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ABSTRACT : Interest rate margin is one of the critical component in the lending decision process of
commercial banks. Commercial banks are independent business entities that set their own interest rate margin
based on the central bank base rates. The aim of this study was to analyze bank specific determinants
influencing bank margins interest rates in the midst of capping among commercial banks in Kenya using
secondary data for the period 2013 to 2018, a period characterized by unrestricted and restricted interest rate
cap. The specific objectives was to analyze the influence of: credit risk, on interest rate margins. The study
adopted exploratory research design. Panel data was employed using annual data over the period before interest
rate, covering 2013-2015, and after capping of interest rate, covering 2016 to 2018.

Thirty-eight commercial banks in Kenya which were in normal operation as at 31st December 2018 were used
giving 228 firm observations. Interest rate margins was informed by Dealership Model and its extensions while
analyzing the influence of bank specific determinants, that is, credit risk, capital adequacy, operation efficiency
and liquidity risk on interest rate margins. Applying STATA 13.0 employing Dynamic Stochastic General
Equilibrium modeling, Generalized Method of Moments approach was used in the analysis.

Descriptive statistics in form of pie charts, graphs, and summary statistics were presented. Inferential statistics
was analyzed using regression analysis to establish the influence of bank specific economic determinants on the
interest rate margin. The findings would be useful to policy makers, shareholders, customers in the respective
commercial banks in Kenya. The government could also utilize the findings in making policies affecting
commercial banks in Kenya which could have an impact on interest rate margin.
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l. BACKGROUND OF THE STUDY

The theoretical model of Ho at el (1981) indicated that there was a positive correlation between interest
rate and credit risk. The model argued that when banks were faced by deterioration in credit risk, they hedged
against the impending loss by transferring a portion or all of it to their borrowers. The finding was done by
increasing the lending rate or decreasing interest on deposits. The study indicated that increased in lending rates
compromised the ability of borrowers to repay.Stieglitz and Weiss (1981) cautioned banks against high interest
rates. The two scholars point out that higher interest rate negatively affected the quality of a bank's loan mainly
because of incentive and adverse selection effects. First, it raised the overall riskiness of the portfolio of assets.
Rising interest rates reduced the returns on all projects and made less risky projects unprofitable. This could
make firms switch to more risky projects as interest rates rise. Secondly, the banks had to screen borrowers. This
was because at a high borrowing interest rate, borrowers may be less worried about the prospect of nonpayment.
Banks could monitor the behavior of borrowers but information was at a cost and also, not perfect. This implied
that the rational profit maximizing banks had to practice credit rationing, which defeated the assumption
generally made in financial liberalization literature, that of interest rate liberalization eliminating credit
rationing.

Leopold and Friiuhwirth (2001) showed ideally how to integrate interest rate on credit risk. They
proposed a simple two factor model where the default intensity of borrowers was driven by interest rates and the
stock index, which in turn were correlated. The study indicated that interest rate changes had an impact on the
credit quality of assets, showed that in terms of hedging a bond portfolio, both credit and interest rate risk had to
be taken into account.Gizycki (2001) examined the overall variability of Australian banks’ credit risk taking in
the 1990s and found out that the impaired asset ratios of smaller banks tend to be more variable than for the
larger banks. Foreign banks with small assets bases within Australia experienced particularly high levels of
impaired assets and low but variable profits between 1990 and 1992. The variance of the full panel data was
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decomposed to distinguish variation across banks and variation through time. The study further argued that
more capitalized banks were able to attract higher earnings because of lower expected bankruptcy costs, which
enabled them to pay lower interest on unsecured debt.

A study carried out by English (2002) concluded in the research that it was unlikely that interest rate
changes were an important factor for the stability of a banking system, even though English acknowledged that
interest rate risk could be an important source of volatility of profits. English supports his conclusions by an
econometric analysis of annual aggregate net interest income in different countries. The study carried out only
found weak support that changed in the slope of the yield curve as well as long- and short-term interest rates
impact on net interest income in a study on interest rate risk in the Belgian banking sector.

Maudos and de Guevara (2004) according to the findings they carried out suggested that credit risk
required that banks implicitly included a risk quality in interest rates and therefore the net interest margin.In the
analysis changes in monetary policy affected deposit and lending rates through the interest rate and bank
lending. For instance, a monetary tightening that raises policy rate and short term interest rates made it more
costly for banks to get funds and they passed these costs to borrowers through higher lending rates. The bank
lending channel works through moral hazard and adverse selection. Following monetary tightening led to higher
interest rates, banks tended to attract more risky customers and compensated for the higher risk hence increased
lending rates. Gambacorta (2004).

Barnhill et al (2004) in their analysis attempted to measure credit and market risk for the whole
portfolio of banks. They developed a simulation framework to revalue asset and liabilities depending on the
state of several systematic risk factors, such as the term structure of risk-free and risky interest rates, stock
indices and property prices. The activity involved integration of interest rate and credit risk for corporates by
simulating the equity to debt ratio conditional on systematic risk factors and then map it into different rating
classes. Also, for loans to individuals it was simulated the loan to value ratio conditional on systematic risk
factors and assume that a borrower defaults if the loan to value was below a certain threshold.

Fofack (2005) the research stated that a rising interest rate could trigger the cost of investment and
thereby necessitated higher possibility of failure to honor debt requirements, leading to non-performing loans.
When left unsolved, nonperforming assets could compound into financial crisis, the moment these assets
exceeded bank capital in a relatively large number of banks. In Sub-Saharan Africa, of which Kenya is a case,
the probability of a banking crisis occurring could be even more important because non-performing asset-related
risks were compounded by the structure of the banking system which was dominated by a few large banks. It
was therefore hypothesized in this study that loading of the credit risk factor on creditworthy customers
increases the cost of borrowing which ends up reducing borrowing appetite and increasing the risk of default.
Tennant (2006) concurred that when the macro-economic situation falters led to a decrease in solvency of the
banks' customers, hence growth in credit risk. The study also found that there were more factors besides interest
rate that accounted for credit risk in Kenyan commercial banks. These factors accounted for up to 31.7 percent
of all non-performing loans advanced by commercial banks, and this could form an important basis for further
studies on reduction of credit risk.

