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Abstract

Permanent dynamic changes in the banking industry generate pressure for iden-
tifying and searching new products in ensuring the adequate level of bank profit as
profitability represents the major motive for each industry. In order to make a contri-
bution toward existing knowledge of bank profitability and its determinates, the study
sought to identify the key internal profits determinates in the commercial banks which
are controllable by the bank management. To verify the expectation for the influence
of certain internal variables the focus of the study has been done with data for the
German banks. Regression analyses of the panel data set comprising 1500 observa-
tions of 300 banks in the period 1994-2005 verify some of the previous findings made
on the panel data with EU region, albeit some findings are different. The results of the
study identified that Equity to Total Assets and Net Loans to Total Assets have posi-
tive relationship with bank profitability expressed by ROAA, while as Net Loans/
Customer and Short term Financing and Cost to Income are negatively significant
determinates influencing bank profitability in the commercial banks in Germany. Total
Assets, Interest Income/Noninterest Income and Total Operative Income are insignif-
icant determinates for the bank profitability expressed in Return in Average Assets.
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1. INTRODUCTION

Profitability represents the key motive for each business activity including the
banking industry as well. Reaching adequate level of profit, combined with tolerable
risk control, pres erves bank capital and provides bases for future growth. This ques-
tion is of particular importance at the moment when banks compete in previously
inaccessible domestic and foreign markets. Such competition adds additional pressure
on banking industry to search for the new ways and better management policy for
realizing better performances.

Increased pressure forces banks to seek for the new sources for profit origina-
tion. Consequently in the practice of many countries, particularly developed ones,
decreasing trend of interest income activities was offset by severely growth in the
non-interest income bank activities and searching for the new banking innovative
banking products which would offset the decreasing role of the traditional banking
activities as key element in bank profit.

In the USA, banking industry decrease the reliance on the interest income activ-
ities and increase its non-interest income, whilst the greater reliance on noninterest
income, particularly the trading revenue resulted in lower risk-adjusted profits (Stiroh,
Kevin J., 2002). In EU countries, particularity Germany banks indicates historically
low bank profitability levels1) and massive layoffs of employee, yet it is far from clear
whether the dominance of banks in the German financial system has been significant-
ly eroded (Hackethal Andreas, 2007).

Bank profitability has been treated in the number of studies which have exam-
ined the determinants of banks“ profits and margins in many countries around the
world (particular country or number of countries) Most of these studies consider
internal factors (i.e bank“s specific characteristics) and external factors (i.e financial
industry and economic environment). The results indicate that certain variables have
clear connection with the bank profitability represented by Return on Assets (ROA),
Return on Equity (ROE) or NIM (Net Interest Margins), expressed by positive/nega-

1) In Hackethal Andreas, 2007: The President of the German Banking association and chair-
man of Deutsche Bank“s supervisory board, Rolf E. Breuer, declared that the state of
German banking industry has been worst during the last 50 years.
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tive significance with the profitability, albeit many determinates have ambiguous rela-
tionship with the profitability, hence the results are mixed.

According to our knowledge, focus on determinates of bank profitability in
Germany has not been treated in a single study of the internal bank profit determi-
nants. There are only few studies that focus on the determinants of profitability with
focus on the EU as a total (e.g., Molyneux and Thorton, 1992; Staikouras and Wood,
2003; Beckmann Rainer, 2007).

The focuses of research in the study are German commercial banks and its
profitability. Banks are particularly important and play dominant role in the German
economy,2) hence exploring internal determinates for bank profitability would contrib-
ute for better understanding the internal factors which are possible to be controlled by
the management decision. Despite the general trend of declining role of the commer-
cial banks, such as commercial banking in US which clearly demonstrate the declining
trend, it is far from clear if the dominate role of the commercial banks in the German
financial system has been diminished (Hackethal Andreas, 2007).

