























































































































































































































































































































CHAPTER 5

5.1. Conclusion and Recommendation

World trade in goods and services has come to be increasingly essential in recent
decades. An international institution like the WTO has also come in to being in 1995 with
a motive to promote such trade through its GATs rules of FSTL, which spurs the
internationalization of the banking sector. But the issue of foreign participation in
domestic banking markets is still debatable and arguments in support of a policy of
openness are not universally accepted. That is why some countries like Ethiopia are in a

state of denial, as a caution against the potential risks of foreign bank entry.

This paper attempts to provide evidence on what the determinants of profitability in
domestic banking markets are. Among these determinants, though the foreign bank entry
variable is one, since data could not be availed on account of their non-presence in the
domestic banking market, the most likely effect of foreign participation is inferred from

the coefficient of estimate of the lagged dependent variable (i, +1)-

As a tool to address this effect, a formal dynamic econometric model is employed. This
helps to detect whether or not competition in the local commercial banking markets is
sufficiently free so that an excessive profit generated in any one year does not tend to
persist at all in to the following year. From the foregoing analysis the coefficient estimate
of lagged profit (c>0) discloses that in the Ethiopian commercial banking markets
abnormal profits do persist: The degree of competition is low, because protection and/or

barriers to entry or other restrictions are effective to a certain extent.

To coin a phrase in the above argument, if foreign banks are allowed to operate in the
domestic economy, the likely 15 effect is that the profitability of domestic commercial
banks decreases. as competition is induced by foreign banks in their attempt to reap the
economic benefit of the superior technology or knowledge they created. This helps them
to provide the service more efficiently as compared to their counter parts of local origin.

But, for the locals to significantly gain from foreign banks, an adequate infrastructure
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including good information and an appropriate framework for secured lending should be
put in place. At the present time. however, since the country lacks well developed
infrastructure, and has not established good legal and institutional frameworks, the likely
benefit from foreign bank entry may be in a questionable stand. Although the narrowing
down of net interest margin, due to foreign entry, may contribute for improvement in the
welfare of consumers, whether or not local banks can survive at the reduced return is also
another sort of question. Similarly, because of the fact that improved competition perhaps
lowers charter value of indigenous banks. the likely cost of this effect should also be

noticed beforehand.

The other important lesson learnt is that equity capital significantly and positively affects
bank profitability and that high exposure to credit risk reduces profits. Furthermore, an
increase in customer and short term funding negatively and significantly affects bank
profitability, perhaps due to the required branching networks, where as the overhead
variable, though not strongly, it negatively, affects bank profitability, indicating that bank
management cost decisions are significant determinants of performance. When it comes
to productivity, the findings in this paper suggest that the growth of labor productivity
has a very strong positive impact on bank profitability. The estimated effect of industrial
concentration on bank profitability is found to be negative and significant testifying the
theoretical consideration which claims that industrial concentration is almost often
negatively associated to profitability once other factors in the profitability equation are
controlled for. This shows that concentration is in some way related to other explanatory

variables of the model. Hence, the SCP hypothesis is not justified.

At last, expected inflation as a macro-economic control variable is found to negatively
and significantly relate to bank profitability. This implies that domestic commercial bank
managers do not fully anticipate inflation and that interest rates are not adjusted timely.

Hence. bank expenses tend to rise faster than bank income.

In general, the empirical results come up to provide an evidence that profitability in

domestic banking markets is determined in the 1% place by the extent of barriers to entry
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in to these markets; hence. in order to reap all the benefits of lifting barriers to entry,
institutional development efforts should keep up on a few selected highly relevant aspects
rather than making an attempt to build a broad regulatory and supervisory frameworks
which is not attainable, in the short run, with the existing limited resource and capacity of
the country. No matter what the cost of foreign entry may be, since it impossible to be
kept isolated from the rest of the world, in a highly competitive and complex global
environment, certain valid sequences should also be followed in the process of opening
the market for foreign participation. A more comprehensive cost-benefit analysis
conducted at country level is also expected to produce good premises for decision.

Hence. further research should be conducted in this regard.

When it comes to other determinants, empirical evidences testify that the profitability of
commercial banking markets in Ethiopia are highly shaped by bank specific variables
which are almost often influenced by bank level management, macro-economic control
variables which can not directly be controlled by the managerial decisions of banks and
industry specific determinants, though the empirical result in this case has not confirmed

the SCP hypothesis.

