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ABSTRACT

The study evaluates the comparative performance of (Public Sector Banks)PSBs with
respect to (Private Sector Banks ) PvSBs, over the period 2000-01 to 2012-13. The five financial
ratios are used and the analysis of relative performance of PSBs and PvSBs is done with the
application of t-statistic and comparing the means of respective banks group.

When the performance of PSBs is analysed relative to PvSBs, the difference is
significant between two groups and PSBs are doing better on only two parameters i.e., Net
Interest Income (NI1)/Total Assets (TA) and Provision & Contingencies (P&C)/Total Assets
(TA). However, in the rest of the three parameters viz. Intermediation Cost (Int. cost)/Total
Asset (TA), Non-Performing Asset (NPA)/Total Asset (TA) and Net Profit (NP)/Total Asset
(TA), PvSBs perform better,

The performance of PvSBs is better than that of PSBs as can be concluded on the
basis of initial stage of analysis. But after the last part of analysis is done, it can be
concluded that the performance of PSBs during post reform era is not inferior as is often
heard in public discourse, instead it is fair to suggest that PSBs are catching up with
PvSBs when an appropriate comparison is attempted.
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INTRODUCTION

A well developed, organized, planned and viable banking system is necessary for
developing economies so that it can occupy a crucial role in the process of socio-economic
transformation as well as act as a catalyst to economic growth. The importance of banking
institutions is left rather deeply in the developing economies like ours, as these economies
are usually short of capital. Financial sector reforms as the part of economic reforms were
initiated in 1991, broadly speaking the objective of the reforms package were three fold:-

1. Liberalization of all markets by quickening the process of deregulation.

2. Increasing competitiveness in all sphere of economic activity.

3. Ensuing financial/fiscal discipline in all agents by it the public or private sector, promoting an
accelerated growth of the economy.

The banking sector of the economy has received focus in recent times due to the trend
towards deregulation. The banks during the post nationalization (1969) era diverted their
attention from class banking to mass banking. But many problems cropped up such as
inter-region inequality in bank operations, mounting over dues, willful default, increased
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political interference, deterioration of customer services, red tapism, neglect of
supervision, declining efficiency and profitability. There was serious concern about the
performance of public sector banks. Most of which became unprofitable, undercapitalized
and burden with unsustainable level of non-performing assets. Now there are 27 public
sector banks (PSBs) in India. On the financial front, the performance of public sector banks
was not found to be satisfactory. Due to this, the public faith in banking has been declining.
Customer services with scowl are synonymous with Indian banking. In view of the extreme
volatility and as a part of financial sector reforms, the government appointed Narasimham
Committee under the chairmanship of M. Narasimham ex-governor of Reserve bank of
India, in August 1991, to address the problems and suggest remedial measures. The
committee submitted its report in November 1991 and made various recommendations
which were implemented in April 1992 by the Government of India. These are as follows:

. Gradual Reduction of Cash Reserve Ratio (CRR) & Statutory Liquidity Ratio (SLR)
Phase wise deregulation of interest rates of deposits and advances.
Liberalize policies towards foreign banks.
Liberalization of branch licensing policy to allow more branches according to the market needs.
Introduction of capital adequacy norms of 8%.
Transparent prudential and Income recognition norms to bring out the true position of banks loan
portfolio and to arrest its deterioration.
7. Allowing public sector banks to access the capital markets to raise equity.
8. Deregulation of entry of new private banks in 1992-93.

The recommendations of the Narasimham Committee-l in 1991 provided the blue
print for the first-generation reform of the financial sector. The period 1992-97 witnessed
the laying of the foundations for reforms in the banking sector. While the first generation
reforms were underway. Cataclysmic changes were taking place in the world, economy,
coinciding with the movement towards global integration of financial services. Against
such backdrop, the report of the Narasimham Committee-Il in 1998 provided the roadmap
for the ‘second generation’ reform process.

The second Narasimham Committee with Mr. M. Narasimham as the chairman was
constituted on 26 December 1997 to review the record of banking reforms since 1991 and
to suggest measures of further strengthening of the banking sector of India.

The Narasimham Committee-11 has examined the second generation of reforms in
terms of three broad interrelated issues: (i) action that should be taken to strengthen the
foundation of the banking system, (ii) streamlining procedures, upgrading technology and
human resource development and (iii) structural changes in the system. With the
Narasimham Committee | & Il a considerable ground has been covered putting in place a
financial system which can meet the requirements of a more competitive and open
economy.

