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Discussant: Shamim Ahmad Siddiqui(
This paper is a commendable effort by the authors to measure and compare the efficiency of two Islamic banks of Malaysia to those of the conventional commercial banks in that country. The authors have used the parametric stochastic frontier approach (commonly applied to measure relative efficiency of a firm’s production and cost levels) to estimate the parameters of banks’ cost functions and then used the results to compute levels of their relative inefficiencies. Taking these levels of inefficiencies as dependent variable, another regression exercise is then carried out to investigate the causes of these inefficiencies. The results thus obtained are interesting and shed some light on the state of the two Islamic banks in Malaysia.

What follows here is an attempt to provide some suggestions to further improve the quality of this paper. 

(1) The introduction of the paper is a crisp and meaningful review of the establishment and growth of the banking sector in Malaysia. It logically concludes with describing the importance of current exercise. The review of literature surveys a sizable number of studies. I would only recommend that the authors consider including a couple of recent studies. A study of local and foreign banks in Switzerland by Rime & Stiroh ( 2001) applies an up to date method to parametric approach. Another study of Srilankan banks by Jankee (2002) uses an appropriate technique for panel data.

(2) Both the Introduction and the Review of Literature fail to mention any thing about the idiosyncrasies of Islamic banks. I hope the authors would agree with me that Islamic banks have been established with a purpose and have to work in a particular way. The nature of their depositors and user of funds are inherently different from those of the conventional banks. While conventional banks must assure the return of principals and any accrued interest on demand, the Islamic bank would violate their basic principles if they do the same. Similarly, the rules for both the use of funds and the user of the funds are supposed to be different for Islamic banks. If this point is accepted, it may then be emphasized that any comparison of Islamic banks with those of the conventional banks must be done with reservation. As a matter of fact, the performance criteria for measuring the efficiency of Islamic banks should be somewhat different.
 

An Islamic bank that is attempting to implement an Islamically preferable mode of banking, may encounter relatively higher costs (especially in its infancy) than its conventional counterpart. This (possible) relatively higher cost may or may not be matched by a relatively higher return, particularly in its infancy. However, as the rules for Islamic banks are different, any comparison between them and the conventional banks must be qualified. I recommend that a separate section should be devoted to this issue after or before the Review of Literature section of the paper. This section should include a discussion of the nature of the depositors, user of funds and the structure of the products and services offered by the two Islamic banks in Malaysia. Any differences with those of the commercial banks should be highlighted and a convincing case should be made for carrying out this comparative study.

(3) In literature Review (page 6) the authors mention, “Sarker (1999) did a study on all Islamic based banks in Pakistan. The study concluded that Islamic banks couldn’t achieve maximum efficiency under the conventional banking framework because of constraints that they face”. This gives an impression that there are at least several Islamic banks in Pakistan and face competition with the conventional banks. However, it is a common knowledge that the only Islamic bank in Pakistan is the recently established Al Meezan bank. Only recently the central bank of Pakistan appears to be taking serious steps to establish a genuine Islamic banking system adopting a gradual approach.
 

(4) The section on methodology needs some improvement. I would like to recommend that the authors consider to give a somewhat detail discussion on the non-parametric data envelope analysis (DEA) as well as stochastic frontier approach (the one used by them). The DEA appears to be the most commonly used approach and definitely qualifies for a better treatment. Almost every paper on bank efficiency does discuss the advantages and disadvantages of the alternative approaches in some detail.
 There is a large body of literature on both and both have its own advantages and disadvantages. Resti (1997) utilized both techniques and found little difference in the results. Regarding technical debate for estimating efficiency I would quote Rizvi (2002). He has noted that 

“There are, however, a few benefits and limitations of both techniques. Former (parametric frontier technique) is based on the assumption that some maximising behaviour is present that can be estimated through some functional form (like cost, profit and production etc.). But there is no priori ground for making such assumption, and therefore non-parametric approach may be preferred (Button et. al, 1992). Moreover, till now there is no agreed functional form
, therefore, one remains in doubt about the true efficiency estimate as results may be mudded with mis-specification of econometric model. Lastly, it is also difficult to use stochastic frontier technique when one is dealing with multiple input and multiple outputs. The benefit of using stochastic frontier techniques is that they address econometric issues by incorporating noise in the model, thus allowing noise to be isolated from inefficiencies. Also, the stochastic frontier technique can be used to measuring allocative inefficiency, when price data is available.”

(5) It is important to see if cost minimization is actually the main goal of a bank. Revenue or profit maximization may be the overriding objective of a commercial bank.
 This aspect is normally the main focus of ratio analysis approach to scrutinise bank performance. Unlike the conventional banks where bank shareholders are the only ones who are primarily concerned about banks levels of profits, the depositors of Islamic banks (in principle) also have a share in bank’s profits. In case the authors have data on profitability, it would be quite interesting to see a brief comparison of profitability among Islamic banks, local conventional banks and their foreign counterparts in Malaysia. Otherwise the authors may decide to briefly discuss this issue and mention the limitation of the study in this respect. 

