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ABSTRACT 

Dctcrminants of Banks Profitabi lity: An Empirical Study on Ethiopian Private 

Co mmercia l Banks 

Habtalllll Neguss ie 

Addis Ababa University, 20 12 

7'l,e pnrpose of this stndy is to investigate determinants of private commercial banks 

profitability in Ethiopia by using panel data of seven private commercial banks from year 

2002 to 2011. The study IIsed quantitative research approach and secondcllY financial 

data are analyzed by using multiple linear regressions models for the three bank 

profitability measures; Relllrn on Asset (ROA), Return on Equity (ROE). and Nel 1nrerest 

Margin (N/M) . Fixed effect regression model was applied 10 investigare the impact of 

capital adequacy. asset quality. managerial efficiency, liquidly. bank size, and real CD? 

growth rate on major bank profitability measures i.e .. (ROA), (ROE). and (N1M) 

separately. Beside this the study used primary data analysis 10 solicit mangers perceplion 

IU II'ards Ihe de terminants of private commercial banks profitability. The empirical 

re.l" ult.l" .1"//0 11'.1" that bank specific factors; capital adequacy, managerial efficiency. bank 

.l"i:e "lid macro-ecollomic factors; level of CDP, and regulation have a strong influence 

lill r/,e profilaiJility of private commercial banks in Ethiopia. ThIlS, management bodies of 

I)rivate commercial bank should strive to strengthen the identified sigllificanr factors and 

gOl'el'Jlmel1t bodies shollid also see tile adverse effect of tight polices imposed on Ihe 

existing private banks as well asfor the new entrants. 

Key words: profitab ility, commerc ial banks 
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CHAPTER ONE 

I. INTRODUCTION 

1.1. Background of the study 

Banks profitabil ity is given due attention after the great economic depressio n is 

experienced in the United States of America in 1940s. Due to United State sub-prime 

mortgage cris is that happened recent ly in 2007-2009, the banking secto rs of many 

countries suffer huge losses, especially Un ited State of America and European Unio n 

countries. The poor performance of the banking industry has slowed down the United 

State of America economy and also the growth of global economy until current 

per iod. In Asia, a lthough the losses in banking sectors are not as serious as U.S. , it is 

also hurting the economy. l ft he banking industry does not perform well , the e ffect to 

the econo my could be huge and broad. Because, banks are the critical part of fin ancial 

system. pby a pi vota l role in contributing to a co untr/s economic deve lopment 

(Rasidah and Mohd 2011). 

The rece nt global financial crisis of 2007-2009 also demonstrated the significance o f 

bank profitabi li ty both in national and internat ional economies and the need to keep it 

under surve illance at a ll times. However. there is general agreement that bank 

pro fitabilit y is a function of interna l and externa l factors. The internal determinant s 

refers to the factors originate fi'om bank accounts (balance sheets and/or pro fit and 

loss accounts) and therefore cou ld be termed micro or bank specific determinants of 

profitability (Tobias and Themba 20 11 ). 

The externa l determinants are var iab les that are not related to bank management but 

reflect the economic and lega l environment that affects the operat ion and profitability 
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of banks. Athanasog lou el al. (2006) stated that the importance of ba nks IS more 

pro no unced 111 deve loping countries because fin anc ia l markets are usua lly 

underd eve loped , and ba nks are typica ll y the o nl y major so urce of fi nance for the 

majo rity of firm s and are usually the mai n depos itory o f econo mic sav ings. T hus. this 

study focused on the determin ants profitability of pri vate commerc ia l ban ks in 

Ethiop ia. 

1.2 . Statement of the problem 

T he empirical evidence suggests that banks have hig her pro fit s and marg ll1 s 111 

underdeve loped financia l systems. As il and Harry (2000) stated that once we cont ro l 

for the leve l of financ ia l development, and financ ia l structure i.e. the re lat ive 

deve lop ment of banks versus markets, does not have an independent effect on bank 

pro fitabilit y o r marg ins. In deve loped fin anc ial systems. bank pro fit s a nd marg ins are 

indeed not statistica ll y differe nt across bank-based syste ms a nd market-based 

syste ms. G reater bank de ve lopment lo wers bank pro fit s and marg ins. Underd eveloped 

ba nk ing ma rkets tend to be rife w ith reso urce-cost ly. Ineffic ie ncies a nd less-than­

co mpetit ive pric in g behav ior, as a lso suggested by the ir re lati ve ly high profita bility 

and net interest marg ins. Thus, greater bank deve lopment brin gs abo ut to ugher 

competit ion, higher effic iency and lower profits. 

Co mme rc ia l banks are the most dominant financ ia l in stitutio ns in Ethiopia. T he 

pr ivate sectors invo lve ment started after Monetary and Banking proc lamat io n 

No.8311 994 . T he access cap ita l ba nking sector rev iew fo r the 20 10 fi sca l year shows: 

the Ethio pian pri vate co mmerc ial bank in g indu st ry enjoyed hi gh growth. hig h pro fits. 

and hi gh d ivide nds. Eve n in the midst ofa cha lle ng ing env ironment, a ll key areas of 
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banking operat ions; collect ing depos its, prov id ing loans, and foreign exc hange 

dea ling; showed growt h of more than 20 percent . Profit s were up 45 perce nt and 

shareho ld ers (at banks open for more than a year) received an average retu rn of 27 

percent o n the ir in vest ments. Overa ll depos its collected by private banks rose by mo re 

than Birr 8 billion in a s ing le year, rro m Birr 29 .9 bill ion in June 2009 to 38.3 billio n 

in June 20 I O. This represents a growth rate o f 28 percent, which is not mu ch lower 

than the ave rage an nua l deposit growth see n in the past five years (3 J perce nt). 

The afo reme ntioned facts g ives a clue to the Eth iopian private co mmercial banks 

growth in profits is due to underdeve loped nature of the sector. There fore, this growth 

may not continue whe n the finance sector beco me high ly deve lo ped and the 

co mpetit ion beco me tough, so invest igation of the key determina nts factors that 

influence the profitab il ity of banks is vital. Accordi ng to the access cap ita l review of 

20 I 0 co mmerc ia l banks wi ll su rely be c ha llenged by the entry of six new banks 

(A b"y, Enat, Hawassa, Debub G lo bal, Noah, Za m-Za m) , But no ne o f these 

develo pme nts rep rese nt s a ser io us blow to the prospects of the ex isting pri vate banks 

in the ir view. Indeed , g iven sti ll huge and still large ly unmet financia l intermediat ion 

needs in Ethiopia . T here fore, investigation of the major determ in a nt s of banks 

profitabi lity is essentia l for the new entrants and for the ex isting banks. 

The ma in purpose of this stud y was to analyze the fi nanc ia l data of Ethiopia n private 

commerc ia l banks fo r the fi sca l year from 2002 to 20 J I in order to in vestigate the 

determina nts of ba nk pro fi tab ility. In addition, to exami ne the re lationship among 

measures such as capita l adeq uacy, asset qu a lity, ma nager ia l effic ie ncy, liquidity, 

bank s ize, leve l of GD P and to disc uss the ir impact o n banks pro fitabi lit y which 

measured by Return o n Asset (ROA), Return on Eq u ity (ROE) , and et Interest 
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Marg in (N IM). Bes ide thi s, pri vate commerc ial bank managers are so lic ited to rank 

the determin ants o f pro fitabili ty of pr ivate banks. Regress io n analys is was used to 

quantitative ly examine the determ inants o f profitabi li ty of pri vate co mmerc ia l ban ks 

in Ethiopia. 

1.3. Objectives of the study 

1.3.1. General objective of the study 

The main objecti ve o f this study is to investigate the determina nts o f pr ivate 

co mmercia l ba nks profita bil ity in Ethiop ia. 

1.3.2. Specific objective of the study 

Spec ifica lly, this stud y ad dresses the followi ng o bject ives; 

i- To determin e th e impact of capita l adequacy on the pro fitabi li ty o f pri vate 

co mmercia l bank. 

i- To exa mine the s ignifica nce o f asset qua lity on private co mm erc ia l ba nks 

pro fit abi lity 

~ To explo re the impact of manage ria l effi c iency on pri vate comm erc ia l bank s 

profitabi lity 

~ To in vestigate how liquid ity influe nce the pro fit ability o f pr ivate co mmerc ia l 

banks. 

-<- To exp lore the effect of ba nk s ize and leve l of GDP on the pro fit abi li ty of 

private commerc ial banks 
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LA. Hypotheses of the study 

In ma ny quantitat ive proposals, wri ters use research quest ions. However, a more 

forma l stateme nt of research employs hypotheses. These hypotheses are pred ict ions 

abo ut the outco me of the results, and they may be written as a lte rnative hypotheses 

spec ify ing the exact results to be expected (more or less, higher o r lowe r of 

so mething). They a lso may be stated in the null fo rm, indi cating no expected 

differe nce or no relationshi p between gro ups on a dependent var iab le as stated by 

(C reswe ll 2009). T herefore, the study were deve loped the fo llowing hypotheses: 

..I- Hypotheses I : profitab il ity is pos itive ly corre lated wit h capita l adequacy of banks 

'*- Hypotheses 2: a sset qua li ty of the ba nk has a pos it ive re latio nship wit h 

profitabi lity of the bank. 

4- Hypotheses 3: there is a pos iti ve re lat ionship between manager ial effi c iency a nd 

banks pro fitabilit y 

4- Hypot heses 4: liquidity and profitabi lity of banks are positivel y co rrelated 

..I- Hypotheses 5: bank profitability is pos iti ve ly co rrelated w ith bank size 

..I- Hypotheses 6: rea l GDP growth is pos itively correlated with the profitab ility of 

ba nk s. 

1.5. Scope and limitation of the study 

Thi s study is co nfi ned onl y to know the key determina nts of pro fi tab ili ty of se lected 

Ethiopian pr ivate co mmercial banks by a na lyzing the fi nanc ia l statements start fi'om 

2002 to 20 11 fi sca l year. T he st udy co mpri sed a ll private co mmerc ial bank s which 

st3l1ed their operatio n be fore 2005. As a resu lt, out of the fo urteen private co mme rc ial 

ba nk s, seve n pri vate commerc ia l banks; A byssinia , Awas h, Dashen, N ib Internatio nal 
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Bank. United, Cooperative Bank o f Orom ia and Wegagen bank were se lected unde r 

this stud y. All samp led banks are operated for more than decades and the stud y used 

ten years data except for Cooperative Bank of Orom ia. The first limitat ion of the 

study is State owned banks are not cons idered. Therefore, the stud y does not reflect 

the overall picture of profitabi li ty of the banking industry in Et hiop ia. Secondl y, in 

relation to primary data ana lys is, the number of respondents incl uded in the sample 

may not representative. 

1.6. Significance of the study 

The banking industry is crucial so urce of financ ing different business segment s that is 

operated in a given country. Due to these facts, thi s study will he lp the banks to; 

~ Identify the determinants of profitability by examining the findin gs and 

recommendat ions. 

~ The stud y will also initiate other bank service providers to give du e emphasis on 

the manage ment of identified variab les. 

__ Finall y, the stud y wi ll pro vides bank managers with understandings of activities 

that wou ld enhance their banks profitabilit y. 

Furthermore, other interested researchers may take this stud y as a base for detailed 

and furt her studies. 

1. 7. Conceptual fra mcwork 

Different empirica l ev idences suggested that pro fitabilit y o f tinanc ial institut ions 

spec ifically banks is affected by internal and external factors. This stud y used both 

internal and external determinants of bank profitabi li ty inc ludes capita l adeq uacy. 

asset quali ty, managerial efficiency, earning ability, liquidity. bank size. tec hnology. 

human capital, loan performance, saving habit of the soc iety, leve l ofGDP. inflation 
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and governme nt regu lation. The study has see n how these variables are det ermin ed 

the pro fitabilit y ofprivate commercial banks in Ethio pia . 

Figure 1 sholVs the linkage of internal and external factors on the profitability of 

banks 

~ ~ ~ ~ 
• Cap ital • Leve l of GOP 

adequacy • Infl ation 

• Asset quality 
External factors • Saving habit of 

• Manager ial the society 
efficiency • Regulation 

• Earn ing quali ty ~ 
• Liquidity Bank 
• Bank s ize Profitability 
• Loan 

Perfo rmance -"'" "'-

• Techno logy 

• I-Iuman cap ita l Interna l factors 

~ ~ ~ 

Source: self-extracted 

1.8. Operational definitions 

-{.. Profitability refers to measuring the results of a finn 's policies and operations in 

monetary term s. These resuit s are reflected in the firm' s return on asset, return on 

equity, and net interest marg in . 

'*- Return on asset : Bank profitab ility was measured by the rat io of the return on 

average assets (ROA), ca lculated as net profit after tax divid ed by average total 

assets. 

-./- Return on equity: ROA is mo re co ncern ed about how much the bank is ea rnin g on 

the ir equity investment, the net income per bi rr ofequity capita l. 
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.... Net interest margin: How we ll a bank 's assets and liabilities are affected by the 

spread between the interest earned on the bank 's assets and interest costs o n it s 

liabilities. 

1.9. Organization of the paper 

The rest of this paper is organized as fo llows: Chapter two presents empirical and 

theoretical review of the literature related to the issue of determinants of bank 

profitabi li ty; Chapter three provides research design and methodology emp loyed in the 

analys is was described ; Chapter four contains result s and discuss ion; and Chapter five 

gives summary, co nclu s ion and recommendations. A " Reference" of related literature is 

referred w hile writing the paper and appendices are included after chapter five. 
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CHAPTER TWO 

2. LITERATURE REVIEW 

Under th is chapter the theo retica l and e mpirical evidences focu s in g o n the 

determinants of private commercial bank pro fita bility are presented. According ly, the 

fi rst section, 2. 1 presents overv iew of the banking system in Eth iopia. The second 

sect io n 2.2 present rev iew of earl ier stud ies on Et hiop ia n bank ing industry. Fina ll y, in 

section 2.3 revea ls the interna l and external determina nts of ba nks pro fitabilit y. 

2.1. Overview of the ba nking sys tem in Ethiopia 

Traditional financ ia l system in Ethiopia has long history and paramount contribution 

to eco no mic betterment and soc ia l wellbeing of the societ y. Traditional institutions 

orga n ized with a se nse 0 f cooperation and risk shar ing has e nabled Eth iopians to 

exper ience saving and financia l manageme nt within its cultura l co ntext. Eqqub and 

Edir are so me of the informa l fin a ncial institutions that shaped the soc ial bo nd and 

interaction (Gebeyaw Aychile 2008). 

