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Abstract

The banking industry has undergone profound changes during the last decade. The most
obvious change has been the large number of bank mergers, which have increased both
the average size of banks and the area over which they operate. Other changes may also
prove dramatic but are at this point just getting under way—the growth of e-banking and
the combination of banking with other financial services, such as insurance and securities
underwriting.The article discusses the recent changes in financial system are likely to
benefit consumers.
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1 Introduction

The banking industry has undergone profound changes during the last decade. The most
obvious change has been the large number of bank mergers, which have increased both
the average size of banks and the area over which they operate. Other changes may also
prove dramatic but are at this point just getting under way—the growth of e-banking and
the combination of banking with other financial services, such as insurance and securities
underwriting.

Some analysts argue that the changes will benefit most communities by increasing the
public’s access to financial services and making it easier for banks to continue lending
during regional economic downturns. Others argue that the changes will end up hurting
many communities, especially smaller ones, because the large organizations created by
mergers will be uninterested in serving small customers and will siphon off funds from
smaller markets to lend in big cities.
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To shed light on the debate, this article focuses on the two groups that are most likely to
be affected by the transformation of financial system that are consumers. Before the
recent changes, surveys consistently found that consumers relied heavily on local banks
for their credit and payments needs. It stands to reason, therefore, that they would also be
the groups most affected by any changes in local banking practices resulting from
consolidation, e-banking, or financial integration.

The article concludes that the recent changes in financial system are likely to benefit
consumers in most communities, as long as they remain free to choose between small and
large banks for their banking services.

The first section of the article reviews the three major changes in the financial system
consolidation, e-banking, and financial integration. The next section argue that these
changes are likely to benefit consumers, provided small banks are available to fill any
gaps in service or credit to smaller customers. The last section concludes that small banks
face a major but not insurmountable obstacle in continuing to fill this role the increased
difficulty of obtaining funds.

2 Literature Review

Banks all over the world have been effectively deploying information technology as an
innovative resource to achieve speed, efficiency, cost reduction, customer service and
competitive advantage. Technology enabled products and delivery channels offer value to
customers providing them with anywhere, anytime, anyway banking to customers. Even
in a developing country like India the banks have realized that in order to remain
competitive and provide the best services to their customers they need to have the latest
technology in place. These technological changes have been pioneered in India by foreign
sector and private sector banks but now it is seen that the traditional banks in the public
sector are also increasingly pursuing technology.

Several studies which had been done mainly in other countries have been examined to
understand the pattern of usage of electronic banking services by bank customers. Lewis
(1991) found that users mainly used ATMs for withdrawal of cash and obtaining account
balances. Negative factors regarding ATM usage were concern over personal safety, lack
of privacy and operational problems such as machine being regularly out of cash or out of
order and cards getting stuck in it. In their study in Australia, Rugimbana and Iversen
(1994) found that ATM customers mostly used it for cash withdrawal and conducted less
than 50% of their transactions through it; hence they concluded that most users perceived
ATMs to be just convenient cash dispensers, while the non-users preferred contact with
human tellers and had a need for personal service.

A study conducted in UK on Direct Banking customers (Phone Banking) by Lockett and
Littler (1997) found that risk averse households were less likely to adopt direct banking
and households that used other technologies (ATMs and online shopping) were more
likely to adopt direct banking. Al-Ashban and Burney (2001) after researching Saudi
Arabian tele banking consumers concluded that tele-banking has resulted in substantial
cost savings for the banks and has given rise to increasing convenience for the
increasingly discerning consumers. They also found that customers tend to increase their
usage of tele-banking services depending on their past experience. Jayawardhena and
Foley (2000) from their work among UK banks found out that the advantages for banks
through using e-banking as cost savings, increased customer base, mass customization
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and marketing & communication opportunities, innovation and development of non-core
businesses. They categorized e-banking functions into four: view-only functions, account
control functions, applying for new services and reconciliation functions.

