the institutional order of the economic system that is 
initiated by the state.6 Wagener (1996) defines transformation more gener-
ally as a reconfiguration of a political, economic or cultural order which, in 
the economic sphere, is triggered by a deliberate intervention in the mar-
ket.7 

Based on these definitions, transformation refers to an intentional 
change of the existing order, which should lead to a relative improvement 
compared to the previous situation. The focus is on the order of the sys-
                                                      
3 Oxford Advanced Learner's Dictionary (1989). 
4 Oxford Advanced Learner's Dictionary (1989). 
5 See Kloten (1991), p. 8f. 
6 See Hermann-Pillath (1999), p. 10. 
7 See Wagener (1996), p. 1. 
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tem: what are the constitutive elements of the new order and how do they 
compare to the old order? This differs somewhat from the term "transi-
tion", which emphasizes the process of change from the old to the new or-
der.8 This is for example expressed by Kolodko (2004b) who defines tran-
sition as a  

 
"[…] long-lasting, historical process of shifting from [a] centrally planned econ-
omy, based on the dominance of state property and bureaucratic control, to an 
open, free-market economy, based on market deregulation and the dominance of 
private property"9.  

 
Thus, both transformation and transition constitute necessary and com-

plementary elements in explaining systemic changes: while the term trans-
formation focuses on the characteristics of the beginning and ending order, 
transition focuses on explaining how to manage the process of moving 
from the old to the new order. Because the two terms are closely interre-
lated and refer to the same process, they are used interchangeably through-
out this thesis.  

The process of moving to a new, higher quality order is not confined to 
transformation. In the economic sphere, for example, "the invisible hand" 
can cause spontaneous changes that over time lead to a higher quality or-
der. Therefore, it is necessary to make a distinction between transforma-
tory and evolutionary change. The two distinguishing elements are the 
trigger and the management of change.  

A transformation involves a fundamental change of the underlying eco-
nomic, political or cultural order, which often entails a redistribution of 
relative power and wealth. If the uncertainty of the outcome is added, only 
a massive loss of confidence in the old system, such as a political or eco-
nomic crisis, can trigger a transformation.10 Consequently, a certain ele-
ment of crisis is likely to prompt a transformation, which in turn makes it 
possible to assign a starting point. This is in contrast to evolutionary 
change, where a feeling that change is necessary might exist but there is no 

                                                      
8 According to Lohmann (1997) the term "transformation" is more prevalent in the 

German and French literature while "transition" is predominantly used in the 
Anglo-Saxon literature. He explains this by a different understanding related to 
the change of the prevailing order: Germans and French equate a change of order 
to constitutional and legal changes, while to the Anglo-Saxon mind the change of 
order is associated with the process of change. See Lohmann (1997), p. 1 foot-
note. 

9 Kolodko (2004b), p. 2. 
10 See Kloten (1991), p. 9; Wagener (1996), p. 9. 
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crisis-like event that sets it off. Rather, the collective actions of decision-
makers cause the change.  

The management of transformatory and evolutionary changes will vary. 
Since the choice to transform the system is made deliberately, there are 
strong incentives to actively manage the process. As evolutionary change 
is not the result of a deliberate decision but the sum of often small changes 
in the collective actions of decision makers, the process is not actively ad-
ministered or steered. The distinguishing characteristics of transformatory 
changes versus spontaneous evolutionary changes by markets are thus in-
tention, active intervention, and direction-setting by the political or eco-
nomic leadership.11 

Active management of the change process is one of the necessary pre-
conditions for a transformation. This holds true for a reform as well. The 
main difference between a transformation and a reform is the depth of 
change. In a reform, the underlying economic order is preserved, while a 
transformation involves the substitution of the underlying economic order 
with a new paradigm. For example, the change from a planned economy to 
a market economy is marked by a move from the fundamental characteris-
tics of the socialist system to those of the capitalist system.12 A reform only 
entails a partial change of the existing system and does not lead to a new 
order. Cases in point are the reform of the social security system or a 
monetary reform, which cause changes in a particular sub-system but leave 
the prevailing overall coordination mechanism largely untouched.13 The 
transformation of an economic system can therefore be interpreted as the 
sum of several reforms that together cause a change of the fundamental as-
pects of the system. 

Despite the lack of a generally accepted definition for an economic 
"transformation", it is possible to identify certain constitutive elements that 
distinguish transformation from other forms of changes. For the purpose of 
this thesis, a transformation is defined as a deliberately administered 
change of an economic system towards a free market economy that fun-

                                                      
11 See Pham-Phuong (2003a), p. 12; Wagener (1996), p. 8. This however does not 

preclude the possibility of revolutionary changes that are triggered by markets. 
The main difference is that these changes are not actively and directly managed. 

12 See Csaba (1993), p. 100; Kornai (2000), p. 29f.; Wagener (1996), p. 2; World 
Bank (1996b), p. 1. See Kornai (2000) for an overview of the defining charac-
teristics of the socialist and capitalist system.  

13 See Csaba (1993), p. 100; Wagener (1996), p. 2. Csaba (1993) points out that 
"reforming a system means changing any element in order to preserve the un-
derlying construct. Transformation starts at the point where substituting one 
construct for another becomes the issue." Csaba (1993), p. 100. 
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damentally alters the central coordination and allocation mechanism of the 
economic system. 

5.1.2 Applicability to the banking sector and India 

Transformation studies attempt to guide and explain systemic changes to-
wards a market-based system. While this aspiration is universal in nature, 
the scope of theoretical studies on transformation is in reality rather nar-
row: the focus has predominantly been on Central and Eastern Europe, the 
former Soviet Union, China, Mongolia and Vietnam. India has generally 
not been included.14 Research has also focused more on the overall macro-
economic environment and not on specific sectors of the economy. There-
fore, the question arises of whether the insights from transformation stud-
ies are applicable to India and to the banking sector. 

As discussed above, two defining criteria of a transformation are that it 
is an administered change toward a free market economy and that it has to 
be a change of the constitutive elements of the system. Thus, the central 
coordination and allocation mechanism of the economy has to undergo a 
fundamental change. India's economy prior to the reforms was character-
ized as a "mixed economy" in which far-reaching state-ownership and bu-
reaucratic control co-existed with private enterprises. Under this strategy 
the state was supposed to take the "commanding heights" of the economy 
and mitigate the problems of capitalism by closely regulating economic ac-
tivities. Private enterprises were controlled through far-reaching restric-
tions – a system known as the "license raj".15 While the degree of state in-
volvement in India was lower than in socialist countries, it was still 
considerably higher than in a free-market economy. India's reforms at the 
beginning of the 1990s aimed to introduce more market-based elements, so 
the reform process can be interpreted as a move towards a free-market 
economy. These reforms did not occur spontaneously, but were a deliber-
ate response by the government of Narasimha Rao to the 1991 economic 
crisis. India's economic reforms thus fulfill the first criterion for a trans-
formation: they were an administered change. 

The next question is whether the reforms changed the fundamental ele-
ments of the system. India's economic system prior to the reforms was 
characterized by far-reaching restrictions on product and capital markets. 
Industrial licensing and import licensing were used to implement a policy 

                                                      
14 See for example de Melo et al. (1997) or World Bank (1996b).  
15 See DeLong (2003), p. 185; Huang and Khanna (2003), p. 76; Kornai (2000), p. 

34; Wagner (1997), p. 7 and p. 15; Williamson and Zagha (2002), p. 3.  
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of industrial development in which the bureaucracy had considerable con-
trol over allocation and production decisions of enterprises. The same ap-
plied to the allocation of capital. Nationalization of the largest public sec-
tor banks in 1969 and 1980 combined with high statutory preemptions and 
a closed capital account gave the government de facto control over the al-
location of capital. The reforms of the 1990s had the goal of significantly 
reducing the government's influence in the economic sphere. They conse-
quently led to a reduction of quantitative import restrictions, the virtual 
abolition of the "license raj" system, and a more market determined bank-
ing system.16 Even though the old system has not been completely abol-
ished, the fundamental features have been changed. Following the system 
specific attributes of socialist and capitalist systems by Kornai (2000) it 
can be seen that India changed in several important dimensions toward a 
more capitalist system. The changes include a significantly decreased role 
of bureaucratic coordination and of state-owned enterprises combined with 
a hardening of budget constraints.17 Today, India is moving further towards 
a free market economy. The second criterion for a transformation – a 
change of the constitutive elements of the system – thus also applies to In-
dia. 

The next question concerns the applicability of transformation studies to 
a sector, since the focus of the policy recommendations has been mainly 
on the level of the overall economy. A successful transformation program 
encompasses different policies such as institution building, privatization 
and liberalization. In addition, policymakers have to decide on the proper 
sequencing and timing of the reform steps. When designing a transforma-
tion program for a banking sector, policy makers are confronted with the 
same issues – albeit on a different level of analysis. Thus, while there are 
certainly differences in the design of the transformation strategy, the gen-
eral insights of transformation studies are also applicable to a specific sec-
tor of the economy, in this case the banking sector. Furthermore, the indi-
vidual sectors together make up the overall economy, so it is necessary to 
design sector-specific strategies. 
                                                      
16 See Acharya (2002), p. 5f.; Forbes (2001), pp. 7-9; Majudmar (1998), p. 7; 

Wagner (1997), p. 16 and p. 30. The reforms of the 1980s however do not qual-
ify as a transformation since there was no intention to change the prevailing co-
ordination mechanism. Even so the reforms of the 1980s paved the way for the 
subsequent economic reforms of the 1990s, they are characterized as "pro-
business" as opposed to "pro-market" reforms. The difference is that "pro-
market" reforms aim at opening the economy and increase competition, while 
"pro-business" reforms favor the incumbents by giving them additional oppor-
tunities for generating profits. See Rodrik and Subramanian (2004), p. 4. 

17 See Kornai (2000), p. 29.   
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It can be concluded that the insights from transformation studies are ap-
plicable to the analyses in this thesis. The next section therefore explores 
their policy recommendations in more detail.  

5.2 Initial policy recommendations for transition countries 

Neither policymakers nor economists anticipated the radical changes in the 
CEE countries. When these countries started their transition to a market-
based democracy, there were only few policy recommendations on how to 
manage the transition. In this vacuum, economic advisors and politicians 
turned to policy recommendations that had been given to other developing 
countries in general – and to countries in Latin America in particular. The 
most prominent collection of policy recommendations for Latin America at 
the time was the so-called Washington Consensus. This subsequently 
served as a blueprint for the reforms in the CEE countries. The following 
section first gives a brief overview of the policy recommendations of the 
Washington Consensus, before discussing further necessary elements for 
managing a transition successfully.  

The Washington Consensus dates back to 1989, when it served as a 
framework to measure the status of policy reforms in Latin American 
countries. The policy recommendations comprise ten measures covering 
three broad areas: liberalization, privatization and stabilization.18 Due to a 
lack of practical experience with managing the transformation to a market-
based economic system, the policy prescriptions of the Washington Con-
sensus were widely adopted in Central and Eastern Europe in the early 
1990s.19 However, this soon came under intense scrutiny. Criticism fo-
cused on two areas: the disregard of institutions, and the underestimation 
of the importance of structural change.20 

The recommendations of the Washington Consensus were used in a 
relatively uniform way across the transition countries, without outlining 

                                                      
18 The recommendations include a lowering of public deficits, redirection of ex-

penditures, broadening of the tax base, interest rate liberalization, establishment 
of a competitive exchange rate, trade liberalization, creation of a level playing 
field for foreign direct investment, privatization of state-owned enterprises, de-
regulation of entry and exit barriers and the provision of property rights for the 
informal sector. See Williamson (1994), pp. 26-28, Williamson (2004), p. 3f.; 
Williamson (2005), p. 195f. 

19 See Ahrens (1999), p. 6; Rodrik (2000), p. 86; Solarz (1998), p. 8. 
20 A more in-depth overview of institution building and structural change follows 

in sections 5.3.4 and 5.3.5 respectively.  
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how to implement the policies and what sort of institutional framework 
was required. This neglect of institutions – in combination with a focus on 
stabilization policies in the early transformation literature – led to a seem-
ingly universal applicability of the Washington Consensus, and to a limited 
view of the role of the state that did not extend much beyond providing 
macroeconomic stability and education. Since the emphasis was on rolling 
back the state and not on making it more effective, the institutional void 
further increased.21 

Another factor that received insufficient attention was microeconomic 
restructuring. The need for restructuring stems from several important 
characteristics of transition countries, including concentrated ownership of 
firms and banks, incompatibility of the old production and distribution 
networks with those of a market economy, bias towards large-scale manu-
facturing, and low project evaluation and monitoring skills in banks. Addi-
tionally, the breakdown of complex production structures after the opening 
up of transition economies makes the restructuring of economic activities 
necessary to reduce the size of the output fall.22 

The experiences in CEE showed that institution building is important to 
ensure the functioning of the market system, and structural changes in the 
economy are necessary to reduce the distortions from the breakdown of the 
old production system. These are both important components of a transi-
tion strategy. Thus, the main policy recommendations of stabilization, lib-
eralization and privatization have to be complemented by institution build-
ing and structural change. 23  Even though there are certain overarching 
principles, the policy recommendations should take the initial conditions 
and country-specific factors into account. The main elements for managing 
the transformation process and the necessary pre-conditions are discussed 
in the next section. 

                                                      
21 See Ahrens (1999), p. 8; Csaba (1997), p. 8; Hayami (2004), p. 56; Pham-

Phuong (2003b), p. 7f Rodrik (2000), p. 86; Solarz (1998), p. 10; Wagener 
(2000), p. 2. A possible explanation for this neglect is the assumption of institu-
tional neutrality in the neoclassical theory that is the basis of the Washington 
Consensus. See Pham-Phuong (2003b), p. 5. 

22  See Blanchard and Kremer (1997), p. 1122; Commander, Dutz and Stern 
(1999), p. 345 and p. 350f.; Kolodko (2004b), p. 4; Wyplosz (1999), p. 337. 

23 See Kolodko (2004b), p. 1. 
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5.3 Elements of transformation processes 

For each of the process elements needed for a successful transformation, a 
wide array of differing and at times conflicting policy recommendations 
was given. With the benefit of hindsight, these recommendations can be 
evaluated based on the experiences in Central and Eastern Europe. In this 
section, the discussion focuses on the macro-level. This is necessary to ap-
ply the insights to the banking sector in the next chapter because the over-
all transformation strategy exerts a strong influence on the sector level. 
Since differences in the transformation processes between India and China 
might influence the evaluation, for every process step peculiarities of the 
situation in the two countries are presented.  

5.3.1 Liberalization  

In economic terms, liberalization refers to a reduction of state intervention 
in the market. As a tool of economic policy it can include a wide variety of 
changes, ranging from the deregulation of prices and wages to the reduc-
tion of trade barriers. The rationale for pursuing a liberalization strategy is 
to enhance competition in the respective markets, which is regarded as 
welfare-enhancing.24 

In the transition countries the liberalization of internal and external mar-
kets was an important step towards the establishment of a market econ-
omy. But there were pitfalls. For example, there was a trade-off between 
the comprehensiveness of the initial price liberalization and the subsequent 
price appreciation. In the area of external liberalization, after an initial lib-
eralization, protectionist measures were re-introduced in some countries to 
protect domestic industries which could not yet compete with foreign 
competitors. The liberalization strategies in CEE countries differed mainly 
in terms of the speed of liberalization: while most countries in central 
Europe and the Baltic region liberalized their markets early on in the tran-
sition, other countries like Bulgaria, Romania and most countries of the 
former Soviet Union opted for a more gradual approach.25 These two liber-
alization strategies implicitly assume that state-control and market-

                                                      
24 See Ahrens (1994b), p. 25; Cornia and Popov (2001), p. 20. Cornia and Popov 

point out that to reap the benefits of liberalization, monopolistic, oligopolistic 
and free-riding behavior has to be avoided.  

25 See Ellman (1997), p. 28; European Bank for Reconstruction and Development 
(1999), p. 29f. 



112      5 Management of transformation processes 

coordination are mutually exclusive, i.e. prices can either be set by the 
state or by the market, but not by both at the same time.  

A completely different strategy for price liberalization was used in 
China. Here, liberalization followed a "dual-track" approach. Under dual-
track liberalization two tracks are created: a plan track and a market track. 
In the plan track, economic agents have to produce a fixed amount of out-
put at fixed plan prices. For the production of the output, they receive a 
fixed amount of inputs at fixed prices as laid out in the pre-existing plan. 
In the market track, economic agents can buy and sell goods at free market 
prices on condition that they fulfill their obligations under the plan track. 
The old system is at first maintained and the market is liberalized on the 
margins. In China, the dual-track approach was used to gradually increase 
the importance of the market. Since the increases of the quantities pro-
duced in the market track in China far exceeded the increases of the plan 
track, the relative importance of the plan track declined over time.26  

Unlike in the CEE countries, the dual-track liberalization approach in 
China led to the establishment of market prices and institutionalized mar-
kets for resource allocations at the beginning of the reform process.27 The 
advantage of this approach over the standard single-track liberalization ap-
proach is that it constitutes a mechanism to pursue reforms without losers. 
It is possible to achieve Pareto improvement28 using standard single-track 
market liberalization when the conditions of profit maximization and per-
fect competition are met. However, it cannot be assured that the improve-
ments will in fact occur. In contrast, the dual-track approach is independ-
ent of the initial conditions of supply and demand Pareto-improving. The 
only necessary pre-condition is the enforcement of the predefined plan. 
The Pareto-improving quality of dual-track liberalization stems from the 
provision of a credible mechanism to compensate reform losers in the form 
of the plan track. This is especially important in transition economies to 
avoid reform reversals by providing a form of temporary compensation to 
those who received subsidies under the old regime.29 
                                                      
26 See Lau, Qian and Roland (2000), p. 121 and p. 138; Qian (1999a), p. 17. For 

example in agricultural goods, the market track accounted for less than 6% of 
output in 1978, but increased to 69% in 1990. The same happened in industrial 
goods such as coal or steel, albeit on a smaller scale. For example in steel, the 
share of the market track rose from 48% in 1981 to 70% in 1990. See Lau, Qian 
and Roland (2000), p. 138. 

27 See Qian (1999a), p. 17f. 
28 In a Pareto-optimum it is not possible for one economic agent to achieve an im-

provement without causing another economic agent to be worse off. See Fees 
(1997), p. 767. 

29 See Lau, Qian and Roland (2000), p. 121f. 
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Because of the special nature of India's mixed economy, in which the 
government took a prominent but not a dominant role, the overall liberali-
zation did not have to be as far reaching as in transition countries. In India, 
the main liberalization thrust came from abolishing almost all licensing re-
quirements and opening up sectors that were previously reserved for public 
enterprises in the early 1990s. Licensing continued only in five sectors, for 
health, security or environmental reasons.30 India also dismantled some 
price controls that applied to certain essential commodities, including agri-
cultural goods as well as energy.31 However, price controls in India were 
not as far-reaching as in most former socialist countries, so the scope for 
liberalization was also smaller. Like most transition countries, India also 
followed a single-track liberalization approach.  

5.3.2 Stabilization 

Macroeconomic stability is generally regarded as an important precondi-
tion for a successful transformation. This importance was already recog-
nized in the Washington Consensus, where three of the ten recommenda-
tions – fiscal discipline to reduce budget deficits, redirecting public 
expenditure, and broadening the tax base – aimed at achieving macroeco-
nomic stability.  

Stabilization can be interpreted in both a narrow and a broad sense. In 
the narrow sense, stabilization includes the restoration of an equilibrium 
price level, i.e. a reduction of the inflation rate so that prices reflect relative 
scarcities. In the broad sense, macroeconomic stabilization refers to the 
elimination of macroeconomic disequilibria, fiscal austerity and the bal-
ancing of total domestic demand with domestic production. Although it fo-
cuses on achieving macroeconomic equilibrium, stabilization does not re-
quire the total elimination of budget deficits. However, the linkage 
between budget deficits and money growth has to be cut.32 

Macroeconomic stability can be interpreted as a public good that is both 
non-rival and non-excludable33 and thus has to be provided by the govern-
ment during the transition process and afterwards. Once achieved, macro-
economic stability can have positive repercussions on economic growth 
                                                      
30 See Bajpai (1996), p. 10; Panagariya (2004), p. 23. 
31 See Economist Intelligence Unit (2005), p. 51f. 
32 See Ahrens (1994b), p. 24; Schrettl (1993), p. 211; Wyplosz (1999), p. 337. 
33 Non-rival goods are those where the use by one economic agent does not affect 

its availability to other economic agents. In the case of non-excludable goods it 
is prohibitively costly to restrict the access to the good. See Freebairn (1998), p. 
72; Stiglitz (1994), p. 24. 
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due to an increased quantity and quality of investment.34From a political-
economy perspective, stabilizations are especially difficult to implement 
since budget cuts entail distributional conflicts between different socio-
economic groups that can lead to a "war of attrition" and as a consequence 
delay the stabilization. Where there is substantial disagreement about how 
to share the burden of stabilization between different groups in society, 
caused by the possibility that the burden can be shifted to other groups, 
each group has an incentive to outwait the others.35 

These distributional conflicts affect the transition in India as well, espe-
cially since it is a federal state with a large number of different socio-
economic groups. This helps to explain why the rising public deficits could 
not be brought under control (Figure 8). In turn inflation, which can be 
more easily influenced by the monetary authorities, never got out of hand 
even during the fiscal expansion in the 1980s. In recent years, the inflation 
rate in India has stabilized at a level of around 5% (Figure 12). Thus, in 
terms of stabilization, the main challenge for India is the consolidation of 
budget deficits. 

Since China did not experience an economic crisis at the start of the re-
form program in the late 1970s, an initial stabilization program was not 
necessary. Throughout the reform period, China has gone through several 
boom-and-bust cycles, including a period of deflation following the Asian 
crisis that led the government to intervene in the form of ceilings on bank 
credit, prohibition of investments, price regulations and other administra-
tive controls. However, due to the transfer of decision making authority to 
the sub-national level, central stabilization policies are increasingly diffi-
cult to pursue.36 

                                                      
34 See Buiter, Lago and Rey (1999), p. 150. 
35 See Alesina and Drazen (1991), p. 1171. 
36 See Gang, Perkins and Sabin (1999), p. 68f.; World Bank (1996b), p. 34. One 

important factor that leads to inflationary pressures in China is the inflow of for-
eign exchange that results from the surplus in the current account and requires 
continuous sterilization by the PBOC. See Dorn (2006), p. 2. 
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Fig. 12. Inflation rate (GDP deflator) in India and China37 

5.3.3 Privatization 

Privatization deals with the question of which goods and services should 
be provided by private enterprises rather than public ones.38 If equitable 
concerns such as income distribution are neglected, the boundary between 
public and private sector can be drawn by the efficiency argument that a 
government should only provide goods or services if it can do it more effi-
ciently than private firms.39 While the theoretical argument for state own-
ership of companies is based on a market failure argument, privatization of 
SOEs in turn can be interpreted as a possible solution to the failings of 
state ownership, resulting from factors such as soft-budget constraints or 
the use of SOEs as a tool of political patronage. Given the problems asso-
ciated with state ownership, privatization is seen as a way to introduce 

                                                      
37 See Asian Development Bank (2006); International Monetary Fund (2006b). 
38 In the context of this thesis, privatization refers to the partial or full sale of state-

owned property ("material privatization"). Questions related to the change of the 
legal entity of former state-owned firms into for example joint-stock companies 
("corporatization" or "formal privatization") are not in the focus. See Balce-
rowicz (1995), p. 93. 

39 See Megginson and Netter (2001), p. 329; Schipke (1994), p. 172; Shleifer 
(1998), p. 133. Economic arguments for state involvement were discussed in 
section 4.2.1.1.  
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hard-budget constraints, prevent political rent-seeking and achieve an op-
timal usage of scarce resources.40 However, especially in transition coun-
tries, those benefits could not always be achieved as privatization occurred 
in a largely unregulated environment, a strategy described by Stiglitz 
(1999) as a "privatize now, regulate later"41 policy. This policy created 
strong incentives for vested interest groups to block later attempts to estab-
lish a regulatory framework. Furthermore, institutions to monitor man-
agements' behavior such as liquid capital markets with high standards of 
corporate governance or strong banks were lacking in transition and devel-
oping countries alike, which further exacerbated the problems associated 
with the weak regulatory framework and the lack of competition.42 

From the empirical experience of transition countries, some important 
lessons for a privatization strategy can be distilled. First, privatization is 
most likely to unfold its productivity-enhancing effects if the firm is con-
trolled by outside owners. In firms that remain under insider control after 
privatization, no significant efficiency-enhancing effects could be found. 
Second, privatization strategies that started with the rapid privatization of 
small-scale enterprises were more successful than those in which large en-
terprises were sold first. Third, it is important to have a transparent sales 
process, which reduces the danger that insiders gain control over the newly 
privatized enterprise. Fourth, institutional factors are just as important as a 
change of ownership. These factors include a hardening of budget con-
straints, removal of entry barriers, and an effective legal and regulatory 
framework to ensure competition in the market.43  

In the area of privatization, India differs from transition countries due to 
a comparatively low share of state ownership. As a result of the "mixed 
economy" approach, state ownership was limited to selected sectors. 
Therefore, the share of the public sector's industrial value added stands at a 
comparatively low 35%, and in terms of GDP at 7%. However, since the 
SOEs in India could at least until 1991 operate in a protected environment, 
they had limited incentives to invest in productivity-enhancing measures. 

                                                      
40 See Guriev and Megginson (2006), p. 8; Megginson and Netter (2001), p. 329; 

Shleifer (1994), p. 99; Wagener (1997), p. 165.  
41 Stiglitz (1999), p. 44. 
42 See Parker and Kirkpatrick (2005), p. 527f.; Stiglitz (1999), p. 44. 
43 See Frydman et al. (1999), p. 1186f.; Guriev and Megginson (2006), p. 17; In-

ternational Monetary Fund (2000b), p. 120; Megginson and Netter (2001), p. 
364.  
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As a consequence both the labor and the capital productivity of Indian 
public companies is far below that of private companies.44 

In order to give the private sector a greater role in the economy, India 
has lowered its involvement in SOEs through a strategy of "disinvest-
ment". The focus of the disinvestment strategy has been to sell minority 
stakes while retaining management control. The main goal has been the 
mobilization of resources for the budget; improving the commercial orien-
tation of SOEs has received little emphasis. However, the sale of minority 
stakes in public sector companies has until now remained well below ex-
pectations. Receipts between 1991 and 2005 have been more than 50% be-
low target, which shows that investors were unwilling to invest in compa-
nies in which the government still had effective control over management 
decisions.45 In addition, the current political power structure makes it diffi-
cult for the ruling Congress-led minority government to privatize profit-
able public sector enterprises.46 

China followed a somewhat different privatization strategy to that of In-
dia or other transition countries. During the early stages of transition, 
China first attempted to create a non-state sector subject to market forces 
and gradually increase market incentives for SOEs. An important part of 
the reform process was the corporatization of SOEs, which included the 
restructuring of the internal governance system without relinquishing con-
trol. A more far-reaching privatization program was started in 1995 under 
the policy of 'grasping the large and letting go the small'. In this, the state 
retains control over the 500 to 1,000 largest firms, and as such over a con-
siderable share of the state industrial firms. The privatization program con-
sequently focused on small SOEs at the county level, while SOEs at the 
city level had to undergo restructuring.47  

                                                      
44 See Ahluwalia (2002), p. 83; McKinsey Global Institute (2001), p. 18; Pei 

(2006), p. 35. 
45  According to Perotti (1995), a partial privatization constitutes a signaling 

mechanism that a government bears residual risk. This shows its commitment 
not to redistribute value through policy shifts. See Perotti (1995), p. 848. In the 
case of India, governance issues that are associated with government ownership 
appear to outweigh this signaling effect. 

46 See Ahluwalia (2002), p. 83; Gupta (2005), p. 118. Makhija (2006) points out 
that in India politicians themselves constitute an important interest group against 
privatization, since the state-owned enterprises are used as vote banks and for 
political patronage. See Makhija (2006), p. 1950. 

47 See Cao, Qian and Weingast (1999), p. 104f.; Ram Mohan (2004), p. 5 and p. 9. 
An important difference in the industrial structure between China and the CEE 
countries is that in China smaller SOEs are relatively more important than large 
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Since the Chinese privatization program mainly involves SOEs at the 
local level, it is largely decentralized. This constitutes a major deviation 
from the commonly found centralized privatization schemes. It also alters 
the cost-benefit analysis, because economic efficiency is not necessarily 
the only concern of a local government since even a loss-making firm may 
still be in a position to pay taxes and to maintain a sizable workforce. The 
major driving forces behind privatization in this particular setting were 
hardened budget constraints for local governments and SOEs. This again 
differs from the experience of other countries, where privatization was re-
garded as a way to introduce hard budget constraints.48 These differences 
should be taken into account when evaluating the privatization strategies in 
India and China.  

5.3.4 Institution building 

Institutions comprise formal rules such as a constitution, laws or property 
rights, as well as informal constraints like sanctions, taboos or customs. 
Examples are a well-functioning legal system, an independent central 
bank, an antitrust agency, an efficient public administration, and an ade-
quate social security system. Together, these rules and constraints structure 
political, economic and social interactions. Market participants benefit 
from institutions because they provide information, reduce risk and ensure 
a level playing field. The existence or non-existence of institutions deter-
mines transaction and production costs, and consequently the profitability 
of economic endeavors. Therefore they are one of the key factors for ex-
plaining wealth differences between countries.49 

The experience of the transition countries with the Washington Consen-
sus policies made it clear that the incentives created by privatization and 
liberalization of the economy would not work in the absence of proper in-
stitutions. To generate the desired results, a market has to be embedded 
into an institutional framework. For this reason even the most liberal mar-
ket economies have a multitude of different institutions in areas such as 

                                                                                                                          
ones so that a privatization program that mainly involves small SOEs is of 
greater importance in China. See Cao, Qian and Weingast (1999), p. 107f. 

48 See Aivazian, Ge and Qiu (2005), p. 793; Cao, Qian and Weingast (1999), p. 
106; Guo and Yao (2004), p. 23.  

49 See Ahrens (1994b), p. 25; Kolodko (2004a), p. 10f; North (1991), p. 97; Olson 
(1996), p. 19; World Bank (2002), p. 9. 
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goods, services, labor, asset and financial markets, which oversee and 
regulate the conduct of market participants.50  

Institution building and institutional change are complex endeavors. The 
inherited institutions influence the expectations of the future and pose con-
straints on newly-established institutions. History and complex social 
processes influence the design of a new institutional framework, so that as 
a consequence there cannot be a single strategy for institutional reform. It 
is also impossible to simply copy institutions: they must develop in their 
own context. Thus an institution that works well in one country might 
flounder in another setting. Institution building is thus a time-consuming 
process that depends on the history of a country, the extent of social differ-
ence, and the general level of trust and social capital. When tailored to the 
specific circumstances of a country, institutions generate a three-fold bene-
fit: they provide information concerning market conditions and partici-
pants, they reduce risk by defining and enforcing property rights, and they 
can influence the degree of competition in the marketplace.51 

During the process of transition, the impetus for institutional change 
will most likely come from the government and the need to set general 
guidelines. However, this does not preclude that other actors initiate the 
process of institutional change, such as non-governmental organizations, 
companies or multilateral organizations. Building the institutions for a 
market economy entails redefining the economic role of the state, which 
has to retreat from direct intervention and focus instead on setting the gen-
eral framework for economic activities.52 In this context, Rodrik (2000) 
identifies five types of market-supporting institutions that are needed for a 
well-functioning market economy: property rights, regulatory institutions, 
institutions for macroeconomic stabilization, institutions for social insur-
ance, and institutions for conflict management.53 

                                                      
50 See Ellman (1997), p. 27; Rodrik (1999), pp. 2-4. The former Polish minister of 

finance, Grzegorz W. Kolodko, for example noted in this respect that "both the 
collapse in the early 1990s and the great transitional depression that followed 
proved beyond any doubt that the one-sided orientation towards liberalization 
and privatization, neglecting the importance of institution building for the effi-
cient functioning and development of market economy, came at a heavy price 
for all of us". Kolodko (1999), p. 9. 

51 See Alesina (1997), p. 228; Engerer and Schrooten (2001), p. 4; Haynes and 
Husan (2002), p. 125; North (1991), p. 97; Raiser (2001), p. 237; Rodrik (1999), 
p. 8; World Bank (2002), p. 8. 

52 See Ahrens (1994b), p. 25; Küster (1996), p. 66; Shleifer (1994), p. 97; World 
Bank (2002), p. 11. 

53 See Rodrik (2000), p. 92. 



120      5 Management of transformation processes 

Secure property rights are regarded as an important enabler for eco-
nomic growth. In their absence, entrepreneurs do not have adequate con-
trol over the return on assets, which reduces the incentives for expansion 
and innovation. It is important to note that the key element of property 
rights is control rights as opposed to ownership rights.54 Regulatory institu-
tions are needed to ensure orderly conduct in product, labor and financial 
markets, and a level playing field. These institutions become more impor-
tant with increasing degrees of freedom for market participants. Institu-
tions for macroeconomic stability perform a stabilizing function in the 
economy, and include fiscal and monetary institutions. The central bank, 
as lender of last resort, plays an important role in this context since it pro-
vides safeguards against bank runs, which can trigger systemic banking 
crises. The institutions for social insurance ensure a certain legitimacy of a 
liberalized market economy, since they provide social stability and cohe-
sion. These institutions comprise the basic forms of social security, such as 
pensions, health care and unemployment insurance. Closely connected to 
the institutions for social insurance are the institutions for conflict man-
agement which help different parts of society to agree on mutually-
beneficial outcomes. They include the rule of law, the judicial system, free 
elections, representative political institutions, and independent trade un-
ions, which ensure that a single group in society does not gain undue influ-
ence.55 

In summary, effective institutions are the foundation of a well-
functioning market economy that becomes more important as the scope of 
market transactions increases.56 The difficulty in building institutions is 
that institutional arrangements are context-specific and thus cannot simply 
be transferred from another setting. Furthermore, they require changes in 
the mindset and practices of both government and private sector. Even if 
these challenges are managed successfully, the optimal institutional ar-

                                                      
54 The experiences of Russia and China are prime examples for this: in Russia 

formal property rights did not secure control rights so that privatized enterprises 
fell in the hands of a small oligarchy that used them for their purposes, while in 
China control rights without ownership rights in town and village enterprises 
were sufficient to significantly boost production. See Rodrik (2000), p. 92. 

55 See Rodrik (2000), pp. 92-97. 
56 Formal institutions have high fixed costs and low variable costs, while informal 

institutions have low fixed costs but high variable costs. Therefore, as the 
amount of market transactions increase, the average costs of using formal insti-
tutions will be lowered, which increases their attractiveness and importance. See 
Rodrik (2004), p. 29. 
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rangements changes over time and institutions have to be regularly read-
justed.57 

In the area of institution building, the starting point for India differs 
from the classical transition countries. At the beginning of the reforms, 
most market-supporting institutions were already in place. Private property 
continued to exist in India, so property rights were well defined. Regula-
tory institutions existed to manage the "licence-raj" system, which ensured 
that a certain basic foundation was in place. As previously mentioned, in-
stitutions for macroeconomic stability already existed in India. Basic forms 
of social insurance were also present in India at the start of the reforms. 
The same was true for institutions for conflict management – indeed, these 
are one of the cornerstones of Indian democracy. Overall, then, the neces-
sary institutions were in place in India at the start of the 1991 reforms, 
even though their focus had to shift in some cases to accommodate a more 
market-oriented policy environment.  

China had a more difficult institutional legacy than India, since most in-
stitutions either had to be adapted to a market economy or newly created. 
Like the rest of its reform program, the institutional changes in China oc-
curred gradually, first introducing transitional institutions, then shifting to 
more Western-style institutions.58 In terms of the market-based institutions 
discussed above, China still lags behind in most areas. Property rights are 
not defined clearly and are at times difficult to enforce, despite the fact that 
the protection of private property was included in the Constitution in 2004. 
Also, informal rules and arrangements are still prevalent so that regulatory 
institutions are not fully effective. Institutions for conflict management are, 
despite progress in the last years, not fully in place, since the rule of law is 
not fully established in China.59 This, too, has negative repercussions on 
the enforcement of property rights and the effectiveness of legal institu-
tions. However, it should be noted that some progress has been made in 
these areas following accession to the WTO. In terms of institutions for 
macroeconomic stability, the situation is more favorable since the central 
bank and the political leadership in China have so far managed the cyclical 
                                                      
57 See Rodrik (2000), p. 94. 
58 See Qian (2003), p. 305; Ray (2002), p. 10. In addition, institutional change was 

not only brought forward by the central government, but also by local and re-
gional governments that had considerable freedom within a broad frame defined 
by the central government. See Hermann-Pillath (1993), p. 217. 

