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Abstract

This study entitled ‘Financial Performance Analysigs conducted on Bank of Abyssinia. Both
the trend and comparative financial performance lgsia approaches were used. Five years
audited financial reports from 2005 to 2009 of §wévate commercial banks were taken for
analysis purpose. So far, most researches havd toeassess the growth of private banks
relative to state-owned banks in terms of asseteostip and loan granting ability. But this
paper has tried to assess whether the private caomahdanks are financially sound or not by

specifically considering only the private commertianks and by taking Bank of Abyssinia as a
case study.

The objective of the study is to evaluate the firdnperformance of Bank of Abyssinia by
analyzing its past five year's performance trend aomparing the financial performance of the
bank with other private commercial banks operatind=thiopia (United Bank, Wegagen Bank
and Nib International Bank). Financial ratios weoensidered to measure the credit quality,
liquidity, efficiency and profitability as well asustainability (financial and operating) of the
private commercial banks.

In both the financial performance analysis approeghe., the trend and comparative analysis,
Bank of Abyssinia’s financial performance showeat tveak performance has been reported
continuously in all the financial ratios (Profitdly, Liquidity, Risk and Solvency Efficiency and

credit quality ) taken for analyzing the financp@rformance.

Key words: Profitability, Liquidity, Risk and Solwey, Efficiency
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Chapter I: Introduction

1.1. Background of the Study

A commercial bank is a type of financial intermegliand a type of bank. Commercial banking is
also known as business banking. It is a bank thatiges checking accounts, savings accounts,

and money market accounts and that accepts tinesdep(B. Fabozzi, 200%)

Commercial banks play a vital role in the economytivo reasons: they provide a major source
of financial intermediation and their checkable agpliability represent the bulk of the nation’s
money stock. Evaluating their overall performanoe anonitoring their financial condition is
important to depositors, owners, potential investaranagers and of course regulators. Currently
financial ratios are often used to measure the abdvénancial soundness of a bank and the

quality of its management. (Y. Piyu, 2004)

Beyond their traditional role in project financarnsactions, commercial banks are developing
new roles in providing advisory services; consiarctfinancing; inter mediation to permanent
long-term fixed-rate financing; commodity, curreneynd interest rate risk management; foreign
tax absorption; and working capital financing fawojpcts throughout the world. Looked at
separately, the development of these roles is onse to increasing competition both among
commercial banks and between commercial banks ather oinstitutional lenders and
intermediaries to meet an explosion of worldwidejget finance needs. Commercial banks differ
considerably in their ability to provide such sees. (The Financier, May 1995).

The emergence of banks owned by the local privattos began in the mid-1970 in Africa.
Financial markets in Africa in the period sinceepdndence have been dominated by foreign and
government-owned commercial banks. But deficiensieBnancial intermediation provided an
opportunity for local private investors to entemdincial markets, especially in those countries
where the domestic private sector was relativelyl developed, such as Kenya and Nigeria.
(The Financier, May 1995).



Financial resource like any other economic resaurseelieved to be the critical input in any
country’s development endeavor. This resourcernsidered to be one of the most critical factors
impeding the socio-economic development of cousittike Ethiopia. The vast majority of
Ethiopians are still deprived of the capacity totipgpate in the wealth creation of the nation due
to the extreme shortage of the resource as wehasbstacles in the legal framework of access
to it. Improving access to financial services israportant development tool, because it helps in
creating employment opportunities for the unemptby@nd increases their income and
consumption, which would in the final analysis reelpoverty. (S. Arega, 2007)

Access to financial services to the poor also itatds economic growth by easing liquidity
constraints in production, by providing capital start-up new enterprises or adopt new
technologies, and by helping producers to assum@ugtion risk. Moreover, the transformation
from subsistence to a more commercially driven eoon requires capital formation and
increased demand for working capital. To secureh sobjectives managing the financial
resources of any company in the most efficient affieictive way is compulsory. The Ethiopian
economy has been state controlled through a sefi@sdustrial development plans since the
Imperial Government of Haile Selassie. It was madags a Soviet-style centrally planned

economy under a socialist government from 1976-1@01Kozo, 2007).

The post-1991 government led a transition to a mmaeket-based system. Although state control
has been reduced and domestic and foreign (privatestment promoted, the state still plays a
dominant role in the economy today. Ethiopia’s ficial sector remains closed and is much less
developed than its neighbors. Ethiopia has no aapiarket and very limited informal investing
in shares of private companies. A series of finainsector reforms has been introduced since
1994, when private banks were allowed to be rebésteed. But the three large state-owned
banks continue to dominate the market in terms agfital, deposits and assets. The current
government is committed to alleviating poverty tigh private sector development and through
integrating Ethiopia into the global economy. (K06, 2007).

For the purpose of a bank’s financial analysigs important to use a consistent framework for
developing its performance indicators. The anadytimmework normally used in this process is
a set of financial accounts. Financial statemergdigrefore the starting point of bank financial

appraisal. (A. M. Santomero, 1997).



Banks’ performance monitoring, analysis and contreéds special analysis in respect to their
operation and performance results from the viewpoof different audiences, like

investors/owners, regulators, customers/clients,raanagement themselves.( A. August,2002)

The problem of banking and financial system soussdngas become more important in all
countries over the recent years. The financialase@nd especially the banking system, is
vulnerable to systemic crises which has led todteation of costly safety nets, as depositor
insurance schemes with well-known moral hazard Iprablt is argued that there is increasing
evidence that banks are “black boxes” due to thekviansparency and banks’ unwillingness to

disclose information (Hyytinen, 2003).

This paper had focused in examining the finanagafggmance of bank of Abyssinia versus other
private commercial banks in Ethiopia using both tieed and comparative analysis approaches

of financial performance.
1.2 Statement of the Problem

Performance of financial institutions is relevamnh the policy point of view because as finance-
growth literature suggests, if banks become bétigctioning entities, it is expected to be
reflected in strengthening capital buffer, safetyd asoundness of the financial systems. (M.
Joseph, 2007)

Efficiency estimates are leading indicators, ashsefficiency measurement of individual banks
is an important research activity carried out by ¢kentral bank of the country in order to identify
the effects of deregulation, merger, market stmecas well as their scale and scope of activity.
Segmenting the industry into different strategiougps can help the banks position themselves

and take long-term overhauling of their delivergida process. (M. Joseph, 2007)

Several studies have found that the performangerieéte banks is typically better than state-
owned banksThe total assets and return on assets (ROA) obpitm state-owned and private
banks from 1998 to 2006 shows that the share etss$ private banks grew from 6.4 percent in
1998 to 30.4 percent in 2006. This in turn impligsmt the share of state-owned banks
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significantly declined. Note, however, that thewes of total assets increased from 1998 to 2006
for both state-owned and private banks. This suggeémt the Ethiopian banking sector has
grown rapidly. (L. Porta, 2002)

The growth of private banks has been much faster thate-owned banks, although more than
two-thirds of assets are still held by state-owbheadks.It is also an evident that private banks
show generally better performance than state-ovatks. In seven out of nine years, private
banks had higher ROA than state-owned banks. (KoKa007).

Thus, the purpose of this project is to analyzefth@ncial performance of private commercial
banks in Ethiopia to reinforce the previous woigs.far, most researches have tried to assess the
growth of private banks relative to state-ownedMWKsam terms of asset ownership and loan
granting ability. But this paper has tried to assedether the private commercial banks are

financially sound or not by specifically taking grihe private commercial banks.

As to the Bank of Abyssinia (BOA) there was no mifiation related to the financial performance
of the company. Hence, this becomes the basisedttidy and the researcher has tried to analyze
the financial performance of the bank by considgrits past performance using the trend
analysis and by comparing it with other private ocwmencial banks using the comparative
financial performance analysis approach.

1.3 Objectives of the Study

1.3.1 General Objective:

The general objective of the study is to compare the financial perforosrof Bank of

Abyssinia with other private commercial banks ofiegain Ethiopia.
1.3.2 Specific Objectives:
Thespecific objectivesof the study are:
1) To assess the trend financial performandgaoik of Abyssinia (BOA) for the last

five years.



2) To evaluate the operating profitability of Baof Abyssinia (BOA)

3) To analyze the financial sustainability oinBabf Abyssinia (BOA)

4) To compare the financial performance of BahRbyssinia (BOA) versus the other
private commercial banks average for the iastyears.

5) To give recommendations for the stakeholdétee@banking sector.
1.4 Research Questions
1. What looks like the financial performance of B@h the last five years?
2. How profitable is BOA?
3. How sustainable are the private commercial béinksicially?

4. What looks like the financial performance of B@érsus the other private commercial banks?
1.5 Significance of the Study

Financial statement analysis is important to bqantisnagers, payers, lenders, and others who
make judgments about the financial health of ortions. One widely accepted method of
assessing financial statements is ratio analysischwuses data from the balance sheet and
income statement to produce values that have dagéypreted financial meaning. (H. P. George,
2005)

Since it revolves around one of the popular issefesurrent business scenario, the financial

aspect, the following are the expected significarafethe study.

» It provides some insight about the financial perfance analysis approaches of

private commercial banks.

» It has identified the strong and weak sides ofggheate commercial institutions

concerning their finance management.



» It also provides significant information relatedthe sector for those individuals
who are interested to join the business as wdbrahose who are in the policy

making responsibility.

» It has tried to give appropriate recommendationth&oconcerned companies so

that it will help them to reassess their curreaictices.
1.6 Scope and Limitation of the Study

In conducting detail researches on financial penfoice, it is compulsory to have much more
time, adequate information, expertise knowledge, Bhis study focuses on one company, Bank
of Abyssinia, and it has analyzed the financiafgrenance of the bank by using both the trend
and comparative approaches. The study has congideny those private commercial banks

which were established before the year 2005.

There are different types of financial analysis et like fund flow analysis, ratio analysis,
common size statements analysis, cost-volume-priilysis, profitability of capital and
leverage analysis, etc. But this study has focusedonly the financial ratio analysis and
presented the trend changes on the different ratmst did not analyze the causes for these

changes in detail.

Even though there are a number of important detemnti variables which have significant
influence on the financial performance of any conyplike political affairs, inflation, economy,

management philosophy, etc, they were not considarthis study.

The researcher could not get any standardizedfidatethe National bank of Ethiopia that can be
used as a bench mark in making comparison analygigeover, time and financial constraints

were also the important limitations of the study.
1.7 Organization of the Paper

The organization of this study takes the followflogm: The first chapter is introductory which
consists of background of the study, statemenhefrésearch problem, objectives of the study,
research methodology, significance of the study sempe and limitation of the study. The

second chapter provides the related summary oflies review on the financial performance
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analysis. Chapter three presented data source atdodwology; chapter four is devoted to
analysis of data and discussion based on datectadlefinally, chapter five concludes the study

and provides relevant recommendation.



Chapter II: Literature Review

2.1 Theoretical review

2.1.1 Factors that affect banks performance

Researchers in banking and finance have indicdtadhtank performance is related to internal
and external factors. The internal factors relatbdnks’ characteristics and external factors are

described as the economic and legal environmetmiaffesoglou, 2008).
1. Internal Factors

Internal factors refer to those factors which ameernal to the banking sector which have
significant influence on the performance of the d&ank. Some of the internal factors are

insiders’ abuse, weak corporate governance, marageshthe bank etc.
Insiders Abuse

The government owned bank suffered from frequeminghs in board membership and many
appointments were made based on political affdratrather than expertise consideration.
Consequent upon this, board members saw themsa$vespresentative, of political parties in
sharing the national cake emanating thereof ansl @mcribed their loyalty to the party members
rather than the proper running of the bank itséli the side of the privately-owned banks,
shareholders constituted a problem. According tof@l (1992), the owner-managers regarded
banking as an extension of their operations by eipg their relatives or friends to key
positions instead of relying solely on professiomanagers. Thus, their appointees were mere
loyalists who cared for the interest of their mestather than the business itself. Shareholders
quarrels and boardroom squabbles were common ath@nbanks that management attention

deviated in favor of unnecessary squabbles.



Weak Corporate Governance

As a result of the insiders abuse of recruitingcpegienced and incompetent personnel to hold
key positions in the bank, deterioration of manageinculture and weak internal control system
instigated by the squabbles among the high rankagement decision making team, and non
compliance with laws and prudential standards, rargement seemed to play a major role in
bank failure in any country. Bank losses increamad management resorted to hiding the losses

in order to buy time and remain in control.
Management of the Bank

Jensen and Meckling (1976) propose that an invemtonic relation should exist between the
owner-manager’s control and agency costs, and #sabwnership increases, there is increased

incentive for the owner-manager to maximize theigalf the firm.
2. External Factors

The external factors are those factors which atsiadel the banking sector but whose changes
have its own impact on the performance of any bdmlese include changes in government

policies, changes in the economy, and changedan by central banks, inflation, etc.
Change in Government Policies

Banks in most economies are the principal deposgaf the public's financial savings, the nerve
centre of the payment system, the vessel endowéd te ability of money creation and

allocation of financial resources and conduit tiglouwhich monetary and credit policies are
implemented. The success of monetary policy, targel extent, depends on the health of the
banking institutions through which the policies anplemented. As a result of this central role of
banks in the economy, their activities have to bptkunder surveillance to ensure that they
operate within the law in line with safe and soladking practices so that the economy will not
be jeopardized. Hence, governments generally b#gisto influence and/or directly control

banks’ activities to suit the developmental objeesi of the economy. (http://eurojournals.com)



The Economy

The health of the global economy has a fundamanftaence on banks performance because it
is ultimately responsible for driving company ptsfiBroadly speaking if the economy is

growing, company profits will be improved and vicersa.
Changes in Rates by Central Banks

Looking at the changing scenario, central bankg lkeeechanging rates like cash reserve ratio,
interest rate, etc. These rates have a directaelatith the bank’s performance. Thus, a change

in these rates or even a speculation change ie tiagss will affect banks performance a lot.
Inflation

Economists will generally argue that more inforroatis better. Having a central bank more fully
communicate its objectives, its assessment of @nanconditions, and the expected effects of its
policy actions will enhance social welfare, becaagents will be better able to align their
decisions with those of the central bank and tlemey will adjust more smoothly.

As Woodford (2005) argues, monetary policy is meifective when it is expected, since better
information on the part of financial markets aboentral bank actions and intentions implies that
the change in the policy rate required to achiéeedesired outcome can be much more modest

when expected future rates also move.
2.1.2 Definitions of Important Terms

A bank is a financial institution that accepts depositg ahannels those deposits into lending
activities. Banks primarily provide financial setes to customers while enriching investors.
Government restrictions on financial activities tgnks vary over time and location. Banks are
important players in financial markets and offervieees such as investment funds and loans.

(http://www.investorwords.com/401/bank.html)

A financial statementis written report which quantitatively describée ffinancial health of a
company. This includes an income statement anchbalaheet, and often also includes a cash
flow statement. Financial statements are usuallnpied on a quarterly and annual basis.

(http://www.investorwords.com/1957/financial_statrhhtml)
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A balance sheets a quantitative summary of a company's finanmaidition at a specific point
in time, including assets, liabilities and net vimoiThe first part of a balance sheet shows all the

productive assets accompany owns, and the seconshpavs all the financing methods.

