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Abstract

The topic of this research paper is “The macroeconomic determinants of foreign bank’s profitability in Malaysia. Panel data method were
employed to analyze the cross sectional data and time series data collected from 2006 to 2015 from a sample of ten foreign banks in
Malaysia. Measurement of profitability is based on Return on assets which is a function of the macroeconomic determinants; GDP, infla-
tion rate and real interest rate. The overall finding of this research study shows that GDP, inflation rate and real interest rate are the de-
terminants of foreign banks in Malaysia. Those determinants were found to be statistically related on profitability and all of them had a
positive relationship towards the profitability of foreign banks in Malaysia.
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1. Introduction

Currently, the financial institutions in Malaysia is divided into
three major groups; banking system, non-bank financial interme-
diaries and financial markets. Banking system of Malaysia are
includes of the commercial banks for both domestic and foreign
banks, finance companies and the merchant banks. Moreover, with
approximately 70% of the total assets of the financial system,
banking system is the largest component in the financial system.
Observing bank’s profitability is vital as it provide basis to identi-
fy the market condition and aid in making adjustment and proper
decision based on the uncertainty of shock event (1). This is be-
cause if the bank’s performance is poor, it would definitely impact
the economy as a whole.

Furthermore, foreign banks are started to participate in the domes-
tic banking market and it had increased the competition in the
banking system (2). This supports the view that presence of for-
eign bank lead to a rising competition and thus provide a larger
competence in the local banking markets. The entry of the foreign
banks puts the pressure on domestic banks and decrease their his-
torical profits and high income. However, foreign bank entry also
puts pressure on domestic banks to become more efficient, which
helped them to reduce the costs, since the latter had the ability to
modify or copy the modern banking techniques and practices (3).
This research purpose is to determine the relationship between the
macroeconomic determinants and profitability of foreign banks in
Malaysia. In this research, ten foreign banks in Malaysia had been
randomly selected to determine their profitability from the year
2011 to 2015. The ten selected foreign bank in Malaysia are
OCBC Bank, UOB Bank, Citibank, HSBC Bank, Standard Char-
tered Bank, Bank of China (Malaysia) Berhad, Deutsche Bank
(Malaysia) Berhad, J.P. Morgan Chade Bank Berhad, Royal Bank
of Scotland and Bank of Tokyo Mitsubishi-UFJ.

1.2. Problem Statement

As stated earlier, foreign banks are started to participate in the
domestic banking market and it had increased the competition in
the banking system (2). In order for them to survive in this com-
petitive banking market, both types of bank must provide unique
services and products to differentiate them from others and attract
more customers (1). Previously, there are three main issues state-
ment that had been discussed in the theoretical literature, which
were foreign banks would affect competition, influence the effi-
ciency of domestic banks and had a significant effect on the stabil-
ity of the domestic banking system (3). However, there is only
limited empirical evidence to support on all these three statement.
According to the previous studies (4-6), most of the researcher are
focusing on the studies of both internal and external determinants
of commercial bank. Therefore, this research would definitely
conduct a more specific and focusing on the studies of macroeco-
nomics determinants which would affect the bank’s profitability.
Moreover, previous research are more focusing in determine the
profitability of commercial bank no matter in Malaysia or other
countries.

Besides that, there is also some practical problem of the profitabil-
ity of foreign bank exist currently. The previous researcher had
found that the performance of some of the domestic banks were
better than some of the foreign banks. There is a previous study
about the Malaysian banks profitability for the period of year 2004
to 2008, which shows that the domestic banks were more profita-
ble than the foreign banks in Malaysia (7). Another research were
showing about the domestic banks were more efficiently by com-
paring to the foreign banks (8). Therefore, other researcher would
definitely wish and interesting to determine and understand about
the main determinants that would affect the profitability of foreign
bank.

O
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1.3. Research Objectives

To examine the relationship between annual real GDP growth rate,
Inflation Rate and interest rate on foreign bank’s profitability in
Malaysia.

This research would benefits for two majority groups, which are
practitioners and other researchers. For the aspects of practitioner,
bank manager would definitely had a more clearly and under-
standing about what improvement and adjustment should be made
according to the changes of these three macroeconomic determi-
nants in order to maximise the profitability of their bank.

This research is critical and important in the banking sector, espe-
cially for the foreign bank’s operation and decision making. Alt-
hough there are some of the researchers already conduct the simi-
lar research before, but they had study about both internal and
external determinants, which are too general. Therefore, this re-
search would definitely had a more specific and focusing on the
studies of macroeconomics determinants which would affect the
bank’s profitability. Moreover, there are no any existing and relat-
ed study in the area of foreign bank especially in Malaysia. There-
fore, by carry out this specific topic in the foreign bank areas, this
research would provide a better and more accurate result adding
value for the existing knowledge in banking sector.

