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ABSTRACT
It is argued that non-performing loans are onénefrhajor causes of banks failure and hence

economic stagnation. In response to the problemoofperforming loans, banks have to
adopt effective management techniques for non parfg loans. This study sought to
establish the relationship between techniques fanaging non performing loans and the

level of non performing loans of commercial bank&enya.

Causal design was chosen as the study sought &bliskt the relationship between
techniques for managing non performing loans anell®n non performing loans of
commercial banks in Kenya. Causal design was chbeeause it enables the researcher to
generalise the findings to a larger population. Ppbpulation of this study consisted of all
the forty three commercial banks in Kenya. Primdaga was collected using structured
guestionnaires while secondary data was colleatech fiournals, magazines and banks’
annual reports. To enhance reliability of datat-tetest method was used by administering

guestionnaires twice to the same respondents.

The research used both quantitative and qualitatata and statistical package for social
sciences (SPSS version 17) package was used faradatysis. Regression analysis was
used to establish the relationship between teclsidar managing non performing loans

and the level of non performing loans of commerbaiks in Kenya.

The study concludes that effective management of performing loans in commercial
banks helps to improve the financial performancbanfks as interest on loans is the biggest
income of banks and increases the liquidity positd banks, helps in protecting the banks
reputation and reduces loan losses and leads tiygofloan portfolio for better return to
the shareholders and it reduces time wastage oroduqtive resources being diverted
towards loan recovery whereby such resources carhéenelled to other more productive

areas.



The study also concludes that non performing ldaads to commercial banks failure to a
greater extent, banks experiences borrower’s ialid pay loans due to business failure

and also the challenge of the institutions not igan effective follow up in the arrears.

The study further concludes that there is a negatélationship between techniques for
managing non performing loans and the level of perferming loans of commercial banks
in Kenya, which implies that effective techniquésranaging non performing loans leads

to decrease in the level of non performing loansammercial banks.

Xi



CHAPTER ONE
INTRODUCTION

1.1 Background of the study

While non-performing loans are a phenomenon thaiersnanently present in the balance
sheets of banks and other lending institutionsstgeificant rise of non-performing loans in
banks' balance sheets and the emergence of a nonapag loan (NPL) market are a
temporary phenomenon. Several economies have exped such distressed debt cycles. In
the USA, the non and sub-performing loans resatutias embedded into the savings and
loans crisis from 1989 to 1994. In Japan, the Nftlecbegan in 1997, China and the rest of
Asia has dealt with non performing loans and SPbses1999. In Germany, the first
publicly known transaction occurred in 2003 (Hamnd aviyazaki, 1999). The issue of non-

performing loans (NPLs) has gained increasing tittes in the last few decades.

The immediate consequence of large amount of NPLisal banking system is banks failure.
Non-performing loans in commercial banks are on¢hef major causes of the economic
stagnation problems in developing countries Kemgduded. Each non-performing loan in
the financial sector is viewed as an obverse mimage of an ailing unprofitable enterprise.
From this point of view, the eradication of hon{fpeming loans is a necessary condition to
improve the economic status of a country and lesdermercial banks profitable. The most
profound impact of high non-performing loans in ke&irportfolio is reduction in the banks’
profitability especially when it comes to their plisals. According to the International
Monetary Fund (IMF 2002), banks' net profits haerbeluggish for the last ten years.
According to Nagarajan (2003), a general awarenéske significance of structured risk
management system is discernible. In the wake afrnag level of non-performing loans
and sporadic instances of scams and systemic lEcthp area of risk management has
caught the closer attention of regulators. He gamtt that the Reserve Bank of India has set

out detailed guidelines for the management of tmesk.

Commercial Banks in Kenya need not be contentedh Wwaditional measures such as

exposure limits and credit rating, and are in trecess of overhauling their entire system of

1



risk management. Banks need to move towards Rigséetl Return on Capital framework
for appraising loans which calls for data on pdiwfdoehavior and allocation of capital
commensurate with credit risk inherent in loan sals (Nagarajan, 2003). Goulet and
David (1996) stated that the banking industry haanged dramatically over a relatively
short period, from being a virtual cartel to a Mglcompetitive market. Financial
deregulation and increasing globalization have @hbunew competition to domestic
banking, and allowed considerable diversificatigndanks, insurance companies and co-
operatives. Information technology has provided ynapportunities for creating new
financial products and distribution methods, forample Automatic Teller Machines
(ATMs), Telephone Banking and Computer Banking, eedliced the need for investment

in conventional branch infrastructure (Goulet ara/id 1996).

1.1.1 Non performing loans

There is no global standard to define non-perfogrirans at the practical level. Variations
exist in terms of the classification system, theps; and contents. Such problem potentially
adds to disorder and uncertainty in the NPL issBesHark Park (2003), during 1990s, there
were three different methods of defining non-perfimg loans in Japan: the 1993 method
based on banking laws; the “Bank’s Self-Valuation’March 1996; and the “Financial
Revival Laws-Based Debt Disclosure” in 1999. Theweasurements have gradually
broadened the scope and scales of the risk-managemethod. Similar to the trend in
Japan, more countries, regulators, and banks arengdowards adopting and adapting
better and more consensus practices. For exanmpteeiU.S., federal regulated banks are
required to use the five-tier non-performing lodassification system according to BIS
which are Pass, Special mention, Substandard, Rdubhd Loss. The five-tier system is
the most popular risk classification method, orsome cases, a dual system of reporting
according to their domestic policy guidelines adlvas the five-tier system (Herr and
Miyazaki 1999).

The immediate consequence of large amount of ndiofpeing loans in the banking system
is bank failure. Many researches on the causesok failures find that asset quality is a



statistically significant predictor of insolvencysiéms 1994), and that failing banking

institutions always have high level of non-perfangioans prior to failure.

It is argued that the non-performing loans are oh¢he major causes of the economic
stagnation problems. The occurrence of non perfagnhibans in the banking sectors is a
clear indicator that banks’ profitability will deck. From this point of view, the eradication
of non-performing loans is a necessary conditiomnriprove the banks’ performance and

consequently improve country’s economic statusg&iet al. 2001).

Non-performing loans can lead to efficiency probliemthe banking sector. It is found by a
number of economists that failing banks tend toldmated far from the most-efficient
frontier, because banks do not optimise their pbafdecisions by lending less than
demanded. What is more, there is evidence that ameng banks that do not fail; there
exist a negative relationship between the non-peifoy loans and performance efficiency
(Krueger et al, 1999).

1.1.2 Management of non-performing loans in commeral banks

Since banking crises in emerging economies hagptaultauses, there is no single solution
to their occurrence (Tirapat 1999). However, Gagtsand Turner (1996) suggest that there
are several measures that can significantly redbeeincident of each of the factors
underlying banking crises. For example, greaterroemmnomic stability, the wider use of
market-based hedging instruments and higher lefdisnk capital would help to make the
consequences of non performing loans in the domdsnking system less damaging.
Limiting the allocation of bank credit to particdla interest-rate-sensitive sectors, close
monitoring of lending by weakly capitalized bankadaemploying the right mix of
macroeconomic and exchange rate policies wouldlaipilimit vulnerability to lending
booms, asset price collapses and surges of capitavs, (Goldstein and Turner, 1996).
Strict asset classification and provisioning pi@egi could reduce the increases of bad loans
and protection against loan losses. Tirapat (199®¢es with Goldstein and Turner on the
role of Government in determining to a great extbetsuccess of efforts to managing such

crises. It starts out by reviewing the banking cite, problems faced and some of the
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causes of recent banking crises. According to thekBf Japan (2003), the remedies to the
problem of Non-performing loans can be grouped thtee broad categories, all of which
work towards enhancing the banks’ earning powenstks to further improve efficiency
through cost reduction. Secondly is to pursue a leening strategy backed by appropriate

credit risk evaluation, and third is to provide niwancial services to increase fee income.

From an accounting perspective, loans should begrezed as being impaired and
necessary provisions should be made, if it is yikbht the bank will not be able to collect
all the amounts due, principal and interest acogrdo the contractual terms of the loan
agreement(s). Loan loss provisioning is thus a otketthat banks use to recognize a
reduction in the realizable value of their loang&nB managers are expected to evaluate
credit losses in their loan portfolios on the basfisavailable information, a process that
involves a great deal of judgement and is subdpposing incentives. Sometimes banks
may be reluctant to account for the whole amounhaiirred losses because of the negative
effect of provisions on profits and on shareholddrgdends. In other cases, if provisions
are tax-deductible, banks have an incentive tostass their loss provisions and to smooth

profits over time in order to reduce the amountaafliability (Laurin and Majnoni, 2003).

Making provision stemmed from the credit transa®ticuch as credit sales. Sales on any
basis other than for cash make possible the subsedailure to collect the account. An
uncollectable account receivable is a loss of regdhat requires, through proper entry in
the accounts, a decrease in the asset accountsatdeeand a related decrease in income
and stockholders' equity. Recording the bad dep¢rese recognizes the loss in revenue and
the decrease in income. Of the two methods of déegruncollectible accounts receivable,
the allowance method is appropriate in situatiohgen it is probable that an asset has been
impaired and that the amount of the loss can bsorebly estimated since the collectability
of receivables is considered a loss contingencyecdeivable is a prospective cash inflow,
and the probability of its collection must be calesed in valuing this inflow (Kieso et al.
2001).



1.1.3 Commercial banks in Kenya

The Companies Act, the Banking Act, the Central BBah Kenya Act and the various
prudential guidelines issued by the Central BankKehya (CBK), govern the Banking
industry in Kenya. The banking sector in Kenya Wiasralised in 1995 and exchange
controls lifted. The CBK, which falls under the N&itry for Finance’s docket, is responsible
for formulating and implementing monetary policydaiostering the liquidity, solvency and
proper functioning of the financial system. The CBKblishes information on Kenya’'s
commercial banks and non-banking financial ingbng, interest rates and other
publications and guidelines. Commercial banks hesme together under the Kenya
Bankers Association (KBA), which serves as a lofiinythe banks’ interests and addresses

issues affecting its members (Kenya Bankers Astoni&nnual Report, 2008).

There are forty three commercial banks, fifteenrmitnance institutions and forty-eight
foreign exchange bureaus in Kenya. The bankingsimgun Kenya is dominated by a few
large banks most of which are foreign-owned, thosmyine are partially locally owned. Nine
of the major commercial banks are listed in therdlaiStock Exchange. Commercial banks
and non-banking financial institutions offer corgta and retail banking services but a small
number, mainly comprising the larger banks, offéheo services including investment

banking (Kenya Bankers Association Annual Repd@8).
1.2 Statement of the problem

According to Brown Bridge (1998)most of the bank failures were caused by non-
performing loans. Arrears affecting more than hba# loan portfolios were typical of the
failed banks. Many of the bad debts were attribletab moral hazard which includes
adverse incentives on bank managers to adopt ireptuénding strategies, in particular
insider lending and lending at high interest rateborrowers in the most risky segments of

the credit markets.

