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Abstract

Understanding the factors that influence the performance of commercial banks is critical not only to the management of
these commercial banks but also to other stakeholders and interest groups such as the country’s Central Bank, the government
as a whole, the banker’s association as well as other financial authorities in the country. Studies carried out to evaluate the
determinants of the financial performance of commercial banks have revealed various factors such as the internal bank
specific factors, industry specific factors and external macro-economic factors. It is however important to note that countries
differ in terms of the macro-economic conditions, the financial systems as well as the operating environment of these banks.
This shows that factors that influence performance in one country may not be the same as those in another country. The
general objective of the study was to examine the factors affecting financial performance of commercial banks in Kenya. The
specific objectives of the study were to examine the effect of inflation rate on financial performance of commercial banks in
Kenya; to examine the effect of credit risk on financial performance of commercial banks in Kenya; to determine the effect of
interest rate on financial performance of commercial banks in Kenya and to evaluate the effect of technology on financial
performance of commercial banks in Kenya. To strengthen the conception framework, the study used pure expectation theory,
liquidity preference theory, market power theory, efficiency theory, technology acceptance model, diffusion of innovation
theory and portfolio theory. The target population was 88 and the sample size was 72. Data analysis was performed on a
computer using Statistical Package for Social Science (SPSS Version 23) for Windows. Analysis was done using frequency
counts, percentages, means and standard deviation, regression, correlation and the information generated is presented in form
of graphs, charts and tables. From the study findings established that majority of respondents have a working experience of
between 4-6 years holding bachelor’s degree holding chief finance officer. The study revealed that there is a positive
correlation between the independent variables and the dependent variable. The coefficient of determination was 47.2%. To
establish the relationship between the independent variables and the dependent variable the study conducted Karl Pearson’s
coefficient of correlation (r) was used in trying to show the relationship between the study variables and their findings.
According to the findings, it was clear that there was a positive correlation between inflation rates, credit risk, interest rates
and technology shown by a correlation value of 0.113, 0.367, 0.121 and 0.471 respectively. This indicates that independent
variable and dependent variable move in the same direction, that is, as one increase the other one also increases. From the
finding R? has a value of 0.472 meaning that the 47.2 % of the dependent variable can be explained or attributed to
combination of the four independent factors investigated in this study. A further 52.8 % of financial performance is attributed
to other factors not investigated here. That stability in inflation rates helps in regulating both foreign exchange rates and
interest rates. When the inflation rate is high, borrowers most often default causing loss of revenue to the commercial banks.
That secured loans through collateral are less likely to default as compared to unsecured loans. Thus this helps the commercial
banks to conserve its capital thereby reducing losses. The study recommended that commercial banks continue to use
technology to attract more clients to use same to earn commercial banks revenue; Diversify revenue streams and not just
depends on interest income for commercial banks to remain profitability.
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1. Introduction

An essential role is observed as being played by commercial banks when a country’s resources are allocated. Continuous
channeling of depositor’s finances to the investors is a common occurrence. This can only occur in instances whereby the
commercial banks™ operational cost that are incurred are already covered. Profitability is thus a banking necessity for successful
intermediation to occur (Siddiqui & Shoaib, 2011). Banks do play other roles than intermediation and are thus observed as being
an essential element in economic prosperity of a country. Shareholders are thus the direct beneficiaries of sound and good
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financial performance. Sound financial performance is a catalyst to economic growth and additional investments. In other
instances, banking failures and crisis is a resultant feature of poor banking performance with dire consequences on the growth of
the economy (Makkar & Singh, 2013).

Commercial banking in the US is an industry in transition. Many believe that commercial banks face their greatest challenges
since the Great Depression, including navigating the new regulatory framework imposed by the Dodd-Frank Act and dealing with
the remaining repercussions of the global financial crisis. Some argue that the need for more than $1 trillion of assistance afforded
the industry since the fall of 2008 — via programs such as the Troubled Asset Relief Program (TARP) and Quantitative Easing
(QE1 and QE2) — is symptomatic of an industry that may require further regulatory intervention to avoid a relapse into financial
distress. On the other hand, 7 of the 15 largest commercial banks in the US posted record-setting revenues in 2010, with 3 of these
also earning record profits, leading others to argue that banks are well on their way to recovery and do not require further
regulatory support (orinterference, depending on your point of view).This paper examined how banks are responding to the new
regulatory mandates and the extent to which they have recovered from the events of 2008-2009.

Most studies indicate that commercial banks in Sub-Sahara Africa experience more profitability than the global average
(Flamini, 2009). The adage stating that high risk yields high returns comes into play here due to the fact that investments in the
region are observed to be highly risky ones. Demand of banking services in Sub-Sahara Africa is rather high when compared to
the supply and this may be another reason for the higher profitability margins in the region. High interest rates are charged in this
region and there is less competition due to there being a few numbers of banks when compared to the banking services demanded.
A perfect example is the East African region whereby the lion share of the market is taken by few government owned banks. Both
external (macroeconomic variables) and internal factors (bank specific variables) play an essential role in the financial
performance of commercial banks (Al-Tamimi, 2010). Individual bank characteristics are the internal factors which affect banking
performance. The board and management of the bank are the fundamental players influencing the internal factors. The external
factors affect the overall profitability of the banks and are factors that cannot be controlled internally as they are country wide or
sector wide.

Ownership identity is seen to play an essential and fundamental role in the performance of firms (Ongore, 2011). Ownership
identity is observed as being domestic and foreign. This classification is so because of the nature of ownership identity in Kenya.
Out of 43 commercial banks in Kenya, 13 are foreign owned while 30 are owned domestically as of 2011 (Central Bank of Kenya,
2011). As of 2011, 35% of banking assets in Kenya are foreign held. The Kenyan financial sector is generally dominated by
commercial banks. Failures that may occur in the Kenyan financial sector are seen to have dire repercussions on the wider
economy because of the domineering Kenyan commercial banks. This is so because any bankruptcy in the commercial bank
sector has a ripple effect that could result in economic tribulations, bringing overall financial crisis and general bank runs. There
are some banks in Kenya declaring losses despite the overall good financial performance of banks in Kenya (Oloo, 2011).

They are major economic factors that influence the economic growth in an economy. Corb (2012) argued that interest rate is
economic tool used by central bank of Kenya to control inflation and to boost economic development. It is widely believed that
fluctuations of market interest rates exert significant influence on the performance of commercial banks. Mangeli (2012),
fluctuations of market interest rates spread exert significant influence the performance of commercial banks. Under general
conditions, bank profits increase with rising interest rates under general conditions, bank profits increase with rising interest rates.
He argued that the banking system as a whole is immeasurably helped rather than hindered by an increase in interest rates.

The banking sector in Kenya is governed by various Acts such as The Companies Act, the Banking Act, the Central Bank of
Kenya Act and various other prudential guidelines that have been issued by the Central Bank of Kenya (CBK) over the years. The
banking sector in Kenya was liberalized in 1995 which led to the removal of exchange controls. The CBK is normally responsible
for formulating and implementing the monetary policy adopted by the Kenyan government and ensuring there is liquidity,
solvency and proper functioning of the financial system in the country. The entity also publishes valuable information related to
the banking industry in Kenya and the non-banking financial institutions, as well as information about the interest rates prevalent
in the country and other publications and guidelines.

