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Abstract 
 

The main objective of commercial banks is profit creation because commercial banks are 

involved in deposit mobilizing and lending which have direct impact on their lending rate. 

Hence, this study examines factors affecting lending interest of selected commercial banks in 

Ethiopian. The data covered the period from 2015-2022 G.C for the sample of selected 

eightPrivate commercial banks. Quantitative research approach and explanatory Research 

design were adopted in carrying out this research. Secondary data were collected from the 

selected eightprivate commercial banks using purposive sampling technique and macro- 

economic data are collected from NBE and World Bank report while internal factor data 

were collected from audited financial statements. The study used both descriptive and 

inferential statistics. Mean and standard deviation were used as descriptive statistics, 

whereas correlation and panel regressions were used from inferential statistics using stata. 

This study has used ‘lending interest rate’ as dependent variable, while: deposit rate, bank 

size, liquidity ratio, operating cost, profitability, non-interest income, exchange rate, and 

inflation rates are explanatory variables. The estimated regression results reveal that the 

operating cost, profitability, non-interest income, and inflation rates had significant and 

negative effect on lending interest rate. Deposit rate, bank size, liquidity ratio, has positive 

and statistically significant effect on lending interest rate. Exchange rate has negative and 

statistically insignificant effect on lending interest rate of Ethiopian private commercial 

banks.The study recommends to Private commercial banks should manage their internal 

inefficiencies; from the regression result operating cost to total asset ratio and lending 

interest rate negative relationship in private commercial banks of Ethiopia. This result is 

justified as high operating costs are likely to include costs due to inefficiency leading to 

lower lending interest rate. The private commercial banks should give more attention in 

reduction of operating cost, to improve its efficiency of banks’ intermediation, by using 

advanced technologies. The Study also recommends to policy makers the Competition in the 

banking sector should be further enhanced and supported by policies that encourage and 

foster competition in the banking sector. Measures to promote the growth and image of small 

and medium sized banks, in an effort to increase their ability to penetrate markets and break 

dominance by few large banks 

Keywords: Ethiopian commercial banks’ lending interest rates; bank-specific factors; 

macroeconomic factors; OLS estimation linear regression model; 
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CHAPTER ONE 

1. INTRODUCTION 

1.1. Background of the study 
 

In human societies, since the evolution of money, there have always existed those who possess 

money in excess of their immediate needs (surplus economic unit) and those whose current 

possession cannot finance their economic activities (deficit economic unit). The realization by 

the surplus economic unit that their excess can be used beneficially to meet the shortfalls 

experienced by the deficit economic unit led to the introduction of a credit system. This system 

was initially characterized by lenders and borrowers having to search out themselves and deal 

directlydirect financing Indirect financing includes the aggregation of deposits from various 

households, firms and government by commercial banks for lending to the deficit unit; the 

repayment of the loan is made to the bank which also stands ready to redeem deposits 

withdrawals by the surplus unit(Akpanuko and Acha 2010). 
 

A bank is a financial institution licensed to receive deposits and make loans. Banks may also 

provide financial services such as wealth management, currency exchange, and safe deposit 

boxes. There are several different kinds of banks including retail banks, commercial or 

corporate banks, and investment banks. In most countries, banks are regulated by the national 

government or central bank (Adam Barone, 2022). 
 

commercial banks are the financial institution that accepts deposits, offers checking 

account services, makes various loans, and offers basic financial products like certificates of 

deposit and savings accounts to individuals and small businesses. Commercial banks are the 

most important saving mobilization and financial resourceallocation institutions. 

Consequently, these roles make the man important phenomenon ineconomic growth and 

development. In performing this role, it must be realized that banks have the potential, scope 

and prospects for mobilizing financial resources and allocating them to productive 

investments. Therefore, nomatter the sources of the generation of income or the economic 

policies of the country, commercial banks would be interested in giving out loans and 

advances to their numerous customers bearing in mind, the three principles guiding their 

operations are profitability, liquidity and solvency (Olokoyo, 2015). 
 

Credit is a financial market activity where financial institutions are empowered by law with 

credit functions to extend credit facilities to deficit economic units. The monetary authorities 

https://www.investopedia.com/terms/f/financialinstitution.asp�
https://www.investopedia.com/terms/s/safe-deposit-box.asp�
https://www.investopedia.com/terms/s/safe-deposit-box.asp�
https://www.investopedia.com/terms/s/safe-deposit-box.asp�
https://www.investopedia.com/terms/b/bank.asp�
https://www.investopedia.com/terms/f/financialinstitution.asp�
https://www.investopedia.com/terms/c/checkingaccount.asp�
https://www.investopedia.com/terms/c/checkingaccount.asp�
https://www.investopedia.com/terms/c/checkingaccount.asp�
https://www.investopedia.com/terms/c/certificateofdeposit.asp�
https://www.investopedia.com/terms/c/certificateofdeposit.asp�
https://www.investopedia.com/terms/c/certificateofdeposit.asp�
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use credit policies to achieve macroeconomic growth. For instance, credit policies are used to 

achieve growth in some sectors of the economy. Credit represents the bulk of the institution's 

assets, while interest on the credit represents the major source of income to the financial 

institutions. Credit is the aggregate amount of funds provided by financial institutions 

empowered with credit function to individuals, business organizations and government 

(Timsina, 2014) 
 
 

Interest rate is one of the important terms in the lending decision process of commercial 

banks. Private Commercial banks are independent business entities that set their own lending 

rates. The lending interest rate is the percentage of the loan amount that the lender charges to 

lend money. When banks lend money to customers, interest is charged on it for a number of 

reasons, including value preservation, compensation for risk, and profits among others 

(Sheriff &Amoako, 2014). 
 
 

Among the functions of a modern bank, lending is one of the most important activities. 

Bank loan is typically the largest as stand the predominant source of income for banks. It 

isevident that a substantial proportion of the total revenue of all commercial banks comes 

from interest on loans and advances. Loans and advances comprise very large portion of 

banks total assets and they also form one of the most essential operations of a bank. Banks 

accept customer deposits and they use the funds to grant loans to borrowers or invest in 

other assets that will yield are turn higher than the amount that bank pays to the depositors 

(Mac Carthy, 2018). 
 

Commercial banks’ lending interest rate can be affected by internal or bank specific and 

external or non-specific factors. The internal factors are individual bank characteristics which 

affect the bank's lending interest rate; such as bank size, volume of deposit, cash reserve 

requirement ratio, profitability ratio, liquidity ratio these factors are basically influenced by 

the internal decisions of management and board. The external factors are sector wide or 

country wide factors such as gross domestic product, exchange rate and inflation which are 

beyond the control of the company and affect the profitability of bank (Ongore&kusa, 2013) 

The lending rate indicates the cost of borrowing funds from banks for business; this makes it 

critical for the expansion of economic activity in a country. While it is evident that the 

lending rate is crucial for the progress and development of all types of commercial activities, 

the most important thing is to distinguish the determinants of the lending rate in an 

established and integrated banking sector regulated by a central bank (Aliet al., 2016).  

According to directive No.NBE/INT/11/2010, Lending interest rates percent per annual to be 
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freely determined by each bank. And the commercial banks were allowed too freely quote 

their own bank lending rate based on a standardized formula, which takes the funding cost 

into account. The standardized formula is matched to ensure that the bank lending rate will 

move in synchronization with market conditions. A further benefit of the bank lending rate is 

that it would be reflective of both movements in cost of funds and lending rates. Banking 

industry in Ethiopia is still growing and it should ensure that effective strategies are put in 

place to lending interest rate. Moreover, the interest rates charged on loan by commercial 

banks have been a sensitive and recurring policy issue in Ethiopia and one which requires an 

objective examination of the factors that influence commercial banks’ lending interest rates. 

Therefore,  the  main  purpose  of  this  study  is  to  analyze  the  financial  data  of  private 

commercial banks of Ethiopia, depending on the audited annual financial statements of banks 

and national bank of Ethiopia for financial year from 2015 to 2022 in order to examine the 

factors that  determine bank’s lending interest rate and investigate their significant effect on 

dependent variable (lending interest rate) by classifying the variables in to internal bank 

specific factors such as effects bank size, profitability ,operational cost, deposit rate and non-

interest income and external or nonspecific factors  such as exchange rate and inflation rate 

on selected private commercial banks of Ethiopia.  

1.2. Statements of the problem 
 

The banking industry is one component of the financial system in developing countries 

capable of facilitating capital accumulation and economic processes. This is possible through 

efficient financial intermediation (Diamond and Rajan, 2001). The banks mobilize funds 

from the surplus spending units in order to bring financial costs down. This transformational 

process of banks activity is at best influenced by a host of factors, namely, macroeconomic, 

bank level (Peek and Rosen green, 1995) and industry level characteristics (Boot,2011) 

Lending interest rate is the cost of borrowing for the peoples who take loan from the banks 

and deposit rate is the reward for the depositors for lending money. Banks do not charge loan 

rates that are too low because the revenue from the interest income will not be enough to 

cover the cost of deposits, general expenses and the loss of revenue from non-performing 

loan. On the other hand, they cannot charge too high loan rates because they will not be able 

to keep the banking relationship with the borrowers with high lending interest rate. Thus, 

determination of the appropriate bank lending interest rates usually becomes a main issue in 

banking industry. Furthermore, the factors that determine the level of banks’ lending rates are 

important concerns for bank industry, the economy, and to policy makers (Bhattarai, 2015). 
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Low lendinginterestrates encourage and stimulate borrowingfor businesses, 

households,economicinvestments, employment,nationalincome, and leadingtoincreased 

productivity. Lowerlendingratesinaneconomy 

helpbusinessestogrow.Thisisbecausefirmscaneasily accessfunds toexpandtheir 

businessatacheaper rate.Individualscanalsoaccessfundsfor mortgagesandother 

personaldevelopment (BaumolandBlinder,2018). 

Bankshavetobethoughtfulinofferingmoreloansbecauseasthey offermore loansto 

customersthey exposethemselvesto liquidityanddefaultriskswhichnegativelyaffect 

banks’profitsandsurvival. Therefore,itisveryimportantforbankstoclearly 

knowthedeterminingfactorsofgoodlendingsoastoreduceriskswhileincreasingtheirreturn 

(Rasiah,2010). 

Cihak (2004) investigated the factors influencing lending interest rates in Croatia from 1999 

to 2003. The result of the study indicated that liquidity ratio have a negative effect on lending 

interest rates is inconsistent with Ali et al.,(2016) the study examines potential inner factors 

of the lending interest rate in the commercial banking sector in Pakistan. The findings of this 

study revealed that liquidity ratio have a significant and positively relationship with lending 

interest rate. While, we see in Ethiopia there are some empirical study conducted on this issue 

to the knowledge of the researcher. Generally the studies conducted in developed, emerging, 

developing and Sub-Saharan African countries found bank industry, macroeconomic and 

bank specific factors that affect lending interest rate of commercial banks, but it depict 

variation in results since, and countries differ each other by their economic, financial 

regulatory and operating environments. 

Commercialbanks’lendingperformanceisaffectedby externalandinternalfactors.External 

factorsaremacroeconomicvariablelike inflation, exchange rate, GDP andotherswhichare 

outofthe controlofthe bank.Ontheotherhandbankspecific factorswhichareinternalto 

thebankincludebanksize,volumeof deposit, liquidity ratio, profitability ratio and operating 

cost. However,thelending ratesinEthiopiaare relatively 

highasevidencedfromthemarginsheldby banks,thuslimitingaccesstocapitalandinhibiting 

economic growth.Economistsandacademicsargue thathighinterestratesare a barrierto 

economicdevelopment.Highlending ratesscareborrowersbecauseborrowing atahighratewas 

difficultfor themtosettle their obligation.In Ethiopia as far as the researcher’s knowledge the 

most studies conducted with regard to determinants of commercial bank lending behavior. 
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Mitku (2014) examined the main determinants of commercial banks’ lending in Ethiopia by 

using panel data of eight commercial banks in the period from 2005 to 2011. He tested the 

relationship between commercial banks’ lending and its some determinants (bank size, credit 

risk, gross domestic product, and investment portfolio, volume of deposit, interest rate, and 

liquidity ratio and cash reserve required). The result suggests that, there is positive and 

statistically significant relationship between commercial bank lending and its size, liquidity 

ratio, credit risk, and gross domestic product and there is a positive but insignificant 

relationship between commercial bank lending and deposit, investment portfolio, cash reserve 

required and interest rate for the study period. 

Amano Getahun(2014) in  his working paper empirically investigated the  determinants of 

lendingbehaviorofcommercialbanksinEthiopia.Theresult 

ofthestudyrevealedthatvolumeofdeposit,banksize,Cashreserverequirement,andinflation 

ratehaspositiveandsignificantimpactonloanandadvancewhereasliquidityratioandinterest rate 

hasnegativeand significantimpactonloansand advances.EventhoughGDPpositively 

affectedloansandadvances,itsimpactisinsignificant. 

Berhanu (2016) investigate the determinants of lending decision of private commercial banks 

in Ethiopia and the impact of those factors on the financial performance of the banks. The 

results of panel data regression analysis showed that Liquidity ratio, Capital adequacy ratio, 

Inflation rate and gross domestic product has positive and statistically significant effect on 

banks’ lending. Nonperforming loans, Cash reserve requirement, and lending interest rate had 

negative and statistically significant effect on banks’ lending. Volume of deposit had positive 

but insignificant effect nonbanks’ lending. 

Therefore, further empirical evidence could provide additional insight about the determinants 

of lending interest rate by using much recent dataset and it needs further investigation in 

Ethiopian context. To the knowledge of the researcher there is some empirical studies done 

regarding determinants of lending interest rate on private commercial bank in Ethiopia and 

mostly related study focused on bank performance, profitability and bank lending behavior 

rather than determinants lending interest rate. Therefore this paper is designed to fill the time 

and knowledge gap by investigating bank specific, industry and Macroeconomic factors that 

could possibly affects the variability of lending interest rate in Ethiopian private commercial 

banks. 
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1.3. Research Questions 
 

Based on the problem stated in this study, the researcher develops the following research 

questions. 

1. What are the internal/Bank specific/ factors that affect bank lending interest rates in 

private commercial banks of Ethiopia? 

2. What are the macroeconomic/external/ factors that affect banklending interest rates in 

private commercial bank of Ethiopia? 

1.4. Objectives of the Study 
In the framework of the problems highlighted above, the study has the following 

general and specific objectives. 

1.4.1. General objective 

The general objective of the study is to investigate the determinants of lending interest 

rates of private commercial banks in Ethiopia. 

1.4.2. Specific objective 

 To investigate the internal factors that influences banks’ lending interest rate in 

selected private Ethiopian commercial banks.   

 To examines the external factors that affects banks’ lending interest rate in selected 

Ethiopian Private commercial banks. 

1.5. Hypothesis 
 

The research hypothesis is a predictive statement that relates an independent variable to a 

dependent variable (Kothari, 2004). In line with the broad purpose statement, the following 

hypotheses are formulated for investigation. Hypotheses of the study stand on the theories 

related to Lending interest rate have been developed over the years by different researchers‟ 

and past empirical studies related to commercial banks ‟ lending interest rate. The results from 

the literature review were used in the direction of establishing expectations for the connection 

of the various determinants. As we say above hypothesis was developed from prior empirical 

studies and theoretical framework or comes from prior pieces of literature and studies on the 

topic. The hypotheses of this study stand on the prior empirical studies and theories related to 

determinants of private banks‟ lending interest rate that have been developed over the years. 
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Prior studies and theories proposed the following research hypothesis. 
 
 

HINT: - this hypothesis has developed based on the theories and empirical review literature 

write in chapter two, but this shows only directions. However, all independent variables have a 

hypothesis in chapter two supported by theories and empirical pieces of evidence. 
 
  

H1:Depositratehaspositive andsignificanteffect onbanks’lendinginterestrate  

H2:  Banksizehasnegativeandsignificant effect onbanks’lendinginterestrate.  

H3: Profitabilityratiohasnegativeandsignificanteffectonbanks’lendinginterest rate. 

H4:Operating cost haspositive andsignificant effecton banks’ lendinginterestrate 

H5:  Non-interest incomehasnegativeandsignificanteffectonbanks’lendinginterest rate. 

H6:Annual exchange rate the country has positive and significant effect on lending rate. 

H7:  Inflation of the country has positive and significant impact lending interest rate. 

H8:  Liquidity ratio has positive and significant impact on banks’ lendinginterestrate 

1.6. Significance of the Study 
 

The study may provide a significance to different stakeholders as it aims in identifying factors 

that determine banks’ lending rate. First and foremost, the study helps management of banks 

to make them aware and to give due attention about the variables that affect lending interest 

rate. The result of the study will give a benefit to future researchers who will make use of the 

findings to conduct further research work in the area of lending interest rate of private 

commercial banks in the country. The findings of the study will expose the relevant factors 

affecting the lending interest rate of the private commercial banks. By implication, this will 

aid the relevant regulatory authorities and policy makers in formulating appropriate policies 

that will enhance effective administration and management of loans, credits and other forms of 

lending by commercial banks in the economy. Furthermore, the findings of the study will be 

of immense benefit to commercial banks in terms of using them as inputs in formulating 

guidelines with which to effectively manage their lending activities in the economy. 

1.7. Scope of the Study 
 

The research mainly concentrated on determinants of private commercial banks’ lending 

interest rate in Ethiopian and made the analysis using secondary source of data. The study 

had taken in to account the performance of banks for the last 8 years that is from 2014/2015 

to 2022. This period has chosen due to the availability of much recent as well as updated data 
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and yet considered reasonably long enough to provide adequate analysis and investigation in 

this study. Due to the number of private commercial banks in the country are more than 29, 

this study assumed to consider a sample of private commercial banks. As a result, the 

research included Ethiopian private commercial banks that started their operation before 

2005, which are 9 private commercial banks who operate in Ethiopia. Those banks are Awash 

bank, Dashen bank, Bank of Abyssinia, Wegagen bank, Hibret bank, Nib International Bank, 

Cooperative Bank of Oromia, Lion International Bank and Oromia International Bank those 

are fully operated from the year 2015 to 2022 G.C. The balance sheet and profit and loss 

statements of eight Ethiopian private commercial banks data were collected from NBE. In 

addition, the study used bank sector data and country wide macroeconomic data that were 

driven from National Bank of Ethiopia and MoFEC. The study used lending interest rate as 

dependent variables and deposit rate, bank size, liquidity ratio, profitability ratio, operating 

cost to total asset ratio, Net interest income, Exchange rate and inflation rate were taken as 

explanatory variables. These variables could explain the topic properly by referring previous 

empirical works. 

