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Abstract: The purpose of this study is to examine the impact of ownership con-
centration on the performance of Indian commercial banks. A panel data approach
has been used in this study. Particularly, the effect estimation and GMM has been
used in this study to examine the relationship between ownership concentration
and bank performance during 2009-2010 to 2018-2019. The findings reveal that
the largest shareholder impacts the bank’s performance positively. The results are
robust across the various proxies of bank performance, and sub-samples based on
ownership and size of the bank. The present study may be useful for Indian banking
regulators and investors to understand the impact of ownership concentration on

bank performance.
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1. Introduction

The global financial system’s collapse has heightened the discussion over the vulnerability of
a banking system that had previously been seen as powerful, active, and inventive. These devel-
opments have brought the issue of the banking system’s soundness to the attention of research-
ers, academics, and legislators. Banks do, in fact, play a crucial role in financial systems and serve
as economic development engines (Levine, 1997). Based on the Basel Committee on Banking
Supervision’s 2010 publication “Standards for Enhancing Corporate Governance,” the Basel
Committee on Banking Supervision has amended corporate governance principles within banks.
The committee has reiterated that good corporate governance is vital to a bank’s, banking sector’s,
and economy’s healthy functioning In this vein, we have seen a number of studies that place
a specific emphasis on the link between bank ownership structure and performance (Bonin et al.,
2005). Owners’ relative authority, motivations, and abilities to oversee managers are determined
by disparities in identity, concentration, and resources (Douma et al., 2006). In recent years,
academicians have begun to focus on emerging country banking sectors (Weill, 2007). The
influence of ownership concentration on company performance is both theoretically and practi-
cally intricate. Concentrated ownership, in theory, improves performance through improving super-
vision and reducing free-rider problems in buyouts (Morck et al., 1986). None of these impacts may
be substantial if ownership structure tends to be optimally adapted to firm characteristics with
little relationship to performance (Demsetz, 1983). Experiential findings on the relationship
between company performance and ownership concentration are conflicting. In the United
States, Demsetz and Lehn (1985) find that concentration has no effect on accounting profits,
and McConnell and Servaes (1990) find no effect on the market value to replacement cost of assets
ratio (Tobin’s Q), though they do find that ownership by corporate insiders and institutional
shareholders have an affirmative effect. Wruck (1989) suggests that private transactions of lump
sum shares are related to increased concentration, and have a though non-monotonic, effect on
abnormal market yields, supporting the findings of Morck et al. (1988) of executive ownership, that
earnings are growing when concentration is low, declining at moderate levels, and increasing
again at high levels. Holderness (2003) notes that it has not been decisively established whether
block holders have a positive or negative impact on firm value and that there is little evidence of
a significant impact of block holders on company value.

This paper contends that past empirical studies paid little attention to the implications drawn
from other techniques of evaluating ownership concentration. Most previous research used,
Demsetz and Lehn (1985) to calculate concentration for a group of owners, which is defined as
the total equity share held by the top five or top 20 investors. When a dominating shareholder is
missing, lesser investors may join coalitions to employ unified control, as proposed by Zwiebel
(1995). Furthermore, the group measure may mask certain important aspects of interface block
holders. For example, they may have difficulty in cooperating or fighting because of competing
interests or views about business direction. Another option is that, in the absence of major
investors, new smaller block holders’ marginal contributions to executive oversight are minimal,
and the latter may help to increase the costs of concentration by reducing trading liquidity and the
informative value of the share price. In addition, if the extra block holders do not provide net
paybacks, including their stockholding in the concentration variable increases measurement mis-
calculation, lowering the predicted performance outcome and increasing the standard error.
Estimates of the effect of concentration on performance may be influenced by how block holders
interact and the concentration measure used in the study. For example, if a single dominant
investor controls the firm, measuring only its holdings rather than the joint holdings of the top five
or more owners appears to be more appropriate. The group measure, on the other hand, may be
more useful if several average-sized investors are capable of creating genuine partnerships. The
lack of attention to the likelihood of collaboration among block holders and the assumptions for
the appropriate assessment of concentration may explain some of the previous experiential
research’ inconsistent outcomes.
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In terms of the research gap and importance of this topic, the current study provides data on the
impact of ownership concentration on the performance of Indian commercial banks. The majority
of the literature on ownership concentration is from developed countries (Demsetz & Lehn, 1985;
Demsetz & Villalonga, 2001; Leech & Leahy, 1991; McConnell & Servaes, 1995; Pervan et al,, 2012;
Prowse, 1992). In emerging nations, just a little research on the impact of ownership concentration
has been done. However, there is still a gap in the evidence concerning Indian banks. Due to the
varied regulatory requirements applicable to Indian commercial banks, we suggest that the impact
of ownership concentration on bank performance would be different. The legal framework has
been meticulously crafted to serve as a critical company governance tool. As a result, our decision
to study Indian banks is influenced by a variety of variables. Firstly, in light of recent regulatory
reforms, we focused our research on public and private sector banks, which have got less attention
in previous studies. Second, the ownership structure of different banks is diverse. A major share of
public sector banks is owned by the central government. The central government backs public
sector banks. The central government owns more than half of all public-sector banks. In private
sector banks, the maximum promoter stake allowed is i15 percent Third, foreign direct investment
in public sector banks is limited to a maximum of 20 percent In private sector banks, however, the
maximum permitted FDI is 74 percent. The Reserve Bank of India’s regulations states that no
single entity or individual can own more than 10 percent of a private sector bank. Fourth, private
banks have a higher foreign shareholding than public sector banks. Four out of the top five private
sector banks in India are foreign-owned. Fifth, the extent to which the investor protection system
is enforced differs by country (La Porta et al., 1999, 1998). Hence, Indian banks have a unique legal
structure since they are heavily regulated. This allows us to see if the differences in bank owner-
ship structures among different ownerships have an influence on the banks’ performance. In
particular, our study differs from earlier ones in that it aims to investigate the influence of bank
ownership structure on bank performance in India using an econometric technique that addresses
endogeneity issues. This study makes two contributions: first, it fills a vacuum in the banking
literature by concentrating on the banking industry in India. Second, it attempts to acquire a better
understanding of a key predictor of bank performance, and ownership structure.