Private sector banks (PvSBs) have come to play a significant role in the economic
development of our country. Since, 1993, twelve new private sector banks have been setup.
UTI Bank Ltd., is the first private bank of India opened in 1994, Indus-Ind bank Ltd. is the
second. To safeguard the interests of commercial banks of private sector, these banks have
established an organization named private Sector banks Association (PSBA-1995)on the
lines of Indian banks Association (IBA).An element of private share holding in public
sector banks has been injected by enabling a reduction in the government shareholding in
public sector banks to 51%. As a matter, step towards enhancing competition in the
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banking sector, foreign direct investment in the private sector banks is now allowed up to
74 percent, subject to conformity with the guidelines issued from time to time. The
efficiency with which these banks perform their operations is extremely crucial for not only
the banking and financial sector but also the real sector.

Different aspects of bank’s performance under the reform process can be discussed
under different trends like quantitative expansion, mobilization of deposits, profitability,
capital adequacy, non performing assets, etc,. For example, during the post reform era,
deposit mobilization was impressive, reflected from the per capita deposit, but bank deposit
as percent of GDP at current prices remained constant. The credit deposit ratio has decline
from 61% in 1991-92 to 55% in 1997 which followed slight improvement in 2" phase of
reforms and increased to 58.5% in 2000-01. The post reform era witnessed an improvement
of bank’s profitability. As percent to total assets, the gross profit increased to 1.58% in
1997-98 from .94% in 1992-93 and net profit increased to 0.77% in 1997-98 from a
negative figure of .99% in 1992-93. The average percentage of NPAs to total advances for
27 public Sector banks (PSBs) declined from 23.2% in 1992-93 to 16% in 1997-98, 12.4%
in 2003-04 and 8.20% in 2006-07 (Yojana, 2007).

All these figures reflect that India has made a good start with financial sector reforms,
but there is still a long way to go creating an efficient financial sector for sophisticated
modern economy.

Review of Literature

Rammohan (2003), in another paper evaluates the performance of PSBs
consequent to dis-investment by comparing the returns to PSB stocks with return
to the sensex. He does soon an unadjusted as well as risk adjusted basis. He also
computes the relative returns of private sector banks with respect to the sensex
and uses these to compare public and private sector bank performance. He find
that PSBs stocks performance on the average was not significantly different
from that of the sensex or from that of private sector bank’ stocks. Koeva (2003)
finds that even though nationalized banks appear to be less profitable than
private and foreign banks, ownership is not the key determined of efficiency and
profitability. She identifies the main determinants of intermediation costs as
operating costs, priority sector lending, non-performing loans, investment in
government securities and the composition of deposits.

Kumbhakar & Sarkar (2003) use a cost function approach to find that
deregulation has not yet yielded efficiency gains in general, though private
banks have increased profitability by expanding output, Koeva (2003) finds that
profitability declines with concentration in India; however there is little
empirical evidence that this relationship need remain consistently positive
overtime in general (Smirlock, 1985) or that causality need only be in one
direction (Berger, 1995). This is because while concentration can lower the
costs of collusion and generate monopoly rents. It can also be the result of
greater efficiency (Brozen, 1982) or equity enhancement through retained
earnings (Berger, 1995). The correct measurement of competition therefore
becomes Important.
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Subhash, (2004)* in his paper made a comparison of performance among
three categories of banks-public, private and foreign-using physical quantities
of input and output and comparing the revenue maximization efficiency of banks
during 1992-2000. The findings show that PSBs performed significantly better
than private sector banks but not differently from foreign banks. The conclusion
points to a convergence in performance between public and private sector banks
in the post reform era, using financial measures of performance.

However, it is necessary to be clear about what we regard as output and
input in the present study. As Wykoff (1992) pointed out the issue of whether
deposits are to be regarded as input or output remains unresolved. If bank
deposits are regarded as input and there are no associated outputs, then it is not
clear why deposits spend so much time and effort to travel to banks to give them
these free inputs. If deposits are output then it has to be explained why their
nominal prices have been comparatively stable and even falling in real times
over the years? This would imply that banks have to undertake to make these
outputs cheap it is not clear why? Mukerjee et al. (2001) adopting the
intermediate approach uses as output are the following: Consumer loans, real
estate loan investment, total non-interest income. As input they use the
following: transaction deposits, non transaction deposits equity labour and
capital.

Ramasastri, Achamma Samuel (2004)? in their study, attempts to compare
the behaviour of interest and non-interest income of schedule commercial banks
in India for the period from 1997-2003. They examined whether non-interest
income has helped in stabilizing the total income of schedule commercial banks
in the country.