The particular focuses of this study are internal bank profitability variables as
most studies conclude that internal factors explain a large portion of the bank profita-
bility (Tanna et. al., 2005). Having in mind that the subjects of the research are com-
mercial banks of one country it is obvious that the macroeconomic factors will influ-
ence on all banks in the same time. More over, time dimension of the panels used in
the empirical studies is usually too small to capture the effect for the control variables
related to the macroeconomics/ external variables (Athanasoglou, P. P., et al., 2008).

Hence, he research is focused toward the internal bank profitability in commer-
cial banks in Germany aiming to identify the key internal elements influencing the bank
profitability, or variables related to the bank management. The management controlla-
ble variables refer to bank characteristics which reflect in bank management policies
and decision in regards to sources and uses of fund management, capital and liquidity
management and expenses management (Nur Azura Sanusi and Abd. Ghafar b. Ismail
2005).

The paper will contribute in enriching the existing literature with the newest data
with focus on the commercial banks in Germany. Obtained results confirm some of
the previous findings in other countries or regions, whereas several findings are dif-
ferent then the literature before and supported only by few papers. The study itself
seeks to enlighten dominant internal factors influencing bank profitability in commer-

2) The support of the statement has been found in Koetter M., et al., (2004) indicating that
the particular importance of the banks for the German economy has been recognize in
two ways: a) German banks are still single most important way for channelling the funds
from savers to borrowers, b) long term bank credit represent the most usually source
for financing the SME activities in Germany.
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cial banks, albeit the focus on the internal factors should contribute for better under-
standing the management policy in the enduring motive to increase bank profitability.

The paper is organized in the following manner: Section two represent literature
review, section three introduce the Variable selection for the regression analysis, sec-
tion four demonstrate the empirical results and section five provide the main conclu-
sion, policy recommendations and suggestions for further research.

2. LITERATURE REVIEW

Determinants of banks“ profits have been examined in many countries around
the world and they focus either on a particular country or a number of countries.
Most of these studies consider internal factors (i.e. bank“s specific characteristics)
and external factors (i.e. financial industry and economic environment).3) Internal
determinants are observed as micro-bank specific determinates of profitability related
to the bank management, whiles external determinates reflect the economic and legal
environment that effects the bank performances (Athanasoglou, P. P., et al., 2008).

2.1 Individual studies

Individual studies are focused at the single country examining the determinates
for bank profitability as combination of internal and external determinates such as US
(Berger, 1995, Seiford M. Lawrence, Zhu Joe, 1999), UK (Tanna Sailesh, et al.,
2005) Greece (Athanasoglou, P. P., et al., 2008, Pasiouras Fotios, 2008, Kosmidou,
K., 2008), Itlay (Albertazzi Ugo and Gambacorta Leonardo, 2006), Australia (Wil-
liams B., 2003), China (García-Herrero, Alicia, et al., 2008), Malaysia (Nur Azura
Sanusi and Abd. Ghafar b. Ismail, 2005), Korea (Park H. Kang, Weber L. William,
2006); Tunisia (Ben Naceur, S., Oct. 2003); Brazil (Afanasieff et al., 2002).

Several studies observe single variable and determine its effect on profitability
such as effect of the capital on bank profitability in Egypt (Ben Naceur, S., Kandil, M.,
2008), technology effects on profitability in UK (Holden Ken and El-Bannany Magdi,
2004), noninterest income in US, (Stiroh, Kevin J., 2002); domestic and foreign own-
ership (Peria Maria Soledad Martinez and Mody Ashoka, 2004; Aburime, Toni Uho-
moibhi, 2008 (Nigeria)).