Because of the differences in market structure and ownership structure, Indian banks are
considered out of sample evidence, prompting us to investigate the effect of ownership concen-
tration on the performance of Indian banks. We examine these concerns using data from 36 banks
in the Indian banking industry. To estimate fixed-effect panel regressions of ROA, NIM, and NPLR
on various indices of ownership concentration, we use the available panel data for banks operating
in the Indian banking industry from 2009-2010 to 2018-2019. This research adds to the current
body of knowledge. We have evaluated the data by categorizing the banks based on ownership, i.e.
public sector banks vs. private sector banks, to ensure that the findings were reliable. In several
methodological areas, our work resembles the latter’s, but there are a few key distinctions. It’s
worth noting that the endogeneity problem, which is one of the most common econometric issues
in the corporate governance literature, might skew empirical results. “In the presence of any
pattern of heteroscedasticity and autocorrelation, these results computed using the GMM
approach are consistent” (Arellano & Bover, 1995; Blundell & Bond, 1998). The use of GMM solves
the problem of heterogeneity by taking the initial differences and so eliminating the individual
impact, resulting in unbiased findings. The endogeneity problem is likewise addressed by the GMM
estimation. The estimate method, in particular, incorporates lagged explanatory variables as
instruments, allowing for extra instruments by using the orthogonality criteria between the lags
in the model’s independent variables (Arellano & Bond, 1991).” We find that different levels of
ownership concentration have a substantial impact on bank performance whereas state control is
associated with poor performance. We get comparable findings after performing a robustness test
using the Generalized method of moments (GMM) methodology to estimate the purpos model

The following is the organization of the structure. The second section discusses India’s institu-
tional basis. The third section examines the current literature and develops hypotheses. The data
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and technique are described in Section 4. The analytical and empirical findings are presented in
Section 5. The paper is discussed and concluded in Section 6.

