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Abstract
This study examined the effect of ALM on commertiahks profitability in the Ethiopian financial nkat. The

SCA model was used to estimate the profitabilityoltis measured by ROA as a function of balancetsted
macroeconomic explanatory variables. For this psepgight commercial banks over the time period fB05
to 2010 were selected. The model hypothesize tiatrate of return on earning assets is positive \emiks
across assets, and the rate of cost on liabilisesegative and varies across liabilities. The pdoDLS
regression analysis result showed that all assetsept fixed assets, mainly loans and advancestaffe
profitability positively, while all liabilities maily saving and fixed deposits and other liabilitexsd credit
balances have significant and negative effect anmgercial banks profitability. With regard to mactoaomic
variables, real growth rate in GDP has negativectfbn commercial banks profitability. As a resthig study
recommended that commercial banks should focusicneasing public awareness to mobilize more saaind)
fixed deposits and this will enhance their perfong®in provision of loans and advance to customers.
Key Words: Commercial banks, Statistical Cost Accounting MpdAsset Liability Management,
Profitability

1. Introduction

The history of modern commercial banking in Eth@pdates back to the turn of the twentieth centdrgn, in
1905, the Bank of Abyssinia was established in Addieba by the agreement between Emperor Menedikdl

a representative of British owned National BankEgfypt. After the bank was bought and owned by the
Ethiopian government, it was disintegrated into thifferent banks forming the National Bank of Efhie and
the Commercial Bank of Ethiopia (Mauri, 2003). Aatiog to Memmel and Scherteler (2010), traditional
perception on such financial intermediaries shoginaple logic that a bank accept deposits with shemn
maturities from a large number of individuals amdrgs loans with long term maturities to a smalnber of
borrowers. These transformation activities expobark to credit, interest rate, and liquidity risks

Commercial banks are among the financial intermegtighat raise funds, as traditionally perceivadmarily

by issuing checkable/demand depdsiaving depositsand time/fixed deposit§Mishikin, 2004). Because the
financial system in our country is at its infandgge, commercial banks are also authorized to geosll the
banking service in the financial market. Since ¢hé& no organized financial market, almost all bé t
transactions and activities of money and capitaketzare carried out by the commercial banks.

As Mishikin (2004) shows, a commercial bank’s llapiwhich is mainly financed by current, savingndafixed
deposits and equity (which is contributed by shalddrs) represent its sources of funds; while as$éth is

composed of mainly investments, loans and advarg®esent its use of funds. Given the legal requérs of

! Checkable/demand deposits: Deposits on which ctatlbe written.
2 saving deposits: Deposits that are payable on derat do not allow their owner to write checks.
® Timel/fixed deposits: Deposits with fixed term tamity.
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commercial banks, each commercial bank determite®wn composition of liabilities and assets, which
determines its specific operating objective; maxing shareholders equity (profit).

The profitability of commercial banks is vital féhe smooth operation of the financial system ofoantry
(Tektaset al., 2005). In our country, eventhough the finandattor is regulated as all of other countries
financial sector, it is contributing a lion sham the healthiness of the country’s financial syst@-rancis,
2007). Therefore, the sector’s profitability is thie major concern for those who are responsiblepfiicy
making and operating day to day with it. Among pssible factors that have effect on commercialkkban
profitability asset liability management (ALM) ib¢ major one (Kosmidou, 2004; Shubiri, 2010; Sayaed
Hoque, 2008; Asiri, 2007; and others).

This factor, ALM, is defined by different scholalike Gup and Brooks (1993), Zawalinska (1999), and
Charumati (2008). Charumati (2008) defined ALM adyaamic process of planning, organizing, coordinggat
and controlling the assets and liabilities; theixes, volume, maturities, yield, and costs in ortteachieve a
specified net interest income (Ntl)n other words, it deals with the optimal investih of assets in view of
meeting current goals and future liabilities. Irétated to the management of the risks associaitibdliquidity
mismatch, interest rates and foreign exchange mextn Therefore, ALM is concerned with an attengpt t
match assets and liabilities interms of maturitgl arterest rate sensitivity to minimize interegerand liquidity
risks (Zawalinska, 1999).