An income statement also referred as profit and loss statement (P&aynings statement,
operating statement or statement of operations,dsmpany's financial statement that indicates
how the revenue (money received from the sale oflysts and services before expenses are
taken out, also known as the "top line") is transied into the net income (the result after all
revenues and expenses have been accounted foknalsm as the "bottom line"). It displays the
revenues recognized for a specific period, anddb&t and expenses charged against these
revenues, including write-offs (e.g., depreciataord amortization of various assets) and taxes.

(http://www.investorwords.com/1957/financial_statrhhtml)

Statements of retained earningsshow changes in a company's or an organizaticgtaned

earnings over a specific period of time. Theseestants show the beginning and final balance of
retained earnings, as well as any adjustments éob#lance that occur during the reporting
period. This information is sometimes included ast pf the balance sheet or it may be
combined with an income statement. However, itegdiently provided as a completely separate

statement. (http://www.investorwords.com/1957/ficiah statement.html)

2.1.3 Important Concepts

2.1.3.1 Financial Statement Analysis

A careful review of a bank's financial statemerds tighlight the key factors that should be
considered before making a trading or investingisiec. Investors need to have a good
understanding of the business cycle and the yialdec- both have a major impact on the
economic performance of banks. Interest rate ristt eredit risk are the primary factors to
consider as a bank's financial performance followshe yield curve.
Financial statement analysis is important to bqanasnagers, payers, lenders, and others who
make judgments about the financial health of omgtions. One widely accepted method of

assessing financial statements is ratio analysischwuses data from the balance sheet and
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income statement to produce values that have daggypreted financial meaning. (H. P. George,
2005)

The purpose of financial statement analysis is<aimene past and current financial data so that a
company's performance and financial position caeuauated and future risks and potential can
be estimated. Financial statement analysis card yweluable information about trends and
relationships, the quality of a company's earnirgsl the strengths and weaknesses of its
financial position. (W. J. Charles, 2003)

Financial statement analysis begins with estaligshihe objective(s) of the analysis. For
example, is the analysis undertaken to provide sisbfor granting credit or making an
investment? After the objective of the analysigstablished, the data is accumulated from the
financial statements and from other sources. Thealte of the analysis are summarized and
interpreted. Conclusions are reached and a repontide to the person(s) for whom the analysis
was undertaken. (W. J. Charles, 2003)

2.1.3.2 Types of Financial Analysis

The problem of banking and financial system sousdngas become more important in all
countries over the recent years. The financialase@nd especially the banking system, is
vulnerable to systemic crises which has led todteation of costly safety nets, as depositor
insurance schemes with well-known moral hazard lprablt is argued that there is increasing
evidence that banks are “black boxes” due to thekweansparency and banks’ unwillingness to

disclose information. (Hyytinen, 2003).
Horizontal Analysis

When an analyst compares financial informationtfay or more years for a single company, the
process is referred to as horizontal analysis,esihe analyst is reading across the page to
compare any single line item, such as sales rewenneddition to comparing dollar amounts,
the analyst computes percentage changes from geagar for all financial statement balances,
such as cash and inventory. Alternatively, in conmgafinancial statements for a number of
years, the analyst may prefer to use a variatidmoakzontal analysis called trend analysis. Trend

analysis involves calculating each year's finanstatement balances as percentages of the first
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year, also known as the base year. When express@e@raentages, the base year figures are
always 100 percent, and percentage changes frorhase year can be determined. (Hyytinen,
2003).

Vertical Analysis

When using vertical analysis, the analyst calcslatech item on a single financial statement as a
percentage of a total. The term vertical analypiglias because each year's figures are listed
vertically on a financial statement. The total ubgdthe analyst on the income statement is net
sales revenue, while on the balance sheet it @ &stsets. This approach to financial statement
analysis, also known as component percentagesu@eedcommon-size financial statements.
Common-size balance sheets and income statememtdecanore easily compared, whether

across the years for a single company or acrofelift companies. (Hyytinen, 2003).
Ratio Analysis

Ratio analysis enables the analyst to compare iten® single financial statement or to examine
the relationships between items on two financiateshents. After calculating ratios for each

year's financial data, the analyst can then exarmerels for the company across years. Since
ratios adjust for size, using this analytical ttadilitates inter company as well as intra company

comparisons.
2.1.3.3 Role of Financial Analysis

Financial analysis today is performed by variousrsiof financial statements. Investors and
Management perform the financial analysis to urtdads how profitably or productively the
assets of the company are used. Lenders and Sugppligoods look for the ability of the firm to
repay the dues on time. For instance, as a depolsier of a Bank, you would be interested in
liquidity of the Bank and would expect the Bankpty you the amount when you need.
Customers would like to know the long-term solvepntyhe Bank to get continued support. For
example, as a borrower, you would like your bankechealthy and profitable since you will be
depending on the Bank for your future needs. Ofrsmuemployees would be interested in the

profitability as well as liquidity of the bankhitp://vpatras.blogspot.com/)
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Financial managers not only prepare financiakstants but also analyze the same to get further
insight on the performance of the Organization.yTheed to examine the organization from the
perspective of several users so that they canwollee needs of them and satisfy several
stakeholders. Sometimes, profitability might beeeféd when the managers try to satisfy the
needs of various stakeholders but if you focus nagch on profitability, it might affect the
organization in other ways. For instance, we waxpect that our deposit holders need liquidity.

If we plan for more liquidity, it might affect prip&bility. (http://vpatras.blogspot.com/)

On the other hand, if we continue to have low liiyi we may not get funds or we need to pay
more interest to attract funds. While financial lgsis is often used for evaluating current or
historical performance, management uses the inpstich analysis for future planning exercise.
For instance, in preparing budgets, the inputsnairicial analysis are extensively used. Financial
analysis provides linkage between operating aswitand funding activities. Normally, top

management sets the goal and operational managens determine the level of operations
required to achieve the goal. It would be diffictdtincrease the level of operations without any
investments unless there is a huge idle capacitys Tncreased activity demands more addition
to assets and this in turn puts a demand for dapite first step in this process is to know how
much of additional assets we need and how muclaptai we need to mobilize from various

sources.lfttp://vpatras.blogspot.com/)

Financial analysis, which provides historical lgle between various financial components, is
useful. Suppose the top management fixes a goakctease the net income by another twenty
percent for the coming year. Using profit to sdlekage, we can estimate additional turnover
required to achieve the goal. Once we know addititarnover, it is possible for us to assess
how much of additional assets are required (fixedl @urrent assets in the case of manufacturing
companies) and then additional funds that are redqub buy the assets. Thus financial analysis

is a prerequisite for financial plannindpttp://vpatras.blogspot.com/)
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2.1.3.4 Users of Financial Statements

There are different kinds of users of financiatestéents. The users of financial statements may

be inside or outside the business. They are cledsahd detailed as follows:
1. Internal Users

The internal users are the individuals who haveatlibearing with the organization and include

the following. (contactus@mapssoftworld.com)
Managers and Owners

For the smooth operation of the organization theagars and owners need the financial reports
essential to make business decisions. So as tadprav more comprehensive view of the
financial position of an organization, financial alysis is performed with the information
supplied in the financial statements. The finansi@tement is used to formulate contractual
terms between the company and other organizatfomariable of the financial statement like the
current debt to equity ratio is important in desglthe amount of long term capital that would be
required to be raised. The financial statementetloér companies can also provide investment
solutions to different companies. Sometimes it bee difficult to decide the right field in which
financial resources may be channelized. In suadkatins the financial statements of other

companies provide the appropriate guideline. (ainsg® mapssoftworld.com)
Employees

The financial reports or the financial statements af immense use to the employees of the
company for making collective bargaining agreeme8tgh statements are used for discussing

matters of promotion, rankings and salary hiken{actus@ mapssoftworld.com)

2. External Users
Institutional Investors

The external users are basically the investors wd® the financial statements to assess the

financial strength of a company. This would helpnthto make logical investment decisions.
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Financial Institutions

The financial statements are also used by therdiitdinancial institutions like banks and other
lending institutions to decide whether to help toenpany with working capital or to issue debt

security to them. (contactus@mapssoftworld.com)

Government

The financial statements of different companies @s®» used by the government to analyze

whether the tax paid by them is accurate and iménwith their financial strength.
Customers

The relationship between a firm and its customars &xtend over many years. In some cases,
these relationships take the form of legal oblmadi associated with guarantees, warranties, or
deferred benefits. In other cases, the long-terso@ation is based on continued attention to

customer service. (contactus@mapssoftworld.com)
Financial Ratios

A financial ratio (or accounting ratio) is a reletimagnitude of two selected numerical values
taken from an enterprise's financial statementterQdised in accounting, there are many standard
ratios used to try to evaluate the overall finahotadition of a corporation or other organization.
Financial ratios may be used by managers withinna, foy current and potential shareholders

(owners) of a firm, and by a firm's creditors. (wsagtmba.com/finance/ratios/)

2.1.3.5 Types of Financial Ratios Analysis

2.1.2.5.1 Profitability Ratios

Every firm is most concerned with its profitabilitPne of the most frequently used tools of

financial ratio analysis is profitability ratios veh are used to determine the company's bottom
line. Profitability measures are important to compananagers and owners alike. If a small

business has outside investors who have put their money into the company, the primary

owner certainly has to show profitability to thoseequity investors.

(http://www.investopedia.com/terms/p/profitabiliéios.asp)
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1. Return on Assets (ROA)

The Return on Assets ratio is an important proilitgtratio because it measures the efficiency
with which the company is managing its investmardssets and using them to generate profit. It
measures the amount of profit earned relative editin's level of investment in total assets. The
return on assets ratio is related to the asset geament category of financial ratios.

(http://lwww.investopedia.com/terms/p/profitabiligios.asp)
2. Return on Equity (ROE)

The Return on Equity ratio is perhaps the most gt of all the financial ratios to investors in
the company. It measures the return on the moreyntrestors have put into the company. This
is the ratio potential investors look at when dewdwhether or not to invest in the company

(http://lwww.investopedia.com/terms/p/profitabiligios.asp)
3. Profit to Expenses Ratio (PER)

It measures the operating profitability of the bamkh regards to its total operating expenses.
The ratio measures the amount of operating prafihed for each dollar of operating expense.
The ratio indicates to what extent bank is effiti@ncontrolling its operating expenses. A higher
profit to expense ratio means bank is cost efficiemd is making higher profits.

(http://www.investopedia.com/terms/p/profitabiligyios.asp)
4. Net Interest Margin (NIM)

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

(http://www.investopedia.com/terms/p/profitabiligios.asp)
5. Non interest Income to Total Assets (NITA

Non interest Income to Total Assets (NITA) is adigator of the operational performance. It
indicates the proportion of fees and other incomeespect of total assets of banks. This ratio is

used as a measure of profitability indicator.
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6. Return on Deposit (ROD)

To most financial analysts, Return on Deposit is ohthe best measures of bank profitability
performance. This ratio reflects the ability of kananagement to utilize the customers’ deposits

in order to generate profits. (http://www.investdjgecom/terms/p/profitabilityratios.asp)
2.1.2.5.2 Liquidity ratios

Liquidity ratios attempt to measure a company'sitglio pay off its short-term debt obligations.
This is done by comparing a company's most liquiskets to short-term liabilities. The higher
liquidity ratios mean bank has larger margin ofesafand ability to cover its short-term
obligations. Because saving accounts and transad@éposits can be withdrawn at any time,
there is high liquidity risk for both the banks another depository institutions
In general, the greater the coverage of liquid taseshort-term liabilities the better as it is a
clear signal that a company can pay its debtsateatoming due in the near future and still fund
its ongoing operations. On the other hand, a compath a low coverage rate should raise a red
flag for investors as it may be a sign that the gany will have difficulty meeting running its
operations, as well as meeting its obligations. $deas of bank liquidity include Loan to Deposit
Ratio (LDR and Loan to Asset Ratio (LAR). (www.irstepedia.com)

1. Loan to Deposit Ratio (LDR)

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

(www.investopedia.com)
2. Loans to Assetsatio (LAR)

The loan to assets ratio measures the total loatsdamding as a percentage of total assets. The
higher this ratio indicates a bank is loaned up idiquidity is low. The higher the ratio, the

more risky a bank may be to higher defaults. (wwwestopedia.com)
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2.1.2.5.3 Risk and solvency ratios

One of many ratios used to measure a company'gyatul meet long-term obligations. The
solvency ratio measures the size of a companysr-@k income; excluding non-cash
depreciation expenses, as compared to the firn@bdebt obligations. It provides a measurement
of how likely a company will be to continue meetings debt obligations.

(http://www.fimarkets.com/pagesen/solvency-ratiodmmough-cooke.htm)

Acceptable solvency ratios will vary from industoyindustry, but as a general rule of thumb, a
solvency ratio of greater than twenty percent isistdered financially healthy. Generally
speaking, the lower a company's solvency ratiogtieater the probability that the company will

default on its debt obligations.
1. Debt-Equity Ratio (DER)

The Debt to Equity Ratio measures how much monegynapany should safely be able to borrow
over long periods of time. It does this by comparthe company's total debt (including short

term and long term obligations) and dividing itthg amount of owner's equity.

This ratio indicates how much the company is legeda(in debt) by comparing what is owed to
what is owned. A high debt to equity ratio couldlicate that the company may be over-

leveraged, and should look for ways to reduceetst.d

Equity and debt are two key figures on a finanstatement, and lenders or investors often use
the relationship of these two figures to evaluatk. The ratio of your business' equity to its leng
term debt provides a window into how strong itsafines are. Equity will include goods and
property your business owns, plus any claims itdgesnst other entities. Debts will include both
current and long-term liabilities. (http://www.fimeets.com/pagesen/solvency-ratio-mcdonough-

cooke.htm)
2. Debt to Total Assets Ratio (DTAR)

The debt to asset ratio is the percentage of ttht financing the firm uses as compared to the
percentage of the firm's total assets. It helpssg®ihow much of your assets are financed using

debt financing.
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The lower the Debt to Asset Ratio, the better,@apanies with high amounts of debt introduce
more risk. You certainly want to look very hardcaimpanies that have more Total Liabilities
than Total Assets, as this is a precarious posittona company to be in. Depending on the
industry of the company, you might expect the comypep have two or three times as many
assets as liabilities. Anything less than this righ a signal that the company is running into

trouble. (http://www.fimarkets.com/pagesen/solveratyo-mcdonough-cooke.htm)
3. Equity Multiplier (EM)

A measure of financial leverage calculated as TAsskets/Total Stockholders' Equity. Like all
debt management ratios, the equity multipliervgag of examining how a company uses debt to

finance its assets. It is also known as the fir@reverage ratio or leverage ratio.

In other words, this ratio shows a company's tatsets per dollar of stockholders' equity. A
higher equity multiplier indicates higher financial’erage, which means the company is relying
more on debt to finance its assets. (http://wwwafikets.com/pagesen/solvency-ratio-
mcdonough-cooke.htm)

2.1.2.5.4 Efficiency Ratios

The efficiency ratios and other ratios are keyosatio understanding financial statements. Our
ratio calculation spreadsheets reduce time andteffaalculating decision making ratios. They
reduce risk for lenders and investors and enableetsy managers and consultants to increase

productivity and business profits. (http://kbr.dstm/help/ratios/efficiency-ratios.htm)
1. Asset Utilization Ratio (AUR)

How effectively the bank is utilizing all of its sets is measured by assets utilization ratio. The
bank is presumably said to using its assets effggtin generating total revenues if the AU ratio
is high. If the ratio of AU is low, the bank is nosing its assets to their capacity and should
either  increase  total revenues or dispose of somd the  assets.
(http://kbr.dnb.com/help/ratios/efficiency-ratiogt)

2. Income Expense Ratio (IER)

This is the most commonly and widely used ratioh@ banking sector to assess the managerial

efficiency in generating total income vis-a-vis tolling its operating expenses. Income to
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expense is the ratio that measures amount of inceaneed per dollar of operating expense.
High income expense ratio is preferred over lower as this indicates the ability and efficiency
of the bank in generating more total income in cangon to its total operating expenses.