3) In majority of earlier and recent studies, bank profitability determinants are divided into
internal and external (Bourke, 1989; Molyneux and Thornton 1992; Afanasieff and
Nakane, 2002; Tanna et. al., 2005; Athanasoglou, P. P., et al., 2008).
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2.2. Cross countries studies

Beside the studies of the profitability determinates in one single region, bank
profitability has been examined in several countries/regions such as European region
(Molyneux, P. and J. Thornton, 1992, Beckmann Rainer, 2007; Stajkouras and Wood,
2003; Carbó S., Rodríguez F., 2007; Pasiouras Fotios, Kosmidou Kyriaki, 2007),
Europe, North America and Australia (Bourke, 1989), Middle East (Bashir, A.M.,
2000), South Eastern European Region (Panayiotis P. Athanasoglou, et al., 2006) or
Worldwide commercial banks (Demirguc-Kunt, Asli and Huizinga Harry, 1999; Mic-
co Alejandro, et al., 2004).

2.3. Internal variables

Since the focuses of the studies are internal and external variables influencing
bank profitability we review some of the major determinants examined at the litera-
ture. Initially the internal factors might influence bank profitability via different chan-
nels. As internal variables, or those controllable by the bank management, the litera-
ture usually examine: Cost/Income ratio, Cost of overhead4) to total assets, net loans
to customers and short term funding, Liquid assets to customers and short term
financing, Customer & Short Term Funding/total assets, Bank Loans to Total Assets,
Equity to Total Assets, Bank“s Total Assets, Ratio of Loan Loss Reserves to Gross
Loans, Total Liability to Total Assets, Non-performing loans as a percentage of total
loans, Participation of the foreign capital, Non-interest expenses relative to non-inter-
est revenues, Ratio of earning assets to total assets, Technology, Off balance sheet
activities, labuor productivity measured by the real gross total revenue over the number
of employees.

2.4. External variables

Despite so cold specific internal variables, or management controllable varia-
bles, many studies capture the external variables, such as macroeconomic environ-
ment which may influence bank profitability through various channels. For instance,
credit risk is influenced by economic growth, inflation and the level of real interest
rates as they affect the borrower“s repayment ability and the value of collateral (García-
Herrero, Alicia, et al., 2008). Variables that represent market characteristics are usu-
ally divided into three categories: market concentration, industry size and ownership
status (Athanasoglou, P. P., et al., 2008). In our paper we focus on the internal

4) Overhead/ta is defined as a bank“s Non-interest Expenses (mostly wages) divided by
Total Assets (Demirguc-Kunt and Huizinga, 2000).



92

Economic Development No.3(2010) p. (87-104)

determinates for bank profitability, since we consider that all banks in one country are
under the influence on the same external factors.

3. VARIABLE SELECTION FOR
THE REGRESSION ANALYSIS

3.1. Dependent variable

The profitability variable as dependent variable in our study is represented by
Return on Average Assets (ROAA), calculated as net profit after tax divided by aver-
age total assets.5) This ratio represents returns generated from the bank assets and it is
generally considered as most appropriate indicator for efficiency and operating per-
formance of banks. Utilization of the average assets would capture any differences
that occurred in assets during the fiscal year. Such measure has been used in other
studies such as Tanna et al. (2005), Athanasoglou, P. P., et al., (2008), Pasiouras
Fotios, (2008).

In various studies, beside the ROAA, the authors utilize other dependent varia-
bles such as Return on Equity (ROE) and Net Interest Margin (NIM).6) Although the
number of the studies which utilize the ROE and NIM are not neglecting, mostly used
determinant for bank profitability is ROAA, representing the ability of management to
generate profit on the banks assets). Moreover, an analysis of ROE disregards the
risks associated with high leverage and financial leverage is often determined by reg-
ulation, hence ROA emerges as the key ratio for the evaluation of bank profitability.
(Athanasoglou, P. P., et al., 2008).

5) In the study we utilize balance sheet figures from Banscope. Balance sheet figures should
be always averaged for use with income statement figures as this approach reduces
distortionm, which might be caused by unusual transactions around the reporting dates.
Koch W. Timothy and Macdolanld S. Scott, 2006:69.