The high level of non performing loans impacts aiblic confidence in the deposit system.
The most profound impact of high non-performingni®an banks portfolio is reduction in

in-house restructuring unit to manage the distebsaibt itself and synthetic sale transaction
5



for the entire portfolio to transfer to investomhich are mainly opportunity funds or

investment banks.

In a high NPL condition, banks increasingly tendctory out internal consolidation to
improve the asset quality rather than distributorgdit. Further, the high level of non
performing loans requires banks to raise provisimndoan loss that decreases the banks’
revenue and reduces the funds for new lending.cligack of loans impairs the corporate
sector as they have difficulties in expanding thearking capital, blocking their chances of
resuming normal operation or growing. Unavailapilitf credit to finance firm’s working
capitals and investments might trigger the secamchd business failure which in turn
exacerbates the quality of bank loans, resultingeremerging of banking or financial
failure. Unfortunately, commercial banks in Kenya atill burdened with presence of NPLs
and fresh non performing loan are being recordetitherefore management of NPLs must
be multi-pronged, with different techniques pursaedhe different stages through which a
credit facility passes. Measures should be in pfacdoth prevention and resolution. With
regard to preventive measures, emphasis needs folabed on credit screening, loan
surveillance and loan review functionaries botlndtvidual bank levels and in the central

bank of the country.

Resolution measures must be accompanied by legasunes that is improving the
efficiency of the legal and the judicial system amelveloping other out of the court
settlement measures like compromise settlementsefia@ncentive packaging, formation of
asset management companies, factoring and asseitisation. Non-performing loans are
still being experienced in the balance sheets ofraercial banks in Kenya as in 2002, non
performing loan was 76.1 billion and 74.0 billiom the year 2003. There is a need for
commercial banks to adopt best management techsiquenanage non-performing loans
which are major causes of the economic stagnatiololgms in an economy.

Most local studies have focused on factors causmg performing loans in commercial
banks. Chemjor (2007) studied the significanceneffaictors contributing to non performing

loans problems in commercial banks in Kenya. Tl been no known study focusing on



the relationship between techniques of managenfardroperforming loans and the level of
non performing loans of commercial banks in Kenlais study therefore seek to fill this
gap of knowledge by analyzing the relationship leetwtechniques of management of non
performing loans and the levels of non performmanis of commercial banks in Kenya.

1.3 Research Questions

The study seeks to answer the following researestiuns
i How does commercial banks manage non- perforrioags?

i What is the relationship between techniquesni@nagement of non performing loans and
level of non performing loans of commercial bahks

1. 4 Objectives of the Study

1.4.1 General Objectives

The general objective of the study is to estalilighrelationship between techniques for
managing non performing loans and the level of perierming loans of commercial banks

in Kenya.

1.4.2 Specific Objectives
i To determine how commercial banks manage theirpesforming loans.
il To establish the relationship between techniqpfesanagement of non performing loans

and the level of non performing loans of commerbaiks in Kenya.

1.5 Importance of the Study

The study is invaluable to the management of comiaebanks as they will be able to
uncover the causes and effective ways of managangperforming loans and able to take
appropriate measures to reduce them. The studyuwileil both specific factors such as
customer failure to disclose vital information dwyithe loan application as well as main
banks’ specific causes such as lack of aggressleabllection policy and ways to mitigate
commercial banks against risks to maximize on thedfitability. The study will provide an

insight on the best approaches commercial banksidghadopt in order to effectively

7



manage and enhance profitability. Managers in bampkindustry will find this study
significant as it will recommend the best approachieat should be taken to manage

loans and therefore prevent their organizationmfomllapsing.

The study will be useful to the government in pglimaking regarding the loan
requirements and also for the supervision of comraebanks. The policy makers will
obtain knowledge on the best mechanisns that dHmeiladopted to curb the occurence of
non perfoming loans and the responses that are@ayie should they occur. This study will
therefore act as a guide in designing approprialieips that will regulate commercial banks

in managing their loans.

The study will also be significant to scholars wiid find this study useful as it will provide
information on causes of non performing loans imeeercial banks and how they arise as
well as better approaches that should be adoptethanage them. It will also be of
significance to researchers as it will provide sagpon which further studies on broad
subjects of non performing loans in commercialksacan be carried out as well as provide

reference for scholars.



CHAPTER TWO
LITERATURE REVIEW

2.1 Introduction

This chapter reviews the past literature on thdystlihe causes of non performing loans in
commercial banks are critically reviewed. The cbapilso reviews classification and
theories of non performing loans. Management tegres for managing non performing
loans by commercial banks are well reviewed. Erogirstudy and conclusion of the chapter
are presented.

2.2 Causes of non performing loans

Westermann and Frand (2003) investigate the ralship between the loan supply and real
lending capacity, lending rates, real out put, b&wchpital ratio, and non-performing loan.
The results show that the coefficients of non penfog loans are negative and significant,
which indicate that bank credit supply declineshwiite worsening of the non performing
loans problem. Westermann (2003) compares the ch<gsrmany after the credit boom of
the late 1990s and Japan aftermath of the bubbikt buearly 1990s. He argues that even
though the German banks were in a better conditian Japanese banks, as the path of
German’s aggregate credit looks so similar to tfalapan, it is at least unlikely that the
German credit slowdown was entirely driven by dedhamhile that of Japan was mostly
caused by lack of supply. There must at least beessupply side changes that affect the
aggregate credit, and differences only exist in rtiegnitude of the problem. He further
points out that the one of the main reasons in @aynfior the credit crunch is the increased
risk of non-performing loans after the credit boom.

According to Gorter and Bloem (2002), non-perforgnilmans are mainly caused by an
inevitable number of wrong economic decisions bgividuals and plain bad luck
(inclement weather, unexpected price changes fataioe products). Under such
circumstances, the holders of loans can make awafice for a normal share of non
performance in the form of bad loan provisionsthey may spread the risk by taking out

insurance. The problem of NPL’s is widespread. Misfa, Kazuhito, and Yukiko, (2001)
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state that one of the underlying causes of Jagaonlsnged economic stagnation is the non-

performing or bad loan problem.

They explain that some of the loans made to comggamind industries by financial
institutions during the bubble era became non-perifog when the bubble burst. This
delayed structural reforms and prevented the filmdnttermediary system from functioning
properly. In their study, Fernandez, Jorge and i8au(2000) state that the growth of bank
credit in Spain and its prudential implicationsais ever-present item on the agenda of
banking supervisors, since most banking crises hae a direct cause on the inadequate
management of credit risk by institutions. Theyther assert that even though bank
supervisors are well aware of this problem, itesydifficult to persuade bank managers to
follow more prudent credit policies during an ecomo upturn, especially in a highly
competitive environment. They claim that even covetere managers might find market
pressure for higher profits very difficult to overne. According to a World Bank report
(1994) in Uganda, the country’s banking industrysvagescribed as extremely weak, with
huge non performing loans and .banks teeteringherverge of collapse. Mukalazi (1999)
notes that reeling from years of economic mismamege and political interference,

Uganda's banking industry posted huge losses indHg 1990s.

Banks lack effective measures to identify, quanéind control the regional and industrial
risk, constrained by obtaining historical data, efdgcalized information systems, and
immature portfolio management skills, so they h&wvanake judgment mainly based on
personal experience and consequently have weakgeanent measures on concentrated
and systematic risk. McNulty, Akhigbe, and Verbragg¢2001) indicated that banks are
short of quantitative measures on specific custemesk, the underlying reasons are:
firstly, insufficiency of fundamental information yg#gem support. Secondly, the
accumulation of historical information on risk réwation is not enough, quality of data
needs to be enhanced, quantitative modeling teoggah risk revaluation standard needs to
be improved, and relationship between customeiagaand five degrees classification
results should be established. Thirdly, it is shafrteffective measures to calibrate the

matching between risk and revenue.
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During pre-loan investigation, some relationship nagers put little emphasis on

authenticity and integrality review on related mnizils; they have not clarified the true

intended usage of the loan (especially when extenshort-termed credit); the review is too
optimistic, which does not analyze the potentiflluence of changes in related factors, no
deep review of the market, no enough understandfirenterprises’ operation management
situation, and no thorough risk revaluation; agses is inaccurate and the risk of loans is
not fully covered; the risk on group customers affdiated enterprises are not identified

effectively (Kieso et a].2001).

Furthermore, some banks neglect the fact that pwanedures are not completed and the
review materials are not enough; some operatepaotiedure, for instance, extending credit
before enterprises’ application, signing loan cacttrbefore approval of the loan, issuing
letter of credit or bank acceptance before appraaisolidated credit is not fully realized,
and credit to some group members is not includetthenconsolidated credit management;
extending credit against the rules, that is, exicgeduthority to offer loans, splitting one big
number into several small pieces to avoid the aitthoonstraint, issuing bank acceptance
to fund enterprises on a rolling basis, or issuaegeptance, discount without actual trade
background.

No full consideration on possible loss of potentisk and having not realized business
expansion, which are constrained by capital. Fogusn the possible revenue from business
growth will lead to issuance of loans based onrggvionly and develop business blindly.
Secondly, some relationship managers ignore théewewn fundamental information,

admittance conditions and collateral revaluatiomwdtomers, which impair the authenticity
and reliability of pre-loan investigation informati (Laurin and Majnoni, 2003).

Additionally, some risks managers unduly rely oe thaterials provided by relationship

managers and only review the written reports andrtial reports. They do not make risk
review from the second angle objectively so as amage the independence of review
conclusions. Misunderstanding in credit conceptiay arise due to the market share which

may be the most important, loaning method to stioveother business, it is safe to rely on
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the government, customers approached by other barksyood customers and foreign

enterprises are good customers.

2.2.1 Lack of balance mechanism for power and weakonitoring system

According to Brownbridge (1998), the single biggestributor to the bad loans of many of
the failed local banks was insider lending. Ineatst half of the bank failures, insider loans
accounted for a substantial proportion of the belatsl Most of the larger local bank failures
in Kenya, such as the Continental Bank, Trade Ban# Pan African Bank, involved

extensive insider lending, often to politicians.eTtinreat posed by insider lending to the
soundness of the banks was exacerbated becauseomiieyinsider loans were invested in
speculative projects such as real estate develdprberached large-loan exposure limits,
and were extended to projects which could not ggaeshort-term returns, with the result

that the maturities of the bank's assets and lli@silwere imprudently mismatched.