Modern bank ing in Et hiop ia was introduced after the agree ment that was reached in 

1905 bet ween Emperor M ini lik II a nd Mr. Ma G ill ivray, represe ntat ive of the British 

owned Nationa l Bank of Egypt. Fo llowing the ag reement, the fir st bank ca lled Bank 

o f Abys inia was inaugurated in Feb. 16, 1906 by the Emperor. Within the first fiftee n 

years of its operation, Bank of Abys inia opened branc hes in different areas of the 

co untry in Harar (Eastern Et hiopia), Dire Dawa, Dess ie and Djibouti . By 193 1 Bank 

of Abyssi ni a lega lly rep laced by Bank of Ethiopia shortly after Emperor Haile 

Se lass ie came to power. 
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The new Bank, Bank of Ethiopia, was a purely Ethiopian in st itution. was the first 

indigenous bank in Afr ica, and estab li shed by an offic ial decree on August 29, 193 1 

with capita l of £750,000. In 194 1, another fore ign bank, Barc lays Bank, came to 

Ethiopia with the British troops and organ ized banking services in Add is Ababa, until 

its withdrawa l in 1943. Then on 15 April 1943, the State Bank of Ethiopia 

commenced full operation after 8 months of preparatory act ivit ies. In 1945 and 1949, 

the Bank was granted the so le right of issuing currency and dea l in fo reign currency. 

The Bank also functioned as the pr inc ipal commerc ia l bank in the count ry and 

engaged in all co mmercial banking act ivit ies. 

The National Bank of Ethiop ia with more power and duties started its operation in 

January 1964. Following the incorporat ion as a share company on December 16, 1963 

as per proc lamat ion NO.20711955 of October 1963, Commerc ia l Bank of Eth iop ia 

took over the commercial banking activ it ies of the forme r State Bank of Ethiop ia. It 

stm1ed operation on January 1, 1964 with a cap ital ofEth . Birr 20 million . In the new 

Commercial Bank of Ethiopia, in contrast with the former State Bank of Ethiopia. all 

emp loyees were Ethiopians. 

There were two other banks in operat ion namely Banco di Roma S. and Banko di 

Napo li S.c. that later reapp lied for license according to the new proclamation each 

having a paid up cap ital of Eth . Birr 2 mi ll io n. The first private ly owned bank, Add is 

Ababa Bank Share Co mpany, was estab lished on Ethiopians init iative and stal1ed 

operation in 1964 with a capital of2 mi llion in association with National and Grindlay 

Bank, London which had 40 percent of the total share. In 1968, the or iginal cap ital of 

the Bank rose to 5.0 million and until it ceased operation, it had 300 staff at 26 

branches. 
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There were other financial institutions operating in the country li ke: 

-<I- Im per ial Sav ings and Home Ownership public Association , whi ch spec ialized 

in prov id ing loans for the constructio n of residentia l houses and to individuals 

under the guarantee of their sav ings. 

-i. Sav ing and Mortgage Corporat ion of Eth iopia whose aims and duties were to 

accept savings and trust depos its acco unt and prov ide loans for the 

construction, repair and im provement of resident ia l houses, commerc ial and 

industrial buildings and carry out all act ivities related to mottgage operations. 

... Agr icultural Bank that prov ides loan for the agricu ltural and other relevant 

projects estab li shed in 1945 . But in 195 1 the Investment Bank of Ethiopia 

rep laced it. In 1965, the name of the bank once aga in hanged to Ethiop ian 

In vestment Corporation Share Company and the capita l rose to Eth. Birr 20 

million, which was full y pa id up . 

Fo llowing the declarat ion of soc ialism in 1974, the government extended its cont ro l 

over the whole economy and nationalized all large corporat ions. Organizational 

setups were taken in order to create stronger institut ions by merging those that 

perform s imilar funct ions. Accord ing ly, the th ree pr ivate owned banks. Addis Ababa 

Bank. Banco di Roma and Banco di Napoli Merged in 1976 to form the second largest 

Bank in Ethiopia ca lled Add is Bank with a cap ital of Eth. birr 20 mill ion and had a 

staffof480 and 34 branches. Then Add is Bank and Commerc ial Bank of Ethiopia S.C 

were merged by proc lamation No. 184 of Aug ust 2, 1980 to form the so le commercia l 

bank in the count ry unti l the establi shment of pr ivate co mmerc ia l banks in 1994. 
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The Sav ings and Mortgage Corporation S.C. and Im perial Sav ing and Home 

Ownersh ip Publ ic Association were also merged to fo rm the I-lous ing and Saving 

Bank wit h work ing capita l of Birr 6.0 million and all r ights, privileges, assets and 

liab ilit ies were transferred by proc lamat ion No.60, 1975 to the new bank. The 

financ ial sector that the soc iali st oriented government left behind constituted on ly 

three banks and each enjoy ing monopoly in its respecti ve market , the fo llowi ng was 

the structure o f the sector at the end o f the era: the Nat io nal Bank o f Ethiopia (N BE), 

the Commerc ia l Bank of Ethiop ia, and Agricultural and Industrial Deve lopment Bank. 

Fo llow ing the de mise of the Dergue reg ime in 199 1 that ruled the country for 17 yea rs 

un der the rule of co mmand economy, the Ethiopian Peo ple 's Revo lu tionary 

Democratic Front declared a liberal economy system . In line with this, Monetary and 

Banking proc lamation of 1994 established the national bank of Ethiopia as a jud icial 

entity, separated fi·o m the go vernment and outl ined its main function. Moneta ry and 

Bank ing proc lamation No.8311 994 and the Licensing and Superv ision of Banking 

Business No.8411 994 laid down the legal bas is fo r investment in the banki ng secto r. 

Currently private co mmerc ial banks in Ethiopia reached to fo urteen as shown in the 

table 2. 1 below. In April 20 12 Debub Global Bank get license from the nationa l banks 

of Ethiopia and they plan to stall operation in Jul y 201 2. 
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Tab le 2. 1 Lis! of private commercial banks in Ethiopia 

No Private Commercia l Bank Establishment Year 

I Awash Internat iona l Bank 1994 

2 Dashen Bank 1995 

3 Abyss inia Bank 1996 

4 Wegagen Bank 1997 

5 United Bank 1998 

6 Nib International Bank 1999 

7 Cooperati ve Bank of Orom ia 2004 

8 Lion International Bank 2006 

9 Oromia Internat iona l Bank 2008 

10 Zemen Bank 2008 

II Bunna International Bank 2009 

12 Birhan Internat ional Bank 2009 

13 Abay Bank 2010 

14 Add is Internat iona l Bank 20 11 

Source: www.nbe.gov.et 

2.2. Earlier studies on Ethiopian banking industry 

Most literatures are used banks specific, industry spec ific, and macro econo mic 

factors as a dete rminant of banks profitab ili ty. Empir ica l evidence which included in 

this study are determinants of commerc ial banks pro fitabilit y: an empir ica l rev iew of 

Et hiop ian commercial banks by Be layneh (20 11 ), the financia l performance of the 

Eth iop ian co mmerc ial banks by Habtamu (2004), and Abebaw and Depaack (20 I I) : 

What drives the perfo rmance of commercial banks in Ethiopia? 

The fir st paper was undertaken to see the three major determinants of commercial 

banks profitability; bank specific factors. in dustry spec ific determinant s and 
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macroeconom ic va riab les. With rega rd to banks specific factors such as, equity cap ital 

Belayneh (20 11 ), po inted out Ethiop ian commerc ial banks that increase their equity 

have a lower cost of cap ita l and thus are more profitab le. Bank s ize, loan. and non­

interest income of Ethiop ian commerc ial banks are also positive and highl y 

significant factors of profitability. Cred it risk is the main significant factor, which 

cha llenges the profitability of banks in Ethiopia. Fixed deposit and non- in terest 

expenses are also the major causes that hinder Ethiopian banks profitability. 

In re lation to industry specific factors , he used market concentratio n as the on ly 

indust ry specific determinants for Ethiopian commercia l banks. He stated that market 

concentration has a negative and highly signi ficant impact on Et hiopian banks 

profitability. He used Hefindihal Hirchman index and the result shows that a better 

compet ition in the market and erodes the price mak ing power o f a s ingle bank 

(Commerc ia l Bank of Eth iopia) and in turn reduces the banking sector profitabilit y. 

Finally concerning with the macroeconomic variab les Belayneh (20 11), sa id that the 

only s ignificant factor of Ethiopian commerc ial banks profitab ility is real GOP 

growth . Accord ing to the author. the cu rrent rea l econom ic growth of the country 

makes commercia l banks to be more profitable. Contrary, inflation rate and lending 

interest rate played insignificant role in Ethiopian commerc ia l banks profitab il ity. 

The second paper was done on the financia l perform ance of commercia l banks in 

Ethiopia. According to Habtamu (2004), the profitab ility status of commercia l banks. 

tested by the profitab ility rat ios, ev idenced that the banks are operating at profit. 

Particularly, the effic iency of the pri vate banks is by far better than the government 

owned bank, Commercial Bank of Ethiopia. Besides the ir performance, he stated that 

14 



a co mpet it ion in the banki ng sector was started when pri vate banks enter in to the 

market. The private banks beco me more co mpet it ive as ev idenced by a larger share 

they ga in in the deposits. 

The preva lence of competition in co mm erc ia l banks in Ethiopia is a lso evide nced 

when the co mmerc ia l bank o f Ethiopia, the 60 years o ld, lost its share in tota l assets 

possess io n and its share in total depos its concentration. Ho wever, the fo rm of 

co mpetition was initia lly on no n-price (serv ice) that means pro vidin g better services 

and fo llowed by limited price compet it io n when natio na l bank of Ethiopia sets onl y 

the ce iling and floo r for inte rest rate. In Habtamu (2004) reco mm endat ions, he stated 

that both pr ice and non-price co mpet ition in the banking system shou ld be 

strengthened. 

The third paper by Abe baw and Oepaack (2011 ) was a lso in vest igate the impact of 

bank- spec ific characteristics, macroeco nomic co nditions and financ ia l market 

structu re on Eth iop ian co mmerc ia l ba nks' profi ts, measured by return on average 

assets (ROA). A balanced pane l data set o f 62 observations, covering the period 200 1-

2008. prov ided the basis for the eco no metric ana lysis. T he results und er this study 

show that capital strength, represented by the equity to assets rat io, bank 

interm ediatio n ratio represented by banks loa ns to total assets and bank s ize 

represented by assets, are the main determinants o f Ethiopian banks profi ts. 

With regard to Size measures, Abebaw and Oepaac k (20 11 ) sIze of ba nk has a 

positive effec t o n pro fitab ility supporting the eco nomIes o f sca le argum ent. The 

impact o f ove rhead to net interest inco me and no n performin g loa n ratios a re negat ive 

and s igni fica nt. When he assesses the externa l facto rs, they have a re lat ive ly smal l 
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impact o n the profitab ili ty of Ethiopian banks. He co nc luded that none of these 

measu res was s ignificant. Thus, overhead, cap ital strength and bank intermediation 

and size measures are important determinants of bank profits in Ethiopia. This shows 

that the key for success in profit for ba nks rely on individual bank character istics 

imp ly in g proper manage ment of activities by indi vidua l ban ks is indi spensab le to be 

profitable . 

2.3. Determinants of banks profitability 

Different e mpirical ev idences suggested that profitability of fin anc ia l in stitutio ns 

speci fi ca lly banks are affected by internal and external factors. Andreas and Gabrie lle 

(2009) stated that Bank profitability is usua lly measured by the return on average 

assets and is expressed as a function of internal and external determinants. The 

internal determinants include bank-spec ific variables. The external variab les re flect 

environmental var iab les that are expect to a ffect the profitabi lity of ba nk s. 

Interna l factors such as capital adequacy ratio, asset s ize, asset quality, net -woI1h, 

liquidity, earnIngs qua lity, loan performance, business risk, manageme nt quality, 

people, techno logy and operating environment are major determinant that are used to 

ana lyzed the determinants of bank profitability . An external macroeco nomic and 

industry-specific factor includes Effective tax rate, Rea l GOP growth. inflation. 

regulatio n and Bank concentration. 
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2.3.1. Internal dete rminants of bank profita bility 

Under this section theoret ica l and empirica l ev idences abo ut the intel'llal determinants 

of bank pro fit ability are discussed. The theo retica l and empirical literat ures of major 

internal determinants of profitability of bank; capita l adeq uacy, asset quali ty. and 

managerial effi ciency, earning quality, liquidity, techno logy, human capital and loan 

performance are presented in this section. 

I. Capital adequacy 

Capital adequacy is a measure of a bank's fi nancial st rength, in terms of its ability to 

withstand operat iona l and abno rma l losses. Further considering the regulato ry 

requirement on the minimum cap ital required to be maintained by banks, capital 

adequacy also ind icates the ability of bank to undel1ake addit ional bu siness. 

Indranara in (2009), Imad et al. (20 11) and Berger ( 1995) stated that banks with high 

capita l ratio tend to earn more pro fi t through translating the safety adva ntage into 

pro fit. The size of cap ita l prov ides fin ancial fl ex ibi lity fo r bank and fi nancia l 

insti tution. It ide ntifies which financing options are ava ilab le for the entity. The size 

of capita l also influences the pro fitabilit y of the bank in terms of return on asset s. 

return on capita l employed and return on shareholders' fund considering the funding 

mix (Financial Management and Ana lys is of Projects, 2006) . 

Accord ing to Abe baw and Depaack (20 11 ) capital strength have a pos itive and 

do minant influence on pro fi tability of commercia l banks in Ethiopia. A bank should 

have adequate capital to suppo rt its risk assets in acco rdance with the ri sk-we ighted 

cap ilal ral io framework . It has become recognizes that capita l adequacy more 
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appropriate ly re lates to asset structure than to the vo lume of liab ili t ies. Th is is 

exemp lified by ce ntra l banks' efforts internationa lly to uni fy the cap ita l requi rements 

o f commerc ia l banks and to generate worldw ide c lassi ficat ion formulae (Br ickwo rk 

rat ings 2008). 

II. Asset quality 

The asset q ua lity is measure an ab ility to manage cred it risk fo r a ba nk o r fin anc ia l 

institut ion. The asset qua lity re flect s the compos ition and produ ct ivity of the assets. 