59  See Allen, Qian and Qian (2005b), pp. 67-69; Economist Intelligence Unit 
(2006), p. 11; Gang, Perkins and Sabin (1999), p. 57. Nonetheless, the idea of 
the rule of law is gaining acceptance in China as can be seen by the 1999 
Amendment to the Chinese Constitution that endorsed the rule of law. See Qian 
(1999b), p. 18; Zou (2006), p. 89. 
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fluctuations fairly well. Institutions for social insurance are also present in 
China today in a very basic form. Since SOEs have traditionally provided 
these services, their reach is declining significantly and coverage is thus 
significantly lower compared to the end of the 1970s. Thus there is a dan-
ger that the "iron rice bowl" – the provision of welfare benefits and job se-
curity – will be broken.60 

5.3.5 Structural change 

Structural changes involve the interaction between ownership, competition 
and performance. The two key elements are the reallocation of resources 
across activities and the restructuring of activities. Both elements aim at 
increasing productivity in a firm, a sector or an economy. The reallocation 
of resources involves closing down inefficient firms and redeploying the 
resources released to create new firms. The process of restructuring ap-
plies to firms that are economically viable in the long-term, but that need 
changes in operations or output mix. These changes generally require the 
shutting down of some activities within the firm so that resources are put 
to a more efficient use. Both reallocation of resources and restructuring of 
activities are equally important since transition involves the shrinking of 
some sectors through restructuring, and the expansion of other sectors 
through the entry of new firms. Since the industrial structure of most tran-
sition countries favored heavy industry, structural changes were necessary 
to make a shift in the industrial mix towards light industries and services. 
Besides providing larger choices for consumers, this should help to avoid 
continued rent-seeking by vested interest groups.61 

The trigger for structural changes can come from the government, banks 
or new entrants. Since a large portion of capital stock is often state-owned 
at the beginning of a transition, the government is likely to play an impor-
tant role. This can include direct measures such as changes in industrial 
policy and expenditure plans, as well as indirect measures like the estab-
lishment of a legal framework that regulates the entry and exit of firms. 
Banks also play an important role in restructuring efforts as important 
stakeholders in the enterprise sector. The ability of banks to act as agents 
of enterprise restructuring requires a credible hardening of budget con-
straints and a cutting of subsidies. Finally, structural changes can be trig-
gered by market pressure through the entry of new domestic or foreign 

                                                      
60 See Hughes (1998), p. 67f.; Woetzel (2006), p. 20f. 
61 See Ahrens (1994b), p. 24f.; Commander, Dutz and Stern (1999), p. 346f.; 

Roland (2000), p. 337; Schrettl (1993), p. 209. 
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competitors. Studies of transition countries indicate that increased com-
petitive pressures are one of the major factors bringing about structural 
change.62 

Several pre-conditions have to be met for structural change to be suc-
cessful. First, the state needs to commit to hard budget constraints for 
firms and install a legal framework that addresses questions such as bank-
ruptcy provisions and employee rights. Second, banks should not be bur-
dened by legacy NPLs since this decreases their incentive to enforce 
budget constraints and monitor debtors. Third, entry barriers for domestic 
and foreign players alike should be lowered in order to be able to exert 
credible threats to incumbents.63 

Even when these pre-conditions are in place, managing structural 
change creates a dilemma for policy-makers. The losses incurred from 
shutting down inefficient firms during the transition process will be imme-
diate, while the benefits from reallocating resources and creating a better 
institutional framework for economic management will take time. As a 
consequence, reforms will be harder to implement since they come at an 
immediate cost for the population for example in the form of unemploy-
ment, while the benefits are delayed and uncertain. 

India faced these issues of reallocation of resources and restructuring of 
firms at the beginning of its reform process. Major triggers for structural 
change were the lowering of government controls in the industrial sector, 
the reduction of import licensing, and a more liberal environment for for-
eign direct investment. The reallocation of resources in the industrial sec-
tor was somewhat limited by the fact that most reservations for small-scale 
industries remained in place. Furthermore, as already discussed in chapter 
2, Indian banks were still burdened by legacy NPLs early in the transition 
process, so hard budget constraints could not always be enforced credi-
bly.64 

The main trigger for structural changes in China was the entry of new 
domestic and foreign firms. This was supported by the open-door policy 
for foreign trade and investment that started with the establishment of spe-
cial economic zones in coastal provinces.65 Likewise, as discussed in sec-

                                                      
62 See Carlin and Landesmann (1997), pp. 82-85; van Wijnbergen (1998), p. 5. 
63 See Carlin and Landesmann (1997), p. 83; Commander, Dutz and Stern (1999), 

p. 346. 
64 See Ahluwalia (2002), pp. 71-76. Through small scale reservations the produc-

tion of about 800 different items is limited to factories where the combined in-
vestment in plant and machinery is below USD 250,000. See Ahluwalia (2002), 
p. 72. 

65 See Chow (2004), p. 131f. 
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tion 5.3.3, China tried to create a private sector subject to market forces, 
while the reallocation of resources through the closure of large SOEs was 
not an option since the leadership wanted to avoid massive job losses. 
While the structural changes in the Chinese economy have certainly pro-
ceeded quite far, they were as in India somewhat hindered by the lack of 
credible hard budget constraints and the legacy NPLs of the state banks.  

5.4 Management of transition processes 

Successful management of the transformation process does not merely de-
pend on executing the five elements described above. The interaction be-
tween these elements is also important. Thus, a transformation strategy not 
only has to include the relevant policy changes, but also needs to outline 
the speed and the sequence of their implementation. These questions are 
addressed below. 

5.4.1 Speed of reforms 

The choice between "big bang" and gradual reforms has received consider-
able attention in the early transformation literature and in policy circles. 
The controversy centered around the question of whether it is viable to 
transform the legacy of the socialist system overnight or if a more long-
term reform approach should be taken.66 

A shock therapy through a big bang approach involves the simultaneous 
transformation of the economic order in the early stages of the transition. 
The rationale for this approach is to quickly and comprehensively imple-
ment reforms while there is a window of opportunity after a crisis of the 
old system because a delay of reforms would cause additional unnecessary 
uncertainty. The emphasis is typically on macro stabilization, price liber-
alization and the dismantling of the institutions of the old system. Propo-
nents of gradual reforms, by contrast, focus on the development of laws 
and regulations and the necessary institutional framework. The rationale 
for this strategy is to build up public support for further reforms through an 

                                                      
66 Cases in point are the intensely debated reform strategies in Poland and Hun-

gary. While Poland opted for a big bang approach, Hungary chose a more grad-
ual approach to reforms. See Dhanji (1991), p. 323. 
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appropriate sequencing of reforms – regarded as especially important 
given the adjustment costs.67 

Both approaches have advantages and disadvantages. Shock therapy 
immediately puts general conditions into place, to which political and eco-
nomic actors have to adhere. Proponents of this approach have pointed to 
three advantages over gradual reforms. First, it puts significant pressure on 
economic and political actors to change their way of thinking. Second, 
short-term adjustment costs may induce the government to reverse certain 
reforms – but a big bang approach significantly reduces the reversibility of 
reforms since the cost of taking back the reforms is likely to be higher than 
the short-term adjustment costs. Third, if the government does not have a 
prior track record of successful long-term reforms, gradual reforms may 
not be enough to signal its commitment to reform; here, shock therapy can 
improve the government's credibility. However, a major weakness of 
shock therapy is the lack of emphasis put on building institutions. Further 
limitations are that the irreversibility of reforms can never be fully assured, 
the burden the approach may put on public finances if income sources dis-
appear before new ones can make up the shortfall. And finally there is a 
danger of political instability if large parts of the population are hurt by the 
reform package.68 

Advocates of gradual reforms emphasize four advantages of this strat-
egy. First, reforms can be reversed at relatively low costs.69 Since policy-
makers are faced with uncertainty over the impact and outcome of reforms, 
they can use a trial-and-error approach, allowing unsuccessful reforms to 
be changed fairly easily. Second, the adjustment costs of gradual reforms 
occur over a longer period of time. The individual costs are spread out 
over a longer period of time and there is a chance that they might be low-
ered or totally avoided – which increases support for the reform package. 
Third, gradual reforms give industries in formerly closed economies a 
longer period in which they can increase their competitiveness. Fourth, a 
gradual approach allows the build up of the institutional framework during 
the transition period. 70 
                                                      
67 See Roland (1994), p. 29; Roland (2002), p. 29; Solarz (1998), p. 6; Svejnar 

(2002), p. 5; Wyplosz (1999), p. 324f. 
68 See Apolte (1992), p. 28; Funke (1993), p. 356; Roland (1994), p. 30f.; Solarz 

(1998), p. 6f. 
69 The advocates of shock therapy argue that irreversibility of reforms is an advan-

tage. This shows that the advantages and disadvantages of the two approaches 
are dependant on the specific conditions in which the transformation takes place 
and the constraints of policymakers.  

70 See Roland (1994), p. 32; Solarz (1998), p. 7. This is similar to the "infant in-
dustry" argument, which calls for the protection of nascent and therefore still 
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Gradual reforms have potential limitations, too. A major constraint is 
the administrative capacity to manage the reform process. Managing a 
gradual reform process also requires the incorporation of feedback. If this 
feedback is not incorporated into further decision-making, a gradual ap-
proach may be useless. The same holds if the option to reverse reforms has 
no value. A gradual approach may also hinder companies' long-term plan-
ning, since the institutional framework might change constantly. This can 
lead to a random process where the current institutions adversely affect 
further institutional change.71  

Besides adjustment costs, institution building and credibility, culture can 
be an equally important factor in the choice between shock therapy and a 
gradual approach. Schulders (1998), for example, points out that Asian 
countries have an emphasis on mutual consensus and long-term orienta-
tion, and there is thus cultural resistance to shock therapy.72  

Both reform approaches have compelling theoretical arguments. In the 
CEE countries there was an initial enthusiasm for big bang reform pro-
grams that was reflected in the belief that the economic, legal, and institu-
tional framework for a functioning market-economy could be established 
over an extremely short period of time, sometimes less than a year.73 How-
ever, it soon became apparent that big bang reforms could not deliver the 
quick economic turnaround that was expected by policymakers. Gradual 
reform approaches alone are also unlikely to yield the expected results, 
since vested interest groups are given sufficient time to react to the new re-
alities. 

Ultimately, the question of shock therapy versus gradual reforms is a 
simplification of the real issues at hand. It is not possible either to conduct 
fully-fledged shock therapy or to implement several reforms one step at a 
time in a purely gradual manner. A transformation strategy will involve the 
specification and direct implementation of the major pillars of the new 
market-based system. The specific reforms within these pillars are then 
outlined and implemented in a more gradual manner. 74 Experience shows 
that "despite the facile recommendation that everything is important and 
everything should be done at once, choices are always necessary given the 
limitations on any government's time, focus, and resources".75 Thus, since 

                                                                                                                          
uncompetitive local industries until they can effectively compete in the global 
marketplace.  

71 See Apolte (1992), p. 29; Funke (1993), p. 358; Roland (1994), p. 35. 
72 See Schulders (1998), p. 61. 
73 See Murrell (1995), p. 166. 
74 See Dhanji (1991), p. 327; Solarz (1998), p. 7. 
75 Stiglitz (1999), p. 43. 
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transformation is a long-term process, there will be a co-existence between 
the regulations of the old and the new system. During the transformation 
process, the elements of the old system will gradually give way to the new 
system so that the overall process will be gradual.76  

India has followed a very gradual reform path since 1991. A likely rea-
son for this choice is that India only suffered a relatively mild macroeco-
nomic crisis, and did not have a strong executive that could push reforms 
through. India also shows the need to strike a balance between an overall 
gradual process with addressing certain issues quickly. A case in point is 
the initial stabilization program in the aftermath of the 1991 crisis, which 
in line with IMF requirements included expenditure reductions and a 19% 
devaluation of the rupee.77 

The general perception of economic reforms in China is that they have 
followed a gradual path, as expressed by Deng's phrase "crossing the river 
by touching the stones". The Chinese leadership most often tackled prob-
lems in one or two sectors at a time. However, certain reforms such as the 
shift from collective agriculture to household farming were completed in 
less than five years. Thus elements of shock therapy were included in the 
overall gradual process.78 A better description might in fact be "recurrent 
doses of shock therapy"79 or "a series of small controlled explosions"80 over 
a longer period of time. An additional feature of the Chinese reforms is 
that some reform initiatives were bottom-up as opposed to the general top-
down reforms. This allowed the government to experiment with new poli-
cies without endangering the overall process, and to limit the costs of fail-
ure.81 

5.4.2 Sequencing and timing of reforms 

Since a transformation strategy will almost inevitably contain gradual re-
forms, the sequencing of the policy reforms as well as the timing of their 
implementation become important considerations. This, too, has been the 
subject of intense debate in the transformation literature. Sequencing is a 
major success factor in a transformation program: if not managed properly, 
it can make the transformation more difficult or even impossible. The dif-

                                                      
76 See Sulc (1994), p. 25. 
77 See Joshi and Little (1999), p. 10; Kapur and Ramamurti (2002), p. 2. 
78 See Gang, Perkins and Sabin (1999), p. 4; Yusuf (1994), p. 71. 
79 Gilley (2005), p. 37. 
80 Yusuf (1994), p. 71. 
81 See Chow (2004), p. 141; Ray (2002), p. 7.  
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ficulty in formulating a sequencing strategy is the dependence on initial 
conditions and the interdependence between the various reform measures.82  

Despite the problems in drawing general conclusions, there seems to 
emerge a consensus from the experiences in transition and developing 
countries that institutional reforms as well as fiscal and monetary stabiliza-
tion should be the first steps in a transformation program. The next steps 
should be price liberalization and reform of the domestic financial system. 
This should be followed by starting with the necessary structural changes 
in the economy. The start of privatization is conditional on reforms in the 
domestic financial system. At the beginning, the focus of privatizations 
should be on small-scale enterprises since these are more likely to adapt 
quickly to changing circumstances. Privatization should be followed by 
external liberalization, including trade liberalization and liberalization of 
the capital account.83   

Once the sequence of reforms has been defined, it is important to decide 
on their timing. Transforming a country too fast is just as counterproduc-
tive as proceeding too slowly. The timing of reforms depends on the feasi-
bility of their implementation. Major factors to be considered are the 
credibility of policy-makers, the acceptance of reforms by the economic 
and political actors, and the likelihood that the transition will be blocked 
by vested interests. These factors are dependent on the specific situation in 
each country: no rule of thumb for the optimal timing can be given. When 
formulating a transformation strategy, these questions should be taken into 
account under the general premise that it is necessary to create momentum 
for further reforms.84 

                                                      
82 See Ahrens (1994a), p. 141; Dhanji (1991), p. 323; Funke (1993), p. 337; Ko-

lodko (2004b), p. 2; Lindner and Bösswetter (1998), p. 16; Oberender, Fleisch-
mann and Reiß (2003), p. 1. Rybczinski (1991) however remarks that there are 
certain common characteristics of transition countries that influence the se-
quencing of reforms. These include distorted prices, a dysfunctional banking 
system and the lack of an institutional infrastructure for a market economy. See 
Rybczinski (1991), p. 29.  

83 See Fischer and Gelb (1991), p. 102; Funke (1993), p. 340; Nsouli, Mounir and 
Funke (2002), pp. 13-23. While fewer reform steps are necessary in developing 
countries, their sequence is almost identical to that of transition economies. It 
should start with fiscal and monetary stabilization, followed by reforms of the 
domestic financial system and the implementation of structural changes, and fi-
nally trade reforms and the liberalization of the capital account. Adjusting and 
upgrading the institutional framework should – depending on the necessary ad-
justments – also start early. See Nsouli, Mounir and Funke (2002), pp. 11-23. 

84  See Ahrens (1994a), p. 160; Ghose (2000), p. 42; Lindner and Bösswetter 
(1998), p. 16. 
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In some areas India has deviated from the policy recommendations de-
scribed above. The first step in the reform process was the necessary mac-
roeconomic stabilization after the 1991 crisis. A variety of different re-
forms began soon afterwards. These included financial sector reforms, 
partial privatization, trade liberalization and the reduction of licensing re-
quirements for industrial companies. Notable differences from the strate-
gies above were the early start of privatization and trade liberalization. 
This was probably due to the specifics of India's political economy: priva-
tizations were regarded more as a means to generate funds than to transfer 
ownership, and even though tariffs were lowered as part of trade liberaliza-
tion, the overall level was still high by world standards (the result of the 
previously dominant policy of import substitution). Also, institution build-
ing was not necessary to the same extent as in transition countries. How-
ever, a shift from the control framework of the "licence-raj" system to a 
more liberal market-based framework was necessary.85 

China, like India, has deviated from the general policy recommenda-
tions outlined above. At the beginning of the reform process the country 
did not suffer from an economic crisis. Therefore a stabilization program 
was not necessary. Institutional reforms were somewhat delayed and insti-
tuted on a case-by-case basis with pragmatic transitional institutions. Con-
trary to the general prescriptions, trade liberalization started fairly early in 
the process, although it was at first limited to special economic zones. The 
reform of the domestic financial system, structural changes and privatiza-
tion started only some 15 years into the transformation process and even 
today are not fully complete. Overall, the transition sequence in China re-
flects the pragmatic Chinese approach to tackling the problems on a case-
by-case basis and to first focusing on easier reforms, in order to build 
popular support.  

5.5 Differences in transformation processes in India and 
China 

As shown above, there are marked differences from country to country in 
the initial conditions, the scope of the transformation and the transforma-
tion strategy. For example, while most transition countries in CEE (includ-
ing Russia) have undergone a double transformation of their political and 
economic systems, India – as a multi-party democracy – only has to trans-

                                                      
85 For example in 1995/1996 the average tariff level was about 40%. See Joshi and 

Little (1999), p. 22. 
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form its economic system. Likewise, China is as of now also undergoing 
only an economic transformation, while trying to preserve its political sys-
tem. Different economic, political and institutional legacies as well as de-
liberate policy choices make the environment for a transformation distinct 
in India, China and the CEE countries. Since these factors also affect the 
comparability of the reform experiences, it is important to understand the 
major differences in terms of initial conditions and features of the transi-
tion. The discussion below follows and expands upon the framework pro-
vided by Balcerowicz (1995).86 The focus is again on India and China, 
while the general experience of the CEE countries provides a perspective 
on the classical transition countries, which is helpful for contrasting the 
transformation experiences and identifying differences of India and China 
with respect to other regions of the world (for a summary see Table 1).87  

The political system is an important distinguishing factor between the 
transformation processes in India, China and CEE. The transition countries 
in CEE are unique, in the sense that they have simultaneously conducted a 
political and an economic transition and that the political transition was 
carried out in most countries during the early stages of the process.88 This 
is in stark contrast to India and China, who did not have to or did not want 
to change their political system. This led to a higher degree of political 
stability during the early stages of the transformation process.89 India, as a 
multi-party democracy, has in a sense been more unstable than China: it 
experienced several post-election government changes during the transi-
tion process. While China's leadership also changed during the reform pe-
riod, these changes occurred within the Communist Party, rather than fol-
lowing elections. 

In terms of the economic system there are also important differences. 
The most visible is that China and CEE had socialist economies, while in 
India private and public ownership co-existed in a mixed economy. If the 
economic systems in China and CEE can be described as "destroyed" capi-
talism90, the Indian system can be characterized as "regulated" capitalism. 
To guide their economies, India, China and the CEE countries all used 
five-year plans. India started with the first plan in 1951, which outlined 
important national economic policies such as import substitution. How-

                                                      
86 See Balcerowicz (1995), pp. 147-149. 
87 The CEE countries are also not a homogenous group. For simplification and il-

lustration purposes the general features of their transformation experiences are 
grouped together here.  

88 See Kim and Pirttilä (2003), p. 7 
89 See Chow (2004), p. 140. 
90 See Balcerowicz (1995), p. 147. 
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ever, the five-year plans did not have the same reach as those of China or 
CEE due to the considerable share of private enterprises.91 

 

Table 1. Overview of transformation processes in China, India and Eastern  
Europe 

China India Central and Eastern Europe
Initial conditions
Political system
   In general Communist party-state Democracy Communist party-state
   Party system Suppressed Multi-party Suppressed
Economic system
   In general Socialist, i.e. 'destroyed' 

capitalism Mixed, i.e.'regulated' capitalism
Socialist, i.e. 'destroyed' 
capitalism

   Socio-economic High share of agriculture High share of agriculture High share of socialist industry
   structure
Institutional legacy Legal institutions as instruments 

of state control
Rule of law Legal institutions as instruments 

of state control
Features of Transition
   Trigger Dissatisfaction of political 

leadership with economic 
performance

Balance-of-payments crisis Popular revolt against communist 
rule and lack of democracy

   Scope Only economic system Only economic system Both political and economic 
system

   Sequence First capitalism, then possibly 
mass democracy or political 
pluralism

Capitalism only Mass democracy first or at least 
political pluralism - then 
capitalism

   Speed Periods of shock therapy within an 
overall gradual process

Rapid stabilization after crisis, 
gradual liberalization and 
privatization 

Rapid shift from non-democratic 
to the pluralist political 
arrangements, speeed of economic 
reforms differs  

Source: Adapted from Balcerowicz (1995), pp. 147-149. 
 
There are also important differences in the intensity of central planning 

in China compared to CEE. Planning was far less entrenched in China. 
Thus while government agencies in the Soviet Union allocated about 
60,000 commodities through their plans, the comparable figure in China in 
1978 was about 1% of this amount.92 

Another important factor affecting the transformation process in the 
economic sphere is the structure of the economy, and especially the degree 
of industrialization. On the eve of reforms in Russia in 1990, 13% of the 
workforce was employed in agriculture and 42% in industry, whereas in 
China in 1978, 71% of the workforce was working in agriculture and only 
15% in the industrial sector. In Russia the state sector provided 90% of 

                                                      
91 See Jalan (2005), p. 46f. 
92 See World Bank (1997a), p. 13. Another systematic difference of the planning 

system was that in China centralized decision-making was constrained because 
of administrative decentralization; in the Soviet Union, in contrast, the center 
had more far-reaching powers. See Qian (1999b), p. 28. 
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employment in 1990, while the comparable figure for China in 1978 was 
19%.93  

India is in this respect much closer to China than to the CEE countries. 
The share of employment in agriculture in 1980 was 68% and in industry 
14%.94 Pre-1991, the share of SOEs in employment in India stood at about 
8.5%.95 These structural differences in the economy can have a major in-
fluence on the transformation process. Sachs and Woo (1994), in a com-
parison of the reform experiences of China and CEE, argue that while 
China had to manage normal economic development (i.e. the transfer of 
workers from agriculture to industry) the CEE countries were faced with 
the much more difficult task of structural adjustment (i.e. the redeployment 
of labor and capital across industries). As a result it was much more diffi-
cult for Russia to achieve high growth rates.96 

A further important initial condition affecting the transformation process 
is the institutional legacy. In the CEE countries, under central planning, 
legal institutions were instruments of state control and property rights were 
based on the identity of the owner in the sense that state property was more 
important than collective property, which in turn was more important than 
individual property.97  Particularly in the CEE countries that have since 
joined the European Union, deliberate attempts have been made to upgrade 
the institutional framework to suit a market-based democracy.  

China had an institutional legacy comparable to the CEE countries. In-
stitutions for a market-based economy were lacking. However, the fact that 
China did not undergo a political transformation has had profound implica-
tions on the extent of the rule of law today. The Communist Party, for ex-
ample, stands above the law in some respects, since laws cannot be written 
to restrict its power to rule China. As a result, the rule of men is often more 

                                                      
93 See World Bank (1996b), p. 21. 
94 See Kochhar et al. (2006), p. 8. Data for 1990 is not available. Since the em-

ployment shares in 2000 stand at 59% for agriculture and 18% for industry, the 
respective shares for India should be around 64% for agriculture and 16% for 
industry assuming a linear shift. See Kochhar et al. (2006), p. 8. Interestingly, in 
India the share of agriculture in total employment has remained almost the same 
between 1901 and 1991, which illustrates the overall importance of this sector. 
See Roy (2002) p. 113. 

95 See World Bank (1995), p. 288f. 
96 See Sachs and Woo (1994), p. 103. It can however also be argued that China 

and not the CEE countries has faced the more difficult transition process. China 
actually has to manage a dual transition from a rural to an industrial economy, 
and from a planning system to a market-based economy. See Fan (2002), p. 3. 

97 See World Bank (1996b), p. 87f. 
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important than the rule of law.98 The institutional legacies of China and 
CEE are in stark contrast to India. Here, there have always been property 
rights in the Western sense. This is due to the existence of a large private 
sector and the prevalence of the rule of law.99  

After this brief overview of the political, economic and institutional 
legacies, the discussion now turns to some key features of the transition 
process. These include its trigger, scope, speed and sequence.  

The trigger for reforms in many CEE countries was a popular revolt 
against the communist leadership and the lack of democracy. In addition, 
most countries in the region faced serious economic shortages. In China, 
by contrast, the start of the reforms in late 1978 was triggered by the po-
litical leadership, although the failure of the Cultural Revolution and its 
threat to the system of governance certainly provided a strong impetus. In 
India, the impetus for reforms was much weaker since the 1991 balance-
of-payment crisis was a comparatively mild shock that never actually 
threatened the foundations of the Indian state.100 

Another defining feature of the transformation processes is the overall 
scope. As already mentioned, India and China are similar in the respect 
that they are only transforming their economic system, while the CEE 
countries had the double task of transforming both political and economic 
systems.101  

This also directly affects the broad sequence of reforms. In CEE, the po-
litical transformation preceded the economic transformation in most coun-
tries, while in China the economic transformation comes first in the se-
quence – and it is unclear if it is to be followed by political transformation. 
India, in contrast, is a democracy and so only has to manage an economic 
transformation.  

The speed of reforms has also differed. The general pattern in CEE was 
to relatively quickly opt for more popular political participation. For the 
economic transformation, there have been examples of both shock therapy 
and gradualism. In India, after an initial stabilization of the economy after 
the 1991 crisis, most reforms in the areas of privatization and liberalization 
have proceeded gradually. The overall reform process in China was as dis-
cussed above also gradual, but contained elements of shock therapy.  

                                                      
98 See Chow (2004), p. 145; Pei (2002), p. 96; Woetzel (2006), p. 18. 
99 See Huang and Khanna (2005), p. 167; Manor (2005), p. 98; Mukherji (2005), 

p. 64. The exception is the Emergency Rule of Indira Gandhi between 1975 and 
1977 when elections and civil liberties were suspended. 

100 See Gilley (2005), p. 29; Mukherji (2005), p. 58; Ray (2002), p. 2. 
101 See Kim and Pirttilä (2003), p. 7 



134      5 Management of transformation processes 

Thus the background for the transformations in CEE, India and China 
has differed significantly. This has implications for the transition process. 
In terms of initial conditions for the transition, there is a dichotomy be-
tween India and China: authoritarian regime versus multiparty democracy, 
socialist economic system versus mixed economy, and the rule of men ver-
sus the rule of law are just the most visible differences. Several areas of the 
transformation process are directly affected by these divergent initial con-
ditions. For example, India has a significantly easier task in institution 
building than China.102 Also, the extent of structural change necessary is 
lower in India because the private sector co-existed with the public sector, 
which resulted in lower distortions of the economy. Despite the differ-
ences, the two countries also share common problems, such as the task of 
privatizing state-owned enterprises and the need to develop a transforma-
tion strategy. Moreover, there are general similarities in the transformation 
process of India and China. The transformation is in both countries limited 
to the economy, so that the establishment of a market economy was the 
first step in the transformation sequence. With respect to the speed of re-
forms, both countries have opted for a gradual approach.  

It can be concluded that despite the different initial conditions, the fea-
tures of the transition are largely the same in India and China. While initial 
conditions –the political system and the institutional legacy being two of 
the most important ones – certainly shape policy makers' choices, they do 
not necessarily limit the comparison. Many economic policies in a trans-
formation program are independent of these factors. However, it is cer-
tainly necessary to be aware of the key differences to be able to provide a 
meaningful comparative perspective on the transformation process. With-
out identifying and evaluating country-specific factors, it is impossible to 
come to general conclusions.  

5.6 Conclusion 

Transformation studies have evolved considerably over the past years. One 
of the key lessons learned is that the transformation of an economic system 
is more complex than was thought at the beginning of the 1990s, when 

                                                      
102 For example as Gilley (2005) points out, India's task of implementing market-

friendly policies is arguably significantly easier than China's task of building an 
institutional structure. See Gilley (2005), p. 44. Nonetheless, building institu-
tions from scratch also has advantages since policy-makers for example face 
fewer restrictions from the institutional legacy. 
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there was a strong faith in the merits of the Washington Consensus and 
shock therapy in policy circles.  

Managing a transformation needs to deal properly with five major inter-
related elements. These must be implemented in the proper sequence. They 
are: liberalization, stabilization, privatization, institution building and 
structural change. Liberalization refers to the establishment of a market-
determined price and allocation mechanism; the Chinese dual-track ap-
proach is generally considered an ingenious solution to this problem. Sta-
bilization of an economy requires the reduction of the inflation rate and 
budget deficits, which is a necessary pre-condition to creating a sound 
economic foundation for transition. The recommendation to sell state-
owned enterprises as a possible solution to government shortcomings is 
considered in the privatization process step. One of the most difficult parts 
of a transformation is institution building. At least five main institutions 
have to be either built up from scratch or adapted to a market system. 
These institutions are: property rights, regulatory institutions, institutions 
for macroeconomic stabilization, institutions for social insurance, and in-
stitutions for conflict management. Last but not least, it is necessary to 
manage structural changes in a transition economy, which involves the re-
structuring of firms as well as the reallocation of resources across firms 
and industries.  

The inter-relations between the reform steps and the sequence of their 
implementation are also important considerations. Here the consensus is 
that a gradual management of economic transformation should start with 
stabilization and institution building, while the sale of state-owned enter-
prises should take place relatively late in the process, after the foundations 
for a market economy have been established.  

How these general recommendations are implemented is affected by the 
initial conditions in the areas of the political, economic and institutional 
system of a country, as well as by deliberate decisions of policy makers 
regarding the scope, sequence and speed of the changes. India and China 
differ greatly in several of these dimensions, which has profound implica-
tions on the transformation experience. Perhaps the most visible example 
is the political system. The general assumption is that authoritarian China 
is able to pursue faster reforms than democratic India. However, the trans-
formation experiences have also differed in other areas. Institution build-
ing is a case in point: India needed to make far less adjustments during the 
reform process because of a better developed legal framework.  

These examples highlight the danger of overly simplistic generalizations 
of complex socio-economic processes. While there are certainly common 
elements to consider in a transformation strategy, these elements should be 
tailored to the specific circumstances of a country. A further complication 
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arises when the general recommendations of transformation studies have to 
be applied to specific sectors of an economy. This may or may not require 
different or additional considerations. The banking sector is a case in 
point: due to its nature as an intermediary and the associated information 
asymmetries, this sector requires special attention in formulating a trans-
formation strategy. This issue discussed in detail in the next section.  



6 Framework for banking sector liberalization  

The previous two sections have dealt with the main elements of transfor-
mation studies and the financial liberalization hypothesis. This section at-
tempts to integrate these two approaches into a framework for the liberali-
zation of the banking sector.  

Integrating the two approaches yields clear benefits. While financial lib-
eralization studies have emphasized the benefits of removing repressive 
policies, they have given little guidance on how to design the process. 
Transformation studies can help overcome this shortcoming since they 
have dealt extensively with questions surrounding system transformations. 
However, the main focus of transformation studies has been at the level of 
the overall economy, so the recommendations for transformation of the 
banking sector remain limited. It is therefore necessary to adapt the general 
policy recommendations to the banking sector. Since it is important for 
policy makers not only to design the process, but also to evaluate the status 
and progress of reforms, cause-and-effect relationships along the process 
elements and possible indicators to measure these relationships will also be 
discussed.  

This chapter begins with a general overview of the issues and a look at 
some special considerations such as banks' need for a stable operating en-
vironment. Next, transformation studies and financial liberalization studies 
are integrated according to the process elements of transformation studies. 
Following this, the discussion turns to the measurement of the process and 
the impact at the sector and macroeconomic level. 

6.1 Overview and special considerations 

The discussion of studies testing the financial liberalization hypothesis (see 
section 4.4) has shown that, while financial liberalization may not always 
be beneficial, the majority of empirical studies support the conclusions of 
the financial liberalization school. The policy recommendation is to lower 
the role of the state in the financial sector through the removal of repres-
sionist policies and the privatization of state-owned banks. Less clear, 
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however, is how the change of the coordination mechanism from state to 
market can be managed best. Fry (1997) points out that  

 
"since there is no question that financial repression inhibits growth, the debate 
should concentrate on the tricky problems of moving from the state of financial 
repression to a state of financial liberalisation. So far, the economics profession 
has failed to produce adequate blueprints for this crucial transition."1  
 
Along similar lines, Wachtel (2001) argues that  

 
"[…] there is ample empirical evidence to make a convincing case that financial 
sector development promotes economic growth. Although the academic literature 
strongly supports this conclusion, it provides little in the way of rigorous guidance 
about how to best develop the financial sector."2 

 
Thus, although the literature describes the benefits of financial liberali-

zation, a coherent blueprint of how to manage the transition from a state-
directed to a market-based banking sector is still lacking. Even though it is 
presumptuous to believe that a general blueprint exists for every situation, 
it is worthwhile identifying best practice elements – particularly given the 
perils that arise during liberalization. As McKinnon (1991) noted, these 
dangers can resemble walking through a minefield.3 

The task of transforming the banking sector is complicated by the fact 
that banks require a relatively stable environment for their operations. 
Banks need a fair amount of predictability to be able to evaluate projects 
and debtors. However, the transformation of the coordination mechanism 
is associated with rapid change and a high degree of uncertainty – a phe-
nomenon best described as "transitional uncertainty". Thus, the needed 
stable environment is not present in a period of transformation. Transfor-
matory changes pose a double challenge for banks. Besides adapting them-
selves to the changes, they also have to take a leading role in the transition 
process of the real economy. As discussed, in a period of transition, banks 
play an important role in hardening budget constraints of enterprises and in 
extending credit to newly-established enterprises.4 

Various challenges have to be overcome for a successful liberalization 
of the banking sector. Guidance for successfully managing the process can 
be found in transformation studies. Transformation and financial liberali-
zation studies have complementary elements. Both try to explain the 
                                                      
1 Fry (1997), p. 768f. 
2 Wachtel (2001), p. 357. 
3 See McKinnon (1991), p. x. 
4 See Brandt and Li (2003), p. 387; Lago (2002), p. 4 and p. 9. 
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change from a system characterized by a high degree of state involvement 
to one that is more market-based. The common rationale is to overcome 
the limitations of state involvement with the goal of achieving a higher 
growth rate. While transformation studies attempt this for the economy as 
a whole, financial liberalization studies focus on the financial sector and 
can therefore be seen as an extension of the more general transformation 
studies. With their vast body of experience, transformation studies can 
help guide the liberalization of a banking sector on issues such as the nec-
essary reform elements, sequencing and timing of reforms, and how to deal 
with impediments to change. 

A framework for the liberalization of a banking sector can be derived 
from the recommendations of financial liberalization and transformation 
studies. The starting point is a state-dominated banking sector that is about 
to be liberalized. Before this can happen, certain basic requirements have 
to be in place (Figure 13). The different process elements for systemic 
changes can then be addressed. If the liberalization is not to be pursued in 
a big bang fashion, questions of speed, timing and sequencing of reforms 
become important, and the results of changes can be evaluated along sev-
eral dimensions to see if the reforms are on track. Furthermore, goals for 
the transformation have to be defined to enable a measurement of the re-
sults. 

 

State-
directed
banking
sector

Market-
directed
banking
sector

Process elements:
• Liberalization
• Stabilization
• Privatization
• Institution building
• Structural change
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requirements
• Macro-

economic
stability
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infrastructure

Speed, timing and sequencing of reforms

Measurement of process and results

 
Fig. 13. Framework for banking sector liberalization5 

                                                      
5 Author's presentation.  
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6.2 Transformation of the banking sector 

This section attempts to integrate transformation and financial liberaliza-
tion studies according to the process elements of transformation studies. It 
also addresses the basic requirements of transformation and speed and se-
quencing issues. Based on the key insights, general propositions for man-
aging the process are derived and appear at the end of every sub-section.  

6.2.1 Basic requirements for banking sector liberalization 

Experience with financial liberalization over the past years suggests that 
two important pre-conditions exist that may help explain the successful 
experiences of some countries. These pre-conditions are macroeconomic 
stability and an adequate institutional infrastructure.6 

Macroeconomic stability, as has been discussed, is an important element 
of any transformation program. A stable macroeconomic environment has 
a special importance for a successful liberalization of the banking sector 
since both inflationary pressures and budget deficits can have adverse ef-
fects on the performance of the banking sector.  

