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ABSTRACT

The study was on the effect customer funding on the financial performance of commercial
banks in Kenya. The main issue was that there had been a gradual rise in customer deposits in
Kenya. The profitability of the banking sector has also been on the rise over the recent past .
The empirical problem therefore is whether there exists a relationship between the customer
funding and banks profitability. The problem of the study and the research gap is based on
the observation that there exists conflicting evidence of the effect customer funding on bank’s
financial performance. There is evidence that shows a negative effect, while others show a
positive effect while others show no effect at all.

The study adopted a causal research design. The population of the study were all 44
commercial banks registered by the Central bank of Kenya as at 31 Dec 2016 . The study
used secondary data (over a period of 10 years from 2009 to 2016) from the banking
supervision department of Central bank. A cross sectional regression model was adapted. The
regressions were conducted using statistical package for social sciences (SPSS) version 21.
The Regression analysis findings revealed that customer funding has a negative significant
effect on financial performance of commercial banks therefore the study recommends that
since customer funding has a negative significant effect on financial performance of
commercial banks there is a need for commercial banks to balance between the customer
deposits they keep and the loans they give out. This is because more customer deposits than

total loans become a liability in terms of interest paid to the deposit holders.
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CHAPTER ONE

INTRODUCTION

1.1 Background to the Study

Commercial banks serve a very important role in the economv of a countrv and on
allocation of resources in the countryv. According to Al-tallv (2014) banks continuously
channel funds and resources from depositors (surplus fund units) to investors (deficit
fund units) and thev can onlv do so, if thev are able to generate income to cover for their
operational costs. Olkun (2012) adds that for sustainable intermediation function. banks
need to be profitable. In the Global economy the banking industry serves as the most

essential financial intermediarv bv conducting its primary functions (Alper & Anbar,

2011). When Banks make losses and there is poor performance this can lead to banking

failure and crisis which have negative impacts on the economic growth of the country.

Financial institutions may relv on a varetv of funding sources, and a wide arrav of

factors may impact the stabilitv of those funding sources. Some Recent evidence suggests

that when funding from financial markets became unavailable, or prohibitively

eXpensive, blan.ks opt to be heavilv funded via customers’ deposits (Beltratti & Stultz,

2011; Demirguc-Kunt, 2010). Deposits tend to be more stable and since thev are

tvpically insured by the government, their withdrawals in most circumstances are usually
predictable at the aggregate level and mostly linked to depositors’ liquidity needs (Song

& Thakor. 2007; Huang & Ratnowski. 2011). A bank can also fund its operations

through borrowings from wvarious counterparties. Borrowed funds include secured and



unsecured debt obligations across the maturitv spectrum. Longer-term borrowed funds

include various tvpes of collateralized loans and the issuance of debt.

Since commercial banks depend on depositor’'s money as a source of funds, it means that
there are some relationships between the abilitv of the banks to mobilize deposits, the
amount of credit granted to the customers and the financial performance of the bank
(Tanzi, 2013). This argument is borrowed from theories that underpin financial
performance by commercial banks. The balance portfolio theorv posited by Markowitz
(1952) explains that the optimum holding of each asset in an investor’s portfolio is a
function of policy decisions determined by a number of factors such as the vector of rates
of return on all assets held in the portfolio, a vector of risks associated with the ownership
of each financial assets and the size of the portfolio. The capital pricing model (CAPM)
on the other hand suggests that investors require high levels of expected retums to

compensate them for choosing a model with a high expected nisk. This directlv affects the

financial performance of the associated firms (Black, 1971).

1.1.1 Customer Funding

Customer funding refers to the use of customer loans and saving to fund the bank.
Customer deposits are the main funding source for banks that have traditional deposit-
taking and loan-making business models (Anna, 2009). Accordingly, deposits pavable at
par and on demand carrv the most liquidity risk because of their maturity mismatch with
longer-term loans, and thev could be subject to runs. However, in practice, retail deposits
are relatively stable, particularly if covered by a credible deposit guarantee scheme
(Devinaga & Tan. 2010). Other types of deposits can be less stable, including uninsured

deposits, foreign currencyv deposits, deposits collected though Intemet banking, and those



collected from nonresidents, corporations, monev market funds, and high-net-worth

individuals (Demirguc-Kunt . 2010).

The loan-deposit ratio is a commonly used measure of bank’s liquidity as well as
profitability of the bank (Husni. 2011). The ratio is calculated by dividing the total
amount of loans, by total amount of deposits (Taillard, 2014). This number, also known
as the LTD ratio, is expressed as a percentage. If the ratio is too high, thisis an indicator
that: the bank is issuing out more of its deposits in the form of interest bearing loans and
might not have enough liquidity to cover any unforeseen fund requirements or that the
bank is generating more income if the ratio is too low, banks mav not be earning as much
as they could be. That means the bank is at low risk; at the same time it is not using assets

to generate income for its cash flows (Demirguc-Kunt, 2010).

The amount of liquid assets that a bank should maintain is a function of the stability of its
funding structure and the risk characteristics of the bank’s balance sheet and off balance

sheet activities (Karim, 2012). Generally, a relatively lower level of unencumbered liquid

assets mav be sufficient if funding sources are stable, established borrowing facilities are
largely unused. and other risk characteristics are predictable. According to Husni (2011) a
higher level of unencumbered liquid assets mav be required if for example bank
customers have numerous altemative investment options, or, recent trends show a

substantial reduction in large liabilitv accounts. Demirguc-Kunt (2010) suggests that

when funding from financial markets became unavailable, or prohibitively expensive, the
market walued more positively those institutions more heavily funded via customers’

deposits.



1.1.2 Financial Performance of Commercial Banks

Financial performance refers to the act of performing financial activitv. In the contextual
sense, financial performance refers to the degree to which financial objectives of the bank
has been accomplished. It is the process of measuring the results of a bank’s policies and
operations in monetarv terms over a given period of time and can also be used to compare
similar banks. Performance of commercial banks can be affected by internal and external
factors (Al-Tamimi. 2010). Extemnal factors such as the 2008 global financial crisis may
be bevond the bank. In countrv specific context, macroeconomic policy stabilitv, Gross
Domestic Product (GDP), inflation, interest Rate and political instabilitv are also other
macroeconomic variables that affect the performances of banks (Azam & Siddigoui,
2012). According to Farazi (2011) GDP is a major determinant and the trend of GDP
affects the demand for banks asset. Further, during the declining GDP growth the demand
for credit falls which in turn negativelv affect the profitabilitv of banks. On the contrarv,
in a growing economy as expressed by positive GDP growth, the demand for credit is

high due to the nature of business cvcle. During boom the demand for credit is high

compared to recession.

Intermnal factors on the other hand are individual bank characteristics which affect its

performance (Beltratti & Stultz, 2011). These factors are basicallv influenced bv the

internal decisions of management and the board. Turgutlu (2014), argues that there are
various drivers of profitability in the banking industrv for commercial banks which
include but are not limited to: Cost of funds (Customer Funding), fast changing consumer
preferences, intensifving competition and profitabilitv pressures, efficiency, risk-taking ,

regulatory requirements bv various regulatorv bodies in the countrv whose guidelines the



banks operate within. Ongore & Kusa (2013) additionallvy relates banks financial

performance to factors such as capital adequacy, asset qualitv, management efficiency

and liquiditv management.
1.1.3 Customer Funding and Commercial Banks Performance

In a Research Paper for Kenva Institute for Public Policy Research and Analvsis, Nafula
(2003) conducted an econometric analvsis on the bank eamings and bank portfolio in
Kenva. The results suggested that except for customer deposits and investments in
secondary companies, all the other factors (certificate of deposit; Government securities;
(loans and advances; Deposit balances from other banks; Placements, loans and advances
to building; societies .term loans, credit card receivables, bills receivables, trust receipts,
claims on customers under acceptance credits, loans/ financing to financial institutions,

resolving credits and staff loans affect bank eamings positively.

