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ABSTRACT

Banking institutions rely on credible and reliable credit risk management system as a 

fundamental way of identification, measurement and control o f credit risks in the sector. 

Managing credit risk remains an essential and challenging corporate function. Credit risk has 

been of real concern to banking industry performance because of its impact on interest 

income and contribution to the amount of non-performing loans. The purpose of this study 

was to determine credit risk management practices adopted by Islamic and conventional 

banks in Kenya.

The specific arrears of research were geared to identify similarities and differences in Credit 

Risk Management practices adopted by Islamic banks and conventional banks. The researcher 

explored the gaps in credit risk management practice in general published literature on risk 

management.

The researcher used descriptive research method and random sampling technique to collect 

from the target bankers. 19 out of the 25 questionnaires sent out were responded to and 6 

declined to respond. This represents an average response rate of 77% of total population 

which is considered significant enough to provide a basis for valid and reliable conclusions. 

The data was analyzed using SPSS and presented using tables, pie charts, graphs.

From the research findings, some conclusions were made about the study. It was found that 

Islamic banks do not have well established credit risk management practices as compared to 

conventional banks. This was observed by the disparities in monitoring of the credit risk 

levels, the duration taken by the institution to know that the customer has defaulted and how 

the institutions deals with difficult to pay on time clients. It was also concluded that both the 

conventional and Islamic banks take risks equally important with an exception of interest 

rates risk in Islamic banks as their loans do not accrue interest thus they do not have a risk 

with the interest rates.
3S?

Loan recovery mechanisms are different between conventional banks and Islamic banks with 

Islamic banks being more flexible thus preferring to restructure the loan contrary to the 

conventional banks who prefer taking legal action on defaulters. Also Islamic banks have not 

yet started offering unsecured loans products as they see it as risky investments.
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Generally the operations and management of credit risk practices were the same in both 

Islamic and conventional banks but with few differences in the nature products and methods 

used in appraising loans. Thus taking into account the restrictions placed by the rules of 

Shari'ah pertaining to financial constraints. Besides some instruments used bv conventional 

banks for credit risk management are not permitted to Islamic banks. This means that the 

ability of Islamic banks of dealing with credit risk as well as the means available to these 

banks for balancing claims and assets is limited. Further areas of study on credit risk 

management were recommended.
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CHAPTER ONE 

INTRODUCTION

1.1 Background

A bank is a financial intermediary that accepts deposits and channels those deposits into 

lending activities, either directly or through capital markets. A bank connects customers with 

capital deficits to customers with capital surpluses. Conventional bank is a commercial bank 

which accepts deposits, makes business loans, and offers related services. Conventional 

banks also allow for a variety of deposit accounts, such as chequeing, savings, and time 

deposit. These institutions are run to make a profit and owned by an individual as sole 

proprietor, partnership, a corporation or other type of association, in modem use it is an 

establishment for the custody of money and they are primarily concerned with receiving 

deposits and lending to businesses (Glantz, 2002).

Banking is a system of trading in money which involved safeguarding deposits and making 

funds available for borrowers, banking developed in response to the growing need for credit 

in commerce. Banking business means the business of receiving money on current or deposit 

account, paying and collecting cheques drawn by or paid in by customers, the making of 

advances to customers, and includes such other business as the Banking Act may prescribe 

(Coyle, 2000).

Islamic banking refers to a system of banking which is consistent with Islamic law and 

guided by Islamic economics. In particular, Islamic law prohibits the collection of interest, 

also commonly called riba in Islamic discourse. In addition, Islamic law' prohibits investing in 

businesses that are considered unlawful (haraam). Islamic banking has the same purpose as 

conventional banking except that it operates in accordance with Islamic rules on transaction.

One form of the argument against interest is that money is not a good and profit should be 

earned on goods and services only; .pot on control of money itself. In the case of conventional 

banks, the funds are extended to customers as loan, advances or financing. These modes are 

interest-based and credit risk is borne entirely by a conventional bank. But for Islamic 

banking, the financing extended to customers is mostly in the form of credit sale in which an 

Islamic bank will purchase goods on a cash basis and sell to customers on credit terms. This 

financing (known as cost-plus or mark-up sale) accounts for more than 90 percent of its total
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assets. The second largest financing mode is on profit sharing (Mudarabah and Musharakah). 

Unlike conventional banks, the depositors of an Islamic bank through the profit and loss 

sharing basis absorb the credit risk (Rosly and Abubakar, 2003).

Banks exist because of their ability to transform financial claims (deposits) efficiently to 

savers and borrowers. Banks ability to evaluate, control and monitor borrowers allows them 

to transform these claims at the lowest possible cost to all parties. Banks accept the credit risk 

on these loans in exchange for a fair return sufficient to cover the cost of funding to savers 

and the credit risk involved (Cornett and Saunders, 1999). Banks are heavily regulated 

because they are the leading depositories of public savings which constitute the savings of 

individuals, families, companies, parastatals and pension schemes. These savers lack the in- 

depth information to accurately evaluate the riskiness of banks. For this reason, there is need 

to frequently check the banks risk awareness in order to protect the public against loss which 

most of the time start from ineffective credit risk management on loans (CBK, 2006).

Managing risk in banking institutions has its history on the banks activity of credit creation 

through provision of loans, credit and payment services. The risk o f a borrower not fulfilling 

his or her duty' to pay back as agreed on due date can greatly affect the smooth functioning of 

a bank and put the depositors funds in jeopardy. According to Glantz (2002), risk is a concept 

that denotes a potential negative impact to some characteristic o f value that may arise from a 

future event. These events or conditions if allowed to occur will have a harmful or negative 

effect on the bank’s profitability and growth. Central Bank of Kenya (CBK) (2006), also 

define risk as the probability of loss due to an unexpected eventuality and risk management 

as a process of analyzing exposure to "risk and determining how best to handle such 

exposures. In today’s dynamic environment, all the banks are exposed to a large number of 

risks such as credit risk, market risk, operational risk, liquidity risk, foreign exchange risk, 

compliance risk, interest rate risk and reputational risk.

Banking institutions rely on credible and reliable credit risk management system as a 

fundamental means of identification, analysis, measurement and control of these risks. Credit 

risk has been of real concern to banks performance because of its impact on interest income 

and contribution to the amount of non-performing loans. Thus credit quality problems can 

result in bank insolvency or in a significant drain on bank capital and net worth (Greuning, 

2000) .
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Credit risk for banks consist of the amounts owed by borrowers on loans for both interest 

payments and loan principal repayments and also for customers’ debts and other transactions 

such as swaps, letters of credit, performance bonds or forward rate agreement. Credit risk is 

the risk that a change in the credit quality of counterparty will affect the value of a security or 

a portfolio thus where counterparty is unwilling or unable to fulfill its contractual obligations 

(Coyle, 2000).

Credit risk is deemed to be the most important type of risk faced by a bank in its relationship 

with the owners of wealth. It is related to the ability of a debtor to repay at the time appointed 

for repayment and in accordance with the condition stipulated in the contract. If the debtor 

fails to abide by his or her obligations, it leads to a loss for the creditor and therefore a risk 

for the bank. The existence of credit is not dependent on direct financing by the bank; like 

bank loans but also faces this type of risk in guarantee and acceptance paper when the 

originator of the financial instruments owned by the bank is unable to meet his obligation ( 

as in the case of bonds). Therefore, prudent bank management includes; strict and detailed 

regulations for credit risk with the purpose of managing it in a suitable maimer (Omotunde, 

2002).

The CBK developed risk management guidelines for the purpose of providing minimum 

directions to banks on risk management and create a working framework befitting 

international best practice which require banks to have a fully independent credit risk 

management, responsible for capital adjustment and provision for escalating non-performing 

loans (CBK, 2006). This follows failure by commercial banks to prudently manage credit risk 

in the 1990’s which led to huge non-performing loans and heavy capital losses to investors. 

Some of these banks closed shop for not meeting their capital requirements and eleven non -  

bank financial institutions and one commercial bank merged under the supervision of Central 

bank to form the consolidated bank of Kenya (CBK, 2006).

In the absence of scientific methods of credit assessment, subjective decisions making by the 

management may lead to insider lending as well as extending credit to persons with a 

reputation for non financial acumen or to meet personal agenda, such as cultivating special 

relationships with celebrities or well connected people. Insider lending can be minimized by 

use of tested lending techniques and especially quantitative ones, which filter out subjectivity 

(Greuning 2000).
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Credit risk management is popular among banks and other financial institutions. The main 

purpose of the credit risk management is to lessen the effects of the non-performing loans. 

To manage credit risk effectively, the banks and other financial institutions should asses the 

credibility of their borrowers. In terms of an enterprise, the assessment of their credit 

portfolio is enough to provide a system that continuously promotes the reviewing of risks and 

the capability of the business enterprise to pay. Understanding credit risk has become a 

complex subject and how to mitigate it to acceptable levels is a major concern for all 

financial institutions. To make it worse, the diminishing use of traditionally known collateral 

items like land title deeds, mortgaged houses, vehicle log books, shares and the drastic 

change in favour of loan product for customers with promising income or cash flows, good 

account behavior and character leaves a lot to be desired as no much study seems to have 

been done to understand tills phenomenon among commercial banks (Coyle, 2000).

CBK (2006) states that while commercial banks have faced difficulties over the years for a 

multiple of reasons, the major causes of serious banking crisis continues to be directly related 

to lax credit standards for borrowers, poor portfolio risk management or lack of attention to 

changes in the economic circumstances and competitive environment. Banking institutions 

also lack a sound and scientific credit risk management practices. Banks have experienced 

credit crisis during changes in global economy in addition to the way financial transactions 

are carried out without polices being reviewed and updated regularly with a view' to 

effectively manage risks which are critical components to the long term success of any 

institution. The increase of non-performing loans are associated with lack of proper credit 

risk standards and counterparties poor risk management practices in Kenyan banks. The 

recent financial disasters in financial and non financial firms as well as in government 

agencies point up the need for various credit risk management practices (Alexander, 2007).

Kioko (2008) argued that credit risk management needs to be a robust process that enables 

the banks to proactively manage the loan portfolios to minimize the losses and earn an 

acceptable level of return to its shareholders. The importance of the credit risk management is 

recognized by banks for it can establish the standards of process, segregation of duties and 

responsibilities. Credit risk management is an emerging activity that lies within the 

organization. However, it remains unclear for the management on how to manage and the 

purpose of the credit risk management.
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Owing to the growing demand by the Muslim population in Kenya and also to the increasing 

interest of Islamic investors (mostly from the Gulf region) to diversify geographically their 

portfolios, conventional banks are increasing becoming interested the market of Islamic 

products. Islamic finance is based on the principles established by the shari’ah as well as 

other jurisprudence or ruling known fatwa (resolution) issued by qualified Muslim scholars. 

Admittedly, some of the issues covered by these rulings can be quite complex forcing the 

institution involved to often seek the assistance of experts in interpreting them. As a result it 

has become a common practice for Islamic banks to appoint their own board of shari’ah 

scholars. Shari'ah experts provide advices on the instruments and services offered by the 

institutions in their jurisdiction (Oundo, 2009).

