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Abstract

The commercial banks are important financial institutions in the financial systehthe economy. As
financial intermediaries, banks play a crucial role in the economic growltie abuntry through making available the
funds for investors to borrow as well as financial deepening indhetry.

Therefore, the success of working in the banks creates possibilitie®ofer efficient (cheaper) crediting of
economic entities which results in an increased potential for investing oftdr@réses and encouraging the personal
people’s spending.

Namely, the banking system profitability is the most important instrunfetiitecfinancing system that has
positive influence on potential growth of each national economy.

The objective of this study is to investigate the determinants in bafitapility in R. Macedonia. For that
reason, Return of Assets, Return of Equity and Net Interest Margin, are taken as indicators of the banks’ profitability.
On the other hand, the determinants influencing profitability are groupgedtwo categories, i.e. internal and
external.

The bank internal determinants, which were thought to have effegsaditability, are total loans, asset
quality (non-performing loan to total loan ratio), capital adequacy@atideposit to total assets.

In our study we use the gross domestic product and inflation ratexi@rnal determinants of bank
profitability.

The results indicate that the bank specific determinants have been morthafiectacroeconomic factors on
profitability of the banks.

Key words: bank profitability, Return of Assets, Return of Equity, Net Interest Margin
JEL classifications codes. G21

1. Introduction

The financing system is very important for the economic developafeeach national economy. This in most
cases refers to the possibility for the best transformation of saimtgsproductive investments, which in turn
represents an engine for economic development. In fact, the financial sgsierone where there is a trade between
the economic agents that have surplus and those that have lack of firesmiates.

The banks have the highest importance in the financial system. Thé&gydiancial institutions, make
deposits transformation into financial resources; in fact they canalizegberces of the entities that have surplus of
liquid assets, to those that lack them. With that, they make the cépitaldnd trade easier. The banks, as financial
mediators, accumulate resources from several sources and allocate themréatio ortfolio, comprised of different
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securities. Here, they face “exchange” between the risk and the return. So, at a given risk level, they attempt to
maximize the returns.

The banks are financial institutions that constitute the core of theckadaystem and have high influence on
its effectiveness and security, and on the entire economy effectivBiaassly, the banking system in each country has
irreplaceable role in providing financial resources of non-state sectaféntorsupport the economic development.
Because of the a.m., the improvement of the total banking sysfeativefness is of a big importance. Namely, the
success of the banks working creates possibilities for more efficient &heagditing of the economic entities, which
results in an increased potential for investing of the enterprises andragiog the psonal people’s spending.

The banking system in R. Macedonia is a dominant segment of the country’s financial system. Namely, 86,8%
of the total resources of the financial system in R. Macedonia are doyrted banking institutions. The trust into the
Macedonian banking sector has been discredited many times, fromothen fforeign currency saving, through
pyramidal collapsing of saving banks, and of some smaller baokswiBh the improvement of the overall situation in
the country, and by supervision and law regulative strengthehimdpst trust in the banking sector has been gradually
restored.

2. Ingtitutional set-up of the banking sector in R. M acedonia

The banking sector is the main column of each national economy. Thendpasector in R. Macedonia
consists of 15 banks and 3 savings banks. 11 of the bemksaénly in the ownership of foreign shareholders, while 7
are subsidiaries of foreign banks. Namely, the participation of foreigitatanto the total banking system in R.
Macedonia is 74,8%[1].

Depending on the total assets volume, the banks are grouped into thneg ge big, medium and small banks. The
largest part of the total assets (67%) is concentrated in the four big banksdibate high concentration of the
banking system in R. Macedonia. The high concentration sets aparalsbanks that have systematic importance,
which realizations have crucial role for the total banking system and domestiomy.

The stability of the banking system of R. Macedonia is kept alatively stable level. The most important
factors for stability and resistance of the banking sector to intamdhlexternal shocks are its high liquidity and
solvency. Macedonian banks are very conservative regarding theevoluthe liquid assets kept by them and which
“occupies” one third of the total assets, and covers about 60% of the households’ deposits and over 90% of the
liabilities by a contractual remaining maturity of 30 days.

