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Abstract

The Ghanaian banking industry has had both good and bad times as far as profit is concerned. However, the industry
remains good, as evidened from the rising number of other banks from the continent to either merge with the
indigenous banks or take over the operation of some of the local banks. In this view this; the study assessed the
efficiency and profitability of banks operating in Ghana by using listed banks between the years 2006 to 2011. This
quantitative study employed panel data approach using regression analysis to assess the efficiency of banks operating
on the Ghana Stock Exchange. The dependent variable is profitability, comprises of return on assets and the size of
the firm. The independent variable efficiency also comprises leverage ratio, liquidity ratio, credit risk ratio and
profitability ratio. The main source of data employed for this research is a secondary data. The study revealed that
60.74 percent of the variation or changes in the profitability of the banks are accounted for by the independent
variables such as the liquidity level, leverage, productivity, credit risk and size of the banks. This was revealed by the
coefficient of determination (R*) which shows the amount of variation in the dependent variable as being explained
by the independent variables
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1. Introduction
1.1 Introduce the Problem

The banking sector of every economy plays a key role in fostering growth and subsequently development (Mawutor,
2014; Duca & McLaughlin, 1990). All over the world, economies rely on the banking sector to serve as an
intermediary for settlement of debts or payments between two or more parties (Mawutor, 2014). In Ghana, the
banking sector is playing a number of roles. Some of these include; trade facilitation, offering letters of credit for
importers, as well as serving as channels for receiving payments on behalf of exporters, and continue to serve as
sources of finance for businesses both small and large (Bourke, 1989). Over the past few years, the Ghanaian
banking industry has seen great changes in terms of the number of banks operating in the country. Until the recent
merger between The Trust Bank and Ecobank Ghana, there were twenty six (26) banks operating in the country (now
25) (BOG, 2012). The question then remains as to why the sudden influx of so many banks into the country, hence
the study focused on seven listed banks on the Ghana Stock Exchange which are HFC bank, Ghana Commercial
Bank, SG-SSB, Ecobank, Cal bank, UT bank and Standard Chartered bank. This study assessed the efficiency and
profitability of the banks operating in Ghana by using listed banks financial statement from 2006 to 2011.By this
development; it will also mean that these banks will have to compete against each other for market share and
businesses which are essential for their growth, profitability and sustainability.

Hussain and Bhatti (2010) revealed that the way banks operate has changed over the years. It can be said that such a
change is eminent in view of the stiff competition in the industry as a result of the increase in the number of banks as
compared to a decade ago. In a statement by the former Governor of the Bank of Ghana (BOG, 2012) it was cited
that “We are in competition with banks beyond our borders and our customers are looking beyond us to what
opportunities available elsewhere” (Ghana Banking Survey, 2011). This statement by the former Governor further
sheds light on the impending competition in the industry and as such its effect on banks efficiency and profitability
since the share of the industry will no more be concentrated amongst the few banks but rather be divided amongst the

Published by Sciedu Press 164 ISSN 1927-5986  E-ISSN 1927-5994



www.sciedu.ca/afr Accounting and Finance Research Vol. 4, No. 1; 2015

lot.

Industry expects have indicated that the banking industry in Ghana is higher and remain profitable, which has given
rise to this sudden increase or emergence of banks from neighboring West African countries and others from the
Sub-region or the African continent. Notwithstanding this challenge and the saturation of the market, the 2011 Ghana
Banking Survey (GBS) has shown that industry profit before tax increased by 95 percent from GH¢298.1 million in
2009 to GH¢580.3 million in 2010 after staggering losses and weak profitability over the previous years. Such
evidence re-echoes the good potentials/prospects in the industry. It is also asserted in certain quarters that the country
(i.e. Ghana) is attracting a lot of investment in terms of international and reputable banks because of the generally
peaceful socio-political nature/atmosphere in the country.

As part of the core business of banks, and as indicated earlier, banks serve as lending institutions that meet the needs
of clients. In this country however, it is often argued that banks make lot of profit through the granting of credit/loan
facilities to their customers at high interest rates or spreads. This is evident from the income composition of the
banking sector as at December 2011 (Bog Financial Stability Report, 2012). The statistics from the February
Financial Stability report indicate that Loans constitute a greater proportion of the income composition of banks in
the country. Annually, the percentage stood at 49.4 percent, 55.3 percent, 58.7 percent, 55.9 percent, and 46.4 percent
for the years; 2007, 2008, 2009, 2010, and 2011 respectively. This present situation shows that the profitability of the
industry remains sound. By indication, the future prospects in terms of profitability remain good and so the banks
that decided to join the fray might have looked at the terrain and saw the good prospects in it and as such are likely to
remain profitable. This also means that the banks must have efficiency as their hallmark since profitability is likely
not to be achieved without efficient and prudent management.

