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Abstract: 
Commercial banks play a vital role in the economic resource allocation of 

countries. They contribute to economic growth of the country by making funds available 
for investors to borrow as well as financial deepening in the country. Corporate 
performance has been one of the most important issues of managers, investors, and 
analysts. This concern is connected to the significant role of the profitability of corporate 
organizations in general, and the banks in particular, on the potential growth of the 
economy as a whole. A study of the determinants of corporate profitability, therefore, 
could assist management, investors, and government to forecast and deal with the 
rising uncertainty of the globalised environment.  The issue of the determinants of bank 
profitability is studied by different authors and academic and the purpose of this 
paper is to investigate the profitability behavior of bank-specific, industry related and 
macroeconomic determinants. The primary objective is to investigate the determinants 
of the profitability and to present all the debates through the literature review on the 
profitability of these important financial institutions, the banks. An important 
element of the macro-prudential analysis is the evidence of the internal and external 
factors and their relationship to the profitability of the banking sector and how this 
relationship is affected by institutional and structural characteristics. On the other 
hand internal factors of the banks influencing in the profitability are analyzed. 
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1. Introduction 
Commercial banks play a vital role in the economic resource allocation of 

countries (Ongore, 2013). They contribute to economic growth of the country 
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by making funds available for investors to borrow as well as financial deepening 
in the country (Otuori, 2013).The financial system of the South Eastern 
European (SEE) countries is characterized by the dominant role of the banking 
sector, with the capital market segment for long-term finance being illiquid and, 
in some cases, underdeveloped, while non-bank financial intermediaries, such as 
life insurance companies and private pension funds, are still at an embryonic 
stage of development (Athanasoglou -  2006). 

This paper seeks to examine the effect of bank-specific, and macroeconomic 
variables on the profitability. It focuses on two main directions: Firstly, the 
literature review on the bank profitability explains why banking activities and 
performance have attracted the attention of practitioners, policy makers, and 
researchers alike, making the investigation of bank profitability relevant issue 
today than in earlier times , secondly an overview of the banking sector in 
Albania and statistically it proves if the factors taken in analysis are significant 
and their relation to profitability. 

Although net income gives us an idea of how well a bank is doing, it 
suffers from one major drawback: It does not adjust for the bank’s size, thus 
making it hard to compare how well one bank is doing relative to another. A 
basic measure of bank profitability that corrects for the size of the bank is the 
return on assets (ROA). Although ROA provides useful information about 
bank profitability, we have already seen that it is not what the bank’s owners 
(equity holders) care about most. They are more concerned about how much 
the bank is earning on their equity investment, an amount that is measured by 
the return on equity (ROE), the net income per currency of equity capital 
(Stanley G. Eakins,  Frederic S. Mishkin).  

 
2. Literature Review 
Determinants of bank profitability can be divided in internal and external 

factors. Internal factors of bank profitability can be defined as those factors that 
are influenced by the bank’s management policy objectives and decisions. 
Management effects are the results of differences in bank management policies, 
decisions, objectives, and actions reflected in differences in bank operating 
results, including profitability. Zimmerman (1996) has mentioned that 
management decisions, particularly regarding loan portfolio concentration, 
were an important factor contributing in bank performance. Researchers 
frequently attribute good bank performance to quality management. Management 
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quality is assessed in terms of senior officers’ awareness and control of the 
bank’s policies and performance. 

Haslem (1968, 1969) computed balance sheet and income statement ratios 
for all the member banks of the US Federal Reserve System in a two-year study. 
His results indicated that most of the ratios were significantly related to 
profitability, particularly capital ratios, interest paid and received, salaries and 
wages. He also stated that a guide for improved management should first 
emphasize expense management, fund source management and lastly funds use 
management. Wall (1985) concludes that a bank’s asset and liability management, 
its funding management and the non-interest cost controls all have a significant 
effect on the profitability record. A number of studies have concluded that expense 
control is the primary determinant of bank profitability. Expense management 
offers a major and consistent opportunity for profitability improvement. 

