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Abstract: Banks and financial institution play a significant role in optimum allocation of economic 
resources of society. In world economic literature, role and importance of financial system (money and 
capital market) and consequently financial and credit institution as executive arm of system and as can 
economy development tool is tangible. So that sustainable development would not be possible without 
development of financial markets. Therefore financial and credit organization have a pivotal role in 
this regard. In Iran because of the lack of appropriate index for measuring of efficiency of financial 
system, it seems banks failed to reach their original position and play their mission properly. Banks in 
fact are mediums which receive funds from depositors and grant loans to investors. The more 
successful banks are in collecting of funds and granting loans to investors the more economic 
development is likely to expect. Therefore one of the key issues in evaluating the performance of 
economic institution is assessment of bank operation efficiency. This study would attempt to 
investigate the effects of privatization on the Efficiency of the banking sector in Iran and uses 
stochastic frontier analysis to measure banking efficiency and its determinants. For sample use of data 
Melat bank which was the first Iranian bank scheduled for privatization. This results show that 
efficiency Melat bank after privatization has slowly grown. 
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INTRODUCTION 

 
Banking system is a major part of financial sector in Iranian economy. Iran's economy is bank-oriented. 

These institutions have the double task of playing the role of a financial system and regulating the capital 
market. The importance of state owned banks in many developing countries contrasts worryingly with recent 
research findings, which show that state ownership of banks is with negative effects. the Performance of these 
agent institutions after privatization has direct impact on economic activities of (loan) beneficiaries, clients, 
depositors, share holders and even those (share holders) of other companies. The article seeks large-scale 
privatization in key economic sectors and downsizing the government in a bid to breathe a new life into the 
national economy and enhance the role of the private sector. However, there are problems in privatizing the 
banks .Economists suggest the government make some basic arrangements before ceding the shares of banks. 
Melat Bank is the first Iranian bank scheduled for privatization in March 2008. Melat Bank, which means 'Bank 
of the Nation' was established in 1980 and came about as the result of the nationalization and merger of 10 
private banks (Tehran Bank, Dariush Bank, Pars Bank, Etebarat Taavoni & Tozie, Iran & Arab, Bein-al-melalie-
Iran, Omran, Bimeh Iran, Tejarat Khareji Iran and Farhangian bank) and again after 28 years turn to private 
bank in year2008 . This study would attempt to investigate the effects of privatization on the performance and 
Efficiency of the banking sector in Iran. Financial development is crucial to economic growth. Banks have three 
principal activities: taking deposits, making loans, and investing in securities. To do this they use labor (skilled 
and unskilled), physical capital, and financial capital. Main question is addressed in this study: Do banking 
privatization cause increase efficient banks in Iran? To answer this question, the paper uses stochastic frontier 
analysis to assess banking efficiency and its determinants. This method makes it possible to determine the cost 
frontier. Umer Khalid (2006) Survey the effects of privatization and liberalization on the performance of the 
banking sector between the periods 1990-2002. The results obtained show little evidence of improvement in 
most of the indicators of financial health as a result of the privatization and liberalization policies pursued so far 
in the banking sector of the country. In particular, the performance of the privatized banks has been less than 
satisfactory due mainly to the poor showing of the Allied Bank, the ownership of which was transferred to its 
employees group. 