1.8. Structure of the study 
 

This study will mainly focus 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-economic factors that can affect the lending interest rate of privately owned 

commercial banks in Ethiopia. This study is organized into five chapters. Introduction of the 

study with respect to Problem statement and objective of the study are presented in chapter 

one. Chapter two presents literature review of the study. In this chapter both the theoretical 

and empirical reviews pertaining to the determinants of lending interest rate are discussed. 

Research approach and methodology are presented under chapter three. Chapter four 

describes in detail the descriptive statistics, CLRM assumption and regression analysis found 

in the study. Finally, chapter five presents the conclusions and recommendations. 
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CHAPTER TWO 

2. LITERATURE REVIEW 
 

2.1. Banking industry in Ethiopia 
 

In Ethiopia, modern banking started in 1905 with the establishment of Abyssinia bank based 

on, a private company controlled by the Bank of Egypt. In 1931 bank of Abyssinia was 

legally replaced by bank of Ethiopia shortly after emperor Haile Selassie came to power. 

With the Italian occupation (1936-1941), the operation of the bank of Ethiopia came to close, 

but a number of Italian financial institutions were working in the country and Operated in 

Ethiopia during 1942-1943.  

In 1943, the State Bank of Ethiopia was established; it has the power of both commercial 

bank and national bank. In 1963, these functions were formally separated and the National 

Bank of Ethiopia (Central bank) and the Commercial Bank of Ethiopia were formed. In the 

period to 1974, several other financial institutions emerged including the state owned. The 

Agricultural and Industrial Development Bank (established largely to finance state owned 

enterprises); The Savings and Mortgage Corporation of Ethiopia; The Imperial Savings and 

Home Ownership Public Association (which provided savings and loan services).  

Following the downfall of the Derg regime in 1991, the EPRDF declared a liberal economic 

system. In line with this, Monetary and Banking proclamation of 1994 established the 

National Bank of Ethiopia (NBE) as a judicial entity, separated from the government and 

outlined its main function. Monetary and Banking proclamation No.83/1994 and the 

Licensing and Supervision of Banking Business No.84/1994 laid down the legal basis for 

investment in the banking sector.  

Ethiopia opened the gates of banking to private natives only in 1994, and the number of 

banks operating in the country in the fiscal year In 2015/16 the number of banks declined to 

18 from 19 due to the merger of Construction & Business Bank with Commercial Bank of 

Ethiopia. Of the 18 banks 16 were private and 2 public. Those banks are, first private bank 

was Awash International Bank ,established in 1994 and it also a way to the establishment of 

related private banks such as Dashen Bank( 1995),Abyssinia Bank (1996),Wgegan Bank 

(1997), hibret Bank (1998), Nib International Bank (1999), Cooperative Bank of Oromia  

(2004), Lion International  Bank (2006), Oromia International bank(2008),Zemen 

Bank(2009), Buna International Bank (2009), Birhan International Bank (2010), Abay Bank 
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S.C.(2010), Addis international Bank SC.(2011), Debub Global Bank S.C. (2012), Enat Bank 

S.C. (2013) , was  established (NBE,2018). 

Currently Ethiopia’s banking industry is fast growing as evidenced by the number of banks 

started up in the last two decades, since liberalization in the country. There are more than 31 

commercial both public owned and private banks which are operating in the country. 

2.2. Commercial banks 
 

Banksaremajorfinancialinstitutionsplay animportantrolebytransferring fundfromsurplus 

unittodeficitunitintheeconomy.Bankmeansaccompany licensedbythenationalbankto carry 

outabanking businessorbankownedbythegovernment.Bankingbusinesssuchas: receivingfund  

form  the publicvia a means that the nationalbank  has declared  to be certifiedmannerof 

receivingfund,usingthefundreceivedthewholeorinpart fortheaccount andat  theriskofthe 

personundertakingthe bankingbusinessforloanorinthemanner acceptableby 

thenationalbank,buyingandsellingofgoldandsilverbullionandforeign 

exchange,transferfundtootherlocalandforeignpersononbehalfofthebankthemselvesor 

theircustomers,discountingand negotiationof promissorynote,draft,billof exchangeand other 

evidenceofdebt,anyactivitiesrecognizedascustomerbanking businessThe definitionpoints out 

thosecommercialbanksaredoinga businessof finance. It 

doesbycollectingdepositsononesideandmakestheloanusingthecollectedfinanceinanother side 

(NBE,2022).  

2.1. Commercial banks’ Lending 
 

 Bankloanistheamountofmoney(fund)availabletoacompanyorindividual fromthebanking 

system.Itisthecombinedoftheamountoffundsfinancialinstitutions 

arewillingtoprovidetoanindividualorbusiness.Acompany orindividual’sbank 

creditdependsonboththeborrower'scapacity torepay andtheoverallamountofcredit available in 

the bankingsystem. Provisionofloanby onepartytoanotheristermedaslending. Lending 

supposes the fact that the second party  doesn’treimburse the first party 

immediatelyratherarrangeseithertorepayorreturnthoseresourcesatalaterdate, making 

itadebt.Lending initsmostgeneralsensecanbedescribedasthetemporary givingofmoney 

orpropertytoanotherpersonwiththeexpectationthatitwillberepaid.Inabusinessandfinancialconte

xt,lendingincludesmanydifferent types ofcommercial loans and advances(Murray, 2014). 

Financialinstitutions offering commercialbanklending primarily servicetheneedsof 

corporationsandlargebusinesses.Alsoknownas  businessbanking, commercialbanksare  
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notonlybanksbutintermediatebusinessbetweenbanks andother financial 

institutionsunlikeretailban kingwhich providesservices directlytoconsumers.These high-

endinstitutionsfundcorporations,soleproprietorships andpartnershipsonmany levels 

fromlargebusinessestooverseascompaniesinavariety ofnationsandincludemany different 

servicesfrommortgagelendingtosupplying internationalcapitaltolowandmiddle-income 

countries (GemmillandThomas, 2004). 

Commercial loans,oftencalledbusiness orindustrialloans,canbeusedforland,topurchase 

buildings,orpurchasecapitalandequipmenttouseformanufacturing, distribution, wholesale, 

transportation,communicationandmuchmore.Althoughstillaformofdebt,theseloansare 

notavailableforitemssuchasinvestmentsorpersonalexpenses.Companies 

oftenchoosearevolvinglineofcredittopurchasematerialsor merchandise 

andrepaythedebtasmerchandise sells.Creditisextendedasitispaidoff,muchlikeacredit 

card,andcanbeusedforreplacingequipment orrestructuringbuildings.Farmerscanalsotake 

advantage ofcommercialbanklending toexpandtheiragriculturalfarmsandpurchase much- 

neededequipment (FolawewoandTennant, 2008). 

Banks functionasfinancial intermediaries,collecting funds 

fromsaversintheformofdepositandthensupplying to borrowers as loans. 

Inallocatingfunds,theprimary objectiveofbankmanagementistoearn 

incomewhileservingthecreditneedsofitscommunity .Lending representstheheartofthe industry. 

Therefore,themainobjectiveof commercialbanks’ 

lendingistomaximizeprofit,althoughothersocialandeconomic functions tend to deflect banks 

from profit maximization  as their primary objective (Behretal.,2013). 

2.2. Commercial bank lending interest Rate 
 

Lendinginterestratemeansthecostofborrowingforthepeopleswhotake loanfromthe banks. 

Lowlendingratesencourageandstimulateeconomicinvestments, leadingtoincreased 

productivity,employment andnationalincome. Businessesinvestmentsinbuilding,machinery, 

equipment’s,newfactories andotherassetsarestimulatedwhenlending ratedecreased.Thisis 

becauselending ratesthatmustbepaidonborrowingisakey elementofthecostofmakingan 

investment.Therefore,investorsor businessexecutives, Government willfindinvestment 

prospectsmoreattractiveaslendingratesdecreased.Interestrateis 

apercentagechargedforuseofborrowedmoney.Itistheopportunitycostofmoney (Baumoland 

Blinder,2000). 
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Lendinginterestratesareprimarilydeterminedbyfactorsaffectingloansupplyanddemand. 

Loaninterestratedependsontotaldepositsandother sourcesofbankfunds,thecostoftheir 

acquisitionandriskstowhichbanksareexposedintheirlendingactivities.They alsodependon 

regulationcost,banksoperating costsandthefeepaidto ownersforthecapitalinvestedi.e.the 

profitmargin.Eachoftheabovespecifiedelementsdependsontheeffectofvariousfactors. 

Loandemanddependsonthevery interestrate.However,italsodependsontheexpectation 

regardingeconomic activitiesandprice trends,whicharealsoasubjectofvariousimpacts. 

Therefore,theexaminationoftheactivelendinginterestratesmuststartfromthefactthatthey 

areaffectedby numerousfactors.Itisnoteasy togroupthemasawhole,evenintheory,inlight 

ofnumerous various interdependencies oftheir effects (BrankoKrnic, 2014). 

Rateshavethecapabilitytoplaytheintermediary rolebetween potentiallendersandborrowers. 

Ahighinterestrateondepositsactsasan incentive 

forsaverstopartwiththeirmoneyandkeepitwithdeposittakinginstitutions instead 

ofputtingthemoney inotherdifferentinvestmentopportunities.Ahighrateofintereston 

lendingforborrowerstranslatetohighborrowing costswhichdiscouragespotentialborrowers 

duetothefactthatitleadstohighproduction costswhichhaveanegativeeffectonreturns (Kinyua, 

2000). 

Thismeansthatabalancehastobemaintained forpurposesofeconomic 

developmentintermsofinvestment.Therateofdeposithastobehighinordertoentice deposits 

whichformpartoftheresourcesforlending whilethelending ratehastobefavorably 

lowsoastoattractborrowingforinvestment.Asthelevelsofinterestratesincrease,thelevel 

ofloanaccessibility bythistargetgroupdecreases,andviceversa.Financialinstitutionsare 

workinghardtomaketheirpresencefeltintheruralareasaswasevidencedbythehighrateof 

ownershipofbankaccountsbyrespondentsinthearea.Bankers have experienced numerous  

frustrations in their attempt to recover loans whose performance  is in arrears through the 

judicial proceedings. This leads totheincurrenceadditionalexpenses bythebankinlengthy 

litigationprocedures.Thesecostsformpartof interestratestobecharged (Mathea,2014). 

Therealinterestrateisaninterestrateharmonizedwitheitherrealizedorexpectedinflation 

rateistherelativeprice of consumingnow ratherthanlater.As such,itisakeyvariableinvital 

theoretical models employed infinanceaswellasinmicroeconomics-suchastheconsumption 

basedassetpricingmodel(Lucas,1978). 

According toKeynes(1936),interestraterepresents thecostofborrowing 

capitalforagivenperiodoftime.Duetothefactthatborrowing isa significantsourceof 
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financeformanyfirms,prevailinginterestratesare of muchconcerntothe 

firmsduetotheindexingofinterestrateonborrowing arrangementsofthefirmsultimately 

affectinggrowth. 

2.3. Determinants of Commercial Banks’ Lending interest rate 
 

Theoretically factors affecting commercial banks’ lending or loan and advances are divided 

in to two broad categories namely internal and external determinants. Internal factors are 

lending determinants of banking industry, which are; Bank size, volume of deposit, credit 

risk, liquidity ratio and lending interest rate. External factors are macroeconomic and 

regulator variables this are GDP, inflation and cash reserve requirement. 

Banks  are  globally  known  as  major  actors  in   lubricating  the economy through  their 

intermediationrole.  Commercialbanksefficientlychannelfundsfrom those 

whohavesurplusfund to thoseinneedofit. Thistransformationprocessisaffectedby 

numerousfactorswhicharebank-specificandmacroeconomic. Thebankspecificfactorsare 

relativelyunderthecontrolofthemanagementofthebankwhereasthemacroeconomicfactors 

areoutofthecontrol ofthemanagement (Ujuju&Etale,2016).  

According to Mensah and Abor (2014) lending rate of banks is determined by a numbers 

factors includes, bank specific factors (such as bank specific risk, bank size and efficiency), 

bank industry characteristics (market structure), regulatory factors (capital adequacy ratio and 

reserve requirement) and macroeconomic factors (inflation volatility of interest rates and 

exchange rate). Larger banks as compared to smaller banks are able to offer lower lending 

rates because their scale of operation earns them economies of scale, and thus they are more 

likely to offer lower lending rates. 

This study has examinedtheeffect ofthefollowing 

determinantsofprivatecommercialbanks’lending interest rate 

2.5.1. Internal bank specific factors 

                        Bank size  

Banksizeis consideredasan importantdeterminantofcommercialbanks’lendingperformance. 

Providethatlargeand complexbankstendto lend few loanstosmallscale firms (BergerandUdell, 

2006).  

Stein(2000)explainsthatsmallbankshavecomparative 
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advantagesinproducingsoftinformationwhereaslargebanksalsohavecomparativeadvantages 

inlendingbasedonhardinformation. 

Ontheotherhand,whenlargeandcomplexbanksare able,throughtechnicalexpertise,to 

processsoftinformationaboutsmallscalefirms,thenthere wouldbe 

positiverelationshipbetweenbanksizeandlendingperformance.Duetothefactthat 

largebankshaveeconomiesofscaleadvantagetoprovideloansandadvanceefficiently;their 

capabilitytoprovidelargeamountofloansandadvancewhenneedbytheborrowers;having 

bettercapabilityof providingdifferenttypesof loansandadvancesmenuto theircustomers;and 

theirbettercapabilitytobe moreaccessibletotheirborrowers,therewillbe positiverelationship 

betweenbanksizeandloansandadvancedisbursementofcommercialbanks. Banksizewasalso 

establishedtobe agreatdeterminantof lendingrateofcommercialbanksaslargerbankslacked 

theability toofferlowerlendingratesastheinterestspreadmaintained waslowercomparedto 

thatofthesmallerbanks (Uchidaetal.,2007)and(Obamuyi,2013). 

Thebank’stotalassetisanotherbankspecificvariable 

thataffectsthelendingrateofbanks.Itisavariablethatisusedtomeasuretheeconomic 

scaleorgeneralcapacitytoundertakeitsintermediary function.Inmostofthestudieson 

banking,thebank'stotalassetsareusedasaproxy.The bank sizeismeasuredby the natural 

logarithm of total assetsas note by Demirguc-Kuntet al. (2004) 

Someauthorssuggestapositiverelationshipbetweenthesizeofabankandlending rates.They 

argue,the larger theaverage size of the operations,the larger the risks concentrated insingle 

customersandthehigherthelendingrates(Liebeg&Schwaiger,2006andMaudos&Guevara, 

2004). 

Deposit interest rate 

Bankacceptscustomerdepositsandusethatfundtograntloanstoborrowersor investinother 

assetsthatwillyieldareturnhigherthantheamountbankpaysthedepositor.Customers’depositisthe 

primarysourceof bankloan.And thereby,depositsdirectlyhavea 

positiveimpactonlendingperformance (McCarthyetal, 2010). 

Mostbusinessorganizations,especiallyindevelopingcountriesare highlydependenton 
bankloansasa sourceof capitalandtheability ofbanksingivingloansdependmuchontheir ability 
toattractdeposits.Thisisbecauseanincreasingtrendindeposit 
mobilizationimpliesmoreliquidityforthebanksandmorefundswillbe availableforlending, 
thereby increasing the ability  of the banks to make more profit (HaronandAzmi,2006). 

Profitability ratio 
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Profitability ratioismeasuredasnetincomedividedbytotalassets.BankProfitability indicator 

profitable bankshavethecapacitytoimplementmoderncreditriskmanagement system, 

technologyandhiringtrainedmanpower or experts aswellashavingcreditinformationaccessso 

thatitcontributesforlowlendingrate found thatnegative association betweenlending 

ratesandprofitability(returnonassets).Theyassertedthatincreases 

inbankcoststendtobepassedontoborrowers intheform ofhigher lendingrates,andthat 

factorsthathelpimprovebankincomealsotendtobenefitborrowersbyloweringtheinterest 

ratesthey pay.Anegativerelationship isexpectedbetweenlending interestrateandprofitability 

ratio.Itishypothesizedthatreturnon averageassetsinfluencesbanks’lendingrates andalso 

bankswithhigh return onaverage assetsofferlowerinterestratesonloans (Atakelt,2015). 

Theyassertedthatincreasesin 

bankcoststendtobepassedontoborrowersintheformofhigherlendingrates,andthat 

factorsthathelpimprovebankincomealsotendtobenefitborrowersbylowering theinterest 

rates.Anegativerelationship isexpectedbetweenlending 

interestrateandprofitabilityMbao,et.al(2014). 

Liquidity ratio 

Liquidityistheabilitytomeetitsfinancialobligationswhenthey becomedue.Banklending 

financesinvestmentswhichare relatively illiquidassets,butitfundsitsloanswith mostlyshort term 

liabilities. Thus one  of themain challenges ofcommercial banks is ensuring  its own liquidity 

underallreasonableconditions and claimedthatcommercial banksmustpay 

moreattentiontoliquiditythanmanyothertypesoffinancialinstitutionssuchas 

lifeinsurancecompanies.Thisresultsfromthehighturnoveroftheirdebtliabilities.Thisisdue 

tothefactthatliquidityis oneof themajordeterminantsoflendingperformanceofcommercial 

banks.Sinceloanisilliquidassetbutfinancedby usingliquidasset,whenthebanklending 

increased,itreduceliquidassetofthebank.Ontheotherside,whenthebankneedstoincrease 

itsliquiditylevel,it willreduceitsloans.Therefore,liquidityhasnegativeeffecton loansand 

advancesofprivatecommercialbanks.Banksare 

normallyfacedwiththisriskwhentheyareunabletoconvertasecurityoranilliquidassetto 

cashwithoutasubstantiallossofincomeorcapital.Liquidity isconsideredtobethelifeand bloodof 

commercialbanks.Examplesofliquidityrisksbanksusuallyfaced arefundingand time risk 

(GoldfeldandChandler, 1980). 

Accordingto Emeri,(2016),bankscan measuretheirliquidityriskusinganyofthe 

followingratios;aloans/totalasset,purchase funds/totalassets,loans/core deposits.Inthisstudy 
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liquiditymeasurementusedisliquidasset/totalassets.Banks’areusuallyfacedwithliquidity 

riskandareunwilling togiveoutloanswhentheyareunabletoconvertanilliquidassettocash 

withoutasubstantiallossofcapital andexhibitedanegative relationship 

betweenliquidityandlendinganditwassignificant. Thus,anegativerelationship is 

expectedbetweenliquidityandbanklendingratedecisionorbehavior. 

Operating cost 

Theory indicatesthatvariationinoperatingexpenseisreflectedinvariationinbanklending interest 

rate,as banks pass their operatingcoststoborrowers. 

