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Abstract - This study aimed to scrutinize the factors that have an effect on the profitability of Ethiopian
banking sector throughout 2006 to 2017. Mainly, this study investigates the impact of internal factors and
macroeconomic factors on the Ethiopian commercial banks profitability. A sample of eight commercial
banks with total observations of 96 was used in this study. The study used secondary data collected from
the annual financial reports of the sampled banks, Central Bank of Ethiopia, and Ethiopian Central
Statistical Authority. Diversification, market share, bank size, capital adequacy, liquidity, and assets
quality are the internal factors whereas economic growth and inflation are the macroeconomic factors
considered as independent variables in this study. Besides, return on assets (ROA) was utilized as a proxy
variable for the dependent variable (banks profitability). For this purpose, the study employed ordinary
least square technique to estimate the impact of these variables on the aforementioned issue. The results
revealed that diversification, market share, capital adequacy, asset quality, and economic growth have
positive significant effect on the profitability of the banks while bank size and liquidity were found to have
negative significant influence on the same subject. Moreover, the finding suggests that inflation has a
positive insignificant effect on the profitability of Ethiopian commercial banks.

Index Terms — Capital Adequacy, Liquidity, Assets Quality, Profitability, Banks, Ethiopia

l. Introduction

Financial Sector is considered as the backbone of the national economic development; that is why it has a
distinctive position in a nation’s economy. Normally, the financial system of any economy includes five
components specifically: money, financial instruments, financial institutions, rules and regulations and
financial markets (Dawood, 2014). The Ethiopian financial sector consists of commercial banks, insurance
companies, development banks, and micro finance institutions. In Ethiopia, there were no private banks
until 1991; the down fall of the socialist regime. At that time, the whole banking system was nationalized
so it became difficult to meet the objectives of commercial banks. With the overthrow of the socialist
regime, i.e., at the end of 1991, the economic system of the country was changed from socialism to free
market economy. Accordingly, considerable changes were seen in the ownership of and concentration in
the banking industry by privatizing the banking sector took place. Today there are 16 private and 1 public
commercial banks in the country (Keatinge, 2014).

Commercial Banks are the fundamental component and the most active players in the financial system
(Dhanabhakyam & Kavitha, 2012). As financial intermediaries, these types of banks channel funds from
depositors or the surplus units to the borrowers or the deficit units (Ongore and Kusa, 2013). Generally,
banks are the fundamental component of the financial system (Abera, 2014). They are crucial to the
development of any economy (Rasiah, 2010): among other functions, banks help to promote savings and
investment, to control the money supply in the circulation, to make available capital for innovation,
infrastructural development, job creation and overall prosperity. Moreover, banks play an important role in
the sustainable development of an economy by helping to efficiently allocate and utilize funds and other
resources in the economy even though they need to be stable, efficient, and profitable at the first place: the
health of the economy is closely related to the soundness of its banking system. Stable, efficient and
profitable banks are capable of dealing with negative shocks and able to contribute in the stability of the
financial system in particular and the economy in general. Profitability is regarded as an index of financial
health: it is an indication of the efficiency with which the operation of the business is carried on.
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In this case, it seems clear from the banking literature that just like analyzing the profitability of
commercial banks, exploring the factors that determine their profitability has been of great interest to
academic research globally because it aids in reinforcing the basics of domestic financial system to
increase flexibility for the unpredictable capital flow. A number of factors are there that can influence the
profitability of commercial banks which broadly divided in to two as internal and external factors (Flamini
et al, 2009). The internal factors are those factors that can be controlled by the bank’s management very
easily whilst the external factors are those factors which are uncontrollable for the banks. Therefore, this
study attempts to look over these factors that impact the Ethiopian commercial banks profitability.

Previously, few empirical studies covering a short period of time and relatively small sample size have
been conducted in Ethiopia on the same issue. So it seems important to undertake further and extended
empirical investigation in this area that is significant to the academics, bankers, and policy makers. In
addition, this paper is expected to contribute to the finance literature with regard to the banking systems in
a profitable manner.

The rest of paper is organized as follows: Section two discusses the literature review whereas section three
explains the data and methodological framework of the study. Further, results are shown in Section four
and further section five provides the conclusion and recommendation.

1. Literature Review

This section of the paper deals with review of previous studies related to the factors that affect profitability
of commercial banks. As per the previous studies, the factors that influence profitability of commercial
banks can be varied. Meanwhile, various types of ratios can be used to measure the profitability, the
dependent variable in this study. But, for the purpose of this study income diversification, capital
adequacy, bank size, market share, liquidity, asset quality, real GDP growth rate, and inflation are
considered as independent variables while return on assets is the dependent variable. The following studies
could be a source of help in supporting the results of this paper.

