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Various studics have proposed conceatration theories in the literature. These
theories could be classified into pro-concentration and cons-concentration theories where
concentration refers to the degree of control of economic activity by large firms (Sathye,
2002). The increase in concentration levels could be due to considerable size enlargement
of dominant firm(s) and/or considerable size reduction of the non-dominant firm(s).

conversely, reduction in concentration levels could be due to considerable size reduction
of the dominant {irm(s) and/or considerable size enlargemunt vl the non-dominant frm(s}

{Athanasoglou et al. 2005).

The banking sector in Pakistan has witnessed many changes over the period of 70
years since country’s independence in 1947, Initially banking sector faces shortage of
resources because of political and socioeconamic conditions. The State Bank of Pakistan
(SBP) was established us the Cenlral Bank on July 1, 1948 10 control the tinancial sector.
With the passage of timc different amendments were also made to extend the control and
functions of State Bank of Pakistan. The State Bank of Pakistan encouraged private sector
to establish banks and financial institutions in the country but this encouragement resulted
into unlawful practices and unhcalthy competition duc 10 corruption during 1950°s and
1960°s. In 1974 all (he existing banks were nationadized by the government. Phe
performance of nationalized banks was not good and resulted into the provision ol inferior
products and poor scrvices. This poor performance of nationalized banks caused the

privatization of banking sector in the early 1990,

Banking scctor is important for the development as well as smooth running of
economy of any nation. Till 20" century the whole {inancial sector of the world was

operational on interest basis due to which a large segment ol population {Muslims) could



not properly avail banking services, which led to the development of interest free (Sharizh
compliant) banking, In Pakistan efforts for Islamization of the economy was started in the
1980°s but resulted in failure in practicing. From beginning of 21% century central bank of
Pakistan implemented different approaches other than conventional of 1980s and 1990s

approach and started paraliel working of Islamic and conventional banking,

Today the banking sector of Pakistan is playing vital role in economic growth of
Pakistan. In accordance with the State Bank of Pakistan Act, the banking system of
Pakistan is a two-tier system including the State Bank of Pakistan on one hand and
commercial banks, specialized banks, development finance institutions, Microfinance

banks and Islamic banks on the other hand.

'Figure 1- growth paitern  assets and deposits of the banking sector of Pakistan

from 2006 to 2015.
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Concentration between Islamic and conventional banks of Pakistan.

1.4 Research Questions
The research questions of our study are:
1. To what extent banking sector is concentrated?
2. Is the extent of concentration greater in conventional banks or Islamic banks?
3. How concentrated are banks towards conventional or Islamic category?
4. s concentration in banking sector increasing or deereasing with the passage of

time?

1.5 Significance of the study

To evaluate the impact of various changes specifically on decomposition of market
concentration in banking sector it is imporlant (o examine the trend of different
concentration measures. Since market concentration or more specifically, the degree of
seller’s concentrution is un important element oi market struciure Ferguson et al,, (1994),
which plays a dominant role in determining the behavior of firm in the market Hart et al.,
(1973). This study will help bank management in understanding the banking market
structure and enable it to use and implement suitable policies that help in the development
of strong and healthy bunking market. It will help the policy makers to inerease the
competition level in the Pakistans® banking sector with the sufticient number of banking

firms with appropriate size.

The study will also make significant contribution to existing literature by filling

gaps and exploring new dimensions for the banking of Pakistan. The generalization of the



present study would be a great contribution to the broad knowledge of research students as

it will provide them opportunities to explore further dimensions in this area of study.

1.6 Organization of the Study

Chapter | includes background, gap in literature, research objectives, research
questions and significance of the study. The remainder of (hesis is planned as follows.
Chapter 2 reviews the important literature and theories retated to market concentration.
Chapter 3 presents an overview of Banking Sector of Pakistan. Chapter 4 disclose the
methodology, chapter 5 presents the empirical result and their analysis. Finally, Chapter 6

presents some conclusions and future directions of research on the study.






b)

d)

Hirschman Index {(HIHD), the Hail-Tideman Index (1), the Rosenbluth Index (R1), the
Comprehensive Industrial Concentration Index (CCl), the Hannah and Kay Index (HKI),
the U index (U), and the Entropy measure (E). This section also diseusses the weighting

scheme and structure of each scheme in the measurement of concentration.

2.2.1 Classification by Weighting Scheme and Struciure
All ten concentration measures can be clussified per their weighting schemes and
structures, Marfels (1971a) and Dikson (1981) discuss the weighting schemes of several

concentration ratios. Marfels differentiates between four groups of weights.

