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ABSTRACT

The purpose of the study was to identify the strategic responses undertaken by the
commercial banks in Kenya in addressing the challenge of non-performing the second
objective of the study was to establish the challenges that the non performing loans pose
to the commercial banks in Kenya.

Data was in form of Primary data that was collected through the administering of
questionnaires to the various banks operating in Kenya. Data analysis was by use of
Microsoft Excel and presented in frequency distribution tables and percentages as well as

pie charts and bar graphs

To facilitate the study, a survey of all the 42 commercial banks operating in Kenya was
done. A response rate of 36% was achieved with 15 banks out of the 42 banks in Kenya

took part in the research study.

Some strategic responses identified in the study included the introduction of new policies
and procedures, the subjecting of credit proposals to rigorous risk assessment by the
lending officers, the use of informal means to get additional information on borrowers,
vetting of credit proposals by senior management lor objectivity and avoiding lending to

seasonal or non performing sectors.

As a result of the research findings, it was recommended that further research should be
undertaken on the unsecured lending that has become popular among the commercial

banks in the light of non performing loans
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CHAPTER ONE

INTRODUCTION
1.1  Background to the Study

The Kenyan banking system plays a major role in provision of banking services to the
various sectors of the economy. According to Market Intelligence B.S (2003), formal
businesses in the country operate bank accounts. Some informal sector businesses do not
maintain bank accounts due to the perceived high cost of banking in the country. Total

bank deposits stood at Kshs.365bn in 2002 up from 360bn in 2001.

Historically commercial banks have preferred to make short-term loans to businesses as
working capital. Principally to support day-to-day operations and purchase of inventory.
This practice can be traced to the era of financial repression, which restricted banks to
short term maturities (Popiel, 1994). In recent years however, banks have lengthened the
maturity of their business loans to include term loans, which generally stretch from 12
months to not more than 7 years in the Kenyan context. Term loans are used to finance
purchase of capital assets such as land, buildings, machinery and equipment. From these
advances, there arises the problem of Non-Performing Loans (NPL’s). Non Performing
Loans (NPL’s) impact adversely on bank’s profitability. A glance at the commercial
banks financial reports and more specifically the profit and toss and balance sheet show
the magnitude of NPL’s and the provisions for the same, which are the junks of losses to
the commercial ba;iks. In any banking system, the bad loans problem consists of a stock
component, old debt that is not performing and a tlow component, new lending that may
become non performing. The two components are linked by normal client relaiionstup in
banking and in some countries, by the government’s encouragement or even directing



state owned enterprises. The NPL is a source of credit risk that is the probability that
some of the banks assets, particularly its loans will decline in value and become

worthless or generate returns below required level.

According to Market Intelligence (2003), the banking system is vulnerable due to its high
level of non-performing loans, which were at 30 percent by February 2003. Financial
stability risk is prevalent. Bank failures occur mainly due to weak corporate governance,
poor lending practices and difficult economic environment. According to Obiero (2002), up
to mid 1990, CBK did not forcefully enforce prudential guidelines on loan grading and
provisioning. The proportion of bad loans to gross lending was 28.3% and 30% as at

January 2003 and January 2002 respectively (CBK 2003)

Gatonye (1989) identifies three bread roles of banking industry in Kenya’s economy as
financial intermediation between savers and borrowers that entails mobilization of
resources from entities with surplus funds and channeling them to deficit areas:
implementation of government policies by way of money supply management using
instruments of monetary policies namely cash ratio requirements, open market operations
and T-bill auctions and facilitating the flow and interaction of various economic
activities. In an efficient and stable financial system, these activities contribute to the
economy of a country by providing the saved funds of a depositor, to others with more
productive use for them in form of credit, thereby raising file income of both the savers
and borrowers. Obieio (2002) observed that between 1984 and 2001, there were 39 bank
failures in Kenya. These banks costed the economy abr et Kshs.19,685 million in teims ot
loans anc grants to restructure tin consolidated bank, compensation to depositors and

outright losses due to deposit or funds not coveied by the deposit protection iund



compensation scheme. There were also high non-monitory costs associated with resultant
unemployment and the general instability in the financial system. Of the 39 financial
institutions that failed, 14 (37.8%) failed partly because of high levels of non-performing

loans.

According to Kenyan Banker (2002), causes of non-performing loans in the Kenyan
context intiuds a decline in real doss Domestic Product (GDP) particularly in the last
decade due to poor economic performance, unprofessional risk evaluation and credit
management practices among the commercial banks which puts emphasis on loan
security and more or less ignores other important considerations, insider lending to major
shareholders and directors without adequate security and political influence.

The most recent bank failure was Euro Bank Ltd which was placed into liquidation in
February 2003, after becoming insolvent following substantial losses emanating from
huge non-performing loans. One month later Daima Bank Ltd was placed under statutory
management by Central Bank after a prolonged loss-making period that led to gross
under capitalization. The statutory manager is pursuing various options of restructuring
the bank. Similarly the Prudential Building Society was placed under statutory
management in June 2003 mainly due to its insolvency which eroded its capital base,

(Bank supervision report 2003).



