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Abstract

This research project highlights the historical @lepment of higher education financing in
Kenya, from free university education to cost simgriand to the current public/private
sponsorship. There has been a growing student gibgul rising costs of education and an
increased dependency by students on financialtasse due to slow growth of the economy,
high levels of unemployment and the impact of pgwvévels in the country. This is to be seen
against the background of dwindling finances frdre Government, who has been the main
financers of higher education. HELB needed to capevith new ways of increasing its kitty
which included the managing of its non- performlogns so that it be able to meet the high

demand for fund from its clients (students).

HELB being an institution mandated to manage tlghdri education loans programme in Kenya
needed to change and modernize its strategies woaahieve its mandate of putting in place a
revolving fund. The study seeks to find out if #na@s any relationship between credit risk

management practices put in place by HELB managearehnon- performing loans.

Secondary data on the core credit management$acéonely credit limit, screening, credit risk
measurement, client database management and loaverg ratios was sourced from HELB.
Regression analysis was then used to assess witith credit management factors have had the
greatest impact on non-performing loan reductioimgishe loan recovery as a proxy for non-
performing loans. The study found that the dornfaah-performing) loan amount has been on a

gradual decline.
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CHAPTER ONE
1.0 Introduction

1.1. Background

Credit risk is most simply defined as the potentiat a bank borrower or counterparty will fail
to meet its obligations in accordance with agresohs. The goal of credit risk management is to
maximize a bank's risk-adjusted rate of return bgintaining credit risk exposure within
acceptable parameters. Institutions need to matmegeredit risk inherent in the entire portfolio
as well as the risk in individual credits or tractsans. Banks should also consider the
relationships between credit risk and other ridkse effective management of credit risk is a
critical component of a comprehensive approachisito management and essential to the long-

term success of any lending organization (Baselnoitt@e, 1999).

Credit risk is the most common cause of financratitutions failure, causing virtually all
regulatory authorities to prescribe minimum staddafor credit risk management (Kabiru,
2002).The sound practices are set out to specificallyesfdthe following areas: (i) establishing
an appropriate credit risk environment; (ii) opergtunder a sound credit-granting process; (iii)
maintaining an appropriate credit administratiomasurement and monitoring process; and (iv)
ensuring adequate controls over credit risk. Altffospecific credit risk management practices
may differ among institutions depending upon theeireaand complexity of their credit activities,
a comprehensive credit risk management program aglidiress these four ared$e basis of
sound credit risk management is the identificatidrexisting and potential risks inherent in
lending activities. Measures to counteract theslkesrnormally comprise clearly defined policies

of the institutions, credit risk philosophy and tbarameters within which credit risk is to be



controlled. Credit lending institutions need to mge the credit risk inherent in the entire
portfolio as well as the risk in individual credits management of credit risk is a critical
component of a comprehensive approach to risk neamegt and essential to the long-term

success of any financial institution (Basel comeei{t1999).

An important efficiency objective of the higher edtion loan system is to facilitate access to
financing with minimum cost for the government. §hequires sound management right from
the loan allocation process to the effective cailbec of student loans after maturity. From

studies conducted in other countries with regardthteir student loan systems, common
challenges faced arise from the nature of the higdacation loan fund which is mostly set up

by the government, issues of adverse selectiomasrdl hazard during the application process
and the minimization of default risk. Of the chalies mentioned above, the one with the
biggest impact to the fund is credit risk managemidowever, in an ideal situation regardless of
their original social situation, after graduatirigdents become part of society’s elite. Therefore
efficient collection procedures should ensure ggayment of the loans as long as there is ability

to pay, thereby eliminating the problem of lackaalfingness to pay (Chacha, 2004).

According to Gravenir et al. (2005) public highetueation in Kenya was free from 1952 to
1973 with the public purse covering both tuitiorddiving expenses regardless of the socio-
economic ability of the students. The rationaledtate subsidy of higher education was based
on the country’s desire to create highly trainednpmaver that could replace the departing
colonial administrators. The universities were saenthe epicenter of social and economic
development, which the newly independent state wchndesired to have. To achieve its role of

spurring social and economic development, it wasied that generous funding be provided.



The small number of students who accessed uniyadiication further made free provision of
university education possible. In 1964/65 acadeyaar, there were only 651 students enrolled
in the then university college of Nairobi compatedl779 in 1968/69 (Republic of Kenya as

cited in Gravenir et al., 2005).

However, it wasn't long before the government supgor free higher education posed a
challenge to the national budget. This was becdhsedemand for university education
increased over a short period of time and it soecalme a concern for the government and
donors agencies. Unfortunately, the rising demaasd taking place at time when the country’s
economic performance was on a downward trend. flaide it difficult to offer free or highly
subsidized university education. At the same tithes challenge was increasingly being seen
from the point of view that investment in univeyséiducation was not a significant priority due
to what is often seen as low social returns of ldwel of education compared to basic education
(Psacharopoulos and Woodhall, 1985).Consequemtlgcademic year 1973/74 cost sharing

and cost recovery measures were introduced.

Coupled with the dismal performance of the econasogring demand for higher education and
implementation of structural adjustment policiesAPS), the Kenyan government was

compelled to adjust financing and reduce expenglitur higher education. The initial response
to the declining state budget for higher educatwas the introduction of cost sharing in 1988 as

contained in Sessional paper No. 6 of 1988 (RepuflKenya, 1988).

In an attempt to have a proactive institution, whoould address the needs of the vulnerable
against the implementation of the Structural Adpestt Policies (SAP’s) and in order to

minimize the financial demands from the treasunghidr Education Loans Board (HELB) was



created in 1995 under an Act of Parliament (HELB/iBw,2002).It is an autonomous body
charged with the responsibility of collecting loaaseady lent out to Kenyans who benefited
from the scheme since 1974 and disbursing it tadyd€enyan students pursuing higher
education within and outside Kenya, to date HELBoasied to more than 275,000 Kenyans at
a tune of Kshs.28 billion. HELB has more than 96,p@ople who are not servicing their loans,
this translates to Kshs. 10.5 billion the amounnhoh performing loans at the board (HELB

Review, 2010).

While financial institutions have faced difficids over the years for a multitude of reasons, the
major cause of serious banking problems continodsetdirectly related to lax credit standards
for borrowers and counterparties, poor portfoliskrmanagement, or a lack of attention to
changes in economic or other circumstances thatleam to a deterioration in the credit
standing of a bank's counterparties. This expegenthe same even at HELB since it has been
grappling with the issue of defaulters for a loimget because people had a mentality that the

money was a grant from the Government and so waseant to be repaid back.

1.2. Statement of the Problem

Non-Performing Loans are a reflection of problemghie banking and corporate sectors.
Many Financial institutions that collapsed in Kergiace 1986 failed due to non performing
loans, the costs of the collapse of these institstiwere enormous, not only in terms of fiscal

costs (costs to taxpayers) but also losses toritie @conomy (CBK,1999).

The financing of higher education in Kenya has baeig challenge to the Government of

Kenya, through Higher Education Loans Board (HELBereafter referred to as the Board).



There is a growing student population, rising ca$tsducation and an increased dependency by
students on financial assistance due to slow gra#tihe economy and the impact of poverty
levels in the country. This is to be seen againstiiackground of dwindling finances from the

Government, who has been the main financers ofehigtlucation.

The Board has recognized key challenges that itt ppuisinto account in its operations. These
challenges include the need for HELB to mobilizends and become a self-sustaining
organization in the long term; increasing demanddans by Kenyan students, particularly from
private and self-sponsored students; the most itapbone is the need to maximize the loan

recovery of non- performing loans.

Alternative methods of raising funds urgently neéede looked into by the Board. The Board
has to deal with the problem of non-performing Bamich now stands at 42% (HELB database,
Loan portfolio analysis) of the outstanding loavwsays have to be found to get effective means
of reducing the loan repayment default rate. Acowylg, this study seeks to go a step further
and look into the effectiveness of credit managdmeactices by monitoring the trends in non-

performing loans at HELB.

1.3. Objective of the Study

The objective of this study is to assess if cradk management practices at HELB has

improved over time by gauging the trends in norfqrering loans.

1.4. Importance of the Study



The result of this study will be important to theamagement of HELB, the student loan
applicants, the Government and academic researcherhie management of HELB, the study
will shed light on the inherent reasoning of loagfadilt and therefore, they can identify the
factors contributing to the creation of NPLs anduadtheir lending strategy as well. The
management of HELB can have a bird’s eye view wiggrthe results of their decision
previously taken. They also can make prudent juagnre preparing further NPLs alleviating

policies.

Students (HELB loan applicants), will also benéfitm the study as it will give them a better
understanding of the main reasons why the loansendy up being non- performing and the
possible consequences of not servicing the lodms. Will help them prepare in advance on how

to handle the repayment of the loan and unemploymen

To the Government, this study will help in the falation of good legal framework which will
create a good working environment to HELB hencebkni to recover most of its debt on time
to benefit other needy students. This will redudeLB’s overreliance on treasury to fund its

operations and loan disbursement.

To the academic researchers, this study is expectecbntribute to the existing body of
knowledge in the area of risk management and pdatly non banking institutions responses to

challenges of non performing loans.



CHAPTER TWO

2.0 Literature Review

2.1. Introduction

This chapter will explore the various theories tia@ to credit management, studies that have
been conducted in both the developed and developmumtries with regard to how non-
performing loans are influenced by the credit riglactices which are used by financial

institutions and conclusions from the literatureiegy.

