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ABSTRACT 
 
 
 

This study provides insights into the relative efficiency of Islamic Commercial Banks 
(ICBs) and Conventional Commercial Banks (CCBs) operating under the dual 
banking system in Malaysia. Also, this study examines the efficiency of ICBs as 
compared to CCBs in Malaysia and the influence of banks’ specific characteristics on 
efficiency measures. This study seeks to examine the efficiency of ICBs and CCBs in 
Malaysia from the year 2000 to 2004 using Data Envelopment Analysis (DEA). 
Eleven commercial banks in Malaysia, including 2 fully-fledged ICBs, were chosen as 
the sample of the study. Two-stage of analysis were employed to answer the 
objectives and research questions. In the first stage, this study applies DEA to measure 
the relative technical efficiency under the assumption of Constant Returns to Scale 
(CRS) and Variable Returns to Scale (VRS). DEA is used to examine the relative 
efficiency of the selected banks in intermediating inputs into outputs. The inputs 
chosen are operating expenses, capital, and total deposits and loanable funds, and the 
outputs chosen are loans and advances, and income. The second stage of the analysis 
of the study is to examine the influence of the banks’ specific characteristics (i.e. bank 
size, profitability, market power, non-performing loans and bank capitalization) on the 
efficiency measures (i.e. technical efficiency, pure technical efficiency and scale 
efficiency) resulting from the DEA using linear regression tests. It is found that more 
banks are fully efficient under the assumption of VRS. Furthermore, the main source 
of technical efficiency in Malaysia in 2001-2002 is scale efficiency (i.e. pure technical 
inefficiency) and in 2000, 2003, and 2004 it is pure technical efficiency (i.e. scale 
inefficiency). Overall, on average the main source of TE in Malaysia is pure technical 
efficiency (i.e. scale inefficiency). PBB, BIMB and BMMB were among the least 
efficient banks, while MBB and BMMB were banks whose operations were locally 
efficient but not globally efficient. It was also found that the operational or managerial 
efficiency of CCB is higher than that of ICB. In addition, bank size is significantly 
positive associated to TE and SE and NPLs is significantly positive associated to SE. 
On the other hand, market power is negatively significant associated to TE and SE, 
and bank capitalization is negatively significant associated to PTE. Furthermore, it 
was also found that, there is no association between profitability and efficiency 
measures. 
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لَخّص البحثم  
  

  

  

،  ICBs تعمد هذه الدراسة إلى النَّفاذ للعلاقة بين المصارف الإسلامية التجارية

التي تعمل تحت النظام الثنائي للمصارف في   CCBsواتّحاد المصارف التجارية

 ICBsوتفحص هذه الدراسة مدى فعالية وكفاية المصارف الإسلامية.  ماليزيا

في ماليزيا، وتأثيرات المصارف، لاسيما  CCBs ف التجاريةمقارنةً بالمصار

وتعمل هذه الدراسة على فحص فعالية المصارف .  خواص المقاييس الفعالة

م 2000في ماليزيا، بدءاً من العام  CCBs ، ورصيفاتها التجاريةICBsالإسلامية 

اسة من وتتكون عينة الدر. DEAم مستخدمة تحليل المعلومات الظرفية2004إلى 

وهنالك مرحلتان للإجابة . أحد عشر مصرفاً تجارياً ماليزياً، ومصرفينِ إسلاميينِ

عن أسئلة هذه الدراسة، في المرحلة الأولى تستخدم الدراسة تحليلَ المعلومات 

بزيادة (لقياس علاقة الكفاية الفنية تحت افتراض ثبات نسبة العوائد  DEAالظرفية 

واُستُخدم تحليل المعلومات . VRSغير نسبة العوائد  ، ومتCRS) عوامل الإنتاج

،لاختبار مدى فعالية العلاقة بين المصارف موضع العينة لاعتماد DEAالظرفية

مصروفات : والمدخلات المختارة، هي. متوسط المدخلات نحو المخرجات

التشغيل، ورأس المال، ومجموع الودائع والأموال المقترضة، أما المخرجات 

وتهدف المرحلة الثانية من . القروض، والسلفيات والإيرادات: تارة، فهيالمخ
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حجم : (التحليل إلى فحص تأثير المصارف وبصفة خاصة الخواص المميزة، مثل

