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Abstract – The Indian financial sector has experienced a noteworthy structural change since the launch of 
financial liberalization throughout 1990's. It carried noteworthy changes in the financial sector by and large and 
banking specifically. While there have been noteworthy changes in the financial structure, India remains a bank 
overwhelmed financial system. One of the real goals of financial liberalization was to make the financial 
organizations more proficient and skillful. Against this scenery, the present paper means to investigate the cost 
efficiency of the Indian banking sector applying the stochastic wilderness approach. Utilizing the Fourier Flexible 
useful structure also stochastic cost boondocks systems, the study uncovers, the public sector banks are the 
most effective banks emulated by the provincial private sector and outside banks. The finding of the study is 
very in spite of the international proof. There could be a few potential reparations to this whimsical finding. In the 
first place, the regular imposing business model contention - the public sector banks got the preference of the 
first mover and likewise the economies of scale. Second, the time period of the study is the period of combining 
for the remote banks and the new private banks. It is on the grounds that, some banking particular reforms as a 
part of financial sector reform went ahead till late 1990's.  

Do financial sector reforms fundamentally bring about development of credit to the private sector? How does 
bank proprietorship influence the accessibility of credit to the private sector? Experimental proof is to some 
degree blended on these issues. We utilize the Indian experience with liberalization of the financial sector to 
update this civil argument. Utilizing bank-level information from 1991- 2007, we ask if public and private banks 
sent assets arranged for by lessened state preemption to expand credit to the private sector. We uncover that 
much after liberalization, public banks assigned a bigger impart of their resources for government securities than 
did private banks. Significantly, we likewise uncover that public banks were more responsive in apportioning 
moderately more assets to fund the monetary deficiency actually throughout periods when state pre-emption 
(measured as far as the prerequisite to hold government securities as a portion of stakes) formally declined. 
These discoveries infer that in improving nations, where elective channels of financing may be constrained, 
government responsibility for, joined together with high monetary deficiencies, might constrain the increases 
from financial liberalization. 

------------------------------------------♦---------------------------------------------- 

INTRODUCTION 

The Indian financial sector embodies an extensive system 
of commercial banks, financial organizations, stock 
exchanges and an extensive variety of financial 
instruments. It has experienced a noteworthy structural 
conversion since the start of financial liberalization in 
1990s. When financial liberalization, subsequent to mid 
1960's till the early 1990', the Indian financial system was 
recognized as an instrument of public money (Agarwal, 
2003). The advancement of Indian financial sector in the 
post autonomous period could be isolated into three 
notable periods. Throughout the first period (1947-68), the 
Reserve Bank of India (RBI) solidified its part as the office 

responsible for supervision and banking control (Sen & 
Vaidya, 1997). Till 1960's the neo-Keynesian point of view 
overwhelmed, contended investment rates ought to be kept 
low so as to push capital gathering (Sen & Vaidya, 1997). 
Throughout this period Indian financial sector was 
portrayed by nationalization of banks, regulated credit and 
managed premium rates (Lawrence & Longjam, 2003). The 
second period (1969 - mid 1980's), reputed to be the 
period of financial repression. The financial repression 
began with the nationalization of 14 commercial banks3 in 
1969. Accordingly engage rate controls, guided credit 
programmes, and so on expanded in extent throughout this 
period (Sen & Vaidya, 1997). The third period, mid 1980's 
onwards, is portrayed by combining, expansion and 
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liberalization. However a more comprehensive 
liberalization programme was started by the government of 
India throughout right on time 1990's.the force to financial 
sector reforms accompanied the accommodation of three 
powerful reports by the Chakravarty Committee in 1985, 
the Vaghul in 1987 and the Narasimham Trustees in 1991. 
At the same time the suggestions of the Narasimham 
Committee furnished the plan of the reforms, particularly as 
to banks and other financial organizations. In 1991, the 
government of India started a comprehensive financial 
sector liberalization programme. The liberalization 
programme incorporates de-regulated investment rates, 
decreased store proportions and gradually diminished 
government control of banking operations while building a 
market administrative structure (Lawrence & Longjam, 
2003).  

The significant goals of the financial liberalization were to 
enhance the generally speaking execution of the Indian 
financial sector, to make the financial organizations more 
capable and more productive. Nonetheless, Indian financial 
system proceeds to be a bank based financial system and 
the banking sector plays an critical part as an asset 
mobiliser. It remains the primary wellspring of assets for 
numerous family units, little and medium undertakings and 
additionally caters the vast commercial enterprises. 
Furthermore additionally furnishes numerous other 
financial administrations. Underlining the vitality of the 
banking sector, numerous banking sector particular 
reforms4 as a part of financial reforms were acquainted 
with enhance the execution of the Indian banking sector 
and to make the Indian banks more equipped and 
productive. Against this background, the present paper 
plans to confirm the efficiency of the banks working in 
India.  

