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ABSTRACT 

This research project sought t c:.'tabli 'h the relationship between lhe non-performing 

loans issued by comm r i 1 b·mks in K nya and the financial perfonnance of all 

commercial bank in Kx 1 :l. ()11 - P 'rforming loans (NPLs) are the portfolio loans issued 

by bauk · bu1 1h ., u 11 t r aid up and uot wtitten off either. The population of the study 

wn · mmcr ial in Kenya at the period of the study. The period of study was 

00 l l. he data used was secondary from financial statements of the commercial 

tank, f r ~ear of the study. Data was also obtained from Central Bank of Kenya. 

The measure financial performance was ROA. The non performing loans were regressed 

against the returns on the assets of the commercial banks to show the influence of the 

former on the latter. In the early years of the study, the levels of nonperforming loans 

were very high with the financial performance in terms of ROA being very low. With 

time however, the levels of nonperforming loans significantly reduced with the 

profitability levels increasing significantly. Banks should therefor put mphasi on 

borrower analysis before issuing any loan. 
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1.1 Introduction 

CHAPTER ONE 

NTRODUCTION 

'1 his study aim l 1 im (; 'ti :1tin 1 th relationship between non-performing loans issued 

by comm ., ·i tl H nk in n a and the cfTcct of such loans on the financial performance 

11' '(1111111 1 i II \ 1k . his chapter aimed at giving a complete overview of the study. It 

· 1mpn , 1f e\en sections; section 1.2 expound on the background of the study, section 

l. .1 e. :.unines non-performing loans, 1.2.2 explains origins and structure Credit 

Referencing Bureau, 1.2.3 examines the meaning of earnings per share, 1.3 examines 

tatement of the problem, 1.4 explains the objectives of the study and section 1.5 

di cusses significance of the study. 

1.2 Background of the study 

Today's banks seek to earn income by lending money out at a high r interest rate than 

they pa depositors for use of their money. Banks usually make 1 an up t the p int 

where they can no longer do so because of the re erve r quircmcnt restri tion. '1 heir 

amount of re erve i equal to the r quir d re er\'t.: ratio time the total dq o. its in the 

bank ( e and I· air _QQ7). 'I h' banking indu tr · consider lcndin a their m t 

im rt nt function for utilization of fund . 111 th m J r 

m from 1 an · th dmini t 

u - hun 



In the process of providing credit assistance to the investment activities and projects in 

the economy, financial instituti n f'1ce inherent risks in the form of default ri k which 

results in build-up of n-Pl:rfcmnm) loan that have a negative effect on the 

profitability ofth fin n i 11 institnti( ns. Typically a credit transaction involves a contract 
' 

between tw p tni : thl I< rrow rand th' creditor (bank in this context) are subject to a 

mutuitl 1 •.t m ·nt n th · 't rms of credit'. Optimizing decision pertaining to the terms of 

i er fr m the borrower to that of the creditor. As such, the mutual 

a 1 t , ment t\ een the borrower and the creditor may not necessarily imply an optimal 

contiguration for both. 

One reason for default could be mismatch between borrower's terms of credit and 

creditor's terms of credit. However, a common perspective is that both the cases of 

defaulter and nonperformer imply similar financial implications, that is, financial loss to 

banks. Moreover, regulatory and supervisory process does not focus on such a distinction 

between defaulter and non-performer as far as prudential norms are concerned. The 

aggregate rate of non-performing loans is commonly used by international rcgulat ry and 

sup n:i ory bodies (IMF, World Bank and BI ) to a e s th trength of th banking 

industry in each country. ccording to the lobal Financial y km R port (IMI· 2007) 

h ggrcgat rat of n npcrfonning loan vari con idcrabl · am on ' t c untric . 

limit numb r f tudi h \'c in ti 'at d p1 bl m lo n n nd 

ink It 7. unn· 

. In th p , pl in ith r b ' nk p ifi r m 



factors. Recently, the interest on the determinants of nonperforming loans has been 

reconsidered by variou authors. 1' data on problem loans became available. For 

instance, Breuer (200 , u in 1 •m1.. s op"' data, analyses the impact of legal, political, 

sociological, on mi , . n { h:lnkin) institutions on problem bank loans. . 

'I hct -fot ·. 111 I I m in I ndin r like restricting or reducing loan as well as default is 

lik·l · t 1 hn 1 t impact on the performance of banks. MacDonald and Koch (2006) 

·h)\\' th lt I nding represents the heart of the banking industry. Loans are the dominant 

a" t and represent 50-75 percent of the total amount at most banks assets. Loans also 

~enerate the largest share of operating income. Popa et al. (2009) explains that popular 

measures of bank performances are return on assets (ROA), return on equity (R E), net 

banking income and the efficiency ratio. A high performing bank is the one that gives an 

exceptional return to share holders. Many previous studies focus on the calculation of 

earnings per share Mac Donald and Koch, 2006). Banks have therefore re ulted into 

using credit reference bureaus as a way of borrowers' authenticati n. In thi regard, it 

rna; be synthesized that Credit Reference Agencies (here in after RAs) coll ct a variety 

of both po itive and negati e financial information on indi idual . 

1.2.1 n-p r~ rmm loan 

an \\id i u th taft t th t hi lit , r lin·m ial 

m 1 and the vi ility f th ul t • r kl: tt ( 00 

mynt mt n u n ·tth 

liqui r t in th ir r tim 



of the problem grows, especially if banks are allowed to accrue interest on their non-

performing loans. 

According to :fi r l ni ti n.lr in Finance and Banking (3rd Edition), NPLs is a loan on . 
which tht: int · · t ,t m ·nt ·tr • overdue. In the T A, NPLs is defined by regulators as 

h i more than 90 days in arrears. Based on Oxford Business 

Fn ,li ·h I i na . it is a loan in which the borrower has not made a payment for a 

pat-ti ·ular eriod of time. Researchers have found that most of the banks were merged or 

w re cl ed in order to avoid bankruptcy and main reason which was disclosed was high 

JPL and their high cost. According to lMF, a loan is non-performing when payment of 

interest and principal are post due by 90 days or more. It may also be that at least 90 days 

of interest payment have been capitalized, refinanced or delayed by agreement, or 

payment are less than 90 days overdue, but there are other good reasons to doubt that 

payment \\ill be made in full. 

Th refore the bank runs into trouble with non-performing loans. PL. ar a l an that i 

in default or clos to being in default. Many loans b c me non-p r[l rming after being in 

d fault for thn.:e month , but thi can d p nd on the c ntract t rm b tw~.:~.:n the knd~.:r , nd 

th b rr \ · r. Bank \\ith high profit bilit: ar 

c n train I t ng in ri ky r iit ffi rin t th m tim nt 

n 

imp I m nit rm r b th it u lit hi h 



will induce high levels of capital losses. Under this bad management hypothesis 

advanced by Berger and Young t 1 QQ7). managers lack competencies to effectively assess 

and control risk incurr d "hL11 h:n hn) to n w customers. Godlewski (2004) uses the 

adjusted RO 

•. 'dit 

pro I r ll rf< nnan ~..:. lie hows that banks profitability negatively 

'll- 1 ·t f< rming loans ratio . 

Thi.: ·ub ·ecti n explores consumer credit information systems as a tool used by lenders 

t manage credit risk. Lenders access credit reference databases managed by third party 

proYider the commonly referred to as Credit Reference Agencies. This enables them to 

evaluate a consumer's credit application and his or her creditworthiness. With the robust 

gro,\th of the fmancial sector globally, there is hardly a country that does not have a 

credit information sharing system in place. International organizations such a the World 

Bank are working to implement at least one in those few emerging economies that till do 

not have CRAs. 

