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ABSTRACT 

This study investigates the impact of Ethiopian banking investment strategies on stock market 

liquidity, with a focus on institutional behavior and evolving market dynamics. Given 

Ethiopia’s current efforts to establish a formal stock exchange, the role of banks—as key 

institutional investors—is particularly relevant to understanding market liquidity. Grounded 

in Market Microstructure Theory, Liquidity Preference Theory, and Behavioral Finance, the 

research explores how factors such as the regulatory environment, macroeconomic context, 

market infrastructure, and risk appetite influence banking investment behavior. The research 

employs a quantitative design, using secondary data collected from annual reports and 

regulatory filings submitted to the National Bank of Ethiopia (NBE). The sample includes 

seven major private commercial banks (e.g., Dashen, Awash, Abyssinia), selected using 

random sampling to ensure representativeness and minimize bias. Key financial indicators 

used in the analysis are Return on Assets (ROA), Debt-to-Equity Ratio (D/E), and Free Cash 

Flow (FCF) as independent variables, with Dividend Payout Ratio (DPR) representing stock 

market liquidity as the dependent variable. Descriptive statistics and regression analysis were 

employed as the main tools of analysis. The findings reveal significant variation in banks’ 

investment and dividend behaviors, influenced by risk tolerance, regulatory pressures, and 

profitability levels. These results validate the hypothesis that strategic financial decisions by 

Ethiopian banks have a significant effect on stock market liquidity. This study contributes to 

the limited empirical literature on emerging markets and provides actionable insights for 

investors, regulators, and policymakers aiming to foster a more liquid, transparent, and 

efficient stock market in Ethiopia. 

 

 

 

 

 

 

Keywords: Banking Investment Strategies, Stock Market Liquidity, Institutional Investors, 

Ethiopia, Market Microstructure Theory, Liquidity Preference Theory, Behavioral Finance, 

Financial Performance Indicators, Dividend Payout Ratio, Emerging Markets 
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CHAPTER ONE:  
 

1.1. Background of the study  

Stock market liquidity is most crucial to effective capital market functioning, with 

implications for investors to be in a position to buy or sell securities without inducing 

important price impacts. In such emerging nations like Ethiopia where banking is the most 

dominant financial industry, being aware of the way investment behavior of institutions has 

the potential to influence market liquidity is most crucial to promoting capital market growth 

and financial inclusion. 

Ethiopia's capital markets are bank-based with the commercial banks as the main 

intermediaries of capital. The Ethiopian Securities Exchange (ESX), although established in 

2024, the capital markets of the country are underdeveloped and the market is shallow in 

terms of liquidity relative to more developed markets (National Bank of Ethiopia, 2024). 

Institutional investors, and specifically banks, will be asked to take the primary role in the 

early stages of the development of capital markets by providing capital as well as confidence 

to the system. 

Evidences all over the world have shown that banks, through their portfolio investment 

tendencies, can contribute to or drain stock market liquidity based on their risk appetite, 

regulatory requirements, and asset allocation guidelines (Demirgüç-Kunt & Levine, 2001). In 

advanced economies, institutional investors drive market liquidity by virtue of massive trades 

and information efficiency (Chordia, Roll, & Subrahmanyam, 2000). Yet in emerging 

markets such as that of Ethiopia, bank risk aversion coupled with regulatory bottlenecks and 

thin choice of available financial instruments might constrain risk-averse participation to 

limit market liquidity. 

In addition, investment patterns followed by Ethiopian banks—portfolio concentration, bias 

toward government securities, or illiquid long-term positions—may determine the type and 

degree of market liquidity. Such patterns depend on monetary policy, macroeconomic 

stability, regulatory conditions, and institutional incentives. Therefore, the news on the 

behavioral pattern of banks in this peculiar financial environment is crucial to identify stock 

market liquidity obstacles and drivers. 
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With the recent modernization and opening up of the Ethiopian financial sector by the 

government to ensure diaspora investment and private equity entry, it is a necessity to 

investigate how investment decisions by banks help in providing liquidity in the newly 

opened exchange. The research aims to bridge the knowledge gap by exploring the pattern of 

investment of the Ethiopian banks in relation to changing market forces and determining its 

significance for the stock market liquidity. 

 

1.2. Statement of the Problem 

  

Although there is greater emphasis on creating strong capital markets in Ethiopia, the 

domestic stock market remains underdeveloped with low liquidity levels and thin trading. As 

large institutional investors, Ethiopian banks have tremendous ability to influence market 

operations through their investment decisions. Unfortunately, empirical data does not exist 

that examines the effect of investment by these banks on the liquidity of the stock market. 

Institutional investors like banks typically possess a great deal of capital and, in the course of 

their trading operations, can have a profound effect on market behavior. It has been 

confirmed in more developed economies that institutional investor active participation helps 

enhance market liquidity through narrowing bid-ask spreads and increasing trading volumes. 

Such findings' applicability to emerging economies like Ethiopia is doubtful against the 

backdrop of differences in regulatory environments, market organization, and investment 

culture. 

Key Issues: 

 

Market Depth and Liquidity Insufficiency: The Ethiopian stock market is not well liquid, 

and this is a limiting factor to effective price discovery and increases investor transaction 

costs. Banks' role as institutional investors and deepening this liquidity has never been 

researched. 

Lack of Clearly Defined Investment Strategy Impacts: The Ethiopian banks adopt 

cautious investment strategies because of the regulatory constraints and risk aversion attitude. 

The impacts of these strategies on the stock market's liquidity and the general market 

dynamics have not yet been studied systematically. 

Institutional Investor Behavior and Market Dynamics: Knowing the behavior of 

institutional investors is crucial for market trend forecasting as well as enhancing liquidity. 
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However, the behavior of Ethiopian banks towards stock market investment is not clear, and 

thus their influence on market performance is indeterminable. 

 

1.3. Objective of the Study 

1.3.1 Main Objective 

 

The main objective of this study is to examine how the investment policies of Ethiopian 

banks impact stock market liquidity, utilizing the dividend payout ratio as a proxy for 

liquidity due to the absence of other common liquidity indicators like turnover ratio and bid-

ask spread. This research will explore the influence of existing financial performance 

metrics—profitability, debt-to-equity ratio, and free cash flow—on the institutional 

investment patterns and their effects on market liquidity within the framework of the 

developing Ethiopian capital market 

 

1.3.2 Specific Objectives 

1. To examine the relationship between bank profitability and stock market liquidity 

based on the dividend payout ratio as a proxy for liquidity. 

2. To examine the impact of debt-to-equity ratio of banks on stock market liquidity in 

Ethiopia. 

3. In order to examine whether banks' free cash flow affects stock market liquidity, as 

expressed through institutional investment activity in response to internal funding 

availability. 

4. To explain the trend of collective investment by Ethiopian banks and how it will 

be relevant to the growth and liquidity of newly established Ethiopian Securities 

Exchange. 

1.4 Hypothesis of the research study 

1.4.1 Main Hypothesis: 

H₀: The Ethiopian banks' financial measures (ROA, D/E, FCF) do not make a 

significant contribution to the liquidity of the stock market (DPR). 

H₁: The Ethiopian banks' financial measures (ROA, D/E, FCF) do make a significant 

contribution to the stock market's liquidity (DPR). 
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1.4.2 Sub-Hypotheses: 

1.  Profitability & Liquidity (ROA) 

 H₁a: A rise in Return on Assets (ROA) is positively related to increased 

stock market liquidity (DPR). 

 Rationale: Efficient banks will be motivated to invest more in equities, 

thus increasing market activity. 

2.  Leverage & Liquidity (D/E) 

 H₁b: High Debt-to-Equity (D/E) levels negatively influence stock market 

liquidity (DPR). 

 Rationale: Banks highly leveraged may prefer debt repayment over equity 

investment. 

3.  Cash Flow & Liquidity (FCF) 

 H₁c: Banks with greater Free Cash Flow (FCF) have a positive influence 

on stock market liquidity (DPR). 

 Rationale: Improved cash flow leads to greater activity in equity markets. 

1.5  Significance of the Study 

The research "The Impact of Ethiopian Banks' Investment Strategy on Stock Market 

Liquidity" is of significant importance to numerous stakeholders in the financial sector 

because it seeks to fill a significant knowledge gap regarding the extent to which banks 

influence stock market behavior in Ethiopia. The importance of this research can be 

emphasized through various lenses: 

 

1.  For Policymakers and Regulators: It is important to interpret the nexus 

between the investment behaviors of Ethiopian banks and stock market 

liquidity in order to make sound financial policies and regulations. The 

findings of this research can help regulators, such as the Ethiopian Capital 

Market Authority, develop policies that motivate banks to adopt investment 

practices that improve market liquidity, thus a more stable and vibrant 

financial market. The findings can also help policymakers design regulatory 

mechanisms that find the proper balance for bank risk management but 
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leaning towards a system that favors market development and investor 

participation.  

2.  For Banking Sector: The study provides timely inputs to Ethiopian banks, 

which can allow them to appreciate broader implications of their investment 

strategies on market liquidity. 

From the establishment of the investment habits that increase or lower 

liquidity, banks can enhance their strategies to not just be successful in 

meeting their financial ends but also to contribute to the stability and growth 

of the stock market. In addition, this research can assist banks in developing 

better risk management and portfolio restructuring policies, so that their 

investment strategies are market needs-oriented and maximize their 

institutional investor functions.  

3.  To Investors and Market Participants: Domestic and foreign investors 

generally regard market liquidity as a primary indicator of market health. A 

good understanding of the impact of banks' investment policies on liquidity 

can give great insights into making informed investment choices. 

This insight can assist investors in evaluating possible opportunities and risks 

within the Ethiopian stock market, and as a result, boost their confidence in 

investing in the market. In addition, higher market liquidity resulting from 

strategic bank investment can attract more investors, heighten trading 

volumes, and enhance a healthier capital market environment.  

4.  To Academia and Future Studies: The current research contributes to the 

current literature on financial markets and bank investment strategy, especially 

in the context of developing economies like Ethiopia. By extending an 

analysis of the relationships between bank investment trends and stock market 

liquidity to China, this research provides a foundation for future research into 

such relationships in other emerging markets. 

It also opens up the potential for research into other possible determinants of 

stock market liquidity and the evolving role of institutional investors in market 

evolution.  

  

5. For the Ethiopian Economy: An efficient and liquid stock market is a prime 

driver of economic growth since it optimizes efficient capital allocation and 

contributes to the growth of firms. In explaining how banks support stock 
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market liquidity or destroy it, this study formulates conclusions that can be 

useful in framing a strong financial market that will contribute to sustainable 

economic growth in Ethiopia.  

