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Banking: Interest Spread, I nelastic Deposit
Supply, and Mergers
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1. INTRODUCTION

Interest spread, the difference between what a éammis on its assets and what it pays
on its liabilities, has been on an upward trendnduthe last few years: during 2005 the
average interest spread of the banking sectombesaised by 2.14 percent. An increase in the
interest spread implies that either the depositdh® borrower or both stand to loose. In the
context of developing economies, the lack of adtrravenues of financial intermediation
aggravates the adverse impact of increase in spréridrest spread also has implications for
the effectiveness of the bank lending channel.e@ample, with a commitment to market
based monetary policy, the central bank influetiveyield on treasury bills (T. bill hereafter)
that in turn affects the deposit and lending rat@he change in these rates influences the cost
of capital that in turn affects the level of congtion and investment in the economy. If the
pass-through of the changes in yield on T. bile rd the deposit and lending rates is
asymmetric then this changes the spread, for batteorse, depending upon the nature of
asymmetry. If the increase in spread is due tordoeteirn to depositors then this discourages
savings; alternatively if it is due to higher chauan loans, investment decisions are affected.
In either case the increase in spread has an adwessing upon the effectiveness of bank
lending channel of monetary policy and has theeefonportant implications for the
economy’

This paper explores the determinants of interestagpin Pakistan focusing in
particular on inelasticity of deposits supply tee thanks and industry concentration.
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'For example Peria and Moody (2004) argue thatrtimact of increase in spread could be severe as the
capital markets are relatively less developed arsizable percentage of agents depend on bankshéar t
financial needs.

?For a comprehensive discussion on channels of rapnpolicy, see Mishkin (1995).

SFor discussion and empirical evidence regardingirtifact of monetary policy on the level of real
economic activity, see Friedman and Schwartz (19B8mer and Romer (1989), and Bernanke and Blinder
(1992). Also, Samuel and Valderrama (2006) find thide bank spreads in Barbados may have contdbtate
low rates of private investment and economic growth
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Another question addressed in the paper is: shthddproposed bank Mergers and
Acquisitions (M&As) be reviewed by, besides the teainbank, antitrust/competition
authority as well. In general, antitrust authostreview mergers from the perspective of
the latter’'s impact upon competitive environmentnking industry in Pakistan is
currently witnessing a growing trend towards Mesgand Acquisitions (M&As), not
least because of impending implementdtioh Basel Accord Il to which Pakistan is a
signatory. To ensure that the banks remain findigcs@aund, the accord links the capital
that a bank is required to hold with its risk weiggh assets (RWA) and requires that the
capital of a bank be 8 percent of the bank’s rigighted assets. Accordingly, the State
Bank of Pakistan (SBP) has asked commercial bankaige their capital gradually to the
level of Rs 6 billion, till the end of 2009. Somktlee banks that have less capital than the
required level and/or are facing difficulties insiag capital through equity injection or
reinvestment of profits are opting for mergerstiadptheir capital to the requisite level.

Section 2 presents a brief review of the literatare determinants of interest
spread. Section 3 spells out the methodology wiseBssction 4 presents the empirical
findings. Section 5 examines the case for allowhng antitrust/competition authority to
review proposed mergers if the competition stamdsetiuce below a certain specified
threshold level. Section 6 concludes the discussion