Thecostsofintermediation(screening,monitoring,branchingcosts,etc.)haveapositiveeffect onthe 

interestrate onloans. Severalstudiesshow thatthere isa positive relationshipbetween operating 

expensesandlending interestrateofcommercialbanks.Thisisbecausebanksbearing 

higheraverageoperating expensesmayresorttochargehighermarginstooffsethigheroperating 

costs(Maudos& Guevara, 2004 and Carbo&Rodriguez, 2007). 

According toDemirguc-KuntandHuizinga(1998)bankspasstheiroverheadandoperatingcost 

totheir customers inthe formof highinterestrate.Ithasbeenobservedthatthe highcostof 

operationisoneofthemajor contributing factorsthatleadtohighcostof funds of commercial 

banks.Banksthatarelessefficientintheiroperationexhibithigheroperating costsare 

characterizedbyhigherinterestrate.Andforbankstostayinbusinessthey mustpassthiscostto the 

borrowers in the formof higherlendingrate. 

Lerner(1981)arguedthatbanksfaceoperatingexpenseswhileacting asfinancialintermediaries. 

Asthetotalcostofoperationincreases,thebanks‟netincomeisexpectedtodecrease.Asa result,itis 

commonforbankstocharge higherinterest.Evenintheabsenceofmarketpowerand risk, apositive 

margin is necessaryto cover theoperatingcosts. 

Ontheotherhand,higheroperationalefficiencymayinducebankstopassthelowercoststo their 

customers inthe formof lower loanrates and found apositive relationship 

betweenoverheadcostandlending interestrateof banks (Ahmet&Hakan,2010). 

Thestudymade byMbao, Kapembwa, Mooka,Rasmussen and Sichalwe(2014)in 

Zambiafounded that high lendingrates areprimarilyareflection of high costsof doingbusiness. 

Theresearcherarguethatoperatingcostsandlendinginterestratearepositively relatedbecause 

banksthatincurhighcostswillworkwithhigherlending ratestoenablethemcoverthehigh costs. 

Thus,operatingexpensetototalassetsratios isthedeterminantfactorinlendingrates. They 

foundthatoperatingcostshaspositive 
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effectonlendinginterestrates.Operatinginefficiencyhadpositiveinfluenceonlendingrates.It 

impliesthatincreasingthelevelofinefficiency tendstoincreasecost.Inlinewiththeoryand 

pastempirical evidence, anincrease inoperatingcostsisexpected tohavepositiveinfluenceon 

lendinginterestrate. 

Non-Interest Income 

Non-interestincomereflecting productdiversificationreferstoalltheincomeofacommercial 

bankother thantheinterestincome. It alsobrokendownintofour 

primarycomponentsf i d u c i a r y income,servicecharges,tradingrevenue,andfeesandother 

income.Fiduciaryincomeisrevenuerelatedtothebank fiduciaryoperations such as 

administeringinvestmentsforothers.Servicechargesincluderevenuedirectly relatedtodeposit 

accountslikeATMorcheckusagefees.Tradingrevenueisprimarilyincomefromthenetgain 

orlossrecognizedfromtrading cashinstruments,off-balancecontracts,andmarket-to-market 

Changesinthecarryingvalueofassetsandliabilities.Feesandotherincomeincludeallother fees 

such as loan commitment fees, safedeposit boxes, commissions, and land rental fees 

Stiroh(2002). 

The product diversification measured  by  the non-interest income variable has a significant 

negative coefficientonloanpricing ofIndianbankssuggesting possiblecross-

subsidizationoftraditional lendingactivities.Thus,banksdecreasetheirlendingratewhenthey 

aremorereliantonfee generating products Ansari(2015). Based on this there is a negative 

relationship between lending interest rate and non-interest income. 

2.5.2. External macroeconomic factors 

TheExternaldeterminants ofprivatecommercialbanklendingratearethosefactorswhichare 

externaltothecommercialbanksand henceoutsidethe controlofmanagement. 

Asindicatedby 

Athanasoglouetal.(2005)theexternaldeterminantsarevariablesthatarenotrelatedtobank 

managementbutreflecttheeconomicandlegalenvironment thataffectstheoperationand 

performance offinancialinstitutions. 

The following sectionsdiscussedaboutexternaldeterminantsof commercialbanklending interest 

ratesuchas exchange rate and inflation. 

Exchange rate 
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The exchange rate isthe number of unitsof a given currencythatcanbe 

purchasedforoneunitofanothercountry’scurrency.Theexchangeratetellstherelative value ofany 

two values. Countries 

havedifferentpoliciesconcerningtheircurrencyexchangerate.inthefloating 

exchangeratesystem,thecurrency’sforeignexchangerateis allowedtofluctuatefreely 

bysupplyanddemandforthecurrency .Infixedexchangerate 

systemthegovernmentintervenetooffsetchangesinexchangeratecaused by changeinthe 

currency’ssupply anddemand.Managedfloatingexchangeratesystemwhichfalls 

somewherebetweenthefixedandfloatingsystem.Inthemanagedfloating exchangerate 

systemthecurrency’sexchangerateareallowedtofluctuateinresponsetochangeinsupply&demand

,butthegovernmentmay intervenetostabilizedtheexchangerateintheshortrun, avoidingshort 

term wildfluctuation in  exchange rate. When a  countrylosses value  relative to other 

currencies we  saythat the currencyhas “depreciated”whenitisdetermined by 

demandandsupply and“devalued”whenthe governmentintervenethe 

reverseiscalled“appreciated” and“revalued”(Fabozzi,2009). 

According to(Illo,2012)foundthatforeignexchangeratehasnegativeandsignificanteffect on 

profitabilitypossible reason forthis could bethat in manyKenyancommercial banks there 

wasadeficitofforeigncurrency anddonotearnservicechargesfromforeigntransaction likeletterof 

credit (LC)and Cash  againstdocument (CAD). Thisimplies thatasthevalueofdomesticcurrency 

againstforeigncurrencydecrease,ithasa 

positiveimpactonexportofthecountry.Thishelptoboastuptheexportofthecountry and import 

become expensive. 

Inflationrate 

Inflationrateisdefinedasalossofpurchasingpowerofacurrencythat results in a general and 

sustained increase in pricesanditisproxiesbytheConsumer Price Index(CPI).Thisvariable 

isanindicatorofthecostofdoingbusinessinaneconomy.Inflation 

isanincreaseinthegeneralpricelevelandistypicallyexpressedasanannualpercentagerate 

ofchange.Inflationdepreciatesthevalueofmoney.When inflationincreases,banksalso increase 

theircostofcredittokeepthespacewithinflation, whichwillresultinincreased lending 

rateinthecountry.Asinflation,increasesbeyondsomepoint itresultsin 

adecreaseinbanklending.Quiteafeweconomists haveestablished thatcountrieswithhigh 

inflationratehaveunproductivelybankingsectors.Thisadversesuggeststhatinflationreduces 

banks’lendingtotheprivatesector,whichisconsistentwiththeviewthatasufficientlyhigh 
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rateofinflationinducesbankstorationcredit.Ithasbeensuggestedthatthecreditthat 

universalbankslendtotheircustomersreducesasinflationincrease. Thisvariable is expected 

tobepositivelycorrelatedwithlendingrate (Banda,2010) 

Thestudy ofNaceur(2009)offersthefollowing explanation:themain activity 

ofbanks(mostlycommercial)islendingandthemarketisthereforebasedonan 

offerofcredit(provided bybanks)and demand (theindividuals andcompanies).Inflation 

reducesthedemandforcreditbecauseitincreasesuncertainty aboutthefuture.However, 

ithasbeenproventhat for individualsandbusinesses,iftheirlevelof riskaversionvary 

widelyitincreasesuncertainty(ambiguity-aversion).Thisdropindemandwouldleadto adeclinein 

lendingand thereforeadecreasein performance. 

2.6. Empirical Review 
In thissectionreviewsother countryandEthiopiastudiesthathavebeenpreviouslydoneby various 

researchers and arerelated or are relevant to the research study. 

2.6.1. Empirical review on other country 

AstudyalsoconductedbyBhattarai(2015)toinvestigatethe“determinants oflendingrate“of 

Nepalesecommercialbanks. Theanalysis ofdatawas basedonasampleof6commercialbanks 

observedovertheperiod6years(2010to2015).Themodelsusedinthestudywere:pooledOLS 

model,fixedeffectsmodelandrandomeffectsmodel.Thisstudy hasused‘lendingrate’as 

dependentvariable,whiletheexplanatoryvariablesare:operatingcosttototal assetsratio, 

depositinterestrate,profitabilityanddefaultrisk.Theestimatedresultsofthesethreeregression 

models reveal that operating  costs to total assets ratio, profitabilityand default risk have 

significantpositiveimpactonthecommercialbanklending rate.However, depositratehas 

negligibleimpactonlendinginterestrate.Thus, thisstudyconcludesthat themajor determinants 

ofcommercialbanks’lendingrateare:operatingcoststototalassetsratio,profitabilityand 

defaultriskinNepalese. 

Olokoyo(2011)investigatedthedeterminantsofcommercialbanks‟lending behaviorinthe 

Nigeriancontext.Thestudy wasaimedtotestthedeterminantsofcommercialbanks’lending 

behaviorandhowitaffectsthelendingbehaviorofcommercialbanksinNigeria.Themodel 

usedisestimatedusing Nigeriancommercialbanksloanadvanceandotherdeterminants 

orvariablessuchastheirvolumeofdeposits,theirinvestment  

portfolio,interestrate,stipulatedcashreserve requirementsratioandtheirliquidityratiofor 

theperiod;1980–2005.Themodelhypothesizesthatthereisfunctionalrelationshipbetween the 
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dependentvariable andthe specified independentvariables.From theregressionanalysis,the 

model wasfoundto besignificant andits estimators turnedout asexpectedand itwasdiscovered 

that commercial banks deposits havethegreatestimpacts on theirlending behavior. 

Thestudy madeinIndiabyJugnuAnsari(2015),hadinvestigateddeterminantsoflendingrates 

underthestudytitle ̎DeterminantsofCommercialBanks LoanPricing̎ Usingthedynamic 

paneldatamethodologyandannualdataforasampleofmajor33banksincluding public,private 

andforeignbanksovertheperiod1996-2014,thestudy findssignificantimpactofvariousbank 

specificfactors,regulatoryandsupervisory indicatorsandmacroeconomicfactorsonthebanks‟ 

loaninterestrates.Regarding the bankspecificvariables,loaninterestratesandtheirspreads 

showedstatistically significantpositiverelationshipwithoperatingcost,profitability andcapital 

adequacy,loanmaturity,productdiversificationmeasuredby thenon-interestincome,asset 

quality,banksizeandliquidityindicators.MacrovariablessuchasGDPgrowthandinflation 

rateshowedpositive impactonloaninterestrates.Thesefindingshighlighttherolesofoperating 

efficiency,riskaversion,asset-liability management,andcreditriskmanagementincommercial 

banks loan pricingdecisions. 

AkinyomiOladeleJohn(2014)examinedtheeffectofdepositvolumeonbanklendingbehavior in 

the NigerianPost-consolidationbankingera.Theresultoftheregressionanalysisrevealedthat 

theindependentvariable(VolumeofDeposit)hasa significantandpositiverelationshipwiththe 

dependentvariable(LoanandAdvances)on theNigeriandepositsmoneybanks.Therefore,John 

recommendedbankmanagementtodevisenewmethodsofenhancingcustomers’deposits. 

The study made in Kenya by FridahGatwiriKinyuru(2011) under the research topic 

DeterminantsoflendingrateofCommercialBanksinKenya‟,conductedacensussurvey on44 

commercialbanksinKenyaaimingtoestablishfactorsdetermininglending rate.Thestudy has 

foundedthatmarketstructure,costoffundsandeconomicconditionsasthemaindeterminants 

ofcommercialbanks’lending rate.Thestudy concludedthatcostoffund(loan)ishighly determined 

by taxationcostsofprovisioning,coreliquidassetrequirement,transactioncosts, 

centralbanksupervisory fee,costofcapital(returnonequity),thestatutory reserve requirement, 

managementfees,staff costs,weighted average depositrate, reserve requirements,mandatory 

investmentlevelrequiredby thecentralbank,inflationconditions,economicgrowthandforeign 

exchange rates. 

2.6.2. Empirical Review in Ethiopia 

The relatedstudy in Ethiopia conductedby BelayGetachew(2015),hasinvestigatedfactors that 
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determinecostsoffinancialintermediationundertheresearchtitleDeterminantsofcostsof 

financialintermediationonCommercialBanksofEthiopia. Theresearcherhasusedbalanced 

fixedeffectpanelregressionforthedataofsampled8commercialbanksovertheperiodfrom 

2000to2013.Thestudy hasselectedandanalyzedelevenindependentvariablesaffecting net 

interest margin (interest income on loans to total loans minus interest expense on deposits to 

total deposits).Theregressionanalysisestimatedby fixedeffectregressionmodelshowedthat 

overheadcosts,loanlossprovisions,capital,assetsize,liquidityrisk,opportunitycostof reserve, 

marketconcentration, marketshare, economicgrowth and inflation had as significanteffectson 

netinterestmarginorfinancialintermediationcostinEthiopianbanking sector.However, according 

tothisstudy,returnonassetseemsinsignificantinexplaining thevariationoflending interest rate. 

ThestudymadebyMesheshaDemie (2016),hasexamineddeterminants ofnet interest margin 

theEthiopianbankingsectorusingaregressionmodelbasedonconsolidatedindustry data.The 

studyhasuseddataofsixteencommercialbankswithmorethanthreeyearsofservicein 

bankingindustry.Thestudyemployedunbalancedpaneldatamodeltoaccounttheeffectsof 

datavariationarising fromyears ofservicebetweendifferentbanks,andithasexaminedtwelve 

independentvariables thatdetermine netinterestmargin(interestincome minusinterest 

expensesdividedby totalearningassets).Theestimationresultsofthestudyrevealedthatcost 

efficiency,implicitinterestpayment,competitionandscaleefficiency(marketshareofloan) 

havepositiveandsignificanteffectwhile,managementefficiency hasnegativeandsignificant 

effectondeterminationofnetinterestmargin.Ontheotherhand,credit risk,interestraterisk, 

capitalrisk,inflationandeconomicgrowthdonotseemtohave significantimpactonnetinterest rate  

Amano Getahun(2014) in  his working paper empirically investigated the  determinants of 

lendingbehaviorofcommercialbanksinEthiopia.  Inhisstudy,balancedfixedeffectpanel 

regressionmodelwasusedforthedataofeightcommercialbanksinthesamplecoveredthe 

periodfrom2001 to2013.Thestudy coveredallcommercialbanksworkinginthe periodof the 

study.Sevenfactorsaffectingbanks’loansandadvanceswereselectedandanalyzed.Theresult 

ofthestudyrevealedthatvolumeofdeposit,banksize,Cashreserverequirement,andinflation 

ratehaspositiveandsignificantimpactonloanandadvancewhereasliquidityratioandinterest rate 

hasnegativeand significantimpactonloansand advances.EventhoughGDPpositively 

affectedloansandadvances,itsimpactisinsignificant.Atlast,Amanogenerallyrecommended 

thatcommercial banksshouldfocusonmobilizingmoredeposits asthiswillenhance 

theirlendingperformanceandshouldformulatecritical,realisticandcomprehensive strategicand 

financialplans. 

Mitku (2014) examined the main determinants of commercial banks’ lending in Ethiopia by 
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using panel data of eight commercial banks in the period from 2005 to 2011. He tested the 

relationship between commercial banks’ lending and its some determinants (bank size, credit 

risk, gross domestic product, and investment portfolio, volume of deposit, interest rate, and 

liquidity ratio and cash reserve required). Seven years financial data of eight purposively 

chosen commercial banks were used for analysis purpose. Ordinary least square (OLS) 

technique was applied to determine the impact of those predictor variables on commercial 

banks’ lending. The result suggests that, there is positive and statistically significant 

relationship between commercial bank lending and its size, liquidity ratio, credit risk, and 

gross domestic product. But, there is a positive but insignificant relationship between 

commercial bank lending and deposit, investment portfolio, cash reserve required and interest 

rate for the study period. 

2.7. Summaryof the literature review and knowledge gaps 
As per the review of the literature, there are a number of empirical studies conducted on the 

determinants of lending interest rate in developed, emerging, developing and Sub-Saharan 

African countries focusing on different sets of factors (bank specific, industry-related and 

macroeconomic factors) and methodologies (time series and panel data methods) depending on 

the type of data, frequency and coverage. 

The empirical studies also suggest that lending interest rate determinants vary across 

countries and regions. For instance, some of those studies argued that the main determinants 

of lending interest rate are bank specific factors; whereas others claim that the 

macroeconomic factors are the most important factors that explain the level of lending 

interest rate particularly in developing countries. Therefore, there is a continuous debate on 

the key determinants of lending interest rate in different countries. 

In developing countries like Ethiopia, banks act as the main players in channeling funds from 

surplus units to deficit units, and for this reason it is important that their intermediary role is 

carried out with the lowest possible costs in order to achieve social welfare. After financial sector 

reform, National Bank of Ethiopia imposed control over deposit rates in order to keep the lending 

rates low. The NBE had set the minimum saving interest rate and leaving lending rate to 

commercial banks with the aim of improving efficiency in the intermediation process. However, 

interest rates in Ethiopia are not yet set based on demand and supply forces (Sime et al, 2013). 

However, there is no universally accepted finding to the determinants of lending interest rate, 

since, and countries differ each other by their economic, financial, regulatory and operating 

environments. 
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For example Adoah (2015) the determinants of lending rates in Ghana. The result of the study 

shows that inflation policy rate, Non-performing loans, management efficiency, bank size, 

liquidity ratio, have a positive relationship with lending rate and a negative relationship 

between GDP and lending rates is Inconsistent with Georgievska et al. (2010) the 

determinants of lending rates in the commercial banking sector in Greece. The results, shows 

that an increase in the bank size will cause fall in the lending rates.  

Adoah (2015) this study sought to investigate the determinants of lending rates in the universal banks 

in Ghana the result indicates that bank size, Non-performing loans, management efficiency, market 

competition, having a significant and positive relationship with the lending rates is Inconsistent with 

Georgievska et al.(2010) the determinants of lending rates in the commercial banking sector in 

Greece. The findings of this study revealed that that bank size has a significant and negative impact 

on the commercial bank lending rate.  

Cihak (2004) investigated the factors influencing lending rates in Croatia from 1999 to 2003. 

The result of the study indicated that liquidity ratio have a negative effect on lending rates is 

inconsistent with Ali et al.(2011) the study examines potential inner factors of the lending 

rate in the commercial banking sector in Pakistan. The findings of this study revealed that 

liquidity ratio have a significant and positively relationship with lending rate.  