(6) It seems there are several notational mistakes in the Methodology section. At the end of paragraph 2 of this section instead of “a firm” (following the common practice) it should be “ith firm”. This is because Equation 1 does imply that n firms are considered and each firm faces identical cost function. Furthermore, like i the range of j and k should also be mentioned for this equation as they are again used in equation 3. Below Equation 1, CIE appears to be incorrect and should be replaced by Cit. The summation notation for the second term on the right hand side of Equation 3 is incorrect. If i representing the ith firm goes from 1 to n in Equation 1, the j should not go from 1 to n for the jth output in Equation 3. Alternatively, in equation 1 the range of i should be changed, for example, 1 to q. In same term (second on R.H.S. of Eq. 3) the subscript for y should be jit rather than it. The notation for the summation signs in the third term on the right side of Equation 3 is also seems to be incorrect. The upper bound for both summations should be n if n outputs are considered as appears to be the case. Furthermore, for consistency, yj and yl in this term should be yjt and ylt respectively. The authors should recheck the definitions of variables and the subscripts assigned to them.

(7) For defining inputs and output, prior studies in banking literature have followed three main approaches, namely the production approach, the intermediation approach and the modern user cost approach.
 The authors may consider adding a paragraph to describe these approaches. On page 9 the inputs, outputs and cost (price) of inputs are defined. It is, however, not clear what is the rational for including cash held by banks as one of the components of the second output (the second output is defined as Ringgit amount of deposits, placement with other financial institutions and cash and short –term funds).

(8) On page 9, the Equation for the measure for inefficiency of the ith firm should be given a number. Moreover, before this equation is presented there should be some statements that would link the discussion on estimation of the translog cost function and the measure of inefficiency that is being calculated using the former. 

The authors claim that they have taken this equation for inefficiency from Jondrow et al. (1982). I have checked this article and did not find this Equation in its current form. Either the authors have rearranged it or taken a rearranged form from some other article. In either case the authors should provide a clarification because the rearranging does not seem to be straightforward. Similarly, for this equation, they have defined ( = [(2u + ( 2v], whereas Jondrow’s article has a square on ( on the left hand side. Similarly, ( in this paper has defined as (2u / ( 2  whereas Jondrow  defines (  as (u / (v.  It is recommended that the authors carefully check all these things before finalizing the paper. In case there is a serious error, the whole exercise would become questionable. 

An error term is missing in Equation 4.                               
(9) Result section also needs improvement. Maximum Likelihood method has been used for the translog cost function (Equation 3) and OLS for Equation 4 to investigate the causes of inefficiency. However, the regular statistics (e.g R2, adjusted R2, F-statistics, and Durbin-Watson d statistics for autocorrelation, etc.) are not provided. As a matter of fact the authors did not say anything about the appropriateness of results of the cost function although the measure of inefficiency is calculated using the estimates of this cost function. As ( is not known, its estimates are used. However, its estimate could be asymptotically consistent. This fact should be mentioned to enrich the discussion of results and claim for robustness of efficiency measure. In Table 2 the square sign for variables 8 to 10 should be put as superscripts. For both Tables 2 and 3 levels of significance should be mentioned.

On page 12, Table numbers given on lines four and five are incorrect.

(10) In Table one the number of banks for each asset size should also be mentioned. Furthermore, an interesting thing that could be included in this table would be a comparison of Local conventional banks and Islamic banks. This may not require any significant extra work. 

(11) The authors have used panel data for Equation 4. With such data OLS estimation procedure normally fails to produce efficient and unbiased estimates. If they don’t want to use panel data techniques (such as Fixed Effect, Random effect panel GMM estimator) at least they should mention this fact. The authors may find Jankee (2002) helpful in this regard.

I hope that the authors will find some of the suggestions given above useful. 
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� For example, an Islamic bank using preferred Islamic modes of finance could be regarded as successful even though its profit per share and returns to depositors is relatively lower than other Islamic banks (not using the preferred modes of finance) or conventional banks. One should also keep in mind that many Muslim depositors and shareholders of Islamic banks are not only mindful of mere permissibility / legality of their earnings but also genuinely concerned about its  pureness. 


� A significant Islamic financial institution in Pakistan is Modarabas that are working since mid eighties. They have some unique features and their performance has been mixed. For a detail discussion on Modarabas please see Siddiqui (1998). 


� For example, please see Rizvi (2002) and Rime & Stiroh (2001).


� See for example, Mc-Allister and Mc-Manus (1993) as evidences to note that Translog and Box-Cox functional forms do not perform well in estimating scale and scope efficiencies. Berger and Mester (1997) conclude that Fourier Flexible is superior in estimating efficiencies as compared to Distribution Free Approach and Translog. Also see Altunbac and  Chakravarty (2001) who find that Fourier Flexible is not good in predicting efficiency / inefficiency.


� See Jankee (2002).


� For example, the subscript for y on the third last line on page 8 should be jit and yjit should be defined as the jth output of firm i in period t. 


� See Jankee (2002) and the studies cited therein such as Berger and Humprey (1992) & Freixas and Rochet (1997). 
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