2. DETERMINANTSOF INTEREST SPREAD: REVIEW OF LITERATURE

A substantial body of literature has explored wvasicdeterminants of interest
spread including: (i) market structure of the indys(ii) bank specific factors; (iii)
macroeconomic variables; and (iv) financial regala. The industrial organisation
literature predicts that an oliogopolistic marké&tusture may result in higher spreads
[Samuel and Valderrama (2006)], though the emgige&ence on this count is mixed.
Hannan and Liang (1993) and Bajaras, Steiner, aamdz& (1999), among others,
suggest that industry concentration may lead thdriggpread. However, Claessens and
Laeven (2004) argue that a better measure of catiopeis contestability, proxied by
Panzar and Rosse (1987) measure of bank behavi@ms@bnse. The authors find that
contestability is enhanced by free entry and lessgulations. Ho and Saunders (1981)
view the bank as ‘a dealer’, a demander of depsit supplier of loans. According to
this study, bank interest margin depends on fowtofa: (i) the degree of bank’s
management risk aversion; (ii) market structur¢hefindustry; (iii) average size of bank
transactions; and (iv) the variance of interestgal he authors also make the point that a
number of imperfections and regulatory restrictitvave an impact upon spread. They
consider the probability of loan defaults and oppaity cost of holding mandatory
reserves as additional variables that influencesfitead, though these are not included in
their theoretical model.

3. METHODOLOGY AND DATA

To examine the determinants of interest sprea@éhistan’s banking industry, we
employ a variant of the model used by Peria andy@004). The original motivation is
from the dealership model of bank spreads develdpedHo and Saunders (1981),

“The accord is to be implemented from January 2008.
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extended by Allen (1988) and Angbazo (1989). Thesmlels predict that market

structure of the banking sector, macroeconomicabdes, operating costs, regulatory
costs and the credit risk can affect spreads. tltiad, we include another variable viz.

inelasticity of deposit supply to banks as a debeamt of interest spread. This variable
can also be thought of as insensitivity of depdsiteiterest rate. Our model is:

Yy =0g +BX;, +6, N )

Wherey; is interest spread defined as the difference betweterest earned on average
assets and interest paid on average liabilitieg,[) is a vector of parameters; is a
stochastic error term, an{i is a vector of explanatory variables that includes

Industry Variables

(i) Concentration
(i) Deposit Inelasticity

Firm Variables:

(i) Market share
(i) Liquidity
(iif) Administrative cost
(iv) Non performing loans
(v) Equity
Macro Variables:

(i) Real Output
(i) Inflation
(i) Real interest rate.

The literature on industrial organisation offersotwompeting hypotheses. The
structure-conduct-performance (s-c-p) hypothesiddshothat market concentration
encourages collusion that in turn enables the firmshe industry to engage in rent-
seeking. The (s-c-p) is based on the axiom th&rsékoncentration lowers the cost of
collusion and therefore allows the firms to engagetacit/explicit collusion. Given
market power a bank would pay relatively less anlidbilities and earn more on its
assets, thereby increasing the spread. If s-c-pishdhen the coefficient on the
concentration variable has a positive sign.

Efficient-structure hypothesis on the other hansesds that concentration is the
consequence of the efficient operations of theitgafirms in the industry. Because of
their efficient operations these firms earn ecomoati Ricardian rent. To the extent that
efficiency is represented by lower marginal cospafducing output of a given quality,
banks in concentrated markets should find it achgenus to offer higher interest on
loans and charge lower interest on deposits, tlyedelsreasing the spread. Thus if the
efficient-structure hypothesis holds then the doififit on the concentration variable has
a negative sign. The two hypotheses have beendtesteensively for the banking
industry as well [see Berger and Hannan (1989].

Of the two competing hypotheses, we test for tleepsenly. We do not test for
efficient-structure hypothesis because aupriori belief is that concentration of banking
industry in Pakistan, of whatever degree, is netresult of theefficient operations of the
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leading firm in the industrythe basis of the hypothesis. Rather we argue that t
concentration is due to restricted entry. To elatmrPakistan’s banking industry mainly
constitutes three heterogeneous groups of bankshéi five major banKs that were
nationalised in 1973 and four of them have beewvapiged, one by one, between 1991
and 2002; (ii) domestic banks, that were allowelddmpened in private sector from 1991
onwards; and (iii) foreign banks that till recemtspwere allowed to operate only through
limited number of branches. Given this charactéosaof the banking industry it is
obvious that till 1991 the five nationalised bamkainly constituted the banking industry
and hence the concentration. This has little towdth efficient operations. Rather,
perhaps the lack of competition adversely influehttee efficiency of these banks. Even
now it is not implausible to assume that hang dr@n the past, at least to some extent,
persists.

