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Assessing the Impact of Branch Regulation on Bank

Cost Inefficiency

Akira KUNIKATA

Abstract

Until 1997, the Japanese government had regulated establishment of bank branches.
In this paper, we evaluate whether the branch regulation distorted bank behavior
and, as a result, generated productive inefficiency in the mix of inputs.

We estimate allocative inefficiency using a hybrid translog generalized cost
function that allows for cost-minimization behavior, taking into account the
distortions resulting from regulation. Our analysis is based on 62 regional banks
for the period 1975 to 1988.

At the mean of the data, the estimated hybrid translog cost function satisfies
all regularity conditions. The hybrid translog cost function has obvious advantages
over a standard translog and semi-log cost functions. Our results indicate that
banks tended to overemploy labor and underemploy branches, especially for the
period 1981 to 1984. The allocative inefficiency is estimated at 0 to 4 percent of

operating costs. These estimates are not significantly different from zero.
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