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ABSTRACT

The purpose of this research was to investigatedahses of non-performing loans in

Kenyan banks. The research questions used to thedesearch included:

1. What are the causes of non- performing loans inyerbanks?
2. What specific steps have bank managers taken tbwvd#a the problem of non-
performing loans’?

3. What is the level of success of the actions taken?

This is an explanatory research that adopted tlmeeguresearch design. Data was
collected with the help of a questionnaire senB@bank officers. The officials were
purposively sampled from the ten leading banksedrdccording to the value of their net
assets as available from the Central Bank of Kéistiag.

Recommendations of this study are that loan officiaust grant loans basing their
appraisal on loan analysis principles, using tlggsicernment as well as experience to
verify debtor credibility i.e., debt repayment #lyil capital management and collateral
suitability. More importantly, loan officials shalltrictly monitor and control how the

loan is used in order to be able to promptly hamadig€ing problems. The study found that
the actions had proved useful in minimizing bachkba the banks surveyed as reported
by the credit managers. In addition, banks shooldticue to invest in the training of

loans officials since most of the respondents cordd that it was a new trend.

The findings of this study will help the managemenKenyan banks to improve their
management of non-performing loans. These studdinigs will encourage bank
managers to participate more in policy formulatthe micro and macro levels as far as
bad debt management is concerned and also to diywéanks investment portfolios.

Other stakeholders such as researchers can uedimgs as a basis for further research.
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CHAPTER ONE

1.0 INTRODUCTION
1.1 Background
A Commercial bank is a profit making institution ,fh accepts deposits, makes business
loans, and offers related services. Commercial $atgo allow for a variety of deposit
accounts, such as checking, savings, and time dep@¢hile commercial banks offer
services to individuals, they are primarily con@twith receiving deposits and lending

to businesses (WebFinance, 2010).

Loans are the major outputs provided by the bardwéver, the loan is a risk output.
Analysts say that living with low interest rate irag is expected to hurt the earnings of
the entire banking sector in Kenya whose core souwfcincome is high yield on
government debt. They add that diversification e tonly way back to growing

profitability.

A non-performing loan is a loan that is in defaarlclose to being in default. A loan is
nonperforming when payments of interest and pradcipe past due by 90 days or more,
or at least 90 days of interest payments have bagitalized, refinanced or delayed by
agreement, or payments are less than 90 days @/éyduthere are other good reasons to

doubt that payments will be made in full (IMF, 2009

There is always an ex-ante risk for a loan to finddlecome non-performing. Non-

performing loans can be treated as undesirableutaityr costs to a loaning bank, which



decreases the bank’s performance. The risks ofpediorming loans normally arise as
the external economic environment becomes worsewfh as economic depressions.
Controlling non-performing loans is very importaior both the performance of an

individual bank and the economy’s financial envirent.

Non-Performing Loans (NPLs) reduces the liquiditypanks, credit expansion, it slows
down the growth of the real sector with direct aangences on the performance of banks,
the firm which is in default and the economy as l@ol. According to the theory of
finance, there are various risks facing financratitutions. They include: credit risk,
liquidity risk, market risk, operating risk, reptitan risk and legal risk. The system is
highly sensitive while the activities of the operatneed to be conducted within the laid
down and agreed rules and procedures, in orderchievee a reasonable level of

efficiency.

Due to the nature of their business, commerciakbaxpose themselves to the risks of
default from borrowers. Prudent risk assessmentcagation of adequate provisions for
bad and doubtful debts can cushion the banks Hskvever when the level of non-

performing loans is very high, the provisions aoé adequate protection.

Banking crises have a long history. The Great Depoa of the 1930s was exacerbated
by bank failures in the United States and elsewHareecent decades, a large number of
countries have experienced financial distress oying degrees of severity, and some

have suffered repeated bouts of distress (Hard38)19



In the early 1980s, the governments of severahLatmerican countries, including Chile

and Mexico, felt compelled to make up for lossethim banking system-for instance, by
buying substandard loans from the banks for moaa their true worth-to preserve its
solvency. Likewise, many African countries also hb@destructure and recapitalize their
banking systems, which in the past had sufferedeldosses on loans to parastatal
companies (companies at least 50 percent owneleogtate) and on crop loans. Shirazi
(1998), contents that the severity and duratiorthef Asian Financial crisis surprised

nearly all observers. The loss of income and wealtththe associated social and political
stresses created in the region are unprecedengedy Helieves that in all cases, banking
crises resulted, at a minimum, in large losses @dlth and disruptions in the supply of
credit for investment and commerce. Resolving tiees often involved large outlays of

public funds.

Pazarbasioglu (1999) believes that the best warsigngs of financial crises are proxies
for the vulnerability of the banking and corporatector. He showed that full-blown
banking crises are associated more with externatldpments, and domestic variables
are the main leading indicators of severe but ¢oathbanking distress. He adds that the
most obvious indicators that can be used to prdzhoking crises are those that relate
directly to the soundness of the banking systeemst from banks balance sheets or
statements of revenue and expenses may make dhesr ngks are increasing and, thus,
when problems are emerging he explains. An exarhplggives of a primary direct
indicator of banking sector soundness and theiliged of difficulties is the level of

bank capitalization. This is the amount by whiclhank’'s assets exceed its liabilities.



Capital acts as a cushion against shocks and alolenk to continue honoring claims
According to Kroszner (2002); non-performing loame closely associated with banking
crises. Sultana (2002) in a paper with the key wdiithe Japanese Economy”, “Banking
Crises” and “Bad loans” also links the Japanesarkaial crisis to non-performing loans.
According to Sultana (2002), Japanese banks sffitisunder the weight of thousands of
billions of yen of bad loans resulting from thelapbke in asset prices a decade ago in the

countries financial system.

1.2 Statement of the Problem

The failures in lessening the poor performancehef hanks can be tested through the
procedures and the processes involved in theirr@atd work. From the simple
transaction, different problems may arise. Theufailof the customer to disclose any
personal information during the application can the greatest reason that might
influence the overall performance of the bankss la specific factor that a customer
should give the honest information during the l@gplication to avoid or prevent any
further casualties on the side of the banks. Howerehe loan processes of the banks,

there are still internal procedures that the emstystem should provide.

Interest income generally constitutes the majoomne for the banks. Analysts agree that
interest rate regime put in place in a bankingesysshould be expected to determine the
earnings of the entire banking sector, whose cotgce of income is interest income

(CBK, January, 2003). Since Non-performing loarestaose that are not being serviced

according to loan contracts, they represent pa@klasses to financial institutions.



Write offs of bad loans is also a major area ofceon for banks. According to KPMG
(2002), as banks charge off bankruptcy cases, #fiegt the profit and loss account.
Thus the write off of bad debts eats into bank igofA high level of non-performing
loans in a banks portfolio of investments affetis kevel of interest income. According
to the Government of Japan [GOJ], (2001) with tbst dor disposal of non-performing
loans (direct write-off costs, provisions for crieldisses, etc.) eating into the profits from
the core banking business (net business profits}, ¢ontinued presence of non-
performing loans will continue to erode banks gaddility unless corrective measures are

taken.

Even though managers may have very little contvel @revailing rates of interest in the
market place, there are other conscious decislmsrmake that could reduce the impact
of bad debts on bank profits. In addition, indiatdllbanks may not have meaningful
influence over macroeconomic factors that lead &mkbuptcy of their borrowers.

However, as agents of the shareholders, managems th@ responsibility to adopt

management decisions that are in the best intemdsthareholders. Such decisions
should ensure wealth maximization. This is in adaoce with the agency theory

McColgan, 2001).

In order to minimize their occurrence, there is chee identify the root causes of
nonperforming loans in Kenyan banks. There is atsed to examine the mechanisms put
in place by bank management in order to ensurareeged generation of income. Current

literature or studies in this area in Kenya is tedi



The findings of the study will help the managemienKenyan banks to improve their
management of non-performing loans. The study figsliwill encourage bank managers
to participate more in policy formulation at thecno and macro levels as far as debt
management is concerned and also to diversify bizwkstment portfolios.

Other stakeholders such as researchers can uedimgs as a basis for further research.

1.3 Objectives of the study

The objective of this study is to identify causésan-performing loans.

1.4 Importance of the study
The findings of this study will help the managemenKenyan banks to improve their
management of non-performing loans.
1. The study will present the real effects of this esichble trait in banks asset
quality.
2. This will help managers to give more importancgtodent management of bad
debts.
3. This study will encourage bank managers to padieipmore in policy
formulation as far as bad debt management is coadeand also the need to

diversify banks investment portfolios.



CHAPTER TWO

2.0 LITERATURE REVIEW
2.1 Introduction
This chapter discusses the empirical studies of -Agperforming loans, the general
causes of non- performing loans in banks, and ¢haive importance of each of these
causes. The chapter discusses the documented iwiphigh levels of non-performing
loans on the operations of the banking industrye pblicy and operational adjustments
done by banks as a result are also discussedsrchiaipter as well as the specific steps
bank managers have taken to improve the managevheon- performing loans in their
respective banks as a way of improving bank perémiee. Lastly, the level of success of

each of these remedies is discussed.

2.2 Empirical evidence of non-performing loansemg countries

Researchers suggest that what is largely missorg the research literature related to the
field of financial institutions is an analysis dfet relationships between problem loans
and cost efficiency. Recent empirical literaturggests at least three significant links

between these two topics.