In this research project, ten foreign bank in Malaysia are randomly
selected to determine their profitability, which the dependent vari-
able of this study. In the time scope of year 2011 to year 2015, the
independent variables in this research project are the macroeco-
nomic determinants, which are annual GDP growth rate, annual
inflation rate and real interest rates. Secondary data and sources
were chosen to conduct this research.

2. Literature Review

2.1. Dependent Variable

2.1.1. Bank’s Profitability

Bank Profitability is sensitive to macroeconomic conditions alt-
hough the trend in the industry towards a greater geographic di-
versification (5). Profit is equal to revenue minus cost. This equa-
tion sounds simple and concise but misleading, as almost every-
one who’s analysed profitability in detail could attest (Waters,
2005). The primary desire of all the banks is to make profit con-
tinuously in order to sustain their position in the industry and had
a relative competitive advantage by comparing to others(9).

2.1.2. Foreign and Domestic Bank

The Malaysian banking system could be categorized into three
major types, which are commercial banks that includes both do-
mestic and foreign banks, finance companies and also the mer-
chant banks. Commercial banks are the most important players in
the banking system as they are the major funds providers in the
Malaysian banking system. According to (10) and (11) among
others, the entry of the foreign bank could bring some potential
benefits to the domestic bank in terms of higher and better re-
source allocation. Furthermore, the study of (10) had states that,
domestic financial development, improve a country’s access to
international capital markets and enhance the quality of financial
service in domestic bank can be foster through the entrance of
foreign banks.

However, (12) found that the foreign bank entrance might cause
some negative impact to the local banks in term of potential in-
crease in costs. The study found that the domestic banks may need
to increase their costs in order to compete with the foreign banks
by improve in terms of advance technology, banking skills and
management skills. In addition, (13) found that the entry of for-
eign banks had increase the risks expose to domestic banks. The

intense competition with foreign bank would then reduce the earn-
ings of domestic banks.

Some of the review on the bank efficiency found that the foreign
banks possess a relatively lower efficiency by comparing to the
domestic banks, especially in those developed countries (14, 15).
However, compared to domestic banks in some developed coun-
tries, there are still some foreign banks are able to operate more
efficiently (16). As the observed findings were ambiguous and
indecisive, thus, this is the motive that encourage us to conduct
this research study in order to determine the relationship between
the macroeconomic determinants and the bank’s profitability.

2.1.3. Measurement of Profitability

Return on assets (ROA) refers to the banks’ after tax profit over
the total assets, which means it is computed by dividing the net
income over the total assets. (17). It had been selected as a meas-
urement of the bank profitability by most of the previous research-
er. According to the (6, 9, 18) among others, the measurement that
they used to determine the dependent variable in their research
study is ROA. ROA is used to measures the profit earned per dol-
lar of assets and reflect how well the bank manage to use their real
investment resources to generate profits (19, 20). In addition,
ROA is depends on the bank’s policy decisions and the uncontrol-
lable factors that related to the economy and government regula-
tions (5). By comparing to ROE, ROA had taken into the consid-
eration about the risks which derived from the leverage and is the
key bank profitability ratio (21). However, ROA had a possible
disadvantages is that the existence of the off-balance-sheet asset,
which represent the important sources for all the banks, but are not
considered in the calculation (22).

2.2. Independent Variable
2.2.1. GDP

Annual real GDP growth rate, which also known as the economic
growth is referred to a measurement of the total economic activity,
which is adjusted for inflation (4). A rapid economic growth
would definitely had a significouldt increase the profitability for
most of the countries around the world (6). According to the pre-
vious research on the relationship between the economic growth
and the bank’s profitability, GDP is expected a positive impact on
the profitability of the bank because it is related to the supply and
demand of the bank’s deposits and loan (23, 24).

According to the research in Switzerland, (25) showed the results
that the GDP growth rate is one of the most important macroeco-
nomic determinants, which had a positive impacts on the bank’s
profitability. However, there is another research study found that
the bank’s profitability are not significant affect by the economic
growth (26). Similarly, Petria, et al. (27) state that the GDP
growth rate negatively affects the performance of banks. Contrari-
ly, (17, 28) found that the macroeconomic policies that promote
the stable output growth had affected the bank’s profitability. This
could be concluded that there is positive relationship between
GDP and the bank’s profitability.