The capital adequacy is almost twice higher than the minimum recommeydeel law and it is 15,7%. The
profit is the main source for strengthening the banks’ capital position, which highlights the profitability importance, not
only for the banking system stability, but also for increasiegotinks activities. We see continual improvement of the
banking system profitability, mainly due to expenditures for interest rameaking, but spending efficiency is also
improved, due to the decrease of operating expenses, after a lerigdr  this situation of continuous decreasing of
deposits interest rates, which is generally a driver for improved profitadsilttye banks, but as well for an existence of
a risk for gradual exhausting of the space for continuing this tteadanks are faced with a challenge for maintaining
the profitability.

3. Research M ethodology

3.1. Objectives of the Study

The primary objective of the study is to find out the effect of intennéilexternal variables on banks profitability.
The secondary objectives with this study are as follows:

1. To identify the current situation of profitability of banks in Rdjubf Macedonia for year 2011 to 2015.

2. To explore the significance of relationships between the researatigbles related and profitability.

3.2 Description of Variables

In the empiical study, in order to analyze the determinants of banks’ profitability, the study used nine variables, three

of them are the dependent and the others are independent variables. The indepeinties are comprised of bank-
specific (total loans, asset qualitapital adequacy and total deposit to total assets) and macroeconomic determinants
(gross domestic product and inflation rate) of bank profitability.

4. Profitability of Macedonian Banking Sector from 2011 to 2015
4.1. Dependent Variables
A large number of empirical studies covered developed economies hawectweducted about factors
influencing bank profitability or determinants of bank profitability. wéwer, there is much less studies covered
emerging economies [2].
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In the literature, profitability of banks is generally measured byneaiorasset (ROA), returon equity (ROE)
and net interest margin (NIM) [3].

Return on assets (ROA) is an indicator of how profitable a bam&lasive to its total assets (loans and
investments). ROA gives an idea as to how efficient managemantgsng its assets to generate earnings. The ROA
figure gives investors an idea of how effectively the bank iseximg the money it has to invest into net income. The
higher the ROA number, the better, because the company is earngnaioey on less investment [4].

On the other side Return on equity (ROE) is the amount ofmetnie returned as a percentage
of shareholders equity. Return on equity measures a corporatiofitahplity by revealing how much profit a company
generates with the money shareholders have invested [5]. Low wdlthés indicator shows on very little earnings of
the banks [6].

The Net Interest Margin (NIM) variable is defined as the net interest income dhydedal assets. Namely,
NIM reflects the difference between interest income and interest expense asndageroé total assets [6]. NIM is
focused on the profit earned on interest activities.

In following tables is shown the profitability of banking institutiondRiepublic of Macedonia measured by these three
indicators.

ROAA
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-80%
-100%
2011 2012 2013 2014 2015
Small banks -1,00 -5,6 0,2 -0,6 0,1
B Medium banks| -1,10 0,2 0,6 0,7 0,8
M Big banks 1,20 0,8 0,8 1 1,3

Fig. 1: Rate of Return of Average Assets(ROAA)
Sourcehttp://www.nbrm.mk/?ItemID=B72D99AC6F95284EB030DOE10BD53369
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Small banks -4,5 -39,3 -1,8 -5,5 -0,2

B Medium banks| -9,7 1,7 4,7 5,5 7,2
M Big banks 12,2 8,4 7,1 9,1 12,5

Fig. 2: Rate of return of Average Equity (ROAE)
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Sourcehttp://www.nbrm.mk/?ItemID=B72D99AC6F95284EB030D0OE10BD53369
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Graphno 1: Source: authors’ compilation from the banks financial statements

On the basis of the results shown in the previous two tables, it ceonblided that the profitability of the
banking institutions in the period up to 2013, is in a mild degrgass a result of the world economic crisis, while in
the period after 2013, a positive trend can be seen. So, we can state thiggén banks bring the positive financial
result, with which 86% of the total financial result are concentrated in 2015.

Furthermore, it can be seen that the medium banks show positive tendétivd@spyofitability, as well.

The exemption are the small banks, that have not created enough higtalsledrevenues yet, which will
enable them positive financial result and long-term perspective for suNealely, the small banks are characterized
by negative financial results, that in 2014 and 2015 showed mosidwements in respect of decreasing the negative
result compared to that in the previous years. The reasons foisguation of the small banks is mainly due to the
small market share of the small banks group in the banking systé&Mdfonly 3,7%), continuing credit activity
decreasing, decreased amount of deposits , and the decreassthgefficiency of these banks. Therefore, it is most
possible that part of them will face a need for changing the bgsimedel or changing the working strategy. Just
because of these reasons, one of the measures to be recommendddtimaéhis a concentration of the capital ie th
banking sector through a merger of the smaller banks.

