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Abstract

The study aimed to examine the effects of interest rates on the lending portfolio of commercial banks in Kenya. The
study was based on Loanable Funds Theory and The Theory of Interest. The study used a cross sectional survey research
design administered through questionnaires. The heads of credit in the related departments who were concerned with policies
implementation in 43 commercial banks in Kenya formed the target population. The sample population of the study was 64
respondents. The mean, standard deviation, correlation and regression were the main statistical analysis used. It was found that
interest rate had a negative correlation with lending portfolio. It was concluded that unfavorable (high) interest rate reduces
lending portfolio of Commercial Banks in Kenya. Consequently, it was recommended that the stakeholders, especially the
government to implement economic strategies that spars economic growth. The economic growth as multiplier effect in that it
does not only empowers the citizens financially, it also reduces the interest rate of bank loans.
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1. Introduction

The banking sector is an indispensable financial service sector supporting development plans through channelizing funds for
fruitful purpose, mobilizing and controlling flow of funds from surplus to deficit units and supporting financial and economic
policies of government. The success of banking is assessed based on profit and quality of assets it possesses. Even though bank
serves social objective through its priority sector lending, mass branch networks and employment of many people, maintaining
quality asset book and continuous profit making is important for banks continuous growth. Bank loans are one of the most
important long-term financing sources in many countries (Freixas & Rochet, 2008). In some developed countries like Japan, long
term bank loans represent more than 70% of its total long-term debt.

Loan portfolios are the major assets of banks, thrifts and other lending institutions. The value of a loan portfolio depends not
only on the interest rates earned on the loans, but also on the quality or likelihood that interest and principal will be repaid. One of
the principal activities of commercial banks is to grant loans to borrowers. Loans are among the highest yielding assets a bank can
add to its balance sheet, and they provide the largest portion of operating revenue. In this respect, the banks are faced with
liquidity risk since loans are advanced from funds deposited by customers (Parlour & Winton, 2011). Hamisu, (2011) notes that
credit creation involves huge risks to both the lender and the borrower. The risk of the counterparty not fulfilling his or her
obligation as per the contract on due date or anytime can greatly jeopardize the smooth functioning of bank’s business. On the
other hand, a bank with high credit risk has high bankruptcy risk that puts depositors’ funds in jeopardy.

Global financial systems or markets have witnessed an impressive expansion in the past decades. Accompanying this
expansion is a big evolution in the business practice. The financial sector, in a broad sense, has developed an array of new
financial instruments and techniques to adopt the ever-changing global environment. Through their different abilities to promote
innovative products, different national financial systems have exerted varying degrees of impact on economic performances. As a
result, the rising importance of the financial sector in modern economies and the rapid rate of change experienced have spurred
research interest in financial institutions especially in banking. Central bank lending is widely regarded as a vital part of the public
safety net supporting the stability of the banking system and financial markets more generally. A central bank that is financially
independent and has a sizable portfolio of securities can provide large amounts of liquidity to institutions on very short notice.
Indeed, central bank lending has been a prominent part of regulatory assistance to troubled financial institutions for a long past
(Mwega, 2010).
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Interest rate spread is the interest rate charged by banks on loans to private sector customers minus the interest rate paid by
commercial or similar banks for demand, time, or savings deposits. Ideally, it is measured as the difference between the average
interest rate earned on loans and the average interest rate paid on deposits for individual banks (Sologoub, 2006). The terms and
conditions attached to these rates differ by country, however, limiting their comparability. The amount by which the interest
earned by an investment exceeds or fails to exceed its own interest liability, if a bank pays depositor’s one interest rate, and lends
the deposited money out at higher interest rate, the difference between those two interest rates is the interest rate spread. Interest
rate spread is similar to net interest margin, but is difference in that net interest rate spread is hypothetical number that a company
could earn if all assets were borrowed and invested (Drake, Deborah & Elisabeth, 2002).