Deposits include both deposits from customers and deposits and placements from banks

and other financial institutions (Dietrich & Wanzeried. 2009). These deposits are also

among the cheapest source of funds available to commercial banks. It is therefore true
that, the performance of a commercial bank is related to the bank’s abilitv to attract

individual deposits both from its customers and non-customers. As these deposits have a

link with profitability of the bank, Devinaga Rasiah (2010). The bank therefore has to

formulate waws to attract more deposits. When banks Accept deposits this is a liability
for the bank, further to this the bank is liable to pav interest to the deposit holders. A
study conducted bv Husni (2011) stated that there is a significant and positive relation

between retumm on assets and total liabilities to total assets



The other source of income for the banks is interest from loans and advances. The
primarv function of the bank is to lend money to the borrowers through mobilize the
interest revenue; this i1s the ultimate source of revenue for the commercial banks
(Ratnovskd & Huang, 2009). Normally all the banks try to increase the amount of loans to
the bomrowers for aggregate interest revenue in the financial statement. It is
understandable that the more banks offer more loans the more it goes to generate high
revenue and profit. (Abreu and Mendes 2002). Brunnermeier and Pedersen (2009) show
that under certain conditions market and funding liquiditv may be mutuallv reinforcing,
leading to liquiditv spirals, and most notably when there are svstemic risk concems. For
example_ if a bank is not able to rollover some of its debt, it mav be forced to sell some of
its assets to obtain liquidity. However, the fire sale of assets will depress asset prices and

shrink banks’ assets given that thev are marked-to-market, thus making access to funding

even more Constrained (Nikolau. 2009).

1.1.4 Commercialbanksin Kenya

The banking system in Kenwva consists of two levels. The first is the Central Bank of
Kenva (CBK), whose principal objectives are as established in the CBK Act in the
constitution of Kenva. The primary function of the CBK is to formulate and implement
monetary directed to achieving and maintain a general level of price stability, promote
stable and sound financial svstem and ensure an effective and efficient pavment system.
To foster the liquidity, solvency and proper functioning of a stable, market- based,
financial system; and finallv, to support the economic policy of the Government,
Including its objectives for growth and emplovment Ongore and Kusa (2013). The

second level consists of the commercial banks. Data from the Central Bank of Kenva

o



website indicate that as at 31 Diecember 2013, the Kenvan banking sector comprised 44

banking institutions.

The Banking industrv has experienced considerable growth in the past few vears. Data
from CBK indicate that the banking sector was robust and stable and registered enhanced
performance in 2013 as demonstrated by a growth of 13.9 per cent in the total net assets
of the banking industry and an increase in Customer deposits of 13.3 per cent in that vear.
This growth has been attributed to changes in the banking legislation and internal factors
specific to each bank. A report by KNBS (2016) indicated that at the end of 2015, the
sector recorded a growth of 8.7 per cent compared to 8.3 percent in 2014, The report also
indicated that in terms of loans and advances. commercial banks interest rates rose from
1599 per cent in December 2014 to 17.45 per cent in December 2015. At the end of
2016, following the passing of the Banking Amendment Act No. 25 of 2016 that capped

interest rates on borrowing at 4 percentage points above the central bank’s benchmark

rate, which is 105 per cent, while deposit rates must be at least 70 per cent of the
benchmark rate, a report bv Cytonn (2017) indicated that listed banks recorded a 4.4%

core EPS growth, compared to a growth of 2.8% in FY 2015,

Performance of the banking sector has also been marked by closure of some branches to
bring down operational costs which is indirectly linked to banks’ overall performance
{(Michira, 2014). The efficient and effective performance of the banking industry over
time is an indicator of financial stabilitv and banks play an important role in the
mobilization and allocation of resources in an economyv. The sound financial position of a

bank is the guarantee not onlv to its depositors but equallv important for the whole



economv of the nation. Financial performance of commercial banks can be measured

using, customer funding, capital adequacy and asset quality.

1.2 Research Problem

Banks plav an important role in an economyv. These roles include to mobilize funds
through savings, current , fixed deposit accounts and other financial instruments, lending
loans and adwvances to business entities and private individuals in the name of working
capital, investment and consumption, trade finance to domestic and intemational trade,
treasurv services to customers, foreign exchange transactions, cross border fund transfer
service, provide customarv service, involving wealth management activities, hire
purchase and leasing activities ( Jordan, 2011: Kupiec & Lee, 2012). The sound financial
position of banks is not onlv an indicator to its depositors but equallv important for the

whole economv as an indicator for the sound economic position of the nation.

Tuvishime, et al., (2014) argued that banks that rely largely on deposits for their funding

activities are less profitable, as deposits require more branching and other expenses. Kazi
(2012) also provided evidence that the best performing banks are those who maintained a
high level of deposit accounts. A review of selected global studies. for instance, Lawal
{2014); Mohan (2012) reveals that globally, there seem to be a difference in opinions on

the relationship between commercial bank deposits and performance.

Locally, Okun (2012) conducted a cormelation analysis on the deposit portfolio as a
determinant of commercial bank profitability and found a positive correlation between
deposit portfolio and bank profitability. Wambari (2017) suggests that customer deposits

have a significant and negative effect on earnings of banks since it is contains an



opportunity cost. This implies that level local studies display a difference in opinion. In
addition, local studies are still insufficient because of their failure to single out deposits in
their studies of performance of commercial banks. For instance, Ngumi (2014) reviewed
the relationship between innovations and financial performance of banks in Kenva but
failed to address the role of deposits in bank performance. Njogu (2014) conducted a
studv on the relationship between electronic banking and profitability of banks but failed
to relate the level of deposits to the performance of commercial banks. This implies that
local studies are vet to adequately cover the subject of determinants of commercial bank
performance. The question therefore remains; is there a causal relationship between

customer funding and financial performance of commercial banks in Kenva?

1.3 Research Objective

The objective of this study was to assess the effect of using the customer funding on

financial performance of commercial banks in Kenva.
1.4 Value of the Study

In practice this studv is expected to be of value as it provides useful information to policy
makers and regulators to design targeted policies and programs that will actively
stimulate the growth and sustainability of banks in the countrv in order to promote

efficient utilization of resources, for sustainable competitiveness in the banking sector.

Regulatorv bodies such as the Central Bank of Kenva can use the studv findings to
determine the accepted level of the Customer funding that is good for commercial banks

in Kenwva.



Findings from this studv can also benefit management and staff of banks who can gain
insight into the importance of the Customer Funding on the Performance of banks.it can
also provide them with information on whether or not the current funding structure of
commercial banks is viable or banks mav need to select other funding strategies to be

able to operate profitably.

In theory, this study can be of value to other academic researchers in this field as they
will also be able to utilize the results of this studv as part of secondary data in enhancing
future studies. The studyv is expected to facilitate individual Fesearchers to identifv gaps
in the current research and carrv out further research in those areas as well as add to the
body of knowledge on effect of customer deposits and financial performance of

commercial banks in Kenva.



CHAPTER TWO
LITERATURE REVIEW

2.1 Introduction

This chapter reviews some of the theories that were relevant to the study. It starts bv a
reviewing the relevant theories that underpin the studv. These are: theorv of financial
intermediation, the balanced portfolio theory and Tobin’s theory on investment. Focus is
then given to the empirical literature on the topic of customer funding and the banks

performance. Finallv the chapter puts forth a summary of the literature review.

2.2 Theoretical Review

This section presents a theoretical review of the studv. The theories reviewed here are the

balance portfolio theory and the Capital Asset Pricing Model.