We argue that inelasticity of deposit supply toksaar the interest insensitivity of
deposits is also a determinant of spread. Theatbticchanges in T-bill rate are passed
on to the deposit and lending rates of the bankeat®r the inelasticity of deposits the
less compelled a bank would be to pass on theaseren T-bill rate to deposits, thereby
increasing the interest spread. Therefore we hgsidh a positive sign on inelasticity of
deposit supply.

Besides concentration and inelasticity of depagifpdy, the remaining variables in
Equation (1) are control variables. High liquidigtio, whether self imposed or the result
of regulations, inflicts a cost upon banks as thaye to give up the opportunity of
investing these funds in alternate high yieldingets, like loans. Accordingly the
coefficient is hypothesised to have a positive sigquidity is measured as the ratio of
banks liquid assets to total assets. If banksnmt€eliation cost (i.e. administrative cost) is
high, they are likely to offset it by charging thetustomers higher spread. Non
performing loan (NPL) negatively affects the spre@tis variable captures the credit
risk. Higher the credit risk, higher the spreatlkisly to be. The reason is that the equity
holders demand risk adjusted return. To put it nngply given a targeted spread, the
actual spread varies positively with NPLs, becawnbat the bank fails to recover from
the not-so-good borrower it attempts to recovemftbie good ones, thereby raising the
spread. Holding large equity, whether on a volunthasis or as consequence of a
regulation, is costly and therefore varies posiyiweith spread. Banks market share is the
ratio of each bank’s deposits to total system’'sod@p. To the extent that the market
share gets translated into market power, the oglstiip between market share and spread
is hypothesised to be positive. However larger bamlay reap scale economies and
transfer some of the benefits to their customerhénshape of lower spread. Given the
conflicting expectations the ultimate hypothesissign of market share is held
ambiguous.

Given that interest spreads can be influenced byr@eaonomic environment we
control for real output, inflation and the poliaytérest rate (T. bill rate). Real output
growth is included to capture the affect of bussnegcles discussed by Bernanke and
Girtler (1989). The authors argue that borrowersti@worthiness is countercyclical. The
reason is that slowdown in economic activity adobrrowers’ fortunes and hence their

National Bank of Pakistan , Habib Bank Ltd., Uni®dnk Ltd., Muslim Commercial Bank, Allied
Bank Ltd.
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creditworthiness. The change in creditworthinessldiaffect the lending rate charged to
the borrower that would be reflected in the chang@@ad. Inflation is included because
if inflation shocks are not passed on equally imte of magnitude as well as speed to
deposit and lending rate then the spread would gihaRinally we include the interest

rate that reflects monetary policy stance; agaith& changes in policy rate are not
transmitted equally, to the deposit and lendinggdlhen the spread would be influenced.

Interest Spread is measured as the return on aveasgets minus the cost of
average funds. Return on average assets has bekedwmit as the total interest income
earned over average assets. The average asseteirslerage loans and advances plus
liquid, interest earning investments. All averabgase been worked out by taking average
of the balances held at the beginning and end efydiar. Average cost of funds is
worked out as total interest paid by the bank aleborrowed funds (Deposits plus
Borrowings). Concentration is measured by Hirschmiderfindhal index.

We use the interest insensitive deposit accountgrasy for the inelasticity of
deposit supply to the banking industry. We vieepdasit accounts, other then deposits of
fixed maturities as interest insensitive. Thus ¢hnes considered interest insensitive are
Current Account, Savings Account and other accodrtie current account does not pay
any interest and is thus obviously interest ingeugsiThe account holder deposits money
in this account for features other than generatibrinterest income. These features
include the option to withdraw large sums of moaewyo or very short notice and the use
of bank’s clearing facilities to execute monetargnsactions. A customer may like to
have a current account in one or the other banktalwaifference, in service quality and
location etc. among the banks, but given his rea$mndepositing, he cannot take money
out of the banking system. Thus for the industryaasnit the supply on this count is
inelastic.

