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Abstract

Commercial banks in Kenya as per the World Bank report recorded higher non-performance
in loans than the standard globally in spite of Kenya having the most stable and developed
banking system in East and Central Africa region. Commercial banks non-performing loans for
five years from 2015 to 2018 averaged eleven percent which was higher than the
recommended rate of one percent. In Kenya, commercial banks’ non-performing loans
remain higher than the recommended rate which could be due to inadequate credit
management practices. The study therefore aimed at examining the moderating role of the
central bank regulations on the relationship between credit management practices and loan
performance. The underpinning theory of the study was the credit risk theory. The study used
explanatory research design and the research philosophy adopted was positivism. The target
population was 44 commercial banks in Kenya and a census approach was used. Both primary
and secondary data were used. Primary data was collected through structured questionnaires
and related to credit management practices while secondary data was obtained from review
of existing bank loan records in relation to loan amount advanced and non-performing loans
for a period of four years from 2015-2018. Multiple regression analysis was used to test the
study hypothesis. The study found out that Central Bank Regulations had no significant
moderating effect on the relationship that exists between credit management practices and
loan performance. Therefore, the study concluded that the moderating role of central bank
regulations could not be confirmed. The study recommended that the central bank of Kenya
to continuously assess and update credit management practices and the central bank
regulations. The Government through regulating bodies should thus establish credit policies
that regulate traditional and emerging credit practices among financial institutions.
Keywords: Central Bank Regulations, Credit Management Practices, Loan Performance,
Commercial Banks in Kenya.
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Introduction

Loan performance constitutes a huge proportion of the credit risk of a bank as it accounts for
more than 10 times of the equity (Barth et. al., 2001). The total amount of money issued out
as loans is referred to as loan portfolio to different borrowers as different loan products. The
loan products could be in form of individual loans, corporate loans, salary loans or group
guarantee loans. Loan performance accesses the rates of payment, number of borrowing
clients, security pledged and rate of arrears recovery (Basel, 2006; Mburu, Mwangi, &
Muathe, 2020).

Commercial banks in Kenya have recorded higher non-performing loans than the standard
globally (World Bank, 2018). According to Montana (2012), non-performing loans have
continued to record sharp upward growth over the years despite the increasing efforts to
curb non-performing loans. Non-performing loans have been increasing over the years. For
instance, in Kenya non performing loans increased from 4.96% in 2013 t0 5.9% in 2014, 8.97%
in 2015, 9.02% in 2016, 11.38% in 2017 and 14.92% in 2018 (Central Bank of Kenya, 2018). In
2018, the NPLs in the banks were 14.92% and four years average from 2015 to 2018 of 11.07%
which was higher than the recommended rate of 1% (World Bank, 2018). According to Ekrami
and Rahnama (2009) the high amounts of NPLs acts as an indication of the current high risk
in credits in the banking system which poses both market and liquidity problems. NPLs mainly
occur as a result of inefficiencies in the credit management practices employed by the banks
(Morton, 2003).

Currently, credit management practices are considered as an integral component for the
success of the banks (Lalon, 2015). This is attributed to the fact that commitment to the credit
management practices ensures long term survival of the banking institutions through
shielding from default loans (Kithinji, 2010). Poor credit management practices have adverse
negative effects on the banks resulting in reduced profitability and liquidity problems due to
compressed profit margins from the rising NPLs hence bringing about the most challenging
environment for banks (Saunders & Allen, 2010). In the past decade (2000-2010), most
financial institutions were not keen in their efforts on timely credit recovery and consequent
reduction of Non-Performing loans as today (Montana, 2012).

Central bank of Kenya in 2005 issued guidelines where banks were required to have debt
collection policies procedures which included collection enforcements, guarantor payments
and continuous monitoring and control of loans (CBK, 2015). In 2016, further guidelines were
issued on the adequacy and enforceability of collateral or guarantees for strict adherence and
compliance by commercial banks in Kenya (CBK, 2016). NPLs increase with debt collections
going far more into the future. The need to reduce non-performing loans has seen commercial
banks aim at reducing the collection period by adopting stringent collection policy (Otieno &
Nyagol, 2016). The effectiveness of the debt policy will be based on the minimization or
elimination of defaults on loan repayment. Though Kenya has a well-developed commercial
banking sector compared to most of Africa, it still faces challenges of loan administration and
collection of loans (Otieno & Nyagol, 2016).