Ak lof ( 1970) pione red an conomic mod 1 of the u cd car mark t a an l!. ·ami 1 . 'I hL 

i oft n it d th fir t economic tudy tor cogniz the is u~ o quality uncertainty, the 

nd th r 1 of a ·mm tri 111 ml'ttion in lin n ial tdationshil . 

t\'. ll th •mm tri 

10 n n th pr bl m mn . J J 1 lli 

th t t mmuni 1 n Ill it 



market and firstly introduced the use of information sharing among creditors via credit 

registries into economic mod l:s. Th" ' emphasized that information sharing is more likely 

to occur when th m bilit) :'If h u "hold is high, borrowers are heterogeneous, the 

underlying credit m rk 1 i. L1r '~.:, nn 1 th<..: ost of exchanging information is low . . 

l'h. I tpi I 1 m ·nt and sophistication of information systems and highly 

ti ical models, coupled with the increasing competition between lenders 

f b rrov ·ers' indebtedness, have made data sharing mechanisms in the credit 

market a topic of recent interest. In economic theory, CRAs have evolved as 

organizations providing information sharing devices in the financial system in order to 

meet the problem of asymmetrical information between borrowers and lenders. As RAs 

rely on the voluntary provision of data by their client members, they also rely on the 

reporting lending institutions to voluntary review and correct erroneou data. It is 

difficult to identify 'good borrowers' and to do so requires the bank to use a variety of 

screening devices such as the interest rate an individual is willing to pay. 

1.2. mmercial Ban m n a and heir man ial P r~ rman 

ankin ect r in Kenya i guided by the ompani , ct b nking a th cntral 1 nnk 

t nd th r prud ntial uid lin . 'I he ntral ank i th hie lkr c the 

bank f: II in th 1ini try l· in n . It [i nnul l th mon t r · 

liqui r un ti nin ' t th 

tIll. 111111 I" I h rm th 



Kenya Bankers Association ' hich serves to foresee aspects such as the interests of the 

banks and other issu that nffl t ;t. m mbers ( Kenya Bankers Association Annual 

Report 2008). Th re ar 4 mmu·cwl bank in Kenya with some being locally owned 

while others ar C tlh.. hanks, 7 arc listed at NSE. These banks offer both retail 

and ·orpor tt • 

bottkin •. 

hil ' l (~;w of them also offer other services such as investment 

, m, the are financial institutions, they are exposed to a variety of risks among them; 

int re ·t rate ri k foreign exchange risk, political risk, market risk, liquidity risk, 

operational risk and credit risk (Yusuf, 2003; Cooperman, Gardener and Mills, 2000). In 

Kenya, the level of competition is very high. This is characterized by most of the banks 

adopting high technology in customer satisfaction. Majority of these banks have mobile 

phone enabled facilities to maximize on customer retention. thers have facilitated 

mobile banking for ease of customer reach. In the recent times some of the bank · hav~ 

floated shares in the airobi tock Exchange to enable expansion. uch include the 

Coop rative Bank of Kenya and Equity Bank. The offer of rights issue by banks uch a 

Kenya commercial Bank. and the upcoming i sue by ic Bank i an indicati n f lO d 

p rfi rmancc. 

1. tat m nt f th Pr bl m 

mun l n pr bl m i f th 1 t nti I ri th l m ' tU 

II m hilit_. PI lll t n ru t 

7 



during the crises in 1990s. According to the Financial Stability Institute, addressing the 

problems of NPLs is a continuin ch:11l nge. Crockett (2003) argue that initially NPLs 

may not seem to hav ri us tk ''lti c effect. Banks remain liquid, and depositors 

l ' d •l ·d 'I II in 

r time, however, the size of the problem grows, 

1 d to a eruc interest on their NPLs. These loans usually rise 

of distressed borrowers and soaring interest rates impair 

ervice loans. 

Th financial institutions' capital base is therefore affected by increased losses from loan 

defaults. requiring them to seek recapitalization. The rising of NPLs has great effects on 

the financial institutions: they tighten their lending and switch their attention to 

rehabilitating the PLs in their books. This prevents viable businesses from obtaining 

funds to generate economic activities. Micco et al. (2004) explains that state-owned 

banks tend to have higher levels of NPLs, due to their weak credit recovery capacity 

compared to privately owned banks. It is possible to identify which economic ctor 

contributes to the highest fraction of PLs and al it impa t t ard the finan ial 

p rformance to the financial institution . The c llap f financial and pr p rt • a ct 

valu s ub tantiall r due the \'aluc o th c llatcral [i r man · bank I an . s a n.: ult 



Murugu (1998) explains that mo t of the crises experienced by commercial banks are 

associated to NPLs. ..1ullei ( 00 sit an example of Daima bank that went into 

bankruptcy due to high 1 'd:- )f NPLs and wa placed under statutory management due 

to poor manag m nt f th ll ;m pMt folio '. thcr local studies have focused on the credit 
• 

risk man t • ·m tl n i it im1 a t on h.:nding. Mutwiri (2003) tudied the use of the 6c's 

11111 I · nd its relationship with the level ofNPLs in Kenya. Chemjor 

( t)) ) udi he ignificancc of factors contributing to NPLs in commercial banks in 

1\.. ny 1 · tup. Lucy (2010) studied the relationship between NPLs management practices 

and iinancial performance of commercial banks in Kenya. 

Laurin and Majnon (2003) studied the effect of NPLs on the tax payable. From 

accounting perspective, these loans are recognized as impaired and therefore the 

necessary provisions should be made. The bank eventually will not collect the whole 

amount of the principal, and interest if any, receivable. Loan loss provision i a method 

that banks use to recognize a reduction in the net realizable value of their loan . A a 

result banks are expected to evaluate the credit los es on the I an p rt[i lio . 1 hi 

require a great d al of judgement with man oppo ing inccntiv Lu y 2010). In 

th c pro vi ion are ta. · deductibl . mmcr ial bank thc..:r ·r rc..: h, ,, an 

loan pro\'1 1on c their profit b r lu in' th t . 

hi r i the qu ti n· h t l ' I p hi v t h hi he t m n i I 

rfl nn n ? 



There is no known study that relates the NPLs to the financial performance of 

commercial banks in Ken ·a. hi' tudy will therefore fill this gap of knowledge by 

establishing a relati n hip b t\\ t n ,triou I v ls of NPLs and their effect on financial 

performanc f th 

followin • qu 

fill tll ·i d p ·d 

1.4 ti 

mm r inl hnnks in Kenya. The study will seek to answer the 

th impact of non-performing loans (NPLs) towards th 

f ommcrcial banks in Kenya? 

fthe tudy 

The ~ective of this study is to determine the effect of non-performing loans and the 

tinancial performance of commercial banks in Kenya. 

1.5 Significance of the Study 

This study will be of great importance to different individual groups as discus ed below: 

a) The inve tor 

The study is to enable them to crystal gaze and understand the dividend policie expect d 

from commercial by use of information ab ut their lev 1 of non-p rforming I ans. It 

would b po ible to estimate the dividend de i ion c. ·p ted from th n:p rtcd bad and 

d u tful debt due their ~ ct on th · P . 

h o th omm r ial bank 

h fmu h t th m in i tin th m ilit_ )1 

i t in limin i n th uildu 



c) New entrants into the banking sector 

New banks and micro finan i 1 in. titutions would also benefit since it is possible to 

classify borrower int lu ter~ usin l th inG rmation available. 

i t the researcher qualify for an award of MBA (Finance) and thus 

put him 111 1 m ctitivc edge in the business world. The study was also to elicit more 

int 1 , . t in he tudy of the subject and expose areas that need more research and 

e. pl ration. Future research, students may fill up the gap in the areas not covered and 

thereby contribute to the frontier of knowledge in this area of issuance of loans by 

financial institutions. 

e) Policymakers 

The study will help them in formulating and implementing policy in the objective of 

monitoring and reducing the NPLs in order to protect its variou publics by p ing 

re trictions to the borrow. 

