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Abstract

The main purpose of this study is to examine the key determinants of the profitability of commercial banks, Islamic
as well conventional in Bahrain. Bahrain serves as a major banking center in the Arabian Gulf and commercial
banks play a leading role in the banking sector of Bahrain. In the global banking system, Bahrain occupies an
important position as a key offshore banking hub and is renowned as a leading center of Islamic finance. The study
uses balanced panel data sets of commercial banks retrieved mainly from the publications of Bahrain Bourse. The
study was performed using 8 years of data for the period from 2006 to 2013.The study uses macroeconomic and
financial structure indicators including inflation rate, interest rate, exchange rate, economic growth in addition to the
banks internal characteristics. The findings reveal that capital adequacy ratio, the global financial crisis of 2008,
capital strength, interest rate, debt ratio, and type of the bank are the main determinants of commercial banks
profitability measured by ROE. The study found that ROA as a proxy of profitability is inferior to ROE. This
implies that management would behave to place more emphasis on ROE rather than ROA when gauging bank
performance. The study is valuable to academicians, bankers, policy-makers and bank managers as it fills the gap in
the literature by providing up-to-date evidence of the determinants of profitability of banks in Bahrain. The findings
of this study may possibly make a contribution to the body of knowledge governing finance decisions in this milieu.
It contributes to the contentious academic debate with respect to which bank-specific and macroeconomic variables
drive bank profitability — and which do not.
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INTRODUCTION

As of June, 2015, there are 403 financial institutions  which the management of a bank has low or no control.
operating in Bahrain. In addition to the Central Bank, = The macroeconomic and industrial factors used in this
100 banks operating in the kingdom'are categorized as  study include Global financial crisis, gross domestic
retail conventional banks (19), wholesale conventional  product growth rate, inflation rate, interest rate, and
banks (57), retail Is exchange rate.

Islamic banks (6), and whole sale Islamic banks (18). Of = The profitability of banks is normally gauged by three
these, 13 are locally incorporated. Seven of them are  measures; return on equity (ROE), return on assets
commercial banks listed in the Bahrain Bourse. A (ROA) and net interest margin (NIM). This study
progressive and well-functioning banking sector is very  focused primarily on ROE and ROA. Since the study
important for the economic growth of the country and  sample is composed of balanced data composed of
profitability is essential for a well-functioning banking  Islamic and conventional banks, NIM is excluded as it
sector (Samina Riaz, 2013). This study intends to necessitates calculating interest on loans; something that
investigate the influence of certain bank-specific and is not applicable to Islamic banks.

bank specific macroeconomic factors on the profitability

of commercial banks in Bahrain for the period 2006-  This study is mainly motivated by the fact that there is
2013. Bank specific or internal factors, according to the little or few information available for policy makers in
banking literature, are those factors over which a bank’s  this part of the world that would be used as guidance in
management has control. Macroeconomic variables  this crucial sector.

within which the bank operates are external factors over

RESEARCH PROBLEM
' CBB register, central bank of Bahrain, as of A major issue 1n the bank is 1ts profitability and the
Tune.302015. determinants of that profitability. To be able to
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maximize profitability, bank managers in particular and
other stakeholders in general need to know the factors
that influence the profitability of the bank. Knowing
these factors enables bank managers to exercise more
control over profitability. This study tries to solve this
issue by identifying key factors that influence the
profitability of the bank.

OBJECTIVES OF THE STUDY

The main objective of this study is to assess factors
influencing banking profitability. It presents an
empirical investigation to the relationship between
banks profitability on the one hand and group of bank-
specific and macroeconomic factors, on the other with a
view to identifying the determinants of banks
profitability in Bahrain.

SIGNIFICANCE OF THE STUDY

Few studies focus on the financial sector of Gulf
Cooperation Council (GCC) countries in general and
Bahrain in particular. Extensive review of the literature
reveals that there is a major gap in banking literature in
Bahrain. According to the best knowledge of the
researcher, there is no one study conducted that
similarly investigates and identifies the determinants of
banks profitability in the context of Bahrain. Even if
there are some, they are dissimilar in relation to the
period, data, factors used and methodology utilized.

Most of the evidences regarding commercial banks’
profitability largely focus on economic environments
that are different from that of Bahrain or GCC countries
and their conclusions may not be useful for Bahrain
financial planning. In the literature, the conducted
studies were mainly focusing on identifying the
determinants of profitability of either conventional or
Islamic banks. This study, on the other hand, focuses on
both types of banks. It has also investigated the effect of
the 2008 Global Financial Crisis on the profitability of
banks. In addition to the internal characteristics, the
study embraces macroeconomic and financial structure
indicators encompassing inflation rate, interest rate,
exchange rate, and economic growth. Hence, the
findings of this study may make a contribution to the
body of knowledge in this milieu. This study may well
provide more elaborate and contemporary evidences
that are helpful for policy makers’ strategic decisions
and are supportive for researchers, practitioners, and
academics. The next section provides some of the
banking profitability related literature review.

LITERATURE REVIEW

The examination of banking literature gives emphasis to
the existence of a large number of empirical researches
that focused on investigating the factors that influence
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bank’s profitability. The literature of Dbanking
profitability mainly considers bank profitability as a
function of external and internal factors. Internal factors
are bank specific (endogenous) and they are generally
under the control of bank management whereas external
factors are exogenous to the bank and embrace
macroeconomic indicators and industry variables. The
literature review of this study emphasizes the fairly
recent studies that provide empirical evidence on the
factors that influence the profitability in the banking
sector.

Bashir (2000) examined the impact of bank
characteristics and the financial environment on the
performance of Islamic banking in the Middle East. He
used a number of internal and external variables to
predict banks profitability and efficiencies. His results
showed that profitability is positively related to the
increases in capital and loan ratios. His empirical results
also showed significant positive relationships between
banks profitability, in the one hand, and foreign
ownership, taxes, higher GDP per capita and higher
inflation rates, on the other. The study concluded that
foreign-owned banks are more profitable than domestic
ones and that profitability is positively influenced by
macroeconomic setting and stock market development.
Haron (2004) investigated the effects of the factors that
influence the profitability of Islamic banks. The findings
of his study suggest that total expenditures, liquidity,
funds invested in Islamic securities, and the percentage
of the profit-sharing ratio between the bank and the
borrower of funds are highly correlated with the level of
total income received. The study revealed similar effects
for external factors like size of the bank, interest rates
and market share.

