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ABSTRACT 
The financial world today is gradually becoming a global village in itself. The level of 

offshore banking in both developing and developed countries today is evidence to this fact. 

Since the financial wheel is critical in any development paradigm, the role of banks is even 

more critical. Therefore the survival and performance of banks is of much interest not only to 

policy makers and shareholders, but to researchers too. The intriguing report that banks in 

Sub-Sahara Africa as a whole make much profit than those in the developed world 

(Valentina Flamini et al., 2009) calls for some introspection to verify the case of Ghana.   

It is in this light that we employed regression analysis to estimate and examine the 

determinants of the profitability of commercial in banks, by examining the drivers of the 

bank‘s profitability using the Ghana Commercial Bank Ltd and Merchant Bank Ltd as case 

studies, following an examination of the performance of the two Banks in the two decades. 

 

Results from the study reveal that the performance of the Banks has been highly volatile with 

the banks recoding negative profits during some periods within the two decade under study.  

The study also revealed that non-interest income, non-interest expense, bank's capital 

strength, natural log of total assets, growth of money supply, and annual rate of inflation are 

significant key drivers of banks‘ profitability in Ghana. However, the size of the Ghanaian 

economy and loan loss provision or provisions for bad debt did not have any significant 

impact on the banks profitability. 
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CHAPTER ONE 

1.0 INTRODUCTION 
The banking sector is the backbone of the Ghanaian economy and plays an important 

financial intermediary role therefore, its health is very critical to the health of the general 

economy at large. In the last ten or more years there has been a rapid increase in the 

activity of foreign banks in Ghana, and this has fostered rapid competitiveness among 

banks in Ghana. In our increasing world of business and finance, the task of each bank 

operating to make more profit is becoming a challenge with each passing day. In order 

for an organization like commercial banks to operate optimally, it has to be able to 

measure its profitability with regards to it inputs and output. Interestingly, most 

organizational units are yet to come to terms with this indisputable fact largely due to 

ignorance. 

Given the relation between the well-being of the banking sector and the growth of the 

economy (Rajan & Zingales, 1998; Levine, 1998), knowledge of the underlying factors 

that influence the financial sector's profitability is therefore essential not only for the 

managers of the banks, but also for numerous stakeholders such as the central banks, 

bankers associations, governments, and other financial authorities. Knowledge of these 

factors would be useful in helping the regulatory authorities and bank managers 

formulate future policies aimed at improving the profitability of the Ghanaian banking 

sector. 

Since the era of the new millennium, Ghana has experience some great levels of 

macroeconomic stability, for this reason banks are in a position to efficiently play their 

primary role as financial intermediaries in the economic growth process, channeling 

funds from savers to borrowers for investment. As financial intermediaries, banks play an 

important role in the operation of an economy. In Ghana, banks are key providers of 
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funds, and their stability is of paramount importance to the financial system. As such, an 

understanding of determinants of their profitability and the drivers of bank profitability 

for that matter is essential and crucial to the stability of the economy.  

Allied to the above, the banking sector is growing fast and also becoming quite 

competitive. It is therefore imperative that every bank operate at optimum efficiency to 

keep up with the growing demand, but unfortunately this primary objective is not fully 

realized. The existence of a vibrant banking sector in our current development paradigm 

is however crucial, given that this country is a developing one and it is at the cross road 

of becoming a middle income country. It is for this reason that we are undertaking this 

project to help the banking institution determine how profitable they are using two 

selected commercial banks in the industry. 

The determinants of profitability are empirically well explored although the definition of 

profitability varies among studies. Disregarding the profitability measures, most of the 

banking studies have noticed that the capital ratio, loan-loss provisions and expense 

control are important drivers of high profitability. In this study, the drivers that was 

considered are in two categories; endogenous (internal) and exogenous (external) drivers 

or factors of profitability.  

Internal drivers of bank performance or profitability can be defined as factors that are 

influenced by a bank‘s management decisions. Such management effects will definitely 

affect the operating results of banks. Although a quality management leads to a good 

bank performance, it is difficult, if not impossible, to assess management quality directly. 

In fact, it is implicitly assumed that such a quality will be reflected in the operating 

performance. As such, it is not uncommon to examine a bank‘s performance in terms of 

those financial variables found in financial statements, such as the balance sheet and 

income statement.  

External determinants of bank profitability are factors that are beyond the control of a 

bank‘s management. They represent events outside the influence of the bank. However, 
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the management can anticipate changes in the external environment and try to position 

the institution to take advantage of anticipated developments. The two major components 

of the external determinants are macroeconomic factors and financial structure factors. 

This study examined the profitability of the selected Banks and commercial banks in 

Ghana for that matter during the last two decade, and investigated the key value drivers 

of performance or profitability of the commercial banks in Ghana. During the study it 

was revealed that both endogenous and exogenous variables cannot be disjointed when 

considering strategic policies aimed at improving upon the performance of commercial 

banks in Ghana.  

   

An overview of the banking industry in Ghana 

The banking sector in Ghana comprises twenty six (26) deposit money banks (DMBs) 

and 129 rural banks. Currently all banks in Ghana are operating as Universal Banks 

which opens endless opportunities to the product range that they may offer. The banking 

sector has seen the arrival of many banks from the sub-region as it is the policy of the 

Central Bank to issue licenses to international banks with repute. The policy is geared 

toward supporting the development of a well capitalized and robust financial system 

(PriceWaterhouse Coopers, 2008).  

The traditional core business of commercial banks in Ghana has been retail and corporate 

banking. As retail and corporate banking become less and less profitable, banks are 

diversifying into new businesses to stop the decline of profits. The drawback is that 

volatility of earnings has dramatically increased. The management of these new types of 

risk—typically, market risk and credit risk on traded assets—requires competence and 

expertise. Hence, the risk profile of commercial banks is changing as a consequence of 

diversification. 
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Banks have influenced economies and politics for centuries. Historically, the primary 

purpose of a bank was to provide loans to trading companies. Banks provided funds to 

allow businesses to purchase inventory, and collected those funds back with interest 

when the goods were sold. For centuries, the banking industry only dealt with businesses, 

not consumers. Banking services have expanded to include services directed at 

individuals, and risks in these much smaller transactions are pooled 

The banking industry in Ghana has undergone rapid changes driven partly by 

technological change and the rapid growth of competing non-bank financial institutions 

as well as liberalization of the financial sector.  

Competition in the industry has been keen over the past few years. The distinction 

between merchant, commercial and development banking has become blurred as a result 

of the introduction of the Universal Banking Concept.  Banks are now allowed to 

undertake a wide range of financial services without restriction.  Banks in the country are 

now offering Retail, Corporate and Investment banking services. There is a strong 

indication that demand capacities still exist in the growing banking industry (Paul A. 

Acquah, 2006). 

The scenario commercial banks in Ghana face today differs greatly from that of the past. 

Diversification among sub-industries is defining an environment where banks compete 

with other financial-service companies to provide mutually exclusive products and 

services to the same customers. Traditional branch banking is under the threat of new 

competitors and technological innovation, leading some analysts to wonder whether 

banks are dying. Most likely what is dying is the old-fashioned concept of the bank and a 

new scenario is emerging. 

As with most developing countries that have pursued economic and structural reforms, 

Ghana has been undergoing a process of financial sector restructuring and transformation 

as an integral part of a comprehensive strategy for some time. According to the former 

governor of the Bank of Ghana, Ghana has moved from the history of severe distress and 
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dysfunction in the banking system, illiquidity and insolvency, interest rate controls and 

credit rationing to a market-based regime. As part of the process, policies and measures 

were directed at improving the regulatory framework and strengthening bank supervision 

to ensure increased efficiency and profitability of banks (Paul A. Acquah, 2006). 

 

The above is been undertaken within policy environment of volatile and generally high 

inflation, large exchange rate swings, and negative real interest rates over extended 

periods resulted in an unsustainable portfolio of non-performing assets on the books of 

many commercial banks that had to be cleaned out. In addition, heavy domestic 

borrowing by government to finance deficits and a growing domestic debt burden 

crowded out private sector finance. The central bank of Ghana believes Ghanaian banks 

are faced with an ample supply of relatively low-risk, high return on government paper, 

and banks and other financial institutions have had little incentive to engage in – or 

develop the capacity for – lending and equity finance for the private sector. The debt-

interest rate and price dynamics of the past, according to the former governor has fostered 

a short-term perspective among both savers and lending institutions, as a consequence 

there has been very limited access by small and medium-sized enterprises to credit(Paul 

A. Acquah, 2006). 

 

In Ghana there have been attempts to ensure efficiency and competitiveness in the 

banking industry. Among these initiatives were the movement to universal banking, the 

adoption of an open licensing system, and the modernization of the payments system, 

including establishing a central securities depository and the passage of supportive laws. 

Universal banking, which involves the removal of restrictions on banking activity, was 

introduced to allow banks to choose the type of banking services they would like to offer 

in line with their capital, risk appetite and business orientation. The purpose of this was to 

remove the monopoly that was given to commercial banks in the area of retail banking, 

and create room for diversification of the range of financial services that a bank can 
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provide. In addition, it allowed merchant banks for example to compete for retail 

deposits. This process according to the central bank would lead to branch network 

expansion, increasing banking penetration, and also competition for deposits at the retail 

level. Indeed the movement into universal banking also came with a higher capital 

requirement to ensure that banks are sufficiently capitalized to take on additional risk 

(Paul A. Acquah, 2006). 

 

1.2 Background of the banks  

Merchant Bank (Ghana) Limited 

Merchant Bank is the premier bank in the sub sector of merchant banking in Ghana.  The 

Bank was incorporated on 10th June, 1971 as the National Finance & Merchant Bank 

Ltd.  It was granted license to operate banking business on 16th July, 1971.  Merchant 

Bank opened its doors to the public on 15th March, 1972 as the premier merchant bank in 

Ghana. The Bank set the pace for the growth of merchant banking in the country, and 

thus contributed immensely to the economic development of the country over the last 

three decades. 

 

Mission and Vision 

As a universal Bank in Ghana, Merchant Bank (Ghana) limited is committed to providing 

quality financial products and services to our customers across our chosen market and 

maintaining our place as a leading and preferred financial institution in Ghana. 

The vision of the bank is to become the leading, the most influential and best performing 

financial service provider in Ghana by 2012 and one of the leading banks in West Africa 

by 2015 
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Core Values 

Performance-oriented organization; all decisions and actions must be based on 

Unshakeable Facts; we must at all times conduct our business with a sense of 

Competitive Urgency; and we must maintain High Ethical Standards in all our internal 

and external relationships. 

Shareholding structure: Merchant Bank is unique as a bank in Ghana for its pivotal role 

in supporting the country‘s economic development.   As a limited liability company, it 

had a shareholding structure of 30% for the Government of Ghana; 30% for Grindlays 

Bank, U.K; 25% for NIB and 15% for SIC.  Later on Grindlays Bank Plc was taken over 

by ANZ Bank Plc who maintained the Grindlays shares.  The ANZ Bank shares moved 

into the hands of Stanbic Bank South Africa until they sold their shares to the Social 

Security & National Insurance Trust (SSNIT). 

Activities of the bank 

Retail banking: In recent time, the Bank broke new grounds by transforming its 

operations to cover Retail Banking, with the granting of Universal License to the Bank.  