Ndung’u (2010) reported that Barclays’ La Riba account was first ever sharia’h complaint 

account in Kenya. However, in 2008, the Islamic banking was fully introduced in Kenya with 

the establishment of two fully Shari’ah complaint Islamic Banks; the First Community Bank 

and Gulf African Bank. Some conventional banks have also established independent Shari’ah 

compliant divisions or units (Islamic banking window7) to serve the need of the Muslim 

community.

The rapid and dynamic changes in the global financial landscape pose various risks to 

banking institutions. Operating side by side with conventional banks, Islamic banks are not 

spared but equally vulnerable to risks. The exception is that the nature of risks facing Islamic 

banking is unique. This uniqueness arises from the composition of its assets and liabilities. 

Previous attempts to study Islamic banking mainly evolve on conceptual issues underlying 

interest free system. Besides the use of financial services and products that conform to 

Islamic Shari'ah (law) principles causes special issues for supervision and risk management. 

Efficient credit risk management in Islamic financial institutions have assumed particular 

importance as they try to cope with the challenges of globalization and financial crisis 

(Hassan and Bashir, 2002).

Basel committee (2005) asserts that although specific credit risk management practices may 

differ among banks depending the nature and complexity of their credit activities, a 

comprehensive credit risk management program should address areas such as establishing an 

appropriate credit risk management environment; operating under a sound credit granting 

process, maintaining an appropriate credit administration, management and monitoring 

process; and ensuring adequate control over credit risk management.
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1.2 Statement of the Problem

The result of the study by Kioko (2008) on credit risk management techniques of unsecured 

bank loans finds that; inadequate internal credit control, lack of credit risk management 

framework and insufficient credit risk identification and measurement contributed to high 

level of Non-performing unsecured personal loans in Kenyan commercial banks. Mathara 

(2007) in his study of the response o f National bank of Kenya to the challenge of Non

performing loans in the bank notes that; lack of adequate credit risk policy guidelines, poor 

credit risk management practices, use of qualitative methods of loan assessment and poor 

monitoring and evaluation system were main sources high level o f Non-performing loans.

Magara (2008) in his study on assessment of credit risk management practices also finds that; 

most of commercial banks in Kenya lack a robust credit risk management techniques to 

proactively manage their loan portfolios to minimize the losses and earn an acceptable level 

of return to their shareholder. However, a study by Mutwiri (2003) on the use of 6 Cs credit 

risk appraisal model and its relations to the level of non- performing loans finds that; majority 

of the banks embraced the use of this model and the most critical factors being character, 

capacity and commonsense in that order. These finding are in agreement with the results of 

Mwirigi (2006) in his study on credit risk management techniques adopted by micro finance 

institution in Kenya which establishes that 92% of the respondents used credit management 

policies and 87.5% developed prudent credit risk management practices in their institutions.

Maher and dridi (2009) carried out a comparative study on effects of credit crunch on 

Malaysian Islamic and conventional banks and conclude that; in general Islamic banks in 

Malaysia fared better than conventional banks during the global credit crunch. This was 

because while conventional banks are largely debt based and allow risk transfer, Islamic 

banks, in contrast are asset based and centers on risk sharing basis thus their activities relate 

to the real economy and tend to reduce their contribution to excesses and bubbles. Further 

study by khan (2007) shows that; Islamic banks have supenor credit risk management 

practices than conventional banks Because of the profit sharing principles and closer debtor 

relationship. However, the study by Warde (2009) contradicts the studies of the others and 

argues that Islamic banks have no well established credit risk management practices as 

compared to conventional banks. This is because conventional banks have larger market size, 

longer term experience and financial deepening factor. He also notes that due to poor record
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in Research and Development Islamic banks rely heavily on conventional banking credit risk 

management tools and systems.

Islamic banking being a new concept in Kenya, there has been no much research done in this 

area of risk management practices of Islamic banks. However, most of the researches done on 

Islamic banking in Kenya were mainly focused on the products, challenges, market share and 

growth. Thus this study will seek to address a comparative analysis of credit risk 

management practices of Islamic and conventional banks in Kenya.

1.3 Research Objectives

1.3.1 General Objectives

The general objective of the study is to carry out a comparative analysis of credit risk 

management practices of Islamic and conventional banks in Kenya.

1.3.2 Specific Objectives

The specific objectives that are to enable the broad objective to be achieved are:

• To determine Credit Risk Management practices adopted by Islamic and conventional 

Banks in Kenya

• To identify differences and similarities in Credit Risk Management practices adopted 

by Islamic Banks and Conventional Banks.

1.4 Importance of the Study

The purpose of credit risk management is to maintain a bank’s credit risk management within 

parameters set by the board of directors and senior management. The establishment and 

enforcement of internal controls and other practices will help ensure that credit risk exposure 

do not exceed levels acceptable to the individual bank. Such a system will enable bank 

management to monitor adherence to the established credit policies.

This study is useful to the following groups: the Islamic and conventional banks in Kenya, 

the government, researchers and other bank stakeholders. Banks can use the findings of the 

study to identify and put in place proper and effective credit risk management methods to 

enhance profitability and shareholder’s wealth maximization. This study greatly benefits the
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government generally and specifically to CBK in formulating policy guidelines governing the 

banking industry in Kenya as a whole and also to protect all the stakeholders in the industry.

The study is also of great importance to researchers as it points out the gaps that the academic 

community need to fill in order to attain the desirable and effective financing system in the 

country. Borrowers will benefit from insights on the information requirement that are used in 

the assessment of their credit worthiness thus; borrowers wall be able to assess their 

accessibility to credit and where need be re-align their asset portfolio. The study will provide 

information that the bank management and regulators should pay attention to in order to 

improve credit risk management in Islamic banking system in Kenya and also contribute to 

the current literature.



CHAPTER TWO 

LITERATURE REVIEW

2.0 Introduction

This chapter will presents literature review of theoretical issues, practices and empirical 

studies underlying credit risk management practices o f conventional and Islamic banks. It 

will high light the credit risk management measurement, processes and theories like 

asymmetric information, credit scoring and behavioral that will guide the study. The chapter 

will finally conclude by providing theoretical solutions to credit risk management practices.

2.1 Background of Risk Management

Risk management is an essential process at the core of every institution encompassing all 

activities that affect risk profile (Chance, 2004). Risk management entails organized activity 

to manage exposure to losses arising from uncertainty and threats (Glantz, 2002). It involves 

people following procedures, using appropriate tools to ensure effective conformance with 

risk policies as well as understanding, measuring, monitonng and controlling risk within an 

institution in order to withstand adverse exposure (Alexander,2007).

The objective of risk management is to design and operate an internal control system to 

minimize the effects of different forms of risks to accepted levels approved by the institutions 

board of directors and senior management. Every enterprise must assess pertinent information 

on both internal and external risks as well as in financial and non-financial forms to properly 

measure and control its occurrence (Omotunde, 2002). The pertinent risk information must be 

identified and analyzed using suitable management information system and communicated to 

the users in a form and time frame that allow them to manage it, the information must be 

timely, relevant, quality and understood to be put under appropriate class of risk and involve 

procedures that help management identify risk activities, control measures and action to be 

taken.The effective management of risks is a critical component of a comprehensive 

approach to credit risk management and essential to the long term success of the institutions 

financial performance (Graham, 2002).

2.2 Credit Risk Management

Credit risk is defined as the potential that a bank borrower or counterparty will fail to meet 

his or her obligations as they fall due in accordance with agreed terms and conditions of
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lending (Alexander, 2004). The goal of credit risk management is to maximize a bank’s rate 

of return by maintaining credit exposure within acceptable limits. Banks need to manage 

credit risk inherent in individual credits or loan transactions to minimize capital losses and 

increase revenue from loan interest income (Glantz, 2002).

Loans are the largest and most obvious source of credit risk and the leading cause of liquidity 

problems in banks. Large banks assumed greater risk between 1980 and 1995, by creating 

more loans in order to boost profits, the recovery became volatile when loan interest rates 

rose dramatically leading to many banks being closed or placed under receivership turning 

out to be the largest bank failure in history (Alexander, 2004).

Credit risk management is the process of identifying, measuring and managing institutional 

credit risks exposures. These risks occur due to the debtor’s non-payment of a loan, or other 

line of credit in accordance with the agreed terms of the contract (Chance, 2004). A large 

portion of banks funds for loans come from deposit mobilization and this process exposes the 

institution to high default risk when debtors fail to pay back on due dates, thus need to be 

managed properly (Basel, 2005). The laxity in credit standards, poor portfolio management 

and inability to evaluate the impact of changing economic environment on the banks 

borrowers contribute to bad loans (Galai and Mark, 2006).

The risk classification is measured in days or months if a customer or borrower to a financial 

instrument fails to meet its contractual obligation to repay the loan given, a separate credit 

risk department is responsible for overseeing all elements of credit risk exposure in a loan. 

Management of credit risk involves formulating credit policies, receiving collateral 

requirements, assessment and ensuring compliance with legal, regulatory and statutory 

requirements (KCB, 2008).

The credit risk department establishes and manages the authorization limit for loan approval. 

Authorization refer to limits allocated to credit managers and require approval by the credit 

committee of the board of Director!, designating discretions to managers was based on their 

qualifications, skills and credit experience. Loans classified sub-standard, doubtful and loss 

were non-performing, these loans are graded 3, 4 and 5 in the banks internal rating system, it 

recognizes the probability that it will be costly to collect all principal and interest due from 

the loan according to the terms of the loan agreement (KCB, 2008).
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Guidelines on credit risk classification is provided by Central bank under section 33(1) and 

20(1) of the banking Act Cap 488, this Act empowers the regulator to direct banking 

institutions to maintain adequate provisions for non-performing debts prior to declaring 

profits or dividends . Non-performing loans are fully provided for when it becomes clear to 

the bank that a credit facility was no ionger expected to generate income, the principal and 

interest due have remained unpaid for ninety days or more (CBK, 2006).

Credit risk management is associated with managing occurrence of non- performing loans. 

The tendency to ignore fundamental credit principles, standards and procedures for 

appraising loans and completing security documentation exposes the institutions to credit 

crisis and weakens the legal right in the event a need arises to sell the security given as surety 

to repay the loan. Security is an asset given by borrowers as fall back in cases of default 

(Glantz, 2002).

Monitoring of repayments start when loan is disbursed, the facility checked at all levels to 

identify risks that may adversely affect the quality of the credit so as to ensure concentrated 

risks are managed and prompt action taken. The goal of credit risk management is to 

maximize a bank’s risk adjusted rate of return within acceptable levels using sound practices 

such as good credit granting processes, appropriate credit administration, measurement and 

control mechanism to avoid credit crisis (KCB, 2008).

Basel (2005) states that Banks must operate within a sound and w'ell-defmed criteria for new 

credits as well as the expansion of existing credit. Credit should be extended within the target 

markets and lending strategy of the institution. Before allowing a credit facility, the bank 

must make an assessment of risk profile of the customer/transaction. This may include; credit 

assessment of the borrower’s industry and macro economic factors, the purpose of credit and 

source of repayment, the track record or repayment history of borrower, evaluation of 

repayment capacity of the borrower, the proposed terms and conditions and covenants, 

adequacy and enforceability of collaterals and approval from appropriate authority7.