On a study on simulated correlated interest rates and credit spreads carried out by  Jobst et al (2006),
noted that there were defaults for a portfolio of corporate bonds and track future portfolio valuations,
incorporating all coupon payments. Using this information they compute the optimal portfolio allocation if there
was only one investment decision ex-ante or if the portfolio could be rebalanced at each point in time. Credit
spreads could not be used from bond data when looking at banks’ portfolios which contain a wide range of non-
traded assets and liabilities. Instead, a model corporate and household credit risk directly was applied. The
approach also took account of interest rate sensitive off-balance sheet items.

The main sources of credit risk include, limited institutional capacity, inappropriate credit policies,
volatile interest rates, poor management, inappropriate laws, low capital and liquidity levels, directed lending,
massive licensing of banks, poor loan underwriting, reckless lending, poor credit assessment., no non-executive
directors, poor loan underwriting, laxity in credit assessment, poor lending practices, government interference
and inadequate supervision by the central bank. To minimize these risks, it was necessary for the financial
system to have; well-capitalized banks, service to a wide range of customers, sharing of information about
borrowers, stabilization of interest rates, reduction in non-performing loans, increased bank deposits and
increased credit extended to borrowers. Loan defaults and nonperforming loans needed to be reduced
(Sandstorm, 2009).

Mugendawala (2010) pointed out that the principals macroeconomic determinants of interest rates and
thus higher credit risk such as inflation which was the rate of change in the general price levels of consumer
goods and services captured annually within the country. This was usually measured by the annual changes in
the consumer price index. High and volatile inflation and the uncertainty created led to an increase in interest
rates. Similarly, in a weak macroeconomic environment, and in developing countries in particular, the quality of
collateral was likely to be weak, which increased the costs to banks in their effort to recover loans. This could
increase the amount of non-performing loans provisioning and led to higher interest rate margins.
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The approach of Olokoyo (2011), explained the attendant risks of banks having to set high interest rates
in order to optimize returns from lending. When banks set very high interest rates, they induced the problem of
adverse selection and moral hazard. This attracted borrowers with very risky projects into the banks' portfolio.
In return, the already high interest rates incentivized the borrowers into adding more risk to their investment
portfolio due to high affinity for high returns.

According to Nazir et al (2012) carried out a study on determinants of interest rate differentials in
Pakistan. Their study used a 4-year data for 30 banks using correlation, descriptive and regression approaches in
the analysis. They noted that credit risk affected positively interest rate margin.

Mannasoo (2012) investigated the role of the recent global financial crisis on interest spreads in
Estonia. The approach followed works of Ho and Saunders (1981) in which the spread was decomposed into a
pure spread and the remaining component that was explained by market structure, regulation and idiosyncratic
bank factors. Credit risk was found to play a minimal role in determining interest rate margin.

According to Saad and el Moussawi (2012), credit risk was among the factors with the highest impact
on banks’ interest margins. Banks was expected to charge higher interest rates in order to compensate for
covering anticipated and unanticipated credit risk. The significant inverse relationship between the real
economic growth and bank interest rate margin was based on the argument that the improved financial situation
of borrowing firms could improve their crediting performance, thereby reducing nonperforming loans and
allowing banks to cope with lower interest margins. Depreciation of domestic currency decreases banking
margin, due to the deterioration of foreign currency loan quality. This effect was significant due to the
considerable share of foreign currency loans in total bank loans.

Saad and Moussawi (2012) observed that credit risk was among the factors with the highest impact on
the interest margins of the banks. Banks were expected to charge higher interest rates in order to compensate
for covering anticipated and unanticipated credit risk .However, analysis of Latin American banking systems,
had showed a negative correlation between the two variables. The decrease of loan rates or increase of deposit
interest rates, besides the increase of non-performing loans share on total credit was a strategy pursued by
commercial banks aiming to increase the market share.

Mang’eli (2012) noted that credit risk management technique remotely affected the value of a bank’s
interest rates spread as interest rates were benchmarked against the associated non-performing loans and non-
performing loans was attributable to high cost of loans. The study recommended that commercial banks in
Kenya should assess their clients and charge interest rates accordingly in order to mitigate the risks associated
with the defaulters since the lending interest rate on loans had an effect on the non-performing loans, as
ineffective interest rate policy could increase the level of interest rates and consequently non-performing assets.
According to the Central Bank of Kenya (2013), the study concluded that there was a positive and strong
relationship between borrowing interest rates and non-performing loans in Kenyan commercial banks. This
meant that in order to ensure the stability and profitability of the banks, there was need to check the interest rates
charged on loans. Lowering of interest rates could also be a big incentive for borrowers to repay their loans on
time, besides stimulating borrowing for economic development. Since banks’ internal efficiencies and cost of
offering financial services were important contributors to the final value of interest rate charged on loans,
enhancing such procedures and faster adoption of technology could lead to lower interest rates and hence
reduced levels of credit risk.

Ahokpossi (2013) observed that importance of credit risk for the determination of interest margins,
because credit risk was positively and significantly associated with net interest margins. During recessions, the
default rate increased, credit risks were higher, and banks covered themselves with higher margins. Conversely,
during booms, defaults decreased, activity was higher, and banks charged smaller margins.