2.2.1 Balanced Portfolio Theory

The portfolio theory plays an important role in bank performance studies (Nzongang and
Atemnkeng. 2006). According to the Portfolio balance model of asset diversification, the
optimum holding of each asset in an investor’s portfolio is a function of policy decisions
determined by a number of factors such as the vector of rates of return on all assets held
in the portfolio, a vector of risks associated with the ownership of each financial assets
and the size of the portfolio (Markowitz, 1952). As expected in the current study, a banks
portfolio consists of both assets and liabilities. It is the bank manager’s jobs to construct a
portfolio that leads to high retumn at the same time reduce the risk (standard deviation) of

such a portfolio. According to Kierkegaard, et al., (2006) the abilitv to obtain maximum

11



profits depends on the feasible set of assets and liabilities determined by the management
and the unit costs incurred by the bank for producing each component of assets. These

profits ultimately define the nature of financial performance.

The portfolio theory approaches financial performance from an investment angle with the

aim of maximizing eamings from an entire portfolio (Nzongang & Atemnkeng. 2006).

The modem portfolio theorv introduces the 'mean-variance' analvsis to simplifv the
portfolio selection problem. Markowitz (1959) attempted to quantify nsk and
quantitatively demonstrate why and how portfolio diversification works to reduce risk for
investors. The standard deviation is the measure used to quantify rsk of retum from
period to period, and the portfolio selection problem is reduced to computing an

‘efficient” that minimizes the risk for a fixed level of return in a single period.

According to the portfolio theory, the larger the expected return the better the investment,

and the smaller the standard deviation of the retumn the more attractive the investment.

Furthermore, the theory shows that we can reduce the standard deviation of the retum or
risk bv combining anti-covariant securities. However, each asset class generallv has
different levels of retum and risk and also behaves uniquely so that one asset mav be
increasing in value as another is decreasing or at least not increasing as much, and vice
versa. The balanced portfolio’s argument is that the bank has to choose to be risk averse
in giving out loans with the hope that borrowers will repav as expected. This is their tvpe
of investment. This theorv, however, has a shortcoming; it cannot allow both more and
less risk averse investors to find their optimal portfolio, a problem surmounted by the

capital asset pricing model (CAPM) (Sharpe, 1964).



2.2.2 Capital Asset Pricing Model

CAPM. associated with Sharpe (1964), Lintner (1965) and Black (1972) explains the risk
of a particular asset or portfolio using the excess retum on the market portfolio (Black,
1971). It describes the relationship between svstematic risk and expected retumn for
assets. CAPM model suggests that investors should hold diversified portfolios, and
predicts that investors will hold some fraction of the market portfolio. Furthermore, an
important proposition of the CAPM, also referred to as efficient markets hvpothesis, is

that investors lacking special investment knowledge would be well advised to buy and

hold diversified portfolios (Black, 1971).

CAPM suggests that banks require high levels of expected retums to compensate them
for choosing a model with a high expected risk in their lending. However, according to

Nguven (2013) in the presence of informational asvmmetries and contract enforcement

problems, it is not necessarilv true that the banking svstem will allocate resources to
projects/ firms with the highest returns. Empirical evidence based on mean-variance
portfolio selection, simulation analysis, and out of sample portfolio performance suggests
that correcting for estimation error, particularly in the means, can substantially improve

investment performance as suggested by (Jobson 1979; Jobson and Korkie (1980, 1981);

Torion, 1985, 1991).

Despite attempts to verifv or counter the CAPM, there is no general agreement on its
legitimacy. The modelling approach engaged in this study is therefore that of the
portfolio theorv alongside that of CAPM. This paper therefore assumes that deposits are

one of the items in a bank’s portfolio. A banks portfolio consists of both assets and



liabilities. It is the bank manager’s job to select a portfolio that will increase retums and

minimize risk for the firm.
2.3 Determinants of Financial Performance

The determinants of financial performance can be classified into three major categories.
These are the bank specific factors, industrv specific factors and the macro-economic
indicators (Elyor, 2009). Bank-specific factors are those factors within the direct control
of managers, while extemal factors include industrv-specific and macroeconomic factors.

This is further discussed below.
2.3.1 Industry Specific Determinants of Performance

Industrv specific facmrsl such as the market structure and bank specific variables to
explain the differences in the financial performance of commercial banks across the
various countries. Studies have shown that generallv, a high bank asset-to-GDP ratio
shows that financial development plavs a very critical role in the economy in the

economy of a country. This is an indication of a higher demand for banking services,
2.3.1.1 Marketstructure

Studies by Hurka (2017) show that commercial banks in countries that have more
competitive banking sectors, where the bank assets make up a large part of the GDP of
the countrv, generally tend to have smaller profit margins and are therefore less
profitable. It also shows that countries that have underdeveloped or poorly developed
financial svstems tend to exhibit lower efficiency in their operations and also tend to
adopt less-than-competitive pricing behaviors which lead to poor financial performance

(Elyor, 2009). It is clear that for such countries, an improvement in financial development



would lead to an improvement in the efficiencv levels of the banking sector which is a
clear indication that the market structure of the banking industrv has a significant

influence on the financial performance of the commercial banks in the industry
(Khrawish. 2011).

The structure of the bank is also a determinant of financial performance. Commercial
banks that are able to offer investment products are also able to make more monev since

they eam more from the fees and commissions from the investments (Mwania. 2009).

2.3.1.2 Maturity of the banking sector

Another industry specific determinant of the financial performance of commercial banks
is the maturitv of the banking svstem. Delis et al (2008) concluded that there was a
negative relationship between the financial performance of the commercial banks and the
size of the banking industry in the country. Bodie, et al.. (2005) adds that this leadsto a
situation where the maximum performance of each commercial bank is reduced and thus

clearly showing that a greater banking sector mav lead to poor financial performance of

the commercial banlks.

Maturity of the banking industrv also influences the number of services that commercial
banks are able to offer to their consumers as well as the coverage of the market. The more
mature the banking industry is, the more it is expected to be large and to accommeodate
large volumes of transactions thus better performance (Wen. 2010). A mature banking
industry is characterized bv various products to satisfv the needs of most customers and
therefore it is able to attract more customers. When more citizens relv on the banking

industrv to conduct their businesses as well as make pavments and transfer money,



commercial banks tend to eam more from the banking charges and fees and therefore
thev are able to increase their revenues (Dang, 2013). The ability of a commercial bank to
increase its revenues while at the same time lowering its costs of operations result in

improved financial performance and profitability (Dietrich and Wanzenried, 2008).

2.3.1.3 Competition

Research in marketing has shown competitive forces in the Industrv influence the
performance of players in every industry (Khrawish, 2011). Porter (1980) refers to these
forces as the drivers of competition and profitability in every industry, which as well
include banking industries around the world. He further stressed that it is difficult for
firms which operates in highlv competitive industries to earn favorable returns on
investment (Amare, 2012). As a result. it is very clear that the financial performance and
profitability of commercial banks is influenced bv certain competitive forces in the
industrv. Increased competition in the banking industry leads to lower levels of financial

performance and profitability due to the increased number of players and the lower
market share (Podder. 2012) however Over the vears banks have experienced stiff

competition from foreign banks and other institutions this has emerged due to

disintermediation and deregulation. Competition increases efficiency of firms according

to Tirole (1998). Other literature suggests that efficient banks have better screening and
monitoring procedures in place, and are therefore less likely to suffer from non-
performing loans (e.g., Petersen and Rajan. 1995; Berger and DeYoung. 1997: Williams.
2004). Based on these arguments, a conclusion can be drawn that efficiency could be the

medium through which competition makes banks more financiallv sound.



2.3.2 Bank Specific Determinants of Performance

Firm specific factors that influence the financial performance of commercial banks have
been studied by various researchers in different settings. This is attributed to the fact that
intemal factors such as management efficiency are some of the major determinants of the

performance of an organization.

2.3.2.1 Management efficiency

Firms that perform well are nommally characterized by good management of intemal
factors and these are the factors that can be manipulated bv the management of the firm
for better and improved performance (Amare. 2012). Such factors are noted to include
but are not limited to, cost of operations, ownership status, size of bank, credit risk and

productivity.

