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ABSTRACT

Shari'ah compliant banking is viewed by many asfdstest growing segment of the
banking sector in the world. The uptake of Islarhanking is projected to grow
exponentially in sub-Saharan Africa (Ndung'u, 201The study sought to establish
the effect of Islamic banking on financial performa of commercial banks in Kenya.
This research was conducted through a descriptiveeg design. The descriptive
survey design was considered appropriate as it lemadescription of the
characteristics of certain groups, estimation & groportion of people who have
certain characteristics and making of predictioflsis study collected quantitative
data. Secondary data was used in this study. Thendary data sources were
obtained from the published annual reports of tBecdmmercial banks under study
over a period of 5 years (2009-2013). The dataceliected based on the information
about the variables. Quantitative data was analyaediescriptive analysis while
gualitative data through content analysis. The ystothy provide information to
policy makers, managers of Islamic banks, scha@ad academicians and investors
on effect of Islamic banking on financial perforsarof commercial banks in Kenya.
From the findings, the study found out that theKsarapital ratio, liquidity ratio,
bank size and Islamic banking ratio had a positifleence on the commercial banks’
financial performance. The study further establiskieat the banks’ efficiency ratio
and the expenses management ratio had a negafluenice on the commercial
banks’ financial performance. Thus, the study code$ that Islamic banking
positively influenced the financial performancetbé commercial banks in Kenya.
The study recommends that the management of theneotial banks should strive to
achieve an optimal capital structure, enhance thenks’ liquidity, efficiency and
expenses management levels as well as expandribdiet reach in order to enhance
the financial performance of their commercial banks



CHAPTER ONE
INTRODUCTION
1.1 Background of the Study

Islamic banking emerged as a practical reality staded functioning in 1970s. Since
then it has been growing continuously all overwuwld. Global conventional banks
like Standard Chartered Bank, Deutsche Bank, Qikibatc. have also set up separate
windows/divisions to structure Islamic financialopucts and are offering Islamic
banking services to their Muslim clients and everthtose non-Muslim clients who
are interested in profit and loss sharing finanamstruments. UK, France, China,
Singapore and many other countries have develqpedad regulatory to facilitate the

working of Islamic banking (Nazim, 2008).

Conventional banking, which has been operatingHerlast three centuries on strong
footing, has started tumbling steeply in the last tlecades while Islamic banking has
been expanding all over the world particularly iudim countries with fast speed.
The vertical growth of Islamic banking within shapan of time has surprised
everyone including western financial experts andlysts. Nazim (2008) disclosed
that 970 books have been published on Islamic Emaecently while 2557 research
articles on Islamic finance have been publisheggearch journals. This small detall

shows the growing interest of researchers in Isidmance.

Sharia compliant banking is viewed by many as #selst growing segment of the
banking sector in the world. In Africa, Islamic targ is a fast growing financial
sector attracting all customers even of differatigrous orientation. The uptake of

Islamic banking is projected to grow exponentiailysub-Saharan Africa. Kenya is



among other African countries that are taking uwpléad in Sharia compliant banking

services (Ndung'u, 2011).

1.1.1 Islamic Banking

The establishment of the Dubai Islamic Bank in 1985ered in the era of Islamic
banking in earnest. Initial attempts to establiskarhic Banking Institutions (IBIs)
were made in Egypt (Zaman and Movassaghi, 200ImeSof the IBIs operate in
countries where no other financial institutions aléowed to operate like Iran,
Pakistan and Sudan. In the other Islamic counttiesse institutions represent only a
slice of the total banking sector. Even in the Avetrld where the demand for the
services of IBIs is the strongest, only 20 peradrihe populace currently participates
in the use of these facilities. However, the caapf the Dubai Islamic Bank in 1998
for multi-million dollar fraud did not help the irga of IBIs. Further, the memory of
the collapse of the Ar-Ryan investment bank in Eggpfew years earlier, also
because of fraud, was not lost. To the advocatésdarhic banking, however, IBls are
revolutionary and their speed of growth is “unpdsr@ed in modern financial

history.”(Siddiqi, 1999).

Shariah (or Islamic) law is meant to regulate sfiects of a Muslim's way of life. It is
broadly divided into two sets of rules: one relai@she obligatory worship of God
(ibadah) and the other relates to daily life owdside context of obligatory worship
(muamalat), including commercial and financial degd. There are a number of key
Shari‘a principles and prohibitions relevant toafine and commercial transactions
which distinguish Islamic finance from the convenal finance. For completeness, it

should be noted that there are two main branchégsnwislam: sunnism and shiaism.



Most importantly, the Shariah does not recognizetime value of money and it is
therefore not permissible to make money by lendinlgloney must be used to create
real economic value and it is only permissible @aonea return from investing money
in permissible commercial activities which involtlee financier or investor taking

some commercial risk. This prohibition is the madnving force behind the

development of the modern Islamic finance industiye supply of Islamic finance is
highly concentrated in a few countries, with the tihree countries (Indonesia,
Bangladesh, and Afghanistan) accounting for 80 grerof global outreach (Farah,

2008).

Islamic or Shariah-compliant banking is a fast-grayvsegment of the financial
sector in Kenya, since its inception. The impackstdmic finance sent strong signals
to Kenya's financial services sector to the poiftbeing highlighted in the latest
amendments to the Finance Act (2008), which washdeet to include a requirement
by all institutions to pay a return on all savingscounts kept and operated in
accordance with the Islamic law. The amendmentiegpio institutions offering

Islamic finance products which did not permit paytnef interest (CBK, 2009).

1.1.2 Financial Performance of Commercial Bank

Financial performance is a subjective measure of Well a firm can use assets from
its primary mode of business and generate reverilgs. term is also used as a
general measure of a firm's overall financial Healter a given period of time, and
can be used to compare similar firms across theesardustry or to compare
industries or sectors in aggregation. There areyndifferent ways to measure

financial performance, but all measures shoulddbert in aggregation. Line items



such as loans and advances, deposits, total inter@sme, total interest expense,
other costs and other indicators are used in measperformance of a commercial
bank. Furthermore, the analyst or investor may weshook deeper into financial

statements and seek out margin growth rates odeciyning debt.

The profitability of commercial banks depends hbawn the net of income
generating activities and the related activitiepemse. Due to the problem of
profitability and stiff competition in the industrgommercial banks have changed
their behavior of income sources, by increasingheigifying into non-intermediation
income generating activities as opposed to theitivadl inter-mediation income

generating activities.

For a commercial bank to remain competitive inoallhe above areas there is need to
develop and adopt new products and technology. Pumthucts include adoption of
Islamic products, use of technology i.e. internablkong and mobile banking. This
study therefore looks at the effect of Islamic pid on financial performance of
commercial banks. Financial performance encompads®sye in number or value of
loan granted and profit level. Lending is riskynmst banks because repayment of
loans can seldom be fully guaranteed. Accordindtown et al., (2006), implicit
contracts between lenders and borrowers, thus,itgmlationships can motivate
high effort and timely repayments. Foluso (1998fgoaconfirm that long-term
relationships are a powerful disciplinary deviceedit markets are dominated by
short-term interactions, borrowers may only be wad#@d to repay if they know that,

due to credit reporting, their current behavioolservable by other lenders.