Above studies to test determinant factors individually to test but not both factors such factors are 

bank specific factors, industry-related factor and macroeconomic factors but this study to test 

both factors together in Ethiopian context. Those studies also were conducted by undertaking 

different assumptions, which fit into the Particular situation. Various empirical studies reviewed 

in this chapter have further revealed the opposing views of researchers on the issue of Banks’ 

lending interest rate 

In Ethiopia, as far as the knowledge of the researcher is concerned, there are some types of 

related researches conducted in this area but those researchers have entirely focused only on 

determinants bank performance, determinants of banks’ profitability and determinants bank 

lending behavior rather than determinants lending interest rate. Hence there aresome 

empirical study in Ethiopia concerning the effect of bank specific factors, industry-specific 

factors and macro- economic factors variables (deposit rate, bank size, liquidity ratio, 

,operating cost to total asset ratio, profitability, market concentration, inflation rate) on 

lending interest rates that are not tested by prior Ethiopian researchers.  

Therefore, further empirical evidence could provide additional insight about the determinants 

of lending interest rate by using much recent dataset and it needs further investigation in 
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Ethiopian context. To the knowledge of the researcher there is few empirical studies done 

regarding determinants of lending interest rate on private commercial bank in Ethiopia and 

the related study in Ethiopia focused on bank performance, profitability and bank lending 

behavior rather than determinants of lending interest rate. In general, lack of sufficient 

research study on the determinants of lending interest rates in the context of Ethiopian 

banking sector initiates this study. Therefore this paper is designed to fill the knowledge gap 

by investigating bank specific, industry specific and Macroeconomic factors that could 

possibly affects lending interest rate of Ethiopian private commercial banks by using much 

recent dataset. 

2.8. Conceptual framework of the study 
The overall objective of this study is to identify and analyze the factors that determine 

lending interest rates of commercial banks proxy by average lending rate in Ethiopia using 

the variables based on various related theories and empirical literatures. Empirical evidences 

suggest that, bank lending interest rate is affected by internal and external factors. 

 

 

 

 

 

 

 

 

 

 
 

 

Figure 2.1.Schematic conceptual frame work (Source: researcher compilation from literatures 
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This study aims to examine the determinants of lending interest rate of private commercial 

banks of Ethiopia. Accordingly, this chapter discussed the research procedure that is used to 

carry out this study. Increase, it starts by discussing research design followed by the nature 

and instruments of data collection and sampling design. The subsequent section presents and 

discusses method of data process and analysis. Finally, definition of study variables with their 

measurement and model specifications are presented. 

3.1. Research Design 
 

Theresearch methodology beginsbypresenting theoverallresearch design,astheresearch 

designprovidesanimportantframeworkandguidelineson howto collectandanalyzedata.The 

choiceofappropriateresearchdesignwillhelptheresearchertoanswertheresearchquestions and 

tosatisfytheresearchobjectives. 

As noted in Creswell (2009) research design is a plan or proposal to conduct research. It 

involves the intersection of philosophy, strategies of inquiry and specific methods 

Dependingonthe specificpurposethat the researchtries toaddress,researchcanbeclassifiedas 

descriptive,explanatoryandexploratorystudies.Descriptiveresearchsetsout to describeandto 

interpretwhatisanditlooksatindividuals,groups,institutions,methodsandmaterialsinorder to 

describe,compare,contrast,classify,analyzeandinterpretthe entitiesand theeventsthat 

constitutethevariousfieldsof inquiry.Itaimstodescribethestateofaffairsasitexists.Onthe 

otherhand,explanatoryresearch,aimatestablishingthe causeand effect relationshipbetween 

variables.Theresearcherusesthefactsor informationalreadyavailabletoanalyzeandmakea 

criticalevaluationof thedata/information.Exploratoryresearchislessformal,sometimeseven 

unstructured and focuses on gaining background information and helps to better understand 

and clarify a problem. Therefore, this study is an explanatory research was used since, aim at 

establishing the cause and effect relationship between variables. 

3.2. Research Approach 
 

Besides,therearethreetypesofresearchapproachnamely qualitative, quantitative 

andmixedapproach. Qualitative research approach involves studies that do not attempt to  

quantify their results throughstatisticalsummaryor analysis.  Quantitativeresearchis 

thesystematicand scientificinvestigationof quantitativepropertiesandphenomenaand their 

relationships.Theobjectiveofquantitative research istodevelop andemploymathematical 

models,theoriesandhypothesespertainingtonaturalphenomena. 

Therefore,inthisstudythequantitativeresearchapproachwasused, 
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sincequantitativenatureofthedataused. 

3.3. Sample Design 
 

Sampledesigndealswith population, sampleframe,samplesizeandsampling technique. 

Sampling isa techniqueofselectingasuitablesampleforthepurposeofdetermining 

parametersofthewhole 

population.Populationisthelistofelementsfromwhichthesamplemaybedrawn(Adams, 

2014).Asampleisdrawntoovercometheconstraintsofcovering theentirepopulationwiththe 

intentofgeneralizingthefindingstotheentirepopulation. 

3.3.1. Population of the study 

The study population includes all private commercial banks that are operating in Ethiopia. 

According  to  NBE  report,  at  the  end  of  June 30,  2023  there  are  more than twenty 

nineprivately owned commercial  banks. These  are Awash  International  Bank  S.C,  Dashen  

Bank  S.C, Bank of Abyssinia S.C, WogagenBankS.C,HibretBankS.C,Nib International  

Bank   S.C, CooperativeBank of OromiaS.C, Lion International  Bank  S.C,OromiaBank S.C, 

ZemenBank S.C, Buna InternationalBankS.C, BerehanInternationalBankS.C,AbayBankS.C, 

AddisInternationalBank S.C,DebubGlobalBank S.C,EnatBank S.C, AmharaBank S.C,Tsehay 

Bank S.C, tseday Bank S.C,GohbetochBank S.C, Ahadu Bank S.C, Sinke Bank S.C, Shebele 

Bank S.C, zemzem Bank S.C, sidama Bank S.C ,Hijera Bank S.C.GedaS.C and ramis banks 

S.C. 

3.3.2. Sample technique and frame 

To conduct this study the researcher used Purposive /judgmental sampling. This technique is 

one of the non-probabilistic sampling techniques used a non-probabilistic sampling approach. 

According to(Saunders, M., Lewis, P. and Thornhill, A, 2012), Purposive/judgmental 

sampling, is a non-probability sampling technique, used when elements selected for the 

sample are chosen by the researcher's judgment. Purposive sampling is used when there is 

large population size, to select a member of a difficult to reach specialized population and to 

identify particular types of respondents for in depth investigation. By considering the access 

of full data for the selected time period, due to large population size and time resource 

constraints the researcher used purposive sampling technique. 

3.3.3. Sample size Determination and Sample size 
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Thesampleincludedinthisstudy thoseprivatecommercialbankshavinglong year banking 

operation experience and availability of datafromyear2015to2022. The selection of the sample 

period was based on the intention to increase the degree of freedom and to meet the 

requirements of the estimation procedure. Inclusion of banks that do not have data for the 

whole sample period specified above would lead to unbalanced panel data which may fail to 

satisfy the assumptions of model which was based on data. Thus, banks that were established 

after the year 2015 have excluded from the sample to satisfy the balanced data requirement of 

the model. Becauseofthis,from more than 29privatecommercialbanksoperatinginthecountry, 

thisstudytaken sample ofninebank’sauditedfinancial statements wereavailable withinthestudy 

periodnamely: AwashInternational BankS.C,DashenBankS.C, Bank ofAbyssiniaS.C, 

WegagenBankS.C, Hibret bank S.C, Nib International Bank S.C, CooperativeBank of 

OromiaS.C, Lion International Bank S.C and OromiaInternationalBank S.C. Asaresult, a 

sample of 72 observations hasused becauseitisviableinlinewithtimeand 

fundsavailableforthisstudy. 

3.4. Source of Data 
AsnotedinGujarati(2009) therearethree typesofdataavailableforempiricalanalysisnamely: 

timeseries,cross-section, andpanelorpooled(i.e.adimension ofbothtimeseriesandcross 

section)data. Thenatureofdatauseinthisstudyenablestheresearcher has used paneldatatype. 

To achieve the purpose of the study, the researcher depends solely on secondary data taken 

from audited financial statement, NBE and from World Bank. The data characterized as panel 

data, which capture both the cross section and time series dimensions. (Baltagi, 2005), cited 

in (Chen, 2022), described the advantages of panel data as a way to increase number of data 

points , degree of freedom, and to reduce co-linearity among explanatory variables that lead 

to improve the efficiency of econometric estimates. They noted additionally, it can also 

control for individual heterogeneity due to hidden factors that if neglected in time series or 

cross sectional estimation which leads to biased result.(Eric, 2019), Panel data, sometimes 

referred to as longitudinal data, is data that contains observations about different cross 

sections across time;minimize estimation biases that may arise from aggregating groups into 

a single time series, by this rational the researcher chooses to use panel data type. 

3.4.1. Secondary source of Data 

In this study, secondary source of data is used tomeet the statedobjectives. For 

thisstudyhasgathered fromthe audited annual financial statements of individual banks and 

national bank of Ethiopia forsampledprivatecommercialbankswithinyear eight periodsfrom 
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2015 upto 2022. The data obtained from both sources was checked for consistency and 

reconciled based on the published annual reports of national bank of Ethiopia. In order to 

gather the required information which attains the research objectives, secondary data (annual 

audited financial statements) were collected. 

3.5. Method of Data analysis and presentation 
 

In this study, the researcher has analyzed based on panel data that were collected through 

structured document review. The data entered into the latest version of STATA (Statistics and 

data) software analysis which consists of descriptive statistics in terms of mean, percentage, 

tables, figures, charts and standard deviation. In addition to this, the researcher also 

concerned with the interpretation and the representation of justification. Onthe 

otherhand,regressionanalysis,the most important part of the analysis, helps to identify the 

determining variables effect and draw relationship between dependent and independent 

variable. According to Brooks (2014) regression is concerned with describing and evaluating 

the relationship between a given variable (usually called the dependent variable) and one or 

more other variables (usually known as the independent variables). Thus, the researcher 

adopted panel data regression model to examine the effect of determinant factors on bank 

lending rate. For this purpose, stata software package was used. 

Besides this, as noted in Brooks (2014) there are assumptions required to confirm that the 

ordinary least square (OLS) estimation technique and also hypothesis tests concerning the 

coefficient estimates could genuinely be conducted. If these Classical Linear Regression 

Model (CLRM) assumptions hold, then the estimators determined by OLS have a number of 

desirable properties and are known as Best Linear Unbiased Estimators (BLUE). Therefore, 

diagnostic tests were performed to ensure whether the assumptions of the CLRM are violated 

or not in the model. Diagnostic checking is done to test whether the sample is consistent with 

the following assumptions 

3.6. Operationalization and Measurement of Variables 
 

This study has attempted to see the relationship between the dependent and independent 

variables through testing the hypotheses regarding to the relationships between lending 

interest rate of banks and firm specific and macroeconomic factors affecting it in the case of 

private commercial banks in Ethiopia. It is apparent that the most significant task is to select 

the appropriate explanatory variables. The selection of variables was based on previous 

relevant studies likes Gambacorta (2008) & Ali et al. (2016).Commercial bank lending rate is 
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dependent variables used in this study. It is measured in terms of interest income to average 

loan and advance. Besides, explanatory variables included in this study are deposit rate, 

liquidity ratio, profitability, Operating cost to total assets ratio, bank size, concentration, and 

Inflation rate. 

As noted by Brooks (20014) including more than one explanatory variable in the model never 

indicates the absence of missed variables from the model. Thus, to minimize the effect of 

missed variables from the model, the researcher was included disturbance term in this study. 

3.6.1. Dependent Variable 

              Lending interest rate 

The dependent variable used in this study is the lending rate. Lending rate is measured by 

interest income from loans and advances as a fraction of total loans and advances (Asmare, 

2014).Lending rates are the prices that borrowers paid when taking loans from the lenders. 

The lending interest rate on banks may vary depending on the tenure of the loan, the type and 

value of collateral, the economic sector of loan, etc. As result, it is advisable to take the 

average. Thus, lending rate is calculated by taking interest income from income statement 

and loans and advances from balance sheet of commercial banks. 

As shown by onyango, (2013) and Mwanga, (2014), lending interest rate as independent 

variable and measured it as the ratio of the total interest income on loans over loan balances 

in Kenya. Lending interest rate is also measured by interest income/outstanding loan 

(Siddiqui, 2012). Lending Rate as measured by ratio Interest earned on loans/Average Loan 

(Asmare, 2014, Wellington, 2016, Mettle, 2013). Mbao et al. (2014) in their study 

“determinants of bank lending rates in Zambia” have measured lending rate by using data 

obtained from commercial banks income statement and balance sheets as the ratio of the total 

interest income on loans over loans and advances as reported to the Bank of Zambia. 

Lending Rate = Interest income/Average Loans and advance……… (Asmare, 2014; Bonga, 

2016; Wellington, 2016; Mbao et al., 2014). 

As indicated by Samuel and Peters (2014)lending interest rates influence the overall 

economic activity including the flow of goods, services and financial assets within the 

economy and as well as the whole world. They points out that interest rates relates to the 

present value to the future value of money. The factors affecting lending rates are initially 

examined by defining asset of variables which are directly related to bank balance sheets and 
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bank characteristics and expected to have a strong influence on lending rates. 

LendingRate=Interestincome/AverageLoansand advance 

3.6.2. Independent Variable 

              Deposit interest rate 

Deposit interest rate is measured as the Average interest rate on deposits on retail deposits at 

each bank (in percent) (Bhattarai, 2015).Deposit interest Rate refers to the amount of money 

paid out in interest by a bank or financial institution on cash deposits. The deposit interest 

rate is paid by bank to deposit account holders. The interest paid on customer deposits 

depends on deposit interest rates. Deposit interest rate can increase with increasing Lending 

interest rate. As indicated by Kaymaz (2011) have obtained strong evidence of one-way 

causality between loan interest rates and deposit interest rates. They found significant 

positive correlation between loan interest rates and deposit interest rates. And also they found 

investigated that the positive relationship is expected between lending rates and deposit 

interest rate. High deposit rate directly influence the lending rate. Landing rate in turn, 

especially charging high-risk premium for risky borrowers, have multiple effect on 

borrower’s loan repayment capacity. Therefore, it has positive impact on loan quality since 

charging high interest rate means raising borrowing costs, which increase loan burden. In 

other way high deposit rate encourage depositors or improve the level of deposit mobilization 

and create an Excess loanable fund. The Deposited money should not be kept idle since the 

deposit is not free of cost. As a result, it enforces the bank to increase its lending rate 

(Atakelt, 2015). 

Deposit Rate = interest expense\interest bearing deposit 

Hypothesis H1: Deposit rate has positive and significant effect on lending interest rate 

Bank Size 

Bank size is the total assetsofthebank. It measured by the natural log level of total assets of 

the bank. Bank size was also established to be a great determinant of lending rate of 

commercial banks as larger banks lacked the ability to offer lower lending rates as the 

interest spread maintained was lower compared to that of the smaller banks(Uchida et 

al.,2007)and(Obamuyi,2013). This shows that larger banks have the ability to attract less 

expensive deposits and also free interest deposits thus favorable lending rates. The large size 

bank has the advantage of providing a large menu of financial service to their customers and 
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thereby mobilizes more funds which will lead to serving their customers with low lending 

rate. While small banks are forced to offer higher interest rates to attract fixed deposits thus 

resulting to high lending rates on advances (Berger &Udell, 1992 Bashiri, 2003 and Back et 

al., 2009). 

    Bank Size = natural logarithms of total asset 

Hypothesis H2; Bank size has negative and significant effect on lending interest rate 

Profitability ratio 

Profitability ratio is measured as net income divided by total assets. Bank Profitability 

indicator profitable banks have the capacity to implement modern Credit risk management 

system, technology and hiring trained man power/experts as well as having credit information 

access so that it contributes for low lending rate (Atakelt, 2015). Mbao, et al.(2014),found 

that negative association between lending rates and profitability (return on assets).They 

asserted that increases in bank costs tend to be passed on to borrowers in the form of higher 

lending rates, and that factors that help improve bank income also tend to benefit borrowers 

by lowering the interest rates they pay. A negative relationship is expected between lending 

interest rate and profitability ratio this research. It is hypothesized that return on average 

assets influences banks’ lending rates and also banks with high return on average assets offer 

lower interest rates on loans. Bhattarai (2015) found significantly and positively associated 

with lending rate using pooled OLS model in Nepalese commercial banks. 

Profitability ratio = net income/total asset 

Hypothesis H3: Profitability Ratio has negative and significant effect on lending interest rate. 

Operating cost 

The key indicator of efficiency of commercial bank is the ratio of operating costs to total 

assets. The lower the ratio is, the higher the efficiency of the commercial banks. Moreover, 

high operating costs are likely to include costs due to inefficiency leading to higher lending 

interest rate. The ratio of operating expenses to total assets measures the cost required to 

provide a loan unit and depends on the productivity of staff and other operating costs 

(administrative burdens, branch network, transport, depreciation, etc.) 

Thus, operating expense to total assets ratios is the determinant factor in lending rates 

(Bawumia et al.2005), (Bhattarai,2015) ,and (Mbao et al.2014). They found that operating 

costs has positive effect on lending interest rates. Operating inefficiency had positive 
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influence on lending rates. It implies that increasing the level of inefficiency tends to 

increase cost. In line with theory and past empirical evidence, an increase in operating costs 

is expected to have positive influence on lending interest rate. 

Operating cost ratio = Operating Expenses /Total Assets 

Hypothesis H4: Operating cost to total assets ratio has positive and significant effect on 
lending interest rate. 

Non-interest income 

Non-interest incomeis reflecting product diversification refers to all the income of 

commercial banks other than the interest income. This is a service charge obtained by 

commercial banks from fiduciary revenue, service charges, trading revenue and fees and 

other income Stiroch (2002). 

The product diversification measured by the non-interest income variable (the income share 

of commission and fee income) has a significant negative coefficient on loan pricing of 

Indian banks suggesting possible cross-subsidization of traditional lending activities. Thus,  

banks  decrease  their  lending  rate  when  they  are  more  reliant  on  fee generating 

product Ansari (2015). There is negative relationship is expected between lending interest 

rate and non-interest income.  

Non-interest income = Non-interest income/operating income 

Hypothesis H5: Non-interest income to operating income has negative and significant effect 
on lending interest rate. 

