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ABSTRACT	
The	 purpose	 of	 study	 was	 to	 analyze	 the	 effects	 of	 credit	 risk	 management	 on	
performance	 of	 banks	 in	 Kenya.	 The	 study	 was	 guided	 by	 the	 following	 specific	
objective;	 to	 determine	 the	 effects	 of	 on	 bank	 performance	 in	 Kenya.	 Lending	 is	 an	
investment	 and	 therefore	as	 the	bank	 constructs	 a	portfolio	 it	 considers	 an	 “efficient	
frontier”	 of	 optimal	 portfolios,	 offering	 the	maximum	 possible	 expected	 return	 for	 a	
given	level	of	risk.	The	study	was	based	on	modern	portfolio,	capital	asset	pricing	and	
liquidity	 preference	 theories.	 It	 considered	 the	 credit	 scoring	 model	 as	 statistical	
analysis	used	by	banks	to	evaluate	worthiness	of	a	borrower.	The	target	population	of	
interest	was	44	commercial	banks	categorized	into	28	local	and	16	foreign	banks.	They	
are	also	categorized	into	small,	medium	and	large	banks.	The	study	used	census	survey	
because	 of	 the	 small	 population.	 The	 questionnaires	 were	 administered	 to	 all	
respondents	of	commercial	banks	in	Kenya.	Piloting	was	done	to	check	reliability	and	
validity	of	data	 collection	and	 instruments.	Data	was	 coded,	 edited	 to	bring	meaning.	
Multiple	regression	was	also	used	to	test	the	significance	of	one	variable	to	the	others.	
Additional	 secondary	 data	 in	 form	 of	 annual	 reports	 and	 financial	 statements	 were	
obtained	from	Central	Bank	of	Kenya	for	the	period	2011	to	2016.	Data	collected	was	
analyzed	 using	 SPSS	 version	 21.The	 null	 hypothesis	 that	 liquidity	 do	 not	 have	
statistically	 significant	 influence	 on	 of	 banks	 performance	 in	 Kenya	 was	 rejected.	
Therefore,	the	independent	variable	had	significant	influence	on	banks	performance	in	
Kenya.	The	bank	should	take	into	consideration	potential	 future	changes	 in	economic	
conditions	 when	 assessing	 individual	 credits	 and	 their	 credit	 portfolio.	 The	 study	 is	
significant	especially	to	decision	makers	involved	in	the	implementation	of	credit	risk	
management	 for	 their	banks.	The	credit	managers	are	able	 to	make	strategic,	 tactical	
and	operational	decisions	based	on	the	results	of	a	scientific	study	rather	than	relying	
on	trial	and	error.		

	
INTRODUCTION	

The	 growth	 of	 credit	 risks	 in	 financial	 institutions	 globally	 and	 locally,	 and	 the	 rise	 of	
commercial	 economies	 have	 changed	 the	 role	 of	 credit	 risk	 management	 in	 the	 banking	
industry.	 	According	 to	 Jamaat	and	Asgari	 (2010)	banks	are	 investing	a	 lot	of	 funds	 in	credit	
risk	management	modeling.	Skills	in	risk-focused	supervision	are	continually	being	developed	
while	exposing	supervisors	to	relevant	training	(Kithinji	2010).	By	adopting	this	approach,	the	
banking	 industry,	 and	specifically	 the	 small	banks	are	 sensitized	on	 the	need	 to	have	 formal	
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and	documented	risk	management	frameworks	(De	Juan	1991).		Good	risk	management	is	not	
only	 a	defensive	mechanism,	but	 also	 an	offensive	weapon	 for	 commercial	 banks	 and	 this	 is	
heavily	 dependent	 on	 the	 quality	 of	 leadership	 and	 governance.	 	 Jorion	 (2009)	 notes	 that	 a	
recognized	risk	is	less	“risky”	than	the	unidentified	risk.	
	
Financial	institutions	are	exposed	to	a	variety	of	risks	among	them;	interest	rate	risk,	foreign	
exchange	risk,	political	risk,	market	risk,	liquidity	risk,	operational	risk	and	credit	risk	(Yusuf	
2003).	 In	 some	 instances,	 commercial	 banks	 and	 other	 financial	 institutions	 have	 approved	
decisions	that	are	not	vetted;	there	have	been	cases	of	loan	defaults	and	nonperforming	loans,	
massive	extension	of	 credit	 and	directed	 lending.	The	Basel	Committee	 (2000)	 suggests	 that	
liberalized	 loaning,	 bad	 management	 of	 credit	 portfolio,	 insufficient	 evaluation	 of	 changing	
economies	create	a	 lot	of	problems	 for	 financial	 institutions.	 	 It	has	been	noted	with	a	 lot	of	
concern	that	the	more	complex	a	risk	type	is	the	more	specialized,	concentrated	and	controlled	
its	management	must	 be	 (Seppala	 2000).	 Risk	management	 is	 defined	 as	 the	 process	 that	 a	
bank	 puts	 in	 place	 to	 control	 its	 financial	 exposures.	 The	 process	 of	 risk	 management	
comprises	the	fundamental	steps	of	risk	identification,	risk	analysis	and	assessment,	risk	audit	
monitoring,	 and	 risk	 treatment	 or	 control	 (Bikker	 and	Metzmakers	 2005).	 	 This	 shows	 that	
Credit	 risk	 is	 still	 considered	 the	most	 significant	 risk	 that	 commercial	banks	 face,	 (Bis.	Org;	
2014)	 thus	 supplying	 the	 foundation	 for	 new	 business	models,	 new	 business	 processes	 and	
new	ways	of	credit	risk	management.	This	for	instance	has	led	to	the	banking	sector	mispricing	
of	credit	and	liquidity	risk,	inadequate	liquidity	buffers	and	excess	credit	growth.	
	
According	to	the	Basel	Accords	(1999),	a	global	regulation	framework	for	financial	institutions,	
credit	 risk	 is	 one	 of	 the	 three	 fundamental	 risks	 a	 bank	 or	 any	 other	 regulated	 financial	
institution	has	 to	 face	when	operating	 in	 the	markets	 (the	 two	other	risks	being	market	risk	
and	 operational	 risk).	 As	 the	 2008	 financial	 crisis	 has	 shown	us,	 a	 correct	 understanding	 of	
credit	risk	and	the	ability	to	manage	it	are	fundamental	in	today’s	world.	
	