The purpose of the research undertaken by Gautam (2018) was to investigate if the Nepalese commercial
banks were influenced by non-performing loans. To do so, the study employed panel data covering the
period of 2007/08 — 2016/17. Thus, the finding indicated that net profit to loans and advances ratio and
non-performing loans to total loans and advances ratio exert a positive significant effect on the profitability
of Nepalese commercial banks interest income to loans and advances ratio and credit to ratio have positive
but insignificant impact on the profitability of these banks.

The research undertaken by Nisar et al (2018) the aimed at examining the influence of revenue
diversification on the profitability and stability of the commercial banks in the South Asian Countries’
during 2000 — 2014. Accordingly, the finding comprehended that the overall revenue diversification has a
positive significant impact on the profitability and stability of commercial banks. Moreover, fees and
commission income influences the profitability of commercial banks negatively whereas the other non-
interest income sources exert a positive effect on the same issue.

The study conducted by Salike & Ao (2018) attempted to investigate the determinants of bank’s
profitability with main focus on the role of poor asset quality in Asia’ over the period of 2001 to 2015. As
a result, the finding revealed that asset quality has negative significant impact on the profitability of
commercial banks in Asia whereas capital adequacy and income diversification influenced the banks’
profitability positively and considerably. Moreover, real gross domestic product growth was found to have
most noteworthy impact on the banks’ performance.

The purpose of the research undertaken by Chege et al (2017) was to analyze the Effect of non-Performing
Loans Management Practices on the Financial Performance of Commercial Banks in Kenya by utilizing
primary data. The finding showed that all the explanatory variables in the study which were credit risk,
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credit insurance, and debt collection practices have a positive and significant influence on the financial
performance of the Kenyan commercial banks.

In the research conducted by Chen & Lai (2017), the primary objective was to investigate if diversification
has contribution in promoting risk reduction and raising profitability. The study covered a period of 1998 —
2013. The findings indicated that revenue diversification has a positive significant influence on the
profitability of the banks. Besides, the result suggested that the effect of revenue diversification on credit
risk is varied in terms of time periods; negative in the short run while positive in the long run.

In the study conducted by Ketyenya (2017), the aim was to observe whether or not there is relationship
between economic growth and bank performance of the banking sector in EAC countries’ based on panel
data obtained from these commercial banks operating during 1997 — 2011. Therefore, the study realized
that economic growth measured by real GDO rate has a positive and significant relationship with the
performance of commercial banks in EAC countries except Uganda. In Uganda, the impact of economic
growth on the banks’ performance was positive but insignificant.

In their research work, Naeem & Baloch (2017) examined the impact of management controllable factors
on the profitability of banks in Pakistan. For this purpose, panel data that collected during 2004 — 2014 is
used. Hence, the results suggested that liquidity and asset quality have negative significant influence on the
profitability of Pakistani commercial banks whereas bank size and management efficiency exerts negative
insignificant effect on the profitability of the banks. Meanwhile, the findings revealed that the influence of
capitalization proxied by CAR on the ROA was positive but insignificant.

Yigermal (2017) in his study attempted to determine the factors that have an effect on the profitability of
Ethiopian private commercial banks. The study involved the period of 2005 to 2014. Consequently, the
findings indicated that bank size, GDP growth, and inflation had significant positive impact on the
profitability of private banks in Ethiopia while impact of loan to deposit ratio and interest rate spread on
these banks’ profitability was found to be negative and significant.

Ebenezer and Emmanuel (2016) investigated the factors effecting commercial banks profitability in
Nigeria performing over the period of 2000 to 2011. Accordingly, the finding suggested that capital
adequacy and interest rate had positive significant and negative significant effect on these banks
performance respectively. On the other hand, bank size, inflation, and GDP were found to have positive
but insignificant influence while bank deposit affects the profitability of the banks negatively but
insignificantly.

In his study, to investigate the determinants of profitability in the banking industry in Ethiopia throughout
2002 — 2012, Shuremo (2016) found out that credit risk and expense management has negative significant
effect on the profitability of commercial banks in Ethiopia (proxied by ROA) while capital adequacy,
liquidity, and exchange rate exert positive significant impact on profitability of commercial banks in
Ethiopia. Besides, the results comprehended that GDP growth and interest rate affects the banks
performance positively but insignificantly.

The findings of the research undertaken by Tan (2016) concerning to the impacts of risk and competition
on bank profitability in China in the period of 2003 — 2011revealed that the impact of size on the Chinese
commercial banks is negative and significant while liquidity and inflation effect the banks’ profitability
positively and significantly. On the other hand, the findings of the study indicated that capitalization and
GDP growth rate have positive insignificant and negative insignificant effects of the profitability of the
banks respectively.