Georger,g. Clarke Robert Cull et. al., (2009) survey the privatization  effects of Uganda Commercial Bank 
(UCB) to the South African bank Stanbic.(during the period 1996-2005). Their resulting that Though market 
segmentation remains a concern since Stanbic faces little or no direct competition in many remote areas, some 
innovative aspects of the sales agreement have enabled the bank to improve its profitability while maintaining, 
or even improving, access to financial services for some hard-to-serve groups. Robert Cull ,  Connor P .Spreng 
(2010) study the privatization of Tanzania's National Bank during the priod 1998 and 2006 and two private 
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banks. The result show that The new National Bank of Commerce's profitability and portfolio quality improved 
although credit growth was slow, in line with the privatization experiences in other developing countries. 
Finding a buyer for the National Microfinance Bank proved very difficult, although after years under contract 
management by private banking consultants, Rabobank of the Netherlands emerged as a purchaser. Profitability 
has since improved and lending has slowly grown, while the share of non-performing loans remains low.  
Sandrine Kablan( 2010)  determinant the  banking system efficiency in sub-Saharan Africa (SSA) and asks 
what, besides the degree of efficiency, explains the low level of financial development in the region. It uses 
stochastic frontier analysis to measure efficiency and a generalized method of moment's system to explain 
financial development. And result that SSA banks are found to be generally cost-efficient, but nonperforming 
loans undermine efficiency, which suggests that improvement in the regulatory and credit environments should 
improve efficiency. The political and the economic environment have held back financial development in SSA. 
Clarke et all (2005) using a combination of country case studies and cross country analyses conclude that 
privatization of banks improves performance as compared to continued state ownership. However, continued 
state ownership even in minority shares of privatized banks is found to have negative effects on their 
performance. Privatization of state owned banks through public share offerings produces lower gains than direct 
sales to strategic investors in countries where the institutional environment is weak. Lastly, they find that the 
benefits accruing are reduced if foreign banks are not allowed to participate in the privatization process. They 
were using a comprehensive dataset of bank privatizations in 101 countries during the period 1982-2000. 
Boehmer et all (2003) examine the economic and political factors that are likely to affect government’s decision 
to privatize a state owned bank, in both developing and developed countries. Their findings indicate that in 
developing countries, a bank privatization is more likely the lower the quality of the country’s banking sector, 
the more right wing the country’s government is, and the more accountable the government is to its people. 
 

MATERILAS AND METHODS 
 
Compare Melat Bank And Government Banks:  

In this part we Evaluation Operation (efficiency several indicator) Melat bank and Government banks in 
Iran after privatization Melat bank. Melat bank offers demand, saving, short, medium and long term deposits 
accounts in both Rials as well as foreign currencies. Deposits an important share of banking systems because 
use to investment. This ratio in Melat bank upper than government banks in Iran. This extraordinary success can 
be attributed to expansion in branches improvement in the quality of services after privatization in Melat bank. 

 

 
 

Fig. 1: Compare Total Deposits to number of branch in Iranian Government banks and Melat bank. 
 

Return of equity (ROE) effect on cost efficiency. Which mean that return on equity direct effect on 
efficiency and by increase ROE, heightens efficiency. In ratio after privatization in Melat bank upper  than of 
government  banks in Iran.. 
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Fig. 2: Compare Return of equity in Iranian Government banks and Melat bank. 
 

The result shows that privatization isnot ineffective in increase efficiency and productivity.  
 
Measuring Efficiency Using Stochastic Frontier Function: 

In economy, productive theory is based on a fact that producers produce optimally and efficiently so that 
principles of behavior is extracted with regard to this hypothesis and structure of technology and markets of 
goods. However in recent years the possibility of lack of efficiency has been more important and based on this 
hypothesis, the theory of productive in lack of efficiency has been presented and emphasis have made on the 
measuring of inefficiency in goods and services production. In this regards economists introduced the regression 
method for measuring of efficiency. This method is one of parametric types in which a particular form of 
production function (price) in considered. Then unknown coefficients (parameters) of these functions are 
estimated using one of estimating function which is common in statistics and econometrics. In this method the 
maximum hypothetical production value which can be obtained from inputs is estimated and then divided by the 
real value of production, the result is called efficiency. Function calculated using maximum production value of 
different firm in the specific industry is named frontier production function. Frontier production function is 
subset of parametric methods. Depending on the comparison index of firms, assessment of efficiency using 
frontiers function is divided into different types: stochastic frontier approach (SFA), thick frontier approach 
(TFA) and distribution-free approach (DFA).In this study stochastic frontier approach is used. The most 
important reason is that purpose of stochastic frontier approach is to estimate production (price) function. 

