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ABSTRACT

The capping of commercial banks’ interest rates have changed the business environment
forcing the financia institutions to align their operations to the changed environment.
The objective of the study was to determine the strategic responses employed by
commercia banks in Kenya to cope with interest rate capping. The study was guided by
Open Systems Theory, Dynamic Capability Theory and Institutional Theory. The study
adopted a cross-sectional descriptive research design. The target population was the 42
commercia banks registered with Central Bank of Kenya(CBK) as at December 31%
2016. Therefore this was a census study. The respondents were the management staff in
the commercia banks. The study collected primary data through use of a questionnaire.
The data collected was edited, coded, entered into SPSS which also aided in data
analysis. The data was analyzed using descriptive statistics which included frequency
distribution tables, mean and standard deviation. The analyzed data was presented using
tables, charts and graphs. The study found out that interest rates capping had narrowed
the pricing gap of the banks and had removed banks’ ability to price risk. Interest rates
capping had not helped to achieve consumer protection from exorbitant interest rates as it
was intended. The study found out that interest rate caps had reduced the supply of
credit to the borrowers to a great extent especially the risky borrowers and low income
borrowers. It had also increased the operationa costs and risks to the bank to a great
extent. To cope with interest rate capping, commercial banks were adopting modern
technology in bank operations to enhance efficiency and expanding into new markets.
The banks were also innovating new products and services, diversifying into other
products offerings as well as cutting on staff expenses and benefits. The study concludes
that interest rate capping has an effect on the commercia banks efficiency, stability and
performance. The move did not account for several factors that might affect the banks’
decision to opt for certain spreads. Introduction of interest rate caps has weakened bank’s
balance sheets and posed a risk to financial efficiency and stability and therefore banks
are adopting these strategies as away to maintain their performance and competitive edge
in the market. The study recommends that CBK should review or remove the interest rate
cap to allow forces of demand and supply to set prices of the interest rates charged. The
study also recommends for realignment especially of the small banks through mergers
and acquisition so that they are able to compete with their larger counterparts.
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CHAPTER ONE: INTRODUCTION

1.1 Background of the Study

The recent introduction of lending rate caps for banks and other financial institutions
has reopened an old debate over the appropriateness of regulatory intervention to limit
the charging of rates that are deemed, by policymakers, to be excessively high (Maimbo
& Gallegos, 2014). Move to cap commercial banks’ interest rates have changed the
business environment forcing the financia institutions to align their operations to the
changed environment (Xinhua, 2017). The general ideais that interest rate ceilings limit
the tendency of some financial service providers to increase their interest yields

especially in markets with acombination of no transparency, limited disclosure

requirements and low levels of financia literacy (Mambo & Gallegos, 2014).
Capping of interest rates has a tendency to distort the market and cause adverse biases,
which in turn leads to inefficiencies in the financial intermediation process (Ramsey,

2013).

This study is guided by Open Systems theory, Dynamic Capability theory and
Institutional theory. According to open systems theory, an organisation is an open system
that needs to put environmental factors into account when making decisions or efforts to
achieve their purposes. No such organisation can prosper and excel without paying
attention to its environment (Duffy, 2008). On Dynamic capability theory, the

underlying assumption is that firms which are able to reconfigure their resources and
capabilities, in line with recognized opportunities and environmental change, can create

and sustain a competitive advantage (Breznik & Lahovnik, 2016) Institutional theory is



built on the argument that the institutionalized rules and norms of society intrude on
the internal structure of organizations. The core idea isthat organizations are
deeply embedded in an expansive environment and consequently become influenced

by the pressures and constraints of this environment (Scott, 2008).

Kenyan banks have in the past 20 years been enjoying interest rate spreads of
about 11.4% on average, way above the world average of 6.6% (Cytonn
Research, 2016). In 2016, the Kenyan government assented to the Banking (Amendment)
Act, 2015. The Act states that interest rate charged by banks will not exceed
four per cent above the base rate set by Centra Bank of Kenya (Banking
Amendment Act, 2015). However, the new legislation has drawn mixed reactions from
the various stakeholders. The move to cap commercial banks interest rates in
Kenya has taken a toll on the financia institutions, forcing many of them
to aign their operations to the changed environment. The banks have

responded tothe new interest rate regime in varied ways (Xinhua, 2017).

1.1.1 Strategic Responses

Response strategies are ways an organization ensures a fit into the changing
environment. Strategic responseis the set of decisons and actions that results
in the formalization and implementation of plans designed to achieve a firm’s
objectives (Pearce & Robinson, 2010). Changing business environments ater the
way organizations fundamentally conduct business. Such adaptations made to

suit the firm may be referred to strategic response. Strategic management



literature suggests that a successful firm’s strategy must be favourably aligned

with the external environment (Ndung’u et al., 2014).

Strategic responses require organization to change their strategy to match the
environment and to redesign their internal capability to match this strategy
(Grant, 2011). If an organization’s strategy isnot matched to its environment,
then a dtrategy gap arises. The degreesto which response are viable will
aso vary considerably depending onqg the region or country involved. The
implications of specific response will depend on its socia, environmental,
and economic contextv(Grant, 2011). For effective strategic responses continuous
scanning of both interna and external environment is a prerequisite so as it
keeps abreast of al environmental variables underpinning current and future business

operations of the firm (Thompson & Strickland, 2003).

Response strategies may include: response which are beneficial and justifiable in
their own right; economically efficient and cost effective, in particular those that
use maket-based mechanisms, able to serve multiple social, economic, and
environmental changes. According to Smith (2002), good strategies define one or
more target markets each of which is homogeneous in terms of the
benefits it seeks, they differ from those of the competition; and minimise risk by
avoiding unnecessary diversification in markets or products. Good strategies aso
leverage distinctive competencies against market opportunities and minimise relative
weaknesses in the face of threats and recognise the implications of macro-

environmental changes.



1.1.2 Interest Rate Capping

Interest rates capping has been one of the common forms of government financial control
that is widely used in both developed and developing countries. Several political and
economic reasons motivate the use of interest rate caps, for example, to
support a specific industry or sector of the economy where a market failure
exists or whereagreater concentration of financial resources is needed (Mambo
& Gallegos, 2014). Those market failures result from information asymmetries and
the inability of financial institutions to differentiate between risky and safe
clients, from adverse selection, and from mora hazard. Thus interest rate caps
may be a wuseful mechanism for providing short-term credit to a strategic
industry or for supporting a sector until it is sustanable by itself (Miller,

2013).

It is adso often argued that interest rate ceilings can be justified on the
basis that financia institutions are making excessive profits by charging
exorbitant interest rates to clients. In implementing a cap, government is aiming to
incentivise lenders to push out the supply curve and increase access to credit while
bringing down lending rates. However, such thinking ignores the actions
of the banks operating under asymmetric information. The imposition of a
maximum price of loans magnifies the problem of adverse selection as the
consumer surplus that it creates is a larger pool of willing borrowers with
unidentifiable creditworthiness. Faced with this problem, lenders have three
options: increase lending, which will mean lending to more bad clients and pushing up

NPLs; increase investment in processing systems in orde to better identify good
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clients, which will increase overheads; increase investment in outreach to clients that can
be identified as having good repayment potential, which will increase overheads. All
of these options will increase costs and force the supply curve back to the
left, which is detrimental to financial outreach (quantity of credit falls) (Miller,

2013).

