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ABSTRACT
Factors Affecting Profitability: An Empirical Study on Ethiopian Banking Industry

Amdemikael Abera

Addis Ababa University, 2012

This study examines the bank-specific, industry-specific and macro-economic factors
affecting bank profitability for a total of eight commercial banks in Ethiopia, covering the
period of 2000-2011. To this end, the study adopts a mixed methods research approach
by combining documentary analysis and in-depth interviews. The findings of the study
show that capital strength, income diversification, bank size and gross domestic product
have statistically significant and positive relationship with banks’ profitability. On the
other hand, variables like operational efficiency and asset quality have a negative and
Staristica_lly significant relationship with banks’ profitability. However, the relationship
for liquidity risk, concentration and inflation is found to be statistically insignificant. The
study suggests that focusing and reengineering the banks alongside the key internal
drivers could enhance the profitability as well as the performance of the commercial
banks in Ethiopia. Moreover, banks in Ethiopia should not only be concerned about
internal structures and policies, but they must consider both the internal environment and
the macroeconomic environment tbgether in fashioning out strategies to improve their
performance or profits. Finally, the government needs to revisit its requirements imposed
solely on private banks like investing 27% of their total loans on bonds at a relatively

lower interest rate.
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Chapter 1 Introduction

Bank performance gets a great deal of attention in the economic literature considering
that banks serve a pivotal role in the economy. Moreover, the stream of bank failures
experienced in the United States of America during the great depression of the 1940s
prompted considerable attention to bank performance. The attention has grown ever since
then (Heffernan 2005). As noted in Olweny & Shipo (2011) the recent global financial
crisis of 2007/2008 also demonstrated the importance of bank performance both in
national and international economies and the need to keep it under surveillance at all

times.

There are many aspects of the performance of banks that can be analyzed. This study
focuses on the profitability performance of banks in Ethiopia. As noted in Flamini et al.
(2009) bank profits provide an important source of equity especially if re-invested into
the business. This should lead to safe banks, and as such high profits could promote
financial stability. However, too high profitability is not necessarily good. Garcia-Herrero
et al. (2609) observed that too high profitability could be indicative of market power,
especially by large banks. This may hamper financial intermediation because banks
exercising strong market power may offer lower returns on deposit but charge high
interest rates on loans. Too low profitability, in turn, might discourage private agents
(depositors and shareholders) from conducting banking activities thus resulting in banks
failing to attract enough capital to operate. Furthermore, this could imply that only poorly
capitalized banks intermediate savings with the corresponding costs for sustainable

economic growth.



The banking environment in Ethiopia has, for the past decades, undergone many
regulatory and financial reforms like other African countries and the rest of developing
world. These reforms have brought about many structural changes in the banking sector
of the country and have also encouraged private banks to enter and expand their
operations in the industry (Lelissa 2007). Despite these changes, currently, the banking
industry in Ethiopia is characterized by operational inefficiency, little and insufficient
competition and perhaps can be distinguished by its market concentration towards the big
government owned commercial bank and having undiversified ownership structure
(Lelisa 2007). The existence of less efficiency and little & insufficient competition in the
country’s banking industry is a clear indicator of relatively poor performance of the
sector compared to the developed world financial institutions. Thus, it is important to
know the determinants of banks profitability for an efficient management of banking

operations aimed at ensuring growth in profits and efficiency.

In light of the above, a lot of research work has so far taken place concerning the issue of
determinants of bank profitability. For instance, Flamini et al. (2009) and other several
studies like Athanasoglou et al. (2008) and Trujillo-Ponce (2012) have shown that bank
profitability is influenced by bank-specific, industry-specific and macro-economic
factors. However, these studies were based on data from other countries and their
findings may not be applicable to the Ethiopian banking sector. Moreover, those
literatures by themselves provide contradictory conclusions for they are based on
different models and methodologies. In the context of Ethiopia, to the knowledge of the
researcher, there appears to be veriy limited work on the assessment of determinants of

profitability of banks. For example, the recent study of Damena (2011) examined



determinants of profitability of commercial banks in Ethiopia, by adopting a quantitative
approach and without including one of the governments owned commercial bank, namely

Construction & Business Bank (CBB).

In the context of the above discussions, the purpose of this study is to assess factors
affecting the financial performance (profitability) of banks in Ethiopia. The remaining
discussions in the chapter are arranged in eight sections. The first section presents an
overview of the Ethiopian banking. system as a background for the research. Section 1.2
presents the problem statement. Section 1.3 presents the broad objective, research
question -and hypotheses of the study respectively. Section 1.4 presents the research
methodology of the study. Section 1.5 presents the scope of the study. Section 1.6
discusses the limitations of the study. Section 1.7 presents the significance of the study.

Finally, the structure of the study is discussed in section 1.8.

1.1.0verview of the Ethiopian banking system

Modern banking in Ethiopia started in 1905 with the establishment of Abyssinian Bank
which was based on a fifty year agreement with the Anglo-Egyptian National Bank. In
1908 a new development bank! and two other foreign banks® were also established
(Degefe 1995 cited in Geda 2006). As noted in Geda (2006) these banks were criticized
for being wholly foreign owned. In 1931 the Ethiopian government purchased the

Abyssinian Bank, which was the dominant bank, and renamed it the Bank of Ethiopia

! The new development bank was Societe Nationale d’Ethiope Pour le Development del’ Agriculture et du
Commerce.

2 The two foreign banks were Banque de I'Indochine and the Compagnie del’ Afrique Orientale.



i.e., the first nationally owned bank on the African continent (Gedey 1990, pp. 83, cited

in Geda 2006).

During the five-years of Italian occupation’ banking activity of the country was relatively
expanded. In that time, the Italian banks were particularly active. As a result, most of the
banks that were in operation during this period were Italian banks®. After independence
from Italy’s brief occupation, where the role of Britain was paramount owing to its
strategic planning during the Second World War, Barclays Bank was established and it
remained in business in Ethiopia between 1941 and 1943 (Degefe 1995 cited in Geda
2006). Following this, in 1943 the Ethiopian government established the State Bank of
Ethiopia.- As noted in Degefe (1995 cited in Geda 2006) the establishment of the Bank by
Ethiopia was a painful process because Britain was against it. The Bank of Ethiopia was
operating as both a commercial and a central bank until 1963 when it was remodeled into
today’s National Bank of Ethiopia (NBE) (the Central Bank, re-established in 1976) and
the Commercial Bank of Ethiopia (CBE). After this period many other banks were
established; and just before the 1974 revolution those banks were in operation (Degefe

1995 cited in Geda 2006).

As stated in Degefe (1995 cited in Geda 2006), all privately owned financial institutions
including three commercial banks, thirteen insurance companies, and two non-bank

financial intermediaries were nationalized on 1 January 1975°. The nationalized banks

® The Italian occupation in Ethiopia was during the period of 1936-41.

* The Banks operated during the Italian occupation were Banco di Italy, Banco di Roma, Banco di Napoli,
Banco Nacionale, Casa de Creito and Society Nacionale di Ethiopia.

® The commercial banks were Addis Ababa Bank, Banco di Napoli and Banco di Roma.
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were reorganized and one commercial bank (the CBE), a national bank (recreated in
1976), two specialized banks i.e., the Agricultural and Industrial Bank, renamed recently
as the Development Bank of Ethiopia and a Housing and Saving Bank, renamed recently
as the CBB, and one insurance company (Ethiopian Insurance Company) were formed.
Following the regime change in 1991 and the liberalization policy in 1992, these financial
institutions were reorganized to work to a market-oriented policy framework. Moreover,
new privately owned financial institutions were also allowed to work alongside the
publicly owned ones. As a result, currently, the country has three public-owned and twelve

private banks, which are operating throughout the country (NBE 2009/2010)°.

1.2.Statement of the problem

The current economic crisis has highlighted that a well-functioning financial system is
significantly important for economic growth. The financial system enables an economy to
be more productive as it allows investors with few resources to use savings from those
with few prospects of investing. In this context, it is crucial to know what drives bank
profitability. Higher profitability not only allows banks to generate funds to grant more
credit to the economy, but is also {mportant for regulators as it guarantees more flexible
capital ratios, even in a riskier business environment. In addition, bank profitability must

also lead to fair returns for its shareholders.

Despite all the above facts and the financial sector reforms in Africa since the 1990s with

an aim of improving profitability, efficiency and productivity, banks’ performance has

® The three governments owned banks are Development Bank of Ethiopia, Commercial Bank of Ethiopia,
Construction & Business Bank. The twelve privately owned banks are Awash International Bank, Dashen
Bank, Bank of Abyssinia, Wegagen Bank, United Bank, Nib International Bank, Cooperative Bank of
Oromia, Lion International Bank, Oromia International Bank, Zemen Bank, Bunna & Birhan International
banks (NBE 2009/10).



remained poor with substantial gaps in service delivery to private agents (Francis 2010).
There is sufficient empirical evidence that poor performance is manifest into low
performance of bank indicators including: high levels of credit risk to private agents,
poor quality loans, limited and/or inadequate capitalization, operational inefficiencies,
higher incidences of non-performing loans and higher levels of liquidity risk; among
others. Although these are mentioned as constraint areas affecting Sub-Saharan Africa
(SSA) banks performance, they are based on a few studies and non-elaborate methods to

generate sufficient conclusions (Francis 2010).

In light of the above, Nissanke & Aryeetey (1998) demonstrated that continuous poor
performance of banking systems in Africa could be partly explained by the high degree of
financial market fragmentation and limited access to basic payment services or savings
accounts. Francis (2010) also noted that as the low performance in terms of profitability
exists in SSA banks. This low profitability levels reflected lack of competiveness and
inefficiency in the SSA banking sector. Furthermore, Francis (2010) also noted that as
banks’ profitability for most of the SSA countries have been about two percent over the
Jast ten years and compares significantly with other developing world, but lower than the
developed world. On the other hanﬂ, Dermerguc-Kunt & Huizingha (2001) revealed that
as African banks have not been widely studied and was therefore, difficult to inform
policy on readily efficient banks in the continent without sufficient data. A similar view
was reached by Goddard et al. (2004), that more data was required on African banking
systems to inform policy. All these studies, among others observed that as more

understanding on African banking sector performance was important. World Bank (2005



cited in Francis 2010) also emphasized the need to undertake deeper analysis of financial

sector performance in SSA, where performance has not been impressive.

Coming back to the case of the Ethiopian banking sector, regardless of the series of
changes and liberalization measures undertaken which is expected to change the
ownership structure, the concentration, and profitability performance of the sector as
compared to the situations prevalent before the reform period, currently the country’s
banking sector is characterized by the existence of high concentration (low competition)
and operational inefficiencies; which is a clear sign of unimpressive performance of the
sector (Lelisa 2007). In this regard, Kefele (2008) also noted as a non-competitive market
structure exists in the Ethiopian l;anking industry, due to the nature of the country’s
financial sector in which there are no foreign banks. Moreover, even if the financial
sector reform aims at improving profitability, efficiency and productivity, by adopting a
strategy of gradualism, Ethiopian banks’ performance has still remained poor with
substantial gaps in service delivery to private agents, particularly to the rural and lower-
income population. This is clearly indicated in the NBE (2008/09) annual report which
states as one branch of a bank on the average is estimated to serve around 126,258
people, which is way below even at the SSA standard. This high people to bank branch
ratio indicated that as Ethiopian banks performance is still poor in terms of outreach even
as compared to the SSA standards where the performance is significantly poor. This very
limited access to basic payment services or saving accounts clearly indicates as the

industry is performing poorly.



In addition, as noted in Geda (2006) Ethiopian banking industry is characterized by a
quite high liquidity, which is well above the statutory requirement of 20 per cent, high
level of nonperforming loans, and failure to adopt new technologies to improve the
efficiency of their services; among others which are the direct indicators of low
performance when measured in terms of profitability as far as all of the above mentioned
factors affect profitability negatively. Moreover, fear of risky investments by Ethiopian
banks which may result in greater amount of profit for them and lack of active secondary
stock market in the country which may reduce their investment options and their
profitability as well are also clear indicators as Ethiopian banks are still not operating at
their full capacity. Moreover, as noted in NBE (2009/10) annual report low contribution
of the sector to Gross Domestic Product (GDP) despite the increasing contribution of the
service sector to GDP is also another indicator of low performance of the sector. In
general, even if Ethiopian banks looks like profitable, lack of competition, limited
number of branches, poor asset quality, low efficiency, higher levels of liquidity and
others clearly indicate as they are still not performing well and attaining the maximum

profit that they can achieve.

All the above discussed problems in the banking industry of Ethiopia in relation to
performance in general and proﬁta‘bility in particular along with the gap in the literature
(to be established in the next chapter) with respect to profitability and the link between
profitability and internal and external determinant factors call for detailed investigation.
Furthermore, in order to minimize the above stated problems like the existence of high

concentration (low competition), low efficiency, high liquidity, poor asset quality and



others related to profitability, identifying the factors that affect bank profitability is vital.
Therefore, this study seeks to fill the gap by providing full information about the internal
and external factors that affects profitability by examining the untouched one, and
replicating the existing in the Ethi(l)pian context by using all commercial banks operated

in the country that had 12 years data.

1.3.Broad objective, research question and hypotheses

In the context of the problems highlighted above, the general objective of this study is to

assess the factors that affect bank profitability in Ethiopia.
Research question (RQ)

In line with the broad purpose statement highlighted above, the following specific

research question was formulated:

RQI. What are the determinants of banks’ profitability in Ethiopia and how do

those factors influence the profitability of Ethiopian banks'?
Hypotheses of the Study (HP)

In line with the broad purpose statement the following hypotheses were also formulated
for investigation. Hypotheses of fhe study stands on the theories related to a bank’s
profitability that has been developed over the years by banking area researcher’s and past
empirical studies related to a bank’s profitability. The results from the literature review

(to be established in the next chapter) were used to establish expectations for the



relationship of the different determinants. Hence, based on the objective, the present

study seeks to test the following 9 hypotheses:

HP1: There is a significant positive/negative relationship between the amount of capital

of a bank and the bank’s prbﬁtability.

HP2: There is a significant negative relationship between the operational efficiency of a

bank and the bank’s profitability.

HP3: There is a significant positive relationship between the Income diversification of a

bank and the bank’s profitability.

HP4: There is a significant negative relationship between the liquidity risk of a bank and

the bank’s profitability.

HP35: There is a significant positive/negative relationship between the size of a bank and

the bank’s profitability.

HP6: There is a significant negative relationship between the asset quality of a bank and

the bank’s profitability.

HP7: There is a significant positive relationship between the concentration of the

banking sector and the bank’s profitability.

HPS8: There is a significant positive relationship between real gross domestic product

growth and bank profitability.

HPY9: There is a significant positive/negative relationship between inflation and bank

profitability.

10



1.4. Research Methodology

In order to achieve the broad research objective a mixed methods approach is adopted. To
this end, to collect the necessary data the study mainly adopts survey of documents. The
survey is administered in a structured document review mode, and it is intended to elicit
data relevant for factors having impact on the profitability of banks. For the study the
target population consists of all commercial banks registered by NBE and under
operation in the country at least for the last twelve years. Consequently, the study consists
of the twb governments owned commercial banks namely, CBE and CBB. Moreover, the
study also includes the six leading private commercial banks in the country in terms of
both branch network and market share namely, Awash International Bank (AIB), Bank of
Abyssinia (BoA), Dashen Bank (DB), Nib International Bank (NIB), United Bank (UB)
and Wegagen Bank (WB). The analyses are basically concentrated on the data available
in financial statements of banks and other documents which had macro-economic data in
relation to the selected variables kept by NBE, the banks themselves and Ministry of
Finance and Economic Development (MoFED), covering the period of 2000-2011. To
supplement the data obtained through the structured document reviews in-depth

interviews are also conducted with the finance managers of the selected banks.

