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ABSTRACT

The purpose of the study was to examine the efbécotredit reference bureaus on
profitability of commercial banks in Kenya. The dyuadopted a causal comparative
descriptive research design and used secondaryfatasamalysis. The target population
consisted of 44 commercial banks in Kenya. Theystwhcludes that credit reference
bureau services assist in reducing the incidenceoafperforming loans and hence in
improving the bank profitability. This is made pids through the reduction of
transaction costs, enhanced information sharirdyaed loan loss and delinquency, and
enhanced credit evaluation practices due to crefitence bureau services are used. The
study recommends that banks should continue tazeitihe credit reference bureau
services as it enhances their profitability. Theviee lowers the risks involved in
identifying suitable clients that the bank can adealoans to. Further studies should
incorporate measures of GDP as they greatly affiexfttability and also determine client

perception on CRB.
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CHAPTER ONE

INTRODUCTION
1.1 Background of the Study
According to Cavelaars and Passenier (2012), theill960s obtaining a loan required a
face-to-face application procedure with a bank eyg® in whom one had to explain the
purpose of the loan and demonstrate one's creditimess. Over time, the development
of credit bureaus and credit scoring models enablatks to obtain information about
individual consumer's credit records even thougky thad no prior relationship with
them. Therefore credit referencing not only helpsvdr transaction costs but also
facilitate distant transactions such as, for instare-finance or internet transactions and

banking.

There has been dramatic increase in competitiortraditional and non-traditional
institutions in the financial services industry hvd decline in consumer loyalty Paswan,
Spears, Hasty & Ganesh, (2004). Lending based odrihBormation may outperform
lending based on relationship-based soft-infornmati@specially in long-distance
situations Cavelaars& Passenier, (2012). Howevdormation sharing occasioned by
credit reference bureaus has led to increased ddimmpeamong banks resulting in a
decline in monopoly rents for banks, to the berddfihe bank's customers and society as
a whole. Lenders use credit reference databasesler to evaluate a consumer's credit

application and his/her creditworthiness.



According to Idun and Aboagye (2014) in a Ghanaaaly recommends encouraging a
more competitive banking system with more innowatigroducts tailored toward
mobilization of savings and investment to growtuoed sectors of the economy. Thus
as the credit reference practices get firm footholdhe financial industry, credit data can
be used for various ends. Importantly, such datee H@een considered to promote
transparency and reduce the information advanthge & lender has over its existing
clients, which in turn could lead both to lowergas offered to consumers and greater
access to credit. Since information is very vitalthe efficient functioning of the credit
markets Ferretti, (2006), existence of asymmefnformation between borrowers and

lenders poses problems of bad debts, moral hararddverse selection.

1.1.1 Credit Reference Bureaus

Credit Reference Bureaus (CRBs) are private comggathat compile databases that
potential lenders can access to help them evafpatconsumer's credit application. They
provide information to potential lenders about g@plecant's credit record, producing a
“credit report” that contains details of the paymand credit history of an individual,
financial accounts and the way they have been neahas well as other information of

interest to the credit industry Ferretti, (2006).

Credit Reference Reports help banks stem out mikazia in the banking sector since
customers whose credit reports indicate as havewnhnvolved in malpractices are
subjected to stringent terms and conditions. Thiglso expected to help banks suppress

the levels of Non- Performing Loans while incregsitheir loan books. Credit
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information sharing to bank customers, is expectedminimize the problem of
information asymmetry in the financial sector. imf@tion asymmetry between banks
and borrowers is one of the main contributors tghhgost of credit. Thus banks tend to
load a risk premium to borrowers because of lackustomer information. This in turn,
increases cost of borrowing, meaning repaymenbahd escalate which translates to a
high level of default. The Credit Information Shuyi (CIS) apparatus is therefore
expected to facilitate the development of informaticapital to reduce information
asymmetry or increase information symmetry andwalloost of credit to decline
substantially. It is therefore the Central Bankxpectation that savings arising from the
sharing of credit information will translate to lewcost of credit. According to CBK,
(2010) Credit Reference bureaus (CRB) complemeatftindamental role played by
banks and other financial institutions in extendimgncial services within an economy.
CRBs assist lenders to make faster and more aecuratlit decisions. They collect,
manage and disseminate customer information toelsneh the form of credit reports.
These credit reports will help lenders to decidestivbr to extend an applicant’s loan,
credit card overdraft facility or extend any otlpeoduct, which is reliant on customer’s

ability to repay at a determined cost.

1.1.2 Profitability of Commercial Banks

Profitability is the state of yielding a financighin. It is the capacity to make a profit
whether accounting or economic. Profitability ipramary goal of any business venture
without which the business cannot survive in thegloun. It measured using income and

expenses, income being money generated from thatiast of the business for example
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interest income for banks and expenses being aostisred or resources consumed by
the activities of the business for example intepastl on deposits by banks. Profitability
is measured using an income statement and it isnths# important measure of business
success. Increasing profitability therefore is of¢he most important tasks of business
managers. It is for this reason therefore that they constantly looking for ways to
change their businesses and consequently increaflplity and hence the adoption of
policies such as the use of CRBs or the creditrinétion sharing initiative which have
the ultimate goal of increasing banks profitability reducing losses through loan

defaults.

Research on the determinants of banks’ profitaiiilds been attentive to both the returns
on bank assets and equity and net interest ratgimsaift has conventionally explored the
impact on banks’ performance of bank-specific fegstsuch as risk, and regulatory costs
market power, Credit risks and operating inefficies explain most of the disparities in
net interest margins and thus profitability Al-Hasni(2007). Enhancement of bank
profitability requires new standards in risk mamagat and operating efficiency which
crucially affects profits Athanasoglou, et al. (BROIn the presence of asymmetric
information, a well-capitalized bank is less rislyt profits are lower since they are
perceived as safer. However Athanasoglou, et @D5R) finds a positive and significant
effect of capital on bank profitability where cagiis regulated and therefore acts as a
binding restriction.

Bank profitability and bank interest margins carsben as indicators of the efficiency or

inefficiency of the banking system, as they drivavadge between the interest rate
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received by savers on their deposits and the sitgraid by borrowers on their loans
Kunt et al., (2001). Profitability measure seembéamost significant for stockholders of
a bank since it reveals what the bank is earnintheim investments Rasiah, (2010).Two
types of interest influence the profitability of kmnk, interest expenses and interest
income. Interest expenses and interest incometafiecinterest income and therefore
bank profitability. Rasiah, (2010), Loans are tlalds assets whereas the deposits are
the bank’s liabilities. Though there are numerot®psources of income for banks such
as account maintenance fees, cheque clearance dees, the counter and ATM
withdrawal charges etc, interests charged on banksl are expected to be the main
source of income and are expected to have a pesdiwd greatest impact on a

commercial banks’ performance Bennaceur et al.§200

1.1.3 Credit Reference Bureaus and Commercial Banks

In establishing the Credit Reference Bureaus, wiedded to be done first was to
convince banks and other financial institutionst tfisone institution benefits, they all

benefit Leonard, (1996). Customers are then wealesk and, consequently, receive
products that they can afford. Thus there will lesvdr loan losses, as the credit
institutions loan money responsibly, and then fewete-offs. In the end, much as with

the fraud detection models, savings can be passeéd customers in the form of lower

interest rates and better customer service. Howe@avelaars and Passenier (2012)
cautions that although individual banks may findatd to resist following these trends as
a result of market pressure, such an increased dgemedty of business models may

augment the vulnerability of the banking sectoa aghole.
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The individual financial institutions can use thdormation from the CRBs for credit

scoring and evaluating client credit worthinesse Tinocess of modeling the variables
important in the extension of credit is referrecsocredit scoring Leonard, (1995). Based
on statistical analysis of historical data of thestomers, certain financial variables are
determined to be important in the evaluation precelsa credit applicant’s financial

stability and strength. This analysis produces fanehts which are translated into score
weights. Subsequently, information on these imponariables is obtained for new bank
customers. An overall score for these new applecanproduced by adding the weighted
scores which were generated from the responsdeetdifferent variables. If this overall

score is above a predetermined cut-off point, @ lapplicant receives a certain line of

credit. If not, the applicant is denied credit.

