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ABSTRACT

The financial liberalisation programme is a quintessential, and perhaps the most
controversial, component of the on-going economic and structural reforms in
developing countries like India and Pakistan. A key objective of the financial
liberalisation programme in India and Pakistan is to encourage and enable
commercial banks to improve their efficiency so that they can augment financial
Intermediation between savers and borrowers. This study employs non-parametric
data envelopment analysis to examine whether the efficiency of commercial banks in
India and Pakistan improved between 1990-1998, a period characterised by far-
reaching changes brought about by the economic and structural reforms. We find that
the banking industry in both India and Pakistan exhibited considerable technical
inefticiencies during the period. In the case of India, an average bank could improve
its efficiency by at least 11%. In the case of Pakistan, an average bank could improve
its efficiency by at least 18%. This improvement in efficiency could lead to a more
etficient intermediation as banks would be able to channel more tfunds from savers to
borrowers with their given resources. We find that the efficiency of the banking
industry in both the countries improved after the implementation ot the financial
liberalisation in the early 1990s. In India, the efficiency of all three groups — public,
foreign, and domestic private — improved over the years. On the other hand, public
sector banks in Pakistan witnessed limited or no improvement in their etficiency. In
both the countries, our findings suggest that foreign banks attained the highest
improvement in their efficiency after the financial liberalisation. In the case of India,
we find a positive relationship between the level of competition and bank etficiency.
We also find that governments’ fiscal deficits had a negative relationship with the
efficiency of banks in both the countries. We propose that high fiscal deficits create
an environment in which banks find it difficult to utilise their resources etficiently. In
India, a positive relationship between the efficiency and size of banks 1s found. On
the other hand, a negative relationship is found in the case of the Pakistani banking
industry. We propose that in Pakistan, public sector banks have become too large
and complex to adapt quickly to the changes due to the economic and structural
reforms. We argue that, to enable large public sector banks to adapt to the changes

due to the reforms, the authorities need to do more to reduce huge non-performing

loans in the asset portfolios of these banks.
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Chapter 1 — The Efficiency of Banks in India and Pakistan:

Background, Research Methods, and the Structure of the

Study

1.1 — Introduction

During the early 1950s and 1960s, the °‘development economists’ formulated
economic models to explain the causes of underdevelopment, and devised policy
prescriptions to foster economic growth in developing countries (see Meier and
Stiglitz, 2001). According to these models, capital accumulation was crucial for rapid
economic growth (see, for example, Rosenstein-Rodan, 1943; Nurske, 1952; Lewis,
1954; Hirschman, 1958). As markets in developing countries were considered as
prone to failure, excessive government intervention in mobilising and allocating
scarce resources was advocated. In the case of the financial sector, 1t was argued that
financial institutions in developing countries were exacerbating income inequalities
by channelling financial resources to large business groups only (see Caprio et al.,
1994). Therefore, strict government controls over the operations of financial
institutions were implemented in order to channel financial resources to the so-called

priority sectors (agriculture, for instance), which were considered essential for an

equitable economic growth.

However, based on the policy prescriptions of the World Bank and the International
Monetary Fund, after decades of excessive government regulations and state-
determined resource allocation, the implementation of economic and structural

reforms (ESRs) endeavours to create a market friendly economic environment in



developing countries (Williamson, 2000). These ESRs are based on the belief that
the excessive government interventions have failed to enhance economic growth, and
have created inefficiencies into almost all sectors of developing countries (see

Stiglitz, 2002). These ESRs primarily include: fiscal reforms, investment

liberalisation, trade reforms, and financial liberalisation.

The financial liberalisation programme includes: a deregulation of exchange and
interest rates controls, reduction in state-determined credit policies, a gradual
privatisation of public sector banks, reduced restrictions on the entry and operations
of foreign and domestic private financial institutions, reduction in banks’ required
reserve ratio, and the liberalisation of the capital account (see Caprio et al., 1994).
An 1important objective of the financial liberalisation programme is to enhance the
efficiency of financial institutions — especially that of commercial banks — 1n utilising
their resources so that these institutions augment financial intermediation and,

therefore, contribute to the process of economic growth (see Shaw, 1973; McKinnon,

1973; Fry, 1995, 1997).