The	worldwide	credit	crunch,	which	started	in	2006	with	sub-prime	mortgages	in	the	United	
States,	has	highlighted	the	fundamental	importance	of	the	credit	decision.	As	the	problems	in	
these	mortgages	unfolded,	it	was	demonstrated	that	unsound	credit	decisions	had	been	made	
and	 lessons	 as	 to	 how	 to	 manage	 credit	 risk	 effectively	 had	 been	 either	 ignored	 or	 never	
learned.	 This	 shows	 that	 poor	 lending	 decisions,	 whether	 by	 a	 financial	 institution	 or	 a	
corporate,	can	lead	to	significant	losses.	Being	able	to	manage	this	risk	is	a	key	requirement	for	
any	 lending	 decision.	 It	 should	 also	 be	well	 understood	 by	 industrial	 and	 commercial	 firms	
that,	in	the	course	of	their	normal	business,	provide	trade	credit.	
	
While	financial	institutions	have	faced	difficulties	over	the	years	for	a	multitude	of	reasons,	the	
major	 causes	 of	 serious	 banking	 problems	 continue	 to	 be	 directly	 related	 to	 lax	 credit	
standards	 for	borrowers,	poor	 risk	management	or	 lack	of	 attention	 to	 changes	 in	economic	
environment.	The	goal	of	credit	risk	management	is	to	maximize	a	bank’s	risk-adjusted	rate	of	
return	 by	 maintaining	 credit	 risk	 exposure	 within	 acceptable	 parameters.	 Banks	 need	 to	
manage	the	credit	risk	inherent	in	the	entire	portfolio	as	well	as	the	risk	in	individual	credits	or	
transactions.	Banks	should	also	consider	the	relationships	between	credit	and	other	risks.	The	
effective	management	 of	 credit	 risk	 is	 a	 critical	 component	 of	 a	 comprehensive	 approach	 to	
risk	management	and	essential	to	the	long	term	success	of	any	banking	organization.	
	
	Since	exposure	to	credit	risk	continues	to	be	the	leading	source	of	problems	in	banks	world-
wide,	banks	and	their	supervisors	should	be	able	to	draw	useful	lessons	from	past	experiences.	
Banks	should	now	have	a	keen	awareness	of	the	need	to	identify,	measure,	monitor	and	control	
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credit	risk	as	well	as	to	determine	that	they	hold	adequate	capital	against	these	risks	and	that	
they	 are	 adequately	 compensated	 for	 risks	 incurred.	 The	 Basel	 Committee	 is	 issuing	 this	
document	in	order	to	encourage	banking	supervisors	globally	to	promote	sound	practices	for	
managing	 credit	 risk.	 Although	 the	 principles	 contained	 in	 this	 paper	 are	 most	 clearly	
applicable	to	the	business	of	lending,	they	should	be	applied	to	all	activities	where	credit	risk	is	
present.Efficiency	measurement	is	one	aspect	of	investigating	a	firm’s	performance.	Efficiency	
can	 be	 measured	 in	 three	 ways;	 maximization	 of	 output,	 minimization	 of	 cost,	 and	
maximization	of	profits.	In	general,	efficiency	is	divided	into	two	components	(Kumbhakar	and	
Lovell,	2003).	A	firm	is	regarded	as	technically	efficient	if	it	is	able	to	obtain	maximum	outputs	
from	 given	 inputs	 or	 minimize	 inputs	 used	 in	 producing	 given	 outputs.	 The	 objective	 of	
producers	here	is	to	avoid	waste.			
	
Regional	and	national	governments	play	a	key	role	in	promoting	the	adoption	of	e-commerce	
technology	 in	order	 to	keep	up	with	the	evolving	trends	of	 the	 information	age.	 	 In	 line	with	
these,	 they	 are	 ever	 in	 search	 of	 ways	 to	 utilize	 this	 technology	 to	 improve	 efficiency	 and	
effectiveness	in	the	management	of	credit	risk.		According	to	Bleim	(2001)	most	of	systematic	
banking	crisis	arise	because	of	enormous	portfolios	of	bad	loans.	Dionne	(2005)	emphasizes	on	
the	importance	to	evaluate	whether	risk	of	a	particular	loan	is	risk	of	the	whole	portfolio.		An	
effective	 Credit	 Risk	Management	 (CRM)	 government	 thus	 requires	well	 defined	procedures	
and	methods,	for	instance,	technology	to	effectively	protect	loans	from	credit	risk.			
	
	For	most	banks,	loans	are	the	largest	and	most	obvious	source	of	credit	risk;	however,	other	
sources	of	credit	risk	exist	 throughout	the	activities	of	a	bank,	 including	 in	the	banking	book	
and	in	the	trading	book,	and	both	on	and	off	the	balance	sheet.	Banks	are	increasingly	facing	
credit	risk	in	various	financial	instruments	other	than	loans,	including	acceptances,	interbank	
transactions,	 trade	 financing,	 foreign	 exchange	 transactions,	 financial	 futures,	 swaps,	 bonds,	
equities,	options,	and	in	the	extension	of	commitments	and	guarantees,	and	the	settlement	of	
transactions.	
	
The	 government	 of	 Kenya,	 like	 most	 governments,	 has	 also	 launched	 several	 initiatives	
regarding	 CRM.	 	 The	 Central	 Bank	 of	 Kenya	 (CBK)	 has	 the	 regulatory	 authority	 over	
commercial	banks,	micro-finance	institutions	and	forex	bureaus.	As	at	December	2016,	Kenya	
had	43	licensed	commercial	banks	and	one	Mortgage	Company;	CBK,	2016.	Out	of	the	total	44	
institutions,	28	are	 locally	owned	and	16	are	 foreign	owned.	 	 Since	2005,	 commercial	banks	
have	embarked	upon	upgrading	their	risk	management	and	control	systems	(CBK,	2010).		This	
was	after	the	issuance	of	the	Risk	Management	Guidelines	(RMG)	in	2005	and	the	adoption	of	
the	 Risk	 Based	 Supervision	 approach	 to	 supervising	 financial	 institutions	 in	 2005.	 	 Despite	
these	approaches	 in	credit	risk	management	 it	 is	not	clear	to	what	extent	 it	has	 impacted	on	
profitability.	
	