Moreover, banks essentially make money from the difference between the rate
which they pay depositors and the rate which they charge borrowers. These
rates are determined by market forces, that is, demand and supply, but also
several other factors come into play. And in thisregard, commercial banks felt
that placing a cap on interest rates would have an effect on the industry’s
efficiency as it doesn’t account for several factors such as market factors,
that might affect the banks’ decision to opt for certain spreads. The major
argument used against the capping of interest rates is that they distort the
market and prevent financial institutions from offering loan products to those
a the lower end of the market that have no alternative access to credit
(Agolla, 2016). Many countries in Africa have established interest rate ceilings to
protect consumers from high interest rates charged by lenders. Such ceilings are
often the response of governments facing political or cultural pressure to keep interest

rates low (Mbengue, 2013).



1.1.3 TheBanking Industry in Kenya

In Kenya, the Banking Sector is composed of the Central Bank of Kenya,
as the regulatory authority and the regulated; Commercia Banks, Non-Bank
Financial Institutions and Forex Bureaus. The banking sector in Kenya has reported
massive growth and development in recent years. This is attributable to the
effective regulation and reforms effected by the central bank after many
banks went into bankruptcy in the 1990s. Much of the growth in the
banking sector has been witnessed in branch network expansion, growth in
capitalization and asset base, the expansion of some of the banks regionally

and automation of their functionsto give their customers good service (CBK, 2011).

Over the last few years the Banking sector in Kenya has continued to
grow in assets deposits, profitability and products offering, leveraging on diversification
to aternative channels, supported by favourable macroeconomic environment. The
growth has been mainly underpinned by an industry with branch network
expansion strategy both in Kenya and in the East African community
region, automation of a large number of services and a move towards
emphasis on the complex customer needs rather than traditional ‘off-the-
shelf” banking products. Players in this sector have experienced increased
competition over the last few years resulting to increased innovations

among the playerand new entrants into the market (CBK, 2015).



1.1.4 Commercial Banksin Kenya

As a December 2016, Kenya had a total of 42 commercial banks and 1 mortgage
finance company with two banks;, Chase bank and Imperial bank in receivership (CBK,
2016). Commercial banks are regulated by the Central Bank of Kenya which also acts as
a banker’s bank. The main functions of commercial banks include: provide asafe
place for clients to keep their money, facilitate transfer of money, offer lending
services, offer foreign exchange services, offer investment services and financial advice

and also act as trustees.

In 2016, the Kenyan government assented to the Banking (Amendment) Act, 2015 which
capped interest rates at four percent above the Central Bank rate, which currently

stands at ten percent. Before the law, banks were charging between 18 and
30 percent for loans advanced to their customers reaping huge profit (Xinhua,
2017). Therefore, this aimed at protecting the consumers from exorbitant rates. The
introduction of capping of interest rates in commercia banksin Kenya has been criticised
by various stakeholders. It has been argued that capping interests would make it harder
for lenders to price risk, encouraging them to shun riskier borrowers. Banks could also
introduce new fees and charges to maintain their profits (IMF, 2017). Implementation of
the interest rates caps has had an impact on commercia banks bottom lines. In this
regard, it is necessary to examine ways in which commercia banks are coping with this

business environment challenge to protect their bottom lines and remain competitive.



Commercial banks play an important position in the country’s economy. They play a
decisive role in the development of the industry and trade. They act not only as the
custodian of the wealth of the country but also as resources of the country, which

are necessary for the economic development of anation (Ongeri, 2013).

1.2 Resear ch Problem

The environment that organizations exist encapsulates many different influences. The
mov to cap commercia banks’ interest rates has changed the business
environment forcing the financial institutions to align their operations. According to
Ndung’u et al. (2014) al firms need to have a clear understanding of both the external
economic trends that directly or indirectly affect their industry because ultimately they
will affect consumption patterns. As the environment changes firms must change their
strategies so as to survive. In turbulent environment, strategic thinking enables

organizations to be flexible enough to change accordingly (Thompson &t al., 2010).

The capping of interest rates in 2016 has been criticised by a number of players in the
financial sector. For instance, the Kenya Bankers Association criticised the move and
analysts described it as “populist” and “retrograde” and cited that it would affect lending.
The Central Bank through the Governor, Dr. Patrick Njoroge is on record acknowledging
that even though the interest rates offered were too high, the CBK did not advocate
for an interest rate peg as it would bring about rigidity in the financial
system and may introducea lot of shadow banking and shylocks as people
who can’t access credit from the banks due to their low credit quality

are priced out of the market (Cytonn Research, 2016). The International Monetary



Fund (2017) also asked the Treasury to remove bank interest rate caps, giving Kenyan
banks support in their war against the controls. The report claims that the controls posed a
risk to financia stability (IMF, 2017). A move to cap commercia banks interest
rates in Kenya has taken a toll on the financia institutions, forcing many
of them to aign their operations to the changed environment. With the new
law, banks have to employ techniques to survive and protect their bottom lines (Xinhua,

2017).

A review of the existing literature shows that Nitu (2015) did a research on response
strategies of SMEs in Hungary to environment changes. The findings reveaed that the
strategies of SMEs in Hungary were not independent, but mostly adaptive, reflecting
current changing global strategies and opportunities. The strategy to be adopted differed
from firm to firm, depending on a variety of factors. Shehada (2010) also investigated the
strategic organizational responses to environmental pressures in Palestinian non-
governmental organizations. The study revealed that organizations have at ther
disposal a wide range of active choice behaviours that vary from passivity to
positivity. An organization’s choices are predictable largely in terms of their

political power and thenature of theinstitutional pressures enacted on them.

A review of the local studies shows that Ndung’u et al. (2014) conducted a study on
response strategies by commercia banks to economic changes in Kenya. The authors
revealed that external economic trends such as change in interest rates puts banks under
pressure which demands them to change their strategies so as to survive. Kamwere

(2016) also explored the strategic responses to environmental challenges facing Faulu



Bank in Kenya. The identified environmental challenges that faced Faulu bank were;
competition, obsolete technology, evolving customer needs, complying with regulatory
requirements and political instability. The bank responded to these challenges through
use of modern technologies, product and service innovation, product differentiation,
investing in research and development programmes as well as through talent
management, training and development programme. This study sought to examine how

commercia banksin Kenya are coping to aregulatory change, that is, interest rate cap.

There was limited empirical evidences on interest rate caps and the coping mechanisms
incommercial banks in Kenya. This is the gap that this study sought to fill. What
are strategic responses being adopted by commercia banksin Kenyato cope with interest

rate capping?

1.3 Resear ch Objective
The objective of the study was to determine the strategic responses employed by

commercia banks in Kenyato cope with interest rate capping.

1.4 Value of the Study

The study may be of value tothe management and the staff of commercial banksin
Kenya since this study will highlight the strategic responses that other competitors are
employing to mitigate the interest rate capping. The findings would therefore enlighten
and give insights to the top management in the banks hence inform their future decisions
on some of the best strategies they can employ to cope with interest rate capping in abid

toremain competitive in the market.
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The study may also be of significance to the Central bank of Kenya as a regulator and a
policy maker. The mandate of CBK isto promote and maintain financial stability through
regulation and supervision. CBK have acknowledged that interest rate capping would
bring about rigidity in the financial system limiting consumers’ access to credit from the
banks. The findings of this study may therefore inform or trigger future policy in regard

to interest rate capping in financial institutions.