Kosmidou et al. (2005) examined the influence of bank-
specific factors, macroeconomic indicators and financial
market structure on the profitability of UK commercial
banks using panel evidence over the period 1995-2002.
Their results indicated that equity to assets ratio as a
proxy of capital strength was the main determinant of
UK banks profitability. They found that cost-to-income
ratio and bank size as having negative impact on UK
bank profits. Size of the bank and the efficient
management of expenditures were also found by the
study to be key factors in influencing profits.

Ben Naceur and Goaied, (2008) investigated the impact
of banks' characteristics and macroeconomic indicators
and financial structure on banks' profitability in
Tunisian banks during 1980-2000. They utilized the
balanced panel data regressions as the estimation
technique. They found a positive and significant
coefficient on the overhead to assets ratio variable in the
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net interest margin and ROA equations. The coefficient
on economic growth variable was found to be
insignificant in all regressions used. They concluded
that a larger stock market relative to the banking sector
increases bank profits and margins.

Sufian and Chong (2008) examined the determinants of
profitability of Philippines commercial banks. Their
empirical results suggested that banks profitability is
negatively related to size of the bank, credit risk, and
overhead expenses while non-interest income and
capitalization are revealed to be positively related. They
confirmed that the impact of money supply, economic
growth, and stock market capitalization are not
significant in explaining the variations in the
profitability of the Philippines banks. Inflation on the
other hand was confirmed to have a negative impact on
bank profitability.

Flamini and Schumacher (2009) examined the
determinants of bank profitability using a panel of
unbalanced data of 41 Sub-Saharan Africa countries.
They proposed that profitability measured by ROE is
associated with activity diversification, larger bank size,
and private ownership. Bank profitability is revealed to
be affected by macroeconomic variables, inflation and
stable output growth.

Sufian (2011) examines the determinants of the
profitability of Korean banks using bank specific and
macroeconomic variables employing unbalanced bank
level data for the period 1992-2003. He found negative
relationships between liquidity levels and profitability.
Credit risk and overhead costs were found to have
negative impacts on profitability. Inflation was found to
have a substantial pro-cyclical impact on bank
profitability. The study concluded that Korean banks
were relatively more profitable during the pre-Asian
financial crisis compared to the post crisis period.

Munyambonera  (2011)  investigates the key
determinants of commercial banks’ profitability in Sub-
Saharan Africa. He used panel data set for a sample of
224 commercial banks from 42 countries, for the period
1999 to 2006.The study confirmed the importance
capital adequacy, assets, operational efficiency,
liquidity, GDP growth and inflation in explaining bank
profitability.

Hoffmann (2011) studies the determinants of the
profitability of the US banking industry using bank
specific and macroeconomic variables during the period
1995-2007. The empirical results of the study document
a negative relationship between the capital ratio and the
profitability. The study finds that economies of scale do
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not occur in terms of profitability and the size of the
bank. The external factors were revealed to be
statistically significant in determining the profitability
of banks.

Using ordinary least square technique, Christine and
Dong (2011) examine the determinants of profitability
of a large sample of US banking sector over the years
2000 to 2008. Their results suggest that bank specific
factors, with the exception of size, are significantly
positively related to bank performance. GDP and
interest rate changes were also found to be significant in
explaining banks’ profits in the US. In particular, they
find that bank-specific variables like capital ratio, loans
and deposits are positively related to bank performance
as measured by ROA.

Akhtar et al. (2011) used multivariate regression
analysis in order to analyze the profitability of
conventional commercial banks in Pakistan over the
period from 2006 to 2009. Their findings show that
gearing ratio, non-performing loans in banks ratio and
asset management ratio are having significant effects on
the profitability. Size of the bank is found to be a
significant indicator for profitability when ROA is used
as proxy for bank’s profitability and insignificant
indicator when ROE 1is used as proxy for the
profitability of commercial banks.

Rao and Lakew (2012) carried out a study to explore the
main determinants of profitability of Ethiopian
commercial banks. They used unbalanced panel data of
banks over the period 1999-2008. They used capital
structure, liquidity, credit risk, asset quality, loan
portfolio, and expense management aspects as internal
factors whereas the industry and the macroeconomic
scenarios within which the banks operate are used as the
external factors. Their results indicate that the most
determinants of bank profitability are the internal
factors; Capital adequacy, diversification, bank size,
Liquidity, and operational efficiency. The external
factors on the other hand were found to be statistically
insignificant.

Rami Zeitun (2012) used a cross-sectional time-series to
empirically investigate bank-specific variables and
macroeconomic indicators on Islamic and conventional
banks in GCC countries during the period 2002-2009.
He found that bank’s equity is significant in explaining
and increasing commercial banks profitability.
Efficiency measured by the cost-to-income ratio was
found to have negative and significant impact on the
performance of both Islamic and conventional banks,
while bank’s size was found to have negative and
significant impact on ROA for Islamic banks only.
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Bank’s age was found to have no effects on banks’
profitability. The study also found positive correlation
between GDP and profitability, and negative correlation
between inflation and profitability.

Samina Riaz (2013) investigated the influence of some
bank-specific and macroeconomic indicators on the
profitability of commercial banks in Pakistan. She used
ROE and ROA as measures of profitability. Her
regression results show that credit risk, interest rate,
total assets, and total debt to total assets ratios have
significant impact on ROE. The results also show that
credit risk and interest rate have significant impact on
ROA. The wvariations in results according to the
researcher were caused by differences in sizes of
Pakistani banks.

