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The Impact of Regulations on the performance of Ethiopian private banks; the case of 27%
NBE bill purchase requirement

Abstract

The study has taken one of the top regulatory ssile requirement to purchase 27% bill,
and analyzed its impact on bank performance. Theerge objective of the study was to
assess the relationship between regulations angénrmance of private banks in Ethiopia.
Whereas the specific objectives of the study aragsess the impact of the captioned
regulatory measure on the profitability and liquydof private commercial banks. Panel data
from 2007-2014 of eight private banks which wereraponal on and before 2006 were used
in analyzing the impact. These Eight private banle selected using cluster sampling
technique and the cluster is selected using puygosampling considering the experience of
banks in the industry. To draw feasible conclusaod recommendation, primary data were
also collected from 16 top executives of privataksausing unstructured interview. Multiple
linear regression method, correlation, mean andndtad deviation was used to analyze
secondary data and the primary data was presentedarration. Accordingly, the finding
indicated that exposure to government bills haskaeegative association with performance.
Nevertheless, the magnitude is not severe. Moredber pre and post policy periods
comparison revealed a relatively better profitalyilrecord for private banks during times of
policy restrictions. Therefore, the bill seems citmitted positively to performance via moping
the excess liquidity holding of banks or to investess funds in earning government
securities than the customary practice of holdilggid asset in zero earning accounts at the
NBE. In general, the result of the study shows ttateffect of the policy measure is mitigated
by the excess liquidity standing of banks durirggghblicy formulation, the likely possibility to
expand to other fee generating services, stablaliig prices and banks discretion to adjust
their asset prices. Nevertheless, the decline tienthe share of loans from the total asset
could have negative effect on the long run whicfaat to some extent will be moderated by
the maturity of part (but significant sum) of thilsbin few years’ time. Considering the
output of the research, widening of income basioduction of new products to reach
unbanked society and branch expansion so as toliz®luleposit, revision of government
policy imposed on private banks and further expiora on the long run impact of the
requirement is recommended.

Keywords: NBE Bill, Bank Performance, ROA, Bank Liquidity
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The Impact of Regulations on the performance of Ethiopian private banks; the case of 27%
NBE bill purchase requirement

CHAPTER ONE

1. INTRODUCTION
1.1. Background of the Study

It is a widely held view that despite recent trenfifinancial disintermediation and growth in

market-based finance, the role of banks is esdetatizghe performance and operation of
modern economies (Rasidah and Mohd, 2011). Theafuedtal role of banks is to make the
community’s surplus deposits and investments udsfuénding it to people who need money
for various investment purposes (Geletta, 2011).litkeature on the bank-lending channel
has pointed out for long that a great deal of engoa@ctivity would be seriously hampered if

the most prominent agents in the credit markets chimmercial banks, did not execute their

functions properly.

There has been variety of regulatory measures iatpapon commercial banks in the effort
to achieve the macroeconomic goal such as finarstadility, promoting sound financial
structure, credit control, portfolio concentratiosrsd management of NPL. These functions
suggests that the national bank of Ethiopia, asndmae also indicates, takes the national
view, and doesn’t operate at the expense of consuango the harm the viability of banking

system in the country.

The legal reserve requirement for commercial bamis introduced in 1994 by the national
bank of Ethiopia and accordingly, commercial baaks required to transfer 25% of their
annual profit to their legal reserve account uihiid amount equals the capital of the bank and
thereafter, 10% of annual profit will be transferr® legal reserve account (NBE, 1995).
Bankers Association, especially after the 27%pailichase requirement, often raised issues of
using 50% legal reserve in light of the liquidityoplem they faced (IMF, 2012)
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The use of credit control by the National Bank ¢i&pia has been extensive. Back in 2009,
all private commercial banks were restricted toaambe loan within a limit. They were limited

to extend loan to their customers to the externthefceilings imposed on each bank by the
regulatory body. This restriction was imposed adiract monetary instrument to curb the
higher level of inflation by the time. After thealonal Bank of Ethiopia managed to cut

down the yearly average inflation, NBE announced hremoved the credit ceiling in 2011.

However, NBE introduced another requirement in 2Qddme year the loan ceiling was
lifted). The new regulation required all commercinks owned by private investors to
purchase government treasury bonds amounting toda#eir loan disbursement each time.
These bonds pay 3% annual rate while the banks5p@yn deposit. In other words, the
current interest rate of bills is arbitrary asated not reflect the cost of doing business (MFA,
2011).

It is in 2013 that the National bank of Ethiopiaposed another regulation on private
commercial banks regarding limit on portfolio shané short term loans. Since the
proclamation of such directive, private commerdahks were prohibited from extending
medium/long term loans above 60% of their totabtariding loans. In other word, of the total
outstanding loans and advances, private banksx@ected to maintain a minimum of 40%
short term loans and advances (MFA, 2013). Thisirement is directly related to the 27%
bill purchase requirement, aimed at keeping theueacy of loan disbursement not to

decrease.

All in all, the aim of this study is to assess th®lication of regulatory measures on the

performance of private commercial banks; the cd2¥% NBE bill purchase requirement.
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1.2. Statement of the problem

It is undeniably true that the overall developmstrategy of Ethiopia is guided by the
Agriculture Development Led Industrialization (ADLivhich is seen in light of ending
poverty. And recently, the Government has preparéde-year Growth and Transformation
Plan (GTP 2010/11-2014/15). The major points of #trategy include: sustaining rapid and
equitable economic growth, maintaining agricultase major source of economic growth,
creating conditions for the industry to play kelerm the economy, enhancing expansion and
quality of infrastructure development; enhancingpansion and quality of social
development; etc. (FDRE, 2010).

For the realization of these government objectasrgs mainly to finance massive projects like
the construction of the renaissance dam, the rahesa greater extent participation of the
private sector, non-government and the publicrgelare considered as important facilitators.
Therefore, the National Bank of Ethiopia (NBE),c@nApril 01,2011, has issued NBE bills
purchase Directives, subsequent to a lifting otlieg caps which has been applied for about
two consecutive years (from year 2009-2011). Itntyapertains to purchase of Bonds (the
great renaissance dam saving bond) only by privatelned commercial banks from NBE
(which later transferred to the Development Banltifiopia) equivalent to 27% of new loan

disbursement issued at a concessionary rate a@-peecent (NBE, 2011).

Subsequent to such requirement, all privately owcatdmercial banks exhibited declining
return on asset figure in the year 2011 and 201R e exception of Dashen Bank and
Cooperative Bank of Oromia (NBE annual Report 2021/On one hand, the Directive is
confronted by Ethiopian bankers association asstiaed to bring formidable challenges on
the activity of privately owned commercial banks.addition, its retroactive application and

subsequent expansion of the exposure to billsaisneld to create tight liquidity position. On
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the other hand, the regulatory bodies argue tleaetts no or little impact on the performance

of private banks.

There have been no published researches undertakeéhe impact of this regulation on
performance of private banks by jointly taking peadfility and liquidity position as a measure
of performance. Therefore, the research will tryassess such knowledge gap as new
perspective and assess the issue of 27% NBE bdhpse requirement by taking profitability

and liquidity as a measure of bank performance.

1.3. Basic Research Questions

The study will be undertaken to assess the impacgegulations on the performance of
Ethiopian private commercial banks; the case of 2Bk Bill purchase requirement. More
specifically, the study will provide possible anssv& the following basic research questions:
 What is the impact of 27% NBE bill purchase reguieat on profitability of the
private commercial banks?
* Is there a relationship between 27% NBE bill puseheequirement and the liquidity
of private commercial banks?

* What can be recommended to withstand this issue?

1.4. Objectives of the Study
1.4.1.General objective

The general objective of the study is to examirertiationship between regulatory measures
and the performance of private commercial bank=elation to the 27% NBE bill purchase

requirement.
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1.4.2.Specific Objective

More specifically the study will address the undwmntioned specific objectives;
* To evaluate the impact of 27% NBE bill purchaseunemment on the profitability of
private commercial banks
* To assess the impact of 27% NBE bill purchase rement on the liquidity of private
commercial banks
* To identify the trend of private bank’s performarbmfore& after 27% bill purchase
requirement and measure the impact of the requimeatzordingly.

1.5. Definition of Terms

The following words and phrases have the under imeed meaning throughout my research
report;

Disbursement of Loans and Advancesthe release of funds in the form of loans and
advances for a specified period of time by the ark borrower.

NBE Bill: means the long term obligation of National BankEtiiiopia payable within 5
year period which is purchased by private commeEtzaaks to the extent of 27% of their
loans advanced to each customer

Nonperforming Loan: loans and advances whose credit quality has dedézob so that the
full principal and interest collection as per tlmmtactual agreement becomes in question.
Long term loan_ in the context of this research, long term loans laans extended to
borrowers with maturity period of 5 to 10 years.

Medium term Loan_ loans extended by banks to finance working capitdd or fixed
investment need of the borrower having maturityqeebetween one and five year
Regulation: is the rule/directive designed by the national bahkEthiopia to govern the
activities of banks

Short term loan_ loans extended by the banks to finance the workiagital need of

borrowers with a maturity period of one year.
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1.6. Significance of the Study

There are several arguments on the impact of durbdh purchase requirement. The
regulators argue that there is no or little impactperformance of private banks while the
representatives of private banks including the baslassociation were raising their concerns
and at time bitter lamentations. Therefore, theltries to empirically examine the impact
of this controversial provision on the performané@rivate banks. Apart from that, the study
will help the regulatory bodies by providing insigh examine its policy measures in banking

supervision pertaining to private banks.

1.7. Scope of the Study

The study will focus on some selected Ethiopiavgig banks by analyzing the financial
statements starting from 2007 to 2014 fiscal yddesce, the study will comprise all private
commercial banks that started operation on andr®e2006 excluding government owned
commercial banks. This is argued on the fact thetianks have been operating long enough
to give academic insight on what the study seeksfter. As a result out of 16 private
commercial banks in Ethiopia, the study will covaty eight banks that started operation on
and before 2006 namely Dashen Bank, Awash IntenmatiBank, Wegagen Bank, Bank of
Abyssinia, United Bank, Nib International Bank, hidnternational Bank and Cooperative

bank of Oromia.

And finally, of the various performance measureshie banking industry, only profitability

and liquidity will be considered for this study.
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1.8. Limitation of the Study

The study took, from among the private commercaaks, only those that were established in
or before 2006 in the interest of data availahilithe impact of such bills on smaller and
younger commercial banks is not captured. With eesgo primary data, though the

respondents were carefully selected, the informasdimited to the opinion and observation

of the respondents in the sample. In addition, led various regulatory measures of
government, only 27% NBE bill purchase requiremembnsidered in the study.
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CHAPTER TWO
2. REVIEW OF RELATED LITERATURE

A comprehensive review of published and unpublisivedks in the areas of regulations and
the performance of banks is made to develop anatifgiehe problem, to develop research

guestions and so as to come up with appropriatarels methods. It also comprises various
researchers point of view on related research wbrks the context of various countries.

Therefore, the literature review is organized anesented in two sections. The first section
2.1 discusses the theoretical literature aboutladgry measures and the performance of
banks from different perspectives and the secootiose2.2 presented empirical literature on

studies made at similar level.