Savings Account offers relatively low rate of irgst as compared to Fixed
Deposit Accounts, but allows the depositor to witlvd his money at will without any
penalty being charged. The depositors placing mame§avings Account are, typically,
small account holders who cannot predict as to wheg would have to withdraw. The
uncertainty about the timing of withdrawal, shoetipd for which the depositor wants to
place money in the bank and smaller amount of mdhay is available for placement,
extremely limits depositors’ alternate options fdacement of funds. This is especially
true for Pakistan where capital markets are incieffitly developed, investment in
securities traded at stock market is perceived visky, given the fluctuations in stock
prices and other investment opportunities are clensd less liquid. In sum, again, for the
banking industry as a single unit the supply ofalépin savings account is more or less
inelastic. Other deposit accounts constitute aigiedg percentage of the total deposits
and their inclusion on either side is not likelyater the results. We consider these as
interest insensitive and hence their supply to barskinelastic.

Market share of each bank is the bank’s total dépas percentage of the total
industry deposits. Liquidity is measured as theoraff liquid assets to total assets.
Administrative cost is the ratio of bank’s adminigive expenses to bank’s total assets,
NPLs is the ratio of provisions for bad and doubdfebts to earning assets and Equity is
the ratio of bank’s equity to total assets. Datathmn variables referred so far are from
‘Banking Statistics of Pakistapublished annually by State Bank of Pakistan (5Be
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data on the three macroeconomic variables, viz.| Regut growth, inflation and
monetary policy rate (six-months T.Bill rate is ds&s the policy rate) are from annual
reports of SBP.

Panel data of 29 banks (see list in Annex-A) far preriod from 1998 to 2005 are
employed in the study. As of now the commercialkdsanumber 35, however to have
balanced data we have excluded the banks that megrexistent in 1998. Similarly the
banks that do not exist today but were operatint9®8 have not been included. The use
of panel data allows us to identify and measureceffthat are simply not detectable in
pure cross-section or pure time-series data. Mdoded on panel data can be estimated
using either the random effects model or the fiedf@cts model. The random effects
model assumes the exogeneity of all the regresgitinsrandom individual effects while
fixed effects model allows for the endogeneity Bfthe regressors with these effects
[Baltagi (2001)]. As we have no reason to assuraé risgressors included in our model
are exogenous therefore we use the fixed effectiemo

4. EMPIRICAL FINDINGS
Parameters estimates obtained from Equation (1praented in Table 1.

Table 1
Coefficient Estimates of Equation (1)
Variable Coefficient t-statistic
Concentration —0.002 -0.97
Inelasticity 0.17 1.98
Liquidity 0.03 2.59
Market Share 0.03 1.67*
Equity 0.009 0.40
Non-performing Loans 0.02 1.72*
Administrative Cost 0.17 1.66*
GDP Growth -0.55 -3.07
Inflation -0.08 0.59
Interest Rate 0.23 1.64*

* Significant at 10 percent level.

The variables of our interest are inelasticity epdsit supply and concentration.
Inelasticity of deposit supply has a positive aighificant impact on spread whereas
concentration does not cause a statistically sganit influence upon interest spread. We
argue that the very high level of inelastic depasipply leaves little incentive to the
bankers to adopt competitive practices and thesetbe concentration ratio, which
captures the level of competition, fails to exeza@s influence upon spread. To elaborate,
it is important to note that inelastic depositsstdnted as much as 81 percent of the total
industry deposits in 2005 (Table 2). Fixed depoa#ispercentage of industry deposits
have been declining with the decline in interege riT.bill rate, (Column 4)], thus
pointing towards the elastic/interest sensitiveuratof fixed deposits. The decline in
fixed deposits has in turn increased the compasitid inelastic deposits. With the
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disintermediation of fixed deposits from the bamgksystem, the banks, being left largely
with inelastic deposits, were not too inclined &y m@ttractive returns on deposits, hence
the rise in sprealllt is also apparent from Table 2 that the compmsibf deposits in
1998 had a clear tilt towards inelastic depositsis Tilt continued to aggravate during
most of the data span. The interest spread (coinincreased by 2.14 percent in 2005
owing to a 2.86 percent increase in interest eaomeglarning assets but only 0.72 percent
increase in the cost of bank funds (that mainhjudes interest paid to depositors).