1.1.1 Environmental Challenges and Organizational Response

Banks depend on lending for their viability. A non performing economy cannot support
credit hence the situation banks in Kenya now find themselves in. traditional risk
management has been rendered ineffective in the Kenyan environment. The slow pace
and bureaucracy in the judicial system has rendered some processes like litigation largely
ineffective, (Market Intelligence BS, 2000). The scenario has led commercial banks to
place their excess funds in government paper largeiy T-Bills and more recently T-Bonds
at the expense of lending to the private sector. These government papers have provided
the banks with low risk, high return assets for the last decade and constitute a major
component of banks profit. It is mainly the bigger more established companies and
multinationals that have continued to have access to bank loans. Smaller companies and
savers find it much more difficult to access bank loans. However, due to the steady
decline in the T-Bill yields over the last three years, there has been a major dilemma for
commercial banks On one hand, they are faced with the threat of declining earnings from
Government paper, which has for a long time constituted a major component of their
revenues. On the other hand, the risk averse attitude generally adopted by banks in Kenya
over the last decade is deterring them from taking on high risk, high return assets through

lending to the private sector, (Market Intelligence BS, 2000).

The growth of the Kenyan economy since independence has been accompanied by
expansion and diversification of the financial systems. This growth has been seen in
number as well as range of financial institutions and also in depth ot financial

intermediations. The changing banking environment has caused major restructuring in the



industry. These changes came about as a response to decline in profits that started being

observed in the early 1990’s, (Kyalo, 2002).
1.1.2 Commercial Banks in Kenya

Kenya inherited at independence a financial system typical of all British colonies in
Africa - a currency board; a commercial banking system wholly dominated by two major
British banks; a Post Office Saving Bank and a small number of non-bank financial
institutions (NBFIs) providing mortgage finance, insurance and other near bank financial
services. The sector has become substantial, sophisticated and complex. Recent years
have witnessed a restructuring of the sector through liquidations and mergers brought
about by a declining client base and non-performing loans as well as overall poor
management of small, indigenous baiixs. The sector comprises: The Central Bank of
Kenya (CBK); 42 domestic and foreign commercial banks with branches, agencies and
other outlets throughout the country; NBFIs with an excellent branch network in Kenya's
major cities; 4 building societies; 40 insurance companies; 2 mortgage finance
companies; the Post Office Savings Bank, with a large network of branches around the
country; 48 Forex Bureaus and over 1,500, (less well-organized) savings and credit

unions. (Stat-USA Market Research Report).

Banks in Kenya can be placed in four broad categories based on ownership. We have
foreign owned banks which are not locally incorporated and these include Citibank N.A,
Habib bank A.G.Zurich etc, secondly we have those that are foreign owned but are
locally incorporated (paitly owned by locals) such as Barclays bank K. Ltd, Stanbic
Bank, Standard chartered bank etc, thirdly are those that are locally owned e g.
Commercial bank of Africa ltd, Akiba bank etc and k stly those that have government

participation such as Kenya commercial bank, National bank etc.



12 Statement of the Problem

The banking sector is dominated by ten large commercial banks, which account for 77.3
percent of all deposits held by the banking institutions. Management of the sector has
generally improved, but problems of non-performing loans, which account for
approximately 29 percent of the total loan portfolio in March 2003, and under
capitalization, continue to plague the industry. The large portfolio of non-performing
loans in the banking sector has caused many banks to become over cautious in their
general lending. Obiero (2002) showed that the Kenyan banking system was troubled. An
estimated 41 percent of loans were non-performing, with most of these loans held by
state-controlled banks. Two state-controlled banks (Kenya Commercial Bank and
National Bank of Kenya) dominated the banking sector along with two international
banks (Barclays and Standard Chartered). According to the U.S. Department of State

(2000) a significant number of Kenyan banks were struggling.

According to Karnara et al (1997) a classic case of financial crisis precipitated by bad
debts is the financial turmoil that befell East Asia in late 1990s affecting mainly
Thailand, Indonesia, Malaysia and South Korea. At that time more than 15% of bank
loani in the four countries were non-performing comp?’ 'd to only 1% in USA. Causes of
high levels of non-performing loans ranged from political meddling on the part of
government in directing credit to preferred sectors to heavy lending to the propeity sector
which soured as the property bubble burst as well as imprudent risk assessment, pricing
and monitoring practices.

hi as much as the non performing loans is a serious problem to the banking industry, not

many studies have focused on them. Some of the few studies that have been done have

¢



focused on reasons why people default on loan repayment (Roche, 2003), the
restructuring process of bad debt (Lachowski ,1995), Yanfei (2003) looked at how to deal
with Non performing loans in China while Obiero (2002) concentrated on bank failures
and attributed them to the problem of non performing loans. This is to show that despite
the studies that have been carried out on commercial banks and the problem of non-
performing loans, no previous study has focused on the strategic responses of the
commercial banks in Kenya and therefore a knowledge gap is evident This study will
therefore attempt to discover what strategic responses the Kenyan commercial banks

have undertaken to address the threat of non-performing loans in the industry



13  Objectives of the Study
This study will address the following objectives.
a) To establish the challenges of Non Performing Loans for commercial banks in
Kenya.
b) To determine the strategic responses of commercial banks in Kenya to the

challenge of non-performing loans

14  Importance of the Study

The study will benefit the following groups among others:

a) Policy Makers: The study will provide pertinent information on the ways

commercial banks deal with issues on non-performing loans.

b) Managers of Financial Institutions: The study will provide insight into the most

successful strategies banks use to handle the non-performing loans.

C) Management Consultants: Management consultants will benefit in their
endeavor to advise commercial banks on the non-performing loans. Thus they will

provide recommendations accordingly.

d) Academic Researchers: The study will contribute to the existing body o
knowledge in the area of non performance of loans It will also contribute to the

challenges banks face on the non performing loans and their responses.



