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ABSTRACT
Lending has been, and still is, the mainstay ofkbabusiness, and this is more true to

emerging economies like Kenya where capital mar&egsnot yet well developed. To most
of the transition economies, however, and Kenyaadrticular, lending activities have been
controversial and a difficult matter. This is besaubusiness firms on one hand are
complaining about lack of credits and the exce$gitigh standards set by banks, while

lending commercial banks on the other hand haviersdf large losses on bad loans.

The purpose of the study is to determine the malatiip between loan portfolio and financial
performance of commercial banks in Kenya. For thgpses of this study, the researcher
used causal research design. The target populatorposed of 43 commercial banks in
Kenya (CBK Handbook, 2008). The population of iettrof this study was selected using
simple random sampling method to come up with apdarsize of thirty (30) commercial

banks. For the purpose of this study, the researolénly used secondary data involved the
collection and analysis of published material anfbrimation from other sources such as
annual reports, published data. The study thus ugecential statistics in the data analysis

whereby correlation, collinearity and logistic reggion models were used.

From the findings, the study concludes that theist® a relationship between loan portfolio
and financial performance of commercial banks imy&as loan portfolios are the major
asset of banks and other lending institutions. §tbdy also concludes that every bank should
strive to have the best loans mix as it was fourad some types of loans (mortgage loans,
business loans, government loans) have greatercteffen financial performance of
commercial banks. Therefore commercial banks shbale a large percentage of mortgage
loans, business loans and government loans compapaEisonal loans and educational loans

to have the best loan portfolio mix for greategfinial performance.

The study further recommends that for commercialkbao remain profitable they should
have good portfolio management which will help iakimg decisions about investment mix
and policy, matching investments to objectives,etsallocation for individuals and
institutions, and balancing risk against perfornreand?ortfolio management techniques in
banks should focus more on strategic issues foorgotio of projects and the ability to

achieve strategic objectives.
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CHAPTER ONE: INTRODUCTION
1.1 Background of the Study

Loan portfolio which constitutes a large proportiointhe assets in most banks is relatively
illiquid and exhibits the highest credit risk (Koand MacDonald, 2000). The largest source
of risk for any financial institution resides irsitoan portfolio. Loan portfolio is ideally
expected to be the schemes' largest asset. Itcshtad be noted that since most small firms
financing is not supported by bankable collatetak quality of the loan portfolio is

absolutely crucial.

Lending is the principal business activity for mostnmercial banks. The loan portfolio is
typically the largest asset and the predominatecsoof revenue (Morsman, 2003). As such,
it is one of the greatest sources of risk to a Isas&fety and soundness. Whether due to lax
credit standards, poor portfolio risk managementyeakness in the economy, loan portfolio
problems have historically been the major causebarik losses and failures. Effective
management of the loan portfolio and the credicfiom is fundamental to a bank’s safety

and soundness.

For decades, good loan portfolio managers have extrated most of their effort on

prudently approving loans and carefully monitoritegain performance. Although these
activities continue to be mainstays of loan portfahanagement, analysis of past credit
problems, such as those associated with oil andlgading, agricultural lending, and

commercial real estate lending in the 1980s, hadeniteclear that portfolio managers should
do more (Von Stauffenberg, 2002). Traditional pras rely too much on trailing indicators
of credit quality such as delinquency, nonaccraal risk rating trends. Banks have found
that these indicators do not provide sufficiendléane for corrective action when there is a

systemic increase in risk.

Effective loan portfolio management begins with rsight of the risk in individual loans.

Prudent risk selection is vital to maintaining featale loan quality. Therefore, the historical
emphasis on controlling the quality of individuadah approvals and managing the
performance of loans continues to be essential.t l&tter technology and information

systems have opened the door to better managenathods. A portfolio manager can now



obtain early indications of increasing risk by takia more comprehensive view of the loan
portfolio (Wyman, 2000).

In order to represent credit risk more truthfully purposes of mitigating the internal ratings
based capital charge, private placements with diihancial institutions would no longer
warrant major involvement of rating agencies. Hermanks might be in the position to do
without rating agencies in conducting securitizaticansactions to fine-tune the composition
of the loan portfolio (Quach, 2005). The dependevicerofitable asset securitization on the
acquisition of off the shelf loans does inevitabigs financial institutions into altering the
composition of their loan book for purposes of affitient asset funding. The illiquid nature
of customized loan contracts coupled with highéorimation cost, non-standardization will

carry a premium compared to standardized credits) & the risk involved is the same.

To manage their portfolios, bankers must understeotconly the risk posed by each credit
but also how the risks of individual loans and fuobids are interrelated. These
interrelationships can multiply risk many times beg what it would be if the risks were not
related. Until recently, few banks used modernfpio management concepts to control
credit risk. Now, many banks view the loan poitidh its segments and as a whole and
consider the relationships among portfolio segmastaell as among loans. These practices
provide management with a more complete picturthefbank’s credit risk profile and with

more tools to analyze and control the risk (Athag#su et al, 2005).

Measures of financial performance according to €aoiw, (2000) are subjective measures
of how well a firm can use assets from its primargde of business and generate revenues.
This term is also used as a general measure ofng foverall financial health over a given
period of time, and can be used to compare sinfifars across the same industry or to

compare industries or sectors in aggregation.

Banks’ financial performance is undoubtedly comimgier pressure from higher impairment
charges, linked to a deterioration in asset qudligrtly due to high rates of loan loss
provisioning, typically more than 100% of loans #rrears more than 30 days),
stagnant/negative loan portfolio growth and higlwding costs. Absence of loan growth in
an environment of reduced new lending (driven bydodemand but also by banks’ more

stringent lending criteria) can be quite rapid ianks, given that the majority of their loans



are annuity loans with monthly principal repaymergkhough this acts as an important
source of internally generated liquidity (Bobako2803).

Financial performance is the single most import@ttor in assessing growth potential,
earnings capacity and overall financial strengtictiRrdson, 2002). The financial structure of
the financial institutions is evaluated using tbéofwing two accounting ratios namely; net
loans to total assets which measures the percemthdetal assets invested in the loan
portfolio where the desired level for this ratio histween 70 and 80 per cent and; non-
financial investments to total assets which meastine percentage of total assets in non-

financial investments (Richardson, 2002).

A firm’s financial affiliation could have positiver negative effects on its profitability. On
the positive side, Hubbard and Palia (1999) andnikhaand Palepu (2000) are of the view
that firms affiliated with business groups have aadages over independent firms through
intragroup trading and internal capital marketpeeglly in less developed economies. Also,
through diversification, business groups can redigleand uncertainty in firm operations.
Furthermore, a business group can exploit its laigeto borrow money at a lower cost (Joh,
2003). But, on the negative side, Lamont (1997) Soldarfstein and Stein (2000) argue that
multi-divisional firms sometimes overinvest capitalweak divisions and under-invest it in
stronger ones; and this adversely affects the tptofity of the entire business group. Firms
associated with business groups can also suffatlgras their controlling shareholders have
the tools to divert firm resources through the $fanof assets from one subsidiary to another.
Controlling shareholders of firm groups can moveagpwesources for their private benefits
by means such as self-dealing, as well as divedurees from one subsidiary in which they
own less to firms in which they own more. The eedultt is inefficient investments and

reduced profitability of the entire business group.

The uncertainties present in today’'s economic andntial environment pose complex
challenges for commercial banks and financial instins. The credit crunch, political
instability and contradictory regulations creatdiféicult playing field that requires corporate
strategies that can adjust to rapidly changinguanstances. Normally, there would be a wide
range of opportunities for investors to contribtdeand benefit from various restructuring
options, custom-tailored transactions, rehabibtatitechniques and solutions for such

distressed assets (Bobakova, 2003).



In the current environment, problems in the finaseetor and the growing stock of non-
performing loans do not affect individual banksyorAll market players can pay a heavy
price. If left unresolved, these troubles can dtitlee corporate sector from financial capital,
thereby hampering economic recovery. Until ovecaltporate profitability and returns on
investment recover from the downturn, the chancesbanks to revitalize their portfolios

through economically viable projects are slim.

The Companies Act, the Banking Act, the Central IBafh Kenya Act and the various
prudential guidelines issued by the Central BankKefya (CBK), governs the Banking
industry in Kenya. The banking sector was libeeign 1992 and exchange controls lifted.
The CBK, which falls under the Minister for Finatedocket, is responsible for formulating
and implementing monetary policy and fostering thguidity, solvency and proper
functioning of the financial system. The CBK pubgs information on Kenya’s commercial
banks and non-banking financial institutions, iestrrates and other publications and
guidelines. The banks have come together undeiK#rgya Bankers Association (KBA),
which serves as a lobby for the banks’ interests audresses issues affecting its members

(Kenya Bankers Association annual Report, 2008).

There are forty-three commercial banks and non-Hardncial institutions, fifteen micro
finance institutions and forty-eight foreign @ange bureaus in Kenya. Thirty-five of the
banks, most of which are small to medium sized,l@ally owned (Central Bank of Kenya
annual report 2008). The industry is dominated bfew large banks most of which are
foreign-owned, though some are partially locallyned. Nine of the major banks are listed
on the Nairobi Stock Exchange. The commercial bamidsnon-banking financial institutions
offer corporate and retail banking services butalsnumber, mainly comprising the larger
banks, offer other services including investmentlogg, insurance services and custodial
services among others.Banks earn financial revéouoeloans and other financial services in
the form of interest fees, penalties, and commmssi&inancial revenue also includes income

from other financial assets, such as investmemnirs
1.2 Statement of the Problem

Lending has been, and still is, the mainstay ofkbabusiness, and this is more true to
emerging economies like Kenya where capital maraetsnot yet well developed. To most

of the transition economies, however, and Kenygarticular, lending activities have been
4



controversial and a difficult matter. This is besaubusiness firms on one hand are
complaining about lack of credits and the exce$gilgh standards set by banks, while

banks on the other hand have suffered large lassésad loans (Richard, 2006).

Bankers and examiners have been alert to aggrefssarecial goals because they generally
require high growth and increased risk-taking (Moas, 2003). Banks typically assess their
financial performance using measurements such ragnga, return on equity, and return on
assets. Financial performance also considersetaganship between risk and return. Banks
assess the risk/return relationship at both thivithgial loan and portfolio level. While more
sophisticated loan pricing models include multifaletors to differentiate risk, smaller banks
can get acceptable results with basic models ngjatifew variables loan income to capital.
Banks increasingly are measuring the financialgrerhnce of loan portfolios by their risk-
adjusted returns (Koch and MacDonald, 2000).

As reported by Boucher (1996), banks focus on umdiémng, product engineering,
distribution and trading of structured finance pro through the active use of credit
derivatives in order to achieve favorable tax aggutatory treatment of their loan portfolio
that would enable them to achieve high profitapilévels. On the other hand, Laurin and
Majnoni, (2003) point out that securitization islyoone way to address more sophisticated
credit risk management in banks that would see tmepmove their financial performance.
Therefore there is no established loan portfolimposition that can result in high financial

performance.

Locally, studies focusing on loan portfolio andafiitial performance of banks have been
conducted. Ngene (2002) did an empirical investigainto portfolio performance measures
by pension fund managers and the challenges tleeyifaportfolio management in Kenya.
Maina (2003) carried out a research on the risletbaspital standards and the riskiness of
bank portfolios in Kenya. Obusubiri (2006) conddcta study on corporate social
responsibility and portfolio performance at the NS#ile Mbote (2006) did a research on
the relationship between the type of mortgagestla@devel of non-performing loan portfolio
in the mortgage companies in Kenya. None of thesallstudies has focused on the
relationship between loan portfolio and financiatfprmance in commercial banks in Kenya.
This is despite the fact that many banking indthg have collapsed in Kenya due to poor

loan portfolio procedures that affected their ficiahperformance (Waweru & Kalani, 2009).
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This research focuses on the relationship betwasm portfolio and financial performance of
commercial banks in Kenya as a modest attemptiigéthe research gap in this field.

1.3 Objectives of the Study

The objective of the study is to determine the treteship between loan portfolio and

financial performance of commercial banks in Kenya.
1.4 Significance of the Study

The study will be beneficial to commercial bank mgers as its focus is on loan portfolio as

a credit risk management practice which is the €xetor of profitability for many banks.

The study will contribute to the broader realm afsimess. In business, through its
recommendations, the study will add value to bettexdit management practices in

businesses and service quality.

In academia, the study will add value to acaderegearch in the broader area of credit
management. Future researchers will not only uisestbdy as a form of reference for future

studies, but also suggest future research actuitiat can be explored.

The study will contribute to shareholders confident the management of loans portfolio
which normally affect their investment return aneiall profitability of the banks.

The outcome of the study wilhable the regulators of banking institutions devstter

policies in regards to lending and supervision i@dit creation.



CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

In this chapter, the researcher discusses what atitbors have found out in regard to loan
portfolio and financial performance. Only the issua the objectives will be addressed,

critically reviewed and discussed.

2.2 Portfolio Management

Definitions of portfolio management are wide andedse. Several names for the same
understanding of portfolio management exist, amchsesuch as program management and
multi-project management are frequently used. Bliotinanagement is a discipline in which
combined projects, to a certain extent, utilize dagne management, where issues stretch
beyond the scope of the project, and where intenégncies not manageable by a single
project are to be managed by a portfolio head avssbof projects” (Olsson 2005).
Additionally, the author acknowledges the broadwvief Elonen and Artto (2003) that

portfolio management includes aspects of both pliwthnd program management.

Lycettet al. (2004) describe portfolio management as focusingenon strategic issues for a
portfolio of projects and the ability to achieveasegic objectives. Clearly there is a need for
a shift in focus for risk management in a portf@iovironment. Hillson (2004) and Ward and
Chapman (2003) also highlight the importance ofuding the management of opportunities
in any portfolio management process. It is suggkstat two areas are of importance when
describing the implications for today's managenm@ntisk and opportunities in a project
organization when handling several projects sinmgitaisly. The first implication regards the
existing risk management processes, and the sengittation regards the wider scope of

project portfolio management than that of singlggxt management.

According to Hillson (2004), portfolio managemesthe art and science of making decisions
about investment mix and policy, matching investtaelo objectives, asset allocation for
individuals and institutions, and balancing riskaiagt performance. In the case of mutual
and exchange-traded funds (ETFs), there are twodaf portfolio management: passive and
active. Passive management simply tracks a mamkieixi commonly referred to as indexing
or index investing. Active management involvesragld manager, co-managers, or a team of
managers who attempt to beat the market returndbiyedy managing a fund's portfolio
7



through investment decisions based on researckegidions on individual holdings (Elonen
and Artto, 2003).

