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ABSTRACT

Despite introduction of CBK prudential regulatianfs2006 governing commercial banks
in Kenya, there are no systematic studies thaically assess how regulations have
affected the financial performance of commerciahksa Thus this study sought to
establish the effects of CBK Prudential Regulatioh006 on the financial performance
of commercial banks in Kenya. This was a compagastudy on the effects of CBK

Prudential Regulations of 2006 on the financiafgenance of commercial banks. The
study covered a twelve year period from 2001 to22@ix years prior to implementation

of the prudential regulations (2001-2006) and searg after implementation of the
prudential regulations (2007-2010).

The descriptive research methodology was adoptethigh study. The population of

interest in this study consisted of all the dulgehsed commercial banks operating in
Kenya. The study used secondary quantitative datdetermine the effects of CBK

Prudential Regulations of 2006 on the financiafggenance of commercial banks. The
data was sourced from Central Bank of Kenya’'s B8nkervision Department. These
were in form of financial reports of the banks ilwaal covering a twelve year period

from 2001 to 2012. Regression analysis was usaddtyze the data.

The study revealed that there was great positiviati@an on the financial performance of
commercial banks due to changes in Capital Adequiaicpidity Management, Risk
Classification of Assets and Provisioning, Foreigxchange Risk Exposure and
Corporate Governance. This is an indication thBK@rudential regulations had great
positive effects on the financial performance ofmaeercial banks. The adjusted R
squared value for the period after introductionC&K prudential regulations 2006 was
found to be greater than that of the period poaiotthe regulations an indication that the
regulations greatly influenced the financial pemri@ance of commercial banks.

The study recommended the need for CBK to enhameie prudential regulations on
commercial banks in Kenya, as it was revealed @& prudential regulations enhance
the financial performance of commercial banks inny@e However, a holistic and
integrated regulatory policy approach is advocatedstrengthen market regulation
without stifling competition, innovation and finaataccess.
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CHAPTER ONE: INTRODUCTION

1.1 Background of the Study

Llewellyn (1986) defined regulation as body of sfiecules or agreed behaviour, either
imposed by some government or other external agencelf-imposed by explicit or
implicit agreement within the industry, that limiise activities and business operations
of financial institutions. The core objectives afigncial regulation are to preserve the
stability and soundness of the financial system tanprotect the deposits of the public.
There are two main approaches to financial regudatfirstly, to impose limits or
constraints on the supervisees so as to detertihemgage in certain activities that entail
excessive risk and secondly, to provide finangrat$ with a set of incentives that would
induce them to align their private objectives taiabgoals. Thus, regulation is meant to
define the rules and incentives by which marketigipants must behave, but without
constituting a barrier for the natural developmeithe industry. Indeed, it is stated that
the challenge of financial regulation is to enhaocompetition, openness, and innovation
in the financial sector while maintaining sound geuatial oversight, appropriate

incentives, and needed constraints (Stiglitz, 2001)

1.1.1 Central Bank of Kenya Prudential Regulations
The Central Bank of Kenya was established in 1986ugh an Act of Parliament - the

Central Bank of Kenya Act of 1966. The establishtradrthe Bank was a direct result of

the desire among the three East African statesatee hndependent monetary and



financial policies. The Central Bank of Kenya Aat 1966 set out objectives and
functions and gave the Central Bank limited autopofince the amendment of the
Central Bank of Kenya Act in April 1997, the CemntBank operations have been
restructured to conform to ongoing economic reforifisere is now greater monetary

autonomy.

Section 4 of the Central Bank of Kenya Act states tore mandate of the Bank as
follows: the principal object of the Bank shall teeformulate and implement monetary
policy directed to achieving and maintaining st#piin the general level of prices; the
Bank shall foster the liquidity, solvency and propenctioning of a stable market- based
financial system; and the Bank shall support thenemic policy of the Government,
including its objectives for growth and employmerhe other objectives of the Bank are
enumerated under Section 4A of the Act, and empdiverBank to: Formulate and
implement foreign exchange policy; Hold and manégeforeign exchange reserves;
License and supervise authorized dealers; Formatadeamplement such policies as best
promote the establishment regulation and supervigfcefficient and effective payment,
clearing and settlement systems; Act as bankeradntser to, and as fiscal agent of the

Government; and Issue currency notes and coins.

CBK prudential regulations 2006 for institutionsensed under the banking act were
issued under Section 33(4) of the Banking Act, Wwhe&npowers the CBK to issue

guidelines to be adhered to by institutions in ortte maintain a stable and efficient



banking and financial system. The effective dateifigplementation of the regulations

was f' January 20086.

1.1.2 Financial Performance

Financial performance is any of many different nueas to evaluate how well a
company is using its resources to generate inc@oebs et al., 2005; Richard et al.,
2009). Common examples of financial performancéunte operating income, earnings
before interest and taxes, and net asset valigintportant to note that no one measure
of financial performance should be taken on its oRather, a thorough assessment of a
company's performance should take into account ndéfgrent measures. In traditional
management studies, ratios are classified accotditige following performance aspects
measured: profitability, liquidity, leverage, anffi@ency (Richard et al., 2009). These
ratios can be computed directly using financiatesteent information. Valuation ratios
are added with the traditional classification ofias, which incorporate more current
assessments by the market of the company’s “wo8hfiple balance sheet and income
statement items are use to compute ratios to amdilyancial statements of the financial

institutions.

According to Combs et al. (2005) some of the m@mmonly used ratios and measures
in financial analysis are: (i) Ratios that measuhe Profitability; Operating
Income/Sales, Operating Income/Average Total Asséist Income /Sales, Net

Income/Average Stockholders’ Equity and Earninggiere. (i) Ratios that measure the



Operating Efficiency; Cost of Goods Sold/Averagevemtories, Average Collection
Period, Sales/Average Fixed Assets, Sales/Averagial Tassets, Gross Profit/Sales,
Marketing and Administrative Expenses/Sales. (Hatios that measure Financial
Leverage:Earnings before Interest and Taxes/Interest ExgenBatal Liabilities/Total
Equity. (iv) Solvency ratios; Current Assets/Cutreinabilities, (Current Assets-
Inventories-Prepayments)/Current Liabilities. (v)atlRs that measure Valuation;
Price/Earnings, Net Asset Value, Market Value otiigBook value of Equity, divided

per Share/Market Price per Share, Market capitadiza

1.1.3 Relationship between Prudential Regulations and Financial
Perfor mance

According to Claessens (2003), poorly regulatecthdi are expected to be less
profitable, have more bankruptcy risks, lowaluations and pay out less to their
shareholders, while well-governed firms are exmkdte have higher profits, less
bankruptcy risks, higher valuations and payt onore cash to their shareholders.
Claessens also explains that better regukatioenefit firms through greater access
to financing, lower cost of capital, bettggerformance and more favourable

treatment of all stakeholders.

On the other hand, it has been stated that wegkilation in the banking sector not
only leads to poor firm performance and yisknancing patterns, but can also

provide conducive ground to macroeconomic cris¢égeOresearchers contend that good



regulations is important for increasing ineestconfidence and market liquidity

(Claessens,2003).

With the size of firms increasing and thaerof financial intermediaries growing,
mobilization and allocation of capital has becomeren complex as a result of
liberalization of financial and real marketstrustural reforms including price

deregulation and increased competition. Theseldpments have made the monitoring
of the use of capital more complex in certain wagshancing the need for good
regulations (Claessens, 2003). Further, changedaink ownership during the 1990s
and early 2000s substantially altered govereanof the world’s banking

organizations.

Several events are responsible for the henga interest in regulations especially
in developing countries such as Kenya. Fitstere has been a proliferation of
scandals and crises across the globe in wtheh behaviour of the banking sector
affected entire economies and deficienciesragulation endangered the stability of
the global financial system. Second, the peivanarket-based investment process is
now more important for most economies thanused to be, and that the entire

process is underpinned by better regulatidag€sens,2003).