2.1. Theoretical Literature
2.1.1.Regulations and Supervision
2.1.1.1. Definition

Harvey (2012) defines regulation as the formulatow issuance by authorized agencies of
specific rules or regulations, under governing l&w,the conduct and structure of banking.
Given inter-connectedness of banking industry drel reliance that the national economy
hold on banks, it is important for regulatory ageescto maintain control over the
standardized practices of banking institutions.

Regulations also refers to a process in which tleeeemonitoring of financial institutions by
a body that is directed by a government in an effoachieve macroeconomic goals through

monetary policies as well as other measures peibitadsy law (Vittas, 1992)
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2.1.1.2. Types of Financial Regulations

Financial regulations can be categorized basedhem &ims and functions. As Williams
(1996) outlines, regulations can be classifiedtiagtiral, prudential and monetary.

e Structural Regulation- is regulations that place boundary to commerciaikba
determining the activity in which they can partaig from those they can debarred.
For example licensing of commercial banks and fmitibn from engaging in other

commercial activities (NBE, 1996).

* Prudential Regulation- is part of regulation that emphasizes on the comfo
systematic risk principally balance sheet constsasuch as capital adequacy and
permissible bank concentration ratios. For exanNB& set single borrower limit to
25% of the bank paid up capital and reserve (NEB22.

* Monetary Regulation- is the process of setting monetary directive desigio bring
the desired macroeconomic outcome by focusing terest rate, credit control and
reserve requirements. It impact on deposit takamgl, lending activities of commercial
banks. For example 27% NBE bill purchase requirdnmen each loan disbursed
(NBE, 2013).

2.1.1.3. Why Regulate Banks?

Spong 2000, stated that although banks are opefatgatofit and bankers are free to make
many decisions in their daily operations, bankisgammonly treated as a matter of public
interest. Banking laws and regulations extendethémy aspects of banking, including who

can open banks, what products can be offered, awdoanks can expand.
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The following sections focus on several of the mooenmonly accepted goals of bank
regulation. Also, because of the potential for dohfamong regulatory goals, special

attention is given to what banking regulation skdaubt do.

2.1.1.3.1Protection of Depositors

The most basic reason for regulation of bankingaposit or protection. Pressure for such
regulation arose as the public began making firsrtcansactions through banks, and as

businesses and individuals began holding a sigmfiportion of their funds in banks.

Bank depositors may have more difficulty protectthgir interests than customers of other
types of businesses. While depositors could coabjvmake general judgments about the
condition of banks, the task would still be diffigLcostly, and occasionally prone to error.
These facts, especially when combined with theohysbf depositor losses before federal
deposit insurance, explain much of the public presdor banking regulation to protect

depositors (Spong 2000).

2.1.1.3.2Monetary and Financial Stability

Apart from just being concerned about individuapators, banking regulation must also
seek to provide a stable frame work for making payts. With the vast volume of
transactions conducted every day by individuals laiginesses, a safe and accept able means
of payment is critical to the health of our econorny fact, it is hard to envision how a
complex economic system could function and avoribse disruptions if the multitude of
daily transactions could not be completed withghhdegree of certainty and safety. Ideally,

bank regulation should thus keep fluctuations isitess activity and problems at individual

10
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banks from interrupting the flow of transactionsaass the economy and threatening public

confidence in the banking system (Spong 2000).

2.1.1.3.3Efficient and Competitive Financial System

Another aspect of a good banking system is thatoousrs are provided quality services at
competitive prices. One of the purposes of banklegmn, therefore, is to create a regulatory
framework that encourages efficiency and competittmd ensures an adequate level of
banking services throughout the economy. The primmaodf an efficient and competitive
banking system carries a number of implicationsrégulation. Competition and efficiency
depend on the number of banks operating in a matefreedom of other banks to enter and
compete, and the ability of banks to achieve arrggpmte size for serving their customers
(Spong 2000).

2.1.1.3.4Consumer Protection

Another goal of banking regulation is to protech&omer interests in various aspects of a
banking relationship. The previous regulatory otyes serve to protect consumers in a
number of ways, most notably through safeguardieg deposits and promoting competitive

banking services. However, there are many otherswansumers are protected in their
banking activities. Consumer protection objectiges generally consistent with good banking
principles. In fact, credit and deposit disclosuaesl informed customers should be of most
benefit to bankers offering competitive serviceskelise, equal and nondiscriminatory

treatment of borrowers is necessary for any baakeing to maximize profits (Spong 2000).

11
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2.2. Empirical Literature

2.2.1.NBE Bill Market

According to the assessment of IMF as presentddeim 2012 country report, the 27% bill
Purchase requirement has the potential to ultimatzluce funds available for on lending by
private banks. The report presents potential impacvailable funds as presented in table 2.1
below. IMF also concludes that the bill purchageuirement brings about Maturity
mismatch (IMF, 2012).

Table 2.1 Impact of 27 percent bill purchase rezragnt on banks’ lending

Years 1 2 3 4 5

Lending by private sector| 1,000,000 864,645 753,990 663,827 590,677
Stock to NBE Bill 270,000 503,454 707,032 886,265 1,045,748
Source:IMF report 2012

The report also revealed that, the 27 percent reongnt has potential impact o the maturity
mismatches. That is, private banks mostly collewirgys at two or three years maturity and
even shorter in some cases. Therefore, fulfilling 27 percent requirement means that they
have to freeze these resources for five yearstiogea clear maturity mismatch. (IMF
country report No. 12/287, 2012)

2.2.2.Regulations and Bank Performance

Banking regulations have attracted both theoretical empirical interest, and several studies
attempt to assess whether and how the regulatanyefwvork influences the performance and
behavior of banks. In the following sub sectionsoas literatures that examine the impact of
certain regulations on bank activities are reviewgowever, it should be emphasized that in

view of the general lack of empirical evidence e impact of regulation and the mixed
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result of literatures that considers various meastimperformance, the anticipated impact of

regulations (NBE bill purchase requirement) on geniance can be ambiguous.

Various empirical studies on banks market overedd#iht time horizons, pointed out that
Central Bank’s adopted monetary policy of a coutiag implications on bank performance.
Ikhide and Alawode (2001) indicated that centratksameasures in Nigeria such as setting
ceilings on interest rates and credit expansidegctee allocation of credit, and high reserve
requirements could result in financial repressiohiclw distorts the well-functioning of

domestic financial markets.

Aryeetey et al (1997) elucidate that excessivervetetion by government (in Ghana, Malawi,
Nigeria and Tanzania) as manifested by controhtdrest on loans and deposits rates tend to
raise the demand for and depress the supply ofsfuflis creates unsatisfied demand for
investible funds which forces financial intermedkarto ration credit by means other than the
interest rate while an informal market developsuatontrolled rates. The other feature of
financial repression in the literatures is largiedential between lending and deposit interest
rates and implicit taxation (Aryeetey, 1997), (@ay 2001). Seck and El Nil (1993) argued
that the high spread between lending and depots rean be viewed as an implicit tax

through high reserve requirements on the bankiogpsey the monetary authorities.

Capital requirements

The profitability of banks is related to the trasrshation of inputs like deposits to outputs like
loans, capital requirements may affect productivityough various channels. The first
channel is through the impact of capital requiretmem bank lending, which is generally
supported by various theoretical literature. Fastance, Kopecky and Van Hoose (2005)
argued that capital requirement influence bankgiecimaking in terms of both the quantity

of lending and the quality of the loans granted.tieir theoretical model illustrates that the
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introduction of binding regulatory capital requiremts on a previously unregulated banking
system reduces aggregate lending, while loan gualdy either improve or worsen. The
analysis of Thakor (1996), in US covering the peri®89-93, also indicates that aggregate
lending declines as a result of capital requires@mluence. To come up with his findings,
Thakor used market-model event study method. Hewewan Hoose (2007) suggests that,
in the long-term, capital regulation will increasapital ratios, which may or may not be
accompanied by an increase in total lending. Asandg) the quality of loans and since
screening and monitoring is costly, additional teses (i.e. inputs) will be required both in

monetary and labor terms to ensure that banks tperthin the desired level of risk.

The second channel works through the impact oftahpequirements on the decision of
banks as for the assets in which they invest (levidh Hoose (2007) reviews the literature
and suggests that in light of stricter capital deds, banks may decide to substitute loans
with alternative forms of assets. Thus, banks sulltch from relatively risky assets to those
with lower risk weighting, such as residential ngages, short-term interbank exposures, or
government securities. For example, Thakor (198§)es that in a competitive environment,
an increase in the minimum capital requirementbi@nks will result in higher loan-funding
cost and lower profit from lending, since the basmkunable to pass this cost to borrowers.
Thus, lending will be less attractive relative twasting in government securities, which do
not require capital to be held against them. Howete mix of assets can have a substantial
impact on productivity, if banks are not equallyieént in managing various categories of

assets.

Various literatures, (for example Kopecky and Vaoobe (2005); Thakor (1996); Santos
(2001)), argued that productivity can also be iafloed through the impact of capital
requirements on the liability side of banks’ bakrgheets. This is based on the fact that
deposits and equity may be alternative sourcesiredd for banks. However, because capital
is more expensive than deposits, banks will gelyedclloose to operate with the minimum
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capital level specified by regulators (Santos, 2008evertheless, banks may be forced to
substitute equity for deposits and issue new edoityneet capital adequacy requirements.
Indeed, Santos (2001) in his research findingsctse of Switzerland points out that even
though an increase in capital standards may impbawek stability, it may not be desirable
since it decreases deposits. Obviously, this deer@a the level of deposits can have an

impact on productivity.

The empirical evidence on the influence of captabank efficiency provides some guidance
as to whether solvency influences features of moRuctivity. Hughes et al. (2001) find that
when capital is included in cost functions to derscale economies, this generally has a
positive influence in terms of generating returasstale (constant returns tend to be found
when capital is excluded from their cost functiatireates). Others, such as Altunbas et al.
(2007) also find that capital can significantly lidhce bank cost and profit efficiency
measures. Altunbas et al. (2007) in their crossitgustudy of European banks for the period
between 1992-2000, for instance, find that reldyiveefficient banks appear to hold more
capital, while evidence from the other literatusenixed.

Related empirical research that focuses on otlmecés of banks’ performance also seems to
generate mixed findings. Pasiouras et al. (2008) & negative relationship between capital
requirements and banks’ soundness as measuredtdiy rfatings. To come up with the
captioned findings, Pasiouras used a sample ob@hk&s from 95 countries using a two stage
data envelopment analysis (DEA). In contrast, ®ass (2008) on his study reported a
positive association between technical efficienog eapital requirements, although this is not
statistically significant in all cases.
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Supervisory Involvement

Under the official supervision approach, privateerslg may lack the incentives and
capabilities to monitor powerful banks. Howevergter, 1971 stated that, powerful official
supervision can improve the corporate governandeoks. Based on the data obtained from
more than 2500 corporations over 37 countries, Bek. (2004) suggested that a supervisor
that has the power to monitor and discipline bazdedd enhance their corporate governance,
reduce corruption in bank lending and improve th@ctioning of banks as financial
intermediaries. Obviously, when banks are forcedieunthe threat of a non-compliant
discipline to direct their credit to politically noected firms, they cannot use risk-return
criteria (Beck et al., 2004).

