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ABSTRACT 
Commercial banks financial performan e in Kenya is an important subject given the 

significant role the banks play in th ~ n m . With the number of banks increasing over 

the years and competition r 'tbt lTh. rs in 'r 'US', an analysis of what factors influence 

banks' financi, I p rr rm tn ·~..: is important to the banks as this can aid them in 

asccrtaiuing th · I ·t ·tmin mt f p ·rformancc and by extension know the areas to improve 

in ord~:r tt1 p •tf mn ttcr. 1 hi ·tudy was designed to examine the determinants of 

limmdul I r1'1m1ance of commercial banks in Kenya. 

In order to achieve the objectives of this study, the research was designed as an 

explanator study. The population was all the 43 commercial banks by December 2011. 

All the banks were used in the study. A ten year secondary data from 200 1 to 20 1 0 was 

collected from Banking Survey and the Central Bank of Kenya. Descriptive analysis, 

correlation analysis and regression analysis were used to perform the data analysis. 

ignificance was tested at 5% level. 

The tudy found that capital adequac and exchange rate wer negati el correlated with 

R · while liquidit . op rating co t effi ien y, i7 . ri k, DP, and inflati n had a 

%of the 

v ri n in R :.. htrth r the rc ·ult r v led th t c. chan ' rate was ncgativd · related 

ith R · liquidit ' op r·nin ten · t:tc ri k. II P, 

n infl ti n h d n I ( . It ' n ted th·n the Ill nd nt 'ari, t h.: 

un R A. 
\ I 

nt 



The study concludes that none of the determinants tested in this study had a significant 

influence on the financial perfom1an e of ommercial banks in Kenya. The study 

recommends that there is ne d fl r mmer in\ bank to improve their performance in 

terms of their R and R . \ . I h~.: stud a! ' recommends that banks should improve 

on their liquidity mor · ) th · ll ilit of th banks to promptly repay the depositors. 
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CHAPTER ONE 

I TRODUCTlON 

1.1 Background of the nd) 

Financial performance ts t subJ' tth mvtsur' of h w well a firm can use assets from its • 

primary mode of' busiu · · tnl n ·rat· n..:vl.!nucs. It is also a general measure of a firm's 

ov ·rull tinm ·i tl h · tlth ' •t i en period of time, and can be used to compare similar 

lirms m:ross th, · un indu tr r to compare industries or sectors in aggregation. 

There are many different \ ·ays to measure financial performance, but all measures should 

be tak n in aggregation. Line items such as revenue from operations, operating income or 

ca h flo\ from operations can be used, as well as total unit sales. Furthermore, the 

anal st or in estor may wish to look deeper into financial statements and seek out margin 

growth rates or any declining debt. Other measures of financial performance include 

liquidity, solvency, profitability, debt repayment capacity and financial efficiency of the 

firm. 

1 h fa tor that d t rmm the financial p rformancc of bank in gen ral ha been 

ly tudi d. m ng t th \ ari u approa h . u numb r o ·tudic · ha\ c [I cu"cd 

on the tru tur -p 'rforman t..: rclati n hip of anks, ' ·ith th tructurt..:- ndu ·t-

p r icnt- tnt lure l I ' h p th '' idcl ' t stcd. 

In pridn p \ r rc h d t nnincd by 

m th num l ·mk in th 



scale efficiency, and the risk attitude of banks. Macroeconomic factors, such as real GDP 

growth and unemployment, may al o b imp rtant determinants (Wong, Fong, Wong, & 

Choi, 2007). 

1.1.1 Dct rmin tnts of I inandal l)crformance of Banks 

'tudies h tv · ·It )\\ n u num f determinants of bank financial performance. For 

ins tunc~: . ll ·rr ·man · f u 20 10) found that some macroeconomic variables and financial 

ratio, ·igniiicantly iniluenced financial performance. The study also found that the type 

of bank wa, an influential determinant of bank financial performance. Clair (2004) found 

that the most important macroeconomic indicators were changes in interest rates, 

exchange rates unemployment, and aggregate demand. 

In a study on performance oflslamic and conventional banks in UAE, (Al-Tamini, 2010) 

found that liquidity and concentration were the most significant determinant of 

conventional national banks' performance while cost and number of branche " ere the 

mo t significant determinants of Islamic banks' performanc . 

A ording to D mirgii9-Kunt · Huizinga (1999). a larger bank · t to P ratio and 

IO\\ r m rket m: ntrati n ratio !cud t lo" er margin and profit . fhc author a!· n t~.: 

• nk haH: higher m rgin and pro It om par d t dome tic bank m 

untri 



A study in China by Wong, Fong, \ ong, & Choi (2007) found that cost efficiency of 

banks was a major determinant of bank ' profitability. No evidence was found for the 

effect of market structure (mark t n ~:ntrnti nand market shares). Most of these banks 

were large and therefor fl1 i 111 ht n ~; t hl 'onclusion that efficiency was indeed a major 

determinant ol bank p 't i.l!lll.\1\ · 

A study by burim (-0 ) revealed that capital size, size of credit portfolio and extent 

of owm:rship ncentration was significant company-level determinants of bank 

pr titability in igeria. In the same study, size of deposit liabilities, labour productivity, 

tate of IT, O\\nership. control-ownership disparity and structural affiliation were 

insignificant; and the relationship between bank risk and profitability was inconclusive. 

1.1.2 Measures of Financial Performance 

Organizational performance comprises the actual output or results of an organization as 

measured against its intended outputs (or goals and objectives). According to Richard et 

al. (2009) organizational performance encompa es three specific area of firm outcome : 

(a) financial performance (profit , return on a et , r tum n in e tment, tc.); (b) 

produ t mark t p rfom1anc ale , market hare, tc.); and c) harch ldcr return (total 

h rch ld r r turn. c n mic valu dded. t .. 

In r nt many or niz tion h tt llll ted t lr , niz u i nat 

rd m th 

n m ur in multipl 



return); customer servtce social responsibility (e.g. corporate citizenship, community 

outreach); employee stewardship. 

1.1.3 Commercial Ban.k in Ken a 

According to th · ' 'lilt t1 I .mk of ·nya, there arc 43 licensed commercial banks in 

Kenya (s ·e li ·t in Pl ·n i I . Three of the banks are public financial institutions with 

majority shu ·h lding eing the Government and state corporations. The rest are private 

iintmcial in ·tituti n Of the private banks, 27 are local commercial banks while 13 are 

foreign conm1ercial banks. 

Commercial banks in Kenya play a major role in Kenya. They contribute to economic 

growth of the country by making funds available for investors to borrow as well as 

financial deepening in the country. Commercial banks therefore have a key role in the 

financial sector and to the whole economy. 

Bank financial performance in the recent pa t has ignificantly improved ince 2000. 

Data from the entral Bank of Ken a hO\ a signifi ant growth in th indu ti) in all 

area including financial p rformanc . Whil thi i · the ca ·e m bank . c · 

for ign bank . have be n p rforming b •ttcr than oth r . he factl r lead in , to thi · m:~:d 

n m\ ti ti n ~ ha been the fo u of many ludic in thcr c luntri hina, 

1 n m K. . m n other . 



1.2 Research Problem 
A large number of empirical studi s have b n onducted about factors influencing bank 

performance or determinant fb nk pt:rf rmnn ". (J\1-Tamini, 2010) noted that different 

factors have been u ed by r .lr ht: c su h as shareholders' equity to total assets; liquid 

assets to assets; tot.tl lo.u 1 1.11 d~:posits; fixed assets to total assets; total borrowed 

funds t<, totul 1 • • ·t ·: 1 f r I an~ to total assets ; market concentration; the market 

siz ·: labor pr du ·ti' it : bank portfolio composition; capital productivity, bank 

capitalizution: financial interrelation ratio (FIR); M2/ GDP; the level of capitalization; 

age of the bank: per capita GDP, the cost to-income ratio and customer satisfaction. 