1.1.4 Commercial Banksin Kenya

A commercial bank is an institution which accepépakits, makes business loans, and

offers related services. Commercial banks alsonaflar a variety of deposit accounts,



such as checking, savings, and time deposit. Tliergment of Kenya acknowledges the
financial sector as a key player in the economiovery process and recognizes the role
played by commercial banks. The government thraihgheconomic strategy paper of
March 2003 spells out measures that it intendsake in order to assist the financial

sector to aid in job creation, poverty eradicatma economic growth.

According to Upadhyaya (2011), the origins of conura banking in Kenya lay in
commercial connections between British East Afaad British India at the close of the
19th century. The establishment of the British Eeapn East Africa began with the
establishment of a trading frontier under the ageoft Imperial British East Africa
Company (IBEAC) incorporated in United Kingdom i88B. IBEAC sought to inherit
the centuries old long-distance trade that linkesl African interior to the African coast,
and from the African Coast to the Indian sub-caminthrough the Indian Ocean. The
first two British banks to be established were Maional Bank of India in 1896 and the
Standard Bank of South Africa in 1910. The formecdme National and Grindlays Bank
and the later became Standard Bank. National BarSoath Africa was established in
1916 but was later merged with Colonial Bank andglasEgyptian Bank to form

Barclays Bank (Dominion Colonial).

The Standard Bank of South Africa and Barclays Begke just branches of British
banks based in London. Their establishments in Kemgre in line with the practice of
British banks to follow the development of tradetleir colonies and concentrate on

finance of international trade. National Bank oflitnoperated mainly in India while the
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Standard Bank of South Africa had its main businasSouth Africa. Since the banks
had links with Europe, South Africa and India theusinesses affected their operations,
because they were mainly dealing with customerm ftbeir respective areas. Open
opportunities for traders and settlers who had ctimiéenya and the growing community
provided initial sources of deposits in excess; dnedsurplus, which remained unutilized
in Kenya were invested in London. Deposits were atsade locally. This situation
prevailed mainly because there was a gap betweekelsmand prospective borrowers

(Upadhyaya, 2011).

The General Bank of Netherlands was set up in 1B&fk of India and Bank of Baroda
were established in 1953 while Habib Bank (overséagd was set up in 1956. The
Ottoman Bank and the Commercial Bank of Africa westablished in 1955. During the
1960s, the banking sector in Kenya experiencedva swege of energy change and in
1968 the Cooperative Bank of Kenya opened its ddard968 again, the business of
Ottoman was taken over by the National Bank of Kenlyp 1971 the National and
Grindlays Bank, that operated as a retail commebeak until 7th December 1971, was
nationalized and formed Kenya Commercial Bank -gbeernment owning 60% of the
bank’s share capital. The Merchant Bank divisiors wacorporated into a new bank,
Grindlays Bank International Ltd, which has change&tanbic Bank. In 1971, Barclays
Bank (DC) changed its name to Barclays Bank Intesnal Ltd and became a wholly

owned subsidiary of Barclays Bank Ltd based indgni{Upadhyaya, 2011).



The post independence bank developments was asud of emphasis on capitalist
economy, attracting foreign investment and maimgimpolicies of Africanization of the
economy facilitated by several political and regig factors. Currently there are forty
three (43)duly licensed commercial banks in Kenya. Kenya bamlsector is relatively
developed and diversified. This is because asis#ise with most developing economies
major components of a functional banking systenglusing banks, non-financial
banking institutions, microfinance institutions,edit cooperatives and contractual
savings are in place in Kenya. Banking sector isliidated by 7 out of 43 operating
commercial banks who account of about 70% of tdéglosits and lending in June 2010.
Many commercial banks are located in major towrtshiawe network of branches across
the country. For example out of 488 banking outletdhe country as at June 2010, 10%

were located in Nairobi and Mombasa (Kariuki, 2005)

The banking sector underwent rounds of bank faslumemid 1980s and 1990s (Ngugi,
2001). Between 1993 and 1996, six commercial baakd twelve NBFIs faced
insolvency problems. In 1998, five banks were pageder statutory management. The
main factors contributing to this crisis includedhdercapitalization, non-performing
loans, over investing in speculative property mavideich faced declining prices, insider
lending to directors, and loans extended to uneiaptojects under influence of
government officials (Ngugi, 2001). Following th@msening macroeconomic conditions
in Kenya in the 1990s, the banking sector shift@nflending to the private sector to

investing in government securities. Lending to pineate sector declined from 54% in
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1999 to 42% in 2001. Investment in government seesrin the same period rose
from16% to 22% resulting in a rise in the liquiddf/the banking system from 32.1% in
1997 to 43.4% at the end of 2002. The level ofredeincome declined with interest
income from banks falling 81.25% in 1997 to 67.292002, while non-interest income
rose during the same period from 17.6% to 32.8%is T@aw the banks closing
unprofitable branches, retrenching staff and adgptiew technology as they tried to
control operating expenses. However the percentdgeperating expenses to total
expenses rose from 40.6% in 1997 to 72.7% in 2D0O&ng this period, the level of non-
performing loans increased to over 30% of the toi@hs, which partly contributed to the

decline in profitability of banks (Ngugi, 2001).

According to Kariuki (2005) the banking sector egsiented, fragmented and dualistic.
To the extent that there are multiple financial ke#s with different institutions serving
heterogeneous needs, it's regarded as segmentedadkof interaction among different
units both across and within means the systenagiented and the coexistence of both
formal and informal sector is the case of dualisin. Kenya the banking industry is
segmented in 3 groups (Kariuki, 2005). The firsbuyr caters for corporate business
particularly the multinationals, UN agencies andeot international organization.
Banking for this group is dominated mainly by fgmiowned multinational banks. The
second group is the retail national business whpbears to be catered for mainly by the

large and medium sized locally owned banks. Thedtigroup is the personalized



business that appears to be community driven ardbrsinated by the small national

banks.

1.2 Resear ch Problem

There is a general consensus among some schodargrtidential measures mitigate the
effects of economic crises and lead to the stgbitif the banking system and

subsequently an improvement in the macroecononsigltee(Naceur and Kandil, 2009;

Adam, 2005; Scott, 2010). Jackson (1999) writes Hanks mainly respond to strict

prudential regulations related to capital requiretady reducing lending and that there is
little conclusive evidence that capital regulatioais induced banks to maintain higher

capital to assets ratios than they otherwise wohtibse if unregulated.

CBK in 2006 spelt guidelines and regulations to ueasthat there is prudential
management in the banking industry. Some of theselgntial guidelines relate to
licensing of new institutions, corporate governancepital adequacy requirements,
liquidity management, risk classification and asgetvisioning, foreign exchange
exposure limits, publication of financial statenmseaimong others. Nonetheless, there are
no systematic studies that critically assess howK QBudential regulations 2006
governing Institutions Licensed under the Bankingt An Kenya have affected the

financial performance of banks.

Studies done on regulations in Kenya include: Téeking sector regulatory framework

in Kenya: Its adequacy in reducing bank failure i@, 2001); Evaluation of financial
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performance of SACCOs before and after deregulafitve case of SACCOs based in
Nairobi (Oyoo, 2002); An evaluation of financialrftgsmance of the Kenyan banking
Sector (Kathanje, 2000); Financial regulatory dtree reform in Kenya, and The
perception of financial intermediaries in Kenya Re&ting the case of a single financial

regulator (Mathenge, 2007).

There is a gap between theory and evidence incgtjgn of prudential regulation to help
improve financial performance in banking sectoreTpurpose of this study was to
establish the extent to which the CBK 2006 bankslajines and regulations have
affected or influenced financial performance of coencial banks in Kenya. This study
tried to answer the question-what are the effe¢tstwoduction the CBK prudential

regulations on the financial performance of comna¢tzanks in Kenya?

1.3 Objective of the study
To establish the effects of CBK prudential regaasi on the financial performance of

commercial banks in Kenya.

1.4 Value of the study

The findings of this study will be of benefit toetfollowing parties:

This study will be important to regulatory authm$t and policy makers in the financial
sector especially in the banking industry. The gtwill be useful source of information
for their advisory role and in embarking on praatistructural reforms and evaluating

their effects on the sector.