India and Pakistan initiated very similar economic and structural reforms 1in the late
1980s. These reforms were primarily directed toward four important areas, namely,
fiscal policy, investment policy, foreign trade policy, and financial sector policy (see
Ahluwalia, 1999a; Zaidi 1999). The main focus of the financial liberalisation
programme was to strengthen the commercial banking industry by underpinning
prudential regulations, limiting the state-directed credit policies that had been

extensively used by the government to finance priority sectors, relaxing the interest



rate ceilings on deposits and loans, privatising public sector banks, and allowing the

entry of private financial institutions.

Like 1n other developing countries, an officially-stated objective of the financial
liberalisation programme 1in India and Pakistan i1s to enhance the efficiency and
productivity of commercial banks 1n order to reduce the costs associated with the
intermediation of scarce financial resources between savers and borrowers (see
Kumbhakar and Sarkar, 2003; SBP, 2000). The emphasis on the commercial banking
industry 1s due to the fact that in India and Pakistan, as in other developing countries,
most of the intermediation between savers and borrowers i1s conducted by
commercial banks; other financial institutions and markets play a relatively
insignificant role (see Fry, 1995). Therefore, we submit, it 1S imperative to examine
whether the efficiency of commercial banks has actually improved after the
implementation of the financial liberalisation programme. With this in mind, we

outline the objectives of the present study.

1.2 — Objectives of the study

Although the ESRs in India and Pakistan were initiated in the early 1990s, little
academic research has gone into the empirical investigation of the impact of these
reforms on the efficiency of commercial banks. A similar dearth of empirical
research exists for other developing countries (see Isik and Hassan, 2003). To the
best of the author’s knowledge, although a few studies have sought to evaluate the
efficiency and productivity of banks in India, the time period examined by most of

these studies, as we shall see in chapter 3, is not long enough to shed light on the



impact of the liberalisation programme. Similarly, in the case of Pakistan, only one

study has measured the inter-temporal variations in the etficiency of banks.

The present study attempts to contribute to the literature on bank efficiency by
examining the efficiency and productivity of commercial banks in India and Pakistan

during 1990-1998, a period characterised by far-reaching changes brought about by

the ESRs. We seek to examine:

1- Are commercial banks in India and Pakistan inefficient in
intermediating between borrowers and savers?

2- If yes, what 1s the extent of inefticiency?

3- Has the efficiency of banks in India and Pakistan improved
after the implementation of the ESRs?

4- Is the efficiency of public sector banks lower (higher) than
that of private sector banks? In other words, 1s private
ownership more efficient than state ownership?

5- Is the efficiency of foreign banks, which are considered as
bringing new technology and managerial skills, higher than that
of domestic banks?

6- Do three key elements of the ESRs — fiscal reforms,
investment liberalisation, and the financial liberalisation -

positively influence the efficiency of banks?

In addition, our comparative analysis attempts to examine whether similar policies

implemented 1n the two countries have similar impacts on the efficiency of the



commercial banking industry. The techniques employed to answer these questions

are outlined below.

1.3 - Research Methods

In the present study, we employ frontier techniques to measure the efficiency of
commercial banks. As outlined in chapter 3, various parametric and non-parametric
techniques have been used in the empirical literature to measure the efficiency of
financial institutions. Following the studies reviewed in chapter 3, chapter 5 employs
non-parametric data envelopment analysis (DEA) to calculate the efficiency of banks
in India and Pakistan. Furthermore, we also employ parametric stochastic frontier

analysis to check the robustness of our results.

Chapter 6 augments the analysis of chapter 5 by extending the basic DEA model
following Bhattacharyya et al.’s (1997) grand-frontier DEA approach. In addition, to
examine factors that may explain variations in the efficiency of banks over space and
time, we employ the so-called two-step procedure. In the two-step procedure, we
regress the etfficiency scores obtained from the DEA on various bank-specific factors
(e.g. bank size) and external environmental factors (e.g. competition). Two
econometric techniques are used in this regard, namely Ordinary Least Squares and
Generalised Method of Moments. It should be mentioned at the outset that this study
does not claim to advance the theory underlying the techniques used in this study
(1.e. data envelopment analysis, stochastic frontier analysis, ordinary least squares,
and generalised method of moments). Our objective is purely applied in nature.
However, two important contributions of the present study are: (1) to propose various

hypotheses regarding a possible relationship between bank efficiency and four



environmental variables associated with the ESRs 1n developing countries; and (2) to
use the generalised method of moments to rectify the endogeneity problem in the
regression analysis examining the relationship between bank efficiency and various
internal bank-specitic factor (e.g. size). We shall discuss these issues in some detail

in chapter 3 and chapter 6.