The level of staff expenses appears to have a negative impact on banks 
ROA in the study of Bourke (1989). However, Molyneux (1993) found a 
positive relationship between staff expenses and total profits.. External 
determinants of bank profitability are concerned with those factors which are 
not influenced by specific bank’s decisions and policies, but by events outside 
the influence of the bank. Several external determinants are included separately 
in the performance examination to isolate their influence from that of bank 
structure so the impact of the formers on profitability may be more clearly 
discerned. 

The use of GDP growth as a variable does not feature extensively in the 
literature. However, Hoggarth et.al. (1998) conclude that the behavior of real 
GDP fails to explain the greater variability of banking sector profits in the UK 
than in Germany. But they do not say that GDP variability did not affect 
profits, only that they could not use it to explain different UK/German banks 
performance. If this variable is not statistically significant in explaining 
profitability, then the conclusions of the authors are reinforced. Otherwise, the 
expected sign should be positive since higher growth implies both lower 
probabilities of individual and corporate default and an easiest access to credit. 
The effects of inflation can be substantial and undermines the stability of the 
financial system and the ability of the regulator to control the solvency of 
financial intermediaries. Revell (1979) noted that variations in bank 
profitability can be strongly explained by the level of inflation.  
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3. The current situation internationally 
According to Global Financial Stability Report 2014 , until now, banks 

have focused primarily on raising capital and derisking their balance sheets to 
meet  risk-based requirements. Their focus, however, has  now broadened to 
include other elements of the Basel  III regime, often ahead of the mandated 
schedule (Figure 1). For example, the LR and the  supplementary leverage ratio 
in the United States (both  mandatory beginning January 2018), which penalize 
size, will make it more costly for banks to hold  lower-risk assets. New 
liquidity requirements, such as  the liquidity coverage ratio and the net stable 
funding  ratio will induce banks to hold more liquid (low-risk)  assets and to 
rely more on stable funding sources. In this new paradigm—in which banks are 
facing  a combination of low profitability and new regulatory requirements—
banks need to change the way they operate to ensure that they can build and 
maintain capital  buffers without taking excessive risk and still meet credit  
demand. During the past few years, banks have under taken a number of 
measures to address these challenges.  They have raised capital. They have also 
worked in other areas, including running off portfolios, selling noncore  
businesses, and cutting operating costs. But there may  be only limited room 
left for further gains in these areas  and more needs to be done 

 

 
Figure 1: Bank Balance Sheets and Profitability 

 
4. The bank profitability in Albania 
The profitability of the banking sector in Albania results to be high, 

compared with the Western Balkan countries. The values of the indicators of 
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Table 2: Hypothesis List 
Null Hypothesis Alternative hypothesis 
H0- There exist no relationship between NPL 
Ratio and profitability. 

Ha- There exist relationship between NPL 
Ratio and profitability. 

H0- There exist no relationship between 
Deposit to Loans ratio and profitability. 

Ha- There exist relationship between Deposit 
to Loans ratio and profitability. 

H0- There exist no relationship between GDP 
level and profitability. 

Ha- There exist relationship between GDP 
level and profitability. 

H0- There exist no relationship between 
Inflation and profitability. 

Ha- There exist relationship between 
Inflation and profitability. 

H0- There exist no relationship between Loan 
level and profitability. 

Ha- There exist relationship between Loan 
level and profitability. 

 
The R square of 99.7% shows that the model is significant and that the 

99.7% of the variability of the bank profitability measured through the ROE is 
explained through the variance of the factor we took in our study as 
determinant in the bank profitability. 

 
Table 3 

Regression Statistics 
Multiple R 0.998487452 
R Square 0.996977192 
Adjusted R Square 0.989420171 
Standard Error 0.006292862 
Observations 24 

Source: Authors calculations 
 
From the analysis of the ANOVA we see that  significance of the total 

regression appears to be significant , presented from the F statistic : 
 

Table 4 
ANOVA 
  df SS MS F Significance F 
Regression 5 0.083059 0.016612 64.08086621 2.86714E-07 
Residual 10 0.002592 0.000259 
Total 15 0.085651       

Source : Authors calculations 
 
In order to test which of the factor were significant for the model we did 

the P –test with 95 % confidence level : 
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Table 5 