One of the main factors making the government resort to repressive 
policies is the existence of budget deficits. Such deficits can induce the 
government to use the financial sector as a captive source of financing. Fi-
nancing of the budget deficit can occur via high reserve requirements that 
provide funds, and via artificially low interest rates that keep the cost of fi-
nancing down. Additionally, the effective burden of the debt can be low-
ered through a high inflation rate that effectively constitutes an "inflation 
tax". High inflation can result in a more difficult business environment for 
banks. It makes assessing and pricing the risks they take more difficult. 
Furthermore, large swings in the performance of the real economy, asset 
prices, exchange rates and inflation rates lead to significant problems for 
banks in correctly assessing and pricing the risks they take. Inflation not 
only affects investment but also saving activity, since it provides disincen-
tives for financial vis-à-vis non-financial savings and against entering 
long-term saving contracts.7  

Pursuing financial liberalization in an environment of high inflation 
rates and high budget deficits can destabilize an economy. Removing re-
strictions on the setting of the interest rate can cause the (real) interest rate 
to increase and fluctuate widely. A higher interest rate will make the fi-

                                                      
6 See Fry (1989), p. 26; Fry (1997), p. 759; McKinnon (1991), p. 4. 
7 See Beck (2006), p. 7; Funke (1993), p. 347; Koch (1998), p. 70. 
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nancing of the government deficit more expensive, which further increases 
the deficit. The higher financing needs of the government will result in a 
crowding out of enterprises and households from the limited financial re-
sources. If the government then resorts to the central bank for additional 
financing, the monetary base will increase, leading to further inflationary 
pressure. Therefore financial liberalization will only be sustainable in an 
environment where the fiscal deficit is either under control or the govern-
ment attempts to regain fiscal control in a credible fashion.8 

Just as important as price stability and fiscal discipline is the existence 
of an appropriate institutional infrastructure. The banking sector requires a 
well-functioning legal system, an adequate system of prudential supervi-
sion, and regulation. Improving the supervisory system entails a funda-
mental shift from passive checks of compliance with lending guidelines to 
prudential checks of banks' risk management systems. This should help to 
lower the systemic dangers of a bank collapse, reduce information asym-
metries and mark a first step in the shift from direct to indirect control.9 
Once these prerequisites are in place, the actual process of liberalization 
can begin.  

 
Proposition 1: 
Macroeconomic stability and a basic institutional framework that includes 
supervision and regulation of banks must be in place before beginning the 
liberalization of the banking sector. 

6.2.2 Process elements for banking sector liberalization 

As discussed in section 5.3, there are five essential process elements for 
transforming an economic system: liberalization, stabilization, privatiza-
tion, institution building and structural change. So far, the discussion of 
these process elements has focused on the overall economy; now they have 
to be adapted to the transformation of a banking sector and integrated with 
the financial liberalization literature. The sections below present the policy 
recommendations and their rationale. They also discuss the necessary pre-
conditions for conducting these policies. Again propositions for managing 
the process are presented at the end of every sub-section. 

                                                      
8 See Deckert (1996), p. 36; Fry (1997), p. 759; Funke (1993), p. 347; McKinnon 

(1991), p. 4.  
9 See Bonin and Wachtel (1999), p. 94f.; Caprio, Atiyas and Hanson (1993), p. 12; 

Deckert (1996), p. 37; Fry (1989), p. 26; Fry (1997), p. 759. 
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6.2.2.1 Liberalization of price and volume restrictions 

Liberalization in the banking sector is part of the internal liberalization of 
an economy. It involves the establishment of a market-determined price 
and allocation mechanism.10 In the context of the banking sector, the price 
mechanism includes interest rates on deposits and loans,11 while the alloca-
tion mechanism is concerned with the question of how funds flow from 
providers to users of capital. The two major impediments to a market-
based allocation mechanism identified in the financial liberalization litera-
ture are statutory pre-emptions and directed credit rules. Liberalization of 
price and volume restrictions thus involves the three-fold task of deregulat-
ing interest-rates, lowering statutory pre-emptions, and removing directed 
credit policies.  

The rationale for price liberalization is to restore the signaling function 
of prices. This should lead to a more efficient allocation of resources. For 
the banking sector, this refers to the efficient allocation of credit to invest-
ment projects. The generally proposed sequence for interest rate liberali-
zation has the underlying rationale of liberalizing interest rates faster for 
financially more sophisticated entities that can adapt faster to the new en-
vironment. The recommendation is to first liberalize wholesale interest 
rates, then lending interest rates, and finally deposit interest rates.12 This 
gives a certain element of stability, since it prevents excessively fierce 
competition over deposits. The necessary pre-conditions for interest rate 
liberalization are that the main economic players are subject to hard budget 
constraints to avoid an inefficient allocation of resources, a relatively sta-
ble inflation rate to prevent large fluctuations of the real interest rate, and a 
certain stability of banks to avert ruinous competition.13  

The reform of directed credit programs is an important step in the resto-
ration of the allocation mechanism. In this respect, the policy recommen-
dations of financial liberalization and transformation studies alike appear 
to point toward a big bang liberalization, i.e. abolishing a non-market allo-
cation mechanism as fast as possible. However, the experiences of transi-
tion countries show that this policy is not without pitfalls. Economic 

                                                      
10 The removal of entry and exit barriers can be regarded as part of the liberaliza-

tion of an economy as well. Here, these points are regarded as enablers for 
structural changes in a sector and are consequently described in section 6.2.2.5. 

11 Exchange rates are financial prices as well. However, since the focus is on the 
domestic banking sector, they are not included in the analysis. 

12 Wholesale interest rates are interest rates in the inter-bank market and those set 
by the central bank 

13 See Caprio, Atiyas and Hanson (1994), p. 434f.; Mehran and Laurens (1997), p. 
33f. 
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agents need time to adjust. For example, most transition countries wit-
nessed a prolonged output fall due to an overly fast abolishment of the old 
allocation mechanism.14  

One possible solution is the Chinese dual-track approach, in which mar-
ket liberalization occurs at the margins, while old contractual arrangements 
remain in place. However, dual-track liberalization in China was primarily 
applied to the agricultural and industrial sector. How, then, should it be 
applied to the banking sector?15  

The central feature of dual-track liberalization is the coexistence of a 
plan track and a market track.16 For a banking sector, a plan track would 
consist of a fixed amount of credit that banks have to provide at a pre-
determined interest rate. Under the market track, banks would have the 
possibility to lend their excess funds at the prevailing market interest rate. 
If the amount of credit under the plan track is set as an absolute volume 
target and not as a percentage of total credit, the plan track will – in an en-
vironment of growing credit demand – decrease in importance relative to 
the market track. Thus, the directed credit program slowly loses impor-
tance and is eventually phased out, while at the same time ensuring an ad-
justment period for economic agents. If market failures in the allocation of 
credit exist, a case can be made for leaving a residual nominal amount of 
credit for underserved sectors.17  

Abolishing a directed credit program can result in abrupt portfolio 
changes as banks shift their credit portfolio away from priority sectors. 
This can be avoided by instituting "speed limits" for portfolio diversifica-
tion and increasing supervision.18 Under a dual-track approach, this prob-
lem can be mitigated as well, since the directed credit program is phased 
out slowly. 

The third element of liberalization is the reduction of reserve require-
ments. The general policy recommendation is to reduce excess reserve re-
quirements, since they constitute a distortionary tax on the banking sys-
tem. 19  Consequently, they should only be used as an indirect tool of 
monetary policy. Since reserve requirements are a source of cheap funds 

                                                      
14 See for example Roland (2001), pp. 44-46 for a discussion.  
15 Under the plan track, fixed quantities of goods at fixed prices are assigned to 

economic agents; under the market track, economic agents can do business at 
free-market prices provided that they have fulfilled their obligations under the 
plan track. The "dual-track" approach was discussed in detail in section 5.3.1. 

16 See Lau, Qian and Roland (2000), p. 121.  
17 The effects of market failure are discussed in more detail in section 6.3.3. 
18 See Caprio, Atiyas and Hanson (1994), p. 421. 
19 See Joshi and Little (1997), p. 125. 
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for the government, a pre-condition for their reduction is to bring the 
budget deficit under control. However, budget deficits should not serve as 
an excuse not to reduce statutory pre-emptions. One possible strategy to 
avoid this is to reduce them in a phased manner, thereby allowing the gov-
ernment to adjust its finances while at the same time preventing a build-up 
of excessive liquidity in the banking system, which could lead to inflation-
ary pressures.  

 
Proposition 2:   
Interest rate liberalization should be pursued in a sequential manner by 
first liberalizing wholesale interest rates, then lending interest rates, and fi-
nally deposit interest rates.  

 
Proposition 3:  
A directed credit program should be phased out using a dual-track ap-
proach, with a fixed nominal volume target for credit on the plan track.  

 
Proposition 4:  
Statutory pre-emptions should exclusively serve monetary policy purposes. 
If their level is not commensurate for that purpose, they should be reduced 
in a phased manner. 

6.2.2.2 Stabilization of banks  

Stabilization is an important element of a transformation program for the 
overall economy and for the banking sector. Stabilizing banks becomes 
necessary for two reasons. First, banks in countries that are liberalizing 
their banking system are often burdened by legacies from the old economic 
system. These include high levels of often unrecognized NPLs due to di-
rected credit to loss-making enterprises and a lack of risk-assessment ca-
pabilities. Closely connected to this is often a low level of bank capitaliza-
tion. Second, a stabilization program for the overall economy will impact 
on banks' customers and thus may in the short term have adverse effects on 
the banks' business environment. 

Banks play an active part in a stabilization program. They enforce hard 
budget constraints in the real sector – which is likely to affect their own 
performance as well. The imposition of hard budget constraints on enter-
prises to reduce subsidies is often associated with a build-up of bad loans 
in the banking sector. After the stabilization of the economy, these bad 
loans are no longer eroded by inflation. In fact, they may even increase due 
to positive real interest rates, which puts a further burden on companies 
and banks. The subsequent deterioration of banks' balance sheets can put 
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significant pressure on the overall economy with the possibility of a credit 
crunch. A further possible effect of financial liberalization that makes sta-
bilization of banks necessary is an increase in competition. This, in turn, 
reduces banks' profits and their net worth. The net worth of banks is an 
important factor in ensuring financial stability after financial liberalization. 
Loosening the ties between the government and banks will only be a 
credible policy if banks have a sufficient capital base and the financial 
means to operate independently. Sufficient financial strength is also a pre-
requisite for domestic banks to be able to compete with foreign banks – 
these may enter the market if entry barriers are lowered as part of liberali-
zation.20 

Consequently, the policy recommendation is to recapitalize banks and 
remove legacy NPLs from their books. To achieve this, the amount of bad 
loans and the capital needed first has to be estimated before fresh capital is 
injected into the bank. An especially important pre-condition in this re-
spect is transparent accounting standards to correctly assess the amount of 
NPLs.21 

There are at least three options for resolving legacy NPLs: they can be 
transferred from banks' balance sheets to a government agency or asset 
management company, they can be cancelled out against the loans of the 
enterprises22, or they can remain on banks' balance sheets. If the latter op-
tion is chosen, efforts should be made to collect the outstanding loans, 
since this reduces the cost of bank restructuring and provides a signal to 
future borrowers that they are expected to honor their commitments. How-
ever, if the decision is taken to recapitalize banks, moral hazard and ad-
verse selection problems arise, since a bailout provides incentives for 
banks to under-invest in risk-appraisal capabilities and to pursue exces-
sively risky projects as the losses will be borne by the state.23 Therefore, it 
should be conducted "once-and-for-all" and include credible threats as well 
as clearly defined terms and conditions for the provision of funds.  

 

                                                      
20 See Balcerowicz and Gelb (1994), p. 37f.; Bonin and Wachtel (1999), p. 94f.; 

Buiter, Lago and Rey (1999), p. 157; Kaminsky and Schmukler (2002), p. 25. 
21 See Balcerowicz and Gelb (1994), p. 37f.; Sheng (1996), p. 46. 
22 This strategy has been advocated especially for economies in transition where 

both banks and enterprises are state-owned. Canceling the debt from banks' and 
enterprises' balance sheets would remove a burden from the old regime that has 
no effect on the value of state-owned assets. See Mitchell (2000), p. 64. 

23 See Balcerowicz and Gelb (1994), p. 38; Bonin and Wachtel (1999), p. 94 and 
p. 98; Buiter, Lago and Rey (1999), p. 159; Caprio, Atiyas and Hanson (1993), 
p. 22. 
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Proposition 5: 
Resolve legacy non-performing loans via a "once-and-for-all" stabilization 
program and recapitalize banks to meet minimum capital standards.  

6.2.2.3 Bank privatization 

The financial liberalization literature puts relatively little emphasis on the 
question of privatization. A possible reason for this neglect is that financial 
repression was predominantly associated with interest rate controls, di-
rected credit programs and statutory pre-emptions. Over the past years, in-
terest in the topic has picked up. There has been increasing evidence that 
state-ownership of banks is associated with some of the same adverse ef-
fects as repressive policies, such as lower financial development.24 

The same arguments that were discussed for SOEs in general apply also 
to the privatization of banks. In the banking sector, privatization of state-
owned banks is regarded as one of the primary levers to achieve market-
oriented banking. In light of the often inadequate systems of governance 
under state ownership, privatization is a way to enhance the performance 
of state-owned banks and avoid costly bailouts. A successful program of 
bank privatization should lead to entities that are both independent of the 
state and of insider control. This will most likely not only be efficiency-
enhancing for the banking sector, but also increase the credibility of other 
reform measures.25  

The experience of transition countries shows that bank privatization has 
proceeded more slowly than the privatization of firms. This divergence can 
be attributed to a variety of factors, including the high amounts of bad 
debts and opposition by employees and borrowers.26 The general problem 
is that privatization of banks is only one necessary prerequisite to achieve 
market-oriented banking. To make privatization achieve the desired bene-
fits, the state must disengage from direct governance of banks and develop 
a regulatory framework for indirect control. The establishment or upgrad-
ing of institutions to regulate and supervise the banking system has to go 
hand in hand with the formulation of a sales strategy. Another condition 
for successful bank privatization is that the privatized banks must be able 
to operate independently, so that the government's exit from direct inter-
vention is credible. Thus it is essential to pursue a stabilization of banks 

                                                      
24 See for example Barth, Caprio and Levine (2000), p. 7f.; Hawkins and Mihaljek 

(2001), p. 9; La Porta, Lopez de Silanes and Schleifer (2002), p. 267. 
25 See Bonin and Wachtel (1999), p. 93f.; Funke (1993), p. 353; Hawkins and Mi-

haljek (2001), p. 9; Williams and Nguyen (2005), p. 2148f. 
26 See Commander, Dutz and Stern (1999), p. 358. 
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through recapitalization, before banks are privatized, and to create institu-
tions and regulations that prevent the government from interfering in the 
day-to-day operations.27 

Based on empirical studies in transition countries, the most successful 
privatization method appears to have been the sale of state-owned banks to 
strategic partners – preferably foreign banks – in a transparent bidding 
process. Before the sale, legacy NPLs should be removed from the balance 
sheets and banks should be recapitalized to make the financial situation 
transparent. The know-how of foreign banks appears to be particularly per-
formance-enhancing for banks in transition countries: studies have shown 
that the existence of a foreign owner had a positive effect on profit effi-
ciency. In fact, privatized banks without a foreign owner did not show any 
efficiency improvements compared to the pre-privatization period. Fur-
thermore, the experience in transition countries suggests that it is important 
that the government fully divests its holdings, since continued government 
involvement in the banks may impede the necessary restructuring efforts. 
This also makes the assurance that it will only act as a passive investor less 
credible.28  

However, these policy recommendations are not undisputed. As pointed 
out by the World Bank (2001), many of today's advanced economies had – 
and on occasions still have – a modest share of state-owned banks during 
their economic take-off. State-owned banks may also be necessary to offer 
banking services to parts of the population that would otherwise not be 
covered by the formal banking sector as will be discussed in section 6.3.3 
in more detail. In addition, most developing countries with a large share of 
state-owned banks do not have the institutional environment and regula-
tory capacity to quickly privatize their banks. Therefore, it is recom-
mended that governments proceed carefully with bank privatization, ensur-
ing that market incentives are in place.29 A further argument against the 
large-scale sale of banks to foreigners is that it risks a popular backlash 
against "re-colonization" and may therefore be destabilizing for the overall 
political, economic and social environment.30 
                                                      
27 See Bonin and Wachtel (1999), p. 93f.; Megginson (2005), p. 1961.  
28 See Bonin, Hasan and Wachtel (2005), p. 2172; Boubakri et al. (2005), p. 2018; 

Clarke, Cull and Shirley (2005), pp. 1914-1918; Hawkins and Mihaljek (2001), 
p. 11; Megginson (2005), p. 1961; Otchere (2005), p. 2090f. As previously dis-
cussed in section 5.3.3, the view that the government should fully divest its 
holdings is not undisputed since continued government ownership can serve as 
an incentive for the government to pursue policies that do not reduce the value 
of its holding. 

29 See World Bank (2001), p. 16f.  
30 See Parker and Kirkpatrick (2005), p. 531. 
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Overall, the issue of bank privatization shows the importance of balanc-
ing economic and political factors in economic policy-making. While bank 
privatization may, in the right institutional environment, lead to positive 
economic effects that benefit society as a whole, there can also be strong 
opposition to the sale of state banks. This must also be considered as part 
of a privatization strategy.31  

 
Proposition 6: 
Privatize state-owned banks when they are not needed to address market 
failure and the necessary pre-conditions are in place. Foreign banks should 
be allowed as strategic partners; they are able to quickly upgrade the skill 
level to international standards.  

6.2.2.4 Institutional infrastructure of the banking sector 

Institution building is perhaps the most neglected aspect of the policy rec-
ommendations that have been given to transition countries. This is stressed 
in the post-Washington Consensus literature, where high-quality institu-
tions are extensively discussed and identified as the key prerequisite for a 
functioning market economy. In the financial liberalization literature, the 
question of institution building also received little attention until the link 
between financial crises and financial liberalization was established. One 
of the key factors used to explain this link was a lack of strong institutions. 
Thus, the necessity of creating resilient institutions to enhance the func-
tioning of the market mechanism applies to the banking and financial sec-
tors as well.  

The task of building the institutions for market-oriented banking is diffi-
cult even in developed countries. Developing countries face additional 
challenges since they are exposed to a greater degree of volatility from for 
example more pronounced business cycles, which increases systemic risks, 
and have less regulatory capacity. During a transition process these prob-
lems are aggravated, since banks have greater incentives for risk-taking. At 
the same time the regulatory capacity may decline, since the private sector 
may try to recruit staff from the regulatory bodies. Thus the regulatory ca-
pacity declines when it is most needed. As a result, transition countries 
may need to impose an even tighter regulatory framework and more re-
strictions than developed countries.32 

Building institutions is a time-intensive, gradual process. The existence 
of certain basic aspects of an institutional framework, such as bank super-

                                                      
31 Political-economy factors are discussed in more detail in section 6.2.4. 
32 See Stiglitz and Bhattacharya (1999), p. 106. 
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vision, is one of the pre-conditions for liberalizing the banking sector. In-
stitution building must continue during the transition process. This is es-
sential since the fundamental characteristics of the business environment 
change during transition. When the government is heavily involved in the 
banking sector and socializes the risks involved in financing projects, there 
is little demand or need for elements of a financial infrastructure such as 
accounting, auditing or legal systems. The process of financial liberaliza-
tion leads to a reduction of government involvement, so market partici-
pants have to devote more resources to the evaluation and management of 
risks and market-supporting institutions have to be in place.33  

Countries need certain institutions in place in order to have a well-
functioning banking sector.34 These are: capital adequacy standards to en-
hance the stability of banks; accounting and disclosure rules that promote 
transparency for outside stakeholders; a regulatory system to supervise 
market participants so that consumers are protected, competition is pro-
moted and risk-taking is not threatening the stability of the overall system; 
and a deposit insurance system to protect consumers and prevents systemic 
crises triggered by bank runs.35  

The international standard for capital requirements are outlined in the 
Basel capital accords. These call for an 8% equity ratio on risk-weighted 
assets. For developing and transition countries, higher capital requirements 
are often recommended. This is because the more volatile business envi-
ronment increases the risk of default. For example, the World Bank 
(1997b) suggests capital requirements of 20% or more in countries with 
weak institutions in order to foster incentives for prudent banking.36 Regu-
lators have to strike a delicate balance since overly rigid capital adequacy 
ratios may lead to less prudent lending behavior to make up for the short-
fall in profits caused by higher equity cushions. Similar problems arise 
when banks operate with a weak capital basis and may be tempted to place 
large bets to regain profitability.37 Since a principal-agent relationship ex-
ists between bank managers and shareholders, bank managers will not nec-
essarily always act in the best interest of shareholders. As a consequence, 

                                                      
33 See Bandiera et al. (2000), p. 242. 
34 The institutions for the banking sector are embedded in the overall institutional 

framework of the economy. Therefore, institutions like a functioning legal sys-
tem or well-defined property rights to have enforceable claims need to be in 
place as well. See Claessens (1996), p. 5; Stiglitz (1989a), p. 61.  

35 See Kormendi and Snyder (1996), p. 11; Rajan and Zingales (2003a), p. 18.  
36 See World Bank (1997b), p. 69. 
37 See Honohan and Stiglitz (2001), p. 42; Stiglitz and Bhattacharya (1999), p. 

106. 
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banks need – besides capital adequacy standards – further rules concerning 
the recognition of income, the provisioning for bad loans, and portfolio 
concentration. 38  Thus, transparent accounting standards and a well-
functioning supervisory system are complementary elements for capital 
standards. 

Accounting standards are especially important for providing reliable in-
formation for both investors and supervisors. Standards concerning the 
recognition of non-performing loans are particularly important, as these 
may affect the stability of the banking system and the provision of credit 
for the overall economy. Rising NPLs can lead to a vicious cycle when 
banks try to hide losses by extending credit to firms that are unable to re-
pay their loans. This increases the demand for loans, pushes up interest 
rates and leads to a decline in productive investments – which again in-
creases the likelihood of loans becoming non-performing.39 A commonly 
used method for accounting for loan quality is to rank loans by the prob-
ability of default as "substandard", "doubtful" and "loss". For each of these 
categories certain loan loss provisions have to be taken against the equity 
of the bank – e.g. 20% for substandard loans, 50% for doubtful loans, and 
100% for loans classified as a loss.40 

An adequate supervisory system, as mentioned above, is especially im-
portant in the context of financial liberalization. While the existence of a 
basic bank supervision system is a pre-condition for liberalization, the su-
pervisory system will most likely need further upgrading during the liber-
alization process to manage the possible dangers that can arise from the 
removal of restrictions, the entry of new domestic and foreign banks into 
the market, and the possible deterioration of banks' loan portfolios. These 
forces intensify the pressure for banks competing for deposits and loans, 
which in the existence of deposit insurance or a lender of last resort can 
lead to undue risk-taking.41 

Too much or too little supervision are both counterproductive. Its scope 
has to be clearly defined. The current consensus is that direct intervention 
through interest rate controls, credit allocation, or micro-monitoring of 
banks' decisions is not desirable. Instead, the imposition of minimum capi-
tal requirements is preferred, since adequate capital provides a cushion 
against losses and should restrict risk-taking by banks.42  

                                                      
38 See Joshi and Little (1997), p. 116. 
39 See Fry (1989), p. 25; Honohan (1997), p. 19; Mishkin (1996), p. 56. 
40 See Freixas and Rochet (1998), p. 247; World Bank (2001), p. 94. 
41 See Honohan (1997), p. 6; Joshi and Little (1997), p. 116. 
42 See Joshi and Little (1997), p. 115. 
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A two-tier structure is generally proposed as a regulatory framework. 
The central bank, as the first tier, provides liquidity to the system and has a 
lender-of-last-resort function. An independent agency that grants licenses, 
defines the scope of banking activities and provides deposit insurance con-
stitutes the second tier. It is important that this agency be sufficiently inde-
pendent from political pressure so that it can act decisively if problems 
with one institution become apparent.43 

Deposit insurance schemes are common in many countries today. 44 
While deposit insurance is important for instilling confidence in the bank-
ing sector and preventing bank runs, it can lead to increased systemic risk 
due to moral hazard. With deposit insurance, depositors do not have an in-
centive to monitor the bank since their wealth is safe from bank failure. 
The bank, on the other hand, has an incentive to take on more risky pro-
jects, since it does not carry the downside risk of its business decisions due 
to the insurance. This in turn increases the likelihood of bank failures if 
deposit insurance is not accompanied by increased supervision over banks' 
portfolios or if the deposit insurance premium is not risk-adjusted. In gen-
eral, however, the confidence-building effects of deposit insurance are be-
lieved to outweigh potential negative effects.45  

To avoid banking failures, it should be a priority to rapidly develop the 
necessary institutions that ensure effective banking supervision and regula-
tion as a priority. However, the creation of these institutions is only part of 
the task. More important is that they can exercise their regulatory powers 
by providing credible threats to the banking system.46 Countries undergo-
ing a transition must reduce their direct involvement in the banking sector 
and create institutions that provide an effective regulatory structure for 
market-oriented banking. As Bonin and Wachtel (1999) point out, "this 
apparent contradiction makes the task extremely difficult because there is a 

                                                      
43 See Bonin and Wachtel (1999), p. 121; Honohan (1997), p. 19; Mishkin (1996), 

p. 56. 
44 In a database on the use of deposit insurance, a World Bank study found 68 

countries with explicit deposit insurance in 2000. See Demirgüc-Kunt and So-
baci (2000), p. 9. Countries not having explicit deposit insurance systems are 
most likely having some form of implicit insurance due to banks that are con-
sidered "too big to fail" or public expectations that depositors will be shielded 
from losses by the government. See Diaz-Alejandro (1985), p. 13.  

45 See Aschinger (2001), p. 66; Bossone (2000), pp. 35-37; Diamond and Dybvig 
(1983), p. 417; Diaz-Alejandro (1985), p. 4f.; Freixas and Rochet (1998), p. 
272; Hermes and Lensink (2000), p. 516; Lago (2002), p. 7.  

46 See Bonin and Wachtel (1999), p. 95. 
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great temptation to use the regulatory structure as a means of maintaining 
government influence or control over the activities of banks."47 

 
Proposition 7: 
Capital adequacy rules, transparent accounting standards, a supervisory 
system and deposit insurance are indispensable institutions for a market-
based banking system and must be created during the transition process. 

6.2.2.5 Structural change of the banking sector  

Transformation studies point out the need for structural change in both the 
enterprise and the banking sector, if the economic structure is not market-
oriented. In the industrial sector, structural change mostly refers to moving 
from heavy to light industries through the entry of new companies and the 
break-up of old conglomerates. Likewise, the levers for structural change 
in the banking sector are the reduction of the relative importance of state-
owned banks through privatization, the break-up of banks, and entry of 
new banks.  

There is a marked difference in the scope of structural change between 
transition countries and developing countries. While most developing 
countries have a two-tier banking system, the banking system in most tran-
sition countries was set up in the form of a "mono-bank" that performed 
the functions of both central bank and commercial banks. These mono-
banks did not act as commercial entities but merely performed administra-
tive tasks by taking in savings and channeling them into industrial compa-
nies according to plan priorities. There was no need for banks to evaluate 
the creditworthiness of borrowers or the riskiness of projects. However, 
while the need to restructure the banks was recognized in the transforma-
tion literature, the importance of strong banks in the transition process was 
underestimated.48 

The banking sector in transition countries faces a double task in the con-
text of structural change. First, since banks were typically state-owned and 
concentrated in a mono-bank, the banking sector itself has to undergo 
structural changes.49 Second, the banking sector – or more broadly speak-
ing the financial sector – is important for the management of the structural 
change of the rest of the economy since it can facilitate the reallocation of 

                                                      
47 Bonin and Wachtel (1999), p. 118. 
48 See Ellman (1997), p. 27; World Bank (1996b), p. 98f. 
49 While the mono-bank cannot be found in all transition countries, a high degree 

of state ownership is as discussed in the previous section a characteristic that 
can be found in many countries of the world. 
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resources between sectors and enterprises. Banks, as providers of external 
finance, are typically important stakeholders in the process of enterprise 
restructuring since they are the major claimholders of companies. They can 
help determine the scale and pace of restructuring, provide additional 
funds and monitor the progress. This will harden the budget constraints of 
enterprises as well as improve corporate governance. Furthermore, if banks 
are actively involved in the process this may preclude undue interventions 
by the government.50  

Two different approaches were proposed for banking sector restructur-
ing in transition countries: the new entry and the rehabilitation approach. 
The new entry approach is based on the market entry of a relatively large 
number of new banks, either domestic or foreign. Existing state-owned 
banks are broken-up and privatized. If a privatization is not viable, a bank 
is liquidated. Estonia and Russia are examples of countries that followed 
this approach. The rehabilitation approach focuses on restoring the com-
petitiveness of existing state-owned banks through their recapitalization 
and the build up of institutional skills. As with the new entry approach, the 
rehabilitated state-owned banks are privatized. Hungary and Poland are 
examples of countries pursuing this strategy. While the two approaches are 
in theory mutually exclusive, in practice many countries have included 
elements of both in their reform strategies. The final goal of structural 
changes will be to attain an efficient banking sector that is able to support 
the changes in the real economy.51  

An important lever for forcing structural changes in the sector is the en-
try of new domestic and foreign competitors. The World Bank (2001) 
notes that "the very threat of entry has often been enough to galvanize the 
domestic banks into overhauling their cost structure and the range and 
quality of their services […]".52 In practice, the effects of the entry of for-
eign banks into developing countries are somewhat mixed. While foreign 
entry leads to increased competition and enhanced efficiency as measured 
by lower overhead costs and lower interest margins, for example,53 it may 
also lead to a reallocation of loans towards more profitable or well-known 
firms and away from small- and mid-sized enterprises.54 However, there is 
agreement on the necessary pre-conditions for making the entry of new 
banks beneficial. Besides transparent licensing requirements, there must be 

                                                      
50 See Caprio, Atiyas and Hanson (1993), p. 22; Commander, Dutz and Stern 

(1999), p. 357; World Bank (1996b), p. 99. 
51 See Claessens (1996), p. 2; World Bank (1996b), p. 99. 
52 World Bank (2001), p. 20f. 
53 See Demirgüc-Kunt (2006), p. 27; Micco, Panizza and Yanez (2004), p. 6. 
54 See Detragiache, Tressel and Gupta (2006), p. 26; Gormley (2006), p. 27.  
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a certain degree of supervisory capacity, strengthened financial capabilities 
and sufficient net worth of the incumbent domestic banks. This will pre-
vent undue risk-taking when new competitors enter the market.55 

 
Proposition 8: 
Entry barriers for both domestic and foreign banks should be lowered to 
enable structural change in the banking sector.  

6.2.3 Speed, sequencing and timing of banking sector reforms 

Simply implementing the different reform elements is not sufficient for the 
successful liberalization of a banking sector. The discussion has already 
shown that there are pre-conditions for certain reforms and interdependen-
cies between others. Therefore, as for the overall transformation strategy, 
questions of speed, sequencing and timing are important aspects of a trans-
formation program in the banking sector. Since the main arguments were 
already discussed in section 5.4, they are only covered briefly here. 

6.2.3.1 Speed of reforms 

There are two general choices for the speed of a financial liberalization 
program. These are the big bang and the gradual approach. The general ar-
guments presented in section 5.4.1 – as well as the conclusion that the im-
plementation of a transformation program in a big bang manner is not fea-
sible – are also applicable to the banking sector.  

One of the major arguments for a gradual process arises from the need 
to build strong and resilient institutions. Due to the inherent fragility of 
banks and the dangers of contagion, a gradual process of liberalization is 
preferable. This gives countries time to build appropriate system safe-
guards, such as market infrastructure, accounting standards and banking 
supervision.56  

This recommendation is in line with historical experiences with finan-
cial liberalization. Latin American countries followed a strategy of rapid 
financial liberalization at the end of the 1970s and the beginning of the 
1980s. However, many of these countries experienced severe financial cri-
ses, and the current recommendation is to implement financial liberaliza-
tion programs in a more gradual manner. This allows for an adjustment pe-

                                                      
55 See Bonin and Wachtel (1999), p. 95; Caprio, Atiyas and Hanson (1994), p. 

435; World Bank (2001), p. 21. 
56 See Barton, Newell and Wilson (2003), p. 27; Wyplosz (2001), p. 3. 
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riod during which the necessary supervisory and regulatory systems can be 
built up.57 

 
Proposition 9:  
Liberalization of the banking sector should be carried out a gradual man-
ner. 

6.2.3.2 Sequencing and timing of reforms  

Some important themes for the sequencing and timing of reforms have al-
ready emerged from the discussion of the process elements of financial 
liberalization. First, financial liberalization includes elements that require 
time to implement – such as institution building – so that it is a gradual 
process. Second, the discussion of the process elements has shown that in 
most cases certain pre-conditions have to be fulfilled. Therefore, comple-
mentarities and interrelations between the various reform elements exist 
that require proper sequencing and timing.  

In the context of the overall reform process the relevant question is if 
other reforms can be accomplished in the absence of banking sector re-
forms, and if there are certain reforms that are prerequisites for banking 
sector reforms. Financial reforms are regarded as an important part in any 
transformation program, since they directly affect stabilization and privati-
zation – which are less likely to succeed if banks do not enforce hard 
budget constraints.58 As discussed in section 5.4.2, there seems to be a con-
sensus that banking sector reforms should be pursued towards the middle 
of the transition to a market economy. Institution building and attaining 
macroeconomic stability in particular are prerequisites to ensuring the 
banking sector can operate on a market-determined basis. In addition, 
banks need time to reorganize, streamline their operations, and clean up 
their balance sheets.59  

Once a certain degree of stability and basic institutions are in place, the 
financial liberalization program can begin. The recommendation is to first 
stabilize banks through recapitalization and then to abolish controls on in-
terest rates to ensure that they reflect relative prices. Interest-rate liberali-
zation should start with wholesale rates, followed by lending rates, and fi-
                                                      
57 See Demirgüc-Kunt and Detragiache (1998), p. 36.  
58 See Funke (1993), p. 348. 
59 In developing countries the reform of the domestic financial system can start 

earlier than in transition countries because the scope of reforms is narrower. 
While reforms in developing countries are mostly about liberalization of finan-
cial markets, transition countries have to pursue more basic reforms that include 
for example the creation of institutions. See Funke (1993), p. 346f.  
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nally deposit rates. The second step is to reduce quantitative controls in the 
form of directed credit programs and statutory pre-emptions to give banks 
greater discretion over the use of their funds. The next steps in the reform 
sequence are the opening of entry barriers for domestic and foreign players 
and the reduction of government ownership of banks. Privatization of 
banks and structural changes through the lifting of entry barriers should 
come towards the end of the reform process due to the moral hazard asso-
ciated with the increased competition in the sector. The liberalization of 
the external financial sector should – with the exception of the lifting of 
entry barriers for foreign competitors – come at the end of the overall re-
form program. It is important to keep in mind that the upgrading of the in-
stitutional framework in particular is an ongoing process that is likely to 
extend throughout the entire reform period.60 

This sequence is broadly in line with the experiences from thirteen de-
veloping countries that have liberalized their banking sector analyzed by 
Laeven (2003). Usually these countries started with the deregulation of in-
terest rates, followed by a reduction of reserve requirements. The next 
steps were the abolishment of credit controls and the lowering of entry bar-
riers. Privatization and the introduction of prudential regulation came to-
wards the end of the liberalization process.61 The only important deviation 
from the policy recommendations outlined above is that the creation of 
prudential norms came toward the end of the liberalization program.  

 
Proposition 10:   
Banking sector liberalization should start when the basic institutions are in 
place and the macroeconomic environment is relatively stable. The re-
forms should start with a sequenced liberalization of interest rates, the 
lowering of statutory pre-emptions, and the abolishment of the directed 
credit program. If required, banks should be recapitalized. Afterwards, en-
try barriers for domestic and foreign competitors can be lowered and state-
owned banks can be privatized. 

6.2.4 Political-economy considerations for banking sector 
liberalization 

Political-economy considerations are vital for managing the transition 
process in a banking sector – in fact, just as important as the reform ele-

                                                      
60  See Brownbridge and Kirkpatrick (2000), p. 12f.; Gibson and Tsakalotos 

(1994), p. 579; McKinnon (1991), pp. 6-8; Mehran and Laurens (1997), p. 34. 
61 See Laeven (2003), p. 18. 
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ments outlined above. Transforming a banking sector does not occur in 
isolation. It is closely connected to the situation in the enterprise sector and 
to the fiscal position of a country. A further complication is the influence 
of different interest groups – like savers, borrowers, bank employees – that 
are affected by the transformation of the banking sector. While there are 
certainly other political-economy factors that help to explain the transfor-
mation of a banking sector, this section focuses on the relationship be-
tween banking sector reforms, the enterprise sector and the fiscal situation, 
as well as the role of interest groups in the transition process.62 

The banking sector serves as intermediary between providers and users 
of capital. To ensure the available capital is used efficiently, banks must 
identify the most promising projects and monitor the use of the funds, but 
also that companies – as the receivers of capital – adhere to hard budget 
constraints imposed on them. If they do not, the banking sector faces an 
increased likelihood that loans will become non-performing. This may not 
only make it necessary to extend further loans or government subsidies – it 
may also make a recapitalization of banks necessary, if the losses in the 
loan portfolio have depleted the capital base. There are two implications 
for the transition process in the banking sector. First, reforms in the bank-
ing sector have to be complemented by reforms in the enterprise sector. 
And second, the financial capabilities of a government to extend subsidies 
to enterprises or recapitalize banks affects the pace of banking sector re-
forms.  