There was no balance mechanism for power in bamkese governance structures were
similar to the SOEs before the recent transformatiocommercial banks in China. There is
no difference between Board of Director and SeManagement, so the internal monitoring
systems on decision making do no exist. The obvéhiestcomings of this arrangement are:
firstly, the quality of important decision makingich as strategy planning is not high;
secondly, the moral hazard risk of senior managémeasy to appear (Herr and Miyazaki,
1999). Frankly speaking, there is strong and diretationship between deficiency in
monitoring system and levels of non-performing Bawhich should be the powerful
method to enhance the control power inside the ©yaakd reduce many serious problems
that have appeared. The fundamental reasons dependent audit and monitoring are not
strong; monitoring, review and post-assessmentutnsidiaries are not well-located; risks
are not identified timely; qualities of asset ao¢ authentic and provisions are not enough.

In addition, there are evident flaws, which are am@nt reasons for formation of NPLs, in
specialization of decisions and control on moratand risk of decision making process,
although most banks have experienced the shift fsomple “Three Level Approval” to
“Separation between the checking process and thelatending” in decision making

mechanism (Siems,1994).
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2.2.2 Decentralized operation management mode, amgissing capital restriction

mechanism

Past extensive strategic management mechanism teadser-extending credit in some
regions and industries and exacerbating risk fokbaFirstly, strategic management focuses
only on the analysis of market opportunity and aetfl huge potential risk, so the business

development strategy and risk management strateggisconnected seriously.

Bonin, John, Huang, Yiping,(2000) argued that buceatic thinking, internal resource
distribution and power allocation are entirely lthee bureaucratic levels of institutions, not
on the real demand and contribution. Some insbitgtiwith low growth potential, poor
credit environment, and weak management capabdday, have large business scale and
high credit approval authority, for the sake ofithieigh bureaucratic level. There are
separate plans for operation, decentralized infdomasystems, and no uniform
management on industries and regional risk, soc#pability to resist systematic risk in
industries and regions is weak. There is no integraof marketing resources and weak
interaction between marketing and business growtbng institutions, so it is difficult to
unify all the resources to marketing the strategauable customers for banks (Ding,
Shandre and Qing 2001).

Meanwhile, different institutions in one bank mayeer have contrary admittance and exit
strategies for the same customers. Capital resowheh is limited and costly, is the
constraint to expand the scale. Without capitalst@mt mechanism, the management will
measure the performance only based on scale grawtheven behave irrationally such as
attracting savings with interest, and extendingdicrevith high risk and cost (Yousaiken,
2001). Subsequently, the accumulated risk excebkdsekpected loss because of over
expanded asset scale and large ratio of high-8sktaso banks have to use capital to cover

risk and face hot water of insolvency.
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2.2.3 Lack of internal revenue distribution processperformance assessment

mechanism and accountability system

It is difficult to inspire the initiative of institions at the aspects of different territory loans
and group and affiliated enterprises’ loans, anstman management and monitoring, since
the internal revenue distribution process is notegge Performance assessment mechanism
has obvious orientation effect. Incomplete assessmmy lead institutions to deal with
operation management mistakenly, wrongly grasgkéyepoints of the task, breed plenty of
moral hazard risk, and impair the security of dredsets (Kroszner, 2002).

The main disadvantages of past assessment mechanesras follows: firstly, no deep
analysis on macro economic trend, characters abmafeconomy, structure of customers
groups, and extent of competition in the same lassinand no combination between the
above factors and banks’ strategic plan when deosmmg assessment tasks. Secondly, no
risk-adjusted revenue is assessed (The East Afr&@1). Thirdly, institutions prefer
growth to risk in order to perform well in assessinesince there is strong relationship
between business growth indicators and short-tenan€ial indicators. Fourthly, people
tend to pursue short-term performance through ekpgrmmarket share at the cost of banks’
security of credit asset, since there is no assasson medium and long term benefit and

credit business is risk lagged in nature (Westerma@03).

The major shortcomings of current accountabilitgtegn are: firstly, some managers are not
fearless and determined to take responsibilitiesoB8dly, sometimes it is difficult to apply
accountability because there are no clearly defaestriptions of relevant departments and
processes in credit business. Thirdly, based omltoge analysis of NPLs, there are various
reasons concerning pre-loan period and post-loamageanent, but the current
accountability measures mainly focus on approvalcess since the measures are not
comprehensive, clear and scientific. Fourthly, ¢hierno integration between accountability
and quality of loans and no dynamic accountabsiggtem, so the accountability is often
applied late after the actual loss (Sultana, 2000).
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2.2. 4. Rigid human resource management system

Human resource management in banks is still plaeeedomy pattern that has been found
to contribute to occurrence of non performing loanbanking industryFirstly, the quality

of personnel in the credit business is not guaeahtsince there is no admittance and exit
management of qualification of those people. Selgotack of effective motivation, cannot
fully inspire employees' enthusiasm and respontibiThirdly, it is difficult to allocate a
suitable person to a suitable position becauskeo$o called “only promotion, no demotion”
management system of leaders. Fourth, the humanresdeployment is often behind the
actual demand of business development and managjdaometion reform, so there are no
enough people in credit business, which directfgc$ the quality and effect of the tasks

relative to supporting functions (Tirapat, 1996).

2.3 Classification of non-performing loans

Banks and other financial institutions that prouitigerent types of loans are now in a better
position regarding the non-performing loans (ThestEafrican, 2001). These institutions
have seen worst period in terms of non-performoans in 1990s, when the problem was
quite acute. Each bank and other financial insting were adversely affected by non-
performing loans. In the year 1997, overall norigrening loans in the Japanese banking
sector amounted to $1 trillion. Similarly, othertinas were also badly hit by non-

performing loansThus, need for the securitization of non-perforgrimans was being felt.

When accounts have been dormant for six monthsooe mnd the outstanding amount is in
excess of the approved limit, it is classified as-performing. For an active account which
has breached the approved limit, the account dteltlassified as non-performing only
when the amount in excess of the approved limibisfully settled within six months from

the date the approved limit was breached. Wher@werdraft facility has been recalled, the

account shall be classified as non performing loanediately (Bonin et al 2001).

Subsequently, if the account is reinstated, witHolitsettlement of the amount outstanding,
the facility shall be regarded as a rescheduletitfac For the purpose of this Guideline,
‘approved limit’ refers to the current approvedeliof credit granted to the borrower. A

reduction in the limit would lower the ‘approvednii’ accordingly. An unadvised line of
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credit shall not be regarded as the ‘approved 'lifmt the case of overdrafts secured by
shares, the ‘approved limit" would be the origiapproved pre-set limit and not the drawing
limit (which fluctuates depending on the value dfaes deposited). For Banker’s
acceptances, trust receipts, bills of exchangesrdthde-related bills and other instruments
of similar nature, the facility is non performinghen the instrument is due and unpaid for

three months or more from the first day of def@dlestermann and Frand, 2003).

Credit cards are said to be non-performing whenctieelit card holder fails to settle his
minimum monthly repayments for threaonths or more from first day of default. A
significant part of the growth in personal loan anedit card fees was due to strong growth
in exception fees, consistent with the growth im4performing unsecured personal loans
during the year. Exception fees on credit cardsemguthe largest share of exception fees
paid by households (Central Bank of Kenya, (20@8)d the expectation was that the
removal of or reduction in exception fees by sonsitutions will see a reduction in these
costs in the current year's Term loans, revolvingdit facilities, leasing loans, block-

discounting facilities, hire-purchase loans andeotbans (Yousaiken, 2001).
2.4 Theories of non performing loans

2.4.1 Agency theory

According to the agency theory, the principal agepooblem can be reduced by better
monitoring such as establishing more appropriatentives for managers. These are lacking
in Malaysia for the following reasons; firstly, rkat take-over of poorly managed firms by
raiders is more difficult in Malaysia because ofi@as government restrictions on corporate
equity ownership. Market takeover serves as a chmtkthe behavior of managers.
Secondly, many major banks in Malaysia are ownedhieygovernment through various
government-owned agencies. The principal-agentl@nolbecomes worse when a bank is
owned by government (McColgan, 2001). This is bseathe principal of the bank now is
the government, and directors are appointed totlmenbank based on political allegiance
instead of competence. Thirdly, stock options arely used in Malaysia to award bank
managers. When bank managers are given remunenatterms of stock options they will

make decisions which will increase the price of ¢benpany in the stock market .Fourthly
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.Managers’ horizon is short in Malaysia becausér thetuity is not tied to the long term

performance of the bank (Bonin et al 2001).

2.4.2 Transaction cost theory

Transaction cost theory has proven an essentialefnaork for decisions on the vertical
boundaries of a firm. In that context, this reshapaper analyses under what conditions
workout of distressed real estate debt should Ime @&s an internal service of the bank or
rather externally by an external loan servicer.n§egtion costs are the costs associated to
the division of work. Williamson (2000), indicatélat transaction occurs when a good or
service is transferred across a technologicallyaisdpe interfaces. One stage of activity
terminates and another one begins. Variables #stribe a transaction are, among others,
the specificity, the uncertainty, and the frequen€yhe transaction, whether an asset or a
service is only or much more valuable in the conteika specific transaction. In the
following, human capital specificity (the workoutammagers), the asset specificity (on loan
and real estate level) and the site specificite (thcation of the collateral) are taken into
account, Reddy (2002).

Goods and services are of a high specificity, é skpply is limited and unique and if there
is no comparability. A threat to breach the coritcan be seen as untrustworthy, since there
is no alternative. A lock-in of one transaction tgaeads to a hold up. Low specificity
exists, if there is a range of homogeneous senacegoods and supply is secured. Since
goods or services are comparable and competitiagsisexthere is no pricing problem.

Further more, high competition may imply motivatiemd quality (Yousaiken 2001).

2.5 Empirical review on non performing loans

It can be said unequivocally that NPLs are theltexueconomic slowdown. For instance,
Shiozaki (2002), have identified Japan’s high leseNPLs as an outcome of prolonged
economic stagnation and deflation in the economgesthe bursting of the “bubble” in the
early 1990s. In addition, Hanazaki et. al. (2002) & anagisawa (2001) highlight cross-
shareholdings, stock market volatility, virtual mka&t guarantee of bank debts and the

system of “relationship banking” as factors respaesfor the prolonged fragility of the
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Japanese banking sector. According to the defmitibthe Financial Reconstruction Law
(FRL), the total amount of NPLs of all banks indags of the end of March 2003 was 35.3
trillion yen, although there are claims that theuatamount of NPLs might have exceeded
100 trillion yen.