11 



CHAPTER TWO 

LIT RL\TUREREVIEW 

2.1 Introduction 

• 
This study wa. 1n im .tin. ti, n into the relationship between non-performing loans and 

th • lw 111 ·i d ·r 111m • ommcrcial banks in Kenya. Chapter two aimed at reviewing 

pa ·l · udi · n h ubjcct with an analysis on the relevant literature in this area. It took 

U1 r rm fa theoretical and empirical study, which critiques the fundamentals of NPLs. 

Thi hapter has the following sections; section 2.1 causes ofNPLs, section 2.2 problems 

ofNPLs, 2.3 explains the agency theory, 2.4 and it's subsections examines the empirical 

review of both the NPLs and EPS., section 2.5 outlines the summary of summary 

literature review which seeks to find out any gap in the subject which the theories have 

not addressed. 

2.2 Causes of Non-performing Loans 

on- performing loans are a result of the compr mise of th bjectivity of cr dit 

appraisal and assessment. The problem is aggra ated by the ' eak.ness in th ace unting, 

di clo ure and grant of additional loan . In th ass m nt of th tatu r urrcnt l an 

the b rr wer' r dit worthine and the mark t aluc of c !lata I 1 n t t, k n int 

c unt thereb • r nd ring it difficult to sp t th(.!m. 'I he c u r loan d n ult \ ur . in 

di r~.:nt untri . It :ten kl 

nit rin u 



country, the reasons for default have a multidimensional aspect as discussed below: 

2.2.1 Reduced ttention to orrowers 

Few of the loan t ult tlut mak' trouble for banks can be blamed on reduced attention 

to hoiiO\\ 1 'II ' ~ r · 1j ~.: b ·tter attention to the loans that they borrowed when they 

i< n that better attention is given to them. Banks rarely lose money solely 

b · m ' 1 initial decision to lend was wrong. ·ven where there are greater risks that the 

bank· 1 3 ~ gnize they only cause a loss after giving a warning sign. More banks lose 

m ney because they do not monitor their borrower's property, and fail to recognize 

warning signs early enough. When banks fail to give due attention to the borrowers and 

what the are doing with the money, then they will fail to see the risk of loss. The 

objective of supervising a loan is to verify, first, whether the basis on which the lending 

decision was taken continues to hold good. Secondly, whether the loan fund are being 

properly utilized for the purpose they were granted. 

bank can use different ways to monitor the borro' cr. ·irst it can [! II " up the 

financial tability of a borrow r by p riodicall · crutinizing tht; operation. of tht; 

account y rifying the value of ecurity and ,· minin' the t k st t mcnt . ~ mdl ·, 

b nk ffici I c, n p r onally vi it the b rr '' lly t d t rmin th 

th bu in 1\ Ill 

th t h n rant n. tl i ti ith r 



because they do not have adequate officials who are capable of undertaking the task, or 

because they may be held legally r spon ible in the event of a borrower becoming 

insolvent. 

2.2. t'tHwmil' Instability 

1 hilit and banking soundness are inexorably linked. Both economic 

th · 11) n j m ideal evidence strongly indicate that instability in the macro-economy is 

,t · · iated \\ ith instability in banking and financial markets and instability in these 

..: 'ct rs i associated with instability in the macro economy. Most problems of poor loan 
quality faced by banks were compounded by macroeconomic instability. This is mostly 

manifested by high inflationary rate and makes loan appraisal more difficult for the bank, 

because the viability of potential borrowers depends upon unpredictable development in 

the overall rate of inflation, its individual components, exchange rates and interest rate . 

1oreover, asset prices are also likely to be highly volatile under such c ndition . lienee 

the future real Yalue of loan security is also very uncertain. Bank d p orly both wh n 

product and asset price inflation accelerate unc.·p ctcdly and when inflation deed ratt:s 
unt.: ·p t dly, un mployment inert: c , and/or a rgrcgatc output and incom de lint.: 

un ·p ted! ·. 

ilit ul h u lity nk m 111 ' 

ntl). Hi h in tl I tilit bu in it 



unpredictability, and because it normally entails a high degree of variability in the rates 

of increase of price of th particulnr good and services which make np the overall price 

index. The probability th t finn . \ ill tnakc los cs rise; as does the probability that they 

will earn wind[; ll p1 tt ' n rally lo kin , the effect of macroeconomic instability on 

the fin 111 i tl .1n t l. nkin' in particular makes it a cause for non- performing loans. 

in titutions basically deal in forward contacts, whose profitability 

n the ability to predict future prices, they do not do well in volatile 

'll\ tr mnen that increase uncertainty and make forecasting more difficult. To reduce 

their ri k exposure, the banks collateralize their loans with either the bon-ewers' 

e timated future income and/or the estimated future value of specified assets. If either the 

realized income or realized asset prices fall sufficiently short of the projected value , the 

borrower may default and generate losses for the bank. 

2.2.3 Unsound asse sment mechani m and weak ri k con cwu nc 

Risks can be quantified and minimized for a bank's management and it auditor when 

considering the ne d to provide for bad and doubt ul loans. loan is ~..:ntirdy \ ithout 

ri k. Every loan no matter how well it is s ured and n matter who is the borrO\\ ~.:r ha 

th potential to generate loss for the 1 nder. It i th · d<.!grc · of ri k t ' hich •t loan i 

u c ptible and th probability f I ul 

in re t m r in and oth r t nn 

1i h ttin p rfom1an 

1 

~u t r nu . 

itu ti n un r 



However, little emphasis is gi en on risk control and exit management. Heavily relying 

on the materials provided b) mnnag rs and only reviewing the written reports and 

financial reports d n t mak~.: ri 'k r vi 'W mechanism conscious. A bank should conduct 

due diligenc b · m lkin• r possibk c amination available. A bank, in considering . 
wheth ·r to l ·n I 1 n 1 t,tl ·s into account the quality of a borrower which is reflected in, 

int ·1 tli t, i1 t md projected profit performance, the strength of its balance sheet and 

th · natu1 he market for its product, economic and political conditions in the country 

in which it · based, the quality and stability of its management and its general reputation 

and tanding. 

The borrower s ability to repay a loan is of paramount importance. Ideally, the loan will 

be self- financing in that it will be repaid from the cash flow that the borrower is able to 

generate from employing the proceeds of the loan. A bank will often require security for 

a loan in the form, say, of a guarantee or mortgage, in which ca e it will be concerned 

about the value and title of that security. The decision to grant loan h wever, h uld b 

based on the prospects and solvency of the borrower and a c reful analy i f h , the 

funds to repay the loan will be generated. on tant monit ring incr a es the chance that 

th company will respond to a bank' concern and provide inform ti n mon.: willin ,I '.A 

bank which alway clos ly follow a ompan)' st nding an o t:n point out d n •t:r r 

opp rtunitie t th companr· a \\dl qui k gr m nt to n:qu r r dit. 