In European countries, Dayydenko and Franks (2014) observe that 75.7% of firm loans in France and 88.5% in Germany are
secured whereas Gonas et al (2004) point out that 73% of loans are secured for US firm loans, which is similar to the order of
magnitude provided by Berger and Udell (2010). In the wake of the recent financial crisis, it has become increasingly clear that
significant declines in the value of widely pledged assets can amplify the business cycle through procyclical changes in credit
availability (Gan, 2007). U.S housing prices began falling in the latter half of the 2000s, mortgage defaults rose substantially and
the value of mortgage related collateral plummeted. As a result, households’ ability to borrow against their homes and financial
institutions’ ability to pledge or sell mortgage backed securities became impaired and a global financial crisis ensued.

There are approximately 9 million SMEs in Kenya, accounting for about 45% of the Gross Domestic Product and 90% of
newly created jobs. However, the potential for the sector have been greatly hampered by lack of credit to finance its operation.
About 75% of the SMEs rely on cash sales to boost their working capital due to the difficulty they face in getting loans from the
banks. Lack of quality information, family management and inability to standardize scoring models as the biggest SME-specific
hindrance and obstacle to SME lending in Kenya. Since commercial banks views SMEs as high risk borrowers, they demand
excessive collateral or charge high interested or avoid dealing with SMEs altogether (Kundid & Ercego 2011).

The Central Bank of Kenya (CBK), like most other central banks around the world, is entrusted with the responsibility of
formulating and implementing monetary policy directed at achieving and maintaining low inflation as one of its two principal
objectives; the other being to maintain a sound market-based financial system. Since its establishment in 1966, the CBK has
essentially used a monetary-targeting framework to pursue the inflation objective. The use of this monetary policy strategy has
been and continues to be based on the presumption that money matters, that the behavior of monetary aggregates has a major
bearing on the performance of the economy, particularly on inflation and general economic growth. Econometric studies done to
investigate the link between economic growth and monetary expansion have established and lent credence to the strong link
between them in Kenya (Durevall and Ndungu, 2009).

2. Research Problem

The lending operations of commercial banking in any economy constitute a critical sector in the growth and development of
any economy (Nwankwo,2010) The obstacle to access finance exist when there is a need for finances from a client with an
investment project that warrantees financing, but there is impeded access to external financing. This occurs due to the gaps that
exist between the suppliers of external financing and the demand for financial resources. This financing gap which is the
difference between the demand for funds by SMEs and the supply of funds occurs because of SMEs characteristics and market
failure on the supply side (Park, Alhotra, Chen, Criscuolo & Qimiao, 2008).

A higher interest rate will attract risky borrowers and drive out good borrowers because risky borrowers are willing to borrow
at higher interest rates, because they know that their repayment probability is low. If riskier projects are associated with higher
returns, a rise in the interest rate drives out low-risk projects as borrowers try to compensate for the higher cost of the loan by
earning a higher return with a risky project. An optimal interest rate therefore exist beyond which additional loans are not made
available despite excess demand. Consequently, a backward bending credit supply curve and equilibrium credit rationing exist
because raising the interest rate above the optimal level lowered banks’ profits as the amount of risky projects in their portfolio
rise (Akpansung & Babalola, 2012).

3. Objective of the Study

The specific objective of the study was To determine the effects of interest rates on the lending portfolio of commercial banks
in Kenya

4. Justification of the Study

4.1 Commercial Banks
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The findings of the study are important to commercial banks, as they are able to establish the effects of capping interest rates
on their lending strategy and hence understand their role in attainment of desired profitability through lending and achieving
economic growth for the country.

4.2 Government

The study also intends to benefit the government as it provides an insight to the effect of lending policies on lending behavior
of commercial banks. The government partners with commercial banks to ensure price, interest rates and exchange rates stability
and enhance economic development through provision of affordable credit.

