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Abstract

The soundness of the banking sector is very important because they play a pivotal role in
economic growth. This article sought to investigate the Impacts of political instability on
financial institution performance evidence from Ethiopian banks. The study employed 16
out of 26 banks due to the availability of audited panel data from the National Bank of
Ethiopia (NBE) and the ministry of finance and economic development (MoFED), for the
period ranging from 2013 to 2021. For the study, the panel regression model was
employed. The study used two common measures of performance, proxied by either ROA
or ROE as the dependent variables. Eight independent variables are also used. The
descriptive and multiple linear regression analyses were done. The results documented
that political violence & ethnic conflicts, and inflation have a significant negative effect
on ROA and ROE, but non- performing loans have a significant and negative effect on
ROA and a significant and positive effect on ROE, while deposit volume, operational
efficiency, financial risk, and GDP have a positive and significant effect on ROA and
ROE. The finding also reveals liquidity has a positive and insignificant effect on ROA
and ROE. Political instability is a serious problem for the sustainable development of the
country's banking sector. Thus, the study gives worthy acumens for the Government,
regulators, and interested parties for enhancing the performance of the banking sector in
Ethiopia.
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1. Introduction

It is obvious, Ethiopian banking sectors are engines that stir Ethiopian economic
growth and their roles are never underestimated. Banking sector failure could lead to the
collapse of the aggregate economy (Bushashe, 2023). because Ethiopian economic
destinies have depending on the banking industry (Alene, 2020). The banking scheme of
Ethiopia is the backbone of the economy in which a substantial part of its business
enhances and distributes financial sources to investment activity, industry, and commerce
(Yahya et al., 2017). The soundness of the banking sector is one of the most economically
imperative and is closely intertwined with other sectors. To test the soundness of a bank
is to measure its profitability (Shifa, 2019& Alene, 2020). The Ethiopian economy is
highly supported by the banking sector (Hailegebreal, 2016). Commercial banks with
better financial performance are better able to withstand negative shocks and contribute
to financial sector stability (Athanasoglou, Sophocles & Delis, 2008). Although the
banking sector has managed to turn a profit recently, the vicious circle in Ethiopia's
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political situation certainly continues to threaten the sustainability of progress in bank
performance through its direct and indirect effects. Political instability and terrorism have
numerous economic adverse consequences. These can be classified into short-term direct
effects, medium-term confidence effects, and long-term productivity effects. Economic
costs of terrorism include the destruction of life and property, restoration of systems, and
affected infrastructure (Woldesenbet et al., 2022). Political instability increases the bank's
risk and affects the bank's financial performance (Brini &Jemmali 2016).

The escalating conflict and fragility in Ethiopia are major concerns when political
violence and ethnic conflict are experienced frequently in terms of the past decade
especially, the youth was known as (Qeerroo) movement for freedom and democracy
(Khafaga et al., 2022). For the past decade, the Ethiopian political regime has led to ethnic
conflict, violence against human and democratic rights, and war the consequence is
property destruction, displacement, and death of people, bank robberies, and miscarrying
investment (Amsalu, 2020 & Compaoré, 2020). The National Bank of Ethiopia (NBE)
has closed all branches found in Tigray Region following “robbery by the armed group,
Tigray Peoples Liberation Front (TPLF)”. Each commercial bank has hundreds of
branches in conflict-affected areas (NBE 2022). The national bank reported almost two-
billion-birr loans were lost in the event of in Tigray war. Wegagen bank’s NPL hoisted
at 2.9 billion, while its loss in the Tigray war was 1.2 billion birrs, as well as development
bank of Ethiopia's (DBE’s) non-performing loan (NPL) in Tigray, jumped from 2.4
billion before the war to 10 billion birrs. Out of DBE’s total NPL, Tigray alone constituted
12 percent of it. As a result, DBE’s profit for the year shrank from 7.8 billion to 3.7 billion
birrs. The bank’s net profit for the year is 3.3 billion birrs, dropping the 600 million birrs
in dividends paid to the government (NBE 2022).