1.5. Significance of the study
The significance of this research includes the following:
e First, as it is explained in the review of the literature part studies made so far in
Ethiopia with the objective of identifying the factors affecting bank profitability

are very scanty. As a result, this study makes a number of contributions towards

11



éxtended research in the area of determinants of profitability of banks in
Ethiopia.

e Second, the study draws some conclusions and identifies the factors affecting
bank profitability significantly. Thus, it gives signal to the management of the
banks and policy makers to take remedial action.

e Third, it helps other researchers as a source of reference and as a stepping stone
for those who want to make further study on the area afterwards.

e Finally, it gives all stake holders in the area the opportunity to gain deep
knowledge about the relationship of internal and external factors and

profitability.

1.6. Scope of the study

The scope of the study is restricted to the assessment of the internal and external factors
affecting bank profitability of all commercial banks registered by the NBE and that have
at least twelve years data ie., 2000-2011. As a result, it includes the two large
governments owned commercial banks namely, CBE and CBB. The scope of the study
also includes the six leading private commercial banks in the country in terms of both

branch network and market share namely, AIB, DB, BoA, WB, UB and NIB.

1.7.Limitation of the study

During the study, the researcher faced some uncontrollable (external) variables that
affected the smooth implementation of the research although the researcher tried his best
to design the research as properly as possible. For instance; lack of resource and poor

cooperation of interviewees’ in responding for the interview questions are some of the

12



factor’s that hindered the outcome of the research. Moreover, lack of relevant and up to
date published literatures mainly in the context of Ethiopia and absence of full
information displayed on websites were the major constraints during the study. Finally,
the researcher himself may be biased in interpreting the results that was collected through

interviews.

1.8. Structure of the study

This study mainly focuses on the identification of both the internal (bank-specific factors)
and the external factors which includes the industry-specific factors as well as the broader
macro-eéonomic factors that can affect the Ethiopian banking industry in general. This
study is organized into six chapters. Chapter one presents introductions of the study. The
literature review part of the study is presented in Chapter two. The review of the literature
includes the theoretical review in its first section which is followed by the review of the
previous studies related to the area and conclusion and knowledge gap finally. Chapter
three presents the research design and methodology. The results of the different methods
used are presented in chapter four. This is followed by an analysis of the results of the
different methods concurrently in chapter 5. Finally, chapter six presents the conclusions

and recommendations.

13



Chapter 2 Literature review

Several factors influence banks’ operations and banks’ profitability, recognizing and
understanding the underlying concepts and definitions of the banking sector is essential in
order to vouch results and analyses. Hence, chapter two serves as background for this
study by describing concepts of financial intermediation and factors that could influence
banks’ profitability. Subsequent chapters will build on concepts and definitions
described here. In light of the above, the purpose of this chapter is to review the
literatures related to bank proﬁtélbility and its determinants. The review has three
sections. Section 2.1 presents a review of the theoretical aspects related to bank
profitability and its determinants. This is followed by the review of the previous studies
conducted in relation to bank profitability and its determinants in section 2.2. Finally,

conclusions on the literature review and knowledge gaps are presented in section 2.3.

2.1. Theoretical review

This section reviews the basic theoretical issues related to banks and bank profitability
and its determinants. Hence, section 2.1.1 presents the role of banks in the economy.
Then, section 2.1.2 presents the theories related to bank profitability. Finally, section

2.1.3 presents the factors influencing bank profitability.

2.1.1. The role of banks

To start very basic, this paragraph discusses the role of banks in the economy and
examines the question why banks exist. At first sight, the answer to this question is very
intuitive and simple; banks act as an intermediary between those who are in need for

money and those who have excess of money. Looking more closely to this question there

14



could be a more detailed explanation. Namely, in a perfect capital market of Modigliani-
Miller (1958), financial institutions are superfluous (Santos 2001); namely, entities can
borrow and save directly through the capital market. In reality, such perfect market does
not exist; transaction costs and monitoring costs distort capital markets. Furthermore,
capital markets suffer from the information asymmetry and the agency problem. The
agency problem refers to the dissimilar incentives of borrowers and savers, in a broader
context it refers to the dissimilar incentives of principles and agents (Jensen & Meckling
1976). In a case of financial distress, borrowers are limited liable; implying that they have
incentives to alter their behavior by taking on more risk than savers are willing to accept.
Monitoring the borrowers’ behavior is time consuming, complex and expensive for
individuals. In general, in inefficient markets, financial intermediation is beneficial since
banks have lower monitoring and transaction costs than individuals, due to economies of

scale and scope.

Another important aspect of banking is the function of maturity transformation. Banks
receive short-term savings from depositors and transform those savings into long-term
loans to borrowers. By holding a pért of the short-term savings in liquid assets and cash,
banks could withstand daily withdrawals from depositors. Banks offer a unique service;
lending long term while guaranteeing the liquidity of their liabilities to depositors, which
can withdraw their money at any time without a decline in nominal value (Schooner &
Talyor 2010 cited in van Ommeren 2011). Capital markets cannot achieve maturity
transformation with the same benefits as banks can. Individual investors face liquidity,
price and credit risk, which they cannot diversify to the extent banks can. As savers do

not withdraw their deposits at the same time, banks hold only a minor part of the savings
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in liquid cash. Thus, banks diversify liquidity risks over a large pool of savers. Individual
savers can also diversify their investments in terms of credit and price risks but it remains
unlikely that they could withdraw the investments at any time without facing liquidity

issues.

Nowadays, bank activities are more diverse than ever. In the past decades, competition
has increased and new activities have emerged. The traditional form of banking,
receiving deposits and extending credits, has become less important. Ever since the
complexity of balance sheet has increased, as did balance sheet and risk management
(van Greuning & Bratanovic 2‘009 cited in van Ommeren 2011). Besides the
incorporations of liquidity, price and credit risks in banking activities, banks increasingly
faces market risks (e.g. interest rate risk and currency risk). One may assume that banks’
risk managers properly diversify these risks and closely monitor borrowers’ behavior to
avoid bank failure or financial distress. Nevertheless, monitoring bank behavior is
required to safeguard the continuity and stability of the banking sector due to moral

hazard issues.

2.1.2. Theories of bank profitability

Studies on the performance of banks started in the late 1970s/early 1980s with the
application of two industrial organizations models: the Market Power and Efficiency
Structuré theories (Athanasoglou et al. 2006). The balanced portfolio theory has also
added greater insight into the study of bank profitability (Nzongang & Atemnkeng 2006).
Thus, each of the aforementioned theories and others related to bank profitability and its

determinants are discussed in detail in this particular section as follows.
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The market power theories

As noted in Tregena (2009) applied in banking the market power hypothesis posits that
the performance of bank is influenced by the market structure of the industry. There are
two distinct approaches within the market power theory; the Structure-Conduct-
Performance (SCP) and the Relative Market Power (RMP) hypotheses. According to the
SCP approach, the level of concentration in the banking market gives rise to potential
market power by banks, which may raise their profitability. Banks in more concentrated
markets are most likely to make ‘abnormal profits’ by their ability to lower deposits rates
and to charge higher loan rates as a results of collusive (explicit or tacit) or monopolistic
reasons, than firms operating in less concentrated markets, irrespective of their efficiency
(Tregenna 2009). Unlike the SCP, the RMP hypothesis posits that bank profitability is
influenced by market share. It assumes that only large banks with differentiated products
can influence prices and increase profits. They are able to exercise market power and

earn non-competitive profits (Tregenna 2009).

The efficiency theory

The efficiency hypothesis, on the other hand posits that banks earn high profits because
they are more efficient than others. There are also two distinct approaches within the
efficiency; the X-efficiency and -Scale—efﬁciency hypothesis. According to the X-
efficiency approach, more efficient firms are more profitable because of their lower costs.
Such firms tend to gain larger market shares, which may manifest in higher levels on
market concentration, but without any causal relationship from concentration to
profitability (Athanasoglou et al. 2006). The scale approach emphasizes economies of

scale rather than differences in management or production technology. Larger firms can
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obtain lower unit cost and higher profits through economies of scale. This enables large
firms to acquire market shares, which may manifest in higher concentration and then

profitability (Athanasoglou et al. 2000).

The balanced portfolio theory

The portfolio theory approach is the most relevant and plays an important role in bank
performance studies (Nzongang & Atemnkeng 2000). According to the Portfolio balance
model of asset diversification, the optimum holding of each asset in a wealth holder’s
portfolio is a function of policy decisions determined by a number of factors such as the
vector of rates of return on all assets held in the portfolio, a vector of risks associated
with the ownership of each financial assets and the size of the portfolio. It implies
portfolio diversification and the desired portfolio composition of commercial banks are
results of decisions taken by the bank management. Further, the ability to obtain
maximum profits depends on the feasible set of assets and liabilities determined by the
management and the unit costs incurred by the bank for producing each component of

assets (Nzongang & Atemnkeng 2006).

Risk-return trade off theory, the signaling and bankruptcy cost hypotheses

The balance sheet structure could also influence banks’ profitability; in this context, the
equity-to-asset ratio is an important balance sheet ratio that received much attention. For
this ratio, theoretical explanations assume different signs of the relationship with
proﬁtability. According to the Modigliani & Miller theorem there exists no relationship
between the capital structure (debt or equity financing) and the market value of a bank

(Modigliani & Miller 1958). In this context, there is no relationship that exists between
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the equity-to-asset ratio and funding costs or profitability. Nevertheless, as this chapter
already mentioned the agency problem, information asymmetry and transaction costs
distort Modigliani & Miller’s perfect market. Thus, when the perfect market does not
hold there could be a possible expianations for a negative relationship. Financing theory
suggest that increasing risks, by increasing leverage and thus lowering the equity-to-asset
ratio (increasing leverage), leads to a higher expected return as entities will only take on
more risks when expected returns will increase; otherwise, increasing risks have no
benefits. This theoretical explanation is known as the risk-return trade off (van Ommeren

2011).

There are also theoretical explanations for the opposite relationship that a higher equity-
to-asset ratio has a positive effect.on profitability. These explanations are based on the
signaling and bankruptcy cost hypotheses. The first hypothesis states that a higher equity
ratio is a positive signal to the market of the value of a bank (Berger 1995b). Less
proﬁtablé banks cannot achieve such a signal since this will further deteriorate their
earnings. In this way a lower leverage, indicates that banks perform better than their
competitors who cannot raise their equity without further deteriorating the profitability.
The latter hypothesis suggests that in a case where bankruptcy cost are unexpected high a

bank hold more equity to avoid period of distress (Berger 1995b).

2.1.3. Factors affecting bank profitability
Theoretically factors affecting bank profitability are mainly divided into two categories
as internal and external variables. The internal (bank-specific factors) are factors that are

related to internal efficiencies and managerial decisions. As stated in the above section
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the efficiency and portfolio theory highly assume as bank performance is influenced by
those internal factors that are related to internal efficiencies and managerial decisions.
Such factors include determinants such as bank capital, bank size, asset quality, income
diversification, liquidity risk and operational efficiency (expenses management). On the
other hand, the market power theory assumes as bank profitability is a function of
external market factors. Accordingly, one of the external factors (variables) that can
affect bank profitability is industry specific factors. Such factors mainly include industry
concentration or market share as a major determinant factor of bank profitability. Finally,
the macroeconomic factors that can affect bank profitability include factors such as GDP,
money supply growth, and inflation rate among others. The exact relationship between
these factors and the bank profitability and the significance of the relationship remain as

questions to be addressed more specifically in the context of Ethiopia.

2.2. Previous studies in relation to bank profitability and its determinants

The study on the determinants of bank profitability began as early as 1979 when Short
(1979) examined the relationship between profit rate and the bank concentration. By
classifying the determinants to internal and external determinants, Bourke (1989)
extended this study to banks in twelve countries in Europe, North America and Australia.
Further study performed by Athanasoglou et al. (2005) classified the determinants to
three specific aspects: bank-specific, industry-specific and macroeconomic determinants
of bank profitability (Said & Tumiﬁ 2011, p.159). Thus, the following section reviews the
empirical evidence on factors affecting bank profitability with a particular focus on those
that have been conducted more recently, as far as they are the best indicators of the

current situation. Determinants of bank profitability studies conducted in single country
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are reviewed in section 2.2.1.This is followed by a review of determinants of bank
profitability studies carried out on a panel of countries in section 2.2.2. Finally, related

studies conducted in the Ethiopian context are reviewed in section 2.2.3.

2.2.1. Single country studies
This section presents all the single country studies reviewed by the researcher

chronologically as far as the writers’ views have tended to change over time.

Berger (1995b) more or less belonged to one of the earliest researches conducted in the
area of bank profitability. Berger (1995b) examined the relationship between the return
on equity and the equity to asset ratio for a sample of United States banks for the 1983-
1992 time periods. Using the granger causality model, he showed that the return on

equity and equity to asset ratio tend to be positively related.

Guru et al. (2002) investigated the determinants of bank profitability in Malaysia, using a
sample of 17 commercial banks during the 1986 to 1995 period. The profitability
determinants were divided into two main categories, namely the internal determinants
(liquidity, capital adequacy, and expenses management) and the external determinants
(ownership, firm size and economic conditions). Their finding revealed that efficient
expenses management was one of the most significant factors explaining high bank
profitability. Among the macro indicators a high interest rate ratio was associated with
low bank profitability and inflation was found to have a positive effect on bank

performance.
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Athanasoglou et al. (2008) examined the effect of bank-specific characteristics, industry-
specific and macroeconomic determinants of bank profitability for Greek banks that
covered the period 1985-2001. Specific attention was given for the testing of SCP
hypothesis. The empirical results suggested that capital, labor productivity growth,
operating expenses, inflation, and cyclical output significantly affect profitability.
However, the impact of bank size and ownership cannot be observed. Furthermore, the
SCP hypothesis was not verified as the effect of the industry concentration on bank

profitability was found insignificant.

Sufian & Chong (2008) examined the determinants of Philippines banks profitability
during the period 1990-2005. The empirical findings suggested that all the bank-specific
determinant variables had a statistically significantly impact on bank profitability. The
empirical findings also suggested that size, credit risk, and expense preference behavior
are negatively related to banks’ profitability, while non-interest income and capitalization
had a positive impact. During the period under study, the results suggested that inflation
had a negative impact on bank profitability, while the impact of economic growth, money
supply, and stock market capitalization had not significantly explained the variations in

the profitability of the Philippines banks.

Ben Naceur & Goaied (2008) examined the impact of bank characteristics, financial
structure and macro-economic conditions on Tunisian banks’ net interest margins and
profitability during the period from 1980 to 2000. They suggested that banks which hold
a relatively high amount of capital and higher overhead expenses tend to exhibit higher

net-interest rate margin and profitability levels, while size was negatively related to bank
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profitability. During the period under study, they found that stock market development
had a positive impact on bank profitability. The empirical findings suggested that private
banks were relatively more profitable than their state owned counterparts. The result
indicated that macroeconomic conditions had no significant impact on Tunisian banks’

profitability.

Garcia-Herrero et al. (2009) analyzed the main determinants of profitability for Chinese
banks by employing a panel data sét for 87 banks from 1997-2004. They found that better
capitalized banks, a relatively larger share of deposits, and more X-efficient banks tend to
be more profitable. Hence, a less concentrated banking system as well as lower
government intervention increases bank profitability. ~Furthermore, from the
macroeconomic variables included, higher real interest rates on loans and inflation appear

to foster profitability while the volatility of interest rates reduces it.

Gul et al. (2011) examined the relationship between bank-specific and macro-economic
characteristics over Pakistan bank profitability by using data of top fifteen Pakistani
commercial banks over the period 2005-2009. Their paper used the Pooled Ordinary
Least Square method to investigate the impact of assets, loans, equity, deposits, economic
growth, iﬁﬂation and market capitalization on major profitability indicators i.e., return on
asset , return on equity, return on capital employed and net interest margin separately.
The empirical results have found strong evidence that both internal and external factors

have a strong influence on the profitability.