Conclusively, it is extensively discussed in the literature that all the three important
determinants of profitability namely bank-specific. industry specific and even macro
economic variables are highly affected by the quality of management either through its
direct or indirect influence, suggesting that optimal policies to bank management is the

right direction to follow in order to spur progress.
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Table A-1 Interpretations,

notations and the expected effect of the explanatory variables of model (2) on bank profitability.

Variable Measure Notation Expected effect
=2 W ! Profitability Net profits before taxes/assets ROA
= 2
= =
(0] —
o, «©
[P
s 2
Capital Equity/assets EA +ve
Credit risk Loan loss provisions/Loans LLP -ve
Q
= Customer & short (Demand, Savings and time Cust -ve
Q
(] . :
o term funding deposits)/ta
o
g Overheads (Wages and Salaries plus general O-H -ve
v
‘é expenses)/ta
g Productivity Adjusted gross total PVT +ve
5]
[‘g revenue/manpower level
>~ 2 Concentration Herfindahl-Hirshman index H-H 2
=
2 3
S a
'_f,'_.‘( vl
o Expected Inflation Consumer Price Index CPI1 ?
o 2
2 S
2 3
[}
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Table A-2 Skewness and Kurtosis test for normality

joint
Variable Pr Pr Adj chi 2 (2) Prob > chi2
(Skewness) (Kurtosis)
ROA 0.604 0.242 1.70 0.4268
ROALag 0.643 0.297 1:35 0.5094
EA 0.000 0.005 19.24 0.0001
LLP 0.000 0.003 23.47 0.0000
CUST 0.004 0.880 7.50 0.0235
O-H 0.012 0.324 6.62 0.0365
H-H 0.952 0.000 20.05 0.0000
GPL 0.004 0:955 7.53 0.0232

As indicated above, the coefficient of skewness for most variables such as EA (for equity), LLP (for loan loss provisions), CUST ( for
deposits), O-H (for overhead expenses) and CPI( for expected inflation) is close to 0 substantiating that the distribution of these
variables is close to normal, with exceptions to the distribution of the dependent variable and its lag. The coefficient of Kurtosis for

all variables, however, exhibits considerable departures from 3 testifying some kind of peakedness or flatness in the distribution, when
viewed as aggregate.
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Table A-3 Panel Unit Root Test Results

I

Bank Variables In Levels In 1% difference

LLC BM IPS MU | HADRI LLC BM IPS MU | HADRI |
Return on 1(0) I(1) 1(1) (1) (1) 1(0) 1(0) 1(0) 1(0) I(1)
Assets(ROA)
Equity/assets(EA) | I(0) 1(1) (1) 1(1) 1(1) I(1) I(1) 1(1) (1) I
Credit 1(0) 1(1) 1(0) I(1) 1(1) 1(0) 1(1) (1) (1) (|
risk/Loans(LLP)
Cust. & short term | 1(0) I(1) 1(0) 1(0) I(1) 1(0) I(1) I(1) 1(0) Iy |
funding/assets
Overheads(OH) 1(0) 1(1) 1(0) I(1) I(1) 1(0) I(1) 1(0) 1(0) (|
Productivity(PVT) | I(1) (1) 1(1) 1(0) 1(1) I(1) (1) (1) 1(0) i

1 (0) stand for integrated of order 0 meaning that the series is stationary in levels.

I(1) stands for integrated of order 1 meaning that the series becomes stationary after first differencing, though could not be
justified in some of the tests indicated above.
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Table A-4 Testing for Individual Specific Effects.

For the Restricted model

Source | SS df MS Number of obs = 63
_____________ + 2 - s F( 8, 54) = 6.69
Model |  .007119208 8 000889901 Prob > F =0.0000
Residual |  .007179205 54 000132948 R-squared =(0.4979
. s - o e e S S - Adj R-squared =0.4235
Total | 014298413 62 00023062 Root MSE  =.01153
roa | Coef. Std. Err. t P>t [95% Conf. Interval]
roalag | 051133 1213802 0.42 0.675 -1922196 2944857
ea | 0949852 .0403506 235 0.022 .0140871 .1758833
lp! -.0329383 0326315 -1.01 0.317 -0983606 .032484
dep | 0292634 .018059 1.62 0.111 -.0069427 .0654696
oh | -.1297199 2386103 -0.54 0.589 -6081048 348665
hh | -.7133193 2743843 -2.60 0.012 -1.263427 -.1632118
om | -.8853352 36802 2.41 0.020 -1.623171 -.1474995
cpi | 0177246 015117 1.17 0.246 -.0125832 .0480323
_cons | 5994592 2370958 2.53 0.014 1241107 1.074808