2.3 Problems Associated with NPLs 

2.3.1 Credit crunch 

According to the nit' tntL's oun il [ •conomic Advisors (1991), credit crw1ch is a 

situation in whi ·h th .IIJ pi c)f' cr dit is restricted below the range usually identified with 

pr · uilitt , 1111rk 1 int r ·t rates and the profitability of investment projects. A credit 

~·tun ·h i · 1 ii uilibrium phenomenon. It is present when banks are unwilling to lend 

''hen a firm with a profitable projects cannot obtain credit in spite of low 

int r t rates (lower than the expected marginal products). Credit crunch results in excess 

demand for credit and hence credit rationing, where loans are allocated via non price 

mechanism. Eventually, it imposes additional pressure on the performance of the 

monetary policy. 

2.3.2 Cost inefficiency 

Berger Young, (1997) analyzed the relationship between cost efficiency and pL in an 

ambivalent way. They have used Granger-causality technique in order t te t which 

were the four hypothesis (bad luck bad management skimping and m ral h< zard) ar 

c nsistent , ith data. The dependent Yariablc in thi stud ' w rc PI c:; estimated cost 

efficiency which measure the hort-t rm "·- fficiency o bank rdativc to it p •~.:r in y~.:·u· 

of h w clo the bank is to e timat indu try-\\ id - t fi onti~.:r in th t • ~.: r 

rbin I n I m th tu th h 



that the inter-temporal relationships between loan quality and cost efficiency run in both 

direction. The higher th Pl.s v0lum the lower the cost effici ncy 

2.3.3 Economi inst:l hilif 
• 

lnaba. K >w. kin· ( 00 ), researched on how the increase in NPLs affected real 

• '(liH11ln ·ti' it) in Japan . 'I hey examined the respective roles played by the firms' and 

lank·' balance heet condition in determining firm investment and bank lending. From 

lh tudy. the have summarized that from the firms' balance sheet condition, debt/asset 

ratio i negative and significant for both bond-issuing and non-bond issuing firms while 

from the banks' balance sheet condition, capital adequacy ratio which takes into account 

NPLs, capital gains/losses and deferred tax assets is positive and significant only for non-

bond-issuing firms. 

This implies that, after the collapse of the asset-price bubble, firms restrained their 

investment in order to reduce the burden of existing debts. Moreover, it indicate that 

forced with erosion of their capital adequacy, banks restrain th ir lending and hcnc 

hamper the investment of firms without acccs to the capital market. 'l his find in, i 

consistent with the tor of a "cr~dit crunch". 



2.4 Theoretical Framework 

2.4.1 Agency theory 

The agency theory vi " s t h nw1tion a a links of contracts among self-interested 

individuals rath r th n , nni fi i, pr fit-maximizing entity. Agents need constant 

supcrvi ion 

lnli.HwlliPll t hnc I 

m nt, which raise agency costs or coordination costs. 

, by reducing the costs of acquiring and analyzing information, 

p ·rmit · r aniz· tion · to reduce overall management costs, and allows them to grow in 

r 'enu "hile shrinking the numbers of middle management and clerical workers 

(Laudon & Laudon, 1996). 

Although this defmition of agency theory views their associated costs as costs the 

company incurs, the customer also incurs agency costs in dealing with a company. For 

example, the interaction with sales people, dealing with employees in problem situation , 

or just looking for an employee to ask for assistance, involve agency costs for the 

customer. Agency costs do not necessarily have to constitute mon tary c ts, a th 

definition might assume. 

2.- mpirical it ratur R 

'I hi con ern d with stu lie d ne by oth r h Jar in d t rminin tht.: rdation hi I 

PL an the fin n ial p rfonn n f c 111111 \ i I 

th ming f th finn tm nt 



2.5.1 Financial Performance of Commercial Banks 

Financial performan e t banks hns b n m asured using several approaches. These 

include financial rati s, b~n 'hmnrkin) om pari on against budget or a mix of the above 

(Arkiran 199 . l"h I,trf'Mmnn of these banks has been studied by different scholars 

cith ·r b ll r I (\In\ Oil to1al 'lSSCtS (ROT A), return on equity (ROE) the earnings per 

r the i ·uc of stock splits. In most cases, the performance ratios used to 

d ·m 111 ·t me the performance of banks are the dividend per share and the earnings per 

har . The e are required to be disclosed by international accounting standards. 

1ac Donald and Koch (2006) explain that a high performing bank is the one that gives 

an exceptional return to share holders while maintaining an acceptable level of risk. 

Mostly the aggregate bank profitability is measured and compared in terms of R ... and 

ROA. Kithinji ( 2011), notes that the major cause of serious financial problem by 

commercial banks in Kenya continues to be directly related to credit tandards for 

borrowers, poor portfolio risk management or lack of attenti n to change in th 

economic circumstances and competitive climate ( 'cntral Bank nnual . upt;rvi ·i n 

Report, 2000). The credit deci ion should be based on a thor ugh valuati n of th ri k 

conditions of the lending and the charactcri tic o th borrow r. 

lau n 200 analy c Pr 1t bility 1 th ln m m nt n I th 

th m m nd t ) 

m ur mp n • pr fit bilit. II th utur ilit th mn. 



These two important reports show the profit and net worth of the company. They report 

the affairs of a firm in terms f profits compared to sales as well as how the assets are 

performing in term f genern1in ' r' 'lllH..: . 

2.5. on-P rtormin< Loans 

'I h · lir uc was raised in America when very serious financial crisis jolt 

m ·n, n t ck xchange (Stanley, 2004). To overcome this crisis American 

v rnment introduced the corporation known as Federal Saving and Loans Insurance 

peration to work for the primary reasons of defaulted loans. However due to the high 

co t and cash problems, this cooperation itself went into huge loss. It is evident therefore 

that NPLs are one of the major issues all over the world. 

Pakistani Financial Sector had also faced the same problem with the government and 

different fmancial companies trying to overcome this major problem. Banking 

ationalization Act and Pakistan Banking ouncil were stood as resp nsiblc [! r all thi 

but without having strong evidence one cannot blame them. PL ha\'e compelled man · 

countrie to establish sset Management to companies that fi . · the probk:ms o PL . 

Hou . Dickin on, (2007 . ·amint.:d the non-p r rnun ' loan on micro~.:c n mic 

p cificall ' of th bank l vel. h ' mpiri lly w l L fl~.: t c 'lllllll.:r i 1 

In p rti ul r th y illu Pl n 

1 , h u mpiri I m h r t tin h Pl 



using data taken from indi idual bank's balance sheet to assess whether NPLs will 

negatively affect bank' 1 nding bt:havior. 

Regulatory and lx di s emphasize the positive role of capital stringency as a 

,md hcncl: failures (Dcwatripont and Tirole, 1994). Empirical 

L·vid ·n · · ·u , l t that this is not always the case. Barth et al. (2004) study the 

r ·l,ui 1n·hi et"cen specific regulatory and supervisory practices and banking-sector 

de\ el pment. efficiency and fragility. They find that stringent capital requirements are 

as ociated with fewer nonperforming loans but are not robustly linked with other banking 

outcomes. 