On their research work regarding the factors that impact the financial performance of Ethiopian
commercial banks in the period of 2002 to 2013, Alemu and Negasa (2015) found that operating cost, bank
size, tax, and market share have negative significant effect on the financial performance of commercial
banks in Ethiopia while inflation and industry size affects these banks performance positively and
significantly. On the other hand, income diversification and inflation affects the financial performance of
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these banks positively but insignificantly. Besides, the result showed that GDP growth is found to impact
the performance of these banks negatively but insignificantly.

In their study, Jumono et al (2015) tried to look into the effect of market concentration and market share on
profitability of Indonesian commercial banks. The study was based on panel data of the period 2001-2012.
The result indicated that ROA the proxy variable for bank profitability was influenced positively and
considerably by the concentration ratio of deposits market. On the other hand, the findings showed that
concentration ratio of credit market, individual market share of deposits, capital adequacy, non-performing
loan, and loan deposits ratio have all negative insignificant impact on the profitability (ROA) of the
Indonesian banks whereas individual market share of credits market have positive insignificant effect on
the banks profitability.

The main purpose of the research work done by Adeusi et al (2014) was to study the impact of the factors
that determine the Nigerian commercial banks profitability measured in terms of ROA throughout 2000 —
2013. The study suggested that the profitability of commercial banks in Nigeria were significantly
impacted by asset quality, management efficiency, and economic growth.

In the research conducted by Lelissa (2014) concerning the ‘determinants of Ethiopian commercial banks
performance’ over the period of 1990-2012 based on secondary data. In view of that, the findings of the
study revealed that among the variables in the study, provision of total loans and non-interest expense to
total expense ratio have negative significant effect on the performance of commercial banks in Ethiopia
while income diversification exerts a positive significant influence on these banks’ performance.
Meanwhile, capital adequacy ratio carries positive and loan to deposit ratio exerted positive but
insignificant effect on the banks’ profitability whereas the influence of bank size and economic growth
have negative and positive insignificant on the profitability of commercial banks in Ethiopia respectively.
In contrast, the result showed that inflation was an important variable for the profitability of these banks;
its effect is positive and significant.

The study performed by Tariq et al (2014) aimed to look over how the Pakistani commercial banks were
affected by the factors over the period of 2004 to 2010 utilizing panel data regression, fixed effect model
and random effect model. Accordingly, the finding indicated that capital adequacy, asset quality, and bank
size have positive and significant effect on the profitability of the Pakistani banks whereas the influence of
inflation on these banks profitability was found to be negative.

Almumani (2013) investigated the bank specific factors affecting the profitability of the banks in Jordan.
The result suggested that only cost efficiency had a significant effect on the profitability of banks in Jordan
whereas, the other variables which are liquidity, credit composition, credit risk, capital adequacy, and bank
size didn’t have any importance for the profitability of these banks.

The objective of the research work undertaken by Francis (2013) was to look over the factors that
determine the profitability of commercial banks in the Sub-Saharan Africa’ for the period of 1999 — 2006
based on an unbalanced panel of 216 commercial banks collected from 42 countries. Consequently, the
findings suggested that capital adequacy and growth in deposits have positive significant effect on the
commercial banks profitability in Sub-Saharan Africa whereas bank liquidity and operational efficiency
affects it negatively and significantly. Growth in bank assets, growth in GDP, and inflation were found to
have negative but insignificant influence on the profitability of the banks.

I11. Data and methodological Framework

3.1. Data Type

The present study is based on panel data gathered from the annual reports of the sampled commercial
banks, central bank of Ethiopia, and Ethiopian central statistical authority. The data for the bank specific
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factors has been obtained both from the annual reports (audited balance sheet and income statement) of the
selected commercial banks and from the national bank of Ethiopia (NBE) while data concerning the macro
economic factors, i.e., real GDP growth rate and inflation has been obtained from the Ethiopian central
Statistical Authority (ECSA).

3.2. Methodology

In this paper eight commercial banks were selected as a sample of study using convenient sampling
method. Awash International Bank (AIB), Bank of Abyssinia (BoA), Commercial Bank of Ethiopia (CBE),
Cooperative Bank of Oromia (CBO), Dashen Bank (DB), Nib International Bank (NIB), United Bank
(UB), and Wogagen Bank (WB) were considered as samples. This study used secondary data gathered
from the annual financial reports of the sampled banks, National bank of Ethiopia, and Ethiopian central
statistical Authority. The study also covers a period of twelve years from 2006 to 2017 with 96 total
observations. The paper utilized ordinary least square method to determine the impact of the explanatory
variables on the dependent variable measured by ROA. Moreover, the study employed SPSS in order to
present, analyze, and interpret the findings.

3.3. Model Specification

For the purpose of this study, we developed the following multiple linear regression model on the bases of
the literature review so as to examine the influence of the independent variables on the dependent variable.