Commercial banks financial performance in Kenya is an important subject given the 

significant role the banks play in the economy. With the number of banks increasing over 

the years and competition for customers increase, an analysis of what factors influence 

banks' financial performan e is important to the banks as this can aid them in 

ascertaining the determinants of performance and by extension know the areas to improve 

in order to perform better. 

Mo t of th tudie on bank financial p rfonnance d t rminant h 

e on mie ' , when.:: a much 1 tudic coYcrcd de\ d ping e onomi such a· Ken a·· 

m f th e ·tudic include Abu rime 200 ) in 1 igcria. Al-'1 a mini (_ 10 in 

) in iiP pore. lief ~rn n · l·u 20 I nd W n •, l·on · hl i 

10 ul tu i n 111 n nd I r 

'hi 



Studies that are close to determinants of bank performance in Kenya include Njihia 

(2005), Mwania (2009), Okutoyi (1 ), and Ndungu (2003). These studies were 

however designed to focu on h fn tor or bnnk linancial performance to the exclusion 

of the other factors whil 

that has been done on a larger sample of commercial 

banks h ·nl;t 1 • 1p th t n · ·d t b filled in by carrying out the present study. This study 

build" on th · ·tud) ) jihia (2005) as the former study was limited by the scope as it 

onl focus 'd n ne a pect of commercial banks financial performance. Given the 

pa ag f time and limitations of case studies as far as generalisation of results to the 

population is concerned, there is need for the present study to be conducted. The study 

poses the folio\ ing research question: What factors influence financial performance of 

commercial banks in Kenya? 

1.3 Research Objective 
To examine the determinants of financial performance of commercial banks in Kenya. 

1.4 alue of the tud 
Thi tud · will b u eful to commercial bank in Ken ·a. The mnnag ment and b ard f 

g vernor f commercial bank will haY an mpiri al ba i up n \\hich th • can a-; 

their trategi to impr v bank finan i l p rtormuncc. 

'hi tu y \ ·ill in th b nkin tor p ci lly the.: nt I 

ury m nun up ith 

ilit in thi 



Researchers will also find this study a er useful study as regards the variables measured 

in the study. Future research in Kenya and e pccially in the financial sector can be based 

on this study. The recommendati n f r futur studies will also guide future researchers 

in this area. 
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2.1 Introduction 

CHAPTER TWO 

LITERA T RE REVIEW 

This chapter pres nts th li1 1 uur~ r' tl on the determinants of financial performance 

of commercial b.wk . l·it 1 it r J ws the theories of bank profitability. Then it 

sumnwriz '1' th · 'tllJ iti · I ludic from various researchers who have carried out research 

onLkll:nninant · 1f ank performance. 

2.2 Theoretical Review 

Thi ection presents a theoretical review of the study. The theories reviewed here are 

efficient structure theory market power theory, and the balanced portfolio theory. A 

critique of the theories and models is then made. 

2.2.1 Efficient Structure (ES) Theory 

The E hypothesis, on the other hand posits that banks earn high profits becau e they arc 

more efficient than others. There are al o two distinct approachc within the F. · th X

efficienc} and . cale fficienc} hypothe i . According to the - fficicnc appr ach, 

more efficient firm· ar mor pr fitabl be au e f th ir low r uch firms tend t 

gain 1 rg r m rkd h rc . whi h may m ni~ t in high r I \'cl n market c n cntrati n, 

but 'ith ut ny 

I 2 Ill 

m m nt r pr hn I y. I r r finn n bt in I ' r unit t n 



higher profits through economies of scale. This enables large firms to acquire market 

shares, which may manifest in high r on entration and then profitability. 

2.2.2 The Mark t Pow r I P Th Ot'Y 
• 

by th<.: mnrkl.'l ~lru ·t r · I th ' indu ·try. 'I here are two distinct approaches within the MP 

nduct-Performance (SCP) and the Relative Market Power 

h p the ·i · (IU\IP . ccording to the SCP approach, the level of concentration in the 

banking market gives rise to potential market power by banks, which may raise their 

profitabilit . Banks in more concentrated markets are most likely to make "abnormal 

profits" by their ability to lower deposits rates and to charge higher loan rates as a results 

of collusive (explicit or tacit) or monopolistic reasons, than firms operating in less 

concentrated markets, irrespective of their efficiency (Tregenna, 2009). Unlike the P, 

the RMP hypothesis posits that bank profitability is influenced by market share. It 

assumes that only large banks with differentiated products can influence prices and 

increa e profits. The are able to exercise market power and earn non-competitive profit . 

2.2.3 Balanced Portfolio Th o 

1 he portfolio theory approach i th m ·t rd vant and play n imp rt nt r lc in bunk 

perf~ nnan e tudic zon n, and Ah:mnk n , -00 . A cordin' to th ll rt!olio 

balan m ifi ptimum h I lin c h I in , \\C'tlth 

num r 

u h tum n II h I in th rt li . n 



associated with the ownership of each financial assets and the size of the portfolio. It 

implies portfolio diversification and th de ir d portfolio composition of commercial 

banks are results of decision t k n b th bank management. Further, the ability to 

obtain maximum profit d p nd. n th~ f'usibl' s~..:t of assets and liabilities determined by 

the managcm nt an lth unit · st ' 111 urrcd by the bank for producing each component of 

assets (NltHt • 111 • md \l ·mnk ·n 2006). 

2.2.4 ritiqu of heorie and Models 

The uboYe theoretical analysis shows that MP theory assumes bank profitability is a 

function of external market factors, while the ES and Portfolio theory largely assume that 

bank performance is influence by internal efficiencies and managerial decisions. Several 

models of the banking firm have been developed to deal with specific aspects of bank 

beha ior but none is acceptable as descriptive of all bank behavior. Some of these 

approaches are: univariant analysis, multiple discriminant analysis, multiple regression 

analysis canonical correlations analysis and neural network method. lugbenga and 

Olankunle ( 1998) noted that a major limitation of the uni ariant analysis approach is that 

it do not recognize the po ibilit of joint significance of finan ial ratio v hilc the 

canonical corr lation m thod preclud the explicit I ulation f marginal luc f 

in ep ndcnt variable n th d pend nt variable. 1 or can the ignifi an e f individual 

r th 

n I) i m th 

a c rtained. I hey n ted that multiple n::gr\: i n approu h\: 

the) comparable r ult to the di riminant 



Bakar and Tahir (2009) evaluated the performance of the multiple linear regression 

technique and artificial neural network te hnique with a goal to find a powerful tool in 

predicting bank performance Dat f thirt ''n bank in Malaysia for the period 2001-

2006 was used in th tud R .\ ' ;1:s us d as a measure of bank performance and seven 

variables including li 1uidi1 . ·r ht risk, ·ost to income ratio, size, concentration ratio, 

wcr u~ed ~~ in I ·p ·nd ·nt '~ria lc ·. They note that neural network method outperforms 

lh<.: multipl · lin ·m r ·gr ·si n method but it lacks explanation on the parameters used and 

they condud d that multiple linear regressions, not withstanding its limitations (i.e. 

violati n of it as urnptions), can be used as a simple tool to study the linear relationship 

between the dependent variable and independent variables. The method provides 

ignificant explanatory variables to bank performance and explains the effect of the 

contributing factors in a simple, understood manner. This study will adopt this approach 

together with the correction analysis to determine the effects of various factors on bank 

performance in Kenya. 

2.3 Mea ure of Financial Performance 

Performance encompa e financial p rformance (profit return on a et r turn on 

inve tment. tc.): product market p rformance ( ale , mark t hare et .); and hareh td r 

return tot I har h lder r tum. con mi vatu add d etc.) Ri hard l!t al. 2 0 ). In 

t I l ) u · d t\\0 bj tivc mea ·urc of p rfi rmanc . 'I h · 

R )A nd •r wth in profit . Pcrtonn n c mea un.: in thi stud 

m fi\ y pri r to th d i i n tudi d. 
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Zahra and Bogner (2000) measured firm's performance using sales growth, employment 

growth, and pretax net profit p r ntng of total ales. Baum and Wally (2003) in their 

study measured firm performan e gr ' th and profit. In the study, self-reported 

objective measures w r u · \\ hL fL th I'<..'Sponc.knts were asked in a questionnaire to fill 

in the figures for tot tl .ut J th numb~.:r of employees for two years as well as profit 

for th~.: ycHI'. 