A subsequent follow up is an expansion programme of the branch network which is 

proceeding smoothly. With a small branch network strategically located at the early 

stages of its operations, Merchant Bank has adequately served the needs of its chosen 

markets, predominantly the timber sub sector and trade financing of corporate 

institutions.  Merchant Bank is customer-centred, believes in its customers and responds 

to their needs.  At Merchant Bank we pride ourselves with the accolade ―Relationship 

Banking at its Best‖ 

Universal banking: With the granting of license by Bank of Ghana for Merchant Bank‘s 

operation as a universal bank, the Bank has now opened its doors to individual customers 

or retail customers to conduct business in addition to corporate customers/institutions 

which, hitherto, were the only customers licensed to deal with it. 
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Apart from normal banking operations both domestic and foreign, private banking, 

treasury services, the Bank has 3 subsidiaries (Merban Investment Holdings Ltd 

(MIHL);  Merban Stockbrokers Ltd (MSL);  Merban Finance & Leasing Co. Ltd (MFL) 

and 2 specialized departments Corporate Finance & Advisory Services  (CFAS) and the 

Registrar‘s Department) to complement the effort of the subsidiaries in the provision of 

investment services/ products.  Merchant Bank thus prides itself as a one-stop Bank 

which enables customers to access normal banking service, and at the same time tapping 

into services offered by the subsidiaries and the specialized departments. 

 

The Bank has three (3) wholly-owned specialized subsidiaries namely:- 

 Merban Investment Holdings Limited (MIHL) – dealing in Funds/Portfolio 

Management, Money Market Operations, Investment Advisory Services, Trustee 

Services and Custodial and Nominee Services;  

 Merban Stockbrokers Limited (MSL) – dealing in brokerage services, underwriting of 

new Issues, Investor Search and Joint Venture Arrangement; and  

 Merban Finance & Leasing Co. Ltd (MFL) – dealing in Hire Purchase Transactions 

and Leasing.  

 The additional specialist services tailored to meet its customers‘ needs are:- 

 Registrar Services – maintaining records of Shareholders & Creditors, facilitating 

dividend payments to shareholders.  

 Corporate Finance & Advisory Services (CFAS) – handling corporate restructuring, 

Joint Venture Arrangement, Company Valuation, Project Finance, Funds Sourcing, 

Issuing House Services and General Financial Advisory Services. 

 Branch network expansion: To cope with the influx of customers necessitated by the 

acceptance of retail customers, the Bank has carried out expansion programs of the 
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current branch network with the opening of new branches, refurbishment and relocation 

of branches to make them accessible, convenient and enhance service delivery. 

 

Ghana Commercial Bank Ltd 

Ghana Commercial Bank Ltd started in 1953 as the Bank of the Gold Coast to provide 

banking services to the emerging nation for socio-economic development. The Bank was 

to provide special attention to Ghanaian traders, business people and farmers who could 

not elicit support from the expatriate banks. In 1957, when Ghana attained independence, 

Bank of Ghana was established as the Central Bank while the Bank of the Gold Coast 

was renamed Ghana Commercial Bank to focus solely on commercial banking services. 

Since then GCB branches have been opened across the length and breadth of the nation 

tapping the potential of the 10 regions that make Ghana. 

 

Vision and mission 

To be the established leader in banking, satisfying the expectations of customers and 

shareholders, providing a full range of cost efficient and high quality services through the 

optimization of information technology and efficient branch network, and this was to be 

achieved through the following:  

 

 Focusing on our core business/competencies-commercial banking.  

 The provision of first class customer service. 

 Constant improvements in the use of information technology.  

 Ensuring that staff are well motivated and have a conducive work environment.  
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 Recruiting and retaining the best human resource to carry out the Bank's mandate.  

 Applying best practices in internal policies, procedures, processes and service 

delivery.  

 Constant improvement in shareholder value 

 

Ownership/Shareholding structure  

The Bank had been wholly government owned until 1996 when under the economic 

recovery program, part of the government ownership was divested. Today government 

ownership stands at 21.36% while institutional and individual holdings add up to 78.64%. 

 

Growth of Ghana Commercial Bank Ltd 

From the one branch of the 1950s, GCB now has over 150 branches and 11 agencies 

throughout the country. GCB abounds in high quality human resource, which stands at 

2,101 as at the end of 2009. This is remarkable when one considers that the Bank started 

with a staff strength of 27. Currently there are professionals of various disciplines who 

work in tandem to achieve the objectives of the Bank.    

 

The growth of the Bank has been synonymous with its customer base. During the first 

five years of the Bank‘s operations, our customers were mainly small Ghanaian traders 

(now termed SMEs) and other nationals who were expected to maintain credit balance 

accounts because the Bank was then not adequately capitalized. From the small trader as 

customer, GCB now has a customer profile that ranges from salaried workers through 

small and medium scale entrepreneurs to large trading concerns, quasi-governmental 

institutions and corporate customers. 
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GCB provides a wide range of products and services for the benefit. of its customers.  

From the traditional products of the Current/Savings Accounts, GCB now offers 

specialized products and services including Link2Home for Ghanaians resident abroad, 

doorstep cash collection, loans and overdrafts. There are also investments products like 

treasury bills as well as fixed and call deposits. These are cut to suit the individual needs 

of customers. 

  

In addition, GCB has taken advantage of an enhanced information technology system, to 

introduce Internet Banking (Commernet Plus), Royal Banking, Smart Pay (Fee 

Payments), Kudi Nkosuo, GCB Inland Express Money Transfer, International Money 

Remittance Payments, GCB Kidistar Account and MasterCard. 
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Global Banking Industry  

The world of commercial banking is undergoing a deep transformation as a result of 

marketable instruments competing with loans and demand deposits. Because of this 

strong competition, commercial banks are struggling to make acceptable margins from 

their traditional business thus entering into investment banking. 

Increasing competition has forced banks to search for more income at the expense of 

more risk. Banks that lent heavily to Asia in search of better returns than those available 

in Western markets are now being blamed for bad credit decisions. The Asian crisis has 

renewed interest on credit risk management casting doubts on the effectiveness of current 

credit regulations. Technological changes have also heightened competition by making it 

easier to imitate bank services. The traditional advantage of physical proximity to clients 

given by extended networks of branches has vanished. Banks have to compete with 

money market mutual funds for deposit business, commercial papers, and medium-term 

notes for bank loans (www.mediawiley.com). 

As banks undertake new activities, they also incur new risks. Since boundaries among 

sub-industries are weakening, if not vanishing, banks— like all other financial service 

companies—must redefine themselves in terms of the products they offer and the 

customers they serve. The way banks pursue this redefinition is through a strategic 

repositioning in the financial service industry. All these factors represent a new challenge 

for commercial banks, provided this definition still has a unique meaning. Increased 

competition, diversification, new products, and new geographic markets mean that both 

the spectrum of risks and the risk profile for banks are dramatically changing. Not only 

have the risk parameters broadened, they have also changed: banks now face unfamiliar 

types of risk. In addition to the traditional credit risk, financial risk has risen and is now 

playing a crucial role. Banks thus need integrated risk management techniques that can 

measure and manage market risk in a timely and effective manner which in effect go a 

long way to affect their profit profitability either positively or negatively (Pietro Penza, 

Vipul K Bansal, 2001). 
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Future competition will not be played in the classic retail banking industry that, at least in 

continental Europe (but not in the United Kingdom), is only slightly profitable. Global 

competition will take place in asset management and investment banking. Not casually, 

huge U.S. investment banks are merging among themselves and with asset management 

firms. 

Alliances and takeovers are occurring also on a transatlantic basis, confirming the global 

characters of these two sub-industries (the most related to global capital markets). The 

following trends are affecting the banking industry and most likely will shape the 

competition in the next several years (www.mediawiley.com). 

Banks are changing as economic markets integrate, providing opportunities for 

diversification. Only 15 to 20 years ago, most western banks generated 90% of revenue 

from interest income. Now this percentage has fallen to 60%, sometimes as low as 40%. 

New sources of income, such as fee-based income from investment services and 

derivatives, are becoming increasingly relevant for the income statements of commercial 

banks. During the same period, the pattern of banking activities has changed through 

interactions with the developing security markets. The well-known phenomenon of 

disintermediation that has taken place in all Western countries since the 1970s has 

progressively reduced the monopoly of banks over the collection of savings from 

customers (www.mediawiley.com). 

 

 

 

 

http://www.mediawiley.com/
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Statement of the problem 

Commercial banks in Ghana have over the years depended very much on increasing 

lending rates in order to maximize profits, without much regard to the efficient use of 

resources that could result in cost minimization. Thus the performance of commercial 

banks should be measured in respect of total assets, loans, non-interest income, total 

overhead expenses, and book value of stockholders' equity.  

Over the years, lending rates charged by the commercial banks, have exceeded the prime 

rates charged by the central bank by at least 10%, leading to an average of 25% interest 

rate charged by commercial banks on the loans.  Increasingly the competitive financial 

industry has toned down the sporadic escalation of lending rates that commercial banks 

slap on their customers. Thus the time has come for commercial banks to revisit their 

measures of performance, with particular reference to profitability, without over-reliance 

on the lending rates.  

To this end banks need to appreciate the role of other indicators in enhancing the 

profitability or performance for that matter. Indeed examining the determinants of 

commercial banks profitability is crucial, if these banks are going to remain competitive, 

efficient, and viable taking into cognizance the challenges that befall competition in their 

industry.    

The performance in terms of profitability levels of the two banks (GCB & MBG) under 

study is nothing to write home about, given their extensive resources base compared to 

other international banks in Ghana. Comparably, these international banks in Ghana have 

recorded some level of outstanding performance over the two decades under study, 

resulting in the governor of the central posing a question, ‗what factors have been driving 

higher profits in the foreign banks in Ghana‘, in the 24
th

 February 2010, edition of the 

Ghanaian daily graphic (a state news paper). This question has drafted many researchers 

and policy makers into several debates in Ghana, all in the pursuit to derive some reasons 

for the huge performance gab among Ghanaian banks.  
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The above debate have lead many stakeholders such as the central bank to openly declare 

that the macroeconomic environment are key drivers of industry performance of which 

the financial sector and banking for that matter is no exception. But the question that begs 

is that since the macroeconomic environment affects all, then what makes the difference? 

Could it be the banks‘ internal factors? These are question that needs answers to aid 

leadership in the banking sector to ensure an improvement in performance. Even though 

this study has been done on other countries and can be guessed in the case of Ghana, 

there is the need to undertake an empirical study for Ghana so that policies makers at the 

banks could make informed decisions in their strategic management based on evidence 

from the past. 

Our interaction with some bank managers including the selected banks and some others 

not selected reveals that, at best the banks study the trend of profits over the years most 

especially comparing their profits between current periods and previous period to 

estimate growth of profits between the periods without taking into consideration the asset 

structure of the banks. Therefore little is known empirically of the major underpinnings to 

the direction of performance.  

Research Questions 

 Which category of profit drivers are key in explaining profitability of banks in 

Ghana? Is it endogenous (internal) factors or exogenous (external or macroeconomic) 

factors or both factors pulled together?  

 How significant are the drivers or variables identified in each of these categories 

(endogenous or exogenous) or both categories pulled together?  
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Objective  

The sole objective of this thesis is to provide a framework to investigate the factors or 

indicators intrinsic in the bank‘s asset structure that had impacted on their profitability, 

and their performance for that matter, and make policy recommendation that could be 

used by bank managers in their policy decisions in the future. 

 Specifically the study seeks to achieve the following:  

 Examine the profitability of the selected Banks during the last two decade 

 Study the key endogenous value drivers of performance or profitability of the 

commercial bank in Ghana 

 Study the key exogenous value drivers of performance or profitability of the 

commercial bank in Ghana 

 Study the key endogenous and exogenous value drivers of performance or 

profitability of the commercial bank in Ghana 

 Make policy recommendations regarding the key drivers of profitability in Ghana‘s 

commercial banks based on the empirical findings.  

 

Hypothesis 

The following six hypotheses are to be tested: 

1. H
1

0: The independent variables in the endogenous model are not significant. 

