
VISTAS

Journal of Humanities & Social Sciences

2015Volume 9

70

evidence for a monopoly in the banking market. The results suggest that, for
the observed period, the Sri Lankan banking sector is characterized by
monopolistic competition for traditional banking activities according to the
PR classification. This indicates that an increase in input prices will lead to a
less than proportional increase in interest revenues, as the demand for banking
faced by individual bank is inelastic. As this value is in the range between 0.5
and 1, the estimated H statistic supports evidence for a moderately competitive
market for interest revenue in the Sri Lankan banking industry. This result is
quite similar to the H statistic estimated by Bikker et al (2006a). They use the
P-R model to provide H values for 101 countries over 1996-2004, based on
25,000 banks. In their study, the estimated H statistic for Sri Lanka was reported
as 0.69 for the period 1994-2001. The estimated H statistics of the present
study was 0.68 for this particular period (1996-2004).

 

In addition to panel regression above, time series estimates of the H statistic
from 1996 to 2010 were generated by EGLS regressions of equation 1 to assess
the change of H statistic over the sample period. In OLS procedure the study
used White diagonal standard errors and covariance to address any
heteroskedasticity across the sample banks. As in many other studies, the
current dataset is not large enough to attain robust annual estimates for the
seven parameters in the model. Accordingly, the sample period is divided in
five lustrums: 1996-1998, 1999-2001, 2002-2004, 2005-2007, and 2008-2010.

Table 1- Regression results for H statistics
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Figure 2

Trends in observed competition measure of Sri Lankan commercial banking sector 1996-2010

Source: Calculations by the author

The first stage exhibits the highest level (0.67), but declines during the second
stage (0.53) and rises to an intermediate position during the third phase (0.57).
The H statistic reaches its minimum in the fourth stage, significantly, the H-
statistic rises to an intermediate position (0.6) during the last stage.

The most important issue to address in the present paper is whether any
difference exists between the competition among domestic banks and that of
foreign banks. More interestingly, the H statistics estimated for two sub sets
depicts a counteraction in competitive behaviour. In each stage of analysis
when the degree of competition is higher in domestic banks, lower the level of
competition is evident in foreign banks and vice versa. This particular behaviour
is true for the whole period except for the period 1996-1998. This can be clearly
demonstrated with the figure 3.
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Figure 3

H Statistics: Domestic banks Vs Foreign banks, 1996-2010

Source: Calculations by the author

 This particular behavior then was statistically tested in order to prove any
significance in this relationship. For that the degree of domestic bank
competition was regressed with the degree of foreign bank competition by
estimating Equation 2.

An analysis of the sign and significance of the regression coefficient (Equation
2) indicates that the magnitude of foreign bank competition is negative and
statistically significant at 1% level for the observed period. The results indicate
that, for the period 1996–2010, competitiveness of foreign banks has negatively
affected on the competitiveness of domestic banking sector in Sri Lanka.

 

 
  

   

   

Dependent Variable: Com_Dom   

   

     
     

Variable Coefficient Std. Error t-Statistic Prob.  
     
     

Com_For -1.273087 0.200561 -6.347631 0.0079

C 1.160897 0.096578 12.02031 0.0012
     
     

R-squared 0.930704  

Adjusted R-squared 0.907605  

S.E. of regression 0.042772  

Durbin-Watson stat 2.111635  

F-statistic 40.29242  

Prob(F-statistic) 0.007909    

     

Note: Com_For is foreign bank competition

Table 2 – Regression results -Effect of  foreign bank competition on domestic bank competition
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This counter competitive behaviour in Sri Lanka may be particularly true as
the competition arisen from domestic banks was quite high in late 1990s. As
the resource needs and customer bases of foreign and domestic banks become
more and more similar, their market niches overlap more and more, and the
competition between them becomes more and more intense. As a result, the
competition from foreign banks might be discouraged with the gradually
intensified competition of domestic banks at this initial stage, where the
domestic private banks were establishing and capturing the local market.
Specially the domestic banks commenced their operations with improved
technology, innovative products and enhanced customer service after late
1990s. The competition of foreign banks underweighs that of domestic banks,
when the competition effort of domestic banks tries to familiarize the banking
system to the customers. The reason for this according to Zaheer and
Mosakowski (1997) is the liability of foreignness that initially leaves them
intrinsically weaker than their domestic competitors. However after year 2002
foreign banks too stepped to a competitive edge with more localized banking
service. This is quite evident with the strategic behaviour of the two largest
foreign banks operated in the country HSBC and Standard Chartered Bank.