6) ROE indicates the return to shareholders on their equity. Connection between the ROE
and ROA can be established by the equity multiplicator (EM). Namely, ROE is result of
ROA times EM. EM represents assets to equity ratio and signifies the financial lever-
age of the bank. It affects the bank profit since it has a multiplier impact on ROA in
determining banks ROE. Such financial leverage is useful for the bank when earnings
are positive, but emphasize the negative impact in case of the losses. Thus, banks with
higher leverage will have a lower ROA and higher ROE. In practice most of the banks
utilize financial leverage heavily to increase return on equity to a competitive level
(Hassan and Bashir 2002:12). NIM is also considered as profitability measurement,
calculated as net interest income (Interest income-Interest expenses) expressed as a
percentage of earning assets (the sum of bank assets which earns interest, such as
loans and fixed income securities). In some of the studies NIM is used together with
ROA (Tanna S., et al., 2005) to capture for the profitability of the bank“s interest-earn-
ing business.
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3.2. Exogenous variables

For exploring the determinants for bank profitability in commercial banks in
Germany we put our focused on Expenses Management, Capital Strength, Liquidity
Management, Management Quality, Size, Traditional/Complex Activities. We believe
that these attributes influence bank profitability, thus to proxy each of them in the
research we examine following variables: Cost/Income ratio, Equity to Total Assets,
Net Loans/ Customer and Short term Financing, Net Loans to Total Assets, Total
Assets and Interest Income/Non-interest Income respectively.

Expenses Management in the study has been captured by the Cost/Income
ratio. The cost to income ratio measures the costs of running the bank, including
staff salaries and benefits, occupancy expenses and other expenses such as office
supplies, as percentage of income. It is used as an indicator of management“s ability
to control costs. We expect that the cost income ratio will be negatively related to
profitability, since improved management of the cost increases efficiency and there-
fore raise profits. Moreover, higher operating costs imply increased operating ineffi-
ciency (Carbó S., Rodríguez F., 2007). Such expectations are confirmed by the study
of Athanasoglou, P. P., et. al. 2008). However, Molyneux and Thornton (1992) ob-
served a positive relationship in the European banking suggesting that high profits
earned by firms may result of the more productive human capital which are entitled to
the higher payroll expenditures. Hence, they find a positive relationship between bet-
ter-quality management and profitability.

Capital strength and level of capitalization has been measured by the ratio of
Equity to Total Assets. Our expectation is that higher the Equity/Assets would mean
higher profitability as it lowers the need of the commercial bank to depend on the
external funding. Increasing the level of equity in the banks means that commercial
bank is substituting equity for debt, reduces the risk of insolvency, and therefore
lowers the cost of borrowed funds. Well capitalized banks face lower costs on going
bankrupt which reduces their costs on funding. This positive impact can be due to the
fact that capital refers to the amount of own funds available to support a bank“s
business and, therefore, bank capital acts as a safety net in the case of adverse devel-
opments (Athanasoglou, P. P., et al., 2008). Stronger capitalized banks, can reduce
the expected costs of financial distress and credibly transmit the expectation of better
performance. (Panayiotis P. A., et. al. 2006). In their study García-Herrero, A., (2007)
indicates few reasons why the higher capitalization is considered that foster profitabil-
ity: First, capital is considered a cushion to raise the share of risky assets, hence when
bank grants additional loans with a beneficial return/risk profile, this imply higher
profitability. Second, although capital is considered to be the most expensive bank
liability in terms of expected return, holding a relatively large share of capital is an
important signal of creditworthiness. This is particularly evident in the developing
economies which passed the period of transition; hence banks with more capital should
be able to lower their funding costs and be competitive. Finally, a well capitalized bank
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needs to borrow less in order to support a given level of assets. In our study for the
commercial banks in Germany we expect the positive connection between the equity
to total assets and ROAA.