Obamuyi (2013) examined the relationships between
bank capital, size, interest income, expense
management, the economic condition, and banks’
profitability in Nigeria. He employed the fixed effects
econometric model on a panel data of 20 banks for the
period 2006 to 2012. His study findings confirm that the
bank capital, interest rate, expenses management and
the economic situation of the country have a statistically
significant influence on banks’ profitability.

Durguti et al. (2014)used time-series data during the
period 2006- 2013 to empirically investigate the
determinants of banking system profitability in Kosovo.
They used linear regression model to analyze the data of
the three bank profitability measures (ROA, ROE and
NIM). They examined the impact of capital adequacy,
total loans to total assets, provision for loan losses to net
interest income ratio, non-interest income to total
income ratio and managerial efficiency. The study
found that all these ratios are having strong influence on
the profitability of Kosovo banks.

A more recent study by Ishmael and Benjamin (2015)
was conducted to investigate the relationship between
profitability and a set of bank-specific characteristics
and macroeconomic factors on banks in Ghana for the
period 1999-2010. The study confirmed that cost
management has an inverse relationship with
profitability, whereas bank size and liquidity have
positive association with profitability of foreign and
local banks. Their research results suggest that bankers
should pay attention to cost maintenance, and prudent
risk management to deliver profitability.

Going through the previous literature, one can conclude
that the main factors that influence the banks’
profitability are characterized as being bank-specific,
industrial, and/or macroeconomic. The literature
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supports the evidence that return on assets (ROA),
return on equity (ROE) and net interest margin (NIM)
are the main variables used to measure banks
profitability.

The previous studies results and findings are, to a
certain extent, contradicting in some aspects and
harmonizing in others, which implies that the
determinants of profitability of banks vary with time,
economic environment, and country.

DATA AND METHODOLOGY

This study uses data obtained largely from the balance
sheets and income statements of the commercial banks
representing the study sample. The bank-specific
variables comprise capital adequacy, cost to income
ratio, equity to total assets, liquid assets to total assets,
bank’s size, and total liability to total equity ratio. These
data were retrieved from Bahrain Bourse publications
and from the individual financial statements of the
selected banks. The macroeconomic data encompass
gross domestic product growth rate, inflation rate,
Interest rate, and exchange rate” and these were obtained
from the IMF database. Banks that have fewer than 8
years of data from i.e., 2006 to 2013 were excluded
from the study sample. These are either newly chartered
or are liquidated or merged with other banks. In other
words, the sample comprises all the commercial banks
listed in Bahrain Bourse that have published data for the
designated study period. The sample is consisted of 6
commercial banks, three of them are conventional,
namely, Ahli United Bank (AUB), Bank of Bahrain and
Kuwait (BBK), and National Bank of Bahrain (NBB),
whereas the remaining three are Islamic banks and
encompass Bahrain Islamic Bank (BisB), Al Salam
Bank (SALAM), and Ithmar Bank ITHMAAR).

THE STUDY HYPOTHESES

In order to investigate the relationships between banks
profitability and certain bank specific variables (i.e.
individual bank characteristics), and a group of
macroeconomic variables, the following 12 null
hypotheses were designed and used for testing:

H1: There is no statistically significant relationship
between banks profitability and capital adequacy of the
bank.

H2: There is no statistically significant relationship
between banks profitability and the Global financial
Crisis.

2 The study uses GB pound conversion rate (£/BD) for
exchange rate calculation of the local currency (BD) as the
latter is officially pegged to the US dollar.
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H3: There is no statistically significant relationship
between banks profitability and cost management
(efficiency) of the bank.

H4: There is no statistically significant relationship
between banks profitability and capital strength of the
bank.

HS5: There is no statistically significant relationship
between banks profitability and economic growth of the
country3.

H6: There is no statistically significant relationship
between banks profitability and inflation rate.

H7: There is no statistically significant relationship
between banks profitability and interest rate.

HS8: There is no statistically significant relationship
between banks profitability and liquidity of the bank.
H9: There is no statistically significant relationship
between banks profitability and size of the bank.

H10: There is no statistically significant relationship
between banks profitability and leverage (debt ratio) of
the bank.

H11: There is no statistically significant relationship
between banks profitability and type of the bank
(Islamic or conventional).

HI12: There is no statistically significant relationship
between banks profitability and exchange rate’ in the
country.

THE STUDY MODEL

This study uses multiple-regression model to test the
effect of certain explanatory variables (bank specific
and macroeconomic indicators) on the profitability of
banks. It uses balanced panel data for this purpose. The
study examines the potential determinants of
commercial banks profitability using correlation test and
multiple regression analysis. The study investigates the
effect of 12 explanatory variables on the profitability of
the bank (explained variable). The variables used in this
study were determined based on the results reached by
prior studies and established according to the
availability of data for measurement purposes.

Profitability in this study is measured by both return on
equity (ROE) and return on assets (ROA).The study
model expresses banks profitability as a function of
capital adequacy ratio (CADEQ), global financial crisis
(CRISIS), cost management (efficiency) proxied by the
cost to income ratio (CTIR), capital level proxied by

3Country denotes the country where the bank is
operating; in this case, the country is Bahrain.
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equity to total assets ratio (EQTOTA), economic growth
proxied by gross domestic product growth rate (GDPG),
inflation rate (INFLR), Interest rate (INTRR), liquidity
measured by liquid assets to total assets ratio (LATTA),
size of the bank represented by the natural logarithm of
its total assets (LNTA), gearing (debt ratio) represented
by ‘total liability to total equity’ ratio (TLBTTE), type
of the bank (TYPE), and exchange rate of the home
currency (XRATE). Following are the multiple-
regression models estimated to test the hypotheses of
the study:

EMPIRICAL RESULTS

The following sections represent the empirical results of
the study. Besides the descriptive statistics, the study
uses correlation and regression analyses.

Descriptive Statistics

In order to describe the basic characteristics of the study
variables, the study uses various descriptive statistics.
As Table 1 reveals, these include mean, median,
maximum, minimum, standard deviation, skewness,
kurtosis, Jarque-Bera, and probability.