The empirical results are yet again mixed. Bartale{2004) indicate that there is no strong
association between bank development and perforenand official supervisory power. The
results of Pasiouras et al. (2006) also indicateegative relationship between supervisory
power and overall bank soundness (i.e. credit gajinin contrast, after controlling for
accounting and auditing requirements, FernandeZzamzalez (2005) report that in countries
with low accounting and auditing requirements a enetringent disciplinary capacity of
supervisors over management action appears to ldulusn reducing risk-taking.
Furthermore, Pasiouras (2008) finds a positive atatistically significant impact of
supervisory power on technical efficiency in mashis specifications.

On the basis of the above discussion, it seem$ylikat the productivity of banks will be
influenced by the power of the official supervisoaithough, like in the case of capital
regulation, it is again difficult to predict thegmise direction of this relationship
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Market discipline

According to the private monitoring approach, regjohs and incentives that promote private
monitoring will result in better outcomes for thanking sector. For instance, this can be
achieved by requirements related to the disclostii@ccurate information to the public that

will allow private agents to overcome informationdatransaction costs and monitor banks
more effectively (Hay and Shleifer, 1998). Furthers) the existence or not of an explicit

deposit insurance scheme and requirements to nraistzbordinated debt finance are

expected to have an impact on private monitorinige private monitoring approach also

argues that corruption of bank officials will besgeof a constraint on corporate finance (Beck
et al., 2004).

Thus, under the private monitoring empowerment yiewe would expect that improved
private governance of banks will boost their fuocing (Barth et al., 2004) and their
productivity. Furthermore, Barth et al. (2004) afsal that regulations that encourage and
facilitate private monitoring of banks are assaiatvith greater bank development and lower
net interest margins and non-performing loans. Heme requirements for increased
disclosures can also have a negative impact oruptivity. As Duarte et al. (2006) mention,
disclosures are costly for managers due to direstscof making additional disclosures,
additional time, effort to prepare formal disclasutocuments, and the costs of maintaining
investor relations departments. Furthermore, Duatteal. (2006) point out that broad
disclosure may result in the release of sensitiMerination to competitors. Others for
example Pasiouras (2008) find a robust positive aighificant relationship between

disclosure requirements and technical efficiency.
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Reserve Requirement

Ikhide and Alawode (2001) indicated that centralkbs measures such as setting ceilings on
interest rates and credit expansion, selectivecation of credit, and high reserve
requirements could result in financial repressiohiclv distorts the well-functioning of
domestic financial markets. Further, Seck and HI (1893) argued that the high spread
between lending and deposit rates can be viewednasnplicit tax through high reserve
requirements on the banking sector by the monetatiyorities. There is a tendency for the
monetary authorities to set high reserve requirésneém less developed countries. For
instance, the reserve requirement for Ghana inetirey 1980s was as high as 80 percent
(Aryeetey, 1997).Moreover, governments often usedkimg institution as a source of
implicit taxation by imposing high reserve requiemh and financing operating losses
(Parastatals, Collier and Gunnings 1991 as citddipeetey, 1997). Besides, the proponents
of financial repression concluded that less invoieat of the government in the financial

sector can support economic growth (McKinnon, Shaw3)

Restrictions on bank activities

Barth et al. (2004) outlined several reasons fstriging bank activities as well as reasons for
allowing banks to participate in a broader rangeadfvities. On the one hand, allowing a
wide range of financial activities may lead to m&sed risk exposure of banks, or to the
establishment of complex and powerful banks thédthe difficult to monitor and discipline.

Furthermore, the creation of large financial congtoates may reduce competition and
efficiency. Barth et al. (2004) find a negative aasation between restrictions on bank
activities and banking sector development and kyabiBarth et al. (2001) also confirm that

greater regulatory restrictions on bank activiteee associated with higher probability of
suffering a major banking crisis, as well as lowanking sector efficiency. Finally, Pasiouras

(2008) finds no significant association of restans on activities with technical efficiency.

18



The Impact of Regulations on the performance of Ethiopian private banks; the case of 27%
NBE bill purchase requirement

2.2.3.Summary

Various researchers studied the impact of regulatan bank performance. To mention some,
Ikhide and Alawode (2001), Kopecky and Van Hood808), Altunbas et al. (2007) and

Aryeetey et al (1997), indicated that central banksasures such as setting ceilings on
interest rates and credit expansion, selectiveatiion of credit, and high capital requirements
could result in financial repression. Thakor (199@®)d Van Hoose (2007) concluded that
lending declines as a result of capital requiresentiuence. Pasiouras et al. (2006) also
concluded that a negative relationship betweentaam@quirements and banks soundness. In
contrast, Santos (2001) concluded that an increasapital standards may improve bank

stability. Pasiouras (2008) also reported a pasitigsociation between technical efficiency
and capital requirements. Furthermore, Barth et(2004) also find that regulations that

encourage and facilitate private monitoring of lmrdke associated with greater bank

development and lower net interest margins andpesferming loans.

Barth et al. (2001) confirmed in his research thegater regulatory restrictions on bank
activities are associated with higher probabilitysoffering a major banking crisis, as well as
lower banking sector efficiency. Pasiouras (2008}he other hand concluded that there is no

significant association of restrictions on actegtiwith technical efficiency.

The requirement of 27% NBE bill purchase was finstoduced in April 2011with the aim of
assisting the capital investment of the great smamice dam. Since then, the Ethiopian
bankers association claimed the requirement hapdtential to reduce the fund available for
lending by private banks. As the IMF calculationdicated that one million fund available in
year one of operation will be reduced to 590,67tatend of fifth year due to the 27% bill
purchase requirement. Due to this fact, the bankssociation claimed the requirement
hampered the banks liquidity position. In contrés¢, NBE officials indicated that there is no

or little potential impact on private commerciahka in this regard.
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Given the impact reported in the majority of thedsts and that of controversial issues
between the private banks and regulatory bodiesk h@erformance is expected to be
influenced by government regulations, althoughektent and direction of this influence is
difficult to predict

All in all, there is no published empirical study ¢the impact of the 27% bill purchase
requirement the concomitant requirement on the thaation. This study specifically tried to
measure the impact of tying up capital by the nesuent on performance factors by taking

profitability and liquidity as principal indicatars
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CHAPTER THREE
3. RESEARCH DESIGN AND METHODOLOGY

This chapter discusses the research design anddubtigy. The chapter is organized in five
sections. The first section 3.1 discusses the relsabesign. Sampling design is presented in
section 3.2. Data source and methods of data tiolleand analysis are presented in section
3.3 and 3.4 respectively. In addition, Model Sgeatfon and Variable was presented in

section 3.5.

3.1. Research Design

According to Kotzar et al., (2005), research dessga plan and structure of investigation and
the way in which studies are put together. Coopeat.2003) also define research design as
the process of focusing on the researcher’s petispeor the purpose of a particular study.
Leedy and Ormrod (2005) define a research methggahs a means to extract the meaning

of data.

As the objective of the study reveals, the veryppsge of this research was to find out the
relationship between regulatory measures and thferpence of private commercial banks.
For this reason, the research is moreanfsal type.In order to benefit from the advantage of

guantitative and qualitative research approachntixed method was used for this study.

3.2. Population and Sampling Techniques

According to Diamantopoulos (2004), a populatiom igroup of items that a sample will be
drawn from. A sample, on the other hand, refera &et of individuals/companies/ selected
from an identified population with the intent of rggalizing the findings to the entire

population. A sample is drawn as a result of camsts that make it difficult to cover the
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entire research population (Leedy and Ormord, 200%)erefore the under mentioned
paragraphs discuss issues pertaining to samplesfraample size and sampling techniques

respectively.

For this research the population was all 16 priyabevned commercial banks registered by

the National Bank of Ethiopia (NBE).In line withishl6 banks will fall in the sample frame.

Further, a representative sample was selected draong the banks. Selection of sample was
based on cluster sampling technique. Therefore$trdt start operation on and before 2006
were grouped in Cluster 1 and those that startadiper after 2006 were grouped in cluster 2.
And accordingly, Dashen Bank, Awash Internationain® Wegagen Bank, Bank of
Abyssinia, United Bank, Nib International Bank, hidnternational Bank and Cooperative
bank of Oromia fall under cluster 1 and on the otimend, Addis International Bank, Buna
international Bank, Abay Bank, Enat Bank, Birhatetnational Bank, Oromia International
bank, Zemen Bank, and Debub Global bank fall uctiester 2.

To answer the research questions and thereby tesslthe objectives of the study, cluster 1
was selected based on purposive sampling technithese judgmental sampling was used
considering the years of experience of the bankissanas to make comparative performance
analysis between the period before and after tB& 2l purchase requirement.

For the purpose of primary data collected to augnties findings of quantitative data, 16
respondents were selected on the basis of poditiey held in the bank purposely. These
respondents constitute 50% of the total populadiotop management staff involved in credit
related activities in the selected banks. The nedpnts were selected on random basis from

among management staffs in credit related actsvitie
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3.3. Data Source and Method of Collection

In order to carry out any research activity; infation should be gathered from proper
sources (Geoffery, 2005). The study used both pyirmad secondary data. Panel data from
2007- 2014 of eight privately owned commercial lsmlas collected from bank’s monthly

and annual reports and financial statements. Exgpanions were gathered through interview

SO as to come up with better conclusion and recamdateons.

3.4. Method of Data Analysis

For the purpose of analyzing this study, both dp8ee statistics and multiple regression
analysis were used. The variables used in the pheltepression analysis were described in

the following section.

Mean, minimum, maximum and standard deviation \&alu# be used to analyze the general
trends of documentary analysis from 2007 to 20X4tHe variables which were included in
the study. And finally, the data collected througterview are described with narration so as

to come up with valid conclusion and recommendation

3.5. Model Specification and Variable Definition

According to Creswell (2009), the variables neetdécspecified in quantitative researches so
that it is clear to readers what groups are reegithe experimental treatment and what
outcomes are being measured. Bank profitabilitysisally measured by the return on average
assets, return on equity, and net interest margiiclware expressed as a function of internal
and external determinants. For the purpose of shisly, return on asset is taken as a

profitability measure.
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All in all, the dependent and the independent éeiaf the research are discussed in the

following sub sections.

3.5.1.Dependent variables

Bank performance is the dependent variable. Irctiméext of this study, bank performance is
measured by liquidity and profitability.

3.5.1.1. Bank Liquidity

Effective liquidity management seeks to ensure, ttaen under adverse conditions, a bank
will have access to the funds necessary to futlilstomer needs, maturing liabilities and
capital requirements for operational purposes. @itithe required liquidity and funding to

meet short-term obligations, a bank may fail.