An important element of credit risk management is to establish exposure limits for single 

obligors and group of connected obligors. Institutions are expected to develop their own limit 

structure while remaining within the exposure limits set by the regulator. The size of the 

limits should be based on the credit strength of the obligor, genuine requirement of credit, 

economic conditions and the institution’s risk tolerance. Appropriate limits should be set for

H ... . , . .
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respective products and activities. Institutions may establish limits for a specific industry, 

economic sector or geographic regions to avoid concentration risk. Sometimes, the obligor 

may want to share its facility limits with its related companies (Basel 2005).

2.3 Measuring Credit Risk

The measurement of credit risk is of vital importance in credit risk management. A number of 

qualitative and quantitative techniques to measure risk inherent in credit portfolio are 

evolving. To start with, banks should establish a credit risk rating framework across all type 

of credit activities. Credit risk rating is summary' indicator of a bank’s individual credit 

exposure. An internal rating system categorizes all credits into various classes on the basis of 

underlying credit quality (Basel, 2005). A well-structured credit rating framework is an 

important tool for monitoring and controlling risk inherent in individual credits as well as in 

credit portfolios of a bank or a business line.

The importance of internal credit rating framework becomes more eminent due to the fact 

that historically major losses to banks stemmed from default in loan portfolios. While a 

number of banks already have a system for rating individual credits in addition to the risk 

categories, all banks are encouraged to devise an internal rating framework. An internal 

rating framework would facilitate banks in a number of ways such as credit selection, amount 

of exposure, tenure and price of facility, frequency or intensity of monitoring, analysis of 

migration of deteriorating credits and more accurate computation of future loan loss provision 

and deciding the level of approving authority of loan (Basel, 2005).

2.4 Credit Risk Management Process

This is an integrated series processes and activities that need to operate in tandem with one 

another in order to provide an acceptable “credit risk wrap” around the business strategies. 

The component points of the process flow, as illustrated under figure 1, cannot be effectively 

deployed unless every element in the process flow is likewise in place supported in turn, by 

appropriate guidelines, and policies and procedure including risk management methodologies 

credit MIS to provide ongoing feedback and technology systems enablement throughout the 

chain (KCB, 2008).
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FIG 2.1 Credit Risk MIS
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Rose (1999) observes that banks are the leading depositories of the public’s savings which 

constitute the savings of individuals, families, companies, pension schemes and parastatals. 

These savers lack the in-depth information to accurately evaluate the riskiness of banks, for 

this reason, regulatory agencies like Central Bank come in to frequently assess the financial 

condition of banks in order to protect the public against loss which most of the time come 

from theft, fraud, corruption, and poor management of loans.

Additionally, long-term savings for retirement in pension programs and individual retirement 

accounts force banks to be heavily regulated in order to safeguard against such losses. 

According to Alexander (2007), these regulations are done by providing deposit insurance 

and through periodic examination of bank policies and practices so as to promote sound risk 

management.

Banks are also so closely watched because of the power in the form of ready cash deposits by 

making loans and investment opportunities to the companies as well as individuals (Hayes, 

2005). This is because the amount of money in an economy is closely co-related with the 

national economic conditions in the area of job-creation and the presence or absence of 

inflation. Therefore since banks have the ability to create money which thus impacts on the 

vitality of the economy, there is an acute need for sound credit risk management (Glantz, 

2002) .
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Banks are regulated because they give loans to individuals and institutions which support 

consumption and investment spending and regulation comes in to avoid discrimination in the 

granting of credit. This is especially very' crucial if access to credit is denied because of age, 

sex, race, national origin (Hayes, 2005). Central Bank comes in to pass risk management 

guidelines and to promote open competition among banks (Glantz, 2002). Banks provide 

financial support to governments to conduct their affairs in form of bank credits and taxation 

(Hettes, 2002). This support helps in the formulation of economic policies and dispensing 

government payments.

2.5 Theories of Credit Risk Management

2.5.1 Asymmetric Information

The theory' of asymmetric information argues that it may be impossible to distinguish good 

borrowers from bad borrowers (Glanrz, 2002), which may result in adverse selection and 

moral hazards problems. Adverse selection and moral hazards have led to substantial 

accumulation of non-performing accounts in banks. The very' existence of banks is often 

interpreted in terms of its superior ability to overcome three basic problems of information 

asymmetry', namely ex ante, interim and ex post. Several risk-adjusted performance measures 

have been proposed (Hayes, 2005). The measures, however, focus on risk-return trade-off, 

i.e. measuring the risk inherent in each activity or product and charge it accordingly for the 

capital required to support it. This does not solve the issue of recovering loanable amount. 

Effective system that ensures repayment of loans by borrowers is critical in dealing with 

asymmetric information problems and in reducing the level of loan losses, thus the long-term 

success of any banking organization (Glanfz, 2002).

2.5.2 Credit Scoring Approach

This is based on quantitative approach to credit risk management. It’s a statistical procedure 

to convert information about a credit applicant or an existing account holder into numbers 

that are then combined to form a score. This score is then regarded as a measure of the credit 

risk of the individual concerned, that is, the probability of repayment. The credit scoring is 

important because it allows banks to avoid the most risky customers and helps them to assess 

whether certain kinds of businesses are likely to be profitable by comparing the profit margin 

that remain once operating and default expenses are subtracted from gross revenues. It uses 

data as input such as personal details, residence, employment status, referees, postal and
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physical addresses. It is also important for reasons of cost and consistency. Before credit 

scoring was widely adopted, a credit officer would have to review a credit application and use 

a combination of experience, industry' knowledge and personal know-how toe ach a credit 

decision based on the large amount of information in a typical application (Alexander, 2007).

2.53 Behavioral Approach

This theory is based on qualitative or subjective method to credit risk management. It is the 

use of subjective judgmental approach of credit risk decision. It uses the six Cs and 

CAMPARI approaches. The 6 Cs approach considers the 6 factors in assessing the 

creditworthiness of an individual or an entity'. These qualitative factors include character 

which the client credit history and reputation; capacity which is client’s ability to pay and 

handle the proposed level of debt; capital which is the net value of a client’s assets that forms 

back up liquidity to meet his repayment; condition on how client’s employment or business 

withstand the vagaries of the economy, social, political and international environments, 

government regulation, completion and changes in bank’s policies.; collateral is considered 

as a cushion for the financier to rely on when the primary7 source i.e income does not come in; 

lastly commonsense which the use of individual general experiences and intuition. However, 

the CAMPARI approach consider seven factors which include; character , the willingness to 

pay; ability to repay which is adequacy of cash to meet repayment; margin of finance, client 

contribution of a certain margin as commitment; purpose which must be defined clearly; 

amount which the amount the financier is willing to contribute to the client; repayment terms 

that is the structure and terms of repayment; lastly insurance for which in the event the 

borrower dies the loan can be settled from insurance proceeds (Alexander,2007).

2.6 Banking Sector in Kenya

The reputation of Kenyan banking sector suffered during the banking crisis from 1985 to 

1990. Out of the 29 commercial banks operating in 1985 only 15 commercial banks operated 

in 1992. The situation was largely precipitated by long term loans which created a huge risk 

portfolio without proper risk management oversight to provide necessary' controls (CBK, 

Economic review, 1992). The first casualty of the banking crisis in Kenya was the Rural 

Urban Credit Finance Limited which was placed under receivership and eventually liquidated 

in 1984 (CBK, 1995). This crisis saw the Banking and Central Bank Acts reviewed, the 

capital requirements increased and creation of Deposit protection Fund (DPF) to protect small 

investors and secure the core capital from erosion by bad and doubtful loans.
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Statutory reserve fund was established which required that 12.5% of banks’ profits be 

transferred to reserve to guard against future losses (CBK, 2006). The Banking Act (Cap.488) 

section 107 (2004) prohibited banks to lend any individual or group of companies more than 

25% of its core capital; capital and reserves in order to protect depositors money and 

minimize credit risks. Banks continued to violate the requirement and continued lending 

more than the 25% cushion to people especially its own directors (CBK Economic Review, 

2006). Similarly insider lending policy which involves giving loans to bank officers was 

violated by failure to follow regulators rules. This forced the Central Bank supervisory 

department to be more stringent in ensuring that the Banking Act is fully complied with. To 

do this the CBK worked closely with the Kenya Bankers Association (KBA) in addressing 

the problem of non-performing loans (CBK, 2004).

The Government’s effort did not succeed and the banking sector in Kenya had thirty two 

banks being liquidated or placed under receivership during the period 1984 to 2004. For 

example, the Continental bank of Kenya limited and Continental credit finance limited 

collapsed in 1986, Capital Finance limited collapsed in 1987 and eleven non-banking 

financial institutions were merged to form the consolidated bank of Kenya Limited in 1989. 

In 1999 Trust bank, the sixth largest bank in Kenya collapsed mainly due to excessive insider 

lending to directors and major shareholders and Euro-bank collapsed in 2003. Central Bank 

attributed the trend to weak internal credit controls, poor management, lack of risk 

management framework and insufficient credit risk identification and measurement (CBK, 

2006).

2.7 Islamic Banking

Credit risk in an Islamic bank is in the form of settlement risk arising when one party to a 

business transaction pays money or delivers assets before receiving its own assets or cash, 

thereby exposing it to potential loss (Khan and Ahmed, 2002).

The rapid and dynamic changes in the global financial landscape pose various risks to 

banking institutions. Operating side by side with conventional banks, Islamic banks are not 

spared but equally vulnerable to risks. The exception is that the nature of risks facing Islamic 

Banking is unique. This uniqueness arises from the composition of its assets and liabilities. 

Previous attempts to study Islamic banking mainly evolve on conceptual issues underlying 

interest free system. The issue of the viability of Islamic banks has not received great
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attention. Hence, given the unique nature of Islamic banking and the dynamic changes in the 

global financial markets, which pose numerous risks to banks, there is a need to identify 

empirically (Hassan and Bashir, 2002).

Credit risk is one of the main risks that seriously affect banks’ viability as evident from the 

1997 financial crisis in Malaysia To this extent, (khan and Ahmed 2002) find that the 

amount of bad debt in Islamic banking is growing. Further, they find that banks are of the 

view that there is a lack of understanding of risks involved in Islamic banking.

In 2008, the Islamic banking was introduced in Kenya with the establishment of two fully 

SharTah complaint Islamic Banks; First Community Bank and Gulf African Bank. Some 

conventional banks have also established independent Shari’ah compliant divisions or units 

to serve the need of the Muslim community. The revival of Islam worldwide has paved the 

way for Islamic banking growth as more people consciously seek to lead their lives in 

accordance with the Shari’ah. Its commendable performance and its presence as an 

alternative banking with good growth potential have in fact, been the hallmark for Islamic 

banking among many Muslim countries. The most significant feature of Islamic banking is 

related to the type of products and services that they offer. Various financial instruments 

developed by Islamic banks have been based on two principles; the profit-loss sharing 

principle and the mark-up principle. The financial instruments based on the former principle 

include mudarabah (venture capital) and musharakah (partnership contract), while 

instruments based on the latter include murabahah (resale with pre-agreed profit), bay’al- 

salam (forward sale contract), ijarah (leasing) and ijarah wa iqtina (operating and financial 

lease). In order to remain competitive in the market, Islamic banks offer innovative products 

without violating Shari’ah (moral law) principles (Elgari 2003).