4.3 Researchers and Scholars

The finding of this study was of valuable to researchers, scholars and other stakeholders, as it formes a basis for further
research. Further, this study contributed to the pool of knowledge into the effects of financial factors on the lending portfolio of
commercial banks in Kenya and therefore contributed to academic reference materials.

5. Review of Literature
5.2 Loanable Funds Theory

Loanable funds theory assumes that interest rates are determined by supply of loan able funds and demand for credit (Fry,
2005). In loan able funds theory the demand of loan able funds originates from domestic business, consumers, governments and
foreign borrowers. If the banks are in a hurry to lend money without establishing the credit worthiness of individuals, then the
default rate increases and hence business risks which make banks to charge a higher premium to compensate for the default risk.
Supply is generated by domestic savings, dispersion of money balances, and money creation in the banking system and foreign
lending. The market structure in which the banks concentrate on determines the supply of funds which in turn determines the
availability of loanable funds (IBM, 2010).

With these factors determining long-term interest rates, short term interest rates are decided by financial and monetary
conditions in the economy. Ownership structure like the government owned banks, there is likelihood that they tend to lend at low
interest rate because they are likely to be sort out of financial crisis by the government (Salloum & Hayek, 2012). According to
Demirguc (2008) the many factors considered in loanable funds theory mean that equilibrium will be reached only when each of
the factors is in equilibrium. Claeys and Vander (2008) argues that this theory explains the determinants of interest rate spread in
that if people do not deposit money in commercial banks, the banks will fail to lend and the high demand will lead to higher
charges by banks. This in the end causes interest rate spread to widen as a result of inflation. Ross (2005) strongly believed that
the theory is however limited in that it fails to address the reasons why people would prefer to save and invest without necessarily
having to deposit money in the banks like the fear of unknown, wealth taxation, delay in accessing the banked money among other
factors.

2.2.3 The Theory of Interest

Craigwell, (2000) reviewed the Theory of Interest explains that explains the relationship between inflation and the real and
nominal interest rates. In Craigwell, (2000) review noted that this relationship is known as the Fisher Effect arising from the
Theory Proposer in 1930. The Fisher Effect states that an increase in the growth rate of the money supply will result in an increase
in inflation and an increase in the nominal interest rate, which will match the increase in the inflation rate. Fisher (1930) first put
forward that the relationship between interest rates and inflation is termed as the Fisher Effect. It postulates that the nominal
interest rate in any period is equal to the sum of the real interest rate and the expected rate of inflation. Craigwell, (2000) studied
that the nominal interest rate could be decomposed into two components, a real rate plus an expected inflation rate. Fisher
indicated that there exist a one tone relationship between the inflation and interest rates in a perfect world, with real interest rates
being unrelated to the expected rate of inflation and determined entirely by the real factors in an economy, such as the productivity
of capital and investor time preference.

The fisher effect theory has the same conclusions with the International Fischer Effect (IFE). IFE theory suggests that foreign
currencies with relatively high interest rates will tend to depreciate because the high nominal interest rates reflect expected rate of
inflation, Madura (2000). This theory also proposes that changes in the spot exchange rate between two countries will also tend to
equate the differences in their nominal interest rates (Craigwell, 2000). Fisher’s rate of interest is important because it provides a
basis for the idea that monetary policy should be concerned mainly with managing inflation expectations in order to keep real
interest rates at a stable level that promotes saving and investment (Madura2000).
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6. Review of Variables
6.1 Lending Portfolio

According to Comptroller’s (2008) loan portfolio is the largest asset and the predominate source of revenue. As such, it is one of
the greatest sources of risk to a bank’s safety and soundness. The level of interest risk attributed to the bank’s lending activities
depends on the composition of its loan portfolio and the degree to which the terms of its loans (e.g., maturity, rate structure, and
embedded options) expose the bank’s revenue stream to changes in rates.