2. Institutional background of India

Certain trigger points are defined in the Securities Appellate Tribunal (Procedure) Rules, 2000. The
first percentage point is 5percent. After the investor achieves a holding level of 5percent of the
company’s total ownership, the investor is required to provide disclosure for each change of
2percent in holdings. As a result, the maximum limit for purchasing a share of the company on
the secondary market is 5percent. However, in the IPO’s, maximum subscription limit is
$25,000 per investor. A one-person company (OPC) is defined as a business with only one member
who owns all of the firm’s shares [(Section 2(62)] of the Indian Companies Act, 2013). Section 2
(68) of the Indian Companies Act, 2013 states that a Private Limited Company must have at least
two members. A single person or corporation may possess 99 percent of the stock, while others
may own the remaining 1 percent. The promoters’ shareholding should be at least 20 percent of
the paid-up capital at the time of the company’s creation, with a three-year lock-in term. After
a three-year term, the promoter may sell their interest. Companies can issue shares with differ-
entiated voting rights up to a maximum of 26 percent of the paid-up equity share capital under the
new Companies Act 2013, which can be used for dividend payments, voting, and other purposes.
The promoter/promoter group is authorized a maximum stake of 15 percent. A maximum of
74 percent of the equity capital of private banks can be held by foreign institutional investors. In
public sector banks, the government may own a majority of all of the bank’s stock. The govern-
ment of India maintained a 100 percent share in the banks when they were nationalized in 1969.
However, owing to changes in the environment, nationalized banks offered shares to raise capital
through an initial public offering (IPO), resulting in a shift in the ownership structure. Even yet, the
Indian government retains a minimum of 51 percent of the stock by default. A banking firm is
prohibited from owning more than 30 percent of a corporation’s paid-up share capital. The
acquisition of more than 5 percent of a bank’s equity capital by an individual, organization, or
group will require RBI permission in advance. A single entity or group of linked entities cannot own
more than 10 percent of the bank’s paid-up voting equity capital, either directly or indirectly. The
Banking Regulation Act (1949), does not specify the maximum number of shares that
a shareholder can own in a banking firm. However, regardless of the number of shares held,
such stockholders cannot exercise more than 10 percent voting rights. The Securities and
Exchange Board of India (Listing Obligations and Disclosure Requirements) Regulations, 2015, in
conjunction with Regulation 19A of the Securities Contract (Regulation) Rules, 1957 (“SCRR”)
(Regulation 38), require listed businesses to have a minimum public shareholding of 25 percent.
The SEBI takeover laws enable the promoter to own up to 75 percent of the company, with yearly
creeping acquisitions of up to 5 percent allowed. A bank cannot have more than three directors
who are also directors of firms with a combined voting power of more than 20 percent of the total
voting power.”

3. Literature review

3.1. Agency theory

This research’s theoretical foundation is agency theory, which stems from Berle and Means (1932)
study, which found that dispersed ownership leads to a shift of corporate power from individual
shareholders (owners) to executives in listed corporations. Jensen and Meckling (1976) argued that
such a separation between control and ownership would lead to agency conflict and provide
agents (managers) additional incentives to do things that benefit them at the expense of the
principals (shareholders). Both studies show that aligning the incentives of the executive and
investors has a positive impact on business performance since agency clash disappears when
the executives and stockholders are the same people. This impact was demonstrated by Morck
et al. (1986), who discovered a clear link between ownership concentration and business value.
New conflicts of interest between majority and minority shareholders have been investigated in
other research (La Porta et al, 1999, 1998). La Porta et al. (1998) looked at ownership
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concentration and found that Berle and Means (1932) reasoning does not apply to the majority of
nations. Furthermore, Shleifer and Vishny (1997) claimed that the true rivalry is between large and
small owners. They asserted that in less developed nations, where property rights are not legally
protected, ownership concentration is higher. Stockholders may play a substantial role, according
to Grossman and Hart (1980), since they have the rights and dangers associated with controlling
their ownership. Nonetheless, when ownership is spread, they are at a disadvantage owing to
a lack of shareholder oversight caused by the “free-rider” problem. Regardless of competing
interests, it is critical to investigate the kind of ownership structure in order to determine the
form of agency conflict and identify which parties are in charge of the conflicts of interest in order
to resolve the agency problem. Ownership concentration, according to agency theory, boosts
business performance, and large shareholders can provide organizations with the ability to oversee
and control management. In the meanwhile, because of the various disputes that arise between
minority shareholders and major shareholders in nations with relatively high concentrations of
ownership and insufficient shareholder protection, this position is crucial to examine (Shleifer &
Vishny, 1997). As a result, the agency conflict between managers and shareholders is not a huge
issue in this context, because the true dispute is the expropriation of minority shareholders (La
Porta et al., 1999, 1998).