In the case of conventional banks, the funds are extended to customers as loan, advances or 

financing. These modes are interest-based and credit risk is borne entirely by a conventional 

bank. But for Islamic banking, the financing extended to customers is mostly in the form of 

credit sale in which an Islamic bank will purchase goods on a cash basis and sell to customers 

on credit terms. This financing (known as cost-plus or mark-up sale) accounts for more than 

90 percent of its total assets. The second largest financing mode is on profit sharing 

(Mudarabah and Musharakah). Unlike conventional banks, the depositors of an Islamic bank 

through the profit and loss sharing basis absorb the credit risk (Usmani, 2007).
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Conventional banks face credit risk in almost all of their operations, because the relationship 

between the banks and those who transact with them is that of a debtor with a creditor in all 

cases. Islamic banks also face this form of risk in most of the modes of financing that they 

use. It is well known that murabahah (installment sale) are sales with delayed payment thus 

generating debts in the accounts of the banks. The fundamental form of risk in all these 

contracts is credit risk. Salam (forward sale contract) gives rise to a commodity debt rather 

than a cash debt, but it also involves credit risk. Mudarabah (venture capital) and musharakah 

(partnership), on the other hand, are contracts of participation, and the funds given by the 

bank to entrepreneurs are not liabilities. Yet, these two also bear a credit risk in two ways. 

First, in the case of tort or negligence, the entrepreneur is liable to guarantee the capital which 

means a debt liability. Second, when the capital of Mudarabah (venture capital) or 

musharakah (partnership) are employed in a deferred sale, which is what takes place in most 

mudarabas, the owner of capital, the bank in this case, bears an indirect credit risk. This risk 

pertains to the ability of the counter parties to repay (Elgari, 2003).

Those who deal with Islamic banks observe that the cost of financing on average is greater 

than the cost of financing by conventional banks. Islamic banks do not deny this, but they 

respond by saying that their operations carry higher credit risks. When the relationship 

between the return and the credit risk is directly proportional, it is natural that the cost of 

Islamic financing be higher for bearing such risk. This is an issue that needs examination and 

consideration because it gives rise to direct effects on the ability of the banks to remain 

competitive and the effects on the policies of central banks in supervising and directing 

Islamic banks (Khan and Ahmed, 2002).

Debts held by Islamic banks are different in nature from those of the conventional banks. 

This has important implications for credit risk. Thus no Possibility of increase in the debt 

after it has been established, loans in conventional banks has repayment periods and the 

debtor is under an obligation to repay at specified periods. The debtor is considered a 

defaulter if he delays this payment without the agreement of the bank. If the debtor delays the 

payment or becomes a defaulter the debt increases in proportion to the extended period. The 

debt is called a performing debt if the interest is paid continuously. The banks rely on what is 

called rescheduling of debt in cases where the customer is unable to make payments on the 

appointed time but wants to maintain a good business relationship with the bank and is 

prepared to bear a higher rate of interest. There is no possibility of this type of operation in an
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Islamic Bank. If the debtor, who has bought immovable or movable property from the bank, 

by way of murabahah(cost plus profit) contract delays the payment, the bank cannot increase 

the amount by imposition of penalties for delay. Some Islamic banks that impose penalties 

for delay do so only as deterrence, and then donate the amounts so collected in charity. It is 

not permitted to the bank to benefit from this flow by registering it as a source of income 

(Elgari, 2003).

Islamic banks also adopt other measures to reduce the impact of this problem on their 

revenues. Some of these are. charging a higher rate of mark-up while selling on credit; 

determining transactions on the assumption that the customer is bound to default on payments 

and to keep the price very high and on the basis of delayed payments, here two payment 

schedules are created. If the customer pays according to the first schedule (prompt payment), 

a part of the increased price is returned to him. The second schedule is based on delay and 

under this the entire price has to be paid (Elgari, 2003).

Khan and Ahmed (2002) argue that the fundamental difference between Islamic and 

conventional banks is that the latter work on the basis of loans. The relationship between the 

bank and its customers, irrespective o f the name of the transaction, is a relationship of a 

creditor and debtor. As for the Islamic bank, it operates through sales, partnership and 

leasing. Some people have assumed that this means that the risk in Islamic banking 

operations is by definition higher than that in conventional banks.

This point of view is incorrect because it cannot be said that the category of loans bears a 

lesser risk as compared to the categories, of sale, partnership and leasing. Therefore, the 

efforts of Islamic banks to conduct all of their operations within the ambit of murabahah (cost 

plus profit) does not by necessity lead to reduction in the amount of banking risk, just as 

dealing in loans does not mean lower risk. Islamic banks cannot, therefore, deal in 

discounting of bills as these amounts to dealing in interest. More importantly, it is not 

possible for these banks to rely on transferring debts in their books by way of sale to other
35?

parties. The method of portfolio optimization enables a bank to restructure its assets in the 

portfolio. This without doubt leads to an ability to manage risk in a better way.
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FIG 2.2 Islamic Credit Model
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In the Islamic credit model, the client specifies goods to be purchased through contracts with 

the bank to acquire on client’s account, the bank buys goods and acquires title of ownership 

from seller, the client takes delivery and thereafter contracts to pay on deferred basis and if 

the client defaults, the Bank cannot compensate itself by running penalty charges.

FIG 23  Musharaka (Joint Venture)

Joint Venture Joint Venture Agreement

Source: Islamic Economic Studies Journal Vol. 10 2003

Bank purchase, good then enters into lease contract to use good for a year or more. Customer 

agrees to purchase at end of the term either cash or same value worth of good.

Usmani (2007) notes that some instruments used by conventional banks for risk management 

are not permitted to Islamic banks. This means that the ability of Islamic banks of dealing 

with credit risk or profits risk (interest risk) as well as the means available to these banks for
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balancing claims and assets are limited. The cause of all this, however, is the predominant use 

of murabahah (cost plus profit) as a form of financial intermediation. The contracts of 

murabahah (cost plus profit) have reached more than 90% of the operations of several banks. 

So much so that those that have been successful in employing other modes are found to focus 

on modes that also give rise to debts. Considering the fact that the financial assets generated 

through murabahah (cost plus profit) are debts, possibilities of dealing with them within the 

permissible limits set by the Shari'aah are limited.

2.8 Empirical Literature

Mathara (2007) in a study of the response of National Bank of Kenya Ltd (NBK) to the 

challenge of non-performing loans in the bank notes that; lack of adequate credit policy 

guidelines, poor credit risk management practices, use of quantitative methods of loan 

assessment and poor monitoring and evaluation system were sources of non-performing in 

the Bank. The study indicates that the absence of a regularly updated credit policy and the 

inadequate monitoring of loans to have led to a rising portfolio of nonperforming loans and 

the failure by the bank to notice the increasing default rate of the borrowers. Further the 

study concludes that the reliance of the bank on quantitative credit analysis methods that 

entailed such factors as character of the borrowers reputation of borrower and the historical 

financial capability of the borrower as opposed to the use of quantitative techniques that 

emphasized on the borrower’s projected cash flows and analysis of audited financial books of 

account to have contributed immensely to the non-performing loan portfolio.

Study on the use of 6 Cs credit risk appraisal model by Mutwiri (2003) finds that the most 

critical factors of the model are character, capacity and commonsense in that order. These 

findings are in agreement with assertion by komen (2008) who also found out that character 

is the most important criteria in credit risk assessment by commercial banks and other 

financial institution followed by capacity to repay the loan and the reasonableness of the cash 

flow from the intended investment.

Mwirigi (2006) in his study examined the credit risk management techniques adopted by 

microfinance institution in Kenya concludes that 92% of the respondents used credit 

management polices as a basis of objective credit risk appraisal, 67.5% had distinct 

departments where credit activities are organized, 67.5% involved their institution in the 

development of credit risk management policies and 87.5% used present credit risk level as a
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mean of managing credit risk. He also identified credit risk as the most component risk with 

80% of the respondents ranking it as the most important among risks faced by their 

institutions.

Khan and Ahmed (2002) in a study of credit risk management practices in Islamic financial 

institutions in 28 countries find that Islamic banks in their present form, carrying huge debts 

as bank assets, face higher risks as compared to conventional banks. This is because they 

must use methods for dealing with credit risk within the confines of the Shan'ah. Thus the 

operations of Islamic banks at present focus on debts and that the possibility of managing risk 

in this context is limited, taking into account the restrictions placed by the rules of the 

shari’ah pertaining to financial transactions. They found that credit risk is found highest in 

Musharakah (joint venture) (3.69 from a score of 5) followed by Mudarabah (partnership) 

(3.25). Their findings highlights that the bankers perceive profit-and-loss sharing (PLS) 

modes to have higher credit risk. Mark-up risk is found highest in product- deferred contracts 

of sale (3.57).

Hassan (2009), made a study “Risk Management Practices of Islamic Banks of Brunei 

Darussalam” to assess the degree to which the Islamic banks in Brunei Darussalam 

implemented risk management practices and carried them out thoroughly by using different 

techniques to deal with various kinds of risks. The results of the study showed that, like the 

conventional banking system, Islamic banking was also subjected to a variety of risks due to 

the unique range of offered products in addition to conventional products.

The results showed that there was a remarkable understanding of risk and risk management 

by the staff working in the Islamic Banks of Brunei Darussalam, which showed their ability 

to pave their way towards successful risk management. The major risks that were faced by 

these banks were Foreign exchange risk, credit risk and operating risk. A regression model 

was used to elaborate the results which showed that Risk Identification, and Risk Assessment 

and Analysis were the most influencing variables and the Islamic banks in Brunei needed to 

give more attention to those variables to make their Risk Management Practices more 

effective by understanding the true application of Basel-II Accord to improve the efficiency 

of Islamic Bank’s risk management systems.

Al-Tamimi (2007) provided a comparative study of Bank’s Risk Management of Malaysian 

National and Foreign Banks. This research helped them to find that the three most important
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types of risks facing the Malaysian commercial banks were foreign exchange risk, followed 

by credit risk and then operating risk. They found that the banks were somewhat efficient in 

managing risk; however the variables such as risk identification, assessment and analysis 

proved to be more influencing in risk management process. Finally, the results indicated that 

there was a significant difference between the Malaysian National and Foreign banks in 

practicing risk assessment.

2.9 Summary of literature Review

The literature review covered the local and global studies in credit risk management practices 

which noted that there had been poor credit policies, poor loan portfolio management and 

inability to evaluate the impact of changing economic environment on borrowers by banks, 

consequently causing several banks to have a large amount of non-performing loans in their 

books. The empirical literature has also compared the credit risk management practices 

between Islamic and conventional banks.