Olweny & Shipho (2011) examined the effects of banking sector factors on the

profitability of commercial banks in Kenya. To this end, their study adopted an
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explanatory approach by using panel data research design. Annual financial statements of
38 Kenyan commercial banks from 2002 to 2008 were obtained from the Central Bank of
Kenya and banking survey 2009 for the analysis purpose. The data was analyzed using
multiple linear regressions method. The results of the analysis showed that all the bank
specific factors had a statistically significant impact on profitability, while none of the

market factors had a significant impact.

The determinants of profitability of Korean banking sector is examined by Sufian (2011),
in which bank-specific and macroeconomic determinants are evaluated. By employing
unbalanced bank level panel data, the period considered is 1992-2003. The empirical
results revealed that liquidity level, diversification, credit risk, business cycle, and

industry concentration significantly affect banks’ profitability.

One of the latest studies by Sufian & Noor-Mohamad-Noor (2012) examined the internal
and external factors that influenced the performance of banks operating in the Indian
banking sector during the period 2000-08. The empirical findings from this study
suggested that credit risk, opera;ting expenses, liquidity and size had statistically

significant impact on the profitability of Indian banks.

The other very latest study by Ponce (2012) empirically analyzed the factors that
determine the profitability of Spanish banks for the period of 1999-2009. Based on the
findings of the study the researcher concluded that the high bank profitability during
these years is associated with a large percentage of loans in total assets, a high proportion
of customer deposits, good efficiency and a low doubtful assets ratio. In addition, as per

the findings a higher capital ratios also increased the bank’s return, but only when return
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on assets is used as the profitability measure. The findings also revealed that as no
evidence of either economies or diseconomies of scale or scope exist in the Spanish

banking sector.

2.2.2. Panel country studies

Molyneux & Thornton (1992) were the first to explore thoroughly the determinants of
bank profitability on a set of countries. They used a sample of 18 European countries
during the 1986-1989 periods. They found a significant positive association between the
return on equity and the level of interest rates in each country, bank concentration and

government ownership.

Abreu & Mendes (2002) investigated the determinants of bank’s interest margins and
profitability for some European countries in the last decade. They reported that well
capitalized-banks face lower expected bankruptcy costs and this advantage “translate”
into better profitability. Although with a negative sign in all regressions, the
unemployment rate was relevant in explaining bank profitability. The inflation rate was

also relevant.

Athanasoglou et al. (2006) examined the profitability behavior of bank-specific, industry-
related, and macroeconomic determinants, using an unbalanced panel dataset of South
Eastern European credit institutions over the period 1998-2002. The estimation results
indicated that, with the exception of liquidity, all bank-specific determinants significantly
affect bank profitability in the anticipated way. A key result is that the effect of
concentration was positive, which provides evidence in support of the structure-conduct-

performance hypothesis, even though some ambiguity arises given its interrelationship
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with the efficient-structure hypothesis. In contrast, a positive relationship between
banking reform and profitability was not identified, whilst the picture regarding the

macroeconomic determinants is mixed.

Pasiouras & Kosmidou (2007) measured the effects of 10 internal and external variables
on profitability, including the capital ratio, cost to income ratio, loans to customers and
short-term funding, bank size, inflation, GDP growth, concentration, and three
determinants reflecting the development of banking and stock markets on bank returns
for 584 domestic and foreign commercial banks in the 15 developed European Union
countries over the period 1995-2001. The effects of all variables are found to be

significant, regardless of bank ownership status except for the concentration ratio.

Using a sample of 389 banks on an unbalanced panel of 41 SSA countries over the period
1998-2006, Flamini et al. (2009) studied the determinants of bank profitability. The paper
proposed that higher returns on assets are associated with larger bank size, activity
diversification, and private ownership. Bank returns are affected by macroeconomic
variables, which indicate that macroeconomic policies that promote low inflation and
stable output growth promote the expansion of credit. The results also indicated moderate
persistence in profitability. Causaiion in the Granger sense from returns on assets to
capital occurs with a considerable lag, which means that it does not maintain high returns
immediately in the form of capital increases. Thus, the paper gave some support to the
policy of imposing higher capital requirements in the region to promote financial

stability.
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Ben Naceur & Omran (2011) analyzed the influence of bank regulations, concentration,
and financial and institutional development on the Middle East and North Affica
countries’ commercial banks’ maigins and profitability during the period 1989-2005.
They found that bank specific characteristics, in particular bank capitalization and credit
risk, had a positive and significant impact on banks’ net interest margins, cost efficiency,
and profitability. On the other hand, macroeconomic and financial development

indicators had no significant impact on bank performance.

More recently, Said & Tumin (2011) examined performance and financial ratios of
commercial banks in Malaysia and China. The purpose was to investigate the impact of
bank-specific factors which include liquidity, credit, capital, operating expenses and the
size of commercial banks on their performance, which is measured by return on average
assets and return on average equity. The results imply that ratios employed in the study
have different effects on the performance of banks in both countries, except credit and
capital ratios. Operating ratios influence performance of banks in China, but this

influence was not true for Malaysian banks regardless of the measure of performance.

2.2.3. Review of previous studies on Ethiopia

In the context of Ethiopia, to the knowledge of the researcher, there appears to be very
limited work on the assessment of determinants of profitability of banks. These studies
include the recent studies of Semu (2010) and Damena (2011). Those studies examined
the impact of reducing loan by Ethiopian banks on their own performance and the

determinants of commercial banks profitability in Ethiopia respectively. Thus, this
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particular section provides a detailed review of the two related studies conducted in the

context of Ethiopia.

A study made by Semu (2010) assessed the impact of reducing or restricting loan
disbursement on the performance of banks in Ethiopia. It also attempted to examine the
possible factors that compel the banks to reduce or restrict lending, covering the period of
2005-2009. Quantitative method particularly survey design approach was adopted for the
study. The findings of the study showed that net deposit and paid up capital have
statistically significant relationship with banks’ performance measured in terms of return
on equity. New loan disbursement and liquidity had relationship with banks’ performance
measured in terms of both return on asset and Return on Equity (ROE). However, the
relationship was found to be statistically insignificant. Net deposit and paid up capital had
no statistically significant relationship with banks’ performance in terms of Return on

Asset (ROA).

On the other hand, Damena (2011) examined the determinants of Ethiopian commercial
banks profitability. The study applied the balanced panel data of seven Ethiopian
commercial banks that covers the period 2001- 2010. The paper used Ordinary Least
Square (OLS) technique to investigate the impact of some internal as well as external
variables on major profitability indicator i.e., ROA. The estimation results showed that all
bank-specific determinants, with the exception of saving deposit, significantly affect
commercial banks profitability in Ethiopia. Market concentration was also a significant
determining factor of profitability. Finally, with regard to macroeconomic variables, only

economic growth exhibits a significant relationship with banks’ profitability.
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2.3. Conclusions and knowledge gap

The review of the literature reveals the existence of many gaps of knowledge in respect
of the factors affecting bank profitability, particularly in the context of Ethiopia. As per
the review of the literature most of the empirical studies that have been conducted with
the aim of identifying factors affecting bank profitability belong to European Union and
some emerging markets such as Philippines, Malaysia and Tunisia. Moreover, the
literature review also reveals the existence of controversial conclusions that results from
different studies made so far. Furthermore, so far as the review of the literature discloses,
very scanty work has been done with the objective of identifying the determinants of

profitability of banks in SSA in general and Ethiopia in particular.

In the context of Ethiopia, the related study conducted by Semu (2010) mainly assessed
the impact of reducing or restricting loan disbursement on the performance of banks in
country, even if it tries to identify the impact some bank-specific variables. Accordingly,
this study clearly failed to identify most of the factors that affect bank profitability
significantly as far its main focus was an assessment of the impact of reducing or
restricting loan disbursement on the performance of banks in Ethiopia. That means this
study clearly fails to fill the knowledge gap that exists in the area as far as it considers
only very few internal variables and ignores all the external variables affecting bank

profitability.

The recent study of Damena (2011) examined the determinants of commercial banks
profitability in Ethiopia. The recent study of Damena (2011) also fails to disclose the

knowledge gap that exists in the area as far as it limits its scope only in case of seven

29



commercial banks of the country and also overlooked some important variables that can
significantly affect Ethiopian banks profitability from the point of view of the theories
and previous empirical studies reviewed above. That means, even if the study of Damena
(2011) tried to address the issue in a better way as compared to the previous work of
Semu (2010), surprisingly, the study fails to include in its sample one of the governments
owned commercial bank namely, CBB which have around 66 branches operated
throughout the country currently (CBB 2010/11). In addition to this, the study fails to
disclose fhe impact of some very important variables on Ethiopian banks profitability

such as efficiency, non-performing loans and liquidity risk among others.

Besides, both studies adopt a quantitative approach only without considering a lot of
limitations of it. Moreover, both previous works fail to perform some very important
diagnostic tests and their conclusions were also dependent on secondary data solely.
Furthermore, the contradictory conclusions that results from the two previous researches
call for a detailed investigation to be conducted in the area. In general, the lack of
sufﬁcienf research on the determinants of bank profitability in the context of Ethiopia and
the existence of knowledge gap in the area initiate this study. Therefore, the objective of
this research thesis is to examine the factors that affect bank profitability in Ethiopia and

to fill the knowledge gap that exists in the area by adopting a mixed method.
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Chapter'3 Research design and methods

The preceding chapter presented the review of the existing evidence on factors affecting
the profitability of banks and identified the knowledge gap. The results from a review of
the literature are used to establish expectations for the relationship of the different
determinants. Therefore, the purpose of this chapter is to present the research question
and hypotheses, the underlying principles of research methodology and the choice of the
appropriate research method for the thesis. The chapter is organized as follows. The first
section 3.1 presents the research hypotheses and question along with the broad research
objective.. Section 3.2 discusses the research approaches while section 3.3 finally presents

the method adopted in the study.

3.1. Hypotheses, determinants selection and research question

As already shown in the first chapter, in the context of the problems highlighted the broad
objective of this research is to identify factors that affect bank profitability in Ethiopia. In
line with the broad purpose statement nine hypotheses and one specific research question
were formulated for investigation purpose. Hence, subsection 3.1.1 presents the
dependent variable as proxy for banks’ profitability. Then the independent variables that
are selected and categorized into bank-specific, industry-specific and macroeconomic

determinants of banks’ profitability are presented in subsection 3.1.2.

3.1.1. Dependent variable
In the literature, there are two major alternative measures of profitability, namely ROA
and ROE. ROA reflects the ability of bank’s management to generate profits from the

bank’s assets, although it may be biased due to off-balance-sheet activities. ROE shows
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the return to the shareholders on their equity. As highlighted by Athanasoglou et al.
(2008) and Sufian (2011), many scholars suggest that ROA is the key ratio for the
evaluation of bank profitability given that ROA is not distorted by high equity
multipliers, while ROE disregards the risks associated with high leverage and financial
leverage. In this respect, we rarely find the paper utilizes ROE as a single measure of
profitability. Rumler & Waschiczek (2010) is one of the examples. Other papers utilize
ROE for checking the consistency with ROA, e.g. Ben Naceur & Omran (2011) and
Sufian (2011). While a bulk of studies employ ROA as profitability measure, e.g.
Pasiouras & Kosmidou (2007), Athanasoglou et al. (2008) and Olweny & Shipho (2011).
Thereforé, this study attempts to measure profitability by using ROA similar to most of
the aforementioned researchers. ROA is measured as net profit before tax divided by total

assets similar to Olweny & Shipho (2011).

3.1.2. Independent variables

This subsection describes the independent variables that are used in the econometric
model to estimate the dependen’; variable. Following prior researches towards the
determinants of banks’ profitability, the independent variables are classified into bank-
specific, - industry-specific and macroeconomic variables (Athanasoglou et al. 2008,
Flamini et al. 2009 and Sastrosuwito & Suzuki 2011). The bank-specific variables are
internal factors and controllable for banks’ managers while the industry-specific and
macroeconomic variables are uncontrollable and hence external. Moreover, these
subsection present hypotheses, by proposing the expected sign of the coefficients, based
on academic literature. Note thaﬁ some relationships between selected independent

variables and profitability are rather straightforward. Nevertheless, the inclusion of
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irrelevant variables does not lead to biased coefficients or standard deviations while the
omission of relevant variables does. Hence, some variables that look rather predictable at

first sight are included to prevent biased results.
Bank specific variables

The bank-specific variables are selected by using some key drivers of profitability like
earnings, efficiency, risk taking and leverage. Profitability is driven by the ability of a
bank in generating sufficient earnings or in lowering operational cost, implying being
more efficient. Furthermore, due to the special nature of banks, risk taking and leverage
are also very important drivers for profitability. Theoretical academic literature suggests
that there is a risk-return tradeoff, higher risks is associated with higher profits. Risk
taking could relate to the quality of assets, liquidity of assets and to the capital structure
of a bank. Hence, the following part of this particular section clearly presents the bank-

specific variables that are used in this particular study.

Capital strength: This analysis firstly examines the leverage structure of a bank by using
the equity-to-total asset ratio (the inverse of the leverage ratio). The equity-to-asset ratio
measures how much of bank’s assets are funded with owner’s funds and is a proxy for the
capital adequacy of a bank by estimating the ability to absorb losses. As the literature
review pointed out, academic research is mixed regarding the relationship between the
equity-to-asset ratio and banks’ profitability. Following the risk-return tradeoff, a higher
equity-to-asset ratio leads to a lower expected return. Opposed to the risk-return
hypothesis, Berger (1995b) examines the signaling hypothesis and bankruptcy cost

hypothesis; suggesting that a higher equity-to-asset ratio increase profitability due to
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signaling issues or lower costs of financial distress. Thus, the expected sign of the equity-

to-asset ratio is unpredictable based on prior research.

HPI: There is a significant positive/negative relationship between the amount of capital

of a bank and the bank’s profitability.

Operational efficiency: Cost to income ratio shows the overheads or costs of running the
bank, including staff salaries and benefits, occupancy expenses and other expenses such
as office supplies, as percentage of income. It is used as an indicator of management’s
ability to control costs and is exp;ected to have a negative relation with profits, since
improved management of these expenses will increase efficiency and therefore raise
profits. It is also one of the key drivers of profitability that is examined. Similar to
Pasiouras & Kosmidou (2007), Trujillo-Ponce (2012) and others, the cost-to-income ratio
is used, to measure banks’ operational efficiency. The cost-to-income ratio is calculated
by dividing the overhead costs (costs of operating a bank) to the income generated before
provisions. Among others, Pasiouras & Kosmidou (2007), and Sastrosuwito & Suzuki
(2011) find that better efficiency is associated with higher profitability. Thus, a negative
sign between cost-to-income ratic; and banks’ profitability is expected mainly in the

context of the Ethiopian banking industry where efficiency is less.

HP2: There is a significant negative relationship between the operational efficiency of a

bank and the bank’s profitability.

Income diversification: The concept of revenue diversifications follows the concept of

portfolio theory which states that banks can reduce firm-specific risk by diversifying their
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portfolios. Moreover, the decline in interest margins during the last decade has changed
the traditional role of banks and for'ced them to search for new sources of revenue. In this
context, using annual bank level data of all Philippines commercial banks Sufian &
Chong (2008) found a positive relationship between the ratio of total non-interest income
to total assets, a proxy for income diversification and bank profitability. Following, the
study of Sufian & Chong (2008) the ratio of non-interest income to total assets is entered
in the regression analysis as a proxy for income diversification in the current study. The
variable is expected to exhibit a positive relationship with bank profitability which is in

line with balanced portfolio theory.

HP3: There is a significant positive relationship between the Income diversification of a

bank and the bank’s profitability.

Liquidity risk: Liquidity risk is one of the types of risk for banks; when banks hold a
lower amount of liquid assets they are more vulnerable to large deposit withdrawals.
Therefore, liquidity risk is estimated by the ratio of liquid assets to total assets. Based on
the risk-return hypothesis, more liquidity risk is associated with higher expected returns.
Otherwise stated more cash and other liquid non-earning assets result in a lower expected
return because these assets do not generate any return. Following prior research of
Pasiouras & Kosmidou (2007), a negative relationship for liquid assets to total asset ratio

and profitability is hypothesized.