Moreover, the results showed in the research illustrate that the
economic growth had no impact on the bank’s interest margin and
profitability (19, 29). Thus, the conclusion of these studies were
there were no any relationship between economic growth and
bank’s profitability. Another recent research from (30) found that
the GDP growth rate had a negative impacts on the profitability of
Nigerian banks. (9) on the other hand did an analysis and conclude
that the economic growth are statistically significant on the profit-
ability of commercial bank in Nigeria. Additionally, the research
from (6) had developed the hypothesis of the external factors of
banks had a positive impact on the profitability. This provides the
evidence that the hypothesis is accepted and GDP growth rate had
a positive impact on the profitability of the bank’s in Pakistan.
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Furthermore, (21) found that the European bank’s profitability are
not significant affected by the real GDP per capita fluctuations,
which the study had conducted to investigate the South Eastern
European area over the year 1998 to the year 2002. As the matter
of fact, the economic growth had multiple impacts among which
are the increase in bank activity. Thus, the increase in customer
deposits and the amount of loan granted would had a positive
impact on the bank profitability (31). In addition, (32) found that
the real GDP growth that use in this study had a positive impact
on the European bank’s performance. (18) had identified the mac-
roeconomic factors of Chinese banking sector profitability and
they found that there are linear relationship between the economic
growth and the profitability of the banks in China.

2.2.1.1. Personal Consumption Expenditures (C)

The private consumption or consumer spending of a nation's
economy is known as Personal Consumption Expenditures (C)
(33). It is normally being grouped into three categories, which are
long-lasting goods, non-durable goods, and services.

In the research study of Bhattacharya et al (34), they found that
there are no significant effect between the consumption of energy
and economic growth. However, when they revise their study,
they detected that energy consumption are negatively impact the
economic growth. Follow by the study of (35), they conclude that
there is a positive relationship between energy consumption
growth and the economic growth in the Philippines, but there is an
inverse relationship found in the research study base in the Repub-
lic of Korea. Moreover, a two way causality between the growth
of energy consumption and GDP growth were observed by (36),
while (37) had found the impact of economic growth to the con-
sumption of energy.

Overall, the previous research are very limited in study about the
relationship between personal consumption and economic growth.
The consumption of energy is also one of the categories of the
personal consumption expenditures and the review of the previous
research had shown a conflict result. Therefore, the future re-
searcher may need to conduct more research about the relationship
between consumption and economic growth as it is also a deter-
minants of the GDP growth in a country.

2.2.1.2. Gross Private Investment (1)

Gross private investment is generally divided into two types,
which are fixed investment and foreign direct investment. Accord-
ing to the economics experts, private investment are playing an
important role in the long term stabilization, development and
growth in developing countries (Borensztein, Gregorio & Lee,
1998). There is a huge literature showing the positive impact For-
eign direct investment (FDI) may had on economic growth
(Hermes & Lensink, 2003).

The study of (38) had analysed the impact of FDI on the economic
growth in South Asian economies and he found a positive rela-
tionship between domestic investment, FDI, and GDP. The study
could be concluded that the increase in FDI in South Asian coun-
tries mainly affected by low ownership restrictions and indeed he
found that FDI contribution had foster the economic growth.
However, (39) analysed the effect of FDI on economic growth in
the case of Pakistan and she found a negative and insignificant
relationship between GDP and FDI in Pakistan. This could be
conclude that the lack of infrastructure and human resources in a
country might reduce the FDI inflow and thus slow down the eco-
nomic growth.

Similarly, (40) showed the results of negative correlation between
FDI and domestic capital stocks (investment) in short run while in
long run it became positive. Therefore, he conclude that the differ-
ent duration of time period would yield different results of re-
search. Moreover, (41) suggested that it is GDP that caused FDI in
the case of Chile and not vice versa, while there were a strong

evidence of a bi-directional causality between FDI and GDP for
both Malaysia and Thailand.

Overall, the effect of FDI not only affect the level of output per
capita but also affect economic growth rate. The previous research
study had posed a various hypotheses to explain why FDI would
potentially foster the growth rate of per capita income in the host
country and affect the economic growth (Bengoa & Sanchez-
Robles, 2003).

2.2.1.3. Government Expenditures (G)

Government expenditures refers to the government spending on
items that are "consumed" in the current period (42). The effect of
government spending on the economic growth had been empirical-
ly studied and the conflicting results. Some of the studies found a
negative relationship between government expenditures and eco-
nomic growth, which supports the hypothesis that an increase in
the government expenditure would slow down the economic
growth. However, there are some of the studies found a positive
relationship between government expenditure and economic
growth, which support the hypothesis that rising government ex-
penditure would foster the rising in economic growth. Moreover,
there are still a few of the studies found no significant relationship
between government expenditure and economic growth.

In the factual study by (43) found that the results showed a strong
and persistent negative relationship between the types of govern-
ment expenditures and the economic growth rate in the long run.
He concludes that the rising in government expenditure is associ-
ated with a decline in economic growth. On the contrarily, (44)
found a positive correlation between the government size and
economic growth. This provides the evidence that the government
expenditure would improve the private investment environment
and thus lead to a higher economic growth. (45) had measured the
impact of the growth rate of the government’s share of consump-
tion spending in GDP. They found that the type of government
expenditure and the long-run economic growth has no any statisti-
cally significant relationship.