The operating costs of a bank are normallv expressed as a percentage of the profits and

they are normally expected to influence the financial performance of the bank in a

negative manner (Swamapali. 2014). Memmel and Raupach (2010

Efficiency in cost management is normally measured as a ratio (operating costs to assets).
This is due to the fact that only operating expenses can be directly associated to the

outcome of bank management (Athanasoglou, Brissimis and Delis, 2008). This has

resulted in a negative relationship due to the fact that improved management of bank
expenses lead to improved efficiency and thus improved profitabilitv ratios. Commercial
banks that are interested in achieving high financial performance or profitability need to

develop wavs of ensuring that their costs of operations are maintained at an acceptable



level (Oloo. 2011). Firms that are able to minimize their costs of operations are
considered to be more efficient and it is also expected that thev post higher profits
margins than their counterparts that have higher costs of operations (Athanasoglou, et al..

2008).
2.3.2.2 Ownership structure

Some studies show that there is no significant negative effect of either government or
private ownership on the financial performance of commercial banks (Bonin, Hasan and
Wachtel. 2005). While some studies show that privately owned commercial banks post
better financial results than government owned banks due to the improved efficiency

associated with the private sector (Dietrich and Wanzenried, 2008).

2.3.2.3Bank size

The size of the bank which is normally measured in terms of assets (Goddard 2014).
Bonin, Hasan and Wachtel. (2004) showed that there is a significant and positive
relationship between the bank’s size and its financial performance. This is associated
with the fact that the bigger the size of the bank the lower the cost of raising capital for
that bank and thus the higher the profitability ratios Podder (2012).Bank size is a
significant performance indicator which is adopted to capture the economies of scale
effect. A larger bank is able to achieve cost advantage from economies of scale and in

turm generates greater profitabilitv (Ameur and Mhiri 2013) In most of banking literature,

bank size is often measured by natural logarithm of total assets (Javaid, Anwar, Zaman &
Gafoor, 2014). Bank size is proved that statistically significant and positively associated

with the profitability level of commercial banks in Ethiopia (Bao & Lakew, 2012).
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Conversely, Javaid, (2011) suggested that bank size has a negative impact and significant

in explaining the bank profitability in Pakistan.
2.3.2.4 Technological factors

Investments in technological innovations as well as engaging in joint ventures with
technological companies such as companies providing mobile money transfer services is
one way of improving the performance of the commercial bank (Al-Tamimi & Hassan,
2013) . In Kenva for example, one of the largest commercial banks in terms of assets
(KCB Bank) has entered into various partnerships with Safaricom and other mobile
networks to develop a mobile money transfer platform which has enabled to increase its

revenues in a significant manner and thus its profitability (Ongore and Kusa, 2013). The

fact that larger banks are able to enter into more strategic partnerships and engage in
more investments clearly indicates that there is potential for improvement of financial

performance or profitability in the long term (Amare, 2012).

2.3.2.5Bank credit risk

A bank facilitates the movement of funds from savers to borrowers bv buving financial
claims with one set of characteristics from borrowers (for example, loans) and then
selling its own liabilities with a different set of characteristics to savers (for example,
deposits) A nisk can be defined as an unplanned event with financial consequences
resulting in loss or reduced eamings (Vasavada. Kumar, Rao &Pai. 2015). An activity
which mav give profits or result in loss mav be called a nsky undertaking due to
uncertainty or unpredictability of the activity of trade in future. In other words, it can be

defined as the uncertaintv of the outcome. If a bank is managed to maximize shareholder



wealth, it will choose a level of risk consistent with that objective and which does not

expose the bank to high level of uncertainty of the outcome and potential financial

distress (Afonso. Kovner&Schoar, 2014)

Existing theorv on the bank exposure suggests that increased risk is associated with a
decrease in bank profitabilitv. Banks like anv other commercial organization also intend
to take risk, which is inherent in anv business. Higher the risk taken, higher the gain
would be. But higher risks mav also result into higher losses. However, banks are prudent
enough to identifv measure and price risk, and maintain appropriate capital to take care of
anv eventualitv. The major risks in banking business or ‘banking risks’, as commonly
referred, are Liquidity Risk, Interest Rate Risk, Market Risk, Credit or Default Risk,

Dperational Eisk and Feputational risk. (Borio & Drehmann _ 2009

2.3.3 Macro Economic Determinants of Performance

Macro-economic factors influence the performance of the business entities in an

economy in a significant manner since they determine the kind of operating environment
available (Lipungam. 2014). Commercial banks do not operate in a vacuum and this
therefore means they are influenced by the conditions of the extemal environment. An
economv with favorable macro- economic conditions will give room for business to
thrive and this also means that commercial banks will benefit from the increased business
activities and thus improved profitability (Bodie. et al.. 2005). Macro-economic factors
that determine financial performance include Gross Domestic Product (GDP), interest

rates and inflation rates.



2.3.3.1GDP

According to Katrodia (2012) GDP is used to measure the total economic activity within
a particular countryv. This growth in GDP has been linked with increased economic
activitv in a countrv. Khrawish (2011) also notes that increased economic activitv means
there are more people with improved standards of living and who can be able to engage
in banking activities. This will mean more business for the commercial banks as they are
the intermediaries in of monev exchange in such economies and this will lead to

improved financial performance and profitability (Bikker & Hu. 2012).

2.3.3.2 Interest rates

It is also believed that an increase in interest rates should lead to an increase in the
financial performance of commercial banks since this leads to an increase in the spread

between the interest rates for savings and the interest rates for borrowing (Makkar &

Singh_ 2013). When the interest rates are too low, the interest eamed from the loaned out
amounts is negligible and thus contributes little to the profitability of the commercial

banlk. There is therefore need for a balance in the interest rates in order to ensure the

banks benefit (Lipunga, 2014).

2.3.3.3Inflation

The inflation rate in a country is also another macro-economic factor that has been
associated with the performance of commercial banks and a number of researchers have
focused on establishing this relationship (Azam. 2012). It is noted that generally, high
inflation rates lead to high interest rates on loans and thus lead to higher income to

commercial banks.



Inflation reflects the continuous increase in general price of goods and service in the
economy. When there is anticipated inflation, bank would adjust the lending and saving

strategies accordingly in order to generate greater profit. (Pasiouras & Kosmidou, 2007)

Thus, a positive relationship is estimated between anticipated inflation and bank

profitability (Vong & Chan. 2009: Sufian. 2009: Wasiuzzaman & Tarmizi. 2010; Svafti.

2012y However, if there is unanticipated inflation, banks are not well-prepared to
overcome this, therebv causing costs incurred increase more than revenues eammed do

(Pasiouras & Kosmidou, 2007). therefore, unanticipated inflation and bank profitability

are expected to be in negative relationship as unexpected inflation reduces the bank

profit.

2.4 Empirical Review

(ravalas and Svriopoulos (2014) investigated banking performance as far as lending rates

and loan quantity was concemed. According to the studv findings, higher capital
requirements, bv raising banks™ marginal cost of funding, lead to higher lending rates.
They also found that the banking sector worldwide is under reforms and constant review
of banking regulations. Accordingly, the new regulations tighten the definition of bank
capital and require that banks hold a larger amount of capital for a given amount of assets
and expand the coverage of bank assets. This studv singlv focused on the impact that
lending rates have on financial performance leaving other factors such as asset quality

and capital adequacy.

Hurka (2017) studied the impact of credit risk management on the profitability of Nordic
commercial banks. He studied warious macroeconomic indicators and confirms a

significantly positive relationship between the economic situation in the countrv, credit



risk management in banks and overall financial performance of the banks. Thereinafter
he discusses that it is possible to predict the amount of the defaulted loans in the future
based solely on the macroeconomic measurements. These findings signify the role that
the economic environment plavs in the distribution of nonperforming assets in the
banking sector and the profitability of the bank. This studv focuses only on the
macroeconomic indicators and did not attempt to look at industrv specific and bank

specific factors in financial performance.