The higher the better net interest margin, meant that the bank had the potential gains derived from the

difference between interest income resulted in increased earnings and capital as one of the financial resources
that could be used to support intermediation function especially the provision of credit. Study carried out by
Sitorus (2013) stated, the result of the research indicated that net interest margin influence the Loan to Deposit
Ratio. The results showed interest that net interest margin variables could not strengthen the influence of a
variable loan to deposit ratio to changes in foreign exchange earnings on the bank of banks in Indonesia.
Were and Wambua (2013) observed that bank-specific factors play a significant role in the determination of
interest rate spreads. These included credit risk as measured by non-performing loans to total loans ratio, which
had a positive relationship with interest rate spreads. Banks were compelled to shift the credit risk premium
associated with non-performing loans to the borrowers, which necessitated squeezing the rates offered to the
depositors.

According to the estimation carried out for the Mongolian banking system, the evidence revealed that
credit risk affected net interest margin negatively. Credit risk influences negatively bank interest margins which
had a coefficient of non-performing loans which was statistically significant (Chuluunbaatar, 2014). The
estimated results show that credit risk had negative and significant effects on the profitability of Nigerian
deposit money banks (Ogunbiyi and lhejirika, 2014).Kalsoom et al, (2016) concluded that credit risk was a
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prominent factor behind profit margins of bank. Some other factors also existed that affect the profit level of
banks but the focus was on the relationship of credit risk and bank profitability as it was a prominent factor
among factors of interest rate margins.

. STATEMENT OF THE PROBLEM

Credit risk had no significant effect on the Interest Rate Margin. The average size of operations and the
co-movement of interest rate and credit risk had no significant impact on the Interest Rate Margin either. In
terms of the control variables, the extent of relationship banking wields a significant positive influence on
interest rate margins. This, however, was surprising given earlier results on the topic by Ergungor (2005), in the
study found no effect of relationship banking on bank Interest rate margin. Our results, on the contrary, showed
that an increase in the share of relationship banking loans to total loans by one percent drives up a bank’s
Interest rate margin by more than 2 basis points in the subsequent period and by roughly 4 basis points in the
long run.

In a study carried out by Bonga (2016) covering the period 2009 — 2015 using financial data from five
listed commercial banks in Zimbabwe, four locally owned banks and one foreign owned, posited that interest
rate margins was positively influenced by credit risk. As for banks, the increase in credit risk volume in
conjunction with stable interest margin leads to positive increase in the bottom line.

Locally, studies that have been carried out on interest rate including Ngari (2013) who found that there
was a positive linear relationship between interest rate spread and Return on Assets (ROA). Kipngetich (2014)
observed that for banks to attain high financial performance, then interest rates was among the key determinants.
Different factors influenced the behavior of interest rates thereby contributing to how they influence the banks
performance. Commercial banks therefore should come up with opportunities to take advantage of interest rates
and maximize in quality portfolio in order to improve on their financial performance. While the above studies
provided valuable insights on interest rates and financial performance they only provided partial insight on the
influence of specific interest rates determinants and performance of commercial banks.

1. OBJECTIVE OF THE STUDY
To analyze the influence of credit risk on interest rate margins in the midst of capping among commercial banks
in Kenya.
V. HYPOTHESIS

The study postulated the hypotheses as follows:
Hol:  Credit risk has no significant effect on interest rate margins in the midst of capping among commercial

banks in Kenya.

V. LITERATURE REVIEW

5.1 Theoretical Review
5.1.1 Theory of Interest Rate

The theory of Interest explains the relationship between inflation and the real and nominal interest rates
arrived at. This relationship is known as the Fisher Effect. The Fisher Effect states that an increase in the growth
rate of the money supply will result in an increase in inflation and an increase in the nominal interest rate and
with interest rate capping the growth is towards the cap ceiling, which will match the increase in the inflation
rate. Fisher (1930) first put forward that the relationship between interest rates and inflation is termed as the
Fisher Effect. It postulates that the nominal interest rate in any period is equal to the sum of the real interest rate
and the expected rate of inflation. Fisher (1930) studied that the nominal interest rate could be decomposed into
two components, a real rate plus an expected inflation rate. Fisher indicated that there exist a relationship
between the inflation and interest rates in a perfect world, with real interest rates being unrelated to the expected
rate of inflation and determined entirely by the real factors in an economy, such as the productivity of capital
and investor time preference.

The fisher effect theory has the same conclusions with the International Fischer Effect (IFE). IFE
theory suggests that foreign currencies with relatively high interest rates will tend to depreciate because the high
nominal interest rates reflect expected rate of inflation, Madura (2000). This theory also proposed that changes
in the spot exchange rate between two countries will also tend to equate the differences in their nominal interest
rates (Craigwell, 2000). Fisher’s rate of interest is important because it provides a basis for the idea that
monetary policy should be concerned mainly with managing inflation expectations in order to keep real interest
rates at a stable level that promotes saving and investment. Fisher (1930) examined the relationship between
nominal interest rates and the rate of inflation for the U.S and the U.K. Using annual data over the 1890 to 1927
period for the US, and 1820 to 1924 period for the U.K. Fisher found that inflationary expectations were not
instantaneously reflected in interest rates. For the US, the highest correlation, 0.86, between long-term interest
rates and price changes was obtained when the latter was lagged over 20 years, while for the UK, a correlation
coefficient of 0.98 was obtained when price changes were spread over 28 years. High interest rates affect
demand for credit, hinder economic growth and consequently hurt the economy (Solnik, 2000). Linking of
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exchange rates with changes in interest rates and inflation rates, the IFE theory states that the future spot rate of
exchange can be determined from nominal interest differential.