	Morris	 (1987)	 presents	 one	 of	 the	 earliest	 studies	 on	 the	 relationship	 between	 non-	
performing	 loans	 and	 credit	 risk	 management.	 They	 reported	 that	 banks	 with	 greater	 risk	
appetite	 tend	 to	 record	 higher	 losses	 in	 terms	 of	 non-performing	 loans	 and	 provisions.	 For	
instance	a	 study	by	Haneef	 et	 al	 (2012)	 concluded	 that	non-performing	 loans	are	 increasing	
due	to	inadequate	risk	management	which	threatens	the	profitability	of	banks.	 	The	adoption	
of	 CRM	would	 only	 be	 successful	 through	 the	 experience	 of	 the	 giant	 commercial	 banks	 in	
credit	risk	management	policies	adoption	and	implementation	and	their	joint	efforts	with	the	
government,	 OJ	 Ochola	 (2010).	 	 However,	 such	 efforts	 can	 be	 hurt	 by	 unenlightened	
government	policies,	politics	and	other	constraints	faced	by	government	organizations	such	as	
lack	 of	 resources,	 bureaucratic	 regulations	 and	 legislative	 requirements.	 	 This	 opens	 up	 the	
experience	of	government	leaders	in	CRM	that	can	also	be	researched.	
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According	to	Central	Bank	Supervisory	Report,	(CBK,	2005),	CBK	has	a	priority	initiative	over	
commercial	banks	towards	the	application	of	various	credit	risk	management	methods	such	as	
credit	limits,	taking	collateral,	diversification,	loan	selling,	syndicate	loans,	credit	insurance	and	
securitization	and	credit	derivatives.		These	came	about	after	many	banks	had	collapsed	in	the	
1990s	as	a	result	of	poor	management	of	credit	risk	which	was	portrayed	in	high	levels	of	non-
performing	 loans.	Some	of	 the	 loans	were	“political	 loans”	granted	with	no	security	or	credit	
assessment.	The	high	 levels	of	nonperforming	 loans	subsequently	eroded	the	profits	 through	
provisions.	 	 However,	 despite	 the	 stringent	 controls	 and	 measures	 put	 in	 place	 by	 the	
commercial	banks	in	Kenya	some	banks	make	losses	attributed	to	credit	risk	management.	
	
Present	day	economy	 focus	 is	about	 the	customer	on	one	hand	and	service	provision	on	 the	
other	 and	 of	 critical	 interest	 is	 for	 the	 services	 to	 be	 provided	 efficiently	 with	 a	 good	
understanding	of	 the	customer	and	service	offering	entities	Cabinet	Office(2004).	 	 Initiatives	
that	 lead	 to	 the	 launch	 of	 effectiveness	 of	 CRM	 on	 profitability	 particularly	 through	 the	
development	of	 a	 sound	 credit	 policy	 that	would	help	 improve	prudential	 oversight	 of	 asset	
quality,	establish	a	set	of	minimum	standards	and	apply	a	common	language	and	methodology	
(assessment	 of	 risk,	 pricing,	 documentation,	 securities,	 authorization	 and	 ethics)	 for	
measurement	 and	 reporting	 of	 non-performing	 assets,	 loan	 classification	 and	 provisioning	
pose	both	significant	achievements	and	challenges.			Effective	and	operational	credit	policy	sets	
out	 the	 bank’s	 lending	 philosophy	 and	 specific	 procedures	 and	 means	 of	 monitoring	 the	
lending	activity.		For	instance,	the	guiding	principle	in	credit	appraisal	should	ensure	that	only	
those	 borrowers	 that	 require	 credit	 and	 are	 able	 to	 meet	 repayment	 obligation	 can	 access	
credit;	CBK	Annual	Supervision	Report	CBK(2000).	
	
The	 government	 of	 Kenya,	 like	 most	 governments,	 has	 also	 launched	 several	 initiatives	
regarding	 CRM.	 	 The	 Central	 Bank	 of	 Kenya	 (CBK)	 has	 the	 regulatory	 authority	 over	
commercial	banks,	micro-finance	institutions	and	forex	bureaus.	As	at	December	2016,	Kenya	
had	44	licensed	commercial	banks	and	one	Mortgage	Company;	(CBK,	2016).	Out	of	the	total	
44	institutions,	28	are	locally	owned	and	16	are	foreign	owned.		Since	2005,	commercial	banks	
have	embarked	upon	upgrading	their	risk	management	and	control	systems	(CBK,	2010).		This	
was	after	the	issuance	of	the	Risk	Management	Guidelines	(RMG)	in	2005	and	the	adoption	of	
the	 Risk	 Based	 Supervision	 approach	 to	 supervising	 financial	 institutions	 in	 2005.	 	 Despite	
these	approaches	 in	credit	risk	management	 it	 is	not	clear	to	what	extent	 it	has	 impacted	on	
profitability.	
	
Morris	 (1987)	 presents	 one	 of	 the	 earliest	 studies	 on	 the	 relationship	 between	 non-	
performing	 loans	 and	 credit	 risk	 management.	 They	 reported	 that	 banks	 with	 greater	 risk	
appetite	 tend	 to	 record	 higher	 losses	 in	 terms	 of	 non-performing	 loans	 and	 provisions.	 For	
instance	a	 study	by	Haneef	 et	 al	 (2012)	 concluded	 that	non-performing	 loans	are	 increasing	
due	to	inadequate	risk	management	which	threatens	the	profitability	of	banks.	 	The	adoption	
of	 CRM	would	 only	 be	 successful	 through	 the	 experience	 of	 the	 giant	 commercial	 banks	 in	
credit	risk	management	policies	adoption	and	implementation	and	their	joint	efforts	with	the	
government,	 OJ	 Ochola	 (2010).	 	 However,	 such	 efforts	 can	 be	 hurt	 by	 unenlightened	
government	policies,	politics	and	other	constraints	faced	by	government	organizations	such	as	
lack	 of	 resources,	 bureaucratic	 regulations	 and	 legislative	 requirements.	 	 This	 opens	 up	 the	
experience	of	government	leaders	in	CRM	that	can	also	be	researched.	
	