Do financial sector reforms essentially bring about 
extension of credit to the private sector, and how does 
bank possession influence this relationship? Experimental 
proof is to a degree blended on these issues. This paper 
utilizes the Indian experience with liberalization of the 
financial sector to illuminate this open deliberation. As a 
part of its in general program of economic liberalization, 
India launched huge financial sector reforms in the mid-
1990s. These incorporated moving the passage of new 
private and remote banks, changing premium rate controls, 
improving the part of market powers, and diminishing state 
pre-emption of bank credit through decreases available for 
later furthermore statutory liquidity necessities, which 
together stood at over 50 percent of holdings in 1992. Then 
again, in spite of these measures, the fundamental 
proprietorship structure of the existing banks remained 
extensively comparable even numerous years after 
liberalization had initially begun. Despite the fact that there 
has been a noteworthy expand in the allotment of private 

and remote banks in sum stakes, the Indian banking 
system has remained predominantly state-possessed. In 
the interim, the monetary setback and the level of 
government obligation have remained high, with the 
consolidated monetary shortage of the elected and state 
governments averaging about 7.8 percent of GDP between 
1992 and 2007, and public obligation totaling in the vicinity 
of 80 percent of GDP in 2007.  

Hauner (2008, 2009) looks at the impacts of public 
obligation on financial advancement and differentiates 
between a protected holding view and a languid bank view. 
By giving moderately sheltered holdings to the banks, 
public obligation loans wellbeing to their portfolios. Yet in 
the meantime, they might confer lethargy by making the 
banks in advancing nations unwilling to loan to the next 
sectors which work in a generally more nature's domain. 

FINANCIAL INDUSTRY LIBERALIZATION 

Around then of freedom in 1947, the Indian banking sector 
comprised of down home private what's more remote 
banks. The public responsibility for was presented and 
expanded in three major activities after freedom. The 
primary major venture in the move to more stupendous 
public responsibility for happened in 1955, when the 
Imperial Bank of India was assumed control by the 
government and renamed the State Bank of India. In 1959 
the State Bank of India assumed control seven banks as its 
subsidiaries. Right now, the banking scene was portrayed 
by 8 public sector banks (the State Bank of India and its 7 
subsidiaries), 53 private sector banks also 15 remote 
banks. The second stage of nationalization happened in 
1969 when fourteen of the biggest private banks in India, 
each with deposits more amazing than Rs. 50 crores (or 
Rs. 500 million) were nationalized. The expressed 
explanations behind this activity were to guarantee that 
financial assets were not regulated by a couple of 
individuals; to accomplish local adjust in financial 
improvement; and to give satisfactory credit designation to 
agribusiness and other necessity sectors, for example little 
scale commercial ventures and fares. A third wave of 
nationalization happened in 1980 when 6 more banks, with 
deposits above Rs. 2 billion, were nationalized. Therefore, 
by 1982, the private and remote banks represented not 
exactly 10 percent of the possessions of the banking 
sector.  

An essential reason for the Indian bank nationalization was 
to control credit towards the sectors the government 
thought were underserved, incorporating little scale 
industry, horticulture what's more the retrograde ranges. 
Keeping with this wide objective, the Reserve Bank of India 
issued guidelines in 1974 demonstrating that both public 
and private sector banks should furnish at any rate one-
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third of their total developments to the necessity sector. In 
1980 this portion was expanded to 40 percent and sub-
targets were specified for giving to horticulture and weaker 
sectors inside the necessity sector.  

Overall, the Indian banking sector was vigorously directed 
until the early 1990s. The regulations related to stake 
distribution, investment rate roofs, section obstructions and 
so on. Two primary regulations representing the distribution 
of possessions of Indian banks have been the Cash 
Reserve Necessities (CRR) obliging the banks to hold 
money and other fluid stakes, and the Statutory Liquidity 
necessities (SLR), which obliges them to hold safe, fluid 
stakes, generally government securities. The CRRrr is 
prescribed as a rate of a bank's net request what's more of 
a chance liabilities and has changed between 5 and 15 
percent since 1990. Under the Slr, the planned commercial 
banks are obliged to administer a measure between 25 to 
40 percent of their interest and time liabilities in money, 
gold, or in unrestricted endorsed government securities. 
The proportion has fluctuated between 25 percent and 38.5 
percent since 1990.  

The liberalization exertion that started in the early 1990s 
was clearing in extension and touched most financial 
markets (see Mohan (2004)). Banking reforms 
incorporated the evacuation of controls on premium rates, 
decreases available for later and liquidity degrees, 
passage deregulation, unwinding of credit controls, and the 
presentation of a between bank currency market and in 
addition closeout based repos and converse repos. 

