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ABSTRACT 
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July 2007 
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Bank efficiency is important in achieving the competitive edge for survival in a 

globalised banking industry. Conventional and Islamic banks operate on different 

principles in maximizing the wealth of their shareholders and are subjected to the 

competitive regulatory environment. Minimising cost and maximising revenues and 

profits to ensure survival are the two aims of all banks. These aims ensure the 

efficiency of financial sector and contribute to the overall economic growth. 

An important issue that needs to be addressed is the differences in the level of 

efficiency of these banks. In spite of the overwhelming empirical evidence on the 

efficiency of conventional banks, to date, there is no comprehensive evidence on the 

comparative cost, revenue, and profit efficiency of conventional and Islamic banks. 

This study fills this gap by analysing and comparing the efficiencies of Islamic and 

conventional banks in 21 countries during the period 1990-2005. 



The cost, revenue, and profit efficiency of Islamic banks and conventional banks are 

analyzed based on size, age, and region. The average and over-time efficiency for 

these banks are analyzed using Data Envelopment Analysis (DEA) and Financial 

Ratios. Overall cost and profit efficiencies are ascertained using the Stochastic 

Frontier Approach (SFA). 

The findings suggest that there are no significant differences between the overall 

efficiency results of conventional and Islamic banks irrespective of the method of 

analysis. Based on the documented evidence on efficiency of conventional banks, 

these findings imply that the banking transactions compliant with the Shari'ah are 

not an impediment to efficiency of Islamic banks. However, there is a substantial 

avenue to fhther improve the cost, revenue and profit efficiencies in both the 

banking systems. 

The DEA based findings show no significance difference in average efficiency 

scores between big and small banks and between new and old banks in both the 

banking streams. However, geographical location explains the significant 

differences in revenue and profit efficiency. Further, the results show that, on 

average, banks are better in utilising their resources than in generating revenues and 

profits. In general, more inefficiency comes from the revenue side and banks in both 

banking streams need to further improve their revenue efficiency. 

The evidence, based on SFA, suggests no significant differences between the cost 

and profit efficiency scores between conventional and Islamic banks based on size, 

age, and region. Similar evidence is observed from the Financial Ratios analysis. 



~ S T A K A A N  SULTAN ABDUL SAMAD 
UNWERSfTf PUTRA MALAYSIA 

Overall, the results on the efficiency of conventional and Islamic banks are 

consistent with the documented literature. The robustness of the results has been 

tested based on single-&untry analysis and dso a group of seIe&ted countries 

representing relatively less-developed and more-developed countries. Except for 

minor differences the results of these tests are consistent with the overall results, 

further substantiating the fact that there are no significant differences in cost, 

revenue and profit efficiency of conventional and Islamic banks. 
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Kecekapan bank adalah penting untuk mencapai kelebihan persaingan dan 

penakatan dalam industri perbankan global. Bank konvensional dan bank Islam 

beroperasi untuk memaksimumkan pulangan kepada pemegang saharn dengan 

prinsip yang berbeza dan tertalcluk kepada persekitaran berperaturan persaingan. 

Merninimumkan kos dm memaksimumkan hasil dan keuntungan untuk menentukan 

penakatan merupakan dua objektif semua bank yang seterusnya akan 

menyurnbangkan kepada kecekapan sektor kewangan dan pertumbuhan ekonomi 

secara menyeluruh. 

Isunya ialah kecekapan bagi kedua-dua aliran bank tersebut. Sungguhpun terdapat 

banyak bukti ernpirik yang mencatatkan tahap kecekapan bank konvensional, 

sehingga hari ini tidak ada catatan yang komprehensif mengenai perbandingan 

kecekapan kos, hasil dan keuntungan antara bank konvensional dan bank Islam. 

Kajian ini berusaha untuk mengisi ruang tersebut dengan mengkaji tahap kecekapan 

kos, hasil dan keuntungan bank konvensional dan bank Islam di 21 buah negara 



untuk tempoh 1990- 2005. Kecekapan kos, hasil dan keuntungan kedua-dua aliran 

bank tersebut dianalisakan berdasarkan perbezaan saiz, tempoh masa kewujudan 

bank dan lokasi atau wilayah tempat bank beroperasi. Purata dan arah aliran 

kecekapan mengikut masa kedua-dua aliran bank dianalisa dengan menggunakan 

kaedah 'Data Envelopment Analysis' (DEA), kaedah nisbah kewangan dan 

kecekapan kos d m  kentungan secara menyeluruh dengan menggunakan kaedah 

'Stochastic Frontier Analysis ' (SFA). 

Penemuan utama kajian mendapati tiada perbezaan yang signifikan terhadap 

kecekapan yang menyeluruh di antara kedua-dua aliran bank walaupun 

menggunakan kaedah yang sama. Berdasarkan bukti empirik yang didokurnenkan 

mengenai kecekapan bank konvensional mendapati bahawa ianya adalah lebih 

mantap dan cekap, dan penemuan ini memberi implikasi yang urusniaga perbankan 

berdasarkan prinsip Shariah tidak menjadi halangan kepada pencapaian kecekapan 

yang setara dengan bank konvensional. Walaubagaimanapun, masih terdapatnya 

ruang untuk mempertingkatkan lagi tahap kecekapan kos, hasil dan keuntungan di 

kedua-dua sistem perbankan tersebut. 