These studies noted that some instruments used by conventional banks for risk management 

are not permitted to Islamic banks. This means that the ability of Islamic banks of dealing 

with credit risk or profits risk (interest risk) as well as the means available to these banks for 

balancing claims and assets are limited. However, the theoretical review pointed out the need 

for various robust credit risk management practices among the Islamic and conventional 

banks for the better growth of banking sector.
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CHAPTER THREE 

RESEARCH METHODOLOGY

3.0 Introduction

This chapter presented the research methodology to be employed in this study and included 

the research design, population and sampling criteria, data collection and data analysis.

3.1 Research Design

Research design is the plan used to outline how information is gathered, the data gathering 

methods, the instruments used, how the instruments administered, organized and analyzed 

(Coopers and Schindler, 2003).

The research designed employed in this study was a descriptive in nature. Thus the study 

used a survey design to identify credit risks practices adopted by Islamic and conventional 

banks in Kenya.

3.2 Population

Population is the entire group of individual events or objects having common observable 

characteristics which provided the required information (Coopers and Schindler, 2003). 

According to BCK (2010) report currently there are 44 licensed commercial banks to carry 

out banking business in Kenya However, at the time of this study one bank (Charterhouse 

Bank Ltd.) was still under Statutory Management and could not be included in the target 

population.

The population of interest consisted of all the conventional and Islamic shark ah compliant 

banks in Kenya. The study population comprised of all the 5 commercial Banks offering 

Islamic Shari’ah complaint products and others 38 conventional banks registered and licensed 

to carry out banking business in Kenya licensed under the banking Act Cap 488 for the 

purpose of comparison,

3.3 Sample Design

Sampling is the systematic process used to select a number of individuals for the study and 

represent a large group from which the selection is to be done (Gay, 1997). The main idea of 

sampling is to select some of the elements in a population so that the researcher draw

24



conclusion about the entire population, this is done through random sampling or non random 

sampling. In random sampling each character have equal probability to be selected. This is 

further subdivided into simple random and stratified sampling. Non random sampling is 

based on the researcher’s knowledge and opinion, therefore is open to researcher’s bias, a 

situation which is well minimized by use of questionnaires (Cramer and Howitt, 2004).

Purposive sampling is recommended when one wants to study a small subject of a large 

population in which many members of the sub set are easily identifiable but enumeration of 

all is nearly impossible. ( Cooper and Schindler, 2007) concur that purposive sampling also 

referred to as judgmental sampling occurs when the researcher selects sample members to 

conform to criterion, this is ideal given the nature of data collected from the bankers by the 

researcher.

The study used a census survey for commercial banks offering Islamic products. A total of 5 

questionnaires were distributed to each of the Islamic shari’ah compliant banks to be filled by 

the staff working in the credit and risk department at their respective Head offices in Nairobi. 

For the conventional banks, the researcher randomly picked 50% of the target population. 

Thus out of the total 38 of conventional banks 20 were approached where a total of 20 

questionnaires were distributed to each of the conventional banks to be filled by the staff 

working in the credit and risk department at their respective Head offices, Nairobi.

3.4 Data Collection Methods

Data collection involves contacting members of the population the researcher has sampled in 

order to collect the required information about the study (Mingala, 2002).

Data was collected from primary sources through a semi-structured questionnaire and 

administered to the respondents of the target banks. The use of questionnaire was justified 

because it provided an effective way of collecting information. Since all {he banks had their 

headquarters base at Nairobi, a ‘’drop and pick later method” was used. This was an ideal to

administer the questionnaire to the respondents who had busy schedules and therefore 

allowing them appropriate time to peruse and answer the questionnaires keenly.

I
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3>3 Data Validity and Reliability

The questionnaires were personally administered bv the researcher with the help of one 

research assistant who was trained on the questionnaires objectives. The data collection tools 

was also pre-tested to test the clarity o f questions asked and the length of time it took the 

respondents to complete the questionnaire. The Researcher pre-tested 5 questionnaires on 

credit employees of Barclays bank La Riba section, Head office at Nairobi, who had 

informally helped to proof read thoroughly and provided constructive comments on wording, 

clarity' and removed ambiguity (Mugenda, 2003).

3.6 Data Analysis

Data is a collection of facts and figures relating to a particular activity under study. For data 

to be useful it has to provide answer to the research questions. Data analysis is defined a 

whole process, which starts immediately after data collection and ends at the point of 

interpretation and processing of results (Cooper and Schindler, 2007).

Data was analyzed using descriptive statistics test such as frequency tables, mean, mode, 

median and percentage. In addition, SPSS package, version 17 was mainly used to analyze 

the questionnaires.

Data was also sorted, edited, processed and interpreted. Data capturing and sorting entailed 

rearranging the collected data from the questionnaires for ease of handling and storage. 

Editing involved reading through the questionnaires to spot ambiguities or errors which may 

have occurred during data collection process while coding was done by assigning numbers to 

the individual or unit questionnaires.
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CHAPTER FOUR

DATA ANALYSIS, RESULTS AND DISCUSSION

4.0 Introduction

This section covers the analysis of the data, discussions and interpretation. Analysis was done 

using SPSS and Microsoft excel. Results of analysis are presented through tables and figures. 

20 respondents were considered for the study, representing 50% of the conventional banks 

and 100% of the Islamic banks the questionnaires were issued to the staffs working at the 

credit and risk department at Head offices. 19 out of the 25 questionnaires sent out were 

responded to and 6 declined to respond. This represents an average response rate of 77% of 

total population (75% for conventional banks and 80% for Islamic banks) which is 

considered significant enough to provide a basis for valid and reliable conclusions with 

regard to credit risk management practices adopted by Islamic and conventional banks in 

Kenya and thus formed the basis of data analysis.

The commercial banks which did not respond gave various reasons including sensitivity of 

financial information and misuse of the information requested.

Table 4.0 Overview of data collected

Population No. of Targeted 

banks (n)

Returned 

Questionnaires (r)

Non-response error 

(n-r)

Islamic banks 5 4 .......~  1 ' _

Conventional banks 20 15 5

Total 25 19 6

Source: Survey data 2010
Key: n=Population; r= Returned Questionnaires; n-r= Non-response error (23%)

4.1 Ownership of Commercial Bapjks

When the respondents were asked to indicate the nature of their bank’s ownership, 70% of 

the conventional banks indicated that it was locally owned whereas 30% indicated foreign 

owned. While 25% of the Islamic banks indicated that they are locally owned whereas 75% 

indicated they are foreign owned.
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Table 4.1 Ownership of Commercial Banks

Ownership No. of respondents Percentages

Islamic Conventional
...

Islamic Conventional

Locally 1 11 25% 70%

Foreign
3

4 75% 30%
Total 4 15 100% 100%

i

Source: Survey data 2010

Figure 4.1 Ownership of Commercial Banks

Chart Title
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30%

20%

10%
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Conventional Islamic

Source: Survey data 2010

4.2 Categories of Commercial Banks

When the respondents were asked to indicate their bank’s category, 11 % indicated as being 

fully Islamic banking only, 11% as both Islamic banking window and 78% as being 

conventional banking only.
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Table 4.2 Categories of commercial banks

Category No. of Respondents Percentages

Islamic banking only 2 11%

Islamic banking window and 
conventional banking

2 11%

Conventional banking only 15 78%

Total 19 100%

Source: Survey data 2010

4.3 Number of Years of Banking Operation

When the respondents were asked to indicate the number of years their bank has been in 

operation, 7% of the conventional bank indicated 1-5 years, 29% 6-10 years and 60% 

indicated over 11 years. 100% of the Islamic bank indicated 1-5 years. From this it can be 

observed that Islamic banks are new in the market as they have been in operation for less than 

5 years.

Table 43  Years of banking operation

Years of banking No. of respondents Percentages

operations Islamic Conventional Islamic Conventional

Less than a year

1-5 years 4 1 100% 7%

6-10 years 4 29%

Over 11 years 10 64%

Total 4 15
____  . —

100% 100%

Source: Survey data 2010
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Figure: 4.2 Years of Banking Operation
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Source: Survey data 2010

4.4 Branches Within Network Kenya

When the respondents were asked to indicate the number of branches they have within 

Kenya, 14% of conventional indicated 1-10 branches, 26% 11-30 branches and 60% 

indicated that they have over 30 branches. 80% of Islamic indicated 11-30 branches and 20% 

indicated over 30 branches. This indicates that both the conventional and Islamic banks have 

a large branch penetration.

Table 4.4 Branches network

No. Branches No. of respondents Percentages

Islamic Conventional Islamic Conventional

1-10 branches 2 14%

11-30 branches 3 4 80% 26%

Over 30 branches 1 m 9 20% 60%

Total 4 15 100% 100%

Source: Survey data 2010
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4.5.1 Existence of Formal Credit Risk Management Department

When the respondents were asked to indicate whether their bank has a formal credit risk 

management department, the entire respondents indicated that it is present.

4.5 Organization of Credit Risk Management

Table 4.5 Existence of formal credit risk department

No. of respondents Percentages

Islamic Conventional Islamic Conventional

Yes 4 15 100% 100%

No

Total 4 15 100% 100%

Source: Survey data 2010

Figure 4.3 Existence of Formal Credit Risk Management Department

0  Yes

39
Islamic 100%

Conventional : ! 100%

Source: Survey data 2010

4.5.2 Title of Person in Charge of Credit Risk Management
35?

When the respondents were asked to indicate the title of the person in charge of Credit Risk 

Management, 10% indicated Chief risk officer, 15% director of credit, 45% head of risk 

management and 30% of conventional indicated manager credit risk as the title of the person 

in charge, whereas 20% of Islamic indicated manager credit risk and 80% head of risk 

management as the title of the person in charge of credit risk management.
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Table 4.6 In charge of Credit risk management

Title No. of respondents Percentages

Islamic Conventional Islamic Conventional

Chief risk officer 1 10%

Director credit 2 15%
: - . . ....  1

Head of risk management 3 8 80% 45%

!
i

Manager credit risk J 4 20% 30%

T otal 4 15 100% 100%
................... _... ........ j

Source: Survey data 2010

4.5.3 Supervisor of Person in Charge of Credit Risk Management

When the respondents were asked to indicate who the person responsible for credit risk 

management reports to, 7% of conventional indicated manager credit risk, 7% head of risk, 

27% board of directors, 33% director of risk management, 6% director credit and 20% 

general manager whereas 10% of Islamic indicated head of risk, 50% board of directors and 

40% indicated that the head of risk reports to the general manager. This shows that the 

conventional banks have more supervisors than the Islamic banks which do not have a 

director of risk management and a credit director. This information is indicated in figure 4.4 

below.
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Figure 4.4 Supervisor of Person in Charge of Credit Risk Management

y  Conventional u  Islamic

Source: Survey data 2010

4.5.4 Composition of Credit Risk Management Committee

When the respondents were asked to indicate the composition of their credit risk management 

committee, 15% of conventional banks indicated that it comprise of credit committee board, 

50% senior management team and, credit risk officers, 35% Credit Committee and senior 

management, whereas 20% of Islamic indicated credit risk officers and Sharia Advisory 

Committee and 80% indicated credit committee board and Sharia Advisory Committee. 