(http://kbr.dnb.com/help/ratios/efficiency-ratiost)
3. Operating Efficiency Ratio (OER)

It measures managerial efficiency in generatingatpey revenues and controlling its operating
expenses. In other words, how efficient is the bianks operations unlike income expense ratio,
which measures the amount of income earned peardoll operating expense, operating
efficiency is the ratio that measures the amounopérating expense per dollar of operating
revenue. Lower operating expense is preferred loiggrer operating expense as lower it indicates
that operating expenses are lower than operating ventees.

(http://kbr.dnb.com/help/ratios/efficiency-ratiogt)
2.1.2.6 Limitations of Ratio Analysis

Ratio analysis is useful, but analysts should barawf these problems and make adjustments as
necessary. Ratios analysis conducted in a mechaniathinking manner is dangerous, but if
used intelligently and with good judgment, it caroypde useful insights into the firm’'s
operations. The following are some of the Iimitaso of ratio analysis.

(http://www.kutenk.com/tag/limitations-ratio-anaigs
Different Accounting Policies

The choices of accounting policies may distortrim@mpany comparisons. Example some firm
may allow valuation of assets to be based on erthealued amount or at depreciated historical
cost. The business may opt not to revalue its desEtuse by doing so the depreciation charge is

going to be high and will result in lower profit.
Creative Accounting

The businesses apply creative accounting in trygnghow the better financial performance or

position which can be misleading to the usersrdricial accounting.
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Ratios are not Definitive Measures

Ratios need to be interpreted carefully. They qawide clues to the company’s performance or
financial situation. But on their own, they canrstiow whether performance is good or bad.

Ratios require some quantitative information forrg#formed analysis to be made.
Financial statements contain summarized information

Ratios are based on financial statements whiclswarenaries of the accounting records. Through
the summarization some important information mayléfé out which could have been of
relevance to the users of accounts. The ratiobased on the summarized year end information

which may not be a true reflection of the overaiays results.
Interpretation of the Ratio

It is difficult to generalize about whether a peutar ratio is ‘good’ or ‘bad’. For example a high
current ratio may indicate a strong liquidity pasit which is good or excessive cash which is
bad. Similarly non current assets turnover ratioy rdanote either a firm that uses its assets

efficiently or one that is under capitalized andruat afford to buy enough assets.
Price Changes

Inflation renders comparisons of results over timisleading as financial figures will not be
within the same levels of purchasing power. Change®sults over time may show as if the
enterprise has improved its performance and positioen in fact after adjusting for inflationary

changes it will show the different picture.
Technology Changes

When comparing performance over time, there isedrie consider the changes in technology.
The movement in performance should be in line whth changes in technology. For ratios to be
more meaningful the enterprise should compareessilts with another of the same level of

technology as this will be a good basis measurewfegificiency.
Different Financial and Business Risk Profile

No two companies are the same, even when theyoanpetitors in the same industry or market.
Using ratios to compare one company with anothardcgrovide misleading information.

Businesses may be within the same industry butigadifferent financial and business risk. One
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company may be able to obtain bank loans at redrated and may show high gearing levels
while as another may not be successful in obtaimingap rates and it may show that it is
operating at low gearing level. To an uninformedlgst he may feel like company two is better

when in fact its low gearing level is because 1t nat be able to secure further funding.
Impact of Government Influence

Selective applications of government incentivesvémious companies may also distort inter
company comparison. One company may be given hdhbday while the other within the same

line of business not, comparing the performanddede two enterprises may be misleading.
Window Dressing

These are techniques applied by an entity in amlehow a strong financial position. This can
improve the current and quick ratios and make thlarze sheet look good. However the

improvement was strictly window dressing as a wagd the balance sheet is at its old position.
2.2 Empirical Review

Kaminsky and Reinhart (1999) argued that indicgioir business failures and nonperforming
loans are also usually available only at low frewues, if at all; the latter are also made less
informative by banks desire to hide their probldorsas long as possible. This means that it is
needed to use as fully and complexly as possiblavalilable financial information from the
official financial statements of banks for makimggincial analysis of banks’ performance.
(Sundararajan, 2002) argued that relaying too heawn just a few indicators of bank
profitability can be misleading. While ROA, ROE, dannterest margin (and non interest
expenses) to gross income remain the key meagshessshould ideally be supplemented by the

analysis of other operating ratios.

Jahangir, Shill and Haque (2007) stated that thdittonal measure of profitability through

stockholder’s equity is quite different in bankimnglustry from any other sector of business,
where loan-to-deposit ratio works as a very godalicettor of banks' profitability as it depicts the
status of asset-liability management of banks. lBarks' risk is not only associated with this
asset liability management but also related to gnawpportunity. Smooth growth ensures higher

future returns to holders and there lies the pbfiity which means not only current profits but
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future returns as well. So, market size and mas&atentration index along with return to equity
and loan-to-deposit ratio grab the attention ofyaag the banks’ profitability.

Chowdhury (2002) observed that the banking industrigangladesh is a mixed one comprising
nationalized, private and foreign commercial bafkany efforts have been made to explain the
performance of these banks. Understanding the qmeaioce of banks requires knowledge about
the profitability and the relationships betweeniatlies like market size, bank's risk and bank's
market size with profitability. Indeed, the perfante evaluation of commercial banks is
especially important today because of the fiercenpeatition. The banking industry is
experiencing major transition for the last two ds= It is becoming imperative for banks to
endure the pressure arising from both internalexttdrnal factors and prove to be profitable.
Bhatt & Ghosh (1992), observed that the profitépibf commercial banks depend on several
factors some of them are endogenous and some exagyemhe endogenous factors represent
control of expenditure, expansion of banking bussnéimely recovery of loans and productivity.
The exogenous factors consist of direct investmseoth as SLR (Statutory Liquidity Ratio),
CRR (Cash Reserve Ratio) and directed credit pnagirsuch as region wise, population wise
guidelines on lending to priority sectors. The dated and restricted regime in the operation of
banking system in terms of investment, credit atmmn, branch expansion, interest rate
determination and internal management eroded the@uptivity and profitability of commercial
banks.

According to Al-Shamrnari and Salirni (1998) prabtlity ratio especially return on equity
(ROE) signals the earning capability of the orgation. They also suggest that higher return on
equity (ROE) ratio is appreciable as it is the pniynindicator of bank's profitability and

functional efficiency.

Hossain and Bhuiyan (1990) stated that there ismieersally accepted operational definition of
performance measures. In broad sense performaveleoliean enterprise can be measured by the
extent of its organizational effectiveness. In tioatext of services rendered towards public the
performance of an organization can be viewed asegtent to which its work is carried out

within established specifications for goods andiises produced, to the general satisfaction of
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the clientele served, within given cost and timast@ints, and in such a manner as to support or

contribute to the achievement of the organizatiojedives.

Spathis, and Doumpos, 2002 investigated the effentiss of Greek banks based on their assets
size. They used in their study a multi criteria Inoelology to classify Greek banks according to
the return and operation factors, and to show tifferences of the banks profitability and

efficiency between small and large banks

Bateswar and Ajay (2007) have made a review onpdréormance of banking sector in India
during post reform period. A comparative appraifabanks have been undertaken on the basis
of seven indicators of performance namely, NetiprofCredit to deposit ratio (C/D) , Market
Share, Business per Employee, Return on AssetstaCApequacy Ratio and Non performing
Asset to Net Advances. The paper reveals that p@elctor banks have improved considerably
and their performance was now comparable with dblaemks. Yet, they were lagging behind in
trust areas such as business per employee, asahlty,gand non performing asset to net

advances, and capital adequacy.

Suyanto (2007) has evaluated inter bank performapiceBank Muamalat Indonesia in

profitability, liquidity, risk and solvency, and gonunity involvement for the period 2000 —
2004. Financial ratios (Return on Asset, Returkdqaity, Profit Expense Ratio, Non Net Interest
Margin Cash to Deposit Ratio, Loan to Deposit Rati@pital Adequacy Ratio, Debt to Asset
Ratio and Non performing loan to Total Loan Ratwwgre applied in measuring these
performances. The study found that the Bank Muammat#onesia (BMI) relatively had more

profit and commitment to community development Inaid less liquidity compared to the

conventional banks.
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Chapter lIl: Data Source and Methodology

3.1 Research Methodology

3.1.1 Study Design

This study entitled ‘Financial Performance Analysias conducted on Bank of Abyssinia. Both
the trend and comparative financial performancelyaisa approaches were used. Five years
audited financial reports from 2005 to 2009 of prevate commercial banks were taken for

analysis purpose.

To select the banks which are used for comparatnadysis purpose, purposive sampling method
was used. Year of establishment, amount of captadrve and number of branches were taken as
a criterion for selecting these private commerdiahks for analysis purpose. Based on this
criterion, three other private commercial banksaddition to Bank of Abyssinia, i.e. Wegagen
Bank, United Bank and Nib International Bank (NiBgre selected.

The profitability ratios, liquidity ratios, risk @nsolvency ratios, efficiency ratios and credit

guality ratios which are appropriate to evaluatekgaerformance were used in the study.
3.1.2 Data Collection Methods and Tools

The data used for this study were both primary sedondary sources. The audited annual
financial reports of the private commercial barliksrature from various books, journals, news
papers, magazines, reports of the National Barlktlnibpia and various web sites were used as a

source of secondary data. In addition, interviewh the concerned managers were conducted.
3.1.3 Method of Data Analysis

In any research undertaking, the methodology téobbewed is determined by the nature of the
problem statement or more specifically by the regeabjectives. Here in this study the analysis
consists of data of five years, from 2005 to 20068 aomparison was done among each year
between the chosen banks. Five years audited afinaatial reports of the private commercial

banks were taken for analysis purpose.
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A trend and comparative appraisal of financialosaind changes in growth were considered to
measure the credit quality, liquidity, efficiencynda profitability as well as sustainability

(financial and operating) of the private commerciEnks. In some cases, the analyzed
information is presented by using graphs, tables diagrams which are appropriate to explain

the findings.
3.2 Background of the Banking Industry in Ethiopia

February 15, 1906 marked the beginning of bankmigthiopia when the first Bank of Abyssinia
was inaugurated by Emperor Menelik Il. It was asagie bank whose shares were sold in Addis
Ababa, New York, Paris, London, and Vienna. On#heffirst projects financed by the bank was
the Franco-Ethiopian railway which reached Addisabd in 1917. In 1931, Emperor Haile
Selassie introduced reforms into the banking systedhthe Bank of Abyssinia became the Bank
of Ethiopia, a fully government-owned bank provglicentral and commercial banking services.
The Italian invasion in 1935 brought the demiseon& of the earliest initiatives in African
banking. During the Italian occupation, Italian kemvere active in Ethiopia. (NBE, 2007)

On April 15, 1943, the State Bank of Ethiopia beedhe central bank and was active until 1963.
The National Bank of Ethiopia was established i63.8y Proclamation 206 of 1963 and began
operation in January 1964. (NBE, 2007)

Prior to this proclamation, the Bank carried outldactivities, i.e. commercial banking and
central banking. The proclamation raised the Bao&fstal to ten million Ethiopian dollars and
granted broad administrative autonomy and juridpEkonality. Following the proclamation the

National Bank of Ethiopia was entrusted with thikofeing responsibilities:

» To regulate the supply, availability and cost ofrreyp and credit.

» To manage and administer the country's internatiasarves.

» To license and supervise banks and hold commdraiaks reserves and lend money
to them.

» To supervise loans of commercial banks and regulédeest rates.

» To issue paper money and coins.
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» To act as an agent of the Government.

» To fix and control the foreign exchange rates.

However, monetary and banking proclamation No. §49¥6 came into force on September
1976 to shape the Bank's role according to thealstieconomic Principle that the country
adopted. Hence the Bank was allowed to participatevely in national planning, specifically
financial planning, in cooperation with the conesirstate organs. The Bank's supervisory area
was also increased to include other financial tastins such as insurance institutions, credit
cooperatives and investment-oriented banks. Moretive proclamation introduced the new
'Ethiopian Birr' in place of the former Ethiopiarollar that ceased to be legal tender. (NBE,
2007)

This proclamation was in force till the new procktion issued in 1994 to reorganize the Bank
according to the market-based economic policy abitlcould foster monetary stability, a sound

financial system and such other credit and exchangditions as are conductive to the balanced
growth of the economy of the country. Accordinghe tfollowing are some of the powers and

duties vested in the Bank by proclamation 83/198BE, 2007)

3.2.1 Organizational Profile of BOA

On 15 February 1996, ninety years to the day fahgwhe establishment of the first Bank of
Abyssinia, a new privately-owned bank with thisthigc name, but otherwise not connected

with the older bank, came into existence. (www.lmdakyssinia.com)

The subscribed capital of the new Bank of Abyssi@B®A) was Birr 25 million and its
authorized capital Birr 50 million, with 131 shaoddters, all Ethiopian.

3.2.1.1 Vision, Mission, Values

Vision Statement

As Abyssinia was one of the earliest civilizationgancient times and as Abyssinia Bank was
the first bank in the history of Ethiopia, Bank Albyssinia shall be a standard bearer in the
banking industry in Ethiopia and an internationalypr capable of being compared favorably
with the best institution in its class world wideww.bankofabyssinia.com)

28



Mission Statement

BOA'’s mission is to provide domestic and internagéibbanking services through innovative

utilization of technology, human and other resosiy@nd be recognized as quality focused,

results oriented, financially sound and sociallgpansible bank. (www.bankofabyssinia.com)

Values Statement

>

Uncompromised Integrity, Honesty, Loyalty, and E#hi Standards. Integrity,
honesty, loyalty, and ethical standards are paraintu the Bank’'s interest. We

constantly work to make them part of the sociahéecture of the Bank.

Dedication to Customer Satisfaction. We care ferdhstomer so as to make Bank of

Abyssinia his/her first choice.

Enduring Commitment to Quality and Innovation. BOkall provide superior
services to the best satisfaction of its custonwengch shall continually include

generation of new products and alternative services

Commitment to Employees Satisfaction. BOA providlssemployees a conducive
and transparent working environment where theyivec@ir treatment and equal
opportunity in the area of training, promotion, geensation as well as clearly defined

individual duty and responsibility that will enswuseperior performance.

Social Responsibility. Bank of Abyssinia is a stigieesponsible corporate citizen

and always operates mindful of this responsibility.