T hus. asset qua lity has a direct im pact on the pro fita bi li ty o f a bank. As per Yuq i 

(2006), ill terms o f risk poor asset qua lity is the majo r cause fo r ba nks poor 

pro fita bil ity. It is e va luated by understanding the performance of assets category wise 

and estimat in g Future perFormance factoring in the like ly distr ibutio n of the assets in 

fu ture. The ba nk ' s experience o f loan loss, provisions/ wr ite off, loan recovery rate, 

abi lity to reduce no nperforming assets and extent of weak assets are ana lyzed in this 

rega rd (Financ ia l Management and A nalys is of Projects 2006) . 

Many empir ica l ev idences stated that asset quality has direct impact on the 

pro fi tab ility o f banks. T he qua lity of assets part ic ularl y, loan assets and investme nts. 

wo uld depend large ly on the risk manageme nt system o f th e bank. T he val ue o f loa n 

assets wo uld depend on the rea lizab le value of the co llatera l whil e investme nt assets 

wo uld depend o n the market va lue. Abebaw and Depaack (20 [ I) used ra t io o f 

Nonperforming assets (loans) to tota l loans a nd adva nces (N PL) as an indicator o f 

banks' asset qua lity. T hey stated that the amo unt o f nonperfo nnin g assets has a di rect 

implicat ion in the pro fi tabi lity of the ba nk, that is if the pro po rt io n o f the no n 

perfo rmi ng assets in re latio n to tota l loans increase the profitabi li ty w ill be decreased 
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and vIce versa. Acco rding to access capital research (20 I 0), in recent yea rs, non­

perfo rming loans (a key measure of lending practices) have improved substantia ll y 

and now average only about 5 percent of total loans. Bank loans are expected to be 

the main source of income and are expected to have a posit ive impact on bank 

profitabi lity 

[II. Manage ment qua li ty 

The performance o f the other four CAMEL components wi ll depend on the vis ion. 

capabi li ty, ag ility, profess ional ism, integrity, and competence of the Financial 

Institution's management. A sound management is crucia l for the success of any 

institution; management quality is generall y accorded greater we ighting in the 

assess ment of the overall CAMEL co mpos ite rat ing (br ickwork rat ing 2008). The 

qua lity o f the management will determine the success of a bank or financia l 

institution. The performance of a bank is large ly dependent on the visio n. 

competence, and integrity and risk appetite of the manage ment (Financial 

Management and Ana lys is of Projects 2006) . 

The ratios of operating expenses to operati ng income and operat ing expenses to total 

assets are commonl y used to measure Managerial effi ciency of the banks. Indranarain 

(2009). Bourke ( 1989) and Mo Iyneux and Thornton (1992) stated that Higher the 

effi ciency leve l of a bank, higher its profits leve l. Hence a positi ve relat ionship is 

expected between e ffic iency and protitabi I ity 0 f banks. The analys is of the qua lity of 

a management is based on the experience of the manage ment and the ir track record in 

terms of the ir vis ion and competence in running the bank. 
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T he a na lys is o f the management also facto rs in their integrity and the overall 

co rpo rate governance standard s in the bank. The risk ap petite in term s of the of the 

bank's exposure to va rious categories o f asset. ado ptio n of technology and 

respo ns iveness to compet it io n and growth strategy impacts the bank 's profi tab il ity 

thu s is co nsidered during the analys is of bank profitability (B rickwork ratings 2008) . 

A ltho ugh, the relatio nship between expenditure and profit s appears straightforward 

imply ing that higher expenses mean lower pro fi ts and the o ppos ite, this may not 

a lways be the case. The reason is that higher amo unts of expenses ma y be assoc iated 

with hig her vo lume of banking activitie s and therefo re higher revenues (T ob ias and 

Themba 20 II ). 

IV. Earning quality 

The quality a nd trend of earnings of a bank depend large ly on how we ll the 

manage ment manages the assets and liabilities o f the bank. A bank must earn 

reaso nab le profit to suppo rt asset growth, build up adeq uate reserves and enhance 

shareho lders' va lue. Good ea rnings performa nce wou ld inspire the co nfid ence 0 (' 

depos ito rs, in vesto rs, creditors, and the publi c at large (Financ ial Manage ment and 

Ana lys is of Projects 2006). 

The qua lity of ea rnin gs of a bank determin es th e ab ili ty of the entity to meet debt 

ob ligatio ns, the rate of growth of assets, reserves and u lt imately the share ho lders' 

va lue. The qua lity of earning co upled with the costs impacts the pro fitabilit y. The 

quality o f earnin g is a lso affected by the extent of asset liability mi smatch and the 

resu lta nt volati li ty in ea rnin gs due to changes in the interest rate (Br ickwo rk rati ngs 

2008) . Genera lly a bank that depends more on leverage w ill exper ie nce mo re vo latile 
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ea rn ings and this al so affects the cred it creation and liquid ity function of the bank 

(Tobias and Themba 20 11 ). 

V. Liquidity 

A bank or finan c ia l in stitut ion has to be liqu id to meet payment obl igat io ns to 

depos ito rs and creditors. This ca ll s for a sound Asset Liability Management by the 

bank. Liquidity analys is co ns iders the bank ' s ability to meet its ob ligations and is very 

critica l fo r a bank to remain a go ing co ncern . The absence o f liquid ity ca n lead to 

fai lure ofa bank. It also co ns iders the pro pOit ion o f liquid assets to to tal assets a lo ng 

with their depos it renewa l rate (brickwork rating 20 I 0). Abdu s Samad el al. (200 1) 

and Pak and Huh ( 1995) used loan to depos it rat io to ca lcu late the le ve l of liquidit y in 

the ir stud y. The liquidity co nd ition o f the co mmercial ba nks was a lso re liable in a ll 

cases, tho ught some measures should be mad e by the indi vidual banks respecti ve to 

the ir matter as per (Habtamu 2004). 

A bank must always be liquid to meet depositors' and creditors' demand to maintain 

public co nfidence . There needs to be an effective asset and liability ma nage ment 

system to minimize maturity mismatches between assets and liabilities and to 

optim ize return s. As liquidity has in verse re lat io nship with profitab ili ty. and banks 

must strike a ba lance between liquidit y and profitab ility (Financ ia l Manage ment and 

Ana lys is of Projects 2006). Accordi ng to Molyne ux and Thornton ( 1992). and Guru el 

at. ( 1999), there is a negat ive and significa nt relationship between the level of 

liquidity and profitabi lity. In co ntrast, Bourke ( 1989) repo rts an opposite result , whi le 

the effect o fc redit risk on profitability of banks appears c learl y negat ive. 
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Current and quick rat ios are inappropriate for measuring banks liquid ity as per 

Brickwork rating (2008). A loan-to-deposit ratio is more re levant. However, a bank' s 

liquidity and so lve ncy are directly affected by portfolio quality. Conseq uently, 

fin a nc ial analysts (investment officers) are carefully ana lyz ing the bank ' s portfolio 

quality based on co llectab ility and loan-loss prov is io ning. The trade-offs that 

generall y ex ist between return and liqu idity risk are demonstrated by observi ng that a 

shift from sholt term securities to long term securities or loans rai ses a bank ' s return 

but a lso increases its liqu idity risks and the inverse in is true. Thus management of 

liquidity leve l for the ba nks because it affect the bank' s profitability (Tobias and 

Themba 20 II) . 

The new NB E directive were issued in 20 12 related to the liquidity states that private 

co mm ercia l banks are ob ligated to allocate 27 percent of their gross loan 

disbursemcnt to finance governme nt bonds . Thu s, this new directive wi ll in crease 

liquidity and loanable fund s in the banking sector. As a result private banks could get 

temporary relie f from the strain of illiquidity. They will also be able to disburse 

addit iona l loans, s ince the additiona l liquid resources are beyo nd their operational 

needs (Add is fortune 15 January 20 12). 

VI. Bank s ize 

Tota l assets of the ba nk measure bank s ize. In order to reduce the s ize effects. thi s 

study excludes Commercial Bank of Eth io pia. The s ize of the bank is included in thi s 

study, as an independe nt variable, which account for s ize re lated eco nomies a nd 

diseco no mies o f sca le. In most of the fin ance lit erature. the total asset s o f the ba nk s 

are used as a proxy for bank s ize. However, s ince tota l assets deflated the dependent 
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va ri ab le in the mode l (Return on Asset) it wo uld be appropriate to take natural 

logarithm be fore inc luding it in the model to be cons istem w ith ot her rat ios. Size is 

used to capture the fact that larger banks are better placed than smaller ba nks in 

harness in g eco no mies of sca le in transactions to the plain effect that they w ill tend to 

enjoy a hig her level of pro fi ts. Co nsequ ently, a pos iti ve relations hip is expected 

between s ize and profit (Indranarain 2009). 

One of the most important quest ions in the literature is how determine an opt im a l 

bank s ize in order to maximize bank profitability. According to And reas and Gabrie lle 

(2009), larger banks are likel y to have a hi gher degree of product and loan 

d ivers ifi catio n than smaller banks. [n addition to the higher di vers ificatio n potential, 

eco nomies of sca le can a lso ar ise fi'om a larger s ize. Divers ification reduces r isks and 

eco nomies of scale lead to increased operat iona l effic iency. The grow ing banking size 

is pos it ive ly re lated to bank profitahi lity. However, they a lso argued that banks that 

have beco me extremely large exhi b it a negat ive re lationship between s ize and 

pro fitabilit y due to agency costs, bureaucratic processes and ot her reaso ns related to a 

large firm size. 

VII, Technology 

European central ba nk ( 1999) stated that the info rmation co mmunicatio n techno logy 

deve lopments ha ve had a strong influe nce on the structure and the activ it ies o f the 

ban king sector. T he elements that have changed are severa l, bes id es a llowin g 

tra nsactio ns to be co nducted more effic ie nt ly; technology a llows banks to market thei r 

products more effect ive ly. The techno logy deployed in banks affect s its o perat iona l 
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effic iency and determines its competitive position 111 the market (Brickwork ratings 

2008). 

As per Thomas Ogoro el al. (20 10), techno log ica l deve lopments have removed 

repetit ive, time consuming tasks, reduced human error and extended access to 

banking related fac ilities. Techno logy also provides customer informatio n that it 

wo uld be mu ch more expens ive to provide on a person-to-person bas is. T he d ilemm a 

still rema ins, however, as to how to ma intain a satis factory num ber of face-to-face 

interactions with the customers. 

In format ion techno logy deve lop me nts affect banking in two ma ll1 ways. First. it 

co ntr ibute to the reduction of the costs assoc iated wit h the management of 

informat io n (co llection, storage, process ing and transmissio n) by replac ing paper-

based and labor-i ntens ive methods with automated processes. Second, it modifies the 

ways in which customers have accesses to banks' services and products, mainly 

through automated channe ls (remote banking). Whereas improvements in the area of 

information manage ment have been taking place for a long tim e, remote banking is a 

more recent pheno meno n w ith deve lopments occurring mo re progress ively. espec ia ll y 

in reta il banking (European Centra l Bank 1999). 

VHI. Human capital 

The people in a bank are the most va lu able resou rces and the major dri vin g force for 

successes and fa il ures. The qua lity of huma n resources emp loyed by a bank great ly 

affects its profitability. T he recruitment process and training standa rd of the finan cial 

institution, wh ich renects the qu a lity o f the peop le in the orga nization, thei r abi lit y to 

guidance and support to operatio ns staft: compensation package as per the industry 
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norms and attr ition rate III the financial in stitution, which reflect the satisfaction 

amo ng the emp loyees and staff towards their work and organization (Br ickwork 

rat ings 2008). 

The human capital in orga nizations is valuable because of the capabilities that the 

people have. As part of the strateg ic role, Human Resource managers are often seen as 

responsible for expanding the capab ilities of the human resources in an organ ization. 

Currently, considerable emphasis is being focu sed on the competencies that the 

employees in the organization have and will need the organizat ion to grow in the 

fut ure. Yet the mobility of human cap ital is less a threat to competit ive advantage than 

it wou ld first seem to be because once an organizat ion integrates human capita l with 

other complementary resources and uses this integration to create organizational 

capabilities, los ing one or a few individua ls may not lead to a loss of compet iti ve 

advantage (John I Njugun 2009). 

IX. Loan performance 

Loan is a type of debt. Like all debt instruments, a loan entails the red ist ribution of 

financial assets over time between lender and the bo rro wer. Accord ing to access 

capital research (20 11 ) lending by Ethiopia ' s private banks is coming to a virtual 

standstill. They found that the average private bank has recently been giving out just 

30 million birr in loans per month, or almost half the peak lendi ng vol ume see n in 

recent years. Lending patterns continue to vary widely among banks reflecting their 

strateg ic preferences as wel l as varying degrees of success in entering particular 

business segments. One of the major functions of any commercia l bank is providing 

loan to the bu siness soc iety. Lending is the prov ision of resources (granting loan) by 
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one party to another. The second party doesn ' t reimburse the fi rst party immediate ly 

there by ge nerating a debt, and instead arranges ei ther to repay or ret urn those 

resources at a later date. Banks fun ction as financ ia l intermediaries, co llect ing fund s 

fro m savers in the form of deposit and then supply in g to borrowers as loans. T hose 

fun ctions bene fit both the ba nks and the borrowers. 

As quoted fro m Zewd u (20 I 0) the pr incipal profit- making activ it y of commercial 

banks is making loans to its customers. Lending represents the heart of the industry. 

Loan is a major asset, inco me so urce for banks, and risky area of the industry. 

Moreover, its cont ribution to the gro wth of any co untry is very c lear. There fore. 

manag ing loan in a proper way not only ha s positive effect o n the banks profita bility 

but also on the borrower firms and a co untry as a who le. The heart o f any successful 

commerc ial le nding funct ion is credit d iscip line written in loan poli cy, structu red loan 

approva l process and strong loan admini stratio n functio n (Barrickman 1990) . 

2.3.2 . External determinants of banks profitability 

The external determ inants are variables that are not re lated to bank manage ment but 

reflect the econo mic and legal env ironment that affects the operation and performance 

of financial institutions. Accord ing to Abebaw and Depaack (2011) , the external 

factors. they have a re lat ively small im pact on the profitabi lity o f Ethio pian banks. 