The work of Foluso (1998) indicates that the impzfatredit reporting on repayment
behavior and credit market performance is highlpethelent on the potential for
relationship banking. Therefore, when bilateralatienships are not feasible, the
credit market essentially collapses in the abseheeceptable borrower behavior. As
repayments are not third-party enforceable, mangolers default and lenders
cannot profitably offer credit contracts (Brownadt 2006). Therefore, by repeatedly
interacting with the same borrower, lenders esthblong-term relationships that
enable them to condition their credit terms onphset repayments of their borrower.
As only a good reputation leads to attractive d¢reffers from the incumbent lender,

borrowers have strong incentives to repay.

1.1.3 Idamic Banking and Financial Perfor mance

Metwally (1997) concluded that the two groups ofhkm may be differentiated in
terms of liquidity, leverage and credit risk, buttnn terms of profitability and

efficiency. Samad and Hassan (1999) found thaidityurisk arises because of pre
mature withdrawal by account holders due to a mismabetween investor’'s

expectations of return and the actual return. Thezelslamic banks are required to

keep adequate cash or cash equivalents to megé¢thand.

Ibrahim and Vijaykumar (2003) revealed that thefipability of Islamic banks is low

due to short term investments and low equity basease of Islamic banks, short
term Debt financing includes Murabaha, Salam, aadd@und and long term debt
financing includes Sukuk, leasing and Istisna. Adow to Safiullah (2010) Islamic
banks are not suffering from excess liquidity ame anore cost effective and

profitable than their Conventional counterpartssstaine (2002) argues that Islamic



banks are certainly more profitable than their @nional peers enjoying the same
balance sheet structure. The main reason for sutiffeence is that Islamic banks

benefit from a market imperfection.

1.1.41slamic Banking in Kenya

In Kenya Islamic banks are not separately defimedhe Banking Act. All banks

including those operating pursuant to Islamic Bagkprinciples are subject to the
requirements of the Banking Act. We should thuk &dout Sharia compliant banking
products. Indicators in the first year of operasiasf the two fully-fledged Islamic

banks pointed to potential for Islamic banking iarlga. There is still room to grow
this market niche given tremendous expansion ofyenbanking sector for instance,
the number of bank accounts tripled from 2.6 millia 2005 to 6.4 million in 2008

(Gulf African Bank, 2009). Currently there are digl8) commercial banks that

operate Islamic banking in Kenya (CBK, 2014)

Islamic Banking prohibits interest but allows ptoharing. Therefore Sharia
compliant lending products have element of “tratliaugd “holding of fixed assets” as
the bank has to buy and sell financed assets. Hanw®&ection 12 of the Banking Act
restricts trading and holding of fixed assets dn tthe Banking Act was amended in
2006 to enable exemption of innovative productshsas Sharia compliant banking
lending products from trading and holding of fixassets restrictions. Section 16 of
Banking Act requires banks to pay interest on ggviaccounts so long as the
minimum balance is maintained but Sharia compliaamking principles prohibit
receipt of interest. Consequently, the Banking was amended effective 1st January

2009 to incorporate concept of “return” for Shar@mpliant savings products.



Barclays' La Riba account was the first-ever Shfas@ompliant account in Kenya.
The account was set up in December 2005. Howeary&s first Islamic bank, First
Community Bank (FCB) was granted a banking licemsévlay 2007. The bank
started operations in May 2008. Apart from FCB,f@\dtican Bank is the other bank
in Kenya with a license to operate as a fully-fleddslamic bank. Other banks in
Kenya are increasingly applying to include Islamindows in their businesses, for

instance the latest entry by Standard Charterekl. ban

Ndung’u (2011) highlighted that among the challenfgeing Kenya’s ambition to be

a hub of Sharia compliant investment products tmmonent the Islamic banking in

the country are lack of; Shari’ah compliant invesirnvehicles, an enabling legal and
regulatory framework and awareness by majority e populace that hinder the
uptake of these investments. For the country iy grhbrace Islamic Finance, there is
need to extend beyond the offering of Sharia caamplproducts by introducing such
investment vehicles like unit trusts, corporateds(sukuks) and insurance (takaful)

products and Sharia compliant treasury bills amtsqgovernment Sukuk).

1.2 Resear ch Problem

Financial institutions generate increased portioh tleir income from non-
intermediation activities and this could be asdecdiato financial liberalization
initiatives (DeYoung and Rice, 2004). Financialelialization of early 1990s in
Kenya opened the banking industry to a numberafgak leading to stiff competition
and weakening of financial performance of a nundferommercial banks leading to
collapse of some. In response, commercial banke ltémanged their behavior of

income sources by diversifying as a possible wayimproving performance.



Although the number of Islamic banking initiativesmains limited, that is, less than
1% of total global financial outreach (Bent, 2008)re is a number of reasons for
increasing interest in developing financial progudtased on Islamic financing

principles.

In Kenya Islamic banks are not separately defimedhe Banking Act. All banks
including those operating pursuant to Islamic Bagkprinciples are subject to the
requirements of the Banking Act. Indicators in flmst year of operations of the two
fully-fledged Islamic banks pointed to potentiat iglamic banking in Kenya (Gulf
African Bank, 2009). There is high demand for Iskafinancial products against a
negligible supply of the same (Ndungu (2010). Ieittshort period of existence,
Islamic banking in Kenya has shown very commendakléormance commanding
combined market share of the banking sector in eah gross assets of 0.8%.
Currently there are two Islamic banks operating<emya: Gulf African and First
Community bank, which had a loan portfolio of 4i8itn shillings, deposits totaling

7.5 billion shillings and 27270 deposit accountsiti, 2009).

There is a gap in Islamic banking related literatwith regard to the financial
performance studies. Fewer financial performanceiss have been conducted on
Islamic banks compared with conventional banksemy&a. Ahmednoor (2012) did an
evaluation of Islamic banking products while Jos#pf2012) investigated on sharia
compliant products. Oundo (2009) suggested thaetthws poor supply of Shari'ah
compliant products in Kenya’'s financial institutiomhe findings obtained from
financial performance studies conducted on conwaatibanks cannot be applied to

Islamic banks due to the operational differencesvéen Islamic and conventional



bank. The theoretical implications of this studyliill the above mentioned gap in
Islamic banking related literature by analyzing #féect of internal factors on the

financial performance of Kenyan Islamic banks.

The entry of Kenyan banks into the new Shariah-d@mpproducts has perhaps been
one of the most critical developments in the baglsector in the recent past. The
academic discourse in the literature regarding ithe@act of Islamic banking,
notwithstanding the past efforts, does not fill thkk theoretical, methodological and
practical gaps. Thus, the present study is justifley the lack of academic
investigation regarding Islamic banking, especijaltythe local setting. By studying
the change in financial performance due to adoptidnislamic banking by
commercial banks the study sought to enrich trexditire in Islamic Banking in
Kenya. This leads to the question: what is theceféé Islamic Banking on Financial
Performance of commercial banks offering Shariammg@nt products on Kenya’'s

banking industry?

1.3 Resear ch Objectives
The objective of this study was to establish tHeatfof Islamic banking on financial

performance of commercial banks in Kenya

1.4 Value of the Study

The emergence of Islamic banking in Kenya's finaheervices sector has played a
key role in increasing financial access by ensutimgt the more than 8 million
Muslim population have financial options and, s game time, are not left out by

virtue of their socio-religious orientation hencentributing greatly to the First



Medium Term plan (2008 — 2012) of the Kenya Vis&f¥80. Accordingly, it is hoped
that the adoption of this study’s findings and reaeendations would contribute to
the efforts towards the financial inclusion of tienyan Muslims, who because of

their socio-religious values, have shunned conweatifinancial products.