Overall, the studies conducted before attempt to determine the
connection between the government expenditure and economic
growth or between one or more of the types of government ex-
penditure and economic growth had shown different results. The
result showed is all depend on the model that used to study as well
as the data used in the study. In addition, the different areas or
countries that selected for studies would also be one of the main
reasons that make the results differently.

2.2.1.4. Net Exports (X-M)

Net exports refers to a nations imports (M) minus exports (X).
Imports are the goods and services produced outside the country
and the residents purchased it, while exports are the goods and
services produced domestically and sold to the foreigners (46). A
fundamental issue for empirical research in international econom-
ics to what extent the export sector influences the growth of the
economy as a whole (47).

According to (48), the results show a positive relationship between
the exports and economic growth by using the Japanese data. This
evidence supports the exports are playing the important role in
foster the economic growth in Japan. Follow by the study from
(49), which had found the evidence that the export-led growth
hypothesis is supported and exports rising the demand of foreign
exchange in order to purchased imports, which provides the fur-
ther beneficial effects on economic growth. However, the study
from (50) found that there are 65 out of 126 countries are support-
ed the export-led growth hypothesis and the rest of the country
found no significant relationship between exports and economic
growth.

Overall, the research conducted to investigate the linkage between
the net exports and economic growth or between the two types of
exports and economic growth had yields the similar results, which
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are the positive relationship between the net exports and economic
growth. Although the countries selected for studies and the meth-
od developed by previous researcher to conduct the research might
be different, but base on the results showed it seems to be con-
sistent for the exports as an important variable to foster economic
growth.

2.3. Inflation Rate

Inflation rate refer as a rise in the general price level in the goods
and services (19). The importance of determining the impact of
the inflation on the performance of the banks, it is mainly due to
the influence of inflation on the sources and uses of banks’ finan-
cial resources (6). In the real world situation, inflation would defi-
nitely affect the companies’ pricing behaviour, which the compa-
nies may believe that they could increase the prices of their goods
and services without suffering the drop of the demand from their
customers if they expect there would be a higher inflation in the
future (51).

Moreover, (23) investigate the determinants that affected return on
assets ratio by including the date from 80 countries for the time
period of 1988-1995. They concluded the result that the inflation
rate had affected the return on assets positively among the coun-
tries that selected for the research purpose. On the contrary, the
research conducted by (52) determines the relationship between
the macroeconomic factors and the return on assets ratio and re-
turn on equity ratio for a sample of Turkish banks for the time
period of 2002-2007 by using the monthly data. They found the
results that the profitability of the Turkish banks seems to had
increased along with the decline of inflation rate, which means
that it showed an inverse relationship between these two variables.
Although the studies of (53) in Hong Kong and (54) in Malaysia
had shown the positive relationship between the inflation rate and
the bank’s profitability, the study of (55), nevertheless, found a
negative correlation between the inflation variable and banks’
profitability, which show that the high inflation rate leads to re-
duce the bank profitability.

2.3.1. Monetary Supply Growth

Some of the researcher only investigate the relationship between
money supply and economic growth without considering the im-
pacts towards the inflation rate (56, 57). A comprehensive study
about the relationship among money supply, economic growth,
and inflation in Singapore, Malaysia and Indonesia were done by
Masnan, Shaari, and Hussain (2013). They indicates that by simp-
ly looking at the effect of one of them is not sufficient government
policy makers to formulate a policy for the adjustment of the infla-
tion rate. They had found that is a direction relationship exists
from money supply to inflation rate in Malaysia and Singapore.
Thus, they summarize that the government should consider to
control the money supply to influence economic growth because
an increase in money supply could cause the rise in inflation in-
stead of economic growth in Malaysia and Singapore.

2.3.2. Exchange Rate Movement

According to (58), since Saudi Arabia’s oil policy could influence
world oil prices and mostly depends on the imports of goods to
meet domestic needs, a rise in world inflation would be transmit-
ted to the Saudi economy through imported goods. This provides
the evidence that the exchange rate movement would either in-
crease or decrease the imported goods and then affects the infla-
tion rate. Another research done by (59) found that the Purchasing
Power Theory which illustrate the changes in the exchange rates in
terms of differentials in inflation between countries, the inflation
rate of the dominant country more likely to influence the inflation
rate of smaller countries.