 

Generally, the research seeks to perform an exhaustive study of the effect of bank 

investment policies on stock market liquidity, providing useful information for 

various stakeholders in financial sector expansion and growth. 

 

1.6  Scope and Limitations of the Study 

1.6.1 Scope of the Study 

 

The significance of this study stems from its focus on the under-studied relationship 

between stock market liquidity and investment strategies of Ethiopian banks. It 

attempts to elucidate how the strategic financial choices of the banking sector, as a 

pacesetting group of institutional investors, influence market liquidity levels. The 

research focuses on the implications thereof towards the development of Ethiopia's 

still-emerging capital market as well as attempts to legalize a stock exchange 

 

1. Geographical Scope: The study focuses on Ethiopia, private banking 

institutions within the country's financial sector are taken into account. It aims 

to provide information regarding the Ethiopian stock market, which remains in 

its initial developmental phase. 

2. This study will investigate the investment approach of Ethiopian banks, e.g., 

investments in equity, fixed income securities, and other financial assets. The 

study will evaluate how such strategies influence the stock market liquidity 

using the dividend payout ratio as a proxy measure, as the conventional 

measures like trading volume, bid-ask spread, and market depth are not 

available. Second, the study will examine major financial indicators—

profitability, debt-to-equity, and free cash flow—to see how these in-house 

financial drivers affect investment behavior and consequently the liquidity of 

the market. Lastly, the study will also discuss external drivers like regulatory 

regimes, macroeconomic factors, and risk management policies that affect 

banks' investments and have their overall effects on the liquidity of the 

Ethiopian stock market. 
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3. Time Scope: The research will analyze a specific time scope, probably from 

when the Ethiopian Capital Market Proclamation was enacted in 2020 to date. 

The time frame has been chosen in order to mirror recent trends in the 

Ethiopian financial market and restructuring banks' investment options. 

4.  Institutional Scope: The research will focus its attention on the biggest 

Ethiopian banks with substantial investment portfolios and actively working in 

the thriving stock market. It is also feasible to incorporate information from 

regulatory bodies like the Ethiopian Capital Market Authority to have a wide-

ranging insight into market forces. 

 

1.6.2 Limitations of the Study 

While it's holistic in style, the study may have several limitations: 

1.  Limited Availability of Information: The Ethiopian stock market is in its 

infancy and does not have a strong exchange that offers detailed information. 

As such, it is not necessarily possible to obtain comprehensive and credible 

information regarding stock market transactions, the portfolios of investment 

banks, and market liquidity indicators. Limited historical data can restrict the 

depth of analysis in the study. 

2.  Market Instability and Regulatory Dynamics: The regulatory framework of the 

Ethiopian financial sector is constantly evolving with the establishment of new 

reforms and policies that seek to develop the market. These developments are 

capable of influencing investment choices by banks and market liquidity in 

unforeseen manners, and hence it can be difficult to factor their complete 

extent within the study period. 

3.  Narrowing the Scope to Banking Institutions: The study concentrates 

primarily on the role of banks to provide liquidity in the stock market but may 

result in overlooking other institutional participants like insurance companies, 

pension funds, and investment companies. Therefore, the findings might lack 

an accurate comprehension of how different participants contribute to market 

liquidity. 
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4.  Problems in Liquidating Liquidity: It can be difficult to quantify the liquidity 

of an emerging market nation's stock market, such as Ethiopia, with little 

trading and no standard metrics. Difficulty in such a situation can make 

analysis of the specific impact on market liquidity of banks' investment 

strategies challenging. 

 

1.7  Operational Definition of Terms 

Ethiopian Banks 

Banks in Ethiopia offer various services such as deposits, loans, and investments. In terms of 

this study, it means banks that are directly involved in investment activities that affect the 

stock market. 

Investment Strategies: Ethiopian banks employ different mechanisms and methods of 

investing money assets in different kinds of assets such as equities, bonds, and real estate 

with the aim of achieving their financial goals. They structure these mechanisms keeping in 

mind realizing maximum returns, reducing risk, and improving liquidity. 

Stock Market Liquidity: this is the ability to purchase or sell shares of Ethiopian stock market 

without causing substantial price movements. It is measured by metrics such as bid-ask 

spreads, volume traded, and turnover rates. 

Institutional Behavior: this refers to the behavior of the Ethiopian banks in decision-making, 

investment pattern, and mode of operation as institutional investors. It includes how the 

banks respond to the signals within the market, regulatory regimes, and the economic climate. 

Market Dynamics: it is the order of change and forces that influence the efficiency and 

structure of the Ethiopian stock market. It entails price volatility, supply and demand 

dynamics, and the way different market participants interact with each other, including 

institutional and retail investors. 

Regulatory Measures: regulatory steps that ensure transparency and protect investors make 

market participation rise, leading to higher trading levels. In the case of clearly defined 

regulatory systems, investment by banks turns out to be more predictable and therefore 

decreases uncertainty, raising overall market liquidity. 
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These definitions help ensure clarity and consistency in the research context. 

 

1.8 Organization of the Study 

The document is structured into five distinct chapters. The initial chapter addresses the 

introductory section, which encompasses the introduction, problem statement, objectives, the 

limitation and scope of the study, among other elements. The second chapter comprises both 

theoretical and empirical literature reviews. Chapter Three delineates the methodology and 

model specifications of the study. The fourth chapter focuses on the presentation, analysis, 

and interpretation of data. Lastly, the concluding chapter, which is Chapter Five, will 

summarize the findings and provide pertinent recommendations based on the results of the 

study. 
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CHAPTER TWO: LITERATURE REVIEW 
 

This chapter examines the investment strategies of Ethiopian banks and their impact on stock 

market liquidity. The relationship between banks and stock markets in emerging economies 

like Ethiopia is complex and diverse, with banks providing capital to enterprises and 

distributing resources across various investment avenues. As Ethiopia aims to enhance its 

financial markets with a formal stock exchange, this analysis becomes increasingly 

important. It will provide valuable insights for policymakers, financial institutions, and 

investors in promoting a robust and sustainable stock market. 

 

2.1. Theoretical Perspective 

The effects of Ethiopian banks' investment policies on stock market liquidity can be viewed 

through various theoretical frameworks on institutional behavior, market mechanisms, and 

the interaction between financial intermediaries and market efficiency. Some of the most 

important theoretical perceptions applicable in this situation are discussed below: 

 

2.1.1.Market Microstructure Theory 

 

Market microstructure theory focuses on market participants' behavior and their impact on 

trading mechanisms, price determination, and the general level of liquidity. Institutional 

investors, including banks, largely contribute to building market microstructure through their 

market-making strategies, provision of liquidity, and risk management. As the stock market is 

fairly underdeveloped in Ethiopia, strategies adopted by the banks are likely to have a very 

significant impact on the level of liquidity. It focuses on the degree to which the presence or 

absence of active institutional investors impacts bid-ask spreads, market depth, and volume of 

trading activity. (HARRIS, L. 2003). 

 

2.1.2. Institutional Theory of Investment 

 

The institutional investment theory describes how big institutions, such as banks, make 

investment decisions under regulatory environments, risk levels, and macroeconomic 

environments. Ethiopian banks typically have to operate in tight regulation environments and 

are exposed to economic instability, all of which influence their investment policy. Banks' 

choice of adopting either a conservative or aggressive policy will have a profound effect on 
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their action in the stock market and consequently liquidity by optimizing or limiting capital 

flow. (Scott, W.R. and Davis, G.F. 2007) 

 

2.1.3. Liquidity Preference Theory 

 

The liquidity preference theory, which was developed by John Maynard Keynes, is founded 

on the assumption that banks like investors would prefer liquid assets in uncertain times. 

Banks in an emerging economy like Ethiopia, with shallow financial markets, will also give 

greater emphasis to the purchase of liquid assets rather than long-term investment in stocks. 

This practice can limit their potential to add to the liquidity of the stock market. But with 

growing confidence in the market, banks can progress to invest more in equities, thus 

enhancing liquidity and inducing market activity. (Davidson, P. 2019 "post-Keynesian 

framework") 

 

2.1.4. Agency Theory 

 

Agency theory explores the conflicts of interest that arise between managers (agents) and 

shareholders (principals) within organizations. In the context of Ethiopian banks, this theory 

can be applied to their involvement in the stock market. Banks may function as agents for 

their shareholders or clients, making strategic choices that influence the overall market 

dynamics. Their investment strategies can either enhance market liquidity through active 

trading or hinder it if they focus on short-term gains or opt for secure, low-liquidity 

investments. (Rowan, A. 2020) 

 

2.1.5. Efficient Market Hypothesis (EMH) 

 

Efficient Market Hypothesis (EMH) presumes that financial markets are efficient in the sense 

that they reflect all available information, and therefore it is not simple to achieve returns in 

excess of the market consistently. Nevertheless, in emerging markets such as Ethiopia, 

shallow market depth and the prominence of institutional players, e.g., banks, could lead to 

inefficiencies. The investment strategies employed by banks, based on either market forces or 

internal bank policies, can possibly offset or reduce these inefficiencies and thus influence the 

liquidity of the stock market. (McAleer, M., & Wong, W.-K. 2020) 
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2.1.6. Behavioral Finance Theory 

 

Behavioral finance theory analyzes how mental and cognitive deficiencies impact the 

decision-making behavior of agents trading in the markets. Risk aversion, herding, and over- 

and underreaction to economic news will predominantly shape investment practices utilized 

by Ethiopian banks. These tendencies can potentially cause fluctuations in the stock market 

liquidity as institution decisions can concentrate and diffuse market activity. (Thailer, R.H. 

2005) 

 

2.1.7. Financial Intermediation Theory 

 

Financial institutions are those that match up borrowers and savers and help direct capital to 

where the economy needs it most. Banks' participation in the equities market adds a touch of 

sophistication to the business. Banks, in investing in equities, help make and create markets 

for capital. But in Ethiopia's developing economy, their role as an intermediary may be 

constrained by structural, market, and regulatory issues, which may not be able to permit 

them to enhance liquidity to a significant extent. 

 

2.2. Determinants of the impact of Ethiopian banks’ investment strategies 

on stock market liquidity 

The determinants of whether and how the investment policies of Ethiopian banks affect stock 

market liquidity are: 

2.2.1. Regulatory Environment 

Regulatory environment is of greatest importance in that it dictates the strategies the banks 

pursue, that is, in relation to investment issues. Regulations setting ceilings on investments 

are meant to avert banks from getting overly concentrated in one type of asset or financial 

instrument so that the risk of enormous losses during periods of volatile market conditions is 

avoided. Liquidity standards, which require banks to hold a percentage of liquid assets, 

require a percentage of their investment portfolios to be in cash or readily marketable 

securities. These standards ensure that banks can meet customers' withdrawal demands and 

contribute to overall financial stability. In addition, risk exposure regulations like capital 

adequacy requirements dictate the size of risk that the bank can hold relative to reserve 

capital. All these regulations taken together affect the banks' management of risk and return 
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in investment choices. Extremely stringent regulations can limit banks' investment prospects, 

and very liberal policies can foster risk-taking behavior, jeopardizing the financial system. 