As discussed in section 6.2.2.1, hard budget constraints in the enterprise 
sector are an important pre-condition for a successful reform program. 
While hard-budget constraints are an important pre-condition for success-
ful reforms, the extent of the available financial resources in a country also 
directly affects the speed of the transition process. The major effects are as 
follows. First, the extent of public debt influences the pace of privatization 
– the lower the public debt, the slower the privatization process, as suffi-
cient funds are available to bail out loss-making enterprises or banks. Next, 
the higher the budget deficit, the more likely repressive policies such as in-
terest rate controls and statutory pre-emptions will persist, as they lower 
the financing cost for the government. Third, where compensatory pay-
ments to reform losers or interest groups have to be made, the higher the 

                                                      
62 For a summary of general political-economy factors affecting reforms see for 

example Williamson and Haggard (1994). Roland (2002) and Wagener (1993) 
provide an overview of political-economy factors in transition countries, while 
Denizer, Desai and Gueorguiev (1998) focus on the political-economy of finan-
cial repression, and Boehmer, Nash and Netter (2005) investigate political and 
economic factors for bank privatization.  
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public debt and deficits, the slower the reform pace. Fourth, the higher the 
public debt and deficits, the less likely is a "once-and-for-all" recapitaliza-
tion because the necessary financial resources are lacking. Overall, all 
other things being equal, the higher the public debt and deficits, the slower 
the pace of banking sector reforms.63 

But banking sector reforms and financial liberalization are not only in-
fluenced by the fiscal position or the situation in the corporate sector. They 
are also affected by interest groups. Since the seminal work by Olson 
(1965), the impact of interest groups has been a recurrent topic in the po-
litical-economy literature. As in all economic reform, reforms in the bank-
ing sector result in costs and benefits that are not equally shared by differ-
ent groups in society. This leads to both anti- and pro-reform measures by 
different interest groups. All other things being equal, interest groups may 
have the following effects on the transition process in the banking sector. 
The likelihood of privatization decreases with the number of veto players 
such as coalition partners or trade unions. Also, interest groups that benefit 
from interest rate restrictions and directed credit program try to delay the 
liberalization process. The higher the rent from these restrictions, the 
fiercer the opposition and the less likely liberalization is.64 Equally, the de-
cision to liberalize market entry depends on the relative strength of incum-
bents compared to the outsiders who stand to benefit from it. An important 
factor in this respect is the degree of concentration in the market. In 
highly-concentrated oligopolistic markets, incumbents will be in a better 
position to organize their interests, which leads to higher barriers to entry. 
Even if the market structure is not oligopolistic, it can be assumed that in-
cumbents are better organized and have closer ties to policy makers, which 
will delay the opening of the market. The dynamics between different in-
terest groups also affects the speed of reforms. A delay in reforms can be 
caused if different interest groups are engaged in a "war of attrition", in 
which the group that gives in first, loses more. Also, uncertainty about the 
distributional consequences of reforms in the banking sector leads to a de-
sire to stick with the status quo, and thus to reforms being delayed.65 

While these effects are certainly not exhaustive and sometimes offset 
each other, they nevertheless help to explain the dynamics of the transition 

                                                      
63 See Nsouli, Mounir and Funke (2002), p. 25; Opper (2004), p. 571; Roland 

(2002), p. 45. 
64 This can however be solved by using a dual-track liberalization approach in 

which pre-existing rents are preserved.  
65 See Abiad and Mody (2002), p. 12; Acemoglu and Robinson (2000), p. 126f.; 

Alesina and Drazen (1991), p. 1171; Fernandez and Rodrik (1992); Opper 
(2004), p. 569f.; Rajan and Zingales (2003a), p. 19f.; Zhang (2003), p. 70f. 
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process in the banking sector. They should thus form part of the liberaliza-
tion strategy. 

6.3 Measurement of process and results of banking 
sector liberalization  

This section turns to the evaluation of the process and the results of liber-
alization. Since the liberalization of a banking sector stretches over a long 
period of time, it is important for policymakers to know precisely where a 
country stands in the process, and if the results are as initially expected.  

The question to be asked is how the process and the results can be repre-
sented best in order to provide meaningful information for policymakers. 
Past studies have used a single indicator to either analyze the process or 
assign a starting date to financial liberalization. However, relying on a sin-
gle indicator excludes important information and limits possible insights. 
Indicators by their very nature are snapshots of reality: the challenge here 
is to capture the broader aspects of reforms. One possible solution is the 
creation of an index that gives a broader picture of the progress of re-
forms.66 

The discussion below first investigates potential indicators for the proc-
ess and the results. Following this, the process indicators are integrated to 
an overall index. Finally, the impact of market failures on these indicators 
is discussed. 

6.3.1 Identification of process and result indicators 

The starting point for identifying possible process indicators is the re-
quirement that values should be comparable across different sub-
indicators, across countries and over time. Standardization is therefore 
necessary. One approach is to scale the numerical values, for example be-
tween 0 and 1. The necessary pre-conditions are to assign a range of values 
for every variable and to have data for every year. In reality, defining 
ranges for values is difficult.67 An additional complication is that in some 

                                                      
66 See Quispe-Agnoli and McQuerry (2001), p. 12. 
67 A case in point is the capital adequacy ratio. While the lower bound would be 

0%, it is difficult to assign an upper bound. While 100% would be a theoretical 
upper bound, this is clearly not practical. The same problem arises with statu-
tory pre-emptions, where it is difficult to separate the effects of monetary policy 
and appropriation of funds of the state. 
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countries data availability is limited. A more practical alternative is to 
categorize results. For example, Williamson and Mahar (1998) and Abiad 
and Mody (2002) use a four-scale classification system – fully repressed, 
partially repressed, largely liberalized and fully liberalized – to differenti-
ate different policy regimes. The overall logic of the classification system 
is that under full repression the government virtually takes all relevant de-
cisions, while under full liberalization, the government's role is negligible. 
In a partially repressed system, the government – while leaving some room 
for private economic agents – takes a majority of decisions. A largely lib-
eralized system is one that is basically market-oriented, but where the gov-
ernment continues to play an important role in certain areas.68  

Although this classification is to some extent subjective, the approach is 
practical as it is possible to apply the categorization to a wide range of 
variables and countries. Therefore, this thesis follows this four-scale classi-
fication methodology for the process indicators. Since most result indica-
tors are quantitative in nature – such as the ROA or NPLs – no categoriza-
tion is needed here. Working on this basis, possible process indicators for 
the respective transformation steps and result indicators are discussed ac-
cording to the five main process elements described in section 6.2.2.  

The three main policy areas for deregulating the banking sector are the 
liberalization of interest rates, the lowering of statutory pre-emptions and 
changes in the directed credit program. In the first area, a wide variety of 
different possible interest rate controls exist. Since it is difficult to fully 
account for all controls, general tendencies have to be considered.69 Inter-
est-rate controls can be categorized as follows: in a fully repressed system, 
the government sets all or almost all interest rates. In a partially repressed 
system, the government sets ceilings or floors. In a largely liberalized sys-
tem, some interest rates are completely market determined. And in a fully 
liberalized system, virtually all interest rates are set by banks themselves.70 

The results of interest-rate liberalization largely depend on the lifted re-
striction, the interest rate that would have prevailed in the absence of the 
restriction, and on the movement of interest rates after lifting the restric-
tions. In the McKinnon-Shaw models, the assumption is that both deposit 
and lending rates are set at artificially low levels. After the lifting of inter-
est rate restrictions, both rates should increase. In addition, the increased 
competition for deposits and loans will lead to a narrowing of the spread 

                                                      
68 See Williamson and Mahar (1998), p. 4. 
69 For example in 1989-1990 India had over 50 administered lending categories 

and a large number of stipulated interest rates that depended on loan size, usage 
and type of borrower. See Joshi and Little (1997), p. 130. 

70 For the classification see also Abiad and Mody (2002), p. 5 footnote 4. 
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between loans and deposits.71 Result indicators for the relative movement 
of interest rates are (1) the fraction of lending rates divided by deposit 
rates, and (2) the net interest margin, i.e. the lending rate minus the deposit 
rate.72  

Statutory pre-emptions can serve both as tools of monetary policy and 
as instruments of financial repression – if their amount exceeds the level 
that is necessary to pursue an orderly monetary policy. Since it is difficult 
to gauge the levels of reserve and liquidity requirements that are necessary 
for the pursuit of monetary policy, the degree of repression can only be 
approximated.73 

One possible approach is to start from the effective reserve require-
ments, since they give an indication of the percentage of banks' funds that 
are pre-empted. The effective reserve requirements can be calculated from 
the IMF's International Financial Statistics using the following formula74: 

( ) ( )
( ) ( ) ( )banksmoney deposit  outsidecurrency  money quasimoney

banksmoney deposit  outsidecurrency  money  reservetrequiremen  reserve  Effective
−+

−=  

Based on effective reserve requirements from developed and Asian 
countries to gauge the process,75 it is assumed that in a fully repressed sys-
tem the effective reserve requirements are above 15%; in a partially re-
pressed system they are between 10 and 15%; in a largely liberalized sys-
tem between 5 and 10%; and in a fully liberalized system below 5%.76 

Lowering statutory pre-emptions should result in a shift in banks' use of 
funds. Since banks do not have to invest in government bonds, they can 
                                                      
71  See Fry (1997), p. 755f.; McKinnon (1973), p. 69; Williamson and Mahar 

(1998), p. 48f. 
72 An overview of all process and result indicators can be found in Table 2 at the 

end of the section. In Table 3 the categorization of the process indicators is 
summarized. 

73  In the McKinnon-Shaw models the assumption is made that statutory pre-
emptions reduce available funds for investments since they are used to finance 
government consumption. However, there are also models that assume that the 
funds from reserve requirements are channeled to development finance institu-
tions that extend loans to projects in which banks would not invest. Under these 
circumstances and assuming that loan demand is not perfectly interest-rate elas-
tic, it is possible to find a deposit-maximizing required reserve ratio. For a dis-
cussion see Fry (1995), pp. 133-150. 

74 See Williamson and Mahar (1998), p. 8. The formula using the line numbers of 
the International Financial Statistics is (14-14a)/(34+35-14a). 

75 See Table 15 in the appendix for an overview of the values. 
76 The possible caveats of this categorization are that a central bank may use an ex-

tremely high reserve requirement as a tool of monetary policy and that the cate-
gorizations are to some extent arbitrary.  



162      6 Framework for banking sector liberalization 

distribute these funds as loans. Thus, banks' loan portfolios are likely to 
grow. However, on its own this measure is not sufficient – the loan volume 
can increase because of general market conditions. Better measures are the 
ratio of loans to deposits (credit-deposit ratio), or loans to assets. These 
measures give an indication of the changing use of funds on banks' balance 
sheets that are caused by the lowering of statutory pre-emptions. Since the 
two ratios are very similar in nature, only the credit-deposit ratio is used as 
a result indicator in this analysis. 

Categorizing credit controls also includes a certain degree of subjectiv-
ity, as it is necessary to set percentage targets. Following the classification 
used by Demetriades and Luintel (1997), the following percentage targets 
are employed in this study as process indicators: a fully repressed system 
has over 40% directed credit and very detailed prescriptions for sector al-
location and interest rates. In a partially repressed system, directed credit is 
between 20 and 40%, and detailed guidelines exist for its allocation. In a 
largely liberalized system, directed credit is below 20% and interest rates 
are largely market-based. And in a fully liberalized system, there is no di-
rected credit program. 77  

Priority sector advances are commonly associated with eroding banks' 
profitability, due to a combination of low interest rates and low repayment 
rates.78 Therefore, reducing credit to priority sectors should allow banks to 
reduce these income losses. A possible result indicator for the liberaliza-
tion of directed credit is the ROA of banks.  

To achieve stability of the system, banks must be resilient against inter-
nal and external shocks alike. In a market-based banking system, one of 
the main levers to achieve this stability is having an adequate capital basis, 
which provides a cushion against losses. This is recognized in the Basel 
Capital Accord, which requires banks to hold a minimum capital of 8% of 
risk-adjusted assets. 79  In repressed and closed banking systems, capital 
adequacy norms are generally not a concern since the government either 
implicitly or explicitly guarantees banks' survival. By contrast, banking 
regulators in developed countries have adopted detailed guidelines con-
cerning the capitalization of banks.80 Therefore, the status and enforcement 

                                                      
77 See Demetriades and Luintel (1997), p. 314. This does not preclude that gov-

ernment-owned policy banks hand out subsidized credit to priority sectors. 
78 For example for the 1974-1999 period in India, Ganesan (2003) calculates size-

able income losses for banks due to directed credit. See Ganesan (2003), pp. 23-
26. 

79 See Santos (2000), p. 17. 
80 See Rojas-Suarez (2001), pp. 2-4. 
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of capital adequacy norms can serve as an indicator for the progress made 
in creating the institutions for a more stable banking sector.  

Accordingly, a fully repressed system is defined as one that does not 
follow internationally recognized prudential norms. In a partially repressed 
system, the implementation of Basel I is required for banks, but not fully 
implemented or enforced yet. In a largely liberalized system, the interna-
tional capital standards are largely implemented and enforced. And a fully 
liberalized system enforces Basel I and moves toward the implementation 
of Basel II.81 

Successful stabilization of the banking system should result in a lower 
risk of a banking crisis. Indicators that signal the absence of a banking cri-
sis are therefore used to measure the results of stabilization. Commonly 
used indicators that signal distress in the banking system are nonperform-
ing loans above five percent of total loans with a rising trend, return on as-
sets of banks below 1%, and net interest margins below 200 basis points.82 
In this study, these are used as result indicators for stabilization. The four 
indicators – level of NPLs, trend of NPLs, ROA, and net interest margin – 
are treated as dummy variables, where 0 signals a higher probability of fi-
nancial distress and 1 a lower probability.  

 
The progress of privatization of state-owned banks can be measured us-

ing two different variables. First, it is possible to track the percentage of 
state-ownership in state-owned banks, i.e. the equity share held by the 
state. The pitfall of this approach is that it does not account for the de facto 
influence of the state.83 A second option is to track the percentage of total 
assets that state-owned banks hold.84 While this does not account for partial 

                                                      
81 Since the Basel I standard was introduced in 1988, the standard has to be ap-

plied retrospectively. A possible pitfall of this approach is that countries are 
graded based on the guidelines of a standard that at the time did not exist.  

82 See Barton, Newell and Wilson (2003), pp. 53-55. The authors add high growth 
rates of the loan portfolio in relation to the growth rates of the real sector and 
capital adequacy ratios. The growth rate of the loan portfolio is not used in this 
analysis since the necessary sectoral data is not available. Capital adequacy ra-
tios are not included as a result indicator since they are already used as a process 
indicator.  

83 For example if the government holds a "golden share", its ownership stake will 
be negligible while its influence over key business decisions such as a merger is 
significant.  

84 These two approaches resemble those used by La Porta, Lopez de Silanes and 
Schleifer (2002). The author's calculate the extent of state ownership for both 
approaches, and find that the two are highly correlated (above 90%). See La 
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privatization, it gives a better picture of the extent of state involvement in 
the banking sector. It is therefore the approach used in the present study. 
Again, the categorizations are to some extent subjective. For this study, 
state-owned banks are defined as banks where the government or a gov-
ernment agency holds more than 50% of voting rights or banks that are of-
ficially classified as state-owned.  

To remove some of the subjectivity, the classification of the privatiza-
tion process indicator is based on the extent of state-ownership under dif-
ferent policy regimes in selected countries.85 The following categorizations 
are made: under a fully repressed system, state-owned banks hold more 
than 90% of assets of scheduled commercial banks; in a fully liberalized 
system, they hold less than 10% of total assets; in a partially repressed sys-
tem, they hold 50-90% of assets; and in a partially liberalized system, be-
tween 10-50%. 

Privatization of state-owned banks is associated with two effects that 
can be used as result indicators. First, private profit-seeking banks are re-
garded as more efficient than state-owned banks.86 Therefore, following 
privatization, banks should be more profit-oriented, reflected in an increase 
in ROA. Second, state ownership of banks is associated with slower finan-
cial development, commonly measured by three different variables: com-
mercial bank assets as a percentage of total bank assets, liquid liabilities as 
a percentage of GDP, and private credit as a percentage of GDP.87  

 
The progress of reforms in institution building can be gauged by the ex-

tent to which the required institutions are in place. Among the most impor-
tant institutions in a market-based banking system are accounting stan-
dards, capital adequacy requirements, a deposit insurance system, a 
supervisory framework, and a transparent licensing system. Integrating 
these institutions in a process indicator is not without problems, due to the 
qualitative nature of the evaluation. This is especially the case for trans-
parent licensing, since regulators often have a certain degree of leeway in 
deciding which banks can enter the market. Consequently, this criterion is 
not included in the index. Capital adequacy requirements are also not in-
cluded since they are already part of the process indicator for stabilization. 
Accounting standards, deposit insurance and the supervisory framework 

                                                                                                                          
Porta, Lopez de Silanes and Schleifer (2002), p. 269f. Therefore using the sec-
ond indicator alone should not result in an undue loss of information.  

85 See Table 16 in the appendix for an overview of the countries. 
86 See Megginson (2005), pp. 1937-1941 for a discussion of the empirical evi-

dence of the effects of state ownership of commercial banks.  
87 See La Porta, Lopez de Silanes and Schleifer (2002), p. 278 and p. 290. 
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are thus the three constituting elements used in the process indicator in this 
analysis.  

For deposit insurance, the focus is on the existence of an explicit deposit 
insurance system in the country. In the index, an explicit deposit insurance 
system is taken as an indicator of a fully liberalized system. If no explicit 
deposit insurance system is present, the system is characterized as fully re-
pressed. No further distinction is made between a partially repressed and a 
partially liberalized system.  

Since it is outside the scope of this thesis to include all relevant account-
ing standards in the process indicator, the focus is on the recognition of 
NPLs because of their importance for the stability of the banking sector. 
The international standard is to recognize a loan as non-performing after 
one quarter of outstanding interest, which is indicative of a fully liberal-
ized market-based system. On the other hand, the absence of a framework 
for recognizing NPLs is an indication of a fully repressed system.88 A par-
tially repressed system is defined as one where NPL standards exist, but 
are not enforced and compared to international best practice are very weak. 
In a largely liberalized system, an NPL classification system exists which 
is less stringent than the international best practice.  

For the supervisory framework, the focus is on the independence and the 
powers of the bank regulator, and the scope of the legal and organizational 
arrangements. A fully repressed system has no independent bank regulator 
and the almost non-existent supervisory framework focuses on the compli-
ance with government-imposed policies such as the distribution of directed 
credit. At the other end of the spectrum is a fully liberalized system where 
the supervisory agencies are independent and have far-reaching powers 
within the laws and regulations; the focus is more on the macro-
management than the micro-management of the sector. A partly repressed 
system is taken to be one in which first attempts have been made to estab-
lish a regulatory and supervisory system, but the regulators are not always 
independent. In a partly liberalized system, most legal and organizational 
arrangements are established but they are not always applied. 

There are several effects from upgrading the institutional framework. 
Better institutional standards are likely to increase the stability of the bank-
ing system. A possible effect is a lower level of NPLs.89 A lower level of 
NPLs appears counterintuitive at first, because of the suggested tightening 

                                                      
88 A case in point is the Chinese banking system where prior to the 1979 reforms 

banks handed out loans that were effectively grants; NPL recognition was con-
sequently not an issue. See Lau (1999), p. 73f. 

89 Second-order effects of improved institutional quality are higher levels of in-
vestment and growth. See Aron (2000), p. 128f. 
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of accounting standards for the recognition of NPLs. However, in combi-
nation with deposit insurance, capital adequacy standards and a supervi-
sory system, it is likely that banks will try to lower the level of NPLs in 
order to meet regulatory standards. For evaluating the progress with regard 
to NPLs, the same result criteria are used – 5% threshold and trend of 
NPLs – as for stabilization policies. 

One of the main indicators of structural change in a banking sector is the 
lifting of entry barriers for new domestic and foreign banks. The following 
classifications are used for the process indicator. A fully repressed banking 
system is completely closed to new entrants. In a partially repressed sys-
tem, entry guidelines exist but there are heavy restrictions on foreign play-
ers entering the market. In a largely liberalized system, the same restric-
tions apply to domestic and foreign players but foreign players may be 
subject to ownership caps when investing in domestic banks. A fully liber-
alized system is defined as one that offers a level playing field for the entry 
of both domestic and foreign players.90 

Lowering the entry barriers can be interpreted as an option to enter the 
market. Thus, an increase in the number of banks can serve as a result in-
dicator. However, simply looking at the number of banks might misrepre-
sent the structural changes in the banking sector, if the new entrants remain 
small in comparison to the incumbents. Therefore, besides market shares, 
changes in the concentration of the sector have to be included. Common 
measures of concentration are the Herfindahl index and the M-
concentration ratio.91 Table 2 summarizes the proposed process and result 
indicators. Table 3 provides an overview of the classification of the vari-
ables for the process indicators and their attribution to different policy re-
gimes. As already mentioned, the classification is to some extent subjec-
tive. Nevertheless it is the most feasible way to compare different 
countries and indicators. 
                                                      
90 Taking changes of the entry regulations as the process indicator involves a cer-

tain degree of ambiguity since the effective changes depend on the implementa-
tion of the new regulation. Thus, there might be cases in which the entry is de-
regulated, but new competitors are nevertheless effectively barred from entering 
the sector through for example political pressure. 

91 The Herfindahl index is calculated by taking the sum of the squares of all banks, 
while the M-concentration ratio is the sum of the market shares of the largest 
banks, with "M" indicating the number of banks included. See International 
Monetary Fund (2002), p. 78.  
Lifting of entry barriers can also affect interest rates. However, since the open-
ing of the sector affects lending and deposit rates differently, it is not possible to 
specify the effects on the net interest margin ex-ante. See Chan and Hu (2000), 
p. 442. 
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Table 2. Overview of process and result indicators 

Indicators
Process step Process Results
Liberalization 
   Interest rate 
   controls

Degree of interest rate 
setting by the government 
versus the market

(1) Lending rates/deposit 
      rates
(2) Net interest margin 

   Reserve 
   requirements

Extent of effective reserve 
requirements

Credit-deposit ratio

   Directed 
   credit

Percentage of directed 
credit

Return on Assets 

Stabilization Status and enforcement of 
capital adequacy norms

Danger of financial 
distress: level of NPLs, 
trend of NPLs, ROA, net 
interest margin

Privatization Assets of state-owned 
banks as percentage of total 
assets

(1) ROA
(2) Financial development
(2a) Commercial bank 
        assets/total bank 
        assets
(2b) Liquid liabilities/GDP
(2c) Private credit/GDP

Institution 
building

Development of accounting 
standards, deposit insurance 
and supervisory framework

(1) Level of NPLs
(2) Trend of NPLs

Structural 
change

Degree of openness for new 
domestic and foreign 
players

(1) Market shares of bank 
      groups
(2)  Concentration 
       measures
(2a) Herfindahl index
(2b) M-concentration 
        ratio
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6.3.2 Construction of a liberalization index 

The indicators discussed above focus on different individual aspects of the 
liberalization process. Integrating them into a single indicator provides a 
more holistic framework for evaluating the process. Financial liberaliza-
tion is a multi-faceted process that can last several years. This makes it 
necessary for policy makers and economic agents alike to get an indication 
of where the process stands and what still remains to be done. An index of 
financial liberalization can help in this respect.  

The literature contains several examples of financial liberalization indi-
ces covering different aspects of the liberalization process (Table 4). The 
focus is generally on variables that capture the progress of financial sector 
liberalization. An exception is the study of Quispe-Agnoli and McQuerry 
(2001), which focuses on variables that are proxies for liberalization re-
sults. Studies focusing on the liberalization process suffer from two short-
comings. First, some authors like Demetriades and Luintel (1997) and 
Kaminsky and Schmukler (2002) look at a very limited set of policy vari-
ables that mostly capture the reversal of repressive policies, such as the 
lowering of interest rate controls, credit allocation, or reserve require-
ments. However, just looking at the removal of repressionist policies does 
not take the complexity of the liberalization process into account – a proc-
ess that requires further supporting elements, such as the creation of a 
regulatory structure. Second, some studies like Bandiera et al. (2000) and 
Laeven (2003) do not distinguish between the intensity of the policies. In-
stead, they assign binary values – typically 0 for repression and 1 for liber-
alization. The problem here is that many countries have in the past gradu-
ally liberalized their financial system by lifting restrictions over time. This 
cannot be accounted for using binary variables. Moreover, China is not in-
cluded in any of the indices and India only infrequently, despite their rap-
idly growing economic importance.  
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Table 4. Overview of financial liberalization indices 
Author(s) Variables Countries Description
Demetriades/ 
Luintel (1997)

 - Interest rate controls (fixed rate, ceiling or floor 
   on deposit and lending rate)
 - Percentage of directed credit 
 - Extent of statutory pre-emptions (reserve and 
   liquidity ratio)

India  - Construction of an "Index of Financial 
   Repression" from 1960 to 1991
 - Variables are integrated using the method 
   of principal components

Bandiera et al. 
(2000)

 - Lowering of interest rate regulations
 - Reduction of reserve requirements
 - Lowering of directed credit rules
 - Privatization of state-owned banks
 - Strengthening of supervisory body
 - Liberalization of securities markets
 - Introduction of prudential regulation
 - International financial liberalization 

Chile, Ghana, 
Indonesia, Korea, 
Malaysia, Mexico, 
Turkey, Zimbabwe

 - Changes in the variables are captured with 
   dummy variables (0 and 1)
 - Index is used to assess the impact of 
   financial liberalization on financial savings 
   from 1970-1994
 - Variables are integrated using the method 
   of principal components

Quispe-Agnoli/ 
McQuerry (2001)

 - Average annual nominal interest rate
 - Commercial bank assets/total financial assets
 - Liquid liabilities/GDP
 - Private credit by commercial banks/GDP

Argentina, Brazil, Chile, 
Mexico and Peru

 - Variables are used for an "Index of Banking 
   Activity" that runs from 1980 to 2000
 - Index measures changes in the activity, 
   size and intermediation of the banking 
   sector

Abiad/ Mody 
(2002)

 - Credit controls
 - Interest rate controls
 - Entry barriers
 - Regulations and securites markets
 - Privatization
 - International financial transactions

35 countries (including 
India, excluding China)

 - Variables are categorized as "fully 
   repressed", "partially repressed", 
   "partially liberalized" and "fully 
   liberalized"
 - Index is used to test the existence of 
   status-quo bias in financial reform

Kaminsky/ 
Schmuckler (2002)

 - Liberalization of the capital account: regulations 
   on offshore borrowing, multiple exchange rates, 
   controls on capital outflows
 - Liberalization of domestic financial system: 
   regulations on deposit and lending rates, 
   allocation of credit, reserve requirements, 
   foreign currency deposits
 - Liberalization of stock markets: acquisition of 
   shares by foreigners, rules on repatriation of 
   capital, interest and dividends

28 developed and 
developing countries 
(excluding India and 
China)

 - Index runs from 1973 to 1999
 - Each of the three areas is classified as 
   "fully liberalized", "partially liberalized" 
   and "repressed"
 - Index is used to make inferences about the 
   occurrence of financial crises during times 
   of financial liberalization 

Laeven (2003)  - Deregulation of deposit and lending rates
 - Reduction of entry barriers for domestic and 
   foreign banks
 - Reduction of reserve requirements
 - Reduction of credit controls and restrictions
 - Privatization of state-owned banks
 - Strenghtening of prudential regulations

Argentina, Brazil, Chile, 
India, Indonesia, 
Malaysia, Mexico, 
Pakistan, Peru, 
Philippines, Korea, 
Taiwan, Thailand

 - Progress is captured with dummy variables 
   that take a value of 1 in years without 
   restrictions
 - Index runs from 1988 to 1998 and is used 
   to measure the effect of financial 
   liberalization on financing constraints of 
   firms  

 
Based on these observations, the financial liberalization index used in 

this thesis is constructed as follows. First, all five of the process elements 
identified are included to provide a holistic picture of the liberalization 
process. Second, the gradual nature of the process is accounted for by dis-
tinguishing between "fully repressed", "partly repressed", "partly liberal-
ized", and "fully liberalized" systems. The different systems are assigned 
point scores: a fully repressed system receives 0 points, a partially re-
pressed system 1 point, a largely liberalized one 2 points, and a fully liber-
alized one 3 points.92 To remove some of the subjectivity in assigning point 
scores, the categorization guidelines from the previous section are em-
ployed (Table 3). Third, if more than one indicator exists for any one of 

                                                      
92 This follows the approach of Abiad and Mody (2002). While the classification is 

to a certain extent subjective, it allows the comparison of different countries and 
policy environments. 
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the process elements – such as for the liberalization dimension, the average 
value of the sub-indicators is taken. Fourth, the five main process elements 
are equally weighted so that the overall index can have scores between 0 
and 15 in any year.93  

This index can be used to evaluate the process of financial liberalization 
– it comes close to what Bandiera et al. (2000) describe as the ideal index 
of financial liberalization by covering aspects of deregulation and institu-
tion building.94 However, it does not take account of the effect of market 
failure on the indicators since it is possible that some state-intervention is 
needed to ensure a more efficient functioning of the financial sector. These 
issues are discussed in the next section. 

6.3.3 Effects of market failure on indicators 

The indicators discussed above are used to evaluate the progress of bank-
ing sector liberalization. The outcome will be interpreted in terms of abso-
lute progress – i.e. how far liberalization has progressed in one country – 
and in relative terms – i.e. how far liberalization has progressed in com-
parison to another country. Yet these comparisons are only meaningful on 
the assumption that no market failures occur. Since it is unlikely that this 
assumption is fulfilled, it is necessary to adjust the process and result indi-
cators to take market failures into account.95  

In allocation theory, market failure refers to 
 

"[…] the failure of a more or less idealized system of price-market institutions to 
sustain 'desirable' activities or to estop [sic] 'undesirable' activities. The desirabil-
ity of an activity, in turn, is evaluated relative to the solution values of some ex-
plicit or implicit maximum-welfare problem."96  

 
As outlined in section 4.2.1.1, market failures occur where the condi-

tions for the proper functioning of the market are not met. Due to monop-
oly power, information asymmetry, or external effects, the market will not 

                                                      
93 In addition, an index based on the method of principal components is con-

structed that includes all process elements. 
94 See Bandiera et al. (2000), p. 242f. 
95 For example, with respect to the process indicators, market failure can make it 

necessary not to achieve the full degree of liberalization. With respect to the re-
sult indicators, market failure can influence the assumed cause-effect relation-
ships so that the expected results will not occur at all or not occur to the ex-
pected extent. 

96 Bator (1958), p. 351. 
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provide efficient outcomes. This provides a rationale for government in-
tervention to improve the market solution.97 However, market failure is a 
necessary, but not a sufficient condition for state intervention. It is equally 
important that state intervention provides a better solution, since "[…] the 
deficiency of the 'visible hand' may be larger than that of the 'invisible' 
one."98 Below, relevant market failures and their effect on the previously 
identified indicators are discussed.  

The process indicator for liberalization comprises three different poli-
cies: interest rate restrictions, statutory pre-emptions, and directed credit. 
Interest rate restrictions are generally perceived to be an impediment to the 
proper functioning of the market mechanism and consequently do not con-
stitute a market failure. The general policy recommendation as discussed 
above is to abolish them to enhance the efficiency of the market. Stiglitz 
(1994), however, points to the danger of excessive risk-taking by banks in 
an environment of fully liberalized interest rates. In the presence of ex-
plicit or implicit deposit insurance, banks can compete for funds on the ba-
sis of the highest interest rate, since the government guarantees the depos-
its. To pay for the interest rates on the deposits, banks have to take higher 
risks which in turn reduces the stability of the banking system.99 While it is 
not implausible that liberalized interest rates induce banks to take higher 
risks that result in market failure as argued by Stiglitz, it is questionable 
whether interest rate restrictions on the deposit and/or lending side are the 
most efficient solution. Capital adequacy rules or net worth requirements 
are commonly used measures that provide disincentives for excessive risk-
taking. If these policies are already in place, there should be no need for 
further restrictions on the interest rate. Therefore market failure is not ac-
counted for in the process indicator for interest rate restrictions. 

Statutory pre-emptions can either constitute a monetary policy instru-
ment or a means of financial repression. In the context of monetary policy, 
reserve and liquidity requirements should be seen as tools that help the 
central bank to supply a stable monetary system, which is a public good. 
The possible uses of statutory pre-emptions can thus differ profoundly. It 
is not possible to distinguish between that part of statutory pre-emptions 
that is used for monetary policy and that which is used for pre-empting 
funds for the government, so the assumption is made that effective reserve 
requirements below 5% enable the central bank to carry out its monetary 
policy. The more developed countries with the exception of Japan have an 

                                                      
97 See Freebairn (1998), p. 67.  
98 Balcerowicz (1995), p. 174.  
99 See Stiglitz (1994), p. 39.  
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effective reserve requirement well below 5%.100 Consequently, a level of 
up to 5% is defined as fully liberalized for the purpose of this study. Since 
the 5% threshold is sufficient to provide the public good of a stable mone-
tary system, no adjustments for market failure are needed for the process 
indicator. 

The market failure argument for a directed credit program is that banks 
may not allocate credit to the projects with the highest returns. The total 
return of a project is the sum of the expected profits of the bank and the 
entrepreneur. Banks exclusively focus on the maximization of their ex-
pected return and, as a consequence, will not necessarily finance the pro-
jects with the highest total return. An additional problem is that small firms 
with insufficient collateral might not receive funding despite being innova-
tive or delivering high returns.101 The rationale for a directed credit pro-
gram is thus to overcome credit rationing for projects that provide either 
high returns or high benefits from spillover effects.102  

This problem can be especially pervasive in rural credit markets. Besley 
(1994) points out two features of rural credit markets in developing coun-
tries that may warrant directed credit for the agricultural sector. First, the 
lack of assets in rural markets that can serve as collateral, combined with 
poorly defined property rights, makes the appropriation of collateral in the 
event of default complicated for banks. Second, agricultural incomes are 
affected by weather shocks. Since these weather shocks are regional in na-
ture, local banks cannot diversify this risk, which results in a significant 
increase of the loan portfolio's riskiness.103 

The failure of banks to provide credit in these instances is an indication 
that the necessary condition for government intervention is met. The ques-
tion then arises of whether government intervention can improve the out-
come. This is by no means clear, since governments – as with setting inter-
                                                      
100 See Table 15 in the appendix. 
101 From banks' point of view, screening of projects would be a substitute to collat-

eral. Banks however cannot recoup the cost of projects that were screened and 
rejected. Consequently, they will under-invest in project screening. See 
Manove, Padilla and Pagano (2001) for a discussion.  

102 See Joshi and Little (1997), p. 135; Stiglitz (1994), p. 30 and p. 42; Vittas 
(1991), p. 5. Stiglitz and Weiss (1981) show that credit rationing can occur if 
the profit maximizing interest rate for the bank is below the market clearing in-
terest rate. See Stiglitz and Weiss (1981), p. 394.  
Coco (2000) points out that the existence of collateral is only a necessary, but 
not a sufficient condition to overcome credit rationing. Factors such as the type 
of competition, the amount of collateral or the possibility to screen projects are 
also important. See Coco (2000), p. 209. 

103 See Besley (1994), p. 31f. 
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est rates – also face information problems. Credit rationing in private capi-
tal markets therefore does not necessarily constitute a rationale for the pro-
vision of credit by governments in all settings.104 Based on countries' ex-
periences with allocative controls, Vittas (1991) argues that their scope 
should be limited and accompanied by improvements in the legal and ac-
counting systems.105  

The potential problems with directed credit have to be weighed against 
the potential benefits. In countries like India or China, in which a large ag-
ricultural sector and small-scale industries compete for funds with large 
industrial enterprises, there might be scope for a directed credit program 
under the pre-condition of efficient delivery. 106  For India for example, 
Naastepad (2001) finds significant positive macroeconomic spillover ef-
fects from priority sector lending to agriculture and small-scale indus-
tries. 107  Consequently, there is an argument based on market failure in 
these countries to direct a certain percentage of bank credit to priority sec-
tors. 

How high should this percentage be, and what sectors should receive it? 
A starting point could be to reserve bank credit commensurate to the share 
of GDP of these sectors – for example 22% in the case of agriculture in In-
dia and 15% in China.108 However, it would be necessary to adjust this per-
centage downward for the capital intensity of the sectors and the amount of 
capital that these sectors would receive in the absence of a directed credit 
program. Unfortunately this approach is impractical, since the amount of 
capital these sectors would receive in the absence of a directed credit pro-
gram is hard to estimate.  