The study findings would further contribute to Kefsy economic development
agenda as envisaged in the vision 2030 First Medienm Plan (2008-2012), more
so the economic pillar of the development blueprbyt reducing the gap of the
unbanked Muslims in the country and augmenting ecoa development of all the
socioeconomic segments. The management of finamsgaiutions, who oversee the
daily operations of their institutions, would bdeato understand the factors likely to
enhance or hinder the full operationalization ¢tdrisic banking policies. Managers of
Islamic banks, by knowing the factors and how th#gct the financial performance
of their banks, would be able to change internaldis for increased financial

performance

The government at large and specifically the Migistf Finance (MoF) through

policy formulation and institutional infrastructuveould ensure that they an enabling
environment that would help the Islamic banking-segment grow. In addition, the
researchers would gain insight on the various dspEdslamic related principles on
banking, and forming the basis for more advanceghtiiative studies on the same,

with this study’s findings providing reference nrédé

10



CHAPTER TWO
LITERATURE REVIEW

2.1 Introduction
This section reviews literature under the followthgmes; Theoretical underpinning
of the study, the empirical studies, loan policepted by commercial banks in

Kenya and the summary of the chapter.

2.2 Theoretical Review

The study was based on the theory of Islamic ban&ird dialectic model.

2.2.1 Theory of Islamic banking

The theory of Islamic banking is based essent@iljthe premise that interest which
is strictly forbidden in Islam, is neither a ne@ysnor a desirable basis for the
conduct of banking operations, and that Islamichesays provide a better foundation
for organizing the working of banks. Muslim econetsihave pointed out that it is a
historical accident that interest has become tmggdn of modern banking. The
practice of interest has been condemned by forethimdters in human history and by
all Biblical religions. Muslim scholars recognizeetimportant role banks play in the
economy of a country in modern times. Banking tostins act as financial

intermediaries between savers and investors. Thay e of significant help in

assisting the process of capital formation and ldgweent (Ayub, 2002).

The attitude of Islam to all known innovationshsit nothing should stand in the way
of their adoption if they are useful for human stgiand do not conflict with the
fundamental teachings of the Qur'an and the SunBimite banks perform a useful

service of financial intermediation, they are wiiadicceptable in a Muslim society.

11



What is not acceptable, however, from sihari‘ahpoint of view, is the use of interest
rate mechanism in the process of financial intenateth. Theoretical work by

Muslim scholars has sought to demonstrate thas passible to run an economy
without interest even in modern times. Replacenadninterest based banking by
interest-free banking has received the greateshtadn in this endeavor (Bessis,

1998).

The basic postulate that has guided all theoreticak on Islamic banking is that
while interest is forbidden in Islam, trade andfpris permissible. Muslim scholars
have developed a radically different model of bagkihich does not make use of
interest. It relies instead on profit/loss sharifigr purposes of financial
intermediation. The earliest references to thegaaization of banking on the basis of
profit/loss sharing are found in the writings ofrteén Muslim scholars in the late
forties and early and mid-fifties of this centuijhe sixties and seventies saw more
elaborate formulations of the concept of Islamieiiest free banking. The subsequent
period has witnessed further refinements in therthef Islamic banking (DeYoung

and Rice, 004).

Theoretical work on Islamic banking encompassesrsgwaspects related both to the
operating procedures of Islamic banks and the plessbcioeconomic consequences
of the adoption of the new system. The theoreticaerpinnings of Islamic banking
rests on equity, fairness and making allowable rtaygegains through risk-taking,
trade and asset usage. In its purest form, Isldraiking distinguishes itself from
conventional banking by using profit and loss-sigrischemes as a means of

dispensing financial capital (Gerrad and CunninghB997).

12



2.2.2 Dialectic Model

The study is based on the Dialectic model (TakeughiNonaka, 2004) for

overcoming difficulties, eliminating constraintsdarolving the problem of creating
new product within Islamic Bank. The justificationkthe selection is that Dialectic
approach takes verbal communication, direct comens and dialog in its process,
where all these have been a normal practice witiainking institutions. Dialectic

approach is proposed to strengthen and to formtlzeurrent practice.

The term “dialectic” originates from Greakalektos meaning discourse or debate.
Plato (428-324 BC) referred dialectic as binaryasifes, tensions and contradictions
among ideas. The principle developed to includedka that all levels of knowledge
advance through a process of Thesis, Antithesis &wdthesis (Singer, 2003).
According to Hegel’s dialectic, it comprises thibalectical stages of development: a
thesis giving rise to its reaction, an antitheskgcl contradicts or negates the thesis

and the tension between the two being resolvedédsnsiof a synthesis.

According to Tekeuchi & Nonaka (2004) dialecticspdrasizes two characteristics.
The first is its emphasis on change in which ikgahbout process and movement.
Secondly, it emphasizes on opposites. Change tpkes through conflict and

opposition. It is looking for contradictions withjpeople or situations as the main

guide to what is going on and what is likely to pep.

The core in dialectics is the notion of the worlgl laeing full of contradictions
(Skirbekk & Gilje, 2001). The dialectical movemdiggins with thesis as the original

state. The next stage is for this thesis to sheelfito be inadequate or inconsistent. It

13



is the opposite or negation of the first stage lagnlce is known as antithesis. It is the
reaction against the thesis. The second stagesh{ses to inadequate or inconsistent.
So, it results in third stage known as synthesisolves the oppositions between the
thesis and the antithesis. The previous thesis amithesis are reconciled and
transcended (Takeuchi & Nonaka, 2004). The synéhiesa combination of the best

thesis and the best of antithesis.

Knowledge creation in dialectic thinking acceptsatvappear to be opposites and tries
to synthesize them by transforming and uniting th&hresis represents the products
and services of Islamic bank which are interest ird have an equitable distribution
of income and wealth and to increase equity padiodn in the economy (Chapra,
1982). Second component is antithesis, which repitssthe market forces. In this
case thesis and antithesis always negate each atiterthere is a contradiction
between those interests. The bank’s interest iay@wdriven by high profitability with
low cost meanwhile the customers are driven byga heturn from their savings and
investments. They will deposit their money to batheat offer a high return (Gerrad

& Cunningham, 1997).

2.3 Deter minants of Financial Performance

The efficiency of the banking system has been dnéh@ hot issues in financial
environment. Since their products and serviceobam intangible nature, it is hard to
measure their efficiency and competitiveness ofarfoial institutions. Many
researchers have attempted to measure the prodyetnd efficiency of the banking
industry using outputs, costs, efficiency and penfince. Bank’s performance able to

provides signal to depositor and investors whetth@nvest or to withdraw funds from

14



the bank and whether to buy or sell the bank’s st In addition, regulators also
need to know the bank’s performance for regulagarposes. On the other hand, the
bank’s manager needs to know how well the bankpka®rmed towards its objective
or goal by looking at the bank’s performance. Hogreiow can we measure bank’s

performance? (Mang’eni, 2009).