3.2.1.2 Types of Services provided

BOA currently offers the following standard sendce

v

AN N N N

Current (checking) Accounts
Savings Accounts

Time Deposits

NR/NT Accounts

Overdraft Facilities

Term Loans
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v Merchandise Loans

v' Letters of Credit

3.2.1.3 Key facts about the bank

v" BOA currently has 1,301 shareholders, all privatéividuals or institutions in the

private sector.

v' BOA's branches are expanding. Currently we havieradches in Addis and 24 in
the regions (Awassa, Bahir Dar, Gondar, Mekelleynda, Nazareth, Dire Dawa,
Debre Brehan, Dilla, Debre Markos, Bishoftu, Dessida-Minch, Motta, Teppi,
Debere-Tabor, Hossaena, Sahsemene, Alemgenna, rHatemere Mariam,
Modjo, Humera, and Chagni).

v' BOA is a very competitive Bank. It has won four seautive tenders for banking
services. All commercial banks participated in éhdsds. BOA is the only

commercial bank which provides on-site servicediptomatic missions.

v In every branch, we have a listening post whichpkegs close to our customers.
Our suggestion box! We open each of these eveda¥rand listen to customers'
concerns (and, yes, to their compliments too). Avel act promptly on each

suggestion or complaint!!
3.2.1.4 Services for the Diaspora

Ethiopians living abroad can open:

» A Checking Account: It is a non-interest bearing account. Withdraviiaden the account
are unlimited. Monthly bank statement will be sentustomers regularly.

» A Savings Account:Deposits and withdrawals are made using the Bdaokis. It is an
interest bearing account. Deposits and withdraamdsshown in a saving passbook that is
kept with the customer. This type of account matybeoconvenient for an account holder
living abroad unless he/she arranges the accoue toperated through another person
holding power of attorney.

» A Special Saving Account It can be operated using special check. It isirh@rest

bearing account. Saving passbook is not requireddecial saving account but monthly
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bank statements will be sent regularly to the aotooolder. The frequency of

withdrawals from the account is limited, say, ugdor times per month.

» A Non-Interest Bearing Account in Foreign Currencywill, in future, be allowed for
Ethiopians living abroad. The terms and conditionder which such an account is to be

allowed are yet to be prepared by the supervisaatybNational Bank of Ethiopia.
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Chapter IV: Discussion and Analysis

In this chapter the results of the financial perfance analysis are presented. The analysis is
made from the audited financial statements of theafe commercial banks. Five consecutive
fiscal years audited balance sheet and incomenstattewere taken from the banks considered in
the study.

Trend analysis of Bank of Abyssinia’s performandgch includes the profitability ratios (return
on asset, return on equity, net interest margiofitpilo expense ratio, non-interest income to total
asset), liquidity ratios (loan to deposit ratio dodn to total asset ratio), risk and solvencyosati
(debt to equity ratio, debt to total asset and tgquultiplier), efficiency ratios (asset utilizatip
income to expense, and operating efficiency)anditiguality ratios(equity to loan, equity to
total asset, non-performing loan tot total loar® presented consequently.

Then the comparative financial analysis of BankAblyssinia versus other private banks in
Ethiopia using the ratios explained above will bespnted. The respective ratios of the bank are
compared with the average ratios of the four bgBK3A, UB, WB and NIB) taken for the study.

4.1. Trend Analysis of BOA

4.1.1 Profitability Ratios

Every firm is most concerned with its profitabilitPne of the most frequently used tools of
financial ratio analysis is profitability ratios veh are used to determine the company's bottom
line. Profitability measures are important to compananagers and owners alike. If a small
business has outside investors who have put their money into the company, the primary

owner certainly has to show profitability to thesguity investors.

Suyanto (2007) has evaluated inter bank performapiceBank Muamalat Indonesia in
profitability, liquidity, risk and solvency, and gonunity involvement for the period 2000 —
2004. Financial ratios (Return on Asset, Returkdaity, Profit Expense Ratio, Non Net Interest
Margin, Cash to Deposit Ratio, Loan to Deposit &atiapital Adequacy Ratio, Debt to Asset
Ratio and Non performing loan to Total Loan Ratwgre applied in measuring these
performances. The study found that the Bank Muanialionesia (BMI) relatively had more
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profit and commitment to community development Inaid less liquidity compared to the
conventional banks. BMI does not show (statistigadhy difference in risk performance with the

conventional banks.
1. Return on Asset Ratio (ROA)

The Return on Assets ratio is an important proilitgtratio because it measures the efficiency

with which the company is managing its investmarassets and using them to generate profit. It
measures the amount of profit earned relative editm's level of investment in total assets. The

return on assets ratio is related to the asset geament category of financial ratios. The higher

the percentage, the better it will be, becausertiggtns the company is doing a good job using its
assets to generate profits.

The calculation for the return on assets ratio is:
ROA = Net Income/Total Assets

Table 4.1 Return on Asset Ratio

particulars Fiscal Year

2005 2006 2007 2008 2009
Net 61,055,643 87,279,946 66,300,800 16,655,459 100,367,944
income
Total asset

2,230,722,739 3,014,059,680 3,577,964,010 4,269,946,935 5,476,625,540

ROA- 0.03 0.03 0.02 0.01 0.02
Ratio

Source: researcher computation from financial statent of BOA

As it can be seen from the above Table 4.1, themain asset of Bank of Abyssinia has shown
declining trend from 2006 to 2007 and reached tweest level in the year 2008 which was
around one percent and in 2009 it has reached &xcept. This implies that the assets of the
bank are contributing only a little amount for tle¢al profit of the bank, in the fiscal years 2005

and 2006 only three percent of the total profit ietshed from the bank’s assets and in 2008 it
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has been declined only to one percent. The manageohehe bank is not using the assets to
generate higher profit which implies that mostiw aissets of the bank are put idle with out any
contribution for the profit of the company. The seas for these were the continuous increment
of expenses like provision for doubtful loans artvamces which shows almost four times
change from 2007 to 2008 (i.e.,46,756,843 in 200d 442,771,341 in 2008), salaries and

benefits and administrative costs.
2. Return on Equity Ratio (ROE)

It measures the return on the money the investave Iput into the company. This is the ratio
potential investors look at when deciding whethenat to invest in the company. The return on
equity ratio measures how much the shareholderseddior their investment in the company.
The higher the ratio percentage, the more effiareahagement is in utilizing its equity base and
the better return is to investors.

According to Al-Shamrnari and Salirni (1998) ptahility ratio especially return on equity
(ROE) signals the earning capability of the orgatian. They also suggest that higher return on
equity (ROE) ratio is appreciable as it is the pniynindicator of bank's profitability and
functional efficiency.

Graph 4.1 Return on Equity
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Source: researcher computation from financial statent of BOA

As it is depicted on Graph 4.1 above, the returreguity of Bank of Abyssinia has shown the

maximum figure in the year 2005 which was aroundo2écent and then it follows a declining
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trend. In the year 2008, it has declined to theslsivpoint which was around 4 percent. The return
on equity of the bank has shown improvement infigeal year 2009 and it has grown to around
19 percent. This implies that the investors of laek were getting 24 cents for each one Birr
investment they have made in the fiscal year 20@bithas shown a declining trend till 2008
and it reached at the point where investors hayeyed only four cents for each one birr
investment they have made in the fiscal year 20908 &an be seen from the financial statement
of the bank, the reasons for these fluctuation®wlee less proportion of growth observed in the
owners equity and the continuous reduction on #tentome of the bank.

3. Profit to Expense Ratio (PER)
It measures the operating profitability of the bamkh regards to its total operating expenses.
The ratio measures the amount of operating prafibhed for each dollar of operating expense.
The ratio indicates to what extent the bank iscedfit in controlling its operating expenses. A
higher profit to expense ratio means the bank $ efficient and is making higher profits.
It is calculated as:
PER = Profit befor@ax/ Operating Expenses
Table 4.2 Profit to Expense Ratio

Fiscal Year
particulars 2005 2006 2007 2008 2009

Profit before taxy 82,040,574 122,921,543 94,980,332 21,907,426 145,399,775

Operating
expense 36,683,611 56,745,638 111,216,547 232,135,062 147,346,454
PER-Ratio 2.24 2.17 0.85 0.09 0.99

Source: researcher computation from financial statent of BOA

As it can be observed from Table 4.2 above, Ptofiexpense ratio of Bank of Abyssinia was

2.24 in 2005, which means for every one birr expahe bank incurred; it has generated a profit
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of around 2 birr and 24 cents. In the succeedsuafiyears the bank’s profit to expense ratio has
shown a declining trend .In the fiscal year 2008nBof Abyssinia has earned the lowest profit
in which it has fetched only 9 cents for its one bkpense it has incurred. This ratio showed that
there is an increasing trend in the expenses obdm& but a decreasing trend in the revenue of
the bank. As it can be seen from the financialestaint of the bank there is a continuous
increment in the expense of the bank, for instdrara the fiscal year 2005 to 2008 the expense
has grown by more than hundred percent but suar@se was not observed in the profit of the
company. Therefore, these are the causes for titexaous decline in the profit to expense ratio.

4. Net Interest Margin (NIM)

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

calculated as:NIM=interest income — interest expense

Graph 4.2 Net Interest Margin
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Source: researcher computation from financial statent of BOA

As it has been shown in graph 4.2 above, the metast margin of Bank of Abyssinia has shown

a continuous improvement from the fiscal year 2@02009.This implies that the bank’s deposit
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is showing progress (from 1,627,627,080 in theafigear 2005 to 4,494,186,427 in the fiscal
year 2009) and the bank has used this depositdot doans for its customers, this in turn
maximizes the net interest income of the comparsyit 8&an be seen from the financial statement
of the bank, the loan has shown growth from 1,162%85 birr in 2005 to around birr
2,442,747,456 in the fiscal year 2009 by showingentban hundred percent growth.

5. Non-interest Income to Asset Ratio (NIAR)

Non interest Income to Assets (NITA) is an indicaabthe operational performance. It indicates
the proportion of fees and other income in respétotal assets of banks. This ratio is used as a
measure of profitability indicator.

It is calculated as:

NITA= total non interddncome / total asset

Table 4.3 Non-interest Income to Asset Ratio

Fiscal Year
2005 2006 2007 2008 2009

particulars

Total non- | 46,955,789 55,162,594 65,139,056 95,026,478 128,918,531

interest
income
Total asset
2,230,722,739 3,014,059,680 3,577,964,010 4,269,946,935 5,476,625,540
NITA- 0.02 0.02 0.02 0.02 0.02
ratio

Source: researcher computation from financial statent of BOA,

As it can be seen from the above Table 4.3, theimenest income to asset ratio of Bank of
Abyssinia has shown a constant trend from the Ifigear 2005 to 2009 which was about 0.02,
this implies that in all the fiscal years the naterest income accounts only 2 percent of the tota
assets of the company. It can be also said that #¢naigh the total asset of the bank has shown

continuous growth, the total non interest income &lao grown in proportionate amount, which
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means the bank has equal proportion of non-intémestne to its total assets at each fiscal year.
The total non-interest income shows almost equapqgation of growth each year with the total
asset of the bank.

6. Return on Deposit (ROD)

To most financial analysts, Return on Deposit is8 ohthe best measures of bank profitability
performance. This ratio reflects the bank managémigiity to utilize the customers’ deposits in
order to generate profits.
It is calculated as:

ROD = Net Profit aftefax / Total Deposit

Graph 4.3 Return on Deposit Ratio
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As it has been indicated in graph 4.3 above, themeon deposit ratio of Bank of Abyssinia was
the same in 2005 and 2006 which was around 4 perceB008, it has declined to one percent.
This implies that four percent of the bank’s prefas generated from the deposit of customers in
the fiscal year 2005 and 2006; two percent botiménfiscal years 2007 and 2009 and in the year
2008 it has declined to two percent. This was beeaii the fact that the net income the bank is
getting was showing declining trend (for instantiee net income has declined from birr
87,279,946 in the fiscal year 2006 to birr 16,659, the fiscal year 2008) and the contribution

to this net income from the deposit of customerthefbank has also declined in huge amount.
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4.1.2 Liquidity Ratios

Liquidity ratios attempt to measure a company'sitglio pay off its short-term debt obligations.
This is done by comparing a company's most liquisets to short-term liabilities. The higher
liquidity ratios mean the bank has larger marginsafety and ability to cover its short-term
obligations. Because saving accounts and transad@posits can be withdrawn at any time,
there is high liquidity risk for both the banks avttier depository institutions.

1. Loan to Deposit Ratio

This refers to the amount of a bank's loans dividgdhe amount of its deposits at any given
time. The higher the ratio, the more the bank igimg on borrowed funds, which are generally
more costly than most types of deposBank with low LDR is considered to have excessive

liquidity, potentially lower profits, and hence $e9sk as compared to the bank with high LDR.
It is calculated as:

LDR = Loan /Deposit

Table 4.4 Loan to Deposit Ratio

Fiscakar
particulars 5005 2006 2007 2008 2009
Total loan 1,172,968,585 1,901,466,545 2,197,341,801 2,566,577,377 2,442,747,456

Total deposit
1,627,627,080 2,176,885,481 2,721,327,589 3,477,767,008 4,494,186,427

LD-ratio 0.72 0.87 0.81 0.74 0.54

Source: researcher computation from financial statent of BOA

As it can be seen from Table 4.4 above, the loadeposit ratio of Bank of Abyssinia has
reached its maximum peak in the year 2006 whichavasnd 87 percent which implies the bank

has granted eight-seven percent of its deposisi@an to its customers and only thirteen percent
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was kept in the bank, this shows that althoughbtiiek was generating interest income from the
loan granted, the bank may face liquidity risk hessacustomers may withdraw their saving
account and transaction deposits at any time. 0920 has reached to 54 percent which shows
the banks conservative measures taken to grantdoaumstomers. This was because the loan that
was granted to the bank’s customers has showmdeglirend comparing the previous year 2008
but the deposit of the bank has increased by &6tpercent.

2. Loan to Asset Ratio

The loan to assets ratio measures the total loatsdamding as a percentage of total assets. The
higher this ratio indicates a bank is loaned up idiquidity is low. The higher the ratio, the

more risky a bank may be to higher defaults. Tigsre is determined as follows:

Loans to Assets = Loan / Total Asset

Graph 4.4Loanto Total Asset Ratio
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As it can be seen from graph 4.4 above, the loaasset ratio of Bank of Abyssinia has shown
irregular trend. In the fiscal year 2Q06was around 63 percent and in the fiscal ye@920has

declined to around 45 percent which implies thattthtal loan granted to the bank’s customers
accounts about 63 percent of the total asset ifighal year 2006 and 45 percent in 2009. As it
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can be seen from the financial statement of BanRklfssinia although the loan granted to its
customers has shown growth, the total asset hasiratseased continuously between the fiscal
years 2005 to 2009 (from a total asset of 2,23Q782in the fiscal year 2005 to a total asset of
5,476,625,540 in 2009).

4.1.3 Risk and Solvency Ratios

Acceptable solvency ratios will vary from industoyindustry, but as a general rule of thumb, a
solvency ratio of greater than twenty percent isistdered financially healthy. Generally
speaking, the lower a company's solvency ratiogtieater the probability that the company will

default on its debt obligations.

For a bank, debt consists essentially of sight giggpoThe financial assets are the loans granted.

After all, the purpose of a bank is to distribusans!

A bank's solvency therefore consists of its ability fulfill the withdrawal demands of its
depositors. And that is where the regulatory autiesrcome in to ensure that bank are indeed
capable of meeting their obligations. This is aterathat affects the economic stability of an
entire country. Debt-Equity Ratio (DER), Debt totdloAssets Ratio (DTAR), and Equity

Multiplier (EM) are the most important measuresdusegauge risk and solvency of a bank.

1. Debt to Equity Ratio

This ratio indicates how much the company is legeda(in debt) by comparing what is owed to
what is owned. A high debt to equity ratio couldlicate that the company may be over-

leveraged, and should look for ways to reduceetst.d

Equity and debt are two key figures on a finanstatement, and lenders or investors often use
the relationship of these two figures to evaluatk. The ratio of your business' equity to its leng
term debt provides a window into how strong itsafines are. Equity will include goods and
property your business owns, plus any claims itdgesnst other entities. Debts will include both

current and long-term liabilities.

