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ABSTRACT

Financial sector reform is so important to ensure well-organized and stable financial system to
increase the contribution of the banking system towards economic development. An exemplary
reform measures undertaken by the Ethiopian government start the year 1992 was “liberalizing”
the financial sector. Thus, this study was conducted under the title “performance Evaluation of
Commercial Bank of Ethiopia: pre and post Liberalization”. The rational of this study is let the
CBE and NBE know the performance of the bank in the pre and post liberalization and hence, to
comment and recommend them on what they have to do, for the banks’ prosperity. The main
objective of the study is to evaluate the financial performance of the Commercial Bank of Ethiopia
in the pre and post liberalization. The researcher employed before and after study design using
case study approach to evaluate how the bank has been financially performing in the pre and post
liberalization. Both primary and secondary data were used in the study. Primary data gathered
through structurally designed questionnaire from the selected employees’ and management who
are working in seven different operations of the bank and secondary data from the annual reports
for CBE for the period covering the year 1976 to 2009 were used in the study. The researcher
employed financial statement analysis and test the hypothesis using t-test statistical tools. The
major findings of the study indicate that performance of the bank after the liberalization is better
than before liberalization. However, further reform measures in the deposit market, in
establishing strong legal ground for providing technology banking services, let the bank to do
business with financial institutions of their own choice, improving the capacity and independence
of the regulatory/supervisory organ and full liberalization of the foreign market needs to be areas
that need further liberalization or reform measures. Finally, the study suggested that the bank
should use its maximum effort to further improve its performance and reform measures should be
initiated on lifting the minimum interest rate for deposit to be determined on market basis,
modify the commercial code to incorporate new article to enhance IT, fully liberalizing the foreign

market, and encouraging the bank to do business with a financial institutions of their own choice.
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INTRODUCTION

This chapter presents the background of the study, statement of problem, justification of
the study, objectives of the study, research questions, research hypothesis, and
methodology of the study, significance of the study, scope of the study, limitation of the

study, and organization of the study.

The importance of restructuring and privatizing the financial sector has received
renewed attention in the ongoing effort of revitalizing developing economies.! A
growing research literature has underscored the importance of banking and the
tinancial sector to economic growth. Several studies found positive relationship between

financial sector development and levels of income and growth.?

various studies has shown that financial liberalization is expected to enhance the growth
of the financial sector, narrowing of the intermediation margin, efficient allocation of
savings and ultimately lead to economic growth and on the other hand, a financial
market characterized by heavy regulations and restrictions is expected to exercise

financial repression.3

The contribution of the financial system to economic growth and development can only
be maximize if the total financial system is subjected to adequate financial regulations
and reforms.# Therefore, satisfactory reform measures and regulations are so important
to ensure well-organized and stable financial system, which is vital for the successful
implementation of the monetary and economic policies of a country. To achieve this
objective it is essential to place financial reform measures that improve the contribution

of the banking system towards economic development.



Over the past three decades, leading industrial nations and many developing countries
have liberalized their financial markets by removing foreign exchange controls,
deregulating interest rates paid on bank deposits, expanding the powers of domestic
financial institutions, and creating greater opportunities for entry by foreign banks.5
Unquestionably, the deregulation of domestic and global financial markets has
produced major benefits, including more efficient intermediation of financial resources,

more rapid economic development, and faster growth in trade.

In many developing countries, financial sector reforms have been generally pursued as
part of broader structural adjustment programs, bringing about significant economic
benefits through a more effective mobilization of domestic savings and a more

allocation of resources.t

Most African countries, particularly those in Sub-Saharan Africa, have recently
undergone extensive financial sector reforms and the reform package includes
restructuring and privatization of state owned banks, the introduction of private
banking systems, along with bank supervisory and regulatory schemes, the introduction
of a variety of measures to promote the development of financial markets; including

money and stock markets.”

Ethiopia one of the oldest civilizations in Africa and the economy has been state
controlled through a series of industrial development plans since the Imperial
Government of Haile Selassie. It was managed as a Soviet-style centrally planned
economy under a socialist government from 1976-1991 and the post-1991 government
led a transition to a more market-based system, and subsequent governments have
introduced further reforms. One of this reform measures undertaken by the Ethiopian

government start the year 1992 was “liberalizing” the financial sector.

In Ethiopian, before 1992 (during the Derg period) the financial sector was highly
repressed; differentiated by restricted entry, constrained banks’ role on interest rates,

credit limits and others.



Moreover, the then existing government owned banks were under pressure by
regulation from the central government as the country was governed by command
economy. This institutional framework led to a situation of virtually no competition in
the banking market, with total concentration of banking activities in government owned
banks. In fact, the government position was to minimize the extent of competition

between the commercial banks and existing specialized banks.

However, after the change of the government different reforms including in the
financial sector were undertaken which enabled the banks to set lending interest rate by

their own and allows the countryman to participate in the banking sector.

In undertaking this task the Ethiopian government adopted a strategy of (a) gradualism:
gradual opening up of private banks and insurance companies alongside public ones,
gradual liberalization of the foreign exchange market, and so on, and (b) strengthening
domestic competitive capacity before full liberalization (that is, restricting the sector to
domestic investors, strengthening the regulatory and supervision capacity of the NBE,
giving the banks autonomy, and opening up the interbank money market).? In line with

this strategy various proclamations and regulations have been passed since 1992.

Currently, thirteen commercial banks and two publicly owned specialized banks are
operating in Ethiopia as compared to one government owned commercial bank and two
specialized banks before the reform measures took place. Of the, thirteen commercial
banks, one is publicly owned and twelve (12) are privately owned banks.™0 It clear that,
the commercial bank of Ethiopia is one of the dominant commercial bank operating in
the country before and after the reform period. Therefore, the aim of this study is to
evaluate financial performance of the commercial bank of Ethiopia in the pre and post

financial liberalization.



The Ethiopian economy has been state controlled through a series of industrial
development plans since the Imperial Government of Haile Selassie. Under state
socialism (1974-91), popularly referred to in Ethiopia as the ‘Derg regime’, financial
institutions were basically executing the economic plans outlined by the natural
planning organ. In that period regulation and supervision were not critical because the

national plan regulated and directed the activities of financial institutions.

Moreover, financial institutions were directed to finance some public projects that may
not have passed proper financial appraisal but were simply based on either ideological

rounds or ‘merit wants’ arguments.

Following the demise of the Derg regime in 1991, post-1991 economic policy witnessed
marked departure from the previous Socialist system. The main difference lay in openly
adopting a market-oriented economic policy. In fact many of the policies adopted by the
new government in Addis in 1991 had already been proposed by the defunct Derg
regime as it approached the end of its reign. This new change in policy brought about a
significant change in the functioning of the banking sector. Not only as the financial
sector going to serve the private sector, but new private financial were institutions also
emerging. At the same time the role of the Ethiopia’s central bank, the National Bank of
Ethiopia (NBE), was also reformulated. Thus, financial sector reconstruction was at the

top of the government’s agenda.

In order to perform these activities the Ethiopian government adopted a strategy of
gradualism and strengthening domestic competitive capacity before full liberalization
and in line with this strategy various proclamations and regulations have been passed
since 1992. But Ethiopia’s financial sector remains closed and is much less developed
than its neighbors and has no capital market with very limited informal investing in

shares of private companies.



The fact that, the commercial bank of Ethiopia is one of the dominant commercial bank
operating in the country in the pre and post liberalization or reform period. However,
the commercial bank of Ethiopia have been re-organized to operate based on the
market-oriented policy framework in the post reform period, the performance of the
bank in terms of deposits, loans, capital, and profitability that was expected from
liberalization has not yet been achieved. In addition, despite many reforms and
tfinancial liberalization measures on the banking industry, critical evaluation of the
financial performance of the commercial bank of Ethiopia before and after the

liberalization has not been investigated.

Generally, there is no study conducted pinpointing of the financial performance of the
commercial bank of Ethiopian before and after the liberalization so as to suggest
improvements in the future. Thus, this study attempted to fill this gap by performing
the study in the way in which by evaluating the financial performance of the

commercial bank of Ethiopian before and after the financial liberalization.

The following questions were answered by the researcher in the study:
1. How is the financial performance of CBE in the pre and post liberalization?

2. Is there a significance difference between the financial performance of the
commercial bank of Ethiopia in the pre and post reform period based on three

tinancial performance indicators: credit quality, liquidity and profitability?
3. What are the areas that need further liberalization or reform measures?

4. What are the relevant recommendations and future research directions that can

be drawn from this study?



The following hypothesis were developed and tested in this study:

Ho1: There is no significant gap in the credit quality performance of CBE in the pre and

post financial liberalization.

Ho2: There is no significant gap in the liquidity performance of CBE in the pre and post

financial liberalization.

Ho3: There is no significant gap in profitability performance of CBE in the pre and post

financial liberalization.

The motivation of the study is providing some light as a contribution to address the
problem. Moreover, the findings of this research disseminated to the CBE and NBE
officials to know the performance of the bank in the pre and post reform period and
hence, to comment and recommend them on what they have to do, for the banks’

prosperity.
In lucid terms the rationales for the study are:

1. Results from this research work was expected to compare the financial
performance of Commercial Bank of Ethiopia in the pre and post and showing
the direction for the bank as a lighting house for further improvement of the

performance of the bank.

2. The results from this finding helped to create better link the Commercial Bank of
Ethiopia with the National Bank of Ethiopia (NBE).

3. The findings from this research work helped to identify the area that needs
turther liberalization or reform measures of the banking industry so as to

improve the bank performance.



The overall objective of this study is to evaluate the financial performance of commercial

bank of Ethiopia in the pre and post financial liberalization.
The specific objectives of the study are:

1. To examine the credit quality performance of the commercial bank of Ethiopia in

the pre and post liberalization.

2. To analyze the liquidity performance of the commercial bank of Ethiopia in the

pre and post liberalization.

3. To measure the profitability performance of the commercial bank of Ethiopia in

the pre and post the reform periods.

4. To identify the gap between the financial performance of the commercial bank of
Ethiopia in the pre and post the reform periods under the three financial

performance indicators: credit quality, liquidity and profitability.
5. To identity areas that needs further liberalization or reform measures

6. To provide relevant recommendations based on the findings of the study.

In any research undertaking, the methodology/research design to be followed is
determined by the nature of the problem statement or more specifically by the research
objectives. Here in this study, before and after study design using case study approach
was used by the researcher because this design of research is the most appropriate for
measuring the impact or effectiveness of a program (liberalization). The change has
measured by comparing the differences in the phenomenon before and after the

liberalization. As it fits to the purpose of the study, this research design was used to
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evaluate the performance of the CBE in the pre and post financial liberalization by using
the annual reports of the bank and by asking the management and employees about
their attitude toward the financial performance of the bank and areas that need further
liberalization or reform measures to improve the performance of the bank. Therefore,

both qualitative and quantitative data was used under the study.

The purpose of the present study is to evaluate the performance of the commercial bank
of Ethiopia in the pre and post liberalization. Thus, Commercial Bank of Ethiopia is one
of the dominant commercial bank operating in the country in the period of the two
regimes i.e. in the pre and post liberalization period. Therefore, for the sake of
uniformity and fair comparison the researcher selected CBE for evaluating the financial

performance in the pre and post liberalization.

For the purpose of primary data sources the selection of respondents performed in a
way to represent both the management and employees working in different seven
operations of the bank which are credit, domestic banking, foreign banking, marketing
and business development, human resource management, branch operation, and risk
management. For the purpose of the study a non-probability sampling design -
purposive sampling method- was adopted and considered to gather the primary data.
The researcher used such sampling method because in his opinion he believed that
management and employees” of the bank are the only that could provide sufficient and

accurate information for the study.

Therefore, from each operation five respondents were selected for the study using
purposive sampling method. Accordingly, a total number of 35 respondents were
selected from commercial bank of Ethiopia head office who is working in seven different

operations of the bank.



Both primary and secondary data sources were used. Primary data were collected based
on a structurally designed questionnaire from the selected employees” and management
members who are working in seven different operations of the bank. The questionnaire

was including both open ended and cloth ended questions.

The researcher also collected data from secondary sources. To this end, annual reports
for Commercial Bank of Ethiopia for the period covering the year 1976 to 2009,
Proclamation, websites, Journals, different literatures and publications on financial
liberalization have been consulted to undertake both quantitative and qualitative
evaluation of the performance of the Commercial Bank of Ethiopia in the pre and post

reform period.

Both the qualitative and the quantitative data were analyzed using descriptive statistical

tools.

The researcher used financial statement analysis in evaluating the financial performance
of the bank by applying different financial ratios such as credit quality, profitability and
liquidity and change in growth in net profit after tax, capital, deposits and loans. After
that, it was presented in the table and analyzed using descriptive method in the form of

mean and percentage.

Concerning the data on identifying the gap in financial performance of the CBE in the
pre and post liberalization under the three financial performance indicators: credit
quality, liquidity and profitability, which is the fourth objective of the study, the
researcher has applied a comparative evaluation of the CBE financial ratios in the pre
and post liberalization. To analyze the data, statistical package for social science (SPSS)

software version 16 was employed. One sample T-Test was used to test the overall



tfinancial performance of the bank in terms of the three financial performance indicators;
Credit quality, Liquidity and Profitability and paired sample T-Test analysis was used to
test the hypothesis for the significant difference between the financial performance
indicator ratios in the pre and post financial liberalization. The interpretation of the

results was done at 95 percent level of confidence.

Additional evaluation of the financial performance of the CBE and the areas that need
turther liberalization or reform measures so as to improve the bank performance, which
is the fifth objective, the researcher has applied descriptive statistics based on the data
obtained from the primary sources. Then, the collected data was presented in the tables
and analyzed using descriptive statistical tools in the form of percentage, frequencies,
and average. Finally, based on the information obtained from the analysis part,

conclusions and recommendations were made.

As this research’s main purpose is of education, the major significance relies on

equipping the researcher with the necessary skills and technique to undertake research.
More specifically, the study:

1. Evaluate the financial performance of the commercial bank CBE in the pre and
post liberalization and let the CBE and NBE know the performance of the bank in
the pre and post period and hence, to comment and recommend them on what

they have to do, for the banks” prosperity

2. Forward some suggestions for further liberalizing or taking reform measures in

the banking sector in order to improve the performance of the CBE.

3. Give imminent to researchers and students about the problem and stimulate

further investigation of the issue.
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The study highly paying attention on evaluating any changes that observed and
reflected in the financial performance of the commercial bank of Ethiopia before and
after the financial liberalization. In addition the study attempted to identify areas, which

needs further liberalization or reform measures so as to improve the bank performance.