The Table shows that Skewness is positive for 7 series
indicating that fat tails on the right hand side of the
distribution. On the other hand, the table reveals
negative skewness values for 7 series which indicate
that fat tails on the left-hand side of the distribution.
Positive and negative values of skewness indicate that
the results, to a certain degree, are not normally
distributed. Since values of kurtosis are deviated from 3,
Kurtosis values of all variables shows also that data is
not normally distributed. To further test for the
normality of the data the study uses Jarque-Bera
statistics and corresponding probability (p-values).
Based on the values of these two tests the normality
assumption is rejected at significance level of 1%
(probability equals 0.01 or less) for ROE, ROA,
CADEQ, CITR, EQTOTA, INFLR, and rejected at
significance level of 5% (probability equals 0.05 or less)
for CRISIS, GDPG, LATTA, TYPE and XRATE.
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Profitability =f (CADEQ, CRISIS, CTIR, EQTOTA_GDPG, INFLR, INTRR, LATTA, LNTA, TLBTTE, TYPE,
XRATE)

ROE ; | = By+BiCADEQ ; , +B,CRISIS + B;CTIR+ B,EQTOTA ; , +BsGDPG ; , +B6INFLR ;  +B;INTRR ; .
+BsLATTA +BoLNTA ;  +B1oTLBTTE ; ( +B, TYPE+B,XRATE ; , + pt - (1)

ROA ; ( = BotB;CADEQ ;  +B,CRISIS + B;CTIR+ B,EQTOTA ;  +BsGDPG ;  +B6INFLR ;  +B7INTRR ;
+BsLATTA ; ( +BoLNTA ;  +P1oTLBTTE  +1; TYPE+B,XRATE;  + pn ---- (2)
Where:

By: the intercept or constant amount

B- By, are coefficients of the explanatory variables

. stands for the error term

Profitability= profitability of the listed commercial banks in Bahrain Bourse measured by ROE and ROA.

ROE ; ,= return on equity of bank i in year ¢

ROA | (= return on assets of bank 7 in year t

CADEQ ; ~ capital adequacy ratio of bank i in year ¢

CRISIS= global financial crisis, denoted by dummy variables where 0 signifies the years 2008 or before and 1
signifies the years after 2008).

CTIR ;= cost to income ratio of bank i in year ¢

EQTOTA ; , = equity to total assets ratio (refers to capital strength) of bank i in year ¢

GDPG; , = gross domestic product growth rate of country i in year ¢ (here the country is Bahrain)

INFLR ; , = inflation rate of country i in year ¢ (refers to the changes in the price level and captured by annual growth
in inflation rate in Bahrain).

INTRR ; , = interest rate of country 7 in year ¢

LATTA ; ,=liquid assets to total assets ratio (refers to liquidity) of bank i in year ¢

LNTA ; , = natural logarithm of total assets as a proxy of size of bank i in year ¢

TLBTTE ; , = total liability to total equity ratio (leverage or debt ratio) of bank 7 in year ¢

TYPE= type of the bank denoted by dummy variables where 1 signifies Islamic and O signifies otherwise
(conventional).

XRATE,; ; = exchange rate of country i in year ¢ (here the country is Bahrain)

Table (1): Descriptive statistics of the study variables

ROE |ROA |CADEQ |CRISIS [CTIR [EQTOTA |GDPG |INFLR [INTRR |[LATTA [LNTA [TLBTTETYPE [XRATE
Mean 0.0499 [0.0086 |0.2156 [0.6250 |2.3122 [0.1640 |0.0466 |0.0241 |0.0729 |0.2552 [14.484 |0.0608 [0.5000 |1.5868
Median 0.1283 [0.0144 |0.1804 [1.0000 0.4045 [0.1153 ]0.0412 |0.0280 |0.0755 ]0.2392 [14.560 |[0.0696 [0.5000 |1.6720
Maximum 0.2013 [0.1706 |0.7980 [1.0000 |85.380 [0.7253 |0.0829 |0.0353 |0.0830 |0.6025 [16.330 |{0.1230 [{1.0000 |1.7210
Minimum -0.5188 |-0.1400 |0.1161 [0.0000 [0.1960 [0.0742 [0.0210 |-0.004 {0.0590 |0.0257 |12.140 |0.00366)0.0000 |1.3290
Std. Dev. 0.1665 [0.0456 |0.1165 [0.4893 |12.251 [0.1124 ]0.0203 |0.0121 |0.0092 |0.1155 [0.9480 [0.0314 [0.5053 |0.1458
Skewness -1.6969 |-0.288 [2.9787 |-0.5164 [6.7002 |3.0098 |0.4475 |-1.464 [-0.4255 [0.6847 |0.1392 |-0.3349 [0.0000 |-0.6557
Kurtosis 5.2779 |7.904 |14.535 1.2667 |45.9370 |14.291 1.9731 [4.1127 [1.6044 [4.4236 |2.8480 |2.0674 |[1.0000 |1.7393
Jarque-Bera [33.413 |48.766 [337.09 [8.1422 [4046.3 |327.4 3.7113 [19.616 [5.3439 [7.8034 |0.2012 |2.6370 |8.0000 |6.6182
Probability  |0.000* |0.000* |0.000* [0.017** |0.000* ]0.000* |0.156**|0.000* |0.069 ]0.020**{0.904 [0.268 [0.018**|0.037**

(*) and (**) signify that the null of normality was rejected at significance levels of 1% and 5% respectively.

