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1. Introduction 

Banks usually pay a cost on money collected from depositors. Particularly, saving deposits commonly earn interest for savers 

at a rate determined by individual banks whereas it must be above the minimum per the directive issued by the regulatory body of 

the country. Savings or deposit, according to classical economists, is a function of the rate of interest. The higher the rate of 

interest, the more money will be saved, since at higher interest rates people will be more willing to forgo present consumption. 

The study by Siyanbola et al., (2012) on Effect of Interest Rate Deregulation on Bank Deposit Mobilization in Nigeria found that 

there is a positive relationship between the deposit interest rate and the volume of deposits and that interest rate has a major 

influence on deposit Mobilization. 

 One of the most effective factors for deciding to deposit in banking system is the interest rate (Mohammad & Mahdi, 2010). 

This article shows the impact of cost of deposit on the performance of the banking system to achieve the goals that are expected 

from the banking system. (Herald & Heiko, 2008), also mentioned interest as one of the determining factor for commercial banks 

deposits. Moreover, (Mustafa & Sayera, 2009) said that low deposit rates are discouraging saving mobilization.  

Interest rate in the banking system is held as investment cost from the investor‟s point of view and opportunity cost from the 

depositor‟s point of view (Mohammad & Mahdi, 2010).Thus, capital market forces balance interest rates. Therefore, the just and 

correct interest rate should be determined through market mechanism, that is, interest rate is balanced in supply and demand 

conditions in proportion with the inflation rate. This implies commercial bank deposits are interest rate sensitive, therefore as the 

interest rate changes the deposit of the commercial banks will change. As to (Erna & Ekki, 2004), Economists, mainly 

conventional ones, believe that depositors are attracted to deposit their money in banks because of the opportunity cost of holding 

cash in hand is high when the interest rate is also high.  In central bank of Kenya report 2015, consistent with the tight monetary 

policy stance, retail interest rates by the commercial banks rose in 2015. The average lending rate increased from 15.93 per cent in 

January 2015 to 17.45 per cent in December 2015 while the average interest rate paid by banks on deposits increased from 6.65 
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per cent to 7.92 per cent over the same period. Consequently, the interest rate spread widened to 9.53 per cent in December 2015 

from 9.28 per cent in January 2015. 

2. Research Problem  

Since commercial banks depend on depositor‟s money as a source of funds, it means that there are some relationships between 

the cost of Deposit and the amount of credit granted to the customers. For the purpose of achieving self-sufficiency there is the 

need to improve ways of mobilizing domestic deposits. The issue is banks need to mobilize people by explaining to them the 

importance and benefits related to savings. The banks must have adequate deposits to meet the lending volume required by the 

public and at the same time maintain extra cash for withdrawals by depositors. The bank cannot achieve this, if there are no clear 

strategies of mobilizing more people to make deposit and do savings.   

 

The cash reserve is a component of liquidity reserves which measure the ability of the bank to meet its expected withdrawals 

and recurring withdrawals. The withdrawals made from the reserves are oddly-offset against new deposits which the banks should 

continuously mobilize. The level of deposits growth also indicates the bank‟s performance in relation to customers‟ satisfaction on 

interest payout and services rendered. The study attempted to investigate whether there is a causal relationship between the effect 

of Cost of deposit and financial performance. The key question that researchers will need to investigate will be; does cost of 

Deposit matter in commercial bank financial performance?   

3. Objective of the Study  

 

The specific objective of the study was to determine the effects of cost of deposit on financial performance of commercial 

banks in Kenya with respect to Mombasa County. 

 

4. Review of Literature 

 

4.1 Theoretical Framework 

 

4.1.1 Robert Solow’s Theory 

The most widely known growth theory that came after the Harod-Domar is the Solow growth theory. The Solow growth 

theory answered the fundamental weakness of Harod-Domar assumption of constant capital-output ratio (Mulder, et al., 2011). 

Solow assumes factor inputs to be continuously substituted for each other and variably combined. In other words, unlike the 

Harrod- Domar model‟s fixed factors combination, the Solow model permits continuous substitution between factors of 

production. The marginal product of each factor varies depending on the amount of the other factor it is combined with. It also 

assumes diminishing returns to each factor of production, and technology as exogenously determined (Acemoglu, 2009). Thus, it 

implies that if the economy is far below an equilibrium state, factor accumulation would result in output growth at a high rate 

initially and then at a diminishing rate until it reaches a steady state. The size of the saving rate, all other things remain the same, 

determines the steady state level of output per labour. An increase in the saving rate increases the level of output per labour, and 

the higher the saving rate, the higher the steady state output per labour.  