For the purpose of this research, liquidity posisi@f private commercial banks are used as a
measure of bank performance. And hence, the fatigwquidity ratio was used;

LIQ= Total Loan/Total Deposit

The liquidity ratio should give us information athdhe general liquidity shock absorption
capacity of the bank. As a general rule, the highertotal loan in the banks deposit the lower
the banks capacity to absorb liquidity shock, gitleat market liquidity is the same for all
banks in the sample. Nevertheless, lower valuehts tatio may also be interpreted as
inefficiency; since liquid asset yield lower incormguidity bears higher opportunity cost for

the bank. It is necessary to optimize the relalietween liquidity and profitability.
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Therefore, for each liquidity ratio, the followirgjuation is used;

LIQ i = B; + B1 Bill + p=ZX" i+ B, DUM+ g

Where Lis the dependent variable (which is latter expldias bank liquidity) explaining
performance of bank i at time t, with i= 1....N; t=T.,.8; is a constant term, jpére k
explanatory variables ang is the disturbance term. A Dummy variable is adiethe model
to classify the periods in to two: before and aftex bill purchase policy. A variable 1 is

assigned to represent the period after the biltlpase policy and 0, otherwise.

It is evident that the most important task is toate the appropriate explanatory variables.
The selection of the variable is made based onsthdy undertaken by Vodava 2009 on
determinants of commercial banks liquidity.

Therefore, the econometric model can be expressmporating the identified variables as

follows:

LIQ i= Bill;y + CAP+LNTA i+ROEji+ IRL jt+ IRM jt+ DUM+ &t

See Table 3.1 for description of variables
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Table 3.1 Description of Variables: Bank LiquidRgsition

Variables Definition
LIQ Measure of bank liquidity
BILL 27% NBE bill purchased to finance the renamssadam
CAP The share of own capital on total asset of the bank
ROE Return on equity: the share of net profit onksaown capital
IRL Interest rate on loans
LNTA Loan to total Asset
IRM Difference between interest rate on loans and esterate on
deposit
DUM Dummy variables 0, or 1

3.5.1.2. Bank Profitability

Profitability can be measured by the ratio of thetURn on Average Assets (ROA) and Net
Interest Margin (NIM). The profitability measuresciuded in the study is ROA which is

described as follows;

+ Return on Assets (ROA)

ROA reflects the ability of a bank’s managemengeéoerate profits from the bank’s assets. It
shows the profits earned per birr of assets anidaites how effectively the bank’s assets are
managed to generate revenues. The following autllscsused ROA as a measure of bank
profitability (Li (2006), Abebaw and Depaack (2011hdranarain (2009), Olweny and
Shipho(2011) and Belayneh (2011)) ROA can be caledlas:

ReturnonAsset (ROA)= NetProfitAfterTax [TotalAssets

26



The Impact of Regulations on the performance of Ethiopian private banks; the case of 27%
NBE bill purchase requirement

This is probably the most important single ratiocomparing the efficiency and operating

performance of banks as it indicates the returmegded from the assets that bank owns.

Therefore, as indicated in the method of data amalgart of the study, a multiple linear
regression model that link the relationship betwesgulations related to banking sector with

banks performance is to be used which can be shated

Perfi;= (Regulationg, control variables;)

The regulation specifically, as the interest ofstistudy, is the 27 percent bill purchase

requirement. Hence, the model can be reformulated a

Perfi;= (billi;, control variables;)

Therefore, the bill effect on performance matheoadiy can be expressed as:

Perfy = Bj + p1 Bill + p=X"ji+ B, DUM+ g

Where Peif is the dependent variable explaining performarfcbamk i at time t, with i=
1....N; t=1...T,pj is a constant term, Xjt are k explanatory vamsbhndjt is the disturbance
term. A Dummy variable is added to the model tssifg the periods in to two: before and
after the bill purchase policy. A variable 1 isigaed to represent the period after the bill
purchase policy and 0, otherwise.

Here the selection of the variable was made bagetthe study undertaken by Lelissa 2014,
regulatory measures and performance of private salkd hence, the econometric model

can be expressed incorporating the identified éegas follows:

ROA;= Billiy + NIMj +PRTLj; + LNTA i+ FRTA; + LNDP;:+DUM + ¢
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See Table 3.2 for description of variables
Table 3.2 Descriptions of Variables: ROA

Variable Definition
S
ROA Net Profit after Tax/Total Asset_ Measure of prafitity
BILL 27% NBE bill used to finance the renaissanaend
PRTL Provision/Total Loan_ measure of credit risk lewebanks
NIM Net Interest Income/Total Asset_ level of eagifrom loans

and advances
LNTA Loan/Total Asset _ measure of core earning sourbarks
FRTA Foreign Bank Deposit/Total Asset Exposureelesf non-
interest income source
LNDP Liquid Asset / Total Deposit_ Liquidity level of Bks
DUM Dummy variables 0, or 1

Table 3.2 Descriptions of Variables

3.5.2.Independent Variable

As the research topic indicates, the independerahla is loan related regulations. As to the

scope of the study, 27% NBE bill purchase requirgnagll be the independent variable.

% 27% NBE Bill Purchase Requirement_in this regard, historical data of NBE bill
purchased by banks for the period between 2011@hd ®&ill be considered. It can be
calculated as;

= Total loan disbursement * 27%

In addition, the impact of NBE bill purchased oe grofitability of banks will be considered.
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3.6. Qualitative aspects of the research

To augment the gap that might not be captured éytlantitative survey and to obtain deeper
understanding of the impact of regulatory meastiraswould determine the performance of
banks, unstructured interviews were conducted wehior bank officials in the industry.

According to Gray (2004), interviewing is an ideaéthod to obtain data relating to people’s

views, knowledge and attitudes.

Accordingly, sixteen experienced bankers who weseiaed to have a deeper understanding
of credit dynamics in the Ethiopian financial intlyswere interviewed. These were from all
banks and experts from the NBE. The researchenviell same interview protocol. As the
information obtained were qualitative in nature andetailed analysis was not made rather

the qualitative data were organized thematically emntent analysis was carried out.

3.7. Validity, reliability and ethical issues

Validity and reliability of the research measuremestruments influence, first the extent that
one can learn from the phenomena of the study.rsettee probability that one will obtain
statistical significance in data analysis and ttirel extent to which one can bring meaningful
conclusion from the collected data. Most ethicalés in research fall into one of the four
categories: protection from harm, informal conseight to privacy and honesty with

professional colleagues (Leedy and Ormrod, 2005).
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3.7.1.Validity

According to Leedy et al (2005), validity is thelldap of an instrument used to measure what
it is designed to measure. They further explainvead Ibasic questions: does the study have
sufficient control to ensure that the conclusidres tesearcher draw are truly warranted by the
data and can the researcher use what he/she hawveibsn the research situation to make
generalization to the population beyond that spedituation? The answers to these two

guestions address the issues of the content walidiernal validity and external validity.

3.7.1.1. Content validity

In order to check content validity for the desaviptsurvey studies, Leedy et al., (2005)
suggests three tactics: using multiple sourcesvafeace, establishing chain evidence and
having key informants reviewing draft of the stuehport. To ensure content validity the
target groups included in sample represented wessetwho know better about the issue

being investigated.

3.7.1.2. Internal validity

The internal validity of a research study is théeakto which its design and the data it yields
allow the researcher to draw accurate conclusibositathe relationships within the data. In
this case, it's less likely that there will be awdlorne effect since the respondents have
professional background and knowledge about bardirig and credit management and those
who were involved in the interview were not expdcte change their behavior during
interview. They were also asked to give their cahsed they were given all the right not to
answer any questions if they did not wish to.
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3.7.1.3. External validity

External validity is related to the extent to whitke findings from one research can be
applied to other similar situations. In other wgqrd®w the conclusions drawn can be
generalized to other contexts (Leedy et al., 20@&)cording to Leedy et al, these three
strategies are: a real life setting, a represemtaample and replication in different settings
Leedy et al (2005). To ensure face validity theeagsher performed multi method approach

i.e. two or more different characteristics measwsdg two or more different approaches.

3.7.2.Reliability

According to Leedy and Ormrod (2005) reliability aimeasurement instrument is the extent
to which it yields consistent results when the ahteristic being measured has not been
changed. They further stated that in order to meeereliability, the researcher should use the
same template as far as possible and use statibodset To ensure the reliability of

measurement instrument the researcher performsdstandardize the instrument from one

person or situation to another.

Besides, the researcher also believes that thdy stureliable since the respondents were
selected based on their past experience on creditagement and their answers were
expected to be credible. Given the credibility efested respondents, the same answers
would probably be given to another independentareseer. Furthermore, ambiguous terms

were not used in interviews to avoid confusion.
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3.7.3.Ethical Issues

Due consideration was given to obtain consent feaich participant about their participation
in the study. It was strictly conducted on volugtéasis. The researcher tried to respect
participants’ right and privacy. The findings ofetliesearch were presented without any
deviation from the outcome of the research. In tawldi the researcher gave full

acknowledgements to all the reference materiald ursthe study.

3.8. Summary

This chapter has presented the research desigg walitim the research questions. Discussion
of the research approach was also made with a apeciphasis on the approach to be
employed for this study. The types of instrumergsduto collect data and analysis method

conducted thereof was also discussed.

Issues pertaining to validity, reliability and etédl matter were also presented. The next
chapter presents the research result.
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CHAPTER FOUR
4. RESULTS AND DISCUSSIONS

This chapter deals with the results of study whitlude descriptive statistics of variables,
correlation results for dependent and explanatanables, and regression analysis for ROA
profitability measures and for liquidity measuregtdl Loan/Total Deposit and discussion of
results. Secondary data analysis was done by &S software. Beside secondary data
analysis, primary data collected from the manag#rgrivate commercial banks using
interview are presented, analyzed and discussttsichapter.

4.1. Findings of the Study
4.1.1.Bank Performance before Bill Purchase Requirement

4.1.1.1. Return on Asset and descriptive statistics of Variales

In this section shows descriptive statistics fa tlependent variable; Return on Asset (ROA)
and explanatory variables involved in the regressimdel are presented. Mean, maximum,
minimum and standard deviation values are includethble 4.1 below. These figures give

overall description about data used in the regoessiodels.

Table 4.1 Descriptive Statistics of Variables

Dependent Variable Minimum Maximum Mean  Std. Deviation

ROA .18 550 2.4016 1.33001
Independent Variables Minimum  Maximum  Mean Std. Devation

NIM 2.88 7.66 5.1225 1.39664
PRTL 21 10.10 3.8411 2.68468
LNTA 35.10 66.00 49.3048 8.70459
FRTA 2.90 19.00 8.8403 4.17908
LNTD 33.10 78.10 57.7144 9.06882

Source:SPSS output from private banks financial statesent
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Table 4.1 shows descriptive statistics for all demsmt and independent variables.
Accordingly, ROA has a positive mean value of 2.486 even escalate to the maximum of
5.5% and minimum value of 0.18%. The standard diewial.3 showed that there is lower

variability from the mean.

Values for the explanatory variables are also shaleng with that of ROA. The Variables
are; NIM, PRTL, LNTA, FRTA and LNTD which have assed to have different
characteristics. In the pre bill purchase periotiv Mas positive mean value of 5.1and 1.39
standard deviation which is the lowest variabilitgm the mean as compared with other
explanatory variables. It can be interpreted asosatnall private commercial banks are
applying relatively consistent interest rate onlkafids of finances and few variations were

observed in NIM.