Central bank of Kenya in an attempt to address deficiencies in credit management issued
guidelines to be followed by commercial banks. Credit management guidelines were issued
in 2005 where commercial banks were required to have client appraisal policy (CBK, 2005).
Following the guidelines in 2015, client appraisal policy was further reviewed to include credit
referencing bureau review by commercial banks before credit could be advanced. This led to
more advanced client appraisal technique among commercial banks and review of lending
and debt collection policies (CBK, 2015).
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Following the collapse of numerous commercial banks out of inadequate credit risk
management, in 2016, CBK issued further guidelines on lending policy and classification of
non-performing loans (Central Bank of Kenya, 2016). Lending policies needed to be
commensurate with the size and complexity of the institution and be able to present a clear
position on the commercial banks’ exposure. Lending policies were also required to ensure
transparency in the transactions relating to lending. Insider loans to directors and related
parties were also required to be disclosed (Central Bank of Kenya, 2018).

The lending policies guide the bank on issuing out loans to customers and ensuring proper
credit management (Kithinji, 2010). These should be aligned with the general bank plans and
factors such as existing credit policies and prevailing country's economy status. Prior to the
establishment of the lending policies, banks mainly issued out credit to anyone who expressed
interest to borrow, this resulted in large volumes of bad credit leading the banks to be more
cautious thereafter (Abor, 2004, Mburu, Mwangi, & Muathe, 2020).

The banking sector operates on a legal framework established by the CBK. These regulations
are meant to guide supervision and monitoring of deposit taking institutions such as banks
and setting out requirements for their risk taking (Brownbridge, 2002). The regulations are
essential contributor to minimizing and preventing financial related issues. The aim of the
implemented regulations and guidelines is to assist the banking sector as well as other
financial firms to be key players and ensuring longevity. The returns accrued are therefore
higher as well as significant contribution to the economy (Ndungu, 2010).

Central Bank regulations are essential in establishing a well monitored and well set out rules
for operation of financial activities with easy supervisions (Barth, Caprio and Levine, 2001).
Lack of appropriate regulation is undesirable as it may lead to bank failures and systemic
instability (Brownbridge, 2002). In Kenya, Central Bank regulations take the form of prudential
guidelines issued by CBK in attempts to reduce the risk level that the bank creditors are faced
with whilst ensuring the bank's asset and capital adequacy (Plosser, Kovner & Hirtle, 2016,
Onsongo, Muathe, & Mwangi, 2019).

Following financial crisis in 2008, Central Banks across the world have required adoption of
stringent credit management. The level of disclosure of non-performing loans has also been
enhanced. The criteria of categorizing loans as non-performing loans have been adopted by
Central Bank in Kenya among other federal banks globally in line with Basel Il requirements.
Commercial banks are now more than in the past required to analyze risks facing credit and
constantly evaluate the risk facing the loans (Kairaria, 2014).

In Kenya, the commercial banks dominate the financial system whereby they act as
intermediates between the deficits units of the economy and the surplus ones. Currently 44
banks are licensed and regulated by the CBK (CBK, 2017). The Kenyan banking sector has
undergone many regulatory and financial reforms in the past. Such reforms have brought in
important changes to the banking sector as well as inspiring foreign banks to enter the Kenyan
market (Otieno & Nyagol, 2016). The banking sector is governed by the Banking Act and
including Prudential Guidelines. Commercial banks in Kenya are required by CBK to submit
audited annual reports, which include their financial performance and in addition disclose
various financial risks in the reports including liquidity risk, credit risk as well as management
of credit risk.

Statement of the Problem

Loan performance remains the highest detrimental factor to development of the financial
sector (World Bank, 2016) and impacts on banks’ ability to lend (Doriana, 2015). There has
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been concern on the extent of non-performing loan levels in Kenya which has been higher
than the recommended rate of 1%. In 2018, banks NPLs to total loans were 14.92% and five
years average of 11.07% (World Bank, 2018). Between the year 2017 and 2018 the NPLs to
total loans ratio increased from 11.38 percent to 14.92 percent (Central Bank of Kenya, 2018).
Ineffective credit management practices have been identified to constitute a major reason
behind these banking difficulties (Basel, 2006).