Weights of unity are attached to the shares of an arbitrarily delermined number of largest
banks that are ranked in descending order (wi=1,V; < k), and zero weights are attached 1o
the remaining bunks.

Bank’s market shares are used as their own weights (w;=s; , V), so that greater weights
are attached to larger banks. These indices take into account all banks in the industry, for
example, Herfindaht -Herchman Index.

The rankings of the individual banks are used as weights (w; = 5;,V}, where banks can be
ranked in ascending or descending order, All banks are included in computing this index.
For example, Rosenbluih index and the Hall-"Tidenman indea

Each market share is weighted by the negative of its logarithm (w; =- log si, V¥i). A smaller
absolute weight is thus autached to larger market shares. An example is the Entropy

index.

Dicksons (1981) found only seven indices under investigation consistent with theoretical

market models: the CIG the HHI, the CCI, the [V & R, the 1K, the U and the 1B,



2.2.2 Concentration Ratios
2.2.2.1 The k Bunk Councentration Ratio (C1)

The k bunk concentration ratio is one ot the qnose requently used measures ot
concentration because of its simplieity and limited data requirement in the empirical
literature. Summing only over the market shares of the k largest banks in the market, it

takes the form:

| )

CRe= X5, Si

It assigns cquat weights o the k leading banks, but negiccting the remaining simatler

banks in the market. The index approaches zero for an inlinitc number of equally sized
banks and it equals unily if the banks included in the calculation of concentration ratio

make up the entire industry {White, 1982).

2.2.2.2 Herlindabl-atirenman bndex (Hitil)

The index is cqual to the sum of the squares of bunks™ relative sizes measured us
market shares. This index assigns greater weights to larpger banks as compared to smaller
banks, and it incorporate each bank individually so that arbitrary cut-off is avoided. Davies
(1979) analyzes the sensitivity of HHI to its constituent pans, that is, the number of banks
in the market and the inequality in the inarket shares among the diffecent banks and finds
that the index become less sensitive 1o changes in the nuinber of banks the larger the

number of banks in the industry. The HI kes the foru:
= Tk 2
HHI = 3515 2.2

One of the most widelv used measure of concentration is berfinduhl-Hirehman index.

The HHI plays a sigiificunt role v the eniLicenient process of untiwust luws in banking,















Fifth, it is easy to monitor a few large banks compared to many smaller banks; therefore,

the chance of bank failure is less in more concentrated banking system (Beck et al. 2003).

In contrast, the opponents of banking concentration have also listed disadvantages
of banking sector concentration as follows; First, increase in banking concentration will
decrease the credit supply in the banking market” (Berger, 1995). Second, higher market
concentration is related with lower social economic wellbeing due to pricing performance
of the banking firms that charge higher prices for their services. Third, the banking firms
in the more concentrated banking market are more “fragile” (Boyd and Runkle, 1993).
Finally, the degree of competition in highly concentrated market is less, therefore it will

adversely affect economic development (Smith 1998).

Some studies presented an important relationship between banking market structure
and market structure of industrial sectors. The empirical evidence based on 35
manufacturing sectors in 17 OECD countries produced conclusion constant with
theoretical views suggesting that banks with market power may concentrate lending to
small number of firms with whom they have already established long-term relationships,

what can cause increasing concentration in industrial sectors (Cetorelli, 2001).

2.4 Empirical literature

Some empirical studies have been conducted in Pakistan related to market
concentration in banking system but in that study, only conventional banking stream was
included. Khan (2009), analyses market concentration in banking sector of Pakistan, using

M-concentration ratio and Panzor and Rosse statistic. He concluded that degree of
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competition exists in banking industry of Pakistan. The time which he used for his study is

1997-2007.

By using eight type of concentration ratios on total assets, Sharma and Bal (2010)
concluded that market concentration in many banking industries of India had decreased
due to liberalization process which was reflected in the increasing degree of competition

in those sectors.

Deltuvaite, et al., (2007), analyses Lithuania’s banking sector using concentration
index HHI and CR and find a decrease in the level of concentration. Studies conducted by
(Gajurel 2010; Abdul Majid and Sufian 2007a) concluded that the decreasing trend in
concentration ratio reflects the change in the market structure of the banking industry; these

studies also suggests the increasing trend in the level of competition in those markets.