Turning to the external determinants, severa l factors have bee n suggested as 

impacting on profitabi li ty and these factors can further distinguish betwee n co ntro l 

var iab les that describe the macroeconomic environme nt, such as rea l GDP growth. 

bank co ncentrat io n, inflatio n. regu lat ion, and other var iables that represe nt market 

character istics (Y uq i 2006) . 
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1. Gross Domestic Product (GDP) 

Macroeconom ic co nd it ions affect ba nki ng pro fitabilit y in a number of ways. Firstly, 

there w ill be a higher demand for bank cred it in tim es o f econo mic boo m th an in 

tim es o f recess ion. Economic growth is measured by the real GOP sector profitabi lity 

(e.g. Be layneh (2011), A ndreas and Gabr ie lle (2009), and Athanasog lou el al. (2008) . 

Acco rd ing ly, they expect a posit ive re lat io nship between ba nk pro fitabi li ty and GOP 

deve lopment as the demand for lendi ng is increas ing (decreas ing) in cyc lica l 

upswings (downswings). 

According to Belayneh (20 11 ) fro m microeco nomic indicato rs, the only s ignifi cant 

factor o f bank pro fitabilit y is real GOP growth . He stated that the current real 

eco nomic growth o f the co untry makes commerc ial banks to be mo re pro fita ble. A 

high aggregate growt h rate may strengthen the debt servicin g capacity o f domestic 

bo rro wers, and there fore, contribute to less credit risk. Alternati ve ly, adverse 

macroeco nomic co ndit ions hurt banks by increas in g the amo unt o f non-perform ing 

loans. T hus, it is expected that an impro vement in eco no mic growt h enhance ba nk 

performa nce. 

II. Bank conce ntration 

T he bank conce ntrat ion va riable is de fi ned as the ratio o f the largest banks ' assets to 

the tota l assets o f the ent ire bank in g secto r. Market structu re in the banking industry 

measured by mea ns of the bank concentration variab le acco rding to the structure 

co nduct pro fi tab il ity of banks in hi ghly co ncentrated markets earn mo nopo ly re nt s. as 

they tend to co llude (Gilbert 1984). As co llus io n may resu lt in higher rates be in g 

charged o n loa ns and lower inte rest rates bei ng pa id on depos its. a higher bank 
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concentrat ion have a pos it ive impact on profitability. On the other hand , a higher bank 

concent ration might be the result of a tougher competition in the banking industry. 

which wou ld suggest a negative relat ionship between pro fitab ili ty and market 

concentrat ion as stated in (Boone and Weigand 2000). As a result, the overa ll effect of 

market concentration on banking performance is again undetermined. 

III. Inflation 

High inflat ion is assoc iated with hi gher costs as we ll as hi gher income. If a ba nk's 

inco me rises more rapid ly than it s costs, inflat ion is expected to exert a po sitive effect 

on profitab ility. Several economists have found that countr ies with high inflation rates 

have inefficiently small banking sectors and equity markets. This effect suggests that 

inflation reduces bank lend ing to the pr ivate sector, wh ich is cons istent with the view 

that a sufficient ly high rate of in flation induces banks to ration credit as stated by Joh n 

H. B and Bruce C. (2006). 

They also show the impact of inflat ion on asset returns and bank profitabilit y, reca ll 

that the theory we ha ve been discuss ing holds that inflation in suffic iently high doses 

kicks off a chain 0 f events that ultimately leads to underdeveloped economic growth. 

The cha in begins when high inflat ion lowers the real return on assets. They found that 

inflat ion is negatively associated with rea l money market rates, rea l Treasu ry bill 

rates, and rea l time-depos it rates; that is, as inflation increases, the real rate of return 

on these instruments fa lls. They found no significant stat istica l relat ionship between 

inflat ion and the rea l bank loan rate. However, inflation does appear to have a 

negat ive impact on bank profitab il ity measures. 
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Acco rding to access cap ital research (2010), private banks in Eth iopia are so metimes 

seen as generating "excess ive" profits give n the year-after-year returns of 25-30 

perce nt that have bee n prov ided to shareho ld ers for more than a decade now. 

Ho wever. seen from several perspectives, it is not at all appare nt that banks' profit 

leve ls should be seen as excessive . For example, real retu rn s after accounting for the 

hi gh inflation of the past fi ve years are only in th e range of5-10 perce nt per annum, 

as annual inflation averaged 19 percent in the last fi ve years. 

IV. Regulation 

The banking indu stry is amo ng o ne of the most heav ily regu lated indust ries in the 

world and Ethiopian banking industry also one the most heavily reg ulated industry. 

As quoted from Sud in Haron (1996), the main reason for regu lation is to provide a 

so und. stable and hea lthy financ ial system, and Pe ltzman (1968) was among the fir st 

resea rchers to empirica ll y test the e ffects of regulation on performance. Instead o f 

profit, he used the bank's capital as a proxy for performance. Peltzman 's findin gs 

indicated that a prohib ition on interstate branchi ng and legal restrictions o n new entry 

had a s ign ificant impact on the market value of a bank 's capital. Fraser and Ro se 

(1972) a lso studied whether the open ing o f new in st itutions had any s igni ficantly 

adverse effect on the growth and profitab ili ty of competing in stitutions . T hey found 

that, despite so me ev ide nce o f s lowing in the growth rate of depos it s, the profi tability 

of ex ist ing inst itutions was not adverse ly affected by the opening of new branches by 

the ir co mpetito rs. 

29 



CHAPTER THREE 

3. RESEARCH DESIGN AND METHODOLOGY 

This chapter discusses the resea rch des ign and methodo logy. T he chapter is organ ized 

in s ix sections. The first sect ion 3. 1 di scusses the research des ign. Sampl in g des ign is 

presented in section 3.2. Methods of data collection and analysis are prese nted in 

section 3.3 and 3.4 respective ly. In section 3.5 model assumption a nd data properties 

of the stud y are prese nted . Last ly, limitat ion of the methodo logy is prese nted in 

section 3.6 . 

3.1. Research design 

The malll objective of this stud y was to investigate the determi na nts o f pri vate 

co mmercial banks profitab il ity in Ethiop ia and th is stud y adopted an explanatory 

approach by us ing ba lanced pane l research des ign to realize a stated objective . As 

quoted fi'ol11 Tob ias and T hemba (2011) the advantage of usin g pane l data is that it 

co ntro ls for individua l heterogeneity, less co llinearity va riab les a nd tra cks trend s in 

the data so mething which s imp le time-series and cross-sect ional data cannot prov id e 

(Baltag i 2005). The st ud y was employed quant itative research approache by using 

both primary a nd secondary data gathered fi'o m managers and financ ia l stateme nt o f 

pri vate commerc ial banks respectively. For primary data col lect io n the stud y used 

stru ctured survey method and co llected data was ana lyzed by us ing SPSS 16 software. 

For seco nd ary data ana lys is the stud y was used E-v iews 6 so ftware. 
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3.2. Sa mpling design 

The popu lation of thi s study inc luded all pri vate commercia l banks in Ethiop ia . 

However, commerc ia l banks which started thei r operation after 2005 were not 

cons idered. As results, out of the 14 private com merc ial banks, seven co mmercial 

banks Abyss inia Bank, Awash Bank, Dashen Bank, Nib Internat ional Bank, United 

Bank, Cooperative Bank o f Oro mia and Wegagen Bank are se lected. All private 

commercial banks inc luded in th is study are operated for decades except Cooperat ive 

Bank of Oromia. Thus, the stud y used a ten yea rs data for a ll sampled banks but one 

bank i.e Cooperat ive Bank o f Oro mia, has only a seven years data, since the bank start 

operat ion on the year 2005. 

3.3. Methods of data collection 

In order to carry out any research acti vity; informat ion should be garhered from 

proper sources. The stud y employed both pr imary and secondary data. Primary data 

was collected by so liciting the manager of each pri vate commercia l bank included in 

the stud y through structured survey questionnaire (see append ix I). The second ary 

data was co llected ITom National Bank of Ethiop ia, webs ite of the private ba nk s. 

annual repol1s, fi na ncia l statemel1ls and other publ ished and unpub li shed document s. 

3.4. Data analysis 

The co llected data was analyzed by us ing descr ipt ive statistic s, correlations, and 

multiple linea r regression analysis. Secondary and primary data were analyzed by 

using E-views 6 and SPSS 16 for windows so ft ware package respectively. 
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3.4.1. Descriptive statistics 

Mean, mlnIll1l1111, maXlillum and standard deviation va lues are used to anal yze the 

genera l trends o f the data from 2002 to 201 1 fo r the variab les which inc luded in the 

study. A co rrelation matrix was used to examine the relationship between the 

dependent variable and explanatory variables to investigate mult ico linar ity problem 

between var iab les. 

3.4.2. Description and measurements of varia bles 

Acco rding to Creswe ll (2009) , the variables need to be spec ified in quantitat ive 

researches so that it is clear to readers what groups are receiving the experimenta l 

treatment and what outcomes are be ing measured. Bank pro fitabilit y is usuall y 

measured by the return on average assets, return on equity. and net illl erest margin 

which are expressed as a function of internal and external determinallls. The in terna l 

determinants inc lude bank-spec ific variab les. The exte rnal variables reflect 

enviro nmental va riables that are expected to affect the profitability of banks. In thi s 

paper both internal and external va riables are used to investigate the determinants of 

private commercial ban ks profitabil ity. 

3.4.2.1. Dependent variables 

Bank profitab ility was measured by the ratio of the Return on Average Assets (ROA), 

Return on Ave rage Equ ity (ROE), and Net Interest Margin (N IM). All profitability 

measures included in the study are described as fo 1I0ws; 
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Refilm 011 Asset (ROA) 

As Go lin (200 I) po ints out, the ROA has emerged as key ratio fo r the eva luat ion of 

bank pro fitab ility a nd has become the most co mmon measure of ba nk pro fi ta bili ty . 

The fo llowing auth ors a lso used ROA as a measu re of bank profita bi li ty (Y uqi Li 

(2006), Abe baw and Depaack (20 11 ), Berger ( 1995), Indranarai n Ram la ll (2009), 

Imad el 01. (20 I I), To bias a nd Themba (20 I I), Be layneh (20 I I), and At ha nasog lo u el 

01. (2008)). 

The ROA re fl ects the a bility of a ba nk 's management to generate profi ts f-i'o m the 

bank ' s assets. It shows the pro fi ts earned per birr of assets a nd indi cates how 

e ffect ive ly the bank's assets are managed to generate revenues, although it might be 

bia sed due to off- ba lance-sheet act ivit ies. Average assets were used in th is study, in 

ord er to capture any differences that occu rred in assets du ring the li sca l year. ROA 

can be caleu lated as: 

Net Profit After Tax 
Return on Asset eRDA) = A T l verage ota Assets 

This is probably the most important s ing le rat io III co mpanng the efficiency and 

operating per fo rmance o f banks as it indicates the returns ge nerated fro m the assets 

that bank owns. 

Refilm 0 11 Eqllity (ROE) 

A ltho ugh ROA prov ides use ful informatio n abo ut bank pro fit ab ilit y, we have a lread y 

seen that it is not w hat the bank 's owners (equ ity ho lders) care about most. They are 

more concern ed abo ut how muc h the ba nk is earn ing o n the ir equ ity investment, an 
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amount that is measu red by the return on equity (ROE) , the net incomc per birr of 

eq uity ca pital. ROE were used by so me of the fo llowing authors Indranara in Ramlall 

(2009), Bourke ( 1989), Mo lyneux and Thornton (1992), Be layneh (20 11), Andreas 

and Gabrie lle (2009), Athanasoglo u el al. (2008) , and Gu ru el al. ( 1999). 

Ne t Profit After Tax 
Return on E qui ty (R 0 E) = -,-----'-:::---,--::---:--: 

Average Equity Capital 

Net II/terest Margil/ (NIM) 

Another co mmonl y watched measu re of bank profitab ility is ca lled the Net Interest 

Marg in (N IM). the d ifference between interest inco me and interest expe nses as a 

pe rcentage of tota l loans a nd advances which inc ludes depos its with fo reign banks, 

treasury bills and other investments. One ofa ba nk's primary intermediation functions 

is to issue liabilities and use the proceeds to purchase in co me-earnin g assets. If a bank 

manager has done a good jo b of asset and liabi lity manage ment such that the ba nk 

ea rns substant ia l in co me on its assets and has low costs on its liab ili ties. profits wi ll 

be high. 

Net Interest Income 
Ne t Interest Margin (N IM ) = I d d 

To ta Loans an A vance 

How we ll a bank manages its assets and liabiliti es, which is affected by the spread 

between the interest earned on the bank 's assets and interest costs o n its liabi lities. 

T hi s spread is exactly what the net interest margin measures. N IM was used as a 

measure o f ba nk pro fitabili ty by James Ng uyen (2006), Ho and Saunders ( 198 1). 

Angbazo ( 1997), Levine (2004), and C laeys el al. (2004). 
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3.4.2.2. Independent varia bles 

This paper used the major di me nsio ns of a bank's operation: Capital ad equacy, Asset 

quality, Manage ment quality, and Liquidity. T hese var iables can be measured in the 

fo llowi ng formulas; 

.,... Capital adequacy: the study used gross capital to total asset ratio. 

Gross Capital 
Capital adequacy = T I A 

ota ssets 

.~ Asset qua li ty: The ratio of to ta l NPLs to total loa n and advance was used and 

the higher the rat io the lower the asset qua lity. 

Total NPLs 
Asset quality = .,.,--.,-,-----,---,---­

Total Loan and Advance 

.,... Managerial effic ie ncy: The rat io of operating expense to operat ing income was 

use and the higher the ratio the lower the manageria l effic ie ncy. 

Operating Expense 
Manag erial efficiency = --:'----,-. -"--:-'-­

Operatl11g Income 

.~ Liquidity: the rat io of tota l loa ns to tota l depos its was used 

Liquidi ty 
Total Loan 

Total Deposit 

.,... Bank s ize: natura l logar ithm of tota l asset of the bank 
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Bank profitabi lity is also expected to be sens itive to macro economic factors. 

,*" Rea l GOP: The yea rly rea l Gross Domestic Product (G DP) growth rate was 

used 

Table 3. I Description of the var iab les used in the regress ion model 

Variable 

Dependent variab les 

Return on Asset 

Return on Equ ity 

Net Interest Marg in 

Independent var iables 

Capital adeq uacy 

Asset qua lity 

Description Notati Hypot 

on heses 

The retu rn on average tota l assets of the ROA 

bank in year t. 