11



This study will be useful to current and potentiavestors. Investors will be better
informed by the findings on the future prospectshaiir investments choices in relation
to the banking sector. They will also be able talarmstand the operations of their

competitive environment and the safety and secofitheir investments.

The study will be useful to academicians. It willdato existing literature on effects of
regulation on banking sector. The study will aldbthe gap of knowledge and lay a

foundation for further research in regard to thekiag sector.
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CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

The review of literature is to guide us in the noelblogies to be used, estimation
procedures and interpretation of results. This tdraptherefore, focuses on both
theoretical and empirical literature to understaegulation and financial performance.
This chapter is divided into four broad sectionBe Tirst section reviews select theories
of regulation. The second section assesses literaan measures of financial

performance. The third section gives an overvieWBK prudential regulation 2006 for

institutions licensed under the Banking Athe final section reviews empirical studies

on regulation and financial performance.

2.2 Review of Theories
This section will review theories of economic arahking regulations. The focus of the
theories is whether there is need for more reguiatir deregulation in the economy

especially in banking sector.

2.2.1 Public Interest Theory and Market Failure

Pigou (1932) notes that the theory of economic leggun is rooted in perception that
government must step in to regulate markets irant#s when markets are unable to
regulate themselves. These so-called "market &sluoccur where the price mechanism
that regulates supply and demand breaks down,nfprgovernment to take action.

Natural monopolies and external costs (externa)itexe the most prominent types of

13



market failure. Natural monopolies occur when ilked costs of supplying a commodity
are so great that it makes sense for only one fonsupply that commodity. Public
utilities like the delivery of electricity or wat@vastewater services to your home usually
require so much money to build the necessary intretsire (erect utility poles and lay
pipelines) that no company would take on the taskhout confidence that it would
control a sizeable portion of the market. The peablis that the monopoly businesses
that arise from this situation tend to use theirkeapower in ways that can be highly
detrimental to the community at large. This is vehgovernmental regulation becomes

important.

Externalities occur when the costs or benefitsrotipcing a good or service are not fully
incorporated into the price. Economists often eite pollution as a cost incurred by
almost any sort of economic activity, but whichoiéen ignored when determining the
prices. When the polluting activity is very congatgd, as in a manufacturing plant, the
costs to the surrounding community can be condidieraret, without governmental
regulation there is nothing that compels the ptangéither minimize the environmental
impact or otherwise compensate the community faribg that part of the cost of
production. These sorts of market failures, aloitt) the general need for mechanisms of
regular public disclosure by business, make regudatritical if the public interest is to
be protected. In this view, regulation results frtiva need to protect the public from the

negative impacts of such market failures and atlaemful business behaviour.
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2.2.2 Capture Theory and Monopoly Control

The public-spirited vision of the public interediebry of regulation began to be
challenged systematically in the early 1970s whesearchers suggested that the
individual regulatory agencies of government did work for the public interest at all.

Instead, they worked for private interests who altgyudemanded to be regulated as way
of enhancing profits. Going further, some even adgthat each individual government
agency was "captured" by the leading organizedreste(a company or business

association) in the industry over which a particalgency operated.

This view rests on the understanding that the ipalitactors most interested in the
regulation of a particular industry are the compann that very industry. Because of this
tightly focused interest orientation among economaators, it is thought that each
regulating agency has been isolated and essentaign over by a single powerful
interest or interest association representing tleey vindustry under regulation.
Furthermore, it is believed that powerful interegisone industry generally do not
interfere with the regulating activities in othe@dustries. This line of analysis implies
that there is little or even no competition oventtol of public policy among economic
interests. Within each industry a single companyndustry association dominates, and
each industry minds its own business being camstito interfere with other industries
and their particular public agencies. Citizens, mdale, are thought to be largely absent
from the processes of economic regulation. Thidusxan of citizens is thought to result

from two things: the issues and processes involmedcomplex and arcane, and the
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impact of regulation on any individual citizen &atively light compared to the impact
on the businesses under regulation. A citizen gagrfew dollars more per month for
electricity is relatively insignificant compared the millions of dollars at stake for an
electric utility company. In short, regulation esisnot because citizens need it, but
because the regulated industry wants it. The captiieory of economic regulation
provides some of the theoretical foundation for dmmcept of "iron triangles” (also
known as policy sub-governments), which depict @edakway relationship between a
government agency, the industry over which it hasponsibility and the relevant

legislative committees (Stigler, 1971).

2.2.3 Special Interest Theory and Group Competition

This approach to understanding regulation devel@sed response to the capture theory.
Some researchers reject the capture theory's emsprasnonopoly control of individual
agencies by one narrow group of powerful interdsistead, they propose that multiple
groups actually compete for control of an agenagtsvities. The average citizen is not a
major factor in this model either. Instead, powkgtoups fight among themselves to use
the coercive authority of the government to makessrand regulations that would help
their particular businesses. Such rules might lolp industry or company, but hurt
others. As in the capture theory government reguias not regarded by the regulated
industries as an inherently bad thing. Instead, rdgulated industries or companies

actually demand regulation. The key difference leeivthe capture theory and the
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special interest theory is that the latter holdg ttompetition among special interests can

be both widespread and intense (Becker,1983).

2.3 Measuresof Financial Performance
Financial performance, which assesses the fulfitingd the firm's economic goals, has

long been a central focus in management resear@imoperformance (Barney 2002).

While measuring financial performance is not as glcated as quantifying the effects of
prudential regulations, it also has it explicit q@iwations. There is little consensus about
which measurement instrument to apply. Richardl.et(2009) writes that while firm
performance is a multidimensional construct thaiscsts of many different aspects such
as operational effectiveness, corporate reputatod, organizational survival, the most
extensively studied areas is its financial componte fulfillment of the economic goals

of the firm.

To assess the financial performance, researchersraly use either accounting-based
measures of profitability such as return on as@et3A), return on sales (ROS), and
return on equity (ROE), or stock market-based meassuch as Tobin's Q and market
return (Combs et al., 2005; Hult et al., 2008).Batcounting-based and market-based
measures of financial performance are generallgm@ed as suitable indicators of firm
financial performance even though their relatiopshiis not well defined Keats (1988).
The variety of measures, which represent diffejgrspectives of how to evaluate a

firm’s financial performance, have different theizal implications (Hillman and Keim,

17



2001) and each, is subject to particular biase® dplication of different measures
complicates the comparison of the results of dfierstudies. Accounting measures
capture only historical aspects of firm performanteey are subject, moreover, to bias
from managerial manipulation and differences inoacting procedures (McGuire et al.,

1986).

Market measures on the other hand are forward hgokand focus on market
performance. They are less susceptible to diffeaenbunting procedures and represent
the investor's evaluation of the ability of a fira generate future economic earnings
(McGuire et al., 1988). But the stock-market-basezhsures of performance also yield
obstacles. According to Ullmann (1985), the usemairket measures suggests that an
investor’s valuation of firm’s performance is a peo performance measure which may
not be the case (McGuire et al., 1988). Even ifassumption of market efficiency holds,
Bettis (1983) argues that a firms Stock price dossnecessarily reflect its fundamental
value because it is influenced by the informatioanagers choose to disclose to

investors.

Venkatraman and Ramanujam (1986) suggest that attogtbased and market-based
measures can be unrelated because of the corfitteeen achieving short-term and
long-term economic goals. Among those who expecb@ating and market measures to
be related, there is a debate about whether thktionship is sufficiently high so that
they can be treated as equivalent, interchangeadésures of firm financial performance

(Combs et al., 2005; Richard et al., 2009).
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Empirical findings are diverse about the relatiopshetween accounting and market
measures of financial performance. Hoskisson €1294), McGuire and Matta (2003)
report a positive relationship between accounting anarket measures of financial
performance postulating relative stability of fifmancial performance and because past
performance is good predictor of future performance (Jacobsen8L98thers report a
negative relationship by suggesting that investirsrot expect either high performance
or low performance to last long (Nelson, 2003) vwelasrothers report no relationship at
all (Hillman, 2005). This varied relationship betn accounting and market measures
has important implications for organizational reshabecause it concerns whether firm
financial performance can be treated as a singteesional construct (Richard et al.,

2009).