On the other hand, the causes of the financialexatiange rate crisis that erupted in East
Asia (Thailand, Taiwan, Malaysia and Indonesia)l#97 are viewed as high short term
external debts, excessive loans for real estatege laurrent account deposits, high
international interest rates and weaknesses irb#fence sheets of financial institutions (
Government of Japan,2001). In addition, Kwack (3000ds that the 3-month LIBOR
interest rate and nonperforming loan rates of bam&se the major determinants of the
Asian financial crisis. Huang and Yang (1998) repbat unlike the other countries of East
Asia, China did not face financial fragility becausf the size of its foreign exchange
reserve, its current account surplus, the dominafdereign direct investment in capital
flows and the control of the capital account. Aslofie 2003, China recorded only 5.68% of
its total loans as non-performing while, in contrakhailand, Indonesia, Philippines and
Malaysia recorded NPLs at 15.29%, 8%, 15% and 8e&pectively. Unfortunately, the rate
of NPLs in China had increased to 8.6% in the 2&&5.

In the Indian subcontinent (India, Pakistan, Smka Bangladesh and Nepal), the causes of
non-performing loans are usually attributed to thaek of effective monitoring and
supervision on the part of banks (as required leyBASEL principles of bank monitoring
and supervisions), lack of effective lenders’ raseyweaknesses of legal infrastructure, and
lack of effective debt recovery strategies. Among tountries in the Indian sub-continent,
the rate of NPLs as a percentage of total loansudsed in 2005 is seen to be minimal in
India (5.2%), followed by Sri Lanka (9.6%). Bangtati, however, still records a staggering
rate of 13.56% (Reddy 2002).

The issue of non-performing loans in Bangladeshasa new phenomenon. In fact, the
seeds were cultivated during the early stage ofliteration period (1972-1981), by the
government’s “expansion of credit” policies on dmend and a feeble and poor banking

infrastructure combined with an unskilled work feren the other. Moral et al. (2000) argue
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that the expansion of credit policy during the yathge of liberation, which was directed to
disbursement of credit on relatively easier terdid,actually expand credit in the economy

on nominal terms.

However, it also generated a large number of withefaulters in the background who, later
on, diminished the financial health of banks thitotige “sick industry syndrome”. Islam et

al. (1999) add that despite the liberalizing ansgtizing of the banking sectors in the 1980s
with a view to increasing efficiency and competitiothe robustness of the credit
environment deteriorated further because of th& laic effective lenders’ recourse on

borrowers. Choudhury et al. (1999) find that Goweent direction towards nationalized

commercial banks to lend to unprofitable state aveweterprises, limited policy guidelines
(banks were allowed to classify their assets atr tbevn judgments) regarding “loan

classification and provisioning”, and the use ofraal policies of accounting for recording

interest income of NPLs resulted in malignmenthef ¢redit discipline of the country.

The German non-performing loan market is still ypun comparison to more mature
markets in the US and several Asian countries. Aanduy or sale decision of non-
performing loans and its workout can be seen aseatmpn on the outsourcing potentials in
the loan granting process. Lautenschlager, Metiled Volkart (1998), indicated that
inclusion or exclusion of the workout unit into ari’s business and balance uncertainties

related to this potential organisational transfaroraof the lending institution.

The large German banks are the biggest group hpltistressed assets in Germany. This is
due to the bank’s strong business relationship thighMittelstand, a sector strongly hit by
the recessional environment. Further on, they limiaa matrix of distressed investment
targets concerning internal/ external workout arektiver it is resolvable/ irresolvable by a
fund. In the context of the ongoing crisis, Klinggband Daniela, (2000) discusses recent
developments in the German banking and real es¢éaters. She points out three factors; the
restructuring in the German banking sector, thenegoc slowdown and the typical real
estate cycle. Garthe and Turner (1996) argues @wmman banks have to solve the

distressed debt issue during the next three yeansg to comply with the Basel I

19



regulations and successfully restructure the oamiked sector with the result of a “more

sophisticated and innovative real estate lendirtgerfuture”.

The US non-performing loan cycle is embedded inSheing & Loan Crisis from 1989 to
1994. Distressed real estate debt can be regarsleal sub-problem within the biggest
banking crisis in the US. Woo and David, (2000)aantrated on the valuation of complex
distressed real estate and real estate loans anedi@ valuation methodology which is
especially designed for that asset class. Cargidl €2004) published probably the most
distinguished collections of associated publicatiam the Saving & Loan Crisis and
distressed debt resolution. Focus is the complexbamation of causes that led to and

fostered the banking crisis.

Bank Committee of Banking Supervision (2005) comegas on the role of the
governmental institutions, the FDICs and the RdswmiuTrust Corporations (RTCs), and
their experiences in the resolution of troubledKsaas well as the asset management and
workout of distressed assets. The renegotiatiorrestducturing of distressed debt is subject
to pay-off-model (Hardings and Sirmans 2002). Tdeyermine the different reactions of
borrowers (underinvestment/ over-investment) wietgard to the different workout
strategies and identify renegotiation strategigsuréing the maturity being most efficient to

the debtor due to a decreasing risk profile.

Berger and DeYoung (1997) analyses the relationbeigveen cost efficiency and non-
performing loans in an ambivalent way. The higher NPL volume, the lower the cost
efficiency; nevertheless, mismanagement also lead trising amount of bad loans.
analyse outsourcing potentials of real estate fancivith respect to the agency problem
related to that. Those findings may have importamplications for the outsourcing of

servicing and workout of real estate loans. Peaselr Wang (2000) analyze the resolution
strategy of distressed debt in China through thandation of state-owned asset
management companies for the four biggest statedwanks. They also identify the
country specific problems of China by comparing s$iteation to the United States, where
the Resolution Trust Corporation (RTC) was esthblisto foster a quick workout of the

engagements (Krueger, Anne and Tornell, 1999).
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A study on securitization of non-performing loams China was conducted (Nishimura,
Kazuhito andYukiko (2001). His examination of thegal and economical framework
concerning securitization of non-performing loaressults in a call for government
participation via policy adjustments and debt regtiring plans, which are crucial for

successful large scale securitization.

Herr and Miyazaki (1999) address the non-performingns problem and suggest
securitization as a solution by transferring thstrdissed debt into securities and therefore
achieve a positive balance sheet effect. As rethdty also mention the necessity of the
involvement of politicians who can foster the scleeoh securitization on the private banks
side and in the Ministry of Finance. The Japaneagket of non-performing loans and the
role of Governmental intervention are also subgéctecuritization, (Barseghyan, 2004). He
identifies a link between the Japanese governmamelisctance to solve the bad loan
problem and the economic slowdown. He opines theg Governments behaviour
deteriorated the economic situation of Japan afidvaf this hypothesis by a normative
study. A more general comparative study on thecgiring of asset management companies
was undertaken (Klingebiel 2000). She analysescangpares the use of asset management
companies in the resolution of banking crisis iar@ss country comparison and identifies
success stories and drivers for different typeassiet management companies of distressed
debt.

China evidences active non-performing loans reswiat since 1999. The origin of the
Chinese non-performing loans crisis is a politiogtter. During the centrally planned
economy from 1949 onwards, loans were granted ate stwned banks to state owned
companies without proper credit due diligence atdptermined standardized conditions by
the government. Especially, in the overheated emgnof the 1990s domestic credits

extended enormously and grew by 30% per year betd@82 and 1995 (Kroszner, 2002).

2.6 Non performing loans in Kenya

The central bank of Kenya defines NPLs as thosesldhat are not being serviced as per
loan contracts and expose the financial institiom potential losses (CBK, 2003). It is

important to note that non-performing loans referatcounts whose principal or interest
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remains unpaid ninety days or more after due dateording to the Central Bank of Kenya
Supervision Report (CBK, 1999), the level of nomfpening loans has been increasing
steadily from Kshs.56 billion in 1997, Kshs.83 ioill in 1998 to Kshs.97 billion in 1999.
This high level of non-performing loans continueskte an issue of major supervisory

concern in Kenya.

According to a study by Brownbridge (1998), mostta@ bank failures were caused by non-
performing loans. Arrears affecting more than lodlthe loan portfolios were typical of the
failed banks. Many of the bad debts were attribletédomoral hazard: the adverse incentives
on bank owners to adopt imprudent lending strasegie particular insider lending and

lending at high interest rates to borrowers inrttust risky segments of the credit markets.

According to the Central Bank of Kenya Supervisi@eport (Central Bank of Kenya
Supervision Report, 1999) profitability of the bamk sector declined sharply from
Kshs.4.4bn in 1998 to only Kshs 0.2 billion in 199%is was due to increased provisions
for the non-performing loans by most institutioh&n-performing loans remained a major
problem for the Co-operative Bank of Kenya Ltd, fmstance. Although the volume of total
non-performing loans declined, provisions on laagses increased in 2002. The bank made
provisions to the tune of Kshs 4.7 billion indicafithat it is still adversely weighed down
by non-performing loans. Besides the impact of éhgsovisions on profitability, the
concentration of such loans made recovery diffiowing to the poor state of the economy
(Central Bank of Kenya, 2003).

In his address to the Annual General Meeting, Ke@igenmercial bank’s Chief Executive,

Davidson (2003) observed that the bank had repoatddss principally caused by an

increase in loan loss provisions, which increasednfKshs 2.8 b in 2001 to Kshs. 4.9

billion in 2002. These provisions were largely tethto the non-performing loans that were
booked in the nineties. Davidson (2003) furtherenbsd that KCB had gone further and
segregated the non-performing loans into a separate The aim was to centralize all the
non-performing loans into one unit in order to lsecunted for separately. The end result
was a computerized debt management system, whichdwenable the bank to monitor

progress far more accurately.
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According to Brownbridge (1998), the single biggestributor to the bad loans of many of
the failed local banks was insider lending. Ineatst half of the bank failures, insider loans
accounted for a substantial proportion of the belatsl Most of the larger local bank failures
in Kenya, such as the Continental Bank, Trade Ban# Pan African Bank, involved

extensive insider lending, often to politicians.eTtinreat posed by insider lending to the
soundness of the banks was exacerbated becauseoimteyinsider loans were invested in
speculative projects such as real estate develdprberached large-loan exposure limits,
and were extended to projects which could not gegaeshort-term returns, with the result

that the maturities of the bank's assets and lli@silwere imprudently mismatched.