5.1.2 Modern Monetary Theory

Modern monetary theory explains exclusively how the government, central bank and the commercial
banking sector interacts, with some economists arguing that understanding of reserve accounting is critical to
understanding monetary policy options. This theory was developed by a group of economist including Randal
Wray (2009) and Bill Mitchell. All of the commercial banks must have an account with the central bank. This
permits the banks to manage their reserves that is, the amount of available short-term money that a particular
bank holds. So when the government spends, treasury will debit its cash operating account at the central bank,
and deposit this money into private bank accounts (and hence into the commercial banking system). This money
adds to the total reserves of the commercial bank sector. MMT argues that taxes and bond offerings are not best
conceptualized as funding sources for the Treasury, but rather as reserve draining devices to maintain price and
interest-rate stability (Tymoigne, 2013). In most countries, commercial banks’ reserve accounts with the central
bank must have a positive balance at the end of every day; in some countries, the amount is specifically set as a
proportion of the liabilities a bank have that is on its customers. This is known as a reserve requirement. At the
end of every day, a commercial bank will have to examine the status of their reserve accounts. Those that are in
deficit have the option of borrowing the required funds from the central bank, where they may be charged a
lending rate which is also referred to as the discount rates on the amount they borrow. In a balanced system,
where there are just enough total reserves for all the banks to meet requirements, the short-term interbank
lending rate will be in between the support rate and the discount rate. Both the Treasury and the central bank are
involved in these reserve management operations to maintain interest rate stability (Palley, 2012).

5.1.3 Interest Rate Parity Theory

Interest Rate Parity theory (IPRT) is based on the assumption that differences in interest rates between
a country and its trading partners account for the rate of change in the nominal exchange rate. The theory of
interest rate parity, relates to the difference between foreign and domestic interest rates with the difference in
spot and future exchange rates. This parity condition states that the domestic interest rate should equal the
foreign interest rate plus the expected change of the exchange rates. The interest rate differential between
domestic country and world is equal to the expected change in the domestic exchange rate (Bhole and Dash,
2002).

The IPR theory states interest rate differentials between two different currencies will be reflected in the
premium or discount for the forward exchange rate on the foreign currency if there is no activity of buying
shares or currency in one financial market and selling it at a profit in another. The theory further states that the
size of the forward premium or discount on a foreign currency should be equal to the interest rate differentials
between the countries in comparison (Fielding, 2005). Sargent and Wallace (2001) posited that a high interest
rate policy may lead to a reduction in demand for money and increase in price level. This is because an increase
in interest rate implies an increase in government debt. If investors are risk-neutral and have rational
expectations, the future exchange rate should perfectly adjust given the present interest rate differential.

5.2 Conceptual Framework

Credit Risk » Interest Rate Margin

VI. RESEARCH METHODOLOGY
6.1 Research Design

The study employed an explanatory approach by using panel data research design. According Ranjit
(2005), explanatory research attempts to clarify why and how there is a relationship between two or more
aspects of a situation or phenomenon. Explanatory research aims at answering the question why. This type of
research attempts to go above and beyond exploratory and descriptive research to identify the actual reasons a
phenomenon occurs (Kumar, 2005). Hence explanatory research design was utilized employing panel data
approach.

Panel data models provide much more insights than time series models or cross section data models
since it is theoretically possible to separate the effects of specific effects and actions (Hsiao 2003). With panel
data, variations across commercial banks in Kenya and time periods are accounted for. The analysis of panel
data is the subject of one of the most active and innovative bodies of writings in econometrics; the reason is that
this type of data provides such a rich environment for the development of estimation techniques and theoretical
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results. Studies have been able to use panel data, that is, time-series cross-sectional data to examine issues that
could not be studied in either cross-sectional or time-series settings alone.

6.2 Target Population

A population is the total collection of elements from which the researcher wishes to make some inference
(Donald, 2000). The population of this research were all commercial banks with normal operation in Kenya as at
the end of 31st December 2018.

VIL. FINDINGS

The mean of credit risk showed that credit risk increased after capping of the interest rate depicted by
the mean before interest rate capping was from 0.0673 and after interest capping was 0.0948. This characteristic
showed that commercial banks started to increase their provisions for loan losses after interest rate capping to
cover higher cost of bad debt required to be written offs. Comparing the maximum credit risk points for the
period before and after interest rate capping, the results showed that after interest rate capping a maximum
value, 0.6056, was portrayed which was more than the maximum value, 0.2697, before interest rate was
controlled. This characteristics showed that credit risk increased after interest rate capping.
The mean of capital adequacy increased after interest rate capping from 0.1561 to 0.1653 respectively. Also, on
maximum points, commercial banks in Kenya portrayed a higher maximum value for the period covering 2016
to 2018, which was after interest rate capping, compared to the period covering 2013 to 2015, which was before
interest rate capping.
Operation efficiency before interest rate capping was 0.6164 while operation efficiency increased after interest
rate capping t00.6738. The optimal efficiency ratio for commercial banks in Kenya is 0.50. This indicated that
the characteristic of operation efficiency before and after interest rate was higher than the optimal efficiency
required in the industry.
4.2.2  Graphical Representation
The summary statistics when presented graphically by country based on the bank interest rate trends over the
years of 2013 to 2018 is presented in Figure 4.1.
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Where 1. African Bank of Kenya, 2. Bank of Africa 3. Bank of Baroda 4. Bank of India 5. Barclays Bank 6.
Citibank 7.Commercial Bank of Arica 8. Consolidated Bank of Kenya 9. Co-operative Bank of Kenya 10.
Credit Bank 11. Development Bank of Kenya 12. Diamond Trust Bank 13. Ecobank Kenya Limited 14.Equity
Bank Kenya Limited 15. Family Bank Limited 16. First Community Bank Limited 17.Guaranty Trust Bank (K)
Ltd 18. Guardian Bank Limited 19. Gulf African Bank Limited 20. Habib Bank A.G Zurich 21. Housing
Finance Bank Limited 22. | & M Bank Limited 23. Jamii Bora Bank Limited 24. KCB Bank Kenya Limited 25.
Middle East Bank (K) Limited 26. National Bank of Kenya Limited 27.NIC Bank Limited 28. M-Oriental Bank
Limited 29. Paramount Bank Limited 30.Prime Bank Limited 31.SBM Bank Ltd (Fidelity Commercial Bank
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Limited) 32. Sidian Bank Limited 33. Spire Bank Ltd 34. Stanbic Bank Kenya Limited 35. Standard Chartered
Bank Kenya Limited 36. Trans-National Bank Limited 37.UBA Kenya Bank Limited 38. Victoria Commercial
Bank Limited