Second, regulators can impose some limitations on the stock market activity of banks, such as 

limitations on proprietary trading and the composition of equities banks can hold. 

These policies steer bank activity with riskier securities, such as equities or bonds, according 

to higher goals of stability in the economy. In some, banks will employ less risky, lower-

yielding investments to satisfy such needs, while banks will engage in more risky approaches 

if it is allowed by the regulatory environment in some and others. For example, in 

environments where very tight liquidity and capital requirements are present, banks can focus 

on government bonds or other low-risk, high-liquidity investments instead of diversifying 

into stocks. Thus, regulatory regimes are a central driving force of the investment decisions 

banks undertake, the risk management techniques they employ, and the overall market 

participation strategies they adopt. 

2.2.2. Macroeconomic Conditions 

The general macroeconomic environment has a significant impact on banks' investment 

willingness in equities. Macroeconomic forces such as inflation, GDP growth, and monetary 

policy significantly influence investment decisions. Inflation as a rise in the price level over 

time can reduce the real return on investment. During periods of high inflation, banks might 

not consider investing in equities because the purchasing power of returns will be diminished, 

and there is greater uncertainty about the future inflow of cash. The uniform rate of inflation, 

however, provides a clearer and better investment horizon, prompting banks to engage with 

equity markets, where the potential of returns can surpass the inflation rates. The growth of 

GDP is another crucial variable that impacts the investment trend. 

Strong economic growth will be followed by more corporate profits that can drive share 

prices upward, hence making equities more attractive for banks. Conversely, with low or 

negative GDP growth, economic recession or deceleration may be followed by lower 

corporate profits, declining share prices, and higher market volatility. Banks will thus refrain 

from investing in equities and go for safer, fixed-income securities like bonds. Furthermore, 

economic interventions by central banks, including interest rate adjustments, have a direct 

impact on investment proposals of banks. For instance, low interest rates might make banks 

search for investments with higher returns, e.g., equities, as returns on low-risk investments, 
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e.g., government bonds, can become unappealing. Similarly, increased interest rates can 

make equities unappealing and encourage safer ones due to the excess cost of borrowing. 

2.2.3 Market Infrastructure 

Market infrastructure needs to emerge to enable banks to invest in equities. A well-

functioning stock market with adequate liquidity, transparency, and investor protection makes 

it possible for banks to make equity investments with confidence. In weak stock market 

environments, on the other hand, banks are faced with strong disincentives because of the 

lack of investment opportunities. Lack of diversity of financial products, such as stocks, 

bonds, or derivatives, limits portfolio diversification and effective risk management by banks. 

Consequently, banks will be forced to hold higher cash levels or hold less-risky, less-liquid 

assets, which lowers potential return. Moreover, an underdeveloped market will suffer from 

thin volume trading, which will render banks unable to enter and exit positions rapidly 

without causing enormous price volatility. 

This illiquidity thus contributes to the challenge of banks to quickly realize the value of their 

equity investments during times of distress, thus amplifying risks related to ownership of 

equities. Banks can even opt not to invest in equities at all, and instead invest cash to less 

risky assets such as government bonds, which have better liquidity and lower price volatility. 

In addition, the lack of an efficient stock market constrains banks' functions in corporation 

governance through shareholders' rights, including voting on major decisions. Therefore, an 

efficient market structure not only enhances liquidity but also enhances investor confidence, 

including banking confidence, and encourages active participation in the equity markets. 

2.2.4 Risk Appetite and Institutional Behavior 

Every financial institution has a risk appetite of its own, which determines its behavior with 

respect to different financial markets, e.g., equities. Institutions having high risk tolerance 

will invest in those assets with higher risk and higher potential returns, e.g., stocks, especially 

in the case of a favorable market situation. They might follow a portfolio strategy where they 

invest substantially in equities with the expectation of achieving capital appreciation and 

maximum returns. They like to invest in emerging markets or high growth sectors with strong 

growth potential since the possibility of receiving higher returns overrules the underlying 

risk. On the contrary, low-risk appetite banks prefer to pursue a conservative investment 

strategy, e.g., utilization of secure, low-volatility securities like bonds, cash equivalents, or 
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government securities. These banks will tend to avoid the equity market due to perceived 

high volatility and detrimental impact on their financial health. Institutional dynamics govern 

how banks react to equity markets. 

The bank's internal decision-making models, including risk management, governance, and 

organizational culture, dictate how much risk a bank is willing to take. In organizations where 

there is a conservative culture or where the leadership is so focused on the financials that it 

tends towards playing it safe, there is typically a preference for investments with certain 

returns. Conversely, banks with growth or aggressive attitudes can view equity investments 

as being critical to sustainability of profitability and growth in their strategy. Further, 

regulatory demands can influence a bank's appetite for risk, and consequently institutions 

with higher capital adequacy requirements or liquidity requirements may be left with less 

capacity to invest in equity markets as they have to carry safer assets to meet the regulatory 

demands. 

2.2.5 Competition and Profitability Goals 

Whenever there is a very competitive banking sector, banks are pushed towards restructuring 

their strategy all the time to maintain profitability. One of the actions the banks do is 

diversification of their investment portfolio by investment in the equities market. It helps 

banks to achieve better returns from equities while maintaining efficient management of risk 

across asset classes. The competition of the sector can prompt banks to innovate and adopt 

stronger methods in equity markets, e.g., raising their stakes in growth industries or 

companies with potential returns. Banks can also try to come up with new innovative 

financial services or products to win customers, thus improving market liquidity by offering 

investors a greater choice. Further, when banks compete to capture market share, they will 

alter their risk profiles and their investment strategies so that they can differentiate 

themselves from one another. 

For instance, when a bank takes an aggressive stance in equity markets and earns humongous 

profits, other banks get compelled to embrace the same strategy to remain in the business. 

This can heighten competition in the stock market to become overnight billionaires, with 

banks hunting for profitable investments aggressively. However, a greater degree of 

competition can also lead banks to take on more risks, and thus more market volatility. 

Simultaneously, profit seeking can lead banks to concentrate on short-term profitability in the 
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equity market at the expense of longer-term financial stability. Thus, the relationship between 

profitability and competition calls for banks to be ever reviewing their strategy, balancing 

risk and reward as they respond to changes in the market. 

2.3 Empirical studies 

Empirical works concerning the relationship between investment strategy of Ethiopian banks 

and liquidity in the stock market are comparatively scarce based on the infancy level financial 

market of the country. Nevertheless, there are some associated studies that offer pointers on 

the overall process dynamics of liquidity management, banks as financial intermediaries, and 

the growing necessity of a strong capital market in Ethiopia. 

 

2.3.1 Role of Banks in Liquidity and Capital Market Development 

 

Ethiopian banks have a serious contribution towards the banking sector, especially keeping in 

view the fact that there is no formal stock market. Studies have established that the banks are 

mainly involved in traditional activities like mobilizing deposits and lending. But given the 

increasing interest in establishing a stock market, the banks must develop diversified 

investment strategies. It has been found through research that banking sector investment 

activities are influenced by regulatory limitation, profitability, and macroeconomic 

environment stability, which in turn influence market efficiency and liquidity creation. The 

implications are that the improvement of stock market activity requires a shift in the way 

banks operate to motivate them to invest more aggressively in equities so that better market 

liquidity is facilitated by increased capital flow and lower transaction cost. 

 

2.3.2 Challenges of Developing a Stock Market in Ethiopia 

 

Econometric evidence identifies various market expansion problems, including regulatory 

failures, lack of transparency in financial disclosure, and low institutional investor 

participation levels. These limitations hold back bank expansion into equity markets and limit 

prospective liquidity gains. Yet, as share companies expand and economic growth enhances 

savings capacity, bank investment plans will probably be more responsive to facilitating 

stock market activity. 
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2.3.3 Determinants of Bank Liquidity 

 

The analysis of the liquidity drivers for Ethiopian banks observes the fine line between the 

necessity of maintaining liquid assets and optimizing profitability. The policy requirements, 

inflation, and the changing interest rate environment influence bank strategies, guiding their 

choice of investing resources in equities. The changing banking ecosystem in Ethiopia, where 

there is fiercer competition among banks, will be certain to influence the manner in which 

investment strategies influence liquidity in the financial markets in the future. 

 

2.3.4 Institutional Behavior and Stock Market Potential 

 

Research that analyzes institutional behavior illustrates that Ethiopian banks, as leading 

intermediaries, can be a game-changer for stock market liquidity following establishment of 

the market. Empirical evidence of similar emerging economies reveals that activism by banks 

in equities is on par with improved market performance and therefore empirical evidence to 

support expected dynamics in Ethiopia. (WILLIAMS, D.R. 2019) 

 

2.4 Empirical Evidence from Emerging Markets  

Empirical research for the investment policy of Kenyan banks, Ugandan banks, and Egyptian 

banks demonstrates how they affect the liquidity of the stock market, highlighted by the 

interdependence between institution and market. (DAVID, P. and JOHN, N.B. 2010) 

1.  Kenya: It is said that investment schemes used by Kenyan banks are usually a mix of 

equities and bonds, the proportion of which is largely dictated by macroeconomic 

conditions and regulatory policies. They have an important role in influencing market 

liquidity via trading volume changes and sentiment of investors. For example, a study 

set that portfolio management in banks directly affects the liquidity and growth of 

financial markets, particularly where there is an emerging capital market like the 

Nairobi Securities Exchange in Kenya. 

2. Uganda: A study examines the conservative approach of Ugandan banks towards 

participating in securities markets because the markets for securities are 

underdeveloped. The government securities are the primary focus areas for banks, 

which restricts the scope for the enhancement of liquidity for the larger stock market. 

Institutional investment is also constrained by the shallow market conditions and 

prevailing regulatory environment. 
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3. Egypt: The study of Egyptian banks presents proof of how they contribute to the 

development of the stock market. As one of the well-established markets in Africa, 

Egyptian banks' portfolios that are diversified in equities, bonds, and derivatives 

represent a key factor in raising the liquidity of the stock market. Their presence in 

secondary markets encourages active trading activities and stabilizes market dynamics. 

