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Abstract

Commercial banks are considered to 
be important contributors to the country’s 
financial system and economic development. 
The aim of this study was to examine the 
impact of various factors on commercial banks’ 
profitability. Moreover, the study compares and 
analyzes the main determinants of the banks’ 
profitability in Western Balkan (WB) countries. 
The sample size includes all commercial 
banks in WB countries, covering the period 
2010–2020. The collected data provides 
information about the two main measurements 
used to determine a bank’s performance: 
1) return on assets (ROA) and 2) return on 
equity (ROE), which in our study were used as 
indicators varying from non-performing loans, 
the number of banks, real gross domestic 
product growth, the unemployment rate, and 
consumer price inflation (percent, period 
average). The estimated regression models 
with panel data revealed that real GDP 
growth, the unemployment rate, and inflation 

are positively correlated and significantly 
determine the bank’s performance. While two 
other factors (non-performing loans and the 
number of banks) were negatively associated 
with the performance of banks.

Since the determining factors of external 
and internal profitability turn out to be almost 
the same for all the countries of the Western 
Balkans, during the observed period of 2010–
2020, the number of cases of non-performing 
loans was much higher in other countries 
of the region than in Kosovo. Once again, 
the banking system in Kosovo, unlike other 
countries, has scored ROE performance 
indicators that are almost three times higher 
than the average of the countries in the 
region. On the other hand, Kosovo has the 
highest unemployment rate in the region. 
While the weakest ROE performance was in 
Montenegro, which was improving year after 
year. Our findings have several important 
implications for policymakers and regulators, 
especially in Kosovo.
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1. Introduction

Commercial banks are crucial to the 
financial system, which has an impact 

on how a nation’s economy develops. Ratio 
analysis of financial statements is a highly 
helpful tool for assessing a commercial 
bank’s current operations and position 
in comparison to its competitors. Bank 
performance shows the success and efficacy 
of its activities. Bank indicators provide an 
overview of their business operations, and 
they should strive to enhance them to function 
in the financial market under competitive 
market circumstances. Only in this way are 
banks able to offer, in any situation, what is 
required for their long-term development and 
advancement.

The financial systems of the Western 
Balkan countries have seen significant 
changes in recent years. The banking industry 
has changed and evolved in many countries 
as a result of technological advancements 
in the IT and telecommunications sectors, 
as well as the intense nature of worldwide 
competition (Derbali, 2021).

The Western Balkan countries have several 
characteristics in common, including a history 
of socioeconomic development, transitions, 
reforms implemented, liberalization, 
restructuring, and the route to development. 
Because their financial sectors are primarily 
bank-based, the banking sector’s soundness 
is critical to their economies’ long-term 
stability and prosperity (Gabeshi, 2021).

The primary purpose of this research is 
to identify the several factors influencing the 
performance of commercial banks in Albania, 
Bosnia and Herzegovina, North Macedonia, 
Montenegro, and Serbia from 2010 to 2020. 
The research aims at how they affect bank 
profitability as assessed by return on assets 
(ROA) and return on equity (ROE). The majority 

of previous research measured profitability 
using ROA and ROE, such as: (Al-Homaidi, 
Tabash, Farhan, Almaqtari, & McMillan, 
2018); (Almaqtari, Al-Homaidi, Tabash, & 
Farhan, 2019); (Almaqtari, Hashid, Farhan, 
Tabash, & Al-ahdal, 2020). Furthermore, the 
relationship between internal factors such 
as non-performing loans and the number 
of banks and external factors such as the 
unemployment rate, consumer price inflation, 
and real GDP growth will be analyzed.

The objective of this paper is to examine 
the banks’ profitability in Kosovo, Albania, 
Bosnia and Herzegovina, North Macedonia, 
Montenegro, and Serbia between 2010 and 
2020. While the specific objectives related to 
the main objective are:

 - to determine the effect of non-performing 
loans on the profitability of commercial 
banks;

 - to evaluate the effect of the number of 
banks on the profitability of commercial 
banks;

 - to determine the relationship between 
real GDP growth and the profitability of 
banks;

 - what is the relationship between the 
unemployment rate and the profitability 
of banks?