According to central bank of Kenya the Kenyan Banking Sector continued to register improved performance with the size of
assets standing at KES. 2.3trillion, loans and advances worth KES 1.32 trillion, while the deposit base was KES 1.72 trillion and
profit before tax of KES 80.8 billion as at 30th September 2012. During the same period, the number of bank customer deposit
and loan accounts stood at 15,072,922 and 2,055,574 respectively (Ndome, 2012).

The Kenyan commercial banks have come together under an umbrella body referred to as the Kenya Bankers Association
(KBA), which serves as a lobby body for the members™ interests and addresses issues affecting the registered commercial banks in
the country (CBK, 2013). In Kenya, the performance of commercial banks has been influenced by various factors such as the
prevailing economic conditions and the ownership structure. These determinants have influenced the performance in negative as
well as positive ways depending on the management skills of the executives of the commercial banks (Ongore & Kusa, 2013).
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This study has also been motivated by the bailouts and banking failures in the first world countries and thus the need to
evaluate financial banks performance in the country is made necessary. There is thus a dire need to understand the determinants
and performance of commercial banks in Kenya. Most studies carried out on performances of banks seem to lay emphasis on
sector-specific factors that have an influence on overall performances of the banking sector (Olweny & Sipho, 2011). There is
thus an inherent need to also lay emphasis on macroeconomic variables. This study, in its analysis, has sought to inculcate some
key macro-economic variables like inflation.

2. Research Problem

Understanding the factors that influence the performance of commercial banks is critical not only to the management of these
commercial banks but also to other stakeholders and interest groups such as the country’s Central Bank, the government as a
whole, the banker’s association as well as other financial authorities in the country (Ayele, 2012). Studies carried out to evaluate
the determinants of the financial performance of commercial banks have revealed various factors such as the internal bank specific
factors, industry specific factors and external macro-economic factors (Sufian and Chong, 2008). It is however important to note
that countries differ in terms of the macro-economic conditions, the financial systems as well as the operating environment of
these banks (Ongore and Kusa, 2013). This shows that factors that influence performance in one country may not be the same as
those in another country (Lipunga, 2014).

A search for literature in this area shows that there are various studies that have been carried out both on the international
arena, in the African context as well as locally. Obamuyi (2013) evaluated the determinants of a bank’s profitability in a
developing economy and focused on the banking industry in Nigeria. The study found that bank specific factors such as efficient
management of expenses and increased interest income and macro environment factors such as favorable economic conditions
lead to improved profitability of commercial banks. This study did not evaluate the influence of industry specific factors on the
performance of the commercial banks and this will be a focus of the current study. Lipunga (2014) also carried out a similar study
and focused on the banking industry in Malawi. The results of the study found that the size of the bank, the efficiency of the
bank’s management and the liquidity of the bank influenced its profitability measured by ROA. This study only focused on
internal factors or firm specific factors only and did not consider the influence of external factors such as the GDP or interest rates
as will be used in the current study.

Most studies conducted in relation to bank performance focused on sector specific factors which affected the entire banking
sector performance. For instance, Comparative Studies of Foreign and local banks in Thailand by Chantapong (2009) and the
profitability of European banks: a cross- sectional and dynamic panel analysis by Goddard, 2010). Also, Ongore & Kusa (2013)
studied the effects of various factors in banking sector performance in Kenya. The results of the study showed that board and
management decisions influence the performance of commercial banks in Kenya and also that macro-economic factors have
insignificant influence on their performance. Literature in the mentioned specific studies has not specifically focused on the
identifying the specific factors that influence bank performance in developing countries but the available literature shows
determinants in all economies (Karasulu, 2001). Macro-economic factors that influence the performance of commercial banks
have also not been evaluated in the Kenyan context despite their importance in determining the performance of any industry in the
economy. It is clear therefore that in Kenya, very few studies have been done on the determinants of bank performance using bank
specific factors and the macro-economic factors. This is the gap this study will seek to fill.

3. Objective of the Study

3.1 General Objective

The general objective of the study was to investigate the factors influencing financial performance of commercial banks in
Kenya.

3.2 Specific Objectives

The specific objectives of the study were:
i. To evaluate how inflation rates influence the financial performance of commercial banks in Kenya.
ii. To examine how interest rates influence the financial performance of commercial banks in Kenya.
iii. To establish how credit risk exposure influences the financial performance of commercial banks in Kenya.
iv. To assess how technology influences the financial performance of commercial banks in Kenya.

4. Research Hypotheses

The research was guided by the following research questions:
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i. How does the inflation rate influence the performance of commercial banks in Kenya?

ii. How does the interest rate influence the performance of commercial banks in Kenya?
iii. How does the credit risk exposure influence the performance of commercial banks in Kenya?
iv. How does technology influence the performance of commercial banks in Kenya?

5. Justification of the Study

This research study is significant because it deals with concurrent common factualities that Kenyan banks are facing and will
continue to confront in the future. In the present scenario, asset liability management is important for the banking industry due to
increased importance of managing the asset liability mix. It will help to assess the risks and manage the risks by taking appropriate
actions. So, to understand the asset liability management process and various strategies that are helpful for the banks to manage
the risks, the topic thus gains relevance. It is thus beneficial to develop knowledge regarding the asset liability management
process, functions and its effect in the financial performance of commercial banks. The research study might contribute and form
the basis for further research into the application of innovative asset liability management strategies in liquidity risks by similar
industry players. This can go a long way in coming up with even better and more efficient strategies that are specific to different
bank sizes, markets in which they operate and balancing of the different risk appetites that may be present within the different
banks.

6. Review of Literature

6.1 Theoretical Framework

A theory is a set of statements or principles devised to explain a group of facts or phenomena, especially one that has been
repeatedly tested or is widely accepted and can be used to make predictions about natural phenomena. This section focuses on
four theories: goal setting theory, social rule system theory, agency theory and resource based theory.

6.2 Pure Expectations Theory

According to this theory, a rising term structure of rates means the market is expecting short-term rates to increase. So if the
two-year rate is higher than the one-year rate, rates should rise. If the curve is flat, the market is expecting that short-term rates
will remain low or hold constant in the future. A declining rate-term structure indicates the market believes that rates will continue
to decline. The theory states that, the expected return from holding a long term money or capital market investment until maturity
is equal to the expected return from rolling over a series of short term investment with a total maturity equivalent to that of the
long term investment. This implies that the long term investment yield is the average of the expected short rates. Equally, the
forward rate is the expected future short rate (Kim & Orphanides, 2007).

It is not hard to see that the pure expectations theory is similar to a pure intellectual exercise. It is rare to achieve the perfect
results of this theory where today's predicted rates over different maturities exactly match future realized spot rates. In addition,
although the theory explains the simultaneous movement of rates, and also the relationship between the long and short terms well,
it does not say anything about why the yield curve has an upward slope most of the time, that is, why longer term maturities
command a higher interest rate in comparison to the short term (Cook & Hahn, 2010). Since we noted that all maturities are
equivalent in function, the slope is equally likely to be upwards as downwards (in tune with the boom-bust cycle, and rising and
falling future rate expectations.), but this is not the case. Clearly, investors attach a higher risk to longer maturities due to some
intrinsic factor not explained or predicted by the pure expectations theory.