 

2.5 Conceptual Framework 

The conceptual framework of the research study emphasizes the dynamic interaction among 

the investment approach of banks, the behavior of institutions, and the liquidity of the stock 

market in the context of the growing capital market of Ethiopia. Lacking as it does 

conventional measures of liquidity such as bid-ask spread and turnover ratio in the Ethiopian 

market, the current study uses the dividend payout ratio (DPR) as a proxy for market 

liquidity. The model also examines how some key financial performance measures—namely 

profitability (measured by Return on Assets), debt-to-equity ratio, and free cash flow—affect 

institutional investment behavior and ultimately impact stock market liquidity. This analysis 

is based on the realities of Ethiopia's financially underdeveloped economy and seeks to offer 

meaningful advice to market participants and policymakers who wish to construct a better 

and more efficient and more transparent capital market. 

1. Independent Variable: 

 Return on Assets (ROA): describes how assets are effectively being used 

by the bank in order to earn profit. 

 Formula: ROA=Total Assets divided by Net Income. 

 Source data: Income Statement & Balance Sheet. 

 Anticipated impact on liquidity: Favorable – Profitable banks will be 

inclined to actively participate in markets, contributing to liquidity. 

2. Debt-to-Equity Ratio (D/E): explains financial leverage and risk exposure. 

 Formula: D/E=Total Liabilities / Shareholders' Equity. 

 Source data: Statement of Financial Position. 

 Anticipated impact: Hybrid – Leverage will restrict participation in 

liquidity due to financial limitations 

3. Free Cash Flow (FCF): represents: this ratio indicates the capacity of a bank to 

produce excess cash over total assets. It displays the effectiveness of generation of 
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cash and financial flexibility of the bank. The greater the value, the greater is liquidity 

and the greater is the ability to invest funds, including stock market investment. 

 

 Formula: Free Cash Flow to Total Assets Ratio=Free Cash Flow (FCF) 

divided by Total Assets 

 Quote figures: Free Cash Flow (FCF) from the Cash Flow Statement and 

Total assets from the Statement of Financial Position (Balance Sheet) 

 Expected influence: an increasing FCF/TA ratio indicates better internal 

cash generation as a proportion of asset base, and thus that there is greater 

scope for the bank to invest in liquid instruments or in financial markets, 

which improves stock market liquidity. It also indicates health and 

investment deservingness, in accordance with the strategic ability of the 

bank to invest excess cash in market-based instruments. 

2. Dependent Variable: 

Dividend Payout Ratio (DPR): represents: percentage of net profit paid as dividend to 

the shareholders. It indicates a bank's dividend policy and liquidity. 

 Formula: Dividend Payout Ratio=Dividends Paid divided by Net Income 

 Source data: Dividend paid - in Statement of Changes in Equity, Notes to 

Financial Statements, or Cash Flow Statement, Net Income - in the Income 

Statement (Profit or Loss Statement) 

 Intended effect: a higher Dividend Payout Ratio could imply improved 

liquidity, financial soundness, or an inclination towards holding the trust of 

investors, indicating less direct contact with the shareholders and maybe 

with the stock market. Or low ratio could mean the bank holding back 

earnings for expansion, hedging against risk, or experiencing liquidity 

pressure, indicating less contact with the market. 
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CHAPTER THREE: RESEARCH METHODOLOGY 
 

3.1. Description of the Study Area 

The study targets Ethiopia, a country in the Horn of Africa that is going through remarkable 

change in its financial market. The banking industry in Ethiopia, comprising banks that are 

fully owned privately, has experienced remarkable growth over the past several years due to 

economic reforms and deepened financial inclusion. The banks play an important role in the 

financial system of the country by mobilizing savings and channelling investments into 

production sectors. But with the recent capital market liberalization in Ethiopia, it is 

necessary to explore the impact of banks' investment policies on the liquidity of shares in this 

developing country. The financial landscape of Ethiopia is characterized by limited 

regulation, foreign control restrictions, and a gradual transition towards market-oriented 

operations, and therefore provides a fascinating context for testing the nexus between 

banking policies and market liquidity. In spite of being at its infancy stage, the Ethiopian 

stock market has to be a major hub of capital mobilization and an investment destination. 

The government's exercise to outline a regulatory framework and attract investors is an 

indicator of the growing importance of market liquidity in making the stock market a success. 

Being institutional investors, Ethiopian banks ought to exert a significant degree of control 

over market trends both through their direct equity investments and by enhancing investor 

confidence. This paper examines the strategic style of Ethiopian banks and how they may 

affect stock market liquidity. Through exploring these two relationships, the study attempts to 

draw meaningful information about how institutional action and market forces shape the 

efficiency and stability of emerging finance markets like that of Ethiopia. 

3.2. Research Design 
 

This research utilizes a quantitative study design grounded on secondary data analysis alone 

to explore the effect of Ethiopian banks' investment policies on stock market liquidity. This 

research seeks to explore and control for causal effects between bank-level financial policy 

factors—e.g., return on assets (ROA), debt-to-equity ratio (D/E), and free cash flow (FCF)—

and stock market liquidity, primarily captured by proxy through the dividend payout ratio 

(DPR) and its related liquidity measures. 
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The study follows a two-phase design: 

 A descriptive phase, whose aim is to acquire an initial insight into trends 

and patterns of selected financial variables of specific Ethiopian banks. 

The phase is specifically concerned with analyzing determinants like 

Return on Assets (ROA), Debt-to-Equity Ratio (D/E), Free Cash Flow 

(FCF), and Dividend Payout Ratio (DPR). These variables are analyzed to 

identify profitability, capital structure, liquidity management, and general 

financial behavior in aspects of investment policies of the banks. 

 An analytical phase constitutes the core of the research design, aligning 

directly with the study’s objective of examining the impact of Ethiopian 

banks’ investment strategies on stock market liquidity. This phase employs 

a quantitative research design, using econometric modeling and multiple 

regression analysis to identify and measure the relationships between key 

financial variables. Specifically, the analysis investigates how financial 

performance indicators—including Return on Assets (ROA), Debt-to-

Equity Ratio (D/E), and Free Cash Flow (FCF)—influence stock market 

liquidity, which is proxied by the Dividend Payout Ratio (DPR) due to the 

lack of conventional liquidity measures in the Ethiopian context. The 

regression model is used to test hypotheses regarding the significance and 

direction of these relationships, allowing for statistical inference and a 

deeper understanding of how banks’ strategic financial decisions affect 

liquidity outcomes in an emerging capital market setting. 

The study relies solely on secondary data pertaining to financial statements, regulatory 

filings, and market performance statistics. This makes the overall assessment of institutional 

investment patterns and impact on market action neutral and data-based. 

 

3.3.  Population or Universe 

The subjects of this study are seven commercial banks in Ethiopia that fall under the 

regulatory system of the National Bank of Ethiopia, but only for private-owned institutions. 

Among the commercial banks are the Awash bank, Bank of Abyssinia, Hibret Bank, Nib 

international bank, Zemen bank, Cooperative bank of Oromia, and Dashen Bank that have 

active investment strategies impacting financial markets. 
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By targeting this segment, the study aims to gain a better insight into the role investment 

choices by banks play in stock market liquidity in the context of Ethiopia. This is warranted 

considering the significant role that banks play as institutional investors and as market 

conduct influencers in developing financial systems such as that of Ethiopia. The research 

ensures that the described population satisfies its purpose, hence offering particular and 

relevant information. 

 

3.4. Sampling  

The population of the study is all the private commercial banks which are currently operating 

in Ethiopia. The 30 private commercial banks that are licensed to operate within the country 

were at the time of this study. The banks reflect a diverse ownership, financial standing, and 

strategic standing as a whole. 

Yet, to carry out this study, these early established banks more precisely those that initiated 

their businesses before the huge wave of financial liberalization in the last decade were 

excluded purposively. This is due to the fact that their operational maturity, market share, and 

historic strengths might impose structural biases and distort comparison to relatively younger 

entrants. 

Thus, this research targets seven (7) randomly picked private commercial banks of Ethiopia's 

new banking industry, now having 30 institutions under the National Bank of Ethiopia 

regulation. Although there was randomness during sample selection, the chosen banks—

Awash, Abyssinia, Hibret, Nib, Zemen, Cooperative Bank of Oromia, and Dashen—are 

representative of the competitive private sector banking in Ethiopia. Their presence 

guarantees utilization to research purpose, since such institutions are still actively involved in 

investment decisions (e.g., dividend strategies) affecting stock market liquidity. Random 

sampling was utilized in an attempt to reduce selection bias, and even with the probabilistic 

approach, the sample includes varied market shares and firm sizes, hence making the results 

analytically significant. 

This specific focus guarantees the applicability, comparability, and representativeness of the 

outcome to the ongoing structure and strategic dynamics of the Ethiopian banking industry. 
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3.5. Data Collection Tools / Instruments 
 

The secondary source was applied as the major method of data collection in the study. 

Particularly, the author obtained appropriate financial data from publicly accessible annual 

reports of randomly chosen seven (7) commercial banks in Ethiopia. Reports were acquired 

from the official website of the central commercial banks and other public accessible 

financial releases. 

The data available included main financial ratios and values required to compute the 

variables, that is: 

Dividend Payout Ratio (DPR) - a liquidity proxy in equity markets, Return on Asset (ROA) - 

a profitability proxy, Debt to Equity Ratio (D/E) - a measure of leverage, Free Cash Flow 

Ratio (FCF) - a measure of internal liquidity. These financial ratios were gathered over a time 

frame of 10 to 25 years depending on the reliability and consistency of the data in all the 

chosen banks. 

Secondary data, especially audited and published financial reports, are used to ensure the 

provision of high reliability, accuracy, and objectivity. Furthermore, this strategy diminishes 

response bias, inherent in primary data gathering instruments such as interviews or 

questionnaires. 

By utilizing standardized financial statements, the research benefits from methodological 

consistency and improves the comparability of findings among institutions. 

3.6. Data Analysis 
 

This research employs a strong analytical framework that incorporates descriptive and 

inferential statistics to examine if investment strategies adopted by banks - in terms of 

profitability ratios, debt-to-equity ratios, and free cash flow - have an effect on stock market 

liquidity (measured in terms of dividend payout ratios) in Ethiopia's financial markets. 