 - to evaluate the effect of inflation on the 
profitability of commercial banks.

Although the bank’s financial performance 
is impacted by both internal and external 
factors, this research focuses on both 
determinants of bank profitability. Internal 
factors might be viewed as a special 
determinant of bank profitability as well 
(Wahdan & Leithy, 2017). Whereas, according 
to Olweny and Shipho (2011), external factors 
represent the economic and regulatory 
environment, which have an indirect impact 
on bank operations and profitability.
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In this study, we try to identify the main 
characteristics that, between 2010 and 2020, 
significantly impacted commercial banks’ 
profitability in the Western Balkan countries. 
This paper’s contribution is to examine the 
main factors that influence commercial 
banks’ profitability over a 11-years in the 
Western Balkans. The literature frequently 
categorizes the factors influencing bank 
profitability into two categories: internal and 
external factors. According to the research’s 
findings, the performance of the bank is 
significantly influenced by the correlation 
between real gross domestic product growth, 
the unemployment rate, and inflation. While 
the number of banks and non-performing 
loans were negatively correlated with bank 
performance.

The paper is structured as follows: section 
2 briefly reviews the literature review on 
bank profitability, section 3 discusses the 
methodological technique used, and section 
4 presents the results obtained. Finally, in the 
last section, the conclusions are drawn.

2. Literature Review

There is a variety of economic and financial 
literature on this topic. Numerous studies have 
been conducted to examine the profitability 
of banks in developing countries. However, 
the majority of this research has focused 
on cases from developed countries (Derbali, 
2021). For some determinants, the results 
and conclusions are approximate, whereas 
they are inconsistent for other variables. In 
existing empirical research, bank profitability 
is articulated as a function of internal and 
external factors. This section gives an 
overview of previous research related to the 
factors affecting bank profitability. Overall, 
this research suggests that the determinants 
of bank profitability may be divided into two 

categories: internal and external factors. The 
following is a presentation of some current 
study findings from various countries.

According to Athanasoglou, Delis, and 
Staikouras (2006), in the analysis of the internal 
and external factors affecting profitability 
in three Greek banks between 1985 and 
2001, the ratio of equity to productivity has 
a favorable effect on profitability (ROE and 
ROA). Three factors: capitalization, size of the 
bank (total assets), and liquidity, summarize 
the factors that determine the body’s 
profitability as measured by ROE. Operational 
effectiveness, as determined by the ratio of 
general and administrative expenses to total 
assets, has a negative impact on profitability 
(Athanasoglou, Delis, & Staikouras, 2006). 

In another study by Alexiou and Sofoklis 
(2009), the purpose was to determine 
the critical factors that impacted the 
profitability of six major Greek commercial 
banks between 2000 and 2007. This study 
examines the relationship between bank-
specific and macroeconomic factors that 
affect bank profitability. Six Greek banks 
have been successfully subjected to a panel 
data technique. The collected information 
reveals that the profitability relationship is 
only marginally significant for any consistent 
or systematic size (Alexiou & Sofoklis, 2009). 
A considerable impact on bank profitability 
was discovered for the majority of the bank-
specific factors. 

Regarding Javaid, Anwar, Zaman, and 
Ghafoor (2011), in their study, they try to 
analyze the factors that contributed to the 
profitability of the top 10 banks in Pakistan 
between 2004 and 2008. The main focus 
of the researchers is on internal factors 
only. In this study, the influence of assets, 
loans, equity, and deposits on one of the 
key profitability indicators is examined. The 
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empirical findings have shown strong proof 
that these factors have a significant impact 
on profitability (Javaid, Anwar, Zaman, & 
Ghafoor, 2011). Their findings demonstrate 
that, due to scale diseconomies, more total 
assets may not always equate to better 
earnings. Additionally, although their influence 
is minimal, higher loan amounts contribute to 
profitability. Deposits and equity both have a 
significant influence on profitability (Javaid, 
Anwar, Zaman, & Ghafoor, 2011).