The consequence of conflict and civil war has demolished crops worth 16 million
quintals, worth 44 billion birrs (BBC, 2021). Ethiopian political condition is one of the
main obstacles to the growth of the banking sector. Ethiopian domestic politics have
fostered violence and ongoing tension over the years. Ethiopia has witnessed an explosion
of violence and conflict (Jima, 2021). The main reason for Ethiopia's political instability
is that the conventionally ruling government wants to stay in power forever (Arriola,
2009). War and ethnic conflicts leading to lower investor and consumer confidence, trade
disruption, and undermining incentives to save could lead to momentous economic
stagnation, with adverse effects and endanger entire economies of a given nation (Rother
etal., 2016) and (Polache, 2010). It also increases the inflation rate and negatively affects
bank performance (Alyousfi 2020; Castro & Veiga 2004). Although IMF, (2019) and
(Rother et al., 2016) underlined that war and conflict can lead to lower performance in
the banking sector, and deteriorate banks’ capacity to sustain financial intermediation and
payment systems. Huang, (2019) initiate that political instability influence banks ‘income
statement and balance sheet. As a result, the financial soundness of the banking sector in
Ethiopia is not a bargaining issue, and investigating the factors that can influence the
industry is a vastly researchable area (Hailegebreal, 2016). The above serious issues
motivated the researcher to put some sort of contribution to the Impacts of political
instability on financial institution performance from Ethiopia's banking sector.
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2. Theoretical Background

A bank is a financial institution in which a substantial part of its business consists of
the mobilization of deposits and providing loans and advances, it is a lifeblood of
industry, commerce, and trade (Shifa, 2019). Profitability of financial institutions
specifically banks is affected by both firm-specific and macroeconomic variables. Bank
profitability is commonly measured by proxy return on assets and returns on equity it is
expressed as a function of firm- specific and macroeconomic determinants (Sufian, 2009).

There are numerous studies dealing with the profitability of the banks in the Ethiopian
context a study conducted by (Alene, 2020) internal (Capital Adequacy, Bank Size,
Deposit Ratio, Credit Risk, and cost of funds), external factors (inflation rate, real
economic growth rate, exchange rate), industry-specific (lending rate). The study used
regression analysis to examine the data for the period from 2005 to 2019. The results
show that bank-size capital adequacy ratios and deposit ratios are positively and
significantly associated with the profitability of Ethiopian commercial banks. Another
key bank-specific explanatory variable is liquidity. Liquidity has a significant and
negative relationship with a bank's profitability (measured by NIM). The last significant
variable is lending interest rate, which has a negative significant influence on ROA &
ROE, whereas three macro-economic variables haven’t a significant influence on ROA,
ROE &NIM.

Melaku (2016) has examined Asset size, capitalization, labor productivity, liquidity,
non- interest income, credit risk, and overhead efficiency influence on the profitability of
banks with a proxy of (ROA). The study used fixed effects regression model from 2004
to 2011. Results show that bank-specific variables are far more important than external
variables in explaining profitability. The Asset size, capitalization, labor productivity,
liquidity, and non- interest income were positively and significantly related to the bank’s
profitability, while credit risk and overhead efficiency negatively influence the
profitability of the bank.

Bushashe (2023) studies the factors affecting Ethiopia’s private bank performance.
The study employed a causational research design and data from 2010—to 2021. The result
shows that industry-specific factors and external factors have a significant negative effect
on bank performance. Internal factors have a significant positive effect on bank
performance and the banking industry. Besides, industry-specific positively mediate the
relationship between bank-specific factors and bank performance. The external factor
does not affect bank and industry-specific variables Athari, (2021) study examines the
effects of domestic political risk and global economic policy uncertainty factors on the
profitability of Ukrainian banks during the 2005-2015 period. The results show that
domestic political stability and global economic policy uncertainty have significant
positive and negative effects, respectively, on the profitability of Ukrainian banks.
Similarly, the results for traditional determinants show that the profitability of Ukrainian
banks is determined by the bank and industry-specific determinants.