The earliest Portfolio Management techniques optahiprojects' profitability or financial
returns using heuristic or mathematical models. elmw, this approach paid little attention to
balance or aligning the portfolio to the organiaat strategy (Lycettt al. 2004). Scoring
techniques weight and score criteria to take intwoant investment requirements,
profitability, risk and strategic alignment. Theositoming with this approach can be an over
emphasis on financial measures and an inabilitgpiimize the mix of projects. Mapping
techniques use graphical presentation to visuaipertfolio's balance. These are typically
presented in the form of a two-dimensional grapht tthows the trade-off's or balance
between two factors such as risks versus profitgbinarketplace fit versus product line

coverage and financial return versus probabilitgudcess, (Olsson 2005).

Loan policy should designate who is accountableétferaccuracy of risk ratings. The account
officer is a logical choice because he or she knmwese about the credit than anyone else
and should have access to timely financial inforomafrom the borrower. Assigning the
account officer risk rating responsibility heighsems or her accountability for credit quality
and has derivative benefits for loan approvals acwbunt management. Some banks assign
risk rating responsibility to a credit officer, loaeview officer, or a more senior bank officer.
While these officers may be more objective and ggpeed, they may be less sensitive to
subtle changes in the borrower’s condition, andrtreings changes may be less timely.
Perhaps most important, making someone other tharatcount officer accountable may
diminish his or her sense of responsibility fornitiiying and controlling credit risk (WTO,
1996a).

Small banks can also outsource the evaluation. 8vbatsystem is selected, it should reflect
the complexity and size of the portfolio and be ependent of the lending function.

Determining the mix of assets to hold in a pordadi referred to as portfolio management. A
fundamental aspect of portfolio management is dngogssets which are consistent with the
portfolio holder's investment objectives and risketance. The ultimate goal of portfolio

management is to achieve the optimum return favengevel of risk. Investors must balance
risk and performance in making portfolio managemeetisions. Portfolio management

strategies may be either active or passive. An siorewho prefers passive portfolio

8



management will likely choose to invest in low cogtex funds with the goal of mirroring
the market's performance. An investor who prefets/@ portfolio management will choose
managed funds which have the potential to outperftire market. Investors are generally
charged higher initial fees and annual managemessd for active portfolio management.
There is the practice of a money manager or a t&amoney managers making investment
decisions on what securities to include in a mufuald or portfolio (Harrel and Keifer,
1993). Sometimes active management exists withitaioeparameters; for example, money
managers may only buy blue-chip stocks for a aceriand and growth stocks for another.
The basic premise of active management, howevatessthat the managers can maximize

the return for investors by buying or selling séoes on a fairly regular basis.
2.3 Portfolio Analysis

According to Perdue (1996) the need to segment@sdlect target markets for a destination
is obvious given that marketing resources are @dlyelimited and the costs in terms of
external markets are particularly high. In 1995tiaral organizations (NTOSs) intensified
their promotional activities, spending US$1.17 ioill on promotion. In spite of this
enormous investment, their efforts were considénsdfficient to cover the variety and the
increasingly wide segmentation of demand (WTO, 899Rita and Moutinho (1992) refer to
the fact that the segmentation of potential toumsirkets has numerous benefits for public
organizations, including the avoidance of an imbedain the attribution of marketing

budgets, therefore allowing NTOs to maximize thpawt of their promotional efforts.

Segmentation of the market is also important ineorid be able to determine differences
which are useful in selecting target markets. Deteing the priority market (or markets)
means that competitors can be identified and sediices the pressure of competition which
would prevalil if the destination were to offer tkeme products and services to the same
market segments as the competition (Teare et 894)1 Furthermore it allows NTOs to
become better acquainted with the characteristics the profile of actual and potential
market segments for a particular destination antbsdefine a marketing mix (policies of
product, price, distribution and promotion) whishsuitable for each segment. In this way it
is possible to establish a correspondence betwhan tve destinations has to offer and what
the market seeks, that is, to develop a portfdliproducts which is suited to the portfolio of
markets (Middleton, 1994; Bojanic and Warnick, 1995

9



It can be argued then, that the portfolio analgéithe markets served by a destination is a
tool of vital importance for both public and prieabrganizations, since a knowledge of the
workings of the markets and of the competition théxcilitates decision making regarding
the selection of priority market segments, the tomsng of the destination and the devising
of marketing strategies. However, the user of thefplio analysis should take into account
that different models sometimes lead to differemommendations (Calantone and Mazanec,
1991). The analysis should therefore not be seensastegic solution, which could result in
errors or even function as a strait-jacket, buheatas a diagnostic tool (Heath and Wall,
1992; Segev, 1995).

Harrel and Keifer (1993) state that strategic piagriools tend to focus on products as the
main unit of strategic endeavour, but argue th& more useful to take decisions based on
market portfolios due to the shifting nature of theernational market. In the industry, the

prediction of changes in tourist generating markeis$ a sound knowledge of the competition
could be determining factors in the survival ofoartst destination. Thus it is necessary to
diagnose and strategically assess the market seégsemed by the destination which can be

achieved through a market portfolio analysis.

Calantone and Mazanec (1991) argue that portfobdets, although not frequently used in
management, can indeed be adapted for non-prokirmaorganizations in the sector.
However, according to McKercher (1995), none of ékisting models for portfolio analysis
is entirely applicable to the unique needs of sgimt marketing, since they are oriented

towards the product rather than towards the market.

A destination portfolio consists of a set of visissgments from various generating countries
which, in conventional terminology, correspondsrarkets (Calantone and Mazanec, 1991).
The criterion of geographical segmentation is igipin this definition. Indeed this method
of segmentation is common to many studies on tipdicgpion of portfolio analysis to tourist
destinations, due to the advantages that geogr@@gmentation by country of origin has in
terms of available data (Perdue, 1996; Faulkne&d7)L9

When carrying out a portfolio analysis, the objeesi of the study should be clearly identified
and defined, as this is crucial to the quality loé results (Segev, 1995). In the models of
portfolio analysis applied to tourist destinatidghe unit of analysis is the destination itself,

which may be a country (Henshall and Roberts, 198&lantone and Mazanec, 1991;
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McKercher, 1995; Faulkner, 1997), a region (McKerchl995; Perdue, 1996) or a city
(Mazanec, 1995).

The BCG matrix (the first model of portfolio analysdeveloped by the Boston Consulting
Group) can be adapted to and used to analyse ttoudskets (Heath and Wall, 1992).
Calantone and Mazanec (1991) apply this model &ir tmarket portfolio analysis for two
tourist destinations (ltaly and Austria). Perdu®98) adapts it and proposes a Market
Classification System based on actual sales (e@rixis) and the development of potential

sales (horizontal axis).

McKercher (1995) argues that the BCG model wasdesigned to assess the performance of
an organization’s markets. The simplicity of thisdel has led many managers to employ
multifactorial models, where the vertical/extermadis and the horizontal/internal axis are
defined by a series of factors/variables relatingttie markets, the destination and the

competition (Harrel and Kiefer, 1993).

Henshall and Roberts (1985) apply the Industryaktiveness Analysis (a model developed
by McKinsey/GE) to the industry in order to assi&sattractiveness of -generating countries
for New Zealand and the competitive position os tiéstination. The same axes are used by
Mazanec (1995) applied in his analysis of the etjiat position of tourist cities.
Papadopoulos (1989) proposes the use of markatttness as the external axis and NTO

resource availability as the internal axis for Trairist Market Choice Matrix.

McKercher (1995) claims that the existing portfaiimdels do not totally reflect the dynamic
relationship between a destination and its marketfqgdio, and defines the prediction of
market growth as external axis of the matrix arel skage of the life cycle of the market
segments as the internal axis. Like products, nisr&eolve through a life cycle which is
determined by the level of knowledge that the tiarihave of the destination. Thus a

destination can have a portfolio of markets ined#ht phases of their respective life cycles.

Heath and Wall (1992) draw attention to the faet the stability of the product life cycle is
implicit in some portfolio models. However, thosénavuse a market portfolio in should
consider a dynamic model in opposition to the iggtibns of a static model, as markets and
competition are constantly changing (Papadopoul889). Henshall and Roberts’ (1985)

study shows that a portfolio can easily be adamtedflect the developments of markets over
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time. The authors place three distinct periodsrétin the matrix: the past, the present and
the future. The calculations for the past are ni@®=d on the conditions of five years before
and the projection into the future is based omesions of the position of the destination in

five years’ time.

It can be concluded that portfolio analysis is al twhich allows a tourist destination to

compare various market segments and so servesatoaéw its competitive position for the

present and the future. Despite the methodologidédrences evident in previous studies
applied to (in terms of the method of selectionhaf factors involved, the number of factors
considered, the method of calculation of the imgaee of the factors and the type of matrix
used), they all have something in common; the amalgf the individual performance of

generating markets. The main objectives are thetiftation of the markets with the best

potential and the selection of priority market segts (Henshall and Roberts, 1985;
Mazanec, 1995).

2.4 Loan Portfolio
2.4.1 Loan Portfolio Mix

The lifeblood of each lending institution is italoportfolio, and the success of the institution
depends on how well that portfolio is managed. Isodwat have been made or bought and are
being held for repayment. Loan portfolios are thaan asset of banks and other lending
institutions. The value of a loan portfolio depemds only on the interest rates earned on the
loans, but also on the quality or likelihood thaterest and principal will be paid (Luenberger
1993).

Because of the size of the loan portfolio, effeetimanagement of liquidity risk requires that
there be close ties to, and good information floaw, the lending function. Obviously, loans
are a primary use of funds. And while controlliegh growth has always been a large part of
liquidity management, historically the loan porifohas not been viewed as a significant
source of funds for liquidity management (Rabin diméler 2001). Practices are changing,
however. Banks can use the loan portfolio as acgoaf funds by reducing the total dollar

volume of loans through sales, securitization, paordfolio run-off.

Banks offer portfolios of business and corporaenas well as personal loans, including
auto and credit card loans. Bank loans may be itbestby type, purpose, and maturity. Bank
12



loans are priced according to the bank's cost mfi$uplus a premium for the credit of the
borrower and the maturity of the loan. In addititrere are some upfront fees called
origination or processing fees that must be paicgddition, there are commitments for loans
that may never be drawn called lines of credit.lBlaans are usually variable rate loans that
change as the bank's cost of funds varies. Theses lare reset on a regular quarterly or

monthly basis.

2.4.2 Types of Bank Loans
There are many types of bank loans represent tlkedba bank's earnings. The main types

of loans offered by banks are personal loan, basit@an, government loan, mortgage loans,
educational loans and international loans. Allksamspecially local, community banks offer
Personal Loan Portfolio, which is loan for personaé. Personal loans are a type of loan
guaranteed by an individual. Personal loans usualigr to the type of loan necessary to
consolidate many smaller debts, for minor home owpments, college and home repair,
automobile purchase, house improvements and adslitiéor excellent bank customers, an
unsecured line of credit may be possible with Higgs for their use. Credit card loans are
also part of a bank personal loan portfolio. Thg issue is the source of payment. Usually

this is the guarantee of the individual and pogsibllateral from the product purchased.

All banks in addition have business loan portfalibgpes of business loans include lines of
credit for cash flow needs such as payroll andgaboans for expansion including purchasing
buildings, equipment and materials, and loans rfadd guaranteed by the receipts of the
products shipped. Business loans are by far thet ingsortant type of loan source for
medium and large banks. Business loans may alsextended for government assisted
programs such as the Small Businesses. Business &ra almost always guaranteed by a
source of collateral such as a mortgage on a Imgildurchased and perhaps the guarantee of

the company and even key employees of the company.

Government loan portfolios may be made to statelaca authorities and indirectly to the
federal government through the purchase of treabilly, notes, and bonds. Loan types
include basic governmental functions such as watet sewer projects, state and county
maintenance, construction and payroll. This typéoah origination is usually in the 5 to 15
year range with regularly scheduled payments @réast and principal. Often, depending on

the size of the loan a consortium of banks andrdérelers may participate. If the bonds are
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declared as tax exempt from federal taxes the bamktreat the loan as a type of municipal
bond loan. Loans to non-profit organizations wowi$o be considered as a type of

government loan portfolio.

The banks also have mortgage loans portfolios Hieir tcustomers. Many banks have a
business unit dealing with assets financing whittuides housing and assets mortgages. The
banks also have educational loans portfolios wimeagy banks promote education as an
important factor in the economic development thtoaglvancing loans to finance higher

education.

Large international banks have international lgamgfolios where they lend to international

organizations, corporate entities, and other c@stiThis type of loan is usually large and
complex in nature. The bank must take on credit asd currency risk unless the loan is
denominated in dollars. Loan purposes are for dgweént and cash flow and usually mature
in no more than ten years. These are lucrativesib@cause only a few institutions are large

enough to mediate the risk involved.

In fact, banks are taking a more active role in agamg their loan portfolios. While these
activities are often initiated to manage credik rithey have also improved liquidity. Banks
increasingly are originating loans “for sale” orcsgtization. Consumer loans (mortgages,
instalment loans, and credit cards) are routineigimated for immediate securitization.
Many larger banks have been expanding their undiamgrfor the syndicated loan market
(Krapfel et al. 1991). Additionally, banks are also expanding gazkaging and sale of

distressed credits and otherwise undesirable loans.

As part of liquidity planning, a bank’s overall liglity strategy should include the
identification of those loans or loan portfolio s@ents that may be easily converted to cash.
A loan’s liquidity hinges on such characteristissits quality, pricing, scheduled maturities,
and conformity to market standards for underwritibgans are also a source of liquidity
when used as collateral for borrowings (Shapiral, 1987). The ease with which a bank can
participate or sell loans to other lenders or itmess(and the terms on which the bank can do
so) will vary with market conditions, the type afah, and the quality of loan. Information
provided for liquidity analysis should include assassment of these variables under various

scenarios.
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Portfolio management is a continuous process that nimclude analysis of how business
results were achieved, whether such results wilitinae, and how the institution can
maximize its opportunities and provide the greakestefits to its members (Shapigb al,

1987). Because of the inherent risks in lending #red System’s statutory limitations on

lending authorities, each institution must effeelivmanage the loan portfolio.
2.5 Loan Portfolio Management

Lending is the principal business activity for mosimmercial banks. The loan portfolio is
typically the largest asset and the predominatecsoaf revenue. As such, it is one of the
greatest sources of risk to a bank’s safety anddimess. Whether due to lax credit standards,
poor portfolio risk management, or weakness ingbenomy, loan portfolio problems have
historically been the major cause of bank lossekfaitures. Effective management of the
loan portfolio and the credit function is fundanarb a organization’s safety and soundness.
Loan portfolio management (LPM) is the process byictv risks that are inherent in the
credit process are managed and controlled, (Rogeale§ (1992). Because review of the

LPM process is so important, it is a primary sufsmy activity.