Since the commercial bank of Ethiopia is the only bank operating in the country before
and after the reform period, the researcher selected CBE for the study. Furthermore,
only those data which can be publicly announced by the commercial bank of Ethiopia or
annual reports for the commercial bank of Ethiopia for the period covering the year 1976
to 2009 was referenced under the study. In addition, the researcher used primary data
collected from the management and employees working in different seven operations of
the bank which are credit, domestic banking, foreign banking, marketing and business
development, human resource management, branch operation, and risk management.
To evaluate the bank performance, the researcher employed financial statement analysis
and test the hypothesis using t-test statistical tools. Furthermore, the researcher used

unadjusted financial statement of the CBE for inflation in computing the financial ratios.

The study evaluated the financial performance of the commercial bank of Ethiopia in
the pre and post reform period. Some problems were encountered during the research
period. Shortage of time, finance, research document on commercial bank of Ethiopia to
use as a bench mark especially using financial ratio; absence of both market index to use
different financial performance measures indicators and recorded price index for
adjusting the financial statement of the bank posed a hurdle on the successful

completion of the study.

11



The study is organized into five chapters. The first chapter deals with introduction part
of the study providing details related to the background of the study, statement of
problem, justification of the study, objectives of the study, research questions, research
hypothesis, and methodology of the study, significance of the study, scope of the study,
limitation of the study, and organization of the study. Chapter two deals with the
literature review, chapter three deals with the organization profile, chapter four is about
data analysis and interpretation and finally, chapter five contains conclusions and

recommendations.

12
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REVIEW LITERATURE

Review of the theoretical foundation of the paper is composed of review of various
literatures and studies that evaluate the performance of commercial bank in relation to
tinancial liberalization. Therefore, the chapter is organized based on three main
subsections. The first part reviews literatures on financial liberalization and repression.
The second part is reviews literature on bank performance and finally, the last part of
the chapter is present the empirical evidence that evaluate performance of the

commercial bank.

Financial liberalization is the process of breaking away from a state of financial
repression. As financial repression has been most commonly associated with
government fixing of interest rates and its adverse consequences on the financial sector
as well as on the economy, financial liberalization, in turn, has come to be most
commonly associated with freeing of interest rates. It clear that financial liberalization as
a process involving a much broader set of measures geared toward the elimination of
various restrictions on the financial sector, such as the removal of portfolio restrictions
on the banking sector, the reform of the external sector, as well as changes in the

institutional framework of monetary policy.!

Financial repression, by-now a classic phrase, originated in the works of Ronald I
McKinnon and Edward S. Shaw in the early 1970s, to describe a developing country

environment whereby “the financial system...is repressed (kept small) by a series of

14



government interventions that have the effect of keeping very low (and often at negative
levels) interest rates that domestic banks can offer to savers”l; the most common forms
that these interventions would take were interest rate regulations, directed credit

schemes, and high reserve ratios.

Financial repression is a problem because, as McKinnon-Shaw hypothesized, repressing
the monetary system fragments the domestic capital market with highly adverse
consequences for the quality and quantity of real capital accumulation.2 This would
happen primarily through four channels: (a) The flow of loan able funds through the
organized banking system is reduced, forcing potential investors to rely more on self-
tinance; (b) Interest rates on the truncated flow of bank lending vary from one class of
favored or disfavored borrower to another; (c) the process of self finance is itself
impaired; if the real yield on deposit is negative, firms cannot easily accumulate liquid
assets in preparation for making discrete investments and socially costly inflation
hedges look more attractive as a means of internal finance; and (d) Significant financial
deepening outside of the repressed banking system becomes impossible when firms are
dangerously illiquid and/or inflation is high and unstable; robust open markets in
stocks and bonds, or intermediation by trust or insurance companies, require monetary

stability.

The fix pretty much follows from the diagnosis detailed above: free interest rates
rapidly, reduce reserve requirements, and eliminate directed credit schemes, while
stabilizing the price level, say in the context of a strong disinflation program. This
would help countries grow faster, because, following financial liberalization, investment
and growth would pick up. Given the important role played by interest rates in all this,
removal of controls over interest rates has become the centerpiece of the liberalization

process.

What we understand from financial liberalization today is different. Other than interest

rate liberalization and elimination of directed credits and high reserve requirements, it

15



involves a wide set of additional measures including the easing of portfolio restrictions
on banks, changes in the ownership of banks, enhanced competition among banks,
integration of domestic entities to international markets, as well as changes in the
monetary policy environment. Of these, external sector reforms go hand in hand with
financial sector reforms because removing restrictions on exchange and payments
system and establishing a freely functioning foreign exchange market are central to
removing distortions that limit portfolio behavior. Broadly, reforms involve two phases:
removal of all restrictions on current payments and transfers, and capital account
liberalization; the latter, by enhancing country’s integration with the rest of the world,

imposes perhaps the strictest limits on financial repression.

The reform of the institutional context of monetary policy implementation primarily
involves increased independence for the central bank and a switch from direct
instruments of monetary control (e.g., interest rate controls, bank-by-bank credit
ceilings, statutory liquidity ratios, directed credits,) to indirect instruments (e.g. reserve
requirements, public sector deposits, credit auctions, primary and secondary market
sales of bills, and foreign exchange swaps). The main idea here is for central banks to
stimulate the growth of money markets and instruments with a view to enhancing

market-oriented of its policy environment.

According to the exponents of financial repression$, financial liberalization can foster
economic growth. They argue that the financial sector of the economy matters in
economic development as it assists in the breakaway from repetition of repressed
economic performance to accelerated growth of the economy.# The McKinnon-Shaw
hypothesis postulates that government interventions in various forms in less developed
countries lead to financial repression. The economies in these countries have been
characterized by control of interest rates, imposition of credit ceilings, use of credit
rationing, high levels of inflation and high public sector deficits. These policies have
meant that finance in these countries has been shallow compared with national income

or financial wealth. The interest rates on deposits have been low and negative and
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savings have been confined to a narrow range of financial instruments. Government
control of interest rates on loans and deposits tends to raise the demand for and curtail

the supply of funds.

In addition ?concluded that African countries stand to gain from financial liberalization
because real deposit rates were found to have a positive impact on financial savings, this
in turn affects the level of investment positively. However, the design of financial sector

reforms is also important.

Furthermore, for financial liberalization to be successful there should be macroeconomic
stability and adequate prudential supervision and regulation of banks. Besides® note
that, the difficulties faced by many countries in liberalizing their financial markets go

beyond simply problems of macroeconomic stability.

In addition 7 argue that liberalization can lead to instability and questions the ability of
financial markets to allocate credit efficiently. Further & note that the experience with
financial instability in many developing countries suggests that liberalization promotes
instability and also argue that the concept of financial repression used in the literature
appears too broad, encompassing both positive and negative aspects of government
interventions in the financial markets that may mask the need for institutional

development.

In any case, financial liberalization is expected to generate several benefits that build the
impetus for economic growth and development in developing countries. First, financial
sector reforms are expected to lead to financial deepening; hence the stock of financial
assets relative to income is expected to increase with liberalization. Second, the
intermediation margins of the banking sector are expected to diminish with
liberalization. Furthermore 8 note that competitive pressure that results from conditions
of free entry and competitive pricing will raise the functional efficiency of
intermediation by decreasing the spread between deposit and lending rate. In addition 2

assert that financial liberalization may not help reduce interest spreads in African
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countries if the reduction in reserve requirements and deregulation of the banking
sector are not coupled with the increase in competition in the sector. Third, liberalization
opens the way to superior allocation of savings by widening and diversifying the
financial markets on which investment opportunities compete for savings flow. The
market for savings is extended in terms of scale, maturity and risk, and information for
comparisons of alternative facilities becomes available more cheaply.? Fourth, local
capital markets can be integrated into a common market, and new opportunities for
pooling savings and specialization in investment are created in the economy. But & note
that in this context, financial liberalization is expected to lead to the diminishing role of

the informal financial sector.

Studies in Africa have shown that liberalization of the financial sector has proceeded
with limited success. Finally % concluded that financial repression in African countries is
likely to persist because governments have the incentive to perpetuate it given the
incidence of high inflation, large budget deficits and limited access to foreign capital.
Thus, African countries are likely to face problems in getting their economies out of the
financial repression web because of high inflation rates that justify banks” high
intermediation margins, implicit tax that the government extracts from the banking
system through enforcement of below market rates, and high liquidity reserve

requirements to help them finance often large deficits.

In various studies different methods are applied to evaluate banks" performance.
Commonly these methods can be classified in three ways: the traditional method of
financial indices based on balance sheet and income statement analysis, parametric
methods based on production function and non-parametric methods with out

production function.?

However, if the financial market were efficient, market price for banks' stock price
would be one of the most appropriate tools for measuring banks' performances. But, the
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alternative to the market approach is the accounting-based financial ratio approach,

which has commonly been used for measuring the financial performance of firms.1¢

Furthermore, Economic Valued Added (EVA) is another modern financial measurement
tool that determines if a business is earning more than its true cost of capital. The EVA
application in banks is relatively new and it was invented by Stern Stewart & Co. which
launched EVA in 1989 (it started to be implemented in U.S. in 1994) and is not as well
known as other measures of bank performance. It measures the difference between a

firm’s cost of capital and return on capital.l1

These methods can be independently applied by various researchers in evaluating the
financial performance of the bank. But, no one of them is perfect to evaluate the financial
performance. Researchers can only choose a method to evaluate performance that has
the least amount of drawbacks for the study’s particular situation. Since the stock price
data and cost of capital for Ethiopia’s commercial banks are not easily available, the
accounting based financial ratios are used as a measure of financial performance in this

study.

Financial statement analysis is the process of examining relationships among financial
statement elements and making comparisons with relevant information. It is a valuable
tool used by investors and creditors, financial analysts, and others in their decision-

making processes related to stocks, bonds, and other financial instruments.!!

Financial statement analysis begins with establishing the objective(s) of the analysis. For
example, is the analysis undertaken to provide a basis for granting credit or making an
investment? After the objective of the analysis is established, the data is accumulated
from the financial statements and from other sources. The results of the analysis are
summarized and interpreted. Conclusions are reached and a report is made to the

person(s) for whom the analysis was undertaken.
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The purpose of financial statement analysis is to examine past and current financial data
so that a company's performance and financial position can be evaluated and future
risks and potential can be estimated. Financial statement analysis can yield valuable
information about trends and relationships, the quality of a company's earnings, and the
strengths and weaknesses of its financial position.! Therefore, companies are highly

required to publish their general annual audited financial statements

Financial analysts can obtain useful information by comparing a company's audited
financial statements of one company with other. There are three primary types of
financial statement analysis. These are commonly known as horizontal analysis, vertical

analysis, and ratio analysis.1?
I. Horizontal Analysis

When two or more years for a single company are compared, the process is known as
horizontal analysis. In this analysis, an analyst computes percentage changes from year
to year for all balances. When comparing financial statements for a number of years,
then variation of horizontal analysis called trend analysis may be preferred. Trend
analysis involves calculating each year's financial statement balances as percentages of
the first year, also known as the base year. When expressed as percentages, the base year
tigures are always 100 percent, and percentage changes from the base year can be

determined.
II. Vertical Analysis

When using vertical analysis, the analyst calculates each item on a single financial
statement as a percentage of a total. The term vertical analysis applies because each

year's figures are listed vertically on a financial statement.
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When using vertical analysis, an analyst reports each amount on income statement as a
percentage of total revenues, and similarly each amount of balance sheet as a percentage
of total assets. After the restated values, the balance sheet is known as common sized
balance sheet, it allows comparing it with another company’s statements or with

industry averages.
III. Ratio Analysis

Ratio analysis enables the analyst to compare items on a single financial statement or to
examine the relationships between items on two financial statements. After calculating
ratios, an analyst can examine the trends for the company with its past performance or

compare it with the industry benchmark.

Financial analysis today is performed by various users of financial statements. Investors
and Management perform the financial analysis to understand how profitably or
productively the assets of the company are used. Lenders and Suppliers of goods look
for the ability of the firm to repay the dues on time. For instance, as a deposit holder of a
Bank, you would be interested in liquidity of the Bank and would expect the Bank to
pay you the amount when you need. Customers would like to know the long-term
solvency of the Bank to get continued support. In addition, employees would be

interested in the profitability as well as liquidity of the bank.!?

Financial statement analysis involves careful selection of data from financial statements
for the primary purpose of forecasting the financial health of the company. This is
accomplished by examining trends in key financial data, comparing financial data
across companies, and analyzing key financial ratios. The financial statements are
historical documents that tell what has happened during a particular period of time.
However most users of financial statements are concerned about what will happen in

the future. Despite the fact that financial statements are historical documents, they can
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still provide valuable and economical information bearing on all of this concerns.1?
Therefore, in this study the researcher applied ratio analysis to evaluate the financial

performance of the bank.

Ratio analysis is useful, but analysts should be aware of these problems and make
adjustments as necessary. Ratios analysis conducted in a mechanical, unthinking
manner is dangerous, but if used intelligently and with good judgment, it can provide
useful insights into the firm’s operations and the following are some of the limitations of

ratio analysis.1?
A. Creative Accounting

The businesses apply creative accounting in trying to show the better financial

performance or position which can be misleading to the users of financial accounting.
B. Ratios are not Definitive Measures

Ratios need to be interpreted carefully. They can provide clues to the company’s
performance or financial situation. But on their own, they cannot show whether
performance is good or bad. Ratios require some quantitative information for an

informed analysis to be made.
C. Financial Statement contain Summarized Information

Ratios are based on financial statements which are summaries of the accounting records.
Through the summarization some important information may be left out which could
have been of relevance to the users of accounts. The ratios are based on the summarized

year end information which may not be a true reflection of the overall year’s results.
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D. Interpretation of Ratios

It is difficult to generalize about whether a particular ratio is ‘good” or ‘bad’. For
example a high current ratio may indicate a strong liquidity position, which is good or
excessive cash which is bad. Similarly non-current assets turnover ratio may denote
either a firm that uses its assets efficiently or one that is undercapitalized and cannot

afford to buy enough assets.
E. Price changes

Inflation renders comparisons of results over time misleading as financial figures will
not be within the same levels of purchasing power. Changes in results over time may
show as if the enterprise has improved its performance and position when in fact after

adjusting for inflationary changes it will show the different picture.
F.Window Dressing

These are techniques applied by an entity in order to show a strong financial position.
This can improve the current and quick ratios and make the balance sheet look good.
However the improvement was strictly window dressing as a week later the balance
sheet is at its old position. In general, an inexperienced analyst may assume that ratios
are sufficient in themselves as a basis for judgment about the future. Conclusions based
on ratio analysis must be regarded as tentative. Ratios should not be viewed as an end, but
rather they should be viewed as a starting point, as indicators of what to pursue in greater
depth. In addition to ratios, other sources of data should be analyzed in order to make
judgments about the future of an organization. Few figures appearing on financial
statements have much significance standing by themselves. It is the relationship of one
tfigure to another and the amount and direction of change over time that are important

in financial statement analysis.
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Unlike manufacturing industry, banks are trading on capital or funds. Hence some of
the ratios developed for manufacturing industry are not relevant to banks. While some
of the ratios are not relevant, there are ratios which require some modification. For
example, Interest expenses are minor for a manufacturing industry whereas for banking

industry, it is a major expense item.12

In addition, there are some items, which are difficult to measure. For instance, if you
want to measure liquidity, normally we compute current ratio, which requires current
assets and current liabilities. But this data is not apparently available in the financial
statements and one has to collect from the internal sources. To give an example, we need
to know the term structure of Term Deposit and similarly loans and advances to classify
whether they are current or not. Considering the special nature of banking industry, the
study uses the following financial ratios for measuring credit or loan, liquidity,

profitability, and growth of the Commercial Bank of Ethiopia.l?