Elshaday et al., (2018) evaluated the financial performance of commercial banks in
Ethiopia from 2007 to 2016, Return on Asset and Return on Equity are the selected
dependent variables while the independent variables were loans, capital adequacy ratio,
bank size, leverage ratio, loan yield ratio, loan loss reserve ratio, and operational cost
efficiency. The study was analyzed using the random effect model; the result indicates
capital adequacy ratio (CAR), credit interest income (CIR), and Size of the bank (SIZE)
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have a positive and statistically significant effect on financial performance. Non-
Performing Loans (NPL), Loan Loss Reserve (LLP), Leverage Ratio (LR), and Operating
Cost Efficiency (OCE) has a negative and statistically significant impact on a bank's
financial performance.

(Lemi et al., 2020) Return on Asset and Return on Equity is the selected dependent
variables while money supply, cash reserve requirement, GDP growth rate, inflation rate,
and firm- specific factor including leverage, bank size, and credit risk were independent
variable. The study used regression analysis to examine the data for the period from 2000
to 2017. The result shows broad money supply and credit risk have a negative and
statistically significant effect on banks’ financial performance whereas inflation, GDP,
and leverage had positive and statistically significant impacts on the profitability of
Ethiopian commercial banks however leverage influences ROA. On the other hand, Cash
reserve ratio and bank size were found to have insignificant effects on profitability.

(Shifa, 2019) analyze the determinants of the profitability of commercial banks in
Ethiopia. business mix indicators, risk aversion index, management efficiency, liquidity
risk, bank size, external determinants; ownership, market concentration, and GDP, were
regressed against return on asset for the period 2007 to 2016. By using the pooled OLS
technique, Results show business mix indicators, risk aversion index, management
efficiency, liquidity risk, and bank size had a significant effect on the return on asset,
besides properties, there were other external determinants. Market concentration and
GDP are not insignificant in determining the return on assets of Ethiopian commercial
banks. In the study conducted by (Sime et al., 2020) return on assets (ROA) and return
on equity (ROE) as dependent on financial performance variables while management
efficiency, customer deposit, capital adequacy, and loan-to-deposit ratio are related to
bank’s financial performance.

The study used Both descriptive statistics and econometrics models specifically fixed
effects estimation used to analyze the relationships of the dependent variable with
explanatory variables for the period from 1997 to 2017. The key findings of the study
indicate that bank- specific determinants are of great importance in explaining the
financial performance of commercial banks. Operating efficiency, customer deposits to
total assets ratio, capital adequacy ratio, and loan-to-deposit ratio were positively and
significantly associated with banks' financial performance. Except for Ethiopia, few
studies have examined the impacts of political instability on bank profitability in the
banking sector and other sectors of the economy.

(Yahyaetal.,2017), Examine the impact of political instability and macroeconomic
and bank-specific factors on Islamic banking profitability in the context of Yemen. The
results reveal that the capital adequacy ratio is a negative and insignificant effect on ROA
and ROE. In addition, the result shows that company size, asset management, liquidity,
and deposits have a significant and positive impact on banks' profitability; GDP, inflation
(IR), and political instability have a significant positive impact on Yemen banks'
profitability. Another study (Jadah, et al., 2020) investigated the impact of
political instability on bank performance, during the ISIS era (2009-2013) before the
Islamic State of Iraq and Syria and during ISIS. The results show a significant negative
correlation between political instability in the ISIS era and bank performance.

(Sanlisoy et al., 2017) identifies the impact of political instability on the profitability
of Turkish banks. Selected political risk indicator variables and some endogenous,
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macroeconomic, and financial variables that affect bank profitability are also included.
The result shows that political risk negative impact on bank profitability. A study
conducted by Obalade et al., (2021) Political Risk and Banking Sector Performance in
Nigeria. The results show the impact of political risk on bank performance depends on
performance peroxide ROA. In particular, political risk was found to be negatively
related to banks' returnon invested capital and positively related to worsening
credit risk. Hasanov & Bhattacharya, (2019) used a sample of OECD countries to
determine the impact of political factors on the likelihood of a banking crisis. They point
out that countries with more stable governmentstend to be less likely to
experience banking crises. Ethiopian political fluctuation effectively brings structural
changes to the economy, and social and political aspects and negatively influences
financial institution performance and economic growth directly and indirectly.