2. H
2

0: The independent variables in the exogenous model are not significant 

3. H
3

0: The independent variables in the endogenous and exogenous model pulled 

together are not significant 

4. H
4

0 : The explanatory variables are independent (test for NO multicollinearity) 

5. H
5

0 : The variance of the error term is constant (test for homoskedastic) 
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6. H
6

0 : The adjacent residuals are NOT correlated (tests for autocorrelation) 

Scope of the study 

The study uses the Merchant Bank and Ghana Commercial Bank as case studies, however 

results can be generalized to cover all commercial banks in Ghana. 
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CHAPTER TWO 

LITERATURE REVIEW 
 

During the review of the literature, we did not come across any literature which explicitly 

studied the value drivers of commercial banks or profit drivers for commercial banks in 

Ghana. Therefore we could not obtained any benchmark in Ghana for which we could 

evaluate our study, and do further work on what has already been done. Thus most of the 

literature that was revealed for the purpose of this study were studies done on other banks 

elsewhere apart from Ghana. Indeed there is an extensive body of literature that seeks to 

identify the determinants of bank performance. While some studies focus on the 

understanding of bank profitability in a particular country, others concentrate their 

analysis on a panel of countries. No matter whether it is a single country or a panel of 

countries study, the determinants of bank profitability can be divided into two main 

categories, namely endogenous (internal) factors and exogenous (external) factors. 

In the literature, bank profitability, typically measured by the return on assets (ROA) 

and/or the return on equity (ROE) reported by a bank, is usually expressed as a function 

of internal and external determinants. Internal determinants are factors that are mainly 

influenced by a bank's management decisions and policy objectives. Such profitability 

determinants are the level of liquidity, provisioning policy, capital adequacy, expense 

management, and bank size. On the other hand, the external determinants related to both 

industrial and macroeconomic conditions, are variables that reflect the economic and 

legal environments where the financial institution operates (Sufian F. and Chong R.R., 

2008). Capital adequacy in this context refers to the minimum requirement the banks are 

to hold with the Central Bank, it is used to protect depositors as well as stability and 

efficiency in the industry this has forced the Central Bank to increase the minimum 

capital requirements for commercial banks from the current ¢7million to between 
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¢50million and ¢60 million, whereas with provisioning policy we make reference to the 

allowances made for impairment losses of assets as well as the bad debt portfolio to the 

financial group.  

Liquidity risk, arising from the possible inability of banks to accommodate decreases in 

liabilities or to fund increases on the assets' side of the balance sheet, is considered an 

important determinant of bank profitability. The loans market, especially credit to 

households and firms, is risky and has a greater expected return than other bank assets, 

such as government securities. Thus, one would expect a positive relationship between 

liquidity and profitability (Bourke, 1989). It could be the case, however, that the fewer 

the amount of funds tied up in liquid investments the higher we might expect profitability 

to be (Eichengreen & Gibson, 2001).  

Changes in credit risk may reflect changes in the health of a bank's loan portfolio 

(Cooper, Jackson & Patterson, 2003), which may affect the performance of the 

institution. Duca and McLaughlin (1990), among others, conclude that variations in bank 

profitability are largely attributable to variations in credit risk, since increased exposure 

to credit risk is normally associated with decreased firm profitability. This triggers 

discussions concerning not the volume but the quality of loans made. In this direction, 

Miller and Noulas (1997) suggest that the more financial institutions being more exposed 

to high risk loans increases the accumulation of unpaid loans and decreases the 

profitability (Sufian F. and Chong R.R., 2008). 

Results of studies the impact of the proportion of loan loss provisions to total loans on 

return on assets of banks in the Philippines by Sufian et al., 2008 shows that, the 

proportion of loan loss provisions to total loans was statistically significant at the one 

percent level. To the authors, the results suggest that Philippines banks with higher credit 

risk tend to exhibit lower profitability levels. The empirical findings imply that 

Philippines banks should focus more on credit risk management, which has been proven 

to be problematic in the recent past. Serious banking problems have arisen from the 

failure of financial institutions to recognise impaired assets and create reserves for 
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writing off these assets. Efforts to smooth these anomalies according to the authors, 

would be significantly aided by improving the transparency of the financial system, 

which in turn would assist financial institutions to evaluate credit risk more effectively 

and to avoid problems associated with hazardous exposure (Sufian F. and Chong R.R., 

2008). 

Even though leverage (capitalisation) has been demonstrated to be important in 

explaining the performance of financial institutions, its impact on bank profitability is 

ambiguous. As lower capital ratios suggest a relatively risky position, one might expect a 

negative coefficient on this variable (Berger, 1995). However, it could be the case that 

higher levels of equity would decrease the cost of capital, leading to a positive impact on 

bank profitability (Molyneux, 1993). Moreover, an increase in capital may raise expected 

earnings by reducing the expected costs of financial distress, including bankruptcy 

(Berger, 1995).  

For the most part, the literature argues that reduced expenses improve the efficiency and 

hence raise the profitability of a financial institution, implying a negative relationship 

between the operating expenses ratio and profitability (Bourke, 1989). However, 

Molyneux and Thornton (1992) have observed a positive relationship, suggesting that 

high profits earned by firms may be appropriated in the form of higher payroll 

expenditures paid to more productive human capital. In any case, it would be beneficial 

to identify the dominant effect in a developing banking environment like that found in the 

Philippines (Sufian F. and Chong R.R., 2008). 

Bank size is generally used to capture potential economies or diseconomies of scale in the 

banking sector. This variable controls for cost differences and product and risk 

diversification according to the size of the financial institution. The first factor could lead 

to a positive relationship between size and bank profitability if there are significant 

economies of scale (Akhavein, Berger & Humphrey, 1997; Bourke, 1989; Molyneux & 

Thornton, 1992; Bikker & Hu, 2002; Goddard, Molyneux & Wilson, 2004). The second 

may lead to a negative one if increased diversification leads to lower credit risk and thus 
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lower returns. Other researchers however conclude that marginal cost savings can be 

achieved by increasing the size of the banking firm, especially as markets develop 

(Berger, Hanweck & Humphrey, 1987; Boyd & Runkle, 1993; Miller & Noulas, 1997; 

Athanasoglou, Brissimis & Delis, 2008). Eichengreen and Gibson (2001) suggest that the 

effect of a growing bank's size on its profitability may be positive up to a certain limit. 

Beyond this point, the impact of its size could be negative due to bureaucratic and other 

factors. Hence, the size-profitability relationship may be expected to be non-linear 

(Sufian F. and Chong R.R., 2008). 

Studies from Sufian et al. 2008 for banks in the Philippines, shows that impact of bank 

size was negatively related to the profitability of Philippines banks, indicating a negative 

relationship between bank profitability and bank size. The negative coefficient according 

to them indicates that larger (smaller) banks tend to earn lower (higher) profits. To them, 

this provides support to the earlier studies finding economies of scale and scope for 

smaller banks or diseconomies of scale for larger banks. The authors observed that, 

Hauner (2005) offers two potential explanations regarding how size could have a positive 

impact on bank performance. First, if this link relates to market power, large banks 

should pay less for their inputs. Second, there may be increasing returns to scale through 

the prioritisation of fixed costs (e.g. research or risk management) over a higher volume 

of services or through efficiency gains from a specialised workforce (Sufian F. and 

Chong R.R., 2008). 

 

Studying the relationship between capilisation and return of assets Sufian et al., 2008 

reveals that the level of capitalisation was positively related to the profitability of 

Philippines banks and is statistically significant at the five percent level or better in all 

regression models. The empirical finding was the study said was consistent with those 

found by Berger (1995), Demirguc-Kunt and Huizinga (1999), Staikouras and Wood 

(2003), Goddard et al. (2004), Pasiouras and Kosmidou (2007), and Kosmidou (2008), 

lending support to the argument that well-capitalised banks face lower risks of going 
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bankrupt, thus reducing their cost of funding. To the authors, a strong capital structure is 

essential for banks in developing economies, since it provides additional strength to 

withstand financial crises and offers better safety for depositors during unstable 

macroeconomic conditions (Sufian F. and Chong R.R., 2008). 

 

Bank profitability is sensitive to macroeconomic conditions despite the trend in the 

industry towards greater geographic diversification and the greater use of financial 

engineering techniques to manage risk associated with business cycle forecasting. 

Generally, higher economic growth encourages bank to lend more and permits them to 

charge higher margins and improve the quality of their assets. Neely and Wheelock 

(1997) use per capita income and suggest that this variable exerts a strong positive effect 

on bank earnings. Demirguc-Kunt and Huizinga (2001), and Bikker and Hu (2002) 

identifies possible cyclical movements in bank profitability i.e. the extent to which bank 

profits are correlated with the business cycle.3 Their findings suggest that such 

correlation exists, although the variables used were not direct measures of the business 

cycle (Sufian F. and Chong R.R., 2008). 

 

Studying the relationship some macroeconomic variables and return on assets (ROA) for 

the Banks in the Philippines, results from the study reveals that, the impact of 

macroeconomic conditions and financial industry variables on ROA is positive in all 

cases with the exception of the inflation. In this study, the results about the GDP support 

the argument of the association between economic growth and the performance of the 

financial sector. The impact of the growth in the money supply, was however not 

significant in any of the regression models. To the authors this was consistent with the 

findings by Kosmidou (2008) and Staikouras et al. (2008) the empirical findings 

according the authors suggest that the inflation was negatively related to Philippines 

banks' profitability implying that during the period under study, inflation was unexpected 

and results in a faster increase in costs than revenues. The impact of stock market 

capitalisation (MKTCAP) on bank profitability was not significant in all their regression 
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models, implying that during the period under study the Philippines stock market was 

relatively underdeveloped and thus does not offer substitution possibilities to potential 

(Sufian F. and Chong R.R., 2008). 

 

In measuring performance, many researchers have agued for the return on assets (ROA) 

as against return on equity (ROE). According to Hassan & Bashir (2003), ROA shows the 

profit earned per dollar of assets and most importantly, it reflects the management's 

ability to utilise the bank's financial and real investment resources to generate profits. For 

any bank, ROA depends on the bank's policy decisions as well as on uncontrollable 

factors relating to the economy and government regulations. Rivard and Thomas (1997) 

suggest that bank profitability is best measured by ROA in that ROA is not distorted by 

high equity multipliers and ROA represents a better measure of the ability of a firm to 

generate returns on its portfolio of assets. ROE on the other hand, reflects how effectively 

a bank management is in utilizing its shareholders funds. Since ROA tend to be lower for 

financial intermediaries, most banks heavily utilized financial leverage heavily to 

increase their ROE to competitive levels (Hassan & Bashir, 2003). 

In sum, one can deduce from the above that in examining performance or profitability of 

banks and what drives it, management decision and country level policies are vital in 

determining how profitable a bank can be. For this matter to study the drivers of banks 

profitability both endogenous variables internal to the bank in question and 

macroeconomic variables are intrinsic and inevitable.    

However, whatever would trigger the profitability of the firm depends largely on the 

resources available to firm, since one key requirement for corporate success in this 

competitive environment is recognizing how to sustain competitive advantage. In Porter 

(1995) view, we can create competitive advantage as we make tough choices about what 

we will do and not do. Competitive advantage is normally defined as the ability to earn 

returns on investment consistently above the average for the industry (Porter, 1985). 
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The resource-based view (RBV) is a business management tool used to determine the 

strategic resources available to a company. The fundamental principle of the RBV is that 

the basis for a competitive advantage of a firm lies primarily in the application of the 

bundle of valuable resources at the firm's disposal (Wernerfelt, 1984, p172; Rumelt, 

1984, p557-558). To transform a short-run competitive advantage into a sustained 

competitive advantage requires that these resources are heterogeneous in nature and not 

perfectly mobile (Barney, 1991, p105-106; Peteraf, 1993, p180). Effectively, this 

translates into valuable resources that are neither perfectly imitable nor substitutable 

without great effort (Barney, 1991, p117). If these conditions hold, the firm‘s bundle of 

resources can assist the firm sustaining above average returns. 