Schwab (1999) argued that if accounting and mariessures are highly correlated, that
is, they demonstrate sufficient convergent validityuggests that these measures can be
treated as equivalent, interchangeable indicatbrfsrra financial performance. In this
situation, theories of firm financial performantat find support in accounting measures
should also find support in market measures, ame viersa. Researchers can also
increase measurement reliability by using bothheht to create a composite measure of
firm financial performance (Rowe and Morrow, 1999n the other hand, if accounting
and market measures are not correlated or arelat@daeonly at a low level, it suggests
that firm financial performance is not a single dmsional construct and that accounting

and market measures capture its distinct dimensions
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2.4 Overview of CBK Prudential Regulations (2006) for Commercial

Banks

According to the CBK prudential regulations 2006 fostitutions Licensed under the
Banking Act, banks and other financial institutionKenya licensed under the Banking
Act have to comply with a wide range of regulatgmovisions in their day-to-day

operations. These are:

2.4.1 Licensing of New | nstitutions

The CBK Regulations provides a clear guide on theditions one must fulfill to be

granted a license to conduct banking, financiahortgage business in Kenya.

2.4.2 Corporate Governance

This Guideline is intended to provide the minimutanslards required from directors,
chief executive officers and management of an tutgin so as to promote proper
standards of conduct and sound banking practicesyedl as ensure that they exercise
their duties and responsibilities with clarity, @ssice and effectiveness. This Guideline
should not restrict or replace the proper judgnadrthe management and employees in
conducting day-to-day business. Each institutiotherefore required to formulate its
own special policies (taking into account the iogibn’'s special needs and
circumstances) on the duties, responsibilities@rtiuct of its directors, chief executive
officers and management. The separation of theoredipilities of the Board and the
management has been clearly outlined in the Reagofato ensure transparency and

accountability in the running of the banks.
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2.4.3 Capital Adequacy

This Guideline is intended to ensure that eachtutgin maintains a level of capital
which (i)is adequate to protect its depositors aradlitors, (ii) is commensurate with the
risk associated with activities and profile of timestitution, and (iii) promotes public
confidence in the institution. The board of direstoof each institution shall be
responsible for establishing and maintaining, atiales, an adequate level of capital.
The capital standards herein are the minimum aabéptfor institutions that are
fundamentally sound, well-managed, and which havenaterial financial or operational
weaknesses. Higher capital ratios may be requioedntividual institutions based on

some circumstances as identified by the Act.

2.4.4 Risk Classification of Assetsand Provisioning

This guideline is intended to ensure that all asset regularly evaluated using an
objective internal grading system which is consisteith this guideline; and that timely
and appropriate provisions and write offs are maddne provisions account in order to
accurately reflect the true condition and operatregults of institutions. It is also
intended to encourage institutions to develop @ffecworkout plans for problematic
assets in accordance with this guideline. The Bo#idirectors of each institution shall
be responsible for establishing an asset reviekesyswhich is consistent with this
guideline, which accurately identifies risk, assutke adequacy of the provisions for
non-performing assets, and properly reflects sashlts in the financial statements of the

institution.
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2.4.5 Liquidity Management

The purpose of this Guideline is to: Ensure eashtirtion meets the minimum liquidity
requirements; Provide guidance on compilation auditiity returns; Ensure accuracy and
uniformity in the computation of the liquidity ratin the banking sector; Ensure timely
submission of liquidity and maturity analysis ofats and liabilities returns to the CBK;
Guide institutions in the formulation of liquiditynanagement strategies, policies,
procedures, management information systems, irteor#rols and contingency plans
for unexpected distress situations. It is the raspmlity of the board of directors of each
institution to develop and document liquidity maeagent strategy and relevant policies.
The strategy and policies should be communicateskézutive and senior management
and all other appropriate staff members for executlt should be borne in mind that
although the statutory prescribed minimum liquidigquirement is 20% of deposit
liabilities, matured and short term liabilitiejuidity requirements vary from institution
to institution depending on cash flow requiremeriEgsch institution shall therefore
identify its unique liquidity requirements over spe time periods and plan for

appropriate funding.

2.4.6 Foreign Exchange Exposure Limits

This Guideline is intended to ensure that the gatknsk of loss arising from foreign

exchange rate fluctuations to a bank’s capital mwethin prudential limits.
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2.4.7 Prohibited Business

This guideline applies to all transactions condaidig an institution and reflected on the
balance sheet or reflected as off-balance sheasitBlotwithstanding the limits set forth
in this guideline and the provisions of the Bankiigt, institutions shall comply with
sound banking practices and written policies, whiakie been adopted and approved by
the institutions’ board of directors. The boarddafectors of each institution shall be
responsible for establishing appropriate policiad @rocedures which ensure that all
business transactions made are fully compliant Wi limitations set forth in the
Banking Act and all business decisions made areirasti@red in accordance with

prudent banking practices.

2.4.8 Proceeds of Crime and M oney L aundering Prevention

This guideline shall apply to all institutions lieed to transact business under the
Banking Act. It highlights methods of prudent cus@y identification, record keeping,
identification of suspicious activities and the de® report such activities to the
appropriate authority for further investigation.ist the responsibility of the board of
directors and management of an institution to distabappropriate policies and
procedures and to train staff to ensure adequatdifctation of customers, their source
of funds and the use of the said funds. Such mslishould also ensure the effective
prevention, detection and control of possible mol@ydering activities and terrorism

financing.
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2.4.9 Appointment, duties and responsibilities of External Auditors

The need for CBK'’s approval of the registered pulblkccounting firm arises out of the
desire to ensure that the registered public acauyirm appointed by the institutions
has achieved acceptable standards of both comgetentindependence to enhance the
supervisory role of the CBK. This guideline is thfere intended to assist the registered
public accounting firm to discharge its functionsmn effectively. Every institution shall
advise its registered accounting public firm to tlee guideline in conjunction with the
Banking Act. It is the responsibility of the boaaf directors to ensure that the
institution’s shareholders appoint a registered lipulaccounting firm annually in

accordance with this guideline and other applicdoles.

2.4.10 Publication of Financial Statements

This regulation is intended to enhance market plis@ in the banking and financial
sector in general. As custodian of public fundsnkiag institutions have the
responsibility to safeguard their integrity and dibdity in order to maintain public
confidence. It is under these considerations thstitutions are required to periodically
publish their financial statements in order to htiaely information to all stakeholders.
This would also encourage institutions to enhamcelgnt management of their affairs

and exercise self- regulation.

The board of directors of each institution shall lesponsible for the adherence and

compliance with the provisions of this regulation.
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2.4.11 Opening of a new place of Business, closing existing place of
Business or changing location of a place of Business

This guideline provides clear regulatory requiretmiéat should be fulfilled prior to an
institution being granted an approval to open, &€los change location of an existing

place of business.

2.4.12 Mergers, Amalgamations, Transfer of Assetsand Liabilities

This guideline shall be applicable to all instituts licensed to conduct business in Kenya
under the Banking Act (Cap.488). It specifies agailon procedures and the minimum
conditions that must be fulfilled by merging or dgamating institutions and forms to

accompany applications for transfer of significain@reholding.

2.4.13 Enfor cement of Banking L aws and Regulations

This Guideline is intended to provide informatiomdaguidance to the banking industry
on the approach the Central Bank will take in isgyprompt supervisory directives and
corrective orders to institutions. Supervisory eoément actions, contained in the CBK
regulations 2006 has attempted to set forth thekibgnpractices, conditions, and

violations of law giving rise to the particular pfems or weaknesses identified,
ordinarily through on-site examinations. Superwsenforcement actions are also to be
used to provide an outline of specific correctigaiedial measures, including appropriate
time frames and goals for achievement of compliasgeecific courses of enforcement
action which may be considered for use by the CBK ke communicated to each

individual institution as and when the need arises.
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2.5 Review of Empirical Studies

Kathanje (2000) in evaluating the performance ef klenyan banking sector notes that
banks have seen growth in overall financial perfomoe over the years. He further
identified that the sector’s assets increased agsbeontinued to expand their lending
portfolio. Deposits have also increased followirgpdsit mobilization and expansion of

branch networks by banks.