            Exchange Rate 

Exchange Rate isthe number of unitsof a given currencythatcanbe 

purchasedforoneunitofanothercountry’scurrency. When valueofdomesticcurrency 

againstforeigncurrencydecrease,ithasa 

positiveimpactonexportofthecountry.Exchangerateisconsideredasapriceuponwhicheconomica

gentsrely inmaking economic decisionsaboutresourceallocation. 

Thishelptoboastuptheexportofthecountry and import become expensive and vice versa. 

Countries havedifferentpoliciesconcerningtheircurrencyexchangerate.inthefloating 

exchangeratesystem,thecurrency’sforeignexchangerateis allowedtofluctuatefreely 

bysupplyanddemandforthecurrency (Fabozzi,2009). 

CommercialbankLoanandadvancesincreases, annualaverageexchangeofnaira 
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todollarsalsoincreasesandviceversa. There is a positive relationship 

isexpectedbetweenlending interestrateandexchange rate this research. Toproxy 

Exchangerateannual average exchange rateofthebirrto USdollar wasused. 

Hypothesis H6: annual exchange rate has positive and significant effect on lending interest rate. 

Inflation rate 

 Inflation rate is proxy by the Consumer Price Index (CPI). This variable is an indicator of 

the cost of doing business in an economy. Inflation is an increase in the general price level 

and is typically expressed as an annual percentage rate of change. Inflation depreciates the 

value of money (Adoah, 2015). When inflation increases, banks also increase their cost of 

credit to keep the space with inflation, which will result in increased lending rate in the 

country. Gupta, (2010) who carried out a study on the impact of inflation on homes loans, 

notes that inflation is a major cause of fluctuating interest rates and increase in homes loans 

interest rates. This means that a rising inflation rate tends to increase the rates on loans and 

therefore the cost to the bank go up which eventually results to an increase in home loan 

interest rates, among other loans rates. In work of Adoah(2015), Boyd and Champ (2004), 

Aboagye et al. (2005) and Bawumia et al (2005) on determinant factors of lending rate. They 

found a positive relation between inflation and the lending interest rate, suggesting that the 

improvement in the macroeconomic environment in term lower inflation rate translates to 

lower net interest rate.To proxyinflation the average annual inflation ratewasused in this 

study. 

Hypothesis H7: inflation rate has positive and significant effect on lending interest rate. 

            Bank liquidity Ratio  

 Liquidity ratio is measured as a ratio of liquid assets to total assets. Liquid assets refer to 

cash and deposit balances in banks including the reserve requirement in the National bank 

(Kuiptu2014). Liquidity risk is the risk that a bank is not able to meet up or fulfill its short-

term debt obligation or its short-term financial needs effectively and on time (Samad, 2004). 

Banks are normally faced with this risk when they are unable to convert a security or an 

illiquid asset to cash without a substantial loss of income or capital. Liquidity is considered to 

be the life and blood of commercial banks. Examples of liquidity risks banks usually faced 

are funding and time risk. According to Emeri, (2016), banks can measure their liquidity risk 

using any of the following ratios; a loans/total asset, purchase funds/total assets, loans/core 

deposits. In this study liquidity measurement used is liquid asset/total assets. Banks’ are 
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usually faced with liquidity risk and are unwilling to give out loans when they are unable to 

convert an illiquid asset to cash without a substantial loss of capital. Loutskina (2011) and 

Emeri (2016) exhibited a negative relationship between liquidity and lending and it was 

significant. Thus, a negative relationship is expected between liquidity and bank lending rate 

decision or behavior. 

Hypothesis H8: Liquidity ratio has negative and significant effect on lending interest rate. 

3.7. Model Selection (Random Effect versus Fixed Effect Models) 
 

According to, Gujarati (2009) has asserted that as a formal test, Hausman test can be used to 

decide between fixed effect models (FEM) and random effect model (REM) for panel data 

analysis. According to Gujarati (2009), the null hypothesis underlying the Housman test is 

that the FEM and REM estimators do not differ substantially. Further, Gujarati (2009), if T 

(the number of time series data) is large and N (the number of cross-sectional units) is small, 

there is likely to be little difference in the values of the parameters estimated by fixed effect 

model (FEM) and random effect model (REM). Hence the choice here is based on 

computational convenience. On this score, REM may be preferable. Since the number of time 

series (i.e. 8 year) is greater than the number of cross-sectional units (i.e. 9 commercial 

banks), FEM is preferable in this case. According to Brooks (2014) and Wooldridge (2013), 

it is often said that the REM is more appropriate when the entities in the sample can be 

thought of as having been randomly selected from the population, but a FEM is more 

plausible when the entities in the sample effectively constitute the entire population/sample 

frame. Hence, the sample for this study was not selected randomly and equals to the sample 

frame REM is appropriate. 

3.8. Model Specification 
 

Thus in respect of the hypotheses stated above, the main issue is an investigation of 

relationship that exists between the lending rate of commercial banks and each of explanatory 

variables that had been identified through literature and theories i.e. Deposit rate, operating 

cost total asset , liquidity ratio, profitability ratio, bank size of banks, exchange rate, non-

interest income and inflation. Other factors that are not explicitly included in the model were 

captured by the error term in the mode. The nature of data that was used in this study enabled 

to use panel/longitudinal data model which comprises of both cross-sectional elements and 

time-series elements; the cross-sectional element is reflected by the different Ethiopian 

private commercial banks and the time-series element is reflected in the period of study 
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(2015-2022). The advantage of panel data in question is because it contains more 

information; it incorporates variability among cross section units and time (Gujarati, 2004). 

Based on Brooks (2014), a panel of data will embody information across both time and space 

and it measures some quantity about them over time. The advantage of using panel data is to 

address a broader range of issues and tackle more complex problems than would be possible 

with pure time series or pure cross-sectional data alone. Panel data has also advantage of 

giving more informative data as it consists of both the cross-sectional information which 

captures individual variability and the time series information that captures dynamic 

adjustments. 

According to Brooks (2014), it is very easy to generalize the simple model to one with k 

repressors‟ (independent variables). Yi =β0 + β1x1i + β2x2i + · · · + βkxki + εi, i = (1, 2 . . . 

i). So, Where Yi is the ith observation of the dependent variable, X1i,…,Xki are the ith 

observation of the independent variables, β0 is the constant term , β1….βk are the coefficient 

of the independent variables of the study, εi is the ith observation of the stochastic error term. 

Accordingly, to test the banks determinant factors on lending interest rate, the researcher 

estimated a linear regression model in the following form. 

LIR = βo + βDRit+βBSit+βPRit+βOCit+βNIIit+βERit+βLIQit+βIFit+εit 

Where, LIR = lending interest rate of ith bank in year t 

              DR= deposit rate of ith bank in year t 

              BS = bank size of ith bank in year t 

              PR = profitability ratio of ith bank in year t 

              OC = operating cost to total asset ratio of ith bank in year t 

              NII = non-interest rate of ith bank in year t 

               ER = exchange rate of ith bank in year t 

               LIQ = liquidity ratio of ith bank in year t 

               IF = inflation rate of ith bank in year  

ε = error term 

βo = intercept(constant) 

                i = number of observation and t = time period, t = 1…..8 ith bank in year t 
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As reference of Brooks (2014), Specification error occurs when omitting a relevant 

independent Variable, including unnecessary variable or choosing the wrong functional form, 

so that regression model will be wrongly predicted. If the omitted variable is correlated with 

the included variable, the estimators are biased and inconsistent. If the omitted variable is not 

correlated with the included variable, the estimators are unbiased and consistent. Ramsey 

RESET test was used to see whether the developed model is correctly regressing. 

The hypothesis for the Ramsey RESET test was formulated as follow: 

H0: the model is correctly specified 

H1: the model is not correctly specified  

        α = 0.05 

Decision Rule: Reject H0 if p-value is greater than significance level. Otherwise, do not reject H0 

3.9. Ethical Consideration 
 

Initially the researcher has considered ethical issues that was anticipated and described in this 

thesis and related to all the phases of the study. Mainly the research outcome helps the banks 

under the study and it were sources of information for others. Moreover, the researcher tries 

not falsifying or distorts data or the methods of data collection or plagiarizes the work of 

other. Finally, followed the best preparation for ethical behaviors like internalize sensitivity 

to ethical concerns and adopt a serious professional role.  

 

 

 

 

 

 

Table; 3.1 Description of the variables and their expected relationship 
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Source: Developed by the researcher 

 
 

 
Variables 

 
Symbol 

 

 
Measurement 

Expected 
sign 

 
source 

Dependent variable 
 
Lending interest rate 
 

LIR Interest 
income/Loans and 
advances  

 
 NA 

Bonga, 2016; Obillo, 2015; 
Well ington, 2016; Mwanga, 
2014; Onyango, 2013). 

 

Independent variables 

 
Deposit rate 

DR Interest expense \ 
interest bearing 
deposit 

 
Positive 

Cihak(2004),Bhattarai,(201 5) 
and Kaymaz and Kaymaz 
(2011 

 
Bank size 

BS Natural log of total 
asset 

Negative Uchida et al., 2007, Obamuyi, 
(2013), Bashiri (2003) 

 
Profitability ratio 

PR net income/total asset Negative Windmeijer (2005) 

 
Operating cost 

OC OperatingExpenses 
/Total Assets 

Positive Samual (2018) Gembacorta 
(2008),Obillo (2015),Mbao et 
al. (2014) 

 
Non-interest income 

NII Non-interest 
income/Operating 
i  

Negative Stiroch (2002) and 
Ansari(2015) 

 
Exchange rate 

ER Annual average 
exchange rate 

Positive Fabozzi, (2009). 

 
Inflation rate 
 

IR averageannual 
inflation rate 

Positive Adoah (2015), Boydand Cha 
mp (2004), Aboagye et 
al.(2005 

Liquidity ratio LIQ liquid assets/total 
assets 

Negative Ngata&Njeru (2015) 

Liquidity ratio LIQ liquid assets/total 
assets 

Negative Ngata&Njeru (2015) 
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CHAPTER FOUR 

4. DATA ANALYSIS AND PRESENTATION 
 

In this chapter, thedata and its analysis results such as correlation and regression analysis 

findings were discussed. The chapter has five sections. The first section (section 4.1.) 

presents the descriptive statistics of the dependent and independent variables. This was 

followed by section 4.2 that presents results of the correlation analysis. Section 4.3 presents 

the test for the validity of assumptions for classical linear regression model/CLRM. Section 

4.4 discussions for model specification section 4.5 discussions for model selection then, the 

results of the regression analysis were presented under section 4.6. Finally, discussions of the 

results of the regression Analyses and Hypotheses Testing were under section 4.7  

4.1. Summary of Descriptive Statistics 
 

As clearly mentioned in the earlier chapter, in this study descriptive statistics used to 

determine minimum, maximum, mean and standard deviation. The following table 4.1 

provides a summary of the descriptive statistics of the dependent and independent variables 

for eight Ethiopian private commercial banks for the period of 8 years from year 2015-2022 

with a total of 72 observations. This was generated to give an overall description of data used 

in the model. The dependent variable used in this study was lending interest rate (LIR) and 

the independent variables are deposit rate (DR), bank size (BS), profitability ratio (PR), 

operating cost (OC), non-interest income (NII), exchange rate (ER) ,inflation rate (IR) and 

liquidity ratio. 

Table 4.1 summary of descriptive statistics of variable over the study period 

Variables observation Mean Standard deviation Minimum Maximum 

D
ep

en
de

nt
 Lending interest rate 72 0.1364 0.0164 0.098 0. 183 

   
   

   
   

   
   

   
   

   
 

in
de

pe
nd

en
t 

deposit rate 72 0. 1177 0. 1829 0.033 0. 0818 
bank size 72 14.9433 3.545665 2. 0102 2.9458 

Profitability ratio 72 0.0514 0.0722 0.0105 0.323 
Operating cost 72 0.0558 0.0711 9.492 19.0271 
Non-interest income 72 0.2798 0. 1006 0.006 0.476 
Exchange rate 72 0.0523 0.0343 0.0123 0.1535 
Inflation rate 72 0. 0343 0.0293 0.0294 0.075 
Liquidity ratio 72 0.1946 0.0756 0. 0090 0. 5634 

Source: own Computation from sampled audited financial statement and NBE via stata 
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From the above Computed table the lending interest rate (LIR) of private commercial banks, 

which is the dependent variable ranged between maximum values of 18.30% and a minimum 

value of 9.8%, with the mean of 13.64%.This indicates that Ethiopian private commercial 

banks charge annual average lending rate of 13.64% on their loans. The mean ratio is by far, 

more due to there is no current minimum regulatory requirement oflending interest rate 

standard In EthiopiaNBE Directives No.NBE/INT/12/2017 stated that any licensed 

commercial banks in Ethiopia can determine lending interest rate themselves. The implication 

of this descriptive result is there is noticeable increment of lending interest rate from period 

to period regarded to their internal policy. The standard deviation statistics for lending 

interest rate was (0.0164) or 1.64%which implies the presence of high variations among the 

interest rate of loan and advance across private commercial banks’ included for this study. 

The deposit rate, which is the independent variable with mean value of 11.77% showing 

standard deviation of 18.29% from the mean value. The minimum value of deposit rate was 

3.3% and the maximum value of deposit rate was 8.18%, This indicates the deposit rates of 

private commercial  banks is relatively large as compared to minimum interest rate of 7% put 

by national bank of Ethiopia under interest rate directive No. NBE/INT/12/2017 this leads to 

attract customer for deposit.  

As refer to the above table among the independent variables bank Size was highly dispersed 

from its mean value of 14.94 which is the average total asset size of sampled commercial 

banks in Ethiopia during the study period with the standard deviation of 3.545665. The 

maximum and minimum values were 4.197 and 0.574 respectively. This shows that large size 

bank has the advantage of providing a large menu of financial service to their customers and 

thereby mobilizes more funds which will lead to serving their customers atnearly. The 

maximum value indicating the large private commercial bank in Ethiopia and the minimum 

value was some of small privately commercial banks in Ethiopia. 

The profitability, which is the independent variable with the mean value of 5.14% showing 

standard deviation of 0.722% from the mean value. The standard deviation indicates there is 

substantial variation of profitability in selected Private commercial Banks’ during sample 

periods. The minimum value of profitability, was 1.05% and the maximum value of 

profitability was 32.3%. This indicates that there is relatively moderate profitability ratio of 

private commercial banks in Ethiopia during the study period. 

As it is seen in the above table 3.1 the operating cost which is the independent variable 

with the mean value of 5.58% showing standard deviation of 7.11% from the mean value. 
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The minimum value of operating cost was 3.34% and the maximum operating cost 

incurred during study period was 54.1%. This indicates that the operating cost of private 

commercial banks not very high but not small.   

The non-interest income which is one of independent variable with mean value of 27.98% 

showing standard deviation of 10.06% from the mean value. The minimum value of non-

interest income was 0.06% and the maximum value of non-interest income was 47.6%.This 

indicates banks with high non-interest income provide more loans to their customer with 

low lending interest rate. 

The exchange rate, which is the independent variable with mean value of 5.23%showing 

standard deviation of 3.43% from the mean value. The minimum value of exchange rate was 

1.23% and the maximum value of exchange rate was 15.35%.This indicates that as the 

exchange rate increase their lending interest rate also rises. 

Based on the result of table 3.1 the general increase of inflation rate 3.03% of the country per 

year on average over the past eight years was more. The maximum inflation was recorded in 

the year 7.5% which is greater than average lending rate of 13.64% and the minimum was 

recorded in the year -0.294%. This indicates that inflation rate increase lead the banks to 

increase in lending interest rate. The rate of inflation was highly over the periods under study 

towards its mean with standard deviation of 8.66 which indicating highly variation between 

the selected banks during sample period. 

The mean value of liquidity (total liquid asset to total customer deposit) of Ethiopian 

commercial Banks for a given period was 19.46. The mean ratio is by far, more than above 

the current minimum regulatory requirement of 15%.NBE Directives No.SBB/57/2014 any 

licensed commercial banks in Ethiopia required to maintain not less than liquid asset of 15% 

of its net current liabilities. The maximum and minimum value of liquidity ratio is 56.34% 

and 0.09% respectively. There is high variation of maximum and minimum liquidity ratio. 

However the variation further indicated by standard deviation which is 7.56%. 

 

 

 

 



 41 
DETERMINANTS OF BANK LENDING INTEREST RATES ON PRIVATE COMMERCIAL BANKS IN ETHIOPIA 

4.2. Correlation Analysis among Variables 

Table 4.2: Correlation Analysis 

 LIR DR BS PR OC NII ER IR LIQ 
LIR 1.0000         

DR 0.4200 1.000        
BS 0.2398 0.2049 1.000       
PR -0.0142 0.3764 0.2291 1.000      

OC -0.1521 -0.0474 -0.0334 -0.0634 1.0000     
NII -0.4360 -0.4284 -0.3260 -0.0817 0.0697 1.0000    
ER -0.0456 -0.5809 0.2013 0.0259 -0.0720 -0.2212 1.0000   
IR -0.0310 -0.3160 0.6343 0.2183 -0.1413 -0.3827 0.5772 1.0000  
LIQ -0.0505 -0.2406 0.0056 0.1013 0.1035 0.4239 -0.0986 -0.1189 1.0000 
 

Source: NBE, Banks annual report and computed through stata Application 

Correlation measures the degree of linear association between variables. Values of the 

correlation coefficient are always ranged between +1 and -1. Correlation coefficient of +1 

indicates that the existence of a perfect positive association between the two variables, while 

a correlation -1 indicates perfect negative association. A correlation coefficient of zero, on 

the other hand, indicates the absence of relationship between two variables (Brook, 2014). 

The sample size is the key element to determine whether or not the correlation coefficient is 

different from zero/statistically significant. As a sample size approaches to 100, the 

correlation coefficient of about or above 0.20 is significant at 5% level of significance 

(Meyers et al. 2006). The sample size of the study was 8*9 matrixes of 72 observations which 

was around 100 hence the study used the above justification for significance of the 

correlation coefficient. Table 4.2 shows the correlation coefficient between the dependent 

variables and independent variables. The correlation between the dependent and independent 

variables are discussed below; 

As it is seen from the above Table 4.2 the deposit rate was positively correlated with lending 

rate, indicated by the correlation coefficient of 0.4200between deposit rate and lending 

interest rate. This indicates that, when the deposit rate increases, lending rate moves to the 

same direction and the effect of deposit rate on lending rate statistically significant and 

positive. This was same with the expectation. Bank size has positively correlated with 

lending rate. The correlation coefficient for this variable was 0.2398, indicating that when the 

bank size increases, lending rate moves to the same direction and the result was statistically 

significant. On the other hand the correlation coefficient between profitability and lending 

interest rate is -0.0142 it means that there was negatively correlation between profitability 

and lending interest rate of commercial banks and the effect of profitability on lending rate 
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statistically insignificant and negative. Similarly correlation coefficient of operational cost 

and non-interest income is negatively correlated with lending interest rate of commercial 

banks a correlation of -0.1521 and -0.4368 respectively in the given study period. This 

indicates that as of operational cost and non-interest income increase lending interest rate of 

commercial banks moves to the opposite direction and become decrease. On the same way, 

the macro economic variables used in this study, exchange rate and inflation rate had 

negatively significant correlation with lending rate with a correlation of -0.0456 and -0.031 

respectively. As indicating that, when the inflation rate increases, lending rate moves in the 

opposite direction. The result of the variable is statistically significant. Lastly the liquidity 

ratio was negatively correlated with lending rate correlation of -0.0505.This indicates when 

the liquidity increases, lending rate moves to the reverse direction but the result of the 

variable is statistically significant. 