Utilizing the information on financial reforms put together 
by Abiad, Detragiache and Tressel (2010) one can track 
the pace of financial liberalization in India and contrast it 
and the normal for rising Asia and the World. Abiad et al, 
utilizing the information for 91 economies in 1973–2005, 
record financial approach changes along the 
accompanying seven measurements: credit controls and 
save necessities, investment rate controls, section 
boundaries and state proprietorship, arrangements on 
securities markets, banking regulations, and confinements 
on capital record, and total these in a composite record of 
financial liberalization for every nation, which is 
standardized between zero and one. 

OWNERSHIP STRUCTURE 

During the liberalization period a more liberal entry of 
private and foreign banks was allowed, as a result of which 
the total number of banks in the industry increased and the 
ownership structure of the Indian banking sector changed 
somewhat in the first few years post liberalization. As 
shown in Chart, due to the entry of new banks, the number 
of private sector banks first increased in the mid-1990s, but 

since then the number has declined due to mergers or 
closures. The number of foreign banks increased steadily 
through the 1980s, and mid 1990s, and then declined. The 
total number of banks peaked at 105 in the mid-1990s but 
by 2007 the number had declined to 82, which was only 
marginally higher than their number in the early 1990s 
when liberalization had started. 

 

Chart : Number of Banks 

 

Table : Number of Banks and the Share of Banks in 
Total Assets in 2007, by Ownership Groups 

Despite the fact that their number did not increase much 
over this period, private banks’ share of total banking 
sector assets increased steadily from 3.5 percent in 1991 
to about 21 percent in 2007. This increase in market share 
was gained at the expense of both the SBI and its 
associated banks and other public banks. 

Nevertheless, in comparison to many other countries, the 
Indian banking sector remains predominantly under 
government ownership to this day, with nearly 70 percent 
of assets of the banking sector belonging to state owned 
banks. 

EFFICIENCY INDICATORS POST LIBERALIZATION 
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There have been extensive effects of these liberalization 
measures, particularly on  rivalry, and on the benefit and 
efficiency of banks, some of which we talk over  quickly 
here. Because of the entrance of new banks, and an 
increment in the allotment of private banks, the  level of 
focus has declined in the banking sector. We present the 
Herfindhal Index dependent upon the allotments in stakes 
for all banks incorporating remote banks, which shows that 
there has been a sharp decrease in focus since the early 
1990s, with an alternate decrease happening from the 
early 2000s.  

The expanded rivalry has enhanced banks' efficiency too. 
As has been painstakingly reported somewhere else, we 
see that Indian banks, particularly the public sector banks, 
have made wonderful advancement in enhancing benefit. 
Beginning from fundamentally lower working benefits and 
profits for stakes in the early 1990s, public sector banks 
were extensively at standard with private banks by 2007.  

The gainfulness expanded for both public and private 
banks in consequent years yet the increment was more 
keen for public banks.  

The change appears to have been realized because of a 
decrease in compensation costs and a decay in investment 
paid. Proportionate with the authorizing of investment 
rates, viable premium rates declined for both sorts of 
banks. At long last, advance misfortune procurements 
declined incredibly for public banks. Interestingly, we 
likewise see that the meeting between public and private 
banks is basically a story of enhancements in the costs—
working liabilities, premium installments, furthermore 
advance misfortune procurements. Segments of salary that 
were higher for public sector banks in the mid-to promptly 
1990s remained high at the close of the specimen period 
and those that were more level remained so.  

CONCLUSION  

This paper mulls over a few parts of the Indian experience 
with the liberalization of the financial sector. The targets of 
the liberalization program were both to build the 
operational efficiency of banks at the establishment level 
and to enhance the viability of asset assignment broad. 
The paper affirms past studies' decisions that financial 
liberalization and expanded passage of private banks has 
expanded rivalry and has altogether enhanced the 
efficiency and gainfulness of public banks to the focus 
where they are currently equivalent to private banks. 
Nonetheless, this paper additionally shows that some 
components of the reform program, specifically the steps to 
lessen state preemption of assets through the CRR and the 
SLR, might have been less successful in changing public 
banks' conduct contrasted with private banks. These 

effects infer that the goals of the liberalization driving force 
have not been completely met.  

The proceeded prevalence of public sector banks in India, 
brought together with the effects of this paper, furnishes 
some conceivable clarifications for why the absence of 
money for the private sector proceeds to be a key 
stipulation to development in India. That such absence of 
fund is a imperative to development has appeared in study 
information, for example the World Bank's Investment 
Atmosphere Survey. It has additionally been showed 
observationally somewhere else, for instance by Gupta et 
al. (2008) who show that commercial ventures more 
subject to outer fund have seen slower development in 
India and have fared much more awful regarding opening 
up of new processing plants, livelihood era and new 
speculation in respect to those less subject to outside 
money, and by Banerjee et al. (2004) who show that Indian 
firms are credit compelled, mostly because of underlining 
by the public banks. 
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