Mattila (2001) opined after studying Finnish bank customers that Experience with
computers was a major driver for e-banking use. Polatoglu and Ekin (2001) found that
those who use the e-banking services for the longest time or who use more of its services
find e-banking to be very reliable. E-banking not only reduces operational costs to banks
but also increases customer satisfaction and retention.

Bradley and Stewart (2002) concluded that the key drivers for bank adopting e-banking
were the external factors such as competition and industry adoption, low risk, enhanced
ability to deal with customers and the availability of technology. The key inhibitors were
mostly internal like resistance to change, internal attitudes, internal resources and legal
issues. The findings of research by Karjaluoto et al. (2002) amongst Finnish bank
customers showed that “prior experience’ with computer and technology along with
‘attitudes” towards computer, influence both attitude and behavior towards online
banking. Gerrard and Cunningham (2003) who conducted a study among Singapore bank
customers identified eight characteristics relating to the adoption of e-banking such as
social desirability, compatibility, convenience, complexity, confidentiality, accessibility,
economic benefits and PC proficiency as eight influential factors of adoption.

3 Major Changes in the Banking System

While always in a state of flux, the nation’s financial system is now undergoing what is
arguably the greatest transformation since the Great Depression. This change has taken
three forms. First, banks have merged at an unprecedented pace during the last ten years.
Second, banks and other financial companies have begun to offer their services over the
Internet. And third, new legislation has opened up the doors to combining banking with
other financial services.

3.1 Consolidation

Merger activity has subsided more recently, and some experts believe the decline is more
than just a temporary pause. Some large banking companies have already achieved
nationwide coverage, reducing their incentive to acquire more banks. Furthermore, to the
extent Internet banking catches on, banking organizations keen on expanding may not
have to depend on mergers to get bigger. Finally, some experts argue that acquisitions of
small banks will not rebound because the mid-size companies that accounted for most of
the small bank acquisitions in the 1980s and 1990s have largely disappeared from the
scene. Even if merger activity does not return to previous levels, however, the large
numbers of mergers that have already occurred have changed the banking system in
important ways.

Both Banks and Non-Bank Financial Institutions (NBFIs) have witnessed around 50 cases
of Mergers and Acquisitions (M&AS) involving more than 150 financial institutions since
the year 2000. Notably, 8 of the 30 M&A transactions involving commercial banks have
been executed in CYO06 alone. This suggests that the ongoing consolidation of the
financial sector is well on its way to create new opportunities and challenges for the
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stakeholders of the financial sector. Importantly, this is not a phenomenon unique to
Pakistan. Factors such as financial liberalization (deregulation and privatization),
globalization of financial markets, advances in information technology, changing
regulatory environment, and increasing pressure of shareholders to improve financial
performance continue to play a vital role in shaping the financial landscape around the

2
globe .
Opportunities and challenges stemming from consolidation have a strong bearing on the
stability of the financial sector. Specifically, consolidation bodes well for stability
considerations if M&As are able to create efficient and well-diversified financial
institutions. On the other hand, risks may arise if they lead to the emergence of big
conglomerates venturing into risky areas, and if issues related to ‘too big to fail’ start to
emerge.
The main focus is on the consolidation of the banking sector, which is the predominant
player as it constitutes around 71.8 percent share of the overall financial sector assets. The
issues covered in this article relate to the causes of financial sector consolidation and the
potential impacts of this consolidation on the structure and stability of the banking sector
such as competition, financial risk profile, conduct of monetary policy, efficiency of
financial institutions, and implications for SBP as the regulator/supervisor of the banking
sector. It may be worth emphasizing at this stage that the estimation of partial impacts of
financial sector consolidation is a difficult process, as a given change in any financial
indicator used for this purpose is simultaneously affected by all other changes taking
place in the financial sector, i.e. other than consolidation. It is our effort to focus on those
indicators which can explain the possible impact of consolidation to a greater extent.
Table 1 indicates that a host of factors are responsible for M&As in Pakistan. The most
notable factor is the MCR, which is a reflection of the regulatory push for consolidation in
the banking sector. It may be noted that such a regulatory strategy is not unique to
Pakistan. International experience suggests that regulatory pressure is more prominent in
emerging economies, while market pressure encourages this process in developed
economies.