ROA = Bo + BlDIV + BZMKS + BsBS + B4LIQ + BsCA + BGAQ + B7EG + Bg'NF F 1
Where,
ROA  =return on assets
DIV =diversification
MKS = market share
BS = bank size
LIQ  =liquidity
CA = capital adequacy
AQ  =asset quality
EG = economic growth
INF  =inflation
Bo = regression intercept
B1 — Bs = coefficients of the independent variables
€ = error term
Table 1: Description of the dependent and independent variables
Variables Measurements
Return on assets (ROA) Net income / total assets
Diversification (DIV) Non-interest income / total assets
Market share (MKS) Total deposit of a bank / total deposit of all banks under study
Bank size (BS) Logarithm of bank’s total assets
Liquidity (LIQ) Total liquid assets / total assets
Capital adequacy (CA) Total equity / total assets
Asset quality (AQ) Non-performing loans / total loans
Economic growth (EG) Real GDP growth rate
Inflation (INF) Consumer price index

3.4. Research hypotheses

Based on the literatures reviewed above, this study aims to test the following hypotheses.

H1: The impact of diversification on the commercial banks profitability is positive and significant
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H2: The impact of market share on the commercial banks profitability is positive and significant
H3: The impact of bank size on the commercial banks profitability is positive and significant

H4: The impact of liquidity on the commercial banks profitability is negative and significant

H5: The impact of capital adequacy on the commercial banks profitability is positive and significant
H6: The impact of asset quality on the commercial banks profitability is positive and significant

H7: the impact of economic growth on the commercial banks profitability is positive and significant
H8: The impact of inflation on the commercial banks profitability is negative and significant

1VV. Results and Discussion

As explained in the previous section, this study aims to observe the determinants of profitability for the
Ethiopian commercial banks using secondary data collected from national bank of Ethiopia (NBE) and
Ethiopian Central Statistical Authority (ECSA). In this case, SPSS version 20 was utilized to discuss,
interpret, analyze, and present the collected data while Multiple Linear Regression model was employed to
examine the effect of the variables under study on the profitability, measured in terms of ROA, of the
commercial banks in Ethiopia. Overall, this section comprises presentation and discussion of statistical
results obtained from the data sources.

4.1. Descriptive statistics

This part of the paper exhibited the descriptive statistics of all variables (dependent and independent
variables) used for the commercial banks under study. In that case, ROA has been considered as dependent
variable whereas the rest are treated as independent variables. Table 2 below reports the descriptive
statistics of the variables including mean, standard deviation, minimum, and maximum values.

Table 2: Descriptive statistics

N Minimum| Maximum Mean Std. Deviation
ROA 96 .00 .05 0277 .00666
DIV 96 .01 .06 .0333 .01102
MKS 96 .01 75 1259 21318
BS 96 1.15 5.59 3.9948 .62329
LIQ 96 A2 .59 .3240 .12350
CA 96 .05 .16 1021 .01722
AQ 96 .01 .03 0221 .00724
EG 96 .03 10 .0594 .01360
INF 96 .10 .38 .2038 .05071
Valid N (list wise)] 96

According to the analysis in table 2, the ROA, measured with net income to total assets ratio, among the
sample commercial banks is varied from 0.00 to 0.05 suggesting that the least profitable banks earned 0.00
cents of net income per birr invested in each and every assets of the bank while the opposite is true for the
profitable ones to make 0.05 cents of net income for one birr invested in the total assets of the bank.
Besides, ROA has a mean value of 0.0277 with a standard deviation of 0.00666. This implies that on
average the banks under study make a net income of 2.77% from the total assets. And the standard
deviation value of 0.00666 means that the bank’s profitability deviates by 0.666% from the average value
(0.0277).

Concerning the explanatory variables, the level of diversification among the Ethiopian commercial banks
measured using the ratio of non-interest income to total assets is varied from the minimum of 0.01 to the
maximum of .06 with the average value of 0.0333 and standard deviation of 0.01102 suggesting that there
is low variability in the banks’ capability in diversifying their income sources. Moreover, the market share
measured with the ratio of total deposits of a bank to total deposit of all banks varied from the minimum of
0.01 to the maximum of 0.75 with the mean value of 0.1259 and standard deviation of 0.21318. This
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represents that the commercial banks have high volatility in mobilising deposits during the study period.
Also bank size measured via the natural logarithm of total assets of a bank is another important explanatory
variable used in this study. It has average value of 3.9948 with standard deviation of 0.62329 out of the
minimum value of 1.15 and the maximum value of 5.59. Besides, liquidity is still another independent
variable used in this study. This variable measured in terms of total liquid assets to total assets ratio has a
mean value of 0.3240 indicating that the commercial banks were faced with challenges to finance their
obligations in a timely and effective manner during the period of study due to the fact that most of the
assets are low liquid and hard to be converted easily. The standard deviation was 0.12350 with minimum
and maximum values of 0.12 and 0.59 in that order seeming to suggest that the commercial banks have
higher variability in their liquidity position. In addition, being another important explanatory variable,
capital adequacy measured by capital adequacy ratio (given by total capital to total assets) has a mean,
standard deviation, minimum, and maximum value of 0.1021, 0.01722, 0.05, and 0.16 correspondingly.
This signifies that the commercial banks under study have small volatility in their capital adequacy or
internal strength to endure losses throughout the study period. Asset quality measured in terms of non-
performing loan ratio as non-performing loan to total loan among the Ethiopian commercial banks deviates
from the minimum value of 0.01 to maximum value of 0.03 with the mean and standard deviation of
0.0221 and 0.00724 in that order representing that there is small variation in banks ability to manage their
credit risk.