First, a number of researchers have found thaingpibanks tend to be very cost
inefficient, that is, located far from the bestgiree frontiers. Cost-inefficient banks may
tend to have loan performance problems for a numbeeasons; For example, banks
with poor senior management may have problems initoxang both their cost and their

loan customers, with the losses of capital gendriayeboth these phenomena potentially



leading to failure. This has been referred to as 'thad management” hypothesis.
Alternatively, loan quality problems may be causgdan event exogenous to the bank,
such as unanticipated regional economic downturhs. expenses associated with the
nonperforming loans that results can crate the ajapee, if not the reality, of low cost

efficiency. This has been referred to as the "bal"lhypothesis.

The second empirical link between problem loans amdluctive efficiency appears in

studies that use supervisory examination data.l#®ioaship between asset quality and
cost is consistent with the failed bank data, amggests that the negative relationship
between problem loans and cost efficiency holdgHerpopulation of banks as a whole

as well as for failing banks.

Third, some recent studies of bank efficiency hdwectly included measures of non -
performing loans in cost or production relationshig/hether this procedure improves or
hinders the estimation of cost efficiency depengenuthe underlying reason for the

relationship between costs and nonperforming loans.

Empirical evidences and results from studies shovila trends on the negative effect of
non-performing loans on bank performances. Cumgtaiial financial crisis attests to this

direction.

In Turkey, Karabulut and Bilgin (2007) carried @ustudy with the purpose of examining
the impact of the unlimited deposit insurance omd{gerforming Loans (NPLs) and
market discipline. They argued that deposit insceaprogram play a crucial role in
achieving financial stability. Governments in magvanced and developing economies

established deposit insurance schemes for redtisengsk of systemic failure of banks.



The report shows that deposit insurance has aiceledffect of reducing the probability
of a bank run. However deposit insurance systemv® hlaeir own set of problems.
Deposit insurance systems create moral hazard timesrthat encourage banks to take
excessive risk. Turkey established an explicit dgpmsurance system in 1960. Until
1994, the coverage was determined by a flat ratenbtihat date, Turkey experienced a
major economic crisis. In April 1994, Turkish gonerent had to establish an unlimited
deposit insurance scheme to restore banking systehility. In conclusion, the study
shows that unlimited deposit insurance caused ankable increase at Non-performing
Loans (NPLs). What this means is that deposit srste institutions established by
monetary authorities must re-examine the currefitypof blanket guarantee of deposits

in the banking sector.

In Taiwan, Hu, Li and Chu (2004) carried out thewn study examining how ownership
structure affects Non-performing Loans (NPLs). THigidings revealed that an increase
in the government's shareholding facilitates prditiobbying. On the other hand, private
shareholding induces more Non-performing Loans (§yRt be manipulated by corrupt
private owners. The results show that the rate BLIN decreased as the ratio of
government shareholding in a bank rose (up to 88)5lwhile the rate thereafter

increased. The report posits further that joint exghip has the lowest rate of NPLs
among Taiwanese public, mixed and private commletmaaks. The joint ownership

effect on NPLs ratios is negative and its magnitiglsufficiently large in Taiwan's

banking industry. Bank size is negatively relat@thie rate of NPLs, which supports their

argument that larger banks have more resourcesldtmrmining the quality of loans.



In Africa, Fofack (2005) investigated the deternmtsaof non-performing loans in sub-
Saharan Africa using correlation and causality y8ial The analysis was based on data
drawn from 16 African countries. The sample setectvas dictated by the scope of the
database and availability of financial informatiom these countries. The data are
provided on an annual basis end-of-period, betw®#2®3 and 2002, included. The
minimum length of the panel covers a period of 8rgdor the shortest series (Chad and
Rwanda), and up to 10 years for the longest sepresiucing an unbalanced panel. The
correlation and causality analysis focuses on a bmmmof macroeconomic and

microeconomic (banking-sector) variables.

At the macroeconomic level, the study investigatke correlation between non-
performing loans and a subset of economic varialples capita GDP, inflation, interest
rates, changes in the real exchange rate, intexesspread and broad money supply. At
the microeconomic level, it focuses on the assmeidbetween Non-performing Loans
(NPLs) and banking-sector variables. The key bankiariables include return on asset
and equity, net interest margins and net incomd, iater-bank loans. These variables
were chosen in the light of theoretical considerasti and subject to data availability.
Non-performing Loans (NPLs) are adjusted for spegifovisions (non-performing loans
as a proportion of loans loss provisions) to previthe basis for cross-country

comparisons.

In the correlation analysis, the results showecegative association between real GDP

per capita and non-performing loans expressed @r@ntage of loans loss provision.

10



This implies that falling per capita income is asated with rising scope of Non-
performing Loans (NPLs) to the extent that changeper capita income is proxy for
changes in economic growth. The negative assoniatith non-performing loans may
reflect the impact of cyclical output downturns the banking sector; a result that is
expected in the literature (Gonzalez-Hermosillo9@)9. The sign of the coefficient is
consistent across state and private banks, thdwggmagnitude of the correlation is

stronger for state banks and financial institutions

2.3 The causes of non- performing loans in banks

According to a study by Brownbridge (1998), mostloé bank failures were caused by
non- performing loans. Arrears affecting more thaif the loan portfolios were typical
of the failed banks. Many of the bad debts wengbaitiable to moral hazard: the adverse
incentives on bank owners to adopt imprudent lendittategies, in particular insider
lending and lending at high interest rates to beers in the most risky segments of the

credit markets.

2.3.1 Insider Lending

According to Brownbridge, the single biggest cdnitor to the bad loans of many of the
failed local banks was insider lending. In at |daaif of the bank failures, insider loans
accounted for a substantial proportion of the baltsl Most of the larger local bank
failures in Kenya, such as the Continental Banlgdér Bank and Pan African Bank,
involved extensive insider lending, often to poléns. The threat posed by insider

lending to the soundness of the banks was exaeerbacause many of the insider loans

11



were invested in speculative projects such asasate development, breached large-loan
exposure limits, and were extended to projects lwldould not generate short-term
returns (such as hotels and shopping centers), télresult that the maturities of the
bank’s assets and liabilities were imprudently nasthed. He sites three forces behind
insider lending and lists them as political pressumunder-capitalization, over

concentration in ownership.

2.3.2 High Interest rates

In the study the second major factor contributingoink failure was lending, at high
interest rates, to borrowers in high-risk segmeftshe credit market. This involved
elements of moral hazard on the part of both thek®aand their borrowers and the
adverse selection of the borrowers. It was in pativated by the high cost of mobilizing

funds.

2.3.3 Macroeconomic Instability

Brownbridge cited macroeconomic instability as thied most important cause. During
the 1990s, inflation reached 46% in Kenya. Highlatibn increases the volatility of
business profits because of its unpredictability] ®#ecause it normally entails a high
degree of variability in the rates of interest,réhis increase of the prices of the particular
goods and services which make up the overall pndex. This intensifies both adverse
selection and adverse incentives for borrowersike tisks, and thus the probabilities of

loan default.

12



2.3.4 Liquidity support and prudential regulation

The fourth most important factor is liquidity supp@nd prudential regulation. The
willingness of the regulatory authorities (CBK) support distressed banks with loans,
rather than close them down, was probably an irmpodontributor to moral hazard.
Miyakodayori (2002) believes that solving the badn problem is indispensable to the
recovery of an economy. Once the bad loan probletheoprivate sector settles, the real

economy gradually regains strength and returnspatla of sustainable growth.

The problem of NPL'’s is widespread. Nishimura, Kai and Yukiko, (2001) state that
one of the underlying causes of Japan’s prolongsmh@mic stagnation is the non-
performing or bad loan problem. They explain tt@nhe of the loans made to companies
and industries by financial institutions during thebble era became non-performing
when the bubble burst. This delayed structural rref@and prevented the financial

intermediary system from functioning properly.

2.3.5 Inadequate management of credit risk

In their study, Fernandez, Jorge and Saurina, (28@@e that the growth of bank credit
in Spain and its prudential implications is an epe¥sent item on the agenda of banking
supervisors, since most banking crises have hac akrect cause the inadequate
management of credit risk by institutions. Theythier assert that even though bank
supervisors are well aware of this problem, itasvaver very difficult to persuade bank
managers to follow more prudent credit policiesmyian economic upturn, especially in
a highly competitive environment. They claim th&eme conservative managers might

find market pressure for higher profits very ditficto overcome.

13



2.3.6 Economic mismanagement and political interfence

In China it was estimated that, by 1993,percent of state owned enterprises had debts
greater than assets. Despite that government ma@ $hen set up asset management
companies to take over about RMB 1.4 trillions (USE® billions) had debts off the state
banks accounts, Dai Xianlong, China’s Central B&udwvernor, disclosed in February
2001 that the Chinese banks’ non-performing lo&RL() ratio was alarmingly high: a
quarter of the state banks’ loans were still overdDing, Shandre and Qing, 2001)
Coming closer home, according to a World Bank refi®94) in Uganda the country’s
banking industry was described as extremely wedtk, luge non-performing loans and
some banks teetering on the verge of collapse. Mak§l999) says that reeling from
years of economic mismanagement and political fietence, Uganda’s banking industry

posted huge losses in the early 1990s.