1.1.4 Commercial Banks in Kenya

Commercial banks are financial institutions tha authorized by law to receive money
from businesses and individuals and lend monelggmt They are open to the public and
serve individuals, institutions and businessesy®re mainly established with the aim to
make a profit by carrying out these activities. ifloperations are licensed, supervised
and regulated by the central bank. There are ctlyrahout forty four commercial banks
in Kenya categorized in as large, mid tier and sie@hmercial banks and are privately
or publicly owned. The banking sector in Kenya eigeced problems leading to closure
of 37 banking institutions between 1986 and 1998t Bf the problems was the poor
credit asset performance that resulted in liquiditiges and closure of the banks. The

need to introduce credit referencing as a risk rgameent tool was identified by Kenyan
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lenders as necessary to create a vibrant and tlobampetitive financial sector.
Following remarkable efforts and support of the anBank of Kenya (CBK), Kenya
Bankers Association (KBA), and Financial Sector jpeeng Trust (FSD-Kenya), a
successful roll out of the credit information shgrimechanism amongst banks was

officially launched in July 2010.

The Credit Bureau Regulations were issued followirggamendment to the Banking Act
passed in 2006 that made it mandatory for the Oepwstection Fund and institutions
licensed under the Banking Act to share informationnonperforming loans through
credit reference bureaus licensed by the Centralk B# Kenya. Subsequently, this
informed the enactment of the Banking (Credit Rafee Bureau) Regulations 2008
which provides that the information to be sharedoagnthe banks is any customer
information concerning their customers’ non-perforgnloans (NPLs) as well any other
adverse information relating to a customer (negatnformation). Presently, the central
bank of Kenya has licensed two credit referenceduws; Metropol CRB and CRB Africa
Ltd to offer banking sector credit information sharservices in Kenya. This move has
resulted in sustained growth and performance wiith banking sector collectively

registering impressive performance Nyamongo&Temes#913).

One of the key indicators of the success of craditket is the proper and effective credit
reference bureaus which includes the availabilitguality information, affordable credit
facilities, and quality of assets; measured asoagation of net non-performing loans to

gross loans, in this case, stock of gross non-parfg loans declining, leading to decline

7



on provision for bad debts and hence profitabiliyedit Reference Bureaus are a typical
response to information asymmetry problems betweeders and borrowers. However,
how the sharing of borrower information among tlamks influenced the profitability

performance of the banks in Kenya has not beenrarally examined.

1.2 Research problem

Credit risk models are used by banks to calculaectedit loss for a given time horizon.
The output of these models is a portfolio lossritigtion which describes the potential
credit losses and their probabilities. To estintalit loss, there is need to establish the
portfolio value today and at the end of the timeizam. There are two conceptual
approaches to measuring credit loss. In the defaatle paradigm, a credit loss occurs
only when there is an actual default. The crexfislis nothing but the difference between
the exposure-at-default and the recovery valuethénmark-to-market paradigm a credit
loss occurs if the borrower defaults or if the barer's credit quality deteriorates
Braverman and Guasch, (2006). The credit riskesgsashould encompass the need to
maintain sound credit quality, profits and businggswth for the business to be
profitable. Therefore, there is need to decide dmatwrisk/reward relationship is

acceptable for their business after taking intamaat resource and capital costs.

The banking industry as a whole has faced chalkenge attaining wide-ranging
information on clients’ payment history for use idgrtheir credit assessment process.
Since 2008, banks in Kenya have subscribed to tcreterence bureaus that provide

information regarding the customers. The aim of lthesaus was to provide up to date
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access, accurate and instant information on paldmbrrower customers making it easier
and more cost efficient to assess and manage neskicing the engagement in bad
business and resulting in improved client portfotjoality and profitability. In the

Kenyan Milieu few aspects relating to Credit Refee Bureau have been reviewed.
Sigei (2010) evaluated the effectiveness of CRE@mya, Nganga (2011) investigated
stakeholder perception of credit reference bureauices in the Kenyan credit market,
Gaitho (2010) studied the role of credit refereboeeau on credit access, and Mumi
(2010) appraised the impact of credit referenceduwin financial institutions in Kenya,

The effect of CRB on profitability of banks howeveas only been inferred as a proxy
measure of financial performance but has not bebjested to empirical studies. This
study attempts to bridge the knowledge gap reggrthie performance of the bureaus in
relation to the benefits they were anticipated tovjge to the financial sector with a

specific focus to Nakuru County. In particularséeks to answer the following research
what is the effect of Credit reference bureau oofifability of commercial banks in

Kenya?

1.3 Objectives of the study
1.3.1 Main Objective
The main objective of the study is to investigdte éffect of credit reference bureaus on

the profitability of commercial banks in Kenya.



1.3.2 Specific Objectives

1. To ascertain how transaction costs reduction essalt of adoption of CRB'’s
initiatives influence bank profitability

2. To determine how competitive information sharingasesult of adoption of
CRPB'’s initiatives influence bank profitability

3. To assess how loan loss and delinquency reducsoa eesult of adoption of
CRPB'’s initiatives influence bank profitability

4. To establish how credit evaluation practices agsllt of adoption of CRB’s

initiatives influence bank profitability

1.4 Value of the Study

The study will be of benefit to various stakehoder the financial industry including the
bank managers, credit reference bureaus managemeastors, bank clients and the
general public since it will provide insights onvwharedit reference practices are related
to bank profitability. The researcher hopes thatrésult of the research will be useful to
the management and especially organizations that hat improved in micro-finance
credit provision due to poor credit risk managemanictices so that they understand
how credit risk management practices will be usefutheir day to day activities. The
study will also help solve the problems faced bgtaemers and banks on the challenges

they experience when trying to improve credit nsknagement practices.
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The result of this research will enable the managento adjust its strategies in the
implementation of suitable strategies to improve tbeir credit risk management
practices. This will be of benefit in ensuring thfa general performance is improved.
The findings of this study will provide customersida employees with some
understanding on the importance of effective cretik management practices in
enhancing credit provision. The Staff of finanadiastitutions will be able to focus on
quality client selection and carry out feasibilagalysis for prospective borrowers with
the background of credit provision. The Governmaan use this research especially in
the impending Micro finance bill to moderate thdigies of micro lending as the level of
client rotation has a direct bearing on the socioremic standards and activities of the
active poor, who contribute the greatest percentaigéhe population in developing
countries. The findings of the study will also gég other researchers to conduct a study

on the same or as a criticism.
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CHAPTER TWO
LITERATURE REVIEW
2.1 Introduction
This chapter provides a review of literature onddraeference bureau practices,
theoretical framework, and empirical studies on GRB bank profitability. The chapter

will also include the conceptual framework andigtie of existing literature.

2.2Review of Theories

This section discusses the theories related tatqealisions by banks. Its objective is to

use the theories to underpin the lending praceoegloyed by banks. The theories under
discussion are the Adverse Selection Theory, theaMdazard Theory and the Financial

Sustainability Model.

2.2.1 Adverse Selection Theory

Pagano and Jappelli (1993) show that informaticaris reduces adverse selection by
improving banks information on credit applicanteeTtheory of asymmetric information
tells us that it may be difficult to distinguishagfrom bad borrowers (Auronen, 2003)
in Richard (2011), which may result into adversiect®n and moral hazards problems.
The theory explains that in the market, the pant possesses more information on a
specific item to be transacted (in this case thedweer) is in a position to negotiate
optimal terms for the transaction than the othetyp@n this case, the lender) (Auronen,
2003) in Richard (2011). The party that knows labsut the same specific item to be

transacted is therefore in a position of makingegitright or wrong decision concerning
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the transaction. Adverse selection and moral haZaage led to significant accumulation

of non-performing loans in banks (Bester, 1994;d8ai and Gobbi, 2003).