Assessing LPM involves evaluating the steps baakagement takes to identify and control
risk throughout the credit process. The assessfioenses on what management does to
identify issues before they become problems. Thedetjune prepared for the benefit of both
examiners and bankers, discusses the elements effentive LPM process. It emphasizes
that the identification and management of risk aghgmoups of loans may be at least as
important as the risk inherent in individual loaRsr decades, good loan portfolio managers
have concentrated most of their effort on prudeagiproving loans and carefully monitoring
loan performance (Scharfstein, Stein 2000). Althoufese activities continue to be
mainstays of loan portfolio management, analysipast credit problems, such as those
associated with oil and gas lending, agricultuealding, and commercial real estate lending

in the 1980s, has made it clear that portfolio ngensishould do more.

Traditional practices rely too much on trailingdicators of credit quality such as
delinquency, nonaccrual, and risk rating trendsikBahave found that these indicators do not
provide sufficient lead time for corrective actiatnen there is a systemic increase in risk.
Effective loan portfolio management begins with mght of the risk in individual loans.

Prudent risk selection is vital to maintaining feadole loan quality. Therefore, the historical
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emphasis on controlling the quality of individuabah approvals and managing the
performance of loans continues to be essential. &after technology and information
systems have opened the door to better managenathbds. A portfolio manager can now
obtain early indications of increasing risk by takia more comprehensive view of the loan
portfolio. To manage their portfolios, bankers mustlerstand not only the risk posed by
each credit but also how the risks of individuahrie and portfolios are interrelated
(Papadopoulos, 1989).

These interrelationships can multiply risk manyesrbeyond what it would be if the risks
were not related. Until recently, few banks usediemo portfolio management concepts to
control credit risk. Now, many banks view the Iqaortfolio in its segments and as a whole
and consider the relationships among portfolio sagm as well as among loans. These
practices provide management with a more complieterp of the bank’s credit risk profile
and with more tools to analyze and control the.riskL997, the OCC’s Advisory Letter 97-3
encouraged banks to view risk management in tefntiseoentire loan portfolio (Calantone
and Mazanec, 1991). This letter identified ninemadats that should be part of a loan
portfolio management process. These elements comeplesuch other fundamental credit
risk management principles as sound underwritingmprehensive financial analysis,

adequate appraisal techniques and loan documentatatices, and sound internal controls.

Portfolio management theory seeks to make the wfossk-adjusted returns and take full

advantage of portfolios through evaluation, diviezation, and other asset management
strategies. Financial management is one of the omyatnon areas of application of portfolio

management theory. Portfolio management theoryshelpestment managers to create a
portfolio of investments to meet the current finahgoals of the company. One of the

fundamental principles of portfolio management tigee to yield value to the business and
manipulate existing value to enhance returns. & theory on how investors can construct
portfolios with a view to optimize market risk amfgrive more returns from a business
(McKercher, 1995).

Portfolio management is the process of definingfplos, evaluating, tracking and studying
portfolio performance, and reporting results tdkstelders. Portfolio management involves
the balancing of risks and rewards for getting gneaeturns. Companies employ portfolio

management for efficiently managing their resourdesrtfolio management theory states
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that every project should be analyzed for risksoimed and the returns expected.
Successfully applying the portfolio management theo practice helps an IT company to
accept projects having lesser size and complemityile the success rate and returns are
more. The core principle of portfolio managementotly is diversification. Many IT
companies risk a major part of their budget on hpiggects, without making a proper risk
analysis (Papadopoulos, 1989). These projectspeathole lot of funds. They also result in
late schedules and missed delivery dates. In cagecps are cancelled midway, a good part
of the investment is lost and the company losesrédibility. A company that accepts many
smaller and closely evaluated projects stands o gwre. Portfolio management theory
holds that investors concerned with wealth managéneve to turn to alternative

investments.

For any organization, the loan portfolio represethis largest and most important asset.
Sustainability of the institution requires ensurihgt portfolio quality remains high. Failure

to do so can lead to costly loan losses and losgwdnue on non-performing loans, and
threaten the financial viability of the institutioRortfolio analysis helps Organizations ensure
that clients are timely with their payments, makitgm better prepared to meet their
obligations in more difficult circumstances. Stropgrtfolio quality and access to accurate
portfolio information also makes an organizationrenesilient during a natural disaster. The
ability to monitor and manage the loan portfolioeien more critical in the advent of a

disaster. Thus the need to ensure that the MISinsnoperational after the disaster has struck

is critical (Papadopoulos, 1989).

Generally accepted standards offer Portfolio ak RFAR) as the best measure of portfolio
quality for micro credit. In normal circumstanc@sPAR is greater than 30 days exceeds 5
per cent, and then the organization must focustiention on improving portfolio quality and
recovering delinquent loans. There is an additionehsure to assess portfolio quality. That
is the provision expense ratio, which demonstraibes cost of provisioning for potential
losses and the Loan Loss Reserve Ratio, which ateliexpected future losses. All these

indicators are useful tools for ongoing managemoéidan portfolio quality.

Natural disasters aggravate poorly performing pda$. Several Organizations that suffered
severe portfolio write-offs after natural disastingnd that they had improved their portfolio

management before the disaster; they could haveceedloss when the disaster occurred
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(Harrel and Kiefer, 1993). This is because clientso are unable or unwilling to pay in
normal times are less able or willing to pay indByof disaster. As clients find it difficult to

make payments, it is likely that the portfolio Wik affected.
2.6 Portfolio Theories
2.6.1 Modern Portfolio Theory (MPT)

Modern portfolio theory (MPT) is a theory of invesnt which tries to maximize portfolio
expected return for a given amount of portfolidisr equivalently minimize risk for a given
level of expected return, by carefully choosing greportions of various assets. Although
MPT is widely used in practice in the financial ustty and several of its creators won a
Nobel Prize for the theory, in recent years thedassumptions of MPT have been widely
challenged by fields such as behavioral econom&sarpe, William 1964). MPT is a
mathematical formulation of the concept of divacsifion in investing, with the aim of
selecting a collection of investment assets thatdadlectively lower risk than any individual
asset. That this is possible can be seen intutibelcause different types of assets often
change in value in opposite ways. For example, witees in the stock market fall, prices in
the bond market often increase, and vice versaolfeation of both types of assets can
therefore have lower overall risk than either indiially. But diversification lowers risk even
if assets' returns are not negatively correlatedie@ad, even if they are positively correlated.
In conventional portfolio theory one typically sseto minimize portfolio variance for a
given expected portfolio return (Markowitz, 1991tda and Gruber, 1995). The centerpiece
of this theory is the capital asset pricing modeAPM) devised by Markowitz (1952).In
spite of criticisms and ongoing concerns abouvaiglity and testability, concepts in CAPM
such as efficient frontier, security market linasset “betas” and so-on are still considered
relevant and important in the selection and managerof portfolios of assets. The key
assumptions of Markowitz's Modern Portfolio The@PT) (Markowitz, 1952) theory are
that asset returns are normally distributed anditheestors face a risk-return trade-off. It is
widely accepted that most asset returns are namalty distributed and this can be seen in
the extreme tail risks in the current crisis and kbng term capital management crisis in
1998. Such events are not covered adequately bgrmah distribution function. In the
property industry, most portfolio optimization ptiges ignore the normality assumption of

asset returns. To complicate matters further, tiwtstime series of property returns data
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further compromises the stability of the estimatetdrns and covariance matrix. In portfolio
literature such issues are referred to as estimadoors. Such deficiencies in the
optimization methodology could provide statistigahcorrect outputs, i.e. portfolio weights.
The appeal of this paper is that it works arouras¢éhshortcomings rather than ignoring them

altogether.

More technically, MPT models an asset's return asrenally distributed (or more generally
as an elliptically distributed random variable)fides risk as the standard deviation of return,
and models a portfolio as a weighted combinatioassiets so that the return of a portfolio is
the weighted combination of the assets' returnsc@ybining different assets whose returns
are not perfectly positively correlated, MPT se&kseduce the total variance of the portfolio
return. MPT also assumes that investors are rdtiand markets are efficient. MPT was
developed in the 1950s through the early 1970swagiconsidered an important advance in
the mathematical modeling of finance. Since theanyntheoretical and practical criticisms
have been leveled against it (Harrel and Kiefe83)9These include the fact that financial
returns do not follow a Gaussian distribution atdad any symmetric distribution, and that
correlations between asset classes are not fixedduvary depending on external events

(especially in crises).

Since von Neumann and Morgenstern (1944), manyrelkers have tried to model portfolio
optimization problems within an expectated utilitaximization framework. Different utility
functions have been used in this approach, anchtist notable recent works in this area are
those of Long (1990) and Luenberger (1993), whegedptimal portfolios are constructed
and analyzed. Single period portfolio optimizatitmeory was initially developed by
Markowitz (1952), where he introduced mean variapedfolio optimization and efficient
portfolio theory, which also led to the one funédhem of Tobin (1958). However, these
single period models were not sufficient to reflébe real financial world which is
dynamically changing over time, and different ajgutees have been devised to solve multi-

period portfolio selection problems.

Merton has used stochastic control theory with iomoius time dynamics to model multi
period portfolio optimization problems by reducitige problem into solving Hamilton-
Jacobi-Bellman equations. His most important cbntions include the two papers: Merton
(1969) and Merton (1971). Since then, a lot ofditare has been produced in expanding the
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model and applying stochastic control theory irafioe. Some of the important works in this

field are summarized in Merton (1990).

Following Harrison and Kreps (1979) and Harrisod &fiska (1981), theories in stochastic
calculus have also been used extensively in soldifigrent problems in finance. This
method has led the development in asset pricingryhdut it has also been introduced to the

portfolio optimization world by Karatzas, Lehoczland Shreve (1987) and Karatzas (1989).

There are other works that are focused on addifigreint constraints to above models, and
on adding transaction costs due to rebalancingoddgeference in reviewing literature in
this area as well as models that are not basedxpacted utility maximization is Korn
(1997).

2.6.2 Expected Utility Theory

It is logical that the explanations rooted in hunzard social psychology would hold great
promise in advancing our understanding of stockketalbehavior. More recent research has
attempted to explain the persistence of anomaleadwopting a psychological perspective.
Evidence in the psychology literature reveals tmatividuals have limited information
processing capabilities, exhibit systematic biaspmocessing information, are prone to
making mistakes, and often tend to rely on the iopirof others. Rabin and Thaler (2001)
discusses the explanation of risk aversion in tkgeeted utility theory is not plausible by
providing examples of how the theory can be wrond misleading. They call for a better
model of describing choice under uncertainty. ln@v widely agreed that the failure of
expected utility theory is due to the failure tocagnize the psychological principles

governing decision tasks.
2.6.3 Relationship Portfolio Concepts

The relationship theories have been contributedmayny management scientists. Fiocca
(1982) explaining various factors associated whit ¢ustomer buying behavior and supplier
relationships. Campbell and Cunningham (1983) psedoa synchronized analysis of
portfolio strategy for marketing management. ThioWaing text reviews their contributions

along with other contributors.
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Fiocca (1982) suggests a number of mechanismssgasaing the proposed axes: “Difficulty
in managing the customer” is a function of the lewé competition for the customer,

customer buying behavior and the characteristicshef product bought by the customer.
“Strategic importance” is determined by the valo&fme of purchases, the potential and
prestige of the customer, customer market leadersmd the overall desirability to the
supplier in making strategic improvements and atapt to customer specifications. The
strength of supplier/customer relationships is mgaeasured by applying a mix of objective,
judgmental or subjective factors that include: ngf relationship; importance of the

customer; friendship; co-operation in product depatent; and social distance.

Customer profitability was calculated by taking teeenue from that customer (gross value
of sales minus the commission paid) and subtradtom it direct costs, pseudo-direct costs
(the costs that could be attributed to groups wiilar customers and therefore apportioned
accordingly) and indirect costs. When the profiigbof each customer was calculated it was
found that about 20 per cent of customers accouftte@0 per cent of profits. Perceived
strength of the relationship was calculated usheg\ariables: technical ability, experience,
pricing requirements, speed of response, frequeh@ontact, degree of cooperation, trust,
length of relationship, friendship and managemestadce (frequency of contact). Their
analysis of two key customers showed that whiléhbeére profitable, the company was
currently not supplying even half of the customeesjuirements and could potentially
significantly increase its own net revenues. Ai@sm of the Fiocca model put forward by
Yorke and Droussiotis (1994) is that it does natogmize the importance of considering
customer profitability. It simply assumes that éifint cells can be associated with different

levels of profitability.

Reviewing back, Campbell and Cunningham (1983) gsed a three-step portfolio analysis
strategy for marketing management. Using the casly ©f a major packaging supplier, they
suggest a three-step analysis using two varialtleach stage. The first step focuses on the
nature and attractiveness of the customer reldtipnssing customer life cycle stage on one

axis and various customer data on the other.
2.6.4 Customer-Supplier Relationship Theories

The conceptual issues in customer-supplier relstipms have been led by Shap#b al.

(1987) and Krapfelet al. (1991). Besides, Turnbull and Zolkiewski (1997)vénaalso
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contributed to these theories subjecting towarda@piate tests. Shapiret al. (1987) in
developing a customer classification matrix focus austomers as profit centres. Three
variables — costs to serve suppliers, customenti@hand management of customers — were
used to investigate the profit dispersion of thetemer portfolio. Four types of costs —
presale, production, distribution and post-sal@isercosts — were used to define the cost to
serve axis. Combining this calculation with the peice charged they found that such

analysis identified a wide range of profit mardowth by customer and type of product sold.

Shapiroet al. (1987) suggest that while many suppliers beliwe if they analyze the
breakdown of their accounts, most accounts will ifstb the “carriage trade” and “bargain
basement” quadrants. Yet, when analysis is actpaitformed, it will usually show that over
half a suppliers’ accounts fall into the “passiegid “aggressive” quadrants. They contend
that “Four aspects of the customer's nature andtigosaffect profitability: customer
economics, power, the nature of the decision-makinigg and the institutional relationship
between the buyer and seller” (Shapatoal, 1987). They further developed the approach
and demonstrated that the grid can be successiglyl to segment customers in mature
industrial markets. Turnbull and Zolkiewski (19950 tested this matrix using the case
study of a UK-based computer systems house andifiddna scatter of customer projects

across the matrix.