Control variables such as bank size, operating age, and market capitalization are employed to 

control for institutional variables in the analysis. My descriptive analysis checks on measures 

of central tendency (mean, range, standard deviation) and distribution patterns for all the 

variables, supplemented by Pearson correlation matrices (threshold: r > 0.8) to identify early 

relationships and check for potential problems with multicollinearity (Gujarati & Porter, 

2009). 
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For my main analysis, we estimate the following panel regression model: 

Liquidityit = β0 + β1(ProfitabilityRatio)it + β2(Debt-to-Equity)it + β3(FreeCashFlow)it + 

β4(BankSize)it + β5(BankAge)it + β6(MarketCap)it + ui + ϵit 

 

where bank-specific effects are picked up by ui and the error term is picked up by ϵit. We 

apply Fixed Effects (FEM) and Random Effects Models (REM) with model selection based 

on Hausman specification tests (Hausman, 1978) to ascertain if unobserved heterogeneity is 

associated with our predictors (Wooldridge, 2015; Baltagi, 2021). 

 

For statistical reliability, we conduct sophisticated diagnostic tests: Variance Inflation Factors 

(VIF < 5) test multicollinearity (O'Brien, 2007), Modified Wald tests for heteroscedasticity 

(Greene, 2018), and Wooldridge tests for autocorrelation (Wooldridge, 2010). All analysis is 

conducted in SPSS at α = 0.05 significance level, with results plotted using multidimensional 

tables and diagnostic scatterplots. 

 

 Quantitative Data Analysis: 

 Descriptive statistics: With no rich conventional measures of the stock market 

liquidity of emerging Ethiopia (bid-ask spreads, trading volume, and turnover ratios), 

this study uses dividend payout ratios as a proxy for stock market liquidity. The use is 

supported by the theoretical relationship between dividend payments and market 

forces—dividend policy embodies bank capital management choices that affect 

investors' actions and market activity, which are among the determinants of liquidity. 

Also, dividend information is regularly provided by all sample banks and is thus 

reliable and comparable in the case of missing high-frequency trading data. 

 Assumption Testing: before regression analysis, significant assumptions of classical 

linear regression will be tested to check validity of the model: 

o Normality Test: will be used to check if data is normally distributed. 

o Linearity Test: checked for presence of linear dependence between 

independent and dependent variables. 

o Homoscedasticity Test: checks for variance homogeneity of data points. 

o Multi-collinearity Test: Tolerance values and Variance Inflation Factor (VIF) 

were used to test for multi-collinearity among independent variables. 
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 Correlation Analysis: the research will investigate correlations between investment 

policies of banks (e.g., asset allocation and frequency of investments) and stock 

market liquidity measures to identify preliminary trends. 

 Unbalanced panel data analysis: the research applies an unbalanced panel data 

analysis in an attempt to get data for seven private banks such that there is both cross-

sectional variation and temporal dynamics. The approach provides room to handle 

missing or not well-spread data and improves the precision of estimated relationships 

between investment behaviors and stock market liquidity. 

 

3.7.  Reliability and Validity 
 

1. Reliability: 

To ensure methodological reliability, this study employs standardized data collection and 

analysis processes adapted to Ethiopia's emerging market context. While conventional 

liquidity measures (bid-ask spreads, trading volume, and turnover ratios) are unavailable, the 

use of dividend payout ratios as a proxy is justified by their systematic reporting in audited 

financial statements and their theoretical linkage to market participation dynamics (Amihud, 

2002). Quantitative analysis will utilize established econometric packages (SPSS/Stata) to 

minimize computational errors, with robustness checks including sensitivity analyses of the 

proxy's validity.  

2. Validity: 

 Content Validity: All the variables, such as bank investment policies and stock market 

liquidity measures, will be clearly defined and measured based on the 

recommendations of existing financial theories and literature. Academia, along with 

inputs from the banking and finance community, will be consulted to make sure the 

measuring instruments are relevant. 

 Construct Validity: By connecting the theory with measurement instruments, the 

research will establish that the variables indeed represent the concepts under study. 

For example, liquidity measures will be selected as having been successfully tested to 

operate in empirical research on stock markets. 

 Internal Validity: Statistical techniques like control of confounding variables in 

regression analysis will be used to produce realistic causal relationships. 
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 External Validity: While the main emphasis is put on Ethiopian banks, the results will 

be framed so that it can make broader conclusions for emerging markets, thereby 

making the findings more generalizable. 

By these steps, the research makes sure that its findings are valid and reliable, giving credible 

and sound information about the impact of Ethiopian banks' investment policy. 

3.8. Ethical Considerations 

Ethical Considerations 

Ethical concerns are crucial when it comes to upholding the integrity and credibility of 

research work titled "The Impact of Ethiopian Banks' Investment Strategies on Stock Market 

Liquidity: An Analysis of Institutional Behavior and Market Dynamics." The research will be 

carried out observing the following ethical considerations: 

1. Informed Consent: All individuals to be involved in interviews and focus 

group discussions such as bank officers, regulators, and institutional investors 

will be provided with complete information about the purpose of the study, 

their role, and their rights. Written consent will be obtained before data 

collection. 

2.  Anonymity and Confidentiality: For privacy to be maintained, identity and 

sensitive data of participants will be anonymized in the research findings. Data 

will be kept secure and used solely for this research. 

3.  Voluntary Consent: Study participation will be fully voluntary and not subject 

to coercion or undue influence. The right to withdraw from the study at any 

time without implication will be provided to participants. 

4.  Harm Avoidance: The research will take care that the participants are not 

exposed to physical, emotional, or professional harm. Sensitive matters will be 

treated with care, and participants will not be asked to disclose proprietary or 

confidential institutional information. 

5. Transparency and Honesty: The research process will be open to scrutiny, with 

data being reported honestly and un-manipulated or unbiased. Proper citation 

and credit for sources will be rigorously adhered to to avoid plagiarism. 
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6. Compliance with Ethical Principles: The research will be in accordance with 

the ethical principles and guidelines of the host academic institution and any 

regulatory governing bodies, including Ethiopia's National Bank and stock 

market regulators. 

In avoiding these ethical concerns, the research aims to ensure sound research integrity 

without jeopardizing the rights and welfare of participants. 
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CHAPTER FOUR: DATA PRESENTATION, 

ANALYSIS AND DISCUSSION 
 

1.1. Introduction 
This chapter presents and discusses the findings of the study titled “The Impact of Ethiopian 

Banks’ Investment Strategies on Stock Market Liquidity: An Analysis of Institutional 

Behavior and Market Dynamics.” The analysis is guided by the study’s general and specific 

objectives and aims to provide a detailed understanding of how the investment behaviors of 

selected Ethiopian banks influence stock market liquidity. 

 

The analysis relies solely on secondary data collected from credible market and financial 

sources. It considers seven of the highest performing private banks in Ethiopia, namely 

Awash Bank, Bank of Abyssinia, Hibret Bank, Nib International Bank, Zemen Bank, 

Cooperative Bank of Oromia, and Dashen Bank. They were chosen for being operationally 

active in the financial markets and meaningful investment activities that could influence the 

liquidity conditions. 

 

The chapter starts off with the descriptive statistical analysis of the macroeconomic variables, 

market liquidity indicators, and the bank investment policies. Then the diagnostic tests are 

carried out in order to verify whether data are good for valid statistical inference or not. 

These include the tests of normality, homoscedasticity, and linearity of data. 

 

For additional determination of inter-relationships between the variables, correlation analysis 

and ANOVA (Analysis of Variance) are used for statistical difference testing between 

groups. Regression model is also utilized by the study to test independent variables like asset 

allocation, regulatory policy, bank size, and risk management practices' impact on stock 

market liquidity. 

Every phase of the analysis comes with the respective study objectives: 

1. To analyze the impact of banks' investment policies on market liquidity. 

2. In order to investigate how asset type combinations (equity, debt, etc.) influence 

liquidity. 

3. To discuss the implications of macroeconomic and regulatory variables influencing   

investment choices. 
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4. To explore whether variations in bank sizes lead to differential effects on liquidity. 

The results are interpreted by theme, to each goal, for clear and consistent interpretation of 

findings. Bringing together statistical results and theory generates a clear understanding of 

dynamics that relate institutional investment conduct and stock market liquidity in Ethiopia. 

 

Qualitative data analysis 

 

1.2. Descriptive analysis 
Table 4.1:Descriptive Statistics of Dividend Payout Ratio 

 

Descriptive Statistics 

 N Minimum Maximum Mean Std. Deviation 

Dividend Payout Ratio 110 .0000 1.0000 .495445 .2716306 

Free Cash Flow Ratio 110 -.1190 .3490 .037626 .0767303 

Debt to Equity Ratio 110 .1200 24.0100 11.915091 4.0770150 

Return on Asset 110 -50.6000 90.0000 42.229636 16.1573346 

Valid N (listwise) 110     

 
Descriptive 

 Statistic Std. Error 

Dividend 

Payout Ratio 

Mean .495445 .0258990 

95% Confidence Interval 

for Mean 

Lower Bound .444115  

Upper Bound .546776  

5% Trimmed Mean .494015  

Median .544000  

Variance .074  

Std. Deviation .2716306  

Minimum .0000  

Maximum 1.0000  

Range 1.0000  

Interquartile Range .3603  

Skewness -.060 .230 

Kurtosis -.599 .457 

 

The Descriptive Statistics table provides valuable information regarding the distribution and 

pattern of Dividend Payout Ratio (DPR), used in this research as the proxy for liquidity in the 

stock market. The evidence shows the average Ethiopian bank's DPR to be around 49.5%, 

which points towards a moderate bank intention to distribute earnings to shareholders in the 

form of dividends. The mean value of 0.544 is only marginally above the median, displaying 

a slight left-skew with banks paying out more higher dividends than lower dividends. Also, 

the trimmed mean of 0.494 near the actual mean further suggests that outliers play no part in 
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dictating the general direction. Since the standard deviation is 0.2716 and the whole range is 

0 to 1, evidence shows a wide variety of dividend behavior, ranging from banks never paying 

any dividends to banks that distribute 100% of profits. This wide range would reflect large 

amounts of variation in institutional behavior, which is central to the goals of this research. 

 

These summary findings strongly support the main aim of the study, which is to analyze the 

impact of the investment policy of Ethiopian banks on stock market liquidity. The differential 

figures of DPR indicate that banks are following different approaches in terms of capital 

allocation, earning retention, and dividend policy — a reflection of their profitability, capital 

structure, and liquidity preference. It is what makes it desirable to include such important 

financial factors as Return on Asset (ROA), Debt to Equity Ratio (D/E), and Free Cash Flow 

(FCF) as regressors in the regression. Banks with better profits or better positions of cash 

flows, for example, would pay out more dividends, thus contributing more to stock market 

liquidity. In the same way, banks with more debt or poor profitability will tend to keep 

earnings to improve their capital base to reduce their liquidity in the market. 