Shleifer and Vishny, (2010) in their publication on Unstable banking whose results were
driven by the large number of unlisted banks included in their sample which primarily
fund their loans by customer deposits as indicated by relativelvy low average loan-to-
deposit ratinos. Moreover, the studv did not include investment banks hence, the risks
stemming from the excessive reliance on wholesale funding as, for example. described by
Huang and Ratnovksi (2008) should be significantly lower for most of the banks included

in the studv sample.

Diamond and Rajan (2000) highlighted how the capital structure of banks affects their
credit-creation and liquiditv creation functions. In particular, banks provide liquiditv to
depositors upon their demand (on the liability side) and to difficult, illiquid borrowers on
the asset side of the balance sheet), thus enhancing the flow of credit in the economy.
Thev did note that deposits are fragile and prone to runs. As a result, illiquidity mav be
created bv banks as a defense mechanism. The first natural response of banks which are
subject to liquidity shortages is that they may ration financing, providing it only to good-

qualitv borrowers (Webb2000) which, overall, could negativelv affect profits for the



banks. Other than the capital structure other factors such as asset quality affect financial

performance. This has not been addressed in their studwv.

Grigorian and Manole (2002) used data envelopment analvsis to bank-level data on some

17 transition economies from 1993-1998. Their results suggested that well capitalized
banks ranked higher in terms of their abilitv to collect deposits than their less capitalized
counterparts. This was attributed to the possibility of implicit deposit insurance which in
turn encourages more deposits. However they found less evidence linking capitalization
to revenues. However in their investigations there was evidence that foreign banks were
able to attract more deposits by paving lower rates on deposits. This was attributed to
implicit deposit insurance. The ability to attract deposits at lower rates would mean
higher net interest margins and hence higher profitabilitv. Data envelopment analwvsis is

not popular in measurement of financial performance.

Berlin and Mester (1999) conducted a study on deposits and relationship lending. From
the complete data set of banks, thev constructed a panel that included 126 banks that
reported in each quarter from the first quarter of 1977 through the fourth quarter of 1989.
Thev concluded that core deposits such as demand and savings deposits, which are
largelv inelastic, have historically insulated the bank funding costs against economic
shocks. This study was camried out 2 decades ago and there has been many changes in the

industry since then.

Ratnovski and Huang (2009) found out that Canadian banks compared to other large
commercial banks in OECD countries were more resilient during the 2008 economic
turmoil since they relied more on depository funding as compared to the other banks that

relied more on wholesale funding. A related study in Kenya conducted by Ochung (1999)



established that there was a verv strong correlation between deposits of commercial
banks and Financial Institutions and their individual performances. There have been a lot

of developments in the industry since then.

Murithi and Wawem (2017) studied liquidity risk and financial performance of
commercial banks in Kenva. . Findings indicated that NSFR is negativelv associated with
bank profitability both in long min and short run while LCE does not significantly
influence the financial performance of commercial banks in Kenva both in long run and
short run. However, the overall effect was that liquidity risk has a negative effect on
financial performance. It is therefore advisable for a bank’s management to pav the
required attention to the liquiditvy management however capital adequacy and asset

management were not given any attention in this study.

Obuva (2017) reviewed literature on debt financing and financial performance of micro
and small enterprises. As per the warious literature reviewed, trade credit mayv be

necessarv when these enterprises face cash inflows problem that hampers them from

purchasing their merchandises on cash basis and at the same time it serves as a safetv net
when suppliers offer discounts for earlier settlement, converselv suppliers impose
penalties for breach of contractual obligation Trade credit as a spontaneous source of
finance could be relatively cheaper compared to bank loan. This study did not have direct

relationship with the performance of the lending institutions.

Kiragu (2010) reviewed the relationship between the capital adequacy and the
profitabilitv of banks in Kenva. He concluded that a positive relationship existed between

capital and the profitabilitv. However, the relationship was found to be stronger in



smaller banks compared to larger banks, which further implied a case of diminishing

marginal returns. However, he failed to address the role of deposits in bank performance.

Gikonvo (2011) conducted a study on the asset liability management and profitability of
commercial banks in Kenwva. The studv drew out the importance minimizing the
opportunity costs of holding deposit reserves and the incidence of non-performing loan
portfolio. The studv suggested that effective credit risk management practices such as
credit assessments, information gathering and aggressive debt collection practices may be
used as part of the management of the qualitv of assets and the minimization of exposures
from liabilities. Howewver, the studv failed to isolate the effect of deposit levels on the

financial performance of commercial banks.

Mwathi (2009) conducted a study on the relationship between commercial banks
financial performance and their ownership structure. The author noted that a majority of

banks with a significant government holding were outperformed by banks with a large

private ownership. Listed banks also seem to perform better than non-listed banks
perhaps because of the added requirements for good govemance. However, the author

failed to relate the level of deposits to the performance of commercial banks.

Olweny and shipho (2010) attempted to determine and evaluate the effects of bank-
specific factors; Capital adequacy, Asset quality, liquidity, operational cost efficiency and
income diversification on the profitability of commercial banks in Kenva. The data was
analvsed using multiple linear regressions method. The analvsis showed that all the bank
specific factors had a statistically significant impact on profitabilitv, while none of the

market factors had a significant impact. Further research on factors influencing the



liquidity of commercials banks in the countrv could add value to the profitabilitv of banks

and academic literature.

2.5 Summary of Literature review

The independent wvariable is the Customer funding level in commercial banks. The
dependent varable of the studv is financial performance which will be measured bv
return on assets (ROA). The ability of the bank to supplyv safe and liquid deposits will
adversely affect the value and performance of the institution. Some studies link level of
deposits to positive financial performance of banks, others link it to negative performance

while others still find no relationship at all.

Banks fund themselves through a wide range of financial instruments, from both retail
and wholesale sources. Accounting for most of the former sources are customer deposits
and loans. Customer deposits are the main funding source for banks that have traditional

deposit-taking and loan-making business models. Deposits pavable on demand. Eetail

deposits are relatively stable, particularly if covered bv a credible deposit guarantee
scheme. Other tvpes of deposits can be less stable, including uninsured deposits, foreign
currency deposits, deposits collected though Intemet banking, and those collected from
nonresidents, corporations, monev market funds, and high-net-worth individuals. The
Funding matters for financial performance because a healthy funding structure lowers

probability of making losses.

Although extensive research has generallv been documented, few studies have been
undertaken in Kenva on the role the impact of using customer funding on the financial

performance of commercial banks in Kenva. Okun (2012) carried out a correlation



analvsis on the deposit portfolio as a determinant of commercial bank profitabilitv and
found a positive correlation between deposit portfolio and bank profitability. Wambari
(2017) suggested that customer deposits have a significant and negative effect on

earnings of banks since it is contains an opportunity cost.

Majority of studies on the performance of commercial banks have been pegged on
interest rates Korr (2016). loan repayment Mugambi et al (2016) and liquidity risk
Muriithi and Wawem (2017). Studv bv Obuva (2017) was mainly a review of literature
on finacial performance but did not review the performance of lending institutions but
rather that of the enterprise that borrows from the banks. The studv bv Ngumi (2014 Jalso
gave little attention to customer deposits but focused on the impact that innovation had on
the financial performance of commercial banks.

The main gap however is that there is hardly any study that has been carried out to show
the impact that customer funding has on the financial performance of commercial banks

in Kenva. To this end, this studv was carried out to fill these gaps left by previous studies.

2.6 Conceptual Framework

A conceptual framework is a logicallv developed, described and elaborated network of
interrelationships among wvariables integral in the dwvnamics of a situation being
investigated (Bryman, 2012). It explains the theorv underlving these relationships and
describes the nature and direction of these relationships (Kothar, 2004). It will illustrate
the relationship that exists between the dependent variable that is financial performance
of commercial banks and the independent wariables that include performance

determinants notably; capital adequacy, asset quality, eamnings abilitv and liquidity.