2.2 Definition of Terms

2.2.1. Non -Performing L oan

The central bank of Kenya defines NPLs as thosesldhat are not being serviced as per loan
contracts and expose the financial institutionpdtential losses (CBK, 1997). It is important to
note that non-performing loans refer to accountssehprincipal or interest remains unpaid 90

days or more after due date.

2.2.2. Repayment ratio: the individual loan account
First, there are factors that are “built-in” to teeheme, as elements of its design. Lending
conditions in virtually all government-sponsoredais schemes are “softer” than those on
regular commercial loans; this difference represensubsidy received by the student, in the

7



sense that the borrower is not required to pay hlaekfull value of the loan received. These
conditions include below-market interest ratestonlban, periods in which no interest is levied
on outstanding debt (both during study and in grpeeods after study completion) and
repayments not linked to the rate of inflation. Tfgect of these built-in subsidies is amplified
where amortization periods are long. The largetla@se built-in subsidies, the less of the
original loan is the individual borrower requireal repay; the difference between original loan
size and actual required repayment representsitietiy, a“hidden grant” to the student taking
out a loan. Théoans repayment ratimeasures how much of a loan an average borrower is
required to repay: it is defined as the ratio afuieed repayments to the loan size received, both
measured in terms of present values. Tigglen grant ratio(how much of the loan does not

need to be repaid) is equal to 100 percent mineisepayment ratio (Usher, 2005).

2.2.3. Loansrecovery: theoverall perspective
Since the repayment ratio relates to the typicaldweer; it fails to show the extent of recovery to
the loans fund, from the overall viewpoint of tleheme as a whole. Even if student loans were
not subsidized, and the individual student wasireduo repay in full, not all of the sums loaned
would be recouped by the loan authorities. Thergxaésuch a shortfall would be dependent on
the level of administrative efficiency under whittte loans scheme is run. Thus, overall loans
recovery depends not only on the total of all imdliial cash repayments. It takes account also of
administrative costs that are not passed on tosthdent borrowers and of the extent of

repayment default.

Repayment default is broadly defined to includenpagt in arrears and repayment evasion. An



efficiently managed loans scheme will both maintagministrative costs at reasonably low
levels and minimize the extent of repayment defdudans recoverythen, focuses more widely
on the scheme as a whole, rather than on the thdiViborrower. It is concerned with the
guestion of how much of the total outlays of thens scheme (total loans disbursements plus all
other costs including administration) will be reeced through loans repayment. It takes into
account the fixed, built-in design factors as veallthe effects of administrative efficiencies in
running the scheme. Thus, if some borrowers defdutbtal repayment receipts would fall, but
the individual required repayment ratio would remainchanged. Theecovery ratio is
measured by the ratio of total (discounted) repaymto total (discounted) outlays. Clearly, the
recovery ratio is always lower than the repaymatioy because the latter takes no account of the

probability of repayment default and does not idelgeneral administration costs (Usher, 2005).

2.3. Theoretical Framework

2.3.1. Theoriesof Financial I ntermediation

According to Allen and Santomero (1996), traditiotieeories of intermediation are based on
transaction costs and asymmetric information. They designed to account for institutions
which take deposits or issue insurance policiesdrahnel funds to firms. However, in recent
decades there have been significant changes. Ajthduansaction costs and asymmetric

information have declined, intermediation has insgs.

In the traditional Arrow-Debreu model of resourd@tion, firms and households interact
through markets and financial intermediaries play mle. When markets are perfect and

complete, the allocation of resources is Paretigiefit and there is no scope for intermediaries



to improve welfare. Moreover, the Modigliani-Milléneorem applied in this context asserts that
financial structure does not matter: householdscoarstruct portfolios which offset any position

taken by an intermediary and intermediation camcnedte value.

Interestingly, this increase in the breadth andtldep financial markets has been the result of
increased use of these instruments by financigrmmediaries and firms. They have not been
used by households to any significant extent. b, fdne increased size of the financial market
has coincided with a dramatic shift away from dirparticipation by individuals in financial

markets towards participation through various kirafsintermediaries. The importance of

different types of intermediary over this same tiperiod has also undergone a significant
change. The share of assets held by banks andant®icompanies has fallen, while mutual
funds and pension funds have dramatically increasaize. New types of intermediary such as
non-bank financial firms have emerged which do naide money by taking deposits. In short,
traditional intermediaries have declined in impoda even as the sector itself has been

expanding (Allen and Satomero, 1996).

Hence in response to this emerging events two dambirmodern theories of financial
intermediation have emerged namely the informadeymmetry approach and the transaction

costs approach.

2.3.1.1. Information Asymmetry Approach

Financial intermediaries are active because markperfections prevent savers and investors
from trading directly with each other in an optimalay. The most important market

imperfections are the informational asymmetrieswkeen savers and investors. Financial
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intermediaries, banks specifically, fill — as ageanhd as delegated monitors — information gaps
between ultimate savers and investors. This isusecghey have a comparative informational
advantage over ultimate savers and investors. Taggmmetries can be of &x antenature,
generating adverse selection, they can be intgramerating morahazard, and they can be of an
ex postnature, resulting in auditing or costyate verification and enforcement (Scholtens and

Wensveen, 2003).

2.3.1.2. Transaction Costs Approach

In contrast to the first, this approach does nattraalict the assumption of complete markets. It
is based on nonconvexities in transaction techme$odHere, the financial intermediaries act as
coalitions of individual lenders or borrowers whypkit economies of scale or scope in the
transaction technology. In addition to the fixedstsoof market participation there are also
arguably extensive marginal costs of monitoringkats on a day to day basis. Such monitoring
is necessary to see how the expected distribufipayoffs is changing and how portfolios need
to be adjusted. To the extent investors are folhgwdynamic trading strategies to create
synthetic securities they will need to follow theanket on a continuous basis (Allen and
Santomero, 1996). Here, the role of the financrakrmediaries is to transform particular
financial claims into other types of claims. In @thvords, they screen and monitor investors on
behalf of savers. This is their basic function vihjastifies the transaction costs they charge to

the two parties (Scholtens and Wensveen, 2003).

2.3.2. Theories of Risk Management

The literature on why firms manage risk at all sually traced back to 1984. In that year Stulz

11



(1984) first suggested a viable economic reason avhym's managers, who are presumed to be
working on behalf of firm owners, might concernrtiselves with both expected profit and the
distribution of firm returns around their expectalue. He provided a rationale for why firm's
objective functions may be concave so they activednt to avoid risk. His contribution is
widely cited as the starting point of this burgewniliterature. Since that time a number of

alternative theories and explanations have beeameuff

2.3.2.1. Managerial Self Interest
Stulz (1984) argued that firm managers have limabitity to diversify the significant portion of
their personal wealth held in the form of stockha firm and the capitalization of thearnings
from the firm. Therefore, they prefer stability thie firm's earnings to volatilithecause, other
things equal, such stability improves their ownlityti at little or no expense tmther
stakeholders. This argument can be traced badietbtérature on agency (Allen and Santomero,

1996).

2.3.2.2. The Non-Linearity of Taxes
Beyond managerial motives, firm level performancd market value may be directly associated
with volatility for a number of other reasons. Tiirst is the nature of the tax code, which both
historically and internationally is highly non-liae With a non-proportional tax structure,
income smoothing reduces the effective tax rate tnadefore, the tax burden shouldered by the
firm. By reducing the effective long term averagg tate, activities which reduce the volatility

in reported earnings will enhance shareholder vélien and Santomero, 1996).
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2.3.2.3. Financial Distress Costs
Firms may also be concerned about volatility ofnesgs because low realizations lead to
bankruptcy. When bankruptcy is costly the firm wiil to avoid it and so will behave as if it had
a concave objective function. The cost is, perhapste important in regulated industries,
however. In these cases, large losses may be as=bevith license or charter withdrawal and
the loss of a monopoly position. This has led stonargue that this rationale offers significant
insight into why banks themselves may choose I®sk strategies, for example, (Santomero,
1989).

2.3.2.4. Capital Market Imperfections
The volatility of profitability causes the firm teeek external finance to exploit investment
opportunities when profits are low. The cost offsegternal finance is higher than the internal
funds due to the market's higher cost structurecast®d with the factors mentioned above. This,
in turn, reduces optimal investment in low protates. The cost of volatility in such a model is
the foregone investment in each period that then fis forced to seek external funds.
Recognizing this outcome, the firm embarks uporatiddly reducing strategies, which have the
effect of reducing the variability of earnings. Kenrisk management is optimal in that it allows

the firm to obtain the highest expected shareholdkre (Allen and Santomero, 1996).

2.4. Moddsfor Granting Credit
There are two main models for granting credit ngmel

Grameen Bank Model: This model is based on usafofrhal community delivery systems to
administer credit and savings; Micro Finance Instins organize clients into groups for

purposes of attaining economies of scale from stralesactions and instituting small group

13



guarantee mechanism. In this model credit appradadsed on character assessment rather than
viability of projects to be financed and collateeld the focus is on financing very small

business and the poor (Khandker et al, 1995).

There are two approaches of giving credit in Kenlya integrative approach and the minimalist
approach. Under the minimalist approach, only ¢redprovided to borrowers who formally

apply for the loan and they are granted what thppfied for. This model is based on believe that
the provision of credit is necessary to achievecesg. On the other hand, the integrative
approach also provides training and relative tezdirassistance in matters relating to financial

management in addition to the credit provided (lezdgod, 1999).