1.2 Problem Statement

The February 2012 financial stability report released by the Bank of Ghana (BOG) shows that profit of banks in
terms of return on assets (ROA) as at the end of the year 2011 dipped even though some individual banks released
remarkable financial year profitability results. Coupled with this, the profitability indicators for the banking industry
showed inconsistent earnings performance over the six year period of the survey (BoG Financial Stability Report,
2011). For instance, the profitability ratio of the banking sector dropped to a low of 9.8 percent in 2009 from a peak
of 19 percent in 2006 following a year-on-year deterioration in profit. Though strides were made by increasing it to
17.8 percent as at December 2011 from the 9.8 percent, this increment can be described as relatively marginal as it
constituted only a 3.2 percent change. The same situation was with the percentage of the return on assets (ROA) ratio
of the industry.

It must be mentioned however that despite current progression or positive developments in terms of income, the
banks are facing some challenges which go a long way to negatively affect their profitability. It is therefore crucial
to ascertain and assess these factors or reasons that hinder the profitability of these banks since their sustenance is
critical to the economic stability of the country. Hence, this study seeks to assess the efficiency and profitability of
banks in Ghana by using listed banks on the Ghana Stock Exchange (GSE).

1.3 Objectives

The main objective of this study was to assess the efficiency and profitability of banks operating in Ghana by using
listed banks between the years 2006 to 2011. In achieving this broad objective, the following specific objectives have
been put forward.

1. To ascertain whether the credit risk position of the banks has any influence on their profitability
2. To find the relationship between bank efficiency and profitability
3. To find out if the leverage levels of the banks has any effect on their profitability
4. To determine the impact that bank size has on profitability of the banks
5. Which factors affect the profitability of the listed banks in Ghana?
1.4 Research Questions
In view of the above, the followings research questions are formulated
1. Is there a significant relationship between credit risk and profitability
2. Is there a positive relationship between efficiency and profitability

3. Is there a positive relationship between bank size and profitability
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2. Methodology

This quantitative study employed panel data approach using regression analysis to assess the efficiency of banks
operating on the Ghana Stock Exchange. The dependent variable is profitability, comprises of return on assets and
the size of the firm. The independent variable efficiency also comprises leverage ratio, liquidity ratio, credit risk ratio
and profitability ratio. The target population of this study are the listed banks on the Ghana Stock Exchange (GSE)
which comprises of seven banks; Ecobank, Ghana Commercial bank, HFC bank, Standard Chartered bank, SG-SSB
bank, Cal bank and UT bank. The sample for this research consisted of all the listed banks on the Ghana Stock
Exchange, which are: Ecobank, Cal Bank, Ghana Commercial Bank, HFC Bank, Standard Chartered Bank, SG-SSB,
and UT Bank. Hence, the sample comprised of these seven listed banks on the GSE studied over a period of time.
The main source of data employed for this research is a secondary data. These were the financial statements of the
listed banks extracted to perform the research analysis

2.1 Analysis of Data

The profitability level or the profitability of the banks were assessed or measured using the Return on Assets (ROA)
ratio. According to Peirson et al. (1990), the aim of profitability ratios is to measure the effectiveness of management
in using a company’s resources to generate returns for shareholders. In particular, the ROA measures the overall
effectiveness of management in making use of the firms’ available assets to generate profits. This is often/sometimes
used as a firm efficiency measure.

The variables that shall constitute the independent variables are explained below.
2.2 Size

The size of a firm affects the firm’s profitability. Notwithstanding, the actual or real relationship is mixed
(Becker-Blease et al., 2010). Thus whether the effect is positive or negative have produced mixed results. As noted
by Becker-Blease et al. (2010), one cannot draw a sharp conclusion or say with conviction without any empirical
evidence as far as the relationship that exist between the size of a firm and its profitability is concerned. This
argument is on the basis that the relation between firm size and profitability can be firm specific. It therefore appears
that making generalizations in this regard can be weary. This necessitated the argument by Becker-Blease et al. (2010)
that there is no pre-assumption reason that large firms are naturally more profitable than smaller ones. Hence, in this
study, the size of the banks was assessed to find out if their size is influences their profitability. This was measured
by their total assets. Following the above, a regression model was formulated as follows:

ROAL = Qq + blLIQl + bZCRi + b3PR0Dl + b4LEVl + b5$IZEl + &

Where ROA is return on assets (dependent variable), LIQ is liquidity, CR is credit risk, PROD is productivity, and
LEV is leverage.

a, is the intercept of the equation, b;tobs are the coefficients of the respective variables and &; is the error
term.