The high level of non performing loans impacts aiblie confidence in the deposit system.
The most profound impact of high non-performingni®an banks portfolio is reduction in
bank profitability especially when it comes to displs, (International Monetary Fund,
2002). Much of Local studies have focused on tHeced of credit risk management and

significance of factors leading to occurrence afi performing loans.

2.7 Non performing loans management techniques

In response to the challenge of non-performing $pdranks have been forced to become
innovative in their efforts to remain in busineggcording to Chudasri (2002), retail
customers have now taken centre stage in Bangkdlamking business. State banks have

moved aggressively to increase new lending.
2.7.1 Transforming the operation mechanism comprehesively

The starting point of transforming the operationchanism is to enhance the corporate
governance structure, so as to push banks to bedwmmmationally active commercial
banks with abundant market value and great inflaeAccording Woo and David (2000),
commercial banks can minimize occurrence of nonfopming loans by improving
governance structures and construct a healthy esgbnsible Board of Directors, which
will form the core part of commercial banks corgergovernance. The management of
commercial banks should set up committees suchudd eommittee, risk management

committee, remuneration committee, and nominatmmroittee to make sure all operations
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are carried out positively. This will lead to edisitiment of scientific and clear business
development strategy and risk management stratedjyst and improve the strategies
according to the changing situations and make thare is implementation of strategies and
plans. Kroszner, (2002) found that capital constranechanism, dual mechanism of
constraint on risk asset scale and orientation afieradded of economic capital are
effective measures to improve the efficient all@ratof credit resource, financial resource
and to optimize the asset structure and profit m&tamplete motivation and constraint
mechanism, through enhancing monitoring, assessnaenbuntability and remuneration
mechanism improve credit decision mechanism andraothe quality of newly issued

credit asset under reasonable level (Kroszner,)2002

2.7.2 Adoption of centralized, specialized and seigfic management

Decentralized management is one of the major resasbiormation of NPL according to the
above analysis. So it is necessary to change ttentlalized management to the centralized
one controlled by the head office of banks. Thehsiated, specialized and scientific
management is the basis of high level centralizettiagement (Kwack Sung and Yeung.
2000). So it should integrate and unify the busingsocess, bring forward capital
constrained risk asset management, improve limmtadagement on industrial and regional
risk, enhance quantitative management skills, basedeep data mining & analysis and
advanced risk management instruments. And it iniced systems of relationship managers,
product managers, risk managers, specialized coeditmittee members and specialized
approvers so as to guarantee the centralized amadtiic management. In the coming few
years, it is the inevitable choice to move towatus centralized, specialized and scientific
management for banks facing rapid developing, higtk and non-standard outside

environment, in order to achieve sustainable hgaldvelopment (Mikiko, 2003).

2.7.3 Independent credit review

Banks have to deepen the independent credit repreeess and avoid blind lending. On
one hand, banks should have correct and clear stagieling on national policies and local
governments’ behaviors to grasp the true commeap@brtunities and avoid the risk. On
the other hand, banks should assign high qualifysgpe with excellent capability of
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independent review to the credit review positicBskey and Joseph 1999). However, there
are still many difficulties ahead. For examplethe near future, the Chinese economy will
still be government-dominated, and some local govents will continue to intervene into

banks’ credit extending process, especially on wipal and below level. So it urges banks

to enhance the independent review as soon as f@ssib

2.7.4 Establishment of professional teams

The management and credit personnel should havenipthe favorable moral ethics, but
also enough professional knowledge, skills and eepee to solve problems to analyze and
judge the strategic location and credit businessectly, and solve the existing problems
suitably (Boninet al 2001). Commercial banks professional teams aréopnd strategic
eyesight, to enhance capability of management giropowerful marketing ability,
excellent risk management skills, and correct cptioe of revenue, personal value and
power. Good commercial bank managers should enhidwecanification and effectiveness
of banks based on the organic combination of paisamthority and post authority.
Commercial banks management should also enhantstrgotion of employee teams
through providing training to improve the businds®wledge by employees, train and
attract persons with compound abilities to enhdaheecapability to prevent and mitigate the
financial risk, strengthen the admittance and exanagement of qualification of credit
business people, and establish capable and selpliied teams based on the combination
of employee team building and construction of dredilture and motivation mechanism
(Cargill et al. 2004).

2.7.5 Borrowers personality profile assessment
Banks have suffered loan losses through relaxedingrstandards, unguaranteed credits, the

influence of the 1980s culture, and the borrowpesteptions. It was suggested that bankers
should make a fairly accurate personality-moralefilgr assessment of prospective and
current borrowers and guarantors. Besides consglgoersonal interaction, the banker
should try to draw some conclusions about staff aleorand loyalty, study potential
borrowers’ personal credit report, do trade-cregfiérence checking, check references from

present and former bankers, and determine how dhewer handles stress. In addition,
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banks can minimise risks by securing the borrowegisarantee, using Government
guaranteed loan programs, and requiring consee/dban-to-value ratios. Bloem and
Gorter (2001) suggested that a more or less peddectlevel of non-performing loans,
though it may vary slightly from year to year, sused by an inevitable number of ‘wrong
economic decisions by individuals and plain bazk Iifor example inclement weather and

unexpected price changes for certain products

2.8 Conclusion

Management of non-performing loans is very impdrtim both the performance of an
individual bank (McNulty, Akhigbe, and VerbruggeQ@®) and the economy’s financial
environment In response to the challenge of non-performinggodanks have been forced
to restructure and become innovative in their ¢fdo remain in business. According to
Chudasri (2002) retail customers have now takertreestage in Bangkok in banking
business. State banks have moved aggressivelyctease new lending, in line with
government policy. All banks, private and state-edralike, have also sharply increased
their efforts in the consumer market, leading tooam in credit cards, personal loans and
hire-purchase lendindn a high NPL condition, banks increasingly tenc#éory out internal
consolidation to improve the asset quality rathemtdistributing credit. Further, the high
level of non performing loans requires banks teegrovisions for loan loss that decreases
the banks’ revenue and reduces the funds for nedirg to difficulties in expanding their
working capital, blocking their chances of resummgymal operation or growing. Non-
performing loans can lead to problem in efficieraperations of commercial bankhe

immediate consequence of large amount of NPLsdrb#nking system is bank failure.

There is a need for commercial banks to adoptmeastagement techniques to manage non-
performing loans which are major causes of the eeon stagnation problems in an
economy. The management of non-performing loars mecessary condition to improve

bank profitability and lead to economic efficiency.

The Bank of Japan (2003) documented one of the diemeto the problem of Non-
performing loans as the pursuance of a new lengirajegy backed by appropriate credit
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risk evaluation used successfully in Japan. Thetr@eBank of Kenya (2002) has also
documented that interest rates in Kenya have redsigaificantly. The adoption of specific
areas of credit risk assessment to check on ocwmeref non performing loans such as the
use of specific limits and ratios, based on caslwdlas well as the use of forecasts and
feasibility studies, the use of a standard lenglirgcedure and the use of clear loan files to

monitor the quality of loans.

The success in the use of non performing loans geanant techniques and remedies at the
disposal of banks to ensure debtors paid theirsdedds good. There is a need for
governments in countries such as Kenya to strengtheir judicial systems if Banking
crises are to be minimized. Bank managers shosltultake action to reduce the default rate
and the perceived level of success of such actio@® emerging economy which may be

able to reduce their levels of non performing loans

The effects of large amount of non-performing Bam the commercial banks is bank
failure and therefore there is needs for a studpddress what management techniques
commercial banks should adopt to minimise the agetwe of non performing loans in
banks. Previous studies had not adequately addi®sss on management techniques that
can be adopted by commercial bank to minimise transercial bank crises. Mutwiri
(2003) analyzed the use of 6 C’s credit risk agalamodel and its relationship with the
level of non performing loans of commercial bankKienya, Chemjor (2007) studied the
significance of the factors contributing to non fpening loans problems in commercial
banks in Kenya and found out that there is a needdnks to manage their existing non
performing loans. This study seeks to establish ridationship between techniques for
management of non performing loans and the leveloof performing loans of commercial

banks in Kenya.
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CHAPTER THREE
RESEARCH METHODOLOGY
3.1 Introduction

This chapter discusses the research design anadudtigy; highlights a full description of
the research design, the research variables anilpsoa broad view of the description and
selection of the population. The research instnigjedata collection techniques and data

analysis procedure have also been presented.

3.2 Research Design

The research design according to Chandran, (20@4)des answers for questions such as;
what techniques were used to gather data, what &irsdmpling strategies and tools were
used and how will time and cost constraints betdeith. Research design refers to the way
the study is designed, that is the method usedatoy @ut the research (Mugenda and
Mugenda (2003). Causal design was chosen as ttig stwght to establish the relationship
between technique of management of non performrmagd and level of non performing
loans in commercial banks in Kenya. Causal resedesign was chosen because it enables

the researcher to generalise the findings to a&tgvgpulation.
3.3 Target Population

Target population is that population to which aesesher wants to generalize the results of a
study (Mugenda and Mugenda, 2003). The target dipual in a research study comprises
all those potential participants that could make augtudy group (Kothari, 2004). The
population of this study consisted of all the faittyee commercial banks in Kenya (Central
Bank of Kenya 2010)

3.4 Validity

Validity is the degree to which results obtainednir the analysis of the data actually
represent the phenomena under study (Mugenda, .1999¢nhance content validity, the

researcher’s supervisor was asked to appraiseaskeiments.
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External validity which has to do with the repretst¢ion of the sample with regard to the
target population was done on pilot study in figenenercial banks and five bank managers
were used in the pilot study. Bank managers usetianpilot study were not used in the

main study.
3.5 Reliability of Instruments

Reliability is used to focus on the degree to whéchpirical indicators or measures are
consistent across two or more attempts (MugendaMimggenda, 2003). The researcher
used the test-retest method whereby questionnaiees administered twice to the same
group of bank managers. A time lapse of two weeéts allowed before the questionnaires
were administered again. A comparison between wte Sets was made using Pearson’s

correlation co-efficient to determine the reliatyilof the questionnaires.

