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The Estimation of the Cost Function for Islamic and
Traditional Banks: Comparative Study
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Abstract. This research estimates the translog cost function for a sample of
Idamic and traditional banks. Economies of scale, economies of scope,
elasticity of substitution and own-price elasticity of inputsis also estimated and
compared for these banks.

The significant result of this research is that Islamic banks cost function
reveals economies of scale until assets reach $556 million, while that of
traditiona banks shows diseconomies of scale. The economies of scale for the
Islamic banks provide an advantage to reduce average cost as these banks
expand production and operations. This advantage permits Islamic banks to
compete with the traditional banksto get a bigger share of the market.

As for economies of scope, the Islamic banks Cost function was not
characterized by cost complementarity. This implies that each Islamic bank
should specialize in one type of contract since each contract requires different
mixture of inputs.



