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ABSTRACT 

Basel II framework is based on the 1988 accord's basic structure of setting capital 

requirements and builds a firm foundatio;.1 for capital regulation, supervision and market 

discipline to enhance prudent risk management to achieve financial stability. The framework 

better reflects the underlying risks that banks face and provides incentives for risk 

management. This study sought to examine the extent of Basel II adoption and its perceived 

implications on commercial banks in Kenya. The study was guided by the following specific 

objectives: (i) to establish the extent to which Basel II requirements have been adopted by 

commercial banks in Kenya; and (ii) to determine the perceived implications of Basel II 

Accord on commercial banks in Kenya. 

For purposes of this study, a descriptive survey was undertaken. The population was all the 

commercial banks registered and licensed to undertake commercial banking business in 

Kenya. The total number of commercial banks stood at 45 as at December, 2009 (CBK, 

2009). The respondent from each of the commercial banks was the Chief Executive Officer 

(CEO) or their designates, who are charged with the responsibility of shaping the strategic 

direction of their respective organization. The survey method was used to collect data. A 

semi-structured questionnaire was used to collect primary data from the respondents. The 

data pertaining to profile of the respondents and their respective organizations was analyzed 

using content analysis while data pertaining to the objectives of the study was analyzed by 

employing descriptive statistic. Descriptive statistics were used to describe the basic features 

of the data in the study. 
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Findings of the study indicate a substantial progress of the Kenyan banking sector as far as 

Basel II implementation is concerned. The international banks, drawing on the support of 

their parent groups, are in a better state of adoption compared to local institutions. TI1e 

findings also show that many banks in Kenya do not rely on External Ratings saves for their 

international counterparties and large corporate counterparties. This finding is consistent with 

the limited credit rating penetration in the country. 

In view of the findings and conclusions, the following recommendations are made for policy 

and practice: 

There is limited credit rating penetration m the country. Unrated exposures under the 

standardized approach would attract higher risk weights and thus more capital would be 

required to be set aside for such exposures; since Basel II allows for the use of internal 

models by banks to determine their capital charges pursuant to supervisory approval, a 

transition period will therefore be required for Kenyan banks to collect the requisite data for 

the model based approaches to assessing their capital adequacy needs; human resources 

competencies have been identified as a cross-cutting challenge. Basel II will require banks to 

upscale their human resource base and a "talent war" in the banking sector can be anticipated 

going forward; and upgrades and overhauls of existing IT literature systems for most banks 

will be required. Robust, scalable systems will be required to ensure banks can meet the 

rigorous Basel II information requirements. 
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CHAPTER ONE 

1.0 INTRODUCTION 

1.1 Background ofthe Study 

The international banking environment has become more complex and potentially riskier 

since the early 1980s due to combined effects of financial deregulations, innovations, 

technological advances and rapid integration of the world financial markets (Sahajwala and 

Van den Bergh, 2000). These factors have contributed to changes in the way the banks 

collect, measure and manage their risks (Carauana, 2004). The fast track integration of global 

markets has given the need to achieve financial stability through the adoption of common 

rules of regulating the global financial system. In the global banking sector, capital regulation 

can be used to achieve the stability. As central players in the global financial system, banks 

are subjected to regulatory capital requirements because this benefits the economy when they 

are sufficiently capitalized and properly-managed. Such banks are in a position to withstand 

unexpected losses arising from market, credit and operational risk exposures; helping them to 

extend credit to their clients throughout the business cycle, adding to the efficiency and 

enhanced public confidence in the banking system (BIS, 2004; Hassan Al-Tamimi, 2008). 

Satisfactory bank capital levels serve as a base for bank growth, cushioning it against 

unforeseen losses which can lead to bank failures (Accord Implementation Forum (AIF) : 

Disclosure Subcommittee, 2004). It is important to monitor and evaluate business activities 

of the banks relative to the capital necessary to cover the associated risks (Amidu, 2007). 



1.1.1 Basel II Requirements 

Following the collapse of Bankhaus Herstatt in Germany and Franklin National Bank in the 

United States in 197 4, the G 10 central bank Governors agreed to come up with the Basel 

Committee on Bank Supervision (BCBS), commonly known as "The Committee" (BIS, 

2008; Klaus, 2001). To foster stability in the global banking system through the prevention of 

bank failures, the BCBS came up with the 1988 capital accord (Basel I). Basel I introduced 

the first internationally accepted definition of, and a minimum requirement for capital of 

banks, and addressed the inconsistencies in bank capitalization. All banks were required to 

implement the Basel I framework, with a minimum capital standard of 8% by the end of 

1992 (AIF: Disclosure Subcommittee, 2004). This capital accord was aimed at improving the 

soundness of the international banking environment by increasing capital holdings and 

reducing competitive inequalities between internationally active banks (Cumming and Nel, 

2005). It was intended to link regulatory capital to the risk portfolios of different banks, 

creating incentives to lower the overall risk in the system. Banks would hold higher levels of 

capital and riskier banks would reduce their risk profiles in order to reach the minimum 

capital to risk-weighted assets ratio of 8% (BCBS, 2001). After almost a decade later, the 

BCBS proposed the replacement of the 1988 accord with the new risk-sensitive framework in 

June 1999. 

The effectiveness of Basel I was becoming less and less due to the developments that had 

taken place in the financial system since it was adopted. A number of these developments 

that caused Basel I not to cope include among others; increased globalization (supported by 

the increased cross-border trading, investment and finance flows globally); technological 

advances and financial innovations. Advances in managing risks, technology and banking 
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markets made the simple approaches of Basel I to become less valuable for a number of 

banking institutions for capital adequacy requirements (AIF: Disclosure Subcommittee, 

2004). For this reason, there was need to move to a more complex and risk-sensitive 

framework. Almost five years later, on 26 June 2004 the BCBS authorized the publication of 

the "International Convergence of Capital Measurement and Capital Standards: a Revised 

Framework, which is the Basel II framework (BCBS, 2004). Its main objective is to bring 

stability and consistency in the regulation of the capital adequacy of internationally active 

banks (BCBS, 2004). Basel II outlines the details for implementing the risk-sensitive 

minimum capital requirements for banking institutions and reinforces them by stating the 

principles for assessment by banks and supervisors for their capital adequacy to cover their 

risks (BCBS, 2004). 

The Basel II framework builds a firm foundation for capital regulation, superv1s1on and 

market discipline to enhance prudent risk management to achieve financial stability (BCBS, 

2006). It is based on the 1988 accord's basic structure of setting capital requirements, and 

better reflects the underlying risks that banks face and provides incentives for risk 

management. This is accomplished partly by aligning capital requirements with credit ri sk 

and establishjng a capital charge for exposures to operational risk (BCBS, 2006; AIF: 

Disclosure Subcommittee, 2004). Basel II can be applied to all banks in both 010 and non

G 10 countries, because it provides a menu of approaches suitable for both sophisticated and 

least sophisticated banks (Mboweni, 2004) . Its underlying principles facilitate the alignment 

of capital adequacy requirements to the key elements of banking risks, and also advance risk 

measurement and management capabilities of the banks. In this way, Basel II attempts to 

cope with the new developments and instruments in the financial system due to financial 
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innovations (Mboweni, 2004). Basel II will considerably affect both the banks and 

supervisors, in re-engineering their organizational structures and processes to comply with 
the requirements and standards of the new accord (Mboweni, 2004). With proper 
implementation, the new capital accord has the potential of improving risk management in 
banks and aligning economic capital more closely with regulatory capital (AIF: Disclosure 

Subcommittee, 2004). For the successful implementation of Basel II, total co-operation 

between banks and supervisors, between supervisors of different countries and between 
different banks is very important (Global Risk Regulator, 2005). In conclusion, it seeks to 
ultimately promote sound bank capitalization, encouraging improvements in risk 
management to strengthen the stability of banking markets through the application of the 

three reinforcing pillars. 

1.1.2 Basel II and its implementation in Kenya 

The Basel Committee on Banking Supervision formulated and issued a revised capital 
framework referred to as Basel II in June 2004 which became available for implementation 

among its' 13 member countries - Belgium, Canada, France, Germany, Italy, Japan, 
Luxembourg, the Netherlands, Spain, Sweden, Switzerland, the United Kingdom and the 
United States (mostly G 10 countries) from end-2006 and from end 2007 for the most 

advanced approaches. Basel II consists ofthree pillars: 

Pillar !-Minimum Capital Requirements-Banks are required to set aside adequate capital to 
cover the credit, market and operational risks they face. A menu of options is available for 

calculating the capital charge ranging from simplified to advanced methods for each of these 
risks, but the required 8% total capital adequacy ratio (12% in Kenya) remains the same. 
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Operational risk referring to the risk of loss arising from failure in people, processes and 

systems which was not included in Basel I was added. 

Pillar II-Supervisory Review-Under this pillar, banks are required to set aside adequate 

capital to cover all the business risks they face including those outside credit, market and 

operational risks. Supervisors on the other hand are required to assess the internal capital 

adequacy process that banking institutions have put in place. 

Pillar III Market Discipline-Under this pillar, banks are required to disclose to the public, 

their risk management frameworks i.e. how they identify, measure and mitigate the risks they 

face. 

The Central Bank of Kenya (CBK) has been keenly following developments leading up to 

the adoption of the new capital framework through participation in regional and international 

supervisory fora. More specifically, Basel II has been a key agenda of the Monetary Affairs 

Committee (MAC) of the East African Community. MAC, which was formed in 1997 

consists of the Central Banks of Kenya, Tanzania and Uganda and from 2007 also 

incorporated the Central Banks of Rwanda and Burundi. The primary objective of MAC is 

the formation of an East African Monetary Union, one of whose prerequisites is a 

harmonized legal and regulatory framework for banking institutions. 

The MAC considered the question of what position the regwn should adopt regarding 

implementation of Basel II. In May 2005, MAC adopted a position which states that the 

Central Banks of Kenya, Uganda and Tanzania will implement Basel II only after fulfilling 
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some key prerequisites to strengthen baseline supervision, which are: Full implementation of 

the Basel I Accord, particularly the Market Risk Amendment; Full Compliance with the 

Basel Core Principles for Effective Banking Supervision (BCPS); and Adoption of Risk 

Based Supervision (RBS). 

1.1.3 Commercial Banks in Kenya 

Financial institutions (Fls) are very important in any economy. Commercial banks (CBs) are 

part of Fls and are key in the provision of financial information and services to the economy. 

The banking sector in Kenya has, over the last few years, witnessed significant growth in 

consumer lending. This is evidenced by the growth in the financial sector by 3.1% in 2008 

amid the global financial crisis, economic slowdown and effects of post election violence. 

The resultant credit expansion has brought significant benefits to the economy, but the 

information asymmetry that is prevailing in the lending environment poses a real challenge in 

the form of credit risk for the banking sector in Kenya. Besides, following the expansion of 

the credit the level of nonperforming loans has been on the rise for most banks resulting into 

huge provisions. Banks performance in the last three quarters have been modest with some 

banks reporting losses or sharp decline in their profitability vis a viz their performance in 

2008. 

There were 45 commercial Banks in Kenya as at 31 st December, 2009 (Central Bank of 

Kenya (CBK), 2009). Licensing of financial institutions in Kenya is done by the Minister of 

Finance, through the central bank of Kenya. The companies Act, the Banking Act, the 

Central Bank of Kenya, govern the banking industry. The banks have come together under 

the Kenya Bankers Association, which serves as a lobby for the banks interest and also 
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addresses issues affecting its members. The foreign banks are also regulated by other bodies 

e.g. the Financial Services Authority (FSA). 

In Kenya, the government, through the Central Bank of Kenya has put requirements that all 

commercial banks should gradually increase their capital base to one billion Kenya shillings 

from the current 250 million Kenya shillings by 2012 (Central Bank of Kenya, 2008b). This 

represents a 300% increase. This means that the level of capital has some implication on the 

performance and bankruptcy of a bank, a subject which is being investigated by this study. 

The Cost Income Ratio (CIR), with its limitations (Welch, 2006), is another emerging 

measure of bank's efficiency and a benchmarking metric, (Tripe, 1998; Hess and Francis, 

204). Being a standard benchmark of bank's efficiency, the CIR measures a bank's operating 

costs as a proportion of its total (i.e. net interest and non-interest) income (Welch, 2006). 

This study also seeks to establish whether the CIR affects bank's profitability. In measuring 

the profitability of a bank, bank regulators and analysts have used Return On Assets (ROA) 

and return on equity (ROE) to assess industry performance and forecast trends in market 

structure as inputs in statistical models to predict bank failures and mergers and for a variety 

of other purposes where a measure of profitability is desired (Gilbert and Wheelock, 2007; 

Mostafs, 2007; Christian eta!., 2008). 

Ideally financial reforms and free market should spur the adoption of innovations that 

improve efficiency and provide a healthy balance between lending and deposit rates. 

(Banking Act Cap 488). This should translate to better performance by banks. According to 

Central Bank of Kenya (CBK) (2009) for period ended March 2009, the sector remained 

stable in 2009 with positive developments recorded in all key financial indicators. Total 
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assets expanded by 20.9% from Kshs. 1,202 billion as at March 2009 compared to Kshs. 964 

billion as at December 2008. This performance was on the back of increased branch 

expansion, deposit mobilization and new J?roducts rollout. As a result of the improved 

performance, the level of non-performing advances declined by 27.5%. In the budget, the 

Minister of Finance proposed to amend the Banking Act to allow for branchless banking. 

This has seen many players adopt mobile banking and e-banking. 

1.2 Statement of the Problem 

Basel II Accord provides a roadmap for the improved regulation and supervision of global 

banking, and a strong incentive for banks to continue improving their internal risk

management capabilities. It is intended to align capital adequacy assessment with key 

elements of banking risks, therefore enhance banks risk measurement (Currie, 2005). 

Particularly, the risk adjusted backing of credit exposures with recourse equity (regulatory 

capital) in the New Basel Capital Accord. Basel II will affect banks and customers equally. 

Significant changes include: the introduction of ratings as the basis for risk assessment; 

calculation of regulatory capital and the assessment of credit costs based on the degree of 

risk. 

In Kenya, banks are regulated by the Central Bank of Kenya (CBK). This ensures that 

Kenyan banks comply with the international sound practices to sustain a sophisticated 

banking system to the public. Given the different stages of Basel II implementation globally 

as well as concerns over its impact on the banking system, there is need for research on the 

implementation issues in different countries to draw some lessons for Kenya and other 

countries, implementing or yet to implement it. Key implementation issues include; th": 
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extent of and timetables for implementation, challenges faced by banks and national 

supervisors, banking infrastructure (whether it will be able to cope), and impact on bank 

lending and ·credit growth (especially for marginalized groups such as emerging small 

businesses). A comparative study is therefore necessary to explore the various issues around 

the implementation of the new accord in different countries. This could bring to light the 

experiences of the countries prior to and during Basel II implementation. 

Although there is scarcity of literature on Basel II requirements on Kenya's banking sector, it 

is essential for the Kenyan banks to make adequate preparations to ensure their compliance 

with international standards and practices in the field of banking. Related studies undertaken 

in Kenya include: Kabiru (2001) studied the relationship between credit risk assessment 

practice and the level of non performing loans of Kenyan banks. He finds a direet 

relationship between credit risk assessment practices adopted by commercial banks and the 

level of non-performing. Adam (2003) undertook an analysis of the usefulness of annual 

financial statements to credit risk analysts in Kenyan commercial banks; Mutwiri (2003) 

studied the 6 c's credit risk appraisal model and its relationship with the level of 

nonperforming loans of commercial banks in Kenya. The findings show direct relationship 

between the study variables. Njiru (2003) studied Credit ·risk management by coffee 

cooperatives in Embu district. Mbole (2004) studied the relationship between credit risk 

analysis and the level of non-performing loans. He found that the level of credit analysis 

done was inversely related to the non petforming loans. Mwirigi (2006) undertook an 

assessment of credit risk management techniques adopted by microfinance institutions in 

Kenya. 
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None of the above studies focused on establishing the extent of Basel II adoption and its 

implications in Kenyan Banks. Whereas research has tended to focus on credit risk 

management practices in the developing countries, the purpose of this study is to assess the 

extent of Basel II adoption and its perceived implications on commercial banks in Kenya. 

1.3 Objectives ofthe Study 

1.3.1 General Objective 

The study sought to examine the extent ofBasel II adoption and its perceived implications on 

commercial banks in Kenya. 

1.3.2 Specific Objectives 

The study was guided by the following specific objectives: 

(i) To establish the extent to which Basel II requirements have been adopted by 

commercial banks in Kenya. 

(ii) To determine the perceived implications of Basel II Accord on commercial banks in 

Kenya. 

1.4 Significance of the Study 

The current study sought to raise ideas and issues in the hope that the various stakeholders 

and persons directly addressing issues related to Basel II requirements in the banking sector 

in Kenya will continue the discussion. It did not presume to offer a prescription for the ideal 

measures to be employed by the stakeholders so as to reverse any adverse trends. 

Specifically, the findings of this study, it is hoped, will be beneficial to the following: 
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Commercial Banks Management- The management of the commercial banks will gam a 

better understanding of the Basel II requirements and how they are likely to impacted on 

their performance. On the basis of the findings, the personnel charged with the responsibility 

of implementing Basel II requirements in the various banks will be able to make informed 

decisions as they undertake their respective assigrunents, considering that the key driver 

behind Basel II is that an appropriate or adequate amount of capital is crucial for an efficient 

bank management to absorb unexpected losses arising from its market, credit and operational 

risk exposures (Mignola and U goccioni, 2006). 

Basel II Accord provides a roadmap for the improved regulation and supervision of global 

banking. According to Allen (2004), Basel II will provide strong incentives for banks to 

continue improving their internal risk-management capabilities as well as the tools for 

supervisors to focus on emerging problems and issues more rapidly than ever before. 

Both foreign and local investors in the banking industry will gain a better understanding of 

the implications of Basel II on banking business, on the basis of which they will be able to 

make informed investment decisions. 

Regulatory bodies that include the Central Bank of Kenya, Capital Markets Authority, The 

Nairobi Stock Exchange and Kenya Association of Bankers will acquire insight into the 

Basel II requirements and accommodate the key findings in their policies where applicable. 

In addition, the findings will also aid in the improvement of the already formulated policies 

and enforcement of the same in order to facilitate full implementation. 
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The legislators will be guided on the best possible laws and regulations that could be used to 

accommodate Basel II accord in the banking sector. 

The study will make a significant contribution to the growing body of research on Basel II 

requirements on Kenya's banking sector. The findings may also be used as a source of 

reference for other researchers. In addition, other academic researchers may need the study 

findings to stimulate further research in this area and as such form a basis of good 

background for further researches. 
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CHAPTER TWO 

2.0 LITERATURE REVIEW 

2.1 Introduction 

Basel II implementation has been topical internationally in the financial and supervisory 

community since the late 1990s. To understand the implementation process and the related 

issues, this chapter starts by briefly highlighting the role of banks in the financial system. It 

proceeds to show the importance of bank capital with respect to bank regulation and 

supervision, which is the central focus of the new capital accord (Basel II). The chapter lays 

the platform for the study by revisiting the 1988 Capital Accord to show its strengths and 

weaknesses as the justification for the transition to the new accord. The key highlights of 

Basel II and the justifications for its adoption and implementation are briefly discussed. In 

conclusion, this chapter goes further to review the empirical literature with respect to the 

general implementation issues with respect to Basel II. 

