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9. Estimation Result 
 

Tests for Stationarity 

Table 4: Augmented Dickey- Fuller tests for unit root 

 
Source: Author’s calculations, denotes first difference***, 

**,  * indicates the rejection of the null hypothesis of non-

stationary at 1, 5 and 10 percent significant level 

respectively. From the above ADF test result the variables 

are non-stationary at levels but all are stationary at first 

difference hence the variables are considered as  

processes (Table 4). Thus, all are chosen to be included in a 

long run.  

 

Estimation of the Long Run Models 

 

The next step is to test for cointegration test i.e., although 

macroeconomic series may not stationary independently its 

liner combination is stationary. If  two or more non stationary 

time series follow a common long run path or equilibrium, 

test for cointegration is permitted. A test or cointegration 

used to test if  a linear combination of the series is stationary 

or not. 

 

Table 5 The λ_trace and λ_max tests 
Null hypothesis Alternative 

hypothesis 

Statistical 

value 

5% critical 

value 

Prob. Eigen 

value 

 
 

 
73.4321** 69.8189 0.0250 

 

 

0.6411  

 
     

  35.8684** 33.8769 0.0286 
0.6411 

(Null ypothesis: See Enders(2002) Pp 396 for presentation 

of  test results. Only the first cointegrating rank is presented) 

 

Source: Author’s calculations,* denotes rejection of the 

hypothesis at the 0.05 level. 

 

Table 5 showed the existence of a single cointegration 

vector leads to long run estimation and variables have the 

same stochastic trends and cannot drift too far apart. The 

existence of one cointegrating vector advocates the first row 

of  and first column of  matrices are important for further 

analysis.  

 

 

 

Table 6: Standardized beta (β') eigenvectors 

 
 

 
 

Source: Author’s calculations, **, * donates significance at 

5and 10 percent respectively. 

 

The result of the diagnostic test confirms the adequacy of the 

model for further analysis. All tests have not discovered any 

problem of non-normality, serial correlation, 

hetroscedasticity, and model misspecification. The P-value 

indicated net interest rate margin, gross capital formation, 

and labor are statistically significantly at 10, 5 and 10percent 

respectively.  

 

The coefficient of the net interest rate margin is 0.4735 

implies that, in the long run, holding other things constant, a 

one percent increase in interest rate margin deteriorated real 

GDP per capita by 0.4735percent. The result implies that 

economic growth will become slow when transaction costs 

get higher and a small share of savings is flow in to 

investment due to the inefficiency of the banking sector 

measured by the margin between lending and deposit 

interest rates.  

 

Even though the rationale for Ethiopian banking sector 

inefficiency requires further study the cause may arise due to 

the following: Financial repression which is a set of 

government regulations and other non-market restrictions 

distort the financial intermediaries from functioning at their 

full capacity. For instance, pre 1991 there was 

discriminatory interstate between private and government 

enterprise, absence of domestic and international financial 

liberalization which limited competition. High bank 

concentration for instance in 2008 the 58 percent asset share 

of Commercial Bank of Ethiopia the highest in East Africa 

in which prevents efficient allocation of resources and low 

bank competition. Moreover, the nominal lending and 

saving interest rates were 12 and 6.5 percent respectively 

during 1992-2011 which were among the highest in the 

world.  

 

Exogeneity Tests 

 

To identify the variables included in the growth model weak 

exogeneity of each variable tested by imposing zero 

restrictions on the first column of -coefficients using the 

loglikely ratio (LR-ratio). The result revealed that the null 

hypothesis of weak exogeneity not rejected for all 
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explanatory variables i.e., the variables are found 

statistically to be weakly exogenous. 

 

Table 7: Test for exogeneity of Variables 

 
    

-coefficient 0.0965 -0.0650 -0.0060 -0.0188 

LR-test 0.0081 1.3804 1.175 3.6614 

P-values 0.9282 0.2400 0.7107 0.0557 

 Source: Author’s calculations. 

From Table 7 results of exogeneity test the null hypothesis 

of weak exogeneity is not rejected for all explanatory 

variables i.e., all the independent variables found to be 

weakly exogenous at the convectional significance level. 

 

Estimation of Error Correction Models (ECM) 

 

Table 8: Parsimonious error correction model 

 

 
Source: Author’s calculations. 

 

The coefficient of the error correction term is significant 

with expected sign -0.2461 indicates that deviation from the 

long run equilibrium is adjusted about 24.61 percent of the 

disequilibrium is removed or corrected within one year. The 

estimated short-run model reveals that real GDP per capita, 

lending deposit spread, and gross capital formation (all one 

period lagged value)were significant at 5% significance 

level. Un like long run positive relation coefficient, the 

lending deposit spread, (proxy for bank efficiency ) results a 

negative coefficient implies a one percent decrease in 

lending deposit interest rate increase real GDP per capita by 

0.1854 percent.  

 

10. Conclusions and Policy Implications 
 

The study examined the nexus between financial 

development specifically banking sector development and 

economic growth in Ethiopia using Johnson method for 

contegration approach between 1975-2011.To overcome the 

problem of financial depth (size) which is not a valid 

measurement of financial sector development this study used 

net interest rate margin. Economic growth accelerates when 

transaction costs get lower and larger share of saving is 

flowed in to investment in the economy. However, Ethiopian 

banking sector development remains in efficient with high 

interest rate margin hinder economic growth. The 

inefficiency of banking sector even though it requires further 

researches it may be due to high bank concentration for 

instance in 2007 the asset of the three largest banks found 88 

percent compare to 59 percent for Kenya, 67 percent for 

Tanzania, 63 percent for Uganda, and 81percent for SSA as 

a whole that hamper competition among commercial banks. 

In terms of efficiency, the nominal lending and saving 

interest rates are 12 and 6.5 percent respectively during 

1992-2011 which were among the highest in the world.  

 

Moreover, financial repression through direct control over 

the financial system pre 1994 the government channel funds 

to itself at lower lending rate than it could resort to market 

finance. Specifically, during 1975-1991 the nominal lending 

and saving interest rates were 8.21 and 5.41 percent 

respectively which was relatively faire with a small profit 

margin an incentive to private sector investment.  

 

The gradual increase in high required reserve ratio widens 

the interest rate spread to incorporate the amount of no-

interest reserves, which can reduce the amount of funds 

available in the financial market. The requirement reserve 

ratio remained 15 percent from April 2008 the decline to 

10percentfrom July 2007 to March 2008 but decrease to 

5percentsince 2013(NBE, 2013).  

 

Contrary, to long run estimation result the short run 

estimation indicated the net interest rate margin is 

significantly and negatively related to economic growth. 

This finding is consistent with theory, which advocates that 

economic growth will get faster when transaction costs get 

lower and a large share of savings is flowed in to 

investment.  

 

The empirical results obtained from the model analyses have 

important policy implications to promote financial sector 

development. Bank sector efficiency needs further 

improvements to establish competition among commercial 

banks thereby reduce bank concentration. Moreover, it is 

necessary to reformulate the legal as well as institutional 

arrangements of financial institutions leads to financial 

repression which hinder financial intermediation efficiency.  
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