Pasiouras (2008) reports a positive association between technical efficiency and capital 

requirements, albeit not statistically significant in all cases. Other studies indicat that 

capital requirements increase, on the contrary, risk-taking behavior (e.g. Besanko and 

Kanatas, 1996; Blum, 1999). Godlewski (2004 ), report that capital regulation in the 

banking industry is positively related to excess risk taking. Th increas d credit risk 1 ad 

to an increase in the ratio of PLs. He explain that stringent con traints n apital imp! . 

additional pressure on a s t return , which could be dont.: thr u ,h hi •h r risk t·lkin '· 

Pa ioura et al. (2006) find negativt..: rel tion hip b tw n c pita! 1 quirc..:m nt nd 

bank · oundne pan I ) 

untri argu quir m nt d n t PJ r t h • 

igni 1 nt imp 



2.6 Local Studies 

Muasya (2009)) analy tht.: imp:1ct of NPLs on the performance of banking sector in 

Kenya. he outlin th t m. jorit I or. uch factors include Wlder staffing, under qualified 

staff among orh r 

:huw huw th 

~.1r.' 004 -2008. In the study, a sample of 13 banks is used to 

If ( · ·t thl! pl!rfonnance of these banks where the petfOllllauce is 

r ·pr · nt J th pr fit before tax of the 13 sampled banks. The study however assumes 

th~1t th f t that affect each bank can be assumed to be harmonious to other banks. 

he ncludes that the agility of the employees to collect the loans issued affects the 

performance of the banks. 

Wasonga (2008) analyses the challenges faced by banks when issuing loans to M ""S . IIe 

explains that most banks are faced with the challenge of lack of credit history for 

customers leading to high levels of bad loans. The period of study was 2003- 2007. While 

the commercial banks have faced difficulties over the years for a multitude of reasons, 

this study notes that the major cause of serious financial problems by commercial bank 

in Kenya continues to be directly related to credit standards for borr w rs poor p rt[l li 

risk management or lack of attention to chang s in th con mic ircum tanc s and 

competiti\'e climate ( entral Bank nnual up rvi ion Report 2000 . 

hola 200 studie the rdati n hip tw n r it ri k 

p r~ rmin loan r onun I bank in 

h u primary d t it 

m nt n n m

. In h r tu .. ' 



2.6 Local Studies 

Muasya (2009)) analyses th impact of NPLs on the performance of banking sector in 

Kenya. She outlin th t m.j rit o[ uch factors include under staffing, under qualified 

staff among th r. I n :us 004-2008. In the study, a sample of 13 banks is used to 

slww h ,.,. th · · f1 h r' aJ[i·ct th~ pt:rfonuauce of these banks where the performauce is 

• th' pr fit before tax of the 13 sampled banks. The study however assumes 

thul the fact rs that affect each bank can be assumed to be harmonious to other banks. 

he concludes that the agility of the employees to collect the loans issued affects the 

performance of the banks. 

Wasonga (2008) analyses the challenges faced by banks when issuing loans to MEs. He 

explains that most banks are faced with the challenge of lack of credit history for 

customers leading to high levels of bad loans. The period of study was 2003- 2007. While 

the commercial banks have faced difficulties over the years for a multitude of reasons, 

this study notes that the major cause of serious financial problems by commercial banks 

in Kenya continues to be directly related to credit standards for borrowers, poor portfolio 

risk management or lack of attention to changes in the economic circumstance and 

competitive climate ( entral Bank Annual upervision Report 2000). 

chela 2009) studie the relation hip bctw~ n credit ri k management nd n n

l rfonning loan for comm rei, l b·mk in Kenya for the year 2004-200 . In hl.:r tud ·, 

h u e l rimary dat r m c dit offi t nd :c nd r ' d t fr m j urn, l an l 

2 



publications with a sample of four banks. The study shows that poor risk management 

practices lead to build up of high provisions of bad and doubtful debts which in turn 

negatively affects the tnbilit and profitability of the banks. The study concludes that the 

build up of nonp r~ rmin 1 lo:ms is a a result of poor credit risk management and this 

cvcntuull 1fk ·~:-, 1hl p 1 !mmancc of the commercial banks. The study however 

m "t ·ut · · p 1ft rmanc ' in terms of the amount of bad and doubtful debts accumulated 

'Y ·ry y ar. 

Okeyo (20 1 0) researched on the global financial crisis and its effect on the performance 

of Kenya banks. The variables used in this study were the ROTA and ROE. T-tests were 

carried out to show any difference in performance before and after the global crisis. The 

data collected between the years 2004 to 2006 indicated no effect of the global crisis on 

the listed banks in Kenya. However in the years 2007-2009, the smaller banks in terms of 

capital were affected by the global financial crisis. This study however d1d not pay 

attention to the shareholders wealth by analyzing the dividends per share and the earnings 

per share. The emphasis was on the ROE and the ROT A. 

Kithinji (20 11) conducted a research on credit risk management and profitability f 

commercial banks in Kenya. In this study credit wa mea ured by l an and ad\ ancc to 

cu to mer· divided by total a cts. 1 ron-p rforming l ans wa mea sur d u ing 

non performing loans/ total loan . and profit wen.: mea un:d using I 0 '1 A (l cturn 
011 

otal h trend of I I of credit. n 111 rfonnin lo n , nd profits w~.:r, 

2 



established during the period 2004 to 2008. A regression model was used to establish the 

relationship between amount f credit, non-performing loans and profits during tb.e 

period of study. R2 and t-1 ".1 at 95% confidence level were estimated. The results 

indicated that tht:r i · Ill) rL lationship between profits, amount of credit and the level of 

nonpetlormin ~ I ;ln. . l'h n..~scarch did not take into account the investment hy the 

·h tr ·In Ill t r th' return in terms of dividends to the investors . 

... 7 hapter ummary 

From the tudies above, it is evident there exists studies to determine how the NPLs 

affect the financial performance of commercial banks in Kenya. Researches done 

however revolve around how these loans come to exist as well as how to avoid the 

accumulation of such loans. Researches also revolve around how these loans affect ROE 

and ROTA. No studies show how the financial performance is affected in terms of the 

return on the total assets of the commercial bank. This study aims to contribute to gap on 

the performance of the commercial banks in Kenya in reference to the R A. 

2 



3.1 Introduction 

CHAPTER THREE 

RESEARCH METHODOLOGY 

This chapt r ullin\. . th~.: mdhod used for the research. The study outlined the 

comm ·r ·i II l ·m · in ·n a. The chapter therefore outlines: selection of the sample, data 

l't)ll • 'ti n in truments and data collection procedures as well as data analysis. 

ddili nall . the chapter explains how the researcher carried out the study to achieve the 

tud, objectives. It consist five sections, section 3.0 introduction, section 3.1 research 

design section 3.2 population and study sample, section 3.3 data collection methods and 

section 3.4 data analysis. 

3.2 Research Design 

The research study .used a cross-sectional research design. A specific point in time was 

used for determining the level of NPLs and their effect on the ROA. The study was 

intended to determine the effect of different levels of NPLs and its effect on the R A on 

commercial banks in Kenya. This design was adopted to ensure proper representation of 

all commercial banks since most of the studies done pre iou ly were sect r pecific r 

panel based. The commercial banks in Ken}a arc eith r multinati nal or are limit d 

within the boundaries of Kenya. This research de ign ' a d termincd b) the r carch 

que tions. categories of data need d, the ourc of the dat and th~ availabilit • of the 

at a. 
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3.3 Population and Study Sample 

Mugenda and Mug nda (~003) defined the population as the number which the 

researcher wishe to gen~.:rn li z' th rc ults on. The research population represents the 

clement that will l~.: :tu lkd in tlw research. These consist of all the 43 commercial 

bank: in K ·m-.1 ,1 · informallon for these banks is likely to be easily av,ailable (Central 

Bttu!... \nnual r 'P rt 2007). The researcher carried out a census survey of all the 

c.:omm rcial banks therefore no need for sampling the firms. At the period under study 

U1er \Yere 43 commercial banks in Kenya. This was be the population of the study. 