The measure of bank credit risk exposure as measy®RTL exhibited mean value of 3.84
and standard deviation of 2.68. The mean valuecated that the overall risk exposure of
banks exhibited below the industry threshold seth®y national bank of Ethiopia which is
5%.

LNTA which is the measure of core earning sourcthefbanks exhibited mean and standard
deviation value of 49.3 and 8.7 respectively. Tigare indicated that out of the total asset of
private banks, 49% earning is obtained from loane Tinimum and maximum value is

35.1% and 66% respectively.

The exposure level of non-interest income as catedlby foreign bank deposit to total asset
indicates mean value of 8.84%and standard deviatignl1% which indicates high degree of

variability from the mean within the range of 21.9.

And finally, the mean value of LNTD as measureddan to deposit ratio was 57.7, and the
range of 111.2 which is the highest variability amgwariables. The standard deviation value

of the variable is 9.07, which is the highest deera as compared to other explanatory
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variables. The mean value of LNTD shows that tHedpian private commercial banks was
very liquid before the bill purchase regulatory @&, two times more than the minimum
statutory liquidity ratio of 20 percent set by Naial Bank of Ethiopia (NBE) in January
2012.

4.1.1.2. Correlation Analysis between Study Variables

In this section the correlation between profitabifneasures; ROA and explanatory variables;
NIM, PRTL, LNTA, FRTA and LNTD have been presentadd analyzed. A correlation
matrix used to ensure the correlation between egpday variables. Cooper & Schindler
(2009) suggested that a correlation coefficientvab0.8 between explanatory variables
should be corrected for because it is a sign foltiroalinearity problem. Mashotra (2007)
argued that the correlation coefficients can beOL&stly, Hair et al. (2006) argued that also
correlation coefficient below0.9 may not cause@esimulticolinary problem. Therefore, in
the case of this study, all explanatory variables'relation coefficients are below 0.8 and

thus the regression models have no multicolineantplem.

4.1.1.2.1Correlation analysis between ROA and explanatory ariables

The ROA reflects the ability of a bank’s managemengenerate profits from the bank’s
assets and this profitability measure is correlatgth other explanatory variables either
positively or negatively. In table 4.2 below, tharrelation analysis was undertaken between
ROA and explanatory variables; NIM, PRTL, LNTA, FR&nd LNTD.

As it can be seen from the table below, there wassitive correlation between ROA and
NIM, PRTL, and FRTA. The result also exhibited gyatéve correlation between ROA and
LNTD. That means the more the ratio of LNTD of bardnd LNTA, the less the ROA of
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private commercial banks in Ethiopia. This relasibip support the statement given by

Hempel et al, (1994) a high liquidity ratio indieata less risky and less profitable bank.

Table 4.2 Correlation Matrix: ROA

ROA NIM PRTL LNTA FRTA LNTD

ROA 1

NIM 205 1

PRTL 024 .366 1

LNTA | .396° 216 122 1

FRTA | .380° -.103 -.196 -.420° 1

LNTD | -487° -115 -064  .038 -.367 1

Source SPSS output from private banks financial statdmen

In table 4.2 above, the correlation coefficientweEen ROA and NIM was 0.21which is the
smallest positive coefficient next to PRTL compatedother variables, this means that
private commercial banks NIM has moderate associawith profitability. But, FRTL,
LNTA and ROA have exhibited the highest positiveretation coefficient which is 0.380 and
0.39 respectively. This result shows that the FRILNTA of private commercial banks
which is measured by the ratio of foreign bank dépm total asset and total loan to total
asset have significant relationship with the padfiity measured; ROA. In addition, the
correlation coefficient between ROA and PRTL extetdi 0.02 which was the smallest
coefficient as compared with other explanatoryalalgs this means that private commercial
banks profitability has small association with PRTn the other hand, LNTD has exhibited
negative association with ROA.
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4.1.1.2.2Correlation analysis among explanatory variables

The correlation between explanatory variables; NIRRTL, LNTA, FRTA and LNTD
included in this study are presented and analyzed.

As reported in table 4.3 below, NIM of private coemaial bank with PRTL and LNTA is
highly correlated as compared to other explanatanables included in this study with the
coefficient of 0.37 and 0.22 respectively. Sinceirttcoefficient is less than 0.70 we can
concluded there is no series multicolinarity problas supported with empirical evidence;
Mashotra (2007), Cooper & Schindler (2009) and tdaml. (2006).

As presented in table 4.3 below, LNTA has a positerrelation coefficient with liquidity
(LNTD). But, it has a negative correlation coeffict value of -0.42 with FRTA. NIM has a

negative correlation coefficient value with all ématory variables except with PRTL and
LNTA.

Table 4.3 Correlation Matrix among Explanatory ates

NIM PRTL LNTA FRTA LNTD

NIM 1

PRTL 366 1

LNTA 216 122 1

FRTA -103  -.196 -.420 1

LNTD -115 -064  .038 -.367 1

Source:SPSS output from private banks financial statements
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4.1.1.3. Bank Liquidity Position and descriptive statisticsof Variables

4.1.1.3.1Descriptive statistics of variables

In this section descriptive statistics for the swtalependent variable; Bank Liquidity
(LNTD) and explanatory variables; CAP, PRTL, RORL] LNTA and IRM (difference
between IRL and interest rate on deposit) involuedhe regression model are presented.
Mean, maximum, minimum and standard deviation \&laee included in the table below.

These figures give overall description about daedun the regression models.

Table 4.4 Descriptive Statistics of Variables

Minimum Maximum Mean Std. Deviation

LNTD 32.80 78.20 63.3492 11.84800
CAP 1.20 43.95 14.1827 6.30202
PRTL 21 10.10 3.8411 2.68468
ROE 0.00 235.00 30.9255 30.99309
LNTA 35.10 66.00 49.3048 8.70459
IRL 10.50 12.25 11.6250 (2375
IRM 7.50 8.25 7.8750 37796

Source SPSS output from private banks financial statémen

Table 4.4 above shows descriptive statistics fordapendent and independent variables.
Bank Liquidity has a positive mean value of 63.88 aven escalate to the maximum of 78.2
and minimum value of 32.8. The standard deviatid83 1showed that there is moderate

variability from the mean.

Six explanatory variables also shown in table 4idtvlare expected to determine the liquidity
of private commercial banks and assumed to havereift characteristics. CAP which is
measured by the share of own capital over totatasas exhibited positive mean value of

14.18 and 6.3 standard deviation. As indicatechentable above, this independent variable
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exhibited higher degree of variability from the me@he capital adequacy mean value results
suggest that about 14% of the total assets of ggricammercial banks were financed by

shareholders funds while the remaining 86% wastiad by deposit liabilities.

The measure of credit risk exposure as measurd®Ry exhibited mean value of 3.84 and
standard deviation of 2.68. LNTA which is the measof core earning source of the banks
exhibited mean and standard deviation value of 4th@ 8.7 respectively. This figure

indicated that out of the total asset of privataksa 49% earning is obtained from loan. The

minimum and maximum value is 35.1% and 66% respelgti

ROE shows positive mean value of 30.92 and standaxdation 30.99. There is greater
variation in the data set of Return on Equity, bhseasome banks are employed more capital,

which increases the overall bank’s ROE.

Interest Rate on Loans (IRL) exhibited mean valielb6 and standard deviation 0.72
whereas the IRM which is measured by the differdmetveen lending rate and deposit rate
exhibited mean value and standard deviation of 283 0.38 respectively. This indicated
that, the smallest variation is exhibited in bo#riables as compared with other explanatory

variables.

4.1.1.3.2. Correlation analysis among study variables

In this section the correlation between profitapilneasure; return on asset and explanatory
variables; NBE Bill, Capital adequacy, Provisiortdtal loan, ROE, IRL (Interest on Loans),

LNTA and IRM (difference between IRL and intereater on deposit) have been presented
and analyzed. A correlation matrix used to ensime correlation between explanatory

variables. As stated earlier, correlation coefiiti below 0.9 may not cause serious
multicolinary problem. Thus, one of explanatoryiahles, Interest rate on Loans have been
more than 0.8 correlation coefficient with IRM (tbegference between interest rate on loans
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and lending rate), the variable was excluded frdme tegression model to control

multicolinearity problem.

4.1.1.3.3.Correlation analysis between return on asset andkplanatory
variables

The LNTD reflects liquidity shock absorption capggoof the bank and this bank liquidity
measure is correlated with other explanatory véggbither positively or negatively. In table
4.5 below, the correlation analysis was under tabetmveen liquidity measure; total loan to
total deposit and explanatory variables; Capitadgahcy, Provision to total loan, ROE,

(Interest on Loans), LNTA and IRM (difference beeémdRL and interest rate on deposit).

As it can be seen from the table 4.5 below, theas & positive correlation between bank
liquidity and IRM, PRTL, and ROE. Whereas, thera isegative correlation between private
commercial banks liquidity measure; LNTA, and calp@dequacy ratio and LNTA (portion

of earning source from total asset). That meansntbee the capital adequacy ratio and

LNTA, the less the liquidity of private commerclznks in Ethiopia.

Table 4.5 Correlation Matrix: Liquidity Position

LNTD CAP PRTL ROE LNTA IRM

LNTD 1

CAP -271 1

PRTL -161 -.122 1

ROE 029  .048 104 1

LNTA | -.558 .159 122 -.176 1

IRM 256  -.097 .079 127 -511 1

Source SPSS output from private banks financial statdmen

As per the table 4.5 above, the correlation coefficbetween bank liquidity and capital
adequacy was -0.27which is the smallest negatie#ficent next to LNTA as compared to

other explanatory variables, this means that whewai commercial banks capital
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requirement increases the bank liquidity positiah eecline. In addition there is a negative
association i.e. -.56 between bank liquidity ar@hldéo total asset ratio which is a measure of
earning source from total asset. This indicated th@ more the portion of loan from total
asset, the less the bank liquidity position will bastly, the smallest negative association was
exhibited between bank liquidity and provision &tat asset figure. This shows that when the

risk exposure of banks increases the liquidityariks declines.

On the other hand, positive association betweergaiet on lending interest rate and private
banks liquidity which is 0.26. This means that there net gain on lending, the more bank
liquidity ratio will be. The second positive assai®n is observed between bank liquidity and
return on equity which is the smallest positiveoagstion as compared with net gain on

interest rate.

4.1.1.3.4.Correlation Analysis between Explanatory Variables

The correlation between explanatory variables; tah@dequacy, Provision to total loan,
ROE, (Interest on Loans), LNTA and IRM (differenbetween IRL and interest rate on
deposit) included in this study are presented anadyaed.

The table below shows that there is a negativeetairon between capital adequacy and
provision to total loan and that of net lendingergain which is -0.12 and -0.1 respectively.