One important impact that non-performing loans hbhad on banks is the attempted
improvement on the management of credit risk. Im@Hor example, in a bid to help the
banks get rid of the NPLs accumulated over pastsydlae Chinese government in 1998
established four state-sponsored asset manageroemtanies to take over bad debts
from the banks’ balance sheets. On top of that, gbeernment injected RMB 270

billions into the four major banks to strengtherithcapital bases (Ding et al, 2001)
To help address credit risk management in Ugandamnkd) the government has
introduced a statute that deals with several issuek as insider lending, following the
recent scandal in which billions of shillings wdent without sufficient collateral to

Greenland Bank by the newly privatized Uganda ComorakeBank Ltd. The statute

further seeks to reduce owner concentration (Mukal®99).

14



According to Gorter and Bloem (2002) non-performlogns are mainly caused by an
inevitable number of wrong economic decisions bgividuals and plain bad luck
(inclement weather, unexpected price changes fdaioeproducts, etc.). Under such
circumstances, the holders of loans can make awatfice for a normal share of
nonperformance in the form of bad loan provisiamghey may spread the risk by taking

out insurance.

Loans are one of the major outputs provided bybiéwek. However, the loan is a risk
output.The central bank of Kenya defines NPLs as thosesltiaat are not being serviced
as per loan contracts and expose the financiatutisns to potential losses (CBK, 1997).
It is important to note that non-performing loamder to accounts whose principal or
interest remains unpaid 90 days or more after @te. d\ccording to the Central Bank of
Kenya Annual Report (CBK, 2008Non-performing loans (NPLs) declined by 17.5
percent, from Ksh 70.7 billion in June 2007 to Ksh3 billion at the end of June 2008.
This was attributed to write-offs and recoveriessbyne institutions. The ratio of gross
non-performing loans to gross loans was 9.6 pericedtine 2008 compared with 15.1
per cent as at the end of June 2007. Though NP¥ss I@en declining, the impact of the
December 2007 post-election crisis reversed thasgai the first half of year 2008.

Consequently, NPLs increased from Ksh 57.2 billionDecember 2007 to Ksh 58.3
billion at the end of June 2008. Despite the ineeean NPLs, the ratio of net non-
performing loans to gross loans improved from £8&ent in June 2007 to 3.4 percent in

June 2008.

According to Central Bank of Kenya [CBK({2003), there was a 4.5 per cent decline in

pretax profit for the banking industry. Analysty di@ing with a low interest rate regime
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was expected to hurt the earnings of the entir&kihgnsector in Kenya whose core
source of income is high yield on Government débey add that diversification is the

only way back to growing profitability

During the last decade, the performance of the Kergconomy has seen a downward
trend. According to CBK (July, 1989) real growthgross domestic product (GDP) for
1988 was 5.2% This decline in GDP has affected nsmtyors of the economy among
them financial markets (commercial Banks) and othesiness units that borrow funds

from the banks for investment purposes.

According to the CBK (July, 1999) the level of NPins1998 was estimated at Ksh 80
billion or 30% of advances, up from 27% in1997 aspared to 81.3 billion or 33.4% of
total loans in November 2001. This can be compavet levels of NPLs in other
countries. According to Taiwan News (2002), the NBfio among Taiwanese banks was
estimated at 7.7 percent by the end of 2001, whieratio among grassroots financial
institutions was 16.37 percent. It is noticeablat tthis is approximately half the level in
Kenya. One more example, stresses this point furfftee Philippines banking system’s
non-performing loans ratio in July 15, 2001 stodd16.81 percent of the total loan

portfolio up from 16.76 percent a month before,t{ida 2001).

The management of loans in banks operations is mepgrtant. According to Mikiko

(2002), during the past several years, major Jagabanks have struggled in the red,
with business profits swallowed by the disposalN#HLs. This has seriously dented
public confidence in the deposit system. We witadsthe collapse of several banks in

Kenya in the last decade. One recent case invaheollapse of Euro bank, a privately
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owned Bank. The Delphis Bank, which had been ustiutory management re-opened
for normal banking business on 5th December 2002 af restructuring process that
involved conversion of deposits into equity andslfrecapital injections. In essence, the
bank is now largely owned by depositors and hasexded from a private company to a
public institution. Daima bank, according to Mull@003) was placed under statutory
management for failing to meet the minimum coreitedipation threshold - among as

well as poor management of loan portfolios.

2.4 Specific steps taken to deal with the causes

The most profound impact of high non-performingnean banks portfolio is reduction
in the bank profitability especially when it comés disposals. According to the
International Monetary fund [IMF] (2002), banks’trrofits had been sluggish for the
last ten years. The actual steps taken by bankesponse to the challenges presented by
non -performing loans will be brought out by thetuat study. However literature
reviewed shows deliberate efforts by bank managersontrol non-performing loans.
According to Nagarajan (2003) a general awarenkf®ecsignificance of structured risk
management system is discernible. In the wake afintmog level of non-performing
loans and sporadic instances of scams and syslteceigps, the area of risk management
has caught the closer attention of regulators. Naaga further points out that the Reserve
Bank of India has set out detailed guidelines fedd risk management of Indian banks.
The banks in India, no longer content with tradiitbmeasures like exposure limits and
credit rating, are in the process of overhaulingirtientire system of risk management.

The banks will be moving towards Risk-Adjusted Reten Capital framework for
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appraising of loans which calls for data on portfdehavior and allocation of capital

commensurate with credit risk inherent in loan jesgs.

A study conducted in Israel by Ruthernberg (200@\wsed that foreign owned banks had
a higher provisioning and higher reserve coverdgm tlocal banks. He argues that
managers of local banks have a better knowledgesky borrowers in the local market
and therefore suffer smaller losses on non-perfagrtoans. This he says is in addition to
maintaining a high quality of assets such that alti@3 of assets are in the risk free
category (Deposits at the Bank of Israel and Inaest in Government Treasury Bills).

Only 40% are loans but concentrated only in Highdercustomers.

Gondwe (2001) (The East and Southern African Tieaa® Development Bank’s acting
President) in an interview with The East Africaatstl that his bank had made significant
levels of loan provisions in 1999. These amountetdAPTA 15.18 million (USD 19.6
million) compared to UAPTA 2.19 million (USD 2.8 itmn) made in the previous year.
The significant level of loan provisions made ir@29vas intended to reflect the impact
of the general economic slowdown in the COMESA mdpen over the last two years.
According to the Central Bank of Kenya supervisieport (Central Bank of Kenya
Supervision Report, 1999) profitability of the bamk sector declined sharply from
shs.4.4bn in 1998 to only Shs 0.2 billion in 19%8is was due to increased provisions
for the non- performing loans by most institutions.

Goulet and David (1996) stated that the bankingsiry has changed dramatically over a

relatively short period, from being a virtual carte a highly competitive market.
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Financial deregulation and increasing globalizatimve brought new competition to
domestic banking, and allowed considerable divieegibn by banks, insurance
companies and cooperatives. Information technology provided many opportunities
for creating new financial products and distribatimethods, for example Automatic
Teller Machines (ATMs), Telephone Banking and CotepiBanking, and reduced the
need for investment in conventional branch infiagtre Non-performing loans
remained a major problem for the co-operative BafnKenya Ltd. for instance.

Although the volume of total non- performing loadeclined, provisions on loan
losses increased in 2002. The bank made provigiorthe tune of Ksh 4.7 billion
showing that it is still adversely weighed down fyn-performing loans. Besides the
impact of these provisions on profitability, thencentration of such loans made recovery

hard owing to the poor state of the economy (Caatpe Bank, 2003).

In his address to the Annual General Meeting theyeCommercial Bank [KCB] Chief

Executive, Davidson (2003) observed that the baukrieported a loss principally caused
by an increase in loan loss provisions, which iaseel from Shs 2.8 bn in 2001 to Shs
4.9 bn in 2002. These provisions were largely &obto the non-performing loans that
were booked in the nineties. Davidson further olesgthat KCB has gone a further step
and segregated the non-performing loans into argeparea. The aim is to centralize all
the non-performing loans into one unit in ordeb®accounted for separately. The end
result will be a computerized debt management systhich will enable the bank to

monitor progress far more accurately.
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In response to the challenge of non-performing $o&anks have been forced to become
innovative in their efforts to remain in busineggcording to Chudasri (2002) retail
customers have now taken centre stage in Bangkb&nking business. State banks have
moved aggressively to increase new lending, inite government policy. All banks,
private and state-owned alike, have also sharpyeased their efforts in the consumer
market, leading to a boom in credit cards, perséoahs and hire-purchase lending.
An International Monetary Fund Report (2003) ondaore states that despite falling
overall loan volume and interest rates, banks lgeresrally managed to maintain their
net interest margins in 2002 through lower dep@dés. The sustained demand for loans
from households has also helped partially offsetdkcline in corporate loan demand.
According to a report by KPMG (1999) in Hong Korige other operating income of
majority of the banks decreased by 2% to 4%. Thdirde was generally due to a
contraction in lending portfolios, in particular @commercial lending and trade finance
business. Banks, which have the capacity to difyelisto areas such as investment
banking and insurance. Recorded a growth in thenrecderived from these businesses.
This helped offset the decline in income driven tkaditional lending products. The
demand for corporate lending is still low. Consedlyebanks have turned to other

business areas to compete, most notably the mertgagket.

In Kenya, banks have also responded to the conygeghvironment. According to the
Cooperative Bank of Kenya Ltd. (2003), the banke@ja partnership with International
Money gram Worldwide Network for the provision adsh transfer services across the

world and this product has grown remarkably. Thekb@llowed this by launching the

20



Co-op Cash Visa Electron Card, popularly known asof Cash. The bank has
completed the centralization of banking servicesnieyworking all its branches and
operations countrywide, making it a branchless ajpmn. This achievement has been
extremely vital in the consolidation of the bankssimess. Muriuki (1998) adds that the
bank has developed high quality products throughpérsonal and consumer-banking
department to meet the needs of its retail custeraed other emerging markets. These
products include the Personal Loan, the launch ®M#& and the friendly service

structure among others.