HP4: There is a significant negative relationship between the liquidity risk of a bank and

the bank’s profitability.
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Size: There is consensus in academic literature that economies of scale and synergies
arise up to a certain level of size. Beyond that level, financial organizations become too
complex to manage and diseconom.ies of scale arise. The effect of size could therefore be
nonlinear; meaning that profitability is likely to increase up to a certain level by
achieving economies of scale and decline from a certain level in which banks become too
complex and bureaucratic. Hence, the expected sign of the coefficient of bank size is
unpredictable based on academic literature. This analysis uses the logarithm of total asset
to capture the potential non-linear effect of size similar to Athanasoglou et al. (2008) and

Sastrosuwito & Suzuki (2011).

HP5: There is a significant positive/negative relationship between the size of a bank and

the bank’s profitability.

Asset Quality: There appears to be a consensus that bank profitability is directly related
to the quality of the assets on its balance sheet; that is, poor credit quality has a negative
effect on bank profitability and vice versa. This relationship exists because an increase in
the doubtful assets, which do not accrue income, requires a bank to allocate a significant
portion of its gross margin to provisions to cover expected credit losses; thus, profitability
will be lower. This was in line with the theory that increased exposure to credit risk is
normally associated with decreased firm profitability. Indicating that banks would
improve profitability by improving screening and monitoring of credit risk. Previous
studies of Kosmidou (2008) and Olweny & Shipho (2011) among others found a negative
relationship between profitability and asset quality. Therefore, in this study similar to

Olweny & Shipo (2011) the ratio of non-performing loan to gross loan as a proxy to
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measure asset quality is used. Consequently, the researcher formulates the following

hypothesis:

HPG6: There is a significant negative relationship between the quality of the assets of a

bank and the bank’s profitability.
Industry-specific variables

This subsection discusses the industry concentration variable separately from bank-
specific variables as far as this variable is to some extent external. That means managers

cannot change the variable immediately like that of bank-specific variables.

Industry Concentration Level: Two theories are proposed to explain how the degree of
sector concentration affects bank profitability. The SCP hypothesis states that a more
concentrated sector favors bank profitability motivated by the benefits of greater market
power. On the other hand, the efficiency theory explains the positive relationship between
concentration and profitability as an indirect consequence of efficiency. This theory
argues that the better managed banks or those with more efficient (and thus more
profitable) cost structures could see their market shares increase, resulting in a higher
degree of concentration. Berger and Humphrey (1997) find that the cost efficiency
hypothesis seems to be more important than the market-power theory in explaining bank
profitability when frontier efficiency analysis is applied. However, the empirical evidence
on the relationship between concentration and profitability is not conclusive. For
example, Goddard et al. (2004) and Ponce (2012) report a positive relationship between

market concentration and profitability; other studies do not find such a relationship (see
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e.g., Berger, 1995a). In this study the researcher uses the most popular measure of
industry concentration level namely, Herfindahl-Hirschman index’ (HHI) to measure
industry concentration similar to Sastrosuwito & Suzuki (2011) and Ponce (2012) among
others. In this study in support of the two theories, the researcher hypothesizes a direct

association between industry concentration and bank profitability in Ethiopia.

HP7: There is a significant positive relationship between the concentration of the

banking sector and the bank’s profitability.

Macroeconomic variables

Among others, Aburime (2008) use several macroeconomic control variables that
probably affect banks’ performance. The macroeconomic control variables are external
for banks’ managers and uncontrollable. The growth of real gross domestic product and
the inflation rate are selected as possible macro-economic variables that can affect bank

profitability in this study.

Real GDP growth: Poor economic conditions can worsen the quality of the loan
portfolio, generating credit losses and increasing the provisions that banks need to hold,
thereby reducing bank profitability. In contrast, an improvement in economic conditions,
in addition to improving the solvency of borrowers, increases demand for credit by

households and firms with positive effects on the profitability of banks (Athanasoglou et

T HHI is measured by adding up the squares of the market shares of all banks, and mathematically can be

expressed as follows: HHI= X%, (Zi / ZT)? Where: Zi is the deposit of bank i and ZT is the total
deposit of the commercial banking sector. The criteria of concentration level by the US Department of
Justice are as follows: HHI more than 0.18 is highly concentrated, HHI between 0.18 and 0.1 is moderately
concentrated, and HHI less than 0.1 is un-concentrated.
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al. 2008). Thus, the variable is expected to exhibit positive relationship with bank

profitability.

HPS8: There is a significant positive relationship between real gross domestic product

growth and bank profitability.

Inflation: Another important macro-economic condition which may affect both the costs
and revenues of banks is the inflation rate (INFL). In this regard, Revell (1979 cited in
Ponce 2012) introduces the issue of the relationship between bank profitability and
inflation, stating that the effect of inflation on bank profitability depends on how inflation
affects both salaries and the other operating costs of the bank. In this context, Staikouras
& Wood (2003) point out that as inflation may have direct effects, that is, increase in the
price of labor, and indirect effects, that is, changes in interest rates and asset prices, on
the profitability of banks. Perry (1992) also suggests that as the effects of inflation on
bank performance depend on whether the inflation is anticipated or unanticipated. In the
anticipated case, the interest rates are adjusted accordingly, resulting in revenues to
increase faster than costs and subsequently, having positive impact on bank profitability.
On the other hand, in the unanticipated case, banks may be slow in adjusting their interest
rates resulting in a faster increase of bank costs than bank revenues and consequently,
having negative effects on bank profitability. Thus, the expected sign of the inflation is

unpredictable based on prior research.

HPY9: There is a significant positive/negative relationship between inflation and bank

profitability.
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In addition, the following research question was developed by the researcher with the
intent of achieving the research objective qualitatively as far as mixed method approach

is used in this particular study:

RQI- What are the determinants of banks’ profitability in Ethiopia and how do

those factors influence the profitability of Ethiopian banks'?

The following table 3.1 presents the summary of hypothesized expected sign for the
relationship between the explanatory variables (independent variables) and banks’

profitability (dependent variable).

40



Table 3.1 Descripton of the variables and their expected relationship

Variables Measure Notation | Expected
sign

Dependent variable

Profitability Net profit before tax/total assets ratio ROA NA

Independent variables

Bank-specific variables

Capital strength Equity/ to;cal assets ratio CAP +-
Operational efficiency | Cost/income ratio CIR -
Income diversification | Non-interest income/total assets ratio IDV +
Liquidity risk Liquid assets/total assets ratio LIQ -
Size Natural log of total assets Size +/-
Asset quality Non-performing loans/gross loans ratio | AQL -

Industry specific factors

Industry concentration | Herfindahl-Hisrschman index HHI +
Level

Macro economic factors

Economic growth Real GDP growth (in %) GDP +

Inflation The annual inflation rate INFL +/-

3.2. Research approaches

As noted in Creswell (2003, p.13) in terms of investigative study there are three common
approaches to business and social research namely, quantitative, qualitative and mixed
methods approach. Quantitative research is a means for testing objective theories by

examining the relationship among variables (Creswell 2009). On the other hand,
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qualitative research approach is a means for exploring and understanding the meaning
individuals or groups ascribe to a social or human problem with intent of developing a
theory or pattern inductively (Creswell 2009). Finally, mixed methods approach is an
approach in which the researchers emphasize the research problem and use all approaches

available to understand the problem (Creswell, 2003).

Hence, based on the above discussions of the three research approaches and by
considering the research problem and objective, in this study, the quantitative method is
primarily used. However, to have a better insight and gain a richer understanding about
the research problem, the quantitative method is supplemented by the qualitative method
of inquify. That is, to get the benefits of a mixed methods approach, as presented below,
and to mitigate the bias in adopting only either quantitative or qualitative approach, the

current research combines both quantitative and qualitative research approaches.

As noted in Greene et al. (1989, p. 259 cited in Yesegat 2009, pp.75-76) adopting a
mixed methods approach has a number of benefits. The first benefit is triangulation
pertaining to a situation whe're researchers seek convergence, corroboration,
correspondence of results from quantitative and qualitative methods to increase validity
of constructs and inquiry results. Secondly, by mixing methods complementarily,
researchers seek elaboration, enhancement, illustration, clarification of the results from
one method with the results from the other method. Thirdly, by mixing methods with
developmental intent, researchers seek to use the results from one method to help develop
or inform the other method. Fourthly, mixing methods with initiation intent seeks the

discovery of paradox and contradiction, new interpretations, the recasting of questions or
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results from one method with questions or results from the other method. Finally, to
increase the scope of inquiry mixed method with expansion intent seeks to extend the
breadth and range of inquiry by using different methods for different inquiry components.

The following section hence presents the methods adopted in the study.

3.3. Methods adopted

As far as the purpose of this study is to identify factors affecting bank profitability in
Ethiopia and the researcher wants to both generalize the findings to a population and to
conduct an in-depth investigation,- the current study adopts mixed methods approach.
Mixed method approach focuses on collecting, analyzing and mixing both quantitative
and qualitative data in a single study or series of studies. The decisive argument here is
that the use of both quantitative and qualitative approaches in combination provides a
better understanding of research problems than either approach achieves alone. Mixed
method research involves both collecting and analyzing quantitative and qualitative data
either sequentially or concurrently. Hence, the following sections present consecutively

the quantitative and qualitative aspects of the research method.

3.3.1. Research method: quantitative aspect

According to Leedy & Ormord (2005 cited in Semu 2010, p.45) survey research is a
common‘method used in business among quantitative strategies of inquiry that includes
experimental design on it. As a result, in order to generalize the findings to the whole
banks operated in the country, in the current study the researcher adopts survey research

method.
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3.3.1.1. Survey design: documentary Analysis

Creswell (2003, p. 153) stated that the purpose of survey is to generalize description of
trends, attitudes, or opinions from a sample to a population so that inferences can be
made abbut some characteristic, attitude, or behavior of this population. Moreover, as
noted in Fowler (1986) it is also reasonable to use survey designs because of its benefits
such as the economy of the design and the rapid turnaround in data collection and
identifying attributes of a large population from a small group of individuals. Therefore,
it is logical to apply survey method for this study. The survey was carried out by means

of structured document review.

Sample design

For the sfudy the target population would be all commercial banks registered by NBE and
under operation in the country currently. Currently, the country has two public-owned
and twelve private commercial banks which are operating throughout the country (NBE
2009/2010). But because of lack of 12 years data that is required for the analysis purpose
in most of the newly established private banks the number of sample banks are reduced to
eight. The researcher believes that the sample size is sufficient to make sound conclusion
about the population as far as it covers around 60% of the total population. Moreover, the
inclusion of CBE in the sample which takes the lions share in the country’s banking

activity makes the sample more representative and reasonable.
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Data collection

In order to analyze the effect of bank specific factors on profitability of banks audited
financial statements of eight banks (CBE, CBB, AIB, DB, WB, BoA, UB and NIB) for
12 consecutive years .i.e., frém 2000-2011 were collected. The secondary data that were
collected through structured document reviews are mainly from the records held by NBE
and the banks themselves. Moreover, in order to analyze the relationship that exists
between profitability and macro-economic variables, macroeconomic data were also
collected for the same years. Those macroeconomic data were mainly gathered from the

records held by NBE and MoFED through structured document review.
Data analysis techniques

To comply with the objective, the paper was primarily based on panel data, which was
collected through structured document review. As noted in Baltagi (2005) the advantage
of using panel data is that it controls for individual heterogeneity, less collinearity among
variables and tracks trends in the data something which simple time-series and cross-
sectional data cannot provide. Thus, the collected panel data was analyzed using
descriptive statistics, correlations, multiple linear regression analysis and inferential
statistics. Mean values and standarci deviations were used to analyze the general trends of
the data from 2000 to 2011 based on the sector sample of 8 banks and a correlation
matrix was also used to examine the relationship between the dependent variable and
explanatory variables. A multiple linear regression model and t-static was used to
determine the relative importance of each independent variable in influencing

profitability. The multiple linear regressions model was run, and thus OLS was conducted
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using EVIEWS 6 econometric software package, to test the casual relationship between
the firms’ profitability and their potential determinants and to determine the most
significant and influential explanatory variables affecting the profitability of Ethiopian
banks. The rational for choosing OLS is as noted in Petra (2007) OLS outperforms the
other estimators when the following holds; the cross section is small and the time
dimension is short. Therefore, as far as both the above facts hold true in this study it is

rational to use QLS.

In light of the above, to investigate the effect of bank-specific, industry-specific and
macroeconomic determinants of bank profitability, the following general multivariate
regression equation similar to Athanasoglou et al. (2008) and Sastrosuwito & Suzuki

(2011) was adopted:
[ie = Bo+ Zjca BiXi+ Thea B Xl + Ty BrXIP + &5 €=V + i

Where m;; is the profitability of bank i at time t, with i=1... N, t=1... T, 8, is a constant
term, X;; ’s the explanatory variables and &;; the disturbance, with v; the unobserved
bank-specific effect and p;, the idiosyncratic error. This is a one-way error component
regression model, where v; ~ IIN (0,07) and independent of ;; ~ IIN (0,62). The X;;’s
are grouped into bank-specific - Xl]t , industry-specificX},, and macroeconomic

variablesX[}'.

A fixed cross-sectional effect is specified in the estimation so as to capture unobserved
idiosyncratic effects of different banks. In addition, as noted in Gujarati (2004) if T (the

number of time series data) is large and N (the number of cross-sectional units) is small,
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there is likely to be little difference in the values of the parameters estimated by fixed
effect model and random effect model. Hence, the choice here is based on computational
convenience. On this score, fixed effect model may be preferable than random effect
model (Gujarati 2004). Since the number of time series (i.e. 12 year) is greater than the
number of cross-sectional units (i.e. 8 commercial banks) and adjusted R* value and
Durbin-Watson stat value increases with the use of cross-sectional fixed effect model,

fixed effect model is preferable than random effect model in this case.

As noted in Brooks (2008) there are basic assumptions required to show that the
estimation technique, OLS, had a number of desirable properties, and also so that
hypothesis tests regarding the coefficient estimates could validly be conducted. If these
Classical Linear Regression Model (CLRM) assumptions hold, then the estimators
determined by OLS will have a number of desirable properties, and are known as Best
Linear Unbiased Estimators. Therefore, for the purpose of this study, diagnostic tests are
performed to ensure whether the assumptions of the CLRM are violated or not in the
model. Thus, the following section discusses about the nature and significance of the

model misspesification tests.
Test for Heteroscedasticity

To test for the presence of heteroscedasticity, the popular white test would be employed
in this study. This test involves testing the null hypothesis that the variance of the errors
is constant (homoscedacticity) or no heteroscedasticity versus the alternative that the

errors do not have a constant variance.
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Test for Autocorrelation

This is an assumption that the errors are linearly independent of one another
(uncorrelated with one another). If the errors are correlated with one another, it would be
stated that they are auto correlated. To test for the existence of autocorrelation or not, the
popular Durbin-Watson test was employed. As noted in Brooks (2008) the rejection /
non-rejection rule would be given by selecting the appropriate region from the following

figure:

Figure 3.1 Rejection and non-rejection regions for Durbin-Watson Test

Reject]—[u: Do not reject Reject Hy:
positive Inconclusive Hl] :INo evidence Inconclusive negative
autocorrelation of autocorrelation autocorrelation
I | | | |

| | | | |
0 d d, 2 4-d, 4-dy

Figure 3.1 shows as Durbin-Watson has 2 critical values: an upper critical value (dU) and

a lower critical value (dL).
Test for normality

As noted in Brooks (2008) a normal distribution is not skewed and is defined to have a
coefficient of kurtosis of 3. One of the most commonly applied tests for normality; the
Bera-Jarque formalizes these ideas by testing whether the coefficient of skewness and the

coefficient of excess kurtosis are zero and three respectively. Brooks (2008) also states
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that, if the residuals are normally distributed, the histogram should be bell-shaped and the

Bera--Jarque statistic would not be significant at 5% significant level.