2For details, please see International Capital Markets Report, Developments, Prospects and Key
Policy Issues, August 2001, IMF (Chapter VV - Financial Sector Consolidation in Emerging
Markets).
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Table 1: M&As in the Banking Sector

No.of
Year M&As Institution Involved Major Reason
Inorganic growth, Change
CY00 1 Merger of Bank of America into Union Bank Business Strategy
Amalgamation of SBFC & RDFC into SME Bank Restructuring of Public Sector DFIs
Merger of NDFC into NBP Safe Exit for NDFC
Acquisition of Gulf Commercial Bank (PICIC Commercial
Bank) by PICIC as subsidiary Diversification, Safe Exit
Acquisition of Prudential Commercial Bank by Saudi Pak
CY01 4 Commercial Bank Diversification, Safe Exit
Group consolidation Economies of
Merger of Faysal Investment Bank into Faysal Bank Scale
Merger of Societe Generale into Meezan Bank Safe Exit
Inorganic growth, Change
Merger of Emirates International Bank into Union Bank Business Strategy
Acquisition of Platinum Commercial Bank by Khadim Ali
Shah Bukhari & Co. Diversification
Merger of Standard Chartered Grindlays Bank into Consolidation at regional
CY02 5 Standard Chartered Bank Level: Retrenchment
Merger if KA$B(non-secur|t|<_es Section with KASB Bank Group Consolidation, MCR
(formerly Platinum Commercial Bank)
Merger of Mashregbank & Crescent Investment Bank into Safe Exit, Appetite Commercial
CY03 4 Mashregbank Pakistan Limited Banking
Merger of NDLC and IFIC Bank with and into NDLC-IFIC
Bank MCR
Merger of KASB Leasing with KASB Bank Group Consolidation, MCR
Merger of Bank of Ceylon-Pakistan Operations with and —
into gIJDalwood Bank LtcBII. P MCR, Consolidation
Acquisition of Bolan Bank by Igbal Ali Mohammad Group  Safe Exit, Restructuring
CY04 5 Merger of Trust Inv. I_3ank Ltd. Fidelity Inv. Bank Ltd., and ~ Group Consolidation, Business
Doha Bank with and into Trust Comm. Bank Ltd. Strategy
Merger of Trust Commercial Bank with and into Crescent Business Strategy
Commercial Bank Ltd.
Merger of Credit Agricole Indosuez with NIB MCR, Business Strategy
Merger of Ibrahim Leasing Limited with Allied Bank -
S Group Consolidation
CY05 o Limited » - . . .
Acquisition of Majority shares of Dawood Bank Limited Appetite for Commercial Banking,
by Atlas Group MCR
Merger of Atlas Investment bank with and into Atlas Bank
Limited Group Consolidation
lé/l:nrlg(;er of Rupali bank with and into Arif Habib Rupali Appetite for Commercial Banking
Merger of First Allied Modarba Limited with and into
Allied Bank Group Consolidation
Acquisition of majority shares of Union Bank by Standard Inorganic growth
Chartered Bank (Pakistan) Ltd.
CY06 8 Merger of Habib AG Zurich Pakistan operation with and Business Strategy
into Habib Metropolitan Bank Ltd.
Merger of American Express Bank and Jahangir Siddiqui Diversification, Change business
Investment Bank Ltd. with and into JS Bank Ltd. Strategy
Merger of Standard Chartered Bank - Pakistan operations
and Union Bank Ltd. with & into Standard Chartered Bank  Inorganic growth
(Pakistan)
Merger of Investment Corporation of Pakistan with and Restructuring
into Industrial Development Bank of Pakistan.
Acquisition of majority shares of Crescent Commercial Appetite for Expansion Commercial
CYo7 2 Bank Ltd. By SAMBa Financial Group Banking

Acquisition of Prime Commercial Bank by ABN Amro
Bank and named as ABN Amro Bank (Pakistan) Ltd.