The study would aso benefit researchers and scholarsas it would add value to the
existing body of knowledge in the area of interest rate capping in financial
ingtitutions. The study would also act asource of reference for further research on
the same area. The gaps identified from this study may also be the basis for future

research in the area of interest rate capping in financia institutions.

The increasing aspect of ‘institutional complexity’ has been a recent resurgence of
interest in how organizations respond strategically to organizational demands/challenges.
This study would add knowledge to the institutional theory by advancing the

understanding of how organi zations experience and respond to institutional complexity.
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CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction
This chapter covers the various theories that guide the study and the empirical review
on strategic responses to environmental challenges. The chapter ends with a section on

knowledge gaps identified from the literature and the conceptual framework.

2.2 Theoretical Foundation
This section presents the theories that inform the study. The study was guided by Open

Systems Theory, Dynamic Capability Theory and Institutional Theory.

2.2.1 Open Systems Theory

Open Systems theory refers simply to the concept that organizations are
strongly influenced by their environment. The environment consists of other
organizations that exert various forces of economic, political, or socia
nature. The environment also provides key resources that sustain the
organization and lead to change and survival (Bastedo, 2006). Organisation as an
open system has several attributes or characteristics. Organisational theorists such as
Duffy (2008) argue that open system in an organisation needs to have the following
atributes namely boundary, purpose, inputs, throughput (transformation process),
outputs, feedback and environment. Open systems theory proposes that an organisation
transforms inputs into outputs within the environment (both internal and external)

upon which itisdependent (Katz & Kahn, 1971).

As portrayed by the theory, it is apparent that as the environment in which organizations

operate has become more complex and turbulent; organizations can no longer ignore the
12



impact of changes in the business on organizational function. In the context of this study,
it can be said that commercial banks are embedded in their environment,
importing resources from the environment and exporting products and services to
the environment. Commercia banks have to pay emphasis on how interest rate capping

has impacted on their business and respond to these changes for them to prosper.

In open systems, any change in any elements of the system causes
changes in other elements. Organizations are not able to internally generate
all the resources required to maintain themselves and therefore must enter into
exchange transactions with elements in the environment to ensure a stable flow
of resources (Stewart & Ayres, 2001). However, according to Yoon and Kuchinke
(2005), the systems theory does not specify when and how collaboration with
the organization needs to take place, nor what to do when the anaysis
suggests that there are existing or potential conflicts between the
organizational environment, work environment, work, and the structure of the

organization.

2.2.2 Dynamic Capability Theory

Dynamic capability means the firm’s ability to adapt, integrate, build and
reconfigure internal  and external competences to address rapidly changing
environments. The term 'dynamic’ refers to the capacity to renew competences
soasto achieve congruence with the changing business environment. The rate of
change of the business environment is rapid, and the nature of future

competition and markets is difficult to determine hence, certain innovative

13



responses are required and timing is critical. The term 'capabilities’ refers to an
organization demonstrated and potential ability to accomplish against the
opposition of circumstances or competition, whatever it sets out to do. The
fundamental question is how firms achieve and sustain competitive advantage

(Teece, Pisano & Shuen, 1997).

Dynamic capabilities theory is being used in this study to explain how firms respond to
the dynamic business environments, focusing on the capabilities that firms
employ to reach competitive advantage. The theory will inform this study on how
commercia banks in Kenya are developing and building their capability to adapt and
even capitalize on rapidly changing environment as a result of interest rate capping.
Commercial banks that can demonstrate timely responsiveness to interest rate capping,
coupled with effective capabilities management (internal and external competences) will

continuously remain competitive.

The notion of dynamic capabilities complements the premise of the resource-
based view of the firm, and hasinjected new vigour in empirical research in the
recent past. Nonetheless, several issues surrounding its conceptualisation remain
ambivalent (Wang & Ahmed, 2007). Eisenhardt and Martin (2000) reckon that
dynamic capabilitiescannot be a source of sustained competitive advantage;, the
only way that they can be a source of competitive advantage is if they are
applied ‘sooner’ more astutely, and more fortuitously’ than competition to
create resource configurations. The authors further argue that, dynamic capabilities

are just another type of capability and become irrelevant over time.

14



2.2.3 Institutional Theory

Institutional Theory is based on set of assumptions that centre on the concept of
social construction, that is, the external and internal world of organisations is
that which is subjectively understood or perceived by people in those organisations.
Institutional theory views organizations as social entities that seek approval for
their performancesin socially constructed environments. Organizations conform to gain
legitimacy and acceptance, which facilitate survival (Scott, 2008). Internally,
institutionalization arises out of formalized structures and  processes,
technological factors as well as informal or emergent group and organization
processes. Forces in the external environment include those related to the
state (e.g. laws and regulations), the professions (eg. licensure and
certification), and other organizations — especially those within the same

industrial sector (DiMaggio & Powell, 1983).

The purpose of this study isto identify the different strategic responses that
organizations enact as aresult of theinstitutional pressure toward conformity that

are exerted on them. The study will specificaly be seeking to establish the strategic
responses employed by commercial banks in Kenya to cope with interest rate
capping. The capping of interest rates was effected by the government for consumer
protection and economic reasons. There was a feeling that commercial banks were

charging exorbitant interest rates to clients.

In organizational studies, particularly in institutional theory, there has been a

growing interest in the strategic responses of organizations to institutional

15



demands, especiadly those of a conflicting nature such as Scott (2005); Seo
and Creed (2002), which are broadening the limits of attention on the part
of ingtitutional theorists, which was hitherto focused on the effects of the
institutional environment on structural conformity and isomorphism effects (Rincon,
2014). The ingtitutional perspective has been increasingly criticised for its lack
of attention to the organizational self-interests and active agency in
organizational responses to ingtitutional pressures and expectations (Oliver,

1991).

2.3 Organizations and their External Environment

The external environment of an organization comprises of al the entities that
exist outside its boundary, but have significant influence on its growth and
survival. An organization has little or no control over its environment but
needs to constantly monitor and adapt to these external changes, a proactive or
reactive response leads to significantly different outcome. The common external
factors that influence the organization are competition, customers, resources,
technology and laws and regulations (Voiculet et al., 2010). The opportunities and
threats that acompany confronts with may exist or may develop inthe next
points. the own company industry where structural changes may be produced,
the market place, which can be deteriorated by economical and socia
factors, competitiveness, where new dangers and opportunities may appear; new
technologies that may cause fundamental chances of products, processes etc

(Gasparotti, 2009).
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In order to survive and prosper, the organization has to adapt itself to the
ecological system that surrounds itself. It is important to utilize the environmental
intelligence to determine the uncertainty and take appropriate actions for the
well being of the organization. Organizations can adapt to externa environment by
forecasting and planning, organization design or reorganization and reduce
resource dependence (Fereidouni et al., 2010). In the process of formulating policy
options, the organization must take account of external environmental
opportunities and threats, present and future but interna potential, the forces and
weaknesses of the organization, competitive advantage over competitors.
Organizations need to achieve harmony between the organization's externd

environment and interna environment (Voiculet et al., 2010).