1.4 — Data

As we review 1n chapters 3 and 5, the frontier techniques require data on inputs and
outputs of banks. The data for commercial banks in India are obtained from the
website of the Reserve Bank of India. The website contains data on all domestic, as
well as, foreign banks operating in India during the 1990s. In the case of Pakistan,
the data are obtained tfrom the Banking Statistics of Pakistan published annually by
the State Bank of Pakistan. Data on macroeconomic variables related to fiscal
reforms, investment liberalisation, and the financial liberalisation are extracted from
World Development Indicators 2003 by the World Bank, Key Indicators 2004 by the

Asian Development Bank, and the Indian Economic Survey published by the Indian

Ministry of Finance.

1.5 — Structure of the study

Chapter 1 — The efficiency of banks in India and Pakistan — Background,

research methods, and structure of the study



Chapter 2 - Financial liberalisation in developing countries — An overview

This chapter provides a very briet overview of the early theoretical and empirical
literature on the financial liberalisation in developing countries. This chapter sets the
agenda tor the next chapters by arguing that most of the early empirical literature on
the financial liberalisation attempts to examine the macroeconomic impact of the
liberalisation, and only recently researchers have started looking at the impacts of the

financial liberalisation on the efficiency of banks in developing countries.

Chapter 3 - Productive efficiency: Meaning, measurement, and empirical

evidence on banks in developed and developing countries

What do we mean by the efficiency of a firm? Are firms always etficient? How can
we empirically determine whether a firm is efficient or not? To answer these
questions, this chapter starts with the traditional neoclassical theory of the firm that
ignores the possibility of the internal inefficiency of firms. The transaction
costs/property right approach, the behavioural theory of the firm, and the X-
efficiency theory of the firm are then briefly discussed. These theories highlight
situations where firms may not be able to utilise their resources efficiently.
Parametric and non-parametric frontier techniques are reviewed. These techniques
enable us to measure the efficiency of a firm relative to other similar firms. Recent

empirical literature on the efficiency of banks in developing countries is then

reviewed.



Chapter 4 — Economic and structural reforms in India and Pakistan during the

1990s

This chapter describes various components of the ESRs in India and Pakistan during
the 1990s. Emphasis 1s placed on the implementation of the financial liberalisation
programme that transtormed the commercial banking industry in both the countries.
This chapter also measures the performance of the commercial banking industry in
terms of deposit mobilisation, credit provision, profitability, competition, asset

diversification, and non-frontier based efficiency (i.e. using financial ratios).

Chapter 5 — The efficiency and productivity of banks in India and Pakistan

during 1990-1998 using DEA

Some technical details of how the DEA can be used to measure technical efficiency
and total factor productivity change are provided. Technical efficiency and total
factor productivity change are measured for three groups of commercial banks in
India and Pakistan, namely public sector banks, domestic private banks, and foreign
banks. Technical efficiency for each year is measured relative to the frontier of that
year. As the measurement is sensitive to the input-output specification (see chapter
3), two alternative input-output models are used. The robustness of the calculated
efficiency scores is checked by examining their relationship with non-frontier based

financial ratios and with efficiency scores obtained from parametric stochastic

frontier analysis.



Chapter 6 - Factors explaining the variations in the efficiency of banks in India

and Pakistan

This chapter employs the two-step procedure to examine factors that may explain
inter-temporal and intra-temporal variations in the etficiency of banks in India and
Pakistan. We regress the efficiency scores obtained through the DEA on various
bank-specific variables (e.g. size) and external environmental variables (e.g. the level
of competition) by using the method of ordinary least squares and generalised
method of moments. Another contribution of this chapter is that we present, and test,
hypotheses regarding the possibility of a relationship between banks’ efficiency and
four environmental variables that are associated with the ESRs in India and Pakistan.
These variables are: fiscal deficits, investment liberalisation, competition in the

banking industry, and the presence of foreign banks.

Chapter 7 — Summary, conclusions and limitations

This chapter summarises and concludes. The main findings of the present study are
outlined. Some policy implications are discussed. The limitations of the study are

also highlighted.



Chapter 2 - The Financial Liberalisation in Developing

Countries: An overview

2.1 - Introduction

After decades of state-directed resource allocation, many developing countries
initiated economic and structural reforms (ESRs) in the early 1980s and 1990s’.
These ESRs are based on the belief that years of interventionist policies invoked by
non-benevolent, corrupt, and rent-seeking authorities have created distortions and
inefficiencies into almost all sectors of developing countries (see Krueger, 1990;
Chaudhri, 1990). Therefore, to make social and economic institutions work for the
process of economic development, it 1s argued, radical reforms are needed in order to
make developing countries more market friendly by reducing the role of the state in

mobilising and allocating scarce economic resources.