Inorganic growth

Source: Banking Policy and Regulations Department, SBP
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3.2 E-Banking

Another way banking is being transformed is through the growth of E-banking. Whereas
mergers have been going on for some time and may even have peaked, this change is just
getting under way. Several banks and thrifts had web sites, representing a third of all
banks and thrifts. These are web sites through which customers can conduct business on-
line for example, verify account information, transfer funds, pay bills, or apply for loans.
While the number of banks with transactional web sites is still small, it has grown rapidly
over the last few years a trend most experts expect to continue.

Numerous banking services through the technology platform have not only enhanced
business volumes of banks and increased access to unbanked geographical regions, it has
also brought about operational and cost efficiencies, he observed and added that more
recently, information technology has brought about another revolutionary change in how
banking will be conducted in the future; by bringing about the possibility of branchless
banking, the whole concept of brick and mortar branch is changing.

In Pakistan, Electronic Banking (E-banking) is getting increasingly popular as the number
and value of E-banking transactions in the country have shown a significant growth in the
last few years. According to a Report titled ‘Retail Payment Systems of Pakistan’
(Paper-based and E-banking) of the State Bank of Pakistan, E-banking transactions were
recorded increasing graph year by year.

It may be mentioned here that retail payments are mainly made by consumers and
between commercial counterparties to purchase goods and services. At the retail level,
most transactions use paper based instruments. However, electronic mode is also getting
momentum with the passage of time. Retail payments in Pakistan are comprised of
various paper-based and electronic instruments from conventional cheques to modern
smart cards.

3.2.1 Real Time Online Banking (RTOB) transactions

The total number of Real Time Online Banking (RTOB) transactions increased every
current year as compare to increase recorded previous year. Banks use RTOB channel for
conducting various transactions which in fact constitute 94 percent of total e-Banking

3
transactions value in the Pakistan .

3Report on The Retail Payment Systems of Pakistan 2010, State bank of Pakistan
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Figure 1: Share in e-banking (volume of transactions)
3.2.2 Transactions through ATMs

ATMs transactions during the year have continuously increased. Apart from cash
withdrawal, ATMs are also used for inter/intra bank funds transfer, cash deposits,
payment of utility bills etc. In Pakistan, on average, 72 transactions were executed per day
per ATM share of volume of Transaction in E-Banking mention in Figure-A.

3.2.3 POS (Point of Sale) Transactions

The total number of POS machines/terminals has reached at 50,944 placed across the
country on different merchant locations. The number of POS transactions have increased
current year as compare to increase recorded in last year.

3.2.4 Call Centre Banking
Banking through Call Centre/Interactive Voice Response (IVR) is also included in the
electronic banking channels. It also has increasing graph.

3.2.5 Internet Banking

Internet banking includes payments and electronic funds transfer (EFT). The funds
transfer, however, is presently limited to intra bank account to account funds transfer
except for a bank which offers interbank funds transfer facility through internet. Internet
banking in Pakistan is growing slowly but at a steady pace.
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3.2.6 Mobile Banking

There are few banks which offer transactions through mobile. These transactions include
payment through mobile (excluding utility bills payment), utility bills payment, A/C to
AJc funds transfer and 3rd party A/c to A/C funds transfer.

3.2.7 Internet Merchant Banking

Transactions done through internet merchant account are part of Internet Merchant (IM)
Banking. There were a total of 22 internet merchant accounts in 2010. Mostly service
sector/NGOs are IM account holders. The number as well as amount of transactions done
through internet merchant accounts is not consistent as transactions done are of seasonal
nature and covers activities like air fares, college fee payments etc.

3.2.8 Cross Border Transactions through E-Banking (ATM, POS, Internet)

Cross border transactions include only those transactions which were executed using
either an ATM / POS machine or Internet. ATM transactions include cash withdrawal
through ATMs; the inflow of such transactions has increased in current year. The POS
transactions include purchases of goods and services by the customers. The foreign
merchants include names like eBay, Amazon, Google etc. Internet transactions also
include payment of fee for foreign universities and online courses like ACCA, CIMA etc.

