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An Empirical Study on Cost Efficiency of

Domestic Banking in Taiwan—An Application
of the Stochastic Frontier Model

Tai-Hsin Huang

Department of Economics
Tamkang University

ABSTRACT

A translog cost function with three inputs (deposits, labor, and
capital) and three outputs(financial investment, short-term loans, and
long-term loans) is used to examine the cost efficiency of domestic
banks in Taiwan. Overall, input-specific cost complementarities and
Allen-Uzawa partial elasticities of substitution are estimated using
the ML estimation procedure and panel data composed of 22 do-
mestic banks from 1981 to 1992. Overall and input-specific scale
results indicate considerable increasing returns. Cost complementar-
ities among outputs are detected between financial investment and
long-term loans and between short-term and loan-term loans. This
implies that the estimated cost function exhibits economies of scope.
Evidence is found that labor and capital are substitutes whereas de-
posits are complementary to labor and capital.

Evidence is also found that there exists economic inefficiencies
in each sample bank, and technical inefficiency is found to be more
serious than allocative inefficiency on the average. The public banks
have larger percentage increases in total costs resulting from technical
inefficiency while allocative inefficiency causes a greater percentage
increase in total costs to the private banks. In addition, technical
inefficiency tends to increase with total costs through time.
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