Table 2
Deposit Supply Elasticity and Interest Spread (Batt
Six months

Inelastic: Elastic: Interest T. Bill
Year Current + Savings + Others  Fixed Spread Rate
1998 67 33 7.38 11.87
1999 69 31 7.68 10.10
2000 71 29 7.82 10.96
2001 75 25 8.69 7.93
2002 77 23 6.75 4.32
2003 85 15 4.84 1.64
2004 83 17 4.51 3.73
2005 81 19 6.65 8.25

The observed negative relationship of interestagpreith real output (Table 1), is
in accordance with the business cycles effect disadl by Barnanke and Girtler (1989).
As mentioned earlier, according to the authorsindurecession the creditworthiness of
the borrower declines and therefore he can borramér at a higher interest rate, and
this raises the spread. Therefore we observe ainegalationship between spread and
real output. The positive relationship of the sgdreéth liquidity is due the fact that as the
liquidity increases, the bank’s appetite for defsodecreases therefore the bank pays less
on deposits thereby raising the spread. The pesitilationship of interest spread with
non-performing loans and administrative cost ingptieat as the profitability of the bank
decreases due to increase in non-performing loanadministrative cost, the bank
recoups the losses by increasing the spread, shatither charging more on loans or
paying less to depositors or some combination & ttvo. Finally the positive
relationship of the spread with market share ingplibat higher market share gets
translated into higher market power thereby enghtive bank to raise the spread to the
detriment of its customers. Its noteworthy here tha hypothesised an ambiguous sign
on market share because increase in market shayealioav the bank to reap scale
economies and thereby allow the bank to transferesof the benefits to its customers in
the shape of lower spread. The fact that the sigmarket share is not negative implies
that scale economies perspective is not valid & cd Pakistan’s banking industry.

8t is no coincidence that the period (i.e. 2002-8d)ing which the percentage of fixed deposits was
very low, real estate prices in Pakistan were enrige and had skyrocketed by 2004. This implias &t least
some part of the fixed deposits withdrawn fromltheking system had probably ended up in real estatket.
This also points towards the lack of alternate dépoy avenues.
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5. BANK MERGERS

In recent years, there has been a growing trendressMergers and Acquisitions
in the banking sector. Austin (2002) argues thatrlyoconceived or badly executed
M&As can present risks to the participating bankse banking system and other
economic sectors [Austin (2002)]. M&As on the drend allow the merging banks to
reap scale economies thereby improving efficienoythe other hand these tend to lessen
competition. Given the adverse impact of M&As ormgeetition, merger proposals in
number of countries are scrutinised and at timesneblocked if the degree of
competition is expected to fall below a certairediirold level due to merger/acquisition.
We find that concentration ratio in banking indys# close to the conventional threshold
level of 1000 and any further decrease in competitiue to mergers may call for review
from antitrust perspective.

In the United States, mergers and acquisitionsdbsdeing approved by the Fed,
require approval by another agency that specifidatbks into mergers. Additionally, the
antitrust division of the department of justiceuiss advisory reports on competitive
aspects of all bank mergers and is empowered ng Istiit against merger proposal that it
believes will have significant adverse impact ompetition. As of now, the scrutiny and
the approval of the banking mergers in Pakistahuatler the sole jurisdiction of the
State Bank of Pakistan, the regulator of banksthéeithe criteria employed for the
purpose are easily available, nor an institutionathanism exists to seek public opinion
or take into account grievances of the stake he]despecially those of depositors. It is
worth mentioning here that a proviso of the cddeod Transparency Practices for
Financial Policies by Financial Agencieeveloped by IMEsays that:

Financial policies should be communicated to thélipuin an open manner,
compatible with confidentiality considerations artie need to preserve
effectiveness of actions.