The Liquidity Management in the study has been captured by the ratio of Net
Loans/ Customer and Short term Financing. The ratio of net loans to customers
and short term funding is used to measure the relationship between liquidity manage-
ment and performance (Pasiouras Fotios, Kosmidou Kyriaki, 2007). This ratio shows
the relationship between illiquid assets such as loans and stable funding sources such
as deposits and other short term funding. It indicate the ability of the bank manage-
ment to manage assets and cash flow in a way which would be the most efficient for
maintaining the banking daily operations without putting in questions the repayment of
the current liabilities. According to this ratio, the bank will be more liquid if value of
the Net Loans/ Customer and Short term Financing is lower. Since liquid assets are
associated with lower rates of return a positive relationship is expected between this
variable and performance. Empirical results in testing of this variable in general are
mixed.

Net Loans to Total Assets, measures the Management Quality reflected in
its decision to compose the assets in the way in which they will produce the higher
profit. The loans market is risky and has a greater expected return than other bank
assets, hence our expectations are that this variable will be positively related to the
ROAA. Furthermore, more net loans for the banks would mean higher interest in-
come, higher risk and hence higher profit. In the previous studies the results for the
net loans to total assets are mixed. Bashir (2000) and Ben (2003) found that ratio of
bank loans to total assets have strong positive and statistically significant relationships
with profitability. Bashir, (2000) indicate that the higher loans with less NPL would
bring higher return to shareholders and depositors or banks financings (loans) are
expected to be the main source of revenue, and are expected to impacts profits posi-
tively. A positive relationship between the ratio of bank loans to total assets and profit
was also found using the international banks sample. The justification in such state-
ment is that, for a given value of credit risk, an operation of greater size would mean
a greater potential loss, so the bank will require a greater profit. Likewise, the potential
loss will be greater for those banks in which the volume of credits (financings) grant-
ed is greater (Azura Sanusi et al. (2005). Similar justification of our expectation can be
found in the study of García-Herrero, A., et al., (2007). They incline that the share of
loans to total assets would generate higher interest revenue because of the higher risk.
However, they emphasise that we should be aware that loans also have higher opera-
tional costs, because they need to be originated, serviced and monitored. According to
this study, profitability should increase with a larger share of loans to assets as long as
interest rates on loans are liberalized and the bank applies mark-up pricing.

Furthermore, in our study, we investigate if insuring optimal bank size can
increase bank profitability The size of the financial institution (measured by its assets)
can have an significant impact on profitability (Rose & Hudigins, 2008:184). Hence, in
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our research we test determinate Total Assets which represent the Size of the bank.
The general prediction is that the profits are likely to increase as a result of economies
of scale; hence the bank should reduce costs and increase the profitability. In fact,
more diversification opportunities should allow to maintain (or even increase) returns
while lowering risk (García-Herrero, A., et al.,2007). On the other hand, large size of
the bank can also imply that the bank is much harder and costly to manage the current
costs.

However, the empirical results concerning bank size are mixed, since some
studies found economies of scale for large banks (Berger & Humphrey, 1997; Euro-
pean Commission, 1997) and others diseconomies for larger banks or economies of
scale for the small banks (Vander, 1998). Hence, testing this variable should indicate
which size optimizes bank profitability. Bank size is generally considered a relevant
determinant of profitability, but there no consensus on the direction of influence
(García-Herrero, A., et al., 2007). Some studies (Athanasoglou, P. P, et al., 2006)
show that the effect of bank size on profitability is usually positive and statistically
significant. Goddard et al. (2004) and García-Herrero, A., et al. (2007), show that
very large banks in the industrial countries tend to be more profitable. Other studies
(such as Ben, 2003; Holden Ken and El-Bannany Magdi, 2004; Nur Azura S.,et al.,
2005; Tanna S., et al., 2005; Pasiouras F., Kosmidou K., 2007) indicate the inverse
and statistically significant relationship between size and bank profitability. Negative
relationship implies that big size of total assets tends to be associated with less profit-
ability (Nur Azura S.,et al., 2005). The negative coefficient indicates that larger banks
tend to earn lower margins and profits and is consistent with those studies that found
either economies of scale and scope for smaller banks or diseconomies of scale for
larger institutions (Tanna S., et al., 2005). It means that larger (smaller) banks tend to
earn lower (higher) profits and provides support to the studies that found either econ-
omies of scale and scope for smaller banks or diseconomies for larger financial insti-
tutions (Pasiouras F., Kosmidou K., 2007). In our study, we do not have any expec-
tations, if bigger banks or small banks would demonstrate higher/ lower profitability
measured by ROAA. However some authors suggests eg. Demirguc-Kunt and Huizin-
ga (2000) that the extent to which various financial, legal and other factors (e.g.
corruption) affect bank profitability is closely linked to firm size.