Table 4.6 Correlation Matrix between Explanatoryishles

CAP PRTL ROE LNTA IRM

CAP 1
PRTL -122 1

ROE 048  .104 1

LNTA .159 122 -.176 1

IRM -.097 .079 127 -511 1

Source:SPSS output from private banks financial statements
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The table above indicated that there is a pos#ss®ociation between the measure of bank risk
exposure and that of ROE, LNTA and IRM which hawerelation coefficient of 0.1, 0.12
and 0.08 respectively. The figure indicted thatMIBxhibited the least association with bank
liquidity as compared with other explanatory valesb From the figure indicated above we
can understand that LNTA which is the measure afieg source from total asset have the

highest positive association with bank liquidityevbas ROE exhibited moderate association.

Return on equity has negative association with LNWAich is -0.18 whereas a positive
association was exhibited between net lending gaith that of return on equity which is
explained by 0.13 correlation coefficients. In didei, net lending gain has positive
association with LNTA i.e. -0.51.

4.1.2.Bank Performance after NBE Bill Purchase Requiremen

4.1.2.1. Return on asset and descriptive statistics of vaables

In this section descriptive statistics for the degent; Return on Asset (ROA) and
explanatory variables involved in the regressiondehcare presented. Mean, maximum,
minimum and standard deviation values are includetthe table below. These figures give

overall description about data used in the regoessiodels.

Table 4.7 Descriptive Statistics of Variables

Dependent Variable Range Minimum Maximum Mean Std. Deviation

ROA 2.91 1.80 471 3.5410 .69778
Independent Variable | Range Minimum Maximum  Mean Std. Deviation
BILL 48.5 5 49.0 17.085 8.4048
NIM 9.45 2.71 12.16 5.3368 2.26478
PRTL 6.21 1.10 7.31 2.8802 1.01949
LNTA 25.90 26.10 52.00 42.8429 5.48235
FRTA 17.90 1.90 19.80 10.1608 3.72245
LNTD 364.80 36.20 401.00 66.5976 56.11667

Source SPSS output from private banks financial statémen
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Table 4.7 above shows descriptive statistics fordapendent and independent variables.
Return on Asset has a positive mean value of 1#8deaen escalate to the maximum of 4.71
and minimum value of 1.8. The standard deviati@® Ghowed that there is lower variability
from the mean within the range of 2.91.

Explanatory variables also displayed in table 4o¥aband six explanatory variables which
are expected to determine the profitability of pter commercial banks are exhibited; NBE
Bill, Net Interest margin, Credit Risk Exposure (R, Measure of Portion of Core Earning
source from total asset (LNTA), Non-Interest Inco(R&TA) and Bank Liquidity (LNDP)
have different characteristics.

As opposed to the previous analysis, this analy@v®rs the period between 2011 and 2014
where NBE bill purchase regulatory measure is duoed. Therefore, in this part of the
analysis, NBE bill purchase is included as an exatiary variable which is measured by Bill

purchased over total loan.

Therefore, Bill has a positive mean value of 17ithwkigh degree of variability which is 8.4

within the range of 48.5. Net interest margin whishmeasured by loan interest income to
total bank revenue has positive mean value of Bd32a3 standard deviation. Despite the fact
that the mean value increased as compared witprehbill purchase requirement, the degree

of variability from the mean has also increasedrdtically.

The measure of credit risk exposure as measuréotdlyprovision to total asset ratio (PRTL)
exhibited mean value of 2.8 and standard deviaifoh02.This indicated that in the post bill
purchaser equipment, the risk exposure of privatekg declined and the variability from the
mean is also declined. Therefore, in relation whil variable, private banks are doing better

in the post bill purchase requirement period.
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Loan to total asset which is the measure of coreieg source of the banks exhibited mean
and standard deviation value of 42.8 and 5.48 wtisqedy. This figure indicated that out of
the total asset of private banks, 43% earning i®iobed from loan. The minimum and
maximum value is 26.1% and 52% respectively. Asfitpere indicates, the portion of loan
from total asset is declined in the post bill pasf requirement with lower degree of

variability.

The exposure level of non-interest income as tatied by foreign bank deposit to total asset
indicates mean value of 10.16% and standard dewiat 3.7% which indicates high degree
of variability from the mean within the range of.97The figure shows that the non-interest
income portion of profitability has increased ir host bill purchase requirement period. By
comparing this result with the result of previouarggraph, private banks divert their
operational concentration to non-interest incomée post bill purchase requirement which
thereby boost the ROA figure in the same perioceuiednsideration.

And Finally, The mean value of liquidity of privabanks was 66.59, and the range of 364
which is the highest variability among variablekeTstandard deviation value of the variable
is 56.1, which is highest deviation as comparetb@oexplanatory variables. The mean value
of liquidity shows that the Ethiopian private conmmal banks liquidity position is declining

in the post bill purchase requirement.

4.1.2.2. Correlation analysis between study variables

In this section the correlation between profitapilneasures; return on asset and explanatory
variables; NBE Bill, NIM, PRTL, LNTA, FRTA and LNTDhave been presented and
analyzed. The correlation matrix is used to endtwke correlation between explanatory
variables. According to, [stated earlier in tbiepter] Cooper & Schindler (2009),Mashotra
(2007),and Hair et al. (2006) argument, the regoesmodel adapted has no multicolinearity

problem.
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4.1.2.2.1Correlation analysis between ROA and explanatory vaables

The ROA reflects the ability of bank’s managemengénerate profits from the bank’s assets
and this profitability measure is correlated witiher explanatory variables either positively
or negatively. In table 4.8 below, the correlatiamalysis was undertaken between
profitability measure; return on asset and explanyatvvariables; NBE Bill, Net Interest
margin, Credit Risk Exposure (PRTL), Measure oftidarof Core Earning source from total
asset (LNTA), Non-Interest Income (FRTA) and Banguidity (LNDP).

As it can be seen from the table below, there wamsitive correlation between return on
asset and FRTA, LNTD and NBE Bill. Whereas, thisre negative correlation between
private commercial banks profitability measure;ureton asset, and net interest margin,
provision to total loan and loan to total assdtaiffmeans the more the ratio of loan NIM,
PRTL and LNTA of banks, the less the ROA of privedenmercial banks in Ethiopia.

Table 4.8 Correlation Matrix; ROA

ROA BILL NIM PRTL LNTA FRTA LNTD

ROA 1

BILL .002 1

NIM 232  -.083 1

PRTL -062 121 -.170 1

LNTA 171 046 101  .205 1

FRTA | .611 040 -.560 148 -.465 1
LNTD 062 -117 -108 -081  .136  .060 1

**_Correlation is significant at the 0.01 levelH@iled).

Source: SPSS output from private banks financaéestents

As per the table 4.8 above, the correlation coefficbetween return on asset and bill was
0.002 which is the smallest positive coefficientcaspared to other variables, this mean that

45



The Impact of Regulations on the performance of Ethiopian private banks; the case of 27%
NBE bill purchase requirement

private commercial banks bill purchased has thstIpasitive association with profitability.

But FRTA exhibited the highest positive correlatiooefficient which is 0.611.This result
shows that the FRTA of private commercial banksciwvhs measured by the ratio of foreign
bank deposit to total asset have significant retestnip with the profitability measured by
return on asset. This indicated that FRTA becorhestajor earning source in the post bill

purchase requirement.

The above table also indicated that, the correlatioefficient between ROA and NIM, and
LNTA was0.23, and 0.17 respectively. This means phaate commercial banks profitability
has positive association between NIM and LNTA. didion, negative relationship was also
exhibited with PRTL.

4.1.2.2.2Correlation analysis between explanatory variables

The correlation between explanatory variables; NBI Net Interest margin, Credit Risk
Exposure (PRTL), Measure of Portion of Core Earrsagrce from total asset (LNTA), Non-
Interest Income (FRTA) and Bank Liquidity (LNDP)claded in this study are presented and

analyzed.

As indicated in the table below, bill has nega&gsociation with NIM and LNTD which are -
0.08 and 0.12 respectively. This means when thebithased by private banks increase, the
net interest margin earned by banks declined. Iditiad, the increase in bill amount
purchased by private banks results decline in idpgidity position figure. Therefore, this
results support the claim raised by the bankerscestson in relation with the bill purchase

requirement regulatory measure.

According to Table 4.9, bill has a positive asstiarawith PRTL, LNTA and FRTL which is
0.12, 0.05 and 0.04 respectively. Primarily, eijuirement increased the banks risk exposure

which is measured by provision to total loan. Ihestwords, bill purchase regulatory measure
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increased the private banks risk exposure. Secptitdyhigher the amount of bill purchased
the increase in LNTA. This indicated that when plogtion of loan from total asset increased,
the amount of bill purchased by private banks obsfip increased. Lastly, bill and FRTL has
positive association. This can be understood timatbill purchase requirement regulatory

measure forced private banks to divert their atbendn non-interest income operations.

Net interest margin has a negative association RRAL, FRTA and LNTD whereas it has a
positive association with LNTA. This means that whiee risk exposure of banks increases,
NIM declines. The same is true for FRTA and LNTONTA which is explained as the
portion of loan over total asset has positive assion with net interest income.

Bank risk exposure which is measured by provismtotal loan has negative association with
LNTD (liquidity position) whereas LNTA and FRTA haypositive association with the bank
risk exposure. On the other hand, LNTA has a negassociation with FRTA whereas it has
a positive association with LNTD. The same was faud.NTD and FRTA.

Table 4.9 Correlation Matrix between Explanatoryishles

BILL NIM PRTL LNTA FRTA LNTD

BILL 1
NIM -.083 1

PRTL 121 -.170 1

LNTA 046 101  .205 1

FRTA 040 -.560 148 -.465 1
LNTD | -117 -108 -.081  .136  .060 1

Source:SPSS output from private banks financial statements
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4.1.2.2.3Liquidity position and Descriptive statistics of Vaiables

In this section descriptive statistics for the swtalependent variable; Bank Liquidity
(LNTD) and explanatory variables; NBE Bill, Capitdequacy, Provision to total loan, ROE,
IRL (Interest on Loans), LNTA and IRM (differenceettveen IRL and interest rate on
deposit) involved in the regression model are priegse Mean, maximum, minimum and
standard deviation values are included in the tdiéow. These figures give overall

description about data used in the regression model

Table 4.10 Descriptive Statistics of Variables

Dependent Variable Range Minimum Maximum Mean Std. Deviation

LNTD 56.52 21.30 77.82 46.4853 15.35683
Independent Range Minimum Maximum Mean Std. Deviation
Variable

BILL 48.5 5 49.0 16.895 8.4759
CAP 9.90 9.40 19.30 14.1583 3.10440
PRTL 44.21 1.10 45.31 3.5431 5.39930
ROE 55.53 15.97 71.50 31.5959 13.75265
LNTA 25.90 26.10 52.00 42.6578 5.63653
IRL 45 11.80 12.25 12.0450 .20858
IRM .70 6.80 7.50 7.1700 .33383

Source:SPSS output from private banks financial statements

The table 4.10 above shows descriptive statisticalf dependent and independent variables.
Bank Liquidity has a positive mean value of 46.48 aven escalate to the maximum of 77.8
and minimum value of 21.3. The standard deviati@3@8 showed that there is higher
variability from the mean. This indicated that ttw¢al deposit of banks has increased in
relation to total loan advanced to customers in ghst bill purchase requirement period.