There exist a lot of disparities on the credit committees of the banks.
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Table 4.7 Credit lisk management committee

Title No. of respondents Percentages

Islamic Conventional Islamic Conventional
Credit committee board. 2 15%
Senior management team and 
Credit risk officers.

8 50%

Credit committee and senior 
management team

5 35%

Credit risk officers and Sharia 
Advisor} committee

1 20%

Credit committee board and 
Sharia Advisory committee.

3 80%

Total 4 15 | 100% 100%

Source: Survey data 2010

4.5.5 Involvement in Lending of Unsecured Loan Products

When the respondents were asked to indicate whether their bank is involved in lending of 

unsecured loan products, 100% of the Islamic indicated No, whereas 100% of the 

conventional indicated.This shows that conventional banks have more strategies to recover 

the loans than other Islamic banks.

Table 4.8 Unsecured loan products

No. of respondents Percentages

Islamic Conventional Islamic Conventional
Yes 15 100%
No 4 100%

Total 4 15 100% 100%

Source: Survey data 2010
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Figure 4.5 Unsecured Loan Products
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Source: Survey data 2010

4.5.6 Current Minimum and Maximum Unsecured Loan Amount

When the respondents were asked to indicate their current minimum unsecured loan amount, 

15% of the conventional banks indicated kshs. 10,000.00, 50% kshs.20,000-500,000, 20% 

kshs.600,000.00 -1,000,000 and 15% indicated above kshs. 1,000,000.

Table 4.9 Maximum and minimum unsecured loans

Amount (kshs.) No. of respondents Percentages

Below 10,000 2 15%

20,000 -500,000 8 50%

600,000 -1,000,000 3 20%

Above 1,000,000 2 15%

Total 15 100%

Source: Survey data 2010

4.5.7 Bank Review of Credit Risk Policies

All the respondents indicated that their bank has a formal credit risk management manual, 

where by when asked to indicate how often they review their bank’s credit risk policies, 40% 

of the Islamic indicated quarterly, 40% annually and 20% indicated others, whereas 7% of the 

conventional indicated monthly, 7% quarterly, 20% semi-annually and 66% indicated
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annually. Due to the frequent reviews in conventional banks, they are in a position of offering 

unsecured loans than their Islamic counter parts.

Figure 4.6 Credit Risk Policy Review

0% 20% 40% 60% 80%.

Monthly Quarterly Semi
annually Annually Others

1-------------- j
20%i S3 Islamic

.......... ...........] 40%[_.... ........ . -. 40%

B  Conventional 7% 7% 20% 66%

Source: Survey data 2010

4.5.8 Level of Involvement of Persons in Formulating Credit Risk Policies

When the respondents were asked to indicate the level of involvement of some of their 

personnel in formulating credit risk policies, on board of directors, 20% of the conventional 

indicated that they are fairly involved, 20% involved and highly involved whereas 20% of the 

Islamic indicated fairly involved, 20% involved and 60% indicated highly involved.

On senior management involvement, 7% of the conventional indicated that they are fairly 

involved, 33% involved and 60% highly involved whereas 20% of Islamic indicated fairly 

involved, 20% involved and 60% indicated highly involved.

On other employees, 7% of the conventional indicated that they are not involved, 29% least 

involved, 36% fairly involved and 28% involved whereas 30% of Islamic indicated not 

involved, 40% least involved and 30% indicated fairly involved.

On third parties, 33% of the conventional indicated that they are not involved, 47% least 

involved, 13% fairly involved and 7% indicated that they are involved whereas 40% of 

Islamic indicated that they are not involved and 60% indicated least involved.
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Table 4.10 level of involvement of persons in formulating credit risk policies

Conventional Bank Islamic Bank____ _ _ ____ ____________ ____ —i—................ _ ...... _ ...  _ ..............
B.OJD Senior

management
Other
employees

Third
parties

B.O.D Senior
management

Other
employees

Third
parties

Not
involved

7% 33% 30% 40%

Least
involved

29% 47% 40% 60%

Fairly
involved

20% 7% 36% 13% 20% 40% 30%

Involved 20% 33% 28% 7% 20% 30%
Highly
involved

60% 60% 60% 30%

Total 100% 100% 100% 100% 100% 100% 100% 100%
Source: Survey data 2010

4.6 Management of Credit Risk

4.6.1 Loan Assessment Methods

When the respondents were asked to indicate the most accurate loan assessment methods they 

use, 13% of the conventional bank indicated qualitative, 47% quantitative and 40% indicated 

both qualitative and quantitative whereas 70% of the Islamic respondents indicated 

qualitative and 30% indicated both qualitative and quantitative.

Table 4.11 Loan assessment methods

No. of respondents Percentages

Islamic Conventional Islamic Conventional
Qualitative 1 2 70% 13%
Quantitative 8 50%
Both qualitative and
quantitative

2 * 5 30% 40%

Total 4 15 100% 100%

Source: Survey data 2010

37



When the respondents were asked to indicate their quantitative loan assessment method, 26% 

of the conventional bank respondents indicated credit scoring, 50% internal credit rating, 

24% credit scoring and internal credit rating, whereas 60% of the Islamic bank respondents 

indicated internal credit rating and 20% indicated credit scoring and internal credit rating.

4.6.2 Quantitative Loan Assessment Techniques

Table 4.12 Quantitative Loan assessment techniques

No. of respondents Percentages

Islamic Conventional Islamic Conventional

Credit scoring 3 2 26%

Internal credit rating 8 70% 50%

Credit scoring and 
internal credit rating

1 5 30% 24%

Total 4 15 100% 100%

Source: Survey data 2010

4.6.3 The 6 Cs Factors Considered When Granting Credit

When the respondents were asked to rate their bank on some factors (6 Cs) considered when 

deciding to grant credit, on character of borrower, 27% of the conventional indicated that it is 

important and 73% indicated highly important whereas 40% of the Islamic indicated 

important and 60% indicated highly important.

On capital (financial soundness), 7% of-the conventional indicated that they are fairly 

important, 33% important and 60% highly important whereas 44% of Islamic indicated fairly 

important, and 56% indicated highly important.

On capacity to pay, 7% of the conventional indicated that they are fairly important, 7% 

important and 86% highly important whereas 20% of Islamic indicated fairly important, and 

80% indicated highly important. On conditions, 46% of the conventional indicated that they 

are fairly important, 31% important and 23% highly important whereas 20% of Islamic 

indicated not important, 60% least important, 10% fairly important and 20% indicated highly 

important.
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On collateral, 7% of the conventional indicated that they are least important, 13% fairly 

important, 33% important and 47% indicated highly important whereas 20% of Islamic 

indicated least important, 10% fairly important, 50% important and 20% indicated highly 

important. This information is summarized below in form of mean and standard deviation.

Table 4,13 the 6 Cs factors in loan assessment

Conventional Bank Islamic Bank

Character Capital Capacity Conditions Collateral Character Capital Capacity Conditions Collateral
i

Sot
plant

10%
1j

8St
BDortantBipUJ UUlt

- .  i [ .  j ;  . m ,  n .  . .  H — ' - T "  J

~7%....
...... ........■:

60% ~ 20% j

arly
iportant

7% 7% 46% 13% 44% 20% j 10% 10%

27% 33% 7% 31% 3 3 % ....... 40% 56% .... 20%.... 50%

p
7.1% 60% 86% 23% 47% 60% 80% 20%

|w
f-........

100% : 100% 100% 100% 100% 100% 100%
. . _:

100% 100% 100%

Source: Survey data 2010

4.6.4 Setting Targets For Credit Risk Ceiling Levels

When the respondents were asked to indicate whether their bank has set targets for credit risk 

ceiling levels, 20% of conventional indicated No and 80% indicated yes whereas 30% of the 

Islamic indicated No and 70% indicated yes.

Table 4.14 Targets for credit ceiling levels

No. of respondents Percentages

Islamic j Conventional
1

Islamic Conventional

Yes 3 13 70% 80%

No 1 2 20% 20% :

Total 4 15 100% 100%
!

Source: Survey data 2010

39



Figure 4.7 Targets for Credit Ceiling Levels
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Source: Survey data 2010

4.6.5 Monitoring of Credit Risk Frequency

When the respondents were asked to indicate how often monitoring of the credit risk levels 

take place, 25% of the conventional indicated weekly, 33% monthly, 16% quarterly, 8% 

annually and 8% indicated others, whereas 25% of the Islamic indicated weekly and 75% 

indicated monthly. This shows that the conventional banks do monitor their credit risk levels 

more than the Islamic banks.

Table 4.15 Monitoring of credit risk levels

No. of respondents Percentages

Islamic Conventional Islamic Conventional

Monthly

Quarterly 8 50%

Semi -annually 2 5 50% 35%

Annually 2 2 50% 15%

Others
l

Total 4 15 100% 100%

Source: Survey data 2010
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When the respondents were asked to indicate methods of credit assessment used by their bank 

for loan application decision making in customer’s source of information, on traditional 

method (human judgment), 7% of conventional indicated not used, 20% least used, 20% 

fairly used, 40% used and 13% indicated that it is highly used whereas 22% of Islamic 

indicated least used, 67% fairly used and 11% indicated used.

On statistical method, 20% indicated fairly used, 20% used and 60% indicated that it is 

highly used whereas 10% of Islamic indicated least used, 50% fairly used, 20% used and 

20% indicated highly used.

On bank covenants, 8% of conventional indicated not used, 8% least used, 38% fairly used, 

38% used and 8% indicated that it is highly used whereas 60% of Islamic indicated least used 

and 40% indicated used.

On guarantees, 7% of conventional indicated not used, 7% least used, 7% fairly used, 57% 

used and 22% indicated that it is highly used whereas 10% of Islamic indicated least used, 

60% fairly used and 30% indicated highly used.

On credit insurance, 21% of conventional indicated least used, 36% fairly used, 29% used 

and 14% indicated that it is highly used whereas 70% of Islamic indicated not used, 20% 

fairly used and 10% indicated highly used.

4.6.6 Assessments of Loan Application for Decision Making

Table 4.16 Credit assessment methods

Conventional Bank Islamic Bank
Traditio

nal
Statistical \ Bank 
method i covenan

________ 1 %

Guara
ntees

Credit 
ins L ira  

nee

Traditio
nal

Statistical
method

Bank
covenant

s

Guarantees
;

Credit
insurance

Not
used

7% 8% 7% 70%

Least
used

20% 8% 7% 21% 22% 10% 60% 10%

Fairly
used

20% 20% 38% 7% 36% 67% 50% 60% 20%

Used 40% 20% 38% 57% 29% 11% 20% 40%
Highly
used

1 3 % 60% 8% 22% 14% 20% 30% 10%

Total 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

Source: Survey data 2010
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When the respondent were asked to indicate how their bank decide on when a client has 

defaulted a loan payment, on one late payment, 36% of the conventional indicated that is not 

considered, 36% least considered, 14% considered, 7% fairly considered and 7% highly 

considered whereas 30% of Islamic indicated not considered, 30% least considered and 40% 

indicated considered.