With regard to economic growth measured by real GDP growth rate, the banks varied from the minimum
value of 0.03 to the maximum value of 0.10. Meanwhile, the mean value and the standard deviation were
found to 0.0594 and 0.01360 in that order. This shows low volatility because there was stable economic
growth in Ethiopia in the study period. Last but not the least, inflation among the commercial banks in
Ethiopia which varied from a minimum value of .10 to a maximum value of .38, has a mean value of .2038
with a standard deviation of .05071 seeming to suggest that on average there was less variability due to the
reason that inflation in Ethiopia was somehow stable throughout the study period.

4.2. Correlation Analysis

This part exhibits the relationship between the dependent and independent variables using the parameter
coefficients between them. These parameter coefficients represent the magnitude and the direction of the
association; it can be positive, negative, large, or small. Whereas the negative or positive signs show the
direction of the relationship, the larger or smaller values reveal the strength or weakness of the association.
The negative sign indicates that the explained and explanatory variables have indirect relationship and vice
versa while the large coefficient value implies that these variables have strong relationship and vice versa.

Table 3: Pearson correlation coefficient matrix

Variables RO DIV MKS BS LIQ CA AQ EG INF
A
RO Pearson 1 .612** | .016 .103 -.005 175* .293* | .524* | .083
A correlation * *
Sig (1-tailed) .000 438 .159 481 .044 .002 .000 210
DI Pearson correlation 1 - .055 .260* | 113 .057 .288* | .094
V .266** 25 &
Sig (1-tailed) .004 .298 .005 137 290 .002 181
MK Pearson correlation 1 .695* | - - .233* | .008 =
S £ 192* | .468** 132
Sig (1-tailed) .000 .030 .000 .011 470 .099
BS Pearson correlation 1 - - .083 -.022 =
A73* | .262** .088
*
Sig (1-tailed) .000 .005 210 415 197
LIQ Pearson correlation 1 152 .168 .022 178
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Sig (1-tailed) .070 .051 415 .042
CA Pearson correlation 1 -.204 .063 134
Sig (1-tailed) .023 270 .096

AQ Pearson correlation 1 .100 =
.093
Sig (1-tailed) .166 .183
EG Pearson correlation 1 .047
Sig (1-tailed) 326

INF Pearson correlation 1

Note: ** Correlation is significant at 1% (1-tailed)
* Correlation is significant at 5% (1-tailed)

The table 3 presents the association between the dependent and independent variables. Hence, the result
implies that all the explanatory variables but L1Q have a positive relationship with the explained variable
(ROA). Moreover, diversification (DIV) and liquidity (LIQ) have very strong and very weak relationship
with the dependent variable indicator (ROA) correspondingly.

The negative correlation between ROA and LIQ signifies that profitability is higher when liquidity is lower
and vice versa. That means profitability increases when most of the bank’s liquid assets are put in to
investment. However, the relationship is insignificant. On the other hand, DIV which is indicated by the
ratio of non-interest income to total assets has positive and significant correlation with ROA at 1% level
seeming to suggest that the more income sources are diversified the more banks profitability is improved.
Also MKS measured by dividing the total deposits of a bank by the total deposit of all banks is the other
independent variable which is positively but insignificantly associated with ROA. This indicates that the
more a bank mobilizes deposit in comparison to other banks it becomes strong there by it has higher
chance to branch out its products. In addition, bank size measured by natural logarithm of a bank’s total
assets has direct but weak relationship with ROA representing that big banks are more profitable than their
counter parts. The type of relationship between capital adequacy measured by dividing total capital by total
assets and ROA is direct and significant at 5% level which seems to suggest that profitability gets higher
with increase in the bank’s internal strength to bear losses. In other words, as the capitalization or solvency
of the bank rises the profitability upgrades. Further, the result analysis displays a direct and significant
relationship between assets quality which is proxied by non-performing loan ratio and the bank’s
profitability proxied by ROA at 1% level. This seems to suggest that high asset quality correlates to high
bank profitability. And the association between economic growth proxied by real GDP growth rate and
ROA is positive and significant at 1% level. This means that banks make more profits in the higher
economic periods because they can lend more and charge higher margins while the opposite is true during
the recession periods. Last but not the least, the type of relationship between inflation and ROA is positive
or direct but insignificant implying that inflation affects profitability positively when it is predicted and
vice versa.