In the banking area, different authors try to stildg determinants of commercial banks profitahilit§ost
recently, Ramlall (2009) and Alper and Anbar (201d)nd that bank profitability can be hindered yth
internal and external factors. Internal factors eefated to bank management which encompasses it A
culture of the bank and external determinants actofs which reflect the economic and legal envirent that
affect the operation and performance of commetmaaks. The common macroeconomic factors that deierm
the profitability of banks in general and commerbianks in particular are GDP, inflation rate, n&rlnterest
rates, and ownership.

With regard to the microeconomic determinants ahigrcial banks profitability, ALM plays a dynamicle.
According to Hester and Zoellner (1966), there tigtigtically significant relationship between ALMhé
profitability and they disregard the null hypottsetiat there is no relationship between them. @nctintrary,
Kosmidouet al. (2004) found that liability management plays itgnopivotal role in contributing profitability
difference among commercial banks. However, befthis study Vasiliou (1996) suggests that asset
management rather than liability management play kBy role in explaining the differences in banks
profitability.

These all aforementioned studies employ the stlstost accounting (SCA) model to examine theafbf
ALM on banks profitability. But their studies do thancorporate additional macroeconomic variables.
Practically, there are also other macroeconomitofacthat have effect on commercial banks profiitgbi
Although they have not found evidence that difféiedreturns and costs on different categoriesssiets and
liabilities exist, Kwast and Rose (1982) expandeittaditional SCA model to incorporate markettuce and
inflation rate as macroeconomic variables. Recertliri (2007) found that assets management pajtiand

liabilities management negatively related to thefipability of Kuwaiti banks.

4 NIl = Interest Income — Interest Expense : (Basizree of bank profit)
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This study also employed the SCA model with somdifizations to examine the effect of ALM on commiatc
banks of Ethiopia during the sample period of 2@0%0. This method was tested in US, UK, Indian,e&re
Italian, Kuwaiti, Bangladeshi, and Jordan banksstele 1964; Hester and Zoellner, 1966; Hester dacc®,
1975; Kwast and Rose, 1982; Vasiliou, 1996; Calodagnd Hester, 1997; Kosmidaai al, 2004; Asiri, 2007,
Sayeed and Hoque, 2008; Shubiri, 2010). As to daie to the best of the researcher’'s knowledge, no
econometric study applying SCA has been undertageexamine the effect of ALM on commercial banks
profitability in the case of Ethiopian banks; tHere, this study attempted to fill such a vacuum.
According to Kosmidowet al. (2004), from such type of studies interesting ifigdabout the relationship of
ALM and the profitability of commercial banks couldsult. And a SCA model analysis can be of paldicu
interest to bank management, as the managers galoyethis analysis to identify the relative positiof their
banks in relation to their main competitors. Thimteles them to identify their competitive advantaged
disadvantages and to change their policies towaddsl. Besides, this research can make some sort of
contribution to the literatures relating to banksM\ Because the research is conducted in a counvltigre the
financial sector is dominated by commercial batis,findings can be useful for developing counttieder the
same scenarios. Last but not least, it can berafpaunt importance for policy makers to evaluagartpolicies,
regulation, directives in line with the finding thfe research.
The remaining sections of the paper are organizefdlbbws: Section two describes the data and nuzilogy;
Section three reports the empirical regressionyaiglresults, and discussion; finally, sectionrfeummarizes
the conclusion of the study.

2. Dataand M ethodology
2.1 Data

This study used eight commercial banks (Commemimhk of Ethiopia, Construction and Business Bank,
Dashen Bank, Awash International Bank, Bank of Alnis, Wegagen Bank, United Bank, and Nib Bank)
operating in Ethiopia which constitute 94.70 petc&#.44 percent, and 92.62 percent of the totaktas
deposits, and loans of the commercial banks, réispsc(NBE, 2010). Development Bank of Ethiopiaietis

a public bank is not included in the sample becatubas additional mission other than its comméroature
and this will enhance the relationship betweenaldeis.

Furthermore, some of recently established commlebziaks which are operating in the Ethiopian finahc
market are not included in the sample becauserdtieg have no full data in the sample period erttnay not
be able to significantly influence the criteria ds@ the sample; i.e. their total assets, loans deplosits.
Moreover, these commercial banks were at theiminfastage; as a result, their financial statemeay mot
portray the true relationship between variablese Time period selected to this study by considetimg
availability of data and the limitation of shortrigd was the year between 2005 and 2010.