Moreover, (60) conduct a research base in Kenya and he observed
that there is a positive relationship between exchange rate move-

ment and the rate of inflation. Furthermore, a continuation of his
study in the year of 1997 had developed an empirically error cor-
rection model, and found that the exchange rate had a long run
effects on the inflation rate. Follow by the study of (61) that show
the results of the exchange rate movements had explains the infla-
tionary trend in most of the countries that studies. In addition, (62)
in his research found that the expected inflation rate and relative
price are positively correlated with Egypt's expected exchange rate.
This could be conclude that the exchange rate movements would
positively impacts the inflation rate.

Overall, all of the previous researcher showed a consistent results
that indicates a positive relationship between inflation rates and
exchange rate movements (58-62). A stable inflation rate must be
desired by all of the countries and thus, the countries policy maker
may need to formulate an appropriate exchange rate policy in
order to maintain and adjust base on the inflation rate.

2.4. Real Interest Rate

Real interest rates is the differences between nominal interest rates
and inflation (63). It is calculated by Fisher equation that we
would discuss in the theoretical review part. Interest rate had an
important role for any business to make profit and it is directly
influences the bank’s capital. According to Ali (2015), banks
normally attract the capital by offering a higher interest rate to the
current, savings and term deposit account. Therefore, when there
is an increase in interest rate, savings would be more attractive
than investments because the banks tends to pay more on saving
accounts.

Follow by the study of Kasri and Kassim (2009) argued that, most
of the banks would take some time in shaping up their interest rate
on accounts and loans in order to maintain a balance between both
of it and maximized profit. However, by focusing on increase in
the interest rates, it would discourages the borrowings which re-
sults a high monthly payments incurred towards the depositors
while the default on loan increases, which directly affect bank’s
profitability. Therefore, the higher the interest rate, the higher the
bank’s profitability through increase in the capital and lesser the
borrowings. Moreover, (64) had examined the causal relationship
between the conventional and Islamic banks in Malaysia. They
concludes the results that consideration over interest rate is an
important factor for Islamic banks before they adjust their return
on deposits because it would directly affect the bank’s profitability.
In addition, determining the performance of the banks operating in
thirteen EU banking markets. The result of the research show that
the level of interest rate had a positive effect to the bank’s profita-
bility. (65) investigated the relationship between the Islamic bank
financing and the macroeconomic variables in Malaysia. The re-
sult of the study show that Islamic bank financing is positively
affected by the interest rate. They had also make the recommenda-
tion about that Malaysian Islamic banks may provide some prod-
ucts that are based on profit and loss sharing in order to increase
the bank’s profitability. In addition, to examine the growth of
profitability for European banks between the year 2000 and the
year2009. This study conclude that interest had a positive relation-
ship with ROA and ROE of the European banking schemes, which
means that the interest rate had a positive impact on the bank’s
profitability.

2.5. Theory of Production - Bank Profitability

According to (66), the process of production is a combination of
factor inputs that required to produce every unit of output. The
process of production shows the relationship between the factor
inputs and the factor output (66), which means that a merchandise
may be produced by various factors of production. As applied to
this research study, the production theory holds the bank profita-
bility as the factor outputs that would be affected by the macroe-
conomic determinants, which is the factor input. Therefore, there
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is a functional relationship between the bank profitability and the
macroeconomic determinants (Kiganda, 2014).

2.6. Classical Growth Theory - GDP Growth Rate

The Classical growth theory argues that the economic growth
would be ended because of the increasing of population and the
limited resources. Classical theorists believed that the temporary
increase in real GDP per person would cause the explosion of
population, and thus reduce the real GDP as well. Adam Smith
laid the foundation for Classical growth model that posited a sup-
ply-side driven model of growth. He viewed savings as the basis
of investment and then growth. Therefore, in his point of view,
how fast a nation can group can be seen from the income distribu-
tion of the nation.

Moreover, other economists developed an idea of a subsistence
level to model this theory and it somehow sort like an equilibrium
level that real GDP would always revert to the subsistence level.
They believed that if real GDP raise upon this subsistence level of
income, then it would cause the population to increase, and thus it
would bring the real GDP back to the lower subsistence level.
However, if the real GDP drop below this subsistence level of
income, then it would cause the population to decrease, and thus
real income would rise back to the subsistence level.

2.7. Classical Theory of Inflation - Inflation Rate

The classical theory of inflation holds the continuous increase in
the price inflation that excessive growth in the quantity of money
existence (67). Thus, it is also known as the Quantity Theory of
Money, although it is not a theory of money but a theory of infla-
tion (Ireland, 2014). The quantity theory of money describe the
relationship between inflation and economic growth by summing
the total amount of economy spending and total amount of money
available in the market (Fountas, 2001).

(67) states that inflation is a monetary phenomenon that always
and exist everywhere. He argued and challenged the concept of
the Phillips Curve based on the premise of an economy where the
cost of everything were doubles (68). In a simple words, individu-
als had to pay double for the price of goods and services, but they
do not mind it just because their wages are also double. Therefore,
employment and output is not affected and the economists call this
concept as the neutrality of money (Ireland, 2014).