Test for Multicollinearity

To test the independence of the explanatory variables or to detect any multicollinearity
problem in regression model the study used a correlation matrix of independent variables.
The problem of multicollinearity usually arises when certain explanatory variables are
highly correlated. Usually, as noted by Hair et al. (2006) correlation coefficient below 0.9
may not cause serious multicollinearity problem. In contrary to this, Kennedy (2008)
argued that as any correlation coefficient above 0.7 could cause a serious

multicollinearity problem leading to inefficient estimation and less reliable results.

Coming back to the model, based on the general model provided earlier and on the base

of selected variables the empirical model used in the study was as follows:

ROAy = By + B1CAPy + B2CIR;, + B3IDVy, + BaL1Qy + PsSizey + PBeASQ;;
+ ﬁ?HHII'C + BBGDPH' + ﬁg[NFth + git

Where:

ROA;;= Return on asset for bank i at time t
CAP;= Capital strength for bank i at time t
CIR;;= Cost to income ratio for ban_k iattimet
IDV;= Income diversification for bank i at time t

LIQ;+= Liquidity risk for bank i at time t
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Size;= The natural logarithm of total asset for bank i at time t
ASQ;= Asset quality for bank i at time t

HHI;;= Industry concentration for bank i at time t

GDP;;= Real GDP growth for bank i at time t

INFL;= Inflation rate for bank i at time t
¢ = the error term

In general, while the discussion so far has shown the quantitative component of the

research design, the following section presents the qualitative aspect.

3.3.2. Research method: qualitative aspect

In the current study qualitative data was gathered as a supplementary of the quantitative
one. In-depth interviews were the primary data collection technique in this study for
gathering data in qualitative metﬁodologies. The interviews were conducted with the
finance managers of the selected five banks namely CBE, CBB, AIB, UB and WB. A
total of five finance managers were interviewed from the aforementioned banks. In this
study, the interview was totally unstructured. The respondents were contacted once and
each respondent were contacted at different times. The interviews were conducted to
know about both the internal and external factors affecting the profitability of banks in
Ethiopia and to what extent these determinants exert impact on Ethiopian banks

profitability. Furthermore, the interviewees’ were asked about the major determinant
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factors among the identified, the measures taken to reduce the effect of factors that

affects bank profitability negatively, and their opinion regarding the matter.

In respect of the method of analyzing the data collected from in-depth interviews, the
results of the interview are analyzed using triangulation with the findings of the
structured record reviews. As a result, the response of the interviewees’ for the interview
questions were used for supporting the result obtained from analysis of structured record

reviews or as arguments.

Finally, links between research question/hypotheses and variables on the one hand and

different data sources on the other hand are presented in table 3.2 below.
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Table 3.2 Link between research question/hypotheses, variables and the different data

sources

Research question and hypotheses Variables Data sources
RQI- What are the determinants of | Factors  affecting | In-depth unstructured face-

banks’ profitability in Ethiopia | bank profitability to-face interviews with
and how do those factors Ethiopian commercial
influence the profitability of banks finance managers
Ethiopian banks'?

HPI: There is a significant positive/negative | Dependent Bank-specific data from
relationship between the. amount of | variable: Income  statement and
capital of a bank and the bank’s . Balance sheet held by
profitability. Profitability NBE and the banks and

macroeconomic data from
the records held by NBE
and MOFED

HP2: There is a significant negative relationship
between the operational efficiency of a Ind-ependent
bank and the bank’s profitability. variables:

Capital

HP3: There is a significant positive relationship ()1?1;‘e1:ational
between the Income diversification of a | ©1eNCY
bank and the bank’s profitability. Tncomi

diversification

HP4: There is a significant negative relationship Liquidity risk
between the liquidity risk of a bank and | gi,e
the bank’s profitability.

Asset quality
Concentration

HP5: There is a significant positive/negative
relationship between the size of a bank | GDP
and the bank’s profitability. )

Inflation

HP6: There is a significant negative relationship

between the quality of the assets of a
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bank and the bank’s profitability.

HP7: There is a significant positive relationship
between the conceniration of the banking
sector and the bank’s profitability.

HPS8: There is a significant positive relationship
between real gross domestic product
growth and bank profitability.

HP9: There is a significant positive/negative
relationship between inflation and bank

profitability.
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Chapter 4 Results

The preceding chapter presented the research methods adopted in the study. The purpose
of this chapter is to present the resillts of the different methods used. The remaining part
of the chapter is organized into two sections. The first section 4.1 discusses the results of
the documentary study. Then, the results of in-depth interviews with finance managers of

the selected banks are presented in the second section 4.2.

4.1. Documentary analysis

The major purpose of this study is to identify the internal as well as the external factors
affecting bank profitability in Ethiopia. The primary data sources to this end are the
documents held by NBE, MoFED and the banks themselves. The following discussion
presents the results of the documentary analysis as follows. Section 4.1.1 presents tests
for the classical linear regression model assumptions followed by the descriptive statistics
in section 4.1.2. Section 4.1.3 presents the correlation analysis among the dependent and
independent variables. The outcomes of the panel data regression analysis are presented

in section 4.1.4.

4.1.1. Test results for the classical linear regression model assumptions
In this study as mentioned in chapter three diagnostic tests were carried out to ensure that
the data fits the basic assumptions of classical linear regression model. Consequently, the

results for model misspecification tests are presented as follows:
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Test for Hetroscedasticity

In this study as shown in table 4.1, both the F-statistic and Chi-Square versions of the test
statistic gave the same conclusion that there is no evidence for the presence of
heteroscedasticity, since the p-values were in excess of 0.05. The third version of the test
statistic, ‘Scaled explained SS’, which as the name suggests is based on a normalized
version df the explained sum of squares from the auxiliary regression, also gave the same
conclusion that there is no evidence for the presence of heteroscedasticity problem, since

the p-value was considerably in excess of 0.05.

Table 4.1 Heteroskedasticity Test: White

F-statistic 1.274 Prob. F(54,41) 0.211
Obs*R-squared 60.159 - Prob. Chi-Square(54) 0.263
Scaled explained SS 49.980 Prob. Chi-Square(54) 0.630

Source: Financial statements of banks, MoFED reports and own computation
Test for Autocorrelation

The Durbin-Watson test statistic value in table 4.2 was 2.006. As mentioned in the
previous chapter to empirically analyze factors affecting bank profitability in Ethiopia 96
(8*12) observations were used in the model. Moreover, there were 9 regressors and an
intercept term in the model. Therefore, the relevant critical values for the test are dL=
1.336, dU = 1.741, i.e., for 96 observations and 9 regressors and 4 - dU = 4-1.741=2.259;
4 - dL = 4-1.336=2.664. The Durbin-Watson test statistic of 2.006 is clearly between the
upper limit (dU) which is 1.741 and the critical value of 4- dU i.e.2.259 and thus the null
hypothesis of no autocorrelation is within the non- rejection region of the number line

and thus there is no evidence for the presence of autocorrelation.
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Table 4.2 Autocorrelation Test: Durbin Watson

Variables

DW test static result

All  bank-specific, industry-specific

economic

& macro-

2.006

Source: Financial statements of banks, MoFED reports & own computation

Test for normality

The normality tests for this study as shown in figure 4.1, the coefficient of kurtosis was

close to 3, and the Bera-Jarque statistic had a P-value of 0.689 implying that the data

were consistent with a normal distribution assumption.

Figure 4.1 Normality test for residuals

12
_ Series: Standardized Residuals
Sample 2000 2011
10+ 7 Observations 96
8 Mean -1.98e-19
Median -0.000193
Maximum 0.014065
6 Minimum -0.014999
Std. Dev. 0.005138
4 Skewness -0.107354
Kurtosis 3.374215
2+ Jarque-Bera 0.744544
. Probability 0.689167

0.0156 -0.010  -0.005

0.000

0.005

,-wl..i.‘ )‘
0.010

0.015

Source: Financial statements of banks, MoFED reports and own computation

Test for Multicollinearity

Correlation matrix between independent variables is presented in table 4.3. As shown in

table 4.3 there were fairly low data correlations among the independent variables. These

low correlation coefficients indicate that, there is no problem of multicollinearity in this
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study. Moreover, Kennedy (2008) stated that multicollinearity problem exists when the
correlation coefficient among the variables are greater than 0.70, but in this study there is
no correlation coefficient that exceeds or even close to 0.70. Accordingly, in this study
there is no problem of multicollinearity which enhanced the reliability for regression

analysis.

Table 4.3 Correlation matrixes of independent variables

CAP ASQ CIR LIQ SIZE IDV ~ HHI GDP INFL
CAP  1.000
ASQ  -0.395 1.000
CIR 0.205 0.156  1.000
LIQ  -0.099 0.064 -0.276 1.000
SIZE -0.543 -0.019 -0.572 0.515 1.000
IDV 0.257 -0.480 -0.303 0292 0.086 1.000
HHI 0.111 0464 0.529 -0.418 -0.609 -0.488 1.000
GDP  -0.067 -0.450 -0.369 0.149 0.369 0366 -0.594 1.000
INFL ~ -0.035 -0.359 -0.326 0329 0392 0.261 -0.655 0.383 1.000
Source: Financial statements of banks, MoFED reports and own computation

4.1.2. Descriptive statistics

Table 4.4 presents the outcomes of the descriptive statistics for main variables involved
in the regression model. Key figures, including mean, median, standard deviation,
minimum and maximum value were reported. This was generated to give overall

description about data used in the model and served as data screening tool to spot

unreasonable figure.
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Table 4.4 Descriptive Statistics

Variables Observations | Mean Median Max Min Std. Dev.
ROA 96 0.032 0.036 0.057 0.003 0.013
CAP 96 0.116 0.111 0.294 0.037 0.047
CIR 96 0.674 0.523 3.000 0.191 0.434
IDV 96 0.031 0.030 0.062 0.009 0.010
LIQ 96 0.372 0.364 0.594 0.201 0.093
SIZE 96 21.797 21.679 25.462 18.778 1.365
ASQ 96 0.133 0.087 0.535 0.000 0.118
HHI 96 0.512 0.486 0.732 0.352 0.127
GDP 96 0.086 0.108 0.126 -0.021 0.045
INFL 96 0.107 0.090 0.364 -0.106 0.118

Source: Financial statements of banks, MoFED reports and own computation

According to table 4.4, all variables comprised 96 observations and the profitability
measure used in this study namely; ROA indicates that the Ethiopian banks attained, on
average, a positive before tax profit over the last twelve years. For the total sample, the
mean of ROA was 3.2% with a minimum of 0.3% and a maximum of 5.7%. That means,
the most profitable bank among the sampled banks earned 5.7 cents of profit before tax
for a single birr invested in the assets of the firm. On the other hand, the least profitable
bank of the sampled banks earned 0.3 cents of profit before tax for each birr invested in
the assets of the firm. The standard deviation statistics for ROA was 0.013 which
indicates that the profitability variation between the selected banks was very small. The
result implies that these banks need to optimize the use of their assets to increase the

return on their assets.

Regarding the explanatory variables of the model there are some interesting statistics that
have to be mentioned. Despite the small dispersion in the minimum and maximum
observation of ROA there could be seen relatively high variation in the equity to asset

ratio. On average, the equity-to-asset ratio equals 11.6% with a maximum of 29.4%,
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which was considerably above the statutory requirement of 8% set by NBE based on
Basel 11 recommendations, even if its minimum value was 3.7%. The standard deviation
statistics for capital strength was 0.047 which shows the existence of relatively higher
variation of equity to asset ratio between the selected banks compared to the variation in
ROA. On the other hand, the outputs of the descriptive statistics indicate that, the ratio of
liquid assets to total assets was 37.2%, on average, with a minimum of 20.1% and a
maximum of 59.4%. This means despite the inverse relationship that exists between
liquidity and profitability, the liqui.dity measure indicates that the Ethiopian commercial
banks have, on average, a higher liquidity position which was somewhat higher than the

statutory requirement of 20% for the last twelve years.

Furthermore, another interesting observation is that there was somewhat a higher
variation in the cost-to-income ratio indicated by the range between 300% and 19.1%.
The mean of the cost-to-income ratio equals 67.4%. The relatively higher range between
the minimum and maximum value implies that the most efficient bank has a quite
substantial cost advantage compared to the least efficient bank. It is especially important
to notice that the mean of industry concentration was 0.512, meaning that the industrial
concentrgtion level of the Ethiopian banking sector during the analyzed period 2000-2011
was highly concentrated. On the other hand bank size which is measured by natural log of
total asset had the highest standard deviation (1.365), which means it is the most deviated

variable from its mean compared to other variables. The smallest standard deviation was

¥ Basel II is the second of the Basel Accords, which are recommendation on banking laws and regulations
issued by the Basel committee on banking supervision. The purpose of Basel II is to create international
standard that banking regulators can use when creating regulations about how much capital banks need to
put aside to guard against the type of financial and operational risks banks face.
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reported in income diversification which was 0.010 and shows the existence of less

variation among the Ethiopian banks in diversifying their source of revenue.

Table 4.4 also shows that the mean real GDP growth in Ethiopia for the last twelve years
was 0.086 (8.6%), with a maximum of 12.6% and a minimum of -2.1 %. Table 4.4 also
presents for GDP a small standard deviation of 0.045; this implies that economic growth
in Ethiopia during the period of 2000 to 2011 remains reasonable stable and the result
was more or less in agreement with the governments report regarding economic growth.
The other macro-economic variablé employed in this study INFL, had somewhat a higher
standard deviation (0.118) compared to GDP; this implies that inflation rate in Ethiopia

during the study period remains somewhat unstable.

4.1.3. Correlation analysis among variables

As could be seen in table 4.5, the income diversification was the most positively
correlated variable with ROA. This correlation clearly shows that, as the revenue
diversification increases, profitability also moves to the same direction. On the other
hand, the cost to income ratio and the ratio of non-performing loans to gross loans seems
to be negatively correlated with the profitability measure, indicating that, when the cost
and nonperforming loan increase, profitability moves to the opposite direction.
Surprisingly, the liquidity of banks was positively correlated with ROA, indicated by the
correlation of 0.157 between liquid assets to total asset ratio and ROA. In contrary to the
liquidity, amazingly, the industry concentration was negative correlated with profitability
with a correlation of -0.634 between concentration and ROA. Continuing to the

correlations of equity to asset ratio and size one could see that as those variables were
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positively correlated with ROA. The correlations for these two variables were 0.230 and
0.323 respectively. Similarly, both the macro economic variables used in this study show

a positive correlation with ROA.

Table 4.5 Correlation matrix of dependent and independent variables

ROA CAP CIR IDV LIQ SIZE ASQ HHI GDP INFL
ROA  1.000
CAP  0.230 1.000
CIR  -0.644 0.205 1.000
IDV  0.666 0.257 -0.303 1.000
LIQ  0.157 -0.099 -0.276 0.292 1.000
SIZE  0.323 -0.543 -0.572 0.086 0.515 1.000
ASQ -0.608 -0.395 0.156 -0.480 0.064 -0.019 1.000
HHI  -0.634 0.111 0.529 -0.488 -0.418 -0.609 0.464 1.000
GDP  0.560 -0.067 -0.369 0.366 0.149 0.369 -0.450 -0.594 1.000
INFL.  0.400 -0.035 -0.326 0.261 0.329 0.392 -0.359 -0.655 0.383 1.000
Source: Financial statements of banks, MoFED reports and own computation

4.1.4. Results of regression analysis
This section presents the empirical findings from the econometric results on the factors

affecting bank profitability in Ethiopia. The section covers the empirical regression

model used in this study and the results of the regression analysis.