3.6 Data Collection Instruments

Primary data was collected using structured ques#mes. The questionnaires were
appropriate as research tools for the study beadaiuless time required in the collection of
data as compared to carrying out direct intervie@eestionnaires with both open and
closed ended questions were administered to theomeents using the drop and pick
method. Secondary data was collected from journaBgazines and annual reports of

banks.
3.7 Data Analysis

The research used both quantitative and qualitatata. Collected data was checked for
completeness ready for analysis then coded. Data amalyzed through the statistical
package for social sciences (SPSS version 17) peck8preadsheets were used to
determine appropriate charts and tables for daseptation, while total scores were used to
rank the responses. Simple regression analysisus&s to test the relationship between the
techniques for management of non-performing loamdependent variables) and level of

non performing loans (dependent variable) of concmebanks. The relationship between
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techniques for management of non performing loawkslavel of non performing loans was

determined through the following regression equmtio

Y = o+ Xy + BXz + BX3 + BX4 X5

Y= Dependent variable, level of non performing lean

a = Constant

B= Coefficient

Xi=Transforming the operation mechanism comprehengsivel

Xo,= Adoption of centralized, specialized and scientifianagement

X3= Independent credit review
X4= Establishment of professional teams

Xs= Borrowers personality profile assessment
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CHAPTER FOUR
DATA ANALYSIS AND INTERPRETATION OF FINDINGS

4.1 Introduction

This chapter presents the discussions and connlegithe study. From the study, the target
population was forty three; thirty six respondemtfurned the questionnaires. This

constituted 83.7 % response rate.
4.2 General information

4.2.1 Distribution of respondent by gender

Figure 4.1: Gender of the respondent

Gender of the Respondnet

0%

39%

O Male
B Female
O

61%

Source: Research Data

The respondents were requested to indicate thettegeas indicated in the figure. From the
findings, majority of the respondents were malendscated by 61.1% while 38.9% of the
respondents were female. This implies that comrakebaink employs both male and female

as part of their professional teams.
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4.2.2 Distribution of respondent by age

Table 4.1: Age of the respondents

Frequency Percent
26 -30years 16 44.4
31 - 35years 10 27.8
36 - 40years 2 5.6
Over 40 years 8 22.2
Total 36 100.0

Source: Research Data

The study sought the age of the respondents. Fhenfindings, most of the respondents
were aged between 26-30years as indicated by £4,420.8 % of the respondents were
aged between 31-35 years. 22.2% of the respondemesaged over 4 years while 5.6 % of
the respondents were aged between 36-40 years. ifffpBes that majority of the
respondents were mature and were in a positiorffefing information on the relationship
between techniques for management of non perforniiags and the level of non

performing loans in commercial banks in Kenya.
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4.2.3 Respondent level of education

Figure 4.2: Respondent level of education
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The figure 4.2 indicates the level of educatioraiattd by the respondents. From the

findings, majority of the respondents were univgrgraduates as indicated by 77.8 %, 16.7

% were post graduates while 5.6% of the respondettsattained diploma certificates. This

implies that most of commercial banks had emplayedlified staff in terms of education.

33



4.2.4 Working period
Table 4.2: Working period

Frequency Percent
less than one year 2 5.6
1-3years 14 38.9
4-7years 12 33.3
over 10 years 8 22.2
Total 36 100.0

Source: Research Data

The respondents were requested to indicate thedei time they had worked in the

commercial banks as indicated in table 4.2. Froanfitidings, 38.9% of the respondents had
worked in their respective commercial banks forygds, 33.3 % of the respondents
indicated that they had worked in their respectemmmercial banks for 4-7 years while 5.6
% of the respondents indicated that they had wormketieir respective commercial banks
for less than one year. This clearly indicates thajority of the respondents had worked in
their respective banks between one and three yeatstherefore had experience on the
relationship between techniques of management ofparforming loans and the level of

non performing loans of the commercial banks.
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4.3 Problem of non performing loan

Figure 4.3: Extent to which non-performing loans lad bank failure

Extent to which Non perfroming loans Lead to Commecial
bank

0%, 6%

| O Neutral
m Agree
55% __ I 1 O Strongly Agree

Source: Research Data

The respondents were requested to indicate thatextevhich non performing loans lead to
commercial banks failure. From the findings, mayorb5.0% of the respondents strongly
agreed that non performing loans lead to commebaaks failure to a greater extent, 39%
of the respondents agreed that non performing leatsto commercial banks failure while
6% of the respondents were neutral on whether mofoning loans lead to commercial
banks failure. This implies that non performingriedead to commercial banks failure. The
respondents explained that banks experiences bersowmability to pay the loans due to
business failure and also the challenge of thetinisin not having an effective follow up in
the arrears. The respondents also explained timkisbaost of the time has laxity in credit

assessment as well as employing untrained perstmhehld credit departments.
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4.3.1 Extent of factors that causes non-performintpans
Table 4.3: Extent of factors that causes non perfoning loans

(D)

o

2 3

%) o

© @©

> | 3 = > o

(@) = (@) >

c D | 5 @ c c 5

S 18|32 |5 |8 |8 |z

n Q|2 < n = n
lax credit assessment and untrainéd 0 8 15 13

4,13 | .76
personnel
lack of aggressive credit collections 3 7 20 973.| 1.48
banks negligence in monitoring loans 0 4 26 84.31.12
the speedy process in granting loans 19 15 0 36 3..59
insider lending and owner concentration 2 12 21447 | .73
incomplete assessment mechanism @dd | O 7 6 23
B 4.75 | .80
accountability
bank strategic management focuses only 6 1 20 9 3.88 97
the analysis of market opportunity ' '
moral hazards risk and impair security |df 1 6 5 24
_ 4.64 | .87

credit assets
poor quality of human resource who have not 0 3 23 10 419 -
undergone training on credit information ' '
legal and economic framework concerning 6 8 15 7
securitization of nonperforming loan results 3.63 | .99
into a government participation
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bank’s internal resource distribution ané 7 15 4 4
power allocation are based on bureaucrgatic 2.80 | 1.19
levels of institutions
weak bank independent audit and monitorjng 0 il 1 10| 24
458 | .69

wrong timing of risks identifications 0 6 1 25 4 78. | .87
failure of bank managers to follow pruderit 0 1 1 33 4.80 24
credit policies during an economic upturn ' '
under staffing in banks particularly in credit 2 12 9 12

. 3.80 | 1.06
section
lack of effective motivation 0 1 0 13 22 45% .65

Source: Research Data

There are various factors that cause non perfordaags for the commercial banks. The
study sought to establish the extent to which #eors cause non performing loans in
commercial banks in Kenya. From the findings, mgjasf the respondents strongly agreed
that failure of bank managers to follow prudentddrgolicies during an economic upturn,
incomplete assessment mechanism and accountabiityal hazards risk and impair
security of credit assets and weak bank indepenaigdit and monitoring causes non per-
forming loans in commercial banks to a very gredémt as indicated by a mean of 4.80,
4.75, 4.64 and 4.58 respectively. The study alsmdothat most respondents agreed that
insider lending and owner concentration ,banksigegte in monitoring loans, poor quality
of human resource who have not undergone trainimgcredit information, lax credit
assessment and untrained personnel, lack of aggressdit collection and bank strategic
management focuses only on the analysis of magg@breunity and wrong timing of risks
identifications causes non performing loans to @atgr extent as indicated by mean of
4.47,4.38, 4.19 ,4.13, 3.97 ,3.88 and 3.63 .skhdy further found that the speedy process

in granting loans, bank internal resource distidutand power allocation based on
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bureaucratic levels of institutions causes nonguering loans for the commercial banks to
a moderate extent as indicated by a mean of 3.8& &0 respectively. From the findings, it
was further found out that loans being an asséth@¢dbank and being funds for customers
can cause banks’ failure if unpaid. These loans ymdeing written off by most of the
commercial banks thus having a negative impacterbanks profitability and also weaken
the liquidity position of the institutions. The loanterest is the biggest income for the
banks, if the loans are not paid then the intasestispended lowering interest income and
eventually lowering banks’ profitability.

4.3.2 Factor contributes most to non-performing loas
Table 4.4: Factors that contributes most to nonpedrming loans

Yes Per cent
Clients start new business without experience 34 195
the simultaneous operation of many kinds of biussne 17 47.2
the inappropriate use of loans 35 97.2
debtors conceal vital data in their application 35 [97.2
insufficient collaterals 21 58.3
wrong economic decisions for example unexpectezbmianges 7 194
lack of clear assessment framework of managingpeoforming loans| 28 77.8
failure by a manager to review prevailing markenditions during 35 97.2
loan appraisals

Source: Research Data

The respondents were requested to indicate fattatscontribute most to non performing
loans in commercial banks. From the findings, mgjaf the respondents indicated that the
inappropriate use of the loans, failure by a manag review prevailing market conditions

during loan appraisals and debtors concealing disa in their loan applications contribute
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most to the occurrence of non performing loanthenbanks as indicated by 97.2 % in each
case. The study also found that Clients start ngsinless without experience, lack of clear
assessment framework of managing non performingsl@ad insufficient collaterals mostly
contribute to non performing loans as indicated 9y1 %, 77.8%, and 58.3% of the
respondents respectively. The study further foulnat twrong economic decisions for
example unexpected price changes and simultangmersition of many kinds of business
contribute most to non performing loans as indiddig 19.4 and 42.2% of the respondents
respectively.

4.3.3 Management techniques for non-performing loas
Table 4.5: Management techniques for non-performindgoans

©
) h— 9
c
28 |g |8 |7
3] X | ® x .
s |o |5 |2 - S
o | |5 |8 |>|& S
c |8 |2 |2 g |Q 2
2 — = o > = 0
government involvement in fiscal poligyl 12 | 15 | O 8
. 3.05 | 1.16
formulation
information sharing among banks about 0 0 13 | 22
452 | 0.77
borrowers
use specific limits ratios in the evaluation 6 8 140 8 2.88 | 0.34

U
H
K

emphasis on forecasts and feasibility studie 12 | 8 3.38 | 1.24

use of specific lending and projects appraisal | 1 9 9 17

_ 4.16 | 0.91
techniques
use of content of loan files to monitor loaQ 1 3 10 | 22
: 4.47 | 0.77
quality
transforming the operation mechanisth 0 6 20 | 9
4.00 | 0.82

comprehensively
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adoption of centralized, specialized amal 10 | 2 2 22

scientific management 4101 195
adoption of an independent credit review 1 3 ( 139 [14.27 | 1.03
increased use of credit reference bureaus 0 0 1 P5 | 466 | 0.53
assessment of borrowers personality profile 0 D D 927 |4.75 | 0.43
loan securitization 0 1 2 2 31 4.73 0.69
transfer to loan recovery agency 1 2 6 24 3 3.Y2810.
restricting of loans 1 0 11| 21} 3 3.69 0.74
loans sales 6 9 7 11 3 3.88 0.25
establishment of professional teams G 15 7 1 13 3 3/80.35

Source: Research Data

The respondents were requested to indicate thatetiaevhich management techniques for
non-performing loans influences the level of nomfgrening loans in commercial banks.
From the findings, majority of the respondents @atitd that assessment of borrower’s
personality profile, loan securitization, increasase of credit reference bureaus and
information sharing among banks about borrowerki@nices the level of non performing
loans to a very great extent as indicated by méah7®, 4.75, 4.66 and 4.52 respectively.
The study also found that use of content of lokes fio monitor loan quality, adoption of an
independent credit review, se of specific lendind projects appraisal techniques, adoption
of centralized, specialized and scientific managama&nd transforming the operation
mechanism comprehensively influence the level of performing loans to a greater extent
as indicated by a mean of 4.47, 4.27, 4.16, 4.10400 respectively. The study further
found that loans sales, establishment of professi@ams, transfer to loan recovery agency

and restricting of loans influence the level of tien performing loan for the commercial
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banks to a greater extent as indicated by the m@&8 3.83, 3.72 and 3.69 respectively.
Other managing techniques for non performing loadepted by the commercial bank
influence the level of non performing loans to ade@te extent. From the findings,
emphasis on forecasts and feasibility studies, monent involvement in fiscal policy

formulation and use of specific limits ratios iretkevaluation influences the level of non
performing loans to a moderate extent as indicdtgdmean of 3.38, 3.05 and 2.88

respectively.

