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ABSTRACT
The method of modifying all processes and assets from public sector to private sector is accepted as
Privatization. Privatization is considered as a valuable process to improve the performances of banks as well
as increase economy of the country. A lot of studies have been conducted to examine the impact of
privatization on bank’s profitability using different approaches by previous researchers. According to the
findings of prior researchers that there were both positive and negative impacts of privatization upon to
bank’s profitability.
These descriptive variables of the model have contributed significantly on the bank’s profitability;
however, the most negative contributor variables are observed in the foreign direct investment ratio and
capitalization ratio.
KEYWORDS: Bank Profitability, Bank’s Financial ratios, Banking Privatization, Ordinary Least
Square,

INTRODUCTION

production, decrease unemployment and make an
effective monitoring system for utilizing government
funds. (Angelini and Cetorelli 2003). Primarily, this
policy restructuring along with privatization have
been employed by developed and developing
countries about three decades ago in the early 1980s
(Sathye, 2015; Ilyas, 2011; Nazir 2010; Harold 2010;
Wang 2013; Janeth and Cosmas, 2014; Habib 2013;
Kathanje 2000; Che and Qian 1998; Gupta 2005;
Chen et al 2006;).

Banking spheres have changed dramatically
throughout world over the last three decades.
Recently, the significance of banks’ performances
and financial conditions are globally discussed
particularly
in
the
developing
countries.
Undoubtedly, it cannot be denied that banking sector
plays an important role in the economic growth. As
banks have significant role in the monetary policy,
analyzing the performance of banking sector is
important for owners, investors, depositors and
policy makers. In order to raise the bank’s
performance productively and to make strong internal
control different restructuring modifications have
been applied. For instance, one of them is
privatization program- the mode of transferring all
processes and assets from public hands to private one
(Khan, 2002). This transformation allows market
forces to operate properly, and enhances efficiency
and competition between organizations rather than
administrative forces. Indeed, governments use
privatization policy to develop economy, strengthen
the financial health, progress in output, raise
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LITERATURE REVIEW
Privatization is considered to be an apparatus
in order to increase the performance, efficiency and
profitability of banks.
According to Jensen (1989), that threat of
bankruptcy faces private sector, but not public sector
relating to efficiency of private firms, because banks
constrains operating management in order to waste
resources. In addition, privatized banks become
highly indebted and mangers in private banks
become more allied with shareholder. As a result, it
effects negatively on bank’s performances. Following
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study by Kolo and Kikeri (2005) demonstrates that
privatization is not universal solution, which could be
simply implemented in all countries. Even though
some previous studies analyzing the significant
changes after privatization such as improvement in
output, operating efficiency, increasing investment in
capital and high level of profitability. There are
varied approaches and policies with specific
circumstances of the country and sector.
Several studies were conducted on the
analysis of privatization in Chinese bank’s
profitability. Wang (2011), investigates the influence
of privatization on firm’s financial performance; a
case study of China. 45- Listed banks have been
chosen for the study and the data has been obtained
from the official websites of chosen private and
public banks. The scholar implemented OLS
approach to acquire essential results. In his paper, the
efficiency and profitability are used as the main
elements. The results of study present that switching
from government owned sectors to private sectors
enabled to improve the operational efficiency and
profitability of banks. It is clear evidence that
privatization has positively affected on bank’s
financial performance. Assenting, Chen (2006) and
Otchere, Zhang S., (2001) examine the pre and post
privatization effects on banks in China using
financial ratios and found that privatized banks have
higher efficiency and profitability levels relative to
public sector.