Several scholars have studied the impacts of political instability on banks performance
both Islamic and conventional banks across the country, Surprisingly, to my knowledge,
there is no empirical study on the potential impacts of political instability on financial
performance in the Ethiopian banking industry. Despite major incidents such as anti-
government protestors and war between the Ethiopian army and the Tigray people
liberated Front (TPLF), it will certainly affect the banking sectors and other infrastructure
of the country in the period 2013-2021. This paper fills a gap in the literature by rigorously
examining the impacts of political instability on the financial performance of the
Ethiopian banking sector a channel that has not been noted in the literature. And to realize
the following sub-objectives: To examine the impact of the bank-specific factor on
financial performance in Ethiopia bank. To analyse the impact of the external factor on
financial performance in Ethiopia bank. To evaluate political factors that influence the
financial performance of the banking sector in Ethiopia.

Hypotheses of the Study

H1: Volume of deposits has a significant positive effect on the bank performance (ROA
& ROE) of the Ethiopian banking sector during the period 2013-2021.

H2: Liquidity has a significant positive effect on the bank performance (ROA & ROE) of
the Ethiopian banking sector during the period 2013-2021.

H3: Nonperforming loan has a significant negative effect on the bank performance (ROA
& ROE) of the Ethiopian banking sector during the period 2013-2021.

H4: Financial risk has a significant negative effect on the bank performance (ROA &
ROE) of the Ethiopian banking sector during the period 2013-2021.

HS5: Operation efficiency has a significant positive effect on the bank performance (ROA
& ROE) of the Ethiopian banking sector during the period 2013-2021.

H6: GDP has a significant positive effect on the bank performance (ROA & ROE) of the
Ethiopian banking sector during the period 2013-2021.

H7: inflation has a significant positive effect on the bank performance (ROA & ROE) of
the Ethiopian banking sector during the period 2013-2021.

HS: political violence and ethnic conflicts have a significant negative effect on the bank
performance (ROA & ROE) of the Ethiopian banking sector during the period 2013—
2021.
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Conceptual framework from the literature review mentioned above, the investigator
developed the following graphic representation of the conceptual framework.

Independent variable Dependent variable

Nonperforming loan

Volume of Deposit

—| Liquidity
Political I Operational efficiency
instability - Financial risk .
=| Bank performance
| GDP ROA
Inflation ROE

Political violence and
ethnic conflict

Figure 1. Conceptual framework

3. Methods

This study employed a quantitative research method and an explanatory research
design. There was a critical review of the secondary panel data obtained from audited
annual reports of the National Bank of Ethiopia (NBE) and the ministry of finance and
economic development (MoFED), over the 9 years study periods (2013- 2021 (G.C)). As
per the National Bank of Ethiopia annual report of 2020/21, 26 commercial banks have
been found in operation. Among those, 16 banks were judgementally selected,
considering that these banks have adequate data during the study periods.

Methods of Data Analysis, Interpretation and variable with measurement
After the data collection process has been accomplished, descriptive and inferential
data analysis methods were customized. For the current study, the panel regression model
was employed. EVIEWS 12. The diagnostic tests of the classical linear regression model
were also conducted at a 5% level of significance. The study specifies eight independent
variables such as liquidity (LQ), nonperforming loan (NPL), the volume of deposit (VD),
financial risk (FR) and operational efficiency (OE) macroeconomic variable gross
domestic product (GDP), inflation (IN) and moderator variable political violence and
ethnic conflict (PV&C), into its model for investigating the Impacts of political instability
on the financial performance of Ethiopian banking sector of sampled banks, a panel
regression model was formulated as follows Yit =a + Xit'p + u, it Where Yit characterizes
dependent variable (ROA, ROE, i at time t), Xit was predictor variable for bank i at time
t; o was intercept/constant term,  was coefficient which represents predictor variables’
slope, and ui,t was the error term (scalar). While i denote cross-sections (bank), t
represents time-series dimensions (years).
The general model specified for the study was:
ROA i,t=a-+B1(LQi,t)+B2(NPLi,t)+B3(CRi,t)+B4(VDi,t)+B5(ASi,t)+B6(GDPi,t)+B7(INFi,t)+ei, ui,t
ROE i,t=a+B1(LQi,t)+p2(NPLi,t)+B3(CRi,t)+p4(VDi,t)+B5(ASi,t)+B6(GDPi,t)+B7(INFi,t)+ei, ui,t
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Table 1.Variables with its measurement and hypothesis