Krapfel et al. (1991) define relationship value as a functionfadr factors: criticality,
guantity, substitution and slack. They also useodf@io approach to analyze customer-
supplier relationships and propose a relationshipsdfication matrix based on the concepts

of “relationship value” and “interest commonality”.
2.6.5Value-Based Portfolio Model

This model analyzes optimal portfolio choice ansistonption with values management in
the organization-supplier-customer triadic relasioip. The value concept in the above
relationship governs the customer portfolio decisio terms of formulation of recursive
utility over time. It shows that the optimal potttodemand for products under competition
varies strongly with the values associated withlitend, industry attractiveness, knowledge
management and ethical issues of the organizafioe.extent of business values determines
the relative risk aversion in terms of functionaidalogistical efficiency between the

organization and supplier while the switching atté may influence the customers if the
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organizational values are not strong and sustanabthe given competitive environment.
The model assumes that a high functional valuegrated with the triadic entities would

raise the market power of the organization, sustkcisions of customer portfolios and
develop long-run relationships thereof. The custoneue concept is utilized to assess
product performance and eventually to determinecthrapetitive market structure and the
product-market boundaries (Campbell and Cunningh883)

The value based portfolio model explains that th&ie based customer portfolios would
enhance the customer value as the product effigieieoved from the customers' perspective,
i.e. as a ratio of outputs (e.g. resale valuealdity, safety, comfort) that customers obtain
from a product relative to inputs (price, runningsts) that customers have to deliver in
exchange. The derived efficiency value can be wtded as the return on the customer's
investment. Products offering a maximum customéuwevaelative to all other alternatives in

the market are characterized as efficient. Marketigooning is achieved endogenously by
clustering products in one segment that are bendtedaby the same efficient peer(s)

Turnbull and Zolkiewski (1997). This ensures thalygoroducts with a similar output-input

structure are partitioned into the same sub-markseta result, a sub-market consists of

highly substitutable products.
2.7 Financial Performance

Three widely used financial ratios to measure sulyeare the debt-to-asset ratio, the equity-
to-asset ratiand the debt-to-equity ratio (Quach, 2005). Theseet solvency ratios provide
equivalent information, so the best choice is 8wica matter of personal
preference.Profitability measures the extent to which a business genergtediafrom the

factors of production: labor, management and chpita

A subjective measure of how well a firm can useessfrom its primary mode of business
and generate revenues. This term is also used general measure of a firm's overall
financial health over a given period of time, amath e used to compare similar firms across
the same industry or to compare industries or sedto aggregation (Copisarow, 2000).
There are many different ways to measure finarpeaiormance, but all measures should be
taken in aggregation. Line items such as reverum fsperations, operating income or cash

flow from operations can be used, as well as total sales. Furthermore, the analyst or
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investor may wish to look deeper into financiatestaents and seek out margin growth rates

or any declining debt.

The financial performance assessment is devoicdsumh a multitude of options and
methodologies despite critical importance of finahsustainability. Though an ambition for
sustainable institutions has been often articulatedre was also an opinion that most
financial institutions working in this field haveebn unsustainable. Research studies have
shown that this is predominantly connected to teecgption of micro borrowers’ risk and
creditworthiness, and the diseconomies of scalanaking small loans (Quach, 2005).
According to Dayson et al., (2006), MicrofinancesHaeen attractive to lending agencies

because of demonstrated sustainability and lowafogperations.

2.7.1 Measures of Financial Performance

Liquidity measures the ability of the business to meet fimhobligations as they come due,
without disrupting the normal, ongoing operatiofishe business. Liquidity can be analyzed
both structurally and operationally. Structuralidjty refers to the balance sheet (assets and
liabilities) and operational liquidity refers tostaflow measures. On the other hand Quach,
(2005) indicated thagolvency measures the amount of borrowed capital bgehe business
relative the amount of owner’'s equity capital ineesin the business. In other words,
solvency measures provide an indication of thertmss’ ability to repay all indebtedness if
all of the assets were sold. Solvency measuresptsade an indication of the business’
ability to withstand risks by providing informatioabout the farm’s ability to continue

operating after a major financial adversity.

Zenios et al. (1999) indicated that three widelgdifinancial ratios to measure solvency are
the debt-to-asset ratio, the equity-to-asset ratid the debt-to-equity ratio. These three
solvency ratios provide equivalent information, tbe best choice is strictly a matter of
personal preference. Profitability measures therexto which a business generates a profit
from the factors of production: labor, managememnt eapital. Profitability analysis focuses
on the relationship between revenues and expemseerathe level of profits relative to the

size of investment in the business.

Four useful measures of firm profitability are tia¢e of return on firm assets (ROA), the rate

of return on farm equity (ROE), operating profit ngia and net firm incomeThe ROA
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measures the return to all firm assets and is aféex as an overall index of profitability, and
the higher the value, the more profitable the flbosiness. The ROE measures the rate of
return on the owner’s equity employed in the firosimess. It is useful to consider the ROE
in relation to ROA to determine if the firm is magia profitable return on their borrowed

money (Zenios et al. 1999).
2.8 Loan Portfolio and Financial Performance

The lending function is considered by the bankimdustry as the most important function for
the utilization of funds. Since, banks earn theighbst gross profits from loans; the
administration of loan portfolios seriously affeth® profitability of banks. Indeed, the large
number of non-performing loans is the main causéaotk failure. Banks are learning to
review their risk portfolios using the criteria dadown by Basel 1l (2005). Among the
revisions was a new requirement for banks that megecific risk to measure and hold
capital against default risk that is incrementahmny default risk captured in the bank’s value-
at-risk model. The incremental default risk chavges incorporated into the trading book
capital regime in response to the increasing amoftieixposure in banks’ trading books to
credit-risk related and often illiquid products veeorisk is not reflected in value-at-risk.
Greenspan has indicated that Basel's goal is tocendoankers to improve their risk
management capability, including how the institniqorice products, reserve for loss, and

control their operations (Rehm, 2002).

With respect to financial performance, banks now warious measures to assess bank
efficiency and related functions in the bank legdamocess. Traditionally, banks determined
operating efficiency by using measures of bankifability, such as return on equity, return

on assets, and return on investment; also, bardd operational ratios, such as monetary

output per staff member, and total operating expepgr unit of output.

Banks adopted data envelopment analysis (DEA) en1i®90s as the principal method for
assessing bank efficiency. DEA is a linear-programgmmethod initially developed by

Charnes et al. (1978) to measure the comparativdorpgance of homogeneous
organizations. The objective of DEA was to buildedficiency frontier of inputs and outputs,
where production is maximized under fixed costscosts are minimized under restricted
production. Thanassoulis (1999) concluded that avdre increasingly using DEA as a tool

for assessing, monitoring, and improving perfornganthe system is widely discussed in
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recent literature containing banking financial periance studies. Sherman and Gold (1985),

adopted DEA as a tool for assessing corporate hgrgerformance.

Thanassoulis (1999) and Zenios et al. (1999) usedXEA method to assess bank branch
performance. Kantor and Maital (1999) combined amggrated activity based-costing
(ABC) and DEA management tools for measuring cast$ performance of bank branches.
Grasing (2002) described the efforts of the Nolaam@any to develop benchmarks for
commercial banks involving many of the top perfarghibanks. The goal of establishing the
benchmarked banks was to establish drivers of lggHormance. The cost per each
completed loan, the cost per thousand dollars afdpthe non-interest revenue from each
loan per each thousand dollars, the total numbkyaois per employee, and the dollar amount

of loans per employee were used as the performaeesures for commercial banking.

As reported by Boucher (1996), measuring the priddtyc of a loan portfolio is the key to
improving commercial lending performance. The paitlity measure of a loan portfolio is
quarterly loan sales. The manager can use thisniaon to analyze the loan portfolios'
guarterly productivity. Perro and Ruoff (1997) ugbeé value tree to depict some of the
values and risk drivers for commercial lending. Thizers of lending revenue are operating
fees and interest income that are driven by newd@and existing loan volumes. The drivers
of lending expenses consist of interest expenseratipg expense, loss revenues and

unexpected losses in commercial loans.

Their financial performance measures are compairiéd tive characteristics based on final
versus internal measures, monetary vs non-monetagsures, and the degree of aggregate.
In the studies of Grasing and Boucher, as welllasd of Perro and Ruoff, all of the
performance measures are final measures. Usingd ring@sures as the primary tools to
evaluate lending performance, however, may resultthe following problems: Final
measures used to evaluate final outputs of theirlgnprocess cannot predict in advance
whether a lending operation may become a problem.®hat is, the final measures cannot

reduce the operational risk of lending in advance.

In general, the period of lending will be long terma minimum of three or five years.
Performance measures of the lending should coratentin the quality rather than the
guantity of the loan. Therefore, when using finaasures as indicators of evaluating loan

performance, quarterly or yearly measures are nobmpatible with regular financial
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performance measures. A borrower may pay in acocelaith the bank's requirements for
one period, but in the next period, he or she ¢alate or breach the agreement. The regular
loan performance measure emphasizes cash flowutmdylects the quality of each lending

process, leading to a possibly biased performareasare.

To resolve these problems that can occur when digiagmeasures as financial performance
indicators, commercial institutions choose interpalformance measures of bank lending
activities as the main analytical core for our gtddr various reasons. First, the internal
measures used can evaluate internal outputs dénldéng process. Therefore, these measures
can prevent problems loans from occurring in therks Second, the internal measures can
be compatible with a bank's regular performancertqug or yearly measures. Third, the
internal measures are based on quality not quaatity a quality-based measure can prevent
a possible bias in measuring banking loan perfoomaffrom an accounting perspective,
loans should be recognized as being impaired aoéssary provisions should be made, if it
is likely that the bank will not be able to colledt the amounts due — principal and interest —
according to the contractual terms of the loan exgent(s). Loan loss provisioning is thus a
method that banks use to recognize a reductiohanr¢alizable value of their loans for a
sustainable financial performance. Bank manage¥seapected to evaluate credit losses in
their loan portfolios on the basis of availableommfiation — a process that involves a great
deal of judgment and is subject to opposing ineesti Sometimes banks may be reluctant to
account for the whole amount of incurred lossesbse of the negative effect of provisions
on profits and on shareholders' dividends. In otteses, if provisions are tax-deductible,
banks have an incentive to overstate their losgigions and to smooth profits over time in

order to reduce the amount of tax liability (Lauaind Majnoni, 2003).

What provision actually refers to can be understoooh the urge to set aside any amount for
probable loss of revenue? Making provision stemineoh the credit transactions such as
credit sales. Sales on any basis other than fdr oaske possible the subsequent failure to
collect the account. An uncollectable account redde is a loss of revenue that requires,
through proper entry in the accounts, a decreatieeiasset accounts receivable and a related
decrease in income and stockholders' equity. Reupttie bad debt expense recognizes the
loss in revenue and the decrease in income. Ofwtbemethods of recording uncollectable
accounts receivable, the allowance method is apijatepin situations where it is probable

that an asset has been impaired and that the arnbtim loss can be reasonably estimated
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since the collectability of receivables is consgdel loss contingency. A receivable is a
prospective cash inflow, and the probability of étdlection must be considered in valuing
this inflow (Kieso et al., 2001).

2.9 Empirical Evidence

Empirical evidence studies focusing on loan potf@nd financial performance of banks
have been conducted. Jaffee and Russell (1976 fthat the optimal loan size depends on
the marginal loan loss, and not on the initial fadi@ position of the MFI. Tse, (1996a)
shows that under conditions of uncertainty wheradifrisk is present, and if absolute risk
aversion is increasing in wealth, a rise in prdiiity of the bank will lower the amount of
asset to be allocated in risky loans even if credlit be properly priced. This is an important
indicator of the profitability of the MFI.

In their study, Edmister and Hatfield, (1995) olbserrthat few institutions reported financial
and outreach data at a sufficiently high standaney further found that relevant information
plays a crucial role both in internal managementiarconvincing outsiders (donors, lenders,
investors, depositors, regulatory authorities) led soundness of an institution. Inability to
provide such information will slow the developmefitan institution and limit its access to
funding.

Ngene (2002) did an empirical investigation intotfwio performance measures by pension
fund managers and the challenges they face ingbiortihanagement in Kenya. They found
out that many investors mistakenly base the suanfegeir portfolios on returns alone. Few

consider the risk that they took to achieve theserns.

Also, Maina (2003) carried out a research on thle based capital standards and the riskiness
of bank portfolios in Kenya. The study establistieat the challenges include taxes, investor
preferences, portfolio constraints, lack of knowgedrom consultants and cultural hurdles.
The study thus shows that these challenges legldaction in return on assets, financial self
sufficiency and portfolio yield. It was also cletlrat multi-divisional firms sometimes
overinvest capital in weak divisions and underitvesn stronger ones; and this adversely

affects the profitability of the entire businessugp.
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Obusubiri (2006) conducted a study on corporateiaboesponsibility and portfolio
performance at the NSE, while Mbote (2006) did seaech on the relationship between the
type of mortgages and the level of non-performmanl portfolio in the mortgage companies

in Kenya.

Koyengo (2005) conducted an evaluation of inves&turns under active versus passive
equity portfolio management strategies and fourad kiigher productivity growth generates
income that is partly channelled to bank profitsl @inat well-capitalized banks face lower
need to external funding and lower bankruptcy aundding costs; and this advantage

translates into better profitability.

According to Ndung'u (2003), sound asset and lighimanagement have significant
influence on profitability. Among the external fart, high market interest rate was found to
have an adverse effect on financial institutiom&itability in Kenya. The study also found
that the prerequisites to operational efficienaglude the adaptation of an effective service
delivery methodology and significant institutior@mpetence in such areas as delinquency

control, information management, and staff develepin

Mbote (2006), did a study on the relationship bemvthe type of mortgages and the level of
loan portfolio in the mortgage companies in Kenyhilev Maithulia (1995), studied the
portfolio diversification: an empirical investigati of Commercial banks in Kenya. These
studies established that few institutions repofiteancial and outreach data at a sufficiently
high standard and that inability to provide sudeimation will slow the development of an

institution and limit its access to funding.

Kenya due to poor loan portfolio procedures thdeaéd their financial performance
(Waweru and Kalani, 2009). They argued that padfoiodels, although not frequently used
in management, can indeed be adapted by commerstaltions and other organizations in

the sector to establish a sustainable financidbpaance.
2.10 Summary of Literature Review

Portfolio management is a discipline in which congal projects, to a certain extent, utilize
the same management, where issues stretch beyendctpe of the project, and where

interdependencies not manageable by a single prajedo be managed by a portfolio head
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or “boss of projects. The account officer is a ¢adichoice because he or she knows more
about the credit than anyone else and should haoasa to timely financial information from
the borrower. Segmentation of the market is alspontant in order to be able to determine
differences which are useful in selecting targetke®s. It can be concluded that portfolio
analysis is a tool which allows a tourist destiatio compare various market segments and

SO serves to evaluate its competitive positiortHerpresent and the future.