2.2 The Role ofBanks 

In the financial system, banks play an important role as intermediaries between savers and 

borrowers (Levine, 2000). In undertaking their role as intermediaries, banks help channeling 

savings into productive investment projects through the provision of credit (Dobson and 

Hufbauer, 2001). By pooling resources together from savers, banks improve resource 

allocation through their expertise in assessing and monitoring borrowers. Given their central 

position in the financial system, banks facilitate the division of risk among a number of 

creditors (Levine 2000). Banks also facilitate the proper functioning of the payments and 
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settlement system in any economy. A secure and well-organized payment and settlement 

system must exist for convenient and reliable transfer of funds and securities to take place 

among the economic participants (Committee on Payment and Settlement Systems, 2005). 

More importantly, banks act as conduits for monetary policy implementation by the central 

banlc This shows that banks are central in the proper functioning of the economy. Therefore, 

stringent measures should be applied to ensure that there is stability in the banking industry 

and the entire financial system. Applying capital rules on the banks is one of the ways to 

achieve global financial stability and this is the focus of Section 2.3. 

2.3 Theoretical Framework on Bank c?.pital, Supervision and Regulation 

Modigliani and Miller Market Efficiency Theory states that in a world of perfect and 

complete markets, financial decisions are irrelevant as they do not alter the value of the firm. 

The only way to increase shareholders' wealth is to increase value firm's assets. Neither the 

capital structure nor the risk management has an impact on the shareholders wealth (Gossy, 

2008; Mozumdar, 2001). 

Some important deviations from the perfect capital markets in the MM setting have been 

identified, giving motivation for. firms to care about risk management, such taxes, bankruptcy 

costs, agency costs and others (Gossy, 2008). When all risks are perfectly tradable the firm 

maximizes shareholder value by hedging completely. Modigiliani and Miller (1959) state that 

under restrictive neoclassical assumptions, corporate financial decisions do not influence the 

value of the firm. Since risk management is part of the overall financing policy, the MM 

findings directly have important implications for the risk management strategy. Under this 
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model any investor's wealth is unaffected by corporate risk management activities on the part 

of the finn (Gossy, 2008). MM begins to make sense when it is used as a starting point for 

identifying condition under which corporate risk management make economic sense. 

The concept of risk is closely related to the insights of portfolio theory. The most important 

paradigm of risk is part of a set of results known in the literature of financial economic as 

the Capita Asset pricing Model (CAPM) developed by Sharp (1964)and Lintner (1965) and 

later refined by Black (1972). It represents an extension and simplification of the model by 

Markowitz (1952). This was the first model theorizing the relationship between risk and 

return. According to his model there are as many efficient portfolios as there are investor 

preferences. All efficient portfolios must lie on the mean-variance frontier where investors 

can get higher returns on by accepting higher risk (Gossy, 2008). CAPM argues that 

investors will hold the same efficient portfolios regardless of their individual risk 

preferences. Thereby, CAPM is capable of determining the market prices for risk and an 

appropriate risk measure for single asset (Gossy, 2008). 

Modern Portfolio Theory (MPT) theory of investment tries to maximize returns and 

minimize risk by carefully choosing different assets (Markowitzs, 1952). It is a mathematical 

formulation of the concept of diversification in investing with the aim of selecting a 

collection that has collectively lower risk than any individual asset. This is possible in theory 

because different type of assets often change in value in the opposite ways. For example 

when prices in the stock market fall, the prices in th bond market often increase, and vice 

varsa. A collection of both type of assets can therefore have a lower risk than either 
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individually (Mandelbrot and Hudson, 2004). MPT follows a long-run nominal growth of 

corporate earnings per share, but fluctuations around the trend are random. 

Globally, banking regulation and supervision arrangements differ from country to country. 

According to Sahajwala and van der Bergh (2000) the following factors are some of the 

reasons for variations: the complexity and state of development of the financial system; the 

number, size and concentration of banking institutions; the relative openness of the domestic 

financial system; the nature and extent of public bank's disclosure of their financial 

positions; and the availability of technological and human resources for regulation and 

supervision. 

In spite of the above factors, regulation of banking institutions according to the international 

best practice is considered to be very important in ensuring stability in the global financial 

sector (Mboweni, 2006). The Bank for International Settlements (BIS) seeks to ensure that 

there is convergence in supervisory processes globally in the different jurisdictions through 

the core principles in central banking. Regulators are keen to ensure that banks are regulated 

through monitoring bank capital for the achievement of financial stability. They generally 

believe that failures of individual banks, especially the large institutions erode public 

confidence in the financial system (Koch and MacDonald, 2003). According to Dupuis 

(2006) the perception that a bank is having sufficient levels of capital over assets enhances 

the public's confidence in it. When depositors start to believe that the bank is unstable 

financially, which puts their deposits at high risk, sudden pulling out of funds by depositors 

will result and technically this will be a "run on the bank" (Dupuis, 2006). This shows that 

bank regulators are mainly concerned about the mitigation of systematic risk when they put 
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in place capital requirements. Banks hold the highest percentage of assets and since they are 

deposit-taking institutions, they are prone to systematic risk because of their fragility. 

To limit the magnitude and scope of bank failures and ensure that confidence prevails in the 

financial system, regulators impose minimum capital requirements for single banks (BCBS, 

2001 ). Adequate capital reserves that banks keep help in preserving public confidence as a 

way of reducing the risk of a run on the bank. Generally, no bank can maintain the public's 

trust for long if it lacks sufficient capital and therefore there is need for the supervisors to 

impose and monitor the maintenance of the minimum capital requirements (Dupuis, 2006; 

Mboweni 2006). If banks are sufficiently capitalized they will be in a better position to 

manage their activities and thereby reduce the chances of bank failures which distort the 

smooth running of the economy (Dupuis, 2006; Koch and MacDonald, 2003). Bank capital 

therefore acts as a buffer against unexpected losses in the day to day running of the banking 

institutions. However, from a regulatory perspective, Dupuis (2006) argues that bank capital 

requirements can potentially constrain the bank's activities of taking deposits and lending, 

and also retard the growth of a bank's assets. 

A number of supervisors need banks to keep the minimum capital levels, ultimately for the 

protection of the depositors when they operate in active banking markets (AIF: Disclosure 

Subcommittee, 2004; Dupuis, 2006). It can be concluded that adequate levels of capital help 

in promoting confidence in the banking system. Nevertheless, there is a challenge that it is 

difficult to ascertain the sufficient level of capital that may be needed in the sense that low 

levels of capital requirements may augment the risk of failure and higher levels may 

constrain the ability ofbanks to grant credit. 

17 



2.4 The Rise of Bank Capital Regulation 

In the period pre-1974, there were no internationally accepted standards for bank supervision 

and regulation. However, with international financial markets and cross-border money flows 

increasing in the 1970s the need for efficient banking supervision at the international level 

was evident (Mboweni, 2006; BIS, 2008). During this period, domestic banks and the 

domestic activities of international banks were regulated, while their international activities 

were not consistently supervised (Mboweni, 2006; BIS, 2008). The national banking systems 

were significantly exposed to the financial crises in foreign markets in the 1970s due to the 

growth of international lending (Dupuis, 2006). 

Following the collapse in 1974 ofBankhaus Herstatt in Germany and Franklin National Bank 

in the United States, the G10 central bank Governors agreed to come up with the Basel 

Committee on Bank Supervision (BCBS), commonly known as "The Committee" (BIS, 

2008; Klaus, 2001). According to Hadjiernmanuil (2005), the Herstatt crisis and the 

unprecedented bank failures in the UK and the U.S. generated major concerns about the 

prudential state of the international banking industry. Therefore, the Herstatt crisis brought 

awareness to the nature and potential scale of cross-border effects of bank failure. 

Due to the increased concerns about bank financial stability, the 1988 Basel Capital Accord 

(Basel I) was introduced to fulfill the need for international standardization of capital 

regulation to safeguard the global banking system. The next section analyses this accord, 

looking at its strengths and weaknesses. It goes further to discuss the reasons that precipitated 

the transition from Basel I to Basel II which is the main thrust of this study. 

18 



2.4.1 The 1988 Capital Accord: Basel I 

Under Basel I, the minimum total capital equal to 8% of its "risk-adjusted" assets was set and 

accepted by over 100 countries internationally (Kenya included) with its prescribed full 

implementation by the end of 1992. Basel I focused mainly on credit risk, with exposures 

broadly classified, and hence reflecting similar types of borrowers and risk. According to 

Klaus (2001), it became a globally accepted standard for credit risk measurement framework 

for banks. Since 1988, Basel I was progressively implemented not only in G 10 member 

countries, but also in all other countries with internationally active banks. 

In this section, the strengths and weaknesses of Basel I are briefly outlined in order to 

understand the reasons that necessitated the transition to Basel II. Following the 

implementation of this accord in a number of countries, the international banking system was 

strengthened by the provision of the standard for capital requirements and measurements 

(Rime, 2001; Cumming and Nel, 2005). The playing field for the banks was leveled by 

successfully raising international capital levels and improving the competitiveness in the 

banking environment. According to Dobson and Hufbauer (2001) the 1988 Basel Accord 

drew the lesson from the financial crises of the mid-1970's that more adequate capital levels 

in intemational banks would help in reducing the systematic risk of bank failure. The 

minimum capital adequacy requirements set were designed to ensure that individual banking 

institutions have the ability to absorb losses, particularly credit losses (Dobson and Hufbauer, 

2001). 
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2.4.2 From Basel I to Basel II: What Prompted the Change? 

Basel I did provide much stability among internationally active banks by improving the 

international financial system's capital base. However, in spite of its success in enhancing 

global banking sector capital and risk measurement, the accord had a number of flaws that 

led to the public outcry for the need for fundamental reforms (Ong, 2004). Evidently there 

have been developments in the financial system since the Basel I was introduced and 

implemented in a number of countries. In particular, the banking business, risk management 

practices, supervisory approaches, and financial markets have changed making Basel I 

unable to cope with these developments (BCBS, 2001). 

Ong (2004) adds that in the past decade there have been remarkable distortions of credit risk 

in banking because of financial innovations which opened regulatory capital arbitrage 

opportunities through asset securitization vehicles. Financial engineering has brought the 

development of complex financial products. According to Hai et a!. (2007) innovations such 

as financial derivatives and securitization largely contributed to the decline of traditional 

banking. As a result Basel I was no longer sufficient enough to be the benchmark for 

measurement of capital adequacy and the actual risks that banks face due to innovations 

supported by new technologies. All these developments precipitated the need to move to a 

more appropriate accord, Basel II which could capture the inherent risks in the global 

financial system. 

These are new ways to un-bundle and transfer risks. This also implies that there are a 

growing number of methodologies for managing and measuring risks. Technological 

advances imply that there is an improvement in data collection and analysis. Banks ended up 
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holding lower quality (high risk) assets on their balance sheets and off-loaded their high 

quality (less risky) assets (Hai et al. , 2007). Banks will start to hold low risk assets that 

attract lower capital charges and reduce high quality assets which attract high capital charges 

under Basel II (IMF, 2005). Cumming and Nel (2005) argue that Basel I was not 

comprehensive in its coverage because it only concentrated on credit risk, though market risk 

was added in 1996. 

According to Ong (2004) the failure of Basel I's "one size fits all" approach to risk 

management is considered to be one of the crucial reasons for the need to replace it. There 

were no incentives for the banks to improve their risk management systems because the same 

criterion was applied to all banks in determining the minimum capital requirements. Hai et 

al. (2007) adds that Basel I was risk insensitive, because it failed to make a distinction 

between credit risk and other types of risk and was prone to regulatory arbitrage. It was not 

sophisticated in its approach and it did not assess all the true risk profiles of banks. Basel I is 

also largely criticized because its risk categories were only weakly correlated with the actual 

banking risks, for instance all corporate exposures were given a risk weighting of 1 00% 

regardless of their credit rating (Cumming and Nel, 2005). Given the broad risk categories, it 

can be argued that the 1988 accord actually increased the overall systematic risk because it 

allowed regulatory capital arbitrage. In this respect, it did not adequately take into account 

the hedging strategies available to banks. According to Cumming and Nel (2005) banks 

engaged in -cherry-picking, which involved shifting the composition of a portfolio towards 

higher-risk assets within a particular risk category. This gave the chance for banks to 

arbitrage their regulatory capital requirements. 
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Globalization of the financial markets is also regarded among the factors that contributed to 

the replacement of Basel I. With globalization, integration and expansion of the global 

finCL""lcial markets coupled with the introduction and exposure to new financial products, 

banks have continually become more exposed to diversified structure of risks (Hai et al. , 

2007). The increased integration of global markets has seen the growth of cross-border 

trading, finance and investment. However, this implies that there are sophisticated risks that 

need to be accounted for, with a more risk sensitive framework. In conclusion, the 

recognition of these important developments highlights the factors that necessitated the 

introduction of Basel II which is a more risk-sensitive framework (Pagia and Phlegar, 2002). 

The hallmark of Basel II is ultimately combining effective bank-level management and 

supervision with market discipline to restore safety and soundness of the ever-changing and 

complex financial system. 

2.4.3 The New Capital Accord: Basel II 

According to BIS (2007) Basel II intends to bring improvements in the way regulatory 

capital requirements mirror the underlying risks, considering the financial innovations such 

as asset securitization structures that has occurred in recent years. As mentioned above, it 

does not only focus on capital, but also on maintaining a level playing field and strengthening 

incentives to foster sound systematic risk management through the three mutually reinforcing 

pillars (Caruana, 2003). Pillar 1 strengthens the minimum capital requirements set out in the 

1988 accord, while pillars 2 and 3 represent the innovative additions to capital supervision 

(BCBS, 2001). The new accord aims at raising the capital that banks must hold to cushion 

against credit risk losses resulting from the internal factors such as bad lending decisions and 

external factors for example, economic downturns and crisis contagion (Dobson and 
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Hufbauer, 2001 ). This ensures that banks that engage in risky transactions will have to set 

aside more capital than those that do not. The Basel II framework seeks to enhance capital 

supervision that is governed by a forward-looking approach and help banks to identify the 

risks (for example credit, market and operational) they may face, presently and in future and 

thereby developing and improving their ability to manage those risks (BCBS, 2006). 

The overarching objective of Basel II is to promote stability of the financial system by 

ensuring that banks are adequately capitalized and have improved risk management 

techniques in place. Pillar 1, minimum capital requirements maintains the definition of 

capital, setting the minimum capital requirement at 8% of capital to risk-weighted assets, 

with the guidelines closely aligned to each bank's actual risk of economic loss (BCBS, 

2001). This improves risk measurement, i.e. the calculation of the denominator of the capital 

ratio which comprises of the credit, market and operational risk. The objective of pillar 1 is to 

clearly align the level of the regulatory capital more closely with risk (Bailey, 2005). It 

achieves this by linking risk-weights to credit ratings, meaning that a loan to a corporate will 

attract a risk-weight that reflects the individual credit-worthiness of the counterparty, rather 

than one that simply acknowledges the counterparty as a corporate (Bailey, 2005). In this 

way, there is better alignment of capital with the underlying risks and this helps to maintain 

the required level of capitalization of banks. There are two options for measuring credit risk, 

i.e. the standardized approach and the internal rating based (IRB) approach. 

According to BCBS (2001), the standardized approach allows a bank to assign risk-weights 

to its balance and off-balance sheet assets to derive the total risk-weighted assets. This 

implies that if a risk-weight of 100% is assigned, it means that the full value of an exposure 
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is included in the calculation of the risk-weighted assets and this translates into a capital 

charge equal to 8%. In the 1988 Accord, individual risk-weights depended on the broad 

categories ofborrowers (i.e. sovereigns, banks or corporate). Under Basel II, risk-weights are 

refined by reference to a rating provided by external credit rating agency under the 

standardized approach. The risk-weights are determined by the supervisor depending on the 

nature and characteristics of the exposure. There are five risk-weightings available 0% 20% 
' ' ' 

50%, 100% and 150% under Basel II (BCBS, 2006; Cumming and Nel , 2005). For corporate 

lending, Basel I provided only one risk category of 100% but Basel II provides four risk 

categories (20%, 50%, 100% and 150%) (BCBS, 2006). 

The internal ratings based approach (IRB) allows the use of the bank's estimates of the 

creditworthiness of each borrower to approximate the possible future losses, and this forms a 

basis of minimum capital requirements under stringent methodological and disclosure 

requirements (BCBS, 2006). Unique analytical frameworks are available for loan exposures 

of different types, with varying loss characteristics. Under the IRB approach, banks are 

required to categorize the "banking-book" exposures into broad asset classes with different 

underlying risk characteristics. The five classes of assets include: corporate, sovereign, bank, 

retail and equity (BCBS, 2006). Since the IRB approach can be categorized into the 

foundation and advanced methodologies for corporate, sovereign and bank exposures, it 

gives a diverse range of risk-weights than those under the standardized approach and hence 

the greater sensitivity to risks (BCBS, 2006). The Foundation IRB (FIRB) approach and the 

Advanced IRB (AIRB) approach only differ in the sophistication applied in the quantification 

methodology. When using the FIRB methodology, banks come up with estimates of the 

probability of default (PD) of specific borrowers and the supervisors contribute other inputs. 
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When using the AIRB methodology, a bank that has an advanced internal capital allocation 

process is allowed to contribute other inputs as well (BIS, 2001 ). The probability of default 

(PD), loss given default (LGD), exposure at default (EAD), and maturity (M) are the four 

parameters that are used to determine the estimated credit risk when the IRB approaches are 

applied (BCBS, 2006). The new accord also sets out that banks should come up with a 

suitable capital charge for operational risk which was not included in the previous accord. 

This makes a greater improvement in the new accord because banks need to quantify the risk 

of losses from failure of internal processes and systems versus damages from external 

disruptions. There are three specific approaches that will help to capture operational risk i.e. 

the basic indicator, standardized and internal measurement. Pillar 2, Supervisory review 

process, emphasizes the need for conducting supervisory reviews of bank's internal 

assessments of their overall risks to ensure that adequate measures are available for such 

risks (BCBS, 2006). 

Supervisors must ensure that every bank has internal processes available for its capital 

adequacy assessment (BCBS, 2001). Basel II emphasizes the development of a brenk 's 

internal assessment processes and determination of targets for capital in line with its risk 

profile and control environment (BCBS, 2001). After evaluation of the bank's activities and 

risk profiles, supervisors are mandated to decide if the banks must hold higher capital levels 

above the 8% level set in Pillar I. These internal processes are subject to supervisory review 

and intervention when deemed necessary (BCBS, 2001). According to Cumming and Nel 

(2005), LGD allows for greater discretion in the assessment of the value of credit risk 

mitigants and their contribution towards diminishing the capital charge. Exposure at Default 

(EAD) and Maturity of the loan (M) are self explanatory parameters. Pillar 3, market 
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discipline, reflects how bank management can be improved through transparency in public 

reporting. It points out the disclosures that banks must report for the public to have better 

insight into their capital adequacy (BCBS, 2006). Market participants can only understand 

the risk profiles and capital adequacy of the banks through the disclosure which enhances 

market discipline (BCBS, 2001). ·By understanding the bank's activities and its ability to 

manage its exposures, consumers will be in a position to reward banks that prudently manage 

their risks and punish those that do not. 