Koros (2001) did a comparative study of perforneaotNon Bank Financial Institutions
(NBFIs) prior to and after conversion to fully ptgtl banks. He found out that they did
not register improved performance. Evidence from study indicated insignificant and
in many of the performance indicators a declinimggd. It recommended to shareholders
of NBFIs that have not converted to critically neakiate their business strategies while
taking cognizance of radically changed operatingd) lagislative environment so that they
can arrive at informed decisions on the most slatabatus (NBFI or bank) that would
enable them to actualize their institutional objet. The study recommended to
regulators to consider adopting a more proactiygagrh of discharging their regulatory
role over the banking sector in order to avoid isriesulting from regulation. Self
regulation for specific sectors of the industry aselective application of specific
legislations to cover specific sectors of the indusvhere unique characteristics are

paramount as opposed to blanket legislation isr@isommended in the study.
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Stiglitz (2001) noted that all the arguments thgtport the application of regulation to
banks are naturally extended to nonbanks. Howether, extent and nature of the
regulation may differ markedly between banks and-banks depending on the role the
latter institutions play in the economy. Some issuolved in prudential regulation of
non-banking institutions are different from the sregpplied to banks because for the
former ones, systemic risk, contagion and the ptletisruption of the payments system
do not constitute threatening issues. In the caddiao Finance Institutions(MFIs), the
task involves establishing an appropriate and etisttive regulation that is compatible
with the objectives of regulation of the financmlstem as a whole; and that allows
sufficient margin for innovation and flexibility téacilitate the growth of the industry

(Stiglitz, 2001).

Obiero (2002) in his study on the adequacy of @uaking sector regulatory framework in
reducing bank failure analyzed 39 banks which ¢hile Kenya in the period 1984 to
2001. He identified ineffective board and managemeadpractices as the most dominant
reason for bank failure. Other causes of bank raiinclude: high incidences of non-
performing loans, unsecured insider loans, undé&adgg@ation and insolvency, poor
lending practices, run on deposits, persistentatimhs of the banking act leading to
closure and heavy reliance on parastatal deposits.further noted that although the
legal provisions of the banking regulatory framekvisr fairly comprehensive in coverage
and adequate in content to reduce probability déirs, timely intervention by CBK is

important if they are to be effective.
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Oyoo (2002) in analyzing SACCOs that existed befteegulation(1992-1996) and after
deregulation(1997-2001) for SACCOs based in Najrobncluded that the performance
of SACCOs in the two eras were not significanthyffedent, even though minor

advantages were seen to have existed before datieguéspecially where absolute mean
ratios were used. SACCOs performed relatively bdtéfore deregulation since most of
the World Council of Credit Unions (WOCCU) goalsreienet. Deregulation in this case
means the transfer of control of Credit Unions fribra government to Owners. This was

officially initiated in Kenya in 1997.

Hardy et al., (2003) said that there are some apecific arguments that support MFI
regulation. Regarding the protection of deposittiniey argue that depositors of a MFI
are in a disadvantaged position compared to ofiets, not only because of the small
amounts of their individual deposits but because‘@ilure of an MFI would discourage

them from participating in the financial systemefiditely’. Besides, these authors point
out the need for some protection against fraudypeactices like the pyramid scheme
that can be highly detrimental for small clientmdfly, it is stated that the monitoring of
the financial situation of MFIs is meant to contri® to the stability and public

confidence on the financial system, especiallyhé tmicrofinance system is highly

dependent on funding from commercial banks.

Steel and Andah (2003) in evaluating Rural and MiEmance Regulation in Ghana
postulated that it is valuable opening up (or leg\alone) different tiers of formal, semi-

formal and informal MFIs that provide different pkects and services to different market
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niches. However, it is also clear that taking toonpotional an approach and allowing too
easy entry in the early stages tends to fostermabeu of weak institutions, especially
when they are using relatively new methodologies #ne relatively untested in the local
market. This can both undermine the credibilityradt category of institutions and drain
scarce supervision resources or foster benign ckegtdil the problems become severe.
Clearly, the biggest challenge in regulating MHAsfinding the right balance between
ease of entry for greater outreach, prudential le¢igms to promote sustainability, and

supervision capacity.

According to Gallardo et al (2005), designing thegulatory framework for MFIs
requires that the goals and range of the regulatimuld be properly delineated. This is
aimed at issue of whether regulation should fogusnacrofinance lending as an activity
or on the institutions that are engaged in the afitance business. Regardless,
regulations should be established in an unambiguways with clear definitions of what
is understood by microfinance services and of dgall and institutional form of MFIs in
order to avoid regulatory arbitrage. Nonethelesspaling to the literature, it is observed
that a practical approach is to regulate microfageaas an activity rather than focusing on
the institutional structure, due to the broad raoig@stitutions that may be involved. It is
imperative to be aware about the special featuresicrofinance operations in order to
understand the arguments behind the definitionrofigntial standards for MFIs, which
in some cases are recommended to be stricter tiarories applied to commercial

banking. Compared to traditional financial acte®j microfinance has some distinctive
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characteristics regarding its lending methodolagymposition of loan portfolio, capital

structure and institutional form.

2.6 Summary of Literature Review

This chapter covered a review of the finance liteea regarding the theoretical
justifications for regulating the financial system and the varioagproaches of
undertaking financial regulations. The theoretlitalature supports the regulation of the
banking sector and removal of monopolistic tendeman the market. Theories revealed
that regulationshould be defined as clearly as possible in ordeavioid regulatory
arbitrage and that any potential impacts shouldoediaken for granted because financial
regulation might impact in different ways the belbayv and performance of stakeholders
in the financial institutions and markets which htigentail significant financial and
economic effects that need to be properly analy§kdse theoretical concepts will form
an important foundation in analyzing the effecttbé prudential regulations on the
financial performance of commercial banks. Howevearious empirical studies
reviewed demonstrated that implementation of tlyeilegory standards should not only
be country and sector-specific but also relevadt@msistent with the chosen regulatory

approach.

Based on the above, there is a gap between thewyewidence in application of
prudential regulation to help improve financial fpemance in banking sector. Empirical

evidence in Kenya showing the effects of prudemggulations on financial performance
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of commercial banks in Kenya are not explicitlyaashed and related studies are not
explicitly documented, and a gap exists which cafilked through more research on the
area. Thus, there is need to carry out an empimeastigation to establish the extent to
which the CBK 2006 banks guidelines and regulatibase affected or influenced
financial performance of commercial banks in Kerlais is the gap this study will aim

to fill.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1 Introduction
This chapter outlines the general methodology tha$ used to conduct the study. It
specifies the research design, target populatiata dollection method and instruments,

and data analysis and interpretation.

3.2 Resear ch Design

A research design is a plan, structure and strateggeived so as to obtain answers to
research questions. It provides a framework fonplag and conducting a study. The
descriptive research methodology was adopted is $hudy. The methodology was
preferred because the study used quantitativestitali data to describe the effects of
CBK Prudential Regulations of 2006 on the finanpi@iformance of commercial banks.
The study covered a twelve year period from 20012€12; six years prior to
implementation of the prudential regulations (2@DD6) and six years after
implementation of the prudential regulations (2@W2-2). The study compared the
financial performance of commercial banks betwelea two periods: pre and post

introduction of CBK Prudential Regulations of 2006.

3.3 Population

Cooper and Emory (1995) define population as thal twollection of elements about

which the researcher wishes to make some infereldesent is the subject on which
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the measurement is being taken and is the uniudfysaccording to Cooper and Emory
(1995). The population of interest in this studysisted of all the 43 Commercial banks

operating in Kenya (see Appendix ).

Since the population of the study was small, al ¢tbmmercial banks were studied and
therefore the target population is equal to the pdansize. Therefore, the study

purposively targeted all the commercial banks.

3.4 Data Collection

The study used secondary quantitative data. The was sourced from CBK’s Bank
Supervision Department. These were in the form ioéricial reports of the banks
involved and they covered a twelve year period fi2001 to 2012 - six years prior to
implementation of the prudential regulations (2@WD6) and six years after

implementation of the prudential regulations (2QG02-2).