The return on equ ity cap ital of the bank in ROE 

year t. 

The difference between interest income and NIM 

interest expenses as a percentage of tota l 

assets 

The ratio of gross capital over total assets 

The rat io of total NPL to tota l loan and 

advance 

CA P 

ASQ 

NA 

NA 

NA 

+ 

+ 

Managerial efficiency The ratio of operati ng expenses to operating MGE + 

Liquidity 

Bank size 

GDP 

IIlcome 

The rat io of loans over deposits LlQ 

Natural loga rithm of total asset of the bank LAS 

The yea rly rea l gross domestic product RGD 

(G DP) growth rate 
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M ultiple Lillear Regressioll A llalysis 

A mu ltip le linear regress ion model was used to determ ine the re lat ive importance of 

each independent var iable to determine banks profitability. The p-va lu e o f 

explanatory variables was used to test the hypotheses at a 1%, 5% and 10% 

significance level. The multip le linear regress ions model for ROA, RO E, and NIM is 

shown on equat ions be low. These mode ls were run by using E-views 6 so ftware. The 

seven pri vate commercia l banks financ ia l statement was used to anal yze the 

profitabi lity of private banks in Ethiop ia. The adopted regress ion models are 

presented as fo 1I0ws; 

ROAit = Ci + alCAPit + a2ASQit + a3MGEit + a4LIQit + aSLAS + 

{31 R G D t + e i--------------------------------------------------------------------(I) 

ROEit = Ci + alCAPit + a2ASQii + a3MGEit + a4LIQit + aSLAS + 

{31 R G D t + e i-------------------------------------------------------------------- (2) 

NIMit = Ci + alCAPit + a2ASQit + a3MGEit + a4LIQit + as LAS + 

{31 R G D t + e i----------- ------------------------------------------ --------------- (3) 

Where; 

ROA it = return on asset of bank i at ti me f 

ROEit = return on equ ity of bank i at ti me f 

NIMit = net interest margin of bank i at time f 

CAPit = Capita l adequacy of bank i at time I 
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ASQ it = Asset qua lity o f ba nk i at time 1 

MG E it = Manageri al e ffi c ie ncy o f ba nk i 01 ti me t 

LlQit = Liquidity of bank i at time 1 

LAS it = s ize of the bank i at time t 

RGDt = Rea l GD P growth rate at time 1 

Where t = 2002-20 II , C i = constant fo r each bank (fixed effects), a = bank spec ifi c 

factors coe ffi c ients, p= macroeco nomic fa ctor coeffic ients. 

3.5. Model assumptions and data properties 

The following diagnostic tests were carr ied out to ensure that the data fits the bas ic 

assu mptions of linea r regress ion mode l. 

*- No rma li ty: Descriptive statist ics was undertaken to exam ine the distribution of 

data . Upon exami nation the Bera-Jarque (8J) test uses to know the prope n y of a 

no rma lly distri buted rando m var iable that the ent ire di stri butio n is characterized 

by the first two mo me nts the mean and the variance . 

*- Mu lt icol linearit y: differe nt empir ica l studies show d iffe relll argume lll IOwards 

the mulitco li nar ity prob le m. Mashotra (2007) stated that mult ilico llia ntory 

pro blems ex ist when the co rrelation coeffic ient amo ng var iables greater than 

0.75 . Cooper & Schindl er (2009) suggested that a correlation above 0.8 

between exp lanatory va ria bles sho uld be corrected fo r. Lastly. I-la ir el 01. 

(2006) argued that a lso co rre lat ion coe ffi c ie nt be low 0.9 may not ca use serious 
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mult ico lin ary problem. A co rrelation matrix used to ensure the co rrelat ion 

betwee n exp lanatory variab les. Then balanced panel data mode ls are applied to 

co ntrol for multico llinearity. 

~ Heteroscedasticity: Finally, the model was estimated in Eviews assum ing 

cross-section heteroscedasticity to contro l for the poss ible effccts 

heteroscedastic ity in the error var iance. Durbin-Watson (DW) test was used to 

eva luate the problem ofheteroscedasticity. 

3.6. Limitations of methodology 

The mUlt iple regress ions were utilized due to the natu re of the stud y, but also possess 

a major conceptual limitation, which is that the mechani sms govern ing the various 

phenomena are not statisticall y identified. In specific, limitations of methodo logy can 

grouped as the fo llowing. 

3.6.1. Limitations of ratio analysis and data source 

This limitation is resulted fi·om the natu re of ratio analys is. Financial rat io IS an 

express ion or the relationship between two items selected from the income statement 

or the ba lance sheet. Even if ratio analys is helps to evaluate the weak and strong 

po ints in the fin anc ial and manageria l performance. while it does not revea l the 

amount and quality o f its components. Consequentl y, it could mislead the resea rch 

resul ts if there is an improvement on the ratio figure, but it may come fi·om an 

increase or decrease o f the in di vidual co mponents. This stud y was mainly based on 

quant ita ti ve studies. Secondary data are obta ined directly from banks financia l 

statement; therefore it may have potent ial bias I}-om the data source 
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CHAPTER FO UR 

4. RESULTS AND DISCUSSION 

This chapter dea ls with the result s of study which inc lude descr ipt ive statistics of 

var iables, co rrelat ion results for dependent and exp lanato ry var ia bles. diagnosis test 

for the regress ion models, and regress ion ana lys is for three profitability measures: 

return on asset, return on equity, and net interest marg in and d iscuss ion of result s. 

Secondary data ana lys is was do ne by using E-v iews 6 so ftware. Bes ide secondary 

data ana lys is, primary data collected from the managers of private commercia l banks 

are presented, ana lyzed and d iscussed in thi s chapter. Mean and standard dev iat ion 

va lue o f the respondents' perception was used to rank the major determinants of 

profitab i I ity 0 f private commerc ial banks in Eth iopia. 

4.1. Descriptive statistics of va riables 

In this sect ion descriptive stat ist ics for the dependent; Retu rn on Asset (RO A). Return 

on Equity (RO E), and Net Interest Margin (N IM) and explanatory variables involved 

in the regress ion mode l are presented. Mean, maximum, minimum and standard 

dev iat ion values are in cluded in the table be low. These figures are gives overall 

description about data used in the regress ion models. 

The tab le below shows descriptive statistics for all va riab les. Return on Asset. Return 

on Equity, and Net Interest Marg in a ll have a positive mean va lue 2.39. 2 1.3 1. and 

4.85 respectively. There is greater variation in the data set of Return on Equity. 

because some banks are employed more capital, which increases bank 's ROE. Bank 

s ize, liquidity and GOP show high mean va lu e o f 9. 15, 47.43, and 9.26 respective ly. 
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Liquidity which measured by tota l loan to total deposits has been a highest mean 

va lue, that means there is no liquidity prob lem because, the data shows their leve l of 

total deposits greater than the total loans. 

Table 4.1 Descr iptive statistics of variables 

Dependent variab les Mean Max Min Std. Dev 

ROA 2.39 4.68 -2.37 1.42 

RO E 2 1.31 42.29 -3.58 11 .3 1 

NIM 4.85 8.33 2.63 1.43 

Independent Variables Mean Max Min Std. Dev 

Capita l adequacy 0.60 10.15 0.06 1. 77 

Asset quality 5.89 14.75 0.00 2.74 

Manageria l efficiency 0.48 1.93 -0.01 0.35 

Liqu id ity 47.43 128 .57 20.34 18.98 

Bank size 9. 15 10.17 4.86 1.06 

GDP 9.26 12.70 -2.10 4.70 

Source: E-views Olltput from private banks financ ial starements 

As it can be seen from the above table, Return on asset has mean va lue of2.39. which 

is lowest as compared to that of other dependent variab les. The standard dev iation 

1.42 and range 7. 15 showed that there was lowest va riab ility in the data for the 

profi tab ility measures. Ret urn on eq ui ty has average va lue of21.31 it is the highest of 

a ll dependent va riables. The standard dev iat ion 11.3 1 and range of 45.87 showed high 

variabi lity. Lastly, Net Interest Margin mean was 4.85 and ranked as a moderate 

average value. The standard deviation 1.43 wh ich is not far from mean va lue and 

showed moderate variability as compared to other dependent variab les. It means that 

almost all pri vate commercial banks are apply ing relatively consistent interest rate on 
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a ll ki nds o f fi nances and few variat ions were o bserved in net interest margi n. Thus. 

the ir net interest income is a lmost similar because the Nat iona l Bank o f Ethiop ia is set 

the interest rate for banks. 

Explanatory var iab les a lso displayed in table 4. 1, above and s ix explanatory variab les 

w hic h are expected to determin e the pro fitability of pr ivate commerc ia l ba nks are 

exhibited ; cap ita l ad equ acy, asset qua lity, manageria l effic ie ncy, liquid ity, ba nk s ize, 

and GOP ha ve d ifferent characteristics. 

Capital adequacy has the seco nd lowest mean value o f 0.60; the ra nge was 10.2 1 

wh ich show moderate variab il ity, and the moderate standard deviat io n o f 1. 17 as 

compared to other independent var ia bles. T hi s sho ws that the data was co nsistent 

because the standard deviat ion va lue is not mu ch far from the mea n va lue. The cap ita l 

adequacy mea n va lue results suggest that abo ul 60% of the tota l assets o f pri vate 

co mmerc ial ba nks were fi nanced by shareho ld ers fu nds while the re maining 40% was 

fi na nced by depos it liabi li ties. 

Asset qua lity has the average va lue o f 5.89 and the sta ndard dev iat ion va lue o f 2 .74. 

T he minimum a nd max imum va lu e is 14.75 , and 0.00 respecti ve ly. T he mea n va lue o f 

asset qu a li ty indicates that abo ut 5.89 percent of tota l loan a nd ad va nce of pri vate 

comme rc ia l ba nks was co mpri ses no n-per formin g loans. T hu s, private commerc ia l 

ban ks ha ve a good asset qua lity; because the resul t is not far fro m the ave rage value (5 

percent) ofN PL fi'o m their loa n a nd ad vance as repon ed in Access Cap ita l Research 

(20 10). 

Manageria l effic iency has the moderate mean va lue o f 0.48, and the range o f 1.94 

which shows the lowest variabi li ty. the standard dev iatio n va lue o f 0.35 whi ch is the 
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lowest var iab ility as compared to other explanatory variables. The mean va lue 

indicates that pri vate commercial ba nks are e ffi cient because the ir operating expense 

per unit of operat ing return is low, which means for 0.48 birr operating expense there 

is one birr operat ing income. 

The mean va lue of liquidity of private banks was 47.43, and the range of 148.9 1 

which is the highest variabi lity among variables. The standard deviation va lue of the 

var iab le is 18.98, highest deviation as compare to other exp lanatory va ri ab les. The 

mean va lue of liquidity shows that the Ethiopian private commercia l banks was very 

liqu id, two times more than the minimum statutory liquid ity rat io of20 percent set by 

National Bank of Ethiop ia (N BE) in January 2012. 

The bank size plays an important role to mainta in the position ofa bank in the market. 

The size of pr ivate commerc ial banks under this study has mean value of9.IS, and the 

maximum and minimum va lue of 10. 17 and 4.86 respectively. But the standard 

deviation va lue is 1.06 which the third highest va lu e amo ng independent variables. 

These resul ts show that private commercial banks in Ethiopia have a small variat ion 

in their total asset. 

The last indepe ndent va riab le is the leve l rea l GOP growth rate, has the hi ghest 

standard dev iation va lue of 4.07, and the mean va lue of 9.26. The max imum and 

minimum va lue is 12.07 and -2. 10 respective ly. Acco rdi ng to the above table. from 

the independent variab les liqu id ity and GOP growth rate have large standard 

deviation of 18.98 and 4.70 respectively compared with other variab les. It revealed 

that the liquidity in the bank and leve l of GOP growth rate have more signifi cant 

var iance than other explanatory var iab les inc luded in the st ud y. 
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4.2. Correlation analysis between study variables 

In th is sectio n the correlat ion betwee n profitab ility measures; return on asset, return 

on equ ity, and net interest margin and explanatory variables; capital adequacy, asse t 

quality, manageria l efficiency, earn ing abi lity, liquidity, bank s ize, and GDP have 

been presented and ana lyzed. A correlation matr ix used to ensure the co rre lation 

between explanatory variables. Cooper & Sch indler (2009) suggested that a 

corre lat ion coefficient above 0.8 between explanatory var ia bles sho uld be corrected 

for because it is a s ign for multico linearity problem. Mashotra (2007) argued that the 

corre lation coeffic ient can be 0.75. Lastly, Hair el al. (2006) argued that also 

correlation coefficient below 0.9 may not cause seriou s multico linary prob lem. Thus, 

o ne explanatory va ri ables, earning qualit y have been mo re than 0.8 co rre latio n 

coeffi c ie nt w ith bank s ize, the var iab le was exc lu de from the regress io n model to 

contro I mu lticu I inear ity pro blem. 

4.2.1. Correlation analysis between return on asset and 

explanatory variab les 

The ROA reflects the ab ility of a bank 's manageme nt to generate profits from the 

bank 's assets and this profitabil ity measure is corre lated with other exp lanato ry 

variables either positive ly or negat ively. In table 4.2 below, the corre lation analys is 

was undertaken between profitability measure; return on asset and explanatory 

va riables; cap ita l adequacy, asset qua lity, managerial e ffi c ie ncy, liquid ity. bank s ize . 

and GDP. 
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As it can be seen ITom the table below, there was a pos itive correlat ion between return 

on asset and capita l adeq uacy, managerial efficiency, asset qua lit y, bank size, and 

GOP. Whereas, there is a negat ive co rre lat ion between private commerc ial banks 

profitability measure; return on asset, and liquidity. That means the more the ratio of 

loan to depos it ratio of banks, the less the ROA of pr ivate commercial banks in 

Ethiopia. This relat ionship support the statement given by Hempel et ai, ( 1994) a high 

liquidity ratio indicates a less risky and less profitable bank. 