4.3. Test results for the classical linear regression model assumptions

This section presents the results for the diagnostic tests such as normality tests, multicollinearity, and
heteroscedasticity.

4.3.1. Test for normality

Normality assumption is required in order to conduct single or joint hypothesis tests about the model
parameters. In this study we used histogram to check if the normality test was adequately met. If the
residuals are normally distributed, the histogram should be bell shaped (Brooks, 2008). In this case, the
shape of the histogram in Figure-1 below shows that the residuals are normally distributed around its mean
of zero and standard deviation of one.
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Figure 1: ROA model normality test

4.3.2. Muliticollinearity test

Multicollinearity refers to a situation where there is strong relationship between the different explanatory
variables exist in a given multiple regression model. It can result in wider confidence intervals with small
p-value (probability values) for the explanatory variables. It can be tested using variance inflation factor
(VIF) and tolerance values; VIF and tolerance values should be below 10 and greater than 0.2 in that order
so that multicollinearity between the independent variables can be small (Gujrati, 2003). Table 4 presents
the tolerance and VIF values between and/ or among the independent variables in the multiple regression
models for this study. The results are reasonably good because both of the assumptions are met.

Table 4: Values of Tolerance and Variance Inflation Factor (VIF)

Collinearity Statistics
Variables Tolerance Variance inflation factor VIF)
DIV 528 1.893
MKS 259 3.867
BS 254 3.936
LIQ 502 1.991
CA A17 1.395
AQ .862 1.160
EG 831 1.204
INF 934 1.071

4.3.3. Heteroscedasticity test

This assumption is central to the linear regression models. It describes a situation in which the error term is
different across all values of the independent variables. The figure 2 below shows that the error term is the
same across all values of the independent variables.
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Figure 2: Test of Heteroscedasticity

4.3.4. Regression Analysis

This section deals with the overall effect of the explanatory or independent variables for the sample
commercial banks in this study on the explained or dependent variable (ROA). Simply put, this part of the
study reveals the influence of the independent variables on the dependent variable. Hence, the regression
results estimated using enter method are depicted in the table below.

Table 5: Model Summary®

R R Square| Adjusted R | Std. Error of Durbin-Watson
Square the Estimate
.839° .703 676 .00379 1.628

a. Predictors: (Constant), INF, EG, BS, AQ, DIV, CA, LIQ, MKS
b. Dependent Variable: ROA

As we can see the Table-5 displays the model summary of the regression analysis. Thus, the R value of
0.839 suggests that there is high degree of correlation between the dependent and independent variables
while the R? value, which represents how much of the total volatility in the dependent variable is described
by the independent variables, revealed that 70.3% of the discrepancies in the dependent variable are due to
the independent variables among the selected commercial banks in this study. Whereas the residual, 29.7%
of the deviations in the explained variable (ROA) are due to other variables not included in this study.
Moreover, the adjusted R? value of 0.676 demonstrated that just 67.6% of the deviations in the explained
variables are described by the explanatory variables among the banks in the study. Furthermore, the
Durbin-Watson value of 1.628 shows that the residuals do not have autocorrelation since the disturbance

term is independent.
Table 6: ANOVA?

Model Sum of df Mean Square F Sig.
Squares
Regression .003 8 .000 25.791 .000°
Residual .001 87 .000
Total .004 95

a. Dependent Variable: ROA
b. Predictors: (Constant), INF, EG, BS, AQ, DIV, CA, LIQ, MKS

Table-6 indicates the ANOVA result of the regression analysis. ANOVA result signifies if the regression
model predicted the dependent variable/s. The result shows that the F-statistic is significant (p<0.05) with a
value of 28.019 implying that the model is accurate as whole because the model statistically and
significantly predicts the dependent variable. This shows the model is relevant for the study or the model is
a good fit for the data

Table 7: Regression analysis result for return on assets
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Unstandardized Standardized

Coefficients Coefficients
Variables B Std. Error Beta T Sig.
(Constant) .008 .006 1.425 158
DIV 454 .049 752 9.356 .000
MKS .016 .004 527 4.590 .000
BS -.005 .001 -.430 -3.710 .000
LIQ -.023 .004 -.420 -5.096 .000
CA 123 027 317 4.604 .000
AQ .260 .058 .282 4.493 .000
EG 123 031 251 3.915 .000
INF .012 .008 .091 1.507 136