According to Omuodo (2003), as pressure mountderbanking industry’s profitability
resulting from over reliance on interest incomebbyks, it is strategically imperative that
banks focus on other revenue streams. Nationalstndl Credit Bank, NIC, has
introduced new products to diversify revenue andkeep its head above the water.
Omoudo adds that part of NIC Bank’s strategy hasnbt® diversify revenues, by
expanding the scope of its activities in additiornt$ predominant asset finance focus and
offering more general commercial banking facilitieed other products. Premium
financing and provision of custodial services haeduced over reliance on interest

income.

According CBK (2002), public sector banks that galmans without proper
documentation are finding the loans difficult tacoeer. They have now shifted away
from security based lending. Other actions thakbdrave taken include in the last two

years shifting away from government securities ttuespecially the Treasury bill rate
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falling dramatically. This has compelled the barn&slook for alternative sources of
income to meet operational costs and report préditshareholders. Increased fees and
commissions have placed with in a collision couvegh the public. Cost cutting
measures such as staff retrenchments and ratiahahzof branch networks have also
proved unpopular with the public. According to CBRD02), the average interest rates
declined from 20 % in 2001 to 8 % in December 2082cording to Brownbridge
(1998), Kenyan banking system provided deposit ranste since the late 1980s in

addition to loan insurance.

2.5 The level of success of the actions

Since banking crises in emerging economies hasiptaultauses, there is no single
solution to them (Tirapat 1999). However, Goldstml Turner (1996) suggest that there
are several measures that can significantly redbeeincident of each of the factors

underlying banking crises. For example, greaterroemmnomic stability, a larger role for

foreign owned banks, the wider use of market-bassdging instruments and higher
levels of bank capital would help to make the cons@&ces for the domestic banking

system less damaging.

Limiting the allocation of bank credit to particdlainterest-rate-sensitive sectors, close
monitoring of lending by weakly capitalized banksdaemploying the right mix of
macroeconomic and exchange rate policies wouldaiiyilimit vulnerability to lending
booms, asset price collapses and surges of capfialvs, content Goldstein and Turner

(1996). Strict asset classification and provisignmmactices could reduce the increases of
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bad loans and protection against loan losses Tird®@®9) agrees with Goldstein and
Turner on the role of Government in determiningtgreat extend the success of efforts
to managing such crises. It starts out by reviewiregbanking structure, problems faced
and some of the causes of recent banking criseswniBg from the experience of 23
countries Tirapat gives some of successful guidsliall of which show the important

role of government in its regulatory role.

According to the Bank of Japan (2003), the remethabe problem of Non-performing
loans can be grouped into three broad categorilesf which work towards enhancing
the banks’ earning power. First is to further imggcefficiency through cost reduction.
Secondly is to pursue a new lending strategy bablegbpropriate credit risk evaluation,

and third is to provide new financial servicesrtorease fee income.

In china for example, one method that has beenessbdly used is turning over the non-
performing assets to Asset management companigag@haily, 2002). According to
Reddy (2002), appropriate provisioning for non-perfing assets (up to 509 gross
non performing assets) has been successfully usedushion banks agents the

debilitating effects of non-performing loans.

According to the Central Bank of Kenya (1999), Fation of a Credit Reference Agency
where banks can exchange information on the batbwers is one method on trial.

While a private sector credit reference bureaunisperation, its full operation has been
hampered by lack of legislation to allow bankstolenge information but enactment of

the necessary legislation is in process.

23



This brings in the other important step in deakvith non-performing loans. According
to CBK, improvement in the Court system is critic&Vhile formation of Credit
Reference Bureaus and improvement in the credit agsessment may prevent future
loans becoming delinquent, the current stock ofrtbe-performing loans needs to be
quickly resolved. The success of this would be pbssf the judicial and court systems
are operating efficiently. A number of initiativeave been taken to improve the judicial
system through appointment of more judges, prownisad physical facilities and

amendment of the relevant laws.

The Institute of Certified Public Accountants of i@ (ICPAK) adopted the
International Accounting Standards (IAS) in 1998d amany companies started its
implementation in 1999. With respect to the bankimgtitutions, the applicable
accounting standards is IAS 30 and except for aigswes in interpretation relating to
provisioning for bad and doubtful debts, there et been any problem in the
implementation of the standards and most of th&ibgninstitutions have implemented

them (CBK, 1999).

Non-performing Assets Recovery Trust (NPART) - megs have been made on
forming a body to take over the non-performing es$é®m the banking system. Such
bodies have worked relatively well in several coastwhere the government has issued

bonds to fund
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The non-performing loans from government owned bark Kenya, a similar move
could he adopted to resolve the Government ownettshaaddled by non-performing
loans. However, it would be difficult to adopt imetcase of private sector banks (CBK,

Bank supervision Report 1999).

As a result of the debate among the political amsiress on the negative effects of high
interest rates to the growth of the economy, irsterates have reduced from 20 % in
2001 to 18% in December 2002 (CBK, 2002). The hsykat the positive impact of this
action will be seen in increased borrowing for istweent. The shift to increased charges
and other services offered to customers has seercaase of 2.2 billion in non- funded

income in the banking sector over 2002.

Due to increased customer awareness and avayadiilithoice in the sector, institutions
in order to retain their customers have been fortwedivest in modern information
systems in order to offer better quality serviceéseater use of automated technology has
reduced risks of manual processing errors. Howelrese have been transformed to
system failure risks (CBK, 2002). Internationallstige institutions have moved into new
products especially financial derivatives in linghamnternational trends in demand. In
attempt to equip their staff with the understandighese products, the banks have had

to invest in staff training (CBK, 2002).

Several banks in Kenya are already harvestingrthts fof prudent risk management. As

reported by Wahome (2004), The Cooperative BanKesfya announced a 70 per cent
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rise in its pre-tax profitability for year 2003 adéclared its first dividend in six years.
The bank said its profit rose from Sh104.9 milltonShl80.5 million in the year ending
December 2003. This is the second straight yeprafitability for the bank, which made
Sh2 billion loss in 2000. The chief executive dffiattributed the impressive results to
aggressive cost management, focus on non-fundexniecdebt recovery and prudent
liquidity management contributed significantly toetbank’s performance in the year.
Standard Chartered Bank recorded a 25 per cerdgaserin pre-tax profit to Sh4 billion
for year 2003, and unveiled a new plan to fattercdpital base. The profit take presents a
labored improvement on the Sh3.2 billion take fog previous year and one which the
bank will be keen to flaunt, having been attainedrd) a period when interest earnings
were severely constrained, (The Post, 2004). Duhegyear, the firm was able to grow
its loans and advances by 13.6 per cent to ShlBi@nbon the back of an aggressive
push for personal loans that saw the bank evere“taler’ loans originally taken from

competitors (The Post, 2004).

2.6 Chapter summary

The objective of this chapter is to provide catical and constructive theoretical
background of the causes of non- performing loarnsanks, and the relative importance
of such causes. The first section dealt with thesea of non- performing loans in Kenyan
banks, and the relative importance of each of tikasses. The second section discussed
the specific steps bank managers have taken toadrathe problem of non- performing
loans. The third section was theory on what has liee level of success of each of these
steps. This research seeks shed more light on dxtenvhich bank supervisors and

managers have consciously dealt with this problémoa - performing loans in Kenya.
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The next chapter looks at the research methoddiodpe used. It adopts the following
structure: the research design, population and keardpta collection methods, research

procedures and data analysis and presentation detbde used in the study and finally

the research process.
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CHAPTER THREE

3.0 RESEARCH METHODOLOGY
3.1 Introduction
The objective of the study was to point out the actpof non-performing loans on bank
operations in Kenya. This chapter looked at thealenethodology used in the study. It
will adopt the following structure: First the resdgla design was described, then
population and sample, data collection methodsares procedures and data analysis
methods to be followed in the research processimnsary of the chapter is presented at

the end.

3.2 Research design

This was an explanatory research that adopteduttve\s research design. Schindler and
Cooper, (2001) explain that explanatory studiesbggond description and attempt to
explain the reasons for the phenomenon that theriggse study only observed.
According to Grover (2003) explanatory research desvoted to finding causal
relationships among variables. It does so from rased expectations on how and
why variables should be related. Hypotheses coalddsic (i.e., relationships exist) or
could be directional (i.e., positive or negativiedr instance, an explanatory study could
explain, hypothesize, and test for a positive ietathip between the existence of an MRP
system and success in materials management. Rageilisen interpreted and in turn this

contributes to theory development.
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Grover (2003) goes ahead to give the limitationstlaé design. Drawing causal
inferences (i.e., a change in variable a causdsaage in variable B) is very difficult
given survey research designs. The most commorgrdasi cross-sectional in which
information is collected at one point in time fraansample chosen to represent the
population. The lack of a temporal dimension makeficult to establish causality, but
the design is appropriate to test differences pupstion subsets. In contrast, longitudinal
designs are appropriate for studying phenomenanctienge (e.g., the impact of CAD
implementation on work design over time) by collegtdata in the same organization at
two or more points over time. These designs arffecdif to implement, hut can provide

greater confidence regarding causality.