to assess the effects of essential factors on
profitability of banks. In this study, I have used
regression, to discover the significance and relation
of applied variables. In addition, regarding with
several researchers works namely Kumbhakar and
Sarkar (2003); Olveros (2012) and Habib (2013); in
order to analyze the impact of privatization on
Chinese banks’ profitability, I imposed models of
multiple linear regressions. This model is considered
as an appropriate model any type of data consisting
panel data, cross-sectional and time-series data. I
have accepted two appropriate empirical models, to
evaluate the profitability of banks in China after
privatization. The first model distinctly and
separately examines the profitability of private and
public banks in China. Therefore, the study includes
different bank profitability ratios to interpret and
calculate the effects of privatization on the
profitability of each type of banks and there will be
two regression analysis for this purpose. The second
model is for examining the differences of private and
state-owned banks’ profitability in China. Moreover,
this model includes sole regression analysis for those
types of banks. The main difference of the below two
models is that, in the first model there is less one
independent variable namely Ownership. However,
this variable is added in the second model and
classified as dummy variable (1-private banks), as
well as both banks are analyzed within one regression
model. Following methodology of one of the
researchers Berger et al. (2005), I estimate the
following regression models:

METHODOLOGY
Numerous previous studies accordingly
Goddart et al. (2004) Hassan et al. (2011) and Wang
2011 implemented linear regression model, in order

We separated the variables in the models into
two categories: profitability variables (dependent
variables) and control variables (independent
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variables).
Here is the description of dependent and
independent variables in the models:
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In fact, the OLS (Ordinary Least Squares)
estimates are considered as the most appropriate
regression estimates. Therefore, I have derived the
independent and dependent variables by applying the
mode of simple OLS. In order to test OLS
coefficients and to know if there is linear relationship
and no influence of independent variables on the
dependent variable, I implemented the Wald and tstatistic test. So as to, analyse the linear relationship
between sum of independent variables and dependent
variables, I have applied F-test. I measured the
regression’s total significance level by using this
method. In addition, one famous test called “P-value”
is applied to test the estimates on the positive effect
of privatization on the profitability of banks in China.
The significance levels of independent variables at
1%, 5%, and 10%, there were some prior studies
tested their hypothesis relating to this pvalue namely
(Sathye (2005); Megginson & Netter, (2001); Kikeri
and Nellis (2004) and Vickers and Yarrow (1998)).
The function of research variables
In our study, there are internal and external
profitability variables. The internal determinants
elucidate bank’s financial ratios and the sole external
determinant is foreign direct investment (FDI). I have
a reason why I have selected only one
macroeconomic indicator in this research. Since, I am
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doing panel data analysis; there is time limitation to
evaluate the impact of other macroeconomic
variables. In this study, large banks were selected in
China and their size very close with one another they
showed 41% of total market share in China. With
regards, there are 9 specific variables of banks and
one Macroeconomic variable namely FDI are the
independent variables of the model.
Profitability measures (dependent variable)
In our analysis, I used one measurement to
evaluate bank’s profitability: Return on Assets
(ROA). As ROA is calculated as net income divided
by total assets, it allows to generate the banks’ profits
from the assets. In most cases, if there is higher ROA
ratio, bank will have better performance.
Independent Variables
There are different kind of independent
variables are included in our analysis. These
variables are used as specific factors to measure the
profitability of banks such as:
Bank size (LN size) is clarified by bank’s
logarithm of total assets. In fact, banks with bigger
size and with more assets have a tendency to have
larger business scopes and more profitable than
smaller sized banks. According to Shleifer (1999)
there is positive relationship between bank size and
bank profitability to certain degree.

56

Journal DOI URL: https://doi.org/10.36713/epra1013

Journal DOI: 10.36713/epra1013|SJIF Impact Factor (2020): 7.035

ISSN: 2347-4378

EPRA International Journal of Economics, Business and Management Studies (EBMS)
Volume: 7 | Issue: 2| September 2020