 

In addition, the very low minimum DPR of zero and the broad overall range indicate the 

range of effect of outside variables such as regulatory limits, risk aversion, or macroeconomic 

pressures that can force banks to hold or return capital coercively. The proportionately 

symmetrical distribution (skewness ≈ -0.06) and normal kurtosis (−0.599) indicate that while 

most banks are around the mean, there are outliers that respond differently, perhaps by size, 

governance, or strategy. These features support the research to investigate how regulatory 

pressures, institutional response, and bank size may influence liquidity outcomes in the 

Ethiopian financial system. Generally, the descriptive results provide a solid empirical base 

for further research and support the validity of each research objective in the understanding of 

the relationship between bank strategy and market liquidity. 

 

1.3. Assumption testing 

1.3.1. Normality test 

In order to validate the assumption of normality for regression analysis, for instance, 

normality of distribution of the dependent variable, a test for normality was performed on the 

Dividend Payout Ratio (DPR) because it is used as the proxy of stock market liquidity in this 

research. Two statistical tests, namely, the Kolmogorov-Smirnov test and the Shapiro-Wilk 



41 
 

test, were utilized. The outcomes of the two tests showed that there was a high level of 

deviation from normality with p-values of 0.032 and 0.002, respectively. Since both of these 

values are lower than the common cutoff of 0.05, the null hypothesis of normality is 

discarded, and it is concluded that the DPR data is not normally distributed. 

 

This result has significant implications for statistical modeling of the model. While non-

normality does not preclude regression modeling in itself, particularly in light of the strong 

performance seen in the ANOVA and coefficients table, it does suggest that some of the 

classical linear regression assumptions may not hold in all respects. This might restrict the 

generalizability of the findings to some degree and renders robust methods desirable. For this 

purpose, the research can be supported by using data transformation methods like logarithmic 

or square root transformation, or by using robust or non-parametric regression to make the 

findings legitimate even with normality violation. 

 

In addition, the non-normality of DPR as reflected by the evidence enhances the theoretical 

nature of the study. This shows strategic heterogeneity among Ethiopian banks, such that 

institutions do not remit zero dividends and others remit all their dividends. This aligns with 

the thesis goals of investigating the bank-specific investment policy, capital structure policy, 

regulatory constraints, as well as institutional differences. For example, dispersion of 

payment behavior can be brought about by macroeconomic stress, bank size variation, or 

regulatory circumstances prevailing in the banks. Therefore, absence of normality not only 

affects methodological decisions but also vindicates the importance and applicability of 

studying the structural and strategic determinants of stock market liquidity in the Ethiopian 

banking sector. 

 

Although a technical issue for non-normal deviation, your findings are still valid. Mention 

robustness checks or data transformation processes in your methodology to lend analytical 

robustness. 

 

Table 4.2: Tests of Normality 

 
Kolmogorov-Smirnova Shapiro-Wilk 

Statistic Df Sig. Statistic df Sig. 

Dividend Payout Ratio .089 110 .032 .960 110 .002 

a. Lilliefors Significance Correction 



42 
 

Figure 4.1: Dependent Variable: Dividend Payout Ratio 

 

1.3.2. Linearity test 

The Stem-and-Leaf Plot of Dividend Payout Ratio (DPR) gives us a good and precise 

graphical illustration of the distribution of dividend behavior in Ethiopian banks. As the 

proxy for stock market liquidity adopted in this research, the plot provides us with essential 

information on institutional liquidity strategies and their tendency to distribute. This 

discussion comes directly in support of the primary objective of the study, whose objective is 

to investigate how the investment strategies of Ethiopian banks influence the stock market's 

liquidity. 

 

Structurally, the stem-and-leaf plot is organized in a way that the stems denote the tenths 

position (e.g., 0 = 0.0–0.099, 1 = 0.1–0.199, etc.), and leaves denote the hundredths place of 

all the data points. For instance, a stem "0. 000245." includes values like 0.00, 0.00, 0.02, 

0.04, and 0.05. This ordering enables a qualitative examination of DPR distribution pattern 

over the chosen banks. 
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The data show some excellent trends. For the interval 0.0–0.1, there are 14 observations, 

which indicate that many banks pay very little or no dividends. This can be explained as a 

policy of conservatism on liquidity, perhaps on the account of stringent regulations, 

constrained profitability, or capital retention targets within. The most common one is for the 

interval 0.5–0.6 with 28 observations. This would indicate that the majority of banks pay out 

between 50% and 60% of their profits in the form of dividends, which is a moderately 

aggressive dividend policy. Surprisingly, there are even 8 instances in which banks have a 

DPR value of 1.0 (or 100%), i.e., they remit all the profits to the shareholders in the form of 

dividends. This approach might be typical for large, stable banks with sound capital bases and 

shareholder value maximization orientation. 

 

The general shape is approximately bell-shaped but slightly left-skewed. What this suggests 

is that most banks pay moderate to high dividends but fewer pay very low or zero dividends 

at all. This visual observation checks out with previous statistical conclusions on skewness. 

 

These trends contribute directly to supporting the general argument of the study. The 

clustering at the 50–60% payment point gives empirical support to the existence of diverse 

investment styles by Ethiopian banks and their resultant impact on stock market liquidity. 

The clustering at the 50–60% payment point implies a general, moderately aggressive 

institutional contribution to liquidity. This finding is consistent with the first specific 

objective to explore the impact of investment styles on stock market liquidity. 

 

Relative to the second goal that focuses on the effect of investment allocation across financial 

assets, DPR variation levels are significant. The banks with lower DPR values might be 

holding capital for investment in debt securities, business expansion, or internal cushions, 

while banks with higher DPR values might be distributing higher amounts to equity 

shareholders and hence introducing liquidity into the equities market. 

 

With regard to the third objective, payout behavior heterogeneity implies the potential 

influence of macroeconomic, regulatory, and risk management factors. Banks with zero or 

negligible payouts, for instance, could be constrained by regulatory capital rules or hindered 

by risk-averse management culture prioritizing capital adequacy over short-term shareholder 

returns. 
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Lastly, in regard to the fourth goal, examining the influence of bank size on behavior in 

liquidity, it is reasonable to hypothesize that high-DPR banks would be large, mature banks 

with solid profit margins and lower requirements for retention of capital. Very low DPR 

banks might be smaller or less profitable, holding back earnings perhaps to finance 

expansion, build capital cushions, or as a buffer against economic fluctuations. 

 

Finally, the stem-and-leaf plot illustrates a broad range of dividend payout policies in 

Ethiopian banks between 0% and 100% with a dense cluster at the 50–60% level. This range 

encompasses valuable information on institutional action and enables all four exact research 

objectives. It highlights the impact of internal policy, regulatory requirements, and institution 

features on stock market liquidity. 

 

 

Figure 4.1:Normal Q-Q Plot of Dividend Payout Ratio 
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1.3.3. Homoscedasticity Test 

The residual plot versus standardized predicted values of the dependent variable, Dividend 

Payout Ratio (DPR), is used as a diagnostic tool to validate the homoscedasticity assumption 

of the linear regression model. As DPR is used in this study as a proxy for stock market 

liquidity, appropriate regression assumptions must be made to lend credibility to the results. 

Here in this scatterplot, the residuals also seem to be distributed randomly along the 

horizontal axis (Y = 0) without any clear pattern, funnel shape, or systematic curve. Such a 

pattern guarantees variance of residuals to be fairly equal for all values predicted by it, thus 

verifying that the model fulfills the homoscedasticity assumption. 

 

This outcome is of high significance in the framework of the overall aim of the study that 

seeks to analyze the effects of investment by Ethiopian banks on the liquidity of the stock 

market, considering parameters like asset allocation, regulatory power, risk management, and 

institution actions. The establishment of homoscedasticity adds an extra statistical legitimacy 

for regression analysis towards the effect of approximating relationships among variables 

validly and objectively. 

 

With respect to the specific aims, the scatterplot verifies the first aim by verifying that the 

model is capable of positively analyzing the impact of investment strategies undertaken by 

Ethiopian banks on the liquidity of the stock market. The scatterplot also verifies the second 

aim, with respect to the level of allocations by the banks between debt, equity, and other 

securities, by verifying that residuals are equally spread irrespective of allocation levels. 

Other than that, the test confirms the model's ability to estimate the third objective of 

capturing macroeconomic, regulatory, and risk management variables' effects by ensuring 

that their effects are not biased through asymmetric error variance. Finally, the assumption of 

constant variance in the model guarantees that bank size differences, as addressed in the 

fourth objective, are examined in the same and unbiased manner in a way that one can 

suitably comprehend their differential effect on stock market liquidity. 

 

Lastly, the scatterplot supplies visual proof that the homoscedasticity assumption is met, 

thereby verifying the validity of the regression analysis. This verification makes the findings 

of the study more genuine and ensures interpretations on the effects of the investment 

strategies of Ethiopian banks on stock market liquidity statistically valid and contextually 

correct. 
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Figure 4.2:Dependent Variable: Dividend Payout Ratio 

 

1.3.4. Collinearity test 

The Collinearity Diagnostics report is useful in determining whether there is multicollinearity 

between the independent variables employed for the regression model, i.e., Return on Asset 

(ROA), Debt to Equity Ratio (D/E), and Free Cash Flow Ratio (FCF). Multicollinearity, in 

which independent variables are too highly correlated with each other, threatens regression 

estimate validity in the sense of inflated standard error and an inability to express the 

individual effect of a variable. Testing for multicollinearity is thus crucial when checking 

statistical reliability of the model utilized in this research to confirm. 

 

In this case, the diagnostics indicate no sign of ill-behavioral multicollinearity. All the 

measures of conditions are less than the universally recognized 10, with the maximum being 

8.426 in the fourth dimension. While some of the variance proportions are indeed large e.g. 

FCF (0.88) in Dimension 2, and ROA (0.73) and D/E (0.44) in Dimension 3 these are not all 
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necessarily at the same high-index dimension at the same time, and the corresponding 

condition indices are not indicating serious collinearity either. Overall thus the eigenvalues 

and variance decomposition matrix are ensuring that multicollinearity is not seriously 

impacting the regression findings. 

 

This is most applicable to the study's primary purpose, which is to examine the effect of 

Ethiopian banks' investment strategies on stock market liquidity. The test for 

multicollinearity confirms that all the investment strategy variables (ROA, D/E, FCF) have 

individual effects on the regression equation and hence increase the validity of any resulting 

relationship between bank behavior and stock market liquidity (the Dividend Payout Ratio). 

Such a discovery guarantees that conclusions based on the model about profitability, 

leverage, or liquidity are not skewed by multi-collinearity explanatory power or redundant 

predictors. 