Staikouras and Fillipaki {1998-2002) used Panzor and Rosse model based on a non-
structural estimation of market competition in European Union (EU) banking environment.
According to their result European Banks were working under conditions of monopolistic
condition and that bank interest in the ten new EU member’s states was earned under
condition of higher competition that the one that existed in the old EU banking industries.

In less competitive environment smaller bank earn more interest income than larger banks.

Arises (2010) evaluated the competitive conditions prevailing in Islamic and
conventional universal banking markets and considered the possible differences in
profitability between these markets, using a sample of banks across 13 countries during
2000-2006. According to the findings of this study Islamic banks assign a greater share of

their assets to financing activities compared to conventional banks.
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Prasad and Ghosh (2005), used the Panzar and Rosse model to evaluate the
competition in the Indian banking system. Their method is to break down the study into
various sub-periods to see the effects of operation of financial reforms in India. They found

out increasing monopolistic competition in India,

In the United States, Berger et al (1995) find evidence that the increase in the
proportion of banking industry assets controlled by the largest banking organizations in the
1990s, due to the liberalization of geographic restrictions on banking in the United States,
may have been responsible for part of the credit crunch observed in 1989-92. It has also
been argued that the higher the concentration in the local bank market; the higher prices
are for financial services, and consequently the higher the banks® profits. This is because
banks in less competitive environments charge higher interest rates to firms. If
concentration is positively associated with banks having market power, then concentration
will increase both the expected rate of return on bank assets and the standard deviation of
those returns (Beck, Demirglic-Kunt and Levine, 2004: 2). The policy implication is that
higher market concentration is associated with lower socio-economic welfare and,

therefore, higher concentration is undesirable.

The development in the market structure of banking sector can be termed
impressive we can conclude that competition in banking sector has also increased as
empirical literature on concentration provides mixed results. Highly concentrated market
can be competitive if large numbers of participants exist in market. It is important to note
that most of the studies only focus on conventional banking sector. The study in Pakistan
done by Mahmood ul Hasan Khan (2009) also focus on concentration in conventional
banking. However, one study done by Turk-Ariss (2010) looks at market concentration for
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both streams. Thus, this study attempts to fill in the gap by examining market concentration
in Islamic and conventional banking system of Pakistan. Further this study will investigate

on decomposition of market concentration in both streams.
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Chapter 3

An overview of Banking Sector of Pakistan

3.1 Introduction

Bank is an institution transacting the business of accepting, for purpose of lending,
of deposits of money from the public. Banks are the financial intermediaries. Pakistan
banking sector has witnessed extreme changes over a period of 70 years since country’s
independence in 1947. Initially it suffered from serious shortage of resources. Deficiency
of trained human resource and professionals resulted into poor quality of products and
services. State bank of Pakistan was established as the central bank on July 1, 1948 to
control the financial sector. Successive amendments were made to extend the control and
functions of central bank through State bank of Pakistan act 1956. State Bank of Pakistan

encouraged the private sector to create banks and financial institution in the country.

In 1974, all the existing banks were nationalized by the Government. Government
starts giving protection to employees” which results into the provision of inferior goods
and poor services because of this the performance of nationalized banks deteriorated. The
poor performance of nationalized banks caused the privatization of banking sector in early

1990s.

Today, the Banking sector of Pakistan is playing vital role in the growth of the
economy. In accordance with the State Bank of Pakistan Act, Pakistan’s banking system
is a two-tier system including the State Bank of Pakistan (SBP), commercial banks,
specialized banks, Development Finance Institutions (DFIs)’ Microfinance banks and

Islamic banks. As of June 2010, the banking sector comprised 36 commercial banks
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{(including 25 local private banks, 4 public sector commercial banks and 7 foreign banks)
and 4 specialized banks with a total number of 9,087 branches throughout the country.

Among the banks, there are 6 fully fledged Islamic banks as at end of June 2010.

Following is the detailed history of banks in Pakistan.

3.2 History of Banking Sector in Pakistan

1940-1959

Before the Indian partition in 1947, British banks and banking system prevailed
and dominated the system of local banks all over the India. The independent banking
system was started locally for the first time after independence from Britain. The banks
included were the ABL (Allied Bank Limited formerly Australasia Bank), the Habib Bank
Limited, the Muslim Commercial Bank Limited, and the National Bank of Pakistan. The
prominent trading families started and operated these banks except the National Bank of
Pakistan. The first government of Pakistan in 1948 established a central bank with name
of State Bank of Pakistan. An ordinance was issued in 1955 clarifying the key role of State
Bank of Pakistan. The United Bank Limited was another bank which was established in

1959.