Penemuan berdasarkan keadah DEA menunjukan tiada perbezaan yang signifikan 

terhadap kecekapan purata di antara bank bersaiz kecil dengan bank bersaiz besar, 

bank yang baharu wujud dengan bank yang telah lama wujud, bagi kedua-dua aliran 

bank yang dikaji. Walaubagaimanapun, lokasi geografi memberi gambaran 

perbezaan yang signifikan terhadap kecekapan hasil dan keuntungan di antara 

kedua-dua aliran bank. Tambahan pula, secara purata, penemuan menunjukkan 

bahawa bank lebih cekap mengguna sumber-sumber berbanding menjanakan hasil 



dan keuntungan mereka. Pada keseluruhannya, kebanyakan ketidakcekapan 

datangnya dari hasil dan oleh yang demikian kedua-dua sistem perbankan perlu 

meningkatkan kecekapan hasil mereka. 

Dengan menggunakan kaedah SFA, kecuali kecekapan keuntungan bank yang 

bersaiz besar berbanding dengan bank yang bersaiz kecil, penemuan menunjukkan 

tiada perbezaan yang signifikan antara kecekapan kos dan keuntungan antara bank 

konvensional dan bank Islam berdasarkan faktor saiz, umur, kawasan operasi bank 

tersebut. Penemuan berdasarkan analisis nisbah kewangan juga mendapati tiada 

perbezaan kecekapan yang bererti bagi kedua-dua aliran bank tersebut. 

Secara keseluruhanya, penemuan kajian ini berkaitan dengan kecekapan bank 

konvensional dan bank Islam adalah tekal sepertimana pada sorotan yang 

didokumenkan. Keteguhan penemuan kajian ini telah di uji berdasarkan analisis satu 

negara dan juga kurnpulan negara terpilih yang mewakili negara membangun dan 

negara maju. Kecuali beberapa perbezaan kecil, penemuan kajian ini adalah tekal 

dengan keseluruhan keputusan. Ini bermakna ia mengukuhkan lagi fakta bahawa 

tiada perbezaan yang signifikan pada kecekapan kos, hasil dan keuntungan bagi 

bank konvensional mahupun bank Islam. 
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CHAPTER ONE 

INTRODUCTION 

1.1 Background and Motivation 

The first chapter provides a general background about the study. It identifies the 

problem statement and objectives of the research. It also lists the research questions 

and highlights the importance of this study. The chapter, as well, justifies the 

benefits and clarifies the implications of this research. Furthermore, the theoretical 

and empirical contributions are declared in this introductory chapter. Finally, the 

scope of the study and its proposed chapters are outlined followed by a brief 

summary. 

1.1.1 Background 

Banks, like other financial institutions, are simply business organised to 'maximise' 

the value of the shareholders' wealth invested in the firm at an acceptable level of 

risk. Iqbal and Molyneux (2005) define the bank as a financial intermediary that 

offers the widest range of financial services -especially credit, savings, and payment 

services- and performs the widest range of financial functions of any business firm 

in the economy. In this regard, Islamic banking is just another way of performing the 

financial intermediation function. Instead of using the rate of interest to mobilise 

savings, Islamic banks mobilise funds on the bases of Profit-Loss Sharing (PLS) 

with their depositors (Ariff, 2006). 

While conventional banking history dates back to the 1 l~ century, the theoretical 

development of Islamic banking model started in 1950s; meanwhile, the practical 



development started fiom the remote village of Egypt (Mitt Gharnr) in 1963, and 

the first modern Islamic bank was established in Dubai in 1975 (Homoud, 1985). 

Interestingly, Islamic banking now reached a level where almost all major 

international banks are offering Islamic banking products and the practice of Islamic 

banking has reached all the corners of the globe1. 

Islam is the fastest growing religion in the world and there are about 1.8 billion 

Muslims in 70 Islamic countries and around the globe. Muslims are increasingly 

searching for financial instrument that adheres to Shari'ah principles. Some non- 

Muslims are also participating in Islamic banking because they consider it to be 

commercially sound (Brooks, 1999). Thus, soundness of Islamic banks provides an 

alternative intermediation avenue in the overall financial system and it is important 

for the international economy as a whole. 

Academic research has increased in number on Islamic banking and finance, thus 

leading to a better understanding of the new form of banking. This is, perhaps, due 

to the rapid growth of Islamic banking industry as these institutions have grown 

worldwide at a remarkable pace during the last three decades. According to a study 

by the International Monetary ~ u n d ~ ,  the number of institutions rose fiom 75 in 

1975 to over 300 in 2005, in more than 75 countries. Total assets are estimated to be 

USD 250 billion, which is growing at about 15 percent per year, three times the rate 

for conventional banks. The total size of Islamic banking assets of USD 250-300 

1 See Ariff (2006), Iqbal and Molyneux (2005), Aggarwal and Yousef (2000), Chapra and Khan 
(2000), and Homoud (1985) for history and general review of Islamic banking. 

See International Monetary Fund, "Islamic Finance Gears up," Finance and Development, Vol. 42 
No. 4, December 2005. 


