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Abstract

A Proposed Econometric Model for the Estimation of Costs and
Production Functions in the Palestinian Banking Sector

The aim of this study is to examine and analyze the main
characteristics of the production operation in the Palestinian banking sector
during the period 1996 — 2005. This was done by estimating a
transcendental logarithmic cost function (Translog) for the Palestinian
banking industry as a whole as well as for the various types and sizes of
banks operating within this sector. In particular, the function was estimated
for various groupings such as: national, foreign, Islamic, commercial,
small, medium, and large banks. The purpose of study is to highlight and
reveal the scope of divergence in the production operation among these
banks and the eventual effect on the different economic indicators such as
economies of scale, economies of scope and elasticities.

The study has been implemented for twenty of the twenty two banks
operating in Palestine as of end of 2005. The study employed pooling time
series and cross sectional data for the selected banks during the period
1996-2005 and applied Zellner's Iterative Seemingly Unrelated Regression
method (SUR) to estimate the regression system (SURE). The system is
composed of three equations; the cost equation (Translog) and the
corresponding two cost share equations for labor and capital. Related to the
share of labor and physical capital out of the total costs in respect of each
type of the abovementioned bank types.

The main findings of the study can be summarized as follows:

e The Translog model function is more appropriate to represent the data of
the Palestinian banking industry than other restrictive models such as
Cobb-Douglas.

¢ The Palestinian banking industry has significant economies of density (in
terms of the size of its output); however it does not have economies of
scale at the aggregate level ( in terms of the output and the number of
branches). On the contrary, most of the banks suffer from diseconomies
of scale which is an indication that it is not beneficial to follow a policy
of increasing the banking outputs by opening new branches.

o The elasticity of total cost with respect to credit facilities is lower than
that for investments, which supports the importance of expanding the
credit facilities, especially for foreign banks which hold more than 80%
of deposits.




The results of the economies of density support the soundness of PMA’s
policy which calls for mergers among Islamic banks and among small
and medium size banks. Mergers would lead to a reduction in the level
of concentration within the banking industry and would break the current
oligopoly that currently exists.

Production operations vary among banks depending on the type of the
bank (national or foreign), the nature of its activities (Islamic or
commercial) and depending on the size of the bank (small, medium or
large). Such variations produced different results in terms of the
economic indicators such as economies of density, economies of scope
and elasticities.

The banking industry in Palestine does not have complementarities costs
(economies of scope) between facilities and investments except for
national banks and Islamic banks which for the past few years have
experienced such economies.

Generally, substitution between production inputs is possible for all
banks, albeit the degree of substitution is relatively low. The results
indicate that the elasticities of own substitution are negative, which
suggests decreasing the input demand whenever its marginal product
decreases. The labor input is the least effected followed by the deposits
input at the industry level as a whole. As for the own price elasticities for
production inputs, it was found that the demand on such inputs is
inelastic during all years. The labor input’s own price elasticity was
found to be the lowest followed by deposits input at the industry level as
a whole.

The marginal operational cost for a new branch i1s on average
approximately USD 472,000 during the period of study. Also, it was
found that the production costs during the Intifada were lower than the
pre Intifada production costs. This is due to the noticeable decrease in
interest expenses which in turn is due to the decrease in the interest rate
offered on deposits at both the international and domestic levels. Also, it
was found that the interest expenses are considered by far the major
component of the overall costs constituting about 45% of the total cost
throughout the period of the study. However since 2003 the labor
expenses occupied the first place followed by the interest expenses.

The main recommendations of the study of can be recapitulated as

follows:

¢ The study recommends the encouragement of a mergers policy among

Islamic banks, small and medium size banks.




e The importance of not restricting the banks’ credit and investment
capacities.

o Preference and priority should be given to national banks in terms of
new branching while maintaining a policy of not extensively expanding
the branches network in order to avoid diseconomies of scale and to
encourage banks to enhance the operational level in the existing
branches.
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