The data required for this study were collectednfrdBE (which is responsible for maintaining the ited
financial statements of all banks operating in &pla and regulate their operating activities), &iéan
statistical agency, and from each sampled commdraiazks and their website. The main reason thatstidy
focused on commercial banks was to avoid compaflistween different types of thrifts like cooperatlvanks,

development banks, micro finances etc and to maihtamogeneity of data.
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2.2 Model Specification

To examine the effect of ALM on commercial banksfjpability in Ethiopia, the modified SCA model was
adopted. That is, SCA model examine how operatirgitpis regressed by ALM in commercial banks of
Ethiopia. As described by Hester and Zoellner (966 SCA model as a regression model assumeshiat
rate of return on earning assets is positive amgyacross assets, and the rate of cost on tiabils negative
and varies across liabilities.
A bank earns revenue from many different sourced aminly from interest income, service fees and
commissions from its assets and income from usaiglities. On the other hand, costs of banks ¢se sourced
from bank’s assets and liabilities. These expeifselsde interest expenses on deposits, other iligsiland
administrative expenses. Now, if we subtract ofiegatosts from operating revenues we will get regrating
income for the banks. The variation in commercehls’ operating income is expressed by the trathti®CA
model which was developed by Hester and Zoelln@6§). for bank b in time t which will be used ingtstudy
is as follows:
Tpr =Hp + 5 Ky Apr + & Bpp Dipr 4 B covvee Eq. ()
Where:

npy = Operating profit of a commercial bank

A, =the "assetofabank;:i=1,2,3... n

L; = the |" liability of a bank; j = 1, 2, 3... m

b=banks;b=1,2,3...2

t = the time period; t=1,2,3... T

az; = the marginal rate of return on assets

ay; = the marginal cost of liabilities

oo = Constant term

ept = Stochastic term
Because commercial banks are widely varied in theginess volumes, it needed to divide all thealdeis in
equation (1) by their average total assets. Thitoree in order to avoid inefficiency in estimatiohcoefficients

associated with heteroscedasticity of residuals(iidouet al 2004).

TE _  “a Ak i
prrmialr s ¥ ooy P ¥ ooy, promp il ST Eq. (2)
Where:

ATA = Average total assets for bank b at time t

EEr
AT,

Hot =
The models which are described above imply thabahks experience identical interest rates on #esets and
liabilities (Shubiri, 2010). But, practically, treeare many factors that may have significant eff@cprofitability
of commercial banks. Of which real growth rate iDR5and the general rate of inflation are the majoes
(Sayeed and Haque, 2008). As different scholaesRimlall (2009) describe, rapid economic growtlreases

5 ATA,. = Baginning book vaue of total gasets tondimg book wowd of totel Gisats
bt =
2
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profitability for a large number of countries. Cegsently, the movements in general activity level expected
to generate direct effects on the profitabilitycoinmercial banks. And the effect of inflation camdubstantial
and undermines the stability of the financial systend the ability of the regulator to control trevency of
financial intermediaries. Therefore, an importamiiect influence on commercial banks lies in tifilect of
inflation on their customers and the consequeneagbs the demand for different kinds of financelvices
(Staikouras and Wood, 2001).
Such macroeconomic factors were incorporated im thedels by Kwast and Rose (1982), Shubiri (2020)
Sayeed and Hoque (2008) to present the traditi®@® model in modified way. The following modifiedC8
model was employed for the study:

g Libc

Ak
RGA, = Fﬂb: + 3 txﬂm’:h + 5 fg Tﬂﬁ:-i_ ey GOP + g INF+ o .. EQ.(3)

Where:
ROA,: = Return on assets for bank b at time t
GDP, = the rate of gross domestic product at time t
INF; = the general rate of inflation at time t
ag = Coefficient of real growth rate in GDP
a4 = Coefficient of general rate of Inflation

This study does not use net income after tax as a dependent variable since tax rate is

fixed by the government from time to time and not influenced by ALM.