According to Austin (2002) the objective of the imw by the antitrust authorities

“a determination of whether, within the identifigdographic and product markets,
the effect of transaction will be to substantidigsen competition”.

Typically, the likely affect of M &As on competitiois tested by employing a
measure of industry concentration. More often thiecentration is measured in terms of the
Herfindahl-Hirschman index (HHI). The HHI measunegustry concentration in terms of
relative size of the competitors. Adding the sqsiad€ market shares of all banks in the
industry, yields the HHI. The credit market sharedeposit market share is used as a
measure of the market share. The HHI approachesvzdeen market is served by large
number of players of equal size and it goes toMjA case of a perfect monopoly. Under
the merger guidelines published by antitrust diwisof United States, an industry, other
then banking, with post-merger HHI below 1000, éasidered un-concentrated; between
1000 and 1800, as moderately concentrated and at88@ as highly concentrated. In

"International Monetary Fund, Code of Good PractisesTransparency in Monetary and Financial
Policies: Declaration of Principles, (September 2699), and related Factsheet entitled Transparémcy
Monetary and Financial Policies (March 2001).
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industries, other then banking, a merger generatirggse of 50 points or more in HHI in a
highly concentrated industry raises significantaans. However in banking industry, the
US department of Justice allows an increase of@i@ts. In US, the higher than normal
threshold concentration levels for banking indusirg meant to take into account the
competitive effect of limited purpose lenders, theg alternate to banks, such as credit
unions, saving and loans association and otherdepnsitory institutions. However in
Pakistan the competition to banking industry frotheo Depository/lending institution
being non-existent, as emphasised by our findiggnding the main determinant of interest
spread, one cannot convincingly argue for applygngpncentration ratio higher than that
applicable to other industries. We feel that redea@venue exists for developing our own
threshold concentration level based upon specifcthe industry. But for the moment,
given the absence of financial intermediaries #eave as alternate to banks, we take the
general US criteria, that is, HHI above 1000 poantd raise of 50 points due to merger as
the condition that would call for review of M&As qposal by antitrust/competition
authority (see Annex-B for an illustration of HHildiex).

The actual trend of banking industry’s concentratimsed on HHI is presented
below (Table 3).

Table 3
Banking Industry: Concentration
Year Concentration Ratio (HHI)
1998 1,385
1999 1,446
2000 1,403
2001 1,320
2002 1,200
2003 1,112
2004 1,030
2005 912

Source:Based on Deposit Market Share.

Though the industry concentration had been on &nileg course (Table 4) but it
is still close to the threshold level that shoulgite review from antitrust perspective. A
merger or two can push the concentration abovehieshold level of 1000. Whatever
the concentration level it is useful to examine ¢hese of decline in concentration. This
cause is apparent from a look at the trend of miestkare composition, presented below
in Table 4.

It is clear from Table 4 that the five major bankat had been in the market for a
long time now and were protected from competitioe tb restricted entry till 1991 have
lost a significant part of their market share tivgte banks with opening up of the
banking industry to the private sector. (The shafrdoreign banks, not shown in the
table, has not seen a significant shift).
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Table 4
Deposit Market Share
Five Major Banks Established in

Domestic Banks  Private Sector since 1991
1998 74.4 10.6
1999 76.9 10.4
2000 75.1 11.9
2001 72.2 14.8
2002 68.9 17.7
2003 66.2 20.7
2004 62.4 24.4
2005 57.8 29.0

Using an actual case from Pakistan’s banking imgluas an illustration, we make
the point that taking into account pre and postceoiration ratios is important while
approving bank mergers. In year 2001 United Bankited (UBL), then a nationalised
bank, was put up for sale under the privatisatiooggam. Muslim Commercial Bank
(MCB) that had already been privatised by then, ermthid for UBL and its bid being the
highest, the sale was initially approved but waerlaithdrawn given concerns raised in
the print and electronic Media. Based on the maskare enjoyed by the two banks, we
present below what the pre and post merger coratantrratios (HHIs) would have been,
had the proposed Acquisition gone through.