Although Basel II was initially designed for internationally active banks, its underlying 

principles can also be applied to other banks with different levels of complexity (BCBS, 

2001). It provides a menu of approaches per risk and given the existence of a supervisory 

review, it is more flexible in risk and capital management and measurement. This ensures 

that there is improved corporate governance and transparency. More importantly, there are 

improved regulatory frameworks and supervisory policies, practices and processes. The 

benefits of adopting Basel II can be summarized in terms of the loan, portfolio and 

organizational levels (Skosana Risk Management Company, 2006). At loan level, Basel II 

help in differentiating between risky borrowers (given the probability of default, PD), 

differentiating the risk of the facility (LGD), improving provisioning and pricing of the 

financial products. At the portfolio level, Basel II help in recognizing the power of 

diversification, understanding the impact of concentrations, and extending limits and capital. 

Lastly, at organizational level, Basel II helps in justifying large investments, enhancing 

thinking like fund managers, rewarding smart risk taking, and hence adhering to transparency 

and good corporate governance (Skosana Risk Management Company, 2006). 
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It is often argued that Basel I was centered on the bank's total capital with the aim of 

reducing chances of bank insolvencies that would negatively affect depositors (BIS, 200
1 
). 

Basel II improves safety and soundness in the financial system by emphasizing the 

application of the three pillars consistently (BCBS, 2001). Although Basel II maintains the 

overall level of regulatory capital, it provides comprehensive and sensitive approaches to 

risks as compared to Basel I (BCBS, 2001). The new accord can be seen not only as a major 

change in how the minimum capital requirements are calculated, but also in the 

responsibilities ofbanks and regulators within the prudential regime (Bailey, 2005; Caruana, 

2004). A summary of the main differences between Basel I and Basel II are shown in table 

2.1 below. 

Table 2.1: Basel I versus Basel II 

FOCUS BASEL I BASEL II 

Risk measure Single. Broad. 

Risk Sensitivity Broad brush approach. Enhanced risk-sensitive. 

Credit Risk Mitigation Limited recognition. Comprehensive reCO!:,'nition. 

Operational Risk Excluded. Included. --
Flexibility One size fits all. Menu approaches. ·-

Supervisory Review Implicit. Explicit. -·-

Market Discipline Not addressed. Addressed. -----
Incentives Not Addressed. Explicit and well defined. --

Economic Capital Divergence. Convergence. 

Source: Oothuzien (2005:24). 

An analysis of Table 2.1 combined with the discussion above, makes it clear as to why there 

was a transition from Basel I to Basel II. The next section focuses on the literature survey on 

Basel II, discussing the general implementation issues. 

2.5 Relevant Empirical Studies 

The new capital accord has received diverse commentary since its first proposal in June 1999 

with regard to its implementation and effects on the whole 'banking system. In this section, 
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the common concerns around the implementation of Basel II are discussed t th · 'gh o ga er ms1 ts 

into the implementation issues. The BCBS and a number of commentators concur that Basel 

II will bring financial stability in the financial system, because it provides sophisticated risk-

sensitive methodologies (BIS, 1999; BCBS, 2004; Cumming and Nel , 2005; van Rixtel 
' 

Alexopoulou and Harada, 2003; Jacobsohn, 2004). However, Basel II is also entangled with 

some criticism and scepticism with regards to the promotion of sounder banking 

environment volatility and consequences for developing and emeroing k t . 
, o• mar e countnes 

(Griffith-Jones and Spratt, 2001). These concerns are worth noting because they help to form 

the basis for comparison of the implementation of the new accord in the countr..; d . • es covere m 

this study. 

Although there is scarcity ofliterature on Basel II requirements on Kenya' s banking sector, it 

is essential for the Kenyan banks to make adequate preparations to ensure their compliance 

with international standards and practices in the field ofbanking. Related studies undertaken 

in Kenya include: Kabiru (2001) studied the relationship between credit risk assessment 

practice and the level of nonperforming loans of Kenyan banks. He finds a direct relationship 

between credit risk assessment practices adopted by commercial banks and the level of non-

performing. Adam (2003) undertook an analysis of the usefulness of annual financial 

statements to credit risk analysts in Kenyan commercial banks; Mutwiri (2003) studied the of 

6 c's credit risk appraisal model and its relationship with the level ofnonperforming loans of 

commercial banks in Kenya. The findings show direct relationship between the study 

Variables. Njiru (2003) studied Credit risk management by coffee cooperatives in Embu 

district. Mbole (2004) studied the relationship between credit risk analysis and the level of 
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non-performing loans. He found that the level of credit analysis done was invers 1 1 eYre a ted to 

the non performing loans. Mwirigi (2006) undertook an assessment of credit risk 

management techniques adopted by microfinance institutions in Kenya. 

2.5.1 Basel II and Developing Countries 

An ongoing debate about Basel II has been on its impact on developing countries. It is often 

claimed that the adoption of Basel II, particularly the IRB approach will lead to a significant 

reduction of bank lending to the developing countries and/ or a sharp increase in the cost of 

international lending to the developing countries (Griffith-Jones and Spratt, 2001). 

Additionally, there is a common view that Basel II will result in an increase in the cost and 

volatility of bank lending to developing countries. Furthermore, developing countries will 

need to implement Basel II at a considerable cost to their regulators and banking sectors 

(Bailey, 2005). 

Bailey (2005) argues that the returns to such an investment will be lower because the accord 

was not designed for, nor is it appropriate for developing countries because the original idea 

came from the G 10 countries which are predominantly developed countries. Given these 

cases, local banks may find themselves increasingly capital constrained, making them more 

vulnerable to acquisition by advanced international banks which are able to offer huge 

injections of capital and expertise required by the regulators (Bailey, 2005). Dupuis (2006) 

adds that Basel II tends to unfairly favor larger banking institutions because they have 

abundant resources and capacity to enforce the capital requirements. In the long-run, 

internationally active banks will completely dominate the domestic banking sector, posing a 

threat to the domestic supervisors and regulators. Another consequence for developing 
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countries is that they may fail to attract international banks in the event that they .c: ·1 t d 1a1 o a opt 

this new accord (Bailey, 2005). 

It can be desirable for developing countries to have internationally active banks in their 

banking industry because this may boost international confidence in that country. 

Additionally, these banks bring international expertise and this may ultimately improve the 

standard of banking services provision and capitalization of these banks. Economic capital 

measures the amount of capital that an institution needs to support its business activities or 

set of risks. Regulatory capital is the minimum capital required in order to comply with 

regulatory requirements (Jacobsohn, 2004). 

As regulatory capital becomes aligned with risk, there will be an increase in capital 

requirements for loans to developing countries which tend to be less creditworthy (Griffith-

Jones and Spratt, 2001). In so doing, borrowing costs will increase as banks seek to cover 

their higher capital charges (Bailey, 2005). However, contrary to the views of Griffith-Jones 

and Spratt (2001), Bailey (2005) concludes that Basel II implementation in developed 

countries holds no serious implications for developing country lending because costs will not 

be affected as international banks price using economic capital, not regulatory capital. 

Additionally, Basel II will not exacerbate the business cycles of recipient developing 

countries because Pillars 2 and 3 will prevent international banks from behaving 

procyclically. Pillar 2 will increase the scope for regulatory forbearance and corruption, and 

underdeveloped capital markets mean that Pillar 3 is likely to be ineffective, and Pillar 1 is 

unable to offer any significant improvements over Basel I due to poor data environments 

(Bailey, 2005). 
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Sharing the same view, the IMF (2005) points out that the risk sensitivity of Basel II will 

likely lead to higher capital charges on loans to the developing and emerging market 

economies because of their relatively higher credit and operational risks. Consequently, this 

increases the costs of borrowing and reduces capital inflows to these so-called high-risk 

destinations (IMF, 2005). A similar concern is that most banks in developing countries lack 

the necessary resources for the implementation of Basel II. It is therefore argued that the new 

rules may constrain accessibility to credit for a number of developing countries (Dupuis, 

2006). 

2.5.2 Basel II and "Procyclicality" 

It is often argued that Basel II may destabilize the financial system because of procyclicality 

since capital charges are positively dependent on the probability of default (PD) (Cumming 

and Nel, 2005). For instance, in the event of a downturn, the capital charge will rise in all 

exposures and banks will be less willing to extend credit to corporates20; making it difficult 

to secure loans when they are most needed, causing firms to fail and ultimately exacerbating 

the effects of the recession (Cumming and Nel, 2005). Credit charges tend to fall during an 

upswing, giving an incentive for firms to expand. Similarly, banks are likely to attach risk

Weights that are higher during an economic slowdown, raising the bank's cost of extending 

credit, which might in tum restricts bank lending (IMF, 2005). IMF (2005) believes that this 

is a reality in risk-based capital management and therefore Basel II potentially leads to 

relatively accurate pricing of risk although business cycles can be aggravated by 

procyclicality. It can be concluded that Basel II capital requirements tend to be 

'countercyclical', increasing during recessions, inducing pro cyclical lending behavior on the 

banks' side and hence financial instability in the financial system. 

31 



Ceteris paribus, credit quality declines when a finn's business outlook weakens, and banks 

start to face higher capital charges during an economic downturn (Heid, 2007). Heid (2007) 

concludes that Basel II has a significant pro-cyclical effect on lending even if banks are not 

capital constrained. However, the alignment of regulatory capital with economic risks has 

micro-economic benefits mainly because it reduces that potential for regulatory arbitrage 

(Heid, 2007). According to Heid (2007) some sceptics fear that Basel II will unduly increase 

the volatility of regulatory capital. Arguably Basel II makes the required minimum capital 

more cyclical because it increases the sensitivity to credit risk. This potentially poses severe 

capital management problems because capital charges are likely to increase in an economic 

downturn at the time when banks are confronted with the erosion of their equity capital as a 

result of write-offs in their loan portfolios. Such instabilities in the financial sector can then 

be transferred into the real sector (Jacobsohn, 2004; Heid, 2003). As the banks are forced to 

hold more capital during a downturn, they shift the incidence to borrowers. Without other 

sources of finance, companies will reduce spending for investment purposes, thereby 

aggravating the economic meltdown. 

The impact on the macro-economy may be even more severe if the capital strained banks are 

forced to reduce their lending (Heid, 2007). Therefore, the capital buffer that banks hold on 

top of the required minimum capital plays a significant role in mitigating the impact of the 

volatility of capital requirements. Likewise, Jacobsohn (2004) points out that due to 

increased risk sensitivity of capital charges, continuous procyclical effects may arise when 

the quality of the bank's assets is attached to the business cycle movements. Consequently, 

this distorts the central objective of capital regulation to foster stability in the whole financial 

system (Heid, 2003). Procyclicality also affects developing countries in the sense that capital 
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allocations will become entangled with the economic cycle of the recipient country, 

exacerbating its booms and busts (Griffith-Jones and Spratt, 2001; Reisen, 2001; Ward 
' 

2002). 

2.5.3 Basel II: Needs in Terms of Bank Resources 

Basel II requires very complex systems for risk measurement and management and this is a 

challenge to banks because they need to improve their internal systems, processes and 

staffing (Dupuis, 2006). Banks must have compatible infrastructural systems for data 

reporting, verification and validation in place for the successful implementation of the 

advanced methodologies (IMF, 2005). In some cases, the implementation process may be 

delayed because financial institutions, particularly in developing and emerging countries put 

great efforts to improve their systems, practices and procedures (Dupuis, 2006). Experts in 

risk-based supervision are needed and this poses a challenge to supervisors in finding the 

qualified staff (IMF, 2005). The pace of implementation of Basel II is largely influenced by 

planning and resource constraint of the national supervisors and banks (Cornford, 2005). This 

shows that the banks need to plan carefully and set aside resources for the implementation 

process to be successful. 

2.5.4 Basel II: Requirements For and Choice of Approaches 

Basel II adoption in any country demands that banks must meet the minimum supervisory 

requirements, internal controls and risk management, although the selection of the advanced 

approaches and other options largely depend on its ability to fulfill all the expected 

requirements (Cornford, 2005). For instance, for a bank to use the IRB approaches, it must 

meet stringent eligibility criteria which mainly depend on its management and internal 
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controls (Comford, 2005). In some instances, different rules may be applied to a bank by the 

home and host supervisors. It might be the case that the home supervisor might require the 

bank to use the IRB approach, and the host supervisor prescribes the standardized approach 

for the same bank because of limitations on its supervisory capacity. In some instances, host 

supervisors may be reluctant to let a foreign bank to use, for example, IRB approach because 

of lower costs and capital requirements which gives it competitive advantages over the 

domestic banks (Comford, 2005). Such differences between supervisors can potentially 

complicate Basel II implementation processes globally. 

2.5.5 Basel II and the Development of Rating Agencies 

This is one of the implications of Basel II that is not considered by many. Rating agencies 

help in coming up with the risk-weights of the assets that are used in the standardized 

approach of Pillar 1. In this way, countries have incentives to develop credit rating agencies 

to improve credit management (IMF, 2005). It can be observed that the failure of Basel I to 

cope with the ongoing developments in the financial system led to the need for its revision 

and ultimate replacement with a more risk-sensitive approach (Basel II). However, Basel II is 

also entangled with a number of concerns which mainly relate to the developing countries, 

procyclicality, choice of the appropriate methods, resources necessary for implementation 

and the development of rating agents. Therefore, there is need to proceed to the next section 

that explores the implementation issues for all the countries in the study. It attempts to 

explain how these countries have approached these issues which mainly relate to planning 

and resources, timetables and extents of implementation, as well as the trends in banking 

sector variables. This is done in light of the implementation issues raised in this section. 
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2.6 Implementation ofBasel II: Comparison of the Institutional Issues 

Basel II implementation has started in a number of Basel and non-Basel Committee countries 

worldwide. For a country to adopt Basel II it must fulfill the generally accepted pre

conditions. According to Kruger (2005) firstly, the banking industry must have a culture of 

risk management with the supervisory authority applying a risk management approach to 

supervision (Pillar 1). Secondly, banks should apply sound principles of capital management 

and the supervisory authority should assess the quality of capital management by banks 

(Pillar 2). Thirdly, the market should require listed companies to be transparent and disclose 

reliable and relevant information relating to the financial position and performance as well as 

corporate governance, risk management and risk exposures (Pillar 3). Once these 

preconditions are fulfilled, a country can go ahead with Basel II implementation. It is 

therefore relevant to investigate the comparative institutional issues which include planning, 

timetables for and extents of implementation, regulatory structures, and the banking 

structures because they influence the Basel II implementation processes. In this chapter, these 

institutional factors will be investigated for Kenya, South Africa, Switzerland, Brazil and the 

U.S., the goal of which is to evaluate how the different countries approached these 

institutional factors. 

In this context, planning involves the investigation into whether there have been legislative 

and regulatory changes to suit the implementation of Basel II. Changes that have taken place 

to ensure that the environment is conducive for the successful implementation of Basel II will 

be compared. In other words, this section focuses on analyzing how the countries in the study 

prepared themselves for the implementation of Basel II. Individual countries will be 

discussed in Sections 2.6.1 to 2.6.5. 
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2.6.1 Kenya 

As alluded to m the foregoing sections of this report, Basel II became available for 

implementation in Basel member countries from end 2006/end 2007. The Basel Committee 

however recognizes that moving towards Basel II may not be a priority for non-members 

(like Kenya) in terms of what is needed to strengthen supervision. The Committee 

recommends that countries decision to move towards implementing Basel II be based on 

their national priorities. This approach will ensure that emerging countries in particular put in 

place the prerequisite supervisory infrastructure for Basel II. This is indeed consistent with 

the position adopted by the East African Central Banks. It is noteworthy that CBK has made 

considerable progress in fulfilling the prerequisites of Basel II and it is now appropriate to 

begin engaging the banking sector on the new capital framework. Further, a strong banking 

sector is essential to fulfill the national development aspirations encapsulated in Kenya's 

development blueprint, Vision 2030. 

Under the Vision, the banking sector is expected to play a catalytic role in mobilizing the 

substantial resources required to push Kenya to "new frontiers" of development. The Vision 

also seeks to transform Kenya into a "financial services hub" for the Eastern Africa Region. 

This will in turn require the formulation of a "world class" enabling legal and regulatory 

framework. In the current supervisory context, "world class" is set by the Basel Committee 

and it is anticipated that Basel II will in the near term become the global supervisory standard 

in the same way that Basel I was accepted and adopted by more than 100 countries in the 

world. In this connection, the CBK began a process in 2007 that will lead to the preparation 

of a comprehensive roadmap for implementation of Basel II. This process involves: 
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Implementation of Basel II prerequisites: Full adoption of Basel I in particular the market 

risk amendment that requires banks to set aside capital for market risk in addition to credit 

risk. Implementation of Risk Based Supervision and Full compliance with the Basel Core 

Principles for Effective Banking Supervision through the comprehensive review of the 

Banking Act that is under consideration by the Attorney General. 

A survey conducted by CBK, to assess the status of Kenyan banks vis a vis the requirements 

ofBasel II. 

Based on the findings of the survey, formulation of CBK's policy position with regard to 

Basel II that will broadly spell out: Elements of Basel II that be adopted; Applicability of 

Basel II to domestic and internationally active banks; Broad regulatory guidance on the 

approaches to be adopted; Timelines for Basel II implementation; and Jointly with industry 

players, development of a detailed roadmap towards implementation of Basel II. 

2.6.2 South Africa 

The process of implementing Basel II in South Africa spans for close to eight years, starting 

from the begilU1ing of the new millennium up to the full implementation on 1 January 2008 

for all banks. This section unpacks the process through which Basel II was incorporated into 

the regulatory framework in South Afiica. The preconditions that South Africa fulfilled 

before commencing the Basel II implementation process which are worth noting included: 

Stable macroeconomic policies and fiscal policy transparency and discipline; World class 

accounting and disclosure procedures (being compliant with the International Financial 

Reporting Standards (IFRS); Transparent auditing framework (being compliant with the 

International Standards on Auditing); Stringent bank supervision (being compliant with Basel 
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Core Principles for Effective Bank Supervision and Basel I); Good corporate governance 

(being compliant with Basel Committee prescriptions adopted from the Enhanced Corporate 

Governance for Banking Organizations ' publication and the local best practice standards 
' 

King I and II reports on corporate governance); Ongoing risk management (being compliant 

with Basel I, Core Principles and other guidelines); Fully functioning payment system (being 

compliant with Core Principles for Systematically Important Payment Systems); and a 

favorable legal environment (being governed by the corporate law, insolvency law, Banking 

law (being compliant with national standards - Basel Core Principles and Basel I), the 

Financial Advisory and Intermediary Act (F AlA), Financial Intelligence Centre Act (FICA) 

and the National Credit Act) (Bank Supervision Department, 2007). 

The preconditions stated above relate to legislation with regard to banks, companies, 

insolvency, money laundering, bank supervision, accounting and the legal environment, 

which makes South Africa more adhering to international standards. This shows that South 

Africa cooperate with its international counterparties which makes it a world class financi al 

centre that adheres to the international standards. For this reason, the South African banking 

sector strives for best practice in corporate governance and risk management to ensure 

continued stability (Bank Supervision Department, 2005). Based on the mission and 

philosophy of the Bank Supervision Department and to implement Basel II successfully in 

South Africa, it became necessary to make amendments to the Banks Act, the regulatory 

framework (the Regulations), the supervisory process and related policies (Bank Supervision 

Department, 2005). 