2.3 Liquidity

Liquidity ratios in general are indications of how efficient or well-organized a firm is to meet its short term
obligations when they are due. This is a clear indication that the firm can settle its immediate and future obligations
and still keep its operations as efficient as possible (Mawutor, 2014). In this study, one liquidity ratio was used;
which is the current ratio. The concept behind this ratio is to ascertain whether a firm’s short-term assets are readily
available to pay off its short-term liabilities. Thus in theory, the higher the ratio the better or efficient the firm is. This
is given as:

Currentdssets

Currentliabilities
2.4 Credit Risk

The banks’ credit risk level as indicated is a proxy for Bad or non-performing loans to Total loans. Cooper, et al
(2003), in their credit risk level, revealed changes in the strength of a bank's loan portfolio, which may affect the
performance/profitability of the bank. Duca and McLaughlin (1990), believe that any discrepancy in bank
profitability for the most part are attributable to variations in credit risk. According to the author, an increased in
credit risk will normally expose the bank to a decrease in the bank’s profitability. Very efficient and more profitable
banks are those that have lower non-performing loans in relation to their total loans. Hence, the banks’ credit risk
level was ascertained to ascertain its impact on their profitability. Here, the lower the ratio, the better. This was be
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measured as:
Badernen — performingloans
Tatalleans

2.5 Efficiency and Productivity

A number of factors account for the efficiency of banks (Mawutor, 2014). Some of these factors may include the
liquidity ratio of the bank, the credit risk ratio of the bank, the productivity ratio of the bank and the leverage ratio of
the bank. It is also revealed that firm performance as indicated by firm profitability has something to do with
organization efficiency. This is often mentioned in the realm of firm profitability and corporate governance (Shenand
Lin 2010). Shenand Lin (2010) is of the view that better managed firms have the potential of making substantial
profits, this emanates from the fact that, when a firm has less interruptions from external and ownership structures,
the firm is likely to grow and perform well. Hence, firms that are faced with less bureaucracies and less external
interferences earn more profits and perform well. This implies that operational efficiency is a must for improving the
profitability of the bank. The bank efficiency ratio was the calculated on its productivity. This is the cost to revenue
ratio. It is given as:

_____________

The non-interest expenses level reflects its efficiency in converting inputs into revenue or profit. It is expected that
an efficient bank will have a lower ratio and a less efficient one

will have a higher ratio.
2.6 Leverage

Berger (1995), on his view argued that even though leverage (capitalization) 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. The author further
stated that an increase in capital may raise expected earnings by reducing the expected costs of financial distress,
including bankruptcy. Nonetheless, 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). It was established in financial theory that debt
brings about discipline and promotes efficiency of firms. This ideology is emphasized owing to the fact that a firm
that takes on debt will have to honor its debt obligations which calls for some level of efficiency on the part of
managers as it comes with its associated risks. It is also a measure of firm financial health. This will be measured by
the debt to equity ratio. Or

TotalDebt
TgtalEquity
3. Results
3.1 Model Acceptance Analysis

One of the traditional ways of assessing the performance or well-being of a regression model is the coefficient of
determination (R?). This shows the amount of variation in the dependent variable as being explained by the
independent variables. The higher the value the better and vice-versa. From the results in table 1, it is observed
that, the R? value is 0.6074 or 60.74%. This means that 60.74 percent of the variation or changes in the profitability
of the banks are accounted for by their liquidity, leverage, productivity, credit risk and size. The rest is however
explained by other factors which were not captured. It can also be observed that there is an adjusted R%. Though this
has the same meaning as the non-adjusted, the differences come in because the adjusted R* takes into consideration
the degree of freedom which depends on the number of independent variables in the model. From the table (table 1)
once more, it is observed that adjusted R* has a lower value due to the degree of freedom. Though it is lower, its
value is not so low to render the power of our regression model because it still explains 53.97 percent of the
variations in profitability as far as the independent variables are concerned. The f-value is another way to assess a
regression model. This reveals the statistical significance of the whole model. From the table, it is observed that the
F-value is 8.97. This corresponds to a p-value of 0.000 for easy reading. What this means is that all the independent
variables together, makes the model statistically significant at the 0.01 significance level. In other words, it can be
established that the model is significant or good with 99 percent confidence level.
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Table 1. Model Summary