As per the result of table 4.2 the researcher has conclude that the correlation of deposit rate 

and bank size has positively correlated with lending interest rate of private commercial bank 

and the correlation coefficient of profitability ratio, exchange rate, inflation and liquidity 

ratio, operational cost and non-interest income is negatively correlated with lending interest 

rate of commercial banks. 

4.3. Testing Assumptions of Classical Linear Regression Model (CLRM) 
The classical linear regression model assumptions hold true, then the estimators determined 

by ordinary least square (OLS) will have a number of desirable properties which is  known as 

Best Linear  Unbiased Estimators (BLUE) (Brooks, 2008). 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. Hence, the following sections discuss about  

the result of diagnostic test including, Multi-collinearity, Heteroskedasticity, normality, 

autocorrelation, unit root test, model specification test and model selection to ensure whether 

the data fits the basic assumptions of classical linear regression model or not. 

4.3.1. Test for average value of the error term is zero (E(ut)=0) 
assumption 

According to Brooks (2014), if a constant term is included in the regression equation, this 
assumption will never be violated.  

LIR = βo 

Therefore, since the constant term was included in regression equation this assumption will 
not be violated. 

+ βDRit+βBSit+βPRit+βOCit+βNIIit+βERit βIFit+ βLIQit+εit 
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4.3.2. Test for Heteroskedasticity 

Homoscedastic error term is one of the classical assumptions required for the OLS estimator 

to be efficient. The homoscedastic assumption fulfilled when the variance of disturbance term 

is constant and the same for all observation. If the disturbance terms do not have a constant 

variance across all observations the assumption of Homoscedastic will be violated. The 

violation of this assumption said to be Heteroskedasticity. If the problem of 

Heteroskedasticity exists in the model, the least squares estimators are still unbiased 

(consistent) however the Gauss- Markov theorem was violated, in other words confidence 

interval will be unnecessary larger. As result, the t-test and f-test gives Inaccurate result 

because of overestimation of variance, the t-test will be smaller and statistically insignificant 

which leads to wrong conclusion (Gujarati, D. N. & Porter, D. C.,, 2009). There are several 

tests present to detect the violation of this assumption. This study used Breusch-pagan test in 

order to check the presence of the problem of Heteroskedasticity for this model. The 

hypotheses for test of Heteroskedasticity were formulated as follows. 

HO: There is homoscedasticity/constant variance/no Heteroskedasticity 

H1: There is Heteroskedasticity. 

 Decision rule:  

Reject Ho if p-value is less than the significant level (α = 5%). Otherwise, do not reject  

Table 4.3Heteroskedasticity Test 

 

Breusch-Pagan / Cook-Weisberg test for Heteroskedasticity 

                             Ho: Constant variance 

                           Variables: fitted values of LIR 

chi2(1) 0.53 

Prob> chi2 0.4646 

Source:Computed through Stata, NBE and Banks audited annual report from 2015-2022 

As it is indicated in the above table 4.3 the probability value of chi2 is 0.4646or 46.46% 

which is higher than normal acceptance of significant level of 5%. Therefore, the null 

hypothesis of homoscedasticity is failed to reject at 5 percent level of significant. In other 

words, there is no Heteroskedasticity in this research model, so we can run OLS to this 

research model. 
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In econometrics, an extremely common test for Heteroskedasticity is the White test, which is 

a statistical test that establishes whether the variance of errors in a regression model is 

constant, which is homoscedasticity. If no cross product terms are introduced in the white test 

procedure, then this is a test of pure Heteroskedasticity 
Figure4.1. Test of Heteroskedasticity by White test 

 
Source: Computed through Stata, NBE and Banks audited annual report from 2015-2022 

From the above figure under white test the probability value of chi2 is 52.19%, which is 

greater than 5% of significance level. This indicates that the null hypothesis fail to reject. In 

other words, there was no Heteroskedasticity in this research model. With respect to 

Skewness the probability value is 13.25% and the probability value of kurtosis is 64.39% 

which is greater than 5% of significance level. This implies that there is no significance 

evidence for the presence of Heteroskedasticity at 5% significance. 

4.2.1. Multicoliniarity Test 

Brooks C. (2014), states that when using the OLS estimation method the explanatory 

variables are not correlated with one another. If there is no relationship between the 

explanatory variables, they would be said to be orthogonal to one another. If the explanatory 

variables were orthogonal to one another, adding or removing a variable from a regression 

equation would not cause the values of the coefficients on the other variables to change. 

However, in any practical context, the correlation between explanatory variables will be non-

zero, although this will generally be relatively benign in the sense that a small degree of 

association between explanatory variables will almost always occur but will not cause too 

much loss of precision. There are two classes of multicollinearity: perfect multicollinearity 

and near multicollinearity. Perfect multicollinearity occurs when there is an exact relationship 

between two or more variables. It shows the regressionmodel has difficulty in explaining 

                                                   

               Total        55.48     53    0.3813

                                                   

            Kurtosis         0.21      1    0.6439

            Skewness        12.44      8    0.1325

  Heteroskedasticity        42.83     44    0.5219

                                                   

              Source         chi2     df      p

                                                   

Cameron & Trivedi's decomposition of IM-test

         Prob > chi2  =    0.5219

         chi2(44)     =     42.83

         against Ha: unrestricted heteroskedasticity

White's test for Ho: homoskedasticity
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which independent variables are affecting the dependent variable. As noted by (Gujarat, 

2004) a serious problem for multi co-linearity is occurred if the correlation is above 0.8 or 

that is pair-wise or zero-order coefficient between independent variable is out of the 

recommended range of multi co-linearity, which is -0.8 or 0.8.While Hair (2006), argued that 

correlation coefficient below 0.9 may not cause serious multi co-linearity problem. 

The standard statistical method for testing data for multi co-linearity is analyzing by variance 

inflation factor (VIF) and explanatory variables correlation coefficients. The benchmark for 

variance inflation factor (VIF) often given as 10.Thus, if variance inflation factor (VIF) of 

explanatory variable exceeds 10 indicates that there is the presence of multi co-linearity. If 

the variance inflation factor (VIF) of explanatory variable less than 10 indicates that, there is 

absence of multi co-linearity 

Table 4.4 Multi-collinearity test by variance inflation factor 

Variable VIF 1/VIF 
DR 1.54 0.649270 
BS 1.89 0.528136 
PR 1.30 0.769119 
OC 1.04 0.963795 
NII 1.61 0.622818 
ER 1.68 0.593834 
IR 2.77 0.360410 
LIQ 1.31 0.761010 
Mean VIF 1.64 

Source: Computed through Stata, NBE and Banks audited annual report from 2015-2022 

From the above table 4.4,  the variance inflation factor (VIF) of all independent variables are 

less than 10.This showed that there is no Multicollinearity problem between explanatory 

variables. 

4.2.2. Normality Test 

A normal distribution is not skewed and is defined to have a coefficient of kurtosis of 3. A 

distribution said to be normal when it is symmetric about its mean and also called mesokurtic, 

while a skewed distribution is not symmetric to its mean, it may be skewed to the left or right 

side of its mean. For this research to cheek   the problem of normality test, the researcher has 

been conducted using the most popular test of normality, Shapiro-Wilk W test for normal 

data.  Based on this test of Normality, if the P value is more than 0.05 (P ≥ 0.05) there is no 

normality problem. 
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Shapiro-wilk W test for normal data 

Table 4.5 Test of normality 

Variable Observation W V Z Prob>z 

Res 72 0.97398 1.639 1.076 0.14095 
Source: Computed through Stata, NBE and Banks audited annual report from 2015-2022 

The hypothesis for normality test was formulated as follows 

           Ho: Error term is normally distributed 

           H1: Error term is not normally distributed 

Decision rule: reject Ho if p-value of Shapiro-Wilk W is less than the significant level (α = 

5%). Otherwise, do not reject Ho. 

Therefore, the normality tests for this study as shown in table 4.5, above , the Shapiro-Wilk 

W test for normal data has a P-value of 0.14095 implies that the p-value of the Shapiro-Wilk 

W test for normal data for the models is greater than 0.05 which indicates that the errors are 

normally distributed. From the above table the probability value of normality test is 14.095% 

which is greater than 5% significant level that shows we fail to reject the null hypothesis.  

4.2.3. Test for Autocorrelation 

It is assumed that the error terms are uncorrelated with one another. If the errors are not 

uncorrelated (correlated) with one another, it would be stated that they are “autocorrelated” or 

that they are “serially correlated”. The consequences of ignoring autocorrelation when it is 

present are similar to those of ignoring heteroskedasticity. The coefficient estimates derived 

by using OLS are still unbiased, but they are inefficient, meaning that the standard errors are 

biased. Another assumption of the classical linear regression model is that the covariance 

between the error terms over the time or cross-sectional is zero. In other terms, it is assumed 

that the errors are uncorrelated with one another. In this regard to test this assumption, the 

Wooldridge test for autocorrelation in panel data serial correlation test was used. The 

hypothesis for test of autocorrelation was formulated as follows. 

HO: There is no autocorrelation 

H1: There is autocorrelation 
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Table 4.6 Test for Autocorrelation 

Wooldridge test for autocorrelation in panel data 
H0: no first order autocorrelation 
F(  1,       9) =       4.827 
Prob> F       0.0556 

Source: Computed through Stata, NBE and Banks audited annual report from 2015-2022 

Decision rule: 

 Reject Ho if p-value is less than the significant level (α = 5%). Otherwise,  

Do not reject Ho

4.3. Model Specification test 

. 

From the above table 4.6, under Wooldridge test for autocorrelation the probability value 

of F is 5.56 % which is greater than 5% significance level. This depicts that we fail to 

reject the null hypothesis. This means that there is no significance evidence for the 

presence of autocorrelation at 5% significance level in this research model. 

Model specification is one of classical linear regression model (CLRM) that the regression 

model used in the analysis should be correctly specified: If the model is not specified 

correctly, we encounter the problem of model specification error or model misspecification. 

Model specification error occurs when omitting an important independent variable, or 

including unnecessary variable or choosing wrong functional form. If the omitting variable is 

correlated with the variable which included, the estimators will be biased and inconsistent 

and model specification error will tends to occur as noted by(Gujarat, 2004). To test this 

assumption, Ramsey RESET test was used. The hypotheses for model specification test were 

formulated as follows. 

Table 4.7.Test for Model Specification: Ramsey RESET Tests 

                    Ramsey RESET test using powers of the fitted values of lir 
Ho:  model has no omitted variables 

F(3, 60) 1.26 
Prob> F  0.2971 

   Source: Computed through Stata, NBE and Banks audited annual report from 2018-2022 

The hypotheses for model specification test were formulated as follows. 

         HO: There is no omitting variable or model specification is correct  

         H1: There is omitting variable or model specification is incorrect 

        Decision rule: reject Ho if p-value is less than the significant level (α = 5%). Otherwise, 
do   not reject Ho 
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 As it is shown in the above table 4.7, the Ramsey RESET test F-statistics is 1.26with p-value 

of 0.2971which is greater than 5% significant level, so failed to reject the null at 5% 

significant. Therefore, it depict that this model is correctly specified and the estimated 

coefficients are appropriate to explain the lending interest rate factors. 

4.4. Random Effect vs. Fixed Effect Models 
 

According to (Brooks, 2008), there are broadly two classes of panel estimators’ approach 

models that can be applied in financial research that is fixed effect model and random effect 

models. Choosing one of the two models depends on the assumption we make about the 

likely correlation between the cross-sections specification error and explanatory variable are 

uncorrelated. Hausman test is used to choose appropriate model for the study. The hypotheses 

for model selection were formulated as follows. 

HO: random effect model is appropriate 

H1: fixed effect model is appropriate 

Decision rule: reject Ho if p-value is less than the significant level (α = 5%). Otherwise do 
not reject Ho. 

Figure 4.2 Random Effectresult By OLS 

 

Source: Computed through Stata, NBE and Banks audited annual report from 2018-2022 

The p-value for the Hausman test provided p-value which is 0. 9408 or 94.08% is greater 

than 5% indicates that the null hypothesis was not rejected. Accordingly, random effect 

model (REM) was employed to estimate the relationship between the dependent and the 

independent variable 

                Prob>chi2 =      0.9408
                          =        2.31
                  chi2(7) = (b-B)'[(V_b-V_B)^(-1)](b-B)

    Test:  Ho:  difference in coefficients not systematic

            B = inconsistent under Ha, efficient under Ho; obtained from xtreg
                           b = consistent under Ho and Ha; obtained from xtreg
                                                                              
          ir      .0013248      .000882        .0004428        .0040889
          er      .0016029     .0015394        .0000635        .0008391
         nii     -.0770647    -.0785937         .001529        .0118715
          oc       .166668     .2046686       -.0380006        .0973886
          pr       .480483     .4957989       -.0153159        .0854914
          bs     -.0069168    -.0081712        .0012544          .00433
          dr      .8108873     .9631994        -.152312        .2267826
                                                                              
                     fe           re         Difference          S.E.
                    (b)          (B)            (b-B)     sqrt(diag(V_b-V_B))
                      Coefficients     
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Therefore, Random effect model is appropriate for this study and regression analysis will be 

made based on random effect estimates. 

4.2.1. Regression analysis and Interpretation 

The empirical findings from the econometric results on the determinants of lending rate of 

private commercial banks in Ethiopia presented in this section. The section covers the 

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

following empirical model was used in order to identify the factors that can affect the lending 

rate of private commercial banks in Ethiopia. 

LIR = βo + βDRit+βBSit+βPRit+βOCit+βNIIit+βERit+βLIQit+βIFit+εit 

Where, LIR = lending interest rate of ith bank in year t 

              DR= deposit rate of ith bank in year t 

              BS = bank size of ith bank in year t 

              PR = profitability ratio of ith bank in year t 

              OC = operating cost to total asset ratio of ith bank in year t 

              NII = non-interest rate of ith bank in year t 

               ER = exchange rate of ith bank in year t 

               LIQ = liquidity ratio of ith bank in year t 

               IF = inflation rate of ith bank in year  

ε = error term 

βo = intercept(constant) 

                i = number of observation and t = time period, t = 1…..8 ith

The coefficients of explanatory variable were estimated by the use of ordinary least square 

(OLS) technique. The regression result in Table 4.7 demonstrates both coefficients of 

explanatory variables and corresponding p-value. 

 

 bank in year t 
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Figure 4.3.Regression result By OLS 

 

Source: Computed through Stata, NBE and Banks audited annual report from 2015-2022 

The above figure 4.3 depicts effect of independent variables on commercial banks’ lending 

interest rate. Thus lending interest rate is the dependent variable while deposit rate, bank size, 

Profitability, Operational cost, non-interest income, Gross exchange rate, inflation and 

liquidity are independent variables. 

Multiple regression analysis was conducted to establish the relationship between commercial 

banks liquidity and the independent variables. The OLS model equation which is applied in 

this thesis is as follows: 

LIR=0.9816+0.4207DR+0.0222BS-0.0533PR-0.0464OC-0.06687NII-0.01794ER-0.2815IR-

0.0463LIQ+Eit 

4.3.3. Interpretation of F- Statistic/variance Test/Model fit test 

According to the above figure 4.3, the overall, F-statistic 8.14 which is highly significant at 

1% with a p-value 0.000 revealed that, those independent variables collectively have 

statistically significant effect on the dependent variable. Thus, it implies that the explanatory 

variables in the model can describe the variations in the dependent variable, in which the total 

model is significant and we can use these data for prediction, policy making and educational 

purpose. 

 

 

                                                                              

       _cons     .0981692    .018815     5.22   0.000     .0605705     .135768

         LIQ     .0463272   .0220523     2.10   0.040     .0022592    .0903952

          IR    -.2815169   .0808924    -3.48   0.001    -.4431675   -.1198663

          ER    -.0179447   .0549739    -0.33   0.745    -.1278012    .0919119

         NII     -.066874   .0183236    -3.65   0.001    -.1034907   -.0302573

          OC    -.0464298   .0208405    -2.23   0.029    -.0880761   -.0047834

          PR    -.0533766     .02297    -2.32   0.023    -.0992784   -.0074748

          BS     .0222205   .0069444     3.20   0.002     .0083432    .0360978

          DR     .0420755   .0098695     4.26   0.000     .0223529    .0617982

                                                                              

         LIR        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]

                                                                              

       Total    .019265944        71  .000271351   Root MSE        =    .01226

                                                   Adj R-squared   =    0.4459

    Residual    .009472554        63  .000150358   R-squared       =    0.5083

       Model    .009793391         8  .001224174   Prob > F        =    0.0000

                                                   F(8, 63)        =      8.14

      Source         SS           df       MS      Number of obs   =        72
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4.3.4. Interpretation of Coefficient of Determination(R- squared) 

The coefficient of determination measures the success of the regression in predicting the 

values of dependent variable in the sample. It is the contribution of the independent variables 

to dependent variable. As noted by Muijs (2004), there is a rule of thumb, which can be used 

to determine the R – squared values as follows: 0% to 10% poor fit, 11% to 30% week fit, 

31% to 50 % moderate fit, and greater than 50% strong fit. The result of regression in the 

above figure shows, R2

4.3.5. Interpretation of Adjusted R – Squared 

 is 50.83%, meaning that 50.83%, variation of the dependent variable 

is explained by the selected independent variables. In other words (100% - 50.83% = 

49.17%) change in the dependent variable is due to unknown variables or error variables. It 

means that explained variance is more than error variance, which is good sign for developing 

the model.    

The adjusted R – squared tells that whether the additional independent variable contributed to 

the total model or not. Only when the additional term enhances the model more than would 

be predicted by chance does the modified R2 rise. It falls off when a predictor boosts the 

model by less than would be predicted by chance. Here in this  study adjusted  R2

4.3.6. Interpretation of Regression Result 

 of  44.59%  

indicates  that  the  formula  slightly  fit  for  predicting the dependent variable  lending 

interest rate. These means that 44.59% of changes occur in the dependent variable lending 

interest rate are attributable by the explanatory variable.    