2.5. Credit Rationing Criteria

This normally takes two forms, firstly, the lendemay refuse to grant the loans even though
borrowers are willing to pay a higher interest ratel secondly, lenders may grant the loans but
restrict the size of the loans to a lesser amaduam twhat the borrowers applied for (Mishkin,

1997).HELB does all the two forms of credit ratiogu

There are two schools of thoughts that guide thddeon how much to give the applicants.

One school of thought argues that applicants knest Wwhat they want to invest in and thus they
should be given what they applied for (Reinke, 3004 Cameroon and Togo, for instance,
consumer and investment credit is provided ancetleeno constraint as to how the loans will be

used (Gurgand et al., 1994).

The other argument contends that credit should beemavailable according to repayment

14



capability based on some factors such as saviroyéty&o pay, character assessment, target
group sought by the lenders. Gurgand et al., (1884¢rve that some lenders were specifically
giving credit to pre- determined target group. Thasget groups or individuals such as poor
people who suffer from lack of capital or even wonapplicants. Other factors that Reinke
(2001) observes that ethnicity, nationality, fastaf social disadvantage such as physical
disability, location and objectives of the credistitution. A study done by Rukwaro (2001)
reveals that ability to repay the loan and capigbiiere amongst the other factors considered
significant in determining the amount of loan to granted to an individual by micro finance
institutions. In the case of HELB, for undergradudbans, ability to pay is normally not
considered at the time of application since theerss is what is considered instead. Incase the
of post-graduate loans HELB does consider the eqpis ability and capability to pay since one
has to prove that he is in formal employment aredeémployer must commit to deduct a given

amount from the applicants salary before the |saeleased.

2.6. Paliciesto Mitigatethe Credit Risks

L arge exposures. Financial institutions regulators have traditiopglhid close attention to risk
concentration by financial institutions. A regulldsoobjective in credit risk management is to
prevent financial institutions from relying excassy on a large borrower or group of borrowers
but not to dictate to whom financial institutionsaynor may not lend. Modern prudential
regulations usually stipulate that a financial ilgion should not make investments, grant large
loans, or extend other credit facilities to anyiundlal entity or related group of entities in
excess of an amount that represents a prescrilvedrpage of financial institution’s capital and
reserves. Greene and Serb{@883) with their law of large numbers said thatles number of

15



events increase, the variation in the proportionacfual outcomes (risks) tends to decrease
constantly and approaches zero implying that wieeref people apply for credit, the credit risk
is high and gradually decreases as more applicastgranted credit. Most countries impose a
single customer exposure limit between 10-25% gfitahfunds, (Greuning and Bratanovic,

1999).

Related party lending: Lending to connected parties is particularly daongsrform of credit
risk exposure. Related parties typically include financial institution’s parent, major
shareholders, subsidiaries, affiliate companiegctlirs, executive officers and any other person
in position of influencing the credit decision. $hielationship results to the ability to exert
control over or influence a credit lending instibus policies and decision making especially
concerning credit decisions. Kabiru (2002) obserteagt financial institution’s ability to
systematically identify and track extensions ofddréo insiders is crucial. Limits should be

established for aggregate lending to related artie

Over exposure to a particular area or group of applicants: Another dimension of risk

concentration is the exposure of a financial in§tih to a single group of applicants. This makes
the credit lending institution vulnerable to a weags in a particular group of applicants and
poses a risk that it will suffer from simultaneoiaslures among several clients for similar
reasons. It is often difficult to assess the exposi financial institutions to various sectors of
the economy as most financial institutions repgrtaystems do not produce such information,

(Hempel et al, 1994).
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2.7. Loan Classification

This is the key credit risk management tool. laiprocess whereby an asset is assigned a credit
risk grade, which is determined by the likelihobehttthe debt obligation will be serviced and
debt liquidated according to contract terms (Kabif®02). The mostly recognized debt
classification/classes/grades are five categoraasety; Standard or Pass, Watch, Substandard,

Doubtful and Loss (Greuning and Bratanovic, 1999 @BK, 2002).

Standard or Pass Grade; Includes loans which debt service capacity issatered to be beyond

any doubt or those loans that are fully secureddsh or cash substitutes.

Watch Grade; Loans with potential weaknesses that may, ifar@cked or corrected, weaken
the loan as whole or potentially jeopardize therdwer's repayment capacity. For instance,
credit given through inadequate loan agreementofiateral secured when loan is granted or

loans granted to borrowers operating under adveageomic conditions.

Sub-standard Grade; These are loan categories that exist when wéihee credit weaknesses
that jeopardize debt service capacity and whenatgeted sources of repayment are insufficient.

This category includes non-performing loans thatgast 90 days overdue.

Doubtful Class; This is a loan category that resembles sub-staridars but their recovery in

full is questionable based on the analysis of egoadacts. This includes non-performing loans

that are past 180 days.
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Loss Class; This class includes those loans that are considenedllectible. However, this
category does not mean that the loans have ablolote recovery or salvage value but

recognizing them is of great importance to con@atrecovery efforts.

2.8. Loan LossProvisioning Palicy

Loan classification provides a basis for deterngram adequate level of provisions for possible
loan losses. Policies on loan-loss provisioninggeafrom mandated to discretionary depending
on banking system. In many countries, particuldigse with fragile economies, regulators
have established mandatory levels of provisions #na related to asset classification, (Basel
Committee, 1999). They should also consider thatiogiships between credit risk and other
risks. The goal of credit risk management is to imé&e a financial institution’s risk-adjusted

rate of return by maintaining credit risk exposwithin acceptable parameters.

2.9. Review of Empirical Studiesin Related Areas

The issue of non performing loans has recently lgaesn prominence by the banking industry,
HELB as a financial institution can not be left behin the issue since it is facing the same
problems of non performing loans. Documentationrégards to non performing loan in
institutions concentrating with lending of educatibloans are scarce, most of the literature is

mainly in relation to the banking sector.

In the banking literature, the problem of NPLs hasn revisited in several theoretical and
empirical studies. A synoptic review of the litena brings to the fore insights into the
determinants of NPL across countries. A consideted is that banks’ lending policy could

have crucial influence on non-performing loans (Re@004).
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According to an IMF report (1994) in Uganda the moyis banking industry was described as
extremely weak, with huge non-performing loans aodhe banks teetering on the verge of
collapse. The report notes that reeling from yedrgconomic mismanagement and political
interference, Uganda's banking industry posted hogges in the early 1990s. To help address
credit risk management in Ugandan banks, the govent introduced a statute that deals with
several issues such as insider lending, followhgdcandal in which billions of shillings were
lent without sufficient collateral to Greenland Baoy one of the then newly privatized Uganda

Commercial Bank Ltd. The statute further seeksthuce owner concentration.

According to a study by Brownbridge (1998host of the bank failures were caused by non-
performing loans. Arrears affecting more than tia# loan portfolios were typical of the failed
banks. Many of the bad debts were attributable twainhazard: the adverse incentives on bank
owners to adopt imprudent lending strategies, irtiqdar insider lending and lending at high
interest rates to borrowers in the most risky segmef the credit markets. According to
Brownbridge (1998), the single biggest contributothe bad loans of many of the failed local
banks was insider lending. In at least half of i@k failures, insider loans accounted for a

substantial proportion of the bad debts.

Fuentes and Maquieira (1998) undertook an in-degpthlysis of loan losses due to the
composition of lending by type of contract, volumielending, and cost of credit and default
rates in the Chilean credit market. Their empirigahlysis examined different variables which

may affect loan repayment: (a) limitations on tleeess to credit; (b) macroeconomic stability;
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(c) collection technology; (d) bankruptcy code;itgbrmation sharing; (f) the judicial

system; (g) prescreening techniques; and (h) nthj@anges in financial market regulation. They
concluded that a satisfactory performance of thée@h credit market, in terms of loan
repayments hinges on a good information sharinggsysan advanced collection technology,

macroeconomic performance and major changes ifittiecial market regulation.

Lis, et al.,(2000) used a simultaneous equation model in wtiielg explained bank loan losses
in Spain using a host of indicators, which includ&dP growth rate, debt-equity ratios of firms,
regulation regime, loan growth, bank branch grow#tes, bank size (assets over total
size),collateral loans, net interest margin, chpisset ratio (CAR) and market power of default
companies. They found that GDP growth (contemparasieas well as one period lag term),
bank size, and CAR, had negative effect while Igeowth, collateral, net-interest margin, debt
equity, market power, regulation regime and lagdegendent variable had positive effect

on problem loans. The effect of branch growth caaldy with different lags.

Nishimuraet al., (2001) state that one of the underlying causesap&d's prolonged economic

stagnation is the non-performing or bad loan probl€hey explain that some of the loans made
to companies and industries by financial institasioduring the bubble era became non-
performing when the bubble burst. This delayedcstmal reforms and prevented the financial

intermediary system from functioning properly.

Bloem et al., (2001) suggested that a more or less predictalbkd & non-performing loans,

though it may vary slightly from year to year, aused by an inevitable number of ‘wrong
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economic decisions’ by individuals and plain backl{inclement weather, unexpected price
changes for certain producttc). Under such circumstances, the holders of loansngake an
allowance for a normal share of non-performanaaeénform of bad loan provisions, or they may
spread the risk by taking out insurance. Enterpnisay well be able to pass a large portion of
these costs to customers in the form of higheregri€or instance, the interest margin applied by
financial institutions will include a premium fdne risk of nonperformance on granted loans.
Altman, et al., (2001) analyzed corporate bond recovery rate addut bond default rate,
macroeconomic variables such as GDP and growthaateunt of bonds outstanding, amount of
default, return on default bonds, and stock retiirmvas suggested that default rate, amount of
bonds, default bonds, and economic recession hgatiae effect, while the GDP growth rate,

and stock return had positive effect on corporatevery rate.