1960-1974

During the second five-year plan (1960-1965), the State Bank of Pakistan opened
six new offices. The number of other bank branches increased from 430 to 1591 over this
period. Total deposits increased from Rs. 2943 million to Rs. 6883 million while total
advances increascd to Rs. 5759 million from Rs. 1458 million. During this period, wide-

range of banking laws were also formulated. In the third five-year plan (1965-1970), the
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total number of bank branches increased to 3133 with a 91% increase in deposits and a

64% growth in advances.

The new introduced banks were regulated direct by State bank of Pakistan such as
IDBP (Industrial Development Bank of Pakistan) and ADBP (Agriculture Development
Bank). All the domestic commercial banks were nationalized by the first government of
Zulfigar Ali Bhutto by 1974, This step of nationalization opened a new banking economy.
The branches of the state-owned banks were opened throughout country without knowing

the business capability of the area where the branch was opened.

3.3 History of Islamic Banking in Pakistan

Pakistan acquired freedom in 1947 as an Islamic Republic. Quaid-e-Azam
Muhammad Ali Jinnah, in his dialogue on the event of inauguration of State Bank of
Pakistan on 1st July 1948, aimed to fabricate the economic and financial system of Pakistan

in line with verdicts of Islamic. He said,

I shall watch with keenness the work of your Research Organization in evolving
banking compatible with Islamic ideas of social and economic life. The adoption of
Western economic theory and practice will not help us in achieving our goal of creating a
happy and contented people. We must work our destiny in our own way and present to the
world and economic system based on true Islamic concept of equality of manhood and

social justice.

At the beginning, renowned Shariah scholars both from Pakistan and abroad, take
on the responsibility to research on Islamic finance. In 1950, the Research Department of

State Bank of Pakistan launched an Islamic Economic Division, and the task of conducting
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research on Islamic economic system was hand over to that division. In 1970, efforts were
made to remove Riba and several remarkable and practical steps were taken in 1980s. In
November 1991, the Federal Shariat Court (FSC) stated the financing system based on
mark-up as un-Islamic. After that, an appeal was made to the Shariat Appeilate bench of
Supreme court and the 1991 Federal Shariat Court declaration was postponed till court

orders.

In the interim, the govemment of Pakistan planned to endorse Islamic banking as
an equivalent and suitable system. After the license for Islamic commercial banking, issued
by State Bank of Pakistan, Meezan Bank started its operations in 2002 as a full fledge
premiet Islamic bank. In Pakistan, Islamic banking emanated as a reaction to both religious

and economic needs,

3.3.1 Islamization of Banks 1979-1992

In Egypt, the first modem Islamic bank was established in 1963 according to the
principles of Islamic finance. The Organization of Islamic Conference (OIC) also
supported the Islamic financial system in 1973 at Jeddah, Saudi Arabja. Similarly, a
number of Islamic banks were established as Philippine Amanah Bank on 1973; Dubai
Islamic Bank in 1975; the Faisal Islamic Bank of Sudan in 1977, the Faisal Islamic Bank
of Egypt in 1977; the Bahrain Islamic Bank in 1979, and Meezan Islamic Bank of Pakistan

in 2002,

3.3.2 Privatization of Banks 1992-2000
During 1990s financial liberalization and deregulation encouraged local investors
and motivated foreign banks to start their operations in Pakistan. It inspired the competition

among banks due to development of the banking industry. A large number of banks
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initiated their operations in Pakistan and try to attract the maximum number of customers.
It is reported that government ownership of banks could be discouraged due to slower
financial development, low productivity and slow economic progress (La Porta et al. 2002).
Similarly, State Owned banks are unable to monitor their progress due to absence of clear
objectives and responsibility (Clark et al. 2003). It is found that there is smaller
improvement in the financial health of banks as a result of financial liberalization and

privatization in Pakistan (Khalid, 2006).