A more feasible approach is to take the actual size-wise distribution of 
credit and assume that priority sector companies with credit amounts 
above a certain cut-off size would be able to receive credit on regular 
terms, since larger loans lower the per-unit fixed cost of evaluating the 
                                                      
104 See Joshi and Little (1997), p. 126f.; Stiglitz (1989b), p. 202. 
105 See Vittas (1991), p. 6. 
106 Agriculture accounted for about 22% of GDP in India and 15% in China in 

2003. See Deutsche Bank Research (2005), p. 3. 
107 See Naastepad (2001), p. 500. There are different reasons for credit rationing 

for small-scale industries and agriculture. As previously mentioned, the prob-
lem for small-scale industries is one of asymmetric information between bor-
rower and lender, and lack of collateral. For agriculture the lack of collateral 
and the non-diversifiable exposure to (weather) shocks are the main issues. See 
Naastepad (2001), p. 479f. 

108 Setting the directed credit target based on the employed capital in the defined 
priority sectors is not feasible since the capital share might reflect credit ration-
ing for certain sectors.  
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debtor. Thus the assumption is that companies in priority sectors that cur-
rently receive credit below a certain cut-off size would not receive this 
credit in the absence of a directed credit program. The percentage of credit 
that goes to these sectors would then be an indication of the necessary 
amount of directed credit. In India, where a breakdown of credit sizes is 
available, the share of credit below Rs 2 lakh (Rs 200,000) that goes to ag-
riculture, artisans and small scale industries is about 6%. If the credit 
amount is increased to Rs 5 lakh, about 8% of total credit would go to pri-
ority sectors.109 This is fairly close to the recommendation of the Narasim-
ham Committee, which suggested a priority sector target of 10%.110 There-
fore, the 10% percentage goal is considered to be non-repressive for large, 
less developed economies.  

The indicator for the process of stabilization is the application of capital 
adequacy standards. As discussed further above, the Basel Capital Accord 
recommends a CRAR level of 8%. Since the risk level in emerging mar-
kets is likely to be higher due to the higher vulnerability to exogenous 
shocks, the 8% threshold might not be sufficient. However, arguments 
abound in the literature about the need for a higher capital adequacy ratio 
in developing countries due to higher economic and financial volatility. 
Unfortunately there is little guidance on how they should actually be set.111 
A notable exception comes from the World Bank that suggests capital ade-
quacy ratios of up to 20% for developing countries.112 Thus, a range for 
capital adequacy standards for developing countries lies between 8 and 
20%. Since it is difficult to specify precisely the "correct" capital adequacy 
level, it is assumed that in a fully liberalized system in a developing coun-
try, the capital adequacy standards should be above 8% to account for 
market failure. If the capital adequacy standards follow the international 
practice of 8%, the system is considered here "partially liberalized". 

The efficiency of state-owned banks is commonly lower than that of 
private banks. This can be interpreted as a case of state failure to which 
privatization is advocated as a solution. There are, however, exceptions. 
Hawkins and Mihaljek (2001) point out that state-owned banks can play a 
useful role in serving poor customers and those living in remote areas of 
large countries. They can also extend credit to agriculture and small and 

                                                      
109 See Reserve Bank of India (2004a), pp. 115-120. Rs 2 lakh are about 3,400 

EUR and Rs 5 lakh about 8,500 EUR (based on an exchange rate of 58.54 
Rs/EUR as of June 30th 2006).  

110 See Government of India (1998), p. 26. 
111 See Brownbridge and Kirkpatrick (2000), p. 15; Caprio, Atiyas and Hanson 

(1994), p. 422; Honohan (1997), p. 20; Rojas-Suarez (2001), p. 35. 
112 See World Bank (1997b), p. 69. 



176      6 Framework for banking sector liberalization 

medium-sized enterprises. These rationales are essentially the same as 
those given for directed credit programs. Far-reaching financial liberaliza-
tion does not eliminate the need to explicitly focus on these parts of the 
population, since liberalization has no built-in mechanism to induce banks 
to target less advantaged groups. India and China are both examples of 
countries with large rural populations and a high percentage of poor peo-
ple; in these countries, state-owned banks may be in a position to over-
come market failure by extending the reach of banking services.113  

But state-owned banks are no panacea. In India, despite a policy of so-
cial banking, poorer households in rural areas have only limited access to 
formal sources of finance.114 Furthermore, there are marked regional dif-
ferences in the distribution of financial services, with households in poorer 
areas in India having lower access levels to formal sources of finance.115 
The same is true for China, were informal sources of finance remain a ma-
jor source of credit, especially in rural areas, despite the development of a 
formal financial sector. While microfinance institutions can be an alterna-
tive provider of financial services to rural areas, most of these institutions 
cannot operate on a stand-alone basis; like self-help groups, they need 
linkage to banks.116  

Thus there is a mixed picture regarding the privatization of state-owned 
banks. In the urban and semi-urban centers the affluent population could 
be served by private-sector banks, but state-owned banks are still needed 
to provide banking services to the rural areas as well as to the urban poor. 
Despite their mixed record in providing banking services to poorer parts of 
the population, there is still a need for state-owned banks to provide finan-

                                                      
113 See Hawkins and Mihaljek (2001), p. 15; Krahnen and Schmidt (1994), p. 80. 
114 For example, 70% of farmers with landholding below one acre do not have a 

bank account and 87% do not have access to formal credit and as a conse-
quence have to resort to informal sources such as moneylenders. See Srivastava 
and Basu (2004), p. 9. 

115 See Srivastava and Basu (2004), p. 9f. This is highlighted by the distribution of 
bank branches in India (Figure 40). While the SBI and the other nationalized 
banks have 40% of their branches in rural areas, the Indian private sector banks 
with their much smaller branch network had only 18% of their branches in rural 
areas and the foreign banks none at all. 

116 See Srivastava and Basu (2004), p. 16. The linkages between banks, microfi-
nance institutions and self-help groups are exemplified well by ICICI Bank's 
program in Tamil Nadu. See Prahalad (2005), pp. 302-312. For an overview of 
the importance of informal finance in India and China see Tsai (2005).  
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cial services – at least until private sector initiatives such as microfinance 
institutions take hold.117  

If public-sector banks have a role in countering market failure, what 
share of the market should they have? The theoretical decision rule is that 
public sector banks should only cover those clients that cannot be profita-
bly served by private sector banks, either because they are poor or live in 
remote areas. The share of bankable assets that these parts of the popula-
tion hold should be used to approximate the necessary extent of state-
owned banks. However, since these customers are often outside the formal 
banking system, this number cannot be estimated. An alternative approach 
is needed.  

One alternative is to take the share of credit and deposits that is pro-
vided by state-owned banks in rural and semi-urban areas. In India, for ex-
ample, private sector banks and foreign banks have only about 2,900 
branches in these areas, compared to about 44,500 from state-owned 
banks.118 It can be assumed that most of these areas cannot be profitably 
served by private banks, especially since state-owned banks already have a 
strong position in the market. Currently about 28% of total deposits and 
19% of total credit in India are held by state-owned banks in these areas.119 
Depending on whether a deposit or a credit perspective is taken, the share 
of state-owned banks should be between 19% and 28%. For the calcula-
tions in this study, the average of these two values – 24% – is taken as the 
share of assets state-owned banks should hold for reasons of market fail-
ure. These numbers are based on data from India, but it is assumed that 
they mirror the situation in China, where there are similar problems of 
credit delivery to less privileged areas, as pointed out by Tsai (2005).120  

Obviously, this is only a crude approximation since it assumes that 
banking services could not be offered profitably in those areas by private 
sector banks. It also assumes that all city-dwellers have access to the for-
mal banking sector, which is most likely not the case. Furthermore, the 
"justified" share of state-ownership is likely to change in line with overall 
economic change. Yet, despite these limitations, the figure provides a first 
                                                      
117 The endogenous growth theory provides a further argument for state-owned 

banks and more specifically branching requirements. Based on the endogenous 
growth theory, financial deepening can increase the growth rate of the econ-
omy. Therefore, the social return of providing banking services to underserved 
regions can exceed the private return of the respective bank so that branching 
requirements can help to reduce a market failure. See Sen and Vaidya (1997), 
p. 43 footnote 4. 

118 See Figure 40 in the appendix. 
119 See Table 17 in the appendix. 
120 See Tsai (2005), pp. 127-135. 
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approximation of the extent of state-ownership that is justified due to mar-
ket failures.121  

Strong institutions are necessary in both developed and developing 
countries to ensure the proper functioning of the banking system. Indeed, 
developing countries are likely to need stronger institutions because of the 
pervasiveness of market failures, which require extensive regulations.122 
The three relevant institutions in the context of the indicators discussed 
above are accounting standards with respect to NPLs, deposit insurance, 
and the supervisory system.  

For accounting standards, the need to converge to international stan-
dards for the recognition of NPLs has been postulated. Since accounting 
standards are largely based on conventions, changes in the stringency of 
NPL recognition would not address market failure but merely change the 
yardstick for the evaluation of the business. Therefore, no adjustments will 
be made to the process indicator.  

The process indicator for deposit insurance tests if the country has an 
explicit deposit insurance system or not – but the level of insurance is not 
taken into account. Like all insurance, deposit insurance can lead to moral 
hazard due to asymmetric information between the insured (the bank) and 
the insurer (the deposit insurance agency). Deposit insurance can induce 
banks to take higher risks, since it provides protection for depositors in the 
event of a crisis. This danger has to be weighted against the systemic risk 
of bank runs that may occur when depositors lose confidence in the sol-
vency of a bank in a system without deposit insurance. Both cases are in-
stances of market failure. In general, protection of depositors takes priority 
over the danger of increased risk-taking by banks, since this moral hazard 
can be mitigated by regulatory standards such as capital adequacy or net 
worth requirements that increase the costs to bank owners in the case of 
failure. Since it is possible to mitigate the effects, no explicit adjustments 
are made to the indicator to account for market failure from deposit insur-
ance. 

For the supervisory framework, the focus was on the existence of an in-
dependent supervisory agency with extensive powers to act within the es-
tablished legal and organizational framework of bank supervision. Since a 
strong and independent supervisory body is a prerequisite for the proper 

                                                      
121 Even if state-owned banks are regarded as a temporary second-best solution, 

they should be subjected to the same supervisory standards and prudential regu-
lations as private-sector institutions to mitigate some of the downsides of state-
ownership. See Hawkins and Mihaljek (2001), p. 15. 

122 See Rodrik (2000), p. 93. 
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functioning of the market mechanism in the banking sector, no adjustments 
for market failure need to be made. 

The process of structural change in the banking sector is modeled by the 
possibility of entry for both domestic and foreign players. Structural 
changes are likely to increase competition in the banking sector, which is 
generally regarded as efficiency-enhancing. Increased competition can, 
however, also have a downside: it reduces profits, which in turn may lead 
to the decreased stability of banks and the increased risk of insolvency.123 
At the same time, in this context the failure of banks can also be inter-
preted as a sign of a healthy market process in which not every player in 
the market survives. To mitigate the downside, regulators can introduce 
safeguards such as capital adequacy requirements, deposit insurance, or net 
worth requirements. Decisions to limit entry into the banking sector are, if 
adequate safeguards are in place, mainly motivated by political arguments 
and not by market failure. Therefore no adjustments are made to the proc-
ess indicator for structural change on market failure grounds.  

Market failures should therefore be an important consideration during 
the process of financial liberalization, especially in developing countries 
such as India or China. The need for the provision of banking services 
through state-owned banks, a certain level of directed credit to provide 
funds for underserved parts of the economy, the need to have higher capi-
tal adequacy standards because of higher risks are the key considerations. 
Table 5 gives an overview of the indicators for the analysis, including the 
necessary adjustments for market failure.  

Having identified possible indicators for the process and results, the dis-
cussion now turns to the overall effects of liberalization. In the next sec-
tion, hypotheses are suggested on the effects of banking sector liberaliza-
tion on the fulfillment of the functions of the banking sector and on 
macroeconomic aggregates. 

                                                      
123 See Stiglitz (1994), p. 45f. Another argument against too much competition es-

pecially from foreign banks is a variation of the infant industry argument ac-
cording to which small domestic banks may be at a disadvantage against large 
foreign banks. See Stiglitz (1994), p. 49. 
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Table 5. Effects of market failure on the indicators 

Indicators
Process step Process Results No Yes If yes, necessary changes
Liberalization 
   Interest rate 
   controls

Degree of interest rate 
setting by the government 
versus the market

(1) Lending rates/deposit 
      rates
(2) Net interest margin 

   Reserve 
   requirements

Extent of effective reserve 
requirements

Credit-deposit ratio

   Directed 
   credit

Percentage of directed 
credit

Return on Assets 10% directed credit in large, 
rural countries

Stabilization Status and enforcement of 
capital adequacy norms

Danger of financial 
distress: level of NPLs, 
trend of NPLs, ROA, net 
interest margin

Higher capital adequacy 
standards (>8%) because of 
higher risks

Privatization Assets of state-owned 
banks as percentage of total 
assets

(1) ROA
(2) Financial development
(2a) Commercial bank 
        assets/total bank 
        assets
(2b) Liquid liabilities/GDP
(2c) Private credit/GDP

About 25% state ownership in 
poor, large countries with large 
rural populations

Institution 
building

Development of accounting 
standards, deposit insurance 
and supervisory framework

(1) Level of NPLs
(2) Trend of NPLs

Structural 
change

Degree of openness for new 
domestic and foreign 
players

(1) Market shares of bank 
      groups
(2)  Concentration 
       measures
(2a) Herfindahl index
(2b) M-concentration 
        ratio

Intervention necessary because of 
market failure?

 
 

6.4 Macroeconomic effects of banking sector 
liberalization 

In the previous sections, indicators for the process and results of banking 
sector liberalization were identified and the effects of market failure on 
these indicators discussed. While these indicators give an indication of the 
microeconomic performance of banks in areas such as profitability and 
stability, they do not indicate whether the banking sector can fulfill its 
macroeconomic functions better or worse. As discussed in section 4.1, the 
main functions of the banking sector are the mobilization of savings and 
the allocation of savings to investment projects. This should help to foster 
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economic growth. This section identifies possible indicators for evaluating 
the effects of liberalization on these banking sector functions and develops 
hypotheses on their effects. The focus is on the assumptions of the stan-
dard McKinnon-Shaw framework presented in section 4.3. As such, this 
section directly summarizes the relevant cause-effect relationships and dis-
cusses potential indicators without delving into the theoretical foundations.  

In the McKinnon-Shaw model, a main element of financial repression is 
artificially low deposit and lending rates to provide cheap credit to favored 
borrowers and the government. The resulting policy recommendation is to 
increase the real interest rate, which should increase the propensity to save. 
Positive effects on the savings rate can also come from increased competi-
tion in the banking system, which can result in the creation of more attrac-
tive savings instruments. A higher interest rate and more attractive savings 
instruments should increase the propensity to defer current consumption 
and increase savings, which can be measured by the ratio of saving to 
GDP.  

However, an increase in the level of savings does not necessarily stem 
from an absolute increase in saving. It can also be the result of shifts in the 
structure of saving. Two likely effects must be controlled for. These are a 
shift from savings in the curb market to the organized banking sector, and 
a shift from physical savings to financial savings. 

 
Hypothesis 1:  
Liberalizing the banking sector increases the saving rate and the stock of 
savings. 

 
Liberalizing the banking sector should have two effects on the allocation 

of capital to investment projects: an increase in the level of capital and an 
increase in the efficiency of capital allocation.  

An increase in the level of capital is expected for two reasons. First, as 
discussed above, it is hypothesized that financial liberalization increases 
the amount of savings that are intermediated through the organized finan-
cial sector. Second, the lowering of statutory pre-emptions means that 
fewer funds are directed towards the financing of the budget deficit and 
more capital is available for investment projects. The increase of the level 
of capital can be measured by the level of private capital to GDP or credit 
to the private sector to GDP.  

 
Hypothesis 2:  
Liberalizing the banking sector increases the availability of capital. 
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Besides providing a higher level of credit, a liberalized banking sector is 
likely to be more efficient in allocating funds. This is the result of lower 
directed credit rules and increased competition. The rationale for priority 
sector credit is to provide funding for sectors with high social but low eco-
nomic returns, and to support sectors that would otherwise not receive 
funding. Therefore, it can be assumed that after liberalization banks will 
gradually shift their lending portfolio away from priority sectors. 

The second effect leading to an enhanced efficiency of capital allocation 
is increased competition in the aftermath of financial liberalization. With 
new competitors entering the sector and with banks under pressure from 
capital markets to improve results, there are strong incentives for manage-
ment to actively look for the most promising investment opportunities and 
to upgrade their credit evaluation skills. Overall, these effects should lead 
to a more efficient allocation of investment funds as measured by the in-
cremental capital-output ratio (ICOR).124  

 
Hypothesis 3:  
Liberalization of the banking sector increases the efficiency of capital allo-
cation. 

 
Reducing repressionist policies should help to increase the level of 

funds intermediated through the banking sector either through higher sav-
ings or by making informal curb markets less attractive. This increases fi-
nancial development, which is in turn associated with economic growth. 
Standard measures of financial development are the ratio of liquid liabili-
ties to GDP, and the share of deposit money bank assets of total financial 
assets. The ratio of liquid liabilities to GDP is a measure of financial depth 
that shows the size of the formal financial system. The share of deposit 
money banks' assets gives an indication of the importance of commercial 
banks, which allegedly provide better risk management and investment 
services than the central bank, for example.125  

 
Hypothesis 4:  
Banking sector liberalization positively influences financial development 
by increasing financial depth and the importance of deposit money banks. 

 

                                                      
124 See World Bank (1989), p. 31. The ICOR is the investment ratio divided by the 

real growth rate; it is calculated as (Gross fixed capital formation1 / GDP1)/ 
(GDP1 / GDP0 -1). It measures the investment needed for an additional unit of 
GDP growth. 

125 See King and Levine (1993), p. 718; Wachtel (2001), p. 342.  
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Financial liberalization and the associated financial development are 
likely to contribute to higher economic growth. According to the endoge-
nous growth theory, higher savings and investments should have a positive 
effect on economic growth, as discussed in section 4.1.3. 

 
Hypothesis 5:  
The liberalization of the banking sector causes through a higher level of fi-
nancial development an increase in the growth rate. 

 
To test these hypotheses, econometric tests are conducted, in which the 

liberalization process index serves as the independent variable. Since the 
macroeconomic variables under consideration are not only influenced by 
liberalization, further variables such as economic growth or GDP per cap-
ita are included in the analysis. This provides a clearer picture of the ef-
fects of banking sector liberalization on macroeconomic aggregates.  

6.5 Conclusion 

The aim of this chapter was to provide a comprehensive framework for the 
management of banking sector liberalization, based upon transformation 
studies and the financial liberalization literature. While the general trans-
formation process elements are applicable to the banking sector, it is nec-
essary to take the special nature of banks' business into account when for-
mulating a transformation strategy. Important pre-conditions that arise 
from banks' role as intermediaries are the existence of a stable operating 
environment and of a certain institutional capacity for supervision.  

Consequently, the framework for banking sector liberalization has been 
defined in accordance with the general recommendations and process steps 
for the overall economy, adjusting for the specific nature of a banking sec-
tor. A case in point is institution building. For the overall economy, it is 
necessary to build up an institutional framework. For the banking sector, 
however, more specialized institutions are necessary, such as a regulatory 
agency. The key insights from these recommendations have been summa-
rized in a number of qualitative propositions for the management of the 
transformation process.  

Managing these changes not only entails questions of speed and se-
quencing. Equally important are political economy factors. These can have 
a profound influence on the reform process. Interest groups and the fiscal 
situation of a country are two of the most important – they may influence a 
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range of policy changes, including directed credit programs, privatization, 
and recapitalization of banks. 

Although the propositions are certainly helpful in evaluating the broad 
outlines of banking sector liberalization in a country, they do not indicate 
where a country stands in the process, and what the results are so far. For 
this, indicators along the process steps have been identified and the cause-
and-effect relationships discussed. The different process indicators were 
combined into an overall process index that allows an evaluation of the 
liberalization progress over time. In a further step, the possible influence of 
market failures on the liberalization program was discussed, as well as 
necessary adjustments.  

Banking sector liberalization not only affects the banking sector, but 
also the rest of the economy. In a final step, the effects of banking sector 
liberalization on macroeconomic aggregates were therefore discussed and 
hypotheses on the expected results postulated.  

In the next section, all of this – the propositions, process and result indi-
cators, as well as the hypotheses on the macro-effects – are used to provide 
a comprehensive evaluation of the liberalization of the banking sectors in 
India and China. 

 



7 Evaluation of banking sector liberalization in 
India and China 

In this chapter, the framework and the identified indicators developed in 
the previous chapter are used to evaluate the liberalization of the banking 
sectors in India and China. The assessment begins with a qualitative 
evaluation according to the propositions for liberalizing a banking sector. 
This is followed by a quantitative evaluation of the process and the results 
at the sector level. Finally, the overall macroeconomic effects are tested 
(Table 6). The combined results provide a basis for the discussion of fur-
ther reform steps in the following chapter.  

Table 6. Overview of tests conducted in the chapter 
Evaluation Section Description Basis for evaluation Categories

Qualitative 7.1 Discussion if the postulated 
propositions have been fulfilled

Propositions established in sections 
6.2.1 to 6.2.3.2

Not fulfilled, partly fulfilled, 
fulfilled

Quantitative
Sector level  7.2.1 Discussion of the status of the 

liberalization process and results 
along the transformation steps

Process and result indicators 
(overview in table 2 and 5)

Process indicators: fully repressed, 
partly repressed, partly liberalized, 
fully liberalized (table 3)

Macro level  7.2.2 Test of the hypotheses postulated in 
section 6.4
(1) India and China (1980-2004) Liberalization index based on 

aggregated process indicators
Index values run from 0 to 1

(2) India (1960-2004) Liberalization index based on 
variables for interest rate controls, 
statutory pre-emptions and directed 
credit

Index values run from 0 to 1

 

7.1 Qualitative evaluation 

The propositions derived from the reform experiences of transition and de-
veloping countries in section 6.2 form the basis for the qualitative evalua-
tion of the liberalization process that follows. The fulfillment of the propo-
sitions is first discussed separately for India and China, then the two 
countries are compared. The focus in this section is merely on the fulfill-
ment of the propositions and not on the absolute progress made. This is 
covered in the next section.  
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Proposition 1:  
Macroeconomic stability and a basic institutional framework that includes 
supervision and regulation of banks must be in place before beginning the 
liberalization of the banking sector. 

 
The trigger for the liberalization of the Indian economy was the balance-
of-payment crisis in 1991. The worst imbalances in terms of inflation and 
the budget deficit were quickly brought under control, so that the first re-
forms in the banking sector in 1992/1993 were conducted in an environ-
ment of relative stability. India could insulate itself from the effects of the 
Asian crisis, so that the overall reform process since 1991 has taken place 
in a favorable macroeconomic environment.  

In terms of its institutional framework, India has also fulfilled the pre-
condition. The existence of private sector banks ensured that a supervisory 
capacity and a regulatory framework were in place.1 This proposition is 
thus fulfilled in India. 

The trigger for the gradual liberalization of the Chinese economy in 
1978 was neither a political nor an economic crisis. Rather, the liberaliza-
tion was caused by a general desire for market-oriented reforms resulting 
from the difficulty of managing a planning system, higher growth rates in 
neighboring economies, and necessary directional changes after the Cul-
tural Revolution.2 The general macroeconomic environment was very fa-
vorable at the outset of reforms, with GDP growth of almost 8% and infla-
tion below 5% in 1980.3  

At the same time, the institutional framework for supervision in China 
was insufficient because of the legacy of the mono-banking system. The 
mono-bank served as an administrative unit and not as a profit-oriented 
commercial bank, so a supervisory system and regulatory framework were 
not in place.4 The first proposition is therefore only partially fulfilled in 
China. 
                                                      
1 The overall institutional framework in India was fairly advanced as well at the 

start of the reforms in 1991. The basis of the Indian legal system is the British 
Common Law. While the enforcement of the law might at times be problematic 
due to a backlog of cases in the judicial system, the necessary elements were 
well in place. 

2 See Chow (2004), p. 128f. 
3 See International Monetary Fund (2006b); Kusic, Zhang and Cvijanovic (2003), 

p. 1.  
4 In China the overall institutional framework was also far less developed than in 

India especially due to the deficiencies of the legal system. The two primary rea-
sons are that the traditional Chinese legal system is based on informal social rela-
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Proposition 2:  
Interest rate liberalization should be pursued in a sequential manner by 
first liberalizing wholesale interest rates, then lending interest rates, and fi-
nally deposit interest rates. 

 
In India, the liberalization of interest rates followed the general prescrip-
tion. Initial attempts to liberalize wholesale rates started in the late 1980s. 
After the start of the economic reforms in 1991, lending rates were liberal-
ized before deposit rates. There was only a brief period of about a year be-
tween the initial liberalization of lending and deposit rates, so the adjust-
ment period was fairly short. However, the proposition as such is fulfilled 
for India.  

China also followed the general policy recommendation by first liberal-
izing wholesale rates, followed by lending rates. At the end of 2005, de-
posit rates were still largely set by the government. Even though the liber-
alization of interest rates has not come ended yet, the proposition is 
fulfilled since the general sequence has been followed.  

 
Proposition 3:  
A directed credit program should be phased out using a dual-track ap-
proach, with a fixed nominal volume target for credit on the plan track. 

 
In India, despite the recommendation of the Narasimham Committee to 
lower the directed credit target to 10%, it continues to stand at 40% for 
domestic banks and 32% for foreign banks. While the overall target is un-
changed, the burden has been somewhat lowered by enlarging the defini-
tion of priority sectors, increasing the interest rates on priority sector loans 
and enabling banks to make up the shortfall through contributions to the 
National Bank for Agriculture and Rural Development in the case of do-
mestic banks and to the Small Industries Development Bank of India in the 
case of foreign banks.5 India does not currently plan to abolish the directed 
credit program. Thus the proposition is not fulfilled.  

The main instrument of directed credit in China was the credit plan that 
ensured that credit allocation was under control of various levels of gov-
ernment. Therefore, the abolishment of the credit plan in 1998 was a major 

                                                                                                                          
tions (guanxi) to ensure fulfillment of contracts so that by Western standards it 
may be considered a "semi-legal system", and that the Communist Party is de-
facto above the law since it claims absolute power to rule China. See Chow 
(1997), p. 322 and Chow (2004), p. 145. 

5 See Reserve Bank of India (2005c), p. 16. 
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step in reducing the system of directed credit.6 In legal terms, directed 
credit has been abolished in China; however, it is questionable whether it 
has also been abolished in practice. Thus, for example, state-owned enter-
prises still receive a disproportionate share of credit.7  

This pattern is also found in other transition countries. However, longer 
established relationships between state-owned enterprises and state-owned 
banks only offer a partial explanation for China. A more important factor 
is that the state can still require banks to make loans – even to heavily-
indebted state-owned enterprises – for specific profitable projects.8 So the 
proposition is at best partially fulfilled for China: the program was not 
abolished in a dual-track manner and the state retains influence over credit 
allocation. 

 
Proposition 4:   
Statutory pre-emptions should exclusively serve monetary policy purposes. 
If their level is not commensurate for that purpose, they should be reduced 
in a phased manner. 

 
In India, statutory pre-emptions have been gradually reduced. The RBI has 
the declared goal of bringing both the CRR and the SLR to their statutory 
minimum level of 3% and 25% respectively. This has almost been 
achieved: in 2005, the CRR stood just above the minimum level while the 
SLR was the statutory minimum of 25%. This progress is mirrored by the 
reduction in the effective reserve requirement – this stood at a high of 17% 
in 1989, but was reduced to 7% in 2004.9 The proposition is therefore ful-
filled.  

China has no legal upper or lower limits for reserve and liquidity re-
quirements. Therefore the effective reserve requirements have to be used 
to evaluate progress in this dimension. From 1985 – the first year, for 
which data is available for China – until 2004, the effective reserve re-
quirements have been lowered from 33% to 17%. While this is certainly 
indicative of a reduction in a phased manner, it is questionable whether 
this level of reserve requirements serves exclusively as an instrument of 
monetary policy – especially since the level is far higher than in other 
Asian countries. Thus the high level of reserve requirements could either 
stem from a lack of indirect mechanisms of monetary policy in China or 

                                                      
6 See Kusic, Zhang and Cvijanovic (2003), p. 9. 
7 See Allen, Qian and Qian (2005a), p. 16; Bai et al. (1999), p. 51; Lardy (2000), 

p. 35. 
8 See Lardy (2000), p. 40.  
9 See Table 15 in the appendix. 
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from the use of banks' resources to extract funds for the budget. Since it is 
not possible to rule out the latter possibility, the proposition is only partly 
fulfilled for China. 

 
Proposition 5:   
Resolve legacy non-performing loans via a "once-and-for-all" stabilization 
program and recapitalize banks to meet minimum capital standards. 

 
During the 1990s, India embarked on a program of extensive bank recapi-
talizations. However, the stabilization program resulted in significant 
moral hazard, since several banks received more than four capital injec-
tions. Even though certain conditions for the capital injections were laid 
out in a Memorandum of Understanding between the management of the 
banks and the RBI, these conditions were not enforced, so no credible 
threats existed for underperforming banks.10  

Chinese banks have also been recapitalized several times. This is espe-
cially the case for the Big Four banks, recapitalized three times between 
1998 and 2005. The experience in China and India shows that the state-
owned banks are deemed to be "too large to fail": government will provide 
fresh capital when needed. Bankruptcy is in such a situation not a credible 
threat. The proposition is therefore both in India and China not fulfilled. 

 
Proposition 6: 
Privatize state-owned banks when they are not needed to address market 
failure and the necessary pre-conditions are in place. Foreign banks should 
be allowed as strategic partners; they are able to quickly upgrade the skill 
level to international standards.  

 
The environment for the privatization of state-owned banks in India was in 
place early on; some private sector banks continued to operate in India 
even after the two waves of nationalization, and the first efforts to upgrade 
the regulatory system started in the early 1990s. Hence it is not surprising 
that the government reduced its holdings in several state-owned banks 

                                                      
10 The Working Group on Restructuring Weak Public Sector Banks pointed out 

that "although such failures to achieve agreed targets or to fulfill commitments 
were frequent, there never were any penalties for such failures. Banks reporting 
operating losses were, no doubt, barred from opening new branches, recruitment 
of staff and fresh capital expenditure without RBI approval, but these restric-
tions did not serve as a disciplining measure as, in any case, they were already 
overstaffed and were in no position to undertake branch expansion or to incur 
any major capital expenditure." Reserve Bank of India (1999), section 5.4.  
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early on in the reform process. The partial privatization of the SBI in 1993 
marked the first in a series of disinvestments. However, the government 
still has the majority ownership position in all banks that were state-owned 
at the beginning of the reform process in 1991 and is so far determined to 
keep the public sector character of state-owned banks. Therefore the sell-
ing of equity stakes should be interpreted as a measure for raising capital, 
and not for relinquishing control. In addition, a 10% cap on voting rights 
limits participation by foreigners.11 Even though state-owned banks may 
currently still be needed to offer banking services to parts of the population 
that live in rural areas or are poor, their current share of total assets and 
their overall size is not commensurate with this goal. The proposition is 
thus not fulfilled for India. 

In China, the first partial privatization of a Big Four bank was the global 
listing of the China Construction Bank in late 2005, which was followed 
by the Bank of China in mid-2006. Foreign investors can take stakes of up 
to 20% in Chinese banks, with the overall ownership cap in Chinese banks 
for foreigners standing at 25%. Despite divesting its holdings, the govern-
ment seems committed to retaining majority ownership of the large state-
owned banks. The proposition is thus not fulfilled in China.  

 
Proposition 7: 
Capital adequacy rules, transparent accounting standards, a supervisory 
system and deposit insurance are indispensable institutions for a market-
based banking system and must be created during the transition process. 

 
Shortly after the start of banking sector reforms in 1992/93, the RBI issued 
guidelines to upgrade the institutional framework of the banking sector in 
India. Important features were the introduction of capital adequacy norms 
in line with international standards and more stringent accounting rules in 
the area of non-performing loans. The supervisory system was strength-
ened by the establishment of the Board of Financial Supervision in 1994, 
the introduction of the CAMEL indicator system, and the shift to off-site 
supervision. A deposit insurance system was already in place when the re-
forms began. Thus India tried early on to strengthen and upgrade the insti-
tutional infrastructure and systemic safeguards for a market-based banking 
system – the proposition is fulfilled. 

China started upgrading the institutional infrastructure of the banking 
system relatively late in the liberalization process. Regulatory standards 
are also comparatively weakly enforced. Although, for example, capital 
adequacy standards or accounting standards were upgraded in the 1990s, 
                                                      
11 See Shirai (2002c), p. 28. 
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they were not readily enforced – for reasons ranging from the weak finan-
cial situation of banks to insufficient regulatory capacity. A step forward in 
this direction was the establishment of the China Banking Regulatory 
Commission (CBRC) that took over the regulatory responsibilities from 
the PBOC in 2003 and whose main goals are to implement the Basel capi-
tal standards and reduce NPLs.12 A formal deposit insurance system is as 
of 2005 not in place in China. Overall, the proposition is only partly ful-
filled. 

 
Proposition 8: 
Entry barriers for both domestic and foreign banks should be lowered to 
enable structural change in the banking sector. 

 
Entry barriers for new banks were lowered early on in the reform process 
in India. New private sector banks entered the market in 1993, while the 
market entry of foreign banks started a year later. There remain however 
some restrictions on the entry mode of foreign banks since they cannot ac-
quire majority stakes in Indian private or public sector banks. Despite the 
opening up of the banking system to new competition, the structure of the 
system has not changed significantly, since state-owned banks only lost 
market share at a rate of about 1% a year. As of 2005, they remain the 
dominant players in the system. Major factors in this respect are their sig-
nificant presence in rural and semi-urban areas as well as the size of their 
balance sheet, which allows them to participate in larger transactions. In 
selected niches of the market – such as in large cities – the new entrants 
have been able to gain significant ground, so the competitive intensity has 
increased. The proposition is therefore partly fulfilled for India. 

Until its accession to the WTO in 2002, China proceeded very cau-
tiously with the opening up of the banking system, in order to protect ail-
ing state-owned banks from overly fierce competition. While some new 
private banks were allowed to enter the market, foreign banks were heavily 
restricted in terms of geography and business areas. This changed after 
2002, when a phased opening of the banking system by 2006 was agreed 
upon. Caps for foreign ownership in domestic banks remain in place: in 
2005 this was 25% overall and 20% for any single owner. The proposition 
is therefore only partly fulfilled. 

 

                                                      
12 See Deutsche Bank Research (2004), p. 8. 
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Proposition 9:  
Liberalization of the banking sector should be carried out a gradual man-
ner. 

 
In both India and China, gradualism is one of the central tenets of the 
overall reform process. The liberalization of both countries' banking sec-
tors has followed a gradual approach. The proposition is therefore fulfilled 
in both countries. 

 
Proposition 10: 
Banking sector liberalization should start when the basic institutions are in 
place and the macroeconomic environment is relatively stable. The re-
forms should start with a sequenced liberalization of interest rates, the 
lowering of statutory pre-emptions, and the abolishment of the directed 
credit program. If required, banks should be recapitalized. Afterwards, en-
try barriers for domestic and foreign competitors can be lowered and state-
owned banks can be privatized.  

 
As shown above, India has mostly followed the proposed reform se-

quence, albeit with some important deviations. At the beginning of the re-
forms, a basic institutional infrastructure was in place and the macroeco-
nomic imbalances after the 1991 crisis subsided fairly quickly. Also, India 
liberalized interest rates, lowered statutory pre-emptions, and recapitalized 
banks early on. Important deviations from the general sequence are that the 
directed credit program was not reduced and that entry barriers were lifted 
fairly early in the process. The proposition is therefore partly fulfilled.  

Like India, China has mostly followed the proposed general reform se-
quence, with some deviations. It followed the recommendations concern-
ing the sequencing of interest rate liberalization, recapitalization of banks, 
lifting of entry barriers and privatization of state-owned banks. However, 
the institutional framework for the banking sector was developed fairly 
late in the process, with the Commercial Banking Law becoming effective 
only in 1995, for example. Given China's more difficult institutional leg-
acy (see section 5.5), it is no surprise that China has not proceeded farther. 
Furthermore, statutory pre-emptions are still fairly high in China. The 
proposition is therefore only partly fulfilled for China. 
 

Overall, both India and China have followed the general propositions on 
how to transform a banking sector fairly well (see Table 7 for a summary).  
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Table 7. Fulfillment of propositions 

# Proposition India China 
1 Pre-conditions 9 (9) 

2 Interest rates 9 9 

3 Directed credit 8 (9) 

4 Statutory pre-emptions 9 (9) 

5 Recapitalization 8 8 

6 Privatization 8 8 

7 Institutions 9 (9) 

8 Entry barriers (9) (9) 

9 Reform speed 9 9 

10 Reform sequence (9) (9) 

Legend: 9 = proposition is fulfilled; (9) = proposition is partly fulfilled;              
8 = proposition is not fulfilled. 