Table 4.2 Correlation matrix: ROA 

ROA CAP ASQ MG E L1 Q LAS RGO 

ROA 

CA P 0.284 

ASQ 0.109 -0.196 

MGE 0.739 -0.362 0. 181 

LlQ -0.074 0.301 -0.280 -0.019 

LAS 0.690 0.582 0.1 65 0.687 -0. 188 

RGO 0.468 0.1 11 -0.05 1 0.118 0.288 0.Q35 

Source: £-views Olltpllt from private banks financial statements 

As per the tab le above, the correlation coeffic ient between return on asset and asset 

quality was 0. 11 which is the smallest positive coeffic ient as compared to other 

vari ab les, thi s mean that private commerc ial banks asset quality has sma ll assoc iation 

with pro fitab ility which support s argument that private commercial banks ha ve weak 

lend in g practice, which in turn have impact on asset qua lity. But. manageria l 

effic iency and return on asset has highest positive correlation coeffi c ient which is 

0.74. This result shows that the managerial effic iency of private commercia l banks 
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wh ich measured by the ratio of operating expense to operat ing IIlcome ha ve 

s ign ificant relationship w ith the profitability measured by return on asset. 

4.2.2. Correlation analysis between return on equity and 

explanatory variables 

Return on Eq uity (ROE), the net income per birr of equity capita l, which is more 

concerned about how much the bank IS earning on their equity in vestment. The 

co rre lat ion ana lys is was done between profitabil ity measures; return on equity and 

exp la natory var iables; cap ital adequacy, asset quality, managerial effic iency, earnin g 

ab ili ty, liquidity, bank s ize, and GOP. 

Table 4 .3 Correlat io n matr ix: ROE 

ROE CAP ASQ MGE LlQ LAS RGO 

ROE 

CAP 0.268 

ASQ 0.11 1 -0. 196 

MGE 0.504 -0.362 0.181 

LlQ -0 .069 0.3 0 1 -0.280 -0.0 19 

LAS 0.669 0.583 0. 165 0.687 -0. 188 

RGO 0.48 1 0.1 11 -0.051 0. 11 8 0.288 0.035 

Source: E-views output from private banks financial statements 

As described in the above table there is a pos iti ve re lationshi p between return on 

equity and capi ta l adequacy, asset quality, manager ial effic iency. bank s ize and GOP. 

Bank s ize which was measured by loga rithm of tota l asset has a co nsidera ble 

re lat ionship w ith ROE (a coeffi c ient of 0.669), s ince private banks are more 

concerned to increase their capital investment their net profit per b irr of equity capital 
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In creases. Size is close ly re lated to the cap ital adequacy o f a bank since relative ly 

large banks tend to raise less expensive capital and hence it appea rs more profitable. 

Manageria l effic iency also sign ificantly co rre lated with ROE. While, there is a 

negat ive corre lat ion of -0.069 between return on eq uity and liquidity. Liquid ity has 

similar imp licat ion like retu rn on asset. which means although more liqu id assets 

increase the ability to raise cash on short -not ice ; excess cash in the bank is increase 

the leve l of non-earning asset. 

4.2.3. Correlation analys is between net interest margin and 

explanatory variables 

One of a bank's primary in termed iation functions is to issue liabilities and use the 

proceeds to purchase income·earn ing assets, and Net Interest Margin (N IM) can be 

measured as the difference between interest income and interest expenses as a percentage 

of total assets. The co rrelat ion ana lys is betwee n pro fitability measures; net interest 

marg 111 and explanato ry variables; capital adequacy, asset quality, managerial 

effi ciency, ea rning abi lity, liquidity, bank size, and GOP was done. 

According to the tab le 4.4 below, there is a pos iti ve correlatio n between net interest 

margin and exp lanatory variab les ; capital adequacy, manageri al e ffi c iency, liqu idity, 

and GOP leve l. Real GOP growth rate is highly co rrelated with NIM as compared to 

other explanato ry va riables, since there is a higher dema nd for bank credit in ti mes of 

economic betterment in tu rn intermediatio n fu nction o f banks will enhance. Whereas. 

Asset qua lity and bank size have negative co rrelation coeffi cient with net interest 

margin, which indicates that the spread between the interest ea rned on the bank 's 
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assets and the interest costs o n its liabilities are not correlated wit h qu al ity of asset s 

and the s ize of private commerc ial banks in Ethiopia . 

Table 4.4 Correlation matrix : N IM 

NIM CAP ASQ MGE LIQ LAS RGD 

N IM 

CAP 0.025 

ASQ -0.166 -0 .196 

MGE 0. 171 -0.362 0.181 

LIQ 0. 149 0.301 -0.280 -0.0 19 

LAS -0.197 0.583 0.165 0.687 -0. 188 

RGD 0.255 0.111 -0.051 0. 11 8 0.288 0.035 

Source: E-views Olltp"t ji-om private banks financial sfOtements 

4.2.4 . Correlation analysis between explanatory variables 

The correlation betwee n exp lanatory var iables; cap ital adequacy, asset qua lity. 

managerial effic iency, liqu idity, bank size, and GDP included in this stud y arc 

presented and analyzed . 

Accord ing to tab le 4.5 belo w, the size o f private commercial bank w it h manager ial 

e ffic iency and capita l adeq uacy is highly co rrelated as co mpared to othe r exp lanatory 

variab les included in this study w ith the coefficient of 0.687 and 0.583 respecti vely. 

Since their coeffic ient is less than 0.70 we can concluded there is no series 

mu ltico linarity prob lem as supported with empirica l ev idence; Mashotra (2007) 

argued that the corre latio n coe fficient can be 0.75 . Coo per & Sch indler (2009) 

suggested that a correlatio n coefficient above 0.8 sho uld be corrected for . Lastly. Hair 
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et al. (2006) argued that also correlation coefficient be low 0,9 may not caLise se rioLis 

multico linarity problem, 

As present ed in table 4,5 below, cap ital adequacy has a posit ive co rrelation coefGc ient 

with GOP and liquidity, But, it has a negati ve corre lation coefficient va lue of -0 , 196, 

and -0 .362, with asset quality, and managerial efficiency respective ly, Asset adeq uacy 

has a negative correlat ion coefficient value of with all explanatory variables except 

with managerial efficiency and bank size , 

Table 4,5 Correlation matrix between exp lanatory var iab les 

CAP ASQ MGE L1 Q LAS RGO 

CA P 

ASQ -0, 196 

MGE -0,362 0,181 

L1Q 0,301 -0,280 -0,019 

LAS 0,583 0,165 0,687 -0, I 88 

RGO 0,11 I -0,051 0, 118 0,288 0,035 

Source: E-viell's outpul from private banks financial statements 

As per the above table, manageria l effic iency has a pos iti ve co rrelation coefGcielll 

w ith all exp lanatory variables except with liquidity and capital adequacy, Liquid it y is 

negat ive ly co rre lated with asset quality, managerial e fficiency, and bank size. but it is 

positi ve ly co rrelated wit h capital adequacy and GOP, The size of private co mmerc ial 

bank is positively related with asset quality, cap ita l adequacy, managerial e ffi ciency. 

and GOP, but it is negat ive ly related with liquidity, Last ly, GOP has a negat ive 

correlation coeffi c ient w ith asset quality of banks, But , with the other explanatory 

vari ables it is pos itive ly corre lated, The result is similar with the findin gs of Bourke 

( 1989), and Molyneux and Thornton ( 1992). 
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4.3. Regression analysis results and discussions 

In this sectio n regress io n ana lys is for banks pro fitabilit y measures; return on asset, 

return on equity, and net interest margi n have been undertaken to understand the 

re lationshi p between determinant s of bank profitability a nd explanato ry va riables. 

Th ree regress io n ana lyses were done to examine the re lationship betwee n pro fitabi li ty 

measures and independent var iab les. According to Chris brooks (2008). if th e p-va lue 

for the Hausman test is less than I %, indicating that the random effects mode l is not 

appropriate and that the fixed e ffect s specification is to be preferred. Due to this fa ct, 

after running rand o m effect model regress io n, p-va lue fo r the Hausman test (see 

Append ix 2) was less than I %, so running fixed effect mode l is appropriate. 

The Fixed Effect mode l assumes that the marg in a l effects of the exp lanatory va riab les 

on the dependent uni t are the same fo r all units ( i. e. banks). The constant term is 

a llowed to vary a mo ng the banks to account fo r the differe nces between units. These 

constant terms capture a ll unobserved c haracteristics that differentiate the units from 

each other. Since, fo r example, un ique differences and cross sectio nal variation 

between banks ca n p lay an important ro le in exp laining the va riation in ROA or ROE 

amo ng banks. 

The mode l al so ass um es that the error terms are homoskedastic and unco rre lat ed both 

over t ime a nd acro ss banks. An advantage o f the F ixed Effect method is that it leads 

to co ns iste nt estimates eve n if the t ime-invaria nt compone nt of the error term is 

corre lated with the regressors. It has a lso been shown that the Fixed Effect estimat or 

is co ns istent eve n w he n the Ra nd om Effect model is va lid or eve n if the tim e-
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invariant component of the error term is co rrelated with the regresso rs (as James 

Nguyen (2006) quoted from Johnston and Dinardo (1998)). 

4.3.1. Diagnosis tests 

T he study was test the C lass ica l Linear Regression Mode ls (CLRM) assumpt io ns. 

after runnin g three regress ion mode ls; for return on asset. return on equity, and net 

interest margi n. As per Chr is brooks (2008) , the fi rst assumption requ ired that the 

average va lu e of the errors is zero (E (ut) = 0). In fact, if a constant te rm is inc luded in 

the regressio n eq uat ion, th is assumption w ill never be vio lated. Since, no inte rcept 

parameter witho ut co nstant term the fir st assumption wi ll never be go agai nst that 

mea ns there is no potentiall y severe biases in the s lope coeffic ient est imates in the 

regress io n mode l. 

Hetf'osce(/asticity test: white lest 

The seco nd assumpt ion ofCLRM stated that the var iance of the errors is co nstant. 0'2 

this is known as the assumption o fho moscedastic ity. If the res idua ls of the regressio n 

ha ve systematically chang in g varia bility over the sa mple, that is a s ign of 

heteroscedasticity. White test was used for general test of heteroscedastic ity. S in ce, 

tab le 4.6 belo w, shows that the test result for tlu'ee regression analys is ' s p-va lues are 

co nsiderab ly in excess of 0.05, we can say that there is no evidence for the prese nce 

of hetro scedast ic ity. 
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Tab le 4 .6 Hetroscedastic ity test : white test result 

Return o n Asset Return on Eq uity Net Interest Ma rgin 

F-statistic 2.239854 2.68770 I 1. 957777 

Pro b. F(6,59) 0.10 16 0.0725 0.0864 

Obs* R-squared 12.24452 14.16722 10.95853 

Prob. Chi-Square(6) 0.0567 0.0978 0.0897 

Sca led expla ined SS 9.82232 2 1.9 1022 7.526596 

Prob. Chi-Square(6) 0. 1323 0.08 13 0.2749 

Source: E-views OlilpUI from private banks financial Slalemenls 

A /ltocorrelatioll test: D/lrbill- Watsoll (D W) test 

Acco rdi ng to Chris brooks (2008), assumption three said that the CLRM ' s disturbance 

terms is the covariance between the error terms over time (o r cross-sect ional ly. for 

that type of data) is zero. In other words, it is ass umed that the errors are uncorrelated 

w ith one another. In additio n he said that if the errors are not unco rre lated w ith one 

another, it wo uld be stated that they are ' autoco rre lated' or that they are 'seria ll y 

co rre lated '. To test this assumption the Durbin- Watso n (DW) statistica l test was 

app lied. 

As table 4.7 be low indicates that the DW test result was 2.1 1, 1.72. and 1.53 fo r the 

three profitab ility measure; return o n asset, return o n eq uity, and net interest marg in 

respecti ve ly. This ind icates that there was no serious ev idence of autocorrelation in 

the data s ince the D W test resu lt is not fo r fro m two, because Chris brooks (2008) 

po inted out the there is no autoco rrelation pro blem if the DW is near 2. 
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Table 4 .7 Durbin- Watso n test results for the regress io n models 

Return on asset Return o n equity Net interest marg in 

Durbin- Watson test 2. I I 1.72 1. 53 

Source: E-views olltputji-om private banks financial statements 

The forth CLRM assumption is not vio lated, S ince E (1I) = 0, this express io n w ill be 

zero and therefore the est imato r is st ill unbiased, eve n if the regressors are stoc hast ic. 

Chr is brooks (2008) added that it turns o ut the Ordinary Least Square est imator is 

cons istent and unb iased in the prese nce of stochastic regresso rs, provided that the 

regressors are not correlated with the error term of the estimated equation. 

Normality (es(; Bera-Jarque (BJ) (est 

Fi na ll y, a ssumption five requ Ire to check whether the disturbances are no rmally 

distributed or not. According Chris brooks (2008), one of the most co mmo nl y app li ed 

tests for normality is the 8era-Jarque (8J) test. 8J uses the pro pel1y of a normall y 

distributed random variab le that the enti re distributio n is characterised by the first two 

moments, the mean and the variance. If the res idua ls are norma lly distributed, the 

histogram sho uld be bell-shaped and the 8era-Ja rque statist ic would nOI be 

s ignificant. T hi s means that the p-val ue g iven at the bottom of the normality test 

screen should be bigger than 0.05 to not reject the null of normality at the 5% level. 
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Table 4.8 8 era-Jarque stat istics result for the regress io n mode ls 

ROA ROE N IM 

Pro babi lity Jarqu e-8era statistic 0.68 0.75 0.77 

Source: E-views Olltput Fom private banks financial statements 

Thus, the study were test for this assumption and as it can be seen from the above 

table, th e 8 era-Jarque resu lt was a probability o f 0.68 for return on asset regress ion 

mode l, 0 .75 fo r return on equ ity regress io n model, and 0.77 for net interest marg in 

regress ion mode l, thi s implies that the inferences we made about the coe ffi c ient 

estim ates was app ropr iate. 