3.4 Size, Structure and Growth of Pakistan Banking Sector

Pakistani banking sector is continuously improving with diversified pattern of
ownership due to an active participation of foreign and local stakeholder. It resulted into
an increased competition among banks to aftract a greater number of customers by the
provision of quality services for long-term benefits. Now there are 5 full-fledged Islamic
banks offering products and services according to principles of Shariah in different parts
of the country. All banks are competing in a highly competitive environment for the

rovision of quality services according to customer’s expectations,
Y g

In Pakistan, Islamic banking industry has shown significant progress since its re-
launch in 2002. At present, the Islamic banking industry has acquired 11.4 percent share in
assets and 13.2 percent share in deposits of overall banking industry. To increase financial
presence and promote financing to important sectors, the banking industry has been

financing targets for SMEs and agriculture.
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Figure- 3.1 Top Ten Banks of Pakistan by their Assets

Top Ten Banks of Pakistan by their Assets
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Total assets of the banking sector increased from RS. 14.27 trillion in CY15 to RS.
15.98 trillion in CY16 registering an increase of 12.02 percent. Investment and gross
advances grew by 8.42 percent and 12.10 percent in 2016 as compared to previous year,
The analysis of components of total assets reveals that lending to financial institution
witnessed an increase of 73.38 percent in 2016, Increase in total assets of the banking sector
was mainly attributed to local banks which comprised 97.55 percent of banking sector’s
assets. Local banks assets increased by Rs. 1.59 trillion or 11,32 percent during 2016 over

2015,

Gross advances of banking sector increased from Rs. 5.42 trillion in 2015 to Rs.
6.08 trllion in 2016. The analysis of advances reveals that Non- Performing Loans (NPL)
decreased by 6.01 percent in 2016 whereas, provision against NPL also decreased by 0.60

percent as compared to 2015.
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In terms of profitability of banking sector, CY 2016 witnessed a decline both in
profits before taxation and profit after taxation, Profit before taxation decreased from Rs.
326.89 billion in 2015 to Rs. 319.31 billion in 2016. Profit after taxation decreased to Rs.
193.19 billion in 2016 from Rs. 195.16 billion in 2015, Decrease in profitability of banking
sector is attributed to local and foreign banks as both documented downfall in their profit

in 2016 as compared to 2015.

Figure- 3.2 Profit and Loss Account of 2015 and 2016
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Islamic banking industry observed growth of 7.4 percent during the tine of April
to June 2016 as its assets reached to Rs. 1,745 billion. Deposits of Islamic Banking
Institution also increased by 9.3 percent during the reviewed time. Market share of [slamic
banking assets and deposits in overall banking industry raised at 11.4 percent and 13.2

percent respectively by end of June 2016. (Table 3.1).

Profit after tax of Islamic Banking Institutions was recorded at Rs. 6 billion by the end of
June 2016 as compared to Rs. 4 billion by the end of June 2015. Among other profitability

indicators, Return on Equity (ROE) and Return on Assets (ROA) were noted at 11.3
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percent and 0.7 percent respectively during the review quarter that is, June 2015 and June

2016.

Table 3.1: Industry Progress and Market Share

[ Industry Progress Growth {(YoY Percent)

{(Amount in Billions)

June March June June March June
2015 2016 2016 2015 2016 2016

Total Assets 1,495 1,625 1,745 37.3 248 16.8
Deposits 1.281 1,336 1,461 374 19.0 14.1
Total Islamic Banking | 22 22 22 22 22 22

Institutions

No. of Islamic Banking | 1,006 1.064 1.062 1.006 1.064 1,062
Windows

Source: Data from the banks under Reporting Chart of Accounts.

3.5 Islamic Banking Industry’s Branch Network

The network of Islamic Banking Institutions consists of 22 Islamic Banking
Institutions (IBIs); 5 full- fledged Islamic banks and 16 conventional banks having
standalone islamic banking branches. Branch network of Islamic Banking Institutions was
recorded as 2,146 branches spread across 98 districts by end of June 2016. Province wise
division of branches shows that Punjab and Sindh jointly have 78 percent share in overail
Islamic banking Institutions’ branch network. The number of Islamic banking branches
functioned by conventional banks having Islamic banking branches stood at 1,062 by the

end of June 2016.
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Table 3.2: Region Wise Branches (April- June 2016)

Province/ Region Total Number Share (Percent)
Punjab 1,016 473
Sindh 663 309
KPK 226 10.5
Baluchistan 84 39
Gilgit Baltistan 9 0.4
FATA 7 03
Federal Capital 110 5.1
AJK 31 1.4
Total 2,146 100