One of the most important sources of income for commercial bank is issuing of loans.
However, when a commercial bank makes loans, it is exposed to risks, because banks
operate in asymmetric information. The principal risk it faces is the risk of defaulting
interest payment or the principal or both interest and loans. Thus, loan performance
measures bank's risk associated with loans created by bank. In other words, it measures
the quality of loans. Some loans default some do not. The greater is the amount of loan
and interest in default, the higher is a risk for a bank, and the bank is rated poor. There
are several financial measures for assessing the quality of loans (or credit risk) for
commercial banks. However, in this study the researcher uses the following three

indexes:
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A. Equity to Asset Ratio (EQTA)

It measures equity capital as a percentage of total assets. EQTA provides percentage
protection afforded by banks to its investment in asset. It measures the overall shock
absorbing capacity of a bank for potential loan asset losses. The higher the ratio of

EQTA, the greater is the capacity for a bank to sustain the assets losses.

This figure is determined as follows: EQTA = Common Equity/Assets
B. Equity to Loan Ratio (EQL)

It measures equity capital as a percentage of total loans. EQL provides equity as a
cushion (protection) available to absorb loan losses. The higher the ratio of EQL, the

higher is the capacity for a bank in absorbing loan losses.

This figure is determined as follows: EQL = Total Equity/Total Loans

C. Non- performing Loans to Total Loan Ratio (NPTL)

It is one of the most important criteria to assess the quality of loans or asset of a
commercial bank. It measures the percentage of gross loans which are doubtful in
banks” portfolio. The lower the ratio of NPTL, the better is the asset/credit/

performance of the commercial banks.

This figure is determined as follows: NPTL = Non-performing Loans/Total Loans

Liquidity ratios attempt to measure a company's ability to pay off its short-term debt
obligations. This is done by comparing a company's most liquid assets to short-term
liabilities. The higher liquidity ratios mean bank has larger margin of safety and ability

to cover its short-term obligations
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So, commercial banks must hold sufficient liquidity. Liquidity means cash, or how quickly a
bank can convert its assets into cash at face value to meet the cash demand of the depositors
and borrowers. There are various financial ratios for measuring liquidity performance.

Thus, the researcher selects the following three financial ratios:
A. Total loans to Total Asset Ratio (TLTA)

The loan to assets ratio measures the total loans outstanding as a percentage of total
assets. The higher this ratio indicates a bank is loaned up and its liquidity is low. The

higher the ratio, the more risky a bank may be to higher defaults.

This figure is determined as follows: TLTA = Total Loans/Total Assets
B. Liquid Assets to Total Deposit Ratio (LATD)

It is a deposit run off ratio. It indicates the percentage of deposit and short term funds
that are available to meet the sudden withdrawals. The higher the LATD, the more

liquid is a commercial bank and less vulnerable it is to run the bank.

This figure is determined as follows: LATD = Liquid Asset/Customer Deposit
C. Total Loans to Deposit Ratio (TLTD)

This refers to the amount of a bank's loans divided by the amount of its deposits at any
given time. The higher the ratio, the more the bank is relying on borrowed funds, which
are generally more costly than most types of deposits. Bank with low LDR is considered
to have excessive liquidity, potentially lower profits, and hence less risk as compared to

the bank with high LDR.
It is calculated as: TLTD = Total Loans/Total Deposit

It indicates the percentage of the total deposit locked into non-liquid asset. The higher
the TLTD, the higher is the liquidity risk.
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One of the most frequently used tools of financial ratio analysis is profitability ratios
which are used to determine the company's bottom line. Profitability ratios show a
company's overall efficiency and performance. We can divide profitability ratios into
two types: margins and returns. Ratios that show margins represent the firm's ability to
translate sales dollars into profits at various stages of measurement. Ratios that show
returns represent the firm's ability to measure the overall efficiency of the firm in
generating returns for its shareholders. In general, profitability performance is also
known as managerial performance. It indicates how the top management of a bank
maximizes shareholders' profits by utilizing existing resources at their disposal. There
are several indexes for measuring profitability performance of a firm. However, in this

study the researcher uses the three most commonly used measures. They are:
A. Return on Assets (ROA)

The Return on Assets ratio is an important profitability ratio because it measures the
efficiency with which the company is managing its investment in assets and using them
to generate profit. It measures the amount of profit earned relative to the firm's level of
investment in total assets. Net profit is taken from the income statement and total assets
are taken from the balance sheet. The higher the percentage, the better it will be, because

that means the company is doing a good job using its assets to generate sales.

The calculation for the return on assets ratio is: ROA = Net Profit/Total Assets
B. Return on Equity (ROE)

The Return on Equity ratio is perhaps the most important of all the financial ratios to
investors in the company. It measures the return on the money the investors have put
into the company. This is the ratio potential investors look at when deciding whether or

not to invest in the company. Net income comes from the income statement and
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stockholder's equity comes from the balance sheet. In general, the higher the percentage,
the better it will be, with some exceptions, as it shows that the company is doing a good
job using the investors' money. In general, it shows a rate of return on base capital, i.e.

equity capital. The higher the ROE, the more efficient is the performance.

The calculation for the return on equity ratio is: ROE = Net Profits/Equity
C. Net Interest Margin (NIM)

Net interest income is the difference between interest income and interest expense. It is
the gross margin on a bank’s lending and investment activities. Analysts focus on Net
Interest Margin (NIM) ratio because small changes in a bank’s lending margin can
translate into large bottom line changes. The higher the ratio the cheaper the funding or
the higher the margin the bank is obtaining. A bank’s net interest margin is a key
performance measure that drives ROA. Net interest income is the difference between
interest income and interest expense. It is the gross margin on a bank’s lending and

investment activities.

It is calculated as: NIM=interest income - interest expense

It measures the change in net profit, capital, deposit and loans in consecutive years of

commercial banks.

There are a number of studies that evaluate the performance of commercial bank and
financial liberalization. Therefore, reviews of these various studies were presented as

follows.

The performance of 515 banks in 16 transition economies for the period 1994-1999 was

conducted to know the effect of reform environment in the bank performance. Their
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results indicate that banks’ performance differs significantly depending on the reform
environment, as well as the competitive conditions in which they operate. Their research
also reveals that interest margins are declining over time but are substantially higher in
low- reform environments. The results indicate that an appropriate policy and
regulatory framework are the necessary conditions for achieving any significant

progress.13

The estimation of Fourier-flexible frontier cost function using bank balance sheet data
were conducted for the period covering the year of 1994-2000. Specification tests
indicated that the stochastic frontier model with a Fourier-flexible form with a truncated
normal distribution of the inefficiency term allowing for time varying technical
efficiency was preferred. Privatization also didn’t seem to have an immediate effect on
improved efficiency. Finally, foreign banks had substantially better efficiency scores

than all categories of domestic banks.14

Other study has made on a review of the performance of banking sector in India during
post reform period. A comparative appraisal of banks have been undertaken on the
basis of seven indicators of performance namely, Net profit , Credit to deposit ratio
(C/D) , Market Share, Business per Employee, Return on Assets, Capital Adequacy
Ratio and Non performing Asset to Net Advances. The paper reveals that public sector
banks have improved considerably and their performance was comparable with other

banks.15

The performance of Bahrain’s commercial banks with respect to credit (loan), liquidity
and profitability during the period 1994-2001 was conducted in Bahrain’s. Nine financial
ratios (Return on Asset, Return on Equity, Cost to Revenue, Net Loans to Total Asset,
Net Loans to Deposit, Liquid Asset to Deposit, Equity to Asset, Equity to Loan and
Nonperforming loans to Gross Loan) were selected for measuring credit, liquidity and

profitability performances. Finally the study found that Commercial banks are relatively
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less profitable and less liquid and, are exposed to risk as compared to banking

industry.10

In recent research efforts the profitability determinants in six European banking sectors
(Denmark, France, Germany, Italy, Spain and the UK) were conducted for the period
1992-1998. Their results suggest that despite intensifying competition it was possible to
detect significant persistence of abnormal bank profits from year to year. Apart from
that they discovered a positive relationship between the ROA and profitability and at
same time ROE and profitability. Therefore, both the ROA and ROE are used for vital

indicator for profitability performance of banking industry.1€

A study on commercial banks of Oman was conducted to know the performance of the
bank. The objective of this study was to classify the commercial banks in Oman in
cohesive categories on the basis of their financial characteristics revealed by the financial
ratios (Return on Asset, Return on Equity and Return on Deposit). A total of five Omani
commercial banks with more than 260 branches were financially analyzed, and simple
regression was used to estimate the impact of asset management, operational efficiency,
and bank size on the financial performance of these banks. The study found that the
bank with higher total capital, deposits, credits, or total assets does not always mean

that it has better profitability performance.l”

There is a substantial body of literature discussing different research methods applied to
financial performance evaluation. These methods include: Multivariate Statistical
Analysis!8, Data Envelopment Analysis!®, Balanced Scorecard??, and Financial Statement
Analysis?l. These methods can be independently applied by various researchers in
evaluating the financial performance of the bank. But, no one of them is perfect to
evaluate the financial performance. Researchers can only choose a method to evaluate
performance that has the least amount of drawbacks for the study’s particular situation.
Therefore, a viable method for effective evaluation of financial performance is aimed at

providing solutions for issues with multiple variables and targets.
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An analysis on performance of Poland banks was conducted to observe the efficiency of
the bank under DEA. The main aim of his article was to present the results of efficiency
analysis, computed by means of two methods, that is the classical index of balance sheet
characteristics (financial analysis) and the non-parametric, the Data Envelopment
Analysis (DEA) method. The analysis was carried out in the biggest banks operating in
Poland in 2000-2007. The empirical results showed that the efficiency measures give a
similar although not identical picture of Polish commercial banks” performance. These
results (yielded by both methods) were complementary to each other and suggested that
the non-parametric DEA method is really valuable and worth applying in bank

practice.??

Most of the above empirical studies were conducted to measure financial performance
of various countries” banks using financial ratios. Regarding to studies in the Ethiopian
banking sector, no formal studies evaluate the performance of commercial bank of
Ethiopian before and after the financial liberalization. But, there is one study conducted
in analyzing the Ethiopia’s financial sector and its regulation and stated that the
financial reform measures undertaken in Ethiopia have been gradual but nevertheless
determined despite disagreement with the IMF over restrictions on the entry of foreign
banks and the role of the largest state bank. Finally the study concludes that the creation
of a sound financial system is crucial to reconstruction and transition to market based

economy, and to raising the living standards of Ethiopia’s people.?

The researcher also observed in the review of literature that there are no studies
conducted mainly to identify the problems related to profitability, liquidity, credit
quality and change in growth of Commercial Bank of Ethiopia in the pre and post
reform period. Thus , the researcher felt it appropriate to take up the present study
entitled “Performance Evaluation of the Commercial Bank of Ethiopia - Pre and Post
Liberalization” to assess the efficiency of the performance of financial management
thereby to identify problems and thereby to recommend possible courses of actions to

the identified problems.
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CHAPTERT III

This chapter presents the history of banking in Ethiopia, financial sector reform and

profile of the commercial bank of Ethiopia.

The history of the use of modern money in Ethiopia can be traced back more than 2000
years. It flourished in what is called the Axumite era which ran from 1000 BC to around
AD 975. Leaving that long history aside, modern banking in Ethiopia started in 1905
with the establishment of Abyssinian Bank which was based on a fifty year agreement
with the Anglo-Egyptian National Bank The agreement that was reached in 1905
between Emperor Minilik II and Mr.Ma Gillivray, representative of the British owned
National Bank of Egypt marked the introduction of modern banking in Ethiopia.
Following the agreement, the first bank called Bank of Abyssinia was inaugurated in
Feb.16, 1906 by the Emperor. The Bank was totally managed by the Egyptian National
Bank and the following rights and concessions were agreed upon the establishment of

Bank of Abyssinia.

Within the first fifteen years of its operation, Bank of Abyssinia opened branches in
different areas of the country. In 1906 a branch in Harar (Eastern Ethiopia) was opened
at the same time of the inauguration of Bank of Abysinia in Addis Ababa. Another at
Dire Dawa was opened two years later and at Gore in 1912 and at Dessie and Djibouti in
1920. Mac Gillivray, the then representative and negotiator of Bank of Egypt, was
appointed to be the governor of the new bank and he was suceeded by H Goldie, Miles
Backhouse, and CS Collier were in change from 1919 until the Bank’s liquidation in

1931.
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The society at that time being new for the banking service, Bank of Abysinia had faced
difficulty of familiarizing the public with it. It had also need to meet considerable cost of
installation and the costly journeys by its administrative personnel. As a result, despite
its monopolistic position, the Bank earned no profit until 1914. Profits were recorded in

1919, 1920 and from 1924 onwards.

Generally, in its short period of existence, Bank of Abyssinia had been carrying out
limited business such as keeping government accounts, some export financing and
undertaking various tasks for the government. Moreover, the Bank faced enormous
pressure for being inefficient and purely profit motivated and reached an agreement to
abandon its operation and be liquidated in order to disengage banking from foreign
control and to make the institution responsible to Ethiopia’s credit needs. Thus by 1931
Bank of Abyssinia was legally replaced by Bank of Ethiopia shortly after Emperor Haile

Selassie came to power.

The new Bank, Bank of Ethiopia, was a purely Ethiopian institution and was the first
indigenous bank in Africa and established by an official decree on August 29, 1931 with
capital of £750,000. Bank of Egypt was willing to abandon its on cessionary rights in
return for a payment of Pound Sterling 40,000 and the transfer of ownership took place
very smoothly and the offices and personnel of the Bank Of Abyssinia including its
manager, Mr. Collier, being retained by the new Bank. Ethiopian government owned 60
percent of the total shares of the Bank and all transactions were subject to scrutiny by its

Minister of Finance.