Figure 4. 1: Interest Rate Trends for the Period 2013 to 2018

Source; Author (2019)

As shown in figure 4.1, average interest rate in the thirty eight banks almost moved in the one direction except
for UBA Kenya Bank Limited which reduced tremendously between the year 2014 and 2015. This was an
indicative that UBA Kenya Bank Limited reduced interest rate margins in that period despite the other banks
maintain or increasing the interest rate margin.

The summary statistics by country based on credit risk trends over the years of 2013 to 2018 is presented in
Figure 4.2.

__— _ - S - o / - I,
8 9 10 11 12 13 14
o~ o~ . 7777/\
15 16 17 18 19 20 21
b —
_
o . _—
- _ - - o I _ . o _—
22 23 24 25 26 27 28
N ] — S
- . — P — — — —
29 0 a1 32 a3 3 as
N /\ - Py
2012 2014 2016 2018 2012 2014 2016 2018 2012 2014 201 2018 2012 2014 2016 2018
36 37 38
-
o
2012 2014 2016 2018 2012 2014 2016 2018 2012 2014 2016 2018
Graphs by Id

Where 1. African Bank of Kenya, 2. Bank of Africa 3. Bank of Baroda 4. Bank of India 5. Barclays Bank 6.
Citibank 7.Commercial Bank of Arica 8. Consolidated Bank of Kenya 9. Co-operative Bank of Kenya 10.
Credit Bank 11. Development Bank of Kenya 12. Diamond Trust Bank 13. Ecobank Kenya Limited 14.Equity
Bank Kenya Limited 15. Family Bank Limited 16. First Community Bank Limited 17.Guaranty Trust Bank (K)
Ltd 18. Guardian Bank Limited 19. Gulf African Bank Limited 20. Habib Bank A.G Zurich 21. Housing
Finance Bank Limited 22. | & M Bank Limited 23. Jamii Bora Bank Limited 24. KCB Bank Kenya Limited 25.
Middle East Bank (K) Limited 26. National Bank of Kenya Limited 27.NIC Bank Limited 28. M-Oriental Bank
Limited 29. Paramount Bank Limited 30.Prime Bank Limited 31.SBM Bank Ltd (Fidelity Commercial Bank
Limited) 32. Sidian Bank Limited 33. Spire Bank Ltd 34. Stanbic Bank Kenya Limited 35. Standard Chartered
Bank Kenya Limited 36. Trans-National Bank Limited 37.UBA Kenya Bank Limited 38. Victoria Commercial
Bank Limited

Figure 4. 2: Credit Risk Trends for the Period 2013 to 2018

Source: Author (2019)

The results as depicted in figure 4.2 indicated that out of the thirty eight commercial banks in Kenya, eleven
commercial banks, that is, African Bank of Kenya, Bank of Africa, Development Bank of Kenya, First
Community Bank Limited,National Bank of Kenya Limited, NIC Bank Limited, M-Oriental Bank Limited,
SBM Bank Ltd (Fidelity Commercial Bank Limited), Sidian Bank Limited, Spire Bank Ltd and Standard
Chartered Bank Kenya Limited, had their credit risk on the rise over the period 2014 to 2015. Two commercial
banks, that is, Consolidated Bank of Kenya and UBA, Kenya Bank Limited reduced their credit risk over the
period 2014 to 2015.

VIII. CONCLUSIONS
Application of GMM model before the interest rate capping, indicated that holding credit risk, capital
adequacy, operation efficiency and liquidity to a constant zero; the intercept coefficient was positive and
statistically significant at 5 percent level indicating that most of the variables were captured in the model which
determined interest rate margin for the thirty-eight commercial banks in Kenya under the period of study.
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IX. RECOMMENDATION
The results showed coefficient of the variable representing lagged interest rate margin which was

positive and significant at 5 percent level of significance. This implied that the previous year’s bank interest rate
had a positive influence on the current interest rate margin.

[1].
[2].
[3].
[4].
[5].
[6].

[71
[8].
[9].

[10].

[11].

[12].
[13].
[14].
[15].
[16].

[17].

[18].

[19].
[20].
[21].
[22].
[23].

[24].