In another study of Chile, Fuentes and Maquie2f¥08) analyzed the effect of legal reforms and
institutional changes on credit market developnagt the low level of unpaid debt in the
Chilean banking sector. Using time series dataeanly basis (1960-1997), they concluded that
both information sharing and deep financial matketralization were positively related to the
credit market development. They also reporteddegpendence of unpaid loans with respect to

the business cycle compared to interest rate ofthlean economy.

Mohan (2003) conceptualized ‘lazy banking’ whilatically reflecting on banks’ investment
portfolio and lending policy. In his study of instiional finance structure and implications for
industrial growth, Mohan (2004) emphasized on laying terms of credit, such as maturity

and interest-terms of loans to corporate sectoe. [dian viewpoint alluding to the concepts of
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‘credit culture’ owing to Reddy (2004) and ‘lazyrkéng’ owing to Mohan (2003) has an
international perspective since several studigbenbanking literature agree that banks’ lending

policy is a major driver of non-performing loans¢@®loven, 1993, ).

Jimenez and Saurina (2003) used logit model folyamay the determinants of the probability

of default of bank loans in terms of variables sastcollateral, type of lender and bank borrower
relationship while controlling for the other expédary variables such as size of loan, size of
borrower, maturity structure of loans and curreaggnposition of loans. Their empirical

results suggested that collateralized loans hadjtzeh probability of default, loans granted by
savings banks were riskier and a close bank-bomeelationship had a positive effect on the
willingness to take more risk. At the same timee2f bank loan had a negative effect on default
while maturity term of loang,e., short-term loans of less than 1-year maturity hataificant

positive effect on default.

Reddy (2004) critically examined various issuegaeing to terms of credit of Indian banks. In
this context, it was viewed that the element of powas no bearing on the illegal activity. A
default is not entirely an irrational decision. Rat a defaulter takes into account probabilistic

assessment of various costs and benefits of hisidec

In Ghana, eligible students are granted a loarr #fiey have entered into agreement with the
Social Security and National Insurance Trust (SgNNhich administers student loans. A
recipient of the loan is registered by the SSNI@ given a provisional social security number

and membership certificate. On completion of stsidibe provisional social security number
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becomes the graduate’s permanent social secunitypau(Ziderman and Albrecht, 1995).

The student loan program collects payments thrahglsocial security system. Graduates repay
their loans through their standard social secutégiuctions which go to their education budget
rather than to their own benefit account. Studdrgsefore, repay their loan through an increased
social security tax rate rather than by differirmptributions to their own retirement accounts
until that loan are repaid. Each borrowing studentsst have three guarantors who are wage
earners and thus traceable by the government. At of this effective guarantee system

Ziderman and Albrecht (1995) find that default saéee negligible.

There are two national students’ loans schemesinaC both formally established in 1999, one
is subsidized by government, the second operatesoommercial lines (Shen, H and Li, W.
2003). The Government Subsidized Student Loansr8e{@€SSLS) is the main loans scheme in
China. It is aimed at poor students enrolled fuiet in regular public universities. Loan capital
is provided by four state-owned commercial banksil®/educational institutions initially
process loan applications, the commercial banksesgonsible both for selection, lending out of
loans and collection of due repayments; they alsar bmost of the default risk. The banks
receive the commercial rate of interest on loaa#f, &f which is paid by government. While the
commercial banks put up the loan capital, the tio@h volume is constrained by the system of
institutional ‘quotas’, based on the total amouhtnterest support available from government
and by the willingness of commercial banks to pdevioans. There are no formal guarantors on
loans; students own personal credit acts by waygusHrantee, with no consideration of an

applicant’s credit history. Repayment is dueur years after graduation (Shen, H. 2004).
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Unlike the government-subsidized scheme, the Geér@anmercial Student Loans Scheme
(GCSLS) operated by commercial banks (and ruratlicreo-operative unions) is open to
students in private as well as public universitiaed regardless of socio-economic status.
Interest on loans is charged at the commercial etarte, without government subsidy.
Repayment periods differ, because the various qyaating banks have their individual loan
regulations. Shen H. (2004) observes that sincaslaare guaranteed through the assets of
parents/guardians, the risk of default is minimjZaat on the downside the scheme is limited in

practice to students from middle and upper classliies with the required assets for collateral.

Due to the nature of their business, commerciakbaxpose themselves to the risks of default
from borrowers. Prudent credit risk assessmentcagation of adequate provisions for bad and
doubtful debts can cushion the banks risk. Howewden the level of non- performing loans
(NPLs) is very high, the provisions are not adeguabtection. According to the CBK (July,
1999) the level of NPLs in 1998 was estimated a. 80 billion or 30% of advances, up from
27% in1997 as compared to 81.3 billion or 33.4%otdl loans in November 2001. This can be
compared with levels of NPLs in other countriescéwing to Shirazi (2002), the NPL ratio
among Taiwanese banks was estimated at 7.7 pdrgehe end of 2001, while the ratio among
grassroots financial institutions was 16.37 percknthe Philippines non-performing loans ratio
as at July 15, 2001 stood at 16.81 percent ofdted toan portfolio, up from 16.76 percent a
month before, Comparing, the ratio of non perfoigrimans in Kenya of 33% to similar African

economies as at the end of 2000, the ratio is nawér in Zimbabwe (24%), Nigeria (11%) and
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South Africa (3%) (CBK 2001).

Kenya has experienced banking problems since 1@B6imating in major bank failures (37 failed
banks as at 1998) following the crises of; 198®89 1993/1994 and 1998 (Kithinji and Waweru,
2007). The crises were mainly attributed to NPLgudl, 2001). For example, Daima bank,
according to Ngugi (2001) was placed under stayuttanagement for failing to meet the minimum

core capitalization threshold - among as well as poanagement of loan portfolios.

Bett (1992), while looking at financial performancé the banking sector observed that loan
portfolios deteriorate as banks keep lending tar tii@jor big borrower because of fear that if
they fail, the bank will equally follow suit. Hesal observed that failed banks were lending at

high interest rates to mainly speculators and higihoperators who were unable to repay.

Matu (2001), looked at the applicability of finaakirisis predictive model to bank failure in
Kenya and observed that the high levels of nonoperihg loans put pressure on banks to retain

high lending rates in an attempt to minimize thesés associated with these loans

According to Mucheke (2001), the key causes of periorming loans in the banking industry
are bad lending practices, incompetence on the @athe bank risk managers, political

interference in the management of state contrdlbatks and economic declines
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Obiero (2002), found that the 39 banks which faitesling the period 1984 and 2002, 37.8%
collapsed mainly due to quality of lending. Thoughbst banks pride in clear and sound lending
policies, the reality is that they have been qretekless in their lending activities. Coupled with
this the is the immense pressure particularly omegament controlled banks to lend to
politically connected individuals and institutiomegardless of the credit standing (market

intelligence.

According to Omuodo (2003), as pressure mounts hen danking industry’s profitability

resulting from over reliance on interest incomeblyks, it is strategically imperative that banks
focus on other revenue streams. National Indusiniatlit Bank, NIC, introduced new products
to diversify revenue and to keep its head abovewdter. Omoudo adds that part of NIC Bank’s
strategy has been to diversify revenues, by expgnithe scope of its activities in addition to its
predominant asset finance focus and offering memeal commercial banking facilities and
other products. Premium financing and provision caktodial services have reduced over

reliance on interest income hence.

Lalampaa (2006),in his study entitled “Responsehimher education loans board to the
environmental challenges of financing higher edocain Kenya”, noted that the environment
within which the Higher Education Loans board opesapresents great challenges and the

situation has not been made better by the low hgdiiom the exchequer, high level of non
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performing loans, rapid growth of universities irenyan system hence increased number of
possible beneficiaries, the ravaging HIV/Aids pande migration of loanees,falsification of

particulars by loan applicants so as to receivieaimlounts, and the high unemployment levels in
the country where students lucky enough to getizeusity degree have no guarantee of finding

employment.

The study concluded that the board had variousesfies in response to the challenges which
includes partnering up with various stakeholdergribance it loan recovery to boost its funds
for further loaning e.g. Kenya revenue authoritgd &tational Social Security Fund,establishmet
of electronic fund transfers, setting up of disasteovery site to ensure that it does not lose any
data of its loan beneficiaries, and the board ha#\et that would see those who give false

information being liable to prosecution when fowamdl their loans cancelled.

2.10. Conclusion

From the review of past studies above, it is cthat the issue of non performing loans poses a
great challenge within the banking and non bankiactor. The major factors which have been
highlighted as the major contributors of non perfimg loans includes high interest charged to
borrowers, poor quality of lending, political interence especially within the state owned
institutions, incompetence on the part of the bask managers angoor management of loan
portfolios among others. This therefore calls for a studyntestigate, the credit risk practices
and non performing loans at HELB as compared t@rofmancial institutions (banks), and

effectiveness and efficiency of the Kenyan studiean scheme recovery mechanisms.
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CHAPTER THREE

3.0RESEARCH METHODOLOGY

3.1. Introduction

This section highlights the type of research desigit were used in the study, the population
and sample size, sampling procedure, the datactiole procedure and data analysis and

presentation.