In u -tudy b) Lehir and zsahin (2008), a Likert Response Format (LRF) was used to 

mea me innO\ ation performance. A five point Likert scale was used where the 

r p ndents scored their choices on various questions relating to innovation performance 

in a structured questionnaire. Souitaris and Maestro (20 1 0) measured new venture 

financial performance using return on total assets (ROT A) and return on sales (ROS) 

based on archival objective measures. Hsu and Huang (2011) measured performance 

using subjective measures. Five self-reported items were evaluated by respondents on a 

7 -point Likert scale. 

2.4 Determinant of Financial Performance 

e\ eral ·tudie ( · lyor (2009), Uzhcgova (20 1 0)) ha u ed AM to examin fact r 

aff ting b nk profitability with uccc . tand fi r a pita\ ad qua ) , A ct 

qu lit). tan ~.:m~.:nt d ti icn ·. I ~ rning pcrfi rman c and Liquidity. 'l h 

by the In ·u nc < rp ration r "early 

pr l m in zh •ova 2010. 'Ih u•h me 

It n ti h tl·L 

1 



framework is the most widely used model and it is recommended by Basel Committee on 

Bank Supervision and IMF (Baral. 2005 . 

Capital adequacy r fer t th uni il n oC the amount of equity to absorb any shocks 

that the bunk may p ri ·u · K< midou, 2009). The capital structure of banks is highly 

rcgu lat ~.:d. Thi · i · l, · · u · a ita! plays a crucial role in reducing the number of bank 

t'uilun.:~ md l 1 · · · t dep it r when a bank fails as highly leveraged firms are likely to 

· ·iv ri k m order to maximize shareholder value at the expense of finance 

provider amau. 2009). 

Although there is general agreement that statutory capital requirements are necessary to 

reduce moral hazard, the debate is on how much capital is enough. Regulators would like 

to ha e higher minimum requirements to reduce cases of bank failures, whilst bankers in 

contrast argue that it is expensive and difficult to obtain additional equity and higher 

requirements restrict their competitiveness (Koch 1995). Beckmann (2007) argue that 

high capital leads to 10\' profit since banks with a high capital ratio are ri k-averse, they 

ignore potential [risk ] investment opportunities and, a a re ult, in e tors demand a 

low r rdum on th ir capital in xchang for low r ri k. 

a\ il t a1 (2009) rgu th t alth u 1h capit 1 i c:p~n i\'c 111 term f 

turn high!) pit liz~ i bank I \\cr co t o b·mkrupt ·: . 10\\cr n cd for 

111 ditli ·ult. 

pit li l lll . 



Heffernan & Fu (20 1 0) looked at ho\ well different types of Chinese banks had 

performed between 1999 and 2006, and t t d for the factors influencing performance. It 

also evaluates four mea ure f p rf rm. n to id ntify which one, if any, was superior. 

The independent variabl · m lu k \ th :standard financial ratios, those which reflected 

more recent r forms 

Value ddt:d (rV nd th 

l on mi variables. The results suggested that Economic 

ct Interest Margin (NIM) did better than the more 

convcnli 1nul m u ·ur f profitability, namely Return On Average Equity (ROAE) and 

Return n . \' rage ets (ROAA). Some macroeconomic variables and financial ratios 

were ' igniiicant with the expected signs. Though the type of bank was influential, bank 

ize wa not. either the percentage of foreign ownership nor bank listings had a 

discernible effect. 

eceur (2003) using a sample of 10 Tunisian banks from 1980 to 2000 and a panel linear 

regression model, reported a strong positive impact of capitalization to ROA. Sufian and 
Chong (2008) also reported the same results after ex mining the impact of capital to the 

p rformance of banks in Philippines from 1990 to 2005. 

red it ri k i ne f th fact r that affect the health of an indi idual bank. Th e tent f 
th ere it ri k d p nd on the qualit · fa t h ld by an indi idual bank. 'I h qu, lit of 

b nk dep nd n :p ·un.: t p iti risk . trend · in n n-p rf nning 
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n b u ht 



on the allocation of resources to asset deals, a bank must take into account the level of 

risk to the assets. 

Poor asset quality and low l ' I. l I liquidit arc the two major causes of bank failures . 
• 

Poor ass t qualit l l l rn,ll\ • 1 Jnk failures in Kenya in the early 1980s. During that 

period 7 hank · mg the banking crises of 1986-1989, 1993-1994 and 

199' ( 1w ··a. it. . \cc rding to Waweru and Kalani (2009) many of the financial 

iwtituti n · that c llap e in 1986 failed due to non-performing loans (NPLs) and that 

mo t f the larger bank-failures, involved extensive insider lending, often to 

politician .The CBK measures asset quality by the ratio of net non-performing loans to 

gross loans. However Koch (1995) argues that a good measure of credit risk or asset 

quality is the ratio of loan loss reserve to gross loans because it captures the expectation 

of management with regard to the performance of loans. Hempel et al (1994) observed 

that banks with high loan growth often assume more risk as credit analysis and review 

procedures are less rigorous, however returns are high in such loans indicating a risk and 

return trade-off. 

Ko midou (200 ) appli d a linear regrc ion m d l n 23 c mm r ial bank data 

for 1 0 to 2 02. u ing R A and the ratio f l res rv gr · loan t pr . · 

pr titability , nd n ~ t qual it) rcspe tiv ·ly. 'I he r ult 

tmp t qu lity to b nk pr fit bility. 'l hi '' in lin with the th r · that 

m 
d hrm 11 lit hi lit) . 



Indicating that banks would improve profitability by improving screening and monitoring 

of credit risk. 

Another important d cist n 1h t 1h~.: mana) 'rs of commercial banks take refers to the . 
liquidity manag m ·nt 111 I •tf • all to the measurement of their needs related to the 

process or lh:p) ·it· n I n . I he importance of liquidity goes beyond the individual 

bunk us n liquidity sh rtfall at an individual bank can have systemic repercussions (CBK, 

2009). lt i, argued that ' hen banks hold high liquidity, they do so at the opportunity cost 

of ome im e tment. which could generate high returns (Kamau, 2009). The trade-offs 

that generall exist between return and liquidity risk are demonstrated by observing that a 

shift from short term securities to long term securities or loans raises a bank"s return but 

also increases its liquidity risks and the inverse in is true. Thus a high liquidity ratio 

indicates a less risky and less profitable bank (Hempel et al 1994). Thus management is 

faced with the dilemma of liquidity and profitability. 

Myers and Raj an (1998) emphasized the adver e effect of incr a ed liquidity for financial 

Institution tating that, "although more liquid a et increa e the abilit t rai e ca h on 

short-notic . th · al r du e management' ability to commit credibl t an in c tmcnt 

trat gy that prot ct invc tor " '' hich. finull ', can re ·ult in reduction f the firm, 

e. ·tern. I finance'' in om zhcg va, 2 1 ). 

p r ' rn nt i th m m ntri ut ufi n nd 

In th lit tu n 



usually used to assess managerial efficiency in banks. Mathuva (2009) observed that the 

CIR of local banks is high when ompnr d to other countries and thus there is need for 

local banks to reduce their op r ti n l ' st to be competitive globally. Beck and Fuchs 

(2004) examined the uri u. r. that ·ontribute to high interests spread in Kenyan 

banks. Overhead: w •t I )\11\ tc h on of the most important components of the high 

intcrc:-:t!' rat · spr · td ·. \n unal i · of the overheads showed that they were driven by staff 

wn 'L' ·o ·t · whkh " re c mparatively higher than other banks in the SSA countries. 

lthough the relation hip between expenditure and profits appears straightforward 

impl ing that higher expenses mean lower profits and the opposite, this may not always 

b the ca e. The reason is that higher amounts of expenses may be associated with higher 

olume of banking activities and therefore higher revenues. In relatively uncompetitive 

markets where banks enjoy market power, costs are passed on to customers; hence there 

would be a positive correlation between overheads costs and profitability (Flamini et al, 

2009). eceur (2003) found a positive and significant impact of overheads costs to 

profitability indicating that such cost are passed on to depositors and lenders in terms of 

lower depo it rates/ or higher lending rates. 