The justification for this method was that it ag=sisthe researcher to explain the reasons
behind the phenomenon of NPLs in Kenya. The otteaiatage is that it will go beyond
the description of the situation in the industryabNPLs because this information is
readily available from literature reviewed. As Geov(2003) stated it allows the

researcher to use theory-based expectations orahdwhy variables should be related.

3.3 Population and Sample

A population is the total collection of elementsoabwhich we wish to make some
inferences. The collection of all possible obseoret of a specified characteristic of
interest is called a population while a collectioh observations representing only a

portion of the population is called a sample.
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The population to be used in this research compridehe top ten commercial banks in
Kenya that have been in existence in the lastyfear's, licensed and registered under the
Banking Act. This therefore excludes any banks thay have gone under during the
period, or been brought under statutory managewfetite Central Bank of Kenya. The
Central Bank of Kenya has listed these banks. Midfmance institutions are not

included in the population.

The sampling technique used in this research igsgsive sampling. This form

Cooper and Schindler (2001) define the samplinghéas a list of elements from which

the sample is actually drawn, which is closely tedato the population. The sample of
the top ten banks is drawn, based on the valuleedf het assets, from all the banks listed

by the CBK.

This method was used because it enabled the rbseai use judgment in selecting

cases that best enable the researcher to answeedbarch questions and to meet the
objectives (Saunders et al, 2000). More specificaltitical case sampling was used.

According to Saunders et al, this method selectearcases on the basis that they can
make a point dramatically or they are importante Tacus of data collection was to

understand what happens each critical case so that logical generalizegicould be

made. The research findings can then be applieth&r banks.

The sample size was determined using purposiveniged. It comprised of officials

from the top ten banks in Kenya. The ten large bamére selected on the basis of the
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level of capitalization. The people responding Wwél managers, and two credit analysts

from each of the respective banks. This gave a asme of 30 respondents

3.4 Data Collection Methods

Primary data was collected through questionnairest twere distributed to the
respondents. The respondents were informed abeuintended study through e-mail.
The researcher will rely on referral from seniorgo@al acquaintances in the banks to get
to the relevant managers. The data collected waeedito provide answers to the
research questions as to the causes of non penigrimans in Kenyan banks, the steps
bank managers have taken as a result of the eftéctie NPL’'s problem and how

successful the steps have been.

The questionnaire instrument was designed on this b&athe research questions, namely
as to the causes of non performing loans in Kergnks, the steps bank managers have
taken as a result of the effects of the NPL's probland how successful the steps have
been. In addition, they were categorized accordmghe categories of respondents;

between credit managers and two assistant crediagess in each case.

3.5 Research Procedures

3.5.1 Pilot Study

A pilot study was conducted to pretest the reseanstrument to reveal any gaps,
inconsistencies or contradictions. The respondaintisis stage included managers from a

bank not included in the sample. The data obtafred these was only used to fine-tune
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the research instrument. The data does not forrh gdfathe data used for the final

analysis.

3.6 Data Analysis and Presentation
The collected data was subjected to a processeantlg to get rid of any overlaps or

unnecessary data.

The collected data was analysed using the SPS8asefpackage. These included
frequencies, total scores, means and percentage=adsheets will be used in order to
come up with appropriate charts and tables for degaentation, while total scores will

be used to rank the responses.
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CHAPTER FOUR

4.0 RESULTS AND FINDINGS
4.1 Introduction
The objective of this chapter is to present andamnhe data collected from the survey.
The findings are presented and analyzed on thes lndisiesearch questions, which are
causes of non- performing loans in Kenyan banks, specific steps actions bank

managers have taken to deal with these causesamelvel of success of the actions.

4.2 The causes of non- performing loans in Kenyarapks

4.2.1 Factors attributed to non-performing loans

Table | below summarizes the general factors censdlto have led to the increase in
non- performing loans in Kenyan banks. General ofactare described as those

considered to be outside the direct scope of th& beanagement.

Table 1: General Factors

Distribution
Factor Strongly  Disagree neutral  agree strongly  Total
disagree agree

Fre % Fre % Fre% Fre % Fre % Fre %

a) National Econ. 0 0 0 0O O 0o 17 56.7 13 43.3 30 100
Downturn and
depression for

business

b) Reduced 0 0 0 0O O 0O 18 60 12 40 30 100
buying ability of

customers

c) Legal issues 0 0 0 0 3 10 19 63.3 8 26.7 30 100
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According to table I, 43.3 % of the respondentorgjly agreed that the national
economic downturn that led to depression for bissine general was a cause of NPLs. In
addition, 56.7 % agreed. Therefore the whole saragteed with this cause. Further all
the respondents agreed that the reduced buyingyadsilconsumers was an important
factor. Forty percent strongly agreed while the agnmg 60% agreed. According to the
results most of the respondents (90%) agreed ¢lgal Issues contributed to the increase
in levels of NPLs. Twenty six point seven perce2f.{%) strongly agreed and 63.3%

only agreed. Ten percent were neutral in theiroase.

The table below summarizes bank specific factoas wrere considered to have led to the
deterioration in the asset quality in the bankveyed. These factors are described as
those considered to be within the direct scopd®fank management.

Table 2: Bank Specific Factors

Distribution

Factor Strongly Disagree  neutral  agree strongly Total

disagree agree

Fre % Fre % Fre % Fre % Fre %Fre %
a) Lax procedures used 0 3 10 3 10 18 60 6 20 30 100
for credit risk
assessment
b) Lack of aggressive 0 0 0 0 7 23 17 56.7 6 20 30 100
credit collection
¢) The speedy process 1 33 1 3.3 2 6.7 23 76.7 3 10 30 100
in granting loans
d) Insider lending and 1 33 9 30 4 13 8 26.7 8 26.30 100
owner concentration 7
e) Lack of well trained 0 0 3 10 3 10 18 60 6 20 30 100

lending personnel
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According to table 2, of the 30 respondents 80%edrthat lax procedures used for

credit risk assessment and lack of trained lengiagsonnel are important causes of

NPLs. Only 10% disagreed while another 10% weretrabuMost of the respondents

(76.7%) agreed that lack of aggressive credit cble methods contributed to bad loans

while 23.3% neither agreed nor disagreed. Of thaise agreed, 56.7%nerely agreed

while 20% strongly agreed.

Most of the respondents (86.7%) agreed that speeulsideration in granting process of

loans is a cause, while 6.6% disagreed. The renwibi7% were neutral in their

response. Insider lending and owner concentratsoa eause of NPLs had 53.4% of the

respondents agreeing and 33.3% disagreeing whi8®d @ere neutral in their response.

Table 3 below summarizes factors characterizing attiebutes of borrowers that are

considered to have favored their increased defatgt

Table 3: Client specific factors

Distribution

Factor Strongly Disagree neutral agree strongly Total

disagree agree

Fre % Fre % Fre % Fre % Fre % Fre %
a) Clients who start 0 0 1 33 6 20 16 533 7 23 30 100
new business
whose experience
lacked
b) The 0 0 0 0 7 23 23 76.7 O 0 30 100
simultaneous
operation many
kinds of businesses
c) The 0 0 0 0 0 0 25 833 5 16.7 30 100
inappropriate use of
the loans
d) Debtors conceal 0 0 0 0 2 6.7 16 53.3 12 40 30 100
vital data in their
applications
e) Insufficient 0 0 1 33 9 30 19 63.3 1 3.3 30 100
collateral
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Of the managers who responded 76.6% felt that loéiekts started new businesses in
which they had no experience. According to tablely 3.3% disagreed while 20%

were not sure.

Most of the managers (76.75%) felt that the sinmdtais operation of too many kinds of
business by their clients was as a cause of NPhs.r@dmaining 23.3% were neutral. All
the respondents felt that the inappropriate ugbefoan was a cause for NPLs. Of these,

83.3% merely agreed while 16.7% strongly agreed.

Most of the respondents (93.3%) felt that debtaraceal some vital data in their
applications and this was a cause of NPLs. Fortggme of these strongly agreed while

53.3 % merely agreed. The remaining 6.7% were unet S

As shown in the table 3, of the thirty respondemtajority (66.6%) felt that the provision
of poorly valued collateral or difficulties in ifisposal was a cause of bad debts. Only

3.3% disagreed while the remaining 30% neithereyrer disagreed.

4.3 Specific steps/ actions taken by bank managers
Table 4 summarizes thirteen different actions Heatks have adopted over time in order
to minimize the occurrence of non- performing loamgheir respective banks. These

findings from the survey are as reported from #reldanks surveyed.
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The majority 70% of the managers interviewed fhlttthe banks were not involved

enough in government policy formulation as indidate the table shown below. Only

30% said the banks were involved. Reduction ofr@derates received a majority “yes”

with 96.7% of the respondents saying it was aroadiken by the banks. Only 3% said

there was no reduction of lending rates.