REFERENCES
Adoah 1. (2015). Determinants of Universal Bank Lending Rates in Ghana, Unpublished Thesis,
University of Ghana; Ghana.
Afzal, A. and Mirza, N. (2012). Interest Rate Spreads in an Emerging Economy: The Case of
Pakistan’s Commercial Banking Sector, Economic Research, Vol. 25 No. 4 (987-1004).
Ahokpossi, C. (2013). Determinants of Bank Interest Margins in Sub-Saharan Africa, IMF Working
Paper WP/13/34.Washington D.C.: International Monetary Fund.
Akinlo, A.E. and Owoyemi, B.O. (2012), The Determinants of Interest Rate Spreads in Nigeria: An
Empirical Investigation, Modern Economy, 3, 837-845.
Ahokpossi, M. C. (2013). Determinants of Bank Interest Margins in Sub-Saharan Africa (No. 13-34).
International Monetary Fund.
Allaire, V., Arvind A., Laurence Attuel-Mendes, and Karuna K. (2009). Institutional Analysis to
Explain the Success of Moroccan Microfinance Institutions. Working Paper 09/057, Centre Emile
Bernheim, Brussels.
Allen, L.O. (1988). The Determinants of Bank Interest Margins: a note. J. Financ.Quant. Anal. 23 (2),
231-235.
Allen, L., Peristiani, S., and Saunders, A. (1989). Bank Size, Collateral, and Net Purchase Behavior in
the Federal Funds Market: Empirical Evidence. Journal of Business, 501-515.
Amidu, M. (2007). Determinants of Capital Structure of Banks in Ghana: An Empirical Approach.
a. Baltic Journal of Management, 2(1), 67-79.
Angbazo, L. (1997), Commercial Bank Net Interest Margins, Default Risk, Interest-Rate Risk, and Off-
Balance Sheet Banking, Journal of Banking and Finance 21, 55-87.
Ani, W. U., Ugwunta, D. O., and Okanya, O. (2016). The Effect of Foreign Exchange Reforms on
Financial Deepening: Evidence from Nigeria. International Journal of Business and Commerce, 2 (3)
204-209.
Anjichi D. A. (2014). Effects of Asset and Liability Management on the Financial Performance of
Commercial Banks in Kenya. School of Business, University of Nairobi, pp: 1-64.
Anyofo, A. M. (2016). Nigerian Financial Markets and Institutions in Enugu. Banking and Finance
Publication, 2 (1) 167-178.
Arellano, M., and Bond, S. (1991). Some Tests of Specification for Panel Data: Monte Carlo Evidence
and an Application to Employment Equations. Review of Economic Studies 58, 277-297.
Arellano, M. And Bover, O. (1995). Another Look at the Instrumental Variable Estimation of Error-
Components Models. Journal of Econometrics, 68(1):29-51.
Ariff, M. and Can L. (2008). Cost and Profit Efficiency of Chinese Banks: A Non-ParametricAnalysis.
China Economic Review, 19(2), 260-273.
Asgharpur, H., Kohnehshahri, L. A., &Karami, A. (2016). The Relationship Between Interest Rates
and Inflation Changes: An Analysis of Long-Term Interest Rates Dynamics in Developing Countries,
Tehran Iran. Economic Research Centre.
Athanasoglou, P.P., Brissimis, S.N. and Delis, M.D. (2008). Bank-Specific, Industry-Specific and
Macroeconomic Determinants of Bank Profitability, Journal of International Financial Markets,
Institutions and Money, 18(2), Pp. 121-136.
Athanasoglou, P. P., Sophocles, N. B., and Matthiaos, D. D. (2015). Bank-Specific, Industry-Specific
and Macro-Economic Determinants of banks Profitability. New York: New Age.
Backman, T. (2015). Commodity Prices and Interest Rates:the Euro Zone. Journal of Lunds University.
Barnhill Jr, T. M., Papapanagiotou, P., and Schumacher, L. (2001). Measuring Integrated Market and
Credit Risk in Bank Portfolios: An Application to a Set of Hypothetical Banks Operating in South
Africa, Milken Institute.
Beck, R, Randa,W. and Trandafir, P., (2010). Profitability Management in Commercial Banks: An
Exploratory Study.
Beck,T and Hesse, H (2006). Bank Efficiency, Ownership and Market Structure: Why Are Interest
Spreads So High in Uganda? World Bank Policy Research Working Paper 4027, October.
Beck T., R. Cull, M. Fuchs, J. Getenga, P. Gatere, J. Randa and M. Trandafir (2010) Banking Sector
Stability, Efficiency and Outreach in Kenya, World Bank Policy Research Working Paper 5442,
October, 2010 The World Bank, Washington, DC.

AJHSSR Journal Page |165



American Journal of Humanities and Social Sciences Research (AJHSSR) 2021

[25].

[26].

[27].

[28].

[29].

[30].
[31].
[32].

[33].

[34].

[35].
[36].

[37].
[38].
[39].
[40].

[41].
[42].

[43].
[44].

[45].

[46].
[47].
[48].
[49].

[50].
[51].

[52].

Behn,M.,Haselmann, R., and Wachtel, P. (2016). Procyclical Capital Regulation and Lending. The
Journal of Finance 71(2), 919-956.

Bonga W. G., (2016). An Empirical Analysis of the Determinants of Interest Rate Spreads: A Case of
Commercial Banks in Zimbabwe. Retrieved from: https://www.researchgate.net/publication on 16th
June 2019.

Bosson, B., and Jog-Kun, L. (2015). In Finance Matters. International Monetary Fund. Washington
DC: IMF.

Boutin-Dufresne, M.F., Pefia, M.S., Williams, M.O. and Zawisza, M.T.A. (2013). Benchmarking
Banking Sector Efficiency Across Regional Blocks in Sub-Saharan Africa: What Room for Policy?
International Monetary Fund. WP/13/51.

Brock, P. and Franken, H. (2003). Measuring the Determinants of Average and Marginal BankInterest
Rate Spreads in Chile, 1994-2001, Working Papers UWEC- 2003-25, University of Washington,
Department of Economics

Brock, P.L. and Suarez, L.R. (2000). Understanding the Behavior of Bank Spreads in Latin America,
Journal of Development Economics, 63(1), Pp. 113-134.

Brownbridge, M. (2015). How Relevant are The Basel Capital Reforms for Sub-Saharan
Africa? Journal of Risk Management in Financial Institutions, 8(2), 153-162.

Calice, P., and Zhou, N. (2018). Benchmarking Costs of Financial Intermediation around the World.
The World Bank.