Dynamic external environment changes impact on organizations goas and
objectives and this makes it difficult for organizations to remain viable. To
be able therefore to stay ahead of competition, it’s imperative for the
organizations to continually scan the environment so that the organizations adjust
thelr strategic responses to accommodate the demands of the environment (Ndung’u,
Machuki & Murerwa, 2014). In view of the highly competitive market, companies must
quickly grasp opportunities, respond to threats and outmanoeuvre their rivals to endure

and succeed (Thompson, Strickland & Gamble, 2010).
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2.4 Strategic Responsesto Environmental Challenges

Pearce and Robinson (2011) posits that the factors that influence a firm’s operations can
be divided into three interrelated subcategories; factorsin the remote environment,
factors in the industry environment, and factors in the operating environment.
Factorsginthe remote environment are political, economic, social or technological.
Political factors include government regulations and legal issues and define both
formal and informa rules under which the firm must operate. These include tax
policy, employment laws, environmental regulations, trade restrictions and tariffs
and political stability. Economic factors affect the purchasing power of potential
customers and the firm’s cost of capital. These include economic growth, interest
rates and inflation rate. Socia factors include demographic and cultural
aspects of external environment. Technologica factors can lower barriers to
entry, reduce minimum efficient production levels and influence outsourcing

decisions.

2.4.1 Economic Challenges

A review of the existing literature shows that Gichuki (2013) conducted a study to
establish the strategic responses adopted by multinational companies in the
cosmetics industry in Kenya to the changes in the environment. The study found out that
there was high level of rivalry among cosmetic companies as each company struggles to
outperform its competitors. Interna factors like management style and level of capital
affected changes that took place in the companies. Cosmetic companies adopted different

strategies in response to changes in their operating environment which ranged from
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outsourcing, retrenchment, product diversification, innovation, cost leadership, target

marketing and enhanced customer care.

Macharia (2014) carried out a study to examine how Alliance Ginneries Company in
Tanzania is strategically responding to challenges posed by the competitive

environment. The study found out that the operating environment in the cotton industry is
very dynamic and volatile. The study further concludes that Alliance Ginneries had
adopted various strategies to respond to the environmental changes such as expansion
into new regions, operation cost reduction, restructuring and outsourcing of non-core

activities.

2.4.2 Technological Challenges

Pogutz and Tyteca (2010) reviewed the dimensions of technological innovation as
related to environmental pressures. The study indicated environmental challenges

can betaken, in various ways, as the central focus on which business strategies can

be elaborated. The study cited that environmental pressures can be addressed through
various forms of environment-friendly innovations at three different levels, that is., the
process, the product, and the system. It was concluded that in many instances,
technological innovation induced by environmental issues not only yields
advantages from an ecologica standpoint, but aso from an economic and

strategic point of view.

Matabishi (2015) conducted a study to determine the response strategies to environmental
changes by International Award Foundation in  Kenya. The study established thatq

the changes in IAF environment include economic, technological, legal and social
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changes. In order to respond to the changes in the environment, IAF adopted
information technology, organizationa restructuring, differentiation strategy, strategic
partnership, innovation strategy, organizational structure, resource mobilization,
leadership and culture, and change management. The study recommended that I1AF
continualy monitor its environment and swiftly modify its strategy in response to

changes in the external environment.

2.4.3 Regulatory Changes and Palitical I nstability

In another study, Wasike (2015) investigated the strategic responses to the business

environment and performance of Old Mutua Kenya The study established that
Old Mutual Kenya Limited has adopted strategies similar to those adopted by other
players in the financial services sector although it has been more aggressive in some
aspects. Changes in business environment that affect the operation of the
organization were traditional and non-traditional competition, political instability,
economic changes, technological changes, regulatory changes, changing customer needs,
talent flight due to changing employees expectations, industry’s poor reputation resulting
in low penetration and changing customer needs. The study revealed that Old Mutual
Kenya responded to the business environment through mergers and acquisitions, product
development and differentiation, aggressive brand campaigns, technology advancements
and infrastructure refresh, business process automation, branch network and distribution
expansion. The study also confirmed that the strategies adopted were effective and
resulted in improved financial performance, enhanced brand visibility, better customer

retention and diversified product offering.
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Kamwere (2016) conducted a study on strategic responses to environmental challenges
facing Faulu Bank in Kenya. The study found that the environmental challenges that
faced Faulu bank were competition, obsolete technology, evolving customer needs,
complying with regulatory requirements and political instability. It was observed that
these challenges hindered Faulu bank’s survival in environment and thus necessitated the
bank to find strategies to deal with the situation. It was further found out that the main
strategic responses adopted by Faulu bank to deal with environmental challenges
included the adoption of product and service innovation, use of modern technologies,
product differentiation, investing in research and development programmes, strategic

talent management programme and training and devel opment programme.

Moreover, Koech (2012) examined the strategic responses adopted by the
commercial banks, and the intensity of the competitive forces to the banks
operation. The findings revealed commercial banks in Kenya faced a number of
challenges which includes high expectations from customers, high rate of competition,
government rules, bureaucracy, marketing and high cost of operation. The study found
out that commercial banks responded strategically to the competitive
challenging environment through product differentiation, cost leadership and
management, investment in technology, focus strategy and customer focus strategy. The
study showed that there is a positive relationship between the competitive
environment determined by the Porters five force and the strategies the commercial

banks adopted to respond to the competitive environment.
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2.5 Summary of Knowledge Gaps

This section presents the summary and the knowledge gaps identified from critique of

the existing literature relevant to the study. The table below highlights the knowledge

gaps identified between what has been written and the interest of this study.

Study Objective M ethodology Findings Gap
Gichuki | Strategic - Descriptive | - High level of Study was limited
(2013) responses to research rivalry among | to strategic
environmental design. cosmetic responses to
challenges . Targeted 5 companies environmental
adopted by multinational |- Response challengesin
multinational companiesin strategies: multinational
companies in the cosmetics | outsourcing, companies and not
the cosmetics industry, retrenchment, in the banking
industry in operating in product sector.
Kenya Kenya. diversification,
- Primary data | innovation, cost
through a leadership,
questionnaire. | target marketing
. Descriptive and enhanced
analysis. customer care
Matabishi | Strategic - Case Study Strategic The study only
(2015) responses to (IAF). responses: concentrated on
environmental - Primary data | - Information strategic responses
challenges by through technology, to environmental
international interview . organizational | challengesin IAF.
award Guide. restructuring Could not be
foundation in . Content . differentiation | generalised to
Kenya anaysis . strategic banking sector.
partnership,
- Innovation
- Leadership and
culture change
Kamwere | Strategic - Case Study - Environmental | This study was
(2016) Responses to (Faulu Bank). challenges: limited to strategic
Environmental | . Primary data. | - Competition, responses to
Challenges . Interview . Obsolete environmental
Facing Faulu Guide. technology, challenges, with a
BankinKenya. | . content . Evolving focus on only one
analysis customer needs, | bank - Faulu bank.
. Comp|y| ng The StUdy looked at
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with regulatory | regulatory
reguirements challenge.
- Political
instability.
- Various
Strategic
Responses were
adopted.
Macharia | Strategic - Case Study Strategic The study was
(2014) responses to (Alliance Responses to limited to
environmental Ginneries environmental environmental
challenges Ltd). challenges. chalenges in
by alliance - Primary data. | - Expansioninto | Alliance Ginneries
ginneriesitdin | . |nterview new regions, Ltd, Tanzania. The
Tanzania Guide - Operation cost | Study looked at
. Content reduction, strategic responses
analysis. . Restructuring | to aregulatory
and chalengeinthe
. Outsourcing of banking sector in
non-core Kenya.
activities.
Wasike Investigated the | - Case study Environment Study limited to
(2015) strategic - Primary and challenges. strategic responses
responses to secondary - Competition. to the business
the business data . Political environment in
environment an | . |nterview instability. insurance industry.
d performance Guide . Economic The study looked at
of Old Mutua | . content changes. strategic responses
Kenya. ana'yss - Technol Og|Ca| to Int'el‘eSt rate
technique. changes. capping - a
. Regulatory regulatory change.
changes.
- Changing
customer needs.
Koech Strategies - Descriptive - Environmental | Study was
(2012) adopted by survey design. | challenges: conducted on
local - Primary data | - Customers response to the
commercial through expectations competitive
banks in Questionnaire | - High environment in
response to . Descriptive competition banking industry.
the and inferential | - Government The study looked at
competitive statistics. rules strategic responses
environment. - High cost of to interest rate
capping —
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operations.
- Strategic
responses:

- Product

differentiation,
cost leadership

- Investment in

technology

- focus strategy
- customer focus

strategy

regulatory change.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1 Introduction

This chapter sets out various stages and phases that were followed in
completing the study. It outlines a blueprint for the collection, measurement and
analysis of data. It covers the research design, study population, data collection and

data analysis.