2.2.2 Moral Hazard Theory

The moral hazard problem implies that a borrowes tie incentive to default unless
there are consequences for his future applicationscredit. This result from the

difficulty lenders have in assessing the level eflth borrowers will have accumulated
by the date on which the debt must be repaid, andanthe moment of application. If
lenders cannot assess the borrowers’ wealth, thex haill be tempted to default on the
borrowing. Forestalling this, lenders will increasates, leading eventually to the

breakdown of the market Alary and Goller (2001).

2.2.3 Financial Sustainability Models

Classic microeconomic theory suggests that finAnsisstainability can be modeled
through a ‘Marginal-Revenue-Marginal-Cost’ approddackson & McConnell, 1980).
The means for determining the behavior, includirapiity, of a competitive entity is to
calculate and compare, at each price level, amathiatseach additional unit of output
would add to total revenue on the one hand, anted cost on the other. That is, in
comparing the marginal revenue and the marginat obseach successive unit of
production, any unit whose marginal revenue exceeaginal cost should be produced
and any unit marginal cost whose exceeds margivahue should not. The equilibrium

point where marginal revenue equals marginal cosiie key to the output-determining
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rule that suggests the entity will maximize prottsminimize losses by producing at that

point where marginal revenue and marginal costlequdackson & McConnell, 1980).

Assuming that price is determined by the broad etaftrces of supply and demand, as
is the case for pure competition, an entity willneen financially sustainable by
maximizing profits or minimizing losses in the sharn by producing outputs at which
marginal revenue equals marginal cost if, and d@hnlynarginal revenue is greater than
minimum average variable cost (AVC). Here, averagaable cost is the total of all
variable costs i.e., those that vary with outple liabour, materials, power, divided by
output (Jackson & McConnell, 1980). If marginal @aue falls short of minimum
average variable cost, the entity will minimizeldsses in the short run by closing down.
In this case, there is no level of output at whioh entity can produce and realize a loss
smaller than its fixed costs and it is thereforasidered financially unviable (Jackson &
McConnell, 1980). Note that this assumes the alesehany subsidization over time to
ride out short-term losses. Banks must therefai@ gheir loan products and structure in
a way that the margins will be adequate to meet lbeesh expectations on returns and
retain reasonable surpluses for growth and sudtiitya The interest charged on loans
must be adequate to cover overheads and geneagtaeble surplus for the shareholders
dividend, interest earnings and retention to builstitutional capital. Similarly, the
interest paid on savings and deposits should Ipacttte capable of enticing depositors
and savers to invest in the society. Through difredsproducts and services, the Bank

will be able to generate the much needed reveno®atage competition.
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2.3 Determinants of Profitability of Commercial Barks

Demirguc-Kunt and Huizinga (1999), Cavallo and Main(2001), Bennaceur (2003),
Bikker and Metzemakers (2004), Davis and Zhu (200Bni Uhomoibhi (2008)
according to Devinaga Rasiah (2010) divide the rdateants of commercial banks
performance and profitability into two categoriésttis, the Internal and the External
factors. In this study our Interest would be intdrfactors since CRB practices are
confined in improving Banks internal efficiency. $tu (2011) posits that internal
determinants of banks profitability normally consisf factors that are within the control
of commercial banks which are the factors thatcaftee revenue and the cost of the
banks. Some readings classify them into two categaramely the financial statement
variables and non-financial variables. The finahstatement variables comprise factors
that are directly related to bank’s balance shadtiacome statement. Whiles, the non-
financial statement variables take in factors, like number of branches of a particular
bank, location and size of the bank etc.; Haroirs(2004). Rasiah (2010) opined that
banks generate income mostly on their assets anddbets could be termed as income
and non-income generating. With regards to comrakbzinks income Rasiah classified

it into two, specifically interest and non-interestome.

The interest income consist of rates charge onsloaverdraft and trade finance which
the banks offers to customers. While, the non-@dkerincome comprises of fees,
commissions, brokerage charges and returns ontmeess in subsidiaries and securities.
According to Vong et al (2009), the major sourcéannks revenue is interest income. It

contributes about 80% of commercial banks earnifigse.other sources of banks revenue
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consist of dividends and gains from trade in theusges market. There could be also
some slight sources of income for instance earnfng® trust activities and service
charges on deposit accounts; Vong et al (2009). @rtbe major roles of banks is to
offer loans to borrowers and loans serve as ongmefultimate source of earnings for
commercial banks. In other words loans represeataidrthe highest yielding assets on
banks’ balances sheet. It is evident that the nhameks offer loans the more it does

generate revenue and more profit.

Abreu & Mendes, (2000).However, banks have to b&teous in offering more loans
because as they offer more loans to customersdkpygse themselves to liquidity and
default risks which impacts negatively on banksfpe and survival Rasiah (2010).
Husni (2011) discloses that interest margin on $oarovided by the banks in Jordan is
not only a significant driver of profitability budlso poses a positive relationship with
profitability. This is harmonized with a citationagle by Vong et al (2009) on findings of
Abreu and Mends (2000) which shows a positive imatahip between the loan ratio and
profitability. Rivard and Thomas (1997) that bankfgability is may be best measured
by Returns on assets (ROA) since ROA cannot bertest by high equity multiplier.
This study therefore will use (ROA) hence returngatal assets to measure Profitability
of the banks. Returns on signifies managerial iefficy in actual sense, that is it depicts
how effective and efficient the management of bamks been as they seek to transform

assets into earnings. The ROA is defined as netmecdivided by total assets.
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2.4Review of Empirical Studies
This section reviews the findings of empirical sésddone on the impact of CRBs on
transaction costs of lending, firm competitiveneksn loss and delinquency and

evaluation of credit worthiness.

2.4.1 Transation costs

Transaction costs refer to the cost of carryingatrainsaction by means of an exchange
on the open market and are associated to the alivediwork Rotke and Gentgen, (2008).
In empirical studies, transaction costs are naaliy measured, but rather proxies such
as uncertainty, transaction frequency, asset sp@gifopportunism and so on are used
instead. These are believed to critically affe@ tlosts of transactions Pessali, (2006).
Transaction costs reflect the costs of economiamagtion both outside and inside the
firm and are one means by which one can measureffibeency of different institutional
designs in achieving economic outcomes in particumvironments Polski &
Kearney,(2001). Many governments and internatidinaincial institutions have tried to
address the problems of high transaction costs.EA.B, 2007). Therefore the existence
of transaction costs in loan market implies thagaficial institutions must become more
actively involved in monitoring activities and gw&gic behavior of firms because
financial institutions invest substantial amountdumds in business firms Williamson,

(1985).

Brown and Zehnder (2007) in studies carried ouwtdtablish whether CRBs encourage

borrowers to repay loans as a result of reducedsacion costs when they would
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otherwise default establishes this to be the dasadit sharing through the use of CRBs
enables lenders to reduce on the lender risks pmoktension charge lower interest rates.
This results in more affordable loans to custonwdne in turn are less likely to default.

Analysis of credit bureau data confirms that credporting reduces the selection costs

for lenders by allowing them to more accuratelydpeindividual loan defaults.

The impact of information sharing on the level ohrperforming loans has been tested
by two cross - country studies. Based on their ®unvey of credit reporting in 43
countries, Jappelli and Pagano (2002) show thak temding to the private sector is
larger and default rates are lower in countriesrevligformation sharing is more solidly
established and extensive. This is because lendgtigutions are more confident of their
customers based on their credit history which iadilg available from the credit
reference bureaus in those countries. The borrowegsalso less likely to default
knowing that doing so will affect their future atylto borrow. They therefore make

every effort to repay the loans.

According to a credit referencing survey done inaRda by (), the interoperability of
electronic financial services greatly contributesimplifying business transactions and
promote greater efficiency, effectiveness, convargeand availability of instruments to
businesses and individuals in Rwanda. A study bye@m (2007) revealed that the
presence of CRBs reduces the information monopbly lender on its borrowers, thus

reducing the extra rents that lenders can charge ttients. According to Getenga
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(2007), one of the features that banks deliberatenwdeciding on a loan credit

application is the estimated chances of recovery.