Research by Said and Tumin (2011) aims 
to evaluate the influence of bank-specific 
characteristics such as liquidity, credit, capital, 
operational expenditures, and commercial 
bank size on performance as assessed by 
return on average assets (ROAA) and return 
on average equity (ROAE). Except for loan 
and capital ratios, their results indicate that 
the ratios used in this study have differing 
implications for the performance of banks 
in both countries. Operating ratios have an 
impact on the performance of Chinese banks 
but not on Malaysian banks (Said & Tumin, 
2011).

Another study examines how the CRR credit 
risk ratio in the Romanian banking system 
affected banking profitability (as measured by 
the traditional performance metrics ROA and 
ROE) from March 2008 to June 2013 (Socol 
& Dănuleţiu, 2013). They discovered that ROA 
and ROE varied in accordance with the CRR 
(credit risk ratio).

Dërmaku, Luboteni, and Berisha (2012) 
emphasized that the development of the 
financial markets in a country goes alongside 
the development of financial institutions. 
One of the features of the Kosovar financial 
market is the banking sector’s advancement 
compared to the financial market in general. 

It is widely known that the securities market 
in Kosovo is underdeveloped, as we did not 
have these sorts of markets earlier. We think 
that one of the key strategic objectives of the 
financial market in Kosovo is the following: 
promoting competition processes and 
establishing a transparent and stable financial 
environment (Dërmaku, Luboteni, & Berisha, 
2012). This was reinforced in 2012, when in 
Kosovo we had eight commercial banks, while 
in 2020 we had only 10 commercial banks.

Nuhiu, Hoti, and Bektashi (2017) 
investigate whether the factors influencing 
commercial bank profitability have an impact 
on the financial performance of commercial 
banks in Kosovo. According to the authors, 
commercial banks in Kosovo are evaluated 
based on financial performance measures 
such as return on equity (ROE), return on 
assets (ROA), and net interest margin (NIM). 
Their study shows that commercial bank 
profitability in Kosovo is mostly driven by 
internal determinant variables such as capital 
sufficiency, asset quality, and managerial 
efficiency. Whereas macroeconomic factors 
have little influence on commercial bank 
financial performance (Nuhiu, Hoti, & 
Bektashi, 2017).

The focus of Serwadda’s (2018) research 
is to determine how certain aspects of banks, 
such as liquidity, credit, capital, operating 
costs, and the size of commercial banks, 
affect performance as measured by return 
on average assets (ROAA) and return on 
average equity (ROAE). Their findings 
suggest that the ratios utilized in this study 
had different effects on the performance of 
banks in both nations, except for the loan and 
capital ratios. Operating ratios affect Chinese 
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bank performance but not Malaysian bank 

performance (Serwadda, 2018).

Derbali (2021) analyzed the cases of 

six Moroccan banks from 1997 to 2018 

and estimated three levels in accordance 

with three categories of profitability factors: 

bank factors, factors of the banking system, 

and macroeconomic factors. This estimate 

is based on the measurement of banking 

results on three main indicators: ROA, ROE, 

and MIN. The empirical results demonstrate 

how Moroccan banks respond to their size in 

order to improve performance, proving that 

Moroccan banks have not yet grown to a 

scale that will be destructive to their capability 

to function. As a result, the authors might 

conclude that the large Moroccan banks do 

not follow the principle of scale economies. 

The performance of Moroccan banks is 

not significantly impacted by variations in 

economic growth rates or changes in inflation 

levels (Derbali, 2021).

Almaqtari, Hashid, Farhan, Tabash, and 

Al-ahdal (2020) investigated the influence of 

ROA, ROE, and NIM on the profitability of 61 

Indian banks. Private banks outperform public 

banks, and the influence of country-level 

governance on private bank profitability is 

favorable and superior to that of public banks. 

In India, the banking system is a combination 

of public, private, foreign, regional rural, 

urban cooperative, and rural cooperative 

banks (Shrivastava, Sahu, & Siddiqui, 2018). 

The findings indicate that it has a significant 

negative impact on Indian bank profitability as 

measured by ROA and ROE but a significant 

positive impact on NIM (Almaqtari, Hashid, 

Farhan, Tabash, & Al-ahdal, 2020).