 
It is noteworthy that despite the different political and economic back-

grounds, there is a fairly high degree of similarity with respect to imple-
mentation of the propositions. The greatest deviations from the proposi-
tions can be found in the areas of bank recapitalization, privatization, and 
directed credit. 

The extent to which the propositions have been followed in India and 
China can to some extent be explained by the political economy factors 
discussed in section 6.2.4.  

First, the partial privatizations are – especially in India – a prime exam-
ple of the interplay between interest groups and fiscal pressures. Especially 
during the 1990s, proceeds from the sale of state-owned enterprises and 
banks were regarded as important for eliminating budget deficits. Nonethe-
less, for a variety of reasons – ranging from job security to the need to 
keep strategic industries – there has also always been strong opposition 
from interest groups against the sale of state-owned property. In this sce-
nario, one explanation for the early start of bank privatization are the fiscal 
pressures at the beginning of the reform. The incompleteness and gradual 
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nature of the process are probably due to the influence of interest groups 
that gained influence after the macroeconomic situation had improved.13  

A second factor is the influence of interest groups on policy making. 
This is apparent in the area of directed credit in India. The persistence of 
the 40% directed credit target for domestic banks can be explained by the 
opposition from the affected groups, including farmers and small store 
owners, which are a sizable part of the Indian electorate. Due to this oppo-
sition only minor and less visible changes, such as the inclusion of IT 
companies in the list of priority sectors, could be made.  

A third factor is that, in both India and China, despite the lowering of 
entry barriers, market entry for foreign banks is still somewhat restricted 
with ownership caps on the purchase of domestic banks and restrictions on 
the number of branches. Possible motives are the protection of weaker 
domestic banks and opposition from domestic players. Opposition from 
the domestic banks themselves was an important factor, especially at the 
beginning of the reform process: state-owned banks were not in a position 
to compete with best-practice players, so they had an interest in keeping 
entry barriers in place. 

These factors described above were probably more important impedi-
ments to reform than a "war of attrition" between different interest groups, 
or uncertainty about the distribution of gains and losses from the reforms.  

The assumed cause-and-effect relationships do not hold in certain areas, 
such as the influence of budget deficits on the dismantling of repressive 
policies, the recapitalization of banks, and bank privatization. Despite rela-
tively high budget deficits and debt levels, both India and China have 
made considerable progress in deregulating interest rates and lowering 
statutory pre-emptions.14 One possible reason is that the long-term costs 
associated with these repressive policies were likely to have been per-
ceived as higher than the fiscal impact of their removal. Yet it is important 
to note that, even though statutory pre-emptions in India have been low-

                                                      
13 This is also triggered by the current political environment with weak coalition 

governments that increasingly have to rely on single-state parties and are heav-
ily influenced by vested interest groups. These weak governments are also par-
ticularly vulnerable to a loss of voter support. See Echeverri-Gent (2001), pp. 1-
5; Jalan (2005), pp. 88-90. 

14 India has annual budget deficits of around 10% of GDP and government debt of 
around 65% of GDP (see Figure 8). China has relatively moderate official defi-
cit and debt levels of 3-4% of GDP and about 40% of GDP respectively. How-
ever, China has relatively high contingent liabilities from the bad loans that are 
accumulated in the banking sector, which are estimated to stand at 30% of GDP. 
See Mukherji (2005), p. 64f.; The Economist (2004), p. 18f. 
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ered almost to their legal minimum, the SLR of 25% still constitutes a sig-
nificant pre-emption of resources. 

The extent of the budget deficit and public debt does not to appear to be 
the primary reason that no "once-and-for-all" recapitalization was pursued 
– the overall capital needed for the recapitalizations was relatively low. In 
India the recapitalization amounted to the equivalent of 2% of GDP, while 
China would have had sufficient foreign reserves to pay for a recapitaliza-
tion. The reason may rather be the lack of transparency over the true finan-
cial situation of the banks, which made an estimation of the size of the re-
quired capital injection difficult. Besides this, it is unlikely that the 
governments in India and China had the political will to let large state-
owned banks fail. The weak fiscal situation in both countries also had little 
influence on the privatization process. As discussed above, the opposition 
from interest groups appears to have been a more important factor than fis-
cal pressures.  

It can be concluded that both India and China have faced strong im-
pediments to fully implementing the general policy recommendations. 
Nonetheless, both countries have made considerable progress. The gradual 
liberalization process, combined with the limited degree of openness of the 
capital account, has ensured that both countries have been able to imple-
ment the reforms while avoiding disruptions in the form of banking crises. 

7.2 Quantitative evaluation  

The following quantitative evaluation of the reform results at the sector 
and macro level is structured according to the indicators identified in sec-
tion 6.3 and the hypotheses from section 6.4.  

7.2.1 Sector level 

The evaluation of changes on the sector level follows the five process steps 
that were identified for the transformation of a banking sector. The status 
of the process and the results are discussed individually for each step. 
Since the historical developments of the Indian and the Chinese banking 
sectors have already been discussed in earlier chapters, the emphasis here 
is on key events influencing the evaluation of each process step. The 
evaluation is conducted for the period 1980 to 2005, so that the early Chi-
nese reforms as well as the Indian reform experiences in the mid-1980s are 
included. At the end of this section, the relevant indicators are integrated to 
an overall process index.  
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Liberalization 
Interest rate restrictions, statutory pre-emptions and the intensity of the di-
rected credit program are the variables in the liberalization process step.  

Interest rate restrictions in the Indian banking sector increased fairly 
steadily until reaching a peak in the early 1980s.15 After the first deregula-
tion attempts in the mid-1980s, the degree of interest rate controls was 
somewhat lowered, but then increased again at the end of the 1980s. Since 
the early 1990s, interest rate controls have been steadily dismantled, and 
today most interest rates in India are determined by the market and the sys-
tem can be characterized as fully liberalized. 

In China, too, a gradual liberalization of interest rates started in the mid-
1980s when banks were allowed to adjust lending rates within a certain 
margin around the official rate. However, this partial liberalization was re-
versed at the end of the 1980s. The next liberalization attempt began in 
1993 with the imposition of a lending rate ceiling that was gradually in-
creased until 2004 to 1.7 times the central lending rate. Deposit rates con-
tinued to be set by the government until the end of 2005. Overall, the state 
continues to play an important role in the setting of interest rates in the 
Chinese banking sector, so that it is categorized as partially repressed.  

Between 1980 and 2000, the liberalization of interest rates in India re-
sulted in a decline in the net interest margin and the ratio of lending-to-
deposit rates (Figure 14 and Figure 15) because of a relative increase of 
deposit rates to lending rates. The net interest margin in particular declined 
significantly in the immediate aftermath of liberalization between 1992 
and 1994, from a very high level of about 8%. This is indicative of signifi-
cant government interference.16 After 2000 the net interest margin and the 
lending-to-deposit ratio increased again in India, the result of normal com-
petitive forces affecting supply and demand.  

 

                                                      
15 See Demetriades and Luintel (1997), p. 320. 
16 The net interest margins in Europe and the United States have been between 140 

and 400 basis points over the last years. See International Monetary Fund 
(2006a), pp. 160-162. 
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Fig. 14. Net interest margin India and China17 

In China, the results of the partial interest rate liberalization differed 
significantly from India. At the outset of reforms in the early 1980s, the net 
interest margin was well below 2% and at times even negative, which 
shows that, like in India, the setting of interest rates was heavily influenced 
by the government. The possibility of charging ever higher lending rates 
after 1993, with deposit rates still set by the government, resulted in an in-
crease of the net interest margin and the lending-to-deposit ratio. This out-
come is due to the asymmetric partial liberalization in China and reflects 
the need to give state-owned banks opportunities to increase profits to bol-
ster their capital base – a typical characteristic of a repressed system. De-
spite the low deposit rates, there is no immediate threat that the flow of 
savings to Chinese banks will decline, since Chinese savers have almost no 
opportunity to invest abroad because of the closed capital account. 

 

                                                      
17 Author's calculation based on International Monetary Fund (2006b). 
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Fig. 15. Lending-to-deposit-rate ratio India and China18 

The extent of statutory pre-emptions also changed significantly in the 
post-liberalization period in India. The CRR and SLR increased fairly 
steadily from 1960 until 1991, when the combined amount reached a peak 
of 53.5% (Figure 3). Starting in 1991, the combined statutory pre-emptions 
have been gradually lowered to a level of around 30% at the end of 2005. 
The degree of financial repression through statutory pre-emptions has been 
significantly reduced in line with these changes. This is mirrored in the 
lowering of the effective reserve requirements from 33% in 1980 to 7% in 
2004. The overall system in India can be described as largely liberalized in 
this respect.  

In China, the effective reserve requirements have been steadily lowered 
since the 1980s. However, the absolute level continued to stand at 17% in 
2004, which is a sign of heavy government involvement in the banking 
sector – even though the high reserve requirements might be used to some 
extent as a monetary policy tool. Therefore, the system in China should be 
classified as fully repressed.19  

Lower statutory pre-emptions give banks more funds to distribute as 
credit. One would expect a rise of the credit-deposit ratio in line with the 
                                                      
18 Author's calculation based on International Monetary Fund (2006b). 
19 The difference to the evaluation compared to proposition 4 in section 7.1 stems 

from the fact that here the absolute level of reserve requirements is evaluated, 
whereas in the previous section the progress in the reduction ("reduction in a 
phased manner") was also included in the evaluation.  
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lowering of the reserve and liquidity requirements in India. However, in 
most of the 1991-2004 period, the ratio in India has been lower than at be-
ginning of the 1980s (Figure 16), which indicates that banks have not used 
the additional funds to extend credit. Instead they have invested heavily in 
government securities, which offered opportunities for trading profits in an 
environment of falling interest rates. 20  Only after 2003 has the credit-
deposit ratio increased significantly in India, coinciding with an increase in 
the interest rate level so that investing in government bonds is no longer 
financially attractive.21  

In China, also, the credit-deposit ratio has not changed as would be ex-
pected by the decrease of the reserve requirements. Possible reasons for its 
decline are the attempts by the Chinese leadership to restrict credit growth 
to cool down the economy and the increasing in the overall savings rate.  
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Fig. 16. Credit-deposit ratio India and China22 

                                                      
20 See Reserve Bank of India (2005c), p. 73. An inverse relationship between in-

terest rates and bond prices exists: lower interest rates result in higher bond 
prices. 

21 Another factor that may have affected the limited expansion of credit is that 
credit officers of PSBs may be charged with corruption if a borrower defaults. 
This leads to strong incentives not to extend credit even to profitable enterprises. 
See Banerjee and Duflo (2004), p. 6. 

22 See Garcia-Herrero and Santabarbara (2004), p. 43; Garcia-Herrero, Gavila and 
Santabarbara (2005), p. 40f.; Reserve Bank of India (2005c), p. 305. 
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Until the beginning of the 1980s, the intensity of the directed credit 
program in India increased steadily, with 40% of bank credit earmarked 
for priority sectors. The overall liberalization since 1991 has not changed 
the nominal percentage goals for directed credit, so that at the end of 2005 
domestic banks had a 40% directed credit target and foreign banks a 32% 
target. Overall, the level of directed credit in India has been slightly below 
40%, so that the overall program must be classified as partially repressed.23 
This also applies when taking market failure arguments into account, since 
the 40% target is significantly above the 10% that would be required by 
market failure. 

In China, there were no explicit directed credit rules. Until the early 
1980s, banks merely served as accounting units that channeled loans to-
ward enterprises according to the overall plan.24 In this respect, almost all 
credit was "directed credit". This changed somewhat in 1986, when the 
PBOC formulated a credit plan that set aggregate ceilings for every PBOC 
branch. The branches could then allocate the credit up to those ceilings. 
This marked the first, partial liberalization. A further step to a more liber-
alized system was the establishment of the policy banks in 1994. These 
took over the directed lending functions of the state-owned banks. Finally, 
in 1999 government interference in commercial lending was forbidden. 
Because a certain degree of de facto state influence over lending decisions 
still exists today, even in state-owned banks, the directed credit system in 
China can only be characterized as partially liberalized.  

One indicator for measuring the result of the liberalization of the di-
rected credit program is return on assets (ROA). However, this indicator 
should not be over interpreted since the ROA is affected by a wide variety 
of factors, ranging from the cost of deposits to overhead expenses. After an 
adjustment period in the aftermath of the balance-of-payment crisis, the 
ROA for the Indian banking sector has followed an upward trend (Figure 
17).  

 

                                                      
23 As discussed before, the directed credit program was somewhat eased by broad-

ening the definition of priority sectors and decreasing the interest rate subsidies.  
24 See Wolken (1990), p. 55. 
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Fig. 17. ROA India and China25 

This would not be expected given the high extent of directed credit.26 In 
China, after a decline that started in the mid-1990s the ROA has improved 
somewhat since 2000, but the improvement remains at a relatively low 
level. Both countries show unusual results: the ROA in India has increased 
despite the influence of the directed credit program, while the easing of re-
strictions in China has not led to significant improvement. However, the 
ROA is not only influenced by the directed credit program, so that this in-
dicator is not fully representative of the liberalization results.27 

Integrating the three sub-indicators for liberalization – interest rate lib-
eralization, directed credit, and reserve requirements – reveals that signifi-
cant progress has been made in India. Today, India can be seen as largely 
liberalized in this dimension (Figure 18).  

 

                                                      
25 See BankScope (2006); Garcia-Herrero and Santabarbara (2004), p. 42;  

Lardy (1998), p. 100; Reserve Bank of India (2005a). 
26 Private, state and foreign banks alike contributed to the ROA improvement (see 

Figure 41 in the appendix). 
27 Furthermore, it is important to keep in mind that the calculation of the ROA is 

based on accounting data. Differing accounting standards across countries may 
consequently limit the comparability to some extent. See Ferris et al. (2000), p. 
8.  
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Fig. 18. Liberalization progress 

China has also progressed quite far. However, because of the high effec-
tive reserve requirements and government setting of deposit rates, China is 
still partially repressed in this dimension.28 

 
Stabilization 
The proxy variable for measuring the stabilization of the banking sector is 
the development of prudential norms with respect to capital adequacy. In 
India, the RBI first introduced the Basel Capital Standards in 1992, allow-
ing for a phased implementation up to 1996. The RBI further tightened the 
capital adequacy standards by increasing the required CRAR to 9% – one 
percentage point higher than that mandated by the Basel Standards. Since 
1995, the CRAR has stayed consistently above 10% for the overall bank-
ing sector (Figure 19). There were plans to move towards the Basel II 
Standards by the end of 2005, but no significant move has been made.29 In 
terms of prudential norms, the Indian banking sector can be characterized 
as largely liberalized. This evaluation does not change when taking market 
failure arguments into account. The capital adequacy standards are stricter 

                                                      
28 The point scores for every year can be found in the appendix in Table 18 and 

Table 19. A summary of  key events in the banking sectors in India and China 
can be found in Table 21. 

29 The phased implementation of the Basel II standards in India is not expected to 
start before April 2007. See Gopinath (2006), p. 1f.; Mohan (2006a), p. 3. 
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than those prescribed by the Basel Committee – this is necessary in the 
light of the higher risks in emerging markets. 
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Fig. 19. CRAR and equity share India and China30 

China has made considerably less progress in the area of prudential 
norms. Although the Basel Capital Standards were included in the Com-
mercial Banking Law and made mandatory for all commercial banks in 
1995, the requirements were not strongly enforced. Since longer continu-
ous time series data on the CRAR is not readily available for China, the 
equity share has been used as a proxy indicator for the trend. Despite sig-
nificant capital injections into the SOCBs, the ratio has declined over the 
last years and is probably insufficient for the level of risk in the system.31 
With its lack of enforcement and its banks' insufficient capital base, the 
Chinese system can be considered still partially repressed in terms of the 
prudential norms for capital adequacy. 

Compared to other reforms, the stabilization process was initiated fairly 
late in both India and China. Indeed, it is still incomplete (Figure 20). Both 
countries are currently somewhat insulated from external shocks due to 

                                                      
30 See BankScope Database (2006); Garcia-Herrero and Santabarbara (2004), p. 

42; Reserve Bank of India (2004b), p. 85; Reserve Bank of India (2005c), p. 95. 
31 At least until 2004, the aggregate CRAR of the Big Four has been well below 

the mandated 8%. See for example Fitch Ratings (2005), p. 10; Morgan Stanley 
(2004), p. 33; Pei and Shirai (2004), p. 9. 
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their closed capital accounts. It is nonetheless important that they continue 
to upgrade their systemic safeguards and the capital base of their banks.  
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Fig. 20. Stabilization progress  

Four indicators are used to measure the results of the stabilization of the 
banking sector. These indicators are signals of a banking crisis, and com-
prise a ROA below 1%, a level of NPLs above 5%, a rising trend of NPLs, 
and a net interest margin below 2%.32 On the evidence of these four indica-
tors, the stability of the banking systems in India and China has improved 
since the beginning of the 1990s. However, a considerable risk of financial 
distress remains (Figure 21). This is the result of the high level of NPLs in 
both countries, as well as the relatively low profitability as measured by 
the ROA. Despite the progress made, further efforts are required to reduce 
the threat of financial distress. 

 

                                                      
32 See Barton, Newell and Wilson (2003), pp. 53-56. 
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Note: 0 indicates a low probability of distress; 1 a high probability. 

Fig. 21. Danger of financial distress 

Privatization 
The asset share of state-owned banks with respect to the overall formal 
banking sector measures the progress of privatization. Of course, this 
measure does not reflect privatization progress in terms of a change of 
ownership. However, it reveals the effects of a reduced role of the gov-
ernment in the banking sector, which can be caused either by ownership 
changes or a growing importance of private-sector banks. Thus, privatiza-
tion in this context should be regarded as giving an increased role to the 
private sector.33 Both India and China have seen a steady reduction of the 
asset share of state-owned banks since the mid-1990s (Figure 22).  

 

                                                      
33 In addition, it is important to remember the distinction between ownership and 

control rights: partial private ownership of state-owned banks signal a change of 
ownership rights but not necessarily control rights if the state remains the domi-
nant shareholder. 
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Fig. 22. Asset share of state-owned banks India and China34 

The level of state ownership has been reduced from 100% in China and 
about 90% in India to about 75% in both countries in 2004. This level is 
significantly above the 25% that would be warranted by market failure ar-
guments. Thus despite the progress made, and even allowing for argu-
ments relating to market failure, both countries are still partially repressed 
in this dimension. This is mirrored in the limited progress of the privatiza-
tion process indicator (Figure 23). 

The likely result of a decreased role of the state in the banking sector is 
an increase in efficiency. This can be measured by the ROA and faster fi-
nancial development. As shown above (Figure 17), the ROA of the Indian 
banking sector has increased fairly steadily over the last years, as would be 
expected given the reduced share of state-owned banks, while the ROA of 
Chinese banks has fallen. However, it is interesting to note that despite the 
limited progress of privatization in India, the ROA of the state-owned 
banks has increased in line with the overall banking sector. 35 This is likely 

                                                      
34 Author's calculation based on Garcia-Herrero, Gavila and Santabarbara (2005), 

p. 40 and Reserve Bank of India (2005a). 
35 See Figure 41 in the appendix. In addition, there are no significant differences in 

the returns of the different bank groups in India. This is a deviation from the 
general assumption that state-owned banks are less efficient than private ones.  



7.2 Quantitative evaluation      207 

to be due to the increased competition to which the state-owned banks 
have been subjected. 
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Fig. 23. Privatization progress 

Progress has been made in both India and China in the field of financial 
development. This is measured by two indicators: liquid liabilities to GDP, 
and private credit to GDP (Figure 24). These indicators have relatively 
steadily increased in both countries. However, China witnessed a signifi-
cantly faster increase than India, even though it started the reforms from a 
higher level and has not proceeded farther with reforms than India. Possi-
ble reasons for the significantly deeper financial system in China are the 
higher savings rate and the higher economic growth rate, which was to a 
large extent fueled by cheap credit.36  

                                                      
36 Holz (2000) argues that the higher level of financial depth in China is the result 

of expansionary government policies. The NPLs and the implicit government 
guarantee of the banking system mean that a large share of the funds in the 
banking system is de-facto government debt. This means that financial depth 
may not lead to the same positive effects like in other countries because of the 
distorted underlying mechanisms so that the comparatively high level is some-
what misleading. See Holz (2000), p. 91. 
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Fig. 24. Financial development indicators37 

Institution building 
Institution building requires policies towards deposit insurance, accounting 
for NPLs, and changes in the regulatory system.  

Since India already had a deposit insurance system in place before 1980, 
no further adjustments were necessary during liberalization. This was not 
the case for the accounting rules concerning NPLs. Despite a tightening, 
they are still below international standards, and the system in this respect is 
only largely liberalized. Significant progress was made in terms of the 
regulatory system. The first attempts to construct a market-based regula-
tory system were started in 1992. Further progress was made with the 
foundation of the Board of Financial Supervision, whose task is the over-
sight of the banking sector. In 2002, the regulatory system was further up-
graded to include measures for prompt corrective actions, for example. 
These expanded the regulators' options to intervene in case of difficulties. 
Overall, the supervisory system in India conforms largely to international 
standards today so that it can be characterized as fully liberalized. Overall, 
the three measures of institution building indicate that India has created the 
foundations for a market-based banking system over time. Figure 25 illus-
trates the gradual process of institution building in India, as well as the 
relatively high starting point.  

                                                      
37 Author's calculation based on International Monetary Fund (2006b). 
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China has made far less progress in terms of institution building. It still 
does not have an explicit deposit insurance system, relying instead on im-
plicit state guarantees. In terms of accounting standards for NPLs, China 
introduced a five-tier classification system only in 1998, and its stringency 
is below international standards. A further tightening of accounting stan-
dards occurred before WTO accession. Some progress has also been made 
in terms of the regulatory system. A first step towards creating the institu-
tions for a market-based banking system was the introduction of prudential 
regulations in 1996, which were however not fully enforced. A further step 
was the establishment of the CBRC as an oversight body for the banking 
sector in 2003. Overall it can be concluded that, in terms of accounting 
standards and the supervisory system, China is moving in the direction of a 
market-based banking sector, but further progress is needed. In the light of 
these deficiencies and the lack of a deposit insurance system, the Chinese 
banking sector is rated as partially repressed in terms of institution build-
ing.  
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Fig. 25. Process institution building 

The results of institution building are measured by an increased stability 
of the banking sector. As discussed above, both India and China have 
made some progress in this respect, but remain vulnerable to financial dis-
tress due to high NPLs and low profitability. This is particularly true for 
China, where despite rapid loan growth, recapitalizations, and a benign 
macro-environment, the level of NPLs is still over 15%. India, by contrast, 
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has made considerable progress in the reduction of NPLs since 1993, par-
tially attributable to the stronger institutional infrastructure (Figure 26).  
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Fig. 26. NPLs India and China as percent of total loans38 

Structural changes 
The indicator for structural changes is the extent to which new domestic 
and foreign banks can enter the market. In India, the sector was effectively 
closed for new entrants prior to 1993. Entry barriers were dismantled for 
domestic banks in 1993 and for foreign banks in 1994. Restrictions remain 
on the entry mode for foreign banks, since they cannot take majority stakes 
in Indian banks.39 Therefore this dimension can only be regarded as largely 
liberalized because of the remaining ownership caps. 

A similar situation exists in China. From 1980 until 1994 the banking 
sector was effectively closed to foreign banks: they were only allowed to 
set up branches with a limited business scope in special economic zones. 
In 1994 the first law to regulate the entry of foreign banks became effec-
tive, but the operational scope of foreign banks was still heavily limited. 
                                                      
38 See Hope and Hu (2006), p. 45; International Monetary Fund (2005), p. 196; 

Lardy (1998), p. 119 and 122; Muniappan (2002), p. 2f.; Pei and Shirai (2004), 
p. 7. 

39 The exception is the takeover of Indian private sector banks that the RBI de-
clares as in need of restructuring. See Reserve Bank of India (2005b), p. 2.  
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This changed with WTO accession in 2002, when the Chinese market was 
opened up to foreign banks in a phased manner. However, as in India, 
there are still caps on the ownership of Chinese banks by foreigners. New 
domestic banks faced less stringent entry restrictions and could enter the 
market earlier than foreign banks – the China Minsheng Bank was the first 
non-state commercial bank to enter the market in 1996. Overall, the system 
can be characterized, as in India, as largely liberalized. 
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Fig. 27. Process structural change 

The results of the deregulation are evaluated by means of two concen-
tration measures: the M-4 concentration ratio for assets and the Herfindahl 
index.40 Despite the lifting of entry barriers, concentration in India has not 
decreased significantly as measured by these indicators (Figure 28). Given 
the number of new banks – both private and foreign – that have entered the 
market, it is surprising that the market share of the state-owned banks has 
not eroded more quickly.41 Possible reasons for their continuing dominance 
are their extensive branch network across India and their balance-sheet 
strength, which allows them to serve larger corporate clients. In line with 
                                                      
40 The Herfindahl index can only be applied to India because of insufficient data 

for China. 
41 It should be noted, however, that one private sector bank – ICICI Bank – has 

been among the four largest banks in terms of assets since 2001. Nonetheless, 
the State Bank of India still accounts for over 50% of the assets of the four larg-
est banks.  
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the relatively slow market share gains of the new entrants, the concentra-
tion in the banking sector has only declined slightly.  
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Fig. 28. M-4 concentration ratio and Herfindahl index assets42 

The dominance of the largest banks in China is even higher than in In-
dia. This can be seen by the higher scores for the M-4 concentration index. 
As in India, the large state-owned banks have kept their dominant position 
despite the entry of new competitors. The only larger decline in concentra-
tion was in 2001, when the policy banks gained market share relative to 
the SOCBs. However, this is further evidence that new private sector and 
foreign banks have not so far been able to challenge the dominant position 
of the largest banks in the system. 

Integrating the five categories into an overall process index shows that 
both India and China have made considerable progress in transforming 
their banking sectors (Figure 29, Figure 30 and Figure 31). Of the two, In-
dia has moved significantly farther in the establishment of a market-based 
banking sector. Since market failure had no significant effect on the 
evaluation, the point scores without market failure effects are reported 
here.43 At the beginning of the 1980s, India had the better starting point 
due to lower restrictions on interest rates and directed credit. In addition, 
elements of an institutional framework were already in place and the pri-
                                                      
42 See Garcia-Herrero, Gavila and Santabarbara (2005), p. 40; Reserve Bank of 

India (2005a). Note: assets in cooperative banks excluded from calculations. 
43 The scores for the market failure index are reported in the appendix in Table 24. 
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vate sector had a small share of assets. From this basis India made consid-
erable progress between the balance-of-payment crisis and the mid-1990s. 
Since then, however, the speed of reforms has slowed down considerably. 
Greatest progress has been made in the area of institution building, while 
least progress has been made in the area of privatization. Overall, India is 
about two-thirds of the way toward having a market-based banking sector. 
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Fig. 29. Liberalization progress India 

In China, the legacy of the mono-banking system that prevailed before 
1980 meant a more difficult starting position. The liberalization progress 
started to accelerate in the mid-1990s with the creation of specialized 
banks and increased flexibility in the setting of lending and wholesale in-
terest rates. During the late 1990s, liberalization in China proceeded fairly 
cautiously, since a spillover of instability from the Asian crisis was feared. 
The speed and depth of liberalization picked up in 2002, with China's 
WTO accession – this required a phased opening of the banking sector and 
thus the creation of a stronger institutional infrastructure and a more mar-
ket-based banking sector. Overall, China is only mid-way through the lib-
eralization process and still has some way to go until it reaches a fully lib-
eralized banking system. With the exception of structural changes, where 
the largest advancements have been made, the progress has been fairly 
equal in all categories.  
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Fig. 30. Liberalization progress China 

1990 1995

2000 2005

0.0

0.5

1.0

1.5

2.0

2.5

3.0
Liberalization

Stabilization

PrivatizationInstitution building

Structural change

0.0

0.5

1.0

1.5

2.0

2.5

3.0
Liberalization

Stabilization

PrivatizationInstitution building

Structural change

0.0

0.5

1.0

1.5

2.0

2.5

3.0
Liberalization

Stabilization

PrivatizationInstitution building

Structural change

India China

0.0

0.5

1.0

1.5

2.0

2.5

3.0
Liberalization

Stabilization

PrivatizationInstitution building

Structural change

India China

India
China

India India

India

China

China

 
Fig. 31. Comparison of reform progress 
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The comparison of India and China over time shows that India has been 
well ahead of China with banking sector reforms over the last 15 years 
(Figure 31). Only between 2000 and 2005, i.e. during the time of the 
preparation for the accession to the WTO, has China been able to catch up 
with India in categories such as privatization or structural change. 

Several initial conclusions can be drawn from the reform experiences in 
India and China. First, neither country experienced any major reform re-
versals, with the exception of some relatively minor setbacks in the mid-
1980s in both countries. This is especially noteworthy because both coun-
tries have experienced several leadership changes and because the Asian 
crisis led to a tightening of government control in other countries in the re-
gion. 

Second, reform progress in the banking sector depended partly on the 
development of the enterprise sector. There appears to be a link between 
the pace of reform in the enterprise sector and the banking sector due to 
the interdependencies between state-owned banks and state-owned enter-
prises. The legacy NPLs from state-owned enterprises made it difficult to 
introduce hard budget constraints early on in the reform process. Since the 
governments in India and China tried to avoid bankruptcies of large state-
owned enterprises, banks had to extend further loans to these companies, 
which negatively affected the quality of their loan portfolios.44 Under these 
circumstances it was not possible to credibly stabilize banks; and because 
banks did not operate fully according to commercial principles, privatiza-
tion became more difficult. This also explains the late start of comprehen-
sive banking sector reforms in China. 

Third, while the gradual reform process in both countries helped to cre-
ate a certain continuity and support for the reforms, the question is if there 
are any negative effects from the relatively slow pace of liberalization and 
the fact that it is still incomplete. Studies have shown that financial liber-
alization results in a higher risk of a banking crisis during the five years af-
ter liberalization, with this risk being higher in countries with weaker insti-
tutions and lower transparency. 45  The degree of vulnerability in the 
transition period thus crucially depends upon building up the necessary in-
stitutional infrastructure – including, for example, bank supervision and 
capital standards. Even though it is preferable to have these institutions in 
place before liberalization starts, a slower pace of liberalization can gain 

                                                      
44 The distribution of bank loans in China shows that this pattern continues: pri-

vate enterprises received only 27% of bank loans in 2003, but accounted for 
52% of GDP. See McKinsey Global Institute (2006b), p. 11. 

45 See Llewellyn (2002), pp. 168-171; Mehrez and Kaufmann (2000), p. 2; Wil-
liamson and Mahar (1998), pp. 52-54. 
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time to create these institutions, reducing vulnerability to a crisis. In the 
light of these factors, the situation in China is especially worrisome, since 
it has not used the relatively long reform period to build up its institutional 
infrastructure sufficiently.  

Fourth, despite the opening up of the market to domestic and foreign 
competitors, state-owned banks have managed to keep their dominant po-
sition in both countries, even after more than ten years of more or less un-
restricted market entry. After dismantling the entry barriers, it was be-
lieved that state-owned banks would lose market share quickly, due to 
factors such as lower customer service standards and a lower degree of 
product sophistication. Yet this has not happened – many newly estab-
lished banks still do not have the critical size in terms of assets and branch 
network to effectively compete with the incumbents. Until now, the loss of 
market share has been relatively limited. This might change when the new 
competitors reach a size that allows them to compete on an equal footing; 
this could then result in significant market share losses for the large state-
owned banks in India and China.46 

Fifth, despite differing political, economic and institutional backgrounds 
in India and China there is a remarkable degree of similarity between the 
reform processes. The political system in particular appears to have less in-
fluence on the reform process than expected. The general assumption in 
this respect is that China, with its one-party system, is in a position to pur-
sue reforms faster than India with its multi-party democracy. The reform 
experiences in the banking sectors of India and China, however, provide 
some evidence that the political system is less important for the reform 
process than is commonly assumed.47 

The result indicators show that the liberalization process led to a better 
sectoral performance. This is especially true for the Indian banking sector, 
where profitability and capital adequacy have increased steadily across all 
types of banks while NPLs have been significantly reduced. However, lib-
eralization not only benefited banks through higher profits. Customers also 
benefited, as can be seen by the decreased net interest margin in India and 

                                                      
46 Another factor is that foreign banks are according to China's WTO commit-

ments barred from offering services to Chinese individuals until the end of 
2006. See Deutsche Bank Research (2004), p. 2. 

47 As reported by Saez and Yang (2001), this not only appears to be the case in the 
banking sector but also in the electricity and telecommunications sector, where 
India has made more progress than China. See Saez and Yang (2001), p. 90. 
Other political-economy factors were discussed in the previous section. For a 
summary of statistical studies on the relationship between different political re-
gimes and economic growth, see for example Przeworski and Limongi (1993). 
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increased choice after the entry of new banks. The Chinese banking sector 
still lags behind in terms of capital adequacy, profitability and NPLs, de-
spite the overall progress made. This can in part be attributed to the later 
start of reforms, a more difficult legacy and less stringent implementation 
of certain institutional reforms.  

Overall, liberalization has had positive effects on the banking sector. 
The question now arises of whether liberalization has also created spillover 
effects into other parts of the economy. This is explored in the next sec-
tion.  

7.2.2 Macroeconomic level 

The previous section attempted to establish a link between the progress 
made in certain areas of liberalization and the results at the sector level. 
This section tries to go a step further – both in terms of methodology and 
the level of analysis – and test if the overall policy changes in the banking 
sector had a statistically significant effect on various macroeconomic vari-
ables. As some of the discussions of result indicators have shown, estab-
lishing causality can be difficult: a variety of factors can potentially influ-
ence the variables under investigation. Statistical analyses help overcome 
some of these problems. Before conducting the statistical tests, the econo-
metric specifications for the tests are discussed, as well as the variables 
used in the calculations. 

7.2.2.1 Econometric specification and data description 

Two general methods exist for establishing a link between financial liber-
alization and macroeconomic variables: cross-country panel analysis, and 
time-series analysis.48 Cross-country panel analysis has been the method of 
choice in many studies. It can be used to identify relationships between 
macroeconomic variables, including the relationship between financial lib-
eralization, financial development and growth.49  

In panel studies, explanatory variables – such as financial liberalization 
– are averaged out over longer time periods for each country and then used 
in a regression analysis to estimate the average influence of the variables 
on economic growth. However, there are serious objections to the use of 
panel data to evaluate economic policies. First, the methodology relies on 
the unrealistic assumption that every country in the sample has a stable 
                                                      
48 See Arestis and Demetriades (1997), p. 784; Kennedy (2003), p. 301. 
49 See for example the studies by Galindo, Micco and Ordonez (2002), King and 

Levine (1993) and Roubini and Sala-i-Martin (1992).  
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growth path. Second, small and large countries are given equal weight in 
the regression. Third, the values for policy indicators in a country are 
likely to be correlated over time. Only the initial value or an average of ini-
tial values over a certain time period is included in the analysis, while the 
current value is excluded. Therefore, only a contemporaneous correlation 
between the policy variable and growth can be established, but no causal-
ity. Fourth, cross-section analysis does not account for different patterns of 
causality in different countries – it only gives a result that is valid on aver-
age. And fifth, cross-section analysis assumes homogeneity across coun-
tries in terms of general economic characteristics, the implementation of 
policies and institutions.50 

It is possible to avoid these problems by focusing on a single country 
and analyzing the effects of policy changes on macroeconomic variables 
over time. Doing so, however, involves a trade-off between the insights 
from a country-case study and the ability to generalize the conclusions. 
This downside of time-series analysis is to a certain extent mitigated in this 
thesis by including China as a comparator country. Time-series analysis, 
however, requires some econometric issues to be dealt with in addition to 
the general requirements of regression analysis. The possible issues and 
necessary considerations for conducting a time-series analysis are dis-
cussed below. 

 
Stationarity 
A time series is stationary if its mean and variance do not change over 
time. "Nonstationarity" creates problems because it can cause spurious re-
sults in a regression and make standard inference procedures – such as R² 
or t-statistics – unreliable. A nonstationary variable can be made stationary 
by means of differencing, i.e. subtracting the value of the time series in the 
previous period from the current value.51 Nonstationarity in a time series 
can be detected with unit root tests; in this thesis, the standard Dickey-
Fuller test is used. If nonstationarity is present, the variable enters the re-
gression in differenced form. 