According to Nalukenge (2003), transaction costeradit markets therefore are indirect
financial costs generated by various processesudimy the costs of searching and
collecting relevant information. They are indireosts caused by frictions in the flow of
credit funds, preventing credit markets from reaghefficient market equilibrium.

Consequently transaction costs of lending condighe costs of administering credit,
coordination costs and the costs of the risk ofadkf It's further highlighted that

administrative costs are those, which are direattifoutable to the processing, delivering
and administering of loans while coordination coats those resources a financial
institution dedicates to ensuring that clients adhe terms stipulated in loan contracts

Saito & Villanueva, (1981).

According to Polski and Kearney (2001), bankindivéttes generate two types of
transaction costs, which are subject to differesiitipal and economic influences. They
further note that one type of transaction costerast expense, reflects the costs of funds
for banking activities and the second type, nomede expense, reflects the costs of
information and co-ordination. Shankar (2007) wimther to break down transaction
costs into indirect and direct. Direct transactimsts consisting of training costs, cost of
direct administrative activities and cost of monitg. He further noted that indirect
transaction costs include allocated fixed costshef branch office, regional office and

head office, depreciation and taxation costs.
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The exchange of information between banks redusesnformational rents that banks
can extract from their clients within lending redatships. Padilla and Pagano (1997)
made this point in the context of a two period nmogkere banks are endowed with
private information about their borrowers. Thisaomhational advantage confers to banks
some market power over their customers, and theganerates a hold up problem\:
anticipating that banks will charge predatory rateghe future; borrowers exert low
effort to perform. This leads to high default anterest rates, and possibly to collapse of

the credit market.

According to Dyer (1997), transaction cost analygmsws the firm as a governance
structure. However out of the many attributes dbsay transactions, the three main
dimensions that are instructive to the study of cmrtial transactions are the frequency
with which transactions recur, the uncertainty t{tisances) to which they are subject,
and the condition of asset specificity Williams¢h998). Asset specificity refers to a
condition where the physical or human resourcessted to support a particular
transaction cannot be easily redeployed to altermatses without a significant loss in

value Husted &Folger, (2004); Zhao, Luo& Suh, (2004

According to Djankoet al., (2007), the private sector credit relative to GBPositively

correlated with information sharing in their study credit market performance and
institutional arrangements in 129 countries for gegiod 1978-2003. Firm-level data
suggest that information sharing may indeed havdifferential impact on credit

availability for different firm types. Love and Mahko (2003) combine cross - sectional
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firm - level data from the 1999 World Business Eamment Survey with aggregate data
on private and public registries collected in Mill2003). They find that private credit

bureaus are associated with lower perceived fimgnconstraints and a higher share of
bank financing (while public credit registries aret), and that these correlations are

particularly strong for small and young firms.

To remain competitive, CRB worldwide must not stamd their laurels; they must
introduce innovative services to meet the evolunegds of their clients. For example,
Compuscan Credit Reference Bureau in Uganda igmtlyrintroducing a Credit Scoring
System which is intended to facilitate quicker apekter decision making by the
participating financial institutions Tumusiime-Mbite, (2011). The impact of credit
rating or scoring agencies on financial markets lbeome one of the most important
policy concerns facing the international finan@athitecture. Ratings indicate a relative
credit risk and serve as an important metric bycWwhinany investors and regulations

measure credit risk.

Brown and Zehnder (2007) find empirical evidencattthe lending market would
collapse due to credit risk in the absence of mftion sharing institution and
reputational banking. However, their study alsovatab that establishing credit reference
bureaus encouraged borrowers to repay their lognsllowing lenders to identify
borrowers with a good payment history. The studywskd that an information sharing
institution positively impacted the credit markatthe following ways: Without credit

reference bureaus, borrowers had a tendency ty tepas only when they planned to
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maintain their current lending relationship. Howeven economies with a credit

information institution, borrowers had a higher mb& of repaying their loans regardless
of whether they were planning to continue theirent lending relationship or not. Thus,
it can be implied that credit sharing institutiobg,documenting borrower behavior, can

positively impact borrower repayment and reduce $IPL

Financial institutions facilitate mobilization obwngs, diversification and pooling of
risks and allocation of resources, Collins et 8i(P). However, since the receipts for
deposits and loans are not harmonized, intermegidike banks incur certain costs
Ngugi (2001). They charge a price for the interragdn services offered under
uncertainty and set the interest rate levels f@odis and loans. The disparity between
the gross costs of borrowing and the net returtending defines the intermediary costs
which include information costs, transaction costdministration, default costs and
operational costs Rhyne (2002). Interest rateaspre well defined by market micro-

structure characteristics of the banking sectorthagolicy environment Ngugi (2001).

Schreiner (2001) indicates that financial instdan8 are facing an enormous risk of non-
performing loans (NPLs) noting that larger loanvehareater risk exposure, so the
variable costs per-dollar is higher. If lenders 'tomke extra care, there could be more
loan defaults. Toovercome the challenge of NPLsinatitution is required to monitor

the behavior of borrowers. Thus, the idea of esthinlg CRB was conceived in order to
enable banks to determine credit worthiness of th@irowers — individuals, groups and

enterprises; and therefore reduce the loan defiglltin this respect CRB assists in first,
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sharing information on default among banks; secgrellminating corrupt borrowers —
those with the aim of borrowing from different fimaal institutions with the aim of
defaulting; thirdly, to provide commercial profemsal credit reference to say prospective
foreign investors; and also to identify honest/dskdborrowers based on known history

and character.

High delinquency makes financial sustainability oagible for an institution. Portfolio at
risk rates measure the outstanding balance of libetsre not being paid on time against
the outstanding balance of total loans (Brown, 2006cintosh and Wydick (2004),
conclude that credit information systems first tegem screening effect that improves risk
assessment of loan applicants, thereby raisinggbiortquality, which in turn reduces
rates of arrears. The international standard foasueng bank loan delinquency is
portfolio at risk (PAR). Both the numerator and tdenominator of the ratio are
outstanding balances. The numerator is the unpaahbe of loans with late payments,
while the denominator is the unpaid balance otoals. The PAR uses the same kind of
denominator as an arrears rate, but its numerafmues all the amounts that are placed
at increased risk by the delinquency. A PAR carpégged to any degree of lateness.
PAR, a common measure among banks, captures teaoding balance of all loans

with a payment more than 90 days late.

Grosvenor et al (2010) observed that, the curroliad financial crisis, which began in
the United States, is attributed to the August 200Ifapse of the sub-prime mortgage

market and that commercial banks with greater aygetite and that are more willing to
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make loans with a higher probability of defaulfydeo record higher losses. Further, that
the level of NPLs in the US started to increasestariially in early 2006 in all sectors.
NPLs reflect credit risk for banks arising eithesrh external factors such as depressed
economic conditions, or internal factors such asr pending decisions or both. The ratio
of NPLs to assets is an indicator of a bank’s aggality and financial soundness. In the
case of the current financial turmoil, a high ranay indicate that banks are not healthy
since they have significant exposure to the originthe problem. According to Ng'etich
(2001), controlling NPLs is very important for bothe performance of an individual

bank and the economy’s financial environment

Kallberg and Udell (2003) found that historicalanhation collected by a credit bureau
had powerful default predictive power and a stughyBarron and Staten (2003) showed
that lenders could significantly reduce their défavate by including more
comprehensive borrower information in their defguiédiction models. An analogous
study — specific to Brazil and Argentina — founchgar default rate decreases when more
information was available on borrowers Powell et (@004).Credit markets present
asymmetric information problems. Lenders know rezitthe past behavior and the
characteristics, nor the intentions of credit agits. This creates a moral hazard
problem that causes lenders to make credit decisiased on the average characteristics

of borrowers rather than on individual charactessRothschild and Stiglitz, (1976).

Locally, various aspects of CRB have been reviebsedarious scholars. Sigei (2010)

researched on evaluating the effectiveness of tcreféirence bureau in Kenya, The case
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of KCB. His study revealed that CRBs play an imanttrole in preventing serial loan
defaulters from accessing credits from other fim@nenstitutions thus cushioning
financial institutions against unforeseen credsksi sentiments also shared by others
researchers. Mumi, (2010); Gaitho(2010).Nganga 120tarried out a study on
stakeholder perception of credit reference bureauice in Kenya credit market. The
study reveals that many of the borrowers do nottu@be listed in CRBs and would try

as much as possible to service their credit faesliso as to protect their reputation.