There are many ways to measure bank’s performamcexample using financial
ratios and advanced statistical method such ash&tic Frontier Approach (SFA)
and Data Envelopment Analysis (DEA). The existiiigrature in this area can be
classified into two area of study. Studies conaegnMalaysia specifically have
adopted two approaches. The first area of studgvisstigating the performance of
Islamic banks over a certain time frame, and thesting whether they exhibit
improving performance (Samad and Hassan, 1999).s€ébend approach, the most
popular one is comparing the performance of Islaménking operations with

conventional ones both at a point in time and usimg-series analysis.

Financial performance is a management initiativeupgrade the accuracy and
timeliness of the financial institution to meet teguired standard while supporting
day to day operation (Bessis, 1998). Financialqrethnce key measures are driven
by three critical issues as follows profitabiligize of the business, and growth of the
business overtime. Consequently, financial perfoirea measures that assess
profitability, size, and growth rates are essential monitor overall financial

performance and progress (Ronald, 2011).
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According to James (2005), liquidity ratios areided as a measure of a firm’s ability
to pay back short-term obligations. Much insight && obtained into the present cash
solvency of the firm and the firm’s ability to remasolvent in the event of adversity.
Liquidity ratios can be measure by current ratid guick ratio. Steve et al. (2006)
defined current ratio as a measure of an entityisidity. Current ratio equal current
assets divide by current liabilities. The highes tturrent ratio, the greater ability of
the firm pays its bills. Liquidity measures the ldpiof managers in firms to fulfill
their immediate commitments to policyholders angeotcreditors without having to
increase profits on underwriting and investmentviiEs and liquidate financial

assets (Adams and Buckle, 2003).

Jose (2010) defined total asset turnover (assiatiton ratio) as the ratio measure
the efficiency of a firm to get incomes or revenbgsusing its assets. This ratio also
indicates pricing strategy. Businesses with lowfipnmargins tend to have a high

asset turnover, and those with high profit margemsl to have a low asset turnover.

Leverage ratios are intended to address the filorg-term ability to meet its
obligations. When a firm has debt, it has the @ti@n to repay the interest. Holding
debt will increase the firm’s riskiness. The lewdl financial leverage shows the
ability of listed firm to manage their economic ezpre to unexpected losses (Adams
and Buckle, 2003). According to Johnson & SchoRB0f7) many managers find a
process for developing a useful set of performandeators for the organization.
One reason for this is that many indicators givasaful but only partial view of
overall picture also some indicators are qualigatim nature ,whilst the hard

quantitative end of assessing been dominated lydial analysis. The evaluation of
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earnings performance depend upon key profitabiitgasures such as (return on
equity and return on assets) to industry bench raark peer group norms (Federal
Reserve Bank, 2002). Profitability as a measungeoformance is widely accepted by
Banks, financial institutions management, compamners and other creditors as
they are interested in knowing whether or not the £arns sustainability more than

it pays by way of interest (Sadakkadulla &Subba202).

Analyst use metrics like cash conversion cycle, rifteirn on assets ratio and fixed
asset turnover ratio to compare and assess a cgnapaunual asset performance, an
improvement in asset performance means that acaomgen either earn a higher
return using the same amount of assets or is efti@nough to create same amount of

return using less assets (Adams and Buckle, 2003).

2.4 Empirical Review

Metwally (1997) evaluated the performance of 15erest-free banks and 15
conventional banks in terms of liquidity, leverageedit risk, profitability and
efficiency. He concluded that the two groups ofksamay be differentiated in terms
of liquidity, leverage and credit risk, but notterms of profitability and efficiency.
Interest-free banks rely more heavily on their ggin loan financing and face more
difficulties in attracting deposits than interesisbd banks. Interest-free bank hold a
higher Cash/deposit ratio because they tend toelsively more conservative in
using their loan-able funds and lack lending oppdties. The profit/loss sharing
principle has made it difficult for interest-freariks to finance personal loans and
pushed interest-free banks to channel a greatgropion of their funds to direct

investment (using Musharaka and Mudaraba toolsnahte). Both banks offer their
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depositors similar returns and direct the largespertion of their funds towards the

financing of durables.

Samad and Hassan (1999) evaluated the inter-teirgoadanterbank performance of
Islamic bank Islam Malaysia Berhad (BIMB) for therjpd 1984-1997. In interbank
comparison the study found that BIMB is relativetyore liquid and less risky
compared to a group of 8 Conventional banks. Ajystmhducted on five Islamic
banks from MENA region analyzed their financialtstaents over the period 1993 —
2002 found that liquidity risk arises because o prature withdrawal by account
holders due to a mismatch between investor’'s eatieas of return and the actual
return. Therefore Islamic banks are required tplagequate cash or cash equivalents
to meet the demand. They identified the other mresd liquidity risk can be the lack
of confidence on the banking system, reliance awm lBrge depositors, reliance on

current accounts and restrictions of Islamic bamksales of debit.

Badr-EI-Din, Ibrahim and Vijaykumar (2003) revealbat the profitability of Islamic
banks is low due to short term investments and éowity base. In case of Islamic
banks, short term Debt financing includes Murab&wsam, and Qard fund and long

term debt financing includes Sukuk, leasing anignst

Igbal (2001) made comparison of performance ofm#tabanks with conventional
banks. He compared performance of both types dfatiks of equivalent size during
1990-1998. In additional to profitability, liquiditand risk some more variables such
as capital adequacy and deployment efficiency \atse studied. The performance of

Islamic banks has been evaluated using both treddraio analysis. Thus, Islamic
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banks as a group out-performed the former in alratbstreas and in almost all years.
In addition, Islamic banks are not suffering fromcess liquidity and are more cost
effective and profitable than their Conventionalucterparts. Kader, Janbota,
Asarpota and Anju (2007) and Safiullah (2010) fouhel same results in UAE and

Bangladesh respectively.

The conventional banks profitability theories exmstslamic banking. It is found that
determinants such as capital ratio, liquidity, iatt rate and money supply have
similar effect on Islamic banks. Capital ratio,ergst rate and inflation are positively
related with the profitability of Islamic banks. @me overall, Islamic banking as an
emerging banking concept has a positive impacthenptrofitability of modern day
banks. However there is negative relationship betwaarket share and profitability

(Haron and Ahmad, 2001).

Islamic banks are certainly more profitable thagirticonventional peers enjoying the
same balance sheet structure. The main reasoruébr & difference is that Islamic
banks benefit from a market imperfection. Islamenks lose on the grounds of
liquidity, assets and liabilities concentrationsl asperational efficiency (Hassoune,
2002). The NIM another indicator of performance smga indicate that Conventional
banks are operationally efficient than Islamic mnkhe profitability of interest-free
banks is positively influenced by high capital diedn-to-asset ratios, favourable

macroeconomic conditions, and negatively to takiEsg$an & Bashir, 2003).

Ahmednoor (2012) did an evaluation of Islamic bagkiproducts and financial

performance of Islamic banks in Kenya. The resutfidicate a strong positive

19



relationship between product size and amount amah@ial performance of Islamic
bank in Kenya. The relationship between Islamickbaroducts and profit before tax
is statistically significant. As a result, any chann the size of Islamic bank’s product

will have an effect of the earnings of the bank.

Josephat (2012) investigated the effect of offersigiria compliant products on
financial performance of commercial banks in Keny@he study concluded that
indeed offering new products such as Shariah campfiroducts really has a positive
effect on financial performance of the bank. It hadso broadened

investment/innovation opportunities for the banksegtor in Kenya.