6.3 Liquidity Preference Theory

This is a variant of the Pure Expectations Theory. It basically adds a premium to the PET-calculated yield for long-term debt
to account for investor preference for short-term bonds over long-term ones. This premium is called the term premium or the
liquidity premium. It acknowledges the risks involved in holding long-term debt, which is more likely to experience catastrophic
events and price uncertainty than is short-term debt. A second premium is also included in LPT, for default risk, which is more
likely when holding a bond for a long period of time, once again due to uncertainty.

6.4 Portfolio Theory

The portfolio theory approach is the most relevant and plays an important role in bank performance studies (Nzongang &
Atemnkeng, 2011). According to the Portfolio balance model of asset diversification, the optimum holding of each asset in a
wealth holder’s portfolio is a function of policy decisions determined by a number of factors such as the vector of rates of return

23 | August, 2018: Vol. 1, Issue 1




INTERNATIONAL JOURNALS OF ACADEMICS & RESEARCH ISSN: 2617-4138 | www.ijarke.com
IJARKE Business & Management Journal

on all assets held in the portfolio, a vector of risks associated with the ownership of each financial assets and the size of the
portfolio. It implies portfolio diversification and the desired portfolio composition of commercial banks are results of decisions
taken by the bank management. Further, the ability to obtain maximum profits depends on the feasible set of assets and liabilities
determined by the management and the unit costs incurred by the bank for producing each component of assets (Nzongang &
Atemnkeng, 2011).

6.5 Market Power Theory

Applied in banking the MP hypothesis posits that the performance of bank is influenced by the market structure of the
industry. There are two distinct approaches within the MP Applied in banking the MP hypothesis posits that the performance of
bank is influenced by the market structure of the industry. There are two distinct approaches within the MP According to the SCP
approach, the level of concentration in the banking market gives rise to potential market power by banks, which may raise their
financial performance. Banks in more concentrated markets are most likely to make “abnormal profits” by their ability to lower
deposits rates and to charge higher loan rates as a results of collusive (explicit or tacit) or monopolistic reasons, than firms
operating in less concentrated markets, irrespective of their efficiency (Tregenna, 2009). Unlike the SCP, the RMP hypothesis
posits that bank financial performance is influenced by market share. It assumes that only large banks with differentiated products
can influence prices and increase profits. They are able to exercise market power and earn non-competitive profits (Tregenna,
2009).

6.6 Efficiency Theory

An alternative hypothesis is the efficiency-structure (ES) hypothesis that emerges from criticism of the SCP hypothesis
(Athanasoglou, Sophocles, & Matthiaos, 2013). The efficiency hypothesis postulates that the relationship between market
structure and performance of any firm is defined by the efficiency of the firm. Firms with superior management or production
technologies have lower costs and therefore higher profits. There are also two distinct approaches within the ES; the X-efficiency
and Scale—efficiency hypothesis (Athanasoglou, Sophocles, & Matthiaos, 2013). According to the X-efficiency approach, more
efficient firms are more profitable because of their lower costs. Such firms tend to gain larger market shares, which may manifest
in higher levels on market concentration, but without any causal relationship from concentration to profitability. (Athanasoglou,
Sophocles, & Matthiaos, 2013). The scale approach emphasizes economies of scale rather than differences in management or
production technology. Larger firms can obtain lower unit cost and higher profits through economies of scale. This enables large
firms to acquire market shares, which may manifest in higher concentration and then profitability (Athanasoglou, Sophocles, &
Matthiaos, 2013).

Fama, (2012) says that an efficient market is one that quickly adjusts to new information. It prevails in markets where prices
“fully reflect” available data. This constitutes the impossibility of attainting extra profits by trading on the basis of knowledge of
information already incorporated. It means that in its strongest form, there should be no cost of information. We know that this in
untrue, and that a whole industry is based on selling information. This is why the need arises to further define efficiency of the
markets. This has taken the form 3 levels of information integration; the weak form of efficiency, the semi-strong form of
efficiency and the strong form of efficiency. In its weakest form, the efficient market hypothesis assumes that all historical share
prices are already incorporated into the pricing of assets. Therefore, no excess profits can be earned by basing investment
strategies on past returns. This implies that technical analysis, which studies formations in past returns, is useless in predicting the
future. Since past performance is already known to the market, the current situation remains unknown. This is where
fundamental analysis gains attention and may be rewarding for those keen investors who do their homework on companies’
financial statements.

6.7 Technology Acceptance Model

It is an information systems theory that models how users come to accept and use a technology. Davis defined this as the
degree to which a person believes that using a particular system would be free from effort (Davis 1989). Based on the theory of
reasoned Action, Davis (1986) developed the Technology Acceptance Model which deals more specifically with the prediction of
the acceptability of an information system. The purpose of this model is to predict the acceptability of a tool and to identify the
modifications which must be brought to the system in order to make it acceptable to users. This model suggests that the
acceptability of an information system is determined by two main factors: perceived usefulness and perceived ease of use.

As demonstrated in the theory of reasoned Action, the Technology Acceptance Model postulates that the use of an
information system is determined by the behavioral intention, but on the other hand, that the behavioral intention is determined by
the person’s attitude towards the use of the system and also by his perception of its utility. According to Davis, the attitude of an
individual is not the only factor that determines his use of a system, but is also based on the impact which it may have on his
performance. Therefore, even if an employee does not welcome an information system, the probability that he will use it is high if
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he perceives that the system will improve his performance at work. Besides, the Technology Acceptance Model hypothesizes a
direct link between perceived usefulness and perceived ease of use. With two systems offering the same features, a user will find
more useful the one that he finds easier to use (Dillon & Morris, 2011).

According to Bertrand & Bouchard, (2008), the acceptance and rejection of technology can be predicted by using the
Technology Acceptance Model (TAM), which demonstrates the relationship connecting belief, attitude and action purpose. The
model was adopted from the Theory of Reasoned Action (TRA) which was developed by Ajzen and Fishbein (1980) to explain
virtually any human behavior, but it is very general. There are several models existing that have been used to investigate adoption
of technology. Several studies focusing on adoption of mobile services have their roots in Technology Acceptance Model (TAM)
originally proposed by Davies in 1986. The model is originally designed to predict user‘s acceptance of Information Technology
and usage in an organizational context. TAM focuses on the attitude explanations of intention to use a specific technology or
service; it has become a widely applied model for user acceptance and usage. There are a number of meta-analyses on the TAM
that have demonstrated that it is a valid, robust and powerful model for predicting user acceptance (Bertrand & Bouchard, 2008).

6.8 Diffusion of Innovation Theory

It’s a theory that seeks to explain how, why and at what rate new ideas and technology spread through culture. Rodgers (2003),
argues that diffusion is the process by which an innovation is communicated through certain channels over time among the
participants in a social system. This theory is related to the study as it presents the process of newness and implementation of
innovation. Deposit mobilization is a new model of approaching savers through marketing and financial inclusion and come up
with new techniques which were not used by traditional banking. It is perceived and communicated through channels and the
social system facilitates its adoption.