Variable Measure Notation

Dependent | Profitability Net profit before tax/total assets (ROA)
variable Profitability Net profit before tax/total equity (ROE)

Volume of deposit | Deposits/total assets VD

Liquidity Liquid asset/ total asset LQ

Nonperforming Nonperforming loan /gross loan ratio NPL

loan

Financial risk Total liability/total asset FR

Operation Total operating expense/total assets OE

efficiency

gross domestic Annual real GDP growth GDP

product

Inflation Rate of inflation IN

Political violence 1 for the year presence of conflict and PV&C

and ethnic conflict | war, 0 for the year absence of conflict

and war

4. Results and Discussion
Table 2. Correlation Matrix of Explanatory Variables

VD | PV C OE NPL LQ IN GDP | FR
VD 1

PV C 0.213 1

OE -0.044 | -0.108 1

NPL 0.149 | 0150 | -0.011 1

LQ 0246 | -0.061 | -0.123 | 0.038 1

IN 0.184 | 0368 | -0.174 | 0326 | 0.0466 1

GDP 0225 | -0.095 | 0.047 | -0338 | 0.128 | -0.735 1

FR 0216 | 0.166 | -0.002 | 0.188 | -0266 | 0.184 | -0.179 | 1

Source: EVIEWS version 12 outputs.

Table 3. Testing serial correlation test for Model 1

Variable Coefficient Std. t-Statistic Prob.
Error
RESID(-1) -0.820452 0.097776 -8.391104 0.0000
D(RESID(-1)) 0.052053 0.079026 0.658683 0.5115
Durbin-Watson stat 2.090270

Source: EVIEWS version 12 outputs.
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Table 4. Testing serial correlation test for Model 2
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Variable Coefficient Std. t-Statistic Prob.
Error
RESID (-1) -0.954745 0.091887 -10.39046 0.0000
D(RESID(-1)) 0.136075 0.072237 1.883721 0.0622
Durbin-Watson stat 1.728776
Source: EVIEWS version 12 outputs.
Table 5. Testing Heteroskedasticity problem for model 1 ROA
Test Statistic d.f. Prob.
Breusch-Pagan LM 221.3349 120 0.0687
Source: EVIEWS version 12 outputs.
Table 6. Testing Heteroskedasticity problem for model 2 ROE
Test Statistic d.f. Prob.
Breusch-Pagan LM 161.9334 120 0.0595
Source: EVIEWS version 12 outputs.
Table 7. Descriptive statics
ROA ROE VD PV C| OE NPL | LQ IN GDP FR
Mean 0.027 | 0.190 0.736 | 0.666 | 0.029 | 0.032] 0.236| 0.127 | 0.080 | 0.875
Median 0.027 | 0.180 0.730 | 1.000 | 0.028 | 0.026| 0.217| 0.126 | 0.080 | 0.880
Maximum | 0.053| 0.420 0.800 | 1.000 | 0.042 | 0.140] 0.567| 0.210 | 0.104 | 0.940
Minimum | 0.010| 0.090 0.650 | 0.000 | 0.016 | 0.011] 0.120| 0.074 | 0.041 | 0.820
Std. Dev. 0.008 | 0.060 0.035 | 0.473 | 0.006 | 0.021| 0.083| 0.048 | 0.019 | 0.026
Source: EVIEWS version 12 outputs
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Table 8. Multiple regression analysis for model 1.