However, the figure indicated that even though dteposit mobilized by private banks
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increased, the loan advanced to customers hasadedredue to the 27% bill purchase

requirement.

NBE bill has positive mean value of 16.9 and eveesgto the maximum of 49 percent and to

the minimum of 0.5 percent with high degree of aitlity i.e. 8.5.

Capital Adequacy which is measured by the shamewvof capital over total asset has exhibited
positive mean value of 14.16 and 3.1 standard tlemiaAs indicated in the table above, this
independent variable exhibited almost the same medme with the pre bill purchase
requirement period but the degree of variabiliynirthe mean is very lower in the post bill
purchase requirement period. The capital adequaanmaalue results suggest that about 14%
of the total assets of private commercial banksvianced by shareholders funds while the

remaining 86% was financed by deposit liabilities.

The measure of credit risk exposure as measurédtdlyprovision to total asset ratio (PRTL)
exhibited mean value of 3.54 and standard deviatfos.4. As compared with the pre bill
purchase requirement period, the risk exposure rofage banks shows slight decrease

however, the degree of variation from the meandoabled itself.

Return on Equity shows positive mean value of 31aBfl standard deviation 13.75. This
shows that there is a slight increase in mean valu&kOE in the post bill purchase

requirement and also the degree of variation frieenmhean decreased dramatically.

Loan to total asset which is the measure of coreieg source of the banks exhibited mean
and standard deviation value of 42.66 and 5.6 mtisqedy. This figure indicated that out of

the total asset of private banks, 43% earning igioed from loan. The minimum and

maximum value is 26.1% and 52% respectively. Theré indicated that the portion of total

loan over total asset has declined in the posphilthase regulatory measure period.
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Interest Rate on Loans (IRL) exhibited mean valfi€l®.05 and standard deviation 0.2
whereas the IRM which is measured by the differdmetsveen lending rate and deposit rate
exhibited mean value and standard deviation of Add 0.33 respectively. This indicated
that, the smallest variation is exhibited in bo#riables as compared with other explanatory

variables.

4.1.2.2.3.1. Correlation analysis among study variables

In this section the correlation between liquidityeasure; Total loan to total deposit ratio
(LNTD) and explanatory variables; NBE Bill, Capitdequacy, Provision to total loan, ROE,
IRL (Interest on Loans), LNTA and IRM(differencetiveen IRL and interest rate on deposit)

have been presented and analyzed.

4.1.2.2.3.1.1. Correlation analysis between liquidity measure and

explanatory variables

The LNTD reflects liquidity shock absorption capgoof the bank and this bank liquidity
measure is correlated with other explanatory véggbither positively or negatively. In table
4.11 below, the correlation analysis was undertdietwveen liquidity measure; total loan to
total deposit and explanatory variables; NBE Bilgpital adequacy, Provision to total loan,
ROE, (Interest on Loans), LNTA and IRM(differencetween IRL and interest rate on
deposit).

As it can be seen from the table below, there waas#tive correlation between bank liquidity
and Bill, CAP, PRTL, and ROE. Whereas, there isegative correlation between private
commercial banks liquidity measure; LNTA, and IRMio and LNTA (portion of earning
source from total asset). That means the moreRIM: and LNTA, the less the liquidity of

private commercial banks in Ethiopia.
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Table 4.11Correlation Matrix;: LNTD

LNTD BILL CAP PRTL ROE LNTA IRM

LNTD 1

BILL 314 1

CAP 052  .092 1

PRTL 258  -154 -.088 1

ROE 427" 031  .132  .031 1

LNTA | -.415 091 145 -221 -.260 1

IRM -478°  -.448 096  .118 -110 -.034 1

Source SPSS output from private banks financial statémen

As per the table above, the correlation coefficiegiween bank liquidity and NBE bill was
0.31which mean that when private commercial bankglrchased increases the percentage
of loan to deposit ratio also increases which igndication of bank liquidity problem. Capital
adequacy ratio and bank liquidity shows correlatoefficient of 0.05 which is the smallest
positive correlation as compared with other vagabApart from this the positive correlation
coefficient i.e. 0.42 is also exhibited betweenkhquidity and ROE. This relationship can
be explained that the higher LNTD ratio means Ildaminance over the bank deposit which
reflects positively increasing return on equity. TRRalso positively associated with LNTD
i.e. 0.24.

In addition there is a negative association i.ed2etween bank liquidity and loan to total
asset ratio which is a measure of earning soumse fotal asset. This indicated that the more
the portion of loan from total asset, the lesskthek liquidity ratio will be. Lastly, the highest
negative association was exhibited between banidity and IRM figure.
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On the other hand, the highest positive associdigiween net gain on lending interest rate
(the difference between lending rate and depo$#) rand private banks liquidity which is
0.26.this means that the ore net gain on lendimgntore bank liquidity will be. The second
positive association is observed between bankditiand return on equity which is the

smallest positive association as compared witlgaigt on interest rate.

4.1.2.2.3.1.2. Correlation analysis among explanatory variables

The correlation between explanatory variables; NBIE Capital adequacy, Provision to total
loan, ROE, (Interest on Loans), LNTA and IRM (diface between IRL and interest rate on
deposit) included in this study are presented anadyaed.

Accordingtotable4.12below, capital adequacy rafiprovate commercial bank with ROE and
LNTA is highly correlated as compared to other exjpltory variables included in this study
with the coefficient of 0.05 and 0.16 respective&ynce their coefficient is less than 0.70 we
can concluded there is no series multicolinaritpbbem as supported with empirical
evidence; Mashotra(2007) argued that the correlatioefficient can be 0.75. Cooper &
Schindler (2009) suggested that a correlation efit above 0.8 should be corrected for.
Lastly, Hair et al. (2006) argued that also cotreta coefficient below 0.9 may not cause

serious multicolinarity problem.

On the other hand, there is a negative correldiEtween capital adequacy and provision to

total loan and that of net lending rate gain whgck0.12 and -0.1 respectively.
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Table 4.12 Correlation Matrix between Explanatogrigbles

BILL CAP PRTL ROE LNTA IRM

BILL 1

CAP .092 1

PRTL -154  -.088 1

ROE 031 .132 031 1

LNTA 091 145 -221 -.260 1

IRM -.448" .09  .118 -110 -.034 1

Source:SPSS output from private banks financial statements

As indicated in the table above, bill has positassociation with ROE, LNTA and CAP
which have correlation coefficient of 0.03, 0.0d&m09 respectively. The figure indicted
that, ROE exhibited the least association with bBd#l compared with other explanatory
variables. From the figure indicated above we aaghetstand that CAP which is the measure
of earning source from total asset has the highesitive association with bill whereas LNTA
exhibited moderate association. Bank risk expofRRTL) and IRM has negative association
with bill which is -0.15 and -0.45.

Capital adequacy ratio is negatively associatett wiedit risk exposure which is -0.09 and
positive association with other explanatory vaeabhamely ROE, LNTA and IRM with

positive correlation coefficient of 0.13, 0.15 &hd respectively.

Bank credit risk exposure, on the other hand, haosative correlation with ROE and IRM
and negative association with LNTA.

As the table above also shows, ROE figure has ivegassociation with LNTA and IRM

whereas LNTA is negatively associated with IRM.
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4.1.3.Regression analysis results and discussions

4.1.3.1. Regression Analysis between ROA and Explanatory Vaables

To examine the relationship between profitabilitgasures and explanatory variables two
regression analysis were used. The first regressiatysis was undertaken to investigate the
relationship between ROA and independent varialaiter the bill purchase regulatory
measure was imposed. Thus this regression modehapy@ed:

ROA = 2.85 + 0.001NIM — 0.092PRTL +0.006LNTA+0.075FRTABOLLNTD -
0.00004BILL ...oeeveenes (1)

In the following table 4.13, coefficients, standaedrors, t-values, and p-values for
explanatory variables, and R-squared, Adjusted lrusgl, Standard Error of regression, F-
statistic, Prob (F-statistic) for the regressiamj aumber of observations included in the study

are presented.
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Table 4.13: Regression result between ROA and eafibay variables

Coefficient Standard error t-value p-value
C 2.85 1.1 2.28 .01
NIM .001 0.05 -.22 .03
PRTL -.092 .09 -1.01 .79
LNTA 0.006 .02 0.27 .032
FRTA .075 .03 2.29 .02
LNTD 0.001 0.002 14 .04
27% NBE Bill -.00004 .01 -.004 .99
R-square 0.78
Adjusted R-square 0.68
S.E. of regression 0.91
F-statistic 1.8
Prob. (F-statistic) 0.1

64

Number of Observation

Source:SPSS output from private banks financial statements

As it can be seen from table 4.13 loan to totaétadsreign bank deposit to total asset, net
interest margin and loan to total deposit are sta#illy significant at 5 percent significant
level. Which means that net interest margin, farddagnk deposit, higher portion of loan from
total asset and higher liquidity ratio have bettentribution to improve banks profitability.
The result also shows that private commercial bastksuld focus to raise their deposit
mobilization effort to enhance their profitability.
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All explanatory variables have a positiveatiginship with return on asset except PRTL
AND NBE bill. Low coefficient of -0.00004 shows th&BE bill has weak impact on the
profitability of private commercial banks and amgrease in NBE bill leads to insignificant
decline in profitability. A positive coefficient dlIM (.001), FRTA (.075), LNTA (.006) and

LNTD (.001) implies that an increase in such vdeabeads to increase profitability.

R-squared is measured the goodness of fit of thaeatory variables in explaining the
variations in banks profitability measure ROA. Asarly described in Table 4.13 R-squared
value for the regression model was 0.78. This @€ the explanatory variables in this study
jointly explain about 78 percent of the variationthe profitability measure, return on asset.
The remaining 22 percent of the variation in thefipability of private banks explained by
other variables which are not included the modeTherefore, these explanatory variables
together, are good explanatory variables of thditplolity of private commercial banks in
Ethiopia. Beside this F- statistics (1.8) which used to measure the overall test of

significance of the model was presented.

56



The Impact of Regulations on the performance of Ethiopian private banks; the case of 27%

NBE bill purchase requirement

4.1.3.2. Regression analysis between Bank Liquidity and exahatory

variables

The second regression analysis was done to knownmaeh the bank liquidity is affected by

the amount of bill purchased by private banks. Tagession model was used:

LIQ=199.97 +0.32BILL +0.57CAP+ 0.75PRTL +0.29ROESZLNTA- 19.46IRM... (2)

Table 4.14 Regression analysis result between biQexplanatory variables

C

Capital Adequacy Ratio
Credit Risk Exposure
Return of Equity

Loan to total asset

Net Lending Rate(IRM)
27% NBE Bill
R-square

Adjusted R-square
S.E. of regression
F-statistic

Prob. (F-statistic)

Number of Observation

Coefficient Standard error
199.971 35.815
.566 445
.746 .253
.290 102
-.918 .253
-19.464 4522
321 A77
0.76
0.69
0.11
13.15
0.000
64

t-value

5.583
1.273
2.943
2.845
-3.635
-4.304

1.811

p-value

.000
.208
.005
.006
.001
.000

.075

Source:SPSS output from private banks financial Statement
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In the above table coefficient, standard errolttg, and p-value for all explanatory variables
and the value of R-squared, adjusted R-squaredpfStégression, F- statistics with p-value

and number of observations included in this studyewresented.