6.9 Conceptual Framework

Mugenda and Mugenda, (2009) defines conceptual framework as a concise description of phenomenon under study
accompanied by a graphical or visual depiction of the major variables of the study. According to (Young, 2009), conceptual
framework is a diagrammatical representation that shows the relationship between dependent variable and independent variables.
A conceptual framework shows the relationship between independent and dependent variable. In this study, the dependent
variable is financial performance while the independent variables are inflation rate, interest rate, credit risk exposure and
technology as shown in figure. 1

Inflation rates
¢ Increases Costs
e CBK regulations.
e Interest Adjustment

A 4

Credit Risk
e Collateral
¢ Risk policies Financial
e Risk attitude performance
e ROA
e R.O.E

v

\ 4

Interest Rates
Increases Default
CBK regulations
Risk transfer

A\ 4
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o Efficiency
e Growth
e Service proximity

Y

Independent Variables Dependent Variables
Figure 1 Conceptual Framework
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6.10 Discussion of Variables

6.10.1 Inflation Rate

Another macroeconomic factor that has been connected to performance of commercial banks is the inflation rate. It is thus the
reason why researchers have endeavored to establish this relationship. There is a general concurrence that high interest rates on
loans are a resultant feature of high inflation rates. This thus leads to a situation whereby commercial banks generate higher
incomes. Whether inflation is unanticipated or anticipated is directly correlated to the general effects of inflation on banking
performance (Swarnapali, 2014). A positive result in terms of financial performance of commercial banks is achieved in instances
whereby inflation rates increases are generally anticipated and mitigating action is taken through adjusting interest rates
accordingly.A situation whereby local borrowers are having cash flow difficulties resulting in losses for the issuing commercial
banks from the termination of bank loan agreements in a pre-mature fashion occurs when an increase in the inflation rate is not
anticipated. The banks™ operating costs may rise faster than revenues because of wasting too much time in interest rate adjustment
due to fluctuations or changes in the inflation rate. Difficulties in negotiation of loans and planning may arise from variable and
high inflation (Siddiqui & Shoaib, 2011).

6.10.2 Credit Risk

Credit risk is generally related to a dip in profitability of banks according to most current theories on the bank exposure.
Return on equity and Return on assets is negatively associated to credit risk. The loans provision to loans-loss ratio is the general
definition of credit risk. Reducing the credit exposure can thus lead to improvement in banks performance. Credit risk can be thus
attained through adopting current/emergent strategies to forecast future risk levels, monitoring of credit risk policies and a general
improvement in screening (Podder, 2012). Specific standards are set by regulatory bodies and central banks of most countries in
order to safeguard the economy and enhance good performance of banking institutions. Adjustments to provisions held for loan
losses set at the end of each period to a pre-determined level is carried out by most banking institutions as provided by the
provisions. A pre-determinant of bank performance dependant on philosophy of management, risk attitude as well as other
management decisions is credit risk.

Changes to Kenyans banking law has seen laws being passed that force commercial lending rates at 400 basis points above the
central banks benchmark rate will drive high risk borrowers into informal financial services. One thing that has been a
consequence is that banks now have to thoroughly assess the risk profile of the borrowers and it is only those borrowers who fit
within that risk profile that are able to access credit. The others seek credit from the informal sector. The introduction of credit
rating bureau listing in Kenya has to some percentage reduced the credit risk and hence acting as a plus to commercial banks. Any
individual listed in the CRB cannot borrow from any bank until he clears the outstanding amount and be unlisted. This has to
some percentage reduced the credit exposure of the commercial banks hence leading to profitability. The guarantee system
employed by most commercial banks ensures that once a client borrows some loan, the client needs to be guaranteed. In the event
of default the commercial banks pursue the guarantors who guaranteed the loan. This form of risk transfer has in a way reduced
exposure of commercial banks to default since whoever guarantees ensures he guarantees a person who will be able to pay up the
loan.

6.10.3 Interest Rates

According to Aleem (2002), interest rate is the price borrowers pay for the use of money borrowed from the financial
institution. The amount of interest a creditor receives is a percentage of the amount of money he lent and in the same way the
amount of interest that a borrower pays is a percentage of the total amount he borrowed (James, 2013). Anyone can make loan to
someone and receive interest or any institution like bank can accept the deposits and pay a certain amount of interest. But
typically, it’s the job of banks to provide loans and accept deposits (James, 2013). An increase in performance of commercial
banks should be a resultant feature of an increase in interest rates. This is so because its eventuality is an increase in the spread
between the interest rates for borrowing and the interest rates for saving. On evaluation of this relationship, it was deduced that it
is particularly apparent for smaller banks in America (Poddar & Gadhawe, 2013). It was deduced that when interest rates are
lowered in recession times, there is a slow in the growth rates of bank loans coupled with increased loan losses with an increasing
level of non-performing loans. It is thus clear that when market rates are on a decrease, smaller commercial banks tend to
experience difficulties in maintaining their financial performance. A clear positive correlation between financial performance of
commercial banks and interest rates is deduced by more studies on evaluation (Poddar & Gadhawe, 2013).

Commercial banks and their clientele are affected by interest rates in two main ways. Customers are unable to service their
loans when interest rates rise thus resulting in losses to the commercial banks. This is so because if the interest rates continue
rising and customers are still unable to service their existing loans, the commercial banks will be forced to write off the debts
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eventually. Since the bank is eventually not able to recover the interests and principle amounts loaned, the profitability of the
commercial banks will be severely negatively affected (Pooja & Singh, 2015). Very little profits are seen to be contributed to the
bank kitty in instances whereby interest rates are too low. The amounts earned will thus be negligible. An inherent need to ensure
a balance in the interest rate levels thus becomes a necessity so that commercial banks can make financial gains (Lipunga, 2016).

Customers on the other hand avoid the consumption of bank loans when the interest rates are too high since they can ether not
afford to take up loans or the interest rates are too high that they just prefer to seek other cheaper alternatives such as micro
finance institutions and other cheaper lending institutions. This affects negatively the ability of the commercial banks to earn
interest from their customer deposits since they cannot loan them out to borrowers. This therefore leads to poor performance of
the commercial bank as well as its profitability. It is important to note that this is the case that happened when the financial crisis
of 2008 occurred. Macit, (2011) analyzed the bank specific and macro-economic determinants of the profitability of commercial
banks and found that interest rates are a major determinant.

Central Bank plays an important role in the economy but the major task of it is to regulate interest rate which affects financial
systems. For example it can be completed by regulating interbank loan rate. Interest for commercial banks is influenced by
interbank interest rate and this is how commercial banks earn their profit (CBK, 2013). When there is an increase in interest rate
businesses pay more hence banks profitability increase.

6.10.4 Technology

Technology is simply gathering, storing, manipulating and transferring information. It is the automation of process, controls,
and information production using computers, telecommunication, software and ancillary equipment such as Automated Teller
Machines and debit cards. It is a term that generally covers the use of electronic technology for the information needs of a
business at all levels (Laudon and Laudon 2011). In the era where most commercial banks are going paperless and customers
wanting to access and make transactions on their accounts in real time, technology has come in handy. In an ever changing global
economy, Johnson & schools (2003) notes that organizations must find ways for operating by developing new competences as the
old advantage and competence gained is quickly eroded.