·inancial in tituti n in r cent ar have increa ingl be n g n rating income r m" ff-

and fi c inc me. lb rtazzi and mbac rta (2 6) a citt.!d b 

... 10 notl:d that th de line in intcrc t margin . ha fi reed bank t c. ·pl ft.! 

f r \ nuc . I din t di\ cr iii ti n into t ~din • tivitic • ther 
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specific risk by diversifying their portfolios. However there is a long history of debates 

about the benefits and costs of diver ifi ation in banking literature. The proponents of 

activity diversification or produ t mi: r 1 \l~.: that diversification provides a stable and less 

volatile income, eeon mi nnd sca le and the ability to leverage managerial 

otrozo, 2006). Chiorazzo et al (2008) noted that as 

a result {>I' 1 ·tivit · li' ·r ·ifl · ti n the economies of scale and scope caused through the 

joint pr >du ·t1m r financial activities leads to increase in the efficiency of banking 

rgtmitati n ·. They further argued that product mix reduces total risks because income 

fr m n n-intere t acti ities is not correlated or at least perfectly correlated with income 

from fe based acti ities and as such diversification should stabilize operating income 

and give rise to a more stable stream of profits (U zhegova, 201 0). 

The opposite argument to activity diversification is that it leads to increased agency costs, 

increased organizational complexity, and the potential for riskier behavior by bank 

managers. Kotrozo and Choi (2006) mentioned that activity diversification results in 

more complex organizations which "makes it more difficult for top management to 

monitor the b havior of the other divi ion /branche . Th y further argued that th 

b n fit of e on mie of cal I cope exi t only to a p int. I h c t a iat d with a 

tinn· incr a cdc mplc. ·ity rna: O\' r had w the b nclit f diYer ·ifi ati n. A u h. th 

ben fit o di\ 

uld n ptim l I v I 

lin 

\\ uld fl.: emblc an inverted- in whi h there 
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Using annual bank level data of all Philippines commercial banks Sufian and Chong 

(2008) found a positive relation hip b t\ e n total non-interest income divided by total 

assets, a proxy for income div r ifi ti n nd bank profitability. Uzhegova (2010) using a 

HJI index of interc t in m . mmissions, fcc income, trading income, non-interest 

income and oth ·r o ·ruin 111 '< m found empirical support of the idea that banks 

involv<.:d in dtv ·r ·ili ·uti n a ti' itie ' expect some benefits. While Kotrozo and Choi 2006, 

using n .;imil r ind und that activity diversification tends to reduce performance 

c lllJ lU't!d t ank more focused in their activities. 

Clae en and Jansen (2000) as cited by Kamau (2009) argued that foreign banks usually 

bring with them better know-how and technical capacity, which then spills over to the 

rest of the banking system. They impose competitive pressure on domestic banks, thus 

increasing efficiency of financial intermediation and they provide more stability to the 

financial system because they are able to draw on liquidity resources from their parents 

banks and provide access to international markets. Beck and Fuchs (2004) argued that 

foreign-o\\ned banks are more profitable than their dome tic counterpart in dev loping 

countrie and le profitable than domestic bank in indu trial countrie p rhap due t 

b n fit derived fr m tax break , techno! gical effici nci and th r pr fi rential 

tr tmcnt . I I wever d me ti bank are like! to gain fr m in rmution ad antage the 

I mark t ompar d t fi rd n b nk . 

unt r r umcnt i th t unr 
• nk m · r ult in 
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domestic banks because more depositors may have faith in big international banks than in 

small domestic banks. They cream- kim th local market by serving only the higher end 

of the market, they lack commitm~.:nt n i bring unhealthy competition, and they are 

responsible for capital t1i •ht ft m l doped countries in times of external crisis 

(Bhattachrya, 199 ). 

Tht mmk ·t 1 1" r th ry. as it was discussed under bank performance theories, posits 

thut the 111 r • ncentrated the market, the less the degree of competition (Tregenna, 

... 00 ). cc rding to . Tzongang and Atemnkeng (2006) high degrees of market share 

c ncentration are inextricably associated with high levels of profits at the detriment of 

efficienc and effectiveness of the financial system to due decreased competition. 

econdly, since commercial banks are the primary suppliers of funds to business firm, the 

availability of bank credit at affordable rates is of crucial importance for the level of 

investments of the firms and consequently, for the health of the economy. In situation of 

increased concentration, the possibility of rising costs of credits is reflected by a 

reduction of the demand for bank loans and the level of bu iness investment . The effect 

multiplie man • fold in a much a bank management capitalize on th market hare 

concentration fa t r. 

Ho c\' r th~.:r i a long held vi w that market p wcr i r · to n urc tubilit · in 

nk th, t re pr d \ell- pitalizd n d t with tand 

n: uhin' pr )fits 
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typically been viewed as having incentives that minimize their risk-taking behavior and 

improve the quality of their asset (the r ning theories). Keeley (1990) as cited by 

Northoctt (2004) argues that th ri in bmk failures in the United States during the 

1980s was due in part to n in r~:1S~ in ( mp titian in the banking industry. Flamini et al 

(2009) noted that if hi •h r 'Ill! n ,1r th ·on sequence of market power, this implies some 

degree )I' i11 ·rtin ·n · in th · pr JSJon of financial services. In this case it should prompt 

poli<.:ymuk. r · l 1 mtt du e measures to lower risk, remove bank entry barriers if they 

ther ob tacles to competition, and reexamine regulatory costs. But bank 

profit are al an important source for equity. If bank profits are reinvested, this should 

lead to afer banks, and, consequently high profits could promote financial stability. 

Tregenna (2009) using a sample of USA commercial banks and savings institutions from 

1995 to 2005 and a linear regression panel model, found robust evidence that 

concentration increases profitability in USA banks and then concluded than the high 

profitability of banks in the USA before the 2007/2008 financial crisis was not earned 

through efficient processes, but through market power and the profit were not reinvested 

to trengthen the capital ba e of the financial in titution . zongang and Atemnkeng 

(2000) e. ·amined the effect of con entration to th profitabilit f amer onian 

c mmercial bank fr m 19 7 t 1999. nlike '1 r genna 2009) \\h u cd th. 

cone ntr tion rati of the large t bank. in the . \ t m del market cone ntration 
' 

t mnk n (2 0) \1 d the llcrlind, hl-1 Iir chn1'm indc.· to mca'iur 
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Olweny & Shipho (20 11) studied the effects of banking sectoral factors on the 

profitability of commercial banks in K n 'U. The first objective of this study was to 

determine and evaluate the effi r b nk.- pc ifi factors; Capital adequacy, Asset 

quality, liquidity, operation 11 ::-.t ~.:I fi il.'n 'Y and income diversification on the 

profitability of comm ·r ·i tl t .tnk II\ n a. The second objective was to determine and 

cvulunl<: tht ·IT· ·t · 1f market ·tructurc factors; foreign ownership and market 

con<.:~nlmti m. 1n lh, r fitabilit of commercial banks in Kenya. This study adopted an 

~.-pltmntory a1 r ach by using panel data research design to fulfill the above objectives. 