3.2. Research Design

The study used empirical cross-sectional desigmhiich data was gathered just once in a single
point in time over a period of time between 199% @009 in order to answer the research
guestion.The empirical study was conducted using data frdéhBito establish the pattern and
effectiveness of credit management practices atBHiEk-a-vis trends in non-performing loans

at HELB.
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3.3. ThePopulation and Sample

The population and sample was drawn from the Hi@luercation Loans Board (HELB) because
this is a case study of the organization. Emphasis on the credit management system in the
period before the year 2004 when HELB had not apexl DBMS and the period after the

adoption of the same.

3.4. Data Collection

Secondary data on the core credit management $actonely credit limit, screening, credit risk
measurement, client database management and loaverg ratios was sourced from HELB
from 1995 to 2009. Regression analysis was therudmr to assess which of the credit
management factors have had the greatest impanbperforming loan reduction using the

loan recovery as a proxy for non-performing loans.

35 DataAnalysis

On collection of the secondary data from HELB aalgsis of regression analysis in the manner
stated below was undertaken using SPSS statigtmeckage to determine whether there is
significant variation between trends in non-perforgnioans (1 — Loan Recovery Ratio) and key

credit management variables.

(1 — Loan Recovery Ratig)fs, + 1 CLL + >, SCR +43 CRM + 5, DBM + ¢

The variables constituting the index are definetbisws:
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CLL — The maximum credit limit level (CLL) for eagtear

SCR —is a dummy variable that is 1 in the yearsrety HELB had an established
student screening process and 0 in the years¢hening mechanisms had not been

established.

CRM —is a dummy variable that is 1 in the yearemby HELB had an established
credit risk measurement (CRM) system and O inydaes that risk measurements had not

been established.

DBM —is a dummy variable that is 1 in the yearseveby HELB had an established
database management system (DBM) system anche yetars where such a system had

not been put in place.

The coefficientsss, f2, f3 andf, were used to test the significance of the relatigm between
the loan recovery ratio variable, which is a prday non-performing loans, for each of the

independent variables stated in the regression imode
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CHAPTER FOUR

4.0 DATA ANALYSISAND FINDINGS

4.1 Descriptive Statistics

Table 1: Studentsloan awards-All universities

Financial 1999/ 2000/ 2001/ 2002/ 2003/ 2004/ 2005/ 2006/ 2007/ 2008/
year 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
No.

31844 32039 31548 34776 38864 40113 39951 40065 42566 68498
Awarded
% Change 0.61% -1.53% 10.23% 11.76% 3.21% -0.40% 0.28% 6.24% 60.92%

Loan awards have been very unstable from the fiahgear 1999/2000 to 2001/2002 this was
due to the fact that allocations from the treasueye on a downwards trend and hence HELB
had to revise its allocation criteria to measuremigh the available funds and still remain to be

fair. The allocation from the treasury increaseahfrthe period 2001/2002 to 2003/2004 hence
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HELB was able to lend to more students. From 20WB32to 2008/2009 there was a steady
increase in loan awards but 2008/2009 witnesseldagpsincrease in awards due to fact that

module Il students were co-opted.

Table 2: Analysis of loan Recoveries, Disbursement and Non- performing loans

Total Disbursements Total Recoveries Total Loans Serviced Loans not Serviced

CAGR STDEV CAGR STDEV CAGR STDEV CAGR STDEV

1975-79 58.09% 91.49% 62.14% 100.13% 110.91% 282.53% 53.20% 82.67%
1980-84 9.79% 163.40% 14.70% 164.98% 38.27% 167.54% 2.00% 159.69%
1985-89 17.77% 22.31% 18.20% 21.02% 19.31% 18.20% 16.77% 25.50%
1990-94 12.15% 68.18% 11.98% 70.40% 11.62% 76.88% 12.57% 64.26%
1995-99 0.65% 44.89% 0.17% 41.47% -0.76% 35.10% 2.15% 55.76%
2000-04 3.51% 34.59% 0.39% 33.65% -7.38% 32.20% 11.02% 37.47%
2005-09 14.39% 20.21% 13.91% 14.28% 11.94% 118.08% 15.19% 32.77%

CAGR - 5-year Compounded Annual Growth Rate

STDEV - 5-year Standard Deviation in the GrowtheRat

The first ten years of education loan activity 884 withessed momentous growth and by

extension higher standard deviation was witnessédtlis period. This maybe largely attributed
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to increased loan uptake in this period in linewgtudent population growth. The next ten years
to 1994 witnessed normalized growth in loan agtidhd on the inception of HELB in 1995,
growth in loan activity slackened somewhat to smdjgits and even negative growth in the case
of loan servicing in the 1995 — 2004 period. Howevlkee 2005 — 2009 periods has witnessed
increased loan activity with disbursements, redegeand loan servicing, all improving to
double digits. This increased loan activity in tpsriod is likely to have been boosted by the
increase in private universities whose students ase eligible for HELB loans and the
accommodation of module 1l students into the logrmprogramme. The period also so a marked
increase in the number of students awarded loaals umiversities.

Table 3: Analysis after Database Management System was I ntroduced

% of total loan % of non-matured % of performing % of dormant loan

amount cleared amount loan amount amount

2003/2004 0.96% 15.12% 30.46% 53.46%
2004/2005 1.65% 19.17% 32.24% 46.93%
2005/2006 2.54% 19.64% 32.95% 44.87%
2006/2007 5.23% 22.23% 31.90% 40.65%
2007/2008 6.98% 21.38% 34.82% 36.82%
2008/2009 7.90% 20.71% 35.86% 35.52%
2009/2010 9.52% 24.49% 35.99% 30.00%
Mean 4.97% 20.39% 33.46% 41.18%
Standard Deviation 3.33% 2.92% 2.13% 7.89%

Since the inception of the database managemenensyst 2003, there had been a gradual
improvement in loan clearance from 0.96% in the 3200 financial year to 9.52% in the
2009/2010 financial year. Similarly, the non-maturamount had witnessed a gradual
improvement largely due to increased student lepdith the total loan value having risen
from Kshs 14.16 billion in 2003/04 period to Ksh&2in 2009/10 period. The performing loan

amount also posted a steady rise over the severpgead to 35.99% in the 2009/10 financial
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year.

On the other hand, although the dormant loan patfas recorded considerable improvement
over the seven year period, it continues to caristié sizeable chunk of the total loan portfolio
with a seven year mean of 41.18%. Hence on aveoagea seven year period 41.18% of the
loans were not being serviced thereby severelyicgay the ability of HELB to lend students.
However, the declining trend in dormant loans dredrelatively large standard deviation of
7.89% in the same period are indicative that HEBB major sizeable headway in reducing its

bad debt exposure and as a result its lendingeffiy is on the mend.

4.2 Time Series Analysis

Figure4.2.1: Total L oan Disbursed Between 1975-2008
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Loan disbursement has been on the increase sire ¥ university loan scheme then was
being managed by the Ministry of Education. Loaeserbeing awarded based on the course one
was taking i.e. science based courses had highss lihan arts based courses. There has been a
steady increase in the amounts disbursed from 1®#&arly 1980’s, the period 1982 to 1983
there was a decline in the same and this can mdperlattributed to the aborted coup of 1982
where many university students were expelled ameewsities were closed for a while hence less
money was actually disbursed. From Mid 1980’s te BO’'s there was a steady increase in the
disbursement of loans occasioned by an increaskeimumber of public universities and the
number of students joining them. The years 1982980 experienced a sharp increase in the

disbursements and this can be attributed to thdvldomtake of students by the universities
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which was necessitated by the change in the eduncayistem in Kenya. The situation stabilized
in the early 90's,HELB came into being in 1995 &mdthe first 3 years i.e. 1995,1996 and 1997
HELB was actually concentrating on setting struesunence most of the loan applicants were

being awarded full loans hence the sharp incraateei disbursements.

A new lending criteria was put in place in 199&i dhis showed a very sharp decrease in the
figures disbursed since awards per students declbased on how needy the person was.
Disbursements were stable from the year 2000 t@ 2@dten HELB now introduced a database
management system, coupled with the increase imtneber of both universities which now
included private, ever increasing number of applisand low funding from the Government,
HELB revised its lending criteria again which fuethreduced the amount disbursed in
2004.From the year 2005 to date a number of battigoand private universities have increased
tremendously so is the number of loan applicantstae co-opting of the module Il students has

led into the amount being disbursed by HELB to beeithe increase since then.

Figure4.2.2: Total L oan Recover ed Between 1975-2008
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Loan recovery from 1975 to 1982 was increasingdstgauntil it was affected by the coup
attempt as shown in the graph. From mid 1980’sartyel 990’s the economy was fairly able to
absorb most of the graduates hence boosting tlewerc of loans since most of the graduates
were employed by the government or government agenerom around 1993 to 1994 there was
a lax by the ministry officials who were in chargé recovery since they knew that the

department was being transferred to another setonamous body later to be called HELB.

During the transition to HELB the recoveries foe thear 1995 went down since HELB was
required to start from scratch. The period 19986ady 2000, HELB was highly under staffed, it
was still working on putting the records inheritedm the ministry in order, and Technology

was a big challenge since everything was being wctied manually, so basically its recoveries
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heavily relied on volunteers hence the unstabledse The year 2004 saw the introduction of
database management system and data sharing watlegst partners like Kenya Revenue
authority, national social security fund and evatianal hospital insurance fund to track loanees

and positive publicities which helped in the anmaabveries being experienced to date.