This studv’s conceptual framework is as detailed in figure 2.1 below.

Financial performance is the process of measuring the results of an organization policies

and operations in terms of monetary value (Tihomir 2001). These results are reflected in

the firm's profitabilitv, liquidity or leverage Capital adequacv focuses on the total

position of bank’s capital and protects its depositors from the potential shocks of losses

that the bank might incur Kolinska (2016).

Customer funding

Total deposits/ Total loans

Asset Quality

(Gross loans

LJ

Net non performing loans /

Capital Adequacy

(Tier 1 Capital + Tier 2
Capital) / Risk Weighted
Assets

Financial Performance

ROA

Figure 2.1 Conceptual Framework

Dependent Variable



CHAPTER THREE

RESEARCH METHODOLOGY

3.1 Introduction

This chapter describes the methodology that was used in undertaking the studv. The
section covers the research design and research methodologv used to test the variables. In
particular, the target population, the tvpe of data to be collected, data collection
instrument, data collection procedure, pilot test, validitv and reliabilitv of the instrument,

and the data analvsis and presentation are discussed.

3.2 Research Design

Elahi & Dehdashti, (2011) describes research design as a plan that describes how, when

and where data are to be collected and analvzed. The focus of this studv was to establish

the relationships between variables of interest and not the causal effects. It is important to

note that just because variables are related, does not necessarilv mean that one directly
causes the other (Arasa. 2008). This study used descriptive in nature and involved

quantitative analvsis of data.

3.3 Target Population of the Study

The research is targeted towards commercial banks in Kenva The list of commercial
banks as published on Central Bank of Kenva website are 44. This is as illustrated in the

table 3.1 below.



Table3.1 Target Population

&
Tvpe of Bank Population Percentage
Foreign owned but locally incorporated institutions g 18%
Foreign owned not locally incorporated 4 9%

Foreign owned but locally incorporated institutions 2 3%
Institutions with Government participation 6 14%
Institutions locally owned 24 34%
Total 44 100%

Source: Central Bank of Kenva

3.4 Methods of Data Collection

Data was collected from published annual financial statements of the sampled banks for

both dependent and independent variables of the studv. The source provided a higher
qualitv data, given that it was a permanent source of information, which will enable this
study to relatively cross check the data easily, hence taken to be reliable. Data for the

studv was collected and compiled from the banks existing financial reports.

3.5 Data Analysis

The studv used descriptive statistics to establish a relationship between dependent and
independent wariables with the help of SPSS 21. The dependent variable of the study is
return on assets (ROA) and the independent variable of the studv is the Customer

Funding. The present research work is based on historical accounting data; it has been



collected from the annual reports of the sampled banks. The data interpretation was made
by ratios and also based on mean. standard deviation. Skewness. kurtosis, paired t —test

and correlation. The studv applied ordinarv least squares {OLS) technique.

To determine whether there exists anv relationship between the explanatorv variables, a

multi-multicollinearity test will be carried out. This studv will use the correlation matrix

to test for the implied relationship between the independent variables.

The Customer Funding and retumn on assets is demonstrated in the following regression
model. The return on assets included in the analvsis as the dependent variable and the

independent variable is denoted as loan deposit ratio.

The regression model is specified below and the following svmbols were used to identify

the respective variables.

Y=o+ b X1+ b2 X2+ B3 Xz e

Where

Y = Dependent Variable (Financial Performance measured bv FEOA= (Profit before

tax/Total assets) 100)

o= Constant (coefficient of intercept)

B1— Bz = Regression coefficients

X 1= Customer funding (Total deposits/ Total loans)

Xs=Asset Quality (Net non-performing loans / Gross loans)

X3= Capital adequacy ((Tier 1 Capital + Tier 2 Capital) / Risk Weighted Assets)



g=FError term

3.5.1 Diagnostic Test

Estimating heterogeneous time series data would lead to biased standard errors and

therefore inference was adversely affected. To test for Heteroskedasticity, likelihood test

was applied.

Auto correlation test was also carried out. Assumptions of OLS indicate that there should
not be anv relationship or correlation between the independent variables. To test for this

relationship Wooldridge test was used to test for serial comrelation.

3.5.2 Testing of significance

The study will be at 0.05 level of significance and was tested using paired t test. In order

to determine the relationship between customer funding and financial performance, a

multiple regression analysis was conducted.



CHAPTER FOUR

DATA ANALYSIS, RESULTS AND DISCUSSION

4.1 Introduction

The chapter presents the findings of the data collected and analvzed. The presentation is
for the trend analvsis, descriptive findings and inferential analwsis. Secondary data

collected over a span of 7 vears was used in the study.
4.2 Descriptive Analysis

The studv conducted descriptive analvsis to establish the mean, standard dewviation,
maximum and minimum wvalues of the study variables that is customer funding. asset
quality, capital adequacy and financial performance of commercial banks measured as
returns on assets. The results for the descriptive results are indicated in Table 4.1.

The findings in Tale 4.1 reveal that the minimum customer funding ratio captured in

terms of the ratio of total deposits to total loans was negative (.68 while the maximum
value was 16.18. On average, the customer funding was 1.51 over the studv period which
indicated that the commercial banks had more deposits than loans an indicator that there
was less income from the loans. A standard dewviation of 2.02 revealed that the variation
in customer funding over the study period was high.

The results also revealed that the minimum asset quality recorded in the study period was
negative 1.33 while the maximum was 0.97. The average asset qualitv as captured bv the
ratio of net non-performing loans to gross loans was 0.97. This indicates that on average,

the credit risk of the commercial banks over the studv period was manageable as the asset



qualitv ratio is below one. There was also a high variation in the asset quality among the
commercial banks over the studv period as shown by a higher value of standard deviation

of 0.18.

The results also showed that capital adequacv as captured by the ratio of capital to risk
weighted assets recorded a minimum value of 390 and a maximum value of 270.39 over
the study period. The mean value of 26.17 revealed that on average the commercial
banks had more tiers I and tier 2 capital as compared to the risk weighted assets which
was enough cushion to absorb a reasonable amount of losses before thev become
insolvent and consequently lose depositors’ funds. The variation in the capital adequacy

was high as shown bv a standard deviation of 21.13.

The minimum returns on assets recorded over the study period were a loss of negative
11.43 while the maximum was 8 80. On average, the returns on assets was 2.97 which

was positive revealing that over the studv period, the commercial banks posited positive

financial performance on average but the variation was high from wvear to vear and from

bank to banlk as shown by a high standard deviation of 2.38.

Table4.1 Descriptive Analysis

Varnable N Minimum | Maximum | Mean Std. Deviation
Customer funding 400 (0.68) | 16.18 1.51 2.02
Asset Quality 400 (1.33) | 0.97 0.08 0.18

Capital Adequacy 400 590 | 270.39 26.17 21.15




ROA 400 (11.43) | 8.80 297 238

4.3 Trend Analysis

Since the data was collected over a study period of 10 wvears, the trends were established
in order to establish the changes in the variables over time in order to establish the time

effects. The trend analysis has been established for each of the 4 variables.

4.3.1 Trend Analysis of Financial Performance

The findings in Figure 4.1 reveal unsteady decreasing trends for the financial
performance of commercial banks calculated as an annual mean for the studv period. The
results reveal that the retumm on assets for the banking sector has been decreasing since
the vear 2009 up to the vear 2016 although the decrease is not steady. This confirms the

research problem.
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Figure 4.1 Trend Analysis of Financial Performance




4.3.2 Trend Analysis of Customer Funding

The trends for customer funding confirms the descriptive analvsis results that there was
high wvariations in the customer funding from vear to vear. The results reveal unsteady
fluctuations in the customer funding ratio but the lowest value was recorded in the vear
2011 while the highest was recorded in the vear 2014. However, for the last three vears of
the study period, this ratio indicated decreasing trends which is a sign of fewer loans
being issued as opposed to the available customer deposits hence less income from loans.