On two late payments, 43% of the conventional indicated that is least considered, 36% 

considered, 7% fairly considered and 7% highly considered whereas 20% of Islamic 

indicated least considered, 30% considered, 20% fairly considered and 30% indicated highly 

considered. On three late payments, 33% of the conventional indicated that is considered, 

13% fairly considered and 54%  highly considered whereas 20% o f  Islamic indicated 

considered, 10% fairly considered, 20% fairly and 70% indicated highly considered.

4.6.7 Decision on Loan Repayment Defaulters

On four late payments, 36% of the conventional indicated that is fairly considered and 64% 

highly considered whereas 25% o f  Islamic indicated considered, 25%  fairly considered and 

75% indicated highly considered. On five late payments, 14% of the conventional indicated 

that is fairly considered and 86% highly considered whereas the entire Islamic indicated 

highly considered. On more than five late payments, the entire respondents indicated highly 

considered.

Table 4.17 Decision on loan defaulters
C on v en tio n a l B a n k Isla m ic  B a n k

One | Two 
late I late 

paymen j pay 
t | men 

] t

Three 
late 

pay me 
nt

Four 
late 
pay me 
nt

Five
late
pavme
lit

More
than
five
late

payme
nts

One
late

payme
nt

Two
late
payme
nt

Three
late

payme
nt

Four
late
payme
nt

Five
late
payme
nt

More 
than 

five late 
paymen 

ts

Not
considered

36% 30%

I .east
considered

36% 43% 30% 20%

Considere
d

14% 36% 33% 40% 30% 2 0 %

Fairly
considered

7% 7% 13% 36% 14% 20% 10% 25%

Highly
considered

7% 14% 54% 64% 86% 100% 30% 70% 75% 100% 100%

Total too
%

100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

Source: Survey data 2010
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When the respondents were asked to indicate ways in which their bank follow up their clients 

who have defaulted on loan repayments, on calling customers, 13% of the conventional 

indicated fairly used, 40% used and 47% indicated highly used whereas 40% of the Islamic 

indicated fairly used, 10% used and 50% indicated highly used.

On writing to the customers, 7% of the conventional indicated least used, 13% fairly used, 

27% used and 53% indicated highly used whereas 20% of the Islamic indicated not used, 

20% least used, 20% fairly used, 20% used and 20% indicated highly used.

On visiting the customer premises, 7% of the conventional indicated least used, 27% fairly

used, 20% used and 46% indicated highly used whereas 20% of the Islamic indicated least 
«

used, 10% fairly used, 40% used and 30% indicated highly used.

On others, all the conventional respondents indicated highly used whereas the Islamic 

respondents indicated fairly used.

4.6.8 Follow-up Methods on Loan Defaulters

Table 4.18 Defaulters follow-up methods used by the banks

Source: Survey data 2010

4.6.9 Dealing With Difficult to Repay on Time Customers

When the respondents were asked to indicate how their bank deals with “difficult to repay on 

time’’ clients, on use of auctioneers, 7% of the conventional indicated not used, 27% least
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4.6.9 Dealing With Difficult to Repay on Time Customers

When the respondents were asked to indicate how their bank deals with “difficult to repay on 

time” clients, on use of auctioneers, 7% of the conventional indicated not used, 27% least 

used, 40% fairly used, 6% used and 20% indicated highly used whereas 80% of the Islamic 

respondents indicated not used and 20% indicated fairly used.

On taking legal action on the customer, 7% of the conventional indicated not used, 36% least 

used, 22% fairly used, 14% used and 21% indicated highly used whereas 90% of the Islamic 

respondents indicated not used and 10% indicated least used.

On use of collecting agents, 29% of the conventional indicated not used, 22% least used, 21% 

fairly used, 21% used and 7% indicated highly used whereas the entire Islamic respondents 

indicated not used. On restructuring the loan (increasing the period), 7% of the conventional 

indicated not used, 13% least used, 20% fairly used, 47% used and 13% indicated highly used 

whereas 67% of the Islamic respondents indicated fairly used and 37% indicated used.

On writing down the loan (paying the principal), 13% of the conventional indicated not used, 

40% least used, 20% fairly used, 27% indicated used whereas 20% of the Islamic respondents 

indicated not used, 30% indicated least used, 20% fairly used, 10% used and 20% indicated 

highly used. On writing of the debt completely, 27% of the conventional indicated not used, 

47% least used, 13% fairly used and 13% indicated used whereas 80% of the Islamic 

respondents indicated not used and 20% indicated least used.
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Table 4.19 Loan recovery mechanisms
*

Conventional Bank Islamic Banks

Not
used

Least
used
I

audio
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s i l l

7%
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collects
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Rmtmet
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:.. ; ~ -

Write
d o w n
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.........
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off i eers:

!
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coljectio 
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|

8()%“'1
j
1

.... . . ,
29% 7% 13% 27% 80%

...... .
90% 100% [ 2 0 %

27% ^ 16% 22% 13% 40% 1 7 % 10% 30“ i.
!
i

Fairly 40% 22% 21% 20% 20% 13% 20% 63% 20%
used

1................ ...

1
i

Used 6% 40% 21% 47% 27% 13% 37% 10% i'll

20% 1 Is ', 7% 13% H 20% 20% j
used 1

j
Total 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 1

Source: Survey data 2010

4.6.10 Risk Importance

When the respondents were asked to indicate the importance of a number risks, on market 

risks, 7% of the conventional indicated least important, 7% fairly important, 26% important 

and 60% indicated highly important whereas, 20% of the Islamic indicated least important, 

30% important and 50% indicated highly important.

On operational risks, 7% of the conventional indicated fairly important, 20% important and 

73% indicated highly important whereas, 20% of the Islamic indicated fairly important, 20% 

important and 60% indicated highly important.

On compliance risk, 33% of the conventional indicated important and 67% indicated highly 

important whereas, 30% of the Islamic indicated important and 70% indicated highly 

important.

On credit risk, 7% of the conventional indicated fairly important and 93% indicated highly 

important whereas, 30% of the Islamic indicated important and 70% indicated highly 

important.

45



On liquidity risk, 13% of the conventional indicated fairly important, 20% important and 

67% indicated highly important whereas, 12% of the Islamic indicated important and 88% 

indicated highly important.

On foreign exchange risk, 7% of the conventional indicated least important, 20% fairly 

important, 20% important and 53% indicated highly important whereas 10% of the Islamic 

indicated least important, 20% important and 10% indicated highly important.

On interest rate risk, 13% of the conventional indicated fairly important, 47% important and 

40% indicated highly important whereas 70% of the Islamic indicated not important, 10% 

least important and 20% indicated fairly important.

On reputation risk, 7% of the conventional indicated least important, 7% fairly important, 

13% important and 73% indicated highly important whereas 20% of the Islamic indicated 

fairly important, 50% important and 30% indicated highly important.

Table 4.20 Risk importance
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4.6.11 Sources of Funds Used for Credit Activities

When the respondents were asked to their sources of funds used in credit activities 21% of 

the conventional indicated internal generated funds, 46% customer deposits, 33% indicated 

both borrowed funds and private arrangements, whereas 50% of the Islamic indicated 

customer deposits and 50% indicated both borrowed funds and private arrangements. This 

shows that the conventional banks have a wide range of sources of funds compared to the 

Islamic banks.

Table 4.21 Sources of funds

No. of respondents
•" .. ■ ...- ---- f

Percentages

Islamic Conventional
..

Islamic ( Conventional
j

Internal generated funds 2 21%

Customer deposits 2 7 50% 46%

j Corporate bonds !

Borrowed funds & 2 5 50% 1 33%
; private arrangements w m m m m m m am I

Total
L 11 '

100% 100%
1

Source: Survey data 2010
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CHAPTER FIVE

SUMMARY OF THE FINDINGS, CONCLUSION AND
RECOMMENDATION

5.0 Introduction

This chapter presented a summary of the findings and limitations of the study as regards to 

the main objectives of the study. Based on these findings the conclusions were drawn and 

recommendations on the way forward made. The main objective of this study was to carry 

out a comparative analysis of credit risk management practises of Islamic and conventional 

banks in Kenya.

5.1 Summary of Findings

70% of the conventional banks indicated that they were locally owned whereas 30% 

indicated foreign owned with 25% of the Islamic banks indicating that they are locally owned 

whereas 75% indicated they are foreign owned. 7% of the conventional bank indicated that 

they have been in operation for 1-5 years. 29% 6-10 years and 64% indicated over 11 years. 

100% of the Islamic bank indicated they have been in operation 1-5 years. 13% of 

conventional indicated they had 1-10 branches, 33% 11-30 branches and 54% indicated that 

they have over 30 branches. 90% of Islamic indicated they had 11-30 branches and 10% 

indicated over 30 branches.

A majority (100%) of respondents in both conventional and Islamic banks indicated that they 

have credit risk management and also 87% indicated that the person in charge of credit risk 

management is either a general manager or head of Credit Risk Management.

A majority of (95%) of respondents in both conventional and Islamic indicated that they have 

credit risk management policies as a basis for objective credit appraisal and also 60% said 

they review their policies in a yearly basis. This is an indication of growth in the development 

of commercial banks in Kenya

A majority' (64%) of respondents in conventional banks indicated that statistical method of 

credit assessment is highly used in assessing/screening loan application. While 80% of 

Islamic banks indicated they used qualitative method of assessing loan processing.
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Most of the commercial banks used the 6 Cs criteria in appraising their borrowers. A majority 

78% indicated that that capacity to pay was mostly considered of the 6 Cs followed by 

character (76%).

A majority (70%) of respondents both Islamic and conventional banks indicated that as early 

as three late repayments a loanee is considered as a defaulter. 68% indicated that calling 

customers is most used method of monitoring loan repayments.

A majority (45%) of respondents of commercial banks indicated preferred methods of dealing 

with difficult to repay customers is using collection agents and legal actions to recover their 

debts. While 63% of Islamic banks indicated that they preferred restructuring the loan.

A majority (83%) of respondents both commercial and Islamic banks indicated that credit 

risk and liquidity risk are their highly important risks. Also 75% of respondents indicated that 

customers deposits as their source of fund for credit activities.

5.2 Conclusions

From the research findings, some conclusions can be made about the study. From the study it 

can be concluded that Islamic banks do not have well established credit risk management 

practices as compared to conventional banks. This was observed by the disparities in 

monitoring of the credit risk levels, the duration taken by the institution to know that the 

customer has defaulted and how the institutions deals with difficult to pay on time clients.

It can also be concluded that both the ..conventional and Islamic banks take risks equally 

important with an exception of interest rates risk in Islamic banks as their loans do not accrue 

interest thus they do not have a risk with the interest rates.

Loan recovery mechanisms are different between conventional banks and Islamic banks with 

Islamic banks being more flexible thus preferring to restructure the loan contrary to the 

conventional banks who prefer taking legal action on defaulters.

5.3 Limitations of the study

The study anticipated the likelihood of respondents not giving information considered 

sensitive and internal to banks. However, as a mitigation strategy, the researcher assured 

respondents of data confidentiality and this was achieved by not obliging them to provide
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position held or their names on the data collection instruments and by also assuring them that 

the data collected will be used solely for academic purpose.