According to Hirtle (2008) an effective loan portfolio management begins with oversight of the risk in individual loans.
Prudent risk selection is vital to maintaining favorable loan quality. Therefore, the historical emphasis on controlling the quality of
individual loan approvals and managing the performance of loans continues to be essential. But better technology and information
systems have opened the door to better management methods. A portfolio manager can now obtain early indications of increasing
risk by taking a more comprehensive view of the loan portfolio (Hirtle, 2008).

According to Sanchez (2009), loan portfolio managers have concentrated most of their effort on prudently approving loans and
carefully monitoring loan performance. Although these activities continue to be mainstays of loan portfolio management, analysis
of past credit problems, such as those associated with oil and gas lending, agricultural lending, and commercial real estate lending
in the 1980s, has made it clear that portfolio managers should do more. Traditional practices rely too much on trailing indicators
of credit quality such as delinquency, non-accrual, and risk rating trends. Banks have found that these indicators do not provide
sufficient lead time for corrective action when there is a systemic increase in risk (Sanchez, 2009).

To manage their portfolios, bankers must understand not only the risk posed by each credit but also how the risks of individual
loans and portfolios are interrelated. These interrelationships can multiply risk many times beyond what it would be if the risks
were not related. Until recently, few banks used modern portfolio management concepts to control credit risk. Now, many banks
view the loan portfolio in its segments and as a whole and consider the relationships among portfolio segments as well as among
loans. These practices provide management with a more complete picture of the bank’s credit risk profile and with more tools to
analyze and control the risk (Gonzalez, 2010).

6.2 Interest Rates

According to Théoden and Nathan(2010) they noted that when interest are low peopleare willing to borrow lending rates
because they find it relatively easy to repay their debts .However when interest are high people are reluctant to borrow because
repayment on loans cost more . Some consumers may even find it difficult to meet their existing loan repayments, especially if
interest rate increases faster than the rise in the consumerincome. In addition, if rates rise sharply some consumers will default on
their loans. These points out those high rates can hinder the growth of savings and investments and imply that the cost of using the
financial system is prohibitive for certain borrowers and therefore low margin.

Ndungu and Ngugi (2011) explained that macroeconomic environment is identifying ashoth a cause and a consequence
affecting lending rates. The chain reaction triggered off by macroeconomic instability increases uncertainty hence impacting
adversely on borrower’s credit worthiness thus increasing the risk premium charged by banks. The macroeconomic environment
affects the performance of the banking sector by influencing the ability to repay borrowed loans, the demand for loans with the
unpredicted returns from investments and the quality of collateral determine the amount of premium charged and therefore the
cost of borrowed funds to the investors. With an unstable macroeconomic environment and poor economic growth, investors face
uncertainty about investment return and these raises the lending rates.

Baghwan & Chowdhry (2010) concur that the bank profit is derived from the difference between the interest rate it charges by
lending and interest it pays for the deposit. If bank is not lending then there are no profits from the deposits. Therefore, high
lending rates can have a major implication for financial intermediation as they can increase the cost of capital which in turn limits
financial resources available to potential borrowers thereby reducing the volume of investment opportunities and reducing it to
sub optimal level. Moreover wider spread might reflect a number of problems such as bank unsoundness and moral hazard.

Chodechai, (2004) indicated that loans that have been made or bought and are being held for repayment qualifies to be
grouped a loan portfolio. Loan portfolios are the major asset of banks, thrifts, and other lending institutions. The value of a loan
portfolio depends not only on the interest rates earned on the loans, but also on the quality or likelihood that interest and principal
will be paid. Effective management of the loan portfolio and the credit function is fundamental to a bank’s safety and soundness.
Loan portfolio management (LPM) is the process by which risks that are inherent in the credit process are managed and
controlled. Because review of the LPM process is so important, it is a primary supervisory activity. Assessing LPM involves
evaluating the steps bank management takes to identify and control risk throughout the credit process. (Chodechai, 2014).
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7. Empirical Review