The resource-based perspective, on the other hand, argues that sustained competitive 

advantage is generated by the unique bundle of resources at the core of the firm Barney 

(1991). In other words, the resource-based view describes how business owners build 

their businesses from the resources and capabilities that they currently possess or can 

acquire. The theory addresses the central issue of how superior performance can be 

attained relative to other firms in the same market and posits that superior performance 

results from acquiring and exploiting unique resources of the firm.  

Implicit in the resource-based perspective is the centrality of the venture‘s capabilities in 

explaining the firm‘s performance. Resources have been found to be important 

antecedents to products and ultimately to performance Wernerfelt (1984). According to 

resource-based theorists, firms can achieve sustainable competitive advantage from such 

resources as management skills (Castanis and Helft, 1991), tacit knowledge (Polanyi, 

1966), capital, employment of skilled personnel (Wernerfelt, 1984)) among others. 

Resource based theorists contend that the assets and resources owned by companies may 

explain the differences in performance. Resources may be tangible or intangible and are 

harnessed into strengths and weaknesses by companies and in so doing lead to 

competitive advantage.  

http://en.wikipedia.org/wiki/Business_management
http://en.wikipedia.org/wiki/Company
http://en.wikipedia.org/wiki/Competitive_advantage
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Porter’s Approach to Resource Base View (RBV) 

The first model that dominated strategic thinking over the last 20 years was Porter‘s ―five 

forces‘‘ model. This traditional strategic management models defines the firm‘s strategy 

in terms of its product / market positioning, i.e. the products it makes and the market it 

serves. This model is mainly focused on the external impact on strategy development 

and it helps firms to analyze those forces in an industry, which give rise to opportunities 

and threats. As a result, the dominant strategy became of matter of choosing an 

appropriate industry and positioning the firm within that industry according the following 

five forces 

 

 Bank 2008(%) Rank 2007(%) Rank 

1 BBGL 15.70 1 18.60 1 

2 GCB 14.80 2 16.30 2 

3 SCB 9.90 3 10.50 3 

4 EBG 8.80 4 8.90 4 

5 STANBIC 4.90 5 4.80 8 

6 ZBL 4.40 6 2.60 11 

7 FAMBL 4.40 7 1.80 15 

8 ADB 4.20 8 4.90 7 

9 MBG 4.20 9 5.80 5 

10 SG-SSB 3.90 10 5.10 6 

11 IBG 3.50 11 1.50 18 

12 ABL 3.40 12 2.30 12 

13 PBL 2.60 13 3.20 9 

14 UBA 2.50 14 1.60 16 

15 TTB 2.30 15 2.80 10 

16 CAL 2.30 16 2.30 13 

17 FIDELITY 2.10 17 2.20 14 

18 GTB 2.10 18 0.60 21 

19 HFC 1.40 19 1.50 17 

20 UGL 1.20 20 1.00 20 

21 ICB 1.00 21 1.10 19 

22 UTB 0.30 22 0.4 22 

23 BARODA - 23 N/A N/A 

24 NIB N/A 24 N/A N/A 

25 BSIC N/A 25 N/A N/Ai 

 Source: PriceWaterhouse Coopers (2009) 
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 New entrants: With the introduction of universal banking by the Central Bank of 

Ghana in 2003, there have been as many as ten new entrants in the Ghanaian banking 

industry from then to date, bringing the total number of banks to twenty five who are all 

competing for a fair share of the same market. This has caused a shift in the market share 

of the existing traditional banks to accommodate the new entrants who are still competing 

for an even bigger share of the market. An industry analysis of the market share of the 

twenty five banks for 2008 and 2009 of the banking industry in Ghana produces the 

statistics below:  

 

 Customer bargaining power: Gone are the days when banking was the reserve of a 

privileged few in Ghana. The industry has however grown so rapidly within the past few 

years and with the emergence of several local and multinational banks in the Ghanaian 

economy today, the customer is now aware of his bargaining power and is certainly using 

it to his advantage. The customer is able to negotiate for the services he is offered in 

terms of interest on his investments and service charges etc. The customer is now king 

indeed! 

 Threats of substitute products or services: One of the challenges the banking 

industry currently face in recent time is the influx of non-bank financial institutions. This 

has resulted in general innovative practices that hitherto did not exist in the industry. The 

resultant being the high spreads between deposit and lending rates.  

 The others are traditional intra-industry rivalry and supplier bargaining power 
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CHAPTER THREE 

METHODOLOGY 

Data Source 

This paper used data from secondary sources. Mainly, annual reports of the two 

commercial banks namely Merchant Bank (Ghana) Limited and Ghana Commercial Bank 

Limited over the period, 1990–2009 on total annual assets, loans, total annual non-

interest income, total annual loan loss provisions, total annual overhead expenses, was 

used to estimate the ratios and coefficients for the internal determinants. For the external 

determinants, data on GDP and inflation was obtained from the Ghana Statistical Service 

over the period 1990–2009, and data on money supply was obtained from the Bank of 

Ghana (central bank) over the period, 1990–2009.  

 

Sampling or selection of Banks 

The selection of Ghana Commercial Banks and Merchant Banks Limited in this survey 

was purely as a result of the size of the two banks in the Ghanaian economy, years of 

experience, market size, and nature of business. Thus the selection of Ghana Commercial 

Bank and Merchant Bank Limited in this survey was based on the following: 

The size of the banks in the Ghanaian economy 

Ghana Commercial Bank is the largest bank in Ghana with 149 branches located 

throughout the country.  The Bank was fully State owned until 1996 when it was listed on 

the Ghana Stock Exchange which has since made it one of the most capitalized 

Companies in the Country today.  Merchant Banks Limited on the hand is relatively 

small with 23 branches across a section of the country. 
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Years of Existence 

Ghana Commercial Bank is the oldest Bank in the country, established since 1953. GCB 

has over the years established itself in all the ten regions of the country with the strategic 

focus of providing banking services to as many Ghanaians as possible. Merchant Bank 

Limited has similar characteristics but has been in existence for thirty years, and therefore 

results about these banks could reflect the situation among the recent banks. It was based 

on this premise that these two banks have been selected to enable the generalization of 

results to the universal banking in Ghana. 

 

Market Share 

In terms of customer base, the banking survey conducted by PricewaterhouseCoopers for 

2009, estimates that these two universal banks have about 20% of the market share in the 

financial sector in Ghana and so the selection of these banks will be appropriate in the 

generalization of our final results. 

 

Nature of business  

With the deregulation of the banking sector and the introduction of the Universal 

Banking concept in the country, a concept which allows each bank to determine the 

segment of the market in which they wish to operate but in Ghana the activities of the 

banks are skewed toward Retail/ Corporate and Institutional Banking. 

 

The Universal Banking model refers to the corporate structure where large banks operate 

extensive network of branches, providing many different services. Under the model, both 

commercial banking and security activities are conducted within a single corporate entity, 

as a result the integration of activities can be achieved at the lowest cost and resources 

can be  shared among the organization‘s various departments with maximum flexibility 
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allowing the banks to realize informational advantages. This increases bank‘s ability to 

diversify its sources of revenue. 

 

It‘s on this premise that these two banks have been selected to generalize for the other 

banks since the findings on these banks will reflect the same in the banking industry. 

 

Model 

The statistical tool we used to estimate the determinants of the profitability of banks or 

the relationship that exist between Ghana‘s commercial bank‘s profitability and bank 

specific determinants and some macroeconomic variables are ratio analysis and least 

square regression model.  

Dependent variable 

Following argument by Ben Naceur and Goaied (2008), Kosmidou (2008), and 

Abbasoglu, Aysan and Gunes (2007) among others, this study intends to use return on 

assets (ROA) as the dependent variable. 

Independent variable 

The independent variables are classified into two categories: internal determinants and 

external determinants. 

 

Internal determinants: These are the bank-specific variables included in the regressions, 

and they are LNTA (log of total assets), LLP/TL (loans loss provisions divided by total 

loans), NII/TA (non-interest income divided by total assets), NIE/TA (total overhead 

expenses divided by total assets), and EQASS (book value of stockholders' equity as a 

fraction of total assets).  

 

External determinants: LNGDP (natural log of GDP), MSG (money supply growth), and 

INFL (annual inflation rate). 
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Justification for the choice of variables 

The LNTA variable is included in the regression as a proxy of size to capture the possible 

cost advantages associated with size (economies of scale). In the literature, mixed 

relationships are found between size and profitability, while in some cases a U-shaped 

relationship is observed. LNTA is also used to control for cost differences related to bank 

size and for the greater ability of larger bank to diversify. In essence, LNTA may have a 

positive effect on bank profitability if there are significant economies of scale. On the 

other hand, if increased diversification leads to higher risks, the variable may exhibit 

negative effects (Sufian F. and Chong R.R., 2008). 

 

The ratio of loan loss provisions to total loans (LLP/TL) is incorporated as an 

independent variable in the regression analysis as a proxy of credit risk. The coefficient 

of LLP/TL is expected to be negative because bad loans are expected to reduce 

profitability. In this direction, Miller and Noulas (1997) suggest as the exposure of the 

financial institutions to high risk loans increases, the accumulation of unpaid loans would 

increase and profitability would decreases. Miller and Noulas (1997) suggest that decline 

in loan loss provisions are in many instances the primary catalyst for increases in profit 

margins. Furthermore, Thakor (1987) also suggests that the level of loan loss provisions 

is an indication of a bank's asset quality and signals changes in the future performance 

(Sufian F. and Chong R.R., 2008)..  

 

To recognize that financial institutions in recent years have increasingly been generating 

income from ―off-balance sheet‖ business and fee income general, the ratio of non-

interest income over total assets (NII/TA) is entered in the regression analysis as a proxy 

for non-traditional activities. Non-interest income consists of commission, service 

charges, and fees, guarantee fees, net profit from sale of investment securities, and 

foreign exchange profit. The ratio is also included in the regression model as a proxy 

measure of bank diversification into non-traditional activities. The variable is expected to 

exhibit positive relationship with bank profitability (Sufian F. and Chong R.R., 2008).. 
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The ratio of overhead expenses to total assets, NIE/TA, is used to provide information on 

the variations of bank operating costs. The variable represents the total amount of wages 

and salaries as well as the costs of running branch office facilities. The relationship 

between the NIE/TA variable and profitability levels may be negative, as banks that are 

more productive and efficient aim to minimise their operating costs. Furthermore, the 

usage of new electronic technology, like ATMs and other automated means of delivering 

services may have caused wage expenses to fall as capital is substituted for labour 

(Sufian F. and Chong R.R., 2008).  

 

EQASS variable is included in the regressions to examine the relationship between 

profitability and bank capitalisation. A strong capital structure is essential for financial 

institutions in developing economies, since it provides additional strength to withstand 

financial crises and increased safety for depositors during unstable macroeconomic 

conditions. Furthermore, lower capital ratios in banking imply higher leverage and risk, 

which therefore lead to greater borrowing costs. Thus, the profitability level should be 

higher for the better-capitalised bank (Sufian F. and Chong R.R., 2008).  

 

In the case of the external variables, bank‘s profitability is sensitive to macroeconomic 

conditions despite the trend in the industry towards greater geographic diversification and 

a larger use of financial engineering techniques to manage risk associated with business 

cycle forecasting. Generally, higher economic growth encourages banks to lend more and 

permits them to charge higher margins while improving the quality of their assets. 