Bank of Ethiopia took over the commercial activities of the Bank of Abysinia and was
authorized to issue notes and coins. The Bank with branches in Dire Dawa, Gore, Dessie,
Debre Tabor, Harar, agency in Gambella and a transit office in Djibouti continued
successfully until the Italian invasion in 1935. During the invasion, the Italians
established branches of their main Banks namely Banca d’Italia, Banco di Roma, Banco

di Napoli and Banca Nazionale del lavoro and started operation in the main towns of
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Ethiopia. However, they all ceased operation soon after liberation except Banco di Roma
and Banco di Napoli which remained in Asmara. In 1941 another foreign bank, Barclays
Bank, came to Ethiopia with the British troops and organized banking services in Addis
Ababa, until its withdrawal in 1943. Then on 15th April 1943, the State Bank of Ethiopia
commenced full operation after 8 months of preparatory activities. It acted as the central
Bank of Ethiopia and had a power to issue bank notes and coins as the agent of the
Ministry of Finance. In 1945 and 1949 the Bank was granted the sole right of issuing
currency and deal in foreign currency. The Bank also functioned as the principal

commercial bank in the country and engaged in all commercial banking activities.

The State Bank of Ethiopia had established 21 branches including a branch in Khartoum,
Sudan and a transit office on Djibouti until it eased to exist by bank proclamation issued
on December, 1963. Then the Ethiopian Monetary and Banking law that came into force
in 1963 separated the function of commercial and central banking creating National
Bank of Ethiopia and commercial Bank of Ethiopia. Moreover it allowed foreign banks
to operate in Ethiopia limiting their maximum ownership to be 49 percent while the

remaining balance should be owned by Ethiopians.

The National Bank of Ethiopia with more power and duties started its operation in
January 1964. Following the incorporation as a share company on December 16, 1963 as
per proclamation No0.207/1955 of October 1963, Commercial Bank of Ethiopia took over
the commercial banking activities of the former State Bank of Ethiopia. It started
operation on January 1, 964 with a capital of Eth. Birr 20 million. In the new Commercial
Bank of Ethiopia, in contrast with the former State Bank of Ethiopia, all employees were

Ethiopians.

There were two other banks in operation namely Banco di Roma S. and Bank o di
Napoli S.C. that later reapplied for license according to the new proclamation each

having a paid up capital of Eth. Birr 2 million.
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The first privately owned bank, Addis Ababa Bank Share Company, was established on
Ethiopians initiative and started operation in 1964 with a capital of 2 million in
association with National and Grindlay Bank, London which had 40 percent of the total
share. In 1968, the original capital of the Bank rose to 5.0 million and until it ceased

operation, it had 300 staff at 26 branches.

There were other financial institutions operating in the country like the Imperial Savings
and Home Ownership public Association (ISHOPA) which specialized in providing
loans for the construction of residential houses and to individuals under the guarantee
of their savings. There was also the Saving and Mortgage Corporation of Ethiopia
whose aims and duties were to accept savings and trust deposits account and provide
loans for the construction, repair and improvement of residential houses, commercial
and industrial buildings and carry out all activities related to mortgage operations. On
the other hand, there was a bank called Agricultural Bank that provides loan for the
agricultural and other relevant projects established in 1945. But in 1951 the Investment
Bank of Ethiopia replaced it. In 1965, the name of the bank once again hanged to
Ethiopian Investment Corporation Share Company and the capital rose to Eth. Birr 20
million, which was fully paid up. However, proclamation No.55 of 1970 established the
Agricultural and Industrial Development Bank Share Company by taking over the asset

and liability of the former Development Bank and Investment Corporation of Ethiopia.

Following the declaration of socialism in 1974 the government extended its control over
the whole economy and nationalized all large corporations. Organizational setups were
taken in order to create stronger institutions by merging those that perform similar
functions. Accordingly, the three private owned banks, Addis Ababa Bank, Banco di
Roma and Banco di Napoli Merged in 1976 to form the second largest Bank in Ethiopia
called Addis Bank with a capital of Eth. birr 20 million and had a staff of 480 and 34
branches. Before the merger, the foreign participation of these banks was first
nationalized in early 1975. Then Addis Bank and Commercial Bank of Ethiopia S.C.

were merged by proclamation No.184 of August 2, 1980 to form the sole commercial
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bank in the country till the establishment of private commercial banks in 1994. The
Commercial Bank of Ethiopia commenced its operation with a capital of Birr 65 million,
128 branches and 3,633 employees. The Savings and Mortgage Corporation S. and
Imperial Saving and Home Ownership Public Association were also merged to form the
Housing and Saving Bank with working capital of Birr 6.0 million and all rights,
privileges, assets and liabilities were transferred by proclamation No.60, 1975 to the new

bank.

Proclamation No0.99 of 1976 brought into existence the Agricultural and Industrial Bank,
which was formed in 1970 as a 100 percent state ownership, was brought under the
umbrella of the National Bank of Ethiopia. Then it was reestablished by proclamation
No. 158 of 1979 as a public finance agency possessing judicial personality and named
Agricultural and Industrial Development Bank (AIDB). It was entrusted with the
financing of the economic development of the agricultural, industrial and other sectors
of the national economy extending credits of medium and long-term nature as well as
short-term agricultural production loans. The financial sector in the socialist oriented
government left behind constituted only three banks and each enjoying monopoly in its
respective market. The NBE, CBE and Agricultural and Industrial development Bank

was the structure of the sector at the end of the era.

Following the demise of the Dergue regime in 1991 that ruled the country for 17 years
under the rule of command economy, the EPRDF declared a liberal economy system. In
line with this, Monetary and Banking proclamation of 1994 established the national
bank of Ethiopia as a judicial entity, separated from the government and outlined its
main function. Monetary and Banking proclamation No0.83/1994 and the Licensing and
Supervision of Banking Business No.84/1994 laid down the legal basis for investment in

the banking sector.

Since economic reform of 1992 under the new government, the existing government

banks have been re-organized so as to operate based on market-oriented policy
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framework but with 100% ownership of the government. Moreover, new Ethiopian
private-owned financial institutions are allowed to participate in the country’s financial
sector. However, from the time of nationalization onwards (or since 1974), no foreign
bank has been allowed to operate in Ethiopia and participation of the private sector to
the ownership of government banks has been prohibited. Shortly afterwards, privately
owned banks such as Awash International Bank (1994), Dashen Bank (1995), Bank of
Abyssinia (1995), Wegagen Bank (1997), United Bank (1998), Nib International Bank
(1999), cooperative Bank of Oromia (2004), Lion International Bank (2007), Oromia
International Bank (2008), Buna International Bank (2008), Birehan International Bank
(2009), and Zement Bank (2009) were established and operating in the country. During
the year 2009/10, six additional private banks, Enat Bank, Debub Global Bank, Zemzem
Bank, Addis Cooperative Bank, Hawassa Bank and Abay Bank, have got its license.
Therefore, with the establishment of the above six banks the number of the private bank

in the country has reached eighteen.

Economic liberalization began just before the fall of the Derg regime. However, with the
initiation of the economic reform program of the current government, two
proclamations were issued in 1994, Monetary and Banking Proclamation (No. 83/1994),
and the Licensing and Supervision of Banking Business (No. 84/1994) and one
proclamation were issued in 2008, a proclamation to amend the national bank of
Ethiopia establishment (No. 591/2008). The first proclamation in addition to increasing
the role of the National Bank of Ethiopia made illegal any NBE lending other than the
government while the second proclamation empowered the Central Bank to supervise
the financial institutions. Besides, the third proclamation adds additional power to the
NBE for controlling the financial institution and the sole agent for the government with
regard to the foreign exchange reserve. Moreover, two further proclamations, 200/1994
and 203/1994 restructured and renamed the Agricultural and Industrial Bank, and

Housing and Saving Bank into Development Bank of Ethiopia and Construction and
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Saving Bank of Ethiopia, respectively. It was also noted in the proclamations that the
two banks were recapitalized as public enterprises and hence, the financial sector reform
did not invite private sector participation in the current government owned banks else
entry of foreign banks in full share as well as with restricted share as partners with

Ethiopian citizens.

After the 1994 financial liberalization measures, the authorities concentrated their efforts
on building capacity in the financial sector as well as on other priority areas of economic
transition, in particular further liberalization of the foreign exchange system and trade
liberalization measures. In addition with such institutional arrangement of the financial
sector, sequence of policy measures, which include interest rate and exchange rate
reforms among others were undertaken. But financial liberalization accelerated again
when the lending rate was decontrolled and left to be determined by the banks
themselves as late as January 1998 as compared to October 1992 when the bias between
public and private charging of deposit rate was abolished. In all the reform period a
positive lending interest rate was recorded except in 2002/03, which was markedly
known as sever draught year. However, the floor for saving deposit rate was set at 3.0
percent commencing the year 2002; this resulted in a negative real deposit interest rate
to be recorded triggered by the increasing inflationary pressure. The financial sector
liberalization was also strengthened by reform on financial instruments which includes
devaluation of exchange rate, introduction of Treasury bills, inter-bank foreign exchange
market and others. In addition, a framework for an interbank money market, in which
banks and non-bank financial institutions can borrow and lend at market determined

rates, has been laid down.

The state bank of Ethiopia was founded in 1942 with twin objectives; performing the
duties of both commercial and central banking. In 1963, the commercial bank of Ethiopia

was legally established as Share Company to take over the commercial banking
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activities of the state bank of Ethiopia. In the 1974 revolution, commercial bank of
Ethiopia got its strength by merging with privately owned Addis Ababa bank. Since

then, it has been playing significant role in the development endeavor of the country.

The commercial Bank of Ethiopia which is striving to embark into a world class bank is
rendering state of the art and reliable services to its millions of customers both locally
and abroad. The business strategies of the bank focus on the stakeholder it serves. The
state owned commercial bank of Ethiopia, still dominant’s the market in terms of assets,
deposits, and capital and customer base and branch network, despite the growing
completion from private banks over the last 15 years. This makes it one of the most

reliable and strong commercial bank, both in the country and region.

Its strong capital base, above 68 years of rich experience in the market and having 211
branch networks throughout the country enabled the bank to accommodate large
demands for banking services, both from private and public companies, and to increase

its overall revenue on a sustainable basis. In addition the bank had two branches in

Djibouti and in Juba, Southern Sudan which ceased operation recently.

The first Commercial Bank of Ethiopia head office
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CHAPTER IV

Unsurprisingly, the significance of evaluating the financial performance of the
commercial bank has become a prominent issue for banks in today’s competitive
business arena. Many researchers have applied different financial performance
measures to evaluate the performance of the commercial banks. By using this financial
performance measures, the performance of the commercial banks can be computed and

so that the financial performance of the bank can be determined and compared.

In this study, a different financial ratio was used by the researcher to evaluate the
financial performance of the bank. In addition, the researcher applied structured

designed questionnaire in the study together with the secondary data.

This study evaluates the performance of the commercial bank of Ethiopia in the pre and
post liberalization. Hence, the chapter is organized based on two main subsections. The
tirst part of the chapter is devoted to analyze and interpret data obtained from
secondary sources while the second part of the chapter analyzed the data gathered

through questionnaire.
4.1 Data from Secondary Sources

A bank’s balance sheet and income statement are valuable information sources for
identifying risk taking and assessing risk management effectiveness. Although the
amounts found on these statements provide valuable insights into the performance and
condition of a bank, financial analysts, bankers and bank supervisors typically use data
from them to develop financial ratios to evaluate bank performance. This is done to
provide perspective and facilitate making comparisons. There are literally hundreds of

useful financial ratios can be applied to evaluate bank’s performance. However, in most
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instances, researchers only need a few basic ratios to identify fundamental performance
issues and help them formulate questions regarding any underlying problems and

asking management’s plans for correcting them.

Thus, this section discussed some selected ratios from various perspectives study using
tables. It gives an explanation on the major findings. Each financial performance
indicator (financial ratio) and is presented independently in a table. The researcher
computes and compares the average of the financial ratios of the bank in the pre and
post liberalization within the study. Besides in this chapter the hypothesis test were
performed to know the significance gap between the financial performance of the bank

in the pre and post liberalization.
4.1.1 Credit quality Performance

It is clear that the major sources of income for commercial banks is issuing of loans. But,
when the banks make loans, it is exposed to risks, because banks operate in asymmetric
information. The prominent risk that the bank faces is the risk of defaulting interest
payment or the principal or both interest and loans. Thus, loan performance measures
bank's risk associated with loans created by bank. In other words, it measures the
quality of loans. The greater is the amount of loan and interest in default, the higher is
the risk for a bank, and the bank is going to be rated as poor. The following three
tinancial measures are used in the study for measuring the credit quality performance of

the CBE.
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A. Equity to Total Asset Ratio (EQTA)

Table 4.1 Equity to Total Asset Ratio (%)

EQTA of CBE before the reform period(1976 to 1992)
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Source: researcher own computation from the financial statement

Table 4.1 shows the EQTA ratio of the CBE in the pre and post reform period. EQTA
measures equity capital as a percentage of total assets. It provides percentage protection
afforded by banks to their investment in asset. It measures the overall shock absorbing
capacity of a bank for potential loan asset losses. The higher the ratio of EQTA, the
greater is the capacity for a bank to sustain the assets losses. Besides (Abdus, 2004 and
Bateswar and Ajay, 2007) have used this ratio for measuring the credit quality

performance of a bank in their study.

As it can be seen from the above table the trends of EQTA have decreased from (5.10
percent) to 1.71 percent in the pre reform period and increased from (1.15 percent) to
8.48 percent in the post reform period. The reason for trends of the ratio increased
during the post reform period is the effect of liberalization. In addition, the table shows
that the average of EQTA ratio (5.2453) after the reform period exceeded the average of
EQTA ratio (3.125317) before the reform period. This further shows that the

liberalization has brought a significant change in the bank with regard to credit quality
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performance. Thus, the bank has the greater capacity to sustain the assets losses in the

post reform period than before.
B. Equity to Loan Ratio (EQL)

Table 4.2 Equity to Loan Ratio (%)

EQL of CBE before the reform period(1976 to 1992)
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Source: researcher own computation from the financial statement

Table 4.2 illustrates EQL ratio of the bank in the pre and post reform period. EQL
measures equity capital as a percentage of total loans. It provides equity as a cushion
(protection) available to absorb loan losses. The higher the ratio of EQL, the higher is the
capacity for a bank in absorbing loan losses. Besides (Abdus, 2004 and Bateswar and
Ajay, 2007) have used this ratio for measuring credit quality performance of a bank in

their study.