Technology has been a boon to many industries especially the banking industry. With the help of technology banks are able to
reach out to more customers and provide better services to them as much as them functioning in an organized and secure manner.
Commercial bank customers have ATMS; cash deposit machines, online banking and mobile banking which are all fruits of
technological advances which have made banking experience much easier. Emerging technologies have changed the banking
industry from paper and branch based banks to digitized and networked banking services. Use of technology in commercial banks
has reduced transaction costs leading to the growth in financial performance of commercial banks. It has also led to service
proximity which has reduced overhead costs converting into better financial performance of commercial banks. Technology has
led to service affordability which has translated to efficiency for both the customers and commercial banks.

6.10.5 Financial Performance

Performance Measures are quantitative or qualitative ways to characterize and define performance. They provide a tool for
organizations to manage progress towards achieving predetermined goals, defining key indicators of organizational performance
and Customer satisfaction. Performance Measurement is the process of assessing the progress made (actual) towards achieving the
predetermined performance goals (baseline). Guest et al (2003) defined performance as outcomes, end results and achievements
(negative or positive) arising out of organizational activities. They argued that it is essential to measure strategic practices in terms
of outcomes. These outcomes vary along a continuum of categories such as: financial measures (ROA, ROI, Turnover, PBT);
measures of output of goods and services such as number of units produced, number of clients attended to, number of errors in the
process, customer satisfaction indexes or; measures of employee satisfaction such as time an employee puts into work - lateness,
absence of an employee (Locke & Latham, 2010: Guest et al, 2013).

Guest et al (2013) advocated for the adoption of a stakeholders perspective which would ensure that all stakeholders are taken
into account when defining outcomes. The need to adopt a stakeholders approach meant that multiple measures of performance
outcome would be a better approach in managing stakeholders’ expectations. This point of view was anchored on the popularity of
the ‘balanced scorecard’ concept by Kaplan & Norton (2012), whose intention was to ensure that all the interests of the various
stakeholders were taken into account. According to Kaplan & Norton (2012), consideration to traditional financial measures alone
is inadequate; attention should also be given to people, processes and customers. This is because key performance indicators (KPI)
for firms are different across firms, they depend on the type of firm, and they could also be qualitative and/or quantitative.

ROE is a financial ratio that refers to how much profit a company earned compared to the total amount of shareholder equity
invested or found on the balance sheet. ROE is what the shareholders look in return for their investment. A business that has a
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high return on equity is more likely to be one that is capable of generating cash internally. Thus, the higher the ROE the better the
company is in terms of profit generation. It is further explained by Khrawish (2011) that ROE is the ratio of Net Income after
Taxes divided by Total Equity Capital. It represents the rate of return earned on the funds invested in the bank by its stockholders.
ROE reflects how effectively a bank management is using sharcholders ‘funds. Thus, it can be deduced from the above statement
that the better the ROE the more effective the management in utilizing the shareholders capital.

ROA is also another major ratio that indicates the profitability of a bank. It is a ratio of Income to its total asset (Khrawish,
2011). It measures the ability of the bank management to generate income by utilizing company assets at their disposal. In other
words, it shows how efficiently the resources of the company are used to generate the income. It further indicates the efficiency of
the management of a company in generating net income from all the resources of the institution (Khrawish, 2011). Wen (2010),
state that a higher ROA shows that the company is more efficient in using its resources.

Financial performance of commercial banks between 2005 and 2013 largely remained mixed. While ROA has remained
generally flat, the return on equity ROE has consistently increased from 22.86% in 2004 to a maximum of 30.89% during the
period under investigation (CBK, 2011). This study will seek to test whether higher level of deposits held by a bank translates into
better financial performance as measured by variables such as Return on Assets (ROA), Return on equity (ROE).

6.11 Empirical Literature Review

Several studies, such as Elyor (2014) and Uzhegova, 2014, have used CAMEL to examine factors affecting bank profitability
with success. CAMEL stands for Capital adequacy, Asset quality, Management efficiency, Earnings performance and Liquidity.
The system was developed by the US Federal Deposit Insurance Corporation (FDIC) for “early identification of problems in
banks “ operations” (Uzhegova, 2014). Though some alternative bank performance evaluation models have been proposed, the
CAMEL framework is the most widely used model and it is recommended by Basel Committee on Bank Supervision and IMF
(Baral, 2014).

Capital adequacy refers to the sufficiency of the amount of equity to absorb any shocks that the bank may experience
(Kosmidou, 2014). The capital structure of banks is highly regulated. This is because capital plays a crucial role in reducing the
number of bank failures and losses to depositors when a bank fails as highly leveraged firms are likely to take excessive risk in
order to maximize shareholder value at the expense of finance providers (Kamau, 2015). Although there is general agreement that
statutory capital requirements are necessary to reduce moral hazard, the debate is on how much capital is enough. Regulators
would like to have higher minimum requirements to reduce cases of bank failures, whilst bankers in contrast argue that it is
expensive and difficult to obtain additional equity and higher requirements restrict their competitiveness (Koch, 1995). Beckmann
(2007) argue that high capital leads to low profits since banks with a high capital ratio are risk-averse, they ignore potential [risky]
investment opportunities and, as a result, investors demand a lower return on their capital in exchange for lower risk.

However Gavila et al., (2016) argues that, although capital is expensive in terms of expected return, highly capitalized banks
face lower cost of bankruptcy, lower need for external funding especially in emerging economies where external borrowing is
difficult. Thus well capitalized banks should be profitable than lowly capitalized banks. 14 Heffernan & Fu (2010) looked at how
well different types of Chinese banks had performed between 1999 and 2006, and tested for the factors influencing performance.
It also evaluates four measures of performance to identify which one, if any, was superior. The independent variables included the
standard financial ratios, those which reflected more recent reforms and macroeconomic variables. The results suggested that
Economic Value Added (EVA) and the Net Interest Margin (NIM) did better than the more conventional measures of profitability,
namely Return On Average Equity (ROAE) and Return On Average Assets (ROAA). Some macroeconomic variables and
financial ratios were significant with the expected signs. Though the type of bank was influential, bank size was not. Neither the
percentage of foreign ownership nor bank listings had a discernible effect.

Olweny & Shipho, (2011) studied the effects of banking sectorial factors on the profitability of commercial banks in Kenya.
The first objective of this study was to determine and evaluate the effects of bank-specific factors; Capital adequacy, Asset
quality, liquidity, operational cost efficiency and income diversification on the profitability of commercial banks in Kenya. The
second objective was to determine and evaluate the effects of market structure factors; foreign ownership and market
concentration, on the profitability of commercial banks in Kenya. This study adopted an explanatory approach by using panel data
research design to fulfill the above objectives. Annual financial statements of 38 Kenyan commercial banks from 2002 to 2008
were obtained from the CBK and Banking Survey 2009. The data was analyzed using multiple linear regressions method. The
analysis showed that all the bank specific factors had a statistically significant impact on profitability, while none of the market
factors had a significant impact.