3.2 Resear ch Design

Research design refers to how the researcher put a research study together
to answer a set of questions. Research design works as a systematic plan
outlining the study, the researchers methods of compilation, details on how
the study will arrive a its conclusions and the limitations of the research
(McLaughlin, 2012). The study adopted a cross-sectional descriptive design. A
descriptive design is a research technique in which data are gathered by asking
guestions to respondents. It is one of the best methods for conductingq research
in human contexts because of portraying accurate current facts through data

collection for answering questionsto conclude the study (Williams, 2007).

The cross-sectional descriptive design incorporates both quantitative and qualitative
analysis. It was therefore appropriate for this study since it helped in collecting data
through a questionnaire in  order to answer the question of the current status and

describe theqnature of existing conditions of the subject under study.
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3.3 Population of the Study

A population is defined as a complete set of individuas, case or objects
with some common observable characteristic (Bryman, 2008). The study population
was the senior management staff in all the 42 commercial banks registered with CBK as
at December 31% 2016 (CBK, 2016) (see Appendix 11). The study picked one manager in
each bank to give a population size of 42 management staff in all the commercial banks

in Kenya.

A census study was adopted whereby the entire population was considered
for the study. According to Cooper and Schindler (2011) acensus is feasible when
the population is small and necessary when the elements are quite different
from each other. When the population is smal and variable, any sample
drawvn may not be representative of the population from which it is drawn.
A census study wasdeemed be appropriate for study since the sampling frame

is small; thus the entire population of 42 banks were considered for the study.

3.4 Data Collection

The study collected primary data through use of a questionnaire. The
guestionnaire had both closed and open ended questions. It was divided into four
sections. Section one gathered information on demographic information of the
respondents, section two collected information on commercial banks, section three
covered questions on effects of interest rate capping to the banks while section four
covered questions on strategic responses by banks to interest rate capping. The data was

collected from the management staff in the commercial banks since they involved in
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developing and overseeing the implementation of the strategic responses and they are
deemed informed to give reliable information on the research problem. The researcher

administered the questionnaire through drop and pick later method.

The questionnaire was considered as the appropriate data collection instrument for this
study since they provide a high degree of data standardization, they are relatively

quick to collect information from people in a non-threatening way and they are cheap
to administer. Questionnaires are also able to give a detailed answer to complex problems

(Kombo & Tromp, 2009).

3.5 Data Analysis

The data collected through the questionnaire was edited, coded, entered
into Statistical Package for Social Sciences (SPSS) Version 21, which also aided in
data analysis. The data was analyzed using descriptive statistics to enable the

researcher to summarize and organize data in an effective and meaningful

way. The descriptive statistics included frequency distribution tables and the mean,
standard deviation and measures of relative frequencies. The quantitative data was
presented using tables, charts and graphs. The qualitative data was categorized in

themes in accordance with research objectives and reported in narrative

form aong with quantitative presentation.
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CHAPTER FOUR: DATA ANALYSIS, RESULTSAND DISCUSSION

4.1 Introduction

This chapter presents the study data analysis, interpretation and discussion of the
results. The objective of the study was to determine the strategic responses
employed by commercial banks in Kenya to cope with interest rate capping. The

findings were presented intables and charts.

The study targeted 42 managers from the entire population of forty two banks in Kenya
who were issued with questionnaires. Out of targeted sample size, 38 respondents
successfully filled the questionnaires in time for anaysis, which trandate to a
response rate of 90.5%. The response was appropriate for the study to continue and
provide reliable results that could help make inference on the study. According to
Mugenda and Mugenda (2003) fifty percent response rate is adequate, sixty

percent isgood and above seventy percent israted very well.

4.2 Demographic I nformation

The section presents the demographic information of the respondents and the
commercia banks who formed the population the study. This information was important
in understanding and classifying the different responses according to the respondents’
demographics and the banks’ profile. The information captured includes: designation in
the bank, number of years worked in the respective position and in the bank,
market share of the bank, duration the bank has been in existence operation in

Kenya and form of ownership of the bank.
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4.2.1 Designation in the Bank
The respondents were asked to indicate their position in the bank. This was
important as this study was limited to the management staff in the bank. The findings are

presented in Table 4.1.

Table4.1: Designation in the Bank

Designation Frequency Per cent
Credit Manager 8 21.1
Relationship Manager 16 42.1
Branch Manager 14 36.8
Total 38 100.0

Source: Research Data (2017)

The study results in Table 4.1 show that 42.1% of the respondents who took part in the
study were relationship managers while 36.8% were branch managers. On the other hand,
21.1% of the respondents were credit managers. The study targeted the management staff
since they were in a position to give reliable information on the strategic responses
employed by their banks to manage interest rate capping.

4.2.2 Duration Worked in the Current Position

The study sought to establish the number of years the respondents had worked
in the above mentioned position. This was important in order to show the respondents

experience in the position they held. The findings are presented in Table 4.2.
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Table4.2: Duration Worked in the Current Position

Duration (in Years) Frequency Per cent
1-5years 9 23.7
6-10 years 22 57.9
Over 10 years 7 184
Total 38 100.0

Source: Research Data (2017)

The study results show that majority of the respondents (57.9%) had worked in their
current position for 6-10 years while 18.4% had worked in their current position more
than 10 years. Mgority of the respondents fell in these two categories which shows that
the respondents had held the position for over five years, which is substantial time for one
to understand the strategic responses employed by their institutions; hence it improves the

reliability of the information given by the respondents.

4.2.3 Number of YearsWorked in the Bank
The respondents were asked to indicate the number of years they had worked in the
respective banks. Thefindingsare presented in Figure 4.1.

Figure4.1: Number of YearsWorked in the Bank

45.0% A

40.0% -

35.0% -

30.0% A

25.0% -

20.0% -

15.0% 10.5% (n=4) 10.5% (n=4)

0.0%% = T T v ' 'l

Less than 5 5-10 Years 11-15 Years 16-20 Years Above 20
Years Years
Duration Worked in the Bank

Source: Research Data (2017)
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The study findings in Figure 4.1 show that 42.1% of the respondents indicated that they
had worked in their respective banks for duration of 11-15 years while 34.2% they had
worked for duration of 5-10 years. On the other hand, 10.5% of the respondents
indicated that they had worked in their respective banks for a duration of 16-20 years and
less than 5 years respectively. The findings show that mgority of the respondents

had worked intheir respective banks for more than five years.