This study was carried out with a sample of 20 conventional banks and a population of 5 

Islamic banks in Kenya. This represents 50 percent of industry. However, the study intended 

to capture the major players in the industry to make the sample more representative. 

Resources were also a hinder to the objective of carrying out the study with a larger sample. 

In order to delimit this, the study was carried out in Nairobi; hence the sample will be 

assumed to be representative.

Lack of co-operation from some staffs in the data collection sources was a limitation in this 

study. Accessing the individual banks from the required data was not easy and even others 

provided half filled questionnaires.

The extent of the study was limited by the time to collect all the questionnaires from the 

respondents which may have led to improved conclusion. Furthermore, time also limited the 

degree of analysis of the data that could have improved the conclusion reached in the study.

5.4 Recommendations

It is important for commercial banks to have a maximum credit limits for all products. Even 

for very promising customers with regulator incomes and turnovers limits should be

maintained to reduce the total credit exposure per customer.

All the banks should increase their reliancg on statistical methods (credit scoring) in order to 

eliminate subjective decision making by management. Failure to use statistical methods may

give rise to moral hazards which include insider lending, by way of extending credit to 

business enterprise they own or with ones they are affiliated to.

All the banks should lend conservatively in order to avoid credit crunch and overburdening 

customers with debt. Also to avoid'credit risk exposure to exceed the acceptable level banks 

should establish and enforce efficient interanl controls and standard policies.

There should be efficient ways for mitigating credit risk such use of group schemes and 

guarantees for the customers. Monitonng customer’s accounts behavior right from the 

disbursement of the funds and not allowing the accounts going into debits or arrears.
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All the banks should strengthen the lending rule to ensure that deserving facilities are 

properly assessed to identify all the nsk and meet the criteria for approval. The credit risk 

management needs to be a robust process that enables the banks to practively manage the 

loan portfolios to minimise the losses.

Credit risk staffs should be well trained to equip them with knowledge and skilled necessary 

to generate quality lending.

5.5 Recommended Areas for further study

Credit risk management is a wide subject that could not be covered in totality in this study. 

The following can be interesting areas for further research;

• The effects of Non-performing loans on Banks’ profitability.

• The role of Credit Risk Bureau (CRB) in managing credit risk in financial institution.

» The legal, regulatory and liquidity challenges facing Islamic banks operating under

the normal banking Act.

• The effect of “in deplume rule” on credit risk management by banks.
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APPENDIX A: LIST OF BANKS IN KENYA AS AT 2010 (SOURCE, CBK)

i) List of Commercial Banks offering only Shari'ah compliant banking products

1. First Community Bank Ltd.

2. Gulf African Bank Ltd.

ii) List of Commercial Banks offering both Shari’ah compliant and conventional products

3. Dubai Bank Kenya Ltd.

4. Chase Bank (K) Ltd.

5. Barclays Bank of Kenya Ltd.

ii) List of commercial Banks offering only conventional banking products

6. African Banking Corporation Ltd.

7. Bank of Africa Kenya Ltd.

8. Bank of Baroda (K) Ltd.

9. Bank of India.

10. CFC Stanbic Bank Ltd.

11. Charterhouse Bank Ltd.
Under - Statutory Management

12. Citibank N. A Kenya

13. Commercial Bank of Africa Ltd.

14. Consolidated Bank of Kenya Ltd.

15. Co-operative Bank of Kenya Ltd.

16. Credit Bank Ltd.

17. Development Bank of Kenya Ltd.

18. Diamond Trust Bank (K) Ltd.

19. Ecobank Kenya Ltd.

20. Equatorial Commercial Bank Ltd.

21. Equity Bank Ltd.

APPENDICES
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22. Family Bank Ltd.

23. Fidelity Commercial Bank Ltd.

24. Fina Bank Ltd.

25. Giro Commercial Bank Ltd.

26. Guardian Bank Ltd.

27. Habib Bank A.G Zurich.

28. Habib Bank Ltd.

29. Imperial Bank Ltd.

30. I & M Bank Ltd.

31. Jamil Bora Bank Ltd.

32. Kenya Commercial Bank Ltd,

33. K-Rep Bank Ltd.

34. Middle East Bank (K) Ltd.

35. National Bank of Kenya Ltd.

36. NIC Bank Ltd.

37. Oriental Commercial Bank Ltd,

38. Paramount Universal Bank Ltd.

39. Prime Bank Ltd.

40. Standard Chartered Bank (K) Ltd.

41. Southern Credit Bank Corporation Ltd.

42. Trans-National Bank Ltd.

43. Victoria Commercial Bank Ltd.

44. UBA Kenya Bank Ltd. •



APPENDIX B: QUESTIONNAIRE

P. O. Box 26863 -00100,

Nairobi, Kenya.

Mobile No. 0722258418

Email: Abdifatahogle@,Hotmail. Com

Dear Sir/Madam,

RE: RESEARCH PROJECT

I am a post-graduate student at the School of Business, University of Nairobi. In fulfillment 

of the requirement for the award of the degree of Masters of Business Administration (MB A), 

I am currently undertaking a research project on a comparative analysis of Credit Risk 

Management Practices among selected conventional banks and Islamic banks in Kenya 

and I have selected your bank to be one of the respondents.

I request for your assistance by answering the questions to the best of your ability. The 

information provided will be used solely for academic purpose and at no instance will the 

name of your bank will be named in the report. The information will be treated in absolute 

confidence.

Yours faithfully,
Cp&r

Abdi ogle 

MBA Student, 

University of Nairobi.
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INSTRUCTION: Please tick (V) where appropriate and give an explanation where required. 

SECTION 1: General Information

a) Name of the bank (optional).........................................................................

b) Which of the following most accurately describes you bank?
* Locally owned { }
• Foreign Owned { }

c) Please indicate which of the following categories your bank belongs to?
* Islamic banking window { }
* Fully fletched Islamic bank ( }
« Conventional bank only { }
® Others (specify)-----------------------------------------

d) Please indicate the number of years your Bank has been operating as fully Islamic 
banking/Islamic banking window or conventional bank only.

* Less than a year { }
« 1 - 5  years { }
* 6 - 1 0  years { }
* Over 11 years { }

e) How7 many branches does your bank have within Kenya?

(a) 1 - 1 0  { } (b) 1 1 - 3 0  { } (c) Over 30 ( }

SECTION 2: Organization of credit Risk management

a) i) Does your bank have a formal credit risk management department/unit?

Yes { } No { }

ii) If yes, what is the title of the person in charge of credit Risk Management?

b) Who does the person responsible for credit risk management report to?

c) Who composes your credit risk management committee?
Credit Committee Board { }
Sharia Advisory' Committee { }
Senior Management Team { }
Credit Risk Officers { }
Others (Specify)

d) (i) Is 3?our bank involved in lending of unsecured loan products?

(a) Yes { } (b) No { }

58



(ii) If yes, what is the bank’s current minimum and maximum unsecured loan amount

limit? Please state.

• Minimum loan amount Kshs.___________________________
e Maximum loan amount Kshs.___________________________

e) Does your bank have a formal credit risk management manual?
(a) Yes { } (b) No { }

f) How regularly does your bank review credit risk policies?

Monthly { } Quarterly { } Semi-annually { }

Annually { } Others (specify)---------------------------

g) What is the level of involvement of the following person in formulating credit risk 
policies?

Not Involved Leas Involved Involved Fairly Involved High Involved

1 2 3 4 5

Board of directors { } { } { } { } { }
Senior Management { } { } { } { } { }
Other employees { } { } { } { } { }
Third Parties { } { } { } { } { }

• Others (specify)

SECTION 3: Management of Credit Risk

a) (i). which of the following most accurately describes you loan assessment methods?

(a) Qualitative { }
(b) Quantitative { }

(ii). If quantitative which of the following methods are used for loan assessment?

(a) Credit Ratings { } (b) Credit Scoring { }

(c) Internal Credit rating ( } (d) Others (specify)____________
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b) How does your bank rate (consider) the following factors in the decision to grant loan 
credit?

Not Least Important Fairly Highly
important important 

1 2
Important important

e Character of 
borrower

{ } { } { } { } { }

* Capital(fmancial
soundness)

{ } { } { } { } { }

Capacity to pay { } { } { } { } { }
• Conditions { } { } { } { } { }
• Collateral (security) { } { } { } { } { }

c) (i) Does your bank have set targets for credit risk ceiling levels?
(a) Yes { } (b) No { }

(ii) If yes, how regularly does the monitoring of the credit risk levels take place?

(a) Weekly { }
(b) Monthly ( }
(c) Semi-annually { }
(g) Others (specify)

(d) Bi -  Weekly { }
(e) Quarterly { }
(f) Annually { }

d) Which of the following methods o f credit assessment (sources of customer information 
does the bank use in making accept and reject decision as loan application?

Not used Least used Used Fairly used Highly
used

1 2 3 4 5
T raditional 
method

{ } { } { } { } { }

(Human
judgment)
Statistical
methods

{ } { } { ) { } { )

Bank
covenants

{ } { } { } { } { }

Guarantees { } { } { } { } { }

Credit { } { } { } { } { }
Insurance
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e) When does your institution decide that a client has defaulted on loan repayment?
Not

Considered
1

Least
Considered

2

Considered Fairly
Considered

4

Highly
Considered

5
# One late payment { } { } { } { } { }
e Two late payment { } { } { } { } { }
• Three late payment { } { } { } { } { }
• Four late payment { } { } { } { } { }
• Five late payment { } { } { } { } { }
• More than five late 

payments
{ } { } { } { } { }

f) How does your institution follow up clients who have defaulted on loan repayment?

Not Least Fairly Highly
used used Used used used

1 2 3 4 5

Calling customers { } { } { } { } { }

Writing to the customers { } { } { } { } { }
Visiting the customer { } { } { } { } { }
premises.

• Others specify

g) How does your institution deal with “difficult to repay on time” clients?

Not used Least used Used

1 2  3

Fairly Highly used
used

4 5

• Use of auctioneers { } { } { } { } { }
• Take legal action on the 

customer.
{ } { } { 1 { } { }

• Use collection agents { } { } { } { } { }
• Restructure the loan 

(increase the period)
{ } { } { } { } { }

• Write down the loan 
(pay the principal)

{ } { } { } { } { }

• Write off the debt 
completely.

{ } { } { } { } { }

• Leave the customer to { } { } { } { } { }
decide when to pay. 

• Other specify
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h) How important are the risks listed below to your institution?

Not Least Important Fairly Highly
important important Im portant important

1 2 3 4 5

• Market risks { } { } 1 } { } { }

• Operational risks { } { } { ) { } { }
• Compliance risk { } { } ( 1 { } { }
• Credit risk { } { ) { } ( } { )
* Liquidity risk { ) { } { ) { } { }
& Foreign exchange risk { } { } { ) { ) { }

« Interest rate risk { } { } { } { } { }
# Reputation risk { } { } { } { ) { }

m) Please indicate the source of funds used for credit activities?

• Internal generated funds { }
» Customer deposits { }
• Corporate bonds { }
• Borrowed funds { }
• Capital markets { }
• Private arrangements { }
• Others (specify)____________________

Thank you for taking your time to complete this questionnaire!
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