3.2. Previous studies

According to existing research, the corporate governance process varies depending on the own-
ership structure. The ownership of a company might be dispersed or consolidated. Small share-
holders own the firms that have a dispersed ownership structure, yet the management has
control. Large shareholders control companies with concentrated ownership (Balsmeier &
Czarnitzki, 2017; Carney et al., 2015; Claessens & Fan, 2002; Morck et al., 1986). These firms’
controlling owners are expected to impose terms and conditions on the executives and force
them to operate in accordance with their wishes. They profit from economies of scale and attempt
to mitigate free-rider issues (Mollah et al., 2012). According to agency theory, ownership concen-
tration is an important component of corporate governance that helps to reduce agency conflict
(Balsmeier & Czarnitzki, 2017; Jensen & Meckling, 1976; Morck et al., 1986; Nguyen et al., 2015).
The main reason in favour of ownership concentration and firm performance is the trade-off
between supervising and misappropriation effects (Filatotchev et al.,, 2013) because monitoring
is difficult in the event of dispersed ownership, which might lead to free-riding issues. As a result,
the monitoring hypothesis predicts a direct link between ownership concentration and company
performance. As the percentage of shares held by these wealthy shareholders grows, so does the
price of the stock (Filatotchev et al., 2013; Gillan, 2006; Shleifer &Vishny, 1987). Because controlling
shareholders are genuine active monitors who may constrain management influence, a favourable
link (Altaf & Shah, 2018; Boussaada & Karmani, 2015; Nashier & Gupta, 2020) is predicted based on
the monitoring hypothesis. This may help to reduce agency conflict, resulting in better perfor-
mance (Jensen & Meckling, 1976). The importance of concentrated ownership in monitoring
becomes critical in underdeveloped governance markets because, in the absence of external
monitoring or institutional mechanisms, shareholders are forced to participate in the monitoring
process, which may be effective only when ownership is concentrated (Filatotchev et al.,, 2013;
Gomes, 2000; Heugens et al., 2009). The expropriation theory, on the other hand, creates a worse
state of ownership concentration. The conflict of interest between the majority and minority
shareholders might be the source of the agency conflict (La Porta et al., 1999; Lefort, 2005;
Murtinu, 2015; Sacristan-Navarro & Gomez-Anson, 2007; Yabei & Izumida, 2008). In this case,
the large ownership may have a significant impact on business performance, which may differ
from firm to firm. As a result, it’s possible that the agency problem in high-ownership-
concentration organizations would move from principal-agent conflicts to principal-principal con-
flicts (Bebchuk & Weisbach, 2010). Furthermore, both hypotheses could point to a non-linear
relationship between ownership concentration and performance, i.e., a firm’s performance may
increase initially at low levels of ownership concentration due to the monitoring effect but then
decline after a certain point when ownership concentration is high due to the expropriation effect.
The federal government owns the majority of public sector banks in India. The results, however,
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are mixed. A positive linear association has been identified in several researches (Karaca & Halil,
2012; Murtinu, 2015; Nguyen et al., 2015). Because dispersed ownership generates a free-riding
problem, ownership concentration is a measure of shareholders’ capacity to force managers’
conduct and is predicted to have a positive connection with business value (Denis & McConnell,
2003; Grossman & Hart, 1980; Jensen & Meckling, 1976). In England, Cubbin and Leech (1983) find
a positive relationship between ownership concentration and accounting profit. Shleifer and Vishny
(1986) have found that as the ownership of large shareholders grows, share prices rise. However,
Leech and Leahy (1991) and Guerrero-Villegas et al. (2018) find that ownership concentration has
a negative influence on valuation ratio, trading profit margin, and net asset growth in UK enter-
prises. By affecting the allocation of voting rights and managing the shareholders, ownership
concentration largely reduces the executives’ diversion from shareholder welfare (Leech &
Leahy, 1991). Another viewpoint contends that increased ownership concentration increases the
possibility of embedded block shareholders causing a drop in corporate value. In Tunisia, Turki and
Ben Sedrine (2012) discovered a negative correlation between company performance and owner-
ship concentration. Ongore (2011) in Kenya, Pervan et al. (2012) in Croatia, and Foroughi and
Fooladi (2012) in Iran all found similar outcomes. De Miguel et al. (2004) also discovered
a quadratic link between value and ownership concentration, confirming not only the monitoring
but also the expropriation impact in Spanish enterprises at the highest concentration values. An
inverted U-shaped association has also been documented in other investigations (Balsmeier &
Czarnitzki, 2017; Heugens et al, 2009; Ma et al, 2010; Selarka, 2005). Furthermore, several
researchers have shown a non-significant link between company performance and ownership
concentration (McConnell & Servaes, 1995; Pham et al., 2011). Ownership structure should impact
monitoring efficiency and lessen agency difficulties, according to the current study, which is
compatible with agency theory and the institutional framework in India. Because Indian banks
have a highly concentrated ownership structure. We assume a positive linear relationship between
ownership concentration and bank performance, despite the contradictory arguments of agency
theory and empirical data. Hence, we form the following hypothesis:

H1: There is a positive relationship between ownership concentration and bank performance