6.12 Critique of Existing Literature
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There are two broad approaches used to measure bank performance, the accounting approach, which makes use of financial
ratios and econometric techniques. Traditionally accounting methods primarily based on the use of financial ratios have been
employed for assessing bank performance (Ncube, 2009). However, the limitations of this method coupled with advances in
management sciences have led to the development of alternate methods such as non-parametric DEA and parametric Stochastic
Frontier Approach (hereafter, SFA) (Berger & Humphrey, 2014).

Berger and Humphrey (2014) assert that the whole idea of measuring bank performance is to separate banks that are
performing well from those which are doing poorly. They further indicated that, “evaluating the performance of financial
institution can inform government policy by assessing the effects of deregulation, mergers and market structure on efficiency”.
Bank regulators screen banks by evaluating banks’ liquidity, solvency and overall performance to enable them to intervene when
there is need and to gauge the potential for problems (Casu, Molyneux, & Giradone, 2013). On a micro-level, bank performance
measurement can also help improve managerial performance by identifying best and worst practices associated with high and low
measured efficiency.

7. Research Methodology

7.1 Research Design

Survey research design and observation method was used for the study. A survey is an attempt to gather data from members of
a population in order to determine the current status of that population with respect to one or more variables (Bryman & Bell,
2015). This design allowed the researcher to use descriptive research. This design is chosen because it is easier to collect data
from a sample rather than from every member of the population. This enables the research to save on time and cost. The design is
appropriate because it employed questionnaires to gather information about the subjects’ feelings, opinions, and perceptions
Cooper & Schinder, (2013) about the factors influencing financial performance of commercial banks in Kenya.

7.2 Target Population

A population is the total collection of elements about which we wish to make some inference (Kothari & Gang, 2014). The
target population of the study is the banking sector employees in Mombasa region. There are 44 commercial banks in Kenya
(CBK, 2016). The study targets 88 employees of commercial banks in Kenya in the top management. The study targets chief
finance officers and the chief operations officers.

Table 1 Target Population

Respondents/ Management Level Target
Chief Finance Officer 44
Chief Operations Officer 44
TOTAL 88

7.3 Sample size and sampling procedure

A sample is a group in a research study on which information is gathered (Frankel 2000). The whole idea of sampling is that
by selecting some of the elements in a population we may draw conclusions about the entire population (Cooper & Schinder,
2013). The researcher used probability sampling with stratified random sampling as a method. Bryman and Bell, (2015) states that
stratified random sampling is a method that involves dividing population into homogeneous subgroups and then taking a simple
random sample in each subgroup. According to Kothari and Gang, (2014), the objective was to divide population into non-
overlapping groups and then do a simple random sample in each stratum. The researcher will stratify all components in order to
have better representation. The key informants from all the represented divisions was purposively sampled in the study due to
their status and positions held, as they were in a better position to provide information needed for the study.

Stratified random sampling technique was used in selecting respondents. A simple random sampling was used in which every
member within each group was randomly selected so that every member of the group has an equal chance of being included in the
sample. Sample size determination is the act of choosing the number of observations or replicates to include in a statistical sample.
The sample size is an important feature of any empirical study in which the goal is to make inferences about a population from
a sample (Bryman and Bell, 2015).The total sample size for this study was obtained using the formulae developed by Cooper and
Schinder, (2013) together with Kothari and Gang, (2014).

The sample size was 72.

29 | August, 2018: Vol. 1, Issue 1




INTERNATIONAL JOURNALS OF ACADEMICS & RESEARCH ISSN: 2617-4138 | www.ijarke.com
IJARKE Business & Management Journal

n=N/1+N(a)?
Where:
n = the sample size,
N = the sample frame (population)
a = the margin of error (0.05%).
n =88 /1+88(0.05)* = 72

Table 2 Sample Size

Management Level Target Population Sample Size
Chief Finance Officer 44 36
Chief Operations Officer 44 36
TOTAL 88 72

7.4 Data collection instruments

The main tool for data collection in this study is a questionnaire method because it is easy to administer and will not require a
trained researcher to distribute and collect the questionnaire. It also eliminated interaction between the researcher and respondents
and therefore reduces bias. It was also useful as the question was straightforward and well understood without verbal explanation.
However, there are disadvantages in using this method because the researcher might not probe further questions to get further
information and might not control respondents that fill the questionnaire and response rates (Kothari, 2003).

Data pertaining to factors influencing financial performance of commercial banks will be gathered using questionnaires, which
will be developed by the researcher and administered in the Banks. The researcher will also use interview tool to obtain detailed
information from the selected top managers. Interview method will also be used for the respondents who were unable to read and
fill the questionnaires.

7.5 Data Collection Procedure

The researcher first sought permission to carry out the study from the relevant authorities of both the local administration and
the environs where the study was based. The researcher made initial visits to the institutions and the areas to establish rapport and
make necessary appointments for data collection process. The researcher also involved a research assistant to help both in
administration of instruments and also to avoid biasness. During the actual data collection process, the questionnaires was
administered by the researcher to the respondents to complete and return them for analysis.

7.6 Data Analysis Techniques

Kothari and Gang, (2014) argue that data collected has to be processed, analyzed and presented in accordance with the outlines
laid down for the purpose at the time of developing the research plan. Data analysis involves the transformation of data into
meaningful information for decision making. It will involve editing, error correction, rectification of omission and finally putting
together or consolidating information gathered. The collected data will be analyzed quantitatively and qualitatively. Descriptive
and inferential statistics will be done using SPSS version 22 and specifically multiple regression model will be applied. Set of data
will be described using percentage, mean standard deviation and coefficient of variation and presented using tables, charts and
graphs. Fraenkel and Wallen, (2014) argue that regression is the working out of a statistical relationship between one or more
variables. The researcher will use a multiple regression analysis to show the influence of the independent variables on the
dependent variables.

The multiple regression equation is as follows;
Y=o+ BXq + BoXo + BaXs+ BaXy t &
Where,

Y = Represents the dependent variable, Financial Performance
0. = Constant

B1, B2, B3 & P4 = Partial regression coefficient

X; = Inflation Rate

X, = Credit Risk

Xj = Interest Rate

X4 = Technology

€ = error term or stochastic term.
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8. Research findings and Data analysis

8.1 Inflation

The first objective of the study was to establish the effects of inflation rate on financial performance of commercial banks in
Kenya. Respondents were required to respond to set questions related to inflation rate and give their opinions. The statement that
interest rates adjustments in Kenya negatively impacts inflation rates had a mean score of 3.63 and a standard deviation of 1.372.
The statement that stability of inflation rates plays a role in the profits we make had a mean score of 3.35 and a standard deviation
of 1.867. The statement that there is a negative relationship between inflation rate and bank financial performance had a mean
score of 3.44 and a standard deviation of 1.539. The statement that depreciation and appreciation of the Kenyan currency is the
key determinant of our profitability had a mean score of 4.38 and a standard deviation of 0.932. This statement is in agreement
with Meggie & Gichinga, (2016) that commercial banks profitability is affected either way by depreciation and or appreciation of
the Kenyan currency.