CORRELATION ANALYSIS
The study uses the correlation test through utilizing E-
views analysis tool to test for multicollinearity of the
variables. Table 2 below displays the correlation matrix
representing the resulting relationships among the study
variables. It shows the degree and direction (sign) of

correlation between each pair of the study variables.
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The Table, generally, reveals that none of the study
variables have multicollinearity problem with another
variable as they are all shown to be not highly correlated
with each other. This implies that none of the study
variables will be excluded from further analysis.
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Table (2): Correlation Matrix of the Study Variables

ROA ROE |LNTA |[LATTA [INTRR [INFLR |GDPG |[EQTOTA |CTIR |CRISISICADEQ [TLBTTE TYPE XRATE
ROA 1.000
ROE 0.608 [1.000
ILNTA 0.023 10.240 |1.000
ILATTA 0.129 10.240 }-0.375 |[1.000
INTRR 0.077 10.192 -0.206 [-0.003 | 1.000
INFLR 0.141 ]0.143 }0.023 }0.121 [0.173 |1.000
GDPG 0.333 10.354 |-0.193 10.077 [0.623 [0.498 |1.000
IEQTOTA [0.179 [0.051 -0.639 [0.364 0.314 |0.083 ]0.352 1.000
ICTIR -0.059 |-0.111 0.047 |-0.152 |-0.213 |0.039 |-0.103  |-0.068 1.000
ICRISIS 10.291 |-0.389 10.226 |-0.051 |-0.752 |-0.344 |-0.903  -0.380 0.125 [1.000
ICADEQ 0.312 ]0.283 |-0.584 10.629 [0.306 [0.061 [0.394 ]0.846 -0.120  |-0.410 |1.000
TLBTTE |-0.021 |0.028 |0.691 |-0.118 |-0.229 |-0.173 |-0.294 -0.713 -0.022  |0.289 |-0.548 1.000
TYPE -0.298 -0.610 |-0.691 |-0.075 ]0.000 |0.000 |2.2E-2 ]0.502 0.1595 [0.000 [0.181 -0.746 1.000
IXRATE  }-0.294 }-0.386 |0.211 }-0.072 |-0.715 |-0.290 |-0.9097 |-0.372 0.110  [0.965 |-0.410 0.289 0.000 |1.000

The correlation analysis shows that CADEQ, EQTOTA,
GDGP, INFLR, INTRR, LATTA, LNTA, TLBTTE
have a positive relationship with ROE, while CRISIS,
CTIR, TYPE, and XRATE have a negative relationship
with ROE. In other words, the table reveals that there is
a positive relationship between commercial banks
profitability measured by ROE and bank specific
variables including capital adequacy ratio, capital
strength, liquidity, size, and debt ratio, and
macroeconomic indicators including economic growth,
inflation rate and the interest rate. Besides, the table
shows negative relationships exist between profitability
and each of the global financial crisis of 2008, cost
efficiency management of the bank, type of the bank,
and the exchange rate.

The Table shows that the individual correlations
between ROA and each of the independent variables to
be similar to that of ROE, except for total liability to
total equity (TLBTTE), which is conversely shown to
be negatively correlated with ROA. The similarity of
the resulting signs of associations between the
explanatory variables and each of ROA and ROE can be
explained by the fact both ROA and ROE are measures
of profitability.

Regression Analysis

The study uses multiple regression analysis to examine
the impact of the explanatory variables on the
profitability of commercial banks in order to identify the
determinants of commercial banks profitability. The
study uses return on equity (ROE) and return on assets
(ROA) as measures of profitability of commercial
banks. ROE is used as a proxy for profitability of Model
1 and ROA is used as a proxy of profitability of Model
2. Adjusted R-squared, p-value, and Durbin-Watson
statistics were used by both models for decision making
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criteria.P-values are used as criteria to help decide
whether accept or reject the hypotheses of the study.
The null hypothesis is rejected and the alternative
hypothesis is accepted at 1%, 5%, and 10% level of
significance if the P-value is less than or equal to 0.01,
.05 and .10 respectively.

The Adjusted-R” is used as a measure of a goodness-of-
fit that penalizes additional explanatory variables
through using a degrees of freedom (d. f.) adjustment
when estimating the variance error. The adjusted R*
value of 0.820215 for Model 1 of the study suggests that
the model serves its purpose in determining the effect of
the independent (macroeconomic and bank-specific)
variables on the profitability of the bank. This indicates
that 82.02% of the variability of the bank profitability in
Model 1 can be explained by the independent variables.
The study uses Durbin-Watson Statistic as a statistical
method to test for first order serial correlation in the
errors of a regression model (Tony Lancaster, 2004).

DW helps in specifying the right combination of
explanatory variables (Gujarati, 2004). Durbin and
Watson (1950 and 1951) applied this statistic to the
residuals from ordinary least squares regressions and
developed bounds tests for the null hypothesis that the
errors are serially uncorrelated against the alternative
that follow a first order autoregressive process.D-W
Statistic is also wused to test the presence of
autocorrelation in the residuals (prediction errors). The
D-W statistic value of 1.840866 (model 1) indicates an
absence of autocorrelation and confirms that there is no
serial correlation as it is very close to 2.0. It implies
neither underestimation nor overestimation of the level
of significance for such a number of observations. For
Model 1, the computed F-statistic of 18.86867 at
probability (F-value) 0f0.000000 for the data regression
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indicates the null that all coefficients are simultaneously
zero is rejected and implies that the regression is
significant overall.

Table 3 below demonstrates the regression results
between the independent and the explanatory variables

employed in the study. It shows the regression analysis
between ROE and each of the independent variables
(i.e., CADEQ, CRISIS, CTIR, EQTOTA, GDPG,
INFLR, INTRR, LATTA, LNTA, TLBTTE, TYPE and
XRATE).

Table (3): Regression results between ROE and explanatory variables using Least Square Method (MODEL1)

|Variable Coefficient Std. Error t-Statistic IProb.

C 1.548931 0.652854 2.372553 0.0233
ICADEQ -0.727138 0.290663 -2.501648 0.0172%*
ICRISIS -0.164719 0.092025 -1.789948 0.0821*
CTIR 0.001262 0.000904 1.396034 0.1715
EQTOTA 0.547157 0.258280 2.118464 0.0413**
GDPG -1.232545 1.556028 -0.792110 0.4336
INFLR -1.013814 1.169400 -0.866952 0.3919
INTRR -5.198754 1.799809 -2.888502 0.0066***
LATTA 0.200153 0.140629 1.423277 0.1635
LNTA -0.019054 0.022391 -0.850950 0.4006
TLBTTE -5.369754 0.687590 -7.809528 0.0000%**
TYPE -0.507281 0.053781 -9.432287 0.0000%**
XRATE -0.041729 0.316492 -0.131849 0.8959
R-squared 0.866118 IMean dependent var 0.049892
\Adjusted R-squared 0.820215 S.D. dependent var 0.166518
S.E. of regression 0.070605 Akaike info criterion -2.237611
Sum squared resid 0.174479 Schwarz criterion -1.730827
ILog likelihood 66.70266 IHannan-Quinn criter. -2.046097
[F-statistic 18.86867 IDurbin-Watson stat 1.840866
Prob(F-statistic) 0.000000 |

k% and *, signify 1%, 5% and 10% respectively.