Galindo and Miller (2001) also provide evidencet tilormation sharing reduces credit
constraints at firm level. Examining balance sluzgt of large companies in 23 countries
they find a positive relation between credit accasd an index of information sharing.
Evidence also supports the theory that informasioawring reduces moral hazard. Doblas-
Madrid and Minetti (2009) find that if lenders enteedit information sharing institution,

their borrowers improve their repayment performance

One of the main tasks of commercial banks is terdbans, and their main source of
risk is credit risk, that is, the uncertainty asated with borrowers’ repayment of these
loans Tiffany Grosvenor et al (2010).The Bankingreit Reference Bureau)
Regulations, 2008 became effective in February 2008 Regulations require all
licensed banks to share information on Non-Perfogniioans (NPLs) through a Credit
Reference Bureau (CRB) licensed by CBK. The roldiec#dnsed CRBs is to collect,
collate and process data received from approvedcsswof information and generate

credit reports to be used by lenders.
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Research by Armstrong, (2008) based on informdtiom several countries across the
globe show that the existence of credit registrgeassociated with increased lending
volume, growth of consumer lending, improved acdesnancing and a more stable
banking sector. Further, Hansen et al, (2004),llygted that many borrowers make a lot
of effort to repay their loans but do not get reaeat for it because this good repayment
history is not available to the bank that they apph for new loans. Whenever
borrowers fail to repay their loans, banks are ddrto pass on the cost of defaults to
other customers through increased interest ratels atimer fees. Put simply - good
borrowers are paying for bad. Credit reporting\aidanks to better distinguish between

good and bad borrowers.

Recent theoretical research suggests a threefigdt eff lenders’ exchanging information
on the credit history of borrowers Pagano and Japg#993). First, credit bureaus
improve banks’ knowledge about applicants’ charasties and permit more accurate
prediction of repayment probability. This allowsidéiers to target and price their loans
better, easing adverse selection problems. Inrdgpect the benefit of establishing a
credit bureau is greatest where each bank is coteoby a large number of customers
on which it has no previous information, i.e., wd&orrowers are very mobile. Second,
credit bureaus reduce the informational rents beatks could otherwise extract from
their customers. They tend to level the informatioplaying field within the credit
market and force lenders to price loans more coinedy. Third, credit bureaus work as
a borrower discipline device: every borrower kndhat if he defaults his reputation with

all other potential lenders is ruined, cutting hoff from credit or making it much more
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expensive. This mechanism also heightens borrowsesehtive to repay, reducing moral
hazard.

Herausgeber (2001) observed that the use of aiskitnformation systems has become
a topic of analysis and promotion within internaib organizations and national
governments. He states that one of the factorditighithe access to credit for micro
enterprises is the lack of information on the rtblat they represent to the financial
intermediaries. As a result, commercial banks rteethake a bigger effort to complete
the information they require in order to make decis over the credit requests they
receive, incrementing their operational costs, Whice generally transferred to their
customers directly or indirectly. Andrew Powell &t (2004), states that Information
problems have long been at the fore of analyseseaufit markets. Indeed, one rationale
for banks as institutions is to gather informatiand establish relationships with
borrowers in an effort to surmount these problefstriking feature of banks is the

amount of services that they offer and the econswiecope between them.

2.5Summary of Literature Review

The foregoing literature survey has characterizeel ¢hallenges facing the lending
practices of commercial banks and the emerging obleredit reference bureaus as
mitigation. Lending is a challenging propositiom any setting particularly in the
developing world, where legal/judicial enforcementveak, where information about the
ability and willingness to repay of applicants & neadily available and where many of
the prospective lenders are from a poor houseHlolds; many of whom have never

before borrowed and cannot pledge collateral tarantae repayment Gonzalez-Vega,
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2003; Conning and Udry, (2007). Transaction costftect the costs of economic
organization both outside the firm and inside tie fand are one means by which one
can measure the efficiency of different instituabrdesigns in achieving economic
outcomes in particular environments Polski and Kegr (2001). The role of the credit
reference bureaus in reducing information asymmatrythe sector has also been
underpinned. For example, research by Armstron@08® based on information from
several countries across the globe show that tisteexe of credit registries is associated
with increased lending volume, growth of consumending, improved access to
financing and a more stable banking sector. FurtHansen et al, (2004), highlighted
that many borrowers make a lot of effort to regdasgirtloans, but do not get rewarded for
it because this good repayment history is not alskel to the bank that they approach for
new loans. Research on the determinants of barfkgimtity has been attentive on both
the returns on bank assets and equity, and neestteate margins. However, a more
direct relationship between the profitability oethanks and their use of CRBs in their
lending activities has not been explored especiallthe local commercial banks and,

thus, provides rationale for the present study.

28



CHAPTER THREE
RESEARCH METHODOLOGY
3.1 Introduction
The research methodology presents the structutehewpon which data collection and
analysis is based. It presents the research destignly location, targeted population, the
sample selection procedures, the instruments @ dallection, pre-testing for validity

and reliability, how data will be collected and zad.

3.2 Research Design

The study will use a Causal-Comparative descripgiverey design in evaluating Impact
of CRB on profitability of commercial banks opergfi in Kenya. A quantitative
approach will be applied. Description emerges foillg creative exploration, and serves
to organize the findings in order to fit them waRkplanations, and then test or validate
those explanations (Krathwohl, 1998). The reseansfiedescribe and examine the main
variables to measure and organize findings befaleating them. The fundamental
impact study question is what would have happeaoduirhs receiving the intervention if
they had not in fact received the it Causal-conpagatudies attempt to identify cause-
effect relationships, involve comparison, and afitsmio make inferences without direct
intervention. This design will be appropriate fhiststudy because comparison will allow
for the establishment of conclusive causality lattting observed changes in profitability
to Credit reference bureau practices. The reseamlieemploy descriptive statistical
analysis and methods of analyzing correlations asgressions between multiple

variables.

29



3.3 Population
Elmore et al, (2006), defines the target populagsn“the population from which we
would want to collect data if we were conductingomplete census rather than a sample

survey”. The researcher focused on 44 commercratse Kenya.

3.4 Sample
A census approach was used in this study to allb@@nmercial banks to be included
in the study since the number is small and reaehadll financial records about the

banks will be used

3.5 Data Collection

Secondary data required for this study was colteftem CBK loan book, CBK annual
bank supervisory reports. The data required wilcbkected for a period 5years, before
the Introduction of CRB and 5 years after i.e. 20042013.Data to be collected will

include;

Total gross loans

Loan loss provisions

Non-performing loan

Private credit to GDP

No of credit file/reports shared
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3.5 Data Analysis Methods

Data analysis will use F-test to get the differanéffects of the panel data for Ex-ante
and Ex-post credit reference bureaus and Step+wggession to estimate the model for
the study. In the past studies by Kocenda and W¢R609) as well as Hand and Henley
(1997) and Steenackers and Goovaerts (1989) thggested using stepwise selection to
select characteristics to use in credit marketepWise regression is a method where
some of the variables are eliminated from the foddel to achieve better suitability.
Forward stepwise method sequentially adds variablesaximize the model’'s predictive

accuracy.