2.3  Balance Sheet Explanatory variables

The balance sheet of commercial banks was, in gendse explanatory variable of this study. In eliéint
studies conducted in other countries, assets wecendposed into independent variables primarily dase
maturity, insured or federally guaranteed staths, éxistence of secondary market, and collaterabtgt and
Pierce, 1975; Kwast and Rose, 1982; Vasiliou, 1€2fcagnini and Hester, 1997; Kosmidetual, 2004; Asiri,
2007; Sayeed and Hoque, 2008; Shubiri, 2010). Brsmakdown of commercial banks assets was proved
convenient for testing a number of important hypstts. However, in the case of Ethiopian commebaaks
assets, they do not have insured or federally gtieed status and active secondary market. Therefoee
decomposition of assets into variables is by carsid their maturity and collateral. On the riglaind side of
the balance sheet, the banks’ share capital antheet earnings have not been taken into consideratnce it
can be assumed that its rate of cost is zero (Kamungt al, 2004). The same thing is true for the assetdtefn
cash on hand and reserve accounts maintained iNatienal bank of Ethiopia. These accounts haveat® of
return rather they are maintained in order to agdimm the liquidity of the bank and to fulfill thiegal

requirements. By considering these facts, balaheetsexplanatory variables are listed in the foifmatable.
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Table 1: Explanatory Variables

Variables Description

Asset variables

Al Deposits in other banks

A2 Other Investments and debit balarfces
A3 Loan and Advances

A4 Fixed Assets

Liability variables

L1 Demand Deposits
L2 Saving and Fixed Deposits
L3 Other Liabilities and credit balances

Macroeconomic variables

GDP Real Growth rate in GDP

INF General rate of Inflation

3. Empirical Analysis, Results, and Discussion

The validity and reliability of the regression ridaship depends on the tests conducted on the udatz for
analysis. In order to manipulate and draw inferefnoen the data, the study used STATA 11 softwafée
regression analysis used to derive the relationahgsignificant effect of ALM on profitability afommercial
banks. To test the suitability of the method uddalisman test was run and make discrimination betfized
effect and random effect methods. The test resderdained the use of random effect method andheurt
discrimination was made by employing Breusch-Pafjagrangian multiplier (LM) test. The test result
recommended for the use of Pooled Ordinary Leasareq(OLS) to get efficient and consistent estimgatdhe
Pearson correlation matrix and Variance Inflatiactér (VIF) tests were made to deal with the problef
multicollinearity. Cluster regression was run tcsttéhe existence of autocorrelation and there was n
autocorrelation problem. According to Gujurati (2D0heteroscedasticity may arise from outliers. Bneusch-
Pagen Godfrey test which is sensitive for normalitgs employed to test heteroscedasticity. Moreother,
normality test was made by using Anderson-darlBige(vness-kurtosis) and Shapiro-Francia and Chafditio-
tests. In addition to the models presented aboesgriptive statistics were used to describe thenmstandard
deviation, minimum and maximum values of explanatond explained variables.

3.1 Descriptive Statistics

® Other Investments and debit balances includeurgaslls, bonds, sundry debtor, trust funds, andt6mers’ LC.
" Other Liabilities and credit balances include othenks deposits, Margin held on LC, provision foetion, state dividend
payables, long term loans.
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The descriptive statistics of the explanatory axplaned variables in this study are presentedabdet 2. It is
based on a panel data set organized from eight ewaiah banks operating in the Ethiopian financiarket
during the period from 2005 to 2010. Looking atnthgenerally, the statistics indicate a wide valitglexist in
both the balance sheet and macroeconomic variaifiesh have effect on commercial banks profitabilithe
ROA has a mean value of 4.45% with standard dewiatf 0.92%. The mean value of the deposits made in
other banks variable @\ is 12.19% with standard deviation of 6.85%. Tdtalestments and other debit
balances (4) variable has the mean value of 12.34% with stahdaviation of 8.11%. The loans and advances
variable (A) has a mean of 61.78% which may portrays aboviedfi@ommercial banks assets are in the form
of loans and advances. It has standard deviatidty &0%; which also show there was greater vaiigtihan

all other asset variables used in the study. Fagskts variable (A has a mean value of 1.65% with standard
deviation of 0.74%. This might imply that funds dse acquisition of fixed assets has minimum partiban
other asset items.

The first liability variable, which is the curredéposits (L), has mean value of 26.04% with standard deviation
of 10.66%. Saving and fixed deposits variablg) (has mean value of 59.31% with standard deviatibn
13.45%. Although there is no hard rule to compargent deposit variable with saving and fixed désos
variable means and standard deviations, the melar @ saving and fixed deposits variable is highed its
standard deviation is lower which probably showt tihds the major source of funds for commerciahks
without greater variability than current depositsis because commercial banks are financial inégliaries
which have a simple logic that accept deposits slitbrt term maturities from a large number of indliials and
grant loans with long term maturities to a smalmier of borrowers. Other liabilities and credit drales
variable (L;) has the mean value of 15.11% with the standavihtien of 8.15%.