Figure 4.2.3: Non-Perfor ming L oans Between 1975-2008
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Non-performing loans have been on the general aseresince 1975.Between 1975 and late
1980’s there was almost an equal yearly increnrettie non-performing loans. The figure went
up in the early 1990’s before HELB came into bemagically because of the effect of the double

intake of the late 1980’s and the general poorgoerdnce of the economy since it could not
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absorb all the graduates at that particular timmemF1995 when HELB was created, it brought
some changes with it in that students were requioedpply for loans and the same could be
awarded based on the need status of the studedtsh@nbased on the course one was
undertaking. The maximum figure one could get thes kshs. 42,000. The non-performing
loans increased sharply in the first year of opanabf HELB since structures were still being
put into place. From 1998 to date the figure hasnben an upward trend partly due to the
increase in the maximum credit limit from kshs.Of®) to kshs. 55,000 and the current kshs. 60,
000, increase in the number of beneficiaries aedgdgmeral high level of unemployment in the

country has highly effected contributed to the emereasing non-performing loans at HELB.

Figure 4.2.4: Performing L oans Between 1975-2008
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There has been a gradual increase in the perforloargs from 1975 to late 1980’s, this can be

attributed to the low number of students who weteialy graduating at this period and the fact
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that the economy was able to absorb most of thestugtes and in particular the public sector
making it easy for the ministry to recovery the mprirom the past loanees.The effects of the
double intake in late 1980’s was felt in early 189%@hen the performing loan figures sharply
reduced and went to its lowest in the year 1995rviHELB came into being. Performing loans
improved after HELB was created to around 1998 taed the figures went down partly due to
the general increase in the unemployment ratesgase in number of loan beneficiaries due to
increase in the number of universities. From thar @000 to date performing loans have been
fluctuating up and down due the fact that the maxmeredit limit was revised upward, number
of universities increased so is the number of sitgjéhe economy has been unable to absorb all

the graduates hence many are unable to repayidhes and when they become due.

Figure 4.2.5: Non- Performing L oans As a Per centage of Total L oans Between 1975-2008

NON PERFORMING %o

45.00—

40.00—

35.00™

30.00—

non parformance parcantage

25.00—

1980 1990 2000

YEAR

Non-performing loans as a percentage of total Ideve been on the decline since 1975 to mid
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1990's.This can majorly be attributed to the féett the economy was able to absorb most of
the graduates into employment hence they weretaliepay their loans on time. From 1995 to
around 1999 the figure was on an upward trend dulee change of system and an increment in
the maximum loan amount and the general increaeeinumber of students in the universities.
After 1999 the figure has been on the rise bec&#iEseB adjusted its maximum loan amount
twice from Kshs. 42,000 to first Kshs. 55,000 tishs. 60, 000, another reason for the increase
in the figure is the fact that the number of apgiis increase due to the fact that private

universities and module Il students were also de@mto the lending system.

Figure 4.2.6: Performing L oans As a Per centage of Total L oans Between 1975-2008
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Performing loans on the other hand has been oimtnease from 1975 to early 1990’s, again
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this is attributed to the fact that the economy whke to absorb most of the graduates hence
recovery was easy since most of the graduates jamneg public service. Performing loans
figure went down drastically in the year when HEt&me into being and this is because by then
there was a transition from Ministry of educatiorHELB hence a lot of energy was being used
to set up structures of the new organization. Theas a better improvement in the performing
loans after HELB came into being but the figuretestagoing down due to poor economic
conditions, large number of students joining publigiversities, the inclusion of private
universities students in accessing the loan fgcaibd the eventual co-option of module I

students in the same.

4.2.7. Prediction of L oan Disbursement, L oan Recoveries and Non-Performing L oans

Loan disbursement in the next five years to 2018 facused to increase by 54% to around
Kshs.5.2 billion (Appendix VII), this can clearlelattributed to the ever increasing number of
students joining both public and private univeestiFor example number of students who are
expected to join public universities beginning amadt year 2011/2012 has increased from
12,000 to 24,000 and majority of them will be ralyifor funds from HELB.As the demand for
university education keeps increasing, there wallébgeneral expectation that the number of
universities both private and public will increase as to help meet the demand and thus will

force HELB to disburse more in line with the preadafigures.

Recoveries on the other hand are projected toaserby around 36% to Kshs. 2.4 billion in the
next five years to 2013 (Appendix 1V). Since onetleg core mandate of HELB from inception

was to set up a revolving fund, with the curreenhtts then this is still far from being achieved.
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HELB is expected to work on improving its credgkimanagement system, come up with better
loanee tracker mechanism so as to improve ondts/egies, improve on its record management
among other measures so as to ensure that itsemeesvare highly increased since with the
current constitution we expect to have a lot of petition for funds from treasury from various
government organs of which HELB is not sure ofiggtpriority over others. The only way out
is for it to be efficient and ensure timely recagsrof its loans so that the money can be lent out

to other needy students.

Non-performing loans are predicted to increase 4 To Kshs.2.8 billion by 2013 (Appendix
VI).This will impact negatively on the cash flow$ IHELB since lots of its cash will be tied in
the non-performing loans. The major reason for kingh increase is due to the large number of
the beneficiaries expected as a result of high denra university education, which will in turn
produce so many graduates. The high number of gtaguwvill result into high level of non-
performing loans if they are not absorbed in thenemy. HELB as an organization need to
develop strategies which will help minimize theerat non-performing loans for example having

guarantors for all loans.

4.4 Regression Analysis

Coefficients t Stat
Intercept -0.253058789  -1.223294586
PeLL 0.000012176  2.478644759
Pscr 0.012677429  0.595992066
Scrv -0.096281793  -1.163040715
SoBm 0.046942097 1.39573114
Adjusted R 0.896955983

*Significance at the 5% Confidence Level
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The regression analysis indicates that all the feamables CLL, SCR, CRM and DBM

contributed significantly to the variations in nparforming loans. However, the credit risk
management recorded a negative correlation withpasforming loans implying that effective

credit risk measurements (CRM) have served to eduan-performing loans and thereby
improve on loan recovery. On the other hand, tiselte also indicate that with regard to credit
limit levels (CLL), the gradual increase in crelimit levels from Kshs 42,000 in 1995 to Kshs
60,000 in 2007 has significantly and positively tifruted to the level of non-performing loans.
Likewise, the screening (SCR) and Database ManageBystems have also significantly and

positively contributed to the non-performing loanéls.

The adjusted Rof 0.897 also indicates that there is a strongti@iship between the trend in
non-performing loans and the four credit risk mamgnt tools, hence the tools can be

considered to be important in dealing with non-periing loans.

4.5 Summary of Findings

The study found that the dormant (non-performirggnl amount has been on a gradual decline
constituting 30% of total loan amount in 2009 conepato 53% in 2003. With regard to
regression analysis the credit risk measurementersyswas the only system whose
implementation was found to contribute significgritd the reduction of non-performing loans at

HELB.
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4.6 Implications of Findings

The findings indicate a trend of general declinenon-performing loans and a significant
contribution of the credit risk measurement systenthe decline in non-performing loans.
Consequently, the decline in non-performing loaren cbe attributed mainly to the
implementation of an effective credit risk measueaimsystem by HELB. However, the
implementation of the other credit management toalsely, credit limit levels, screening and
database management systems have served to ctntitbthe relatively high non-performing
loan levels and as such their implementation hasefiectively contributed to the reduction of

non-performing loans.

45



CHAPTER FIVE

5.0 CONCLUSIONSAND RECOMMENDATIONS

5.1 Conclusions

The study indicated that disbursements have bee¢heoimcrease since HELB came into being in
1995 to date this has been attributed to the iser@a the number of both public and private
universities as a result of high demand of urmNgreducation. The future outlook also

indicates that the figures will continue increasimghe next five years.

The recovery figures have also been on the incriemegh not at the same rate as disbursement
and this shows that HELB is still far from meetitggkey objective of creating a revolving fund.
It actually imply that HELB will still be relying 4ot for funds from the treasury unless better

ways of dealing with default are put in place.

Non-performing loans as a percentage of total |dange actually been on the decline since
1975.The figure started increasing from around 1808 to the fact that HELB increased its
maximum loan amount and also widen its lending b@asénclude private universities and
currently module Il students. Non-performing loa@®d to be reduced since they tend to tie the
institution funds hence limiting the amount of mgnihat can be disbursed to other needy

students

The findings indicate that credit risk managemeas Hbeen the only effective credit risk
management tool in containing non-performing loahdHELB. On the other hand, the other
credit risk management tools, namely credit limgsteening and database management, have
had the effect of positively contributing to thenaperforming loans level.
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5.2 Policy Recommendations

There is need for HELB to review its credit managatrapproaches with regard to credit limits,
screening and database management so as to emsiittecly are effectively used to clamp down
on the non-performing loan portfolio. At the sanmaeg HELB should continue with the same
credit risk measurement policies in place as theyehproved to be effective in reducing non-

performing loans.

5.3 Limitations

There are a few studies done on credit risk managewf educational loan schemes. The few
studies that are there, deal with the more fundamh&sues of student funding by the State i.e.
ensuring the youth of a country get access to nigbdacation and equity considerations in loan

allocation.