In Kenya, the recent collapse of some commercial banks shows that the successful utilization
of the credit management practices is yet to be realized (Kinyua, 2017). According to Obiero
(2013), 37.8 % of banks collapsed due to poor lending practice between 1984 and 2013.
Taking the case of Chase Bank which was placed into receivership in 2016 due to insolvency
as a result of huge non performing loans and CBK Prudential Guidelines on capital adequacy
of minimum core capital to total risk weighted assets. In October 2015 the CBK put Imperial
Bank under statutory management due to unsafe and unsound credit management practices
(CBK, 2016).

Further, studies undertaken on moderating role of central bank regulations, credit
management practices and loan performance have not been conclusive. For instance Oretha
(2012) investigated the effect of CRM practices on the financial performance of Liberian banks
but did not examine how the credit risk management practices affected loan performance.
Gakure et al (2012) conducted a study on the relationship between credit management
techniques and the performance of commercial banks in Kenya but did not show how various
credit management techniques affect loan performance. Otieno and Nyagol (2016) conducted
a study on the effect of credit management on the financial performance of microfinance
banks.

Past studies had adopted different methodologies in relation to the data and research design.
Most studies including Chikamai and Mutua (2018), Makori and Sile (2017) and Muasya (2013)
used descriptive research design using only primary data. Therefore, studies conducted on
credit management practices do not exhaustively show how credit management practices
such as debt collection policy, client appraisal and lending policy affect loan performance in
commercial banks. However, this study used an explanatory research design. Since, loan non-
performance continues to be a major challenge to commercial banks in Kenya, this study
focused on the effect of credit management practices on loan performance of commercial
banks in Kenya.

Objective of the Study

The objective of the study is to examine the moderating effect of the Central Bank Regulations
on the relationship between credit management practices and loan performance of
commercial banks in Kenya.

Literature Review
This is a discussion of the available literature pertaining to the study which includes the
theoretical literature as well as the empirical literature.

Theoretical Review

The study was guided by Credit Risk Theory proposed by Melton, (1974) which provides a
foundation through which financial institutions are able to not only measure but also manage
credit risk exposure. The theory views default of loans to an embedded put option which is
available to the borrower when the circumstances are economically favorable for the
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borrower to exercise their option to default. Crosby et al, (2003) further adds that currently
the main credit risk analysis methods include structural approach, appraisal form and
information completeness approach as per Credit Risk Theory.

The importance of the theory to the study is that it describes the procedures in credit risk
management by providing an option-theoretic framework which may be individualized for
specific borrowers and used as a basis for modeling the default occurrence. The theory affirms
that credit management practices is dynamic and has a standard approach to managing and
mitigating the risk. It provides a framework which may be utilized in assessing any particular
credit risk being faced by the bank hence resulting in improved performance of the loans in
commercial banks.

Empirical Literature Review

Balgova, Nies and Plekhanov (2016) investigated influence of NPLs on economic performance.
Longitudinal design was used. The study established that reducing non-performing loans has
an unambiguously positive medium-term impact on the economy. The study failed to
examine how credit management practices affected loan performance. However, the study
confirmed the negative consequences of NPLs in an economy and hence need to manage the
same. The current study determined how credit management practices affect loan
performance.

Otieno and Nyagol (2016) investigated on CRM practices and performance. Descriptive
research design was adopted by the study. The research results were that the parameters of
credit management had a significant negative correlation with the performance measures.
The research did not explore how credit risk management affected loan performance but
rather looked at performance in general of which the results can only be applied on
performance. However, the study confirmed the importance of managing credit risks on
performance. The current study explored how credit management practices affect loan
performance.

Plosser, Kovner and Hirtle (2016) studied the impact of supervision on bank performance.
Using a matched sampling approach, the study found that the top banks were least volatile,
had less risky loan portfolios and further engaged in more conservative practices. The findings
thus confirmed importance of bank regulation even though the study did not relate bank
supervision to loan performance. The study related supervision to bank performance and also
paid attention to one aspect central bank regulations which the results may not be
generalized to other aspects. The current study related bank supervision to performance of
loans and looked at other aspects of central bank regulations.