It is calculated:

DER = Total liabilities /share holders’ equity
Table 4.5 Debt to Equity Ratio
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Fiscdear
particulars 5005 2006 2007 2008 2009
Total 1,977,494,722 2,612,436,106 3,175,212,704 3,849,866,780 4,957,396,033
liabilities
Shareholders
equity 253,228,017 401,623,574 402,751,306 420,080,155 519,229,507
DER-Ratio 7.81 6.50 7.88 9.16 9.55

Source: researcher computation from financial statent of BOA

As it has been shown in table 4.5 above, debt tityecptio of Bank of Abyssinia was having the
highest ratios in 2008 and 2009 which were 9.16 %68 respectively which means creditors of
BOA has provided about 9.2 Birr in 2008 and alntétBirr in 2009 in financing for every one
Birr contribution by owners. As it can be obseryeain the financial statement of the bank, the
total liability of the bank has grown by 76 percértm the fiscal year 2005 to 2006, by 82
percent from 2006 to 2007 and by 64 percent frod72® 2009 but the growth of the total
shareholders equity is by 64 percent from 20050@62 only by 0.1 percent from 2006 to 2007
and by 19 percent from 2008 to 2009. This imptiegt the bank is highly dependent on the fund
generated from creditors or it is highly leveragéte bank’s management should take serious

measures in making important adjustments so asctdyr the problem.

2. Debt to Total Asset Ratio

The debt to asset ratio is the percentage of ttht financing the firm uses as compared to the
percentage of the firm's total assets. It helpssg®ihow much of your assets are financed using

debt financing.

The lower the Debt to Asset Ratio, the better,aspanies with high amounts of debt introduce
more risk. You certainly want to look very hardcaimpanies that have more Total Liabilities
than Total Assets, as this is a precarious posittwra company to be in. Depending on the
industry of the company, you might expect the comypep have two or three times as many
assets as liabilities. Anything less than this rhigé a signal that the company is running into
trouble.
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Draph 4.5 Debt to Total Asset Ratio
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As it is shown in the Graph 4.5 above, in the )9, the debt to total asset ratio of the Bank of
Abyssinia was around 0.91.The bank was having &ineesdebt to total asset ratio in the fiscal
years 2005 and 2007 which was around 0.89; and @&870.90 debt to total asset ratio was
reported in the fiscal years 2006 and 2008 respaygti This implies that from the bank’s total

assets, 89 percent of the assets were financetebjuhd generated from the creditors in the
fiscal year 2005, 87 percent in 2006, 89 perce0id/, 90 percent in the fiscal year 2008 and 91
percent in the fiscal year 2009.As it can be saemfthe financial statement of Bank of

Abyssinia the proportion of creditors contributi@nthe bank’s total assets is showing continuous
upward trend and this implies that the bank’s grentince is showing a declining trend i.e., the
bank is highly dependent on the fund granted froaditors. Therefore, the bank’s management

should appraise the causes in detail and takeatmeemeasures.

3. Equity Multiplier Ratio

A measure of financial leverage calculated as TAsskets/Total Stockholders' Equity. Like all
debt management ratios, the equity multipliervgag of examining how a company uses debt to

finance its assets. It is also known as the fir@neverage ratio or leverage ratio.
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In other words, this ratio shows a company's tatsets per dollar of stockholders' equity. A
higher equity multiplier indicates higher financlal’erage, which means the company is relying
more on debt to finance its assets.

It is calculated as:
EM = Total Assets / Total Stockholders' Equity

Table 4.6 Equity Multiplier Ratio

particulars
sEal Year
2005 2006 2007 2008 2009

Total assets | 2,230,722,739 3,014,059,680 3,577,964,010 4,269,946,935 5,476,625,540
Total
shareholders’ | 253,228,017 410,623,574 402,751,306 420,080,155 519,229,507
equity

EM-Ratio 8.81 7.50 8.88 10.16 10.55

Source: researcher computation from financial statent of BOA

As it can be seen from the above Table 4.6, th&yequiltiplier ratio of Bank of Abyssinia has
shown continuous growth starting from 2006 to 2@d%s grown from 7.50 in 2006 to 10.55 in
2009 which implies the bank’s total assets has lweetinuously financed by creditors of the
bank in huge amount or the contribution of the bapkvners is getting lesser and lesser. In other
words the creditors are highly investing in theets®f the company which implies the bank is
becoming highly leveraged. For instance, in thedlisyear 2005, for owners each one birr
contribution, the creditors of the bank are conitiflng around Birr eight and eighty-one cents,
this grows to almost to Birr ten and Birr eleverthe fiscal years 2008 and 2009.This shows that
the management of the bank has to work hard inciedithe debt amount through maximizing
the bank’s profit, increasing the efficiency of therkers, and using the idle assets in generating
profits, etc.
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4.1.4 Efficiency Ratios

The efficiency ratios and other ratios are keyomtio understanding financial statements. Our
ratio calculation spreadsheets reduce time andteffaalculating decision making ratios. They
reduce risk for lenders and investors and enableetsy managers and consultants to increase

productivity and business profits.
1. Asset Utilization Ratio

How effectively the bank is utilizing all of its sests is measured by assets utilization ratio. The
bank is presumably said to using its assets effggtin generating total revenues if the AU ratio
is high. If the ratio of AU is low, the bank is nosing its assets to their capacity and should
either increase total revenues or dispose of sdrtiee@ssets.
It is calculated as:

AUR = Total Revenuaital Asset

Graph 4.6 Asset Utilization Ratio
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As it has been indicated in graph 4.6 above, asfigtation ratio of Bank of Abyssinia has
showed constant trend from the fiscal year 200B0@8 which was around six percent. In 2005
and 2009 it was having an asset utilization ratibve percent, from the total profit the company
has generated the assets were contributed onpescent (in the fiscal years 2005 and 2009) and

five percent (in the fiscal years 2006 to 2008)isTimplies that even though the total asset
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proportion was increasing from year to year ,theticoution of the assets to the total profit of the
bank is not showing progress which implies thatdhsre assets which are contributing nothing
for the profit of the company. Therefore, the masmagnt of the bank has to make those assets
which are idle to contribute for the profit of thempany, if is not possible to do so the idle asset

have to be disposed off and reinvesting the furmther profitable investments.
2. Income to Expense Ratio

This is the most commonly and widely used ratioh@ banking sector to assess the managerial
efficiency in generating total income vis-a-vis trolling its operating expenses. Income to
expense is the ratio that measures amount of inceaneed per dollar of operating expense.
High income expense ratio is preferred over lower as this indicates the ability and efficiency
of the bank in generating more total income in cangon to its total operating expenses.

It is calculated as:

IER = Total income / TotaDperating Expenses

Table 4.7 Income to Expense Ratio

_ Ead Year
particulars - —5ae 2006 2007 2008 2009
Total 118,724,185 179.667,181 206,196,879 254.042,488 292.746.229
income
Total

operating | 36,683,611 56,745,638 111,216,547 232,135,062 147,346,454
expense

IER-Ratio 3.24 3.17 1.85 1.09 1.99

Source: researcher computation from financial statent of BOA

As it can be observed from table 4.7 above, thenreto expense ratio of the bank has shown a
declining trend from the fiscal year 2005 to 20@$tmuously, this implies that the bank’s
expenses are showing an upward trend continuougiythe total income was following the
reverse path or the total income that was genefabed a single dollar of expense is declining.

For instance, the total expense of the bank hasrglryy more than four hundred percent (From
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Birr 36,683,611 to Birrl47, 346,454) in the fisgalar 2009 than it was seen in the fiscal year
2005 but the total income of the bank was growrydnl two hundred percent (from Birr
118,724,185 to Birr 292,746,229) in the fiscal y2809 than it was observed in the fiscal year
2005. In the fiscal year 2005, the income to expeatio of the bank was 3.24 and it has reached
1.09 in 2009 which implies that the bank has gdedr8irr 3.24 and Birr 1.09 on each of the
single dollar expense it has incurred. It againwsdt increment to 1.99 in 2009 fiscal year.
Generally, the management of the bank in reducosiscand maximizing the total income is
shown a weaker effort. Therefore, the bank managerhas to assess the causes for these
problems critically and should take serious measure controlling the total expense and

maximizing the total income of the company.
3. Operating Efficiency Ratio

It measures managerial efficiency in generatingap®y revenues and controlling its operating

expenses. In other words, how efficient is the bignks operations unlike income to expense

ratio, which measures the amount of income earmedipllar of operating expense, operating

efficiency is the ratio that measures the amounopérating expense per dollar of operating

revenue. Lower operating expense is preferred bigerer operating expense as lower expense
indicates that operating expenses are lower tharatipg revenues. It is calculated as:

OER=Total Operating Exgnses / Total Operating Revenue

Graph 4.7 Operating Efficiency Ratio

2005 2006 2007 2008 2009

Fiscal Year

Source: researcher computation from financial statent of BOA
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As it has been seen in Graph 4.7 above, Bank obgibia’s operating efficiency ratio has shown
an increasing trend from the year 2005 to 2008 wingplies the amount of expense incurred on
each dollar of revenue is increasing. For instaimcéhe fiscal year 2005, the bank has incurred
only Thirty-one cents on each of one Birr revenuleais enjoyed but it has grown to Fifty-four
cents in 2007, Ninety-one cents in the fiscal y2@08.As it can be seen from the financial
statement of the bank, the efficiency of the bamk&nagement in controlling costs is showing a
declining trend, whose consequence is reducingdts revenue. Therefore, the management
should take appropriate measures to improve théonpesnce of the bank i.e., they should

seriously work in reducing expenses and maximiziogjs.

4.1.5 Credit Quality Ratios

One of the most important sources of income for mencial bank is the issuing of loans.
However, when a commercial bank makes loans ixp®sed to risks, because banks operate in
asymmetric information. The principal risk it fadssthe risk of defaulting interest payment or
the principal or both interest and loans. ThusnpIparformance measures bank's risk associated
with loans created by bank. In other words, it meas the quality of loans. The greater is the
amount of loan and interest in default, the highex risk for a bank, and the bank is going to be
rated as poor. The following three financial measware used for measuring the credit quality of

commercial banks.
1. Equity to Total Asset Ratio (ETAR)

Equity to Asset ratio measures equity capital apeecentage of total assets. It provides
percentage protection afforded by banks to theiestment in asset. It measures the overall
shock absorbing capacity of a bank for potenti@nl@sset losses. The higher the ratio of

EQTA, the greater is the capacity for a bank tdasnghe assets losses.
It is calculated as:

ETAR = Total Equity / Tatl Asset
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Table 4.8 Equity to Total Asset Ratio

year
particulars 2006 2007 2008 2009
Total 253228017 401,623,574 402,751,306 420080155 519,229 509
Equity

Total Asset 2,230,722,739 3,014,059,680 3,577,964,010 4,269,946,935 5,476,625,540

ETA-Ratio 0.11 0.13 0.11 0.10 0.09

Source: researcher computation from financial statent of BOA

As it has been indicated in Table 4.8 above, thetydp total asset ratio of Bank of Abyssinia is
showing almost a constant rate of equity to tosgkaratio each year. In the fiscal years 2005 and
2007 it was around eleven percent, thirteen perce@006, ten and nine percent in the fiscal
years 2008 and 2009 respectively which impliesotrerall shock absorbing capacity of a bank is
showing little progress from year to year. For amse, the owners are contributed only eleven
cents for each one Birr potential loan asset bsdehe company in the fiscal years 2005 and
2007 and it has shown no progress in the consecyéars rather it is declined to ten percent in
2008 and nine percent in 2009. This implies thatlihnk’s total assets have been continuously
financed by creditors of the bank in huge amounther contribution of the banks owners is
getting lesser and lesser. Therefore, the manageshéime bank has to take important measures

to maximize the owners’ contribution in the propamtof the total asset of the bank.
2. Equity to Loan Ratio (EQL)

Equity to loan ratio measures equity capital agmgntage of total loans. It provides equity as a
cushion (protection) available to absorb loan Iss3@e higher the equity to loan ratio, the higher

it will be the capacity for a bank in absorbingridasses.
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Graph 4.8 Equity to Total Loan Ratio
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Source: researcher computation from financial statent of BOA

As it has been indicated in graph 4.8 above, thaetyetp total loan ratio of Bank of Abyssinia
has shown a declining trend from the fiscal yed>® 2008, this implies that the proportion of
the total share holders’ equity of the companyhi tbtal loan of the bank is getting lower and
lower. This in turn shows that the bank is gramtimge amount of loan to its customers and if in
case the bank faces risk of loan repayment, thegption of the owners in resisting the shock of
loss is lower i.e. the company will be in a positio face bankruptcy. For instance, the loan of
the bank that was granted to its customers hasrgfomn Birr 1,172,968,585 in the fiscal year
2005 to Birr 2,442,747,456 in the fiscal year 20@%as grown by more than hundred percent
but the total equity did not show such amount ainges (it has grown by only about Birr 250
million from the fiscal year 2005 to 2009). Thiglicates that the bank did not take measures to
maximize shareholders equity. Therefore, the baakagement has to work to maximize the
total shareholders equity and to use strict tearegqof credit management to appraise

customers’ position before granting loans.
3. Non Performing Loans to Total Loan Ratio (NPTLR)

Non performing loan to total loan ratio is one lo¢ tmost important criteria to assess the quality

of loans or asset of a commercial bank. It meastirespercentage of gross loans which are
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doubtful in banks’ portfolio. The lower the ratid won performing loan to total loan ratio, the

better is the asset/credit performance for the ceraial bank.

To measure banks’ creditworthiness and risk exgssigr a complicated issue and it is not easy
to interpret banks’ accounting data. ( Kaminsky &®inhart,1999) argued that indicators of
business failures and nonperforming loans arewssally available only at low frequencies, if at
all; the latter are also made less informative agyKks desire to hide their problems for as long as
possible. This means that it is needed to use lgsdnd complexly as possible all available
financial information from the official financialtaements of banks for making financial

analysis of banks’ performance.

Table 4.9 Non Performing Loan to Total Loan Ratio

year
] 2005 2006 2007 2008 2009
particulars
Non
performing
Loan 2,505,971 4,159,280 46,756,843 142,771,341 15,641,598

Total Loan 1,172,968,585 1,901,466,545 2,197,341,801 2,566,577,377 2,442,747,456

NPLTL- 0.002 0.002 0.02 0.06 0.006
Ratio

Source: researcher computation from financial statent of BOA

As it can be observed from Table 4.9 above, tha tain-performing loan to total loan ratio of
Bank of Abyssinia shows that the bank’s non-perfogrioan is showing an increasing trend
from the fiscal year 2005 to 2009.In the fiscal ry2805, from the total loan granted to its
customers around 0.4 percent was reported as morpéeng loan, in 2007 it has grown to two
percent, in 2008 still it has grown to six percand in the fiscal year 2009 it has improved to
about 0.6 percent. This implies that the bank’sgerance was showing an irregular trend. For
instance, in the year 2005, the loan that wasuedfollectible was only 0.4 percent (about Birr
4,159,280 out of Birr 1,172,968,585) but in 2008hds grown to six percent (about Birr
142,771,341 out of Birr 2,566,577,377) which imglteat the bank has granted huge amount of
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loan to customers with out using appropriate cregppraisal techniques. Therefore, the
management has to follow critical credit appraisathniques before granting loan to its

customers.
4.2 Comparative Analysis of Bank of Abyssinia wi2ther Private Commercial
Banks

In this section, the financial performance of BarikAbyssinia in comparison with the financial

performance of other private commercial banks imdftia is presented. Those banks which were
established before the fiscal year 2005, with atrsosilar number of branches and total capital
reserve are selected for comparison purpose. Baséluese criteria; the banks which were taken
for comparison purpose are United Bank Share Compalegagen Bank Share Company, and
Nib International Bank Share Company. The naméetianks, number of branches, total capital

and date of establishment are presented here under.