Dependent Variable: ROA
Total panel (balanced) observations: 144
Variable Coefficient Std. Error t-Statistic ~ Prob.
C -0.045706 0.033993 -1.344566 0.1813
VD 0.043209 0.025249 1.711334 0.0896
PV C -0.003495 0.001411 -2.477545 0.0146
OE 0.144750 0.008547 1.333526 0.0849
NPL -0.118350 0.061437 -1.926363 0.0760
LQ 0.011334 0.010525 1.076874 0.2837
IN -0.034348 0.020298 -1.692206 0.0932
GDP 0.086100 0.048286 1.783132 0.0771
FR 0.711369 0.383944 1.852793 0.0664
R-squared 0.679395
Adjusted R-squared 0.629612
F-statistic 4.804386
Prob(F-statistic) 0.000000

Source: EVIEWS version 12 outputs
Note: significance at 1, 5, 10 percent levels.

Table 9. Multiple regression analysis for model 2

Dependent Variable: ROE
Total panel (balanced) observations: 144
Variable Coefficient Std. Error t-Statistic Prob.
C -0.269655 0.254464 -1.059698 0.2914
VD 0.281213 0.189005 1.487862 0.1394
PV C -0.023573 0.010560 -2.232373 0.0274
OE 0.394330 0.171801 2.295278 0.0235
NPL 0.214947 0.228084 0.942404 0.0479
LQ 0.062648 0.078786 0.795169 0.4281
IN -0.145935 0.151942 -0.960469 0.3388
GDP 0.681298 0.361454 1.884882 0.0619
FR 0.287202 0.140389 2.045763 0.0427
R-squared 0.641502
Adjusted R-squared 0.572789
F-statistic 4.262685
Prob(F-statistic) 0.000000

Source: EVIEWS version 12 outputs
Note: significance at 1, 5, and 10 percent levels.
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The data collected from annual reports of each banking sector were analyzed with the
help of software (EVIEWS 12.) and then was interpreted in the following section. Results
of Diagnostic Tests, diagnostic tests to safeguard against the possibility of finding and
deducing counterfeit regression results, every estimator of the model should have to meet
the ordinary least-squire (OLS) assumptions before the estimation is carried out. If the
estimators of the model satisfy the OLS assumptions it is possible to say the estimators
are Best Linear Unbiased Estimators (BLUE). The estimators of models should satisfy all
ordinary least-squire (OLS) assumptions (Brooks, 2008). Accordingly, appropriate
diagnostic tests for each ordinary least squire (OLS) assumption were conducted.

Testing Multi-collinearity problem, to assure this implicit assumption, the researcher
of the present study used a correlation matrix of explanatory variables as presented to
assure this implicit assumption, the researcher of the present study used a correlation
matrix of explanatory variables as presented. Above Table 2 Correlation Matrix of
Explanatory Variables indicates that according to (Tay,2017) Multicollinearity is a severe
problem if the correlation between two independent variables is greater than 0.8 But, as
it is shown in table 4.3 above, the highest observed correlation for explanatory variables
of this study was -0.735 between inflation and GDP which is below 0.8. So possibly to
ignore, Multicollinearity was not a serious problem for this study.

As noted, (Tay, 2017). The best-renowned test for detecting serial correlation is the
Durbin Watson test. Accordingly, if the computed nearest to two in an application, it is
assumed that there is no Autocorrelation problem. Thus, as shown in tables 3 & 4 the
computed above in this study was 2.09 & 1.72 respectively which is nearest to 2 implying
the absence of an autocorrelation problem. Thus, this implies that error terms are not
correlated with one another for different observations in this study.

Accordingly, to detect the Heteroskedasticity problems, the Breusch-Pagan test was
utilized in this study. This test states that if the p-value is significant at a 95 confidence
interval, the data has a Heteroskedasticity problem, whereas if the value is insignificant
(greater than 0.05), the data has no Heteroskedasticity problem. Thus, as shown in tables
5 and 6 there is no Heteroskedasticity problem for this study hence the p-value is 6.78%
or (0.0687) 5.95% or (0.0595) respectively showing insignificant values.