Annual financial statements of 38 Kenyan commercial banks from 2002 to 2008 were 

obtained from the CBK and Banking Survey 2009. The data was analyzed using multiple 

linear regressions method. The analysis showed that all the bank specific factors had a 

statistically significant impact on profitability, while none of the market factors had a 

significant impact. 

2.5 Summary and R search Gap 
The re ie\ of literature has revealed that bank financial performance can be influenced 

by bank-specific factors and external factors. Bank-specific factors are tho e factors 

within the direct control of managers and can be be t explain d by the AM • L 

framework. whil e. temal factor include indu try- pecdic and rna roec n mic factor . 

·1 hl: r vi w of literature ul o r~;\'calcd that th multipl linear r grcs i n m th d i th 

mo t u d in moddlin • the r"lation hip bct\\ccn bank financial p r: d r1 1 rmancl: < n its 

it i ckar r m thl: r vic'' d lite tur th t tc\ lo al ludic ha' c en 

r nn 11 c n I that tudic tlrlt h 'c ltlcmt h.:d 

tu ·clu i n th r llt . 



CHAPTER THREE 

RE EAR H l\1ETHODOLOGY 

3.1 Introduction 

This chapter pres nt th r t:. r h m thodology. It contains the research design, 

population, sam pi ., Ill 1 · II\: ll< n ,tnd data analysis. 

3.2 Rl's ·ar· h 

This study ud ted an e planatory design. Creswell (2003) noted that the purpose of an 

e.·plunut ry de ign is to explain quantitative results. Since the present study aimed to 

e. ·plain the factors that affect performance of commercial banks, an explanatory design 

' as deemed the most appropriate for the study. 

3.3 Population 

The population of this study comprised of all licensed commercial banks in Kenya 

betv een the period of 2001 and 2010. As at 31 December 2011 there were 43 registered 

commercial banks comprising of 14 large banks and, 29 small and medium banks 

(Appendi: 1). cen us of the commercial banks in Ken}a wa carried out. 

..t Data II ti n 

'I h tud: ondur ' dat • . 'I he d t was ollc ted fr m th cntral Bank f 

K n) an B nkin ' un ey 2011. ·1 h B.mkin urv~.:y i an • nnual publication that 

venn period 1 ) car 

nnu II • m · r 



3.5 Data Analysis 

The collected data was analyzed u ing d riptive statistics, correlations, multiple linear 

regression analysis and infer ntial t ti.ti . Mean values were used to analyze the 

general trends of the dat fr m 1 1 _ 10 based on the census (43 banks). Correlation 

matrix was u. cd to · tmim: thl n lationship between the dependent variable and 

cxplanatot· 

a. . ~I 

IR + ~q ER + e 

p ·rfc rmancc models were therefore tested: 

+ P3 LIQ + P4 OCE + Ps SIZE+ P6 TLITA + B1 GDP + p8 

································· ····· ··················································· (1) 

ROE= a.+ ~~ CA + P2 AQ + ~3 LIQ + P4 OCE + Ps SIZE+ P6 TLITA + ~7 GDP + ~8 
······ ············· ·· ······························· ·· ················ ············ ····· ·· (2) 

Where: a- Regression constant, ~~ -Coefficient of the predictor (CA) and e- error term 



The table below presents the mea ur m nts that were used to operationalize the study 

variables before the application fthc lin or multiple regression analysis. 

Table 3.1: 
Variables 
Financial Perform tn · 

'upital d ·qu1 ·v 
ssd 1u tl it. 

Liquidity 

Rik 
Gros Domestic 
Product 

t 

Annual inflation rate 

Exchange rate 

ource: Author (2012) 

1H'inbles 

In · m · As.· ·t · 
I tal equity/total assets 

' n-performing loans/gross 
indicates poor quality. 

urrent assets/Total deposits 

perating costs/net operating 
indicates inefficiency. 
Logarithm of total assets 

Total liabilities/Total Assets. 

GDP growth rate 

The rate of inflation 

Symbol 
ROE 
ROA 
CA 

loans. Higher ratio AQ 

LIQ 
mcome. Higher ratio OCE 

SIZE 
TLITA 

GDP 

The rate of foreign exchange to the dollar 
AIR 
ER 

A multiple linear regression model and t-statistic was used to determine the relative 

importance of each independent variable in influencing performance. The t-statistic was 

u ed to test the hypotheses at a maximum of 5% ignificance level. The multipl linear 

regre ion model is hO\ n on the equation below. 1 hi model wa run u ing p 

ver i n 20. 



CHAPTER FOUR 

DATA ANALYSIS, RESULTS AND DISCUSSION 

4.2 Introduction 

This chapter presents th r ult r th stud . Data wa analysed for a period of ten years 

and the dcscriptiv r ~utt~ .Ht • .·ht) n 111 section 4.2. The correlation analysis and 

regression ·mul 't · t • ull ar · presented 111 section 4.3. Section 4.4 presents the 

4.2 De cripti e nalysis Results 

Table 4.1 hows the descriptive statistics results for the variables used in the study. The 

result are hown in terms of minimum, maximum, mean, and standard deviation. 

Table 4.1: DescriEtive Statistics on DeEendent and IndeEendent Variables 
Minimum Maximum Mean td. Deviation 

Return on Equity .83 1.13 .9609 .09175 Return on Assets .11 .15 .1280 .01107 Capital Adequacy .12 .15 .1336 .01015 Asset Quality .05 .33 .1675 .10201 Liquidity .33 .52 .4289 .05865 Operating Cost Efficiency .54 .65 .5888 .03058 tze 12.86 14.38 13.52 .52982 Ri k .85 .89 .8696 .01239 GOP .30 6.90 4.13 2.2183 nnu I Inflation Rat 2.00 26.2 10.31 
79.23 75.315 

m 0. t Ll ,, ·th man of0.9 and, tandard 

.l it 11 
n ll ldl 



over the period of study from 2001 - 2010. Thus the performance of banks in terms of 

ROE has been declining over the 'ear . 

Fl. 4 1 Trend of Return on i.qnity of ommcrcial Banks 2001 - 2010 urc . : 

0.8 ~----~----~----.-----.-----.----.- -.--
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 

Source: Research Findings 

Table 4.1 shows that return on assets ROA) ranged from 0.11 to 0.15 with a mean of 

0.12 and a tandard de iation of 0.0 1. A can b ob erved from Figure 4.2 below, there 

wa a gcn ral fall in return on a t from 2001 - 2010. Thi mean that p rforman of 

b nk in term ofR A h b n d lining o cr th ·car . 
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0.1 ---.---.---.--- ---,-----,---,..----,-----,.- --, 
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 

Source: Research Findings 

Table 4.1 shows that capital adequacy ratios (measured as total equity divided by total 

assets) ranged from 0.12 to 0.15 with a mean of 0.13 and a standard deviation of 0.01. 

Figure 4.3 shows the trend analysis of capital adequacy of banks and the results show that 

it ha been improving over the years. The improvement in thi ratio can be attributed to 

the trict guid lines proYided b the entral Bank of Kenya and the a 1 requirement . 



Fi ure 4.3: 

0.16 

0.14 

0.13 

0 . 1~ 

0.1 ~----~----~----.-----.-----.-----. 

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 

Source: Research Findings 

Table 4.1 also shows that as et quality (measured as the ratio of non-performing loans to 

gross loans) ranged from 0.05 to 0.33 with a mean of 0.16 and a standard deviation of 

0.10. Figure 4.4 shows the trend analysis of the asset quality. As shown, the a set quality 

has improved over the years as the ratio has been declining meaning that non-performing 

loan have b en reducing a the gro loan ha e grown O\ er the year . 



0 
T - --,-- --,- --,----,----, 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 

ource: Re earch Findings 

Table 4.1 shows that liquidity (measured as the ratio of current assets to total deposits) 
ranged from 0.33 to 0.52 with a mean of 0.42 and a standard deviation of 0.05. Figure 4.5 
shows the trend of liquidity over the years and as it can be observed, this ratio has also 
been declining. Since this measure was intended to gauge how quickly banks can respond 
to demand for cash from their depositors it means that banks have become less liquid 
over the year . Thi could mean that banks may not be able to promptly settle their 
obligation with dep itor . 