2.5 Summary of Literature Review

In summary, introduction of Islamic finance by amguercial bank increases the
amount of products available to customers. The raunolb customers also increase
and by extension the income and competitive adgentd the financial institution. In
general, adoption of new products has a positifecebn the financial performance

of a commercial bank.
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CHAPTER THREE
RESEARCH METHODOLOGY
3.1 Introduction
This section presents the methods in data collecind analysis and forms the blue

print for conducting the research. It covers treeaech methodology, research design,

population of study, data collection and processimeghods and data analysis.

3.2 Resear ch Design

This study adopted a descriptive survey researsigdeThis is because descriptive
survey research design is appropriate where theysieeks to describe the
characteristics of certain groups, estimate thgqnton of people who have certain
characteristics and make predictions (Cooper anih8ker, 2003). The design is also
suitable since it will help to describe the stafeaffairs as they exist without
manipulation of variables which was the aim of gtedy (Kothari, 2004). For this
study, the design involved determining the caustiece of Islamic banking
(independent variable) on financial performancecofmmercial banks in Kenya

(dependent variable).

3.3 Population

Target population in statistics is the specific ylagion about which information is
desired. According to Denscombe (2008), a populatioa well-defined or set of
people, services, elements, events, group of thorgdouseholds that are being
investigated. The target population of this studdsvall the 43 commercial banks in

Kenya (CBK, 2014).
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3.4 Sample

The sample design of this study was mainly base&athari’'s (2004) hypotheses.
According to Kothari (2004) a sample of 10-30% loé target population is usually
representative and generalizable. Therefore, thepkasize for the study was 13
commercial banks. The study area was stratifiedl iwb sampling sectors namely:
international and local commercial banks. Thereftire study used stratified random
sampling technique to obtain a sample size of If@mgercial banks from a target
population of 43 commercial banks in Kenya. Thedgtalso used simple random
sampling technique across strata. According to Mdgeand Mugenda (2008),
stratified sampling technique is useful for hetemgous samples such as commercial
banks that will be grouped into sectors of local amernational commercial banks
while random sampling technique accords each elenrera sample an equal

probability of being sampled hence eliminating esgntative biasness.

3.5 Data Callection
For the purpose of this study, the researcher ssedndary data. Secondary data was
obtained from the published annual reports spanfiiegyears (2009-2013) for the

sampled commercial banks.

3.6 Data Analysis

Data collected was edited, coded and classifiemldifferent components to facilitate
a better and efficient analysis. Islamic banking doymmercial banks has various
components. For the purpose of this study, Isldraitking was analysed using capital
ratio, liquidity ratio, efficiency ratio, capitadaquacy ratio and bank size. They were

analysed using descriptive statistics. The findnp@formance was measured using
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return on assets. Regression analysis was usedttthe relationship between Islamic

banking and financial performance of commercialkisan Kenya.

3.6.1 Conceptual Model

The study conceptual model will be: YXfi (X2, X3, X4, X5, Xg)

Where Y=financial performance; )¢ Islamic Banking ratio; X= capital ratio; % =
liquidity ratio; X4 = efficiency ratio % = expenses management ratio whik=>bank

size.

FP = Return on assets (ROA) = [Net Income / Tatakts]

X1 = Islamic Banking ratio = [Income from Islamic bamdy/Total income]
X, = capital ratio = [total equity/total assets]

X3 = liquidity ratio = [total loans/total deposits]

X4 = efficiency ratio= [total operating expensesiaiaome]

X5 = expenses management ratio = [operating expénsed assets]

Xe = bank size = [value of total banking assets]

3.6.2 Analytical Model
The analytical model specification is as follows

Y=o+ X1+B2X2+BsX s+ BaXat PsXs+ PeXete.

Where Y = financial performance;; X Islamic Banking ratioX, = capital ratio; X% =
liquidity ratio; X4 = efficiency ratio; % = expenses management ratio whilg=>bank

sizee= error termB=coefficient of independent varialde constant.
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3.6.3 Test of Significance

The multiple linear regression model and t-statistas used to determine the relative
importance (sensitivity) of each independent vdeglslamic Banking) in affecting
the financial performance of commercial banks whiegs measured using Return on
Asset of commercial banks. The results are saidetstatistically significant within
the 0.05 level, which means that the significare@e must be smaller than 0.05. The
significance was determined by the t-value, whitdidgates how many standard error

means the sample diverges from the tested valud@kp2004).
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CHAPTER FOUR
DATA ANALYSIS, INTERPRETATION AND PRESENTATION

4.1 Introduction

This chapter presents data analysis and interetathe objective of the study was
to establish the effect of Islamic banking on ficiah performance of commercial
banks in Kenya. Data was collected from 13 commaétzanks for a period of five

years from 2009 to 2013. The data sources wereighglol annual reports spanning
five years (2009-2013) for the sampled 13 commerbanks as well as other
publications. Data was collected based on the biasaof the study, that is, return on
assets depicted by Islamic banking, capital raiguidity ratio, efficiency ratio,

expenses management and bank size.

4.2 Descriptive Statistics

Table 4.1 Summary of Study Variables

Return | Capital | Liquidity | Efficiency | Expenses | Bank
on 'slamic ratio ratio ratio management size
Banking .

assets ratio

(ROA)
Std. 0.690 | 1.016| 0.418 0.180 1.035 0.724 1859
Dev
Mean 3.17| 0.066| 0.282  2.804 0.59¢ 0.286 2515.4
Lowest | 2.14 0.03 0.14 2.68 0.54 0.25 2016
Highest| 4.12 0.11 0.42 2.97 0.67 0.32 3220
Median| 3.16 0.07 0.28 2.80 0.59 0.28 2440
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4.2.1 Return on Assets

The findings as shown in Table 4.1 above showslisteibution of Return on Assets
values over a period of 5 years. The lowest medmevior ROA was 2.14 in year
2009 while the highest mean value for ROA was 4n12013. The steady rise in the
Return on Assets values over the 5 year periodcates that the financial
performance of the 13 commercial banks have beeth@rincrease over the last 5
years. On the other hand, the different scoresanfdard deviation indicate variation
in the financial performance for the various comer@rbanks. Thus, Islamic banking

enhanced the financial performance of commerciakban Kenya.

4.2.2 1slamic Banking Ratio

The findings as shown in Table 4.1 above indich&ettend of Islamic banking over
the 5 year period. From the findings, the lowest@af Islamic banking was a mean
of 0.03 in year 2009 while the highest value odutsic banking was a mean of 0.11 in
year 2013. This shows a steady increase in thmislbanking of the 13 commercial
banks over the 5 year period. In addition, theed@ht stardard deviation values depict
a variation in the Islamic banking levels of th&fetient commercial banks in Kenya.
Thus, Islamic banking had a positive impact on fimancial performance of the

various commercial banks in Kenya that were impleting the same.

4.2.3 Capital Ratio

The findings as shown in Table 4.1 above indidagettend of capital ratio over the 5
year period. From the findings, the lowest valueafital ratio was a mean of 0.14 in
year 2009 while the highest value of capital rat@ms a mean of 0.42 in year 2013.

This shows a steady increase in the capital rdttheo13 commercial banks over the
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5 year period. In addition, the stardard deviatiepict a variation in the capital ratio
of the different commercial banks in Kenya. Thuital ratio positively affected the

financial performance of the various commercialksain Kenya.