424 Market Share of the Banks

Figure4.2: Market Share of the Banks

15.8% 5-3%
(5-10%)

36.8%
(Less than 1%)

42.1%
(1-4%)

mlessthan1% ®W1%-4% m5-10% ™ Above 10%

Source: Research Data (2017)

The study findings in Figure 4.2 show that 42.1% (n=16) of the banks had a market share
of between 1-4% while 36.8% (n=14) had a market share of less than 1%. On the other
hand, 15.8% (n=6) the banks had had a market share of 5-10% while 5.3% (n=2) had a

market share of above 10%.

According to CBK report (2016), seven banks (tier one banks) out of 42 banks control
58.2% market share. These banks are KCB, Equity, Co-operative, Standard Chartered,

Barclays, CBA and Diamond Trust banks.
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4.2.5 Duration of Operation in Kenya
In this section, the study sought to establish the number of years the bank had beenin
operation in Kenya. The findings are presented in Table 4.3

Table 4.3: Duration of Operation in Kenya

No.in Years Frequency Per cent
6-10 years 2 5.3
11-15 years 5 13.2
16-20 yrs 4 10.5
Over 20 years 27 71.1
Total 38 100.0

Source: Research Data (2017)

The study findings show that majority of the banks (71.1%) had been in operation in
Kenya for more than 20 year while 10.5% had been in operation in Kenya for a duration
of 16-20 years. The study findings further show that 13.2% of the banks had been in
operation in Kenya for 11-15 years while 5.3% had been in existence in the Kenyan

market for 6-10 years.

4.2.6 Form of Owner ship of the Bank
The study sought to establish the form of ownership of the banks which took part in the
study. The results are presented in Table 4.4.

Table 4.4. Form of Ownership of the Bank

Form of Owner ship Frequency Per cent
Loca Public Commercial Bank 8 211
Local Private Commercia Bank 23 60.5
Foreign Commercia Banks 7 184
Total 38 100.0

Source: Research Data (2017)
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The findings in Table 4.4 show that majority of the banks (60.5%) were local private
commercia banks; 21.1% were local public commercial bank while 18.4% were foreign
commercia banks. This shows that the study was inclusive of al banks irrespective of

their form of ownership.

4.3 Interest Rate Capping

In this section, the study sought to establish the how the interest rate caps
introduced in the year 2016 had affected the commercial bank’s business environment,
the Non-Performing Loans and whether it had helped in enhancing consumer protection

from exorbitant interest rates.

4.3.1 Whether Interest Rates Capping have changed the Business Environment
The respondents were asked to indicate whether interest rates capping had changed the

bank’s business environment. The findings are presented in Table 4.5.

Table 4.5 Interest Rates Capping and Banks Business Environment

Responses Frequency Per cent
Yes 38 100.0
No - -
Total 38 100.0

Source: Research Data (2017)

The study results in Table 4.5 show that al the respondents 100% (n=38) indicated that
interest rates capping had changed the bank’s business environment. The respondents
explained that the interest rates capping had narrowed the pricing gap of the banks and

had removed banks ability to pricerisk. Asaresult, it has bundled al risks to the bank.
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4.3.2 Whether Interest Rates Capping has affected the NPLsin the Bank

The respondenbts were asked to indicate whether the interest rates capping had affected
the NPLs in their bank. They revealed that with the introduction of interest rates caps,
banks were finding it hard to assess potential borrower’s ability to service loans
leading to high NPLs. Initidly, banks would caution this risk of lack of information
on borrowers’ credit worth by raising rates to cover for this risk. However, with the caps,
they are unable to cover these risks. However, some respondents felt that the effect of
interest rates caps on NPLs was not significant because they had reduced their lending to

small enterprises and high-risk borrowers.

4.3.3 Interest Rates Capping and Consumer Protection

The respondents were asked whether the interest rates capping had helped achieve
consumer protection from exorbitant interest rates. All the respondents reported that
interest rate caps have not managed to pass the benefits of the low rates to the consumers
as it was intended. Instead, the interest rate caps have starved and limited access to credit
to low-income consumers, who need it most for their economic development. The
respondents indicated that the cap has cut lending to risky borrowers like small

enterprises, curbing economic growth.

4.3.4 Effects of Interest Rate Caps on Commercial Banks

The respondents were asked to indicate the extent to which the interest rate caps
introduced in the year 2016 had affected the various aspects in the bank. A five point
likert scale was used to interpret the responses whereby the scores of “Not at all” and

“small extent” were represented by mean score, equivalent to likert scale (1<small
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exent=2.5). The scores of ‘moderate extent’ were equivalent to 2.6 to 3.5 on the likert
scale (2.6 moderate extent =3.5) The scores of “great extent” and “very great extent”
were equivalent to (3.6sGreat Extent=5) on the likert scale. The results are presented in
Table 4.6.

Table 4.6: Effects of Interest Rate Caps on Commer cial Banks

Effects of Interest Rate Caps N | Mean Std.

Deviation
Reduced banks profits. 38| 3.05 0.613
Reduced supply of credit. 38| 4.18 0.692
Increased high operational costs and risks. 38| 3.82 0.766
Has increased access to finance to small enterprisesand low | 38 | 1.53 0.603
income borrowers.

Source: Research Data (2017)

The study findings show that the respondents indicated that interest rate caps had reduced
the supply of credit to the borrowers to a great extent (mean score = 4.18). The
respondents also revealed that interest rate caps had increased the operational costs and
risks to the bank to a great extent (mean score = 3.82). On the other had, the respondents
reported that interest rate caps had reduced banks profits to a moderate extent (mean
score =3.05). The respondents further indicated that interest rate caps had increased
access to finance to small enterprises and low income borrowers to a small extent as

shown by amean score of 1.53.

The respondents further explained that interest rate caps had increased competition in
the industry for the few quality customers. They have aso had an impact on profits and

that they have weaken bank’s balance sheets. A number of banks have showed a decline

35




in earnings and dividends to owners of the banks. The respondents also revealed that

sustained capping of commercial banks’ lending rates could potentially pose arisk

to financial stability. Small banks may find it difficult to survive in the market.

4.4 Strategic Responsesto Interest Rate Capping

4.4.1 Strategic Responses employed by the Banksto I nterest Rate Capping

In this section, the study sought to establish how the commercial banks were

responding to interest rate caps, to cope with interest rate caps and to remain competitive

in the market. A five point likert scae wasused to interpret the responses whereby

the scores of “strongly disagree” and “disagree” were represented by mean score,

equivalent to 1 to 2.5 on the continuous Likert scale (1 < disagree < 2.5). The scores of

‘neutral” were equivalent to 2.6 to 3.5 on the likert scale (2.6 < neutral < 3.5). The score

of “agree” and “strongly agree” represented were equivalent to 3.6 to 5.0 on the likert

scale which shows a strong agreement. The findings are presented in Table 4.7.