Dermiguc-Kunt and Huizinga (2001) and Bikker and Hu (2002) identifies possible 

cyclical movements in bank profitability, i.e., the extent to which bank profits are 

correlated with the business cycle. Their findings suggest that such a correlation exists, 

although the variables used were not direct measures of the business cycle (Sufian F. and 

Chong R.R., 2008).  
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It is based on the above arguments that these variables are considered; LNGDP (natural 

log of GDP), MSG (money supply growth), and INFL (annual inflation rate).  

 

Theoretical model 

To test the relationship between bank profitability and the bank specific and 

macroeconomic determinants, we estimate a linear regression model in the following 

form:  

Yjt = Uj + ∆' Xjt + β' Zt + εjt ------------------- (1)  

 

where j refers to an individual financial institution; t refers to year; Yjt refers to the return 

on assets (ROA) and is the observation of financial institution j in a particular year t; X 

represents the internal factors (determinants) of a financial institution; Z represents the 

external factors (determinants) of a financial institution; εjt is a normally distributed 

random variable disturbance term.  

 

The linear regression model is based on the following assumptions: 

1. Linear Functional form 

2. Fixed independent variables. Thus apart from the fact samples are representative, 

there is also no Autocorrelation, and even if it exist it is insignificant.  

3. Independent observations.  

4. Representative sample and proper specification of the model (no omitted variables) 

5. Normality of the residuals or errors 

6. Equality of variance of the errors (homogeneity of residual variance) 

7. No multicollinearity, since this would limit proper parameter estimation  

8. No autocorrelation of the errors 

9. No outlier distortion 
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If the empirical model estimated violates any of the above assumption, this could lead to 

some difficulties or challenges. For the purpose of this study, some investigations was 

performed to establish the existence or otherwise of Heteroschedasticity, 

Multicollinearity, and Autocolleration in the model. 

 

Model diagnosis 

Diagnosing the model was very important to establish whether the estimates of the 

coefficients are tenable and the extent to the regression coefficients fitted in the model 

makes the model the best linear unbiased estimator of return to assets or profitability of 

the banks in Ghana. For the purpose of this study,  the model would tested to verify the 

existence or otherwise of Multicollinearity, Heteroskedasticity, Autocolleration. The 

significant presence of any of this would imply a violation of three key assumptions. 

 

Multicollinearity Diagnosis 

To test the independence of the explanatory variables the study used collinearity statistics 

with special emphasis on the analysis of variable inflation factors (VIF) statistics. 

Literature have it that small intercorrelations among the independent variables implies 

that the VIF ≈ 1. But when the VIF > 10, then collinearity is a problem and the model 

needs to be checked. 

Where VIF = 1/ tolerance, and 

           Tolerance = 1 – R
2
,   and R

2
 = coefficient of determination 

VIF analysis is probably the most widely used approach among other methods, such as 

correlation matrix, t-test of the parameter, and the condition index analysis. This is 

because the Variance Inflation Factors make it possible to detect multicollinearity and to 
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measure its effects on estimate precision. However, they do not enable the user to 

determine which variables are mainly responsible for variance inflation. 

 

Heteroskedasticity Diagnosis 

To test for the presence of heteroskedastcity, the Breusch-Pagan / Cook-Weisberg tests 

would be employed. This test involves testing the null hypothesis that the error variances 

are all equal versus the alternative that the error variances are a multiplicative function of 

one or more variables. In other words the alternative hypothesis states that, the error 

variances increase (or decrease) as the predicted values of Y increase. A large chi-square 

would indicate that heteroskedasticity was present, thus it indicates that the error term is a 

multiplicative function of the predicted values.  

 

Autocolleration Diagnosis 

To test for the existence of autocorrelation or not, the Durbin Watson was employed. This 

module tested for correlations between errors. Specifically, it tests whether adjacent 

residuals are correlated, which is a violation of a regression assumption that the residuals 

are independent. In short, this module is important for testing whether the assumption of 

independent errors is tenable.  

 

Thus the Durbin-Watson Test for serial correlation assumes that the error terms (εi) are 

stationary and normally distributed with mean zero. It therefore tests the null hypothesis 

(H0) that the errors are uncorrelated against the alternative hypothesis (H1) that the errors 

are AR(1). Thus if ρs are the error autocorrelations, then we have H0: ρs = (s>0), and  

H1: ρs= ρ
s
 for some nonzero ρ with | ρ| < 1. To test H0 against H1, we get the least square 

estimates for the parameters and their corresponding estimated errors e1, e2,…, en.  
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The test statistic can vary between 0 and 4 with a value of 2 meaning that the residuals 

are uncorrelated. A value greater than 2 indicates a negative correlation between adjacent 

residuals whereas a value below 2 indicates a positive correlation.  The size of the 

Durbin-Watson statistic depends upon the number of predictors in the model, and the 

number of observations. For accuracy, we used the exact acceptable values in Durbin and 

Watson‘s (1951) original paper. As a very conservation rule of thumb, Field (2009) 

suggests that values less than 1 or greater than 3 are definitely cause for concern; 

however, values closer to 2 may still be problematic depending on your sample and 

model. 

Empirical model 

The empirical model to be used in the study is modeled as follows:  

ROAjt = U + ∆1LLP/TLjt + ∆2NII/TAjt + ∆3NIE/TAjt + ∆4LNTAjt + ∆5EQASSjt + 

β1LNGDPt + β2MSGt+ β3INFLt + εjt -------------------- (2) 

 

Where: 

ROAjt :  return on assets for  bank j in year t 

LLP/TLjt: ratio of loan loss provisions to total loans for bank j in year t 

NII/TAjt : ratio of non-interest income over total assets for bank j in year t 

NIE/TAjt:  ratio of overhead expenses to total assets for bank j in year t 

LNTAjt : natural log of total assets for bank j in year t 

EQASSjt : ratio of equity to total assets for bank j in year t 

LNGDPt:  natural log of GDP for year t 

MSGt:  money supply growth for year t 

INFLt:  annual inflation rate for year t 

 

Based on the justification for the inclusion of the above variables in the model as 

espoused by the numerous researchers, a priori restrictions have been assigned to the 

variables. Table 1 below shows the variables and their a priori restrictions:    



36 

 

Table 1: Descriptive of the variables used in the regression models.  

Variable  Description A priori 

restrictio

ns  

Dependent 

ROA  The return on average total assets of the bank in year t.  NA  

Independent 

Internal Factors 

LNTA  The natural logarithm of the accounting value of the total assets 

of the bank in year t.  

+/–  

LLP/TL  Loan loss provisions/total loans. An indicator of credit risk, that 

how much a bank is provisioning in year t relative to its total 

loans.  

–  

NII/TA  A measure of diversification and business mix, calculated as 

non-interest income/total assets.  

+  

NIE/TA  Calculated as a non-interest expense/total assets and provides 

information on the efficiency of the management regarding 

expenses relative to the assets in year t. Higher ratios imply a 

less efficient management.  

–  

EQ/ASS  A measure of bank's capital strength in year t, calculated as 

equity/total assets. A high capital asset ratio is assumed to be 

indicator of low leverage and therefore lower risk.  

+/–  

External Factors 

LNGDP  Natural logarithm of gross domestic products.  +  

MSG  The growth of money supply as measured by currency in 

circulation.  

+  

INFL  The annual inflation rate.  +/–  

Source: Sufian F. and Chong R.R., 2008 
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Hypothesis Testing 

To test the null hypotheses, the null and alternative hypotheses stated formally are as 

follows:   

Endogenous ,model: 

1. H
1

0: ∆i = 0; i=1,2,3,4,5 

H
1

1: ∆i ≠ 0: otherwise 

Exogenous model: 

2. H
2

0: βj = 0; j = 1,2,3 

H
2

1: βj ≠ 0 : otherwise 

Both endogenous and exogenous model 

3. H
3

0: ∆i = 0; βj = 0; i=1,2,3,4,5 & j = 1,2,3 

H
3

1: ∆i ≠0; βj ≠ 0: otherwise 

The test statistics for each of the null hypothesis is as follows: 

T= ∆i /se (∆i) ≈ tα/2, n-1 : thus the null distribution follows the student T distribution or  

T= βj /se (βj) ≈ tα/2, n-1 

Where se (∆i) or se (βj) =  

 

 

 

ˆ

ˆ

ˆ

b

n

i

SE
x

where std dev of residual

e

n
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Decision rule 

If T > tα/2, n-1 ; then we reject the null hypothesis and accept the alternative hypothesis 

that the parameter estimate or the driver in question is significant profitability of the 

banks. Otherwise we accept the null hypothesis that the driver is not significant. 

Test for multicollinearity 

4. H
4

0: There is No perfect linear relationship between the explanatory variables. Thus 

the explanatory variables are independent 

5. H
4

1: There is a linear relationship between the explanatory variables. Thus the 

explanatory variables are NOT independent 

The test uses the variable inflation factors (VIF) statistics as the test statistics, thus  

VIF = 1/ tolerance, and Tolerance = 1 – R
2
,   and R

2
 = coefficient of determination 

Test for heteroskedasticity 

H
5

0 : Var(u | x , x ,...x ) = E(u ) = σ
2
. Thus we test whether the variance of the error 

term is constant. In other words if the null hypothesis is true then we can conclude 

that the model is homoscedastic and not heteroskedastic. 

H
5

1: Var(u | x , x ,...x ) = E(u ) ≠ σ
2
; thus if the alternative hypothesis is true we 

conclude that heteroskedastic, a situation that can render the model not to be BLUE. 

The test statistic is as follows: 

Test for autocorrelation 

6. H
6

0: ρs = (s>0), 

H
6

1: ρs= ρ
s
 for some nonzero ρ with | ρ| < 1 
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The test statistics for the null hypothesis is d= ∑(et – et-1)
2
/∑et

2
, which is the  

Durbin-Watson test statistics 
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 CHAPTER FOUR 

ANALYSIS AND DISCUSSION OF RESULTS 

The analysis in the paper attempts to examine the profitability of the selected Banks 

during the last decade and in detail study the key value drivers of profitability of 

commercial banks in Ghana, focusing on Ghana Commercial Bank limited and Merchant 

Bank Limited. In studying the key drivers of profitability, we evaluated the impact of 

some key internal and external variables on return to assets of these banks. The variables 

that were studied are:  

The natural logarithm of the accounting value of the total assets of the bank;  

 ratio of Loan loss provisions to total loans; 

 ratio of non-interest income to total assets; 

 ratio of non-interest expense to total assets;  

 ratio of equity to total assets;  

 natural logarithm of gross domestic products;  

 growth of money supply as measured by currency in circulation; and  

 Annual inflation rate. 

The trend below shows the performance in terms of profitability measured as return on 

assets, of the selected banks over the two decades for which this study has been done.  
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Source: authors’ compilation from the banks financial statements 

Over the period, it is evidence from the graph that the performance of the banks have 

been highly unstable, with two periods (1991 and 2008) recording negative returns on 

assets. This is indeed calls for much scrutiny given that size of the banks under study and 

the resources available to them which enhances their competitive advantage over the rest 

of the universal banks in Ghana. Within the same period where the selected banks were 

making losses, most of the other universal banks were recording not just positive returns, 

but quite impressive two digit positive returns. The summary statistics of the selected 

indicators to determine the drivers of profitability for the banks are in table 2 below.  