Interest income/Non-interest income is not very often tested variable as de-
terminate for bank profitability. Non-interest income is becoming increasingly impor-
tant because of pricing pressure of the net interest income and its decreasing trend in
the last years (MacDonald and Koch, 2006:64). Having in mind the recent trend of
increasing role of the non-interest income in the operating revenue of the bank,7) we

7) The ratio of noninterest income as fraction of operating revenue (sum of net interest
income and noninterest income) is increased dramatically in USA in the last 3 decades.
Namely, this ration equalled 24% in 1980 for all insured banks and it sharply increased
to 42.5% in 2004. (MacDonald and Koch, 2006:122).
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would like to test if this ratio influence on the bank profitability in the commercial
banks in Germany. We don“t have any expectation that the banks with higher interest
income/lower non-interest income (traditional oriented) are more profitable then the
banks with less interest income/higher non-interest income (complex banks).8)

Demirguc-Kunt and Huizinga (1999) indicate that banks with a relatively high
share of non-interest earning assets are less profitable. Opposite of this findings, the
common view of banks managers and analysts is that bank will relay more on non-
interest income to improve profitability; hence the highest earning banks will be those
that generate the increased share of noninterest income in the operating revenue (Mac-
Donald and Koch, 2006:120).

Thus there are mix results if noninterest activities influence positive or nega-
tive on the bank profitability and it can not be generalized if non-interest activities
contribute for a higher profitability to the bank compared to others basic activities. In
the literature, even in the case of the same type of the banks (such as Islamic banks)
the findings differ. For some countries, in which the bulk of the earnings of Islamic
banks come from non-interest activities, it is expected that non-interest income will
impact banks profitability positively. However, in the case of Islamic banks in Malay-
sia, the non-interest activities did not play an important role to generate the bank
return. Hence, it is expected to affect the profitability negatively (Nur Azura Sanusi
and Abd. Ghafar b. Ismail 2005).

Summarized expected effects regarding the relationship between exoge-
nous variables and dependent variable are presented in the Table 1.

8) For possible classification of the traditional/complex banks conseder Poposka et al.
(2004: 10-11).

Table 1
EXPECTED RESULTS REGARDING THE RELATIONSHIP BETWEEN

THE EXOGENOUS DETERMINANTS AND ROAA
Variable Abbreviation Measure Expected effects
Dependent variable
Profitability ROAA Net profit before taxes/Average Assets
Internal independent
variables
Capital Equity to Total Assets Positive

Liquidity management Net Loans/ Customer and Short term
Financing Positive

Expenses Management Cost to Income Negative
Management quality Net Loans to Total Assets Positive
Size Total assets No expectation
Traditional /Complex Interest income/Noninterest income No expectation
Source: Based on the empirical results from existing literature review (refer to the list of references) and
own predictions.
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4. EMPIRICAL RESULTS

Regression analyses of the panel data set comprising 1500 observations of 300
banks in the period 1994-20059)  has provided the folowing results:

Regression analysis indicated that the Cost to Income is negatively significant
determinant of bank profitability, providing support to our expectations that decrease
of the costs will influence in increase of profitability to a large extent of the German
commercial banks and vice versa. Such findings are in relation to the previous studies,
which also found that the poor expenses management is major reason for low bank
profitability, showing that cost decisions of bank management are instrumental in
influencing bank performance. (Athanasoglou, P. P., et. al. 2008; Panayiotis P., 2006,
Tanna S., et al., 2005; Pasiouras F., Kosmidou K., 2007).