The figures given in Table 5 indicate that had theposed acquisition
materialised, the industry concentration, measurgdHHI would have gone up 219
points which is much more than the 50 points deteargued earlier. The second
condition of the criteria is that the post mergenaentration ratio should be more than
1000 points. The table shows that this conditioal$® fulfilled. Thus given our criteria
the proposed acquisition of UBL by MCB should hawegtracted review by
antitrust/competition authority and the merger $thowt have been allowed had the
sponsors failed to satisfy the authority that themee socially beneficial factors that would
offset the adverse impact of reduced competitidns s the practice in countries where
the mergers fall under the jurisdiction of antitraathority.

Once it is agreed upon that bank mergers need tsubgcted to review from
antitrust perspective the issue arises that whggmey should conduct the review; the
regulator (central bank) or some antitrust/comjoetitauthority. Austin (2002) argues
that regulator’'s interest in preserving the stapitif the banking system leans towards
greater concentration while public’'s objective ofimising its return calls for a
competitive banking industry. As central bank isparty to the conflict, it is not
appropriate for it to conduct review from antitrpgrrspective. However, the central bank
is still the most suitable authority for lookingtanmergers from other perspectives like
financial soundness. The middle ground then is that central bank should accord
merger approval while at the same time the antitaughority should have the power to
block mergers if these carry the potential to redcempetition below a certain specified
degree.
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Table 5

Banking Industry Concentration HHI:
Pre and Post-proposed Acquisition of UBL by MCR@01

Market Share  Contribution

Deposits (Deposit) to HHI
(Rs. in BIl.) (%) (Square: col. 3)

Pre-Merger

MCB 155 10.93 120

UBL 141 9.94 99

All Banks 1,418

MCB and UBL 219

HHI (Industry) 1320*
Post-M er ger

MCB-UBL (Merged) 296 20.87 436

All Banks 1418

HHI (Industry) 1539*

Increase in Industry
Concentration Due to Merger 219
*Worked out separately taking into account depasitket share of 29 banks (list at Annex A).

6. CONCLUSIONS

This study has investigated the determinants adrast spread of the banking
industry in Pakistan, and has explored whetherethexists a case for bringing
banking mergers and acquisitions under the punaéantitrust authority. Given the
specific features of banking industry in Pakistamcts as the non-existence of
financial intermediaries that can serve as an @dtive to banks for small savers, we
included inelasticity of deposit supply to banksaadgeterminant of interest spread.
The results show that inelasticity of deposit syppas a positive and significant
impact on spread whereas concentration does natecaustatistically significant
influence upon interest spread. We argue that #rg tiigh level of inelastic deposit
supply leaves little incentive to the bankers toomtdcompetitive practices and
therefore the concentration ratio, which captures level of competition, fails to
exercise an influence upon spread. We feel thaethergence of alternate financial
intermediaries is essential for lowering the sprelidanwhile, the regulator can
perhaps play some role in lowering the spread.

Secondly the study has explored the question ofttveineor not the on going
M&As in Pakistan’'s banking industry should fall wrdthe jurisdiction of antitrust
authority. Given that current level of industry centration is close to the threshold level
found in literature for initiating such review, vieel that there is a case for bringing
M&As under antitrust review. At present no law st respect exists in Pakistan. We
hasten to add that central should enjoy the vet the decision in favour of M&As but
the antitrust/competition authority should enjog thower to block M&As if these are
considered inimical to public interest.
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Annexure-A
BanksIncluded in the Study
1 Allied Bank of Pakistan
2 Askari Bank Limited
3 Al-Habib Bank Limited
4 My Bank Limited
5 First Woman Bank
6 Habib Bank Limited
7 Alfalah Bank Limited
8 Metropolitan Bank Limited
9 Muslim Commercial Bank
10 National Bank of Pakistan
11 Prime Bank Limited
12 Soneri Bank Limited
13 Union Bank Limited
14 United Bank Limited
15 Faysal Bank Limited
16 Bank of Punjab
17 Khyber Bank Limited
18 PICIC Commercial Bank
19 AL-Baraka Limited
20 ABN Amro
21 American Express Bank
22 Oman Bank Limited
23 Tokyo Bank
24 Citi Bank
25 Deutsche Bank
26 Habib Bank A.G. Zurich
27 Hong-Shinghai Bank
28 Rupali Bank
29 Standard Charterd Bank
Annexure-B

