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Abstract 
The main purpose of this study is evaluating the impact of Inflation on profitability of Private 
Banks. The population was the state and private banks in Iran that Information and financial 
statements was available on their sites. Private Banks are Parsiyan, Pasargadae, Ektesad nowin, 
Saman, Sina, Tat, Qvamin, Karafarin, Toseeh ans Askariyeh financial institutions. Due to the 
limited number of banks will be census sampling method. The period of study is between fiscal 
years 2010 till 2013. In order to analyze the data resulted from collected questionnaires 
deductive and descriptive statistical methods are used, and to display some statistical data we 
used column diagram and in deductive level to test the hypothesis of the research and 
Generalized method of moments is used to estimate the model. The overall reliability of the 
model is used j-statistic and to test whether all the non-zero coefficients Waled Test is used. The 
analysis has performed with Eviews. Findings show that the P-value of ROA and Inflation has 
letter than the .05 so, we can say that the variables have Manayy and Inflation, Nim, Bsize, 
Liquidity, Taxation, Capitalization, Cost efficiency; Non traction; Concent and BSD have impact 
on profitability of banks. 
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Introduction  
The banking industry in general has experienced some profound changes in recent decades, as 
innovations in technology and the inexorable forces driving globalization continue to create both 
opportunities for growth and challenges for banking managers to remain profitable in this 
increasingly competitive environment. Most of the studies concerning bank profitability to date, 
including Short (1979), Bourke (1989), Molyneux and Thornton (1992), Demirguc-Kunt and 
Huizinga (2000) and Goddard, Molyneux, and Wilson (2004), have employed different linear 
models to estimate the impact of various factors that could be significant in terms of explaining 
profits (Scott and Arias ,2011 ). 
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Higher capital is often supposed to be costly for banks, implying that higher capital reduces 
profitability, but according to the “trade-off” theory it may also reduce a bank’s risk and hence 
the premium demanded to compensate investors for the costs of bankruptcy. According to 
conventional corporate finance theories a bank in equilibrium will desire to hold a privately 
optimal level of capital that just trades off costs and benefits, implying a zero relationship at the 
margin. However, capital requirements imposed by regulators, if they are binding, force banks to 
hold capital in excess of their private optimal and hence force banks above their internal optimal 
capital ratio impose costs on banks (Miller, 1995; Buser et al, 1981). Furthermore, since banks' 
optimal capital ratios are likely to vary over the cycle, typically rising when there are higher 
expected costs of distress, the relationship between capital and profitability is likely to be highly 
cyclical, becoming more positive during periods of distress as banks that increase their capital 
ratios provide reassurance to investors and improve their profitability. For example, the study of 
Berger (1995), to which our study is closely related, contrasts the positive relation between 
capital and profitability for the period 1983-89, a period of severe stress in the US banking 
system, with the negative relation found in 1990-92, when it is argued that banks may have 
exceeded their optimal capital ratios due to improved profitability and tighter regulatory capital 
ratios (Osborne, Fuertes, Alistair, 2012). 
Empirical research concerning the dynamics of company profitability is based on an account of 
the determinants of profit that is an alternative to the essentially static Structure-Conduct- 
Performance (SCP) paradigm; however, although the relevant micro theory identifies SCP 
relationships applicable when markets are in equilibrium, there is no certainty that a profit figure 
observed at any point in time represents an equilibrium value (Goddard, Phil, Wilson 2004). 
“Pareto’s Curve,” or the so-called 80/20 rule, holds that 80 percent of all business activity results 
from 20 percent of current customers; however several recent studies reveal that in the banking 
business, the ratio is even more extreme. One study found that 15 percent of a bank’s customer 
base is responsible for 85 percent of its profitability. In the small business banking industry, the 
ratio is even more pronounced with fewer than 10 percent of a bank’s relationships produce 90 
percent of its profits. In a typical retail portfolio, 20 percent of accounts contribute profits 
equaling 200 percent of the overall return, while up to half of the accounts generate losses 
(Cover, 1999). 
The reduction in capital formation negatively influences both long-run economic performance 
and equity market activity, where claims to capital ownership are traded (Huybens and Smith 
1999 and Boyd and Smith 1996). 
Existing models also emphasize that only when inflation exceeds certain “critical” rates do 
informational frictions necessarily play a substantial role. For example, in Azariadis and Smith 
(1996) or Boyd, Choi, and Smith (1997), when inflation is very low, credit market frictions may 
be “nonbinding,” so that inflation does not distort the flow of information or interfere with 
resource allocation and growth. However, once the rate of inflation exceeds some threshold 
level, credit market frictions become binding, and there is a discrete drop in financial sector 
performance as credit rationing intensifies. These models further predict the existence of a 
second threshold rate of inflation. Once inflation exceeds this threshold, perfect foresight 
dynamics are associated with endogenous oscillation in all variables, so that inflation is highly 
correlated with inflation variability and asset return volatility. 
In economics, inflation is a sustained increase in the general price level of goods and services in 
an economy over a period of time. When the price level rises, each unit of currency buys fewer 
goods and services. Consequently, inflation reflects a reduction in the purchasing power per unit 
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of money – a loss of real value in the medium of exchange and unit of account within the 
economy (Paul, 1973). 
nflation affects an economy in various ways, both positive and negative. Negative effects of 
inflation include an increase in the opportunity cost of holding money, uncertainty over future 
inflation which may discourage investment and savings, and if inflation were rapid enough, 
shortages of goods as consumers begin hoarding out of concern that prices will increase in the 
future. Positive effects include ensuring that central banks can adjust real interest rates (to 
mitigate recessions) (Mankiw, 2002). and encouraging investment in non-monetary capital 
projects. Economists generally believe that high rates of inflation and hyperinflation are caused 
by an excessive growth of the money supply (Barro and Grilli (1994). 
 