The macroeconomic variables incorporated in thislsthave the mean value of 11.23% and 16.16% \uigh t
standard deviation of 0.89% and 11.69% for reaWwtjiorate in GDP and the general rate of inflation,
respectively. The comparison between minimum angirmam values with the mean value of real growtle iat
GDP shows there is lower variability in the var@bNevertheless, there is greater variability i general rate
of inflation which has big standard deviation itaten to real growth rate in GDP variable.

Generally, from the source of funds variables, $h&ing and fixed assets deposits variable has fisigni
proportion. While from the use of funds variablésns and advances variable has higher mean valde a
proportion. These implies that most of the comnad¢rsanks operating in Ethiopia during the studyiqukare
financed through saving and fixed deposits and tieeye used the fund for provision of loans and adea.
Inrelation to standard deviations, fixed assets atitr liabilities and credit balances have lowariability,
while loans and advances and Current deposits dn@ager variability, from the use and source ofiupoint of

view, respectively.

83



Research Journal of Finance and Accounting www.iiste.org
ISSN 2222-1697 (Paper) ISSN 2222-2847 (Online) JLINE|
Vol, No.10, 2013 STE

Table 2: Descriptive statistics of the variables

Variable Mean Std. Dev. Min Max

ROA .0445406 .0092582 0179993 .0601415
Al 121973 .0685992 0212681 3319977
A2 1234916 .0811342 .0073624 .5886136
A3 .6178181 1720636 2461131 .8723988
A4 .0165206 .0074317 .0060778 .0375375
L1 .2604076 .1066681 .0892808 0.495429
L2 .5931932 .1345706 .3295338 .7966882
L3 151184 .0815949 .029029 4638283
GDP 1123333 .0089759 .099 126

INF .1616667 1169785 .028 .364

Sour ce: Panel Data Estimation, 2005-2010

3.2 Empirical regression results
As presented in table 1, the asset explanatorghvias of this study were decomposed into explapatariables

as deposits in other banks (A1), other investmantsdebit balances (A2), loans and advances (A®) fized
assets (A4). As shown in table 3, the pooled reipasresult shows that all assets, except fixeétashave
positive effect on commercial banks profitability. other words, assets management has positivet effe
commercial banks profitability. This finding is ogides with the findings of Vasiliou (1996), Asi{2007),
Sufian and Habibulah (2009), Miller and Noulas (Zp%nd Aliet al. (2011) who found that assets management
has positive effect on commercial banks’ profitiail

From the asset items loans and advances variabke gignificant contribution to the creation of coencial
banks profit at 0.01 level of significance. Thiscisnsistent with theory and empirical evidence.&dtihings
being constant, Naceet al. (2003) explained that more deposits are trangfdrmto loans for earning interest
incomes from borrowers. The higher the interest raargins, the higher the profits and banks are thshield
themselves against hazards of credit risk resulfiogn adverse selection and moral hazard. Kosmigtoai.
(2004) found loans and advances were the asset itdnich create profitability difference between amtic and
foreign banks.

All other items of assets have no significant dffee commercial banks profitability. Except for dik assets
variable, they have positive effect on profitalyiliThis result is found because the spread comaiebeinks
realize from the difference between rate of retfrom loans and advances and rate of cost of depasit
significant. As a result, loans and advance carthBemajor source of profitability for commercialria in
Ethiopia.

The only asset item variable which has negativefictent, though insignificant, is the fixed assethich
implies that fixed assets have negative relatioi wommercial banks profitability. Although thigdiing is in
line with Asiri (2007), it contradicts the findingf Kosmidouet al. (2004) where they found a positive relation

between fixed assets and profitability.
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As kosmidouet al. (2004) found, large banks have more emphasi®ducing fixed assets in order to generate
profit. In contrast to this finding, Ethiopian coramial banks are incurring significant costs to Laee fixed
assets in order to gain depositors reliability.sThill magnify the opportunity cost difference betm rent and
acquisition of fixed assets. In the long run whesenmercial banks become large, the effect of fixeskets may
change.