The fit of the model is tested after addition dmaéhation of specific variables to ensure
the model still fits the data. At each step, theialde that leads to the greatest
improvement in predictive accuracy — in terms @ thghest score statistic conditional
upon a significance level of less than 5% can hmdo When no more variables can be
added to the model or eliminated from the mode,ahalysis is complete. Regarding the
credit market this method may be relevant due & dbsts related to data collection.
However, the application of the model is considdretde too broad and time consuming
and it could be improved by selecting only the mastical variables. The forward

stepwise analysis begins with having first a moadéh a constant only, which is

followed by adding variables one by one.
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3.5.1 Variable Operationalization
This study has three set of variable: banks piafitg which is the dependent (criterion)
variable, credit Information sharing which is thedépendent (predictor) variable and

CRB as the moderating variable. These factors jpeeationalized as follows;

Table 3.1 Dependent Variable

Category Proxy Operationalization Measures
Banks Profitability | Assets Assets Returns on Assets
Income Profits (ROA)
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Table 3.2 Independent Variable

Category

Proxy

Operationalization

Measures

Transaction Costs

Administrative

costs

2 Transaction frequency

Fees
Commissions
Brokerage fees
of

Number

transactions

Credit Information| Default rates | No of Credit reports Interest rates
sharing Lending generated Interest income:
activity — Loans
Interest rates - Overdrafts
Credit registries — Trade finance
Loan/Loss Loan loss Provision/TotalFrequency of Nont
Delinquency loans performing loans
Private credit/GDP ratio | Volume of Non-
performing loans
Cost of credit/APR
Credit  Evaluation Monitoring and| Variation in loans Lending Volume
Practices Evaluation Stability of the bank Increased consume

lending
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Type of information

shared

3.5.2 Analytical Model

In their theoretical modelappelli and Pagano (1993) show that exchangeahiation

on borrower type decreases default rates and redanmerage interest rates which are
indicator of credit market performance. These w&yemulated using a step-wise
regression model. A regression analysis is a dolleamame for the techniques used in
modeling and analysis of nhumerical data consistihgalues of dependent variable and

independent variable (Haét al, 2006).

This study used the regression technique to exarthieerelationship between the
dependent variable and independent variables. iShHi®cause the regression combines
all the independent variables and detects the tefiedhose variables on dependent
variable. Similar study by (Jappelli & Pagano, 2004ed default rates, interest rates and
lending volumes to test the effects of informatstraring on banks profitability

The model for the study is specified as follows;

P_ag +B1 TC+B,CIR+BaNPL+ BsLD+B4EP.¢;

Where;
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P = Bank Profitability which is measured by RetamAssets (ROA).

ap - intercept coefficient

& — error term (extraneous variables)

TC —Transaction cost which is measured by operaxpgnses.

CIR - Competitive information sharing as measurgthie APR.

LD -Loan loss and delinquency reduction measurethbydefault rate expressed
as the NPLs/Gross loan

EP - Credit evaluation practices which is meastelbnding volumes.

B1,B2, andz =regression coefficients

3.7 Data Validity and Reliability

Kothari (2004) notes that validity measures theueacy of the instruments in obtaining

the anticipated data that can meet the objectivetheo study. Gay, (1992), says it is

established by experts’ judgment. The researchegldothe assistance of University

Supervisors to review the process used to devélepest as well as the test itself, and
then make a judgment about how well items repreentintended content area. Pre-
testing of the research instruments was done ubieg subjects randomly drawn from

the population before the field collection of dadaletermine the validity.

Piloting was done to make out items in the reseamsfruments that are vague in
bringing out the relevant information. Mugenda, q&)) assert that validity enhances
reliability of an instrument. Therefore, a validsirument is a reliable one. A reliable

instrument is one which consistently produces tgeeted results when used more than
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once to collect data from to achieve reliabilitye tinstruments will be analyzed using
Cronbach’s alpha, a useful and flexible tool that gan use to investigate the reliability
of your language test results Brown, (2001).0OrodB604), recommends an r of at least

0.7 or above.
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CHAPTER FOUR
DATA ANALYSIS AND PRESENTATION
4.1 Introduction
This chapter consists of the analysis of the dateeated from the study. The target

population was the 44 banks operating in Kenya.

4.2 The Rate of Response
The data collected by the time of conducting thalysis was from 25 of the banks,

representing a 56.8% response rate.

4.3 Reliability
Reliability of the data was tested using Cronbadkjsha. The data had a Cronbach’s

Alpha score of 0.873 meaning that the same waaldaifor further analysis.

4.4Research Results

Data analysis in the form of inferential statistieas done in order to establish how each
of the independent variables (transaction costspatitive information sharing, and loan

loss and delinquency reduction, credit evaluatioactices as a result of adoption of

CRB'’s initiatives) influence bank profitability. Eise were carried out while testing the

hypotheses in line with the objectives of the study

37



4.4.1 Objective I: Effect of transaction costs as gesult of adoption of CRB’s

initiatives on bank profitability

The correlation between the transaction costs anét profitability was calculated using
Pearson’s Correlation in order to establish thati@hship between the two variables.

The table below shows the results obtained fromatiadysis:

Table 4.1: Correlation between of transaction costand bank profitability

Transaction cos|Transaction

before CRB costs after CRIB

xx

Bank profitability [Pearson Correlation |.233 .382
Sig. (2-tailed) .000
N 26 26

**Correlation is significant at the 0.01 level (aied).
The correlation between transaction costs as meddwy operating expenses and bank
profitability before the introduction of the CRB 5233 while that between transaction
costs and bank profitability after introduction GRB is 0.382. This means there is a
moderate positive relationship between transactiosts and bank profitability. The
relationship between transaction costs and banfitgibdity prior to introduction of CRB

was lower than the relationship between the twerafitroduction of the CRB.
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4.4.2 Objective II: To determine the impact of comptitive information sharing as a
result of adoption of CRB’s initiatives on bank prditability
The correlation between competitive information rgfga and bank profitability was

calculated using Pearson’s Correlation whose reswé as follows:

Table 4.2: Correlation between Firm Size Process E#ors and Audit Quality

APR before CRB|APR after CRE

Bank profitability |Pearson Correlation |.216* . 284"
Sig. (2-tailed) .000
N 26 26

** Correlation is significant at the 0.01 leveH@iled).
The correlation between competitive informationrsigaas measured by the APR and
bank profitability before the introduction of theR8 was 0.216 while that between
competitive information sharing and bank profitdapiafter the introduction of the CRB
is 0.284. This means there is a weak positive ioglghip between competitive
information sharing and bank profitability both bef and after the introduction of the
CRB. However, the correlation between the two ghbr after introduction of CRB than
before. The results agree with those of Brown aeknder (2007) who found that CRBs
encourage borrowers to repay loans as a resukdrfced transaction costs when they
would otherwise default establishes this to bectise. They also established that credit
sharing through the use of CRBs enables lendersedoce on the lender risks and by

extension charge lower interest rates.
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4.4.3 Objective lll: To evaluate the effect of loaoss and delinquency as a result of
adoption of CRB’s initiatives on bank profitability
The correlation between loan loss and delinquendybank profitability was calculated

using Pearson’s Correlation whose results arelksvs

Table 4.3: Correlation between of loan loss and delquency and bank profitability

NPL/GL before CRB|NPL/GL after CRB

Bank Pearson Correlation |.251** . 328"
profitability |sjg. (2-tailed) .000
N 26 26

** Correlation is significant at the 0.01 leveH@iled).

The correlation between loan loss and delinquerscynaasured by the non-performing
loans to gross loan ratio and bank profitabilityOi251 before the introduction of the
CRB while it is 0.328 after the introduction of CRBhis means there is a moderate
positive relationship between loan loss and delkmgy as measured by the non-

performing loans to gross loan ratio and bank pabiiity.
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4.4.4 Objective IV: To determine the relationship letween credit evaluation

practices as a result of adoption of CRB’s initiatres and bank profitability

Table 4.4: Correlation between credit evaluation pactices and bank profitability

GL before CRB GL after CRB

Bank Pearson Correlation |.353** 427
profitability |sjg. (2-tailed) .000
N 26 26

The correlation between credit evaluation practiassmeasured by lending volumes
(gross loans advanced) and bank profitability wab® before the introduction of the

CRB while it is 0.427 after the introduction of CRBhis means there is a moderate
positive relationship between loan loss and dekmgy as measured by credit evaluation

practices as measured by lending volumes (gross ladvanced) and bank profitability.