) المصرف، والمربحية، وقُوى السوق، والديون غير المنفذة، ورأس مال المصرف

فاية، وفنيات الكفاية الصافية، فنيات الك: (اعتماداً على مستوى مقاييس الكفاية، مثل

 DEA ، والنتائج المستخلصة من تحليل المعلومات الظرفية)ومقياس الكفاية

المعتمدة على اختبار خط التراجع أو الارتداد، اتّضح من خلالها أن مصارف عدة 

علاوة على ذلك .   VRSتُعد مصارف فعالة تحت افتراض متغير نسبة العوائد 

م هو 2002-2001الرئيس للكفاية الفنية في ماليزيا بين العامين  فإن المصدر

، وعلى العموم فإن المتوسط للمصدر )الكفاية الفنية الصافية: (مقياس الكفاية، مثل

مقياس : في ماليزيا هو الكفاية الفنية الصافية، مثل TEالرئيس للكفاية الفنية 

تقع ضمن  BMMB، و BIMB، وPBB: واتَّضح أن المصارف الآتية. الكفاية

تُعد أعمالها محلياً  BMMBو  MBBبينما المصرفان :  المصارف الأدنى كفاية

إلى أن أعمال وإدارة  –أيضاً  –وتوصلت الدراسة . فعالة، ولكنها عالمياً أقلّ فعالية

فضلاً عن أن حجم المصرف ذو مغزى إيجابي . ICBتتفوق على CCB مصرف 

 NPLS ، والديون غير المنفذةSE، ومقياس الكفاية  TEةمرتبطاً مع الكفاية الفني

ومن جهة أخرى اتّضح أنSE  . ذات مغزى إيجابي مرتبطة مع مقياس الكفاية

، وكذلك مع مقياس TEقُوى السوق ذات مغزى سلبي مرتبطة مع الكفاية الفنية 

وكما اتّضح أن رأس مال المصرف ذو مغزى سلبي مرتبطاً مع .  SEالكفاية
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، فضلاً عن عدم وجود ترابط بين المربحية، ومقاييس PTEلكفاية الفنية الصافيةا

  .الكفاية أو الفعالية
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CHAPTER ONE 
 

INTRODUCTION 
 
 
 
 
1.1 MOTIVATIONS OF THE STUDY 

The motivation to do this study arose whilst reviewing the literature on performance 

evaluation in the banking sector. During the initial phase of the literature search, it 

was found that there is extensive literature using Data Envelopment Analysis (DEA) 

to measure efficiency, internationally (Al-Faraj, Alidi and Bu-Bshait, 1992; Oral, 

Kettani and Yolalan, 1992; Miller and Noulas, 1996; Darrat, 2000; Soteriou and 

Stavrinides, 2000; Sathye, 2001; Akhtar, 2002; Drake and Howcroft, 2002; Sturm and 

William, 2004) and using the Malmquist Productivity Index (MPI) to measure the 

productivity (Mukherjee K., 2001; Sathye, 2002; Darrat, Topuz, and Yousef, 2002; 

Sturm and William, 20004; Krishnasamy, Alfieya, and Perumal, 2003, Fadzlan and 

Suraya, 2005) of banking activities for conventional  banks. 

In addition to the literature on the efficiency of conventional banks, there are a 

few attempts at measuring the efficiency of Islamic banks (IBs) using various methods 

such as ratio analysis, linear equations and regression analysis (Sarker, 1999; Hassan 

and Bashir, 1999; Bashir, 2000; Limam, 2001). There were also studies conducted to 

measure the efficiency of IBs using DEA by Yudistira (2003) and Hassan, M.K. 

(2005). 

Although there is a vast literature on measuring efficiency of banks 

internationally, there are only a few studies on efficiency of banking activities in 

Malaysia (Katib, 1999; Salleh et al., 2001; Guan et al., 2004; Amrizal and Wan 
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Nursofiza; 2004; Norashfah, 2005). The minimal number of studies in examining 

efficiency, specifically using DEA in Malaysia, has basically created the need for such 

a study. This is particularly true in terms of investigating the efficiency of 

conventional and ICB in Malaysia. 

Also, the concern on the efficiency and effectiveness of Islamic financial 

institutions to ensure the development and growth of the economy has been addressed 

by Zeti Akhtar Aziz (2005)1; 

 
Given its roles in the intermediation process and payments system, the 
Islamic banking system will continue to be at the core of the Islamic 
financial system. A well functioning and efficient banking system is 
vital for achieving robust economic performance. As financial 
intermediaries, banks are entrusted to safeguard their deposits and 
preserve the efficiency in the manner the funds are mobilized, while 
vigilantly channeling these savings to productive investments. Given 
these responsibilities, the banking institutions therefore need to play 
their role effectively and efficiently to contribute to the overall stability 
of the financial system, and the growth and development of the 
economy. 
 

In addition, given the current scenario in which the conventional financial 

system has produced 358 billionaires, while keeping 1.3 billion people living in 

absolute deprivation, there arose the need to have a more equitable financial system 

(Nor, 2003)2. The existence of the Islamic banking systems that uphold social and 

economic justice, and aim at equitable wealth and income distribution are really 

expected by the public (i.e. Muslims) to prosper. Thus, it is crucial to measure the 

efficiency of the IBs in order to ensure that the operations of IBs that are based on the 

Islamic principles are operating at their competitive advantage. 