CHAPTER TWO

LITERATURE REVIEW

This chapter reviews pertinent literature on the concept of strategy, the causes of non-
performing loans, the magnitude of the challenge of non-performing loans and the

strategic responses being employed by commercial banfo m counter this challenge.

2.1 The Concept of Strategy

Johnson and Scholes (1999) defined strategy as “the directions and scope of an
organization over a long term, which achieves advantage for the organization through its
configuration of the resources within a changing environment, to meet the needs of the
markets and fulfill stake holder’s expectations”. Strategy is described as creating a fit
between the external characteristics and internal organization conditions to solve a
strategic problem. The problem occurs when there is a mismatch between internal
characteristics of the organization and the opportunity existing in the external
organization. Ansoff and Me Donnel (1990) describe Strategic Management as the
process through which a firm manages its relationships with the environment in which it
operates. It consists of strategic planning, capability planning and management of change.
Strategic management therefore is a continuous activity that enables the organization plan
for the exploitation of opportunities using its internal strengths while minimizing the

impact of threats posed by the environment in the light of the organizations weaknesses.

Quinn (1980) describes strategy as a plan and pattern that integrates an organizations
major goals, policies or patterns and helps marshal and allocate resources into a unique

and viable posture based upon its relative internal competencies and short comings



anticipated changes in the environment and contingent moves by the intelligent

opponents.

2.2 Environmental Challenges

CBK report (2001) indicates that as a result fall in real Gross Domestic Productivity,
Kenyan economy has been performing very poorly in the past decade or so and
continues to decline. This has to a large extent been a major contributor to the bad loan
scenario. The environment in which an organizations operates is dynamic i.e., the#
strategic responses which are well developed and appropriately adopted are powerful
tools for acquiring and sustaining a competitive advantage. Such weapons have to be
constantly adopted or even transformed to achieve the desired advantage, (Kiptugen,
2003). As the organization environment changes, it is necessary that the firm
continuously adopts its activities and internal configurations to reflect the new external
situations, failures to do this endangers the future success of the organization, Aosa

(1998).

Johnson and Scholes (1999) contend that environment encapsulates different
influences. It is quite difficult to make sense of this diversity. They view future
environment as likely to be different from the past. Having scenarios of possible futures
would in turn help managers to consider the different v/avs in which strategies might
need to change depending on how the environment behaves. The external environment
influences an organization’s strategic development by creating opportunities and
threats. Successful strategies rely heavily on the organization having the strategic

capability to perform at the level that is required for success. An understanding of the

10



strategic capabilities is important because aid an organization to determine whether its
strategies continue to fit the environment in which it operates and the threats and
opportunities that exist. Strategic development is concerned with changing
environment, strategic capability is about providing products or services that customers

value or management value in future.

As the environment changes, firms must change strategies to survive. With each new
strategy, new capabilities are developed. The adoption of dynamic perspective on
strategy alignment necessitates a shift in emphasis towards dynamic capabilities.
Dynamic capabilities described an approach to strategy that tries to identify the
dimensions of firm specific capabilities that can be sources of advantage and to explain
how combinations and competencies and resources can be developed, deployed and
protected. The operating environment involves factors in immediate situations that may
provide many of the challenges a particular firm faces in attempting to acquire needed
resources or in striving to profitably market its “oods and services. Among the most
prominent of these factors are a firms competitive position, customer profile, reputation
among suppliers and creditors. The operating environment differs from remote
environment in that the businesses can be much more proactive (as opposed to reactive)

in strategic planning than is the case with remote factors.

Treece et al (1997) argue that the organizations routines piay a major role in creating
dynamic capabilities. The routines provide the ability to build internal and external
competencies in order to face rapidly changing environments. Capabilities a>e
embedded in the routines of organizations and are not easily documented as procedures

and thus are difficult for competitors to replicate.



Pierce and Robinson (2002) argue that even if an organization has no outstanding
competencies and capabilities, managers still must tailor strategy to fit the firms
particular resources and capabilities. They identify three levels of strategy namely
corporate level, business level and functional level. The corporate level involves the
setting of objectives and forming strategies at the corporate level, usually by the board
of directors and the Chief Executive Officer. Decisions at this level are characterized by
greater risk, cost and profit potential, as well as longer time horizons and greater need
for flexibility. It includes decisions such as choice of business, dividend policies and
priorities for growth. The business level involves translating general statements of
direction and intent developed at the corporate level into concrete, functional objectives
and strategies for individual business divisions or strategic business units. This is
carried out by the business and corporate managers. The functional level is carried out
by managers of products, geographic and functional areas. I'ney are the implemented
and executioners of a company’s strategic plans. It involves the development of annual
objectives and short term strategies in areas such as production, operations* research

and development, marketing, finance and accounting.

2.3 Responses io Environmental Challenges

Organizations responses to the environmental are in two categories namely Strategic and
Operational depending on how long-term the response will be, at what level the
organization is, the breadth of impact on the organization and the amount of resources

required to effect the response.



2.3.1 Strategic Responses

Strategic responses to the environment are normally long term ventures. These take over
one year and the responsibility lies in the corporate and business level of management.
They are company wide and huge amounts of resources are required to enforce them.
Strategic responses according to Pearce and Robinson (1999) are a set of decisions and
actions that result in the formulation and implementation of plans designed to achieve a
firms objectives. Strategic responses are part of competitive strategies that organizations
develop in defining their goals and policies. They are reactions to what is happening on
the environment of the organization. Strategic responses are concerned with the long term

strategy of an organization involving high investments and embracing the organization as

awhole.