The financial liberalisation has been a quintessential, and perhaps the most
controversial, component of the on-going ESRs in developing countries (see

' It is argued that these ESRs are based on the policy prescriptions of the so-called ‘Washington
Consensus’ (see Williamson, 1990). In his original paper, Williamson coined the term “Washington
Consensus’ to refer to the lowest common denominator of policy advice being offered by the
Washington-based institutions (i.e. the World Bank and the International Monetary Fund). This
includes: (1) fiscal discipline; (2) a redirection of public expenditure priorities towards fields otfering
both high economic returns and potential to improve income distribution, such as primary health care,
primary education, and infrastructure; (3) tax reforms; (4) interest rate liberalisation; (5) a competitive
exchange rate; (6) trade liberalisation; (7) liberalisation ot inflows of foreign direct investment; (3)
privatisation of state owned enterprises; (9) deregulation to abolish barriers to entry and exit of private
firms; and (10) strengthening rules to protect private property rights. However, as Williamson (2000)
contends, in the recent development policy circles the term ‘Washington Consensus’ has been

wrongly used to signify extreme ‘neo-liberalism’ and ‘market fundamentalism’ (see, for example, Ito,

1999).

10



Williamson, 2000). Until the early 1960s and 1970s, a less than the socially optimal
level of resource allocation was considered as the primary weakness of financial
institutions in developing countries®. It was argued that financial institutions in
developing countries were exacerbating income inequalities by channelling financial
resources to large business groups only and were hesitant to finance sectors
considered as the drivers of a socially equitable economic growth (e.g. agriculture
and small scale industries) (see Sen and Vaidya, 1998; Arun and Turner, 2002).
Therefore, in order to mitigate this perceived problem”, governments in developing
countries 1nitiated a policy of strict controls over the direction and price of scarce

financial resources mobilised and allocated by financial institutions (especially by

the commercial banking industry).

However, with the advent of the 1980s debt crises” and the publication of the seminal
work of McKinnon (1973) and Shaw (1973), the policy of excessive government
interventions in the financial sector — usually known as ‘financial repression’ — came
under attack. The opponents of financial repression argued that excessive
government interventions had repressed the domestic financial system in developing
countries, and made this sector inefficient in mobilising and allocating scarce
financial resources (see McKinnon, 1973 and Shaw, 1973). Therefore, to enhance the

efficiency of financial institutions, the financial liberalisation programme was

* See Fry (1995, 1997) for discussion.

> It should be noted, however, many economists at that time argued that to attain high level of

economic development in the long-run, short term inequality was inevitable (see, for example,

Papanek, 1967).

* The crises began when on August 12, 1982, Mexican minister of finance informed the International
Monetary Fund (IMF) that Mexico would be unable to meet its August 16 obligation to service $80
billion debt. For a review factors leading to the debt crisis, see FDIC (1997) and Cline (1995).

11



proposed. As noted in chapter 1, the financial liberalisation includes: freeing up
exchange and interest rates controls, reduction in state-determined credit policies, a
gradual privatisation of public sector banks, the entry of new domestic private banks
and non-bank financial institutions, reduced restrictions on the entry and operations
of foreign banks, reduction in banks’ required reserve ratio, and the liberalisation of
capital account (see Caprio et al., 1994). The aim of this chapter is to present a brief

review of the literature on the emergence of this financial liberalisation paradigm.

Towards this end, the rest of the chapter is structured as follows. Section 2 highlights
the literature on the relationship between the financial sector and economic growth,
and on the early development economics literature that favoured state-directed
resource allocation. Section 3 presents theoretical arguments for and against the
financial liberalisation paradigm, and presents some early empirical evidence on the
macroeconomic impacts of the liberalisation. Section 4 sets the agenda tfor the next
chapters by arguing that until recently little attention has been paid to the impact of
the financial liberalisation, and other components of the ESRs, on the internal

productive efficiency of commercial banks in developing countries. Section 3

concludes.