Empirical model: As presented in the third chapter the empirical model used in the study
in order to identify the factors that can affect Ethiopian banks profitability was provided

as follows:

ROAy = B, + B1CAPy + B,CIRy + B3IDVy + BoLIQ; + BsSizey + LASQ;,

-+ ﬁ7HHIit + ﬁBGDPit + BgINFLit + Eit
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The estimation result of the operational panel regression model used in this study is
presented in table 4.6. From table 4}.6 the R-squared statistics and the adjusted-R squared
statistics of the model was 83.9% and 80.7% respectively. The result indicates that the
changes in the independent variables explain 80.7% of the changes in the dependent
variable. That is equity to total asset ratio, operational efficiency, income diversification,
liquidity risk, size, asset quality, industry concentration, gross domestic product, and
inflation rate collectively explain 80.7% of the changes in ROA. The remaining 19.3% of
changes was explained by other factors which are not included in the model. Thus these
variables collectively, are good explanatory variables of the profitability of commercial
banks in Ethiopia. The null hypothesis of F-statistic (the overall test of significance) that
the R? is equal to zero was rejected at 1% as the p-value was sufficiently low. F value of
0.000 indicates strong statistical significance, which enhanced the reliability and validity

of the model.

Based on the results shown in table 4.6, all bank-specific independent variables except
liquidity risk had statistically significant impact on profitability. On the other hand,
among the three external independent variables used in this study the only significant
variable was GDP. Among the significant variables, capital and cost to income ratios
were significant at 1% signiﬁcancel level since the p-value for both variables were 0.000.
Whereas variables like income diversification, asset quality, and gross domestic product
were significant at 5% significance level. Finally, size was significant at 10%

significance level (p-value=0.075).
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Table 4.6 Regression Resulits for factors affecting Ethiopian banks profitability

Variable Coefficient Std. Error t-Statistic Prob.

C -0.051195 0.047981 -1.066973 0.2892
CAP 0.107711 0.022171 4.858224 0.0000%***
CIR -0.014724 0.002021 -7.284031 0.0000%**
IDV 0.248037 0.103644 2.393173 0.0191**
LIQ -0.012384 0.010200 -1.214063 0.2283
SIZE 0.003457 0.001914 1.806319 0.0747%
ASQ -0.022276 0.009456 -2.355872 0.0210**
HHI 0.003998 0.014494 0.275843 0.7834
GDP 0.041652 0.017295 2.408272 0.0184**
INFL -0.002100 0.006777 -0.309865 0.7575
R-squared 0.839368 Durbin-Watson stat 2.005560
Adjusted R-squared 0.806835

S.E. of regression 0.005634

F-statistic 25.80041

Prob(F-statistic) 0.000000

sk *% and * denote significance at 1%, 5%, and 10% levels respectively.
Source: Financial statements of banks, MoFED reports and own computation

Besides, table 4.6 also shows that the coefficient of operational efficiency, liquidity risk,
asset quality, and inflation against ROA were negative as far as the coefficients for those
variables are negative -0.015, -0.012, -0.02 and -0.002 respectively. This indicates that
there was an inverse relationship between the aforementioned four independent variables

and ROA. Thus the increase of those variables will lead to a decrease in ROA.

On the other hand, variables like capital, income diversification, size, industry
concentration, and gross domestic product had a positive relationship with profitability as
far as their respective coefficients were 0.108, 0.25, 0.003, 0.003 & 0.042. This revealed

that there was a direct relationship between the above five independent variables and
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ROA. In general as per the regression results provided in table 4.6 among the 9 regressors

used in this study six of them were significant.

In general, so far, the results of the documentary analysis which includes tests for the
classical linear regression model, descriptive statistics, correlation matrix & regression
analysis have been presented. The results of the tests for the classical linear regression
model showed as the data fit the basic assumptions of CLRMs. On the other hand, the
remaining results of the documentary analysis were used to assess the link that exists
between bank-specific, industry-specific and macro-economic determinants of bank
profitability and ROA. The following section details the results of in-depth interview

which was conducted with Ethiopian commercial banks finance managers.

4.2. In-depth interview results

In depth interviews were conduéted with five Ethiopian commercial banks finance
managers. The five finance managers interviewed were from CBE, CBB, AIB, UB and
WB. The five finance managers were interviewed independently at different times. The
interview questions were fully unstructured and focused on the identification of factors
affecting Ethiopian banks profitability in general. More specifically, the interview
questions were also tried to identify how those factors can influence profitability, the
major determinant factors among the influential factors, measures taken by the banks to
reduce the negative influence of controllable factors and their general opinion regarding

the matter,
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Accordiﬁg to an interview with the aforementioned finance managers, the factors that can
affect Ethiopian banks profitability can be grouped generally into two major categories.
The first category includes the internal determinants originate from bank accounts
(balance sheets and/or profit and loss accounts) and therefore could be termed micro or
bank-specific determinants of profitability. The group of the bank-specific determinants
of profitability includes variables such as loan, bank size, capital, liquidity risk,
operational efficiency, non-interest income, deposit, level of nonperforming loans, bank
age and branch network. Besides, lack of innovative products and fear of risky
investments by banks themselves were also considered as internal factors that can affect

Ethiopian banks profitability.

In light of the above, the second category of factors that can affect Ethiopian banks
profitability as per the interview conducted includes external factors. The external
determinants are variables that are not related to bank management but reflect the
economic and legal environment that affects the operation and performance of financial
institutions. The determinants classified under this category includes variables such as the
countries tax system, technology, gross domestic product, government regulation, interest
rate change by the NBE and exchange rate. In addition, absence of active secondary stock
market, increasing level of competition and lack of awareness by the puBlic in relation to
savings also contributes its own share for the existence of good or bad performance of

banks in the country.
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As per the interview conducted with Ethiopian banks finance managers, among the bank-
specific factors listed above for example, the increase in the amount of loan results in an
increased profitability despite the bank’s focus currently towards increasing the amount
of their non-interest income as a result of increased competition. Moreover, variables
such as size of the bank and capital have a constructive effect on the Ethiopian banks
profitability even if the contribution of size is not usually similar. The reason behind a
favorable relationship between capital and profitability results mainly from the goodwill
created which in turn gives the banks the capability of borrowing without collateral.
Moreover, according to the regulation of NBE single borrower limit is also increased as
the amount of capital increases as far as single borrower limit depends on the amount of
capital held by the bank. Both the aforementioned reasons showed the existence of a
direct relationship between capital and performance in general and profitability in
particular. In addition, other bank-specific variables like non-interest income and deposit
also affects bank profitability optimistically. On the other hand, other influential factors
like liquidity risk, operational efficiency, and level of non-performing loans (asset
quality) had an inverse outcome on banks profitability. Here one interesting result
generated from interview was despite the high liquidity ratio recorded earlier based on
the outplit of the descriptive statistics, as per the interview conducted with the finance
managers Ethiopian banks are currently characterized by low level of liquidity. The
reason for the existence of high liquidity as per the result of descriptive statistics was the
classification of some accounts like reserve with NBE and treasury bill as a liquid asset

on which banks have no right for lending or other purposes. Similarly, lack of innovative
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products by banks and fear of banks to invest in risky investment areas also recorded as

factors that affect Ethiopian banks profitability adversely.

The interview result also showed that as the effect of external factors are either direct or
indirect on Ethiopian banks profitability. This means the increase in some external or
uncontrollable factors result in an increase in banks profitability and the others act in a
reverse way. Among the external factors for example unfair tax imposed on the
borrowers of the banks directly results in a reduction on the amount of loan taken by
those clients for investment and-it may also result in an increase in the level of
nonperforming loans. This clearly shows the existence of an adverse relationship between
unfair tax imposed on borrowers and banks profitability. Moreover, some government
regulatioﬂs which were solely imposed on private banks like the credit cap and the new
regulation by the government which forces private banks solely to invest 27% of their
total loan on bonds at a relatively minimum interest rate (3%) which was even below the
5% interest rate paid by most of the privately owned banks for their depositors also
considered as a factor that affects Ethiopian private banks profitability. Similar to the
above factors absence of active sécondary stock market and lack of awareness by the
public in relation to savings were also considered as factors that affect Ethiopian banks
proﬁtabil_ity. On the other hand, the effect of variables like inflation and exchange rate
may be direct or indirect depending on the situation. The remaining external variable

which includes GDP and technology contributes positively for the profitability.
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As per the interview conducted with Ethiopian banks finance managers almost all the
aforementioned internal and external variables determine profitability highly either by
having a direct or indirect impact on it. On the other hand, there are also some measures
taken by the banks management in order to reduce the influence of controllable factors
that can affect banks profitability negatively. For instance, by having strong follow up
system in relation to loan disbursement process and by conducting more accurate
feasibility study which shows the exact amount of collaterals before loan disbursement
the banks are currently trying to reduce their level of nonperforming loans. Similarly, in
order to reduce the inverse effect of liquidity on bank’s profitability they are doing their
best to have more and more invesﬂnent options despite the existence of less liquidity in
reality. In general all the above identified factors contribute to the existence of poor or

good performance of banks.
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Chapter 5 Analysis and discussions

The previous chapter presented mainly the outputs of the documentary analysis and in-
depth interviews with selected Ethiopian banks’ finance managers. Accordingly, based on
the outputs presented in the previous chapter, this chapter presents the analysis The
chapter is organized in two sections, the first section, 5.1 presents the research hypotheses
presented in chapter three and section 5.2 discusses the results and attempts to test

hypotheses .

5.1. Research hypotheses and question

As stated in chapter one the broad objective of this study was to identify the factors that
affect bank profitability in Ethiopia. Further, as noted in the previous chapters (chapter 1
and three), in order to achieve this broad objective the study developed the following nine

hypotheses and one research question.

HPI: There is a significant positive/negative relationship between the amount of capital

of a bank and the bank’s profitability.

HP2: There is a significant negative relationship between the operational efficiency of a

bank and the bank’s profitability.

HP3: There is a significant positive relationship between the Income diversification of a

bank and the bank’s profitability.

HP4: There is a significant negative relationship between the liquidity risk of a bank and

the bank’s profitability.
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HP5: There is a significant positive/negative relationship between the size of a bank and

the bank’s profitability.

HP6: There is a significant negative relationship between the quality of the assets of a

bank and the bank’s proﬁtability.

HP7: There is a significant positive relationship between the concentration of the

banking sector and the bank’s profitability.

HP8: There is a significant positive relationship between real gross domestic product

growth and bank profitability.

HPY: There is a significant positive/negative relationship between inflation and bank

profitability.

Research question (RQ) is:

RQ-  What are the determinants of banks’ profitability in Ethiopia and how do those

Jactors influence the profitability of Ethiopian banks’?

In order to be able to investigate whether each of the research hypotheses presented
above hold in the context of Ethiopian commercial banks and in order to address the
specific research question presented above, the next section tries to present the analysis

concurrently.

5.2. Analysis of results

This section of the chapter discusses the analysis of the results. The analysis is based on

the theoretical framework and the data collected through the data collection instruments.
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The data are analyzed in light of the specific research question and hypotheses stated.
Hence, the analysis focuses mainly on the results of the regression analysis for the
selected bank-specific, industry-specific and macro-economic factors that have an impact
on bank profitability. These selected factors are capital strength, operational efficiency,
income diversification, liquidity risk, size, asset quality, concentration, economic growth
and inflation. Moreover the study also analyzed the results of the interviews by using

them as an argument for the quantitative output.
Capital strength

The coefficient of capital strength which is measured by the equity to asset ratio was
positive and statistically significant at 1% significance level (p-value=0). The positive
coefficient for capital strength was in favor of the signaling or bankruptcy costs
hypotheses and in opposite to the risk-return trade-off hypothesis. Moreover, the
coefficient of the ratio of equity to asset which was relatively higher as compared to other
variables shows that an increase in capital strength will result in increased profitability.
This is in line with the expectation as a bank with a sound capital position is able to
pursue business opportunities more effectively and has more time and flexibility to deal
with problems arising from unexpected losses, thus achieving increased profitability. So
from the findings we can conclude as capital strength was one of the main determinants
of profitability of banks in Ethiopia. Further, the finding was also consistent with
previous studies of Berger (1995b), Pasiouras & Kosmidou (2007), Athanasoglou et al.
(2008), Trujillo-Ponce (2011) and Damena (2011) and it also indicates that well

capitalized Ethiopian banks face lower costs of going bankrupt, which reduces their cost
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of funding or that they have lower needs for external funding which results in higher
profitability. Moreover the result was also consistent with the existed reality in the
Ethiopian banking industry, which shows the existence of a direct relationship between
capital strength and bank profitability i.e., the most profitable bank CBE was also the

most capitalized bank of the country.

Correspondingly, the result obtained from interview reveals the existence of similar fact
or the result clearly supports the regression output. As per the interview conducted with
the finance managers of the selected banks, capital strength is one of the major factors
that can affect Ethiopian banks profitability certainly. That means an increase in capital
will lead to an increase in profitability by bringing good will to them, which gives for
them the ability to finance their financial needs through debt without the need for
collateral. That means having more and more capital leads to more and more profitability
by increasing their loan providing capacity. Moreover, the dependency of single borrower
limit on the amount of capital held By a bank serves as another reason for the existence of
strong constructive relationship between capital and banks profitability. Thus one can
conclude that as the Ethiopian banks profitability was highly determined by the equity to
asset ratio. Generally, the existence of a positive relationship between capital strength and
profitability in the Ethiopian banking industry is in favor of the signaling or bankruptcy

costs hypothesis and in opposite to the risk-return trade-off hypothesis.
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Operational efficiency

The coefficient of the ratio of cost to income, which provides information on the
efficiency of the management regarding expenses relative to income, was negative and
statistically significant at 1% significance level (p-value=0) which is in line with a prior
expectation and makes the variable an important determinant of Ethiopian banks
profitability. This showed that minimizing commercial banks operating costs in Ethiopia
would certainly improve the banks performance in general and profitability in particular.
This finding was consistent with many previous studies, e.g. Athanasoglou et al. (2008),
Sufian & Chong (2008) and Sastrosuwito & Suzuki (2011). For instance, Sufian &
Chong (2008) in their work on the Philippines banks realized as cost to income ratio
exhibits a negative and significant impact on Philippines banks’ profitability. The results
imply that an increase (decrease) in these expenses reduces (increases) the profits of
financial institutions operated in Philippines. Coming back to this particular study, the
result revealed that in the context of the Ethiopian banking industry like that of Sufian &
Chong (2008) result, the ratio of cost to income exhibits a negative and significant impact
on the ROA. Thus, the ratio of cost to income was statistically significant in explaining
the variability in ROA of commercial banks in Ethiopia. The result generated through
interview also supports the above fact. Therefore, operational efficiency exists as one of
the major determinant factor that can influence Ethiopian banks profitability in an
unfavorable way. Moreover, this result was also consistent with the existed reality in the

Ethiopian banking industry where the efficiency was definitely lower.
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Income diversification

The ratio of non-interest income to total assets which is a measure of diversification and
business mix have a positive effect on profitability, which is in agreement with a prior
expectation. In addition, this variable was also statistically significant at 5% significance
level (p-ffalue=0.02) in explaining the wvariability in ROA of commercial banks in
Ethiopia. Thus, IDV was considered as a vital driver of the performance of Commercial
banks in Ethiopia. That means in the Ethiopian banking industry for the last twelve years
revenue generated from non-traditional activities were one of the relevant drivers of their
performance in general and profitability in particular. Furthermore, the highest positive
coefficient that existed between income diversification and profitability compared to
other variables clearly indicates as the Ethiopian banks profitability is highly determined
by earnings other than interest. This result was also consistent with the previous findings
of Olweny & Shipo (2011) and Trujillo-Ponce (2012). Besides, the result of this study
was also in agreement with what is existed in reality in the Ethiopian context which
shows the shifting of banks from interest based income to non-interest one as a result of

relatively growing competition this days.

The result generated from interview also strongly indicates as the revenue diversification
was one of the major determinants of Ethiopian banks profitability. This is because of the
Ethiopian banks move towards non-traditional activities as a main source of revenue. As
a result, in the periods under study the determination ability of this factor increases at an

increasing rate and it had clearly a positive effect on profitability of Ethiopian banks.
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Liquidity

One would expect that the impact of liquidity on profitability is negative and significant.
However, even if the coefficient' of liquidity was negative as expected, it was not
statistically significant even at 10% significance level (p-value= 0.2283), insinuating that
its influence is negligible. Moreover, the insignificant parameter indicates that the
liquidity .structure does not affect Ethiopian banks profitability. Thus the hypothesis that
states there is a significant relationship between liquidity risk and profitability may be
rejected or data did not support the hypothesis. Referring to previous studies, the results
concerning liquidity are mixed. Molyneux & Thorton (1992) and Guru et al. (2002) find a
negative relationship between liquidity and bank profitability. However, Pasiouras &
Kosmidou (2007) found a significant positive relationship between liquidity and bank

profits.