3.2.1. State ownership

According to Atkinson and Stiglitz’s (1980) social welfare theory, public banks may pursue social
and economic development goals that make them less lucrative and hazardous than private
banks. Public banks are seen as a way to increase social welfare. When the frequency of market
failures is high in some industries, state-controlled banks must adopt a more active strategy; they
may concentrate on those involving external finance, knowledge asymmetries, intangible assets,
and significant spillovers (Yeyati & Micco, 2007). Because they prioritise larger societal aims, state-
owned banks are less lucrative. According to political theory (Shleifer & Vishny, 1994), state-
controlled banks are inefficient and politically exploited (Omran, 2007). Increasing the state’s
ownership enhances political lobbying. State-owned banks, are more susceptible to political influ-
ence than private banks. They are subjected to less surveillance (Megginson, 2005). Politicians
construct and retain state-owned banks, according to this viewpoint, not to divert cash to eco-
nomically effective purposes, but rather to maximize politicians’ personal goals (Sapienza, 2004).
Berger et al. (2008) show that state-owned banks had inferior long-term performance than
domestically-owned banks or foreign-owned banks, based on a sample of 18 Argentine institutions
from 1993 to 1999. According to Micco et al. (2007), state-owned banks in underdeveloped nations
have considerably lower returns on assets than equivalent domestic privately-owned banks.
According to Mohieldin and Nasr (2007), public sector banks in Egypt have several flaws, including
a low capital adequacy ratio, poor asset quality, a high ratio of nonperforming loans, modest
earnings and profitability, declining liquidity, and a moderate level of exposure to various forms of
financial market risk. The relationship between ownership structure and bank performance is
investigated by Kobeissi and Sun (2010) and revealed that private banks outperform state banks.
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Additionally, Farazi et al. (2013) analysed developments in MENA banking system architecture,
during 2001-2008, and discovered that state banks performed worse than private banks. As
a result, we propose the following hypothesis:

H2: There is a negative relationship between state ownership and bank performance.
4. Sample and data

4.1. Sample

We are going for all of India’s commercial banks. We chose commercial banks since they had
continuous data throughout the sample period. Foreign banks were excluded since they are not
registered under the Indian Companies Act, 2013, and are not listed on Indian stock markets. They
are acting as a branch office for their parent company. They do not comply with the article 49
listing agreement, and their information is unavailable. Finally, we selected 36 banks of which 21
are public sector banks and 15 are private sector banks (Gupta & Mahakud, 2020a, 2020b). The
research was conducted during 2009-10 to 2018-19. The information on ownership concentration
is gathered by hand from annual reports. The financial data was compiled using the CMIE Prowess
1Q database and the Bloomberg database. We separated the entire sample into public and private
banks based on ownership. Banks with total assets in the upper tercile are referred to as large
banks, while those with asset values in the lower tercile are referred to as small banks.

4.2. Models specification and estimation method
A panel data model is defined as follows, assuming a linear connection between ownership
concentration and bank performance:

BANKP;,= a; + 8;0C1;; + 8,0C2;; + 830C3;; + 8,0C4;, + 850C5;, + 85,0C6;; + 8,0C7;, + B50C8;,
+649LDR;; + B19RDj; + 811FAGE;; + €t

(1)

Where, BANKP ;; = Bank performance indicator are measured by ROA, NIM, and NPLR. €;; is the
disturbance term, i is the bank from 1 to 36, and t is the values of years from 2010 to 2019. The B
parameters capture the possible effect of explanatory variables on bank performance indicators.
ROA (Return of Assets), measures how efficiently the banks’ assets are being utilized for generating
earnings (Gupta et al,, 2021c; Gupta & Mahakud, 2021a; Gupta et al.,, 2021b). NIM (Net Interest
margin) is the net interest income minus net interest expenses divided by total assets. NPLR is the
Non-performing loan ratio (Liang et al., 2013). Table 1 describes the variables used in our study.

The concentration ratio, Herfindahl Index, and entropy may all be used to calculate ownership
concentration. The influence of various techniques of ownership concentration is examined using
a varied concentration ratio. According to Earle et al. (2005), if the largest shareholder has
a dominant position, it is more difficult for the other significant owners to interact, and hence
they may be unable to discipline management. As a result, including additional block holders when
calculating ownership concentration may reduce the impact of ownership concentration on per-
formance. According to Maury and Pajuste (2005), the relationship between numerous block
holders and firm performance is influenced by the size of the shareholders.