According to Gathoga (2001) in his study on competitive strategies, banks have
responded to the cnallenge of declining quality of loan assets by diversifying income
streams to include more of government securities and non-funded income from services
like funds management, business advisory services, custodial services like funds
management, credit and debit cards, forward exchange contracts, tunds transfers
remittances among others. All banks however, regardless of their proportion of Non
performing loans are paying increasing emphasis on their restructuring and eventual
collection.

Kiyai (2003) no.ed some restructuring techniques used by banks such as extended
repayment periods, interest waivers, interest holidays, capital holidays concessions,
additional facilities and conversions. Njau (2000) established that East Africa Breweries

undertook substantial adjustments in various strategic response variables in order to fight

13



off competition, the adaptations include the manipulation of marketing mix elements,
cost efficiency control measures and setting up of foreign marketing distribution centers.
Kadie (2001) studied strategic responses to competition by Telcom Kenya. He found that
the organization has made some strategic adaptations in its products, markets, technology
as well as marketing strategic alliances in response to the drastic competitive changes in

the country’s telecommunications industry.

Ansoff & McDonnel (1990) note that strategic responses involve changes in the
organizations strategic behavior. Such responses may take many forms depending on the
organizations capability and the environment in which it operates. Well developed and
targeted strategic responses are formidable weapons io: the firm in acquiring and
sustaining a competitive edge. These strategic responses include restructuring, marketing,

information technology, culture change etc, Kiptugen (2003).

Senior (1997) notes that there are various catalysis for organizational changes such as
restructuring. These triggers may include the purchase of new IT equipment or systems,
business process in ensification/ extensions, the re-design of group jobs, staff right sizing

and subsequent staff cutbacks as well as redundancies.



2.3.2 Operational Responses

Operational responses are short term (usually less than one year) and are targeted at
specific departments in the operational level of management. They do not require a huge
amount of resources to implement. Some of the operational units are marketing, finance,

human resources and production.

Operational control systems guide, monitor and evaluate progress in meeting annual
objectives, while strategic controls attempt to steer the company over an extended period
(usually 5 years and above) operational controls provide post action evaluation and
control over short periods usually from one month to one year. (Pearce and

Robinson,2000)

2.4 Causes of Non-Performing Loans

Kenya's financial sector is well-diversified. At the end of April 2003, the banking system
consists of 43 commercial banks, 2 investment banks, 2 operating Non-Bank Financial
Institutions (NBFIs), 2 mortgage finance companies, 4 building societies and 48 foreign
exchange bureaus. In 2002, the CBK set requirements for all banking institutions and
building societies to publish their quarterly un-audited financial results in the print media.
The objective of the disclosures is to enable bank customers to make informed decisions
about the general soundness of banks, particularly when placing large deposits. ( STAT-

USA Market Research Reports, 2004).



Non-performing loans are those loans that are not being serviced as per the loans
contracts and expose the bank’s potential losses (CBK, 2002). A mismatch in
management of major balance sheet items can cause banks to close down. Changes in the
relative structure of assets and liabilities should be a conscious decision of banks’ policy
makers in most cases the board of directors. Asset quality, which is measured by the asset
quality ratio, is an indicator of the level of non-performing loans (Thygerson, 1995).
Sinkey (1992) defines bad loans as facilities where there is reasonable doubt about the
ultimate collect ability of principal and interest within the time frame established by the
financial institution but in any case not significantly longer than the term of the original

facility. (Kiyai 2003)

According to Roche (2003), non performing loans in Kenya’s commercial banks were
caused by various reasons other than the much assumed factor of high interest rate such
as diversion of funds, economical decline, loss ofjob, multiple banking, poor
management operation and system errors, illness disasters, politics, competition lack of
knowledge, death, takeovers, treasury bill rate, conflict with the law, dissolution, base
lending rate, bankruptcy, breach of contract, Kenya Revenue Authority (KRA)
interference, poor monitoring and control, slow and unmoving stock. His findings
showed that most causes of loans default was the diversion of funds followed by the poor
state of the economy while the least were poor monitoring and control and KRA
interference. He recommended that bank staff be trained on the basic principles of credit

and should take broad steps in implementing Know Your Customer (KYC) project.



Some causes of non-performing loans according to CBK report (200!) include the Lack
of supervision of projects, frequent update of customer information and borrowers
circumstances as a result of the banks’ employees inability to be closer to their customers
Secondly, incomplete credit information leading to failure to determined borrowers
financial capacity to evaluate. The majority of debtors especially those owing money to
state owned banks and financial institutions are political debtors who borrowed money
with no intention of repayment. The implications of these scenarios are serious
considering the fact that most of the debt owed to these banks and financial institutions
are in the hands of such people. The other critical issue is that most of these money is not
(or in many cases inadequately) secured is not invested in productive activities and more
often than not is spent on political campaigns making recovery from attachment of

property or investment impossible.

Another cause indicated by CBK (2001) is the compromise of credit principles where
bank management grants loans carrying undue risks of unsatisfactory terms witli full
knowledge of violation of sound credit principles particularly in giving credit to
politicians, their friends and relatives. Anxiety to use income as collateral to end, where
the earnings factor is pennitted to outweigh the factor of soundness.