The above table portrayed that, the trends of EQL ratio of the bank decreased from
(16.25 percent) to 10.63 percent and increased from (4.73 percent) to 24.89 percent in the
post reform period. In addition the average of EQL ratio (17.5682) after the reform
period exceeded the average of EQL ratio (11.3576) before the reform period. This

clearly shows that the liberalization and reform measures improved the credit quality
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performance of the bank. This indicates that the bank developed better capacity after the

reform period in absorbing loan losses.
C. Non-performing loans to Total loan Ratio (NPTL)

Table 4.3 Nonperforming loans to Total Loan ratio (%)

NPTL of CBE before the reform period(1976 to 1992)
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Source: researcher own computation from the financial statement

Table 4.3 reveals that NPTL ratio of CBE in the pre and post liberalization. NPTL ratio is
one of the most important criteria to assess the quality of loans or asset of commercial
banks. It measures the percentage of gross loans which are doubtful in banks” portfolio.
The lower the ratio of NPTL, the better is the asset/credit performance for the
commercial bank. Besides Abdus, 2004 have used this ratio for measuring the credit

quality performance of the bank.

As per the above table the trend of NPTL ratio of the bank increased from (15.58
percent) to 28.30 percent in the pre reform period and it’s decreased from (15.85 percent)
to 3.10 percent in the post reform period. At the same time the average of NPTL ratio
(20.247) of CBE before the reform period exceeded the average of NPTL ratio (15.4406)

of the bank after the reform period. Because, the lower the ratio of NPTL, the better is
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the asset/credit performance. This signifies the liberalization help the bank in building

a better asset/credit quality performance after the reform period.
4.1.2 Liquidity Performance

Liquidity means cash, or how quickly a bank can convert its assets into cash at face
value to meet the cash demand of the depositors and borrowers. Liquidity is the life for
a commercial bank. As a depository institution commercial bank must meet its depositor
claims on demand. Failing to meet this demand, commercial banks are exposed to
liquidity risk. So, commercial banks must hold sufficient liquidity. The following
financial ratios are used for measuring the liquidity performance of the CBE in the

study.

A. Total Loans to Total Asset Ratio (TLTA)

Table 4.4 Total Loans to Total Asset Ratio (%)
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Source: researcher own computation from the financial statement

Table 4.4 clearly shows the TLTA ratio of the CBE before and after the reform period.

The TLTA ratio measures the total loans outstanding as a percentage of total assets. The

47



higher this ratio indicates a bank is loaned up and its liquidity is low. In other word, the
more risky a bank may be to higher defaults or the higher the ratio, the less liquid the
bank will be. Besides (Abdus, 2004 and Bateswar and Ajay, 2007) have used this ratio for

measuring liquidity of a bank in their study.

According to the above table the trend of TLTA ratio of the bank is decreased from
(31.39 percent) to 16.08 percent in the pre reform period and increased from (24.27
percent) to 34.10 percent in the post reform period. In addition the average TLTA ratio
of the CBE after the reform period (34.7053) exceeded the average ratio before the
reform period (26.5971). This clearly indicates the liberalization and reform measures

brought a significant change in maintaining sufficient liquidity position in the bank.

B. Liquid asset to Deposit ratio (LATD)

Table 4.5 Liquid Asset to Deposit Ratio (%)

LATD of CBE before the reform period(1976 to 1992)
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Source: researcher own computation from the financial statement

The above table depicts the commercial bank of Ethiopia LATD ratio in the pre and post
liberalization. The liquid assets of commercial banks consist of cash on hand, cash at

bank, statutory reserves (with National Bank of Ethiopia), balance with other banks, and
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treasury bills. This composition of liquid assets is known as structural allocation of
liquid assets. The LATD ratio used in this study is measured by taking the structural
allocation of liquid assets. Abdus (2004) have used this ratio for measuring liquidity of a
bank. It indicates the percentage of deposit and short term funds that are available to
meet the sudden withdrawals. The higher the LATD, the more liquid is a commercial

bank and less vulnerable it is to run the bank.

As it can be seen from the table 4.5 the trends of the LATD ratio decreased from (74.13
percent) to 39.73 percent and from (46.78 percent) to 35.92 percent in the pre and post
reform period respectively. In both periods the trend of LATD ratio is decreased and
indicates the less liquidity in the bank in both period but the average LATD ratio
(59.8341) of the bank before the reform period is greater than the average LATD ratio
(50.5247) of the bank after the reform period. But literally the higher the LATD, the more
liquid is a commercial bank and less vulnerable it is to run the bank. From the analysis
it can be concluded that, the liberalization enhance the bank to maintain sufficient

liquidity position in the post reform period.
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C. Total loans to Total Deposit ratio (TLTD)

Table 4.6 Total Loans to Deposit Ratio (%)

TLTD of CBE before the reform period(1976 to 1992)
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Source: researcher own computation from the financial statement

Table 4.6 shows that the TLTD ratios of the CBE in the pre and post reform period. Loan
to deposit (TLTD) ratio is the most commonly used liquidity ratio of a bank. (Abdus,
2004 and Bateswar and Ajay, 2007) have used this ratio for measuring liquidity of a
bank. A low ratio of TLTD indicates excess liquidity, and potentially low profits, when
we compared before and after the liberalization. At the same time when we compared
the TLTD ratio of the bank in the pre and post liberalization, a high TLTD ratio presents
the risk that some loans may have to be sold at a loss to meet depositors’” claims. The
TLTD ratio of commercial bank of Ethiopia in the pre and post liberalization is given

below:

The table clearly shows the trend of the TLTD ratio of the bank Decreased from (47
percent) to 19.72 percent in the pre reform period and increased from (36.92 percent) to
46.58 percent in the post reform period. Besides the average of TLTD ratio of CBE
(45.5024) after the reform period exceeded the average ratio (44.3835) of the bank after
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the reform period. Thus, liberalization supports the bank in achieving better
performance in terms of risk (the risk that some loans may have to be sold at a loss to

meet depositors’ claims.) and greater profits in the post reform period.
4.1.3 Profitability Performance

Profitability ratios show a company's overall efficiency and performance. It indicates
how the top management of a bank maximizes shareholders' profits by utilizing existing
resources at their disposal. Performance of a bank in terms of profitability reflects its
ability to support present and future operations. More specifically, this determines the
capacity to absorb losses by building an adequate capital base, finance its expansion and
pay adequate dividends to its share holders. The following financial ratios are used for

measuring profitability performance of commercial bank of Ethiopia.

A. Return on Asset (ROA)

Table 4.7 Return on Asset (%)

ROA of CBE the reform period(1976 to 1992)
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Source: researcher own computation from the financial statement

Table 4.7 above depicts ROA of the CBE in the pre and post liberalization. ROA is the

ratio of profit after tax to total asset. It reflects the efficiency with which banks deploy
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their assets. Numerous researchers have used Return on Assets (ROA) ratio for
measuring the profitability of a bank. (Bateswar and Ajay, 2007, Abdus, 2004, Tarawneh,
2006 and Goddard et al. 2004), and many more have extensively used ROA ratio. The
greater the ROA ratio, the better for the bank or the higher the ROA, the most profitable

is the bank. ROA ratios of commercial bank of Ethiopia are shown below.

According to above table, the trend of ratio of ROA decreased from (1.43 percent) to 0.59
percent in the pre reform period and increased from (1.40 percent) to 3.50 percent in the
post reform period and also the average ROA of the bank after the reform period
(2.2341) is exceeded the average ROA ratio of the bank pre reform period (1.2582). This
clearly shows that even if the bank has been in loss in 2002/3 liberalization or reform
measures enabled the bank to deploy their assets in a great efficiency after the reform
period. Further indicates that, the liberalization or reform measures enhance the bank’s

profitability performance after the reform period.

B. Return on Equity (ROE)

Table 4.8 Return on Equity (%)

ROE of CBE before the reform period(1976 to 1992)
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Source: researcher own computation from the financial statement
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ROE represents a ratio of financial results to a bank’s own fund. It shows a rate of return
on base capital, that is, equity capital. Numerous researchers have used Return on
Equity (ROE) ratio for measuring the profitability of a bank. (Tarawneh, 2006, Abdus,
2004 and Goddard et al. 2004), and many more have extensively used ROE ratio. The
greater the ROE ratio, the more efficient is the performance. Therefore, the ROE ratio of

commercial bank of Ethiopia in the pre and post liberalization is shown below:

It is clear from table 4.8 the trend of the ROE ratio were increased from (28 percent) to
34.44 percent in the pre reform period and decreased from (49.585) to 40.01 in the post
reform period. In the post reform periods the ROE ratio is negative in 2003/2004
because of the bank that has been in loss in 2002/3, which was markedly known as sever
draught year but the average ROE ratio (43.9488) of the bank in post reform period
exceeded the average ROE ratio (28.6729) of the bank in the pre reform period. It shows
that even if the bank has been in loss in 2002/3 the liberalization or reform measures
enabled the bank to record better profitability performance and greater efficiency after

the reform period.
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C.Net Interest Margin (NIM)

Table 4.9 Net Interest Margin (%)

NIM of CBE before the reform period(1976 to 1992)
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Source: researcher own computation from the financial statement

Net interest income is the difference between interest income and interest expense. It is
the gross margin on a bank’s lending and investment activities. Analysts focus on Net
Interest Margin (NIM) ratio because small changes in a bank’s lending margin can
translate into large bottom line changes. The higher the ratio the cheaper the funding or
the higher the margin the bank is obtaining. A bank’s net interest margin is a key
performance measure that drives ROA. (Bateswar and Ajay, 2007, Abdus, 2004 and
Goddard et al. 2004), and many more have used this ratio. The following data shows

NIM of the commercial bank of Ethiopia in the pre and post liberalization.

Table 4.9 reveals the NIM ratios of the commercial bank of Ethiopia in the pre and post
reform period. The table clearly shows that the trend of NIM ratio were decreased from
(2.52 percent) to 0.99 percent in the pre reform period and increased from (2.10 percent)
to 3.66 percent in the post reform period and also the average NIM ratios (2.8800) of the
bank in the post reform period exceeded the average NIM ratios (2.1824) of the bank

before the reform period. This clearly indicates that, the liberalization or reform
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measures enhance the bank in obtaining the higher margin for making lending and

investment activities in the post reform period.

4.1.4 Trends of Net Profit, Capital, Deposit and Loans of CBE

Table 4.10 Net profit, Capital, Deposit and loan
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Source: researcher own computation from the financial statement
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Table 4.10 clearly shows that the growth of the net profit after tax, capital, deposits and
loan of the CBE in the pre and post liberalization. This clearly indicating that, the
profitability, capital, deposit and loan of the commercial bank of Ethiopia have shown a

tremendous improvement after the reform measures has been taken.

The above table clearly shows the trends of profit, capital, deposit and loan of the bank
increased from Birr (14.4), (51.5), (674.1), (316.9) million to Birr 35.8, 104.1, 5012.6 979.4
Million and from Birr (51.6), (104.1), (5956.8), (2786.5) million to Birr 1921.0, 5041.0,
43489.0, 20257.0 million in the pre and post reform period respectively.

In addition the profit, capital, deposit and loan of the bank on average for the post
reform period has reached to Birr 500.48, 1,614.26, 19,799.34, and 7,732 million as
compared to Birr 34.81, 88.76, 2,371.04 and 810.66 million during the post reform period

respectively.

Even the bank that has been in loss in 2002/3, which was markedly known as sever
draught year and Loans and advances of the commercial bank of Ethiopia in the most
recent post reform period is reduced because of the National Bank of Ethiopia set a
maximum outstanding loan limit to all banks in the country to control inflation, in the
post reform period, the bank recorded better performance after the reform measure has

been taken.

This signified the bank has continued, of recent, posting a remarkable improvement in
its net profit, capital, deposit, and loan which used to be stagnant at low level for more

than two decades in the pre reform period.
4.1.5 Hypothesis Testing using T - Test

To substantiate the result obtained by using ratio analysis, hypothesis was tested using

T test. The three hypotheses that were developed and tested under this study are:
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Ho1: There is no significant gap in the credit quality performance of CBE in the pre and

post financial liberalization.

Hi1: There is significant gap in the credit quality performance of CBE in the pre and

post financial liberalization.

Ho2: There is no significant gap in the liquidity performance of CBE in the pre and post

financial liberalization.

Hi2: There is significant gap in the liquidity performance of CBE in the pre and post

financial liberalization

Ho3: There is no significant gap in profitability performance of CBE in the pre and post

financial liberalization.

H13: There is significant gap in profitability performance of CBE in the pre and post

financial liberalization.

CBE financial performance was determined by using different financial ratios by
comparing its results before and after the reform period. It is useful to have
understanding on both before and after the financial performance of the bank to monitor
the financial items and adjust the financial performance accordingly. Consequently, the
objective of this study was to measure the gap in the financial performances of the bank
based on three financial performance measures indicators: credit quality, liquidity and
profitability. The gap between the financial performances of the bank was computed for

each of the financial performance measures indicators.

Based on data obtained as aforementioned, mean difference between after and before
liberalization (FP=A-B) were computed for each of the financial performance indicator
ratios. A positive difference of EQTA, EQLA, TLTA, TLTD, ROA, ROE, and NIM and
negative difference of LATD & NPTL indicates that on average the performance of the
bank in the post reform period exceeded the pre reform period; implying for better

tfinancial performance of the bank. On the contra, a negative difference of EQTA, EQLA,
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TLTA, TLTD, ROA, ROE, and NIM and appositive difference of LATD & NPTL
indicates that on average the bank financial performance after the liberalization is lower
than before the liberalization, indirectly it indicates less financial performance of the
bank. With this assumption, paired t-test was conducted to test if there is any
statistically significant gap between financial performance of CBE before and after the

financial liberalization.

With regard to the paired T-test decisions:- if the two tailed significance value(sig-t) is
greater than a (error level) then H, will be accepted and if the two tailed significance
value (sig-t) is less than a (error term) H, will be rejected. In what follows, the financial
performance of the bank is analyzed based of the aforementioned results and

regrouping in to the three financial performance measures indicators.
4.1.5.1 Test of Credit Quality Performance

Credit quality performance of the bank can be measured using the financial ratio of
equity to total asset, Equity to loan and non performing loan to total asset of the bank.
To gain a better evaluation of the credit quality of the bank in the pre and post reform
period, the financial ratios results in the study shown in the table below are analyzed.
The three credit quality ratios mean scores, after liberalization, before liberalization and

gap score for the credit quality are presented in the next table (table 4.11)

Table 4.11 Mean scores of credit quality before, after and gap score of the bank

RATIOS AFTER BEFORE GAP SCORE
EQTAA-EQTASB 5.2453 3.125317 2.12000
EQLA - EQLB 17.5682 11.3576 6.21059
NPTLA-NPTLg 15.4406 20.4247 -4.98421

Source: researcher computation
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Looking at Table 4.11 the credit quality financial ratios elements” mean differences, the
gap scores for the two ratios (EQTA & EQLA) and NPTL ratios are positive and negative
respectively, indicating that on average the credit quality performance of the bank after
the reform period exceeded the credit quality performance of before the reform period.
Following this, it can be said that the financial performance with regard to credit quality

of the bank after the reform period is better than before the reform period.

