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Abstract

Estimating a Cost Function for the Saudi Banking Industry

The Saudi banking industry is one of the largest productive sectors
in the country in terms of capital, labor, and output. This sector
played a major role in the Saudi economy in the eighties and nineties.
It experienced a great deal of development and growth in the
technology of producing the banking services and the quality and
guantity of these services.

Undoubtedly, production - commodities or services - is the most
important goal of the firm. It is its path to reach the goal of existence
of the firm. The other side of the token is the cost. The cost function of
the industry tells the economic situation of that industry.

The aim of this paper is to investigate and analyze the economy of
scale of the Saudi banking industry using an appropriate cost
function. For this purpose various forms cost function have been
utilized for estimating parameters by using OLS method. The
collected data was time series- cross sectional one covering the entire
banking industry for the period 1980-1996. On the basis of the
findings, Nerlov’s cost function model and its intensive form proved
to be the best models to explain all the issues of the Saudi banking
industry. The results prove economy of scale in the industry. The
elasticity of total cost with respect to production is 0.931.
Accordingly, the situation of increasing return to scale seems to be

the case of the Saudi banking industry.
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Economy of scale if A<1
Constant return to scale if A =1
Diseconomy of scale if A >1
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