3.6 Assets and Liability Structure of Islamic Banking Institutions
Assets

Assets base of Islamic Banking Institutions witnessed growth of Rs. 120 billion
(7.4 percent) during the quarter 2016 to June 2016 to reach Rs. 1,745 billion compared to
Rs. 1.625 billion in the earlier quarter” that is, March 2016 to April 2016. Market share of
Islamic banking Institutions in overall banking industry documented at 11.4 percent by the
end of June 2016. The share of net financing and investments in total of Islamic Banking
Institutions stood at 39.8 percent and 36.8 percent respectively at the end of the quarter

April to June 2016.
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Analysis of assets by breakup among Islamic banking and Islamic Banking Branches
shows that assets of both increased by Rs. 57 billion (5.7 percent) and Rs. 63 billion (10.3
percent) respectively during the quarter April to June 2016. However, the share of Islamic
Banking (60.9 percent) continued higher than that of Islamic Banking Branches (39.1

percent) in overall assets of Islamic Banking Institution.

Investments of Islamic Banking Institutions were recorded at Rs. 642 billion by
the end of June 2016 compared to Rs. 587 billion in the previous quarter. Break up of
investments between Islamic Banking and Isiamic Banking Branches reveal that
investment of Islamic Banking increased by Rs. 19 billion (6.1 percent) during the April to
June 2016 compared to increase of Rs. 36 billion (13.1 percent) in investment of Islamic

Banking Branches.
Financing and Related Assets

Financing and related assets of Islamic Banking Institution witnessed growth of Rs.
47 billion during the quarter April to June 2016 and reached Rs. 659 billion. Financing to
deposits ratio of Islamic Banking Institution was at 47.6 percent by the end of June 2016.
A further analysis of Financing to Deposit ratio shows that Financing to Deposit ratio of
Islamic Banks remained higher (54.7 percent) compared to Financing to Deposit ratio of
Islamic Banking Branches (IBBs) (36.5 percent). Among the various modes of financing
{gross), Diminishing Musharaka remined the most preferred mode for financing as its share

in overall financing of Islamic Banking Institution was recorded at 35.8 percent by the end
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which a small number of firms/banks provide a major portion of total production). If we
refer banks to our classical model of market structure, banking sector which is close to
monopoly is considered as (highly) concentrated and on the opposite, side a banking sector
which is close to perfect competition is considered as low concentrated. Some measures
have been constructed for quantifying concentration of markets. If a concentration
measures indicates low concentration, then the market is comnpetitive. On the other hand,
if the concentration measure shows high concentration then the market is considered as

close to monopolistic or oligopoly.

4.3 The Concentration Ratios

For finding market concentration we use the k bank concentration ratio, the
Herfindahl-Hirchman index and Theil’s indices (Theil’s index 1 and Theil’s index 2).
Before discussion on each of these concentration measures, we describe their formulas and

key features. Table 4.1 provides all the detail in this context.
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4,33 Theil’s Measures

There are different measures of inequalities and among the most widely used are
the Theil indexes. In our work, we are providing the application of Theil’s indexes to
measure concentration, which will suggest a different interpretation. We will use banks
instead of houscholds because we are interested in the decomposition of market
concentration within banks or between banks.

Theil’s index 1 {E (1)} is called the Theil Index by the name of author who first
proposed it in 1967, Theil’s index 2 is also known as Theil’s L, and sometimes referred to
as the mean log deviation measure. Both indexes, however, share an undesirable feature,
that is, not being defined if there are zero value in data. It only can be calculated by replacing
zeros with very small values. However, this problem will not arise when the measures are

applied for market concentration. The reason is that no existing firm will have size zero.

4.4 Decomposition of Concentration Measures

The present study decomposes market concentration in banking system of Pakistan
(both conventional and Islamic banks) to observe the relative amount of concentration

within and between all banks of Pakistan.

4.4.1 Decomposition of the k Bank Concentration Ratio
For the decomposition of the k bank concentration ratio within Islamic and

conventional banks we use the following equation.

CR = S'CR' + SCCRC
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atmosphere. Although larger banks also adopted to the modern trends, yet the new smaller
banks benefitted more because of the ‘first-mover’s advantage’ and were able to capture
additional space in the business. All this resulted in increased competition in the banking

market and declining values of the concentration indices as shown in the two tables.

5.3 Herfindahl-Herchman Indices

The Herfindahl -ITerchman Index accounts for the number of firms in a market, as
well as concentration, by incorporating the relative size (that is, market share) of all firms
in a market. Herfindahl -Herchman Index has been determined in each year by considering

all banks that in operation to measure the level of bank’s concentration in entire banking

industry.