As expected the variable Equity to Total Assets is positively significant with
the bank profitability represented by ROAA. It means that commercial banks in Ger-
many which secure higher capital to assets ratio are indicating higher profitability.
Such results are consistent with the previous studies (such as of Bourke 1989; Mo-
lyneux and Thornton; 1992; Berger, A.N., 1995; Demirguc¸-Kunt & Huizinga, 1999;
Goddard et al., 2004; Tanna et al., 2005; Panayiotis P. A. et al.,2006; Ben Naceur, S.,
Kandil, M., 2008; Athanasoglou, P. P., et al., 2008).

Opposite on our expectations the determinant Net Loans/Customer and Short
term Financing is statistically significant, but negatively related to the bank profita-
bility expressed in ROAA. Such result designate that liquidity is statistically significant
determinates of bank profitability in commercial banks in Germany, and that less
liquid commercial banks in Germany have lower ROAA. Although such results indi-
cate a positive relationship between liquidity and banks profits, and it is contrary to
our previous expectation, it is consistent with previous studies of Bourke (1989) and
Kosmidou (2008). As Bourke (1989) admits that the results in relationship with liquid-
ity ratios are less expected as conventional wisdom is that the liquidity holdings (par-
ticularly those imposed by the government are expenses for the bank. Contrary to our
findings, Pasiouras F., Kosmidou K., (2007) found that the ratio Net Loans to Cus-
tomer and Short Term Funding is statistically significant and positively related to the
profitability of domestic banks, indicating a negative relationship between bank prof-
itability and the level of liquid assets held by the bank. Such stance is also consistent
with some previous studies such as Molyneux and Thorton, 1992.

Net Loans to Total Assets appeared to be an important determinant of bank
profitability in the commercial banks in Germany. The ratio is significant and positive-

9) Excluding the influence of the financial crises from 2007 in the banking industry has
been accomplished by choosing the period from 1994-2005, whereas the crises still have
had no impact on the data.
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ly related to ROAA, indicating that the commercial banks in Germany which have
higher proportion of Net Loans to Total Assets are acquiring higher profits expressed
by ROAA. It confirms our expectation that the loans are generating the highest in-
come for the bank and hereby the profits. Such findings is also consistent with previ-
ous studies such as Nur Azura Sanusi et al. (2005) which demonstrate that bank loan
plays an important role as a main source of revenue and will increase bank profits.
Same notion is pointed by Holden Ken et al., 2004 who indicate that loans generate
revenue through interest and increase bank profits. Opposite of our findings, Beck-
mann R., (2007) examine the sample of European banking found out that the ratio of
total loans to total assets is negatively related to ROA.

The impact of the Size of the bank calculated by its Total Assets is insignifi-
cant for the bank profitability. Hereby, we can draw on the conclusion that the size of
the bank is not connected with acquiring higher profitability. Hence we can not sup-
port the existence of economics of scale in big banks, nor economic of scale of the
small banks, nor diseconomy of the big banks. Our findings are in relation with the
recent studies of Ben Naceur, S., Kandil, (2008); Athanasoglou, P. P., et al., 2008)
who also found out that the bank size is insignificant and it does not generate higher
returns on assets. Such findings confirm that the estimated effect of size does not
provide evidence of economies of scale in banking. (Athanasoglou, P. P., et al., 2008).