4.4.5 Objective V: Effect of CRB Adoption on Bank Pofitability

To test whether the introduction of the credit refee bureau servicers has led to higher
bank profitability an indicator variable was incedl (CRBX) that took on the dummy
value of 1 after the introduction of CRB in the y2809 and 0 for the years prior to the
introduction of CRB. Since the coefficient on theriable CRBX was positive (.243) this
shows that the bank profitability increased aftee tintroduction of CRB services

(Khurana et. al., 2005).
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Table 4.5: CRB effect on bank profitability

Model Standardized
Unstandardized Coefficients Coefficients T Sig.
B Std. Error Beta

(Constant) 1.630 492 3.310 .013
Bank
Profitability -1.131E-10 .000 -.374 -.652 .535
(ROA)

.243 .950 .150 .261 .802
CRBX

4.4.6 Objective VI: Relationship between transactio costs, competitive information

sharing, loan loss and delinquency, credit evaluain practices and bank

profitability

The researcher sought to establish the associatitmeen the independent variables and

dependent variable to establish the overall sigaifce of the relationship.

Use of regression analysis assisted in determithiegrelationship between transaction

costs, competitive information sharing, loan lossl alelinquency, credit evaluation

practices and bank profitability
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Table 4.6: Regression Results

Adjusted  HStd. Error o|Durbin-

Model|R R Square|Square the Estimate [Watson

548 276 .255 1.080 1.801

a. Predictors: (Constant), OPex, APR, NPL, GL

b. Dependent Variable: Audit quality

The coefficient of determination (Adjusted)Rndicates the strength of the variables
selected. When we have low,Rt can be inferred that these predictor variallesnot
influence the dependent variable. The AdjustédsRtistic of 0.255indicates that the
selected predictor variables (transaction costspatitive information sharing, loan loss
and delinquency, credit evaluation practices) antdor 25.5% of the variation in the
bank profitability. This means that even though #edected predictor variables are
significant in determination of the dependent alga(bank profitability) there are still
quite a number of other variables that influencekiyarofitability that are not captured in
this particular model. The Durbin-Watson statisifc1.801 indicates that the predictor

variables are not auto-correlated since it is grethian 0.8 (White, 1992).
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Table 4.7: ANOVA using Bank Profitability (ROA)

Sum o]

Model Squares df Mean SquargF Sig.
Regression|127.623 4 62.341 28.656 |.000°
Residual |205.807 238 1.066
Total 333.430 242

a. Predictors: (Constant), OPex, APR, NPL, GL

b. Dependent Variable: ROA

Table 4.8: Correlation Coefficients for the Indepenent Variables using Bank

Profitability
Unstandardized |Standardized 95.0% Confideng
Coefficients Coefficients Interval for B
Std. Lower Upper
Model iError Beta Sig. [Bound [Bound
(Constant) 1.442 |.145 10.954.000 |1.307 1.878
Transaction cost 210 |[.035 232 6.039|.000 |.141 278
Competitive .020 |.023 154 .881 |.378 [-.024 .064
information sharing
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Loan loss an.311 (.030 278 (67 |[.244 [.153 .086

delinquency

Credit evaluatio].371 |.038 .333 9.818 |.000 |.297 445

practices

a. Dependent Variable: Bank Profitability (ROA)
The model generated from the study is:

P=1.442 + .232TC + .154CIR + .278LD + .333EP

Where;

P = Bank Profitability which is measured by RetamAssets (ROA).

TC —Transaction cost which is measured by operaxpgnses.

CIR - Competitive information sharing as measurgthie APR.

LD -Loan loss and delinquency reduction measurethbydefault rate expressed

as the NPLs/Gross loan

EP - Credit evaluation practices which is measbseténding volumes.
The Faple 238)value of 2.3719 is lower than the.Euaedvalue of 28.656 hence we fail to
accept the model generated for determining banKitgbdity using the between
transaction costs, competitive information sharitggn loss and delinquency, credit
evaluation practices. It thus means that there acaher factors which affect bank
profitability in Kenya apart from transaction cqatempetitive information sharing, loan
loss and delinquency, credit evaluation practicedsevhich are not captured in this

model.
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4.5 Summary of the Findings

Objective I: Effect of transaction costs as a restibf adoption of CRB’s initiatives on
bank profitability

The correlation between the transaction costs an# profitability was calculated using
Pearson’s Correlation in order to establish thati@hship between the two variables.
The correlation between transaction costs as meaddwy operating expenses and bank
profitability before the introduction of the CRB 5233 while that between transaction
costs and bank profitability after introduction ©RB is 0.382. This means there is a
moderate positive relationship between transactiosts and bank profitability. The
relationship between transaction costs and banfitgidity prior to introduction of CRB

was lower than the relationship between the twerafitroduction of the CRB.

Objective II: To determine the impact of competitive information sharing as a result
of adoption of CRB’s initiatives on bank profitability

The correlation between competitive informationrsigaas measured by the APR and
bank profitability before the introduction of theR8 was 0.216 while that between
competitive information sharing and bank profitapiafter the introduction of the CRB
is 0.284. This means there is a weak positive ioglghip between competitive
information sharing and bank profitability both bef and after the introduction of the
CRB. However, the correlation between the two ghbr after introduction of CRB than
before. The results agree with those of Brown aelknder (2007) who found that CRBs

encourage borrowers to repay loans as a resukdafced transaction costs when they
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would otherwise default. They also established tratdit sharing through the use of

CRBs reduces the lender risks and by extensioretercharge lower interest rates.

Objective Ill: To evaluate the effect of loan lossand delinquency as a result of
adoption of CRB'’s initiatives on bank profitability

The correlation between loan loss and delinquerscynaasured by the non-performing
loans to gross loan ratio and bank profitability0i251 before the introduction of the
CRB while it is 0.328 after the introduction of CRBhis means there is a moderate
positive relationship between loan loss and delmgy as measured by the non-

performing loans to gross loan ratio and bank pabfiity.

Objective IV: To determine the relationship betweercredit evaluation practices as a
result of adoption of CRB'’s initiatives and bank profitability

The correlation between credit evaluation practices measured by lending
volumes(gross loans advanced) and bank profitghilas 0.353 before the introduction
of the CRB while it is 0.427 after the introductiafi CRB. This means there is a
moderate positive relationship between loan lossdelinquency as measured by credit
evaluation practices as measured by lending volujgess loans advanced) and bank

profitability.

Objective V: Effect of CRB Adoption on Bank Profitability
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To test whether the introduction of the credit refee bureau servicers has led to higher
bank profitability an indicator variable was incedd (CRBX) that took on the dummy
value of 1 after the introduction of CRB in the y@809 and 0O for the years prior to the
introduction of CRB. Since the coefficient on treriable CRBX was positive (.243) this
shows that the bank profitability increased aftee tintroduction of CRB services

(Khurana et. al., 2005).

Objective VI. Relationship between transaction cos, competitive information
sharing, loan loss and delinquency, credit evaluain practices and bank
profitability

Use of regression analysis assisted in determithegrelationship between transaction
costs, competitive information sharing, loan lossl alelinquency, credit evaluation
practices and bank profitability. The coefficieritdetermination (Adjusted R2) indicates
the strength of the variables selected. When we lawv R2, it can be inferred that these
predictor variables do not influence the dependanible. The Adjusted R2 statistic of
0.255indicates that the selected predictor varsalfgansaction costs, competitive
information sharing, loan loss and delinquencyditrevaluation practices) account for
25.5% of the variation in the bank profitabilityhi§ means that even though the selected
predictor variables are significant in determinatiof the dependent variable (bank
profitability) there are still quite a number ofhet variables that influence bank
profitability that are not captured in this partmumodel. The Durbin-Watson statistic of
1.801 indicates that the predictor variables ateanto-correlated since it is greater than
0.8 (White, 1992).
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CHAPTER FIVE
SUMMARY, CONCLUSIONS AND RECOMMENDATIONS

5.1 Summary

The Study results showed that there is a moderatgtiye relationship between
transaction costs and bank profitability. The relahip between transaction costs and
bank profitability prior to introduction of CRB wdswer than the relationship between
the two after introduction of the CRB as evidend®d the correlation coefficients
between transaction costs as measured by operatipgnses and bank profitability
before and after Introduction of CRB (r=0.233 an882).The study found that there is a
weak positive relationship between competitive infation sharing and bank
profitability both before and after the introductiof the CRB. (r=0.216 and 0.286). A
moderate positive relationship between loan loss @dglinquency as measured by the
non-performing loans to gross loan ratio and bamkitability before and after adoption
of CRB was also found which was evidenced by (r50.and r= 0.328). The research
also showed that a moderate positive relationshiigte between credit evaluation
practices as measured by lending volumes (gross ladvanced) and bank profitability
(r=0.353 before the introduction of the CRB and .#2J after the introduction of
CRB).Overall the research showed that credit refe¥dureau servicers has led to higher

bank profitability evidenced by a positive coeféint (r=0.243) ex post condition
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5.2 Conclusions

Objective | was to determine the effect of transactosts as a result of adoption of
CRB'’s initiatives on bank profitability. The ressilshow that the relationship between
transaction costs and bank profitability prior mroduction of CRB was lower than the
relationship between the two after introductiontled CRB. This shows that CRB has

improved the transaction costs by banks.