Table 4.12 Paired Samples T-test for Credit Quality of the Bank

Paired Differences
95% Confidence
Interval of the
Std. Difference

Deviatio Sig. (2-
Mean n Lower | Upper T df | tailed)
EQTAA-EQTAs [2.12000 3.16884 A49073| 3.74927| 2.758| 16 .014
EQLA-EQLs ]6.21059 | 10.92078 59564(11.82553| 2.345| 16 .032
NPTLA-NPTLB |-4.98412| 9.01072[ -9.61700| -.35123| -2.281| 16 .037

a=0.05

Source: researcher computation

Table 4.12 shows the mean difference between credit quality performance before and
after the financial liberalization and further sets out the results of the paired t-test for

each of the credit quality financial ratios.

In EQTA the mean gap score of positive (2.12000) suggests that the overall shock
absorbing capacity of a bank for potential loan asset losses of the bank after the reform

period exceeded before the reform period. Therefore, the bank has the capacity to
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sustain the assets losses after the reform period than before. But, to evaluate the extent
of the difference of the EQTA of the bank pre and post, it's necessary to look at the
significance values. As the two tailed sig-t (.014) is lower than a (0.05), it shows
statistically there is significant gap between the EQTA of the bank in the pre and post
reform period. That is, the EQTA of the bank after the reform period is better than

before the reform period.

In QLA the mean gap score of positive (6.21059) shows that a safety capacity to absorb
loan losses of the bank after the reform period exceeded before the reform period. Thus,
the bank has better safety capacity to absorbing loan losses after the reform period than
before. In addition, to evaluate the extent of the difference of the QLA of the bank in the
pre and post liberalization, the two tailed sig-t (.032) is lower than a (0.05), it shows
statistically there is significant gap between the QLA of the bank in the pre and post
liberalization. Therefore, the capacity of the bank to absorb loan losses after the reform

period is better than before the reform period.

In NPTL the mean gap score of negative (-4.98412) suggests that the overall credit
performance of a bank after the reform period exceeded before the reform period.
Because, the lower the ratio of NPTL, the better is the asset/credit performance.
Therefore, the bank has the better asset/credit performance after the reform period than
before the reform period. But, to evaluate the extent of the difference of the NPTL of the
bank pre and post, as the two tailed sig-t (.037) is lower than a (0.05), it shows
statistically there is significant gap between the NPTL of the bank in the pre and post
reform period. That is, the NPTL of the bank after the reform period is better than before

the reform period.

In all three of the credit quality performance measures (EQTA, QLA, and NPTL) after
liberalization the two tailed sig-t is lower than a. In this regarded H, is rejected.
Therefore, there is significant gap in the credit quality performance of CBE in the pre

and post financial liberalization. The higher mean values of after the reform period
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further suggest that the bank has exerted much effort on creating higher level of credit
quality services to its customers which help it to develop better performance in credit/
loan management. This could be one reason for the significant mean differences

between credit quality performance of the bank in the pre and post liberalization.
4.1.5.2 Test of Liquidity Performance

Here the test is the overall liquidity performance of the bank in the pre and post
liberalization. To gain a better evaluation of the liquidity performance of the bank in the
pre and post reform period, the TLTA, LATD and TLTD ratios results in the study
shown in the table below are analyzed. The three liquidity ratios mean scores of after
liberalization and before liberalization and gap score for the credit quality are presented

in the next table (table 4.13)

Table 4.13 Mean scores of liquidity performance before, after and gap score of the bank

RATIOS AFTER BEFORE GAP SCORE
TLTAA-TLTAsB 34.7053 26.5971 8.10824
LATDA-LATDs 50.5247 59.8341 -9.30941
TLTDA-TLTDs 48.2818 40.8765 7.40529

Source: researcher computation

Table 4.13 illustrates the overall average difference between liquidity performance of the
bank in the pre and post and gap score for each of the liquidity performance measures

financial ratios.

For TLTA and TLTD ratios the mean gap scores were positive and for LATD the gap

scores are negative indicating that, liquidity performance of the bank after the reform
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period exceeded the liquidity performance of the bank before the reform period. Thus,

the bank has better liquidity performance in the post reform period than before.

Table 4.14 Paired Samples T-test for liquidity performance of the bank

Paired Differences

95% Confidence
Interval of the
Std. Difference

Deviatio Sig. (2-
Mean n Lower | Upper t df | tailed)
TLTAA-TLTAp |8.10824 |2.12935 |1.87190 [14.34457 (2.756 |16 014
LATDa - LATDg [-9.30941(16.13921|-17.60738| -1.01144 |-2.378| 16 .030
TLTDa - TLTDp |7.40529 |13.58081| .42269 [14.38790(2.248 | 16 .039

a=0.05

Source: researcher computation

Table 4.14 depicts the mean differences between liquidity performance of the bank in
the pre and post liberalization and further shows the results of the paired t-test for each

of the liquidity performance measures financial ratios.

The mean difference for TLTA ratio was positive (8.10824) indicating that the bank
liquidity is performance after the reform period is better than before the reform period.
As the two tailed sig-t (.014) is lower than a (0.05), it shows statistically there is
significant gap between the TLTA of the bank in the pre and post reform period. That is,
the TLTA of the bank after the reform period is better than before the reform period.
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In LATD the mean gap score of negative (-9.30941) suggests that the liquidity
performance of a bank after the reform period exceeded before the reform period.
Because the higher the LATD, the more liquid is a commercial bank and less vulnerable

it is to run the bank. However, in the post reform period the ratio is lower than before.

Besides, to evaluate the extent of the difference of the LATD of the bank pre and post, as
the two tailed sig-t (.030) is lower than a (0.05), it shows statistically there is significant
gap between the LATD of the bank in the pre and post reform period. That is, the LATD

ratio of the bank after the reform period is better than before.

In TLTD the mean gap score of positive (7.40529) shows that the bank has sufficient
liquidity and better profitability in the post reform period than in the pre reform period.
In addition, to evaluate the extent of the difference of the TLTD of the bank in the pre
and post liberalization, the two tailed sig-t (.039) is lower than a (0.05), it shows
statistically there is significant gap between the TLTD of the bank in the pre and post
liberalization. Therefore, the TLTD of the bank after the reform period is better than

before the reform period.

In all three of the liquidity performance measures (TLTA, LATD, and TLTD) after
liberalization the two tailed sig-t is lower than a. In this regarded H, is rejected.
Therefore, there is significant gap in the liquidity performance of CBE in the pre and
post financial liberalization. The higher mean values of after the reform period further
suggest that the bank has good performance to convert its assets into cash to meet the
cash demand of the depositors and borrowers in the post reform period. This could be
one reason for the significant mean differences between liquidity performance of the

bank in the pre and post liberalization.
4.1.5.3 Test of Profitability Performance

Profitability performance of the bank is measured by using the financial ratios of return

on asset, return on equity, and net interest margin. To gain a better evaluation of the
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profitability performance of the bank in the pre and post reform period, the financial
ratios results in the study shown in the table below are analyzed. The three profitability
financial ratios mean scores, after liberalization, before liberalization and gap score for

the credit quality are presented in the next table (table 15)

Table 4.15 Mean scores of profitability before, after and gap score of the bank

RATIOS AFTER BEFORE | GAP SCORE
ROAA - ROAB 2.2341 1.2582 97588
ROEA - ROEg 43.9488 28.6729 15.2759
NIMa - NIMs 2.8800 2.1824 69765

Source: researcher computation

Table 4.15 illustrates the average difference between the profitability performance of the
bank mean differences, the gap scores for the three financial ratios is positive, indicating
that on the average the profitability performance of the bank after the reform period

exceeded the profitability performance of before the reform period.
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Table 4.16 Paired Samples T-test for profitability performance of the bank

Paired Differences

95% Confidence
Interval of the

Difference
Std. Sig. (2-

Mean |Deviation| Lower Upper t | df [ tailed)

ROAA - RoAB|.97588 1.51392 19750 1.75427|2.658| 16 .017

ROEA - ROEB [15.2759 | 27.56199| 1.10481 29.44695|2.285| 16 .036

NIMA - NIMB |.69765 93748 21564 1.17965|3.068| 16 .007

a=0.05 Source: researcher computation

Table 4.16 shows the mean difference between profitability performance of the bank
before and after the financial liberalization and further sets out the results of the paired

t-test for each of the profitability performance financial ratios.

In ROA the mean gap score of positive (.97588) suggests that the efficiency of the bank
in managing its investment in assets and using them to generate profit in the post
reform period is better than before. But, to evaluate the extent of the difference of the
ROA of the bank pre and post, it’s necessary to look at the significance values. As the
two tailed sig-t (.017) is lower than a (0.05), it shows statistically there is significant gap
between the ROA of the bank in the pre and post reform period. That is, the ROA of the

bank after the reform period is better than before the reform period.

In ROE the mean gap score of positive (15.2759) shows that the profitability

performance of the bank after the reform period exceeded before the reform period. In
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addition, to evaluate the extent of the difference of the ROE of the bank in the pre and
post liberalization, the two tailed sig-t (.036) is lower than a (0.05), it shows statistically

there is significant gap between the ROE of the bank in the pre and post liberalization.

In NIM the mean gap score of positive (.69765) shows that the bank has better
performance in lending and investment activities in the post reform period than in the
pre reform period. In addition, to evaluate the extent of the difference of the NIM of the
bank in the pre and post liberalization, the two tailed sig-t (.007) is lower than a (0.05), it
shows statistically there is significant gap between the NIM of the bank in the pre and
post liberalization. Therefore, the NIM of the bank after the reform period is better than

before the reform period.

In all three of the profitability performance measures (ROA, ROE, and NIM) after
liberalization the two tailed sig-t is lower than a. In this regarded Ho is rejected.
Therefore, there is significant gap in profitability performance of CBE in the pre and
post financial liberalization. The higher mean values of after the reform period further
suggest that the bank has creating higher level of efficiency and profitability
performance. This could be one reason for the significant mean differences between

profitability performance of the bank in the pre and post liberalization.
4.2. Data from Primary Sources

In addition to data gathered from secondary sources, a structured questionnaire was
developed to know the attitude of respondents towards the financial performance of the
commercial bank of Ethiopia in the pre and post liberalization. In this section, the data
collected through questionnaires presented and analyzed using statistical tables. The
findings from the respondents on different aspects of the financial performance of the
commercial bank of Ethiopia and possible reasons for any forthcoming problems are

also presented.
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Furthermore, in each part attempt has been also made to seek information on the areas
that need further liberalization or reform measures. The questionnaire has been
distributed to 35 selected employees and management members of the commercial bank

of Ethiopia.

The selection of respondents was made in a way to represent both the management and
employees working in different seven operation of the bank. All 35 questionnaires have
been fully filled and returned for use in the study. The responses have been analyzed in

the following pages:
4.2.1. Respondents Background

All respondents who participated in this study were management and employees” from
seven different operation of the commercial bank of Ethiopia, head office. Presented
here is general background information about the respondents. Respondents were
studied for their gender, age, highest level of education, experience and position in the

bank. The tables that follow present the results for each of these variables.
A. Gender Respondents

Table 4.17 Gender of the respondents

Gender Frequency Percent Cumulative Percent
Male 24 68.6 68.6

Female 11 31.4 100.0
Total 35 100.0

Source: survey 2010

The above table 4.17 shows the respondents” gender in this study. It suggests that more

than half of bank respondents were male.
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B. Age of the Respondents

Table 4.18 Ages of the Respondents

Age range Frequency | Percent Cumulative Percent
Less than 25 3 8.6 8.6
26 to 35 8 229 31.5
36 to 55 20 57.1 88.6
56 an above 4 11.4 100.0
Total 35 100.0

As table 4.18 indicates, the majority of the respondents (57.1%) were aged between “36-
55” of age, (8.6%) of respondents were less than 25 years old, (22.9%) of the respondents

were within the age range of “26-35”, and only (11.4%) of respondents were above 56

years old.

Source: survey 2010

C. Educational Status of the Respondents

Table 4.19 Educational status of the Respondents

Educational status Cumulative
Frequency | Percent Percent
College diploma 5 14.3 14.3
First degree 19 54.3 68.6
Second degree and above 11 31.4 100.0
Total 35 100.0
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Regarding to the educational background, table 4.19 shows that the highest frequency,
(54.3%) of respondents possessed first degree, ( 14.3%) of the respondents were college
diploma holders, and (31.4%) of the respondents’ having educational qualification of
second degree and above. This implies that, the researcher has got an input for well

educated respondents in the study.
D. Experience of the Respondents

Table 4.20 Experiences of the Respondents

Experience Frequency | Percent | Cumulative Percent
1 to 5 year 7 20.0 20.0

6 to 10 year 17 48.6 68.6

Above 10 years 11 31.4 100.0

Total 35 100.0

Source: survey 2010

In terms of experience, table 4.20 shows that the major portion (48.6%) has served in the
bank between 6 to 10 years, and the rest 20% and 31.1% have served in the bank
between 1 to 5 years and above 10 years respectively. This implies that the researcher

reliance on well experienced respondents in the study.
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E. Positions of the Respondents

Table 4.21 positions of the Respondents

Position Frequency | Percent |Cumulative Percent
Employee 5 14.3 14.3
Middle level manager 7 20.0 34.3
Officer 14 40.0 74.3
Senior manager 9 25.7 100.0
Total 35 100.0

Source: survey 2010

Table 4.21 shows that the majority of the respondents (40%) serving the bank as officer,
(25.7%) of respondents serving the bank as senior manager and the remaining 20% and
14.3% of the respondents working in the bank as middle level manager and employee
respectively. This indicates the respondents in the study have good knowledge and

information about the effect of financial liberalization on bank performance.
4.2.2 Performance of CBE in the Pre and Post reform Period

One question has been asked so as to find out the attitude of management and
employees toward the change and take their ideas for further improvement of the

performance of the bank. Summary of the responses are summarized in the table below:
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Table 4.22 Performance of the Bank in the Pre and Post Reform Period

Cumulative
Responses Frequency | Percent Percent
Yes 24 70.3 68.6
No 11 29.7 100.0
Total 35 100.0

Source: survey 2010

As displayed in table 4.22, more than half, 24 or 70.3% of the respondents are agreed
that the financial liberalization brought a significant change on the performance of the
bank. The respondents who agreed the reform brought the performance of the bank
stated their reasons that financial liberalization has enabled the bank to led the banking
industry both in profitability and market concentration, to serve the society through
branch expansion in the rural area, injecting funds to the private sector in the form of

loans and creating job opportunities to skilled Ethiopian nationals.