The fraction of shares held by the largest shareholder has been employed in most research to
determine ownership concentration. Earle et al. (2005) and Rogers et al. (2008), on the other hand,
employed both the largest shareholder concentration and the proportion of shares held by other
major block holders, such as the top 2, top 3, or top 5, etc. Earle et al. (2005) discover a significant
association between ownership and performance. However, Rogers et al. (2008) discover a weak
relationship. We also used the eight ownership concentration variables - percentage of single
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Table 1. Description of variables

Governance variables

One largest shareholder ((0C1)

Percentage of largest block holder to the
total equity

Two largest shareholders (0C2)

Percentage of the two largest block holders to the
total equity

Three largest shareholders (OC3)

Percentage of the three largest block holders to the
total equity

Four largest shareholders (0C4)

Percentage of the four largest block holders to the
total equity

Five largest shareholders (OC5)

Percentage of the five largest block holders to the
total equity

Six largest shareholders (OC6)

Percentage of the six largest block holders to the total
equity

Seven largest shareholders(OC7)
Eight largest shareholders (OC8)

Performance variables

Percentage of the seven largest block holders to the
total equity

Percentage of the eight largest block holders to the
total equity.

Return on Assets (ROA)

Net Profit divided by Total Assets.

Net Interest Margin (NIM)
NPLR

(Interest Income—Interest Expenses)/Total Assets

Problem Loan divided by Total Loans.

Control variables

Revenue Diversification (RD)
FAGE

Total Non-Interest Income/Total Income

Log(Current year—year of establishment)

LDR

Total Loans/Total Deposit

largest shareholders (OC1), percentage of top two largest shareholders (OC2), percentage of top
three largest shareholders (OC3), percentage of top four largest shareholders (OC4), percentage of
top five largest shareholders (OC5), percentage of top six largest shareholders (OC6), percentage of
top seven largest shareholders (OC7), and percentage of largest eight shareholders (OC8), as
suggested by Earle et al. (2005) and Rogers et al. (2008). (See Table I for a list of variables and
their definitions.)

Three control variables were considered: bank age, revenue diversification (RD), and loan to
deposit ratio (LDR). The “learning by doing” idea claims that there is a positive association
between bank age and profitability, and that as banks get older, their productive efficiency
improves because they can learn from their prior experiences (Balk & Gort, 1993). According to
Jiang et al. (2003), historic banks may be more lucrative due to longer customer relationships,
a solid reputation, and a larger client base. It is expected that banks that operate in a variety
of enterprises would earn more money (Stiroh & Rumble, 2006). Economies of scale can help
banks with more diverse activities cut expenses (Tan, 2018, 2017; Y. Tan & Floros, 2012;
A. Y. Tan & Anchor, 2017). However, Demirguc—Kunt and Huizinga (1999), Gischer and
Jittner (2001), and Tan (2016) have shown that revenue diversification has a detrimental
impact on bank profitability since conventional interest-earning activities may encounter less
competition than fee-earning activities. The evidence for a link between income diversification
and bank profitability is contradictory. In the case of Italian banks, Chiorazzo et al. (2008) find
that revenue diversification raises the risk/return trade-off, with a greater impact on large
banks. Similarly, Demirguc—Kunt and Huizinga (2010) explained that income diversification
improves banks’ performance, but that the gains are outweighed by the increased exposure
to non-interest activities. According to DeYoung and Torna (2013), a sound bank’s collapse risk
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is lower than that of economically challenged banks with a greater percentage of non-
traditional operations. According to certain research, income diversification has a negative
link with bank profitability (DeYoung & Roland, 2001; Stiroh, 2004). Lepetit et al. (2008) also
found that banks that place a greater emphasis on non-interest operations (commission and
fee) have a higher default risk than banks that are primarily focused on lending, which is
especially true for small banks.

Fiordelisi et al. (2011) find that income diversification increases bank risk by analyzing European
data. In addition, Khanh Ngoc Nguyen (2019), when analyzing Vietnamese commercial banks,
finds that diversity has a negative impact on profitability since more diversification means more
risk. In addition, we havee included LDR as a control variable. Table 1 summarises the measure-
ments of all of these factors.

“The penal data models with standard errors grouped at the industry level are used in this
study.” Because the unobservable heterogeneity and endogeneity of ownership variables cannot
be represented by pooled regression estimates, we employed panel data approaches to estimate
the models. The most widely utilized panel data models are fixed effect and random effect models
(Adams & Mehran, 2008). To discover an appropriate panel data approach for estimating the bank
performance equation, statistical tests such as the LM test and the Hausman test were used. In
the end, all of these experiments favoured the fixed-effect model over the random-effect one.
Unobserved heterogeneity, which represents individual-specific effects not represented by obser-
vable variables, may be controlled using the fixed-effect model. Although the intercept may
change between persons (banks), each individual’s intercept is time-invariant, thus the phrase
“fixed effects.” The F-statistics define the accuracy of the models. Additionally, we divide the
sample depending on several parameters such as ownership and bank size to conduct robustness
tests to assess the models’ capabilities.”