3.3 Financial Integration

Financial integration was particularly expedited in FYO07 in which record high foreign
portfolio investment was made in equity securities, both through the issuance of GDRs
and in the stock market. Additionally, with the rising strength of the corporate sector and
vigorous expansion plans, the central bank is in the process of initiating external
commercial borrowing (ECB), which at the moment is approved on a transactional basis.
This liberalization measure will provide an opportunity to the corporate sector to raise
external loans for project finance, bonds floatation, structured finance and Islamic
products.

Financial integration makes the economies more vulnerable and risk-prone. Policy errors
and macroeconomic mistakes can be magnified by capital market reactions and generate
crises of large proportions. But then these reactions also act as a powerful deterrent for the
policy makers from indulging in irresponsible policies, low return pet projects and rent
seeking by their political cronies

4 Impact of the Changes on Consumers
4.1 Impact Analysis of the Consolidation Process

The on-going process of mergers and acquisitions is driven by a host of factors including
increasing minimum capital requirements, appetite for commercial banking, and
diversification of businesses, change in business strategies, inorganic growth, and high
profitability. Moreover, while these M&As are taking place voluntarily, the role of
supervisory authorities (SBP and SECP) remains supportive.
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The impact analysis of the consolidation process yields the following insights:

1. Structure of the banking sector has witnessed visible changes over the period of
analysis. Local private banks have emerged as the dominating category.

2. Although the asset share of foreign banks has declined in the overall banking sector,
equity holdings of foreign investors have increased.

3. Various concentration measures point towards increased competition in the banking
sector. Specifically, the share of big five banks has declined and the share of second
tier big five banks has increased. Moreover, indicators such as the H-index and
coefficient of variation indicate a decline in concentration.

4. Impact of M&As on efficiency indicators suggest that large institutions were able to
benefit from M&As to some extent, while these gains were not visible in case of small
financial institutions.

5. There is no substantial change in financial risk at the institutional and aggregate level
as a result of the consolidation process. Specifically, there is an indication of decline
in financial risk at the individual institution level, due to gains from geographic and
product diversification. On the other hand, there is no indication of an increase in
contagion effect generally associated with M&As. The primary reason for this seems
to be that a large number of M&As have generally involved weak and small banks
and non-bank financial institutions.

6. The impact of M&As on the conduct of monetary policy is gauged by looking at the
minimum number of participants for the efficient market functioning of both the
primary auction market and the market for OMOs. The results suggest that there is
still considerable room for more M&A transactions, as the minimum number of
existing market participants are still considerably lower than the overall number of
market participants.

7. As regulatory and supervisory requirements generally increase in response to cross-
category and cross-border M&As, there is a need to put in place a strong coordinated
supervisory framework in addition to the present coordination mechanism. This is
particularly important in view of the expected changes in financial landscape in the
near future.

5 Impact of E-banking

It was once thought that the main benefit to consumers of e-banking would be lower fees
for banking services or higher rates on deposits. According to this view, the cost to banks
of online transactions would be much lower than the cost of traditional transactions
through a normal branch. As a result, consumers would be charged lower fees or paid
higher deposit rates if they banked online instead of going to a branch office. Proponents
of this view pointed to the example of online brokers, who charge investors much less for
trading stocks than either discount brokers or traditional full-commission brokers (Marks,
1999).

The hope that online banking would result in lower fees or higher deposit rates for
consumers has not been realized, mainly because banks themselves have not reaped
significant cost savings (Hitt, Frei, and Harker; Long, 1999). One reason banks have not
enjoyed substantial cost reductions are that they have had to make large investments in
infrastructure and customer support. Another reason is that online banking has not
enabled banks to cut back on their traditional delivery channels as much as initially
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hoped. Specifically, consumers have demonstrated that they strongly prefer the “click and
bricks” approach to pure online banking, forcing banks to maintain their costly branch
networks.