  Coefficients 
Standard 

Error t Stat P-value Lower 95% 
Upper 
95% 

Intercept 0.017029169 0.09052 0.188126 0.854540227 -0.184661475 0.21872 
NPL Ratio -3.09345E-05 0.000499 -0.06195 0.951825158 -0.001143588 0.001082 
Deposit/Loans 0.000317256 7.4E-05 4.287617 0.001592171 0.000152388 0.000482 
GDP 7.30377E-07 1.41E-07 5.185931 0.000409546 4.1657E-07 1.04E-06 
Inflation -0.014986301 0.006237 -2.40287 0.037133122 -0.028882834 -0.00109 
Loans level -1.81373E-06 2.45E-07 -7.39424 2.33065E-05 -2.36027E-06 -1.3E-06 

Source : Authors calculations 
 
The results shows that expect the NPL ratio , all the factors were 

significant, whereas the sign of the relationship between the dependent and the 
independent variable is explained as below. 

 
- NPL ratio: The result of the multi linear regression model shows that 

this factor is not significant to explain the bank profitability. The banks in 
Albania have had a high level of NPL ratio in the recent years, meaning a bad 
quality of the loan portfolio. This is associated with an increase of the expenses 
for provisioning and lower ROE. Statististicly this factor is related negatively to 
the ROE which is relevant. As we explained before the literature shows that 
this factor is significant to explain the profitability of the banks but in the case 
of Albania it is not. This is because the loan portfolio quality has been 
deteriorated in the recent years and even though the increase rate of NPL was 
smaller compared to previous years , it was because the decrease of the credit in 
the economy. In the same time , banks to improve the liquidity has had in focus 
to increase the deposits which we see in the factor we had included in our 
study, the ratio deposit to loans. 

- Deposit/Loans ratio: the result of the regression analysis shows that this 
factor is significant and related positively .We included this ratio in order to see 
the impact of the liquidity of the banks in the profitability. The beta coefficient 
is relatively small but positive meaning that if the banks increase the financing 
of the loans with deposits it will impact positively the ROE. 

- GDP level : The GDP is a factor that is significant and related positively 
to the profitability. In our analysis , GDP is an external factor , and for its 
relevancy it is considered as important to be taken in consideration. The 
increase of the GDP of the country has positive impact in the profitability of 
the banking sector in Albania associated with the other internal factors that are 
analyzed. 
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- Inflation rate: The inflation appears to be  significant and related 
negatively to the profitability. we mentioned that the results of the other 
authors were mixed for the impact of the inflation to the profitability. In the 
Albanian financial sector it appears that with the inflation the operational costs 
are increased more than the effect of the interest rates resulting in lower 
profitability for the banks. 

- Loans: The total loan level appears to be a significant variable in 
determining the ROE with negative sign. This is because the impact of the bad 
quality of loans portfolio which we mentioned is a problematic issue in this 
market with high level of NPL and high level of provision expenses. 

 
7. Concluding Remarks 
We believe that testing for the robustness of banks performance over time 

and space should shed light on policy debates, and on the assessment of banks 
performance. In addition, we believe that the work has some relevance and 
importance for the ongoing wave of consolidation banking markets and for the 
well functioning of it. A linear function of a multiple regression equation, on a 
pooled cross section time series sample, is utilized in the desperation of the thesis 
to test the effects of firm and market specific variables on bank profitability. A 
number of studies have examined bank performance in an effort to isolate the 
factors that account for interbank differences in profitability. These factors are 
either internal or external. Individual bank characteristics such as the portfolio 
composition, and the scale and scope of operations, can affect the costs at which 
banks produce financial services. We perform time series regressions and year-
by-year cross sectional regressions. The estimated results suggests that the 
profitability of Albanian banks is influenced not only by factors related to their 
management decisions , internal factors, but also to changes in the external 
macroeconomic environment. The type of explanation for the level of 
profitability would determine possible policy implications and ought to be 
taken seriously. Since very little empirical work has been undertaken 
investigating the competitive behavior of Albanian banking systems, an 
empirical investigation like the one conducted above may yield insights that 
could be of interest to academics, bankers, and policy makers. 
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