The Table shows capital adequacy ratio (CADEQ)
coefficient of -0.727138 is negative and statistically
significant at 5% level with a p-value of 0.0172. This
suggests that the capital adequacy ratio has a negative
significant impact on ROE. Therefore, the First
hypothesis that there is no statistically significant
relationship between banks profitability and capital
adequacy ratio of the bank is rejected,and thus, the
alternative hypothesis is accepted. This indicates also
that capital adequacy ratio is a significant determinant
factor of bank profitability. The negative sign of the
relationship (coefficient) suggests that an increase in
capital adequacy ratio decreases the profitability of the
bank. This result is consistent with the research results
of Athanasoglou et al. (2008), Sehrish et al. (2011),
Hoffmann (2011) andNsambu (2014) who found capital
adequacy to have significant negative impact on
performance of commercial banks. However, it is not
consistent with the results of Rao and Lakew (2012),
Shoaib et al. (2015) and Peterson Ozili (2015) who
found capital adequacy to have positive and significant
influence on the profitability of commercial banks. It is
also inconsistent with the results of Berger (1995),
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Goddard et al. (2004) and Dawood (2014), who found a
positive link between bank profitability and capital
adequacy ratio.

The results revealed that there is a significant negative
relationship exists between ROE and the global
financial crisis (CRISIS)with level of significance at
10% and a p-value of 0.0821. This suggests that the
global financial crisis of 2008 has a negative significant
impact of bank profitability. Therefore, the Second
hypothesis that there is no statistically significant
relationship between bank profitability and the Global
financial crisis is rejected and thus, the alternative
hypothesis is accepted. This implies that financial crises
are significant determinants of banks profitability. The
negative sign of the coefficient between profitability
and crisis suggests that banks profitability is higher
before the crisis and less during or after the crisis. This
result comports with the research results of Dietrich and
Wanzenried (2010) who found many variables to have
less effect on banks’ profitability during the financial
crisis, though the same variables proved to have more
effects before the crisis. However, it is not consistent
with the results of Deger and Adem (2011) who found
that the profitability of Turkish banks generally
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increased during the crisis. On the other hand, Siraj and
Pilla (2012) findings revealed that Islamic banks were
less affected by the financial crisis compared to
conventional banks in the GCC region.

Table 3 shows an insignificant positive relationship
exists between efficiency measured by cost to income
ratio (CTIR) and ROE with a coefficient of 0.001262
and p-value of 0.1715. This means that the Third
hypothesis that there is no statistically significant
relationship between banks profitability and cost
management (efficiency) is accepted. This indicates that
cost to income ratio is not a significant factor in
explaining banks profitability in Bahrain. This result is
consistent with the research results of Kosmidou et al.
(2007) who found cost efficiency measured by cost to
income ratio as insignificant in explaining Greek
subsidiary banks’ profits. However, it is not consistent
with the results of Athanasoglou et al. (2008), Alexiou
and Sofoklis (2009) and Dietrich and Wanzenried
(2010), who found the coefficient of the cost-to-income
ratio plays a critical role in determining bank
profitability. It is also inconsistent with the research
results of Kosmidou et al. (2005), Usman Dawood
(2014) and Ishmael and Benjamin (2015), who found
negative relationship exists between cost efficiency and
banks profitability.

The empirical results indicate also that capital strength
of banks represented by equity to total assets ratio
(EQTTA), positively and significantly influences banks
profitability measured by ROE.This means that the
Fourth hypothesis that there is no statistically significant
relationship between bank profitability and capital
strength of the bank is rejected and hence the alternative
hypothesis is accepted. The positive sign of the
coefficient (relationship) between these two variables
can be explained by the fact that banks with more equity
capital are safer and face lower expected bankruptcy.
Such an advantage, certainly, can be translated into
more profitability as it enables banks to reduce their
cost of capital and as such increase their profitability.
This result is consistent with the research results of
Berger (1995), Demirguc-Kunt and Huizinga (1999),
Abreu and Mendes (2002), Staikouras and Wood
(2003), Kosmidau et al. (2007), Flamini and
Schumacher (2009), Liu and Wilson (2010), Javaid et
all (2011), Rami Zeitun (2012) and Syafri Mandai
(2012), who found significant positive link between
equity and profitability. However, it is not consistent
with the results of Alkassim (2005) and Asthanasoglou
et al. (2006), who found that capital represented by
equity to total assets ratio is negatively related to bank
profitability. It is also not consistent with the findings of
Pratomo and Abdul Ghafar (2007) who argued that low
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equity to total assets ratio increases the value of the
firm.

The Table also shows negative and insignificant
relationship exists between ROE and economic growth
measured by gross domestic product growth (GDPG)
with a coefficient of -1.232545 and p-value of 0.4336.
This means that the Fifth hypothesis that there is no
statistically ~significant relationship between bank
profitability and economic growth is accepted. This
result implies that economic growth is not a determinant
of commercial bank profitability in Bahrain. This result
is comports with the results of Dietrich and Wanzenried
(2010) who found that GDP growth rate does not affect
bank profitability in Switzerland. It is also comports
with the research results of Sufian and Chong (2008),
and Deger and Adem (2011), who found that economic
growth is insignificantly explaining the variations in the
profitability of banks. However, it is not consistent with
the results of Bourke (1989), Demirguc-Kunt and
Huizinga (1999), Nicolae et al. (2015) and Shoaib et al.
(2015), who found positive relationships, exist between
GDP growth and profitability of the bank.