Table-7 indicates that diversification (DIV) has a positive significant effect on the profitability of the
commercial banks in Ethiopia measured by ROA. It’s Beta or coefficient value is .454 implying that 45.5%
of the changes in the Ethiopian commercial banks is described by the 1% increase in DIV. Diversifying
their sources of income will help banks to improve their profitability. That means, the more banks are
doing at widening their sources of income the more their profitability will be. Banks can make profit from
different sources for instance interest loan and non-interest loan sources. The result is in line with the
findings of Salike and Ao (2017), Ghenimi, et al (2017), Chen & Lai (2017), Nisar, S., et al (2018).

Market share (MKS) measured by the ratio of the total deposit of a bank to the total deposit of all banks
reveals that it has a significant positive impact on the profitability of banks in Ethiopia. The beta value for
this variable is .016 that implies that MKS influences the banks’ profitability directly even though the
effect is weak or lower. And the p-value of .000 shows that MKS significantly affects the profitability of
the banks. The reason for the positive and significant effect of this variable on ROA is due to the raise in
the banks’ ability to mobilize deposits which increases their investment opportunities. Jumono, et al (2015)
concludes that market share has a positive significant effect on the profitability (ROA) of the commercial
banks. Among others, banks improve their lending ability by mobilizing more deposits from their
customers. And by providing more loan means earning more income in the form of interest loan which
ultimately has a direct or positive effect on the profitability of the banks. The result corroborates to the
findings of Francis (2013), Etale et al (2016), and Ejoh and Sackey (2014) who confirmed that the
profitability of a commercial is impacted positively and significantly.

Bank size (BS) proxied by the natural logarithm of the bank’s total assets gives the lowest contribution to
the profitability of the commercial banks. It has a beta value of -.005 that is not the expected result since it
was positive. This negative beta value indicates that there exists an indirect correlation between ROA and
BS. As the size of a bank upgrades, there is the problem of diseconomies of scale which results in
deteriorating average profit due to increase in average cost. But, the p-value of .010 indicates that the
effect of BS on the profitability of the commercial banks is statistically significant. To be more detailed,
the negative coefficient result signifies that in the long run a 1% increase in BS results in a 0.3% decrease
in the banks’ profitability. In this case, the result is contrary to our expectation but it is inconsistent with
the findings of Alemu and Negasa (2015), Tan (2016), Naeem & Baloch (2017) who argued that smaller
the banks more profitable they are than the larger ones.

Liquidity (L1Q) which is measured by the ratio of total liquid assets to total assets of the banks has a beta
value or coefficient result of -.023. This is found to be good performance because it is in consistence to the
previous expectation which was negative. This indicates that the increase in liquidity proxied by ratio of
liquid assets to total assets leads to the decrease in banks profitability because more liquidity means more
tied up capital that result in less investment. Mathematically, this can be expressed as the 1% increase in
the bank’s liquidity results in a proportional decrease (-2.3%) in its profitability. In addition to this, the p-
value of .000 represents that LIQA has a significant but weak statistical effect on the profitability of the
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commercial banks. The finding is in line with our expectation which supports the findings of Francis
(2013), Yigermal (2017), Nuhiu, et al (2017) who confirmed that more the liquidity of the commercial
banks the lesser their profitability is.

The effect of economic growth (EG) measured by real GDP growth rate on the banks’ profitability
expressed by ROA is significant as witnessed by the p-value of .000. And as expected the effect size (.123)
has a positive sign which indicates that there is direct relationship between EG and ROA. This implies that
the banks’ profitability upgrades when the economy grows. So, in the case of Ethiopian, the economic
growth indicated by RGGR in relation to the other variables in the model influences positively to the
profitability of the commercial banks. This is consistent to the findings of Salike and Ao (2018), Shuremo
(2016), Ketyenya (2017) who realized that bank profitability increases when there is more economic
growth.

Another variable is inflation (INF) which is measured by consumer price index. It has regression
coefficient result of .012 and p-value of .136. This result violates the expected result and/or this result is
not in accordance with the designed hypothesis that is INF has a negative significant effect on ROA. As
per the result, inflation proxied by INF has positive insignificant influence on the Ethiopian commercial
banks. And this is mainly due to the reason that in Ethiopia inflation is almost constant or stable which
assists the banks to predict the inflationary situation and its effect on their profit margin. The more banks
are capable to predict inflations the better can they adjust their loan packages and the rates. Consequently,
banks enjoy high return by lowering the costs of doing that (Ameur and Mhiri, 2013). Although this
finding is contrary to our expectation it corroborates to the findings of Lelissa (2014), Yigermal (2017),
Nuhiu, et al (2017) who confirmed that the commercial banks in Ethiopia are more profitable when
inflation is higher.