Assessing LPM involves evaluating the steps bankagement takes to identify and control
risk throughout the credit process. Portfolio mamagnt theory seeks to make the most of
risk-adjusted returns and take full advantage offplios through evaluation, diversification,
and other asset management strategies. A subjettdasure of how well a firm can use
assets from its primary mode of business and geneeaenues. The financial performance
assessment is devoid of such a multitude of opt@md methodologies despite critical
importance of financial sustainability. The lendifhgction is considered by the banking
industry as the most important function for thdization of funds. Sometimes banks may be
reluctant to account for the whole amount of inedrtosses because of the negative effect of
provisions on profits and on shareholders' dividerithe studies reviewed above are mainly
done in the developed countries whose institutioas portfolio practices and techniques are
different from that of firms in Kenya. Thereforbgete exist a research gap on the relationship
between loan portfolio and financial performanceaimercial banks in Kenya. This study
therefore seeks to fill this literature gap by istigating the relationship between loan

portfolio and financial performance of commerciahks in Kenya.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1 Introduction

This chapter presents the methodology that was tsexrry out this study. The chapter
presents the research design, the population,cdéleection method and instruments and data

analysis.

3.2 Research Design

For the purposes of this study, the researcher naadal research design. A cause-effect
research design (causal) was chosen because itesnidie researcher to generalize the
findings to a larger population. This study wasdifiere able to generalize the findings to all
the commercial banks in Kenya. Causal Researcloegthe effect of one thing on another
and more specifically, the effect of one variabte another (Dooley, 2007). According to

Walliman and Nicholas (2001), causal-comparatiseagch attempts to identify a causative
relationship between an independent variable amtb@endent variable. This design was
appropriate in investigating the relationship betwéan portfolio composition and financial

performance of commercial banks in Kenya.

3.3 Population of the Study

Target population in statistics is the specific ylagion about which information is desired.
According to Ngechu (2004), a population is a wdgfined or set of people, services,
elements, events, group of things or householdsatebeing investigated. This definition
ensures that population of interest is homogenedhs. target population composed of 43
commercial banks in Kenya (CBK Handbook, 2008). Fhdp and Mugenda, (2003),
explain that the target population should have sobservable characteristics, to which the

researcher intends to generalize the results ofttidy.

3.4 Sample Population
The population of interest of this study was seéaising simple random sampling method

to come up with a sample size of thirty (30) comerabanks. In this method from the target
population, a starting point was chosen at randamma, thereafter at regular intervals. The
method spreads the sample more evenly over thelgtapu and is easier to conduct
(Mugenda and Mugenda 1999).
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3.5 Data Collection

For the purpose of this study, the researcher maised secondary data. The researcher
mainly collected quantitative data on business ,garsonal loans, mortgages, education
loans, government Loans and profitability of thenksm Secondary data involved the

collection and analysis of published material anfbrimation from other sources such as
annual reports, published data. Thus in this sttiily researcher employed the use of
published data on loan portfolio and financial parfance of the bank. Cooper and Schindler
(2003) further explain that secondary data is a@ulisguantitative source for evaluating

historical or contemporary confidential or pubkzords, reports, government documents and

opinions.

3.6 Data Analysis
The secondary data was collected on the economiiststs available at Kenya Bureau of

Statistics from 2003 to 2008 (5 year period). Tlaadanalysis was done by using the
Statistical Package for Social Sciences (SPSS &ferkr.0). The study thus used inferential
statistics in the data analysis whereby correlatofinearity and logistic regression models
were used. To empirically ascertain the operatifigiency and loan portfolio indicators

usage by commercial banks in Kenya, a multiple eggjon model was used. While no
specification test is used to support using thedmfunction, it is evident that the linear
functional form is widely used in the literaturedaproduces good results (Bourke, 1989).
The majority of studies on profitability, produdtivand efficiency such as Bourke (1989),
used linear models to estimate the impact of varitactors that may be important in

explaining what indicators are used by a given firm

In order to eliminate the possibility of obtainisgurious correlations, the study ensured that
all the variables incorporated into the predicteddel are clearly established, in the
literature. Regression estimates were derived ugiagsimple ordinary least squares (OLS)
method as used by Greene, (2004). This is becategstically, least squares estimates are
the most reliable regression estimates becaudeeofdeneral quality of minimized bias and
variance. In testing for significance of the regiess a significance limit at 15 per cent was

used. The logistic regression used in this modet wa
Y:'B0+'81|n(x1) +'82|n(xz) +'83|n(X3) +'84 In(X4)+'85In(X5)+8
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Whereby Y =profitability of the bank (ROA) as thepgndent variable while independent
variable includes; X = business loan/total loan,,X personal loans/total loan,3X=
mortgages/total loan, & Education loans/total loan and X government Loans/total loan.
Bois the Y interceptp; . to f10are the coefficients of the macroeconomic variakliage In

is the natural logarithm of the macroeconomic \aea (X ... X10) ande = Error term.
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CHAPTER FOUR: DATA ANALYSIS AND INTERPRETATION OF T HE RESULTS

4.1 Introductions

This chapter presents the research findings orstixdy on the relationship between loan
portfolio and financial performance of commercianks in Kenya. The data was collected

on a sample of 30 commercial banks for the perogjing from 2004 to 2008.

4.2 Data Analysis and Interpretation

A multivariate regression model was applied to deiee the relationship between loan
portfolio composition and financial performancecoimmercial banks in Kenyahe logistic

regression used in this model is:

v =B Binxy +Bainixa) +Painxa) +Painexa +Boinxs) + ¢

Whereby Y =profitability of the bank (ROA) as thepkndent variable while independent
variable includes; X = business loan/total loan, X personal loans/total loan,3X=
mortgages/total loan, & Education loans/total loan and X government Loans/total loan.
Bois the Y interceptp;. to f10are the coefficients of the macroeconomic variabliage In

is the natural logarithm of the macroeconomic \&esa (X .. X1g) ande = Error term
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4.2.1 Year 2004 Analysis and Interpretations
Table 1: Model Summary for 2004

Change Statistics
Std. Error R
R Adjusted of the Square F Sig. F
Model R Square| R Square| Estimate | Change| Change| dfl | df2| Change
1 .097(a)] .009 .981 4.223 .009 009 1| 1 .938

Source, Research Data

a Predictors: (Constant), business loan , perdoaas , mortgage loans, education loan and

government loans .

Adjusted R is called the coefficient of determination andstals how the profitability of

commercial banks in Kenya varied with variatiorbumssiness loan, personal loans, mortgage

loans, education loan and government loans. Frdme @bove, the value of adjusted iR

0.981. This implies that, there was a variatior®®f1% of profitability of commercial bank

with business loan, personal loans, mortgage |lahg;ation loan and government loans at a

confidence level of 95%. This means that 98.1%haf profits of commercial banks are

attributable to the types of loans extended byctimamercial banks.

Table 2: 2004 Coefficients results

Unstandardized Standardized
Model Coefficients | Coefficients t Sig.
Std.
B Error Beta

1 (Constant) 1.833 3.156 1.839 .017
business loan 1.771 .061 .017 .097 .038
personal loans 0.286 .038 .024 .061 .023
mortgages loan 1.358 311 .011 .090 .078
Education loans 0.116 .018 .023 .094 .023
government Loans| 0.574 418 .097 .097 .067

Source, Research Data
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a Predictors: (Constant), business loan , perdoaak , mortgage loans, education loan and
government loans . From the data in the above téidee is a positive relationship between
profitability of commercial banks and business kapersonal loans, mortgage loans,

education loans and government loans.

In 2004 the established regression equation was
Y =1.833+1.771 X+ 0.286 % + 1.358 % + 0.116X% + 0.574 %

From the above regression model, it was found phafitability of commercial bank would
and at 1.8833 holding business loan, personal Joaestgage loans, education loan and
government loans. A unit increase in business vaunld lead to increase in profitability of
commercial bank by factor of 1.771, also unit ies® in personal loan would lead to
increase in profitability of commercial bank bycfiar of 0.286, a unit increase in mortgage
loan would result to increase in profitability adramercial bank by a factor of 1.358, also
unit increase in education loan would result toéase in profitability of commercial bank by
factor of 0.116,further unit increase in governmdo&n would result to increase in
profitability of commercial bank by factor of 0.57%his information shows that business
loans, mortgages and government loans have gretigat on profitability of commercial
banks, with the highest impact being that of bussnlmans followed by mortgage loans,

government loans, personal loans and lastly edutloans.
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4.2.2 Year 2005 Analysis and Interpretations
Table 3: Model Summary for 2005

Change Statistics
Std. Error R
R Adjusted of the Square F Sig. F
Model| R Square| R Square| Estimate | Change | Change| dfl Change
1 .098(a)] .009 972 3.441 .0089| .0089| 1 .928

Source, Research Data

a Predictors: (Constant), business loan , perdoaas , mortgage loans, education loan and
government loans .

Adjusted R tells us how the profitability of commercial barikskenya varied with variation

in business loan, personal loans, mortgage loahgation loan and government loans. From

table above, the value of adjusted iR 0.972. This implies that, there was a variatidn

97.2% of profitability of commercial bank with busiss loan, personal loans, mortgage
loans, education loan and government loans at fidemte level of 95%. This means that

97.2% of the profits of commercial bank are attidgtle to the types of loans extended by the

commercial banks.

Table 4: 2005 Coefficient’s results

Unstandardized Standardize(
Model Coefficients | Coefficients t Sig.
Std.
B Error Beta

1 (Constant) 1.441 3.156 1.839 .017
business loan 1.386 .067 .095 .095 .048
personal loans 0.142 .051 .091 .091 .005
mortgages loan 1.215 411 .094 .094 .013
Education loans | 0.374 .518 .093 .093 .014
government Loans| 0.742 .031 .061 .021 .005

Source, Research Data
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a Predictors: (Constant), business loan , perdoaak , mortgage loans, education loan and

government loans .

In 2005 the established regression equation was
Y =1.441 +1.386 X+ 0.142 % + 1.215 % + 0.374 % + 0.742 %

From the above regression model, it was found phafitability of commercial bank would

and at 1.441 holding business loan, personal loamsigage loans, education loan and
government loans. A unit increase in business vaunld lead to increase in profitability of

commercial bank by factor of 1.386, also unit imse in personal loan would lead to
increase in profitability of commercial bank bycfiar of 0.142, a unit increase in mortgage
loan would result to increase in profitability adramercial bank by a factor of 1.215, also
unit increase in education loan would result toéase in profitability of commercial bank by
factor of 0.374,further unit increase in governmdo&n would result to increase in
profitability of commercial bank by factor of 0.74Zhis information shows that business
loans, mortgages and government loans have thetegteaffect on profitability of

commercial banks, with the highest impact being dfidusiness loans followed by mortgage

loans, government loans, educational loans anly lastsonal loans.
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4.2.3 Year 2006 Analysis and Interpretations
Table 5: Model Summary for 2006

Change Statistics
Std. Error

R Adjusted of the R Square F Sig. F
Model| R | Square R Square| Estimate | Change | Change dfl | df2| Change

1 .95(@) .009 .961 4.605 .009 009 1 1 .678

Source, Research Data

a Predictors: (Constant), business loan , perdoant , mortgage loans, education loan and
government loans .

Adjusted R tells us how the profitability of commercial barikskenya in 2006 varied with
variation in business loan, personal loans, modgdagns, education loan and government
loans. From table above, the value of adjustédsF0.961. This implies that, there was a
variation of 96.1% of profitability of commercialbk with business loan, personal loans,
mortgage loans, education loan and government laarss confidence level of 95%. This
means that 96.1% of the profits of commercial bank attributable to the types of loans

extended by the commercial banks.
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Table 6: Coefficient’s results for 2006

Unstandardized | Standardized
Model Coefficients Coefficients t Sig.
Std.
B Error Beta

1 (Constant) 1.918 1.715 3.133 .052
business loan 1.451 .61 .074 .082 .108
personal loans 0.200 .063 .051 .064 .315
mortgages loan 1.179 .057 .075 .023 .208
Education loans 0.332 .67 .091 .021 .013
government Loans .823 .61 .067 .048 .018

Source, Research Data

a Predictors: (Constant), business loan , perdoaak , mortgage loans, education loan and

government loans .

The established regression equation for 2006 was
Y =1.918 + 1.451 X+ 0.200 % + 1.179 % + 0.332 %+ 0.823 X%

From the above regression model, holding busitess, personal loans, mortgage loans,
education loan and government loans to constard iewas found that profitability of
commercial bank would and at 1.918. A unit increiaseusiness loan would lead to increase
in profitability of commercial bank by factor of4b1, also unit increase in personal loan
would lead to increase in profitability of commiaidank by factor of 0.2, a unit increase in
mortgage loan would result to increase in profltabiof commercial bank by a factor of
1.179, also unit increase in education would resulhcrease in profitability of commercial
bank by factor of 0.332,further unit increase ivggmment loan would result to increase in
profitability of commercial bank by factor of 0.82Bhis information implies that business

loans, mortgages and government loans have greapact on profitability of commercial
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banks, with the highest impact being that of bussnlmans followed by mortgage loans,

government loans, educational loans, personal lcespectively.

4.2.4 Year 2007 Analysis and Interpretations
Table 7: Model Summary for 2007

Change Statistics

Std. Error R
R Adjusted of the Square F Sig. F
Model R Square| R Square| Estimate | Change| Change dfl | df2| Change

.939(a)] .882 .878| 4.4611242 0089 .0089 1| 1 928

Source, Research Data

a Predictors: (Constant), business loan , perdoaas , mortgage loans, education loan and
government loans .

Adjusted R tells us how the profitability of commercial barikskenya varied with variation

in business loan, personal loans, mortgage loahgagion loan and government loans. From
table above, the value of adjustetliR0.878. This implies that, there was a variaB@8%

of profitability of commercial bank with busineseah, personal loans, mortgage loans,
education loan and government loans at a confidve of 95%. This implies that, 87.8%
of change in profitability of commercial bank ispéained by business loan, personal loans,
mortgage loans, education loan and government IoBims other factors are captured by
12.2% only. This means that 87.8% of the profite@imercial bank are attributable to the

types of loans extended by the commercial banks.

Table 8: Coefficients results for 2007

Unstandardized Standardized
Model Coefficients Coefficients t Sig.
B Std. Error Beta
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1 (Constant) 1.539 0.506 5.012 1.452
business loan 1.629 0.711 0.259 3.224 0.001
personal loans | 0.302 0.659 0.081 1.065 0.288
mortgages loan |1.322 0.054 0.119 1.496 0.136
Education loans |0.241 0.512 0.254 1.548 0.156
government Loan| 0.822 0.054 0.119 1.496 0.121

Source, Research Data

a Predictors: (Constant), business loan , perdoaak , mortgage loans, education loan and

government loans .
In 2007 the established regression equation was
Y =1.539 + 1.629X+ 0.302 % + 1.322 % + 0.241 X + 0.822 %

From the above regression model, it was found phafitability of commercial bank would
be at 1.589 holding business loan, personal loamwtgage loans, education loan and
government loans to a constant zero. A unit in@éadusiness loan would lead to increase
in profitability of commercial bank by factor of @29, also unit increase in personal loan
would lead to increase in profitability of commiatdank by factor of 0.302, a unit increase
in mortgage loan would result to increase in padiility of commercial bank by a factor of
1.322, also unit increase in education would resulhcrease in profitability of commercial
bank by factor of 0.241,further unit increase ivgmment loan would result top increase in
profitability of commercial bank by factor of 0.82Zhis information shows that business
loans, mortgages and government loans have thetegteaffect on profitability of

commercial banks with the highest being that ofriess loan followed by mortgages loan.