Regardless of the findings of the regression analysis, the result of the interview reveals
that the liquidity of banks is one of the major determinants of Ethiopian banks
profitability. But, the output of the regression analysis and the interview are in agreement
in relation to the direction of the effect of liquidity as far as both of them proves the
existence of negative or inverse relationship between liquidity and profitability of
Ethiopian banks. Therefore, conclusion about the impact of Ethiopian bank’s liquidity on

their performance remains ambiguous and further research is required.
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Size

Bank size which is measured by the natural log of total assets had a positive impact on
the profitability of Ethiopian banks and conforms to a prior restriction. The variable was
also statistically significant in the model even if its low coefficient indicates that size had
little impact on the profitability of Ethiopian banks. Further, the positive coefficient
between Ethiopian banks size and profitability clearly indicated that larger banks of the
country are better placed than smaller banks of the country in harnessing economies of
scale in transactions. From this one can conclude that larger banks of the country
experience more significant increases in profitability through economies of scale. The
finding was in consistent with the findings of Ben-Khediri et al. (2005) and Damena
(2011). Similarly, the result generated from the interview also supports the output of the
regression analysis fully. That is Ethiopian banks profitability increases as the size of the
banks increase, which strengths the fact that larger banks are enjoying higher profit than

smaller banks of the country.
Asset quality

The ratio of nonperforming loans to gross loans, which measures how much a bank is not
collecting in year ¢ relative to its gross loans disbursed, is used to measure the impact of
nonperforming loans on Ethiopian banks profitability. The negative coefficient of this
ratio which was in line with the prior expectation and theory for that matter indicated the
existence of an inverse relationship between profitability and nonperforming loans. In
addition the coefficient of the variable was statistically significant at 5% significant level.

This implies that an increase in the ratio of nonperforming loans to gross loans, certainly
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lead to a decrease in profit as measured by ROA. The finding was in consistent to the
results of Olweny & Shipho, (2011). Therefore one can conclude as the asset quality of
banks which is measured by the ratio of nonperforming loans to total loans was a key
driver of profitability of commercial banks in Ethiopia. The result of the interview also
supports the existence of the above reality in relation to the relationship of banks
profitability and increased level of nonperforming loans. According to the results of the
interview the quality of the assets held by Ethiopian banks remain as a major determinant

factor that affects their profitability negatively.
Industry concentration

Continuing to the industry-specific variable, the coefficient of the only industry specific
variable used in this study concentration is positive as hypothesized, but it is not
statistically significant. Hence, this study finds no evidence to support the SCP
hypothesis. The structure-conduct-performance hypothesis (also referred to as the
market-power hypothesis) states that a more concentrated sector favors bank profitability
motivated by the benefits of greater market power. But in case of Ethiopian banking
industry even if the level of concentration influences Ethiopian banks’ profitability
positively this effect is not insignificant. Thus, industry concentration is not a factor that
determines Ethiopian banks profitability as indicated by the insignificant coefficient in
the combined regression analysis output. The finding is consistent with the findings of
Athanasoglou et al. (2008) but the opposite to the findings of Damena (2011). The
possible reason for this may include the existence of highly regulated banking industry

and the existence of less price sensitive customers in Ethiopia. Surprisingly, the result of
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the interview also reveals as concentration is not a factor that influences Ethiopian banks
profitability. So, from the findings of the regression analysis and the interview one can
conclude that as Ethiopian banks profitability is not determined by the level of market
concentration. However, the existence of different conclusion of Damena (2011) which
tells us that the level of concentration positively and significantly affects Ethiopian banks

profitability calls for a detailed investigation in the area.

Gross domestic product

As expeéted, Ethiopian banks profitability was positively related to the GDP growth,
mainly through the impact of the economic cycle on the demand for credit by households
and firms, as well as to provisions. The growth of GDP was also statistically significant
at 5% significance level. The parameter, of 0.04 in the operational panel regression
model, indicated that the business cycle was a quite substantial determinant of banks’
profitability in Ethiopia. This show as the stimulated Ethiopian economy over the study
period creates a new and potential demand for financial services. The results for positive
coefficients are similar to the parameters that are observed by Pasiouras & Kosmidou
(2007), aﬁd Ponce (2012). The result of the interview also very highly support the output
of the regression analysis as far as the Ethiopian banks profitability shows a parallel

increase as the economy grows up.
Inflation

The coefficient of inflation was negative as anticipated, but it was not statistically

significant, thus, the effect of inflation on Ethiopian banks profitability is not significant.
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The findings also suggested that as inflation is not a determinant of banks’ profitability in
Ethiopia -as far as the parameter for this variable is insignificant as illustrated by the large
p-values of 0.758. In terms of inflation impact on ROA, previous studies of Demirguc-
Kunt & Huizinga, 1999 showed a positive result and this implies that during the period of
the study, inflations was anticipated which gave banks the opportunity to adjust the
interest rates accordingly, resulting in revenues that increased faster than costs, with a
positive impact on profitability. However, the result of this study clearly shows as
inflation has a negative impact on profitability and statistically not significant
determinant of Ethiopian banks profitability. This is because of the existence of a lower
real interest rate which is obviously lower than the real inflationary rate, resulting in costs
increased faster than revenues. Surprisingly, as per the result of the interview currently
despite of a high inflation rate that exists in the country the amount of deposit deposited
by customers is increasing from time to time. As a result the result of both the regression
and interview clearly reveals as Ethiopian banks profitability is not influenced by

inflation.

This chapter discussed the analysis of the results of multiple linear regressions model and
in-depth interviews jointly. From the above data analysis Ethiopian banks profitability are
highly affected by bank-specific (internal) factors than that of external one. That means
except liquidity risk all the bank-specific factors included in this study are proved as they
were the major determinants of Ethiopian banks profitability. On the other hand, among
the external variables included in this study the only factor that can affect Ethiopian
banks profitability is GDP. Thus, next chapter will discuss the conclusions and

recommendations of the study.
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Chapter 6 Conclusions and Recommendations

The previous chapter presented the analysis of the findings, while this chapter deals with
the conclusions and recommendations provided based on the findings of the study.
Accordingly this chapter is organized into two subsections. The first section presents the

conclusions where as the second section presents the recommendations.

6.1. Conclusions

This study aims to identify the main bank-specific, industry-specific and macro-economic
factors that can affect Ethiopian banks profitability and to what extent these determinants
exert impact on Ethiopian banks profitability. In doing so, previous studies on bank
profitability have been reviewed and it is summarized that the profitability of bank is
usually expressed as a function of internal and external determinants. The internal
determinants refers to the factors originate from bank accounts (balance sheets and/or
profit and loss accounts) and therefore could be termed micro or bank-specific
determinants of profitability. The external determinants are variables that are not related
to bank management but reflect the economic and legal environment that affects the
operation and performance of financial institutions. Empirical results from previous
studies conclude that internal factors explain a large proportion of banks profitability;

nevertheless external factors have also an impact on the performance.

A number of explanatory variables have been proposed for both categories, according to
the nature and purpose of each study. Studies dealing with internal determinants employ
variables such as size, capital, asset quality, income diversification or costs etc while for

external determinants, several factors have been suggested as impacting on profitability
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and these factors can further distinguish between control variables that describe the
macroeconomic environment, such as inflation, interest rates and economic growth, and
variables that represent market characteristics. The latter refer to market concentration,

industry size and ownership status.

Based on the review on previous studies and banking area theories, the present study
investigated the impact of some selected bank-specific, industry-specific and macro-
economic factors on the profitability of the Ethiopian banking industry over the period of
2000 to 2011. The bank-specific factors that were used in this study include variables
such as capital, liquidity risk, size, income diversification, asset quality, operational
efficiency. On the other hand in this study only one industry-specific variable and two
macroeconomic conditions indicator variables were employed (concentration, GDP and
inflation). To comply with the objective of this research, the paper is primarily based on
quantitative research method which is supplemented by qualitative one. The quantitative
data were mainly obtained from NBE and MoFED through documentary analysis in order
to identify and measure the determinants of banks profitability. In specific, multiple
regression analysis is adopted to mt.easure the effect of determinants on banks profitability
quantitatively. On the other hand, qualitative data were collected through unstructured

interview conducted with Ethiopian commercial banks finance managers.

For testing the research hypotheses, a sample size of eight Ethiopian commercial banks
were selected and the necessary financial data were collected for the time period of 2000

to 2011.
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The empirical findings on the impact of bank profitability in Ethiopia for the sample

suggest the following conclusions.

First, as ¢xpected, the result showed a positive relationship between capital strength and
profitability with strong statistical significance. The coefficient of the ratio CAP is
relatively high compared with other variables, showing that an increase in capital strength
will result in increased profitability. This is in line with the expectation as a bank with a
sound capital position is able to pursue business opportunities more effectively and has
more time and flexibility to deal with problems arising from unexpected losses, thus

achieving increased profitability.

Second, again as expected, the result showed a negative relationship between operational
efﬁciency and profitability with strong statistical significance. This shows that as
minimizing commercial banks operating costs in Ethiopia would certainly improve the

banks performance.

Third, the result showed a positive relationship between income diversification and
profitability as expected with strong statistical significance. The coefficient of the ratio
IDV is relatively the highest compared with other variables, showing that an increase in

noninterest income will result in increased profitability.

Fourth, the natural logarithm of total assets has a positive impact on ROA with weak
significance coefficient. This indicates that as larger banks of the country experience

more significant increases in profitability through economies of scale.
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Fifth, the ratio of nonperforming loans to total loans has a negative impact on ROA with
statistical significance. This implies that higher level of nonperforming loans results in

lower profit, which is in line with the expectation.

Lastly, the GDP growth also has statistically significant and positive relationship with
profitability. On the other hand, liquidity, concentration and inflation are factors that have
little or no impact on the profitability of Ethiopian banks in this model as far all those

variables were not significant even at 10% significance level.

Besides, variables such as loan, deposit, lack of innovative products and fear of risky
investments by banks themselves are also considered as possible internal factors that can
affect Ethiopian banks profitability. Moreover, external variables such as the countries
tax system, technology, government regulation, exchange rate, absence of active
secondarﬁr stock market, increasing level of competition and lack of awareness by the
public in relation to saving also contributes their own share for the existence of good or

bad performance of banks in the country.

In the Ethiopian banking industry, as per the result of descriptive statistics there was
excess liquidity ratio. Almost all the banks had excess liquidity ratio which is above the
liquidity requirement set by the NBE. This shows as the Ethiopian banks are still
underutilized their capacity as far as they prefer to maintain higher liquidity position
rather than putting it on different investments or providing it to customers in the form of
loan which in turn results in an increase in their profitability. This was more specifically
exaggerated in the large government owned bank, CBE. In contrary to this the result of

the interview indicated the existence of a very serious liquidity problem in the Ethiopian
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banking industry, particularly in the case of private banks which may result from some
regulations imposed by the government like the credit cap and the forced investment on
bonds which amounts 27% of their total loan i.e., both these regulations are exercised on
private banks only. To conclude both the results obtained in relation to liquidity are

affecting the Ethiopian banks profitability negatively.
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6.2 Recommendations

Based on the findings of the study the following possible recommendations were

forwarded;:

Bank’s capital strength, operational efficiency, non-interest income, bank size, level of
nonperforming loan, and GDP growth rate are significant key drivers of profitability of
commercials banks in Ethiopia. Indeed focusing and reengineering the institutions
alongside these indicators could enhance the profitability as well as the performance of

the commercial banks in Ethiopia.

The explanatory powers of bank-specific variables are far more important in explaining
the variability in ROA for commercial banks in Ethiopia than external variables. But
among the external factors included in this study GDP growth rate exists as a significant
key drivers of profitability of Ethiopian banks. This is a clear signal to all commercial
banks in Ethiopia that they cannot ignore the macroeconomic indicators when
strategizing to improve on their profits or performance. Thus, banks in Ethiopia should
not only be concerned about internal structures and policies, but they must consider both
the internal environment and the macroeconomic environment together in fashioning out

strategies to improve their performance or profits.

As far as lack of innovative products and fear of risky investments by banks themselves
are also factors that can affect Ethiopian banks profitability negatively, Ethiopian banks
should try their best in order to provide new banking services and to participate in risky

investment areas which may in turn increases their profitability significantly.
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Government regulation which forced private banks solely to make investment on bonds
that amounts about 27% of the total loans provided by the bank to customers is currently
affecting the Ethiopian private banks liquidity in general. So the government needs to
revisit its policy or it should take some corrective actions like paying at least equal
interest with that of the deposit in order to enhance the performance of the sector in

general and the profitability in particular.

Finally, the study sought to investigate the factors that influence profitability of
commercial banks in Ethiopia. However, the variables used in the statistical analysis did
not include all factors that can affect Ethiopian banks profitability. Thus, future research
could incorporate external factors such as government regulation, ownership and

exchange rates.
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Appendices

Appendix —I: Tests for the Heteroskedasticity Test:

White

Heteroskedasticity Test: White

F-statistic 1.274416 Prob. F(54,41) 0.2106
Obs*R-squared 60.15904 Prob. Chi-Square(54) 0.2627
Scaled explained SS 49.98005 Prob. Chi-Square(54) 0.6301
Test Equation:
Dependent Variable: RESID*2
Method: Least Squares
Date: 06/01/12 Time: 16:33
Sample: 1 96
Included observations: 96
Variable Coefficient Std. Error t-Statistic Prob.
Cc 0.015824 0.011611 1.362839 0.1804
CAP -0.015799 0.018748 -0.842707 0.4043
CAP"2 -0.001093 0.007693 -0.142072 0.8877
CAP*CIR -0.000879 0.000974 -0.902729 0.3719
CAP*IDV 0.014736 0.034421 0.428116 0.6708
CAP*LIQ 0.001767 0.004952 0.356810 0.7231
CAP*SIZE 0.000553 0.000764 0.724711 0.4727
CAP*ASQ 0.000937 0.005744 0.163118 0.8712
CAP*HHI 0.006597 0.004233 1.5568632 0.1268
CAP*GDP 0.002954 0.010375 0.284687 0.7773
CAP*INFL -0.001250 0.002876 -0.434753 0.6660
CIR 0.001697 0.002105 0.806298 0.4247
CIR"2 1.50E-05 6.08E-05 0.245824 0.8070
CIR*IDV 0.001295 0.003979 0.325344 0.7466
CIR*LIQ -0.001004 0.000738 -1.359594 0.1814
CIR*SIZE -5.51E-05 8.71E-05 -0.633165 0.5301
CIR*ASQ -4, 65E-05 0.000293 -0.155120 0.8775
CIR*HHI -0.000523 0.000446 -1.171227 0.2483
CIR*GDP 0.002127 0.000848 2.507747 0.0162
CIR*INFL -0.000837 0.000397 -2.107965 0.0412
IDV -0.052770 0.050111 -1.053061 0.2985
IDVA2 -0.055845 0.071847 -0.777275 0.4415
IDV*LIQ -0.006515 0.015018 -0.433793 0.6667
IDV*SIZE 0.002408 0.001792 1.344116 0.1863
IDV*ASQ 0.005597 0.016830 0.332549 0.7412
IDV*HHI 0.004414 0.020593 0.214325 0.8314
IDV*GDP 0.016304 0.032803 0.497047 0.6218
IDV*INFL -0.010559 0.011177 -0.944699 0.3503
LiQ 0.005128 0.005440 0.942691 0.3514
LiQAr2 0.000793 0.001433 0.553669 0.5828
LIQ*SIZE -0.000182 0.000212 -0.854885 0.3976
LIQ*ASQ -0.000218 0.001774 -0.122759 0.9029
LIQ*HHI -0.001317 0.001883 -0.699632 0.4881
LIQ*GDP -0.005832 0.004739 -1.230552 0.2255
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LIQ*INFL 0.000890 0.001398 0.636755 0.5278

SIZE -0.001184 0.000842 -1.407307 0.1669

SIZE*2 2.28E-05 1.55E-05 1.475438 0.1477

SIZE*ASQ 0.000179 0.000228 0.783466 0.4379

SIZE*HHI 0.000161 0.000205 0.784446 0.4373

SIZE*GDP 0.000481 0.000694 0.692783 0.4924

SIZE*INFL -0.000221 0.000116 -1.900487 0.0644

ASQ -0.003905 0.005957 -0.655461 0.5158

ASQ"2 -0.001172 0.001233 -0.950908 0.3472

ASQ*HHI 0.000948 0.002240 0.423271 0.6743

ASQ*GDP 0.001009 0.001981 0.509431 0.6132

ASQ*INFL -0.001350 0.000996 -1.355128 0.1828

HHI -0.006125 0.006953 -0.880866 0.3835

HHIA2 0.001435 0.002642 0.542937 0.5901

HHI*GDP 0.010906 0.012627 0.863692 0.3928

HHI*INFL -0.002616 0.002955 -0.885359 0.3811

GDP -0.018460 0.018902 -0.976619 0.3345

GDP*2 0.011266 0.020127 0.559748 0.56787

GDP*INFL 0.003028 0.007344 0.412290 0.6823

INFL 0.007034 0.003277 2.146359 0.0378

INFLA2 -0.002082 0.001595 -1.305043 0.1992

R-squared 0.626657 Mean dependent var 3.00E-05

Adjusted R-squared 0.134936 S.D. dependent var 4.35E-05

S.E. of regression 4.04E-05 Akaike info criterion -17.09957

Sum squared resid 6.70E-08 Schwarz criterion -15.63041

Log likelihood 875.7794 Hannan-Quinn criter. -16.50571

F-statistic 1.274416  Durbin-Watson stat 2.086140
Prob(F-statistic) 0.210556
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Appendix-II: Regression Results For Factors affecting Bank Profitability

Dependent Variable: ROA

Method: Panel Least Squares

Date: 06/01/12 Time: 16:37

Sample: 2000 2011

Periods included: 12

Cross-sections included: 8

Total panel (balanced) observations: 96

Variable Coefficient Std. Error t-Statistic Prob.