In current study, dual method was used for calculation of economic efficiency. In this method price function 
can be used instead of production function. Using price function allocated efficiency can be measured as well as 
technical efficiency. It is also used in multi products firms. Since there is complete information of production 
factors and product in price function, allocated efficiency and economic efficiency can be calculated. Stochastic 
frontier price function is mentioned that effect of inefficiency had been added to price function, while it has 
been subtracted in in production function, because price function is indicative of minimum price and production 
function is indicative of maximum product. 
 
 Econometric Model: 

This study uses stochastic frontier analysis (SFA) to measure cost efficiency before and after privatization 
in Melat bank. SFA has two principal advantages: (i) it separates random error from production unit inefficiency 
and takes into account the existence of exogenous shocks; and (ii) it is insensitive to outliers. SFA is 
implemented by making an econometric estimate of the best practice frontier. A production unit efficiency score 
is given by the ratio of the observed output to the maximum of feasible output, where the maximum is the 
frontier of best practice. SFA leads to estimation of the objective frontier function (cost or production function), 
by its specification in a Cobb-Douglas, CES, or Trans logarithmic function. To determine the outputs and inputs 
of Melat bank, this study follows the intermediation approach and the value-added principle. According to the 
former, banks are supposed simultaneously to offer liquid deposits without risk and to make loans, which are 
risky assets and less liquid. The latter stipulates that the elements that contribute to generate added value are 
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regarded as outputs. Therefore, the chosen outputs are deposits, loans and securities, inputs Ratio cost 
depreciation to assets  and Ratio personal  expenses  to number staffs .The frontier cost function seems to be 
best adapted compared to other functional forms because it takes into account the numerous complementarities 
between explanatory factors, and it does not impose any restriction on the functional form. Moreover, panel data 
is used. Indeed, observing bank at several points in time allows for possibly better estimates. The study uses the 
model with random errors, in which statistical noises vary through the bank and over time, just as inefficiency 
does (Battese and Coelli, 1992). It applies to this model the method of maximum likelihood for the estimate of 
the parameters, with the current assumption of a normal truncated distribution for the inefficiency term. Frontier 
cost function: 

TC =C (Yi , Wi  ,Dum) + Vi + Ui            i=1,2,…,N 
The model is follows: 

TC is total cost bank for two periods before and after privatization, Yi is the outputs value vector, Wi is he 
inputs price vector, Dum is dummy variable privatization, Vit is  statistical noise with the independent normal 
distribution N(0, ) and Uit is the positive inefficiency term, assumed to be distributed independently of vi. 
This section regressions cost function: 
ln  = 0+ 1ln 1+β2ln 2+ 3ln 3+ 4ln 4+ 5 ln 1+β6ln 2+β7Dum+Vi+Ui     

Y1 is independent variable Rialy deposits (Domestic currency) ,Y2 is independent variable deposits foreign 
Currencies, Y3 is  independent variable Rialy loans ,Y4 is independ variable loans foreign currencies and DUM 
is dummy variable privatization,W1 is Ratio cost depreciation to assets and W2 is Ratio personal  expenses  to 
number Staffs. 
 

RESULTS AND DISCUSSION 
 

Table 1 Shows Estimate coefficients and the sample for the cost function is making up of 38 locales Melat 
bank in Iran country for two years, 2007-2009, (before and after privatization). The elasticity of cost relative to 
customer deposits Rialy and foreign currencies in positive, which mean that increase in the both deposits Rialy 
and deposits foreign currencies heightens total cost bank. The coefficient loan Rialy is significantly positive but 
coefficient loan foreign currencies is negative  and  don't effect on cost function reason low activity international 
Melat bank . The coefficients Ratio cost depreciation to assets is positive witch mean that it direct effects to cost 
function. The coefficient Ratio personal expenses to number staffs is significantly negative on cost function 
which means that a higher personal expenses to reduce cost function by privatization Melat bank in year 2008 
reduce numbers staffs but increase personal expenses because Melat bank for increase efficiency employed 
above study staffs.  The coefficient DUM variable is positive which mean privatization effect on cost function. 
The coefficient Constant is positive.  
 