4.3.4 Importance of managing non-performing loans
The study sought to find out the respondents’ @piron the importance of management of

non performing loans for the commercial banks. Fitben findings it was found out that
management of non performing loans improves thanfiral performance of banks as

interest on loans is the biggest income of bankisiacreases the liquidity position of banks.

Also the respondents indicated that managemenvofperforming loans helps in protecting
the banks’ reputation and reduce loan losses aawk leo quality loan portfolio leading to
better return to the shareholders. It also reddices wastage on unproductive resources
being diverted towards loan recovery whereby swdources can be channelled to other

more productive areas.

4.4 Regression Analysis

A multivariate regression model was applied to deiee the relationship between
techniques for managing non performing loans amdlé¢wel of non-performing loans in

commercial banks in Kenyd@he logistic regression used in this model was:
Y = a+ X1+ BX2 + BX3 + BXs HXs+ €
Whereby Y= Dependent variable, level of non perfogroans

a = Constantp= Coefficient, X- Transforming the operation mechanism comprehengivel
Xo= Adoption of centralized, specialized and scientifianagement, % Independent credit
review, X,- Establishment of professional teamsg=XBorrowers personality profile
assessment and= Error term.
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Table 4.6: Model Summary

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

Source: Research Data

Adjusted R is called the coefficient of determination andstels how the level of non
performing loans in commercial banks varied withiatgon in transforming the operation
mechanism comprehensively, adoption of centralizeghecialized and scientific
management, independent credit review, establishofgorofessional teams and borrowers
personality profile assessment. From table 4.6 apthe value of adjusted? & 0.981. This
implies that, there was a variation of 98.1% ofleaf non performing loans in commercial
banks varied with variation in transforming the @i®n mechanism comprehensively,
adoption of centralized, specialized and scientifi@magement, independent credit review,
and establishment of professional teams and borsopersonality profile assessment at a
confidence level of 95%.

Table 4.7: Regression Coefficients results

Unstandardized | Standardizeq
Model Coefficients Coefficients |t Sig.
Std.
B Error Beta
1 (Constant) 1.833 |3.156 1.839 |.017
Transforming operatio
_ - |-1.771 |.061 -.017 -.097 |.038
mechanism comprehensive
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Adoption of centralized

specialized and scientifj -0.286 .038]|-.024 -.061 |.023
management
Independent credit review |-1.358 |.311 -.011 -.090 |.078
Establishment 0

-0.116 .018/|-.023 -.094 |.023

professional teams

Borrowers Personalit
, -0.574 | .418 -.097 -.097 |.067
Profile Assessment

Source: Research Data

Predictors: (Constant), transforming the operati@thanism comprehensively, adoption of
centralized, specialized and scientific managemedgpendent credit review, establishment
of professional teams and borrowers personalityilprassessment. From the data in the
above table, there is a negative relationship betwtbe level of non performing loans in
commercial banks with transforming the operatiorcina@mism comprehensively, adoption
of centralized, specialized and scientific managamédependent credit review, and
establishment of professional teams and borrowersopality profile assessment. The
established regression equation was;

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

From the above regression model, it was found timatlevel of non-performing loans in
commercial banks would be at 1.833 holding tramsfiog the operation mechanism
comprehensively, adoption of centralized, speadlizand scientific management,
independent credit review, establishment of prodesd teams and borrowers personality
profile assessment to a constant zero. A unit asgen transforming operation mechanism
comprehensively would lead to decrease in the levabn performing loans by a factor of
1.771, also unit increase in adoption of centrdlizpecialized and scientific management
would lead to a decrease in the level of non periog loans in commercial banks by a
factor of 0.286, a unit increase in independendicreview would result to a decrease in the
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level of non performing loans by a factor of 1.38&0 a unit increase in establishment of
professional teams would result to decrease inl lev@aon performing loans by factor of
0.116, further unit increase in borrowers perstyghrofile assessment would result to
decrease in level of non performing loans by factod.574. There is therefore a negative
relationship between non performing loans and trediptor variables as given that is,
transforming the operation mechanism comprehengiveldoption of centralized,
specialized and scientific management, independsatit review, establishment of

professional teams and borrowers personality @rafisessment.
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CHAPTER FIVE
5.0 SUMMARY OF FINDINGS, CONCLUSIONS AND RECOMMENDA TIONS

5.1 Introduction
From the analysis and data collected, the followifigdings, conclusions and

recommendations were made. The responses were tagskd objectives of the study. The
researcher had intended to establish the relatipristween techniques for managing non

performing loans and the level of non-performingres in commercial banks in Kenya.

5.2 Summary of Findings and Conclusions

5.2.1 Summary of Findings
On the extent to which non performing loans leadsdmmercial banks failure, the study

found that non performing loans lead to commerbatks’ failure to a great extent. The
study further revealed that banks experiences bmarowers’ inability to pay loans due to
business failure and also the challenge of thetuisin not having an effective follow up on
arrears. Banks most of the time has laxity in dredisessment as well as employing

untrained personnel to head credit departments.

On the various factors that cause non performirapdoin commercial banks, the study
found that factors causing non performing loansammercial banks in Kenya to very great
extent were; failure of bank managers to followdamnt credit policies during an economic
upturn, incomplete assessment mechanism and aedwlitgt moral hazards risk and impair

security of credit assets and weak bank indepenalatit and monitoring. The study also

found that most respondents agreed that insidatingnand owner concentration, banks
negligence in monitoring loans, poor quality of lamresource who have not undergone
training on credit information, lax credit assesetnand untrained personnel, lack of
aggressive credit collection and bank strategicagament focuses only on the analysis of
market opportunity and wrong timing of risks idéictitions causes non performing loans to
a greater extent. The study further found that dpgaocess in granting loans, banks’
internal resource distribution and power allocatibased on bureaucratic levels of
institutions causes non performing loans in commélanks to a moderate extent. It was

further established that loans being an asset mxsband being funds for customers can
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cause banks failure if unpaid. These loans end aipgbwritten off by most commercial
banks thus having a negative impact on the barrkditability and also weaken the liquidity
position of the institutions. The loan interesthie biggest income for banks, if the loans are
not paid then the interest is suspended loweritgrest income and eventually lowering

bank profitability.

From the findings, it was found that majority ofetlrespondents indicated that the
inappropriate use of loans, failure by managersetoew prevailing market conditions

during loan appraisals and debtors concealing da in their loan applications contribute
most to the occurrence of non performing loanbanks. The study also found that clients
starting new business without experience, lackledrcassessment framework of managing
non-performing loans in commercial banks and ineugfit collaterals mostly contribute to

non performing loans. The study further found thvedng economic decisions for example
unexpected price changes and simultaneous ope@tiorany kinds of business contribute

most to non performing loans.

On the extent to which management techniques far peforming loans influences their
level in commercial banks, the study found thatesssient of borrowers’ personality
profile, loan securitization, increased use of itrexference bureaus and information sharing
among banks about borrowers influences the leveloof performing loans to a very great
extent. The study also found that use of contentoah files to monitor loan quality,
adoption of an independent credit review, use @csg lending and projects appraisal
techniques, adoption of centralized, specializeti srentific management and transforming
the operation mechanism comprehensively influeheddvel of non performing loans to a
greater extent. The study further found that lcsades, establishment of professional teams,
transfer to loan recovery agencies and restricbhdoans influence the level of non
performing loans in commercial banks to a greakterd. Other managing techniques for
non performing loans adopted by commercial bankaance the level of non performing
loans to a moderate extent. From the findings, ewsighon forecasts and feasibility studies,
government involvement in fiscal policy formulati@md use specific limits ratios in the

evaluation influence level of non performing lodos moderate extent.
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On the importance of management of non performgans in commercial banks, it was
found out that management of non performing loamgrove the financial performance of
banks as interest on loans is the biggest incombaoks and increases their liquidity
position. Also, the respondents indicated thatagament of non performing loans helps in
protecting the banks reputation and reduces loasek and leads to quality loan portfolio
which leads to better return to the shareholdetsal$o reduces time wastage on
unproductive resources being diverted towards teaavery whereby such resources can be
channelled to other more productive areas.

The study also found that there was a variatioB81% of level of non performing loans in
commercial banks varied with variation in transforgh the operation mechanism
comprehensively, adoption of centralized, speaalizand scientific management,
independent credit review, and establishment offegsional teams and borrowers

personality profile assessment at a confidencd Ev@5%.
The established regression equation was;
Y =1.833-1.771 X- 0.286 % -1.358 X - 0.116X%, - 0.574 %

From the above regression model, it was found tiratlevel of non performing loans in

commercial banks would be at 1.833 holding tramsfog the operation mechanism

comprehensively, adoption of centralized, speadlizand scientific management,

Independent credit review, and establishment offgssional teams and borrowers
personality profile assessment to a constant Zemumit increase in transforming operation
mechanism comprehensively would lead to a decriedseel of non performing loans by a

factor of 1.771, also unit increase in adoptioncehtralized, specialized and scientific
management would lead to a decrease in the lévsbro performing loans in commercial

banks by a factor of 0.286, a unit increase in peselent credit review would result to a
decrease in the level of non performing loans Wgckor of 1.358, also unit increase in
establishment of professional teams would resultlgorease in level of non performing

loans by factor of 0.116, further a unit increas®orrowers Personality Profile Assessment
would result to a decrease in level of non perfogrioans by a factor of 0.574.
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5.2.2 Conclusions
From the findings, the study concludes that norfiopering loans leads to commercial banks

failure to a greater extent, banks experiencesolb@rs inability to pay loans due to
business failure and also the challenge of thetinisin not having an effective follow up in
the arrears. Banks most of the time has laxityredit assessment as well as employing
trained personnel’s to heading credit departments.