5. Data analysis

5.1. Descriptive statistics

The descriptive statistics for the sample are shown in Table 2. It indicates that private-sector banks
are more lucrative than their public-sector counterparts. According to the statistics, the largest
shareholder owns 54.75 percent of the bank’s total stock. In public sector banks, the largest
shareholder owns 68.56 percent, whereas in private sector banks, the largest shareholder owns
34.43 percent. This might be because the federal government is the main stakeholder in public
sector banks. The central government owns as much as 80% of the shares in some public sector
banks. In the private sector, however, the promoters are the majority shareholders. As per the RBI
guidelines, the promoters of the private sector banks have to reduce their shareholding to 15%
after a fixed time from the date of incorporation. The public sector banks are older in age. The loan
to deposit ratio of private sector banks is higher than public sector banks. The private sector banks
are better able to find the avenues for disbursement of loans for the deposits they are getting from
the public or other resources. The income of private sector banks (13%) is more diversified as
compared to the public sector banks (10%).

5.2. Correlation analysis

The correlation matrix of the variables utilized in the study is shown in Table 3. The correlation
matrix demonstrates the problem of multicollinearity since the correlation coefficient values are
quite high. As a result, we have employed ownership concentration factors in a variety of models.
The concentration of ownership has a favourable relationship with performance. The performance
of the banks has deteriorated over time, while their NPLR has increased. Revenue diversification
has a favourable relationship with ROA but a negative relationship with NIM. LDR is favourably with
associated bank performance, according to the correlation matrix.
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5.3. Discussion of results

5.3.1. Whole sample results

The results reported in Tables 4, 5, and 6 reveal the panel data results of the impact of ownership
concentration on bank performance for all banks measured by ROA, NIM, and NPLR. The LM test
and Hausman test results conclude that the fixed-effect model estimation is suitable for this
analysis. The p-value of F- statistics is significant at the 1 percent level, and thus indicates the
fitness of the model. Additionally, the adjusted R? provides the percentage of variation reported by
the explanatory variables having an impact on the dependent variable. We observe that the beta
coefficient of ownership concentration is positively related to ROA and NIM. Our findings are
consistent with the findings of Yasser and Al Mamun (2017). The impact of the ownership
concentration of the largest shareholder and the top two largest shareholders is positive on the
NPLR of all the banks. It shows that large shareholders can influence the management decision in
disbursing the loans as a result of which the bad loans of the banks are increasing. For control
variables, the impact of loan to deposit ratio is positive on ROA and NIM as well as on NPLR also.
The higher loan to deposit ratio is leading to higher ROA, but higher bad assets as well. The impact
of revenue diversification is negative on NIM but positive on ROA and NPLR. It suggests that the
recent shift of the Indian banks towards non-interest activities from interest-earning activities has
reduced the net interest margin. But it has also enhanced the bad assets of the banks. Over
a period, the banks’ profits are increasing but NPLR is also increasing.

5.3.2. Ownership effect

Tables 7-12 show the estimation results regarding the impact of ownership concentration of
private and public sector banks. The higher concentration leads to higher performance in the
private sector banks. But, in public sector banks, the higher ownership concentration leads to
higher NPLR. Whereas, the impact of the higher ownership concentration is negative on the NPLR
of private sector banks. The public sector banks are mainly influenced by Central government
decisions since they have a higher stake in it. Additionally, the central government has to under-
take various social welfare measures through these public sector banks like priority sector lending
which may also lead to higher bad assets. Whereas the private sector banks are established with
a profit motive and the large shareholders mostly concentrate on maximizing the profits. Hence in
line with this argument, we observe that for private sector banks, the ownership concentration is
positively related to ROA and NIM, but negatively associated with the NPLR. The findings related to
the control variables are more or less similar to the whole sample results.

5.3.3. Size effect

The Indian banking sector is reasonably large and extensive. The banks vary in size, shareholding
pattern, and directors. The size of the bank and governance may be the determining factors of the
financial stability of the banks. Magalhaes et al. (2010) showed that ownership concentration helps
to increase the risk of small banks. The size of the bank has been measured in terms of the total
assets. The large banks also witness higher equity capital which may also lead to higher ownership
concentration. In indian context, the public sector banks are larger in size and also have higher
shareholding (ownership concentration) of the government. Hence, we may hypothesize as
follows:

H3: All else equal the ownership concentration affects the performance of the banks of different
sizes

Tables 13-18 contain the results of regressions on large and small bank subsamples. The sub-sample
of large banks includes the ones in which total assets are ranked in the first tercile and the small banks in
the lower tercile. We observe that the higher ownership concentration enhances NIM and NPLR also in
both banks. Its impact on ROA is insignificant. Similar to the whole sample results, we find that the higher
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ownership concentration is helpful in improving the NIM, but it increases the NPLR as well. The findings
related to the control variables are more or less similar to the whole sample results.