3.5 Data Analysis

The study sought to determine the effects of CB&dential Regulations of 2006 on the
financial performance of commercial banks. The depat variable was the financial
performance measured by ROA. The independent \‘asiabere the CBK Prudential
Regulations that were introduced in 2006. Theseeweeasured by selected regulatory
parameters: Capital Adequacy, Liquidity ManagemBmgk Classification of Assets and
Provisioning, Foreign Exchange Risk Exposure anth@ate Governance. Regression

analysis was used to analyze the data.
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3.5.1 Analytical Model

The following multiple regression model was used,;
PERF = B3, + B,CA+ B,LM + B,RC + B,FE + B,CG + ,D +/

The equation above defines the regression equasied in this study where:
PERF is financial performance represented by ROA

CAis average Capital Adequacy measure for the bankohggstry,

LM is average Liquidity Management measure for thibgnndustry,

RC is average Risk Classification of Assets and Riowing measure for the banking

industry,
FE isaverage Foreign Exchange Risk Exposure measuthddranking industry,
CGis average Corporate Governance measure for tHenggamdustry and

D is a dummy used measure the effects of the priadleegulations on the financial

performance.

This study was a comparative study of pre and pdtcts of CBK Prudential

Regulations on the financial performance of commérnoanks. The study covered a
twelve year period from 2001 to 2012; six yearsipto implementation of the prudential
regulations (2001-2006) and six years after implaiai@on of the prudential regulations
(2007-2012). The study compared the financial perémce of commercial banks

between the two periods: pre and post introductbil€BK Prudential Regulations of
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2006. Means of the variables between pre and pastduction in 2006 were compared
using the t-test. The paired samples correlatiangfficient between two periods was
calculated and interpreted. If the paired samplesttstatistics is low in significance, it
indicates that the two periods are not relatedaardndependent of each. In order to test
the relationship between the variables the infémétests including the Pearson Product-
Moment Correlation Coefficient was used. Pearsomdégt-Moment Correlation
Coefficient as measures of association was useadmine the relationship between the
independent and dependent variables. The relatreer® explored with the use of
Pearson’'s correlation coefficient. Pearson's cati@h coefficient calculates a

relationship between two variables.

3.5.2 M easurement of Variables

3.5.2.1 Financial performance
This study used ROA ratios to capture company pexoce. The ROA ratio is

computed by dividing profits before interest ankl payments by total assets. The ROA
is a performance measure equal to profits befarrast and tax per Kenya Shilling of
assets. It provides information on how efficierdlyirm is being run because it indicates

average profits generated by each shilling of asset

3.5.2.2 Capital Adequacy

For the purposes of this research study the prvssof the regulations in regard to total

capital were employed. As provided by the regutejccommercial banks must maintain
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a total capital of not less than twelve per cenit®total risk weighted assets plus risk

weighted off- balance sheet items.

3.5.2.3 Liquidity Management

The regulations stipulate that commercial banks ragqired to maintain a statutory
minimum of twenty per cent (20%) of all its depdsatbilities, matured and short term

liabilities in liquid assets.

3.5.2.4 Risk Classification of Assets and Provisioning

Risk classification relating to the minimum prowising allocations for potential losses
arising out of loans classified “Normal” was usedthe study as a measure of Risk
Classification of Assets and Provisioning. The tafjons provide that a provision of 1%
shall be applied against the gross balance of a tegardless of whether the loan is

analysed individually or as part of a pool of loans

3.5.2.5 Foreign Exchange Exposure Limits

For the study, limit on ‘overall’ foreign exchangek exposure were employed. The
regulations specify that overall foreign exchanigé& exposure as measured using spot

mid-rates and shorthand method shall not exceed®Qfe institution’s core capital.

3.5.2.6 Cor por ate Gover nance

Dummy variables, CG1 and CG2, were introduced t@suee Corporate Governace.
CG1 will relate to the period prior to implementetiof the prudential regulations (2001-

2006) and CG2 after implementation of the prudéngigulations (2007-2012).
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CHAPTER FOUR

DATA ANALYSIS, RESULTSAND DISCUSSION

4.1 Introduction

This chapter presents the data findings on thectsffef CBK prudential regulations on

the financial performance of commercial banks imy@ These data was collected from
the CBK’s Bank Supervision Department is form afaincial statements of commercial
banks. Multiple linear regressions were establistt@dugh Ordinary Least Squares
(OLS) so as to establish the effect of effects &KCprudential regulations on the

financial performance of commercial banks in Kenlae study covered a period of 12

years from years 2001 to 2012.

4.2 Regression Analysis
In this study, a multiple regression analysis wasdticted to test the influence among
predictor variables. The research used StatisReakage for Social Sciences (SPSS V

20) to code, enter and compute the measuremetite afultiple regressions

4.2.1 Regression analysisfor year 2001 to 2006
Table4.1: Model Summary

Model R R Square Adjusted R Square Std. Error eHktimate

1 .83¢ .704 .673 .01575

(Source: Research Findings)
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Adjusted R squared is coefficient of determinatwhich tells us the variation in the
dependent variable due to changes in the indepéndeable. From the findings in the
above table, the value of adjusted R squared w&a30.an indication that there was
variation of 67.3% on the financial performance @&f commercial banks due to
changes in Capital Adequacy, Liquidity Managem@&isk Classification of Assets and
Provisioning, Foreign Exchange Risk Exposure andpQate Governance at 95%
confidence interval . This shows that 67.3% change financial performance of
commercial banks could be accounted for by Capitidquacy, Liquidity Management,
Risk Classification of Assets and Provisioning, étgn Exchange Risk Exposure And
Corporate Governance. R is the correlation coefficiwhich shows the relationship
between the study variables. The findings show tiha@re was a strong positive

relationship between the study variables as shonh &39.

Table4.2: ANOVAa

Model Sum of Squares df Mean Square F Sig.
1 Regression 0.002 2 .001 3.869 B15
Residual 0.609 30 .021
Total 0.611 42

(Source: Research Findings)

From the ANOVA statistics in table above, the pssssl data, which is the population

parameters, had a significance level of 0.015 wtsbbws that the data is ideal for
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making a conclusion on the population’s parameteha value of significance (p-value )

is less than 5%. The calculated was greater tharcritical value (2.262 <3.869) an

indication that Capital Adequacy, Liquidity Managam, Risk Classification of Assets

and Provisioning, Foreign Exchange Risk Exposuré Rorporate Governance were

significantly influencing financial performance (R{Pof commercial banks in Kenya

.The significance value was less than 0.05 an atidio that the model was statistically

significant.

Table 4.3: Coefficients

Model Unstandardized Standardized Sig.
Coefficients Coefficients
B Std. Error | Beta
1 (Constant) 251 231 1.973 .106
Capital Adequacy .016 .009 444 1.815 .009
Liquidity Management 182 .050 231 3.616 .036
Risk Classification of 053 017 075 3159 025
Assets and Provisioning
Foreign Exchange Risk 204 240 230 850 028
Exposure
Corporate Governance 142 .082 132 1.739 .03

(Source: Research Findings)
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From the data in the above table the establishgg@$sion equation was
Y =0.251+ 0.016 X+ 0.182 % + 0.053 % + 0.204 % + 0.142 %

From the above regression equation it was revetilat holding Capital Adequacy,
Liquidity Management, Risk Classification of Assetsid Provisioning, Foreign
Exchange Risk Exposure and Corporate Governanca tmnstant zero , financial
performance of commercial bankswould stand at 1).2b unit increase in Capital
Adequacy would lead to increase in financial perfance (ROA) of commercial banks
by a factor of 0.016, unit increase in Liquidity Megement would lead to increase in
financial performance of commercial banks by adacf 0.182 , a unit increase in Risk
Classification would lead to increase in finangatformance of commercial banks by a
factor of 0.053 , a unit increase in Foreign Exgewould lead to increase in financial
performance of commercial banks by a factor of £.2@d unit increase in Corporate
Governance would lead to increase in financial ggemnce of commercial banks by a

factor of 0.142.