According	to	Central	Bank	Supervisory	Report,	(CBK,	2005),	CBK	has	a	priority	initiative	over	
commercial	banks	towards	the	application	of	various	credit	risk	management	methods	such	as	
credit	limits,	taking	collateral,	diversification,	loan	selling,	syndicate	loans,	credit	insurance	and	
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securitization	and	credit	derivatives.		These	came	about	after	many	banks	had	collapsed	in	the	
1990s	as	a	result	of	poor	management	of	credit	risk	which	was	portrayed	in	high	levels	of	non-
performing	 loans.	Some	of	 the	 loans	were	“political	 loans”	granted	with	no	security	or	credit	
assessment.	The	high	 levels	of	nonperforming	 loans	subsequently	eroded	the	profits	 through	
provisions.	 	 However,	 despite	 the	 stringent	 controls	 and	 measures	 put	 in	 place	 by	 the	
commercial	banks	in	Kenya	some	banks	make	losses	attributed	to	credit	risk	management.	
	
The	 past	 studies	 in	 this	 field	 have	 looked	 at	 general	 effects	 and	 relationships	 between	 risk	
management	 and	profitability	 in	 financial	 institutions	 such	 as	 the	 research	done	by	Githaiga	
(2013),	Kithinji	 (2010),	Achou	 (2008)	etc.The	objective	 in	 this	 study	will	be	 to	ascertain	 the	
effectiveness	 of	 credit	 risk	 management	 on	 profitability	 of	 commercial	 banks.	 On	 the	 other	
hand,	 risk	 management	 is	 focused	 on	 minimizing	 large	 losses	 arising	 from	 loans.	 The	
management	needs	to	identify	the	risk,	measure	and	quantify	the	risk	then	develop	strategy	to	
manage	it.		The	global	financial	system	has	got	into	a	new	regime	–the	IFRS	9	which	took	effect	
from	 January	 1st.Under	 the	 IFRS	 9,	 the	 fundamental	 change	 is	 the	 recognition	 of	 credit	 risk	
losses.	 Previously,	 financial	 institutions	would	 recognize	 a	 risk	 at	 the	point	 of	 default.	 	 They	
will	be	expected	to	recognize	this	at	the	beginning	and	during	the	loan’s	life	cycle	and	make	the	
necessary	provisions.	 	 	
	
Profitability	is	an	indicator	of	banks’	capacity	to	carry	risk	and/or	increase	their	capital	base.		It	
indicates	banks’	competitiveness	and	measures	the	quality	of	management.		Profitability	is	one	
of	 the	key	concepts	 in	our	 research.	 	This	 is	due	 to	 the	 fact	 that	 the	 topic	of	 this	 research	 is	
about	 effectiveness	 of	 credit	 risk	 management	 on	 profitability	 of	 commercial	 banks.	 	 Clear	
explanation	 to	 the	profitability	of	 commercial	banks	 is	 crucial	 for	 readers	 to	understand	 the	
research	 procedure	 and	 meanings.	 	 Profitability	 of	 banks	 is	 measured	 by	 return	 on	 assets	
(Flamini	 et	 al.,	 2009	Oladele	 et	 al.,	 2012),	 return	 on	 equity	 (Saona,2011)	 or	 the	 net	 interest	
margin	(	Naceur	&	Goaied	,2008;	Naceut	&		Omran	2011;Sufian	&	Habibullah,2009).	
	
Credit	risk	is	the	potential	that	a	contractual	party	will	fail	to	meet	its	obligations	in	accordance	
with	the	agreed	terms.	Credit	management	is	one	of	the	most	important	functions	in	a	business	
enterprise.	 It	 is	 critical	 for	 purposes	 of	 stability,	 profitability	 and	 growth	 of	 a	 firm.	 Despite	
great	 efforts	 made	 by	 commercial	 banks,	 credit	 risk	 is	 still	 a	 challenge	 due	 to	 increasing	
marginal	 losses	 that	 arise	 when	 borrowers	 default.	 While	 financial	 institutions	 have	 faced	
difficulties	 over	 the	 years	 for	 a	 multitude	 of	 reasons,	 the	 major	 causes	 of	 serious	 banking	
problems	 continue	 to	 be	 directly	 related	 to	 lax	 credit	 standards	 for	 borrowers	 due	 to	 poor	
management.	The	goal	of	credit	risk	management	is	to	maximize	a	bank’s	risk-adjusted	rate	of	
return	 by	 maintaining	 credit	 risk	 exposure	 within	 acceptable	 parameters.	 Banks	 need	 to	
manage	the	credit	risk	inherent	in	the	entire	portfolio	as	well	as	the	risk	in	individual	credits	or	
transactions.	 However,	 there	 have	 been	 complaints	 about	 inability	 to	 meet	 obligations,	
inadequate	controls,	and	high	rate	of	defaulters	among	others.	Therefore,	the	study	sought	to	
analyze	effects	of	 credit	 risk	management	on	banks’	performance.	 	The	 specific	objectives	of	
the	study	was	to	determine	the	effects	of	liquidity	on	banks’	performance	in	Kenya.		
	

LIQUIDITY	MANAGEMENT	
Liquidity	is	the	ability	of	a	bank	to	fulfill	its	obligations,	especially	the	depositors.	According	to	
Dang	(2011)	adequate	level	of	liquidity	is	positively	related	with	bank	performance.	The	most	
common	ratio	to	measure	performance	are	customer	deposit	 to	total	assets	and	total	 loan	to	
customer	deposits.	The	bank	assets	 include	among	others	 current	 assets,	 fixed	assets,	 credit	
portfolio	and	other	investments.	Loan	of	a	bank	is	the	major	that	generates	the	major	share	of	
income.		Quality	of	loan	portfolio	determines	the	performance	of	banks.	The	highest	risk	facing	
a	bank	is	the	losses	derived	from	delinquent	loans	(Dang,	2011).	It	is	the	major	concern	of	all	
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banks	 to	keep	 the	amount	of	defaulters’	 low	 level.	Hence	nonperforming	 loans	 to	 total	 loans	
shows	that	the	good	health	of	the	portfolio	of	a	bank.	Deterioration	of	asset	quality	relates	to	
increase	in	credit	risk	which	reduces	the	expected	profits.	
	