Table 7 illustrate the descriptive inquiry of the variables used in the study. The mean
values of ROA and ROE are 0.027 and 0.190, respectively. It shows that the percentages
of ROA and ROE are lesser, while the standard deviations for both are also trivial 0.008
and 0.060, respectively. This scenario indicates that there is no high variation. The volume
of deposits measured as Deposits/total assets registered a high mean of 0.736, while the
standard deviation is not the highest 0.035. The mean value of the political violence and
ethnic conflict (pv&c) dummy variable is 0.666 which expresses the high value and
moderate standard deviation which is 0.47.

Operational efficiency (OE) measured as Total operating expense/total assets is 0.029
while the standard deviation is 0.006. The mean value of a non-performing loan measured
as a Nonperforming loan /gross loan ratio is 0.032, while the standard deviation is 0.021.
Liquidity is measured as Liquid asset/ total asset and the registered mean value is 0.236
whereas the standard deviation is 0.083. Financial risk measured as total liability /total
asset mean value is 0.875 it is the highest and small standard deviation of 0.026. Macro-
economic variables (GDP) mean value is 0.080 and deviation is 0.019, and the inflation
registered to mean is 0.127 while the standard deviation is 0.048.
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Table 4 and Table 5 illustrate the results of regression analysis between dependent and
independent variables. The R-square is 67.9% and 64% for the first and second models,
respectively. Adjusted R square indicates how well the model variance explained as well
as adjusted R-square closest to 1 is an indication that the model is strongly elucidated by
the variables included in the study whereas the Adjusted R-square nearest to 0 is
indicating that the model is not strongly elucidated by the variables used in the study
Morgan et al (2004). Independent variables explain 67.9% of variants in the dependent
variable (ROA), while for ROE, the independent variables explain 64% of the variations
of ROE, and the remaining variants are explained by other factors not included in the
study. In the sense, Liquidity, Volume of deposits, non-performing loan, financial risk,
Operation efficiency, gross domestic product, Inflation, and political violence and ethnic
conflicts for both models respectively.

This study found that volume, of deposits, operation efficiency, GDP, and financial
risk have a positive and significant effects on bank performance peroxide by ROA, this
indicates that direct relationship between dependent and independent variables, whereas
political violence and ethnic conflict, non-performing loan and inflation have a negative
and significant effect on bank performance proxied by ROA, this indicates that inverse
relationship among dependent and independent variable. Despite this, the study found
that liquidity has no significant effect on ROA

In addition, for model two operation efficiency, non-performing loan, GDP and
financial risk have a positive and significant effects on ROE. This means those variables
increase shareholder capital increase while political violence and ethnic conflict have a
negative and significant effects on ROE. This also shows that conflicts and instability
increase bank performance decrease at both prospects. But non-performing loan influence
negatively ROA, but positively affect ROE Regardless this, the study found that the
volume of deposits, liquidity, and inflation are insignificant. From this, it is possible to
conclude that the most important determinants of the Ethiopian banking industry are
focused on this variable.

The regression result in the table 8and 9 shows that the impacts of the volume of
deposits on bank performance as proxied by Return on Assets (ROA) is positive and
significant at a significant level (p-value of 0.0896) at a 10 % confidence interval, but has
insignificant effect on ROE. This is an indication that when the volume of deposits
increases, its return on assets will also raise. As a result, the 1st hypothesis (H1) that the
volume of deposits has a positive and significant effect on bank performance is not
rejected. The result of this study is consistent with the result of (Huang et al., 2019) and
(Alene 2020).

It is shown in the table above that political violence and ethnic conflict has a significant
and negative effect on bank performance for both prospects (p-value of 0.0146) at a 5%
confidence interval for ROA and (p-value of 0.024) at 5% for ROE. This scenario
indicates political violence and ethnic conflict increase bank performance decrease
subsequently leads to crisis. As a result, the 8th hypothesis (H8) that political violence
and ethnic conflict have a significant negative effect on bank performance in Ethiopia is
accepted. The result of this research is consistent with the previous studies done by
Compaor¢ et al., 2020).