For the Full model

Source|  SS df MS Number of obs = 63
SR - F(15, 47) = 439
Model |  .008341531 15 000556102 Prob>F =0.0000
Residual |  .005956882 47 000126742 R-squared =0.5834
_____________ +eme S - Adj R-squared = 0.4504
Total | 014298413 62 00023062 Root MSE  =.01126
roa | Coef. Std. Err. t P>t [95% Conf, Interval]
roalag | -.0241929 1238143 -0.20 0.846 -2732752 2248895
ea | .0920909 0780844 1.18 0.244 -.0649947 2491766
lp | .0595498 .0848731 0.70 0.486 -1111929 2302924
dep | .0108006 0470922 0.23 0.820 -.0839367 .105538
oh | -.1723876 .3407609 -0.51 0.615 -.8579101 .5131348
hh | -.8532747 2844982 -3.00 0.004 -1.425611 -.2809381
om | -1.11229 3935089 -2.83 0.007 -1.903928 -.3206522
cpi | 0294507 0175341 1.68 0.100 -.0058234 .0647247
dum_bankl| .01048 .0070868 1.48 0.146 -.0037769 .0247369
dum_bank2 | .0018317 0060971 0.30 0.765 -0104341 .0140974



dum_bank3 | .0114409 .0085592 1.34 0.188 -.005778 .0286598

dum_bank4 | -.0098697 0155168 -0.64 0.528 -0410854 .021346
dum_bank5 | .0020362 0079674 0.26 0.799 -.0139922  .0180646
dum_bank6 | -.009708 0156621 -0.62 0.538 -.041216 021800
dum_bank7 | .0075575 0072806 1.04 0.305 -.0070891 .0222041

_cons| .7362001 2542053 2.90 0.006 2248049 1.247595

The Residual sum of squares from the restricted model is 50.21 while the residual sum of squares from the full

model is 41.66. From a simple chow test,

F = (RRSS - URSSY(N=1)  ~ Fyp, N(T-1)-K
(URSS/ (NT-N-K)

F= 145
The critical value at 5% level of significance is 1.64. Hence, the null hypothesis could not be rejected indicating
that although bank specific effects are present their effect on bank profitability is no that significant.
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Table A-5 Correlations between the determinants of profitability in the domestic banking markets.

R”: 44.99

Variables Return Lagged Equity to Loan loss Customer and  Overheads/ta  productivity ~ Herfindahl-
on asset return on total asset provisions/ta short term Herischman

asset funding Index

Return on 1.00

asset

Lagged return 0.1314 1.00

on asset

Equity to total  0.0634 0.0962 1.00

asset

Loan loss  0.0853 0.1440 0.3594 1.00

provisions/ta

Customer and  0.0139 0.0003 0.0227 0.0254 1.00

short term

funding

Overheads/ta 0.0007 0.0019 0.1722 0.2402 0.3840 1.00

productivity 0.0004 0.0376 0.0183 0.0063 0.0014 0.1759 1.00

Herfindahl- 0.2492 0.0217 0.0440 0.0127 0.0769 0.1021 0.0623 1.00

Herischman

Index

Consumer 0.0267 0.0952 0.0085 0.001 0.0146 0.0537 0.0066 0.7459

price Index

Consumer

price Index

1.00
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Table A-6 System Dynamic Panel-Data (System GMM) Estimation Results
Number of instruments = 47 Wald chi2 (13) = 118.66
Prob > chi2 = 0.0000

One-step results

roa | Cowet Std. Err z P>|z| [95% Conf. Interval]
_____________ s S PR R PR A P e i S S B R s i

roa |

L1.| 2797729 1639236 1.71 0.088 -.0415115 6010572
L2.] -.1739537 1332174 -1.31 0.192 -4350551 .0871477
L3. | 1121898 108079 1.04 0.299 -.0996412 3240208
llp |