	Liquidity	 risk	 is	 considered	as	one	of	 the	 serious	 concern	and	challenge	 for	 the	modern	era	
banks.	A	bank	having	good	asset	quality,	strong	earnings	and	sufficient	capital	may	fail	if	it	is	
not	maintaining	adequate	liquidity.	Liquidity	held	by	commercial	banks	depicts	their	ability	to	
fund	increases	in	assets	and	meet	obligations	as	they	fall	due.	Liquidity	is	one	of	the	important	
financial	stability	indicators	since	liquidity	shortfall	in	one	bank	can	cause	systemic	crisis	in	the	
banking	 sector	 due	 to	 their	 interconnected	 operations.	 Arising	 from	 the	 placement	 of	Dubai	
Bank	 Ltd	 in	 liquidation	 and	 Imperial	 Bank	 Ltd	 in	 receivership,	 CBK	 closely	 monitored	 the	
banking	sector	particularly	on	liquidity	and	credit	risks.	Banks	that	faced	liquidity	challenges	
that	were	not	able	to	access	liquidity	in	the	market	used	the	liquidity	facilities	available	at	the	
CBK	 such	 as	 intraday	 liquidity	 facility,	 rediscount	 of	 government	 securities,	 open	 market	
operations	and	lender	of	last	resort	window.	The	liquidity	challenges	were	primarily	caused	by	
liquidity	segmentation	in	the	inter-bank	market.		
	
The	average	liquidity	ratio	as	at	December	2015	stood	at	38.1	per	cent	as	compared	to	37.7	per	
cent	 registered	 in	December	2014.	The	 increase	 in	 the	 ratio	 is	mainly	 attributed	 to	 a	higher	
growth	in	total	liquid	assets	compared	to	the	growth	in	total	short-term	liabilities.	Total	liquid	
assets	grew	by	13	per	cent	while	total	short-term	liabilities	grew	by	12	per	cent.	The	banking	
sector’s	 average	 liquidity	 in	 the	 twelve	months	 to	 December	 2015	was	 above	 the	 statutory	
minimum	requirement	of	20	per	cent.	With	prudent	management	of	credit	the	cash	out	flows	
in	terms	of	credit	risk	will	be	less	than	cash	inflows	from	repayments	of	loans.	
	
Banks,	 as	 the	 critical	 part	 of	 financial	 system,	 play	 an	 important	 role	 in	 contributing	 to	 a	
country’s	economic	development.	If	the	banking	industry	does	not	perform	well,	 the	effect	to	
the	 economy	 could	 be	 huge	 and	 broad.	 	 Studies	 on	 performance	 of	 banking	 institutions	 are	
plenty.	 Results	 of	 these	 studies	 strongly	 suggest	 that	 bank	 profitability	 determinants	 vary	
across	countries	and	also	among	regions	of	the	world	(Doliente,	2003).	In	accordance	with	the	
study	of	Grier	(2007),	profitability	ratios	are	often	used	in	a	high	esteem	as	the	 indicators	of	
credit	 analysis	 in	 banks,	 since	 profitability	 is	 associated	 with	 the	 results	 of	 management	
performance.	 	 Bank	 performance	 indicates	 bank’s	 capacity	 to	 generate	 sustainable	 profits.	
Banks	protect	the	profitability	against	unexpected	losses,	as	it	strengthens	its	capital	position	
and	 improves	 future	 profitability	 through	 the	 investment	 of	 retained	 earnings.	 A	 bank	 that	
persistently	makes	a	loss	will	ultimately	deplete	its	capital	base,	which	in	turn	puts	equity	and	
debt	holders	at	risk.	Inorder	to	create	shareholder	value,	bank’s	return	on	equity	(ROE)	needs	
to	be	greater	than	its	cost	of	equity.		
	
Return	on	equity,	ROE,	and	return	on	assets,	ROA,	are	the	most	commonly	used	ratios,	and	the	
quality	 level	 of	 ROE	 is	 between	 15%	 and	 30%,	 for	 ROA	 is	 at	 least	 1%.	Wong	 et	 al.,	 (2008)	
indicated	 that	 the	efficiency	of	banks	can	be	measured	by	using	 the	ROE	which	 illustrates	 to	
what	extent	banks	use	reinvested	 income	to	generate	 future	profits.	According	 to	Riksbank’s	
Financial	 Stability	 Report	 (2002),	 the	 measurement	 of	 connecting	 profit	 to	 shareholder’s	
equity	is	normally	used	to	define	the	profitability	in	the	banks.	Jensen	Investment	Management	
(2008)	 mentioned	 that	 ROE	 provides	 a	 very	 useful	 gauge	 of	 profit	 generating	 efficiency	
because	it	measures	how	much	earnings	a	company	can	get	on	the	equity	capital.			
	
According	 to	 the	 introduction	 of	 DuPont	 model,	 Return	 on	 Equity	 (ROE)	 value	 the	 overall	
profitability	of	the	fixed	income	per	dollar	of	equity	(Saunders	&	Marcia,	2011).		ROE	value	the	



	

	

Archives	of	Business	Research	(ABR)	 Vol.7,	Issue	2,	Feb-2019	

Copyright	©	Society	for	Science	and	Education,	United	Kingdom	 65	

overall	 profitability	 of	 fixed	 income	 per	 shilling	 of	 equity.	 The	 shareholders	 of	 banks	 prefer	
higher	 ROE.	 However,	 increasing	 ROE	 demonstrates	 increasing	 risk	 for	 instance	when	 total	
equity	capital	decreases	relative	to	net	income,	ROE	will	have	an	increasing	under	the	constant	
net	income.	A	large	drop	in	equity	capital	may	result	in	violation	of	minimum	regulatory	capital	
requirement	 and	 therefore	 increase	 the	 risk	 of	 insolvency	 of	 the	 bank	 (Saunders	 &Marcia,	
2011	
	
ROA	here	determines	the	net	income	produced	per	shilling	of	assets.		EM	measures	the	dollar	
value	assets	funded	with	each	shilling	of	equity	capital	(Saunders	&	Marcia,	2011,	p.	24).		The	
higher	EM	ratio	indicates	the	more	leverage	(or	debt)	that	is	used	by	banks	to	fund	its	assets	
((Saunders	&	Marcia,	2011,	p.	24).		High	EM	ratio	and	ROA	ratio	have	positive	influence	on	ROE	
ratios	(Saunders	&	Marcia,	2011,	p.	24).		However,	whenever	there	is	a	high	ROE;	it	should	be	
of	concern	to	the	bank’s	manager.		For	example,	increasing	EM	generates	increasing	ROE	ratio	
while	the	leverage	of	bank	has	also	enhanced,	which	causes	solvency	risk	(Saunders	&	Marcia,	
2011).	
	