On the other hand 11 or 29.3% of the respondents are of the opinion that the financial
liberalization dose not brought a significant change on the performance of the bank.
They claim that the liberalization allowed the bank to accumulate excess fund in the
industry and enabled the bank to dominate the industry. Therefore, these situations
create unfair computation in the industry. From the analysis it can be conclude that
there was much remarkable change brought to the bank as a result of the liberalization
or reform measures as compared with the pre reform period but the regulatory body
lacked the capacity to creating a level playing field, equal opportunity to play in the

tield competitively with private banks.
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4.2.3 Involvement of Government

Table 4.23 Government Involvement

Response Frequenc Valid Cumulative
y Percent | Percent Percent
Yes 14 40 40.0 40.0
no
21 60 60.0 100.0
Total 35 100.0

Source: survey 2010

Respondents” views towards the current involvement of the government in the banking
industry (table 4.23) displayed that most (60%) of the respondent agreed that the
government involvement in the industry does not makes the bank beneficial. They
explain their reason that the current involvement of the government in the banking

industry limited the bank infrastructure development.

On the other side of the continuum, (table 4.23) 14 or 40% of the respondents agreed that
the current involvement of the government makes the bank beneficial. They explain
their reason that the current involvement of the government in the industry enabled the
bank became financially stable, helped the bank to build a good banking culture in the
industry and make it to delivered better socially responsible banking services to the
society. The above opinion indicates that there is a need to work for minimizing the
current existing involvement of the government in the banking industry so as to

improve the performance of the bank.

72



4.2.4. Profitability Performance

Table 4.24 Profitability Performance

Responses | Frequency | Percent |Cumulative Percent
Yes 27 77.14 77.1
no
8 22.86 100.0
Total 37 100.0

Relaying on the trend of the bank profitability in both period both open ended and

choice questions were designed and forwarded to the respondents. The responses to the

questions are presented in table 4.24 as follows:

(Table 4.24) the majority (77.14) of the respondents believe that the financial
liberalization brought a significant change on the profitability performance of the bank.
Further, respondents also believe that the reform measures positively impacted the
profitability of the bank by creating intense competition in the sector. Then, the bank
enjoys the competition and led the industry in terms of branch expansion and
profitability. On the other side, 8 or 22.86% of the respondents believe that the financial

liberalization dose not brought a significant change on the profitability performance of

the bank.
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4.2.5 Regulation of the Bank

Table 4.25 Regulation of the Bank

Responses | Frequency | Percent | Cumulative Percent

Yes 20 57.14 57.14
no
8 22.86 80.0
don’t know
7 20.0 100.0
Total 37 100.0

Source: survey 2010

Respondents” views towards the regulation or the supervision of the bank (table 4.25)
displayed that most (57.14%) of the respondent agreed that the financial liberalization
strengthened the regulation or supervision of the bank. On the other side, 8 or 22.86% of
the respondents responded that the financial liberalization dose not strengthened the
regulation of the bank. However, 7 or 20% of the respondents responded that they do
not have any information about the effect of liberalization on the bank regulation. Form
this it can be concluded that financial liberalization strengthening the regulation or

supervision of the bank.
4.2.6 Further Liberalization or Reform Measures

Open ended question were forwarded to the management and employees who are
working in seven different operation of the CBE to find out the area that need further
liberalization or reform measures so as to enhance the overall performance of the bank.
Based on this a large number of respondents indicates that liberalization in the deposit

market through lifting the minimum deposit rate sanctioned by the supervisory organ,
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let the bank to do business with financial institutions of their own choice, eliminating
entry barriers on foreign bank, and full liberalization of the foreign market are identified
as area which needs further liberalization in the banking industry. In addition most of
the respondents claim that the capacity as well as the independence of the regulatory
body (NBE) has to be improved so as to improve the contribution of the bank in the
growth of the banking industry and there is no a good legal ground and/or the
commercial code to include any article regarding to the technology supported banking
activities like e- banking are identified as area which needs further reform measures in

the industry.
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CHAPTER V

This chapter presents the conclusions and recommendations that were drown from the

previous chapter of this study.
5.1 Conclusion

This study aims to evaluate the financial performance of the commercial bank of
Ethiopia in the pre and post financial liberalization. The comparison of the pre and post
liberalization of the bank financial performance was made using financial ratios (credit
quality, profitability and liquidity) and change in growth (net profit after tax, capital,
deposits and loans). Those ratios and changes in net profit after tax, capital, deposit and
loans are extracted from the audited financial statements of the bank and the mean
value is computed for both before and after the reform period. In addition the computed
mean of the ratios, gap scores of ratios significance level and formulated hypothesis of
the financial performance of the bank before and after the reform period was tested

using t-test statistical tools.

The researcher has also tried to collect opinions from the banks” community regarding
to the financial performance of the bank and to identify area that need further
liberalization. In addition, various theoretical aspects and related studies made on the
performance evaluation of banks in various countries were also reviewed. Thus, based
on such analysis on the primary and secondary data, the following conclusions are

drawn:

With regard to asset quality or credit quality performance, this paper found that EQTA
ratio, NPTL ratio and EQL ratio indicating that the bank were performing better in the

post reform period than before. In addition, in all three of the credit quality performance
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measures (EQTA, QLA, and NPTL) after liberalization the two tailed sig-t is lower than
a. Therefore, there is significant gap in the credit quality performance of CBE in the pre
and post financial liberalization. From this it can be concluded that the financial
liberalization or reform measures brought a significant change in the bank to exert much
effort on creating higher level of credit quality services to its customers which help it to

develop better performance in credit/ loan management.

The study also found that the liquidity performance indicator in the study i.e. TLTA
ratio, LATD ratio, and TLTD ratio shows that the CBE has better liquidity performance
in the post reform period than before. Furthermore, in all three of the liquidity
performance measures (TLTA, LATD, and TLTD) after liberalization the two tailed sig-t
is lower than a. Therefore, there is significant gap in the liquidity performance of CBE in
the pre and post financial liberalization. From this it can be concluded that the
liberalization or reform measures make the banks’ to maintain sufficient liquidity

position after the reform period.

With regard to profitability performance, the study found that ROA ratio, ROE ratio,
and NIM ratio revels that CBE has better profitability performance in the post reform
period than before the reform period. Besides, in all three of the profitability
performance measures (ROA, ROE, and NIM) after liberalization the two tailed sig-t is
lower than a. Therefore, there is significant gap in the profitability performance of CBE
in the pre and post financial liberalization. From this it can be concluded that
liberalization or reform measures enabled the bank to record better profitability
performance, greater efficiency in deploy their assets and enhance the bank in obtaining
the higher margin for making lending and investment activities in the post reform

period.

The study further found that the change in growth of net profit after tax, capital, deposit
and loan of the CBE have shown a tremendous improvement after the reform measures

has been taken. The profit, capital, deposit and loan of the bank on average the post
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reform period is recorded better performance than before. From this one can possibly
concluded that bank has continued, of recent, posting a remarkable improvement in its
net income, capital, deposit, and loan which used to be stagnant at low level for more

than two decades in the pre reform period.

With regard to the general performance of the bank, financial liberalization has brought
a significant change to the bank by enabled the bank to led the industry in terms of
profitability and market concentration, to serve the society through branch expansion in
rural area, injecting funds to the private sector in the form of loans and creating job
opportunities to skilled Ethiopian nationals. However, liberalization allowed the bank to
accumulate excess fund in the industry and enabled the bank to dominate the industry.
Therefore, these situations create unfair computation in the industry. In addition, the
current involvement of the government in the banking industry limited the bank
infrastructure development. From this it can be concluded that there was much
remarkable change brought to the bank as a result of the liberalization or reform
measures as compared with the pre reform period but the regulatory body lacked the
capacity to creating a level playing field, equal opportunity to play in the field
competitively with private banks and a need to work for minimizing the current existing
involvement of the government in the banking industry so as to improve the

performance of the bank.

Finally, the area that need further liberalization or reform measures to further
strengthen the performance of the bank, the study found that further liberalization in
the deposit market through lifting the minimum deposit rate sanctioned by the
supervisory organ, let the bank to do business with financial institutions of their own
choice, and full liberalization of the foreign market are identified as area which needs
turther liberalization in the banking industry and improving the capacity and
independence of the regulatory/supervisory organ and establishing strong legal ground
for providing technological supported banking services like e- banking are identified as

area which needs further reform measures in the industry.
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5.2 Recommendation

This study attempted to evaluate the financial performance of the commercial bank of

Ethiopia in the pre and post liberalization by using financial ratios. On the basis of the

tindings and conclusions reached, the following recommendations were forwarded in

order to improve the performance of the CBE.

% Even though the CBE is doing well in the post reform period, the bank should

use its maximum effort to further improve the deposits, loans, capital, and

profitability performance in the future.

Further reform measures should be taken to improve the capacity of the
regulatory body so as to increase the contribution of the CBE in the growth of the
banking industry, provide legal framework or modify the commercial code to
incorporate new article regarding to the technology supported banking activities
like e- banking and the government should undertake the regulatory role rather

than fighting to maintain its dominance in the banking sector.

Further liberalization should be initiated on lifting the minimum interest rate
for deposit to be determined on market basis, fully liberalizing the foreign
market, and encouraging bank to do business with financial institutions of their
own choice rather than the current implicit sanction not to do business with

private banks.

Finally, the financial performance indicators, i.e. financial ratios, independently
are not enough to measure the performance of commercial banks and also the
researcher has not adjusted the financial statement of the Commercial bank of
Ethiopia in the study. Thus, alternative financial measures such as Data
Envelopment Analysis (DEA) and adjustment of the financial statement of the

bank shall be considered by further researchers.
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ANNEXES



Annex A: Balance sheet

Commercial bank of Ethiopia
Balance sheet

At Year ending June (in million of Birr)

Assets 1976 | 1977 | 1978 | 1979 | 1980 | 1981
cash on hand 62 61 77 100 79 82
cash at bank 0 0 0 0 0 0
reserve account with NBE 369 183 131 70 923 340
Deposit with foreign banks 45 65 60 139 284 165
Treasury Bills 23 132 199 212 435 262
other investment/bonds 19 49 28 49 1,016 92
trust funds 0 0 0 0 0 0
Sundury Debtors & other debit balances 17 22 20 13 67 30
Net loan & Advance 317 418 552 871 749 874
customers' liability for L/C 112 111 198 203 282 350
Net fixed assets 40 38 32 35 43 26
Total 1,009 | 1,078 | 1,298 | 1,693 | 4,180 | 2,223
Liabilities

demand deposits 311 331 405 589 | 1,660 | 793
saving deposits 240 240 267 328 938 473
fixed deposits 123 145 116 98 217 89
foreign bank their A/C 87 12 31 122 231 169
Trust funds 0 0 0 0 0 0
short term loans 0 0 0 0 0 0
other credit balance 0 0 121 142 256 138
Margin held on L/C 29 43 64 82 108 61
Long term loans 0 0 20 17 50 17
provision for taxation 109 121 14 32 8 31
state dividend payable 0 0 0 0 0 0
other provisions 25 23 6 6 24 19
bank's liability to L/C 112 111 198 203 583 350
capital &reserves 51 53 55 63 104 81
authorized & paid 35 35 35 35 65 65
legal reserves 0 0 0 0 0 0
general reserves 16 18 20 21 39 16
retimed earning 0 0 0 0 0 0
profit & loss A/C 0.5 | 0.064 | 0.347 7 0 0
Total 1,009 | 1,078 | 1,298 | 1,693 | 4,180 | 2,223
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Commercial bank of Ethiopia
Balance sheet

At Year ending June (in million of Birr)

Assets 1982 | 1983 | 1984 | 1985 | 1986 | 1987
cash on hand 68 71 84 89 79 87
cash at bank 0 0 0 0 0 0
reserve account with NBE 479 344 596 494 923 1,119
Deposit with foreign banks 168 16 281 230 284 261
Treasury Bills 330 361 391 435 435 464
other investment/bonds 102 603 525 1,029 | 1,016 | 1,005
trust funds 0 0 0 0 0 0
Sundury Debtors & other debit balances 29 59 52 70 67 72
Net loan & Advance 916 872 828 759 749 855
customers' liability for L/C 387 332 375 311 282 538
Net fixed assets 29 31 32 44 43 85
Total 2,509 | 2,835 | 3,164 | 3458 | 4,180 | 4489
Liabilities

demand deposits 879 1,043 | 1,220 | 1,424 | 1,660 | 1,789
saving deposits 530 608 716 810 938 | 1,054
fixed deposits 136 147 178 217 217 102
foreign bank their A/C 177 232 207 225 231 316
Trust funds 0 0 0 0 0 0
short term loans 0 0 0 0 0 0
other credit balance 164 215 203 220 256 324
Margin held on L/C 75 82 79 60 108 117
Long term loans 24 30 33 53 50 111
provision for taxation 31 31 35 11
state dividend payable 0 0 0 0
other provisions 21 16 14 22 24 19
bank's liability to L/C 387 332 375 311 583 538
capital &reserves 89 100 104 104 104 106
authorized & paid 65 65 65 65 65 65
legal reserves 0 0 0 0 0 0
general reserves 24 35 39 39 39 41
retimed earning 0 0 0 0 0 0
profit & loss A/C 0 0 0 0 0 0
Total 2509 | 2,833 | 3,164 | 3,458 | 4,180 | 4,489
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Commercial bank of Ethiopia
Balance sheet

At Year ending June (in million of Birr)

Assets 1988 1989 1990 1991 | 1992
cash on hand 99 86 77 76 168
cash at bank 0 0 0 0 0
reserve account with NBE 1,093 966 1,118 921 1,268
Deposit with foreign banks 294 345 266 368 479
Treasury Bills 540 540 540 540 540
other investment/bonds 957 1,328 1,699 2 2
trust funds 0 0 0 0 0
Sundury Debtors & other debit balances 73 76 66 81 73
Net loan & Advance 1,100 1,043 935 841 976
customers' liability for L/C 582 496 360 307 353
Net fixed assets 86 141 137 139 139
Total 4,826 5,020 5,200 5364 | 6,090
Liabilities

demand deposits 2,168 2,188 2,470 2,547 2,802
saving deposits 1,210 1,369 1,577 1,679 2,002
fixed deposits 118 162 141 148 164
foreign bank their A/C 61 45 43 47 45
Trust funds 0 0 0 0 0
short term loans 0 0 0 21 10
other credit balance 288 342 266 259 272
Margin held on L/C 155 139 81 104 170
Long term loans 113 158 145 120 144
provision for taxation 13 11 0.192 2 0.252
state dividend payable 0 0 0 0 0
other provisions 12 4 11 24 25
bank's liability to L/C 582 496 360 307 353
capital &reserves 106 106 104 104 104
authorized & paid 65 65 65 65 65
legal reserves 0 0 0 0 0
general reserves 41 41 40 39 39
retimed earning 0 0 0 0 0
profit & loss A/C 0 0 0 0 0
Total 4,826 5,020 5200 5564 | 6,090
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Commercial bank of Ethiopia
Balance sheet