4.1.2 Diffusion of Innovations Theory 

Diffusion of innovations is a theory that seeks to explain how, why, and at what rate new ideas and technology spread through 

cultures. Rogers (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. The origins of the diffusion of innovations theory are variedand span multiple 

disciplines. The four main elements of diffusion are the innovation, communication channels, time, and the social system. 

Diffusion is a special type of communication, in which the messages are concerned with a new idea. It is this newness of the idea 

in the message content of communication that gives diffusion its special character. This process consists of a series of actions and 

choices over time through which an individual or an organization evaluates a new idea and decides whether or not to incorporate 

the new idea into on-going practice. This behavior consists essentially of dealing with the uncertainty that is inherently involved in 

deciding about a new alternative to those previously in existence 

5. Research Methodology 

5.1 Research Design 

Creswell (2009) defines research design as an outline of how data was collected and analyzed in pursuit of obtaining specific 

answers to research questions. Thisstudyadopteddescriptive and quantitative method to obtain data useful in evaluating present 
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practices and providing a basis for decision making. (Sekaran, 2011) observes that the goal of descriptive research is to offer the 

researcher a profile or describe relevant aspects of the phenomena of interest from the individual, organization, industry or other 

perspective. Descriptive research is used to describe characteristics of a population or phenomenon being studied. Quantitative 

method addresses research objectives through empirical assessments that involve numerical measurement and analysis. 

5.2 Target Population 

 The term population simply means possible people from whom information can be obtained. The target population of a study 

constitutes the group of persons, objects or institutions that defines the objects of the investigation (Patton, 2002). Zikmund, et al., 

(2010) describe a population (universe) as any complete group for example, of people, sales territories, stores, or college students 

that share some common set of characteristics. Beck & Polit (2003) refer to the term population as the aggregate or totality of 

those conforming to a set of specifications. The population of this study consisted of commercial bank managers in charge of 

deposit mobilization namely the credit manager, bank manager and the relationship manager. The population of the study was all 

commercial banks (40 in number) as per Central Bank of Kenya Report December 2016, excluding Imperial bank and Chase bank 

under receivership and Dubai bank  

 

 

Table 1 Target Population 

Category Frequency Percentages 

Tier I 7 33% 

Tier II 12 33% 

Tier III 21 34% 

Total 120 100% 

 

5.3 Sample Size 

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 will be obtained using the formulae developed by Cooper 

and Schinder, (2013) together with Kothari and Gang, (2014). The sample size will be 93. 

 

n = N / 1 + N (α) ²  

 

Where:  

n= the sample size,  

 

N= the sample frame (population)  

 

α= the margin of error (0.05%).  

 

n = 120 / 1+120(0.05)
2
 = 93 

 

6. Data Processing and Analysis 

Creswell (2008) defined data analysis as a process which involves drawing conclusions and explaining findings in words about 

a study.Nachmias and Nachmias (2004) noted that descriptive statistics will enable the researcher to summarize and organize data 

in an effective and meaningful way. They provide tools for describing collections of statistical observations, reducing information 

to an understandable form. The analysis of the data generated from the financial reports has been tabulated. This is intended to 

show the nature and extend of mobilizing deposits and the healthy nature of commercial banks financial performance. To analyze 

data the researcher used statistical data analysis tools. This includes descriptive statistics, inferential statistics and tests of 

significance. The research findings have been presented in form of tables. Percentages, tabulations, mean and standard deviation 

will be used to present the data. Percentages mean and standard deviations have been used to determine the trend between the 

variables.  

 

A linear regression model was used to indicate the extent to which each independent variable is affected. Fraenkel & Wallen, 

(2011) argue that regression is the working out of a statistical relationship between one or more variables. The researcher has used 

multiple regression analysis to show the effect and influence of the independent variables on the dependent variables. 

 

The relationship was as follows; 
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Y= β0 + β1X1+ ε 

 

Where:  

 

Y = Performance of Commercial Banks  

β0 and β1 are coefficients. 

X1= Cost of Deposit 

  ε= error term. 

 

The regression coefficient „β0‟ is the Y intercept; while β0 and β1 are the net change in Y for a change of X1. The error term is a 

random variable with a mean of zero, which captures those variables that cannot be quantified. The study finding will be presented 

using tables. 