The purpose of Rahman, Yousaf, and 
Tabassum’s (2020) research is to examine the 
impact of bank-specific and macroeconomic 
variables on Pakistan’s banking profitability 
from 2003 to 2017. According to their findings 
from a dynamic panel data technique, 
capital sufficiency increases the profitability 
of Pakistan’s banking system. However, 
minimizing the frequency of bank failures and 
losses, capital adequacy assists the financial 
system in absorbing any negative impact. 

All of these studies utilize different factors 
to determine bank profitability. However we 
can categorize the empirical literature on 
bank profitability drivers based on several 
similar characteristics.

3. Methodology

This section presents the data sources and 
describes the model we used to investigate 
the effects of internal and external factors 
on the profitability of banks in the Western 
Balkan countries. The sample contains 
the commercial banks of Kosovo, Albania, 
Bosnia and Herzegovina, North Macedonia, 
Montenegro, and Serbia for the period 2010–
2020. The data came from reports from the 
central banks of each country in the sample 
as well as the World Bank.

The first figure shows the number 
of commercial banks in Western Balkan 
countries. Kosovo seems to have the smallest 
number of commercial banks when compared 
to other Western Balkan countries. Kosovo 
had just 11 banks in 2020, Albania had 12, 
North Macedonia had 14, and Montenegro 
had 15, whereas Serbia had 22 banks and 
Bosnia and Herzegovina had 23, the highest 
number of other countries in the Western 
Balkans.
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Figure 1. Commercial banks in the banking system in Kosovo and the Western Balkans countries

Source: (National Bank of the Republic of North Macedonia, 2020); (Bank of Albania, 2020); (National 
Bank of Serbia, 2021); (Central Bank of Montenegro, 2020); (Centralna Banka Bosne i Hercegovine, 2020); 

(Central Bank of Kosovo, 2020)

We use return on assets (ROA) and return 
on equity (ROE) as dependent variables 
for calculating bank profitability. While non-
performing loans (NPL) and the number 

of banks (FIN_BANK), real GDP growth 
(%), the unemployment rate, and consumer 
price inflation (percent, period average) are 
independent variables.

Table 1. Variables description

Dependent Variables

ROA Return on Assets
Net profits over average total 
assets (%) 

(Ana, Blanka, & Roberto, 2011); 
(Căpraru & Ihnatov, 2014)

ROE Return on Equity
Net profits over average total 
equity (%)

(Ferrouhi, 2018); (Derbali, 2021); 
(Prenaj, Miftari, & Pula, 2024)

Independent Variables

Internal factors:

NPLR
Non-performing 
loans

Nonperforming loans ratio (percent 
of gross loans, end of period)

(Roman & Dănuleţiu, 2013); (Prenaj, 
Imeraj, & Smajli, 2023)

FIN_BANK
Number of banks in 
country

Number of banks in country
(Kumar, Thrikawala, & Acharya, 
2021)

External factors: 

GDP 
Gross domestic 
product 

Real GDP growth (percent)
(Dietrich & Wanzenried, 2011); 
(Prenaj, Imeraj, & Smajli, 2023): 

UNRATE Unemployment rate 
Unemployment rate (percent, 
period average)

(Kumar, Thrikawala, & Acharya, 
2021); (Prenaj, Imeraj, & Smajli, 
2023) 

INF
Consumer price 
inflation 

Consumer price inflation (percent, 
period average)

(Akbaş, 2012); (Kumar, Thrikawala, & 
Acharya, 2021)
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Empirical model

Fixed effects (FE) and random effects (RE) 
are the modes that were utilized in the regression 
analysis for the performance of banks in 
Western Balkan countries for the period 2010–
2020. Many researchers used Fixed effects 
and Random effects, including: (Desai, 2021); 
(Al-Homaidi, Almaqtari, Yahya, & Khaled, 2020); 
(Prenaj, Miftari, & Krasniqi, 2023). The general 
model of return on assets (ROA) and return on 
equity (ROE) connects panel data with non-
performing loan ratio (NPLR), real GDP growth 
(GDP), unemployment rate (UNRATE), inflation 
rate (INF), and number of banks (FIN_BANK). 
The Hausman test was used to determine which 
of the estimated models was more suitable. A 
decision would be made on whether to accept 
or reject the null hypothesis based on the test’s 
results. If the p-value of this test is smaller than 
0.05, the alternative hypothesis was accepted 
(H1: Fitted FE model).