Table 3 Inflation Rate Descriptive Statistics

Std.
Opinion Statements N Mean Deviation
Interest rates adjustments in Kenya negatively impacts inflation rates. 52 3.63 1.372
Stability of inflation rates plays a role in the profits we make 52 3.35 1.867
_ There is a negative relationship between inflation rate and bank 52 3.44 1539
financial performance
Depreciation and appreciation of the Kenyan currencies is a key 52 438 932

determinant of our profitability
Valid N (listwise) 52

8.2 Credit Risk

The second objective of the study was to establish the effects of credit risk on financial performance of commercial banks in
Kenya. Respondents were required to respond to set questions related to credit risk and give their opinions. The statement that the
level of credit risk by the bank will affect its profitability had a mean score of 3.73 and a standard deviation of 1.634. The
statement that high collateral reduces credit risk exposure of commercial banks had a mean score of 4.37 and a standard deviation
of 1.284. This statement is in agreement with Murerwa, (2015) that secured loans are more likely to repaid and or recovered as
opposed to unsecured loans and therefore colateral is an important component of guaranting commercial banks that incase of
defaulting then the secured asset is sold and outstanding loan repaid in full. The statement that the high level of loan defaulters
affects profitability had a mean score of 1.435 and the statement that risk attitudes of various customers determine their ability to
repay their loans had a mean score of 3.58 and a standard deviation of 1.446.

Table 4 Credit Risk Descriptive Statistics

Std.

Opinion Statements N Mean Deviation

The level of credit risk by the bank will affect its profitability. 52 3.73 1.634

High collateral reduces credit risk exposure of commercial banks. 52 4.37 1.284

The high level of loan defaulters affects profitability. 52 3.69 1.435
_ Risk attitudes of various customers determine their ability to repay 52 358 1.446

their loans.
Valid N (listwise) 52

8.3 Interest Rate

The third objective of the study was to establish the effects of interest rate on financial performance of commercial banks in
Kenya. Respondents were required to respond to set questions related to interest rate and give their opinions. The statement that
high interest rates limits people to borrow thus affecting profitability had a mean score of 3.69 and a standard deviation of 1.566.
The statement that interest rate charged to customers are a source of revenue to banks had a mean score of 4.08 and a standard
deviation of 0.737. This statement is in agreement with Meggie & Gichinga, (2016) that interest rates charged by commercial
banks on loans advanced to customers is the main source of income to commercial banks in Kenya. The statement that absence of
interest regimes affects profitability had a mean score of 3.25 and a standard deviation of 1.480. The statement that high interest
rates affects loan repayment by customers had a mean score of 3.33 and a standard deviation of 1.248. This results are consistent
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with the study of Kosmidou, (2014) that borrower are unable to repay loans borrowed when there is bad economic conditions
prevailing in the country. This leads to defaulting on loans thus affecting commercial banks negatively.

Table 5 Interest Rate Descriptive Statistics

Std.
Opinion Statements N Mean Deviation
High interest rates limits people to borrow thus affecting profitability 52 3.69 1.566
bankInterest rate charged to customers are a source of revenue to the 52 408 737
Absence of interest regimes affects profitability 52 3.25 1.480
High interest rates affects Loan repayment by customers. 52 3.33 1.248
Valid N (listwise) 52

8.4 Technology

The fourth objective of the study was to establish the effects of technology on financial performance of commercial banks in
Kenya. Respondents were required to respond to set questions related to technology and give their opinions. The statement that
growth of mobile money loans and mobile banks has directly affected our profits had a mean score of 3.88 and a standard
deviation of 1.409. The statement that growth of technology has reduced transaction costs of commercial banks had a mean score
of 4.13 and a standard deviation of 0.841. The statement that use of technology has provided service proximity to customers of
commercial banks had a mean score of 4.38 and a standard deviation of 1.286. The statement that technology has led to efficiency
in transaction had a mean score of 3.44 and a standard deviation of 1.514.

Table 6 Technology Descriptive Statistics

Std.
Opinion Statement N Mean Deviation
Groyvth of mobile money loans and mobile banks has directly affected 59 3.88 1.409
our profits
bankSrOWth of technology has reduced transaction costs of commercial 52 413 841
Use _of technology has provided service proximity to customers of 52 438 1,986
commercial banks.
Technology has led to efficiency in transaction. 52 3.44 1.514

Valid N (listwise) 52

8.5 Financial Performance

The statement that competition affects my bank’s profitability had a mean score of 3.85 and a standard deviation of 1.830.
The statement that concentration of banking industry in Kenya affects profitability had a mean score of 4.29 and a standard
deviation of 0.957. The statement that innovations in product contents is a key driver of profitability in the industry had a mean
score of 3.67 and a standard deviation of 1.543. The statement that increase in interest rates affects profitability in banks had a
mean score of 3.71 and a standard deviation of 1.405. The statement that bank ownership, whether local or foreign has a role to
play on profitability had a mean score of 3.60 and a standard deviation of 0.693. The statement that the credit risk exposure of
commercial banks determines its financial performance had a mean score of 4.02 and a standard deviation of 1.379. The statement
that fluctuations in inflation rates affects performance of commercial banks had a mean score of 3.73 and a standard deviation of
0.448.

Table 7 Financial Performance Descriptive Statistics

Std.

Opinion Statement N Mean Deviation
Competition affects my bank Profitability 52 3.85 1.830
Concentration of banking industry in Kenya affects profitability 52 4.29 .957
Innovations in product contents is a key driver of profitability in the industry 52 3.67 1.543
Increase in interest rates affects profitability in banks 52 3.71 1.405
Bank ownership, whether local or foreign has a role to play on profitability 52 3.60 .693
The credit risk exposure of commercial banks determines its financial 52 402 1379
performance.
Fluctuations in inflation rates affect performance of commercial banks. 52 3.73 448
Valid N (listwise) 52
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8.6 Correlation Analysis

To establish the relationship between the independent variables and the dependent variable the study conducted correlation
analysis which involved coefficient of correlation and coefficient of determination.

8.6.1 Coefficient of Correlation

Pearson Bivariate correlation coefficient was used to compute the correlation between the dependent variable (Financial
Performance) and the independent variables (Inflation rate, Credit risk, Interest rate and Technology). According to Sekaran,
(2015), this relationship is assumed to be linear and the correlation coefficient ranges from -1.0 (perfect negative correlation) to
+1.0 (perfect positive relationship). The correlation coefficient was calculated to determine the strength of the relationship
between dependent and independent variables (Kothari and Gang, 2014).

In trying to show the relationship between the study variables and their findings, the study used the Karl Pearson’s coefficient
of correlation (r). This is as shown in Table 8 below. According to the findings, it was clear that there was a positive correlation
between the independent variables, inflation rate, credit risk, interest rate and technology the dependent variable financial
performance. The analysis indicates the coefficient of correlation, r equal to 0.635, 0.382, 0.352 and 0.667 for inflation rate, credit
risk, interest rates and technology respectively. This indicates positive relationship between the independent variable namely
inflation rate, credit risk, interest rates and technology and the dependent variable financial performance.