The amendments to the Banks Act are the product of an assessment of the various 
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prescriptions contained in Basel II, inputs received from the various subcommittees of the 

Accord Implementation Forum (AIF) and a number of discussions and debates on issues 

raised during meetings of the regulatory subcommittee of the AIF (Bank Supervision 

Department, 2005). In 2007, the Banks Amendment Bill was put before and approved by the 

South African parliament. This bill seeks to considerably enhance the regulatory framework 

for South African banks, requiring them to apply risk-weightings to all their assets and hold 

minimum capital that will enable them to back any loss associated with those assets (Manuel, 

2007). 

As discussed above, upon the fulfillment of the preconditions that made Basel II ideal for 

South Africa and the consensus among all stakeholders in the banking industry and the 

government, the whole Basel II implementation process got underway. 

2.6.3 Switzerland 

The Swiss banking industry fulfilled all the pre-implementation conditions although the 

Banking Act was not amended as in the case of South Africa. Instead, the standard risk

Weights and the capital adequacy ratio of 8% were set by the Federal Council in the Capital 

Adequacy and Risk Distribution Ordinance (CRO) (Swiss Federal Banking Commission, 

2005). The CRO took all the provisions which cover the definition of capital and the 

distribution of risk from the Banking Ordinance and outlines the regulations of Basel II. All 

the provisions within the Banking Act for supervising the large institutions came into effect 

on 1 January 2006 incorporated into the Banking Ordinance concurrently with the CRO 

(Swiss Federal Banking Commission, 2005). These moves were intended to facilitate the 

transition from Basel I to II in Switzerland. 
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2.6.4 Brazil 

Like other regulatory bodies, the Central Bank of Brazil published a number of prudential 

regulations necessary for the implementation of the new accord. This included 

Communication Resolution No. 2682 which instituted ratings for credit transactions in nine 

risk levels (AA, A, B, c, D, E, F, G, and H), and created provisions for doubtful credits 

(Banco do Brasil, 2008). After the endorsement of Basel II by the BCBS in June 2004, the 

Brazilian authorities were among the first emerging market countries to announce their 

proposed timetable for the implementation of Basel II in the form of a communication. 

Communication No. 12,746 outlined the timetable and steps to be followed in the process of 

implementing Basel II in Brazil, considering the risk levels associated with the transactions 

undertaken by financial institutions. 

The implementation of an operational risk management structure was specified in 2006 
' 

concentrating on the definition of an institutional policy, processes, procedures, and support 

systems. A year later, the implementation of a market risk management structure was 

specified (Banco do Brasil, 2008). In light of these regulatory developments, in 2007 a new 

schedule adjusting the timetable released in 2004 was issued (Banco do Brasil, 2008). Under 

the new schedule, advanced methodologies are to be implemented by late 2012, focusing on 

the allocation of operational and credit risk capital charges (Banco do Brasil, 2008). These 

regulatory reforms were driven by the need to achieve successful implementation of the new 

capital accord requirements. 

2.6.5 The United States 

In terms of the preparation for the implementation of the new accord in the U.S., the 
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regulatory authorities proposed in an Advance Notice of Proposed Rulemaking (ANPR) that 

Basel II-should apply only to institutions with assets in excess ofUS$250 billion or total on

balance sheet foreign exposure of over US$1 0 billion. The top ten internationally active 

banks would adopt Basel I1 because they are mandatory banks and other remaining under 

Basel I and opt-in later to the advanced rules. The primary Federal supervisor of a bank will 

determine the appropriate application of the new rules depending on the bank's asset size 
' 

level of complexity, risk profile and its line ofbusiness (Federal Reserve Board, 2007). 

In the United States, all banks governed by Basel II, as mandatory banks or opt-in, are 

obliged to implement the advanced approaches for the calculation of capital charges, i.e. the 

AIRB for credit risk and the AMA for operational risk (Federal Reserve Board, 2007, 2007; 

Gordon-Hart, 2004). This suggests that the U.S. opted for a two-tier implementation stance, 

which is mandatory only for the largest banks and optional for others. Arguably this stance 

may lead to an uneven playing field for banks in the U.S and may lead to regulatory capital 

arbitrage that Basel II seeks to eliminate. Although Basel II implementation is underway in 

the U.S., there have been lengthy consultations that were aimed at ensuring that the 

implementation will be closely in line with the international standards. 

2· 7 Conclusions 

Given the complex nature of Basel II, proper planning is a necessary prerequisite for a 

successful implementation process, taking into account the individual country specific 

characteristics. As shown in the above sections, all the countries took enough time preparing 

for the implementation of the new capital adequacy rules. This was meant to ensure the all 

the necessary preconditions prevail in their domestic financial and regulatory environment 
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for the successful Basel II implementation. Among other things, it was necessary to institute 

some amendments to existing regulatory and supervisory structures in one way or the other to 

ensure that the transition and implementation processes will be well coordinated and 

successful. In the case of South Africa, amendments to the Banks Act, the regulations and the 

supervisory process were instituted because of the prescriptions under Basel II rules. In this 

way, fulfillment of all the preconditions in the regulatory and supervisory framework meant 

that the implementation process could get underway smoothly. Combined with the 

commitment of the South African authorities, the country managed to meet all the deadlines 

With regard to the implementation plans. On the contrary, Switzerland did not amend its 

Banking Act as South Africa because of its relatively more advanced prudential regulatory 

environment that existed. Instead, the Federal Council of the Swiss National Bank made 

important decisions of standardizing their risk weightings. Unlike South Africa, Brazil or the 

United States, the Swiss authorities came up with the two ordinances, the Capital Adequacy 

and Risk Redistribution (CRO) and the Banking Ordinance (BO) which act as emblems for 

Basel II implementation guidelines in Switzerland. 

Similarly, the Brazilian authorities did not make any amendments to the Banks Act, instead 

they resorted to coming up with prudential regulations in the form of legally recognized 

Communications updating their regulatory and supervisory system to facilitate Basel II 

implementation. Just like Brazil and Switzerland, the United States did not amend their 

Banking Act as a result of the intention to implement Basel II. Following the lengthy 

consultation process in the u.s., the Federal Reserve Board released the final rules for the 

implementation of Basel II's advanced approaches for large and complex U.S. banking 

organizations in November 2007. In the U.S. banks in excess of $250 billion in assets are 
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mandated to adopt Basel II while others may opt-in to adopt Basel II approaches. Similarly, 

Switzerland opted to apply the advanced rules to the internationally active banks. This is 

contrary to South Africa and Brazil because they opted to implement all Basel II rules to all 

the banks and banking groups operating in their jurisdictions, despite of their asset levels. As 

long as the institution qualified to be defined as a bank, automatically it is subjected to Basel 

II rules just as in the case of Basel I. In conclusion, on the backdrop that all the countries 

managed to prepare their domestic regulatory and supervisory environments for Basel II 

implementation, it is necessary to proceed and analyze the time lines for and extent of 

implementation of the new capital adequacy framework. This could bring to light the 

experiences of all the countries, on their roadmap to Basel II compliance. 
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CHAPTER THREE 

3.0 RESEARCH METHODOLOGY 

3·1 Introduction 

This chapter describes the specific strategies that were used in data collection and analysis in 

order to address the research questions. It focuses on the research design, population, 

sampling technique and description of the research instruments, data collection procedures 

and analysis of data. 

3.2 Research Design 

For purposes of this study, a descriptive survey was undertaken. The method was preferred 

since it permits gathering of data from the respondents in a natural settings. Descriptive 

designs result in a description of the data, whether in words, pictures, charts, or tables, and 

Whether the data analysis shows statistical relationships or is merely descriptive. "What" 

questions invariably lead to descriptive designs. Descriptive research is designed to describe 

the characteristics or behaviors of a particular population in a systematic and accurate 

fa h. 
d · · 

s ton. Survey research uses questionnaires an mtervtews to collect information about 

People's attitudes, beliefs, feelings, behaviors, and lifestyles (Brown et al, 2003). 

Descriptive design was preferred because no matter what method is chosen to collect the 

data; all descriptive designs have one thing in common: they must provide descriptions of the 

Variables in order to answer the question under study. One of the most useful methods of 

numeric analysis available is statistics and this study shall use this method to describe and 

make inferences about measurable characteristics of a large group based on measurements 

from the representative sample of the population. In particular, frequency distribution which 
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were used in this study is intended to show the distribution (or the count) for each bank to 

clearly spell out to what extent each of the various Basel requirements influence that 

particular bank's activities. 

3.3 Population ofthe Study 

The population was all the commercial banks registered and licensed to undertake 

commercial banking business in Kenya. The total number of commercial banks stood at 45 

as at December, 2009 (CBK, 2009) (See Appendix I). The respondent from each of the 

commercial banks was the Chief Executive Officer (CEO), who is charged with the 

responsibility of shaping the strategic direction of his/her respective organization. In the 

absence of the CEO, his/her appointed agent participated in the study. A census of the whole 

population of all the commercial banks in Kenya, whose number stood at 45 as at December 

2009, was undertaken. 

3.4 Data Collection 

The survey method was used to collect data. A semi-structured questionnaire consisting of 

three sections, Section I and section II was used. Section I covered items pertaining to profile 

of the respondents while sections II and III covered items pertaining to the area of study. 

Closed ended questions were presented on a Likert scale. The Likert type scale, commonly 

used in business research was applied because it allows participants to respond with degrees 

of agreement or disagreement (Brown eta!, 2003). The rating was on a scale if 1 (lowest 

impact or least important) to 5 (highest impact or most important). The questionnaires were 

pilot tested on 10 randomly selected respondents before they are administered so as to ensure 

that the questionnaires are understood in their correct perspective, in order to meet the 
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research objectives. 

The procedure that was used in collecting data was through distribution of the questionnaires 

by dropping and picking them from the respondents at their most convenient time that had 

been agreed upon by both parties. A letter of introduction, stating the purpose of the study 

was attached to each questionnaire. In addition, the researcher made make telephone calls to 

the respective respondents to make a follow up on the questionnaires that had been delivered 

to the respondents. Once completed, the researcher personally collected the questionnaires. 

This gave the researcher the opportunity to clarify certain issues arising from the various 

responses. 

3.5 Data analysis and presentation 

Data analysis involved preparation of the collected data- coding, editing and cleaning of data 

so that it may be processed using SPSS package. The coded data was keyed into the SPSS 

program where it was developed into a database and hence analyzed. The data pertaining to 

profile of the respondents and their respective organizations was analyzed using content 

analysis while data pertaining to the objectives of the study was analyzed by employing 

descriptive statistic. Descriptive statistics were used to describe the basic features of the data 

in the study. Together with simple graphics analysis, they formed the basis of virtually every 

quantitative analysis of data. Descriptive statistics help to simplify large amounts of data in a 

sensible way. Each descriptive statistic reduces lots of data into a simpler summary. For 

purposes of presentation, frequency tables, percentages and mean scores will be used. 
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CHAPTER FOUR 

4.0 FINDINGS AND DISCUSSION 

4.1 Introduction 

The current study sought to examine the extent of Basel II adoption and its perceived 

implications on commercial banks in Kenya. A combination of both quantitative and 
I 

qualitative techniques was used in data collection. Out of the 45 questionnaires that 

distributed to the respondents, 42 of them, representing (93.33%) of the questionnaires were 

returned completed. The high response rate could be attributed to the personal efforts of the 

researcher, who made a follow up of every questionnaire sent out. Demographic data was 

analyzed by employing content analysis while descriptive statistics were used to analyze data 

pertaining to the two objectives of the study. Computation of frequencies and percentages, 

standard deviations and mean scores were used in data presentation. The information 1s 

presented and discussed as per the objectives and research objectives of the study. 

4.2 Demographic Data 

4.2.1 Period of operation in Kenya 

The respondents were asked to indicate the time period which their respective banks had 

been in operation in Kenya. The longer an organization operated in a given environment, the 

more experience it had in the given environment and. the higher the ability to respond 

appropriately. The responses are summarized and presented in table 4.1 below. 
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Table 4.1: Period of operation ofrespondent bank in Kenya 

Period of operation in Valid Cumulative Means Standard 
Kenya Frequency Percent Percent core deviation 
Less than 5 years 1 2.4 2.4 
6 to 10 years 3 7.2 9.6 
11 to 20 years 14 33.3 42.9 
21 years and above 24 57.1 100.0 
Total 42 100.0 3.57 0.501 

Source: Resea:::ch Data 

Findings in table 4.1 above show that while (2.4%) of the respondent banks have been in 

operation for less than 5 years, (7.2%) of the respondent banks had been in operation for 

between 6 and 10 years, (33.3%) of the respondent banks have been in operation for between 

11 and 20 years and (21%) of the respondent banks have been in operation for 21 years and 

above. The findings show that at least (90.4%) of the respondent banks have been in 

operation for a period exceeding 10 years, which is long enough them to adequately 

articulate issues pertaining to the objectives of the study. 

4.2.2 Number of full time employees 

The respondents were asked to indicate the number of full time employees in their respective 

banks. The researcher sought to determine the size of the banks by establishing the number of 

full time employees. The higher the number, considering that all commercial banks are now 

automated, the more the operations and hence the bigger the size of the bank. The responses 

are summarized and presented in table 4.2. 
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11 to 20 years 14 33.3 42.9 

21 years and above 24 57.1 100.0 

Total 42 100.0 3.57 0.501 

Source: Research Data 

Findings in table 4.1 above show that while (2.4%) of the respondent banks have been in 

operation for less than 5 years, (7.2%) of the respondent banks had been in operation for 

between 6 and 1 0 years, (3 3.3%) of the respondent banks have been in operation for between 

11 and 20 years and (21 %) of the respondent banks have been in operation for 21 years and 

above. The findings show that at least (90.4%) of the respondent banks have been in 

operation for a period exceeding 10 years, which is long enough them to adequately 

articulate issues pertaining to the objectives of the study. 

4.2.2 Number of full time employees 

The respondents were asked to indicate the num~er of full time employees in their respective 

banks. The researcher sought to determine the size of the banks by establishing the number of 

full time employees. The higher the number, considering that all commercial banks are now 

automated, the more the operations and hence the bigger the size of the bank. The responses 

are summarized and presented in table 4.2. 
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Table 4.2 : Number of full time employees 

Number offull time Valid Cumulative Means Stand ard 

employees Frequen9" Percent Percent score deviation 

Less than 50 0 0.0 0.0 

5lto200 2 4.8 4.8 

201 to 500 10 23.8 28.6 

501 to 1000 18 42.9 71.5 

1 001 and above 12 28.6 100.0 

Total 42 100.0 4.14 0.843 

Source: Research Data 

The findings in table 4.2 above show that none of the respondent commercial banks had less 

than 50 full time employees. Whereas ( 4.8%) of the respondent banks had between 51 and 

200 full time employees, (23.8%) of the banks had between 201 and 500 full time 

employees, (42 .9%) of the respondent banks had between 501 and 1000 full time employees 

and (28.6%) of the respondent banks had 1,001 full time employees and above. The findings 

show that majority of the banks had above 500 full time employees within their respective 

establishments, as indicated by (71.5%) of the respondent commercial banks. 

4.2.3 Number ofbranches 

The respondents were asked to indicate the number of branches their respective banks had. 

The number of branches would be used as an indicator for the size of the banks, in that the 

higher the number of branches a bank has, the more expansive the operations of the bank, 

and hence the bigger the size of the bank. The responses are summarized and presented in 

table 4.3 below. 
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Table 4.3: Number of branches 

Number of Valid Cumulative Means Standard 

branches Frequency Percent Percent score deviation 

Less than 10 5 11.9 11.9 

Between 1 0 and 25 6 14.3 26.2 

Between 26 and 40 13 30.9 57.1 

Above 41 18 42.9 100.0 

Total 42 100.0 3.29 0.708 

Source: Research Data 

The findings in table 4.3 above show that while only (11.9%) of the respondent banks had 

less than 10 branches, (14.3%) of the banks had between 10 and 25 branches, (30.9%) of the 

banks had between 26 and 40 branches and (42.9%) of the banks had above 41 branches. The 

findings show that majority of the respondent banks (88.1 %) had 10 branches and above. 

4.2.4 Number of years respondent has worked in the bank 

The respondents were asked to indicate the period of time they had worked in their respective 

banks. It is assumed that the longer one worked in an organization, the more he/she 

understood the organization and hence the higher the ability to articulate issues pertaining to 

the organization with respect to objectives of the study. The responses are summarized and 

presented in table 4.4 below. 

Table 4.4: The number of years respondents had worked in their respective banks 

The number of years Means Standard 

respondents had worked in Valid Cumulative score deviation 

their re~ective banks Frequency Percent Percent 

Less than 1 _year 3 7.1 7.1 

Between 1 and 5 years 6 14.3 21.4 

Between 6 and 1 0 years 17 40.5 61.9 

Between 11 and 15 years 10 23.8 85.7 

16 years and above 6 14.3 100.0 

Total 42 100.0 3.71 0.708 

Source: Research Data 
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Findings in table 4.4 above show that while only (7.1 %) of the respondents had worked in 

their respective banks for less than 1 year, (14.3%) of the respondents had worked in their 

respective banks for between 1 and 5 years, ( 40.5%) of the respondents had worked for 

between 6 and 10 years, (23.8%) of the respondents had worked for between 11 and 15 years 

and (14.3%) of the respondents had worked for 16 years and above. The findings show that 

majority of the respondents, (78.6%) had worked in their respective banks for more than 5 

years, a period long enough to understand operations of their respective banks. 1be responses 

were thus expected to be objective. 

4.3 The Extent of Basel II Accord Adoption and Perceived Implications on Bank 

Operations in Kenya 

4.3.1 The extent to which Basel II requirements have been adopted by commercial 

banks in Kenya 

In order to meet the first objective of the study, "to establish the extent to which Basel II 

requirements have been adopted by commercial banks in Kenya" the respondents were asked 

various questions, whose responses are presented below. 

4.3.1.1 Significance of the implementation Basel II in Kenya 

The respondents were asked to indicate their rating of the significance of the implementation 

of Basel II in Kenya by ticking as appropriate against given options (low, medium and high). 

The responses are summarized and presented in table 4.5 below. 
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Table 4.5 : Significance of the implementation Basel II in Kenya 

Rating of the significance of Means Standard 

the implementation Basel II Valid Cumulative score deviation 

in Kenya Frequency Percent Percent 

High 36 85.7 85.7 

Medium 6 14.3 100.0 

Low 0 0.0 100.0 

Total 42 100.0 1.14 0.354 

Source: Research Data 

The findings show that (85.7%) of the respondents rated the significance of the 

implementation of Basel II in Kenya as "high" while (14.3%) of the respondents rated the 

significance of the implementation of Basel II in Kenya as "medium". 

4.3.1.2 Expected significance of implementing Basel II in Kenya 

The respondents were asked to indicate their expectations of the significance of the 

implementation of Basel II in Kenya by ticking as appropriate against given options (low, 

medium and high). The responses are summarized and presented in table 4.6 below. 

Table 4.6: Expected significance of implementing Basel II in Kenya 

Expected significance of Means Standard 

implementing Basel II in Valid Cumulative score deviation 

Kenya Frequency Percent Percent 

High 36 85.7 85.7 

Medium 6 14.3 100.0 

Low 0 0.0 100.0 

Total 42 100.0 1.14 0.354 

Source: Research Data 

Findings in table 4.6 above show that majority of the respondents, (85.7%) rated indicated 

"high" expectations on the significance of implementing Basel II in Kenya while (14.3%) of 

the respondents' rating was "medium". 
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4.3.1.3 Priority attributed to the implementation of Basel II by the management of the 

banks 

The respondents were asked to indicate their rating of the priority they attributed to the 

implementation of Basel II by the management by ticking as appropriate against given 

options (low, medium, high and not a priority). The responses are summarized and presented 

in table 4.7 below. 