Brock, P. and Franken, H. (2003). Measuring the Determinants of Average and Marginal Banklnterest
Rate Spreads in Chile, 1994-2001, Working Papers UWEC- 2003-25, University of Washington,
Department of Economics

Brock, P.L. and Suarez, L.R. (2000). Understanding the Behavior of Bank Spreads in Latin America,
Journal of Development Economics, 63(1), Pp. 113-134.

Chuluunbaatar, K. (2014). Determinants of Bank Interest Margins in Mongolia.

Claeys, S. and Vander Vennet, R. (2008) 'Determinants of Bank Interest Margins in Central and
Eastern Europe: A comparison with the West', Economic Systems, 32(2), pp. 197-216.

ClaessensS., Coleman N., and Donnelly, M.(2016). Low-for-long Interest Rates and Net Interest
Margins of Banks in Advanced Foreign Economies. IFDPNotes.

Claessens, S and Laeven, L (2004). “What Drives Bank Competition? Some InternationalEvidence,”
Journal of Money, Credit, and Banking, Vol. 36, No. 3.

Clark, P., Tamirisa, N., and Shang-Jin, W. (2016). Exchange Rates and the Current Account. The
American Economic Review, 70 (5) 960-971.

Coricelli. F. and Roland, I. (2008): Finance and Growth: When Does Credit Really Matters? CEPR DP,
no. 6885.

Crouhy L. (2005).The Essential of Risk Management

Crowley, J. (2007). Interest Rate Spreads in English-Speaking African Countries (IMF Working Paper
No. wp /07/101). Washington D.C. World Bank.

Dalecka, S., and Konovalova, N. (2014). Bank Capital Adequacy Evaluation and Measurement:
Problems and Solutions. Journal of Business Management, (8).

Fama, E. (1980). Agency Problems and the Theory of the Firm, Journal of Political Economy, 88
(April): 288-307.

Ferrari, A., Masetti, O., and Ren J. (2018). Interest Rate Caps. The Theory and the Practice.Policy
Research Working Paper No. 8398,Finance, Competitiveness and Innovation Global Practice, World
Bank Group.

Ferrouhi, E. M. (2014). Bank Liquidity and Financial Performance: Evidence from Moroccan Banking
Industry. Business: Theory & Practice, 15(4).

Field, A. P. (2009). Discovering Statistics Using SPSS (and Sex and Drugs and Rock’ n” Roll) 3" ed.
London: Sage.

Fielding, D., andShortland, A. (2005). Political violence and excess liquidity in Egypt. Journal of
Development Studies, 41(4), 542-557.

Fielding, D., andShortland, A. (2005). Political Violence and Excess Liquidity in Egypt. Journal of
Development Studies, 41(4), 542-557.

Fisher, 1. (1896). Appreciation and Interest. New York: 1896.

Flamini, V., Schumacher, M.L. and McDonald, M.C.A. (2009). The Determinants of Commercial Bank
Profitability in Sub-Saharan Africa. International Monetary

Glancy D. and Kurtzman R. (2018). How do Capital Requirements Affect Loan Rates? Evidence from
High Volatility Commercial Real Estate

AJHSSR Journal Page | 166


https://www.researchgate.net/publication

American Journal of Humanities and Social Sciences Research (AJHSSR) 2021

[53].

[54].

[55].
[56].
[57].

[58].

[59].
[60].
[61].

[62].
[63].

[64].
[65].

[66].

[67].

[68].

[69].
[70].

[71].
[72].

[73].

[74].

[75].
[76].
[77].
[78].

[79].

Grenade, K. H. I. (2007). Determinants of Commercial Banks Interest Rate Spreads: Some Empirical
Evidence from the Eastern Caribbean Currency Union. Eastern Caribbean Central Bank Staff Research
Paper No. WP/ 07/01.

Haruna, M. A. (2012). Determinants of Cost of Financial Intermediation in Nigeria’s Pre-Consolidated
Banking Sector, International Journal of Advanced Research in Managementand Social Science, 1(2),
180-194.

Hassan, M. and Khan, B. (2010). What Drives Interest Rate Spreads of Commercial Banks in Pakistan?
Empirical Evidence Based on Panel Data. SBP Research Bulletin, 6( 2).

Hawtrey, K. and Liang, H. (2008). Bank Interest Margins in Organization for Economic Co-operation
and Development Countries, North American Journal of Economics and Finance, 19, 249-260.
Heffernan, S. A., & Fu, X. (2015). Determinants of Financial Performance in Chinese Banking. Journal
of Applied Financial Economics, Vol. 20 Issue 20, 87-90.

Hellmann, T., Murdock, K.C., Stiglitz, J.E. (2000), Liberalization, Moral Hazard in Banking, and
Prudential Regulation: Are Capital Requirements Enough? American Economic Review, 90(1), 147—
165.

Juma M.A., (2018).Financial Risks Analysis and Performance of Commercial Banks in Kenya.
Unpublished Master’s Thesis. School of Business, Kenyatta University.

Kalsoom, A., Khurshid, M. K., and Campus, F. (2016). A Review of Impact of Interest Rate Spread on
Profitability. Research Journal of Finance and Accounting, 7(11), 23-26.

Kamande, E. G. (2017). The Effect of Bank Specific Factors on Financial Performance of Commercial
Banks in Kenya (Doctoral Dissertation).

Klein, M. (1971). A Theory of the Banking Firm, Journal of Money, Credit, and Banking 3, 205218.
Kosmidou,K. (2008). The Determinants of Bank Profit in Greece During the Period of EUFinancial
Integration.Journal of Managerial Finance,Vol. (34), No3,146-159.

Kothari, C. R., and Gang, W. (2014). Research Methodology Methods and Techniques. New Delhi:
New Age International (P) Ltd Publishers.