2.2 — From financial repression to financial liberalisation

2.2.1 - Financial institutions and economic growth

The idea of a possible relationship between the operations of financial institutions,
especially banks, and the economic activity of a society is not new. For example, as
early as 1767, Sir James Steuart suggested that to stimulate ‘industriousness’ in the

economy, authorities would have to either draw metallic money out of its hoards or,

12



even better, rely on the creation of paper money by ‘banks’>. Other influential social
scientists and economists, such as Thorstein Veblen and John Maynard Keynes, also
highlighted the role that financial institutions could play in augmenting the level of

investment in the economy (see Veblen, 1965; Keynes, 1936).

However, 1t was Joseph Schumpeter’s ‘Theory of Economic Development’ (1934)
that explicitly theorised the importance of the credit-extending role of financial
institutions 1n fostering the process of economic development, and laid down the
foundations for future theoretical and empirical research. The main drivers of
economic development, according to Schumpeter, are discontinuous changes in the
economic environment brought about by random entrepreneurial innovations with
the help of smooth credit markets. Schumpeter’s theory views financial
intermediaries, bankers 1in particular, as key economic agents to uphold
entrepreneurs’ innovatory activities: ‘The banker...1s essentially a phenomenon of
development...He makes possible the carrying out of new combinations, authoritises
people, in the name of society as it were, to form them. He 1s the ephor ot the

exchange economy’ (Schumpeter, 1934, p. 74).

The contemporary theoretical and empirical literature on the impact of financial
institutions on the economic growth of developing countries owes much to the
seminal work of Gurley and Shaw (1955), McKinnon (1973), and Shaw (1973).
These studies suggest that financial institutions in developing countries could
enhance economic growth by increasing the rate of capital formation through the

‘institutionalisation of savings’. That is, financial institutions in developing countries

5 Cited in Itoh and Lapavitsas (1999)
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could foster economic growth by mobilising savings and then channelling these
funds to borrowers for capital formation. More recent studies, based on the
theoretical framework of the so-called ‘new growth theory’®, suggest that financial
Institutions contribute to economic growth by enhancing the efficiency of capital
employed in the economy through a reduction in transaction costs associated with the
intermediation process and through a reduction in the problems due to pervasive

information asymmetries between savers and borrowers (see Levine, 1997)’.

2.2.2 — The early development economics and the origin of financial repression

The two World Wars played an important role in the dissolution of the European
colonial power and the emergence of a large number of politically independent states
in Asia, Africa, and Latin America (see Myrdal, 1968, chapter 4). The chronic
economic problems — especially high unemployment and poverty — in these newly
independent states reinvigorated the debate on the economic well-being of masses.

The ‘development economists’ formulated grand models to explain the causes of

° See Aghion and Howitt (1998) for a review of literature on the new growth theory.

" These models usually assume that individuals can choose between unproductive assets (e.g.
consumer good) and an investment in a firm. The investment is illiquid as it takes time to become
productive. However, the expected returns from the investment are higher than the return from an
inventory of unproductive asset. In the presence of uncertainty, some individuals could be forced to
liquidate or abandon the investment in firms before it become productive (Bencivenga and Smith,
1991). Therefore, individuals may not be willing to hold investment in firms and all their wealth
would be held as unproductive assets. This would, in turn, be detrimental for the process ot economic
growth. In such a situation, financial institutions, particularly banks, enable individuals to hold
deposits which banks then invest in currency and capital (i.e. investment in firms). By exploiting the
law of large number, banks, unlike individuals, ensure that they never have to liquidate capital
prematurely. In addition, financial institutions specialise in pooling funds and acquiring information
that enables them to allocate acquired funds to its highest value, so raising the average return to
capital. Thus, the presence of financial institutions could lead to higher accumulation and efficiency of
capital (see (Bencivenga and Smith 1991; Greenwood and Jovanovic 1990; Greenwood and Smith

1993; King and Levine 1993a, 1993b; Roubini and Sala-i-Martin, 1992).
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underdevelopment, and devised policy prescriptions to help developing countries to
catch-up with developed countries®. These early models envisaged rapid capital
accumulation as a necessary and, in many cases, sufficient condition for economic

growth (see Rosenstein-Rodan, 1943; Nurske, 1952; Lewis, 1954 Hirschman., 1958).

Many of the early development economists advocated extensive government
intervention in allocating scarce economic resources to foster economic growth.
Broadly speaking, governments in developing countries were considered as objective
and benevolent guardians of their societies. Markets, on the other hand, were
considered as prone to failure due to ‘structural rigidities’”. Therefore, unlike in
developed economies, markets in developing countries were assumed to be ill-

equipped to promote capital accumulation in socially beneficial sectors'’.