The commercial banks in Kenya like the rest of the banks in different economies, plays vital role in economic development in
the country. They are cogitated as one of the largest and most important financial institutions that practices financial the role of
intermediation and considered as a fluid of economic development (Banga, 2013), they are known to facilitate both internal and
external trade in terms of movement of money and capital (Saini &, 2013). Levine (1997) contends that the countries with
advanced banking system base, develop faster than those with less developed banking system. The main work of commercial
banks in general is to provide credit facilities to the various public and private sectors in order to exploit all the money resources
available, such as deposits in the achievement of accrued profits that ultimately maximize the value of the bank, where bank loan
is usually the major asset and the major source of income for banks as mentioned by Malede (2014).The granted credit facilities to
these sectors, helps them in exercising their tasks in business undertakings such as operations and investments, which assists them
to achieve a real growth in output and impact positively on the economy as a whole (Rababah, 2015). This is in in agreement with
the study of (Acharya et al., 2009) which indicated that increasing the loans granted by such banks helps to boost the growth of
economy.

In the study carried out in Jordan during the period between 2005 — 2013, showed that credit facilities contributed up to 80.5%
of the GDP during the period 2000 to 2013 and contributed to strong economic growth ever witnessed in Jordanian economy.This
findings underlines the important role bank credit facilities from commercial banks plays towards the growth of economy.

In their study, Chernykh &Theodossiou (2011) indicated that the banks capability to increase to its long term commercial
loans depends on several factors such capital, availability of long term liabilities, the study stated that the banks with a low level
capital tends to provide less long-term loans. The study also described several hindrances faced by the banks in providing long-
term loans to house hold and business, including poor protection of the creditor’s rights and poor creditworthiness of borrowers.
Olokoyo (2011), in his discussion on determinants for lending by commercial banks in Nigeria, stated that there are several
variables including the size of the deposit, the size of investment portfolio, the interest charged on loans, the reserve requirement
ratio and liquidity ratio. Ladime, Sarpong-Kumankomak and Osei (2013) in research on determinants of banks’ lending behaviour
in Ghana, discovered that banks’ lending behavior is directly affected by size and structure of the bank capital, negative impact of
the central bank lending and exchange rate. According to the Tomak (2013), in Turkish context, the performance of commercial
banks depends on the total liabilities, size, and bad loans on total loans as well as inflation rate. Moreover, study conducted by
(Moreno et al, 2012) pointed out that interbank rate, national debt to GDP, house hold consumption to GDP and the level of
investment were the key in determining credit portfolio. However, in view of all that been considered, Akilo and Oni (2015) stated
that factors that may affect the level of lending are still subject to further research.

8. Critique of Existing Literature

From reviewed relevant literature, it has come out strongly from several writers like; Chodechai, (2014), Gollinger (2003),
Ngugi (2011), Folawewo and Tennant (2008), Schumacher (2000) and Nakane (2002) who indicated that interest rate has a larger
impact on the performance indicators of most commercial banks. They have agreed on the transformational effects of interest rate
on bank performance and operational efficiency. However other scholars like; Udell (2005),Spiliotis (2008), Jimenez and Saurina
(2004)and Straka (2000) found out that interest rate has a marginal effect on the performance indicators of most commercial
banks. These mixed results and alternative views from different countries and writers are mainly as a result of lack of
comprehensive analysis of a single entity effect on banks performance indicator. This study intends to take a departure from past
studies and concentrate on one entity effect on bank loan portfolio that will spectrum on the performance of commercial banks.
There is also concentration of interest rate studied on commercial bank performance and mostly in developed and emerging
economies leaving a paucity of literature for Africa and Kenya specifically. This literature gap is addressed by this comprehensive
study.