Finally, insider borrowing i.e. major shareholders, directors and members of staff in
many instances, contribute to non-performing loans problems becausefthey are not

subjected to normal objective credit assessment before disbursement of loans to them.
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2.5 Magnitude oi'tlie Challenge of Non-Performing Loans.

According to the Bank Supervision Annual Report (2001) the high level of non-performing
loans continues to be an issue of major supervisory concern in Kenya. The level of non-
perfonning loans has been increasing steadily. Even the best of the banks with good
lending policies and procedures do become victims of non performing loans in one way or
another. The magnitudes of non-perfonning loans worry bank policy makers. These ioans
have made some banks fall into liquidation and closure. In Kenya, non-performing loans

account for 38.1% of total advances, (CBK Report, 2001).

The level of non performing loans (NPLs) as at end of December 2003 was estimated at
Ksh.70.7bn or 26% of total loans compared with Ksh.78.2bn or 30%in December 2002.
The declining ratio reflects decrease in the ievel of non-performing loans both in absolute
terms and in relation to total loans in the sector, (Bank Supervision Annual Report,

2003).

Non performing loans were mainly concentrated in ten institutions and particularly public
sector banks whose ratio of the non-performing loans to their total loans was above 45%.
However, the NPL’s in the ten institutions are historical in nature and arose due to weak
credit risk management and external influence on the board and management of the
institutions affected. Loans classified as non performing namely, substandard, doubtful
and loss declined from Kshs.I 19bn or 39% of total loans as at December 2002 to

Kshs.l 10bn or 35% of total loans as at December 7003, (Banlc Supervision Annual

Report, 2003).



Kiyai (2003) reported that in the total of 43 banks operating in Kenya then , the rations of
non performing ioans to total loans were 31.6% in 1999, 35.4% in 2000, 28% in 2001 and
27.5% in 2002. This means that out of a total of kshs.244,454 million in 1999,
77,185millon was non performing yet the total net loans as a ratio of advances was
54.2% in the same year. CBK (2003). Obiero (2002) found that of the 39 banks, which
failed during the period 1984 and 2002, 37.8% collapsed mainly due to poor quality of
lending. Though most banks pride in clear and sound lending policies, the reality is that
they’ve been quite reckless in their lending activities. Coupled with this is the immense
pressure particularly on government controlled banks to lend to politically connected

individuals and institutions regardless of their credit standing (Market Intelligence, 2001).
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CHAPTER THREE

RESEARCH METHODOLOGY

31 Research Design

This study is a survey

3.2 Population of interest

According to CBK Bank Supervision Annual Report (2003) there are 42 banks in total.
The population comprised of all the 42 commercial banks that were operating in Kenya
as at January 2005. However, only 15 commercial banks agreed to participate in the study

constituting of 36% of the population.

3.3 Data Collection

This study was based on primary data which was collected by using a questionnaire that
was administered to the relevant personnel. The questionnaire was divided into four
sections. Section A sought data on the banks’ and respondents’ profile. Section B sought
data on the challenges faced by the banks, Section C was on the strategic responses
undertaken while section D was on the adequacy of the strategic responses commonly

employed by the banks’ to handle non-performing loans.

'he questionnaires were semi structured comprising of open ended and closed questions.

The chiefrespondents of the questionnaires were the head of lending in the banks.
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An introduction letter explaining the purpose of conducting the research was attached to

the questionnaires.

34 Data Analysis Techniques

After data was collected, answers from the questionnaires were coded and edited. Editing
was done to check on the consistency of the responses and also check on errors and
omissions. Descriptive analysis was used to classify data into percentages, frequencies
and averages. The data has in the next chapter been presented in form of frequency tables

and graphs. Microsoft Excel was used in the creation of the database.



CHAPTER FOUR
DATA ANALYSIS AND FINDINGS
4.1 Introduction:

This chapter deals with the analysis of data and research findings. Data obtained fro the
study has been presented in the form of tables, charts and graphs and is summarized into
frequencies and percentages. From the targeted 42 commercial banks operating in Kenya,

15 participated in the study representing 36% of the study population. Bureaucracy,

confidentiality and security concerns influenced the response rate achieved in the study.

4.2 Classification of Commercial Banks Operating in Kenya

Classification of the banks operating in Kenya was done according to the year of

establishment.

Table 1 Bank Year of Establishment in Kenya

Period Frequency Percentage
Before 1960 2 13
1961-1970 3 20
1971-1980 3 20
1981-1990 5

1991-2000 2 13

total 15 100

Source: Research questionnaire



From Table 1above, it can be observed that 13% of the Commercial Banks captured in
the study were established before 1960 and 13% were established after 1990. Most banks

captured were established between 1981 and 1990, these are 5 banks representing 34%.

Table 2: Classification by Size of Bank.

Branch Network Frequency Percentage
More than 20 5 33
Between 10 and 20 1 7
Less than 10 9 60

15 100

Source: Research questionnaire

When classified by size in terms of branch network, 33% of the banks that participated

have more than 20 branches while 60% of the banks have less than IObranches operating

in Kenya. Only 7% had between 10 and 20 branches. (Table 2).

Table 3: Classification by Ownership

Ownership Frequency Percentage
Foreign owned 4 27
Public owned 5 33
Private owned 6 40
15 100

Source: Research questionnaire



Of the captured banks, 27% had foreign ownership while 33% were public owned banks.
The highest were the privately owned banks which constituted of 40% of the captured

commercial banks.