As shown in the table, majority (93.3%) of the mgera agreed that there had been

improvement in quality of credit information askéor during the loan application

request. Only 6.7% felt there was no improvement

Table 4: Specific actions of managers

Distribution
Factor Yes NO Total

Fre % Fre % Fre %
(@) Involvement of the Bank in Govt. fiscal uyli
formulation 9 30 21 70 30 100
(b) There is reduction of interest /Lending rates 29 267 1 33 30 100
(c) Improved credit information during loan
application 28 933 2 6.7 30 100
(d) Increased use of credit reference bureaus 9 30 21 70 30 100
(e) Info, sharing among banks about borrowers 16 53.3 14 46.7 30 100
(f) Emphasis on creditworthiness of borrowers 27 90 3 10 30 100
(g) Use specific limits, ratios in the evaluatiagess 27 90 3 10 30 100
(h) Emphasis on forecasts and feasibility studies 23 767 7 23.3 30 100
(i) Use of specific lending & project appraisal
techniques 24 80 6 20 30 100
(1) The use of procedures for management of problem
loans 27 90 3 10 30 100
(k) Instrument use ensures borrowers repay thairdo 30 100 0 0 30 100
(I) Use of contents of loan files to monitor loan
quality. 29 96.7 1 3.3 30 100
(m) Standard loan process from enquiry to lending
decision 26 86.7 4 13.3 30 100
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Unlike the above actions, the majority of the respemts (70%) felt that the use of credit
reference bureaus was not an action taken by benkieal with NPLs. However, as
shown, 30 % said that this was a valid action bé&skgn by banks to mitigate defaulting
by borrowers. Fifty-three point three of the respemis reported the increased use of
information sharing among banks about credit woehks of borrowers as an action

against loan defaulting. The remaining 46.7% ditlagpee.

Emphasis on creditworthiness of borrowers is widedgd as a way of reducing the risk
of default according to 90% of the respondents.ificated, most of the managers
(90%) agreed that the use of specific limits, igtlmased on cash flows used by the bank
in the evaluation process was a valid action. Hspondents were divided as to whether
there was emphasis on forecasts and feasibilityietu However majority (76.7%) felt
this was a method used by their respective banksawmage lending risk. Twenty three

percent disagreed.

As shown in the table, 80% of the managers felt tiair respective banks used specific
lending procedures and techniques for project aggiraapprovals and legal finalization
of projects, procurement and disbursement, as agelbllow-up and supervision of such
projects. Only 20% disagreed. As far as procedimesianagement of problem loans are
concerned, the majority of the respondents (90%)tfevas a useful action being taken

by the banks.
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Incase borrowers defaulted on their loans, all thanagers responding felt that
instruments and remedies available to ensure thrabwers repaid their loans to the bank
were adequate. The study also noted that mosteofrthnagers (96.7%) felt that the
contents of loan files, the use of the informatiomonitor the quality of loans was clear.

However 3.3% disagreed as shown.

The table indicates that 86.7% of the respondesttshfat the standard loan process from
the client’s initial enquiry or the bank’s markegiefforts, to the final lending decision,
and the edit decision process was proper and testcrThirteen percent said “No”.
Majority of the managers (83.3%) said that as a afayproving management of loans,
there was increased training of loan officials. Tamaining 16.7% did not agree there

was increased training.
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Table 5: The level of success of the actions

Distribution
Factor Very poor  poor Average Good Very good Total

Fre % Fre % Fre % Fre % Fre % Fre %
a) Involvement of Bank 3 10 9 30 16 53.3 2 6.7 0 0 30 100
in Govt. fiscal policy
formulation
b) There is reduction of 0 0 0 0 3 10 14 46.7 13 43.30 100
interest/lending rates
¢) Info. Sharingamong O 0 17 57 8 26.7 5 16.7 O 0 30 100
banks about borrowers
d) Increased use of creditl 3.3 18 60 6 20 5 16.7 O 0 30 100
reference bureaus
e) Improved credit info. 0 0 2 6.7 1 3.3 26 86.7 1 3.3 30 100
Requested in loan
application
f) Emphasis on 0 0 0 0 4 13.3 18 60 8 27.30 100
creditworthiness
g) Use of specific limits, 0 0 0 0 2 6.7 18 60 10 33.30 100
ratios in evaluation
process
h) Emphasis on forecastsO 0 3 10 11 36.7 12 40 4 13.30 100
and feasibility studies
i) Use of specific 0 0 4 33 7 23.3 12 40 7 23.30 100
lending & project
appraisal techniques
j) Use of procedures for 0 0 3 10 8 26.7 14 46.7 5 16.30 100
management of problem
loans
k) Use instruments to 0 0 5 17 6 20 13 433 6 20 30 100
ensure borrowers repay
their loans
[) Use of loan files to 0 0 3 10 4 13.3 13 43.3 10 33.30 100
monitor the quality of
loans
m) Standard loan proces) 0 1 33 8 26.7 17 56.7 4 13.30 100

from enquiry to lending
decision

As indicated, most of the respondents (90%) evathdhe success of emphasis on

forecasts and feasibility studies in the evaluapiootess as average and above. Thirty six
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percent felt it was good while 33.3% said it wasyvgood. Another 6.7% said it was

average. Only 10% felt it was poor.

As for the use of specific lending procedures aechniques for project appraisal,
approvals and legal finalization of projects, pmatnent and disbursement, 23.3% said
the success was very good. Forty percent repohtadit was good while those who
thought it was average were 23.3%. Only 13.3% nedpots rated the action as

unsuccessful.

As shown in the table, the success in the use afeolures for management of problem
loans, describing specialized workout departmentstensive care units and detailing
scope, skill, resources, and efficiency was ratedvary good by 16.7% of the

respondents. Another 46.7% indicated that the sscess good while 26.7% said the

success was average. Only 10% of the managerg sad poor.

As for the use of instruments and remedies avalabkensure that borrowers repay their
loans to the bank, table 8 shows the breakdowhefésponses as follows; 20% of the
respondents rated its success as very good, 4388d it as good, 20% rated it as

average and 16.7% said it was poor.

As shown in the table, of the respondents intergewB3.3% said the success of this

action was very good. Another 43.3% rated the ssces good while 13.3% and 10%

rated it as average and poor respectively. Conugriiie use of a clearly described
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standard loan process from the client’s initial @ingor the bank’s marketing efforts, to
the final lending decision, and the credit decismacess, only 13.3% of the managers
felt it was very good. The majori($6.77c) however felt it was good while 26.7% said it

was average. Only 3.3% respondent rated it as poor.

4.5 Chapter summary

In this chapter the data collected was presentatl explained. The findings were
presented and analyzed on the basis of researdtianse It documented the causes of
non- performing loans in Kenyan banks, includingkiag them according to their level
of importance. The respective main factors contiilguto non performing loans were the
national economic downturn which leading to depogsfor business in general; reduced
buying ability of consumers; insider lending and new concentration; inadequate
procedures for credit risk assessment and creditagement; misuse of the loan; and
legal delays. The other factors included bank tdiestarting new businesses in which
they had no experience, the simultaneous operafit@o many kinds of business and the
inappropriate use of the loan. The data presenssdshowed the specific steps/actions
bank managers have taken to deal with the causssneperforming loans which include
improvement in techniques for credit risk assessman well as improved credit
management. The level of success of the actionsalgasdocumented. The next chapter
presents a summary of the important elements ofdkearch including a discussion of

the major findings, major conclusions and recomnaéinds for the study.
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CHAPTER FIVE

5.0 DISCUSSION, CONCLUSIONS AND RECOMMENDATIONS

5.1 Introduction

This chapter presents a summary of the importamehts of the research including the
purpose of the study and research questions, matimpdused and the major findings.

The chapter also gives a discussion of the majodirfgs of the study organized

according to the research questions and the majmlasions drawn from the research.
Recommendations for practice or improvement anduidher studies are included in the

final section.

5.2 Summary

The research found out that the main factors dauing to non performing loans were

the national economic downturn which led to depogsfor business in general; reduced
buying ability of consumers; insider lending and new concentration; inadequate

procedures for credit risk assessment and creditagement; misuse of the loan; and
legal delays. The other factors included the bdigkts starting new businesses in which
they had no experience, the simultaneous operafit@o many kinds of business and the
inappropriate use of the loan. The data presernssdshowed the specific actions bank
managers have taken to deal with non-performingdodhese include improvement in

techniques and procedures used for credit risksasgnt. Improved procedures used for

monitoring loans such as project appraisal and rsiggen were also reported. Other
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major actions reported were reduction in interedeg, increased training of loans
officials and the improvement in techniques to nmmihe quality of loans and to ensure
that borrowers repay their loans. The reductioimt&frest rates was reported to have been
the most successful action. The improvement in ghecedures used for credit risk
assessment was reported to be very successfulowegbiprocedures used for monitoring
loans such as project appraisal and supervisiore vedso reported to have been
successful. The increased training of loans officiwas considered to have been
successful too. Unsuccessful actions were mairdyute of credit reference bureaus and

information sharing among banks to determine tleditrvorthiness of borrowers.

5.3 Discussion

5.3.1 The causes of non-performing loans in banks

The factors discussed in this section are integdiri-or example, legal issues as a cause
of NPLs are considered as being outside the scbgheobank management. But in
practice, they do affect internal matters of mamag& since they cover regulatory issues
that directly impact on the procedures used byeesge banks. For the purposes of
discussion, the internal and external factors Va# handled as separate factors.
The findings of the study were in line with stud@mducted in other parts of the world.
As pertains to external factors, one cause thatt mbshe respondents unanimously
agreed on as an important cause of non-performiagsl was the existence of an
unfavorable economic environment. Specifically, thational economic downturn
leading to the depression of business in general fmand as an important factor. In a

similar vein, a study conducted by Brownbridge @99macroeconomic instability was
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found to be an important cause of NPLs. In theenirstudy, the majority of respondents

felt it was an extremely important factor.

The reduced buying ability of consumers is anothmgortant cause of non-performing
loans singled out in the study. In a study condlidig Gorter & Bloem (2002), they
content that non-performing loans are mainly caubgdinevitable factors such as

unexpected price changes for certain products.