Name of the bank Established in (G.C) Number ohbnas Total capital (ir009)
AIB Sc. Company 1994 60 750,000,000
DB Sc. Company 1995 55 909,000,000
WB Sc. Company 1997 50 532,000,000
BOA Sc. Company 1996 47 519,229,507
UB Sc. Company 1998 41 519,974,509
NIB Sc. Company 1999 45 728,823,558

Source: NBE and the banks’ financialagements
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4.2.1 Profitability Ratios

1. Return on Asset Ratio

Graph 4.9 Return on Asset Ratio
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Source: rasgher computation from financial statement of tHenks

As it has been in Graph 4.9 above, all the pricat@mmercial banks have shown the same return
on asset ratio in 2005 and 2006 which was arourektpercent which implies the total asset of
the banks has contributed only three percent obtrks’ profit. From 2007 to 2009, Bank of

Abyssinia has scored lower ratio than the averdggl the private commercial banks. As it was

already explained this was caused as a resulteofdhtinuous increment observed in the bank’s
expenses (especially in the provisions for doubltfahs and advances) and declining trend in the
profit of the bank. Wegagen bank has shown thedsigreturn on asset ratio in 2009 which was

around four percent.
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2. Return on Equity

Table 4.10 Return on Equity

year Commercial banks average
BOA UB WB NIB

2005 0.24 0.25 0.26 0.21 0.240

2006 0.22 0.23 0.28 0.20 0.233

2007 0.16 0.18 0.28 0.18 0.200

2008 0.04 0.19 0.23 0.19 0.163

2009 0.19 0.18 0.22 0.21 0.200

Source: researcher computation from financial statent of the banks

As it can be seen from the above Table 4.10, BdnKbyssinia’s return on equity ratio has
shown the lowest figure in all the fiscal yearsnfir@005 to 2009 when it is compared with the
average of private commercial banks return on gguaitio which implies that the total share
holders equity of the bank is contributing a loveenount for the total profit of the bank. For
instance, in the fiscal year 2005, about 24 percérthe total profit was generated from the
equity of the bank; 22 percent in 2006, but infieeal year 2008, only four percent of the total
profit was generated from the equity of the banlkegégen bank has shown the highest return on
equity ratio in 2006 which was 28 percent and theekt return on equity ratio by Bank of

Abyssinia in 2008 which was four percent.
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3. Profit to Expense Ratio

Graph 4.10 Profit to Expense Ratio
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Source: researcher computation from financial statent of the banks

From the Graph 4.10 above, in the fiscal year$20@ 2006, Bank of Abyssinia has reported a
higher profit to expense ratio than the averagditpim expense ratio of the private commercial
banks which was around Birr 2.24 and 2.17 respelgtithis implies that from each one birr
expense the bank has incurred, it has enjoyed fa pfdirr two and twenty-four cents in the
fiscal year 2005 and Birr two and seventeen cenZ)0D7. From the fiscal years 2007 to 2009, a
lesser profit to expense ratio was seen in Barklyssinia. This shows that when comparing the
bank with the other private commercial banks immkerof controlling costs and maximizing
profits, its management has performed weaker amtinéo make corrective measurements

especially in controlling costs and improving ptefi
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4. Net Interest Margin

Table 4.11 Net Interest Margin

year Commercial banks average
BOA UB wWB NIB
2005 71,768,396 28,507,850 58,397,888 59,065,964 54,435,025
2006 124,504,587 42,716,890 85,000,000 73,093,026 81,328,626
2007 141,057,823 82,569,642 129,729,134 105,152,759 114,627,340
2008 159,016,010 108,303,969 148,565,012 147,780,386 140,916,344
2009 163,827,698 122,411,144 150,085,783 178,477,545 153,700,543

As it has been shown in Table 4.11 above, Banklmfs8inia has shown the highest net interest

Source: eascher computation from financial statement of thanks

margin in all the fiscal years from 2005 to 2009ere the net interest margin of the bank was

much greater than the average rate of all the f@ieammercial banks taken for comparison

purpose. As it can be seen from the financial statds of the banks (see from appendix) , Bank

of Abyssinia has granted huge amount of loan comgat with the loans granted by the other

private commercial banks taken for analysis purpagech in turn enables the bank to generate

high amount of net interest income. But on the @yt extending huge amount of loan implies

that the bank’s credit policy is not strict and thenk does not use critical credit appraisal

technigues and the management has to take cautignsnting loans.

56



5. Non-interest Income to Asset Ratio

GRAPH 4.11 Non-interest Income to Asset Ratio
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As it can be seen from Graph 4.11 above, a constandl of 0.02 (two percent) non-interest
income to total asset ratio was registered by Bdrnkbyssinia from the fiscal year 2005 to 2009
which was lesser than the average ratio of theapgicommercial banks in all the fiscal years
considered in the study which means only two pedroéthe total non-interest income has been
generated from the total assets of the bank. Thiiés that even though the total asset of the
bank has shown continuous growth, the total nogrést income has also grown in proportionate
amount, which means the bank has equal proporfigmosvth of non-interest income to its total
assets at each fiscal year. As it can be seentfierfinancial statement of the banks, from all the
private commercial banks considered for analysippgae, Wegagen bank has shown better

performance which was more than the rate repoyatidother banks.
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6. Return on Deposit Ratio

Table 4.12 Return on Deposit Ratio

year Commercial banks average
BOA UB WB NIB

2005 0.04 0.04 0.04 0.04 0.040

2006 0.04 0.03 0.04 0.04 0.038

2007 0.02 0.04 0.04 0.04 0.035

2008 0.01 0.04 0.05 0.05 0.038

2009 0.02 0.03 0.05 0.05 0.038

Source: eascher computation from financial statement of th@nks

As it is depicted in Table 4.12 above, a lower meton deposit ratio was reported by Bank of
Abyssinia in 2008 which was around one percent wt@nparing with the average return on
deposit ratio of the private commercial banks whidlplies the contribution of deposits of the

bank to its profit before tax was only one percéritis shows that the bank is not using
customers’ deposits to generate income or it hassiimg it in non profitable investment. In all

the fiscal years considered, the return on depasa of the bank was the lowest of all the other
private commercial banks considered in the studyepiin the fiscal year 2005.Therefore; the
bank management has to verify the causes in datdilhas to take corrective actions. From all
the private commercial banks, Wegagen bank andIigrnational Bank have shown better

performance.
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4.2.2 Liquidity Ratio

1. Loan to Deposit Ratio

Graph 4.12 Loan to Deposit Ratio

1.2
1
—e—BOA
0.8 1 i/l/ —=—UB
X 06 WB
-
04 NIB
—¥— AVERAGE
0.2
0

2005 2006 2007 2008 2009

Fiscal Year

Source: researcher computation from financial statent of the banks

As it can be seen from Graph 4.12 above, whendhe to deposit ratio of Bank of Abyssinia
was compared with the average loan deposit rativ@fother private commercial banks, it has
shown better performance than United Bank and igss#ormance than Nib International Bank.
The loan to deposit ratio of Bank of Abyssinia heached its maximum peak in the year 2006
which was around 87 percent which implies the bhak granted eight-seven percent of its
deposits as a loan to its customers and only #rirfeercent was kept in the bank, this shows that
although the bank was generating interest incoram fthe loan granted, the bank may face
liquidity risk because customers may withdraw tlssiving account and transaction deposits at
any time. Nib international bank has granted 9&gatr of the deposits as loan to its customers in
the fiscal year 2006 and 93 percent in 2007.

2. Loan to Asset Ratio

The loan to assets ratio measures the total loatssamding as a percentage of total assets. The
higher this ratio indicates a bank is loaned up istquidity is low. The higher the ratio, the

more risky a bank may be to higher defaults.
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Table 4.13 Loan to Asset Ratio

year Commercial banks average
BOA UB wWB NIB

2005 0.53 0.53 0.59 0.63 0.570

2006 0.63 0.61 0.71 0.70 0.663

2007 0.61 0.63 0.59 0.67 0.625

2008 0.60 0.56 0.54 0.56 0.565

2009 0.45 0.49 0.41 0.44 0.448

Source: researchengautation from financial statement of the banks

As it is indicated in Table 4.13 above, Bank of Asipia’s loan to total asset ratio has shown a
better figure from the fiscal year 2005 to 2007wihich the total loan to total asset ratio was
lesser than the average total loan to total assiet of the other private commercial banks. The
total loan of the bank was accounting only 53 paroé the total assets in 2005, it has grown to
63 percent in 2006 and 61 percent in 2007; thesesrahowed the bank’s better performance
comparing it with the other private commercial beuwcknsidered in the study. In 2008 and 2009
the loan to total asset ratio of Bank of Abyssimés declined comparing it with the average loan
to total asset ratio of the private commercial Isatdken for comparison purpose, 60 percent in
2008 and 45 percent in the fiscal year 2009.
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4.2.3 Risk and Solvency Ratios

1. Debt to Equity Ratio

Graph 4.13 Debt to Equity Ratio
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As it has been shown in Graph 4.13 above, the webkfuity ratio of Bank of Abyssinia has
shown a lower rate than the average debt to eqaiiy of the other private commercial banks
except in the fiscal year 2006.In the fiscal ye@d@& and 2009,the debt to equity ratio of bank of
Abyssinia was 9.16 and 9.55 respectively which iegpfor every one birr contribution by the
owners, creditors of the bank has contributed atrbar nine in 2008 and birr ten in 2009.This
shows that the bank is highly dependent on borrofueds, which in turn reminds the bank
management to search ways to maximize the contribwf share holders. From all the private

commercial banks Nib International Bank has rembhtetter performance.
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2. Debt to Total Asset Ratio

Table 4.14 Debt to Total Asset Ratio

year Commercial banks average
BOA UB WB NIB

2005 0.89 0.88 0.89 0.87 0.883

2006 0.87 0.88 0.89 0.86 0.875

2007 0.89 0.84 0.88 0.84 0.863

2008 0.90 0.86 0.85 0.84 0.863

2009 0.91 0.89 0.84 0.85 0.873

As it can be seen from the Table 4.14 above, afthall the private commercial banks have
reported relatively closed figures, Bank of Abyssisdebt to total asset ratio showed the lowest
rate than the average ratio of the private comrakbanks. For instance, in the fiscal years 2008
and 2009 the debt to total asset ratio of the hvaak 0.90 and 0.91 respectively, which implies
that from all the total assets of the company atn®@spercent in the fiscal year 2008 and 91
percent in 2009 of the assets have been alreadydad by funds generated from creditors. As it

has been already explained, this is an indicatibthe bank’s high dependence on borrowed

capital.

Source: researcher computation from financial statent of the banks
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3. Equity Multiplier Ratio

Graph 4.14 Equity Multiplier Ratio
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As it has been indicated in Graph 4.14 above, vdoanmparing the average equity multiplier ratio
of the private commercial banks with that of BahlAbyssinia’s equity multiplier ratio, Bank of
Abyssinia has still showed the lowest performartes. instance, in the fiscal years 2008 and
2009 the bank’s equity multiplier ratios were 10dd 10.55 respectively which implies for
every one Birr contribution by the owners the d@udi of the bank have contributed Birr ten in
the fiscal year 2008 and almost Birr eleven in 2806 this in turn implies that the company is
suffering from high amount of debt. Nib Interna@mBank has shown the best performance of

all the other private commercial banks considecedife study.
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4.2.4 Efficiency Ratio

1. Asset Utilization Ratio

Table 4.15 Asset Utilization Ratio

year Commercial banks Average
BOA UB WB NIB

2005 0.05 0.07 0.08 0.08 0.070

2006 0.06 0.06 0.08 0.08 0.070

2007 0.06 0.07 0.08 0.08 0.073

2008 0.06 0.07 0.08 0.09 0.075

2009 0.05 0.06 0.08 0.09 0.070

Source: researcher computation from financial statent of the banks

As it is depicted in Table 4.15 above, when conmgathe average asset utilization ratio of the
private commercial banks with that of Bank of Abgsss asset utilization ratio, Bank of
Abyssinia has still showed the lowest performarnethe fiscal years 2006 to 2008, only six
percent of the total profit was generated from dkseets of the company which is much lesser
than the average ratio of the private commerciakband only five percent of the total profit of
the bank was generated from the total assets dbdhk in the fiscal years 2005 and 2008. This
shows that the bank is not using its assets taiboie more to the profit of the bank or there are
idle assets which are bringing nothing to the bamkbfit. Nib International Bank has shown the

best performance of all the other private commeébaaks considered.
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2. Income to Expense Ratio

Graph 4.15 Income to Expense Ratio
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As it can be seen from Graph 4.15 above, in trealffigears 2005 and 2006, Bank of Abyssinia
has shown the highest performance than the otheatprcommercial banks with an income to
expense ratio of 3.24 and 3.17 respectively. Thies that for every Birr one expense the bank
has incurred, it has generated a profit of almast Band 24 cents in the fiscal year 2005 and
almost Birr 3 in 2006 which shows the efficiencynshnagement in maximizing profit. From the
fiscal year 2007 to 2009, Bank of Abyssinia haswskth that it has performed lesser than the

average income to expense ratio of the other gigatnmercial banks considered in the study.
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3. Operating Efficiency Ratio

Table 4.16 Operating Efficiency Ratio

year Commercial banks Average
BOA UB WB NIB
2005 0.31 0.42 0.33 0.52 0.395
2006 0.32 0.39 0.49 0.50 0.425
2007 0.54 0.43 0.30 0.49 0.440
2008 0.91 0.42 0.29 0.50 0.530
2009 0.50 0.48 0.33 0.48 0.448

Source: researclotemputation from financial statement of the banks

As it has been depicted in Table 4.16 above, whenperformance of bank of Abyssinia is
compared with the other private commercial bank®rating efficiency ratio, 2005 and 2006
fiscal years were marked by better performanceénefliank. It has incurred lower expenses for
the revenues it has generated; an expense of @2 pger an income of Birr one generated in the
fiscal year 2005 and only an expense of 0.31 der2§06. From 2007 onwards its performance
showed a declining trend and it has even showrotliest effort in 2009 by having an operating
efficiency ratio of 0.91, incurring 91 cents on ledgirr one of revenue. From all the private
commercial banks considered in the study, Wegagek bas showed the best performance by

controlling the costs of the company and maximiztagrofits.
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4.2.5 Credit Quality Ratios

1. Equity to Total Asset Ratio (EQTA)

Graph 4.16 Equity to Total Asset Ratio
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As it can be seen from Graph 4.16 above, the eduitiotal asset ratio of Bank of
Abyssinia is shown a declining trend from the flsggar 2006 to 2009.In the fiscal year
2005 it was around 11 percent i.e. from the tosakaof the company the owners of the
bank are contributing only 11 percent and the &spercent is financed by creditors.
This figure has grown to 13 percent in 2006, arfthe again declined to 10 and 9 percent
in the fiscal years 2008 and 2009 respectively twhioplies that the overall shock
absorbing capacity of the bank is showing almospragress from year to year. This
indirectly implies that the bank’s shareholdersitzps not showing significant growth

and the bank is dependent more on creditors.
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2. Equity to Loan Ratio (ELR)