We estimated the following two models:

 (1)

 (2)

where:

ROAit is return on assets of bank i in time 
period t; 

ROEit is return on equity of bank i in time 
period t; 

NPLRit is non-performing loans of bank i 
in time period t; 

GDPit is gross domestic product i in time 
period t; 

UNRATEit is unemployment rate i in time 
period t; 

INFit is inflation i in time period t; 
FIN_BANKit is number of banks i in time 

period t; 

4. Results and discussions

A summary of the descriptive statistics 
for the dependent and independent variables 
used to measure the performance of the 
study banks is shown in the table below. The 
variables varied substantially during the study 
period of 2010–2020. The mean of the non-
performing loan ratio is 10.83, with a minimum 
of 1.9 and a maximum of 23.8. The average 
unemployment rate is 20.83 percent, with a 
standard deviation of 6.6. In contrast, real 
GDP growth has an average of 1.876 with a 
standard deviation of 3.139. Inflation varies, 
with a minimum of -1.40 and a maximum of 
11.10. While the number of banks’ median is 
16, with a minimum is 8 and a maximum is 33.

Table 2. Descriptive statistics of variables over the period 2010 – 2020

Variables Mean Median S.D. Min Max

ROA 0.941 1.000 0.981 -2.800 2.800

ROE 6.937 6.450 8.217 -27.30 22.50

NPLR 10.83 8.895 6.328 1.900 23.80

GDP 1.876 2.800 3.139 -15.30 6.300

UNRATE 20.83 19.70 6.632 9.010 35.26

INF 21.25 1.550 2.245 -1.400 11.10

FIN_BANK 18.29 16.00 7.144 8.000 33.00

Notes: ROA = Return on assets; ROE = Return on equity; NPLR = Non-performing loan ratio; GDP = Gross domestic product; 
UNRATE = Unemployment rate; INF = Inflation; FIN_BANK = Number of banks.
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The following figure illustrates the 
evaluation of the strength of the relationship 
between the explanatory variables and the 
measured variables to determine if there is a 
statistically significant positive relationship or 
a statistically significant negative relationship 
between them. From the obtained results, it is 
proven that there is a statistically significant 
positive correlation between ROA and ROE 
(0.9), while between ROA and NPLR (-0.5), 

there is a statistically significant negative 

correlation. On the other hand, there is a 

statistically significant negative association 

between ROE and NPLR (-0.5). Whereas 

between INF and NPLR (0.4), there is a 

statistically significant positive correlation. 

There is a strong positive correlation (0.3) 

between FIN_BANK and INF, while with ROE, 

there is a strong negative relationship (-0.3).

Figure 2. Correlation matrix of variables for measuring the performance 2010–2020
Notes: ROA = Return on assets; ROE = Return on equity; NPLR = Non-performing loan ratio; GDP = Gross 

domestic product; UNRATE = Unemployment rate; INF = Inflation; FIN_BANK = Number of banks. 

The variance inflation factor (VIF) is 
used in the study to look at the relationship 
between the independent variables. 
According to the VIF results, there is no issue 
with multicollinearity among the independent 

variables. The VIF values are all below 10, 
indicating that the study does not have a 
high correlational dependency between the 
independent variables. The table below shows 
the VIF.

Table 3. Diagnostics of multicollinearity

NPLR GDP UNRATE INF FIN_BANK

VIP 1.252 1.168 1.039 1.074 1.228

Notes: VIP – Variance inflation factor; NPLR = Non-performing loan ratio; GDP = Real gross domestic product 
growth; UNRATE = Unemployment rate; INF = Inflation; FIN_BANK = Number of banks.

The figure below shows the calculations of 
financial performance, measured by ROA, for 

Western Balkans countries during 2010–2020. 
According to these statistics, Kosovo has the 
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greatest bank performance, as measured by 

ROA, for the entire study period, except for 

2011, 2012, and 2013, even though the country 

has the lowest real GDP growth and GDP per 

capita in the region. While North Macedonia 

dominated from 2011 to 2013, ROA continued 

to decrease in the following years compared 

to other countries.