This is a reflection of the trends of the decreasing returns on assets.
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Figure 4.2 Trend Amnalysis of Customer Funding



4.3.3 Trend Analysis of Asset Quality

The findings in Figure 4.3 revealed that from the yvear 2007 to the wvear 2011, the trends in
asset quality of the commercial banks unsteadv but hence forth, the commercial banks
had on average, a steadilv increasing trends in asset qualitv. This implies that the
commercial banks were facing more credit risk since their ratio of non-performing loans
to the total loans was increasing over the wvears. This poses a risk and affects the
performance of the commercial banks negatively and this trend compliments the poor

performance captured by returns on assets.
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Figure 4.3 Trend Analvsis of Asset Quality



4.3.4 Trend Analysis of Capital Adequacy

The results in Figure 4.4 reveal unsteadv trends in capital adequacv as captured by the
ratio of tier 1 and tier 2 capital to risk weighted assets. A decrease in this ratio reveals
that the commercial banks are being exposed to more risk because of less capital to
cushion them before insolvency. The results reveal that since the wear 2009, the
commercial banks have recorded unsteadilv decreasing capital adequacy ratio and that
shows that thev have been exposed more and more between the vear 2009 and 2014

From the vear 2014, the ratio has been improving gradually.
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4.4 Diagnostic Tests

Before running the regression analvsis, the studv ensured that the data obeved the

assumptions of classical linear regression entailing Heteroskedasticity, autocorrelation

and multicollineanty.

4.4.1 Heteroskedasticity Test

The assumption of classical linear regression entails that the error term of a regression
model needs to have a constant variance. When the emror term don’t have constant

variance, its termed as Heteroskedasticitv. The study tested for Heteroskedasticitv using

Likelihood Ratio Test. The results in Table 4.2 indicate that the null hyvpothesis of

Homoscedastic error terms is rejected as supported by a Prob = chi® which is less than the

critical p wvalue (0.03). There was hence a need to use robust standard errors when

running the regression model so as to control the problem of Heteroskedasticity.

Table 4.2 Likelihood ratio test for Heteroskedasticity

Likelihood ratio test

Lr Chi2(3) 59.41

Prob = Chi2 0.000




4.4.2 Autocorrelation Test

The assumption of classical linear regression also entails that the emor term of a
regression model should not be comrelated over time. When the error term is correlated
over time means that it is having a problem of autocorrelation. The studv tested for
presence of autocorrelation using Wooldridge test. The null hvpothesis for the test is that
there is no problem of autocorrelation. The findings in Table 4.3 reveal that the data had a
problem of autocorrelation since the null hvpothesis was rejected at 3% level of
significance. This is because the Prob = F was 0.0003 which is less than the 5% level of

significance.

Table4.3 Wooldridge test for Autocorrelation

Wooldridge test for autocorrelation

H0O: no first order autocorrelation

F( 1. 39)= 15995

Prob>F= 0.0003

4.4.3 Multicollinearitv Test

The study conducted a multicollinearity test to establish whether the independent

variables are highlv comrelated. A variance inflation factor method was used. A VIF

factor value less than 10 indicates no presence of multicollinearity. Since all the

independent wariables had a VIF walue less than 10, there was no presence of

multicollinearity.




Table4.4 Variance Inflation Factor Test of Multicollinearity

Variable VIF LVIF
Capital Adequacy 1.04 0.965
Customer Funding 1.03 0.969
Asset Quality 1.01 0.995
Mean VIF 1.02

4.5 Correlation Analysis

The study established the association between customer funding and financial
performance of commercial banks in Kenva using a Pearson Correlation analvsis. The

findings are as established in Table 4.5. The findings revealed that customer funding has

a negative significant correlation with financial performance of commercial banks as
captured bv returns on assets (r = -0.263, Sig = 0.000). This implies that an increase in

customer funding is associated with a decrease in financial performance.

The findings also revealed that asset quality has a negative significant correlation on
financial performance of commercial banks measured as returns on assets (r = -0.239, Sig
= (0.000). This implies that an increase in asset quality is associated with a decrease in
financial performance. The studv findings further indicated that capital adequacy has a
positive significant effect on financial performance of commercial banks (r=0.122, S5ig =
0.014). This implies that an increase in capital adequacy is associated with an increase in

financial performance.



Table4.5 Correlation Analysis

Customer Asset Capital
Funding Quality Adequacy | ROA
Customer Pearson
Funding Correlation 1
Sig. (2-tailed)
Pearson
Asset Quality | Colrelation 0.016 1
Sig. (2-tailed) 0.747
Capital Pearson
Adequacy Correlation 174%= 0.067 1
Sig. (2-tailed) 0 0.18
Pearson
ROA Correlation - 263%* - 239%= 122* 1
Sig. (2-tailed) 0.000 0.000 0.014
N 400 400 400 400
** Correlation is significant at the 0.01 level (2-tailed).
* Correlation is significant at the 0.03 level (2-tailed).

4.6 Regression Analysis

The relationship between customer funding and financial performance of commercial
banks in Kenva was established using an ordinarv regression analvsis. The regression
analvsis results presented in Table 4.6 indicates that the coefficient of determination (R
squared) was 0.164 which implies that 16.4% of the changes in financial performance of
commercial banks in Kenva is explained bv customer deposits, capital adequacy and

asset quality and the remaining percentage is explained by other factors.



Table 4.6: Coefficient of Determination

E E Square Adjusted R Square | Std. Error of the Estimate

A405a 0.1640 0.1580 2.1836

a Predictors: (Constant), Capital Adequacy, Asset qualitv, Customer funding

The studv also established the model significance of the regression model customer
funding to financial performance of commercial banks in Kenva. The studv findings
revealed that the overall nodel was significant. The F statistic for the model of 25.873
was significant (Sig = 0.000), hence an indication that the model linking customer

funding to financial performance of commercial banks in Kenva was significant.

To corroborate the findings, the studv also used the F-distribution table to obtain the F-
critical value ( F 053,396 calculated at ©¢ = 3%, using denominator degrees of freedom

of 396 and numerator degrees of freedom of 3 and compared against the F-calculated

value of 25.873. The rule of the thumb is that if F-calculated is greater than the F-critical,
then the model is significant. The F-critical value from the F-distribution table was 2.627,
which is less than 22 873 (22 873 = 2.627) hence it confirms the previous findings that
the model linking model linking customer funding to financial performance of

commercial banks in Kenva was significant.




Table4.7: Overall Model Significance

Sum of Squares | df Mean Square | F Sig.
Regression 370.091 3 123 364 25873 000
Residual 1888.138 396 4768
Total 2258229 399
Dependent Variable: ROA

Predictors: {(Constant), Capital Adequacy, Asset quality, Customer funding

The studv finally presented the model coefficients in Table 4 8 and the results revealed
that Customer funding has a negative significant effect on financial performance of
commercial banks implving that an increase in customer funding leads to a decrease in
financial performance { Beta = -0.334 | 5ig = 0.000). The findings also showed that asset
quality has a negative significant effect on financial performance of commercial banks in
Kenva (Beta = -3.409_ Sig = 0.000). This shows that an increase in asset quality leads to a

decrease in financial performance of commercial banks in Kenwva.

The finding further revealed that capital adequacy has a positive significant effect on
financial performance of commercial banks in Kenva (Beta = 0.022, 5ig = 0.000). This
indicates that an increase in capital adequacv leads to an increase in financial

performance of commercial banks in Kenva.