Table 1: Shows Estimate coefficient. 

p>z z Std.err Coef lnTC 
0.011 2.54 0.0514297 0.1304166 Ln Deposits 

Rialy 
0.021 2.30 0.0126411 0.0291322 Ln Deposits 

forgine currencies 
0.027 2.21 0.0487351 0.1074885 Ln Loan Rialy 

0.909 -0.11 0.0040423 -0.0004642 Ln Loan forgine 
currencies 

0.000 4.41 0.4728918 2.08551 Ln 
DEPreciation 

0.000 -7.70 2.12297 -16.38925 Ln personal 
expenses 

0.000 5.13 0.0348294 0.1785115 Dum 

0.000 5.57 0.9943143 5.54063  -Cons 

0.003 2.95 0.2629572 0.7754495 Mu 

0.000 -9.96 0.2713522 -2.624513 Sigma2 

0.000 4.53 0.4855313 2.217284 Sigma 

Sourse: stata estimate 

 
Table 2 shows the efficiency calculation in selective sample of 38 locales Melat bank in Iran country for 

two years, 2007- 2009, (before and after privatization).The results show that efficiency Melat bank locales after 
privatization in small locales are fix  or reduce but in big locales increase efficiency so thorough efficiency in 
Melat bank after privatization slowly grown.  
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Table 2: Efficiency Calculation. 
locale Year Efficiency Locale Year Efficiency 
1 2007 1.21703 20 2007 1.264173 
1 2009 1.104146 20 2009 1.217272 
2 2007 1.136583 21 2007 1.098882 
2 2009 1.267826 21 2009 1.132959 
3 2007 1.332292 22 2007 1.130291 
3 2009 2.20851 22 2009 1.349695 
4 2007 1.473374 23 2007 1.189444 
4 2009 1.350008 23 2009 1.158819 
5 2007 1.110546 24 2007 1.636685 
5 2009 1.212475 24 2009 2.464633 
6 2007 1.142935 25 2007 1.250492 
6 2009 1.093568 25 2009 1.280621 
7 2007 1.289406 26 2007 1.380521 
7 2009 1.204136 26 2009 1.42119 
8 2007 1.210223 27 2007 1.225366 
8 2009 1.168027 27 2009 1.196345 
9 2007 1.215497 28 2007 1.408954 
9 2009 1.203964 28 2009 1.374798 
10 2007 1.268007 29 2007 1.137671 
10 2009 1.234675 29 2009 1.086634 
11 2007 1.573762 30 2007 1.230051 
11 2009 1.627172 30 2009 1.255569 
12 2007 1.26005 31 2007 1.185525 
12 2009 1.241517 31 2009 1.116528 
13 2007 1.448672 32 2007 1.944305 
13 2009 1.4279 32 2009 1.35763 
14 2007 1.468002 33 2007 1.226966 
14 2009 1.420285 33 2009 1.28384 
15 2007 1.315642 34 2007 1.323936 
15 2009 1.300249 34 2009 1.366743 
16 2007 1.110943 35 2007 1.332237 
16 2009 1.111114 35 2009 1.3292 
17 2007 1.058324 36 2007 1.110309 
17 2009 1.051157 36 2009 1.119842 
18 2007 1.142843 37 2007 1.136994 
18 2009 1.114564 37 2009 1.156547 
19 2007 1.139712 38 2007 1.135668 

19 2009 1.126442 38 2009 1.271845 

 
Conclusion: 