Bankers perceive individuals with low income cause bad credit risk. This is because clients cannot repay their loans. The
perception is that clients with low income do not have stable, viable businesses for which to generate repayment. Moreover, these
potential clients lack traditional collateral to guarantee their loans. Banks also do not appropriate technologies to serve this
clientele i.e. market discipline through targeted communication of bank lending rates, fees and charges. This initiative is expected
to result in increased competition in the banking sector with attendant lowered costs and enhanced costs access. When banking
rates and fees are lowered the banks can easily enter into retail segments by pricing their products at considerable price to their
customers (Ahmad and Buttle, 2002).

Higher penetration of technology and increase in globally literacy levels has set up the expectations of the customer higher
than never before. Increasing use of modern technology has further enhanced reach and accessibility The market today gives us a
challenge to provide multiple and innovative contemporary services to the customer through a consolidated window as so to
ensure that the bank’s customer gets “Uniformity and Consistency” of service delivery across time and at every touch point across
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all channels. The pace of innovation is accelerating and security threat has become prime of all electronic transactions. High cost
structure rendering mass-market servicing is prohibitively expensive.

8. Research Methodology
8.1 Research Design

Research design is an arrangement of conditions for collection and analysis of data in a way that combines their relationship
with the purpose of the research (Kothari, 2004). This study used mixed research design. Some authors regard this approach as the
third methodological movement one which complements purely quantitative or qualitative strategies. The mixed methods
approach was selected for this study as it enabled the researcher to collect well rounded and detailed data that was not only
numerically descriptive but also enabled the study to gather multiple views and different perspectives (Creswell, 2014).

8.2 Target Population

Mugenda & Mugenda (2003) highlights the target population as a number of individuals about which a researcher is interested
in describing or making a statistical inference. The target population of this study was all heads of credit related departments
(Credit manager, Branch manager and Relationship manager) who are concerned with policies implementation in 43 commercial
banks in Kenya as outline in appendix 111 (Kenya Bankers Association, 2016).

Table 1: Target Population

Classification of banks No of commercial banks Respondents
Tier | 6 18
Tier 1l 16 48
Tier 111 21 63
Total 43 129

Source: Kenya Bankers Association, 2016

8.3 Sampling Frame

The sampling frame described the list of all population units from which the sample was selected (Mugenda & Mugenda,
2003). It is a physical representation of the target population and comprises all the units that were potential members of a sample.
The sampling frame was a list of 126 of the 129 population since Imperial Bank Kenya is (In Receivership). The sampling frame
was composed of Credit manager, Branch manager and relationship manager bank management staff in the 43 commercial banks
in Kenya.

8.4 Sample and Sampling Techniques

A sample according to Mugenda and Mugenda (2003) is a subgroup carefully selected so as to be representative of the whole
population with relevant characteristics. This study adopted stratified random sampling technique to select the sample size for the
study. According to Deming (2010) stratified random sampling technique produce estimates of overall population parameters with
greater precision and ensures a more representative sample is divided from a relatively homogeneous population. Stratified
random sampling was used to group respondents into three stratas namely; Credit manager, Branch manager and relationship
manager. Orodho (2003) states that stratified sampling were applicable if a population from which a sample is to be drawn does
not constitute a homogeneous group. According to Mugenda and Mugenda (2003), a representative sample was one that at least
10% of the population of interest but for better and more representative results a higher percentage was better. In this case, a
sample size of 50% was preferred. The sample population of the study was thus 62 respondents i.e. 50% of the study population.
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Table 2 Sample Size

Classification of banks Respondents Percentage Sample Size
Tier | 18 50%*18 9
Tier Il 48 50%*48 24
Tier 11 63 50%*63 31
Total 129 42 64

Source: Kenya Bankers Association, 2016

9. Data analysis

Data analysis method refers to examining what has been collected in a survey or experiment and making deductions and
inferences; it includes scrutinizing the acquired information and making inferences (Kombo & Tromp 2006). Once the
questionnaires were collected, they were carefully edited to detect errors and omissions for consistency and completeness. The
data analysis processes for quantitative items was done using Statistical Package for Social Science (SPSS) version 24. The data
from the answered questionnaires was analyzed using descriptive statistics such as mean and standard deviation which described
the characteristics of the collected data (Kothari, 2004). Data was measured using inferential statistics such as correlation
coefficient to establish initial relationships between variables. These are percentages, tables, regression and correlation. Karl
Pearson’s Zero Order coefficient of correlation, ANOV A, and T-test was used to test the relationships between variables.