4.2.4 Liquidity Ratio

The findings as shown in Table 4.1 above furthdicate the trend of liquidity ratio
over the 5 year period. From the findings, the Istwaalue of liquidity ratio was a
mean of 2.68 in year 2009 while the highest valiquidity ratio was a mean of
2.97 in year 2013. This shows a slight increasehm liquidity ratio of the 13
commercial banks over the 5 year period. Thusli¢udity ratio positively impacted

on the financial performance of the various comma¢ttanks in Kenya.

4.2.5 Efficiency Ratio

The findings as shown in Table 4.1 above indich&ettend of efficiency ratio over
the 5 year period. From the findings, the lowesti@af efficiency ratio was a mean
of 0.54 in year 2013 while the highest value ofcéghcy ratio was a mean of 0.67 in
year 2009. This shows a steady decrease in traesity ratio of the 13 commercial
banks over the 5 year period. In addition, thedstat deviation depict a variation in
the efficiency ratio of the different commercialnia in Kenya. Thus, the efficiency
ratio negatively affected the financial performaon€¢he various commercial banks in

Kenya.

4.2.6 Expenses M anagement Ratio
The findings as shown in Table 4.1 above also atdicthe trend of expenses

management ratio over the 5 year period. From ihdinigs, the lowest value of
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expenses management ratio was a mean of 0.25 2988 while the highest value
of expenses management ratio was a mean of 0.42an2009. This shows a steady
decrease in the expenses management ratio of tleeritercial banks over the 5
year period. Thus, the expenses management ndgatWiected the financial

performance of the various commercial banks in keny

4.2.7 Bank Size

In addition, the findings as shown in Table 4.1\a&bmdicate the trend of bank size
over the 5 year period. From the findings, the Istwalue of bank size was a mean of
Kshs. 2016 million in year 2009 while the higheatue of bank size was a mean of
Kshs. 3220 million in year 2013. This shows a syeadrease in the bank size of the
13 commercial banks over the 5 year period. Intaudithe high stardard deviation

scores depict a variation in the bank size of ifferént commercial banks in Kenya.

Thus, the bank size positively affected the finahg@erformance of the various

commercial banks in Kenya.

4.3 Correlation Analysis

Table 4.2 Correlation Matrix

s 2 0 5 )
8 S 0D ® > %) = N
o @ = £ = = o0 c o 2T o 7
c E EX | © S5 0= | g o= | x~
< 5 © c | = =R ‘O ®© o © © [
S n S| o g = E - | xXc =
(i S —m 8 3 BT 1 g m
Financial performance 1.0000 0.466.472| 0.653 | 0.487 0.724 0.737
Islamic Banking 0.466 | 1.0000.289| 0.163 | 0.161 0.271 0.271
Capital ratio 0.472 | 0.2891.000| 0.216 | 0.233 0.348 0.347
Liquidity ratio 0.653 | 0.163| 0.216| 1.000| 0.462| 0.454 | 0.454
Efficiency ratio 0.487 | 0.161| 0.233| 0.462 | 1.000 0.543 | 0.543
Expenses management ratio 0.724  0.p01348| 0.454 | 0.543 1.000 0.622
Bank size 0.737| 0.2710.347| 0.454 | 0.543 0.622 1.000
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Based on the correlation matrix on Table 4.2 abdivere is a positive relationship
between Islamic banking, capital ratio, liquiditgtio, efficiency ratio, expenses
management ratio and bank size and financial pedoce of commercial banks in

Kenya.

4.4 Regression Analysis and Hypotheses Testing
In determining effect of Islamic banking on finascperformance of commercial
banks in Kenya, the study conducted a multipleeggjon analysis to determine the
nature of relationship between the variables. Huygassion model specification was
as follows;

Y=o + B1Xy + PaXo + PaX3 +PaXy+ PsXs5 + PeXe t &
Where; Y= financial performance = Return on Assets
X7 = Islamic Banking ratioX, = capital ratio; X = liquidity ratio; X, = efficiency
ratio; Xs = expenses management ratio whilg=>ank size
a=constant,

€= error term,

B=coefficient of the independent variables.

This section presents a discussion of the restiitekeomultiple regression analysis.
The study conducted a multiple regression analysisdetermine the relative
importance of each of the variables with respedirtancial performance of the 13
commercial banks in Kenya. The study applied traissical package for social
sciences (SPSS) to code, enter and compute theuregsmnts of the multiple

regressions for the study. The findings are asepttesl in the following tables;
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Table 4.3 Model Summary

M odel R R Square Adjusted R | Sd. Error of the
Square Estimate
1 . 899 .8082 .786 0.0125

a. Predictors: (Constant), Islamic banking ratio, tapiatio, liquidity ratio, efficiency
ratio, expenses management ratio, bank size
b. Dependent Variable: financial performance

Coefficient of determination explains the extentwbich changes in the dependent
variable can be explained by the changes in thepeddent variables or the
percentage of variation in the dependent variafilericial performance) that is
explained by all the five independent variableited ratio, liquidity ratio, efficiency

ratio, capital adequacy ratio and bank size).

The five independent variables that were studiegblagn 80.82% of variance in
financial performance of the 13 commercial banksegsesented by the?RThis
therefore means that other factors not studiednis research contribute 19.18% of
variance in the dependent variable. Thereforehéurtesearch should be conducted to
investigate the other factors that affect the faiainperformance of commercial banks
in Kenya.

Table 4.4 ANOVA

Model Sum of df Mean Square |F Sig.
Squares
1 Regression |1.323 2 202 8.64 .004
Residual  |5.408 3 .246
Total 6.898 64

a. Predictors: (Constant), Islamic banking ratapital ratio, liquidity ratio, efficiency

ratio, expenses management ratio, bank size

b. Dependent Variable: financial performance




Analysis of Variance (ANOVA) consists of calculai® that provide information

about levels of variability within a regression nebénd form a basis for tests of
significance. The "F" column provides a statistic testing the hypothesis that §I

= 0 against the null hypothesis thﬁt: 0 (Weisberg, 2005). From the findings the
significance value is .004 which is less that OtBEs the model is statistically
significant in predicting how Islamic banking ratioapital ratio, liquidity ratio,
efficiency ratio, expenses management ratio andk baize affect financial
performance of commercial banks in Kenya. The &catiat 5% level of significance
was 3.23. Since F calculated (value = 8.64) istgrethan the F critical (3.23), this

shows that the overall model was significant.

Table 4.5 Multiple Regression Analysis

Model Unstandardized | Standardized t Sig.

Coefficients Coefficients

B Std. Beta B

Error

(Constant) 3.374 .836 3.61 |.000
Islamic banking ratio 0.614 .386 0.317 2.42 |.0018
Capital ratio 0.811| .412 0.228 1.81 |.0008
Liquidity ratio 0.732 .854 0.159 8.41 |.0011
Efficiency ratio 0.543 .580 0.151 456 |.0028
Expenses management rat| 0.580 .620 0.172 1.45 |.0022
Bank size 0.632 723 0.164 1.37 |.0015

From the regression findings, the substitutiorheféquation
(Y=0 + B1Xy+ B2Xa+ BaX3+ BaXs+ PsXs5+ PeXe + €) becomes;

Y=3.374 + 0.614 X+ 0.811 %+0.732 X%+ 0.543 X+ 0.580 X%+ 0.632Xe + ¢
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Where Y is the dependent variable (financial perfance), Xis the Islamic banking
ratio, X, is the capital ratio, 2s the liquidity ratio, % is the efficiency ratio, Xis the

expenses management ratio andsXhe bank size.