The Herfindahl -Herchman Index of total assets are presented in Table 5.3 for the
overall banking system. The results show moderate concentration in overall banking
system that consists of both conventional and Islamic banks. We have also done a separate
analysis for conventional and Islamic banks for Herfindahl -Herchman Index of total assets.
The Herfindahl-Herchman Index  ranges between 1/n and 1. However, based on
Herfindahl-Herchman Index within conventional banks we conclude that the values lie
more towards | which means from 2006 to 2015, the concentration level has been high
within conventional banks. The estimated Herfindahl-Herchman index indicate towards

monopolistic competition prevalent in the banking industry of Pakistan.

In 2006, the Islamic banks showed higher Herfindahl -Herchman Index, Meezan

bank was at higher level according to assets. The Herfindahl -Herchman Index for Islamic
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2013 | 0.712 0.725 0.246 0.815 83.01 6.32
2014 | 0.714 0.701 0.382 0.808 79.38 10.24
2015 | 0.586 0.54 0.41 0.792 72.99 14.53

10.67

10.38

12.48

We conclude from the above results that the degree of concentration has been much
higher within Islamic banks as compared to conventional banks. The reason is that while
in the conventional category there are quite a few large banks like Habib Bank Ltd, United
Bank Ltd, Muslim Commercial Bank Ltd, etc., only one Islamic bank, The Meezan Bank
can be regarded as large within the category of Islamic banks. This makes the concentration
ratio smaller in conventional banks as compared to Islamic banks. It can also be observed
from various tables that despite high degree of concentration in Islamic banks, the overalt
degree of concentration of the entire banking sector remains relatively low. This is because
despite having reasonably good progress, Islamic banks still occupy a small share in the
banking market. When concentration indices of the two categories of banks are combined
according to their respective weights, more weight is assigned to conventional banks
(having smaller concentration indices) that as a group occupy a very large share in the

banking sector.
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Chapter 6

Summary and Conclusion

This study has been an attempt to analyze the degree of market concentration in the
banking sector of Pakistan. For this purpose, four measures of concentration are applied.
These are k-banks concentration ratio fork =3, 4 ..., 10; Herfindahl- Herchman index and
the two entropy measured proposed by Theil. The k- bank concentration ratio considers the
market share of a fixed number of largest banks. Hetfindahl- Herchman index, on the hand,
is based on market share of all the banks but it assigns larger weight to larger banks and
smaller weight to smaller banks according to their market share. The index is
decomposable into concentration indices in two or more sub- categories of banks. The two
measures of Theil are more comprehensive as compared to the k-banks concentration and
Herfindahl- Herchman index and are neatly decomposable into concentration indices in

two or more sub- categories of banks plus the concentration ratio between the categories.

Thus, the study has employed all the above measures not only to quantify the degree
of concentration in the banking sector of Pakistan but also to observe its robustness or
sensitivity with respect to the measure of concentration. The study also decomposes the
overall degree of concentration indices into two categories, namely Islamic and
conventional banks. All the concentration ratios are measured on the basis of banks’ assets
as well as banks’ deposits. The study uses annual data for the period 2006 to 20135, which

are collected from the balance sheets of the respective banks from their annual reports.

Empirical results on various measures of concentration employed in the study show
evidence that the degree of concentration in the banking sector of Pakistan has improved
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Appendix A2

Table 1, The & Bank Concentration Ratio of Assets in Conventional
Banks

Measures | CR3 CR4 CRS CRo6 CR7 CRS CR9Y CR10
[Year

2006 0424 0514 058 0652 0716 0.760  0.803  0.842

2007 0.415 0503 0573 0.641 0.696 0.746 0.784  0.822

2008 0425 0513 0585 0.655 0.707 0748 0785  0.821

2009 0409 0496 0568  0.635 0688 0732 0775 0815

2010 0407 0496 0565 0629 0679 0728 0775 0817

2011 0.403 0.491 0.561 0624 0.676 0724 0770  0.809

2012 0424 0512 0.583  0.645 0.696 0.740  0.781 0.818

2013 0.427 0514 0593 0658 0707 0750 0.792  0.830

2014 0416 0504 0583  0.653 0707 0749  0.749  0.789

2015 0.289 0340 0383 0383 0422 0459 0477 0492
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Table 2. The & Bank Concentration Ratio of Assets in Islamic Banks