There are incomparable institutions that offer sntdoan facilities in Kenya that could have

been used to generate comparisons of their crsttitmanagement techniques. Most examples
that have been used in this research are from adkected from banks and other non-bank

financial institutions. HELB is a social fund anldetefore is not comparable to other profit

making financial institutions. Its financial managent procedures do not match to those of other
financial institutions.

Given that the database management system wadueted in 2003/04 financial year it has only
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been operational for five years to 2009 and theuwative in efficiencies, from its initiation of
HELB in 1996, in credit risk management before 2883 still reflected in the firm’s credit risk

management performance in the post database imptatioa period.

5.4 Recommendations for further studies

In view of the relatively short period since theplementation of the database management
system there is need to do a similar study ovesngdr period of time in the future to test

whether the findings reached in this study hold.

This research considered HELB as a financial usbih affected by problems of adverse
selection and moral hazards, but little has beg&haahow to counter these problems. This is an

area of future research that needs to be explored.
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Appendix I: Loan Portfolio Analysis Cumulative (Soa:

Recovery System of HELB)

FINANCIAL TOTAL LOAN AMOUNT AMOUNT AMOUNT AMOUNT NON-
YEAR VALUE CLEARED NONMATURED PERFORMING PERFOMING

2003/2004 14,161,455,758.25 135,349,018.00 2,141,105,428.20 4,314,160,231.65 7,570,841,080.40
2004/2005 15,977,331,908.25 264,417,189.00 3,063,396,447.00 5,151,668,013.45 7,497,850,258.80
2005/2006 17,587,971,458.25 446,319,834.80 3,454,974,502.40 5,795,657,237.65 7,891,019,883.40
2006/2007 20,239,861,158.25 1,057,585,037.00 4,499,110,536.80 6,456,177,305.05 8,226,988,279.40
2007/2008 22,234,084,818.25 1,552,203,350.20 4,753,463,555.60 7,742,298,872.65 8,186,119,039.80
2008/2009 24,268,194,518.25 1,918,357,756.35 5,027,139,186.00 8,702,724,178.70 8,619,973,397.20
2009/2010 27,897,227,318.25 2,656,837,080.52 6,832,417,544.00 10,039,089,601.23 8,368,883,092.50

Source: HELB Data, 2009

Appendix Il: Loan Recoveries and Non-performing he®ata (1995 — 2009)

Year Total Loan Non- Performing
End Recovered Performing Loans Loans Non-Performing Performing
Total Loan Loans Loans

Kshs. Kshs. Kshs.

Kshs. Percentage Percentage
1995 644,416,935.20 444,079,106.20 200,337,829.00 844,754,764.20 24% 76%
1996 1,094,934,195.25 702,565,562.85 392,368,632.40 | 1,487,302,827.65 26% 74%
1997 1,175,112,096.07 768,024,005.67 407,088,090.40 | 1,582,200,186.47 26% 74%
1998 1,025,165,173.30 636,169,081.50 388,996,091.80 | 1,414,161,265.10 28% 72%
1999 648,908,369.40 430,805,204.00 218,103,165.40 867,011,534.80 25% 75%
2000 874,768,656.00 562,361,829.20 312,406,826.80 | 1,187,175,482.80 26% 74%
2001 746,362,353.30 457,180,056.10 289,182,297.20 | 1,035,544,650.50 28% 72%
2002 843,906,445.20 499,084,503.60 344,821,941.60 | 1,188,728,386.80 29% 71%
2003 1,273,904,786.00 680,044,301.60 593,860,484.40 | 1,867,765,270.40 32% 68%
2004 888,385,126.20 413,773,260.80 474,611,865.40 | 1,362,996,991.60 35% 65%
2005 1,234,382,364.20 499,133,699.20 735,248,665.00 | 1,969,631,029.20 37% 63%
2006 1,589,704,252.40 446,215,500.80 1,143,488,751.60 | 2,733,193,004.00 42% 58%
2007 1,726,264,759.00 183,675,296.40 1,542,589,462.60 | 3,268,854,221.60 47% 53%
2008 1,812,985,629.60 225,828,120.00 1,587,157,509.60 | 3,400,143,139.20 47% 53%
2009 2,078,281,347.60 783,721,280.00 1,294,560,067.60 | 3,372,841,415.20 38% 62%

Source: HELB Data, 2009
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Appendix Il :Table showing loans recoveries and Disbursements from 1975 to 2008

Total Loan
Year End Total Loan Disbursed Recovered Performing Loans Non-Performing Loans
Kshs. Kshs. Kshs. Kshs.

1975 11,027,680.00 5,798,840.00 570,000 5,228,840.00
1976 33,895,067.00 18,958,887.00 4,022,707.00 14,936,180.00
1977 34,710,900.00 20,195,930.00 5,680,960.00 14,514,970.00
1978 49,618,595.00 27,569,795.00 5,520,995.00 22,048,800.00
1979 68,877,837.00 40,078,112.00 11,278,387.00 28,799,725.00
1980 90,973,814.00 52,044,423.00 13,115,032.00 38,929,391.00
1981 117,761,154.00 68,319,009.00 18,876,864.00 49,442,145.00
1982 129,921,864.00 75,083,055.00 20,244,246.00 54,838,809.00
1983 29,373,355.40 19,772,525.40 10,171,695.40 9,600,830.00
1984 132,198,430.63 90,065,207.63 47,931,984.63 42,133,223.00
1985 155,044,100.00 107,385,860.00 59,727,620.00 47,658,240.00
1986 165,198,885.00 113,442,175.00 61,685,465.00 51,756,710.00
1987 149,897,565.00 106,491,550.00 63,085,535.00 43,406,015.00
1988 219,342,200.00 154,632,650.00 89,923,100.00 64,709,550.00
1989 298,247,468.20 209,627,357.20 121,007,246.20 88,620,111.00
1990 714,572,057.10 518,318,842.30 322,065,627.50 196,253,214.80
1991 703,062,044.70 493,577,595.70 284,093,146.70 209,484,449.00
1992 687,223,553.30 508,324,483.30 329,425,413.30 178,899,070.00
1993 1,297,824,523.40 945,519,639.40 593,214,755.40 352,304,884.00
1994 1,130,271,460.00 815,140,470.00 500,009,480 315,130,990.00
1995 844,754,764.20 644,416,935.20 444,079,106.20 200,337,829.00
1996 1,487,302,827.65 1,094,934,195.25 702,565,562.85 392,368,632.40
1997 1,582,200,186.47 1,175,112,096.07 768,024,005.67 407,088,090.40
1998 1,414,161,265.10 1,025,165,173.30 636,169,081.50 388,996,091.80
1999 867,011,534.80 648,908,369.40 430,805,204.00 218,103,165.40
2000 1,187,175,482.80 874,768,656.00 562,361,829.20 312,406,826.80
2001 1,035,544,650.50 746,362,353.30 457,180,056.10 289,182,297.20
2002 1,188,728,386.80 843,906,445.20 499,084,503.60 344,821,941.60
2003 1,867,765,270.40 1,273,904,786.00 680,044,301.60 593,860,484.40
2004 1,362,996,991.60 888,385,126.20 413,773,260.80 474,611,865.40
2005 1,969,631,029.20 1,234,382,364.20 499,133,699.20 735,248,665.00
2006 2,733,193,004.00 1,589,704,252.40 446,215,500.80 1,143,488,751.60
2007 3,268,854,221.60 1,726,264,759.00 183,675,296.40 1,542,589,462.60
2008 3,400,143,139.20 1,812,985,629.60 225,828,120.00 1,587,157,509.60
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Appendix IV: Table showing loans recoveries Predictions for 2009 to 2013 (SPSS Analysis)

Year End Total Loan Recovered in Kshs. Predicted Recovered Loans in Kshs.
1975 5,798,840.00 39,907,830.63
1976 18,958,887.00 25,407,203.16
1977 20,195,930.00 26,488,035.53
1978 27,569,795.00 26,833,400.67
1979 40,078,112.00 31,450,587.96
1980 52,044,423.00 41,890,735.93
1981 68,319,009.00 54,573,986.86
1982 75,083,055.00 71,199,782.82
1983 19,772,525.40 82,478,928.22
1984 90,065,207.63 45,949,899.75
1985 107,385,860.00 78,679,416.28
1986 113,442,175.00 106,034,904.02
1987 106,491,550.00 121,713,857.63
1988 154,632,650.00 121,947,200.46
1989 209,627,357.20 154,939,987.78
1990 518,318,842.30 208,200,506.78
1991 493,577,595.70 454,007,653.90
1992 508,324,483.30 544,319,399.05
1993 945,519,639.40 585,007,906.31
1994 815,140,700.00 908,674,655.03
1995 644,416,935.20 950,328,681.49
1996 1,094,934,195.25 825,563,142.84
1997 1,175,112,096.07 1,077,970,608.70
1998 1,025,165,173.30 1,240,861,854.96
1999 648,908,369.40 1,189,536,038.35
2000 874,768,656.00 874,038,109.45
2001 746,362,353.30 880,199,940.56
2002 843,906,445.20 788,811,506.27
2003 1,273,904,786.00 816,900,251.79
2004 888,385,126.20 1,143,878,296.78
2005 1,234,382,364.20 1,014,005,292.26
2006 1,589,704,252.40 1,195,805,541.94
2007 1,726,264,759.00 1,532,527,112.31
2008 1,812,985,629.60 1,775,856,662.21
2009 1,931,049,014.82
2010 2,064,186,979.23
2011 2,197,324,943.63
2012 2,330,462,908.04
2013 2,463,600,872.45
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Appendix V: Table showing Non- Performing loans Predictions for 2009 to 2013 (SPSS Analysis)