Table4.7: Strategic Responsesto Interest Rate Capping

Strategic Responses N | Mean Std.
Deviation

Innovate and expand into new markets 38| 4.21 0.741
Retrenchment of staff to cut operating costs 38| 321 1.069
Diversifying into other products 38| 3.66 0.745
Product and service innovation. 38| 4.05 0.695
Closing some branches establishments 38| 255 0.921
Ad_optlng modern technology in bank operations to enhance | 38 450 0.507
efficiency.
The banks have increased supply of credit (lending) to 38

. 1.79 0.777
lower-income borrowers.
Banks havg reduced/excluded high-risk borrowers from 38 329 1011
credit/lending.
Reducing staff expenses and benefits (e.g. bonuses etc) 38| 411 0.727

Source: Research Data (2017)
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The study findings show that the respondents agreed that they were responding to interest
rate caps by adopting modern technology in bank operations to enhance efficiency (mean
score = 4.50); and by innovating and expanding into new markets (mean score = 4.21).
The respondents also agreed that their institutions reduced staff expenses and benefits
such as bonuses (mean score = 4.11). On the other hand, the respondents agreed their
banks innovated new products and service (mean score = 4.05), as well as diversifying

into other products (mean score = 3.66) in order to cope with the interest rate caps.

However, the respondents disagreed that the banks had increased supply of credit to
lower-income borrowers in order to cope with the interest rate caps (mean score =1.79).
The respondents neither agreed nor disagreed whether the banks had reduced or excluded
high-risk borrowers from lending to them (mean score = 3.29). The respondents were
also neutral when asked whether their banks were retrenching of staff to cut operating
costs (mean score = 3.21); and on whether the banks were closing some branches or

establishments as a strategic response to interest rate caps (mean score = 2.55).

4.4.2 Whether the Strategic Responses Wer e Effective

The respondents were asked to indicate whether the strategic responses employed by the
banks were effective in addressing the challenges pose by the interest rate caps. Most of
the respondents indicated that the strategic responses were effective to a moderate extent.
Others reported that the strategies they had put in place were still under implementation
and review and therefore it was not clear on whether the strategies were effective. A

number of the respondents indicated that the measures that were put in place were not
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effective in coping with interest rate capping and that the only solution was scrap interest

rate cap and let the market forces regulate the prices.

4.4.3 Suggestion on Interest Rate Capsin Commcercial Banks

The respondents were asked to give a suggestions or recommendation in regard to
interest rate caps. Majority of the respondents were of the opinion that interest
rate cap should be removed to allow forces of demand and supply to set prices of the
interest rates charged in the market. The respondents reveaded that it is essentia to
remove these controls, while taking steps to prevent predatory lending and

increase competition and transparency of the banking sector.

4.5 Discussion

The study found out that interest rates capping had changed the bank’s business
environment. They had narrowed the pricing gap of the banks and had removed banks
ability to price risk. They have also reduced the banks’ profits, weakened their balance
sheet, and affected the share earnings which pose arisk to financial stability of the banks.
The study also found out that interest rates capping has not helped achieve consumer
protection from exorbitant interest rates as it was intended, but instead it had starved the
market of the needed credit. Interest rates capping has also locked out small business and
other “high risk” borrowers from accessing credit. These finding are in agreement with
those of Agolla (2016) who revealed that capping of interest rates distort the
market and prevents financial institutions from offering loan products to those
a the lower end of the market that have no alternative accessto credit. The

findings are further supported by Miller (2013) who indicated that interest rates caps have
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an effect on the quantity of credit available in the market which is detrimental to financial

outreach and credit growth.

The study found out that commercial banks in Kenya were employing a myriad of
strategies to cope with interest rate capping. It was found out that they were adopting
modern technology in bank operations to enhance efficiency, innovating and expanding
into new markets, diversifying into other products as well as cutting on staff expenses
and benefits, and retrenching some staff to cut operating costs to a moderate extent. The
above findings are in agreement with those of Gichuki (2013) who conducted a study on
multinational companies and found out that they were adopting different strategies in
response to changes in their operating environment which ranged from outsourcing,
retrenchment, product diversification, innovation, cost leadership and enhanced
marketing. The findings are also supported by Koech (2012) who examined the
strategic responses adopted by the commercia banks, and the intensity of the

competitive forces to the banks operation. The study found out that commercial

banks responded strategically to the competitive challenging environment

through cost leadership strategies, investment in technology, focus strategy and customer

focus strategy, expansion into new regions and restructuring.
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CHAPTER FIVE: SUMMARY, CONCLUSIONSAND

RECOMMENDATIONS

5.1. Introduction

This chapter provides asummary of findings, conclusions and recommendations
of the study based onthe objective of the study. It entails a synthesis of
key issues of the objective of the study as deduced from the entire

research.

5.2. Summary of Findings

The study found that al the managers agreed that interest rates capping had
changed the bank’s business environment. They revealed that interest rates capping had
narrowed the pricing gap of the banks and had removed banks’ ability to price risk. The
study also found out that interest rates capping had not helped to achieve consumer
protection from exorbitant interest rates, but instead it starved the market of the needed

credit.

On the effects of interest rate caps on commercia banks, the study found
out that interest rate capshad reduced the supply of credit to the borrowersto a great
extent; and had also increased the operational costs and risks to the bank to a great
extent. The study further found out that interest rate caps had reduced banks profits
to a moderate extent. The interest rate caps were also found to limit access to finance to
small enterprises and low income borrowers. Instead, the capping had increased

competition in the industry for the few quality customers.
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On the strategic responses employed by the bank cope with interest rate capping, the
study found out that they were adopting modern technology in bank operations to
enhance efficiency as well as innovating and expanding into new markets. The
respondents also agreed that the banks were innovating new products and services,
diversifying into other products as well as cutting on staff expenses and benefits such as
bonuses. The banks were aso retrenching some staff to cut operating costs to a moderate

extent.

5.3 Conclusions

The study concludes that interest rates capping have an effect on the commercial
banks efficiency, stability and performance as it doesn’t account for severa

factors that might affect the banks’ decision to opt for certan spreads.

This includes factors such as market structure, credit risk, distribution of market power
and lack of information on borrowers’ credit worth (information flow/asymmetry).
Interest rates capping have also locked out SMEs and other “high risk” borrowers
from accessing credit as banks are competing for the few quality clients in the

market.

The study concludes that interest rate caps may result in a slowdown in credit growth.
This may further result in the high risk borrowers and small scale businesses (which are
offering employment) being excluded from the formal financia system. Introduction
of an interest cap in a fully liberalized capital market results in capita
flight. Shares of the largest Kenyan Banks listed on the Nairobi Exchange

plummeted by ten percent in response to the news of the introduction of
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the interest rate cap. This was manly due to loss of investor confidence

and capital flight.

The study concludes that commercia banks are employing various strategies to manage
the interest rate caps introduced in the year 2016. These includes innovating and
expanding into new markets, diversifying into other products, adopting modern
technology in bank operations to enhance efficiency, and reducing staff expenses and
benefits so as to cut on operation costs. Introduction of interest rate caps have weakened
bank’s balance sheets and posed arisk to financial efficiency and stability; and therefore
banks are adopting these strategies as way to maintain their performance and competitive

edge in the market.

5.4 Recommendations

The study recommends that CBK should review or remove the interest rate cap
introduced in the year 2016 to allow forces of demand and supply to set prices of the
interest rates charged. There are market driven prescriptions for addressing the cost

of credit in order to improve access to finance other than putting caps. These
include enhanced competition in the banking industry, product innovation,

improved financial consumer  protection framework, increased financial

literacy, promotion of credit reference bureaus, enforced disclosure of interest

rates and total cost of borrowing, and promoting micro-credit products.

The study further recommends that, if the law on interest rate cap is to remain, and for it
to achieve its intended purpose, the government will have to cut down on

its domestic borrowing. When the government sets to sell a 10 year bond

42



a an average yield of 15 per cent which is risk free, you do not expect
banks to lend to a risky business and individuas a 14.5 per cent. The
point is, there is a need for a fisca adjustment as well or else, banks will;
prefer to loan to the government and shun all the other borrowers who are the drivers of

the economy.