Table 2: Summary statistics 

Variable Mean Std. Dev. Min Max 

ROA 0.033 0.086 -0.091 0.524 

LLP_TL 0.109 0.135 0.001 0.435 

NII_TA 0.023 0.022 -0.013 0.086 

NIE_TA 0.063 0.024 0.025 0.123 

EQ_ASS 0.105 0.040 0.000 0.220 

LNTA 19.030 1.100 17.058 21.374 

LNGDP 9.235 1.589 6.615 11.652 

MSG 3.56E+07 5.51E+07 30528.2 2.01E+08 

INFL 23.344 13.127 10.032 58.550 
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Source: authors’ compilation from the banks financial statements 

 

Regression analysis 

The model as specified is a combination of both endogenous variables (LLP_TL, 

NII_TA, NIE_TA, EQ_ASS, and LNTA) and exogenous variables (LNGDP, MSG, and 

INFL). But in order to establish which of them are key drivers of the banks‘ profitability, 

the estimation of the coefficients were done in three parts such that endogenous and 

exogenous variables were combined, and secondly endogenous variables and exogenous 

variables were separated. 

From the table below, since the calculated is greater than the significance value it is an 

indication that the explanatory variables in the regression model are significant in 

explaining the drives profitability or the return on assets of the commercial banks in 

Ghana. This result cuts across the all the three estimated models, such that the model 

would be significant whether the endogenous and exogenous variables are combined or 

separated. Thus the regression models are relevant in determining the major drivers of 

profitability among commercial banks in Ghana. 

Table 3: ANOVA 

  Sum of Squares df Mean Square F Sig. 

Both Endogenous and Exogenous 

Regression 0.099 8 0.012 2.080 0.071 

Residual 0.172 29 0.006   

Total 0.271 37    

a)  Predictors: (Constant), Infl, NII_TA, NIE_TA, EQ_ASS, MSG, LLP_TL, 

LNGDP, LNTA 
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Endogenous 

Regression 0.073 5 0.015 2.364 0.062 

Residual 0.198 32 0.006   

Total 0.271 37    

b) Predictors: (Constant), LOG_OF_ASSETS, NIE_TA, NII_TA, LLP_TL, EQ_ASS 

Exogenous 

Regression 0.057 3 0.019 3.056 0.041 

Residual 0.213 34 0.006   

Total 0.271 37    

c) Predictors: (Constant), Infl, MSG, LNGDP 

Source: authors’ compilation from the banks financial statements 

The coefficient of determination (R-square) and the adjusted coefficient of determination 

which is the explanatory power of the model in the table 6 below show that, the 

combined model of endogenous and exogenous variables produces the highest 

explanatory power of at least fifty percent (0.489). Thus about fifty percent of the 

variability in ROA or profitability of commercial banks in Ghana can best be explained 

by both endogenous and exogenous variables.  

However when the variables are split into two (endogenous and exogenous variables) and 

their regression coefficients are estimated, the results from table 6, indicates that the 

endogenous variables have a higher explanatory power than the exogenous variables. 

Thus the endogenous variables can best explain the variability in the profitability or ROA 

of commercial banks than the exogenous variables. In other words, endogenous variables 

are better drivers of commercial banks‘ profitability or ROA than the exogenous 

variables.  

  

 Table 4: Explanatory Power of the Model  
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Model Summary 

Model R R 

Square 

Adjusted R 

Square 

Std. Error of 

the Estimate 

Both Endogenous and 

Exogenous 
0.604 0.565 0.489 0.077 

Endogenous 0.589 0.501 0.475 0.079 

Exogenous 0.461 0.442 0.335 0.079 

Source: authors’ compilation from the banks financial statements 

 

 

 

 

Empirical model 

 

Table 5: General Empirical model (Both Endogenous and Exogenous) 

 

Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. 

  Std. Error Beta     

(Constant) -0.609 0.505  -1.206 0.238 

LLP_TL 0.028 0.130 0.044 0.215 0.831 

NII_TA 1.553 0.661 0.402 2.350 0.026 

NIE_TA -0.701 0.594 -0.198 -1.179 0.248 

EQ_ASS 0.403 0.491 0.186 0.822 0.418 

LNTA 0.026 0.028 0.336 0.939 0.355 

LNGDP 0.007 0.014 0.137 0.544 0.590 

MSG 0.002 0.000 0.327 1.992 0.056 

INFL 0.001 0.001 0.142 0.785 0.439 
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Source: authors’ compilation from the banks financial statements 

 

ROA = -0.609+ 0.044*LLP_TL + 0.402*NII_TA -0.198*NIE_TA + 0.186*EQ_ASS +  

0.336* LNTA + 0.137* LNGDP + 0.327* MSG + 0.142*INFL 

 

 

 

 

 

 

 

 

 

 

Table 6: Separate Empirical Models 

 

Unstandardized  

Coefficients 

Standardized 

Coefficients 

t Sig. 

  

Std. 

Error 

Beta 

    

Endogenous 

(Constant) -0.831 0.354  -2.347 0.025 

LLP_TL 0.065 0.112 0.102 0.552 0.565 

NII_TA 1.845 0.636 0.477 2.901 0.007 

NIE_TA -0.598 0.6 -0.169 -0.996 0.327 

EQ_ASS 0.562 0.446 0.260 1.261 0.216 

LNTA 0.042 0.017 0.536 2.445 0.020 

Exogenous 

(Constant) -0.147 0.097  -1.51 0.14 
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LNGDP 0.015 0.009 0.27 0.617 0.715 

MSG 5.97E-10 0.000 0.384 2.413 0.021 

INFL 0.001 0.001 0.16 0.932 0.358 

Source: authors’ compilation from the banks financial statements 

 

Endogenous empirical model 

ROA = -0.831+ 0.065*LLP_TL + 1.845*NII_TA -0.598*NIE_TA + 0.562*EQ_ASS +  

0.042* LNTA  

 

Exogenous empirical model 

ROA = -0.147+ 0.015* LNGDP + 5.97E-10* MSG + 0.001*INFL 

 

The coefficient of the ratio of loan loss provision to total loans (LLP_TL) variable in the 

regression model which is an indicator of credit risk, which measures how much a bank is 

provisioning in year t relative to its total loans, have a positive on profitability contrary to 

the initial a priori assumptions and theory for that matter. In addition this variable is not 

significant in explaining the variability in the return on assets of Ghanaian commercial 

banks, a result which is contrary to the results of Miller and Noulas (1997), but is in 

agreement with Thakor (1987) who were both cited by Sufian F. and Chong R.R., (2008), 

who suggested that the level of loan loss provisions is an indication of a bank's asset 

quality and signals changes in the future performance. This result has not been any 

different when the model was split into only endogenous and exogenous variables, 

producing endogenous models, since the a priori signs are the same irrespective of the 

model used, as the results has shown that internally, ratio of loan loss provision to total 

loans is not a key driver of profitability among Commercial Banks in Ghana. 

 



47 

 

The ratio of non-interest income to total assets (NII/TA), a measure of diversification and 

business mix have a positive on profitability, which was in agreement with the a priori 

restrictions. In addition this variable was statistically significant in explaining the 

variability in ROA of commercial banks in Ghana. Thus NII/TA is vital driver in the 

performance of Commercial banks in Ghana. This indicator which is a proxy for the 

bank‘s non-traditional activities is a relevant driver for performance of commercial banks 

in Ghana. Splitting the model into models of internal (endogenous) and external 

(exogenous) factors, the result indicates that the expected signs are the same irrespective 

of the model estimated, and that in all cases the ratio of non-interest to total assets are 

statistically significant in explaining the variability in ROA when internal factors alone 

are considered.  

 

The ratio of non-interest expense to total assets (NIE_TA), which provides information 

on the efficiency of the management regarding expenses relative to the assets in year t, 

did not only have a negative impact on profitability and thus conformed to the a priori 

restrictions, but was also a significant driver of commercial banks in Ghana‘s 

profitability. This shows that minimizing commercial banks in Ghana operating costs 

would indeed improve on the banks performance, which conforms to Bourke, (1989) 

cited by Sufien et al. (2008), who asserts that there is a negative relationship between the 

operating expenses ratio and profitability. Sufien et al. (2008), in their work on the 

Philippines banks also deduces that NIE_TA exhibits a negative and significant impact 

on Philippines banks' profitability. The results imply that an increase (decrease) in these 

expenses reduces (increases) the profits of financial institutions operating in the 

Philippines. Our study reveals that in Ghana the ratio of non-interest expense to total 

assets exhibits a negative and significant impact on the ROA even when the model uses 

internal (endogenous) factors exclusively, thus in all cases, the ratio of non-interest 

expense to total assets are statistically significant in explaining the variability in ROA of 

Commercial Banks.  
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The measure of bank's capital strength in year t, which is the ratio equity to total assets 

(EQ_ASS) has positive impact on profitability and is in line with the a priori restrictions. 

EQ_ASS is also significant, therefore can be considered as a good driver for performance 

among commercial banks in Ghana. This outcome is in line with other researchers such 

as Berger (1995) and Molyneux (1993), whose outcome reveals that leverage or 

capitalization is important in explaining the performance of financial institutions, and that 

its impact on bank profitability is ambiguous, and also that higher levels of equity would 

decrease the cost of capital, leading to a positive impact on bank profitability. Indeed the 

positive relationship between ROA and equity was established when only endogenous 

variables are considered, and EQ_ASS is also significant when considering the internal 

drivers of the Commercial Banks‘ profits in Ghana.  

 

The natural log of total assets (LNTA) has a positive impact on profitability and 

conforms to the a priori restriction. It is statistically significant in the model and like 

EQ_ASS it is a vital parameter and a significant driver in banks performance. This result 

agrees with Sufien et al., (2008) that LNTA is a variable that measures bank size and is 

generally used to capture potential economies or diseconomies of scale in the banking 

sector. Indeed their results on the banks in the Philippines showed that impact of bank 

size was negatively related to the profitability of Philippines banks, indicating a negative 

relationship between bank profitability and bank size. Just like the other variables, the 

size of the Commercial Banks which was hitherto significant when both internal 

(endogenous) and external (exogenous) factors were combined, is still significant when 

the variables were split into endogenous and exogenous, and is negatively related ROA 

when endogenous variables alone are exclusively considered. 
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The impact of natural logarithm of gross domestic products (LNGDP) on profitability 

was positive and conforms to the a priori restrictions, but is an insignificant driver in the 

performance of commercial banks in Ghana.  This finding even though defies logic and 

does not conform with earlier findings by Sufien et al. (2008), which agrees on the 

positive association between economic growth and the performance of the financial 

sector, other research findings such by valentine Flamini et al. (2009) which points to a 

non existence between size of economy and profitability of banks as they indicated that 

banks in Sub-Saharan African performed better in 2006 than their counterparts in high 

income countries. All things being equal, the growth of the economy should have a 

bearing on not only firms in the financial sector but also firms in the non-financial 

institutions such as banks. This is because during boom periods in the business cycle of 

Ghana it is expected that firms could borrow very huge funds for investment, and this 

could mean banks creating more wealth, and increasing their asset portfolio through the 

increase in loans provision. Splitting the model into both endogenous and exogenous 

variables, the size of the economy is not a key driver in determining profit among the 

exogenous variables among Commercial Banks in Ghana. 

The growth of money supply (MSG) as measured by currency in circulation has a 

positive impact on profitability as expected and has been a significant driver in the 

performance of commercial banks in Ghana. Increasing the amount of money in 

circulation would imply commercial banks in Ghana having access to these funds and 

having the opportunity to create money and wealth. Considering the external factors 

alone, the growth of money supply is a significant profit driver of Commercial Banks in 

Ghana, and is positively related to ROA of the Banks.  