Operational efficiency has a significant positive effect on the return on assets and
return on equity of the Ethiopian banking sector (with a p-value of 0.0849) at a 10%
confidence interval and (with a p-value of 0.0235) at a 5% confidence interval. This is an
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indication that when the Operational efficiency increases, its return on assets and return
on equity will also raise. It was hypothesized that operational efficiency has a positive
effect on the bank's performance. Thus the 5th hypothesis (HS) is accepted showing that
while the Operational efficiency of companies increased, the profitability of the industry
will move in the same direction. This result was also proved by (Obalade et al., 2021),
but not consistent with empirical results (Yahya2017).

As it is found in this study, non-performing loan (NPL) has a negative and significant
effect on ROA (with a p-value of 0.0760) at a 10% confidence interval but are positively
associated with ROE. (With a p-value of 0.0479) at 5% Hence, the 3rd hypothesis is
accepted. This result is consistent with the previous study conducted by Elshaday et al.,
(2018), which found that non-performing loans significant negative effect on banks’
financial performance.

It is found that liquidity has a positive and insignificant effects on the ROA and ROE
of bank performance. Thus the 2nd hypothesis is rejected that liquidity has a significant
effect on the Ethiopian banking sector. This result is similar to Melaku et al., 2016, and
Yahya, 2017) and is not consistent with empirical results (Alen. 2020).

The regression result of this study revealed that the effect of financial risk on the
Ethiopian banking sector’s performance is significant and negative ROA, (with a p-value
0f 0.0664) at 10%.and ROE (with a p-value of % 0.0427) at 5% Hence, the 3rd hypothesis
is accepted, this indicates that financial risk increases inversely bank performance
decrease. This finding is consistency with (Yahya et al., 2017).

The regression in the above table 4 and 5 indicated that macroeconomic variable
inflation has a significant negative effect on ROA a p-value of 0.0932) at 10% but
insignificant effects on ROE. However, this scenario during high inflation era the
performance of the banking sector decreases and GDP has a positive and significant effect
on bank performance at ROA and ROE (with a p-value of 0.0771) at 10% (with a p-value
of 0.0619) at 10% this means during the economy growing era also bank performance
increasing thus the 4th and 5th hypothesis are accepted this result is consistence with
Yahya (2017) and Obalade (2021).

5. Conclusion

The conclusion contains a brief summary of the research results and a discussion that
answers the research objectives. This study examines the impact of political instability,
on the performance of the Ethiopian banking sector. For the study, a sample of sixteen
banks was chosen from the population of twenty-six banks in Ethiopia. Return on asset
(ROA) and returns on equity (ROE), were taken as dependent variables while independent
variables were divided into three categories: bank-specific variables, namely volume of
deposit, operational efficiency, liquidity, financial risk, non-performing loan, and macro-
economic variables GDP and inflation rate and moderator variable political violence and
ethnic conflict.

The analysis was performed in three stages. First, the descriptive statistics showed that
Political violence and ethnic conflict, volume of deposits, and financial risk have a higher
mean value whereas liquidity and inflation have mediocre mean value finally operational
efficiency; non-performing loans and GDP have a lower mean value. Second, correlation
analysis was done to check Multicollinearity. The third stage was a multiple regression
analysis to evaluate the effect of the independent variables on bank performance. The
results of the study indicate that operating efficiency, GDP, and financial risk have
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positive and significant effects on ROA and ROE, while political violence and ethnic
conflict have a significant and negative effects on ROA and ROE The study also found
that the volume of deposits has a positive and significant effect on ROA but statically
insignificant on ROE, at the same manner inflation has a negative and significant effect
on ROA but statically insignificant on ROE and surprisingly NPL has a significant
negative effect on ROA but positive and significant effect on ROE, finally liquidity has
no significant effect on bank performance. In terms of implications, it is obvious that
conflict and political instability have influenced bank performance. Governments facing
conflict and/or political instability need to address their root causes and try to mitigate
their negative effects with the appropriate design and implementation of political strategy
for the sake of stable growth and peace. Also, commercial banks in Ethiopia should
emphasize more on those significant variables which influence bank performance
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