0.3 
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 

ource: Research Findings 

Table 4.1 further shows that Operating Cost Efficiency (measured as the ratio of 
operating costs to net operating income) ranged from 0.54 to 0.65 with a mean of 0.58 
and a standard deviation of 0.03. The trend of operating cost efficiency is also shown in 
Figure 4.6. As shown, there was a general decline in this ratio. ince lower ratios mean 
better fficienc this means that banks ha e improved their efficiency over the years. 



0.5 
2001 2002 2003 

Source: Research Findings 

2004 2005 2006 2007 2008 2009 2010 

Table 4.1 also shows that size (measured as the natural logarithm of total assets) ranged 

from 12.86 to 14.38 with a mean of 13.52 and a standard deviation of 0.52. Figure 4.7 

shows the trend of bank size over the period. The results show that there wa a general 

rise in bank size over the p riod of study. ize of banks rose steadily over the p riod of 

analy i . 



15 
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1 

12.5 

12 ~----~----~----.-----.-----.----,,----,,----,,----, 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 

ource: Research Findings 

Table 4.1 shows that risk (measured as total liabilities divided by the total assets) ranged 

from 0.85 to 0.89 with a mean of 0.86 and a standard deviation of 0.0 1. The results in 

Figure 4.8 show the trend of risk of commercial banks over the period of analysis. As the 

result how, there \ as a general decline in risk of commercial bank . Thi can be 

attribut d to b tter management of the banks. 



Fi ure 4.8: Trend of Risk of Commercial Banks 2001 - 2010 
0.9 

0.89 

0.88 

0.87 

0.86 

0.85 

0.84 

0.83 

0.82 
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 

Source: Research Findings 

Table 4.1 further shows that GDP rate ranged from 0.30 to 6.90 with a mean of 4.13 and 

a standard deviation of 2.21. Figure 4.9 shows the trend of growth rate over the period. 

As shown, there was a general rise in GDP growth rate over the period of analysis. Thus, 

the economy has been improving over the period under study. 
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Source: Research Findings 

Table 4.1 shows that inflation rate ranged from 2 to 26.2 with a mean of 10.31 and a 
standard deviation of 6.69. From Figure 10, it can be observed that there was a general 

rise in inflation. 
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Source: Research Findings 

Table 4.1 also shows that exchange rate (dollar to shilling) ranged from 67.32 to 79.23 

with a mean of 75.31 and a standard deviation of 4.33. Figure 4.11 also shows the trend 

of exchange rate over the period of analysis. 



Fi ore 4.11: Trend ofExchan e Rate 2001-2010 
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Source: Research Findings 

As shown, over the period of analysis, there was a general fall m exchange rates 
suggesting that the shilling grew stronger over the period of analysis. 

4.3 Correlation and Regression Results 
Table 4.2 shov s the results of correlation analysis. The correlation analy is was done for 
all the independent variable in the study. The e were capital adequacy, a t quality, 

liquidity, operating co t efficiency, size, ri k, P, inflation rate, and exchang rate. hi 

analy ·i v.:a arried out in order to d terrnine \\heth r there were rial rrelation 

b t\\ ~n the vnri blc . A erial corrdation arc apr blcm \\.hen p ·rforming rcgn.: ·. ion 

an ly j thi prdimin ry tc.: t '' s carried out tir t. 'I hen.: ult a \'cr; 

l\ n t u lity n li 1uidit • (I = . 12 ssct 
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quality and size (R = - .947) and asset quality and risk (R = .926). Size was also highly 
and significantly correlated with risk (R = .960). There is therefore serial autocorrelations 
between some of the variable and - t quality i therefore dropped from the regression 
model since it is highly corrd ltl: it thr 'o!' thc variables in the study. 



Table 4.2: Correlation Matrix of lndeEcndcnt Variables 
CA A LIQ OCE ize Risk GDP All~ ER 

CA Pearson Correlation I -.546 -.220 -.449 .73 1 -.600 .200 -015 -021 
Sig. (2-tailed) .102 .54 1 .192 .016 .066 .579 .967 .950 

AQ Pearson Correlation l .812 •• .754. -.947 •• .926 •• -.258 -.414 .487 
Sig. (2-tailcd) .004 .0 12 .000 .000 .471 .234 .153 

LIQ Pearson Correlation 1 .658. -.646. .598 -.276 -.752" .680" 
Sig. (2-tailed) .039 .044 .068 .441 .012 .030 

OCE Pearson Correlation 1 -.695. .687" -.523 -.460 .462 
Sig. (2-tailed) .026 .028 .121 .181 .179 

Size Pearson Correlation -.96o·· .131 .276 -.273 
Sig. (2-tailed) .000 .7 18 .440 .446 

Risk Pearson Correlation 1 -.089 -.188 .217 
Sig. (2-tailcd) .806 603 .510 

GOP Pearson Correlation l -.084 -.234 
ig. (2-tailcd) .818 .515 

AIR Pearson Correlation -.661" 
Sig. (2-tailed) .037 

ER Pearson Correlation I 
ig. (2-tailed) 

• . Correlation is significant at the 0.05 level (2-tailed). 
••. Correlation is si~nificant at the 0.0 1 level (2-tailed). 

ourcc: Research Findings 

39 



Table 4.3 shows the regression results for the determinants of bank performance as 
modelled by two models- ROE and RO . ignificance of the relationships is shown in 

parentheses. 

Table 4.3: 
R turn on Equity Return on Assets ----------------- -1.192 -0.248 onstant 

Capital Lkqu t ·y 
Liquid it 

pernting o t 11ic1ency 
1ze 

Risk 
GDP 
Inflation 
Exchange rate 

R 
R2 

F 

-1.727 (.778) .777 (.393) 
1.947 (.468) .262 (.422) 
1.175 (. 772) .193 (.690) 
.048 (.894) .004 (.918) 
.926 (.959) .065 (.975) 
.002 (.790) .001 (.890) 
.007 (.754) .001 (.664) 

-0.009 (.424) -0.001 (.402) 
.976 .978 
.953 

2.536 (.452) 
.956 

2.735 (.438) 
Source: Research Findings 

The study found that the independent variables had a very high correlation with ROE and 

ROA (R = 0.976 and 0.978 respectively). The results also show that the variables 

accounted for 95.3% of the variance in R E (R
2 = 0.953) and 95.6% of the variance in 

ROA (R2 = 0.956). VA results show that the F tati he were in ignificant at 5% 

le el. Thi mean that none of th performance model wa fit to plain th 

relation ·hip . 

' · Cc pilll d qu and n R 1:. (~ 

-- 1.7 7 1- 0. 



rest of the variables (liquidity operating cost efficiency, size, risk, GDP, and inflation) 

had positive effects on ROE but none of th ffects were significant at 5% level. 

The results also show that h, n 1 l rat hnd a negative effect on ROA (B =- 0.001) but 
this relationship Wt\S n l( nili unt at 5% level. Further, capital adequacy, liquidity, 
operating Ctlst t:niri ·n ., . ·i . ri ·k, DP and inflation rate had positive effects on ROA. 

These ofl~ct · w ·r · h " 'er not ·ignificant at 5% level. 

4.4 Interpretation of Findings 
The stud found that capital adequacy had a negative effect on ROE. This means that 
lower capital adequacy ratios led to higher ROE. On the other hand, the results showed 
that capital adequacy had a positive influence on ROA suggesting that higher capital 
adequacy ratios translated to higher ROA. Since both effects were insignificant, it can be 
concluded that bank financial performance is not influenced by capital adequacy. 