The Interest rate margin, that is a difference between the average interestoraitefand deposits, is an
important indicator for the working efficiency of a bank or a banldgstem as a whole. The difference between the
price that the banks collect on the given credits and that one whialdisipthe collected deposits, shows how big the
operating expenses of the bank’s working are, i.e. how efficient the banking system is in its function of financial
intermediation. Also, the interest rate margin reflects the competition level betlosesstic banks, and external
competition in the banking sector (available credits abroad, foreign crediirlittescountry etc.).
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Net Interest Margin
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Graph no. 2: Net Interest Margin in percent

Source: Indicators of the Banking System of Republic of Macedonia, NBRM

Reports on the risks in the banking system of the Republic ofddacein the fourth quarter from 2011 to
2015

As it can be seen in the graph no. 2, there is a positive trend in theemest margin movement within the
observed period. The annual increasing of the net interest margiefiscion of a more pronounced annual growth of
the net interest revenue from the average interest-bearing assets grdadh.the main cause for the interest margin
increase is the decreasing of the interest expenditures, which at #énéire@nhave contributed to an annual decrease of
the expenditures from interests per interest-bearing liabilities unit.

4.1. Independent Variables

The determinants of banks’ profitability are usually assorted into internal and external factors.
According to Husni [8] the internal determinants of banks profitalalieynormally consisting of factors that are within
the control of commercial banks. They are the factors which affect the remeditiee cost of the banks.
In our study we use the following four bank-specific characteristiosanal determinants of bank profitability: total
loans, asset quality (non-performing loan to total loan ratapital adequacy and total deposit to total assets are used.
On the other side, in terms of external determinants, generally asmetonomic variables are used: annual real gross
domestic product growth rate (GDP) and annual inflation rate (INF).

Total Loans: In the literature its quiet common to find as a result that the bank profitabilitgreased when
the loan portfolio is increased related to other more secure assets.r@dtisr gelative proportion of loans in the
portfolio of the bank is usually coupled with a greater liquidity rig&irg from the inability of banks to accommodate
decreases in liabilities or to fund increases on the assets side of theelshlaat [9].
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Graph no.3: Total Loans in Banking System of Republic of Macedonmil{ion denars)
Source: Indicators of the Banking System of Republic of Macedonia, Crquisire, NBRM

As it is shown in the previous grapte level of total loans has increased during the years. According to the
literature that should be accompanied with an increase of performampeefitability because higher level of loans
means higher incomes from the interest of the loan. The resuhie ebnducted analysis in our country have proved
the positive correlation between the profitability and the increased level of #uit Gxposure of the banking
institutions.

Asset Quality: The quality of assets held by a bank depends on exposure toicspesiif, trends
innonperforming loans, and the health and profitability of bamkolaeers. Poor asset quality and low levels ofliquidity
are the two major causes of bank failures [10].

Poor asset quality led to many bank failures [11]. The theory prop@adsitin profitability will decrease if the firm is

highly exposed by creditrisk, hence we expect the inverse relationship beiale profitability and non-performing
loan to total loanratio (NPL). For the purpose of this study, nofoqmeing loan to total loan ratio (NPL) used to
measure asset quality.

NPL to Total Loans ratio

12,0%

11,0%

L / T~
=
5 10,5% /
< 10,0% _
9,5%
9,0%

2011 2012 2013 2014 2015

= NPL to Total Loans

. 9,9% 10,5% 11,5% 11,3% 10,8%
ratio

Graph no 4: NPL to Total Loans ratio
Source: Indicators of the Banking System of Republic of Macedonigatogs for the quality of the
credit portfolio, NBRM

L ACADEMICA BRANCUSI” PUBLISHER, | SSN 2344 — 3685/ SSN-L 1844 - 7007

35



Annals of the ,,Constantin Brincusi” University of TArgu Jiu, Economy Series, Issue 2/2017

From the previous graph, it can be seen that there are some dramatic ¢hahgdevel of non-performing
loan with respect to the total credits. Namely, up to 2013, there wagha isicreasing of these credits, but in the
following two years, the level of these credits gradually decreased.