Finally, the findings in our study demonstrate that the ratio Interest Income/
Non Interest income is not statistically significant determinate influencing bank prof-
itability in the commercial banks in Germany and herewith it does not influence on
profit generating. Such result indicates that origin of the bank income (from traditional
or complex activities) does not influence bank profitability.

Summarized results of the regression analyses are presented in the Table. 2.

Table 2
RELATIONSHIP OF THE ROAA AND IDENTIFIED EXOGENOUS
VARIABLES BASED ON PANEL DATA OF 300 COMMERCIAL

BANKS IN GERMANY IN THE PERIOD 1994-2005
1. Capital strength Equity to Total Assets Positive significant

2. Liquidity
management Net Loans/ Customer and Short term Financing Negative significant

3. Expenses
Management Cost to Income Negative significant

4. Management quality Net Loans to Total Assets Positive significant
5. Size Total Assets Not significant
6. Traditional /Complex Interest income/Noninterest income Not significant
7. Total Operative Income Not significant
8 Year Not significant
Source: Results of empirical analysis.
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5. CONCLUSIONS

Main conclusion and Policy recommendations

In this paper we seek to investigate the effect of internal bank specific determi-
nants on the Germany“s commercial banks using the panel data in the period 1991-
2005. We found that Capital strength, Management quality, Liquidity management and
Expenses management are significant variables for bank profitability via their proxy
Equity to Total Assets and Net Loans to Total Assets as positively significant, while as
Net Loans/ Customer and Short term Financing and Cost to Income are negatively
significant determinates. Furthermore we have find that Total assets, Interest income/
Noninterest income and Total Operative Income are insignificant determinates for the
bank profitability.

Empirical results provide an evidence that profitability of the German commer-
cial banks is dependent by the internal banks determinants which are controllable and
are result of the managerial decision. Suggesting optimal bank policy according to the
results of this empirical research would mean that for reaching higher profitability
German commercial bank should increase its capitalization and participation of the net
loans in the total assets, albeit paying attention to improve cost to income ratio in
direction of improving Expenses management and decrease the Net loans to Customer
and Short term Financing as significant variables affecting bank profitability.

Recommendations for further research

Having in mind the increased competition in the interest based bank activities it
can be predicted that the banks would suffer from the further decrease of the interest
margins due to the increased price awareness of the customers and increased compe-
tition on the financial markets (Hackethal Andreas, 2007). One of the possible solu-
tions could be the future reliance to the noninterest income which increased its share
in the total income, albeit considering all risk inherited in the noninterest income bear-
ing bank activities, having in mind the effect of the recent financial crises.

Questions that still remain open for future research are summarized below:
• Including Macroeconomics factors?!?
• If Bank concentration influence profitability?!?
• Testing Off-balance sheet activities since studies investigating this variable

are ambiguous and found out that the relationship between the importance
of off-balance-sheet business in a bank“s portfolio and profitability is posi-
tive, neutral or negative elsewhere (Goddard et al., 2004). The importance
of including the Off-balance sheet activities in the further studies justified
by the practice showing that these bank activities have grown rapidly and
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they expose bank to a considerable risk. Off-balance sheet activities have
exceed total bank assets many times, hence for the largest bank their nom-
inal values are 13 times the volume of these bank“s on-balance-sheet assets
(Rose S. P.r & Hudigins C. S, (2008: 142).

Further research can cover longer time period, particularly the future research
which would be having into consideration the data from the Banscope from 2007,
2008 and preferably 2009 in order to observe the changes in the influence of the bank
determinates due to the financial crises. It would be useful to observe if the increased
fee income activities are determinate of its profitability and what is the possible direc-
tion, particularly since the period 1994-2005 indicate that this variable is insignificant
for bank profitability. Moreover, testing this variable would be from high importance
for the policy recommendation since the general opinion in the banking industry is
switch from interest toward non-interest (fee) income as more “profitable business-
es“, whereas as the practical implementation indicate that the crises would bring banks
to be more careful in the future with utilizing complex products.
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