The policy prescriptions of the early development economics models were highly
influential in promoting governments’ excessively interventionist stance toward the
domestic financial sector. It was argued that financial institutions and markets in
developing countries had to play a crucial role in fostering equitable economic
growth 1n developing countries, but their main weakness, it was argued, was less

than socially optimal levels of capital provisions' . Caprio et al. (2001, pp.4-5)

® For review of development economics, see Meier (2001), Cypher and Dietz (1997), Adelman
(2001).

? Structural rigidities in this context means a lack of responsiveness to price signals and incentives.

'Y These models were also influenced by the success of Keynesian activism in fighting the Great
Depression, and the success of the Marshal Plan to rehabilitate the post-war Europe (see Meier, 2001).
"' The emphasis on socially optimal allocation of credit through government intervention can be
traced back to Marquis de Condorcet in 18" century. Condorcet argued that to eliminate poverty, it

was preferable for authorities to direct credit to poor so that the rich capitalist class could not exploit

them (cited in Hunt, 1979).
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describe the origin of excessive government interventions in the financial sector — i.e.

the financial repression — as follows:

The fad of financial repression was associated with the rise of populism,
nationalism, and statism. Populist opinion thought of interest rate controls
as way of redistributing income. Private bank loans to large business
houses or foreigners were standard populist or nationalist targets. A
desire to avoid excessive concentrations of power in a few private hands,
or to ensure that the domestic financial system was not controlled by
foreigners who would be insensitive to long-term national goals, were
familiar aspects of this type politics. Social goals could, it was thought,

be attained more easily if the activities of major financial institutions

were not purely profit driven.

Due to these nationalistic views and the alleged structural rigidities of markets in
developing countries, governments in many of these countries intervened heavily in

| . . . 12
their domestic financial sectors

by introducing, inter alia, high reserve
requirements on depository institutions, low interest rate ceilings on loans and
deposits, state-directed credit policies to channel funds to ‘priority sectors’,
nationalisation of financial institutions, and restrictions on the entry/operations of
foreign financial institutions to restrict the level of competition tor nationalised banks

(see Fry, 1995). In a nutshell, the official objective of these interventions was to

synchronise the functioning of the domestic financial sector with the overall

economic planning designed by the government.

'2 This is not to suggest that governments in developed countries do not intervene 1n their financial
sector. However, unlike in developed countries, the objective of financial repressionist policies was to

determining the optimal price and direction of financial resources in order to meet governments’

investment and growth targets.
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It 1s argued that initially the objective of these government interventions in the
financial sector was to engage in ‘financial restrictions’ rather than financial
repression (see Fry, 1995, p.20-22). Financial restrictions encourage financial
institutions from which governments can expropriate significant seigniorage.
Theretore, governments in developing countries encouraged commercial banks

because ‘reserve requirements and obligatory holding of government bonds can be

imposed to tap this source of savings at zero or low-interest cost to the public sector.
Private bond and equity markets are suppressed through transaction taxes, stamp
duties, special tax rates on income tfrom capital, and unconducive legal framework,
because seigniorage cannot be extracted [.]° (Fry, 1995, p.20-21). However, in many
developing countries, while the need for social control of the domestic financial
sector provided the rationale for the financial restrictions, the subsequent
intensification of these policies was due in great part to finance governments’
growing fiscal deficits by borrowing from financial institutions at state-determined

low interest rates (Sen and Vaidya, 1998).

2.2.3 — The case for the financial liberalisation

As mentioned above, the early development economists suggested that markets in
developing countries were prone to failure, and advocated extensive government
interventions. However, although the rationale for government interventions was to
resolve market failures, the results were often government failures that created
distortions and inefficiencies in almost all sectors of developing countries (see World
Bank, 1983; Sirinivasan, 1985; Krueger, 1990). These ‘government failures’, which
became evident with the advent of the debt crisis of 1980s, led to the revival of the

mainstream neoclassical approach to economic development that criticised the price
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distortions — especially in labour markets, financial sector, and foreign exchange
rates — due to excessive government interventions, and advocated radical reforms to
make developing countries more market-oriented (see Little, 1982). The policy
implications were to correct the price distortions by moving away from inward
looking state-directed strategies toward a liberalised market-oriented system — the

"Washington Consensus’ (see Adelman, 2001).

Based on the Washington Consensus, the recent decades have witnessed the
implementation of the multifaceted financial liberalisation programme in many
developing countries across the globe (s<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>