Table 4.7: Priority attributed to the implementation of Basel II by the management of 

the banks 

Rating of the priority Means Standard 

attributed to the score deviation 

implementation ofBasel II Valid Cumulative 

by the management Frequency Percent Percent 

High 30 71.4 71.4 

Medium 12 28.6 100.0 

Low 0 0.0 100.0 ! 
Not a priority 0 0.0 100.0 

Total 42 100.0 1.29 0.457 

Source: Research Data 

Findings in table 4.7 above show that majority of the respondents, (71.4%) of the 

respondents attributed "high" priority to the im~lementation of Basel II by the management 

of the banks while (28.6%) of the respondents' rating was "medium". 

4.3.1.4 Respondents' perception of the implementation of Basel II in Kenya 

The respondents were asked to indicate their perception of the implementation of Basel II in 

Kenya by ticking as appropriate against given options. The responses are summarized and 

presented in table 4.8 below. 
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Table 4.8: Respondents' perception of the implementation of Basel II in Kenya 

Respondents' perception of the Valid Cumulative Means Standard 
implementation ofBasel II Frequency Percent Percent score deviation 
More problems than advantages 0 0 0.0 

Opportunity to improve risk 42 70.0 70.0 
management process 
Opportunity to improve 18 30.0 100.0 
corporate governance 
Total 60 100.0 1.30 0.462 

Source: Research Data 

Majority of the respondents, (70.0%) perceived the implementation of Basel II in Kenya as 

"an opportunity to improve risk management process" while (30.0%) of the respondents 

perceived the implementation of Basel II in Kenya as "an opportunity to improve corporate 

governance". 

4.3.1.5 Possible advantages ofthe implementation ofBasel II standards 

The respondents were asked to indicate the possible advantages of the implementation of 

Basel II requirements by ticking as appropriate against given options. Multiple responses 

were allowed. The responses are summarized and presented in table 4.9 below. 

Table 4.9: Possible advantages of the implementation of Basel II standards 

The possible advantages of Means Standard 
the implementation of Basel Valid Cumulative score deviation 
II standards Frequency Percent Percent 
More flexibility - individual 24 26.7 26.7 
approach to banks 
The use of internal models for 
risk management and for 36 40.0 66.7 
calculation of capital 
requirements 
Lower capital requirements 30 33.3 100.0 
Total 90 100.0 2.07 0.776 

Source: Research Data 
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Findings in table 4.9 above show that the possible advantages of the implementation of Basel 

II standards include the following: "the use of internal models for risk management and for 

calculation of capital requirements" as indicated by ( 66.7%) of the respondents, "lower 

capital requirements:, as indicated by (33 .3%) of the respondents, and "more flexibility -

individual approach to banks", as indicated by (26.7%) of the respondents. 

4.3.1 .6 Possible problems related to the implementation of Basel II 

The respondents were asked to indicate the possible problems related to the implementation 

of Basel II by ticking as appropriate against given options. Multiple responses were allowed. 

The responses are summarized and presented in table 4.10 below. 

Table 4.10: Possible problems related to the implementation of Basel II 

The possible problems related Means Standar d 

to the implementation of Basel Valid Cumulative score deviation 

II standards Frequency Percent Percent 

Higher capital requirements 6 5.3 5.3 

Improvement of information 

technology - models and data 36 31.6 36.8 

bases 
Lack of personnel 36 31.6 68.4 

Personnel training and 
information system development 36 31.6 100.0 

costs 
Total 114 100.0 2.89 0.916 

Source: Research Data 

The findings in table 4.10 above show that the possible problems related to the 

implementation of Basel II include the following: "improvement of information technology -

models and data bases", as indicated by (31.6%) of the respondents, "lack of personnel", as 

indicated by (31.6%) of the respondents, "personnel training and information system 

development costs", as indicated by 31.6%) of the respondents, and "higher capital 

requirements", as indicated by (5.3%) of the respondents. 
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4.3.1.7 Rating of employees' knowledge about Basel II standards 

The respondents were asked to indicate how they rated the knowledge of their employees' 

knowledge about Basel II standards by ticking as appropriate against given options. The 

responses are summarized and presented in table 4.11 below. 

Table 4.11: Rating of employees' knowledge about Basel II standards 

Rating of employees' Means Standard 

knowledge about Basel II Valid Cumulative score deviation 

standards Fr~uency Percent Percent 

They are not at all familiar with 0 0.0 0.0 
Basel II standards 

They have excellent knowledge 6 14.3 14.3 

They are familiar with basic 

documents and have solid 18 42.9 57.1 

knowledge 
They only have basic 18 42.9 100.0 
knowledge 
Total 42 100.0 2.29 0.708 

Source: Research Data 

The respondents' rating of their employees about Basel II standards is as follows : "they have 

excellent knowledge" as indicated by (14.3%) of the respondents, "they are familiar with 

basic documents and have solid knowledge", as indicated by ( 42.9%) of the respondents, and 

"they only have basic knowledge", as indicated by (42 .9%) of the respondents. 

4.3.1.8 Training approaches in areas relevant to Basel II 

The respondents were asked to indicate how their banks performed education of their 

employees in areas relevant for Basel II by ticking as appropriate against given options. 

Multiple responses were allowed. The responses are summarized and presented in table 4.12 

below. 
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Table 4.12: Training approaches in areas relevant to Basel II 

Training approaches in areas Valid Cumulative Means Stand ard 

relevant to Basel II Frequency Percent Percent score deviation 

Internally - training within the 23 31.9 
bank 
Training organized by group 18 25.0 

By means of seminars held by 7 9.7 
experts from other institutions 

With assistance of external 12 16.7 
consultants 
We do not organize training yet 12 16.7 100.0 

Total 72 100.0 2.42 1.563 

Source: Research Data 

Findings in table 4.12 above show that some of the training approaches used by the 

respondent banks in areas relevant to Basel II include: "internally - training within the bank", 

as indicated by (31.9%) of the respondents, "training organized by group", as indicated by 

(25.0%) of the respondents, "with assistance of external consultants", as indicated by 

(16.7%) of the respondents, and "by means of seminars held by experts from other 

institutions", as indicated by (9.7%) of the respondents. However, (16.7%) ofthe respondents 

indicated that their respective banks did not organize training yet. 

4.3.1 .9 Rating of the competence of employees responsible for risk management with 

respect to Basel principles 

The respondents were asked to indicate how they rated the competency in regards to Basel 

principles of the employees engaged in the process of risk management in their respective 

banks by ticking as appropriate against given options. 
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Table 4.13: Rating of the competence of employees responsible for risk management 

with respect to Basel principles 

Rating of the competence Means Standard 

of employees responsible score deviation 

for risk management with Valid Cumulative 

respect to Basel principles Frequency Percent Percent 

Excellent 18 42.9 42.9 

Very good 6 14.3 57.1 

Good 6 14.3 71.4 

Satisfactory 12 28.6 100.0 

Total 42 100.0 2.29 1.293 

Source: Research Data 

Majority of the respondents rated the competence of employees responsible for risk 

management with respect to Basel II principles as "excellent", as indicated by (42.9%) of the 

respondents, (14.3%) of the respondents gave a rating of "very good", (14.3%) of the 

respondents gave a rating of "good", and (28.6%) of the respondents gave a rating of 

"satisfactory". 

4.3.1.1 0 Number of employees engaged in risk management process 

The respondents were asked to indicate the number of employees engaged in the various 

categories of risk management process in t~eir respective banks. The responses are 

summarized and presented in tables 4.14, 4.15 and 4.16 below. 

Table 4.14: Number of employees engaged in Credit risk management 

Number of employees Means Standard 

engaged in credit risk Valid Cumulative score deviation 

management Frequency Percent Percent 

Zero 0 0.0 0.0 

Less than 5 6 14.3 14.3 

5 to 10 29 69.0 83.3 

11 to 20 5 11.9 95.2 

More than 20 2 4.8 100.0 

Total 42 100.0 2.86 0.354 
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Source: Research Data 

Findings in table 4.14 above show that responses with respect to the number of employees 

engaged in credit risk management in the respective commercial banks were as follows: 

(14.3%) of the banks had less than 5 employees, (69.0%) of the respondent banks had 

between 5 and 10 banks, (11.9%) of the banks had between 11 and 20 banks, and ( 4.8%) of 

the banks had more than 20 banks. 

Table 4.15: Number of employees engaged in Market risk management 

Number of employees Means Standard 

engaged in Market risk Valid Cumulative score deviation 

management Frequency Percent Percent 

Zero 0 0.0 0.0 

Less than 5 6 14.3 14.3 

5 to 10 26 61.9 76.2 

11 to 20 7 16.7 92.9 

More than 20 3 7.1 100.0 

Total 42 100.0 3.00 0.541 

Source: Research Data 

Findings in table 4.15 above show that responses with respect to the number of employees 

engaged in market risk management in the res_pective commercial banks were as follows: 

(14.3%) of the banks had less than 5 employees, (61.9%) of the respondent banks had 

between 5 and 10 banks, (16.7%) of the banks had between 11 and 20 banks, and (7.1 %) of 

the banks had more than 20 banks. 
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Table 4.16: Number of employees engaged in Operation risk management 

Number of employees Means Stand ar d 
engaged in Operation Valid Cumulative score deviation 
risk management Fr equency Percent Percent 

Zero 0 0.0 0.0 

Less than 5 6 14.3 14.3 

5 to 10 22 52.4 66.7 

11 to 20 10 23 .8 90.5 

More than 20 4 9.5 100.0 

Total 42 100.00 3.14 0.647 

Source: Research Data 

Findings in table 4.16 above show that responses with respect to the number of employees 

engaged in operation risk management in the respective commercial banks were as follows: 

(14.3%) of the banks had less than 5 employees, (52.4%) of the respondent banks had 

between 5 and 10 banks, (23.8%) of the banks had between 11 and 20 banks, and (9 .5%) of 

the banks had more than 20 banks. 

4.3.1.11 Availability of a special team for the implementation ofBasel II standards 

The respondents were asked to indicate whether they had a special team for the 

implementation of Basel II standards. The responses are summarized and presented in table 
,. 

4.17 below. 

Table 4.17: Availability of a special team for the implementation of Basel II standards 

Availability of a special Means Standard 
team for the score deviation 
implementation ofBasel II Valid Cumulative 
standards Frequency Percent Percent 
Yes 24 57.1 57.1 
No 18 42.9 100.0 
Total 42 100.0 1.43 0.501 

Source: Research Data 
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Findings in table 4.17 above show that whereas (57.1 %) of the respondent banks had a 

special team for the implementation of Basel II standards, ( 42.7%) of the respondents 

indicated that they did not have a special team for implementation of Basel II standards. 

Further, the respondents whose response to the above question was "no" were asked to 

indicate if they planned to establish a special team for the implementation of Basel II 

standards. The responses are summarized and presented in table 4.18 below. 

Table 4.18: Availability of plans to establish a special team for implementation of Basel 

II standards 

Availability of plans to Means Standard 

establish a special team score deviation 

for implementation of Valid Cumulative 

Basel II standards Frequency Percent Percent 

Yes 18 42.9 42.9 

No 0 0.0 42.9 

Not applicable 24 57.1 100.0 

Total 42 100.0 2.14 0.501 

Source: Research Data 

The findings in table 4.18 above show that all the 18 respondents, representing ( 42.9%) of 

the total respondents who participated in the s~dy indicated that they had plan in place to 

establish a special team for the implementation of Basel II standards. 

4.3.1.12 Availability ofplans to implement Basel II standards 

The respondents were asked to indicate whether they had plans for implementation of Basel 

II standards in their respective banks. The responses are summarized and presented in table 

4.19 below. 
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Table 4.19: Availability ofplans to implement Basel II standards 

Availability of plans to Means Standard 

implement Basel II Valid Cumulative score deviation 

standards Frequency Percent Percent 

Yes, the realization is in 24 57.1 57.1 
progress 
Yes, the realization has not 18 42 .9 100.0 
started yet 
No 0 0.0 100.0 

Total 42 100.0 1.43 0.501 

Source: Research Data 

The findings in table 4.19 above show that whereas (57.1 %) of the respondents had plans for 

implementation of Basel II standards in their respective banks and that the realization was in 

progress, while ( 42.9%) of the respondents indicated that though their respective banks had 

plans to implement Basel II standards, the realization has not started yet. 

4.3.1.13 Submission ofreports for internal needs in compliance with Basel II standards 

The respondent banks that belonged to banking groups were asked to indicate whether they 

submitted reports for internal needs to their parent companies in compliance with Basel II 

standards. The responses are summarized and presented in table 4.20 below. 

Table 4.20: Submission of reports for internal needs in compliance with Basel II 

standards 

Submission ofreports Means Standard 

for internal needs in score deviation 

compliance with Basel Valid Cumulative 

II standards Frequency Percent Percent 

Yes 6 14.3 14.3 

No 24 57.1 71.4 

Not applicable 12 28 .6 100.0 

Total 42 100.0 2.14 0.647 

Source: Research Data 

62 



Table 4.19: Availability ofplans to implement Basel II standards 

Availability of plans to Means Standard 

implement Basel II Valid Cumulative score deviation 

standards Frequency Percent Percent 

Yes, the realization is in 24 57.1 57.1 
progress 
Yes, the realization has not 18 42.9 100.0 
started yet 
No 0 0.0 100.0 

Total 42 100.0 1.43 0.501 

Source: Research Data 

The findings in table 4.19 above show that whereas (57.1 %) of the respondents had plans for 

implementation of Basel II standards in their respective banks and that the realization was in 

progress, while ( 42.9%) of the respondents indicated that though their respective banks had 

plans to implement Basel II standards, the realization has not started yet. 

4.3.1.13 Submission ofreports for internal needs in compliance with Basel II standards 

The respondent banks that belonged to banking groups were asked to indicate whether they 

submitted reports for internal needs to their parent companies in compliance with Basel II 

standards. The responses are summarized and presented in table 4.20 below. 

Table 4.20: Submission of reports for internal needs in compliance with Basel II 

standards 

Submission of reports Means Standard 

for internal needs in score deviation 

compliance with Basel Valid Cumulative 

II standards Frequency Percent Percent 

Yes 6 14.3 14.3 

No 24 57.1 71.4 

Not applicable 12 28.6 100.0 

Total 42 100.0 2.14 0.647 

Source: Research Data 
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Findings in table 4.20 above show that whereas (14.3%) of the respondents indicated that 

their respective banks submitted reports for internal needs to their parent companies in 

compliance with Basel II standards, (57.1%) of the respondents did not submit reports, while 

(28.6%) of the respondent banks did not belong to banking groups. 

Further, the respondents were asked to indicate how often they submitted reports for internal 

needs in compliance with Basel II standards by ticking as appropriate against given options. 

The r~sponses are summarized and presented in table 4.21 below. 

Table 4.21: Frequency of reporting 

Frequency of Valid Cumulative Means Standard 

reporting Frequency Percent Percent score deviation 

Quarterly 30 71.4 71.4 

Annually 6 14.3 85.7 

Not applicable 6 14.3 100.0 

Total 42 100.0 1.17 1.175 

Source: Research Data 

4.3.1.14 Obligation to use Basel II standards for the purposes of calculating capital 

adequacy on a consolidated level 

The respondent banks that are members of b~ing groups were asked to indicate if they 

were obliged to use Basel II standards for the purpose of calculating capital adequacy on a 

consolidated level. The responses are summarized and presented in table 4.22 below. 
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Findings in table 4.20 above show that whereas (14.3%) of the respondents indicated that 

their respective banks submitted reports for internal needs to their parent companies in 

compliance with Basel II standards, (57. 1 %) of the respondents did not submit reports, while 

(28.6%) of the respondent banks did not belong lo banking groups. 

Further, the respondents were asked to indicate how often they submitted reports for internal 

needs in compliance with Basel II standards by ticking as appropriate against given options. 

The rysponses are summarized and presented in table 4.21 below. 

Table 4.21 : Frequency of reporting 

Frequency of Valid Cumulative Means Standard 

reporting Frequency Percent Percent score deviation 

Quarterly 30 71.4 71.4 

Annually 6 14.3 85 .7 

Not applicable 6 14.3 100.0 

Total 42 100.0 1.17 1.175 

Source: Research Data 

4.3.1.14 Obligation to use Basel II standard s for the purposes of calculating capital 

adequacy on a consolidated level 

The respondent banks that are members of b~ing groups were asked to indicate if they 

were obliged to use Basel II standards for the purpose of calculating capital adequacy on a 

consolidated level. The responses are summarized and presented in table 4.22 below. 
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Table 4.22: Obligation to use Basel II standards for the purposes of calculatin g capital 

adequacy on a consolidated level 

Obligation to use Basel II Means Standard 
standards for the purposes of score deviation 
calculating capital adequacy on a Valid Cumulative 

consolidated level Frequency Percent Percent 

Yes 24 57.1 57.1 

No 6 14.3 71.4 

Not applicable 12 28.6 100.0 

Total 42 100.0 1.71 0.891 

Source: Research Data 

Findings in table 4.22 above show that whereas (57.1 %) of the respondents were under 

obligation to use Basel II standards for the purposes of calculating capital adequacy on a 

consolidated level, (14.3%) of the respondents indicated that their respective banks were not 

under obligation to use Basel II standards for the purposes of calculating capital adequacy on 

a consolidated level and (28.6%) of the respondents indicated that the question was not 

applicable to them. 

4.3.1.15 Areas in which the highest scores are expected during the process of 

implementation ofBasel II standards 

The respondents were asked to indicate areas i.n which the highest scores were expected 

during the process of implementation of Basel II standards by ticking as appropriate against 

given options. The findings are summarized and presented in table 4.23 below. 
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Table 4.22: Obligation to use Basel II standards for the purposes of calculating capital 

adequacy on a consolidated level 

Obligation to use Basel II Means Standard 
standards for the purposes of score deviation 
calculating capital adequacy on a Valid Cumulative 

consolidated level Frequency Percent Percent 

Yes 24 57.1 57.1 

No 6 14.3 71.4 

Not applicable 12 28.6 100.0 

Total 42 100.0 1.71 0.891 

Source: Research Data 

Findings in table 4.22 above show that whereas (57.1 %) of the respondents were under 

obligation to use Basel II standards for the purposes of calculating capital adequacy on a 

consolidated level, (14.3%) of the respondents indicated that their respective banks were not 

under obligation to use Basel II standards for the purposes of calculating capital adequacy on 

a consolidated level and (28.6%) of the respondents indicated that the question was not 

applicable to them. 

4.3.1.15 Areas in which the highest scores are expected during the pr ocess of 

implementation ofBasel II standards 

The respondents were asked to indicate areas in which the highest scores were expected 

during the process of implementation of Basel II standards by ticking as appropriate against 

given options. The findings are summarized and presented in table 4.23 below. 
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Table 4.23 : Areas in which the highest scores are expected during the process of 

implementation ofBasel II standards 

Areas in which the highest Means Standard 
scores are expected during the score deviation 
process of implementation of Valid Cumulative 

Basel II standards Frequency Percent Percent 

Information Technology 36 46.2 46.2 

Hiring and training staff 24 30.8 76.9 

Model outsourcing 18 23.1 100.0 

Total 78 100.0 1.77 0.805 

Source: Research Data 

The findings in table 4.23 above show that the areas in which the highest scores were 

expected during the process of implementation of Basel II standards include the following: 

Information Technology, as indicated by ( 46.2%) of the respondents, hiring and training of 

staff, as indicated by (30.8%) of the respondents, and model outsourcing, as indicated by 

(23 .1%) of the respondents. 