4.2.2 Regression analysisfor year 2007 to 2012
Table4.4: Model Summary

Model R R Square Adjusted R Square Std. Error ®fHbktimate

1 943 .889 .879 46258

(Source: Research Findings)
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Adjusted R squared is coefficient of determinatwhich tells us the variation in the
dependent variable due to changes in the indepéndeable. From the findings in the
above table, the value of adjusted R squared w&&90.an indication that there was
variation of 87.9% on the financial performance @&f commercial banks due to
changes in Capital Adequacy, Liquidity Managem@&isk Classification of Assets and
Provisioning, Foreign Exchange Risk Exposure andpQate Governance at 95%
confidence interval. This shows that 87.9% changedinancial performance of

commercial banks could be accounted for by Capitidquacy, Liquidity Management,

Risk Classification of Assets and Provisioning, étgn Exchange Risk Exposure and
Corporate Governance. R is the correlation coefficiwhich shows the relationship
between the study variables. The findings show tiha@re was a strong positive

relationship between the study variables as shonh 3.

Table4.5: ANOVAD

Model Sum of Squares df Mean Square F Sig.
1 Regression | 1.312 2 656 3.366) .B25
Residual 6.206 40 214
Total 7.518 42

(Source: Research Findings)

From the ANOVA statistics in table above, the pssssl data, which is the population

parameters, had a significance level of 0.025 wtsbbws that the data is ideal for
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making a conclusion on the population’s parameteha value of significance (p-value )

is less than 5%. The calculated was greater tharcritical value (2.262 <3.366) an

indication that Capital Adequacy, Liquidity Managem, Risk Classification of Assets

and Provisioning, Foreign Exchange Risk Exposureé @orporate Governance were

significantly influencing financial performance (R{Pof commercial banks in Kenya

.The significance value was less than 0.05 an atidio that the model was statistically

significant.

Table 4.6: Coefficients

Model Unstandardized Standardized Sig.
Coefficients Coefficients
B Std. Error Beta
1 | (Constant) 1.573 | .775 2.889 .034
Capital Adequacy .509 .253 .536 2.013 011
Liquidity Management 3.103 1.482 176 2.094 .040
Risk  Classification of| 1 43 | 492 1.118 3.016 | .030
Assets and Provisioning
Foreign Exchange Risk | 1 317 | 7063 640 2168 | .032
Exposure
Corporate Governance .643 .082 .586 7.83% .000

(Source: Research Findings)
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From the data in the above table the establishgg@$sion equation was
Y =1.573 +0.509 X+ 3.103 % + 1.483 % + 1.317 X% + 0.643 %

From the above regression equation it was revetilat holding Capital Adequacy,
Liquidity Management, Risk Classification of Assetsid Provisioning, Foreign
Exchange Risk Exposure and Corporate Governancea tonstant zero , financial
performance of commercial bank would stand at 3.57% unit increase in capital
adequacy would lead to increase in financial pentorce (ROA) of commercial banks by
a factor of 0.509 , unit increase in Liquidity M@eaent would lead to increase in
financial performance of commercial banks by adacf 3.103 , a unit increase in Risk
Classification of Assets and Provisioning woulddiéa increase in financial performance
of commercial banks by a factor of 1.483 , a umitease in Foreign Exchange would
lead to increase in financial performance of conaiaébanks by a factor of 1.317 and
unit increase in Corporate Governance would leaddease in financial performance of

commercial banks by a factor of 0.643.

4.3 Interpretation of Findings

The study sought to establish the effects of CB#dpntial regulations on the financial
performance of commercial banks in Kenya. In thary2001 to 2006 the study found
that greater variation in on the financial perfonoa of commercial banks was due to
changes in Capital Adequacy, Liquidity Managem&isk Classification of Assets and

Provisioning, Foreign Exchange Risk Exposure ando@ate Governance. The study
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further revealed there was a strong relationshipvéen the study variables and that
Capital Adequacy, Liquidity Management, Risk Clasation of Assets and
Provisioning, Foreign Exchange Risk Exposure AndrpOmte Governance were
significantly influencing financial performance (RpPof commercial banks in Kenya.
The study also found that Capital Adequacy, Ligyidlanagement, Risk Classification
of Assets and Provisioning, Foreign Exchange RigidSure and Corporate Governance

were positively related to financial performanceeommercial banks.

The study found that there was small changes andilal performance of commercial
banks due to changes in Capital Adequacy, Liquitignagement, Risk Classification of
Assets and Provisioning, Foreign Exchange Risk Ewpoand Corporate Governance.
This is an indication that Capital Adequacy, LigtydManagement, Risk Classification
of Assets and Provisioning, Foreign Exchange RigdSure and Corporate Governance

slightly influenced the change in financial perfamse of commercial banks in Kenya.

After the introduction of CBK prudential regulat®rof 2006, the study revealed that
there was great variation on the financial perfarogaof commercial banks due to
changes in Capital Adequacy, Liquidity Managem&isk Classification of Assets and
Provisioning, Foreign Exchange Risk Exposure angp@ate Governance. The adjusted
R squared value was found to be greater than fithegeriod before the introduction of
the prudential regulations. Thi is an indicatioattiCBK prudential regulations of 2006
resulted to Capital Adequacy, Liquidity ManagemdRisk Classification of Assets and

Provisioning, Foreign Exchange Risk Exposure andp@uate Governance greatly
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influencing the financial performance of commerdahnks. The study further revealed
that Capital Adequacy, Liquidity Management, RiskasSification of Assets and
Provisioning, Foreign Exchange Risk Exposure andpQate Governance were
significantly influencing financial performance @dmmercial banks in Kenya. The study
further revealed that after the prudential CBKulagon there was greater change in
financial performance of commercial banks due tangje in Capital Adequacy, Liquidity
Management, Risk Classification of Assets and Rioming, Foreign Exchange Risk

Exposure and corporate governance.

These findings concur with the findings of Stigli{2001) who noted that all the
arguments that support the application of regutatm banks are naturally extended to
nonbanks. However, the extent and nature of thelaggn may differ markedly between
banks and non-banks depending on the role the latgtutions play in the economy.
Obiero (2002) who identified ineffective board andnagement malpractices as the most
dominant reason for bank failure further noted @#tough the legal provisions of the
banking regulatory framework is fairly comprehemsiin coverage and adequate in
content to reduce probability of failure, timelytenvention by CBK is important if they

are to be effective.

The research findings are also consistent with raggus that support MFI regulation
especially protection of depositors meant to cbote to the stability and public
confidence on the financial system and the neezpém up or leave alone different tiers

of MFIs serving different markets niches (Hardyakét 2003; Steel and Andah, 2003).
45



According to Gallardo et al (2005), designing thegulatory framework for MFIs
requires that the goals and range of the regulatmuld be properly delineated to ensure
regulations are established in an unambiguous wat, clear definitions of what is
understood by microfinance services and of thellagd institutional form of MFIs in

order to avoid regulatory arbitrage.

46



CHAPTER FIVE

SUMMARY, CONCLUSION AND RECOMMENDATIONS

5.1Introduction

From the analysis and data collected, the followiigcussions, conclusion and
recommendations were made. The responses were bagbé objectives of the study.
The researcher had intended determine the efféc@8BK prudential regulations on the

financial performance of commercial banks in Kenya.

5.2 Summary

The study sought to establish the effects of CB#dpntial regulations on the financial
performance of commercial banks in Kenya. In thary2001 to 2006 the study found
that greater variation in on the financial perfonoa of commercial banks was due to
changes in Capital Adequacy, Liquidity ManagemeRisk Classification, Foreign
Exchange Risk Exposure and Corporate Governancgtulg further revealed there was
a strong relationship between the study variabke study also found that Capital
Adequacy, Liquidity Management, Risk Classificatidforeign Exchange Risk Exposure
and Corporate Governance were significantly infaieg financial performance (ROA)
of commercial banks in Kenya . The study also tbtiat Capital Adequacy, Liquidity
Management, Risk Classification, Foreign Exchangsk RExposure and Corporate
Governance were positively related to financialfgenance of commercial banks, the

study found that there was small changes on fimhngerformance of commercial banks
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due to changes in Capital Adequacy, Liquidity Mgeraent, Risk Classification,
Foreign Exchange Risk Exposure and Corporate Gamer) this is an indication that
Capital Adequacy, Liquidity Management , Risk Cifasation, Foreign Exchange Risk
Exposure and Corporate Governance slightly infleedndhe change in financial

performance of commercial banks in Kenya.