3.4 Data Collection Methods 

The data used in this study was quantitative in nature. It is secondary data obtained from 

annual publications by both the Central Bank of Kenya as well as financial statements of 

the commercial banks for the period 2005- 201l.These include, Statement of income, 

Statement of financial position and Directors reports. Emphasis is on the ROA of the 

respective financial periods. The data collected related to PLs and the R A of the same 

year, mainly quantitative. The data was be obtained mainly from K and the annual 

publications of the companies. The data being econdary prompted the re earch r to 

organize, tabulate, summarize and carr out the nece sary analysi . 

. 5 Data nal 

ft r the colic tion of data tabulation graph and 1 i - hart w r u c i t c. ·1 Jain the 



outcomes. This was then used to determine the relationship between the NPLs and the 

financial performance of conm1 rcial banks. The relationship between these "bad loans" 

and the financial p rform n r pr . nt d by ROA was regressed as follows: 

Whcr: 

Y i · th · linun ·ial p rli rmancc level indicated by ROA 

' 1wi • lh urn unt of credit as measured by Loans and Advances 

.1 leYel of onperforming Loans as measured using the formula Non-performing 

Loan Total Loans 

~ 1 and ~2 are coefficients while a is the constant term 

After determining the level of NPLs across the banks and the total outstanding ~~, 

the relationship between these variables was obtained. This involved regressing the NPLs 

with the ROA of the firm for entire period of the study. NPLs were the independent 

variable in the regression equation while ROA was the dependent Vl:Uiable. The: 

regression equation was expected to assume the following expression: 

ROA= K + NPLs + e 

In the above equation, ROA represents the returns on assets of a commercial bank K 

represents the intercept or constant, PLs represent the n n-performing 1 an [ the 

bank and E represent the error term or the rat of R that could not be . ·plain d b th 

level of PLs accumulated by the commercial bank. 'I he n.:gr n cquati n ab v wa 

obtain d from the cattcr graph that wa u d to achicv the 1bove ~c ti\'c 1. 

R w det m1incd by u 



this case. This was from the annual financial statements of the commercial banks. The 

generation of the regre sian quation was done by use of the Statistical Package for 

Social Sciences ( P v r ion l7.Thc significance level was determined by the use of 

tests so as to a hi \' ~.: the.· .1bov obj~.,;ctiv 1. Tests of validity or reliability were not done 

l.lla iss u'ndary. Valid or reliable data were not likely to be collected 

by tit ' r • · 'Jt 'h ·r. 
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CHAPTER FOUR 

DATA ANALYSIS AND PRESENTATION 

4.1 Introduction 

This chapt r pr . nts ,11\;ll s1s or the data found on the effect of level of non-perfo1ming 

lonns 111 I 1 rf rman r commercial banks. The study collected secondary data on the 

lin m 'iul 1 r~ rmance and lending and deposit interest rate from the data (CBK) for a 6 

y ur ri d. 2005 to 2011. The two variables were then regressed to show the influence 

n the later on the former. 

4.2 Amount of Credit and Level of Non performing Loans 

Credit risk which refers to identification, analysis and assessment, monitoring and control 

of credit has direct implications on the amount of loans and advances extended to 

customers as well as on the level of nonperforming loans. Amount of credit as measured 

by loan and advances extended to customers and nonperforming loans are used as proxies 

for credit risk. Amount of credit was expressed as a proportion of total assets to control 

for the size of the banks. Non performing loans was expressed as a proportion of the total 

loans extended by the commercial banks. Analysi focused on the banking ctor , ,.., ll 

as banks categorized in their group . ommercial bank in Kenya arc cat g rizcd in thrl: 

tier groups on the basi of the value of bank a d . Ti r group one arl: b k \\ith an 

, s et ba e of more than K h40 billion, tier group two an: mmt:t cial bank , ith a . ct 

ba b tw n K h 0 billion and K h l 0 billion whil ti r ' up tim.: rl: b nk with s d 



base of less than Ksh10 billion. According to the 2009 Banking Survey, there are eleven 

commercial banks in tier group one, eleven commercial banks in tier group two and 

twenty on commer ial bnnk in ti r group three comprising to a total of forty three 

commercial b nk . 

Table 4.1: it:r (.roups of ommercial Banks 

n ·r Gr Hill fotal Assets (billions) Percentage of Total Assets 

lOne 948.814 78% 

lrwo 172.616 14% 

ifhree 93 8% 

tfotal Assets 1214.43 100% 

Source: Author (2012) 

In terms of total assets in the banking sector, commercial banks in tier group one 

constitutes 78% of total commercial banks, tier group two constitutes 14% of the t tal 

banking sector while tier three commercial banks constitutes 8°'o of the t tal comm rcial 

banks. 



Table 4.2: A,·eragc A et by Tier Group for 2008 

ificr Group ~\verage :\ set in billions 

Pne 86.25582 

lfwo 15.69236 

----lfhree ~.411667 

Average For All Banks ~9.37933 

Source: Author 20 2 ( 1 ) 

The average value of assets in tier one category averaged Ksh86.25582, tier group two 

averaged Kshl5.69236 billion while banks in tier group three averaged Ksh4.411667 

billion in 2008. The average assets for all commercial banks was Ksh49.37933 in 2008, 

Ksh22.22574 billion in 2007, Kshl6.95755 billion in 2006, Kshl5.1913'3 billion in 2005 

and Kshl3.5056 billion in 2004. 

Credit extended by commercial banks averaged Kshl6.2087 in 2008, Kshl5.44379 in 

2007, Kshl4.76513 in 2006, Ksh l2.93275 in 2005 and Kshl0.5044 in 2004. Total loans 

and advances to total assets, which is a measure of level of credit averaged 64% for all 

commercial banks, 67.4% in 2007, 144.2% in 2006, 129.7% in 2005 and 115°/o in 2004. 

The observation is that the level of credit was high in the early years of the 

implementation of Basle II but decreased significantly in 2007 and 2008, probably when 

the Basle II was implemented by commercial banks. Notably Basle II came into being in 
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2004 but the impact of this Accord was not immediate explaining why there was a time 

lag in reduction of the amount of credit. When the amount of credit exceeds the level a 

bank assets as in th f - 004, - 005 and 2006, banks are exposed to more risk of the 

credit ending up b in ntHlJk rforming. 

Th u mp ·r r rm in I an as a proportion of total loans which is another proxy for credit 

ri ·k. , t ged 5.08% in 2008, 13 .5% in 2007, stood at 14.3% in 2006 and further 

averaged 16.07% in 2005 and 19.64% in 2004. Notably, the level ofnonperforming loans 

giYen b nonperforming loans to total loans decreased during the period 2004 to 2008. 

The requirement by the Basle II might have enabled commercial banks to control their 

level of nonperforming loans thus reducing banks credit risk. 

4.3 Profitability of the Banks 

Table 4.3 Profitability of the Banks 

Year No. of banks 

operational 

2005 40 

2006 40 . 
2007 42 

2008 42 

2009 43 

2010 43 

2011 43 

Sour . Auth r (2012) 

Average annual profit R.O.A 
(billion ) 

46.5.75 0.0182 

644.3 0.02444 

566.43 0.024 4 

1027.628 0.0225 

1071.613 0.0_2 

1161.48 0.22 

1182.431 0. 2271 



Profitability of the 43 commercial banks that were in operations in 2008 averaged 

Kshl 027.628 billion, while of the -l2 banks in 2007 averaged Ksh.818 .19 billion as the 

First Community Bank 1nrt d it operations in 2008. The operations of the 40 

commercial bank' tint n.: in operation in 2006 and 2005 resulted to average profits of 

Ksh.644 .. billi H\ .u1 I KshAh 15 billion respectively. Net profits as a proportion of total 

ass ·t · r )r th · ban ·a cragcd 0.02271 in 2011, 0.02263 in 2010 , 0.0226 in 2009 0.0225 

in _00 . . 4 4 in 2007, 0.02444 in 2006 and 0.0182 in 2005 Thus on average the 

pr fi f the banking industry increased during the period 2005 to 2011. Notably Gulf 

frica Bank started its operations in 2007 while Family Bank converted to a commercial 

bank in 2007. The average figures for each year take into account the number of 

institutions that were in operation in each of the years. 