Table 4.17 Equity to Loan Ratio

year Commercial banks Average
BOA UB WB NIB

2005 0.22 0.22 0.19 0.21 0.21

2006 0.21 0.20 0.16 0.20 0.19

2007 0.18 0.26 0.20 0.24 0.22

2008 0.16 0.26 0.27 0.29 0.25

2009 0.21 0.25 0.40 0.34 0.30

Source: eascher computation from financial statement of thmanks

From Table 4.17 above, the equity to total loarorat Bank of Abyssinia has shown a declining
trend from the fiscal year 2005 to 2008 (0.22 ie tiscal year 2005 to 0.16 in the year 2008),
which means from the total loan granted to borrewsrthe bank the owners have contributed
only 22 percent in the fiscal year 2005 and 16 graran 2008. This implies that the proportion
of the total share holders’ equity of the compamyhe total loan of the bank is getting lower and
lower. This in turn shows that the bank is gramtimge amount of loan to its customers and if in
case the bank faces risk of loan repayment, thpoption that the owners will contribute in

resisting the shock of loss is lower which on tlibeo hand shows the company’s potential

exposure to the possibility of bankruptcy.
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3. Non Performing Loans to Total Loan Ratio (NPTLR)

Graph 4.17 Non-performing Loan to Total Loan Ratio
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As it has been depicted in Graph 4.17 above, timepeoforming loan of Bank of Abyssinia has
shown the best performance in the fiscal years 20052006 with a ratio of 0.002 which implies
that from the total loan granted to the bank’s Esdnly 0.2 percent (Birr 2,505,971 out of Birr
1,172,968,585in 2005 and Birr 4,159,280 out of Birr 1,901,465t 2006) were left
uncollected. As it can be seen from the finandilesnent of the bank, from the fiscal year 2007
on wards the performance of the bank has showmwaward trend; with a ratio of 0.02 in 2007,
0.06 in 2008 and 0.006 in 2009.These periods wexkked by the lowest performance of the
bank in collecting the loan granted to lendershef bank. Especially in the fiscal year 2008, the
bank has failed to collect birr 142,771,341 (whigds around 6 percent) of the total loan granted
at this period which is the highest figure wheis ieven compared with the average ratio of non-
performing loan to total loan ratio of the privatmmercial banks considered in the study.
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Chapter v: Conclusions and Recommendations

This chapter which is entitled as conclusion ancbmemendation is designed to present the
conclusions made from the discussion and analyaisqgl the study and it then provides some
recommendations.

5.1 Conclusions

» The return on asset of the Bank of Abyssinia hasveha declining trend each year from
the fiscal year 2006 to 2008. In the fiscal yea®@®0t has reached the minimum level
which was around two percent. When the bank’s metur asset has been compared with
the other private commercial banks, its performam@s showing the lowest rate

comparing it with the average return on asset i&tibhe banks considered in the study.

» Bank of Abyssinia has reported the maximum retum eguity in the fiscal year
2005.From the fiscal year 2006 onwards the returrequity of the bank has declined
continuously and in the fiscal year 2008 it hashea the lowest rate which was around
4 percent. When the bank’s return on equity waspaoed with the average of the
private commercial banks performance, it was havheg lowest rate of all the other

banks considered in the study.

> Profit to expense ratio of Bank of Abyssinia waswimg the maximum rate in the fiscal
years 2005 and 2006 which was around 2.24 and r2dgectively. These rates were
even the highest rates when compared them witlatkeage profit to expense ratio of
the private commercial banks. Starting from thedisyear 2007 to 2009 the profit to
expense ratio has shown declining trend which veasdr than the average profit to

expense ratio.

» Bank of Abyssinia has shown a constant rate of interest income to total asset ratio

from the fiscal year 2005 to 2009 which was aroQr@R.This rate was the lowest rate
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comparing it with the average non-interest incometdtal asset ratio of the private

commercial banks.

The same rate of return on deposit was reporteBlamk of Abyssinia which was around
0.04 in the consecutive fiscal years of 2005 an@62lhe minimum rate was shown in
2008 .From 2007 to 2009 the return deposit ratithefbank was lower than the average

rate of the private commercial banks.

In the fiscal years 2005 to 2007 Bank of Abyssimia reported a better rate in the total
loan to total asset ratio comparing it with therage ratio of the private commercial

banks .Less performance in this ratio was seelnditonsecutive years, 2008 to 2009.

The debt to equity ratio of Bank of Abyssinia haswn the lowest rate in all the fiscal
years starting from 2005 to 2009.In 2009 the badkt to equity ratio has reached the

lowest level which was around 9.55.

Debt to total asset ratio of Bank of Abyssinia was same in the fiscal years 2005 and
2007.The bank has reported the lowest rate in Ziffiparing it with the average rate of
the private commercial banks, weak performance Ib@sn reported by Bank of

Abyssinia.

The equity multiplier of Bank of Abyssinia has shoeontinuous improvement from the
fiscal year 2005 to 2009. But when it is compareth the average rate of the private

commercial bank, the banks performance was thedbwe
The same asset utilization ratios in the fiscalry€2006 to 2008 was reported by the

Bank of Abyssinia. Lower rate of performance wagsoréed by the bank in all the fiscal

years when it is compared with the average rateeprivate commercial banks.

71



» The income to expense ratio of the Bank of Abyssiras shown a declining trend from
2005 to 2008.But in 2005 and 2006 the banks pedooa was better than the
performance of the other private commercial bartkem 2007 onwards the banks

performance has shown a declining trend.

» The operating efficiency ratios of Bank of Abyssirwere remarked by an increasing
trend in 2005 and 2006.From 2007 to 2009 the pexdoce of the bank has shown a
declining trend when it was compared with the ageraperating efficiency ratio of the

other private commercial banks.

» The proportion of non-performing loan to total loahbank of Abyssinia has shown a
declined trend from the fiscal year 2006 to 2009cWwhmplies that the bank’s credit
management is becoming weaker and weaker or theibarot appraising the quality of

borrowers and the increment of doubtful loan |eftailectible.

» From all the measurements used in the study toyamahe financial performance of
Bank of Abyssinia (both the trend and comparativericial performance analysis
approaches), it is can be concluded that the baiiéscial performance is declining
from one fiscal year to the other in all the stydyiods considered in the paper (2005 to

2009), which implies the bank’s future sustain&pis under question.
5.2 Recommendations

» The profitability ratios (return on asset, return equity, return on deposit, income
expense ratio, non-interest income to asset rdtiodok of Abyssinia have shown a
declining trend in all the study periods (from fireecal year 2005 to 2009).This implies
that the performance of the bank became weakernggaker. In order to improve its
profitability the management of bank of Abyssin@sto reduce the proportion of non-
performing loan to total loan, search for less lgosapital sources, dispose off the assets
which are not contributing for the profitability dfie bank, and work to maximize the

overall profits of the bank through investing imfitable investments.
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» Bank of Abyssinia’s liquidity ratio showed a flueting trend. From 2005 to 2006,it has
grown by 15 percent but from the fiscal year 200662009, this ratio has shown a
declining trend which implies that the bank haststhto retain most of its deposits. This
in turn shows that the bank has much unproductgh @n the store, which is costly since
continuous interest rate will be paid on this idesh. This had its own impact on the
overall profitability of the bank. Therefore, tharik management has to work to retain
optimum amount of cash and granting the excess attouborrowers of the bank as a

loan or investing it in other profitable investm&nt

» The risk and solvency ratios (debt to equity ratept to total asset ratio and equity
multiplier ratio) of bank of Abyssinia have showmr@ntinuous growth. This implies that
the bank has becoming more and more dependent muas firom creditors of the
company; this is very risky for the overall sus#diitity of the bank. Therefore, the bank’s
management has to work to maximize the amount ofeesV equity, and has to search for
other sources of cash (like selling shares), etihabthe performance of the bank can be

improved.

» The efficiency ratios of the bank (asset utilizati@tio, income to expense ratio, and
operating efficiency ratio) have shown that themperformance is deteriorating from
year to year. This was because the costs of theware increasing from time to time but
the revenues of the bank were following the revearsmd. Therefore, the bank’s
management has to work to reduce the costs (ftanins, reduce the expense incurred for
the proportion of non-performing loans to totaldoand other administrative expense)
and maximize the revenues of the bank by redutiagkpense per dollar of the revenues
generated.

» The credit quality of bank of Abyssinia has showrattthe bank’s performance is
becoming weaker and weaker from time to time. Trhglies that the bank’s performance

in collecting its loan granted to its borrowerdacoming lesser which in turn increases
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the expenses of the bank (because interest hasidoop deposits) and this makes the
bank to be more dependent on creditors to covezratdministrative and operational
costs. Therefore, the bank’s management has to workduce the proportion of non-
performing loan to total asset ratio and to maxertize proportion of owners’ equity of

the company.

Since the number of banks is increasing from timdirne, it is important to have a
responsible centralized body which can provide ghomformation about the sector to
interested parties like academicians, researchagdysts, etc. But in Ethiopia there is no
centralized party which can provide the neededrmétion recently. Therefore, the
concerned parties (may be National Bank of EthiapiaMinistry of Finance) have to

establish such type of responsible body to fatdifast information flow concerning the

sector.

Financial performance analysis is useful tool toownthe financial health of any
company. This is done by either analyzing the fiasincial performance trend of the
company or comparing its performance to the peréorre of other similar companies. To
compare one company’s performance to the perforsmahd¢he other, a standard bench
mark is needed, but there is no a settled staratgaichst which comparison can be made
in Ethiopia. Therefore, the concerned party, cériiemk of Ethiopia, has to take this

responsibility and should settle a bench mark ¢hatbe used as a standard.

Even though there are a number of important deteanti variables which have
significant influence on the financial performance any company such as political
affairs, inflation, economy, management philosopgtyg, they were not considered in this
study. Therefore, further research works shoulditvee in this area by considering all

these variables.
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Appendix



BANK OF ABYSSINIA SHARE COMPANY
BALANCE SHEET

AS AT 30 JUNE,
200t 200¢ 2007 200¢ 200¢
ASSETS
Cash and Bank Balances
Cash on hand 109,500,832 101,106,090 128,155,83825,464,779 612,145,892
Deposits with Local
Commercial Banks 15,773,899 5,068,762 428,828 1,464,888 15,628,916
Deposits with Foreign 193,235,775 203,021,312 260,260,211 294,932,194 ,9394138
Banks
Reserve Account with 80,017,347 99,017,347 130,017,347 445,017,347 60306
NBE
Other Accounts with NBE _ 360,337,637 | 372,994,734 | 822,003,597 | 375,767,206 | 1,088,572,508
758,865,490 781,208,245 822,003,597 1,442,646,42496,293,802
Items in course of
collection from other 75,739,464 99,371,516 119,367,091 | 101,102,831 | 131,298,130
banks
Deposits and Prepayments 3,984,886 5,151,392 9AB4, 10,435,575 10,591,683
Loans and Advances to | 1,172,968,585| 1,901,466,545 2,197,341,801 2,5663%77| 2,442,747,456
Customers
Other Assets 13,837,763 9,356,072 7,047,312 83393, 118,055,094
Customers’ Liabilities on | 173,517,858 180,332,154 | 181,807,580 - -
L/C
2,198,914,046 | 2,976,885,924 3,536,652,309 2,76)432 | 2,702,692,363
Intangible fixed Assets 1,020,748 846,477 672,206 - 1,153,004
Tangible fixed Asset 30,787,945 | 36,327,279 40,639,495 65,473,144 75,998,395
TOTAL ASSETS 2,230,722,739| 3,014,059,680 W>64,010| 4,269,946,93p 5,476,625,540
LIABILITIES
Deposits
Demand Deposits 333,275,052 403,275,052 0581029 785,253,055 1,211,306,002
Savings Deposits 1,183,255,052  1,54872%®, 1,898,101,450 2,411,495,128 3,049,747,076
Fixed time Deposits_111,096,783| 225,357,313 | 312,168,110 | 281,018,825 | 233,133,349
1,627,627,080| 2,176,885,481 2,721,327,389 3,47/0Q08 | 4,494,186,427
Margins held on L/C 36,889,148 45,447,427 34,708,48 | 76,834,074 89,332,936
Other liabilities 118,476,315 172,866,461 208,938,1 | 287,933,943 328,909,679
Provision for tax 20,984,321 36,904,583 28,454,915 7,331,755 44,966,991
Bank’s liabilities on L/C 173,517,858 | 180,332,154 | 181,807,580 | 76,834,074 89,332,936
TOTAL LIABILITIES 1,977,494,722 | 2,612,436,106 38,212,704 | 3,849,866,780 4,957,396,083
CAPITAL AND
RESERVES
Paid-up capital 165,726,575 264,713,109 265,@m,0| 312,571,450 313,141,425
Share premium - - - 2,827,540 2,827,540
Legal reserve 36,203,274 58,023,261 74,598,461 8,762,326 103,854,312
Special reserve 5,506,436 13,427,245 13,427,245 13,427,245 29,918,839
Retained earnings 45,791,732 | 65,459,959 49,725,600 12,491,594 73,487,391
253,228,017 401,623,574 402,751,30€ 420,080,155 9,239,507
Total Liabilities and 2,230,722,739 | 3,014,059,680 3,577,964,J10 4,2690386| 5,476,625,540
Shareholders Fund

Source: Financial Statent of BOA from 2005 to 2009
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UNITED BANK SHARE COMPANY

BALANCE SHEET

AT 30 JUNE,
2005 2006 2007 2008 2009
ASSETS
Cash and bank balances 484,382,029 592,675,4P0 ,71/731 1,385,712,083 2,485,621,482
Loans and advances 570,025,059 974,949,418 186088 | 1,809,902,83F 2,086,516,785
Other assets 6,757,045 17,440,479 24,235,873 18945 | 36,221,539
Deferred charges 1,042,996 917,154 1,041,530 10634, 1,325,320
Investment - - 320,000 320,000 506,000
Fixed assets 10,725,125 13,586,332 31,549,592 3265 42,251,974
TOTAL ASSETS 1,072,932,254 1,599,568,803 2,181,809 | 3,250,281,316 4,652,443,000
LIABILITIES
Deposits from 746,432,689 1,220,580,816 1,541,089,453 2,324,888,23,381,837,372
customers
Deposits from 118,735,542 72,178,991 139,680,126 118,963,649 923324
institutions
Other liabilities 42,129,282 51,960,005 85,258,458| 142,400,869 182,933,109
Margin held on L/C 28,795,152 47,534,159 34,395,684 161,861,101 293,825,226
Profit tax payable 11,963,204 | 15,955,194 22,585,753 34,795,499 39,958,060
TOTAL 948,055,869 1,408,209,165 1,823,009,474 2,782,709,3,132,468,491
LIABILITIES
CAPITAL AND
RESERVES
Paid-up capital 87,664,950 130,834,967 259,326,669830,277,074 355,202,724
Share premium 130,676 1,595,547 9,057,087 | 5,278,954 7,019,008
Legal reserve 13,803,181 24,724,204 40,792,802 563864 86,948,104
Retained earnings 23,277,578| 34,204,920 50,557,777 68,764,045 70,804,673
124,876,385 191,359,638 359,734,335 467,871,987 ,934%09
TOTAL 1,072,932,254 1,599,568,808 2,182,743,809 3,25(8281 4,652,443,00Q
LIABILITIES AND
CAPITAL