Slow growth of the noranctional credits in the conditions of higher acceleration of the banks’ credit activity,
led to decreasing of the non-functional credits into the total credii3,8%. Coverage of non-functional credits by the
separated correction of the value is high, that indicates satisfactory capatity b&nking system for absorbing
potential credit losses. Compared to some countries in our neighborhoaddandthe share of the not-reserved part
of the total non-functional credits in the own resources of the baskstgm of R. Macedonia, is significantly lower.
This indicator is more favorable only for the banking system ok&yu The share of the not-reserved part of the non-
functional credits in the own resources of the banking system of Reddai, is three times lower than the estimated
average value for the banking systems of the analyzed countrigdeyTMacedonia, Poland, Romania, Slovakia,
Czech R., BIH, Croatia, Hungary, Slovenia, Montenegro)[12].

Capital adeguacy: The ratio of equity to total assets (CA) is considered one of the basic ratios f
capitalstrength. It is expected that the higher this ratio, the lower the faeaxkternal funding and the higher
theprofitability of the bank. It shows the ability of bank to absorbsds and handle risk exposure with
shareholder.Equity to total assets ratio is expected to have positive relatigmofittibility that well-capitalized banks
face lower costs of going bankrupt whichreduces their costs offyiatd risks [13].

Capital Abequacy Ratio

17,50%

17,00% /\\

o 16,50% \
= 16,00%
< 15,50%

15,00%

14,50%

2011 2012 2013 2014 2015

=== Capital Abequacy

. 16,80% 17,10% 16,80% 15,70% 15,50%
Ratio

Graph no 5: Capital Abequacy Ratio
Source: Authors’ compilation from the banking system indicators and reports, NBRM

Although there is a trend for decreasing the capital adequacy rate (graphitnis still twice higher than the
minimum of 8% determined by the law. Additional factor for strentyency of Macedonian banking system is the
high quality of the own assets, of which only a half has been “used” for regular risks covering [14].

Total deposit to Total Assets. The total deposit to total assets (DEPOS) ratio is a variable measuring the
amount of deposits held by a bank proportional to its size. Deposits are banks’ primary sources of funds that they can
invest to generate income. According to the literature a higher share of custepesits in bank liabilities should
increase a bank’s profitability, considering that deposits constitute a cheap and stable financial resource compared with
other financing alternatives [15]. Thus, we examine whether thera@iiga relationship between the proportion of
customer deposits in a bank's total liabilities and the bank’s profitability.
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Graph no 6: Total deposits to Total Assets

4.3 Independent Variables

Some of the recent literature emphasizes the importance of changesraecoaomic conditions on bank
performance. According to the external factors that influence the baséatgr we analyze the GPD and inflation rate.
GDP: It is a measure of the total economic activity and it is adjusted for inflatmrarding to P. |. Vong et al [16] the
economic growth, which is measured by the real GDP growth rate (R@@®Eexpected to affect banking profitability
positively. Namely, higher economic growth may lead to a greater defoatoans which will result in both interest
and non-interest incomes hence increase in the profits of commercial banks
In following graph are shown GDP growth rates for the period 120 2015.

GDP
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Graphic no 7: GDP growth rates
Source:Authors’ compilation from the reports of the State Statistical Office of Repob
Macedonia

Inflation Rate: it measures the overall percentage increase in Consumer Price Indefof(@RIyoods and
services. Inflation affects the real value of costs and revenues [17].
In literature there are different views about the impact of inflation onrtifegbility of banks.

For instance, Demirgilig-Kunt and Huizinga [18] suggest that inflation enhances bankadvdity. They opine
that the positive relationship between inflation and bank profitability impliesbidyat income increases more with
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inflation than bank costs. High inflation rates are also generally assouidtedigh loan interest rates, and therefore,
high incomes. Banks also obtain higher earnings from float or diglayediting customer accounts in an inflationary
environment [19].

However, if inflation are not anticipated and banks are sluggish in adjuk#ir interest rates then there is a possybilit
that bank costs may increase faster than bank revenues and hence adffecsddgink profitability[20].

In graphic no xxx is exposed the inflation rate in Republic of Maced8nigit could be concluded that there is
decreasing trend in the researched period (2011-2015).