Table 8 Pearson Correlation Results

Financial Inflation Credit Interest
Performance Rate Risk Rate Technology
Financial 1
Performance
52
Inflation Rate 635" 1
.000
52 52
Credit Risk 382" 3777 1
.005 .005
52 52 52
Interest Rate 352" 592" 3797 1
011 .000 .005
52 52 52 52
Technology 667" 910™ 348" 453" 1
.000 .000 .001 .001
52 52 52 52 52

**_ Correlation is significant at the 0.01 level (2-tailed).
*, Correlation is significant at the 0.05 level (2-tailed).

8.6.2 Coefficient of Determination (R?)

To assess the research model, a confirmatory factors analysis was conducted. The four factors were then subjected to linear
regression analysis in order to measure the success of the model and predict causal relationship between independent variables
(inflation rate, credit risk, interest rates and technology), and the dependent variable (Financial Performance).

Table 9 Coefficient of Determination (R%) Model Summary
Model R R Square Adjusted R Square Std. Error of the Estimate
1 .687¢ AT72 427 3.08963
a. Predictors: (Constant), Technology, Credit Risk, Interest Rate, Inflation Rate

The model explains 47.2% of the variance (Adjusted R Square = 0.427) on financial performance. Clearly, there are factors
other than the four proposed in this model which can be used to predict sustainable performance. However, this is still a good
model as Cooper and Schinder, (2013) pointed out that as much as lower value R square 0.10-0.20 is acceptable in social science
research. This means that 47.2% of the relationship is explained by the identified four factors namely inflation rate, credit risk,
interest rate and technology. The rest 52.8% is explained by other factors in the financial performance not studied in this research.
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In summary the four factors studied namely inflation rate, credit risk, interest rate and technology, or determines 47.2% of the
relationship while the rest 52.8% is explained or determined by other factors.

8.7 Regression Analysis

8.7.1 Analysis of Variance (ANOVA)

The study used ANOVA to establish the significance of the regression model. In testing the significance level, the statistical
significance was considered significant if the p-value was less or equal to 0.05. The significance of the regression model is as per
Table 10 below with P-value of 0.00 which is less than 0.05. This indicates that the regression model is statistically significant in
predicting factors of sustainable performance. Basing the confidence level at 95% the analysis indicates high reliability of the results
obtained. The overall Anova results indicates that the model was significant at F = 10.513, p = 0.000.

Table 10 ANOVA Results

Model Sum of Squares df Mean Square F Sig.
1 Regression 401.404 4 100.351 10.513 .000°
Residual 448.654 47 9.546
Total 850.058 51

a. Dependent Variable: Financial Performance
b. Predictors: (Constant), Technology, Credit Risk, Interest Rate, Inflation Rate

4.6.2 Multiple Regression

The researcher conducted a multiple regression analysis as shown in Table 11 so as to determine the relationship between
sustainable performance and the four variables investigated in this study.

Table 11 Multiple Regression Coefficients

Standardized
Unstandardized Coefficients Coefficients

Model B Std. Error Beta t Sig.
1 (Constant) 12.501 4.537 2.756 .005
Inflation Rate 113 .289 114 3.389 .000
Credit Risk .367 .262 165 2.404 .001
Interest Rate 121 .320 .009 2.065 .004
Technology 471 245 510 4.923 .001

a. Dependent Variable: Financial Performance
The regression equation was:
Y =12.501 +0.113X; + 0.367X; + 0.121 X35+ 0.471X,
Where;

Y = the dependent variable (Financial Performance)
X; = Inflation Rate

X, = Credit Risk

X3 = Interest Rate

X,= Technology

The regression equation above has established that taking all factors into account (Financial performance as a result of
inflation rate, credit risk, interest rate and technology) constant at zero logistics service delivery will be 12.501. The findings
presented also shows that taking all other independent variables at zero, a unit increase in inflation rate will lead to a 0.113
increase in the scores of financial performance; a unit increase in credit risk will lead to a 0.367 increase in financial performance;
a unit increase in interest rate will lead to a 0.121 increase in the scores of financial performance; a unit increase in technology
will lead to a 0.471 increase in the score of financial performance. This therefore implies that all the four variables have a positive
relationship with technology contributing most to the dependent variable. From the table we can see that the predictor variables of
inflation rate, credit risk, interest rates and technology got variable coefficients statistically significant since their p-values are less
than the common alpha level of 0.05.
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9. Summary of Findings

The objective of this study was to examine the factors affecting financial performance of commercial banks in Kenya. The
study was conducted on the 52 employees out of 72 employees that constituted the sample size. To collect data the researcher used
a structured questionnaire that was personally administered to the respondents. The questionnaire constituted 20 items. The
respondents were the employees of commercial banks in Kenya. In this study, data was analyzed using frequencies, mean scores,
standard deviations, percentage, Correlation and Regression analysis. From the study findings established that majority of
respondents have a working experience of between 4-6 years holding bachelor’s degree holding chief finance officer. The study
revealed that there is a positive correlation between the independent variables and the dependent variable. The coefficient of
determination was 47.2%.

To establish the relationship between the independent variables and the dependent variable the study conducted Karl Pearson’s
coefficient of correlation (r) was used in trying to show the relationship between the study variables and their findings. According
to the findings, it was clear that there was a positive correlation between inflation rates, credit risk, interest rates and technology
shown by a correlation value of 0.113, 0.367, 0.121 and 0.471 respectively. This indicates that independent variable and
dependent variable move in the same direction, that is, as one increase the other one also increases. From the finding R? has a
value of 0.472 meaning that the 47.2 % of the dependent variable can be explained or attributed to combination of the four
independent factors investigated in this study. A further 52.8 % of financial performance is attributed to other factors not
investigated here.

9.1 Inflation Rate

The study results revealed that interest rates adjustments in Kenya negatively impacts inflation rate. That stability in inflation
rates helps in regulating both foreign exchange rates and interest rates. When the inflation rate is high, borrowers most often
default causing loss of revenue to the commercial banks. When inflation is rising, consumer purchasing power is greatly reduced
because many people are not able to borrow and invest and eventually repay loans.

9.2 Credit Risk

The study results revealed that credit risk exposure affects banks profitability. That secured loans through collateral are less
likely to default as compared to unsecured loans. Thus this helps the commercial banks to conserve its capital thereby reducing
losses. The study further revealed that risks attitudes by various customers determine their abilities to repay loans and this affects
loans uptake.

9.3 Interest Rate

The study results revealed that high interest rates limits people to borrow thus affects profitability of commercial banks.
Interest rates are the bread and butter of commercial banks since it forms the bulk of revenue earned by commercial banks. Further
the study revealed that when interest rates are high borrowers default on loan repayments.

9.4 Technology

The study revealed that technology plays a major role in reducing operational costs and increases profitability to commercial
banks in Kenya. Further, technology helps to deliver product services to clients and helps to generate more revenue for
commercial banks in Kenya.

10. Conclusions

The conclusions were based on the objectives of the study of factors affecting financial performance of commercial banks in
Kenya. When all the stated hypotheses were tested in the regression model they were found to have a significant relationship
between themselves and financial performance. Technology was the driver which had the highest effect on financial performance
followed by credit risk, interest rates and inflation rates. The findings of the study established that commercial banks were
operating under a highly competitive environment. It was concluded that commercial banks needed to embrace financial
management practices in order to achieve financial performance.
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