Liquidity had a positive impact on both ROA and ROE. These results suggest that higher 
liquidit led to better firm performance. But these results were not ignificant hence lead 
to the conclu ion that bank financial performance i not influenced by liquidity. 

perating 0 t cfficicnc · had a po ·itive effc t on R ~ a well on R A. 'I h rc ult 

·ug 'C t th t higher 1 ~ led to b tt r firm p rt rman c. 'I he cflc ts ' ere h " '\ cr n t 

n th t bank linan ial p rf01-man c i n t inllu n cd 

y 1:.. 

1 



Size was found to be positively correlated with both ROA and ROE. This suggests that 

larger banks performed better than mall r banks. The results were not significant hence 

lead to the conclusion that bank finan in! p rf rman e is not influenced by size. 

The study also found th ll ri k h HJ .\ 1 ·i tivc effect on both ROA and ROE. The results 

mean that hi 'hl'r lnnk ri ·k I ·ad t higher bank performance. These results were however 

insignilicanl h nc lead t the conclusion that bank financial performance is not 

influenced by ri k. leYel . 

The effect of macroeconomic factors on bank financial performance was also tested. 

GDP and inflation had positive effects on both ROE and ROA. The results mean that 

higher GDP growth as well as higher inflation rates leads to better bank performance. 

These results were not significant and therefore indicate that bank financial performance 

is not influenced by either GDP or inflation rate. 

The study also found that exchange rate had a negative effect on both ROE and ROA. 

The re ults mean that lower exchange rates (stronger shilling) lead to better bank 

performance. These re ult \Vere in ignificant and therefore mean that bank financial 

performance is not influenced b e. change rate . 

'I hi tudy did not find an: tnti tically ignifi ant etfc t tudicd n th 

nk . 'I hi i harp ontrn t ' ith the finding of lwcny .m 1 lupho 



(2011) who found that bank specific factors (capital adequacy, asset quality, liquidity, 

and operational cost efficiency) significant! ' influenced bank profitability. 

These results can be attribut d t th~.; '\ . th ~ data analysis was carried out in this study. 

While the previou · ·ttt I · u I ltldi tdual data from each of the banks (cross-sectional 

approach). th · pr ·s ·nt ·tu u ·cd aggregate data for all the banks for each year (a 

longitudinulllll r u 'h ec ndl . this study covered a period beginning 2001 - 2010 (a 

ten year p ri d) while the pre ious study covered 2002 to 2008 (7 year period). 



CHAPTER FIVE 

SUMMARY, CONCLUSION AND RECOMMENDATIONS 
5.1 Introduction 
This chapter presents the umm r. r th' study in section 5.2, conclusion in 5.3, 

recommendation in .4, limit,\lt ns ( r thl! tudy in 5.5, and suggestions for further 

research in 5.6. 

5.2 u nun a ry 
This ·tud ' wa de igned to examme the determinants of financial performance of 

comm rcial banks in Kenya. In order to achieve this, the research was designed as an 

explanatory stud . The population was all the 43 commercial banks by December 2011. 

All the banks v ere used in the study. A ten year secondary data from 2001 to 2010 was 

collected from Banking Survey and the Central Bank of Kenya. Descriptive analysis, 

correlation analysis and regression analysis were used to perform the data analysis. 

Significance was tested at 5% level. 

The stud found that there was a general fall in both R A and RO over the sample 

period. er the same period. capital adequacy total a et (size) GDP, and inflation 

ro e ,..,hile a et qualit , liquidit , operating o t efficienc , ri k, and hang rat [i ll. 

Th r gre ion re ult howed that a pi tal ad quae and ex chang rat " er n gati' el 

correll ted ,, ith R l:. whil liquidity, op rating c sllc ri k, P, nd 

inll ti n h d po iti\'c inllucncc on R ' raiL the indcp ndcnt , .. riablcs a untcd 

[i lr . % th • ri nc in IU 1~. 



Further, the results revealed that exchange rate was negatively related with ROA while 

capital adequacy, liquidity, operating co t effi i ncy, size, risk, GDP, and inflation had 

positive effects on ROA. It was n t d thut th ind pendent variables accounted for 95.6% 

of the variance in ROA. Ilo\v v r, n n of th 'S c1Tccts were significant at 5% level of 

confidence. None ofth · m 1·1 ,,,1 a\ 'O 'ignilicant at 5% . . 

5.3 onclu 'ion 
The stud c ndud that none of the determinants tested in this study had a significant 

influence on the financial performance of commercial banks in Kenya. As the study 

found out, though most of the variables had a positive effect on performance as measured 

by ROA and ROE, none of the effects were statistically significant at 5% level of 

confidence. Further, even though the variables studied accounted for more than 95% of 

the variance in bank performance, they were not significant influencers of bank 

performance in Kenya. 

5.4 Recommendations for Policy 
The study recommends that there is need for commercial banks to improve their 

performance in terms of their RO s and ROAs. There ha been a general d cline in 

perfom1ance on the e t\\O specific ratio and it i clear that the o erall p rf, rmance ha 

been liding d \\ n. 

·y he tudy 1 n.:commcnd that bank. should imprO\'c.! on th ir liquid it · m r o th 

bility th b nk to 1 r mptly r p y the d 

. .. 



been steadily declining over the years and it is important that the banks maintain a certain 

minimum for this. 

5.5 Limitation of th tud. · 
This study focuses on omm r ·i \I I ·\nk '. The results are therefore applicable only to 

commercial bank: uu..i Ill Ill mpt t generalise findings to other firms outside this scope 

should br approach d "ith are. 

Secondly, th tud focused on determinants of financial performance of banks as a 

concept. The interpretation of these results should therefore be limited to the concept and 

by extension to the model used in the study. 

Lastly, this study is country specific to Kenya. The study therefore suffers from the 

limitation of country specific studies. The results are therefore applicable only to Kenya 

and any attempt to generalise findings to other countries should be approached with care. 

5.6 ugge tion for Further Re earch 
This tud) can b replicated in other indu trie to e tablish " hat the determinant of firm 

perfom1ance an.::. Thu · tudie an b done in other f th cc nom 

manuf~lcturing c t r to determine the firm ·pe ilic fact r · that infiucnc th ir 

p rfonn, n . 

•' 
,, 



There is also need to carry out the same study in the banking industry in Kenya but by 

employing a different model and approach in order to test the determinants of bank 

financial performance. This is becau e th variabl in this study failed to influence bank 

performance. 

The study also su •g · ·ts th 11 an thcr study be done in the banking industry covering a 

longer p 'riod or tim 111 rder t establish trends and determine what factors influence 

bank perfonmmce. 

7 
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APPENDICES 

Appendix 1: List of Commercial Banks in Kenya 

Name of Bank 

1 African Banking Corporation 1 t l. 
2 Bank of Africa Kenya l td 

3 Bank of Baroda (K) I td. 
4 Bank oflndia 

5 Barclays Bunk I tu 
6 1· 'lnnbic llolding, td 

7 hnsc Bank 
8 ilibank N. 1\..en ·a 

9 ity Finance Bank (Jamii Bora) 

10 Commercial Bank of Africa Ltd. 

11 Consolidated Bank 

12 Credit Bank 
13 Development Bank 

14 Diamond Trust Bank Kenya Ltd 

15 Dubai Bank 
16 Ecobank 
17 Equatorial Commercial Bank 

18 Equity Bank Ltd 

19 Family Bank 
20 Fidelity Bank 

21 Fina Bank Ltd 
22 First community Bank Limited 
23 Giro commercial 

24 Guardian Bank 
25 Gulf African Bank 

Nnm ofBank 

. ) llabib Bani AG Zurich 

7 1 Ia bib Bank Limited 

28 I lousing Finance Co Ltd 

29 I & M Bank Ltd. 

30 Imperial Bank Ltd. 

31 Kenya Commercial Bank Ltd 

32 K-Rep Bank 
33 Middle East Bank Kenya 

34 National Bank of Kenya Ltd 

35 NIC Bank Ltd 
36 Oriental Commercial Bank Limited 

3 7 Paramount Bank 

3 8 Prime Bank 
39 Standard Chartered Bank Ltd 

40 The Co-operative Bank of Kenya Ltd 

41 Trans National Bank Limited 

42 UBA Kenya Bank Limited 

43 Victoria Commercial Bank 

urcc: ntr I , nk f K nya web ite W\V\\.~ ntr~l!;>iink.go.k ) 