                                                 
1In the Governor’s Speech at the Seminar on the 10-Year Master Pan for Islamic Financial Services 
Industry—‘Building a Progressive Islamic Banking Sector: Charting the Way Forward’ on 22nd June 
2005 at Putrjaya 
2 Nor, Mohamed Yakcop. (2003, September). In his speech at the International Islamic Conference: 
From Moneylenders to Bankers: Evolution of Islamic Banking in Relation to Judeo—Christian and 
Oriental Banking Traditions on 9th – 10th September 2003 at Prato, Italy. 
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1.2 OBJECTIVES OF THE STUDY 

This study could be an initial effort to measure the performance of Malaysian-owned 

banks in terms of efficiency. It will further enhance the development of research on 

the Malaysian scene. 

Therefore, the objectives of this study are; 

1. To measure the efficiency of CCBs and ICBs in Malaysia for the year 

2000-2004 by using DEA. 

2. To compare the efficiency between CCBs and ICBs in Malaysia for the 

year 2000-2004. 

3. To analyze and examine factors that may influence the efficiency of CCBs 

and ICBs. The characteristics of the banks that will be tested to explore 

their influences on efficiency are bank size, profitability, market power, 

loan ratios and capitalization. 

 
In answering the research objectives above, this study will examine the relative 

efficiency of 11 Malaysian-owned CCBs, including two fully-fledged ICBs, for a 

period of five years. The relative efficiency of the banks will be measured by using 

DEA. 

The DEA method uses linear programming to construct a non-parametric 

piecewise linear frontier of the production process for a group of banks or other 

decision-making units (DMUs) using multiple inputs and producing multiple outputs 

(Neal, 2004). It is an application of linear programming that can be used to measure 

the relative efficiency of the banks with the same goals and objectives (Leong et al., 

2003). This is where the efficiency of banks in intermediating inputs into outputs will 

be measured. In this study, the relative efficiency of commercial banks in Malaysia 
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will be examined due to the same goals and objectives of this type of institutions. 

Furthermore, the Malaysian commercial banks are chosen since the ICBs and CCBs 

have to abide by the requirements pronounced by Bank Negara Malaysia. 

DEA is a model that uses multiple inputs and outputs from a sample of 

institutions to develop an efficiency frontier and evaluate the efficiency of a Decision 

Making Unit (DMU) relative to the DMUs in the sample (Craycraft, 1999; Cooper, 

Seiford & Tone, 2000; Thanassoulis, 2001). This method combines all the input and 

output information on the firm into a single measure of productive efficiency that lies 

between zero (i.e. a completely inefficient firm) and unity (i.e. a completely efficient 

firm) (Leong et al., 2003). In addition, the DEA effectively estimates the frontier by 

finding a set of linear estimates that bound (i.e. envelop) the observed data (Leong et 

al., 2003). Thus, this technique is a benchmarking technique in the sense that the ‘best 

practice’ firms lie on the frontier and ‘envelop’ other inefficient firms (Neal, 2004). In 

this study, labour cost, capital and total deposits and other loanable funds were chosen 

as the inputs, while loan and advances, and income (i.e. interest income, non-interest 

income and Islamic Banking Scheme (IBS) income) were chosen as the outputs. 

Furthermore, the efficiency levels will be regressed with the banks’ specific 

characteristics. 

This would allow assessing and comparing the efficiencies of CCBs operating 

under the dual banking system and 2 fully-fledged ICBs. In addition, the efficiency 

measures (i.e. technical efficiency (TE), pure technical efficiency (PTE) and scale 

efficiency (SE)) will be regressed with banks’ specific characteristics to identify the 

factor that influenced the efficiencies level of ICBs and CCBs in Malaysia. Also, the 

analysis of the findings will highlight the efficiency of ICBs as compared to the 

CCBs. In studying the efficiency of banking activities this study would like to 
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deliberate on the efficiency measures of the ability of the bank to play its role as an 

intermediary between depositors and investors. It is expected that, by measuring the 

efficiency using DEA, we could infer how efficient the 11 Malaysian-owned banks 

were in intermediating the inputs into outputs. Also, it is expected that this study will 

unfold the performance of the ICB in Malaysia as compared to the CCB and will 

allow for an explanation of the unique characteristics of IBs and how they will survive 

in the current economy. 

 
 

1.3 ORGANIZATIONS OF THE STUDY 

This thesis comprises of six chapters. This chapter is the first chapter which provides 

the introductory part of this thesis by explaining the objectives, background, and 

motivations of the study. Chapter two will present the introduction on Islamic 

banking. It explains the development and growth of Islamic banking and finance 

industry worldwide and in Malaysia. 

Chapter three reviews the literature on the performance measurement of the 

banking sector and examines the suitability of DEA over SFA (i.e. among the popular 

nonparametric and parametric models used) to measure performance in terms of the 

efficiency in the banking sector. Next, it presents the literature review on the 

performance of IBs and the performance of Malaysian ICBs and CCBs. Also, it 

addresses the possibility of comparing the efficiency of ICBs and CCBs. 

Chapter four addresses the gap in the previous literature and empirical studies 

on the performance and efficiency of the banking sector. Next, the research objectives 

and research questions are presented. It also explains the research design of this study 

that comprises two stages. In the first stage, the efficiency levels are examined by 