1- Methodology 
The population was the state and private banks in Iran that Information and financial statements 
was available on their sites. Private Banks are Parsiyan, Pasargadae, Ektesad nowin, Saman, 
Sina, Tat, Qvamin, Karafarin, Toseeh ans Askariyeh financial institutions. Due to the limited 
number of banks will be census sampling method. The period of study is between fiscal years 
2010 till 2013. 
In order to analyze the data resulted from collected questionnaires deductive and descriptive 
statistical methods are used, and to display some statistical data we used column diagram and in 
deductive level to test the hypothesis of the research and Generalized method of moments is used 
to estimate the model. The overall reliability of the model is used j-statistic and to test whether 
all the non-zero coefficients Waled Test is used. The analysis has performed with Eviews. 
Before the model, it is required the Manayy of variables to be studied. For this purpose we used 
LLC Test. 
Table 1: shows the Manayy of ROA and Inflation. 
 
Null Hypothesis: Unit root (common unit root process)   
Series:  ROA       
Sample: 2010 2013      
Exogenous variables: Individual effects    
Automatic selection of maximum lags     
Automatic lag length selection based on SIC: 0   
Newey-West automatic bandwidth selection and Bartlett kernel  
Total (balanced) observations: 39     
Cross-sections included: 13     
        
        Method   Statistic  Prob.**  
Levin, Lin & Chu t*    ROA  -16236.8   0.0000  
        
Levin, Lin & Chu t*   Inflation   7.72800   0.0000  
        
        ** Probabilities are computed assuming asympotic normality  
 
Findings show that the P-value of ROA and Inflation has letter than the .05 so, we can say that the variables 
have Manayy. 
 
Results  
Generalized method of moments is used to estimate the model. The overall reliability of the 
model is used j-statistic and to test whether all the non-zero coefficients Waled Test is used. 
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Dependent Variable: ROA   
Method: Panel GMM EGLS (Cross-section random effects) 
Date: 10/28/14   Time: 19:33   
Sample: 1388 1391   
Periods included: 4   
Cross-sections included: 10   
Total panel (balanced) observations: 40  
Cross-section SUR instrument weighting matrix  
Wallace and Hussain estimator of component variances 
Instrument specification: C INFLATION NIM BSIZE LIQUIDITY TAXATION 
        CAPITALIZATION COSTEFFICIENCY NONTRAACTI CONCENT BSD 
Constant added to instrument list  

     
     Variable Coefficient Std. Error t-Statistic Prob.   
     
     C 0.067953 0.000543 125.1852 0.0000 

INFLATION -0.066507 0.000242 -275.2749 0.0000 
NIM 0.133223 0.000100 1326.490 0.0000 

BSIZE 0.006522 2.83E-05 230.5569 0.0000 
LIQUIDITY -0.056718 0.000202 -281.3951 0.0000 
TAXATION 0.008371 0.000235 35.54977 0.0000 

CAPITALIZATION -0.033124 0.000202 -164.0460 0.0000 
COSTEFFICIENCY 0.273356 0.002951 92.64377 0.0000 

NONTRAACTI -0.001416 7.78E-06 -181.9475 0.0000 
CONCENT -0.114153 0.000727 -157.0142 0.0000 

BSD 25.16775 0.160200 157.1021 0.0000 
     
      Effects Specification   
   S.D.   Rho   
     
     Cross-section random 0.013902 0.7910 

Idiosyncratic random 0.007147 0.2090 
     
      Weighted Statistics   
     
     R-squared 0.771317     Mean dependent var 0.005670 

Adjusted R-squared 0.692461     S.D. dependent var 0.014302 
S.E. of regression 0.007931     Sum squared resid 0.001824 
Durbin-Watson stat 2.393506     J-statistic 3.300020 
Instrument rank 11    

     
      Unweighted Statistics   
     
     R-squared 0.414241     Mean dependent var 0.022776 

Sum squared resid 0.006881     Durbin-Watson stat 1.862158 
     
      

Conclusion  
The results of Unweighted Statistics this model R-squared is equal to 0.414 which shows that 
between Inflation and profitability of banks, there is a strong correlation. Also the amount of 
determined coefficient is equal to 0.000 which shows that independent variable of Inflation is 
able to determine and explain the 41.4 percent of changes of dependent variable of profitability 
of banks. The Durbin-Watson test is 1.86 and is between 1.5 and 2.5. 
The results of Weighted Statistics this model R-squared is equal to 0.771 which shows that 
between Inflation and profitability of banks, there is a strong correlation. Also the amount of 
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determined coefficient is equal to 0.000 which shows that independent variable of Inflation is 
able to determine and explain the 77.1 percent of changes of dependent variable of profitability 
of banks. The Durbin-Watson test is 2.39 and is between 1.5 and 2.5.and J-statistic 3.300020.  
Findings show that Inflation, Nim, Bsize, Liquidity, Taxation, Capitalization, Cost efficiency, 
Non traction, Concent and BSD have impact on  profitability of banks. 
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