Ahmed and Malik (2015) examined on loan performance and CRM taking empirical evidence
from Pakistan. Multiple regression analysis was used. The study found that client appraisal
and credit terms had a significant positive influence on the loan performance whereas
collection policy and credit risks had a positive but insignificant influence on how the loans
performed. The study was based in Pakistan which has different social and economical
structures from those in Kenya. The current study looked at the specific practices affecting
loan performance of commercial banks in Kenya.

Kairaria (2014) investigated the relationship between capital adequacy requirements on
creation of credit facilities in Kenya. Causal research design was used. The study revealed that
introduction of capital adequacy mandatory requirement negatively affected the profitability
of the banking sector. The study however did not assess the impact of capital adequacy
requirement on loan performance which was addressed by the current study.
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Ofonyelu and Alimi (2013) studied how the bank’s risk on borrowers affected NPLs. The study
used descriptive research design. The study found that NPLs could be reduced through credit
analysis which involves analytical manipulation. While the study confirmed the importance of
credit management in managing loans, the study did not document the specific components
affecting how loans performed which is crucial in assessing the effect of loan performance.
The specific components relating to credit management were examined in the current study.
Gakure et.al. (2012) examined on credit management techniques and banks performance of
unsecured loans. The study used descriptive research design. The study indicated that credit
management techniques had a positive effect on the banks performance. Although the study
did not examine the various credit management techniques and their effect on loans, the
study confirmed the importance of credit management among commercial banks in meeting
banks objectives. The current study examined credit management techniques and their effect
on loans performance.

Moti, (2012); Darwish et al (2018) conducted a study on the efficiency of credit management
system on the performance of loans in the MFIs in Kenya. The study adopted a descriptive
research design and research analysis was undertaken using inferential analysis. It was found
that credit management practices had only minimal effect on the loan performance. The
study did not use both secondary and primary data and hence affecting reliability of the
findings and also was done on micro finance sector which may not be generalized to other
sectors in Kenya. The current study therefore used both secondary and primary data and
studied the loan performance of commercial banks in Kenya.

Aigbogun (2011) studied prudential guidelines and profitability of the banking sector in
Nigeria. Descriptive research design was used. Findings showed that there was increased need
for bank supervision from the regulatory bodies. The bank’s prudential guidelines had helped
to check the mismatch between banks’ reported and actual profits and also ensured early
detection of fraud, distress and deterioration of banks credit portfolio. The study was
however done in Nigeria and not in Kenya and whether these findings would be the same
wasn’t established. The study did not also relate prudential guidelines to loan performance.
The current study was done in Kenya and related prudential guidelines to loan performance.
Ismail (2011) examined the impact of prudential guidelines and deregulation on the Nigerian
banking industry. Using a descriptive research design, the study revealed that while the giant
banks were positively affected by the regulation and returned them to profitability and sanity,
small banks performance reduced. The guidelines also made banks to classify their loans as
performing and non-performing by reducing their risk of incoming bad debts. The study was
done in Nigeria which is different from the Kenyan banking sector. The study therefore
confirms the importance of prudential guidelines in terms of reporting performing and non-
performing loans and thus the reason for incorporating the same as a moderating variable.
Based on the reviewed empirical literature it was hypothesized that:

Ho: Central Bank Regulations have no moderating effect on the relationship between credit
management practices and loan performance of commercial banks in Kenya.

Research Methodology

The study adopted explanatory research design. Explanatory research design focuses on
determining the relationship between elements and what causes the existing association. The
research adopted positivism philosophy because the events of interest were objective and
the researcher was independent. The target population for this study was all the 44
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commercial banks with branches in Kenya. The study targeted all the 44 heads of credit
department located at the commercial banks head offices. This population was chosen as they
are directly involved with the credit management practices in the banks hence the most
conversant with the study topic.

The study used both primary data and secondary data where primary data for the study was
collected using a close-ended questionnaire. Further, the researcher used secondary data
using secondary data collection sheet from the existing banks financial records in relation to
the number of loans advanced and amount of non-performing loans. Secondary data was
collected for a period of four years from 2015-2018. Inferential statistical measures included
multiple regression analysis to test the relationship between the research variables.