There are other important factors that are constldreyond the direct scope of the
banks. They include legal issues such as delayseiting commercial disputes. In
Uganda for example, Mukalazi (1999) stated that fgmwernment moved in and
introduced a statute that deals with several issues as insider lending and lending
without adequate collateral. The current study aemtified these as important factors.
Internal factors affecting non-performing loans &vealso documented in the current
study. Among the important ones are the procedusesi in banks for credit risk
assessment including the skills of loans officidlsis study found this to be an important
factor with most respondents saying so. The studgtviurther to break this down into
finer factors such as the speedy process of camgide in granting loans, the interest
rates charged, insider lending and owner conceémtramong others. These have been
documented in other studies such as one by Fermaddege and Saurina (2000), in
which they found that most banking crises have ctlyeled to the inadequate
management of credit risk by institutions. Theyttier assert that even though bank

supervisors are well aware of this problem, itasvaver very difficult to persuade bank
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managers to follow more prudent credit policiesmyian economic upturn, especially in
a highly competitive environment. They claim th&eme conservative managers might

find market pressure for higher profits very ditficto overcome.

As concerns the levels of interest, Brownbridge9@)9found out that lending to
borrowers in high-risk segments of the credit makievery high rates led to moral
hazard on the part of both the banks and theiolha@rs and the adverse selection of the
borrowers. The moral hazard is linked to such f&cas debtors concealing vital data in
their applications and the provision of poorly \edu collateral in addition to
inappropriate use of the loan and the simultanemperation of too many kinds of
businesses. The current study also found thesanpsrtant factors leading to the

presence on NPLs in bank portfolios.

5.3.2 Specific steps taken to deal with the causes

The major findings about the steps taken to detll thie causes of non-performing loans
will also be split into general ones and those Hratbank and customer/client specific.
The general ones are generally those considerbd titside the direct control of bank

managers while the reverse is true for the bankispéactors.

The only general action investigated in this stwdys the involvement of the bank
management in government policy formulation regagdtconomic matters. The findings
showed that this was not an action that bank masdge/e emphasized as a solution to

NPLs.
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As pertains to solutions to internal causes, thlducton of interest rates came out
strongly in this study as an important action takgrbank management to deal with bad
debts. In the study by Brownbridge (1998), the aedeer had identified lending at high
interest rates, to borrowers in high-risk segmaitshe credit market this as major a
factor contributing to bank failure. The currenidst also revealed that the area of risk

management has caught the closer attention of inamagers.

These findings are congruent with the findings obtady carried out in India by

Nagarajan (2003). In the study Nagarajan itemizetsileéd guidelines on credit risk

management for Indian banks provided by the resleawd of India, which goes beyond
traditional measures like exposure limits and d¢resting. The current study showed that
there is emphasis on creditworthiness of borrowBrsecasts and feasibility studies,
specific lending procedures and techniques foreatogppraisal and legal finalization of
projects. The study also revealed that there washasis on the use of specific limits and

ratios, based on cash flows used in the evalugtiocess.

Another important aspect that came out was thaetaee procedures for management of
problem loans, as well as the availability of instents and remedies to ensure that
borrowers repay the bank. The study also foundnitrgi of loans officials to be

increasingly practiced in the banks according tgonity of the respondents.
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5.3.3 The level of success of the actions of manegye

Previous studies conducted in other regions hamergély focused on the causes and not
actions taken in response to the causes. The twstedy investigated this area. The
major findings about the success of the steps takedeal with the causes of non-
performing loans will also be split into generaksrand those that are bank and customer
specific. The general ones are generally thoseideresl to be outside the direct control

of bank managers while the reverse is true fobtngk specific factors.

The only general action investigated in this stwdgs the level of success of the
involvement of the bank management in governmenicypdormulation regarding
economic matters. The findings showed that this m@san action that bank managers
have emphasized as a solution to NPLs. Congruesth&r studies on solutions of NPLs,
this mode of action does not seem to feature styoSgirprisingly, it was found to be of
average success. Managers felt that this is an t&ais important in as far as

management of NPLs is concerned.

The Bank of Japan (2003) documented one of the dm®do the problem of Non-

performing loans as the pursuance of a new lenstirsgegy backed by appropriate credit
risk evaluation used successfully in Japan. Theeatirstudy revealed that reduction of
interest rates, as a new lending strategy has @esrtcess. The Central Bank of Kenya
(2002) has also documented that interest rateeimy& have reduced significantly. As a

result of the debate among the political and bsirimaternities on the negative effects of
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high interest rates to the growth of the economtgrest rates have reduced from 20 % in

2001 to 18 % in December 2002.

As pertains to credit information asked for durthg loan application process, the study
found that the success ranged from average tog@og. This includes the findings on
such specific areas of credit risk assessment asiche use of specific limits and ratios,
based on cash flows as well as the use of foreeastdeasibility studies, the use of a
standard lending procedure and the use of clearfl@s to monitor the quality of loans.
According to the CBK (2002) there is a private sectedit reference bureau in operation
in Kenya. Its full operation has however been haegdy lack of legislation to allow
banks to exchange information with third partieheTfindings of the study were
congruent to the findings by CBK. The current stddynd that information sharing
among individual banks as to the creditworthinegsbasrowers was poor. However, the
use of credit reference bureaus was found to hawatly improved over time. It also
found that the success in the use of instrumerds@medies at the disposal of banks to

ensure debtors paid their debts was good.

5.4 Conclusions

5.4.1 The causes of non-performing loans in banks

According to the research findings, it was possitlledocument the causes of non-
performing loans in Kenyan banks as perceived bgitmanagers in the different banks
surveyed. It is noteworthy that the research figdicompare closely with previous

findings in other parts of the world as well asdfimgs of similar studies in Kenya. A
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study by Brownbridge (1998) found similar cause®NBILs in Kenya. The current study
was more specific on the causes breaking the fouerwcauses investigated by

Brownbridge into finer ones.

The causes can be classified into three major catsgbased on their source. Firstly, the
research identified general factors which were itmmed to be beyond the direct control
of the banks. The results showed however, thantaragers felt that banks could still
exert some meaningful influence on these to mirentieir impact on NPLs. These are:

* National economic downturn which led to depres$arbusiness in general

» Reduced buying ability of consumers

* Legal issues

The importance attributed to each of these vadedunfavorable economic environment
can be said to be most important as it will tenéhfluence all other factors. The second
category comprises of bank specific factors. Ttagsethe factors which relate to the risk
management structures and tools put in place bigdah&s. They include:

* Lax procedures used for credit risk assessment lackl of trained lending

personnel

» Lack of aggressive credit collection methods

* Banks negligence in monitoring performing loans

* The speedy consideration in granting process

* Insider lending and owner concentration
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All these factors were found to contribute to badnis. Their importance was identified
to be of varying degrees. The third category cosgsriof client specific factors. These
are also factors which relate to the risk managéersenctures and tools put in place by
the banks but focused on the customer. They include

* Bank clients started new businesses in which tlaelyrto experience

* The simultaneous operation of too many kinds ofrimss

* The inappropriate use of the loan

* Debtors conceal some vital data in their applicetio

» Provision of poorly valued collateral or difficuds in recovery

All these factors were also found to contributebd loans. Their importance was
identified to be of varying degrees. By strengthgrineir management of these factors,

banks should be able to significantly reduce tissdés accruing from NPLs.

5.4.2 Specific steps taken to deal with the causes
The research identified specific steps taken byklbmanagement to deal with NPLs.
Most of those identified were corroborated by &tere about steps that are already in
full use or on trial either in Kenya or in otherrisaof the world. They include:

* Involvement of Bank Management in Government figadicy formulation

* Reduction of interest / Lending rates

* Improvement in quality of credit information askied during the loan application

request

* Increased use of credit reference bureaus
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* Information sharing among banks about credit waeks of borrowers

» There is emphasis on creditworthiness of borrowers

» Use of specific limits, ratios, based on cash flawsd by you in the evaluation
process

* There is emphasis on forecasts and feasibilityissud

* Use of specific lending procedures and techniquespfoject appraisal and
supervision

* The use of procedures for management of problensloa

* The use of instruments and remedies to ensurdtredwers repay their loans to
the bank

» The contents of loan files, the use of its inforim@atto monitor the quality of
loans is clear.

» Use of a standard loan process from the clienitairenquiry to the final lending
decision

* Increased training of loans officials

Each of these actions was identified as having laempted by the banks as a way of

minimizing the negative effects of high levels oiop asset quality. Some were identified

as more important than others. The training of $oafficials was thought to be very

official. Bank management stands to gain from dnguthat these measures are

maximized.
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5.4.3 The level of success of the actions of manege

Most studies carried out on the causes of NPLs haitber addressed the solutions nor
the effectiveness of such solutions. In this patécstudy it was possible to identify the
actions as well as to evaluate their level of ssscas perceived by the credit

staff in the banks surveyed.

The level of success of the each of the actionstifiksd as having been adopted by the
banks as a way of minimizing bad loans was docueter@8ome were identified as more
important than others. The training of loans o#fisiwas thought to be very important
because the efficiency of the other measures dependhe skills of the official. Bank

management stands to gain from ensuring that thessures are maximized.

5.5 Recommendations

This study identified causes of NPLs in Kenyan Isankhese include the national
economic downturn which led to depression for bessnin general; reduced buying
ability of consumers; insider lending and owneraaariration; inadequate procedures for
credit risk assessment and credit managementsmisuthe loan; and legal delays. The
other factors included the bank clients startingv isinesses in which they had no
experience, the simultaneous operation of too m&mgds of business and the

inappropriate use of the loan.