-Peer-reviewed Journal

Core Capital ratio can be defined as the total equity
divided by total assets, and it has an ability to show
how much risk is covered by the capital of bank. I
have applied in this model along with some previous
studies (Boycko et al. (1996); Prosser and Graham
(1991) as an independent variable and this variable
shows borrowings and deposits together with funds.
In order to protect depositors and maintain
confidence in the banking system, many banking
regulators all around the world pay more attention on
capital ratios.
Net interest margin can be calculated by
deducting the interest expenses from the income of
interest over total asset. If market interest rates rise,
bank funding costs will rise too. Thus, there interest
rates have a considerable effect on banks’ net interest
margins. It can be used to analyze the investing and
lending activities within the banks. According to
Brown and Dinc (2005) that, Net Interest Margin is
considered as an important variable in the globe to
conduct financial analysis, particularly in the
evaluation of bank’s profitability.
As it was mentioned above that ownership
structure is implemented as a dummy variable to
assess the profitability of private and state-owned

banks. The series of dummy variable is from zero to
one. Since, the banks are organized at the highest
Shareholder’s interest, private banks are predicted to
be more productive and profitable than state-owned
banks. So, the values of dummy variable are showed
for different banks, particularly 1 for private banks
and 0 for public banks respectively.
Effective tax rate indicates the bank’s ability
to allocate its portfolio to decrease its taxes. There is
positive correlation between the profitability and
effective tax rate, therefore the bank is skilled to
transfer the cost of tax to its clients by increasing the
interest spread and fees.
Cost to income is identified by the overhead
cost ratios to the generated income provisions. Cost
to income ratio is considered one of the most
essential variables of profitability of banks. An
increase in cost to income tends a decrease in
operational efficiency, if there is higher level of
operational efficiency, there will be higher profit in
banks, so it is assumed that cost to income is
negatively correlated with bank’s profitability
(Nuray, 2014; Berger, 1998). In above models it is
applied to measure the operational efficiency of
banks.

Table 1. the bank’s profitability variables

Descriptive statistics
Table 1 provides information about
descriptive statistics of the data such as sample of
means, standard deviations, minimum and maximum
values.

RESULTS
This section will highlight the final results of
statistical and financial analysis of chosen banks in
light of the objectives identified for the study.
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Table 2. Descriptive statistics

As it can be seen from the table 1 above that I
have calculated some descriptive statistics to define
the basic characteristics of above-mentioned
variables in the chosen model. The table above shows
that the means of return on assets is 0.0518595 and
earnings per share with 0.3181405 during the given
period. Interest coverage has a 34.28512 mean with
21.561 standard deviation. Bank size that is measured
by the natural logarithm of bank’s total assets has a
mean of 13.27612 with 0.9733544standard deviation.
The variables with highest means and standard
deviation are effective tax rate20.74409, 73.96858
and core capital ratio and cost to income with
14.5555, 4.959615 and 59.04607, 14.98851
respectively. The mean of net interest margin
indicates 1.143636 along with standard deviation of
0.8724502. The foreign direct investment (FDI) has a
mean of 4.992727 with 1.267447 standard deviation.
The mean of remaining variables including
capitalization and ownership are 4.4225, 0.5 and their
standard deviations are 2.055222 and 0.5010363
respectively.
Correlation analysis
(Refer Table 3: Appendix)
In this section correlation matrix is employed,
in order to measure the relationship between
variables in the chosen model. In addition, this
correlation of variables evaluates the profitability of
banks regarding earnings per share, bank size,
effective tax rate, return on assets (ROA), interest
coverage, cost-to-income, capitalization, net interest
margin, core capital ratio, ownership dummy and
foreign direct investment (FDI). According to several
previous studies that if correlation coefficient is
higher than 80% or 0.8, it is considered highly
correlated
and
shows
the
existence
of
multicollinearity (Wang 2011; Kumbhakar and
Sarkar 2003; Sathye 2005; Megginson & Netter.,
2001). Nevertheless, Habib (2013), Wong et al.,
(2007) and Kathanje (2000) argued that the
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coefficient of correlation can have the index of 75%
or 0.75 and if the coefficient of correlation below
than 90% or 0.9, there is no severe multicollinearity.
Regarding to the results of our correlation analysis
the coefficient among two variables namely ROA
and ROE is 0.86 or 86% and it indicates very high
correlation, so in order to avoid the multicollinearity
I ignored this variable from the model (Refer table 4.
Appendix).
As it can be clearly dedicated from the table 3
that there are both positive and negative correlation
between dependent variable namely ROA and
independent variables in evaluating the banks’
profitability. It is identified that ROA is correlated
negatively with explanatory variables of foreign
direct investment and cost to income ratio. However,
there are positive correlations with all remaining
variables in the model. The percentage of correlation
between ROA and FDI is negative (0.1217) and with
cost-to-income ratio (0.1728) respectively. The
negative correlations illustrate that high level of
capital and extraordinary amount of expenses have
influences negatively on bank’s profitability.
However, the effect of foreign direct investment is
much lower than the effect of cost-to-income ratio,
because the capital is invested from foreign countries
in order to improve the national output.
Moreover, the outcomes show that ROA is
highly correlated with Bank size at 0.2550, with
Earnings per share at 0.2346, with ownership dummy
at 0.2044 coefficients. The lowest positive correlation
coefficients are observed between ROA and effective
tax rate, capitalization, net interest margin, core
capital ratio and interest coverage at the rates of
0.0927, 0.0657, 0.0016, 0.0679 and 0.1675
correspondingly. As it dedicated that the ownership is
highly and positively correlated with ROA, it
confirms that there is positive linear relationship
between the profitability of banks and privatization.
Regression analysis
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In this part of my study, in order to analyse
the empirical significance of the research hypothesis
regarding the impact of privatization on Chinese
bank’s profitability, I have implemented several