4.4 Profitability, Level of Credit and Non performing Loans 

Table 4.5: Average Assets, Average Amount of Credit, Average 

Nonperforming Loans and Average Profits for the Banks 

Average for All 2011 2010 2009 2008 2007 2006 
Banks 

Amount of err A 0.5 1 0.56 0.59 0.64 0.674 

PUfL 0.043 0.047 0.0502 0.050 0.135 

Profitsrfotal 0.02271 0.02263 0.0226 0.0225 0.02434 

A et 

ur Author(2 12 

2005 



From the table above, the level of credit extended decreased during the period and so did 

the level of nonperforming loans. However profitability of the commercial banks 

fluctuated during th p ri d but n nv ' rage increased marginally during the period 2005 

to2011. 

4.5 Th · R ·lati n 'hip between Profits, Amount of Credit and 

N np rformin<Y oans 

Fi<Yure 4.1: The Relationship between Profits, Amount of Credit and 

Nonperforming Loans 

1.6 

lA 

L-

1 
-Am uut ofCred1 Tota l Assets 

0.8 I 

0.6 

- Nonp<!tformin!! loau.: Total 
Loans -

0.4 
- P t ofi t!; TotalAssets 

0 . .! 

0 

2011 2010 2009 2008 2007 2006 2005 

ource: Author (2012) 

The Figure 4.1 above shov s that profits/total ratio of the banks were gencrall) 1 ,, during 

th period 2005 to 2011 while the level of non performing loan deer a · cd. ·r h amount f 

cr dit e. ·tended to customer wa r lativcl · high but a umcd a dm\nward tn:nd during 

the p riod. \ hcr~.:a · the lev ·I of cr dit and I rofit w~.:r rclativ I • low • nd t•tbk. the 

m unt 0 rcdit \, high n t r I tiv I •olatil ·. 



4.6 The Regression Model 

The regression equation \\'as ofth fom1 Y -= a+ ~1X1 + ~2X2 

Where; 

Y the profits a m a ·m c1 h N t Pr fi ts/1 otal Assets (ROT A) 

Xl the Hmounr 1( ·r ht a: m ured by Loans and Advances/Total assets 

X I ·v ·I )r r np ·rtl rming Loans as measured using 

111p rf rming Loan otal Loans p, and P2 are coefficients while a is the constant term. 

Table .t.6: ariables Entered/Removed (b) 

Modell Variable entered 

NPLNs, credit(a) 

a- All requested vanables entered. 

b- Dependent Variable: profits 

Source: Author (2012) 

Table 4.7: Coefficients (a) 

U nstandardized 

Coefficients 

Variables Removed 

Standardized 

Coefficients 

Model B Std. Error Beta 

1 
(Constant) 2.776 .83 1 

~· 

Credit .004 .009 .192 

N PLNs -.069 .064 -.727 

a I) p nd nt Variabl : profit 

ur Auth r (2 12 

7 

Method 

Enter 

t I g. 

3.2 19 -
.0 4 

.266 . 15 

-1.009 .419 



The regression model arising from the above data is of the form; Y = 2.776 + 0.004Xr _ 

0.069X2. The model mean that profit that are not dependent on the amount of 

credit and nonperfi rming 1 nn, nmount to Ksh. 2.776 billion. Thus even if no 

credit is extend d ' mm r ·ial 1 anks will still make some profits. The coefficient 

of credit kn I i: 0.00 indicating that the amotmt of credit extended 

conttibut · · iti\ ·I to profits but marginally. Additionally, as the level of 

nonp~:rf nning loan increase, profits decrease. There is therefore a positive relationship 

b tween the amount of credit extended and the amount of profits while there is a 

negative relationship between the level of nonperforming loans and profits. The t-

test indicates that the profits that do not depend on credit and nonperforming loans is 

significant. The test of significance indicates that the coefficient of 0.003 in the case of 

credit and the coefficient of -0.65 in the case of nonperforming loans are due to chance. 

This means that there is no association between profits, amount of credit and the level of 

nonperforming loans. 

Table 4.8: Model Summary 

Model 1 R R quare 

.622(a) . 87 

a 
PL. 

ur : Author (2012 

Adju ted R 

-.22 

r dit 

quar~ td. ~ rror of th 

_j }i. timatc 

r .s 7 



The R-Square indicates that only 38.7% of the profits are explained by amount of credit 

and the level ofnonperfom1ing loans. The adjusted R-Square of -0.226 however indicates 

that amount of credit and n np r[i rming loans do not explain the level of profits made by 

commercial bank . hi. m~.ans thnt there i no relationship between the amount of credit, 

nonp rformin) l .m nd th .tmount of profits. 

Tabl, 4. : R lati n hip Determination 

0 b) 

l\lodel Sum of df 

Squares 

1 Regression .356 2 

Residua .563 2 

Total .919 4 

a Predictors: (Constant), NPLNs, credit 

b Dependent Variable: profits 

Source: Author (2012) 

Mean Square F Sig. 

.178 .631 .613(a) 

.282 

A OVA F
2

,
2 statistic of 0.631 is significant with a P-value > 0.05. The model does 

not establish a relationship between profits, amount of credit and the level of 

nonperfom1ing loans. 



CHAPTER FIVE 

SUMMARY, CONCLUSIONS AND RECOMMENDATION 

5.1 Introduction 

Thi: ·h 1pt ·r 1• nt · discussions of the key findings presented in chapter four, 

·on ·lu ·i 111 · 1 wn based on such findings and recommendations there-to. This chapter 

will Um be tructured into discussions, conclusion, recommendations and areas for 

further research. 

5.2 Summary 

The fmdings reveal that the level of credit was high in the early years of the 

implementation of Basle II but decreased significantly in 2007 and 2008, probably when 

the Basle II was implemented by commercial banks. Notably, the level of nonperforming 

loans given by nonperforming loans to total loans decreased during the period 2005 to 

2011. The requirement by the Basle II might have enabled commercial banks to control 

their level of nonperforming loans thus reducing banks credit risk. Thu on average the 

profits of the banking· industry increased during the period 2005 to 2011. 

Howe\·er profitability of the commercial bank fluctuated during the p ri d but 011 

average incr\,;a cd marginally during he p ri d -00- t 20 ll. 'I h~.,; 1 refit 

low durin th p rio l o tu . TI1 am unt o cu t m~.:r was 

0 



relatively high but assumed a downward trend during the period. Whereas the level of 

credit and profits were relativ 1 lm and stable, the amount of credit was high and 

relatively volatile. 

Th rc ,rcssion r ult · in li , tl: th, 1 there is no relationship between profits, Ftmmmt of 

<.:red it 111 I th I ' I f nonpcrft rming loans. The R-Square indicates that only 38.7% of 

lh. pr )lit· ur e. plained by amount of credit and the level of nonperforming loans. The 

adju t d R- quare of -0.226 however indicates that amount of credit and nonperforming 

loan do not explain the level of profits made by commercial banks. This means that there 

is no relationship between the amount of credit, nonperforming loans and the amount of 

profits. ANOVA F2, 2 statistic of 0.631 is significant with a P-value > 0.05. The model 

does not establish a relationship between profits, amount of credit and the level of 

nonperforming loans. 