 

                                                      
50 See Arestis and Demetriades (1997), p. 784; Demetriades and Hussein (1996), 

p. 390f.; Hu (2002), p. 3; Quah (1993), p. 1. 
51 See Kennedy (2003), p. 325f. The number of differencing operations necessary 

to make the time series stationary is the order of integration. For example, a 
variable that requires one differencing operation to achieve stationarity is re-
ferred to as integrated of order one, which is expressed as "I(1)". See Kennedy 
(2003), p. 326. 
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Serial correlation 
One of the assumptions of regression analysis is that the residuals are un-
correlated. If this assumption is violated, serial correlation is present.52 The 
effect is that the deviations from the trend line in the regression are not 
random, but depend on values in previous periods. Incorporating error 
terms from previous periods would improve the forecast of current values. 
As a result, the standard errors of the coefficients are incorrect.53 Besides 
visual inspection of the residuals, tests for serial correlation include the 
Durbin-Watson test and the Breusch-Godfrey Lagrange multiplier test. If 
serial correlation is detected, the regression is estimated with an autore-
gressive AR(p) model in which the residuals from past observations are in-
tegrated in the regression model.54 

 
Multicollinearity 
Multicollinearity refers to the correlation between independent variables in 
the regression. While low degrees of correlation between variables are not 
problematic, increasing correlation between variables has the effect of re-
ducing the precision of the estimate of the coefficient and thus leads to an 
increase of the coefficient's standard error. This problem is apparent for 
policy variables such as statutory pre-emptions or the directed credit pro-
gram: they cannot be included in the same equation because of their high 
correlation.55 This problem is solved by using the unweighted summary in-
dex of financial liberalization and constructing a summary index using the 
method of principal components to combine the policy variables to a lim-
ited number of factors.56 

 
Structural breaks  
In an ordinary least square regression, structural breaks constitute a viola-
tion of the assumption of a linear relationship between the independent and 
the dependent variable. Possible remedies are the inclusion of dummy 
variables for the two periods, or splitting the data set and conducting sepa-
rate analyses for the different time periods.57 Since splitting the data set 

                                                      
52 Serial correlation is also commonly referred to as autocorrelation.  
53 See Backhaus et al. (2003), p. 87f. 
54 For AR(p) models the Durbin-Watson test is no longer reliable. In this case, 

only the Breusch-Godfrey test is used. 
55 The policy variables under consideration are highly correlated as can be seen in 

Table 20. 
56 See Backhaus et al. (2003), p. 91; Demetriades and Luintel (1996b), p. 366; 

Mankiw (1995), p. 304f. 
57 See Backhaus et al. (2003), pp. 79-82. 
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would result in an insufficient number of observations for the statistical 
tests, dummy variables to account for the structural breaks are included in 
this study where needed. 

 
Heteroskedasticity 
Heteroskedasticity is a violation of the ordinary least square regression as-
sumption of constant variance in the error terms. Under conditional het-
eroskedasticity, the value of the error term depends on the value of the in-
dependent variable, which leads to incorrect estimates of the standard 
error. Heteroskedasticity can be detected with the White heteroskedasticity 
test. A possible solution to the problem is to use White heteroskedasticity 
consistent standard errors.58 

 
Endogeneity and simultaneity 
Simultaneity in regression analysis can occur if the independent variables 
are not exogenous, but determined together with the dependent variable, 
making them endogenous to the model under consideration. An example is 
the correlation between investment and financial development: causality 
could run in both directions – i.e. from investment to financial develop-
ment or from financial development to investment – or could be influenced 
by a third variable. A possible solution to the problems of simultaneity and 
endogeneity is the inclusion of instrumental variables such as political sta-
bility or human capital in the equation. However, these variables are likely 
to also be correlated with the macroeconomic variables under considera-
tion, which makes it difficult to establish causality between endogenous 
variables. Therefore, the interpretation of the results may have to be lim-
ited to the correlations between different variables.59  

 
Measurement errors and data quality 
Besides problems with the application of the statistical tests, regression re-
sults can also be influenced by variables being measured inaccurately or 
misreported by governments. To deal with these issues, the general sug-
gestion is to identify the variables that are particularly badly measured and 
isolate the least reliable findings.60 Data quality is a particular problem in 
China. A case in point is the recent upward revision of GDP growth fig-

                                                      
58 See Backhaus et al. (2003), pp. 84-87; Platek (2002), p. 187f. 
59 See Mankiw (1995), p. 303f.; Temple (1999), p. 128f. In the former example of 

two-way causation the independent variable would be endogenous. 
60 See Temple (1999), p. 130. 
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ures.61 To ensure comparability between the India and China, data from the 
Asian Development Bank, the IMF and the World Bank are used. How-
ever, the risk remains that the official statistics on which these interna-
tional agencies base their reports exhibit measurement error. Possible is-
sues with data quality will be discussed on a case-by-case basis where 
necessary.  

 
The variables used in the regression analysis are based on the theoretical 

relationships mentioned above and the empirical literature. Following Le-
vine and Renelt (1992), a distinction between four different types of vari-
ables can be made: the dependent variables, variables that are always in-
cluded in the regression, the variable of interest, and variables identified as 
potentially important.62 In the context of this thesis, the dependent vari-
ables are the macroeconomic aggregates such as saving or capital forma-
tion, for which the effect of financial liberalization is tested. The main 
variable of interest is the financial liberalization index, since the aim of the 
tests is to find out if financial liberalization has exerted a significant influ-
ence on the dependent variables. Explanatory variables that are always in-
cluded in the regression are the log of GDP per capita, the GDP growth 
rate, and the interest rate: these have a potential influence on the dependent 
variable.63 Other potentially important variables include dummy variables 
for structural breaks and the percentage share of financial and physical 
savings, for instance. A detailed description of the variables and their 
sources can be found in the appendix (Table 22). 

The equation used to test the relationships between financial liberaliza-
tion and the various macroeconomic variables has the following general 
form:  

 
ttttttt VARINDEXGDPRATELGDPcL ελλλλλ +++Δ+++= 54321   

 
where L is the respective dependent variable, LGDP is the logarithm of 
real GDP per capita, RATE is depending on the tested macroeconomic 
variable either the lending or the deposit interest rate, ΔGDP is the growth 

                                                      
61 See National Bureau of Statistics of China (2006). For a discussion of the limi-

tations of Chinese economic indicators and the problems of China's statistical 
system, see Wu (2003). 

62 See Levine and Renelt (1992), p. 944.  
63 Note: (1) the logarithm of GDP per capita is used to account for the exponential 

nature of the time series; other variables that exhibit an exponential trend also 
enter the regression in their logarithmic form; (2) depending on the variable un-
der consideration, either the interest rate for deposits or lending is included.  
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rate of GDP, INDEX is the summary index of financial liberalization, and 
VAR is a placeholder for additional variables that are included on an as-
needed basis in the regression. C is the constant in the regression, λ de-
notes the regression coefficients and ε stands for the random error in the 
regression.  

7.2.2.2 Results of statistical tests  

To test the effect of banking sector liberalization at the macroeconomic 
level, the hypotheses postulated further above are tested for India and 
China. These hypotheses are related to the effects of removing repression-
ist policies on the saving ratio, capital formation and financial develop-
ment. The tests are conducted with two indices: one is an unadjusted liber-
alization index, and the other is adjusted for market failure. Since the two 
indices are highly correlated with each other in both countries, only results 
for the unadjusted index are discussed and reported. Since some of the ad-
justments for market failure were explicitly based on Indian data, this 
should increase the confidence in the overall results. The values for the in-
dex that is adjusted for market failure can be found in the appendix. The 
same applies to the index that is constructed with the method of principal 
components. Since it is highly correlated with both the unadjusted index 
and the market failure index, the statistical tests are not conducted sepa-
rately for this index. The index values can again be found in the appen-
dix.64 

The analyses are conducted for India and China for the period 1980 to 
2004. The same analyses are conducted separately for the 1960-2004 pe-
riod. This provides further insights into the long-term effects of financial 
liberalization. Since data for 1960-1980 is only available for India, the re-
sults cannot be put in a comparative perspective with China.  

 
Hypothesis 1:  
Liberalizing the banking sector increases the saving rate and the stock of 
savings.  
 
The financial liberalization hypothesis predicts that a reduction of repres-
sionist policies increases the incentive to save. This is tested by regressing 
saving to GDP, and bank deposits to GDP, against the process index of fi-
nancial liberalization. This is done to account for the overall amount of 
saving and the savings intermediated through the banking sector.  
                                                      
64 See Table 23 for the correlations between the different indices and Table 24 for 

the values of the indices. 
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Saving to GDP  
For both India and China, GDP per capita and GDP growth enter the re-
gression as expected with a positive value, while – surprisingly – the real 
deposit rate enters with a negative value (Table 8). Statistically significant 
at the 1% level are GDP per capita and the real deposit rate in India.65 One 
possible explanation for the negative sign for the real deposit rate can be 
the positive correlation between deposit and lending interest rates: since 
saving to GDP includes saving of households, the public sector and private 
companies, the later two might be inclined to save less when interest rates 
rise, so as to avoid higher costs for loans. 

The liberalization index enters as predicted by the financial liberaliza-
tion hypothesis with a positive coefficient in the case of India, but with a 
negative one for China. However, the index is only statistically significant 
for India. In other words, in India saving has been influenced by liberaliza-
tion.  

 
Bank deposits to GDP 
GDP per capita and the real deposit rate enter the regression as expected 
with positive values for the two countries, while the financial liberalization 
index enters with negative values, contrary to the predictions of the finan-
cial liberalization hypothesis. GDP growth enters with a negative coeffi-
cient for India and a positive one for China.  

For China, GDP per capita is significant at the 1% level, while the fi-
nancial liberalization index is not statistically significant. For India, the 
real deposit rate and the GDP growth are statistically significant, while the 
liberalization index is, as in China, not significant.  

Overall, the main driving factors for saving appear to be the GDP per 
capita and the real deposit rate. Except for saving to GDP in India, liberali-
zation has no statistically significant effect on saving and might even have 
the opposite effect – as can be judged by the negative coefficients of the 
liberalization index in the regressions. Therefore, the hypothesis that liber-
alization increases the level of savings has to be rejected. There is even 
weak evidence that the opposite may be true. A possible explanation is that 
in a liberalized banking sector there is less need to save since credit is 
more easily available if capital is needed. These results are confirmed by 
visual inspection of the development of saving over time (Figure 32): sav-
ings and deposits have shown an upward trend, irrespective of the prevail-
ing policy environment. 

                                                      
65 This means that they are different from 0 with a probability of more than 99%. 
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Fig. 32. Saving and deposits India and China66 

Hypothesis 2:  
Liberalizing the banking sector increases the availability of capital. 
Closely connected to the previous hypothesis is the prediction that liberali-
zation leads to an increased availability of capital. The indicators to test 
this hypothesis are the ratio of private credit to GDP and the gross fixed 
capital formation as a percentage of GDP.  
 
Private credit to GDP 
For both countries, GDP per capita has a positive coefficient as expected. 
This implies that demand for credit increases with increasing wealth. GDP 
growth has a negative coefficient. Surprisingly, the real lending rate enters 
with a positive coefficient in both countries. The liberalization index enters 
– contrary to the predictions of the financial liberalization hypothesis – 
with negative coefficients in both countries.  

Statistically significant coefficients are the GDP per capita for both In-
dia and China. In the case of India, the real lending rate and the GDP 
growth are also statistically significant. The liberalization index is not sta-
tistically significant and enters with a negative sign. Therefore, financial 
liberalization does not appear to have an effect on the demand for private 
credit.  

                                                      
66 See Asian Development Bank (2006); Government of India (2006); Interna-

tional Monetary Fund (2006b). 
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Gross fixed capital formation to GDP 
GDP per capita enters as expected with a positive coefficient, whereas the 
real lending rate has a negative coefficient in both countries. Thus the ex-
pected positive relationship with capital formation holds in both countries. 
For GDP growth the picture again differs for India and China: the coeffi-
cient is as expected positive for China, but negative for India. The liberali-
zation index enters with a negative coefficient for India, but with the ex-
pected positive coefficient for China. However, for both countries, the 
results are not statistically significant. No relationship between gross fixed 
capital formation and liberalization can therefore be established.  

The results of the tests imply that financial liberalization does not have a 
statistically significant effect on either private credit or capital formation. 
Both private credit and gross fixed capital formation have shown a rela-
tively steady upward trend since 1980 (Figure 33). The negative signs of 
the liberalization coefficients provide weak evidence that even the opposite 
relationship occurs, which would point to a more successful accumulation 
of capital in India and China when the banking system was more re-
strained. This might be the result of higher capital intensity in the early 
phases of the economic take-off. Again, the hypothesis has to be rejected. 
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Fig. 33. Credit and capital formation India and China67 

                                                      
67 Author's calculation based on International Monetary Fund (2006b). 
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Hypothesis 3:  
Liberalization of the banking sector increases the efficiency of capital allo-
cation. 

 
The proxy for measuring the efficiency of capital allocation is the incre-
mental capital-output ratio (ICOR) that measures the units of capital 
needed for an additional unit of GDP growth. If the financial liberalization 
hypothesis is correct, liberalization increases the efficiency with which 
capital is employed so that less capital is needed for an additional unit of 
GDP growth. Consequently, the ratio is expected to decrease in a more lib-
eral banking sector. 

For India, the real lending rate, GDP growth and the liberalization index 
enter the regression with negative values. This indicates a more efficient 
use of capital in India with increasing GDP growth, increasing interest 
rates and financial liberalization. However, since only the coefficients for 
the real lending rate and GDP growth are statistically significant, financial 
liberalization does not contribute in a significant manner to the increased 
efficiency of capital allocation. This becomes evident if one looks at the 
ICOR. This has fluctuated constantly between values of two and five since 
1980 (Figure 34). 

The extremely high value for 1991 is an outlier that can be explained by 
the low growth after the balance of payment crisis. It is interesting to note 
that the ICOR has not differed significantly between India and China since 
the early 1990s, despite a somewhat better developed banking system and 
lower investment rates in India. 
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Fig. 34. Capital efficiency India and China68 

For China, the coefficients for the real lending rate and GDP growth en-
ter with negative values, while the liberalization index has a positive coef-
ficient. However, only the GDP growth rate is statistically significant, 
while the liberalization index is not significant. As in India, capital effi-
ciency in China appears to be driven mainly by GDP growth, while finan-
cial liberalization has little influence. The development of the ICOR in 
China shows that the values have fluctuated over time without a clear 
trend. It is especially striking that the efficiency of capital allocation de-
clined between 1992 and 1998, which was also a time of progress in bank-
ing sector reforms. Nonetheless, since loan growth was also particularly 
strong in these years, this is an indication that the credit appraisal skills of 
banks were still insufficient. 

As for the previous tests, the hypothesis that financial liberalization in-
creases the efficiency of capital allocation has to be rejected. Possible rea-
sons for this are lending to less efficient, state-owned enterprises that espe-
cially in China still receive a disproportionate share of credit as well as 
banks' insufficient credit evaluation skills.  

 
Hypothesis 4:  
Banking sector liberalization positively influences financial development 
by increasing financial depth and the importance of deposit money banks. 

                                                      
68 Author's calculation based on International Monetary Fund (2006b). 



7.2 Quantitative evaluation      229 

 
The reduction of repressionist policies is commonly associated with im-
proved financial development. Financial development is proxied by the ra-
tio of liquid liabilities to GDP and the ratio of bank credit to bank and cen-
tral bank credit. The ratio of liquid liabilities to GDP is a measure of 
financial depth that shows the size of the formal financial system. The ratio 
of bank credit to bank and central bank credit gives an indication of the 
importance of deposit banks, which provide better risk management and 
investment services than the central bank.69 

 
Liquid liabilities 
GDP per capita and the real deposit rate enter as expected with positive 
coefficients for India and China. The GDP growth rate has an unexpected 
negative sign in India, but a positive one in China. The liberalization index 
enters the regression in India with a negative sign, and in China with a 
positive one. The only statistically significant coefficient is GDP growth in 
India. The liberalization index is not statistically significant, so the hy-
pothesis must be rejected.  

 
Deposit money bank assets 
All coefficients of the independent variables enter with positive signs in 
both countries. Statistically significant are the GDP per capita in both 
countries and the liberalization index in India. As predicted by the finan-
cial liberalization hypothesis, there is a statistical significant relationship 
between the importance of deposit money banks and banking sector liber-
alization in India. 

 
Overall, it can be concluded that financial liberalization in India and 

China has not had a statistically significant impact on financial develop-
ment. A more important factor was the increasing income level that 
brought more people into the formal banking system. Again, this result is 
mirrored by the development of the respective indicators of financial de-
velopment over time (Figure 24). In both countries, the indicators in-
creased fairly steadily since the late 1980s; it is therefore difficult to estab-
lish a relationship with the liberalization measures in either country.  

 
Hypothesis 5:  
The liberalization of the banking sector causes through a higher level of fi-
nancial development an increase in the growth rate. 

 
                                                      
69 See King and Levine (1993), p. 718; Wachtel (2001), p. 342.  
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Three possible channels of causality must be explored in order to test this 
hypothesis: (1) economic growth causes financial development, (2) finan-
cial development causes economic growth, and (3) there exists a two-way 
relationship between financial development and economic growth. As for 
the previous hypothesis, liquid liabilities to GDP and the share of deposit 
money bank assets are indicators for financial development.  

Causality is tested with the Granger causality test. In this test, x causes y 
if the lagged values of x provide statistically significant information on fu-
ture values of y and vice versa. If this is the case, the conclusion is that "x 
Granger causes y". When interpreting results from a Granger causality test, 
it is important to be aware that Granger causality does not necessarily im-
ply a cause-and-effect relationship. Rather it is a measure of the informa-
tion contained in one variable to explain the second variable.70  

The Granger causality tests reveal a split picture. For China, Granger 
causality runs from financial development when defined as deposit money 
bank assets to economic growth (Table 9). In India, the causality runs from 
growth to financial development. For the second indicator – liquid liabili-
ties – no statistically significant relationship in either direction could be es-
tablished. The evidence is thus weak, at best, that financial development 
causes economic growth, as assumed by the financial liberalization hy-
pothesis. 

Table 9. Results of Granger causality tests India and China 

Causality runs from….

GDP growth and …
Growth → 
Financial Dev.

Financial Dev. → 
Growth

Two-way 
causality

Deposit money bank 
assets India  9** 8 8
Liquid liabilities 
India 8 8 8
Deposit money bank 
assets China 8  9* 8
Liquid liabilities 
China 8 8 8  
Note: (1) * significance at the 10% level, ** significance at the 5% level, *** sig-
nificance at the 1% level. (2) the test statistics can be found in Table 25 in the ap-
pendix. 

 

                                                      
70 See Quantitative Micro Software (2004), p. 226f. 
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Looking at the overall results form the hypothesis tests, it can be con-
cluded that financial liberalization has so far not had significant positive 
effects on the macroeconomic functions of the banking sector in either In-
dia or China. Analyzing the development of the various indicators such as 
saving, capital, and capital efficiency shows that they generally experi-
enced a relatively steady upward trend during the period under considera-
tion. Since in both countries the state dominated the banking sector heavily 
at least until the mid-1980s, the question arises of why financial repression 
did not have more negative effects. Based on these results, there appears to 
be – contrary to the McKinnon-Shaw school – no significant connection 
between the policy environment in the banking sector and the fulfillment 
of the macroeconomic functions of the sector. This also shows that the dif-
ferences in the transformation processes between the two countries dis-
cussed in section 5.5 had no significant influence on the outcomes. Conse-
quently, the results are not only valid for India or China, but for other 
countries as well.  

The analysis has two potential pitfalls. First, the basis of the liberaliza-
tion index used in the previous statistical analyses were the process ele-
ments suggested by transformation studies. By contrast, the early financial 
liberalization literature focused more narrowly on the removal of repres-
sionist policies, including interest rate restrictions, statutory pre-emptions 
and directed credit programs; these are covered in the sub-index for liber-
alization and so only get a 20% weight in the index. Second, the tests were 
conducted for the period after 1980, when a more liberal banking system 
emerged in both India and China. The period before 1980 – when for ex-
ample in India the influence of the state on the banking sector increased – 
is not covered. The inclusion of a longer time period with a different pol-
icy environment might thus lead to different conclusions. 

To cross-check the validity of the results, the same analyses are con-
ducted again using a narrower index of financial liberalization for a longer 
time period. This longer period allows for a more detailed examination of 
different policy regimes. Reliable data for 1960 to 1980 is only available 
for India, so China cannot be included in the analysis. The index for evalu-
ating the effects for India from 1960 to 2005 consists of the policies to-
wards interest rate controls, credit controls and effective reserve require-
ments. It is thus the sub-index for liberalization from the broader index. As 
before, the different policies are equally weighted. The index values can be 
found in Table 27 in the appendix. 

As discussed in section 2.1, state involvement in the Indian banking sec-
tor was relatively low until the beginning of the 1960s. The role of the 
state increased until the mid-1980s, when first steps to ease regulations 
were taken. Prior to the crisis in 1991, state involvement increased again, 
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before declining permanently in the 1990s. These policy changes are mir-
rored in the narrower liberalization index for India from 1960 to 2005 that 
clearly reflects increasing state influence between 1960 and 1990 as well 
as the liberalization progress from the early 1990s (Figure 35). The period 
between 1960 and 2005 therefore makes it possible to analyze the effects 
of different policy regimes on macroeconomic variables over time. The 
same hypotheses as before are tested. Since broader data is available for 
India than for China, additional variables such as household savings are 
included in the tests where they might help to refine the results. 

As before, the effects of the policy changes on the saving ratio are ex-
plored first. A visual inspection shows that all three saving aggregates un-
der investigation – household saving, overall saving, and bank deposits – 
have steadily increased in India since the 1960s (Figure 36). 
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Fig. 35. Liberalization index India 

Thus, the different policy regimes and the level of government involve-
ment appear to have had an insignificant influence. This is confirmed by 
the statistical tests: again the removal of repressionist policies has no sta-
tistically significant effect on saving. The main influencing factor is GDP 
per capita, so that rising incomes appear to be the main driver of saving in 
India over time (Table 10). 



7.2 Quantitative evaluation      233 

0%

10%

20%

30%

40%

50%

60%

1960 1962 1964 1966 1968 1970 1972 1974 1976 1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004

Household saving as % of GDP India Saving as % of GDP India Deposits as % of GDP  
Fig. 36. Savings India71 

Both capital and private capital have increased relatively steadily since 
the 1960s, while credit to GDP has developed somewhat differently: after 
rapid expansion until the mid-1980s, it declined and then increased again 
in the late 1990s (Figure 37). 

The statistical tests show that liberalization had a significant positive in-
fluence on both capital and private capital. As for the previous tests for 
saving, GDP per capita also exerts a positive influence. Unlike the results 
for the 1980-2004 time period, the shifting policy regimes in the sector had 
an influence on the availability of capital. For the third indicator under in-
vestigation in this category – credit to GDP – no statistically significant in-
fluence of either repression or liberalization can be found. 

 

                                                      
71  See Government of India (2006), table 15; International Monetary Fund 

(2006b). 
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Fig. 37. Capital and credit India72 

Capital efficiency has fluctuated widely in India over the last decades 
with no clear trend (Figure 38).73 Because of this, it is not surprising that 
financial liberalization has no significant influence on capital efficiency in 
the statistical tests. Besides that GDP per capita enters again with a posi-
tive sign, while GDP growth has a negative influence on capital efficiency. 
However, the results should not be over-interpreted because of the low ex-
planatory power as measured by the R². This points to the effects of boom-
bust cycles in the economy on the efficiency with which capital is used. 

 

                                                      
72 See International Monetary Fund (2006b). 
73 The outliers are the result of either low or negative growth without a significant 

reduction of investment activity.  



7.2 Quantitative evaluation      235 

-50

-40

-30

-20

-10

0

10

20

30

1960 1962 1964 1966 1968 1970 1972 1974 1976 1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004

Incremental capital output ratio India  
Fig. 38. Capital efficiency India74 

The indicators of financial development have increased relatively stead-
ily in India over time (Figure 39). Liquid liabilities to GDP increased from 
the mid-1970s, while deposit money bank assets increased until about 
1980s, then declined and then increased again at the beginning of the 
1990s. 

The statistical tests show that financial liberalization has no significant 
influence on financial development. The main factors influencing the fi-
nancial development indicators are GDP per capita, the real interest rate, 
and GDP growth. A likely reason for the lack of a relationship between fi-
nancial liberalization and financial development is that state intervention in 
India increased the size and reach of the formal banking sector, which in 
turn helped it to increase the degree of monetization. 

                                                      
74 Author's calculation based on International Monetary Fund (2006b). 
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Fig. 39. Financial development ratios India 1960-200475 

As before, tests are conducted for Granger causality between financial 
development and economic growth. The outcome is that, for both indica-
tors of financial development – the share of deposit money bank assets and 
liquid liabilities to GDP – causality in the Granger sense runs from finan-
cial development to economic growth (Table 11).  

Table 11. Results of Granger causality test India 

Causality runs from….

GDP growth and …
Growth → 
Financial Dev.

Financial Dev. → 
Growth

Two-way 
causality

Deposit money bank 
assets India 8 9**  8
Liquid liabilities 
India 8

    
9***  8  

Note: (1) * significance at the 10% level, ** significance at the 5% level, *** sig-
nificance at the 1% level. (2) the test statistics can be found in Table 25 in the ap-
pendix. 

 
The results of the Granger causality tests for 1960-2004 are clearly at 

odds with the previous results, which showed one-way causality running 
from growth to financial development. This indicates that the relationship 

                                                      
75 Author's calculation based on International Monetary Fund (2006b). 
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between financial development and growth depends on the time period un-
der consideration, and therefore might be spurious. The results of the tests 
should thus not be over-interpreted. 

 
The overall results show that financial liberalization had no significant 

effects on the macro-variables under investigation (Table 12). While this is 
very clear for China, there is some evidence for India that financial liber-
alization had a positive influence on certain macroeconomic variables. 
However, the positive effects appear to depend on both the time period and 
the index used, since different variables are statistically significant.  

Table 12. Summary of statistical tests 

Liberalization index 
(1960-2004)

Regressor India China India
Saving Positive Not significant Not significant
Deposits Not significant Not significant Not significant
Saving Households  - - -  - - - Not significant

Credit Not significant Not significant Not significant
Capital Not significant Not significant Positive
Private Capital  - - -  - - - Positive

Delta Capital to 
GDP Not significant Not significant Not significant

Deposit Money Bank 
Assets Positive  - - - Not significant
Liquid Liabilities Not significant Not significant Not significant

Liberalization index (1980-2004)

 
 
Both India and China had highly restricted banking sectors until at least 

the mid-1980s. The results thus also imply that, besides the lack of positive 
effects from liberalization, financial repression had no significant negative 
effects on the functioning of the banking sector. This is supported by the 
analysis of the 1960 to 1990 period in India, when saving, capital and fi-
nancial development increased despite growing levels of financial repres-
sion. Two questions must be asked as a result: how have the interventionist 
policies contributed to the banking sector's better than expected fulfillment 
of its functions? And why has liberalization not yielded more positive re-
sults? 

The development background of the banking sectors in the two coun-
tries offers partial answers, which is exemplified well by the changes in 
India. In India in the 1960s, large parts of the rural population had no ac-
cess to the formal banking sector. For example, in 1969 – the year of the 
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first nationalizations of banks – less than 25% of the roughly 8,300 bank 
branches were located in rural areas. In line with the goal of branch expan-
sion – one of the objectives of the nationalizations – the number of 
branches in India increased to more than 67,000 in 2004, of which almost 
50% are in rural areas.76 Larger parts of the population thus had the possi-
bility of using formal sector banking institutions for savings and loans. 
This led to an increase of the macroeconomic importance of the banking 
sector – a development that was fueled by government intervention in a 
largely underdeveloped environment. This neither implies that the branch 
expansion was efficient in economic terms nor that it might not have oc-
curred without the government's active role, but simply that the state-
directed policy was helpful in accelerating the expansion of the formal 
banking sector in formerly under-served regions. 

A further contributing factor to the development of the banking sector in 
a repressionist environment was the policy of extending subsidized credit 
to priority sectors. This increased the demand for credit and helped to build 
up the capital stock in previously under-served parts of the economy. Gov-
ernment intervention in the banking sector helped to achieve this expan-
sion. But, again, this does not imply that capital was allocated efficiently 
or that banks would not have extended loans on their own. While these two 
factors help to explain why increasing financial repression did not have the 
expected negative effects, it does not shed light on the question of why lib-
eralization has not led to more positive results.  

Prior to the start of liberalization, both India and China had made sig-
nificant progress in extending the reach of their formal banking sectors, 
which led to steady increases in saving and credit by integrating larger 
parts of the population into the system. The progress made in the years 
prior to liberalization also made further improvements after liberalization 
more difficult, since the low-hanging fruits had already been picked. Fur-
ther expansion in terms of saving or capital was therefore difficult to 
achieve through a policy change such as liberalization, which clearly has 
no built-in mechanism for increasing available funds for saving or credit 
demand. As the statistical tests show, increases in income had a more im-
portant influence on these variables.  

While further quantitative expansion of the banking sector was difficult 
after liberalization, an improvement in the quality of intermediation could 
have been expected. However, in both India and China the efficiency of 
capital allocation as measured by the ICOR did not improve – with poten-
tially severe adverse effects for both countries. This is particularly impor-
tant for India, due to the lower savings rate.  
                                                      
76 See Reserve Bank of India (2004a), p. 1.  
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Possible explanations for the lack of improvement in the ICOR are the 
still insufficient credit evaluation skills and the continuing dominant posi-
tion of state-owned banks in the two countries. State ownership of banks is 
associated with lower financial development, and this also helps to explain 
why liberalization has so far not resulted in more positive results at the 
macro level. Closely connected is the relatively limited competition from 
more sophisticated banks, which to some extent insulates the incumbents 
from improving the efficiency of credit allocation. Country-specific factors 
include the fact that in India, 40% of credit still goes to priority sectors, 
while in China, less efficient state-owned enterprises still receive a dispro-
portionate share of credit.77 For China, with its extremely high saving rate, 
the closed capital account also offers an explanation for why investment 
efficiency has not improved. Because of the closed capital account, sav-
ings have to be invested in the country, which can lead to over-investment 
and subsequently lower returns, especially at China's saving rate.78 

7.3 Conclusion 

In this chapter the banking sector reforms in India and China were evalu-
ated in three ways. First, the reforms were evaluated qualitatively based on 
propositions on how to liberalize a banking sector; second, the perform-
ance at the industry level was analyzed across several dimensions; and 
third, it was tested if liberalization has had any significant effects on mac-
roeconomic variables that are commonly associated with banking sector 
reforms.  

The qualitative evaluation of the reforms showed that the general propo-
sitions were followed fairly well in both countries. Larger deviations oc-
curred in the more "visible" reform areas – recapitalization, privatization, 
and directed credit – that affect large, well-organized interest groups. Of 
the different political economy factors discussed, interest groups had the 
largest impact on the reform process and as such had a greater importance 

                                                      
77 Lal (2006) points out that the faster-growing and more efficient private sector in 

China is crowded out from credit by inefficient SOEs, which lowers the ICOR 
and the growth rate. See Lal (2006), p. 280. 

78 See Makin (2006), p. 313. This leads to a dilemma for Chinese policy makers: 
opening the capital account could enhance the efficiency of domestic invest-
ments and offer Chinese savers higher returns by investing abroad. However, 
given the fragile state of the Chinese banking system, a large capital outflow 
would significantly increase the risk of a banking crisis. See Lardy (2005), p. 
46. 
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than the weak fiscal situation in the two countries, for example. This also 
shows the need to anticipate and incorporate the likely responses of inter-
est groups into the transformation strategy and to design mechanisms to 
compensate reform losers. Also important is the credibility of the govern-
ment. Credibility will not only help remove impediments to reform – it is 
also necessary for pursuing policies such as "one-time only" stabilizations 
of banks and enterprises. 

At the sector level, reforms in most areas have proceeded quite far, with 
India being clearly ahead of China. Over the past years, the pace of reform 
has slowed somewhat in both countries, but this is only to be expected 
since the easier and more popular reforms are generally conducted first. 
Pursuing further reforms requires – besides the necessary political will – 
that political-economy factors are included in the reform strategy, as de-
scribed above. On the result side, the reforms have contributed to a signifi-
cantly improved performance of the sector as measured by indicators such 
as ROA or NPLs, especially in India. In China, the improvements have 
been rather small, since the burden of change is higher and reforms have 
not proceeded as far as in India. In both countries, private sector banks 
have not yet been able to take a significant share of the market and the 
concentration of the banking sector remains high. Improvements have been 
made in terms of stability in both India and China, but NPL level in China 
remains high given the favorable macroeconomic environment.  

The evaluation of the reforms on the macro level found no significant 
link between financial liberalization and improvements in the areas of sav-
ings, credit and financial development. Especially for India, there is evi-
dence that these macroeconomic variables increased under both a more re-
pressive and a more liberal policy environment. Thus, while financial 
liberalization appears to have helped banks to perform more efficiently, 
there have not yet been any positive spillover effects to the economy in 
general. Hence the hypotheses from the financial liberalization literature 
on the macro effects of liberalization must be rejected. 

The insignificant effect of liberalization on the macro variables is espe-
cially worrisome in the light of India's growth target and its ambition to 
catch up with China. Capital accumulation is the main factor explaining 
the growth differential between India and China.79 This reveals the impor-
tance for India of increasing both saving and capital formation. 

                                                      
79 See Morgan Stanley (2004), p. 10. 



8 Policy recommendations and implications of 
research findings 

This final chapter summarizes the major findings of the thesis and dis-
cusses policy recommendations for banking sector reforms. It also dis-
cusses some limitations of the research methodology and the possibility of 
generalizing the findings. It concludes with some with suggestions for fur-
ther avenues of research.  

8.1 Summary of goals and results  

The goal of this thesis was to provide an in-depth evaluation of the trans-
formatory changes of the Indian banking sector and to put them into a 
comparative perspective with the Chinese banking sector. The main find-
ings are summarized below according to the initial research objectives.  
 

Objective 1: To review potential reasons for state involvement in a coun-
try's banking sector and the rationale for financial liberalization 
Potential reasons for state involvement in the banking sector can be 
grouped into three broad categories: economic, developmental and politi-
cal. On economic grounds, market failures can justify state involvement. 
However, this is a necessary but not a sufficient condition, since the state 
must be in a position to provide a better outcome than the market. Devel-
opmental reasons for state involvement are closely related to arguments 
concerning market failure. For example, if projects in certain sectors such 
as agriculture do not receive financing because of a lack of collateral, re-
quiring banks to provide funds would have a development objective, but 
also might mitigate market failure. The political reasons for state involve-
ment also involve the provision of funds to projects that would otherwise 
not receive financing, whereas the motivation in this case does not stem 
from funding socially desirable projects as in the development view, but 
rather from supporting projects that are politically desirable, for example, 
as a tool of patronage.  
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There is a wide array of different instruments for intervening in the 
banking sector. While nationalizing banks is certainly the most visible 
form, others include restricting the setting of interest rates, statutory pre-
emption of funds, and directed credit programs. When these instruments 
are not implemented with the specific aim of addressing market failure, 
they are likely to lead to welfare losses. This is due to their distorting ef-
fect on the market mechanism. 

Financial liberalization can in this context be interpreted as a way to re-
duce the adverse effects of state involvement by allowing the banking sec-
tor to function according to market principles. This should help enhance 
the efficiency of the sector. It should also allow the banking system to per-
form its functions of mobilizing savings and allocating capital better – cre-
ating a positive impact on growth. But financial liberalization is not with-
out pitfalls since there is no mechanism leading to an improved sector 
performance. Furthermore, studies have shown that the risk of a banking 
crisis increases after the liberalization of a banking sector. In addition, as 
the research results have shown, a certain extent of government involve-
ment may actually be beneficial for countries.  
 

Objective 2: To review key policy recommendations of transformation 
studies in the context of the transformation of a banking sector 
Transformation studies have dealt extensively with the problem of chang-
ing the coordination mechanism of an economic system and how to man-
age the transition from a state-led to a market-based economy. The initial 
policy recommendations of transformation studies focused on the triad of 
liberalization, privatization and stabilization. The experiences of transition 
countries have shown that these elements are insufficient and need to be 
complemented by institution building and structural change. In addition, 
questions of sequencing, speed and timing of the reforms should receive 
greater emphasis because of the gradual nature of the process.  

The main policy recommendations of transformation studies focus on 
the overall economy. But the general recommendations can also be 
adopted to the banking sector. Thus the price and allocation mechanism of 
banks has to be liberalized, banks have to be stabilized through capital in-
jections, state-owned banks should be privatized, the sectoral structure that 
is often biased towards large state-owned banks needs to be adjusted, and 
institutions for a functioning banking sector should be established.  
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Objective 3: To integrate transformation studies and financial liberaliza-
tion studies to provide a framework for banking sector liberalization  
Transformation studies and financial liberalization studies are complemen-
tary: both are concerned with changing the coordination mechanism and 
creating a more market-based system. Whereas the financial liberalization 
literature advocates the reduction of state involvement through the removal 
of price and volume controls, but remains relatively silent on how to man-
age this change, transformation studies have dealt extensively with the 
process of changing a system and help to understand the scope and com-
plexities of the liberalization process. Together, transformation and finan-
cial liberalization studies can provide a framework for managing the tran-
sition of a banking sector and give indications on the likely effects.  