4.3.1.16 Pillar 1: Minimum Capital Requirements 

This section presents with respect to Pillar 1: Minimum Capital Requirements. Firstly, the 

respondents were asked to indicate whether their respective infrastructures supported Basel II 

requirements in the areas of credit risk, market risk and operation risk. The responses are 

summarized and presented in tables 4.24, 4.25 and 4.26 below. 

Table 4.24: Ability of existing IT infrastructure to support Basel II requirements for 

Credit risk 

Ability of existing IT Means Standard 
infrastructure to support Basel Valid Cumulative score deviation 
II requirements for Credit risk Frequency Percent Percent 
No 0 0.0 0.0 
Yes 42 100.0 100.0 
Total 42 100.00 1.00 0.00 
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Source: Research Data 

The findings in table 4.24 above show that all the respondent banks, (1 00%) had 

infrastructures in place that supported Basel II requirements for Credit risk. 

Table 4.25: Ability of existing IT infrastructure to support Basel II requirements for 

Market risk 

Ability of existing IT Means Standard 
infrastructure to support score deviation 
Basel II requirements for Valid Cumulative 

Market risk Frequency Percent Percent 

No 6 14.3 14.3 

Yes 36 85.7 100.0 

Total 42 100.00 1.14 0.554 

Source: Research Data 

The findings in table 4.25 above show that whereas (85 .7%) of the respondent banks had 

infrastructures in place that supported Basel II requirements for Market risk, only (14.3%) of 

the respondents indicated that their respective infrastructures did not support Basel II 

requirements for Market risk. 

Table 4.26: Ability of existing IT infrastructure to support Basel II requirements for 

Operation risk 

Ability of existing IT Means Standar d 
infrastructure to support score deviation 
Basel II requirements for Valid Cumulative 
Operation risk Frequency Percent Percent 
No 6 14. 3 14.3 

Yes 36 85 .7 100.0 
Total 42 100.00 1.14 0.354 

Source: Research Data 

The findings in table 4.26 above show that whereas (85.7%) of the respondent banks had 

infrastructures in place that supported Basel II requirements for Operational risk, only 
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(14.3%) of the respondents indicated that their respective infrastructures did not support 

Basel II requirements for Market risk. 

Further, the respondents were asked to indicate Lhe difficulties they expected in the process 

of adjusting their respective IT infrastructure to Basel II requirements within Pillar 1 by 

ticking as appropriate against given options. The responses are summarized and presented in 

table 4.27 below. 

Table 4.27: The difficulties do you expect in the process of adjusting your IT 

infrastructure to Basel II requirements within Pillar 1 

The difficulties do you expect Means Standard 

in the process of adjusting score deviation 

your IT infrastructure to 
Basel II requirements within Valid Cumulati 

Pillar 1 Frequency Percent ve Percent 

Possibility of integration into 36 30.0 30.0 
the existing information system 

Data base design 30 25.0 55.0 

Internal models 36 30.0 85.0 

Budget 18 15.0 100.0 

Total 120 100.0 2.30 1.058 

Source: Research Data 

Findings in table 4.27 above show that some of_ the difficulties expected in the process of 

adjusting the respondent banks' IT infrastructure to Basel II requirements within Pillar 1 in 

clued the following: possibility of integration into the existing information system, as 

indicated by (30.0%) of the respondents, Internal models, as indicated by (30.0%) of the 

respondents, Data base design, as indicated by (25.0%) of the respondents, and Budget, as 

indicated by 15.0% of the respondents. 

67 



4.3.1.17 Credit Risk 

This section presents responses with respect to credit risk. Firstly, the respondents were 

asked to indicate the type of approaches their respective banks were using/planning to use for 

measuring credit risk in their respective banks. The responses are summarized and presented 

in table 4.28 below. 

Table 4.28: Approaches to be used /being used for measuring Credit risk in the banks 

Approaches to be used Means Standard 
/being used for measuring Valid Cumulative score deviation 
Credit risk in the banks Fr~uency Percent Percent 

Simplified Standard 6 14.3 14.3 
Approach 
Standardized Approach 12 28.6 42.9 

Foundation Internal 18 42.9 85.7 
Ratings-Based Approach 

Advanced Internal Ratings- 6 14.3 100.0 
Based Approach 
Total 42 100.0 2.57 0.914 

Source: Research Data 

Findings in table 4.28 above show that the approaches to be used/being used for measuring 

credit risk in the banks include the following: Foundation Internal Ratings-Based Approach, 

as indicated by (42.9%) of the respondents, Sta~dardized Approach, as indicated by (28.6%) 

of the respondents, Advanced Internal Ratings-Based Approach, as indicated by (14.3%) of 

the respondents, and Simplified Standard Approach, as indicated by (14.3%) of the 

respondents. 

Further, respondents were asked to indicate whether there was a methodology for identifying 

and measuring credit risk for banks' internal needs. The responses are summarized and 

presented in table 4.29 below. 
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Table 4.29: Availability of methodology for identifying and measuring credit risk for 

banks' internal needs 

Availability of Means Standard 
methodology for score deviation 
identifying and measuring 
credit risk for banks' Valid Cumulative 
internal needs Frequen9' Percent Percent 
No, we are only using the 
methodology prescribed by 6 14.3 14.3 
the CBK 
Yes, we are also using 
internally developed 36 85.7 100.0 
methodology 
Total 42 100.0 1.86 0.356 

Source: Research Data 

The findings in table 4.29 above show that majority of the respondents, (85 .7%) indicated 

that their respective banks had developed a methodology for identifying and measuring credit 

risk for banks' internal needs and had put them into use. However, (14.3%) of the respond ent 

banks had not developed a methodology for identifying and measuring credit risk for banks' 

needs, but were only using the methodology prescribed by the Central Bank of Kenya. 

The respondent banks that used internally dev~loped methodology were also asked to 

indicate the number of risk categories they used for ranking of assets. The responses arc 

summarized and presented in table 4.30 below. 

Table 4.30: Number of risk categories used in th e ranking of assets 

Number ofrisk categories Means Standard 
used in the ranking of Valid Cumulative score deviation 
assets Frequ enc_y Per cent Percent 
Upto 3 6 14.3 14.3 
4 to 7 34 80.9 100.0 
More than 7 2 4.8 100.0 
Total 42 100.0 1.86 0.354 
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Source: Research Data 

Findings in table 4.30 above show that the number of risk categories that were used in 

ranking of assets was as follows: Whereas (14.3%) of the respondent banks used upto 3 

categories, (80.9%) of the respondent banks used between 4 and 7 categories, while ( 4.8%) 

of the respondents used more than 7 categories. With respect to the period covered by time 

series created for credit assessment, with respect to default and recovery rate, the responses 

are presented in tables 4.32 and 4.33 below. 

Table 4.31: Number of years covered by time series created for default 

Number ofyears Means Standard 
covered by time series Valid Cumulative score deviation 
created for default Frequency Percent Percent 
Less than 1 year 9 21.4 21.4 
1 to 3 y~ars 6 14.3 35.7 
3 to 5 years 21 50.0 85.7 
More than 5 years 6 14.3 100.0 
Total 42 100.0 2.57 1.063 

Source: Research Data 

The findings in table 4.31 above show that the number of years covered by time series 

created for default was as follows: Less than 1 year, as indicated by (21.4%) of the 

respondents, 1 to 3 years, as indicated by (14.3%) of the respondents, 3 to 5 years, as 

indicated by (50.0%) of the respondents, and more than 5 years, as indicated by (14.3%) of 

the respondents. 

Table 4.32: Number of years covered by time series created for recovery rate 

Number ofyears covered Means Standard 
by time series created for Valid Cumulative score deviation 
recovery rate Frequency Percent Percent 
1 to 3 years 12 28.6 28.6 
3 to 5 years 24 57.1 85.7 
More than 5 years 6 14.3 100.0 
Total 42 100.0 1.86 0.354 
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Source: Research Data 

The findings in table 4.32 above show that the number of years covered by time series 

created for recovery rate was as follows : 1 to 3 years, as indicated by (28.6%) of the 

respondents, 3 to 5 years, as indicated by (57.1 %) of the respondents, and more than 5 years, 

as indicated by (14.3%) of the respondents. 

Further, the respondents who were using models for measuring economic capital for credit 

risk were asked to indicate how the models were developed, by ticking as appropriate against 

given options. The responses are summarized and presented in table 4.33 below 

Table 4.33: Development of models for measuring economic capital credit risk 

Development ofmodels for Means Standard 
measuring economic capital Valid Cumulative score deviation 
credit risk Frequency Percent Percent 
Locally (internally) 12 28.6 28.6 
developed 
By the parent company or 
another member of the group 

18 42.9 71.4 
but they are adopted to local 
conditions 
By the parent company or 
another member of the group 

0 0.0 71.4 
but they are not adopted to 
local conditions 
Purchased (specify who 
developed the model and 

0 0.0 71.4 
whether it has been adopted 
to local conditions) 
We are not using models for 12 28.6 100.0 that purpose 
Total 42 100.0 2.57 1.610 

Source: Research Data 

Findings in table 4.33 above show that the models for measuring economic capital for credit 

risk were developed as follows: Locally (internally) developed, as indicated by (28.6%) of 
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the respondent banks, and by the parent company or another member of the group but they 

are adopted to local conditions, as indicated by ( 42.9%) of the respondents. However, 

(28.6%) of the respondents indicated that they were not using models for that purpose. 

4.3 .1.18 Market Risk 

This section presents responses with respect to market risk. The respondents were asked to 

indicate the type of approaches their respective banks were using/planning to use for 

measuring market risk in their respective banks. The responses are summarized and 

presented in table 4.34 below. 
-s 
:l 

Table 4.34: Approaches to be used /being used for measuring Market risk in the banks 
-
) 

Approaches to be used Means Standard 
/being used for measuring Valid Cumulative score deviation 
Market risk in the banks Frequency Percent Percent 
We don't know yet 0 0.0 0.0 
Standardized Measurement 24 57.1 57.1 
Method 

-
) 

Internal Models Approach 18 42.9 100.0 
Total 42 100.0 1.43 0.501 

Source: Research Data 

Findings in table 4.34 above show that the approaches to be used/being used for measuring 

credit risk in the banks include the following: Standardized Approach, as indicated by 

(57 .1%) of the respondents and Internal Ratings-Based Approach, as indicated by ( 42.9%) of 

the respondents. 

Further, respondents were asked to indicate the number of years that are covered by time 

series that they had created for market risk assessment. The responses are summarized and 

presented in table 4.35 below. 
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Table 4.35: Number of years covered by time series created for market risk 

Number ofyears covered Means Standard 
by time series created for Valid Cumulative score deviation 
market risk Frequency Percent Percent 
Less than 1 year 5 11.9 11.9 
1-2 years 8 19.0 31.0 
2 to 3 years 10 23 .8 54.8 
Over 3 years 19 45.2 100.0 
Total 42 100.0 3.02 1.07 

Source: Research Data 

The findings in table 4.35 above show that the number of years covered by time series 

created for market series was as follows : Less than 1 year, as indicated by (11 .9%) of the 

respondents, 1 to 2 years, as indicated by (19.0%) of the respondents, 2 to 3 years, as 

indicated by (23.8%) of the respondents, and more than 3 years, as indicated by (45.2%) of 

the respondents. 

Further, the respondents who were using models for measuring economic capital for market 

risk were asked to indicate how the models were developed, by ticking as appropriate against 

given options. The responses are summarized and presented in table 4.36 below. 

Table 4.36: Development of models for measuring economic capital for market risk 

Development of models for Means Standard 
measuring economic capital Valid Cumulative score deviation 
market risk Frequency Percent Percent 
Locally (internally) developed 12 28.6 28.6 
By the parent company or 
another member of the group 

18 42.9 71.4 
but they are adopted to local 
conditions 
We are not using models for 12 28.6 100.0 that purpose 
Total 42 100.0 2.57 1.610 

Source: Research Data 

73 



Findings in table 4.36 above show that the models for measuring economic capital for market 

risk were developed as follows: Locally (internally) developed, as indicated by (28.6%) of 

the respondent banks, and by the parent company or another member of the group but they 

are adopted to local conditions, as indicated by (42.9%) of the respondents. However, 

(28.6%) of the respondents indicated that they were not using models for that purpose. 

4.3.1.19 Operational Risk 

This section presents responses with respect to Operational risk. The respondents were asked 

to indicate the type of approaches their respective banks were using/planning to use for 

measuring operational risk in their respective banks. The responses are summarized and 

presented in table 4.37 below. 

Table 4.37: Approaches to be used /being used for measuring Operational risk in the 

banks 

Approaches to be used Means Standard 
/being used for measuring score deviation 
Operational risk in the Valid Cumulative 
banks Frequency Percent Percent 
Basic Indicator Approach 18 42.9 42 .9 
Alternative Standardized 6 14:3 57.1 
Approach 
Advanced Measurement 18 42.9 100.0 
Approach 
Total 42 100.0 2.57 1.417 

Source: Research Data 

Findings in table 4.37 above show that the approaches to be used/being used for measuring 

credit risk in the banks include the following: Basic Indicator Approach, as indicated by 

(42.9%) of the respondents, Alternative Standardized Approach, as indicated by (14.3%) of 
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the respondents, and Advanced Measurement Approach, as indicated by (42.9%) of the 

respondents. 

Further, respondents were asked to indicate the number of years that are covered by time 

series that they had created for operational risk assessment. The findings show that all the 

respondents (1 00%) indicated that the number of years that are covered by time series that 

they had created for operational risk assessment was over 3 years . 

Further, the respondents who were usmg models for measuring economic capital for 

operational risk were asked to indicate how the models were developed, by ticking as 

appropriate against given options. The responses are summarized and presented in table 4.38 

below. 

Table 4.38: Development of models for measuring economic capital for operation al risk 

Development of models for Means Standard 
measuring economic capital Valid Cumulative score deviation 
operational risk Frequency Percent Percent 
Locally (internally) 

12 28 .6 28.6 developed 
By the parent company or 
another member of the group 

12 28.6 57.1 but they are adopted to local 
conditions 
By the parent company or 
another member of the group 

6 14.3 71.4 but they are not adopted to 
local conditions 
We are not using models for 

12 28 .6 100.0 that purpose 
Total 42 100.0 2.71 1.597 

Source: Research Data 
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Findings in table 4.38 above show that the models for measuring economic capital for 

operational risk were developed as follows: Locally (internally) developed, as indicated by 

(28.6%) of the respondent banks, by the parent company or another member of the group but 

they are adopted to local conditions, as indicated by (28.6%) of the respondents, and by the 

parent company or another member of the group but they are not adopted to local conditions, 

as indicated by (14.3%) of the respondents. However, (28.6%) of the respondents indicated 

that they were not using models for that purpose. 

4.3.1.20 Practices in implementation ofBasel II requirements 

The respondents were provided with a listing of some of the practices suggested by Basel II 

for adoption by commercial banks and asked to indicate the extent to which they 

agreed/disagreed that their respective banks were implementing/using each of them by 

ticking as appropriate along a five point scale. The responses are summarized and presented 

in table 4.39 below. 
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Table 4.39: Practices in implementation of Basel II requirements 

Basel II requirements Strongly Agree Somehow Disagree Strongly Mean Standard 
agree agree disagree deviation 

Introduction of ratings as the Frequency 40 2 0 0 0 4.95 0.216 
basis for risk assessment and 
calculation of regulatory Percentage 95.2 4.8 0 0 0 
capital (credit grades) 
Assessment of credit costs Frequency 17 15 10 0 0 3.95 0.882 
based on the degree of risk. Percentage 40.5 35.7 23.8 0 0 
(RIWAC) 
More detailed criteria for the Frequency 17 13 11 1 0 4.05 0.909 
treatment of credit risk Percentage 40.5 31.0 26.2 2.4 0 
(RoRWA) 
Adoption of criteria for the Frequency 23 16 3 1 0 4.12 1.005 
regulatory treatment of Percentage 53.5 37.2 7.0 2.4 0 
operational risk. 
Adoption of criteria for Frequency 23 19 0 0 0 4.55 0.504 
supervisory review and Percentage 54.8 45.2 0 0 0 
increased public disclosure 
Compliance with the minimum Frequency 35 7 0 0 0 4.83 0.377 
regulatory capital which is to 
be allocated by each bank Percentage 83 .3 16.7 0 0 0 
based on its risk profile of 
assets, as stipulated by Basel II 
accord defines the minimum 
regulatory capital. 
Maintenance of capital Frequency 40 2 0 0 0 4.95 0.216 
adequacy ratio (CAR) of Percentage 95 .2 4.8 0 0 0 
minimum 8%. 

Source:ResearchData 
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The findings in table 4.40 above show as follows: 

Introduction of ratings - With respect to introduction of ratings, (95.2%) of the respondents 

"strongly agreed" and (4.8%) ofthe respondents "agreed" 

Assessment of credit costs based on the degree of the risk - With respect to assessment of credit 

costs based on the degree ofthe risk, (40.5%) of the respondents "strongly agreed", (35.7%) of 

the respondents "agreed" and (23.8%) ofthe respondents "somehow agreed" 

More detailed criteria for the treatment of credit risk - With respect to more detailed criteria for 

the treatment of credit risk, (40.5%) of the respondents "strongly agreed", (31%) of the 

respondents "agreed", (26.2%) of the respondents "somehow agreed" and (2.4%) of the 

respondents "disagreed" 

Adoption of criteria for the regulatory treatment of operational risk - With respect to adoption of 

criteria for the regulatory treatment of operational risk, (53.5%) of the respondents "strongly 

agreed", (37.2%) of the respondents "agreed", (7%) of the respondents "somehow agreed" and 

(2.4%) of the respondents "disagreed" 

Adoption of criteria for supervisory review and increased public disclosure - With respect to 

adoption of criteria for supervisory review and increa.sed public disclosure, (54.8%) of the 

respondents "strongly agreed" and (45.2%) of the respondents "agreed" 

Compliance with the minimum regulatory capital - With respect to compliance with the 

minimum regulatory capital, (83.3%) of the respondents "strongly agreed" and (16.7%) of the 

respondents "agreed". 

Maintenance of capital adequacy ratio (CAR) of minimum 8%- With respect to maintenance of 

capital adequacy ratio (CAR) of minimum 8%, (95.2%) of the respondents "strongly agreed" and 

( 4.8%) of the respondents "agreed" . 
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4.3.1.21 Basel II requirements as stipulated in Pillar 1: Minimum capital requirement 

The respondents were provided with a listing of some of the Basel II requirements as stipulated 

in Pillar 1: Minimum Capital Requirements, as stipulated in the 3 Pillars upon which the accord 

is anchored and asked to indicate the extent to which they agreed/disagreed that their respective 

banks had complied with each of the requirements, by ticking as appropriate along a five-point 

scale. The responses are summarized and presented in table 4.41 below. 