regressions based on the created panel data. In
addition, I use the following econometric model, to
analyse the regression:

The table 5 below gives information about t-values, p-values of independent variables, estimated
coefficients (Coef.) and standard errors (Std.Err.), F-statistic and R-squared of the regression in this study.
Table 5.

As it can be detected from the table 5 above
that, there are different statistical significance levels
of all variables. Majority of variables with the highest
significant level at 1% are net interest margin, bank
size, interest coverage, earnings per share, ownership
dummy, core capital ratio and FDI. The outcomes of
our regression analysis show that these variables
have significant positive effect on the enhancement
of profitability of banks. However, FDI indicates
negative influence on the growth of bank’s
profitability. Nearly, the similar results have also
been observed in some researchers’ findings
(Weintraub et al. 2005’ Nuray 2015; Ayesha Kausar
2014, Sathye 2005).
Results indicate that there are greatest positive
relationships between ROA and ownership and NIM
by 0.292 and 0.117 correspondingly. The increase in
these variables has a positive effect on ROA. There is
positive relationship between ROA and interest
coverage, if interest coverage increases by 1%, ROA
will increase 0.031%. This relationship is statistically
significant at 5% which is similar to the result found
by (Bourke, 1989; Yilmaz, 2013). An increase in
interest coverage lead to increase of
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liquidity of banks and that rises the availability
credits as a result the profitability of banks will
increase. Also, bank size and ROA are positively
correlated, if size increase by 1%, ROA will increase
bank size 0.406. This relationship is not statistically
significant; however, larger bank brings more profit
rather than small sized banks. And, there is positive
impact of banks size on bank’s profitability (Nuray
2015; Yilmaz 2013; Wong, et al. 2007). There is
negative
relationship
between
ROA
and
capitalization. If CAP increase by 1%, ROA will
decrease by 0.015%. This relationship is statistically
significant at 5%. The increase of capital results a
lessening of external financial prerequisite, however
it will increase the performance of banks (Berger
1995). The remaining variables core capital ratio and
EPS are positively correlated with ROA and have 1%
statistical significance levels.
Additionally, there is positive relationship
between private ownership structure and ROA. If
private ownership increase, it wills effect positively
on return on assets, however, as it can be detected
from table 6 that there is not statistical significance
level and ownership dummy, private=1. Private
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banks have more efficient management on financial
assets, Private investors look for to maximize profits,
seek out profitable investments prospects, increase
the amount of deposits, the results consistent with
previous studies (Bonin 2005; Kobeissi and Mian,
2006; Sathye, 2003; Megginson and Netter 2005).
Furthermore, public ownership is positively
correlated with ROA (ownership dummy, public=0).
If public ownership increases, it will effect positively
on return on assets. This relationship is not
statistically significant. Government supports public
banks and they can provide customer with more
credits and investments, these processes lead to
increase return on assets, the similar results were
observed in several previous studies (Sathye 2003;
Mian 2006; Bonin and Allen 2005; Otchere 2007;
Goddard et al., 2004).