5.3.4. Robusteness test

5.3.4.1. Endogeneity concern (Generalized method of moments (GMM) estimation results). We
employ the System Generalized Method of Moments (SGMM) estimators established by Arellano
and Bover (1995) and Blundell and Bond (1995) to solve the endogeneity problem (Blundell & Bond,
1998). For panel data, the SGMM concurrently accounts for unobserved heterogeneity, endogene-
ity, and heteroskedasticity of the explanatory factors (Andres & Vallelado, 2008). In addition, the
SGMM helps us to tackle the problem of ownership structure and company value simultaneity
(Demsetz & Villalonga, 2001). The application of GMM takes care of the problem of heterogeneity
by taking the first differences and thereby eliminating the individual effect, which makes the
results unbiased. The estimation process includes the lagged explanatory variables as instruments,
which allows for additional instruments by taking advantage of the conditions of orthogonality
existing between the lags in the independent variables of the model (Arellano & Bond, 1991). We
apply the Arellano-Bond test for autocorrelation, sargan test for over-identifying restrictions, and
the Wald test for the joint significance of the estimated coefficients for all the variables. The value
of the sargan test (J-statistics) confirms that the instruments are valid. We use the AR (1)
autoregressive process, in which the current value is based on the immediately preceding value,
while an AR (2) process is one in which the current value is based on the previous two values.” We
present system estimator regression results in Tables 19-21. We find more or less similar results
after conducting the robustness test by estimating the purposed model through the Generalized
Method of Moments (GMM) technique.

6. Conclusion

This present study examines the relationship between ownership concentration and bank perfor-
mance in a sample of 36 banks operating in the Indian banking sector from 2010 to 2019. For
achieving this objective, we estimate several data models using the fixed effects estimation
technique. Our research highlights the fact that ownership concentration plays a central role in
the governance of Indian banks and these structures also determine the performance of these
banks. Our results indicate that ownership concentration has a significant and positive impact on
bank performance. Conversely, to the aforementioned theoretical assumptions that the largest
shareholder may misappropriate the banks’ wealth, our findings reveal that the largest share-
holding has a positive effect. Empirically, our results are consistent with those of Nishizaki and
Kurasawa (2002) and Wiwattanakantang (2001). However, they are inconsistent with those of
Omran et al. (2008) and Deb and Chaturvedula (2003). Regarding the control variables, the loan to
deposit ratio and bank age have a negative influence on bank performance, while the influence of
revenue diversification is positive.

There are a number of policy implications related to our study. Given the vital role and impor-
tance of banking governance in the economy, we think effective governance is a challenge in
Indian banks. The Indian banking sector is still dominated by state banks and privatizing these
institutions is recommended in order to ameliorate their performance. Besides, even in the cases
where the presence of state banks may be sustained, the governance structure of these banks
must be reviewed and authorities should minimize political interference and avoid credit misallo-
cation. The policy regulators of banks in India may help in boosting their efforts of increasing the
efficiency of the capital markets and protecting investors and may help in augmenting the under-
standing of ownership structure in the Indian banks. Our findings may assist investors in formulat-
ing their investment strategies. Recently, the government of India is trying to attract investors and
improve the efficiency of the banks by merging some of the public sector banks. The central
government has also provided guidelines regarding the dilution of ownership in private sector
banks. Now in the private sector banks, the promoter’s shareholding cannot be more than 15%.
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Although we have conducted several robustness tests, some limitations are likely to be con-
sidered in interpreting the results conducted in this study. First, our sample consists of public and
private sector banks, and thus, it may not apply to foreign banks operating in India. Second, the
data is hand collected and is limited to nine years only. Hence the longer-term effects of ownership
concentration on bank performance cannot be studied based on this data. Additionally, a possible
extension of the study may be to examine the impact of the board of directors and other
governance variables on Indian bank performance. We contribute to the literature on economics
and finance. It enriches the subject knowledge by providing evidence from an emerging economy
like India. Finally, we conclude that ownership concentration plays an important role in Indian

banks’ performance.
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