 

The results from paper reveals that annual rate of inflation has a positive impact on 

profitability, and very significant driver in the performance of commercial banks in 

Ghana. The annual inflation rate (INFL) in Ghana is the prime data used in the 

determination of the central bank‘s lending rates to the commercial banks in Ghana. Thus 
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the higher the rate of inflation, the higher the prime rate at which the central bank 

borrows to the commercial banks, since inflation in Ghana has been touted by the by 

central bank as been more of monetary issue than a fiscal issue, the fight against higher 

inflation rates are normally done using monetary policies that seeks to minimize money 

supply. Inflation, an exogenous variable is again a key driver of profits among 

Commercial Banks in Ghana, when exogenous variables are considered exclusively in the 

model, and it is positively related to ROA as expected.  

 

Model Diagnosis 

The fact that the data was used was a times series cross section data, it is likely to have 

been affected by the presence of Multicollinearity, Heteroschedasticity, and 

Autocorrelation. The significant presence of any of this is likely to bias the estimators, 

thus the coefficients are no longer BLUE (best linear unbiased estimators) since the 

estimated coefficients are likely to have errors in some cases. However the significance 

of the presence of these noises would mean that some assumptions underlying the model 

have been violated.  

Multicollinearity Diagnosis 

The correlation matrix in table 3 and 4 below exhibits the extent to which the 

independent variables relate to each other. Indeed by the independent variables (The 

natural logarithm of the accounting value of the total assets of the bank; ratio of Loan loss 

provisions to total loans; ratio of non-interest income to total assets; ratio of non-interest 

expense to total assets; ratio of equity to total assets; natural logarithm of gross domestic 

products; growth of money supply as measured by currency in circulation; and annual 

inflation rate) are in themselves are not supposed to be dependent on each other or 

statistically relate to each other.  
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What can be observed from the tables is that, whiles variables such as log of assets is not 

statistically significantly correlated with any of the independent variables at 5% level of 

significance others are correlated, and may also be not correlated at 10% level of 

significance. An indication that multicollinearity in significant only with one explanatory 

variable, and this results does not matter whether the model involves both endogenous 

and exogenous variables, or it involves on exogenous or only endogenous variables. 

Results from the VIF table in table 9, suggests that though multicollinearity is presence 

and is significant for log of asset, by the benchmark that has been set, since the VIF is not 

greater than 10 for any of the explanatory variables irrespective of whether 

multicollinearity was significant, it is not serious and may be ignored.  

Indeed the significant of the presence of multicollinearity with log of assets is  excusable 

since the assets of the banks were used as denominators for some endogenous variables. 

Table 7: Correlation Matrix 1 

    LLP_TL NII_TA NIE_TA EQ_ASS LNTA LGDP MSG 

LLP_TL Pearson Correlation 1 0.233 -0.272 0.253 -0.440 0.009 0.041 

  Sig. (2-tailed)   0.158 0.099 0.125 0.006 0.959 0.808 

  Sum of Squares and 

Cross-products 

0.670 0.026 -0.033 0.050 -2.412 0.069 1.E+07 

  Covariance 0.018 0.001 -0.001 0.001 -0.065 0.002 3.E+05 

NII_TA Pearson Correlation 0.233 1 0.058 0.227 -0.366 -0.051 0.085 

  Sig. (2-tailed) 0.158   0.729 0.171 0.024 0.760 0.613 

  Sum of Squares and 

Cross-products 

0.026 0.018 0.001 0.007 -0.330 -0.067 4.E+06 

  Covariance 0.001 0.000 0.000 0.000 -0.009 -0.002 1.E+05 

NIE_TA Pearson Correlation -0.272 0.058 1 0.214 0.098 0.083 0.197 

  Sig. (2-tailed) 0.099 0.729   0.196 0.560 0.620 0.236 

  Sum of Squares and 

Cross-products 

-0.033 0.001 0.022 0.008 0.096 0.118 1.E+07 

  Covariance -0.001 0.000 0.001 0.000 0.003 0.003 3.E+05 
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EQ_AS

S 

Pearson Correlation 0.253 0.227 0.214 1 -0.618 -0.301 0.144 

  Sig. (2-tailed) 0.125 0.171 0.196   0.000 0.067 0.388 

  Sum of Squares and 

Cross-products 

0.050 0.007 0.008 0.058 -0.995 -0.699 1.E+07 

  Covariance 0.001 0.000 0.000 0.002 -0.027 -0.019 3.E+05 

LNTA Pearson Correlation -0.440 -0.366 0.098 -0.618 1 0.681 0.156 

  Sig. (2-tailed) 0.006 0.024 0.560 0.000   0.000 0.350 

  Sum of Squares and 

Cross-products 

-2.412 -0.330 0.096 -0.995 44.784 44.014 3.E+08 

  Covariance -0.065 -0.009 0.003 -0.027 1.210 1.190 9.E+06 

LGDP Pearson Correlation 0.009 -0.051 0.083 -0.301 0.681 1 0.176 

  Sig. (2-tailed) 0.959 0.760 0.620 0.067 0.000   0.289 

  Sum of Squares and 

Cross-products 

0.069 -0.067 0.118 -0.699 44.014 93.410 6.E+08 

  Covariance 0.002 -0.002 0.003 -0.019 1.190 2.525 2.E+07 

MSG Pearson Correlation 0.041 0.085 0.197 0.144 0.156 0.176 1 

  Sig. (2-tailed) 0.808 0.613 0.236 0.388 0.350 0.289   

  Sum of Squares and 

Cross-products 

1.E+07 4.E+06 1.E+07 1.E+07 3.E+08 6.E+08 1.E+17 

  Covariance 3.E+05 1.E+05 3.E+05 3.E+05 9.E+06 2.E+07 3.E+15 

INFL Pearson Correlation -0.113 0.096 -0.161 -0.129 -0.279 -0.405 -0.288 

  Sig. (2-tailed) 0.500 0.567 0.334 0.442 0.090 0.012 0.080 

  Sum of Squares and 

Cross-products 

-7.378 1.029 -1.890 -2.468 -

149.16 

-

312.71 

-8.E+09 

  Covariance -0.199 0.028 -0.051 -0.067 -4.031 -8.452 -2.E+08 

Source: authors’ compilation from the banks financial statements 

 Table 8: Variable Inflation Factor (VIF) 

  

Unstandardized 

Coefficients 

Standardized 

Coefficients 

Collinearity 

Statistics 

  B Std. Error Beta Tolerance VIF 

Endogenous and Exogenous 

(Constant) -0.609 0.505       

LLP_TL 0.028 0.130 0.044 0.527 1.897 

NII_TA 1.553 0.661 0.402 0.750 1.333 

NIE_TA -0.701 0.594 -0.198 0.777 1.288 

EQ_ASS 0.403 0.491 0.186 0.426 2.348 

LNTA 0.026 0.028 0.336 0.171 5.852 

LNGDP 0.007 0.014 0.137 0.348 2.871 
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MSG 0.000 0.001 0.327 0.815 1.227 

INFL 0.001 0.001 0.142 0.673 1.487 

Exogenous 

(Constant) -0.831 0.354       

LLP_TL 0.065 0.112 0.102 0.739 1.354 

NII_TA 1.845 0.636 0.477 0.843 1.186 

NIE_TA -0.598 0.600 -0.169 0.793 1.261 

EQ_ASS 0.562 0.446 0.260 0.538 1.860 

LNTA 0.042 0.017 0.536 0.474 2.111 

Endogenous 

(Constant) -0.147 0.097       

LNGDP 0.015 0.009 0.270 0.832 1.202 

MSG 5.97E-10 0.001 0.384 0.913 1.095 

INFL 0.001 0.001 0.160 0.788 1.270 

Source: authors’ compilation from the banks financial statements 

 

 

 

 

Table 9: Correlation Matrix 

  

LLP_TL NII_TA NIE_T

A 

EQ_ASS LNTA LNGDP MSG INFL 

LLP_TL 1               

NII_TA 0.233 1             

NIE_TA -0.272 0.058 1           

EQ_ASS 0.253 0.227 0.215 1         

LNTA -0.440 -0.366 0.098 -0.618 1       

LNGDP 0.009 -0.051 0.083 -0.301 0.681 1     

MSG 0.041 0.085 0.197 0.144 0.156 0.176 1   

INFL -0.113 0.096 -0.161 -0.129 -0.279 -0.405 -0.288 1 
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Source: authors’ compilation from the banks financial statements 

 

Heteroschedasticity 

Diagnosing the presence or otherwise of heteroskedasdicity in the model, we used 

Breusch-Pagan/Cook-Weisberg test to verify the existence or otherwise of 

heteroskedasdicity in the model. In this model large values of chi-square would indicate 

the significant presence of heteroskedasdicity in the model. At 5% level of significance, 

the P-value in table 10 shows that heteroskedasdicity is significant in the model, thus the 

error of the model are a multiplicative function of the predicted values.  

In this model, we tested the null hypothesis that the error variances are all equal versus 

the alternative that the error variances are a multiplicative function of one or more 

variables. 

 

   Table 10: Breusch-Pagan / Cook-Weisberg Test for Heteroskedasdicity 

Source SS df MS  Number of obs = 38 

         F(  1,    36)  21.21  

Model  162.32  1 162.32   Prob > F 0.00  

Residual  275.46  36  7.65   R-squared  0.37  

         Adj R-squared  0.35  

Total  437.78  37  11.83   Root MSE  2.77  

              

esquare Coef. Std. err t P>t       [95% Conf. Interval] 

yhat 40.55 8.81 4.61 0.00 22.70 58.41 

_cons -0.34 0.53 -0.63 0.53 -1.42 0.75 
Source: authors’ compilation from the banks financial statements 
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Chi Square (1) = 81.160106 

Prob > chi2 = 2.082e-19 

Breusch-Pagan / Cook-Weisberg test for heteroskedasticity  

Ho: Constant variance 

Variables: fitted values of esquare 

chi2(1)      =    85.84 

Prob > chi2 =   0.0000 

 

Autocorrelation 

From table 11 below, the Durbin-Watsn test statistics reveals that all the models (Exogenous 

and Endogenous, Endogenous and Exogenous models)  produced values below 2 but greater 

thatn 1, which is an indication that all the models indicates a positive correlation, but 

according to the rule of thumb as suggested by Field (2009), values less than 1 or greater than 

3 are definitely cause for concern; however, values closer to 2 may still be problematic 

depending on your sample and model.  

From Field‘s rule of thumb, we conclude that autocorrelation is not too serious in any of the 

three models (Exogenous and Endogenous, Endogenous and Exogenous models) used in the 

study. 

 Table 11: Durbin – Watson statistics for Autocorrelation 

Category DW Statistics 

Exogenous and Endogenous             1.39  

Endogenous             1.31  
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Exogenous           1.42  
 Source: authors’ compilation from the banks financial statements 

 

 

 

 

 

 

 

 

 

CHAPTER FIVE 

5.0 CONCLUSION AND RECOMMENDATION 
In conclusion one can say that the performance of the commercial banks in Ghana has 

been volatile over the two decades under study, with some years recording negative 

profitability. This performance compared to the general performance of banks on the 

Sub-Saharan African continent which according to an IMF working paper by Flamini et 

al., (2009) on determinants of commercial bank profitability in Sub-Saharan Africa, Bank 

profits are high in Sub-Saharan Africa (SSA) compared to other regions. The IMF paper 

states that this general picture holds true whether profitability is measured as returns on 

assets, returns on equity, or net interest margins.  
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The question that begs is that given that Ghana is part of Sub-Sahara African countries, 

what has commercial banks in Ghana done differently from their counterparts that makes 

them make losses in some period, even with the level resource base available to them. 

This indeed is an issue that calls for further research. 

 

It can also be concluded that non-interest income, non-interest expense, bank's capital 

strength, natural log of total assets, growth of money supply, and annual rate of inflation 

are significant key drivers of profitability of commercials banks in Ghana. Indeed 

focusing and reengineering their institutions alongside these indicators could enhance 

their profitability as well as the performance of these commercial banks in Ghana.   