Capital adequacy (CA) measured by dividing the total capital by total assets is also the other variable in
this study which indicates the financial soundness of the bank or amount of funds that is available to
protect against unfavourable effects. It has coefficient weight of .123 and p-value of .000 that is
satisfactorily in line with the expected result. This result seems to suggest that capital adequacy proxied by
CAR has a positive and momentous influence on the profitability of commercial banks in Ethiopia. This
means, the 1% increase in CAR has a proportional effect (12.3%) on the profitability of the banks
described by ROA. Our finding is in consonance with Salike and Ao (2017), Sikolia & Miroga (2018)
who argued that CAR has a positive significant effect on ROA of the commercial banks.

Asset quality (AQ) as measured by the ratio of total non-performing loans to total loans (NPLR) is another
important variable. NPLR describes the non-payment loans or loans that are difficult for the borrowers to
pay back. The result reveals that the p-value of NPLR is .000. That means NPLR is relevant for the
profitability of the banks sampled as proxied by ROA. Besides, the effect size of .260 indicates that the
relationship between asset quality measured by NPLR and ROA (the indicator of the banks’ profitability)
IS positive. That means, the banks are relatively free of credit risk as a result of enhancement in their asset
quality. Declining NPLR indicates deteriorating the loan in default resulting from high quality of the loan
portfolio which is associated with decrease in provisioning costs. Although past studies have mixed results
concerning the effect of asset quality measured by NPLR on the profitability of commercial banks, our
result corroborates to the findings of Nuhiu, et al (2017), Gautam (2018), Chege, et al (2018).

Taking the regression coefficients in to consideration, the finding seem to suggest that diversification
followed by asset quality was found to have the highest influence on the profitability of the banks in
Ethiopia. On the other hand, the result witnessed that bank size and inflation have not any significant effect
on the same issue. And the regression equation is given as follows;

ROA =.008 + .454DIV + .016MKS - .005BS - .023LIQ + .123CA + .260AQ + .123EG + .012INF
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4.3.5. Hypotheses Summary caption

Here, the predicted effect and actual effect of the independent variable on the dependent variable (ROA) as
well as the decisions reached by the researcher are summarised in the table below.

Table 8: The expected and actual results of the study as well as the decision made by the researcher

Independent Expected result Actual result Decision
variables
Diversification Positive and significant Positive and significant Accepted
Market share Positive and significant Positive and significant Accepted
Bank size Positive and significant | Negative and significant Rejected
Liquidity Negative and significant | Negative and significant | Accepted
Capital adequacy Positive and significant Positive and significant Accepted
Asset quality Positive and significant Positive and significant Accepted
Economic growth Positive and significant Positive and significant Accepted
Inflation Negative and significant | Positive and significant Rejected

V. Conclusion

In this paper we studied the impact of internal and macro economic factors on the profitability of banks in
Ethiopia over the study period of 2006 to 2017 based on balanced panel data of 96 observations obtained
from eight commercial banks. The internal factors included in this study are diversification, market share,
bank size, capital adequacy, asset quality, and liquidity whereas the macroeconomic variables are
economic growth and inflation. Moreover, data was analyzed and results were interpreted using numerous
statistical tools like regression analysis, descriptive statistics, and correlation analysis. Hence, the findings
comprehended that,

First, all the internal factors have a considerable influence on the profitability of banks in Ethiopia.
Diversification, market share, capital adequacy, and asset quality affects the banks’ profitability (ROA)
positively and significantly while the influence of liquidity and bank size on the banks’ profitability is
negative and significant. The negative effect of liquidity on the profitability of the Ethiopian commercial
banks results due to the existence of small amount of liquid assets relative to the total assets than the
statutory amount for precautionary purposes. Moreover, the negative influence of bank size on the banks
profitability comes from the disadvantage of diseconomies of scale or scale in efficiencies for the
Ethiopian banking sector.

Second, coming to macroeconomic factors and their influence on the profitability of commercial banks, we
realized that economic growth measured by RGGR has positive significant impact on the profitability of
banks whereas the impact of inflation on the profitability of commercial banks is positive but insignificant.
From this we can deduce that the effect of macroeconomic factors on the profitability of Ethiopian
commercial banks during the study period was inconclusive. Based on the research findings, we forward
the following recommendations.

First, the banks should consider the impact of bank size on the profitability of the commercial banks. They
need to work to lessen their size to the optimum levels to increase their profitability.

Second, the banks should balance the proportion of their liquid assets to the total assets so as to improve
their profitability. The higher the liquid assets to total assets ratio the lower the commercial banks in
Ethiopia is.
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