 

With regards to the first specific aim, to examine the impact of banks' strategy of investment 

on liquidity, lacking multi-collinearity is especially crucial. This implies that it is possible to 

estimate more precisely the independent effect of ROA, D/E, and FCF, expressing more 

explicitly the effect each of the strategy components holds over liquidity behavior. In the 

same way, the second goal, which relates to investment in distributing between equity, debt, 

and other products, is aided by these findings. As D/E and ROA are measures of allocation 

choice, the statistical independence of such variables in cross-section allows for a more 

accurate indication of how such decisions affect liquidity outcomes in the marketplace. 

 

For the third particular objective, although macroeconomic and regulatory drivers were not 

added to this regression model directly, the fact that multi-collinearity is not a problem gives 

a solid platform for extension of the model in future. This makes it simple to add external 

variables such as inflation rates, monetary policy indicators, or Basel-related capital 

requirements without affecting the strength of the model. Lastly, based on the fourth 

objective, consistent composition of the existing model provides room to introduce bank size 

as a second predictor in future models with the understanding that the existing core variables 

(ROA, D/E, FCF) are consistent and free from internal collinearity. 

 

Generally, the Collinearity Diagnostics depict the statistical validity of the regression model 

and empirical robustness of the study. In the absence of any indication of serious multi-
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collinearity, regression output—coefficients, ANOVA significance, and model fit statistics 

can be relied upon. The findings also confirm the research design and ensure that the 

indicators of the bank investment strategy chosen are valid, unique, and efficient in analyzing 

their impact on stock market liquidity in Ethiopia. 

 

Table 4.2:Collinearity Diagnostics 

Model Dimension 
Eigen

value 

Condition 

Index 

Variance Proportions 

(Constant) 
Return on 

Asset 

Debt to 

Equity 

Ratio 

Free Cash 

Flow 

Ratio 

1 

1 3.081 1.000 .01 .01 .01 .02 

2 .782 1.985 .00 .01 .01 .88 

3 .093 5.752 .01 .73 .44 .00 

4 .043 8.426 .98 .26 .54 .09 

a. Dependent Variable: Dividend Payout Ratio 

 

1.4. Inferential analysis 

1.4.1. Correlation Analysis 

Correlation of the significant financial variables of +Ethiopian banks—namely, Return on 

Asset (ROA), Debt-to-Equity Ratio (D/E), Free Cash Flow Ratio (FCF), and Dividend 

Payout Ratio (DPR)—gives a broad impression regarding the impact of banks' investment 

strategy on stock market liquidity. ROA, being a profitability measure, is highly and 

positively significant (r = 0.432, p < 0.01) with DPR, which indicates that banks with higher 

profitability pay higher dividends. This type of behavior not only indicates institutional belief 

but also enhances the confidence of investors and leads to better stock market liquidity. 

Conversely, D/E has a negative high correlation with DPR (r = -0.306, p < 0.01), which 

indicates that more debt finance-dependent banks will pay out less dividend, which might 

indicate higher risk and falling market belief. 

 

These results directly support the main research goal of this research and that is to investigate 

the influence of Ethiopian banks' investment strategies on stock market liquidity. 

Specifically, the first goal is supported by the ensuing associations: well-performing banks 

(higher ROA) have a positive effect on liquidity through stable dividend payments, while 

higher financial leverage (D/E) can lower liquidity by constraining these payments. For 

Objective 2, the D/E ratio reflects debt/equity financing decisions and illustrates how 

overspending with debt lowers the bank's ability to pay dividends, thus limiting market 

liquidity. FCF, though a leading measure of liquidity, has low and statistically insignificant 
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correlations with ROA and DPR, illustrating that banks' operating cash flows are not 

significantly shaping profitability or shareholder return choices. This can suggest inefficiency 

in the management of funds or a preference to keep earnings instead of bringing them back to 

the market something to investigate further. 

Objective 3, which is centered on macroeconomic, regulatory, and risk factors, also seems in 

evidence. The negative D/E–DPR relationship might be affected by regulation pressures such 

as the capital adequacy ratio that limits dividend payments when leverage is excessive. 

Moreover, the limited contribution of FCF can also point to the fact that reserve requirements 

or macro-prudential policies are constraining the capacity of banks to invest free cash in 

market activity. Finally, while bank size is not actually measured in this table, the robust 

ROA–DPR relationship also points towards large and efficient banks (typically of higher 

ROA) being contributing stock market liquidity better through steady dividend policies, 

which reinforces Objective 4. 

Finally, based on this correlation table, the hypothesis is established that Ethiopian banks' 

investment activities—especially profitability and capital structure define stock market 

liquidity through the role they play in influencing dividend payout patterns. Although free 

cash flow is seen to exert minimal control, the glaring correlations with ROA and D/E go to 

serve to highlight the strategic implication of maximized asset allocation and risk 

management in initiating a more liquid and more secure stock market environment. 

Table 4.3: Correlations 

 
Return on 

Asset 

Debt to 

Equity 

Ratio 

Free Cash 

Flow Ratio 

Dividend 

Payout 

Ratio 

Return on Asset 

Pearson 

Correlation 
1 .201* -.162 .432** 

Sig. (2-tailed)  .036 .091 .000 

N 110 110 110 110 

Debt to Equity 

Ratio 

Pearson 

Correlation 
.201* 1 -.157 -.306** 

Sig. (2-tailed) .036  .102 .001 

N 110 110 110 110 

Free Cash Flow 

Ratio 

Pearson 

Correlation 
-.162 -.157 1 .144 

Sig. (2-tailed) .091 .102  .133 

N 110 110 110 110 

Dividend Payout 

Ratio 

Pearson 

Correlation 
.432** -.306** .144 1 

Sig. (2-tailed) .000 .001 .133  

N 110 110 110 110 

*. Correlation is significant at the 0.05 level (2-tailed). 

**. Correlation is significant at the 0.01 level (2-tailed). 
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1.4.2. Model Summary 

 

The Model Summary table reports the outcome of a multiple linear regression with the 

dependent variable seemingly the Dividend Payout Ratio (DPR) as a proxy for the liquidity 

of the stock market. The independent variables are Return on Assets (ROA), Debt-to-Equity 

Ratio (D/E), and Free Cash Flow Ratio (FCF), each reflecting a main pillar of banks' 

investment strategy profitability, leverage, and internal liquidity, respectively. The model 

indicates an R of 0.612, a positive and moderate strength relationship between investment 

strategy measures and stock market liquidity. The R Square (R²) measure is 0.375, so 37.5% 

of the variation in liquidity is accounted for by ROA, D/E, and FCF. This indicates a strong 

statistical connection, especially in finance where the liquidity is usually accounted for by a 

large number of external and internal factors. Adjusted R², which is adjusted for the 

predictors, is 0.357 and reflects that even after adjusting for model complexity, explanatory 

fit is still strong. Additionally, standard error of estimate is 0.2178, reflecting a similarly 

small average difference between actual and predicted values and therefore justifying 

predictive validity of the model. 

 

These findings are closely related to the overall purpose of the thesis, that is, to analyze the 

effect of investment policies of Ethiopian banks on stock market liquidity. The evidence that 

more than one-third of DPR variability is accounted for by these internal financial ratios 

confirms the hypothesis that institutional level investment decisions like profitability 

management, capital structure, and liquidity control all have statistically significant impacts 

on the stock market's liquidity. Given the intricate interdependence between investor conduct 

and financial performance, an explanation of 37.5% is very reliable and highlights the 

significance of internal bank indicators' study in explaining the stock market performance. 

This justifies the primary research aim and lends empirical evidence of the significance of 

strategic financial planning within Ethiopian banks. 

 

As far as the specific research aims of the study, regression evidence is clear-cut. To begin 

with, the immensely high R and R² values confirm that investment policies (as observed 

through ROA, D/E, and FCF) have an effect on stock market liquidity and hence specifically 

meet the first goal. Using D/E and ROA in the model specifically meets the second goal, that 

is, how banks decide to allocate between debt, equity, and financial instruments. D/E is debt 

and equity financing balance and ROA is the efficiency with which assets are being used to 



51 
 

generate income by banks both of which are found to have an effect on liquidity levels. In 

relation to the third goal, while macroeconomic and regulatory factors were not tested 

directly, the impact of D/E and ROA suggests that capital requirements, risk orientation, and 

supervision are most probably having an indirect contribution because these would have an 

effect on the leverage and profitability of banks. The fairly low relative explanatory power 

(R² = 0.375) also implies that there could exist explanations for the unexplained variance due 

to external macroeconomic variables, further supporting the requirement for future models to 

include them. 

 

Finally, since bank size was modeled indirectly and not explicitly, its influence can be 

presumed indirectly. Indicators such as ROA and FCF are generally size-sensitive in the 

sense that bigger banks have higher profitability and freer cash flow. Therefore, the very high 

explanatory power of these predictors to liquidity suggests that bank size may affect stock 

market liquidity indirectly through greater financial strength and operating efficiency. 

Finally, the regression model confirms that Ethiopian banks' investment policies largely 

explain stock market liquidity variations and hence confirms the conceptual research model. 

The results confirm both the general and specific goals and propose possible future avenues 

for further developing the model with macroeconomic, regulatory, and structural variables 

towards better insight. 

 

Table 4.4: Model Summary 

Model R R Square Adjusted R Square Std. Error of the 

Estimate 

1 .612a .375 .357 .2177559 

a. Predictors: (Constant), Free Cash Flow Ratio, Debt to Equity Ratio, Return on Asset 

 

1.4.3. ANOVA 

The ANOVA table gives a statistical overview of the overall model significance of employed 

regression model here. In particular, it determines if the employed independent variables 

Return on Assets (ROA), Debt to Equity Ratio (D/E), and Free Cash Flow Ratio (FCF) 

combined capture variance in the Dividend Payout Ratio (DPR), which is employed as a 

proxy for stock market liquidity. The table results show regression sum of squares to be 3.016 

with degrees of freedom equal to 3, and mean square to be 1.005. F-statistic value for the 

model is 21.202, and p-value is 0.000, which is statistically significant (p < 0.001). This 

result assures us that the regression model is an appropriate model for the data, i.e., the 



52 
 

independent variables collectively explain most of the variation of the dependent variable. 

The total sum of squares of the residuals is 5.026, and this is the variation left unexplained, 

whereas the total variation in the dependent variable (Total SS) is 8.042. 