Inflation rates were also shown to have negative and
statistically insignificant relationship with ROE of the
bank. This means that the Sixth hypothesis that there is
no statistically significant relationship between bank
profitability and inflation rate is accepted. This implies
that inflation rate is not a significant determinant factor
of banks profitability in commercial banks in Bahrain.
This finding comports with the results of Sufian and
Chong (2008),Sayilgan and Yildirim (2009) and Khizer
et al. (2011), who found negative relationship between
inflation and banks’ profitability. However, it is not
consistent with the findings of Bashir (2000), Abreu and
Mendes (2002), Guru et al. (2002), Kosmidau et al
(2005), Alexiou and Sofoklis (2009), Muhammad Bilal
et al. (2013), and Ishmael and Benjamin (2015), who
found inflation rate positively affects the bank’s
profitability.

The empirical results show statistically significant
negative relationship at 1% level exists between ROE
and interest rates (INTRR) with p-value of (0.0066).

This indicates that interest rates are significant
determinants of banks’ profitability. Therefore, the
Seventh hypothesis that there is no statistically

significant relationship between bank profitability and
interest rates is rejected and, thus, the alternative
hypothesis is accepted. This finding is consistent with
the research results of Bourke’s (1989) and Guru et al.
(2002), who found negative association between interest
rates and bank profitability. However, it is not comports
with the results of Molyneux and Thornton (1992) and
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Deger and Adem (2011), who found significant positive
relationships between interest rate and bank’s
profitability.

Table 3, shows the coefficient of Liquid assets to total
assets (LATTA) of 0.200153 is statistically insignificant
at 10% level with p-value of 0.1635. Therefore the
Eighth hypothesis that there is a statistically significant
relationship between banks profitability and liquidity of
the bank is accepted. This implies that the liquidity is
not a determinant factor of the commercial banks
profitability. This result is consistent with the research
results of Bourke (1989) and Haron (2004), who found a
positive significant link between profitability and
liquidity. It is also consistent with the research results of
Kosmidou et al. (2007) who found liquidity as an
insignificant  factor determining Greek banks’
profitability. However, it is not consistent with the
results of Molyneux and Thorton (1992) and Shoaib et
al. (2015), who concluded that liquidity is negatively
correlated with banks profitability. It is also inconsistent
with the results of Hassan and Bashir (2003), Nahang
and Araghi (2013), and Dawood (2014), who found the
liquidity ratio to have significant impacts on various
banks’ profitability measures.

The results, according to Table 3, show that natural
logarithm of total assets (LNTA) of the bank is negative
and statistically insignificant at 10% level with P-value
of 0.4006. This implies that the bank size is not a
determinant factor of commercial banks profitability in
Bahrain.Therefore the Ninth hypothesis that there is a
statistically significant relationship between banks
profitability and size of the bank is accepted. The
negative sign of the coefficient of (LNTA) indicates that
this relation is caused by diseconomies of scale suffered
by banks in Bahrain. This result is consistent with the
results of Spathis et al. (2002), Dietrich and Wanzenried
(2010), Hoffman (2011)and Dawood (2014), who found
insignificant, negative effect of size on banks’
profitability. It is also consistent with the research
results of Javaid et al. (2011) who concluded that higher
total assets may not necessarily lead to higher profits.
However, it is not consistent with the results of Akhtar
et al. (2011) and Khizer et al. (2011), who found
positive relationships exist between profitability and
banks size. It is also inconsistent with Sufian and Chong
(2008) and Deger and Adem (2011), whose empirical
results suggest that bank size has a statistically
significantly impact on banks’ profitability.

The empirical results also show that total liability to
total equity ratio (TLBTTE) has a negative and
statistically significant relationship with ROE at 1%
level and a p-value of 0.0000.This implies that debt
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ratio is a determinant factor of commercial banks
profitability. Therefore the Tenth hypothesis that there
is no statistically significant relationship between banks
profitability and debt ratio (leverage) of the bank is
rejected and thus the alternative hypothesis is accepted.
This result is not consistent with the research results of
Hassan and Bashir (2003) who found that liabilities over
total assets ratio to have statistically significant positive
impact on profitability.

The empirical results, as shown in Table 3, show that
type of the bank (Islamic or conventional) has a
negative and statistically significant relationship with
ROE at 1% level and a p-value of 0.0000. This implies
that the type of the bank is a determinant factor of
commercial banks profitability when measured by ROE.
Therefore the Eleventh hypothesis that there is no
statistically significant relationship between banks
profitability and type of the bank is rejected and thus,
the alternative hypothesis is accepted. This result is
consistent with the research results of Alkassim (2005),
Saiful Azhar and Mohammad (2008) and Akhtar et al.
(2011), who found variations in results between Islamic
and conventional banks liquidity and profitability. It is
also consistent with the research results of Siddiqui
(2008) who examined the relative performance of
Islamic versus conventional banks and confirmed that
Islamic banks have shown good performance with
respect to their ROA and ROE and have demonstrated
better risk management than conventional banks. In
addition, it is consistent with the results of Siraj and
Pilla (2012) who found that Islamic banks possess a
higher average annual growth rate of total operating
income than conventional banks in GCC region.
Moreover, It is comports with the research results
ofAbu Hanifa et al. (2015) who found one type of
banks, as more profitable than the other types of
commercial banks in Bangladesh.

Table 3 shows a negative and statistically insignificant
relationship exists between ROE and exchange rate
(XRATE)with a coefficient of -0.041729 and p-value of
0.8959. Therefore, the Twelfth hypothesis that there is
no statistically significant relationship between banks
profitability and exchange rate in the country is
accepted. This result reveals that a higher exchange rate
of the country currency may not necessarily lead to a
higher level of banks profitability. This implies that
exchange rate variable is not significant in determining
banks profitability. This finding is consistent with the
research results of Eze Osuagwu (2014) who found
exchange rate as not significant in determining banks
profitability. However, it is not consistent with the
findings oflbi and Collins (2014) who found exchange
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rate to be the determinant of profit in many Nigerian
banks.