During the study period, the high level of
profitability of private banks were evaluated,
however, operating efficiency of public banks was
founded to be much lower than public banks. The
outcomes of our study are consistent with a number
of previous researchers (Nuray 2015; Wang 2011;
Ayesha Kausar 2014; Sathye 2005; Berger et al.
2009; Bonin JP, Hasan I, 2005).
Furthermore, state-controlled banks are
identified to have a large amount of capital in
government reserves that reduce its liquidity risk and
it can slowdown the enhancement of profitability.
Thus, in order to improve the operating efficiency,
private banks have to lessen the number of
administrative expenses and non-performing loans.
In conclusion, this study provides the first
steps to inclusive empirical analysis of hypothesis the
impact of privatization on the profitability banks in
China. For this purpose, I have implemented OLS
method and chose major twenty-two banks in China
for eleven years. The obtained findings may not be
unique and excellent, but in future this paper can be
improved by using more sample banks and increased
number of years. Certainly, future researchers can
use this paperwork to conduct related comparisons
between different banks in their studies.

CONCLUSIONS
Banking sector plays an important role in
establishing the efficient network of funds between
borrowers and savers. Actually, the effectual creating
of this process allows to increase qualified customer
services, the flow of capital and profits. In order to
make stable economic growth within the country,
governments rely on the most significant
determinates of financial sector such as the level of
savings, investments, enhanced performance of
banks. China is classified as a developing country,
despite having the world’s second-largest economy,
and the banking sector is considered one of the vital
industries in the development of country. Even
though, there are several aspects of banks, this study
is focused on the profitability of banks upon to the
policy of privatization.
Undoubtedly, privatization is considered one
of the commonly used methods to improve the
performances of banks as well as increase economy
of the country. In addition, the financial reforms
improve the competition and enhance the quality of
products and services. The mode of transforming all
processes and assets from public sector to private
sector is accepted as Privatization. Using different
approaches, a lot of studies have been conducted to
analyze the impact of privatization on the
profitability of banks. The empirical literature gives
robust suggestion concerning the substantial effects
of financial reforms on the performance of banks.
According to the findings of previous scholars
that there were both positive and negative impacts of
privatization upon to bank’s profitability. Obviously,
this study has been conducted, in order to investigate
the impact of privatization on Chinese bank’s
profitability over the period of 2006-2016. For this
purpose, this study primarily made comparative
analysis of selected banks of China, 11 from
privatized banks and 11 from public banks. The
outcomes of study were achieved with the help of
Ordinary Least Square (OLS) relying on the panel
data demonstrating bank’s financial performances.
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APPENDICES
List of Private banks:
1. China Construction Bank (Asia):
2. Bank of China (Hong Kong) Limited:
3. Chong Hing Bank Limited:
4. Citibank (Hong Kong) Limited:
5. CITIC Ka Wah Bank Limited:
6. Dah Sing Bank Limited:
7. DBS Bank (Hong Kong):
8. Bank of Taizhou:
9. Zhejiang Tailong Commercial Bank:
10. Industrial Bank:
11. Bank of Ningbo:
Public (state-owned banks)
1. Agricultural Bank of China
2. Bank of China:
3. Bank of Communications:
4. China Construction Bank:
5. China Everbright Bank:
6. Hua Xia Bank:
7. Industrial and Commercial Bank of China:
8. Postal Savings Bank of China:
9. Bank of Beijing:
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10. Harbin Bank:
11. China Guangfa Bank:
Table 3. Correlation matrix

Table 4. correlation matrix with roe

Public banks
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Private Banks
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