 

The gross domestic products which measure that size of the Ghanaian economy and loan 

loss provision or provisions for bad debt have not impacted significantly on the 

performance of commercial banks in Ghana. These two indicators even though do not 

conform to our earlier expectation they are not extremely at variance with other research 

papers. The findings in this direction implies that Ghanaian commercial banks do not 

respond to the dynamics of economic growth or the economic environment, an indication 

of ineffective competition and efficiency in the financial sector of Ghana.  

 

However, the explanatory power which renders the combine endogenous and exogenous 

variables far more important in explaining the variability in ROA for Commercial Banks 

in Ghana than either exogenous or endogenous variables alone. This is a clear signal to 

all Commercial Banks in Ghana that they cannot ignore the macroeconomic indicators 

when strategizing to improve on their profits or performance. Thus banks in Ghana 

should not only be concerned about internal structures and policies, but they must 

consider both the internal environment and the macroeconomic environment together in 

fashioning out strategies to improve their performance or profits. 

 

 

 



58 

 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

      REFERENCES  

Abbasoglu, O. F., Aysan, A. F., & Gunes, A. (2007). Concentration, competition, 

efficiency and profitability of the Turkish banking sector in the post-crisis period. Banks 

and Bank Systems 2(3), 106–115.  

 

Akhavein, J., Berger, A. N., & Humphrey, D. B. (1997). The effects of megamergers on 

efficiency and prices: Evidence from a bank profit function. Review of Industrial 

Organization 12(1), 95–139.  

Athanasoglou, P. P., Brissimis, S. N., & Delis, M. D. (2008). Bank specific, industry 

specific and macroeconomic determinants of bank profitability. Journal of International 

Financial Markets, Institutions and Money 18(2), 121–136.  

Barney, Jay B. 1991. "Firm resources and sustained competitive advantage." Journal of 

Management 17 (March): 99-120. 



59 

 

Ben Naceur, S., & Goaied, M. (2008). The determinants of commercial bank interest 

margin and profitability: Evidence from Tunisia. Frontiers in Finance and Economics 

5(1), 106–130.  

Berger, A. N. (1995). The relationship between capital and earnings in banking. Journal 

of Money, Credit and Banking 27, 432–456.  

Berger, A. N., Hanweck, G. A., & Humphrey, D. B. (1987). Competitive viability in 

banking: Scale scope and product mix economies. Journal of Monetary Economics 20(3), 

501–520.  

Bikker, J., & Hu, H. (2002). Cyclical patterns in profits, provisioning and lending of 

banks and procyclicality of the new basel capital requirements. BNL Quarterly Review 

221, 143–175.  

Bourke, P. (1989). Concentration and other determinants of bank profitability in Europe, 

North America and Australia. Journal of Banking and Finance 13, 65–79. 

Boyd, J., & Runkle, D. (1993). Size and performance of banking firms: Testing the 

predictions theory. Journal of Monetary Economics 31, 47–67.  

 

Castanias, Richard P. and Constance E. Helfat. 1991. "Managerial resources and rents." 

Journal of Management, 17 (March): 155-171 

 

Cooper, M., Jackson, W., & Patterson, G. (2003). Evidence of predictability in the cross 

section of bank stock returns. Journal of Banking and Finance 27, 817–850.  

 

Daily graphic Editorial-24
th

 February, 2010 edition  

 

Demirguc-Kunt, A., & Huizinga, H. (2001). Financial structure and bank profitability. In 

Dermiguc Kunt, A., & Levine, R. (Eds.). Financial Structure and Economic Growth: A 

Cross Country Comparison of Banks, Markets and Development. Cambridge, MA: MIT 

Press.  

 

Duca, J., & McLaughlin, M. (1990). Developments affecting the profitability of 

commercial banks. Federal Reserve Bulletin, 477–499.  

 

Eichengreen, B., & Gibson, H.D. (2001). Greek banking at the dawn of the new 

millennium. CEPR Discussion Paper.  

 

Goddard, J., Molyneux, P., & Wilson, J. (2004). Dynamic of growth and profitability in 

banking. Journal of Money, Credit and Banking 36, 1069–1090.  

 



60 

 

Hassan, M. K., & Bashir, A. H. M. (2003). Determinants of Islamic banking profitability. 

Paper presented at the 10th ERF Annual Conference, Morocco, 16–18 December.  

 

Kosmidou, K. (2008). The determinants of banks' profits in Greece during the period of 

EU financial integration. Managerial Finance 34(3), 146–159.  

 

Levine, R. (1998). The legal environment, banks, and long run economic growth. Journal 

of Money, Credit and Banking 30, 596–613.  

 

Miller, S. M., & Noulas, A. (1997). Portfolio mix and large bank profitability in the USA. 

Applied Economics 29, 505–512.  

 

Molyneux, P., & Thornton, J. (1992). Determinants of European bank profitability: A 

note. Journal of Banking and Finance 16, 1173–1178.  

 

Molyneux, P. (1993). Structure and performance in European Banking. Working paper, 

University of Wales Bangor.  

 

Neely, M., & Wheelock, D. (1997). Why does bank performance vary across states? 

Federal Reserve Bank of St. Louis Review, 27–38.  

 

Paul A. Acquah (2006); Evaluating the banking system in Ghana, Bank of Ghana 

Peteraf, Margaret A. (1993); "The cornerstones of competitive advantage: A resource-

based view." Strategic Management Journal. 14 (March): 179-191. 

 

Porter, M. E. (1985). Competitive Advantage, The Free Press, New York 

 

PricewaterHouse Coopers (2009); Banking Survey Report, PricewaterHouse Coopers Gh. 

Ltd. 

 

Professor Andy Field (2008); Research Methods in Psychology, Multiple Regression 

C8057 

 

Pietro Penza, and Vipul K Bansol (2001); Business and Economics Journal 

 

Rajan, R. G., & Zingales, L. (1998). Financial dependence and growth. American 

Economic Review 88, 559–586. 

Rivard, R. J., & Thomas, C. R. (1997). The effect of interstate banking on large bank 

holding company profitability and risk. Journal of Economics and Business 49, 61–76.  

 



61 

 

Rumelt, Richard P. 1984. "Towards a strategic theory of the firm." In Competitive 

Strategic Management. Ed. Richard B. Lamb. Engelwood Cliffs, NJ: Prentice-Hall 

Sufian F. and Chong R.R., (2008). Determinants of bank profitability in a developing 

economy: empirical evidence from the Philippines. Asian academy of management 

journal of accounting and finance; AAMJAF, Vol. 4, No. 2, 91–112, 2008 

 

Thakor, A. (1987). Discussion. Journal of Finance 42, 661–663. www.mediawiley.com 

 

Valentina Flamini, Calvin McDonald, and Liliana Schumacher (2009). The Determinants 

of Commercial Bank Profitability in Sub-Saharan Africa, an IMF working Paper series 

No WP/09/15 

 

Wernerfelt, Birger (1984). "A resource-based view of the firm." Strategic Management 

Journal. 5 (April-June):171-180. 

 

 

 

 

 

 

APPENDIX 1: Table 9: Data set 

BANK ROA LLP_TL NII_TA NIE_TA EQ_ASS LNTA 

GCB 0.0751 0.3635 0.0034 0.0331 0.1366 17.0583 

GCB 0.0057 0.4247 0.0080 0.0278 0.1306 17.2992 

GCB 0.0040 0.1371 0.0095 0.0368 0.1573 17.3380 

GCB 0.0046 0.0078 0.0023 0.0276 0.1470 17.9040 

GCB 0.0585 0.4354 0.0861 0.0413 0.1014 17.6941 

GCB 0.0423 0.0201 0.0719 0.0662 0.1354 17.8553 

GCB 0.0264 0.0764 0.0481 0.0525 0.0995 18.0860 

GCB 0.0214 0.0611 0.0483 0.0723 0.1260 18.2056 

GCB 0.0111 0.0183 0.0141 0.0771 0.1174 18.4124 

GCB 0.0206 0.0301 0.0447 0.0765 0.1073 18.6298 

GCB 0.0355 0.0969 0.0485 0.0638 0.1007 19.2344 

GCB 0.0213 0.0978 0.0046 0.0556 0.0868 19.7542 

GCB 0.0374 0.1393 0.0117 0.0629 0.0910 19.9519 

GCB 0.0184 0.0643 0.0075 0.0857 0.0932 20.0444 

GCB 0.0293 0.0470 0.0021 0.0914 0.1030 20.1391 

GCB 0.0329 0.0046 0.0024 0.1052 0.1147 20.4697 

http://www.mediawiley.com/
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GCB 0.0217 0.0112 0.0025 0.1131 0.0567 20.8570 

GCB 0.0225 0.0081 0.0011 0.0263 0.1239 21.2215 

GCB 0.0095 0.0290 0.0014 0.0247 0.0001 21.3741 

MBG 0.0162 0.0038 0.0146 0.0702 0.0574 19.4591 

MBG 0.0316 0.0011 0.0272 0.0697 0.1409 18.4529 

MBG 0.0125 0.0039 0.0246 0.1137 0.1495 18.5746 

MBG -0.0906 0.1536 0.0289 0.1231 0.2197 17.5441 

MBG 0.0227 0.0116 0.0116 0.0536 0.0780 19.5226 

MBG 0.0161 0.0169 0.0002 0.0419 0.0756 19.7520 

MBG -0.0324 0.0321 -0.0128 0.0763 0.0395 19.0881 

MBG 0.0110 0.0011 0.0150 0.0555 0.0439 19.2066 

MBG 0.0246 0.0090 0.0144 0.0447 0.1006 19.7764 

MBG 0.0215 0.0206 0.0286 0.0483 0.0572 18.9749 

MBG 0.0357 0.0169 0.0517 0.0705 0.0775 19.5175 

MBG 0.0375 0.1612 0.0196 0.0628 0.1550 17.8729 

MBG 0.0146 0.2598 0.0337 0.0685 0.1182 18.1343 

MBG 0.0165 0.3618 0.0382 0.0581 0.1017 18.4139 

MBG 0.0366 0.0646 0.0335 0.0559 0.1162 18.7525 

MBG 0.0303 0.3859 0.0202 0.0618 0.1201 19.0701 
MBG 0.0277 0.3361 0.0244 0.0519 0.0956 19.6308 
MBG 0.0008 0.1035 0.0121 0.0539 0.0764 19.9568 

MBG 0.5236 0.1414 0.0612 0.0686 0.1232 19.9025 

Source: Ghana Commercial Bank (1990 – 2009); Merchant Bank (1990 – 2009) 

GCB : Ghana Commercial Bank Ltd 

MBG : Merchant Bank Ltd 

 

 

YEARS LNGDP MSG INFL 

1990 6.6147 30528 37.1779 

1991 6.9577 36706 18.4543 

1992 7.2564 129117 10.0325 

1993 7.6166 175384 24.8967 

1994 7.8535 256069 24.7229 

1995 8.0093 349605 58.5499 

1996 8.2617 501615 48.6195 

1997 8.5574 792491 28.0461 

1998 8.9558 127217 16.6063 

1999 9.3360 1787581 12.5101 
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2000 9.5549 2382706 24.9398 

2001 9.7582 2945590 33.5881 

2002 9.9321 3451531 14.9132 

2003 10.2092 4717322 26.6808 

2004 10.5472 6553053 12.7480 

2005 11.0998 12899324 10.9471 

2006 11.2884 18517805 10.7284 

2007 11.4851 32259684 15.8498 

2008 11.6518 42172998 18.0000 

2009 6.6147 49440389 18.9000 
Source: Ghana Statistical Service; Bank of Ghana 

 

                                                           
 

 