42



4.2.5 Year 2008 Analysis and Interpretations
Table 9: Model Summary for 2008

Change Statistics
Std. Error R
R Adjusted of the Square F Sig. F
Model| R Square, R Square| Estimate | Change| Change dfl | df2| Change
1 .895(a)] .800 .718 .59353 .009 009 1| 1 .938

Source, Research Data

The adjusted Ris known as coefficient of determination and il telriation in dependent

variable due to changes in independent variabten fthe above table the adjustet Ras

0.718 which tell us there was a 71.8% variatioprofitability of commercial banks due to

changes in business loans , personal loans , ngerigans, education loan and government

loans. This means that 71.8% of the profits of camuial bank are attributable to the types

of loans extended by the commercial banks whil@%8is attributable to other non loans

factors.

Table 10: Coefficients results for 2008

Unstandardized Standardized
Model Coefficients Coefficients t Sig.
B Std. Error Beta
1 (Constant) 1.684 1.457 470 .645
business loan 1.330 225 369 1.466 161
personal loans 0.352 209 300 1.681 111
mortgages loan 1.437 249 226 1.759 .097
Education loans 0.306 282 310 1.088 .292
government Loan 0.941 289 331 2.218 .040
Source, Research Data
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a Predictors: (Constant), business loan , perdoaak , mortgage loans, education loan and

government loans .
In 2008 the established regression equation was
Y =1.684 + 1.330 X+ 0.352 % + 1.437 % + 0.306 X% + 0.941 %

From the above regression model, it was found phafitability of commercial bank would
be at 1.684 holding business loan, personal loamstgage loans, education loan and
government loans to a constant zero. A unit in@eadusiness loan would lead to increase
in profitability of commercial bank by factor of 330, also unit increase in personal loan
would lead to increase in profitability of commiatdank by factor of 0.352, a unit increase
in mortgage loan would result to increase in padiility of commercial bank by a factor of
1.437, also unit increase in education would resulhcrease in profitability of commercial
bank by factor of 0.306,further unit increase irvgmment loan would result to increase in
profitability of commercial bank by factor of 0.94This information shows that business
loans, mortgages and government loans have thetegteaffect on profitability of
commercial banks with the highest being that of tgamyes loan followed by business loan,

government loans, personal loans and educatioaasleespectively.
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CHAPTER FIVE: SUMMARY OF FINDINGS, CONCLUSIONS AND
RECOMMENDATIONS

5.1 Introduction

This chapter presents the discussions drawn frend#ita findings analyzed and presented in
the chapter four. The chapter is structured intenreary of findings, conclusions,

recommendations and areas for further research.

5.2 Summary of Findings and Conclusions

5.2.1 Summary of Findings

The study found that the regression equation ferpgariod 2004 to 2008 to determine the
relationship between loan portfolio and financiatfprmance of commercial banks in Kenya

were:

Year 2004:

Y =1.833+1.771 X+ 0.286 % + 1.358 % + 0.116X% + 0.574 X%

Year 2005:

Y =1.441 +1.386 X+ 0.142 % + 1.215 % + 0.374 % + 0.742 %

Year 2006:

Y =1.918 + 1.451 X+ 0.200 % + 1.179 % + 0.332 X%+ 0.823 %

Year 2007:

Y =1.539 + 1.629X+ 0.302 % + 1.322 % + 0.241 X% + 0.822 %
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Year 2008:

Y =1.684 + 1.330 X+ 0.352 % + 1.437 %X + 0.306 X% + 0.941 %

From the above regression model for the five ye#rs, study found that there exist a
relationship between loan portfolio and performafm®fitability) of commercial banks in
Kenya. The study found the intercept to vary thowgtin the highest value being 1.918 and
the lowest being 1.441, this mean that profitapildf commercial banks would range
between 1.918 and 1.441 holding the types of leatsnded to customers to a constant zero.
The study also found the coefficient of businesanjopersonal loans, mortgage loans
education loans and government loans vary posiitte business loans, mortgage loans and
government loans having the highest coefficiens threater effect on financial performance
of commercial banks in Kenya. This could be attdle to their highest rate of interest
charged, high demand and low default rate due turidg offered. Personal loans and
education loans had the lowest coefficient whichidde attributed to their low interest rates

and high defaults rates in personal loans.

For commercial banks to remain profitable they nmadsipt the best techniques in managing
their loan portfolio since the lifeblood of eacimdéng institution is its loan portfolio and the
success of the institution depends on how well gmatfolio is managed. Loans that have
been made or bought and are being held for repatyrhean portfolios are the major asset of
commercial banks and other lending institutionse Value of a loan portfolio depends not
only on the interest rates earned on the loansalsat on the quality or likelihood of that

interest and principal being repaid (Luenberger3)99
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5.2.2 Conclusions

The study concludes that there exists a relatipnbleitween loan portfolio and financial
performance of commercial banks in Kenya; Loanfpbas are the major asset of banks and
other lending institutions. The value of a loantfmdio depends not only on the interest rates
earned on the loans, but also on the quality a@lilikod that interest and principal will be
paid (Luenberger 1993). Because of the size ofdhe portfolio, effective management of
liquidity risk requires that there be close tiesand good information flow from, the lending
function. Obviously, loans are a primary use ofdsinThe study also concludes that every
bank should strive to have the best loans mix as# found that some types of loans have
greater effects on performance of commercial bmls commercial bank must have the best
loan portfolio for them to leap more profits frolmese loans. Commercial banks in Kenya
should concentrate on advancing more of businessland mortgage loans since they were
found to strongly influence profitability of the fies. Therefore a large percentage of loan
portfolio composition should made of mortgage loafsllowed by business loans,

government loans, personal loans and educatioaakleespectively.

On the other hand commercial banks should not ether non loans factors as found out
for they have fair constant contribution varyinghim a low range between 1.441 and 1.918

to the overall profitability of commercial banksKenya.

5.3 Recommendations

The study recommends that for commercial bankentamn profitable they should have loan
portfolio management which will help them in makipgudent decisions about loan
investment mix and policy, matching investmentsligectives. Level of loan asset allocation
for banking institutions should be balanced agaiis&t and financial performance. Portfolio

management techniques employed by banks shoulds foware on strategic issues for a
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portfolio of projects and the ability to achieveras¢égic objectives. The study further
recommends that commercial banks should not igathrer non loans factors for they have
fair constant contribution to the overall profittyi of the banks. Since business loans and
mortgage loans were found to strongly influencdifability of banks, Commercial banks in
Kenya should concentrate on advancing more of theaas to enhance their general

performance.

5.4 Limitations of the Study

A limitation for the purpose of this research wagarded as a factor that was present and
contributed to the researcher getting either inadegjinformation. The main limitations of
this study were; some data was not readily availabhis reduced the probability of reaching
a more conclusive study. However, conclusions weaide with the available data. The small
size of the sample could have limited confidencethe results and this might limit
generalizations to other situations. Time- Duefiicial duties was a major concern. The
information required for the study was very confitial which limited its accessibility from
the banks. Most of the information was in very fanm and thus requiring a lot of time to

compute it.

5.5 Suggestion for Further Research
Further studies should be done on the general tcresi management practices on the

profitability of the banks. Research should be dame the factor that influences the
accessibility of the bank loans from commercialksaThe study should also be done on the
influence of interest rate ceilings on the perfonceof the bank loans. A study should also
be done on the causes of high defaults rates woRarloans among the commercial banks.
Further, a similar study should be done on theticglahip between loan portfolio and

performance of Saccos and MFls.
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APPENDICES

Appendix I: Commercial Banks
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ABC Bank

Bank of Africa

Bank of India

Bank of Baroda

Barclays Bank of Kenya
Chase Bank

Citibank

City Finance Bank
Co-operative Bank of Kenya

. Credit Bank

. Ecobank

. Equatorial Commercial Bank
. FC Stanbic Bank

. Fidelity Commercial Bank
. Fina Bank

. Giro Commercial Bank

. Guardian Bank

. Habib A.G Zurich

. Habib Bank Ltd

. HFCK

. | & M bank

. Imperial Bank

. Kenya Commercial Bank

. Middle East Bank

. National Bank of Kenya

. NIC Bank

. Oriental Commercial Bank
. Prime Bank

. Southern Credit Bank

. Standard Chartered Bank
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Appendix II: Raw Data

2008
Institution Total Govern | Proportion | Personal | Proporti | Educati | Proporti | Busines | Proporti | Mortga | Proporti | ROA
Loans ment loans on on on sloans | on geloans | on (%)
(kshM’) | loans loans
ABC Bank 3,793 243 0.064065 1065 | 0.28078 887.5 | 0.23398 1136 | 0.29949 497 | 0.13103 3.32
4 9 1

Bank of Africa 7,375 519 0.070373 2056.8 | 0.27888 1714 | 0.23240 | 2193.92 | 0.29748 959.84 | 0.13014 0.76
8 7 1 8

Bank of Baroda 9364 426 0.045493 2681.4 | 0.28635 2234.5 | 0.23862 | 2860.16 | 0.30544 | 1251.32 | 0.13363 4.33
2 7 2 31

Bank of India 4,542 94 0.020696 1334.4 | 0.29379 1112 | 0.24482 | 1423.36 | 0.31337 622.72 | 0.13710 4.73
1 6 7 3

Barclays Bank of 111,414 3,328 0.029871 | 32425.8 | 0.29103 | 27021.5 | 0.24253 | 34587.5 | 0.31044 | 15132.0 | 0.13581 4.76

Kenya 9 2 2 1 4 8

FC Stanbic Bank 46,488 2,283 0.049109 | 13261.5 | 0.28526 | 11051.2 | 0.23772 | 14145.6 | 0.30428 6188.7 | 0.13312 1.58
7 5 3 5 5

Chase Bank 5,315 176 0.033114 1541.7 | 0.29006 | 1284.75 | 0.24172 | 1644.48 | 0.30940 719.46 | 0.13536 2.4
6 2 4 4

Citibank 18,458 304 0.01647 5446.2 | 0.29505 4538.5 | 0.24588 | 5809.28 | 0.31473 | 2541.56 | 0.13769 7.05
9 3 4

City Finance Bank 241 48 0.19917 57.9 | 0.24024 48.25 | 0.20020 61.76 | 0.25626 27.02 | 0.11211 -0.57
9 7 6 6

Co-operative Bank 60,418 7,125 0.117928 | 15987.9 | 0.26462 | 13323.2 | 0.22051 | 17053.7 | 0.28226 | 7461.02 | 0.12349 4

of Kenya 1 5 8 6 3

Credit Bank 1,976 166 0.084008 543 | 0.27479 452.5 | 0.22899 579.2 | 0.29311 253.4 | 0.12823 2.2
8 8 7 9

Ecobank 7,216 2,090 0.289634 1537.8 | 0.21311 1281.5 | 0.17759 | 1640.32 | 0.22731 717.64 | 0.09945 0.64

1 7 1
Equatorial 2,373 66 0.027813 692.1 | 0.29165 576.75 | 0.24304 738.24 0.3111 322.98 | 0.13610 -0.22
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Commercial Bank 6 7 6

Fidelity Commercial 2,854 67 0.023476 836.1 | 0.29295 696.75 | 0.24413 891.84 | 0.31248 390.18 | 0.13671 1.72
Bank 7 1 8 3

Fina Bank 9,394 336 0.035768 2717.4 | 0.28927 2264.5 | 0.24105 | 2898.56 | 0.30855 | 1268.12 | 0.13499 0.97
8 4 3

Giro Commercial 3,627 216 0.059553 1023.3 | 0.28213 852.75 | 0.23511 | 1091.52 | 0.30094 477.54 | 0.13166 2.12
Bank 4 2 3 3

Guardian Bank 4,278 725 0.169472 1065.9 | 0.24915 888.25 | 0.20763 | 1136.96 | 0.26576 497.42 | 0.11627 0.79
8 2 9 4

Habib A.G Zurich 2,246 64 0.028495 654.6 | 0.29145 545.5 | 0.24287 698.24 | 0.31088 305.48 | 0.13601 3.68
1 6 2 1

Habib Bank Ltd 1,058 70 0.066163 296.4 | 0.28015 247 | 0.23345 316.16 | 0.29882 138.32 | 0.13073 3.25
1 9 8 7

HFCK 11,690 1,271 0.108725 3125.7 | 0.26738 | 2604.75 | 0.22281 | 3334.08 | 0.28520 | 1458.66 | 0.12477 1.42
2 9 8 8

&M 26,253 366 0.013941 7766.1 | 0.29581 | 6471.75 | 0.24651 | 8283.84 | 0.31553 | 3624.18 | 0.13804 4.42
8 5 9 8

Imperial Bank 8,624 348 0.040353 2482.8 | 0.28789 2069 | 0.23991 | 2648.32 | 0.30708 | 1158.64 | 0.13435 5.01
4 2 7 1

Kenya Commercial | 101,205 7,683 0.075915 | 28056.6 | 0.27722 | 23380.5 | 0.23102 | 29927.0 | 0.29570 | 13093.0 | 0.12937 3.14
Bank 5 1 4 7 8 2

Middle East Bank 1,802 151 0.083796 495.3 | 0.27486 412.75 | 0.22905 528.32 | 0.29318 231.14 | 0.12826 0.91
1 1 5 9

National Bank of 10,843 1,893 0.174583 2685 | 0.24762 2237.5 | 0.20635 2864 | 0.26413 1253 | 0.11555 4.21
Kenya 5 4 4 8

NIC Bank 30,860 905 0.029326 8986.5 | 0.29120 | 7488.75 | 0.24266 9585.6 | 0.31061 4193.7 | 0.13589 3.48
2 9 6 4

Oriental 1,443 485 0.336105 287.4 | 0.19916 239.5 | 0.16597 306.56 | 0.21244 134.12 | 0.09294 2.98
Commercial Bank 8 4 6 5

Prime Bank 9,936 510 0.051329 2827.8 | 0.28460 2356.5 | 0.23716 | 3016.32 | 0.30357 | 1319.64 | 0.13281 2.31
1 8 5 4
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Southern Credit 2,946 291 0.098778 796.5 | 0.27036 | 663.75 | 0.22530 849.6 | 0.28839 371.7 | 0.12617 0.11