Source: Financig@tatement of UB from 2005 to 2009
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WEGAGEN BANK SHARE BANK
BALANCE SHEET

AT 30 JUNE,
2005 2006 2007 2008 2009
ASSETS
Cash and balances | 619,515,948 661,000,000 1,319,806,1830 1,803,396,62¢015,000,000
with banks
Loans and advances 951,028,332 1,516,000,000 B@&H672 | 2,207,928,130 1,984,000,000
Other assets 21,733,898 - 43,711,990 45,989,232 -
Deferred charges 2,351,713 - 597,068 &5, -
Fixed assets 21,022,695 | 25,000,000 | 49,464,353 56,391,267 58,000,000
Total Assets 1,615,652,58 2,259,000,000 3,48028D,| 4,124,891,893] 5,118,000,000
LIABILITIES
Deposits from 1,230,004,473 - 2,236,538,813 2,567,876,386 -
customers
Deposits from 58,444,599 - 487,087,044 398,453,771 -
institutions
Demand deposits - 725,000,00( 1,870,000,000
Savings deposits - 723,000,00( 1,518,000,000
Fixed deposits - 330,000,000 340,000,00(
Other liabilities 88,756,525 118,000,000 153,788,03| 228,878,979 264,000,000
Margin held on L/C | 42,683,699 85,000,000 144,460,64| 260,159,917 214,000,000
Provision for profit | 15,583,530 23,000,000 41,305,813 51,153,448 75000,
tax
Leasehold land - - 13,892,078 12,920,604 -
payable
Total liabilities 1,435,472,826| 2,004,000,000 3,0074,424 | 3,519,443,103 4,281,000,000
CAPITAL AND
RESERVES
Paid-up capital 110,994,000 151,000,000 233,T89,0| 370,825,000 532,000,000
Share premium 1,683,200 - 5,241,450 9,679,450 -
Legal reserve 28,162,621 46,000,000 73,622,138 33015 153,000,000
Special reserve 3,557,722 5,000,000 7,972,089 4788 16,000,000
Retained earnings 35,782,217 | 53,000,000 | 83,231,289 104,128,130 | 135,000,000
1,615,652,586| 255,000,000 | 403,205,966 | 605,448,788 | 836,000,000
TOTAL CAPITAL | 1,615,652,586| 2,259,000,000 3,480,280,390 4,1243831| 5,118,000,000
AND
LIABILITIES

Source: Finaal Statement of WB from 2005 to 2009
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NIB INTERNATIONAL BANK SHARE COMPANY

BALANCE SHEET

D

AS AT JUNE,
2005 2006 2007 2008 2009
ASSETS
Cash and bank balances
Cash on hand 138,129,044 110,843,536 146,824,383 341,295,450 1,026,241,659
Reserve account with | 54,917,075 62,916,920 80,916,920 317,916,920 46090
NBE
Payment account with | 42,806,914 30,549,825 197,758,297 402,171,911 493,80
NBE
Deposit with local banks 27,677,144 22,778,504 20,604,640 93,725,297 189,093,330
Deposit with foreign 200,099,342 | 207,761,791 | 248,908,693 | 177,576,042 | 212,960,066
banks
463,629,519 434,850,576 695,062,86P 1,332,685|62334,559,125
Other assets 169,978,292 140,729,956 111,303,896 8,12R548 293,884,214
Investment in shares 2,400,000 2,434,000 2,653,000 2,652,500 3,778,500
Loans and advances 1,085,710,775 1,418,048,098 5,83K156| 2,033,788,606 2,118,055,10
Fixed assets 10,185,168 | 30,957,098 41,746,558 42,875,885 56,230,088
TOTAL ASSETS 1,731,903,754 2,027,020,081 60,596,372 3,650,111,159 4,806,507,02
LIABILITIES
Deposits
Demand deposits 292,413,467 327,306,953 832097 670,979,595 1,031,726,984
Savings deposits 709,440,657 836,589,389 41628,147| 1,436,580,753 1,995,516,30
Fixed deposits 222,322,642 287,875,543 | 871,354,235 | 362,370,955 | 269,146,679
1,224,176,766 1,451,771,885 1,878,934,659 2,46%803| 3,296,389,970
Margins held on L/C 50,116,556 55,787,380 49,8,58| 162,822,443 200,646,985
Other liabilities 214,676,882 211,366,186 222,910,5| 373,500,276 514,936,300
Provision for tax 19,970,404 23,074,286 29,731,593 45,732,463 65,710,214
TOTAL LIABILITIES  1,508,940,608 |1,741,999,737| 2,18#50,251| 3,051,986,485 4,077,683,46
CAPITAL AND
RESERVES
Share capital 160,000,000 200,000,000 297,573,590816,901,000 487,129,000
Share premium - - 10,030,900 8,663,900 1,293,700
Legal reserve 29,883,586 44,048,978 62,954,884 ,21941596 129,729,210
Special reserve 600,000 700,000 800,000 900,000 | ,000000
Profit and loss account 32,479,560| 40,271,366 53,786,837 80,445,178 109,671,648
222,963,146 285,020,344 425,146,121 598,124,6[74 8,823,558
TOTAL CAPITAL AND 1,731,903,754 2,027,020,081 2,606,596,872 3,6501591 4,806,507,027

LIABILITIES

Source: Financial $&ment of NIB from 2005 to 2009
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BANK OF ABYSSINIA
PROFIT AND LOSS ACCOUNT
FOR THE YEAR ENDED 30 JUNE,

2005 2006 2007 2008 2009
INCOME
Interest income 104,677,146 165,275,931 201,588,7852,419,524 275,894,41
Less: interest expense 32,908,75040,771,344| _60,490,965| 93,403,514
112,066,716
Net interest income 71,768,396 124,504,587 1419%37| 159,016,010 163,827,69
Provision no longer required 11,531,638 444,770 - - -
Gain on fluctuation of exchange rates 16,631,389 ,7HR857 33,795,470 52,999,000 68,580, 78
Service charges-foreign and local 9,708,058 136683, | 14,757,678 19,260,650 22,468,43
Commission earned 4,165,335 7,311,719 8,161,545 7681831 13,381,401
Other income 4,919,369 | 7,951,475 | 8,424,363 10,997,997 24,487,917
118,724,185| 179,667,181 206,196,8/9 254,042,488 ,728229
EXPENSES
Salaries and benefits 12,863,552 26,104,024  314780,| 45,260,827 65,908,915
General and administration 17,852,588 22,853,201 ,8419319 | 42,672,401 65,306,729
Board of directors’ fees 3,391,505 3,548,779 82,907 236,400 255,473
Audit fee 70,000 80,354 100,000 120,119 93,765
Provision for other receivables 2,505,971 4,1809,2 - 1,073,974 139,974
Provision for doubtful loans & advances 2,505,971 4,159,280 | 46,756,843 | 142,771,341 | 15,641,598
36,683,611 56,745,638 111,216,547 232,135,062 467484
Profit before tax 82,040,574 122,921,543 94,980,3821,907,426 145,399,77
Less: provision for tax 20,984,931 36,905,600 28,430 7,333,668 45,031,831
Prior period adjustments _ - 1,264,003 222,802 2,081,701 -
Net profit after tax 61,055,643| 87,279,946  66,300,8| 16,655,459 100,367,94
Transfer to legal reserve 15,263,911 21,819,987 | 16,575,200 | 4,163,865 25,091,986
45,791,732 65,459,959| 49,725,600 12,491,594 73885,
Retained earnings brought forward 28,682,784 457821 | 65,459,959 49,725,600 12,491,59
Less: transfer to special reserve - 7,920,809 - - 12,491,594
Dividends paid 28,682,784 37,870,923 65,459,959 - 2,491,594
Less: directors’ share on profit - - - - 1,788,567
Retained earnings carried forward 45,791,732 65,459,959 49,725,600 12,491,594 733987,
Earning per share
(par value of Birr 25) 10.08 16. 6.25 1.45 8.02
Earnings per Birr 100 shares 40.32 43.02 25.02 79 5. 32.09

Source: Financial Statemt of BOA from 2005 to 2009
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UNITED BANK SHARE COMPANY
INCOME STATEMENT
FOR THE YEAR ENDED 30 JUNE,

2005 2006 2007 2008 2009
INCOME
Interest income 45,955,806 71,269,924 122,146,1691,133,540| 210,075,178
Less :interest expense 17,447,9588,553,034 | 39,576,527 | 62,829,571 | 87,664,034
Net interest income 28,507,850 42,716,890 82,562,6 | 108,303,969, 122,411,144
Net fees and commission income 19,643,120 25,388,2626,605,012 40,268,128 56,186,560
Net gains from dealings in foreign 23,630,994, 26,824,029 40,380,801 59,408,716 721287,
currencies
Other income 1,635,821 2,578,691 2,973,824 8,842,052 5,813,492
Net operating income 73,417,785 97,507,870 152,279, | 216,822,865 257,278,323
Provision for doubtful loans and advances 7,119,718,391,600 13,269,166 13,584,58 16,700,000
Net interest and other income after
provision for doubtful loans and advances$ 66,298,071 91,116,270 | 139,260,113| 203,238,285| 240,578,323
EXPENSES
Salaries and benefits 9,587,021 13,859,2Y8 922683 34,346,397 54,677,915
General and administration expenses 12,553, 28863,386 26,973,539 39,481,316 48,681,455
Directors’ fee 1,211,012| 1,689,653 2,464,778 3378, 3,561,936
Audit fee 58,121 58,121 70,000 105,500 114,000
23,409,406, 31,470,438 52,399,970 77,406,537 1073085
Profit before taxation 42,409,406 59,645,83p 86,868 | 125,831,748 133,543,017
Provision for taxation 11,968,35515,961,742 | 22,585,753 | 34,795,499 | 39,958,060
Net profit after taxation 30,920,310| 43,684,090 624,390 91,036,249 93,584,957
Legal reserve 7,730,077 10,921,023 | 16,068,598 | 22,759,062 | 23,396,240
Net profit after tax and legal reserve 23,190,238 23763,067 48,205,792 68,277,187 70,188,717
Earning per share of Birr 100 34.73 41.60 35.87 5P9. 27.06

Source: Financial StatemeasftUB from 2005 to 2009
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WEGAGEN BANK SHARE COMPANY
INCOME STATEMENT
FOR THE YEAR ENDED 30 JUNE,

2005 2006 2007 2008 2009
INCOME
Interest income 79,913,317 120,000,000 185,021,0288,242,127| 233,543,954
Less: interest expense 21,515,42935,000,000 | 55,291,901 | 89,677,115 | 83,458,171
Net interest income 58,397,888 85,000,000 129,329,1148,565,012] 150,085,783
Commission, fees and charges 39,176,276 52,000,00856,633,394 90,625,922 90,186,237
Net gains from dealing in foreign currencies 29,380 46,500,000| 66,689,701 98,687,993 139,694/032
Other operating income 1,280,673 1,500,00 1,704,6592,686,487 8,815,418
Net operating income 128,225,224 185,000,000 2&48BB | 340,565,414 368,781,470
Provision for doubtful loans and advances 19,082,5f 29,000,000 32,109,500 50,183,892 -
Provision for doubtful debts other than loans 2,899,757 - 47,675 2,285,574 2,901,000
and advances
21,982,336 | 29,000,000 | 32,157,175 | 52,469,466 | 2,901,000
Net interest and other income 106,242,888| 157,000,000 232,599,713 288,095,048 ,888%70
OPERATING EXPENSES
Salaries and benefits 20,070,095 31,000,000 38902,| 50,348,419 | 74,344,643
General administration expenses 22,655,141 081000 36,213,750 | 43,097,034 49,701,732
Directors’ fee 124,500 - 5,098,766 4,495,435 5,652,543
Audit fee 100,000 - 103,500 164,105 80,098
Total operating expense 42,949,736 62,000,000 | 80,318,848 | 98,104,993 | 129,779,016
Net profit before tax 63,293,152 95,000,000 152,285 | 189,990,955 256,101,454
Provision for profit tax 15,583,530| 23,000,000 | 41,305,813 | 51,153,448 | 75,499,105
Net profit after tax 47,709,622 72,000,00 110,0%8,| 138,837,507 180,602,349
Legal reserve 11,927,40% 18,000,000 | 27,743,763 | 34,709,377 | 45,150,587
Net profit after tax and legal reserve 35,782,217 4,060,000 83,231,289 104,128,130 135,451,762
Earning per share of Birr 1000 478 497 573 449 389

Source: Financial Statement ofB/Mrom 2005 to 2009
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NIB INTERNATIONAL BANK
PROFIT AND LOSS ACCOUNT
FOR THE YEAR ENDED 30 JUNE,

2005 2006 2007 2008 2009
INCOME
Interest incom 82,954,64 | 106,187,449 147,290,760 209,998,084 253,590,4%
Commission and service charges 23,428,070 24,851,026,955,828 | 48,275,800 90,192,623
Gain on foreign currency transactions 28,259,538 ,24%K049 | 29,607,784| 55,076,142 77,259,553
Other income 1,238,075 | 1,862,518 | 3,646,585 | 3,232,348 | 4,973,798
135,880,331 | 158,143,959 207,500,957 316,582,374 ,028@129
EXPENSES
Interest expense 23,888,684 33,094,423  42,138,0012,218%,698 | 75,112,910
Salaries and benefits 11,544,374 16,856,138 24828,| 35,548,133 | 53,471,759
Administrative and general expenses 16,498,112 2098339 | 30,305,106 40,906,582 54,151,280
Provision for doubtful debts 18,184,058 79,090 4,993,195 19,035,151 23,391,813
Audit fee 69,000 80,500 80,500 103,500 120,000
70,184,228 78,521,530 102,145,734 157,811,064 20&82
Net profit before taxation 65,696,103 79,622,429 5,385,223| 158,771,310 219,768,667
Provision for taxation 19,970,404 | 23,074,286 | 29,731,593 | 45,732,463 | 65,710,214
Net profit after taxation 45,725,699 56,548,143 628,630 113,038,847 154,058,453
Prior year adjustment - 113,424 - - -
Less: transfer to legal reserve 11,431,42b 14,965,8 18,905,907 28,259,712 38,514,613
Less: directors’ allowance 1,714,714 2,124,809 2,830,886 4,233,957 5,772,192
Less: transfer to special reserve 100,000 100,000 00,000 100,000 100,000
Surplus for year balance 24,606,93( 32,479,560 863387 | 80,445,178 | 109,671,648
Dividend paid 24,606,930 | 32,479,560 | 40,271,366 | 53,786,837 | 80,445,178
Balance,30 June 32,479,560 40,271,366 53,786,837 80,445,178 10%8381
Earning per share 160 161 160 161 170

Source: Bimcial Statement of NIB from 2005 to 2009
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Interview Schedule

The interview was conducted with the managementBahk of Abyssinia to have an
understanding about the company and the causeshéoffluctuations seen in the different

financial ratios. The researcher has raised questioncerning the issues here under.
» General information ;

* vision, mission and values of the bank

*« number of branches

total capital reserve

* type of services provided

» Causes for fluctuations of the financial ratiogh® company
» Credit policy of the company:
> Efficiency of the workers

» Current status of the bank
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