4.3 Challenges of Non-Performing Loans Faced By Commercial Banks
in Kenya

The study sought to find out the major challenges that commercial banks faced due to the
Non Performing loans. The figure below shows a summery of the challenges. The
averages were based on five point scales where 1 was no effect at all while 5 was ta-a
very great extent.

Table 4. Perception of Challenges Faced Dv Commercial Banks in Kenya

Assessment Parameters Average  Perception
1. NPL’s project a negative picture on the bank’s financial

performance whenever financial statements are prepared. 3.2 moderate
2. NPL’s lead to a decline in income meant for credit thereby

reducing its adequacy. 3.7 great

3. NPL’s pose a tlireat of failure on the bank 4.1 qgreat

4. NPL’s leading to the bank being over cautious in its

lending practice 4.2 Great

5. NPL’s leading to high costs from debt restructuring 3.3 moderate
6. NPL’s posing a financial stability risk 4.1 Great

Source: Research questionnaire

The banks captured felt that the non performing loans projected a negative picture on the
banks financial performance whenever the statements were prepared only to a moderate
extent. They also envisioned the non performing loans highly causing a threat of reducing
income meant for credit. Threat of bank failure got an average of4.1 showing that all the
banks greatly faced this as a challenge. The banks captured also saw the non performing

loans leading the bank to be over cautious in their lending practices as a challenge 'C



them to a great extent. This was represented by an average of 4.2 while NPL’s leading to
high cost in restructuring as viewed as a challenge only moderately (3.3). The NPL’s

posing a financial stability risk was viewed challenge to a great extent. (Table 4).

4.4 Strategic Responses

Table 5 below shows a summery of the extent to which commercial banks in Kenya have
made changes due to non performing loans.

Tahlft 5: Strategic Responses

Assessment Parameters Average Extent

1 Change in style of leadership 2.5 Little

2. Introduction of new policies and procedures 4 Great

3. Change in bank structure (restructuring) 2.9 Moderate
4. Change in culture 2.7 Little

5. Subjecting credit proposals to rigorous risk

assessment 45 Great

6. Establishment of fully pledged credit dept. 2.9 Moderate
7. Setting minimum lending amounts so as to

disqualify lew quality credits 3.8 Moderate
8. Use of Credit Reference Bureaus to guard against

lending to already existing bad debtors 2 Little

9. Change in Technology to include more advanced

financial analysis tools 3 Moderate
10. Credit checking from other lenders if borrower is

multi banked 3.8 Moderate
11. Strict monitoring of account operations to identify Very
weaknesses early for corrective measures 45 Great

12. Review of financial information submitted by Very
borrowers critically 46 Great

13. Use ol informal means to get additional

information on boi rowers 3.9 Great

14. Restriction on the type and location of collateral

35 Moderate
15. Vetting of credit proposals by senior management

for objectivity 4.4 Great
lu. Avoiding lendmg to seasonal or non performing
sectors 4 Great

earcli questionnaire



The study sought to find out the various strategic responses undertaken by the various
banks to reduce the challenges caused by the non performing loans. All the banks had
adopted the various strategies in varied extents. Some strategic responses such as change
in Leadership (2.5), change in culture (2.7) and the use of credit bureaus to obtain
information (2) were adopted but to a small extent. Other strategic responses such as
restructuring (2.9), establishment of a credit department (2.9), the setting minimum
lending amounts so as to disqualify low quality credits (3.8) the change of technology to
include financial analysis tools (3), credit checking from other lenders if borrower is
multi banked (3.8 ) and the restriction on the type and location of collateral (3.5) were
adopted by the banks to a moderate extent.

The strategic responses that were adopted by the commercial banks to a great extent
included Introduction of new policies and procedures (4), subjecting credit proposals to
rigorous risk assessment (4.5), the use of informal means to get additional information on
borrowers (3.9), vetting of credit proposals by senior management for objectivity (4.4)
and avoiding lending to seasonal or non performing sectors (4). Strict monitoring of
account operations to identify weaknesses early for corrective measures (4.5) and the
critical review of financial information submitted by borrowers (4.6) were used to a very
great extent. Other strategic responses that were indicated by banks included the removal
of discretional limits therefore all the excesses had to be approved by the risk

departments as well as alertness and surprise audits done.



4.5 Adequacy of the Strategic Responses

‘fable 6: Perception of the Adequacy of the Strategic Responses.