DuPont	 model	 is	 a	 fundamental	 performance	 measurement	 framework	 popularized	 by	 the	
DuPont	 Corporation.	 DuPont	 analysis	 is	 a	 useful	 technique	 used	 to	 decompose	 the	 different	
drivers	of	the	return	on	equity.	Decomposition	of	ROE	allows	investors	to	focus	their	research	
on	 the	 distinct	 company	 performance	 indicators	 otherwise	 cursory	 evaluation.	 According	 to	
DuPont	 analysis,	 there	 are	 three	 major	 financial	 metrics	 drive	 return	 on	 equity	 (ROE):	
operating	 efficiency,	 asset	 use	 efficiency	 and	 financial	 leverage.	 Operating	 efficiency	 is	
represented	by	net	profit	margin	or	net	income	divided	by	average	shareholders'	equity.	Asset	
use	 efficiency	 is	 measured	 by	 total	 asset	 turnover.	 Finally,	 financial	 leverage	 is	 analyzed	
through	observation	of	changes	 in	 the	equity	multiplier.	 If	ROE	 is	unsatisfactory,	 the	DuPont	
analysis	helps	locate	the	part	of	the	business	that	is	underperforming.	
	
DuPont	method	was	developed	in	1918	by	an	engineer	at	DuPont	who	noticed	that	the	product	
of	two	common	computed	ratios,	net	profit	margin	and	total	assets	turnover,	equals	return	on	
assets	(ROA).		Almazari	(2012,)	introduces	that	DuPont	model	was	created	in	the	early	1990s	
but	 is	 still	widely	 used	 for	 financial	 analysis	 due	 to	 the	 elegance	 of	ROA	being	 affected	by	 a	
profitability	 measure	 and	 efficiency	 measure.	 	 In	 the	 1970s,	 the	 concentration	 in	 financial	
analysis	shifted	from	return	on	asset	(ROA)	to	return	on	equity	(ROE)	Almazari	(2012).		Based	
on	this	fact,	we	consider	using	the	model	for	seeking	the	appropriate	indicators	of	profitability	
of	commercial	banks	in	Kenya.		According	to	Saunders	&	Marcia	(2011)	and	Rudra	(2009),	ROE	
model	 for	 financial	 institutions	 based	 on	 DuPont	 system	 will	 be	 adopted.	 	 ROE	 is	 firstly	
decomposed	into	ROA	and	equity	multiplier	(assets/equity).		ROA	is	decomposed	further	into	
net	profit	margin	and	total	asset	turnover.	 	The	profit	margin	allows	the	financial	analysts	to	
measure	 the	 income	 statement.	 	 And	 total	 assets	 turnover	 provides	 financial	 analysts	 a	
measure	 to	 evaluate	 the	 “assets”	 in	 the	 balance	 sheet.	 	 Equity	 multiplier	 presents	 the	
evaluation	of	 the	 “liabilities	and	owners’	 equity”	 (Alimazari,	2012).	 	Analysts	 can	project	 the	
level	 of	 financial	 structure	 of	 financial	 institutions	 based	 on	 this	 system	 (Alimazari,	 2012).		
Therefore,	DuPont	tool	can	provide	financial	analysts	an	efficient	evaluation	by	decomposing	
the	 most	 frequently	 used	 measure	 of	 profitability,	 ROE	 to	 identify	 the	 strengths	 and	
weaknesses	of	the	banks’	performance	(Saunders	&	Marcia,	2011).	 	Based	on	DuPont	system,	
we	prefer	to	choose	ROE	and	ROA	as	the	key	indicators	of	performance.	
	

METHOD	
The	study	adopted	a	descriptive	research	design	with	a	 target	population	of	44	banks	which		
consisted	of	locally	and	foreign	owned	banks	and	small,	medium	and	large	bank	hence	census.		
The	major	data	gathering	tool	was	a	questionnaire.	The	first	part	of	the	questionnaire	required	
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relevant	 personal	 particulars	 of	 the	 respondents.	 The	 second	 part	 contains	 general	 risk	
management	questions.	The	questionnaire	were	administered	through	drop	and	pick	method	
so	 that	 the	 bank	 staff	may	 get	 time	 to	 respond	 appropriately.	 	 piloting	was	done	 to	 test	 the	
validity	and	reliability	of	the	research	instrument.		Data	was	analyzed	by	the	use	of	descriptive	
statistics	using	SPSS	and	multiple	regression	analysis.			
	

DISCUSSIONS		
According	 to	 Jamaat	 	 and	 	 Asgari	 (2010),	 Liquidity	 held	 by	 commercial	 banks	 depicts	 their	
ability	to	fund	increases	in	assets	and	meet	obligations	as	they	fall	due.	Liquidity	is	one	of	the	
important	financial	stability	indicators	since	liquidity	shortfall	in	one	bank	can	cause	systemic	
crisis	in	the	banking	sector	due	to	their	interconnected	operations.	 	Results	on	determine	the	
effects	of	liquidity	of	banks	performance	in	Kenya,	the	respondents	were	asked	to	indicate	the	
level	 of	 agreeableness	 for	 liquidity	 on	 banks	 performance	 in	 Kenya	 and	 the	 findings	 are	
present	in	the	table	4.1	below.	
	