Table4.8: Model Coefficients

Predictor Variables B Std. Error t Sig.
(Constant) 3217 0.188 17.087 0.000
Customer funding -0.334 0.035 -6.434 0.000
Asset quality -3 409 0611 -5.577 0.000
Capital Adequacy 0.022 0.003 4101 0.000
Dependent Variable: ROA

4.7 Discussion

The findings revealed that customer funding has a negative significant effect on financial

performance of commercial banks. This implies that having a higher customer funding
ratio contributed by mpre customer deposits than total loans, leads to a decrease in
performance of commercial banks more deposits becomes a liabilitv in that the
commercial bank has to pay interest to the deposit holders. Furthermore, higher customer
funding through high deposits indicates that the bank has less aggregate interest revenue
generated from loans since there is fewerloans being offered. It is understandable that the
more banks offer more loans the more it goes to generate high revenue and profit. The

findings are consistent with the findings of a study bv Devinaga Rasiah (2010) who

argued that customer deposits can affect financial performance of commercial negatively
since when banks accept deposits this is a liability for the bank, further to this the bank is

liable to pav interest to the deposit holders.



The findings also revealed that asset qualitv has a negative significant effect on financial
performance of commercial banks measured as returns on assets. The findings implv that
an increase in asset gualitv captured bv more net non-performing loans leads to poor
financial performance because of the losses. The findings are consistent with Olwenv and
shipho (2010) who revealed that the effect of bank- specific factors: Capital adequacy,
Asset quality, liquidity, operational cost efficiency and income diversification on the

profitability of commercial banks in Kenwva was statistically significant.

The studyv findings further indicated that capital adequacy has a positive significant effect
on financial performance of commercial banks. The findings indicate that an increase in
capital adequacy indicated by an increase in tier I and tier 2 capital as compared to the
risk weighted assets provides enough cushion to absorb a reasonable amount of losses
before they become insolvent losing depositors’ funds hence affecting financial

performance positivelyv. The findings are consistent with the findings of a studv by

Kiragu (2010) who reviewed the relationship between the capital adequacy and the
profitability of banks in Kenva and concluded that a positive significant relationship

existed between capital adequacy and the profitability of commercial banks in Kenva.



CHAPTER FIVE

SUMNMARY, CONCLUSIONS AND RECOMMENDATIONS

5.1 Summary of Findings

The trends analvsis revealed unsteadv decreasing trends for the financial performance of
commercial banks calculated as an annual mean for the studv period. The trends for
customer funding revealed high variations in the customer funding from vear to vear. The
trend analysis also revealed that since the vear 2009, the commercial banks have recorded
unsteadily decreasing capital adequacy ratio and that shows that they have been exposed

more and more between the vear 2009 and 2014

The inferential results showed that customer funding has a negative significant effect on
financial performance of commercial banks implyving that an increase in customer
funding leads to a decrease in financial performance ( Beta = -0.354 | Sig = 0.000). This
implies that having a higher customer funding ratio contributed by more customer
deposits than total loans, leads to a decrease in performance of commercial banks more
deposits becomes a liability in that the commercial bank has to pav interest to the deposit

holders.

The findings also showed that asset qualitv has a negative significant effect on financial

performance of commercial banks in Kenva (Beta = -3.409, Sig = 0.000). The findings






also revealed that asset qualitv has a negative significant effect on financial performance

of commercial banks measured as returns on assets.

The finding further revealed that capital adequacy has a positive significant effect on
financial performance of commercial banks in Kenva (Beta = 0.022, Sig = 0.000). The
findings indicate that an increase in capital adequacy indicated bv an increase in tier I and
tier 2 capital as compared to the risk weighted assets provides enough cushion to absorb a
reasonable amount of losses before they become insolvent losing depositors™ funds hence

affecting financial performance positively.

5.2 Conclusions

The studv concluded that customer funding has a negative significant effect on financial
performance of commercial banks and that higher customer funding ratio as a result of
more customer deposits than total loans. leads to a decrease in performance of
commercial banks more deposits becomes a liabilitv in that the commercial bank has to

pay interest to the deposit holders.

The studv also concluded that asset qualitv has a negative significant effect on financial
performance of commercial banks in Kenva implving that an increase in non-performing

loans leads to poor performance of commercial banks in Kenva.

Another conclusion made by the studv is that capital adequacy has a positive significant
effect on financial performance of commercial banks in Kenva thus revealing that an
increase in capital adequacv indicated bv an increase in tier I and tier 2 capital as

compared to the risk weighted assets provides enough cushion to absorb a reasonable

o



amount of losses before thev become insolvent losing depositors’ funds hence affecting

financial performance positively.
5.3 Recommendations

The studv recommends that since customer funding has a negative significant effect on
financial performance of commercial banks there is a need for commercial banks to
balance between the customer deposits thev keep and the loans thev give out. This is
because more customer deposits than total loans become a liabilitv in terms of interest

paid to the deposit holders.

The study also recommend that since asset quality has a negative significant effect on
financial performance of commercial banks in Kenva, there is a need for commercial
banks in Kenva to come up with measures of handling the non-performing loans through

enhanced credit appraisal svstems.

The study also recommends that since capital adequacy has a positive significant effect

on financial performance of commercial banks in Kenva, there is a need for commercial
banks in Kenva to ensure a high level of capital adequacy by increasing the tier one and
two capital so as to increase the cushion to be able to absorb a reasonable amount of

losses in case of default.
5.4 Limitations of Study

However accurate, no study is free of limitations. The data used was secondarv in nature
and its accuracy is a concem. The researcher is not aware of how it was prepared and the

various manipulations and assumptions that were used when preparing and presenting it.

[



The study only focused on 10 vears hence a need to cover more vears so as to compare
the studv findings. Perhaps using a longer time period would have vielded different

trends and results. This is a limitation of the studyv.

3.5 Areas for Further Study

The studv suggests that further areas of studv should focus on a longer time span,
probablv 20 wvears. This would clarify whether the observed relationship changes over the
wvears. Such a studv would call for advanced econometric and statistical analvsis such as
time series analvsis. Future studies can also use both secondarv and primary data by
including qualitative analvsis in the research methodology. This can help to bring out a
clear picture of the financial performance of commercial banks. Future studies can also

consider other bank specific factors other than the three investigated in the study.
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APPENDICES

APPENDIX I: LIST OF BANKS

A) Foreign Owned Institutions

i) Foreign owned not locally incorporated
» Bank of India

+ Citibank N.A. Kenya

» Habib Bank A.G. Zurich

» Habib Bank Ltd.

ii) Foreign owned but locally incorporated institutions (Partly owned by locals)
« Bank of Baroda (K) Ltd.

« Barclays Bank of Kenya Ltd.

« Diamond Trust Bank Kenya Ltd.

» K-Rep Bank Ltd.

« Standard Chartered Bank (K) Ltd.

» Ecobank Ltd

» Gulf Africa Bank (K) Ltd

« First Community Bank

iii) Foreign owned but locally incorporated institutions
« Bank of Africa (K) Ltd.
« UBA Kenya Bank Limited

B) Institutions with Government Participation

« Consolidated Bank of Kenya Ltd
» Development Bank of Kenya Ltd.
« Housing Finance Ltd.

« Kenya Commercial Bank Ltd.

« National Bank of Kenya Ltd.

» CFC Stanbic Bank Ltd.

C) Institutions Locally Owned

« African Banking Corporation Ltd.
e Jamii Bora Bank Ltd.

e Commercial Bank of Africa Ltd.

« Co-operative Bank of Kenya Ltd.
* Credit Bank Ltd.

e Charterhouse Bank Ltd.



Chase Bank (K) Ltd.

Dubai Bank Kenya Ltd
Equatorial Commercial Bank Ltd.
Equity Bank Ltd.

Family Bank Ltd.

Fidelity Commercial Bank Ltd.
Fina Bank Ltd.

Giro Commercial Bank Ltd.
Guardian Bank Ltd.

Imperial Bank Ltd.

Investment & Mortgages Bank Ltd.
Middle East Bank (K) Ltd.

NIC Bank Ltd.

Oriental Commercial Bank Ltd.
Paramount Universal Bank Ltd.
Prime Bank Ltd.

Trans-National Bank Ltd.
Victoria Commercial Bank Ltd.