The fmdings reveal that the bulk of the profits of commercial banks is not influenced by 

the amount of credit and nonperforming loans suggesting that other variables other than 

credit and nonperforming loans impact on profits. Commercial banks that ar ke n on 

making high profits should concentrate on other factor other than fl cu ing mor n 

amount of credit and nonp rforming loan . 



5.3 Conclusions 

Based on the finding , the stud c u lud~s that amount of the non-performing loans 

decreased significantly fr m the ar 2005 to 2011 while the profits of the banks 

increased in th m n' .md this c·m be contributed to the new measures put forth by 

th bunk:. 

5.4 I ·omm ndation 

inc n n-performing loans does influence financial performance and position of the 

bank the study recommends that commercial banks and mortgage firms in Kenya 

should assess their clients and advance their loans to them according to the creditworthy 

of their clients, as non-performing loans can decrease the level of interest rates and 

consequently fmancial performance. The various commercial banks in the country should 

review the procedures in which the non-performing loans are advanced to the clients and 

reduce their occurrences. Commercial banks should also apply rigorous policies on loan 

advances so as loans are awarded to those with ability to repay and mitigate moral 

hazards such as insider lending and information asymmetry. 

Banks should apply efficient and effectiYe credit risk management that will nsur that 

loans are matched with ability to r pa , no or minimal in id r lending, 1 an d fault arc 

proje t d accordingly and relevant mea ur s taken t minimin the amc. h bank. 

hould al 0 nh nc p riodic/r gular credit ri k monitorin of th~.:ir lo, n p rtfolio to 

re u th p rfom1anc fin n ial. 



5.5 Limitations of the Study 

The researcher faced a probl m \ ith acces ing financial data from the Central Bank of 

Kenya. Most of the data in their ar hi c m secured. Secondly the limitation of time 

was much pronoun d in thl: s< urccs of the data operate on working days and the 

rc~~;arch~l i qui' II ntl ,Ill lllJ h)y~;c. The numbers of years of the study were also 

posiu, 1 ·h 111 ·n p cially the year 2011 where most of the banks had not submitted 

th ·i r iin·m ·ial inD nnation in full. 

5.6 uggestions for Further Studies 

The scope of the current study was limited to the secondary data obtained the relationship 

between the level of non-performing loans and the financial performance of commercial 

banks in Kenya for the last seven years. Future research could expand this scope to 

include other parameters that might affect the performance of these financial institutions 

such as the interest rates charged on the loans and how they relate to the overall 

performance of the commercial banks. The same study should be done on the Micro 

Finance Institutions and find out if the same results would be achieved. 
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APPENDICES 

Appendix I 

Li t of omm rcial Banks in Kenya 

1. African Banking orp r ti n 

2. Bank of Africa I ,td 

3. Bank of Baroda 

4. Bank )r lndi 1 

5. Bmclays [ nnk. r h. en ·a td 

6. tnnbi Bank Limited 

7. hart rhou e Bank Limited 

8. Cha e Bank Limited 

9. Citibank N .A. 

10. City Finance Bank 

11. Commercial Bank of Mrica 

12. Consolidated Bank ofKenya 

13. Co-operative Bank of Kenya 

14. Credit Bank Limited 

15. Development Bank of Kenya 

16. Diamond Trust Bank Kenya 

17. Dubai Bank Limited 

18. Ecobank 

19. Equatorial Commercial Bank 

20. Equit Bank imited 

21. Family Bank Ltd 

22. Hdclity ommercial Bank 

23. Fina Bank Limited 

24. First community bank 

25. Giro Commercial Bank 
' 

26. Gulf African bank 

27. Guardian Bank 

28. Habib AG Zurich 

29. Habib Bank Limited 

30. Imperial Bank Limited 

31. Investment & Mortgages Bank 

32. Kenya Commercial Bank Ltd 

33. K-REP BANK 

34. Middle East Bank of Kenya 

35. National Bank of Kenya Ltd 

36. National Industrial Credit Bank 

3 7. Oriental Commercial Bank 

38. Paramount-Universal Bank 

39. Prime Bank Limited 

40. outhem Credit Banking orp. 

41. tandard hart red Bank Ltd 

42. Transnational Bank Limited 

43. ictoria ommercial ank Ltd 



Appendix II: 

Computations for Non Performing Loans and Return on Assets 

Represent the nonperforming 1 , n'\ r r bank i in year t, t-J,and t-2 respectively; and &i,t 

is the error term whi ·h $h uld ll nnrmally distributed with zero mean and constant 

variance. In th · m) I ·I flo i. · fi. ·d. 

Tabk - 1 

oefficient Std. error l) t-statistics Pro b. 
-

Bank 'pccitic factor 
Ln PL 1,1-1 0.231329 0.091067 2.540206 0.0171 

lnL - 1,1 0.933447 0.608620 ] .533711 0.1367 

In IZE1,t 0.157875 0.383693 0.411462 0.6840 

~LOANS -0.010862 0.002624 -4.138843 0.0003 

~LOANS;,1-1 -0.012695 0.002079 -6.106473 0.0000 

~LOANS;,t-2 -0.008616 0.002497 -3.450496 0.0019 

RIR;,t 0.806953 0.502583 1.605612 0.1200 

RlR;,1-1 0.381330 0.426080 0.894975 0.3787 

Macro-factors 

INF1 -0.002097 0.086632 -0.024211 0.9809 

INF1-1 0.070132 0.128910 0.544040 0.5909 

~GDP1 -0.049554 0.036561 -1.355406 0.1865 

~GDP1-1 -0.006514 0.034384 -0.189455 0.851 2 

REER 1.591487 1.046019 1.521471 0.1398 

REER1-1 2.689959 0.840546 3.200254 0.0035 

Fixed Effects 
Bank 1 -9.781574 

Bank2 -9.920805 

Bank3 -9.678762 
Bank 4 -12.54788 

Bank 5 -9.963629 
Bank 6 -10.88915 

Diagn tic tc t 
R- quarcd 0.956505 
I) Reprc nt White' robu t tandard err r . 
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Represent the for bank i in year t, t-l,and t-2 respectively; and £i,t is the error term 

which should be normally distributed with zero mean and constant variance. In the model 

flo; is fixed. 

Variables ---
Bank specific fa tors 

LnNPL_ 
lnl 

lURu 

RlRI,t-1 

1,1 

Macro-factor 
lNF1 

INF,.t 
~GDP, 

~GDPt-t 

REER 
REER,.t 

Fixed Effects 
Bank 1 

Bank2 

Bank 1 

Bank4 

Bank 5 

Bank6 

t.l l 

l,t-2 

Diagnostic test 
R-squared 

o ftki~nt 

-0.010817 
-0.012556 
-0.008432 
0.592864 

-0.051873 

1.413999 
2.583651 

-7.507684 
-7.574109 
-7.542794 
-10.57218 
-7.730316 
-8.824282 

0.9565052 

l) Represent White' s robust standard errors. 

td. cn·or i) 

0.084641 
0.411203 

0.002462 
0.001892 
0.002234 
0.389024 

0.029788 

0.790145 
0.747548 

1 

t-statistics 

2.997096 
-2.256099 

-4.394326 
-6.636234 
-3.774699 
1.523979 

-1.741394 

1.789542 
3.456166 

Pro b. 

0.0052 
0.0310 

0.0001 
0.0000 
0.0007 
0.1373 

0.0912 

0.0830 
0.0016 