Table	4.1	Effects	of	liquidity	of	banks	performance	in	Kenya	
Statement	 SA	 A	 N	 D	 SD	 Total	
Bank	have	a	sound	credit	management	
system	

47.0	 33.0	 19.0	 1.0	 0	 100	

The	bank	holds	liquid	assets	which	are	
diversified	

35.0	 42.0	 4.0	 10.0	 8.0	 99	

The	bank	hold	cash	(direct)	bonds,	as	
well	as	making	extensive	use	of	
derivatives	which	are	similarly	
compared	with	other	banks	

28.0	 45.0	 4.0	 9.0	 14.0	 100	

The	bank	receive	regular	flows	from	
borrowers	and	has	adequate	cash	
equivalents	to	meet	demand	any	time	

25.0	 48.0	 6.0	 20.0	 1.0	 100	

The			staff	do	have	experience	on	
dealing	with	previous	liquidity	issues	

30.0	 33.0	 10.0	 20.0	 7.0	 100	

Debts	due	can	be	paid	within	the	next	
12	months	

11.0	 20.0	 12.0	 40.0	 17.0	 100	

The	banks	credit	risk	strategy	reflects	
the	banks	tolerance	for	risk	

10.0	 46.0	 8.0	 7.0	 29.0	 100	

	
The	findings	on	whether	bank	have	a	sound	credit	management	system	showed	that	majority	
33.0	percent	of	 the	respondents	agreed	while	47.0	percent	strongly	agreed	 that	bank	have	a	
sound	 credit	management	 system.	19.0	percent	were	neutral	 and	1.0	percent	disagreed	 that	
bank	 have	 a	 sound	 credit	management	 system.	 This	means	 that	 in	majority	 of	 respondents	
agreed	that	bank	have	a	sound	credit	management	system.		
	
The	findings	obtained	data	on	whether	the	bank	holds	liquid	assets	which	are	diversified.	The	
results	of	data	analysis	results	shows	that	majority	42.0	percent	of	respondents	agreed	while	
35.0	percent	 strongly	agreed	 that	 the	bank	holds	 liquid	assets	which	are	diversified.	But	4.0	
percent	 were	 neutral,	 10.0	 percent	 disagreed	 while	 8.0	 percent	 strongly	 disagreed.	 This	
implies	 that	majority	 of	 the	 respondents	 agreed	 that	 the	 bank	holds	 liquid	 assets	which	 are	
diversified.	
	
The	 results	 of	 the	 study	 on	 whether	 the	 bank	 hold	 cash	 (direct)	 bonds,	 as	 well	 as	 making	
extensive	use	of	derivatives	which	are	similarly	compared	with	other	banks	also	showed	that	
majority	45.0	percent	of	 the	respondents	agreed	while	28.0	percent	strongly	agreed	that	 the	
bank	 hold	 cash	 (direct)	 bonds,	 as	 well	 as	 making	 extensive	 use	 of	 derivatives	 which	 are	
similarly	compared	with	other	banks.	But	4.0	percent	were	neutral,	9.0	percent	disagreed	and	
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14.0	percent	strongly	disagreed.	This	shows	that	majority	of	the	respondents	agreed	that	the	
bank	 hold	 cash	 (direct)	 bonds,	 as	 well	 as	 making	 extensive	 use	 of	 derivatives	 which	 are	
similarly	compared	with	other	banks.	
	
The	 findings	 further	 on	 whether	 the	 bank	 receive	 regular	 flows	 from	 borrowers	 and	 has	
adequate	 cash	 equivalents	 to	 meet	 demand	 any	 time	 showed	 majority	 48.0	 percent	 of	
respondents	 agreed	 while	 25.0percent	 strongly	 agreed	 that	 the	 bank	 receive	 regular	 flows	
from	 borrowers	 and	 has	 adequate	 cash	 equivalents	 to	 meet	 demand	 any	 time.	 While	 6.0	
percent	were	neutral,	20.0	percent	disagreed	and	1.0	percent	strongly	disagreed.	This	shows	
that	majority	 agreed	 that	 the	 bank	 receive	 regular	 flows	 from	 borrowers	 and	 has	 adequate	
cash	equivalents	to	meet	demand	any	time.	
	
The	 results	 of	 the	 study	 on	whether	 the	 staff	 do	 have	 experience	 on	 dealing	with	 previous	
liquidity	 issues	also	showed	that	majority	33.0	percent	of	 the	respondents	agreed	while	30.0	
percent	 strongly	 agreed	 that	 the	 staff	 do	have	 experience	on	dealing	with	previous	 liquidity	
issues.	 But	 10.0	 percent	 were	 neutral,	 20.0	 percent	 disagreed	 and	 7.0	 percent	 strongly	
disagreed.	 This	 shows	 that	 slight	majority	 of	 the	 respondents	 agreed	 that	 the	 staff	 do	 have	
experience	on	dealing	with	previous	liquidity	issues.	
	
Further,	 the	 findings	 obtained	 data	 on	 whether	 debts	 due	 can	 be	 paid	 within	 the	 next	 12	
months.	The	results	of	data	analysis	results	shows	that	majority	20.0	percent	of	respondents	
agreed	 while	 11.0	 percent	 strongly	 agreed	 that	 debts	 due	 can	 be	 paid	 within	 the	 next	 12	
months.	 But	 12.0	 percent	 were	 neutral,	 40.0	 percent	 disagreed	while	 17.0	 percent	 strongly	
disagreed.	This	implies	that	majority	of	the	respondents	disagreed	that	debts	due	can	be	paid	
within	the	next	12	months.	
	
Finally,	the	findings	obtained	data	on	whether	the	banks	credit	risk	strategy	reflects	the	banks	
tolerance	 for	 risk.	 The	 results	 of	 data	 analysis	 results	 shows	 that	 majority	 46.0	 percent	 of	
respondents	 agreed	 while	 10.0	 percent	 strongly	 agreed	 that	 the	 banks	 credit	 risk	 strategy	
reflects	the	banks	tolerance	for	risk.	But	8.0	percent	were	neutral,	7.0	percent	disagreed	while	
29.0	percent	 strongly	disagreed.	This	 implies	 that	 slight	majority	of	 the	 respondents	Agreed	
that	the	banks	credit	risk	strategy	reflects	the	banks	tolerance	for	risk.	
		
Inferential	Statistics	
Based	on	the	study,	inferential	statistics	was	done	on	the	quantitative	data.	The	statistics	done	
included	correlation,	regression	and	ANOVA.	The	results	are	presented	in	the	section	below.	
	
Effects	of	liquidity	of	banks	performance	in	Kenya	
Correlation	
The	study	analysed	data	on	the	effects	of	liquidity	of	banks	performance	in	Kenya	to	obtain	the	
Pearson	correlation	and	presented	the	results	in	Table	4:2.	
	

Table	4.2	Pearson	Correlation	of	effects	of	liquidity	of	banks	performance	in	Kenya	
Variable	 Test	 		Banks	performance		

		Liquidity			
Pearson	Correlation	 .835**	

Sig.	(2-tailed)	 .000	
N	 42	

**.	Correlation	is	significant	at	the	0.01	level	(2-tailed).	
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The	study	shows	that	liquidity	has	positive	relationship	on	of	banks	performance.	The	r	value	
is	0.835	which	is	relative	strong	at	2	tailed	significance	of	0.000	which	is	below	0.01	significant	
levels.		
	