Objective Il was to determine the impact of compegiinformation sharing as a result of
adoption of CRB’s initiatives on bank profitabilitfhe results show that there is a weak
positive relationship between competitive inforroatsharing and bank profitability both
before and after the introduction of the CRB. Hoerethe correlation between the two is

higher after introduction of CRB than before.

Objective 1l was to evaluate the effect of loarsdoand delinquency as a result of
adoption of CRB'’s initiatives on bank profitabiliti was shown that there is a moderate
positive relationship between loan loss and delmgy as measured by the non-

performing loans to gross loan ratio and bank pabfiity.

Objective IV was to determine the relationship besw credit evaluation practices as a
result of adoption of CRB’s initiatives and banloftability. The results established that
there is a moderate positive relationship credil@ation practices as measured by

lending volumes (gross loans advanced) and barfikgiiity.
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The overall objective was to identify the effect@RB Adoption on Bank Profitability.
Since the coefficient on the variable CRBX (dumnayriable) was positive (.243) this
shows that the bank profitability increased aftee tintroduction of CRB services
(Khurana et. al., 2005).

The researcher also sought to establish the rektip between transaction costs,
competitive information sharing, loan loss and migliency, credit evaluation practices
and bank profitability. Since the F calculated eals more than the F table value this
means that we fail to accept the model generatdccanclude that there are other factors
which affect bank profitability in Kenya apart frommansaction costs, competitive
information sharing, loan loss and delinquencyditrevaluation practices and which are

not captured in this model.

The study concludes that credit reference bureauces assist in reducing the incidence
of non-performing loans and hence in improving bank profitability. This is made
possible through the factors of transaction castgpetitive information sharing, loan
loss and delinquency, credit evaluation practidest fare enhanced when the credit

reference bureau services are used.
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5.3 Policy Recommendations

Based on the findings the study recommends thatsbahould continue to utilize the
credit reference bureau services as it enhances ghdditability. The service reduces
transaction costs involved in identifying suitablents that the bank can advance loans
to. The study recommends that since adoption of £RBuces transaction costs and
indeed borrowing costs ultimately government ndedsaft policies to oblige all lending
institutions to adopt credit referencing as thid Wenefit the populace through reduced
interest rates, banks will also benefit from redudeformation asymmetry and non-
performing loans.

To enhance credit information sharing, informatamtess should be available at low or
no cost and this would be facilitated by creatimgesmvironment that supports more
competitive information sharing both financial andn-financial institutions should be
allowed access to credit histories of borrowers.

Central bank should regulate the credit referengedus to give up to date information
about borrower’s history which may increase théieaiveness and eventually would

reduce information asymmetry and translate inteiced adverse selection.
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5.4 Limitations to the Study

Credit reference bureaus have only been in existdéac five years and while most
commercial banks have embraced them, the geneoat psi yet to fully understand them
and appreciate they stand to gain from their omeratin the long. Some lending
institutions are also yet to fully embrace CRBsloAger time period would be required

for a good and dynamic analysis.

There is inconsistency in the way banks calculb&r transaction costs, the research
however included firms with available financial tstaents that clearly reflected

administrative costs.

The researcher run into problems of time as thdystuas carried out within a short

period. A longer time period would have been ideslt would have given the researcher
ample time to collect data from more target insititus. Yet the researcher countered this
limitation by covering at least 25 banks out of #e banks to enable inference of the

study findings.

5.5 Suggestions for Further Research

The study recommends that further research canedawut to incorporate wider
economic conditions in the country such as throtigh measure of GDP in order to
establish whether the bank profitability is alséeefed by the same even as the banks

utilize the services of the CRBs.
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Another study may be carried among bank clientdeiermine their perception of the
introduction of CRB and especially if they feel titaunduly affects them through delays
and increased operational costs. Some have alkm Yactims due to lack of information

or knowledge, a challenge that can be eliminate@dwycating the bank clients and the

general public since these are the main targetsesk services.

Another study area may be to investigate theraitesed by various CRBs to evaluate
bank clients Longitudinal panel studies spannintem year period before and after
adoption should be done to bring out the real immdcCRB adoption on financial

performance of the banking sector.
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APPENDICES

Appendix I: List of Commercial Banks in Kenya

1.

2.

8.

9.

African Banking Corporation Ltd
Bank of Africa Kenya Ltd

Bank of Baroda (K) Ltd

Bank of India

Barclays Bank of Kenya Ltd

CFC Stanbic Bank Ltd

. Charterhouse Bank Ltd

Chase Bank (K) Ltd

Citibank N. A Kenya

10.Commercial Bank of Africa Ltd

11.Consolidated Bank of Kenya Ltd

12.Co-operative Bank of Kenya Ltd

13.Credit Bank Ltd

14.Development Bank of Kenya Ltd

15.Diamond Trust Bank Kenya Ltd

16.Dubai Bank Kenya Ltd

17.Ecobank Kenya Ltd

18. Equatorial Commercial Bank Ltd

19. Equity Bank Ltd

20.Family Bank Ltd

21.Fidelity Commercial Bank Ltd

61



22.Fina Bank Ltd

23.First Community Bank Ltd
24.Giro Commercial Bank Ltd
25.Guardian bank Ltd

26.Gulf African Bank Ltd
27.Habib Bank A.G Zurich
28.Habib Bank Ltd

29.Imperial Bank Ltd

30.1 & M Bank Ltd

31.Jamii Bora Bank Ltd
32.Kenya Commercial Bank Ltd
33.K-Rep Bank Ltd

34.Middle East Bank (K) Ltd
35.National Bank of Kenya Ltd
36.NIC Bank Ltd

37.0riental Commercial Bank Ltd
38.Paramount Universal Bank Ltd
39.Prime Bank Ltd

40. Standard Chartered Bank Kenya Ltd
41.Trans-National Bank Ltd
42.UBA Kenya Bank Ltd
43.Victoria Commercial Bank Ltd

44.Housing Finance Ltd
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Appendix Il: List of Commercial Banks whose Finandal Records were Available
1. Barclays Bank of Kenya Ltd

2. CFC Stanbic Bank Ltd

3. Chase Bank (K) Ltd

4. Commercial Bank of Africa Ltd
5. Consolidated Bank of Kenya Ltd
6. Co-operative Bank of Kenya Ltd
7. Credit Bank Ltd

8. Diamond Trust Bank Kenya Ltd
9. Dubai Bank Kenya Ltd
10.Ecobank Kenya Ltd
11.Equatorial Commercial Bank Ltd
12.Equity Bank Ltd

13.Family Bank Ltd

14.Fidelity Commercial Bank Ltd
15. First Community Bank Ltd
16.Imperial Bank Ltd

17.1 & M Bank Ltd

18.Kenya Commercial Bank Ltd
19.K-Rep Bank Ltd

20. National Bank of Kenya Ltd
21.NIC Bank Ltd

22.Prime Bank Ltd
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23.Standard Chartered Bank Kenya Ltd
24. Trans-National Bank Ltd

25.Housing Finance Ltd
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