The results of multiple regression of “fixed 

effects” (FE) and “random effects” (RE) 

models are provided in the table below. The 

models examined the relationship between 

NPLR, real GDP growth, UNRATE, INF, and 

FIN BANK, with the bank’s performance 

measured by ROA.

The Hausman test was used to prove 

which of the estimated models was more 

appropriate, and based on the results of 

this test, a conclusion was taken on whether 

to accept or reject the null hypothesis (see 

Table 5). 

Figure 3. Determinants of financial performance of commercial banks, period 2010–2020
Source: (World Bank Group, 2016); (World Bank Group, 2022)

Table 4. Panel Results for ROA as dependent 
variables

Variables ROA
Fixed effect 

ROA
Random effect

Constant 0.9961
(1.0652)

1.3172*
(0.6833)

Internal factors

NPLR -0.0739*
(0.0374)

-0.0821***
(0.0238)

FIN_BANK -0.0080
(0.0150)

-0.0069
(0.0147)

External factors

GDP 0.0682*
(0.0393)

0.0683*
(0.0351)

UNRATE 0.0283
(0.0308)

0.0186
(0.0201)

INF 0.0876
(0.0576)

0.0623
(0.0535)

Number of 
observations 66 66

R2 0.43 0.36

Adjusted R2 0.35 0.31

Notes: ROA = Return on assets; ROE = Return on eq-
uity; NPLR = Non-performing loan ratio; GDP = Gross 
domestic product; UNRATE = Unemployment rate; INF 

= Inflation rate; FIN_BANK = Number of banks. 
* p < 0.10, ** p < 0.05, *** p < 0.01
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Table 5. Testing and selecting the model for ROA

Hypothesis The P value for the Hausman test Best fitted model

H0: Fitted RE model H1: Fitted FE model 0.706 H0: Fitted RE model 

Notes: RE=Random effects; FE=Fixed effets

Based on the random effects (RE) results 
in Table 3, we can conclude that the coefficient 
of NPLR is negative and is a statistically 
significant component in determining ROA. 
Our results are consistent with those obtained 
by Osuagwu (2014). Also, FIN_BANK has a 
negative relationship with ROA. The model’s 
results also showed that real GDP growth 
has a positive relationship with ROA and is a 
statistically significant determinant. According 
to Nuhiu, Hoti, and Bektashi (2017), there is 
also a positive relationship between these two 
factors. Banking profitability has a significant 
impact on GDP (Roman & Dănuleţiu, 2013). 
Also, UNRATE and INF have a positive 
relationship with ROA. Some research has 
found a positive relationship between INF and 
ROA (Petria, Capraru, & Ihnatov, 2015); (Jara-
Bertin, Moya, & Rodrígu, 2014). The positive 
relationship between inflation and bank 
performance implies that a bank’s revenue 
grows more quickly than its expenses (Vong 
& Chan, 2009).

The figure below shows the calculations 

of ROE for Western Balkans countries, 

during 2010–2020. Kosovo appears to have 

the best ROE performance among Western 

Balkan countries. On the other side, Kosovo 

has the region’s highest unemployment rate. 

While the weakest ROE performance was 

in Montenegro, which was improving year 

by year. In Montenegro, we can also see a 

decrease in non-performing loans, from 20.9% 

in 2010 to 5.5% in 2020, which can positively 

affect the performance of banks. Also, Albania 

significantly improved ROE during the last few 

years and decreased non-performing loans, 

from 14% to 8.1%. This increase in ROE in 

Albania can also be affected as a result of 

the rise in GDP per capita, which has had a 

significant increase from year to year. Bosnia 

and Herzegovina will have almost similar ROE 

performances in 2020. The same can be 

observed with non-performing loans.

Figure 4. Determinants of financial performance of commercial banks, period 2010–2020
Source: (World Bank Group, 2016); (World Bank Group, 2022)
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In the table below, you can see the results 
of multiple regressions of “fixed effects (FE)” 
and “random effects (RE)” models. The 
models examined the relationship between 
NPLR, real GDP growth, UNRATE, INF, and 
FIN BANK, with the bank’s performance 
measured by ROE. 