Bank 7 5 1 1

Standard Chartered | 44,551 | 388,44 8.719176 | 129899. | 2.91575 | 108249. | 2.42979 | 138559. | 3.11013 | 60619.8 | 1.36068 4.77

Bank 8 7 3 8 4 7 6 6 5

2007

Institution Total Govrn Proportion | Personal | Proport | Educatio | Proport | Busines | Proporti | Mortga | Proport | ROA

Ioans‘ . | ment loans ion n loans ion sloans | on ge ion (%)
Ksh.(M’) loans loans

ABC Bank 3,597 255 0.070892 1002.6 | 0.27873 835.5 | 0.23227 | 1102.86 | 0.306606 | 401.04 [0.111493 3.01
2 7

bank of Africa 4,951 372 0.075136 1373.7 | 0.27745 | 1144.75 | 0.23121 | 1511.07 | 0.305205 | 549.48 | 0.11098 2.06
9 6 4

Bank Of baroda 7,203 245 0.034014 2087.4 | 0.28978 1739.5 | 0.24149 | 2296.14 | 0.318776 | 834.96 | 0.11591 3.55
6 9 8

Bank of India 3,641 77 0.021148 1069.2 | 0.29365 891 | 0.24471 | 1176.12 | 0.323021 | 427.68 | 0.11746 4.58
6 3 2

Barclays Bank of 107,953 2,607 0.024149 | 31603.8 | 0.29275 | 26336.5 | 0.24396 | 34764.1 | 0.322031 | 12641.5 | 0.11710 4.49

Kenya 5 3 8 2 2

FC Stanbic Bank 19,959 296 0.01483 5898.9 | 0.29555 | 4915.75 | 0.24629 | 6488.79 | 0.325106 | 2359.56 | 0.11822 3.46
1 2

Chase Bank 3,387 136 0.040154 975.3 | 0.28795 812.75 | 0.23996 | 1072.83 | 0.316749 | 390.12 | 0.11518 3.11
4 2 2

Citibank 12,967 343 0.026452 3787.2 | 0.29206 3156 | 0.24338 | 4165.92 | 0.321271 | 1514.88 | 0.11682 3.77
4 7 6

City Finance Bank 273 118 0.432234 46.5 | 0.17033 38.75 | 0.14194 51.15 | 0.187363 18.6 | 0.06813 | -3.83

1 2

Co-operative Bank 45,300 6,871 0.151678 | 11528.7 | 0.25449 | 9607.25 | 0.21208 | 12681.5 | 0.279946 | 4611.48 | 0.10179 3.19

of Kenya 7 1 7 9

Credit Bank 1,753 121 0.069025 489.6 | 0.27929 408 | 0.23274 | 538.56 | 0.307222 | 195.84 | 0.11171 3.9
3 4 7

Ecobank 6,676 1,717 0.25719 1487.7 | 0.22284 | 1239.75 | 0.18570 | 1636.47 | 0.245127 | 595.08 | 0.08913 1.19
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3 3 7

Equatorial 2,360 55 0.023305 691.5 | 0.29300 576.25 | 0.24417 | 760.65 | 0.322309 276.6 | 0.11720 1.5

Commercial Bank 8 4 3

Fidelity Commercial 2,159 142 0.065771 605.1 | 0.28026 504.25 | 0.23355 | 665.61 | 0.308296 | 242.04 | 0.11210 1.53

Bank 9 7 7

Fina Bank 6,741 357 0.05296 1915.2 | 0.28411 1596 | 0.23676 | 2106.72 | 0.312523 | 766.08 | 0.11364 0.73
2 5

Giro Commercial 3,295 225 0.068285 921 | 0.27951 767.5 | 0.23292 | 1013.1 | 0.307466 368.4 | 0.11180 0.45

Bank 4 9 6

Guardian Bank 4,020 730 0.181592 987 | 0.24552 822.5 | 0.20460 | 1085.7 | 0.270075 394.8 | 0.09820 3.29
2 2 9

Habib A.G Zurich 1,684 37 0.021971 494.1 | 0.29340 411.75 | 0.24450 | 543.51 | 0.322749 | 197.64 | 0.11736 1.09
9 7 3

Habib Bank Ltd 997 64 0.064193 279.9 | 0.28074 233.25 | 0.23395 | 307.89 | 0.308816 | 111.96 | 0.11229 4.4
2 2 7

HFCK 9,335 1,589 0.17022 2323.8 | 0.24893 1936.5 | 0.20744 | 2556.18 | 0.273828 | 929.52 | 0.09957 4.81
4 5 4

&M 19,388 173 0.008923 5764.5 | 0.29732 | 4803.75 | 0.24776 | 6340.95 | 0.327055 | 2305.8 | 0.11892 3.51
3 9 9

Imperial Bank 7,335 334 0.045535 2100.3 | 0.28633 1750.25 | 0.23861 | 2310.33 | 0.314973 | 840.12 | 0.11453 3.04
9 6 6

Kenya Commercial 72,179 7,901 0.109464 | 19283.4 | 0.26716 | 16069.5 | 0.22263 | 21211.7 | 0.293877 | 7713.36 | 0.10686 54

Bank 1 4 4 4

Middle East Bank 1,955 68 0.034783 566.1 | 0.28956 471.75 | 0.24130 | 622.71 | 0.318522 | 226.44 | 0.11582 3.89
5 4 6

National Bank of 12,386 4,542 0.366704 2353.2 | 0.18998 1961 | 0.15832 | 2588.52 | 0.208988 | 941.28 | 0.07599 4.09

Kenya 9 4 5

NIC Bank 22,878 669 0.029242 6662.7 | 0.29122 | 5552.25 | 0.24268 | 7328.97 | 0.32035 | 2665.08 | 0.11649 3.36
7 9 1

Oriental Commercial 1,019 393 0.385672 187.8 | 0.18429 156.5 | 0.15358 | 206.58 | 0.202728 75.12 | 0.07371 | 10.43

Bank 8 2 9
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Prime Bank 6,602 304 0.046047 1889.4 | 0.28618 1574.5 | 0.23848 | 2078.34 | 0.314805 755.76 | 0.11447 2.28
6 8 4
Southern Credit 2,680 190 0.070896 747 | 0.27873 622.5 | 0.23227 821.7 | 0.306604 298.8 | 0.11149 -0.26
Bank 1 6 3
Standard Chartered 40,775 1,306 0.032029 11840.7 | 0.29039 9867.25 | 0.24199 | 13024.7 | 0.31943 | 4736.28 | 0.11615 5.39
Bank 1 3 7 6
2006
Institution Total Govern | Proportion | Personal | Proport | Educatio | Proport | Busines | Proporti | Mortga | Proport | ROA
loans ment loans ion nloans |ion sloans | on ge ion
Ksh.(‘M’) loans loans (%)
0.28119 0.23432 | 951.73 0.10779
ABC Bank 3,031 190 0.062686 852.3 4 710.25 9 5 0.314 | 326.715 1 2.61
0.23187 | 1264.2 0.10666
Bank of Africa 4,069 295 0.072499 1132.2 | 0.27825 943.5 5 9| 0.310713 | 434.01 3 0.95
0.29213 0.24344 | 1082.7 0.11198
Bank of India 3,319 87 0.026213 969.6 6 808 7 2 | 0.326219 371.68 6 3.19
0.28807 0.24006 | 1464.9 0.11042
Bank of Baroda 4,554 181 0.039745 13119 6 1093.25 4 55 | 0.321685 | 502.895 9 3.16
Barclays Bank of 0.28276 24758. 8499.30 | 0.10839
Kenya 78,411 4,504 0.057441 22172.1 8 | 18476.75 | 0.23564 85 | 0.315757 5 4 5.5
0.29439 3801.5 0.11285
FC Stanbic Bank 11,564 216 0.018679 3404.4 6 2837 | 0.24533 8 | 0.328743 | 1305.02 2 3.57
0.29189 0.24324 0.11189
Chase Bank 2,072 56 0.027027 604.8 2 504 3| 675.36 | 0.325946 231.84 2 2.7
0.29247 0.24373 | 41295 1417.60 | 0.11211
Citibank 12,644 317 0.025071 3698.1 9 3081.75 2 45 | 0.326601 5 7 4.05
0.21835 0.18196 0.08370
City Finance Bank 316 86 0.272152 69 4 57.5 2 77.05 | 0.243829 26.45 3| -3.21
Co-operative Bank 43895 | 15,474 | 0.352523 | 8526.3 | 0.19424 | 7105.25 | 0.16186 | 9521.0 | 0.216905 | 3268.41 | 0.07446 | 2.16
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of Kenya 3 9 35 5
0.26914 0.10317
Credit Bank 1,585 163 0.102839 426.6 8 355.5 | 0.22429 | 476.37 | 0.300549 163.53 4 3.44
0.19454 | 1494.7 0.08948
Ecobank 5,734 1,272 0.221835 1338.6 | 0.23345 11155 1 7 | 0.260685 513.13 9 0.53
Equatorial 0.24207 | 808.35 0.11135
Commercial Bank 2,492 79 0.031701 723.9 | 0.29049 603.25 5 5 0.32438 | 277.495 4 2.37
Fidelity Commercial 0.23139
Bank 1,545 115 0.074434 429 | 0.27767 357.5 2| 479.05 | 0.310065 164.45 | 0.10644 1.1
0.23081 1616.3 0.10617
Fina Bank 5,226 401 0.076732 1447.5 | 0.27698 1206.25 7 75 | 0.309295 | 554.875 6 1.55
Giro Commercial 0.28431 0.23734
Bank 3,181 161 0.050613 906 6 755 7 1011.7 | 0.318045 347.3 | 0.10918 1.16
0.24811 0.20676
Guardian Bank 3,579 619 0.172953 888 4 740 2 991.6 | 0.277061 340.4 | 0.09511 0.98
0.29213 0.24344 0.11198
Habib A.G Zurich 1,335 35 0.026217 390 5 325 6 435.5 | 0.326217 149.5 5 3.1
0.27786 0.23155 | 264.98 0.10651
Habib Bank Ltd 854 63 0.07377 237.3 9 197.75 7 51 0.310287 90.965 6 3.1
0.21891 0.18243 | 21255 0.08391
HFCK 8,695 2,350 0.27027 1903.5 9 1586.25 2 75 | 0.244459 | 729.675 9 0.19
0.24745 | 4925.1 0.11383
&M 14,853 151 0.010166 4410.6 | 0.29695 3675.5 8 7 | 0.331594 | 1690.73 1 1.55
0.28486 0.23738 0.10919
Imperial Bank 5,708 288 0.050456 1626 3 1355 6 | 1815.7 | 0.318097 623.3 8 4.19
Kenya Commercial 0.21203 | 15165. 0.09753
Bank 53,376 8,106 0.151866 13581 | 0.25444 11317.5 3 45 | 0.284125 | 5206.05 5 4.07
0.28463 0.23719
Middle East Bank 2,089 107 0.051221 594.6 4 495.5 5| 663.97 | 0.317841 227.93 | 0.10911 3.42
National Bank of 0.13534 0.11279 | 8874.4 3046.46 | 0.05188
Kenya 58,717 32,226 0.548836 7947.3 9 6622.75 1 85 0.15114 5 4 2.94
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0.28656 0.23880 | 5550.9 0.10984

NIC Bank 17,347 777 0.044792 4971 3 4142.5 2 51 0.319995 | 1905.55 9 2.6

Oriental Commercial 0.13032 0.10860 0.04995

Bank 953 539 0.565582 124.2 5 103.5 4| 138.69 0.14553 47.61 8 -4.49

0.28350 0.23625 0.10867

Prime Bank 5,164 284 0.054996 1464 1 1220 1 1634.8 | 0.316576 561.2 5 1.83

Southern Credit 0.23394 0.19495 | 768.82 0.08967

Bank 2,943 648 0.220183 688.5 5 573.75 4 51 0.261239 | 263.925 9 0.7

Standard Chartered 0.28799 0.23999 | 11980. 0.11039

Bank 37,253 1,491 0.040024 10728.6 3 8940.5 4 27 | 0.321592 | 4112.63 7 4.7

2005

Institution Total Gover | Proportion | Personal | Propor | Educatio | Propor | Busines | Proportio | Mortg | Proporti | ROA

loans nment loans tion n loans tion sloans | n age on (%)
Ksh.(M) loans loans

ABC Bank 2,768 155 0.055997 783.9 | 0.2832 653.25 | 0.2360 | 849.225 | 0.306801 | 326.62 0.118 2.42
01 01 5

Bank of Africa 3,245 242 0.074576 900.9 | 0.2776 750.75 | 0.2313 | 975.975 | 0.300763 | 375.37 | 0.11567 0.14
27 56 5 8

Bank of Baroda 3747 188 0.050173 1067.7 | 0.2849 889.75 | 0.2374 | 1156.67 | 0.308694 | 444.87 | 0.11872 2.57
48 57 5 5 8

Bank of India 2,371 71 0.029945 690 | 0.2910 575 | 0.2425 747.5 | 0.315268 287.5 | 0.12125 1.72
16 14 7

Barclays Bank of 69,619 4,057 0.058274 19668.6 | 0.2825 16390.5 | 0.2354 | 21307.6 | 0.306061 | 8195.2 | 0.11771 5.17

Kenya 18 31 5 5 6

FC Stanbic Bank 8,648 150 0.017345 2549.4 | 0.2947 21245 | 0.2456 | 2761.85 | 0.319363 | 1062.2 | 0.12283 2.96
96 64 5 2

Chase Bank 1,739 48 0.027602 507.3 | 0.2917 422.75 | 0.2430 | 549.575 | 0.316029 | 211.37 | 0.12155 2.49
19 99 5

Citibank 10,920 309 0.028297 3183.3 | 0.2915 2652.75 | 0.2429 | 3448.57 | 0.315804 | 1326.3 | 0.12146 4.15
11 26 5 75 3