Due to the increasing competition whereby the banks are competing for few quality
clients in the market to offer credit; the study recommends for realignment especially of
the small banks through mergers and acquisition so that they are able to compete with
their larger counterparts. Failure to do such realignment may pose challenges to the small

banks in the long run which have a small market share.

5.5 Limitations of the Study

In the pursuit of conducting this study, the researcher initially experienced challenges of
getting information/data from the respondents who were management staff. Accessing
the management staff in the commercia banks was difficult as they were busy. It was
difficult to fit in their busy schedules. However, the researcher countered this limitation
by booking for appointments at the most convenient time of the respondents so as to
avoid interfering with their busy schedules. The researcher also used drop and pick
later method so give the respondents ample time to fill the questionnaire at

their own free time.

Other than the challenge of access to the respondents, some of the respondents were also
unwilling to share information for fear that the data may released to other unauthorized

persons or to their competitors. However, the researcher overcame this challenge by
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informing the respondents on the purpose of the study and how it could benefit the
institutions. The researcher also followed ethical procedures and ensured confidentiality

of the data given.

5.6 Suggestion for Further Studies

This study was limited to examining the strategic responses employed by commercial
banks in Kenyato cope with interest rate capping. The study did not fully and deeply
investigate on the effect of interest rate capping on all commercial banks in
Kenya. In this regard, the study recommends that a future study should unearth the
positive and negative effects of interest rate capping on commercial banks in
Kenya, for amore conclusive study. The future study should also have a wider coverage
by targeting other stakeholders such as CBK as the regulator as well as borrowers who

are the consumers of the banks’ products.

In addition, the study was conducted one year after the enactment of the Banking
(Amendment) Act, 2015 which caps banks' interest rates. One year may not be adequate
for this research to give a conclusive representation on the strategies employed by
commercial banksin Kenya tocope withinterest rate capping. It isexpected that the
banks will continually adopt new strategic responses over the years. In this regard, the
researcher suggests that a similar study be conducted in the future, preferably after a

period of five years for comparison purposes of the results.
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APPENDICES

Appendix |: Questionnairefor Managersin the Bank

Instructions. Please read the answer the questions as appropriately as
possible. It is advisable that you answer or fill in each section as provided.

Tick (V) where appropriate.
Section A: Demographic Information
1. Indicate your designation in YOUr DANK............coveriinienenieseeie et e
2. Please indicate how long you have worked in your current position?
Lessthan 1year [ ] 1-5years [ ] 6-10years [ ]
Over 10years [ ]

3. How many years have you worked in this bank?

a)Lessthan 5 Yeas [ | b) 510 Years [ ]
¢) 11-15 Years [ ] d 16-20 Years[ ]

€) Above20 Years [ ]

Section B: Information on Commercial Banks
4. What is the market share of your bank?

Less than 1% [ ] 1%-4% [ ] 510% [ ]
Above 10% [ ]

5.How long has your bank been in existence/operational in Kenya?
5yearsand below [ ] 6-10years [ ] 11-15years [ ]
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16-20 years [ ] Over 20years | |
6. Indicate the form of ownership of your bank.

Local Public Commercial Bank [ ]  Loca Private Commercial Bank [ ]

Foreign Commercia Banks [ ]

Section C: Interest Rate Capping
7a). Has the interest rates capping changed the bank’s business environment?
Yes [ ] No [ ]

b). If yes, how has the interest rates capping changed the bank’s business environment?

8. How has the interest rates capping affected the NPLs in the bank?

9. Do you think the interest rates capping has helped achieve consumer protection from

exorbitant interest rates asintended? EXPlain ...

10. To what extent has the interest rate caps introduced in the year 2016 affected the
following aspectsin your bank? Use a scade of 1-5, where 1 Not a al, 2
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is Small extent, 3 is Moderate extent, 4 is Great extent and 5 is Very
great extent

Effects of Interest Rate Capping 1 2 3 4 5

Reduced banks profits.

Reduced supply of credit.

Increased high operational costs and risks.

Has increased access to finance to small enterprises

and low income borrowers.

11. How else has interest rate caps affected your bank? ..........ccocevvriiiniinien e

Section D: Strategic Responsesto Interest Rate Capping

12. How is your bank responding to interest rate caps, in a bid to protect its bottom line
and remain competitive in the market? Use ascale of 1 to 5 where 1 is strongly disagree,

2isdisagree, 3isNeutral, 4 isagree and 5 is strongly agree

Statements on Strategic Responses to Interest 1 2 3 4 5
Rate Caps

Innovate and expand into new markets

Retrenchment of staff to cut operating costs

Diversifying into other products

Product and service innovation.

Closing some branches establishments

Adopting modern technology in bank operations to

enhance efficiency.
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The banks have increased supply of credit
(Iending) to lower-income borrowers.

Banks have reduced/excluded high-risk borrowers
from credit/lending.

Reducing staff expenses and benefits (e.g. bonuses
etc)

13. How elseis your bank responding to the newly introduced interest rate caps?

14. Are the strategic responses employed by your bank managed to effectively address

the challenges posed by the interest rate caps by the government?

15. What recommendations or suggestion can you give in regard to interest rate caps in

COMMIETCIAl DANKS? ..ottt e e e e e e et e e e e e e e e e ee s eeeeeeeeeeeenaseennneeeeeens

THANK YOU FOR YOUR PARTICIPATION




Appendix I1: List of Commercial Banksin Kenya as at 31% December 2016
1. African Banking Corporation Limited

2. Bank of Africa Kenya Limited

3. Bank of Baroda (K) Limited

4. Bank of India

5. Barclays Bank of Kenya Limited

6. Stanbic Bank Kenya Limited

7. Charterhouse Bank Limited (Under - Statutory Management)
8. Chase Bank (K) Limited (In Receivership)

9. Citibank N.A Kenya

10. Commercial Bank of Africa Limited

11. Consolidated Bank of Kenya Limited

12. Co-operative Bank of Kenya Limited

13. Credit Bank Limited

14. Development Bank of Kenya Limited

15. Diamond Trust Bank Kenya Limited

16. Ecobank Kenya Limited

17. Spire Bank Limited (Formerly Equatorial Commercial Bank Limited)
18. Equity Bank Limited

19. Family Bank Limited

20. Fidelity Commercial Bank Limited

21. Guaranty Trust Bank (K) Ltd

22. First Community Bank Limited
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23.

24,

25.

26.

27.

28.

29.

30.

31

32.

33.

34

35.

36.

37.

38.

39.

40.

41.

42.

Giro Commercial Bank Limited

Guardian Bank Limited

Gulf African Bank Limited

Habib Bank A.G Zurich

Habib Bank Limited

Imperial Bank Limited (In— Receivership)
| & M Bank Limited

Jamii Bora Bank Limited

KCB Bank Kenya Limited

Sidian Bank Limited (Formerly K-Rep Bank)
Middle East Bank (K) Limited

National Bank of Kenya Limited

NIC Bank Limited

M-Oriental Commercial Bank Limited
Paramount Bank Limited

Prime Bank Limited

Standard Chartered Bank Kenya Limited
Transnational Bank Limited

UBA KenyaBank Limited

VictoriaCommercia Bank Limited

Sour ce: CBK (2016)
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