Measures | CR3 CR4 CRS5 CRé6 CR7 CRS8 CR9 CRIY
/Year
2006 0.000 0.000 0.000 0.000 0000 0.000 0.000 0.000
2007 0.000 0000 0000 0.000 0000 0.000 0000 0.000
2008 0.000 0.000 0.000 0.000 0000 0000 0000 0.000
2009 0.000 0.000 0.000 0.000 0000 0000 0000 0.000
2010 0000 0000 0000 0000 0000 0000 0.000 0.000
2011 0.000 0.000 0.000 0000 0000 0000 0.000 0.000
2012 0.000 0.000 0.000 0000 0,000 0000 0.000 0.000
2013 0.000 0.000 0000 0000 0000 0000 0000 0.000
2014 0.000 0.000 0.000 0000 0.000 0000 0569 0.569
2015 0.000 0.000 0.000 0534 0534 0534 0534 0534
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Table 3. Decomposition of The & Bank concentration of Assets in

Conventional banks

Years | SCCR3 SCCR4 SSCR5 SCCR6 SCCR7 SCCR8 SCCR9 SCCR10
2003 | 0418 0.506 0.577 0.642 0.703 0.748 0.79 0.829
2004 | 0405 0.49 0.559 0.625 0.678 0.727 0.765 0.802
2005 | 0411 0.497 0.567 0.634 0.685 0.725 0.761 0.796
2006 | 0.39%4 0.478 0.547 0.611 0.663 0.705 0.746 0.785
2007 | 0.388 0.472 0.539 0.6 0.647 0.694 0.739 0.778
2008 | 0382 0.466 0.532 0.591 0.64 0.686 0.73 0.767
2009 |04 0.482 0.55 0.608 0.656 0.698 0.736 0.772
2010 |04 0.482 0.555 0.616 0.662 0.702 0.742 0.777
2011 | 0.388 0.47 0.544 0.609 0.66 0.699 0.699 0.736
2012 | 0.268 0.315 0.354 0.354 0.391 0.425 0.442 0.455
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Table 4. Decomposition of The k¥ Bank concentration of Assets in
Islamic

Years | S'CR3 SICR4 SCRS SCR6 SICR7 SICR8 S°CR9 S'CRI0
2006 |0 0 0 0 0 0 0 0
2007 0 0 0 0 0 0 0 0
2008 0 0 0 0 0 0 0 0
2009 | O 0 0 0 0 0 0 0
20010 |0 i 0 0 i 0 0 0
20011 |0 0 0 0 0 0 0 0
20012 | O 0 0 0 0 0 0 0
2013 0 i 0 0 0 ] 0 0
2014 | O 0 0 0 0 0 0.038 0.038
2015 0 0 0 0.039  0.039 0.039 0.039 0.039
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Table 7. Decomposition of The k Bank Concentration of Deposits in
Conventional banks

Years | SCCR3 SSCR4 SCCRS SCCR6 SCCR7 SCCR8 SCCR9 SCCRI10
2006 |0.429 0516 0596  0.665 0.718 0764  0.809  0.843
2007 0411 0.491 0.565 0.637 0.69 0.738 0.777 0811
2008 | 0.42 0.503 0.578  0.653 0.696 0.738 0.779  0.816
2009 | 0411 0492 0564  0.636 0.681 0.726 0.768  0.81
2010 0397 0478 0.478 0.549 0.615 0.664 0.711 0.752
2011 [0.39 0477 0542 0.608  0.657 0.705 0744  0.783
2012 | 0.403 0479 0551 0615  0.662 0.705 0.742 0.78
2013 | 0.402 0.48 0.556  0.621 0.669 0.71 0.748  0.785
2014 (0398 0475 0.55 0.617  0.667 0.71 0.71 0.748
2015 | 0.275 0326 0326  0.369 0.408 0.445 0459 0459
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Table 8. Decomposition of The k Bank Concentration of Deposits in

Islamic
Years | SICR3 SICR4 SICRS SICR6 SICR7 SICRS8 S'CR9 SICR10
2006 |0 0 0 0 0 0 0 0
2007 |0 0 g Q 0 0 0 Q
2008 0 0 0 ] 0 0 0 0
2009 |0 0 0 0 0 0 0 0
2010 | O 0 0.007 0.007 0.007 0.007 0.007  0.007
2011 0 0 0 0 0 0 0 0
2012 |0 0 0 0 0 0 0 0
2013 0 0 0 0 0 0 0 0
2014 |0 0 0 0 0 0 0.042 0.042
2015 0 0 0.047 0.047  0.047 0.047 0.047  0.061
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