According to the equation, taking all the factdsdaimic banking ratio, capital ratio,
liquidity ratio, efficiency ratio, expenses managarmratio and bank size) constant at
zero, financial performance will be 3.374. The dfwaings also show that a unit
increase in Islamic banking ratio will lead to &D4 unit increase in financial
performance; a unit increase in capital ratio wehd to a 0.811 unit increase in
financial performance; a unit increase in liquiditio will lead to a 0.732 unit
increase in financial performance, a unit increesefficiency ratio will lead to a
0.543 unit increase in financial performance, & imgrease in expenses management
ratio will lead to a 0.580 unit increase in finaagperformance while a unit increase
in bank size will lead to a 0.632 unit increasdimancial performance. This means

that the most significant factor is capital rattidwed by liquidity ratio.

At 5% level of significance and 95% level of comficte, capital ratio had a 0.0008
level of significance; liquidity ratio had a 0.00Elel of significance, bank size had a
0.0015 level of significance; Islamic banking ratiad a 0.0018 level of significance,
expenses management ratio had a 0.0022 level wifisance while efficiency ratio

had a 0.0028 level of significance, implying thia tmost significant factor is capital
ratio followed by liquidity ratio, bank size, Islén banking ratio, expenses

management ratio and efficiency ratio, respectively
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4.4 Discussion of Findings
The objective of the study was to determine theatfdf Islamic banking on financial
performance of commercial banks in Kenya. The dhjeovas assessed by use of

secondary data and the subsequent analysis badke wariables of the study.

From the findings, financial performance of the d8nmercial banks under study
increased over the 5 year period as depicted biR@w& values. The mean increase in
the ROA values from a mean of 2.14 in year 2009 twean of 4.12 in year 2013
indicates a steady increase in the commercial béinkscial performance over the 5
year period. Thus, Islamic banking enhanced thenfiral performance of commercial
banks in Kenya. These findings are consistent Witdlssoune (2002) who observed
that Islamic banks are certainly more profitablentitheir conventional peers enjoying
the same balance sheet structure. The main reassndh a difference is that Islamic
banks benefit from a market imperfection. Islamenks lose on the grounds of
liquidity, assets and liabilities concentrationsl aperational efficiency. The findings
are also in line with Josephat (2012) who investidahe effect of offering Shariah
compliant products on financial performance of camral banks in Kenya and
found out that indeed offering new products sucBlariah compliant products really

had a positive effect on the financial performaotthe banks.

The study findings revealed that Islamic bankingprateadily increased from a mean
of 0.03 in year 2009 to a mean of 0.11 in year 20t&is, Islamic banking positively
affected the financial performance of the varioammercial banks in Kenya. These

findings are in line with Haron and Ahmad (2001)orgbserved that Islamic banking
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as an emerging banking concept had a positive itrgrathe profitability of modern

day banks.

The study findings revealed that capital ratio dilgancreased from a mean of 0.14
in year 2009 to a mean of 0.42 in year 2013. Thapital ratio positively affected the
financial performance of the various commercialksam Kenya. These findings are
in line with Haron and Ahmad (2001) who observedt ttapital ratio, interest rate and

inflation are positively related with the profitéityi of Islamic banks.

The study findings revealed that liquidity ratigghktly increased from a mean of 2.68
in year 2009 to a mean of 2.97 in year 2013. Thius, liquidity ratio positively
impacted on the financial performance of the vasicommercial banks in Kenya.
The findings are consistent with previous studiesedby Kader, Janbota, Asarpota
and Anju (2007) and Safiullah (2010) where theycahcluded that Islamic banks are
not suffering from excess liquidity and are morestceffective and profitable than

their conventional counterparts.

The study findings revealed that efficiency ratieaslily decreased from a mean of
0.67 in year 2009 to a mean of 0.54 in year 200us, the efficiency ratio

negatively impacted on the financial performancé¢hefvarious commercial banks in
Kenya. The findings are consistent with Hassouf8®2Z2 who concluded that Islamic
banks are certainly more profitable than their @ional peers enjoying the same
balance sheet structure. The main reason for sutiffemence is that Islamic banks
benefit from a market imperfection and that Islarbanks lose on the grounds of

liquidity, assets and liabilities concentrationsl aperational efficiency. The findings
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are also in agreement with Hassan & Bashir (2008) also found out that the NIM
as another indicator of performance measure inglictttat conventional banks are

operationally efficient than Islamic banks.

The study findings indicated that expenses manageraéo decreased from a mean
of 0.32 in year 2009 to a mean of 0.25 in year 20H&Is, the expenses management
had an inverse relationship with the financial perfance of the various commercial
banks in Kenya. The findings are consistent withsdd@m & Bashir (2003) who
observed that the profitability of interest-freenks is positively influenced by high
capital and loan-to-asset ratios, favourable mamoemic conditions, and negatively
to taxes. The findings are also in line with 1g§2001) who made comparison of
performance of Islamic banks with conventional lsamkth respect to profitability,
liquidity and risk. Expenses management and depdoynefficiency were also
studied. He concluded that Islamic banks as a gautgperformed the former in

almost all areas and in almost all years.

The study findings revealed that bank size steddiyeased from a mean of Kshs.
2016 million in year 2009 to a mean of Kshs. 3220ion in year 2013. Thus, the
bank size positively affected the financial perfamoe of the various commercial
banks in Kenya. The findings are consistent withm&kdnoor (2012) who did an
evaluation of Islamic banking products and finahperformance of Islamic banks in
Kenya and observed that there exist a strong pesitlationship between product

size and amount and the financial performancelaii bank in Kenya.
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CHAPTER FIVE
SUMMARY, CONCLUSION AND RECOMMENDATIONS
5.1 Introduction

This chapter presents the summary of the datangsdion the effect of Islamic
banking on financial performance of commercial tsank Kenya. The conclusions
and recommendations are drawn there to. The chaptirerefore structured into

summary of findings, conclusions, recommendatiortsareas for further research.

5.2 Summary of Findings

The study established that the financial perforreant the 13 commercial banks
under study as represented by ROA values incrdasedmean ratio of 1.98 over the
5 year period. This is as represented by the éiffez between the lowest mean of
2.14 in year 2009 and the highest mean of 4.12ar Y013 for the return on assets
ratio. Therefore, Islamic banking enhanced therioi@ performance of commercial
banks in Kenya. The study found out that there wasteady increase in the
commercial banks’ Islamic banking ratio as reflddiy the increase in mean values
from 0.03 in year 2009 to 0.11 in year 2013. Thamef Islamic banking positively
affected the financial performance of the varioosimercial banks in Kenya over the

5 year period.

The study found out that there was a steady inereathe commercial banks’ capital
ratio as reflected by the increase in mean valua® 0.14 in year 2009 to 0.42 in
year 2013. Therefore, capital ratio positively afésl the financial performance of the
various commercial banks in Kenya over the 5 yeaiog. The study found out that

there was a slight increase in the commercial Bdigksdity ratio as reflected by the

36



increase in mean values from 2.68 in year 2009.99 2n year 2013. Therefore,
liquidity ratio positively impacted on the finantiperformance of the various

commercial banks in Kenya over the 5 year period.