 Financial sector is role to mobilize savings, allocate resources, and help diversify risks. Given that the 
banking system represents an important share of financial systems in Iran. More efficient banking system could 
positively impact financial development. It used the stochastic frontier analysis with the one-step method 
(Battese and Coelli, 1995) to explain effects of privatization and liberalization on the performance and 
Efficiency of the banking sector. The sample for the cost function is make up of 38 locales Melat bank in Iran 
countries for two years,2007- 2009 (before and after privatization). Melat Bank's efficiency and productivity 
after Privatization in Melat growth was slow by consideration past short time of privatization it and problems 
and limitation privatization in Iran, so increase inefficiency and productivity is ideal. Economists suggest the 
government make some basic arrangements before ceding the shares of banks. 
 

REFRENCES 
 

A Model for, 1995.Technical Inefficiency Effects in Stochastic Frontier Production Function for Panel 
Data. Empirical Economics, (20): 325-32.   

Barth, James, Jr. Gerard Caprio and Ross Levine, 2001. Banking Systems around the Globe: Do Regulation 
and Ownership Affect Performance and Stability? In Frederic Mishkin (eds.) Prudential Supervision: What 
Works and What Doesn’t. NBER Conference Report. University of Chicago.  

Battese, G.E. and T.J. Coelli, 1992. Frontier Production Functions, Technical Efficiency and Panel Data; 
with Application to Paddy Farmers in India. Journal of productivity Analysis, (3): 153-69. 

Beck, T., R. Cull and A. Jerome, 2005. Bank Privatization and Performance, Empirical Evidence from 
Nigeria. Journal of Banking and Finance, (29): 2355-79. 



Aust. J. Basic & Appl. Sci., 5(9): 1707-1714, 2011 

1712 

Boehmer, Ekkehart, Robert C. Nash and Jeffry M. Netter, 2003. Bank Privatization in Developing and 
Developed Countries):  Cross-Sectional Evidence on the Impact of Economic and Political Factors. Paper 
presented at World Bank Conference on Bank Privatization, Nov. 20-21. 

Boubakri, N., J-C. Cosset, K. Fischer and O. Guedhami, 2005. Privatization and Ban Performance in 
Developing Countries, Journal of Banking and Finance, (29): 2015-41. 

Buchs, T. and J. Mathiesen, 2005. Competition and Efficiency in Banking: Behavioral Evidence from 
Ghana. IMF Working Paper, 05/17. 

Clarke, G.R.G., R. Cull, M.M. Shirley, 2005. Bank privatization in developing countries: A summary of 
lessons and findings. Journal of Banking and Finance, 29(8-9): 1095-1930. 

Cull Robert, Connor p.Spreng, 2010. Pursing efficiency while maintaining outreach: Bank privatization in 
Tanzania. Development research Groupe, World Bank, Washington, D.C. 

Georger, G., Clarkel, Robertcull and Michaelfuchs, 2009. Bank Privatization Sub- of Uganda Commercial 
Bank Saharan Africa: The Case,(World Bank, Washington, DC,USA). 

Harker, P.T. and S.A. Zenios, eds, 2000. Performance of Financial Institutions, Efficiency ,Innovation, 
Regulation (Cambridge, UK):Cambridge University Press., 259-311. 

Kablan Sandrine, 2010. Banking Efficiency and Financial Development in Sub-Saharan Africa. IMF 
Working Paper. 

Khalid Umer, 2006. The Effect of Privatization and Liberalization on Banking Sector Performance in 
Pakistan.SBP Research Bulletin., (2): 2-10. 

Porta, La., Rafael, 2002. Florencio Lopez-de-Silanes and Andrei Shliefer. Government Ownership of 
Banks. Journal of Finance, (57): 265-301. 

Rao, D.S.P., 1998. An Introduction to efficiency and Productivity Analysis. Kluwer Academic Publishers, 
Boston, Dordrecht, Boston. 

 