2.8. Fisher’s Effect - Real interest Rate

Irving Fisher introduce The Theory of Interest (1930) that cause
the Fisher effect to become widely recognized and presented as a
typical fact to the public. Fisher Effect is define as “The one for
one relation between the inflation rate and nominal interest rate”
(69), which means that for any 1 percent increase in the inflation
rate would definitely causes the nominal interest rate to increase
by 1 percent. The Fisher effect holds that the real interest rate
equals to the expected inflation rate subtract from the nominal
interest . Thus, the real interest rates would fall if the inflation
rate were increases, unless the nominal rates were increase at the
same as inflation rate. This is called as the Fisher equation, which
it were playing an important role in the current finance and eco-
nomics studies.

3. Methodology

In short, research framework is discuss about the interrelationships
among the variables that are need to be conducted in this research
study.

| GDP GROWTH RATE (GDP) L

5
| INFLATION RATE (INF) I—a

| INTEREST RATE (IR) r

BANK PROFITABILITY
(ROA & ROE)

Fig. 3.1: Research Framework
The Variables Description

Table 3.1: Summary and Description of the Variables (Source: (4, 5).

Symbol Variables Proxy Expected rela-
tion (+/-)

Dependent Variables

ROA Return  on | Net Profit / Total NA
Assets Assets

ROE Return  on | Net Profit / Common NA
Equity Stock Equity

Independent Variables

GDP Economic GDP Growth rate +/-
Growth (annual %)

INF Inflation Inflation, Consumer +/-
rate Price (annual %)

IR Interest rate | Real interest rate (%) +/-

3.1. Hypothesis Development
3.1.1. Annual GDP Growth Rate

According to the research in Switzerland, (25) found the results
that the GDP growth variable is the most important macroeconom-
ic determinants, which had a positive impacts on the bank’s prof-
itability. However, there is another research study found that the
bank’s profitability are not significant affected by the economic
growth (26). Therefore, after integrated the finding of several
previous researcher, the hypothesis is form as below:

Ho: There is no significant relationship between annual GDP
growth rate and bank’s profitability.

H,: There is a significant relationship between annual GDP
growth rate and bank’s profitability.

3.1.2. Annual Inflation Rate

According to (29), they had investigated the impact of bank char-
acteristics as well as macroeconomic variables on the performance
of the Macau Banking Industry that included 15 years data and the
result concluded regard to macroeconomic variables, inflation rate
are important as it posed a positive relation to the bank’s profita-
bility in Macau. On the contrary, the research conducted by (52)
determines the relationship between the macroeconomic factors
and the return on assets ratio and return on equity ratio for a sam-
ple of Turkish banks for the time period of 2002-2007 by using
the monthly data. They found the results that the profitability of
the Turkish banks seems to had increased along with the decline
of inflation rate, which means that it showed an inverse relation-
ship between these two variables. Therefore, after integrated the
finding of several previous researcher, the hypothesis is form as
below:

Ho: There is no significant relationship between annual inflation
rate and bank’s profitability.

Hy: There is a significant relationship between annual inflation
rate and bank’s profitability.

3.1.3. Real Interest Rate

According to the research in thirteen EU banking markets, (70)
determine the factors affect the performance of the banks and the
result of the research show that the level of interest rate had a
positive effect to the bank’s profitability. In addition, it is investi-
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gate the bank specific and macroeconomic factors of the bank’s
profitability in Turkey over the time period from the year 2002 to
2010 and they also found that interest rate is the only factors that
affect the performance of bank positively among the macroeco-
nomic factors. Therefore, after integrated the finding of several
previous researcher, the hypothesis is form as below:

Ho: There is no significant relationship between real interest
rate and bank’s profitability.

Hi: There is a significant relationship between real interest rate
and bank’s profitability.

This research study is mainly determine the relationship between
macroeconomic determinants and foreign bank’s profitability. The
secondary analysis mainly focused on the existing data collected
from the bank’s official website and World Bank Group and nar-
row down the research direction in order to relate to the research
interest. Sampling size is refers to the number of observations that
studied in a sample. In this research study, ten foreign banks in
Malaysia are randomly selected from the year 2006 to 2015,
which had a total sample size of 100.

The objective of this research study is to determine the relation-
ship between macroeconomic determinants and foreign bank’s
profitability in Malaysia. Thus, the target population of this re-
search study is set to be the foreign banks in Malaysia. Malaysia
had a population of 27 commercial banks, which there are 8 local
banks among them and the remaining are the foreign banks. Thus,
ten foreign banks were randomly chosen as a sample in order to
conduct this research study. The following

This research study investigated the relationship between profita-
bility of foreign banks and macroeconomic determinants in Ma-
laysia for the period of year 2006 to year 2015. The financial
statements were retrieved from each of the bank’s official website
and the data of the macroeconomic determinants are retrieve from
the World Bank Group.