City Finance Bank 366 87 0.237705 83.7 | 0.2286 69.75 | 0.1905 | 90.675 | 0.247746 | 34.875 | 0.09528 | -9.14
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89 74 7
Co-operative Bank 44,548 | 15,459 0.347019 8726.7 | 0.1958 | 7272.25| 0.1632 | 9453.92 | 0.212219 | 3636.1 | 0.08162 | 1.38
of Kenya 94 45 5 25 3
Credit Bank 1,867 168 0.089984 509.7 | 0.2730 424.75 | 0.2275 | 552.175 | 0.295755 | 212.37 | 0.11375 | 3.21
05 04 5 2
Ecobank 4,773 867 0.181647 1171.8 | 0.2455 976.5 | 0.2045 | 1269.45 | 0.265965 | 488.25 | 0.10229 | 0.14
06 88 4
Equatorial 1,904 58 0.030462 553.8 | 0.2908 461.5 | 0.2423 | 599.95 0.3151 | 230.75 | 0.12119 | 2.97
Commercial Bank 61 84 2
Fidelity Commercial 1,154 99 0.085789 316.5 | 0.2742 263.75 | 0.2285 | 342.875 | 0.297119 | 131.87 | 0.11427 | 0.75
Bank 63 53 5 6
Fina Bank 4,371 443 0.10135 1178.4 | 0.2695 982 | 0.2246 | 1276.6 | 0.292061 491 | 0.11233 | 1.24
95 63 1
Giro Commercial 3,534 228 0.064516 991.8 | 0.2806 826.5 | 0.2338 | 1074.45 | 0.304032 | 413.25 | 0.11693 | -0.11
Bank 45 71 5
Guardian Bank 3,549 604 0.170189 883.5 | 0.2489 736.25 | 0.2074 | 957.125 | 0.269689 | 368.12 | 0.10372 | 1.27
43 53 5 6
Habib A.G Zurich 1,158 35 0.030225 336.9 | 0.2909 280.75 | 0.2424 | 364.975 | 0.315177 | 140.37 | 0.12122 | 1.26
33 44 5 2
Habib Bank Ltd 763 49 0.06422 214.2 | 0.2807 178.5 | 0.2339 | 232.05 | 0.304128 | 89.25 | 0.11697 | 0.72
34 45 2
HFCK 10,131 | 3,687 0.363932 1933.2 | 0.1908 1611 | 0.1590 | 2094.3 | 0.206722 | 805.5 | 0.07950 | 0.92
2 17 8
&M 11,368 281 0.024719 3326.1 | 0.2925 | 2771.75| 0.2438 | 3603.27 | 0.316966 | 1385.8 | 0.12191 | 2.71
84 2 5 75
Imperial Bank 4,501 240 0.053321 1278.3 | 0.2840 | 1065.25 | 0.2366 | 1384.82 | 0.307671 | 532.62 | 0.11833 | 3.92
04 7 5 5 5
Kenya Commercial 45,663 | 9,351 0.204783 | 10893.6 | 0.2385 9078 | 0.1988 | 11801.4 | 0.258446 | 4539 | 0.09940 | 2.49
Bank 65 04 2
Middle East Bank 1,735 209 0.120461 457.8 | 0.2638 381.5| 0.2198 | 495.95| 0.28585 | 190.75 | 0.10994 | 2.84
62 85 2
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National Bank of

54,234 | 30,021 0.553546 7263.9 | 0.1339 6053.25 | 0.1116 | 7869.22 | 0.145098 | 3026.6 | 0.05580 2.64
Kenya 36 14 5 25 7
NIC Bank 14,871 612 0.041154 4277.7 | 0.2876 3564.75 | 0.2397 | 4634.17 | 0.311625 | 1782.3 | 0.11985 1.95
54 12 5 75 6
Oriental Commercial 148 160 1.081081 92.4 | 0.6243 77 | 0.5202 100.1 | 0.676351 38.5| 0.26013 | -6.23
Bank 24 7 5
Prime Bank 3,591 191 0.053189 1020 | 0.2840 850 | 0.2367 1105 | 0.307714 425 | 0.11835 1.75
43 03 1
Southern Credit 2,439 482 0.197622 587.1 | 0.2407 489.25 | 0.2005 | 636.025 | 0.260773 | 244.62 | 0.10029 0.73
Bank 13 95 5 7
Standard Chartered 35,118 1,076 0.03064 10212.6 | 0.2908 8510.5 | 0.2423 | 11063.6 | 0.315042 | 4255.2 | 0.12117 4.82
Bank 08 4 5 5
2004
Institution Total Govern | Proportion | Personal | Propor | Educatio | Propor | Busines | Proportio | Mortg | Proporti | ROA
loans ment tion nloans tion sloans | n age on
Ksh.(M) loans loans loans (%)
0.2907 0.2422 0.10659
ABC Bank 2,131 66 0.030971 619.5 09 516.25 57 702.1 0.32947 | 227.15 3 2.83
0.2938 0.2448 0.10774
Bank of Africa 3,121 64 0.020506 917.1 48 764.25 73 | 1039.38 | 0.333028 | 336.27 4 2.81
0.2837 0.2364 0.10405
Bank of India 1,609 87 0.054071 456.6 79 380.5 82 517.48 | 0.321616 | 167.42 2 2.04
0.2887 0.2406 0.10587
Bank of baroda 2797 105 0.03754 807.6 38 673 15 915.28 | 0.327236 | 296.12 1 3.29
Barclays Bank of 0.2791 0.2325 | 21430.8 6933.5
Kenya 67,750 4,718 0.069638 18909.6 08 15758 9 8| 0.316323 2| 0.10234 5.08
0.2962 0.2468 0.10861
FC Stanbic Bank 7,080 89 0.012571 2097.3 29 1747.75 57 | 2376.94 | 0.335726 | 769.01 7 1.33
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0.2967 0.2472

Chase Bank 1,294 14 0.010819 384 54 320 95 435.2 | 0.336321 140.8 | 0.10881 -4.4
0.2935 0.2446 1056.4 | 0.10764

Citibank 9,814 210 0.021398 2881.2 81 2401 5| 3265.36 | 0.332725 4 6 1.42
0.2766 0.2305 0.10143

City Finance Bank 334 26 0.077844 92.4 47 77 39 104.72 | 0.313533 33.88 7 2.03

Co-operative Bank of 0.2453 0.2044 2970.9 | 0.08996

Kenya 33,024 6,015 0.18214 8102.7 58 6752.25 65 | 9183.06 | 0.278072 9 5 0.77
0.2905 0.2421 0.10653

Credit Bank 1,396 a4 0.031519 405.6 44 338 2 459.68 | 0.329284 | 148.72 3 1.74
0.2550 0.2125 0.09350

Ecobank 2,714 407 0.149963 692.1 11 576.75 09 784.38 | 0.289013 | 253.77 4| -1.47

Equatorial 0.2879 0.2399 0.10559

Commercial Bank 1,823 73 0.040044 525 87 437.5 89 595 | 0.326385 192.5 5 3.6

Fidelity Commercial 0.2721 0.2268 0.09979

Bank 1,175 109 0.092766 319.8 7 266.5 09 362.44 0.30846 | 117.26 6 0.07
0.2708 0.2257 0.09931

Fina Bank 3,798 369 0.097156 1028.7 53 857.25 11 | 1165.86 | 0.306967 | 377.19 3| -0.61

Bank 3,274 247 0.075443 908.1 67 756.75 39 | 1029.18 | 0.314349 | 332.97 1 0.3
0.2711 0.2259 0.09941

Guardian Bank 3,181 306 0.096196 862.5 41 718.75 51 977.5 | 0.307293 | 316.25 8 1.29
0.2880 0.2400 0.10562

Habib A.G Zurich 1,082 43 0.039741 311.7 78 259.75 65 353.26 | 0.326488 | 114.29 8 1.92
0.2952 0.2460 0.10826

habib Banl Ltd 886 14 0.015801 261.6 6 218 5 296.48 | 0.334628 95.92 2 2.71
0.1822 0.1519 0.06683

HFCK 10,834 4,251 0.392376 1974.9 87 1645.75 06 | 2238.22 | 0.206592 | 724.13 9 0.82
0.2904 0.2420 0.10649

I1&M 8,468 270 0.031885 2459.4 35 2049.5 29 | 2787.32 | 0.329159 | 901.78 3 2.49

Imperial Bank 4,089 219 0.053558 1161 | 0.2839 967.5 | 0.2366 1315.8 0.32179 425.7 | 0.10410 4.6
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33 1 9

Kenya Commercial 0.2403 0.2002 3984.7 | 0.08812

Bank 45,218 8,993 0.198881 10867.5 36 9056.25 8 | 12316.5 0.27238 5 3 1.54
0.2835 0.2363 0.10398

Middle East Bank 1,701 93 0.054674 482.4 98 402 32 546.72 | 0.321411 | 176.88 6 2.89

National Bank of 0.1932 0.1610 2453.2 | 0.07084

Kenya 34,627 | 12,325 0.355936 6690.6 19 5575.5 16 | 7582.68 | 0.218982 2 7 2.43
0.2864 0.2386 1269.5 | 0.10501

NIC Bank 12,089 548 0.04533 3462.3 01 2885.25 67 | 3923.94 | 0.324588 1 4 2.24

Oriental Commercial 0.1204 0.1003 0.04416 -

Bank 1,355 811 0.598524 163.2 43 136 69 184.96 | 0.136502 59.84 2| 22.63
0.2815 0.2346 0.10324

Prime Bank 2,783 171 0.061444 783.6 67 653 39 888.08 | 0.319109 | 287.32 1 1.8

Southern Credit 0.2735 0.2279 0.10028

Bank 2,163 191 0.088303 591.6 09 493 24 670.48 | 0.309977 | 216.92 7 1.59

Standard Chartered 0.2943 0.2453 2921.2 | 0.10793

Bank 27,065 508 0.01877 7967.1 69 6639.25 08 | 9029.38 | 0.333618 7 5 4,01

2003

Institution Total Govrn | Proportion | Personal Propor | Educatio | Propor | Busines | Proportio | Mortg | Proporti | ROA

loans ment tion n loans tion sloans |n age on
Ksh.(M) | 10ans loans loans (%)

0.2869 0.2391 0.11478

ABC Bank 1,795 78 0.043454 515.1 64 429.25 36 566.61 0.31566 | 206.04 6 1.74
0.2942 0.2452 0.11770

Bank of Africa 3,345 64 0.019133 984.3 6 820.25 17 | 1082.73 | 0.323686 | 393.72 4 0.01
0.2880 0.2400 0.11522

Bank of baroda 1,886 75 0.039767 543.3 7 452.75 58 597.63 | 0.316877 | 217.32 | 8 1.79

Bank of India 1,452 88 0.060606 409.2 | 0.2818 341 | 0.2348 450.12 0.31 | 163.68 | 0.11272 3.04
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18 48 7
Barclays Bank of 0.2821 0.2351 0.11286
Kenya 60,038 | 3,568 | 0.059429 16941 71| 141175 43 | 18635.1 | 0.310388 | 6776.4 9| 492
0.2905 0.2420 0.11620
FC Stanbic Bank 4,109 130 | 0.031638 1193.7 09| 994.75 91| 1313.07 | 0.31956 | 477.48 3| -1.52
0.2964 0.2470 0.11859
Chase Bank 937 11| 0.01174 277.8 78 231.5 65| 305.58 | 0.326126 | 111.12 1| 3.49
0.2926 0.2438 0.11706
Citibank 8,795 215 | 0.024446 2574 66 2145 89 | 2831.4 | 0.321933 | 1029.6 7| 292
0.2809 0.2341 0.11239
City Finance Bank 347 22 | 0.063401 97.5 8 81.25 5| 107.25 | 0.309078 39 2| 176
Co-operative Bank 0.2334 0.1945 21712 | 0.09338
of Kenya 23250 | 5,156 | 0.221763 5428.2 71| 45235 59 | 5971.02 | 0.256818 8 8| 056
0.2878 0.2398 0.11513
Credit Bank 912 37| 0.04057 262.5 29| 21875 57 | 288.75 | 0.316612 105 2| 228
0.2720 0.2266 0.10880
Ecobank 2,723 254 | 0.093279 740.7 16 | 617.25 8| 814.77 | 0.299218 | 296.28 6| -18.1
Equatorial 0.2820 0.2350 0.11281
Commercial Bank 1,537 92 | 0.059857 4335 43| 36125 36| 476.85| 0.310247 | 173.4 7| 3.26
Fidelity Commercial 0.2694 0.2245 0.10778
Bank 825 84 | 0.101818 2223 55| 185.25 45| 24453 | 0.2964 | 88.92 2| 145
0.2769 0.2308 0.11079
Fina Bank 2,854 219 | 0.076734 790.5 8| 65875 16 | 869.55 | 0.304678 | 316.2 2| 1.82
Giro Commercial 0.2814 0.2345 0.11259
Bank 2,981 184 | 0.061724 839.1 83| 699.25 69 | 923.01 | 0.309631 | 335.64 3| 078
0.2826 0.2355
Guardian Bank 2,776 161 | 0.057997 784.5 01| 653.75 01| 862.95| 0.310861 | 313.8 | 0.11304 | 1.27
0.2826 0.2355 0.11305
Habib A.G Zurich 726 42 | 0.057851 205.2 45 171 37| 225.72 | 0.310909 | 82.08 8| 192
0.2942 0.2452 0.11770
Habib Bank Ltd 890 17| 0.019101 261.9 7| 21825 25| 288.09 | 0.323697 | 104.76 8| 267
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0.1793 0.1494 0.07174

HFCK 11,873 | 4,774 | 0.402089 2129.7 73| 1774.75 78 | 2342.67 | 0.197311 | 851.88 9| 091
0.2900 0.2416 0.11600

1 & M 5,498 183 | 0.033285 1594.5 15| 1328.75 79 | 1753.95 | 0.319016 | 637.8 6| 2.35
0.2740 0.2283 0.10963

Imperial Bank 3,171 274 | 0.086408 869.1 78 |  724.25 98 | 956.01 | 0.301485 | 347.64 1| 5.16

Kenya Commercial 0.2265 0.1888 0.09063

Bank 35,901 | 8,786 | 0.244729 8134.5 81| 677875 18 | 8947.95 | 0.24924 | 3253.8 3| 145
0.2835 0.2362 0.11341

Middle East Bank 1,512 83 | 0.054894 428.7 32| 357.25 76 | 471.57 | 0.311885 | 171.48 3| 229

National Bank of 0.1961 0.1634 0.07844

Kenya 31,085 | 10,765 | 0.346309 6096 07 5080 23| 6705.6 | 0.215718 | 2438.4 3| 19
0.2711 0.2259

NIC Bank 7,629 733 | 0.096081 2068.8 76 1724 8| 2275.68 | 0.298293 | 827.52 | 0.10847 | 3.27

Oriental Commercial 0.2009 0.1674 0.08038 -

Bank 1,675 553 | 0.330149 336.6 55 280.5 63| 370.26 | 0.221051 | 134.64 2| 1091
0.2851 0.2376 0.11406

Prime Bank 2,223 110 | 0.049483 633.9 55| 52825 29| 697.29 | 0.313671 | 253.56 2| 157

Southern Credit 0.2778 0.2315 0.11115

Bank 1,968 145 | 0.073679 546.9 96 | 455.75 8| 601.59 | 0.305686 | 218.76 9| 151

Standard Chartered 0.2937 0.2447 2270.8 | 0.11749

Bank 19,328 404 | 0.020902 5677.2 29 4731 74 | 6244.92 | 0.323102 8 2| 6.25

Source, Research Data
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