Appendix 2: Data Analysis Output from SPSS 

Summary Descriptive Statistics 

N Minimum Maximum Mean Std . Deviation 

Return on equity 10 .83 1.13 .9609 .09175 

Return on assets 10 . 11 .15 .1280 .01107 

Capital adequacy 10 12 .15 .1336 .01015 

Asset quality 10 05 .33 .1675 .10201 

Liquidity 10 .33 .52 .4289 .05865 

Operating cost fficl ncy 10 ·.54 .65 .5888 .03058 

Size 10 12 86 14.38 13.5182 .52982 

Risk 10 85 .89 .8696 .01239 

GOP 10 .30 6.90 4.1300 2.21813 

AIR 10 2.00 26.20 10.3100 6.69651 

ER 10 67.32 79.23 75.3150 4.33332 

Valid N (listwise) 10 



CorrelatiOn Matrix for the Independ~nt Variables 

Capital 
adequacy 

Asset 
quality 

Liquidity 

Operating 
cost 
efficiency 

Size 

Risk 

GDP 

AIR 

ER 

Pearson 
Correlation 

Sig. (2-
tailed) 

N 
Pearson 
Corr latlon 
Sig . (2-
tall d) 
N 
P rson 
Corr I tion 
Slg. (2-
tail d) 
N 
Pearson 
Correlation 
Sig . (2-
tailed) 
N 
Pearson 
Correlation 
Sig. (2-
tailed) 
N 
Pearson 
Correlation 
Sig. (2-
tailed) 
N 
Pearson 
Correlation 
Sig . (2-
tailed) 
N 
Pearson 
Correlation 
Sig. (2-
tailed) 
N 
Pearson 
Correlation 

Sig . (2-
tailed) 

Capital Asset Liquidity 

adequacy quality 

10 

·.546 

. 102 

10 

-.220 

541 

10 

-.449 

.192 

10 . 
.731 

.016 

10 

-.600 

.066 

10 

.200 

.579 

10 

-.015 

.967 

10 

-023 

.950 

-.546 

.102 

10 

1 

10 

. 812"" 

.004 

10 

.754. 

.012 

10 

-.94i" 

.000 

10 

.926 .. 

.000 

10 

-.258 

.471 

10 

-.414 

.234 

10 

487 

.153 

-220 

541 

10 

812"' 

004 

10 

1 

10 

.658. 

.039 

10 

-.646. 

.044 

10 

.598 

.068 

10 

-.276 

.441 

10 

-.752 

.012 

10 

.680. 

.030 

N 10 10 10 

•. Correlation Is significant at the 0.05 level (2-tailed). 

"*. Correlat•on is significant at the 0.01 level (2-tailed). 

Operating 
cost 

efficiency 

Size 

-.449 .731 

.192 .016 

10 10 

Risk GDP AIR ER 

-.600 .200 .015 .023 

.066 .579 .967 .950 

10 10 10 10 

.754 •. 94i .926.. .258 .4 1 ~ .487 

.012 .000 .000 .471 .234 .153 

10 10 10 10 10 10 

598 - - .680 • 
. .276 .752. 

.039 .044 .068 .441 .012 .030 

10 10 10 10 10 10 

1 .695: ·68 i .523 .460 .462 

.026 .028 .121 .181 .179 

10 

-.695. 

.026 

10 10 10 10 10 
- -

1 .960.. .131 .276 .273 

.000 .718 .440 .446 

10 10 10 10 10 10 
- -

1 .089 .188 ·237 -
.687 .96o·· 

.028 

10 

-.523 

.000 

10 10 

.131 -.089 

.806 .603 .510 

10 10 10 

1 
.084 .234 

.121 .718 .806 .818 .515 

10 

-.460 

10 10 10 10 10 
-

.276 -.188 .084 

440 .603 .818 

1 • 
.661 

181 

10 10 

462 -.273 

10 10 10 

237 
.234 .661 

.037 

10 

1 

.179 .446 .510 515 037 

10 10 10 10 10 10 



M d I o e ~ d t summary or e ermmants o fROE 

Model R R Square Adjusted R Std. Error of the 

Square Estimate 

1 .9768 .953 .577 .05965 

a. Predictors: (Constant), ER, Capital adequacy, GOP, Risk, AIR , 

Operating cost efficiency, Liquidity, Siz 

ANOVA for ROI~ modl'l 

Model Su111 of Squuros df Mean Square F Sig. 

R gr ion 072 8 .009 2.536 

1 Resldu I 004 1 .004 

Total 076 9 

a. Dependent Variable: Return on equity 

b. Predictors: (Constant), ER, Capital adequacy, GOP, Risk, AIR, Operating cost efficiency, 

Liquidity, Size 

Coefficients for the ROE model 

Model Unstandardized Coefficients Standardized 

Coefficients 

8 Std. Error Beta 

(Constant) -1.192 13.479 

Capital adequacy -1 .727 4 .740 -.191 

Liquidity 1.947 1.762 1.245 

Operating cost efficiency 1.175 3.137 .392 

1 Size .048 .286 .277 

R1sk .926 14.401 .125 

GOP .002 037 043 

AIR 007 017 513 

ER - 009 007 - 425 

a. Dependent Variable: Return on equity 

7 

.452b 

t 

-.088 

-.364 

1.105 

.375 

.168 

.064 

.048 

407 

-1 274 

Sig. 

.944 

.778 

.468 

.772 

.894 

.959 

.970 

.754 

.424 



Excluded variable in the ROE model 

Model Beta In t Sig . Partial Collinearity 

Correlation Statistics 

Tolerance 

1 Asset quality -1822.075b -1.000 1.415E-008 

a. Dependent Variable: Return on quity 

b. Predictors in the Model: (Con t nt) . . C tl I d qu cy, GOP, Risk, AIR, Operating cost 

efficiency, Liquidity, Slz 

R 1 . egressiOn ana YSIS summary f ROA or mo d I e 

Model R R Square Adjusted R Std. Error of the 

Square Estimate 

1 .9788 .956 .607 .00694 

a. Predictors: (Constant), ER, Capital adequacy, GOP, Risk, AIR, 

Operating cost efficiency, Liquidity, Size 

ANOV A for ROA model 

Model Sum of Squares df Mean Square F Sig . 

Regression .001 8 .000 2.735 

1 Residual .000 1 .000 

Total .001 9 

a. Dependent Variable: Return on assets 

b. Predictors (Constant), ER, Capital adequacy, GOP, Risk, AIR, Operating cost efficiency, 

Liquidity, Size 

.438b 



Coefficients for ROA model 

Model Unstandardized Coefficients Standardized t 

Coefficients 

8 Std. Error Beta 

(Constant) -248 1.568 -.158 

Capital adequacy .777 .552 .713 1.410 

Liquidity 26?. .205 1.391 1.280 

Operating co t ffici ncy 193 .365 .534 .529 

1 Size .004 .033 .207 .130 

Rl k 065 1.676 .073 .039 

GOP .001 .004 .151 .175 

AIR .001 .002 .709 .583 

-
ER -.001 .001 -.440 -1.368 

a. Dependent Variable: Return on assets 

Excluded variables in the ROA model 

Model Beta In t Sig. Partial Collinearity 

Correlation Statistics 

Tolerance 

1 Asset quality -1757.584b -1 .000 1.415E-008 

a. Dependent Variable: Return on assets 

b. Predictors in the Model: (Constant) , ER, Capital adequacy, GOP, Risk, AIR, Operating cost 

efficiency, Liquidity, Size 

Sig . 

.900 

.393 

.422 

.690 

.918 

.975 

.890 

.664 

.402 