Descriptive statistical method enables understanding of data through summary values and graphical presentations (Mugenda &
Mugenda, 2003). The researcher further analyzed the responses in terms of percentages. Therefore, it was reliable test to adopt for
the study. Hence, the regression model for this was;

Y = Bo+ 81X1+£

Where
Y = Lending Portfolio (dependent variable)
g = Constant
B1 = The corresponding coefficients for the independent variable
X1 = Interest rates
€ = Error term

10. Discussion of Research Findings
10.1 Interest Rate in commercial Banks

The result indicated that all the items had a mean score more than four (=agree on the Likert scale). Thus it meant that; interest
rate spread follows the direction of economic growth (m= 4.22, SD=.749). This implied that the interest rate is affected by
changes in economic performance according to the respondents.

Interest rate spread was the highest contributor of profits in a bank (m=4.13, SD=.810). This implied that banks being profit
minded will tend to charge their loans at highest rate possible. Interest rate spread follows the inflation rates of the countries
(m=4.41, SD=.912). Therefore changes in inflation of a country would result to changes in interest rate. However it was not clear
if the interest rate charged in the banks was reasonable compared to other banks (m=3.02, SD=.619). These findings implied that
the interest rate charged is not significantly different across banks. According to Théoden and Nathan (2010) they noted that when
interest is low people are willing to borrow lending rates because they find it relatively easy to repay their debts. Therefore
potential borrowers may look at other loaning factors other than interest rate that may make borrowing cheaper of easier to repay.

The correlation coefficient results showed that interest rate was negatively and correlated with lending portfolio (r=-.699,
p=.003). The correlation was significant. The findings are similar to the findings by Apunyo (2011). In his study to determine the
effect of interest rates on loan repayment in Uganda's commercial banks using study of Equity bank, Apunyo found that there is to
great extent a close relationship between interest rates and loan repayment.
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Table 1 Interest Rate in commercial banks

Statement on interest rate Mean S.D
Interest rate spread follows the inflation rates of the countries 4.41 912
Interest rate spread follows the direction of economic growth 4.22 749
Interest rate spread is the highest contributor to profits in a bank 4.13 .810
Interest rate charged in this bank is reasonable compared to other banks 3.02 .619

The regression analysis results show the coefficient of regression to be constant at 0.346 (p=0.210), and is not significant. For
the interest rates it is 0.438 (p=008) and it is significant.

The regression model represented as:
Y =0.346 + 0.438X;+¢

From the fitted model, an increase in one unit of the Interest rate will result to a decrease in loan portfolio by 0.4381 units.
11. Conclusions

The calculated mean and the corresponding standard deviation of the responses indicated that the interest rate was the highest
contributor to profits in banks through and it follows a countries inflation rate and the interest charged was not reasonable.
Correlation and regression analysis indicated that interest rate had a significant negative relationship with lending portfolio. When
interest is high potential borrowers are reluctant to borrow because repayment on loans cost more and those with loans have
higher probability of defaulting. The study thus established that the probability of default (decrease in lending portfolio) increase
with increase in interest rate.

Interest rate policies by banks on the loans advanced to the borrowers has direct effect on the quality and value of the loan
portfolio. It is therefore inferred that banks with favourable and reasonable interest rate policies have sound loan portfolio. This is
true because interest rate determines the cost of the principal amount loaned. And thus ones’ ability to service his loan is reduced
at high interest rate.
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