The parameten/ATA is positive and significant indicating diseaomies of scale. As Kosmidaet al. (2004)
found a positive significant constant show the texise of diseconomies of scale. Therefore, in tthéopian
commercial banking market there is no significanstcdifference between large and small banks duttieg
study period although the average total assetsrsiages from 66,820.5 (in millions) in CBE to 5,2{id
million) in UB in 2010.

Regarding the liability variables, the explanategayiables are decomposed as current deposit (at)pg and
fixed deposit (L2), and other liabilities and citeloialances (L3). This decomposition is done by ittarég the
characteristics of the liability and its maturitgommercial banks’ share capital and retained egsnirave not
been taken into consideration since it can be asduhat its rate of cost is zero (Kosmidsiial, 2004).

As shown in table 3, the pooled OLS regressionyaimresult shows that all liabilities have negataffect on
commercial banks profitability. As it was hypothesd by Hester and Zoellner (1966), the SCA modeh as
regression model assumes that rate of cost oditiediis negative and varies across liabilitieeeTesult found
from the observation of eight commercial bankshia period of 2005 — 2010 reveal that banks prdfitabs
negatively affected by liabilities. In other word&gbility management has negative effect on thkidpian
commercial banks profitability.

The result presented in table 4.2 shows that thimgand fixed deposits and other liabilities anéldit balances
variables are significantly costing the profitatyilof commercial banks in the Ethiopian financiarket at 0.1
level of significance. It may be because saving fiwxetl deposits are the only big base sources mdguvhile
other liabilities and credit balances are costlyrse of funds since they have too narrow base. it be
happened because commercial banks are in a siogile that they accept deposits with short term it
from a large number of individuals and grants loaith long term maturities to a small number of roavers.
As a result, they hold large amount of saving dredf deposits than their counter parts such asonfinance
institutions, saving and credit associations ardite. That might be why they are incurring siggaht costs on
their saving and fixed deposits. And also probaliiyis the only big base source of fund availabte f
commercial banks to finance their assets than ter dorms of liabilities.

Nevertheless current deposit variable do not sicanitly cost the profitability of commercial bankshis might
be because commercial banks in the country do anptrgerest for current deposits. This findingnsontrast to
the finding of Kosmidouet al (2004) who found that liability management affgasitively in creating
profitability difference among domestic and forelganks. Recently, Asiri (2007) found that assetaagament

positively and liability management negatively tethto the profitability of commercial banks.
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Table 3: Pooled OL Sregression result

ROA Coef. Std. Err. t P>t [95% Conf. Interval]
Al .0333322 .0224744 1.48 0.146 -.0121649 .0788293
A2 .0095676 .0145893 0.66 0.516 -.0199669 .039102
A3 .0494292 .0117355 4.21 0.000* .0256718 .0731865
A4 -.003068 1827806 -0.02 0.987 -.3730881 .366952
L1 -.0165925 .0226817 -0.73 0.469 -.0625092 .029324
L2 -.0430796 .0193108 -2.23 0.032** -.0821723 - 9RO

L3 -.0420708 .0218657 -1.92 0.062*** -.0863356 092

GDP -.6291626 1699912 -3.70 0.001* -.9732918 0333
INF -.0004752 .011432 -0.04| 0.967 -.0236182 .022667
_cons 1157945 .0232292 4.98 0.000* .0687693 19281

Number of Observations = 48
F(9, 38) = 4.63

Prob > F = 0.00004
R-Squared = 0.5231

Adj. R-Squared = 0.4102

* ¥ %% = Significant at 0.01, 0.05, and 0.1, resptively

Sour ce: Panel Data Estimation, 2005-2010
Regarding the two macroeconomic variables, whicheviecorporated in the modified SCA model to examin

the effect of macroeconomic variables on the pabfiity of commercial banks, table 3 presented twh real

growth rate in GDP and general rate of inflatiofeetf profitability of commercial banks negativeBut real

growth rate in GDP has significantly affected @l10level of significance. Real growth rate in GBRekpected

to influence numerous factors related to the suppilg demand for loans and deposits. Favorable edono

conditions will affect positively on the demand asupply of commercial bank services, but will harher

positive or negative effect on commercial banksfifability (Sufian and Habibullah, 2009). As a résueal

growth rate in GDP will have negative effect on coencial banks profitability.