4.3.2. Regression analysis between return on asset and 

explanatory variables 

To exa mine the re lationship between pro fita bility measures a nd explanatory variables 

three regress io n ana lys is were run . T he fi rst regression ana lysis was undertaken to 

in vestigate the re lat io nship between ROA and inde pend e nt va ria bles. This regress io n 

mode l was applied: 

ROA = -9.9 + 0.15CAP + 0.25ASQ + 0.78MCE + O.OlLlQ + 1.1 8LAS + 

0.09 R C D ------------------------------------------------------ -------------(1 J 

In the fo llowing table coeffi c ie nt s, stan dard erro rs, t-va lues, and p-va lues for 

explanarory variables, and R-squ ared, Adjusted R-squ ared, Standard Error of 

regress ion, F-statisti c, Pro b (F-stati stic) for the regress io n. and number of 

o bservations inc luded in the study are prese nted . 
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Table 4.9 Regression ana lys is result between ROA and explanatory variab les 

Coefficient Standard error t-va lue p-value 

C -9.927832 3.657338 -2.714496 0.0089 

Capital adeq uacy 0.147898 0.067563 2. 189025 0.033** 

Asset quality 0.245768 0.6 13518 0.400588 0.690 

Manageria l effic iency 0.775045 0.145777 5.316634 0.000** * 

Liq uid ity -0.005320 0.004070 -1.307147 0.197 

Bank s ize 1.178303 0.223084 5.28 1883 0.000*** 

GOP 0.089835 0.0 I 5638 5.744680 0.000** * 

R-squared 0.72349 

Adjusted R-sq uared 0.690427 

S.E of regression 0.510739 

F-statistic 37.38744 

Prob(F -stat ist ic) 0.0000*** 

Number of obser. 66 

***S ignifica nt at 1 %; 

**Significant at 5%; 

* S ign ifi ca nt at I 0% 

Source: E-views output Fom private banksfinancial statements 

As it can be seen fro m the above tab le, managerial effic iency, bank size and level 

G OP growth rate are statist ica ll y s ignificant at I percent s ig ni fica nt level. cap ita l 

adequacy was stat istica lly s ig nifi cant at 5 percent w ith return on asset. T hese results 

are s imilar wit h the findin gs of Tobias and Themba (20 11 ), Indranara in Ramla ll 

(2009), and Andreas and Gabrie ll e (2009), Be layneh (20 II ), and Athanasoglou el al. 

(2008), which mea ns manage ment of operating expe nses to inco me, tota l asset of 

banks, and real GO P growth. ha ve great contribution to improve the ir profitabi lity. 

T he result a lso shows that private commerc ial ban ks should focu s to raise the ir capital 
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level to enhance their profitab ility. Because, it support the argument that well 

capitalized banks face lower cost of bankruptcy and lower need for external fundin g 

espec ially in emerg ing economies where external borrowing is difficult and costly. 

Likewise, capita l strength makes a significant contribution to the profitab il it y o f 

private commercial banks in Ethiopia and thi s finding also similar with the findin g of 

Abebaw and Depaack (20 11 ), Berger ( 1995) , Ind ranarai n (2009), and Imad el al 

(201 1). 

All explanatory variab les have a positive re lationsh ip with return on asset in 

agreement with the hypothesis except liquidity, low coefficient of -0.005 shows that 

liquidity has weak impact on the profitability of private commercial banks and an y 

increase in liquidity leads to poor profitab il ity. A positive coefficient of capi tal 

adequacy (0. 147) im plies that an increase in capita l leads to increase profitability. The 

manage rial effic iency has a po s itive coeffic ient of 0.775 ; this mean s operatio nal cost 

effic iency leads to better profitability. Sim ilarly, bank s ize and GDP have a pos itive 

coeffic ient of 1.178 and 0.089 respectively. This means any increase in these 

var iables leads to increased in profitability ofprivate banks in Ethiopia. 

The result is consistent with the findings o f Yuqi Ii (2006), Mo lyneux and Thorn ton 

( 1992), and Guru e/ al ( 1999). Asset qua lity and liquidity leve l o f pri vate cO lllmercial 

banks included in this study has no significant relat ionship with return on asset. in 

co ntrast. with Bourke (1989). But Illany previous stud ies for instance Y uq iii (2006). 

and Tob ias and Thelllba (20 11 ), stated that Poo r asset quality and low leve ls of 

liqu id ity are the two major causes of bank failures. Tobias and Thelllba (20 11) added 

the many of the financia l institutions in Ke nya that were co ll apsed in 1986 due to 
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no n-perform ing loa ns and that most of the large r bank-failures, invo lved extens ive 

in s ider lend ing. 

R-sguared is measured the good ness of fit of the exp lanatory variables in expla ining 

the variat ions in banks profitabil ity measure ROA. As c learly desc ri bed in Tab le 4.9 

R- sguared va lue for the regress ion mode l was 0.72. This indicates the explanato ry 

var iables in this study jo intly exp lain about 72 percent of the variation in the 

profitab ility measure, return on asset. T he rema ining 28 perce nt o rthe va riation in the 

profitab ili ty of private banks explained by other va riables whi ch are not inc ludcd the 

mode l. Therefore, these explanatory variables together, are good explanatory 

variab les of the profitability of private co mmercia l banks in Ethiop ia. Bes ide this F­

statistics (37.3 9) which is the used to measure the overa ll test of s ignificance of the 

model was presented. and nu ll hypothesis can be clearly rejected s ince the p- va lu e is 

0.0000 which is sufficient ly low, the mode l is we ll fitted at I percent level of 

significance. 

4.3.3. Regression analysis betwccn retnrn on equity and 

explanatory variables 

The second regress ion ana lys is was done to know how mu ch the bank is earnin g on 

the ir equ ity in vestment, an amount that is measured by the return on equity (ROE) in 

relation w ith explanatory variables inc luded in thi s study. Thi s regress ion model was 

used: 
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ROE = -2.17 + 0.2 6CAP - l.92ASQ + 4.34MGE - 0.09LlQ + 4.SSLAS + 

1.0SRGD ------------------------------------------------------------------(2) 

Tab le 4. 10 Regress ion ana lys is resu lt between ROE and exp lanatory var iables 

Coefficient Standard error t-value p-value 

C -2.17298 3.28564 - 1.867862 0.067 

Capital adequacy 0.259346 0.634633 0.408655 0.684 

Asset qua lity -1.9 16444 5.762856 -0.33255 1 0.74 1 

Manageria l efficiency 4.34280 I 1.369306 3. 17 1534 0.000*** 

Liqu idity -0.086980 0.038229 -2.275245 0.027** 

Bank size 4.853988 2.095457 2.3 16434 0.024** 

GOP 1.054440 0. 146890 7. 178447 0.000*** 

R- sq uared 0.703361 

Adjusted R -sq uared 0.660159 

S.E of regress io n 4.797441 

F-stat istic 25.70260 

Prob(F -stat istic) 0.000000'" 

Number of obser. 66 

"'S ignificant at 1%; 

**S ignificant at 5%; 

*Significant at l O% 

Source: E-views Oll/pur from priva/e banks financial sta/emenls 

In the above tab le coefficient, standard error, t-value, and p-va lu e for a ll exp lanato ry 

var iab les and the val ue of R-squared, adj usted R-squared, S.E of regression, F-

stat istics w ith p-value and num ber of observat io ns inc luded in thi s study were 

presented. 

58 



As per tab le 4. 10 above, manager ial effic iency and leve l of GOP has a positive 

re lationship with pro fitability measure; retu rn on equity, and both are statistical ly 

s ignifi can t at I percent significance leve l. Wit h regard to managerial efficiency which 

is usua ll y measured by operationa l expense effic iency, it has strong impact on 

profitabilit y and similar with the findi ngs of Indranarain (2009), Bourke ( 1989) and 

Molyneux and Thornton ( 1992) . In relation to the leve l of GOP the result is cons istent 

with the findings of Belayneh (20 11 ), Andreas and Ga brielle (2009), and 

Athanasog lou et al. (2008). Liqu idity and the size of bank are also statistica ll y 

significant at 5 percent level of significance with return on eq uity. With regard to 

bank size the resu lt is sim ilar with [ndranarain (2009) , and Andreas and Gabrie lle 

(2009). In relatio n to li qu idity as measured by the ratio of total loan to total deposit 

the result is agree with the findings ofYuqi Ii (2006), Molyneux and Thornton (1992), 

and Guru et al. ( 1999). 

Acco rd ing to the above tab le, aga inst to the hypothes is stated in chapter one the 

regress ion ana lys is result ind icated that asset quality and liquid ity have a negative 

re latio nshi p with the bank profitab il ity measure; return on equity. Although, there is 

negative rela t ionship between return on eq ui ty and liquidity, it is significant at 5 

percent significance leve l, which means the more liquidity the bank. the lower the 

pro fitab i I ity. The res ul t is sim i lar with the find ings 0 f Mo Iyneux and Thornto n (1992) 

and Guru el al. ( 1999); they find a negati ve and significant relationship betwee n the 

leve l of liq uid ity and profitability. While, with regard to negative coeffic ient of asset 

qual ity of pri vate banks; it indicates that the poor asset quality leads to lower thei r 

pro fitabi lity, the resul t is similar w ith the finding of Tobias and Themba (20 11). but it 

is not sign ificant. 
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Table 4. 10 also shows th at variations in the dependent var iable for the pro fitabilit y, as 

measured by return on equity, are explained satisfactorily by variations in the se lected 

exp lanatory variables, Because R-squared 0.70, which indicates that explanatory 

variab les inc luded in the stud y together exp lai n about 70 percent of the va riat ion in 

the profitability. The re maining 30 percent variat ion in the profitability of private 

com mercial banks in Ethiop ia is exp lained by other variables which arc not inc luded 

in the stud y. Tab le 4.7 also presented, the val ue F-statistics is 25.70 with p-va lue of 

0.0000, which used to measure the overall significance of the regression mode l. The 

null hypothesis can be clearly rejected s ince the p-value IS 0.0000 which IS 

suffic iently low and we can say that the model IS we ll fi tted at I percent leve l of 

sign i fi ca nee. 

4.3.4. Regression analysis between net interest margin and 

explanatory variables 

Another common ly watched measure of bank pro fit ab ility measure is net intcrest 

margin, the d iffe rence between interest inco me and interest expenses as a percentage 

o f total loans and advance. The last regress ion analys is was do ne to investigate the 

re lationship between net interest margin and exp lanatory variables included in th is 

st udy. This regress ion model was preva ils; 

NIM = 1.48 - 0.36CAP - 2.39ASQ + 0.19MGE - O.OlLlQ + O.4lLAS + 

0.05 R G D --------------------------------------------------------------- (3) 

Table 4. II below presented a ll exp lanatory variables with coefficient. standard error. 

t-value. and p-value, and it also shows the attributes of regress ion mode l like R-
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squa red , adjusted R-squared, S.E o f regress ion, F-statistic value with p-value and 

num ber observation inc lude in the study. 

Tab le 4. 11 Regress ion ana lys is resul t betwee n N IM and exp lanatory variables 

Coefficient Standard error t-value p-value 

C 1.476043 6. 136604 0.24053 1 0.8 108 

Capita l adeq uacy -0 .361487 0.1 24541 -2.902556 0.000*** 

Asset qua lity -2 .3884 10 1. 130909 -2. 111937 0.039*' 

Manager ial effic iency 0. 192524 0.2687 14 0.7 16462 0 .477 

Liquid ity -0.009534 0.007502 - 1.27083 1 0. 209 

Bank s ize 0.4 11955 0.4 112 15 1.00 1799 0.32 1 

GDP 0.05 1774 0.028826 1.796104 0.078* 

R-squared 0.587384 

Adjusted R-squared 0.495282 

S.E of regression 0.941455 

F -statist ic 7.763343 

Prob(F-statist ic) 0.00000*** 

N umber ofobser. 66 

***S ignificant at 10/0; 

**S ignificant at 5%; 

*S ignifi cam atl 0% 

Source : E-views Olltput ji'om private banks financial statements 

From the tab le above, III contrast to the hypothes is, three explanatory var iables, 

capital adeq uacy, asset quality, and liqu idity, have negat ive re latio nship w ith net 

interest marg in, with a coeffic ielll of -0.36, -2.39,and -0.0 I respecti ve ly. Thi s means 

any in crease in capital positio n, poor asset quality of private banks. and having more 
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liquid asset leads to lower profitab ility. N IM was negative ly related with capital 

adeq uacy and the resu lt is cons istent with the findings of James Nguye n (2006). 

Whi le, in agreement with the hypothesi s done in c hapter o ne. the rest three 

exp lanatory variables, managerial efficiency, bank s ize, and GDP, ha ve a pos it ive 

re lationship wit h N IM, with a coefficient of 0. 19, 0.4 1, and 0.5 respectively. The 

stud y fou nd that a I % increase in operational costs could results in 0.19% decrease in 

profitabi li ty. With regard to bank size the resu lt is s im ilar with the findi ngs of James 

Nguyen (2006). 

As it ca n be see n from the above table, the on ly exp la natory var iab le statistically 

sig nificant at I percent level of s ignificance was cap ita l adequacy, but it was 

negative ly re lated w ith net interest marg in and the res ult is concur with finding of 

Ja mes Nguyen (2006) . Asset qua lity of pr ivate banks is stat ist icall y s ignifica nt with 

net interest ma rgin at 5 percent leve l of s ignificance, but it has a negat ive re lat io nship 

with the profita bil ity measure, the result is s imilar w ith the findin g of Tobias and 

Themba (20 11 ). Lastly, level ofGDP growth rate is a measure of the tota l economic 

activity and is expected to have an impact on numerous fa cto rs related to the supply 

and demand for loans and depos its. It is statistica lly sig nifi ca nt at 10 percent level of 

s ig ni ficance and it is has a pos itive re lat io ns hip with net interest marg in . T he resu lt is 

cons istent with the find ings of And reas and Gabrielle (2009) , Atha nasog lou el 01 

(2008), and Yuqi Li (2006). 

Table 4. 11 revea ls that a small exp lanatory power of the regress io n mode l as opposed 

to other regression model. T he R-sq uared val ue is 0.58 , w h ich indicates that 

explanatory var iab les included in this study co llective ly exp lain about 58 percent the 

va riation in the profitab ility measure, net interest marg in . The remai nin g 42 percent of 
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the variat ion in the profitabi lity of private commercial banks in Eth iop ia is expla ined 

by other exp lanatory variables which is not included in this st ud y. In addition to this, 

Tab le 4. 11 descr ibed, the va lue F-statistics is 7.76 with p-va lue of 0.0000. which used 

to measure the overa ll significance of the regress ion mode l, since the p-va lu e is 

0.0000 which is sufficiently low. The null hypothes is can be rejected and we can say 

that the mode l is we ll fitt ed at I percent level of significance. 

4.4. Primary data analysis on determinants of bank pl'ofitability 

In th is section primary data gathered fi'o m the managers of pr ivate commerc ia l banks 

through structured survey questionnaire (see appendix I) was ana lyze and discussed. 

Seven private co mmerc ial banks Managers were sol icited to rank the major racto rs 

that determine the profitabi li ty ofpri vate commerc ial banks in Ethiop ia. 