In this section, the relationship between dependent variable and each explanatory variable on 

the basis of findings were explained. The study includes the dependent variable which is 

lending interest rate and the independent variables, deposit rate, bank size, Profitability, 

Operational cost, non-interest income, Gross exchange rate, inflation and liquidity. 

4.3.7. Interpretation of Intercept (Constant) 

The constant is often defined as the value of the dependent variable when you set all of the 

explanatory variables in the model to zero. Here, from the above figure the value of intercept 

is 0.9816 and probability value of 0.000 that is significant even at 1%.  This indicates that 

when all value of the independent variable is equal to zero the dependent value is equal to 

0.9816. 
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4.4. Hypotheses testing and Interpretation of regression result 
4.4.1. Deposit rate 

H1: Deposit rate has positive and significant effect on lending interest rate on Private 

Commercial banks in Ethiopia. 

Figure 4.3 the regression result shows that coefficient of deposit rate (DR) has positive and 

statistically significant effect on lending rate of private commercial bank by a coefficient 

estimate of 0.0420755and its P-value is 0.0001.This means that holding other independent 

variables constant, when deposit interest rate increased by one percent, as the result the 

lending rate will increases by 4.20% on average, the effect is statistically significant even at 

1% significant level. Accordingly, the result supported the working hypotheses that deposit 

interest rate has positive and statistically significant effect on lending interest rate of private 

commercial banks in Ethiopia for the period of 2015 to 2022. It was in line with the 

hypotheses (1). This result is consistent with Cihak (2004),Bhattarai, (2015) and Kaymaz and 

Kaymaz (2011), they found significant positive relationship with lending interest rates. But 

inconsistent with Samuel and Peters (2014) and Ali et al. (2016). They found that deposit rate 

has a significant and negatively relationship with lending rate. The deposit rate, as a cost of 

the basic sources of financing of bank activities, is found statistically significant in models 

used in the study. Moreover, the sign of deposit rate conform to the expectation and this 

showed that as the private Commercial bank deposit rate increases definitely increase their 

lending rate in the bank. The result is in line with economic theory of Loanable Funds Theory 

which premises a positive relationship between the bank lending interest rate and deposit 

interest rate as creditors pass out their input cost of funds to borrowers. Loanable funds 

theory explains factors that influence lending rates in that if individuals do not save in banks 

due to low interest rates offered on deposits due to poor financial intermediation as a result of 

inefficiencies in banking, there will be low deposits from which banks will lend from and 

thus high lending rates.  

4.4.2. Bank Size 

H2: bank size has negative and significant effect on lending interest rate of Private 

commercial banks in Ethiopia. 

According to the above Figure 4.3 regression result, bank size has positiverelationship with 

the dependent variable and it is statically significant even 1% confidence level. 

Thisregression result is not in line with the research hypothesis which has been formulated 
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bank size has negative and significant impact on lending rate. The result shows that larger 

bank size tend to change high lending rate compared to smaller size. The evidence here 

suggests that large banks do not benefit from the scale of economies which will result in 

lower cost and lead to lower lending rate. Banks may be suffering from diseconomies of scale 

which have contributed to the high cost and lending rate. Generally large bank size charge 

high lending rate to compensate for their involvement in technology and branch opening cost 

as well as network expansion. In response to to model specification bank size was peroxide 

by the natural logarithm of assets. This finding is inconsistent with theories that are 

emphasizing the importance of economics of scale effect. Due to increased economics of 

scale, bank that maintain sufficient asset should benefit from their size and have lower 

lending rates. However to extent that those bank sizes indicate control of the market in the 

loan markets, positive relationship between interest rate and bank size should not be 

surprised. 

The estimated coefficient 0.0222205 with p value of 0.002 ofBank size onregression was 

interpreted as holding other variables constant, average increaseof Bank size in one unite 

cause 0.0222205 increases in banks’ lending interest rate ofcommercial banks in Ethiopia 

passed to borrowers by setting higher loan rates and the relationship is statistically significant 

at 5% significant level.  

4.4.3. Profitability Ratio 

H3: Bank Profitability ratio has negative and significant effect on lending interest rate of 
Private commercial banks in Ethiopia. 

Regarding to figure 4.3, the regression result shows bank Profitability ratio (PR) is negatively 

and statistically significant impact on lending interest rate of private commercial banks in 

Ethiopia since its P-value is 0.023 and coefficient is (-0.0533766). This means that 

holdingother independent variables constant, when bank Profitability ratio increased by one 

percent, the lending rate will decreases by 5.33% on average, the relationship is statistically 

significant at 5% significant level. Accordingly, the result supported the working hypothesis 

that bank Profitability ratio has negative and statistically significant effect on lending interest 

rate of private commercial banks in Ethiopia for the period of 2015 to 2022. Meaning that 

bank Profitability ratio has statistically significant effect on lending rates of private 

commercial banks in Ethiopia. The result indicates that profitable private commercial banks 

have low lending rate in Ethiopia context. The result is inconsistent to Bhattarai (2015), 

Siddiqui (2012), Khan (2014), Obillo (2015). the result is in line with credit market theory 
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postulates that the borrowers willing to pay high interest rates may on average be worse risks; 

thus as the interest rate increases, the riskiness of those who borrow also increases, reducing 

the bank’s profitability. 

4.4.4. Operating cost  

H4: Operating cost has positive and significant effect on lending interest rate of Private 
commercial banks in Ethiopia 

The empirical finding the regression result of operating costs to total assets ratio is negative 

and statistically significant relationship between private commercial bank lending interest 

rate in Ethiopia. Since, its P-value is 0.029 and coefficient is (-0.0464298). This means that 

holding other independent variables constant, when operating costs to total assets ratio 

increased by one percent, the lending interest rate will decreases by 4.64% on average, the 

relationship is statistically significant even at 3% significant level and the result is not 

consistent with my expectation since its effect was statistically significant as well as negative 

relationship. Thus, we concluded that operational cost has a negative and statistically 

significant effect on Ethiopian commercial banks’ lending interest rate for the period of 2015 

to 2022. The result is inconsistent with Samuel (2018),Gambacorta (2008) ,Obillo 

(2015),Mbao et al. (2014), Siddiqui (2012), Okoye and Ricahrd (2013) and Karanu and Ireri 

(2015) they found that operating costs to total assets ratio have a positive relationship with 

lending rate. 

4.4.5. Non-interest income 

H5: non-interest income has negative and significant effect on banks’ lending interest rate. 

Based on the result of figure 3, the non-interest income has negative and significant effect on 

lending interest rate of private commercial banks in Ethiopia. Hence, the non-interest income 

has the coefficient of– 0.066874, and its probability value of 0.000 meaning that it is 

statistical significant at 5% significance level. This implies that holding other explanatory 

variable constant, when the non interest income  increase by one percent (1%), as a result the 

lending interest rate of private commercial banks decrease by 6.68% and the effect is 

statically significant at even 1% significance level. This indicates that Banks with a better 

income diversification have the leverage to reduce lending interest rates and improve the 

efficiency of the financial system. The statically significant impact of non-interest income on 

lending interest rate is in line with hypotheses. This outcome is consistent with the study 

conducted by of Mbao (2014), so that the result suggested that their negative significant 

relationship between non-interest income and the bank lending interest rate. Banks with 
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improved income tend to benefit borrowers by lowering interest rate. 

4.4.6. Exchange rate 

H6: exchange rate has positive and significant effect on lending interest rate of Private 
commercial banks in Ethiopia 

From the above figure 4.3, the exchange rate has negative and insignificant effect on lending 

interest rate of private commercial banks in Ethiopia. Exchange rate has the coefficient of -

0.0179447 and its probability value of 0.745. Meaning that exchange rate has statistically 

insignificant effect on lending interest rates of private commercial banks in Ethiopia. The 

results indicate a negative relationship between lending rates and exchange rate and it is 

statistically insignificant even at 7%. The result suggests that the lending rate of private banks 

is not sensitive to inflationary pressure but to move in same direction. The findings are 

inconsistent with previous study with Carolyn C.Lagat and Daniel M. Nyandema (2016), so 

that the result suggested that there is a positive relationship between exchange rate and lending 

interest rate. It also may reflect how fluctuating and volatile exchange rate may have 

contributed to the growth of profitability and lending interest rate of banks. 

4.4.7. Inflation  

H7: Inflation rate has positive and significant effect on lending interest rate of Private 
commercial banks in Ethiopia 

Inflation is persistent increase in price level in an economy. From theoretical stand point, 

there is positive relationship between inflation and lending interest rate i.e. high inflation rate 

generally associated with high interest rate. However, the regression result of this study has 

displayed negativerelationship between lending interest rate and inflation. This indicates that 

the interest income of commercial banks in Ethiopia is negatively affected by inflation.The 

result is inconsistent with existing studies and not in line with theories and initially 

formulated hypothesis. 

Perry, 1992 argue that the effect of inflation on bank interest rate depend on whether inflation 

is anticipated or unanticipated. If inflation is anticipated, then the bank adjust interest rate 

accordingly, herby increasing the interest rate margins. On the other hand if inflation is not 

anticipated then the bank may be slow in adjusting their interest rate and so may affectinterest 

margin negatively because of increased cost occasion by inflation. 

Some existing studies conducted on interest rate margin have found negative relationship 

between interest rate margin and inflation. abrue& Mendes,2002) found negative relationship 
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between interest rate margin and inflation on a cross-country study of Portugal, Spain, France 

and Germany (Maria & Agoraki,2010) also found negative relationship between net interest 

rate margin and inflation on south eastern Europe countries. (Martinez &Mody, 2004) 

showed that inflation has a negative impact in Latin- American Bank margin. (Samy, 2003) 

indicated a negative relationship between inflation and interest margin of Tunisia banks. 

In the Ethiopia commercial banks Inflation rate has an estimated coefficient -0.2815169 in 

the lending interest rate, which means that holding other independent variables constant, a 

One unit increase in Inflation rate cause reduction oflending interest rate by 0.2815169 and 

the relationship statistically significant even at 1% significant level. even though inflation 

brings higher cost and higher income, it seems that cost increases more than do revenue in the 

cause of Ethiopia commercial banks thus negative coefficient shows that inflation happening  

in Ethiopia is unanticipated that increases their cost doing business and erodes the real 

interest income which means  in turn reduce lending interest rate. 

4.4.8. Bank Liquidity Ratio  

H8: Bank Liquidity Ratio has negative and significant effect on lending interest rate of 
Private commercial banks in Ethiopia 

As it is seen in the above figure 3, the result of regression model displays the coefficient 

liquidity ratio (LR) is positive and statistically significant level, indicating higher lending 

interest rate for banks with a higher proportion of liquid asset. Even though the regression 

outcome is not accordance with hypothesis which has been hypothesized as has negative and 

significant effect on lending interest rate. The result is consistent with Ali et al. (2016), Cihak 

(2004),Adoa (2015)and Okoye and Ricahrd (2013), they found that liquidity ratio have a 

significant and positively relationship with lending rate since they need to be compensated 

for keeping more liquid assets i.e. when bank total asset increase, bank lending rate moves 

upwards. 

Bank that either decide or required by regulation to hold a high proportion of their assets in 

the form of liquid assets seem to change higher lending rates. This can be interpreted banks 

response to the fact that in holding higher liquid ratio, Banks forego a return on such assets or 

incur more opportunity costs which they pass to borrowers in the form of higher loan prices.  

The liquidity peroxided by liquidity assets to total assets has an estimated coefficient of 

0.0463272 with P-value is 0.040 in the lending rate regression, which means that holding 

other variables constant, average increaseof liquidity ratio in one percent result in 
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4.63%increases in banks’ lending interest rate passed on borrowers and the relationship is 

statistically significant at 5% significant level.  

Table 4.8. Summary of actual and expected signs of explanatory variables on the dependent 
variables 

S.No Explanatory 
variables 

Expected sign and impact on 
lending interest rate 

Actual impact on lending 
interest rate 

1 DR Positive and significant Positive and significant 
2 BS Negative and significant Positive and significant 
3 PR Negative and significant Negative and significant 
4 OC Positive and significant Negative and significant 
5 NII Negative and significant Negative and significant 
6 ER Positive and significant Negative and insignificant 
7 IF Positive and significant Negative and significant 
8 LIQ Negative and significant Positive and significant 
 

Table 4.9 summary and comparison of regression result and hypothesis testing 
S.No Explanatory 

variables  
   Hypothesis Regression 

P-value 
Rejected/Accepted the 
hypothesis 

1 DR Positive and significant 0.000 Accepted 

2 BS Negative and significant 0.002 Accepted 

3 PR Negative and significant 0.023 Accepted 

4 OC Positive and significant 0.029 Accepted 

5 NII Negative and significant 0.001 Accepted 

6 ER Positive and significant 0. 745 Rejected 

7 IR Positive and significant 0.001 Accepted 

8 LIQ Negative and significant 0.040 Accepted 

Note: P-value is the probability value from the above regression table 4.10 
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CHAPTER FIVE 

5. SUMMARY OF FINDING, CONCLUSION AND 
RECOMMENDATION 

 

This chapter consists of the study of summary, conclusions, recommendations and an 

indication of future researches. Since the study deals about the factors that affects lending 

interest rate in Ethiopia Commercial banks during the period from 2015-2022 G.C. 

Findings indicated that Ethiopian commercial banks’ lending interest rate are influenced 

by bank specific or internal factors including: bank deposit rate (DR) Bank size (BS), 

Profitability (PR), operational Cost (OC), Non-interest income (NII) Liquidity and 

external or macroeconomic factors including: Exchange rate (ER) and Inflation .This 

chapter outlines the summary and conclusions of the study in accordance with the 

regression results.It also gives an insight on the policy recommendations as well as 

suggestions for future studies.   

1.1. Summary of finding of The Study 
The broad objective of this study was to identify the main bank-specific, industry specific 

and macro-economic factors that can affect Ethiopian private commercial banks’ lending 

interest rate and to what extent these determinants exert impact on Ethiopian Private 

commercial Banks’ lending rate. In doing so, previous studies on lending interest rate have 

been reviewed and it is summarized that the lending interest rate 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 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 broad objective of this study was to identify the main bank-

specific, industry specific and macro-economic factors that can affect Ethiopian private 

commercial banks’ lending interest rate and to what extent these determinants exert impact 

on Ethiopian Private commercial Banks’ lending rate. The literatures differ about the 

category of factors that had the greatest influence on lending interest rate. Some of the 

studies argue that the main determinants of lending rate are bank specific factors; whereas 

others claim that the industry specific factor and macroeconomic factors are the most 

important variables that explain the level of lending interest rate. Therefore, there is a 

continuous debate on the key determinants of lending rate in different countries. Cognizant 

of the need for further research in the area, the current study had proposed a model based 
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on literatures to analyze the effects of bank specific, industry specific factor and 

macroeconomic factors on lending interest rate of Ethiopian private Commercial Banks. 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 deposit rate, bank size, liquidity ratio, profitability ratio, operating cost 

to total asset ratio while for external determinants, market concentration and inflation rate. 

To comply with the objective of this research, the paper used quantitative research method. 

The quantitative data were mainly obtained from the banks themselves, from NBE and 

MoFEC through documentary analysis in order to identify and measure the determinants 

of banks’ lending interest rate. In specific, multiple regression analysis is adopted to 

measure the effect of determinants on banks’ lending interest rate quantitatively. This 

study has identified a number of variables that have important bearing on lending interest 

rates in Ethiopia. Both the internal (i.e. bank-specific variables) and external factors used 

in this study have found joint influence on lending rate. Overall results from the regression 

analysis estimated by random effect regression model revealed that deposit rate; operating 

cost to total asset ratio and market concentration had positive and significant effect on 

lending rate. On the other hand, bank size, liquidity ratio, profitability ratio affect lending 

rate of Ethiopian private commercial banks negatively. Inflation rate has positive and 

insignificant effect on lending rate. 

Generally, most of the findings were in line with postulates that bank specific variables, 

industry specific factor and macroeconomic variables have an impact on bank lending 

interest rate 

1.2. Conclusion 
The empirical result of this study showed that inflation rate, and profitability ratio had 

significant and negative effect on lending interest rate of private commercial banks in 

Ethiopia and Deposit rate and bank size andliquidity ratiohad significant and positive impact 

on lending interest rate of private commercial banks in Ethiopia. Industry specific factor 

inflation has significant and negetive effect on lending interest rate of Ethiopian private 

commercial banks. Exchange rate is also negativebut insignificant impact on lending interest 

rate of private commercial banks in Ethiopia.  

The study specifically examines the effect of bank determinants factors on lending interest 

rate of Ethiopia private commercial banks based on the following conclusions. 
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• Deposit rate revealed positive and statistically significant impact on lending interest 

rate of private commercial bank in Ethiopian. In other word, Deposit rate had the 

direct relationship with the lending interest rate of private commercial banks in 

Ethiopia. The sign of deposit rate conform to expectation and this showed that as the 

Commercial bank deposit rate increases will definitely increases their lending rate in 

the bank. 

• Bank size revealed positive and statistically significant impact on lending interest rate 

of private commercial banks in Ethiopia. The large size bank has the advantage of 

providing a large menu of financial service to their customers and there by mobilize 

more funds which will lead to serving their customers with low lending rate. Bank 

size was a great determinant of lending rate of commercial banks as larger banks 

lacked the ability to offer lower lending rates as the interest spread maintained was 

lower compared to that of the smaller banks. Due to increased economies of scale, 

banks that maintain sufficient asset should benefit from their size and have lower 

lending interest rates. 

• Bank Profitability ratio revealed negative and statistically significant impact on 

lending interest rate of private commercial banks in Ethiopia. Bank Profitability ratio 

indicator profitable banks have the capacity to implement modern Credit risk 

management system, technology and hiring trained man power/experts as well as 

having credit information access so that it contributes for low lending interest rates. 

• Operating costs to total assets ratio is negative and statistically significant relationship 

between private commercial bank lending interest rate. This implies that Operating 

cost increases the cost of banking institution which then results into lower lending 

interest rates. 

• Non-interest income has a negative and significant impact on lending interest rate 

of private commercial banks in Ethiopia even at 1% significance level. 