On the other hand, the study uses ROA as another
model to investigate the influence of the internal and
external factors on banks profitability. Table 4 below
shows the regression results of Model 2 of the study. It
shows the regression analysis between return on assets
(ROA), and each of the explanatory variables (i.e.,
CADEQ, CRISIS, CTIR, EQTOTA, GDPG, INFLR,
INTRR, LATTA, LNTA, TLBTTE, TYPE and
XRATE).

Table 4shows significant positive relationship exists
between ROA and the one-year-lagged return on assets,
which implies that previous year’s profitability explains
the current year’s profitability. Another statistically
significant relationship is also found between ROA and
bank type. This indicates that type of the bank is a
significant factor in determining the profitability when
measured by ROA.

The Table reveals positive, though statistically
insignificant, relationships between ROA and each of
cost to income ratio (CTIR), equity to total assets
(EQTTA) ratio, gross domestic product growth (GDPG)

ratio, and exchange rate (XRATE). On the other hand, it
shows negative, but statistically insignificant
relationships between ROA and each of -capital
adequacy ratio, Global financial crisis (CRISIS),
inflation rate (INFLR), interest rate (INTRR), liquid
assets to total assets (LATTA), Size of the bank
(LNTA), and debt ratio (TLBTTE). This means that cost
efficiency, leverage, economic development, exchange
rate, capital adequacy, the Global financial crisis,
inflation rate, interest rate, liquidity, size of the bank,
and debt ratio are insignificant determinants of
profitability when measured by ROA. However, the
adjusted R-squared of 0.200828 implies that only 20%
of the variation in the dependent variable (ROA) is
explained by the independent variable of the study. Yet,
the D-W statistic value of 1.654199 indicates an
absence of autocorrelation and confirms that there is no
serial correlation. This indicates neither overestimation
nor underestimation of the level of significance for such
a number of observations. The study reveals that the
explanatory variables used in this study are, generally,
having significant association with profitability proxied
by ROE, and insignificant association with profitability
proxied by ROA.

Table (4): Regression results between ROA and explanatory variables using Least Square Method (Model 2)

[Variable Coefficient Std. Error t-Statistic IProb.

C 0.185436 0.385017 0.481630 0.6332
ROA(-1) 0.271759 0.156255 1.739205 0.0913*
ICADEQ -0.069773 0.180984 -0.385524 0.7023
ICRISIS -0.036824 0.053991 -0.682039 0.5000
CTIR 0.000225 0.000531 0.422966 0.6751
EQTOTA 0.158562 0.154498 1.026307 0.3122
IGDPG 0.792044 0.906481 0.873757 0.3886
INFLR -0.399045 0.684945 -0.582593 0.5641
INTRR -1.507990 1.090768 -1.382502 0.1761
LATTA -0.060886 0.084100 -0.723969 0.4742
LNTA -0.012845 0.013632 -0.942298 0.3529
TLBTTE -0.417786 0.402757 -1.037317 0.3071
TYPE -0.071997 0.031372 -2.294920 0.0282**
IXRATE 0.112137 0.185619 0.604126 0.5499
R-squared 0.426681 Mean dependent var 0.008347
|IAdjusted R-squared 0.200828 S.D. dependent var 0.046006
S.E. of regression 0.041128 |Akaike info criterion -3.302148
Sum squared resid 0.055820 Schwarz criterion -2.751040
ILog likelihood 91.60047 IHannan-Quinn criter. -3.094762
[F-statistic 1.889201 IDurbin-Watson stat 1.654199
Prob. (F-statistic) 0.069504 |

wHkk ** and *, signify 1%, 5% and 10% respectively.

Among the two profitability measures used, the return
on equity model generates higher R squared and higher
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F-Statistic than return on assets model. This indicates
that the selected macroeconomic indicators and the bank
specific variables used in this study have given a
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superior explanation of profitability measured by ROE
rather than those measured by ROA.

LIMITATIONS OF THE STUDY

This study is confined to six commercial banks listed in
Bahrain Bourse. The period of the study is confined to 8
years (i.e., from 2006 to 2013). In addition the study
uses annual data. For future research, it would be
desirable to employ monthly or quarterly data and
examine a longer period of operational activity of
commercial banks.

CONCLUSIONS

This study has empirically investigated the impact of
certain macroeconomic indicators and bank-specific
variables on banks’ profitability in Bahrain. The
empirical findings reveal that significant negative
relationships exist between ROE and each of capital
adequacy ratio (CADEQ), the global financial crisis
(CRISIS), interest rate (INTRR), total liability to total
equity ratio (TLBTTE), and type of bank (TYPE).
Significant positive relationship, however, is revealed to
exist between ROE and equity to total assets (EQTTA).
Additionally, the study reveals that insignificant
negative relationships exist between ROE and each
ofthe following:gross domestic product growth
(GDPQG), inflation rate (INFLR), natural Logarithm of
total assets (LNTA), and exchange rate (XRATE). The
findings of the study also show that profitability
measured by ROE is positively though insignificantly
affected by cost to income ratio (CITR) and liquid
assets to total assets (LATTA).

On the other hand, the findings show that profitability,
measured by ROA, is significantly influenced by one-
year lagged ROA and bank type (TYPE). No other
significant relationship exists between ROA and the
remaining explanatory variables.

The study concludes that capital adequacy ratio, the
financial crisis of 2008, capital strength, interest rate,
debt ratio, and type of bank are the main determinants
of commercial banks profitability. The variation in the
results of model 1 (when ROE is taken as the dependent
variable) and model 2 (when ROA is taken as the
dependent variable) is possibly due to the variations in
the sizes of the banks used in the study sample and their
market shares.

The inconsistencies, if any, between this study’s results
and those in the literature are conceivably caused by the
variations in the use of country or countries as a study
context and the differences in study periods used for
data gathering.
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APPENDIX 1: PANEL DATA
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2011 | 0127 | 0012 | 02173 | 0304 | o016 | 16.18 | 0.103 0.087 | 0021 | (oo, | 166 | 0.068 0 1
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