Inflation Rate
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P 3,0 & \
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=
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Graphic no 8: Inflation rates
Source: Authors’ compilation from the reports of the State Statistical Office of Republic of

Macedonia

5. Correlation of internal and external factors as per profitability of banking institutions, expressed by the
indicators ROA, ROE and Net Interest Margin

Table no 1. Correlation of internal factors (Total Loans, NPL, Capital Abggaad Total deposits to Total
Assets) as per profitability of banking institutions, expressed by the RO

Capital Total
NPL to Total Abequacy deposits to
ROAA Total Loans Loans ratio Ratio Total Assets
2011 0.4 338,062 9.9 16.8 234,161
2012 0.4 365,561 10.5 17.1 245,373
2013 0.6 386,952 11.5 16.8 259,299
2014 0.8 423,575 11.3 15.7 286,979
2015 1.1 459,658 10.8 15.5 306,190
Capital Total
NLP to Total Abequacy deposits to
ROAA Total Loans Loans ratoo Ratio Total Assets
ROAA 1
Total Loans 0.974936 1
NLP to Total
Loans ratoo 0.447492 0.560444008 1
Capital
Abequacy Ratio  -0.93336 -0.897756967 -0.344209416 1
Total deposits
to Total Assets 0.982171 0.995795964  0.533499795 -0.93403706 1
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On the basis of the results obtained from the performed analysis,iea@oncluded that there is a very strong
positive correlation between Total Loans and Total deposits on the oneshianteriaal factors, and the indicator of the
banking institutions profitability ROA, on the other hand. Al8wre is a very strong negative correlation between
Capital Adequacy as an internal factor and the indicator of the bankingtinstt profitability ROA. NPL have weak
influence on this indicator of the banking institutions profitability.

Table no 2: Correlation between the external factors (GDP and Inflation Rape) ¢he profitability of the banking
institutions expressed by the indicator ROA

ROAA GDP Inflation Rate
2011 0.4 2.3 2.8
2012 0.4 -0.5 4.7
2013 0.6 2.9 1.4
2014 0.8 3.5 -0.5
2015 1.1 3.9 -0.3
ROAA GDP Inflation Rate

ROAA 1

GDP 0.756956 1

Inflation Rate -0.86217  -0.94409 1

The obtained results show that there is a positive correlation between GDP dsraal dactor and the
indicator of the banking institutions profitability ROA. Also, theraistrong negative correlation between Inflator
Rate as an external factor and the indicator of the banking institutions gliofiRDA.

Table no 3: Correlation of internal factors (Total Loans, NPL, Capital daimgand Total deposits) as per the banking
institutions profitability expressed by the ROE indicators

Capital
NLP to Total Abequacy Total deposits
ROAE Total Loans Loans ratio Ratio to Total Assets
2011 1.2 338,062 9.9 16.8 234,161
2012 0.8 365,561 10.5 17.1 245,373
2013 0.8 386,952 11.5 16.8 259,299
2014 1 423,575 11.3 15.7 286,979
2015 1.3 459,658 10.8 155 306,190
Capital
NLP to Total Abequacy Total deposits
ROAE Total Loans Loans ratio Ratio to Total Assets
ROAE 1
Total Loans 0.355613 1
NLP to Total
Loans ratoo -0.44516 0.56044401 1
Capital
Abequacy Ratio -0.61616 -0.897757 -0.344209416 1
Total deposits
to Total Assets 0.409684 0.99579596  0.533499795 -0.93403706 1

From the previous table, it can be seen that there is a weak positetionrbetween Total Loans and Total
deposits on the one hand as internal factors and the indicator of the biaskingions profitability ROA. Also, there
is a weak negative correlation between NLP as an internal factor and tbatdndf the banking institutions
profitability ROA. Capital Adequacy has significant influence on thiidator of the banking institutions profitability
expressed by the negative value of the correlation coefficient.
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Table no 4: Correlation of external factors (GDP and Inflation Rate) as per thimdoamstitutions profitability
expressed by the indicator ROE.

ROAE GDP Inflation Rate
2011 1.2 2.3 2.8
2012 0.8 -0.5 4.7
2013 0.8 2.9 1.4
2014 1 3.5 -0.5
2015 1.3 3.9 -0.3
ROAE GDP Inflation Rate
ROAE 1
GDP 0.571688672 1
Inflation
Rate -0.457462558 -0.94409 1

There is a significant correlation between GDP as an external factor ariddibator of the banking
institutions profitability ROE. Also, there is a weak negative correlationdeat Inflator Rate as an external factor and
the indicator of the banking institutions profitability ROE.