Rather than lower fees, the main benefit of online banking to consumers is likely to be
greater convenience. Through online accounts, for example, consumers can now pay their
bills by creating a list of regular payees and then instructing the bank to make payments
as they receive the bills, either by electronic funds transfer or paper check. Some banks
have begun to offer consumers an even more convenient service called bill presentment.
In this case, the bank collects the bills itself and transmits them to the consumer over the
Internet, where the customer can review them along with his account balances and initiate
payment as desired. Another online banking service that is not yet widely offered, but
could prove highly convenient to consumers, is account aggregation. This service allows
the customer to view his entire portfolio online, including accounts at other institutions,
and to shift funds in and out of different investments.

6 Impact of Financial Integration

The passage of GLBA makes it easier for banking organizations to provide consumers
with other financial services besides banking. Some of these services, such as the
opportunity to purchase life insurance and property and casualty insurance, are currently
provided by insurance companies and insurance agents. Other services, such as the ability
to buy and sell individual stocks and shift funds into and out of mutual funds, are now
provided by brokerage companies.

Allowing all these services to be provided by the same company could benefit consumers
in two possible ways—through synergies on the production side or synergies on the
consumption side (Santomero and Eckles, 2000). Production synergies exist when it is
less costly for a single company to provide a group of financial services than for several
companies to provide them, each specializing in a different service. For example, both
banks and insurance companies may need to know something about their customers’
overall financial condition. With a single company providing both banking and insurance
services, the costs of acquiring such information only have to be incurred once, allowing
the consumer to be charged lower prices. Consumption synergies arise when it is less time
consuming or more convenient for the consumer to purchase different financial services
from a single company than from a number of different companies. Such gains from one-
stop shopping accrue to the consumer directly, although they may be partly offset by the
bank charging higher prices for services.

It is unclear that either of these synergies from financial integration will be big enough to
benefit consumers significantly. Empirical studies have found little evidence of
production synergies within the banking industry—for example, between lending and
deposit-taking—casting some doubt on the existence of synergies between banking and
other financial services. Studies have also found no evidence that customer are willing to
pay more when banking services such as lending and deposit-taking are provided by the
same bank than when they are provided by separate banks (Berger, Humphrey, and
Palley). Furthermore, companies such as Sears that have offered consumers one-stop
shopping for financial services in the past have met with little success, suggesting there
were few synergies on either the production or the consumption side (Ferguson, 1998).
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Another reason for doubting that financial integration will have a big impact on
consumers is that, thanks to the Internet, the benefits of one-stop shopping can be
obtained without different financial services being provided by the same company (Barth,
Brumbaugh, and Wilcox, 2000). As noted earlier, some banks, brokerage companies, and
nonbank portals have begun to let their consumers use a single web site to access a variety
of financial services offered by unrelated companies. Surveys also suggest that consumers
who like one-stop shopping believe they will get a better deal if the services are provided
by multiple institutions than by a single company (Newkirk, 2000).

7 Conclusion

The banking industry is undergoing three major changes—the consolidation of the
institutions, the spread of e-banking, and the increased freedom to combine banking with
other financial services. In assessing what these changes mean for local economies, this
paper has focused on the consumers.

On the whole, consumers appear to be benefiting from the changes. Consolidation has not
reduced competition in local banking markets very much, because most of the mergers
have not been between banks in the same city or county. Large multistate banks appear to
charge higher fees, but consumers who believe those fees are unjustified still have plenty
of smaller banks to choose from. The spread of e-banking should also benefit consumers
by reducing the time and inconvenience of banking transactions and, in very small
communities, by providing access to banking services that might otherwise be
unavailable.

It is less clear that combining banking with other financial services will benefit
consumers. Conglomerates show no evidence of producing retail financial services at
lower cost than specialists, and the Internet provides other ways for consumers to reap the
benefits of one-stop shopping besides buying all their services from the same provider.
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