F-value | p-value | R2 Adj. R2
8.97 0.000 0.6074 | 0.5397

3.2 Independent Variables
Liquidity as an Indicator of Firm Profitability

Liquidity of a firm plays a significant role as far as the solvency of the firm is concern. This is eminent since it shows
how well a firm can settle its short term debts. Firms in financial trouble will find it difficult to cover their debts as
they come due and the opposite is true for healthier firms. In essence, it tells how much there are assets to take care
of liabilities. In this study, the liquidity of the firms was measured by the ratio of current assets to current liabilities.
From table 2, there is a positive relationship between firm profitability and the liquidity of the firm. Thus, profitable
firms are those that are liquid. The coefficient (0.0038) means that a unit increase in the liquidity of the banks will
lead to a 0.38 percent increase in their profitability. Having said this, the ratio in this study is statistically
insignificant at both the 5 percent and 10 percent significance levels (i. e. 0.343 > 0.05 and 0.10). This means that per
our study, profitability of banks is not affected or influenced by their liquidity.

3.3 Credit Risk

Credit risk is another instrumental variable as far as bank profitability and solvency are concern (Arnold, 200). Credit
risk has caused many bank failures and bankruptcies in the past notably the current global credit crunch. Banks with
high credit risk profile are termed as highly volatile (Amato, 1997). Also, owing to the huge loss-reserve provisions
that banks will have to make for expected credit losses, they are very critical about this as it lowers and eats into their
profit margins. It is hence postulated that more efficient and profitable firms are those that are less risky credit-wise
(Basel, 1999). From our study (see table 2), there is a negative statistical significant relationship between firm
profitability and its credit risk at the 0.10 significance level (0.071< 0.10). Meaning the higher the credits risk of the
bank, the lower its profitability. The coefficient of -0.0064 signifies that a unit increase in the credit risk of the banks
will result in a 0.0064 Ghana Cedi reduction in their profits.

3.4 Productivity

Productive firms are those that generate enough revenue to cover their expenses. In this study, the productivity of the
banks was measured by the interest expense to the operating income/revenue. By this, less productive firms will have
higher ratios as compared to their productive counterparts. The results met the expectation that an efficient bank will
have a lower ratio and a less efficient one will have a higher ratio hence the negative relationship with profitability.
This outcome means that a unit increase in the ratio will result in a 1.05 percent reduction in the profitability of the
firms. The ratio is as well statistically significant at the 0.01 significance level. This is because the p-value from the
table is less (0.000) than the one at the 0.01 significance level. It is also significant at both the five percent and ten
percent significance levels.

3.5 Leverage

This ideology is emphasized owing to the fact that a firm that takes on debt will have to honor its debt obligations
and so that will call for some level of efficiency on the part of managers as it comes with its associated risks. It is
also a measure of the firm’s financial health. Notwithstanding, highly leveraged firms are termed risky and are also
likely to report lower profits. The results of the study show that leverage is statistically significant or important as far
as the profitability of a bank is concerned. With a p-value of 0.003, we can say with 99 percent confidence that
leverage is crucial to firm profitability and that banks that carry on too much debt are 99 percent likely to record
lower profits. In essence, a-unit increase in the debt ratio will lead to a 0.02 percent reduction in the profitability of
the banks. Our results corroborate the findings of Asimakopoulos et al. (2009) who found a negative significant
relationship between leverage and profitability.

3.6 Size

The sizes of the banks in this study were measured by their total assets. From the results, the size of the banks is not
statistically significant in relation to their profitability at both the 10 percent and 5 percent significance levels (i. e.
0.747> 0.05; >0.10). Thus, profitability of the banks is not influenced by their size. This finding is similar to the
findings of Micco et al. (2007) who showed that there is no significant association between bank size and the Return
on Assets (ROA) of the banks. On the issue of the sign of the coefficient, Micco et al. (2007) argue that a positive
relationship is appropriate. Amato and Wilder (1985) however oppose this view sighting that a negative relationship
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between firm size and profitability is presented within the theory of the firm, which focuses on alternative theories of
a firm‘s motivation. Narrowing the argument down to the significance of the variable, Barros et al. (2007) showed
that bigger and more diversified banks are more likely to perform poorly. Similarly, Becker-Blease et al. (2010)
examined the relation between firm size and profitability and found that there is no relationship between profitability
and size. This interesting point from these findings is that, there is no straight forward say on how much size
influences firm profitability. This could be due to the different settings in which these studies are conducted