In order to conduct a quantitative research, secondary data is being
used in order to obtain a necessary information. According to (71),
secondary data is refers to the information that could be obtained
from the research articles, books, and journals. In this research
study, the data that had been used were obtained from the annual
report of the selected foreign banks in Malaysia and also from the
World Bank Group. All of the annual reports were downloaded
from each of the bank’s official website and the data were extract-
ed and computed from the income statement, balance sheet, state-
ment of changes in equity and also notes to account. However,
with regard to the macroeconomic variables, the data of annual
GDP growth rate, annual inflation rate and real interest rate would
be obtained from the statistic that officially published by the
World Bank Group. The time frame for this research study and the
data collected were 10 years’ time, which from the year 2006 to
the year 2015. In addition, the journals and article that use as the
references and literature review are gathered and obtained from
the Google Scholar and also Siti Hadmah Digital Library Database,
where there are several links are given by Multimedia University
to ease the student to search the related journal and books.

4. Findings

Descriptive statistics analysis of all data variables for ranges from
2006 to 2015. Mean is the average of all the variables which are
included in this study for given set of data and it is calculated as
the total of all observations divided by the number of observations.
It is often read and analyze together with the standard deviation,
where mean describes the data central location, and the standard
deviation describe the spread. The greater the standard deviation,
the greater the spread of the range of values within the sample.

The mean and median for the ROA are 0.0103655 and 0.0115515
respectively for the Malaysia’s foreign banks for the study period
undertaken. Minimum value is -0.00540 and 0.02407 is the maxi-
mum value in the data set. The data set had the standard deviation
of 0.00497952 which is the lowest among all the variables. A low

standard deviation shows that the data of ROA are closely around
the mean, which means that the data is more reliable.

On the other hand, GDP shows both the highest mean and median
value among all the variables, which equal to 4.92300 and
5.38400 respectively. Minimum value is -2.526 and 9.428 is the
maximum value in the data set. The standard deviation of GDP is
2.925127, which is the second higher among all the variables. A
high standard deviation shows that the data of GDP is widely
spread, which means that the data is less reliable. This is due to
the fact that the GDP had a  significant movement from the year
2006 until 2015 in Malaysia.

Followed by the inflation rate, the values of mean and median is
equal to 2.55770 and 2.10450 respectively. 5.441 is the maximum
value in the show in the above table and 0.583is the minimum
value in the study period undertaken. Standard deviation had
shown a value equal to 1.283111, which is about double the value
of mean, which indicates that the data set of inflation rate is highly
dispersed from mean. This is due to the fact that the inflation rate
had a significant movement throughout the study period in Malay-
sia.

The mean and median for real interest rate are 2.44300 and
3.07900 respectively for the year 2006 until year 2015 in Malaysia.
Real interest rate show a minimum value equal to -5.289 and
10.633 is maximum value. The minimum value of real interest rate
is the lowest and the maximum value of real interest rate is the
highest among all the variables. The data set of real interest rate
had shown standard deviation of 4.218395, which is also the high-
est among all the variables. A high standard deviation shows that
the data of real interest rate is widely spread, and it is due to the
fact that the real interest rate had a significant movement from the
year 2006 until 2015 in Malaysia.

4.1. Pearson Correlation Coefficient

Pearson correlation coefficient is a test that commonly used by the
researcher to determine the degree of the relationship between the
variables used (72). For this research study, aims to determine the
correlation between the dependent variable, Return on Assets and
three independent variables, which are GDP growth rate (GDP),
Inflation rate (INF) and Real interest rate (IR) by apply the Pear-
son correlation coefficient.

It proposed that the rules of thumb about correlation are deter-
mined by the strength of the associate which is the significant
level. The Pearson correlation coefficient is denoted as r value. If
the r value is exactly 1, which means there is a perfect positive
linear relationship, however a -1 r value show a perfect negative
linear relationship. On the other hand, for the r value of 0.70 show
a strong and positive linear relationship, but the -0.70 show a
strong and negative linear relationship. Same goes to 0.50 and
0.30 of r value shows a moderate and weak positive linear rela-
tionship, while -0.50 and -0.30 of r value shows a moderate and
weak negative linear relationship. Follow by the r value of 0
shows that there is no linear relationship of both variables.

The GDP is significant at 0.646 with a correlation coefficient of -
0.046, which means there is a weak correlation between GDP and
ROA as the value of r fall on the weak correlation range. Since the
value of r is negative, Pearson correlation coefficient shows that
GDP had a negative correlation with ROA. GDP is also significant
at 0.646

The Inflation rate is significant at 0.001 with a correlation coeffi-
cient of 0.324, which means there is a moderate correlation be-
tween Inflation rate and ROA as the value of r fall on the moder-
ate correlation range. Since the value of r is positive, Pearson cor-
relation coefficient shows that Inflation rate had a positive correla-
tion with ROA.