Findings and Discussion

The study sought to examine the moderating effect of the Central Bank Regulations on the
relationship between credit management practices and loan performance of commercial
banks in Kenya. To achieve this, multiple regression analysis using path analysis technique
was conducted. In the first step, regression analysis was done where the various credit
management practices were regressed against loan performance.

In the second step, Central bank regulations and the interaction terms between debt
collection policy, client appraisal, lending policy and Central bank regulations were regressed
against loan performance. The model summary findings are presented in Table 1 below.

Table 1
Model Summary for Moderating Effect of the Central Bank Regulations
Model R R Square Adjusted R Square  Std. Error of the Estimate
.823° .677 .651 4,78081
2 .895P .802 .760 3.96663

a. Predictors: (Constant), Debt Collection Policy, Client Appraisal, Lending Policy

b. Predictors: (Constant), Debt Collection Policy, Client Appraisal, Lending Policy, Central
Bank Regulations , Debt Collection Policy and Central Bank Regulations, Client Appraisal and
Central Bank Regulations, Lending Policy and Central Bank Regulations
The Adjusted R squared for the relationship between debt collection policy, client appraisal,
lending policy and loan performance was 0.651, which implied that 65.1% of the loan
performance can be explained by debt collection policy, client appraisal and lending policy.
However, in the second model, in Table 1 above, which constituted of debt collection policy,
client appraisal, lending policy, central bank regulations, debt collection policy and central
bank regulations, client appraisal and central bank regulations, lending policy and central
bank regulations, the adjusted r-squared was 0.760. The introduction of central bank
regulations in the second model led to an increase in adjusted r-squared from 65.1% to 76%
showing that central bank regulations positively moderates the relationship between credit
management practices and loan performance of commercial banks in Kenya.

111



INTERNATIONAL JOURNAL OF ACADEMIC RESEARCH IN BUSINESS AND SOCIAL SCIENCES

Vol. 10, No. 12, 2020, E-ISSN: 2222-6990 © 2020

Table 2
ANOVA for Moderating Effect of the Central Bank Regulations
Model Sum of Squares Df Mean Square F Sig.
1 Regression  1773.955 3 591.318 25.871 .000"
Residual 845.677 37 22.856
Total 2619.632 40
2 Regression ~ 2100.405 7 300.058 19.071 .000°¢
Residual 519.226 33 15.734
Total 2619.632 40

a. Dependent Variable: Loan Performance
b. Predictors: (Constant), Debt Collection Policy, Client Appraisal, Lending Policy
c. Predictors: (Constant), Debt Collection Policy, Client Appraisal, Lending Policy, Central
Bank Regulations, Debt Collection Policy and Central Bank Regulations, Client Appraisal and
Central Bank Regulations, Lending Policy and Central Bank Regulations

From the findings, the F-calculated for the first model, as shown in Table 2 above was 25.871
and for the second model was 19.071. Since the F-calculated for the two models were more
than the F-critical, 2.87 (first model) and 2.29 (second model), the two models were good fit
for the data and hence they could be used in predicting the moderating effect of the Central
Bank Regulations on the relationship between credit management practices and loan
performance of commercial banks in Kenya.

Table 3

Coefficients for Moderating Effect of the Central Bank Regulations

Model Unstandardized Standardized t Sig.

Coefficients Coefficients
B Std. Beta
Error

1 (Constant) -14.609 3.762 -3.883 .000
Debt Collection Policy 2.898 1.288 .355 2.250 .031
Client Appraisal -2.021 1.386 -.204 -1.458 .153
Lending Policy 6.785 1.524 663 4.453 .000

2 (Constant) 14.123 7.566 1.867 .071
Debt Collection Policy 5.727 5.115 .702 1.120 .271
Client Appraisal -11.112 4948 -1.124 -2.246 .032
Lending Policy 3.545 4.091 .347 .866 .392
Central Bank Regulations -9.450 3.089 -1.201 -3.059 .004
Debt Collection Policy and -.834 1.586 -.539 -526 .602
Central Bank Regulations
Client Appraisal and Central 2.568 1.372 1.701 1.871 .070
Bank Regulations
Lending Policy and Central 1.217 1.474 .839 .826 415