Table 4.40: Basel II requirements as stipulated in Pillar 1: Minimum capital requirement 

~asel II requirements as stipulated Strongly Agree Somehow Disagree Strongly Mean s 

In Pillar I: Minimum capital agree agree disagree d 

r~uirement 

Computation of the Frequency 18 14 10 0 0 4.17 0 

capital ratio using the 
definition of regulatory Percentage 42.9 33.3 23.8 0 0 

capital and risk-
IVeighted assets 
(RWA). 
the total capital ratio Frequency 34 7 1 0 0 4.79 0 

llt!ust be no lower than Percentage 81.0 16.7 2.4 0 0 

~er cent. 
1'ier 2 capital is limited Frequency 26 12 4 0 0 4.52 0 

to 100 per cent of tier 1 Percentage 61.9 28.6 9.5 0 0 

ca ital. 
Computation of credit Frequency 23 19 0 0 0 4.55 0 

ilsk- based capital Percentage 54.8 45.2 0 0 0 

llsing the standardized 
approach, which relies 
on external ratings. 

~omputation of credit Frequency 18 12 12 0 0 4.14 0 

11sk - based capital Percentage 42.9 28.6 28 .6 0 0 

\!sing the foundation 
Internal ratings-based 
lRB) approach 
~omputation of credit Frequency 21 11 10 0 0 4.19 0 

ilsk -based capital Percentage 50.0 26.2 23.8 0 0 

\l. 
Sing the advanced IRB 

a roach 
Source: Research Data 
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The findings in table 4.41 above are as follows: 

Computation of the capital ratio - With respect to computation of the capital ratio, ( 42.9%) of the 

respondents "strongly agreed", (33.3%) of the respondents "agreed" and (23.8%) of the 

respondents "somehow agreed" 

Computation of total capital ratio -With respect to computation of total capital ratio, (81 %) of 

the respondents "strongly agreed", (16.7%) of the respondents "agreed" and (2.4%) of the 

respondents "somehow agreed" 

Tier 2 capital - With respect to tier 2 capital, (61.9%) of the respondents "strongly agreed", 

(28.6%) ofthe respondents "agreed" and (9.5%) of the respondents "somehow agreed". 

Computation of credit risk-based capital using the standardized approach - With respect to 

computation of credit risk-based capital using the standardized approach, (54.8%) of the 

respondents "strongly agreed" and (45.2%) ofthe respondents "agreed". 

Computation of credit risk-based capital using the foundation internal ratings 

With respect to computation of credit risk-based capital using the foundation internal ratings, 

(42.9%) of the respondents "strongly agreed", ~28.6%) of the respondents "agreed" and another 

(28.6%) ofthe respondents "somehow agreed" 

Computation of credit risk-based capital using the advanced IRB approach - With respect to 

computation of credit risk-based capital using the advanced IRB approach, (50%) of the 

respondents "strongly agreed", (26.2%) of the respondents "agreed" and (23.8%) of the 

respondents "somehow agreed". 
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4.3.1.22: Basel II requirements as stipulated in Pillar 2: Supervisory review process 

The respondents were provided with a listing of some of the Basel II requirements as stipulated 

in Pillar 2: Supervisory Review Process, as stipulated in the 3 Pillars upon which the accord is 

anchored and asked to indicate the extent to which they agreed/disagreed that their respective 

banks had complied with each of the requirements, by ticking as appropriate along a five-point 

scale. The responses are summarized and presented in table 4.41 below. 
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Table 4.41: Basel II requirements as stipulated in Pillar 2: Supervisory review process 

Basel II requirements as stipulated in Pillar 2: Supervisory Strongly Agree Somehow Disagree Strongly Mean Standard 

review process agree agree disagree deviation 

Fulfillment of self-responsibility for Frequency 19 14 9 0 0 4.17 0.853 

appropriately assessing and managing the various 

risks banks face Percentage 45.3 33.3 21.4 0 0 

Maintenance of sufficient capital according to Frequency 34 7 1 0 0 4.79 0.470 

such risks including those not covered within the 
first pillar Percentage 81.0 16.7 2.4 0 0 

Supervisors review and evaluate risk Frequency 26 12 4 0 0 4.52 0.671 

management methods which are adopted by 
individual financial institutions on their own Percentage 61.9 28.6 9.5 0 0 
initiative, and take appropriate supervisory 
actions as necessary. 
Banks should have a process for assessing their Frequency 23 19 0 0 0 4.55 0.504 

overall capital adequacy in relation to their risk 

profile and a strategy for maintaining their capital Percentage 54.8 45.2 0 0 0 

levels 
Supervisors should review and evaluate banks' Frequency 24 18 0 0 0 4.14 0.843 

internal capital adequacy assessments and 
strategies, as well as their ability to monitor and 

ensure their compliance with regulatory capital Percentage 57.1 42.9 0 0 0 

ratios. 
Supervisors should expect banks to operate above Frequency 36 6 0 0 0 4.86 0.354 

the minimum regulatory capital ratios and should 
have the ability to require banks to hold capital in Percentage 85.7 14.3 0 0 0 

excess of the minimum 
Supervisors should seek to intervene at an early Frequency 24 18 0 0 0 4.14 0.843 

stage to prevent capital from falling below. the 
minimum levels required to support the risk Percentage 57.1 42.9 0 0 0 
characteristics of a particular bank 

Source: Research Data 
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The findings in table 4.42 above are as follows: 

Fulfillment of self-responsibility - With respect to fulfillment of self-responsibility, ( 45. 3 %) of 

the respondents "strongly agreed", (33.3%) of the respondents "agreed" and (21.4%) of the 

respondents "somehow agreed" 

Maintenance of sufficient capital -With respect to maintenance of sufficient capital, (81 %) of 

the respondents "strongly agreed", (16.7%) of the respondents "agreed" and (2.4%) of the 

respondents "somehow agreed" 

Supervisors review and evaluate risk management methods - With respect to supervisors review 

and evaluate risk management methods, (61.9%) ofthe respondents "strongly agreed", (28.6%) 

ofthe respondents "agreed" and (9.5%) of the respondents "somehow agreed" 

Banks process for assessing their overall capital adequacy - With respect to banks process for 

assessing their overall capital adequacy, (54.8%) of the respondents "strongly agreed" and 

(45.2%) ofthe respondents "agreed" 

Supervisors should review and evaluate banks' internal capital adequacy - With respect to 

supervisors should review and evaluate banks' internal capital adequacy, (57.1 %) of the 

respondents "strongly agreed" and ( 42.9%) of the respondents "agreed" 

Supervisors should expect banks to operate above the minimum regulatory capital ratios _ With 

respect to supervisors should expect banks to operate above the minimum regulatory capital 

ratios, (85.7%) ofthe respondents "strongly agreed" and (14.8%) of the respondents "agreed" 

Supervisors intervention - With respect to supervisors intervention, (57.1 %) of the respondents 

"strongly agreed" and (42.9%) ofthe respondents "agreed". 
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The findings in table 4.43 above are as follows: 

Motivated to conduct business in a safe, sound and efficient manner - With respect to motivated 

to conduct business in a safe, sound and efficient manner, (66.7%) of the respondents "strongly 

agreed", (23.8%) ofthe respondents "agreed" and (9.5%) of the respondents "somehow agreed" 

Incentive to maintain a strong capital base- With respect to incentive to maintain a strong capital 

base, (54.8%) of the respondents "strongly agreed", (28.6%) of the respondents "agreed" and 

(16.7%) ofthe respondents "somehow agreed" 

Strict regular standards of reporting to host - With respect to strict regular standards of reporting 

to host, (71.4%) of the respondents "strongly agreed" and (28 .6%) of the respondents "agreed" 

Strict internal reporting standards- With respect to strict internal reporting standards, (35.7%) of 

the respondents "strongly agreed", (47.6%) of the respondents "agreed" and (11.9%) of the 

respondents "somehow agreed" and (4.8%) of the respondents "disagreed" 

Strict internal reporting standards - With respect to strict internal reporting standards, (69%) of 

the respondents "strongly agreed", (16.7%) of the respondents "agreed" and (14.3%) of the 

respondents "somehow agreed" 

Strict regular reporting to the market - With respect to strict regular reporting to the market, 

(47.6%) ofthe respondents "strongly agreed", (40.5%) of the respondents "agreed" and (11.9%) 

of the respondents "somehow agreed" . 

4.3.2 The likely implications of Basel II Accord adoption on Commercial Banks in Kenya 

In order to meet the second objective of the study, "to determine the perceived implications of 

Basel II Accord on commercial banks in Kenya" the respondents were provided with some of the 

possible implications of Basel II requirements on the banking sector and asked to indicate the 

extent to which of the implications applied to their respective banks. 
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Table 4.43: Likely implications of Basel II Accord adoption on Commercial Banks in Kenya 

Implications of Basel II requirements on the banking sector Not at Neutral Somehow Much Very Mean Std. 

all agree much dev. 

Reduced charge-offs through better default-prediction and collection Frequency 0 0 0 7 35 4.83 0.37 

processes Percentage 0 0 0 16.7 83.3 7 

Improved pricing discipline on loans and risk selection through risk- Frequency 0 0 0 17 25 4.60 0.49 

based pricing to and reduced risk from new business opportunities 
7 

Percentage 0 0 0 40.5 59.5 

Reduced operating expenses by streamlining loans and underwriting Frequency 0 0 0 10 32 4.76 0.43 

processes Percentage 0 0 0 23.8 76.2 1 

Reduced operational loss expenses through the use of proper Frequency 0 0 0 16 26 4.62 0.49 

mitigation techniques. Percentage 0 0 0 38.1 61.9 2 

Substantial savings can also be achieved through freeing up of Frequency 0 0 2 8 32 4.71 0.55 

regulatory capital, depending on the risk characteristics of loan 

portfolio. 

Percentage 0 0 4.8 19.0 76 .2 4 

Basel II Accord provides a roadmap for the improved regulation and Frequency 0 0 0 16 26 4.62 0.49 

supervision of global banking. Percentage 0 0 0 38.1 61.9 2 

Basel II accord promotes the adoption of stronger risk management Frequency 0 0 0 5 37 4.88 0.32 

practices by the banking industry, and views this as one of its major Percentage 0 0 0 11.9 88 .1 8 

benefits 
Basel II provides strong incentives for banks to continue improving Frequency 0 0 0 20 22 4.52 0.50 

their internal risk-management capabilities as well as the tools for 
5 

supervisors to focus on emerging problems and issues more rapidly 

than ever before 
Percentage 0 0 0 47.6 52.4 

Basel II has driven and shaped the bank' s business strategies, policies Frequency 0 0 0 7 35 4.83 0.37 

and structure, its risk measurement and capital calculation methods, 
7 

its internal controls and processes, data requirements, and IT systems. Percentage 0 0 0 16.7 83 .3 

The Accord has depth and breadth in its architecture and it blends Frequency 0 0 0 4 38 4.90 0.29 

and integrates well, with an element of mathematical rigor, all key Percentage 0 0 0 9.5 90.5 7 

prudential and supervision norms 
Source: Research Data 
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4.3.1.23: Basel II requirements as stipulated in Pillar 3: Market discipline requirements 

The respondents were provided with a listing of some of the Basel II requirements as stipulated 

in Pillar 3: Market Discipline Requirements, as stipulated in the 3 Pillars upon which the accord 

is anchored and asked to indicate the extent to which they agreed/disagreed that their respective 

banks had complied with each of the requirements, by ticking as appropriate along a five-point 

scale. The responses are summarized and presented in table 4.42 below. 

Table 4.42: Basel II requirements as stipulated in Pillar 3: Market discipline requirements 

Basel II requirements as Strong! Agree Somehow Disagree Strongly Mean St 

stipulated in Pillar 3: Market y agree agree disagree de 

discipline requirements 
Motivated to Frequency 28 10 4 0 0 4.43 0.8 

conduct business Percentage 66.7 23.8 9.5 0 0 

in a safe, sound 
and efficient 
manner 
Incentive to Frequency 23 12 7 0 0 4.26 0.8 

maintain a strong 
capital base as a 
cushion against Percentage 54.8 28.6 16.7 0 0 

potential future 
losses arising 
from risk 
exposures. 
Strict regular Frequency 30 12 0 0 0 3.95 1.3 

standards of Percentage 71.4 28.6 0 0 0 

~orting to host 
Strict regular Frequency 15 20 5 2 0 3.36 1.3 

reporting to the Percentage 35.7 47.6 11.9 4.8 0 

_parent 
Strict internal Frequency 29 7 6 0 0 4.55 0.7 

reporting Percentage 69.0 16.7 14.3 0 0 

standards 
Strict regular Frequency 20 17 5 0 0 4.36 0.6 

reporting to the Percentage 47.6 40.5 11.9 0 0 

market. 
Source: Research Data 
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The findings in table 4.43 above are as follows: 

Reduced charge-offs- With respect to reduced charge-offs, (83.3%) of the respondents indicated 

"very much" and (16.7%) of the respondents indicated "much" 

Improved pricing discipline on loans and risk selection - With respect to improved pricing 

discipline on loans and risk selection, (59.5%) of the respondents indicated "very much" and 

(40.5%) ofthe respondents indicated "much" 

Reduced operating expenses by streamlining loans and underwriting processes - With respect to 

reduced operating expenses by streamlining loans and underwriting processes, (76.2%) of the 

respondents indicated "very much" and (23.8%) of the respondents indicated "much" 

Reduced operational loss expenses - With respect to reduced operational loss expenses, (61.9%) 

of the respondents indicated "very much" and (38.1 %) of the respondents indicated "much" 

Substantial savings - With respect to substantial savings, (76.2%) of the respondents indicated 

"very much" and (19%) of the respondents indicated "much" and ( 4. 8%) of the respondents 

indicated "somehow" 

Base II Accord provides a roadmap - With respect to Base II Accord providing a roadmap, 

(61.9%) of the respondents indicated "very much" and (38.1 %) of the respondents indicated 

"much" 

Base II accord promotes adoption of stronger risk management practices - With respect to Base 

II accord promotes adoption of stronger risk management practices, (88.1 %) of the respondents 

indicated "very much" and (11.9%) of the respondents indicated "much" 

Base II provides strong incentives for banks - With respect to Base II provides strong incentives 

for banks, (52.4%) of the respondents indicated "very much" and (47.6%) of the respondents 

indicated "much" 
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Base II has driven and shaped the bank's business strategies -With respect to Base II has driven 

and shaped the bank's business strategies, (83.3%) ofthe respondents indicated "very much" and 

(16.7%) ofthe respondents indicated "much" 

The accord has depth and breadth in its architecture- With respect to the accord has depth and 

breadth in its architecture, (90.5%) ofthe respondents indicated "very much" and (9.5%) of the 

respondents indicated "much" 
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CHAPTER FIVE 

5.0 SUMMARY OF FINDINGS, CONCLUSIONS, 

RECOMMENDATIONS AND SUGGESTIONS FOR FURTHER 

RESEARCH 

5.1 Introduction 

This chapter presents conclusions drawn from the research findings and the recommendations for 

practice and for further studies. 

5.2 Summary ofFindings and Conclusions 

The key findings of the study and interpretations are as follows: 

5.2.1 The extent of Basel II Accord adoption and perceived implications on bank 

operations in Kenya 

Findings of the study show the some of the practices adopted by the commercial banks in 

implementation of Basel II requirements include: introduction of ratings as the basis for risk 

assessment and calculation ofregulatory capital (credit grades); Assessment of credit costs based 

on the degree of risk. (RIWAC), More detailed criteria for the treatment of credit risk (RoRWA); 

Adoption of criteria for the regulatory treatment of operational risk; Adoption of criteria for 

supervisory review and increased public disclosure; Compliance with the minimum regulatory 

capital which is to be allocated by each bank based on its risk profile of assets, as stipulated by 

Basel II accord defines the minimum regulatory capital; and Maintenance of capital adequacy 

ratio (CAR) of minimum 8%, as indicated by all the respondents. 

5.2.2 Likely implications of Basel II Accord adoption on Commercial Banks in Kenya 

Findings of the study show that the likely implications of Basel II Accord adoption on 

Commercial Banks in Kenya, as indicated by all the respondents include: Reduced charge-offs 
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through better default-prediction and collection processes; Improved pricing discipline on loans 

and risk selection through risk-based pricing to and reduced risk from new business 

opportunities; Reduced operating expenses by streamlining loans and underwriting processes; 

Reduced operational loss expenses through the use of proper mitigation techniques; Substantial 

savings can also be achieved through freeing up of regulatory capital, depending on the risk 

characteristics of loan portfolio; Basel II Accord provides a roadmap for the improved regulation 

and supervision of global banking; Basel II accord promotes the adoption of stronger risk 

management practices by the banking industry, and views this as one of its major benefits; Basel 

II provides strong incentives for banks to continue improving their internal risk-management 

capabilities as well as the tools for supervisors to focus on emerging problems and issues more 

rapidly than ever before; Basel II has driven and shaped the bank's business strategies, policies 

and structure, its risk measurement and capital calculation methods, its internal controls and 

processes, data requirements, and IT systems; and the Accord has depth and breadth in its 

architecture and it blends and integrates well, with an element of mathematical rigor, all key 

prudential and supervision norms. 

Based on the findings of the study, the following cor:clusions are drawn: 

The findings of the study indicate a substantial progress of the Kenyan banking sector as far as 

Basel II implementation is concerned. The international banks, drawing on the support of their 

parent groups, are in a better state of adoption compared to local institutions. However, there are 

also challenges in meeting requirements of Basel II that would impact on all banks. These are 

principally: The standardized approach to assessing the credit risk charge under Pillar I relies on 

ratings by External Credit Rating Agencies. The study findings indicate that banks in Kenya do 
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not rely on External Ratings save for their international counterparties and large corporate 

counterparties. This finding is consistent with the limited credit rating penetration in the country. 

Basel II allows for the use of internal models by banks to determine their capital charges 

pursuant to supervisory approval. However, these models require the use of up to five years data. 

Kenyan banks are by and large yet to adopt model based approaches to assessing their capital 

adequacy needs. Some international banks are however, using models developed at their 

international headquarters. 

The challenges notwithstanding, it is noteworthy that most Kenyan banks are ready to embrace 

the enhanced risk and capital management practices that come with Basel II. In this regard, the 

Central bank of Kenya is in the process of formulating a policy position on Basel II prerequisites. 

It is anticipated that the policy position will be shared with market players before its adoption. 

5.3 Recommendations 

In view of the findings and conclusions, the following recommendations are made for policy and 

practice: 

There is limited credit rating penetration m the country. Unrated exposures under the 

standardized approach would attract higher risk weights and thus more capital would be required 

to be set aside for such exposures. 

Since Basel II allows for the use of internal models by banks to determine their capital charges 

pursuant to supervisory approval, a transition period will therefore be required for Kenyan banks 

91 



to collect the requisite data for the model based approaches to assessing their capital adequacy 

needs. 

Human resources competencies have been identified as a cross-cutting challenge. Basel II will 

require banks to upscale their human resource base and a "talent war" in the banking sector can 

be anticipated going forward. 

Upgrades and overhauls of existing IT literature systems for most banks will be required. Robust, 
scalable systems will be required to ensure banks can meet the rigorous Basel II information 

requirements. 

5.4 Limitations ofthe Study 

The scope of the study could be a limiting factor in that only 42 commercial banks participated 

in the study out of the total of 45. The findings may thus not be representative of the whole 

population of the commercial banks in Kenya. 

Though the researcher was determined to undertake the study to completion within the given 

time frame, various constraints were encountered as earlier envisaged. The time allocated for 

data collection may not have been sufficient to enable the respondents complete the 

questionnaires as accurately as possible, considering that they were at the same time carrying out 

their daily duties and priority is of essence. The researcher preferred to administer the data 

collection tools to only the Chief Executive Officers of the various banks, however, this was 

practically not possible as some of them delegated this request since they were either too busy or 

were away on official duties. 
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The competitive nature of the banking industry in Kenya also meant that some of the information 

sought was of confidential nature and could not be divulged for fear of giving a potential 

competitor an upper hand. The respondents were however re-assured that all information 

provided would be treated confidentially. 