According to the real interest rate is significant at 0.032 with a
correlation coefficient of -0.215, which means there is a weak
correlation between Real interest rate and ROA as the value of r
fall on the little correlation range. Since the value of r is negative,
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Pearson correlation coefficient shows that real interest rate had a
negative correlation with ROA.

4.2. Sargan Test

The Sargan test is use to test the validity of the instrumental varia-
bles that use in the research study. It is also a test that use to de-
termine the over identifying restrictions for the Generalized Meth-
od of Moments Estimators.

The result of Sargan test for this research study. The value of
0.9999999581459032 is approximate 1.0, which show that every
variables use in this research study are very strong and valid in-
strument variables.

4.3. Panel Generalized Method of Moments (GMM)

Table 3: Panel Generalized Method of Moments (GMM) Statistics

Variable Coefficient| Std. Error| t-Statistic Prob.
ROA(-1) -0.134427 0.064137| -2.095933 0.0394
GDP 0.004599 0.001866 2.465433 0.0159
IR 0.000198 5.19E-05 3.818264 0.0003
INF 0.001084 9.92E-05 10.93605 0.0000
Effects Specification
(Cross-section fixed (first differences)
Mean dependent
var -0.000398| S.D. dependent var 0.017340
S.E. of regression 0.016563] Sum squared resid 0.020848
J-statistic 8.942275| Instrument rank 10
Prob(J-statistic) 0.176851]

The model of the study is stated as below:

Rﬂﬂfr = ﬁ[}+ ﬁlGDP:‘r + ﬁZIHFIEL‘ +ﬁ3RIfL‘ + +ﬂr+u[-r
(Where £ = constant; f, _5 = coefficient of independent varia-
bles)

Based on the GMM result, the model is developed as below:

4.6. Real Interest Rate

Ho: There is no significant relationship between real interest rate
and bank’s profitability.

Hy:  There is a significant relationship between real interest
rate and bank’s profitability.

Since p value = 0.000 < 0.05, reject H, and conclude that there is
a significant relationship between real interest rate and return on
assets. Moreover, the positive p value implies the positive rela-
tionship between real interest rate and bank’s profitability, which
means the increase in real interest rate generally been associated
with greater profitability generated by the bank. This empirical
findings provided support to the previous studies conducted by (65,
73-77).

5. Conclusion

The purpose of this research study is to determine the macroeco-
nomic determinants that would impact the foreign bank’s profita-
bility in Malaysia. There are 10 out of 19 foreign banks in Malay-
sia that had been selected for this research study from 2006 to
2015. All of the independent variables includes GDP, Inflation
rate, and real interest rate is determine to be positive and signifi-
cant to the dependent variables, which is bank’s profitability
(ROA). Throughout this chapter, the findings of this research
study is found to be fulfilled the research objectives that we had
proposed in the earlier part. Furthermore, there are also some of
the limitations that could affect the result of this research study,
which included the limitation of the research time period, the limi-
tation of independent variables and the time constraints. The rec-
ommendation for the future researcher also provided in this re-
search study, which include lengthened the period of study, in-
crease the span of study and also include other important inde-
pendent variables which may improve the completeness of this
research topic.

ROA; = —0.134427 + 0.004599GDP;, + 0.000198INF;, + 0.0001084 RI;;

4.4 GDP

Ho: There is no significant relationship between GDP and bank’s
profitability.

Hi: Thereis a significant relationship between GDP and bank’s
profitability.

Since p value = 0.0159 < 0.05, reject H, and conclude that there is
a significant relationship between GDP and return on assets.
Moreover, the positive p value implies the positive relationship
between GDP growth and bank’s profitability, which means the
greater the GDP growth generally been associated with greater
profitability generated by the bank. This empirical findings pro-
vided support to the previous studies conducted by (6, 9, 17, 18,
23-25, 28, 31, 32).

4.5, Inflation Rate

Ho: There is no significant relationship between inflation rate
and bank’s profitability.

Hi: There is a significant relationship between inflation rate
and bank’s profitability.

Since p value = 0.0003 < 0.05, reject H, and conclude that there is
a significant relationship between inflation rate and return on as-
sets. Furthermore, the positive p value implies the positive rela-
tionship between inflation rate and bank’s profitability, which
means that the greater the inflation rate generally lead to a greater
profitability for the banks. This empirical findings provided sup-
port to the previous studies conducted by Athanasoglou, (9, 23, 29,
31, 53, 54, 70)
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