After the CBK prudential regulations on the studyeaaled that there was great variation
on the financial performance of commercial banks thuchanges in Capital Adequacy,
Liquidity Management, Risk Classification, Foreigixchange Risk Exposure and
Corporate Governance. The adjusted R squared waadound to be greater than that of
before CBK prudential regulation an indication t@RK prudential regulations resulted
to capital adequacy, liquidity management, riskssification, Foreign Exchange Risk
Exposure and corporate governance greatly influgnehe financial performance of
commercial banks. The study further revealed thapital adequacy, liquidity
management, risk classification, Foreign Exchangsek RExposure and corporate
governance were significantly influencing finangu@rformance of commercial banks in
Kenya. The study further revealed that after thadential CBK regulation there was
greater change in financial performance of commktranks due to change in Capital
Adequacy, Liquidity Management, Risk Classificati6oreign Exchange Risk Exposure

and Corporate Governance.
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5.3 Conclusion

The study revealed that there was great variationtte financial performance of
commercial banks due to changes in Capital AdequBaicpidity Management, Risk
Classification, Foreign Exchange Risk Exposure @odporate Governance. This is an
indication that CBK prudential regulations had greffects on the financial performance
of commercial banks. The adjusted R squared vahgefound to be greater than that of
before CBK prudential regulation an indication tit2K prudential regulation resulted
to Capital Adequacy, Liquidity Management, Risk $Sification, Foreign Exchange Risk
Exposure and Corporate Governance greatly influgntine financial performance of

commercial banks .

The study found that there was greater changenamdial performance of Commercial
banks in Kenya dues to changes in Capital Adequlmyidity Management, Risk

Classification, Foreign Exchange Risk Exposure @odporate Governance. The study
also revealed that there was significant changéramcial performance of commercial
banks in Kenya with changes on Capital Adequacyuidity Management, Risk

Classification, Foreign Exchange Risk Exposure @odporate Governance after CBK
prudential regulation. The study further revealeat tafter the prudential CBK regulation
there was greater change in financial performaoteommercial banks due to change in
Capital Adequacy, Liquidity Management, Risk Clé&sation, Foreign Exchange Risk

Exposure and Corporate Governance.
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5.4 Recommendationsfor Policy

There is need for CBK to enhance their prudenggufations on commercial banks in
Kenya, as it was revealed that CBK prudential regohs enhance the financial
performance of commercial banks in Kenya. Howewerholistic and integrated
regulatory policy approach should be adopted tengthen market regulation without

stifing competition, innovation and financial asse

5.5 Limitations of the Study

The following could be some of the limitations bétstudy;

The researcher relied on five regulatory parametamsely Capital Adequacy, Liquidity
Management, Risk Classification, Foreign Exchangsk RExposure and Corporate
Governance to establish the effects of CBK pru@éntegulations of 2006 on the
financial performance of commercial banks. The affeof the other eight regulatory
parameters, although they are mostly qualitativeature, may not have been clearly

defined and measured.

The researcher used ROA as the measure of finapeidbrmance. ROA being an
accounting measure of financial performance nogmalies on historical data and may

be subject to managerial manipulation and diffeesnn accounting procedures.

CBK often issues such regulations to ensure sugerviof efficient and effective
payment, clearing and settlement systems deperafintpe prevailing circumstances in

the economy. The applications of old regulationy tnerefore be superseded by newly
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issued regulations. The impact of any other reguiatissued after CBK prudential

regulations of 2006, if any, may not have beerectdd on in the study.

5.6 Suggestionsfor Further Research

The researcher suggests the following areas ftliduresearch:

This study focused on the five regulatory paransetamely Capital Adequacy, Liquidity
Management, Risk Classification, Foreign Exchangsk RExposure and Corporate
Governance to establish the effects of CBK pru@éntegulations of 2006 on the
financial performance of commercial banks. A furtlsudy could be carried out to
establish the effects of the other eight regulapasameters on the financial performance

of commercial banks.

The researcher used ROA, an accounting measunmanicifal performance. A further
study could be carried out using additional measofefinancial performance including
other accounting measures, market-based measumr@sgosite measures of financial

performance to increase measurement reliability.

Furthermore, prudential regulations issued priorotosubsequent to CBK prudential
regulations of 2006 could be studied to estabh&lir impact on financial performance of

commercial banks in Kenya.
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APPENDICES

Appendix |: List of Commercial Banks Registered in Kenya as at June
2013

1 | Kenya Commercial Bank Ltd

2 | Barclays Bank of Kenya Ltd

3 | Co-operative Bank of Kenya Ltd

4 | Standard Chartered Bank Ltd

5 | Equity Bank Ltd

6 | CFCStanbic Bank Ltd

7 | Commercial Bank of Africa Ltd

8 | | & M Bank Ltd

9 | Citibank N.A.

10 | National Bank of Kenya Ltd

11 | Diamond Trust Bank Ltd

12 | NIC Bank Ltd

13| Prime Bank Ltd

14 | Housing Finance Company of Kenya Ltd
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15

Bank of Baroda Ltd

16

Ecobank Kenya Ltd

17

Bank of Africa Ltd

18

Chase Bank Ltd

19

Family Bank Ltd

20

Bank of India

21

Imperial Bank Ltd

22

Fina Bank Ltd

23

Development Bank of Kenya Ltd

24

Consolidated Bank of Kenya Ltd

25

Equatorial Commercial Bank Ltd

26

African Banking Corporation Ltd

27

Giro Commercial Bank Ltd

28

Gulf African Bank Ltd

29

Fidelity Commercial Bank Ltd

30

Habib AG Zurich

31

Guardian Bank Ltd
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32 | K-Rep Bank Ltd

33 | First Community Bank Ltd

34 | Victoria Commercial Bank Ltd

35| Habib Bank Ltd

36 | Transnational Bank Ltd

37 | Oriental Commercial Bank Ltd

38 | Credit Bank Ltd

39 | Paramount-Universal Bank Ltd

40 | Middle East Bank of Ltd

41 | UBA Kenya Bank Ltd

42 | Dubai Bank Ltd

43 | Jamii Bora Bank Ltd

(Source: CBK, Bank Supervision Department, June201

60




Appendix

[l List of CBK Prudential Regulations (2006) for

Commercial Banks

CBK/PG/1

Licensing of New Institutions

CBK/PG/2

Corporate Governance

CBK/PG/3

Capital Adequacy

CBK/PG/4

Risk Classification of Assets and Provisioning

CBK/PG/5

Liquidity Management

CBK/PG/6

Foreign Exchange Exposure Limits

CBK/PG/7

Prohibited Business

CBK/PG/8

Proceeds of Crime and Money Laundering Prevention

CBK/PG/9

Appointment, duties and responsibilities of Extémvaditors

CBK/PG/10

Publication of Financial Statements

CBK/PG/11

Opening of a new place of Business, closing exgstitace of Business (¢
changing location of a place of Business

CBK/PG/12

Mergers, Amalgamations, Transfer of Assets andiliiis

CBK/PG/13

Enforcement of Banking Laws and Regulations

(Source:

CBK, Bank Supervision Department, Jurfe820
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Appendix I11: Letter of Introduction

Dear Sir/Madam,

RE: Research | nformation

| am a postgraduate student at the School of Bssjndniversity of Nairobi pursuing
Master of Business Administration course. As pdrtthee course requirements, am
undertaking a research project to establish theceffof CBK prudential regulations on

the financial performance of commercial banks imyae

To fulfill information requirements for the studlyintend to collect secondary data from
your institution. The information being requestedpurely for academic purposes and
will be treated in strict confidence, and will e used for any purposes other than for

my research.

| would really appreciate if you would allow medocess all the relevant information for
the research project. Any additional informatioruyaight consider useful for the study

is most welcome.

Thank you.

Njeule M.A.
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