4.4 .1. Respondents ' prufile 

Background in fo rmation of respondents was presented in thi s part. As clearly 

described in Tab le 4.1 2 below, 71.4 percent of survey respondents indicated that they 

have second degree; the remaining 28.6 percent of the respo ndents are first degree 

ho lders. 
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Table 4.12 Respo ndents' pro fil e 

Questions Freq uency Re lat ive Cumulati ve 

frequ ency (%) frequ ency (%) 

Leve l o f Diplo ma 

ed ucation F irst Degree 2 28.6 28.6 

Second Degree 5 7 1.4 100 

Above seco nd degree 

Wo rk 1-5 years 

expeJ'le nce 6- 10 years 14 .3 14.3 

I 1- 15 years 4 57. 1 71.4 

Above 15 years 2 28.6 100 

Tota l 7 100 100 

SOl/rce: Survey Olltput 

In re latio n with wo rk experience of tlie respo nd ent, 57. 1 perce nt of survcy 

responde nts indicated that they had 11 - 15 years of work exper ie nce in the banking 

indu stry. About 28.6 percent of res ponde nt s ind icated that they had more than 15 

years o f banking experience, the rest 14.3 percent of responde nts sa id that they had 

bank in g wo rk exper ience fi'o m 6-10 years. 

4.4.2. Determinants of bank profitability 

Descriptive stat istics (mea n and standard dev iat ions) o f the respondent sco res were 

computed and a na lyzed by comparing these mean scores and deviat io ns among 

respo nde nts. The reaso n for us ing descriptive statistics is to co mpare the d iffe rent 

factors that affect the pro fitability of private co mmerc ia l banks by us ing the mean s 

and stand ard dev iations va lues. Based on th eir wo rk experie nce in the banking 
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ind ust ry and percept ion the fol lowing responses were obtained . In the following table 

the respondent's perception on the determinants of financial perfo rmance of private 

commercial banks in Ethiop ia and ranking was done on each va riable. 

Table 4. 13 Respondents ' percept ion towards private banks profitability 

Determinants of bank profitabil ity Mean Standard Rank 

deviation 

Capital adequacy 1.14 .378 lSI 

Asset quality 1.29 .488 2nd 

Manageria l efficiency 1. 29 .488 2nd 

Earning quality I. 7 1 .488 S lh 

Liquidity 2.00 1.000 6th 

Bank size 1.43 .535 ' rd 
~ 

Loan Performance 1.43 .535 ,rd 
~ 

Technology 1.57 .535 4 1h 

Human capital 1.43 .535 , rd 
~ 

Leve l ofGDP 2. 14 .900 i h 

Inflation 3. 14 1.069 g lh 

Sav in g habit of the society 1.43 .535 , rd 
~ 

Government regulation 1.1 4 .378 lSI 

Source: Survey Olltput 

As it can be seen from the table above, bank cap ital pos ition and govern me III 

regu lation towards the banking industry has very significant impact on the 

profitability o fprivate commercial banks in Ethiopia . Since, both have the same mean 

score of 1.14 with the standard dev iation of 0.378. Asset quality and manageria l 

effi c iency al'e ranked as the second significant factors with simi lar mean and standa rd 

dev iatio n va lues of 1.29 and 0.488 respectively. Likewise, banks size. loan 

performance, human capita l and saving habit of the society are considered as the thi rd 
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determ inants of profitability of private commercial banks, their mean and standard 

dev iation value was 1.43 and 0.535 respecti ve ly. 

Tab le 4.1 3 above a lso displayed that, the technology ado pted by the private banks was 

ranked as the fourth significant factor as compared to other factors with a mean va lue 

of 1.57 with a standard dev iation va lue of 0.53 5. Earning qua lity and liq uidity of 

pri vate commercial banks was ranked as fifth and s ixth s ignificant facror for the 

profitab ility of private banks in Ethiopia. Lastly, leve l of GOP and inflat ion are 

ranked as the seventh and eighth significant variables for the profitability o f private 

commercial banks in Ethiopia. Level of GOP has a mean score of 2. 14 with the 

standard deviation va lue of 0.900, and inflation a lso has a mean and standa rd 

deviation value of3. 14 and 1.069 respect ive ly. 
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CHAPTER FIVE 

5. SUMMARY, CONCLUSIONS AND RECOMMENDATIONS 

In this chapter the major findin gs of the stu dy are summarized; conc lu s io ns are drawn 

based on the findings and reco mmendatio ns are forwarded for the co ncerned bodies. 

5.1. Summary and conclusions 

The main objective of this study was to invest igate the determi nants of profi tab ilit y of 

private co mmerc ial banks in Ethiopia. Spec ific objectives were to determ ine and 

evaluate the effects of bank-specific factors expressed with in the CAM EL framework 

and macroeconomic facto r. Balanced pane l data of s ixty seven observat ions from 

2002 to 20011 o f seve n pri vate commerc ia l banks was ana lyzed usi ng multiple linea r 

regress ions method. In this study. both seco ndary and primary data analysi s to 

invest igate the major determ inant factors 0 f profitabi I ity o f private commercia l banks 

in Ethiop ia was used. With regard to seco nd ary data ana lysis based on the fin ancial 

stateme nt of private banks and three regress ion mode ls were used for three 

pro fitabi li ty measures; (ROA), (ROE), and (NIM). In re lat ion to the primary data 

analys is the structured survey questionnaires were prov ided to se lected managers or 

private commerc ia l ban k. Mean and standard deviation va lue of the respondents was 

used to rank the determinants that affect the profitabi li ty o f private commercia l banks 

in Ethiopia. The major findings or the study results fro m secondary and primary data 

anal ys is are presented as fo llows: 

-f. Descriptive analys is results revea led that a lmost all private co mm erc ial banks 

are applying re lative ly cons istent interest rate on a ll kinds of finances a nd there 
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IS only few vari ations was observed in net interest margin . The capital 

adequacy mean value resu lts suggest that about 60% of the toral assets of 

private commercial banks were financed by shareho lders fund s wh il e the 

remaining 40% was financed by depos it liabilities . The mean value of asset 

qual ity indicates that about 5.89 percent of total loan and advance of private 

commercial banks was comprises non-performing loans. The mean va lue of 

manage rial efficiency in dicates that pri vate commercial banks are efficient 

because their operat ing expense per unit of operating return is low, which 

means for 0.48 birr operati ng expense there is one birr operating income. The 

mean value of liquidity shows that the Ethiopian private commercial banks was 

very liquid , two times more than the minimum statutory liquidity ratio of 20 

percent set by Nationa l Bank of Ethiopia (NBE). 

,j.- In re lation to ROA, managerial efficiency, bank size and leve l GOP growth rate 

have signi fi cant impact on the profitabi lity of private banks. All explanatory 

var iables have a posit ive relationship with return on asset in agreement with the 

hypothesis except liquidity, low coefficient shows that liquidity has weak 

re lationship with profitability. Asset qua lity and liquidity level of private 

commerc ial banks included in this study has no significant re lations hip with 

ROA. The exp lanatory variables included in th is study jo int ly explain about 72 

percent of the variation in return on asset. 

-.I- With regard to ROE as a profitab ility measure for the stud y, managerial 

efficiency and leve l of GOP has a positive relationsh ip and significant at I 

percent s igni fica nce leve l. Liquidity and the size of bank are a lso statistica ll y 

significa nt with return on eq uity at 5 percent significance leve l. Against to the 

hypothesis the regress ion analysi s res ul t ind icated that asset quality and 
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liquidity have a negat ive relationshi p with return on equity. Altho ugh, there is 

negati ve relationship between return on equ ity and liquidity, it is significa nt , 

which means the more liqu idity the bank, the lower the profi tab ility. 

~ Capita l adequacy was negati ve ly related with NIM and it is signi ficant at I 

percent s ignificance leve l. While, in agreement with the hypothesis done in 

chapter one, the rest three explanatory variab les, manageria l effi ciency, bank 

size, and GOP have a positive relationship with NIM. Asset qualit y of private 

bank s was statist ica ll y significant at I percent with net interest margin, but it 

has a negati ve relat ionship with NIM . Lastly, leve l of GOP was statistica ll y 

signifi cant at 10 percent and it is has a pos itive relat io nshi p with net interest 

marg in . The exp lanatory variab les included in thi s model co llecti ve ly ex plai n 

abo ut 58 percent of the variat io n in the profitab ility measure, NIM. 

8 ased on the findings it can be concluded that manageri al effi ciency, bank size . leve l 

of GOP, and capital adequacy have signifi cant im pact on ROA ; which meanS any 

increase (decrease) on the val ue of these variables leads to an increase (decrease) on 

profitabilit y o f private commercia l banks in Ethiopia. Managerial e ffi ciency, liquidity, 

bank s ize and GOP have significant influence on RO E and except with the liquidity 

all these va riables have pos it ive relationship with profitability of pri vate banks. 

Lastly, cap ital adequacy, asset quality and GDP have considerab le re lationshi p with 

NIM, except leve l of GOP all these vari ab les have a negati ve co rrelat ion with 

pro fitabilit y. 

Based on primary data analys is bank capital position and reg ulat ion towards the 

bankin g industry has ve ry significant impact on the profi tab ili ty of pri vate 

commercia l banks. Asset qua lity and managerial effic iency are ranked as the second 
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sig nificant factors. Likewise, banks s ize, loa n performance, human capita l and saving 

habit of the soc iety are co ns idered as the third determina nts of profitabi l ity 0 f private 

co mmercial banks. Last ly, leve l ofGDP and in flat ion are ranked as the sevent h and 

e ighth sig nifi ca nt var ia bles for the profita bility of private co mmercial banks in 

Ethiopia. Thu s, it can be co nc luded that profitability in the Ethiopian banking sector is 

large ly driven by capital pos ition and regulatio n than other interna l and externa l 

factors. 

5.2. Recommendations 

In order to ho ld up ri sky surprises and maintaining financ ia l sta bility, it is vital to 

identify the determ inants that most ly influence the overa ll performance of private 

commerc ia l banks in Ethiop ia. Therefore, based o n the study resu lts I wo uld like to 

forward the fo llowin g reco mmendations for the concerned bodies . 

..... Management bodies of private commerc ia l ban ks sho uld stri ve to strengthen 

the bank specifi c fa ctors like capital pos it ion, managerial effic iency, asset 

quality, and bank size. Because, The co mpetition beco me tough s ince increase 

in new e ntrant to the market, banks are increasing ly being substituted by the 

genera l public as a so urce of fund s by new share compa nies be in g establi shed 

in a variety of secto rs, and the micro-finance indust ry co ntinues to show rap id 

growth . 

..... Tight governm ent regulations toward s the banking sector were o ne o f the majo r 

determin a nts factors fo r the pro fitability of pri vate co mm erc ial ba nk s. 

Acco rd ing ly, government bodies should see the adverse effect of the po licies 

imposed on the banks for existing pri vate banks as we ll for the new e ntrants. 
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For instance, new directive o f NBE towards capita l reserve requirement. 

liquidity pos ition of banks reduced the deposit growth rates from 30-3 5 to 20-

25 percent per yea r as stated in access capita l re search (201 1), and tight cred it 

po licies may create or wo rsen an ex ist ing inflat iona ry s ituation and make 

rea li stic interest rate leve ls diffi cult to achieve. 

'*- In genera l, as many literatures SUppOltS financial intermediation in Et hiopia is 

still in its early stages even by the standards of other low- income countries: 

more than 90 percent of the popu lation is un ba nked (versus an ave rage o f60- 70 

percent elsewhere in Afr ica); and many other metrics such as the total num ber 

of banks, banks contribut ion to GOP, bank acco unts per person, branches per 

person, and bank credit per person are lower in Ethiop ia compared to other 

African countries. Thus, private commerc ial banks should foc us to reach this 

unmet de mand of fi nance by adjust ing the ir strategy with the gove rnment 

regulat ion. 

'*- At last, this study investigates the determinants of profitab ility of pri vate 

commerc ial banks in Ethiopia. But, the var iab les inc luded in the study were not 

exhaustive. Future researchers co uld include other bank specific and 

macroeconomic va riab les such as inflat ion and exchange rates in the regress ion 

mode ls. 
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APPENDIX: 1 

Addis Ababa University 

School of Public and Business Administra tion 

Department of Management 

Program of Master of Business Administration in Finance 

Dear respondents 

Thi s questionna ire is prepared to managers of pr ivate co mmercia l Banks. The 

objective o f the qu estionna ire is to collect in fo rmation about the determinants o f 

profita bili ty of private co mmerc ial banks in Ethiop ia. 

Note: 

,/ No need of writ ing yo ur name 

,/ T he in fo rmat io n you prov ide wi ll be va luab le for the successes of the resea rch 

paper. Please be honest and objecti ve while fillin g the quest io nna ire. 

,/ The in fo rmatio n yo u g ive is used o nl y for academi c purpose and will be kept 

confid entia l. 

Tlulllk YOII ill advallce for YO llr cooperatioll . 

Part one: Demographic information 

I. Leve l of edu cation 

A. Diplo ma C. Second Degree 

B. First Degree D. Above seco nd degree 
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2. Work experience in the banking industry 

A. 1-5 years C. I I- I 5 years 

B. 6- 10 years D. More than 15 yea rs 

Part two: Determ inants of Banks profitability 

I. The major factors that affecting pri vate commerc ial banks profitab il ity in Eth iopia 

are li sted be low. After yo u read each o f the factors, eva luate them in relation to 

yo ur bank experience and then put a tick mark (") under the cho ices below. 

5=stl"Ongly agree 4=agree 3=undec ided 2=d isagree I =stl"Ongly d isagree 

Agreement sca le 

Key va ri ables I 2 3 4 5 Remark 
S. No 

I. Cap ita l adeq uacy I 

2. Asset quality 

3. Manager ial effic iency 

4. Earn ing quality 

5. Liq u id ity management 

6. Bank size 

7. Loan performance 

8. Techno logy 

9. Human capita l 

10. leve l o f GO? 

II. Innat ion 

12. Saving habit of the soc iety 

13. Government regulation 
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APPENDIX: 2 

Correlated Random Effects - Hausman Test 

Equation: RAN 

Test cross-section random effects 

Chi-Sq. 

Test Summary Statistic Chi-Sq. d.f. 

Cross-section random 60.962399 6 

•• WARNING: estimated cross-section random effects variance is zero. 
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Prob. 

0.0000 