YEAR Non-performing loans in Kshs. Predicted Non-performing Loans in Kshs.
1975 5,228,840.00 15,507,614.21
1976 14,936,180.00 10,018,160.64
1977 14,514,970.00 18,112,584.07
1978 22,048,800.00 18,341,675.98
1979 28,799,725.00 25,504,719.94
1980 38,929,391.00 33,331,880.07
1981 49,442,145.00 44,678,515.48
1982 54,838,809.00 56,795,667.65
1983 9,600,830.00 62,971,278.17
1984 42,133,223.00 12,127,872.57
1985 47,658,240.00 36,721,587.67
1986 51,756,710.00 49,422,649.03
1987 43,406,015.00 55,975,517.41
1988 64,709,550.00 46,873,706.00
1989 88,620,111.00 67,358,246.89
1990 196,253,214.80 96,974,531.96
1991 209,484,449.00 218,622,493.80
1992 178,899,070.00 251,175,113.89
1993 352,304,884.00 211,677,735.76
1994 315,130,990.00 384,088,396.73
1995 200,337,829.00 368,818,153.61
1996 392,368,632.40 223,547,861.50
1997 407,088,090.40 397,747,198.90
1998 388,996,091.80 447,749,534.61
1999 218,103,165.40 425,827,122.61
2000 312,406,826.80 222,705,819.20
2001 289,182,297.20 283,468,884.37
2002 344,821,941.60 279,064,708.58
2003 593,860,484.40 342,283,105.57
2004 474,611,865.40 629,254,480.81
2005 735,248,665.00 546,138,981.86
2006 1,143,488,751.60 793,741,103.17
2007 1,542,589,462.60 1,274,606,163.53
2008 1,587,157,509.60 1,771,060,166.82
2009 1,852,246,828.27
2010 2,079,893,960.80
2011 2,307,541,093.33
2012 2,535,188,225.85
2013 2,762,835,358.38
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Appendix VI : Table showing loan Disbursement Predictions for 2009 to 2013 (SPSS Analysis)

YEAR Actual Total Loans Disbursed in Kshs. Predicted Loan Disbursed in Kshs.
1975 11,027,680.00 48,023,204.75
1976 33,895,067.00 29,323,629.18
1977 34,710,900.00 40,302,645.71
1978 49,618,595.00 43,138,438.41
1979 68,877,837.00 55,614,749.67
1980 90,973,814.00 75,414,966.92
1981 117,761,154.00 99,888,110.95
1982 12,9921,864.00 129,505,623.69
1983 29,373,355.40 147,122,092.97
1984 13,2198,430.63 59,606,993.77
1985 155,044,100.00 118,232,595.73
1986 165,198,885.00 159,387,589.98
1987 149,897,565.00 180,236,153.41
1988 219,342,200.00 170,048,684.86
1989 298,247,468.20 224,752,425.31
1990 714,572,057.10 310,775,319.78
1991 703,062,044.70 705,465,698.57
1992 687,223,553.30 818,509,043.15
1993 1,297,824,523.40 816,319,620.01
1994 1,130,271,460.00 1,333,737,449.52
1995 844,754,764.20 1,336,693,042.22
1996 1,487,302,827.65 1,042,465,420.67
1997 1,582,200,186.47 1,484,839,038.15
1998 1,414,161,265.10 1,705,987,956.41
1999 867,011,534.80 1,599,901,379.12
2000 1,187,175,482.80 1,043,251,367.23
2001 1,035,544,650.50 1,122,055,380.70
2002 1,188,728,386.80 1,024,206,443.83
2003 1,867,765,270.40 1,132,730,259.48
2004 1,362,996,991.60 1,781,847,508.77
2005 1,969,631,029.20 1,549,231,451.81
2006 2,733,193,004.00 1,980,866,079.81
2007 3,268,854,221.60 2,791,373,169.65
2008 3,400,143,139.20 3,506,270,964.17
2009 3,796,161,697.93
2010 4,159,513,775.66
2011 4,522,865,853.40
2012 4,886,217,931.13
2013 5,249,570,008.87
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Appendix VII: Table showing % of Performing & Non-Performing loans on Total Loan

Performing
Year End Total Loan Disbursed Loans Non-Performing Loans | % Loan Being Serviced % Non-Performing Loans
Kshs. Kshs. Kshs.
1975 11,027,680.00 570,000 5,228,840.00 5.17% 47.42%
1976 33,895,067.00 4,022,707.00 14,936,180.00 11.87% 44.07%
1977 34,710,900.00 5,680,960.00 14,514,970.00 16.37% 41.82%
1978 49,618,595.00 5,520,995.00 22,048,800.00 11.13% 44.44%
1979 68,877,837.00 11,278,387.00 28,799,725.00 16.37% 41.81%
1980 90,973,814.00 13,115,032.00 38,929,391.00 14.42% 42.79%
1981 117,761,154.00 18,876,864.00 49,442,145.00 16.03% 41.99%
1982 129,921,864.00 20,244,246.00 54,838,809.00 15.58% 42.21%
1983 29,373,355.40 10,171,695.40 9,600,830.00 34.63% 32.69%
1984 132,198,430.63 47,931,984.63 42,133,223.00 36.26% 31.87%
1985 155,044,100.00 59,727,620.00 47,658,240.00 38.52% 30.74%
1986 165,198,885.00 61,685,465.00 51,756,710.00 37.34% 31.33%
1987 149,897,565.00 63,085,535.00 43,406,015.00 42.09% 28.96%
1988 219,342,200.00 89,923,100.00 64,709,550.00 41.00% 29.50%
1989 298,247,468.20 121,007,246.20 88,620,111.00 40.57% 29.71%
1990 714,572,057.10 322,065,627.50 196,253,214.80 45.07% 27.46%
1991 703,062,044.70 284,093,146.70 209,484,449.00 40.41% 29.80%
1992 687,223,553.30 329,425,413.30 178,899,070.00 47.94% 26.03%
1993 1,297,824,523.40 593,214,755.40 352,304,884.00 45.71% 27.15%
1994 1,130,271,460.00 500,009,480 315,130,990.00 44.24% 27.88%
1995 844,754,764.20 444,079,106.20 200,337,829.00 52.57% 23.72%
1996 1,487,302,827.65 702,565,562.85 392,368,632.40 47.24% 26.38%
1997 1,582,200,186.47 768,024,005.67 407,088,090.40 48.54% 25.73%
1998 1,414,161,265.10 636,169,081.50 388,996,091.80 44.99% 27.51%
1999 867,011,534.80 430,805,204.00 218,103,165.40 49.69% 25.16%
2000 1,187,175,482.80 562,361,829.20 312,406,826.80 47.37% 26.32%
2001 1,035,544,650.50 457,180,056.10 289,182,297.20 44.15% 27.93%
2002 1,188,728,386.80 499,084,503.60 344,821,941.60 41.98% 29.01%
2003 1,867,765,270.40 680,044,301.60 593,860,484.40 36.41% 31.80%
2004 1,362,996,991.60 413,773,260.80 474,611,865.40 30.36% 34.82%
2005 1,969,631,029.20 499,133,699.20 735,248,665.00 25.34% 37.33%
2006 2,733,193,004.00 446,215,500.80 1,143,488,751.60 16.33% 41.84%
2007 3,268,854,221.60 183,675,296.40 1,542,589,462.60 5.62% 47.19%
2008 3,400,143,139.20 225,828,120.00 1,587,157,509.60 6.64% 46.68%
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Appendix VIII: Regression Analysis Data

Credit Risk Database

Non Credit Limit Screening Management Management

Performing | System System System System

Loans Implementation | Implementation | Implementation | Implementation
Year (1-R) CLL SCR CRM DBM
1995 24% 42,000 0 0 0
1996 26% 42,000 0 0 0
1997 26% 42,000 0 0 0
1998 28% 42,000 0 0 0
1999 25% 42,000 1 0 0
2000 26% 42,000 1 0 0
2001 28% 42,000 1 0 0
2002 29% 42,000 1 0 0
2003 32% 42,000 1 0 1
2004 35% 55,000 1 1 1
2005 37% 55,000 1 1 1
2006 42% 55,000 1 1 1
2007 47% 60,000 1 1 1
2008 47% 60,000 1 1 1
2009 38% 60,000 1 1 1

Source: HELB Data, 2009
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Appendix IX: Regression Analysis Statistics

Regression Statistics

Multiple R 0.947077601
R Square 0.896955983
Adjusted R Square  0.855738376
Standard Error 0.030081931
Observations 15
ANOVA
df SS MS F Significance F

Regression 4.000000 0.078770 0.019692 21.761477 0.000064
Residual 10.000000 0.009049 0.000905
Total 14.000000 0.087819

Coefficients  Standard Error t Stat P-value Lower 95% Upper 95%
Intercept -0.253059 0.206867 -1.223295 0.249262 -0.713986 0.207869
CLL 0.000012 0.000005 2.478645 0.032618 0.000001 0.000023
SCR 0.012677 0.021271 0.595992 0.564426 -0.034718 0.060072
CRM -0.096282 0.082785 -1.163041 0.271815 -0.280737 0.088174
DBM 0.046942 0.033633 1.395731 0.193010 -0.027996 0.121880
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