The framework described in chapter 6 (see Figure 13) attempts to inte-
grate the two approaches. It starts with an outline of basic requirements for 
liberalization, followed by propositions along the process steps of trans-
formation studies on best practices for reforms. These propositions are 
complemented by suggestions for the speed, timing and sequencing of the 
different reform elements. The framework is completed with indicators for 
measuring the process and the results of liberalization. 

 
Objective 4: To discuss the necessary extent of state involvement in the 
banking sector 
Market failure in the banking sector can make state intervention necessary. 
But the existence of market failure is a necessary, not a sufficient condition 
for intervention since it is important that the state ensures a more efficient 
outcome. One important source of market failure in banking is information 
asymmetries. These asymmetries can occur between banks, debtors and 
depositors. Yet most market failures arising from information asymmetries 
can be solved without direct intervention, but by ensuring that the neces-
sary prudential regulations and adequate bank supervision are in place.  

There are, however, cases in which state involvement may be needed to 
address market failure. State intervention might be justified, for example, 
in countries with large rural or poor areas, where profit-oriented banks 
would not be interested in establishing a presence. In these circumstances, 
state-owned banks can provide banking services to parts of the population 
that would otherwise be excluded from the formal banking system. An-
other justification for state intervention is the provision of credit to certain 
sectors that would otherwise not receive financing. And finally, govern-
ment intervention is required in developing countries where more pro-
nounced business cycles make higher capital adequacy requirements nec-
essary, set and enforced by the state. 
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Objective 5: To identify a set of indicators for evaluating banking sector 
reforms 
Three different sets of indicators for the evaluation of the process and ef-
fects of banking sector reforms were discussed. First, at the sector level, 
indicators for the process and the results of banking sector liberalization 
were identified in line with the findings of transformation studies. Possible 
causal relationships between the process and the results were discussed to 
enable a better evaluation of the results. The different process indicators 
were then integrated to an overall process index. Next, qualitative proposi-
tions on how to liberalize a banking sector were formulated on the basis of 
the experiences of transition and developing countries. This is especially 
important since qualitative propositions provide a good way of evaluating 
the multi-facetted liberalization process. Third, indicators for measuring 
the macro-level effects of liberalization were identified for each of the 
functions of a banking sector. This was done to explore the link between 
the liberalization of a banking sector and the macroeconomic performance 
of a country. These indicators and propositions are generic enough to be 
applicable to other countries.  

 
Objective 6: To compare and evaluate the status and effects of banking 
sector reforms in India and China 
The status of banking sector reforms in India and China was evaluated us-
ing the qualitative propositions and the identified indicators. Both coun-
tries have made considerable progress in liberalizing their banking sectors 
overall. Within this, India is clearly ahead of China. Interestingly, despite 
their different political, economic and institutional settings, the reform 
process in both countries is fairly similar. This reveals that the influence of 
political system on reforms may be lower than generally assumed. Also, 
both countries have so far made less progress in areas such as privatiza-
tion, where there are strong interest groups who are against liberalization. 
But despite the difficulties of reform, and leadership changes in both coun-
tries, neither India nor China have experienced major reform reversals. 

Liberalization has led to an improvement of the functioning of the bank-
ing sector in both countries. Here, again, India has generally achieved bet-
ter results. This is partly due to the fact that banking sector reforms started 
earlier in India. There was also a less challenging institutional legacy, 
since India has always had a small share of private sector banks. China, on 
the other hand, followed a Soviet mono-bank model. Whereas performance 
at the sector level improved in both countries after liberalization, no link 
could be established between financial liberalization and better fulfillment 
of the macroeconomic functions of the banking sector.  
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Objective 7: To discuss further necessary steps for banking sector reforms 
in India and China 
This objective will be covered in the next section.  

 
The working hypothesis postulated at the beginning of this study was 

that India has made greater liberalization progress than China, but that the 
reforms are still incomplete which should limit the positive liberalization 
benefits on the level of the sector and the economy. The results have 
shown that India has indeed proceeded faster with banking sector reforms 
than China and that it also needs to make further progress. The assumed 
cause-effect relationships for both the sector and the economy have how-
ever not materialized: progress was better than expected on the sector 
level, whereas liberalization did not cause significant improvements of 
macroeconomic variables.  

These research results have implications for the underlying theoretical 
foundations of this thesis. The general assumption of the McKinnon-Shaw 
school is that financial liberalization has a positive impact at the macro 
level by removing constraints on banks. The discussion of the empirical 
studies on this subject (see section 4.4) showed that this relationship does 
not hold in every setting. The research results provide further evidence that 
financial liberalization does not necessarily cause a significant increase of 
saving, capital or capital efficiency. Of course, this does not mean that lib-
eralization leads to negative results – but rather that, at least on the macro 
level, the performance improvements are not as expected. The peculiarities 
of India and China, and the fact that some restraints have remained in 
place, may influence the transmission of liberalization effects. However, it 
is safe to assume that no country will fully meet the assumptions of the 
formal economic models. Therefore, this should not unduly constrict the 
validity of the research findings. 

It is also important to incorporate the pre-reform regime in the evalua-
tion. In India, the state-controlled banking sector was able to expand sig-
nificantly under the auspices of the government. This had a positive impact 
at the macro level, so the positive adjustment effect of liberalization was 
necessarily smaller. The positive development in the pre-liberalization re-
gime also shows that, irrespective of the choice of greater or lesser levels 
of state influence, it is possible to achieve positive outcomes. This suggests 
that how the system is managed is more important than the system itself. 
For example, a well-managed banking sector with a high degree of state 
involvement might be preferable to a weak liberal sector with inconsistent 
regulatory policies. The banking sectors in India and China were able to 
perform their functions of mobilizing saving and allocating capital despite 
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high degrees of financial repression. This is clearly at odds with the argu-
ments of the financial liberalization school.  

While financial restraints have not affected the fulfillment of the bank-
ing sector functions negatively on the macro level in India and China, this 
does not hold true for the effects on banks themselves. Indicators such as 
ROA, NPLs or capital levels show the fragile footing of banks in India and 
China in the pre-reform period. In many respects, the policies that led to a 
positive macro-performance caused a deterioration of the fundamentals on 
the micro level. An example is directed credit with subsidized interest rates 
in India despite higher default risks from borrowers in priority sectors. The 
result was a lower profitability coupled with higher NPLs.  

In China, these effects were even more pronounced in the pre-reform 
period, since the mono-bank served as an instrument for channeling funds 
from savers toward enterprises without considering profitability or repay-
ment. State ownership of banks exacerbated these problems in both coun-
tries. In addition to the general incentive problems associated with state 
ownership, both countries regarded banks as tools to achieve development 
goals and not as commercial entities. Combined, these factors led to sig-
nificant distortions, that resulted in major adjustment costs during the re-
form period.  

Certainly, some of the factors leading to this "macro-micro mismatch" – 
meaning a good fulfillment of the macroeconomic functions combined 
with a poor sectoral performance – are peculiar to India and China. The 
Chinese mono-bank system is the most obvious example. Nonetheless, 
state ownership of banks in combination with price and allocation controls 
are likely to lead to a mediocre sectoral performance in other settings too. 
Consequently, the effects of liberalization on the performance of banks 
needs to receive more attention, since the main liberalization effects are 
likely to come from this area.  

8.2 Policy recommendations  

These research results have implications for policy makers in India and 
China. This section presents some recommendations for the future reform 
process in the Indian and Chinese banking sectors. 

India has proceeded quite far with banking sector reforms in most areas, 
but has not yet fully completed the transition to a market-based banking 
system. In addition, there is a need for further complementary reforms in 
the enterprise and the fiscal sector.  
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The first of these is a significant reduction of the directed credit pro-
gram. Today, the directed credit program is one of the last relicts of the 
pre-reform banking sector. In line with earlier recommendations by the 
Narasimham Committee, the level of directed credit should be reduced 
from 40% to 10%. This is also the level that is approximately warranted by 
market failure, as has been discussed. To ensure a smooth transition, the 
amount of directed credit should be reduced in a dual-track manner in 
which the percentage goal of 40% is replaced with a fixed rupee target. If 
the current trend of credit growth persists, this should result in a phased 
reduction of the percentage of directed credit. In addition to this gradual 
phasing out, temporary mechanisms such as credit guarantees could be 
created to ensure that credit flows to priority sectors. Reducing the amount 
of directed credit will also have a signaling effect for other reforms. Fry 
(1995), for example, argues that "abandoning directed credit programs 
must constitute one of the first steps of any sensible financial development 
program. If the government is too weak to take this step, it may well be too 
weak to implement any well-conceived macroeconomic policy."1 

The second reform needed is a lowering of the minimum level of the 
SLR. After the initiation of banking sector reforms, the SLR has been 
quickly reduced to its legal minimum. Pre-emption of resources through 
the SLR is still considerable, since the legal minimum stands at 25% of net 
demand and time liabilities. Combined with the CRR that stands at about 
5%, 30% of deposits have to be invested in government-approved securi-
ties. For monetary policy purposes, a lower amount would be sufficient. 
The RBI has only made minimal changes to the CRR in order to counter 
inflationary pressures in the last years. As a result, the current level of pre-
emptions serves as a captive source of government bonds. The legal mini-
mum of the SLR should therefore be lowered significantly so that more 
funds are available for credit.  

Third, a level playing field must be created with respect to foreign 
banks. Foreign banks have both advantages and disadvantages compared 
to domestic players. Currently, foreign banks have the advantage of lower 
priority sector lending requirements (32%, compared to 40% for domestic 
banks) and less strict requirements regarding setting up branches in rural 
and semi-urban areas. At the same time, they are restricted as to the num-
ber of branches they can open in a single year, and there are restrictions on 
the ownership of domestic banks. 

Leveling of the playing field should include aligning directed credit re-
quirements and branch regulations. To achieve planning security, manda-
tory dates for taking of equity stakes in Indian banks should be included in 
                                                      
1 Fry (1995), p. 469. 
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the "Roadmap for the Presence of Foreign Banks". This would help to ap-
pease domestic opposition and prevent cherry-picking by foreign banks. 
Overall, the sector would benefit from further investments by foreign 
banks and from the transfer of expertise. 

The fourth area where reform is needed is in the privatization of public 
sector banks. The current level of assets controlled by PSBs is significantly 
above the 25% that would be necessary to cover rural areas and disadvan-
taged parts of the population. Despite political obstacles, the Indian gov-
ernment should reduce its stake in the banking sector by privatizing PSBs. 
This would also be in the interests of the ultimate owners – the Indian peo-
ple. Since the PSBs have lost market share steadily over past years, the 
current "do nothing" strategy not only amounts to a desirable reduction of 
the role of the government in the banking sector. It also is likely to cause 
an erosion of the value of the PSBs because of their weaker relative posi-
tion.  

Fifth, complementary fiscal and enterprise reforms must be imple-
mented.. As has been discussed, there is a close relationship between the 
banking sector, the enterprise sector, and the fiscal situation of a country. 
In particular, India should press ahead with fiscal reforms so as to reduce 
the budget deficit. This is an important pre-condition for further reforms in 
the banking sector, such as the reduction of statutory pre-emptions, cur-
rently used as a captive source of funds for the government. This should 
also help to create incentives for saving, which is important since the lower 
saving rate in comparison to China is one of the major factors behind the 
lower growth rate of the Indian economy.2  

 
Despite beginning the reform process earlier, China has had to face the 

problem of its difficult institutional legacy and could therefore not proceed 
as fast, and as far, as India. In certain areas, China could learn from the In-
dian reform experiences. The major recommendations for further reforms 
are given below.  

First, the NPL level should be reduced significantly. Despite progress in 
recent years, the extent of NPLs in the Chinese banking sector is still ex-
tremely high. This is even more worrisome given the strong growth in 
loans over recent years and the benign macro environment. It is relatively 
safe to assume that, in a downturn, NPLs would again increase signifi-
cantly – as has happened in other Asian countries in the aftermath of the 

                                                      
2 See Morgan Stanley (2004), p. 24f.; Mukherji (2005), p. 66. Also large public 

sector borrowing from domestic banks may impede financial development. For a 
discussion on the relationship between fiscal policy and financial development, 
see Hauner (2006). 
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Asian crisis. Since a large share of the NPLs of the state-owned commer-
cial banks stem from loans extended to support state-owned enterprises, 
they are in fact to a large extent government debt.3 Thus solving the prob-
lem of NPLs requires a joint effort on the part of banks and the govern-
ment. Important first steps towards this goal are estimating the level of bad 
loans accurately and making a credible commitment going forward to re-
capitalizing the banks once and once only. 

Second, more stringent enforcement and further upgrading of the regula-
tory framework are needed. This is a pre-condition for the sustained reduc-
tion of NPLs and the improvement of the systemic stability of the banking 
sector. A certain amount of progress has been made in this respect, the 
foundation of the CBRC being one of the most prominent examples. How-
ever, further efforts are needed to bring the institutional framework up to 
international standards. One important area is the capital adequacy re-
quirement that should be tightened further to exceed the 8% Basel Stan-
dard. It is however not only necessary to enact new rules and regulations; 
the enforcement is also important. China must strive to extend the positive 
example of the CBRC to other areas of the banking sector. 

Third, there must be further privatization of state-owned banks. The par-
tial privatizations that started in 2005 must continue. Although the Big 
Four banks have lost market share over the last years, they and thus the 
government, still dominate the banking landscape. There are, of course, 
market failure arguments for the provision of banking services, especially 
to the Western regions of China. However, just one of the four SOCBs 
would probably be sufficient to fulfill this task. The government should 
divest its holdings in the other three banks and instead provide the legal 
and institutional framework for a market-based banking sector. This would 
also lend credibility to other reform measures. As Anderson (2006) argues, 
"[…] privatization is the only long-term method of making structural re-
forms 'stick' and ensuring macroeconomic stability."4 

Fourth, interest rates should be further liberalized. Interest rates in China 
are still largely determined by the government, which has negative impli-
cations for savers and the overall economy. Deposit rates in China are set 
at relatively low levels. Since Chinese savers cannot invest abroad and the 
stock market is still under-developed, the largest part of savings flows into 
the banking system. The artificial low interest rates paid on the deposits 

                                                      
3 See Fan (2002), p. 12, Lal (2006), p. 280. Cutting the link between state-owned 

banks and state-owned enterprises with bad loans is an important step in escap-
ing what Li (2001) calls the "trap of financial repression". See Li (2001), pp. 83-
85. 

4 Anderson (2006), p. 248. 
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constitute a transfer of wealth from savers to banks, companies and the 
government. Lending rates are also comparatively low in China, so pro-
jects that would have a negative net present value at market interest rates 
appear to be viable investments due to the lower cost of capital. This can 
ultimately lead to the build-up of non-performing loans.5 Therefore, further 
deregulating lending and deposit rates will benefit savers, banks and the 
economy alike: this should be one of the main priorities for further re-
forms.  

Fifth, complementary reforms in the enterprise sector are essential. 
There is a close link between the banking sector and the enterprise sector. 
This is particularly so in China, where the government still owns the larg-
est banks and some of the largest enterprises. Historically, this linkage has 
been extensively used to channel loans from banks toward enterprises, 
which has resulted in today's large stock of NPLs. For further reforms in 
the banking sector, it is thus necessary to reform the largest SOEs and put 
them on a viable commercial basis. After an adjustment phase, this will 
also benefit the banks, since stronger borrowers increase banks' stability. 
The ability to operate on a commercial basis is also an important pre-
condition for bank privatization.  

 
The scope of the recommendations for India and China show the need 

for an impetus for second-generation reforms. This is especially challeng-
ing since the triggers for the transformatory changes were crises – in India, 
the balance-of-payments crisis, in China, the failings of the Cultural Revo-
lution. The leaders of both countries now need to find ways to generate 
momentum for further reforms in the absence of such triggers. They also 
need to manage the interconnections between the banking sector, the en-
terprise sector and the general economic situation. Weak state-owned en-
terprises in China and fiscal deficits in India create barriers to change in 
the banking sector. Further liberalization requires addressing these issues. 
 

                                                      
5 Nominal lending rates in China have between 1999 and 2004 been below 6%, 

which is lower than the yields on US Treasury security that are commonly used 
as benchmarks for risk-free investments. See International Monetary Fund 
(2006b). 
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8.3 Limitations of research approach 

This thesis has attempted to provide a multi-faceted assessment of banking 
sector reforms. However, it is not possible to grasp the full complexity of 
the real world: trade-offs and simplifications have been necessary. The 
most important of these are discussed below. 

First, even though the index-based evaluation of liberalization used here 
is preferable to other approaches by providing a multi-facetted view of the 
process, it also has certain limitations. Even a broad aggregate index pro-
vides an incomplete picture of reality since it is not able to capture the full 
breadth of existing policies. Aspects such as the definition of priority sec-
tors, interest rate restrictions on priority sector loans or changes in the role 
of the regulator could not be included in the index, although they certainly 
have an impact on the sectoral performance. The policy variables entered 
the index with equal weights. This is a simplification since different policy 
changes will in practice most likely not have a similar level of importance 
in practice. In an attempt to address this problem, a liberalization index 
was created using the method of principal components to give different 
weights to different policies. However, this method is purely statistical and 
does not take into account the importance of different policies in reality. 

Second, this thesis is a country case study. This provides an in-depth 
evaluation of one country, but lacks comparability due to country-specific 
factors. An attempt has been made to strike a balance here by including 
data from China – a country that, like India, is in transition. India and 
China have had similar reform experiences, which make a comparison 
meaningful; nevertheless, this does not imply that it is possible to fully 
generalize the results.  

Third, the availability and reliability of data are problems faced by all 
empirical studies. In this respect, the current study is no exception. The 
most desirable data has not always been available, and approximations and 
proxy variables have been resorted to. Where this was not possible, the 
variable in question was excluded. Even where data was available, its reli-
ability was sometimes questionable. For example, experience shows that 
NPL figures are often understated and their true extent only becomes ap-
parent in a crisis. This applies to accounting information as much as to 
macroeconomic variables. These problems are certainly more pronounced 
for China than for India, which should be kept in mind when drawing con-
clusions from the results. 

Besides the general limitations, there are issues pertaining to India and 
China that may have influenced the research results and the ability to gen-
eralize the results. One is the sheer size of India and China, their low in-
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come levels and the huge regional disparities compared to smaller or richer 
countries. Both India and China have a pronounced urban-rural divide with 
large parts of the population living in the less-developed countryside, 
which is more expensive to serve for banks. While this dichotomy might 
not always affect the results, using aggregate statistical figures is clearly a 
simplification. In addition, low income levels especially in the countryside 
reduce the possibility of a profitable coverage with formal banking ser-
vices. As a result, informal finance remains important in both countries. 
Smaller or richer countries do not face this problem, which to some extent 
limits the comparability of the results.  

Another factor peculiar to India and China is that their capital account is 
not fully liberalized. As a result, their citizens cannot save abroad and are 
bound to banks operating in their own countries. This means that local 
banks have a quasi-monopoly on domestic savings. In India, this has led to 
a disproportionately large share of physical savings in the form of gold, 
which may influence the comparability of the results. In China, the closed 
capital account in combination with the fixed exchange rate leads to a per-
petuation of state influence in the banking sector, since the government has 
to sterilize the excess liquidity from the capital inflows.  

Despite these limitations, the results presented here have broad implica-
tions. Even if comparability is limited, the results are valid for two of the 
most important emerging markets in the world who represent about 40% of 
the world's population, which warrants attention in its own right. 

8.4 Perspectives for future research 

A doctoral thesis can seldom cover all relevant aspects of a topic. More-
over, new issues may emerge during the course of the research. This thesis 
is no exception and so several areas remain that warrant further investiga-
tion.  

First, more country case studies of liberalization experiences are needed, 
as opposed to cross-country regressions. Cross-country regressions have 
serious limitations for policy analysis, since all countries receive the same 
weight in the regression. For a more in-depth understanding of the under-
lying processes, country case studies are more appropriate. This thesis has 
been an attempt to do this for India and China; other researchers have fo-
cused among others on countries in Asia or South America.6 Further in-
depth studies of individual countries' experiences will yield valuable new 
                                                      
6  See for example Demetriades and Luintel (1996a), Demetriades and Luintel 

(2001) and Diaz-Alejandro (1985). 
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insights into how the challenges of transforming a banking sector can be 
mastered. The liberalization index and the propositions investigated here 
are a first step to providing a common reference frame for this exercise. 
The developed liberalization index is generic enough to be applied to other 
countries or regions, and consequently allows a broad comparison of liber-
alization experiences.  

Second, this thesis has also attempted to incorporate the impact of mar-
ket failure. Here, there is scope for refinement, both regarding which mar-
ket failures are considered and the methodology used to gauge their effect 
on the indicators. Market failures are an important issue in enacting public 
policy, which makes their operationalization critical for policy makers. 

Third, future studies need to focus more on sectoral recommendations as 
opposed to the overall economy. Transformation studies have provided a 
helpful framework for evaluating the liberalization process. However, as 
has been shown, it is necessary to adjust the general recommendations to 
the peculiarities of the banking sector. The banking sector is a special case 
due to its role as an intermediary; but other sectors in the economy – such 
as utilities, for example – also need a tailored transformation strategy. This 
should also help to advance the state-of-the-art of transformation studies. 

Fourth, another area worth investigating are the micro effects of liber-
alization and the interactions with the macroeconomic functions of the 
banking sector. The review of empirical studies in section 4.4 found that 
studies investigating the macro-level effects of liberalization by far out-
number studies focusing on the micro level. Yet the research results for In-
dia and China have shown that the effects of repression and liberalization 
are far more pronounced on the micro than on the macro level. Further-
more, during the times of repression the banking sector was able to fulfill 
its macro-economic functions despite a lackluster performance on the mi-
cro level, whereas improved sectoral performance after liberalization did 
not exert a significant effect on the macro level.  

Micro-level barriers to financial development should also be investi-
gated. For example, the amount of lending depends partially on the ability 
of the creditor to seize collateral.7 This in turn depends on factors such as 
the definition of property rights, the enforceability of property rights and 
the enforcement costs. If any of these factors is not well-defined, the 
amount of credit extended may be negatively affected and economic de-
velopment will suffer as a result. India is a case in point. While property 
rights are relatively well-defined, they are difficult to enforce despite the 
recent establishment of special debt recovery tribunals. This may induce 
banks to extend less credit, despite liberalization. Exploring these ques-
                                                      
7 See Rajan and Zingales (2003b), p. 31. 
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tions will help reach a better understanding of the effect of financial liber-
alization at both the sector and the macroeconomic level, and thus lead to 
better policy recommendations.  

Finally, the optimal management of the banking sector during the proc-
ess of economic development warrants further investigation. The research 
results have shown that financial liberalization has had no significant ef-
fect on economic growth in India: growth acceleration happened well be-
fore the liberalization of the banking sector. Furthermore, developments 
since 1960 in India have shown that increases in the amount of savings and 
capital were possible in a largely repressed system, and indeed liberaliza-
tion has not led to significant improvements. While this is not sufficient 
evidence to refute the validity of the McKinnon-Shaw school's approach, it 
marks an important deviation from the generally expected cause-and-effect 
relationships. This finding is highly important, given that recommenda-
tions argue for further liberalization in order to accelerate the growth rate 
of the economy.8 The findings presented here raise the question of what the 
optimal level of state involvement in the banking sector during economic 
development should be. It would be presumptuous to assume that a general 
blueprint for the management of liberalization exists. However, this inves-
tigation helps to bridge the dichotomy between the state and the market. 
This would represent a move away from economic orthodoxies and to-
wards a less doctrinaire economic and development policy. 

                                                      
8 See for example McKinsey Global Institute (2006a); Organization for Economic 

Cooperation and Development (2005). 
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Table 13. Recapitalization of nationalized banks 

Bank up to 1992-93 1993-94 1994-95* 1995-96 1996-97 1997-98 1998-99 1999-2001 Total
Allahabad Bank 171.33 90.00 101.61 160.00 522.94
Andhra Bank 89.00 150.00 165.00 404.00
Bank of Baroda 163.00 400.00 563.00
Bank of India 455.00 635.00 348.22 1,438.22
Bank of Maharashtra 182.08 150.00 80.00 412.08
Canara Bank 112.50 365.00 600.00 1,077.50
Central Bank of India 175.74 490.00 500.00 1,165.74
Corporation Bank 65.40 45.00 110.40
Dena Bank 145.63 130.00 72.28 347.91
Indian Bank 194.00 220.00 180.94 1,750.00 100.00 2,444.94
Indian Overseas Bank 357.00 705.00 132.74 1,194.74
Oriental Bank of Commerce 76.90 50.00 126.90
Punjab and Sind Bank 205.61 160.00 72.00 150.00 587.61
Punjab National Bank 165.00 415.00 580.00
Syndicate Bank 148.50 680.00 88.79 172.00 1,089.29
UCO Bank 492.00 535.00 110.00 54.00 350.00 200.00 1,741.00
Union Bank of India 132.00 200.00 332.00
United Bank of India 360.19 215.00 256.00 338.00 100.00 1,269.19
Vijaya Bank 125.72 65.00 302.00 492.72
Total Capital Subscribed 3,816.60 5,700.00 924.58 850.00 1,509.00 2,700.00 400.00 0.00 15,900.18  
Note: * = capital contributed as tier-II; recapitalization amounts are Rs. Crore.1 

 

                                                      
1 See Reserve Bank of India (2001b), p. 26. 
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Table 15. Effective reserve requirements in selected countries2 

Year India China Thailand Korea Malaysia USA UK Japan
1980 13% NA 6% 13% 8% 3% 3% 3%
1981 13% NA 5% 6% 8% 3% 2% 2%
1982 13% NA 5% 7% 8% 3% 2% 2%
1983 12% NA 4% 6% 8% 2% 2% 2%
1984 12% NA 3% 5% 8% 2% 2% 3%
1985 15% 33% 4% 4% 7% 2% 2% 2%
1986 16% 31% 4% 4% 6% 3% 2% 2%
1987 16% 27% 4% 8% 6% 2% 1% 2%
1988 17% 25% 4% 10% 6% 2% 1% 2%
1989 17% 28% 3% 13% 8% 2% 1% 2%
1990 16% 31% 3% 11% 11% 2% 1% 2%
1991 16% 31% 4% 11% 11% 2% 1% 2%
1992 15% 24% 4% 11% 29% 2% 2% 2%
1993 15% 25% 3% 11% 12% 2% 2% 2%
1994 16% 25% 3% 10% 16% 2% 2% 1%
1995 15% 24% 4% 10% 18% 2% 1% 1%
1996 12% 27% 5% 6% 22% 2% 1% 2%
1997 11% 26% 5% 4% 25% 2% 1% 2%
1998 11% 22% 4% 3% 7% 1% 1% 2%
1999 9% 20% 7% 3% 7% 2% 1% 6%
2000 8% 19% 6% 3% 6% 1% 1% 2%
2001 8% 18% 6% 3% 5% 1% 1% 4%
2002 6% 17% 5% 4% 6% 1% 1% 5%
2003 6% 17% 8% 4% 5% 1% 1% 6%
2004 7% 17% 9% 3% 5% 1% 1% 7%

Asian emerging countries Developed countries

 
 

                                                      
2 Author's calculation based on IMF International Financial Statistics. 
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Table 16. Government ownership of banks in selected countries3 

Country Liberalized
Largely 

liberalized
Partly 

repressed Repressed
Argentina 61%
Australia 21%
Bangladesh 100%
Brazil 23%
Britain 0%
Canada 0%
Chile 20%
Colombia 52%
Egypt 86%
France 22%
Germany 37%
Hong Kong 0%
India 95%
Indonesia 43%
Israel 82%
Italy 28%
Japan 0%
Korea 22%
Malaysia 10%
Mexico 36%
Morocco 42%
New Zealand 0%
Pakistan 80%
Peru 24%
Philippines 34%
Singapore 5%
South Africa 0%
Sri Lanka 69%
Taiwan 100%
Thailand 22%
Turkey 56%
United States 0%
Venezuela 53%
Average  3% 26% 65% 71%  
Note: (1) Percentage values refer to percentage of state ownership in the top-10 
banks in which the government owns more than 50% of the shares; (2) percentage 
values are for 1995, while the classification of the policy regime is for 1996. 

                                                      
3  Author's presentation based on data from La Porta, Lopez de Silanes and 

Schleifer (2002), pp. 272-274 and Williamson and Mahar (1998), p. 5f. 
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Note: Population centers with less than 10,000 people are "rural, from 10,000 to 
100,000 people "semi-urban", from 100,000 to 1,000,000 people "urban" center, 
and above 1,000,000 "metropolitan". See Reserve Bank of India (2004a), p. iv.  

Fig. 40. Distribution of bank branches4 

 

Table 17. Deposit and credit share in rural and semi-urban areas5 

Bank Group Data Rural
Semi-
urban Urban

Metro-
politan

Grand 
Total

Nationalised Banks Offices 13,624 7,222 7,233 6,141 34,220
Deposits 101,220 127,285 184,493 339,444 752,441
Credit 43,652 45,692 81,089 237,672 408,105

SBI Offices 5,465 4,033 2,378 1,823 13,699
Deposits 45,824 95,852 90,230 128,904 360,809
Credit 19,469 38,122 45,089 105,786 208,465

Foreign banks Offices 0 0 28 180 208
Deposits 0 0 1,979 70,725 72,705
Credit 0 0 807 62,808 63,615

Regional Rural Banks Offices 11,914 2,229 497 23 14,663
Deposits 37,712 13,434 4,620 144 55,909
Credit 18,265 5,917 1,772 66 26,020

Private Sector Banks Offices 1,104 1,768 1,567 1,416 5,855
Deposits 10,327 31,647 48,974 178,462 269,409
Credit 3,634 10,435 21,580 138,458 174,107  

 
 

                                                      
4 Author's presentation based on Reserve Bank of India (2005c), p. 303. 
5 Author's calculation based on Reserve Bank of India (2004a), p. 25f. 
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Fig. 41. ROA of bank groups India6 

                                                      
6 Author's calculation based on Reserve Bank of India (2005a). 
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Table 24. Overview of indices 

India China

Year Unadjusted
Stan-
dardized

Market 
Failure

Factor 
Analysis Unadjusted

Stan-
dardized

Market 
Failure

Factor 
Analysis

1980 2.33 0.16 0.17 -0.91 0.00 0.00 0.00 -0.87
1981 2.33 0.16 0.17 -0.91 0.00 0.00 0.00 -0.87
1982 2.33 0.16 0.17 -0.91 0.00 0.00 0.00 -0.87
1983 2.33 0.16 0.17 -0.91 0.00 0.00 0.00 -0.87
1984 3.33 0.22 0.27 -0.98 0.00 0.00 0.00 -0.87
1985 3.33 0.22 0.27 -0.98 0.00 0.00 0.00 -0.87
1986 3.00 0.20 0.24 -0.86 0.33 0.02 0.02 -0.81
1987 3.00 0.20 0.24 -0.86 0.33 0.02 0.02 -0.81
1988 3.00 0.20 0.24 -0.86 0.33 0.02 0.02 -0.81
1989 3.00 0.20 0.24 -0.86 0.00 0.00 0.00 -0.87
1990 3.00 0.20 0.24 -0.86 0.00 0.00 0.00 -0.87
1991 3.00 0.20 0.24 -0.86 0.00 0.00 0.00 -0.87
1992 3.67 0.24 0.29 -0.74 0.00 0.00 0.00 -0.87
1993 3.67 0.24 0.29 -0.74 0.33 0.02 0.02 -0.81
1994 6.33 0.42 0.47 0.42 1.67 0.11 0.12 -0.05
1995 7.00 0.47 0.51 0.35 1.67 0.11 0.12 -0.05
1996 8.67 0.58 0.62 1.08 3.00 0.20 0.21 0.51
1997 9.00 0.60 0.64 1.14 3.00 0.20 0.21 0.51
1998 9.00 0.60 0.64 1.14 3.33 0.22 0.23 0.68
1999 9.33 0.62 0.67 1.02 3.67 0.24 0.27 1.08
2000 9.33 0.62 0.67 1.02 3.67 0.24 0.27 1.08
2001 9.33 0.62 0.67 1.02 4.00 0.27 0.29 1.25
2002 9.67 0.64 0.69 1.26 6.00 0.40 0.46 1.53
2003 9.67 0.64 0.69 1.26 6.33 0.42 0.48 1.77
2004 9.67 0.64 0.69 1.26 6.33 0.42 0.48 1.77
2005 9.67 0.64 0.69 1.26 6.33 0.42 0.48 1.77  

Notes: (1) The standardized index is calculated by dividing the unadjusted values 
by 15, which is the maximum score a country can achieve. The values are stan-
dardized between 0 and 1; (2) the market failure index is standardized between 0 
and 1; (3) the factor analysis index values were calculated with the principal com-
ponents method and are the values for the first rotated factor that explains 65.8% 
of the total variance of the individual scores. 
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Table 25. Values for Granger causality tests India and China 

Null Hypothesis F-Statistic Probability
GDP_GROWTH_INDIA does not Granger cause 
DEP_MONEY_INDIA 4.01831 0.03408 **
DEP_MONEY_INDIA does not Granger cause 
GDP_GROWTH_INDIA 0.53217 0.74772

GDP_GROWTH_INDIA does not Granger cause 
LIQUID_INDIA 0.55381 0.73307
LIQUID_INDIA does not Granger cause 
GDP_GROWTH_INDIA 0.51345 0.76044

GDP_GROWTH_CHINA does not Granger 
cause DEP_MONEY_CHINA 2.45037 0.20292
DEP_MONEY_CHINA does not Granger cause 
GDP_GROWTH_CHINA 4.96041 0.07297 *

LIQUID_CHINA does not Granger cause 
GDP_GROWTH_CHINA 0.96875 0.48495
GDP_GROWTH_CHINA does not Granger 
cause LIQUID_CHINA 0.45660 0.79913  
Note: (1) Time period for test is 1980-2005 with 5 lags with the exception of 
DEP_MONEY_CHINA where data is only available from 1985; (2) * denotes sig-
nificance at the 10% level; ** at the 5% level; *** at the 1% level. 

 

Table 26. Values for Granger causality test India  

Null Hypothesis F-Statistic Probability
GDP_GROWTH does not Granger cause 
DEP_MONEY 0.2739 0.92368
DEP_MONEY does not Granger cause 
GDP_GROWTH 3.38071 0.01582 **

GDP_GROWTH does not Granger cause 
LIQUID 1.736 0.1579
LIQUID does not Granger cause 
GDP_GROWTH 7.53617 0.00012 *** 
Note: (1) Time period for test is 1960-2005 with 5 lags; (2) * denotes significance 
at the 10% level; ** at the 5% level; *** at the 1% level. 
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Table 27. Values for liberalization index India 

Year
Interest rate 
controls Credit controls

Reserve 
requirements Average value

Standardized 
index

1960 3 3 2 2.7 0.889
1961 3 3 2 2.7 0.889
1962 3 2 2 2.3 0.778
1963 2 2 2 2.0 0.667
1964 1 2 2 1.7 0.556
1965 2 2 2 2.0 0.667
1966 2 2 2 2.0 0.667
1967 2 2 2 2.0 0.667
1968 2 2 2 2.0 0.667
1969 1 1 2 1.3 0.444
1970 1 1 2 1.3 0.444
1971 1 1 2 1.3 0.444
1972 1 1 2 1.3 0.444
1973 1 1 2 1.3 0.444
1974 1 1 2 1.3 0.444
1975 1 1 2 1.3 0.444
1976 1 1 2 1.3 0.444
1977 1 1 2 1.3 0.444
1978 1 1 1 1.0 0.333
1979 1 1 1 1.0 0.333
1980 1 1 1 1.0 0.333
1981 1 1 1 1.0 0.333
1982 1 1 1 1.0 0.333
1983 1 1 1 1.0 0.333
1984 1 1 1 1.0 0.333
1985 1 1 1 1.0 0.333
1986 1 1 0 0.7 0.222
1987 1 1 0 0.7 0.222
1988 1 1 0 0.7 0.222
1989 1 1 0 0.7 0.222
1990 1 1 0 0.7 0.222
1991 1 1 0 0.7 0.222
1992 1 1 1 1.0 0.333
1993 1 1 1 1.0 0.333
1994 1 1 0 0.7 0.222
1995 2 1 1 1.3 0.444
1996 2 1 1 1.3 0.444
1997 3 1 1 1.7 0.556
1998 3 1 1 1.7 0.556
1999 3 1 2 2.0 0.667
2000 3 1 2 2.0 0.667
2001 3 1 2 2.0 0.667
2002 3 1 2 2.0 0.667
2003 3 1 2 2.0 0.667
2004 3 1 2 2.0 0.667
2005 3 1 2 2.0 0.667

Liberalization
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Notes: (1) Values for 1980-2005 are equivalent to the respective categories in the 
overall process index (Table 18); (2) values for reserve requirements assigned ac-
cording to the effective reserve requirements like for the overall process index; (3) 
values for interest rate controls for 1960-1979 are based on Demetriades and Luin-
tel (1997), p. 320 with average values for interest rate restrictions above 0.67 indi-
cating a largely repressed system; (4) values for directed credit program for 1960-
1979 are based on the directed credit dummy in Demetriades and Luintel (1997), 
p. 320. 
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