Assessment Parameters

1 Change in style of leadership

2. Introduction of new policies and procedures
Change in bank structure (restructuring)

4. Change in culture
5. Subjecting credit proposals to rigorous risk assessment

6. Establishment of fully pledged credit dept.

7. Setting minimum lending amounts so as to disqualify low
quality credits

8. Use of Credit Reference Bureaus to guard against lending to
already existing bad debtors

9. Change in Technology to include more advanced financial
analysis tools

10. Credit checking from other lenders if borrower is multi
banked

11 Strict monitoring of account operations to identify
weaknesses early for corrective measures

12 Review of financial information submitted by borrowers
critically

13. Use of informal means to get additional information on
borrowers

14. Restriction on the type and location of collateral placed for
those that are easy to liquidate

15. Vetting of credit proposals by senior management for
objectivity

16. Avoiding lending to seasonal or non performing sectors

Source: Research questionnaire

Adequacy of Strategic responses

Average

3.7
4.3

3
3.2

5
4.8
4
3.7
4.
4.5
4.8
4.8
4.5

3.6

4.6
4.7

Perception
Moderate
Great
Moderate

Moderate
Very
Great
Very
Great

Great
Moderate
Great
Great
Very
Great
Very
Great

Great

Moderate

Great
Great
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The study also aimed to establish hew adequate the strategic responses adopted were in
addressing the threats caused by the non-performing loans. Strategies such as the change
in style of leadership, change in bank structure , culture change, use of credit reference
bureaus and the restriction of the type of collateral place were only seen as moderately
adequate in addressing the issue of non performing loans, others such as the introduction
of new policies and procedures, setting of minimum lending amounts so as to disqualify
low quality credits, the change in technology to include more advanced financial analysis
tools, credit checking from other lenders if borrower is multi banked, use of informal
means to get additional information on borrowers, the vetting of credit proposals by
senior management for objectivity and the avoidance of lending to seasonal or non
performing sectors were seen as greatly adequate in addressing the threat of non
performing loans. The strategies seen as very greatly adequate were the subjecting of
credit proposals to rigorous risk assessment, the establishment of fully pledged credit
department, the strict monitoring oi account operations to identify weaknesses early for
corrective measures and the review of financial information submitted by borrowers

critically before lending.

The study therefore established that all the participating banks faced serious challenges

caused by Non Performing loans and they all adopted various strategic responses to

address the threats posed by the NPL’s.
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CHAPTER FIVE
CONCLUSIONS AND RECOMMENDATIONS
5.1 Research Findings

Non-performing loans were seen to pose serious challenges to the banking sector in
Kenya. All the banks that responded seemed to face various challenges such as the
projection of a negative picture on the banks financial performance. This is detrimental to
the future performance of the bank as vied by the share holders especially in cases public
listed banks. More serious challenges faced by the sector included the non performing
loans posing a financial stability risk on the bank and also posing a threat of failure on the
bank. Some banks felt that many borrowers were multi banked and thus had access to
credit from various banks therefore leaving them overwhelmed. Such challenges were
difficult to address as once the loan was disbursed control as to how much more someone
could borrow from other lenders such as the Saccos was not possible. Most banks felt that

these challenges were serious and needed to be addressed strategically

All the banks that were surveyed had undertaken strategic responses to address the
challenges that non performing loans posed in the industry. Of the strategic responses
used, the most commonly used were the introduction of new policies and procedures, the
subjecting of credit proposals to rigorous risk assessment by the lending officers , the use
of informal means to get additional information on borrowers, vetting of credit proposals
bv senior management for objectivity and avoiding lending to seasonal or non
performing bCetors. Strict monitoring of account operations to identify weaknesses early
for corrective measures and the critical review of financial information submitted by

borrowers were used to a very great extent.



Of the strategies used, subjecting of credit proposals to rigorous risk assessment as well
as the establishment of fully pledged credit department to handle all issues regarding
lending and risk and the strict monitoring of account operations to identify weaknesses
early for corrective measures and the review of financial information submitted by
borrowers critically before lending were seen by majority of the banks as very adequate

in addressing the challenges posed by non performing loans.

5.2 Conclusions

The banking sector is charged with the provision of financial services to individuals as
well as corporate bodies. By doing so, they grow the assets of the bank and thus
increasing the profits of the bank. It is necessary that the loan portfolio is poses as little
risk as possible. This can only be done by the hank ensuring that the loans disbursed are
of good quality and will not end up being faulty or non performing. This study has
established that the successful strategic responses are those that relate to the actions done
before the loan is disbursed for example the critical analysis of the credit proposal as well
as strict monitoring of the accounts after the loans are disbursed. This way, the
weaknesses are quickly identified and corrective measures undertaken to prevent the

occurrence of the Non- Performing Joans.
5.3 Limitations of the Study

The main limitations of the study were on the participation of the respondents. Out of the
42 commercial banks that were provided with the questionnaires, only 15 participated
despite the aggressive follow-up and use of personJ contacts. Some of the non
respondents said that the information sought was confidential while others said it was not
within their organization policy to give information.

Time was also a major constraint



5.4 Recommendations for Further Research

The timing of this study was just right as the Kenyan banking industry is seeing more
banks get into the lending to individuals as posed to corporate bodies only. The
introduction of non secured loans is becoming more popular and in this respect, further

research is recommended on this caliber of loans in the light of performance.
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APPENDIX 1:

BANKS OPERATING IN KENYA AS AT DECEMBER 2003

1 African Banking Corporation Ltd.
2 Akiba Bank Ltd.

3 Bank of Baroda Ltd.

4 Bank of India Ltd.

5 Barclays Bank of Kenya Ltd.

6 CFC Bank Ltd.

7 Charterhouse Bank Ltd.

8 Chase Bank Ltd.

9 Citibank, N.A

10 City Finance Bank Ltd.

11 Commercial Bank of Africa Ltd.
12 Consolidated Bank of Kenya Ltd.
13 Co-operative Bank of Kenya Ltd.
14 Credit Agricole Indosuez