As per table 4.14 above, capital adequacy ratioyipion to total loan, return on equity and
NBE bill has a positive relationship with perforneamrmeasure; liquidity, and both provision
to total asset and ROE are statistically significaril percent significance level. As compared
with other variables, provision to total loan hdsomlsg impact on bank liquidity position

which is usually measured by provision divided ley loan.

According to table 4.14, the regression analysssiltendicated that loan to total asset and
IRM have negative relationship with bank liquidippsition. Although, there is negative
relationship between loan to total asset ratio Agdidity, it is significant at 5 percent
significance level, which means the more loanstal tasset ratio of the bank, the lower the
bank liquidity position. While, with regard to neiya coefficient of IRM of private banks; it
indicates that the poor IRM leads to liquidity pierh, the result is significant at 1% level of

significance.

Table 4.14 also shows that variations in the dependariable for the bank performance, as
measured by liquidity position, are explained $at®rily by variations in the selected
explanatory variables, Because R-squared 0.76,hwimidicates that explanatory variables
included in the study together explain about 76 @etr of the variation in the profitability.
The remaining 24 percent variation in the profiigpiof private commercial banks in

Ethiopia is explained by other variables whichoeincluded in the study.

The Table also presented the value F-statisticetwisi 13.15 with p-value of 0.0000, which
is used to measure the overall significance ofrdggession model. As stated earlier, the p-
value is 0.0000 which is sufficiently low and wencsay that the model is well fitted at 1

percent level of significance.
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4.1.4.Discussion of Interview Results

In this section primary data gathered from top ekges of private commercial banks
through unstructured interview was presented asdudsed. They were solicited to elaborate
the impact of regulatory measures, specifically 2@& NBE bill purchase requirement, on
the performance of private commercial banks. Accwlg, fifteen experienced bankers who
were assumed to have a deeper understanding af dsgghmics in the Ethiopian financial
industry were interviewed. These were from all ls|aakd NBE referring to their expertise

opinion.

With regard to the question related to the impositbf NBE bill purchase requirement and
the resulting profitability trend as measured byAR@lmost all bankers argued that the
requirement seriously affect the bank’s profitapiliDespite the fact that the real ROA of
most private commercial banks has an increasingdirdankers raise the issue as it
hampering the increasing trend of profitability.€jhalso pointed out that, since there was a
lending ceiling before the imposition of 27% NBH Ipurchase requirement, it is difficult to
trace the impact on profitability.

On the other hand, as various bank experts explaineing our interview, the NBE bill has
low interest earning with maturity of five year. &hrequirement claimed reducing fund
available for lending. In addition, the requiremdrds a potential of creating maturity
mismatch. That means private banks collect savimgstly for two to three year maturity and
even shorter in some cases. Therefore, fulfilliigp2rcent requirement means that they have
to freeze their resources for five years whichebgrcreates a clear maturity mismatch.

As the CEO of Cooperative Bank of Oromia indicaté®, policy has clear implication in
terms of the return banks collect and the competieghand they need to satisfy. The
government also takes the policy as a means afidakie scarce resource they have. On the

other hand they pointed out that banks mobilizeodeeat interest rate of five percent while
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the return they secure from the bond is three perées an employee they earn five percent
on the renaissance bond while banking sector is Tbé opportunity cost is so high.
[Ethiopian business review, 2015]

In conclusion, the interview result indicated thidwe 27 percent NBE bill purchase
requirement has a negative impact on the profitgf private commercial banks. It further

indicated that the requirement seriously affectlidpgidity position of private banks.
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CHAPTER FIVE
5. SUMMARY, CONCLUSIONS AND RECOMMENDATIONS

In this chapter the major findings of the study swmenmarized; conclusions are drawn based

on the findings and recommendations are forwardethe concerned bodies.
5.1. Summary and Conclusions

The main objective of this study was to examineithpact of regulatory measures on the
performance of privately owned commercial bankgamticularly with respect to 27% bill

purchase requirement. Specific objectives weresgess the impact of 27% bill purchase
requirement on the profitability and liquidity pten of private commercial banks. Balanced
panel data of 64 observations from 2007 to 2014ight private commercial banks was
analyzed using multiple linear regressions mettodhis study, both secondary and primary
data were used to investigate the impact of 27%phifchase regulatory measure on the

performance sample private commercial banks indpthi

With regard to secondary data analysis, based etinncial statement of private banks,
two regression models were used for profitgbiiheasures; (ROA) and bank liquidity
measure (LNTD). In relation to the primary datalgsia the unstructured interview was used
with top executives of private commercial bankse Timgjor findings of the study results from

secondary and primary data analysis are presestidl@aws:

+« Descriptive analysis results revealed that dedpievariation in private commercial
banks, the mean ROA appear positive and showedaaeasing trend throughout the
period covered under this study. More speciallg, Mean ROA increased from 2.4%
to 3.5% in the post bill purchase period. Evenhhdggree of variation from the mean
was exhibited during the pre-bill purchase requeatperiod. Trend wise as well, the

profit of banks under the study is moving in anr@asing trend in in pre and post bill
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purchase requirement (chart 5.1 below) indicatireg banking business has remained
one of the most profitable engagements.
Chart 5.1. Pre and post bill purchase period meamparison

150

100
Post bill purchase mean

50 W ==@==Pre Bill Purchase mean

0 < T ae T v T T T 1

ROA NIM PRTL LNTA FRTA LNTD

+« In relation to the descriptive analysis of bankiidity measure LNTD, the mean value
of loan to deposit ratio decline from 63% to 46%hahigh degree of variability from
the mean (Chart 5.2 below). This indicated thavgid banks granted significant
amount to loan from their deposit in the pre bilfghase period as compared with the
post bill purchase requirement period. On the oftaed, LNTA which is measured by
total loan to total asset ratio, decline from 499#8% indicating that the portion of
total loan in the total asset of private banks wdeelining. Other explanatory

variables mean value have no significant variation.

Chart 5.2 LNTD pre and post bill purchase mean cspn
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In relation to ROA profitability measure, FRTA hasgnificant impact on the

profitability of private banks whereas LNTD and IBdlso have negative but weak
association with profitability of private banks the post bill purchase period. As
compared with the pre bill purchase period, thergjth of relationship between ROA
and FRTA shows dramatic increase in the post hilclpase period. This indicated
that in the post bill purchase requirement pertmahks concentrate in other income
generating lines of business increased apart frmmet interest margin. All in all, the
regression result of this study indicated thatealplanatory variables included in this

study jointly explain about 78% of the variationre@turn on asset.

In relation with bank liquidity position (LNTD), pétal adequacy ratio, PRTL and
LNTA have significant negative association in thre pill purchase period whereas
Bill, CAP, PRTL, and ROE exhibited positive assticia with LNTD. Note that the

more the LNTD percentage the more that bank liquigroblem is. Therefore, the
result indicated that the Bill purchase requirementeroding the banks liquidity
position. The increase in IRM has negative impactLNTD which implies that

borrowers are price sensitive. In this regard thgression output of the study
indicated that the explanatory variables includedhis study jointlyexplainabout76

percent of the variation in liquidity position.

With regard to the primary data of the study, mafsthe respondents argue that the
NBE bill purchase requirement has eroded the pritainks liquidity position as well
as the potential profit to be earned by banks.dmnection with this, they explained
that the ceiling imposed on banks in the pre hilighase period shadows the impact

of bill purchase requirement in the post bill puasé period.
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Based on the findings of the study, it can be awtedl that private banks exposure to
government bills has negative and significant refathip with ROA. Nevertheless, the

magnitude is not rigorous. Even the pre and pdbtphbrchase policy periods comparison
shows a relatively better profitability record farivate banks during times of policy

restrictions. Hence, the bill seems contributeditpady to performance via moping the

excess liquidity holding of banks or providing goportunity for private banks to invest their
excess funds in government securities than thewsty practice of holding their liquid asset
in zero earning accounts at the National Bank bfdgia.

The weak link between Banks' performance and biltpase imposed reduced loanable fund
against the background of interest dominated incbase requires further investigation. Even
so, barrier to entry to the market is seen as dagepto explain the matter as the minimum
paid up capital requirement for establishing Bah&sge risen from Birr 200m to Birr 500m

only recently. The move has deterred new entraais joining in and hence the existing ones

are left to enjoy the benefits of one of the |&mtked countries in Sub Sahara Africa.

In addition, it activated banks to work on fee gatiag income sources. The significant
relation of the NIM with performance revealed baniéspond to the policy through adjusting
their loan prices in a way to compensate for thpoojinity lost. Hence, the Banks cost
related to bill purchase to some extent seems edvay the borrowers but the increase in rate

has not resulted in materialized high default risk.

All in all, the result of the study shows that tingpact of 27% bill purchase requirement is
mitigated by the excess liquidity standing of badksing the policy formulation, the limited
but likely possibility to expand to other fee geatarg services, stable liability prices and
banks discretion to adjust their asset prices. Hewehe decline trend in the share of loans
from the total asset could have negative impadherong run but to some extent tone down
by the maturity of part of the bills in few yeatshe.
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5.2.

Recommendations

In order to hold up risky surprises and maintairfingncial stability, it is vital to identify the

impact of regulatory measures on the performangerighte commercial banks in Ethiopia.

Therefore, based on the study results, the follgweatommendations were forwarded to the

concerned bodies.

Tight government regulations towards the bankingtewere one of the major
determinants factors for the profitability of prigacommercial banks. Accordingly,
government bodies should take into consideratienativerse effect of the policies
imposed on private banks.

Private commercial banks should focus on branclamesipn to mobilize funds from
the unbanked society. As many literatures suppértancial intermediation in
Ethiopia is still in its early stages even by ttengards of other low-income countries:
more than 90 percent of the population is unbankeusus an average of 60-70
percent elsewhere in Africa); and many other metsach as the total number of
banks, banks contribution to GDP, bank accountgpeson, branches per person, and
bank credit per person are lower in Ethiopia corag@aio other African countries.
Thus, private commercial banks should focus tolrégats unmet demand of finance
by adjusting their strategy with the governmenutatjon.

The indirect and long term effect of bill purchaskso requires further scrutiny.
Although it appears non-inflationary from the outdanks’ effort to make up for the
deposit gap and their scramble for savings in tteeket could push the price of
demand deposits up. This stirs an income gap agréduetermined interest attached to
the bonds will not react to market prices. Whaimere, post bill purchase /upon

65



The Impact of Regulations on the performance of Ethiopian private banks; the case of 27%
NBE bill purchase requirement

maturity/ scenario should also be given due comata® on the effect it may have on

the financial environment;

* And finally, management bodies of private commérdanks should strive to
strengthen and widening other income generatingcesusuch as Agent Banking to
reach untapped market, paperless service to dectieaservice delivery process and
others. True, this demands huge investment onsiméreture and technology. Yet, it is
investing on their future to assure the publicjrtisbareholders and the government

alike of their commitment to stay in the business.
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