5.5 Suggestions for Further Research 

The findings of this study, it is hoped, will contribute to the existing body of knowledge and 

form basis for future researches. The following areas of further research are thus suggested: 

Whereas the current study focused on the responses of the Chief Executive Officers with respect 

to extent to which Basel II requirements have been adopted by commercial banks in Kenya and 

the perceived implications of Basel II Accord on the banks, future studies should focus on 

responses from the customers; future studies should seek to establish the challenges faced in 

implementation of Basel II Accord and the possible mechanisms that could be employed to 

overcome the challenges. 

While Basel II has been popularized and every bank is gearing to its adoption further studies 

could be undertaken to identify the weaknesses it presents and their link to Basel III now being 

discussed. · 
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APPENDIX I: LIST OF COMMERCIAL BANKS AS LISTED IN THE CENTRAL BANK 
OF KENYA COMMERCIAL BANKS DIRECTORY 

(Peer classification is as per The Banking Survey Kenya 2009 publication) No. Name of Commercial Bank Peer Ranking 1. African Banking_ Corporation Limited tier II 2. Bank of Africa Kenya Ltd 
II 3. Bank of Baroda (K) Ltd 
II 4. Bank of India 
II 5. CFC Bank Ltd 
I 6. Chase Bank 
II 7. Citibank N.A. Kenya 
1 8. Charterhouse Bank 

11 9. City Finance Bank Ltd 
111 10. Co-operative Bank of Kenya Ltd 

1 11. Commercial Bank of Africa Ltd 
1 12. Consolidate Bank of Kenya 

111 13. Credit Bank 
Ill 14. Development Bank of Kenya 
111 15 . Diamond Trust Bank Ltd 
1 16. Dubai Bank Kenya Ltd 

111 17. EABS Bank Ltd 
11 18. Equatorial Commercial Bank Ltd 
111 19. Equity Bank 
1 20. Family Bank Ltd 

11 21. Fidelity Commercial Bank Ltd 
111 22 . Fina Bank Ltd 
11 23 . Giro Commercial Bank Ltd 
11 24. Guardian Bank Ltd 
11 25. Habib Bank A. G. Zurich 
11 26. Habib Bank Ltd 
111 27 . Housing Finance Ltd 
11 28 . Imperial Bank Ltd 
11 29. Investment & Mortgages Bank Ltd 
1 30. K-Rep Bank Ltd 

11 31. Kenya Commercial Bank Limited 
1 32. Middle East Bank (K) Ltd 

111 33 . Barclays Bank of Kenya Ltd 
1 34. National Bank of Kenya Ltd 
1 35. NIC Bank Ltd 
1 36. Oriental Commercial Bank Ltd 111 37. Paramount Universal Bank Ltd 111 38. Prime Bank Ltd 

11 39. Prime Capital and Credit Finance Ltd 111 40 . Savings and Loan (K) Ltd 
41. Southern Credit Banking Corporation Ltd 11 42. Stanbic Bank Kenya Ltd 

1 43 . Standard Chartered Bank (K) Ltd 1 44. Transnational Bank Ltd 111 45 . Victoria Commercial Bank Ltd Ill Source: Central Bank of Kenya (CBK) (2009) 

99 



APPENDIX II: LETTER OF INTRODUCTION 

PAUL KITHEKA NDIMU 
C/0 SCHOOL OF BUSINESS 
UNIVERSITY OF NAIROBI 
P.O. Box 30197-00100 
NAIROBI. 

Dear Sir/Madam 

RE: REQUEST FOR RESEARCH DATA 

I am a post graduate student at the University of Nairobi studying Master of Business Administration (MBA) degree and specializing in finance. In partial fulfillment of the requirement of the stated degree, I am conducting a research entitled "EXTENT OF BASEL II ACCORD ADOPTION AND PERCEIVED IMPLICATIONS ON BANKS' OPERATIONS IN KENYA." 

You have been selected for this research. I would greatly appreciate if you completed the attached questionnaire. The information obtained will be purely used for academic purposes and the findings of the research shall be made available to you upon request. 

Kindly avail any other information or comment not included in the questionnaire that you think is of importance to the research. 

Thank you for your co-operation. 

Yours·faithfully, 

Paul Kitheka Ndimu 
MBA Student 
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APPENDIX II: QUESTIONNAIRE 
This questionnaire has been designed to collect information from the selected Chief Executive Officers (or their representatives) of Commercial Banks in Kenya and is meant for academic purposes only. The questionnaire is divided into two sections. Please complete each section as instructed. Do not write your name or any other form of identification on the questionnaire. Al1 the information in this questionnaire will be treated in confidence. 

SECTION I: BACKGROUND INFORMATION 

1.1 Name ofbank (Optional) ___________________ _ 1.2 For how long has this bank been in operation in Kenya? (Tick as appropriate) a. Less than 1 year [ ] 
b. 1 to 5 years [ ] 
c. 6 to 1 0 years [ ] 
d. 16 years and above [ ] 

1.3 How many full time employees does the organization have (Pleas tick as appropriate)? (a) Less than 25 [ ] 
(b) 26 to 50 [ ] 
(c) 51 to 7 5 [ ] 
d) 76 to 100 [ ] 
(e) 101 and above [ ] 

1.4 Using the categories below, please indicate the number ofbranches you have in Kenya (a) Less than 5 [ ] 
(b) Between 5-10 [ ] 
(c) Between 11-20 [ ] 
(d). Above 20 [ ] 

1.5 For how long have you worked in the organization? (Tick as appropriate) (a) Less than 1 year [ ] 
(b) Between 1 and 5 years [ ] 
(c) Between 6 and 1 0 years [ ] 
(d) Between 11 and 15 years [ ] 
(e) 16 years and above [ ] 
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SECTION II : EXTENT OF BASELL II ACCORD ADOPTION AND PERCEIVED IMPLICATIONS ON BANK OPERATIONS IN KENYA 

2.1 

2.1.1 

(a) 
(b) 
(c) 

2.1.2 

(a) 
(b) 
(c) 

2.1.3 

(a) 
(b) 
(c) 
(d) 

2.1.4 
(a) 
(b) 
(c) 

The Extent of Basel II Accord Adoption in Kenya 

How do you rate the significance of the implementation Basel II in Kenya? (Tick as appropriate) 
High [ ] 
Medium [ ] 
Low [ ] 

What will be the significance of implementing Basel II for your bank? (Tick as appropriate) 
High [ ] 
Medium [ ] 
Low [ ] 

The priority attributed to the implementation of Basel II by the management of your bank can best be described as: (Tick as appropriate) 
High [ ] 
Medium [ ] 
Low [ ] 
Not a priority [ ] 

You see the implementation ofBasel II as: (Tick as appropriate) 
Opportunity to improve risk management process [ ] 
Opportunity to improve corporate governance [ ] 
More problems than advantages [ ] 

2.1.5 What do you see as possible advantages of the implementation of Basel II standards? (Tick as appropriate) 
(a) 
(b) 

More flexibility - individual approach to banks [ ] The use of internal models for risk management and for calculation of capital requirements 
(c) Lower capital requirements 

2.1.6 What do you see as possible problems related to the implementation of Basel II standards? (Tick as appropriate) 
(a) Higher capital requirements [ ] (b) Improvement of information technology - models and data bases 
(c) Lack of personnel [ ] (d) Personnel training and information system development costs [ ] 
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2.1.7 How do you rate the knowledge of your employees about Basel II standards? (Tick as appropriate) 
(a) They have excellent knowledge [ ] 
(b) They are familiar with basic documents and have solid knowledge [ ] 
(c) They only have basic knowledge [ ] 
(d) They are not at all familiar with Basel II standards [ ] 

2.1.8 How does your bank perform education of its employees in areas relevant for Basel II? (You can select more than one answer) 
(a) Internally- training within the bank [ J 
(b) On the level of the group that the bank belongs to [ ] 
(c) By means of seminars held by experts from other institutions [ ] (d) With assistance of external consultants [ ] 
(e) We do not organize training yet [ J 
2.1.9 How do you rate the competency of the employees engaged in the process of risk management in your bank? (Tick as appropriate) 
(a) Excellent [ ] 
(b) Very good [ ] 
(c) Good [ ] 
(d) Satisfactory [ ] 
(e) Bad [ ] 

2.1.1 0 How many employees are engaged in risk management process in your bank? (Tick as appropriate) 
(a) Credit risk [ ] 
(b) Market risk [ ] 
(c) . Operation risk [ ] 

2.1.11 Do you have a special team for the implementation of Basel II standards? (Tick as appropriate) 
(a) lres [ ] 
(b) No [ ] 

2.1.12 If no, do you plan to establish a special team for the implementation of Basel II standards? (Tick as appropriate) 
(a) lres [ ] 
(b) No [ ] 

2.1.13 
(a) 
(b) 
(c) 

Do you have a plan for implementation of Basel II standards in your bank? ){ es, the realization is in progress [ ] 
){ es, the realization has not started yet [ ] 
No [ ] 
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2.1.14 If your bank is a member of a banking group, do you submit reports for internal needs to your parent company in compliance with Basel II standards? 
(a) No [ ] 
(b) Yes [ ] 

2.1.15 
(a) 
(b) 
(c) 
(d) 

If yes, how frequently do you submit report? (Tick as appropriate) Quarter! y [ ] 
Halfyearly [ ] 
Annually [ ] 
Others (specify) [ ] 

2.1.16 If your bank is a member of a banking group, are you obliged to use Basel II standards for the purpose of calculating capital adequacy on a consolidated level? (a) Yes [] 
(b) No [ ] 

2.1.17 In what areas do you expect highest costs during the process of implementation of Basel II standards? 
(a) Information technology [ ] 
(b) Hiring and training of staff [ ] 
(c) Model outsourcing [ ] 
(d) Other (Specify): - - - ----- -------------
Pillar 1: Minimum Capital Requirements 

2.1.18 Does your existing IT infrastructure support Basel II requirements for (Tick as appropriate) 

Parameter supported IT infrastructure Response 
Yes No Credit risk 

Market risk 
Operation risk 

2.1.19 What difficulties do you expect in the process of adjusting your IT infrastructure to Basel II requirements within Pillar 1? 

(a) 
(b) 
(c) 
(d) 
(e) 

Possibility of integration into the existing information system Data base design 
Internal models 
Budget 

[ ] 
[ J 
[ J 
[ J Other (specify problems)-- - -------- ------ - - -
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Credit Risk 

2.1.20 Which approach ( es) and from when are you planning to use for measuring credit risk in your bank? 

(a) 
(b) 
(c) 
(d) 
(e) 

Simplified Standardized Approach 
Standardized Approach 
Foundation Internal Ratings-Based Approach 
Advanced Internal Ratings-Based Approach 
We don't know yet 

[ ] 
[ ] 
[ ] 
[ ] 
[ ] 

2.1.21 Have you developed methodology for identifying and measuring credit risk for your internal needs? 
(a) No, we are only using the methodology prescribed by the NBS [ ] (b) Yes, we are also using internally developed methodology [ ] 

2.1.22 In case you are using internally developed methodology, how many risk categories do you use for ranking of debtors? 
(a) Up to 7 [ ] 
(b) 7 - 10 [] 
(c) More than 10 [ ] 

2.1.23 How many years are covered by time senes that you have created for credit risk assessment? (Tick as appropriate) 

Number ofyears covered Response by time series created for Less than 1-3 3 - 5 More than We have not credit risk assessment 1 year years years 5 years created time 
series yet Default 

Recovery .rate 
Other time series (specify 
name) 

2.1.24 In case you are using models for measuring economic capital for credit risk, how were these models developed? (Tick as appropriate) 
(a) Locally (internally) developed [ ] 
(b) By the parent company or another member of the group but they are adopted to local conditions [ ] 
(c) By the parent company or another member of the group but they are not adopted to local conditions [ ] 
(d) Purchased (specify who developed the model and whether it has been adopted to local conditions) [ ] 
(e) We are not using models for that purpose [ ] 
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Market Risk 

2.1.25 Which approach (es) and from when are you planning to use for measuring market risk in your bank? (Tick as approariate) 
(a) Standardized Measurement Method [ ] 
(b) Internal Models Approach [ ] 
(c) We don't know yet [ ] 

2.1.26 How many years are covered by time series that you have created for market risk assessment? 
(a) Less than 1 year [ ] 
(b) 1 - 2 years [ ] 
(c) 2 - 3 years [ ] 
(d) Over 3 years [ ] 
(e) We have not created time series yet [ ] 

2.1.27 In case you are using models for measuring economic capital for market risk, how were these models developed? 
(a) Locally (internally) developed [ ] 
(b) By the parent company or another member of the group but they are adopted to local conditions [ ] 
(c) By the parent company or another member of the group but they are not adopted to local conditions [ ] 
(d) Purchased (specify who developed the model and whether it has been adopted to local conditions) 
(e) We are not using models for that purpose [ ] 

Operational Risk 

2.1.28 Which approach( es) and from when are you planning to use for measuring operational risk in your bank? 
(a) Basic Indicator Approach [ ] 
(b) Standardized Approach [ ] 
(c) Alternative Standardized Approach [ ] 
(d) Advanced Measurement Approach [ ] 
(e) We don't know yet [ ] 

2.1.29 How many years are covered by time series that you have created for operational risk assessment? 
(a) Less than 1 year [ ] 
(b) 1 - 2 years [ ] 
(c) 2 - 3 years [ ] 
(d) Over 3 years [ ] 
(e) We have not created time series yet [ ] 
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2.1 .30 In case you are using models for measuring economic capital for operation risk, how were these models developed? 
(a) Locally (internally) developed [ ] 
(b) By the parent company or another member of the group but they are adopted to local conditions [ ] 
(c) By the parent company or another member of the group but they are not adopted to local conditions [ ] 
(d) Purchased (specify who developed the model and whether it has been adopted to local conditions) [ ] 
(e) We are not using models for that purpose [ ] 

2.1.31 Listed below are some of the practices suggested by Basel II for adoption by commercial banks. With respect to your organization, please indicate the extent to which you agree or disagree that the organization is currently implementing each of them (Please list as appropriate) 

Basel II requirements Strongly Disagree Somehow Agree Strongly 
disagree agree agr ee Introduction of ratings as the basis 

for risk assessment and calculation 
of regulatory capital 
Assessment of credit costs based on . 
the degree of risk. 
More detailed criteria for the 
treatment of credit risk 
Adoption of criteria for the 
regulatory treatment of operational 
risk. 
Adoption of criteria for supervisory 
review and increased public 
disclosure . 
Compliance with the minimum 
regulatory capital which is to be 
allocated by each bank based on its 
risk profile of assets, as stipulated 
by Basel II accord defines the 
minimum regulatory capital. 
Maintenance of capital adequacy 
ratio (CAR) ofminimum 9%. 
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2.1.32 Listed below are some of the Basel II requirements, as stipulated in the 3 Pillars upon which the accord is anchored. With respect to your organization, please indicate the extent to which you agree/disagree that your organization has complied with each of the requirements (Please tick as appropriate) 

Basel II requirements as stipulated in Strongly Disagree Somehow Agree Strongly Pillar I: Minimum capital disagree agree agr ee requirement 
Computation of the capital ratio using 
the definition of regulatory capital and 
risk-weighted assets (RWA). 
The total capital ratio must be no lower 
than 8 per cent. 
Tier 2 capital is limited to 100 per cent 
of tier 1 capital. 
While market risk assessment has not 
been changed - a standardized 
approach or value at risk (V aR) is 
retained - credit risk assessment has 
been changed and operational risk has 
been introduced for the first time. 
Computation of credit risk - based 
capital using the standardized approach, . 
which relies on external ratings. 
Computation of credit risk - based 
capital using the foundation internal 
ratings-based (IRB) approach 
Computation of credit risk - based 
capital using the advanced IRB 
approach 
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Basel II requirements as stipulated in Strongly Disagree Somehow Agree Strongly Pillar 2: Supervisoryreview process disagree agree agree Fulfillment of self-responsibility for 
appropriately assessing and managing the 
various risks banks face 
Maintenance of sufficient capital 
according to such risks including those 
not covered within the first pillar 
(minimum capital requirements). 
Supervisors should review and evaluate 
risk management methods which are 
adopted by individual financial 
institutions on their own initiative, and 
take appropriate supervisory actions as 
necessary. 
Key principles of supervisory review 
Banks should have a process for assessing 
their overall capital adequacy in relation 
to their risk profile and a strategy for 
maintaining their capital levels 
Supervisors should review and evaluate 
banks' internal capital adequacy . 
assessments and strategies, as well as their 
ability to monitor and ensure their 
compliance with regulatory capital ratios. 
Supervisors should take appropriate 
supervisory action if they are not satisfied 
with the results of this process 
Supervisors should expect banks to 
operate above the minimum regulatory 
capital ratios and should have the ability 
to require banks to hold capital in excess 
of the minimum 
Supervisors should seek to intervene at an 
early stage to prevent capital from falling 
below the minimum levels required to 
support the risk characteristics of a 
particular bank and should require rapid 
remedial action if capital is not 
maintained or restored 
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Basel II requir ements as stipulated in Strongly Disagree Somehow Agree Stron gly Pillar 3: Market discipline disagree agree agree requirements 
Motivated to conduct business in a safe, 
sound and efficient manner 
Incentive to maintain a strong capital base 
as a cushion against potential future losses 
arising from risk exposures. 
Types of major risks addressed by 
Basel II 
Types of major risks addressed by Basel 
II 
Credit Risk: Default by the borrower to 
repay the borrowings 
Market Risk: Volatility in the banks ' 
portfolio due to change in market factors ; 
Operational risk: Risk arising out of 
banks' inefficient internal processes, 
systems, people or external events like 
natural disasters and robbery. 
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2.2 The likely implications of Basel II Accord adoption on commercial banks in Kenya 

Listed below are some of the impacts of Basel II requirements on the banking sector. With 
respect to your organization, please indicate the extent to which they would affect your 
organization 

Implications of Basel II requirements on the Not at Neutral Somehow Much Very banking sector all much 

Reduced charge-offs through better default-
prediction and collection processes 
Improved pricing discipline on loans and risk 
selection through risk-based pricing to and 
reduced risk from new business opportunities 
Reduced operating expenses by streamlining 
loans and underwriting processes 
Reduced operational loss expenses through the 
use of proper mitigation techniques. 
Substantial savings can also be achieved 
through freeing up of regulatory capital, 
depending on the risk characteristics ofloan 
portfolio. 
Basel II Accord provides a roadmap for the 
improved regulation and supervision of global 
banking. 
Basel II accord promotes the adoption of 
stronger risk management practices by the 
banking industry, and views this as one of its 
major benefits 
Basel II provides strong incentives for banks to 
continue improving their internal risk-
management capabilities as well as the tools for 
supervisors to focus on emerging problems and 
issues more rapidly than ever before. 
Basel II has driven and shaped the bank's 
business strategies, policies and structure, its 
risk measurement and capital calculation 
methods, its internal controls and processes, 
data requirements, and IT systems. 
The Accord has depth and breadth in its 
architecture and it blends and integrates well, 
with an element of mathematical rigor, all key 
prudential and supervision norms 

END 
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