Bank Regulations
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a. Dependent Variable: Loan Performance

b. Predictors: (Constant), Lending Policy, Client Appraisal, Debt Collection Policy

c. Predictors: (Constant), Lending Policy, Client Appraisal, Debt Collection Policy, Central Bank
Regulations , Debt Collection Policy and Central Bank Regulations, Client Appraisal and
Central Bank Regulations, Lending Policy and Central Bank Regulations

The results in Table 3 above show that with introduction of Central Bank Regulations and the
interactions terms, the effect of debt collection policy on loan performance, became
insignificant (B1X=5.727, p-value=0.271). The interaction term between debt collection policy
and central bank regulation was insignificant (Bix*Z=-0.834, p-value=0.602). However, the
effect of central bank regulations on credit management practices was significant (1Z =-9.45,
p-value=0.004). The results therefore meant that while central bank regulations were
significant predictors of loan performance among commercial banks in Kenya, debt collection
policy practices did not vary with the central bank regulations. This inferred that central bank
regulations did not moderate the relationship between debt collection policy and loan
performance.

The results also show that introducing the moderating variable (central bank regulations) in
the regression model, the effect of client appraisal on loan performance, became significant
(B2X=-11.112, p-value=0.032). The interaction between client appraisal and central bank
regulation was not significant (2X= 2.568, p-value= 0.07). Therefore client appraisal practices
did not vary with the Central Bank Regulations. This inferred that Central Bank Regulations
did not moderate the relationship between client appraisal and loan performance. The results
further show that by introducing the moderating variable (central bank regulations) in the
regression model, the effect of lending policy on loan performance became insignificant
(B3X=3.545, p-value=0.392). The interaction term between lending policy and central bank
regulation was insignificant (B3Z=1.217, p-value=0.415). This inferred that central bank
regulations did not moderate the relationship between lending policy and loan performance.
By substituting the beta values as well as the constant term, model emanating from the
regression model was as follows:

Y=14.123 + 5.727X1- 11.112X5 + 3.545X3- 9.450Z - 0.834X1Z + 2.568XZ + 1.217X3Z + €
Where; Y = Dependent variable: Average Loan Performance; X1 = Debt Collection Policy; X; =
Client Appraisal; Xs=Lending Policy; and Z is the hypothesized moderator (Central Bank
Regulations)

The results of the moderating effect of central bank regulation on the relationship between
credit management and loan performance was not confirmed by the study. The findings relate
to those of Ismail (2011) who found that while the giant banks were affected by the regulation
and returned them to profitability and sanity, small banks performance reduced. The findings
agreed with those of Plosser, et al., (2016) who found Central bank regulations were crucial
in determining the risk management practices. Kairaria (2014) also found that central bank
regulations impacted on credit management practices adopted by commercial banks.
Aigbogun (2011) studying prudential guidelines and performance of commercial banks in
Nigeria concluded that there was increased need for bank supervision to check the mismatch
between banks’ reported and actual profits and also ensured early detection of fraud, distress
and deterioration of banks credit portfolio.
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Conclusions and Policy Implication

The moderating effect of Central Bank Regulations on the relationship between credit
management practices and loan performance of commercial banks in Kenya was not
confirmed. The study concluded that the Central Bank Regulations affected loan performance
of commercial banks but credit management practices did not vary with central bank
regulations.

The study recommended that the Central Bank of Kenya to continuously assess and update
the best practices relating to central bank regulations. Monitoring of the compliance by
commercial banks to the prudential guidelines will also be vital. This will ensure compliance
by the banks on improved credit management by commercial banks and thus improving loan
performance.

Theoretical and Contextual Contribution

The study is significant to investors as it will avail information on the influence of returns on
their investments. To commercial banks and financial sector, this study will provide an insight
into the credit risk attributes which may need to be incorporated in their loan awards process
and the factors that determine success of administration of loans. To the general public, the
study will lead to improved performance of loans. Researchers and Scholars will find this study
important in facilitating an increase in the information related to the area of concern.
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