L1.| -.0688769 0851962 -0.81 0.419 -.2358584 .0981046
ea |

L. | -.2046475 1144848 -1.79 0.074 -4290336 .0197387
L2 | 0600694 0850719 0.71 0.480 -.1066683 2268072
- 2181667 1064409 2.05 0.040 0095464 426787
lp | -.0050863 091831 -0.06 0.956 - 1850718 .1748992
dep | -.0901874 0343786 -2.62 0.009 - 1575682 -.0228065
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oh | -.4684369 5149303

pvt | 2531668 0924915
hh | -.1783211 .0900205
cpi | -.0444397 0232085
_cons | 178419 0642833

-0.91
2.74
-1.98
-1.91
2.78

0.363
0.006
0.048
0.056
0.006

-1.477682 .5408079
0718868 .4344468

-354758 -.0018843
-.0899275 .0010481
052426 3044119

Instruments for differenced equation
GMM-type: L(2/6).roa L(1/2).L.1lp L(2/2).1.2.ea
Standard: D.ea D.llp D.dep D.oh D.pvt D.hh D.cpi

Instruments for level equation

GMM-type: LD.roa LD.llp L3D.ea

Standard: _cons
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Appendix 1

Result

[ie=0.178 + 0.28] [; .1 + 0.22EA -0.07LLP - 0.09CUST -0.470H + 0.25PVT —
0.178HH - 0.044CPI

A simple Z-test for significance of each variable.

D) Lagged profit

Hypothesis

Ho: o = 0 (Profits does not persist) (Zero persistence)

Ha 60

Test statistic Z = g.- 0= 0.2798 -0 = 02798 =1.71

Se (Oc) 0.164 0.164

The critical value of the test at 10% significance level = 1.645

The null hypothesis is rejected at o =10%
) Capital(FA)

Hypothesis
Null hypothesis (Ho: By=9) — (Capital does not affect profitability)
Alternative hypothesis Ha: B; =0 |

Test statistic Z=b*-B; =0.22-0 0.22=2.075
Se (b 0.106 0.106

The critical value at 5% significance = 1.96

Il

The null is rejected at 5% significance level

1) Credit Risk (LLP/TL)
Hypothesis
Null hypothesis (Hq = 0) = Credit risk does not significantly affect bank profits
Alternative hypothesis (Hy# 0) [0 Hynot true
Test statistic Z =by*-B, = -0.07-0 = -0.07 =-0.82
S.e (b)) 0.0852 0.0852
The critical value at 5% = 1.96

The null hypothesis is not rejected at 5%



1V) Deposit (CUST/ta)
Hypothesis
Null hypothesis (Hy: 0): (Deposit does not affect bank profit)
Ha: Hyp not true
Test statistics Z = b3*-f3 = -0.090 -0 =-0.090 =.2.61
S.e(bs”) 0.0344 0.0344

Critical value at 5% significance level = 1.96

The null is rejected at 1% significance level.

V) Overhead expenses (OH/ta)

Hypothesis
Null hypothesis (Hy: 0): (Bank expenses does not affect bank profits)

Alternative Hypothesis (Ha: Hy not true)

Test statistics Z = by™-By = -0.4684 -0 =-0.4684 - 0=-0.909
S.e (by™) 0.515 0.515

The critical value at 5% = 1.96
The null is not rejected at 5%

V1) Productivity
Hypothesis
Ho: Bs=0 (Labor productivfty does not significantly affect bank profits)
HAZ Bs —‘,‘5 0
Test statistic Z=bs™- s = 0.2532-0 = 0.2532 = 2.737

S.e (bs™) 0.0925 0.0925
Critical value of the test at & = 1% = 2.576

The null is rejected at 1% significance level
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Vil)  Market Concentration.
Hypothesis
Ho: B¢ = 0 (Market concentration does not affect bank profits)
Ha: B0
Test statistic Z = bg™- s =-0.1783 - 0=-0.1783 =-1.98
S.e(bs™)  0.090 0.090
Critical value of the test at 5%~ 1.96

Hence, the null is rejected at 5% significance level.

VIIl)  Expected inflation (Consumer price index)
Hypothesis
Ho: 37 = 0 (The rise in general price level does not affect bank profits)
Hp: B2#0
Test statistic Z = by~ 3; =-0.0444 - 0 = -0.0444 =-1.91
S.e (b))  0.0232 0.0232
The critical value of the test at 10% = 1.645

The null is rejected at 10% significance level
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Combined cross section graph for each variable and for different banks against trend.
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E) Productivity F) Herfindahl deposits
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