The negative and insignificant relation betweenfifability and general rate of inflation exist esthbecause

bank managements may not be able to well anticifaefuture rate of inflation or it may be happened

unexpectedly. This might be because bank managé&ranitity to predict inflation accurately can pibagly

affect the profitability of the bank as the bank ealjust interest rates in the desired directioorder to increase

profit, where as failure to accurately predict atitbtn could raise costs due to imperfect adjustro¢nterest

rates and thus adversely affect bank’s profit.

Generally, by employing the SCA model, this studysweonducted in the Ethiopian commercial bankingketa

and it was found that assets management, mairdysl@nd advances, contributes positively whileilltsth
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management particularly saving and fixed deposits @her liabilities and credit balances cost ngght the

profitability of commercial banks. This finding @onsistent with the assumptions of SCA model whics

developed by Hester and Zoellner (1966). It stitasthe SCA model as a regression model assuraeshih
rate of return on earning assets is positive amgsacross assets, and the rate of cost on tiabiis negative
and varies across liabilities.

4. Conclusions

The basic purpose of this study was to empiricakgmine the effect of ALM on commercial banks geddility
in Ethiopia by employing the SCA model. A balangeghel data of eight commercial banks for the period
between 2005 and 2010 were used. By adopting thee@®LS method, the regression results were ettna
and the forthcoming conclusions were drawn.

The empirical findings of this study provide eviderthat the profitability of commercial banks irhiBpia is
positively affected by assets management, excapfifed assets; which is negatively affected bybility
management.

Specifically, the loans and advances have sigmfiegHfect on the profitability of commercial bankgen
profitability is measured as the ratio of operatingpme to ATA. All other asset variables have fgnsicant
effect on commercial banks profitability. This irgd that the asset base of commercial banks igthis too
narrow. They cannot be able to generate income &ibennative sources. Particularly, the other itwesits and
debit balances variable is not as important akércase of other countries. Assets portfolio inwesit on bonds,
commercial papers, and the like do not exist becadfisunavailability of related markets like monegpital,
bond, equity, and the like markets.

Although the other asset variables are not abigtwrate income for the Ethiopian commercial baldes)s and
advances are making significant contributions talarofitability. This leads us to generalize tha¢ Spreads
realized from loans and advance in the Ethiopiamroercial banking market is attractive. This mighkt the
reason that currently more and more commercial $an& being opened.

The parametet/ATA is positive which indicates diseconomies ofilsec As Kosmidowet al. (2004) find a
positive significant constant show the existence difeconomies of scale. Therefore, in the Ethiopian
commercial banking market there is no significanstcdifference between large and small banks duttieg
study period.

From the liability variables the saving and fixedpdsits and other liabilities and credit balancasables
significantly cost the profitability of commercibanks. The significance of the cost of saving axedf deposits
is related to its greater amount in the commetugalks source of funds. It may not have any imgbcabn the
costliness of this source of fund. As a result, peeformance of commercial banks is related taligity to
attract individual depositors.

The current deposits variable has negative andnifsiant effect on commercial banks profitabilitfhat is
because commercial banks are receiving bettercgenharges on current deposits that can coverighality
requirement costs on its off-balance sheet aawiti

The macroeconomic variables incorporated in thidysmodel were the real growth rate in GDP andgénseral

rate of inflation. They have negative effect on oamgncial banks profitability. The real growth rateGDP has
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significant negative effect because its effectapehding on the economic conditions prevalent énetonomy.

and profitability.

When the general rate of inflation is considerddhas a negative effect on profitability althoughis

insignificant. This factor depends on the predigtability of commercial bank management’s. If pcddns

become correct, such adjustments in interest ratefd be incorporated in inflation expectation,achieve
higher profits. In this case, the effect to bankfitability becomes positive. A positive relatiostbetween
inflation and bank profitability would suggest thmtnks are able to project the effect of inflatiopectations in
their operational costs to increase profits. Frois tonclusion, if the forecast is incorrect, tiifee of inflation

on bank’s profitability could be negative or leggificant.

In general, assets management, mainly loans andnads, contributes positively for the profitabilibf

commercial banks, except fixed assets. While lighihanagement, particularly saving and fixed dépaoasnd
other liabilities and credit balances, cost negdyivthe profitability of commercial banks. Theredoiin the
Ethiopian commercial banking market, assets managepositively and liability management negativafiect

profitability.
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