The study found out that there was a slight deeraasthe commercial banks’
efficiency ratio as reflected by the decrease immealues from 0.67 in year 2009 to
0.54 in year 2013. Therefore, the efficiency rdtam a negative relationship with the
financial performance of the various commercial Ksam Kenya over the 5 year
period. The study found out that there was a steladyease in the commercial banks’
capital expenses management ratio as reflectetidogldécrease in mean values from
0.32 in year 2009 to 0.25 in year 2013. Thereftlie, expenses management ratio
negatively affected the financial performance o trarious commercial banks in

Kenya over the 5 year period.

The study found out that there was a steady inereasthe bank size of the
commercial banks as reflected by the increase ianmelues from Kshs. 2016
million in year 2009 to Kshs. 3220 million in yea013. Therefore, the bank size
positively affected the financial performance oé thiarious commercial banks in

Kenya over the 5 year period.

5.3 Conclusion

Given that the Islamic banking ratio of the comnedrbanks steadily increased over
the 5 year period and the commercial banks’ fir@nperformance also steadily
increased over the same period, the study concltiks Islamic banking ratio

positively affected the financial performance ot tbommercial banks in Kenya.
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Given that the capital ratio of the commercial msteadily increased over the 5 year
period and the commercial banks’ financial perfanoealso steadily increased over
the same period, the study concludes that cajit&l positively affected the financial

performance of the commercial banks in Kenya.

Given the increase in the liquidity ratio of thenuwoercial banks over the 5 year
period and the corresponding increase in the cowialerbanks’ financial
performance over the same period, the study coasltitht liquidity ratio positively
impacted on the financial performance of the vasicommercial banks in Kenya.
Given the decrease in the efficiency ratio of tkenmercial banks over the 5 year
period and the corresponding increase in the cowialerbanks’ financial
performance over the same period, the study coasltltat efficiency ratio negatively

affected the financial performance of the comméizaamks in Kenya.

Given the steady decrease in the expenses managerterof the commercial banks
over the 5 year period and the corresponding iserda the commercial banks’
financial performance over the same period, thealystooncludes that expenses
management ratio negatively affected the finangatformance of the various
commercial banks in Kenya. Given the steady inereéasthe bank size of the
commercial banks over the 5 year period and theesponding increase in the
commercial banks’ financial performance over thmegeriod, the study concludes
that the bank size positively affected the finahgarformance of the various

commercial banks in Kenya.
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5.4 Recommendations

From the findings, the study established that I&tdmanking ratio positively affected
the financial performance of the various commerbahks in Kenya. Therefore the
study recommends that the management of the comahbanks should aggressively
market their Islamic banking product in order targmse their Islamic banking

clientele so as to enhance their firms’ financeffprmance.

From the findings, the study established that ehp#tio positively affected the

financial performance of the various commercialksaim Kenya. Therefore the study
recommends that the management of the commeramdsbshould strive to achieve
an optimal capital structure for their firms in erdo enhance their firms’ value hence

leading to an increase in their firms’ financiatjpemance.

From the findings, the study established that itpaidity ratio positively affected the
financial performance of the various commercialksaim Kenya. Therefore the study
recommends that the management of the commerai&tzhould strive to achieve a

stable liquidity position in order to enhance thiegms’ financial performance.

From the findings, the study established that timghefficiency ratio and the expenses
management ratio had a negative influence on thanéial performance of the
various commercial banks in Kenya. Thus, the studgommends that the
management of the commercial banks should strivent@nce operational efficiency
and expenses management of the banks in orderhanea their firms’ financial

performance.
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From the findings, the study established that bsizke of the commercial banks
positively affected the financial performance o€ tbommercial banks in Kenya.
Therefore the study recommends that the managewfetite commercial banks
should strive to expand target markets for the ¢gnowf their commercial banks

which in turn enhances their financial performance.

5.5 Limitations of the Study

The study was faced with lack of availability ofarmation. This was because banks
level of information disclosure differed where soofethe banks did not disclose all
the information on Islamic banking due to the fiett it is not compulsory regulatory

requirement to disclose the information to the jmubl

The study was limited by lack of co-operation bg #tudy respondents owing to their
busy work schedule when the researcher soughfficéion from the commercial
banks. The descriptive research design also hasanhlimitations. The limitation
includes the risk of non-response rate becausecnducted on the basis of voluntary

participation.

The study was further limited by the inconsisten€yinancial information where all
published sources seemed to have different figuoes the other. Documents heavily
relied on statistical reports and annual reportsi®gy CBK disregarding any other

source that differed with the figures in these doents.

5.6 Suggestions for Further Research
Since this study explored the effect of Islamic kag on financial performance of

commercial banks in Kenya, the study recommends sirailar study should be done
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in other countries for comparison purposes andldavefor generalization of findings

on the effect of Islamic banking on the financiatfprmance of commercial banks.

Since this study explored the effect of Islamic kag on financial performance of
commercial banks in Kenya, the study recommendssihalar study should be done
to explore the challenges that face Islamic banking their impact on the financial
performance of commercial banks in Kenya. A comgpagastudy between Islamic

banking and conventional banking in Kenya shoulddreducted.
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APPENDICES

APPENDIX |I: RAW DATA SUMMARY

Return | capital | liquidity | efficiency | expenses | bank
on Islamic ratio ratio ratio management size
banking .

assets ratio

(ROA)
2009 2.14 0.03 0.14 2.68 0.67 0.32 2016
2010 2.58 0.04 0.21 2.70 0.63 0.31 2218
2011 3.16 0.07 0.28 2.80 0.59 0.28 2440
2012 3.85 0.08 0.36 2.87 0.56 0.27 2683
2013 4.12 0.11 0.42 2.97 0.54 0.25 3220
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APPENDIX I1: LIST OF COMMERCIAL BANKSIN KENYA

ABC Bank (Kenya)
Bank of Africa

Bank of Baroda

Bank of India

Barclays Bank (Kenya)
CfC Stanbic Holdings
Chase Bank (Kenya)
Citibank

© © N o 00k~ 0w DR

Commercial Bank of Africa
10.Consolidated Bank of Kenya
11.Cooperative Bank of Kenya
12 Credit Bank
13.Development Bank of Kenya
14 Diamond Trust Bank
15.Dubai Bank Kenya

16.Eco Bank

17 Equatorial Commercial Bank
18.Equity Bank

19.Family Bank

20.Fidelity Commercial Bank Limited
21.First Community Bank

22 Giro Commercial Bank
23.Guaranty Trust Bank

24 Guardian Bank

25.Gulf African Bank

26.Habib Bank

27 Habib Bank AG Zurich

28.Housing Finance Company of Kenya
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29. & M Bank

30.Imperial Bank Kenya
31.Jamii Bora Bank

32.Kenya Commercial Bank
33.K-Rep Bank

34 Middle East Bank Kenya
35.National Bank of Kenya
36.NIC Bank

37.0Oriental Commercial Bank
38.Paramount Universal Bank
39.Prime Bank (Kenya)
40.Standard Chartered Kenya
41 Trans National Bank Kenya
42 United Bank for Africa

43 Victoria Commercial Bank

Source: CBK (2014)
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APPENDIX I[11: COMMERCIAL BANKS OFFERING ISLAMIC BANKING
IN KENYA
1. Barclays bank
2. First Community Bank
3. Gulf African Bank
4. Standard Chartered bank
5. National bank
6. Dubai bank
7. Kenya Commercial Bank

8. Middle East Bank Kenya
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