15 Credit Bank Ltd.

16 Daima Bank Ltd.

17 Delphis Bank Ltd.

18 Development Bank of Kenya Ltd.
19 Diamond Trust Bank Kenya Ltd.
20 Dubai Bank Ltd.

21 Equatorial Commercial Bank Ltd
22 Fidelity Commercial Bank Ltd.
23 Fina Bank Ltd.

24 First American Bank Ltd.

25 Giro Commercial Bank Ltd.

26 Guardian Bank Ltd

27 Habib AG Zurich

28 Habib Bank Ltd.

29 Imperial Bank Ltd.

30 Industrial Development Bank Ltd
31 Investment & Mortgages Bank Ltd
32 Kenya Commercial Bank Ltd

33 K-Rep Bank Ltd.

34 Middle East Bank of Kenya Ltd.
35 National Bank of Kenya Ltd.

36 National Industrial Credit Bank Ltd.
37 Paramount-Universal Bank Ltd.
38 Prime Bank Ltd.

39 Southern Credit Banking Corp. Ltd.
40 Sianbic Bank Kenya Ltd.

41 Standard Chartered Bank Ltd.

42 Transnational Bank Ltd.

43 Victoria Commercial Bank Ltd.
Source: Bank Supervision Annual Report 2003



APPENDIX 2: QUESTIONNAIRE

University of Nairobi
Faculty of Commerce
P.0.Box 30197,
Nairobi.

8th September 2005
Dear Sir/ Madam,

Ref: A Survey on the Strategic Responses of Commercial Banks in Kenya to
the Challenge of Non Performing Loans

| am a student at the University of Nairobi pursuing a Master of Business
Administration (MBA) Degree.

This research is part of the course requirement. Kindly spare some time to
fill in the attached questionnaire accurately. The information being sought is
strictly for academic purposes and all responses are strictly confidential.

A copy of the research report will be availed to you upon request.

Thank you for your co-operation

Yours Faithfully

Regina Kanyiri

MBA Student
University of Nairobi



QUESTIONNAIRE:

SECTION A: DEMOGRAPHIC PROFILE
1) Respondents Profile:

1) Position held

2) Number of years in current position

3) Number of years in Banking profession

2) Bank Profile:

1) Name of Bank

2) Ownership  Private owned () Public Owned ()

Other () please specify

3) Number of Branches

4) Year of Establishment in Kenya

SECTION B: CHALLENGES

To what extent do you face each of the following challenges due to Non Performing
Loans ( NPL’s)?
Use a 5-point scale where:

1=Not at All 2- Little Extent 3=Moderate Extent 4= Great Extent 5= Very Great
Extent

Challenges | 2 3 4 5

1 NPL’s project a negative picture on the bank’s financial performance

whenever financial statements are prepared. 000 00O
2. NPL’s lead to a decline in income meant for credit thereby

reducing its adequacy. 000 O00O
3. NPL’s pose a threat of failure on the bank 000 00O
4. NPL’s leading to the bank being over cautious in its lending

practice 000O00O
5. NPL’s leading to high costs from debt restructuring 000 00O
G NPL’s posing a financial stability risk 000O00O0

Other Challenges:



SECTION C: STRATEGIC RESPONSES.

To what extent have you made changes involving each of the following to respond to the
challenge of Non Performing Loans in your bank?

Use a 5point scale where:

1=Not at All 2= Little Extent 3=Moderate Extent 4= Great Extent 5= Very Great
Extent

I. Changes (Strategic Responses) 12345
1 Change in style of leadership 00000
2. Introduction of new policies and procedures 00000
3. Change in bank structure (restructuring) 0O00O00O
4. Change in culture 00000
5. Subjecting credit proposals to rigorous risk assessment 00000
6. Establislunent of fully pledged credit dept. 00000
7. Setting minimum lending amounts so as to disqualify

low quality credits 000O00O
8. Use of Credit Reference Bureaus to guard against lending to

already existing bad debtors. 000O00O
9. Change in Technology to include more advanced financial

analysis tools. 000 00O
10. Credit checking from other lenders if borrower is multi banked 000O00O

11. Strict monitoring of account operations to identify weaknesses

early for corrective measures. 000O00O0
12. Review of financial information submitted by borrowers critically 000O0O
13. Use of informal means to gei additional information on borrowers 000O00O0
14 Restriction on the type and location of collateral placed for

those that are easy to liquidate. 000O00O0
15. Vetting of credit proposals by senior management for objectivity 000O00O0
16. Avoiding lending to seasonal or non performing sectors 000 O0O



Other Changes (name the change and describe briefly in the space provided)

1 Change:

Description:

2 C hange:

Description:

3C hange:

Description:

4. Change:

Description:

SECTION D: ADEQUACY OF RESPONSES.

To what extent do you consider each of the following responses adequate in
addressing the challenge and problems of Non Performing Loans in your bank?

Use a 5-point scale where:

1=Not at All 2=to a small extent 3=Average extent 4= Great extent 5= Very Great

Extent.

1 Change in style of leadership

2. Introduction of new policies and procedures

3. Change in structure

4. Change in culture

5. Subjecting credit proposals to rigorous risk assessment

6. Establishment of fully pledged credit dept.

7. Setting minimum lending amounts so as to disqualify
low quality credits

8. Use of Credit Reference Bureaus to guard against lending to
already existing bad debtors.

9. Change in Technology to include more advanced financial
analysis tools.

10. Credit checking from other lenders if borrower is multi banked

123 45

000 0O
00000
00000
000 0O
00000
00000

000O00O

00000

00000
00000



11 Strict monitoring of account operations to identify weaknesses
early for corrective measures.

12. Review of financial information submitted by borrowers critically

13. Use of informal means to get additional information on borrowers
14. Restriction on the type and location of collateral placed for

those that are easy to liquidate.
15 Vetting of credit proposals by senior management for objectivity

16. Avoiding lending to seasonal or non performing sectors

Thank you for your co-operation