Table 6. Panel Results for ROE as dependent 
variables

Variables
ROE ROE

Fixed effect Random effect

Constant
14.8205*
(8.4901)

15.4008**
(6.0820)

Internal factors

NPLR
-0.6889**
(0.2984)

-0.6842***
(0.2095)

FIN_BANK
-0.2617**
(0.1203)

-0.2535**
(0.1183)

External factors

GDP
0.4788

(0.3135)
0.5022*
(0.2876)

UNRATE
0.0754

(0.2461)
0.0547
(0.1753)

INF
0.9981**
(0.4596)

0.7954*
(0.4365)

Number of 
observations

66 66

R2 0.48 0.37

Adjusted R2 0.39 0.31

Notes: ROA = Return on assets; ROE = Return on eq-
uity; NPLR = Non-performing loan ratio; GDP = Gross 
domestic product; UNRATE = Unemployment rate; INF 

= Inflation rate; FIN_BANK = Number of banks. 
* p < 0.10, ** p < 0.05, *** p < 0.01

The Hausman test was used to prove which 
of the estimated models was more appropriate, 

and based on the results of this test, a 
conclusion was made on whether to accept or 
reject the null hypothesis (see Table 7). 

Based on the random effects (RE) results 
in Table 5, we can conclude that the NPLR 
and FIN_BANK coefficients are negative and 
are statistically significant components in 
determining ROE. But not the same thing is 
concluded (Kumar, Thrikawala, & Acharya, 
2021). They thought FIN_BANK had a positive 
and significant impact on bank profitability. 
Also, Kumar, Thrikawala, and Acharya 
(2021) considered the NPLR negative 
and statistically significant for profitability 
measured by ROE. Unlike UNRATE, which 
has a positive relationship with ROE, another 
finding concluded by Abreu and Mendes 
(2001) is that the unemployment rate matters 
in determining bank profitability.

The model’s results showed that real GDP 
growth and INF have a positive relationship 
and are statistically significant factors in 
determining ROE. According to Căpraru & 
Ihnatov (2014), there is a positive relationship 
between INF and ROE. A positive relationship 
also exists between GDP and ROE (Ongore & 
Kusa, 2013).

Another important statistic is the ratio of 
non-performing loans. Figure 5 represents 
the non-performing loan ratio for banks 
from 2010 to 2021, which shows that banks 
in Kosovo have the lowest non-performing 
loan rate in Western Balkan countries. 
A decrease in non-performing loans can 
be seen in all countries from year to year, 
except for Albania. Despite the fact that there 
has been a decrease, the number of non-

Table 7. Testing and selecting the model for ROE

Hypothesis The P value for the Hausman test Best fitted model

H0: Fitted RE model H1: Fitted FE model 0.584 H0: Fitted RE model 

Notes: RE=Random effects; FE=Fixed effets
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performing loans remains high compared to 
other countries. However, from the data, we 
can see that the highest percentage of non-

performing loans during the period 2010–
2020 was recorded by Montenegro, with 
23.8% in 2011.

Figure 5. Non-Performing Loans (%) for Western Balkan countries, period 2010–2020
Source: (World Bank Group, 2016); (World Bank Group, 2022)

5. Research Limitations

There are several limitations to this 
study. A banking sector’s profitability may 
be assessed using a variety of indicators, 
however, this study focuses on some of them. 
The performance analysis of commercial 
banks is very important, especially when 
analyzed over a longer period of time. Well, 
we only analyzed the period 2010–2020 
because the last years were not reported for 
all countries. Future research should include 
the financial sector from last year. We can 
analyze the performance of banks in Western 
Balkan countries before and after COVID-19.