Kumar, R, (2005), Research Methodology-A Step-by-Step Guide for Beginners, 2™ Edition, Singapore,
Pearson Education.

Kurincheedaran, S. (2015). Sectoral Diversification and Bank Performance: An Empirical Study on
Domestic Licensed Commercial Banks in Sri Lanka. International Journal of Accounting and Business
Finance, 1.

Lartey, V. C., Antwi, S., andBoadi, E. K. (2013). The Relationship between Liquidity and Profitability
of Listed Banks in Ghana. International Journal of Business and Social Science, 4(3).

Lee, C-C, Yang S-J, Chang, C-H. (2014). Non-Interest Income, Profitability and Risk in Banking
Industry: A Cross-Country Analysis, North Am J Econ Finance, Vol. 27, pp 48-67.
https://doi.org/10.1016/j.najef.2013.11.00.

Leon, F. (2015). What Do We Know About the Role of Competition in Africa?, Etudes et Documents,
n0 16, CERDI. http://cerdi.org/production/show/id/1695/type production id/1.

Leopold S. andFriiuhwirth M. (2001). The Jarrow/Turnbull Default Risk ModelEvidence from the
German Market.

Liebeg D. and Markus S.(2005) Determinants of the Interest Rate Margins of Austrian Banks.

Lipunga, A. M. (2014). Determinants of Profitability of Listed Commercial Banks in Developing
Countries: Evidence from Malawi. Research Journal of Finance and Accounting.

Liu, H., Molyneux, P. and Wilson, J.O. (2013). Competition and Stability in European Banking:
aRegional Analysis, The Manchester School, 81(2), pp. 176-201.

Maende, S., Mutana, J., and Munga, M. (2018). Analyzing High Interest Rate Spreads in Kenya: Panel
Data Approach. International Journal of Academic Research in Business and Social Sciences, 8(7),
312-327.

Maudos, J. and Solis, L. (2009). The Determinants of Net Interest Income in the Mexican Banking
System: An Integrated Model', Journal of Banking and Finance, 33(10), Pp. 1920-1931.

Maureen W. and Joseph W. (2013). Assessing the Determinants of Interest Rate Spread of Commercial
Banks in Kenya: An Empirical Investigation Research Centre, Kenya School of Monetary Studies,
Central Bank of Kenya

Pugel, T. (2014). International Economics 13th Ed. Washington: McGraw-Hill International Edition.
Pyle, D.H., and S.J. Turnovsky (1970). Safety-First and Expected Utility Maximization in Mean-
Standard Deviation Portfolio Analysis. Review of Economics and Statistics, Vol. 52, pp. 75-81.

Qi, M., and Zhang, J. (2018). What Determines Interest Margins? The Case of Chinese Banks.
In Contemporary Issues in Banking (pp. 239-251). Palgrave Macmillan, Cham.

AJHSSR Journal Page |167


https://doi.org/10.1016/j.najef.2013.11.00

American Journal of Humanities and Social Sciences Research (AJHSSR) 2021

[80].

[81].
[82].
[83].
[84].
[85].
[86].
[87].

[88].
[89].

[90].
[91].

[92].

[93].

Radha, U., (2011). Analyzing the Sources and Impact of Segmentation in the Banking Sector: A Case
Study of Kenya. Department of Economics, School of Oriental and African Studies (SOAS),
Unpublished Dissertation, University of London.

Roger, S. and Vlcek, J. (2011). Macroeconomic Cost of Higher Bank Capital and Liquidity
Requirements. Working Paper WP/11/103.

Rop, M. K., Kibet, Y., and Bokongo, J. (2016). Effect of Investment Diversification on the Financial
Performance of Commercial Banks in Kenya. Journal of Business and Management, 18(11), 102-115.
Rosman R, Norazlina G, Zainol Z (2014). Efficiency of Islamic Banks During the Fnancial Crisis: An
analysis of Middle Eastern and Asian Countries. Pacific Basin Finance Journal 28: 76-90.

Saad, W. and EI-Moussawi, C. (2010). The Determinants of Net Interest Margins of CommercialBanks
in Lebanon, Journal of Money, Investment and Banking, Issue 23.

Siddiqui M. A. (2012). Towards Determination of Interest Spread of Commercial Banks: Empirical
Evidences from Pakistan, African Journal of Business Management, 1 6 (5) 1851 — 1862.

Sissy, A. M. (2015). The Effects of Revenue Diversification and Cross Border Banking on Risk and
Return (Unpublished Doctoral dissertation, University of Ghana).

Sitorus, V. Y. (2013). Analysis of Factors Influence Non Performing Loan (NPL) at GoPublic Bank at
Indonesia Stock Exchange period 2005 -2011, © 2013 sciencegate.ch,Point Software AG, Zurich.
Sollogoub, D. (2006). The Determinants of Bank Interest Margins and Profitability: Case of Ukraine.
Williamson, O., 1967, The Economics of DefenseContracting: Incentives and Performance, in R.
McKean, ed: Issues in Defense Economics (Columbia University Press, New York).

Williamson, O., 1988, Corporate Finance and Corporate Governance, Journal of Finance, 567 591.
Wong, K. (1997). On the Determinants of Bank Interest Margins Under Credit and Interest Rate Risks.
Journal of Banking and Finance, No. 21, pp. 251-271.

World Bank (2014). Interest Rate Caps around the World, Still Popular, but a Blunt Instrument.Finance
and Markets Global Practice Group

Yao, H., Haris, M., and Tariq, G. (2018). Profitability Determinants of Financial Institutions: Evidence
from Banks in Pakistan. International Journal of Financial Studies, 6(2), 53.

AJHSSR Journal Page |168