• Inflation rate the coefficient of inflation was negative a statistically significant, but 

this negative relationship effect of inflation on Ethiopian private banks lending rate 

is not anticipated but the findings suggested that as inflation is a determinant of 

banks’ lending rate in Ethiopia as far as the parameter for this variable is significant 

as illustrated by the large p-values of even at 1% significance level. In terms of 

inflation impact on lending rate, previous studies of Adoa 

(2015),Mbaoetal.(2014),Asamoah and Adu (2016), Kinyuru(2011),Ahmed 

(2016),Omondi (2014) and Gambacorta (2008) showed a positive result and this 



 61 
DETERMINANTS OF BANK LENDING INTEREST RATES ON PRIVATE COMMERCIAL BANKS IN ETHIOPIA 

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 lending rate. Referring to 

previous studies, the results they found that inflation is positively related to lending 

rate. This suggests that lending interest rates change in proportion to the changing 

expected inflation. 

• Bank liquidity ratio revealed positive and statistically significant impact on lending 

interest rate of private commercial banks in Ethiopia. When liquidity ratio increased 

by one percent, the lending interest rate will increased by 0.46% on average, the 

relationship s statistically significant at 5% significant level. When bank total asset 

increase, bank lending rate moves upwards and high return of highly liquid asset. 
 

Therefore, the study reached on conclusion that variables deposit rate, bank size, and 

profitability ratio, Operating costs to total assets, Non-interest income, liquidity ratio and 

Inflation rate significant effect on lending interest rate of private commercial banks in 

Ethiopia in different sign. 

1.3. Recommendations 
Based on the findings of this study, the following recommendation is hereby proffered: 

 The study recommends, that the selected variables are determinant factors of private 

commercial bank’ son lending interest rate such as bank specific factors deposit rate, 

bank size, liquidity ratio, profitability ratio and Operating cost , Non-interest income 

and macroeconomic factors Exchange rate and inflation rate to determine lending 

interest rate in private commercial bank at an acceptable level except Exchange rate. 

Based on the findings and conclusions above, the study recommends that commercial 

banks evaluate their lending rates properly to ensure that they have adequate loan 

disbursement but also high returns that would improve the financial performance. 

This therefore means that commercial banks need to clearly evaluate their lending 

rates and the costs attached to the finances so as to come up with optimal returns. 

 The study also recommends, large size bank has the advantage of providing a large 

menu of financial services to their customers as result Banks should try as much as 

possible to a balance which will help them to cover cost associated with lending and 

at the same time, maintain good banking relationship with their borrowers. Bank 

management should maintain lending rate at carefully which is essential to the safety 

and soundness of banking institution. Moreover, bank management should ensure that 
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appropriate policies procedures, management information systems and internal 

controls to maintain lending rate at practical levels with consistency and continuity. 

This is Competitive advantage on economies of scale as the result large bank send 

loan to their customer with small landing rate. 

 Interest paid on deposits by individual banks is a major factor in private banks. The 

higher the interest paid on these deposit the more the lending rate will be and the 

smaller the interest paid the lower the lending rate will be. When banks mobilize 

deposit from customers, they pay interest on these deposits (i.e. saving and fixed time 

deposits) to ensure that deposits do not lose value over the period that the money is 

kept with the bank. The interest on deposits which is termed as borrowing rate is 

expensive for time deposits than saving deposits. Thus, commercial banks should 

strategize on how to attract and retain more saving deposits rather than focusing on 

mobilization of fixed time deposits so as to reduce interest expense thereby further 

improve their lending rates. 

 Regarding to non-interest income has a negative significant impact on lending interest 

rate of private commercial banks of Ethiopia. Following this, the researcher 

recommend that banks need to improve their operational efficiency by setting lower 

bank lending interest rate by using appropriate cost reduction strategies and banks 

focus on other income sources such as charge from mobile banking, internet banking, 

ATM, telegraphic transfers, insufficient funds fees, annual fees, transactions fees, 

issuance of guarantees, brokerage or commission earned on foreign transactions and 

financial advisory services. 

 Private commercial banks should manage their liquidity position; from the regression 

result liquidity ratio and lending interest rate positive relationship in private 

commercial banks of Ethiopia. This implies that high liquidity ratio are likely to 

include the deposit of customers due to inefficiency leading to higher lending interest 

rate.  

 Private commercial banks should manage their internal inefficiencies; from the 

regression result operating cost to total asset ratio and lending interest rate negative 

relationship in private commercial banks of Ethiopia. This implies that high operating 

costs are likely to include costs due to inefficiency leading to lower lending interest 

rate. The private commercial banks should give more attention in maintain cost 

efficiency by reducing controllable operating expenses using appropriate cost 

reduction strategies will help to bring bank loan price rise. This can be done by 
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moving towards multi-channel banking products such as mobile banking, internet 

banking, agent banking and effective utilization of Automatic Teller Machine by 

using those advanced technologies. 

 Regarding to exchange rate since it has negative and insignificant on lending interest 

rate of private commercial banks of Ethiopia. Following this the researcher 

recommended that banks are not giving more focus on reduction uncontrolled 

exchange rate rather than this banks focus on diversifying the way to increasing 

foreign currency reserves 

 As it is seen in the finding and conclusion Inflation has negative effect on bank 

lending interest rate and statistically significant so concerned bodies like national 

bank of Ethiopia and Ethiopian government should be all rounded inspection 

concerning financial institution activity and the country’s economic condition by 

considering different aspects. 

 As over all the researcher recommended to private commercial banks to incorporate 

fully the credit information they gather on their lending policies so as to ensure 

consumers with good credit ratings get competitive lending rate and don’t suffer the 

effect of branded risky borrowers thus lacking credit or being charged high lending 

rates. 

1.4. Suggestions for Future Research 
 

This study concentrated on the determinants of lending interest rates on selected private 

Commercial Banks in Ethiopia. The study did not consider other factors affecting lending 

interest rate of private commercial banks like management efficiency, policy rate; GDP and 

Treasury bill rate and use primary data as this would help capture qualitative information that 

cannot be quantitatively captured in financial statements. Therefore, future studies conducted 

on these areas to expand the level of knowledge 
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Appendix-1 
 

bank year LIR  DR   BS PR OC NII ER  IR  LIQ 

AB 2015 0.119 0.049 2.011 0.027 0.034 0.365 0.089 0.027 0.163 
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AB 2016 0.126 0.051 2.032 0.025 0.036 0.319 0.012 -0.029 0.196 

AB 2017 0.116 0.052 2.065 0.024 0.035 0.313 0.013 0.041 0.229 

AB 2018 0.135 0.069 2.391 0.027 0.035 0.207 0.043 0.032 0.208 

AB 2019 0.128 0.080 2.418 0.033 0.034 0.349 0.015 0.020 0.091 

AB 2020 0.140 0.079 2.907 0.029 0.038 0.430 0.060 0.046 0.205 

AB 2021 0.115 0.079 2.927 0.026 0.040 0.310 0.094 0.065 0.215 

AB 2022 0.115 0.081 2.946 0.290 0.043 0.310 0.076 0.075 0.217 

DB 2015 0.125 0.044 2.314 0.029 0.036 0.438 0.089 0.027 0.223 

DB 2016 0.122 0.052 2.328 0.082 0.044 0.443 0.012 -0.029 0.240 

DB 2017 0.117 0.077 2.347 0.022 0.034 0.394 0.013 0.041 0.189 

DB 2018 0.141 0.079 2.372 0.021 0.038 0.338 0.043 0.032 0.196 

DB 2019 0.133 0.056 2.392 0.018 0.038 0.304 0.015 0.020 0.032 

DB 2020 0.138 0.078 2.893 0.023 0.043 0.197 0.060 0.046 0.163 

DB 2021 0.125 0.079 2.911 0.018 0.037 0.102 0.094 0.065 0.149 

DB 2022 0.124 0.078 2.922 0.024 0.039 0.293 0.076 0.075 0.085 

BOA 2015 0.144 0.043 2.339 0.021 0.034 0.293 0.089 0.027 0.316 

BOA 2016 0.137 0.044 2.359 0.022 0.042 0.379 0.012 -0.029 0.184 

BOA 2017 0.114 0.052 2.837 0.023 0.043 0.332 0.013 0.041 0.165 

BOA 2018 0.153 0.058 2.850 0.018 0.042 0.249 0.043 0.032 0.174 

BOA 2019 0.149 0.082 2.861 0.020 0.040 0.282 0.015 0.020 0.139 

BOA 2020 0.132 0.084 2.882 0.014 0.047 0.145 0.060 0.046 0.134 

BOA 2021 0.104 0.086 2.860 0.013 0.044 0.230 0.094 0.065 0.136 

BOA 2022 0.128 0.082 2.880 0.220 0.048 0.141 0.076 0.075 0.151 

WB 2015 0.141 0.509 2.324 0.026 0.043 0.356 0.089 0.027 0.178 

WB 2016 0.136 0.052 2.332 0.023 0.044 0.332 0.012 -0.029 0.191 

WB 2017 0.131 0.067 2.825 0.250 0.046 0.372 0.013 0.041 0.250 

WB 2018 0.143 0.073 2.841 0.029 0.044 0.433 0.043 0.032 0.197 

WB 2019 0.156 0.077 2.845 0.021 0.046 0.329 0.015 0.020 0.182 

WB 2020 0.139 0.077 2.860 0.022 0.050 0.476 0.060 0.046 0.211 
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WB 2021 0.151 0.075 2.862 0.011 0.062 0.268 0.094 0.065 0.154 

WB 2022 0.140 0.074 2.867 0.013 0.061 0.323 0.076 0.075 0.304 

HB 2015 0.140 0.045 2.326 0.020 0.041 0.289 0.089 0.027 0.190 

HB 2016 0.146 0.055 2.350 0.020 0.042 0.267 0.012 -0.029 0.170 

HB 2017 0.131 0.053 2.828 0.017 0.036 0.229 0.013 0.041 0.179 

HB 2018 0.152 0.056 2.842 0.020 0.037 0.328 0.043 0.032 0.130 

HB 2019 0.146 0.064 2.856 0.021 0.043 0.248 0.015 0.020 0.132 

HB 2020 0.155 0.071 2.867 0.021 0.042 0.131 0.060 0.046 0.153 

HB 2021 0.141 0.074 2.867 0.019 0.042 0.173 0.094 0.065 0.155 

HB 2022 0.148 0.071 2.880 0.016 0.048 0.175 0.076 0.075 0.198 

NIB 2015 0.129 0.044 2.250 0.025 0.035 0.265 0.089 0.027 0.135 

NIB 2016 0.152 0.047 2.270 0.024 0.034 0.202 0.012 -0.029 0.188 

NIB 2017 0.140 0.049 2.298 0.032 0.035 0.230 0.013 0.041 0.156 

NIB 2018 0.154 0.055 2.344 0.022 0.034 0.253 0.043 0.032 0.180 

NIB 2019 0.148 0.066 2.853 0.021 0.033 0.225 0.015 0.020 0.142 

NIB 2020 0.153 0.079 2.866 0.025 0.035 0.141 0.060 0.046 0.159 

NIB 2021 0.154 0.080 2.880 0.022 0.039 0.101 0.094 0.065 0.175 

NIB 2022 0.157 0.081 2.887 0.021 0.041 0.122 0.076 0.075 0.201 

CBO 2015 0.107 0.033 2.333 0.027 0.053 0.427 0.089 0.027 0.210 

CBO 2016 0.141 0.042 2.365 0.120 0.076 0.233 0.012 -0.029 0.232 

CBO 2017 0.115 0.035 2.815 0.014 0.047 0.229 0.013 0.041 0.252 

CBO 2018 0.122 0.037 2.846 0.015 0.042 0.348 0.043 0.032 0.302 

CBO 2019 0.128 0.042 2.865 0.016 0.045 0.336 0.015 0.020 0.201 

CBO 2020 0.142 0.086 2.878 0.023 0.050 0.260 0.060 0.046 0.152 

CBO 2021 0.101 0.087 2.902 0.160 0.050 0.330 0.094 0.065 0.201 

CBO 2022 0.098 0.084 2.921 0.016 0.212 0.330 0.076 0.075 0.172 

LIB 2015 0.116 0.035 2.259 0.026 0.052 0.388 0.089 0.027 0.260 

LIB 2016 0.123 0.037 2.295 0.024 0.541 0.411 0.012 -0.029 0.225 

LIB 2017 0.139 0.084 2.786 0.025 0.040 0.268 0.013 0.041 0.304 
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LIB 2018 0.159 0.062 2.802 0.027 0.039 0.309 0.043 0.032 0.259 

LIB 2019 0.144 0.091 2.823 0.026 0.038 0.339 0.154 0.020 0.220 

LIB 2020 0.140 0.128 2.849 0.020 0.344 0.139 0.060 0.046 0.264 

LIB 2021 0.169 0.818 2.850 0.105 0.038 0.045 0.094 0.065 0.009 

LIB 2022 0.159 0.809 2.851 0.208 0.035 0.006 0.076 0.075 0.012 

OB 2015 0.109 0.037 2.010 0.023 0.041 0.323 0.089 0.027 0.176 

OB 2016 0.148 0.036 2.339 0.019 0.052 0.264 0.012 -0.029 0.192 

OB 2017 0.129 0.049 2.810 0.182 0.048 0.391 0.013 0.041 0.290 

OB 2018 0.151 0.055 2.832 0.031 0.040 0.429 0.043 0.032 0.563 

OB 2019 0.145 0.066 2.849 0.323 0.039 0.347 0.015 0.020 0.328 

OB 2020 0.183 0.703 2.853 0.025 0.045 0.178 0.060 0.046 0.224 

OB 2021 0.152 0.707 2.865 0.210 0.047 0.162 0.094 0.065 0.240 

OB 2022 0.143 0.712 2.877 0.230 0.048 0.228 0.076 0.075 0.215 
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       _cons     .0981692    .018815     5.22   0.000     .0605705     .135768

         LIQ     .0463272   .0220523     2.10   0.040     .0022592    .0903952

          IR    -.2815169   .0808924    -3.48   0.001    -.4431675   -.1198663

          ER    -.0179447   .0549739    -0.33   0.745    -.1278012    .0919119

         NII     -.066874   .0183236    -3.65   0.001    -.1034907   -.0302573

          OC    -.0464298   .0208405    -2.23   0.029    -.0880761   -.0047834

          PR    -.0533766     .02297    -2.32   0.023    -.0992784   -.0074748

          BS     .0222205   .0069444     3.20   0.002     .0083432    .0360978

          DR     .0420755   .0098695     4.26   0.000     .0223529    .0617982

                                                                              

         LIR        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]

                                                                              

       Total    .019265944        71  .000271351   Root MSE        =    .01226

                                                   Adj R-squared   =    0.4459

    Residual    .009472554        63  .000150358   R-squared       =    0.5083

       Model    .009793391         8  .001224174   Prob > F        =    0.0000

                                                   F(8, 63)        =      8.14

      Source         SS           df       MS      Number of obs   =        72
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         LIQ    -0.0505  -0.2406   0.0056   0.1013   0.1035   0.4239  -0.0986  -0.1189   1.0000

          IR    -0.0310   0.3160   0.6343   0.2183  -0.1413  -0.3827   0.5772   1.0000

          ER    -0.0456   0.2809   0.2013   0.0259  -0.0720  -0.2212   1.0000

         NII    -0.4360  -0.4284  -0.3260  -0.0817   0.0697   1.0000

          OC    -0.1521  -0.0474  -0.0334  -0.0634   1.0000

          PR    -0.0142   0.3764   0.2291   1.0000

          BS     0.2398   0.2049   1.0000

          DR     0.4200   1.0000

         LIR     1.0000

                                                                                               

                    LIR       DR       BS       PR       OC      NII       ER       IR      LIQ

(obs=72)

         LIQ           72    .1946226    .0756458     .00901      .5634

          IR           72     .034325     .029966     -.0294       .075

          ER           72    .0523171    .0343514     .01234      .1535

         NII           72    .2798583    .1006338       .006       .476

                                                                       

          OC           72    .0558407    .0711269      .0334       .541

          PR           72    .0514542    .0722399      .0105       .323

          BS           72    14.94332    3.545665      9.492    19.0271

          DR           72    .1177917    .1829889       .033       .818

         LIR           72    .1364722    .0164727       .098       .183

                                                                       

    Variable          Obs        Mean    Std. Dev.       Min        Max

         Prob > chi2  =   0.4646

         chi2(1)      =     0.53

         Variables: fitted values of LIR

         Ho: Constant variance

Breusch-Pagan / Cook-Weisberg test for heteroskedasticity 

. 

                                                   

               Total        55.48     53    0.3813

                                                   

            Kurtosis         0.21      1    0.6439

            Skewness        12.44      8    0.1325

  Heteroskedasticity        42.83     44    0.5219

                                                   

              Source         chi2     df      p

                                                   

Cameron & Trivedi's decomposition of IM-test

         Prob > chi2  =    0.5219

         chi2(44)     =     42.83

         against Ha: unrestricted heteroskedasticity

White's test for Ho: homoskedasticity
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    Mean VIF        1.64

                                    

          OC        1.04    0.963795

          PR        1.30    0.769119

         LIQ        1.31    0.761010

          DR        1.54    0.649270

         NII        1.61    0.622818

          ER        1.68    0.593834

          BS        1.89    0.528136

          IR        2.77    0.360410

                                    

    Variable         VIF       1/VIF  

. 

         res           72    0.97398      1.639     1.076    0.14095

                                                                    

    Variable          Obs       W           V         z       Prob>z

                   Shapiro-Wilk W test for normal data

         res           72     0.0680        0.9960        3.47         0.1768

                                                                             

    Variable          Obs  Pr(Skewness)  Pr(Kurtosis) adj chi2(2)   Prob>chi2

                                                                 joint       

                    Skewness/Kurtosis tests for Normality

                  Prob > F =      0.2971

                  F(3, 60) =      1.26

       Ho:  model has no omitted variables

Ramsey RESET test using powers of the fitted values of LIR

                Prob>chi2 =      0.9408
                          =        2.31
                  chi2(7) = (b-B)'[(V_b-V_B)^(-1)](b-B)

    Test:  Ho:  difference in coefficients not systematic

            B = inconsistent under Ha, efficient under Ho; obtained from xtreg
                           b = consistent under Ho and Ha; obtained from xtreg
                                                                              
          ir      .0013248      .000882        .0004428        .0040889
          er      .0016029     .0015394        .0000635        .0008391
         nii     -.0770647    -.0785937         .001529        .0118715
          oc       .166668     .2046686       -.0380006        .0973886
          pr       .480483     .4957989       -.0153159        .0854914
          bs     -.0069168    -.0081712        .0012544          .00433
          dr      .8108873     .9631994        -.152312        .2267826
                                                                              
                     fe           re         Difference          S.E.
                    (b)          (B)            (b-B)     sqrt(diag(V_b-V_B))
                      Coefficients     

           Prob > F =      0.0556

    F(  1,       9) =      4.827

H0: no first order autocorrelation

Wooldridge test for autocorrelation in panel data
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