This statistically significant finding is in direct support of the primary objective of the study, 

i.e., to analyze the effects of Ethiopian banks' investment strategies on the stock market 

liquidity. The overall significance of the model (as presented by the F-statistic and p-value) 

indicates that the chosen investment strategy variables ROA, D/E, and FCF significantly 

affect the stock market liquidity. Second, the results confirm the first specific objective by 

pointing out that these investment strategy variables affect liquidity in their aggregate. The 

statistical significance and presence of ROA and D/E also address the second specific 

objective as these variables decide the use of capital between assets and financing 

arrangements like debt and equity. Though the model itself lacks regulation or 

macroeconomic variables in an open form, the role of D/E, whose nature is normally static 

based on regulation and risk management issues, indirectly assists in the third specific 

objective. Though size of the bank is not tested separately here, the excellent performance of 

this model (F = 21.202, p < 0.001) provides a strong platform for any other subsequent 

models with or without size as a second explanatory variable. 

 

Overall, the ANOVA findings confirm the statistical significance of the regression equation, 

thus establishing that investment strategies by Ethiopian banks do have a real and measurable 

impact on stock market liquidity. The discovery reaffirms the timeliness of the topic area, 

confirms the conceptual framework, and confirms the global and specific objectives 

presented in this thesis proposal. 

 

Table 4.5:ANOVA 

Model Sum of 

Squares 

df Mean Square F Sig. 

1 

Regression 3.016 3 1.005 21.202 .000b 

Residual 5.026 106 .047   

Total 8.042 109    

a. Dependent Variable: Dividend Payout Ratio 

b. Predictors: (Constant), Free Cash Flow Ratio, Debt to Equity Ratio, Return on Asset 

 

1.4.4. Regression Coefficients 

The results of the multiple linear regression, presented in the Model Summary and 

Coefficients tables, are good evidence supporting this thesis's basic contention: stock market 

liquidity is highly influenced by investment strategies of Ethiopian banks. In the model, 



53 
 

Dividend Payout Ratio (DPR) is utilized as a proxy variable for liquidity, while independent 

variables Return on Asset (ROA), Debt to Equity Ratio (D/E), and Free Cash Flow Ratio 

(FCF) reflect crucial dimensions of banks' investment strategies. Model Summary reveals a 

correlation coefficient (R) equal to 0.612, which reveals a strong to moderate positive 

association between investment strategy variables and DPR. The R² coefficient of 

determination of 0.375 indicates that the model explains 37.5% of the variation of DPR. The 

adjusted R², taking into account the number of predictors, is still significant at 0.357, which 

reflects the strength of the model. For the complexity and multi-factorial dynamics of 

financial markets, it is statistically as well as practically important to explain more than one-

third of the liquidity variance. 

 

All these findings empirically confirm the primary objective of the thesis: to study the direct 

impact of banks' investment strategies on stock market liquidity. They verify that ROA, D/E, 

and FCF—each measuring different strategic dimensions—jointly affect dividend behavior, 

which in turn impacts liquidity. In particular, the regression coefficients further delineate the 

nature and extent of such influences. ROA is statistically significant and positive in its 

coefficient (β = 0.537, p < 0.001), indicating that more profitable banks will give more 

dividends, thus improving liquidity and investor confidence. In contrast, D/E ratio has a 

highly significant negative effect (β = -0.387, p < 0.001), indicating that banks with higher 

leverage will give less dividend, possibly due to regulatory restrictions or risk-averse 

behavior. FCF also has a less significant statistically positive effect (β = 0.171, p = 0.032), 

reflecting that having more internal cash available encourages freer dividend policies to 

further support liquidity. 

 

These results are highly connected to the appropriate target of the thesis. The relevance of 

each of the three variables is such that it ensures banks' profitability, leverage, and liquidity 

management polices directly affect stock market liquidity, fully lending support to the target 

of investment strategy impact determination. Secondly, measures of D/E and ROA reflect the 

direction under which funds are distributed between equity and debt or among financial 

instruments, which supports that such funding allocation decisions will have quantifiable 

impacts on liquidity. Third, although no macroeconomic or regulatory variable is singled out 

within the model, the large influence of D/E indicates that capital structure typically a 

function of policy and regulation—possesses some nonapparent yet significant influence and 

calls for research within such variables in models in the future. Lastly, as size is not directly 
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tested for, then ROA and FCF would both be size-dependent, where bigger banks would be 

more profitable and generate more cash flow. Their huge positive contributions suggest that 

size may indirectly affect liquidity and needs to be included in future analyses. 

 

Finally, the regression model shows that Ethiopian banks' investment approach makes a 

significant and positive contribution to stock market liquidity. The strong explanatory 

capability of the model, especially via the ROA and D/E variables, defends the conceptual 

framework of the thesis, as well as its key argument. These results form a good empirical 

basis for the proposed study, but further suggest possible avenues of research into regulatory, 

macro, and size variables. 

 

Table 4.6:Coefficients 

Model 

Unstandardized 

Coefficients 

Standardized 

Coefficients 
t Sig. 

Collinearity 

Statistics 

B 
Std. 

Error 
Beta   Tolerance VIF 

1 

(Constant) .399 .082  4.878 .000   

Return on Asset .009 .001 .537 6.789 .000 .942 1.061 

Debt to Equity 

Ratio 
-.026 .005 -.387 

-

4.901 
.000 .944 1.059 

Free Cash Flow 

Ratio 
.604 .278 .171 2.174 .032 .958 1.044 

a. Dependent Variable: Dividend Payout Ratio 
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CHAPTER FIVE: SUMMARY, CONCLUSION, AND 

RECOMMENDATIONS 
5.1. Summary 
 

The goal of this research is to examine the effect of the investment policies of Ethiopian 

banks on stock market liquidity, specifically in relation to the institutional activity and 

performance of the market. Employing a quantitative research technique, the research 

examines secondary data of seven giant private Ethiopian banks, i.e., Awash Bank, Bank of 

Abyssinia, Hibret Bank, Nib International Bank, Zemen Bank, Cooperative Bank of Oromia, 

and Dashen Bank. Dividend Payout Ratio (DPR) is employed as a liquidity proxy of the stock 

market, whereas Return on Assets (ROA), Debt-to-Equity Ratio (D/E), and Free Cash Flow 

(FCF) are important indicators of investment strategy. 

The data pattern analysis in the study was done through descriptive statistics in the research 

process, while regression assumptions testing was done through diagnostic tests like 

normality, linearity, homoscedasticity, and collinearity. Correlation and regression analysis 

were then carried out to identify strength and significance of relationship between investment 

strategy variables and market liquidity. 

Findings categorize Ethiopian banks to have varied dividend orientations with most of them 

being moderate in dividend paying policy and others varying from zero to dividend payment 

at full level. Regression findings indicate that ROA and FCF have a positive correlation with 

DPR, indicating that profitability and internal cash flow improve liquidity contribution. 

Conversely, a negative correlation between D/E and DPR indicates that increased financial 

leverage restricts dividend payout. The model also cleared the big assumption tests, and there 

was no extreme multicollinearity, which confirms the validity of findings. The following 

findings legitimize that bank-specific investment strategies have significant impacts on stock 

market liquidity in the context of Ethiopia. 
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5.2. Conclusion 
The research demonstrates that Ethiopian banks' investment pattern directly and quantifiably 

affects stock market liquidity. FCF and ROA both favorably impact liquidity by allowing 

higher dividend payment, and surplus debt, as indicated by the D/E ratio, limits the banks' 

ability to facilitate liquidity. The research establishes that Ethiopian banks exhibit great 

volatility in terms of contribution styles to liquidity, usually relying on internal financing 

conditions, strategic decisions, and quite likely regulatory parameters. 

Diagnostic test confirmed the stability of the regression model, and since no multicollinearity 

in the independent variables exists, it ensures that every strategy measure (ROA, D/E, FCF) 

explains liquidity behavior on its own significantly. The results are in line with the specific 

and general study objectives and support the assumption that institutional determinants—

specifically profitability, capital structure, and retained earnings—repel market forces in 

Ethiopia. 

5.3. Recommendations 

On the basis of the study findings, the following is suggested: 

1. Encourage strategic balance between payout and retention: Strategic balance 

between dividend payout and capital retention by Ethiopian banks must be 

achieved. This can be encouraged by regulators through guidelines so that 

liquidity contribution in a sustainable manner without compromising capital 

adequacy is ensured. 

2. Improve operating efficiency and profitability: since ROA and FCF showed 

positive relationship with liquidity, banks have to emphasize operating 

performance improvement, profit margins, and cost-effectiveness to increase their 

capacity for financing stock market liquidity. 

3. Utilize prudent leverage: since increasing D/E ratios adversely affect liquidity 

contribution, banks have to pursue prudent debt management policy that is not 

based on excessive financial risk and maintains dividend ability. 

4. Diversify strategy by size: larger, better-capitalized banks can more easily be 

more forgiving of aggressive dividend and investment policies. Smaller banks 

have to focus on developing capital and regulatory compliance while 

progressively advancing market presence. 

5. Integrate external risk considerations into strategy: macroeconomic risk and 

evolving regulatory environments must be deliberately integrated into investment 
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and liquidity strategy. Scenario planning and risk analysis can enable banks to be 

responsive and resilient. 

These findings are extremely useful for learning about the effects of institutional financial 

planning on overall market behavior. By even greater convergence of internal bank policy 

with the goals of market stability, Ethiopian institutions and regulators can collaborate to 

enhance the efficiency and resilience of the nation's emerging capital markets. 

5.4. Suggestions for Further Research 

Although this study has cast very important light on the connection between the investment 

policy of Ethiopian banks and stock market liquidity, it also proposes some areas for further 

study. Some ways to enhance the findings of this study and better knowledge in this field are 

as follows: 

1. Use the macroeconomic and policy variables: while in this study, it was focused on 

internal bank policies (e.g., interest on assets, debt to revenue, free cash flow), 

subsequent interest may incorporate macroeconomic variables like interest rate, GDP 

growth, monetary policy changes, or changes in interest rates. This will provide a 

more general economic explanation of how external environments interact with 

institutional actions to influence market liquidity. 

2.  Investigate investor sentiment and market reaction: future studies may involve 

qualitative or behavioral finance views, e.g., investor sentiment or bank dividend and 

investment approach perception. This can determine how capital markets react to 

institutional choices beyond financial ratios. 

3.  Comparative regional studies: comparison of the Ethiopian banks with other Sub-

Saharan African countries or comparable emerging markets would be interesting. A 

comparative study can show region-specific trends in behavior or institutional 

structural differences and stock market development. 

4.  Explore the moderating effect of bank size and capital adequacy: additional research 

can examine whether bank size, capital adequacy, or risk appetite moderates between 

investment strategies and liquidity. This would introduce an additional layer of 

sophistication and utility to capital planning and policy formulation. 
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