Table 2. Independent Variables used in the Regression Analysis

Variables Coefficient Std. Error t-value p-value
Liquidity .0037649 .0039013 0.97 0.343
Credit Risk -.00636 .0033985 -1.87 0.071
Productivity -.0104952 .0017594 -5.97 0.000
Leverage -.0015147 .0046449 -0.33 0.003
Size 0674112 .0408628 1.65 0.110

4. Discussion

The main focus of the study was to examine the efficiency and profitability of listed banks operating in Ghana. To
achieve this broader objective, the study aimed at achieving the following specific objectives: To ascertain whether
the credit risk position of the banks has any influence on their profitability; To find the relationship between bank
efficiency and profitability; To find out if the leverage levels of the banks has any effect on their profitability; To
determine the impact that bank size has on profitability of the banks; and to find out the factors that affect the
profitability of the listed banks in Ghana. Methodologically, the study employed the quantitative methods where
financial statements of the listed banks on the Ghana Stock Exchange (GSE) served as the main data source. In all,
financial statements of seven (7) listed banks from 2006 to 2011 were purposively sampled for the analysis. This
formed the secondary data source for the research. In the analysis, regression model and correlation were adopted to
assist in finding answers to the research questions. The outcome of the data analysis produced consistent results with
literature.

The finding of the study showed that 60.74 percent of the variation or changes in the profitability of the banks are
accounted for by the independent variables such as the liquidity level, leverage, productivity, credit risk and size of
the banks. This was revealed by the coefficient of determination (R*) which shows the amount of variation in the
dependent variable as being explained by the independent variables. That is the higher the value of R? the better and
vice-versa and in this case the value for R* is 0.6074 or 60.74%. It was also found that credit risk, productive, and
leverage of the banks has a negative impact on the profitability of the banks while liquidity and the size of the banks
also have a positive relationship with the profit level of the banks. However from the regression analysis it was
realize that at 5% and 10% significance level, all the independent variables thus: liquidity; credit risk; productive;
leverage; and size of the bank are statistically significant in influencing the profitability of the banks.

From the results of the regression, it is obvious that productivity indeed has a significant influence on the
profitability of banks. With reference to table 4.1, productivity showed a clear level of significance by reporting a
p-value of 0.00. With this background, the study can conclude with 95% confidence level that productivity plays a
major factor in the level of bank profitability.

Another variable that was very crucial in this research for determining the profit level of the banks is leverage. From
the result it was also revealed that leverage is statistically significant or important as far as the profitability of a bank
is concerned. With a p-value of 0.003, it can be stated that, with 95 percent confidence that leverage is vital to firm
profitability and that banks that carry on too much debt are 95 percent likely to record lower profits. In essence, a
unit increase in the debt ratio will lead to a 0.03 percent reduction in the profitability of the banks. Again it is also
realized from the study that (see table 4.2), there is a negative statistical significant relationship between firm
profitability and its credit risk at 0.10 significance level (0.071< 0.10). This means that the higher the credit risks of
the bank, the lower its profitability. The coefficient of -0.0064 signifies that a unit increase in the credit risk of the
banks will result in a 0.0064 Ghana Cedi reduction in their profits. However, the result as shown in table 4.2
indicated that there is a positive relationship between firm profitability and the liquidity of the banks. Thus,
profitable firms are those that are liquid. From the coefficient (0.0038) point of view it can be stated that a unit
increase in the liquidity of the banks will lead to a 0.38 percent increase in their profitability. Having said this, the
ratio in this study is statistically insignificant at both the 5 percent and 10 percent significance levels (i. e. 0.343 >
0.05 and 0.10). This means that per the study, profitability of banks is not affected or influenced by their liquidity.

One other independent variable from the result that was not statistically significant in relation to their profitability at
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both the 10 percent and 5 percent significance levels is size (i. e. 0.747> 0.05; >0.10). Thus, profitability of the banks
is not influenced by their size.

But in all it can be observed from the overall results of the regression model, that the coefficient of determination (R?)
which shows the amount of variation in the dependent variable as being explained by the independent variables is
0.6074 or 60.74% which we interpreted to mean that 60.74 percent of the variation or changes in the profitability of
the banks are accounted for by their liquidity, leverage, productivity, credit risk and size. This means that all the
independent variables as stated above have a significant influence on the profitability of the banks (dependent
variable) with an overall p-value of 0.000 and an f-value of 8.97 which also explains the statistical significance of the
whole model. In other words, considering the main objective of this study which aimed at assessing the efficiency
and profitability of banks operating in Ghana using only listed banks on the Ghana stock exchange, it can be
conclude with 100 percent confidence that it is only leverage, productivity, and credit risk that has a very significant
influence on the profitability of the bank.
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