Table 5: Correlation of internal factors (Total Loans, NPL, Capital Adequatylatal deposits) as per the banking
institutions profitability expressed by Net Interest Margin

Capital
Net Interest NLP to Total Abequacy Total deposits
Margin Total Loans  Loans ratoo Ratio to Total Assets
2011 3.6 338,062 9.9 16.8 234,161
2012 3.6 365,561 10.5 17.1 245,373
2013 3.7 386,952 115 16.8 259,299
2014 3.9 423,575 11.3 15.7 286,979
2015 4.1 459,658 10.8 155 306,190
Capital
Net Interest NLP to Total Abequacy Total deposits
Margin Total Loans Loans ratoo Ratio to Total Assets
Net Interest
Margin 1
Total Loans 0.970859808 1
NLP to Total
Loans ratoo 0.396206715 0.56044401 1
Capital
Abequacy Ratio  -0.956273814 -0.897757  -0.344209416 1
Total deposits
to Total Assets 0.983153417 0.99579596  0.533499795 -0.93403706 1

There is a very strong positive correlation between Total Loans and €ptdits on the one hand as internal
factors and the indicator of the banking institutions profitabMit Interest Margin. Also, there is a very strong
negative correlation between Capital Adequacy as an internal factor anddibatdr of the banking institutions
profitability Net Interest Margin. NPL have a weak influence on this indicdtitredbanking institutions profitability.
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Table no 6: Correlation of external factors (GDP and Inflation Rate) as per thimdoamstitutions profitability
expressed by Net Interest Margin

Net Interest Margin GDP Inflation Rate
2011 3.6 2.3 2.8
2012 3.6 -0.5 4.7
2013 3.7 2.9 1.4
2014 3.9 3.5 -0.5
2015 4.1 3.9 -0.3
Net Interest Margin GDP Inflation Rate
Net Interest Margin 1
GDP 0.736429655 1
Inflation Rate -0.853673846 -0.94409 1

There is a strong positive correlation between GDP as an external factor andidhtoinaf the banking
institutions profitability Net Interest Margin. Also, there is a strong negativelation between Inflator Rate as an
external factor and the indicator of the banking institutions profitabilityietest Margin.

CONCLUSION

This paper has examined how bank-specific characteristics and some maamedantors had affected the
profitability of commercial banks in Republic of Macedonia over the geriom 2011 to 2015. The determinants of
banks’ profitability used in thisstudy were total loans, assets quality, capital adequacy, total deposit to total assets as
bankspecific factors and GDP and Inflation rate as macroeconomic fachergedults from this study showed that
compared with internal factors, external factors have less impact on bditétplity .
Empirical findings can be summarized as follows:

» There is a very strong positive correlation between Total Loans and €ptadits on the one hand as internal
factors and the indicators of the banking institutions profitabili@ARand Net Interest Margin, but a weak
positive correlation with reference to the indicator of the banking institypiaiiability ROE.

» NLP have a weak influence on ROA, ROE and NIM, having in mindabetiat during the observed period,
there has not been any significant deterioration in the amount of non-functiedis.

» There is a very strong negative correlation between Capital Adequacy asraalifactor and the indicators
of the banking institutions profitability ROA, ROE and BIM. Suchekation is a result of the fact that the
capital adequacy rate in R. Macedonia is still almost twice higher thanitiraum of 8% determined by the
law.

» There is a significant correlation between GDP as an external factor andRRIEAand NIM. On the other
hand, the inflation rate has not any significant influence on thétaisitity shown through ROA and ROE.
Namely, there is a weak negative correlation between Inflator Rate as arakfdetor and the indicator of
the banking institutions profitability ROE. Also, there is a strorgptiee correlation between Inflator Rate as
an external factor and the indicators of the banking institutions profiyaRiMA and NIM.

Having in mind the actual situation of the banking institutions in Bépof Macedonia and the results of the
performed research, our further researches will be directed towaddsaded analysis of non-functional credits
influence on the profitability of the banking institutions in RepublidMacedonia.
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