 

7. Research findings and Data analysis 

7.1 Results on Cost of Bank Deposit 

 

Table 1 Descriptive Statistics of  Cost of Deposit 

 

Opinion Statement N Mean Std. Deviation 

Low interest rates on deposits decreases deposits levels 72 3.46 0.838 

High interest rate on deposits increase deposits levels 72 4.36 1.339 

Timely payments of interest on maturity of deposits increases 

deposits levels 
72 3.36 0.488 

Rolling over of interest on matured deposits increases deposit levels 72 3.54 0.962 

Interest paid on matured deposits reduces income earned by 

commercial banks 
72 3.93 0.858 

Valid N (listwise) 72   

 

The objective of the study was to establish the effects of cost of bank deposits on financial performance of commercial banks 

in Kenya with respect to Mombasa County. Respondents were required to respond to set questions related to cost of deposits and 

give their opinions. The statement that low interest rates on deposits decreases deposits had a mean score of 3.46 and a standard 

deviation of 0.838.(Mustafa &Sayera, 2009) said that low deposit rates are discouraging saving mobilization .The statement that 

high interest rate on deposits increases deposits levels had a mean score of 1.339, this is in agreement with (Oluoch, 2015) that 

high interest rates paid on fixed deposits attracts deposits to commercial banks. The statement that timely payments of interest on 

matured deposits increases deposit levels had a mean score of 3.36 and a standard deviation of 0.488. The statement that rolling 

over of interest on matured deposits increases deposits levels had a mean score of 3.54 and a standard deviation of 0.962. The 

statement that interest paid on matured deposits reduces income earned by commercial banks had a mean score of 3.93 and a 

standard deviation of 0.858. 

7.2 Correlation Analysis 

Pearson Bivariate correlation coefficient was used to compute the correlation between the dependent variable (Financial 

Performance) and the independent variables (Cost of deposits, banking innovations, income levels and access to financial 

institutions). 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 & Gang, 2014). 

 

Table 2  Pearson Correlation Analysis 

 
Financial Performance Cost of Deposits 

      Financial 

Performance 
1 

 

  
72 

 
Cost of Deposits 0.301 1 
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7.3 Regression Analysis 

 

The regression equation established that taking all factors into account (Financial performance as a result of cost of deposits 

constant at zero financial performance will be 10.741. The findings presented also shows that taking all other independent 

variables at zero, cost of deposit has significance positive effect on financial performance such that a unit increase in cost of 

deposits will lead to 0.393 percent increase in the scores of financial performance. 

 

Table 3.5 Regression Coefficients for Financial Performance 

 

Model 

Unstandardized 

Coefficients 

Standardized 

Coefficients 

T Sig. B 

Std. 

Error Beta 

1 (Constant) 10.741 4.9123  2.187 0.012 

Cost of Deposits 0.393 0.176 0.489 2.233 0.002 

      

a. Dependent Variable: Financial Performance 

 

The regression equation was: 

 

Y = 10.741 + 0.393X1  

 

Where; 

Y = the dependent variable (Financial Performance)  

X1 = cost of deposits 

 

8. Discussion of Key Findings 

The cost of deposit was analyzed and it was found out to be statistically significant as the significant value was 0.02 which is 

less than 0.05, coefficient correlation r equal to 0.301.According to the filled and returned questionnaires, the majority of the 

respondents agreed that there is a strong effect of the deposits rate on the bank deposits .The results agrees with the study 

established by Tafirei et al,. (2014) in their study on analyzing the relationship between Banks‟ Deposit Interest Rate and Deposit 

Mobilization: Empirical evidence from Zimbabwean Commercial Banks (1980-2006), showed that The correlation coefficient for 

deposit rates is 0.771615 indicating that ceteris paribus a 1% increase in Deposit Rates leads to a 0.771615 increase in bank 

deposits and hence the strong relationship between deposits interest rate and the financial performance 

 

The study found cost of deposit to be statistically significant as the significant value was 0.031 which is less than 0.05, Pearson 

correlation of 0.220.This was related to the study carried out on   households which showed that households who have secured 

jobs save less than those who have risky jobs and uncertain income (Paabut, et al. 2012). These results are significant with the 

study established by Mohan (2012), in the related study of deposits mobilization in cooperatives banks in India, examined that 

cooperative banks rely on individual‟s depositors as well as cooperative societies. Their efforts should be oriented towards the 

mobilization of more savings and current accounts deposits through continuous publicity, effective marketing management and 

providing good service to the clients 

 

9. Conclusions 

The research findings indicated that the majority of the respondents believe that a positive change in cost of deposit of 

commercial banks in Mombasa County has a big impact on mobilization of more deposits from customers. This was confirmed by 

the increase in deposits mobilized through term deposits over the years. The study revealed that the majority of the respondents 

believed in the positive effect on deposit rate. The statistical test revealed that Spearman‟s correlation is 0.301 meaning that there 

is a positive correlation between cost of deposit changes and the deposits mobilization performance of commercial banks in 

Mombasa County.The study results revealed that when commercial banks pay low interest on deposits, the level of deposits go 

down whereas when commercial banks pay high interest on deposits, the level of deposits increases. 
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