The study also showed the specific steps/actionk benagers have taken to deal with

the causes of non-performing loans which includproxiement in techniques for credit
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risk assessment as well as improved credit manageasewell as involvement without
the firm in financial policy formulation by goverrant. The level of success of the
actions was also discovered to range between veog @nd poor according to the

respondents surveyed.

Recommendations of this study are that loan officiaust carefully grant loans by
basing their consideration on loan analysis priesipusing their discernment as well as
experience to verify debtor credibility; i.e., dabpayment ability, capital management
and collateral sufficiency. More importantly, loafficials should strictly and regularly
monitor how the loan is used in order to be ablertomptly handle arising problems. The
justification for these recommendations is borndhsyfact that the respondents were of
the opinion that these were important causes fotSNFhe study also found that the
actions had proved useful in the banks surveyeeparted by the credit managers. In
addition, banks should continue to invest in tlaning of loans officials since most of
the respondents confirmed that it was a new trdihe. training of loans officials was
thought to be very important because the efficiesicthe other measures depends on the

skills of the official.

This study did provide insight into the causes af+performing loans in Kenyan banks
as well was the actions put in place by managetsmnks. The research also evaluated
the success achieved in the management of NPLaghrthese actions. However, the
research was by no means comprehensive as it savey that covered only ten of the

46 banks registered in Kenya. Recommendations @reafstudy of all the banks.
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Secondly, the study did not focus on the causekefafult as perceived by the creditors or
borrowers. It is considered that their view coukl dbmpared with those of the bank
managers to give a more objective position. Itheréfore recommended that a similar

study incorporating the views of borrowers is casie.

Thirdly, the sample did not cut across the differ&vels of staff involved in the

management of loans. A more comprehensive ressaaking the views of all officials

is recommended.
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APPENDICES

Appendix A: The causes of non — performing loans iKKenyan banks

Instructions:

Please mark the appropriate box to indicate whetberagree or disagree to the validity
of the cause.

Key
1. SA - Strongly agree
2. A—Agree
3. N — Neutral
4. D - Disagree
5. SD - Strongly disagree

@ 1 2 3 4 5
SA A N D SD

General Factors

Areas of Measure SA A N D SD

1 | Did National Economic downturn which led to
depression for business in general contribute to
NPL's?

2 | Does the reduced buying ability of consumers
contribute to NPL’'s?

3 | Legal Issues such as court delays in handlingegss
contribute to NPL’s?
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Bank Specific factors

Areas of Measure SA SD
1 | Do Lax Procedures used for credit risk
assessment contribute to NPL's?
2 | Does the Lack of aggressive credit collection
methods contribute to NPL's?
3 | Does the speedy consideration in granting
process in order to serve the bank target ahead
of competition contribute to NPL's?
4 | Does Insider Lending & Owner Concentration
contribute to NPL’'s?
5 | Is the Lack of well trained lending personnel a
contributor to NPL’s?
Client Specific factors
Areas of Measure SA SD

1 | Do Bank clients who have started new
businesses which they have no experience ir
contribute to NPL’'s?

2 | Does the simultaneous operation of too many
kinds of business contribute to NPL's?

3 | Does the inappropriate use of the loan
contribute to NPL's?

4 | Does the fact that Debtors conceal some of the
true data in their applications act as a
contributor to NPL's?

5 | Does the provision of poorly valued collatera
contribute to NPL's?
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Appendix B: The actions that have been taken to déavith non — performing loans
(NPLs).

Instructions:
Please mark the appropriate box to indicate whetberagree or disagree

Key: Yes No

Y N

1. Does the involvement of the Bank in Governmentgyotin fiscal / economic matters
help reduce NPL’s?

Y N
2. Has the Reduction of interest / Lending rates ¢ed tlecrease in NPL's?
Y N

3. Is there an improvement in quality of credit inf@tmon asked for during the loan
application request?

U0

4. With the increased use of credit reference burdaassthis resulted in a decrease in
NPL’'s?

U0
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. Has the increased use of information sharing anbamgs about credit worthiness of
borrowers helped reduce NPL’s?

U0

. Has the emphasis on credit worthiness of borrolwadsan impact in reducing
NPL’'s?

Y N
. Has the emphasis on the use of specific limitggsabased on cash flows used by
you in the evaluation process led to the decrebbsib’s?

Y N

. Has the emphasis on forecasts and feasibility esudkelped in reducing NPL’s?

Y N

. There are specific lending procedures and techsitpreproject appraisal, approvals

and legal finalization of projects, procurement digbursement, as well as follow-up
and supervision of such projects. Has this hadrgract on the decrease of NPL's?

U0

10.There are projects for management of problem lodes;ribing specialized workout

departments or intensive care units and detailbogs, skill, resources and
efficiency. Has the impact reduced NPL's?

Y

U0
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11.There are instruments and remedies available tarenisat borrowers repay their
loans to the bank; describe also the mechanismexis for legal recovery,
foreclosure and repossession of collateral, anmsngssion of legal rights? Have
these had an impact in reducing NPL’s?

Y N
12.Have the contents of loan files, the use of iterimfation to mentor the quality of loan

to clear contributed to reducing NPL’'s?

Y

O

13.1s the standard loan process form the client’sah@nquiry or the bank’s marketing
efforts to the final lending decision, and the dreécision process proper and
described?

Y

U0
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Appendix C: The level of success of each of the amts taken
Instructions:

Please mark the appropriate box to indicate thel lefvsuccess
Key:

VP —Very Poor P -Poor A-Average GGood VG - Very Good

1 2 3 4 5
VP P A G VG
Areas of Measure VP P A G VG
1 Involvement of Bank in Government in

policy on fiscal / economic matters

2 Reduction of Interest / Lending rates

3 There is improvement in quality of credit
information asked for during the loan
application request

Increased use of credit reference bureaus

g~

creased use of infmation sharing among
credit worthiness of borrowers

»

nphasis on credit worthiness of borrov

\‘

mphasis the use of specific limits, ratios, be
on cash flows used by you in the evaluatign
process

mphasis on forecasts and feaity studies

[(e]}oe}

rere are specific lending procedures
techniques for project appraisal, approvals
and legal finalization of projects,
procurement and disbursement, as well as
follow-up and supervision of such projects

10 pere are projects r management of problem
loans, describing specialized workout
departments or intensive care units and
detailing scope, skill, resources and
efficiency

11 pere are instruments and remedies availak
ensure that borrowers repay their loans to|the
bank; describe also the mechanisms that
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exist for legal recovery, foreclosure and
repossession of collateral, and transmissig
of legal rights?

N

12

1e contents of loan files, the use of
information to mentor the quality of loan is
clear.

13

The standard loan process form the client
initial enquiry or the bank’s marketing
efforts to the final lending decision, and th
credit decision process is proper and

o

e

described.
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Appendix D

a) List of Kenyan commercial banks (Source CBK)

No

© 00 N OO 0o A W N P

NN NN NDNRRRER R B R R B R
g BN W N RP O © 0 N o 0 M W N R O

NAME OF INSTITUTION

Barclays Bank of Kenya Ltd
Kenya Commercial Bank Ltd
Standard Chartered Bank Ltd
Citibank, N.A.

National Bank of Kenya Ltd
Co-operative Bank of Kenya
Commercial Bank of Africa
National Industrial Credit Bank
CFC Bank Limited
Investment & Mortgages Bank
Stanbic Bank Kenya Limited
First American Bank Limited
Credit Agricole Indosuez
Diamond Trust Bank Kenya
Fina Bank Limited

Giro Commercial Bank
Middle East Bank of Kenya
Bank of Baroda

Imperial Bank Limited
Development Bank of Kenya
Guardian Bank

Habib AG Zurich

Akiba Bank Ltd

Consolidated Bank of Kenya

Prime Bank Limited

TOTAL NET ASSETS

74,178
61,115
54,410
27,710
23,956
21,338
16,156
8,408
8,300
7,100
6,653
6,458
5,794
5,417
4,689
4,131
4,075
3,829
3,645
3,630
3,625
3,514
3,268
3,176
3,163
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26 Bank of India

27 African Banking Corporation
28 Habib Bank Limited

29 Southern Credit Banking Corp.
30 Victoria Commercial Bank Ltd
31 Biashara Bank of Kenya Ltd
32 Co-operative Merchant Bank
33 Equatorial Commercial Bank
34 Charterhouse Bank Limited
35 Industrial Development Bank
36 Delphis Bank Limited

37 Credit Bank Limited

38 Transnational Bank Limited
39 Euro Bank Limited

40 Paramount-Universal Bank
41 Fidelity Commercial Bank
42 K-REP BANK

43 Chase Bank Limited

44 Dubai Bank Limited

45 City Finance Bank

46 Daima Bank Limited

TOTAL

3,131
2,961
2,911
2,905
2,760
2,402
2,372
2,284
1,907
1,862
1,826
1,566
1,550
1,435
1,354
1,252
1,173
972
820
800
750

406,731
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b) List of top ten Kenyan Commercial Banks (SourceCBK)

1 Barclays Bank of Kenya Ltd 74,178
2 Kenya Commercial Bank Ltd 61,115
3 Standard Chartered Bank Ltd 54,410
4 Citibank, N.A. 27,710
5 National Bank of Kenya Ltd 23,956
6 Co-operative Bank of Kenya 21,338
7 Commercial Bank of Africa 16,156
8 National Industrial Credit Bank 8,408
9 CFC Bank Limited 8,300
10 Investment & Mortgages Bank 7,100
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