At Year ending June (in million of Birr)

Asset 1993 1994 1995 1996 1997
cash on hand 174 199 288 324 369
cash at bank 0 0 0 0 0
reserve account with NBE 1,613 1,909 1,501 1,920 1,236
Deposit with foreign banks 999 2,085 3,444 2,223 1,850
Treasury Bills 528 527 484 757 0
other investment/bonds 2,090 2,090 2,093 2,093 2,092
trust funds 0 0 0 53 67
Sundury Debtors & other debit balances 126 187 279 353 2,642
Net loan & Advance 2,199 | 2,856 4,468 6,395 7,144
customers' liability for L/C 1,163 1,191 1,563 1,569 895
Net fixed assets 659 161 180 222 254
Total 9,061 | 11,217 14,273 | 15,858 | 16,549
Liabilities

demand deposits 3,133 3,811 4,832 5,107 5,578
saving deposits 2,255 2,856 3,660 4,596 5,106
fixed deposits 344 425 469 593 562
foreign bank their A/C 225 362 646 840 1,361
Trust funds 0 0 0 49 51
short term loans 0 0 0 0 0
other credit balance 1,093 1,447 1,712 1,515 1,282
Margin held on L/C 500 599 741 533 462
Long term loans 174 155 59 77 47
provision for taxation 5 72 145 167 183
state dividend payable 0 0 43 115 18
other provisions 65 65 63 62 62
bank's liability to L/C 1,163 | 1,191 1,536 1,569 895
capital &reserves 104 182 366 633 940
authorized & paid 65 0 182 217 620
legal reserves 0 0 41 140 198
general reserves 39 50 65 65 65
retained earning 0 0 35 35 0
profit & loss A/C 0 0 43 175 58
Total 9,061 | 11,217 14,273 | 15,858 | 16,549
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Commercial bank of Ethiopia
Balance sheet

At Year ending June (in million of Birr)

Asset 1999 2000 2001 2002 2003
cash on hand 391 316 440 430 409
cash at bank 0 0 0 0 0
reserve account with NBE 2,193 4,080 2,142 2,262 3,196
Deposit with foreign banks 2,170 1,873 1,719 2,157 2,291
Treasury Bills 240 586 1,800 | 3,081 7,558
other investment/bonds 2,093 2,099 5,121 5,125 2,481
trust funds 24 41 0 0 0
Sundury Debtors & other debit balances 1,665 1,683 1,335 1,507 1,782
Net loan & Advance 8,430 | 8909 | 8,699 | 7,357 | 6,075
customers' liability for L/C 1,461 0 0
Net fixed assets 226 241 233 227 208
Total 18,893 | 19,828 | 21,489 | 22,146 | 24,200
Liabilities

demand deposits 6,896 7,867 8,954 9,223 | 10,907
saving deposits 5,994 6,672 7,494 8,138 7,845
fixed deposits 436 449 504 492 383
foreign bank their A/C 339 686 519 677 627
Trust funds 26 41 0
short term loans 0

other credit balance 1,457 1,505 2,511 2,757 2,990
Margin held on L/C 784 813 0
Long term loans 81 3 0
provision for taxation 167 204 194 30 171
state dividend payable 43 237 12 0
other provisions 62 62 0 0
bank's liability to L/C 1,461 0 0
capital &reserves 1,127 1,289 1,301 929 1,277
authorized & paid 620 620 620 620 520
legal reserves 299 402 407 407 227
general reserves 65 65 65 64 0
retained earning 0 202 209 262 0
profit & loss A/C 143 0 0 0

Total 18,893 | 19,828 | 21,489 | 22,146 | 24,200
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Commercial bank of Ethiopia
Balance sheet

At Year ending June (in million of Birr)

Asset 2004 2005 2006 2007 2008 2009
cash on hand 406 669 573 665 991 1,011
cash at bank 0 50 0 580 226 0
reserve account with NBE 3,934 | 11,304 | 6,656 9,204 8,872 7,748
Deposit with foreign banks 2,090 837 1,392 1,056 1,236 1,450
Treasury Bills 10,189 | 4,610 | 12,586 | 14,155 | 6,512 | 5,410
other investment/bonds 2,828 5,488 4,566 7979 | 14,403 | 19,830
trust funds 22 19

Sundury Debtors & other debit balances 2,004 2,428 2,194 1,206 1,577 3,315
Net loan & Advance 6,296 7,533 7,653 8,370 | 16,275 | 20,257
customers' liability for L/C

Net fixed assets 228 228 229 241 299 391
Total 27,975 | 33,169 | 35,849 | 43,456 | 50,416 | 59,411
Liabilities

demand deposits 12,707 | 13,896 | 14,908 | 19,654 | 22,167 | 25,207
saving deposits 9,326 10,631 | 11,814 | 12,840 | 15,139 | 17,761
fixed deposits 373 407 1,405 301 328 521
foreign bank their A/C 125 433 159 72

Trust funds

short term loans

other credit balance 2,408 3,692 3,996 4,670 6,564 5,513
Margin held on L/C 1,387 | 2465 | 1,743 | 1,323 | 1,610 | 2,618
Long term loans

provision for taxation 153 216 318 306 48 785
state dividend payable 1,966
other provisions 64

bank's liability to L/C

capital &reserves 1,496 1,429 1,506 4,220 4,560 5,041
authorized & paid 620 620 620 4,000 | 4,000 | 4,000
legal reserves 624 677 886 220 556 1,036
general reserves 55 65

retained earning 187 67 4 4
profit & loss A/C

Total 27,975 | 33,169 | 35,849 | 43,456 | 50,416 | 59,411
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Annex B: Income Statement
Commercial Bank of Ethiopia
Income statement

Year-ending June (millions of Birr)

description 1976 | 1977 | 1978 | 1979 | 1980 | 1981

interest income 47 37 53 108 | 140 | 102
interest Expense 22 20 21 34 67 35
Net interest income 25 18 32 74 72 671
Service charge % commission income 20 16 20 44 17 17
other income 6 5 49 9 41 30
Total Non interest income 25 21 25 53 58 47
Net interest income & non interest

income 51 39 57 126 | 130 | 114
employees salary & benefits 18 13 14 23 27 22
provision for doubtful loans 3 2 2 4 27 2
general expenses 9 5 6 14 24 22
total noninterest expenses 31 21 22 40 78 47
prior year adjustment 0 0 0 0 0 0
operating income before tax 20 18 35 87 53 67
Tax 5 7 14 41 8 30
net income after taxes & provision 14 10 21 46 45 37
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Commercial Bank of Ethiopia

Income statement

Year-ending June (millions of Birr)

1982 | 1983 | 1984 | 1985 | 1986 | 1987
description
interest income 105 | 117 | 132 | 131 | 140 | 127
interest Expense 38 43 | 58 | 59 | 67 | 57
Net interest income 671 | 74 74 72 72 70
Service charge % commission income 19 17 | 17 | 18 | 17 | 22
other income 29 32 32 33 41 44
Total Non interest income 49 50 | 49 | 51 58 66
Net interest income & non interest
income 116 | 124 | 123 | 123 | 130 | 136
employees salary & benefits 23 | 24 | 25 | 26 | 27 | 27
provision for doubtful loans 2 9 16 | 17 | 27 | 27
general expenses 21 24 | 22 | 22 | 24 | 18
total non interest expenses 46 57 63 65 78 72
prior year adjustment 0 0 0 0 0 0
operating income before tax 70 | 67 | 67 | 57 | 53 | 61
Tax 31 31 | 35 9 8 11
net income after taxes & provision 39 36 | 31 48 | 45 | 50
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Commercial Bank of Ethiopia

Income statement

Year-ending June (millions of Birr)

description 1988 | 1989 | 1990 | 1991 | 1992
interest income 148 155 153 | 158 | 156
interest Expense 67 76 87 97 96
Net interest income 81 79 66 61 60
Service charge % commission income 24 23 20 17 17
other income 40 36 40 24 43
Total Non interest income 66 59 60 41 60
Net interest income & non interest income 147 138 126 | 101 | 120
employees salary & benefits 29 29 30 31 32
provision for doubtful loans 30 28 36 35 31
general expenses 21 21 22 20 21
total non interest expenses 80 78 88 86 84
prior year adjustment 0 0 0 0 0
operating income before tax 66 60 38 16 36
Tax 13 12 10192 2 | 0.252
net income after taxes & provision 53 48 38 13 36
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Commercial Bank of Ethiopia

Income statement

Year-ending June (millions of Birr)

1993 | 1994 | 1995 | 1996 | 1997 | 1998
description
interest income 274 | 475 | 682 | 924 | 836 | 813
interest Expense 172 | 267 | 336 | 440 | 379 | 380
Net interest income 102 | 208 | 346 | 484 | 457 | 433
Service charge % commission income 38 | 5 | 70 93 74 77
other income 59 | 100 | 157 | 127 | 202 | 109
Total Non interest income 97 | 156 | 227 | 220 | 276 | 186
Net interest income & non interest
income 199 | 364 | 573 | 704 | 733 | 619
employees salary & benefits 38 | 47 | 54 61 65 | 75
provision for doubtful loans 72 | 42 | 128 | 54 | 392 0
general expenses 31 | 78 | 36 63 57 | 90
total non interest expenses 141 | 167 | 218 | 178 | 514 | 165
prior year adjustment 0 0 0 0 0 0
operating income before tax 57 | 243 | 356 | 525 | 219 | 454
Tax 5 75 | 145 | 168 | 185 | 133
net income after taxes & provision 52 | 168 | 211 | 357 | 34 | 321
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Commercial Bank of Ethiopia

Income statement

Year-ending June (millions of Birr)

description 1999 | 2000 | 2001 | 2002 | 2003 | 2004
interest income 876 | 1,000 | 987 | 586 670 680
interest Expense 358 | 382 | 428 | 395 | 251 | 268
Net interest income 518 | 618 | 559 | 191 | 419 | 412
Service charge % commission income 78 76 9 | 216 | 97 | 126
other income 276 | 244 | 259 | 202 | 531 | 462
Total Non interest income 354 | 320 | 354 | 418 | 628 | 588
Net interest income & non interest

income 872 | 938 | 913 | 609 |1,047 | 1,000
employees salary & benefits 90 95 | 113 | 129 | 133 | 162
provision for doubtful loans 370 | 106 | 488 | 627 | 80 | 212
general expenses 80 | 117 | 99 | 360 | 118 | 139
total non interest expenses 540 | 318 | 700 | 1,116 | 331 | 513
prior year adjustment 70

operating income before tax 263 | 620 | 213 | 507 | 716 | 487
Tax 197 | 208 | 194 | 36 | 171 | 153
net income after taxes & provision 66 | 412 | 19 | 471 | 545 | 334
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Commercial Bank of Ethiopia
Income statement

Year-ending June (millions of Birr)

description 2005 | 2006 | 2007 | 2008 | 2009
interest income 646 853 | 1,036 | 1,541 | 2,353
interest Expense 291 | 330 | 351 | 534 | 614

Net interest income 355 | 523 685 | 1,007 | 1,744

Service charge % commission income 397 | 181 | 200 | 279 | 974

other income 343 | 790 | 1,017 | 1,152 | 516

Total Non-interest income 740 | 971 | 1,217 | 1,431 | 1,490

Net interest income & non interest

income 1,095 | 1,494 | 1,902 | 2,438 | 3,234
employees salary & benefits 175 | 187 | 218 | 285 | 325
provision for doubtful loans

general expenses 131 | 187 | 514 | 285 | 193
total non-interest expenses 306 | 374 | 732 | 570 | 518

prior year adjustment

operating income before tax 789 (1,120 | 1,170 | 1,868 | 2,716
Tax 217 | 318 | 306 | 502 | 795
net income after taxes & provision 572 | 802 | 864 | 1,361 |1,921
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Annex C: Questionnaire

Mekelle University
College of Business and Economics
Department of Accounting and Finance
Master of Finance and Investment

Questionnaire on “Financial Performance evaluation of the commercial bank of Ethiopia

in the pre and post liberalization”.

Dear Sir/Madam

This survey is conducted as partial fulfillment for the completion of Master of Finance
and Investment at Mekelle University .The general purpose of this study is to evaluate
the performance of commercial bank of Ethiopia in the pre and post financial
liberalization. I would like to invite your participation in this survey by filling up this
questionnaire. All information will be treated with the strict confidentiality. In other

word, individuals who respond to this questionnaire will not be identified.
General Guideline:
" Please put a tick “Y” mark for those questions that you think right.
" Give your short and precise answers for those followed by blank spaces.
" Your frank response is vital for the success of the study.

= This research is designed to collect information only for academic purpose.

Part I - GENERAL INFORMATION
1. Gender 1. Male O 2. Female O
2. In which age group is you belong?

1.Lessthan25 0o 2.25t035 0o 3. 36tob55 o 4.55and above
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3. What is your highest and recent educational status?
1.12 grades complete O 3. First degree O
2. College diploma O 4. Second degree and above o
5. What is your experience in the work?
1. Below oneyear o 2.1-5year o0 3. 6-10years o 4. Above 10 years O
6. Your position in the bank

1. Employee o 3.Middle level Manager o 2. Officer o 4. Senior manager o

PART II: BANK PERFORMANCE QUESTIONNAIRE

This section of the questionnaire deals with your opinions on the performance of the

commercial bank of Ethiopia regarding to the liberalization. The interest here is to

evaluate the performance of the commercial bank of Ethiopia in the pre and post

liberalization and to take your ideas for further improvement of the performance of

commercial bank of Ethiopia. Please give your response based on questions presented

below.

1. Do you believe the liberalization reform measures undertaken by the government

brought a significant change in the performance of bank? 1. Yes o 2. No

2. Your response in question one is “No” could you suggest the reasons for this

3. Your response in question one is “Yes” could you suggest the reasons for this

4. Do you believe the current involvement of the government in the banking industry

makes the bank beneficial? 1. Yes O 2. No O

5. Your response in question seven is “Yes” could you suggest your reasons
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6. Your response in question seven is “No” could you suggest your reasons

7. Do you believe financial liberalization brought significant change on the profitability

performance of the bank? 1.Yes @O 2.No o

8. If your answer is “Yes” for question three what type of change is observed in the

industry

9. If your answer is “No” for question three please state your reasons

10. Dose the financial liberalization strengthened the regulation or the supervision of
the bank? 1. Yes O 2.No o 3.Don’tknow O
11. In your opinion could you suggest the areas that need further liberalization or

reform measures in the banking industry?

You're Suggestion

Thank You!!!
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