C -0.051195 0.047981 -1.066973 0.2892
CAP 0.107711 0.022171 4.858224 0.0000
CIR -0.014724 0.002021 -7.284031 0.0000
IDV 0.248037 0.103644 2.393173 0.0191
LIQ -0.012384 0.010200 -1.214063 0.2283
SIZE 0.003457 0.001914 1.806319 0.0747
ASQ -0.022276 0.009456 -2.355872 0.0210
HHI 0.003998 0.014494 0.275843 0.7834
GDP 0.041652 0.017295 2.408272 0.0184
INFL -0.002100 0.006777 -0.309865 0.7575

Effects Specification

Cross-section fixed (dummy variables)

R-squared 0.839368 Mean dependent var 0.032127
Adjusted R-squared 0.806835 S.D. dependent var 0.012820
S.E. of regression 0.005634 Akaike info criterion -7.360602
Sum squared resid 0.002508 Schwarz criterion -6.906498
Log likelihood 370.3089 Hannan-Quinn criter. -7.177046
F-statistic - 25.80041 Durbin-Watson stat 2.005560
Prob(F-statistic) 0.000000
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Appendix- III: Ratio Data

Year
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2000
2001
2002

Bank
CBE
CBE
CBE
CBE
CBE
CBE
CBE
CBE
CBE
CBE
CBE
CBE
CBB
CBB
CBB
CBB
CBB
CBB
CBB
CBB
CBB
CBB
CBB
CBB
DB
DB
DB
DB
DB
DB
DB
DB
DB
DB
DB
DB
AIB
AlB
AIB

ROA
0.031269
0.009912
0.022894
0.029587
0.017408
0.023787
0.031242
0.026924
0.037052
0.045715
0.03785
0.037089
0.00308
0.007231
0.008351
0.014862
0.006623
0.014192
0.043962
0.04288
0.048077
0.040895
0.041429
0.035093
0.020809
0.032727
0.026245
0.018584
0.029137
0.028363
0.040695
0.042708
0.042534
0.036166
0.037076
0.042974
0.030303
0.019846
0.017080

CAP
0.065
0.061
0.037
0.053
0.054
0.043
0.042
0.097

0.09
0.085
0.075
0.055
0.071

0.07

0.08
0.084

0.08

0.06

0.09
0.112

0.11
0.104
0.101
0.104
0.089
0.085
0.082
0.065
0.064
0.071
0.085

0.09
0.093
0.093
0.091
0.095
0.124
0.125

0.12

CIR
0.292011
0.302425
0431217
0.315327
0.430615
0.387833
0.333929
0.625641
0.305139
0.190722
0.33357
0.236196
2222022
1.133333
2
0.772727
1391304
0.913043
0.288462
0.404412
0.422764
0.551724
0.564885
0.796748
1136364
1111111
0.837209
0.733333
0.606383
0.669725
0.507538
0473684
0446023
0.570621
0.526652
0479134
0.62963
1
1.166667

Size
23.71036
23.79081
23.82092
23.90962
24.05458
2422488
2430258
24.49501
24.64357
24.80775
25.02985
2546179
20.69692
20.69074
20.68036
20.66352
20.7787
21.32867
21.30938
21.35931
21.5954
21.6757
21.87447
21.97746
20.57824
20.81858
21.11935
21.4119
21.70796
21.95291
2223751
22.52184
22.7811
22.99879
23.23716
23.40839
20.44751
20.62565
20.82943

96

ASQ
0.2644
0.3377
0.5209

0.535

0.3768
0.2752
0.2245
0.1452
0.0533
0.0366
0.0188
0.0086

0.137
0.4812
0.4155

0.4009
0.3547
0.2776
0.1942
0.1706
0.1556
0.1145
0.0656
0.0681
0.1595
0.1092
0.1422
0.0889
0.0744
0.0672
0.0621
0.0595
0.0589
0.0739

0.03

0.0338

0.3027
0.205
0.3402

DV
0.01614
0.016474
0.018875
0.02595
0.021019
0.02231
0.027086
0.028005
0.028384
0.02508
0.023603
0.025493
0.010267
0.009298
0.012526
0.016985
0.033113
0.034389
0.037841
0.05135
0.034699
0.035494
0.033207
0.036805
0.021965
0.033636
0.025572
0.026118
0.028016
0.021053
0.027497
0.027313
0.031933
0.032981
0.039019
0.046317
0.018445
0.020948
0.017986

GDP
0.059
0.074
0.016

-0.021
0.117
0.126
0.115
0.118
0.112
0.099
0.104
0.114
0.059
0.074
0.016

-0.021
0.117
0.126
0.115
0.118
0.112
0.099
0.104
0.114
0.059
0.074
0.016

-0.021
0.117
0.126
0.115
0.118
0.112
0.099
0.104
0.114
0.059
0.074
0.016

LIG
0.346
0.393

0.4012
0.564
0.594
0.527
0.592

0.59
0.354
0.45

0.3354

0.265
0.24
0.25

0.245

0.235

0.314

0.338

0312

0.307
0.39

0.365

0.2356
0.397
0.301
0.321
0.343
0.326
0.326
0.298
0.253
0.277
0.372
0.483
0.425
0.425
0.362
0.337
0.362

HHI
0.731608
0.694027
0.644499
0.595602
0.560964
0.5055
0.466672
0.43256
0.39945
0.359813
0.352
0.398674
0.731608
0.694027
0.644499
0.595602
0.560964
0.5055
0.466672
0.43256
0.39945
0.359813
0.352
0.398674
0.731608
0.694027
0.644499
0.595602
0.560964
0.5055
0.466672
0.43256
0.39945
0.359813
0.352
0.398674
0.731608
0.694027
0.644499

INFL
0.054
-0.003
-0.106
0.109
0.073
0.061
0.106
0.158
0.253
0.364
0.028
0.181
0.054
-0.003
-0.106
0.109
0.073
0.061
0.106
0.158
0.253
0.364
0.028
0.181
0.054
-0.003
-0.106
0.109
0.073
0.061
0.106
0.158
0.253
0.364
0.028
0.181
0.054
-0.003
-0.106



2003
2004
2005
2006
2007
2008
2009
2010
2011
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009

AIB
AIB
AlB
AIB
AlB
AIB
AlB
AIB
AIB
BOA
BOA
BOA
BOA
BOA
BOA
BOA
BOA
BOA
BOA
BOA
BOA
WB
WB
WB
WB
WB

WB
WB
WB

WB
WB
UB
UB
UB
UB
UB
UB
UB
UB
UB
UB

0.012848
0.019774
0.024708
0.037576
0.053264
0.042324
0.031449
0.044179
0.049921
0.029248
0.039063
0.007005
0.006002
0.034069
0.039864
0.043049
0.027974
0.028641
0.027574

0.03121
0.035449
0.013619
0.024014
0.018576
0.016873
0.039474
0.038985
0.041611
0.043966
0.046061

0.05002
0.055381
0.056817
0.034965
0.037383
0.022293
0.014925
0.014837
0.040075
0.037523
0.039853
0.038769
0.028805

0.1
0.09
0.102
0.103
0.113
0.124
0.12
0.12
0.129
0.171
0.164
0.123
0.112
0.122
0.123
0.142
0.12
0.1
0.095
0.093
0.091
0.097
0.1
0.1
0.105
0.113
0.111
0.113
0.116
0.147
0.163
0.183
0.166
0.28
0.294
0.28
0.194
0.142
0.116
0.12
0.165
0.144
0.112

0.785714
0.740741
0.796875
0.621622
0377451
0.553922
0.545455
0.441734
0.407255
0.76
0.485714
0.642857
0.6875
0.446154
045122
0.420635
0.457746
0.542628
0.737904
0.739796
0.639013
1.818182
0.954545
1470588
1.173913
0.559322
0.560976
0.504065
0432432
0.409091
0501931
0.498471
0.434706
1

1

125
1.083333
0.842105
0.48
0.469697
0.52
0.55
0.708609

21.06045
21.29425
21.52347
21.80643
22.06613
22.29604
22.58315
22.79581
23.03738
20.39198
20.61345
20.85605

21.0107
21.18385
21.44451
21.76495
21.94586
22.17487
22.42375
22.56064
22.70812
20.05773

20.1837
20.28631
20.60561
20.85429
21.20322
21.53819

21.9703
22.14033
22.35603
2247107

22.8103
18.77836
19.18149

19.5649
19.96611
20.32874
20.79372
21.19264
21.50397
21.90192
22.26056
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0.2513
0.1839
0.1202
0.0956
0.0736
0.0866
0.0578
0.0547
0.0381
0.0421

0.032
0.3795
0.2843
0.1751

0.124
0.0494
0.1054
0.1287
0.1475
0.0698
0.0397

0.191
0.1366
0.1294
0.1086
0.1224
0.0841
0.0485
0.0525
0.0839

0.077
0.0347
0.0351
0.0795
0.0775
0.1595
0.0993

0.099
0.0845
0.0418
0.0459
0.0398
0.0462

0.030692
0.031638
0.024708
0.030806
0.033681
0.035685
0.031294
0.048206
0.052689
0.029248
0.018973
0.013135
0.014254
0.016404
0.022849
0.019407
0.01914
0.022253
0.02354
0.032962
0.0338
0.036965
0.037736
0.03096
0.028121
0.038596
0.043317
0.044267
0.038793
0.046545
0.046698
0.055381
0.062027
0.041958
0.042056
0.022293
0.025586
0.02819
0.041938
0.034396
0.032066
0.033538
0.02902

-0.021
0.117
0.126
0.115
0.118
0.112
0.099
0.104
0.114
0.059
0.074
0.016

-0.021
0.117
0.126
0.115
0.118
0.112
0.099
0.104
0.114
0.059
0.074
0.016

-0.021
0.117
0.126
0.115
0.118
0.112
0.099
0.104
0.114
0.059
0.074
0.016

-0.021
0.117
0.126
0.115
0.118
0.112
0.099

0.396
0.429
0.389
0314
0.295
0.383
0.496
0.49
0.4
0.224
0.333
0.381
0.38
0.396
0.369
0.276
0.301
0.338
0.492
0.472
0.398
0.31
0.387
0.353
0.353
0.359
0.384
0.293
0.379
0.437
0.569
0.529
0.514
0.245
0322
0.452
0.369
043
0.363
0.371
0.347
0.426
0.534

0.595602
0.560964
0.5055
0.466672
0.43256
0.39945
0.359813
0.352
0.398674
0.731608
0.694027
0.644499
0.595602
0.560964
0.5055
0.466672
0.43256
0.39945
0.359813
0.352
0.398674
0.731608
0.694027
0.644499
0.595602
0.560964
0.5055
0.466672
0.43256
0.39945
0.359813
0.352
0.398674
0.731608
0.694027
0.644499
0.595602
0.560964
0.5055
0.466672
0.43256
0.39945
0.359813

0.109
0.073
0.061
0.106
0.158
0.253
0.364
0.028
0.181
0.054
-0.003
-0.106
0.109
0.073
0.061
0.106
0.158
0.253
0.364
0.028
0.181
0.054
-0.003
-0.106
0.109
0.073
0.061
0.106
0.158
0.253
0.364
0.028
0.181
0.054
-0.003
-0.106
0.109
0.073
0.061
0.106
0.158
0.253
0.364



2010
2011
2000
2001
2002
2003
2004
2005
20006
2007
2008
2009
2010
2011

UB

UB

NIB
NIB
NIB
NIB
NIB
NIB
NIB
NIB
NIB
NIB
NIB
NIB

0.042062
0.041812
0.006329
0.045455
0.041199
0.021469
0.039294
0.038106
0.039961

0.04066
0.043562
0.045559
0.047731
0.048369

0.108
0.117
0.253
0.156
0.167
0.123
0.124

0.13
0.141
0.163
0.164
0.152
0.154
0.165

0.469314
0.472727
3
0.421053
0.4
0.410256
0.368421
0.321429
0422222
0.495495
0.43258;1
0.450413
0.468553
0.495822

22.49754
22.76773
18.87811
19.79692
20.09591

20.6011
20.94401
21.27254
21.42982
21.68147
22.01799
22.29334
22.51018
22.68505
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0.0376
0.0335

0.019
0.0864
0.1234
0.0877
0.1122
0.0847
0.0556
0.0673
0.1116
0.0737
0.0504

0.044098
0.037799
0.012658
0.032828
0.029963
0.032768
0.029671
0.030023

0.02664
0.023399
0.029315
0.035781
0.048568
0.045557

0.104
0.114
0.059
0.074
0.016
-0.021
0.117
0.126
0.115
0.118
0.112
0.099
0.104
0.114

0.445
0.461
0.251
0.2013
0.313
0.276
0.265
0.268
0.215
0.267
0.365
0.486
0.414
0.513

0.352
0.398674
0.731608
0.694027
0.644499
0.595602
0.560964

0.5055
0.466672
0.43256
0.39945
0.359813

0.352
0.398674

0.028
0.181
0.054
0.003
0.106
0.109
0.073
0.061
0.106
0.158
0.253
0.364
0.028
0.181



Appendix-IV: Interview Instrument

Addis Ababa University

School of Business and Public Administration

Department of Accounting

Interview questions for the higher officials of Ethiopian Commercial Banks

1.

2

What are the overall factors that can affect your banks’ profitability?

How do those identified factors affect/influence your banks’ profitability in
general?

Among the identified factors that can influence your banks’ profitability, which of
them are the major determinants of your banks’ profitability?

What types of measures are taken by your bank in order to reduce the influence of
factors that affects profitability negatively?

Do you think that the identified factors contribute to the existence of poor or
good performance of banks’ when measured in terms of profitability? And, if they
have, how do they contribute?

Any comments?

Thank you!
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