They concluded that the average return on interest income as a proportion
of total assets of all schedule commercial banks declined gradually from 3.45
percent in 1997 to 2.83 percent in 2003. Due to declining return possibilities
from interest income sources banks are switching over to a non-interest earning
sources and concluded that average return on non-interest income has increased
from 169 in 1997 to 2.28% in 2003.

To conclude it can be said that majority of the studies are too aggregative
and if some where disaggregation is achieved methodological problems are
there. Studies have been done either in the production function approach or in
the ratio analysis approach. This kind of approach is parametric and can find the
effects of Mis-specification of functional form with inefficiency. As an
alternative to it, few studies have used the programming model that is non-
parametric and population based and hence is less prone to this type of
specification error. Hence, the performance evaluation at a disaggregated level
is relatively a less researched area and there seems to be an ample scope for the
same.

Financial Ratios

The five financial ratios are used for comparison of performance:
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(1) NII/TA = Net interest income (Spread) / Total Assets
(i)  INT COST/TA = Intermediation cost/Total Assets
(iti) P&C/TA = Provisions and Contingencies/Total Assets
(iv) NP/TA = Net Profit/Total Assets

(v) NPA/TA = Non-Performing Assets/Total Assets

Time Period

In the first two year of deregulation, the profitability of Public and Private
sector Banks were severely impacted by the new accounting and prudential
norms and the consequent cleaning up of balance sheets. Accordingly, the first
two years of deregulation are not taken into account and comparison is made
over the period 2000-01- to 2012-13.

Methodology

The averages for each of these ratios for the entire period for the two
categories of banks — Public Sector Banks (PSBs) and Private Sector Banks
(PvSBs) are computed and compared by using the t-statistic.

T-statistic

To test the significance of the difference between means of two
independent samples (as the case considered here say PSBs and PVBs) the steps
given below to be followed:

(i) Null Hypothesis

.. ;1—)_(2 n,.n
(i) t= X 12
S n, +n,
Where X1 = mean of x series

X2 = mean of x,series
n, = number of observations in Xx;series
n, = number of observations in x,series

(iti) Standard deviation ‘S’

= |20 —x)+3(x, —x2)
n+n,—-2

here deviation taken from actual mean.
(iv) Degrees of freedom ‘V’
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V=n+n,-2

(v) The computed value of t is compared with table value of t at 5%
level of significance for n, + n,— 2 degrees of freedom. If
calculated value of t is less than table value of t, then hypothesis is
accepted and difference is insignificant.

If calculated value of t is greater than table value of t, then hypothesis is
rejected and difference is significant.

Null Hypothesis

There is no significant difference between two sample means Then t-test is
done and results are as given in the tables. The calculated value of t is compared
with the table value of t.

Time period from 2000-01 to 2012-13 in Table 1.

Tablel
COMPARISON OF PERFORMANCE OF PUBLIC SECTOR BANKS AND
PRIVATE SECTOR BANKS

S. No. Public Sector | Private Sector | T-Statistic
Banks Banks

Spread (NII)/TA 2.80 2.71 2.05

Intermediation Cost/TA 2.41 1.93 3.93

Non performing Assets/TA 2.39 1.29 3.08

Provision & Contingencies/ TA | 1.15 1.21 0.61

Net Profit/TA 0.77 1.20 3.47

Notes: The degree of freedom (V) = 13 + 13 — 2 = 24 at 5% level of significant the table value of
t = 2.06.

The table reveals the mean values of each of the five financial ratios in
case of both PSBs and PVBs. The values of T-statistic are given in the third
column.

In this case, for degree of freedom (V) = 24 at 5% level of significance, the
table value of t = 2.06. Here the table value is less than the calculated value of t
and thus null hypothesis is rejected and there is significance difference between
mean values.

The table value of t (2.06) is less than int. Cost/TA (3.93), NPA/TA (3.08)
and NP/TA (3.47). Only in case of NII/TA (2.05) and P&C/TA (0.61), the table
value (2.06) is greater; here the null hypothesis is accepted. This implies that in
case of three ratios, there is significant difference in the mean values of two
groups. It is only in case of NII/TA and P&C/Ta, the difference between mean
values is insignificant (means almost some performance of the PSBs and PVBSs).

CONCLUSION
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On comparing the performance (by comparing the mean values of both bank
groups, in case of each ratio), we find that Public Sector Banks (PSBs), on the
rest of three parameters, PVBs perform better NII/NA. The only parameter on
which PSBs does better is the provisions and contingencies/Total Assets.

It brings out the conclusion that there is a significance difference between the
performance of Public Sector Bank and Private Sectors Banks in the post reform
era.
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