From the findings, the study also concludes thetiofa that causes non performing loans in
commercial banks are; failure of bank managefsltow prudent credit policies during an
economic upturn, incomplete assessment mechanidna@ountability, moral hazards risk
and impair security of credit assets ,weak bankpetdent audit and monitoring causes non
performing loans in commercial banks, insider legdand owner concentration, banks
negligence in monitoring loans, poor quality of lamresource who have not undergone
training on credit information, laxity in credit ssssment and untrained personnel, lack of
aggressive credit collection and bank strategioagement focuses only on the analysis of

market opportunity and wrong timing of risks id&oations.

The study also concludes that management of ndrpeng loans for commercial banks
helps to improve the financial performance of baaksinterest on loans is the biggest
income of banks and increases the liquidity positd banks, helps in protecting the banks
reputation and reduces loan losses and leads tiygoan portfolio to better return to the
shareholders and it reduces time wastage on ungiieduesources being diverted towards
loan recovery whereby such resources can be cHadnelother more productive areas.

The study further concludes that there was a negjaélationship between techniques for
managing non performing loans and the level of perferming loans of commercial banks
in Kenya, which implies that increase in effectteehniques of managing non performing
loans leads to decrease in levels of non performaamns in commercial banks. The
established regression equation was;

Y =1.833-1.771 X- 0.286 X% -1.358 X% - 0.116% - 0.574 X%
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5.3 Recommendations

From the findings it was established that there svaggative relationship between the level
of non performing loans in commercial banks withngforming the operation mechanism
comprehensively, adoption of centralized, speadlizand scientific management,
independent credit review, and establishment offegggional teams and borrowers

personality profile assessment.

It was found out that non performing loans leadctommercial banks failure as bank
experiences borrower’s inability to pay the loange do business failure and also the
challenge of the institution not having an effeetifollow up in the arrears. The study
therefore recommended that commercial banks maragershould adopt effective
techniques for managing non performing loans tosgme occurrence of non performing

loans in commercial banks, promoting effective apiens of the commercial banks.

The study recommended that commercial banks shexdgt techniques for management
of non performing loans to improve the financiatfpemance, helps in protecting the banks
reputation and reduces loan losses and leads tiygoan portfolio to better returns to the

shareholders as well as reducing time wastage @nodactive resources being diverted
towards loan recovery whereby such resources camhéenelled to other more productive

areas.

The study recommended that commercial banks in &shpuld enhance transformation of
their operation mechanism comprehensively, adoptbncentralized, specialized and
scientific management, independent credit reviavd @stablishment of professional teams
and borrowers personality profile assessment st asduce the level of non performing

loans.
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5.4 Limitations of the Study

The researcher encountered various limitations téraded to hinder access to information

sought by the study. These included:

The researcher encountered problems of time aseg®arch was being undertaken in a
short period which limited time for doing a wideesearch particularly where the

respondents delayed in filling the questionnaires taavelling to collect the filled ones

The respondents approached were reluctant in giviifgrmation fearing that the
information sought would be used to intimidate thermprint a negative image about the
bank. The researcher handled the problem by cagrmyith him an introduction letter from
the University and assured them that the infornmattbey gave would be treated

confidentially and it was to be used purely forderaic purposes.

The researcher also encountered problems in alicitiformation from the respondents as
the information required was subject to areas dfliigs, emotions, attitudes and
perceptions, which could not be accurately quadifand/or verified objectively. The
researcher encouraged the respondents to paréoyattout holding back the information

they had as the research instruments did not hearrtames.

Lack of sufficient funds was also another challefagged by the researcher. The researcher

limited himself to one manager in every commerbaik due to inadequacy of funds.

Most of the respondents were busy throughout. Duefficial duties time was a major
concern. The researcher had to continuously rertlieth and even persuaded them to
provide the required information by showing thera tmportance of their participation in
the study assuring them that they could be providdd a copy of the final project on
request.
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5.5 Suggestions for Further Research

The study investigated the relationship betweernrtiegies for management of non

performing loans and level of non performing loahsommercial banks in Kenya.

The financial industry in Kenya however is compdigg various other financial institutions
which differ in their way of management and havfedent settings all together. This
warrants the need for another study which wouldiengeneralization of the study findings
for all the financial institutions (both banking camon banking) in Kenya. The study
therefore recommends another study be done withimnto investigate the relationship
between techniques for management of non perfortoags and level of non performing

loans of financial institutions in Kenya.

The study also recommends that a study be cartikdooestablish the challenges facing
management of non performing loans in commercialkbato find out what effective

measures should be taken to mitigate occurrenneroperforming loans

The study also recommends that a further studyldhbe carried out to determine the

effects of quality asset management on profitabdftthe commercial banks.

A further study should be undertaken to investighteeffects of management practices of
the non performing loans and profitability of conmnal banks in Kenya to determine the
effects of management practices for non perfornirans on profitability of commercial

banks.

The study further recommends that a further stddhuksl be carried out to determine the
effects of techniques for management of non peifagrfoans on financial performance of

commercial banks in Kenya.
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APPENDICES

Appendix 1: Letter of Introduction
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Appendix 11: Questionnaire

1. Gender Male [ ] Female 11

2. Indicate by ticking your age bracket

i. 20- 25 years of age 11
il. 26-30 years [ ]
iii. 31 -35 years [ ]
iv. 36 -40 years [ ]
v. Above 40 years ]

[

3 What is your highest level of Education? (Tiskagplicable)

a).Diploma [ ]
b).Degree [ ]
c).Post graduate [ ]

d).Others (specify)

4 .Indicate the period in years you have been wgrka your bank.
a) Less than one year [ ]
b) 1-3 years [ ]
c) 3-7 years [ ]
d) 8-10 years [ ]

e) Above 10 years 110

SECTION B

5. Does your bank experience problems of non pmifay loans?
Yes [ ] No [ ]

Explain your

Lo L A



6 To what extent do you agree with the statement,performing loans lead to commercial

banks failure?

i. Strongly Disagree [ ]

ii. Disagree []
iii. Neutral []
iv.Agree [ ]

v. Strongly Disagree [ ]

Explain

7. The following are factors considered as can$@e®n-performing loans among
commercial banks. To what extent do you agree thighstatement? (1-means strongly

disagree, 2-disagree, 3-neutral, 4-agree and&naglir agree).

Statement 112|3

Lax credit risk assessment and untrained personnel

Lack of aggressive credit collection methods

Banks negligence in monitoring loans

The speedy process in granting loans

Insider lending and Owner Concentration

Incomplete assessment mechanism and accountability

Bank strategic management focuses only on the/sinaf market
opportunity and neglects huge potential risk,

Moral hazards risk and impair security of credaeds

Poor quality of human resource who have not uraexdraining on credit
information’s, and rigid human resource managersgsiiem in banking
institutions
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legal and economical framework concerning secuatittn of non-
performing loans results in a call for governmeanttigipation via policy
adjustments and debt restructuring plans

Bank internal resource distribution and powercdtmn are based on
bureaucratic levels of institutions

Weak banks independent audit and monitoring

Wrong timing of risks identifications

Failure of bank managers to follow prudent crediicies during an
economic upturn, especially in a highly competigrarironment

Under staffing in banks particularly in credit sens

lack of effective motivation

8. The following are causes of non performing loios the client point of view. Which of
the following factors contribute most to non penfiang loans to your bank?

Yes No
i. Clients start new business without experience [ ] I
il. The simultaneous operation of many kinds of bisses [ ] [ ]
iii. The inappropriate use of the loan [ 1 [ 1]
iv. Debtors conceal vital data in their applications [T [1
v. Insufficient collaterals [ ] [ ]
vi. Wrong economic decisions for example unexpectezepianges [ ] [ ]

vii. Lack of clear assessment framework of managimgpesforming loans [ | []
viii. Failure by bank manager to review prevailimgrket conditions

during loan appraisal [ ] [ ]

Any other, please
5] 01T |
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9 To what extent do the following management teghes for non performing loans
influences their level in commercial banks? (Whki#dot at all, 2-Less extent, 3-Moderate
Extent, 4 —Great extent and 5 -Very Great extent)

Statement 1 21314

Government involvement in fiscal policy formulation

Information sharing among banks about borrowers

Use specific limits, ratios in the evaluation prege

Emphasis on forecasts and feasibility studies

Use of specific lending and project appraisal méghes

Use of contents of loan files to monitor loan dyali

Transforming the operation mechanism comprehensivel

Adoption of centralized, specialized and scientifianagement

Adoption of an Independent credit review as a taiion

Increased use of credit reference bureaus

Assessment of Borrowers Personality Profile

Loan securitization

Transfer to loan recovery agency

Restructuring of loans

Loans sales

Establishment of professional teams

10. In your own opinion, indicate the importancar@nagement of non performing loans to
commercial banks.
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Appendix IlI: List of Commercial Banks in Kenya

African Banking Corporation Ltd
Bank of Africa Kenya Ltd

Bank of Baroda (K) Ltd

Bank of India

Barclays Bank of Kenya Ltd
CFC Stanbic Bank Ltd
Charterhouse Bank Ltd (Under- Statutory management)
Chase Bank (K) Ltd

. Citibank N.A. Kenya

10. Commercial Bank of Africa Ltd
11.Consolidated Bank of Kenya Ltd
12.Co-operative Bank of Kenya Ltd
13.Credit Bank Ltd
14.Development Bank Kenya Ltd
15.Diamond Trust Bank (K) Ltd
16.Dubai Bank of Kenya Ltd
17.Ecobank Kenya Ltd

18. Equitorial Commercial Bank Ltd
19. Equity Bank Ltd

20.Family Bank Ltd

21.Fidelity Commercial Bank Ltd
22.Fina Bank Ltd

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

26. Gulf African Bank Ltd

27.Habib Bank A.G. Zurich
28.Habib Bank Ltd

29.Imperial Bank Ltd

30.1&M Bank Ltd

31.Jamii Bora Bank Ltd

32.Kenya Commercial Bank Ltd
33.K-rep Bank Ltd

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

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

40. Standard Chartered Bank (K) Ltd
41.Trans National Bank Ltd
42.Victorial Commercial Bank Ltd
43.UBA Kenya Bank Ltd.
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