6. Conclusions
The aim of this study is to explain how 

these elements impact the profitability of 
Western Balkan banks while also identifying 
and analyzing the many factors that affect 
bank profitability. This research focused on 

internal and external determinants of bank 
profitability in six countries, such as Kosovo, 
Albania, Bosnia and Herzegovina, North 
Macedonia, Montenegro, and Serbia. The 
study was performed using panel data with 66 
observations from commercial banks between 
2010 and 2020. The regression models for 
the Western Balkans’ performing banks 
were fixed effects (FE) and random effects 
(RE). The general panel data model includes 
the non-performing loan ratio (NPLR), real 
gross domestic product growth (GDP), 
unemployment rate (UNRATE), inflation rate 
(INF), and the number of banks (FIN BANK) 
with performance ratios such as return on 
assets (ROA) and return on equity (ROE).

From the performance result, measured by 
ROA, based on the random effects (RE), the 
NPLR coefficient is negative and a statistically 
significant component in determining ROA. 
Also, FIN_BANK has a negative relationship 
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with ROA. On the other hand, GDP has 
a positive relationship with ROA and is a 
statistically significant determinant. Also, 
UNRATE and INF have a positive relationship 
with ROA. Whereas, based on the random 
effects (RE) from the performance result, 
measured by ROE, the NPLR and FIN_BANK 
coefficients are negative and are statistically 
significant components in determining 
ROE. Unlike UNRATE, which has a positive 
relationship with ROE, GDP and INF have 
positive relationships and are statistically 
significant factors in determining ROE.

From the indicators of all the countries, we 
can see different results. Of all the Western 
Balkans countries, the weakest performance 
of ROA during the last few years can be seen 
in North Macedonia, which in the years 2011–
2013 ranked last among all countries with the 
highest ROA. A similar trend can be observed 
in ROE performance, where in the last 
three years there has been the lowest ROE 
performance compared to other countries, 
especially in 2020, while the number of banks 
has decreased from 18 to 14 in 2020.

The highest number of banks compared 
to other countries can be seen in Bosnia 
and Herzegovina and Serbia, where ROE 
performance and non-performing loans have 
been more or less similar in recent years, 
even though Serbia in 2021 has over 60% 
more GDP per capita.

Over the years, Albania has had the 
highest number of non-performing loans, 
although this number has significantly 
decreased in 2020 compared to the previous 
period. The period from 2012 to 2014 saw the 
highest percentage of non-performing loans in 
Albania. As for the number of banks, we can 
see that, from 16 in 2010, there are now only 
12 banks. While Montenegro has the weakest 
ROE performance in the period 2018–2020, 

despite the fact that it has a higher GDP per 
capita in 2020 and 2021 compared to other 
Western Balkan countries.

Our findings have several important 
implications for policymakers and regulators, 
especially in Kosovo. The findings of the 
research show the contradictions because, 
on the one hand, profitability represents the 
highest average in the region of the main 
profitability indicators of the banking sector: 
ROA 1.94% and ROE 17.40% during the 
examined period 2010–2020. On the other 
hand, NPLR has the lowest average in the 
region with 5.3%, while loan interest rates 
are the highest. Kosovo is characterized 
by the region’s lowest real GDP growth, 
the lowest GDP per capita, and the highest 
unemployment rate. Extreme poverty is higher 
in the region and wider, and the deficit is higher 
compared to the countries of the region and 
wider. Consequently, exports do not cover 
more than 15.9% of imports. Banks in Kosovo 
with a large concentration of capital are 
mainly the three largest commercial banks, 
with over 55.8% of all assets in the banking 
sector. This situation, in addition to having the 
highest profitability indicators in the region, 
represents the closure of the banking market 
in Kosovo with the aim of easier control of 
competition among these three banks. 

By comparing the indicators of the 
countries in the region for this period, we 
consider that Kosovo has lost the opportunity 
to maximize the weight of the banking 
sector, which has had the largest impact on 
the country’s economic development. We 
recommend that the banking sector, as well as 
every other sector of the economy, continue 
to play its role in the economic development 
of the country according to the weight of the 
particular sector. Therefore, more efficient 
supervision is recommended as a function 
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of increasing the development effect by 
maximizing the value of deposits from citizens 
and businesses transformed into credit 
potential. The examination and comparison 
of all these indicators clearly show the lack 
of support of the banking system in Kosovo 
for businesses and economic development 
compared to the countries in the region.
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