Regression	
From	the	study	again,	a	regression	was	done	on	quantitative	data	between	liquidity	on	banks	
performance	and	presented	the	findings	in	the	Table	4:3.	
	

Table	4.3	Coefficientsa	Determination	of	effects	of	liquidity	on	banks	performance	in	Kenya	
Model	1	 Unstandardized	Coefficients	 Standardized	

Coefficients	
t	 Sig.	

	 B	 Std.	Error	 Beta	 	 	
(Constant)	 2.664	 .182	 	 42.309	 .000	
Effects	of	liquidity		 .310	 .356	 .308	 .762	 .389	
a.	Dependent	Variable:	Banks	performance		

Table	4:3	provides	the	information	needed	to	banks	performance	from	effects	of	liquidity.	Both	
the	 constant	 and	 liquidity	 contribute	 significantly	 to	 the	 model.	 The	 regression	 equation	 is	
presented	as	follows;			(Y)	Banks	performance	=	2.664	+0.310	(Liquidity).	
	
Model	Summary		
The	model	summary	of	the	relationship	of	liquidity	against	banks	performance	is	presented	in	
Table	4.4.	
	

Table	4.4	Model	Summary	of	liquidity	on	banks	performance	
Model	1	 R	 R	Square	 Adjusted	R	Square	 Std.	Error	of	the	Estimate	
	 .390a	 .136	 .072	 .498	
	 a.	Predictors:	(Constant),	liquidity		

Table	 4:4	 provides	 the	 R	 and	 R2	 value.	 The	 R	 value	 is	 0.39,	 which	 represents	 the	 simple	
correlation.	It	indicates	an	average	degree	of	correlation.	The	R2	value	indicates	how	much	of	
the	dependent	variable,	"banks	performance	",	can	be	explained	by	the	independent	variable,	"	
liquidity".	In	this	case,	13.6	percent	can	be	explained,	which	is	relatively	significant.		
	
In	summary		

Y	=	β	0	+	β	1	X1	+		e	
	
By	replacing	the	values	
(Y)	Banks	performance	=	2.664	+0.310	(Liquidity)		
	
Multiple	regressions	give	the	constant	as		
Therefore,	the	overall	regression	model	is	
(Y)	Banks	performance	=	2.664	+0.310	(Liquidity)	
	
Statistical	analysis	shows	that	 liquidity	has	highest	effect	on	banks	performance,	 followed	by	
management	efficiency,	risk	analysis	then	monitoring	and	control.	
	
Based	on	these	findings:	
The	null	hypothesis	H01:	Liquidity	does	not	have	statistically	significant	influence	on	of	banks	
performance	 in	Kenya:	 is	rejected	Therefore,	 liquidity	 has	 a	 significant	 influence	on	of	 banks	
performance	in	Kenya.	
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CONCLUSION	AND	RECOMMENDATION	
According	 to	 Jamaat	 	 and	 	 Asgari	 (2010),	 Liquidity	 held	 by	 commercial	 banks	 depicts	 their	
ability	to	fund	increases	in	assets	and	meet	obligations	as	they	fall	due.	Liquidity	is	one	of	the	
important	financial	stability	indicators	since	liquidity	shortfall	in	one	bank	can	cause	systemic	
crisis	in	the	banking	sector	due	to	their	interconnected	operations.	 	Results	on	determine	the	
effects	 of	 liquidity	 of	 banks	 performance	 in	 Nairobi	 city,	 the	 respondents	 were	 asked	 to	
indicate	 the	 level	 of	 agreeableness	 for	 liquidity	 on	 banks	 performance	 in	 Kenya	 and	 the	
findings	 are	 present.	 majority	 of	 respondents	 agreed	 that	 banks	 have	 a	 sound	 credit	
management	system	and	that	the	bank	holds	liquid	assets	which	are	diversified.		The	results	of	
the	 study	 revealed	 that	majority	 of	 the	 respondents	 agreed	 that	 the	 bank	hold	 cash	 (direct)	
bonds,	as	well	as	making	extensive	use	of	derivatives	which	are	similarly	compared	with	other	
banks	and	the	bank	receive	regular	flows	from	borrowers	and	has	adequate	cash	equivalents	
to	meet	demand	any	time	together	with	the	staff	having	experience	on	dealing	with	previous	
liquidity	issues.	Further,	the	findings	also	indicated	that	majority	of	the	respondents	disagreed	
that	 debts	 due	 can	 be	 paid	 within	 the	 next	 12	 months	 and	 that	 slight	 majority	 of	 the	
respondents	Agreed	that	the	banks	credit	risk	strategy	reflects	the	banks	tolerance	for	risk.	
	
In	conclusion	basing	on	 the	 findings,	 the	hypothesis	H01:	Liquidity	does	not	have	statistically	
significant	 influence	on	of	 banks	performance	 in	Kenya:	 is	rejected	Therefore,	 liquidity	 has	 a	
significant	influence	on	of	banks	performance	in	Kenya.	
	
Based	on	the	findings,	the	study	recommended	the	following;	the	management	of	commercial	
banks	 should	use	 the	 credit	 risk	 strategy	 suitably	 to	 reflect	 the	banks	 tolerance	 for	 risk	 and	
also	have	adequate	cash	and	equivalents	to	meet	demand	any	time.			
	
The	bank	should	take	into	consideration	potential	future	changes	in	economic	conditions	when	
assessing	individual	credits	and	their	credit	portfolio.	
	
The	 management	 should	 have	 a	 proper	 system	 for	 monitoring	 the	 condition	 of	 individual	
credits,	 including	 determining	 the	 adequacy	 of	 provisions	 and	 reserves	 by	 employing	 an	
information	systems	and	analytical	techniques	that	enable	management	to	measure	the	credit	
risk	inherent	in	all	on-and	off-balance	sheet	activities.	
	
The	management	of	 should	make	sure	 that	banks	operate	within	 sound,	well-defined	credit-
granting	 criteria	 by	 both	 providing	 and	 communicating	 timely	 and	 adequate	 information	
system	on	composition	of	credit	portfolio.		
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