The operation of Herschman-Herfindhal index is dbsd below.

Assume that the six banks indicated in the tablevbeonstitute the banking
industry. Each of the four of the banks in the stdy enjoy 20 percent share of the
market. The two other banks are relative smallaghvti0 percent share each of the
market. We show below what happens to the HHI seaaf merger of two large banks,
A & B (with share of 20 percent each), a large bandl a small one, D & F (with share
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of 20 percent and 10 percent respectively) andsmwall banks E & F ( with market share
of 10 percent each). It is evident from the tablat tmerger between two large banks is
potentially more harmful from competitive point\agéw, as it increases concentration by

800 points while merger between two small bankseawan increment of 200 hundred
points in concentration.

Concentration Ratio

Market Pre-Merger Post Merger Scenarios: Banks
Share HHI A&B D&E E&F
(%) HHI HHI HHI
A 20 400 - 400 400
B 20 400 1600 400 400
Cc 20 400 400 400 400
D 20 400 400 900 400
E 10 100 100 - 400
F 10 100 100 100
HHI 1800 2600 2200 2000
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Comments

This study is a good attempt to measure the extemthich the changes in the
variables related with market structure of the Btdy bank specific indicators,
macroeconomic indicators and financial regulatierplain the variation in interest rate

spread.

| have some suggestions which may helppoove the paper.

All variables and terms should be defined clearlychs as ‘Industry
Concentration’, Banking concentration ratio, ‘nogdprming loans’
‘Herischmann-Herfindhal index’, ‘structure-condysfformance’, or at least
give reference that interested reader will be &blead about them.

In explaining the results authors say that thegase in spread indicates increase
in profitability. But it is not necessary, it mayean rising inefficiency if spread
increases due rising operating cost [see SiddiggiiSiddiqui (1998)].

The role of private investment in determining theesd has been ignored, why?
Liquidity ratio depends on GDP, bank investmentTieasury Bills, thus the
model can be estimated in the form of recursive eho@therwise it may face
endogeniety problem.

On page 1 para 2 ‘with a commitment to market bawsemetary policy the
central bank influence the yield on T-bill' | thinkthere is emphasis on free
market then bank influence on T-bill contradictefmaarket rule.

Is it correct statement on page 6 second para “rgehgOffer?) lower interest
on deposits and offer (charge?) higher interedbans”. It seems that terms out
side bracket should be replaced by the terms irmiaeket.

Fixed and random effect model can be used to meakerimpact before and
after 1999—the year of major reforms in financedter.

If separate regressions are estimated for the bariish were non-existent
before 1998 and exist after 1998 and vice versacamparison of the results
will show the major reason of losing a bank. Thaso: may lie in the demand
and supply of the services by location.

Inelasticity of deposit supply may be measuredhasratio of current to total
number of deposits over time.

The study show adverse impact of merger on conmpetitut it is not mentioned
how it affects spread.

It would also be important to point out some peauttharacteristics of What
happened to cost of intermediation? Administrativest? And financial
development indicators during the pre- and posirrefperiod? What happened
to key financial development indicators during pine- and post-reforms period.
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In brief, the authors have done very good jobs. él@w, if authors incorporate
these few points, then paper increase their effegiower and become more reader
friendly.

Rizwana Siddiqui
Pakistan Institute of Development Economics,
Islamabad.
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