7. CONCLUSION

The aim of the study was to enhance the rather scarce empirical evidence on
the effect of foreign banks competition on competitiveness of Sri Lankan
domestic banking sector. Findings of the study revealed that competitive
behavior of the foreign banking sector in Sri Lanka is low compared to domestic
banking sector. The study found a negative effect of foreign bank competition
on domestic bank competition. While the entry of foreign banks is generally
thought to have favorable effects on the development of host banking systems,
including through increased competition, the findings of the present study
question the true effect of foreign bank operation in Sri Lanka. While the
potential benefits of foreign bank entry are many, this kind of evidence reveals
that information asymmetries perhaps prevent many firms in developing
economies from realizing these benefits. The reason for this may be the liability
of foreignness that initially leaves them intrinsically weaker than their domestic
competitors. However if all the foreign banks can put an equal competitive
pressure without just being “cherry pick” borrowers, the favorable effects on
the competition in the Sri Lankan banking sector can be expected.



VISTAS

Journal of Humanities & Social Sciences

2015Volume 9

74

REFERENCES

Ariccia, G.D., (2001) Asymmetric Information and Market Structure of the Banking Industry. International

Monetary Fund Working paper, 98/92.

Barth, J. R.,  Caprio, G. and Levine, R. (2004) Bank Regulation and Supervision: What Works Best? Journal

of Financial Intermediation, 13(2004), pp. 205-248.

Baumol, W. J., Panzar, J. C. and Willig, R.D. (1982) Contestable Markets and the Theory of IndustryStructure.

http://mpra.ub.uni-muenchen.de/15254/1/Doc269_FUNCAS.pdf (i.e. last accessed on 04/06/2010)

Bayraktar, N., and Wang, Y. (2004) Foreign Bank Entry, Performance of Domestic Banks and the Sequence

of Financial Liberalization. http://php.scripts.psu.edu/users/n/x/nxb23/papers/Bayraktar-Wang-04-ver-

sion4-feb.pdf

Berger, A., Klapper, L. and Udell, G. (2001), The ability of banks to lend to informationally opaque small

businesses. Journal of Banking & Finance, 25, pp. 2127-2167

Berger, A. George C., Robert C. Leora K., and Gregory U. (2005). Corporate Governance, and Bank

Performance: A Joint Analysis of the Static, Selection and Dynamic Effects of Domestic, Foreign and

State Ownership. WorldBank Policy Research Working Paper, No. 3632.

Bikker, J.A., L. Spierdijk, and P. Finnie (2006a). Misspecification in the Panzar-Rosse model: Assessing

competition in the banking industry. DNB Working Paper 114, De Nederlandsche Bank, Amsterdam

Buchs, T., and Mathisen, J. (2005) Competition and Efficiency in Banking: Behavioral Evidence from

Ghana, IMF Working Paper No. 05/17, International Monetary Fund.

Central Bank of Sri Lanka , Annual Reports (2005-2008). Colombo, Sri Lanka.

Cho, K. (1990) Foreign Banking Presence and Banking Market Concentration: The Case of Indonesia. The

Journal of Development Studies , 27(1), pp. 98-110.

Claessens, S., Demirgiiu-Kunt, A. and Huizinga, H. (2001) How Does Foreign Entry Affect Domestic

Banking Markets? Journal of Banking and Finance , 25, pp. 891-911.

Claessens, S. and Laeven, L. (2003) What drives bank competition? Some international Evidence.  Journal of

Money, Credit and Banking , 36(3), pp. 563-583.

Denizer, C. (2000) Foreign Bank Entry in Turkey’s Banking Sector, 1980-1997, in: S. Claessens and M.

Jansen (eds.), The Internationalization of Financial Services: Issues

Gormley, A. (2007) Banking Competition in Developing Countries: Does Foreign Bank Entry Improve

Credit Access? http://fic.wharton.upenn.edu/fic/india/11gormley.pdf (i.e. last accessed on 19/01/2010)

Guzman, M. (2000) Bank Structure, Capital Accumulation, and Growth: A Simple Macroeconomic Model.

Economic Theory, 16(2), pp. 421-455.

McKinnon, R. (1973) Money and Capital in Economic Development (The Brookings Institution: Washing-

ton D.C.)

Panzar, J., and Rosse, J. (1987) Testing for ‘monopoly’ equilibrium. Journal of Industrial Economics , 35(4)

, pp. 443-456.

Rosse, J., and Panzar, J. (1977) Chamberlin vs Robinson: an empirical study for monopoly rents, Bell

Laboratories Economic Discussion Paper.

Shaw, E. (1973) Financial Deepening in Economic Development, (New York: Oxford University Press).

Shelby, H.D. (2004) Ageneral Theory of Competition: Resources, Competences, Productivity, Economic

Growth. Thousand Oaks, CA: Sage

Stiglitz, J., and Weiss, A. (1981) Credit rationing with imperfect information. The American Economic

Review, 71(3), pp. 393-410.

Zaheer, S., Mosakowski, E., 1997. The Dynamics of the Liability of Foreignness: A Global Study of Survival

in Financial Services. Strategic Management Journal, 18, 439-464


